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Zusammenfassung
Die Arbeit untersucht die Anwendbarkeit des Harris Todaro Modells für LandStadt-Migrations-Prozesse in Entwicklungsländern. Dabei geht es nicht nur um
das Basismodel, sondern auch um die Modell-Erweiterungen, die internationalen
Handel, einen städtischen informellen Sektor und die Aspekte der Agglomeration
behandeln. Die Folgerungen aus der Theorie werden sodann mit den empirisch
belegten Erfahrungen einiger Entwicklungsländer verglichen. Das Ergebnis beweist, daß die dem Modell zugrunde liegenden Annahmen die Entwicklungen in
vielen weniger entwickelten Ländern wiederspiegeln. Die Konzentration auf die
chinesische Wirtschaft ermöglicht eine tiefergehende Analyse der Anwendbarkeit
des Harris Todaro Modells. Bereits vorliegende empirische Ergebnisse und die hier
durchgeführte Regressionsanalyse zeigen, daß das Modell auf China angewendet werden kann. Es werden daher anschließend die politischen Implikationen
erörtert. Zusammenfassend kann gesagt werden, daß das Harris Todaro Modell
trotz einiger Unzulänglichkeiten in der Lage ist, die wirtschaftliche Entwicklung
in China zu erklären und Leitlinien für die Implementierung politischer Optionen
aufzuzeigen.

Abstract
The thesis studies the applicability of the Harris Todaro model to rural-to-urban
migration processes in developing countries. The focus lies not only with the basic model, but also with those extensions modelling international trade, an urban
informal sector and agglomeration economics. The theory is then compared with
the evidence from developing economies. It will be shown that the underlying
assumptions of the model reflect the developments observed in many less developed countries. Focusing on the Chinese economy allows an in depth study of the
applicability of the Harris Todaro model. Previous empirical research, as well as
the results of an estimation carried out by the author are used to prove that the
model can be applied to China. Finally, policy implications are covered. Despite
of some of the shortcomings of the theory, it can be concluded that the Harris
Todaro model is able to explain economic developments in the Chinese economy
and that it can give guidelines to the government on the implementation of policy
options.
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Introduction

By migrating to urban centres, the rural population is shifting from a higher
level of hardship to a lower level of deprivation.
(Maheshwari, 1995, p.259)
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Today almost half the world population lives in cities. The number of people
living in urban areas has risen steadily by around 1 million every year. According
to a report from the United Nations Population Division (2003), the urban
population is estimated to grow at 1.8 per cent per annum, while total population
growth is projected to be 1 per cent annually. This would result in an urban
population of 5 billion, or 61 per cent, by 2030. The rural population on the
other hand is expected to decrease from 3.3 to 3.2 billion between 2003 and 2030.
Large scale urbanisation is nothing unusual when viewing the history of the
world. Previously, it has taken place in Europe during the industrialisation
period. Today, however, most cities in developed countries grow very slowly
and city size may even be reduced. As the population of an economy becomes
more wealthy, many prefer to live in the cleaner and quieter environments of the
countryside. Thus, employees need to commute into cities for work, for which
the necessary requirements, such as public transport or individual car ownership,
are only given in more developed countries. Cities in developing countries,
on the other hand, still continue to grow. Only the pace is two to five times
faster than it was in the European countries during industrialisation (Kojima,
1996, p.349). The population growth rate of most cities of at least 5 million in
developing countries is greater than 3 per cent annually (Kojima, 1996, p.362).
This growth rate is lower than 1 per cent in Europe and the United States
(Kojima, 1996, p.362). The evidence further suggests that in countries with a
Gross National Product (GNP) per head of less than USD 2,000 urbanisation
rates range between 10 and 60 per cent (Kojima, 1996, p.350). Most countries in
Africa and the Middle East face a population growth rate of at least 6 per cent
(Kojima, 1996, p.356). Europe’s urban population in comparison grew at a rate
of 2.5 per cent or less during the period of industrialisation (Kojima, 1996, p.356).
China used to be an exception to this rule with an urban population growth rate
of between 1 and 2.7 per cent between 1960 and 1980 (Kojima, 1996, p.356). In
1961 there were only 208 cities in China with a total urban population of 121
million. This amounted to 19,3 per cent of the population (Zhou, 2004, p.446).
Until the late 1970s the urbanisation rate even fell to 17.6 per cent (Zhou, 2004,
p.447). However, these developments only occurred due to government policy.
When economic reforms were introduced in 1978, the number of cities increased
to 192 (Zhou, 2004, p.447). In the early to mid-1990s the growth rate of the
urban population averaged around 3 per cent (CSY, 2003, table 4-1, p.97).
Between 1995 and 1996 it rose to 6.1 per cent (CSY, 2003, table 4-1, p.97).
The number of cities had risen to 668 by 1997 (Zhou, 2004, p.447). Today, the
number of Chinese cities with at least 1 million residents has swelled to 174
(CSY, 2004, table 11-1, p.401). Overall, the share of the Chinese urban residents
in the total population rose from 17.9 per cent in 1978 to 39.1 per cent in 2002
(CSY, 2003, table 4-1, p.97). This is equivalent to the percentages in the United
Kingdom in the 1980s, in the United States in 1911 and to Japan in 1950.
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If the Chinese urbanisation rate continues to rise by 1 per cent a year, urban residents will make up approximately 54.5 per cent of the total Chinese population
by 2020. The number may be as high as 60.3 per cent in the more developed
Eastern areas of the country (Zhou, 2004, p.458). These numbers are in line with
some of the urbanisation rates experienced by some industrialised economies
in the last century. England had an urbanisation rate of 58 per cent in the
1960s, before rates began to decline again, and the United States experienced a
rate of 56 per cent in the 1930s (Kojima, 1996, p.362). The number would be
manageable, but in reality the urbanisation rate is likely to be higher. Wang
Mengkui, the head of the Chinese government think-tank, said that the size of
the Chinese urban population is expected to increase from 502 million in 2002
to approximately 800 million by 2020 (Financial Times, November 28th 2003,
p.9). Wang Dayong, the director at the China Development Bank, believes that
by 2020 as many as a further 500 million people will migrate to cities and towns
(Financial Times, November 28th 2003, p.9). Mr Wang’s worries about future
development are connected to the underdeveloped services in China. Especially
public eduction must be extended to a larger share of the population (Financial
Times, November 28th 2003, p.9).
One of the distinctive features of the urbanisation pattern in developing countries
has been a very uneven distribution of city growth. Many see the emergence
of a number of very large cities, while the hinterland and smaller cities do not
participate in this rapid urbanisation. In 2003, there were 46 cities with a
population of more than 5 million in the world. 33 of these were in less developed
countries. The numbers are expected to rise to 61 and 45 respectively by 2015
(UN, 2004). These developments are problematic, because excessively large
cities are not easily managed. Further, urban institutions are put under strain
to provide the necessary services to all residents. Especially many of the capital
cities are already too big for comfort.1 Mumbai, India, already had a population
of 15.1 million in 1995 and its projected growth rate between 1995 and 2015 is
a stunning 2.74. Shanghai, China, was equal in size to Mumbai in 1995 and is
also expected to grow at a rate of 2.74 until 2015. Beijing, China, is projected
to grow by a factor of 1.6 per annum from a level of 12.4 million inhabitants in
1995 (Bhattacharya, 2002, p.4221).
The work of urban economists and new economic geographers shows that the
size-distribution of cities is not an accident of nature, but is directly linked to the
regional composition of output and production conditions. Some findings suggest
that in early stages of national development, the forces of concentration will be
strong; with time and development, the concentration within the metropolitan
1

Tokyo is one counterexample that shows that a city with a population of 28 million can
be well-run. However, organisation can be facilitated, when the country has obtained a certain
level of economic development and when there are sufficient funds to provide urban services.

INTRODUCTION

5

region will lead to decentralisation, trunk routes, and secondary cities (Bhattacharya, 2002). Urbanisation allows countries the exploitation of economies of
scale and backward and forward linkages. Knowledge can be more easily spread.
It provides many employment opportunities and contributes greatly to economic
growth. The contribution of urban areas to national output usually exceeds its
demographic share by a factor of two, three, or more. Bangkok, for example,
accounts for over half of Thailand’s GDP with less than a sixth of the country’s
population. Manila with less than 15 per cent of the country’s total population,
produces one third of the total Gross Domestic Product of the Philippines
(Bhattacharya, 2002, p.4227, footnote 15).
A large proportion of the high rates of urbanisation in developing countries is
due to rural-to-urban migration. Increased employment opportunities in urban
areas encourage migration from areas experiencing high rates of unemployment
and labour surpluses. Often the rural sector suffers from these ills, so that
rural-to-urban migration and urbanisation generally go hand in hand. If the
urban sector cannot absorb the additional labour, urban unemployment will rise
and urban slums will form. This generally increases crime rates. Congestion and
pollution are another evil of excessive urbanisation rates. However, it must not
be forgotten that the high labour inflow from rural and smaller urban areas is
also necessary to preserve high economic growth and production rates.
Two further influences contributing to urbanisation are population growth and
economies of scale. In Asia, natural population growth made up 37.8 per cent
of the growth of urban areas in the 1980s and 40.7 per cent in the 1990s.
The evidence suggests that any other increases in urbanisation were due to
rural-to-urban migration (Hugo, 1999, p.76). Wahba (1996) uses data from the
World Bank World Development Report published in 1995 to calculate how much
rural-to-urban migration contributes to urban growth. Internal migration data is
hard to come by, so that the author uses total population and urban population
growth rates to make her calculations. The difference between the two rates
of population growth is taken as a proxy for the contribution of rural-to-urban
migration to urban growth. The results show that between 30 and 70 per cent
of urban growth can be accounted for by rural-to-urban migration (Wahba, 1996).
The model chosen to analyse these issues here is the Harris Todaro model that
studies rural-to-urban migration in developing countries. In the late 1960s, John
R. Harris and Michael P. Todaro set out to answer the question of why migration
to the urban sector takes place despite high levels of urban unemployment. In
their paper published in the American Economic Review in 1970 (Harris and
Todaro, 1970) they integrate this problem into a model of human migration
by assuming that potential migrants take urban unemployment into account.
Migration between two geographical areas usually takes place due to income
differentials between them. However, rather than simply comparing income
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levels, potential migrants use the measure of expected income. Thus, they are
assumed to equate their rural income with the urban wage multiplied by the
probability of finding employment in the urban sector. This probability is related
to urban unemployment. Therefore, the model is only relevant, if the criteria of
dual economies, rural urban wage gaps and continuing rural-to-urban migration
despite urban unemployment exist in the real world. The applicability of the
model is improved by some extension, relating to economies of scale, the detailed
modelling of migration flows and international trade. The focus of this thesis is
to establish the validity of the model. Thus, the assumptions and results will be
tested empirically and compared to figures from developing countries. The focus
will lie with the Chinese economy, although some other developing countries are
also considered.
The rest of the study is divided as follows. The analysis is split into three parts:
theory, evidence and implications. The first part will include chapters 1 and 2.
It provides an overview of the issue at hand and a detailed study of the Harris
Todaro model. In part II the empirical evidence will be layed out and analysed
and some conclusions will be drawn. It covers chapters 3, 4 and 5. Part III then
states the policy implications in chapter 6, while chapter 7 concludes the analysis.
Chapter 1 will be the starting point for the analysis. First, the economic
sectors in the rural and urban areas will be defined and the labour and product
markets will be described. Next, the motivations for migration will be analysed.
There are many reasons for migration, but higher wage rates seem to form the
greatest attraction. Therefore, some empirical evidence will also be given to
support the existence of wage differences. Information has a great role to play
in the migration decisions. Most developing countries are not yet equipped with
government employment agencies. Therefore, most employment opportunities
are only passed on by word of mouth. Therefore, the channels through which this
information reaches potential migrants will be looked at in section 1.4. Migration
does not happen in a vacuum and it affects the areas of origin and destination.
These effects will be summarised in the next section. Most important in the
economic analysis is not only stating the facts, but also drawing conclusions
from them. Most often these relate to government policy options. Therefore,
section 1.6 will give a preview of what this intervention ought to look like.
Chapter 2 will introduce the Harris Todaro model. Section 2.1 gives a review
of the literature on the Harris Todaro model and its extensions. It is divided
into contributions introducing international trade, an urban informal sector, and
agglomeration economics. Then section 2.2 lays out the basic model as developed
by John R. Harris and Michael Todaro in 1970. In the following section, an
in depth study of the most important and ground-breaking extensions of the
model will be performed. Again, this follows the same line of thought as the
literature review. First, international trade will be incorporated, followed by the
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introduction of a third sector and agglomeration economics. The chapter will
close with an evaluation of the most important results that have emerged from
the analysis.
A theoretical model is of little relevance to policy makers unless it can reflect
the developments seen in the real world. Therefore, chapter 3 is designed to
establish the real-life applicability of the Harris Todaro model and its extensions.
Although the data availability on the subject is less than ideal, many empirical
studies have been performed. Initially, this lack of usable data will be discussed.
Then an overview of the empirical studies previously done in the field will be
presented. An initial view on the applicability of the model will also be given.
Developing countries are very diverse and models cannot always explain the
events taking place in all economies. Therefore, to find out if the model is
suitable, a country study is the most useful tool to establish this. Therefore,
chapter 4 will take a closer look at the Chinese economy. It will relate its
history and the structure of production. Additionally, it will look at the issue
of rural and urban wages rates, internal migration and the developments in the
rural sector. To complete the analysis the effects of agglomeration economics,
urbanisation and China’s participation in the world economy will be explored.
In the final subsection conclusions will be drawn about the applicability of the
Harris Todaro model and its extensions to the Chinese case.
The study of the Chinese economy is extended further in chapter 5, where the
results of an empirical study carried out by the author are laid out. Again, it
starts with a literature survey. In section 5.2 the empirical analysis will then be
described and the results will be given and related to the findings in the previous
chapter.
Chapter 6 will then look at the policy implications. There are many policy
options available to governments, and even more possibilities of combining and
timing these interventions. First China’s general approach to reforms will be
explained in section 6.1. Then migration restrictions will be discussed. The
policy implications for international trade relations and the urban sector will be
looked at in greater detail in sections 6.3 and 6.4. Further, rural developments
and environmental concerns will be discussed in turn. The last section will give
a summary of what lies ahead of Chinese policy makers.
Last, but not least, chapter 7 concludes the analysis with a summary of the results
and a look into the future. It will show that although the Harris Todaro model
may be simple in its form, it can give some indications on the workings of the
Chinese economy.
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Chapter 1
Setting the Scene

... migration is a rational but diverse
process of studied responses to changing
economic conditions and requirements.
(Kannappan, 1985, p.714)

1.1. DEFINITIONS

1.1

13

Definitions

At the outset, it is important to characterise the various economic sectors. The
definitions given here are only of a general form. Any variations of meaning used
later in the models and country studies will be related in that context.1
One general distinction is made between the primary, secondary and tertiary
sectors. The primary sector includes the production of agricultural output, such
as foodstuff, non-food crops, fishing, hunting, animal husbandry, forestry and
mining. The secondary sector incorporates the production of manufactured
goods. Construction and utilities also fall into this production segment. The
primary and secondary sectors are joined via a production link. The goods
produced in the primary sector are used as intermediate inputs in the production
of manufacturing goods. The tertiary sector is the service sector including
domestic and industrial service provisions.
A second distinction can be made between agriculture and industry. These
definitions are in line with the previous ones and correspond to the primary and
secondary sector respectively.
Thirdly, one can distinguish between the traditional and the modern sector.
Here the characteristics of the primary, secondary and tertiary sectors given
above overlap. Subsistence agriculture, traditional crafts and the informal manufacturing sector in rural and urban areas make up the traditional sector. The
modern sector includes urban manufacturing, construction, mining, commercial
agriculture such as plantations, the service sector and the government. Here the
sectors are not characterised by the type of production or by spatial aspects, but
by the scale of production.
The urban manufacturing sector can also be divided into two segments: the
urban formal and the urban informal sector. The former usually produces
manufacturing goods in large scale production for direct consumption and
exports. Urban formal sector wages are subject to unionised negotiation. This
could even result in employers paying an institutionally fixed minimum wage
in this sector.2 Workers are employed under good working conditions, they are
given the opportunity to get training, and to work on their career advancement
and their wages reflect the returns to their education. The urban informal sector
on the other hand produces intermediate inputs for urban formal production and
provides services to the urban formal sector workers. Firms are generally smaller
and wages are lower. The distinction between the urban formal and informal
1

For a more detailed survey see Szirmai (1997, p.217-8) on whose study the definitions that
are given here are based.
2
The likelihood of union activity and wage premiums in developing countries will be discussed
in section 1.3 below.
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sectors will be of particular relevance later in the analysis.
Last, but not least, a spatial distinction can be made between the rural and
the urban areas. Cities usually have greater population densities and rely more
heavily on the industrial and service sectors for employment. The rural sector on
the other hand does not consist of agriculture only, as is often assumed. It can
also incorporate rural industries, crafts, even some services and an informal sector.
The definitions of economic sectors given here are by no means finite. They are
only to be used as a guideline for the understanding of the analysis in this thesis.

1.2

Market Segmentation

In this analysis it will be assumed that labour market segmentation exists
in most developing country. Some evidence will be given here to prove that
economic dualism is evident in developing countries and that it causes a problem
of market failure.
Labour market segmentation theory assumes that an economy is divided into
various segments according to the wage rate that employers pay to their workers.
Generally, the distinction can be made between the urban or industrial sector
and the rural or agricultural sector. Alternatively, the urban market can be
divided into a formal and an informal sector3 , where workers in the urban formal
sector are assumed to earn higher wages than urban informal sector employees.
As Mazumdar (1983, p.258) phrases it: ”... [labour market segmentation] creates
a privileged ... class of workers who share in the relatively high net value added
created in the formal sector, but are a minority of the urban work force.”
The modern sector is generally situated in areas where there are good trade
links to domestic and foreign markets. Good access to infrastructure networks
is also important. It is also more capital intensive, more efficient in terms of
labour productivity and usually export oriented. Thus, the industrial sector is
generally located at the coastline or the borders of a country, and it is more
actively involved in international trade, has better growth prospects, and invests
in on-the-job training. Firms are larger in size and more likely to have some kind
of monopoly power.
Alternatively, workers can be employed in the less industrialised sector. This
can be the rural or the urban informal sector. The rural sector is generally
3

Also see the analysis on market sector definitions above.
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situated in remote, backward regions with little access to infrastructure or
capital. The urban informal sector is characterised by a low capital labour
ratio, low returns to capital and low labour productivity. Many workers only
earn a subsistence wage and there is a large labour surplus. Production is
less efficient and for domestic demand only. The services sector in developing
countries is usually seen to be part of this sector (Dickens and Lang, 1985, p.792).
The empirical evidence can prove the propositions of labour market segmentation
theory. Note, however, that there are differences between countries on how the
labour market is segmented. Lang and Dickens (1992), for example, find that
large income differentials exist between different sectors in countries all over
the world, although countries do not suffer from labour segmentation to the
same extent. Lau (1998, p.68) establishes that the Chinese labour market is
segemented. This is not only the case for the national labour market that is
divided between the rural and urban sector. The urban labour market itself
is segmented as it has already been suggested above. Urban residents receive
higher wages than rural migrants. Also, the latter work in the formal sector,
while the former are employed in the urban informal sector. (Meng, 2000, p.181)
An increase in wage differentials between sectors has also been observed in
Chile by various sources (Wood, 1997, p.45; Basch and Paredes-Molina, 1996).
Mazumdar (1983) divides his sample of firms in Bombay, India, into urban
formal and informal sector employers. The division is made according to the
size of the company. Thus, any firm with less than 500 employees is defined as
an informal sector producer. The author finds that the workers of formal sector
enterprises, that is companies with 500 or more employees, earned significantly
more than their counterparts in smaller firms (Mazumdar, 1983, p.256). Higher
wages in the urban formal sector have also been verified by Ghatak and Levine
(1993, 1996).
In most developing countries low skilled and unskilled workers still make up a
large proportion of the total labour force. The majority of them are resident in
the rural areas. With labour market segmentation between the rural and urban
sector, low skilled workers migrate to urban areas to search for employment there.
Two ways are suggested to end dualism. On the one hand, labour has to be
allowed to migrate freely from the rural to the urban areas. Market segmentation
will be removed once a sufficient amount of unskilled workers has relocated to
the urban areas to make unskilled labour a scarce commodity in the rural sector
(Ranis, 1988, p.91). On the other hand, the wage rate paid in the high wage
sector has to be reduced. Thus, urban unemployment will fall and the total wage
bill of the economy as a whole will be cut (Meng, 2000, p.187-88). How economic
dualism ought to be dealt with will be discussed in greater detail later. Intially,
it was only important to show that labour market segmentation is an observable
phenomenon in developing countries and that an economy as a whole can benefit
from its removal.
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1.3

Why do Workers Migrate?

People do not migrate unless they have a good incentive to do so. There are
various reasons for a rural worker to leave behind his family.4 Most important
among these is the attraction of a higher money wage and benefits in kind. Other
reasons for migration include the ”bright lights” effect, economic geography and
the size of the respective economic sectors. These issues will be discussed in turn.
The production structure of an economy also affects the migration decisions
of individuals. In Costa Rica, the change in the agricultural structure has
had important consequences for the rural sector. A shift away from labour
intensive production, such as bananas and coffee, towards capital intensive
export production, like cattle farming, has worsened the position of the Costa
Rican farmers. Thus, many migrate to the urban sector in the hope of finding
employment there. However, due to a lack of education, they do not possess
the necessary skills to find urban employment (Kutsche, 1994). Restricting
migration in this case would not improve the lot of the rural migrants and may
exacerbate their sufferings. Extending the provision of education to a larger
portion of society, on the other hand, would be beneficial.

The Rural Urban Wage Differential
The most commonly stated reason for rural-to-urban migration is the inequality
between the rural and the urban sector real wage rates. Harris and Todaro
assume this to be the driving force behind rural-to-urban migration in their
model. In the migration decision the returns to labour in the rural or agricultural
sector are compared with the going wage rate in the urban or the manufacturing
and services sector and the number of job vacancies in the urban area. A
larger wage gap between the two areas results in a greater incentive for rural
workers to migrate to the cities. Migration can even take place when there is no
certainty of employment, as long as the probability of finding a job is high enough.
There are various reasons for the rural urban income divide. The simplest of
these is the existence of an institutionally fixed urban minimum wage imposed
by the government or negotiated by trade unions. Harris and Todaro follow
this reasoning in their paper. However, it has been argued that the political
and legal environment in developing countries makes such a government policy
or such high trade union pressure unlikely. In the majority of less developed
countries the organisation of governmental and non-governmental institutions
4

For simplicity only the masculine pronouns will be used in this thesis. It has been noted
that migration rates are much higher among male workers, because job opportunities in the
urban sector are still male dominated. In China, for example, the likelihood of migration is 30
percentage points greater for male than for female workers (Hare, 1999, p.58).
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is still limited. They often do not boast very advanced legal systems and
often struggle to enforce laws. Thus, it would appear unlikely that a national
minimum wage law could be implemented in many developing economies.
Non-governmental organisations such as labour unions are the most common
explanation of minimum wage legislation in developed countries. However, they
are generally not very powerful in developing economies. Kuruvilla et al. (2002)
find that union pressure is particularly low in the more highly decentralised
Asian countries, like India, Korea, the Philippines, China and Taiwan. In India
and Korea, for example, unions have split into smaller local units. This has
decreased union power in the economy as a whole. Additionally, even if there is
localised union activity, a large amount of workers is not represented by labour
unions. This is, for example, true for most informal sector employees.5
This analysis suggests that labour unions are not to blame for the persistent
rural-urban wage gap in developing countries. Government policy, however,
could have a greater role to play. If the government is a large employer, the wage
rate in the state sector tends to be higher than the marginal product of workers.
This is, for example, the case in China where the state-owned enterprises (SOEs)
still employ a large share of the labour force at a higher wage rate than the
market wage. SOEs have no incentive to produce efficiently, as they can rely on
government support, funding and in the worst case bail-out. Note, though, that
SOEs also take on the role of the social security provider. This means that the
employers pay pensions to their retired workers and provide nourishment, if there
is not enough available otherwise. Thus, their special position in production has
some justification.
There are other theories to explain higher urban wage rates. The efficiency
wage theory suggests that the wage differential is the result of company policy.
Employers are willing to pay a wage premium to urban employees to avoid
adverse selection. This policy choice minimises shirking on the job and reduces
labour turnover.6 If a worker can expect a higher than average wage rate from
his employer, he will be more concerned about keeping his job. Therefore, he
will be less likely to shirk, because his opportunity cost of losing his place of
employment is increased.
There is some empirical evidence that shows that these firm related incentive
policies are effective.7 In Peru, for example, Schaffner (1998) finds that larger
employers pay a wage premium. This will increase the cost of dismissal to the
5

However, note that in India union activity in the informal sector is on the increase. In
Korea there are now individual unions for women and teachers (Kuruvilla et al., 2002, p.452).
Thus, it is likely that more people will be represented by labour unions in developing countries
with time.
6
This theory has been adapted to developing countries facing urban unemployment by
Stiglitz (1974).
7
For an excellent overview of the theory and evidence, see Dickens and Lang (1992).
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employer, if he is caught shirking. However, the labour laws in Peru are kinder
to employees, so that it is difficult to dismiss workers. Thus, the author explains
the higher wages with the turnover-related and the moral-based efficiency wage
theories. The first theory states that higher wages maintain a steadier workforce,
so that labour turnover is reduced. This is especially important, when the
industry faces a high capital labour ratio. In that case it is more costly for the
employer to retrain his workforce. Thus, it is cheaper for him to pay higher
wages from the start, rather than to lose his employees as they receive better
offers elsewhere. The second theory states that if employees feel valued and
receive high wages, morale is increased. Both theories explain the subsequent
rise in productivity due to higher wage rates. Fleisher and Xiaojun (2001) study
an urban survey carried out in China in 1991 of 422 urban firms in 24 cities
in 12 provinces. The results show that a 1 per cent rise in the efficiency wage
results in a reduction of the probability of shirking of 0.16 per cent (Fleisher and
Xiaojun, 2001, p.657). Thus, the authors also support the view that the shirking
is reduced and that labour productivity is enhanced with the incentive of higher
wage rates.
The increase in the rural urban wage gap is also caused by the reduction in
rural incomes in developing countries. In China, this is due to the increasing
population growth since the 1980s resulting in an ever growing rural labour
surplus. Additionally, the availability of arable land in the rural area has been
reduced in the 1980s and the costs of agricultural production has risen. This has
exacerbated the problem of surplus labour, because the labour to land ratio has
increased. Therefore, families often struggle to employ all their male members
in agricultural production (Davin, 1999, p.69). Sending migrants into urban
employment is a way of increasing family income and portfolio diversification.
De Haan (1999, p.11) states that ”... labour migration is inevitable in the
transition to capitalism. It is not a choice for poor people, but the only option
for survival after alienation from the land.” This suggests that rural-to-urban
migration contributes to the narrowing of the income gap between the rural and
urban areas. This proposition will be studied in greater detail later in the thesis.
The exact reasoning responsible for the higher wage in the urban sector does not
affect the conclusions of the Harris Todaro model. It is only important that such
a wage gap between the rural and urban sector does in fact exist. The empirical
evidence suggests that a rural urban wage gap is not unusual in developing
countries. To support the assumption of wage differentials between sectors made
by Harris and Todaro, Todaro (1976) analyses fourteen less developed countries.
He establishes that there is a rural urban wage gap that induces rural-to-urban
migration and that the growing imbalances between wages have to be dealt with
in the urban, as well as the rural sector. Larson and Mundlak (1997, p.305) use
data on 98 developing countries from all continents. The results also show that
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income differentials exist in many countries8 and that a 1 per cent increase in
the rural urban income ratio raises rural-to-urban migration by 0.36 per cent on
average (Larson and Mundlak, 1997, p.305).
Econometricians have also conducted country-specific analyses. Knight and Song
(2002) provide evidence on a differential in some African and Asian economies.
The large income differentials in Zimbabwe and South Africa can be explained
by a very distinct class and race differentiation and by the little land endowment
of rural residents. In Côte d’Ivoire a construction worker in the urban area
can earn up to 8.8 times of what he would earn in rural employment (Wahba,
1996). In Kenya, the large amount of rural-to-urban migration despite high
urban unemployment is also due to a wage differential between the rural and the
urban sector and due to the existence of surplus labour in the rural sector. The
migration rate for more educated workers is even higher. This is because the
earnings differential between the rural and the urban sector is even greater for
them (Agesa, 2001). The incentives for the out-migration of peasants in Ghana
also turn out to be the rural-urban wage differential, educational opportunities
and the attraction of cities. Kasanga and Avis (1988) suggest that the stream of
migrants in Africa can only be halted by improving conditions in the rural sector. Migration restrictions on the other hand are not deemed sufficient or effective.
Kuwahara (1998) finds a large income inequality between regions and sectors
in the Asian economies. This problem has been exacerbated by restrictions on
labour movements, so that labour cannot migrate to the industrialising areas
to find employment. Income differentials can be observed in Thailand, the
Philippines, India, China, Taiwan and South Korea. Knight and Song (1999,
p.338) analyse national household surveys in the six countries. The ratio of urban
to rural income is largest in Zimbabwe and South Africa, with 3.57 and 3.14
respectively. China is in the medium range with the Philippines and Thailand.
The three countries have rural ro urban income ratios of 2.71, 2.26 and 2.23
respectively. The lowest differential can be found in Taiwan with 1.32 and Sri
Lanka with 1.79. This is due to the higher development status in these two
countries (Knight and Song, 2002). In China, farmers can increase their incomes
by a factor of 3 or more by migrating to city employment (OECD, 2002a, p.539).
In the Sichuan province in central China, for example, a migrant worker could
earn 2,388 yuan9 more per annum in urban employment than in rural farm or
non-farm employment (Zhao, 1998, p.779). In India, a steel worker receives an
urban wage 8.4 times higher than the rural wage rate (Wahba, 1996). Evidence
from the Philippines studied by Nakanishi (1996) also supports the assumption
of a wage differential between the rural and the urban sector. However, the
conditions in the rural sector are particularly bad in the Philippines. The
8

The income ratio is greatest in Africa, followed by Asia and Latin America (Larson and
Mundlak, 1997, p.313).
9
At the exchange rate of 8.29 yuan per US dollar, this amounts to USD 288.05 approximately.
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majority of peasants are landless labourers. They migrate, because the rural
living conditions are insupportable. Even dismal living conditions in the cities
are better than their rural homes. The rural-urban wage gap in Thailand, on the
other hand, is smaller, because many of the peasants own the land they farm.
Latin American countries also suffer from a large wage differential between the
urban and the rural sector. Large income differentials have been observed in
Mexico (Silvers and Grosson, 1980, p.146). The pull to Mexico City is greater
than to any other city in the country. However, more equal wages in all cities
would change the migration pattern and attract migrants to other cities, as
well (Silvers and Grosson, 1980, p.148). Therefore, Silvers and Grosson (1980)
suggest that rural development is essential, but that an expansion of migration
to other cities in Mexico also has to be brought about. The former policy alone
is not sufficient, because migrant flows to particular cities will only be affected
marginally. However, changing demand for labour in Mexican cities in general
will have a more direct effect on the destination choices of rural migrants. More
capital intensive agricultural production in Colombia has also resulted in lower
rural incomes and increased rural-to-urban migration rates. However, simultaneously the appreciation of the peso and increased government expenditure led
to an increase in rural services and urban employment opportunities. Therefore,
some of the surplus labour from the rural sector could be absorbed in other
activities (Jaramillo, 2001).
It can be concluded that the available evidence supports the assumption of a
wage differential between the rural and the urban sector in developing countries
and that this income divide results in rural-to-urban migration. Thus, migration
can only be reduced, if wages are equalised across sectors.10

”Bright Lights”, Economic Geography and State Employment
Another attraction of cities is what is generally known as ”bright lights”. Cities
have more to offer than simply employment and higher wages. Cultural events,
for example, take place more regularly, night time entertainment is more readily
available, and there are better and more services on offer11 . However, the
importance of this factor in the migration decision depends heavily on the level
of economic development a country has reached. If an economy is not very highly
developed, the monetary concerns have a greater role to play in the decision to
migrate. If migrants are poor, most of these entertainments are not available
to them, because they have neither the time, nor the money to enjoy them. If
10

Note that the equalisation of income between sectors does not imply exact monetary equalisation. Other factors have to be taken into account, as well. Living costs may differ and people
do not make their choices concentrating on monetary values only. They also take family ties,
the type of job and other concerns into account.
11
These services include better health care and education.
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the income gap is particularly large between the rural and the urban sector,
the ”bright lights” effect will be even smaller, because higher wages will have a
higher priority for migrant workers. This is the state of affairs for many Chinese
migrants (Chen and Coulson, 2002, p.2195). The amount of time migrants have
to work in cities and the disutility of doing so also affect the migration decision
(Bhatia, 1979, p.414). However, this again is less important, if the economy is
not very developed and if potential migrants are poor.
A further reason behind rural-to-urban migration lies in the geographical
allocation of industry. The theory of economic geography wants to establish
what influences where people settle and where industry develops. Many factors
affect this decision making process, such as infrastructure, geographical location
and personal contacts. However, it also ties in with the theory of rural-to-urban
migration. Economies of scale affect industry allocation. This in turn affects
labour allocation. A greater centralisation of industry in one or more cities
will channel rural migrants to those locations. However, agglomeration is also
affected by political considerations. Globalisation has resulted in a higher
demand for localised political autonomy and greater decentralisation. This is
a particularly important issue for the Chinese economy. One benefit of this
political decentralisation is the diversification of financing, because the access to
national funds will be decreased for individual cities. There will be competition
between regions for businesses. Unfortunately such a policy can backfire, because
the money may not always be channelled to the most productive schemes. In this
context rural-to-urban migration is also affected by the political considerations.
Decentralisation may change the allocation of industry as the incentives have
changed, so that the migration locations will move equivalently.
The size of the individual urban sectors is also important for the rural-to-urban
migration decision. If state-owned enterprises (SOEs) are the main employer in
a city, the incentives for rural workers to migrate there are small. In SOEs they
are still discriminated against, if they are able to secure employment in SOEs
at all. However, if there is a larger private sector in a city, this will attract
more rural migrants. In China, for example, the private sector has large growth
potential and is better able to absorb migrant workers (Chen and Coulson, 2002,
p.2191). A large private sector may also give migrants the opportunity to become
self-employed. This may be desirable to those with sufficient education to open
their own business, because the benefits they can accrue may be much greater
than if they would be in wage-employment. Other sectors, such as construction
and mining, as well as the services sector12 also have a large role to play. They
are seen as unpleasant work by many urban residents, so that they often choose
not to take up such employment. The rural migrants, however, are often glad to
find any employment, where they receive higher wages than in the rural sector.
12

Common jobs available to rural migrant in the urban services sector include employment
as maids or work as shoe-shine boys.
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Thus, industries termed as unpleasant will also employ a larger number of rural
migrants.
To summarise, the main attraction of rural-to-urban migration for rural workers
is the potential of higher urban real wages. However, employment in the urban
area is by no means certain. Although once a migrant finds employment, he will
be earning more than in the rural sector on average, a long time period may
pass before these earnings will be made. This suggests that most migrants are
risk takers who are willing to tolerate a potential spell of unemployment. On
the other hand, many rural workers only migrate, if they either could arrange
employment through one of the few state employment agencies that by now exist
in some countries or if they had assurances from family members and friends
already in the urban area that there are employment opportunities. Also, if such
relations exist in the destination area of migration, a migrant will suffer less from
being unemployed, because he can rely on a support network in his chosen urban
destination area.13 This leads us to the next section on information channels for
employment opportunities available to potential migrants.

1.4

Information Channels

Information channels have an important role to play for rural-to-urban migration.
Most migrants will not simply leave the countryside without some idea about the
job prospects. The majority of this information comes through informal channels.
These are mainly family, friends and fellow village inhabitants who have already
migrated and are able to find out such information first hand. Additionally,
friends and family can directly introduce new migrants to potential employers
(Gupta, 1996, p.64-5). This suggests that migration flows are segmented and the
decision of who migrates and where to depends on social and individual networks
(de Haan, 1999, p.16).
Mazumdar (1983, p.257) finds that potential migrants in India and Africa, for
example, heavily rely on informal information channels, such as the knowledge
of relatives and friends. In China the guanxi, the contacts through personal
kinship and friends, are important for job allocation.14 Qian (1996) conducted
a household survey in five Chinese villages: Xiting, Tianlioa, Xianfeng, Kangle,
and Shunangmiao15 . He finds that contacts to family and friends are very
13

This is also necessary, because there is no social security system for rural migrants in urban
areas, especially when they have migrated illegally.
14
For an in depth study see Farh (1998).
15
Xiting and Tianlioa lie in the Zhejiang Province in the East of China. It is one of the richest
provinces, endowed with fertile land and owning advanced transportation and communication
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important in finding employment in urban areas. The percentage of jobs found
via friends and relatives ranges between 76.5 and 96.0 per cent in the five villages.
Securing employment directly from employers is less frequent and ranges between
4.0 and 23.5 per cent (Qian, 1996, p.127). The results are also confirmed by
Wang et al. (2000) who collected data from two villages in the Heilongjiang
Province in the Northeast of China. One of them focuses on more traditional
grain production, while the other is cultivating rice. Rice production generally
enjoys higher productivity. This allows workers to earn higher incomes and more
workers can be spared in production. The corn village relies to 83 per cent on
family and friends in getting information on employment opportunities in cities,
13 per cent search for jobs themselves and 5 per cent look to recruiting agencies
for this purpose (Wang et al., 2000, p.87). For the rice village the respective
numbers amount to 68, 16 and 22 per cent (Wang et al., 2000, p.87). Note that in
Qian (1996) there does not appear to be a relationship between the geographical
location of the village and the reliance on family and friends in terms of searching
for employment. However, Wang et al. (2000) suggest that the wealthier
village relies more on formal information channels. These results, though, must
be confirmed by further study which is beyond the scope of this thesis. The
analysis of informal channels can help to explain why there is more migration
out of one area than another, although the socio-economic characteristics of the
two areas are similar. To explain this Davin (1999, p.74ff) looks at the micro
determinants of migration. These include knowledge and communication, the
household economy16 and the decision to migrate. Such migration chains are
likely to remain in place for many years, maybe even decades (Davin, 1999, p.74).
Note that the information potential migrants receive through these informal
channels is often inaccurate. Urban workers’ knowledge is limited by their
geographical location. Thus, the allocation of migrants in cities via personal
contacts can results in an inefficient allocation of labour, because information on
job opportunities in other areas is not fully available. It is possible that the job
opportunities in another city are much better due to higher demand for labour,
but this information is simply not known by potential migrants and their friends
in other cities. Many migrants find themselves stranded when they arrive in
the city with no job, no home and no prospects. They may be lucky enough to
find some sort of employment, but this will not necessarily make them better off
than they had been in their village. Fields (1975, p.186) writes on this subject
that ”... poverty is no less real when people eke out an existence in agriculture
or earn less than a living wage while underemployed in the murky sector of the
systems. Xianfeng and Kangle are both situated in the Gansu Province in the Northwest of
China. The region suffers from water shortages and there are less commercial opportunities
than in the Eastern parts of China. Shunangmiao lies in the Anhui Province also in the East
of China. However, it is not part of the rapidly growing coastal regions like Zhejiang.
16
In Davin (1999, p.74), the household economy incorporates non-agricultural activities, grain
forest, the ability to spare adult workers by the redistribution of work, remittances sent by
migrants and family responsibilities (for example women, are less likely to migrate).
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cities.” However, migrants often do not even have the necessary funds to return
home, especially if they have come from a long way away. Thus, many migrants
are disappointed after their move and may be even worse off than they had been
before. If communication networks are not available, there is less migration from
a geographical area. Thus, rural-to-urban migration may not help to alleviate
poverty in the poorest areas. There is evidence that the poorest areas in India
and China do not send the most migrants to work in the cities (de Haan, 1999,
p.18).
Hare (1999, p.68) states that ”... any policy based on the premise that migrants
can be enticed to stay at home is probably doomed to fail.” Thus, rather than
restricting migration, a policy of channelling it into the right direction may be
more beneficial. Kojima (1996, p.366) studies the developments in Iran in the
1980s. Tehran and other large cities were suffering from overpopulation and the
government needed to deal with this problem. Thus, in 1983, it put constraints
on population growth and on migration to the larger cities. Additionally,
migration and industry were channelled into regional and smaller cities. These
measures had positive effects on developments in Iran. Tehran’s population was
curbed, while the regional cities had grown. Migration rates were unchanged,
but the migration destinations had been changed from the larger to the more
regional cities. Thus, rural labourers were not restricted in their movements,
regional industry could benefit from a sufficiently large supply of labour and
the economy experienced a more even development. Thus, simple migration
restrictions may not result in the best outcome for the economy. Further,
the type of migration that should be restricted has to be established. Yang
(1993, p.815), for example, states that rather than restricting all migration, only
temporary migration should be regulated in some cases.
To improve migrant labour allocation the availability of formal job search channels is on the increase. As labour markets become more decentralised the role of
private contractors is rising. Governments have realised that some rural-to-urban
migration is essential for economic growth. Thus, more formal information
channels have been put into place. In China, there are now thousands of job
centres around the country provided by the government and by private owners
(Meng, 2000, p.176). In Gansu, a Chinese province in the Northwest, and in
Zhejiang in the East private contractors, called BAOGONGTOU, are beginning
to play a greater role in matching employment opportunities in urban areas with
rural workers searching for urban jobs (Qian, 1996, p.155). In Sichuan, a province
in central China, there are officially sponsored employment centres, training
schools and scheduled buses to take migrants to their destinations (Davin, 1999,
p.74). Wang et al. (2000) study the recruitment behaviour of firms in Harbin
City in the Heilongjiang Province in the Northeast of China. They find that
the majority of the employers in the sample searched for their employers via
local labour departments and via advertisements published in local newspapers.
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Blue-collar labourers were generally recruited straight from rural areas (Wang
et al., 2000, p.97). The Shanton University Computer Support Department in
China has put an electronic job register in place for its graduating students
and the scheme has enjoyed increasing popularity (May, 2000, p.235). Also,
67 per cent of graduates go to employment fairs to meet employers and to try
and secure a job (May, 2000, p.234). The internet is used for recruitment with
greater frequency. INTAC International Inc. in cooperation with the Chinese
Ministry of Education have introduced an internet portal for Chinese students
to make the job search easier (Emerging Markets Economy, 4.28.2004, p.1).
Thus, it can be concluded that informal information channels are very important
in the job search process, in particular in the Chinese economy. However,
the number of formal channels is on the increase in developing countries.
More formal job centres will make labour allocation more efficient, because
migrants can be guided into those regions where their labour is really needed.
This should reduce the number of migrants ending up unemployed in urban areas.

