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Abstract Both from history and logic, the rural reform is the starting point for
China’s overall economic reform. The gradualism, inherent logical evolution and
interest conflict of reform in China all have their origins in rural reform. The
thirty-year’s rural reform can be viewed as the adjustment of urban-rural
relations by different period. This study adopts the analytical framework of
institutional economics to clearly demonstrate the whole logic process of
institutional transition, then from the international comparative perspective,
generalizes some basic experiences in China’s rural reform and the lessons for
developing and transitional countries. On the basis of judging different stages of
economic development, this paper also sums up the new challenges faced by
rural reform and discusses its prospects for the next reform.
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1 Introduction

It has been 30 years since China’s economic reform and opening up launched at
the opening of the Third Plenary Session of the 11™ Central Committee of the
Communist Party of China (CPC). China’s rural reform, beginning with the
household responsibility system (HRS) first piloted at Xiaogang village,
Fengyang county, Anhui Province, also has lasted for 30 years. The Master said,
“If a truly royal ruler were to arise, it would still require a generation for virtue to
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prevail.” According to one of the authoritative annotators of the Analects of
Confucius, one generation means a 30-year period of time. So Confucius meant it
would take 30 years for the government to effectively implement a policy
focusing on people’s livelihood. Being the largest transitional developing country,
China’s success on economic reform is encouraging and enlightening those
countries facing with similar tasks. Besides, in most of developing countries,
agricultural and rural economy play an important role in national economy and
the number of peasants takes a great portion of the whole population and labor
force. Hence, what China has done to tackle the problem on rural, agriculture and
farmer is a great treasure for the theory and practice on development economics
and development policy; it is worthwhile for economists to study further.

2 Basic Characteristics of Rural Reform in China

It is well-known that the economic reform in China advances in a gradual way.
But some argue this gradual mode is only suitable for the general economic
reform in China; when it comes to specific field, there have been more radical
measures. For example, the HRS, which is the startup of China’s economic
reform, advanced just like a violent storm and its implementation was done very
soon. At the beginning of 1980, only 1.1% of village adopted HRS across the
whole country. At the end of the year, it reached 20%. And at the end of 1984,
100% of village applied the institution, and 97.7% of rural households adopted it,
and after that the People’s Commune was abolished. However, before making
conclusion, we should be more careful to differentiate in concepts: what kind of
reform can be defined as radical? And what kind of reform can be defined as
gradual reform?

The reform in rural China, undoubtedly, is very slapping. And it is a radical
institution reform since the People’s Commune institution in rural area was
abolished within a short time of period. However, when we analyze the
implementing procedure of extending HRS and present it like the mode of slow
motion in a movie, we can find it an obviously gradual process.

Firstly, let us see the central government’s attitude towards the reform and the
evolution of policy. In the late 1970s, peasants spontaneously adopted output
quotas for each household in many rural areas in China, but that kind of reform
was not officially authorized. The Decisions of Several Problems on Accelerating
Development of Agriculture issued by Central Committee of the CPC in
September 1979 was the first document which formally approved that the
institution of HRS could exist as an alternative economic institution. After one
year, the central government agreed the adoption of HRS in poor areas.

There were about 250 million people living under the condition of absolute
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poverty at that time in China rural area. This means that there are lots of poor
places and the above decision is a great support. And later there came the
well-known No. 1 Documents of Central Committee of CPC in consecutive
years." The No.1 Document in 1982, for the first time, approved the HRS whose
main form is fixing output quota, which guided the direction of rural reform.
1983’s No.1 Document in which the HRS was entitled as the great creation of
Chinese peasants essentially established the basic operating institution for rural
area. What is more, this document includes abandoning the People’s Commune
institution.

Secondly, let us review the evolution of HRS. For solving the disadvantages of
People’s Commune characterized by lacking work incentives, peasants and
village cadres successively created three kinds of contracting systems which are
job contract, production output and land contract. The land was contracted to
villagers rather than to the production team or small peasants group (it is only a
collective production form that attempted to prompt enthusiasm in working).
This was quite different from the collective production form which was finally
abolished when the contract was examined according to ultimate output. The
difference between production contract to households and land contract to
household is that the latter does not follow the collective distribution of
production anymore and thereafter it has been what the HRS is referred to.
Herein, collective economy institution quitted from rural area in China.

