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Preface 
 
 
The economy of the People’s Republic of China (PRC) has been growing 

at close to 10 percent annually since it embarked on a reform program in 1978. 
This rapid growth has led to a dramatic reduction in the incidence of poverty. 
However, growth has been accompanied by widening income gaps, in particular 
between rural and urban areas and across regions, and, in more recent years, by 
rising nonincome inequalities such as in the access to basic medical services and 
health care. 

Rising inequality is an emerging development challenge not only for the 
PRC. In the last two decades, many developing Asian countries experienced 
worsening income distribution. Growth and poverty reduction have been the 
central focus of development policy making in the past in developing Asia. More 
recently, as inequalities continue to rise, discussions on development policy are 
increasingly paying attention to the issues of equity and how to make growth 
more inclusive. The concept of inclusive growth is increasingly being embraced 
by developing countries in Asia and their development partners. 

Recognizing that rising inequalities could have serious negative social and 
economic consequences, the PRC government has in recent years started to take 
measures to address inequalities. In 2006, it declared the creation of a 
“harmonious society”, a concept very closely related to inclusive growth, as the 
basic development goal in the 11th Five-Year Plan. The 17th Chinese Communist 
Party Congress in October 2007 further elaborated on this vision. 

To contribute to the debate on how to address the challenge of rising 
inequalities and policy options to create a harmonious society, the Economics and 
Research Department and East Asia Department of the Asian Development Bank 
(ADB) jointly carried out a study on “Inclusive Growth toward a Harmonious 
Society in the People’s Republic of China” in early 2007. Under the study, eight 
papers were prepared by scholars from the PRC and staff from the ADB. These 
papers were discussed at a finalization workshop on 9 August 2007 in Beijing, 
attended by more than 100 participants from domestic research institutes, think 
tanks, universities, government agencies, and international organizations. This 
25th anniversary issue is a compilation of these papers, and includes an overview. 

 



The eight papers are grouped into three different but related parts. The first 
part discusses conceptual issues of inclusive growth and policy options for the 
PRC in its endeavor to build a harmonious society. The second part draws lessons 
for the PRC from the experience of East Asia in addressing the equity issue in the 
growth and economic development processes. The third part provides empirical 
analysis of income inequalities in the PRC and their causal factors. 
 
 

Juzhong Zhuang 
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Inclusive Growth toward a Harmonious Society 
in the People’s Republic of China: 

An Overview 
JUSTIN YIFU LIN, JUZHONG ZHUANG, MIN TANG, AND TUN LIN 

This overview introduces the background of the study “Inclusive Growth 
toward a Harmonious Society in the People’s Republic of China (PRC)”, 
under which all the papers in this special volume were prepared. It 
summarizes key findings of these papers as grouped into three parts: 
(i) Inclusive Growth and Policy Options; (ii) Balancing Efficiency and Equity 
Objectives: International Experiences; and (iii) Empirical Analysis of Income 
Inequalities in the PRC. In concluding, this overview argues that building a 
harmonious society is the most important development challenge that the PRC 
faces, and that a development strategy anchored on inclusive growth provides 
an effective approach to addressing this issue. 

 
 

I. INTRODUCTION 
 
The economic achievement of the People’s Republic of China (PRC) has 

been remarkable since it embarked on a reform program toward a market-oriented 
economy in 1978. During 1979–2006, its per capita gross domestic product 
(GDP) grew at 8.5 percent on average annually, the fastest in the world. In 
aggregate terms, the PRC was the fourth largest economy globally in 2005—only 
after the United States, Japan, and Germany—compared to its 12th rank in 1979. 
Rapid economic growth has brought significant improvements in the living 
standards of its people. During the last three decades, average per capita 
household incomes (including both urban and rural) grew at about 7 percent on 
average per annum. As a result, poverty incidence has declined dramatically. As 
reported by the Asian Development Bank (ADB), during 1990–2005, the 
headcount ratio based on the $1-a-day poverty threshold declined from 32.5 to 
7.1 percent; using the $2-a-day threshold, it declined from 71.5 to 29.4 percent 
(ADB 2007b). Such achievements are unparalleled regionally as well as globally. 

However, the rapid growth in the PRC has been accompanied by rising 
income inequalities. In the late 1970s, the country had an overall Gini coefficient 
of about 0.30; in 2005, the value of this commonly used inequality measure had 
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reached about 0.45 (He 2007, Li and Luo 2008, Lin et al. 2008). A prevailing 
view is that the rising inequalities were caused by increasing income disparities 
between urban and rural areas and across regions. During 1985–2005, the ratio of 
urban to rural per capita incomes increased from 1.9 to 3.2, and the ratio of per 
capita incomes of coastal and western provinces also increased from 1.4 to almost 
2 (Zhuang 2008). Even within the same region or same province, income gaps 
have also increased significantly among urban as well as rural residents. In 
addition to income inequalities, nonincome inequalities have also increased. The 
most notable aspect of nonincome inequalities that has attracted a great deal of 
attention both in and outside the PRC is the access to basic medical services and 
health care (Tandon and Zhuang 2007). 

Rising inequality is an emerging development challenge not only for the 
PRC. In developing Asia, income inequalities have been rising in many countries 
since the early 1990s, although in varying degrees. Apart from the PRC, 14 out of 
22 developing Asian countries have seen their Gini coefficients rising, most 
significantly in Bangladesh, Cambodia, India, Lao People’s Democratic 
Republic, Nepal, and Sri Lanka (ADB 2007b). Internationally and regionally, 
there is a growing concern that the rising inequalities could lead to increasing 
political and social tensions in many countries, and these pose significant risks to 
the very sustainability of Asia’s growth. Reducing inequalities is therefore 
considered a major development challenge facing developing Asia today.  

Growth and poverty reduction have been the central focus of development 
policy making in the past in developing Asia. More recently, however, as income 
inequalities continue to rise, discussions on development policy are paying 
increasing attention to the issues of equity and how to make growth more 
inclusive as well. The concept of inclusive growth is increasingly being embraced 
by developing countries and their development partners including bilateral and 
multilateral aid agencies. For instance, a panel of eminent persons commissioned 
by ADB to provide insights on the region’s future and how it will affect the 
future role of ADB called on the institution to expand its strategic objective from 
poverty reduction to inclusive growth (ADB 2007a). 

Recognizing that increasing inequalities could have significant negative 
social and economic consequences—making reforms more difficult, undermining 
social cohesion and stability, constraining economic growth, and even derailing 
the reform process and undermining the country’s long term prosperity—the PRC 
government declared recently the creation of a “harmonious society”, a concept 
very closely related to inclusive growth. Its 11th Five-Year Plan made the 
establishment of a harmonious society the basic development goal and top 
priority. The 17th Chinese Communist Party Congress in October 2007 further 
elaborated this vision. However, debates among policymakers and researchers 
have continued on how to reduce income inequalities and how to establish a 
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harmonious society. Some view rising income inequalities as inevitable and 
inherent in the economic development process.  

Against this background, ADB’s Economics and Research Department and 
East Asia Department jointly carried out a study on “Inclusive Growth toward a 
Harmonious Society in the People’s Republic of China” in early 2007. The 
purposes of the study were to (i) improve understanding of the characteristics of 
the PRC’s growth process during the last three decades; (ii) examine the 
challenges facing the PRC arising from increasing inequalities; and (iii) discuss 
policy options for moving toward a more sustainable and inclusive growth 
strategy and developing a harmonious society. Under the study, eight papers were 
prepared by scholars from the PRC and ADB staff. These papers were discussed 
at a finalization workshop on 9 August 2007 in Beijing, attended by more than 
100 participants from domestic research institutes, think tanks, universities, 
government agencies, and international organizations. This special issue is a 
compilation of these papers. 

This special issue comprises eight papers grouped into three different but 
related parts. The first part discusses conceptual issues of inclusive growth and 
policy options for the PRC in its endeavor to develop a harmonious society. The 
second part draws lessons for the PRC from the experience of East Asia in 
addressing the equity issue in the growth and economic development processes. 
The third part provides empirical analysis of income inequalities in the PRC and 
their causal factors.  

 
II. KEY FINDINGS AND POLICY RECOMMENDATIONS 

 
A. Inclusive Growth and Policy Options 

 
The first paper by Ifzal Ali (Ali 2008) describes recent trends in income 

and nonincome inequality in developing Asia. Although globally the Gini 
coefficients of developing Asian countries are not particularly high, worsening 
income distribution is a major concern. This is because moderate levels of income 
inequality can coexist with high levels of inequality in areas that are essential for 
human well-being. Further, low levels of income inequality can also coexist with 
high levels of inequality in asset ownership and access to infrastructure services. 
More generally, household wealth—essentially ownership of physical and 
financial assets—tends to be unambiguously more unequally distributed than 
incomes or expenditures. Concentration of wealth or assets implies that potential 
economic opportunities can be difficult for the economically disadvantaged to 
seize. Similarly, when public infrastructure is distributed very unequally across a 
country, a great proportion of the population in lagging subnational regions in 
developing Asia have no access to electricity, sanitation, or clean water.  



4 ASIAN DEVELOPMENT REVIEW 

The paper argues that while reduction in poverty incidence has been very 
significant in many developing Asian countries, increases in inequality in recent 
years have dampened the poverty reducing impact of growth. In the PRC, for 
example, if inequality had not worsened, poverty incidence would have been 5.7 
percentage points lower in 2004. 

Ali also discusses how rising inequality will impact on a country’s long 
term economic growth. In terms of “wealth effects”, the underlying factor linking 
high inequality with lower growth is the idea that tomorrow’s wealth or incomes 
depend on today’s. People with little wealth or low incomes are unable to invest 
in wealth- or income-enhancing activities and, thus, remain poor. What is of 
interest as suggested by this line of argument is that redistribution of assets, far 
from having adverse distortionary effects, will be growth-enhancing. In terms of 
political economy considerations, one class of arguments links higher inequality 
with the pressure to redistribute. Redistribution lowers growth if it is executed 
through transfers that are distortionary. For example, redistribution that is 
financed by a tax on capital will reduce investment and growth. Likewise, the 
process of bargaining that accompanies the call for redistribution, ranging from 
peaceful but prolonged street demonstrations all the way to violent civil war, may 
be costly. Another class of political economy arguments works through the 
adverse effects of inequality on the quality of institutions and/or policies. If high 
levels of inequality give high-income individuals greater ability to tilt economic 
outcomes and policies in their favor, growth prospects may well diminish. 

Ali finally looks at the role of public policy in responding to rising 
inequality. In the design of public policy, it is useful to consider whether the 
inequalities or increases in inequalities are driven by differences in effort or by 
differences in circumstances outside the control of individuals. While it would be 
unfair to hold individuals responsible for the circumstances they find themselves 
in, they may be held responsible for their efforts. Public policy must, on one 
hand, focus on creating productive employment opportunities and, on the other 
hand, ensure equal access to these opportunities. Clearly, even when public 
policy ensures equality of opportunity, inequality as an outcome could arise from 
different levels of effort, risk taking, and entrepreneurship.  

Ali concludes that Asia’s success in addressing extreme poverty in the last 
two decades is laudable. With prudent policies for growth and distribution, 
extreme poverty will be largely eradicated by 2020. However, rising income and 
nonincome inequalities are making it very important to shift the focus to 
increasing opportunities for all. In particular, in addition to about 500 million 
workers who are underemployed, the Asian demographics suggest that over 300 
million new entrants will join the job market by 2020. To find decent and 
productive jobs for the underemployed and to reap the benefits of the 
demographic dividend, inclusive growth will need to be ensured. This will entail 



INCLUSIVE GROWTH TOWARD A HARMONIOUS SOCIETY 
IN THE PEOPLE’S REPUBLIC OF CHINA: AN OVERVIEW 5 

generating opportunities from economic growth on a massive scale, and sharing 
these opportunities equitably. 

Juzhong Zhuang (Zhuang 2008) outlines a conceptual framework for a 
development strategy anchored on inclusive growth. Defining inclusive growth as 
“growth with equal access to opportunities for all members of a society”, the 
framework differentiates inequalities due to individual circumstances from those 
due to individual efforts. Individual circumstances refer to factors outside the 
control of individuals such as family and ethnic background, social relations, 
gender and geographical locations. It is argued that inequalities due to such 
factors often reflect social exclusion arising from institutional weaknesses, 
market failures, or policy shortcomings. While an individual’s efforts represent 
actions that are under the control of the individual, inequalities due to differences 
in efforts reflect and reinforce market-based incentives needed to foster 
entrepreneurship, innovation, and growth. This differentiation leads to an 
important distinction between “inequalities in outcomes” and “inequalities in 
access to opportunities.” Inequalities in access to opportunities are mostly due to 
differences in individual circumstances, while inequalities in outcomes such as 
incomes reflect some combination of differences in efforts and in circumstances.  

Zhuang argues that promoting equal access to opportunities, which 
emphasizes eliminating circumstance-related inequalities, is at the core of 
inclusiveness and of an inclusive growth strategy. An inclusive growth strategy is 
thus anchored on two pillars: one is to create economic opportunities through 
high, efficient, and sustainable growth; and the other is to broaden access to 
opportunities by all members of a society by promoting social inclusion. It is 
argued that promoting social inclusion requires public interventions in three 
areas: (i) investing in education, health, and other basic social services to expand 
human capacities especially of the disadvantaged; (ii) promoting good policy and 
sound institutions to advance social and economic justice and level playing fields; 
and (iii) developing or improving social safety nets to prevent extreme 
deprivation. 

Zhuang contends that a development strategy anchored on inclusive 
growth provides an effective avenue toward a harmonious society in the PRC. On 
one hand, a harmonious society will have to be based on high and sustainable 
economic growth—the first pillar of an inclusive growth strategy. Only through 
growth can productive and decent employment and other development 
opportunities be created. On the other hand, years of experience have shown that 
rapid growth alone cannot guarantee equitable access to opportunities. 
Developing a harmonious society requires broadening the access to opportunities 
by all members of a society by promoting social inclusion—the second pillar of 
an inclusive growth strategy.  

Zhuang argues that adopting a development strategy anchored on inclusive 
growth requires continued policy and institutional reforms to keep growth high 
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and sustainable. While continuing its integration with the rest of the world, the 
PRC needs to pay greater attention to domestic economic and market integration. 
This will provide new sources of growth, which will in turn generate new 
employment opportunities while effectively reducing income disparities between 
urban and rural populations and across regions. Deepening domestic integration, 
however, should rely mainly on the private sector and be driven by market forces. 
The role of the government is to address market, institutional, and policy failures 
and weaknesses so as to eliminate various distortions and barriers.   

Zhuang further argues that a carefully designed redistributive policy is an 
important element of an inclusive growth strategy. However, the purpose of 
redistribution is not simply to equalize income but to promote equal access to 
opportunities so as to improve income distribution. The PRC government has 
exerted significant efforts by adopting public policies aimed at improving 
equalization of opportunities, such as increasing investment in infrastructure in 
western regions, increasing investment in basic education and basic health care, 
speeding up the development of the new rural society, and developing and 
improving social protection systems. The PRC government needs to continue 
these measures and make them more effective. 

Finally, an inclusive growth strategy requires further strengthening 
governance and institutions, promoting economic and social justice, leveling 
playing fields, and preventing corruption. Zhuang argues that for future policy 
choices, it is important for the PRC to avoid two tendencies: one, to only focus on 
economic growth while ignoring the inclusiveness of growth; two, to rely 
excessively on redistributive policies in order to achieve equalization of incomes. 

In support of the first pillar of an inclusive growth strategy, Justin Yifu Lin 
and Peilin Liu (Lin and Liu 2008) argue that by developing industries where the 
PRC has comparative advantage, namely, labor-intensive industries and labor-
intensive segments of capital-intensive industries, the PRC can achieve the twin 
objectives of efficiency and equity simultaneously at the primary income 
distribution stage. They therefore challenge a popular view in the PRC that the 
primary income distribution stage should aim to achieve the efficiency objective 
while the secondary income distribution stage (through redistributive mechanisms 
such as taxation and transfers) should aim to achieve the equity objective. 

Lin and Liu compare the so-called comparative-advantage-following 
(CAF) strategy with the comparative-advantage-defying (CAD) strategy. 
Adopting the CAF strategy would lead to improved efficiency as (i) enterprises 
could take full advantage of abundant labor, minimize production cost, enjoy 
competitive edges without government protection, and maintain rapid and 
sustainable growth; and (ii) the economy could achieve the highest possible pace 
of capital accumulation, structural changes, and technological progress. Further, 
the CAF strategy would help generate the maximum possible amount of job 
opportunities, reduce the dualistic nature of the economy, and enable low-income 
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segments of rural and urban populations—whose main means of earnings is 
labor—to share the fruits of growth. More jobs and higher wage earnings would 
ultimately reduce the income gaps between ordinary workers and “rich” people, 
leading to improved equity. 

Through regression analysis, the authors tested the impact of the choice of 
development strategy on growth in the context of the PRC. A province’s choice 
of development strategy was represented by the technology choice index, which 
measures the deviation of the capital-labor ratio of its manufacturing industry 
from the capital-labor ratio of the entire province’s endowments. The results 
strongly support their hypothesis: a province adopting the CAD strategy has a 
lower growth rate of per capita GDP than a province adopting the CAF strategy.  

Lin and Liu argue that over the next 15 years or so, the PRC will remain a 
middle-income country, with labor relatively abundant and capital scarce. Taking 
advantage of factor endowments, the PRC was able to achieve rapid economic 
growth through developing small and medium enterprises (SMEs) in labor-
intensive industries and labor-intensive segments of capital-intensive industries. 
However, due to the incomplete economic transition, there remain significant 
market and institutional distortions in the economy. These distortions hinder the 
further transition from a traditional development strategy—focusing more on the 
speed of growth than on its efficiency—to a CAF-type strategy, leading to 
widening income gaps between urban and rural areas and across regions.  

Lin and Liu provide a number of policy recommendations for adopting a 
CAF strategy. The first is to promote the development of labor-intensive SMEs in 
the manufacturing and services sectors by facilitating credit access and market 
entry. The second is to deepen the reform of large state-owned enterprises 
(SOEs). Eliminating the remaining administrative protections of the SOEs 
inherited from the planning era—which include artificially keeping the prices of 
capital, natural resources, and other inputs low; and allowing the SOEs to 
maintain monopolistic positions—would help reduce the scope of rent-seeking 
and prevent corruption. The third is to introduce and promote competition, and 
strengthen regulation as appropriate, such as in the electricity industry. The last is 
to rationalize the incentive structure of local government officials so they would 
not pursue short-run gains in the pace of growth at the cost of long-run efficiency.  

Mai Lu and Mingliang Feng (Lu and Feng 2008) look at policy options for 
establishing a harmonious society in the PRC from the perspective of broadening 
the access to development opportunities—the second pillar of the inclusive 
growth strategy. The key question they ask is how to reform the PRC’s welfare 
system to ensure adequate investment in education, health, and basic social 
services; and to provide effective social safety nets. The PRC started reforming 
its welfare system in the early 1990s. However, substantial progress has been 
made only since the late 1990s in response to the deepening of the reform process 
and increasing income inequality. Although the level of welfare provision is still 
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low, the coverage is wide and expanding, and the burden on the state is 
increasing. The PRC government’s basic objective in reforming the welfare 
system is to provide social safety nets and help low-income groups, rather than 
attempt to redistribute and equalize incomes. Increasingly, attention is also being 
devoted to investing in human resources. 

Lu and Feng describe the progress in reforming the PRC’s welfare system, 
particularly in the areas of education, medical care, employment support, pension, 
and poverty relief. They cite several recent measures targeted at the rural 
population, such as extending the coverage of the free 9-year compulsory 
education to all rural children, and introducing the minimum social security 
system to the rural population. Despite the progress, the PRC still has a long way 
to go in further reforming its welfare system conducive to the formation of a 
harmonious society. 

The authors propose three areas of reform priorities. The first is to further 
reduce the dualistic nature of the PRC’s welfare system. Despite recent reform 
efforts, the welfare system still differentiates between urban and rural areas in 
terms of policies, institutional arrangements, coverage, and welfare provisions. 
They argue that this dual structure has contributed to the widening of the income 
gap between urban and rural populations. The dual structure is also making rural 
migrant workers, numbering about 140 million and who are not covered by the 
system, an underprivileged community extremely vulnerable to various economic 
and health shocks. Extending the uniform welfare coverage to migrant workers 
requires more investment in basic infrastructure such as schools, transport, and 
housing in cities. This would in turn require increased budgetary allocations from 
both the central and provincial governments to supplement municipal government 
resources. 

The second area of reform is to further rationalize government social 
security and welfare expenditure. As the PRC’s economy rapidly expands, 
government revenues have also grown strongly. The PRC government needs to 
further strengthen its budgetary management system to make it fairer, more 
efficient, and transparent. Consolidating all revenue sources to include extra-
budgetary revenues and “extra-system revenues”, government revenues in 2006 
could have reached about 32 percent of gross domestic product. The PRC 
government also needs to promote greater public participation in budgetary 
allocations for social programs to ensure better alignment with the needs of the 
people. Reforming the welfare system would also require improving the structure 
of public spending through rationalized government investment in economic 
construction activities and controlling spending on administrative overhead. With 
strong public finance and better management, the government would be in a 
better position to release more resources for social welfare programs. 

The third reform area is to rationalize the overall management of the 
welfare system, guided by three priorities: (i) reform the existing 
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compartmentalized government administration of urban cities and rural areas 
toward a unified welfare system providing uniform coverage for urban and rural 
populations; (ii) encourage better coordination among various government 
agencies involved in policy making and administration of the welfare system to 
improve performance and efficiency; and (iii) make the targeting of poverty 
reduction and social welfare programs more effective.  

Min Tang (Tang 2008) explores policy options that will strengthen the 
PRC’s poverty reduction efforts and position the PRC’s future growth on a more 
inclusive footing. The PRC’s poverty reduction endeavors have registered 
remarkable progress, but much remains to be done if poverty is to be attacked at 
its roots in the current development context. In the process of establishing a 
harmonious society, the PRC can now afford to devote more resources to poverty 
reduction than before. However, as the PRC remains a developing nation, it has 
to adopt a gradualist approach in formulating its antipoverty strategic objectives 
and policies. 

Tang offers the following policy options/measures to further poverty 
reduction efforts in the PRC:  

 
(i) The PRC should modify its poverty threshold, which was 

established in the 1980s, to make it compatible with the country’s 
current level of economic and social development. The use of the 
development poverty threshold, estimated for 2005 at CNY1,147 
per capita by the China Development Research Foundation, is 
supported.  

(ii) The PRC should encourage financial sector participation in 
poverty reduction. To develop rural finance, it is imperative to 
allow microfinance institutions and other rural financial 
institutions to establish their presence in the countryside and be 
granted legal status.  

(iii) More equitable access to education should be provided so as to 
prevent poverty from being transmitted across generations.  

(iv) Access to medical services in rural areas should be improved so as 
to alleviate poverty caused by illnesses.  

(v) The social security system and system of public services in rural 
and urban areas should be improved.  

(vi) A sound public finance mechanism for poverty reduction and 
improving governance in antipoverty efforts should be put in 
place.  

(vii) The PRC should encourage the participation of nongovernment 
organizations (NGOs) in poverty alleviation. To make the 
utilization of government funds for poverty reduction more 
efficient, it is imperative to explore ways to introduce competition 
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over the use of poverty alleviation resources so that more NGOs 
will become the operators of government-funded poverty 
reduction programs. For their part, NGOs should keep improving 
their organizational structure and capacity to work effectively. 

 
B. Balancing Efficiency and Equity Objectives: International Experiences 

 
International experiences in addressing the equity issue in economic 

growth processes provide valuable lessons in devising policies and strategies for 
building a harmonious society in the PRC. Shi Li and Chuliang Luo (Li and Luo 
2008) look at the development experience of East Asian countries, particularly 
Republic of Korea and Taipei,China. They note that, according to standard 
economic theory, either in the form of the well-known Kuznets’s inverted U-
curve hypothesis or the Lewis model of a dual economy, income gaps tend to 
widen at the initial stage of economic development. However, empirical studies 
since the 1980s have failed to convincingly verify such a relationship between 
income inequality and the level of development. 

Japan; Republic of Korea; and Taipei,China are widely considered as good 
examples of having avoided the widening of income gaps in the process of 
economic growth. Li and Luo argue that a major reason why these economies 
were able to avoid the widening of income gaps at their early stage of 
development was the particular growth pattern they chose. Their chosen path 
gave a large segment of the population the opportunities to share the outcomes of 
economic growth. This growth pattern can be split into two stages. At the first 
stage, rigorous efforts were made to promote the development of labor-intensive 
industries, especially in the manufacturing sector. By increasing manufacturing 
employment, absorbing agricultural surplus labor, and reducing rural 
unemployment, the proportion of wage incomes in national income rises, which 
to some degree reduces income gaps. At the second stage, the growth of the 
service industry also becomes a major growth engine. In the absence of surplus 
labor, growth leads to wage rate increases in the manufacturing sector and 
narrows down the wage rate differentials among different sectors, thus narrowing 
income gaps in the whole economy. 

Li and Luo contend that the PRC has a lot to learn from the development 
experiences of these economies. First, the PRC should choose a growth pattern 
conducive to job creation by developing labor-intensive industries and 
enterprises. This reinforces the recommendation by Justin Yifu Lin and Peilin Liu 
(Lin and Liu 2008) to adopt a CAF-type development strategy. Despite 30 years 
of rapid growth, the PRC still faces enormous pressures to create jobs and absorb 
large numbers of rural surplus labor and urban laid-off and unemployed people. 
Second, shifting from a capital-intensive growth pattern to a labor-intensive 
growth pattern requires developing more SMEs, as what Republic of Korea and 
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Taipei,China did at their earlier stage of development. Third, developing labor-
intensive industries and SMEs requires the PRC to reduce the role of the 
government in productive investments and to promote private investments, by 
eliminating restrictions in market entry and credit access. Fourth, a labor-
intensive growth pattern needs to be supported by an efficient financial system. 
Improving access to credit by SMEs requires developing more small- and 
medium-size banks and nongovernmental financial institutions. Finally, the PRC 
needs to develop a unified labor market and to eliminate the institutional factors 
that obstruct the free flow of labor and capital. 

 
C. Empirical Analysis of Income Inequalities in the PRC 

 
The last two papers provide empirical analysis of income inequality in the 

PRC. In the first paper, Tun Lin, Juzhong Zhuang, Damaris Yarcia, and Feng Lin 
(Lin et al. 2008) examine the evolving trend of income inequality and its 
determinants in the PRC during 1990–2004. The paper uses unit-level data 
extrapolated from grouped income data of 23 provinces covering both rural and 
urban households representing more than 85 percent of the population. The 
results show that the national Gini coefficient of per capita income increased 
from 0.345 in 1990 to 0.456 in 2004. But adjusting for differences in the cost of 
living (COL) across regions and between urban and rural areas, the Gini 
coefficient increased only from 0.287 to 0.387, suggesting that not adjusting for 
COL differences could overestimate the Gini coefficient by 20 percent. Income 
inequality increased in both urban and rural areas, but urban inequality increased 
at a faster pace. Across regions, the coastal, central, and western regions all 
experienced increases in income inequality and, in 2004, inequality was the 
highest in the western region, followed by the coastal and central regions. Across 
provinces, income distribution was constantly more unequal in Guangdong, 
Qinghai, Shaanxi, and Xinjiang. 

Decomposing national inequality into between and within urban and rural 
areas using the Theil index, Lin et al. find that rising inequalities between urban 
and rural areas and within the urban area were the major sources of the increases 
in national inequality. In 1990, after adjusting for COL differences, the between 
urban–rural inequality and within-urban inequality accounted for 12 and 
16 percent, respectively, of the national inequality; in 2004, the contribution 
increased to 30 percent for the former and 34 percent for the latter. The within-
rural inequality also increased, but at a slower pace, and hence its contribution 
declined from 72 percent in 1990 to 36 percent in 2004.  

Decomposing national inequality into between-region (i.e., inequality 
between the coastal, central, and western regions) and within-region components, 
the paper finds that the between-region inequality contributed little to national 
inequality: 10 percent in the case of nominal incomes and less than 4 percent after 
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adjusting for COL differences, in 2004. This is in sharp contrast to the common 
perception that rising regional inequality is one of the key drivers of inequality at 
the national level in the PRC. Decomposing national inequality into between-
province and within-province components, it is found that the within-province 
inequality was the major source of national inequality. After adjusting for COL 
differences, the contribution of the within-province inequality increased from 
86 percent in 1990 to 89 percent in 2004; while the contribution of the between-
province inequality declined from 14 to 11 percent, further showing that rising 
regional inequality was not a major driver of the increases in national inequality 
in the PRC. 

On the basis of these findings, Lin et al. argue that the most effective ways 
of reducing overall inequality in the PRC are to narrow the income gap between 
urban and rural areas and to reduce income inequality among the urban 
population. Regional income disparity (between coastal and western regions and 
among rich and poor provinces) remains large and needs to be reduced, but the 
impact of this reduction on inequality at the national level may be limited. 
Nevertheless, reducing regional income disparity is very important for poverty 
reduction, because the majority of the poor population in the PRC is located in 
the western region.  

The last paper by Minquan Liu and Jiantuo Liu (Liu and Liu 2008) argues 
that the PRC’s financial structure is one of the critical factors contributing to the 
widening rural–urban inequality. By improving the PRC’s financial structure 
toward supporting the development of SMEs, more off-farm employment 
opportunities can be generated, and thus help close the urban–rural income gap. 
The development of SMEs helps improve income distribution in the PRC for at 
least two reasons. First, SMEs are more labor-intensive than large firms, and 
hence can generate more employment opportunities. Second, SMEs help improve 
access to markets by dispersed rural households. Better access to markets 
increases the value-added of farm products, enhances rural incomes, and reduces 
income disparity among regions and between urban and rural areas. Liu and Liu 
find that in rural areas, most SMEs consist of township and village enterprises 
(TVEs). In the past 30 years, TVEs have accommodated a significant number of 
rural households to shift from farming to off-farm employment. Off-farm wage 
incomes surpassed farm incomes and became the most important source of 
income for rural households in 2005. The paper thus claims that promoting the 
development of SMEs and TVEs is both necessary and viable. 

The paper then discusses how the structure of the PRC’s financial system 
has hindered the development of SMEs. The PRC’s banking sector is highly 
concentrated and dominated by state-owned large banks. Such a structure reduces 
SMEs’ ability to obtain funding and thus impedes the development of SMEs, 
hence contributing to urban–rural and regional income inequalities.  

Liu and Liu present the following policy recommendations:  
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(i) Actively develop small- and medium-size financial institutions, 

encourage financial market competition, and allow disadvantaged 
groups to participate in the financial markets.  

(ii) Establish investment regulations at the community level, balance 
resource distribution, and ensure flow of funds toward rural areas 
and western and central regions of the PRC.  

(iii) Improve the infrastructure of financial markets, especially of the 
credit system, and establish laws and regulations for financing 
SMEs, making policies supportive of SMEs.  

(iv) Simultaneously, encourage the development of informal financial 
institutions that are particularly useful to SMEs. 

 
 

III. CONCLUDING REMARKS 
 
How to build a harmonious society is the most important development 

issue the PRC faces at present and in the coming years. This special issue brings 
together results of and findings from a number of studies undertaken by 
prominent economists and experts in the PRC and by ADB staff members, with a 
view to generating more debate and discussions and leading to more extensive 
analysis and in-depth research.  

The main conclusion of these studies is that a development strategy 
anchored on inclusive growth provides an effective route to building a 
harmonious society in the PRC. On one hand, building a harmonious society 
requires high, efficient, and sustainable economic growth; only through such 
growth can large amounts of employment opportunities be created. On the other 
hand, building a harmonious society also requires the elimination of various 
inequalities in access to opportunities, so as to improve the inclusiveness of 
growth. To sustain efficient and high growth, the PRC needs to promote the 
development of labor-intensive industries and labor-intensive segments of 
capital-intensive industries, thereby achieving efficiency and equity 
simultaneously in the primary income distribution stage. To promote equal access 
to opportunities, the PRC needs to ensure adequate investment in education, 
health care, and other basic social services; establish an effective and unified 
social security system for both urban and rural populations; and further strengthen 
governance and institutions, promote economic and social justice, level playing 
fields, and prevent corruption. 

Finally, for future policy choices, it is important for the PRC to avoid two 
tendencies: one, to only focus on economic growth while ignoring the 
inclusiveness of growth; two, to rely excessively on redistributive policies in 
order to achieve equalization of incomes. International experiences show that 
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both of these two policies are not conducive to efficient and sustainable social 
and economic development. 
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Inequality in Developing Asia  
IFZAL ALI 

This paper argues that growing income and nonincome inequalities in 
developing Asia pose a clear and present danger to social cohesion, political 
stability, and therefore the sustainability of growth itself. The rapid creation of 
productive economic opportunities combined with significantly broadening 
access to these opportunities, particularly for the bypassed and marginalized, 
must be ensured. Progressively lifting the well-being of a greater share of the 
population will contribute toward harmony. 

 
 

I. INTRODUCTION 
 
While developing Asia’s economies continue to grow at some of the fastest 

rates in the world, concerns about widening inequalities in standards of living and 
of the poor being bypassed by growth are becoming widespread. How correct is 
this perception, and how broadly does it apply to a region as diverse as 
developing Asia? To the extent that inequalities have grown, what are its drivers? 
What are the implications for policy? 

 
II. INCOME AND NONINCOME INEQUALITIES 

IN DEVELOPING ASIA 
 

In a study of 22 developing Asian countries, seven have Gini coefficients 
of about 0.40 or more while the rest have a Gini coefficient between 0.30 and 
0.40 (ADB 2007). In the international context, these do not represent particularly 
high levels of inequality, especially when compared with many Latin American 
and some sub-Saharan African countries, where Gini coefficients of 0.50 or even 
higher are common. Nevertheless, inequality remains a concern in developing 
Asia. 

First, moderate levels of income inequality can coexist with high levels of 
inequality in areas that are essential for human well-being. Consider the 
distribution of severely underweight children across wealth quintiles. Both India 
and Pakistan—countries that do not register particularly high income 
inequalities—have very unequal measures of health status across their 
populations with different income levels. In India, for example, about 5 percent of 
children are severely underweight among the richest 20 percent of households. In 
the poorest 20 percent of households, this share is as high as 28 percent. 
Educational outcomes show a similar pattern. Most South Asian countries have 
very unequal educational attainments (ADB 2006). 
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Second, low levels of income inequality can also coexist with high levels 
of inequality in asset ownership and access to infrastructure services. 
Landholdings can be fairly concentrated even if incomes/expenditures are not, as 
in India and Pakistan. More generally, household wealth—essentially ownership 
of physical and financial assets—tends to be unambiguously more unequally 
distributed than incomes or expenditures (Frankema 2006). 

Concentration of wealth or assets implies that potential economic 
opportunities can be difficult for the economically disadvantaged to seize. 
Something similar happens when public infrastructure is distributed very 
unequally across a country. A great proportion of the population in lagging 
subnational regions in developing Asian countries has no access to electricity, 
sanitation, or clean water. This is true especially for the South Asian countries 
India and Nepal (Banerjee et al. 2007). 

 
III. WHY DOES INEQUALITY MATTER?  

 
A. Increases in Inequality and the Impact on Poverty Reduction 

 
Increases in inequality dampen the poverty reducing impact of growth. 

Thus, the increasing inequality in most parts of Asia is a cause for concern. A 
review of expenditure and income data reveals that over a roughly 10-year period 
spanning the early 1990s to the early 2000s, 15 developing Asian countries 
experienced an increase in the Gini coefficient (ADB 2007). Especially large 
increases took place in Bangladesh, Cambodia, People’s Republic of China 
(PRC), Lao People’s Democratic Republic, Nepal, and Sri Lanka. Meanwhile, 
absolute inequality increased virtually everywhere. Thus, even in countries such 
as Indonesia and Malaysia where Gini coefficients have declined over the last 
decade, the absolute dollar gap in per capita expenditures/incomes between the 
top 20 percent and bottom 20 percent has increased.  

Given these increases in inequality, poverty reduction would have been 
higher—sometimes considerably so—had the economies in question been able to 
achieve their growth in mean per capita expenditure with their previous and more 
equal distributions. Worsening inequality may detract from the goal of poverty 
reduction. Bangladesh, Cambodia, and Nepal provide good examples. In the 
PRC, if inequality had not worsened, poverty would have been 5.7 percentage 
points lower in 2004. 
 
B. Inequality, Economic Growth, and the Evolution of Economic Well-Being 
 

More generally, examining the evolution of inequality is useful because it 
can provide valuable information on how different members of society are 
engaged with the overall growth process. There is often a tendency among both 
scholars and development practitioners to equate economic development with the 
rate of growth of per capita incomes. Even if incomes or expenditures are 
accepted as appropriate measures of economic well-being, the behavior of 
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average incomes may say little about the economic well-being of different 
subgroups of the population. Underlying many of the cases of increasing Gini 
coefficients is a growth process in which the expenditures/incomes of the top 
20 percent of the distribution have grown considerably faster than those of the 
bottom 20 percent. The differentials in expenditure are especially stark in terms 
of changes in the levels of expenditure as opposed to growth rates. In fact, 
increases in expenditure levels have been higher for the top 20 percent than for 
the bottom 20 percent even in countries where Gini coefficients have declined, 
for example, Indonesia and Malaysia. 

To what extent do the differential rates of growth really matter? Consider 
again the case of the PRC, only now contrasting it with India. Inequality in terms 
of the Gini coefficient has not only been higher in the PRC (in both 1993 and 
2004), it has also increased more dramatically than in India. But what if the focus 
were on the absolute gains among the poorest 20 percent of the population? That 
is, in which country has economic well-being (or standards of living) increased 
more for the poorest 20 percent? From this perspective, although inequality has 
grown faster in the PRC, mean expenditures of the poor have increased more than 
in India. 

