
Working Paper No. 62 

The Political Economy of China’s Rural-

Urban Divide 

by 

Dennis Tao Yang*

Cai Fang** 

August, 2000 

* Assistant Professor, Department of Economics, Duke Univertsity
** Director, Institute of Population Studies, Chinese Academy of Social Sciences



 
 1 

 
 
 
 The Political Economy of China’s Rural-Urban Divide1 

 
 
 Dennis Tao Yang 
 Department of Economics 
 Duke University 
 
 and 
 
   Cai Fang 
 Institute of Population Studies 
 Chinese Academy of Social Sciences 
 

 

Abstract 

          China’s economic inequalities between rural and urban regions were high but stable during the 
centrally planned period.  Since the inception of reforms in 1978, the disparities have exhibited a marked 
cyclical pattern:  the declines in early years were followed by a period of increases and then by renewed 
declines.  We find that the sharp sectoral divide in the planning episode was a result of industrial 
development strategy, but since the reforms the politically powerful urban population has pressured the 
government for fast income growth using various transfer programs.  The central government has 
maintained an urban bias in order to preserve regime stability and political legitimacy.  Our analysis 
indicates that, although the urban coalition may pressure the state for favors, political activities are not a 
necessary condition for the existence of an urban bias.  As this study on China shows, the pursuit of 
industrial development strategy alone can result in a rural-urban divide. We suggest that removing 
distortions in factor markets is the policy reform most needed to bridge China’s rural-urban gulf.   
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I. Introduction 

Governments in most developing countries have adopted policies that discriminate against 

agriculture.  Interventions take a variety of forms, including the pricing and distribution of 

agricultural commodities and inputs, and fiscal and credit policies that favor the industrial sector. 

 Governments also use indirect instruments, such as trade regimes and exchange rate policies, 

which often amplify the discriminatory impacts against the countryside.  The results of a large 

body of research indicate that these interventions introduce distortions in the economic systems, 

cause large income transfers away from the rural sector, and, ultimately, lead to slower 

agricultural and overall economic growth.2  

While urban bias is virtually universal in the process of economic development, there are 

primarily two competing analytical paradigms for explaining policy formations.  One theory, 

associated primarily with the work of Michael Lipton (1977) and Robert Bates (1981), finds 

answers in the political structure of those countries, arguing that agriculture is disfavored in 

development because urban groups are politically powerful.3  The second theory emphasizes the 

development strategy of the modernizing elites who, as evidence shows, believe that industry is 

the catalyst sector for rapid growth and that taxing agriculture provides the much needed 

financial support for industrialization.4  Despite the clarity of views at the conceptual level, 

                                                      
2 A series of research projects organized by the World Bank, including the well-known study by Krueger 
et al. (1991, 1992), have analyzed the agricultural pricing policies in developing countries.  This project 
covers eighteen case countries on a wide range of issues, including the history of agricultural price 
interventions in each country, policy instruments implemented, estimates of the effects of both direct and 
indirect interventions on agricultural prices, the distribution of income among the various income groups, 
and the evolution of the country’s pricing policies.  
 
3 As articulated by Lipton, “The rural sector contains most of the poverty and most of the low-cost 
sources of potential advance; but the urban sector contains most of the articulateness, organization and 
power.  So the urban classes have been able to win most of the rounds of the struggle with the 
countryside.”  Bates advanced the analysis by examining the political basis for the selection of 
agricultural policies: the states in Africa have successfully divided up the countryside into supporters 
(through subsidies and projects) and opponents (through various forms of taxation).  Moreover, Bates 
attributed the powerlessness of the peasantry to high communication costs for collective actions because 
they are geographically dispersed and the products of individual farmers only account for small shares of 
agricultural output, which introduces the free-rider problem. 
    
4 As Krueger (1992) summarized the World Bank project based on studying agricultural pricing policies 
in eighteen countries:  “There was a strong consensus among the modernizing elite that raising living 
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empirical assessment of these two hypotheses is difficult because of an identification problem.  

The coexistence of political activities of urban groups and the belief of the modernizing elites in 

industrialization complicates the measurement of the two causes, making it hard to separate the 

individual effects of the causes on policy formation.  As a consequence, the explanatory power of 

the two hypotheses remains largely untested. 

This paper has two main purposes.  First, we document the extent of China’s rural-urban 

inequality for periods both before and after the initiation of reforms, and we investigate the 

institutions and policies that have been responsible for the disparity.  Second, through a case 

study on China, we assess the relevance of the two existing explanations for the formation of 

urban bias.  China’s experience is unique because the period under consideration spans two 

episodes of distinct economic and political circumstances.  During the centrally planned period 

before 1978, China had tight economic and political controls in a hierarchical system in which 

pressure groups and voter voices were largely absent, contrasting with norms found in many 

other developing countries.  In the post-reform era, China has corrected the heavy-industry-

oriented development strategy and relaxed political controls, creating an environment that is 

responsive to the pressures of interest groups.  These regime changes provide special 

opportunities for isolating the influence of industrial development strategy on policy formation in 

the first period, and for examining the impact of political pressures on government behavior in 

the second period.  The findings from this social experiment will provide insights into the 

determinants of urban bias for China in particular as well as general implications for the political 

economy of policy formation.  

The rest of the paper will proceed as follows.  In section II, we estimate the extent of 

China’s urban bias by examining the differences in per capita income and consumption 

expenditures between the rural and urban sectors.  Data indicate that during the centrally planned 

period the gap was large but stable.  Since the reforms, the inequality has exhibited a cyclical 

                                                                                                                                                                           
standards and achieving economic development were major social objectives.  That consensus translated, 
however, into the view that industry was to be highly encouraged … It was further believed that most of 
agriculture represented “backwardness,” that agricultural output is unresponsive to incentives, and that, 
therefore, agriculture could be discriminated against in order to raise a surplus for industry without larger 
economic costs.  … This set of ideas, or rationales, for policy was supported, or at least not seriously 
challenged, by the state of economic knowledge at that time.”  
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pattern, where the declines in initial years were followed by a period of increases and then by 

renewed declines.  For the entire period, China’s disparity has been larger than the disparity in 

most other countries.  In section III, we analyze policy measures and institutions that have been 

responsible for the high level of disparity as well as its changes over time.  We find that some 

policy instruments are unique to China, including direct restrictions on labor mobility and large-

scale income transfers to the State-Owned Enterprises (SOEs).  There has been an interesting 

pattern in which the government has increasingly utilized direct transfers to protect the income of 

urban dwellers since the inception of economic reforms.   

            In section IV, we investigate economic and political factors that have influenced the 

making of urban-biased policies.  We find that the sharp sectoral divide in the planning episode 

was a result of industrial development strategy, but since the reforms the politically powerful 

urban population has pressured the government for fast income growth using various transfer 

programs.  The central government has continued urban bias in order to preserve regime stability 

and political legitimacy.  Our analysis indicates that, while the urban coalition may pressure the 

state for favors, political activities are not a necessary condition for the existence of urban bias.  

The pursuit of industrial development strategy alone can result in a rural-urban divide.  Finally, 

in section V, we discuss the feasibility of policy reforms.  We suggest that improvements in 

factor markets are strategically important for bridging China’s rural-urban gulf, which will enable 

China to tap her potential for sustained economic growth. 

 

II. The Rural-Urban Gap 

The impact of discriminatory policies on the well-being of rural and urban dwellers can be 

assessed in several ways.  One approach is to examine closely each of the specific policy 

interventions, quantify various policy measures, and estimate their direct impact on income 

transfers across the groups of agents in the two sectors.  The total effects of the policies can be 

aggregated from the individual programs.  This is the primary approach taken by the series of 

World Bank studies that assessed the effects of agricultural pricing policies.  More specifically, 

for instance, to examine the distributional consequences of a particular program, like a price 

ceiling for an agricultural commodity, one could first estimate the demand and supply schedules 
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for this commodity, and then proceed to assess the welfare consequences to producer and 

consumer groups.  If the program under consideration is related to an exportable or importable 

product, then the difference in the domestic and the world market price would serve as a measure 

of the extent of the distortion.5  While these methods are appropriate tools for assessing 

agricultural pricing programs, it is difficult to apply them to China for several reasons.  First, for 

a long period China did not have well-functioning agricultural commodity markets which 

rendered the estimation of demand and supply schedules virtually impossible.  Second, many 

governmental interventions went beyond the standard measures in agricultural pricing so that the 

usual tools of welfare analysis are not directly applicable. Finally, because China’s institutions 

and policies have changed dramatically over time, it would be difficult, if not impossible, to trace 

all the specific policies and to aggregate their effects. 