Thirdly, considering the interests among parties involved in the HRS and the
reform incentives, the reform of HRS with the main form of land being
contracted to households did not harm any groups’ vested interest, except it
conflicted with traditional ideology that is the political requirement of sticking to
collective ownership. Peasants described land contracted to households as “we
will have all the production left after handing in the proportion required by
country and collective”. That is to say, this kind of operation emphasized country,
collectives and individuals at that time; none of them was against it, since
benefits resulted from the raising of production enthusiasm were shared by the
country, collective and peasants.

As for ideology, on the one hand the Third Plenary Session of the 11" Central
Committee of the Communist Party of China greatly emancipated cadres’ mind,
and made them realize that the fundamental solution to adhere to socialism is to
enhance peasants’ production enthusiasm which would lead to the liberation of
productive force and improvement of people’s life; on the other hand, economists
and policy researchers had done enough efforts to interpret HRS into the
collective economy embodied in the form of double level operation — namely,

' At the beginning of the 1980s, the Central Committee of CPC directed to solve key
agricultural and rural problems in the form of No.1 Document (see Du, 2005).
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collective ownership and household operation (Lin, 1983). Thus, the key
obstacles to the reform at that time were successfully cleared by taking the
opportunity of setting wrong things right and re-advocating emancipation of
mind and seeking truth from facts by the Communist Party of China.

In terms of the above review, we can see that the carrying out of HRS is in a
gradual and incremental way, which follows the principle of Pareto
improvement.” The reform proceeded rapidly because the traditional People’s
Commune institution had harmed the enthusiasm of laborers badly, and the
positive effect of the HRS on incentive mechanism and micro-efficiency was
obvious. Thus, a fierce and ultimate institution revolution occurred and
succeeded in a short period. What is more, the whole rural reform, beginning
with the HRS and relating to solving problems facing agriculture, rural areas and
farmers, has the above characteristic. That is, by following the logic of political
economy, an institution change with Chinese characteristics proceeded gradually
in past 30 years.

3 Logic of Political Economy

The central task of most developing countries is to complete the dual economy
structure transition through coordinating the urban-rural relationship. Transitional
countries also face the task of integrating urban and rural economy by developing
commodities market and production factors market and achieving balanced
development based on the resources being allocated by market. China, as a
developing transitional country, the special urban-rural relationship is the
foundation for its institutional arrangement. First of all, People’s Commune
Institution is originated from the development strategy with heavy industry being
the priority. Secondly, the reform of the old institution is a breakthrough of the
existing urban-rural relationship. That is to say, the adjustment of urban-rural
relationship is inevitable in the reform. Hereinafter, we will take the adjustment
as the main clue to summarize rural reform.

According to the institutional economics, institution will change when there is
chance of profit in institution equilibrium and the expected profit exceeds the
cost of change. Economic reform, as an active institution change, originally tried
to change the existing institution equilibrium so as to obtain profit. The question
is which party should be taken as the main reference in measuring reform profit
and cost. In the case of institution change in rural China, peasants, urban
residents and government are all the parties involved. Considering from the
urban-biased development policy, any change of the policy will benefit peasants

2 Pareto improvement refers to the reform or the implementation of a policy that does not
result in any profit loss to anyone. It is directly drawn from Pareto efficiency.
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while resulting in the loss of urban residents. Government, as the rational party in
economy, also has to compare or measure the profit and cost of change. Change
or not, what kind of policy should be applied, or whose spontaneous reform
should be approved? From point of view of political economy, government
usually approves or accepts the decision that maximizes political net profit
(political profit minus political cost). Political profit of government means the
support they get during its reign and political cost means the opposition they
have to face (Downs, 1957).

According to the above mentioned political economy model, Fig. 1 explains
the rural reform process focused on urban-rural relationship evolution. Politically
speaking, any reform has cost and profit; and as the reform is carried forward, the
progressively increasingl marginal cost and diminishing marginal profit can be
seen. In the curve MC, marginal cost heads upright, and in curve MR, marginal
profit heads down-right. The chart shows that the key to promote reform is to
control reform cost from changing, which in the chart means not to let marginal
cost curve move up-left, while at the same time to increase reform profit that
means to make marginal profit curve move up-right. The gradual and incremental
reform meets the requirement to the largest extent.
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Fig.1 Political Economics Logic for Promoting Reform

In China, the largest political reform cost is traditional ideology and other
vested inter-wined interests. Most researchers have noticed there’s no process
schedule at the beginning of the reform. Reform at the beginning would not
proceed in a top down way without political support from high level
policymakers, who, however, determines China reform’s gradual characteristic
of emphasizing actual effects. And there is no exception that those countries
with a blueprint before reform were controlled by the Washington Consensus
and all created all kinds of reform plan and roadmaps, radical or Shock Therapy



Chinese Rural Reform in 30 Years 155

type.” More and more theories and experiences show that Washington
Consensus is not suitable for many countries and it always mislead reforms and
development (Stiglitz, 1998). Even Sachs, who created and introduced Shock
Therapy in Latin America and East Europe, admitted the gradual reform in China
was a success. In his speech at San Paulo, Brazil, he said that the development
performance of reform in China is exceedingly superior over that in Latin
America (Sachs, 2003).