1.5

The Effects on Origin and Destination Areas

The crucial question to ask is what effects rural-to-urban migration has on the
origin and destination areas. It needs to be determined whether more benefits
accrue to the economy as a whole when a larger number of rural workers move
from low-productivity to high-productivity employment. Alternatively there
are drawbacks to excessive rural-to-urban migration, because of the built-up of
slums, social tension in cities and urban unemployment.
Larson and Mundlak (1997) suggest that rural-to-urban migration is beneficial
for the rural sector. As labour migrates to the urban sector, the productivity of
the remaining agricultural workers is increased and so is their income. Those
labourers left behind generally work harder to ensure that the aggregate output
level on the farm is not reduced (Basu, 1990, p.42). The same amount of
output produced by fewer labourers raises the income level of the households.
This reduces the rural urban income differential and acts as a disincentive to
rural-to-urban migration for the purpose of raising the family income (Larson and
Mundlak, 1997, p.310). However, it must be noted that much of the additional
work is done by women who are generally already overworked (de Haan, 1999,
p.28). Thus, although the majority of rural migrants is male, this does not
leave their wives without their daily bread. Mostly they continue living with
the husbands family and contributing to the household income (de Haan, 1999,
p.15). The rural sector can also benefit from remittances sent by the migrants.
Oberai and Manmohansingh (1983), for example, find this to be the case for the
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Indian Punjab. Williamson (1988, p.432) shows that remittances in Africa and
Asia equal 10 to 13 per cent of the urban incomes of rural migrants. Places of
origin closer to the destination areas are likely to benefit more. Remittances in
these areas contributed up to 75 per cent to non-farm income in rural areas,
compared with only 20 per cent in places of origin further away from major
cities (de Haan, 1999, p.23). Rural-to-urban migration does not appear to
affect agricultural output and production negatively (Wu and Zhou, 1996, p.62).
This suggests that the rural sector will be significantly better off, if some rural
workers migrate. However, if the amount of rural surplus labour is only reduced
marginally, rural-to-urban migration will only have a marginal effect on the
standards of living in the countryside.
The effect on the destination area is less clear. It is likely to suffer, if there is a
continuous excessive flow of rural migrants. If urban industries cannot absorb all
migrants, there will be higher urban unemployment. This does not necessarily
strain the social security system, as rural migrants generally have no claims to
it. However, it may not only be the rural migrants who become unemployed.
Some companies will prefer to employ migrant labour. Rural migrants have
fewer expectations of job opportunities and generally receive lower wages. Thus,
some urban residents will be made redundant in favour of rural migrants, and
higher rural-to-urban migration rates may increase spending on social security,
such as unemployment benefits to urban residents. However, this theoretical
economic reasoning of substituting rural migrants for urban labour on the firm
level cannot always be applied in the real world, so that urban residents and
rural migrants are not necessarily in direct competition. The latter are often
discriminated against in urban areas, even by official policies. In China, for
example, there are plans to introduce a regulation requiring an urban hukou,
that is an urban work permit, even for unskilled employment such as street
cleaning and gardening. Additionally, employers may be forced by legislation
to fill a greater share of their positions with urban residents and to make rural
migrants redundant (Davin, 1999, p.157). However, there is also some evidence
that the destination areas will benefit from rural-to-urban migration 17 , when
rural migrants do unpleasant jobs, contribute to economic growth and also act
as consumers in the urban economy.
Note that there are other problems related with large urbanisation rates due to
the diseconomies of increased city size. One of these is an increased crime rate
due to poverty. If migrants are discriminated against in the job market, many
will find themselves unemployed or in low-wage employment. Thus, stealing is a
last resort for many rural migrants. Additionally, environmental concerns must
be taken into account. Due to the economies of scale experienced in cities, the
amount of production increases, as these externalities can be better exploited.
Thus, pollution will also rise. If migrants are not supplied with adequate housing,
17

For example, see Ghatak and Levine (1996).
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the dismal lodgings are often energy inefficient, so that more fossil fuels need to
be burnt. Inadequate incomes also mean that the cheapest fuels available are
used. This has an increasing negative effect on the environment. Overcongested
cities have adverse effects, as well. In addition, the amount of waste produced
by the urban inhabitants will be greater. Therefore, the provision of adequate
services to urban inhabitants is essential to ensure that the ever growing cities
can function well. However, this will become a more difficult task with larger
city sizes. Kojima (1996, p.263) finds that if the population of a city increases
by 2 per cent annually for ten years or more, local authorities will find it hard
to provide the necessary services and to preserve previous health services and
the quality of life. It will be even less able to improve such services. Many
developing countries lack the necessary finance to make services like waste
disposal, sufficient drinking water, housing, and education available to all urban
dwellers. Indirect costs due to the underprovision in services, such as health
costs, also need to be considered.
The effects of excessive rural-to-urban migration even reach beyond the borders
of the developing country. Increased pollution will not only adversely affect
production and well-being of the economy producing it. Neighbouring countries
and the world at large will also have to face the consequences. This is not to say
that the same rigid pollution standards that are applied in the industrial countries ought to be enforced in developing countries. This would have detrimental
effects on growth rates there, which in turn would only exacerbate the pollution
problem. However, environmental concerns must be considered and norms must
be applied, as the developing economy is able to digest them. This will be
discussed in greater detail for the case of China in chapter 6 on policy implications.
It must be noted that rural-to-urban migration is not the only factor to blame for
these problems. Factors such as national population growth and urban-to-urban
migration also have a role to play. Any increase in city size results in an increase
of social problems. The real issue is that individual migrants do not take these
social costs into account. They are only concerned with their own migration
costs. These include the fare to the destination area and leaving their family and
friends behind them. Thus, the issue of calculating the effects of rural-to-urban
migration on origin and destination areas is a problem of social versus individual
cost considerations. This requires a more detailed study which is beyond the
scope of this thesis.
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1.6

CHAPTER 1. SETTING THE SCENE

A Preview on Government Intervention

The evidence cited in the introduction suggests that the rate of urbanisation
in developing countries is increasing. Globalisation and international trade
increase economic growth. This in turn raises the production and employment
opportunities in the urban area. Economies of scale can be realised. However,
more vacancies in urban areas also mean higher rates of rural-to-urban migration.
In addition, as section 1.3 has shown, there is also the wage differential between
rural and urban areas that gives more rural workers the incentive to migrate.
If the number of urban residents plus the amount of migrants from the rural
sector exceed the number of jobs available in the urban area, there will be urban
unemployment. If the wage gap between the two sectors is large enough, urban
unemployment can rise to very high levels, before rural-to-urban migration is
brought to a halt. Therefore, the potential of high urban unemployment must
be taken into account when designing government development policy. To make
a success of the development strategy as a whole rural-to-urban migration and
urban unemployment have to be addressed and dealt with.
However, it is not easy to solve these issues in development policy making. The
problem of doing so can be summarised as follows. The urban wage level is
higher than the rural wage rate and the marginal products of labour are not the
same in both sectors. This causes a market failure, because the labour market
does not clear. However, this single market failure cannot be solved by using a
single instrument. The simple explanation for this is that the wage rate performs
two functions. Not only does it set the employment level for the industrial
sector, but it also determines the allocation of labour between the rural and the
industrial sectors. Thus, two policy measures are required to equalise marginal
products of labour and to halt rural-to-urban migration.
This can be illustrated by the following example. It is assumed that the
government decides to subsidise the urban wage rate. This will reduce the urban
unemployment rate, because the urban sector will be able to afford to employ
more workers. If the subsidy is large enough the marginal products between
the rural and the urban sector will be equalised. However, the wage rate in
the urban sector still exceeds the rural real wage. Additionally, there are now
more job openings in the urban sector and urban unemployment is reduced. All
this increases the incentives of the rural workers to migrate to the urban sector.
Thus, a further policy is required to confine excessive migration. This can, for
example, be done by also subsidising the rural sector, which will equalise the
wage rates between the two sectors, or by imposing migration restrictions.
There is also evidence that government intervention may do more harm than
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good. In Sub-Saharan Africa agriculture has been discriminated against by
government policy. Trade revenue from agricultural exports was reinvested in
industry. Wages were reduced, and the government was hoping that this would
in turn stimulate industry. However, the policies had a negative effect on growth.
This shows that an industrial bias may not always be beneficial. A focus on
the rural economy may be more appropriate and more in line with the Harris
Todaro formulation and its extensions. Bryceson (1997) also shows that a larger
agricultural sector alone could already reduce the flow of rural migrants in Africa,
where there is high unemployment in all sectors due to a lack of employment
opportunities. However, the author also finds that further policy options, such
as industrialisation, urban development, trade and foreign direct investment
incentives and the reduction of the income differential between the rural and the
urban sector, must also be modelled. Further, Meng (2000, p.195) finds that
government intervention in the informal sector could have detrimental effects
on the economy. However, if the market institutions are flexible enough, the
informal sector can provide large amounts of employment opportunities. Yang
(1999, p.306) on the other hand states that policies that favour the urban sector,
such as migration restrictions, better welfare systems, and urban subisidies for
investments, account for the rising income inequality in China and increased
incentives for migration.
The above example only gives one set of policy options to illustrate the case.
Further government policy choices suggested by the Harris Todaro model and its
extensions will be discussed in chapter 2. These include various wage subsidies,
migration restrictions, minimum wage legislation, tariff policies, and import and
production subisidisation. The policy options will then be compared with the
results from the empirical analysis in part III of the thesis. It will be shown that
the choices given by the theory so far are by no means finite. Additionally, it will
become apparent that many of these policy options have become redundant with
the accession to the World Trade Organisation. Some were never feasible in the
first place.18 Thus, other policies need to be investigated. Rural development
policies, increasing the number of the formal information channels for employment vacancies, and improving the living conditions of rural migrants in urban
areas are some of the available options. Further policy choices will be given in
part III below.
The analysis of the theoretical models and of the empirical evidence will show why
the Harris Todaro model and its extensions are so far unable to provide adequate
policy suggestions. Although it reflects the workings of a developing economy
and the problems it faces, it is unable to suggest strategies to adequately deal
with these issues.
18

This includes the options given in the example above. It is financially infeasible to subsidise
the entire labour force. Additionally, migration restrictions can be seen as an infringement on
personal liberties. These issues will be discussed in greater detail in chapter 6 below.

Chapter 2
The Harris Todaro Model

The [Harris Todaro] model fits well
with such stylised facts in the urban
labour market as the large rural-urban
wage gap, high unemployment rate, and
rapidly growing informal sector, and it
became widely accepted as conventional
wisdom and induced a vast number of
migration studies.
(Wang et al., 2000, p.80)
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In the 1960s the empirical evidence from developing countries proved the
existence of rural-to-urban migration despite of high levels of urban unemployment.1 Internal migration was even taking place at an ever increasing rate.
Thus, it became apparent that general equilibrium models were no longer applicable to many developing countries, because their labour markets did not clear.
Two economists set out to overcome this shortcoming of the economic models. In
1970, John R. Harris and Michael Todaro published their famous paper on ruralto-urban migration in the American Economic Review. Their model has three
substantial deviations from the common full-employment framework with flexible
wages: It is assumed that there exists an institutionally fixed minimum wage in
the urban sector, that there is urban unemployment in equilibrium and that ruralto-urban migration takes place in the face of this persistent urban unemployment.
The intuition behind the model by Harris and Todaro (1970) can be summarised
as follows. The urban minimum wage is set to be higher than the wage rate paid
to rural labour that is valued at its marginal product. This results in a wage
differential between the two sectors. Rural workers have an incentive to migrate
to the urban areas despite of urban unemployment, because of the potential of
higher earnings in the urban sector. Such migration will continue as long as
there is a possibility for migrants to increase their income by moving to a city.
Some migrants will have arranged employment before leaving the countryside.
Others will begin searching for employment only once they have arrived at their
destination. Some will necessarily join the pool of urban unemployed. However,
even in that case, the presence of the migrant in the city may increase his chance
of finding urban employment there at a later date. This explains why there is a
continuous flow of migrants observed in developing countries despite of the high
urban unemployment rates. Thus, the assumptions on migration made in the
Harris Todaro model appear to be correct.
The existence of rural-to-urban migration is not new. As stated in the introduction, many developed countries have experienced an increased pull to cities at
one time or another in their history.2 As De Haan (1999, p.7) phrases it: ”In
historical Europe, pre-colonial developing countries, and current developing countries, migration has been an essential element in the livelihood strategies, of poor
as well as better-off people.” Today, excessive rural-to-urban migration is a more
threatening problem for developing countries that are presently undergoing the
process of industrialisation. The Harris Todaro model is particularly well-suited
to explain the events taking place in the less developed world. The agricultural
sector is assumed to be labour intensive, while the manufacturing sector is
1

See Gutkind (1968) for some evidence of increased rural-to-urban migration and higher
urbanisation rates in Africa in the 1960s.
2
Note for example the increased rate of rural-to-urban migration in Great Britain during
the Industrial Revolution.
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assumed to be capital intensive. These assumptions are justified, because less
developed countries still employ a relatively limited amount of machinery in
agricultural production.3 Manufacturing production in developing countries may
also not use a lot of physical capital compared with the manufacturing sector of
more developed economies. However, it can safely be assumed that the industrial
sector is more capital intensive relative to the agricultural sector within the
developing country. Thus, not only does the Harris Todaro model appear to
reflect the properties of a developing economy, but it also reflects the country’s
production structure.
However, the model also has some shortcomings. The authors have often been
criticised for the simplifying assumptions that they have made. These include
capital immobility, a focus on a two-sector analysis, and the emphasis of income
as the only pull factor to cities. Over the years, many economists have engaged
in a study of the Harris Todaro model and many of the assumptions have been
relaxed in other papers on rural-to-urban migration. The individual contributions will be discussed later in this chapter. They all have different advantages
and disadvantages, which will be analysed in full. The policy suggestions of the
various authors will also be considered.
The rest of this chapter is structured as follows. First in section 2.1, the literature
on the Harris Todaro model will be surveyed. Section 2.2 then lays down the
basic Harris Todaro model and its assumptions. Then the most important
extensions will be studied. In section 2.3 the theoretical models will be discussed
with their policy suggestions. The analysis is divided into three subsections
on international trade, an urban informal sector and agglomeration economics.
Finally, section 2.4 will evaluate the models.

2.1

A Review of the Relevant Literature

To get an overview of the subject, the relevant literature will be reviewed here.
Many extensions of the basic Harris Todaro model have been formulated.4
Some introduce non-traded goods into the model, for example, see Basu (2000)
and Beladi and Marjit (1996). Other contributions concern themselves with
risk and uncertainty. Ghatak and Levine (1993, 1996) examine risk averse
behaviour within families in which the migration of family members serves to
3

Meng and Wu (1998, p.76) regress Chinese household income equations and find that the
income elasticity of capital is not significant. This would confirm the assumption that rural
production is labour- and land-, not capital-intensive.
4
For three excellent surveys on the contributions see Haan (1999), Ghatak and Levine (1996)
and Bhattacharya (1993).
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diversify risk. Further, Ingene and Beladi (1991) study technical progress in
the light of uncertainty. Bhatia (2002) and Din (1996) introduce intersectoral
and international capital mobility into the model. Saracoǧlu (2004) also studies
capital market segmentation in the light of rural-to-urban migration. He finds
that an increase in the urban wage will result in a larger migrant labour force,
if capital is immobile. However, if the capital market is integrated, many rural
workers will choose not to migrate despite of a larger wage differential. Further,
output in both regions grows and the output gap closes. The contributions
studied in detail below assume capital mobility so that the issue will not be
looked at individually.
Conducting a detailed analysis of all these contributions is beyond the scope
of this thesis. Thus, the literature review and the rest of the analysis will
focus on three topics of particular relevance: International trade, the three
sector analysis and agglomeration economics. They have been singled out,
because these issues are essential for the real world analysis that will be carried
out later. In the age of globalisation no country can act in isolation anymore,
economies consist of more than one sector and migration is highly dependent on
geographical aspects. Even for the three stated topics many different articles
could be cited. The literature review concentrates on those papers that have been
novel when published and some of the later papers that extend the formulations
further. That way the simpler models can be discussed first, before the more
detailed articles will be approached.
To set the scene, the basic Harris Todaro model will be summarised first. Harris
and Todaro (1970) assume a two sector, three factor economy. The country is
closed to international trade. The rural sector is assumed to be labour intensive
and requires labour, capital and land in production. The urban sector on the
other hand is capital intensive and produces manufacturing goods using capital
and labour only. Harris and Todaro find that a wage subsidy to the urban sector
alongside migration restrictions imposed on rural workers are the first best policy
package.
These results are confirmed by Corden and Findlay (1975) and Neary (1981).
Both papers use a geometric exposition to introduce intersectoral capital
mobility. One difference is that in the former land is excluded as a third factor in
agricultural production, while in the latter the original form of the model is kept. 5

5

Note that Neary (1981) also states some stability conditions for equilibrium in the Harris
Todaro model. This issue is explored further in Neary (1988).
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International Trade
No economy functions in a vacuum any more. The effects exerted from the
outside world on an individual country, as well as the influence that that country
itself has on the rest of the world are of great importance for any policy considerations. Many authors look at the issue of international trade, see for example,
Chen and Choi (1994), Clarete and Whalley (1988) and Petrakos (1989). Some
contributions also introduce other extensions in addition to opening the economy
to the rest of the world. Chao and Yu (1990) study international trade in the
context of perfect and imperfect capital markets. Srinivasan and Bhagwati
(1975) extend the analysis to a large open economy that no longer takes prices
as exogenously given.
The more ground breaking contributions include Batra and Naqvi (1978). They
extent Corden and Findlay’s (1975) analysis to study the gains from trade in a
two sector, two goods, two factor model of a small open economy with mobile
capital.6 Further, Beladi and Yabuuchi (2001) do not only include international
trade in their model, but they also introduce an informal sector into a three
sector, three factor model of a small open economy.wo contributions will be
looked at in section 2.3.1 and section 2.3.2 respectively.
Choi, Price and Allen’s (1997) contribution also brings an additional aspect into
the analysis. They no longer assume a small, but a large open economy. Thus,
the country will be able to affect world prices. The authors develop a model of
two sectors and two factors which are perfectly mobile between sectors. They
find that a domestic distortion, such as urban unemployment, strengthens or
weakens the effects of international trade.7 For example, an improvement in the
terms of trade at a constant tariff rate raises domestic import demand. This is
also the case with full employment. They also suggest that the optimal tariff for
a large open economy can be positive, negative or equal to zero, depending on
the extent of urban unemployment.8
In the context of international trade, special economic zones (SEZs) also have to
be considered. This is important for the later analysis of the Chinese economy
that chose the route of forming SEZs, when it opened its borders to international
trade.9 There are four theoretical papers that cover this topic area.
Young and Miyagiwa (1987) study a duty free zone for which the tariff on
6

This also extends the analysis by Bhagwati and Srinivasan (1974) who model gains from
trade with the omission of capital in production.
7
Note that these effects of international trade have been established in the Heckscher-Ohlin
framework.
8
Additional extensions incorporating international trade include Bhagwati and Srinivasan
(1974), Srinivasan and Bhagwati (1975), Khan (1980), McCool (1982), Edwards (1988) and
Schweinberger (1998).
9
This will be discussed in 4.9 on international trade in the Chinese economy.
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intermediate imports into the zone is reduced or abolished. They show that
this increases the value of national output at world prices in the Harris Todaro
framework.10 The wage gap and urban unemployment are also reduced. However,
this is only the case, if the zone faces a low wage comparable to incomes in the
rural sector. Young (1992) on the other hand shows that an urban exporting
zone reduces national income unless it raises rural wages. An optimal tax on
foreign capital to finance subsidies for intermediate imports and setting wages at
the minimum feasible level could then maximise income.
Chaudhuri and Adhikari (1993) generalise the model by Young and Miyagiwa
(1987) by introducing intersectoral mobility of domestic capital and an upward
sloping supply function of foreign capital. They show that the creation of a
duty-free zone may now result in a loss of national welfare due to an increase in
urban unemployment. Further, there is a conflict between the twin objectives of
increasing employment levels and raising national welfare. The relevance of the
different implications can only be verified by an empirical analysis.
The article by Miyagiwa (1993) is concerned with the location of free trade zones
(FTZ). The results depend on the mobility of capital. If it is sector-specific, the
FTZ should be set up in the urban sector. However, if capital is mobile, the
rural sector would be the better location. This is because the FTZ should be
located where it can generate greater labour movement from domestic industry
into production in the FTZ. This can be best achieved in the rural sector, where
there is surplus labour.11

The Informal Sector
Relaxing the two sector assumption is also of great necessity. In the real world, an
economy is divided into much smaller segments. However, introducing too many
sectors will complicate the analysis too much. Therefore, this thesis will focus on
a three sector analysis only. The goal is to make the model more realistic without
making the calculations too complicated. The most common extension is the
introduction of an urban informal sector. It is assumed that this sector produces
labour intensive manufacturing goods, services and intermediate inputs for the
manufacturing sector. The models that do not explicitly model this sector,
assume that working for the informal sector is equivalent to being unemployed.
However, evidence suggests that the informal sector is highly dynamic. In fact,
migrants choose to work there and may even prefer to be employed in the urban
informal rather than the formal sector. Chaudhuri (2000) makes a useful contri10

This result is in contrast to the literature on SEZs without Harris Todaro-type unemployment. For example, see Hamada (1974), Rodriguez (1976) and Hamilton and Svensson (1982).
11
Note that this paper does not take account of geographical concepts. If there is insufficient
infrastructure in the rural sector, it is unlikely that foreign direct investment will flow into the
rural areas. Thus, locating a FTZ there, is likely to only have a small effect on welfare.
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bution to study an urban informal sector, which produces an intermediate input
for production in the formal sector, in a small open economy with internationally
mobile capital.12 Additionally, the author incorporates demand considerations. This is important for policy considerations, as the comparison with the
formulation by Gupta (1993) that ignores demand considerations will show below.
Another set of papers that can enlighten the analysis of an informal sector
has been written by Prabir C. Bhattacharya. Bhattacharya (1998a) models a
three sector developing country with urban unemployment and an institutionally
fixed minimum wage.13 Here, the rural labour force is subdivided into two
groups: There are the rural land owners, also taken to be skilled labour,
who only migrate to the urban formal sector, and there are manual labourers or unskilled workers, who only migrate to the urban informal sector. The
results of this formulation will be discussed in greater detail in section 2.3.2 below.
Fields (1975) extends the model even further to include job search behaviour
in addition to an informal sector. Migrants can choose one of three strategies
according to the present discounted value of the expected future incomes: They
can continue to work in agriculture for the rural wage and seek formal-sector
employment with a reduced chance, because they are not on the spot; they
can choose to work in the informal sector and seek formal-sector employment
with a reduced chance, because they come from the informal sector14 ; or they
join the pool of urban unemployed while seeking a modern-sector job full time.
Fields (1975) suggests that his model conforms more closely to the observed
urban unemployment rates than the original Harris Todaro model. He finds that
the urban unemployment rate and the number of urban unemployed respond
positively and with great sensitivity to an increase in the number of formal
sector jobs. However, if highly-educated workers are hired preferentially for
formal sector employment, urban unemployment will fall, because the incentive
to migrate is reduced for the uneducated rural worker. Fields (1975) concludes
that a more efficient labour exchange would allow workers to remain in the
rural sector until they were certain of urban employment without having to be
unemployed.15

12

This type of sub-contracting is, for example, observed in the car industry and other machine
production in developing countries.
13
This paper is an extension of the the basic three sector model without migration developed
in Bhattacharya (1994).
14
Note that the probability of finding employment in the formal sector is nevertheless greater
than if the worker had remained in the rural sector.
15
For additional papers on the informal sector also see Din (1996).
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Agglomeration Economics
Finally, economic geography has to be considered. Migration decisions have
economic as well as geographical aspects. Because economic geography affects
industry allocation, it also indirectly influences migrant choices. Larger flows of
migrants will be heading to areas where there is a lot of industry because of the
number of employment opportunities there. To facilitate the analysis, the study
of this field of economics will be laid out briefly.
The objective of economic geography is to analyse where economic activities
take place. There are two types of forces at work: centripetal and centrifugal
forces. The former are conducive to the centralisation of production. They
include backward and forward linkages, thick labour markets, and pure external
economies. The latter result in decentralised production, for example, if high
transport costs require a greater amount of local production.
The focus of this study lies in agglomeration based models of city size.16 These
have received particular attention from Paul Krugman.17 In Krugman (1999),
the author analyses the role of agglomeration in economic development. The
intuition behind the models is as follows. There are two regions in the economy,
each with a perfectly competitive and an imperfectly competitive manufacturing
sector. Both regions are populated by two types of people: the immobile farmers
and the mobile industrial workers. The allocation of industries depends on the
transport costs and the wage rates prevailing in the two regions. If transport
costs are high, the two regions trade little with each other. The respective wage
rates are only affected by the amount of labour within each region, but not by
interregional competition. In equilibrium, industrial production takes place in
both regions. With low transport costs, on the other hand, the two regions trade
with each other. If one region already has a greater labour force, transport costs
do not affect it so severely, because it already supplies a larger local consumer
market. Therefore, wages in that region tend to be higher. This will attract even
more workers to settle in that region. In this case, industrial production could
be concentrated in one of the two regions in equilibrium.18
Krugman then extends the analysis to a developing country facing economic
16

Another strand of economic geography is Feenstra’s (2001) ”gravity equation”. It formulates
bilateral trade flows as a log-linear function of incomes of and distance between trading partners.
The overall results of the model are supportive of a world where increasing returns lead to a
home market effect in differentiated goods, so that the amount of net exports is positive for
larger countries. For homogeneous goods the gravity equation still applies, but without the
home market effect due to barriers to entry or national product differentiation. The gravity
equation works well, even for developing countries, because its theoretical basis is quite general.
However, the empirical performance is very specific and different theories lead to measurably
different home market effects. Thus, the focus here lies with the agglomeration based models.
17
For example see Krugman (1995) and Fujita et al. (1999).
18
To illustrate these ideas, Krugman uses a bifurcation diagram.
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dualism, as modelled in the Harris Todaro model. For this purpose labour is now
divided into two types: immobile unskilled workers and mobile skilled workers.
As in the above analysis, strong economies of scale and low transport costs can
result in the concentration of industrial production in one of the regions. This
causes a large wage differential between the sectors, so that the mobile factors,
that is skilled workers and capital, move to the region offering higher returns.
This makes the unskilled workers in the periphery worse off. The characteristics
of the region that becomes the core can vary. The concentration in that particular region can be due to better access to other markets, greater availability of
natural resources and wider transportation networks. However, it can also be
due to historical accident and government policy. In any case, once one region
develops into the core due to one of these factors, a self-reinforcing mechanism
is put into place. Thus, that region is likely to remain the core unless there is
a significant shift in the type of production or in governmental policy intervention.
The disadvantage of the above analysis is that it does not allow the unskilled
workers to migrate. However, in the real world and in the Harris Todaro
model it is often this type of worker in particular who chooses to move. Thus,
the formulation of agglomeration economics has to be adapted to incorporate
the features of the Harris Todaro model, such as urban unemployment and
rural-to-urban migration by the unskilled. Beladi (1988), Nishimori (1999) and
Panagariya and Succar (1986) include economies of scale into a Harris-Todaro
type model.
An early example of such an attempt is the paper by Shukla and Stark (1990).
The authors include urban agglomeration economies as a pull factor in an
analysis of dual labour markets in a small open economy with two sectors and
one factor of production, labour. Krichel and Levine (1999) then extend the
analysis by reducing the wage rigidity in the urban sector and by introducing
a budget constraint. Introducing government financing considerations is still
quite novel in the Harris Todaro literature. These two models will be specified
in section 2.3.3 on agglomeration economics below.
This concludes the literature review. Many more articles can be found on the
subject of the Harris Todaro model. However, here the focus lay on the three
topics laid out above. The next section will now depict the original model.

2.2

The Basic Harris Todaro Model

In their original paper from 1970 Harris and Todaro intend to prove that ruralto-urban migration in the face of urban unemployment is a rational choice for
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rural workers. In its most basic form it is a two sector, three factor model. The
two sectors are the rural or agricultural sector and the urban or manufacturing
sector. The rural sector is labour intensive and uses labour, capital and land as
factor inputs in production. The manufacturing sector is capital intensive and
produces its output using labour and capital only. Capital is sector specific, but
it is fully utilised in production. The overall capital stock is assumed to be fixed.
Labour is free to move between the sectors and is not fully utilised.
As stated above, the most important distinction between the Harris Todaro
model and other models of migration is the assumption of an institutionally
fixed minimum wage in the urban manufacturing sector. It distorts the urban
labour market and is the source of persistently high urban unemployment levels.
Rural-to-urban migration is modelled to take place due to the resulting wage
differential between the rural and the urban sector. Therefore, migration will
continue until wages are equalised between the two sectors. Note however, that
rural migrants do not compare the two money wages. Rather the rural wage is
compared with the urban expected wage. This is modelled as the minimum wage
multiplied by the probability of finding employment in the urban sector. This
probability depends on the urban unemployment rate. Therefore, rural-to-urban
migration will continue as long as the expected urban real income is greater than
the wage rate in the rural sector that equals the marginal product of agricultural
labour.
Harris and Todaro assume a closed economy, so that all transactions take place
between the urban and the rural sector. This implies that the agricultural and
the manufacturing goods are traded only for each other. Consumers are assumed
to have homothetic preferences. The price of the agricultural good, which has
been defined in terms of the manufactured good, is directly determined by the
relative quantities of the two goods produced. Producers are assumed to behave
perfectly competitively in both sectors. Further, periodic random job selection
is assumed to take place in the urban sector. This means that migrants are as
likely to find employment in the urban sector as the permanent urban residents
are in each time period.
For the ease of understanding, a summary of the notations used in the basic
Harris Todaro model will be given here. It also includes those variables that are
used in the extensions to the model, which follow below.
Note that A, M , F , and I stand for agriculture, manufacturing, formal and
informal respectively. In what follows, all variables displayed as xf refer to
foreign values. Those taking the form of x∗ show equilibrium values.
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Table 2.1: Summary of Notations

CL
Di
ER
EU
Ḡ
IM
IS
j
Ki
K̄i
L̄
Li
L̄R
LU
L̄U
LU N
lm
λ
µ
N̄
PC
Pi
pL
RH
r
Si
T
t
W̄C
Wi
W̄M
Wue
Xi
ζ

search cost of finding formal sector employment
demand for goods, where i = A, M, F
total number of firms in the rural sector
total number of firms in the urban sector
other government expenditure
manufacturing segment of informal sector
services segment of informal sector
number of informal sector firms
capital input in production of Xi , where i = A, M, F
fixed capital input, where i = A, M
fixed total labour supply
labour input in production of Xi , where i = A, M, F, I
initial endowment of rural labour
total amount of labour in the urban area
initial endowment of urban labour
total amount of urban unemployment
total amount of rural manual labourers
ratio of unemployed to urban employed (LU N /LF )
urban employment ration (LI /LF )
fixed amount of land
consumer price index
price of good, where i = A, M, F, I
probability of finding urban sector employment
total amount of rural hirers
capital rental
subsidy, where i = U, R
lump sum taxes
tariff rate
fixed direct costs of urban unemployed
wage rate paid in each sector, where i = A, M, F, I
minimum wage
expected urban wage
output, where i = A, M, F, I
ratio of unemployed to urban formal labour (LU N /LF )
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The formulation of the model used here is based on the model developed by
Harris and Todaro in their paper published in 1970.
The agricultural and manufacturing production functions take the following form:
XA = fA (LA , N̄ , K̄A ),
XM = fM (LM , K̄M ),

fA0 > 0, fA00 < 0

(2.1)

0
00
fM
> 0, fM
< 0.

(2.2)

Thus, agricultural production relies on three inputs: labour, land and capital.
Manufacturing production on the other hand uses only labour and capital. Xi
is the level of output of production, Li and K̄i are the amounts of labour and
capital respectively needed to produce Xi , where i = A, M . Note that A and M
denote the agricultural and manufacturing sectors respectively. N̄ is the amount
0
of land used in the production of XA . Additionally, fA0 and fM
are the derivatives
0
of fM and fM with respect to Li , where again i = A, M . Also, fA0 and fM
give the competitive wage rates for agricultural and manufacturing production
respectively, which equal the marginal products of labour. Note that the amount
of labour, Li , is the only variable factor in the two production functions.
The terms of trade are expressed as the price of the agricultural good in terms
of the manufactured good. Due to the assumption of homothetic preferences,
the terms of trade can be expressed as a function of the relative outputs of the
agricultural and the manufactured good.
PA
P =
=ρ
PM



XM
XA



,

ρ0 > 0

(2.3)

P represents the terms of trade, and PA and PM are the price of the agricultural
and the manufactured goods respectively.
The agricultural wage is at its market clearing level and equals the value of the
marginal product of rural labour.
WA = P fA0

(2.4)

Urban producers are assumed to be profit maximisers in a perfectly competitive
economy. Therefore, the manufacturing wage must equal the marginal product
of labour in the urban sector. However, it is constrained to be at least as great
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or greater than the institutionally fixed minimum wage. The latter is fixed in
terms of the manufacturing good at the level W̄M .19
0
WM = f M
≥ W̄M

For simplicity it will be assumed that the marginal product of urban labour
always exactly equals the fixed minimum wage, so that there is never excess
demand for labour in the urban economy.
0
fM
= W̄M

(2.5)

It can be seen that the inequality in the previous equation simply has been
turned into an equality.
The rural migrants, however, do not take the going urban wage rate, the minimum wage W̄M , as the benchmark in their migration decision. They take account
of the possibility of not finding urban employment and employ the concept of an
expected wage. For this, potential migrants weigh W̄M by the unemployment rate
persisting in the urban area. Thus, the migration decision depends on the minimum wage multiplied by the probability of finding employment in the urban area.
This probability is represented by LM /LU , where LU is the total amount of urban
labour and equals NM plus the number of unemployed, LU N . This ratio gives the
proportion of workers out of the total urban labour force actually employed in the
urban area and is naturally less than one, if there is unemployment. Therefore
the expected urban wage used by migrants in their decision making process equals

Wue =

W̄M LM
,
LU

LM
≤ 1.
LU

(2.6)

Note that if there is no unemployment LM = LU and the expected wage equals
the minimum wage, that is Wue = W̄M .
Also note that Equation (2.6) is sometimes represented as follows:
Wue = W̄M (1 − λ).

(2.6a)

Here λ represents the urban unemployment rate, LU N /LU , and (1−λ) = LM /LU .
19

Note that fixing the minimum wage in terms of the agricultural good instead does not affect
the principal conclusions of the analysis and only complicates the calculations.
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The labour constraint ensures that the number of labourers employed in the
agricultural sector, LA , plus the total number of urban inhabitants, LU , is equal
to the initial endowment of labour that is assumed to be fixed.

LA + LU = L̄R + L̄U = L̄

(2.7)

L̄R and L̄U are the initial endowments of labour in the rural and urban areas
respectively, while L̄ represents the fixed total labour supply in the economy.
In equilibrium the agricultural wage and the urban expected wage are equalised,
and rural-to-urban migration ceases.
WA = W̄M (1 − λ) = Wue

(2.8)

The above formulation gives eight equations and eight unknowns. Equation (2.1)
to (2.8) can be used to solve for the agricultural output, XA , the manufacturing
output, XM , the amount of labour employed in the production of the agricultural
good, LA , the amount of labour needed to produce the manufactured good, LM ,
the agricultural wage, WA , the expected urban wage, Wue , the total urban labour
force, LU , and the terms of trade, P . The amount of urban unemployment can
be calculated by subtracting LM from LU , and its rate can then be established
by dividing LU N by LU .
The mechanisms behind the model can be clarified by a diagram. Figure 2.1
shows the full employment and the Harris Todaro equilibria as developed by
Corden and Findlay (1975, p.61). OA is the origin for labour employed in
agriculture and the left-hand side vertical axis measures the agricultural wage,
WA . Equivalently, OM is the origin of labour working in manufacturing, with
the right-hand side vertical axis determining the wage rate in manufacturing.
The M M curve represents the value of the marginal product of labour in the
manufacturing sector. AA is the equivalent locus for the agricultural production.
The two curves meet at at Z, the full employment equilibrium. All workers
receive a uniform wage of WZ . The share OA LZ works in agriculture, while the
rest, OM LZ , are employed in manufacturing.
Remember that the wage rate in the manufacturing sector is institutionally
set at WM . To find the equilibrium, the concept of the Harris Todaro curve is
introduced. It is derived from the equilibrium condition, equation (2.8).

WA LU = W̄M LM

(2.8a)
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Figure 2.1: Full Employment and Harris Todaro Equilibria
Source: Corden and Findlay (1975), Figure 1, p.61

It is assumed that the wage rates in the two sectors equal the marginal product
of labour in that sector. Together with the above condition, the rectangular
hyperbola or Harris Todaro curve qq can be drawn with an elasticity of one. It
gives the two points H and R that constitute the equilibrium. The wage rate in
agriculture is lower than at the full employment equilibrium, so that WA < Wf .
The shares of OM LM and OA LA workers are employed in manufacturing and
agriculture respectively. The share LA LM of the labour force is unemployed.
Some policy suggestions to reduce urban unemployment have been made by
Harris and Todaro. The consequences of wage subsidies can best be shown in
graphical form. Figure 2.2 below is taken from Corden and Findlay (1975, Fig.7,
p.71). First, the effects of a wage subsidy to the manufacturing sector will be
looked at. A subsidy of the size H 0 Q increases employment in the manufacturing
sector from LM to L0M . The manufacturing output is increased by the area
L0M QHLM . This shifts the Harris Todaro curve from qq to q 0 q 0 . The AA-curve
and the q 0 q 0 now intersect at R0 . Thus, employment in agriculture is reduced
by LA L0A and the agricultural output is reduced by L0A R0 RLA . To find out
whether the overall output of the economy rises or falls, the loss in agricultural
output, L0A R0 RLA , and the gain in the manufacturing output, L0M QHLM ,
have to be compared. If the latter exceeds the former, the output across both
sectors will increase. The level of unemployment may rise or fall, but the urban
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Figure 2.2: Wage Subsidy to Manufacturing
Source: Corden and Findlay (1975), Figure 7, p.71

unemployment ratio unambiguously falls.
A subsidy to the rural sector alone will always be welfare improving, as long
as there is urban unemployment and as long as the minimum wage remains at
its original level. If this is the case, the rural wage subsidy always lowers the
wage differential between the sectors. There will be return migration to the
countryside and urban unemployment will be reduced. Figure 2.2 can show that
a subsidy of HN to all rural workers will bring the economy to full employment.
Rural employment rises to a level of OA LM , while urban employment increases
to OM LM ,s and there is no unemployment.
However, neither of these policies will bring about the first best optimum,
because marginal products are not equalised across the two sectors. This can
only be achieved by a wage subsidy to the urban labour force coupled with
migration restrictions on rural labour. Again, figure 2.2 can be used to show the
effects of such a policy. To reach the full employment equilibrium Z, the wage
subsidy must be equal to the difference between the minimum wage and the
marginal productivity of labour, that is Z 0 Z. As the cost of labour to enterprises
falls, the number of employment opportunities in the urban sector will increase.
Due to this and because the urban minimum wage will continue to exceed the real
agricultural wage, rural-to-urban migration is still an attractive option for rural
workers. In order to curb this flow of migrants, which exceeds the additional
job opportunities available in the urban area, policy makers will have to restrict
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migration. If such migrations restrictions can be implemented successfully,
the economy will be in equilibrium at Z with full employment and equalised
marginal products across sectors. However, this may prove an unpopular policy
choice, especially in the rural sector, as it restricts the personal freedom of people.
Alternatively, policy makers could introduce a uniform wage subsidy to both
sectors. Once the marginal product of labour has been equalised across sectors
via rural-to-urban migration, the wage rates in the two sectors will be the same.
However, the minimum wage will be held at the level that the urban workers
have been accustomed to. This equilibrium would also take place at point Z in
figure 2.2. The urban and rural wage would be equalised at WM . Each employee
in both industries would be subsidised at a rate of ZZ 0 . This policy choice may
be politically preferable, because it does not reduce the income of the urban
workers, while raising the income of rural labourers. However, subsidising the
entire labour force is not an economically feasible option.20
If the minimum wage is institutionally set rather than the result of employment
policies of individual companies, the government should consider lowering the
minimum wage to make migration less attractive. Additionally, this would
allow enterprises to run more efficiently. This again will have a positive effect
on the welfare of the economy.21 However, this is only a feasible choice, if
the institutionally fixed minimum wage can be lowered. If it is already at the
lowest possible level, any reduction in the minimum wage could result in the
exploitation of workers by their employers who will be paying them subsistence
wages only. Also, potential social tension with a decrease in the minimum wage
must be taken into consideration.
It now remains to evaluate the basic Harris Todaro model. Some of its shortcomings have already been mentioned in the literature review above. They include
the simplifying assumptions. These must be relaxed in order to make the Harris
Todaro model more realistic. However, there are additional disadvantages to the
model that must be mentioned as well. First, the authors ignore all financial
constraints when making their policy suggestions. Taxing workers and firms in
order to finance subsidisation or other government policies distorts consumption
and production patterns. This will have an effect on the efficiency of a wage
subsidy to reduce unemployment and to confine rural-to-urban migration.
Second, transport costs and psychological costs related to moving are completely
ignored in the basic model. Thus, migration is assumed to be costless. However,
this is generally not the case. If the moving costs are too high, this can already
act as a deterrent to migration. This implies that the policy suggestions of the
basic Harris Todaro model only give an indication of how government policy
packages should be designed.
20
21

This will be proven in the next section with the help of a budget constraint.
There will be a welfare analysis of policy options conducted in the next section.
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The next section will be able to amend some of these drawbacks. However, no
single paper covers all areas of concern, so that various contributions will be
consulted at in turn.