Indeed, some observers may go further and treat the rapid increase in 
inequality in the PRC as a natural outcome of rapid growth in a developing 
economy. Such a view would certainly be consistent with the idea of the Kuznets 
curve (or the inverted-U hypothesis) in which inequality first rises and then falls 
with economic growth.  

However, this view presents two problems. First, as a large number of 
studies have demonstrated, the evidence for the Kuznets curve is weak. A rapid 
and sustained rise in inequality is not an inevitable result of high economic 
growth. The income-based Gini coefficient for two newly industrialized 
economies—Republic of Korea and Taipei,China—never touched 0.40 during 
their phase of rapid growth between the 1970s and 1990s, and even declined over 
some periods. Conversely, a reduction in inequality as a result of continuous 
economic growth beyond a turning point is also not a foregone conclusion. 

Second, particularly high levels of inequality may have an adverse impact 
on future growth and development prospects. Given the evidence for increasing 
inequality in many developing Asian countries, this is highly pertinent. 
 
C. Does a High Level of Inequality Help or Hinder Growth Prospects? 
 

A dominant view in post-World War II development circles was that high 
inequality facilitated the growth process. An important rationale for that view was 
provided by Nicholas Kaldor, whose work in this area appeared in a series of 
papers in the 1950s (Schmidt-Hebbel and Serven 2000). Large-scale investments 
in infrastructure were seen to be critical in jump-starting industrialization and 
economic growth. In the context of weakly functioning capital markets, some 
concentration of income and wealth could help spur investment if the marginal 
propensity to save was higher among the rich (i.e., capitalists) than the poor (i.e., 
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workers). This was because a larger share of national income in the hands of the 
rich would imply a higher savings rate for an economy and, consequently, higher 
investments, greater capital accumulation, and more growth. A second reason to 
connect higher inequality with higher economic growth pertains to the role of 
incentives. An economic regime that does not reward effort or provide incentives 
for entrepreneurship is likely to be one with low inequality; it may also be one 
with low growth. 

However, other mechanisms suggest that high levels of inequality will 
dampen growth (Fields 2001). Many of the specific mechanisms highlighted by 
recent literature work either through “wealth effects” or political economy 
arguments. In the case of wealth effects, the underlying factor linking high 
inequality with lower growth is the idea that tomorrow’s wealth or incomes 
depend not so trivially on today’s. People with little wealth or low incomes are 
unable to invest in wealth- or income-enhancing activities and remain poor. In 
principle, they may be able to borrow to finance investment. But imperfect 
financial markets, coupled with other market failures—all of which can be safely 
assumed to be widespread in developing countries—can seriously constrain the 
ability of otherwise creditworthy individuals to borrow in order to finance 
investments in education or business opportunities, or even to insure themselves 
from the risks associated with potentially profitable ventures. In this way, the 
prospects for a large group of individuals to raise their future incomes are 
compromised. Seen from the perspective of wealth effects, what is of interest is 
that redistribution of assets (and reduction of the collateral requirements for 
financing investment), far from having adverse distortionary effects, will be 
growth-enhancing.  

As for political economy considerations, one class of arguments links 
higher inequality to the pressure to redistribute, for example, on account of the 
political power of the “median voter.” Redistribution, in turn, lowers growth if it 
is executed through transfers that are distortionary. For example, redistribution 
that is financed by a tax on capital will reduce investment and growth. 
Alternatively, the process of bargaining that accompanies the call for 
redistribution, ranging from peaceful but prolonged street demonstrations all the 
way to violent civil war, may be costly.  

Another class of political economy arguments works through the adverse 
effects of inequality on the quality of institutions and/or policies (World Bank 
2006). If high levels of inequality give high-income individuals greater ability to 
tilt economic outcomes and policies toward themselves, growth prospects may 
well diminish. At a relatively benign level, bribery may result in some wasted 
resources as a wealthy individual or group of individuals lobbies government for 
the award of a contract. Much more pernicious is the situation where individuals 
with great wealth or high income use their economic resources to alter institutions 
and policies in their favor, with possibly damaging consequences for future 
growth. 
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IV. INEQUALITY AND PUBLIC POLICY 

 
What does the foregoing discussion suggest about the stance of public 

policy vis-à-vis inequality? Two points are worth noting. 
 
A. High Levels of and Increases in Inequality should not be Ignored 
 

As many Asian countries experience growing inequality in incomes or 
expenditures, they would do well to recognize some of the pitfalls of high 
inequality, to which both theory and international development experience point. 
At a minimum, high or growing inequality indicates that relatively poorer 
individuals are drawing proportionately fewer benefits from, or participating less 
in, growth. High or increasing inequality suggests that growth is not particularly 
broad-based. Additionally, growing inequality may lead to a deterioration in 
social cohesion and/or in the quality of institutions and policies, and ultimately in 
the prospects for economic growth. 
 
B. Inequality: The Role of Effort versus Circumstances 
 

In dealing with inequalities, it is useful to consider whether the inequalities 
or increases in inequalities are driven by differences in effort or by differences in 
circumstances outside the control of individuals (Roemer 2006). While it would 
be unfair to hold individuals responsible for the circumstances they find 
themselves in, they may be held responsible for their efforts. Distinguishing 
between circumstances and effort, and even defining them precisely, can be 
difficult. Nevertheless, it provides a useful starting point for thinking about how 
policy should deal with inequality.  

For example, the inequalities in basic health and educational outcomes are 
bound to represent, to a large degree, inequalities due to circumstances. Such 
inequalities are doubly pernicious in that they detract from well-being today and 
often trap individuals in poverty. Key challenges for public policy are in 
(i) identifying which features of the economic and social landscape create 
circumstances that trap individuals into cycles of poverty and low incomes, and 
(ii) designing policy interventions that can alter these circumstances without 
dampening the rewards that accrue to effort. 

The distinction between inequalities resulting from circumstances and 
those arising from effort is useful for the design of public policy. Public policy 
must address the disadvantages of circumstances that are unacceptable from both 
an economic and ethical viewpoint, and must contribute toward ensuring equality 
of opportunity. Once an even playing field is created, differences in effort will 
lead to differences in outcomes in terms of income and wealth. Clearly, even 
when public policy ensures equality of opportunity, inequality as an outcome 
could increase from different levels of effort, risk taking, and entrepreneurship. 
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Circumstance-based inequality or bad inequality is unacceptable. Effort-based 
inequality or good inequality is acceptable (Chaudhuri and Ravallion 2007). 

Asia’s success in addressing extreme poverty in the last two decades is 
laudable. With prudent policies for growth and distribution, extreme poverty will 
be largely eradicated by 2020 (Ali and Zhuang 2007). However, rising income 
and nonincome inequalities are making it very important to shift the focus to 
increasing opportunities for all. In particular, in addition to about 500 million 
workers who are underemployed, the Asian demographics suggest that over 300 
million new entrants will join the job market by 2020 (Felipe and Hasan 2006). 
To find decent and productive jobs for the underemployed and to reap the 
benefits of the demographic dividend, inclusive growth will need to be ensured. 
This will entail generating opportunities from economic growth on a massive 
scale, and sharing these opportunities equitably. 

Inclusive growth ensures equal opportunity for all to enjoy the fruits of 
growth while avoiding extreme deprivation for people whose circumstances 
prevent them from benefiting from the opportunities created by growth. Inclusive 
growth requires a three-track approach. First, efficient, sustainable, and 
environmentally friendly growth must be ensured to generate new productive 
opportunities. Second, the economic and political playing fields must be leveled 
so that everyone can participate in, contribute to, and benefit from the new 
opportunities. Third, effective and efficient social protection systems must be 
strengthened to ensure that extreme deprivation is eliminated. 

The second and third tracks constitute the core of inclusiveness. 
Inclusiveness requires leveling the playing field, with social policy “filling the 
burrows” to counterbalance the disadvantages that some face as the result of 
circumstances beyond their control. Such social policy will include health, 
education, sanitation, water, and housing services. Fundamental institutional and 
governance reforms aimed at addressing market, policy, and institutional failures 
will be required to improve access to these social services. In turn, capability 
enhancement must be accompanied by the creation of productive and decent 
employment opportunities for the less well-off and to ensure that they get access 
to these opportunities. Opportunities for all, combined with effort, would then be 
translated into outcomes. The third track would require fiscal transfer to people 
who face extreme deprivation. Higher growth rates are conducive to fiscal 
resource mobilization to finance the fiscal transfers. 

While creation of employment opportunities is a firm- and farm-level issue, 
the investment and business climate in which firms and farms operate are 
influenced by public policy and investment. Institutional and governance reforms 
in the formulation and implementation of public policy and public investment 
will be needed to ensure that the disadvantages of circumstances are indeed 
addressed to create an even playing field for all segments of society and for all 
regions in a country. 

In developing Asia, the sustainability of stellar growth rates will hinge on 
broadening inclusiveness. While the adoption of an inclusive growth strategy is a 
natural evolution in Asia’s development process, the reform agenda required is 
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complex and ambitious as reforms relating to policies, institutions, and 
governance that reduce both economic and political inequality will need to be 
addressed simultaneously. In Asia’s tryst with the 21st century, it still has much 
work yet to do. 
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Inclusive Growth toward a Harmonious 
Society in the People’s Republic of China: 

Policy Implications 
JUZHONG ZHUANG 

This paper examines the policy implications of adopting a development 
strategy anchored on inclusive growth for the People’s Republic of China 
(PRC). In response to rising inequality, more and more developing Asian 
countries are embracing inclusive growth, with its focus on creating economic 
opportunities and ensuring equal access to them, as the goal of development 
policy. Inclusive growth provides an effective means to create a harmonious 
society in the PRC. The paper argues that an inclusive growth strategy for the 
PRC requires continued reforms to keep growth high and sustainable, 
carefully designed redistributive policy to promote equal access to 
opportunities, and good governance and strong institutions to ensure 
economic and social justice and an even playing field. 

 
 

I. INTRODUCTION 
 

The remarkable economic growth of developing Asia, including the 
People’s Republic of China (PRC), during the last two decades has been 
accompanied by rapidly rising income and nonincome inequalities. Concern is 
growing that the inequalities are leading to increasing political and social tensions 
in some countries and pose significant risks to the sustainability of Asia’s growth. 
Reducing inequalities is a major development challenge facing developing Asia 
today. In response to this challenge, more and more Asian countries are adopting 
inclusive growth, with its focus on creating economic opportunities and ensuring 
equal access to them, as the goal of development policy.  

This paper examines the policy implications of adopting a development 
strategy anchored on inclusive growth for developing Asia and for the PRC. 
Section II analyzes why developing Asia is embracing inclusive growth. Section 
III discusses the concept of inclusive growth as a development strategy and its 
policy ingredients. Section IV examines what inclusive growth implies for the 
PRC’s policy choice in its march toward a harmonious society. 
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II. WHY IS DEVELOPING ASIA EMBRACING INCLUSIVE GROWTH? 
 
Developing Asia has experienced rapid economic growth during the last 

two decades. For the region as a whole, per capita gross domestic product (GDP) 
at 2000 constant prices increased from $424 to $1,030 between 1990 and 2005, 
growing at an annual rate of 6 percent. This pace has few parallels in history. 
Across the region, growth was most pronounced in East Asia, at over 9 percent, 
and was driven largely by the PRC. Southeast Asia grew at an annual rate of 
3.2 percent despite interruptions caused by the 1997 financial crisis. South Asia 
grew at 3.8 percent annually; although low, this growth nevertheless represents a 
significant improvement from the past, in particular, in view of the more recent 
acceleration in growth in several countries, including India and Pakistan. The 
rapid growth has led to a dramatic reduction in the level of extreme poverty in 
many countries. According to Ali and Zhuang (2007), the number of people 
living below the $1-a-day poverty line in developing Asia declined from 950 
million in 1990 to about 600 million in 2005 (Table 1). 

Despite rapid growth and reduction in extreme poverty, developing Asia 
still faces daunting challenges in the years ahead. In 2005, its average per capita 
GDP at 2000 constant dollar terms was less than 3 percent that of Japan and that 
of the United States, suggesting that the region has a long way to go in catching 
up with the income level of the developed world. Moreover, about 18 percent of 
its population still lives in extreme poverty, on less than $1 a day.  

An emerging challenge for developing Asia is rapidly rising inequalities, 
leading to an increasing concern that the benefits of Asia’s spectacular growth are 
not being equally shared. According to a recent Asian Development Bank (ADB) 
study, 15 out of 22 developing Asian countries1 experienced increasing income 
inequality between 1990 and 2005 (ADB 2007b). In the early 1990s, only four of 
the 22 had a Gini coefficient exceeding 0.4. At the beginning of this century, 
seven countries’ Gini coefficient exceeded 0.4, including Cambodia, PRC, 
Malaysia, Nepal, Philippines, Sri Lanka, and Thailand. A manifestation of the 
challenge posed by the rising inequalities is the large number of people (1.74 
billion in 2005) living on less than $2 a day (Table 1). In other words, more than 
half of developing Asia’s population still live in very poor conditions, are 
vulnerable to shocks, and may easily slip into extreme poverty. 

 
 
 
 
 

 
1The study includes only Asian countries for which data are available. 
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Table 1. Income per Capita and Poverty Incidence in Asia 
 

GDP per 
Capita, 

Constant 
2000 $ 

Headcount 
Ratio, 

$1-a-day 
(percent) 

Headcount 
Ratio, 

$2-a-day 
(percent) 

Economy 1990 2005 

Average 
Annual 
Growth 

Rate 
(percent) 1990 2005 Change 1990 2005 Change 

PRC 392 1449 9.11 32.50 7.10 –25.40 71.50 29.40 −42.10 
Mongolia 451 483 0.47 27.30 10.51 −16.79 69.94 42.37 −27.57 
East Asia 392 1447 9.10 32.50 7.10 −25.40 71.50 29.40 −42.10 

Bangladesh 283 433 2.86 34.40 36.04 1.64 85.70 81.70 −4.00 
India 317 588 4.20 43.50 35.00 –8.50 86.50 79.80 −6.70 
Nepal 176 234 1.93 45.70 26.02 −19.68 84.33 65.45 −18.88 
Pakistan 461 596 1.72 47.76 10.24 –37.52 87.87 59.42 −28.45 
Sri Lanka 577 1002 3.74 3.82 2.04 –1.78 40.58 32.85 −7.73 
South Asia 330 573 3.75 42.40 31.90 –10.50 85.80 76.90 −8.90 

Cambodia -- 402  32.50 12.67 –19.83 76.30 54.52 −21.78 
Indonesia 612 942 2.91 20.51 7.43 –13.08 70.92 50.31 −20.61 
Lao PDR 228 396 3.75 52.74 21.35 –31.39 89.60 67.68 −21.92 
Malaysia 2547 4437 3.77 0.09 0.00 –0.09 23.38 9.77 −13.61 
Philippines 914 1129 1.42 20.20 10.86 –9.34 55.48 40.29 −15.19 
Thailand 1452 2441 3.52 10.16 0.00 –10.16 43.05 16.17 −26.88 
Viet Nam 227 538 5.93 50.66 6.48 –44.18 87.00 39.73 −47.27 
Southeast 
Asia 

784 1256 3.19 23.80 7.20 –16.60 65.60 43.20 −22.40 

All Regions 424 1030 6.10 34.60 18.00 –16.60 75.00 51.90 −23.10 
Number of Poor 
All Regions (million) 

945 604  2,046 1,740  

-- means not available. 
GDP = gross domestic product; Lao PDR = Lao People’s Democratic Republic; PRC = People’s Republic of 
China. 
Note: Headcount ratio is poverty headcount ratio at either $1 or $2 a day (percent of population). Totals for 

regional groupings include only the economies listed.  
Source: Ali and Zhuang (2007). 

 
Persistent and growing inequalities in access to social services such as 

education and health, exacerbated by income inequalities, are also a significant 
concern for developing Asia. It is widely believed that even though the Asia and 
Pacific region is on track to meet the Millennium Development Goal (MDG) 
target of reducing by half the proportion of people living on less than $1 a day, 
the region is unlikely to meet the MDG targets of reducing nonincome poverty 
(ESCAP et al. 2006). In many countries, primary-school-age children from 
households of the poorest quintile are almost three times more likely to be out of 
school than those from the richest quintile (Ali 2007). Similarly, child mortality 
rates for the poorest quintiles are 2–3 times higher than those for the richest 
quintiles. Even in the PRC, with its spectacular economic growth, rising 
disparities in health outcomes between urban and rural populations have triggered 
a slowdown of improvements in health in the last two decades (Tandon and 
Zhuang 2007). 
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The rising inequalities, if left unchecked, could leave a considerable share 
of developing Asia’s population in poverty even by 2020. According to Ali and 
Zhuang (2007), with a benchmark growth rate (the average of the annual growth 
rates of GDP per capita between 2002 and 2006) and a pro-rich distribution 
assumption (consumption of the top 40 percent of the distribution growing 
5 percentage points higher than the mean growth), the poverty incidence at $1 a 
day for developing Asia would fall from 18.0 percent in 2005 to 4.9 percent in 
2020; at the $2-a-day poverty line, poverty incidence would only fall from 
51.9 percent in 2005 to 29.3 percent in 2020. Combining a low-growth scenario 
(40 percent lower than the benchmark rate) with the pro-rich distribution would 
leave 391 million of developing Asia’s people under the $1-a-day poverty line 
and 1,567 million under the $2-a-day poverty line in 2020. The persistence of 
inequality and rising gaps in income and consumption between the rich and poor 
would make reforms more difficult; trigger social tensions; and pose a clear and 
present danger to social and political stability and, therefore, to the very 
sustainability of the growth process itself (Table 2). 

In response to the challenge posed by rising inequalities, more and more 
countries in developing Asia are adopting inclusive growth as the goal of 
development policy. India, which had poverty reduction as the central focus of its 
development strategy during the last 50 years, has recently switched to a new 
strategy focusing on two objectives: raising economic growth and making growth 
more inclusive (Planning Commission of India 2006). Inclusive growth as a 
development concept has also been embraced by partners of developing 
countries, including bilateral and multilateral aid agencies, international 
organizations, nongovernment organizations, and civil society. For example, a 
panel of eminent persons commissioned by ADB to provide insights on the 
region’s future and on how it will affect the future role of ADB called on the 
institution to expand its strategic role from poverty reduction to inclusive growth 
(ADB 2007a). 

 



Table 2. Poverty Incidence and Magnitude of Poor in Developing Countries, 
Projected Levels in 2005 and 2020 

 
 Headcount Ratio (percent) 
  $1-a-Day  $2-a-Day 
  2020  2020 
  Benchmark Growth Low Growth  Benchmark Growth Low Growth 

Economy 2005 
Neutral 

Distribution 
Pro-Rich 

Distribution 
Neutral 

Distribution
Pro-Rich 

Distribution 2005 
Neutral 

Distribution 
Pro-Rich 

Distribution
Neutral 

Distribution
Pro-Rich 

Distribution 
PRC 7.1 0.0 0.0 0.0 0.0 29.4 2.6 7.9 12.1 16.7 
Mongolia 10.5 0.0 0.9 2.2 5.1 42.4 15.3 19.3 24.3 28.2 
East Asia 7.1 0.0 0.0 0.0 0.0 29.4 2.6 7.9 12.1 16.8 
           
Bangladesh 36.0 10.4 17.4 19.4 25.7 81.7 59.3 59.5 69.7 70.5 
India 35.0 4.3 9.7 13.2 21.0 79.8 47.5 49.2 62.5 63.8 
Nepal 26.0 25.0 33.2 25.5 33.6 65.5 65.0 64.0 65.4 64.4 
Pakistan 10.2 0.0 0.6 2.2 4.1 59.4 29.4 34.3 41.6 44.3 
Sri Lanka 2.0 0.0 0.0 0.0 0.1 32.9 17.5 18.3 23.6 25.5 
South Asia 31.9 4.8 9.8 12.7 19.6 76.9 46.7 48.6 60.5 61.9 
           
Cambodia 12.7 0.0 0.5 1.5 2.2 54.5 13.2 19.1 28.3 32.5 
Indonesia 7.4 0.0 0.2 0.0 5.0 50.3 26.6 31.8 36.2 39.9 
Lao PDR 21.4 9.0 16.0 13.5 19.2 67.7 50.9 52.1 57.9 57.9 
Malaysia 0.0 0.0 0.0 0.0 0.0 9.8 2.2 7.9 4.9 10.7 
Philippines 10.9 2.5 11.1 5.5 13.7 40.3 27.3 32.1 32.3 36.3 
Thailand 0.0 0.0 0.0 0.0 0.0 16.2 0.6 7.9 5.9 12.9 
Viet Nam 6.5 0.0 0.0 0.0 1.4 39.7 11.2 16.0 20.8 25.3 
Southeast Asia 7.2 0.6 2.3 1.2 5.2 43.2 19.7 25.0 27.8 32.1 
           
Total regions 18.0 2.3 4.9 6.1 9.9 51.9 25.7 29.3 36.8 39.8 
Poor population 
(million) 

604.0 91.9 195.0 240.3 391.0 1,740.0 1,012.7 1,154.0 1,450.2 1,567.0 
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Lao PDR = Lao People’s Democratic Republic; PRC = People’s Republic of China. 
Note: Headcount ratio is poverty headcount ratio at either $1 or $2 a day (percent of population). Totals for regional groupings include only the economies listed.  
Source: Ali and Zhuang (2007). 
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III. WHAT IS INCLUSIVE GROWTH: CONCEPTUAL ISSUES 
 
Although inclusive growth as a development concept has attracted a great 

deal of attention among policymakers, policy and academic researchers, and 
partners of developing countries, as well as in discussions on development 
policies at international and regional forums, there is as yet no widely agreed 
definition for inclusive growth. To define inclusive growth, it is useful to look at 
causes of inequality.  

The causes of inequality and of changes in equality can be various and 
varied across countries because of their different circumstances. Taking as an 
example the PRC, a country in the process of transition from a low-income to a 
middle-income and from a planned to a market economy, rapid social and 
economic transformation will inevitably lead to large changes in income 
distribution. A number of reasons can be presented to explain this.  

First, economic liberalization often brings opportunities initially to areas 
with better infrastructure and market access and to people with greater ability to 
respond to market conditions, therefore making these areas and people richer 
faster than others.  

Second, incomplete transition and remaining institutional rigidities restrict 
factors of production from moving freely across regions and industries, leading to 
increasing urban–rural income gaps, regional disparity, and interindustry earnings 
differentials.  

Third, the increasing role of market forces in determining returns to 
productive factors will also widen income gaps between workers with high skills 
and those with low skills; and globalization, international trade, and capital flows 
tend to make such widening in income gaps more pronounced.  

Fourth, incomplete transition, the remaining role of the state in resource 
allocation, and market imperfections leave a wide scope for rent seeking by 
people with special privileges, control over public resources, and access to 
exclusive information, making their earnings significantly higher than others.  

Fifth, as a result of economic reforms and industrial restructuring, certain 
groups of people may become temporarily unemployed. Because of the lack of 
effective social safety nets, they risk falling into poverty.  

Although different countries have different causes of inequality, from the 
policy-making perspective, it is useful to differentiate inequality due to 
differences in individual circumstances from that due to differences in individual 
efforts (Roemer 2006). An individual’s circumstances (such as religious 
background, parental education, family wealth and power, gender, social 
relations, and geographic locations) are exogenous to and often outside the 
control of the individual, and the individual should not be held responsible for 
them. Inequalities due to differences in circumstances often reflect social 
exclusion arising from institutional weaknesses, market failures, or policy 

 



28 ASIAN DEVELOPMENT REVIEW 

deficiencies, and thus should be addressed through public policy interventions. 
On the other hand, an individual’s efforts are under the individual’s control, and 
he or she should be held responsible for them. Inequalities due to differences in 
efforts reflect and reinforce market-based incentives needed to foster innovation, 
entrepreneurship, and growth. Incentives should not be disregarded. 

The differentiation of inequalities arising from efforts versus those arising 
from circumstances leads to an important distinction between “inequalities of 
outcomes” and “inequalities of opportunities” (World Bank 2006). Inequalities of 
opportunities are mostly due to differences in individual circumstances, while 
inequalities of outcomes such as incomes reflect some combination of differences 
in efforts and in circumstances. If policy interventions succeed in ensuring full 
equality of access to opportunities, inequalities in outcomes would then only 
reflect differences in efforts, and hence could be viewed as “good inequalities”, 
which are inherent in any growth process (Chaudhuri and Ravallion 2007). 

However, if all individuals exert the same level of effort while policy 
interventions cannot fully compensate for the disadvantages of circumstances, the 
resulting inequalities in outcomes are “bad inequalities.” While the two extreme 
cases are useful for analytical purposes, in reality, inequalities in outcomes 
normally consist of both “good” (or desirable) and bad (or undesirable) 
inequalities. Equality in access to opportunities, which emphasizes eliminating 
circumstance-related bad inequalities so as to reduce inequalities in outcomes, is 
at the core of inclusiveness and at the heart of an inclusive growth strategy.  

Although effort-related inequalities are “good”, they can become bad if not 
properly managed (Chaudhuri and Ravallion 2007). This can happen if people 
who are rewarded by the market with considerable market/political power use 
some of the rewards to engage in rent-seeking activities and change the “rules of 
the game.” For example, public investment and expenditure could be skewed to 
benefit the elite, or even the entire system of property and civil rights could be 
skewed in their favor (Bourguignon et al. 2006, Rajan and Zingales 2007). Thus, 
“good” inequalities also need to be managed and cannot be completely ignored 
by policies. At a minimum, the state has to guard against the possibility of policy 
capture by these individuals. Bad inequalities can drive out “good” ones. In 
particular, persistence of bad inequalities—as when certain groups are left behind 
as a result of their residing in a neglected region—can reduce the tolerance for 
even “good” inequalities. The result can be social unrest. 

Based on these differentiations, Ali and Zhuang (2007) define inclusive 
growth as growth with equal access to opportunities. According to this definition, 
inclusive growth focuses both on creating opportunities and on making the 
opportunities accessible to all. Growth is inclusive when it allows all members of 
the society to participate in and benefit from the growth process on an equal basis 
regardless of their individual circumstances. They argue that the importance of 
equal access to opportunities for all lies in its intrinsic value and instrumental 
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role. The intrinsic value is based on the belief that equitable access to opportunity 
is a basic right of a human being and that it is unethical and immoral to treat 
individuals differently in access to opportunities. The instrumental role comes 
from the recognition that equal access to opportunities increases growth potential, 
while unequal access to opportunities diminishes it and makes growth 
unsustainable. Inequality in access to opportunities leads to inefficient use of 
human and physical resources, lowers the quality of institutions and policies, 
erodes social cohesion, and increases social conflict.  

From a policy perspective, a development strategy anchored on inclusive 
growth should have two mutually reinforcing strategic focuses: (i) high and 
sustainable growth to create and expand economic opportunities, and (ii) equal 
access to these opportunities to ensure that all members of the society can 
participate in and benefit from the growth process. 

High and sustainable growth is the key to creating productive and decent 
employment opportunities. This must be driven by a dynamic private sector 
through market competition and market-based incentives. However, markets can 
fail and are sometimes missing. The central role of the government is to develop 
and maintain an environment that enables business investment and private 
entrepreneurships by eliminating impediments and distortions created by market 
failures, institutional weaknesses, and policy shortcomings. This requires the 
government to invest in physical infrastructure and human capital, build 
institutional capacities, maintain macroeconomic stability, adopt market-friendly 
policies, protect property rights, and maintain the rule of law.  

Promoting equal access to opportunities requires (i) expanding human 
capacities, especially of the disadvantaged, to participate in new opportunities; 
(ii) improving access to markets and basic productive assets by putting in place 
good policies and sound institutions; and (iii) improving social safety nets. 
Expanding human capacities requires investing in education, health, and other 
social services. The expansion of human capacities will not ensure equal 
opportunity for all if some people do not have access to employment 
opportunities because of their circumstances; if they face unfair returns to those 
capacities and unequal protection of their rights; or if they have unequal access to 
complementary factors of production (World Bank 2006). Such social and 
economic injustice often reflects bad policies, weak governance mechanisms, 
faulty legal/institutional arrangements, or market failures. In developing Asia, 
factor market (land and credit) failures are particularly acute. The central role of 
the government in promoting social and economic justice is to address all these 
market, institutional, and policy failures.  

Promoting equal access to opportunities also requires the government to 
provide social safety nets to mitigate the effects of external and transitory 
livelihood shocks as well as to meet the minimum needs of the chronically poor. 
Such shocks are often created by ill health, macroeconomic crises, industrial 
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restructuring, and natural disasters. Developing and improving social safety nets 
is particularly important for developing Asia, as markets for insuring such risks 
are often rudimentary and, even if they exist, only cover a small segment of the 
population. Social safety nets serve two main purposes. First, by providing a floor 
for consumption, they are a coping mechanism for the very poor and the 
unfortunate. Second, they can provide insurance against risk so that vulnerable 
people may invest in potentially high-return activities to lift themselves up by 
their bootstraps, i.e., social safety nets serve as springboards to enable vulnerable 
people to break out of poverty (World Bank 2001). By encouraging efforts, safety 
nets could contribute toward greater equality in outcomes. 

Inclusive growth, through addressing the inequality issue, enhances the 
poverty reduction agenda. First, the impact of growth on poverty reduction is 
higher when the initial level of inequality is lower and/or inequality declines over 
time. Second, inclusive growth makes poverty reduction efforts more effective by 
focusing on creating productive employment opportunities and making them 
equally accessible for all while addressing extreme poverty through social safety 
nets. 

 
IV. INCLUSIVE GROWTH TOWARD A HARMONIOUS SOCIETY 

IN THE PRC 
 

The PRC’s economic achievement since it embarked on its reform program 
has been remarkable. During 1979–2006, its per capita GDP grew at 8.5 percent 
on average annually, the fastest in the world. In aggregate terms, the PRC was the 
fourth largest economy globally in 2005—after the United States, Japan, and 
Germany—compared to its 12th rank in 1979. Rapid economic growth has 
brought significant improvements in living standards. During the last three 
decades, average per capita household incomes (including both urban and rural) 
grew at about 7 percent on average per annum. As a result, poverty incidence has 
declined dramatically. According to Ali and Zhuang (2007), during 1990–2005, 
the PRC’s $1-a-day poverty incidence declined from 32.5 to 7.1 percent, or by 25 
percentage points; and its $2-a-day poverty incidence declined from 71.5 to 
29.4 percent, or by 42 percentage points. Such achievements are unparalleled 
regionally as well as globally. 

However, the PRC’s growth record has been marred by rising income 
inequalities. In the late 1970s, the country had an overall Gini coefficient of about 
0.30; in 2005, it reached about 0.45 (He 2007, Li and Luo 2008, Lin et al. 2008). 
To a large extent, rising inequalities were caused by widening income disparities 
between urban and rural areas, and across regions. During 1985–2004, the ratio 
of urban to rural per capita incomes increased from 1.9 to 3.2, and the ratio of per 
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capita incomes of coastal and western provinces also increased from 1.4 to 
almost 2.2

In addition to income inequalities, nonincome inequalities have also 
increased. The most notable aspect of nonincome inequalities that has attracted a 
great deal of attention both in and outside the PRC is the access to basic medical 
services and health care. The rising inequality in access to basic health care has 
led to increasing disparities in some population health outcome indicators, such 
as the infant mortality ratio, between urban and rural populations (Tandon and 
Zhuang 2007). 

Increasing inequalities, if left unchecked, could have significant negative 
social and economic impacts, such as undermining social cohesion and stability, 
which would make reforms more difficult, lead to inefficient use of human 
capital, constrain economic growth and social development, and even derail the 
reform process and undermine long-term prosperity. Recognizing these, the PRC 
government has been taking measures to address increasing inequalities. The 11th 
Five-Year Plan, announced in 2006, made the establishment of a harmonious 
society the basic development goal. This development goal was reaffirmed at the 
17th Congress of the Community Party in October 2007. However, academic and 
policy researchers in the PRC are debating how to reduce income inequalities and 
how to establish a harmonious society. There are also views that rising income 
inequalities are inevitable and an inherent part of the economic development 
process. 

The foregoing discussions on the concept of inclusive growth and its 
policy ingredients have important implications for the choice of policy to 
establish a harmonious society in the PRC. A development strategy anchored on 
inclusive growth provides an effective means toward a harmonious society. On 
one hand, a harmonious society will have to be based on high and sustainable 
economic growth. Only through growth can productive and decent employment 
and other development opportunities be created. On the other hand, a harmonious 
society should create equality in the access to opportunities for all. Years of 
experience have shown that rapid growth alone cannot guarantee equality in 
access to opportunities. 

In the PRC, which is still in transition from a planned to a market 
economy, incomplete transition and market imperfections lead to increasing 
income and nonincome inequalities. For example, restrictions on the free mobility 
of labor lead to large rural–urban and interregional income disparities. 
Deficiencies in regulatory frameworks make it possible for certain sectors to 
make monopolistic profits. The state’s continued excessive role in allocating 
resources leaves wide scope for rent seeking by individuals with special 

 
2Author’s estimates based on data from various provincial statistical yearbooks of the 

National Bureau of Statistics of China.
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privileges. Information asymmetry presents formidable barriers to certain groups 
in accessing productive factors such as credit. Increasing income inequalities 
further lead to increasing inequalities in access to basic education and health care. 
Developing a harmonious society requires eliminating various types of 
inequalities in the access to opportunities, and improving the inclusiveness of 
economic growth.  

Adopting a development strategy anchored on inclusive growth requires 
continued policy and institutional reforms to keep growth high and sustainable. In 
the last three decades, the PRC’s success in integrating its economy with regional 
and global economies has been a significant source of economic growth. In the 
next 20–30 years, while it is important to continue and deepen its integration with 
the rest of the world, the PRC needs to pay greater attention to domestic 
economic and market integration. This will provide new sources of growth and 
effectively reduce income disparities between urban and rural populations and 
across regions. Deepening domestic integration should rely mainly on the private 
sector and be driven by market forces. The role of the government is to address 
market, institutional, and policy failures and weaknesses so as to eliminate 
distortions and barriers, i.e., making resources more mobile across regions and 
sectors, and between urban and rural areas; and making economic structures more 
compatible with the country’s comparative advantage, thereby creating more 
employment opportunities. 

Carefully designed redistributive policy should also be part of an inclusive 
growth strategy. However, the purpose of redistribution is not simply to equalize 
incomes, but to promote equal access to opportunities so as to improve income 
distribution. In this regard, the government has made significant efforts by 
adopting public policies aimed at improving equalization of opportunities, such 
as increasing investment in infrastructure in western regions, increasing 
investment in basic education and basic health care, speeding up the development 
of the new rural society, and developing and improving social protection systems. 
These measures will not only reduce income inequalities; more importantly, they 
will help to empower disadvantaged groups and people in the poorer regions. The 
government needs to continue these measures and make them more effective.  

Another important element of an inclusive growth strategy is good 
governance and strong institutions to ensure economic and social justice and even 
playing fields and to prevent corruption. The handling of several headline 
corruption cases involving high-level government officials in recent years 
demonstrates the government’s determination to fight corruption and improve 
governance standards. Good polices and sound institutions are preconditions for 
the equalization of opportunities, which is at the core of inclusiveness of 
economic growth. 

For future policy choices, what is important for the PRC is to avoid 
(i) focusing only on economic growth while ignoring the inclusiveness of growth, 
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and (ii) relying excessively on redistributive policies in order to achieve 
equalization of incomes. International experience has shown that neither of these 
policies is good for efficient and sustainable economic growth and development.  
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Achieving Equity and Efficiency 
Simultaneously in the Primary 

Distribution Stage in the  
People’s Republic of China 

JUSTIN YIFU LIN AND PEILIN LIU 

This paper establishes a theoretical framework addressing the long-debated 
issue of efficiency and equity. Empirical evidence shows that a comparative-
advantage-following development strategy promotes growth and narrows the 
income gap, achieving both efficiency in production and equity in income 
distribution. A review of the past three decades of reform reveals that 
development in line with the comparative advantage of the People’s Republic 
of China accounts for its outstanding economic performance. The dominant 
causes of the country’s current problems are the remaining distortions in 
prices and government interventions in resource allocation. Therefore, to put 
the government’s “scientific development outlook” into practice and to realize 
development with quality and speed, the country should deepen market-
oriented transformation by eliminating these distortions and interventions. 
The inclusiveness of development can be further strengthened with financially 
sustainable social security and transfer payment policies. 

 

I. INTRODUCTION 

During the past three decades of market-oriented reform, the People’s 
Republic of China (PRC) has achieved tremendous success in economic growth 
and social development. Urbanization and industrialization have progressed 
rapidly and living standards continued to rise. The world has rarely witnessed 
such rapid and sustained growth in any country, particularly one so large. 
However, the PRC also faces serious challenges. The most significant of these is 
that its per capita income is still low, at about $2,000 in 2006 (NBSC 2007). The 
income gaps among individuals, between agricultural and industrial sectors, 
between rural and urban areas, and across regions remain large. Moreover, the 
low-income group has not benefited from economic growth as much as others and 
faces difficulty in accessing basic health care, education, and social security. The 
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government has recently put forward the “scientific development outlook”, which 
emphasizes improving welfare for all—that is, achieving rapid economic 
development while reducing income gaps and maintaining a harmonious socialist 
society. 

