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Introduction. 

Aziz Khan has been a major contributor to the study of economic inequality in China. The general understanding of China’s evolution from a fairly egalitarian society, in terms of measured income, to one that is now among the more unequal in the world, is probably due first and foremost to early work on this issue by Khan. The present essay, inspired and influenced by his work, inquires into the likely evolution of China’s income distribution in the near future, in light of the recent turn in government policy toward containing and reducing inequality, on one hand, and the impact of the current global downturn, on the other. 

Reasons for Concern.  

Economic inequality in China has continued to evoke widespread interest. UNDP’s 2006 Human Development Report showed only 30 countries out of 177 with greater income inequality than China’s.  The 2008 HDR gives the most recently calculated Gini coefficients for China and seven of its Asian neighbors, with China the most unequal:

Table 1. Income Inequality in Asia

Country  

Year   

Gini

Japan 


1993

21.9
Korea 


1998

31.6

Vietnam 

2004

34.4

India 


2004-05
36.8

Sri Lanka 

2002

40.2

Singapore

1998

42.5

Philippines 

2003

44.5

China 


2004

46.9

There are many reasons for concern with excessive economic inequality.  One is certainly the conviction that it is fundamentally unfair, especially when inequality of outcomes hardens into inequality of opportunity, a contradiction of a widely if not universally shared goal. In China, even in the period before the reforms and transition to a market economy began, economic disparities rested largely upon ascriptive foundations, such as urban or rural birthplace or the region of the country – or even the locality – in which one was born.  Such inequalities were not susceptible to being reduced through individual achievement. The fact that they have not diminished despite rapid economic growth, and have in some respects even increased, suggests that inequality of opportunity has also hardened in China in the course of the reform era, despite a general rise in living standards.

Another reason for concern, especially of the Chinese ruling party and government, is that growing inequality threatens political and social stability. Official Chinese statistics reported a ten-fold increase in collective protests in China between 1993 and 2005, from 8,700 to 87,000 (O'Brien 2008; Perry 2008).  At least 3.7 million people were involved in the 74,000 incidents that were reported for 2004 (The Economist 2005).   Most observers believe that the actual figures are higher than those reported, which rose continuously until the Chinese government stopped publishing them after 2005.  Common causes of protest were wage disputes, social welfare problems, layoffs and other problems resulting from the restructuring of state-owned enterprises, and evictions from farmland. Even though these demonstrations were localized and focused on specific grievances, the rapid growth in their numbers posed at least an implicit threat to social stability. It is probably this potential threat that constituted the principal motive for the Hu Jintao-Wen Jiabao administration’s adoption of a program to change China’s development strategy.  Their objective was a more balanced, less disequalizing, more pro-rural and pro-poor approach than the one China had been following since the mid-1980s. Much has been written about Wen’s projection of a “Harmonious Society” and of a “re-balanced economy” as goals for China’s development strategy. 

A third perspective for viewing inequality is its link to poverty. The rate at which income poverty is reduced by economic growth is directly a function of income distribution and its response to income growth, as the latter determines how much of the growth premium goes to the poor population.  In China, according to one estimate (Meng et al), the elasticity of the poverty rate with respect to the Gini coefficient is 2.8.  I.e., a one percent increase in the Gini, ceteris paribus, raises the poverty rate by almost three percent.  This is almost as high as the negative income elasticity of poverty rate (3.1), so that equal proportionate increases in income and inequality will almost cancel each other out, leaving poverty unchanged.  

Moreover, China would derive other benefits from a less inequitable development experience. Some of China’s most pressing economic problems would be eased by moving toward a system that provides health, education, social security and other social services reliably to the entire population. E.g.,  because such a system would inevitably entail greater reliance on small-scale, labor-intensive production, it would generate more jobs per unit of GDP growth.  With an effective safety net and social insurance programs covering all, China’s citizens would feel less compelled to save a huge fraction of their incomes and national growth would accordingly be more oriented to domestic consumption and less dependent on foreign demand.  Even the bilateral trade imbalance with the US would benefit from the emergence of a Chinese population that felt freer to spend its money.

Despite the fact that China has not suffered from a lack of adequate growth, there is even evidence that growth itself would benefit from a more equitable approach.  One recent econometric study of the growth-inequality nexus in China found that ‘inequality is harmful to growth no matter what time horizon …is considered’ (Wan 2008), a conclusion that raises the possibility that less inequality could promote rapid growth with greater expansion of consumption and a less herculean investment rate.