2.3

The Extended Harris Todaro Model

The literature review has already given an overview of the extensions made to
the Harris Todaro model. In this section some contributions will be evaluated in
greater detail. The three most important issues have already been stated above.
They are the introduction of international trade, of an informal sector and of
agglomeration economics.
International trade plays an important role in developing countries, especially
for importing technology and for searching for export markets. Thus, the
introduction of international trade needs to be the first extension to be developed
here. All other extensions will then make use of the small country assumption.
This means that the country trades with the rest of the world at world prices.
However, the output of the economy is small relative to the rest of the world, so
that it cannot affect world market prices. Thus, the prices of all internationally
traded goods are exogenous in the model. As explained above, the contribution
by Batra and Naqvi (1987) is the most useful in this context and will be discussed
in greater detail here.
The literature survey also suggested that an informal sector exists in the
urban area. It is believed to produce services, labour-intensive manufactures
and intermediate inputs for urban manufacturing or, in this case, the urban
formal sector. In this context the model formulated by Chaudhuri (2000)
is of great importance. Many previous contributions to the Harris Todaro
literature equated urban unemployment with informal sector employment.
Workers were generally believed to be underemployed in the informal sector
and to be continuously searching for formal sector employment. However, in
Chaudhuri (2000) the informal sector is modelled as a dynamic sector, and
migrants search for employment in this sector in its own right, as well as in
the urban formal sector. Two more contributions that are very useful in this
analysis have been made by Bhattacharya (1994, 1998). They also prove that
the inclusion of the informal sector in the model is essential and has many
implications for the analysis in general and development policies in particular.
Finally, the paper by Beladi and Yabuuchi (2001) will be studied. They do
not only introduce an informal sector, but also international trade into the model.
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Finally, agglomeration economics will be analysed. They have an important
role to play in the location of industry and the choice of destination for
migrants. A simple model introducing economies of scale into the basic Harris
Todaro model has been developed by Shukla and Stark (1990). Secondly, the
formulation by Krichel and Levine (1999) will be discussed. Their contribution is very useful, because next to economies of scale in the manufacturing
sector, it also deals with welfare implications and a government budget constraint.
It can be noted at the outset that the models have some assumptions in common.
There are two sectors in the economy, the urban and the rural sector. The only
exceptions are the contributions discussed in section 2.3.2 on the informal sector,
which have two urban sectors: the formal and the informal sector. The urban
wage, or as in the case of the introduction of an urban informal sector, the urban
formal sector wage, is assumed to be institutionally fixed. The agricultural wage
and the urban informal wage on the other hand are flexible and equal to the
marginal product of labour. The inputs of production include labour, capital,
land and intermediate inputs. They are not always all essential to the discussion
and are excluded, when they would complicate the analysis too much. Note,
however, that those contributions could be extended further by incorporating
these extra variables.
The similarities between the models have been pointed out here. Now it remains
to bring out their differences in the next three subsections.

2.3.1

International Trade

The question to ask in this context is whether opening an economy to international trade exacerbates the problem of rural-to-urban migration. To answer this
international trade considerations have to be integrated into the Harris Todaro
framework. One important contribution has been made by Batra and Naqvi
(1987).
The production function of the agricultural and the manufactured goods take
the same form as in the original Harris Todaro model, except that land is not
considered as an input in agricultural production.
XA = A(KA , LA )

(2.9)

XM = M (KM , LM )

(2.10)
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Note that capital is assumed to be intersectorally mobile.
The equilibrium condition is also the same as before and the labour constraint
also holds in the model.22
WA = WM (1 − λ)

(2.11)

Three distinctions can be made between this formulation and the original model.
One, Batra and Naqvi (1987) model an underemployment transformation curve as
shown in figure 2.3 below. It represents the relationship between the agricultural
and the manufactured output, when there is urban unemployment in the economy.
XA = XA (XM )

(2.12)

Note that the slope of the function is assumed to be negative and concave to the
origin.
XA
T

D
B

PSfrag replacements
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Figure 2.3: The Transformation Curve
Source: Batra and Naqvi (1987, p.384, Fig.1).

T T is the full employment locus where the wage rates are equalised in both
sectors. However, with a fixed minimum wage, there will be urban unemployment
22

Note that equation (2.11) can be formed by taking equation (2.6a) and (2.8a).
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and the underemployment curve shifts towards the origin. Because the rural
wage is flexible, the shift in the curve is skewed and only takes place along the
XM -axis. T BC, for example is such a skewed underemployment transformation
curve. If production takes place on the segment T B of the curve there will be
full employment, while on BC there will be urban unemployment. Thus, as the
production of the manufacturing output rises, there will be more unemployment
and vice versa. Again the effects on raising the minimum wage can be studied.
When the urban wage rate increases, the transformation curve shifts in further
to the origin, for example, to a locus such as T DE. Thus, the segment on which
full employment is achieved, reduces in size. If the urban wage reaches a critical
level, so that the transformation curve takes the form of T G, full employment
can only be reached by complete specialisation in agriculture.
Secondly, Batra and Naqvi (1987) incorporate a tariff into the model. This
makes foreign goods more expensive on the domestic market. Thus, the tariff is
simply modelled as an increase in the domestic price.
P = P f (1 + t)

(2.13)

Here, t is the tariff rate. Note also that the authors assume that the economy
exports the agricultural and imports the manufactured good. If t is assumed to
equal zero, domestic and foreign prices are equalised.
Thirdly, the authors also introduce a social utility function.
U = U (DA , DM )

(2.14)

DA and DM are the consumption of XA and XM respectively.
This function is maximised subject to two constraints. The first is the production
constraint, that is the underemployment transformation curve, formulated in
equation (2.12). The second is the economy budget constraint. It ensures that
trade is balanced in equilibrium, so that demand equals supply.
DA + P f DM = X A + P f X M

(2.15)

P f denotes the international terms of trade in the small open economy facing
exogenous prices. Now this extension of the Harris Todaro model to include
international trade is completed.
The authors then use the model to carry out a positive analysis of various
government policies. First they look at the usage of tariff rates. It is assumed
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that t is no longer equal to zero, but takes on a positive value. Thus, foreign
goods become more expensive relative to domestic goods. The analysis shows
that if there is originally free trade, the introduction of a tariff as in equation (2.14) reduces production and consumption. Further, it also causes a rise in
urban unemployment. The utility of the economy as a whole is reduced. These
PSfrag replacements
movements can be seen in figure 2.4.
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Figure 2.4: Production Tax-cum-Subisidy and Export Subsidy
Source: Batra and Naqvi (1987, p.387-9, Fig.2 and 3).

Without trade, the economy sits at S on the underemployment transformation
curve, T E, with a utility of U0 . Under free trade, production and consumption
move to P and C respectively. Utility is now at the level UF . Note that F T
represents the exogenously given terms of trade. If a small tariff is introduced,
F P shifts downwards and production and consumption are at P 0 and C 0
respectively. Utility is now at U2 . The slope of U2 at C 0 equals the domestic
price ratio taking into account the tariff. A higher tariff rate would shift down
F P even further and utility would be reduced. Imports decline with rising tariffs
and would be reduced to zero at S.
Alternatively a production subsidy, eM , can be given to the urban sector to
stimulate production and can be financed by non-distortionary taxes. Equation (2.13) takes on a new form.
Ps = P f (1 + eM )

(2.13a)
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This implies that producers face a higher price ratio than consumers. If again
there is originally free trade, the introduction of a production subsidy causes the
domestic price, Ps , to rise. Thus, the urban output and unemployment rise, as
more capital and labour is attracted to the manufacturing sector. The equations
show that utility is lower than with free trade. A similar case can be made for a
wage subsidy to the manufacturing sector only.
Instead of supporting the domestic sector, the government can focus on the
production of exports. The effects of an export subsidy to the agricultural sector
can also be seen in figure 2.4. Again equation (2.13) has to be amended.
P (1 + e) = P f

(2.13b)

This policy raises the domestic price of the export good. Thus, the domestic
price for the importable has to rise and its output is thereby reduced. The F P
curve shifts upwards. It can be observed that the utility of the economy increases
from UF to UE . At C 00 the slope of U E is again equal to the domestic price ratio.
Another option for subsidising the agricultural sector is a production subsidy,
ea , again financed by a non-distortionary tax. Equation (2.13) will now take the
following form:
Ps (1 + ea ) = P f .

(2.13c)

The consequences of this policy can be studied in figure 2.5 below. T T is the
full employment curve. However, because there is urban unemployment in the
economy, the underemployment transformation curve is represented by T DE.
If the economy was originally experiencing free trade, a wage subsidy to the
agricultural sector will raise the utility level unambiguously from U F to Ue .
The subsidy increases agricultural output and will push the economy onto the
underemployment transformation curve. As the economy is on the DE-segment
of the curve, there is still unemployment. Giving a higher subsidy to agricultural
production, increases agricultural output further. At a point such as D, there
will be no more unemployment. However, it can be seen that welfare is reduced
from Ue to U1 . Thus, policy makers have to make the choice between higher
utility or lower unemployment.
In summary, the results of Batra and Naqvi (1987) show that export promotion
raise the utility of the economy to a higher level than under free trade. Import
substitution policies on the other hand lower utility from the level experienced
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Source: Batra and Naqvi (1987, p.390, Fig.4)

under free trade. The best optimum, however, cannot be reached via these
policy choices. As in the original Harris Todaro model, this can only be done
by introducing a uniform wage subsidy to both sectors that results in full
employment. The effects can again be seen in figure 2.5. With free trade and no
unemployment the economy will be on T T and utility will increase to US . Here,
unemployment is eliminated and wages are equalised across sectors.
One criticism to be levied at Batra and Naqvi is that they only introduce a
budget constraint for the whole economy, so that demand will equal supply in
equilibrium. However, they do not consider a government expenditure function.
The financing issue of policy choices is not addressed in this model and taxes are
assumed to be non-distortionary. Therefore, the message for policy considerations
is only of limited reach.23

23

Bhagwati and Srinivasan (1974) in a similar analysis also find that the optimal policy is an
uniform wage subsidy financed by lump sum taxation. A second best policy would be a wage
subsidy to the manufacturing sector. However, this could lead to an increase in unemployment,
so that there is a trade-off between higher welfare and higher unemployment. Again, the authors
only consider lump sum taxation, but ignore administration and other costs to the government.
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The Informal Sector

The informal sector is a very important and highly dynamic sector in developing
countries. Therefore, this section will cover those extensions of the Harris
Todaro model that takes this into account. The focus here lies on four papers:
Chaudhuri (2000), Bhattacharya (1994, 1998) and Beladi and Yabuuchi (2001).
These papers are significant, because each tackles the issue from a different
perspective. Chaudhuri (2000) not only introduces an informal sector, but
also models aggregate demand. This implies that the levels of production
and employment are influenced by aggregate demand. Bhattacharya (1994,
1998) divides the rural labour force into skilled and unskilled labour. This
allows some more complex considerations to flow into the analysis. Beladi and
Yabuuchi (2001) finally also incorporate international trade into their model.
Additionally, they analyse trade policies in the light of a budget constraint. The
three papers will be discussed in turn. Because there are now three sectors, the
two-dimensional digram can no longer be used. Thus, this part of the analysis
will not show diagrammatical explanations, as they would become too complex.
All models assume the existence of the urban formal, the urban informal and the
rural sector. This implies that the production functions differ from those in the
other models.

Chaudhuri (2000)
Chaudhuri (2000) assumes a small open economy with three sectors. The urban
formal sector produces a manufactured good, XF , using capital, KF , labour,
LF , and the intermediate input, XI , produced by the informal sector. The good
is traded internationally and is sold in domestic and foreign markets at the
internationally given price, PF . The capital market for the urban formal sector
is perfectly competitive and capital flows freely between this sector and the rest
of the world at the competitive interest rate, rF . Unlike in the other models, the
urban wage is supported by a wage subsidy, SF , which depends on the fraction of
XF that is exported. Therefore, the wage subsidy rises, when the sector exports
more. This gives a production function of the following form:
XF = fF (KF , LF , XI ).

(2.16)

It is assumed that production equals demand, so that the amount of XF produced
must equal the domestic demand plus the foreign import demand.
The informal sector produces the intermediate input XI using capital, KI , and
labour, LI . It faces imperfect capital market. However, the interest rate, rI , is
supported by a capital subsidy given to the informal sector, SI . Therefore, the
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production function is given by:
XI = fI (KI , LI ).

(2.17)

Here, it is assumed that the output of the informal sector equals the demand by
the urban formal sector.
The rural sector produces the agricultural good, XA , in this case food, using
labour, LA , only. It is given a wage subsidy per unit of employment. The
production function in the rural sector, therefore, looks as follows:
XA = fA (LA ).

(2.18)

Workers are assumed to have identical preferences. Also, it is assumed that they
consume a specific fraction of their income in food. This fraction is positively
related to prices and negatively to income. This means that as the price of food
increases, the fraction of income spent on food naturally goes up too, while it
falls, when income rises.
The labour constraint has been extended by the labour force in the informal
sector and also holds.
LF + LI + LA + LU N = L̄ = 1

(2.19)

LU N is the total number of urban unemployed.
The concept of the migration condition does not differ from the original Harris
Todaro model. However, now it also has to take into account the urban informal
sector. Therefore, the expected wage of a rural migrant depends on the urban
formal and informal sector wages and the probability of finding employment in
either sector. The probability of finding a job is again a function of the number
of workers in the urban sector and the total amount of urban labour. Note that
the urban minimum wage is W̄M = WF .
Wue =

W F LF + W I LI
= WA
LF + L I + L U N

(2.20)
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In the general equilibrium analysis, the model has 13 equations and 13 endogenous variables. Thus, the model can be used to determine the outputs of the
three sectors, XF , XI and XA , the employment levels in the three sectors, LF ,
LI , LA , and the urban unemployment level, LU N . The wage rates in the three
sectors, WF , WI , and WA , can also be determined. The price of the intermediate
good, PI , the only endogenously given price, and the amount of capital used
in informal sector production, KI , can also be found. Finally, the variable of
aggregate income can be calculated.
One important aspect of the analysis by Chaudhuri (2000) is the inclusion of
demand considerations in the analysis. It is assumed that the supply for the
intermediate good equals its demand, as does the supply of the informal sector
output in equilibrium.24 This is also important for the policy considerations.
Chaudhuri (2000) finds that an increased capital subsidy to the formal sector
increases employment levels in the formal and rural sector, but lowers labour
demand in the urban informal sector. Therefore, the net effect on urban
unemployment is ambiguous and depends on the various sizes of the three
sectors. The exact outcome can only be established by an empirical evaluation
of the model.
Price and wage subsidies to the rural sector raise the aggregate income of all
workers, the demand for goods and the employment levels in all three sectors.
This reduces the urban unemployment level, a finding that is confirmed by Batra
and Naqvi (1987). They also find that a wage subsidy to the agricultural sector
always raises the utility level of the economy.
The government also has the option to use policies to influence production.
Export promotion schemes increase the output of all sectors in the economy and
reduce the overall unemployment level. Again, this corresponds to the results in
Batra and Naqvi (1987). The distinguishing factor is that in Chaudhuri (2000)
the government administers export promotion via a wage subsidy to the exporting
sector, that is urban manufacturing. Thus, if the urban sector exports more, it
receives more financial support from the government in the form of wage subsidies.
However, again there is no government budget constraint that takes account of
financing issues for the policy options. Thus, the results are of small significance
for policymakers.

24

Other models, such as Gupta (1993) do not take demand considerations into account. The
government is assumed to act as the sole distributor of goods. However, this is not a very
accurate description of a modern economy today.
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Bhattacharya (1994, 1998)
The distinction of economic sectors is even more detailed in the models by Bhattacharya (1994, 1998). In addition to incorporating an urban informal sector,
the rural labour force is divided into two segments. This allows Bhattacharya to
build a model of three sectors and four goods in a closed developing economy.
The three sectors are the rural, the urban formal and the urban informal sector.
The four goods are the agricultural output, the manufactured output from the
urban formal sector, and a service and a semi-manufactured good both produced
in the urban informal sector.
The rural labour force is divided into rural hirers, RH , and manual labourers,
lm . The former own land and hire labourers to work it for them, while the latter
are landless and only have their labour to offer, for which they are paid the rural
market wage equal to their marginal product. The rural hirers employ landless
labourers, land, and the urban formal sector output25 to produce the agricultural
output, Xh . The production function in the rural sector therefore takes the form
XA = XA (NA , LA , XF ),

(2.21)

where NA is the amount of land owned by the rural hirers, LA is the amount
of manual labourers employed by the rural hirers, and XF is the amount of the
formal sector good required in production. Rural hirers are assumed to consume
the rural and the formal sector output, while landless labourers can only afford
to consume the agricultural good.
The urban formal sector produces a manufactured good, XF , using labour,
LF , capital, KF , and the intermediate good produced by urban informal
manufacturing, XI M .
XF = XF (LF , KF , XI M ),

(2.22)

The urban formal sector faces an institutionally fixed minimum wage, W̄M .
Urban formal producers are assumed to consume the rural good, the formal
manufacturing output and urban informal services, but the urban informal
semi-manufactured good is assumed too inferior for consumptions.
The urban informal sector is divided into two parts. The semi-manufactured
good, XI M , is produced in the informal manufacturing segment, IM , using
25

Fertilisers could be such an intermediate input from the urban formal sector.
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only labour. Due to its smaller size, IM -sector production does not have to pay
the minimum wage to their workers. The size constraint is given by L = L∗ .
Therefore, the minimum wage is binding if the amount of labour employed by one
firm exceeds the level of L∗ .26 For simplicity, it is assumed that in order to maximise profit, L = L∗ . It is also assumed that there are j number of firms in the
IM -sector. Therefore, the output of the informal manufacturing sector is given by:
XI = jXI (L∗ ).

(2.23)

The urban informal services sector, IS , produces services using labour only. These
services are consumed directly by formal sector workers and include shoeshine
boys and domestic servants. The wages in the services and manufacturing
segments of the urban informal sector are assumed to be equal at WI (< W̄M ).
The model is completed by establishing the demand for labour and goods in
the three sectors. This gives six equations and six endogenous variables to be
determined. Therefore, the model can be solved for prices, wages, the number of
IM -sector firms and the number of workers in the urban formal sector.
Rural-to-urban migration is then introduced into the model in Bhattacharya
(1998a). Potential rural migrants are divided into two groups, H-Type workers
and L-type workers. The former have friends and family in the urban areas,
while the latter have no such connections. This distinction is then put in line
with the distinction between rural hirers and manual workers, so that the R H
form the group of H-type migrants, while the lm are the L-type migrants. It is
assumed that the number of job opportunities in the urban formal sector exceeds
the number of H-type migrants, so that formal sector employers would only
choose to employ H-type, not L-type migrants. However, L-type migrants can
still be employed in the urban informal sector. It is assumed that migrants incur
a cost of CL for searching for formal sector employment. Therefore, expected
urban income, Wue , for a manual labourer in the urban sector is:
Wue = pL W̄M + (1 − pL )WI − CL ,

(2.24)

where pL is the probability of finding urban sector employment, while (1 − pL )
is the probability of informal sector employment. However, as stated above P L
is likely to be zero for manual labourers, so that a potential L-type migrant will
26

Again, the binding minimum wage can be explained in the absence of labour unions or
government enforcement. It is assumed that a smaller firm gives the owner the possibility to
know and control their workers without using higher wages as an incentive for cooperation.
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compare the rural wage rate, WA , with the expected urban informal sector wage,
WI , only.
Changes in the variables are also studied here. First, there is a larger flow of
rural-to-urban migration. This increases the labour supply in cities. Thus, the
informal sector wage, WI , will fall. However, if capital accumulation simultaneously takes place in the urban formal sector, more labour will be required in
that sector. This in turn will reduce the labour supply in the urban informal
sector, so that WI will rise. Increased production in the urban formal sector also
raises the demand for the intermediate good produced in the informal sector.
This will also have a positive effect on the informal wage rate. A larger number
of formal sector workers will demand more services, which again are provided by
the informal sector. Thus, although originally it would appear that the informal
sector wage falls, other variable changes will ensure that the wage in fact rises.
The rural sector wage on the other hand will fall unambiguously.
Bhattacharya (1998a, 1998b) explores some government policy options. It
can be shown that a wage subsidy to the urban formal sector has an overall
positive effect on the economy. This policy raises employment in that sector.
Output in the other sectors will also rise via production and consumption
demand. Strengthening the ties between the urban formal and informal sector
will promote this effect further. Rural-to-urban migration does not contribute
significantly to urban unemployment, but only to the increase of urban formal
and informal sector output. Migration restrictions, thus, are no longer necessary
in this framework. They may even reduce the utility level of the economy,
because the informal sector relies on the migration flow to expand production.
The author also studies rural development. It can be shown that this policy
would stem the tide of migrants. The tension between the rural and urban sectors would be eased and there would be no requirement for migration restrictions.
There are two disadvantages to this formulation. Many of the variable changes
are established by the special example of the Indian economy. Thus, the results
may not be extended to other countries. Further, it has to be criticised that
again a government budget constraint is omitted. The next contribution by
Beladi and Yabuuchi (2001) however will be able to amend these shortcomings
in some ways.

Beladi and Yabuuchi (2001)
Beladi and Yabuuchi (2001) formulate a model incorporating an informal sector
and then analyse the effects of international trade for a small open economy.
The informal sector produces an intermediate good for urban production only.
Production takes place using labour and capital. Technology experiences
constant returns to scale and the factors of production have positive marginal
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productivities.
The production functions look similar to those in the model by Chaudhuri (2000)
with the only difference that agricultural production also uses capital in the
current model.
XF = fF (KF , LF , XI )

(2.25)

XI = fI (KI , LI )

(2.26)

XA = fA (KA , LA )

(2.27)

XF , XI , XA give the output of the urban formal, the urban informal and the
rural sector. KF , KI , KA , LF , LI and LA are the capital and labour inputs
required for the production of the three goods respectively.
The urban informal wage, WI , is related to the urban formal sector wage, so
that WI = αW̄M . The variable α represents the wage differential between the
two urban sectors, where 0 < α < 1, so that the informal sector wage is always
less than the formal sector wage.
The labour allocation equilibrium is equivalent to that in the Harris Todaro
model. Rural-to-urban migration ceases when the rural wage rate equals the
expected urban wage.
(1 + µ + ζ)WA = W̄M + µWI

(2.28)

Here, ζ = LU N /LF , where LU N is the number of unemployed in the manufacturing sector. Thus, ζ is the ratio of the unemployed to the urban employed. µ
represents the urban employment ratio, so that µ = LI /LF .
Capital for the agricultural and the urban informal production is sector-specific
and the capital stock is fixed for each sector. Therefore, KA = K̄A and
KI = K̄I . Capital in the urban formal sector is internationally mobile, so that
K̄F + K f = KF . K̄F is the initial fixed domestic capital stock and K f is the
foreign capital used in domestic urban formal production. Note that the labour
constraint is also binding.
The authors then proceed to introduce a quasi concave social utility function
into the model. Although this is a three sector model, the informal sector good
is not consumed directly. Therefore, only demand for the rural good, DA , and
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for the urban formal good, DF , are included in the utility function. It takes the
same form as in Batra and Naqvi (1987).
U = U (DA , DF )

(2.29)

The budget constraint is also comparable to the one used by Batra and Naqvi
(1987) formulated in equation (2.15) above. However, in this model the capital
employed in formal production is internationally mobile. Therefore, foreign
capital also enters the equation.
DA + P f DF = XA + P f XF − rK f

(2.30)

P f are the international terms of trade. Additionally, a tariff is imposed on
imports, so that P = P f (1 + t).27 The budget constraint states that supply
equals demand. Note here that all the rent for foreign capital is expropriated
by the foreign owners. Therefore, the third term on the right hand side is
subtracted, where r is the capital rental and K f is the stock of foreign capital
used in domestic production.
Beladi and Yabuuchi (2001) then study the effects of various changes in the
variables. As the price of the urban formal good rises, the urban real wage falls, in
turn raising the employment in the sector. However, conditions in the urban informal sector are unchanged, so that the additional labour is recruited among the
urban unemployed and the rural surplus labour. Agricultural output is reduced.
The value of marginal product in the urban formal sector rises, unemployment
falls and the expected urban wage rises. Thus, rural-to-urban migration increases.
Beladi and Yabuuchi (2001) then turn to the issue of government policy
implications. They find that for an economy with urban unemployment and an
informal sector, a tariff induces an inflow of foreign capital. This is because it
increases the marginal value of capital in the formal sector. Increased formal
sector production raises demand for labour and the intermediate good. Thus,
the informal sector can absorb some urban unemployment and welfare increases.
However, this is only the case, as long as one condition is fulfilled: the rate of
labour employed in the urban informal to the labour employed in the urban
formal sector must not fall.
The authors also look at wage subsidies financed by non-distortionary taxes.
Their results show that if capital is internationally mobile, a wage subsidy to the
27

Note that t is assumed to equal zero, until the government policy options.
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rural sector is welfare improving. The welfare effects of a wage subsidy to the
urban formal sector are ambiguous. The increased employment opportunities
should reduce unemployment. However, they will also increase the probability of
rural migrants to find urban employment. Therefore, the rate of rural-to-urban
migration is likely to increase, as long as the wage differential persists and there
are no migration restrictions.28
Beladi and Yabuuchi’s analysis allows them to analyse some government financing considerations. However, they only focus on lump sum taxes that do not
distort consumption. These are easily modelled, but are not an option in the real
world. The relevance of their policy suggestions can therefore only be discovered
by looking at the empirical evidence.

2.3.3

Agglomeration Economics

The migration decision is heavily influenced by geographical considerations.
Economies of scale affect industry allocation. With more centralised production,
rural-to-urban migration will also be channelled into these areas of agglomeration. The first paper to be detailed here has been developed by Shukla and Stark
(1990) who are among the first to cover this topic area. The model by Krichel
and Levine (1999) however is preferable, because it studies the issues in greater
detail. Thus, it is more complex and thereby better able to reflect reality.

Shukla and Stark (1990)
One of the early examples of the introduction of economies of the scale into the
Harris Todaro model has been formulated by Shukla and Stark (1990). The idea
behind their analysis is best introduced in a simple one sector, one factor, one
good model. All firms produce a single manufacturing good, X, under economies
of scale facing a fixed minimum wage, W̄M .
X = g(L)f (L),

g 0 , f 0 > 0,

g 00 , f 00 < 0

(2.31)

L has two roles to play in equation (2.31): in the formulation f (L) it represents
the total urban area employment of labour, while in g(L) it represents the total
urban population. In principle these two concepts are the same. However, firms
28

Note that the results are in contrast to those found by Din (1996), because the latter does
not model open unemployment.

2.3. THE EXTENDED HARRIS TODARO MODEL

65

choose employment levels according to their own production needs only. They
are not aware that any employment choices they make also affect the size of
the city as a whole. Because they do not take this externality into account, the
level of employment and the size of the city are not optimal. In this sub-optimal
equilibrium the size of the employment level would be Le , which satisfies the
condition laid out in equation (2.32) below.

g(L)f 0 (L) = W̄M

(2.32)

However, the optimal level of employment to maximise output would be L∗ ,
which satisfies the condition formulated in equation (2.33).

g(L)f 0 (L) + g 0 (L)f (L) = W̄M

(2.33)

This implies that employers do not consider the externality they inflict on the
city size when making their employment decisions. Therefore, if the chosen
employment levels and city size are sub-optimal, rural-to-urban migration must
also be insufficient rather than excessive.
The above ideas will now be integrated into a dual economy model of the Harris
Todaro type. Again there are two sectors in the economy. However, labour is
the only factor of production. The authors assume a small open economy, so
that the prices for the two goods are exogenous. The price of the manufacturing
good is assumed to be the numeraire. The labour constraint implies that the
total labour supplied in the urban and the rural sectors, LU and LA respectively,
must equal the total population, L̄.

L̄ = LU + LA

(2.34)

The production function in the urban sector takes the form of equation (2.35).
XM = f¯(LM ),

f¯0 > 0,

f¯00 < 0

(2.35)
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Due to the economies of scale, equation (2.35) has to be amended according to
equation (2.31).
XM = g(LM )f (LM ),

g 0 , f 0 > 0,

g 00 , f 00 < 0

(2.36)

XM is the manufacturing output, and LM is the amount of the urban labour
required to produce that output.
There are no economies of scale in agricultural production. Therefore, production
in the rural sector simply takes the form of equation (2.37).
XA = h(LA ),

h0 > 0,

h00 < 0

(2.37)

Here, XA is the agricultural output, and LA is the amount of labour necessary
for production.
The migration equilibrium is formulated in the same way as in the basic Harris
Todaro model, so that in equilibrium the rural wage rate must be equal to the
expected urban wage, that is the urban wage rate multiplied by the probability
of finding urban employment, (1 − λ).
WA = (1 − λ)W̄M = Wue

(2.38)

This equation is comparable to the equilibrium condition in the original Harris
Todaro model given by equation (2.8) above.
In this formulation by Shukla and Stark there are five equations that can be
solved for the five endogenous variables. These are the output levels in the two
sectors, XM and XA , the two employment levels in the urban and the rural
sectors, LM and LA , and the total amount of labour supplied in the urban sector,
LU . The level of unemployment can be calculated by subtracting LM from LU .
The unemployment rate equals (1 − LM /LU ).
Including economies of scale in the analysis also affects the government policy
implications. Unlike in the original Harris Todaro model, the first best policy
is no longer a uniform subsidy. Shukla and Stark (1990) find that due to the
additional distortion, the urban sector now requires a higher subsidy. The
existence of economies of scale, therefore, appears to give a legitimate reason
for protecting urban manufacturing. This can also be shown in a diagram.
Figure 2.6 below is comparable to figure 2.1 (see page 46).
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Figure 2.6: Wage Subsidies
Source: Shukla and Stark (1990, p.7, Fig.2)

The curves qh0 and gf 0 are equivalent to the AA and M M curves in figure 2.1.
They are the marginal products of labour in the respective sector. The broken
line is the Harris Todaro line that gives the equilibrium production points. As
above production in the manufacturing sector is at H, while it sits at R in the
rural sector. The unemployment level is LU LM . However, due to the economies
of scale the optimal full employment equilibrium is no longer at Z. Firms do only
consider their own employment levels. They do not consider that their choices
also affect the other firms. If they did, they would use the gf 0 + g 0 f curve in
their decision making. Thus, the optimal location in the presence of economies
of scale is at Z ∗ . A uniform wage subsidy is no longer optimal, because it ignores
the additional distortion in the manufacturing sector. To reach Z ∗ a higher wage
subsidy is required in the urban sector to induce firms to employ the optimal
amount of workers. Employment in the urban sector would now be at OM L∗ .
∗
However, employers would only be willing to pay a wage of WM
< Wf at this
stage. Thus, the subsidy paid out to the urban sector is larger than in the
analysis without economies of scale. Employment in the agricultural sector on
the other hand has fallen to OA L∗ and employers are willing to pay a wage of
WA∗ > Wf . Therefore, the subsidy to the rural sector is lower than before. To
establish, which policy is more costly, the two shaded areas, that is the size of
the savings made by the lower subsidy to the agricultural sector and the extra
spending in manufacturing, have to be compared. If the former exceeds the
latter, the policy of paying a higher subsidy to the urban sector in the presence
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of economies of scale is cheaper. This is the case, the steeper is qh0 and the
flatter is gf 0 .
Once again, it has to be criticised that a government budget constraint and
policy financing consideration are omitted. However, the model by Krichel and
Levine (1999) will amend this shortcoming.

Krichel and Levine (1999)
Krichel and Levine (1999) extend the basic Harris Todaro model in three ways.
They incorporate some real wage flexibility in the urban sector, introduce
agglomeration effects and model a government budget constraint. Even the costs
of migration are included in this model.
As in Shukla and Stark (1990) there are two sectors, the rural and the urban
sector. Labour is again the only input of production. Prices are exogenous in
both sectors. The price for the urban good is taken as the numeraire, while P
represents the relative price of the rural good. Economies of scale are once more
only introduced in the urban sector.
The authors assume that there are EU identical firms in the urban sector.
Therefore, the aggregate form of production in the urban area takes the form of
equation (2.39).

XM = EU g(LM )f



LU
EU



(2.39)

This is comparable to equation (2.36) above with the exception that equation (2.39) additionally takes account of the number of firms in the urban sector.
This results in the following first order condition.

g(LM )f

0



LM
EU



= W M − SU

(2.40)

The marginal product of an individual firm is equalised with the fixed urban
minimum wage, W̄M , minus the urban subsidy, SU . Setting SU = 0 gives the
simple wage setting mechanism of a profit maximising producer.
Note that the social planner would take the externality caused by the economies
of scale into account. Therefore, he would maximise total sector profits. In that
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case, the first order condition would look like the following equation.

0

g (LM )f



LM
EU



+ g(LM )f

0



LM
EU



= W̄M − SU

The level of employment in the urban sector would be higher under these
circumstances.
As stated above there are no economies of scale in the rural sector. There are
EA number of rural firms. Thus, the aggregate form of output in the agricultural
sector is as equation (2.41).

XA = EA h(LA )f



LR
EA



(2.41)

This yields the first order profit maximising condition presented in equation (2.42).

Ph

0



LA
EA



= W A − SA

(2.42)

Again the marginal product of labour is set equal to the wage rate, WA , minus a
subsidy to the rural sector, SA . Note that again SA can be set equal to zero to
give the simple profit maximising condition. Also, as in the original model, the
labour market in the rural sector clears due to the flexible wage rate.
As before, rural migrants are risk neutral. In their migration decision they
equalise the expected urban income with the certain rural wage. The expected
urban wage again depends on the probability of finding employment in the urban
sector. The unemployed receive benefits of the size of W̄U N .
The probability of finding urban employment is (1 − λ). This is given by the
number of workers employed in urban production, LM , as a fraction of the total
urban labour force, LU . The total urban labour force equals the number of
employed plus the number of unemployed, LU N .
(1 − λ) =

LM
LM
=
LU
LM + L U N

(2.43)
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The migration equilibrium is the same as before and is reached when the
expected urban wage equals the rural wage. However, the calculation of the
urban expected wage has been complicated by including a lump sum taxes, T ,
affecting all workers equally and by introducing C̄ as the cost of migration.
Wue = (1 − λ)WM (1 − T ) + (λ)W̄U N − C̄ = WA (1 − T )

(2.44)

Note that setting T , C̄ and W̄U N to zero will result in the equilibrium condition
(2.8) from the original Harris Todaro model shown above.
As in all the previous models there is a labour constraint. It states that the
overall labour supply is fixed and equals the total amount of urban residents
plus the total amount of rural residents. Because the rural labour market clears,
this number equals the amount of labour required in the production of the
agricultural and the manufacturing good.

L̄ = LU + LA

(2.45)

The above model gives seven equations (2.39) to (2.45) and seven unknowns.
Therefore, the model can be solved for the amount of urban production, XM ,
the level of rural production, XA , the total amount of labour in the urban area,
LU , the total amount of labour in the rural area, LA , the amount of labour
required in urban production, LM , the probability of finding urban employment
for the rural migrant, π, and the agricultural wage,WA . Note that the total
amount of labour in the economy, L̄, the minimum urban wage, W̄M , the income
of the unemployed, W̄U N , and the number of urban and rural firms, EU and ER
respectively, are assumed to be fixed.
Krichel and Levine also attempt to solve the problem of assuming an institutionally fixed minimum wage. They allow the urban wage to be endogenously
determined.

WM (1 − T ) =

Pc
k(λ) = P 1−θ k(λ)
PM

(2.46)

P is the relative price of the urban and the rural output, so that P = PA /PM .
θ
PC is the consumer price index and PC = PM
PA1−θ . The authors use bargaining
theory and interpret equation (2.46) as follows. There is a monopoly union that
sets the urban wage rate. It uses a markup, so that the real wage is greater
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than the reservation rate. The reservation wage falls with a rise in unemployment.
Note that k 0 < 0 and k(1) > P 1−θ W̄U N . The latter condition states that urban
wage is always greater than the informal sector wage.
Krichel and Levine, therefore, find a way to endogenise the urban wage while
preserving the wage differential between the rural and the urban sector. It is
no longer the government that sets the institutionally fixed minimum wage.
Employers choose higher wages through the unions to avoid shirking. Note also
that the authors find that with low wage flexibility in the urban sector there is
always an urban bias. This implies that rural-to-urban migration is excessive.
A further extension to the model lies in the introduction of a government budget
constraint.29 The authors assume a balanced budget. This implies that taxes
are the only way to raise revenue, and there can never be a budget deficit. The
income tax rate, T , is assumed to be uniform for all households. Government
expenditure is divided into three areas: the fixed direct cost of the urban
unemployed, W̄C , the wage subsidies, SU and SA , and all other expenditure, Ḡ,
which is fixed.
T (XM + XA ) = Ḡ + W̄C + LA SA + LM SU

(2.47)

Finally, the authors also model social welfare. They assume that in the initial
equilibrium labour allocation is given by L̄ = L̃U + L̃R . To do so, they model the
social welfare function as follows:
Z(M ) = XM + P XA − (L̃R − LA )C̄.

29

(2.48)

Another paper that incorporates a government budget constraint into the model has been
formulated by McCool (1982). The aim of the model is to analyse various taxation methods to
finance subsidies in a small open Harris Todaro-type economy. The author uses the analysis by
Corden and Findlay (1975) who assume that subsidies are financed by non-distorting taxes that
have no collection costs. There are two sectors and two factors, and capital is intersectorally
mobile. McCool finds that a tariff on agricultural imports is the first best financing option
before a tax on the profits in the manufacturing sector, an across-the-board tax on profits and
a tariff on imported manufacturing goods (McCool, 1982, p.78). However, the author does
not consider consumption distortions, so that the results are by no means final. The paper by
Chen and Choi (1994) also looks at sources for government financing. In developing countries,
government revenue is a scarce resource. Therefore, many governments rely on import tariffs
in order to finance expenditure. Unfortunately, the authors find that such a policy is welfare
reducing if an economy is faced with urban unemployment of the Harris Todaro-type. In fact,
ideally the tariff on imports even should be negative.
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Equation (2.48) can be used to show whether there is too much or too little
migration under laissez-faire. Krichel and Levine (1999, p.438) find that if
the urban wage is ”sufficiently responsive” to urban unemployment, migration
should not be restricted to a level lower than the laissez-faire one. They also
show that when the production is carried out closer to constant returns to scale,
then lower real wage or unemployment elasticity can already reduce migration
to below the socially desirable laissez-faire level (Krichel and Levine, 1999, p.439).
Krichel and Levine (1999) then proceed to analyse some policy options. Their
analysis shows that the level of the urban population and the rural-to-urban
migration rate under laissez-faire are below their socially optimal level. The
social optimum, however, can be reached by subsidising the rural and urban
labour force, even though at different rates. Note that it requires a higher
subsidy to urban labour. As in Shukla and Stark (1990) this is due to the
existence of economies of scale in urban manufacturing.
Thus, this model has solved some of the more pressing shortcomings of the basic
Harris Todaro model. It has introduced agglomeration economics, which are
very important in the geographical allocation of firms and labour in a developing
country. Additionally, it has introduced migration costs and unemployment
benefits. Krichel and Levine also introduce a government budget constraint and
conduct a welfare analysis of their suggested policy instruments. Therefore, their
analysis is far more useful in a real life scenario to decide upon policies than
the original Harris Todaro model that does not formulate a social welfare function.