In what follows, we use an alternative approach that focuses on the outcomes of the 

discriminatory policies by examining the disparities in per capita consumption and incomes 

across urban and rural regions.  This approach rests on a simple premise:  despite the complexity 

in measures of intervention and complicated channels of policy effects, sector-biased policies 

would eventually lead to differences in consumption expenditures and incomes across the 

sectors, which are directly observable and easily measurable.  Therefore, if the consumption and 

earnings for comparable labor differ greatly between urban and rural areas, that would indicate the 

severity of the effects of policies and institutions on sectoral segmentation. 

 However, we should be cautious in making rural-urban comparisons in consumption and 

incomes.  First, labor quality, including schooling, training, and experience, has to be adjusted 

when considering earnings in the alternative areas.  Second, the comparison should be made in 

real, not monetary, terms.  Third, any differences in the cost of living between urban and rural 

areas should be taken into account.  Furthermore, the comparison should also reflect differences 

in the provision of subsidized public services, such as health care and housing, across the sectors. 

At the empirical level, it is difficult to adjust for all these factors because usually some 

information is unavailable. Here, we will first compare rural-urban per capita consumption 

                                                      
5 See Tolley et al. (1982) and Krueger et al. (1991, 1992) for the analytical frameworks and applications 
to estimate the impact of various pricing policies.  
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expenditures.  Then, we will utilize newly published information by the State Statistical Bureau 

to examine intersectoral income differences and compare them with the trends in consumption 

expenditures.  We will make attempts to adjust for the values of social welfare provision in urban 

regions and the differential inflation rates across rural and urban areas. Unfortunately, we were 

unable to adjust for differences in labor quality and the cost of living due to a lack of 

information.  However, our analyses will cover an extended period so that, if the intersectoral 

differences in the two sets of factors stayed stable over time, there would be only a time–

invariant, fixed-effect bias.  Consequently, our assessment on the changes in the rural-urban 

divide would not suffer from the two potential biases.    

 Table 1 presents per capita consumption expenditures and their ratios for rural and urban 

residents between 1952 and 1997.  The figures in columns (2)-(5) are in nominal prices, taken 

from various volumes of Statistical Yearbook of China, corresponding to the national average, 

separate statistics for rural and urban levels, and the ratio of expenditures for the two sectors.  

However, because the two regions can have varying consumer price indices over time, one 

should deflate sector-specific consumption levels by the corresponding price deflator.  Column 

(6) reports the consumption ratios in real terms since 1978, reflecting the fact that SSB started 

collecting sector-specific price indices in that year.  Therefore, the best series of consumption 

ratios that are available to us are the nominal ratios for the period 1952-77 in column (5), 

continued with the ratios in real terms for the period 1978-97 in column (6).  Given the facts that 

the government set and rarely changed the prices for a large bundle of commodities during the 

centrally planned period, consumer prices were stable before 1978.  Therefore, the nominal 

consumption ratios for that period should not deviate much from the ratio in real terms.6   

 This series on rural-urban consumption ratios reveals long-term patterns of change.  

Inequality between rural and urban regions was high but stable during the centrally planned 

regime.  However, since the reforms, the level of disparity has exhibited marked cyclical 

                                                      
6 The original data sources for these consumption expenditures are the Urban Household Survey and the 
Rural Household Survey administered by the SSB which has collected data annually since 1952.  These 
surveys consist of large, national random samples and contain diary information on an exhaustive set of 
consumption items.  SSBb (1985-95) contains the questionnaires and detailed descriptions of the survey 
designs.  
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changes:  the declines in initial years were followed by a period of increases and then by 

recurring declines.  Throughout the period, the per capita consumption in urban areas has been 

about two to three times higher than the level in rural areas.    

More specifically, the data have suggested four distinctive periods:  (1) 1952-77, the 

centrally planned period in which the consumption ratio fluctuated within a narrow range around 

2.5, except for the two years during the Great Leap famine when the ratio reached 3.2 in 1959 

and 1960;  (2) 1978-85, the initial period of economic reforms in which the ratio dropped from 

2.9 to 1.9, the lowest point over the entire period;  (3) 1986-1993, a period in which the ratio 

slowly climbed to 2.7, almost as high as at the start of the reforms;  and (4) 1994-present, marked 

again by consistent declines.  These results represent more accurate and extended consumption 

patterns documented by Yang and Zhou (1999) who analyzed the ratios in nominal terms and 

their last year of coverage was 1992.  In doing so, they indicated a V-shaped change for 1978-92, 

which contrasts with the cycles just documented that have reduced amplitudes, a result of 

expressing the ratios in real terms. 

 Although relative consumption expenditure is indicative of the comparative welfare 

between rural and urban dwellers, it does not reflect real purchasing power because savings are 

omitted.  For this reason, incomes are usually better indicators of rural-urban disparity.  To 

calculate household incomes in China, one must be aware of the institutions that determine the 

sources of earnings.  In cities, wages only represent a fraction of the total income, which also 

includes welfare provisions such as housing, health services, in-kind transfers, and various price 

subsidies.  But the Urban Household Survey does not contain many of these non-wage earnings.  

 In contrast, earnings in the Rural Household Survey are more inclusive.  They contain labor 

market incomes from agricultural and non-agricultural sources, value-added from self-employed 

activities, transfer incomes including remittances, and asset earnings.  Because of those 

differences in earning sources and survey coverage, the sectoral incomes inferred from the 

household surveys are not readily comparable.  In a recent study, researchers at the SSB (Zhang 

et al. 1994) made an effort to construct comparable incomes for rural and urban households.  

Supplementing the household surveys with information on urban non-wage earnings, their study 

was capable of dealing with the institutional ambiguities that affect the estimation of full 
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incomes. 

 Based on the methods suggested by Zhang and his collaborators, Table 2 presents total 

per capita disposable income and its components for urban residents between 1978 and 1997.7  

We divide the total income into two broad categories, wages and non-wage earnings, where the 

latter consists of housing subsidies, various welfare and health care services, and in-kind 

compensation.  Although non-wage incomes are not recorded in the Urban Household Surveys, 

aggregate magnitudes are available at city levels (MOL, 1990, 1992-98).  We use aggregate 

information for computing per worker allocations of non-wage compensation to obtain estimates 

for the “hidden earnings.”  The figures in Table 2 show that non-salary earnings counted for a 

large share of urban disposable income (about 24 percent in 1978), and, despite a steady decline, 

they still counted for about 15 percent of total income in 1997.  These non-wage benefits were 

provided by specific institutions to their employees with urban registration, and therefore were 

unavailable to rural migrants working temporarily cities.  Later, we will discuss these urban 

welfare provisions as barriers to permanent rural-to-urban migration.    

Table 3 reports urban and rural per capita total incomes and their ratios deflated by 

sector-specific price indices.  While urban income has been adjusted for non-wage components, 

rural income is full earnings based on the original Rural Household Surveys.  Our coverage starts 

with 1978 because it was the first year when SSB reported income by-sector.  Those figures on 

the ratio of urban to rural earnings confirm the cyclical patterns found earlier for relative 

consumption expenditures in the post-reform era:  the rural-urban gap first declined in the initial 

years of reforms, reaching the lowest level of 1.93 in 1985, but it then increased steadily to 2.6 in 

1993, after which followed another period of decline. 