However, reform in China cannot be simply summarized as being
implemented in a bottom up way. The reform got powerful political support from
the argument on “practice as the only criteria of truth” among leaders of the
Communist Party of China and theorists and from ideological circle of
“emancipating the mind” and “seeking truth from facts”. In the political economy
discussion about reform in Western countries, two major tasks were said. One is
to start reform by removing political barrier beforehand and the other is to carry
the reform forward by relieving political restrictions afterwards (Roland, 2002).
The reform resolution and the consensus in reform theory among Chinese leaders
together with people’s reform desire and exploration form a reform style
combining top-down and bottom-up. What is more, reform was carried forward
as the two ways interacted. That solved problems above mentioned. That means
during the initial and developing stages of the reform, political stabilization and
the firm commitment on reform made the government capable and willing to
stick to Pareto Improvement principal to the largest extent through harmonizing
reform process and rhythm. At the same time, reform itself brought about
potential efficiency and benefited people through “making bigger and bigger
cake”. This combined style made the reform irreversible.

This kind of progressive style is illustrated in the Fig. 1. As the figure shows,
in the range of 0—ty, marginal profit of reform is greater than marginal cost; so tg
is the equilibrium point of the first step of reform. Further, the capability of
selecting the right reform style and finding chances for changing institution
created conditions for remaining reform marginal cost curve being unchanged
while increasing marginal profit. The second step of reform is to get to t; (new
equilibrium point) and t, with the same logic. The ideal reform effect, of course,
is to achieve Pareto Improvement. However, this ideality cannot be realized all
the time. Therefore, when there is enough profit, one part of the profit should

* For example, Stiglitz revealed the real meaning of Washington Consensus as reform target:
it is a developing strategy whose main content is privatization, liberalization and stability of
macro-economy and a series of policies based on faith in free market and aimed at weakening
or even minimizing the role of government (Stiglitz, 2005). Reform practices about Shock
Therapy based on this faith (Lipton and Sachs, 1990).
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beused to compensate reform loss so as to achieve Kaldor-Hicks improvement.*
In economic reform or institutional reform, Pareto Improvement and
Kaldor-Hicks efficiency is achieved, if efficiency can be enhanced through
improved transaction environment with no change or little change of the existing
distributive pattern of interest. Now based on urban-rural relationship, let us
follow this analytical framework to observe the process of China rural reform,
which is divided into three stages.

4 Reform Phases, Steps and Characteristics

The period from 1978 to late 1980s can be considered as the first phase of rural
reform. The main contents include the implementation of HRS, which ends the
production team’s work mode and distribution means. HRS changed the basic
operating system in agriculture completely. At the same time, the government
encouraged agricultural production by raising produce’s price on purchase and
carrying out a series of policies on produce purchase. According to Lin (1994), in
the increased agriculture output during 1978 to 1984, 42% was contributed by
the adoption of HRS, 15% by the price raise, 30% by normal development and
13% by some unexplained causes.

Because the first step of reform stimulated more, agriculture production soon
recovered. Not only peasants’ subsistence problem was solved fast, but the
supply of agricultural produce for non-agricultural industries and urban residents
got guaranteed. Further, labor force demand in agriculture decreased enormously
because of the enhancement of work enthusiasm and labor efficiency. Surplus
agriculture labor transferred from planting grains to multi-operation of crop
planting, farming, forestry, animal husbandry and fishery, and enterprises in rural
area developed. Thus, this step of reform is a process of exploring potential
inside rural areas through improving incentive mechanism and emancipating
productivity. It is a typical Pareto improvement style reform with no party had
loss.

Some scholars argue that the nation paid a lot for rural reform in that phase;
they had to cut down industrial investment immensely and meanwhile import
more grain (Naughton, 2007). This kind of opinion reflected the reality partly,
but it was misinterpreted, should this reform being a Pareto improvement be
admitted. On the one hand, it is necessary to increase grain import because grain
demand could not be met before the reform. On the other hand, increasing food

* Kaldor-Hicks improvement means in the implementation of reform and policies, the total
profits should be larger than total loss so that there are profits to compensate the people who
had losses and minimize the loss (Kaldor, 1939; Hicks, 1939).