2.4

An Evaluation of the Model

The above analysis has shown that none of the models can amend all the
criticisms directed at the original Harris Todaro model. However, if a model
takes into account all aspects of an economy, it will become too complex to
handle. Therefore, it is useful to keep some assumptions in place. Agglomeration
economics, an informal sector and international trade do not necessarily have to
be combined all in one model. However, the government financing position is
essential for the evaluation of policy options.
Most of the models analysed above do not give an indication of how government
programmes are funded and do not incorporate a government budget constraint
into the analysis. This limits the applicability of any of the policy suggestions.
The funding of policies is of particular importance in developing countries. Due
to the low income their abilities to raise government revenue is very limited.
Income tax revenue is often not sufficient to cover all costs incurred by the
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government. Many people will be too poor to pay such a tax. Others will be able
to doge the system, because the government is unable to enforce the regulations
and to collect the tax effectively. Another group of people may avoid taxation by bribery or due to the prominent positions they hold in politics or industry.
To overcome the omission of government revenue consideration in the theory,
some of the authors have introduced lump-sum taxation. This is because
lump-sum taxes do not affect consumption patterns. Therefore, they do not have
forward effects on other parts of the economy. However, although this form of
taxation fits theoretical models nicely, unfortunately is not available in the real
world.
Government finance considerations have to be incorporated into the model somehow. Therefore, it can be argued that the formulations of greatest relevance are
those that consider this aspect. The last paper that has been covered in the previous section by Krichel and Levine (1999) is best able to meet these requirements.
However, if a government budget constraint is integrated into the analysis,
there is a problem of a different nature related to government policy making.
Even if funding could be found for government policies, many policy options
named above will be no longer available with the accession to the World Trade
Organisation. Tariff rates cannot be set arbitrarily any more and can no longer
bring in government revenue. Labour subsidisation affects the international
competitiveness of firms, so that they also violate the accession agreement.
These issues will be discussed in greater detail in chapters 4 and 6 below.
Another shortcoming of the policy suggestions obtained from the above models
is that they are very limited in scope. The papers only cover policies such
as subsidies to wages and production, tariff rate adjustments and migration
restrictions. All three options have their drawbacks. Subsidies distort the
production structure and the government may not have sufficient information to
choose the best industries. An across the board subsidy on the other hand is
too large a strain on government revenues. Tariff rate policies become redundant
when an economy enters the world trading system. Finally, restrictions on
movements are an infringement on personal liberties. Thus, they will only be
feasible in non-democratic regimes.
However, there are some other policy choices that should be considered by policy
makers. Being an attractive location for foreign direct investment will increase
employment opportunities. Additionally, it can bring in government revenue
necessary to finance further development policies. Participation in international
trade rather than adverse tariff policies will boost demand for domestic produce
and allow the economy to relocate production according to its comparative advantage. These and other policy options will be discussed in part III of the thesis.
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In addition to the criticisms raised on the policy choices suggested by the
model, there are some other shortcomings that must be pointed out here. It
will be proven, though, that many of these may not be as problematic as some
economists believe and many can be negated completely.
The first reason for criticism is that the analysis remains comparative static.
The path between equilibria is not clear. The old and new equilibria are known,
but not what the transition looks like. Therefore, transformation costs cannot be
calculated. However, rural-to-urban migration is a highly dynamic process. Migrants do not all move simultaneously, but there is a continuous flow of migrants
from the countryside to the cities. The disadvantage of a dynamic analysis is
that it makes calculations unnecessarily complex. However, this may not even
be required. Although many economists are aware of this potential problem,30
the evidence suggests that the result obtained from a static analysis do not
differ very much from those acquired from more dynamic models.31 Therefore,
it can be concluded that the issue may not be as problematic as it at first appears.
Another problem is the assumption of homothetic households. Rural and urban
households are not individually modelled. Additionally, no distinction is made
between those rural households whose members migrate and those that stay put.
This limits the ability of the model to formulate migration decisions. The only
factor that has been modelled to show its effects on the migration decision is
the income differential between the rural and the urban sector. However, this
may not be such a condemning shortcoming. The evidence suggests that this
wage differential is the driving force behind rural-to-urban migration. This is
especially true for poor migrants living in the hinterland of poor developing
countries.
Also, the flow of migrants is assumed to be homogeneous. All migrants are
assumed to be the same and to have the same skills. There are no links between
the urban and the rural sector prior to rural-to-urban migration. However, this
does not reflect the real world. Section 1.4 already stated some of the information
channels available to potential migrants. The empirical evidence in the later
chapters will also demonstrate the diversity of rural and urban households and
of the characteristics of rural migrants. Workers from more educated households
with contacts in the city, for example, are more likely to migrate. Additionally,
there are significant differences in migration rates between the genders and
different age groups.
30

For example, see Corden and Findlay (1975).
For example, see Lal (1973) and Stiglitz (1974) for dynamic versions of the Harris Todaro
model. Another contribution has been made by Neary (1981) who analyses short run and long
run effects and establishes stability conditions.
31
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Only one of the above mentioned extensions of the Harris Todaro model take
some of these concerns into account. Bhattacharya (1998) in section 2.3.2
splits the rural labour force into two groups. The rural hirers are assumed
to be skilled, while the rural labourers are assumed to be unskilled. Thus,
some distinguishing features between migrants have been introduced. However,
this has been done in a very basic way, so that there is still room for improvement.
Additionally, most of the models do not consider the costs of migration. This is
unrealistic, because the costs incurred when travelling will affect the decision to
migrate. Additionally, it will also have an impact on the choice of destination
area. Higher migration costs may stop some migrants from moving too far away
from their area of origin. Therefore, the amount of migration obtained from the
theoretical models is likely to be overstated. However, for simplicity it could be
argued that the cost of moving is assumed to be equal to zero.
In economic geography models the cost of moving has a greater role to play.
They are specifically concerned with the location choices of industries and people
according to moving costs, distribution costs, infrastructure provisions and the
like. This is why the only model analysed above in which they are featured is the
formulation by Krichel and Levine (1999). Migration costs simply enter the migration function as a negative term. In the equilibrium condition equation (2.4),
the rural wage now has to equal the expected urban wage net of the migration
costs. Thus, migration costs are relatively easy to integrate into the model, and
it can be assumed that many authors omitted them only for the sake of simplicity.
In this context it is also important to return to the issue of setting urban wages.
In the model it has been assumed that the minimum wage persists due to labour
unions and government wage setting. It has been argued that there is some
evidence, at least for government wage setting. This is, for example, the case
in China where a large proportion of the urban labour force is still employed in
state enterprises and the government is able to affect wage rates. Thus, it has
been assumed that the reason for the high urban wages is of no relevance for the
analysis. However, for completeness some criticism has to be levelled here at this
assumption. Carter (1998) analyses the Harris Todaro model in the light of the
efficiency wage theory in the urban sector. He finds that a higher urban wage
rate increases rural and urban output and productivity. This is the case despite
the rising unemployment due to increased rural-to-urban migration induced by
the larger wage differential. This effect can be explained as follows. While in
the original Harris Todaro model unemployment is problematic, in the model by
Carter (1999) it is necessary. Efficiency wage theory states that employers pay
higher wages to their workers in order to raise efficiency. Unemployment then
acts as a deterrent to shirking. Thus, it can be concluded that rural-to-urban
migration and an urban minimum wage are beneficial.

76

CHAPTER 2. THE HARRIS TODARO MODEL

To conclude the theoretical part of the thesis, one has to ask what the Harris
Todaro model has contributed to our understanding of the mechanism of
rural-to-urban migration and what relevance the model still has today.
The original contribution by Harris and Todaro has made a significant contribution to economic thought in its time, because the authors assumed that
there was urban unemployment in equilibrium. However, in many respects their
model is too basic to model a developing country accurately and to make useful
policy suggestions. It lacks a social welfare function and a government budget
constraint. Additionally, the economy is closed to international trade and capital
is immobile. However, it must not be forgotten that this formulation has only
been the starting point in this area of thought. In the last three decades since it
has first been published it has been developed further by the authors and other
economists in many directions.
As the above analysis has shown, these extensions include the introduction of
further sectors, of international trade and of economies of scale into the model.
However, it could also be seen that most of the extended models also lack an
adequate welfare analysis with policy financing considerations. Those policies
studied in greater detail are wage subsidies and tariff rates, neither of which
are widely used. Some broad conclusions on where investments ought to be
made can be drawn all the same. If economies of scale in the urban area are
strong, an urban bias is appropriate. Additionally, the theory suggests that rural
development policies are beneficial.
This would suggest that the Harris Todaro model has little to offer to economists
and policy makers today. However, it must not be forgotten that the model only
suffers from those shortcomings that many models in economic theory are faced
with. Reality has to be simplified to be modelled at all. Only those issues can be
discussed in the theory that can also be modelled by it. Theoretical models can
only give guidelines. Reality on the other hand often looks different. Thus, it is
essential to conduct empirical research. The second part of the thesis will now
offer a look at the evidence from the Chinese economy. It will be used to establish the applicability of the Harris Todaro model for policy makers in China today.

Part II
EVIDENCE
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Chapter 3
Survey of the Empirical Evidence

By now, any bright graduate student,
by choosing his assumptions regarding
distortions and policy instruments carefully, can produce a consistent model
yielding just about any policy recommendation he favoured at the start.
(Diaz-Alejandro, 1975, p.97)
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In chapter 1 it has already been stated that the Harris Todaro model is applicable
to developing economies. To prove this and the significance of the model for
rural-to-urban migration and government policy decisions today, the empirical
evidence has to be called upon. The theory makes some assumptions that
describe the characteristics of a developing country. These concern the existence
of dualism, the rural-urban wage gap and the production structure. The presence
of the first two points in less developed countries was proven in chapter 1. The
assumption on the production structure says that the agricultural sector is
relatively labour intensive, while manufacturing is relatively capital intensive.
The evidence for the truth of this proposition has been given in in chapter 2.
Due to these conditions there are excessive rural-to-urban migration rates in
many developing countries. Thus, it can be concluded that the basic assumptions
made by Harris and Todaro are fulfilled in the real world.

The other issues that need to be addressed to compare the theory and the
empirical evidence relate to the extensions to the original Harris Todaro model.
As shown in the theoretical part of this thesis in chapter 2 these include
international trade, the existence of the urban informal sector and agglomeration
economics. Many developing countries are by now integrated into the world
economy via trade links. Thus, this issue will not be discussed separately,
but will be looked at in the context of the other considerations. However,
the evidence will show that a large proportion of migrants moving from the
countryside to the cities is in fact heading for the urban informal sector. Additionally, urbanisation rates in less developed countries will be investigated. For
completeness, the applicability to industrialised countries will also be surveyed
briefly. Here the evidence focuses not on recent but on historical events, such as
the large migration movements away from farms to the cities in the United States.

The chapter is divided into several parts. First, the subject of data availability
will be discussed. Data is often incomplete, so that the empirical evidence is not
always accurate. Second, the contributions to the literature will be surveyed.
This will show that the Harris Todaro model is still relevant for developing
countries today. The section covers cross-country analysis, and examples from
Africa, Central and Latin America, Asia and for completeness even of some
developed countries. It is divided into sections on the urban informal sector,
agglomeration economics and the use of the model to analyse rural-to-urban
migration in industrialised countries. In the final section of the chapter the
implications that can be drawn from the evidence on the applicability of the
Harris Todaro model to developing countries today will be summarised.
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Data Availability

To conduct meaningful empirical research it is necessary to acquire sufficient
amounts of data of good quality. Unfortunately, such data is rarely available
and many compromises have to be made. Proxies have to be used for those
variables for which only inadequate data can be obtained. The less accurate the
data for each variable, the less exact are the results of the empirical studies.
The problem is usually more severe for the research carried out in developing
countries, because data is even more scarce than in the industrialised economies.
Many less developed countries lack the funds to keep national account data and
funding the collection of such data is not a priority in the government budget,
when a large share of the population is living in poverty. Even if such accounts
are kept, they usually do not capture non-market income and consumption.
Thus, the consumption of the poor tend to be understated, while the growth
in the consumption of the poor with rising incomes is often overstated (The
Economist, March 13th 2004, p.75).
Another problem arising in data collection is concerned with the definition of
variables. This phenomenon is not surprising for data collected in different
countries or by different authorities. In that context it impedes the comparison
of cross-country observations. However, definitions may change even within a
country between one year and the next. The number of urban residents may
simply increase, because the definition for urban areas has been broadened, not
because more people have moved to cities. The amount of unemployment may be
reduced, because new regulations take only long-term unemployed into account
when collecting the statistics. The absolute number of unemployed, however,
may be unchanged or may even have increased. Thus, even if the data source is
the same over the time period in question, the variables may nevertheless not
remain constant over time. Researchers also have to take into account that data
is not always gathered systematically for all areas of the country. This hampers
within-country comparisons. If variables are not recorded for every collection
period their the time paths are difficult to establish.
Cross-country comparisons are also hindered by exchange rate considerations.
If market rates are over- or undervalued, the resulting data will not be able to
provide an adequate picture of the state of the economy. Thus, some economists
suggest the use of the concept of purchasing-power parity (PPP). However, this
will give the value of money in the home economy, while it cannot give any
information on the purchasing power abroad (The Economist, Oct 2nd 2004,
Survey, p.8). These are other problems with data collection. However, listing
them all is beyond the scope of this thesis.
Cross-country migration data has its own particularities. Bell et al. (2002,
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p.436-38) summarises these in four groups. First, there are differences in how
migration is measured. In national consensuses migrants may be counted in their
usual place of residence. Event data on the other hand also includes multiple
and return migrants. Second, time considerations must be taken into account.
Consensuses may be held less frequently in some countries than others. Also,
the demographic cycles of the countries in question are unlikely to be turning
in unison. Thirdly, there are quality differences between data sets in different
countries. Some governments may collect data more accurately and consistently,
while others neglect these issues. Last but not least, the authors state that the
division of space and distance variables may differ. This shows that there is a
real potential for data inaccuracies that need to be taken into account when
analysing and comparing data.
Thus, supporting the Harris Todaro model with empirical evidence is not going
to be easy. Measures such as the gross domestic product are usually known in
developing countries. However, the number of rural migrants to the urban areas
is a more difficult variable to observe. The problem is exacerbated, if many rural
residents migrate illegally to the cities and are thus not registered in the urban
areas. A proxy can be calculated by subtracting the natural growth rate of the
national population from the population growth rate of the city. If the result is
positive, there is in-migration into the city and the number can be taken as the
amount of rural migrants. The findings can be compared with a similar exercise
carried out for the rural areas. Here again the natural national population
growth rate can be subtracted from rural population growth rate. If there is
rural-to-urban migration this number will be negative and and in real terms it
should be approximately equal to the number calculated for the urban areas.
This is one of the most common approaches used by econometricians when the
numbers of rural migrants are not readily available. However, this approach
disregards urban-to-urban migration. Thus, evidence calculated using this and
other proxies must be interpreted with care.
There are two ways of conducting empirical research. National statistics
collected by the government are one way of getting hold of data. Alternatively,
the econometricians can conduct individual surveys themselves and collect data
from a specific region, age group or another share of the population sorted by
certain characteristics. The evidence listed below covers both approaches, as
there is no preference to be drawn in terms of the validity of the results.
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Survey of the Literature

This section will summarise the empirical studies conducted on the Harris Todaro
model. It covers the urban informal sector and agglomeration economics in turn.
For completeness, the analysis will then take a closer look at the applicability of
the model to a developed country, namely the United States.
Some of extensions of the Harris Todaro model discussed in section 2.3.2
explicitly model rural-to-urban migration to the urban informal sector. This
theory is only relevant, if a dynamic urban informal sector in fact exists and if
many rural migrants find it more profitable to migrate there rather than to the
urban formal sector. Here it will be proven that the empirical evidence supports
this assumption.
There is evidence that the share of urban informal sector employment in
developing countries already lies between 30 and 70 per cent, with an average
of 50 percent (Bhattacharya, 2002a, p.4226). For migrants from the Indian
countryside, for example, the attraction of employment in the urban informal
sector is much greater than in the urban formal sector. Bhattacharya (1999) uses
data from the 1981 Indian Population Consensus and finds that there are two
distinct streams of migrants from the rural sector, heading to the formal and the
informal sector respectively. This evidence is also supported by the research done
by Banerjee (1983). He surveys 10,000 rural Indian households, whose heads
have migrated to Delhi between October 1975 and April 1976. Banerjee (1983)
finds that one half of these migrants found employment in the informal sector in
Delhi. Only two-fifth of these continued to search for formal sector employment,
even though they earned lower wages in the informal sector (Banerjee, 1983,
p.419). Bhattacharya (1996) finds that migration among the poorest peasants
is taking place due to an increased wage differential not between the rural and
urban, but between the agricultural and the urban informal sector. Knight and
Song (2002) also find that the Indian informal sector is highly developed and
dynamic. It has been able to absorb the large flows of rural migrants. Thus, India
could not only avoid excessive urban unemployment, but also the labour market
segmentation experienced by China (Knight and Song, 2002, p.339). Thus, these
empirical results are in line with the Harris Todaro model and show that the informal sector has an important role to play in the study of rural-to-urban migration.
The importance of a dynamic informal sector can also be easily observed by
comparing the experiences of Thailand and of the Philippines. The former
country has an informal sector that is well equipped to absorb the stream of
rural migrants. Because it is a dynamic sector, it attracts rural migrants and
is able to employ them. In the Philippines, however, even the informal sector
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labour market is segmented. The poorest rural migrants generally live in slums
at the edge of the cities.
Various conclusions can be drawn from this. The evidence is supportive of the
role of the informal sector in a developing country, as it has been laid out in the
Harris Todaro model. In Thailand migration restrictions are unnecessary and
potentially even harmful, because the country has a well-functioning informal
sector. Additionally, the conditions in the rural sector are better than in the
Philippines, because more peasants own the land they farm (Nakanishi, 1996).
Again, this shows what role the informal sector can take in a developing economy.
Other aspects to consider are agglomeration and urbanisation. In section 2.3.3,
agglomeration economics in the context of the Harris Todaro model have already
been discussed. The theory suggests that rural-to-urban migration patterns are
affected by production locations. The empirical evidence below will prove the
relevance of this extension, by showing how migration is affected by urbanisation
and agglomeration in developing countries.
To prove the first proposition, the evidence by Brockerhoff (1999) has to be called
upon. The author compares urbanisation predictions and actual urbanisation
rates in less developed countries. He finds that the former greatly exceed the
latter. This implies that the rate of urbanisation has slowed from previous levels.
Brockerhoff puts this development down to the reduced expansion of industrial
urban sectors, an unfavourable price shift for urban manufacturing production
due to the world economic downturn, the aging population and government
policy. Thus, the production structure does in fact encourage or discourage
migration.
However, the cross-country empirical evidence for Asia as analysed by Kuwahara
(1998) does not show such a slowdown in the urbanisation rate. The results even
show a catch-up process with the industrial countries. Export expansion, greater
efficiency in production and higher growth rates can be observed in South and
East Asia. These effects have been strengthened by large inflows of foreign direct
investment. However, there appears to be greater income inequality between
regions and sectors in the Asian economies. This problem has been exacerbated
by restrictions on labour movements, so that labour cannot migrate to the
industrialising areas to find employment. Therefore, the Harris Todaro model
appears to be applicable to developments in the Asian economies. Due to the
good growth performance of the Asian economies they do not suffer from less production and do not experience lower agglomeration rates as in Brockerhoff (1999).
The evidence for Latin America also suggests that urbanisation should be
encouraged. Although the official figures suggests that around 75 per cent of
the Latin American population lives in urban areas, this is mainly due to an
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accounting assumption. Villages of only 2,000 inhabitants situated in remote
areas are also counted as cities. A drafted study by Ferranti et al (2005) at
the World Bank adjust this definition to include all areas with ”... fewer than
150 inhabitants per square km ... and more than an hour’s travel from the
nearest city of more than 100,000 people ...” (The Economist, February 19th
2005, p.48) in the rural survey. This shows that more than 42 per cent of Latin
American are living in rural areas. Although agriculture is an important part
of production, many rural residents do not rely on agriculture alone. Thus,
improved education and transportation networks are an essential part of making
rural Latin American labour more mobile (The Economist, February 19th 2005,
p.48). Again it can be concluded that rural-to-urban migration and urbanisation
are important in the development process.
A study by the OECD shows the importance of rural-to-urban migration for
urbanisation rates. The authors find that between 1990 and 1995 rural-to-urban
migration and the reclassification of urban areas were responsible for 53 per cent
of urban growth. The percentage was highest in Eastern Asia, mainly due to
large migration flows in China (OECD, 1998, p.2).1 Thus, there is a strong link
between agglomeration and migration that has to be modelled in the theory.
Again, it also proves the relevance of the Harris Todaro model and its extensions
for the Asian developing countries.
However, the evidence from the OECD (1998) study also shows the importance
of definitions of economic variables already touched on in general terms above.
If the minimum number of inhabitants required to define a city is set to be low,
the rate of urbanisation is higher and vice versa. As stated above, the OECD
found that the redefinition of city size also contributed to the urbanisation rate.
Similar evidence can be found in India that boasts of a low urbanisation rate. It
can do so, because in 1996 the city limit was set at 5000 inhabitants, which is a
rather high level by international comparison (Kojima (1996, p.368).
Political considerations also have their part to play in urbanisation patterns.
Kojima (1996, p.365-6) finds some evidence for this in South Africa. During
Apartheid migration restrictions were in place for black Africans due to race
segregation. Although black Africans were not allowed to settle in the cities,
they were still required to work there. In order to be closer to their places of
employment, they chose to build housing at the edge of the cities. As these
settlements grew, the amount of urbanisation in South Africa increased. Thus,
despite the migration restrictions, South African cities became overurbanised,
because rural residents were needed as workers in the cities.
Now an application to a developed economy will be given here. Suits (1985)
1

The percentage was 57 per cent and 38 per cent in South-Eastern Asia and South Central
Asia respectively (OCED, 1998, p.2).
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uses an amended version of the Harris Todaro model to explain the historical
off-farm migration in the United States. The author uses two modifications. On
the one hand, the unemployment rate is taken as exogenous. This is because
unemployment is seen as an effect of ”... fiscal and monetary policy, business
outlook, consumer expectations, and investment opportunities ...” (Suits, 1985,
p.820), not as a result of rural-to-urban migration. He finds that the model is
applicable to the industrial country. Secondly a reduced form of the model is
used. Thus, rural-to-urban migration is affected by changes in technology and
population size, not by prices and incomes. The results show that the role of
the amount of rural surplus labour and job creation in the non-farm sector in
the migration decision is reduced with development. This is because the rural
sector takes up a smaller share of production and employment once a country
has reached a certain level of development. However, the model is still able to
give some indication of how and why off-farm migration takes place in developed
countries.

3.3

The Applicability of the Model

In addition to the assumptions on rural-urban wage differentials, segmented
labour markets and large rural-to-urban migration rates, the analysis above has
made a case for explicitly modelling the urban informal sector and agglomeration
economics. The evidence shows that there is a strong pull to the urban informal
sector for rural migrants. Thus, the extensions to the Harris Todaro model
incorporating an urban informal sector and agglomeration economics are of great
relevance for the application of the model to less developed economies today,
and the basic assumptions of the extended models could be verified.
However, the above analysis also shows that no two countries can be said to be
facing the same problems in terms of rural-to-urban migration experiences. The
developments can be similar at most. Different countries are faced with different
starting positions and historical, political and cultural influences. Thus, although
it can be concluded from the above evidence that the Harris Todaro model with
its extensions is likely to be applicable to most developing countries, the goodness
of fit will have to be established in individual studies. In this study the focus has
been put on China. Thus, the next section will describe the historical, economic
and political experiences of the Chinese economy. This way the assumptions of
the Harris Todaro model and its extensions can be analysed in the context of
China. The application of the policy suggestions made by the theory also has to
be established individually for different countries. Even if a model represents the
present shape of an economy, it may not be able to give good indications of future
developments in that country. Thus, the policy considerations will be discussed
separately in chapter 6 below.

Chapter 4
The Chinese Case

China has a unique combination of a
huge population and an economy that is
unusually open to the rest of the world,
as measured by trade or foreign direct
investment.
(The Economist, Oct. 2nd 2004, Survey, p.4)
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Surplus labour in the agricultural sector, a wage differential between the rural
and the urban sector and a segmented labour market can be observed in China.1
This suggests that the Harris Todaro formulation is applicable to model the
Chinese economy. However, the experience of China has its particularities.
Decades of producing under a communist regime with central planning have left
their marks. Many state owned enterprises (SOEs) are producing inefficiently,
swallowing up a large proportion of government resources in subsidies and bailout
costs. Nevertheless, privatisation is rapidly progressing and more foreign direct
investment (FDI) and the establishment of subsidiaries of foreign enterprises
have improved the situation.
At the outset, it has to be explained why China has been singled out for the
more detailed analysis. It is a good case study for various reasons. It is a large
country at least partly open to international trade since 1978 and a recipient
of large inflows of FDI. It consists of many diverse regions. Thus, it allows the
study of how various parts of the country are affected by government policies,
while holding the legal requirements, other policies and the cultural background
constant across all regions. This allows a neutral analysis of national government
policies (Wei, 2002, p.27). China is also an interesting case study. Chinese policy
makers followed a process of trial and error. Many policies were introduced in a
chosen geographical area first. If the outcome proved to be successful, the policy
was then implemented in other parts of the country.
Additionally, China is a special case in the developing world. Relative to other
less developed countries it is far more developed and is more involved in international trade with the rest of the world. Other examples of emerging countries of
similar size are Russia, India and Brazil. However, the Gross Domestic Product
(GDP) of China is greater than the GDP of the the other three countries added
together (The Economist, October 2nd 2004, Survey, p.11). Also, China exports
six times as many goods and services as India (The Economist, October 2nd
2004, Survey, p.11). To give an example of the extend of China’s involvement in
world trade: more than 50 per cent of digital cameras, every third mobile phone
and every fourth washing machine are produced in China (Der Spiegel, 42/2004,
p.112-3). Wages are lower than in India and Vietnam (The Economist, October
2nd 2004, Survey, p.6), two countries boasting either a large labour force or a
high level of production and trade with the rest of the world. The Economist
(October 2nd 2004, Survey, p.6) sums up the additional benefits in the Chinese
economy as follows: ”... [China] has the advantage of good infrastructure, an
educated work force, a high rate of saving available to finance investment and,
most important of all, an extremely open economy.” Thus, the further integration
of China into the world economy will not only affect China, but due to the sheer
size of its population and its geographic and economic size it will also have a
1

Wang et al (2000, p.102) find that blue-collar jobs are open to rural migrants even in the
urban formal sector. However, white-collar jobs are out of reach.
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huge effect on the world economy as a whole.
In this chapter the applicability of the Harris Todaro model to China will be
tested by comparing the assumptions made by the authors with the conditions
apparent in the Chinese economy. However, as Wang et al. (2000, p.103) put
it ”... it would be counterproductive to deal with the issue of internal migration
in China without having firm knowledge on the nature and workings of labour
markets along the rural-urban continuum.” Thus, this chapter will look at
the Chinese economy in greater detail. This allows the reader to understand
the structure of the economy, also in terms of rural sector development and
agglomeration economics. The resultant policy options for the future will then
be looked at in chapter 6 below.
This chapter is structured as follows. First, in section 4.1 the availability of
Chinese data will be discussed. Then, section 4.2 covers the historical developments in China, while section 4.3 details the structure of the Chinese economy.
Wage rates and rural-to-urban migration will be looked at in sections 4.4 and
4.5 respectively. In section 4.6 the developments in the Chinese rural sector
are analysed. Agglomeration economics and urbanisation are the subjects of
sections 4.7 and 4.8 respectively. Section 4.9 concerns itself with the internationalisation of the Chinese economy, while section 4.10 sums up the analysis to give
a conclusion on the applicability of the Harris Todaro model and its extensions
to the Chinese economy.

4.1

Chinese Data

Holz (2004) has written an excellent article on the problems of data collection
in China. Some of his ideas will be stated here, but the interested reader may
refer to the source for a more detailed analysis. As stated above, the Chinese
economy is a special case when studying economic developments, because of its
conversion from a centrally planned to a market economy over the last two and
a half decades. Many variables had to be redefined or given a new definition
altogether over the past sixty years. This has made data collection more difficult,
as will become apparent in the analysis below.
Collecting adequate data in China has not been facilitated by economic reforms.
Before the reforms were introduced in the late 1970s, agricultural production
was divided into communes. For these small production units, it was easy to
collect the necessary data. The data was then passed through the ranks of the
communist regime and collected at the highest level statistical bureau. Here
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it could be evaluated and the next plan could be calculated. However, with
decollectivisation the rural economy was divided into much smaller segments.
Additionally, the amount of private enterprises and the number of self-employed
workers increased. Services also entered the production structure. Thus,
collecting adequate data became much more complex in the 1980s. China’s
National Bureau of Statistics (NBS) had to adjust to these changes, but only
managed to do so gradually. For example, it did not have consistent data for
village-level firms until after 1985 (Holz, 2004, p.384).
With economic reform, not only the amount of data increased, but also the
variables that needed to be collected. For a centrally planned economy, knowing
the amount of capital and labour, machinery and other inputs required for
production is essential to develop the next five-year plan. However, for a market
economy, the overall well-being of an economy, that is the birds-eye view, is much
more important. Data on variables, such as the gross domestic product, prices
and employment, that had previously been set by the government now have to
be collected, as well. Variables were redefined. New staff had to be trained.
This could not happen overnight, especially not in a cash strapped developing
country. Thus, accounts were falsified and a large proportion of production was
not recorded at all. The body of data altogether was too great for China’s NBS
to deal with.
The Chinese government was aware of many of these problems. Therefore, it
amended the reporting system in the Statistics Law of 1996. To reduce the inflow
of data, only firms with a sales revenue of more than 5 million yuan per annum,
that is around USD 600,000, directly reported to the statistical bureau. Censuses
and surveys were introduced as an additional source of data collection. They
also act as checking devises for the statistics provided by enterprise accounts.
This has made data collection more manageable for the government.
The reforms appear to have been successful. Since opening the economy to the
rest of the world in 1978, a lot of progress has been made in collecting data. The
quality of Chinese data has been improved significantly. Data falsification has
been reduced, variables are more consistently defined and data is evaluated by a
greater number of better trained personnel.
However, some measurement problems persist as they would in any other economy in the world, whether it is industrialised or less developed. Bhattarcharya
and Parker (1999), for example, find difficulties when measuring the labour
surplus in Chinese agriculture. The authors define the variable of labour surplus
as ”... the difference between the estimated requirement function and the observed
agricultural labour force ...” (Bhattarcharya and Parker, 1999, p.72). However,
they also find that the measurement is inaccurate, because rural-to-urban
migration is affected by many other factors that are not included in the variable.
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Migrants from the surplus labour force, for example, may have liked to migrate
before, but were not able to due to government restrictions. Thus, a meaningful
definition of variables is not always easy.
When considering agglomeration economics in section 4.7, problems will again
arise with data definition. Yixing and Ma (2003) found that China’s State Statistical Bureau (SSB) does not define or consistently collect data on urbanisation
levels. The term ”city” is also not adequately defined. Sometimes it can even
include rural areas under the jurisdiction of the city authorities. Even in the five
national censuses, the definition of urban population has not been consistent.
City and town population can wrongly include many rural residents, which will
result in an overstated urbanisation rate in China.2
The size of the rural urban wage differential is also prone to miscalculations.
This is due to the benefits in kind available to urban residents. These include
health care and housing and will be discussed in greater details below. Thus,
disregarding these benefits will understate the income differential between the
rural and urban labour force. However, it is also difficult to include a measure
of benefits in kind that vary according to the geographical areas and the
employment sector.
The number of migrants is also likely to be understated and variable. Many
rural workers migrate illegally to urban areas and are not registered there.
Additionally, the definition of migrants is often changed. Some temporary
migrants are included while others are not. This finding is supported by Yang
(1993, p.814) who states that the rural-to-urban migration rate in China has
been understated. However, Goodkind and West (2002) find that the definition
of the floating population has been improved. This is partly, because the
government has realised that a large floating population is necessary to keep up
production and growth levels. Thus, after the 1990s the amount of time that a
worker had to be away form his place of registration to be considered a migrant
was shortened from one year to six months (Goodkind and West, 2002, p.2248).
Additionally, the date for the official national consensus was changed from
October to November in 2000. This is helpful, because many migrants return to
their rural homes in October for the lunar new year and the October holidays,
so that they used to be excluded from the statistics as a migrant (Goodkind and
West, 2002, p.2248). These changes made to data collection have helped to make
the data on Chinese migrants more accurate.
The above analysis shows that data and the resulting econometrical studies have
to be interpreted with care. Variables may be over- or understated and their
2

However, note that the urbanisation rate in China is low for a country at this level of
economic development. For example, it is far less urbanised than India. This will be shown in
section 4.8 below.
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definitions may vary over the years. However, this is no different than in many
other countries. Thus, the evidence given below will give an indication of the
developments that have taken and that are taking place in the Chinese economy.

4.2

A Short History of China

The People’s Republic of China was founded in 1949 with Mao Zedong as its
leader. It had a population of 542 million of which 10.6 per cent lived in urban
areas (Chang, 1994, p.602). The government followed a policy of a relatively
closed economy and import substitution (Chen and Feng, 2000, p.328).
In the 1950s, the government policies stated in the first five year plan gave special
privileges to production in urban areas. This gave peasants a greater incentive
to migrate to urban areas. By 1953, the urban population had risen by 30 per
cent since 1949 to a level of 78 million (Goldstein and Goldstein, 1990, p.64).
To reduce the negative effects of excessive rural-to-urban migration, restrictions
on population movements were put into place. Agricultural production was
liberalised, while heavy industry, international trade and transportation were
nationalised.
The migration restrictions of the early 1950s were abandoned, when the policies
of the Great Leap Forward between 1958 and 1960 required a greater labour
supply in the urban areas. As a result, 23 million workers migrated to the cities
and the share of the urban population in the total Chinese population rose to
19.7 per cent (Xue, 1982). As it turned out, the amount of production did not
increase as planned and the migration flow was greater than the urban areas
were able to handle.
The Cultural Revolution began in 1966. It was a movement against the complex
bureaucracy and the inefficiencies of the state apparatus. It resulted in hundreds
of thousands of unnecessary deaths, but Mao Zedong achieved his objective of
removing his opposition. From 1969 onwards Mao Zedong fully operated his
ideals through his party. The education system was neglected and material
incentives where taken out of the production. However, there was also a focus
on economic growth and diplomatic relations with the rest of the world (Der
Brockhaus Geschichte, 2003, p.546-8).
The Maoist era saw an emphasis on developing inland provinces. Due to
comparative disadvantages, they were not experiencing growth rates comparable
with the coastal region. Therefore, investments were made into infrastructure
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developments in those regions. This included the improvement of the transportation network. It allowed the reallocation of production to the hinterland
and facilitated the transportation of the agricultural produce to the cities for the
consumption by the workers employed in the growing urban industrial sector.
Additionally, irrigation networks were put into place to make production in the
agricultural sector more efficient (Bramal, 2000).
Despite this rural development the income gap between the rural and the urban
sector was increasing in the Maoist era (Davin, 1999, p.38). This was due to
government policy. Peasants were only paid low prices for their crops in order
to provide the urban industrial workers with sufficient food. For the same
reason, peasants had to pay high prices for industrial goods used as inputs
in agricultural production or to a lesser degree for consumption (Davin, 1999,
p.10). Rural-to-urban migration was restricted again, while the number of
rural workers rose from 165 million in 1949 to 313 million in 1980 and to 380
million in 1986 (Taylor, 1988). This resulted in increased pressure on land in
rural areas, which in turn caused rural living standards to fall (Davin, 1999,
p.10). Even if some rural workers were able to migrate illegally, industrial
production in the cities was unable to absorb the additional labour. Thus,
the amount of migration again proved to be excessive. The urban economy
was unable to provide the growing urban population with the daily essentials
(Kojima, 1996, p.365). To reverse this trend, approximately 4 million people were
forced to settle in rural areas in the late 1960s and early 1970s (Yeh and Xu, 1984).
Another policy introduced in this time period to hinder rural workers to migrate
to cities was the household registration system, called the hukou system.
Although it has been relaxed in some areas, this system is still in place in China
today. A household is registered in its place of origin. Thus, it possesses either
an urban or a rural hukou. If workers want to migrate, they need the permission
of the local authorities to leave their place of registration. This is the case
whether a migrant intends to move to another rural area or an urban region.
In order to work legally in the urban sector, an urban hukou is required. This
is equivalent to requiring a work permit, but for different sectors within one
country. In the Maoist era, rural workers were generally unable to receive such
a permit. Migration from the urban to the rural sector on the other hand was
encouraged, although there were few who had an incentive to move to the poorer
countryside. Birth control was also exerted on the Chinese population to reduce
population growth, particularly in cities (Davin, 1999, p.38). Although these
measures kept down the official migration rates, the amount of illegal rural-tourban migration remained large, but can only be estimated, as it went unrecorded.
The article by Han (1999) suggests that the Communist regime also offered
benefits to its people. This is not wholly unexpected. The gains of a communist
regime may not result from the freedom for its subjects, but it does give
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security to the population. This will be felt especially during the transition
to a market economy. Suddenly prices and production are determined by the
market and firms face competition. The agricultural sector may produce too
little or too much and it may even have to compete with producers from the
rest of the world. The original role of the hukou was a form of identification.
For example, it was used to receive the rice rations that one was entitled
to. Also, people did not have an individual hukou, but the population was
divided into family units. The hukou did not always obstruct travel or even
migration. Additionally, even when the worker was no longer employed in
agricultural production, but was legally or illegally working in the city, he
was still entitled to the rations as set out on the family hukou. This provided
security to the peasants. However, it cannot be denied that people with a
rural hukou were and still are discriminated against by the system. Thus,
the relaxation of the registration system brings about more equality between
citizens. One thing that would make the transition easier for the rural labourers
would again be a better social security system that is still not available at present.
The year 1976 saw the death of Mao Zedong and the end of the Cultural
Revolution. China suffered a political vacuum. The ”de-urbanised” workers took
the opportunity to move back to their cities of origin. By 1978, almost 18 per
cent of the 962 million Chinese people, that is a number of 172 million, lived in
urban areas (CSY, 2003, table 4-1, p.97). Between 1978 and 1981 rural-to-urban
migration contributed 80 per cent to urban population growth (Goldstein and
Goldstein, 1990, p.66).
Economic reforms were introduced in 1978 under the leadership of Deng
Xiaoping3 . As part of the reform process agricultural markets were liberalised.
Collectivisation was abolished and instead the household responsibility system
was introduced. Farmers were now able to choose their level of production
themselves. The government still set quotas for them in order to ensure
the adequate provision of food for the growing number of urban residents,
especially the workers in the state-owned enterprises. However, any excess
production could be sold on the free market. Agricultural prices were also
liberalised. On average, agricultural procurement prices rose by 25 per cent
(Seeborg et al., 2000, p.45). The share of administered agricultural prices
fell from 94.3 per cent in 1978 to 10.2 per cent by 1993. For consumption
goods, the share fell from 97.4 per cent to 12.2 per cent in the same time period
(Cao et al., 1996, p.101). The excess produce could then be sold at market prices.
The household responsibility system made agricultural production more efficient
and increased rural incomes between 1978 and 1984, but also showed the extent
of surplus labour in the agricultural sector. Additionally, decollectivisation
3

For an excellent study on the developments in China under Deng Xiaoping the interested
reader may refer to Ash and Kuek (1996).
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increased the level of rural incomes between 1978 and 1984. Note that the losses
in economies of scale due to the loss of large collective farms were cancelled out by
the gains in labour incentives achieved by the reforms. Thus, decollectivisation
took some pressure off rural-to-urban migration. However, by the mid-1980s
agricultural stagnation raised the benefits of migration to the urban areas again.
Price liberalisation was introduced gradually with a dual track system. As
has been explained above, farmers were able to sell any produce in excess of
their quotas at market prices. As a result the domestic production of grain
increased from 304.8 to 394.1 million between 1978 and 1979 when the reform
was implemented (Qian, 2002, p.18). However, price reforms were incomplete for
many years. Prices could not play the equilibrating force in supply and demand
of basic industries. Thus, they continued to be undersupplied (Lin, 1996, p.198).
The mid 1980s also saw large investments made in Township-Village Enterprises
(TVEs). Between 1978 and the early 1990s rural industrial output grew at
around 17 per cent per annum. This large growth also eased the problem
of the rural labour surplus, as 135 million rural workers were employed by
TVEs (Mood, 1997). Additionally, the development of smaller urban areas
and rural industrialisation were encouraged. Although these policies resulted
in many new employment opportunities, they were still not sufficient to absorb
all those workers wishing to leave the agricultural sector. Thus, the effect on
rural-to-urban migration was limited (Davin, 1999, p.48). However, because
work permits for employment in cities were still only available at a high price
and did not even give migrants the same rights as urban residents (Wang and
Zuo, 1999, p.279), many peasants continued to migrate illegally to the urban
areas.
The 1980s also brought market liberalisation to the urban sector. Especially
the state owned enterprisers (SOEs) had to be restructured. Many industries
were privatised, fewer subsidies were granted and a contract wage system was
put into place. Rural migrants became eligible to work in SOEs, although they
were still discriminated against. SOEs were streamlined and employed a much
smaller share of the labour force than previously. Between 1980 to 1990 their
employment share in the urban sector fell from 76.2 per cent to 60.7 per cent
(CSY, 2003, table 5-4, p.126). Many of the workers that were made redundant
did not find alternative employment. Thus, the level of urban unemployment increased, but labour productivity in SOEs was greatly increased (Lu, 2000, p.344).
Since 1986, the government runs an unemployment insurance scheme. However,
the benefits still mainly go to former workers of SOEs. They receive between 50
and 75 per cent of the average basic wage rate of the last two working years and
these benefits are only available for a maximum of two years (World Bank, 1997,
p.58). By 2000, the number of workers covered by the unemployment insurance
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increased by 6 per cent (Feng, 2002, p.186), but the majority of unemployed
workers still has no safety net. Because the Chinese government lacks the funds
to extend the scheme to the entire population, the World Bank (1997, p.58)
suggests some other policy options to solve the problem. The government could
reduce the amount of disguised unemployment by lowering the retirement age,
by retraining the unemployed and by offering redundancy payments during firm
restructuring. To improve conditions for the unemployed who take any jobs they
can find to survive and also others in low skilled employment, policy makers
have lately developed a minimum wage law. However, so far it has not been fully
implemented (Meng, 2001, p.74).
The unemployment problem was exacerbated by the increased urbanisation rate
China was experiencing. By the 1990s, 26.4 per cent of the 1,143 million Chinese
inhabitants lived in cities (CSY, 2003, table 4-1, p.97).4 The number of cities
has grown from 173 to 464 between 1953 and 1990, while the number of towns
increased from 2,664 to 11,392 between 1982 and 1990 (Chang, 1994, p.602).
Additionally, cities also appear to have been more evenly distributed in the
1990s (Song and Zhang, 2002). The flow of rural-to-urban migrants in this time
period was large, because the income distribution widened. It must be noted,
though, that all incomes increased between 1988 and 1995 (Zhao and Li, 1999).
The incomes of the top three per cent of earners rose by 53 per cent, while that
of the bottom 20 per cent of earners increased by only 20 per cent. Thus, all
workers were better off, although the rural urban wage differential rose. However,
conditions in the cities did not improve in the late 1990s. Meng (2004, p.360)
states the results by Zhao and Li (1999). They found that urban unemployment
rose from 8 to 17 per cent. Due to this increased supply of labour, the wages
of the unskilled in the urban areas fell. Thus, the income differential within the
urban area increased.
Before concluding this section, the Chinese government structure will be laid out
briefly here. The Chinese economy today is divided into 23 provinces: Anhui,
Chengqing, Fujian, Ganzu, Qinghai, Guangdong, Guizhou, Hainan, Hebei,
Heilongjiang, Henan, Hubei, Hunan, Jiangsu, Jiangxi, Jilin, Liaoning, Shaanxi,
Shandong, Shanxi, Sichuan, Yunnan and Zhejiang. Additionally, there are five
autonomous regions: Guangxi, Inner Mongolia, Ningxia, Tibet and Xinjiang;
and the three municipalities: Beijing or Peking, Shanghai and Tianjin. Last but
not least there are the two special administrative regions Hong Kong and Macau.
The central government is the only body that can make decisions affecting
all areas of the economy bar for Hong Kong and Macau. The two regions are
able to make their own laws and joint declarations and to autonomously make
their own economic decisions. The fifteen large cities, generally capitals of the
provinces or special economic zones, have special privileges in economic decision
4

This number is likely to be understated, as many peasants migrate to cities and work and
live there illegally.
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making. The composition of these cities is regularly changed according to the
size and economic might of cities. The provinces, the autonomous regions and
the municipalities have little political power and can only affect economic policy
in their region if they possess the necessary economic and fiscal power.5
The government structure in China today is best reflected by planned federalism
or market preserving federalism. Local governments have a lot of decision
making powers, even in fiscal policy making, if it can collect local government
revenue. However, the central government still has a veto on all decisions and
can still force policies on the provincial and local governments from above. Note
that the Chinese constitution was amended in 1992 and the expression ”Planned
Economy” was replaced with ”Socialist Market Economy” (Der Brockhaus
Geschichte, 2003, p.137). The government consists of 38 ministries of which 27
are concerned with the running of the economy6 and the remaining eleven deal
with all other aspects of the political system7 .
The federalist structure results in a form of competition between different regions
and communities. All areas are interested in attracting industry and production.
Therefore, they have to introduce production friendly policies. However, they
do not have the power to put up trade barriers or to bail out firms facing
problems adjusting to the new environment. Note that even if they were able to
put such laws into place, these would be difficult to enforce due to the lack of
institutions to do so. This means that the market can function better and the
firms that survive will be internationally more competitive for it. Naturally some
companies will go under due to this policy. Therefore, additional employment
opportunities and a good social security network are essential. Unfortunately
this is something China is still lacking. The results from further liberalisation of
Chinese markets remains to be seen. Chapter 6 will give more insights into the
government policies introduced to deal with China’s problems today.
To sum up, between 1978 and 2002 the urban share in the national population
has increased from 18 to just over 40 per cent (CSY, 2004, table 4-1, p.95).
5

For an in depth analysis of the structure of Chinese policy making and decision making
bodies see Heilmann (2002).
6
The economic ministries are Agriculture and Fisheries, Water Resources and Electric Power,
Forestry, Coal Industry, State Bureau of Labour, Petroleum Industry, Railroads, Chemical Industry, Transportation and Communications, Metallurgical Industry, Posts and Telecommunications, Light Industry, Urban and Rural Construction, Environmental Protection, Textile
Industry, Machine-building Industry, Electronics Industry, Commerce, Nuclear Energy Industry, Foreign Trade, Aircraft Industry, People’s Bank of China, Munitions Industry, Family
Planning Office, Space Industry, State Scientific and Technological Commission, and Geology
and Mineral Resources. In addition there are also 13 bureaus managing the economic affairs
(Chow, 2002, p. 40-1).
7
The other ministries are Foreign Affairs, Culture, National Defense, Education, State Nationalities Affairs Commission, Public Health, State Physical Culture and Sports, Public Security, Cultural Relations with Foreign Countries, Civil Affairs and Justice (Chow, 2002, p.41).
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Some of this growth can be explained by greater industrial production in the
urban sector and an inflow of foreign direct investment (Song and Zhang, 2002).
However, it was shown that rural-to-urban migration also has a large role to
play. Economic reform has made disguised unemployment in rural and urban
production more apparent. Thus, during transition China has been and will
continue to be faced with high unemployment rates. Wages may be rising,
because production is becoming more efficient, but the wage differential is also
increasing. These issues are all important for the applicability of the Harris
Todaro model and will be discussed in turn.