Economists in the PRC have often argued that building a harmonious 
society requires achieving economic efficiency in the primary distribution 
stage—to ensure that each production factor gets returns according to its marginal 
contribution—while tackling the equity issue through redistribution such as 
government transfers, social welfare spending, and social security programs. This 
view is based on the assumption that economic efficiency and equity cannot be 
achieved simultaneously in the primary distribution (or production) stage. 

Contrary to this popular view, this paper argues that efficiency and equity 
can be achieved simultaneously in the primary distribution stage. This can be 
done by maintaining full employment through sustained economic growth while 
reducing income gaps by making wage rates grow faster than returns to capital. In 
terms of policy, this requires adopting a comparative-advantage-following 
development strategy. This strategy involves supporting the development of 
labor-intensive industries and labor-intensive segments of capital-intensive 
industries because these are where the PRC’s current comparative advantage lies. 
The PRC should also improve its redistribution system to address social equity 
issues by ensuring equal access to basic health care and basic education for low-
income and vulnerable groups and by developing social safety nets to prevent 
extreme poverty.  

The paper argues that the unfinished transition toward a market economy, 
and the remaining price distortions and administrative interventions in resource 
allocation, have led to the worsening income distribution in the PRC. Therefore, 
continued efforts are needed to complete the transition and to eliminate the 
remaining distortions and administrative interventions. The government should 
shift its focus from direct interventions in price setting and resource allocation to 
providing public goods such as health care, education, and social security nets. If 
the primary distribution emphasizes only efficiency while exclusively relying on 
redistribution to address the social equity issue, the final outcome could be the 
loss of both efficiency and equity. 

The rest of the paper is organized as follows. Section II presents a 
theoretical framework of the relationship between growth and equity in 
developing countries and summarizes evidence from empirical testing. Section III 
reviews the PRC’s growth experience since the late 1970s, when reforms were 
initiated, and traces the roots of its current problems. Section IV analyzes the 
PRC’s current stage of development and provides policy suggestions regarding its 
future. Section V concludes. 
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II. DEVELOPMENT STRATEGY AND ECONOMIC PERFORMANCE:  
THEORETICAL FRAMEWORK 

 
The choice of development strategy determines whether an economy can 

grow rapidly in a sustainable and equitable manner (Table 1). 
 

Table 1. Effects of Development Strategy on Economic Performance 
 

 Comparative-
Advantage-
Following 

Comparative 
 Advantage- 

Effects Defying 
Economic growth rate lower 
than the highest potential 
speed 

General effects Economic growth at 
the highest potential 
speed 

Effects on 
production  

Capital 
accumulation 

Fast Slow 

Effects on 
economic 
growth and primary 

distribution  

Technological 
progress 

Fast Technology of priority sectors 
progress relatively fast in the 
short-run while technology 
progresses slowly nationwide  

Nonproduction/ Rare Many resources are depleted 
in rent seeking and in the 
competition for government 
support 

squander of 
resources 

General effects Small income gaps Large income gaps 
Employment 
rate 

High Low 

Increase of 
wage rate 
relative to return 
to capital 

Fast Slow 

Effects on 
income gaps 
derived from 
primary 
distribution 

Market 
segmentation 
and convergence
of return to 
factors 

No market 
segmentation; return 
to factors among 
different regions and 
industries will 
converge 

Market segmented by 
government to support 
priority sectors, and the return 
to factors among different 
regions and industries will not 
converge 

None The rich who are able to 
invest in the priority sectors 
enjoy the subsidy while 
average people pay the tax 

The reverse 
transfer payment 
from poor to 
rich 
Rent seeking 
and corruption 

Rare Rampant 

Total amount of resources that 
can be used in redistribution 

Large Small 

Fraction of people who need to 
be supported by redistribution  

Low High 

Effects on 
redistribution 

Tax base for redistribution Wide Narrow 
Required transfer payment to get 
the desired income distribution  

Low High 

Financial sustainability of 
redistribution 

Good Unsustainable 
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A. Two Development Strategies 
 
Development strategies can be classified as comparative-advantage-

following (CAF) and comparative-advantage-defying (CAD). The CAF strategy 
involves selecting industries according to the comparative advantage of an 
economy at each development stage, which is determined by the endowment 
structure of the economy. For example, at early stages of development where 
capital is relatively scarce and labor relatively abundant, the comparative 
advantage lies in labor-intensive industries and labor-intensive segments of 
capital-intensive industries. As the economy grows, the endowment is upgraded 
and capital becomes more abundant and labor more scarce; the comparative 
advantage of the economy then shifts to capital-intensive industries. 

Firms in an economy pursuing the CAF strategy tend to be viable, i.e., they 
make normal profits. The viability of a firm in a marketplace depends on whether 
its technology choice is consistent with the comparative advantage of the 
economy (Lin 2003). Obviously, no one would invest in a firm if it is not 
expected to earn normal profits. Such a firm can only exist if the government 
supports it financially.1

The CAD strategy, on the other hand, involves choosing industries and 
technologies that defy the comparative advantage determined by the endowment 
of the economy. Two typical examples of the CAD are developing capital-
intensive industries at early stages of development when capital is scarce, and 
developing labor-intensive industries at advanced stages of development when 
capital is abundant. Under the CAD strategy, firms in the promoted industries 
would not be viable. These firms can only be sustained with government 
subsidies or price distortions and direct interventions in resource allocation.2

 
B. Impacts of Choice of Development Strategy on Efficiency 

 
The efficiency of an economy is determined by the competitiveness of its 

products in domestic and international markets. According to the “diamond” 
theory proposed by Porter (1980, 1985, 1990), the competitive advantage of an 
economy in open domestic and international markets depends on four factors: 
first, the industrial development in an economy should take advantage of its 
relatively cheap production factors; second, the industries should command large 
domestic markets; third, the industries should enjoy benefits of domestic 

 
1Of course, a viable firm may not receive normal profit in an open and competitive 

market without proper management. 
2The first type of CAD production is meant to catch up with advanced countries and the 

second type is meant to protect employment. The former is often observed in developing 
countries and the latter in developed countries. This paper discusses only the first type, which 
is the most relevant to the PRC. 
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industrial clustering; and finally, the domestic markets for industries should be 
competitive instead of monopolistic. Although there are four determinants of 
competitive advantage, the key is to choose industries according to the 
comparative advantage of the economy (Lin and Li 2003). 

Under the CAF strategy, firms enter industries in which the economy has 
comparative advantage, and adopt cost-minimizing technology. Thus, firms can 
remain competitive, obtain the largest possible market share, and achieve the 
largest possible surplus/profits. Meanwhile, capital can enjoy the highest possible 
rate of return. Therefore, economic agents’ incentives to save would be high and 
this would spur further growth and capital accumulation. The CAD strategy 
would result in just the opposite outcomes (Chenery 1961, Krueger 1992). Only 
by upgrading its capital–labor endowment structure to that of developed countries 
can a developing country attain the industry/technology structure of developed 
countries. Since the CAF strategy accumulates capital faster than the CAD 
strategy, upgrading the industry/technology structures would be faster under the 
former strategy. 

With the CAF strategy, developing countries can also benefit by 
introducing technology from advanced economies at relatively low cost. 
Developed countries deal with large risks and incur high costs when they invent 
new technologies. Because of the relatively high cost and slow pace of 
technological innovation, the capital accumulation of developed countries will 
lead to diminishing marginal returns. Therefore, the rate of return to capital of 
developed countries is lower than that of developing countries, and their pace of 
capital accumulation is also lower than that of developing countries pursuing the 
CAF strategy. As the endowment structure of developing countries converges 
with that of the developed countries, their industrial and technological structure 
and income level would also converge (see Box 1). 

 
C. Impacts of Choice of Development Strategy on Primary Distribution 

 
The development strategy influences not only efficiency and economic 

performance, but also the equity of the primary distribution (Lin and Liu 2003). 
The key to equitable development is to ensure that the income of the poor grows 
faster than that of the rich, so as to narrow the income gap. The only asset of the 
poor is their own labor, while the main asset of the rich is capital. Therefore, to 
ensure that the income of the poor grows faster than that of the rich, sufficient 
employment opportunities should be provided to keep the wages growing faster 
than returns to capital. 
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Box 1. SOME DEVELOPMENT STRATEGIES 

 
The theory of dynamic comparative advantage (Redding 1999, Guo 2003) 

argues that comparative advantage should be perceived dynamically, not statically. 
The policy prescription is: although some industries and technologies are not 
consistent with the current comparative advantage, government protection and 
support would make them competitive in the future through learning-by-doing. 
However, this is a misinterpretation of comparative advantage. Now that the 
industrial and technology structures are endogenously determined by the endowment 
structure, as the endowment structure upgrades, industrial and technology structures 
will upgrade accordingly. On the basis of dynamic comparative advantage arguments, 
government distortion of prices needed to develop priority industrial and technology 
structures will render capital accumulation slower than its potential, and the 
endowment structure endogenously needed to make the priority industrial and 
technology structure viable is hard to reach. As a result, the priority industrial and 
technology structure would always be nonviable, relying on government protection 
permanently rather than temporarily. This has been proven by the experiences of 
Brazil, India, Russian Federation, and other countries. 

The strategic trade policy, another influential theory, advocates government 
intervention in industrial and trade policies for the purpose of gaining international 
competitive advantage. This argument has two principles. First, in the presence of 
imperfect competition and economy of scale, government could adopt strategic trade 
policy to make credible commitments to curb the development of foreign enterprises 
in the same industry and increase the monopolistic profit of home enterprises 
(Brander and Spencer 1985, Brander 1986). Second, knowledge and technology 
spillover creates potential market failure. However, many scholars have cast doubt on 
the effectiveness of the strategic trade policy. Dixit (1986) points out that whether 
monopolistic profit exists in Brander and Spencer’s theory is questionable. Grossman 
(1986) contends that in the practice of the strategic trade policy, governments have to 
choose the “strategic” industry and decide the manner, scope, and magnitude of the 
support. At the same time, industries with government support compete with other 
industries for resources, causing the cost for other industries to rise. Therefore, 
governments have to consider whether the benefits can cover the costs. These 
decisions require massive accurate information, which is difficult to obtain. The 
strategic trade policy may be applicable only to developed countries with similar 
levels of development and endowment structure, but not in the context of developing 
countries trying to develop capital-intensive industries (Lin and Sun 2003). 

Murphy, Shleifer, and Vishny (1989) reignite the interests of “big push” and 
industrial policies. Their paper shows that government coordination and support are 
necessary for the establishment of key industries and that the demand spillover from 
these key industries is pro-growth. We believe that at different stages of development, 
it is important for governments of developing countries to provide necessary  
information and help enterprises figure out investment prospects. This is because 
information is a public good and industrial upgrading is inside the international 
industrial chain. Governments can play a positive role in collecting and distributing  
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information. The industrial upgrading of developed countries happens on the frontier 
of the world industrial chain. What the next profitable industry would be is unknown 
ex ante and has to be explored by trial and error. In these cases, the governments of 
developed countries do not have any advantage over enterprises. However, 
governments in developing countries should not distort prices to support industries 
that are not consistent with the comparative advantage of the economy. The 
prerequisite for the success of the “big push” is that investment must be in line with 
the comparative advantage of the economy as determined by the endowment 
structure. The enterprises have to be viable; otherwise, even if they are set up owing 
to government intervention, they still need protection and subsidy to survive market 
competition. Departure from comparative advantage led to the failure of big pushes in 
developing countries in the 1950s and 1960s. If promoting industries against the 
comparative advantage in large developing countries is logically correct, then the big 
pushes in less developed regions of these countries are also logically sound. But it 
will result inevitably in market segmentation and will hurt the efficiency of resource 
allocation. 
 

The endowment structure of developing countries is typically characterized 
by relative scarcity of capital and abundance of labor. Therefore, only by 
adopting the CAF strategy and encouraging the development of labor-intensive 
industries and labor-intensive sections of capital-intensive industries can an 
economy provide as many job opportunities as possible and reach full 
employment. Thus, the CAF strategy can effectively keep the income gap low in 
the primary distribution. Moreover, with the CAF strategy, the government does 
not need to distort the product and factor markets to subsidize nonviable 
enterprises and to restrict labor migration. In the long run, wage gaps across 
industries and regions will converge as a result of labor migration.3  

If the CAD strategy is chosen and capital-intensive industries are promoted 
in developing countries, limited investment would create limited job 
opportunities. As a result, many people with labor as their only source of income 
would face unemployment and be unable to benefit from economic development. 
In addition, governments of developing countries often create factor market 
segmentations to facilitate the development of nonviable firms. This would lead 
to the widening of income gaps among sectors. Wage rates for the priority sectors 
would be higher than those of the nonpriority sectors. Subsidies to what are 
considered the priority industries could result in “reverse transfer payments”, i.e., 
the poor subsidizing the rich, which in turn increases income differences. 

Moreover, to obtain investment funds, nonviable enterprises would try all 
means to lobby the government, wasting resources in nonproductive rent-seeking 
activities (Krueger 1974). Once the rule of law and administration fail to operate, 

                                                           
3Of course, this does not imply absolute convergence. Other factors, such as human 

capital and health, also affect the wage rate. 
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corruption would arise. Corruption and “rent seeking” would create a privileged 
class and the so-called “bad market economy” (Qian 2000). 

 
D. Impacts of Choice of Development Strategies on Redistribution 

 
Governments have the responsibility of supporting (i) people who are not 

able to participate in the labor force, including the disabled, young children, aged, 
and temporarily unemployed; and (ii) households whose income levels are below 
the poverty line. The CAF strategy promotes growth, thus generating more 
resources for redistribution, while the CAD strategy leads to less resources for 
redistribution due to its lower efficiency. 

Income gaps arising from the primary distribution also influence the 
marginal tax rate and scale of the required transfer payments in redistribution. If 
the CAF strategy is followed, income gaps arising from the primary distribution 
are relatively small, and the marginal tax rate and transfer payments could be kept 
at low levels. Also, the negative impact on incentives is smaller and taxes are 
easier to levy. The financial sustainability of the redistribution system could be 
ensured. Further, the government budget could focus on financing public goods 
rather than on subsidizing nonviable enterprises. 

On the contrary, if the CAD strategy is followed, income gaps arising from 
the primary distribution would be larger. To narrow the income gaps, the 
marginal tax rate and transfer payments would have to be high enough to fulfill 
the government's promises. High marginal tax rates would not only distort 
incentives, but also encourage taxpayers to evade taxes, making tax collection 
more difficult. Eventually, high transfer payments promised by the government 
would not be financially sustainable and the government could lose credibility. If 
the government has to incur high levels of fiscal deficits in order to finance high 
expenditure on social security and transfer payments, it will be hard to maintain a 
stable macroeconomy; high inflation, which hurts the poor, would then be 
unavoidable. 
 
E. Empirical Evidence 
 

Impacts of the choice of development strategy on the economy have been 
empirically tested (Lin 2003, Lin and Liu 2003, Lin and M. Liu 2004). The 
testing involves two steps. In the first step, two technology choice indexes (TCIs) 
were constructed representing the choice of development strategy: one measuring 
the deviation of the actual capital–labor ratio of the manufacturing sector of an 
economy from its optimal ratio, which is determined by the factor endowment of 
the economy; and the other measuring the deviation of the share of manufacturing 
value-added in gross domestic product (GDP) from the share of manufacturing 
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employment in total employment. For both indexes, the smaller the deviation, the 
closer is the development strategy to the CAF.  

In the second step, regression analysis was carried out, with (i) the Gini 
coefficient regressed against the first index and other conditioning variables (such 
as the initial level of income inequality, extent of corruption, quality of 
bureaucracy, and economic openness); and (ii) per capita GDP growth rate 
regressed against the second index and other conditioning variables (such as the 
initial income level, rule of law, economic openness, and geographical location).  

Based on a panel data set covering 42 countries for 1970–1990, the 
regression results (Lin and Liu 2003) show that the choice of the development 
strategy has a statistically significant impact on the level of income inequality: 
other things being equal, the higher the deviation of the actual development 
strategy (measured by the actual capital–labor ratio of the manufacturing sector) 
from the CAF strategy (measured by the capital–labor ratio of the entire 
economy), the higher the Gini coefficient. Therefore, deviation of the 
development strategy from the CAF strategy does increase income inequality.  

The regression results (Lin 2003, Lin and M. Liu 2004) also show that the 
choice of the development strategy has a statistically significant impact on growth 
rate: other things being equal, the higher the deviation of the share of 
manufacturing value-added in GDP from the share of manufacturing employment 
in total employment, the lower the country’s per capita GDP growth rate. 
Therefore, the closer a country’s development strategy is to the CAD, the worse 
is its growth performance.  

 
III. THE PRC’S DEVELOPMENT STRATEGY AND GROWTH 

PERFORMANCE 
 
A. Development Strategy and Growth Performance before Reform 

 
The PRC’s development strategy in the 1950s was the typical CAD—one 

that gave priority to heavy industries. At that time, the PRC was an agrarian 
economy with scarce capital, but it promoted the development of large and 
capital-intensive heavy industries. These heavy industries required large amounts 
of capital to cover the initial investment, had long gestation periods, and needed 
imported equipment and technologies.  

The PRC’s endowment structure at that time had the following 
characteristics. First, the level of economic surplus was low and capital was in 
severe shortage, implying that the interest rate, if left to market forces, would be 
very high. Second, exports were low, and there was a severe shortage of foreign 
exchange. Third, economic surpluses were widely dispersed, mainly among 
peasants, and hard to mobilize. Thus, it would have been very difficult to develop 
viable heavy industries in the context of an open and competitive market.  
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To support the nonviable industries and projects, the government had to 
distort product and factor prices and suppress the interest rate to lower the 
financial costs of heavy industries. To facilitate imports of equipment, the 
exchange rate had to be distorted. To mobilize economic surplus, enterprises’ 
profits had to be made artificially high by keeping wages and prices of inputs low 
and by granting the enterprises monopoly positions. However, distortions of price 
signals resulted in shortages of credit, foreign exchange, raw materials, and living 
necessities. To ensure that scarce resources were indeed allocated to the priority 
industries, the traditional planned allocation system came into play. In the 
planned system, if an enterprise was in the priority sector, it enjoyed a monopoly 
position for its overpriced products and obtained inputs at low prices to ensure 
high profits; if the enterprise was not in the priority sector, prices for its products 
were artificially suppressed and thus, an enterprise might incur losses even with 
sound management. Therefore, whether an enterprise made profits or incurred 
losses did not depend on its management, but rather on where it stood in the 
industrial chain. In the presence of information asymmetry and incentive 
incompatibility and the lack of market competition, the government could not 
know what the normal profit or loss level was. Consequently, nationalization 
became the institutional arrangement that enabled the government to control the 
allocation of surpluses (Lin, Cai, and Li 1994 and 2001; Lin and Tan 1999; Lin 
and Zhang 2006). 

Under the Trinity Economic System (i.e., distorted price signal, centrally 
planned resource allocation, and nationalization of firms) the PRC’s performance 
was not as good as expected. Annual GDP growth rate during 1950–1973 was 
5.0 percent and the per capita GDP growth rate was 2.9 percent, significantly 
lower than that of the East Asian tigers (Madison 2001). As we have pointed out, 
the CAD strategy will not lead to declines in the income gap. Under the 
development strategy prior to the reform, the government, through the planning 
system, artificially kept the income gap small within the urban areas and within 
the rural areas. But this equity was accompanied by lower average standards of 
living since incentives were distorted and growth levels lowered. In addition, the 
income gap between rural and urban populations was significant. In 1952, the 
average consumption level of rural residents was CNY65 per year, only 
42.2 percent that of urban residents. In 1978, the average consumption level of 
rural residents was CNY138, only 34.1 percent that of urban residents. In 1980, 
per capita net income of rural households was CNY191.3, or 43.6 percent of the 
urban level.4  

 

 
4Calculated based on NBSC (1999, 22–3). 

 



44 ASIAN DEVELOPMENT REVIEW 

B. Gradual Transition, Development Strategy, and Growth  
 Performance since the 1980s 

 
The PRC initiated a market-oriented transition in the early 1980s. During 

the transition, the viability problem of enterprises in the priority sectors came to 
the forefront. How the viability problem is addressed is critical to the stability and 
success of the transition. 

 
1. Launching Gradual Reform 
 
The PRC adopted a gradual transition approach. Wu (2003, 55) described 

the characteristics of the PRC’s reform as follows: 
 

After some experiments, we found a new way for China’s 
reform. Increasing enterprise autonomy did not work, and the reform 
of state-owned enterprises came to be the bottleneck. We maintained 
the survival of the state sectors and put our strength in the non-state-
owned economy to look for new sources of growth. We call this the 
incremental transformation approach. 

 
A gradual approach makes sense since it is impossible for nonviable 

enterprises to suddenly become viable in a market place. Under the gradual dual-
track approach to reform, productivity of enterprises was raised by improving 
micro-level incentives, loosening the strict control on resource allocation, and 
allowing nonstate-owned enterprises (non-SOEs) to enter sectors that were 
consistent with the economy’s comparative advantage. The non-SOEs that 
emerged in a competitive market environment are viable. So these measures 
promoted growth and provided resources to facilitate the transition of nonviable 
industries. At the same time, support for nonviable SOEs was continued to avoid 
massive bankruptcies,5 making it easier for the government to address viability 
issues. This approach maintained economic and social stability as well as ensured 
a high growth rate (Lin, Cai, and Li 1994 and 2001).  

 

                                                           
5Nonviable enterprises cannot survive in open and competitive markets. Therefore, the 

shock therapy is bound to cause massive bankruptcies and unemployment. Economic crises and 
social turmoils are unavoidable. Massive bankruptcies and unemployment are unacceptable in 
any society, and therefore the government had to subsidize nonviable enterprises, leading to the 
failure of the shock therapy. 
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2. Deepening the Gradual Transition  
 
As the private sector developed and the economy grew faster, the gradual 

transition deepened. As capital accumulated and the endowment structure was 
upgraded, the originally nonviable medium and small SOEs were transformed 
and were gradually becoming profitable. These firms were privatized and 
government stopped subsidizing them.  

The per capita GDP grew 7.8 times from 1978 to 2005, at an annual growth 
rate of 7.9 percent. Life expectancy grew from 67.8 years in 1981 to 71.4 years in 
2000. Illiteracy dropped from 22.8 percent in 1982 to 6.7 percent in 2000. 
Infrastructure significantly improved. The length of the railway lines grew from 
51,700 kilometers (km) in 1978 to 75,400 km in 2005; the length of highways 
grew from 89,020 km in 1978 to 1,930,500 km in 2005. The PRC has gradually 
become one of the most open economies in the world. 

Although the gradual dual-track approach has worked well, the completion 
of the market-oriented transition requires a solution for the viability problem; 
otherwise, continuing government interventions are unavoidable and associated 
problems will remain (Lin 2005). Today, various distortions remain in the 
economy, and they protect several nonviable SOEs. Meanwhile, many provinces 
are still pursuing the CAD development strategy to different extents, supporting 
nonviable projects. 

 
C. Transition, Development Strategy, and Growth Performance since 

Reform: Empirical Analysis 
 
The experiences of economic transition and the changing nature of the 

development strategy of various provinces provide a good opportunity to test our 
arguments empirically. 
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1. Framework for Empirical Analysis 
 
According to the neoclassical growth theory (Solow 1956, Barro and Sala-

I-Martin 1992), an economy with a lower initial income level could grow faster 
than one with a higher initial income level, because of diminishing marginal 
returns to capital. However, this theory does not take into consideration the 
impacts of economic structure, determined by the choice of development strategy, 
on growth. On the basis of our foregoing discussions, a testable hypothesis could 
be: the more a province’s development strategy deviates from the CAF, the 
slower is its growth and the larger is the gap between its actual and potential 
growth rate.  

To test this hypothesis, we construct the following equation: 
 

iiiii XTCIYcy εβαγ ++++= ,0   
 

where the dependent variable yi is the average growth rate of per-worker GDP in 
province i from 1978 to 2000; Y0,i is the per-worker GDP of province i in 1978 
representing the initial level of development; and TCIi is the technology choice 
index of province i measured by the ratio of the capital–labor ratio of its 
manufacturing industry to the capital–labor ratio of the entire provincewide 
endowments. TCIi is a proxy of the choice of the provincial development 
strategy; Xi is a set of conditioning variables, including the savings rate, growth 
of labor force, initial level of human capital, and foreign direct investment (FDI) 
inflows; c, α, γ, β are to be estimated; and εi is a disturbance term. In the 
foregoing equation, we expect the coefficient α to be negative; that is, the greater 
the deviation of the actual development strategy from the CAF, the poorer will be 
the growth performance, as predicted by our theory.  

The data used to construct the TCIi were taken from the Development 
Strategy Research Group of China Center for Economic Research (2002). Using 
annual data from 1978 to 1999 for each province, two alternative measures of 
TCI were constructed: one is the arithmetical average of TCI  i i for 1978–1999, 
denoted as TCI7899, and the other is the arithmetical average of TCI  i for 1978–
1985, denoted as TCI7885. The second measure intends to capture the 
characteristics of development strategies of each province in the initial phase of 
the reform. Among the other variables, the savings rate (SAVi) is calculated as the 
average savings rate during 1978–2000, with the numerator being fixed capital 
and inventory investment and the denominator being GDP. The coefficient of the 
savings rate is expected to be positive. The coefficient of labor growth rate, 
LABGi, is expected to have a negative sign. The initial level of human capital, 
HUMK82 , is defined as the proportion of individuals who had completed i
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primary school by 1982. It is expected to have a positive sign. FDI is measured in 
the natural logarithm of total FDI inflows to each province during 1978–2000. 
We expect the coefficient of FDI to be positive. In estimation, the residual in the 
above is assumed to be heteroscedastic, that is,  

 

.  
 
Under this assumption, the regressions are carried out using White’s robust 

variance-covariance matrix.   
 
2. Results of the Empirical Analysis 
 
Table 2 presents the regression results. Model 1 uses the framework of 

neoclassical unconditional convergence. The result does not support the 
unconditional convergence hypothesis. Moreover, the adjusted R2 shows a poor 
fit. In Models 2 and 3, we include the development strategy of each province in 
the initial stage of reform, TCI7885, and during the whole period of the reform, 
TCI7899. From the estimated results of these two models, we see that the higher 
the TCI, the slower the growth of per capita GDP. In addition, the coefficient of 
the initial per capita  GDP (GDPPC0) has the expected negative sign. 

Models 4 through 8 are based on the framework of conditional 
convergence. The coefficients of the TCI in these models are all significantly 
negative. However, although the initial per capita GDP has the expected negative 
sign, it is not significant in some cases. The signs of other explanatory variables’ 
coefficients, such as the savings rate, rate of labor growth, and FDI, are all as 
expected. However, the statistical significance of these variables is unstable. The 
coefficient of the human capital has an unexpected negative sign, and, in some 
cases, is highly significant. Of course, we cannot draw a conclusion that human 
capital and per capita GDP are negatively related. 

The regression results strongly support our hypothesis: a provincial 
economy adopting the CAD strategy has a lower growth rate of per capita GDP 
than a province adopting the CAF strategy, and this relationship is statistically 
significant.  



Table 2. Regression Results for the Relationship between the Choice of Development Strategy  
and Growth in the PRC’s Provinces 

 
 Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 Model  8 
Constant 0.0703 0.1807 0.2267 0.0746 0.1281 0.2123 0.1413 0.2258 
 (0.0290) b (0.0587) c (0.0502) c (0.0478) (0.0503) b (0.0474) c (0.0497) c (0.0477) c

Ln(GDPPC0) 0.0003 −0.0123 –0.0171 –0.0039 –0.0089 –0.0161 –0.0087 –0.0152 
 (0.0042) (0.0073) (0.0063) b (0.0053) (0.0055) (0.0082) a (0.0052) (0.0076) a

TCI7885  –0.0042   –0.0024 –0.0033   
  (0.0017) b   (0.0008) c (0.0014) b   
TCI7899   –0.0084    –0.0047 –0.0071 
   (0.0020) c    (0.0012) c (0.0021) c

SAV    0.0313 0.0395 0.0714 0.0394 0.0660 
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    (0.0244) a b a b(0.0209) (0.0330) (0.0203) (0.0293) 
LABG    –1.2078 –1.0894 –1.1571 –0.8746 –0.7890 
    c c b b (0.5323) (0.4221) (0.3777) (0.4901) (0.3689) 
HUMK82    –0.0786 –0.0855 –0.0119 –0.0887 –0.0349 
    c c c(0.0506) (0.0424) (0.0196) (0.0269) (0.0249) 
FDI    0.0070 0.0065  0.0056  
    c c c  (0.0015) (0.0016) (0.0015) 

2 –0.0384 0.1214 0.4022 0.5836 0.6330 0.3271 0.6717 0.4715 Adjusted R
a significant at 10%; b significant at 5%; c significant at 1%. 
Adjusted R2 = adjusted coefficient of determination; FDI = foreign direct investment; HUMK82 = initial level of human capital; LABG = coefficient of labor growth; Ln(GDPPC) = 

natural logarithm of initial level of per capita GDP; SAV = savings rate; TCI7885 = technology choice index for 1978–1985; TCI7899 = technology choice index for 1978–1999. 
Note: Standard errors, in parenthesis, are the adjusted White’s robust variance-covariance matrix. 
Source: Authors’ calculations. 
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D. Gradual Transition yet to be Completed 
 
1. Remaining Challenges 
 
The PRC is faced with several challenges in maintaining high growth while 

striving toward an equitable income distribution.  
First, the growth of nonagricultural employment is slow. The elasticity of 

nonagricultural employment with respect to nonagricultural output is low and 
declining. The employment elasticity for manufacturing since 1991 and services 
since 1997 were under 0.01 in most years. The slow growth of nonagricultural 
employment encumbered industrialization in terms of employment structure. In 
2006, agricultural output accounted for 11.7 percent of GDP, industry accounted 
for 48.9 percent, and services for 39.4 percent. In the same year, agricultural 
employment accounted for as much as 42.6 percent of total employment, industry 
25.2 percent, and services 32.2 percent. Although the nonagricultural output 
share is as high as 88.3 percent, nonagricultural employment share is only 57.4 
percent (NBSC 2007). In 2005, nonagricultural employment accounted for 85.6 
percent of total employment in upper middle income countries, 96.5 percent in 
countries of the Organisation for Economic Co-operation and Development 
(OECD), and 95.4 percent in European Union countries (World Bank 2007). The 
difference of the share of nonagricultural employment between the PRC and 
developed economies indicates that the PRC’s rural–urban gap is still large. The 
slow growth of nonagricultural employment also leads to deadweight loss in 
allocation efficiency. The labor reallocation from the low-productivity 
agricultural sector to high-productivity nonagricultural sectors is an important 
way to generate economic growth. Since 1978, the ratio of nonagricultural labor 
productivity to agricultural labor productivity first decreased and then increased. 
In 2006, this ratio was still very high, at 5.6. That nonagricultural labor 
productivity is much higher than agricultural labor productivity implies that 
further transfer of labor from agriculture to nonagricultural sectors can increase 
the total output. 

Second, the income gap has widened and poverty reduction remains an 
important policy issue. The PRC’s Gini coefficient in terms of consumption 
expenditure was about 0.47 in 2004 and 2.5 percent of the population still lived 
under the official poverty line. Moreover, 10.8 percent of the population lived 
under $1 a day after adjusting the income for purchasing power (ADB 2007). 

Third, regional disparity has also widened and remains very high. Of the 
31 provincial-level administrative regions in 2006, Shanghai had the highest per 
capita GDP, at CNY57,695; Guizhou had the lowest per capita GDP, at 
CNY5,787. Excluding the three metropolitan cities of Beijing, Shanghai, and 
Tianjin, among the 28 provinces, Zhejiang had the highest per capita GDP, at 
CNY31,874, which is 5.5 times of that of Guizhou.  
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2. Following the CAF Development Strategy to Promote  
  Harmonious Development 
 
The root of the above problems lies in the fact that market-oriented 

transition has not yet been completed. To protect and subsidize nonviable SOEs, 
the government has retained distortions and interventions in the prices and 
allocation of certain productive factors. The following problems should be 
addressed to move further away from the CAD development strategy. 

The first issue is the distortion in the financial structure. Although 
significant steps have been taken in reforming the financial system since the 
1980s, the PRC’s current banking system and capital market continue to favor the 
development of large SOEs. Large enterprises, rather than medium and small 
firms, are able to access the financial market. Small and medium enterprises 
(SMEs) have difficulty getting the capital they need (Wang 2005). As a result, the 
development of labor-intensive SMEs has been kept below its full potential. 

The second issue is the distortion in prices of raw materials and natural 
resources. According to the Law of Mineral Resources, mineral resources are 
state-owned assets. Natural resource taxes and compensation fees have to be paid 
for mining activities. The current natural resource tax rates are stipulated in the 
Regulations of Resource Taxes in 1993 (Table 3). Because taxes are levied on the 
basis of quantity rather than market value of the natural resources, increases in 
market prices of natural resources and commodities enlarge the differences in 
profitability between industries, contributing to widening income gaps. 

 
Table 3. Resources Taxes 

 
Resources Tax (CNY) 
Crude oil 8–30/ton 
Natural gas 2–15/thousand cubic meters 
Coal 0.3–5/ton 
Other nonmetal minerals 0.5–20/ton or thousand cubic meters 
Black metals minerals 2–30/ton 
Colored metal minerals 0.4–30/ton 
Salt 10–60/ton 

Source: State Council Decree No.139 (State Council of the People’s Republic of China 1993). 
 
All mining enterprises were state-owned until the 1980s, when private and 

foreign enterprises were allowed entry. With the prices of natural resources 
converging to international levels, these enterprises were able to make huge 
profits due to low resource tax rates and low replenishing fees. Whoever enters 
the industry with permission to mine becomes rich immediately. This has 
contributed to the worsening income distribution, caused rampant rent-seeking 
activities, and led to recurrent mining accidents due to the entry of unqualified 
miners. Moreover, the low resource tax rates and replenishing fees have caused 
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oversupply of these mineral products and overinvestment in downstream heavy 
chemical refining. 

The third issue is administrative monopoly. In addition to providing low-
interest loans, the government grants SOEs monopoly power by restricting 
market entry. Many enterprises participate in rent-seeking activities to lobby for 
low-interest loans and permission for entry, and thus, corruption becomes 
inevitable.  

Fourth, due to their growing economic power and the fiscal management 
arrangements, local governments have very strong incentives to promote short-
run economic growth. Zhou, Li, and Chen (2005) used data from 1979 to 2002 to 
investigate the nature of promotion mechanisms for provincial officials and found 
that short-run economic growth has a positive effect on the likelihood of 
promotion. This may have encouraged the pursuit of the CAD development 
strategy and development of nonviable enterprises at the provincial level. For 
example, many local governments are promoting the development of heavy 
chemical industries, which may not be consistent with the local comparative 
advantage. Local governments provide subsidies to these firms indirectly by 
lowering land prices and taxes. Empirical studies show that the pursuit of the 
CAD strategy has contributed to the regional disparity in the PRC (Lin and Liu 
2006).6

 
IV. CURRENT STAGE OF DEVELOPMENT  

AND THE ROAD AHEAD 
 

A. Current Development Stage 
 
The PRC has experienced three decades of rapid economic growth. 

Premier Wen Jiabao (2007, 2) pointed out that “China’s productivity level far 
lagged behind developed countries when it started its socialist efforts. We need a 
long period of time to achieve industrialization and modernization. Since the 
reform, the productivity and performance of the economy has increased 
dramatically and people’s living standard has improved significantly. 
Nevertheless, the PRC has a large population and poor industrial base with wide 
rural–urban gaps and regional disparity. The low productivity has not changed 

                                                           
6The CAD development strategy in a province not only affects its long-run economic 

performance, but also negatively affects the efficiency of resource allocation at the national 
level. Support for nonviable industries has led to regional market segmentation and 
protectionism (Lin and P. Liu 2004). This reduces resource allocation efficiency. A survey 
shows that regional market segmentation and protectionism still exist (Li et al. 2004). The 
distortion of resource allocation due to regional protectionism and market segmentation has 
resulted in losses ranging from 5 percent (Liu 2005) to 20 percent (Zheng and Li 2003) of the 
actual output in 2000. 
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essentially.” We believe this is a sound assessment of the PRC’s current 
development stage. 

Cross-section comparisons are helpful in understanding the PRC’s current 
stage of development. According to World Bank data, the PRC’s per capita gross 
national income (GNI) was $1,740 in 2005, ranking 128th among 208 economies. 
Adjusted by purchasing power parity (PPP), its per capita GNI was $6,600, 
ranking 107th among 208 economies. Under both measures, the PRC’s GNI was 
below the world average. As presented in Table 4, using the market exchange 
rate, the PRC’s per capita GNI was lower than $1,989, the mean income of low 
and middle income countries, and was only 4 percent of the United States level. 
Adjusted by PPP, the PRC’s per capita GNI was only slightly higher than the 
average of low and middle income countries at $6,313, and was 15.7 percent of 
the United States level. 

 
Table 4. Per Capita GNI of the PRC and Other Economies in 2005 

 
Economy Per Capita GNI Per Capita GNI (PPP) 
PRC 1,740 6,600 
Japan 38,980 31,410 
Republic of Korea 15,830 21,850 
Germany 34,580 29,210 
Great Britain 37,600 32,690 
United States 43,740 41,950 
   
World average 6,987 9,240 
   
Low-income countries 580 2,486 
Middle-income countries 2,640 7,195 
Lower middle-income countries 1,918 6,313 
Upper middle-income countries 5,625 10,924 
Low and middle-income countries 1,746 5,151 
High-income countries 35,131 32,524 
   
East Asia and the Pacific  1,627 5,914 
Europe and Central Asia 4,113 9,142 
Latin America and the Caribbean 4,008 8,111 
Middle East and North Africa 6,076 2,241 
South Asia  684 3,142 
Sub-Saharan Africa   745 1,981 
European Union  31,914 28,958 

GNI = gross national income; PPP = purchasing power parity; PRC = People’s Republic of China. 
Source: World Bank (2007).  