To summarize the findings on rural-urban gaps in consumption and incomes and to 

visualize their changes over time, we have plotted the series for consumption and income ratios 

in Figure 1.  Several noticeable features emerge immediately.  One is that estimating these ratios 

based on real prices has a smoothing effect on the trend that is exhibited by nominal ratios.  

Another is that the real sectoral disparities displayed in terms of consumption and incomes share 

                                                      
7 The analysis presented by Zhang and his collaborators only covered a sub-period between 1980 and 
1992.  We have extended the analysis to the missing periods:  1978-79 and 1993-97.  
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remarkably similar patterns for the period after 1978.  Moreover, the broad picture indicates that 

marked cyclical movements in the post-reform era have replaced a high yet steady level of 

disparity in the pre-reform period. 

As noted earlier, large disparities in consumption and income between rural and urban 

regions are the results of government discriminatory policies against agriculture.  Consequently, 

the magnitude of China’s inequality relative to other countries may indicate the relative extent of 

discrimination in China.  Table 4 presents the ratio of non-agricultural to agricultural incomes for 

a standard worker for 36 countries.  The ratios for the majority of the countries are below 1.5, 

contrasting sharply with the range for China, which generally fluctuates between 2 and 3.  More 

specifically in 1985, there are only four countries for which average urban earnings were more 

than twice average rural earnings.  There are five countries in 1990 and three countries in 1995 

that had ratios of 2 or more.  Although caution is required for cross-country comparisons, these 

figures suggest that China’s rural-urban gap has been very large indeed.    

 

III. Determinants of the Disparities 

If governments do not intervene in output and factor markets across rural and urban regions, the 

allocation of capital and labor would tend to adjust to equalize wages and capital returns in a 

spatial equilibrium context.  Large sectoral differentials in earnings for comparable labor 

generally imply the existence of governments’ interventions and are indicators of misallocation 

of labor.  Government interventions can take a variety of forms:  they can be related to the output 

market, such as suppression of agricultural prices and imposition of export taxes; regulations in 

the factor markets, such as credit allocations or restrictions on labor mobility; and they can take 

the form of direct transfers across urban and rural groups.  Moreover, the choice of these policy 

instruments is often influenced by the overall economic policies of the government.  

Consequently, major changes in policies over time, such as a revision of the development 

strategy or implementations of certain economic reforms, are often associated with changes in the 

policy instruments that influence the rural-urban disparity. 

 In this section, we analyze the policies and institutions that were employed by the Chinese 

government in each of the four periods specified earlier.  In particular, we attempt to identify the 
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major economic plans of the government in each of the periods, and how they translated into the 

corresponding policy measures and institutions that directly affected the rural-urban gap.  Thus, 

we offer consistent explanations for the observed patterns of disparity and their changes over 

time.       

 

Period One (1952-78): Episode of Central Planning  

During this period, the central government formed and pursued the development strategythat 

promoted heavy industries, which became the root of China’s rural-urban divide.8  This strategy 

aimed at achieving rapid industrialization by extracting agricultural surplus for capital 

accumulation in industries and for supporting urban-based subsidies.  The main enforcement 

mechanisms were a trinity of institutions that included the Unified Procurement and Unified Sale 

of agricultural commodities, the People’s Communes, and the Household Registration System.  

This strategy resulted in massive distortions in the factor market with an excessive concentration 

of capital in urban areas and of labor in rural areas.9  Prior to the reforms in 1978, urban workers’ 

productivity and earnings far exceeded those of their rural counterparts.     

Shortly after the founding of the People’s Republic, the state acquired agricultural 

products at lower prices than those in the commodity markets. When the purchases became 

increasingly difficult in 1953, the state initiated the Unified Purchase and Unified Sale system 

with its completion occurring in 1958. Under this system, the government monopolized the 

whole process of production and procurement of agricultural commodities in rural areas and, at 

the same time, controlled the distribution of food and other agricultural products through rations 

in the cities. Because this system lowered the cost of living in urban regions, the government had 

to implement corresponding policies to control intersectoral labor movements.  At that time, the 

People’s Communes were already established, and they became effective institutions for carrying 

                                                      
8 See previous works by Rawski (1979), Perkins and Yusuf (1984), Riskin (1987), Putterman (1993), Lin 
et al. (1996), and World Bank (1997a) on the origin and development of China’s rural-urban divide.    
9 In 1978, the urban sector employed 95 million workers while the rural sector had a labor force of 
approximately 306 million.  In contrast, the total value of fixed assets in the state-owned enterprises 
(primarily urban) counted for 449 billion yuan while the value of the fixed assets in agriculture was only 
about 95 billion yuan (SSBa 1993; Perkins and Yusuf 1984).  These numbers indicate a capital/labor 
ratio of 4726 yuan per urban worker and a ratio of 310 yuan per rural worker.  The capital concentration 
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out the government’s economic as well as administrative plans.  Because the control of labor 

flows was a key link for implementing the development strategy, a formal Household 

Registration System was established in the late 1950s that, in effect, designated the legal place of 

residency and work for the entire population.  A rural registration status would restrict a family 

and its future generations to live in the countryside.  This package of policies and institutions 

enabled the state effectively to suppress agricultural prices and to control tightly the mobility of 

productive factors, especially labor.  The results were highly distorted output and input markets 

that favored urban dwellers.  As Table 1 illustrates, the urban-rural consumption ratios stayed at a 

high level between 2.3 to 2.9 for the entire period except for the two years during the Great Leap 

Forward famine.  These ratios indicate a stable level of urban bias that resulted from the set of 

government interventions associated with the development strategy. 

 It is instructive to take a closer look at the two crisis years of the Great Leap Forward 

during which the level of urban bias jumped to 3.2.  In 1959, China’s total grain output suddenly 

dropped by 15 percent and, in the following two years, food supplies reached only about 70 

percent of the 1958 level.  During this period, massive hunger and starvation prevailed in China, 

resulting in 20 to 30 million excess deaths, which mostly occurred in rural regions.  This disaster 

is one of the worst catastrophes in human history.  According to Lin and Yang (2000), a primary 

cause of the tragic deaths was the food entitlement originating from policies biased in favor of 

urban residents, who were given the legal right to food through the rationing system.  The 

peasants, as food producers, were burdened with coercive quotas and were entitled only to the 

residual food.  Therefore, when the nation experienced dramatic food shortages, the peasants 

were more likely to suffer from the famine.  This tragic event is captured by the consumption 

data in Table 1 that indicate the extent to which urban bias increased during the course of 

adversity.   

 

Period Two (1979-85): Initial Years of Reforms 

The above discussions suggest that the trinity of urban-biased institutions introduced distortions 

in the Chinese economic system.  Therefore, along with reforms that began removing certain 

                                                                                                                                                                           
in the urban sector is more than 15 times of the rural sector. 



 
 13 

elements of the inefficient system, we would expect a decline in the rural-urban gap.  That is 

what happened in this period. 

            Broad changes in rural policy began at the end of 1978.  The first reform was the 

introduction of the Household Responsibility System (HRS) under which farm household 

members became the residual claimants of their marginal effort, thus solving the long-standing 

incentive problems associated with the egalitarian compensation rules created in the commune 

system.  The remarkable success of the HRS led to such sweeping institutional changes that by 

the end of 1983 virtually all farmers operated as individual cultivators and entrepreneurs.  In 

1984, the People’s Commune System was officially abolished and replaced with local county and 

township governments.  

            Parallel with the introduction of the HRS, the government also engaged in profound price 

reforms.  Effective in 1979, the state dramatically increased the weighted average agricultural 

procurement prices by 22.1 per cent, which immediately induced the farmers to use more inputs 

and to supply more agricultural output.  Since then, price reforms have continued until the 

present, narrowing the gap between the procurement and market prices.  