Chinese Rural Reform in 30 Years 157

import was good for the developing agriculture policy.” Besides, the investment
on heavy industries dropped against the ongoing “Foreign Leap” at that time. The
change of policy launched a new phase of adjusting urban-rural relationship; it
was valuable, so even at that time it was not considered as burden (Xue, 1996).

The HRS has a one-off incentive for enhancing production efficiency. In the
mid 1980s, when the institution that land was contracted to households was
carried out throughout the whole country and covered almost all production
teams and farmers, it came to end (Lin, 1992; McMillan, Whalley and Zhu,
1989). Many scholars considered the slowdown of agriculture growth rate as the
signal and argued that the first step of rural reform had come to end (Watson,
1994; Carter et al., 1996). However, there are other factors to increase peasants’
income and enhance production efficiency in the late 1980s. It was obvious that a
lot of labors released from grain planting or even other crop planting transferred
to a more widely production industries. More chances were utilized for the
improvement of efficiency within rural economy, and labor force in rural area
worked with higher efficiency of resources allocation. That increased peasants’
income and minimized urban-rural income gap until 1988.

The second phase of rural reform lasted from the late 1980s to the end of the
1990s. The first phase of rural reform went on at cost of the whole nation.
Nevertheless, generally speaking, it mainly focused on improving the
encouragement mechanism and configuring efficiency on rural economy without
damaging the interests of urban residents. On the basis of abundant supply of
farm produce and the stability of rural economy, the emphasis of reform shifted
into the state-owned enterprises in urban economy. At the same time the
government tried not to damage the vested interests of urban residents. Therefore,
at the beginning of urban reform, the effect of rural reform weakened.

The review at that time revealed that some conditions restrained the increase
of agricultural production, the increase of peasants’ income and rural area
development when there was no essential change on urban-rural relationship. For
example, in 1985, the reform of exclusive grain purchase decreased peasants’
interests on the excess purchase, and could not build free and open grain market.
So the signal on price was passive for peasants (Sicular, 1992). Furthermore,
because the price of production means for agriculture went up more than the
price of the produces, the price scissors between agricultural cost and product
price was getting wider during that period (Carter et al., 1996). During the whole
1990s, the proportion of government’s agricultural investment in total
expenditure kept no increasing.

5 At that time, Vice Premier Ji Dengkui who was in charge of agriculture explained the
necessity of increasing food importation, which was also a method to adjust the relationship
between peasants and the government (Yu, 2008).
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But the process of reform for more interests is spontaneous and irreversible.
Since the government efforts in supporting agriculture, rural area and farmers
and direct investment to adjust the urban-rural relationship did not get more
effect, Chinese peasants, getting rid of institutional restrictions, kept on looking
for all kinds of opportunities to improve production potential and increase their
income, which led to an amazingly fast change on traditional urban-rural
relationship. And the main drive for the change is the massive flow of rural labor
in the whole country. It accelerated the integration of labor markets in urban and
rural areas and re-distributed resource in a larger scale. According to Cai and
Wang (1999), during 1978 to 1998, the increase of labor force contributed 24%,
human capital contributed 24% and the transfer of labor force from agriculture to
non-agriculture industries 21% for the average growth rate of GDP at 9% every
year.

Local governments, especially city governments, were always afraid that their
social welfare would decrease and the unemployment would increase due to the
inflow of rural labor. Their attitude towards rural labor force varied with the
change of employment. Nevertheless, in most time, the governments tolerated
the influx of unregistered labor force because the development of urban economy
required more labor force. What is more, central government considered the flow
of labor force as a good phenomenon in most years as the trend showed balanced
development between urban and rural areas. With the smooth step and
harmonious rhythm, the central government also loosened the restrictions in
labor flow policy, which created a better policy environment for the working and
living of labor force. During the whole 1990s, central and local governments
carried out and did experiments on all kinds of reforms and made great efforts for
the flow of labor force.

The policy adjustment, which promoted the trans-regional flow of rural labor
force, was the result of interaction or a game among several groups. The
interaction happened between the governments of labor force inflow area and
that of outflow area, local and central governments, flowing labor force and
urban labor force, and the two kinds of labor and governments (Cai et al., 2003).
Overall, the policy adjusting process put reform into economy development and
followed the principle of Pareto Improvement. On the one hand, though migrant
workers were discriminated on salary and welfare, the proportion of their income
from non-agriculture was growing as the scale of labor force flow developed. On
the other hand, the migrant workers did a lot of work which urban workers would
not like to do. This made great contribution to the development of local economy
and society, and also the entire economy in China; urban residents, local and
central governments obtained great benefits from it.