 
Table 5 presents a simple projection of the PRC’s per capita GNI in 2020. 

Even in the optimistic case, which assumes that the GNI remains at an annual rate 
of growth of 10 percent from 2006 to 2020, and that the yuan appreciates by 30 
percent in 15 years, per capita GNI will only reach $8,634 in 2020. 
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Table 5. A Simple Projection of the PRC’s Stage of Development in 2020 
 

Assumed 
Annual Growth 
Rate for 2006–
2020 (percent) 

2005 2020 2020 2020 2020 Per Capita GNI 
with CNY 

Appreciation of 30% 
GNI GNI Population Per Capita 

GNI ($) ($ billion) ($ billion) (million) 
($) 

7 6,245.96 4,386.52 5,702.47 
8 7,181.24 5,043.36 6,556.36 
9 

2,263.82 
8,245.94 

1,423.90 
5,791.10 7,528.43 

10 9,456.56 6,641.31 8,633.70 
GNI = gross national income. 
Sources: GNI in 2005 is from World Bank (2007); population in 2020 is from World Bank (2006, 46). 

 
B. Choice of Development Strategy in the Near Future  

 
The foregoing analysis establishes that the PRC is still at a relatively low 

level of development. The endowment structure with scarce capital and abundant 
labor has not changed. 

At the current stage of development, the viable enterprises are relatively 
labor-intensive, not overly capital-intensive. The development of relatively labor-
intensive industries or labor-intensive segments in capital-intensive industries can 
promote high and sustained growth and capital accumulation and can create 
maximum possible nonagricultural employment opportunities; drive wages to 
increase faster than capital returns do; and narrow income gaps and reduce 
poverty, thus realizing efficiency and equity in the primary distribution stage. At 
the same time, the PRC should make sure that the social security and transfer 
payment systems are financially sustainable.  

At the current stage of development, the PRC should not develop overly 
capital-intensive industries against its comparative advantage, because the CAD 
strategy hurts growth and widens income disparity in the primary distribution. 
The redistribution system cannot be solely relied on to address the equity issue. If 
redistribution is used as the main measure of narrowing the income disparities 
while keeping the CAD strategy, the government would have to raise the 
marginal tax rate above the optimal level, with either of two possible 
consequences. First, if tax collection is efficient, then a high marginal tax rate 
dampens the incentives of taxpayers to report true earnings and reduces the actual 
tax base. The promised high welfare and transfer payment cannot be realized. 
Second, if tax collection is not efficient, the promised high welfare and transfer 
payment also cannot be realized, and the government may lose its credibility. If 
the government uses fiscal deficits to pay for social security and transfers, the 
stability of the macro economy will be at stake and inflation will be unavoidable. 
Inflation hurts economic growth and affects the middle- and low-income group 
most severely.  
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C. Policy Suggestions in the Short Run 
 
1. Suggestions for the Primary Distribution 
 
First, the PRC should promote the development of labor-intensive small 

and medium manufacturing and service enterprises. The bottlenecks to 
development of SMEs are access to credit and market entry. In a market 
economy, the optimal financial structure is endogenous to the stage of 
development (Lin 1999). Currently, the most appropriate financial structure is 
one dominated by small and medium banks, because they are better than larger 
banks at providing financial services to SMEs (Lin, Sun, and Jiang 2006). 
However, the PRC’s current financial structure is focused on big banks and the 
stock market. Thus, private SMEs find it difficult to acquire necessary financial 
services. Therefore the PRC should improve the financial structure by developing 
regional small and medium financial institutions with various ownership 
structures that are able to provide financial services to SMEs. 

Second, the PRC needs to deepen the reform of large SOEs and eliminate 
price distortions and administrative monopolies to make the market system 
operate more efficiently. 

Third, the PRC should introduce competition in monopolistic industries. 
The experience of telecommunication industries in Hong Kong, China and the 
United States shows that the introduction of competition helps promote 
innovation and decrease monopoly profit and income differences.  

Finally, the PRC should modify the incentives of local governments to 
encourage them to choose the CAF production mode at the provincial level. 

 
2. Suggestions for Redistribution 
 
First, the PRC should encourage rather than hinder the unification of the 

labor market. Currently, different regions set their standards of social security 
according to their own level of economic development, causing large regional 
differences in the level of social security coverage. Advanced regions are then 
reluctant to absorb labor from other regions. As the current situation is not 
conducive to a nationwide unified labor market, the social security arrangement 
should be reformed. 

Second, the PRC should establish a development-oriented, instead of a 
consumption-oriented, public expenditure structure. The impact of public 
spending on sectors such as education (which promotes the formation of human 
capital and increases the wage rate of an average worker) on economic growth 
and on equity is more direct than that of government administrative expenditures. 
Hence, government administrative expenditures should be reduced and excessive 
expansion of government buildings and offices should be controlled; on the other 
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hand, development expenditures should be increased, especially on education. 
Education enhances the skills base of the labor force and helps prevent income 
gaps from persisting from one generation to another.  

Third, social safety nets should be developed to provide support for 
disadvantaged groups that do not have the ability to work. Individuals of such 
groups have difficulty getting jobs and incomes from primary distribution and 
need government support through redistribution, including social welfare 
spending programs and transfers. Key principles of the social safety nets should 
be to ensure, first, that the limited resources are effectively used for the intended 
purposes and the disadvantaged groups are the real beneficiaries; and, second, 
that the system is fiscally sustainable.  

 
VI. CONCLUSION 

 
The CAF development strategy promotes growth and narrows the income 

gap, achieving both equity and efficiency in production and income distribution. 
The equitable development goal can be further realized with appropriate social 
security and transfer payment policies. A review of the three decades of reform 
reveals that development in line with the PRC’s comparative advantage accounts 
for the PRC’s remarkable economic achievements. The dominant causes of the 
PRC’s current problems are the remaining distortions and government 
interventions in finance, resource allocation, and market entry. Therefore, to put 
the “scientific development outlook” into practice and to realize development 
with quality and speed, the PRC should deepen market-oriented transformation 
by eliminating these distortions and interventions. 
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Reforming the Welfare System 
in the People’s Republic of China 

MAI LU AND MINGLIANG FENG 

This paper reviews the recent progress in welfare system reforms in the 
People’s Republic of China and looks at the experiences of Japan and 
Republic of Korea in establishing their modern welfare systems. The paper 
highlights three priorities for further reform of the People’s Republic of China 
welfare system. The first is to reduce its dualistic nature by eliminating 
differences between urban and rural areas in policies, institutional 
arrangements, coverage, and welfare provisions. The second is to rationalize 
government social security and welfare expenditures. The third is to 
rationalize the overall management of the welfare system by (i) reforming the 
existing compartmentalized government administration of urban cities and 
rural areas; (ii) encouraging better coordination among various government 
agencies involved in policy making and administration of the welfare system; 
and (iii) making the targeting of poverty reduction and social welfare 
programs more effective. 

 
 

I. INTRODUCTION 
 
The People’s Republic of China (PRC) began reforming its welfare system 

in the early 1990s, initially as part of broader reforms of state-owned enterprises 
(SOEs). Since the early 2000s, more substantial measures have been introduced 
as the reform process deepened and income inequality increased. So far, notable 
progress has been made in education, poverty relief, employment support, and 
health care.  

Owing to concerns over the possible adverse impact of increasing labor 
costs on growth and the risks of falling into the so-called “welfare trap”, the PRC 
government has taken a cautious approach to reforming the welfare system. A 
key element of this approach is to strike a balance between expectations of the 
population for welfare entitlements/provisions and constraints in the 
government’s fiscal capacity. While avoiding the pitfalls associated with rapid 
changes, this approach makes it difficult to generate consensus and garner 
support from the entire society. 

This paper discusses what kind of welfare system the PRC needs. In the 
context of the PRC, “welfare system” refers to social safety nets and to policies 
and institutional arrangements designed for income redistribution and provision 
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of public goods and services. It covers areas of poverty alleviation, social security 
(such as old-age support), health care, education, housing, and employment 
protection (Shang 2001). 

The rest of the paper is organized as follows. Section II examines past 
trends, recent changes, and current problems of the welfare system in the PRC. 
Section III looks at the welfare systems in other countries, in particular that of 
Japan and Republic of Korea (henceforth Korea). Section IV draws policy 
recommendations. 

 
II. THE PRC’S WELFARE SYSTEM IN TRANSITION  

 
Before the reforms, the PRC’s welfare system was a key element of its 

centrally planned economy. For urban populations, the government enacted and 
implemented the Labor Insurance Regulations in 1951, and established a social 
security system covering old-age pension, industrial injury benefits, health care, 
maternal benefits, etc., provided largely through state- and collectively-owned 
enterprises. Gradually, the system was expanded to cover all urban employees 
and their dependents, with the scope of welfare provision broadened to include 
housing. In rural areas, the remuneration schemes under the commune system 
contained some elements of welfare provision. There was also a rural cooperative 
medical support system providing health care for peasants, and a system of social 
protection providing minimum living allowances for the childless elderly. The 
government also established a disaster relief system and various state welfare 
programs with specific mandates. In sum, the welfare system in the PRC during 
the prereform period had a dual (urban and rural) structure and covered almost all 
members of society, with the state being the main responsible entity, employment 
protection being the core, and remuneration being combined with welfare 
provision (Zheng 2000). 

The economic reforms initiated in 1978 have had a significant impact on 
the way welfare provision is organized in the PRC. The gradual deepening of 
enterprise reform (including privatization), the dismantling of the commune 
system and collective economy, and the inability of the state to act as the main 
responsible entity for welfare provision made it difficult to maintain the 
traditional system. Because the traditional system was not completely dismantled 
and a new system was yet to be established, some segments of the population 
became excluded from the welfare system while others continued to enjoy good 
coverage at the initial stage of reforms. 

After the initial phase of economic reforms from the 1980s to the early 
1990s, the performance of SOEs did not show significant improvement. From the 
late 1990s, more radical reforms were introduced. A large number of SOEs were 
corporatized or privatized, laying off many workers in the process. In response, 
the government started to build a support system consisting of urban minimum 
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living standard subsidies, SOE laid-off employment subsidies, and unemployment 
insurance. 

Economic reforms, on one hand, led to rapid economic growth, which 
helped to improve various social indicators of the PRC (UNDP 2007). On the 
other hand, as the government gave up some responsibilities of providing social 
welfare, rapid growth has been accompanied by widening income gaps and 
under-provision and rising prices of public services such as health care and 
education. Due to concerns over problems and inadequacies of the social welfare 
system, the Resolution of the Central Committee on Several Issues for Improving 
the Socialist Market System, approved by the 3rd Plenary Session of the 16th 
Congress of the Chinese Communist Party in 2003, listed the improvement of the 
social security system at the top of the agenda for ensuring social equity and 
justice. 

 
A. Poverty Reduction 

 
Reforming the economic system has been the most effective means of 

reducing poverty in the PRC. Adopted in 1978, the policy of allocating land to 
farmer households, and other subsequent rural reforms, lifted a large number of 
the rural population out of poverty. Based on the official poverty line, the number 
of rural poor decreased from 260 million in 1978 to 23 million in 2006 (Figure 1). 
Likewise, the abolition of the agricultural tax in 2006 significantly improved the 
economic conditions of low-income farmer households (Figure 2). Rural health 
care and education reforms in recent years have also benefited large numbers of 
poor farmers. 
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The PRC government has adopted a two-pronged approach to poverty 

reduction—development and relief. In rural areas, the focus has been to help poor 
farmers improve their production facilities, and assist villages in impoverished 
areas to improve infrastructure through increased government investment and 
low-interest loans. In urban areas, creating employment has been the main policy 
tool to reduce poverty, supplemented by assistance in securing small loans and 
training, and by preferential taxation policies. Some urban governments have 
experimented with paying people to provide public and community services as a 
way of ensuring that at least one person per household (with physical capacity) is 
employed, so as to eliminate “zero-employment households.” The experiment has 
had considerable success. 

In the area of poverty relief, the government has implemented since 1999 a 
policy of providing basic living allowances in urban areas to subsidize the living 
expenses of people who are below the locally defined poverty line. At the end of 
2006, 22.4 million people in urban areas were receiving subsidies averaging 
CNY83 per person per month. This ensured that households had at least CNY170 
per month to spend on necessities. With some modifications, this policy was 
extended to rural areas in 2004, where eligible farmers receive a specified sum 
from the local government (CNY30–50 per month, depending on the province). 
Nearly 15.1 million rural residents in 25 provinces across the PRC received living 
allowances, which totaled CNY4.2 billion in 2006.1 In late June 2007, the State 
Council held a meeting on the establishment of a minimum living security system 
in rural areas, and put forward three principles: (i) local governments are 
responsible for implementing the system and adapting it to their local contexts; 
the central government will provide appropriate subsidies to provinces with 
                                                           

1These figures are based on data published by the Ministry of Civil Affairs (2008). 
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financial difficulties; (ii) local governments need to design schemes taking local 
conditions into account; and (iii) the policies and arrangements should be 
comprehensively planned (Hui 2007). 

As far as poverty reduction is concerned, both approaches (development 
and relief) have been evaluated and there are also some new developments. For 
example, human resource development in poor areas has been incorporated into 
poverty reduction programs. In rural areas, new policies such as exemption from 
agricultural taxes and provision of grain subsidies significantly benefited the 
poor. In urban areas, the minimum living allowance, although better targeted and 
managed than before, still needs significant improvement. Recent surveys in 
14 cities show that only 37.1 percent of eligible households and 5.5 percent of 
noneligible households received the allowance. Compared to urban areas, even 
more needs to be done to improve the system of ensuring the minimum living 
standard in rural areas.  

 
B. Education 

 
The PRC implements a 9-year compulsory education system. In rural areas, 

education expenses were borne by rural collectives before 1978. However, when 
the household contract responsibility system led to the dismantling of rural 
collectives, education costs had to be borne by individual households. In many 
cases, the lack of financial resources needed to run local schools led to delays in 
paying teachers’ salaries and inadequate teaching facilities. To improve the 
situation, the government decided in 2001 to bear part of the education costs in 
rural areas. Under the burden-sharing scheme, farmers no longer had to raise 
money to keep schools open, which would henceforth be funded by the central 
government, as would rural teachers’ salaries and the cost of building rural 
schools. Further, in 2006, all tuition and miscellaneous fees were abolished for 
150 million poor rural students for the duration of their 9-year compulsory 
education. Poor rural students could also receive free textbooks and subsidies for 
boarding fees. On average, this policy saved each primary school student 
CNY140, each junior middle school student CNY180, and each boarding student 
CNY500, every year. The policy thus provides substantial financial relief for 
many poor rural households whose per capita annual income barely exceeds 
CNY1,000. 

Progress has also been good in higher and secondary vocational education. 
The government increased public investment and encouraged private investment 
in both levels. In 2006, the gross enrolment ratio reached 59 percent for senior 
middle schools, and 22 percent for higher education. 2

                                                           
2In the absence of students’ age distribution, the calculation of “the gross enrolment 

ratio” does not exclude overaged students. 
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Education expenditures accounted for 15 percent of the government’s total 
expenditures and 2.9 percent of gross domestic product (GDP). However, this 
proportion is small when compared with other countries at similar levels of 
economic development. In addition, large rural–urban and regional gaps in the 
average educational resources per student persist and are a matter of concern. 
Furthermore, under the current educational system, the local governments, which 
finance the school facilities jointly with the central government and also take full 
managerial responsibilities of the schools, find it increasingly difficult to 
accommodate the increasing number of school-age migrants. 
 
C. Employment 
 

Because the PRC has a large labor force, it is critical for the government to 
support the expansion of employment opportunities. Since 1992, a market-
oriented employment system has emerged and, in 1998, the government clearly 
put forward the principle of “workers finding their own jobs through markets, and 
the government plays the role of promoting job creation.” As the economy 
continues to grow, so does the level of employment (Table 1).  

 
Table 1. Total Employment and Urban Unemployment Rate 

 
 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 

Employment 
(million)  
Total 679.5 688.5 696.0 699.6 705.9 720.8 730.2 737.4 744.3 752.0 758.2 
      Primary 
      industry 354.7 347.7 347.3 348.4 353.6 360.4 365.1 368.7 365.5 352.7 339.7 
      Secondary 
      industry 156.3 161.8 165.0 164.4 162.4 162.2 162.8 157.8 160.8 169.2 180.8 
      Tertiary 
      industry 168.5 179.0 183.8 186.8 189.8 198.2 202.3 210.9 218.1 230.1 237.7 
 Structure of employment (total=100%) 
      Primary 
      industry 52.2 50.5 49.9 49.8 50.1 50.0 50.0 50.0 49.1 46.9 44.8 
      Secondary 
      industry 23.0 23.5 23.7 23.5 23.0 22.5 22.3 21.4 21.6 22.5 23.8 
      Tertiary 
      industry 24.8 26.0 26.4 26.7 26.9 27.5 27.7 28.6 29.3 30.6 31.4 
Registered 
unemployment 
rate in urban 
areas (percent) 2.9 3.0 3.1 3.1 3.1 3.1 3.6 4.0 4.3 4.2 4.2 
Source: China Statistics Yearbook 2006 (NBSC 2006a). 

 
Starting in the 1980s, the government gradually abandoned the “universal 

employment and universal allocation” system, allowing the private sector to grow 
and to create employment opportunities. However, for a considerable period of 
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time, SOEs and collective enterprises remained the major channels through which 
new entrants to the labor market were absorbed. Since the SOEs did not have full 
autonomy in hiring and firing workers, the problem of redundant labor worsened. 
When more radical reforms were introduced in 1998, SOEs and collective 
enterprises were required to lay off redundant personnel within 3 years, and at the 
same time, to guarantee basic subsistence allowances to laid-off workers for 
3 years. However, due to the large number of laid-off workers and wide-ranging 
concerns, allowances have been given for periods extending well beyond 3 years. 

To help laid-off workers, the government set up reemployment service 
centers; provided subsistence support for laid-off workers; paid for their social 
security fees such as pension and medical insurance; and provided for one free 
job consultancy, three employment information service offers, and one vocational 
training opportunity. The government also provided reductions in and/or 
exemptions from taxes and administrative charges, and extended small security-
backed loans to laid-off workers. In addition, the government granted social 
insurance subsidies to service, commercial, and trading enterprises if they employ 
laid-off workers in newly created posts.  

The government’s policy package to promote reemployment of laid-off and 
unemployed people also included improving reemployment services, increasing 
capital investment for job creation, strengthening vocational and technical 
training, and actively guiding unemployed people to change their “job-for-life” 
mindset. From 1998 to 2003, the central government allocated a budget of 
CNY73.1 billion for the subsistence allowances and reemployment of laid-off 
workers from SOEs. Between 1998 and 2004, of the 21.6 million workers laid off 
from SOEs, 19.4 million were reemployed. 

In addition, the PRC’s unemployment insurance system has been improved 
gradually. The coverage of unemployment insurance has been extended from the 
former SOE workers to other enterprises and public institutions in urban areas. 
The proportion of institutions paying for unemployment insurance has increased 
while workers have also started to pay a premium equivalent to 1 percent of their 
wages. By the end of 2006, 111.9 million people were covered by unemployment 
insurance, with 3.3 million people receiving unemployment subsidies. 

Although the government has been implementing proactive employment 
policies, unemployment of young people has become an increasingly critical 
problem. A survey by a research institution attached to the Ministry of Labor and 
Social Security indicated that about 10 million people wish to enter the labor 
force in the PRC annually, but only 40–50 percent can find jobs. The 
unemployment rate for people aged 15–29 years is 9 percent, which is higher than 
the 6.1 percent average (Sun 2006). 
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D. Old-Age Support 
 
The PRC government adopted the pay-as-you-go model of providing old-

age pensions in 1997, based on the Three-Pillar Model proposed by the World 
Bank (1994). Of the three pillars, the first is funded by the employer on a pay-as-
you-go basis, and amounts to 20 percent of each employee’s annual income, 
considered as the minimum subsistence level. The second is a cumulative account 
jointly funded by the employer and the employee and is equivalent to 40 percent 
of the latter’s annual income. The third consists of enterprise annuity and is at 
present only practiced in profitable enterprises. The number of people covered by 
insurance grew from 86.7 million in 1997 to 186 million in 2006 and currently 
covers 48 percent of urban employees. 

Although the overall structure of this model is in place, the details are 
being constantly improved, and some issues remain unresolved. First, the 
shortfall in accounts held by people who worked under the old scheme but will be 
paid under the new one is currently funded by budgetary allocations. However, 
financing implicit debt this way is clearly unsustainable. Second, the old-age 
insurance scheme is still plagued by limited coverage. Expanding the coverage to 
the self-employed and those working in informal sectors (who account for nearly 
half of the workforce) remains a challenge. Third, the management and 
investment of the funds could be improved. The accounts are currently managed 
at the provincial level, which creates problems when the account holders want to 
work in another province. In addition, the PRC’s underdeveloped capital markets 
and poor oversight make it difficult and risky to invest the huge amount of funds 
generated by the system.  

In the countryside, old-age security has traditionally been provided by the 
farmland and the extended family. However, as family size shrinks, more people 
move to cities for jobs, and as the rural population ages, old-age insurance 
becomes imperative. In 1992, the urban model (as described in the foregoing 
paragraphs) was adopted in some counties on a trial basis. By the end of 2005, it 
had been expanded to cover more than 54 million people in over 1,900 counties. 
In the same year, 3 million people collected an average old-age pension of 
CNY707. In 2005, the more developed municipalities and provinces, such as 
Beijing, Guangdong, Jiangsu, and Shandong, decided to allocate more funds to 
subsidize old-age insurance so that it is not funded entirely by individuals in their 
rural areas. 

The PRC government has also borne the cost of old-age insurance for two 
categories of rural people. One is childless elderly people who used to be 
supported by rural collectives. In 2006, 4.8 million childless elderly people 
received subsidies each month from the state, costing the central government 
CNY4.1 billion. Another category is people in rural areas over 60 years old who 
only have one child (son or daughter) or two daughters, eligible to receive at least 
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CNY600 per year from the state as a reward for not having more children. This 
policy was introduced on a trial basis in 2005 and was adopted nationwide 2 
years later. In the western region, 80 percent of these allocations come from the 
central government and the rest is funded mainly by the provincial government. 
In the central provinces, the cost is shared equally between the central and the 
provincial governments.  

Despite all the progress, the low coverage and poor transferability of the 
current pension system constrain labor mobility. The significant rural–urban 
differences in the pension system also contributed to rural–urban inequality.  

 
E. Health Care 

 
In the 1960s and 1970s, the PRC government provided health services to 

the world’s largest population at a low cost. It managed to do this through the 
nationwide “patriotic public health campaign” and prevention system, 
supplemented by “barefoot doctors” in rural areas and free medical care in cities. 
These policies helped extend life expectancy and cause a significant decline in 
infant mortality. 

Since market-oriented reforms were adopted, there has been a significant 
expansion of medical resources and improvement in medical facilities. The 
number of clinics and health workers, and supply of medical equipment and 
medicine grew rapidly. Nationwide expenditures on health reached CNY759 
billion in 2004. However, as medical expenses grew faster than personal incomes, 
nearly one fifth of patients across the PRC in 2003 could not afford to visit a 
doctor. A nationwide survey conducted by the Ministry of Health in 2003 showed 
that 65 percent of the population did not have medical coverage. The figure was 
lower in cities at 45 percent, but staggering at 70 percent in rural areas. In another 
large-scale survey, three fourths of the population ranked expensive medical bills 
as the top social issue in the PRC. 

As the costs of health care continue to rise, a large proportion is borne by 
patients. Public health expenditure accounted for only 36.2 percent of all health 
expenditures in 2003. Consequently, the World Health Organization ranked the 
PRC 196th, out of 199 countries surveyed, on the proportion of public spending to 
total spending on health. Since 2004, the government has been taking steps to 
reform the urban and rural medical care system (Figure 3). In urban areas, the 
system relies mainly on the employee medical insurance scheme, which currently 
covers 130 million workers. Jointly funded by the employee and employer, the 
scheme covers outpatient and hospitalization expenses. 
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Figure 3. Urban and Rural Medical Care System
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For the rural population, the government began experimenting with 

cooperative medical care in the countryside in 2003. Under the scheme, large 
medical bills or hospitalization expenses are covered by a fund to which 
individual farmers contribute CNY10 annually while central and local 
governments contribute CNY40 annually per registered resident. At the end of 
2006, 410 million farmers, or 45.8 percent of the rural population, were covered. 
The scheme is expected to cover all rural residents by 2010.  

In 2006, a model similar to the rural cooperative medical care system was 
adopted in the cities, aiming to cover the expenses of treating major illnesses of 
people who work in the informal sector or are unemployed. Children, the elderly, 
and rural and urban unemployed people are entitled to subsidies at par with 
people covered by the rural cooperative scheme provided they or their households 
have contributed certain annual sums as required. In addition, support will soon 
be offered to impoverished people in urban and rural areas by subsidizing some 
or all of their medical expenses, depending on the degree of poverty. 

After over two decades of reform of the health insurance system in rural 
and urban areas, progress has been made and coverage has continually expanded. 
However, the overall coverage is still limited and further expansion is required. In 
addition, there remain large differences in health services available to different 
groups and areas, which require further reforms and adjustment. 

 
F. Housing 

 
Under the command economy, urban employees commonly lived in 

apartments provided by their employers. However, this welfare provision ceased 
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in 1998. The new policy is varied: the poorest families can rent subsidized 
apartments provided by the government or their employers; lower-to-middle 
income households can buy inexpensive apartments, the cost of which is 
subsidized; and the more prosperous families can either buy or rent commercial 
apartments at market prices. 

The PRC population now enjoys much better housing conditions, with 
housing area reaching 28.69 square meters per capita in 2005. However, not all 
people have benefited equally, as some local governments encouraged the 
development of commercial housing at the expense of affordable or low-rent 
housing. Skyrocketing housing prices have become the subject of widespread 
complaint and a politically contentious issue. The government has responded by 
issuing new regulations prescribing greater housing provision at a price 
affordable to ordinary wage earners. Local governments across the PRC have 
formulated plans accordingly to cater to the low-income population by either 
subsidizing their rent or building more low-rent apartments. 

 
G. The PRC’s Current Welfare System  
 

As the previous discussion reveals, the PRC’s current welfare system has 
the following characteristics: 

 
(i) A dual structure on the way to integration. The PRC operates a dual 

economy with separate social welfare systems for urban and rural 
areas—a feature reflected in its poverty relief, pension, medical care, 
education, and housing programs. The government’s medium-term 
goal is to establish a system covering the entire population, and its 
ultimate goal is to integrate welfare programs currently divided 
between urban and rural areas. 

(ii) Wide coverage with low levels of provision. Welfare provision has 
traditionally focused on “basic needs.” Examples are the 9-year 
compulsory education, basic medical care, and small subsidies to 
impoverished populations. This was a necessary compromise toward 
achieving universal coverage and fair treatment. The challenge for 
the future is to improve the quality and level of provision. 

(iii) Rapidly increasing burden on the government. The government has 
replaced SOEs and rural collectives as the provider of welfare and its 
welfare budget has been ballooning. The disintegration of the 
traditional “work units” has shifted the responsibility of looking after 
their employees to the government. As the economy and society 
grow, both the absolute and relative cost of welfare provision will 
continue to increase, constituting a challenge to the government in 
both financial and managerial terms.  
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(iv) The goal: universal social security. The goal is no longer equal pay 
through income redistribution but universal social security with 
special focus on the low-income group. The welfare programs in the 
PRC should be market-based like those in Japan and Korea 
(discussed below). The responsibilities of the individual, the family, 
the community, and the employer will remain fundamental to 
welfare provision, with government playing a supplementary role to 
protect the vulnerable. 

(v) Human development is increasingly emphasized. Human 
development is increasingly becoming the focus of welfare 
provisions. School and health systems are not only important for 
establishing social security but also promoting national 
competitiveness.  

 
III. WELFARE SYSTEMS IN OTHER COUNTRIES 

 
Welfare systems vary across countries and constitute an essential part of 

modern economic systems to protect the poor, the vulnerable, and the 
unemployed to mitigate risks in the market place (Esping-Andersen 2003a). A 
number of long-term trend—including demography, globalization, family 
structure, and structure of jobs—have major implications for the design of 
welfare systems.  

Concerns regarding the welfare system generally appear at two levels. The 
first is the difficulty in sustaining high levels of government welfare expenditure 
during periods of low growth. During recessions, social welfare expenditure 
requirements are often high, particularly on items such as unemployment support. 
This in turn raises the burden on the government budget, increasing public debt 
and sometimes creating a spiral of low growth. Changes in the social structure 
might also influence the welfare system. For example, an aging population has 
lowered the proportion of the working population to the whole population in 
many countries, lowering taxable incomes while raising pension expenditures 
(Tanzi and Schuknecht 2005). The second level is about the influence of welfare 
policy on economic development. A high level of social welfare provision will 
necessarily require high public subsidies and transfer payments. Many believe 
that excessive welfare support through taxation, transfer payments, and subsidies 
could distort the incentive system and create moral hazard problems. For 
example, high unemployment subsidies may undermine certain people’s 
incentives to look for jobs and stay employed. 

This section discusses the welfare systems in two East Asian countries: 
Japan and Korea, complemented by brief comparisons with Europe, Latin 
America, and North America. 
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A. Focus on Growth and Employment 
 

A distinct feature of the welfare systems in Japan and Korea is their focus 
on growth and employment. Japan adopted a policy of “redistribution along with 
growth” and its welfare system has gradually improved since the 1950s and 
1960s. In contrast, Korea adopted a policy of “growth first, redistribution 
follows.” Although the related legislations were put in place in the 1960s and 
1970s, implementation of the welfare system in Korea did not begin until the 
mid-1980s. Notably, the evolution of the welfare system in these countries has 
been synchronized with the changes in the labor force structure. After the 1960s, 
when Japan’s economy started to boom, the economy gradually achieved full 
employment and labor supply fell short of demand. In Korea, the turning point of 
labor supply occurred in the mid-1980s. With the labor supply shifting from 
abundance to shortage, the comparative advantages of these two countries also 
changed. The establishment of their welfare systems conformed to the 
requirements of such structural change, enabling their economies to grow 
continuously. 

Unlike most European welfare systems, Japan and Korea implement an 
active employment policy with a “self-supporting” welfare system. Japan’s 
government legislated preferential policies for employment. The goal of the 
welfare system is to achieve self-reliance through employment (Uzuhashi and 
Yoon 2006). Japan’s unemployment insurance benefits, for example, include 
basic subsidies plus job seeking assistance, such as skills training, house moving, 
and job hunting (Yang and Shen 2002, Sun 2002). Korea’s unemployment 
insurance includes basic payment and employment promotion subsidies, 
vocational skill development subsidies, activity fees for job hunting, and moving 
costs. For the disabled, the “Act on Employment for the Disabled” clearly 
stipulates that firms with 300 or more employees must leave 2 percent of job 
positions for the disabled (Zheng et al. 2003). The Ministry of Labor also 
provided loans to enterprises employing the disabled and supported the costs of 
equipment purchased so that such employees could work. 

With employment growth and increasing individual self-reliance, the 
governments’ financial burden was greatly reduced. In Japan and Korea, the 
proportion of people receiving social assistance and the proportion of GDP 
devoted to social assistance is rather small (Tables 2 and 3) (Uzuhashi and Yoon 
2006). 

In Europe, the share of social welfare expenditure in GDP rose from 
10 percent in 1960 to over 20 percent in 1980 and remained very high in the 
1990s, compared with those of Japan and Korea (Table 4). However, since the 
1980s, with the slowdown of growth, large-scale reforms have been instituted in 
many countries in order to reduce public expenditures and lessen the burden on 
the state. Many European and North American countries have tried reforming 
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their welfare systems. However, rising unemployment and resulting increases in 
welfare expenditure requirements have made welfare reform difficult. Welfare 
measures had more dramatic impact in Latin America: stagnant economic growth 
(during 1980–1990, the average per capita GDP annual growth rate was               
–1 percent), along with higher unemployment rates (for example, the 
unemployment rate in Colombia reached 60 percent), and excessive welfare 
expenditures led to colossal financial deficits. Many Latin American countries 
expanded their money supply, which led to high inflation rates, surpassing       
200 percent in Argentina, Brazil, and Peru. Others turned to foreign debt, leading 
to debt crises (Xu 2003). 

 
Table 2. Social Assistance Recipients (percent of population) 

 
 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 

Japan 0.71 0.71 0.7 0.71 0.72 0.75 0.79 0.84 0.9 0.98 1.05 
Korea 4.5 4.3 3.9 3.3 3.1 2.5 2.5 — 3.0 2.8 2.8 

Source: Uzuhashi and Yoon (2006). 
 

Table 3. Social Assistance Funds (percent of GDP) 
 

 1995 1996 1997 1998 1999 2000 2001 2002 2003 
Japan 0.3 0.3 0.3 0.3 0.4 0.4 0.4 0.4 0.5 
Korea 0.2 0.2 0.2 0.2 0.4 0.5 0.6 0.6 0.6 

GDP = gross domestic product. 
Source: Uzuhashi and Yoon (2006). 

 
Table 4. Social Welfare Expenditure Levels in Selected Countries 

 
Central Government’s 

Social Welfare 
Expenditures 

 Year 
GDP 

(billion $) 

Per 
Capita 

GDP ($) 

Share of 
Central 

Government 
Expenditure 

in GDP 
(percent) 

Share in 
GDP 

(percent)

Share in 
Government 
Expenditure 

(percent) 
France 1993 1,249.7 21,673 47.2 18.5 39.3 
Japan 1993 4,275.1 34,291 23.7 8.7 36.8 
Korea 1997 442.5 9,623 18.8 2.0 10.8 
United Kingdom 1995 1,107.0 19,002 41.8 13.0 31.1 
United States 1997 7,844.0 29,301 21.7 6.2 28.8 
GDP = gross domestic product. 
Sources: Based on data from China Statistics Yearbook 2000 (NBSC 2000a), and International Statistics Yearbook 2000 

(NBSC 2000b) as quoted in Zheng et al. (2002, 44).  
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B.  Influence of Structural Changes 
 
Before the 1950s in Japan and the 1980s in Korea, low-wage and low-cost 

industrial development strategies were adopted. In the early period of 
industrialization, workers’ welfare received little attention because of global 
competition in the international market. The social welfare system was only 
developed and implemented after structural changes in the labor market took 
place. As the economies grew, labor became more scarce and more expensive, 
especially the middle- to low-level-skilled labor. Subsequently, the demand for 
improved welfare was put on the agenda and the minimum wage system and 
arrangements for labor security were introduced and extended to small and 
medium enterprises and the informal sector. The Japanese experience shows that 
if a country proactively improves the welfare system in the process of economic 
development, growth is not hampered. Korea’s experience shows that if the social 
welfare system does not adjust to a changing labor supply structure, workers and 
other sectors of society will force the government to adjust and improve the 
welfare system. 

Changes in social structure require that social policy be forward-looking to 
be cost-effective. For example, the implementation of the national annuity system 
in Japan played an important role in addressing the subsequent aging issues of the 
population. The proportion of national income spent on pension insurance 
increased from 9.4 percent in 1975 to 14.0 percent in 1985. However, thanks to 
the national annuity system, especially the reform of annuity payments, the 
financial pressure on the government budget did not rise commensurate with the 
increase in pension insurance paid. 

 
C. Flexibility and Burden Sharing 

 
Gradualism and flexibility characterize the welfare systems of Japan and 

Korea. In establishing their welfare systems, both countries started in a few 
geographical regions and sectors, gradually expanding coverage. Taking pension 
insurance as an example, the national annuity system in Japan initially targeted 
farmers, individual merchants, and employees working in small enterprises with 
at most four employees. In 1986, the coverage was expanded to include all in-
service employees and nonworking personnel above the age of 20. In Korea, 
annuity insurance is divided into four categories: (i) civil service annuity, 
(ii) annuity and insurance of military servicemen, (iii) annuity of private school 
staff, and (iv) national annuity applicable to civilians aged 18 to 60. Different 
welfare policies were set for different categories, making the whole welfare 
system flexible. 

Although having different welfare policies across geographic regions, 
sectors, and professions allow the system to stay flexible and to be gradually 
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established, the welfare system eventually evolved into a uniform and integrated 
system in both countries. In 1991, Japan unified its annuity policies by 
establishing public annuity as the common base. In recent years, Korea has also 
been considering reform proposals to unify different welfare policies across 
people (Zheng et al. 2002). 

In Japan and Korea, the family, community, and companies are equally 
responsible as the government in providing welfare services. Families, 
communities, and companies are encouraged to play more active roles in 
providing welfare services to lessen the burden on the government. For example, 
in both countries, a significant portion of the income of the elderly comes from 
their children, amounting to 44.3 percent in Korea. In contrast, the percentage of 
the income of the elderly received from their children in the United States and 
Demark is negligible (Zheng et al. 2003). The elderly in most industrialized 
countries rely more on the public annuity provided by the government. Statistics 
show that in these countries, from the late 1970s to the early 1990s, public 
annuity accounted for a significant portion of the income of citizens more than 
55 years old—36.1 percent in Australia in 1981, 32.6 percent in Canada in 1981, 
41.8 percent in the Netherlands in 1983, 34.7 percent in Switzerland in 1982, 
41.7 percent in the United Kingdom in 1979, and 54.1 percent in Germany in 
1981 (Zhou 2006; OECD 1992). Taking the European Union as a whole, in 1990, 
government transfer payments accounted for 81 percent of the pension, 69 
percent of the health care, 60 percent of handicap subsidies, and 60 percent of 
unemployment benefits. In Japan and Korea, the responsibilities are better shared 
among governments, companies, and families. Therefore, some scholars 
categorized these two countries at “early stage of welfare states” (Takegawa 
2006). 