The third element of the market-oriented reforms was to enhance the role of the markets 

in guiding household decisions. One aspect was the liberalization of commodity trades that were 

previously monopolized by the government.  A system of dual-track pricing replaced price 

setting.  Factor markets also emerged during this period, where some limited mobility of labor 

and capital emerged both within and outside the rural sector. Particular forms of mobility 

included long distance transportation and trade in farm products by farmers, the flows of capital 

and labor from agricultural to non-agricultural activities within rural regions, and the mobility of 

labor from rural areas to small towns, even to cities.  The renewed role of the households as 

independent decision-makers made all these market developments possible. 

            This package of market-oriented reforms created remarkable growth in farm household 

earnings.  The rural real per capita income nearly tripled in a period of eight years, rising from 

133.6 yuan in 1978 to 357.9 yuan in 1985 (see Table 3), due primarily to the adoption of the HRS 

and increases in agricultural prices (see McMillan et al. 1989; Lin 1992).  Although further 

reforms continued to raise farm household earnings in later periods, the income effects were the 
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most dramatic in these initial years.  

In contrast, the pace of urban reforms in this period was slower than that of the rural 

reforms.  The initial urban reforms also started in the late 1970s, when state-owned enterprises 

(SOE) reintroduced work bonuses, and the government experimented with various ways to 

delegate autonomy to enterprises.  Reforms in the financial relationships between the state and 

enterprises also proceeded gradually through the experiments of replacing the old system of 

profit submissions with the retention of partial profits by enterprises.  This was followed by 

experiments of profit contracting, and taxation on profits.  But these various urban reforms had 

much less immediate impacts on enterprise profitability. Consequently, the sequencing of rural 

versus urban reforms resulted in sharp declines in the urban-rural disparity.  The real urban-rural 

ratios of income and consumption fell from 3.4 and 2.9 respectively in 1978 to 1.9 in 1985, both 

reaching their lowest levels for the entire two decades.   

 

Period Three (1986-1993):  Urban reforms and Redistribution 

After having accomplished remarkable success in rural reforms, the central government 

announced a series of reform plans in 1984 and 1985 that aimed to speed up the urban economic 

reforms.  As a result, the growth in urban incomes quickened.  During this period, reforms in the 

urban sector were concentrated in three areas:  the broadening of various SOE reforms, the 

introduction of re-distributive programs associated with the allocation of investment credits, and 

the unfolding of regional development policies that gave priorities to coastal regions.  All these 

reform measures tended to raise urban incomes relative to the rural sector. 

Reforms in the financial relationships between the state and its enterprises continued, 

including the forms of “delegating autonomy and profit retentions” that embodied various 

practices, including “replacing tax for profit” and “replacing bank loan for direct investments (Bo 

Gai Dai)”, and the contract responsibility system. These reforms provided incentives to both 

managers and workers (e.g. Glove et al. 1995), and allowed enterprises to retain growing shares 

of profits, making it possible both to increase wages and to create more incentives to raise wages. 

Although SOEs generally improved their performance because of better incentives and 

competitive pressure from non-state firms (e.g. Jefferson et al., 1996), large monetary transfers 
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from the state to the SOEs occurred during this period of reforms.  Enterprises performing well 

managed to retain higher shares of profits through negotiations with the government industrial 

bureaus, and SOEs performing poorly continued to survive on government subsidies and bank 

loans, which they used to cover losses and to pay wages to redundant workers.  Despite the start 

of banking reforms in the mid-1980s, the state banks were still required to provide loans to SOEs 

through the administrative credit plans (Brandt and Zhu, 2000).  At the same time, because 

inflation became rampant in the late 1980s and early 1990s, the state also allocated a large 

quantity of direct inflation subsidies to all urban workers through the central budget.  These 

various programs protected the standard of living for city dwellers.  Figure 3 shows that the 

SOEs’ wage growth relative to their output growth continued to increase throughout the reform 

period, indicating that the government made large income transfers to the state sector.10 

In the same period, China’s regional development policies also tilted towards favoring the 

eastern coastal regions where more than 70 per cent of China’s urban population resided.  Starting 

in the mid-1980's, the central government formulated development strategies and implemented 

policies that explicitly favored the eastern regions, moving the center of gravity of economic 

reforms and development eastward.11  First, the government opened four coastal cities as special 

economic zones, and followed by opening 14 more cities in the coastal areas.  In the late 1980s, 

the government gradually extended these special policies to all coastal areas, but focused on 

coastal cities.  This policy orientation is known as the Coastal Area Development Strategy.  In the 

meantime, township and village enterprises (TVE) in the coastal regions started making remarkable 

progress and becoming a driving force in China's economy.  Favorable policies for the coastal 

                                                      
10 Brandt and Zhu (1999) computed a series of net cash flows between the government and the SOEs for 
the period between 1981 and 1993.  Their estimates show that initially in 1981, SOEs contributed 
revenues to the government amounting to 14.0 per cent of GNP.  But this percentage fell over time, 
turned negative by 1985, and, in 1993 the SOEs received net cash inflows from the state equal to 3.4 per 
cent of the GNP.  Their estimates provide convincing evidence of the government’s net income transfers 
to the state sector in the late 1980s and the early 1990s.     
 
11 China’s central regions played a leading role in the first phase of the reforms.  For instance, the HRS 
was initiated from poor provinces, such as Anhui and Sichuan.  Sichuan also took the lead in 
experimenting with fiscal decentralization, which, among other things, allowed enterprises to retain part 
of their profits. Consequently, provinces in the central part of China benefited relatively more in that 
phase of the reforms.  
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regions contributed to a divergence of economic growth and income growth between regions.  This 

widening regional gap translated directly into increased the rural-urban disparity because of the 

heavy concentration of urban populations in the eastern, coastal regions. 

Not all the changes in this period moved against the farmers’ welfare.  Rural labor 

mobility continued to rise over the period.  Because of a slowing down in TVEs’ ability to absorb 

rural labor, more rural workers moved to cities to seek temporary jobs.  However, there still 

existed various institutional constraints, such as the household registration system and related 

employment regulations, which reduced labor mobility and strongly constrained population 

migration. Urban residents continued to receive welfare privileges, such as housing, health and 

insurance services, childcare, education and pensions, which were largely unavailable to rural 

migrants.  These systematic biases in welfare provision prevented rural families from migrating 

permanently into cities, thus maintaining the wedge between urban and rural earnings.  

In sum, the net effects of the above changes enlarged the real rural-urban income and 

consumption gaps from 1.9 in 1985 to 2.6 and 2.7 respectively in 1993, their highest levels since 

the start of reforms in 1978. 

 

Period 4 (1993-present): Renewed Declines 

The steady declines of the rural-urban gap since 1993 are due to the effects of a combination of 

factors: the pursuit of balanced regional growth, sustained gains in rural labor mobility, further 

reductions in discriminatory agricultural pricing, and the deterioration of urban employment 

conditions.  

Regional growth policies have been modified to reflect more balance.  In 1993, the 

central government began giving higher priorities to the opening and development of more 

regions in the central and western parts of China.  This initiative was known as “the overall open-

up strategy in coastal areas, on river sides, and along border areas.”  Beyond the original four 

special economic zones and 14 open cities, local governments, with approval from the center, 

have experimented with many other regional efforts to speed up reforms and the opening process. 

Table 5 tracks the progression of these efforts to extend reform into the central and western 

regions.  Because these new initiatives penetrated inner and rural regions, they had the effects of 
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raising relative rural earnings.  

Rural labor mobility has continued to improve in this period, partly because the enlarged 

income gap has provided a strong “pull force” and partly because some stringent rules of 

household registration have been relaxed. For instance, those who invest or contribute above a 

certain amount of money in cities may receive special household registrations. With the 

development of small towns, a series of policy changes have been made to approve urban 

registration with special circumstances, such as awarding urban status for children who plan to 

live with one of the parents, for spouses separated for a long time, and for the elderly who need 

to live with children in cities.  The removal of rationing and the reforms in urban welfare 

provisions have also made it more feasible for rural labor migrants to make a living in the cities. 