4.3

The Structure of Chinese Production

For the applicability of the Harris Todaro model it is important to establish the
structure of the Chinese economy. It will be shown that there is an urban and a
rural sector. Agricultural production takes place in the rural sector, where there
is also a growing state sector. The urban sector incorporates a state sector and a
private sector. The former still has a large role to play in production especially
in heavy industry. However, privatisation is progressing rapidly and many new
private enterprises are founded either by Chinese entrepreneurs or by foreign
investors. These also include firms in the informal sector.8 This section will
look at the allocation of workers between sectors and at the contributions made
to the economy by the individual sectors. Section 4.4 will then show how this
production structure affects the wage levels paid in the different sectors.
To begin with, the basic assumptions of the model must be proven to be
applicable. The dualistic character of the Chinese economy will be talked
of.9 Some empirical evidence for this has already been given in the previous
chapter. More can be found in Wang et al. (2000, p.81). The authors state that
dualism in China is an accepted fact among academics as well as policymakers.
Putterman (1992, p.467) proves that China has been segmented in the period of
1949 until 1978. If markets had functioned properly, dualism should have ended
with economic reforms in 1978. However, the state sector and the production
of staple crops in agriculture were not so easily reformed. Thus, dualism of
a different kind arose within the sectors (Putterman, 1992, p.470). The state
sector is inefficient and provides too many privileges to its workers. In staple
agriculture, on the other hand, production still takes place below market prices
due to the grain self-sufficiency policy maintained by the central government.
8

As before, the informal sector is assumed to produce intermediate products for the formal
sector in relatively smaller firms.
9
Section 4.4 will prove the existence of a rural-urban wage gap in the Chinese economy.
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Thus, both sectors still require financial support from the state (Putterman,
1992, p.474). Note, though, that production in the state sector is improving due
to the subcontraction of some production to the more efficient urban informal
sector.10
Now it must be shown in detail how Chinese production is structured and how it
has developed over the years, especially since economic reforms started in 1978.
For this, it is helpful to take a look at the number of employees in each sector
and to the contribution each sector makes to the gross domestic product (GDP).
As it will be seen, these numbers will not always be in line with one another,
that is a large employment share does not necessarily imply a large contribution
to GDP in the case of China. This is because production in the state sector and
agriculture is still highly inefficient.
Data from the China Statistical Yearbook (CSY) gives the following structure of
the Chinese economy in 1978. The total number of employed persons was 401.5
million people. Of these 70.5 per cent were employed in the primary sector, 17.3
per cent were working in the secondary sector and 12.2 per cent were providing
services in the tertiary sector (CSY 2003, table 5-2, p.124). However, the primary
sector only contributed 28.1 per cent to the GDP, while the secondary and tertiary
sector exceeded their employment percentage. They contributed 48.2 and 23.7
per cent to GDP, respectively (CSY, 2003, table 3-2, p.56). This data can be seen
in table 4.1 below.
In 1981, only a short time after the economic reforms, the division of types of
enterprises and their contribution to industrial output were as follows: There
were 84,200 state enterprises contributing 78.3 per cent to gross industrial value,
while 296,800 collective enterprises accounted for 14.8 per cent and 185,500
commune-run enterprises contributed 6.24 per cent. Only a share of 0.66 per cent
was taken up by companies of other types of ownership (Statistical Yearbook
of China, 1981, p.207-212).11 Migration restrictions were partly removed in the
1980s, so that 10.87 million new workers moved into industrial production in
coastal regions and 9.25 million workers did so in the inland provinces. These
numbers show that the industrial sector was larger at the coast. The 10.87
million new jobs accounted for 25 per cent of new employment opportunities,
while the number was on 13 per cent in the inland provinces (Hu, 2002, p.317).
These numbers can now be compared with more recent data provided by the
CSY 2004. By 2003, the total number of employed persons had grown to a
level of 744.3 million (CSY 2004, table 5-2, p.120). This is an increase of 85.4
10

The existence of a dynamic informal sector will be proven below.
Note that the size of enterprises differs in each sector. State enterprises are generally large
scale production sights, while collective and commune-run enterprises are smaller in scale. This
explains the difference in the number of entities in the different ownership sectors and their
contribution to gross industrial output.
11
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Table 4.1: Employment by Sector
Year

1978

2003

No. of Employed in millions

401.5

744.3

Primary Sector
Percentage of Total Production
Contribution to GDP

283.1
70.5%
28.1%

365.5
49.1%
14.6%

Secondary Sector
Percentage of Total Production
Contribution to GDP

69.5
17.3%
48.2%

160.7
21.6%
52.2%

Tertiary Sector
Percentage of Total Production
Contribution to GDP

48.9
12.2%
23.7%

218.1
29.3%
33.2%

Source: China Statistical Yearbook 2004, table 5-2, p.120

per cent since 1978. The percentage of workers employed in the primary sector
had fallen to 49.1 per cent, while the percentages had risen for the other two
sectors. The secondary sector now employed 21.6 per cent of workers and 29.3
per cent were working in the tertiary sector (CSY 2003, table 5-2, p.124). The
contributions of the different sectors to GDP changed in the same directions.
The primary sector now contributed only 14.6 per cent, while the percentages
for the secondary sector and tertiary sector had risen to 52.2 per cent and
33.2 per cent respectively (CSY 2004, table 3-2, p.54). Note that the primary
sector remains highly inefficient and the number of underemployed workers in
agriculture is estimated to be as large as 200 million people (The Economist,
October 2nd 2004, p.9).
There is some clear evidence of the division of workers between the rural and
the urban sectors. Of the 744.3 million employed persons in China in 2003
approximately 34.4 per cent, that is 256.4 million Chinese, were registered to be
employed in the urban sector. The majority of the urban workers, that is 26.8
per cent, worked in the state-owned enterprises. The second largest employment
group were the self-employed with 9.3 per cent. Private enterprises and foreign
funded units only employed 9.9 and 1.8 per cent, respectively. The registered
urban unemployment rate was 4.3 per cent (CSY 2004, table 5-1, p.119). The
remaining 65.6 per cent of the total number of employed persons, that is 487.9
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million Chinese, worked in the rural sector. Here, 27.8 per cent were employed by
the township and village enterprises. The group of self-employed accounted for
4.6 per cent of the total number of employed persons, while private enterprises
only employed 3.6 per cent (CSY 2004, table 5-1, p.119).12 Here two facts are
of note. One, a large part of Chinese production is still state-owned and two
thirds of labourers are still employed in the rural sector. Secondly, the number of
purely foreign invested companies remains small. This suggests that there is the
possibility of raising productivity, if the economy was opened further to foreign
investment and if the Chinese population would become more urbanised to
provide a large enough work force for the increased production (The Economist,
October 2nd 2004, Survey, p.6).13
Although the number of private enterprises is still small in China, there is
evidence that the demand for companies providing insurance, consumer goods,
logistics, home improvement materials, the internet, and microchips is growing
(The Economist, October 9th 2004, p.75). This is because with greater prosperity
in China, the number of middle class households is increasing, which raises the
demand for the above named services. At present there may only be around 30
million of these companies, but their number is increasing by 20 per cent per
annum (The Economist, October 9th 2004, p.75).14 Private companies often
have difficulties getting funds, because bank lending has been curbed by the
government. However, they are still estimated to contribute 60 per cent of GDP.
Fujita and Hu (2001, p.7) find that until the mid-1980s, agricultural production
was the greatest contributor to GDP growth in China. However, once economic
actors could take full advantage of the economic reforms, many smaller and
medium sized state enterprises were fully privatised. Thus, the non-state industrial sector now makes the greatest contribution to GDP. It accounts for 70 per
cent of the Chinese GDP and is expected to continue growing. This high growth
is especially due to light industry in the rural sector and foreign-owned firms
in the coastal regions, but also due to the increased demand for consumer services.
The importance of market forces in wage determination has been rising with
economic reforms (Sabin, 1999, p.148). However, the issue of firm ownership is
still problematic in China. The urban state sector was always highly preferred
over agriculture. State owned enterprises (SOEs) received 25 per cent of the
total budget in investments between 1986 and 1992, and altogether 52 to 62 per
cent of the total budget was spend on cities in the same time period (Yang and
Zhou, 1999, p.125). There may not have been direct wage subsidies to urban
state employees, but SOEs often used government investments to raise wage
12

Note that the remaining 64 per cent were employed in agriculture (CSY 2004, table 5-1,
p.119).
13
Japan, for example, was a much more urbanised economy at the same stage of development
(The Economist, October 2nd 2004, Survey, p.6).
14
The Chinese economy is growing at around 9 per cent, so that this sector is growing twice
as fast as the whole economy.
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rates (Yang and Zhou, 1999, p.125-6). Because the government argued that
rural and private industries took away raw materials from the SOEs, production
in those sectors was held in check in the 1980s (Yang and Zhou, 1999, p.126).
Today state-owned and private companies still do not receive the same privileges.
Thus, movements between firms are still restricted (Sabin, 1999, p.148). Yang
and Zhou (1999, p.127) argue that the urban bias, such as housing and health
care provisions, has a greater negative effect on rural-to-urban migration than
any restrictions on population movements.
The reform of the SOEs has been slow. In the late 1990s more than one third
of the state enterprises were making losses. Therefore, reforms were of great
importance. The management was separated from the Party, but this resulted
in conflicts between the Chief Executive Officers and the Party Secretary.
Therefore, the two jobs were united and the the management was controlled
by external ”special inspectors” and later by the ”Large Enterprise Working
Committee”. However, as managers were politically appointed, the incentive
structure for an efficient enterprise was not given. The only reason why the
consequences of the badly run state enterprises were not much worse, was the fact
that the role of the non-state sector relative to the state sector was increasing.
Only in September 1999 the Chinese government committed itself to privatise
the remaining SOEs. This has brought successful joint stock companies, such as
PetroChina and China Telecom. Their shares are sold on the New York Stock
Exchange and the Hong Kong Stock Exchange respectively (Qian, 2002, p.48).
Due to their role as social security provider, SOES were run inefficiently by
employing a far larger workforce than necessary. When China abandoned the
plan and opened up to trade with the rest of the world, firms had to compete
with each other and had to be streamlined. Additionally, new firms opened
outside the state sector. The numbers can prove this point. The share of SOEs
in industrial output fell from 76 per cent in 1980 to 28.5 per cent in 1996, while
in 1996 the individual and joint venture or foreign owned companies contributed
15.5 and 16.6 per cent to industrial output respectively (Chow, 2002, p.268).
According to the CSY (2004, table 14-1, p.513) the share of state-owned and
state-holding enterprises in gross industrial output value in 2003 was 37.5 per
cent. Otherwise, 18.9 per cent were produced by fully foreign owned companies,
and enterprises receiving funds from Hong Kong, Macao and Taiwain made
up 12.2 per cent of gross industrial output value in 2002. Domestic private
enterprises contributed 14.7 per cent to national output. The other 16.7 per
cent were produced by other ownership types, such as collective-owned, joint
ownership and share holding enterprises, as well as limited liability corporations.
Many of these developments can be explained by government policy. In
the 1980s, outright private firms were discriminated against compared with
collectively-owned ones (Lo and Tian, 2002, p.246). Preferential treatments
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were not extended to private enterprises. Thus, many smaller firms were unable
to compete with large scale producers (Lo and Tian, 2002, p.256). This was
particularly problematic in the rural sector. Here, surplus labour moved into
small-scale private production in handicraft, repair and services. However, until
1988 private enterprises were not even allowed to exist (Lo and Tian, 2002,
p.247). Thus, many private entrepreneurs hid their production behind the
label of collective enterprise. There is evidence that in 1995 around one fifth
of collectives had a private ownership share of assets of 51 per cent (Lo and
Tian, 2002, p.248). Further, there are studies that show that many officialswere
corrupt and would turn a blind eye, if they chose to or if they were compensated
accordingly (Young, 1998, p.89). A a result, firms funded local infrastructure
investments and schools. For some these investments came to between 20 and 30
per cent of their gross income (Young, 1998, p.95).
In the late 1980s the Provisional Regulations on Private Enterprises were
introduced by the government and made more detailed in the 1990s. Private
entrepreneurs were now allowed to own and sell property, to receive loans and
to hold patents and trademarks (Lo and Tian, 2002, p.249). Thus, the official
private sector could expand. Initially, this expansion took place mainly in
commerce, food and other services (Young, 1998, p.86). This was supported
because enterprise development, employment and revenue generation were
important to the government of the time (Young, 1998, p.91). The registration
of private sector firms rose by 42 per cent in 1994 and by a further 16 per cent in
1995 (Young, 1998, p.99). Since 1999, private enterprises are actually encouraged
by the government (Lo and Tian, 2002, p.249). The evidence shows that the
share of private firms in industrial output has risen from 8 to 38 per cent between
1988 and 1998 (Lo and Tian, 2002, p.250). In 1995, the registered private sector
was responsible for 10 per cent of the employment opportunities and produced
around 13 per cent of gross industrial output value (Young, 1998, p.81-2). In
general, the private sector made the largest contribution to productivity gains
and economic growth of all sectors in the 1990s (Lo and Tian, 2002, p.256).
For the analysis of the applicability of the Harris Todaro model, the existence
of a dynamic urban informal sector in the Chinese economy is of particular
relevance. There is some evidence provided by Meng (2001). He finds that an
urban informal sector exists in China, and that it attracts a large proportion
of rural migrants. However, it is in itself divided into two groups of labourers:
the wage earners and the self-employed. Thus, according to Meng (2001) three
employment choices are open to rural migrants in the urban sector. They can
work as wage earners in the urban formal or informal sector or they can become
self-employed in the urban informal sector. The author finds that the more
educated migrants are more likely to be part of the self-employed group, while
the less qualified will be wage-earners in the formal and the informal sector.
Migrants often advance with their length of stay from the informal to the formal
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sector and then step up into the self-employed informal sector. Those who reach
that last level, are generally the most satisfied in terms of their work and their
decision to migrate.
These results are confirmed by Wang et al. (2000). The authors collected data
in the Harbin area of Heilongjiang, a province in the North East of China,
between July and August of 1998. They find that the proportion of rural
migrants working in the white collar sector is still small, while it is increasing
in the blue collar production segment of the province (Wang et al., 2000, p.97).
Note that this may be compared with the formal and informal employment
opportunities for rural migrants. Wang et al.’s (2000) results would, therefore,
suggest that a larger number of rural workers migrate to the urban informal
rather than the urban formal sector. This division between white and blue
collar workers has be found for all of China. Wang and Zuo (1999, p.277) quote
the evidence found by Yang and Guo (1996). They show that 24 per cent of
urban residents hold jobs in the professional, cadre or clerical sector, compared
with only 3 per cent of migrant workers. The difference cannot only be explained by educational, age or gender considerations. This suggests that migrants
are discriminated against and are more likely to work in the urban informal sector.
Thus, the empirical evidence shows that the informal sector is highly dynamic
and plays an essential role in absorbing rural surplus labour. It is not only a
means to an end or a stepping stone on the way to formal sector employment,
but an end in itself. Migrating to the urban informal sector is, therefore, a
rational choice for rural workers. This is also confirmed by the results of the
empirical analyses laid out in chapter 5 below. Further, it is a good result for
the theoretical models explained in section 2.3.2 above that include a dynamic
informal sector, which is highly attractive to rural migrants.15

4.4

Chinese Wage Rates

China’s labour market is segmented in many ways. There is an income gap
between the urban and the rural sector. Additionally, there are regional wage
differences between the Chinese provinces. Another segmentation lies in the
15

Note that there is also some evidence that gives less importance to the urban informal
sector. Knight and Song (2003) carried out a rural labour force survey of 4,000 households in
eight Chinese provinces in 1994. They find that in the cities the division between sectors was
as follows: 40 to 64 per cent were employed in the formal sector, 19 per cent in the informal
sector and 16 per cent were self-employed. However, it still shows that the urban informal sector
employs a large share of workers, many of them migrants from the rural areas.
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urban labour market. As has been shown above, there exists an informal sector
in urban China. The wages paid to workers in the urban formal or informal
sector are also not equalised. These issues will be discussed in turn. Additionally,
some reasons for the existence of such a wag gap will also be given.
Due to historical circumstances and government policies, the rural-urban wage
gap has varied over time. Before the economic reforms were implemented in
1978, urban consumptions levels were greater than rural ones. The reasons for
this were the restrictions on rural-to-urban migration and the focus on heavy
industry in urban areas (Yang and Zhou, 1999, p.109). Between 1978 and 1985
the gap in urban-rural consumption levels was reduced. However, it rose to 3.1
in 1992. A level as high as that had only been reached before during the Cultural
Revolution (Yang and Zhou, 1999, p.109). The consumption patterns are in line
with the evidence on the urban rural income ratio. It increased from 1.72 to
2.05 between 1985 and 1996, with its peak in 1994, when the ratio was as high
as 2.36 (Seeborg, Jin and Zhu, 2000, p.45). When including benefits in kind, the
differential was 31 per cent in 1990 (World Bank, 1997, p.16). The World Bank
also calculated a rise in the Gini coefficient from 28.8 in 1981 to 38.8 in 1995.16 .
Today the urban rural income ratio is even higher. The evidence shows that it
lies between 2 and 3 on average (Hu, 2002, p.318; Knight and Song, 2002, p.319)
This is an income differential that is greater than those found in Singapore and
South Korea, and is at par with the wage ratio in India, although India has
a lower GDP per head than China (Spiegel Spezial, 5/2004, p.111). As the
calculations by the World Bank above showed, the real inequality may be even
greater, when taking into account other variables, such as benefits in kind and
the availability of job opportunities (The Economist, Feb 28th 2004, p.6).
The developments of the 1980s and 1990s can be explained as follows. In the
mid-1980s, the production in Township-Village enterprises (TVEs) became ever
more efficient and the output produced by TVEs was growing rapidly. Thus,
rural incomes were increasing at a faster rate than urban wages. However, the
wage gap increased again in the late 1980s, when the production in TVEs slowed
down. During the 1990s production in the TVEs did not pick up again and rural
surplus labour was again looking for employment opportunities in the urban areas.
Sabin (1999) finds that the wage differences between 1980 and 1992 can be
explained by labour supply and demand considerations. Even in areas with high
urban unemployment, wage rates were rising. Sabin (1999, p.143) calculates
that a 1 per cent rise in urban unemployment results in a 2 or 3 per cent
increase in urban wages.17 Rising skill premiums are the result of the scarcity
16

The Gini coefficient measures the inequality of the income distribution in society, where
zero means perfect equality and 100 perfect inequality.
17
This phenomenon is studied in the theory of compensating differentials. The interested
reader may refer to the source for a more detailed analysis.
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of skilled labour in China coupled with an abundance of unskilled workers.
These premiums are likely to increase with less state-owned and more market
orientated production (Sabin, 1999, p.146). Thus, wage differentials are likely to
persist over time (Sabin, 1999, p.146).
In can be shown that the rural urban wage ratio has been held artificially high
by government policies. Real wages in the state sector suffered as much as
wages in all other sectors, when the prices for staple agricultural goods were
liberalised in the 1980s. However, state sector workers were better protected and
benefited from subsidies and wage increases in order to compensate these losses
(Putterman, 1992, p.472). In 1988, the rural urban wage ratio was 2.42, but it
would only have been 1.48 in the absence of all direct taxes and subsidies (Knight
and Song, 2002, p.324). Yang and Zhou (1999) summarise the composition of
the urban state sector wages as follows: The influencing factors are ”... basic
compensation, seniority, schooling or training, administrative rank, and bonuses
...” (Yang and Zhou, 1999, p.113).
On the other hand, the high income differential cannot be explained by productivity differences. Although labour productivity in the urban state sector does
exceed productivity in the agricultural and rural industrial sectors and although
the productivity gap has been rising over time (Yang and Zhou, 1999, p.115-6),
Yang and Zhou (1999, p.113) find that productivity and the wages received are
not related. These results are also confirmed by Kanbur and Zhang (2001) who
find that the industrial bias of government policies is responsible for much of the
rural urban income divide (Kanbur and Zhang, 2001, p.18). Meng (2000) finds
that only 60 per cent of wage differentials can be explained by differences in
labour productivity and personal endowments of workers, while the remaining 40
per cent are due to discrimination against rural migrants (Meng, 2000, p.206).
The rural sector went through a different experience than the urban sector.
When the policy of decollectivisation was introduced, the number of social
services was actually falling. Thus, wages fell in real terms, so that the income
differential between the urban and rural sector increased further. This can
be explained as follows. During the collectivisation period in China, the rural
household acted as the social security system for each family member. Therefore,
the household as a whole ensured that children were educated and that the sick
and elderly were cared for. However, with decollectivisation the provision of
these services has been falling (Davin, 1999, p.67). Land was divided into smaller
segments, so that families did not necessarily work together as closely as before.
Thus, the number of social services available to the rural population was reduced
further, so that wages fell in real terms, even if they did not fall in monetary terms.
Note however, that there have been efforts to raise rural incomes. Reforms in
the banking sector have made credit available to rural residents. Usually, a loan
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is granted in the form of a micro-credit, as introduced by the United Nations
Development Program (UNDP). The recipients of loans are grouped together
and have to pay back the money as a group. The group members work as a
security, because if one member defaults, the other members will have to repay
his share of the loan. Thus, group members will monitor each others progress.
This takes some of the risk out of giving credit to a high risk group of borrowers.
Additionally, the groups are given support and training in finding investment
opportunities and carrying them out (Li et al., 2004, p.211). One micro-credit
program has been introduced in Yilong county in the Sichuan province in the
North of China. The evidence shows that the program has been successful in
raising the income of participants in the long run by opening opportunities
in off-farm production as well as the by providing the necessary finance for
rural-to-urban migration (Li et al., 2004, p.222).
The income differential between Chinese provinces also has to be studied.
Between 1952 and 1965 there was only weak convergence in income (Jian et al.,
1996, p.23). Convergence was supported by rural development policies, labour
migration and technological diffusion. However, between 1965 and 1878, a time
period that includes the Cultural Revolution, provinces in China experienced
strong real income divergence (Jian et al, 1996, p.23). Inter-regional income
inequality, especially between the coast and the interior was on the increase in
the 1980s (Fujita and Hu, 2001, p.10). Strong divergence between the coast and
the interior was also the order of the day in the 1990s. This was due to the
greater involvement of coastal provinces in international trade, government privileges granted to coastal provinces and natural advantages (Jian et al., 1996, p.24).
These results have been confirmed by Fujita and Hu (2001). They find that
regional disparity between the coast and the interior has increased in the 1980s
and 1990s. Between 1980 and 1995 the income gap between the Chinese coastal
provinces and the hinterland has increased from 1.5 to 2.0 (Hu, 2002, p.315).
This was due to a catching up process by coastal areas in industrial production
with the rest of the world, while the Chinese hinterland fell behind. Wages also
grew at a much faster rate in the coastal provinces. Between 1991 and 1995
the average growth rate was as high as 7 per cent, while wages only grew by
3 per cent in the Western region (Ezaki and Sun, 1999). Trade and foreign
direct investment are partly responsible for that, because the coastal regions
attract more of both. The evidence shows that the coastal provinces contributed
86 per cent of total export value between 1984 and 1994, and they attracted
more than 90 per cent of FDI into the country (Hu, 2002, p.316). The losers
of economic reform have been the provinces in North East China, where the
production of heavy industry had taken place previously. These are Liaoning,
Jilin and Heilongjiang. They can no longer offer their workers wages comparable
to those in the coastal provinces. Liaoning now produces only half as much
as the provinces in the more capitalistic South of the country (Spiegel Spezial,
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5/2004, p.116). The evidence suggests that the inter-provincial income gap is
likely to persist over time and to even get worse (Amiti and Wen, 2001, p.271).
Now the urban labour market will be considered, which is also segmented. There
are two parts to it. On the one hand there is the market for the rural migrants
who work in poor working conditions, work long hours, and receive unstable
pay and no benefits. Urban residents on the other hand experience stable
employment and receive benefits in terms of housing, welfare and health care in
addition to their wages (Wang and Zuo, 1999, p.277). This implies that there is
also a wage gap between rural migrants and urban residents within the urban
sector. Rural migrants generally receive higher wages in the urban sector than
they would in the rural sector. However, in the same job, they still receive a
lower wage than the urban residents. On average they get paid only 80 per cent
of an urban residents wage on average and do not enjoy other benefits relating to
housing, health care and pensions (Knight, Song and Huaibin, 1999), p.101-2).
As a production worker, a migrant will earn 85.8 per cent of the going wage paid
to urban residents, while in a managerial position the number is 74.4 per cent
(Knight, Song Huaibin, 1999, p.84). Medical insurance only covers 10 per cent
of rural migrants, while only 5 per cent are part of a retirement pension scheme
(Wang and Zuo, 1999, p.277). Further, as rural migrants have no claim on living
space, many of them live in dormitories and in worse conditions than urban
residents (Wang and Zuo, 1999, p.279). This is the case, although migrants work
25 per cent more than an urban resident per week on average (Wang and Zuo,
1999, p.277). Migrants also suffer from a lack of information and options, so that
their wages can be lowered further. There is even evidence that many go unpaid
for long periods of time. In January 2004 it emerged that there were 94 million
migrant workers who had not received wages to an amount of RMB 100 billion or
US Dollar 12 billion (China Economic Review, 2004: 14(1), p.5). The majority
of these, at least 70 per cent, were employed in the building industry (China
Economic Review, 2004: 14(1), p.5). The second largest group were workers in
the services sector. This was the case despite improved government regulation to
give fairer treatment to migrant workers introduced in 2003. Additionally, urban
residents are often protected by institutional wage settings and they are more
likely to be employed than rural migrants. Many businesses would benefit from
employing more migrants, as they are generally paid less than their marginal
products, while urban residents tend to be paid more.
Even the urban labour market for migrants is segmented in itself. The basic
assumption is that migrant workers earn less in the urban informal than the
urban formal sector. However, Wang et al. (2000, p.81) find that this is not
always the case. This result is confirmed by Meng (2001). As stated in the
previous section on the urban informal sector, the author divides the urban
migrant labour force into three segments: The wage earners in the formal sector,
wage earners in the informal sector and the self-employed in the informal sector.
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The results show that the self-employed earn the highest wages among rural
migrants, while wage-earners in the formal sector earn the least. In percentage
terms, the latter earn a wage of 85.5 per cent of the wage of wage-earners in the
informal sector, while they only earn 42.6 per cent of the wage rate earned by
the self-employed (Meng, 2001, p.84). The reasons why rural migrants earn the
least in the formal sector are the same as above: Urban residents still receive
higher money wages and benefits in kind.
Harris and Todaro (1970) explain these wage differentials with the existence of
trade unions. They are assumed to pressurise the government into maintaining
higher urban wages, as it is the case in industrial countries. However, there is
evidence that union density and their influence in China are in fact declining
(Kuruvilla, 2002, p.433-8). The new labour law introduced in 1994 allows trade
unions to collectively bargain with employers about working conditions and wage
rates. It also sets minimum labour standards on wage rates, discrimination,
health and safety and hours of work (Kuruvilla, 2002, p.446).18 This is a good
starting position for the efficiency of unions in China. However, many more
obstacles must be overcome. Kuruvilla et al (2002, p.447) states four of these.
Laws are rarely adequately enforced, especially not at the local level. Employers
undermine the unions as much as possible and most Chinese workers doubt the
effectiveness of unions. This is partly, because the All-China Federation of Trade
Unions (ACFTU) does little to convince workers of their effectiveness, but it also
lacks the staff to function properly. Additionally, trade unions and labour are in
a weak position in China. There is a large abundance of unskilled workers, so
that employers will easily be able to replace any employees that they feel are too
troublesome. Thus, trade unions are unable to achieve promising outcomes in
collective bargaining (To, 1986, p.159). Another problem stems from historical
incidence: The role given to trade unions by the Chinese government has always
been in order to gear the labour force towards production not consumptions (To,
1986, p.160). Thus, although a large wage differential exists between the rural
and the urban and between the urban formal and informal sectors, it is unlikely
that this stems from trade union pressure on employers.
There is evidence, though, that the rural urban wage differential can partly be
explained by efficiency wage theory instead. Fleisher and Wang (2001, p.660)
find that workers in firms that pay above average wages also are more productive.
The effect is greater in joint ventures and collectives and in the coastal regions,
while it is less observable in the state-owned enterprises.
Despite the increasing inequality, there is hope for the poor in China. The rise in
the income differential is seen by many economists as a transitional phenomenon
18

This is an important fact when considering that around 140,000 Chinese workers die annually in work-related accidents (Spiegel Spezial, 5/2004, p.107).
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that can be overcome by higher labour mobility within and across provinces.19
This finding supports some of the extensions made to the Harris Todaro model,
which state that migration restrictions have a detrimental effect on the income
distribution and economic growth. Additionally, the evidence cited above supports the assumption on the rural urban wage gap made in the theoretical models.

4.5

Rural-to-Urban Migration in China

The previous section has cited support for the rural urban income differentials,
even if trade unions are not necessarily to blame for their existence. In this
section rural-to-urban migration in China will be analysed. Additionally, the effects that sectoral wage differences and productivity gaps have on rural-to-urban
migration will be looked at. It will be evaluated whether the proposition made
by Harris and Todaro (1970) on migration patterns is true. They assume that
migration will halt, when incomes are equalised across sectors.
First, the history of Chinese internal migration will be summarised here. Kojima
(1996) gives a good time-line of events.20 Internal migration rates were high in
the 1950s ranging from 3.5 to 5.0 per cent (Kojima, 1996, p.372).21 This was due
to large economic construction in the North East of China during this period
(Kojima, 1996, p.378). The migration rates fell to below 2.5 per cent in the
1960s and this lower level carried on through the 1970s. Migration rates dropped
even further in the mid 1980s. This was due to government imposed migration
restrictions. Data from the 1990 census shows that inter-provincial migration
counted 11 million workers between 1985 and 1990 (Shen, 1999, p.1225).
Despite migration restrictions many peasants have moved into the urban sector
in the 1990s. Liang (1999) finds that in the Shenzhen Special Economic Zone
the percentage of the floating population22 has risen from 1 to 72 per cent
between 1979 and 1994. The flow of rural-to-urban migrants in all of China
19

However, the evidence on the developments of the incomes of the poorest is divided. The
Economist (November 20th 2004, p.11) notes that their income is still rising, while the Spiegel
Spezial (5/2004, p.116) states that the number of people living in absolute poverty in China has
been increasing in 2004. Further research is necessary in the future to establish which statement
is more truthful.
20
The interested reader may refer to the source.
21
In comparison, in Japan the migration rate was below 3 per cent in the 1950s and was only
at its maximum in early 1970s at above 4 per cent (Kojima, 1996, p.372).
22
The floating population is defined as all those labourers away from their official hukou
residence for 24 hours or more. New legislation states that these labourers must register with
their new local authority immediately.
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has been calculated to be as large as 50-60 million people per annum. In 1997,
the Ministry of public security has even put the size of the floating population
at approximately 100 million people and this number is expected to grow
in the future (Goodkind and West, 2002). These results are supported by
Kim (1998, p.39) who also finds that the floating population around China’s
largest cities is around 100 million. Professor Wang from the Peking Qinghuan
University, who is also the publisher of the political broadsheet ”Dusku”, even
puts the number as high as 150 million migrants (Spiegel Spezial, 5/2004, p.118).
This number greatly exceeds the official government statistics. The China
Labour Statistics Yearbook of 1999 states that there were only 44.24 million
rural workers who migrated to urban areas. Note that between 10 and 15 million of rural migrants never return to rural homelands (Wu and Zhou, 1996, p.55).
The official urban unemployment rate was 2.3 per cent in 1991 and it had risen
to 3.0 per cent in 1996 and to 4.0 per cent in 2002. However, actual urban
unemployment in 2002 is more likely to have been at approximately 7.3 per
cent (Monthly Bulletin of Statistics, 2003). Additionally, government statistics
stated that around 15 to 20 per cent of workers in state owned enterprises could
be made redundant without causing a decrease in output (World Bank, 1997,
p.47). Thus, the level of urban unemployment including disguised unemployment
will be even higher. In Liaoning, a province in the North East of China, the
official unemployment rate is 6.8 per cent, but in reality it is estimated to be
three times as large (Spiegel Spezial, 5/2004, p.103). However, rural migrants
often take those jobs that the urban residents are unwilling to do themselves.
They are either unpleasant or physically strenuous jobs, such as construction or
labour-intensive production lines. In this case the urban unemployment is more
likely to be higher among urban residents rather than the rural migrants. This
is partly due to an unwillingness of urban residents to work in certain jobs, not
due to excessive rural-to-urban migration.
Thus, it can be concluded that Chinese rural-to-urban migration flows are very
large. Now the reasons for this population movement have to be established.
Shen (1999, p.1231) finds that the pull factors seem to be stronger than push
factors. He finds that high population growth and density do not necessarily
imply a high rate of out-migration. However, rapid regional growth causes
large flows of in-migration. Some examples of this are areas such as Beijing,
Heilongjiang, Jiangsu, Zhejiang and Guangdong (Shen, 1999, p.1236). This is in
line with the argument that high urban wages attract more migrants, as this is
also a pull factor.
Knight and Song (2002, p.294) also find that the most important reasons for
rural-to-urban migration in Handan, in the Hebei province in the mid-east of
China, are the shortage of agricultural land, higher incomes in urban areas and
the willingness to learn new skills. The result is in line with Wang et al. (2000,
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p.102) who find that the income differential between the rural and the urban
informal sectors is also responsible for rural-to-urban migration. Additionally,
the large productivity gap between the urban and the rural sector is a further
incentive for rural workers to migrate (Yang and Zhou, 1999, p.116).
The evidence by Sabin (1999) on the income differential between the rural and
the urban sector has already been cited above. The author found that skill
premiums are paid to labour in the urban sector. Thus, urban wages remain at a
high level, although there are many unemployed workers in the urban areas. This
explains why there are large migration flows despite high urban unemployment
(Sabin, 1999, p.146). It supports the assumptions on rural-to-urban migration
in the presence of urban unemployment in the Harris Todaro model and its
extensions. The findings will also be confirmed by the empirical analysis carried
out in chapter 5 below.
Although rural migrants form the most competitive segment of the urban labour
market, they do not stand in direct competition with urban residents. This is
because migrants tend to be employed in low-status employment. The percentage
of managerial jobs occupied by migrants is 1, while the number is 19 for urban
residents. On the other hand 68 per cent of migrants and only 48 per cent
of non-migrants in urban areas are employed as production workers (Knight,
Song and Huaibin, 1999, p.84). Liang and Chen (2004, p.433) find that 65 per
cent of the floating population works in manufacturing and transportation. The
nationwide study carried out by Han (1995) shows that 33 per cent of migrants
work in construction, 22 per cent are employed in manufacturing and 31 per cent
are in the food production, or work in services and commerce (Han, 1995, p.44).
The employment of female and male workers differs. Hare (1995) analyses
309 households in Xianyi county in the Henan province in the East of China
in 1995. She finds that around 75 per cent of female migrants are employed
in manufacturing (Hare, 1995, p.64), a much larger proportion than for male
migrants as found in Han (1995). However, it has to be noted that women
are generally less educated than men (Liang and Chen, 2004, p.430). Additionally, cities with a greater private sector and more opportunities for
self-employment attract more migrants (Chen and Coulson, 2002, p.2194).
The rate of female employment over male employment is particularly large in
the services sector. Note, though, that the ratio of female to male migrants is low.
The government still restricts migration movements and the opportunities for
rural migrants to work in cities and to permanently settle there. This is partly
done via the hukou system. As stated above, it gives a person either the right to
work in agriculture and to work a certain amount of land or the right to work
in an urban area. As it is difficult to change a rural into an urban hukou, the
majority of Chinese workers is excluded from legal employment in the cities.
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Additionally, policy makers restrict the number of rural migrants that can be
employed in an urban enterprise. Thus, although many enterprises would prefer
to employ rural migrants, because they earn lower wages, they are unable to do.
However, with economic reforms, restrictions on rural-to-urban migration have
become less and less effective. Although many social benefits are still tied to
residence status in China, illegal migrants are able to make a living outwith the
government allocation system (Yang, 1993, p.813-4). In Shanghai, for example,
migrants have combined their funds to employ teachers for the education of
their children, because they are not allowed to attend urban schools (Spiegel
Spezial, 5/2004, p.48). Further migration restrictions have been relaxed between
1997 and 2002. Small cities and towns no longer have to stick to quotas on how
many rural migrants they may employ, while larger cities try to attract the well
educated workers with higher wages. The more developed provinces, such as
Fujian, Guangdong, Jiangsu and Zhejiang, no longer make a legal distinction
between rural and urban hukous (Wang, 2004, p.119-20). This shows that
some progress has been made in reforming the system. However, the floating
population still cannot receive an urban hukou permanently (Wang, 2004, p.121).
Also, the effects of enticing skilled rural workers into the cities on the areas of
origin have to be analysed.
The influence on agricultural production appears to be small due to the high
labour to land ratio and due to productivity increases. Wu and Zhou (1996) find
that of the 450 million rural workers, 100 million are employed in farming, 150
million in rural enterprises and a further 150 million form disguised unemployment in the rural areas (Wu and Zhou, 1996, p.62). Also, the remittances sent
by migrants have a positive effect on production and productivity. One third
of all remittances are spent on fertilisers, pesticides and plastic films (Wu and
Zhou, 1996, p.62), all tools that make agricultural production more efficient and
profitable. Sending remittances suggests that many migrants intent to return
home again in their lifetime. This is partly due to government policy, as most
migrants are not allowed to permanently settle in urban areas. Return migrants
also contribute greatly to output, because they bring new techniques, knowledge
and skills to the rural sector.
Rural-to-urban migration also affects the urban sector. Because rural migrants
earn lower wages and receive less or no benefits in kind, many state owned
enterprises are keen to have their quotas of migrant employment increased by the
government. Therefore, there are benefits to the urban sector in rural-to-urban
migration. It keeps labour costs low and results in greater growth and additional
demand for goods and services. Thus, supply is increased and production has to
rise. The urban skilled wage on the other hand remains high, because with an
increase of cheap, unskilled labour, skilled labour becomes a scarce commodity.
However, this will result in a larger rural urban wage differential, so that
rural-to-urban migration increases further. Thus, the exact effect of migration
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on the urban economy is ambiguous (Wu and Zhou, 1996, p.63).23
The number of migrants often exceeds the number of jobs available in cities.
Thus, the built-up of slums in urban areas is likely. However, rural-to-urban
migration has not been found to contribute significantly to urban unemployment.
On the other hand, there is evidence that it lowers labour costs in urban areas
and increases wage rates in the rural sector, thereby reducing income inequality
and the incentives to migrate (Meng, 2000, p.152). This can be explained by
the characteristics of rural-to-urban migration in China. It is usually short term,
due to the household registration system, the seasonal character of agricultural
production, the institution that each rural worker is still guaranteed a piece
of land and cultural considerations (Qian, 1996). For example, while in other
countries many migrants would expect to migrate with their families, this is
not the case in China. Family loyalty carries great meaning in Chinese society.
However, this does not imply that the family necessarily needs to be together
in one place. Therefore, as long as the loyalty exists within a family, it is not
uncommon for a member to be absent for many years (Han, 1999). Additionally,
family loyalty may even require such behaviour of the migrant, if it benefits the
family as a whole. The evidence from Shanghai shows 35 per cent of migrants
are single, while 64 per cent are married. Of the latter 64 per cent, only one in
five spouses migrate with their partner (Wang and Zuo, 1999, p.278).
Another interesting phenomenon to study in this context is that despite labour
surpluses in rural areas and high urban unemployment rates, some Chinese
areas are suffering from labour shortages. The Economist (October 9th 2004,
p.61) quotes some numbers for the Guangdong province in the Southeast of
China. The municipality Dongguan produces about one fifth of the exports in
that province. However, it reports a shortage of 270,000 workers. The Pearl
River Delta is also looking for 2 million workers, although it already employs 19
million migrants at present. Other areas of China experience similar shortages.
Quanzhou, a city in the Fujian province also in the Southeast of China, was short
of 200,000 labourers in the past year (The Economist, October 9th 2004, p.61).
There are various explanations for this phenomenon. Migration restrictions
are removed in different ways and along different time-lines. Thus, labour is
not allocated efficiently. Additionally, many migrants do not hold the right
to settle permanently in the urban area where they are working. Thus, many
only migrate temporarily. This can also cause labour shortages at certain time
periods. Also, migrants are excluded from health care, if they are not registered
in the urban area. However, they are also prevented from registering. A survey
carried out in the Gunagdong province in 2002 showed that chemical poisoning
affected 10 per cent of migrants and about 25 per cent had suffered work-related
injuries (The Economist, October 9th 2004, p.62). Thus, those migrants suffering
23

Note that if the skilled jobs are unavailable to unskilled rural workers, they are unlikely to
migrate due to a skill wage differential.
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from work-related illnesses have to return to their area of origin to receive any
treatment. However, there are few medical facilities in the rural area. Therefore, return migrants will go untreated and may even be unable to work ever again.
Au and Henderson (2002) also find that there is too little migration and that
cities are insufficiently small. They put this down to the inefficient use of
capital in cities. If capital was allocated more efficiently between sectors, labour
movements from the rural industries to urban manufacturing should no longer
be encouraged. On the other hand, the amount of rural surplus labour remains
high and has to be dealt with. Therefore, the authors suggest that while capital
is inefficiently allocated, one should view the issue from the agglomeration angle.
In this case, restrictions on rural-to-urban and rural-to-rural migration hinder
the Chinese economy to realise economies of scale in urban manufacturing, as
well as in rural industries and Township Village Enterprises. Thus, migration
should not be restricted, but ought to be encouraged in the light of inefficient
labour and capital allocation.
It can be concluded from the evidence provided above that the workings behind
rural-urban migration in China are in line with the theories of Harris and Todaro
(1970) and their followers, as outlined in chapter 2. There also seems to be a case
for lifting the restrictions on rural-to-urban migration in the Chinese economy.
This appears to verify the theoretical analysis for policy options. However,
further analysis in this issue is necessary and will be carried out in the chapter 6
on policy options.