Urban-Rural and Regional Inequality.  

We consider here income inequality, the dimension that most lends itself to analysis using data available for China. Other dimensions of inequality, such as consumption, are in some circumstances superior, and indeed there can be substantial divergence between income and consumption measures in the relatively short run.  In the longer run, however, income and consumption inequality are unlikely to diverge greatly, and the data advantages of examining income are substantial.  Other kinds of inequality, e.g., in the availability of important assets, such as land, can be of great importance in influencing the movement of income inequality.  In Zhejiang Province, for instance, poorer villagers have traded land for off-farm income.  As a result, inequality of land use and farm income has increased, but inequality of total income has declined (Forrest Zhang 2008).  This is a good example of the principle that markets are more likely to operate in an equalizing way when assets start out equally distributed. At the same time, it raises long run questions about future inequality (and poverty) trends as China’s rapid growth falters and off-farm jobs disappear.  What will happen to former farmers who traded their land for access to riskier but higher paying industrial jobs when those jobs evaporate?  The same question applies to the tens of millions of farmers who have had their land expropriated by local governments with grossly inadequate compensation.  Up to mid-2004, there were an estimated 66 million farmers who had lost their land in this way (Yu Jianrong, Oriental Outlook, 9/9/2004), and acquisitions of arable land, both legal and illegal, by local governments remained rampant after that, as well.

The two most prominent dimensions of income inequality in China are urban-rural and regional. In both cases inequality has grown over most of entire period of reform and transformation beginning about 1980 (the important exception is the first five years of the reform era, when reforms were concentrated in agriculture and both urban-rural and inter-provincial inequality declined markedly).  These two dimensions are linked:  overall urban-rural inequality is shaped in part by changes in urban-rural inequality within China’s three macro-regions, east, center, and west (see below). 

To an important extent, China’s unusually large urban-rural gap is a legacy of the pre-reform period when food rationing and the vigorous enforcement of the household registration (hukou) system prevented poor farmers from migrating to the cities in search of jobs. But for several decades now, the end of rationing and the relaxation of the hukou  system have resulted in waves of migration, estimated to total 130 million rural residents working in China’s cities in 2009 (Jacobs 2009). Both regional and urban-rural inequality should have been reduced by this massive manifestation of labor mobility, which has also constituted a transfer of population from more backward areas of the center and west to the developed cities of the coastal region.  Yet apparently despite such factor mobility on a huge scale, the urban-rural income gap remained stubbornly high, at about 3:1, in the early 2000s. 

Part of the explanation lies in measurement problems. The most serious issue, conceptually (but not, as it turns out, in practice) would seem to be the exclusion of rural-urban migrants from the household income surveys on which most estimates depend.  Since migrants roughly double their rural income in the cities, yet remain well below the average income of full status urban residents, their exclusion has the effect of widening the measured average urban-rural disparity. Khan and Riskin (2005) tried to correct this by using the results of a specially designed 2002 survey of migrants to add migrant incomes to the urban population.  This caused the gap to decline somewhat, from about 3 to about 2.8.  More recent work on this issue by Terry Sicular and colleagues throws further light on the matter. They find that taking account of inter-provincial differences in cost of living reduces the urban-rural gap by much more – 28 percent in 1995 and 29 percent in 2002 – and essentially eliminates its increase between the two years (Sicular et al. 2008). (However, the absolute gap between  urban and rural incomes grows by 64 percent in constant prices.)  Second, adding migrants to urban population reduces the gap 7 percent from its price adjusted 2002 value without migrants.  Together, these two adjustments bring the urban-rural gap down by one-third, from 3.18 to 2.12 in 2002 (see Table 2).  While this result is still at the high end of international experience, it tends to dispose of the improbable story that even after decades of hyper-migration China is still an extreme outlier with respect to its urban-rural income gap.  
Table 2. Urban-rural income ratio, 2002








Excluding
Including








 
migrants
migrants

Khan-Riskin






   3.01

   2.82


Sicular et al.,  unadjusted for regional 
       price differences or migrants



   3.18
    - PPP (adjusted for regional price differences) 

   2.27

   2.12

 ____________________________________

N.B. Sicular et al and Khan & Riskin use the same underlying data, but somewhat different samples.  This explains the small difference in the unadjusted gap.  