The increase in agricultural prices has continued.  In fact, the relative price level of 

agricultural products has reached an all-time peak in PRC history.  Measured by producer 

subsidy equivalence, the policy direction towards agriculture has been moving from taxation to 

protection. The agricultural taxation defined on both direct and indirect sources experienced an 

enormous drop, from 88 per cent of agricultural output value in 1988 to less than 3 per cent in 

1994 (Garnaut, et al., 1996). 

In the meantime, urban unemployment has become increasingly serious with the 

progression of industrial structural reforms, combined with further employment reforms and 

over-capacity in production.  In recent years, unemployment rates have risen sharply and many 

more enterprises have been unable to pay wages because of the corporatization process of SOEs, 

the adjustment of industrial structure, and operation below capacity for many SOEs.  It has been 

estimated that the urban unemployment rate is higher than 6.9 per cent and that the proportion of 

laid-off workers is 5 per cent, which accounts for a high share of total unemployment.12   

Several factors have contributed to the high unemployment rate.  First, a mild depression 

of the macro economy due to the lack of aggregate demand is a major cause of rising 

unemployment.  Second, many sectors have lost their comparative advantage and 

                                                      
12The number of urban unemployed is the sum of three types of worker: those who are first time job 
seekers, those who lost their previous job and are seeking a new job, and those who are waiting to be 
transferred to another work unit because their enterprises have been suspended from production. The 
quoted data come from NPSSO (1997). The number of laid-off workers is quoted from SSB (1997). 
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competitiveness in the process of adjusting industrial structure.  Many of these inefficient firms 

and industries survived during the centrally planned period, but now are prone to fierce 

competition from abroad and from the non-state sector.  This process inevitably leads to 

structural and frictional unemployment in a transition period.  Third, the recent reforms of SOEs 

have converted redundant workers into unemployed or laid-off workers, making the 

unemployment issue apparent.  These three factors interact with each other and have resulted in 

high unemployment. 

Despite the progress of economic reforms and the recent decline in the income gap 

between rural and urban residents, there are still many policies that act against the interests of the 

farm population. The regulations on labor mobility, for instance, remain biased. Local 

employment policies still give high priority to employment of the registered urban population. 

Examples of this practice include rewards by local labor bureaus to employers who hire local 

versus outside workers. 

Although the rural-urban gap has declined in the recent years, whether the trend will 

continue depends on the orientation of the government’s overall policy.  It is very likely that the 

decline in urban welfare will induce new regulations to block rural workers from working in 

cities in order to reduce competition for urban employment.13  The interactions of pressure 

groups with the government and the reasons behind the choices of various government policies 

are issues of political economy to which we now turn. 

 

IV. Policy Formation:  Development Strategy or Political Pressure? 

In the last two sections, we have documented the changing patterns of China’s rural-urban 

disparity, and we have examined the specific policies and institutions that determined the level 

and the cycles of the sectoral gap.  In this section, we cast the Chinese case into the more general 

                                                      
13 Currently, governments at all levels are taking measures to reduce urban unemployment, which results 
in the adoption of policies that effectively reduce competition from rural migrant workers. Viewing 
migrants as competitive rivals to their native workers, local governments have issued a series of 
discriminatory policies that include:  (1) charging various fees to increase the costs for rural laborers to 
migrate into cities;  (2) penalizing urban enterprises from hiring migrant workers for certain jobs; and (3) 
inducing enterprises to use local unemployed workers instead of migrant workers in the name of 
'Reemployment Project' by imposing penalties or giving out rewards. 
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analysis on the political economy of government interventions.  China’s experience is worthy of 

investigation because the period under consideration spans two eras of distinct economic and 

political regimes, providing a special opportunity for studying government behaviors.  In 

particular, we attempt to address the following questions:  What are the similarities and 

differences between China’s policy instruments and the choices of other developing countries?  

Are there policy instruments unique to a centrally planned system and to a reforming economy?  

Why has China’s urban bias persisted over the two periods?  Has the package of policy measures 

changed over the two periods?  From this case study on China, what can we conclude on the 

determinants of policy formation:  does urban bias result from pursuing development strategy or 

from succumbing to political pressures?  The answers to these questions will be useful in 

understanding China’s urban bias as well as the political economy of other developing countries. 

 We start our analysis with China’s adoption of its heavy-industry-oriented development 

strategy.  Upon the founding of the People’s Republic in 1949, the Chinese government inherited 

a war-torn agrarian economy in which nine out of every ten people resided in rural areas and 

industry contributed only one eighth the national income.  At that time, a developed heavy-

industry sector was sought as a symbol of the nation’s power and economic achievement. Like 

government leaders in many other newly independent developing countries, Chinese leaders were 

motivated to accelerate the development of heavy industries.  After China’s involvement in the 

Korean War in 1950, with its resulting embargo by Western nations, catching up with the 

industrialized powers also became a matter of national security.  In addition, the Soviet Union’s 

successful record of building the nation in the 1930s while the Great Depression devastated the 

Western market economies, gave the Chinese leadership both the inspiration and the precedent to 

adopt a heavy industry-oriented development strategy. Therefore, in 1952, after a short period of 

recovery from wartime destruction, the Chinese government made heavy industry the priority 

sector for economic development. The goal was to build, as rapidly as possible, the country’s 

capacity to produce capital goods and military materials.  

Therefore, historical evidence suggests that the formation of China’s development 

strategy was not an outcome of political pressures from the urban interest groups. It came from 

the desire of the new Chinese government to catch up with industrial nations and reflected their 
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belief that the industrial strategy was the best way to accomplish their goals.   

Additional evidence also supports the view that, during this period, there was limited 

scope for pressure groups to influence the government in choosing its development strategies and 

policies.  Upon the founding of the People’s Republic, the newly established central government 

was politically powerful because of its leadership in winning the civil war.  Its administrative 

structure and the decision-making process inherited the basic elements of the military structure, 

where commands were effectively carried out through the top-down hierarchy.  In contrast with 

the experience of most other developing countries, there were no pressure groups or voter blocks 

pressing the government to make policy.  Because the communist party formed a powerful 

political coalition consisting of workers and peasants as core members, the state did not need to 

succumb to pressures from other interest groups.  Throughout this period, the nation observed no 

organized and significant political opposition to the industrial development strategy. Of course, 

different opinions on policy implementation existed within the power structure of the central 

government, but those debates were concentrated on micro level incentive issues.14  All of this 

circumstantial evidence suggests that industrialization seemed to capture the collective desires of 

the entire nation. 

 To implement the strategy, China adopted a set of policy instruments commonly seen in 

other developing countries.  Scissors prices for agricultural commodities were the main tools to 

transfer resources away from agriculture.  These interventions were supplemented with direct 

taxation and net saving outflows. According to Li (1993), the government transferred a total of 

543 billion yuan of surplus away form agriculture through suppressed agricultural prices between 

1955-85. The net transfer through taxation and saving outflows amounted to 149.6 billion yuan.  

The government’s squeeze on agriculture was also reflected in its fiscal and credit policies.  As 

Figure 2 shows, the shares of government expenditures and loans to agriculture have always been 

                                                      
14 For instance, there was support among government officials at all levels for a system called “Sanzi 
Yibao,” which encouraged the practice of “private plots, free trade, self-responsibility for profits and 
losses, and the allocation of responsibility land to individual households.”  These were various activities 
created spontaneously by peasants to avoid government controls.  At the state level, Liu Xiaoqi, the then 
president of the PRC, explicitly advocated those forms of incentives.  But his focus had been on 
providing more freedom to peasants for the production and distribution of their products.  The 
development strategy was not a point of debate.  
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much below the share of agriculture’s contribution to the GNP, indicating systematically biased 

investments against the rural sector. 

 The most unique aspects of China’s policy instruments under central planning were the 

coercive interventions in the factor markets, particularly for labor.  The forms and the extent of 

the interventions that were employed in China are rarely seen in other developing countries.  As 

described earlier, the key institution was the household registration system that designated the 

legal place of residency and work for the entire population, and a companion institution was the 

provision of welfare exclusively to households of urban registration status.  These institutions 

played a key role in China’s rural-urban divide.  They are also crucial in understanding the effects 

of economic reforms on income distribution and the strategic areas for further reforms. 