The term “usual population”, which means that people live in urban areas for
more than 6 months, was introduced in the 5™ population census in 2000. As a
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result of the labor flow from rural to urban area, urban population accounted for
36.2% in the whole population in 2000. That doubled the percentage in 1978,
which was 17.9% and was almost 10% more than the percentage in 1990, which
was 26.9%. Moreover, rural labor force’s trans-regional flow and the formation
of peasant worker group in urban economic activities injected competitive
concept into urban labor market, promoted the development and transformation
of labor force market and accelerated the switch of dual economic structure.

However, the flow from rural to urban area is limited by traditional urban-rural
relationship. In the era of planned economy, the employment of labor force in
urban area is planned without considering their work attitude or enterprise’s
profit; and there’s no anxiety for being dismissed. Employees’ social insurance
and a large part of welfare were supported by the employer. Compulsory
education was given by urban community according to the household registration.
And there was government’s fiscal allowance in urban infrastructure and a series
of public service. All of these restricted the rural labor’s transferring into cities,
which resulted in little reform of household register system. Because of that,
rural labor force flew like migratory birds and this growing group became
marginal in urban area. Moreover, the outflow of young in rural area caused
aging problem among rural population; rural economy development started to lag.

After 2000, the income gap between urban and rural area remained obviously
large. The inequity of resource flow and imparity in public service remained
unchanged, and to some extent, even worsened. Early rural reform raised
farmers’ income and decreased urban-rural income gap sharply. The ratio
between urban residents’ disposable income and farmers’ net income in 1978 was
2.57 and once even dropped to 1.51 in 1988, but then increased to 2.04 in 2000,
and returned to the level of 1978 in 2006. Cai and Lin (2003) had summarized
estimations on the value of unpaid rural resource that transferred to cities during
the whole planned economy period in all kinds of means to be about 600 billion
to 800 billion. And even now, this kind of one-way resource flow from
agriculture and rural area to non-agriculture industry and urban area has not
changed. Calculating based on the bench price in 2000, 1.29 trillion yuan of
surplus capital absorbed from agriculture in all kinds of methods was invested for
the development of industry during 1980 to 2000. And at the same time, about
2.3 trillion yuan flew into urban sector from countryside (Huang et al., 2008).

At the same time, value-added by the Primary Industry only accounted for
15.1% of the GDP in 2000. The portion of labor force in the Primary Industry
dropped to 50.0%. Compared with South Korea and Taiwan Province of China,
the mainland of China had already entered into the phase of carrying out the
policy of industry rewarding agriculture and city supporting countryside.6 In 21"

® In South Korea and Taiwan Province of China, this transition started in the 1960s when the
portion of agriculture output in total output value and the portion of agricultural labor force in
national labor dropped to 25% and 50% respectively (Anderson and Hayami, 1986).
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century, especially after the 16™ National Party Congress, with “human-oriented”
scientific development concept being carried out and the practice of building a
harmonious society, China began a thorough urban-rural relationship reform. At
that time, the rural reform continued to move forward.

At the very beginning, the reform aimed at solving the problems on agriculture,
rural areas and farmers that has been restraining China for a long time was
proposed for carrying out the policy of industry rewarding agriculture and city
supporting countryside. After the goal for socialist new countryside was set, rural
reform further focused on the improvement of rural infrastructure, and public
finance, the overall planning of urban-rural employment and social security. So
far, the adjustment has led to a series of great achievements such as cancelling
agriculture tax that lasted for thousands of years, implementation of free
compulsive education, rural minimum living insurance, new rural cooperative
medical institution, new rural pension system, etc.

The great increase in china’s fiscal revenue prompts this policy that gives
more subsidies to agriculture, countryside and peasants and completely changes
urban and rural relationship. Calculated by present price, fiscal revenue raised
from 113.2 billion yuan in 1978, 1.3 trillion yuan in 2000, to 5.1 trillion yuan in
2007. Though this is a more profound adjustment of urban-rural relationship,
policymaker’s resolution to persistently promote the reform and the growing
revenue guarantee it to be a Kaldor-Hicks improvement type reform.