Sicular et al also throw light on differences among the three macro-regions of China in the size and direction of change between 1995 and 2002 in the urban-rural gap (Table 3).  The urban-rural gap in 2002 was highest in the western provinces, where it was responsible for over half of total income inequality and rising, and lowest in the developed east, where it accounted for under a quarter of income inequality and was declining. Thus, one key to reducing the gap for China as a whole is to reverse this centrifugal tendency among regions by raising agricultural productivity and spreading off-farm job opportunities in the interior regions as has happened on the coast.
Table 3. Urban-rural income ratio by macro-region, 2002, and change 1995-2002

	Region
	Ratio of urban to rural income
	Direction of Change
1995-2002

	East
	1.89
	       [image: image1.png]




	Center
	2.29
	       [image: image2.png]




	West
	3.49
	       [image: image3.png]





Causes and Remedies.

There has been considerable disagreement regarding the import and fundamental causes of income inequality in China. In the view of some, such inequality is nothing to be concerned about, but rather a natural response of market forces to unequal geographic characteristics in the happy context of a “race to the top”  (Luo and Zhu 2008).   Most observers, however, find the rapid increase in inequality, much of it demonstrably unconnected with efficiency or positive incentives, to be a net detraction from human development in China. Among these, however, there is a variety of causal analyses.  For example, Justin Lin (Lin 2009, Lin and Liu 2008) ascribes growing inequality to a wrong-headed development strategy that is “comparative advantage defying,” which he claims has been pursued in the interior provinces.  Others (e.g., Khan & Riskin) have criticized the “coastal development strategy” pursued from the mid-1980s by the central government for unnecessarily aggravating the inevitable increase in regional inequality occasioned by China’s reform and opening up.  Two recent national Human Development Reports for China (UNDP 2005, UNDP 2008) contain detailed critiques of policies that had negative impact on equity.  

But among these varied explanation, there is common agreement that great and increasing inequality, either regional or urban-rural, is not inevitable, but has been  influenced by policy and can be ameliorated by policy.  For instance, Naughton (2002) argues for supporting those market forces that favor interior development with appropriate public investment.  Khan and Riskin argue for decreasing the regressiveness of net taxes and of housing income and of investing in productivity improvement in agriculture.  Justin Lin believes that a shift to a more “comparative advantage affirming” strategy in China’s interior would reverse the polarizing tendencies in regional distribution.  And the China Human Development Report 2005 proposes further relaxing the hukou system, unifying the labor market, increasing investing in public education and health, etc., as means to reduce inequality and improve equity.  Few if any contend that all of China’s “retreat from equality” has been inevitable.  
Rebalancing Growth. 

China’s government has also committed itself to following a new and less disequalizing development paradigm that would promote more balanced development across regions and sectors and be more pro-poor, pro-rural and environmentally friendly. The government has substantially increased its commitment to programs that are intended to realize this new strategy.  Related to this, the leadership has committed itself to “rebalancing” economic growth, moving from investment and export-led growth to growth based on domestic consumption. An implication of such a change is reduced inequality, especially between export-dependent coastal provinces and inland regions.
In the first decade of the present century, a start has been made in accomplishing this change in development strategy.  For instance, as Aziz Khan reported (Khan 2004, Khan and Riskin 2005) there was a substantial reduction in the regressiveness of net taxes in rural China between 1995 and 2002.   In addition, the agricultural tax was progressively reduced and then totally eliminated between 2004 and 2007.  The government increased the amount of wage income exempt from income tax by 250 percent from 2006 to 2008, and encouraged faster increases in local minimum wages.  Most significantly, there was an 80 percent increase in central government spending on health, education, social security and unemployment programs from 2004 to 2007.  