 Did the heavy-industry-oriented development strategy accomplish its goals?  At a stage 

where capital was the bottleneck in developing heavy industry, those resource flows helped 

China achieve her objective of building up an industrial base.  Judging from China’s sector 

composition, the traditional economic system reached its intended goal of accelerating the 

development of heavy industry.  In the entire pre-reform period, heavy industry received a lion’s 

share of the state’s investments. As a result, the output value of heavy industry in the combined 

total output value of agriculture and industry grew from 15 per cent in 1952 to about 40 per cent 

in the 1970s (SSB, 1989).  However, China paid a high price for the achievement.  Apart from 

inefficiency caused by (1) low allocative efficiency, due to the deviation of the industrial 

structure from a pattern that might have emerged from the comparative advantages of the 

economy, and (2) low technical efficiency, resulting from managers’ and workers’ low incentives 

to work (Lin et al., 1996), the rural-urban income gap became extraordinarily large.  This taught 

China’s leaders that the prevailing economic theories and practices in China would not lead to its 

overall development and well-being.  In order to develop the economy, it was imperative to 

reform fundamental aspects of the economic system and the related, traditional strategy. 

 What general implications can we draw from the Chinese experience?  We have shown 

that during this period China’s urban bias was a result of pursuing a heavy-industry-oriented 

development strategy in the absence of political pressure groups.  Development strategy alone 

was the decisive factor behind the rural-urban income gap.  In light of the general analysis on the 
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formation of urban bias, we have shown that the existence of pressure groups is not a necessary 

condition, and, for China, not even an important condition, for urban-biased policies.  This result 

lends support to the findings of the World Bank project (Krueger 1992).  With changing 

circumstances, however, pressure groups can be an important force behind the urban-biased 

policies. Support for this statement will be presented shortly, but we first need to explain why the 

government decided to revise and correct the industrial development strategy in the late 1970s.   

Although it was long recognized that the institutions and policies associated with the 

development strategy were inefficient, the timing of the reforms depended largely on a sequence 

of political and economic events.  First, the pursuit of the heavy-industry-oriented development 

strategy failed to achieve the desired outcomes. Under this strategy, per capita income did not 

grow rapidly and the gap between China and the developed countries widened.  With serious 

shortages in the supply of food and other daily necessities, several hundred million peasants lived 

under the threat of starvation. After the Cultural Revolution, the national economy was on the 

verge of collapse.  Second, while China struggled, neighboring economies, especially the 

astonishing four Little Dragons that originally had the same prospects for growth as China, 

developed rapidly. China fell further behind those economies. Third, when the new leadership 

came to power after disposing of the Gang of Four, who were the hand-picked successors of 

Chairman Mao, the leaders hoped to drastically increase people’s standard of living in order to 

strengthen their own political legitimacy.  Fourth, because the weaknesses of the old strategy 

were apparent, the political and economic opportunity costs of giving up the traditional economic 

system became very small.  Lastly, because of the death of Mao and the ensuing change in 

leadership, the methods of decision-making had to change accordingly.  New leaders could not 

make decisions as forcefully as Mao, and they had to make decisions collectively.  As a result, 

they were more responsive to people’s voices.  Because of all the above changes, the new 

government started reforming the old system. 

Since the inception of the economic reforms, a new political system emerged.  In this 

system, people’s voices and opinions began having much more influence on decision-making.  

At the same time, the environment began allowing the existence of interest groups.  The 

previously powerful coalition consisting of farmers and urban workers began to split because 
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institutional reforms affected the two groups differently.  Moreover, the collapse of the 

communes introduced a new governance system in rural areas, while political reforms also took 

place in urban areas.  These changes resulted in a new situation in which people could, to a 

certain extent, influence the election of policy makers.  Therefore, China began to have organized 

political activities, and moved towards a society more like those of other developing countries. 

 As we documented earlier, the profound impacts of rural reforms on farm earnings 

resulted in significant narrowing of the rural-urban gap in the initial years of the reforms. 

However, the gap did not continue to decline after 1985, but instead rose consistently until the 

early 1990s.   

Why has China’s urban bias persisted into the period of economic reforms?  The short 

answer is that urban residents pressured the government to protect their relative welfare. 

Compared with rural residents, urban dwellers were the beneficiaries of the pre-reform system.  

In the initial period of reforms, urban residents suffered no direct losses because of the household 

responsibility system, which simply improved farmers’ incentives while the central budget 

covered most fiscal costs of raising agricultural prices.  When steady increases in agricultural 

prices began to raise urban costs of living and lower the urban people’s relative economic income 

and welfare, urban residents reacted by putting political pressure on the government and fighting 

for a greater share in the fruits of economic reforms.  Because the primary concern of the 

government was regime survival, and they also realized that economic and political stability were 

a precondition for further reforms, it was natural for the state to respond to pressure from the 

urban group.  Consequently, we observed a cycle in which reforms first lowered the relative 

welfare of the urban dwellers, who then pressed the government for policy adjustments, which in 

turn led to income redistribution towards them.  

 An example of interactions between the government and the city groups lies in the 

programs of urban price subsidies.  As documented, a substantial increase of agricultural 

procurement prices occurred in 1979.  To compensate for the potential drop in urban income, the 

government immediately implemented a large increase in price subsidies for the urban 

population.  In 1978, the government spent only 1.1 billion yuan of fixed resources on price 

subsidies.  In 1979, the subsidies jumped to 7.9 billion to compensate for the increase in 



 
 24 

agricultural prices.  In 1985, a meat subsidy was initiated as the meat prices were liberalized in 

the same year.  Government total price subsidies increased to 26.2 billion yuan in 1985, and 

reached a peak of 71.2 billion yuan in 1998, which counted for 7.6 per cent of government’s total 

budget.15  

The government’s balancing actions to placate the urban interest groups were typified by 

the events surrounding the 1989 political chaos.  In 1988, inflation of 18.5 per cent was 

unleashed by a series of price liberalizations and an announcement of further price reforms early 

in that year.  This led to serious political unrest in 1989, primarily due to the erosion of living 

standards.  In fact, this political event was not simply a student demonstration, but a movement 

with the participation of urban residents who voiced their dissatisfaction over their losses from 

reforms.  Although the government settled the chaos utilizing military force, the state made 

subsequent compromises to please the urban sector with revised economic policies.  The 

government blamed rural industries for competing raw materials with the state enterprises and for 

producing low quality products, and tightened its controls over rural industrial firms.  The total 

number of TVEs were reduced in two consecutive years in 1989 and 1990; total employment 

decreased accordingly, and real output dropped by 3.7 percent in 1989.  During the same period, 

the SOEs continued to increase in number, total employment, and real output value. During the 

same period, the central government also tightened employment policies restricting rural 

workers’ access to work in cities. 

Government responses to interest group pressures were also manifested in the large 

subsidies and financial transfers to SOEs.   With the progression of reforms, many inefficient 

SOEs were under pressure to lay off workers and were unable to support wage growth.  

However, unemployment and deterioration of living standards were very costly in political and 

social terms.  Succumbing to pressures from urban residents, the government adopted policies to 

protect workers in the state sector in order to avoid political risks.  Initially, the state provided 

direct subsidies to enterprises that suffered financial losses.  When reforms ended the budgetary 

relationship between the government and SOEs, the government turned to state banks to allocate 

                                                      
15 These subsidies covered several categories: subsidies to price increases in grain, cotton and edible oil 
(79.4 per cent of the 1998 total), to curbing price increases (4.0 per cent), to increases in meat prices (3.7 
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credits to enterprises with poor performance.  The total monetary value of these transfers has 

been large, and they continued throughout the reform period (see footnote 9). 