4.6

Chinese Rural Sector Development

The Harris Todaro model suggests that large flows of migration can be explained
by regional and rural urban income differentials. Above, it has already been
shown that a wage gap exists in China and that rural-to-urban migration
takes place. Here, the particular problems faced by the rural sector during the
reform period will be discussed. Since the introduction of economic reforms the
rural sector consists of two segments: Agriculture and industry. Price reforms
have particularly affected agricultural production, while the set up of rural
industries influenced labour allocation in the rural sector. These two issues have
contributed to income differentials in China and will be discussed in turn.
The majority of China’s agricultural production is highly dependent on the
monsoons. For around half the year the weather is wet and there is high
humidity, while the other half is characterised by dry weather. This particular
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climate is useful for rice production. However, rice cultivation only requires
large amounts of labour during the planting and harvesting seasons, while labour
is in surplus for the rest of the year (Bautista, 1993, p.157). In most of rural
China, there are still few employment opportunities outside agriculture. Since a
large proportion of labour is underemployed for a large part of the year, labour
productivity is much lower in agriculture than in the other sectors. It comes only
to a third of labour productivity in services, and to one fifth of that in industry.
Although peasants make up over half of China’s population, they only produce
20 per cent of total GDP (Bhattarcharya and Parker, 1999).
The lack of productivity was already evident, when agricultural production was
organised by the quota system. Farmers were unable to sell any produce in
excess of the quotas set by the government. Under collectivisation, many farmers
cultivated a large piece of land in a team. This had a disincentive effect, because
individual contributions could not be valued. However, in the 1980s production
in the rural sector picked up. Agriculture accounted for over 40 per cent of
exports from China (Lin, 1998, p.150). This was possible due to the abolishment
of the compulsory procurement policy that fixed the amount of output farmers
had to produce and at what price. With the household responsibility system, the
land was divided between the farmers to induce them to work harder. Peasants
were put in charge of production choices, and productivity increased. Lin (1992)
estimates that the contribution of decollectivisation to the rise in productivity
was around 50 per cent. Additionally, some surplus labour was employed in
labour intensive investment projects, such as the building of irrigation systems
and flood controls. This again boosted productivity (Lin, 1998, p.150) and raised
rural output. Using modern inputs in agricultural production, such as fertilisers,
machinery and improved irrigation, has also brought great improvements in
terms of rural growth rates. For example, between 1965 and 1993 the agricultural
output grew at 4.7 per cent annually. 22 per cent of this was due to the use of
modern inputs (Fan and Pardey, 1997).
Besides decollectivisation, there are further government policies that helped to
raise rural output and labour productivity. Putterman (1992) analyses the grain
pricing policies introduced in 1978. Farmers were able to sell any produce in
excess of the government quota at market prices. Thus, farmers had greater
freedom in deciding what and how much to produce. However, in order to
ensure that enough grain was grown, the government granted farmers that it
would buy any grain in excess of the above quota at mark-up prices (Putterman,
1992, p.476). Thus, the amount of grain produced increased rapidly in the 1980s
(Putterman, 1992, p.476). The result of this was that the contract price fell in
1985. Additionally, there were more opportunities available to rural workers,
as the analysis of the rural industrial sector below will show. Therefore, the
opportunity cost of remaining in agriculture increased, as the prices of grain fell.
With the grain self-sufficiency policy the government wanted to ensure that a
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sufficient amount of grain was grown to feed the population. Thus, in effect the
new grain contracts were allocated in a similar way as they were under the old
quota system. Very little changed for farmers in real terms. Putterman (1992,
p.476) concludes that farmers can still only make limited production decision,
despite the economic reforms. There remains a long way to go until a free market
will be formed in rural China. To insure themselves against these problems in
the agricultural sector, rural households diversified their incomes after economic
reforms, for example into cash crops and non-agricultural earnings (Hare, 1999,
p.63).
As part of the reforms process, surplus labour was encouraged to work waste
lands. Additionally, with the commercialisation of agriculture, the demand for
irrigation systems increased. This as well as other handicraft and industrial
production for the agricultural sector reduced the amount of surplus labour. For
some of the Eastern and Central Chinese provinces the government arranged
controlled migration to the industrial areas (Kojima, 1996, p.370). These policies
were effective because they were able to help some of the poor to leave the
”geographic poverty gap” (Ravallion and Jalan, 1999, p.302). If rural areas are
not well endowed with infrastructure, the move from poverty will be even more
difficult for the inhabitants. The evidence suggests that those counties that had
higher wealth to begin with, also experienced high growth rates later (Ravallion
and Jalan, 1999, p.303). However, investing into infrastructure as part of the
anti-poverty policies of the mid-1980s helped to keep a balance in rural areas
(Ravallion and Jalan, 1999, p.303).
Now the industrial sector in Chinese rural areas has to be looked at. This sector
of the economy has been growing steadily. In 1978, around 10 per cent of the
rural labour force was employed in the rural industrial sector, and the sector
approximately accounted for 8 per cent of rural income (Lin and Yao, 2001,
p.143). It consisted of around 1.5 million rural enterprises that produced 24
per cent of the total gross rural output (Lin and Yao, 2001, p.145). One reason
for this growth in rural enterprise production in the 1970s was the greater use
of machinery in agricultural production. Small, labour-intensive factories were
set up in rural areas to supply agricultural production with the necessary tools.
Although investments into rural infrastructure supported this process, these
developments were initially not planned, but rather happened due to favourable
circumstances.
Over the years the role of rural industries became increasingly more important.
In 1992, the production of rural enterprises contributed 22 per cent of the
national output value (Findlay, Watson and Wu, 1994, p.173). In 1993, the
division of rural labour among industries was as follows: agricultural activities
took up 64 per cent of time, 9 per cent were used in non-agricultural business,
and local enterprise employment and migration made up 14 and 13 per cent
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of time respectively. Note that comparing these time inputs with the total
time available for all workers together, these numbers still give 29 per cent
surplus labour (Knight and Song, 2002, p.297). In the same year, a report in
the People’s Daily24 stated that 60 per cent of the increase in the rural wage
could be credited to production and employment in TVEs, while the other
40 per cent were due to improved productivity in agricultural production and
remittances received from migrants (People’s Daily, Overseas Edition, December
15, 1993, p.1). By 1996, the share of labour working in non-farm activities
had increased to 30 per cent. This segment of rural production contributed
34 per cent to total rural income (Lin and Yao, 2001, p.143). The number of
enterprises had increased to 20.2 million and their share in output to 79 per cent
(Lin and Yao, 2001, p.145). The share in total exports of rural enterprises had
increased from 9 per cent in 1986 to 46 per cent in 1997 (Lin and Yao, 2001, p.145).
These numbers suggest that rural industry plays an important role in reducing
the rural urban wage gap and migration flows. In the 1980s, wages paid by
TVEs were no higher than agricultural wages. However, in 1998 the wage rate
received by workers in TVEs lay between the average rural and urban rates
(OECD, 2002b, p.548). This was partly due to the privatisation of many TVEs
after the Asian financial crisis in 1997. Additionally, the conditions were good
for attracting investment to the rural sector. Prices were distorted, wages were
low and there was only limited labour mobility (Findlay, Watson and Wu, 1994,
p.174). Further, the urban bias was reduced and most urban food subsidies were
abolished (Gilbert and Wahl, 1999, p.155). However, the comparative advantage
in agriculture in international markets also decreased (Gilbert and Wahl, 1999,
p.163).
Today, the rural labour force in China counts around 450 million people. 100
million work the farms and around 150 million work in rural enterprises. Thus,
the level of disguised unemployment in the rural sector is still high and sits at
approximately 150 million (Wu and Zhou, 1996, p.62). In 2004, the amount of
surplus labour in rural areas has been estimated to be as high as 220 million,
of which the majority lives in Western and Central China (China Economic
Review, 2004: 14(1), p.6). Much of this task has been performed by the
TVEs. Since 1984, they have created around 100 million jobs. The evidence
shows that this has reduced migration especially among the more educated
rural labourers (Liang and White, 1997, p.332). However, the growth in this
sector has lately slowed down, so that the surplus labour force needs to find
employment elsewhere, generally by migrating to the urban areas. Additionally,
some evidence suggest that rural industrialisation only has a limited effect on
the incentives for rural-to-urban migration and can only prevent some workers
24

First published in 1948, the People’s Daily is now the most influential and authoritative
newspaper in China and has been ranked as one of the top ten world newspapers by the
UNESCO. See http://english.peopledaily.com.cn.
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from migrating (Liang, Chen and Gu, 2002).
The above analysis shows the importance of TVEs in rural development in
China. Although they are partly state-owned and controlled, they operate much
more efficiently than the state-owned enterprises (SOE) in urban areas. They
are increasingly able to survive on export markets and are responsible for a large
part of the economic surplus in China today (Qian and Weingast, 1998, p.270).
Recent privatisation has made some of these companies even more efficient, as
the state can no longer interfere in production decisions.
The establishment of TVEs has been a popular policy with the Communist
regime. On the one hand, workers have a greater incentive to work hard and
not to shirk unlike in SOEs, where they are certain of their pay and benefits.
On the other hand, there is no full development of a private sector, so that the
state still has control. The government can for example still veto some decisions
made by TVEs. This is because the management power in a TVE lies with the
local village government. They may employ professional managers, but the local
government is still ultimately in control. Note, though, that this government
involvement may still be a necessity in rural China. Qualified managers are
generally hard to come by in rural areas, where the number of people who receive
an education is small. The local government can fill this role, if need be or
provide the necessary training. Further, the average citizen is still constrained in
obtaining bank loans, so that most rural residents are unable to build up their
own business. Therefore, building up industry with the local government holds
many advantages for rural China today.
Employees have an interest in efficient production, because they share into the
profits made. The revenue made by TVEs is split between reinvestment, the local
government and the nominal owners, that is the citizens. Reinvestment accounts
for 60 per cent of profits (Chang and Wang, 1994, p.439). This is used for job
creation and the improvement of job security. Further, the local government
receives a share of the profits to invest in local projects, such as building and
improving infrastructure and social spending. Thus, TVEs managed to solve the
incentive problem that SOEs are suffering from.
TVEs are placed in a better position than firms in the private sector. The latter
pay high tax rates, they have only limited access to credit, they pay unsubsidised
prices for electricity and other inputs of production, and they always have to
fear government policy reversal that could make their production unviable. In
Wenzhou, in the Zhejiang province on the West coast, for example, the tax rate
paid by the private sector was 250 per cent higher than that paid by TVEs
(Zhou and Fang, 1989, p.445). However, bank loans are more important in
capital intensive production. Therefore, private firms may be able to compete
well, as long as they do not have to rely on capital inputs. Local government
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involvement in society is also important. If the government takes a step back
and policies appear to be stable, private investors are more likely to set up firms
that will be do well and will be able to thrive.
One shortcoming of the TVEs is their similarity to the SOEs. These are often
inefficiently run, because they can count on government support and even
bail-out in times of need. Therefore, if TVEs go down the slippery slope of a
soft-budget constraint, the continued efficiency of these rural enterprises may
not be sustainable. However, evidence suggests that TVEs are on average more
efficient than SOEs. This is due to managerial autonomy, an efficient response
to markets and the outward-orientation of such firms (Fu and Balasubramanyan,
2003).
The reform process began in 1979 and until 1993 most new entries into the
Chinese domestic market were not private but local government firms. Unfortunately, after the Asian financial crises in 1997, the production in TVEs stagnated.
The rural manufacturing sector was restructured and many TVEs were rapidly
privatised. Employment in the TVE sector fell by 2 per cent during the two
years following the crisis (OECD, 2002b, p.537). Thus, when the time was ripe
and when private enterprises were able to survive in the Chinese market, the
government gave up its role in production (Qian, 2002, p.19-25). However, the
empirical evidence analysed in chapter 5 below shows that TVEs are still able
to curb rural-to-urban migration, as they offer migrants additional employment
opportunities at home.
Rural development helps to curtail migration, as more jobs will become available
locally. However, although migration has increased income for migrants and
their families, this has not yet had a knock-on impact on rural development.
Agriculture can be negatively affected by long-term migration, as often the most
able workers migrate to the cities. Seasonal migration can, therefore, be more
beneficial for the rural sector, as it only takes place when the workers are in
surplus there. Migration can reduce underemployment in the rural area and
supply the necessary low cost labour to production in the urban sector. However,
many social problems can arise in the cities due to excessive migration.
Rural industrialisation can have a positive effect on rural-to-migration by raising
standards of living in rural areas. As a household becomes more wealthy, it is
less dependent on all members of the family to produce agricultural output.
Therefore, it is more likely to send one or more members of the household
to work in the cities. Additionally, higher standards of living will result in
a better educated rural workforce. A more skilled worker will have a greater
chance of finding employment in the urban sector, where he will also earn
a higher wage. Thus, the best workers are likely to migrate. If they do
not send back remittances, this may worsen conditions in the rural sector
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again, as it experiences a brain drain to the cities. This proves, that the
evidence is divided on whether rural industrialisation will reduce or increase
rural-to-urban migration. The evidence suggests that in the case of China cottage industries could only halt rural-to-urban migration for a short period of time.
Further, rural industry can have a detrimental effect on agriculture, because
it attracts the most able workers that have not moved to cities already. This
results in a further brain drain away from agriculture. Note that measuring
this loss correctly is a difficult issue (Bhattarcharya and Parker, 1999, p.73),
so that the exact losses are unknown. However, as stated above, many workers
stay in agriculture part time and work in rural industry or migrate to cities only
during the non-harvest or non-planting seasons. Thus, the negative effects on
agricultural production may not be so great.
The above analysis has shown that Chinese agricultural production has been
changing. Rather than working on large farms, farmers are responsible for
their own piece of land and are able to make some production choices. This
has increased labour productivity in agriculture. Rural households diversified
their incomes in order to benefit from manufacturing incomes and remittances
send by rural migrants to urban areas. This was only possible, because rural
industries were set up and because some migration restrictions were abolished.
Thus, it can be seen that developing the rural sector has an effect on the income
differential between the rural and the urban sector. The implementation of the
correct policy is essential.

4.7

Agglomeration in Chinese Production

Previously under the communist regime, the allocation of production was
state-planned. From the 1950s until the early 1970s, the Chinese government
followed a policy of industrialisation of the hinterland. Some production, such
as car manufacturing and iron and steel companies, was relocated to the inland
regions (Fan and Scott, 2003, p.301-2). However, since the reforms of 1978, China
has been transforming into a market economy. Regional comparative advantages
and economies of scale have a greater role to play in the allocation of production
across the country. The coastal regions are economically more successful, because
they are better endowed to attract production for domestic sales as well as the export market. They also benefit from a highly developed transportation network. 25
25

The Chinese government contributed to these developments by establishing economic zones
on the coast, thereby granting the coastal provinces special trading privileges.
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Foreign investors also affect agglomeration patterns. If they only want to
invest in areas experiencing economies of scale, already highly agglomerated
coastal areas will be their first choice. They are also likely to cause further
agglomeration. In a study on the location decisions of foreign investors He (2003)
finds that although all foreign producers are attracted to the coastal regions,
there is a country of origin effect. The choice of location often depends on the
nationality of the investor. Those from Hongkong and Taiwan, for example,
focus on Guangdong and Fujian, while Japanese and American investors prefer
the large cities, such as Beijing, Shanghai, and Tianjin.26
The developments stated above are supported by the strong evidence found for
the existence of economies of scale in urban production in China (Pan and Zhang,
2002). However, economies of scale differ between industries. Fan and Scott
(2003) divide the Chinese economy into two sectors according to their level of
agglomeration. On the one hand there are the small labour-intensive industries,
such as electronics, furniture and garments, that are highly agglomerated.27
On the other hand there are large capital-intensive, often resource oriented
industries, such as production of ferrous metals, nonmetallic minerals and
beverages. These are often state owned and of a less agglomerated nature. Food
processing is also a highly dispersed industry, because the goods are perishable in
nature and require being closer to the end consumer (Fan and Scott, 2003, p.305).
There are benefits to production under economies of scale. One advantage lies in
localisation economies, where one firm can benefit from producing in the vicinity
of other comparable companies. Secondly, Chen (1996) finds that agglomeration
has contributed to increases in productivity in the machinery and the food
industry across China. Fan and Scott (2003, p.315) confirm that agglomeration
and productivity are positively correlated in the Chinese electronics business.
However, these productivity increases cannot go on forever. Once agglomeration
and the combined output of all firms in the industry in one region have reached
a certain level, firms that produce with lower efficiency cannot compete in
the market any more and exit the industry. If many producers leave the
market, the benefits of economies of scale will also be reduced for all other
producers.28 Pan and Zhang (2002) also calculated increases in productivity
with agglomeration. They analyse the production data of 119,790 firms across
26

For an in-depth survey for the investment decisions by managers according to their nationality, the interested reader may refer to the original article by He (2003).
27
The electronics industry in particular is experiencing strong economies of scale. Production
is concentrated in the Pearl River Delta, in the Guangdong and Fujian provinces on China’s
East coast, in Shanghai, Zhejiang in the North, Beijing and Tianjin and their surrounding areas
(Fan and Scott, 2003, p.310-3).
28
Note that the exact position of these cut-off points differs greatly for the two industries. In
manufacturing there are many more firms and the positive spillover effects due to agglomeration
are much greater. Thus, the cut-off point is high. The food industry, on the other hand, cannot
benefit as much from technology spillovers and the negative impact of increased competition in
the vicinity is greater. Thus, it faces a much lower cut-off point (Chen, 1996, p.429).

126

CHAPTER 4. THE CHINESE CASE

28 industries and the population data of 224 cities as recorded in the Third
National Industrial Survey of 1995. The authors find that doubling the size of a
city results in a productivity gain of 36 per cent (Pan and Zhang, 2002, p.1176).
Although the authors suggest that many of the benefits of agglomeration
have already been saturated in a large number of Chinese cities, Pan and
Zhang (2002, p.2276) expect the economies of scale effect to be large for some
time in many Chinese cities, that have not reached the limit of agglomeration yet.
There are some losers in the movement of production to the coastal areas. The
developments have had a detrimental effect on the hinterland of the Chinese
economy. With the loss of production sights, the inland provinces face high
unemployment rates. Under economies of scale, the hinterland is further
disadvantaged, if transport costs are high, because producers are even less likely
to invest in the area. Therefore, one would assume that the inland provinces in
China would attract more production, if transport costs were lower, for example
due to higher investments in infrastructure. However, with lower transport
costs, food prices as well as the costs for all other inputs, such as labour, will
be equalised across the inland and coastal areas in the long run. Therefore,
the inland provinces lose their comparative advantage in the provision of cheap
labour. This again poses in a disincentive to investors to relocate production.
The disadvantages connected with lower transport costs are one reason, why
local protectionism is so popular within China (Hu, 2002, p.327). However, Wen
(2004, p.346) finds that lowering trade barriers between provinces could have a
beneficial effect. The trade implications will be discussed in greater detail in a
later section on China’s role in the world economy.
This ties in with the considerations on migration restrictions in China. If
there is no interregional labour mobility, rural-to-urban migration is particulary
important for the economic development of the inland provinces. Initially, the
coastal regions will maintain their comparative advantage with the continuous
inflow of rural migrants. However, wages will rise eventually. Thus, relocating
production to the inland regions with their large rural labour surpluses and lower
wage rates would become a more favourable proposition. The inland provinces
would then be able to experience the benefits of economic development. However,
as long as rural-to-urban migration is restricted, the advantages cannot be fully
exploited (Hu, 2002, p.329). Fujita and Hu (2001, p.5) also find that restrictions
on labour mobility contribute to income differentials, especially when there are
economies of scale in production.
Thus, living standards in one region of China are raised at the expense of
others. Gustaffson and Shi (2002, p.197) find that in the mid-1990s most of
regional inequalities were spatial. Foreign investors also contribute to rising
income differentials between regions. As states above, they are interested in
good infrastructure and services, local entrepreneurial efforts and inter- and

4.8. THE URBANISATION OF CHINA

127

intra-industry trade (Fan and Scott, 2001, p.298). These prerequisites are more
likely to be given in a highly agglomerated and urbanised area, so that their
investments will flow into these regions. This will bring more employment
opportunities and wealth into the urban regions again. The income differential is
expected to only grow larger, because since 1990 agglomeration has mainly been
taking place in the coastal provinces, again helped by foreign investment and
international trade (Fujita and Hu, 2001, p.15). The coastal provinces experience
production agglomeration, because they have a comparative advantages in
imports and exports in geographical terms (Fujita and Hu, 2001, p.26). Thus,
Fujita and Hu (2001, p.31) conclude that agglomeration economics in the coastal
areas will only grow stronger with further liberalisation to international trade.
The above analysis suggests that the only beneficiaries of economies of scale
in China are the coastal regions. However, there are some economists who
suggest that the division of the country into the economically successful coastal
region and the disadvantaged inland is too vague. Golley (2002) finds that the
provinces experiencing the highest rates of economic growth are all situated
in the South-East of China only. These are Guangdong, Fujian, Zhejiang,
Jiangsu and Shandong. Thus, there are many different levels of development
found between Chinese provinces. On the other hand, the author also suggests
that agglomeration may spread to other provinces in the long run. The above
mentioned South Eastern regions are already suffering from high costs of labour,
land, raw materials, and other inputs (Golley, 2002, p.786). Some production
has already been relocated to neighbouring provinces, such as Hebei, Henan
and Hubei (Golley, 2002, p.780). Altogether, economies of scale will play a
more important role in a China developing further into a market economy. This
would imply that economies of scale must also feature in the theory. Thus,
the extensions developed in section 2.3.3 are very important for modelling the
workings of the Chinese economy.

4.8

The Urbanisation of China

Urbanisation is a special case in China. In economic theory, high growth rates
and high urbanisation rates go hand in hand. However, the experience of
China has been different. Although the country has been boasting continuously
high growth rates, the urban population only made up 36.09 per cent of the
population in 2000 (Yixing and Ma, 2003, p.177). Thus, the process of Chinese
urbanisation and its particularities will be studied here.
First, the definitions of what makes an urban area have to be given. The number
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of residents necessary for an urbanised area to be counted as a town have been
increased over the years. According to the China Statistical Yearbook (1998,
p.123) the urban population consists of all people living in an area under the
jurisdiction of a city or a town. Until 1964, a town was defined as having more
than 2,000 inhabitants, while at least 50 per cent of them had to be employed in
the non-farm sector. Between 1964 and 1984, the number of residents was raised
to 3,000 and the percentage of non-farm workers was increased to 70 per cent.
Additionally, those areas with between 2,500 and 3,000 inhabitants, of which 85
per cent were non-farm employees, could also call themselves towns. Since 1984
there are four criteria to qualify as a city, of which only one has to be fulfilled.
Either the area has to be the location of a county-level government agency, or the
township has to have less than 20,000 inhabitants, but more than 2,000 non-farm
workers. It can also be defined as a township if there are more than 20,000
residents with a proportion of non-farm labour in the total population of at least
10 per cent. Last, but not least, towns include remote areas, mountainous areas,
small-sized mining areas, small habour towns, tourism areas or a border area
with a non-farm population of less than 2,000. Cities on the other hand can still
only be established with the approval of the central government. Note that these
definitions show that the number of urban residents in China depends on the
distinction between farm and non-farm labour made by local governments and
are not consistent across the country. Thus, statistics on urbanisation rates and
urban residency in China have to be evaluated with care.
It is interesting to look at the history of urbanisation in China. Zhang (2002)
gives an excellent time-line. The main results will be summarised here. In the
Maoist era from 1949 until 1977, the urbanisation rate was low in China, because
rural-to-urban migration was highly restricted. However, the economic reforms
introduced since 1978 have made migration to the cities possible. Thus, by 2000
urban residents made up 36 per cent of the Chinese population (Zhang, 2002,
p.2302). While the total population grew at 1.25 per cent annually, the urban
population was experiencing a growth rate of 4.54 per cent (Zhang, 2002, p.23034). If rural-to-urban migration restrictions would be removed, the urbanisation
rate would be even greater. Shenzen, a city in the Guangdong province on the
border to Hongkong, is an example of how rapidly China’s cities are growing. In
the 1960s, it was only a small village, that grew into a rural community of 20,000
in the 1970s. In the 1980s, labour-intensive production picked up in Shenzen and
the population also grew. Thus, by 2004, the population had swelled to more
than 7 million residents. There is no other city in the world that grew at a rate
comparable to the speed of Shenzen (Spiegel Spezial, 5/2004, p.108).
Studying the number of cities above a certain size also gives a good indication of
the history of urbanisation in China. From 1994 onwards, the China Statistical
Yearbook records the number of cities according to their population. Here the
numbers for 1994 and 2002 will be compared. They are summarised in table 4.2.
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In 1994, there were 622 cities altogether. 10 of these had a population of 2
million or more. The number of cities between one and two million inhabitants
was 22. City size of between 0.5 to 1 million residents was reached by 42 cities,
while 173 cities had between 0.2 and 0.5 million. Finally, 375 of the cities had
less than 0.2 million inhabitants (CSY, 1995, table 10-1, p.297). Between 1994
and 2002, the number of cities only rose by 6 per cent to 660, but the size of cities
greatly increased. In 2003, there were 11 cities of a size of 4 million residents
or more. 22 cities had a population of 2 to 4 million and 141 cities had 1 to 2
million inhabitants. 274 cities had between 0.5 and 1 million residents. 172 had a
population of 0.2 to 0.5 million, while only 40 had less than 0.2 million residents
(CSY, 2004, table 11-1, p.401). Thus, the number of cities with a population of
more than 2 million has more than tripled from 10 to 33. There are now more
than 6 times the number of cities of between 1 and 2 and of those between 0.5
and 1 million residents. The number of cities with a population of 0.2 million
inhabitants has been reduce to one ninth between 1994 and 2003. Further, UN
data suggests that the amount of Chinese people living in cities has doubled in
the last 25 years and the percentage of urban residents in China has risen to 40
per cent29 (The Economist, November 20th 2004, p.11).

Table 4.2: City Sizes
Year

1994

> 4m

2002
11

2-4m

10

22

1-2m

22

141

0.5-1m

42

274

0.2-0.5m

173

172

< 0.2m

375

40

Total

622

660

Source: China Statistical Yearbook 1995 and 2004

29

In comparison the United States needed 50 years to achieve a similar level of urbanisation
(The Economist, November 20th 2004, p.11).
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Next to population growth, rural-to-urban migration is the main contributor to
urbanisation in China. In many of the largest cities, at least every fifth resident
is a migrant (Wang and Zuo, 1999, p.276). In Beijing, even every third resident
is a temporary migrant (Wang and Zuo, 1999, p.276). Note that according to
government statistics there are 207 million urban workers. Of these 94 million,
that is almost half of them, are found to be rural surplus workers migrating to
find work in the cities (China Economic Review, 2004: 14(1), p.5). Additionally,
China can boast to have some of the largest cities in the world. One of these
is Shanghai. It has a population of 16 million inhabitants spread over an area
of 6,377 square kilometres (Wu and Yusuf, 2004, p.28). Its gross domestic
product totalled USD 60 billion in 2001 and it produced 5.5 per cent of national
industrial output (Wu and Yusuf, 2004, p.29). The number of migrants in the
city increased from 0.26 million in 1981 to 2.81 million in 1993 (Wang and Zuo,
1999, p.276). Wu and Yusuf (2004, p.27) believe that in the not too distant
future it is likely to become a world city comparable to Hongkong and Singapore.
One drawback of the rapid increase in urbanisation in China has been a rise in
urban poverty. Between 1988 and 1995, average real urban income increased
by 4.48 per cent annually (Khan et al., 1999, p.297). This rate is much lower
than economic growth of 8.1 per cent over the same period (Khan et al., 1999,
p.297). Further, the number of urban residents living in extreme poverty rose in
absolute terms (Khan et al., 1999, p.298). These developments were exacerbated
by biased policies. The evidence shows that 41 per cent of housing subsidies
were granted to the richest 10 per cent of the urban population in 1995 (Khan
et al., 1999, p.299).
It has been shown above that Chinese urbanisation is still low compared with
other developing countries. However, this is partly due to migration restrictions
and lack of information. If the agricultural surplus labour will be made aware of
employment opportunities in some of China’s smaller cities, the country would
become more urbanised and more workers would be able to find employment.
This theory will be looked at in more detail in the chapter on policy considerations.

4.9

China and the World Economy

Although, China has followed an import-substituting policy for a long period
of time, openness to the rest of the world is not a new idea. The country
already began to attract foreign investors in 1842, after the British took hold
of Hong Kong. However, this link to the rest of the world was cut in 1949,
when the Chinese government expropriated all foreign enterprises and regulated
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trade between domestic and foreign companies. After this, only the reforms
introduced by Deng Xiaoping in 1978 opened China to foreign influences, trade
and investments once again. The government deemed the imports of capital
goods and materials essential for the development of the Chinese economy. State
involvement was reduced and export promoting policies were introduced. Only
the developments in agriculture are lagging behind and the sector is still highly
monopolised.
Today, China is highly integrated into the world economy and trades heavily
with the rest of the world. More than 170 countries and regions have entered
into a trading relationship with China, and the Chinese government has arranged
bilateral trade agreements with over 89 of these countries and regions (Chow,
2002, p.293). In the 17 years between 1978 and 1995, the volume of trade in
China increased from USD 36 billion to USD 300 billion. The country accounted
for 4 per cent of world trade in 1995 (World Bank, 1997, p.84) and this number
is estimated to rise to 10 per cent by 2020 (The World Bank, 1997, p.92). By
now China is even a member of the World Trade Organisation (WTO). As the
Economist (October 2nd 2004, A Survey of the World Economy, p.6) put it:
”With the right policies, they [the poor countries] have huge scope to grow rapidly
by importing capital, ideas and techniques from developed economies and using
rich countries’ markets as a springboard. ... China does not have to reinvent the
wheel, but merely to open its economy to ideas from the rich world - which it has
done with gusto.”
Note that, in the 1980s, when the economy was first opened to the rest of the
world, foreign trade could not be carried out freely. The government set the
exchange rate and controlled and managed the amount of foreign exchange in
the economy. The exchange rate was unified only in 1994, when the regulations
on foreign investment and on quotas for imports were also liberalised (Huang
and Rozelle, 2003, p.145). To support trade developments and exports the yuan
has been devalued. In 1980, it stood at 1.8 Yuan per US Dollar, while it rose
to 8.2 Yuan per US Dollar in 1994 (Fujita and Hu, 2001, p.23). Now there are
calls to revalue the yuan again. Fred Bergsten, the director of the Institute
for International Economics in Washington, DC, suggests that a revaluation of
20 to 25 per cent would be necessary (The Economist, September 11th 2004,
p.71). It would help the Chinese government to reduce inflation, excessive
growth and the inflow of speculative capital. Additionally, as Mr Bergsten also
notes, a revaluation would be in the interest of the economies of the rest of the
world. The Chinese yuan is pegged to the US dollar at - as many believe - an
artificially low rate. This distorts worldwide trade and investment, because it
gives an advantage to Chinese exports over producers in the rest of the world.
Thus, the dollar peg of the Chinese currency has been blamed for some of
the developments experienced by the American currency in recent years (The
Economist, September 11th 2004, p.71).
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The first regions to be opened to international trade in the 1980s were the four
special economic zones (SEZs). These were Shenzou, Zhuhai, Shantao in the
province of Guangdong and Xiamen in the province of Fujian. Special privileges
for foreigners were put into place, and foreign investors were allowed to invest
in joint ventures with Chinese companies. In 1986, finally fully foreign-owned
enterprise were legalised. The ratio of total exports and imports to GDP in
China increased from 0.05 to 0.30 in the past 20 years (Zhang and Zhang, 2003,
p.49-51; World Bank, 1997, p.84).30 For 2004, the total of exports and imports as
a percentage of GDP is estimated to be as high as 75 per cent (The Economist,
October 2nd 2004, A Survey of the World Economy, p.9).31
Now there are two further aspects to consider. China’s participation in trade
with the rest of the world and the inflow of foreign direct investment into the
economy will be discussed in turn.

International Trade
The extent of China’s participation in international trade will be laid out here.
Jean-Claude Tricket, the Governor of the French Central Bank, called China the
motor of the world economy at a meeting of the central bank presidents of the
G-10 in September 2003 (Neue Züricher Zeitung, Freitag 26.9.2003, Nr. 223,
p.25). The last twenty years saw a large increase in trade in China. Imports and
exports only made up 5 per cent of GDP in 1979 (Chen and Feng, 2000, p.338).
This number has risen to over 30 per cent (The Economist, November 20th
2004, p.11). The ratio of total exports and imports to GDP in China increased
from 0.5 to 0.30 in the past 20 years (Zhang and Zhang, 2003, p.49-51; World
Bank, 1997, p.84).32 The trade balance for merchandise was in surplus in 1990
and growing. China underwent a shift from primary products to manufactured
goods, so that the latter now contribute 90 per cent to exports and 80 per cent
to imports (Lu, 2000, p.351).
Even the last five years have seen large increases in international trade for China.
In 1998, the total value of Chinese imports and exports counted 2,685.41 billion
yuan (USD 323.93 billion).33 This made up 33.8 per cent of China’s GDP, which
amounted to 7,939.57 billion yuan in 1998, compared to 5 per cent in 1979 (Chen
30

Note that the ratio of total exports and imports to GDP for the United States only comes
to 0.12 (Zhang and Zhang, 2003, p.51).
31
This percentage is 30 or less for the United States, Japan, India and Brazil (The Economist,
October 2nd 2004, A Survey of the World Economy, p.9).
32
Note that the ratio of total exports and imports to GDP for the United States only comes
to 0.12 (Zhang and Zhang, 2003, p.51).
33
Exports amounted to a value of 1,523.17 billion yuan (USD 183.8 billion), which made up
19.2 per cent of GDP. Imports on the other hand accounted for 14.6 per cent of GDP and
amounted to 1,162.24 billion yuan.
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and Feng, 2000, p.338). Data from the China Statistical Yearbook (CSY, 1999,
table 17-7) for seven of China’s major trading partners are given here for 1998.
Trade with Japan amounted to a value of USD 57.9 billion, and the trade with
the United States came to USD 54.9 billion. Transactions with Hong Kong,
Korea and Taiwan amounted to USD 45.5 billion, USD 21.3 billion, and USD
20.5 billion respectively. Trade with Germany contributed USD 14.3 billion,
while trade with all of Europe came to USD 58.7 billion.
By 2002, the value of total imports and exports has risen to 7,048.8 billion yuan
or USD 850.9 billion (CSY, 2004, table 18-1, p.713).34 This is 60.1 per cent of
the GDP in 2004, which was 11725.2 billion yuan.35 This shows that the role
of international trade in Chinese production is increasing and the amount of
exports and imports is expected to rise even further in the future.
These developments have been facilitated by a reduction in tariff rates. Until
1992, China had a simple tariff system: The average nominal tariff rate was set
at 43.2 per cent and many non-tariff barriers (NTBs) were in place (Tiwari et
al, 2002, p.104). Since the early 1990s, tariff rates have been gradually reduced,
especially in the export sector. Imports are still highly regulated and face many
NTBs. To become eligible for membership in the World Trade Organisation
(WTO) in 2000, China has reduced its average tariff rates from 40 per cent to
around 15 per cent in the 1990s (Lu, 2000, p.348). In 1992, the average tariff on
3,371 products was reduced by 7.6 per cent, and in 1993 there was a reduction of
tariff rates of 8.8 per cent for a further 2,898 items. The largest reduction came
in 1996, when the government lowered tariffs on 4,900 products by approximately
76.3 per cent. On average, tariffs were reduced by as much as 35 per cent.36 By
1998, the average nominal tariff had been reduced from 42.3 per cent to 17.0 per
cent (Tiwari et al., 2002, p.104).37 This suggests that tariff policies today are
greatly affected by the entry to the WTO. Thus, they will be discussed in that
context in section 6.3 in chapter 6 below.
WTO entry has also brought other benefits to the Chinese economy. It has
allowed it to restructure production according to its comparative advantage, it
34

The CSY (2004, table 18-1, p.713) gives more detailed data: Exports had risen to 3,628.8
billion yuan or USD 438.2 billion. This amounts to 30.9 per cent of GDP (GDP data from CSY
2004, table 3-1, p.53). Imports had increased to 3,419.6 billion yuan or USD 412.8 billion and
made up 29.2 per cent.
35
Note that this percentage is 30 or less for the United States, Japan, India and Brazil (The
Economist, October 2nd 2004, A Survey of the World Economy, p.9).
36
For metal materials, for example, the percentage was 47.7 per cent (Chen and Feng, 2000,
p.328).
37
The nominal tariff rates, though, do not reflect real tariff rates, which are much lower due
to exemptions, smuggling and corruption. Therefore, nominal tariffs would need to be lowered
even further. In 1995, the average actual tariff rates for Chinese production was calculated
at 2.34 per cent, while the nominal rates were stated to be 19.6 per cent (Doi, Tiwari and
Kawakami, 2002, p.541).
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has channelled further foreign investments into the economy and it has given the
government the necessary credibility to carry on with its domestic reforms. This
is also proven by Tiwari et al (2002). However, the authors also underline that
these benefits will be all the greater if they go hand in hand with other reforms,
most important of all labour market liberalisation.
It is expected that China will rise to the position of being the third largest
exporter in the world by the end of 2004 (The Economist, A Survey of the World
Economy, October 2nd 2004, p.4). Productivity and growth have benefited
greatly from the internationalisation of the Chinese economy (Lo and Tian,
2002, p.255). In addition, imports had increased by 40 per cent in 2004 (The
Economist, A Survey of the World Economy, October 2nd 2004, p.4). Which
position China reaches in the world GDP tables depends on the method of
calculation used. At market exchange rates, China only produces 4 per cent of
world GDP. However, using purchasing power parity (PPP) its share rises to
13 per cent and China falls into second place behind the United States (The
Economist, A Survey of the World Economy, October 2nd 2004, p.8).38

Foreign Direct Investment
Despite extensive regulations, foreign direct investment (FDI) has been growing
steadily. Since economic reforms in 1978, the share of FDI flows in GDP has
risen to 6.56 per cent in 1994. In that year, the benefits of FDI became more
apparent to the Chinese government. Thus, to attract foreign investors and to
make the economy internationally more competitive, China has been following
various government policies in the areas of government finance, trade protection,
and price, interest rate, tax and administrative policies. A tax reform in 1994, for
example, reduced all enterprise corporate income taxes to 33 per cent (Lu, 2000,
p.346). FDI is particulary desirable in sectors such as hi-tech manufacturing and
infrastructure. Many goods produced for export markets on the other hand are
still protected from foreign competition by import-substitution strategies.
FDI inflows were and still are controlled by the government. The regulations of
1995 on FDI, revised in 1997, state what investments ought to be encouraged.
These include any investments improving the development of the agricultural
sector and the technologies used within, and investments into essential raw materials, such as energy and transportation, in high technology and export oriented
projects, in services and in projects to exploit the comparative advantages of the
Central and Western regions (Chow, 2002, p.311). In 1999, a Unified Contract
Law was introduced in China. This has improved conditions for businesses,
38

Note that the latter measure overstates China’s share in GDP, because the PPP measure
can only calculate the worth of money in the home country not abroad. Thus, it says little
about the ability of Chinese consumers to purchase imported goods (The Economist, A Survey
of the World Economy, October 2nd 2004, p.8).
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because it has made rules and regulations more transparent. Property rights still
leave something to be desired. Even within the economy private, collective and
state property are still treated differently.
These policies appear to have been effective. The share of FDI in manufacturing
lay in the range of 45 to 85 per cent over the past two decades. There have been
some ups and downs. For example, in 1998, when the share of FDI flows in GDP
took a dip to 4.43 per cent after the Asian financial crisis (Zhang and Zhang,
2003, p.51). However, since then FDI inflows have been rising steadily. In 1999,
the contractual value of overall FDI had risen to USD 41,223 billion39 and the
number of enterprises with foreign investors in that year was 16,918 (Chow, 2002,
p.307-8). UNCTAD, the United Nations Conference of Trade and Development,
calculated USD 53 billion of foreign direct investment in 2002. Foreign investors
include companies like BASF, Volkswagen, Siemens, Daimler-Chrysler, Tui,
Nokia, Hitachi and United Airlines. (Neue Züricher Zeitung, 26.9.2003, Nr.223,
p.25). Today, China is the second largest recipient of FDI (The World Bank,
1997, p.83).
The foreign investment pattern may be changing in the future. The Chinese
government is considering to reduce the tax advantages offered to foreign
enterprises. At present, the tax paid by Chinese enterprises is 33 per cent, while
that of the foreign companies only amounts to 17 per cent (FAZ, 8.9.2004, Nr.
209, p.11). This was possible, because the Chinese firms were protected by trade
barriers. However, now that trade barriers have been reduced and will be lowered
further, Chinese enterprises are no longer protected against competition from
foreign companies. However, Nu Hongri from the State Council’s Development
Research Centre does not believe that these developments will greatly reduce
foreign investment inflows into the country. He states that foreign investors
value the stable economic conditions in some areas of China more than the tax
privileges (FAZ, 8.9.2004, Nr.209, p.11). Further, investors also appreciate the
access to a huge consumer market. This is also the case for producers abroad
who benefit from increased import rates.
One drawback of large inflows of foreign investment is that it negatively affects
the income distribution of a country. Foreign employers tend to pay higher
wages for skilled workers, even when they are not using skill-biased technology
in production (Zhao, 2001, p.41). This is because many skilled workers are
employed by the state-owned companies, where they receive higher than average
wages. In addition to their money wages they expect other benefits-in-kind, such
as housing and health care, or higher wage payments (Zhao, 2001, p.43). This
39