5 Main Experiences on This Reform

During the whole planned economy era, it had been always stated that
investment should follow the order of agriculture, light industry and heavy
industry. That agriculture is the foundation of national economy is always the
guideline for economy. Actually, the relationship between agriculture and
industry and urban-rural relationship were the most important reason and
phenomenon of the failure of planned economy. In fact, when heavy industry
won the priority to develop, there would be inner conflict between the above
mentioned construction guideline and development strategy. According to the
logic of developing heavy industry first, it is required to cut labor cost to lower
down industrialization entrance, and then depress price of agriculture products.
That would result in the application of state monopoly institution for purchase
and selling and the emergence of the people’s commune institution and
household register institution that controlled the flow of production factors (Lin,
et al., 1999). Thus, the micro management system that distorted encouragement
institution and the urban-rural relationship in which city was the preference were
the result of the heavy industry oriented strategy and its endogenetic traditional
institution. Accordingly, the breaking change of urban-rural relationship
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depended on the thorough reform on this traditional develop strategy and its
endogenetic traditional institution.

Before the reform, peasants had no rights to retreat from the People’s
Commune (Lin, 1990); idleness is the only way to back off in the condition of
lacking stimulation and encouragement. In order to accumulate fund from
agriculture surplus and obtain enough agricultural product so as to meet the
requirement of industry development and urban residents, the government had
nothing to do but enhancing the control of agriculture and getting more from it.
That further hurt farmer’s incentive to work. At that time, the relationship
between urban and rural area, agriculture and industry, and the nation and
farmers were stuck in a “losing cycle”’. And the result was that farmers’ income
was decreased, produce for industrialization was not enough, and urban residents
were lacking produce. Since 1978, the People’s Commune institution reform was
inevitable. In the first phase of rural reform, farmers finally realized the dream of
completely getting rid of People’s Commune’s restriction. Household contract
responsibility institution solved the incentive mechanism problem in
micro-operation of agriculture. However, with urban-oriented policy remaining
unchanged fundamentally, farmers’ income could not continuously increase only
through enhancing agriculture production. As diversified agriculture business and
township enterprises’ absorption ability for rural surplus labor force dropped, and
national economy boosted by the reform, farmers chose “foot Voting”.8 That is
trans-regional flow to look for non-agricultural employment, which resulted in
the largest scale of labor force flow in peaceful time of human history. Chinese
peasants’ option made great contribution to the fast economy development during
the reform and opening to the outside world, and at the same time got more
bargaining power on policymaking.

It was prevailed in the 1990s that rural labor worked in cities. However, when
there was benefit conflict between urban residents and rural labor, such as urban
labor’s worry about employment chance being lost, urban residents had more
influence on policymaking. Relevant policy carried out at that time by local
governments tended to protect local labor.’ Since 21% century, farmers and
migrant worker’s voice got governments support; speed and strength on policy
adjustment were unprecedented. Rural reform has entered into a new era as the
new policy for solving three-dimensional rural issues; the relationship between
urban and rural area that has lasted for about half a century could be changed

7 It was an expression from American economist (Naughton, 2007).

¥ Foot Voting describes the tendency of people to “vote with their feet”, that is to migrate
when they perceive situations to be more beneficial elsewhere (Tiebout, 1956).

° Farmers’ response to urban residents’ influence in policy with “Voice” and “Vote” were quit
or foot voting. Please refer to Cai (2007) for the analysis on competition situation among
urban-rural area reform and to Hirschman (1970) for the sources of some definitions.
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fundamentally.

Reviewing the past 30 year’s rural reform in China, we can summarize some
successful experiences and even abstract some basic conditions for successful
reform. Only these conditions can guarantee right and irreversible reform and
make it acceptable by most of people in China.

First of all, policymakers should emancipate their mind. Analyzing from three
stages of China rural reform, accepting household responsibility institution,
allowing rural labor force to work out of rural area and creating better policy
environment for that, or trial for fundamentally changing urban-rural traditional
interest structure, leader’s emancipation of mind to break the traditional
understanding of socialist economy and to adjust policy with the pace of time is
the requirement of reform. In fact, in term of the policy evolvement experience
of other countries, different ideologies have completely different influences on
redistribution policy and income redistribution reality (Krugman, 2006).

It is worth mentioning that, whenever at crossroad, the party always pushed
reform forward with the basic methods of breaking traditional restriction by
emancipating minds. Since more and more attention has gone to society
development and people’s life, the urban-rural relationship adjustment plan
becomes clear and the policies applied are more effective.

Secondly, the policymakers respect the people’s innovation. In the final
analysis, people are reform’s gainer and participator; when conditions for
institution and policy reforms are ready, they have boundless motive, intelligence
and ability. For example, contract production quotas to individual household and
policy of work contracted to households are agricultural operation institution
innovated by farmers; the unprecedented labor force flow was created by farmers;
and multiple methods during new countryside construction and inventions all
belong to farmers. So we can say that rural reform with farmers to be the main
body is the best confirmation and proof of induced institutional change.