What general implications can we draw from China during its period of economic 

reforms?  Ample evidence has suggested that, with the changing political and economic 

environments, pressure groups can, and indeed have, become a determining factor in the 

formation of urban-biased policies in China.  We must point out, however, that the institutions 

and policies inherited from the centrally planned system, particularly those imposing distortions 

in the labor and capital markets, have not yet been completely removed from the economy.  

These remaining institutional barriers and interest group pressures have jointly determined the 

level of the rural-urban disparity and its cyclical changes over time.   

 Finally, we note that the central government has used several new policy instruments in 

the post-reform era.  We have observed the declining importance of such traditional measures as 

suppressed agricultural prices.  As Figure 3 shows, the ratio of industrial to agricultural prices 

has continued to decline since the inception of reforms in 1978, evidence consistent with the fact 

that the index measure of the degree of price discrimination against agriculture has fallen almost 

to zero.  In the mean time, however, other policy instruments have gained importance with 

reforms.  The most important ones include:  budgetary or credit allocations to inefficient SOEs, 

such direct income transfers to urban dwellers as inflation subsidies, and discriminatory 

employment policies that restrict labor flows into cities.  Identifying these policy instruments 

represents the first constructive step for considering policy reforms of removing the existing 

distortions.   

  

V. Bridging the Rural-Urban Gulf  

The most compelling reason for eliminating the rural-urban income gap is to improve economic 

efficiency. The disparity between the two sectors is both a potential source of social and political 

instability and an important indicator of economic inefficiency. The cost of urban-biased 

interventions lies in the inefficiency of misallocating labor and other factors of production across 

the sectors, and these interventions may impede China’s sustained growth in the long run. 

                                                                                                                                                                           
per cent), and other price subsidies (13.0 per cent). 
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Although policies that favor urban residents may be needed in the short run to overcome interest 

groups and to advance economic reforms, the long-term objective of the government should be to 

promote the development of competitive factor markets, which implies the elimination of urban-

biased institutions and policies. 

We can illustrate the productivity gains from improving labor market efficiency.  It is 

well documented by economists that when the income gap between rural and urban sectors is 

large, labor movements to cities or capital investments to rural regions may have immediate 

productivity effects.  For China, this statement is not a hypothesis but a proven fact of past 

growth.  Several studies have estimated that the labor movements from the low productivity 

sector (agriculture) to higher productivity sectors (say industry) were a major source of economic 

growth in China in the post-reform period. The contribution of labor mobility to total GDP 

growth rate ranges from 16 per cent to 20 per cent.16  

 Our earlier analysis has pointed to two sets of factors that have caused the existing rural-

urban income gap.  The first set is various interventions in the factor markets, which lead to 

distorted labor and capital concentrations across rural and urban regions.  One such intervention 

is the restriction of labor mobility, where governments, especially those at the municipal level, 

continue to suppress rural labor migration to reduce competition for local workers.  Another 

major intervention is the government’s control over credit, which leads to allocations of capital 

that are biased against the rural sector.  These two practices are inherited from the centrally 

planned regime.  They have remained major obstacles to China’s long-term growth. 

 The second set of factors is the government’s use of direct transfer programs to favor the 

urban sector, e.g. price subsidies. This type of intervention was non-existent in the pre-reform 

period.  It is an outgrowth of the dilemma that has confronted the Chinese government during 

reforms:  its desire to improve the efficiency of the factor markets requires reforms (say, greater 

                                                      
16 The estimates by World Bank (1997b) and Lees (1997) suggest that labor mobility contributed 1.5 
percentage points to the annual GDP growth rate of 9.4 per cent over the period between XX to YY.  Cai 
et al. (1999) provided a higher estimate, suggesting a 1.62 percentage point contribution to the 8.01 per 
cent of annual GDP growth rate in the past reform years.  Johnson (1999) argued that, over the next three 
decades, if the barriers to migration are gradually removed and rural and urban wages are nearly 
equalized for individuals with similar levels of human capital, the intersectoral labor transfers could 
annually contribute as much as 2 or 3 percentage points to annual economic growth. . 



 
 27 

rural labor mobility) that could erode urban welfare (a tighter urban labor market).  To escape the 

dilemma, the government increasingly has used direct transfers to protect urban income.  This 

policy tool, unlike the employment policies and capital allocations, does not introduce direct 

distortions in the optimal allocation of productive inputs, but, it may introduce inefficiency 

through other indirect channels, such as the negative effects of inflation. 

 There is little doubt that economic efficiency requires the removal of the various 

interventions noted above.  However, as our analysis suggests, the government will not simply do 

so because it gives high priority to distribution considerations in order to preserve regime 

stability and political legitimacy.  Therefore, given the government’s short run desires to protect 

urban interests, the more relevant question for policy reform is,  what are the government policy 

options?  What should be the priorities for further reforms? 

Our analysis suggests that China’s policy reform should aim at improving the functioning 

of factor markets.  In addition to the direct income gains that will be realized by the owners of the 

resources, this direction of reforms is also consistent with the government’s objective of 

achieving political stability.  This is because improvements in factor market efficiency will lead 

to faster real economic growth, thus creating “a bigger pie.”  If needed, the government would 

have command over more resources to accomplish direct income transfers in order to win 

political support and to push forward economic reforms.   

 To continue intervening in the allocation of capital by providing more credit to 

inefficient SOEs in order to sustain jobs is a great mistake.  This is because the practice will 

further undermine factor market efficiency.  Similarly, the government should gradually relax the 

existing restrictions on labor mobility, which will allow workers to pursue better employment 

opportunities and, therefore, higher earnings.  A concern is that both of these actions may cause a 

redistribution of income away from urban dwellers, resulting in political instability.  In refuting 

this concern, we emphasize that the improved allocation of capital and labor may create real 

efficiency gains that will improve the government’s budgetary conditions, for instance, through 

taxation.  If the government has to offset a reduction in welfare for urban workers, it would have 

more resources to do so.  This package of policy reform would satisfy the government’s short-

term political needs while allowing it to pursue its long-term goals of improving factor market 
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efficiency. 

Urban residents have been protected by a variety of institutions and policies that are 

associated with the centrally planned system.  The fact that urban labor has faced fierce 

competition in employment from rural workers during reforms reflects the government’s past 

mistakes in pursuing heavy-industry-oriented development strategy.  How and when their 

privileges should be removed involves efficiency, equity, and political considerations.  Indeed, it 

is a political economy question.  However, by economic efficiency criteria, there should be little 

doubt that a major goal of Chinese economic reforms is to quickly restore allocative efficiency.   
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Table 1. Per Capita Consumption of Rural and Urban Residents 1952-97 
(Units: nominal yuan per year;  Ratio:  rural=1) 

 
 

Year 
(1) 

National  
Average 

(2) 

Rural 
Residents 

(3) 

Urban 
Residents 

(4) 

Ratio 
(Nominal) 

(5) 

Ratio 
(Real) 

(6) 
 

1952 
 

76 
 

62 
 

149 
 

2.4 
 

1953 87 69 181 2.6  
1954 89 70 183 2.6  
1955 94 76 188 2.5  
1956 99 78 197 2.5  
1957 102 79 205 2.6  
1958 105 83 195 2.4  
1959 96 65 206 3.2  
1960 102 68 214 3.2  
1961 114 82 225 2.8  
1962 117 88 226 2.6  
1963 116 89 222 2.5  
1964 120 95 234 2.5  
1965 125 100 237 2.4  
1966 132 106 244 2.3  
1967 136 110 251 2.3  
1968 132 106 250 2.4  
1969 134 108 255 2.4  
1970 140 114 260 2.3  
1971 142 116 267 2.3  
1972 147 116 295 2.6  
1973 155 123 306 2.5  
1974 155 123 313 2.6  
1975 158 124 324 2.6  
1976 161 125 340 2.7  
1977 

 
165 124 360 2.9 

 
1978 175 132 383 2.9 2.9 
1979 197 152 406 2.7 2.6 
1980 227 173 468 2.7 2.5 
1981 249 194 487 2.5 2.3 
1982 267 212 500 2.4 2.1 
1983 289 234 531 2.3 2.0 
1984 329 266 599 2.3 2.0 
1985 