 
IV. POLICY RECOMMENDATIONS FOR THE PRC 

 
The PRC’s labor force is currently undergoing structural change (Cai and 

Wang 2006, 2007). The experiences of Japan and Korea in building their welfare 
systems during similar periods of structural change, in particular, their focus on 
growth, employment, flexibility, and burden sharing, provide useful policy 
lessons for the PRC in reforming its welfare system over the long term. In the 
short and medium term, however, the PRC government should focus on the 
following reform priorities. 

 
A. Reducing the Dualistic Nature of the Welfare System  

 
The PRC’s social welfare system should be redesigned to help reduce the 

income gap. The current social security system actually exacerbates urban–rural 
income differentials (Li 2001). In 1994, the average income of urban residents 
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was 2.9 times that of rural residents, but would be 3.3 times if social security 
incomes are taken into consideration; thus, the social welfare system enlarged the 
urban–rural residents’ income gap by 18.6 percent (Yang 2004). 

In addition, rural migrant workers, referred to as “floating” population, 
have been excluded from the system. With the opening up of cities and towns, the 
size of the floating population has become large. How to include this segment of 
the population in the welfare system has become an important issue. The PRC’s 
140 million rural migrant workers face very difficult circumstances. They spend 
more than half the time working in cities, but are excluded from the urban welfare 
system. They have homes, and most have farmland, in the countryside, but the 
rural cooperative health care system cannot serve them when they are residing in 
urban areas. As the household registration system dividing urban and rural 
residents is phased out, farmers may now legally migrate, settle, and find 
employment outside their area of registration. However, social policies and 
welfare provision are still divided, leaving most rural migrant workers to fend for 
themselves (Table 5). 

 
Table 5. Dual Welfare Structure and the Migrant Worker 

 
 Urban Residents Rural Residents Migrant Workers 
Old-age  
    security 

Endowment 
insurance 

Land — 

Medical care Basic medical 
insurance 

Cooperative medical 
care 

Subsidized treatment of major 
illnesses 

Education Free Free; subsidies — 
Labor 
    protection 

Industrial injury 
insurance 

— Industrial injury insurance 

Housing Subsidies; low rent Self-built — 
Poverty relief Urban living 

allowances 
Rural living 
allowances 

— 

 
The Population and Labor Economic Research Institute (2005) found that 

the proportion covered by social security is much lower among the floating 
peasant workers than local residents (Table 6). This is a political as well as an 
economic issue. Migrant workers will not have equal benefits as others until 
rural–urban gaps in terms of basic infrastructure provision (such as schools, 
transport, and housing) are reduced. For a time, some cities adopted radical 
reforms providing the children of migrant workers free access to primary 
education. As education standards are higher in cities than in rural areas, many 
farmers then chose to migrate to cities to give their children a better education, 
which imposed an additional burden on urban governments and facilities. As a 
result, the policy had to be discontinued. 
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Table 6. Social Security Coverage for Local Population and Floating Population (percent) 
 

Social Security Local Population Floating Population 
Informal employment 
 Old-age support 54.8 2.1 
 Unemployment insurance 12.6 0.4 
 Industrial injury 6.0 1.2 
 Health care 32.6 1.3 
Formal employment 
 Old-age support 82.1 29.0 
 Unemployment insurance 39.7 17.8 
 Industrial injury 29.1 31.7a

 Health care 71.4 29.7 
a As the floating peasant workers are engaged in special trades and types of work, the risk of injury is higher than 

that for the local workers; therefore, the percentage cost of their participation in industrial injury insurance in 
regular institutions is higher than that of local workers. 

Source: Population and Labor Economic Research Institute (2005). 
 
Currently, the only channels for farmers’ families to enjoy urban welfare 

provisions are either through buying residential properties or having their 
children attend urban colleges. The government is considering providing welfare 
benefits to migrant workers who have a stable job in a city, because they would 
then be paying taxes. This proposal will need budgetary allocations from both the 
central and provincial governments, as municipal governments cannot carry the 
burden alone. To truly protect the rights and interests of migrant workers—which 
comprise a huge, underprivileged community—more needs to be spent on their 
education, medical care, housing, and pension needs.  
 
B. Improving Management of Public Expenditure on Social Welfare 
 

As the PRC’s economy expands rapidly, government revenues are growing 
steadily (Figure 4). The government’s budgetary revenues, mostly from taxes, are 
on the rise especially after the tax reform in 1994. Moreover, some government 
departments receive extra-budgetary revenues, such as incomes from the auction 
of nonagricultural land. As urbanization progresses, many local governments 
have increased their revenues by making agricultural land available for 
nonagricultural purposes. At present, such revenue sources are not managed as 
part of the budget and are mainly used for funding economic construction 
activities and government operations. If extra-budgetary and extra-system 
revenues are consolidated with budgetary revenues, central government revenues 
in 2006 would account for about 32 percent of GDP.  
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Source: NBSC (2007). 
 
As its financial position improves, the government is better positioned to 

reform the welfare system. Meanwhile, the demand for further public finance 
reform is growing in order to make the government budget fairer, more efficient, 
more transparent, and better functioning. Reform is called for from the following 
perspectives. First, the structure of public spending can be improved. Government 
investment in economic construction activities should be rationalized and 
spending on administrative overhead strictly controlled. Although the former has 
decreased from 64 percent of budgeted expenditures in 1978 to 27 percent in 
2005, it still outweighs spending on social programs (culture, preservation of 
cultural relics, sports, publishing, education, public health, etc.). In the same 
period, administrative costs have ballooned, growing faster than social spending 
(Figure 5). 
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Source: China Statistics Yearbook 2007 (NBSC 2007). 
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Second, budgetary management should be reformed based on sound public 
finance principles. While budgetary revenues and expenditures are well managed 
in the PRC, extra-budgetary and extra-system revenues are not. The latter, in 
particular, are growing rapidly, yet are poorly managed and inefficiently used. 

Third, it is necessary to improve transparency in public finance. 
Government budgets are usually approved and scrutinized by the legislature. In 
the PRC’s case, however, the National People’s Congress (NPC) lacks both the 
time and skills to do so. It is critical to strengthen NPC oversight of both the 
government’s budget and to subject all sources of government revenue to NPC 
scrutiny. Moreover, as spending on social programs is closely linked with the 
needs of the people, it should be made more transparent and involve greater 
public participation. 
 
C. Strengthening the Management Mechanism of the Welfare System 
 

Good governance is crucial to the implementation of sound social policies 
and the progress of welfare reforms. The government still places relatively more 
emphasis on economic growth goals than social development objectives. The 
following issues need to be addressed to improve welfare administration: 

 
(i) The traditional methods of administration—with rural and urban 

regions separated and with different sectors segmented—persist. 
Although the dual administration mechanism has been gradually 
relaxed, problems such as different administrative norms and 
standards for cities and villages remain. For example, management 
standards for the health care system are not the same for urban and 
rural areas. A unified social security system should be the medium-
term goal of government policy. 

(ii) Social security issues are separately managed by multiple 
departments leading to inefficient management. In the 1950s, the 
Labor and Interior ministries were in charge of social security 
administration. After the Ministry of Labor and Social Security was 
founded in 1998, it bore the principal responsibility. The Ministry of 
Civilian Affairs, Ministry of Finance, Ministry of Personnel, and 
Ministry of Health participated in the administration. Problems that 
have become increasingly prominent include unclear management 
roles and functions, severe segmentation among sectors, low degree 
of public scrutiny, and insufficient social security supervision. 

(iii) Targeting remains a problem mainly because of poor management. 
As poverty reduction, minimum living security, and low-cost and 
low-rent housing policies are aimed at certain groups of people, 
effective targeting is important. Taking the minimum level living 
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security as an example, only one third of the eligible population was 
covered by the urban minimum living security in 2004, although 
67.8 percent were qualified for such assistance. 
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Inclusive Growth and the New Phase  
of Poverty Reduction  

in the People’s Republic of China 
MIN TANG 

Despite remarkable achievements in fighting poverty in the past three 
decades, numerous challenges remain for the People’s Republic of China. The 
country’s antipoverty efforts are in a key phase of strategic reorientation. This 
paper analyzes lessons learned from poverty reduction programs in the 
country and identifies key areas to be addressed in the next decade. The paper 
proposes seven policy measures: (i) modifying the poverty threshold to 
redefine poverty targeting; (ii) enhancing financial institutions’ participation 
in poverty reduction programs; (iii) providing more equitable access to 
education; (iv) improving health care for the rural poor; (v) improving the 
minimum living standard support system in both rural and urban areas; 
(vi) putting in place a sound public finance mechanism and improving 
governance in antipoverty efforts; and (vii) enhancing the role of 
nongovernment organizations in poverty reduction programs. 

 
 

I. INTRODUCTION 
 

During recent decades, many developing nations, including the People’s 
Republic of China (PRC), have scored outstanding economic growth. Meanwhile, 
income distribution has worsened to varying degrees in many countries. People 
have increasingly recognized that to achieve sustainable economic growth in the 
long run, the world must aim for faster growth and place even greater emphasis 
on growth of higher quality. As an emerging concept, inclusive growth has 
aroused interest among a growing number of people both inside and outside the 
academic community. 

A variety of elements and dimensions are involved in determining whether 
growth is inclusive. The most important dimension to examine is the effect of 
growth on the well-being of poor people. Poor people, who tend to find 
themselves in a disadvantaged position in development, can have difficulty 
benefiting from the results of development. Therefore, improving the livelihood 
of the poor is a high priority on an agenda for inclusive growth, but has proven 
difficult to achieve. Thus, inclusive growth has been almost equated with pro-
poor growth in some literature (Kakwani, Khandker, and Son 2004). Regardless 
of scholars’ differing viewpoints, the general consensus is that for growth to be 
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inclusive, it must be pro-poor—i.e., growth that is not pro-poor is definitely not 
inclusive. 

During the three decades since the PRC embraced economic reform and 
opened up to the rest of the world, the country has delivered an “economic 
miracle” amid booming industrialization and urbanization. Market-oriented 
economic restructuring has progressed remarkably. People’s living standards 
have improved tremendously and poverty has been reduced considerably. The 
PRC has been able to adequately feed and clothe most of its population. By the 
official PRC poverty line, the number of the country’s rural poor had fallen from 
250 million in 1978 to 23.65 million in 2005. Even by the $1-a-day poverty 
threshold as defined by the World Bank, the number of rural poor and the rate of 
poverty incidence have shown broadly identical downward trends. At the same 
time, education, health, and other social programs have improved to varying 
extents in impoverished regions. Efforts to meet the basic living needs of the 
urban poor have achieved initial success. The PRC has won universal acclaim 
from the international community for its impressive progress in fighting poverty. 

However, as the implementation of the Development-Oriented Poverty 
Reduction Program for Rural China (2001–2010) is drawing to a close and the 
country is adjusting its overall development strategy, the PRC’s antipoverty 
efforts are moving into a new phase of strategic reorientation. Key questions 
confronting both the PRC government, which is pursuing a model of inclusive 
growth, and people involved in the country’s progress in reducing poverty, 
include the following. 

 
(i) Who will be the target for poverty alleviation initiatives after the 

minimum living standard support system in rural areas manages to 
cover the vast majority of the absolute poor?  

(ii) When efforts to build a new countryside program go into full swing 
across the nation, how should the development-oriented approach to 
poverty reduction distinguish itself?  

(iii) As the PRC has elevated its status from a low-income to a middle-
income country, what changes should be introduced in the official 
poverty line that was developed about 20 years ago? 

 
This paper will explore what can be done to further the PRC’s poverty 

reduction efforts in the new phase of development and put future growth on a 
more inclusive footing. The second section focuses on the concept of inclusive 
growth as well as some conceptual discussions. The third section addresses the 
current state of poverty reduction efforts and its challenges. Some 
recommendations for the country’s antipoverty endeavors in the new phase are 
offered in the last section. 
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II. THE CONCEPT OF PRO-POOR GROWTH 
 

A. Definitions 
 
While “inclusive growth” has been attracting attention as a new concept in 

development economics, it has yet to be defined in a uniform and universally 
recognized manner. One view holds that as poor people are the least likely to 
share the benefits of growth, improving their conditions should be a priority in 
pursuing inclusive growth. Inclusive growth, therefore, should be pro-poor 
growth. White and Anderson (2000) define pro-poor growth as a situation where 
poor people enjoy higher income growth than other segments of society. Under a 
definition offered by Kakwani and Pernia (2000), pro-poor growth calls not only 
for poverty reduction, but more equitable distribution of income. Dismissing the 
above definitions as overly tedious, Ravallion and Chen (2003) simply suggest 
that any growth that cuts poverty deserves to be called pro-poor. Under this 
definition, growth should be considered pro-poor unless incomes of poor people 
stagnate or decline.  

Each of the three definitions has some merit and some drawbacks. Under 
the Ravallion and Chen definition, rising incomes of the poor alone make pro-
poor growth possible even if their incomes increase by 1 percent while overall 
economic growth hits 10 percent. Kakwani and Pernia define pro-poor growth as 
economic growth from which the poor can derive more benefit than can the rest 
of society. However, this may lead to a situation where pro-poor growth is 
pursued at the expense of overall economic growth—for example, where poor 
people’s incomes rise by 2 percent while the average growth in incomes is only   
1 percent. While such growth benefits the poor more than other segments of 
society, the total size of the pie is so small that poor people’s standard of living 
does not improve much. 

Ali and Zhuang (2007) define inclusive growth as growth with equal 
access to opportunity. Specifically, inclusive growth stresses two needs: (i) for 
economic growth to create employment and other opportunities for development, 
and (ii) for equalization of opportunities for development. At the policy level, 
inclusive growth requires rapid and sustained economic growth; it also calls for 
increased social equity and inclusiveness by reducing and/or eliminating 
inequality of opportunity. These two dimensions complement each other. High 
economic growth provides opportunities, including opportunities for improved 
equity and greater inclusiveness. If opportunities are not equal and social 
inclusiveness is lacking, economic expansion is not sustainable.  

Felipe (2007) links inclusive growth with employment from another 
perspective. In his opinion, the key to harmonious development is ensuring that 
the incomes of low-income poor people rise faster than those of the rich so as to 
bridge the gap between rich and poor. The poor have to depend on their labor for 
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incomes while the rich earn primarily through capital. Therefore, if the poor’s 
incomes are to grow faster than those of the rich, the poor who have nothing other 
than labor must have access to full employment and enjoy wages that rise faster 
than the growth in the returns on capital. 

 
B. Poverty and Inequality 

 
After defining pro-poor or inclusive growth, an issue of more interest is 

what can be done to make growth more pro-poor. In other words, what kinds of 
policies benefit poor people more than others? Chen and Ravallion (1997) 
examined the effects of growth per se on poverty reduction with data from dozens 
of countries around the world. Their findings reveal that growth itself meant a cut 
in poverty worldwide. By the $1-a-day poverty threshold, the elasticity of poverty 
incidence to economic growth is –2. This means that a 1 percent increase in 
economic activity, on average, yields a 2 percent drop in poverty incidence. 

Naturally, although growth generally leads to a cut in poverty, the effects 
on poverty reduction vary significantly from country to country. Chen and 
Ravallion (1997) found that the effects of the same 2 percent annual economic 
growth on poverty reduction could entail a seven-fold gap in different nations—
while some countries reduced their poverty incidence by just 1 percent, others 
reduced it by up to 7 percent. 

Thus, under what circumstances can growth have greater effects on poverty 
reduction? Researchers find that when considerable income inequality exists in a 
country, its economic growth has rather modest effects on poor people (see, for 
instance, Ravallion and Chen 2001 and Kraay 2004). Ravallion (2004) estimated 
that, on average, a 1 percent increase in economic growth led to a drop of 
4.3 percent in poverty incidence in countries with modest income inequality. The 
same economic growth achieved much less in countries with wider rich-poor 
divides, yielding a fall of no more than 0.6 percent in poverty incidence. 
Improving a nation’s income distribution, therefore, helps make growth more pro-
poor. 

Regarding general macroeconomic and microeconomic policies, the 
literature tends to examine their effects on poverty reduction from such diverse 
angles as international trade, government expenditure, inflation, infrastructure, 
education, health, viability of the legal system, and financial deepening. 
Generally, scholars have no doubt about the positive effects that education, 
health, infrastructure, low inflation, and a well-functioning legal system have on 
poverty reduction. Their disagreements focus on some of the other aspects. One 
involves the effect of increased government expenditure on cutting poverty. On 
one hand, rising government spending helps reduce poverty if it is allocated 
toward improving education, health, and infrastructure. On the other hand, if the 
extra government resources are just used to pay for regular administrative 
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expenses or to support industries or even military activities, then the resources 
may do little to alleviate poverty or may even have negative repercussions. Both 
Calderon and Serven (2003) and Lopez (2004) believed that increased 
government expenditures were conducive to poverty reduction.  

With respect to international trade, Dollar and Kraay (2002) thought that a 
freer international trade contributed positively to poverty reduction while 
Lundberg and Squire (2003) and Lopez (2004) thought it did not. Citing Brazil’s 
embrace of trade liberalization, Kraay (2004) pointed out that workers who were 
less educated saw their wages decline in the wake of trade liberalization while 
those with higher education secured higher salaries. That was why he concluded 
that an expansion of international trade worked against reducing poverty. Similar 
conclusions have been drawn with respect to financial deepening. Most of the 
research literature holds that financial deepening offers increased opportunities to 
the rich. Unless the authorities simultaneously push hard for such measures as 
microfinance and lending to small and medium-size enterprises, financial 
deepening tends to be counterproductive at reducing poverty (Dollar and Kraay 
2002, Calderon and Serven 2003, Lopez 2004). 

 
III. ACHIEVEMENTS AND CHALLENGES 

IN POVERTY REDUCTION IN THE NEW PHASE IN THE PRC 
 

A. Achievements 
 
That the PRC has scored remarkable achievements in fighting poverty for 

nearly three decades is evident. In the early days of reform and opening up, the 
PRC was among the world’s most impoverished nations. By the official poverty 
line, in 1978 the country had a staggering 31 percent incidence of rural poverty 
(NBSC 2006a, 45).  In 1981, under the World Bank’s $1-a-day threshold, 
63.8 percent of the rural population was in poverty. By 2005, using the official 
poverty line, the country had 23.65 million poor rural residents—a poverty 
incidence of 2.5 percent (Figure 1). Meanwhile, education, health, and other 
social programs have developed to varying extents in impoverished regions. The 
PRC has met ahead of schedule many of the targets set forth by the United 
Nations’s Millennium Development Goals, including enrollment of elementary 
and high school students and cuts in maternal and infant mortality. 

Because of its impressive progress in cutting poverty in its large 
population, the PRC has made a major contribution to global efforts to reduce 
poverty. Measured under the threshold of $1 a day, global poverty incidence fell 
from 40.4 to 21.1 percent between 1981 and 2001. During the same period, 
poverty incidence fell from 63.8 percent to below 16.6 percent. Thus, the PRC 
poverty incidence was 23.4 percentage points higher than the world average in 
1981, but had dropped precipitously to 4.5 percentage points lower than the 
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world average in 2001. In 1981, the PRC’s poor accounted for nearly 43 percent 
of the world’s poor; in 2001, the proportion had dropped to only 20 percent. 
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Figure 1. Changes in the PRC’s Rural Poor, 1978–2005
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Amid the transformation of the urban economy and reform of state-owned 

enterprises, some urban residents moved into poverty due to layoffs and 
unemployment in the mid-1990s. Poverty incidence in the urban PRC showed an 
upward trend, especially in some old industrial areas. According to an estimate by 
the Asian Development Bank, the country registered an urban poverty rate of 
4.7 percent in 1998. Bearing in mind the characteristics of urban poverty, 
government put in place an urban antipoverty scheme in which a minimum living 
allowance for the urban poor figured prominently.1 Whatever poverty threshold is 
employed, the PRC has achieved a lot in reducing urban poverty in recent years 
(Zheng and Li 2006).  

To adapt to the changed economic and social realities, the PRC has 
modified its poverty reduction policies and approaches in recent years. First, 
assistance intended for impoverished areas, which used to target the county level, 
has been shifted directly to poor villages. The government has launched a 
massive program to push for poverty reduction at the village level using a 
participatory approach. The shift in targeting from the county to village level is 
designed to ensure that poverty reduction programs and funds will be more 
responsive to the needs of the poor. Second, the government has increased the 
number of programs that will help poverty-stricken communities and people 
enhance their own capacities. For instance, the government has boosted spending 
on skills training in poor areas and implemented the “Sunshine Project”, which 
provides vocational training to rural migrant workers, on a wide scale. The 
numerous pro-rural policies that have been rolled out in recent years have played 
                                                           

1The number of people supported by the minimum living standard support system 
increased from 4.02 million in 2001 to 20.64 million in 2002, and remained at that level. 
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a large role in reducing poverty. For example, the abolition of the agricultural tax 
has fundamentally lightened the burden on farmers. Given the meager income of 
the poor, the exemption from the agricultural tax had an immediate effect on 
reducing poverty. The state’s policy of providing grain-related subsidies has also 
benefited farmers, with particular implications for the poor who primarily depend 
on farming for a living (Zuo 2006). By exempting rural students from tuition and 
fees in recent years, the state has both reduced farmers’ burden of education 
expenditures and provided children from poor families with increased access to 
education. Wider application of the new type of rural cooperative medical 
schemes has improved the living conditions and access to health care of farmers 
who live in poverty due to illness. An across-the-board replication of the 
minimum living allowance for the rural poor, which was launched in 2007, will 
be able to end rural absolute poverty. Due to the combination of these policies, 
the number of people living under the country’s poverty line decreased to less 
than 3 percent of the rural population in 2005. According to the latest statistics, 
between 2000 and 2005, the number of rural residents whose income was below 
$1 a day fell from 62 million to 41 million, a decline of one third (NBSC 2006b). 

As a result of the combined effects of various poverty reduction initiatives, 
impoverished counties achieved growth that was considerably faster than the 
national average growth in grain output, agricultural production, and per capita 
net rural incomes. From 1994 through 2004, impoverished counties achieved an 
annual average 7.5 percent growth in value-added terms, which was above the 
national annual average of 7.0 percent. Their growth in grain output averaged 
1.9 percent per year—3.2 times the national average growth of 0.6 percent. Their 
per capita net incomes rose from CNY648 to CNY1,337 for an annual average 
growth of 12.8 percent—2 percentage points above the national average growth 
(Information Office of the State Council 2005). Between 2002 and 2005, the key 
villages targeted by poverty reduction efforts registered faster increases in per 
capita net incomes than the national average. Their per capita consumer spending 
and expenditure on food grew faster than those of the key counties targeted by 
poverty reduction efforts but more slowly than the national average (CDRF 
2007). 
 
B. Challenges 
 

However, numerous challenges remain for the PRC’s poverty reduction 
efforts.  

 
1. Poverty Threshold Needs Updating 
 
The currently applied poverty line is out of sync with socioeconomic 

advancement. The rural poverty line was set in the mid-1980s. The threshold was 
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based on the monetary value of the food needed to produce nutrition equivalent to 
2,100 calories per person per day plus the monetary value of nonfood 
consumption (NBSC 2006b). This poverty line was compatible with the 
prevailing rural conditions at that time. The same threshold has been applied for 
more than 20 years except for some modifications based on consumer price 
indexes. However, per capita gross domestic product has risen several fold and 
real rural incomes per person have grown 1.38 fold as well. Consequently, the 
poverty line has dropped steadily as a percentage of per capita net rural incomes, 
from 52 percent in 1985 to 21 percent in 2005 (Figure 2). Some studies find that 
the PRC’s rural poverty line as a share of its average rural incomes is among the 
lowest of all countries (CDRF 2007). 
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In fact, some government agencies, including the National Bureau of 

Statistics of China (NBSC), have started to modify the rural poverty line. NBSC 
has come up with an estimated low-income line, which serves as the de facto 
adjusted poverty line. In defining the low-income line, NBSC drew on the World 
Bank’s $1-a-day threshold and revised upward the share of nonfood expenditure 
in the poverty line.2

The poverty threshold varies depending on the level of economic 
development. The poverty line that is used to measure the extent of poverty 
should be appropriately elevated in response to socioeconomic progress. Even the 
threshold of $1 a day is rather modest and is generally applied in low-income 
countries, whereas the PRC has joined the ranks of middle-income countries. 

                                                           
2 The low-income line in the PRC was based on the official poverty line, but increased 

the share of nonfood consumption to 40 percent of total consumption. Therefore, the low-
income line could be viewed as an adjusted official poverty line (NBSC 2006b). 
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Worldwide, middle-income nations usually adopt a poverty line that approaches 
or stays above the threshold of $2 a  day (Table 1). 

 
Table 1. National Poverty Line versus International Poverty Line (percent) 

 
 Share of the 

Population below 
the National 
Poverty Line 

 
Share of the 

Population below the 
$1-a-day Threshold 

 
Share of the 

Population below the 
$2-a-day Threshold 

Low- and middle-income countries 
Brazil 22 7.5 21.2 
PRC 2.5 16.6 46.7 
Indonesia 27.1 7.5 52.4 
Philippines 36.8 15.5 47.5 
Sri Lanka 25.0 5.6 41.6 
Thailand 13.1 < 2 25.2 

High- and middle-income countries 
Argentina 29.0 7.0 23.0 
Chile 17.0 < 2 9.3 
Malaysia 15.5 < 2 9.3 
Mexico 20.3 4.5 20.4 
Panama  6.5 17.1 
Russian Federation  < 2 12.1 

PRC = People’s Republic of China. 
Source: World Bank (2006). 

 
2. Targeting Failures 
 
Another major challenge confronting the country’s poverty reduction 

efforts has been the failure of poor people to benefit as much as the nonpoor from 
poverty reduction programs. The PRC’s development-oriented approach to 
poverty alleviation is targeted at areas instead of individuals. Based on NBSC 
household data, the World Bank estimates that the villages that were designated 
as poverty-stricken in 2001 included roughly 60 percent of the country’s 
population living in absolute poverty and 52 percent of the people below the low-
income threshold. Although the designated poor villages were home to more than 
half of the country’s total population in poverty, poverty reduction programs 
needed better targeting toward the intended beneficiaries. Chen and Ravallion 
(1997) estimate that 84 percent of the people who were living in the designated 
villages in 2001 were nonpoor and 72 percent were not in the low-income 
segment, as determined by the low-income line. The benefits associated with 
poverty reduction programs have often been reaped by middle- or even high-
income households in the designated villages. The nonpoor residents in 
impoverished villages have derived more benefits than have poor residents from 
improved access to roads, power utilities, water supply, and agriculture-related 
industries that were made available under poverty reduction programs. The higher 
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the proportion of nonpoor people, the greater the likelihood that poverty 
reduction resources will miss the poor.  

Furthermore, the requirement to provide local matching contributions for 
poverty reduction programs has excluded poor people from the programs. The 
requirement has been a widespread problem for poverty reduction efforts on a 
village-by-village basis, skills training for prospective migrant workers, credit 
provision oriented to poverty reduction, voluntary relocation, and application of 
science and technology. 

 
3. Insufficient Financing 
 
The third problem has been insufficient financial input. During the past 

two decades, the central government has invested in production-related activity 
over CNY150 billion of the budgetary allocation intended for poverty reduction. 
That comprised 2 percent of the central government’s annual fiscal expenditures. 
The financial institutions issued over CNY160 billion in credit for poverty 
reduction. In addition, the central government spent over CNY10 billion on such 
social programs as education and health in the poverty-stricken parts of the 
country. Meanwhile, local governments invested a minimum of over CNY70 
billion on poverty reduction efforts. Funding for poverty reduction from 
international institutions and civil society is estimated to be in excess of CNY100 
billion (CDRF 2007). 

Efforts to pursue poverty reduction on a village-by-village basis constitute 
a key priority on the agenda for rural poverty reduction in the new phase. The 
idea is to mobilize sizable funding and other resources to considerably improve 
infrastructure, social services, production and living conditions, and industrial 
development in the targeted villages within a relatively short period of time. Such 
efforts are also designed to achieve greater synergy by coordinating the 
implementation of various projects. Under the Development-Oriented Poverty 
Reduction Program for Rural China (2001–2010), the efforts to reduce poverty 
are supposed to cover all the designated villages by 2010. Yet by the end of 2005, 
the initiative had been implemented in just 32 percent of the poverty-stricken 
villages. As a result, nearly 70 percent of the planned tasks would have to be 
performed in the last 5 years of the time line. Vigorous measures and 
considerable resource inputs will be required to complete the remainder of the 
program by 2010. 

Insufficient financial input has been the leading cause of the slow progress 
in the poverty reduction program. Lack of funding explains why the program was 
expanded to only a small number of villages each year. Furthermore, actual 
spending on poverty reduction has fallen far short of what was proposed in the 
program. Based on statistics from 16 provinces, each poor village covered by the 
program requires, on average, a total of CNY2.28 million in poverty reduction 
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funds. However, only the villages in Guangxi, Henan, Jiangxi, Jilin, Ningxia, and 
Xinjiang have received actual investment in excess of CNY500,000. In Hainan, 
Hubei, Hunan, and Qinghai, the average spending on each village was below 
CNY200,000. Such meager amounts cannot lift an entire village out of poverty 
(CDRF 2007). 

 
4. Inadequate Financial Sector Role 
 
The fourth problem has been the inadequate role of the financial sector in 

the poverty reduction program. Loans with subsidized interest have consistently 
represented over half of the financial input intended for poverty reduction. With 
the accelerating pace of the commercialization of the Agricultural Bank of China 
since 2001, the mismatch between the bank’s pursuit of commercial gains and the 
government’s objective of poverty reduction has grown. As a consequence, the 
bank has provided most of the subsidized loans to large and medium-size 
infrastructure projects, which are more efficient and less risky than agriculture 
loans; the leading profitable village-based enterprises; and rich rural households. 
Only a very minimal amount of loans with subsidized interest was provided to 
poor rural households (Zhang et al. 2006). 

Microfinance has been a successful financial approach to poverty reduction 
in many countries. In the early 1990s, international institutions and 
nongovernment organizations (NGOs) introduced numerous microfinance 
programs in the PRC, which delivered a gratifying track record in the early days 
of their implementation. Many achieved a repayment rate of nearly 100 percent. 
However, the achievement was short-lived and, although some microfinance 
programs continue to operate in some areas, most of the programs have failed. 
Microfinance has failed to stay on track in the PRC for various reasons. Most of 
the programs depended on external grants and many were unable to sustain 
themselves when their donors switched to new programs. Microfinance programs 
run by governmental and quasi-governmental institutions were not guided by 
long-term vision and lacked sufficient incentives. Financial markets were also 
inadequately deregulated. Because microfinance programs could not be upgraded 
into formal financial institutions and because they are not integrated into the 
national system for financial supervision, they are not in a position to expand the 
scope of their services by taking deposits. As a consequence, many microfinance 
programs collapsed when their sources of finance dried up.  

 
5. Inadequate Attention to Capacity Development 
 
Fifth, the poverty reduction programs have focused on improving poor 

people’s incomes without due regard to enhancing their capacity to prosper on 
their own. In particular, the government has devoted to the households in 
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financial distress insufficient resources in the areas of education, training, health 
care, and social security. Consequently, such families have been overly burdened 
with paying for social expenditures, with high expenses for education-related 
items, primarily for lodging, food, and transport. In recent years, many small rural 
elementary and junior high schools have been merged or abolished. While 
consolidation helped make educational resources more efficient, it posed a 
challenge to a significant number of rural school-age children, particularly in the 
poor areas. As many of the children from remote poor communities had to stay at 
boarding schools, their cost of living rose dramatically. Similar situations 
occurred in health care. Sample data from the poverty monitoring efforts showed 
that, in 2004, 14.7 percent of rural households, and 29.7 percent of rural 
households in absolute poverty, had family members who were ill yet had 
difficulty securing medical attention due to financial distress (CDRF 2007). 

 
6. Gaps in the Urban Poverty Program 
 
The urban poverty reduction policy that is centered on the minimum living 

allowance for the urban poor has played a key role in mitigating poverty in the 
cities; however, much remains to be done. With the expansion of the urban 
subsistence program across the nation, the number of program recipients started 
to escalate in 1998 and hit 22.47 million in 2003, which accounted for 4.3 percent 
of the urban population (Z. Wang 2006). The current drawback in the program is 
its failure to ensure that all the households living below the local urban 
subsistence threshold can receive an allowance so that their level of income will 
equal the subsistence line. Based on NBSC data from the 2004 urban enumeration 
survey and the minimum living allowance set by 35 large and medium-size cities, 
8.13 percent of the residents in the 35 cities should be program recipients; 
however, the program actually covers only 3.91 percent. Thus, more than half of 
the population below the subsistence threshold was not covered by the program 
(Y. Wang 2006). Another flaw in the current program is its failure to incorporate 
rural migrant workers. Farmers are migrating into cities in increasing numbers, 
and some have joined the urban poor as they suffer from income and job 
insecurity and do not have equal access to social security as urban dwellers3 (Li 
2003). 

 

                                                           
3The poverty rate of rural migrants was about 5.5 percent higher than the urban poverty 

rate. The growing migration of rural labor to urban areas could increase urban poverty. 
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IV. RECOMMENDATIONS FOR POVERTY REDUCTION 
IN THE NEW PHASE

 
While poverty reduction endeavors have progressed remarkably, much 

remains to be done if poverty is to be attacked at its roots. The country’s 
antipoverty efforts are in the midst of a key phase of strategic reorientation. To be 
effective, the pursuit of poverty reduction needs to be guided by new perspectives 
and needs to make fresh breakthroughs. As the PRC is moving into a phase of 
building a moderately prosperous society in all respects, the state can afford to 
devote more physical and financial resources to poverty reduction than was 
previously possible. Also, the state is in a position to elevate the threshold for 
poverty reduction. However, as the PRC remains a developing nation with no 
more than $2,000 of per capita gross domestic product, it has to set its antipoverty 
strategic objectives and specific policies in light of reality and adopt a gradualist 
approach if the desired results are to be achieved. 

In recent years, many academics have worked with government agencies to 
come up with sound recommendations for the country’s poverty reduction efforts. 
Recently, the China Development Research Foundation (CDRF) organized a 
group of scholars to study the poverty reduction policy in the next 10 years. The 
Asian Development Bank, the World Bank, and other multilateral and bilateral 
institutions have also shared their wisdom about the country’s poverty alleviation 
endeavors. The following suggestions draw on these recommendations, integrated 
with the author’s perspective. 

 
A. Modifying the Poverty Threshold 

 
The United Nations Development Programme and the International Labour 

Organisation link poverty with “basic human needs.” In their opinion, such needs 
should include (i) basic physical needs such as food, clothing, shelter, and health 
care; and (ii) basic cultural needs such as education and entertainment. The scope 
of the needs is supposed to expand gradually. The threshold for basic needs 
should keep rising along with economic and social progress. That means the 
income required to sustain and satisfy basic needs—the threshold for absolute 
poverty—should be raised accordingly.  

Another point of view holds that poverty is a relative concept based on 
comparisons between people in terms of income or standard of living. Townsend 
(1962) believed that poverty existed only in relative terms, which meant that as 
far as one segment of society was concerned, their incomes fell far below the 
average level for their society as a whole. In this sense, a low-income segment 
exists as long as income is unequal.  

Under prevailing international practice, developing nations generally adopt 
the concept of absolute poverty whereas developed ones embrace relative 
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poverty. However, even the countries that define a threshold for absolute poverty 
would modify the standard in stages in light of social advancement. 

As discussed earlier, the national poverty threshold was set in the 1980s, 
and is no longer compatible with the country’s current level of economic and 
social development. Even the low-income line defined by NBSC fails to fit the 
PRC’s status as a middle-income developing country. Given that frequent 
modifications to the poverty line are not desirable, the present paper recommends 
adopting the development poverty threshold, as suggested by CDRF, in place of 
the existing poverty line. The development poverty threshold includes the income 
needed for subsistence and to pay for average access to education and health care. 
The development poverty threshold for 2005 was estimated at CNY1,147 per 
capita (CDRF 2007). This development poverty line falls between the two 
international poverty lines, i.e., the $1-a-day and $2-a-day lines. As the 
development poverty threshold is a new concept, much remains to be done before 
it can be used to inform policy making processes. Relevant departments should 
set up a panel of researchers on poverty threshold to address the issue of the 
development poverty line so that a new poverty threshold will be adopted by the 
new 10-year poverty alleviation program (2011–2021). 

 
B. Enhancing Financial Sector Participation in Poverty Reduction  

 
To develop rural finance, it is imperative, first and foremost, to allow 

microfinance institutions (MFIs) and other rural financial institutions to establish 
their presence in the countryside and be granted legal status. The pilot program of 
village banks, rural mutual cooperatives, and microfinance companies that is 
ongoing in six provinces could be replicated in other parts of the country.  

MFIs can be regulated separately from the normal commercial banks. 
Microfinance companies that provide loans only with their own capital may be 
granted increased flexibility. The requirement that commercial banks should have 
full ownership of microfinance companies may be scrapped. The condition that 
commercial banks hold a minimum 20 percent controlling stake in village banks 
could be relaxed. The interest rate ceilings on MFIs should be eased. As a first 
step, an upper limit that is not four times the benchmark interest rate could be 
adopted. Competitive pressures can be used to ensure that MFIs keep innovating 
to cut costs, improve the quality of services, and provide poor residents access to 
financial services on a sustainable basis.  