Hong Kong, Macao, the Taiwan Province, Japan, the Philippines, Thailand, Malaysia,
Singapore, Indonesia and the Republic of Korea contributed USD 23,887 billion of contractual
value, the fifteen European Union countries contributed USD 4,233 billion and the United States
USD 616 billion (Chow, 2002, p.308).
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raises the wage differential between the skilled and unskilled and raises the cost of
employing skilled labour for private Chinese enterprises. This effect is particularly
large in China, because it is a highly segmented and distorted economy, as has
already been proven above. However, when studying the income differential in
China, the incomes of the poorest have to be looked at in absolute terms, as well.
Evidence proves that although the income gap is widening, the living standards
of the poorest are rising, if rather slowly (The Economist, March 13th 2004, p.75).
Again there is a spatial dimension to these developments. The more open coastal
provinces were responsible for more than 86 per cent of the trade volume of
China and received more than 87 per cent of FDI inflows into China in 1998
(Zhang and Zhang, 2003, p.51). The South-Eastern provinces Guangdong,
Jiangsu and Shanghai generated more than 60 per cent of Chinese international
trade (Zhang and Zhang, 2003, p.51). Workers in the coastal region are on
average more productive and have had more years of schooling than their rural
counterparts (Zhang and Zhang, 2003, p.53). Living standards were also higher
than in the hinterland. In their study of 28 provinces between 1986 and 1998,
Zhang and Zhang (2003, p.63) calculated that foreign trade and capital inflow
were responsible for 19.2 per cent of the rise in income differentials between
the coastal and the inland provinces. Thus, international trade also provides
incentives for migration, as it affects the income distribution in China. In the
last few years, however, there has been a shift in these developments. With rising
wage rates in the coastal provinces, many producers have preferred Shanghai
as a production location. Wages are 50 per cent lower and Shanghai also offers
better tax privileges (Spiegel Spezial, 5/2004, p.107). Thus, Shanghai has so
far attracted 7,933 companies from abroad (Spiegel Spezial, 5/2004, p.43). This
shows that policy makers also have to take into account the internal competition
for producers in China.
Further the effects that FDI has on the employment level are ambiguous. For
example, making a ”greenfield” investment, that is opening a new production
sight, will result in more employment opportunities (Lall, 1995, p.522). Buying
an existing company on the other hand may reduce employment as the enterprise
is streamlined. However, if the firm is then able to compete on the international
markets, it can expand and employ more labour in the long run (Lall, 1995,
p.522). If the company is export-orientated, the growth in employment opportunities will be largest (Lall, 1995, p.523).
China has benefited from opening up to the rest of the world. Some advantages have already been covered above; some more will be stated here.
First, domestic production will benefit from technology inflow and spillovers.
Sun et al. (1999, p.344) find that technical efficiency is increased by greater
openness to international trade. This is of particular importance for developing
countries, because approximately 96 per cent of all research is done in industrial
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countries (World Bank, 1997, p.89). Additionally, better technical knowledge
gives developing countries better prospects for specialising in areas of their
comparative advantage. Efficiency gains can also be realised. However, the
costs of international trade should not be underestimated. Many workers may
be temporarily displaced or unemployed in the long term. Therefore, social
measures to support economic reforms must be put into place. With increased
international trade, it is expected that Chinese production will shift away from
low-technology to intermediate technology manufacturing (World Bank, 1997,
p.93). It is also likely that China’s share of world agricultural products will
decline (World Bank, 1997, p.94). One example of the large export market is
given by the Pearl River Delta in the South East of China. This area is described
as the ”country’s export powerhouse” (The Economist, November 20th 2004,
p.57). Economic growth in Zhongshan, a city in the South Eastern province of
Guangdong, was as high as 18 per cent in 2003 (The Economist, Nov 20th 2004,
p.57).
There is evidence that those regions, that opened to national and international
trade more quickly, also realised a faster decline in rural urban inequality (Wei,
2002, p.26). Growth of GDP and foreign investment have both contributed to
higher wages when their effects were tested in various economic models (Sabin,
1999, p.144). However, regional income disparity in China has been increased by
the greater volume of international trade. This is due to the uneven distribution
of factors, segmented factor markets, the different ranges of trade openness
in different provinces and government policy (Zhang and Zhang, 2003, p.64).
Kanbur and Zhang (2001) find that greater openness resulted in a greater inlandcoastal income divide, while the rural-urban divide within the provinces declined
(Kanbur and Zhang, 2001, p.13). Wei and Wu (2001), on the other hand, find a
negative relationship between urban rural income inequality and international
trade in their analysis of 100 Chinese cities. However, the national average
shows that an increase in trade openness raises the rural urban income differential.
International trade and foreign direct investments in some chosen provinces
encourage migration into those areas. The increased industrial production
requires a greater labour input and the rural areas have the necessary labour
surplus. Between 1978 and 1982, 500,000 workers per annum migrated from
Guangdong and the Pearl River Delta to Hongkong (Kim, 1998, p.36). This
migration may have taken place despite strict restrictions, but it was welcomed
by manufacturers in Hongkong. However, with time production became too
expensive in Hongkong, so that it relocated to Guangdong. The labour force
naturally followed this move and an additional 4.2 million workers migrated to
Guangdong from other provinces between 1978 and 1990 (Kim, 1998, p.38).
However, there is also evidence that industrialisation and globalisation in China
have not resulted in a large increase in job creation (Khan et al., 1999, p.299).
The effect of FDI on migration analysed in the empirical analysis in chapter 5
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below is ambiguous.
There are some other problems connected with increased integration with the rest
of the world. One concerns China’s financial system. With economic reforms,
more production was taking place outside the plan. However, this development
was hindered by the limited access to credit. Although interest rates were low,
the centralised financial system could not allocate loans efficiently, especially
because state owned enterprises were still given a preference. Restraining capital
has resulted in higher transaction and borrowing costs, especially for smaller and
medium sized companies (Wu and Yusuf, 2004, p.38). Growth of the Chinese
economy has also been restricted by the limited access to other basic industries,
such as energy, raw materials and infrastructure (Lin et al., 1996, p.195). The
disequilibrium in the credit market resulted in inflation. To overcome credit
shortages at the low interest rates, the central bank raised the money supply
and exacerbated the inflation problem (Lin et al., 1996, p.199). To make matters
worse, the Chinese government has followed a policy of restricting capital outflow
and inflow. This policy, though, will be difficult to continue with further trade
liberalisation according to WTO regulations.
The above analysis suggests that international trade is beneficial for the Chinese
economy. The success of opening China to international trade and foreign direct
investment can be summarised as follows. In 2000, the annual trade volume of
China was USD 474 billion and it attracted USD 350 billion worth of foreign
direct investment. The per capita income in the late 1990s had reached USD
800 in comparison to only USD 300 in the early 1980s (Lee, 2001, p.137). These
results are in line with the theoretical models incorporating international trade
in the Harris Todaro framework in section 2.3.1 that show the importance of
integrating considerations of free trade into the model. FDI is not modelled
individually, but it could be assumed international trade consists of both the
inflows and outflows of funds in the model. Further policy considerations in
terms of lowering tariffs and amending the privileges granted to foreign investors
will be discussed in section 5 below.

4.10

Implications for the Chinese Economy

The purpose of this chapter has been to establish whether the Harris Todaro
model is a good representation of the Chinese economy. The history of China
was summarised, and then the urban and rural production and wage structure,
as well as the rural-to-urban migration were studied. It was shown that the
production structure has changed drastically during the past two decades since
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the introduction of economic reform. The number of firms in the private sector
has increased rapidly, while the importance of the state owned sector has been
reduced. With the inflow of foreign direct investment, this development has been
strengthened. It provided the necessary capital to allow private companies to be
set up. Further, an informal sector has been building up in the urban areas. It
provides some inputs for the production in the urban formal sector, as well as
domestic services. The evidence has shown that the informal sector is able to
absorb many of the rural migrants in China.
China’s rural workers migrate due to a large wage differential between the rural
and the urban areas. It has been proven that this income differential exists and
that it can be traced back to the benefits in kind paid by the state sector, the
skill premium in the private sector, especially those firms owned or managed
by foreign firms, and the large amounts of labour surplus in the rural sector
that result in low productivity and low wage rates. Thus, another precondition
for the applicability of the Harris Todaro model could be established. Note,
though, that Harris and Todaro assumed that the existence of a wage differential
between the two sectors was due to trade union pressure. However, this is
not the case in China, where labour unions still have very little power. This
is not too problematic, because the evidence still proves that an income gap
exists, even if it is for different reasons. Over the years it has been reduced by
the establishment of a rural industrial sector. It has reduced labour surplus
and raised incomes in rural areas. The township-village enterprises produce
machinery for agriculture and some inputs for urban production.
Remember that Harris and Todaro believed in the effectiveness of migration
restrictions. The evidence from China, however, shows that rural-to-urban
migration is necessary to ensure continuous growth in the urban formal sector. The increased production capacity is in great need of large amounts of
labour, that is not available among urban residents alone. It is difficult to
establish how much rural migrants benefit from moving to the urban industry.
Although they receive higher wages, of which they can send a part home,
they suffer under bad working conditions and long working hours. Thus,
although rural-to-urban migration raises money wages for many migrants,
the negative effects on individuals can only be established, when looking at
the personal experiences of rural migrants. Note, however, that a reduction
of the rural urban income differential has been proven in many provinces in China.
There are still two issues of importance. On is the rising income differential
between the coastal and the inland provinces. It has been shown that most
production for domestic trade and exports is produced on the coast, while there
is little industry or agriculture in some of the more remote provinces. This again
calls for migration from the hinterland to the coast. This may not be in line with
the original Harris Todaro model, where the authors believe that migration ought
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to be restricted, but it is in agreement with some of the extensions to the model.
The argument for migration restrictions lies in the chaos that would be likely to
break out, if all restrictions were lifted immediately. On the other hand, such
restrictions are seen as an infringement on a person’s freedom of choice. It is likely
that the former argument will prevail for the time being, as policy makers do not
want to upset the strive of the Chinese economy. The effects on the rural and
urban areas have to be established. Due to small land to labour ratios, it is likely
that agriculture will benefit rather than suffer from labour reallocation to the
cities. Policy implications will be discussed further in chapter 6 below, so that the
implications of these developments will be left off here to be looked at again below.
The second issue that has to be covered here is unemployment. This phenomenon
is difficult to study in the Chinese economy, because there is only insufficient
data available. The government statistics greatly understate the unemployment
rate. Additionally, the surplus labour in agriculture and the urban state owned
sector is not easy to account for. Thus, any evidence has to be interpreted with
care. When including disguised unemployment, the unemployment rate could lie
between 20 and 30 per cent (World Bank, 1997, p.47).
The analysis also showed that agglomeration considerations are important. There
is a spacial aspect to income differentials. With economies of scale production will
locate in agglomerated areas. Thus, those areas with a comparative advantage in
infrastructure and the provision of inputs will attract more industrial producers.
The evidence proved that these developments took place in China, where the
coastal provinces could offer producers access to ports, further infrastructure,
capital and labour. The inland provinces fell behind in development, because
they could not attract domestic or foreign investment. Thus, incorporating
agglomeration economics to model differentials between areas and sectors is
essential in the theory.
Last but not least, the openness of the Chinese economy to trade with the rest
of the world was looked at. It showed that export growth has been increasing
steadily since the economy began to participate in international trade. This
has affected production allocation and rural-to-urban migration. In order to
provide export goods as cheaply as China does, it requires a large labour
force of unskilled workers. This can only be provided, when surplus labour
from the rural areas can migrate to the urban areas. Since information on
where employment opportunities are open to migrants is insufficient, labour
is inefficiently allocated. Thus, increased migration due to international trade
could have a negative impact on the economy as a whole. However, the evidence
from China has shown that the country has greatly benefited from trade
with the rest of the world and from large foreign investment inflows. Thus,
international trade must be considered in the theoretical models to analyse the
effects of further openness on rural-to-urban migration and urban unemployment.
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China is on the road of economic development and of transforming itself into a
market economy. The experiences of other countries show how successful China
could be. Japan and Taiwan can be taken as models. Looking at the production
structure in the past of these three economies, the movement up the development
ladder can be seen clearly. The evidence shows that Taiwan is now producing
what Japan produced over a decade ago, while China has followed in Taiwan’s
footsteps and is now producing those goods produced in Taiwan over a decade
ago (Lau, 1998, p.68). It is believed that in a decade China could be able to
overtake even the United States in export and import value (The Economist,
October 2nd 2004, Survey, p.4)
Economic conditions are improving in China. The number of people living in
absolute poverty has fallen from 250 to 50 million people in the 1990s. Life
expectancy has risen from 64 years to 70 years between 1970 and the late
1990s (Qian, 2002, p.1). There has been a huge inflow of foreign investment
and technology. Production focused on labour-intensive industries that could
benefit from the large supply of a ”... cheap but disciplined ...” work force
(Bigman, 2002, p.70). Between 1992 and 1995 the market economy was adopted,
foreign exchange was liberalised and reforms were introduced in tax and fiscal, in
monetary and financial, in state enterprise and in legal segments of government
(Chow, 2002, p.379-80).
Comparing the empirical evidence on China with the Harris Todaro model
reflects favourably on the theory. The analysis of the China showns that a
highly dynamic informal sector exists in the economy. Additionally, the evidence
highlights that under freer trade economies of scale will play a greater role in
the allocation of industry. China is open to international trade and has recently
joined the World Trade Organisation. The evidence is again in line with the
theory. Those areas of China highly involved in trade with other countries boast
higher wages and standards of living. This suggests that international trade has
a detrimental effect on welfare in the Chinese economy as a whole, because it
causes regional income inequality. However, if the correct government policies
are put into place, this can be overcome and the whole country may benefit.
It can also be seen that those models using a three sector analysis including
an exporting zone with special privileges probably come closest to the truth in
modelling the Chinese economy. Many of the coastal regions that have been
most successful in terms of economic development have also received government
support. Therefore, export promotion that requires some tariffs to remain in
place may be the most effective policy for development. Overall, it can be said
that the theory and evidence coincide. Therefore, the extensions of the Harris Todaro model can be seen as a good guideline of how the Chinese economy functions.
It is not enough for a model to reflect reality in the present. It also has to
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be able to model the future. This is an area in which the Harris Todaro has
its shortcomings. It cannot foresee what would happen in China, if migration
restrictions were to be lifted or how rural-to-urban migration is likely to
continue in the future. The policy options offered by the theoretical model
and its extensions are often infeasible, while many that could be carried out
are not modelled. This will be explained in chapter 6 on policy implications, but first, an empirical study will be carried out by the author to give a
deeper knowledge of relationships between variables in China in the next chapter.

Chapter 5
A Study of the Chinese Economy

Overall, the economists agree that surplus labour in rural areas and ruralurban income gap are the driving forces
behind rural to urban migration in
China.
(Zhao, 2003, p.13)
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Chapter 4 above has summarised the developments that have taken place in the
Chinese economy in the last few decades. Evidence has been cited to underline
the importance of the rural-urban wage differential, urban unemployment,
international trade, and the informal and the rural industrial sector. Here
the analysis will be extended further in that direction by giving the results
of an empirical analysis carried out by the author. Again, the aspects of urban unemployment, wage differentials and sector developments will be considered.
The problems related to data collection have already been laid out in section 4.1
above. Data is not accessible to the general public, as the Communist government in China keeps great control on what data can be published. Restrictions
on data collection are even more severe in rural areas, where researchers and
journalists often have to receive permission from the local authorities to conduct
interviews with the local community. Thus, studies largely have to rely on the
data published by the Chinese State Statistical Bureau (SSB). This data source
will also be used for the empirical calculations here. Thus, the results have to be
interpreted with care, as they may be distorted due to data insufficiencies.
The rest of the chapter is divided into two sections. First a survey will be given
of other empirical studies of the Chinese economy in the Harris Todaro model.
Secondly, the results of the empirical study will be outlined and the implications
for the Chinese economy will be brought out.

5.1

Survey of Empirical Studies

First it has to be noted that this section differs from section 3.2 above. However,
while chapter 3 considers empirical studies from various countries, here the
focus lies with the research carried out on the Harris Todaro model in China in
particular.
Various studies take account of the microeconomic characteristics of migrants,
such as age, gender, education and ownership. The study by Wu and Zhou
(1996) surveys this literature on the Harris Todaro model. They find that the
average migrant is a young male who has absolved more than the average years
of schooling. He migrates in order to increase his income and that of his family.
Hare (1999) also studies the microeconomics of rural-to-urban migration and
wage differentials. Again, the individual characteristics of age, education, marital
status, and land ownership are considered. The data stems from a 1995 survey
in the Xiayi county in Henan Province in central China. Age and gender appear
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to have the greatest influence on migration, where young, male workers are the
most likely to migrate. Raising household income is the most prominent factor in the migration decision in addition to the large labour surplus in rural China.
The paper by Liang and Chen (2004) uses data from the Shenzhen Special
Economic Zone (SEZ) in Guangdong Province collected as part of the 1990 China
Population Census to focus on the migration of women. Many still migrate with
their husbands or families. However, in the Shenzhen SEZ many female migrants
hold professional and technical jobs, but they are also still discriminated against.
Thus, wage differentials continue to play only a secondary role for the migration
of women in China.
Knight and Song (2002) conducted a survey of migrants in Handan in Hebei
Province. Again, their results support the importance of personal characteristics.
They find that the average migrant is young, male, single and healthy and has
some working experience. Again, he migrates as part of household income portfolio diversification, not for individual income gain. The simulations show that
wage differentials are important, but they are also reduced by increased migration.
Wang et al (2000) analyse microeconomic data from the Harbin area in Heilongjiang Province. The wage differential between the rural and the urban
informal sector has a large positive effect on rural-to-urban migration. However,
other than assumed in the Harris Todaro model, the evidence shows that there
are well-functioning urban labour markets.
Seeborg et al. (2000) analyse the wage differentials in China. They consider not
only rural and urban wages, but also the incomes paid in the urban informal
and non-state sectors, as well as in rural enterprises. They also find that wage
differentials have a large role to play in the migration decision.
The study by Hu (2002) builds a model to take spatial considerations into
account. His simulations bring the following results, which are in line with the
Harris Todaro model: Further agglomeration together with migration restrictions
raises income differentials and thus rural-to-urban migration.
This is only a brief survey of the applicability of the Harris Todaro model to
China. It has shown that there has been a great focus on the microeconomic
characteristics of migrants. Migrants are generally young, male and unmarried.
However, it can also be seen that the wage differential between the rural and
urban areas has a positive effect on migration. Thus, the empirical work proves
the underlying assumptions of the Harris Todaro model.
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Empirical Results

The section above has summarised the results of previous studies on rural-tourban migration in China. It has shown a focus on microeconomic models.
Here, the macroeconomic considerations will be analysed. The most important
variables are rural-to-urban migration, urban formal and informal incomes,
rural wage rates, past migration rates and the urban unemployment rate.
Further, the number of urban private enterprises and the amount of urban
self-employed, as well as the number of township and village enterprises (TVEs)
and the amount of foreign direct investment (FDI) are included. The data
series is short, because the amount of available data is limited. The method
chosen here is a panel analysis of the Chinese provinces in order to increase
the number of observations. It can be summarised that the foundations of
the Harris Todaro model are mirrored by the evidence, although to a varying degree according to the time scale and the inclusion and exclusion of variables.

The Variables
The main database used is the China Statistical Yearbook (CSY) from 1991
to 2004 published by the China Statistical Bureau. It is the most extensive
collection of Chinese data in a single publication. Another source is the Monthly
Bulletin of Statistics. The panel data is taken from the 23 provinces, the 5
autonomous regions and the 3 municipalities in China. Note that the Chongqing
province has only separated from the Sichuan province in 1997. As the analysis
already begins in 1994, the data from the two provinces is combined under the
heading of Sichuan throughout. Further the data on Tibet is incomplete and,
therefore, not used in the analysis. Thus, there are 29 cross section identifiers.
The migration variable as cited here cannot be found in the CSY. In order to
calculate it, first the data on the total population of China has been used. Useful
data is available from 1990 to 2003. Taking the yearly data for each individual
province, the population growth rate of each year can be established.1 Further,
the share of the urban population has to be established. Unfortunately, little
data is available on the percentage of urban residents in each province. Thus,
the rate of urbanisation in aggregate taken from the CSY is used as a proxy.
Multiplying this number with the total population in each province gives the
amount of urban residents. Now that number can be multiplied by the growth
rate of the total population and compared with the amount of urban residents
of the following year. If the former value is greater than the latter, then there is
1

Note that this number does not take into account births and deaths, but analyses population
growth in aggregate.
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in-migration. Vice versa if the latter is greater than the former, out-migration
can be observed between the years. The data shows that in-migration rates have
always been positive between the years of 1991 and 2003. This calculation gives
a valid proxy for the amount of migration in the individual provinces.
Values of rural wages can be found for all provinces in the CSY for the years of
1990 to 2003; for the urban formal income the data ranges from 1991 to 2003.
Due to the lack of data availability, the informal sector wage is simply taken to
be a third of the formal sector wage. This number is difficult to verify, but can
be taken as a proxy. In section 4.4 the structure of Chinese wages has been laid
out. It was shown that rural migrants earn 75 per cent of the going urban wage
on average. Evidence was also cited that discrimination is responsible for 40 per
cent of the wage differential. Thus, when considering benefits in kind that are
given to urban workers, the percentage can be reduced to around 50 per cent.2
Further, section 4.4 gave evidence from Wang and Zhou (1999, p.277) who find
that migrants work 25 per cent more than urban residents, so that the hourly
wage for migrants is even lower. Thus, taking the informal wage to be a third of
the urban formal wage appears to be a reasonable assumption.
The data for the number of urban private and township and village enterprises,
as well as for the number of urban self-employed and the amount of foreign direct
investment are taken straight from the CSY and range from 1990 to 2003.
The only variable so far left unexplained is the urban unemployment rate. Here
two data sources have been consulted. Due to the lack of data, the aggregate
urban unemployment rate of China has been used as a proxy for the rates in the
individual provinces. Between the years 1990 and 1995, data from the CSY has
been used. After 1995 until 2002, however, data from the Monthly Bulletin of
Statistics (2003), published by the Department of Economic and Social Affairs
of the United Nations, has been chosen, because after 1995 the data in the CSY
appears to be grossly understated.3

The Model
Explanations of the model used in the regression can be kept short. Naturally,
the underlying formulation is the Harris Todaro model. Chapter 2 has shown on
what variables rural-to-urban migration is assumed to be dependent. Thus, the
model to be tested takes the following form:
2
3

This assumption was verified by evidence from the World Bank cited in section 4.4 above.
Before 1995 the data is equivalent.
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M IG = f (W̄M , WA , WI , LU N , pastM IG, P RIV AT E, F DI, T V E, SELF ).
Migration, MIG, is a function of urban, rural and informal wages, urban
unemployment, past migration, the number of private enterprises, FDI, TVEs
and self-employed individuals.
The programm used to regress and to test the data is EViews version 5. Note
that the sample is smaller than at first suggested. Some data on the variables
is available for 1990 to 2003. However, the values for the number of TVEs
are only given from 1993 onwards. Because the variable is lagged, 1994 is the
first year of the sample. Additionally, the urban unemployment variable is
only given until 2002. Thus, the overall sample only ranges from 1994 to 2002.
However, the analysis will show that the variables are better able to explain
events before 2000 rather than after. This will be discussed in greater detail below.
In order to ensure that the regression results are meaningful, some tests of the
data have to be carried out in advance. Thus, the variables have been tested
for autocorrelation, unit roots and heteroscedasticity. Autocorrelation means
that the disturbances are correlated with each other. Although autocorrelation
is not as common in cross-section data as in time series models, the error terms
will be tested here. EViews displays autocorrelation and partial autocorrelation
functions of the residuals, and also give the Ljung-Box Q-statistic for high order
serial correlation. The results are given in the appendix in table A.6 for the
sample period 1994 to 2003. As the autocorrelations and partial correlations at
all lags are nearly zero, and all Q-statistics are insignificant with large p-values,
it can be assumed that there is no autocorrelation in the error terms.
Further, the pooled variables have been tested for unit roots. If a series has a
unit root, it is no longer stationary. There are various tests on offer for this
procedure. Most of them assume that the null hypothesis is that there is a unit
root. Thus, in the analysis here all regions in the series are assumed to have a
unit root under the null hypothesis. The problem with this assumption is that
rejecting the null hypothesis, does not allow the conclusion that the series is
stationary. However, EViews also tests the Hadri Z-statistic, which assumes that
the null hypothesis is no unit root. In this case, accepting the null hypothesis
implies that the series is stationary. The tests show that only one of the series
has a unit root, namely the number of self-employed in the urban sector. As
this variable has very little explanatory power, it has been dropped from the
analysis. Thus, with the exclusion of SELF it can be concluded that there are
no unit roots in any of the pooled series.
Heteroscedasticity can be problematic in cross-section data. It implies that the
disturbance variance is not constant at all points, unlike in the homoscedastic
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case. The Breusch-Pagan test can be used to test for heteroscedasticity.
However, Eviews can estimate covariances that are robust to heteroscedasticity
with White heteroscedasticity consistent variance. The regression outputs in the
appendix show that the conclusions on the explanatory power of the variables
are unchanged.

The output table
The previous subsection has shown that an ordinary Pooled Least Squares
regression is appropriate. As shown in the model specification above the
migration variables MIG has been regressed on its lagged value, MIG(-1), the
rural wage, RURALW, the urban wage rate, URBANW, and the urban informal
wage, INFW. Most importantly the unemployment rate, UNRATE, has also
been included in the analysis. Further the regression includes the variables
for private enterprises, PRIVATE, and for the township-village enterprises in
the rural sector, TVE. Last the contribution of foreign direct investment, FDI,
on rural-to-urban migration is also being tested. Note that for the last three
variables lagged values have been chosen, as the effects are likely to take time to
influence the economy and the behaviour of migrants.
The results of the regression are given in the table 5.1 below. The table can show
how including different variables improves the explanatory power of the model.
When regressing migration on the three wage rates, URBANW, RURALW
and INFW, R2 equals 0.116137 for the sample period 1994 to 2000. However,
when also including the unemployment rate and past migration, the adjusted
R2 rises to 0.655788.4 Then private enterprises and foreign direct investment
are incorporated into the regression. The adjusted R2 now reaches 0.731530.
Finally, TVE raises adjusted R2 and thereby the explanatory power of the model
to 0.796174.
It is interesting to look at the results of the larger sample now. Data is available
until 2002. However, when including the values for the years between 2001 and
2002 significantly reduces adjusted R2 to 0.299226. Thus, the explanatory power
of the model is lower today. This can be explained by the move of investments
further into the inland provinces.5 As more production sites are located in
the hinterland, there are more employment opportunities closer to home for
potential migrants. Thus, rural-to-urban migration is reduced. However, this
phenomenon will have to be observed over the next few years and it remains to
be seen whether the Harris Todaro model still holds in the long run.
4

Note that adjusted R2 has to be used in this and the following regressions. This is the case,
because R2 goes up whenever new variables are included, even if the explanatory power of the
model has not been improved. The adjusted R2 on the other hand takes care of this effect.
5
This is the case, because wages are lower than in the prospering areas on the coast of China.
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Table 5.1: Regression Results

Independent
variable
Sample Period
No. of observations

Dependent variable: MIG
(1)
(2)
(3)
(4)
1994-2000 1994-2000 1994-2000 1994-2000
203
203
203
203

(5)
1994-2002
261

Constant

-26.18519
(0.1934)

-80.75609
(0.0000)

-85.14019
(0.0000)

-52.51684
(0.0000)

5.377916
(0.7451)

URBANW

0.162195
(0.0174)

-0.013925
(0.7468)

-0.024420
(0.5220)

-0.006337
(0.8490)

0.083106
(0.0810)

RURALW

-0.041402
(0.0024)

-0.013906
(0.1030)

-0.007724
(0.3098)

-0.004371
(0.5101)

-0.014885
(0.1146)

INFW

-0.0393584
(0.0577)

0.099864
(0.4458)

0.124875
(0.2815)

0.052549
(0.6040)

-0.226887
(0.1162)

UNRATE

-117.9403
(0.0000)

-133.3691
(0.0000)

-167.6063
(0.0000)

-84.58230
(0.0097)

MIG(-1)

3.648100
(0.000)

3.294809
(0.0000)

4.103326
(0.0000)

0.030577
(0.6309)

PRIVATE

1.492481
(0.0000)

2.034460
(0.0000)

1.216755
(0.0000)

FDI

-0.000156
(0.0000)

-0.000114
(0.0000)

-9.99 E-05
(0.0006)

-0.098777
(0.0000)

0.051156
(0.0000)

0.804246
0.796174

0.299226
0.276980

TVEs

R2
0.116137
2
R (adjusted)
0.102813
Notes: t-values in brackets

0.664308
0.655788

0.740833
0.731530
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The coefficients of the variables also have the expected signs. Increases in past
migration rates, the informal sector wage and in the number of urban private
enterprises raises rural-to-urban migration. Thus, they have positive signs. On
the other hand, as the rural wage and the number of TVEs is reduced and as
the urban formal wage increases, rural-to-urban migration rises, and the signs
are negative. Thus, the assumption made in the Harris Todaro model that rural
migrants are mainly attracted to the urban informal sector, is verified by the
evidence here. Further, FDI also has a negative sign. This may again be the
case, because increasingly foreigners invest in the more rural areas, where labour
receives lower wages and production is cheaper. This would be in line with the
results that the power of the variables to explain the developments in migration
rates after the year 2000 is reduced.
Note that not all variables are significant. The three wage rates, for example,
are no longer significant with the introduction of further variables. This is in
line with the Harris Todaro model. Not wages themselves, but the expected
wage rates are the real driving force behind rural-to-urban migration, as it is
assumed in the theory. Thus, the inclusion on of urban unemployment in the
theory and its consideration in the real world are of great importance. The case
for rural development and subsidisation can be made when looking at the effects
that TVEs have on migration. The negative sign for the TVE coefficient implies
that more employment opportunities in the rural sector result in less migration.
Further, the fact that most migrants rely on personal contacts, that is workers
who have migrated ahead of them, is reflected in the influence that the amount of
past migration has on future migration rates. Thus, it can be concluded that the
evidence found here lends further support to the Harris Todaro model and its extensions. The policy considerations will now be discussed in the following chapter.
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... the success of future efforts to reform China’s economic system may depend on the degree to which the obstacles to reform are recognised by policymakers.
(Putterman, 1992, p.480)
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Designing an adequate development policy package that results in even development of all regions of an economy is a challenge for policy makers. Individual
policies are not implemented in a vacuum. One policy may negate another or
it may be unsuccessful unless other reforms are introduced simultaneously. The
process is made more difficult, because the complex interrelatedness of policies
is often not known. Thus, governments rely on theoretical models and empirical
studies to make their policy choices.
In China, economic development has been uneven. Not only the state sector,
but also certain geographical areas receive special privileges. This has increased
the income differential between urban and rural areas and between coastal
and inland regions. Coastal producers enjoy higher prices and enjoy financial
autonomy (Fujita and Hu, 2001, p.19). SOEs have easier access to credits,
so that the poorer inland regions cannot invest in capital. Thus, capital does
not move from the high wage to the low wage regions, and there is a call for
labour migration. This suggests that some reforms should be undertaken by the
government. Opening the banking sector, for example, would allow rural labour
to gain access to credit and to invest in capital and production in the rural areas.
Improving the infrastructure network ensures that domestic and international
trade can take place freely (Démurger et al., 2002, p.35).
The empirical evidence from China laid out in chapter 4 implies that the
extensions of the Harris Todaro model reflect the mechanism at work behind the
Chinese economy. In this chapter, the policy suggestions given by the authors
will be applied to the Chinese economy. First, section 6.1 will give a general view
of the reform process in China. In section 6.2 the policy of migration restrictions
will be looked at. In section 6.3 the role for special economic zones and the
implications of membership in the World Trade Organisation will be analysed.
Sections 6.4 and 6.5 will show the necessary reforms for the urban non-state and
the rural sector respectively. Then section 6.6 covers environmental concerns.
Although they are not specifically modelled in the theory, there are of great
relevance in the world today and, therefore, need to be mentioned in this context.
The analysis is summarised in section 6.7 to establish a more complex policy
package for the Chinese economy.

6.1

Gradualism

Governments can design their policies in many ways. Economic theory gives
some indication of how it could be done and there are some universally acknowledged truths. However, even the latter do not always work out. One
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important issue in the Chinese case is the choice between a big bang or a
gradualist development approach.1 Under the big bang approach, many reforms
are introduced at once to restructure the economy, for example privatisation
is enforced alongside macroeconomic reforms, price liberalisation and other
policies. This has the advantage that the government has very little power
to reverse reforms. Thus, reforms become more credible and can reinforce
themselves. However, many people will be negatively affected, at least in the
short run. As the economy adjusts to the new policy environment, many workers
become unemployed, prices often rise excessively and many businesses are no
longer viable due to increased costs in inputs. Therefore, social uprisings are
more likely, as people become more and more dissatisfied with the present system.
Gradualism on the other hand implies a sequencing of reforms. Subsequent
reforms will only be implemented once the former have proven to be successful.
This allows the economy to adjust slowly and the number of losers will be
reduced. Governments also have the possibility to reverse a reform, if it turns
out to be unsuccessful. However, sequencing reforms effectively can be a very
difficult task. One question is in which order reforms ought to be introduced. It
is, for example, questionable whether price reforms are necessary before privatisation or vice versa, or whether they ought to be implemented simultaneously.
Additionally, the ability to reverse reforms makes the government less credible.
For example, it could be forced by vested interest groups to change a reform,
because a large group of people is adversely affected by it, even if it would benefit
the economy as a whole.
China has been following the gradualist approach. The government sequenced
economic reforms as it deemed them necessary and sometimes only introduced
them partially. In chapter 4 this has been illustrated by the example of the
pricing system. Thus, planned prices remained in place for a certain share of
production, while any goods in excess of these quotas could be sold on the market
at non-planned prices. This approach seems to have been successful.2 It also
appears to have found widespread support. However, it has to be remembered
that general uprisings to unpopular reforms are unlikely in China, because
demonstrations of discontent with the government are generally suppressed.
Therefore, the analysis may paint too rosy a picture, while the lack of open
disagreement with reforms is not due to universal agreement, but due to a forced
universal silence on the subject.

1

This choice also had to be made by many of the former communist economies in Eastern
Europe with varying degrees of success.
2
Note that many Western economists have a preference for the big bang theory despite some
of the problems experienced by the former communist countries of the Soviet Union. China’s
approach to development is therefore quite singular.

6.2. MIGRATION RESTRICTIONS

6.2

159

Migration Restrictions

The empirical evidence from developing countries from all over the world shows
that policy makers everywhere try to influence rural-to-urban migration. It is
either encouraged or restricted, tackled directly or indirectly, and influenced
openly or more subtly. Migration by labourers, on the other hand, takes place
legally or illegally, on demand or on the initiative of the individual, and in
small drops or large flows. Income inequality between regions and sectors
is responsible for a large proportion of migration. This was also evident in
the data used for the empirical study in the previous chapter. Additionally,
migration restrictions tend to further raise the sectoral wage gap. Income
disparities between more and less industrialised regions in Asian countries are
rising, because labour cannot migrate to the industrialising areas to search for
employment. Government expenditure and capital and tax incentives offered to
foreign investors in backward regions lower wage differentials and migration rates
by increasing the number of employment opportunities in rural areas. Further,
it is better to guide migration into the right direction rather than restricting it
completely, because the labour will be needed in some areas.
The Chinese government has always had close control over the movements of
its people, but it has loosened with time, as more and more people migrated
to urban areas illegally. This is neither beneficial for the rural migrants, nor
desirable for the economy. Although Harris and Todaro (1970) found that the
appropriate development policy is restricting rural workers in their movements,
while subsidising urban labour, others could show that the positive aspects of
rural-to-urban migration will outweigh the negative consequences and that rural
migrants do not contribute to urban unemployment. This is because a large
part of the rural labour inflow into urban areas is actually absorbed by the
increased labour demand in urban production. Thus, rural-to-urban migration
can even act as an equilibrating force in a developing economy. Rural-to-urban
migration is also seen to be beneficial for the rural sector, because it reduces
rural unemployment or the amount of rural surplus labour. Additionally, it can
help to close the urban-rural income gap. The models incorporating an urban
informal sector by Bhattacharya (1998a) and Chaudhuri (2000) find migration
restrictions to be unnecessary or even detrimental to welfare.
However, internal migration will continue until income inequality between the
rural and the urban sectors has been eliminated or at least minimised, and
until there are sufficient employment opportunities in the rural sector. Rural
industrialisation can raise the number of jobs available in rural areas, but it
may actually increase migration rates, as peasants become more educated and
strive for greater rewards of their knowledge provided only in the urban sectors.
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Also, if rural industrialisation results in more capital-intensive agricultural
production, the amount of surplus labour in the rural sector will be increased.
Thus, migration flows may become excessive.
Policy makers are uncertain what effects the abolishment of the hukou system
will have.3 There are political economy considerations, such as the urban
interests, as well as economic ones, like over-urbanisation and growth effects.
Therefore, the system is simply regularly adjusted to the changing environment.
In reforms between 1997 and 2002 migration restrictions have been relaxed,
quotas on rural migrants in smaller cities have been removed and migration
has been facilitated for the more educated workers (Wang, 2004, p.119). This
has led to a brain drain within China (Wang, 2004, p.123), which has had a
negative impact on the areas of origin, mainly rural areas. Although the legal
distinction between a rural and an urban hukou has been abolished, at least 100
million migrants are still unable to legally work in the urban areas (Wang, 2004,
p.120-1). Rural migrants continue to be discriminated against in cities, as they
do not receive the same privileges and benefits as urban residents (Davin, 1999,
p.48). Altogether the government has little incentive to remove the hukou system
completely. Originally it was introduced to ensure the proper distribution of
essential foods to the population. However, it also acted as a measure of control
over the Chinese people. Thus, the government is likely to be unwilling to give
up this system. For economic growth there are benefits in phasing out migration
restrictions slowly, but in the long run labour must be able to move freely within
the country.
To conclude, the theory suggests that it is not always beneficial for a developing
economy to remove all domestic distortions, when opening up to international
trade and foreign investment. It can be shown that some labour market distortions, such as an unionised wage, can be advantageous, when there is an inflow
of foreign capital (Chaudhuri, 2003, p.422). Further, tariff reductions are found
to be detrimental for economic welfare in this case, because they discourage the
inflow of foreign investment and reduce capital and labour incomes (Chaudhuri
and Mukherjee, 2002, p.112-3). This is the case, because developing economies
generally export labour-intensive goods and import capital-intensive products
(Chaudhuri and Mukhopadhyay, 2002, p.163). Thus, reforms sometimes have to
be sequenced in an unexpected way.

3

Knight and Song (2002) find that although China and South Africa suffer a high ruralurban wage differential, the former avoided the high urban unemployment experienced by the
latter due to its migration restrictions. Thus, a case can be made for the benefits of migration
restrictions in China.
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International Trade Relations

Another set of policies analysed in the theoretical models concern trade measures.
The authors find that high tariff rates have a detrimental effect on economic
welfare. Export promotion, on the other hand, is seen to improve welfare, when
compared to the level of economic welfare of an economy completely open to
free trade. However, import substitution finds no supporters. It has to be noted
that there is some divergence on using urban or rural wage subsidies, when the
economy is open to international trade.
Generally, stronger trade relations with the rest of the world are essential for
the Chinese economy. They allow the inflow of foreign investments and technical
knowledge. The theory suggested that free trade and export promotion are
preferable to import protection. Special economic zones and the accession to the
World Trade Organisation (WTO) will therefore be discussed in turn here.