 
406 324 747 2.3 1.9 

1986 451 353 850 2.4 2.0 
1987 513 393 997 2.5 2.0 
1988 643 480 1288 2.7 2.1 
1989 700 518 1404 2.7 2.2 
1990 803 571 1686 3.0 2.4 
1991 896 621 1925 3.1 2.5 
1992 1070 718 2356 3.3 2.5 
1993 1331 855 3027 3.5 2.7 

 
1994 

 
1781 

 
1138 

 
3979 

 
3.5 

 
2.6 

1995 2311 1479 5044 3.4 2.6 
1996 2677 1756 5620 3.2 2.4 
1997 

 
2936 

 
1930 

 
6048 

 
3.1 

 
2.3 

 
 
Data Source:  There are minor inconsistencies in the consumption values reported in different volumes of the State 
Statistical Yearbook.  Moreover, the format of reporting differs across the years.  The consumption numbers in this 
table are from SSB (1990) for 1952-89, SSB(1996) for 1990-95, SSB(1997) for 1996, and SSB (1998) for 1997. 
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Table 2.  Total Per Capita Disposable Income and Its Components 
for Urban Residents (Nominal Yuan) 

 
 
 
 
 

Year 

 
 

Wage 
Income 

(1) 
 

 
Welfare, 
Medical 

Subsidies 
(2)  

 
 

Housing 
Subsidies 

(3) 

In-Kind 
Subsidies 

(=5% Wage 
Income 

(4) 

 
 

Total 
Income 

(5) 

 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 

 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 

 
1994 
1995 
1996 
1997 

 
343 
412 
478 
498 
538 
572 
661 
739 

 
900 
1002 
1181 
1376 
1510 
1701 
2027 
2577 

 
3496 
4283 
4839 
5160 

 
31 
35 
39 
40 
44 
49 
55 
64 
 

82 
94 

123 
141 
167 
192 
211 
252 

 
243 
274 
297 
308 

 
63 
65 
73 
73 
73 
74 
78 
89 
 

99 
104 
113 
120 
145 
159 
167 
197 

 
253 
292 
312 
306 

 
17 
21 
24 
25 
27 
29 
33 
37 
 

45 
50 
59 
69 
76 
85 

101 
129 

 
175 
214 
242 
258 

 
454 
532 
613 
636 
682 
723 
827 
929 

 
1125 
1251 
1477 
1705 
1898 
2137 
2505 
3155 

 
4166 
5064 
5690 
6032 

 
Source:  SSB (1988, 1993-98); MOL (1990, 1992-98). 
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Table 3. Real Per Capita Total Income for Rural and Urban Residents 
(Units: nominal yuan per year;  Ratio:  rural=1) 

 
 
 
 

Year 

 
Urban 

 Per Capita Income 
(1) 

 
Rural  

Per Capita Income 
(2) 

Ratio of  
Urban to Rural  

Income 
(3) 

 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 

 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 

 
1994 
1995 
1996 
1997 

 
454 
523 
560 
567 
597 
620 
690 
692 

 
784 
801 
783 
778 
855 
916 
989 

1073 
 

1133 
1179 
1217 
1252 

 
134 
160 
190 
219 
261 
296 
330 
358 

 
360 
369 
370 
343 
374 
378 
399 
413 

 
443 
487 
551 
584 

 
3.4 
3.3 
3.0 
2.6 
2.3 
2.1 
2.1 
1.9 

 
2.2 
2.2 
2.1 
2.3 
2.3 
2.4 
2.5 
2.6 

 
2.6 
2.4 
2.2 
2.1 
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Table 4. The Ratio of Non-Agricultural Income to Agricultural Income: 
An International Comparison  (US dollars) 

 
 
Country 

 
Income/Capita 

(1995) 

 
1985 

 
1990 

 
1995 

 
Switzerland 
Denmark 
Netherlands 
Canada 
U. K.  
Australia 
Singapore 
Israel  
Cyprus 
Bahrain 
Seychelles 
Belarus 
Hungary 
Botswana 
Mauritius 
Turkey 
Russia 
Ukraine 
Fiji  
Slovak R. 
Costa Rica 
Poland 
Kazakhstan 
Lithuania 
Paraguay 
Bulgaria 
Peru  
Moldova 
Swaziland 
Romania 
Egypt  
Sri Lanka 
Ghana 
Kenya 
Burundi 
Malawi 

 
36320 
26390 
20850 
20290 
18150 
17790 
17440 
13720 
10300 
  8130 
  6020 
  3210 
  3170 
  2980 
  2860 
  2850 
  2750 
  2430 
  2090 
  2070 
  2020 
  1940 
  1740 
  1730 
  1390 
  1360 
  1350 
  1350 
  1190 
  1190 
    660 
    550 
    450 
    330 
    210 
    190 

 
1.25 
1.50 
1.16 
0.76 
1.15 
1.46 
----- 
1.69 
1.31 
----- 
1.46 
1.11 
1.23 
4.08 
0.92 
----- 
1.05 
1.09 
1.44 
0.99 
1.75 
1.01 
0.96 
1.01 
2.04 
1.16 
----- 
1.09 
0.82 
1.04 
1.28 
1.73 
1.32 
3.18 
1.76 
3.76 

 
1.25 
1.59 
1.12 
0.77 
1.14 
1.50 
2.08 
1.66 
1.34 
1.69 
1.22 
1.06 
1.40 
3.09 
1.08 
0.99 
1.01 
----- 
1.22 
0.97 
1.83 
1.09 
0.91 
1.03 
2.68 
0.88 
----- 
0.99 
----- 
0.94 
1.62 
1.55 
1.43 
2.86 
----- 
4.33 

 
1.26 
----- 
1.11 
----- 
1.16 
----- 
----- 
1.85 
1.29 
1.72 
1.19 
1.34 
1.66 
3.02 
1.09 
1.39 
----- 
----- 
----- 
----- 
1.59 
1.19 
1.01 
1.30 
2.01 
2.01 
----- 
1.03 
----- 
1.22 
1.56 
1.51 
----- 
----- 
----- 
----- 

Data Source:  The GNP per capita series was obtained from the World Bank Data and Text on CD-
ROM”, the International Bank for Reconstruction and Development/The World Bank, 1995. The 
agricultural and non-agricultural compensation was taken from the Yearbook of Labor 
Statistics,” the 54th issue of 1995, International Labor Office, Geneva. 
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Table 5.  Regional Development Policies and Their Geographical Coverage 
 

 
 
 

Steps of 
Reforms 

 

 
 
 

Content of Reforms 
(official names) 

 
No. of 

Cities and Counties 
included in 

the East 

 
No. of  

Cities and Counties 
included in the  

Central & the West 

 
(1) 

 
Special economic zones 

 
23 

 

 
(2) 

 
Open-up coastal cities 

 
14 

 

 
(3) 

 
Coastal economic open-up zones 

 
260 

 

 
(4) 

 
Open-up cities along rivers 

  
6 

 
(5) 

 
Open-up capital cities 

 
2 

 
16 

 
(6) 

 
Open-up cities and towns on borders 

  
13 

 
(7) 

 
Economic and technological development 
zones 

 
26 

 
4 

 
(8) 

 
Bonded zones 

 
13 

 

 
(9) 

 
Economic cooperation border zones 

 
2 

 
11 

 
(10) 

 
Development zones for high and new 
technological industries 

 
29 

 
23 

 
(11) 

 
National tourism and recuperation zones 

 
10 

 
1 

 
(12) 

 
Local government designated economic 
development zones 

 
All places 

 
All places 

 
Source: OSC (1994): pp463-464. 
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Figure 1. Ratio of Urban to Rural Consumption and Income 
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Figure 2.  Shares of Government Expenditures and Loans to Agriculture 
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Figure 3. Changes in Relative Agricultural Price and Relative SOE Wage Growth  
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