Barry Naughton writes, “Which of the social problems spawned by China’s rapid economic growth have been addressed by new policies in China in the last five years?  The answer is clear, but may be surprising: all of them.  The sheer range of issue areas in which new policy directions have become clear in the past five years is staggering….” (Naughton 2008)
Yet Naughton also observes that “seen from 30,000 feet, the Chinese growth path reveals absolutely no impact from this apparent change of course.” Not only did the growth rate accelerate still further after 2002, exceeding 10 percent in all of the years 2004 through 2007, but exports grew faster, consumption fell as a proportion of GDP, and the investment rate reach new and unprecedented heights. The spread of the new safety net and social insurance programs for the urban population did increase significantly. Between 2004 and 2007, the number of workers covered by a basic pension grew by 23 percent, those receiving basic health insurance grew by 80 percent, coverage by workers compensation increased by 78 percent, and that of unemployment insurance increased by 10 percent. Yet overall spending by all levels of government on these programs, as a fraction of GDP, was only half a percentage point greater in 2007 than in 2002 (Lardy 2008).  This is not only because GDP itself (the denominator) was growing by over 10 percent annually during this period, but also because the great bulk of social spending in China (94 percent of that on education and 98 percent of that on public health in 2005) is carried out by local government, not the center.  And local governments have been very slow to change their priorities in keeping with the center’s desires. Moreover, the cuts in taxes on rural and urban incomes from 2004 and the increases in minimum wage levels had only a small impact on household disposable income (Lardy 2007).  Clearly, the old growth model of export- and investment-led development, with all of the incentives sustaining it, was still comfortably in place when the global crisis hit China in 2008.  

Moreover, in seeking to move the country along a different path, the central government faces well-known problems that are in part the legacy of the extraordinary decentralization of administrative authority that occurred at the end of the collective period and became even more extreme in the post-reform era, which saw government revenue drop to less than 12 percent of GDP in the mid-1990s, most of it wielded by sub-national levels of government.   Although the center has clawed back a larger share of GDP for government in general, and for the center, in particular, it faces fundamental problems of governance that limit its real power to influence local priorities.  These include, inter alia,

1) a broken intergovernmental fiscal system that is unable to support national policy implementation, 2) accountability mechanisms that have been severely eroded by long periods of inadequate finance, so that local governments and public institutions could not be held accountable for results; 3) an information system that is very weak from disuse; 4) a bloated bureaucracy where authority is fragmented, where the transmission of policies and resources is complex and unreliable.  Most of all, government is hobbled – through the whole administrative set-up – by agents whose revenue-hunger dominates decision-making (Wong 2008). 

The Impact of Recession.

Into this picture came the global economic downturn of 2008.  Until then, the prospects for ameliorating inequality in China depended on whether fear of social instability would be sufficient to goad the government into transforming public policy institutions into effective implementers of balanced and redistributive policies. Optimists could point to the progress related above in constructing a social safety net, committing to free universal primary education, and launching an apparently serious reform of health care.  Pessimists, like Christine Wong, could point to a “broken intergovernmental fiscal system that is unable to support national policy implementation.”  [Economic orthodoxy in China today means export- and investment-led growth, which has compiled an unprecedented record  of fostering very rapid growth rates and thereby pushing back the wolves of unemployment and instability and keeping living standards generally rising, even if at a high cost in terms of growing inequality and of environmental destruction that has had a huge negative impact on health.
  With economic crisis threatening to magnify these threats again, the temptation will be strong to turn back to that orthodoxy, modified perhaps to emphasize even more domestic investment to compensate for the inevitable shrinkage of exports.]
The global crisis has changed the tradeoff between fear of inequality and fear of unemployment, by injecting the danger of stagnation into the picture as a new and potent incubator of unemployment.  The global crisis will weaken if not destroy the old model, in so far as this relied in part upon export expansion made possible by a “permanent” current account surplus used to finance a “permanent” US deficit.  But the crisis also changes the relative priorities of rapid growth vs. rebalancing the economy – in favor of growth. This is because, with upwards of 20 million jobs lost already, mostly from a cyclical downturn in domestic demand, and the international aspects of the crisis only now hitting China, the urgency of job creation must loom large in the minds of China’s leaders.  The way they know best of doing this is the way they have been doing it since the mid-1980s, with growth based upon physical investment in keeping with the strong incentives still in place at the sub-national level.