Third, reform should stick to gradualism. The series of institution reform that
influences on urban-rural interest relationship such as the rural reform in China
may have limited space for Pareto improvement in a certain period, but in other
period more space can be created. Also, space for Kaldor-Hicks efficiency, net
income created according to reform’s quality and possibility, and operational
feasibility of compensation may differ in different phases. The aimless proceed
of reform without required conditions will meet the risk of opposition, even if the
reform is necessary with right goal; the reform will be ended without any effect
or be a mere formality. China is a developing country and development is of
overriding importance; reform is for enhance development; it could not sacrifice
development for pursuing some abstract goal. Thus, pushing reform forward
should be accordance with economic development stage; in each phase, the most
urgent while solvable problems should be resolved, and there should not be
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expected to accomplish the whole task at one stroke.

6 New Challenges and Prospect on the Reform

After micro-incentive mechanism for peasants was solved, the rural labor force’s
flowing into urban non-agriculture industry leads to the much decline of farm
labor in rural area. This new configuring structure on rural laborers, and the
change of population age structure that working force growth rate drops, cause
the lack of labor. Therefore, the salary of worker starts to rise up (Cai, 2007).
According to Lewis (1972), when the speed on creating job post in modern
industry surpasses that of the surplus laborers in rural area, which is caused by
endogenous factors, and thus the wage rate in modern industry grows, the first
turning point of dual economic structural transformation comes up, we call it the
first Lewis turning point. It brings up two new challenges for rural reform.

The first challenge is how to connect Lewis turning point with Kuznets
turning point. After reviewing on the relationship between countries’ economic
growth and income distribution, Kuznets (1995) found that there’s a regular
relationship in long-run that is at the early stage of economic growing, income
distribution goes for worse when income rise; when income increases further,
income distribution goes for better. While Drawing a figure for the relationship
between income growth and distribution, the X-axis representing the per capita
income, and Y-axis representing income distribution worsening level (like Gini
Coefficient), there comes out an inversed U curve (named Kuznets curve). At
Lewis turning point, when labor’s salary rises, if government protects labor’s
rights by law and then shorten income gap with redistribution policy, Kuznets
curve slides down from the top, income distribution goes for better. Lewis
turning point then coincides with Kuznets point.

The second challenge is how to transit from the first Lewis turning point to the
second Lewis turning point. According to Lewis’ definition, dual economy based
on the first turning point will inevitably go for the equality of labor marginal
productivities between modern industry and agricultural sector. And dual
economic structure will be replaced by single economic structure (Lewis, 1972).
So when we get to the second Lewis turning point, it means that China has
finished dual economic structure transformation and achieved balanced
development between urban and rural area. But before that time, China still has a
long way to go and has to go through further institution reform and long-term
economic development.

First is to further spur market-orientated reform in the mechanism for the
pricing of agricultural goods. Since the reform initiated in the countryside, and
especially after 2002, the Central Government has obtained some remarkable
achievements through adjustments made with the policy of the “Three
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Agricultural Problems”,'* and farmers themselves were seen to have gained
tangibly as a result of the policy. In 2008, the Central Government directly
subsidized those farmers growing grains (including grain foods subsidy,
well-bred seeds subsidy, agricultural machinery subsidy as well as agricultural
inputs subsidy), reaching a total of 102.8 billion yuan (Sun, 2008). Nevertheless,
as for whether at the same time the subsidies were able to help enough to have a
great positive impact on the incomes of farmers, or whether farmers were spurred
to grow more grain crops, the effects were limited. For example, according to the
findings of one study into the incomes of the farmers in one rice growing area
(Heerink, et al., 2007), the positive effects of abolition of agricultural tax and the
resulting increase in income was greater than that of direct subsidy to growing
grain crops, while other supporting policies, including the latter, failed to
completely succeed in encouraging the growing of grains. In the study mentioned
above carrying out in two villages in Jiangxi, the benefits to be gained in cash
income are helpful in purchasing production means to produce non-grain
products and in relieving the hardships of farmer’s lives, it would appear that one
of the negative effects of this policy has been the reduction of labor on grain
sector, and has seen a reduction in the amount of grains produced and sold.