International experience has shown that MFIs that operate on a purely 
commercial basis will not extend loans to communities and farmers in enormous 
financial distress. MFIs that are not primarily profit-driven, but are wholly or 
partly geared toward the public good, can do a better job operating in poverty 
stricken areas than can commercial finance institutions. Thus, it may be 
appropriate to grant freer entry to MFIs that are entirely or partly committed to 
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public benefits. Initially, such MFIs may be permitted to start microfinance 
companies that provide loans with their own capital. When they become more 
developed, they can be granted wholesale loans by policy-oriented or commercial 
banks.  

Finally, a community investment law applicable to rural areas may be 
passed at an appropriate point. The law should specify a certain percentage of 
loans that must be extended to rural communities to ensure that farmers’ savings 
are used to benefit farmers. 

 
C. Providing More Equitable Access to Education to Combat 

Intergenerational Poverty 
 
As educational attainment has dramatic effects on employment and 

incomes, making education universal has significant implications for the efforts 
to reduce poverty and prevent it from being transmitted from generation to 
generation. Parents in poor families are often financially unable to offer their 
children desirable learning conditions. Special care and policies are needed to 
cater to the educational needs of poor households.  

In areas where rural people live in scattered communities and the students 
have had to travel long distances since the consolidation of elementary and high 
schools, a policy is needed to subsidize the boarding and living expenses of 
students of modest means. Such financial assistance should be sufficiently 
widespread and well-targeted to prevent students from having to drop out of 
school due to the changed education landscape in the countryside.  

To facilitate equal access to education for the children of migrant workers 
in urban areas, special fiscal subsidies may need to be provided to the urban 
schools that enroll such students. The educational authorities are duty-bound to 
help privately run schools for migrant workers’ children with poor teaching 
conditions improve their teaching resources and the quality of teaching. 
Elementary and high schools in the countryside should offer essential care and 
counseling services to students who are left behind by their migrant parents and 
thus lack family care.  

Malnutrition among growing children can retard their development, with 
far worse consequences for them than for adults. To tackle children’s 
malnutrition, many countries have subsidy programs for children’s nutrition, with 
desirable successes. The PRC should launch a nutritional meal program for 
impoverished areas first.  

A special policy is needed to make access to noncompulsory education 
more affordable to the children from urban and rural households in financial 
difficulties. It may be appropriate to significantly cut or completely abolish the 
tuition for such students when they attend state-run universities and vocational 
schools. The state can offer some subsidy to encourage banks to provide students 
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of modest means with loans to cover their living expenses. Private investors 
should be encouraged to run vocational schools for workers who have migrated 
into cities. 

 
D. Improving Access to Medical Services in Rural Areas 

 
Poverty arising from high medical bills remains a prominent challenge, 

especially in rural areas. While the ongoing spread of the new type of rural 
cooperative medical system helps alleviate the challenge to a certain extent, some 
problems remain. As a relatively modest portion of medical expenditures is 
covered by the new type of rural cooperative medical system, the lion’s share of 
health bills continues to be paid for in cash.  

Poor and low-income rural residents struggle to pay their portion of the 
cost. As a result, they tend to be excluded from the scheme or fail to benefit from 
it even if they have participated in it. Therefore, a special subsidy needs to be 
made available to finance the portion of poor residents’ medical bills that they 
have to pay in cash. In addition, it is imperative to properly define the 
relationship between the minimum living allowance for the rural poor, the system 
for medical assistance, and the cooperative medical system. Functioning 
procedures should be put in place to enable migrant workers to reimburse their 
medical expenses incurred outside their area of legal residence.  

The medical markets need further liberalization and monopolies should be 
dismantled by allowing qualified privately run medical institutions and rural 
physicians to enjoy equal entry to the medical services system. Fair competition 
can be used to keep rising medical and pharmaceutical prices at bay.  

The problem of poverty caused by illnesses should be attacked at the 
source. Efforts are needed to improve the countryside’s basic living conditions, 
including access to safe drinking water. To lower the incidence of diseases and 
disabilities, public health efforts must be boosted to prevent epidemics and 
widely disseminate knowledge about health care and disease prevention.  

 
 
 

E. Improving the Social Security System in Rural and Urban Areas 
 
For people who are poor because they are old, weak, sick, disabled, or 

incapable of working, the emphasis should be on putting in place and improving 
the social security system and the system of public services. Since 2006, 
considerable progress has been made in establishing a minimum living allowance 
for the rural poor. According to the latest statistics by the Ministry of Civil 
Affairs, initial successes had been achieved by the end of June 2007 in fostering 
the scheme in the country’s 31 provinces, autonomous regions, and municipalities 
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directly under the central government. The system covered 20.68 million poor 
rural residents. To make the system viable, the eligible recipients must be 
properly identified and the funds intended for the scheme must be well managed. 
The key to a successful system of subsistence for the rural poor lies in 
establishing a fund management system that is prudently regulated and subject to 
public scrutiny as well as a system for democratic appraisal and examination at 
the village level.  

Special attention needs to be paid to the old and the disabled living in 
poverty. It is imperative to explore, on an incremental basis, ways to establish a 
universal old-age support system and a system of annuities for the elderly. Efforts 
should be made to find ways to incorporate into the safety net the unemployed 
urban population, people working in the informal sector, and migrant workers 
living in cities. Rural migrant workers who have been employed for a certain 
period of time (say, 3–5 years) and have made social security contributions 
should be fully eligible for welfare benefits available to urban dwellers, including 
basic medical insurance, children’s education, and low-rent housing. A basic 
social insurance program that covers all urban workers, including migrant 
workers, should be made mandatory. In response to the ongoing structural 
changes involving the foreign trade system and efforts to boost environmental 
protection and energy conservation, special care should be taken to properly 
address the well-being of laid-off migrant workers. They should be offered 
training for new skills and replacement job opportunities in order to prevent them 
from falling back into poverty. 

 
F. Putting in Place a Sound Pubic Finance Mechanism and Improving 

Governance in Poverty Reduction Efforts  
 
The central and provincial governments should continue to increase their 

transfer payments to impoverished regions. The key priorities for poverty 
reduction backed by fiscal funds should be an integrated rural-urban social 
security system and such public services as basic education, health care, and 
wider application of science and technology. Policies involving agriculture-
related subsidies need to be appropriately geared in favor of poor rural 
households so that they can gain from increased output and productivity. To 
make poverty reduction efforts more vigorous and effective, the poverty 
reduction resources that are scattered among government agencies could be 
consolidated so they can be planned and employed in an integrated manner. More 
efforts should be made to improve performance assessment, oversight, and 
accountability over the use of fiscal funds intended for poverty reduction. 
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G. Involving NGOs in Poverty Reduction 
 
Nongovernment organizations can work with much flexibility in the 

antipoverty sphere. They are more likely than other organizations to engage 
closely with grassroots communities and poor rural households. These attributes 
enable NGOs to implement some poverty cutting initiatives effectively. 
Government has good capacity to organize and mobilize resources that provide 
the population living in poverty with social security and basic social services. 
This is beyond the capacity of NGOs, hence it is essential to foster closer 
cooperation between government and NGOs.  

To increase the efficiency with which government funds for poverty 
reduction are used, competition must be introduced over the use of poverty 
reduction resources so that more NGOs operate government-funded poverty 
reduction programs. Government departments responsible for poverty reduction 
should award resources to the most efficient competitors based on their 
performance and credibility and should supervise them in an open and transparent 
manner. For their part, NGOs should keep improving their organizational 
structures and capacities to work effectively so that they can do a good job in the 
fields where profit-driven organizations have no interest and the government has 
no energy to step in. NGOs need to volunteer to subject themselves to 
government and public scrutiny and guidance. 

 
REFERENCES 

 
Ali, I., and J. Zhuang. 2007. Inclusive Growth toward a Prosperous Asia: Policy Implications. 

ERD Working Paper No. 97, Economics and Research Department, Asian Development 
Bank, Manila. 

Calderón C., and L. Serven. 2003. Macroeconomic Dimensions of Infrastructure in Latin 
America. The World Bank, Washington, DC. Processed. 

CDRF. 2007. China Development Report 2007: Overcoming Poverty in Development. China 
Development Research Foundation, Beijing. 

Chen, S., and M. Ravallion. 1997. “What Can New Survey Data Tell Us about Recent Changes 
in Distribution and Poverty?” The World Bank Economic Review 11(2):357–82. 

Dollar, D., and A. Kraay. 2002. “Growth is Good for the Poor.” Journal of Economic Growth 
7:195–225. 

Felipe, J. 2007. Macroeconomic Implication of Inclusive Growth: What Are the Questions. 
Asian Development Bank, Manila. Processed. 

Information Office of the State Council. 2005. “2005 Labor Market Projection.” Labor 
Network. Available: http://www.cei.gov.cn. 

Kakwani, N., S. Khandker, and H. H. Son. 2004. Pro-poor Growth: Concepts and 
Measurements with Country Case Studies. Working Paper 1, International Poverty 
Centre, United Nations Development Programme, Geneva.  

Kakwani, N., and E. Pernia. 2000. “What is Pro-poor Growth?” Asian Development Review 
18:1–16. 

http://www.cei.gov.cn/


INCLUSIVE GROWTH AND THE NEW PHASE OF POVERTY REDUCTION  
IN THE PEOPLE’S REPUBLIC OF CHINA 99 

Kraay, A. 2004. When is Growth Pro-Poor? Evidence from a Panel of Countries. Policy 
Research Working Paper No. 3225, The World Bank, Washington, DC. 

Li, S. 2003. “The Current State and Causes of the Country’s Urban Poverty.” China Economic 
Times. 27 February. Pages 25–32. 

Lopez, H. 2004. Pro-poor-Pro-growth: Is there a Trade Off? Policy Research Working Paper 
No. 3378, The World Bank, Washington, DC.  

Lundberg, M., and L. Squire. 2003. “The Simultaneous Evolution of Growth and Inequality.” 
The Economic Journal 113:326–44. 

NBSC. 2006a. China Statistical Abstract. National Bureau of Statistics of China, Beijing. 
———. 2006b. The Monitoring Report of Rural Poverty in China. National Bureau of 

Statistics of China, Beijing. 
Ravallion, M. 2004. “Pro-poor Growth: A Primer.” Development Research Group, The World 

Bank, Washington, DC. 
Ravallion, M., and S. Chen. 2001. Inequality Convergence. Policy Research Working Paper 

No. 2645, The World Bank, Washington, DC. 
———. 2003. “Measuring Pro-Poor Growth.” Economics Letters 78:93–9. 
Townsend, P. 1962. “The Meaning of Poverty.” British Journal of Sociology 13(3):210–27. 
Wang, S. 2006. “Report on Evaluation of Efforts to Pursue Poverty Alleviation on a Village-

by-village Basis.” Background Paper for China Development Report 2007, China 
Development Research Foundation, Beijing. 

Wang, Y. 2006. “Assessment of Urban Minimum Living Standard Support System.” Statistics 
of Civil Affairs 10:12–8. 

Wang, Z. 2006. “Urban Poverty and the State of Recipients of Minimum Living Allowance.” 
Background Paper for China Development Report 2007, China Development Research 
Foundation, Beijing. 

White, H., and A. Anderson. 2000. “Growth vs. Redistribution: Does the Pattern of Growth 
Matter?” DFID white paper on Eliminating World Poverty: Making Globalisation Work 
for the Poor. Department for International Development, London. 

World Bank. 2006. World Development Indicators. Available: 
http://devdata.worldbank.org/wdi2006/contents/Cover.htm. 

Zhang, T., Y. Cheng, and W. Tian. 2006. “Research on Poverty Alleviation-oriented Loans 
with Subsidized Interest.” Background Paper for China Development Report 2007, China 
Development Research Foundation, Beijing. 

Zheng, F., and S. Li. 2006. “An Analysis of the State of China’s Urban Poverty and Low-
income Population since 1995.” Background Paper for China Development Report 2007, 
China Development Research Foundation, Beijing. 

Zuo, T. 2006. “The Effects of Rural Policies on the Poor Population.” Background Paper for 
China Development Report 2007, China Development Research Foundation, Beijing. 



 

                                                                          
Shi Li is professor and Chuliang Luo is associate professor at the School of Economics and Business, 
Beijing Normal University. The authors would like to thank Min Tang, Justin Yifu Lin, Mai Lu, Minquan 
Liu, and Gang Fan for comments and suggestions. 
 
Asian Development Review, vol. 25, nos. 1 and 2, pp. 100−118 © 2008 Asian Development Bank 

Growth Pattern, Employment, and Income 
Inequality: TWhat the Experience  

Tof TRepublic of Korea and Taipei,ChinaT Reveals  
Tto the People’s Republic of ChinaT 

SHI LI AND CHULIANG LUO 

The People’s Republic of China (PRC) achieved rapid economic growth 
during the last 30 years, but its income distribution has worsened. In contrast, 
Republic of Korea and Taipei,China experienced high growth for several 
decades after the 1950s, while managing to keep income inequality low. This 
paper looks at development experiences of Republic of Korea and 
Taipei,China in the 1950s–1990s, and concludes that the key to achieving 
high growth with low inequality in the two economies was the adoption of a 
growth strategy that promoted development of labor-intensive industries and 
small- and medium-size enterprises. The creation of large amounts of 
employment opportunities to absorb rural surplus labor and reduce urban 
unemployment played a key role in keeping income inequality low. The paper 
argues that to reduce income inequality in the PRC, the government should 
shift to a more labor-intensive development strategy, encourage the 
development of small and medium enterprises, and unify the labor market. 

 
 

I. INTRODUCTION 
 
Many countries have pursued growth as the ultimate objective of economic 

development. The People’s Republic of China (PRC) has done the same, hoping 
that a sufficiently high growth rate will ensure a strong nation and provide the 
population enough food and shelter to lead a comfortable life. The shift to 
market-oriented policies and reform initiatives that the PRC has taken since the 
late 1970s focused on ways to achieve this high growth rate. Thus far, the PRC 
has been quite successful. Between 1979 and 2005, the country’s per capita gross 
domestic product (GDP) increased at an annual rate of 8.4 percent. The per capita 
income for urban and rural households increased at annual rates of 6.9 and 7.0 
percent, respectively (NBSC 2006a). The incidence of poverty fell dramatically: 
between 1978 and 2005, the number of rural poor dropped from 250 million to 
23.65 million, while the rural poverty rate fell from 31 to 2.5 percent (NBSC 
2006b). 
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The PRC’s economic reform program began when the economy was 
largely egalitarian but had serious inefficiencies. Over time, better incentives 
helped increase economic efficiency and accelerate economic growth. However, 
income inequality has increased significantly. In the late 1970s, the World Bank 
estimated the Gini coefficient in the urban and rural areas of the PRC at 0.16 and 
0.31, respectively, and the national Gini coefficient at 0.33 (Zhao and Li 1999). 
The national Gini coefficient rose to 0.45 in 2002 (Li and Yue 2004). By 2005, 
the Gini coefficient in the PRC’s urban and rural areas rose to 0.34 and 0.38, 
respectively (NBSC 2006c). The increases in inequality among urban households 
and widening urban–rural income gaps have been the key drivers of rising 
inequality. 

Policymakers have increasingly become aware of the negative economic 
and social consequences of rising inequality. However, opinions differ in 
government and academic circles. Some analysts view the rising inequality as a 
trade-off with rapid economic growth, and expect that inequality will eventually 
decline at a certain point as predicted by Kuznets’s (1955) “inverted-U curve 
hypothesis.” Others are more concerned. Notably, since the mid-1990s, the PRC’s 
share of wage incomes in GDP has fallen steadily (Figure 1), whereas the share of 
capital incomes has continued to rise, suggesting that increases in inequality have 
occurred largely in the stage of income generation. 
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Shares of Wage Incomes and Consumption in GDP in the PRC

 

GDP = gross domestic product; PRC = People’s Republic of China. 
Source: World Bank (2007). 

 
Unlike the PRC, some of its East Asian neighbors—Japan; Republic of 

Korea (henceforth Korea); and Taipei,China—have experienced high economic 
growth while keeping inequality low. This paper seeks to understand the 
development experiences particularly of Korea and Taipei,China. A corollary 
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objective is to glean from these experiences the lessons that are most applicable 
for the PRC to help sustain a rapid but more equitable growth. 

 
II. GROWTH AND INCOME DISTRIBUTION: 

THEORETICAL DISCUSSIONS 
 
In his inverted-U hypothesis, Kuznets (1955) argued that at the initial 

stages of economic development, as per capita income rises, inequality may 
increase as a result of the shift of labor from the agricultural to industrial sectors 
where wages are much higher. Inequality will reach a maximum at an 
intermediate level of income, and then decline as income levels characteristic of 
an industrialized country are reached. This hypothesis, however, ignores the 
possibility of the existence of surplus labor and unemployment when income 
levels are low. What would happen to income inequality if surplus labor and 
unemployment are taken into consideration? 

This takes us to Lewis’s two sector model of the dual economy (Lewis 
1954). In the Lewis model, there exists a large amount of surplus labor in the 
traditional agriculture sector, providing unlimited supply of labor to the modern 
industrial sector. With labor supply exceeding demand, the industrial wage rate is 
kept at the minimum subsistence level. In this model, therefore, the wage rates for 
agriculture and industry are almost the same, and income gaps between workers 
are small. The major source of income inequality is capital returns.  

The Lewis model does not elaborate on how income distribution evolves in 
the process of industrialization. The labor force may be grouped into three 
categories: those employed in industry, those employed in agriculture, and the 
unemployed or semi-employed. Even if the agricultural wage rate is assumed to 
be equal to the industrial wage rate, as in the Lewis model, there would be 
income differentials between employed and surplus labor. If Kuznets’ assumption 
is valid that the industrial wage rate is higher than the agricultural wage rate, then 
there would also be income differentials between industrial and agricultural labor. 
In other words, whether we introduce the assumption of unlimited labor supply of 
the Lewis model into Kuznets’ inverted-U hypothesis, or introduce the 
assumption of the industrial wage rate being higher than the agricultural wage 
rate into the Lewis model, the result is the same: income inequality will increase 
at the initial stage of economic development. 

The foregoing modifications of the Kuznets hypothesis and Lewis model, 
making them better fit the reality in the PRC, are necessary if they are used to 
explain the relationship between economic development and inequality in the 
PRC, but do not go far enough. This is because, whether in the prereform or 
postreform periods, the PRC economy does not satisfy many of the neoclassical 
economics assumptions as implied in the Lewis model. For example, the labor 
market in the PRC is seriously segmented. When rural laborers were not allowed 
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to migrate to urban areas, the wage rate in the urban industrial sector was set by 
the government, and did not have any link with the wage rate in the agricultural 
sector. When rural laborers were later allowed to migrate, there were still many 
restrictions, leading to a dual labor market in the urban areas—the labor market 
for local urban workers, with the wage rate set by governments, and that for rural 
migrant workers, with the wage rate determined by demand and supply. Only the 
wage rate for migrant workers is somewhat linked to the wage rate in the 
agricultural sector. 

In addition, the PRC labor market is segmented into formal and informal 
ones and, even in the formal sector (government offices, public institutions, and 
medium- and large-size enterprises), wage rates and welfare entitlements differ 
depending on whether a worker has permanent local residency and whether the 
employment is permanent or temporary. The existence of a dual labor market 
with the formal and informal sectors may be a common phenomenon in 
developing countries, but the differentiation of workers with a formal residency 
status from those without is unique to the labor market in the PRC. 

In such a situation, at the initial stage of economic development, the pace 
of increase in income inequality would be faster than that described in the 
Kuznets model. This is because income differentials exist not only between the 
employed and unemployed or underemployed, but also between laborers 
employed in the agricultural sector and those in the industrial sector, between 
workers with different statuses in the urban industrial sector, and between skilled 
and unskilled workers.  

It can be argued that with the coexistence of various types of income 
differentials, the evolution of overall income inequality will depend on the choice 
of the pattern of economic growth—whether it is labor-intensive or capital-
intensive. Compared with a growth pattern that is more capital-intensive, a labor-
intensive growth pattern will create more job opportunities, leading to lower 
unemployment; faster reduction in surplus labor; and earlier arrival of the so-
called “Lewis turning-point”, a point where labor demand and supply are 
equalized.  

The implication of this for income distribution is obvious. When there is no 
unemployment, there will be no income differentials between employed and 
unemployed workers; when there is no surplus labor, income differentials 
between people employed in the agricultural sector and in other sectors will also 
be low and eventually vanish. Furthermore, greater demand for labor, including 
unskilled labor, will push up the wage rate, making it grow faster than otherwise 
under a capital-intensive growth pattern. The faster growth of the wage rate will 
help narrow the income differentials between urban formal sector workers and 
migrant farmer laborers, and between the skilled and unskilled. This will  
increase the share of wage incomes in GDP, further reducing income inequality.  
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III. EXPERIENCES OF KOREA  
AND TAIPEI,CHINA DURING THE 1950s–1990s 

 
After World War II, several Asian economies, particularly Japan; Korea; 

and Taipei,China, achieved rapid economic growth while keeping income 
inequality low. This was lauded in the development literature as a “miracle” 
(World Bank 1993) and new model of Asian economic development (Kuznets 
1988). Of these countries, Japan was the frontrunner and the first Asian country 
to join the ranks of developed nations. Hong Kong, China; Korea; Singapore; and 
Taipei,China followed closely as their economies took off in the 1960s. In the 
early 1960s, Japan completed its structural transformation after achieving the 
“Lewis turning point.” This point was similarly achieved by Taipei,China in the 
early 1970s, and by Korea in the late 1970s (Minami 1968, Kuznets 1988). 

Although Korea and Taipei,China are currently at the same stage of 
development, they differ in their development strategies. Taipei,China focused on 
developing small- and medium-size enterprises (SMEs) and generating jobs that 
helped equalize incomes at an early stage of development. In contrast, Korea had 
a relatively less equal income distribution in its earlier stage of development as it 
initially focused on promoting large-scale enterprises that supported rapid growth 
but failed to create large amounts of jobs, leading to higher unemployment and 
widening income gaps. After the mid-1970s, however, the income gap in Korea 
declined significantly as the country paid greater attention to creating jobs and 
developing SMEs.  

 
A. Income Distribution 

 
Taipei,China’s high growth phase began with land reforms in the early 

1950s. For Korea, the economic boom started with the first 5-year development 
plan in 1962. While the average growth of 23 East Asian economies during 
1965–1990 was the highest in the world (World Bank 1993), the growth rate of 
Korea and Taipei,China was double (Table 1). More importantly, during the 
industrialization process, income distribution in the two economies did not follow 
the Kuznets inverted-U curve. On the contrary, they managed to keep income 
inequality low—and even declining at some points—except during the early to 
middle part of the 1970s in Korea. 
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Table 1. Growth in Gross Domestic Product in Republic of Korea and Taipei,China 
(percent) 

 
Republic of Korea Taipei,China 

Period Growth Rate Period Growth Rate 
1961–1962 4.0 1952–1962 7.9 
1963–1969 10.1 1963–1979 10.0 
1970–1979 9.3   
1980–1989 8.2 1980–1989 8.5 
1990–1995 7.5 1990–1995 7.9 

Sources: CEPD (2006), An (2004). 

 
In the 1950s and 1960s, the income gap in Taipei,China narrowed 

considerably, and remained stable for a long time (Bourguignon et al. 2001). In 
the late 1970s, the income gap began to widen but stayed low. Until 1995, the 
income Gini coefficient remained below 0.32 (Figure 2). The highest Gini 
coefficient was 0.35 in 2001. 

Korea’s income distribution fluctuated in the 1960s. Later in the decade, 
the income gap began to widen and continued to do so until the mid-1970s, with 
the Gini coefficient reaching its highest level at 0.39 in 1976 (Figure 3). The Gini 
coefficient has, however, since dropped, by nearly 20 percent in 1996 from its 
peak in 1976, to the level it was before the economic take-off.  

Interestingly, the trend in the urban–rural income gap in Korea was 
somewhat different from that of the national inequality (Figure 4). The urban–
rural income gap widened sharply in the early 1960s, with the ratio of urban to 
rural incomes reaching 1.7:1. This is common in developing countries at the early 
stage of an economic take-off. By the 1970s, the national income disparity had 
widened but the urban–rural income gap decreased in line with the Kuznets 
hypothesis. This resulted from the migration of rural labor to the cities. 

 

Sources: Deng (2005); Li, Zhang, and Wang (1998); CEPD (2006).
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Figure 3. Gini Coefficients in Republic of Korea
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Figure 4. Urban-Rural Income Gap in Republic of Korea

Source: Zhou (2006).  
 

The experiences of Korea and Taipei,China show that rising income 
inequality is not unavoidable during high-growth periods, and there is no inherent 
relationship between the stages of economic development and income inequality. 
To a large extent, the level of income gap depends on the choice of the pattern of 
growth. 

 
B. Economic Structure 

 
This section analyzes the growth patterns in Korea and Taipei,China and 

explores how these led to declines in income inequality. Economic growth in 
both economies was characterized by significant changes in the economic 
structure. First, changes occurred in terms of the sectoral structure, with the share 
of agriculture in GDP falling, the share of tertiary industry rising, and the share of 
secondary industry fluctuating. Second, both economies became more export-
oriented. 
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Changes in the economic structure in Korea and Taipei,China can be 
examined by studying them in two phases, i.e., before and after 1980 (Table 2 
and Figure 5). Before the early 1980s, the decline in agriculture’s share in GDP 
coincided with the rise in industry’s share, while the contribution made by 
services remained relatively steady. 

Moreover, during this period, industry—particularly manufacturing—grew 
rapidly in response to the fast growth in foreign trade. Limited by the domestic 
market, manufacturing shifted to producing for exports. Taipei,China’s reliance 
on foreign trade increased from 26.7 percent of GDP in 1960 to 95.4 percent in 
1980 (Table 2). After the 1980s, as the manufacturing sector’s share in GDP fell 
and the share of services rose, Taipei,China’s reliance on foreign trade declined 
and stabilized in the 1990s. In Korea, foreign trade stood at about 60 percent of 
GDP in 1990. 

From the early 1980s onward, the importance of the agricultural sector in 
the economy continued to fall in Korea and Taipei,China (Figure 5). By 1990, 
agriculture’s share in GDP dropped to 8 percent in Korea and 3 percent in 
Taipei,China. Meanwhile, industry’s contribution to GDP in both economies also 
began to weaken. This was most evident in Taipei,China between 1980 and 1995, 
when the share of industry in GDP dropped by 11 percentage points (Table 2). 
This period also saw robust growth in services, with its share in GDP growing 
significantly by 16 percentage points. In Korea, industry’s share in GDP did not 
decline, but that of the service sector rose by 5 percentage points between 1980 
and 1990. 

 
Table 2. Changes in Economic Structure in Republic of Korea and Taipei,China (percent) 

 
Economy and Sector 1960 1970 1980 1990 1995 
Republic of Korea

Share in GDP  
 Agriculture 39.9 31.1 14.6 8  
 Industry 18.6 28.4 41.4 43  
  Manufacturing 12.1 19.1 29.6 29  
 Service 41.5 40.5 44 49  
Export/GDP 28.8  
Import/GDP 29.9  
(Export + Import)/GDP 58.7  

Taipei,China 
Share in GDP  
 Agriculture 28 15 8 4 3 
 Industry 27 37 46 41 35 
  Manufacturing 19 29 36 33 28 
 Service 45 48 46 55 62 
Export/GDP 9.3 27.9 47.8 42.0 43.0 
Import/GDP 17.4 26.8 47.6 34.2 40.3 
(Export + Import)/GDP 26.7 52.7 95.4 76.2 83.3 

GDP = gross domestic product. 
Sources: An (2004), Harvie and Lee (2003). 
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Figure 5.
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C. Employment Growth and Structure  
 
Amid significant changes in the economic structure, the level of 

employment rose steadily in both Korea and Taipei,China as the two economies 
grew rapidly. In the case of Taipei,China, the rise in employment can be divided 
into two stages, the first being a period of rapid growth and the second one of 
steady expansion. As Figure 6 shows, between 1965 and 1978 the number of 
employed people rose from 3.7 million to 6.2 million (or about 192,000 
annually), with an annual average growth rate of 4.1 percent. The unemployment 
rate dropped from 4 percent or so in 1960 to less than 1.3 percent in 1980 (Figure 
7). 

During the second stage, employment continued to rise in Taipei,China, 
although at a slower pace. Between 1980 and 1995, the number of employed 
people rose from 6.5 million to 9 million (or about 166,000 annually), with an 
annual average growth rate of 2.2 percent. The unemployment rate rose from 
1.3 percent in 1980 to 3 percent or so in 1985. 
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Figure 6.
(Unit: 1,000 workers)
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The two stages of employment growth in Taipei,China correspond to the 
two stages of change in the economic structure. Rapid growth in manufacturing 
was accompanied by a commensurate increase in employment. As services 
replaced manufacturing to become the new driving force of the economy, 
employment grew steadily but at a slower pace. Between 1965 and 1980, the 
number of people employed in the primary industry (dominated by agriculture) 
decreased rapidly while those employed in the secondary industry (dominated by 
manufacturing) increased rapidly (Figure 8). After 1980, growth in employment 
came mainly from the tertiary industry. 
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In Korea, employment grew rapidly before the late 1970s (Figure 9), 

coinciding with a period of fast growth in the manufacturing industry. The 
unemployment rate dropped from 12 percent in 1960 to less than 4 percent in 
1980 (Figure 10). However, between the late 1970s and mid-1980s, employment 
growth in Korea slowed for several years, and even declined in some years. This 
period was also marked by high unemployment and high inequality. 

 

Source: ILO LABORSTA website (ILO 2007).
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Source: ILO LABORSTA website (ILO 2007).
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The foregoing experiences (changes in economic structures, in 

employment growth and structures, and in unemployment) of Korea and 
Taipei,China illustrate how economic growth can affect the distribution of 
incomes at various stages of development. Before the 1980s, Taipei,China’s 
economy shifted from agriculture to industry. Rapid growth in employment 
narrowed the income gap as evidenced by the decline in the Gini coefficient from 
0.33 in the early 1960s to 0.27 in 1980 (Figure 2). After the 1980s, the share of 
manufacturing in GDP was relatively steady; the rate of employment growth 
slowed; and unemployment rose. This was certainly linked to the widening 
income gap that took place at the same time.  

Korea’s economic development progressed similarly. Before the late 
1970s, rapid growth in employment kept the income gap relatively stable. In the 
few years that ensued, employment growth slackened and the unemployment rate 
began to rise. This led to a widening income gap. 

Undoubtedly, the rapid development of the manufacturing sector and the 
sharp rise in employment played an important role in reducing the income gap in 
both economies. In particular, high wages in the manufacturing sector helped 
reduce income disparities. In Taipei,China, the per capita monthly wages in the 
manufacturing sector rose steadily between the early 1980s and the mid-1990s 
(Figure 11). Between 1979 and 1996, the per capita monthly wages in 
manufacturing rose nearly 4.2 times, with an annual average growth rate of about 
10 percent (CEPD 2006). 
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Source: CEPD (2006).
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Similarly, in Korea, manufacturing wages remained high between 1969 

and 1991. Throughout the 1970s, manufacturing wages grew by 15 percent or 
more each year, and in some years, they rose by as much as 30 percent 
(Figure 12). According to some studies (An 2004), the Government of Korea 
intervened in the labor market in the early years of the economic boom and the 
employees’ bargaining power on wages and/or welfare entitlements was 
suppressed by the government. As a result, the growth rate of nominal wages was 
below the growth rate of productivity. When the market became more liberalized 
in the late 1980s, the wage rate grew faster than that of productivity. 

 

Source: ILO LABORSTA website (ILO 2007).

Figure 12. Monthly Wage and Growth Rates in Republic of Korea’s
Manufacturing Sector
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The rapid growth of wage rates in the labor-intensive manufacturing sector 

caused the proportion of wage incomes in national income to rise, from 40 
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percent in 1960 to 55 percent in 1995 in Taipei,China; and from 37 to 61.2 
percent during the same period in Korea (Table 3).  

In summary, the changes in the economic structure and ensuing increase in 
employment in Korea and Taipei,China ensured that people had the opportunity 
to share the outcomes of growth. The two economies chose a unique growth 
strategy to avoid widening the income gap, a problem commonly encountered by 
developing countries at the early stages of economic development. This growth 
strategy was deployed in two stages. During the first stage, both economies 
vigorously promoted the development of labor-intensive industries, especially 
manufacturing, to absorb surplus labor from agriculture in large numbers, thereby 
reducing unemployment. Consequently, the share of wage incomes in national 
income rose. During the second stage, the growth of the services sector replaced 
manufacturing growth. Because there was no surplus labor left, growth fuelled a 
rise in manufacturing wages that helped limit wage differentials between 
industries, and prevented the income gap from widening. 

 
Table 3. Employees’ Wage Income as a Share of National Income (percent) 

 
 1960 1965 1970 1975 1980 1985 1990 1995 
Taipei,China  39.9 42.0 44.6 49.1 50.3 53.8 55.3 54.9 
Republic of Korea  37.4 31.8 41.4 40.6 52.1 53.9 59.0 61.2 

Sources: CEPD (2006),Bank of Korea (various years). 

 
D. Small and Medium Enterprises and the Growth of Employment 

 
Being the driving force of Taipei,China’s export-oriented economy, SMEs 

played a key role in its economic development. A large number of SMEs helped 
ensure that markets are competitive. More importantly, the labor-intensive 
production technology that SMEs adopted helped generate large amounts of 
employment opportunities. In the manufacturing sector, an enterprise on average 
employs 27 workers, and most factories only employ 10 or less workers (Chen 
2006). In 1971, Taipei,China had 44,054 enterprises in the manufacturing 
industry, 68 percent of which were small-size enterprises that employed 20 or 
fewer workers, and 23 percent were medium-size enterprises that employed more 
than 50 workers (An 2004). These SMEs not only created numerous job 
opportunities, but also helped narrow the urban–rural income gap. 

In the late 1950s, Korea had a limited number of SMEs, with only 0.5 
enterprises per 1,000 people in 1958. Korea began to develop SMEs actively only 
in the late 1970s. By 2004, it had 2.8 million SMEs, nearly 58 enterprises per 
1,000 people (T. Zhou 2006). Some studies show that in 2002, SMEs accounted 
for 99.8 percent of the total number of enterprises, and contributed 42.2 percent 
of total exports (Huang et al. 2005). 
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During the last several decades, Korea and Taipei,China adopted specific 
policies and measures to promote the development of SMEs. Taipei,China started 
the SME promotion policy in the 1960s; the policy gradually evolved into a set of 
supportive measures known as the “supervision plan” for SMEs. Between the late 
1980s and mid-1990s, the authorities at all levels established a special agency to 
support SMEs (Long 2002). In 1990, the Regulations for the Development of 
Small- and Medium-sized Enterprises were adopted. The regulations mandated 
the Ministry of Economy and authorities at all levels to be supervising agencies 
of SMEs; required setting up an SME development fund to improve access to 
credit by SMEs; required the authorities at all levels to set up or assist the private 
sector to set up service centers to provide advisory services to SMEs on business 
management, marketing, and product development; and provided tax reduction or 
exemptions for SMEs (Hong 1999, Long 2002). 

In Korea, various measures were also introduced by the government to 
promote SME development. Measures to support newly established enterprises 
include simplifying requirements for starting a new business; providing starter 
funds; introducing tax reduction or exemptions at the start-up stage; and 
providing advice on marketing plans and business feasibility (Wang and Zhong 
2001). To ensure fair competition, the government amended the financial law, 
fair trade law, and commercial law to create an even playing field for SMEs as for 
large enterprises. The government also spent large amounts of resources on 
promoting technical exchanges between SMEs and large enterprises (Ma 2000). 

To provide financial support for SMEs, Korea established three funds: the 
credit guarantee fund, used to guarantee loans to SMEs; the business starter fund, 
for improving technical prowess and for promoting structural adjustment of 
SMEs; and the mutual aid fund, for preventing enterprises from falling into debt 
and bankruptcy (Wang and Zhong 2001). It also enacted the Special Banking 
Law, which holds the SME banks and the National Bank responsible for SMEs’ 
financial transactions. The Law also requires several large banks to ensure that a 
certain proportion of their loans be provided to SMEs.   

The Government of Korea also took various measures to reduce the risks 
faced by SMEs. After the Asian financial crisis, the government assigned more 
than 40,000 industrial technicians to nearly 10,000 SMEs to help with labor 
shortages, and set up a fund to address unemployment. The government also 
promulgated the Law for Procurement Promotion to support SME development 
and promote the marketing of their products, by specifically requesting 
government departments to buy SME products. It set up export support centers 
that provide SMEs with information on export markets and assist them in 
obtaining ISO certification (Ma 2000). 
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E. The Financial System: Supporting a Labor-Intensive Growth Strategy 
 

Taipei,China did not experience a widening income gap despite rapid 
growth. In Korea, things were somewhat different, with a widening income gap at 
the early stage of the economic take-off. But because Korea turned to the 
expansion of employment as an important goal since the late 1970s, it quickly 
reversed this trend, passed the “Lewis turning point”, and managed to achieve 
rapid growth while keeping inequality low. A key to this success is the adoption 
of a labor-intensive growth strategy characterized by rapid development of SMEs. 
Promoting employment creation requires not only pro-active government 
policies, but also a financial system conducive to SME development. 

First, it is critical to develop a financial system that supports the 
development of SMEs. Among the measures undertaken, Korea established a 
policy-based fund to provide loans to qualified enterprises through specialized 
banks. An SME new business fund provides special loans to SMEs that employ 
new technologies and have export potential (Wen 2005). In Taipei,China, 
financial support for SMEs includes financing, guarantees, and production 
expansion (Zhu and Liu 2001). Financing is also made available by ordinary 
commercial banks. Some government-run savings companies were regrouped into 
professional banks that provide loans for SMEs.  