Thus, there are potentially both positive and negative feedbacks to the “Harmonious Society” plan from the global crisis. On the one hand, the crisis makes clear that China’s development strategy must change toward one based less upon export expansion and more upon domestic demand.  On the other, it elevates the perceived need to maintain social stability by creating jobs above all other short-term objectives, and China has done that successfully for several decades by stressing investment and growth above all other objectives, including equity and environmental preservation.  In the Great Depression of the 1930s, Hoover orthodoxy had been discredited by 1933 and New Deal policies had no real intellectual competition.  Yet it took major efforts and inspired leadership to overcome conservative resistance to the New Deal and implement its many counter-cyclical policies, which were nevertheless inadequate in scale to promote full recovery.  Similar political capital and leadership will be needed to reshape China’s development paradigm against the conservative resistance of wealthy provinces in the east and bureaucratic resistance to reform in the interior. 
Moreover, redistributive is always easier to accomplish when there is a large growth premium that can be progressively appropriated without generating absolute losers. Thus, the equalizing  moves  of early 2000s came at a time of extraordinarily fast growth, reaching well above 10 percent per year.
 Yet, as we have seen, total expenditures on health, education, social security and unemployment by all levels of government, as a share of GDP, grew by 0.5% between 2002 and 2007.  Thus, even when growth was unprecedentedly fast, there was only very modest growth in commitment to progressive redistribution. When the growth premium shrinks or disappears, such redistribution becomes a zero sum game and resistance is bound to increase. Can progressive change continue in these conditions?

China’s Stimulus Plan.

In November 2008, Premier Wen Jiabao announced a major stimulus plan of some RMB 4 trillion (equivalent to some $586 billion), designed to counter the simultaneous twin impacts of a severe domestic cyclical downturn  and the global meltdown, with its devastating effect on demand for Chinese exports.  The November plan is large and bold, substantially bigger relative to GDP than is the US stimulus plan. The plan was at least nominally shaped to fit the government’s stated goal of re-balancing the economy and moving to a more equitable growth model.  Several parts of it are thus potentially inequality-reducing.  For instance, it promises to put resources into expanded public housing focusing on urban low-rent units and the renovation of rural housing;  to invest in rural infrastructure, including water supply, conservation, irrigation, roads, and the power grid;  to address health and education by improving local clinics and renovating schools in the interior;  to expand public transport;
  to spend money on increasing the  Minimum Living Allowance payments, China’s main urban poverty alleviation program; as well as on high grain procurement prices and farm subsidies.  If the proportions of expanded spending devoted to these goals are large, this would signal the government’s seriousness in pursuing its new development paradigm despite economic distress.  

At the time of writing, the little information available about the implementation of the Chinese stimulus package is mixed with respect to its progressiveness.  On one hand, repeated claims have appeared in the Chinese press that job creation is the highest priority task of the stimulus plan.  The Premier’s report on the work of the government to the March 2009 National People’s Congress committed the government to creating nine million new jobs this year and promised to “implement an even more proactive employment policy and closely integrate efforts to stimulate growth with efforts to expand employment and improve people's lives” (Wen 2009).  Large-scale vocational training programs have been established using central subsidies, with Guangdong Province alone undertaking to train four million workers in 2009 (Bradsher 2009).
  

On the other hand, early discussion of the impact of the stimulus program in the Chinese media focuses on a familiar list of large-scale industries:  steel, auto, machinery, ship building, textiles, electronics, petrochemicals, etc. In discussion in the NPC meetings in March, Cai Fang, a prominent economist who is on the NPC Standing Committee, complained that “Most of the industries that will get government support are not labor-intensive. The central government's incentives seem more attentive to big companies than small ones, which are the mainstay of employment." Cai warned of the dangers of a “jobless recovery.”  Another Standing Committee member, He Keng, may have put his finger on the real problem when he suggested that the  “central government is very concerned with employment …. But  if local governments focus only on GDP, without paying attention to employment, they will miss the mark" (He Bolin and Xiao Yang 2009). 
If the government opts for a short-run strategy of reverting to the familiar path of investment-led growth, then it is likely that the trend toward widening inequality would continue.  The twin impediments of a growth model whose essential incentive structure remains intact throughout the economy and a dysfunctional system of economic governance could pose insuperable obstacles to the central leaders’ plans for change.  But China has proved adept at adjusting policies to overcome new challenges several times in the past three decades, and perhaps they will do so again.
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� Gross fixed capital formation soared above 40 percent of GDP between 2005 and 2007.


� A recent conservative estimate by the World Bank put the cost of air pollution alone in premature death and morbidity at 3.8% of GDP. 





� In the second quarter of 2007, China’s annual rate of growth of GDP reached 14 percent.  See Lardy 2009. 


� There is some indication that the government has been reconsidering the prospect of a massive increase in automobile ownership and use, and that it has begun to give greater emphasis to expanding mass transit in and around China’s cities. 


� This compares with fewer than 250,000 in the entire US, with the Obama stimulus plan possibly doubling this number. 