It can be seen from this that it is only proper that a much-improved form of
agricultural products market and pricing mechanism is found. Even with
favorable desire of government policy that tends to protect the incomes of
farmers, such as protective price institution, if the result of implementation is in
fact to block market forces and prevent enhancement of agricultural production
efficiency, agriculture would result in an economic development bottleneck
(Hayami and Ruttan, 1980). Thanks to large improvements in the technology
levels of agricultural machinery, agriculture and grain production in China have
already gained somewhat a comparative advantage. Currently, Chinese grain
production has been aligned with the international market and economically
speaking is doing well. As prices on the international market are clearly much
higher than domestic prices, if farmers back in China can receive prices much
closer to those of the international level, they will obtain strong incentives to
increase agricultural production efficiency, strengthen capability of agriculture
and supply of farm products, and simply through this sector to gain higher
incomes.

Second, let us consider the formation and maturing of rural financial markets.
The balanced relationship between urban and rural economies has its roots in
balancing the movement of capital between these two areas and sectors. After
more than 30 years of reform conditions that distort the relative prices of

1 The “Three Agricultural Problems” refers to: 1. Increasing farmer’s income, 2. Increasing
crop yields and 3. Increasing stability on the village level.
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industrial and agricultural goods have been abolished, along with favourable
agriculture policy such as the abolition of agricultural taxation, in addition to the
government widely adjusting the rural/urban relationship from the point of view
of finances. However, due to rural financial system still not having been
established, and even worse the rural areas coming under increasing pressure, not
merely due to farmer’s financial needs not being met, but overall rural savings
are far outreaching overall rural loans, it means that financial channels are
pushing agriculture and rural funds out towards non-agricultural production and
urban areas. In 2006, agricultural production rose to form 11.7% of GDP;
however the proportion of rural loans stood at only 5.9% of China’s total loans.

In fact, agriculture is neither an industry loosing its importance nor is a sector
with inherently low-return to investment. The more the share of agricultural
industry decreases, the more significance agriculture has as a base for the
economy of the nation and the more it requires grounding in science and basic
forms of resource support in order for an agricultural production environment
and other aspects to realize a comprehensive body of production capability.
There are some believes that agriculture is a weak natured industry that simply
relies on the government for support. There are those that put that agriculture is a
form of production that belongs in the public domain, and therefore cannot be
treated as a viable industry. However, development economics and empirical
researches have found little support for those conclusions. Some scholars have
discovered that in the 1990s when Chinese agricultural production was compared
with industry, construction and the service industry it was shown to be clearly
ahead in the rates of total factor productivity and what is more this pattern is set
to remain (Hu and McAleer, 2002; Morgan Stanley, 2002). This has lead to a
conclusion that the Chinese agriculture industry has no less profitability than
other industries, if only inputs are invested. Compared internationally, China’s
agricultural investment is severely lacking, however. For example, agricultural
research investment in developed nations is around 1% of agricultural value
added, with the vast majority of developing nations investing 0.5%—0.8% of their
agriculture value added, while China barely invests 0.4% (Huang et al., 2008).
One of the driving forces pushing forward the reform is to construct rural
financial market so that financial resources can flow back from other industries
and urban areas.

Thirdly, let us look at the integration of labor market between urban and rural
areas. At present, household register institution is still the biggest institutional
obstacle for labor flow. In the above mentioned two challenges, the first, which is
to transfer Lewis turning point into Kuznets turning point, can be carried out with
policy adjustment; while the second is the final result. Thus, considering from
primary distribution and redistribution, it is especially urgent to create conditions
for Kuznets turning point.
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In terms of primary distribution, creating more jobs through clearing
institution obstacles that hinder urban-rural labor force flow is the key to
guarantee the increase of family income and improve income distribution.
Ordinary labors or medium or low-income families have a high marginal
propensity to consume; their additional income will be spent on more
consumption, which will increase domestic demand, so as to maintain the lasting
of China economy’s high development speed. The economy development in high
speed guarantees that the country will have enough money to continuously carry
out the urban-rural integration plan, which aims at shortening the gap between
urban and rural society development levels, and achieving the balance of social
welfare, social security and public service in the two areas.

Presently, the household registration system reform has been halted and met
with some fundamental problems, ironically caused by the huge lag in social
development between urban and rural areas. On the one hand, if the household
registration system were to be done away with over night it could lead to a
swarm of migration, and on the other hand, if cities were to take on this migrant
population, there is no way that the newcomers could equally enjoy the public
services and social security as their urban counterparts do. Thus, only through
continued economic growth, a raising of government funds, strong efforts in
narrowing the urban/rural social development gap, starting a thorough change to
the household registration system that segments the labor market, initiating the
free movement of labor between rural and urban areas, truly a change worthy of
Kaldor-Hicks efficiency, can we finally embrace the second Lewis turning point.
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