Second, it is important to liberalize the financial markets and provide space 
for small- and medium-size financial institutions to develop. The experiences of 
Korea and Taipei,China show that, in addition to the government, which provides 
policy loans to SMEs through commercial banks, most lenders to SMEs are small 
and medium-size financial institutions. To promote the development of these 
financial institutions, the financial market needs to be improved and the 
government needs to provide support and assistance in this regard. 

 
IV. LESSONS FOR THE PRC 

 
While the economy has grown rapidly, income distribution has also 

worsened in the PRC. Some studies predict that the PRC will likely reach its 
“Lewis turning point” in the near future. However, whether this will lead to a 
narrowing in the income gap remains uncertain because the mechanism of income 
distribution in the PRC is partly regulated by the market and partly guided by the 
government. In addition, given the serious segmentation in the labor market and 
the social security system, further worsening in income distribution is still a 
possibility. 

The development of many economies is marked by a transition from the 
traditional to the modern economy. This normally progresses in two stages: (i) a 
process of industrialization whereby there is a shift of labor from agriculture to 
industry; and (ii) a transition from a labor-intensive economy to one that is 
capital- and technology-intensive, referred to as a process of capital 
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intensification. Taipei,China underwent its first stage in the 1960s and the mid-
1970s, and started the second in the late 1970s and the 1980s (Huang 2005). 
Korea’s first stage took place 5–10 years later than in Taipei,China. Because the 
Government of Korea initially relied too much on large enterprises, the transition 
process took longer (T. Zhou 2006), with the second stage beginning in the 
1990s, characterized by the rising importance of the tertiary industry in 
generating income and employment.  

In contrast with both these economies, the PRC is still in its first stage of 
transition, which may be completed in 5–10 years. It appears that the PRC is 
taking much longer to complete this stage of transition than Korea and 
Taipei,China did. Part of the reason for this is that the policymakers and the 
academic circle have not paid adequate attention to the economic and social 
implications of this stage of transition; rather, related policies have focused too 
much on promoting the second stage of transition that is still premature for the 
PRC (Lin and Liu 2008). 

The foregoing discussions on growth patterns and income distribution in 
Korea and Taipei,China suggest that the key to achieving high economic growth 
while keeping income inequality low is the adoption of a labor-intensive growth 
strategy conducive to creating employment opportunities and eliminating surplus 
labor in rural areas. The PRC can draw important lessons from these experiences. 

 
(i) The PRC should focus more on employment creation when choosing 

its growth strategy. In the past 20 years, industrial development in 
rural areas and the migration of rural labor to urban areas have 
reduced rural surplus labor. However, the scale of existing rural 
surplus labor remains significant. Moreover, a large number of urban 
workers remain laid-off and unemployed. Therefore, developing 
labor-intensive industries to absorb remaining rural surplus labor and 
unemployed urban workers should be at the top of the development 
agenda for the PRC. As shown by the experiences of Korea and 
Taipei,China, reduction in rural surplus labor and urban 
unemployment helps reduce income inequality.  

(ii) The shift from a capital-intensive to a more labor-intensive growth 
pattern requires reducing monopolistic practices and developing 
SMEs. Despite the fact that the PRC’s income level is lower than 
that of Korea and Taipei,China, its SMEs play a far less important 
role in generating employment than in the two economies. In other 
words, the share of employment by PRC’s large enterprises exceeds 
what is normally associated with its income level.  

(iii) To promote the development of labor-intensive industries and SMEs, 
it is essential to reform the existing investment system, by reducing 
government involvement in the economy at all levels and increasing 
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private investment. The experiences of Korea and Taipei,China show 
that relying on public sector investment to develop SMEs is not 
feasible. In many areas, the PRC should eliminate various obstacles 
that prevent entry by SMEs and allow them to compete with others 
on an equal footing.  

(iv) Promoting SME development also requires the development of 
appropriate financial and fiscal systems. Currently, in the PRC, the 
financial system mainly serves large enterprises, particularly the big 
state-owned enterprises. There is a lack of small banks that cater to 
SMEs. Thus, developing small- and medium-size financial 
institutions should also be part of the SME development strategy. 
Furthermore, the existing collateral requirements constitute 
significant barriers for SMEs to obtain bank loans. There is a need to 
apply a collateral system for SMEs that is different (and less 
restrictive) than that for large enterprises. The banking system 
should be made more responsive to the needs of the SMEs, and tax 
benefits should also be given to them. 

(v) Most importantly, it is essential to develop a unified labor market 
and eliminate all kinds of institutional factors that obstruct labor and 
capital from flowing freely. 
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Income Inequality  
in the People’s Republic of China  

and Its Decomposition: 1990–2004 
TUN LIN, JUZHONG ZHUANG, DAMARIS YARCIA, AND FEN LIN  

This paper estimates income inequality in the People’s Republic of China at 
the national, regional, and provincial levels using extrapolated unit-level 
household income data covering urban and rural populations of 23 provinces 
during 1990–2004. The estimates indicate that income inequality increased 
significantly during the last two decades, but the extent of the increases was 
lower than reported in most sources by about 20 percent when regional 
differences in cost of living are adjusted. The major sources of the increases 
in inequality were found to be within urban inequality and between urban and 
rural inequality, with their contribution increasing, respectively, from 15.7 
and 12.0 percent in 1990, to 34.0 and 30.4 percent in 2004. The between-
region and between-province inequality only accounted for 3.8 and 11.2 
percent, respectively, in 2004.  

 
 

I. INTRODUCTION 
 
The continued high growth in the People’s Republic of China (PRC) since 

it embarked on economic reforms in the late 1970s has been accompanied by 
rising income inequality. During 1985–2006, the country’s real per capita gross 
domestic product grew at an annual average rate of 8.5 percent. The rapid growth 
led to an unprecedented reduction in the incidence of poverty, from 32.5 percent 
in 1990 to 7.1 percent in 2005, measured by the $1-a-day international poverty 
line (Ali and Zhuang 2007). However, the Gini coefficient of per capita income 
also increased, from about 0.30 in the early 1980s to about 0.45 in 2001 at the 
national level (Ravallion and Chen 2007). 

The literature on income inequality in the PRC is extensive. Three types of 
data have been used by researchers: unit-level household survey data, aggregate 
income data, and grouped household survey data. Due to the absence of 
consistent data covering the entire PRC, studies based on unit-level data often 
focus on a particular segment of the population, such as urban households (Cao 
and Nee 2005, Meng 2004) or rural households (Gustafsson and Li 2002), for 
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isolated years.1 Aggregate data, often at the provincial level, have been used to 
investigate the spatial dimension of inequality (Hussain and Zhuang 1994, 
Kanbur and Zhang 2005). More recently, attempts have been made to study the 
PRC’s income inequality by extrapolating unit-level data from grouped 
household income data. Notable examples are Ravallion and Chen (2007) and 
Chotikapanich et al. (2007). Despite these efforts, the picture of income 
inequality in the PRC is still incomplete, and many questions remain unanswered. 
For instance, although the widening spatial disparity and urban–rural income gap 
are often highlighted as the key drivers of increases in the national inequality, 
quantification of their relative contributions using data representative of the entire 
PRC is still absent. 

This paper investigates income inequality in the PRC using data 
representing more than 85 percent of the country’s population. It has two specific 
objectives. The first is to examine the trends of urban, rural, and overall 
inequality at the national, regional, and provincial levels during 1990–2004. The 
second objective is to carry out decomposition analyses to examine and quantify 
to what extent the increases in the national inequality were driven by rural 
inequality, urban inequality, inequality between urban and rural populations, and 
inequalities within and between regions or provinces; including how the relative 
importance of each of these components has changed over time. 

Following Ravallion and Chen (2007) and Chotikapanich et al. (2007), this 
paper uses the extrapolated unit-level data from grouped household income data. 
The grouped data, compiled by the authors from provincial statistical yearbooks 
of 23 provinces for 1990, 1995, 2000, and 2004, are disaggregated by province 
and by rural and urban population. This data set is the most comprehensive and 
up-to-date among similar data sets available in the public domain. Chotikapanich 
et al. (2007) report results based on grouped income data disaggregated only by 
urban and rural populations, not by province. The grouped data used by Ravallion 
and Chen (2007), although disaggregated both by province and by rural and 
urban population, are only up to 2001 and are not available in the public domain.2 
Neither Chotikapanich et al. nor Ravallion and Chen carried out decomposition 
analyses to quantify relative contributions of different components of the PRC’s 
overall inequality. 

For a country as large as the PRC, it is important to consider cross-region 
differences in the cost of living (COL) in estimating income inequality, to avoid 

                                                           
1Although the National Bureau of Statistics of China (NBSC) has conducted household 

income and expenditure surveys of urban and rural populations in all the provinces annually 
since the mid-1980s, NBSC has not released all the unit-level survey data officially.  

2The data set, made available exclusively to the authors by NBSC, is in the form of 
tabulations of income distribution following a standardized design in which households are 
ranked by income per person and all fractiles are population weighted. See Ravallion and Chen 
(2007). 
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biases. This issue has often been overlooked in studies on the PRC’s income 
inequality. Both Chotikapanich et al. and Ravallion and Chen tried to eliminate 
this source of bias by adjusting for urban–rural, but not interprovincial, COL 
differences. Ravallion and Chen found that the national Gini coefficient in 2001 
would be 0.394 when adjusted for COL differences, compared with 0.447 
otherwise. In estimating income inequality, this paper adjusts for both urban–
rural and interprovincial COL differences, the latter being derived from a study 
on province-specific poverty lines (ADB 2001).  

The rest of this paper is organized as follows. Section II discusses the data 
and Section III describes the methodology. Section IV examines income 
inequality in urban and rural areas as well as at national, regional, and provincial 
levels. Section V presents the results of the decomposition analyses. Finally, 
Section VI summarizes key findings and discusses policy implications. 

 
II. DATA 

 
This study uses grouped income data of 23 of the PRC’s 31 provinces, 

separated into urban and rural populations. The data are published in the PRC’s 
provincial statistical yearbooks for the years 1990, 1995, 2000, and 2004. The 
eight provinces not covered are Chongqing, Gansu, Guizhou, Hainan, Jilin, 
Ningxia, Shandong, and Tibet. Chongqing only gained provincial status in 1997. 
Data for the other seven provinces are not available either for rural or urban 
populations, or both. The eight provinces accounted for about 12–15 percent of 
the total PRC population during the study period. Sichuan was also not included 
in 1995 and 2000 due to the lack of data on rural population. 

 
A. Income and Distribution Data 

 
The provincial statistical yearbooks provide grouped net income data for 

rural households and disposable income data for urban households. For rural 
households, the data are in the form of shares of households corresponding to 
various ranges of per capita net income in yuan, such as CNY100–200, CNY200–
300, and CNY300–500. For urban households, the data are mostly in the form of 
per capita mean disposable income corresponding to various percentiles of 
income distribution: 0–10th, 10–20th, 20–40th, 40–60th, 60–80th, 80–90th, and 
90–100th of households. In some cases, distributions are presented in quintiles 
(0–20th, 20–40th, 40–60th, 60–80th, 80–100th) or other percentiles. Since the 
shares and percentiles both refer to households, to estimate distribution of per 
capita income, we used the household size of each income group as the weight.  

Ravallion and Chen highlighted a number of limitations in the household 
survey data. One is that the data do not include imputed rents for own-occupied 
housing. This works toward underestimating income inequality, as richer 
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households tend to live under better housing conditions. Another is that, for rural 
households, although the net income captures imputed values from consumption 
of own-farm production, the imputed values may be underestimated in earlier 
years. This was especially true before the mid-1990s, when public procurement 
prices rather than local market prices were used in valuation and the former 
tended to be lower than the latter. This works toward overestimating urban–rural 
income gaps. A further limitation, which is commonly associated with income as 
a welfare indicator, is that the data do not reflect imputed values of various public 
services, such as health, education, water, and sanitation. Since all of these 
services tend to be better provided in urban than in rural areas, this works toward 
underestimating urban–rural welfare gaps. These three sources of bias will cancel 
each other out to some extent, but maybe not completely. Whether the net effect 
works toward under- or over-estimating income inequality is unclear.  

Apart from these limitations, a number of assumptions were made in 
estimating income inequality, and these assumptions may also lead to biases. The 
first is that, for rural households, the highest income range is sometimes defined 
as “above a certain income level” in the provincial statistical yearbooks, and no 
upper bound is provided. Datt (1998), in his study of rural inequality in India, 
assumed that the upper bound is 1.3 times the lower bound when the upper bound 
is missing for the highest income range. We followed this approach, since after 
examining cases where both the mean income and income range are presented, 
this ratio appears applicable to the rural PRC. For the other income ranges, the 
midpoint is assumed as the mean income unless the actual mean income is 
indicated. Second, in a few cases, only expenditure data are available. In such 
cases, income data were inferred from the expenditure-income ratio of the next 
year when both income and expenditure data are available. Third, in a few cases 
where data on the household size are not available, the household size was 
estimated using the following equation: 

 
α β= +ip i i ph h  

 
where hip is the average household size of the ith income group in the pth 
province; ph  is mean household size of the pth province, and αi and βi are 

estimated by applying ordinary least squares (OLS) regression to the grouped 
income data for each income group, separately for urban and rural populations.  

Last, for several provinces included in the study, grouped income data are 
not available in 1990 or 2004. Under such circumstances, we extrapolated the 
distribution from the nearest year when grouped income data were available. In 
particular, income distribution of urban Hebei in 2004 was extrapolated from 
2005; rural Inner Mongolia in 1990, from 1985; urban Liaoning in 1990, from 
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1995; rural Shaanxi in 1990, from 1992; rural Shanghai in 1990, from 1992; rural 
Xinjiang in 1990, from 1992; and urban Xinjiang in 1990, from 1992. 

 
B. Population Data 

 
Due to the lack of consistent rural and urban population data, this study 

follows many other studies (such as Wan 2007), and uses “agricultural 
population” (nongye renkou) and “nonagricultural population” (fei nongye 
renkou) to derive rural and urban per capita income for all the provinces. This is 
justified by the fact that the sample frames used by the National Bureau of 
Statistics of China (NBSC) in its household surveys are based on the country’s 
household registration system, which differentiates agricultural from 
nonagricultural population. 

 
C. Province-specific Rural and Urban Cost-of-Living Data 

 
The provincial statistical yearbooks report nominal incomes. To estimate 

income inequality—free of biases due to COL differences across provinces as 
well as between urban and rural areas—this study adjusted nominal incomes by 
province-specific rural and urban COL indexes. The adjustment involves three 
steps. The first step is to deflate the nominal incomes by province-specific urban 
and rural consumer price indexes, obtained from provincial statistical yearbooks, 
taking 1993 as the base year. The effect of this adjustment (temporal price effect) 
on inequality proved to be small, consistent with earlier studies (see Liu 2006). 
The second step is to further adjust both urban and rural incomes by province-
specific COL indexes, estimated from province-specific urban poverty lines 
reported in a study on province-specific poverty lines in the PRC (ADB 2001). In 
the third step, since province-specific rural poverty lines were not available, 
following Ravallion, Chen, and Sangraula (2007), we assumed that the urban 
poverty line was 1.37 times the rural poverty line for all the provinces. 

 
III. METHODOLOGY 

 
To extrapolate unit-level data from the grouped income data, the first step 

is to estimate a Lorenz curve. To do this, a general quadratic distribution Lorenz 
curve or a beta distribution Lorenz curve was fitted to province-specific grouped 
income data for urban and rural populations, respectively, with the aid of a 
computer program.3 The beta Lorenz curve takes the form  

 
( ) (1 )γ δθ= − −L p p p p

                                                           
3The program is a STATA-based version of the World Bank’s POVCAL program.   
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and the general quadratic Lorenz Curve takes the form  
 

1
2 2 21( ) [ ( ) ]

2
= − + + + +L p bp e mp np e  

 
where L(p) is the share of the bottom p percent of the population in income, and 
θ, γ, δ, b, e, m, n are parameters to be estimated. Datt (1998) discusses in detail 
the conceptual issues and procedures underlying this approach.  

With the Lorenz curve, unit-level income data can be extrapolated using 
the following relationship:  

 
μ/)(' xpL =

 
where x is the unit-level income, and µ is the mean per capita income of each 
province.4 This states that an individual’s income is the product of the slope of 
the Lorenz curve at the point that he or she represents and the mean income of the 
population. Therefore, in this study, the derivative of an estimated Lorenz curve 
with respect to each observation is multiplied with the mean income of each 
province to extrapolate the unit-level income data. Income data are aggregated 
into national, regional, or provincial data with population as weights. To assess 
the reliability of the extrapolated unit-level data, we compared levels of 
inequality estimated from these data with some of those estimated from actual 
unit-level data and found that the results are close. For example, Dai (2005) 
shows that the Gini coefficients for urban Beijing were 0.16 in 1989, 0.15 in 
1991, 0.20 in 1995, and 0.21 in 2000. In this study, the Gini coefficients for urban 
Beijing were 0.165 in 1990, 0.209 in 1995, and 0.226 in 2000.  

To measure income inequality, we used the Gini coefficient and Theil 
index—the first because of its wide currency and the second because it allows 
decomposing the overall income inequality into contributions by inequalities 
within and between subgroups of the population. The two measures possess the 
property of population independence and satisfy the transfer principle. The latter 
requires that transferring income from a richer person to a poorer one, without 
reversing their ranks in distribution, will lead to a fall in inequality. The 
expression for the Gini coefficient is 

 

2
1

( 1) 2
μ =

− +
= + ∑

n

i
i

nGini i y
n n

⋅

                                                          

 

 

 
4A program developed by the Asian Development Bank was used to generate the 

synthetic income data. 
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where yi is income of individual i, µ is the mean income of the population, and n 
is the number of individuals in the population. The Theil index (T) can be 
computed as: 
 

1

1 (ln( ))
μ μ=

= ∑
n

i i

i

y yT
n

 

 
where yi is income of individual i, µ is the population mean income, and n is the 
number of individuals in the population.  

Assuming that a population consists of h subgroups and the Theil index of 
each subgroup is Tg, the overall inequality of the population measured by the 
Theil index, T, can then be computed as  

 

1 1
(ln( ))

= =

= +∑ ∑
h h

g
g g g

g g g

s
T s T s

p
 

 
where sg is group g’s income share of the total income and pg is group g’s 
population share of the total population. The first summation is the average of the 
Theil indexes of h subgroups weighted by income shares, and gives the 
component of overall inequality that is due to inequality within subgroups. The 
second summation is the Theil index calculated on the mean income of each 
subgroup, and hence gives the component of overall inequality that is due to 
between-group inequality.  

Unlike the Gini coefficient, which is bounded between 0 (indicating 
perfect equality) and 1 (indicating perfect inequality), the Theil index only has a 
lower bound of 0 (indicating perfect equality) but does not have an upper limit. 
However, it can be shown that the value of the Theil index is 1 for an inequality 
that is slightly above the equivalent to the frequently cited 80:20 distribution, that 
is, 80 percent of the wealth is owned by 20 percent of the population.  

 
IV. EMPIRICAL RESULTS 

 
Using the extrapolated unit-level data, we are able to estimate income 

inequality at national, regional, and provincial levels for 1990–2004. Both 
nominal income and real income—adjusted by COL differences across provinces 
and between urban and rural areas—are used in the estimation. 
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A. Income Inequality: Graphical Representations  
 

We start the analysis by graphically showing shifts in income distribution 
during 1990–2004. Figure 1 plots the kernel probability density estimates of the 
nominal and COL-adjusted per capita income of the 23 provinces. Income 
distribution became more and more dispersed over time, suggesting rising 
inequality. However, there is a big difference between the probability densities of 
nominal incomes and of COL-adjusted real incomes. After adjusting for COL 
differences, the changes in the dispersion of income distributions over time 
became much less significant. This suggests that if COL differences are not 
adjusted, income inequality will be overestimated. Figure 2 plots the kernel 
probability density estimates of COL-adjusted real income for urban and rural 
populations. Clearly, the changes in dispersion of income distributions over time 
were more pronounced for urban than for rural population. 
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Figure 1. Shifts in Income Distribution in the PRC (National Level), 1990–2004

 
COL = cost of living; PRC = People’s Republic of China. 
Source: Authors’ estimates. 
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Figure 2. Shifts in Income Distribution in the PRC (Urban and Rural Areas), 1990–2004

 
COL = cost of living; PRC = People’s Republic of China. 
Source: Authors’ estimates. 
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B. Gini Coefficients and Theil Indexes 
 
1. National Income Inequality 
 
Table 1 reports the national Gini coefficients and Theil indexes of per 

capita income estimated from the extrapolated unit-level data. In the case of 
nominal income, the Gini coefficient was 0.345 in 1990 and 0.456 in 2004. In the 
case of COL-adjusted real incomes, the Gini coefficient was 0.287 in 1990, and 
increased to 0.387 in 2004. Comparing the results from nominal incomes with 
those of the COL-adjusted real income, the difference is quite significant. Not 
allowing for COL differences overestimates the Gini coefficients by about 20  
percent. The trend of the Theil index is similar to that of the Gini coefficient—the 
Theil index was 0.194 in 1990 and increased to 0.365 in 2004. However, after 
adjusting for COL differences, the Theil index only increased from 0.135 in 1990 
to 0.256 in 2004. COL-adjusted national Gini coefficients and Theil indexes are 
also plotted in Figure 3.  

 
Table 1. The PRC’s National Income Inequality, 1990–2004 

 
 Theil Index Gini Coefficient 

 Nominal COL-Adjusted Nominal COL-Adjusted 
1990 0.194 0.135 0.345 0.287 
1995 0.264 0.177 0.397 0.329 
2000 0.284 0.199 0.411 0.347 
2004 0.365 0.256 0.456 0.387 

COL = cost of living; PRC = People’s Republic of China. 
Source: Authors’ estimates. 
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Figure 3. COL-Adjusted National Gini Coefficients
and Theil Indexes in the PRC, 1990–2004

 
 
COL = cost of living; PRC = People’s Republic of China. 
Source: Authors’ estimates. 
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2. Inequality in Urban and Rural Areas 
 
Table 2 shows that inequality increased in both urban and rural areas 

during 1990–2004. Rural inequality was greater than urban inequality in 1990, 
and the difference was quite significant, whether measured by the Gini coefficient 
or Theil index, and whether using nominal income or COL-adjusted real income. 
But the pace of increase for urban inequality was much faster than that of rural 
inequality, resulting in a convergence between the two: in 2004, they were very 
close, although rural inequality was still slightly higher than urban inequality. 

 
Table 2. Rural and Urban Income Inequality in the PRC, 1990–2004 

 
Theil Index Gini Coefficient 

 Rural Urban Rural Urban 
Nominal Income 

1990 0.161 0.081 0.307 0.220 
1995 0.191 0.120 0.334 0.268 
2000 0.200 0.148 0.346 0.300 
2004 0.214 0.200 0.349 0.341 

COL-Adjusted Real Income 
1990 0.141 0.069 0.290 0.205 
1995 0.156 0.086 0.305 0.229 
2000 0.170 0.116 0.319 0.268 
2004 0.188 0.169 0.329 0.318 

COL = cost of living; PRC = People’s Republic of China. 
Source: Authors’ estimates. 

 
3. Inequality by Region 
 
We also looked at the inequality by region. For this purpose, we divided 

the 23 provinces into three regions: 
 

(i) the coastal region includes Beijing, Fujian, Guangdong, Guangxi, 
Hebei, Jiangsu, Liaoning, Shanghai, Tianjin, and Zhejiang; 

(ii) the central region covers Anhui, Heilongjiang, Henan, Hubei, 
Hunan, Inner Mongolia, Jiangxi, and Shanxi; and 

(iii) the western region consists of Qinghai, Shaanxi, Sichuan, 
Xinjiang, and Yunnan. 

 
Figure 4 plots the three regions’ Gini coefficients and Theil indexes of per 

capita income, adjusted by COL differences. In 1990, the coastal and western 
regions had more or less the same level of inequality, and the central region had 
the lowest level of inequality among the three regions, whether measured by the 
Gini coefficient or Theil index. During 1990–1995, inequality rose for all the 
three regions, with that of the western region rising the fastest. During 1995–
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2000, inequality continued to rise in all the three regions, but there was a notable 
reduction in the pace, especially in the western and coastal regions. During 2000–
2004, however, the pace of increase in inequality accelerated in the coastal region 
but was reduced in the western region, while inequality in the central region 
continued to rise at more or less the same pace as in the past 10 years. 

 
Figure 4. Regional Income Inequality in the PRC, 1990–2004
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COL = cost of living; PRC = People’s Republic of China. 
Source: Authors’ estimates. 
 
4. Inequality by Province 
 
The province-specific unit-level data extrapolated from the grouped 

income data also allow us to estimate inequality by province. Figure 5 plots the 
Gini coefficients and Theil indexes of 23 provinces for 1990, 1995, 2000, and 
2004. Xinjiang had the highest level of inequality in all 4 years. Qinghai and 
Shaanxi were in the top five most unequal provinces in all 4 years.  
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(Gini Coefficients), 1990–2004

 
 
COL = cost of living; PRC = People’s Republic of China. 
Source: Authors’ estimates. 

 
5. Comparison with Other Studies 
 
Table 3 compares the Gini coefficient estimates of this study with those of 

Ravallion and Chen (2007). We found that, in the case of nominal incomes, our 
estimates are very close to those of Ravallion and Chen (although most were 
slightly lower), whether we look at national, urban, or rural inequality. For 
instance, in 1990, our estimates of national, urban, and rural inequality are 0.345, 
0.307, and 0.220, respectively, compared to 0.349, 0.299, and 0.234, respectively, 
as reported in Ravallion and Chen. For 2000, our estimates are 0.411, 0.346, and 
0.300, and the corresponding estimates of Ravallion and Chen are 0.438, 0.358, 
and 0.319. In the case of COL-adjusted incomes, our estimate of national 
inequality is only 0.347 in 2000, compared with 0.385 of Ravallion and Chen. 
This difference is largely because Ravallion and Chen only adjusted for urban–
rural COL differences, while our adjustment of COL differences also covers the 
interprovincial dimension. 
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Table 3. Comparison with the Gini Coefficients Reported in Other Studies 
 

Source  1990 1995 2000 2004 
National Inequality      

This study (nominal)  0.345 0.397 0.411 0.456 
Ravallion and Chen (nominal) 0.349 0.415 0.438 – 
This study (COL-adjusted) 0.287 0.329 0.347 0.387 
Ravallion and Chen (COL-adjusted) 0.316 0.365 0.385 – 

Rural Inequality     
This study (nominal)  0.307 0.334 0.346 0.349 
Ravallion and Chen (nominal) 0.299 0.340 0.358 – 
This study (COL-adjusted) 0.290 0.305 0.319 0.329 

Urban Inequality     
This study (nominal)  0.220 0.268 0.300 0.341 
Ravallion and Chen (nominal) 0.234 0.283 0.319 – 
This study (COL-adjusted) 0.205 0.229 0.268 0.317 

– means data not available. 
COL = cost of living; PRC = People’s Republic of China. 
Source: Ravallion and Chen (2007) and authors’ estimates. 
 
C. Income Inequality: Decomposition 
 

A major advantage of the Theil index as an income inequality measure 
compared with others such as the Gini coefficient is that it allows one to 
decompose the income inequality of a population into contributions by 
subgroups. Assessing each subgroup’s contribution to the overall inequality sheds 
light on where the income inequality comes from, as well as the policies to 
address it. In the case of inequality in the PRC, we have not seen decomposition 
analysis using unit-level data covering about 85 percent of the population. 

 
1. Inequalities within and between Regions 
 
One of the commonly cited causes of rising income inequality in the PRC 

is the widening income gap between coastal and interior regions. However, to 
what extent the spatial inequality has contributed to the PRC’s overall income 
inequality is still not well understood. Efforts to decompose inequalities into 
between-region and within-region inequalities often use data in the form of 
provincial mean incomes, rather than unit-level incomes. Such decomposition 
cannot assess the importance of the spatial dimension in causing the increases in 
national income inequality. With the extrapolated unit-level data, we can answer 
this question. The results are shown in Figure 6.  
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Figure 6. Decomposition of the PRC’s Inequality by Region
(Theil Index), 1990–2004
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COL = cost of living; PRC = People’s Republic of China. 
Source: Authors’ estimates.  
 
During 1990–2004, the absolute level of income inequality increased both 

within and between regions, whether measured in nominal incomes or COL-
adjusted real incomes. In terms of relative contributions, however, the picture is 
mixed. In the case of COL-adjusted real incomes, the contribution of the 
between-region inequality was less than 1 percent in 1990, and only increased to 
3.8 percent in 2004; i.e., interregional inequality in the PRC is very insignificant 
compared with intraregional inequality. This contrasts with the common 
perception that rising interregional inequality has been a key driver of rising 
inequality in the PRC during the last two decades. Even if we look at nominal 
incomes, the contribution of between-region inequality fluctuated around           
10 percent during 1990–2004. This result is in stark contrast with earlier studies 
that concluded that interregional inequality was rising rapidly and accounted for 
the majority of the PRC’s inequality (for example, Wan 2007). Such studies used 
the provincial mean income data to come up with intraregional inequality, 
therefore masking the inequality that occurs within each province and 
understating the magnitude of intraregional inequality and its contribution to 
overall inequality.  

Among the components of intraregional inequalities, the contribution of 
the coastal region increased from 45.5 percent in 1990 to 47.1 percent in 2004 
using COL-adjusted income; and from 48.4 to 51.5 percent in 2004 using 
nominal income. However, the contributions of both the western and central 
regions decreased during 1990–2004. In the case of COL-adjusted real income, 
the contribution of the western region declined from 18.2 percent in 1990 to 15.1 
percent in 2004, and for the central region from 36.0 to 34.0 percent. 
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2. Inequalities between and within Provinces 
 
Decomposition of overall inequality into between- and within-province 

components also shows that the “within” component has been the driving force of 
the rising inequality in the PRC (Figure 7). In the case of nominal incomes, 
contributions of between- and within-province inequality remained quite stable 
during 1990–2004, at about 21–23 percent and 77–79 percent, respectively, 
except in 1995 when between-province inequality increased to 26 percent while 
that of within-province inequality declined to 74 percent. In the case of COL-
adjusted real incomes, within-province inequality actually increased, from 86 
percent in 1990 to about 89 percent in 2004, while between-province inequality 
declined from about 14 percent in 1990 to about 11 percent in 2004. Given the 
relatively small magnitude of the contribution of interprovincial inequality to 
overall inequality, these results suggest that the rising inequality in the PRC 
during 1990–2004 was largely driven by inequality within each province. The 
most important drivers of national inequality were Guangdong, Henan, Hunan, 
Jiangsu, and Zhejiang.5  
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COL = cost of living; PRC = People’s Republic of China. 
Source: Authors’ estimates.  

 
3. Inequalities between and within Urban and Rural Sectors 
 
Figure 8 shows the components of inequality decomposed by between 

urban–rural inequality, within rural inequality, and within urban inequality. 
Income inequalities between rural and urban areas and within the urban area were 
rising fast and together accounted for two thirds of national inequality in 2004. In 

                                                           
5Province-specific Theil indexes are not reported in this paper but are available on 

request. 
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the past, the rural areas contributed more to total inequality than the urban areas 
and the rural–urban disparity, but the trend has reversed over time. In 1990, 
income inequality within the rural areas accounted for 72 percent of national 
inequality (adjusting for COL), while income inequality within the urban areas 
and between rural and urban areas together accounted for the rest. In 2004, the 
contribution of within-rural inequality declined to less than 36 percent; within-
urban inequality increased to 34 percent; and between urban–rural inequality 
sector increased to more than 30 percent.  
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COL = cost of living; PRC = People’s Republic of China. 
Source: Authors’ estimates.  

 
V. SUMMARY AND CONCLUSIONS 

 
This paper investigates changes in income inequality in the PRC during 

1990–2004 using unit-level data that were extrapolated from grouped income 
data of 23 provinces, covering both rural and urban households and representing 
more than 85 percent of the PRC population. Key results are summarized as 
follows. 

First, at the national level, the Gini coefficient of per capita nominal 
income increased from 0.345 in 1990 to 0.456 in 2004. But after adjusting for 
interprovincial and between urban–rural COL differences, the Gini coefficient 
increased from 0.287 in 1990 to 0.387 in 2004. These figures suggest that without 
adjusting for COL differences, the Gini coefficient could be overestimated by 
almost 20 percent. 

Second, income inequality increased in both urban and rural areas, but 
urban inequality increased at a much faster pace. Nevertheless, in 2004, rural 
inequality was still higher than urban inequality, with the Gini coefficient of 
0.349 and 0.341, respectively, using nominal incomes, and 0.329 and 0.318, 
respectively, after adjusting for COL differences.  
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Third, the coastal, central, and western regions all had increases in income 
inequality during 1990–2004. During 1990–1995, the increase was most 
pronounced in the western region; during 2000–2004, the increase was largest in 
the coastal region. In 2004, inequality was the highest in the western region, 
followed by the coastal region and central region. Across provinces, income 
distribution was constantly most unequal in Guangdong, Qinghai, Shaanxi, and 
Xinjiang; and constantly more equal in Beijing, Jiangxi, Shanghai, and Tianjin.  

Fourth, from the decomposition analysis, we found that, during 1990–
2004, the rising inequalities between urban and rural areas and within the urban 
sector were the major sources of the increases in national inequality. In 1990, 
after adjusting for COL differences, the between urban–rural inequality and 
within-urban inequality accounted for 12.1 and 15.7 percent, respectively, of the 
national inequality; in 2004, the contribution increased to 30.4 and 34 percent, 
respectively. While the within-rural inequality also increased, the extent of the 
increase was smaller and, consequently, its contribution to national inequality 
declined from more than 70 percent in 1990 to about 36 percent in 2004. 

Fifth, decomposing national inequality by region, we found that during 
1990–2004, inequality within the coastal region contributed the most to national 
inequality, and inequality within the western region had the most rapid increase. 
Compared with intraregional inequalities, interregional inequality (i.e., inequality 
between the coastal, central, and western regions) contributed little to national 
inequality: 10 percent in the case of nominal incomes and less than 4 percent after 
adjusting for COL differences in 2004. This is in sharp contrast to the common 
perception that rising regional inequality is one of the key drivers of inequality at 
the national level in the PRC. 

Sixth, decomposing national inequality by province, we found that the 
within-province inequality was the major source of national inequality. After 
adjusting for COL differences, the contribution of the within-province inequality 
to national inequality increased from 86 percent in 1990 to 89 percent in 2004, 
while the contribution of the between-province inequality declined from 14 to 
11 percent during the same period. These figures further show that rising regional 
inequality was not a major driver of the increases in national inequality in the 
PRC. We also found that the biggest contributors to national inequality in 2004 
were Guangdong, Henan, Hunan, Jiangsu, and Zhejiang.  

These results suggest that the most effective ways of reducing overall 
inequality in the PRC are to narrow the income gap between urban and rural areas 
and to reduce income inequality among the urban population. Regional income 
disparity (between coastal and western regions and among rich and poor 
provinces) remains large and needs to be reduced; however, because it is not a 
major source of inequality, the impact of this reduction on inequality at the 
national level may be limited. But reducing regional income disparity is very 
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important for poverty reduction, because the majority of the poor population in 
the PRC is located in the western region.  
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Financial Structure, Development of Small  
and Medium Enterprises, and Income 

Distribution in the People’s Republic of China 
MINQUAN LIU AND JIANTUO YU 

Since the 1980s, income disparity has increased significantly in the People’s 
Republic of China, largely as a result of widening urban–rural income gaps. 
The urban–rural inequality stems from the dual economic structure between 
urban and rural areas as well as the insufficient development of 
nonagricultural industries and township and village enterprises in rural areas. 
The economic divergence across regions can also be related to the unbalanced 
development of small and medium enterprises (SMEs). Promoting the 
development of SMEs in rural areas and economically underdeveloped 
regions could help reduce urban–rural and regional income inequality. 
However, a banking structure dominated by the four state-owned commercial 
banks is not conducive to the development of SMEs and thus not conducive to 
reducing the present economic disparity. 

 
 

I. INTRODUCTION 
 
The economy of the People’s Republic of China (PRC) has been growing 

at about 9.5 percent annually during the last three decades. Rapid growth has 
brought about a dramatic improvement in the standard of living and a significant 
reduction in the number of people living in extreme poverty. However, income 
inequality has widened. The country’s Gini coefficient of per capita income at the 
national level has reached about 0.45 without adjusting for cost of living 
(Ravallion and Chen 2007, Li and Zhao 2006). This rising inequality could create 
social tensions and undermine economic and social stability.  

Many decomposition studies find that the rising income inequality between 
urban and rural areas has been one of the major sources of increase in national 
inequality. According to the survey done by the Chinese Academy of Social 
Sciences in 2002, decomposition of the Theil Index demonstrates that the 
contribution of urban–rural income disparity to overall income disparity has 
reached more than 40 percent (UNDP and CDRF 2005). Using extrapolated unit-
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level household income data covering urban and rural populations of 23 
provinces during 1990–2004, Lin et al. (2008) also find that, after adjusting for 
cost-of-living differences, urban–rural inequality accounted for 12.1 percent of 
national inequality in 1990, and increased to 30.4 percent in 2004. In addition, 
the analysis shows that, in 2004, interprovincial income inequality contributed 
11.2 percent of national inequality.1 Many studies have looked at the causes of 
rising inequality in the PRC, some taking the perspective of the urban–rural dual 
structure, some looking at the role of regional development strategies, and some 
focusing on regional differences in the role of nonfarm industries and township 
and village enterprises (TVEs) (Li and Zhao 1999, Zhu 1994, Wang and Fan 
2005).  

It is only recently that financial factors’ impacts on income distribution 
have been discussed. Following the works of, among others, Greenwood and 
Jovanovic (1990), Galor and Zeira (1993), and Banerjee and Newman (1993), the 
relationship between financial development and income inequality in the PRC has 
attracted much attention. Zhang et al. (2003), Wen et al. (2005), Fang (2006), and 
Zhang and Zhan (2006) carried out in-depth analyses of the impact of the PRC’s 
financial development on its income distribution. However, few analysts have 
looked at the relationship between the financial structure of an economy and 
income inequality. This paper argues that the structure of the PRC’s financial 
system, through its impact on the development of small and medium enterprises 
(SMEs), is one of the critical factors contributing to the country’s rising income 
inequality.  

The rest of this paper is organized as follows. Section II examines the 
relationship between the development of SMEs and income distribution, focusing 
on the role of TVEs in reducing the urban–rural income gap and narrowing 
regional economic disparity. Section III describes the structure of the financial 
system, and discusses why it has affected the development of SMEs and its 
implications for income distribution. Section IV summarizes key findings and 
provides policy recommendations for reducing income inequality in the PRC.  

 

                                                           
1Based on some studies, the contribution of regional inequality to overall inequality is 

even higher. For example, using province-level income statistics, Wang and Xu (2006) find 
that the average contribution of regional inequality is more than 20 percent of overall 
inequality. Tang et al. (2006), using household survey data collected by the Urban Survey 
Team of the National Bureau of Statistics of China, estimates that 40 percent of urban income 
disparity comes from provincial differences. Wang et al. (2006) find that, during 1978–2003, 
over 50 percent of rural income inequality comes from regional disparity. Thus, the 
contribution of the regional factor varies among different studies based on different data 
sources, and the use of province-level data might result in overestimation of the contribution of 
the regional factor.  
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II. DEVELOPMENT OF SMEs AND INCOME DISTRIBUTION 
 

The development of SMEs helps improve income distribution for at least 
two reasons. First, SMEs have lower technological thresholds and are more labor-
intensive than large firms, and hence can generate more employment 
opportunities with the same amount of capital. Second, SMEs also help improve 
access to markets by dispersed rural households. Better access to markets 
increases the value-added of farm products, enhances rural incomes, and reduces 
income disparity between urban and rural areas and among regions. 

 
A. Development of SMEs and the Urban–Rural Income Gap 

 
The wide urban–rural income gap has been a long-standing issue for the 

PRC. During the prereform period, a development strategy was implemented that 
favored urban areas and the industry sector (Cai 2003). Under this strategy, prices 
of industrial products were kept artificially high and those of agricultural 
products artificially low through centralized allocation of goods and materials, 
thus creating unfavorable terms of trade for the agriculture sector. Collective 
farming distorted incentives for peasants, leading to low agricultural productivity. 
Labor mobility from rural to urban areas was controlled administratively through 
the hukou system, accompanied by a dualistic welfare system favoring urban 
residents. Investment priorities were biased toward state-owned enterprises in 
urban areas. Together, these factors resulted in large and persistent income gaps 
between urban and rural households. 

Economic reforms since 1979 have helped bridge the urban–rural divide 
through greater reliance on market forces in resource allocation. Farmers have 
gained more control over what they produce. But the income gap between rural 
and urban areas has remained significant and is likely to persist, partly because of 
limited income opportunities for rural residents and partly because of the 
continuation of institutions and policies that helped create the urban–rural divide, 
such as the hukou and associated welfare systems. 

Farmers earn income from both farming and off-farming activities. Due to 
constraints in human capital, land conditions, and production technologies, the 
ability to increase income from farming has been limited. An effective way to 
close the urban–rural income gap is to increase rural incomes by creating more 
off-farm employment opportunities. However, since the hukou system has made 
labor migration costly, the development of local SMEs, especially TVEs, gains 
increasing importance as they promote the transfer of labor from agricultural to 
nonagricultural sectors within the same locality. 

In rural areas, most TVEs are SMEs. The third national industrial census 
indicated that, in 1995, over 99 percent of the TVEs were small- or medium-size, 
and township industrial SMEs accounted for 90 percent of all SMEs in the 
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country. Promoting the development of nonagricultural industries through TVEs 
is both necessary and viable. The marginal yield of capital of nonagricultural 
industries in rural areas far exceeded that in urban industries in the 1990s, and its 
rate of increase was 4.3 times that of urban industries between 1990 and 2001 
(World Bank 2004). 

The development of TVEs in the past 30 years has transferred a significant 
number of rural households from farming to off-farm employment. From 1978 to 
2002, the value-added by TVEs grew at an average annual rate of 17.2 percent, 
and the number of employees in TVEs grew at an average annual rate of 
6.7 percent. Farmers, on a per capita basis, received an average of CNY1,100 
from TVEs in 2005, accounting for 34 percent of their total per capita income 
(Zhou and Hu 2006). As Table 1 indicates, off-farm wage incomes surpassed 
agriculture income and became the most important source of income for rural 
households in 2005.2  

 
Table 1. Per Capita Annual Net Income of Rural Households by Source, 1990–2005 (CNY) 

 
 1990 1995 2000 2005
 Net Income 686.31 1,577.74 2,253.42 3,254.93
 
 Income from wages and salaries 138.80 353.70 702.30 1,174.53
 Income from household operations 518.55 1,125.79 1,427.27 1,844.53

   Agriculture 344.59 799.44 833.93 1,097.71
   Forestry  7.53 13.52 22.44 45.77
   Herding  96.81 127.81 207.35 283.60
   Fishing 7.11 15.69 26.95 42.52
   Industrial 9.15 13.63 52.67 61.13
   Construction 12.18 34.53 46.73 47.12
   Traffic, transportation,  
   post, telecommunications 13.45 27.76 63.63 84.19

   Wholesale, retail, and catering 12.69 34.26 78.54 108.55
   Social services 6.55 17.18 28.09 32.61
   Culture and education 6.86 10.13
   Others 8.49 41.97 60.08 31.19

 Income from properties and transfers 28.96 98.25 123.85 235.87
Sources: China Statistical Yearbook (NBSC 1991, 1996, 2001, and 2006). 

 
B. Imbalances in SME Development and Regional Disparity 

 
The 2005 Report on the Development of Vibrant SMEs in China (NDRC 

2006) noted that SMEs accounted for 99.3 percent of all enterprises, contributed 
55.6 percent of gross domestic product and 46.2 percent of tax revenues; 
produced 62.3 percent of exports; and created 75.0 percent of urban employment. 
The report also shows that 72.4 percent of all these enterprises in 2004 

                                                           
2Wage incomes mainly come from working in local enterprises or doing temporary work 

in another place. 
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(numbering 16,958) were in the eastern region, 16.2 percent in the central region, 
and 11.5 percent in the western region. The number of enterprises in the eastern 
region was 2.7 times those in the central and western region (NDRC 2006).3 The 
correlation between SME development and economic growth across regions and 
provinces is high. Provinces with faster SME development, such as Guangdong, 
Jiangsu, Shandong, and Zhejiang, recorded higher economic growth. In 2002, 
among the state-owned SMEs or nonstate-owned industrial SMEs above a given 
designated size, 4  about 68 percent are located in the eastern region, creating 
78.1 percent of the gross industrial output value (Lv and Sun 2005). 

Lv and Sun (2005) analyzed the factors affecting the divergence in 
provincial economic growth using provincial cross-section data from 1985 to 
2002. Their findings indicate that SMEs significantly affected provincial 
economic growth, helped generate a competitive and efficient market, and 
enhanced economic growth. Moreover, regional disparities in SME development 
were a main cause of regional disparities in economic development and income. 
Lv and Cai (2005) compared the contribution to gross regional industrial output 
value of state-owned SMEs and nonstate-owned industrial SMEs in the three 
regions in 1990, 1995, 2001, and 2002. They find that, in all three regions, SMEs 
contribute more than 50 percent of gross industrial output value, while in the 
eastern region, this contribution is even greater at 60 percent. Lv and Cai also 
compared the contributions to regional disparities in gross industrial output value 
by different types of enterprises. 5 They found that, although varying in degree 
depending on regions and time periods, SMEs, especially small enterprises, are a 
key source of the disparity in industrial growth among the three regions, and that 
on average they contribute more than 40 percent of total disparities in gross 
industrial output value. Therefore, one way to mitigate the gaps in regional 
economic growth and income distribution is to narrow the disparity in the 
development of the SME sector. 

 
III. FINANCIAL STRUCTURE, SME DEVELOPMENT,  

AND INCOME DISTRIBUTION 
 

The development of SMEs depends on a number of factors including 
human capital, production technologies, management skills, protection of 
property rights, business environment, and access to credit. In the PRC, access to 

 
3 Vibrant SMEs are those that demonstrate abilities to utilize resources and take 

advantage of opportunities to expand over a relatively long time frame (over 5 years). 
4According to statistical standards of the PRC, enterprises above the designated size refer 

to those with annual sales revenue above CNY5 million.  
5Lv and Cai (2005) decomposed the disparity in gross industrial output value among 

regions into large, medium, and small industrial enterprise components, and estimated the share 
of these components in total disparity.  
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credit has been a bottleneck for SME development (Jiang 2001, Lin and Guan 
2001, Ma et al. 2004, and Tian and Xu 2007).  

In his pioneering work on financial structure and economic development, 
Goldsmith (1969) defined financial structure as the relative importance of various 
financial instruments and institutions, their business models, and the degree of 
concentration of financial subsidiaries. At an aggregate level,6 financial structure 
can be looked at from a number of angles, such as the relative importance of 
banks, securities firms, insurance companies, and trust funds as funding sources; 
the relative size of different financial instruments and assets; the relative scale of 
domestic and international financial businesses and assets; and the relative status 
of formal and informal financial sectors. In the PRC, the formal financial sector 
was repressed for a long time. As a result, the informal financial sector has played 
an active role in promoting economic development (Liu, Xu, and Yu  2003).7

Structures of financial markets and of the banking sector are two frequently 
watched indicators. The former is usually measured using the weight of the 
banking industry in the financial system, dividing financial systems into banks-
based and markets-based ones. The latter focuses on the competitive level of the 
banking industry. Given the PRC’s banks-based financial system and banks’ 
dominant role in financing SMEs, the following discussions focus mainly on the 
impact of the banks-based financial system on the financing of SMEs and the 
implications for income distribution. 

 
A. Current Financial Structure in the PRC 

 
In the pre-reform period, financial institutions acted only as a cashier for 

the fiscal authorities. Since the early 1980s, the financial system has developed 
rapidly, and a relatively comprehensive financial system has emerged. Broadly 
speaking, the characteristics of the financial system today can be summarized as 
follows (Que 2004): 

 
(i) Diverse range of financial institutions. In the last 20 years, a 

modern financial system consisting of banks, credit cooperatives, 
securities firms, insurance companies, and trust funds has taken 
shape (Luo 2003, Liu et al. 2005, CSRC 2005). 

 

                                                           
6In addition to the aggregate perspective, micro level factors, such as the asset structure, 

business portfolio, and earnings structure of a financial institution may also be considered 
(Zhang 2002). 

7In a transitional economy such as that of the PRC, it is important to pay attention to the 
ownership structure of the financial sector, or the relative scale of state-owned, collective-
owned, and private-owned financial institutions.  
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(ii) Limited direct financing. The role of direct financing (stocks, 
government bonds, and corporate bonds) is still limited in total 
financing, but it has been increasing rapidly in recent years. In 2000, 
the ratio of direct financing to total financing reached 31.8 percent in 
terms of new issuance, compared to 23.6 percent in terms of 
outstanding value (Figure 1).  

 
Figure 1. Direct Financing as a Share of Total Financing
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             Source: Que (2004).  

 
(iii) Unbalanced growth. Growth of major direct financing instruments 

has been unbalanced. In terms of outstanding balance, the share of 
government debt was 58 percent in 1994 and remained at 50 percent 
in 2001. However, the share of stocks increased from 24.5 to 
46.5 percent, and that of corporate bonds declined from 17.3 to 
about 3 percent over the same period (Figure 2). 
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Source: Que (2004).

Figure 2.
(Outstanding Balance)
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(iv) Dominance of state-owned commercial banks in the banking 

sector. Four state-owned commercial banks play a dominant role in 
the banking sector.8 Table 2 shows that, in 1995, these four banks 
together accounted for 77.3 percent of total deposits, 77.3 percent of 
loans, and 91.6 percent of banking assets. Although these shares 
have been declining, by 2004, they still accounted for 59.6, 59.2, and 
57.7 percent, respectively.  

 
Table 2. Market Concentration of the PRC’s Four State-Owned Commercial Banks 

 
 Percent 

of Total Deposits 
Percent 

of Total Loans 
Percent 

of Total Assets 
1995 77.3 77.3 91.6 
1996 82.0 81.0 89.9 
1997 73.8 70.6 89.0 
1998 79.7 72.6 88.2 
1999 63.7 61.3 88.7 
2000 70.7 64.8 84.0 
2001 67.8 62.8 82.6 
2002 65.6 62.0 62.9 
2003 63.6 60.8 61.5 
2004 59.6 59.2 57.7 

        Source: Jiang and Xu (2007). 
 

                                                           
8The four state-owned banks are Industrial and Commercial Bank of China, Agriculture 

Bank of China, Bank of China, China Construction Bank.  
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(v) Importance of informal finance. The informal financial sector has 
played an important role in some regions. Since the beginning of the 
reforms, the private sector has flourished, but it has been confronted 
with constraints in access to formal finance and has had to turn to the 
informal financial sector. Because most informal financing activities 
operate underground, it is difficult to estimate their overall scale. A 
field survey in Taizhou and Wenzhou prefectures of Zhejiang 
province indicates that informal finance accounted for 30 percent of 
the total financing; in some townships, the share of informal finance 
even exceeded that of formal finance (Yu et al. 2006).  

 
B. Potential Impact of Financial Structure on the Financing of SMEs  
 and Income Distribution 

 
Different types of financial institutions vary in their abilities and the 

mechanisms they use to collect and process information, screen potential clients, 
and tailor supply to demand. Thus, different financial institutions choose their 
specific client groups. Consequently, the character of a financial structure has 
implications for income distribution. 

The relationship between investors and enterprises in direct financing is, 
generally speaking, an unstable one. Stocks and bonds are characterized by high 
liquidity, involving frequent trading. Without transparent information disclosure 
mechanisms and an effective legal system, investors could be exposed to 
significant risks. Problems of adverse selection and moral hazard due to 
asymmetric information could lead to direct financing becoming unavailable. For 
direct financing to be available, high levels of information disclosure on the part 
of enterprises are needed.  

However, SMEs are generally characterized by poor transparency of 
information (because of less stringent bookkeeping, etc.). This limits their ability 
to raise funds through direct financing. In contrast, the relationship between 
banks and enterprises tends to be stable and long-term. Besides extending loans 
to enterprises, banks also provide other services like savings, remittance, etc., 
which enable them to collect and accumulate information through long-term 
lending and other financial transactions, thereby reducing the information 
asymmetry between them and their clients. In short, compared with direct 
financing, indirect financing (credit banking) imposes relatively lower 
requirements for information disclosure by enterprises, allowing SMEs to obtain 
loans and promoting their development, in a way that direct financing does not 
do. 

The PRC’s market for direct financing as opposed to indirect financing is 
as yet not well developed. With regard to equity financing, for example, even 
though some SMEs could now obtain financing through the Shenzhen Stock 



146 ASIAN DEVELOPMENT REVIEW 

Exchange, their market share has been fairly small. Up to October 2007, among 
more than 42 million SMEs, only 174 were listed on the Shenzhen Stock 
Exchange, with a total circulation market value of CNY300 billion, less than 
6 percent of the banks’ outstanding balance of loans to SMEs.9 This would be far 
from sufficient to satisfy the enterprises’ financing needs. In addition, strict 
regulations on raising funds by enterprises themselves have made it difficult for 
private SMEs to issue commercial bonds. Therefore, the role of direct financing 
in SME financing has actually been rather limited, and the banking system has 
dominated formal financing to SMEs.  

The relative scale of informal finance in the financial system also has 
implications for SME financing and income distribution (Guo and Liu 2002; Liu, 
Xu, and Yu 2003; Feng 2004). The Shanghai Branch of People’s Bank of China 
carried out a survey of SME financing in Fujiang and Zhejiang provinces up to 
the end of September 2002. Of the 300 SMEs surveyed, about 11 percent had 
raised funds from their staff, and about 8 percent had raised funds from private 
moneylenders. A survey in Sichuan province by the International Finance 
Corporation found that, of more than 600 surveyed SMEs, an average of 
45 percent of the funding for investment of fixed assets came from trade credit 
among business partners and private lending from friends and relatives, and that 
an average of 38 percent of SMEs’ working capital came from trade credit and 
private lending (Ying 2004). Informal finance, by effectively mobilizing local 
funding, mitigates capital outflow from rural and less-developed areas, and 
promotes local SME development and employment, in turn reducing income 
disparities.  

While the overall banks-based character of the financial structure favors 
SME development, its banking sector has been highly concentrated and 
dominated by large state-owned banks, which is unfavorable for SME 
development. Such a banking sector structure could reduce SMEs’ ability to 
obtain funding and thus affect the development of SMEs and income distribution, 
for several reasons. 

 
(i) Asymmetric information. Because SMEs usually do not have 

audited financial statements that are in keeping with strict 
accounting regulations, there could exist serious asymmetric 
information between banks and SMEs, entailing potential moral 
hazard and adverse selection problems and increasing the risk of 
default on loans (Yu et al. 2006). This lack of hard information can 

                                                           
9 The listed SMEs are, of course, themselves the “large” ones within the category of 

SMEs. 
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sometimes be compensated for with soft information. 10  However, 
large banks often have multiple layers of organization, and the cost 
for generating soft information in such an environment can be high. 
Moreover, employee mobility in large banks is often high, while soft 
information often takes time to accumulate, and in any case tends to 
reside with specific individual employees (Lin and Li 2001).  

(ii) Mismatch of size. For larger banks, lending to SMEs tends to be 
more expensive than lending to large enterprises because loans to 
SMEs, which are usually small, carry relatively higher transactions 
cost. On the other hand, larger banks have the capacity to extend 
larger loans. On the demand side, large enterprises also tend to 
prefer raising funds from one or two large banks in order to reduce 
transactions costs, rather than from many small banks. Small banks, 
in contrast, because of their limited lending capacity, would be 
unable to extend large loans, but are able to lend to SMEs. 
Therefore, the limited lending capacity of small banks might match 
well with the relatively low financing demand of SMEs, and 
consequently the current banking structure dominated by large bank 
could be unfavorable for SME financing. 

(iii) Flow of funds across regions. A large financial institution often has 
numerous branches. In principle, all these branches could be 
important providers of funding in their localities. However, because 
of information asymmetry and size mismatch problems, big banks 
usually find urban areas and the economically developed regions 
more attractive for lending. With their large networks of branches 
across the country, large banks could relatively more easily move 
funds from one locality to another, compared with a network of 
independent local banks. Consequently, funds often tend to flow 
more easily from economically backward to more developed regions, 
and from rural to urban areas through large banks than through small 
banks. Therefore, a banking sector dominated by big banks could 
well hamper SMEs’ access to credit in poorer localities, thus 
worsening the regional as well as urban–rural economic gaps and 
income disparity. 

 
10Soft information refers to information on the character and trustworthiness of an SME 

owner based on direct contact over time with the institution’s loan officer; payment and receipt 
history of the SME gathered from the past provision of loans, deposits, or other services to the 
SME by the institution; or future prospects of the SME garnered from past communications 
with SME’s suppliers, customers, or neighboring businesses. In contrast, hard information is 
usually based on an enterprise’s accounting statements, formal financial reports, etc. (Berger 
and Udell 2004).  
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(iv) Efficiency loss due to monopoly. A higher level of market 
concentration could reduce SMEs’ ability to bargain for a lower cost 
of borrowing. Financial institutions with strong market power could 
force SMEs to pay very high interest rates for any borrowing they 
obtain. 

(v) Mismatch of property rights. In the PRC, state-owned banks are 
favored in the financial market, while most SMEs are private. This 
could lead to a mismatch of property rights between banks and 
borrowing enterprises (Jiang 1998), in that state-owned banks could 
face political risks when lending to SMEs, particularly when such 
lending results in bad debt, and banks could be blamed for the loss 
of state assets, making them reluctant to lend to SMEs (Jiang 1998). 

 
C. Banking Industry Structure, SME Development,  
 and Income Distribution: Evidence 

 
In this section, we consider the evidence in support of our hypotheses that 

the PRC’s banking industry structure is not conducive to the development of 
SMEs and thus contributes to urban–rural inequality. However, as systematic data 
that would enable us to rigorously test these hypotheses could not currently be 
obtained, we present only the limited anecdotal evidence that we have been able 
to gather. 

 
1. Banking Industry Structure, Development of TVEs, and Rural 
 Income Inequality 
 
Since the mid-1990s, as the market became increasingly more buyer-

oriented and the government and enterprises became more separated, TVEs have 
become increasingly dependent on banks to finance their growth. When the 
Southeast Asia financial crisis hit, the environment for the development of TVEs 
was undergoing some important transformations.  

Constraints on the development of TVEs related to the structure of the 
banking industry began to emerge in the early 1990s. Chief among these are the 
following:  

 
(i) As commercial banks began to improve the risk management of 

their assets, loan-granting authority began to be moved away from 
lower to higher levels of authority. As this happened, information 
transparency (and the related asymmetric information problem) 
between banks and enterprises worsened, and approval procedures 
for loans lengthened, increasing the costs of loan applications and 
approvals.  
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(ii) This process resulted to an increased outflow of funds from rural 
to urban areas, and within rural areas from less developed to more 
developed areas.  

(iii) The size and property rights mismatch problems between TVEs 
and state-owned banks, described above, became more prominent 
(Jiang 2000 and 2001), making the financing environment even 
worse for TVEs. Thus, the share of TVEs to total new loans 
decreased from 11.3 percent in 1995 to 7.1 percent in 1997 (Jiang 
2001). After the Southeast Asian financial crisis, the financing 
environment for TVEs—and SMEs in general—further worsened, 
reducing the share of loans taken by TVEs to a new low of about 
4.0 percent (Figure 3).   
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TVE = township and village enterprise. 
Note: TVEs from 1994 to 1996 only include collective-owned enterprises. TVEs from 1997 to 

2005 include all types of TVEs.  
Source: China Statistical Yearbook (NBSC 1996–2006). 

 
The value-added of TVEs had consistently maintained rapid growth from 

1978 to 1996, with an average annual growth rate of about 28 percent. However, 
affected by the changes and unfavorable structural characteristics of the banking 
system, and the problems of TVEs themselves like unclear property rights, the 
development of TVEs slowed down beginning in the mid-1990s, as is evident in 
Figure 4. Since 1998, the annual growth rate of TVEs’ value-added diminished to 
7 percent, the lowest level since 1979. Throughout the mid-1990s and late-1990s, 
the development of TVEs stagnated and the share of TVEs in the national 
economy stayed at about 27 percent.  
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Figure 4. (percent)Growth Rate of TVEs’ Value Added

 
          Source: China Statistical Yearbook (NBSC 2006). 

 
As mentioned above, TVEs constitute the majority of rural off-farming 

industries and one of the most important sources of farmers’ income. Hence, the 
stagnant growth of the TVE sector directly resulted to a sluggish increase in wage 
incomes in rural areas. As demonstrated in Figure 5, the growth rate of farmers’ 
income from wages and salaries fell during 1996 to 2004, which led to only a 
moderate growth of farmers’ total income, while at the same time the growth rate 
of urban households’ incomes increased at a much higher rate, which in turn 
widened the urban–rural income disparity (Figure 5).  

 

200120001999199819971996

30

25

20

15

10

5

0

Figure 5. (percent)Growth Rate of Farmers’ Per Capita Income

20032002 20052004

Per capita income of urban households
Per capita Income of rural households
Wage and salary of rural households  

 
        Source: China Statistical Yearbook (NBSC 1996–2005). 
 



FINANCIAL STRUCTURE, DEVELOPMENT OF SMALL AND MEDIUM ENTERPRISES, AND 

INCOME DISTRIBUTION IN THE PEOPLE’S REPUBLIC OF CHINA 151 

2. Banking Industry Structure, Flow of Funds,  
 and Regional Development Gap 
 
Before the early 1990s, commercial banks adopted a deposit-based lending 

policy balanced across regions. Consequently, regional branches of state-owned 
banks wielded control over the use of funds, which are usually invested in local 
businesses (Yang and Li 2004). Moreover, the market for interbank borrowing 
had not yet been established. Insufficient flow of funds across regions inhibited 
the optimal distribution of financial resources. On the other hand, the use of local 
funds for the development of one’s own region also moderated the regional 
development gap.  

In a market-oriented environment, the flow of funds across regions 
depends on regional return on investment. In the state-owned commercial banks, 
the employees, funds, and businesses of local branches are mostly managed by 
higher-level branches. Local branches in the central and western regions have less 
control on the use of their own surplus funds. In this case, to ensure security of 
the funds, depositing the funds in a higher-level branch was the only choice for 
local branches (Yang and Li 2004), which leads to outflow of capital from less 
developed to relatively more developed regions, widening the regional gap in 
economic development. 

The lending-deposit ratio reflects how much of a locale’s deposits is 
translated into loans to that specific area. Yang and Li (2004) found that, from 
1997 to 2003, the overall lending-deposit ratio in the PRC decreased from 86.6 to 
76.4 percent, while in the eastern PRC it only decreased from 76.5 to 
73.2 percent. Moreover, Beijing, Shanghai, Zhejiang, and other economically 
prosperous cities enjoyed an increase. The large reduction in the lending-deposit 
ratio reflects serious outflows of funds from the central and western regions. 

Liu et al. (2004) studied the relationship between regional disparity and 
outflow of rural funds from 69 rural credit cooperatives and financial institutions 
in Jiangsu, Shandong, and Shanxi. They found that in the economically 
developed regions in the eastern PRC (Jiangsu and Shandong), townships with 
higher per capita income levels experienced a lower rate of funds outflow, 
whereas in the economically backward regions in the central-western PRC 
(Shanxi), townships with higher per capita income levels experienced a higher 
rate of funds outflow. Their interpretation of this result is that since the return on 
investments is relatively low in the central and western PRC, additional deposits 
resulting from increased per capita income tend to flow out to other regions. 

The flow of funds across regions led to the regional imbalance of SME 
financing. According to the 2005 Report on the Development of Vibrant SMEs in 
China (NDRC 2006), SMEs in the eastern PRC were more satisfied with their 
financing channels than those in the central PRC, and SMEs in the central PRC 
were more satisfied than those in the western PRC (Figure 6).  
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Using data on financing abilities of SMEs in Hubei, Jiangsu, and Zhejiang, 
Yu and Liu (2006) found that regional factors significantly affect an SME’s 
ability to obtain bank loans, after controlling for other factors. SMEs in the 
eastern PRC are more likely to obtain loans than those in the central PRC. Liu, 
Du, and Zheng (2003) and Liu (2004) found similar results. As discussed above, 
in view of the dependence of SMEs on bank financing and the important role of 
SMEs in regional economic development, this outflow of capital—especially 
serious from certain regions, and in part caused by the particular structure of the 
banking system—could have caused the regional gap in economic development 
to widen.  
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Source: NDRC (2006). 
 
As the foregoing discussion reveals, the PRC’s banking structure is 

generally not conducive to the development of SMEs and may have contributed 
to urban–rural and regional income inequalities and disparities in economic 
development.  

 
V. CONCLUSION 

 
The insufficient development of rural SMEs and the regional divergence in 

SME development are important causes of urban–rural income inequality in the 
PRC. This paper discussed the influence of a banking structure dominated by the 
four state-owned commercial banks on the ability of SMEs to obtain bank loans. 
We believe that a big banks-oriented financial structure could indeed further 
increase the imbalance in urban–rural and regional development. 
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The following policies are recommended. First, actively develop small- 
and medium-size financial institutions like small regional banks, including 
microfinance institutions; encourage financial market competition; and allow 
disadvantaged groups to participate in the financial markets. Second, implement 
the Community Reinvestment Act,11 balance better the distribution of financial 
resources, and ensure adequate flows of funds toward rural areas and the western 
and central regions of the PRC. Third, improve the infrastructure of financial 
markets, especially of the credit system, and establish laws and regulations for 
financing SMEs, making policies supportive of SMEs. Finally, encourage the 
development of informal financial institutions that are particularly useful to 
SMEs. 
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for poverty reduction. A question being widely asked is why countries in the region manage 
to achieve high growth rates of GDP but the corresponding growth rates of employment are 
somewhat disappointing. Are supposedly rigid labour markets the reason? This volume argues 
that while labour market reforms may be necessary in some specific cases, by no means are 
labour market policies the main explanation for the widespread increase in unemployment and 
underemployment across Asia and country specific studies undermine the case for across-the-
board labour market reforms.
£70.00 / HB / ISBN: 0-230-00791-0 (Co-published with and available from Palgrave Macmillan)
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comPetition Policy and develoPment in asia (2005)
Edited by Douglas H. Brooks and Simon J. Evenett
This book looks at the experiences of six Asian countries in terms of developing and 
implementing domestic competition policy. It analyzes how the choice of development 
policies impacts on the state of competition in each country and how competition contributes 
to development. The considerable variation in policies and experiences across the countries 
provides a rich source of information from which lessons and best practices can be drawn.
£65.00 / HB / ISBN: 1-4039-9632-6 (Co-published with and available from Palgrave Macmillan)

managing fdi in a globalizing economy (2004)
Edited by Douglas H. Brooks and Hal Hill
The rapid growth of developing Asia has attracted, and been facilitated by, foreign direct 
investment (FDI). Potential benefits of FDI inflows extend far beyond financial resources, but 
costs may entail as well. Governments throughout the region have been striving to find an ap-
propriate policy mix for FDI that will maximize the net benefits for their economies. There is 
considerable variation in policies and experiences with FDI across countries. This study looks 
at FDI flows, consequences, and policies in developing Asia. It focuses on a diverse set of six 
Asian countries and draws lessons from their experiences in managing FDI.
£60.00 / HB / ISBN: 1-4039-3655-2 (Co-published with and available from Palgrave Macmillan)

PoveRty, gRowth, and institutions in develoPing asia (2003)
Edited by Ernesto M. Pernia and Anil B. Deolalikar
The theme of this book is that economic growth is key, but institutions and other national 
and subnational attributes matter as well. They are critical to explaining differences in social 
development and poverty reduction across countries and subnational areas that cannot be 
accounted for by growth alone. The book concludes that a more complete strategy needs to 
consider various institutional factors at the national and subnational levels to achieve rapid 
and sustained poverty reduction. Indeed, paying attention to these factors will benefit both 
growth and poverty reduction.
£60.00 / HB / ISBN: 1-4039-1806-6 (Co-published with and available from Palgrave Macmillan)

economic analysis of Policy-based oPeRations: key dimensions (2003)
This study provides a systematic approach to the key dimensions of analysis in support of 
policy-based operations including: understanding the macroeconomic context of sector policy 
reforms using a macro-meso-micro perspective; dimensions of sector diagnosis to identify 
sequential binding constraints to development in a prevailing policy and institutional environ-
ment; approaches to assessing the effects of policy change; assessing policy change effects on 
poverty by identifying the channels through which policies work, and distribution and time 
considerations; assessing the processes and costs of policy change including political economy 
considerations; and incorporating policy change assessments into policy operation design.
$10.00 / PB / ISBN: 971-561-491-4

handbook foR boRRoweRs on the financial goveRnance and management of 
investment PRojects financed by the asian develoPment bank (2003)
This handbook contains information and instructions for borrowers on the financial management 
of investment projects financed by ADB. It reflects ADB policies as set out in the Guidelines 
for the Financial Governance and Management of Investment Projects Financed by ADB and 
supersedes all previous handbooks on financial management. To ensure that financial manage-
ment arrangements for investment projects meet ADB requirements, borrowers and project 
executing agency staff should follow this handbook, particularly on reporting and auditing 
aspects of projects.
$10.00 / PB
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local goveRnment finance and bond maRkets (2003)
Edited by Yun-Hwan Kim
The Asian financial crisis has underscored the need for both public and private sectors to 
diversify sources of funds to finance development projects. The domestic capital market is 
a fertile source that has not been successfully utilized for development financing, especially 
prior to the crisis. In particular, domestic bond markets are one of the instruments that could 
help put potential resources to more productive use, and are even a viable alternative source of 
financing for development projects. This publication analyzes the bond markets of the People’s 
Republic of China, India, Indonesia, Republic of Korea, Malaysia, Pakistan, Philippines, Sri 
Lanka, Taipei,China, and Thailand. Besides the country reports, a comparative assessment of 
bond financing and bank financing by local governments in developing countries is made.
$15.00 / PB / ISBN 971-561-501-5

defining an agenda foR PoveRty Reduction, vols. 1 and 2 (2002)
Edited by Christopher Edmonds and Sara Medina
The books include addresses and papers from leading scholars and policymakers, and cover a 
wide range of poverty issues. Volume One addresses the major themes considered at the Forum 
except for social protection issues, which are considered in Volume Two. The publications are 
particularly timely in light of the ongoing review of ADB’s Poverty Reduction Strategy, and 
provide perspectives and insights regarding how to pursue poverty reduction from academic 
as well as operational perspectives. 
$15.00 / PB / ISBN 971-561-457-4 (Vol. 1); 971-561-474-4 (Vol. 2)

handbook foR integRating Risk analysis in the economic 
analysis of PRojects (2002)
The Handbook provides guidance on integration of risk analysis in the design and analysis 
of projects. To illustrate the ease of use of quantitative risk analysis software, the Handbook 
includes case studies based on actual ADB projects in the agriculture, education, health, and 
power sectors. It also provides direction on how the analysis of risk can be used to improve the 
focus on poverty reduction.
$10.00 / PB / ISBN 971-561-458-2

inteRgoveRnmental fiscal tRansfeRs in asia: 
cuRRent PRactice and challenges foR the futuRe (2002)
Edited by Paul Smoke and Yun-Hwan Kim
Intergovernmental transfers are an important tool of public sector finance in both industrialized 
and developing countries. Critically examining selected intergovernmental transfers in three 
large Asian countries—India, Pakistan, and Philippines—this study highlights lessons that other 
countries intending to reform their intergovernmental transfer systems might apply. A summary 
is provided that synthesizes the results from case studies, examining how they meet individual 
country objectives and how they relate to broader international experience. Two more reports 
on Cambodia and Indonesia are included.
$15.00 / PB / ISBN 971-561-4552-3

goveRnment bond maRket develoPment in asia (2001)
Edited by Yun-Hwan Kim
This book deals with government bond markets in ten Asian developing economies and in Australia 
and Japan; and presents country reports discussing governments’ recent initiatives to develop bond 
markets, the feasibility of developing government bond markets, and policy recommendations. It 
will be a useful reference to policymaking for capital market development in developing countries 
in Asia, with applications worldwide.
$25.00 / PB / ISBN 971-561-364-0
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handbook foR integRating PoveRy imPact assessment 
in the economic analysis of PRojects (2001)
This Handbook is intended to assist ADB project analysts in understanding the poverty reducing 
effects of operations by integrating poverty impact assessment in the economic analysis of 
projects. It provides practical recommendations and examples that build on current practice in 
project economic analysis. In addition to discussing conceptual aspects, the Handbook provides 
worked examples based on ADB projects. 
$10.00 / PB / ISBN 971-561-410-8

coRPoRate goveRnance and finance in east asia:
a study of indonesia, RePublic of koRea, malaysia, 
PhiliPPines, and thailand, vol. 1  (2000); vol. 2  (2001)
This is a regional study of corporate governance and finance in selected developing member 
countries of ADB. The study attempts to identify the weaknesses in corporate governance and 
finance in countries most affected by the 1997 Asian financial crisis, and recommends policy 
and reform measures to address the weaknesses. The findings of the study are presented in 
two volumes. Volume One, A Consolidated Report, presents the framework for analyzing 
corporate governance and finance, summarizes the major findings of the five country studies, and 
provides key policy recommendations for strengthening corporate governance and improving 
the efficiency of corporate finance in ADB member countries. Volume Two, Country Studies, 
 collects the five country reports.
$10.00 / PB / ISBN 971-561-295-4; 93 pp. (Vol. 1)
$15.00 / PB / ISBN 971-561-323-3; 277 pp. (Vol. 2)

financial management and goveRnance issues (2000)
This 8-volume report describes the results of a study of financial management and governance 
arrangements in Cambodia, People’s Republic of China, Mongolia, Pakistan, Papua New Guinea, 
Uzbekistan, and Viet Nam.
$10.00 / PB / ISBN 971-561-326-8; 127 pp.

     
handbook foR the economic analysis of health sectoR PRojects (2000)
It is intended that this Handbook could assist in enhancing the quality of health sector projects 
before their approval, and also in monitoring their implementation and post-evaluation. 
$10.00 / PB / ISBN 971-561-285-7; 156 pp

Rising to the challenge in asia: a study of financial maRkets (2000)
The Asian currency and financial crisis has unveiled many intricate problems and challenges in 
macroeconomic management, banking and capital markets management, institutional capacity, 
and governance of the financial systems in the region. This 12-volume study looks at the financial 
markets in nine developing member countries to analyze and deepen the understanding of the 
sources of the crisis in currency and financial markets, to provide a useful basis for designing 
and implementing preventive measures and refocused country strategies, and to help ADB and 
its member countries build robust and sustainable financial systems in the region.
$20.00 per volume / PB / ISBN 971-561-240-7; 167 pp.
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