Special Economic Zones
The introduction of special economic zones (SEZ) has not been discussed in great
detail in chapter 4. This is because it is still a relatively new policy choice. SEZs
are designed to attract foreign investors and to make domestic producers more
competitive in world markets. China set up four SEZs since 1979 in the coastal
provinces. As noted above, these were Shenzen, Zhuhai, Shantou in Guangdong
and Xiamen in Fujian. There are various reasons why the first SEZs were set up
in Guangdong and Fujian. Partly they were subjective, because decision makers
had a special interest in these areas. In economic terms one crucial factor was
the distance from Shanghai and Beijing and the vicinity to Hong Kong, Macau
and Taiwan. This also allowed taking up relations with overseas Chinese who
emigrated to these areas (Knoth, 2000, p.222-3).
The economic zones are designed to promote exports and foreign direct investment. Local governments are given more freedom in designing economic policy
to achieve this end. Other incentives include a favourable exchange rate and tax
relief (Fujita and Hu, 2001, p.19). Many resources are granted to SEZs that are
not available to other non-state producers in the country (Litwack and Qian,
1998, p.118). Producers in SEZs can import intermediate inputs at lower tariff
rates or no tariffs at all. Thus, investors are attracted by the lower costs of
production prevailing in SEZs. Here, only the basics of SEZs will be covered.
For an excellent study of economic zones in China, the interested reader should
refer to Knoth (2000).
The government has to decide where to allocate SEZs. There are advantages
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and disadvantages to allocating them in rural or urban areas. Broadly speaking
a special economic zone in the urban sector will reduce unemployment, while
rural-to-urban migration will decrease, if it is situated in the rural sector. The
empirical study in the previous chapter could show that an increase in FDI
results in increased migration. Since FDI and SEZs go hand in hand, this finding
can be applied to the theory here.
Miyagiwa (1993) designs a model of a small open economy with two regions
producing one final good each using capital, labour and an imported intermediate
input. There is a free trade zone (FTZ) in the economy. The FTZ again allows
producers to import the intermediate good at the world price not distorted by
a domestic tariff. Therefore, firms in the FTZ will be faced with lower costs
of production than those outside the FTZ. Miyagiwa assumes that the good
produced in the FTZ is sold on the world market and production requires local
labour, the intermediate input and foreign capital. It is shown that the FTZ
should be allocated in the area, where it will result in a greater move of labour
from the domestic industry into FTZ production.
As was laid out briefly in section 2.1 above, under various restricting assumptions4 the FTZ in the rural sector is preferable. This is especially so if migrants
face high costs of migration. If the FTZ on the other hand is in the urban sector,
there will be more employment opportunities in the urban sector as foreign
producers invest in the FTZ. Thus, rural-to-urban migration increases. Because
migration is excessive, high and unnecessary costs are incurred by the migrants.
Due to the additional migration to a FTZ in the urban sector, the introduction
of the zone in the rural sector is preferable. However, this is only the case, if the
rural area is easily accessible and has the necessary infrastructure, which is not
always the case in developing countries. Otherwise investors cannot be induced
to locate there.
In China many of the inland provinces suffer from a lack of transportation
networks. Thus, policy makers made the right choice by following the theory and
locating the SEZs in the coastal regions. However, large flows of migrants have
entered the zones from the countryside. Shenzhen used to have a population
of 1 million. This has now increased to 2.7 million permanent residents and
a floating population of 3 million (Gupta, 1996, p.64). The migration flow to
SEZs, however, is not large compared with the entire labour supply in China
(Knoth, 2000, p.224), so that it is unlikely to have a negative impact on urban
unemployment.
The disadvantage of SEZs is that resources are not located according to
market forces. Thus, it is difficult to know whether they are used in the most
4

The urban sector is assumed to be more labour abundant than the rural sector, while
production in the rural sector is intensive in the intermediate good relative to capital.
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efficient fashion. This is problematic, when there is a large discrepancy in
income between regions. This income divide exists in China and has been
exacerbated due to the introduction of SEZs. It can be argued, though, that
in the long run the whole country will benefit from the setting up of these
zones. Foreign investors bring technology and management skills (Litwack and
Qian, p.118), so that local labour will be trained in new skills. In the long
run, these can then be passed down to other regions. However, Gupta (1996,
p.65) finds that so far there has not been a positive effect on the economy at large.
It has to be noted, though, that SEZs are not necessarily the greatest recipients of
foreign investment in China. Knoth (2000, p.223) finds that although originally
large flows of FDI were received in the SEZs, the share had fallen to 30 per
cent in 1984 and even further to 13 per cent in 1997. The share was reduced
further, as the rest of the economy also opened up to international trade and
offered other incentives, such as lower wage rates or better access to the domestic
market. In general, in the 1990s the population became more optimistic about
the reform process (Litwack and Qian, 1998, p.120). Also, taxes were close to
unified with the tax reform of 1994 (Litwack and Qian, 1998, p.135). Thus, the
investment flow between the coast and the interior increased and all regions of
China can benefit.
The economic zones in China are part of the reform process. The government
uses the SEZs to implement and try out reforms on a small scale (Knoth,
2000, p.225). If they prove to be successful, they will be extended across the
whole country. Otherwise, they are scrapped and save the government from
squandering money unnecessarily. Thus, SEZs are a useful practice ground, when
theories and evidence are at odds. However, there are some other reforms that
must be carried out within the zones to make them more effective. Knoth (2000,
p.228-234) raises the following points. The infrastructure must be improved
further. Administration barriers must be reduced to make it easier to invest
in the zones. The linkages between the rest of the Chinese economy must be
strengthened. International agreements within and beyond the World Trade
Organisation (WTO) have to be regarded. Finally, incentives schemes must be
revised and tested to see which ones are effective. The balance has to be found
between inducing investors to locate to SEZs by financial means and between
allowing resources to be allocated according to market forces.
In the following subsection on membership in the WTO it will become apparent
that SEZs will become redundant as a possible policy instrument, as soon as
China has to fully comply with all rules and regulations of the WTO. Only
during the transitional stage certain industries and producers can be subsidised
by the state.
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Accession to the World Trade Organisation
China first applied to join the General Agreement of Tariffs and Trade (GATT)
in 1986. This application was renewed in 1995, when the GATT was remodelled
into the World Trade Oraginsation (WTO). Finally in late 1999 and early 2000
China’s accession to the WTO could be finalised. This allowed a further one
fifth of the world population to participate in the world trading system (Martin
and Ianchovichina, 2001, p.1205).
The accession to the WTO has brought many changes to the Chinese economy.
The most obvious is the reduction in tariff rates. This has already been looked
at in section 4.9 above. Between 1990 and 2004 tariffs were lowered from around
40 per cent to an average of 17.5 per cent in agriculture and of 9.4 per cent
in manufacturing (Kong, 2000, p.668). According to the WTO negotiations,
agricultural tariffs may not exceed 15 per cent and tariffs for industrial goods
may not be higher than 9.8 per cent. Non-tariff barriers have also been greatly
reduced. They are expected to decrease even more and many may be abolished
altogether. Import quotas must be phased out no later than 2005.
Preferential policies to support certain industries will no longer be allowed,
although there are some exceptions for a limited period of time. The ”national
treatment” rule for all WTO members states that all foreign firms must receive
the same privileges as domestic companies and as all other trading partners.
Thus, in China enterprises set up by foreigners must be given the same treatment
and benefits as the state-owned enterprises. Also, the Chinese government may
not give preferences to one country and not extend them to another economy, if
they are both members of the WTO. Imports to regions in China outwith the
special economic zones (SEZs) must be treated equally to those going into SEZs.
Thus, tax cuts offered to foreign investors in SEZs must be granted to all other
investors, as well. Additionally, the right to trade has to be gradually extended
to all companies (OECD, 2002b, p.755).
Export subsidies had to be abolished upon accession and state enterprises
were not to be given any special privileges. Production subsidies to the rural
sector may only amount to 8.5 per cent of the value of farm output. Prices
had to be liberalised and they had to function under the market forces of
supply and demand. From now on foreign exchange transactions have to be
carried out in line with the WTO Agreement. The Chinese government had to
accept all parts of the Trade-Related Investment Measures (TRIMS) Agreement
and it may not distort investments in any way incompatible with the TRIMS
Agreement. The Agreement on Trade-Related Intellectual Property Rights
(TRIPS) also had to be complied with completely upon full membership of
the WTO. Chinese Patent Law, the Copyright Law and the Trademark Law
had to be adjusted to be in line with the TRIPS Agreement. The Agreement
on Technical Barriers to Trade (TBT) also applies (OECD, 2002b, p.755-6).
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Further, China’s institutions, such as the central banks and regulators, have to
be amended to deal with the new circumstances and to provide a transparent
and market oriented production environment (Panitschpakdi and Clifford, 2002,
p.145). Further, China agreed to remove all quotas on textiles by the end of 2004.
Intellectual property rights in line with the WTO Agreements have so far not
been fully implemented. A disregard for patents and intellectual property
will be a disincentive for foreign companies to invest in and to move their
production sights to China. The evidence suggests that foreign companies lose
as much as USD 25 billion in sales annually due to intellectual property theft
(Financial Times, November 28th 2003, p.30). Even in Chinese law courts,
foreigners struggle to defend their rights. The courts are often run by the local
governments, so that decisions can be affected by the needs of the politicians.
Although many courts make decisions in favour of the foreign producer or
investor, the authorities often struggle to enforce such rulings.
With the accession of a new country, not only the new member may safeguard
himself against production in the rest of the world. The other countries can
also shield themselves from undue competition. In the case of China, its trading
partners are allowed to protect themselves from Chinese dumping prices for
fifteen years after China’s first entry into the WTO. They can also introduce a
product-specific safeguard process for 12 years after China’s WTO accession, if
they observe that the rise in Chinese imports causes market disruption (OECD,
2002b, p.756). To avoid welfare decreasing trade protection in the United States
of America, Europe and China, it may be best to admit China to the G8.5 This
would improve relations between the countries, which is expected to have a
positive effect on trade, as well (The Economist, October 2nd 2004, A Survey of
the World Economy, p.28).
This is important in the case of China, because the rest of the world is afraid
that Chinese goods will be able to price their products out of the market due to
the cheap production relying on low wages and the large labour force (Spiegel
Spezial, 2004, p.117). With China’s accession, the world supply of unskilled
labour is increased greatly. This reduces the price of and the demand for
relatively unskilled labour intensive goods (Wood, 1997, p.49).6 Already, every
second camera, every third air conditioning unit and every fourth television are
produced in China (FACTS, 24.6.2004, Nr.26, p.74). Note, however, that the
price of those goods imported into China will rise (The Economist, A Survey
of the World Economy, October 2nd 2004, p.10). This will benefit producers
5

Since 1975, France, the United States, Britain, Germany, Japan and Italy have met to
discuss economic and political issues concerning their domestic societies and the international
community at large. Canada joined them in 1976 and the G7 was formed. In 1977, the entire
European Community became part of the club. Russia was admitted in 1998 to form the G8.
6
Some believe that these developments raised the income inequality in developed countries,
but the evidence is not conclusive.
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abroad. Poorer countries competing with China’s exports are the most likely
to suffer job losses (The Economist, A Survey of the World Economy, October
2nd 2004, p.11). A study by Goldman Sachs shows that foreign producers move
into China mainly to gain access to the Chinese consumer market, not in order
to relocate domestic production abroad (The Economist, A Survey of the World
Economy, October 2nd 2004, p.12). It can also be expected that Chinese wage
rates will rise with increased productivity (The Economist, A Survey of the
World Economy, October 2nd 2004, p.12).
Before WTO accession, many Chinese industries benefitted from trade protection. The government usually favoured those industries that paid relatively high
wages and had a high value added per worker. These were generally high-tech
industries. Most of the firms were state owned. They employed a large share of
the work force, so that many workers benefitted from this protection. Therefore,
it seemed a politically infeasible policy to remove this privilege. However, with
the accession to the WTO the government could no longer channel finances
to its preferred industries and affect the production pattern of the economy.
Although this meant that many of the state enterprises faced high losses due to
their inefficient production structure, social unrest following this policy change
has been manageable. This is because the employment share of the state sector
has been declining over the last decade anyway, which has already been shown
above (Cheng and Feng, 2000, p.339).
All sectors of the economy will experience reductions in tariff rates and will
benefit from more efficient resource allocations. Production and trade will be
more in line with the comparative advantages that China has (Li and Zhang,
2003, p.130). However, all sectors will experience different effects of WTO
accession. Therefore, the effects on the agricultural, manufacturing and service
sectors will be discussed in turn.
In the agricultural sector WTO accession will result in the dissolution of the
state monopoly for grain marketing. There will be labour reallocation away
from agricultural production to manufacturing and within the sector from
land-intensive to labour-intensive crops. There will be less production of
grains, while the rearing of livestock will increase (Chen, 2000, p.410-1). The
prices of rural products will fall, so that farmers will lose out as producers.
On the other hand, they will gain as consumers, because the prices of their
consumption goods will also be reduced (Huang et al, 2000, p.399). Additionally,
farmers will benefit from a greater availability of agricultural technologies, a
byproduct of increased international trade. This will allow farmers to raise
labour productivity (Huang et al, 2000, p.400). Large investments will be
made into rural education and health (Martin, 2001, p.739) to bring the rural
sector on an equal par with the urban areas. State enterprises will lose their
monopoly in the trade of basic agricultural commodities. Farmers will not be
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forced to produce all the agricultural staples and import barriers on agricultural
produce will be reduced. Therefore, rural workers will be able to to produce
according to their comparative advantage and according to domestic and foreign
demand. Martin (2001, p.739) finds that this increased the production of
fruit and vegetables and processed foods. However, there are still more restrictions on trade in processed rather than raw goods under the WTO agreement.
Chen (2000, p.411) finds that the industrial sector will see an increase in
labour-intensive manufacturing. This includes industries such as textiles, toys,
umbrellas, shoes and hats. Manufacturing of televisions, work machines, fridges,
fans, air conditioners and shipbuilding are also expected to be able to hold its
own in the world economy. Beverages, beer, consumer chemical goods, cars,
computers, aircraft, spacecraft and ports on the other hand are likely to lose out
from WTO accession.
There will be more foreign involvement in services, such as distribution,
telecommunication, banking, insurance, and professional and technical services.
Domestic services, including health, education and the arts, are likely to remain
mainly in domestic hands (Chen, 2000, p.411-2). However, an increase in
investment into the service sector will increase competition in the domestic and
the world market. This may have severely negative effects on the unemployment
rate (Chow, 2002, p.317). There are many factors that attract foreign direct
investment, such as the numerous labour force earning low wages, the large
consumer market and the access to natural resources. However, there are also
many conditions in the Chinese economy that put potential investors off making
investment in China. These include the abuse exerted on the environment,
corruption, health issues like the increase in residents infected with Aids, the
drug problems and the large income disparities between the coastal regions
and the inland. Additionally, diplomatic relations with Taiwan and the United
States are not always favourable (Neue Züricher Zeitung, 26.9.2003, Nr.223, p.25).
In order to reap these benefits, a large supply of relatively cheap labour is
insufficient. Lall (1995, p.529) finds that ”... literacy, discipline, physical
infrastructure and a stock of local technical and managerial talent ...” in addition
to economic and political stability are also important. Tax incentives can also be
used to attract investors and to make them train new staff. Vertical linkages can
benefit other local producers, so that some local content policies will also help to
benefit further from FDI (Lall, 1995, p.531).
The effects of China’s WTO accession have been calculated by many econometricians. Most studies find that the WTO entry has brought welfare gains
for China.7 Anderson (1997) predicts that real imports and exports will rise
7

For a summary of studies conducted between 1996 and 2000 see Annex II in OECD, 2002b,
p.775-8.
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by USD 47 billion and USD 61 billion respectively in 2005. The effects on the
agricultural sector on the other hand will only be minor. Wang (1997) also
finds increases in the import and export values. The evidence also suggests that
there will be large increases in the exports of labour intensive goods, especially
textiles and apparel, and a rise in the import of manufactured intermediate
goods, machinery and equipment. Net agricultural imports would also increase.
Fan and Zheng (2000) find only minor, but positive effects from further tariff
cuts, where static and growth gains to GDP only amount to 0.6 per cent.
However, overall the evidence suggests that the accession to the WTO has
increased Chinese trade volume and welfare of the economy as a whole. Doi,
Tiwari and Kawakami (2002, p.549-50) study WTO accession in a computed
general equilibrium (CGE) framework for China with and without factor market
distortions. If there are wage and capital differentials, the authors find that
exports grow by 30.8 per cent, while imports increase by 17.8 per cent. Output,
composite consumption, utility and welfare remain almost unchanged. However,
without such distortions, output rises by 27.3 per cent, composite income by
26.9 per cent, utility by 16.6 per cent and welfare increases 2751.8 points in value.
Nevertheless, there are some drawbacks to WTO accession. One problem is
the amount of unemployment that it appears to have caused. With increased
international trade, there will be more employment opportunities in the urban
sector. Thus, millions of workers move into urban areas. This phenomenon
always takes place as an economy experiences high growth rates and the flow
of migrants is increased even more by WTO accession (Zhai and Wang, 2002,
p.2209). McCulloch (2001, p.226) studies the implications of applying TRIPS in
China. The author finds that it has welfare reducing effects on the poor, because
they will be faced with higher prices. Intellectual property owners on the other
hand will gain from new laws. To allow the benefits of TRIPS to be spread to
more people in addition to the relatively wealthy, technology developments, such
as human resources and skill developments, have to be encouraged across the
whole country. Additionally, competition policies have to be implemented, so
that intellectual property rights cannot be abused (UN, 1996, p.1).
Another problem is related to decentralisation in China. Regulations and reforms
performed by local and provincial governments must all be in accordance with
the WTO Agreement (OECD, 2002b, p.755). However, due to the decentralised
structure of government and the lack of a general rule of law, it may be difficult
to implement and enforce these agreements in the whole economy. Additionally,
informal barriers to trade continue to be high and are difficult to overcome.
Therefore, the number of law suits filed at the WTO is likely to increase. The
power of the dispute settlement mechanism (DSM) may be reduced, as countries
use it in a ”... confrontational manner ...” (Martin and Ianchovichina, 2001,
p.1218). In any case, it is important to leave some leeway for the Chinese
economy, so that it will not be suffocated by new laws and regulations, that it
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will be unable to implement and enforce.
In 2002, the OECD conducted a survey of 21 studies evaluating the effects
of WTO accession on China. It can be concluded from the evidence that the
benefits outweigh the costs of WTO membership. However, the results vary in
the size of these advantages. Again, it is difficult to establish which study is the
most accurate: all suffer from a lack of data and the assumptions made by the
authors differ. The bilateral and multilateral agreements that China is part of
are so numerous, that not all have been incorporated in one single study surveyed.
The evidence suggests that participation in international trade has benefitted
the Chinese economy. Fujita and Hu (2001, p.22) show that the efficiency of
production was raised in the free trade zones. Wood (1997, p.42) also finds
evidence that outward orientation in East Asia has raised the demand for less
skilled workers relative to more skilled ones. As a large proportion of the
Chinese labour force is unskilled, there are many benefits to be drawn from these
developments. However, international trade has also brought disadvantages to
some Chinese citizens. The focus on developing only certain areas at first, such
as the free trade zones, has resulted in an uneven development in the trade
relations with the rest of the world. In 1992, the coastal provinces already
produced four times as many exports as the interior. By 1994, this ratio had
increased to seven (Fujita and Hu, 2001, p.25). The problem is that although
all regions are being liberalised economically, the coast is developing at a faster
pace than the rest of the economy. Thus, the disparity can only be eased, if all
regions can share into the benefits of international trade.
To further increase the competitiveness of Chinese production on the world
market there are now plans on the table to create a free trade zone within China,
that would be as large as the European Union. The project has been named
”9+2”, because the zone will incorporate nine provinces and the two special
administrative regions Hongkong and Macau. It would have a population of 450
million and produce a GDP of USD 630 billion (The Economist, November 20th
2004, p.11). The effects of this policy remain to be seen.
Eliminating all tariffs and non-trade barriers would increase output in China
by 0.1 per cent. However, if factor market distortions are also eliminated, this
number rises to 27.34 per cent. Additionally there is a larger growth in utility,
exports, imports and consumption (Doi et al., 2002, p.549). However, Chinese
production is no longer as well protected from production in the rest of the
world as it used to be. Grain producers are likely to suffer from greater trade
liberalisation. Producers of animal products, on the other hand, stand to gain. If
agricultural trade is liberalised by 2005, grain self-sufficiency has been estimated
to fall to 90 per cent from the present level of 98 per cent (Huang, 2002, p.100).
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Exports are still low relative to other countries, so that there are also further
growth prospects in this sector (The Economist, A Survey of the World Economy,
October 2nd 2004, p.9). This could be achieved by allowing the non-state sector
to fully participate in international trade and to raise the export of labourintensive products (Putterman, 1992, p.483). International trade also requires
that business in China must be conducted according to international best
practices. This will also increase the inflow of foreign investment. The benefits
from production according to comparative advantage can only be reaped, if the
economic foundations of the Chinese economy are sound.
Referring back to the theory shows that free trade is not taken to be the first best
policy. Batra and Naqvi (1987) and Chaudhuri (2000) find that export promotion
is always preferable to free trade. Beladi and Yabuuchi (2001) also state that
tariffs are welfare increasing, because they raise the inflow of foreign capital and
create a larger number of employment opportunities. However, the evidence listed
here implies that China benefits from the increased participation in international
free trade, even if some workers lose out in the short run. Thus, the Harris
Todaro model and its extensions are at odds with the developments in China here.

6.4

The Urban Sector

The state-owned sector always played a vital role in production in China. State
owned enterprises (SOEs) were the largest employer and they provided their
employees with life’s necessities, such as food, health care and pensions. Today,
they are slowly taking on a different role and are turned into market-orientated
companies. The state-owned sector is becoming increasingly more efficient,
because firms can retain some profit to use as they feel necessary. Thus, they
are able to make investments into capital or to improve workers’ incentives by
increasing their wages and by giving them bonuses. On the other hand, they
are still supported by the government and receive certain privileges. It has to
be noted, though, that as long as they still have to fulfill the plan, they have
little flexibility and need government subsidies of some form (Putterman, 1992,
p.471). Thus, more reforms have to be introduced to make former SOEs fully
independent and on equal par with the growing non-state sector.
This sector is of great importance for development, as has already been pointed
out by the theory in chapter 2 above. Government and Party bureaucracy
still hinder non-state enterprises from growing rapidly. Private companies
require licences and permission to set up business granted by the government.
Additionally, a lot of corruption can be found among politicians. Thus, obtaining
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such approvals is costly, time intensive and inconvenient.8 However, these
bureaucratic requirements will lose their importance in the long run. Since
the accession to the World Trade Organisation, the government has fewer and
fewer possibilities to prevent market entry. Private and semi-private employers
also hold an advantage over SOEs and TVEs. Because they have a more
flexible structure, they generally run more efficiently and they can pay their
employees lower wages (OECD, 2002b, p.548). Thus, with the WTO accession
and lower wage costs, the private sector will be able to continue to grow faster
than the state sector. There is evidence that the private sector in China
produces around 50 per cent of GDP, and its growth rate is twice the size
of the growth rate of the economy (The Economist, A Survey of the World
Economy, p.6).9 The theory suggests that increased employment opportunities
in the informal sector will lower wages and curb migration. In this case
the private sector in urban areas may suffer from labour shortages. This issue will have to be studied in greater detail, but is beyond the scope of this thesis.
Although the urban non-state sector has some advantages over the state sector
in flexibility, it still faces the problem of credit, capital and energy restrictions.
This is why the fastest growing sector in China is the informal sector. Companies
are generally smaller and produce services or inputs for the formal sector. Thus,
they rely less on capital and energy, and more on manpower. This is in line with
the theories laid out in chapter 2. Extensions to the Harris Todaro model incorporating an informal sector suggest that governments of developing countries
ought to support this rapidly growing, dynamic sector and they must strengthen
the links between the formal and informal sector. This would raise output and
employment opportunities in both sectors. Unfortunately, the informal sector
has its drawbacks, too. Although increased employment opportunities in this
sector are beneficial, there can be too much of a good thing. Employment in
the informal sector is usually casual and temporary and involves little training.
This means that there is little productivity enhancement in this sector. Thus,
it can only take on a limited role as an engine for economic growth. Additionally, the prospect of only unskilled urban employment reduces the incentives
for rural migrants to seek education and training prior to rural-to-urban migration. However, this reduces their prospects in the urban sector in the long run.
Two further reforms are necessary in the urban sector. As less workers are
employed by SOEs and as the SOEs have reduced their commitment to providing
a safety net for their employees, social security systems have to be put in place.
A study by the World Health Organisation of public health care in 191 countries
published in 2000 only put China at position 144. As many as 90 per cent of
8

This is where TVEs were at an advantage in comparison to the urban private sector. They
were protected by the government and did not need to deal with bureaucracy in the same way.
9
Sabin (1999, p.148) in her study on urban wage rates in China does not find a strong
relationship between a larger private sector and urban wage rates.
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the rural population and 60 per cent of the urban residents did not own health
insurance. The latter number has risen with the reform of the SOEs.10 Chinese
reforms have allowed 400 million people to be rescued from extreme poverty
since 1978, but many have fallen back into it due to rising health care costs (The
Economist, August 21st 2004, p.21). Politicians have realised this and there
is a move to extend health insurance to more people (The Economist, August
21st 2004, p.21). However, introducing a system with customer contribution is
difficult to implement in the rural areas, where money is so scarce, that many do
not want to pay for health care they do not need immediately (The Economist,
August 21st 2004, p.22).
The other necessary change concerns the working conditions of the rural migrants
in cities. In addition to giving them the right to housing and health care in
urban areas, their working hours and pay has to be better regulated. Evidence
shows that this can be done. One example is the Yangtze River Delta. Workers
earn higher minimum wages than in the Pearl River Delta and in addition they
receive benefits, such as accident and health insurance (The Economist, October
9th 2004, p.62).
This subsection has shown that the Chinese production structure is becoming
more versatile. The number of sectors is growing and they face different wage
rates. Thus, the most reliant theories developed above are those that incorporate
an informal sector. The policy suggestions in terms of the private sector have
already been stated here. Private producers need to have better access to credit,
they have to receive the same rights as the state sector employers and more state
production should be outsourced to the private sector. Therefore, the Harris
Todaro model has been helpful in establishing some policy options for Chinese
policy makers here.

6.5

Rural Development

Rural development has a large role to play for government policy packages in
China. It is generally believed that rural-to-urban migration can be reduced by
adjusting rural incomes. The drawback of using wage subsidies for this purpose
is that they are very costly for a less developed country with few government
revenues. The theory above also suggested the use of production subsidies in this
context. While it does not specify what form these subsidies ought to take, the
10

In comparison India reached position 112, although it only produces half the GDP per head
of China (The Economist, August 21st 2004, p.20).
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evidence cited here will give an indication of how the problem of rural-to-urban
migration can best be solved.
It is argued that the best cure for rural-to-urban migration is an increase in rural
incomes and standards of living, so that the income differential between rural
and urban areas is reduced. This acts as a disincentive to migration11 and can
best be achieved by rural development (Bhalla et al., 2003, p.948). Unless all
rural areas are developed, rural households may fall into a ”geographic poverty
trap” (Ravllion and Javan, 1999, p.302): Only those living in relatively wealthy
rural areas, will be able to improve their income, while those living in poorer
areas will be stuck there. To overcome these problems, different policy options
will be laid out here.
Foremost, as has already been pointed out in chapter 4 above, agricultural
production must be reformed. Solving the problems of landholdings will help to
reduce migration rates to the urban areas. At present, rural residents are given
a share of farmland. They do not own it, but they may reap the benefits from it
as best they can. The land is collectively owned, but it is not clear whether by
the villagers or the local government (The Economist, June 25th 2005, p.63). If
rural residents leave their land bare, the right to it is taken away from them. If
the wages they earn from agriculture are insufficient, they may need to migrate
to boost their incomes. Giving farmers the autonomy to choose the amount
of labour they want to employ and how much output to produce has made
agriculture more efficient (Putterman, 1992, p.480-1), but now land property
rights also have to be made more clear.
Greater availability of technologies would raise rural wage rates and act as a
disincentive for potential migrants. Agricultural productivity would be enhanced,
rural-to-urban migration would be reduced and farmers would not lose their
old age insurance.12 Another way of raising rural incomes by restructuring
agricultural production is to amend the type of agricultural crops planted. If
farmers had the possibility to plant more labour-intensive crops, they could make
better use of the available arable land (OECD, 2002b, p.27). Thus, resources
could be used more efficiently and more employment opportunities could be
created for surplus labour. Investments into infrastructure, better channels to
give accurate information on prices, improved marketing channels and credit
systems and improvements in quality will also help to increase incomes in rural
areas. The rural urban income differential is smaller in the more advanced coastal
regions that attract more foreign direct investment and hold a greater share in
international trade (Hu, 2002, p.318). These results suggest that the theoretical
11

There is evidence from India that this phenomenon takes place. The interested reader may
refer to the paper by Banerjee and Kanbur (1981).
12
In the absence of an economy-wide pension scheme, rural residents can rely on an income
in their old age reaped from their share of farmland.
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claims on the benefits of greater openness to international trade are supported
by the empirical evidence. It may result in greater regional inequality in China,
but in those regions taking part in international trade, the wage differential is
decreasing. Thus, as trade spreads further into the inland provinces, wage gaps
should consequently be reduced there, too. This issue was already discussed in
more detail in section 6.3 above.
One problems to make the government aware of the problems faced by farmers is
that they do not have unions and are not part of any other associations. Thus,
as the historian Wang Hui points out, the majority of the Chinese population
does not influence politics (Spiegel Spezial, 5/2004, p.118). These issues have
been discussed at the State Council 2000 (Démurger et al., 2002, p.36). Two
or three industrial centres in Western China would already help to spread
production to the inland provinces. They would also help the hinterland to use
new technologies introduced in the coastal provinces or abroad (Démurger et
al., 2002, p.36-7). Efforts are being made to develop 2,000 towns all over China
to absorb rural migrants and to urbanise the Chinese society (China Economic
Review, 2004, 14(1), p.6), but more needs to be done in this area of development.
An additional way of raising rural incomes and employment opportunities is by
rural industrialisation. Producers can be induced to locate in the rural sector
by subsidies and tax incentives.13 The privileges granted to the coastal areas
should be extended to all regions, if it is financially feasible. Companies in all of
China should be able to produce under the same conditions of competition rules,
business establishment, and taxation (OECD, 2002b, p.34). Property rights
must also be strengthened. The Chinese state-run media carried out a survey
on property in 2002 in Beijing, Shanghai and Guangzhou. The results showed
that 40 per cent of the participants were afraid that their property rights may
be disregarded by the government and 93 per cent were keen on having better
property protection (The Economist, March 13th 2004, p.62). In addition, capital
has to be made more mobile between regions by improving the infrastructure
network. Local protectionism must be abolished. Even new cities can be set
up in rural areas to attract investors. These schemes allow rural labourers to
find employment outside agriculture without having to move to the cities. Some
surplus labour will be absorbed in the rural sector. Many even choose to work
their farm part time only and to also hold down an non-agricultural job. Some
of these policies will be difficult to carry out under the WTO rule. However, the
government policy of other member states show that indirect and even direct
subsidisation is still possible.

13

There is evidence from India, for example, that offering capital and tax incentives to foreign
investors increased investment flows into backward regions and rural industrialisation. Note,
however, that his policy does not appear to be responsible for the reduction in rural-to-urban
migration (UN, 1995, p.58).
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Zhang et al. (1995, p.581) find that exports from rural enterprises are relatively more labour-intensive than in the rest of the economy. Thus, rural
industrialisation can help to alleviate the problem of surplus labour. Kojima
(1996, p.296) confirms these results and finds that farms are getting smaller in
size for this reason. One employment option open to rural residents are the
township-village enterprises (TVEs). They can produce agricultural or industrial
inputs in flexible working conditions. However, farmers are constrained in the
time they can invest into non-agricultural activities, because labour markets are
incomplete. Thus, many remain in agriculture part-time only in order to ensure
that they can provide their families with some kind of livelihood. Regular and
large labour flows between sectors and the employment of households in different
sectors simultaneously may not result in the most efficient allocation of labour
resources (Hare, 1999, p.68). This was shown in greater detail in section 4.6 above.
Another benefit of rural industries are their contributions to local government
revenue. Fiscal federalism allows this revenue to be divided between the local,
provincial and the central governments according to a pre-arranged percentage
scheme. Some local government revenue, such as tax surcharges, user fees and
earnings from local state enterprises, are not even shared out, but are left to the
local government to distribute (Qian, 2002, p.28). This gives local governments
the incentive to run their share of the economy efficiently and to build up
efficient TVEs. Sufficient government revenue is also important for the provision
of public goods in the rural areas.
However, agricultural development cannot be achieved by rural policies alone.
Simultaneous reforms in macroeconomics, the labour market, education, fiscal
policies are also necessary to allow the rural sector to catch up with the urban
sector in China. Additionally, the implementation of a market information
system, safety and quality standards and a system of support and protection are
necessary. The government also has to encourage more innovation and it has
to reform the market system for grain and other staples and the rural financial
system. As stated above, the credit market is closed to most producers bar
those in the state-owned sector. Conditions are even worse in the more secluded
rural sector. Farmers cannot even offer their piece of land as collateral for
credit (Rozelle and Swinnen, 2004, p.446). State investments are necessary in
agricultural research and infrastructure networks, because farmers do not have
the funds to make these expenditures themselves (Rozelle and Swinnen, 2004,
p.450). The rural sector is still taxed for the development of urban industry.
However, demand and supply play a much larger role than state planning
since WTO accession. Thus, this problem may be overcome, too. Agricultural
production is no longer only about producing sufficient quantities of output to
ensure self-sufficiency. Any supply shortages can be made up by imports, while
surplus supplies can be exported. Production according to China’s comparative
advantages is much more important in the era of international trade. In order
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to compete on world markets however, quality improvements have increased in
importance.
The rural sector has been disadvantaged during the later part of the reform
period. This could not be compensated by the original investments made into
that sector and has resulted in a large urban rural income disparity. This ties
in with the Harris Todaro model, which wants to deal with the rural urban
income gap. Lin, Cai and Li (1996) therefore suggest that agriculture must
be protected and agricultural prices need to be supported to reduce the price
scissors between the rural and the urban sector. However, such price subsidies
would swallow up a large part of government revenue. Additionally, investments
into the central and western regions of China must be raised to make the division
of capital endowments between regions more equal (Lin et al., 1996, p.226).
To overcome the problem of income inequality within China prices must not
be kept at artificially high levels, products and factors must flow freely and
factor prices must adjust according to supply and demand. As individual regions
specialise according to their comparative advantage, markets for these products
will open up in other regions specialised into something else. Therefore, regions
will stimulate growth in each other and regional inequalities will be reduced with
time (Lin et al., 1996, p.229).
The OECD (2002b, p.704-6) singles out various policies to bring this about.
This requires investments into infrastructure and rural amenities to make the
rural areas more easily accessible and more attractive to investors. Also, the
local education system must be improved and extended to reach more children.
The development of small and medium sized enterprises must be encouraged and
supported by local governments. TVEs have become less important as there is a
greater access to credit and capital. However, the idle capital from SOEs should
be reallocated to rural industry and generally domestic and foreign investments
should be channelled to the rural areas. Additionally, small and medium towns
should be given the opportunity to specialise production to enhance their
economic productivity. Cities and the countryside should work more closely
together and links between rural and urban areas via the production chain
must be encouraged. Agricultural technology must be improved, environmental
protection must at least be considered, a social welfare system must be put in
place dealing with health care, income disparities and housing that is extended
to the rural sector (Chow, 2002, p.383).
Rural industrialisation can further be supported by developing sub-contracting
relationships between the urban and the rural sector. Such a production link
also requires a good infrastructure network between the urban areas and the
countryside. However, due to historical events in China, the road network would
be able to fulfill that role in many areas. The collectivisation of agriculture
under the communist regime required a good road network to supply the
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industrial areas with sufficient food supplies. However, additional investments in
infrastructure still have to be made in many rural areas of China as part of the
poverty reducing policies mentioned above.
To conclude, note that rural wage subsidies cannot be observed in practice.
Direct or indirect subsidisation of rural agricultural and industrial production,
and tax incentives to investors appear to be more common. Thus, the policy
options considered in the Harris Todaro model are only of limited relevance here.

6.6

Environmental Concerns

The issue of environmental degradation in production in developing countries
has already been introduced in chapter 1. Rural-to-urban migration increases
the number of urban dwellers and the amount of production and consumption
transacted in the urban areas. Thus, unless production is checked in some way
and adequate public services are provided, this will have an adverse effect on the
environment. As the analysis will show, China is a huge producer of greenhouse
gases and energy efficiency in production is very low. To overcome power
shortages, ever more power stations have to be set up, so that the problem will
only exacerbated in the future. Although environmental issues have not been
included in the theoretical framework yet, they are very important to consider.
Environmental models often understate pollution, because the social costs are
difficult to measure. Thus, incorporating environmental concerns into the Harris
Todaro model may be futile in solving the problem. However, they have to be
considered in any viable policy package for the Chinese economy and, therefore,
are of great relevance here.
Many parts of China are practically uninhabitable. Around one third of the
Chinese territory is mountainous, while another 31 per cent are taken up by the
plain and valleys (Mao, 2001, p.397).14 The statistics show that around 50 per
cent of the population live in only 13 per cent of the Chinese territory (Mao,
2001, p.398). In 1997, the share of cultivated land in China was only 14.1 per
cent or 5 per cent of the world territory in general, but it was used to provide
food for 22 per cent of the world population (Mao, 2001, p.400). This required
very intensive land use and fertiliser-intensive production methods, which had
detrimental effects on the environment. Although the share of forest land in
14

The more detail division of the land is as follow: a share of 27.3 per cent of Chinese territory
is not utilised; 27 per cent is grassland; a share of 23.7 per cent is forest land; residents, industry
and mines make up 2.3 per cent; the share of water is 4.3 per cent, garden plots take up 0.8 per
cent and the share of transport is 0.53 per cent (Mao, 2001, p.400).
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the Chinese territory has been increasing, the ecological capacity of the forests
have been decreasing. Lumber has been felled and replaced by younger trees.
However, the latter are less able to conserve water and less powerful in soil
holding (Mao, 2001, p.405). This increases the amount of pollution.
These problems are exacerbated by ever rising production and output levels
and the increased participation in international trade. In a planned economy
resources are not used efficiently. Also, natural resources usage is particularly
wasteful. In 2003, China used one half of the concrete production of the world,
one third of steel production, a quarter of copper, and a fifths of aluminium.
It is the second largest energy producer in the world. The capacity of the
power stations introduced in 2004 is as large of that of all of England (FACTS,
24.6.2004, Nr.26, p.76). Still the country suffered power shortages of 30 to 35
gigawatts of energy (The Times, August 3rd 2004, p.39). China is also the
second largest oil consumer in the world, a natural resource with a highly varied
price and supply (FACTS, 24.6.2004, Nr.26, p.74). China contributes to these
variations as it is responsible for 40 per cent of the growth in oil demand. At
present, the country uses 10.5 per cent of the energy output of the world. This
share could be reduced by more efficient usage of the resource. China’s energy
consumption per unit of output is 50 per cent higher than in India, and 3 times
as high as in the United States of America (The Times, August 3rd 2004, p.39).
Chinese consumers on the other hand only use a tenth of the energy used by an
American resident (The Times, August 3rd 2004, p.39). However, this number
will increase, as the Chinese economy becomes more wealthy. Thus, the problem
will be exacerbated further. These developments affect the world economy
adversely, because they raise energy prices.
Freeing the market economy has not improved the situation. As China’s
production has moved to industrial output, the pollution levels have also been
increased. Further, the evidence by Dean (2002) shows that trade liberalisation
reduced the quality of the Chinese environment. Thus, economic growth is a two
edged sword for an economy. On the one hand higher production means more
pollution. On the other hand, it also results in income growth, which reduces
emissions in the long run. These positive effects appear to be greater than
the negative effects of increased participation in international trade, because
higher incomes and standards of living result in a higher demand for a cleaner
environment. This was confirmed by Dean (2002, p.840-1). The evidence
between 1992 and 1995 suggests that emissions were reduced due to increased
international trade. Further, high rates of rural-to-urban migration makes cities
more congested and produces more pollution in the cities.
Before emissions are reduced, initially they are likely to be exacerbated as
the Chinese public becomes more wealthy and more urbanised. In 1995, there
were 2 cars per every 1000 people. It is expected that this number will rise to
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between 53 and 83 in 2020 (Edmonds, 1999, p.646). Water shortages will also
become more severe as China grows richer (Edmonds, 1999, p.643). At present
water is still a cheap commodity, so that it is used in a wasteful fashion (The
Economist, August 21st 2004, p.57). Further, many rivers are already highly
polluted (Spiegel Spezial, 5/2004, p.120), so that with time clean water will be in
short supply. The production structure has also changed the pollution patterns.
Energy from coal has the side effect of causing a large amount of pollution.
Rural industrialisation has brought pollution to the countryside. Rather than
using organic fertilisers many rely on chemical ones, because they are readily
available (Edmonds, 1999, p.646). Hydro-power on the other hand is only used
in some areas in the South and West (Edmonds, 1999, p.646).
There is some data on the amount of pollution produced by China. In the
emission of gases that produce climate change, China is in second place.
Additionally, in the production and consumption of substances that damage
the ozone layer it holds the first place (Zhao and Ortolano, 2003, p.708). Some
attempts have been made in China to handle environmental degradation since
1972 after the United Nations Conference on Human Environment Protection.
Some laws and regulations to protect the environment have been introduced.
Also, China benefitted from the expertise and technology of the industrial
countries on pollution treatment and clean production processes. Government
policies on environmental protection are likely to be successful. This is because
the share of state-owned enterprises (SOEs) in Chinese production is still around
50 per cent. Thus, the government choices can be directly implemented in
the firms as long as senior officials are in favour of them. Private enterprises
on the other hand have to be induced to change their production patterns by
laws that must also be enforced. Then government is also investing into better
knowledge of the connections between production and the environment. More
courses on the subject are now on offer at Chinese universities (Mao, 2001, p.408).
There is also a global agenda and some international agreements on environmental policy coordination. However, environmental standards are often at odds
with overall development goals. This may not always be the case. If China
would have continued building fridges with Chlorofluorocarbons (CFCs), it
would not have been able to sell them on the international market. In the case
of pest management and biogas in the 1970s the economic reasons were actually
the driving force behind change, rather than the environmental considerations
(Edmonds, 1999, p.641). Production reform in developing countries can be
facilitated by providing multilateral funds and administration support. When
Europe and the United States were in the early stages of development, there
was also no concern for the environment. Edmonds (1998, p.725) states that
sewerage becomes a concern for the public, when GNP per capita is at a level
of USD 3,000, while it has to rise to USD 10,000 for wage disposal to become a
consideration.
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It would be unfair to force ethical needs on poorer countries without helping
them to deal with them. It must be noted, though, that the concern for the
environment is also growing in China. The funding to the State Environmental
Protection Adminstration has been increased and it now receives 700 billion
yuan or USD 85 billion between 2001 and 2005. This is 1.3 per cent of GDP
today, increased from 0.8 in the 1990s (The Economist, August 21st 2004, p.56).
The capacity of the agency has been expanded and it is now in charge of more
areas, such as biodiversity, conservation, coastline and nuclear safety. However,
the energy sector and foreign producers still go unchecked (Jahiee, 1998, p.284).
Additionally, China is taking a leading role in the implementation of international
agreements (Edmonds, 1998, p.729). The National Environmental Protection
Agency of China is developing programs to reduce pollution in China. The
pollution levy system introduced in the 1970s has proven successful and pollution
emission has been reduced (Xie and Saltzman, 2000, p.475-80). The weakness in
the Chinese system is often legal enforcement. Thus, the effectiveness of policies
can be raised by ensuring that producers stick to the laws. In Shanghai, for
example, the biggest fine for excessive pollution is 100,000 yuan or USD 12,000
(The Economist, August 21st 2004, p.57). Also, China is using less pollution
emitting technology from abroad (Xie and Saltzman, 2000, p.486). Largest
investments next to water power are planned in nuclear energy (FAZ, 8.9.2004,
Nr.209, p.11). For the next 15 years a further 24 to 30 nuclear power stations
are in the planning (FAZ, 8.9.2004, Nr.209, p.11). An investment of USD 1
billion over eight years is made in Guangdong to reduce the pollution of rivers
in the Pearl River Delta (China Economic Review, 2004, 14(1), p.5). This is
supported by a USD 200 million bank loan granted by the World Bank (China
Economic Review, 2004, 14(1), p.5). To further environmental protection it is
now necessary to have a nationwide approach to the problem.
China would benefit economically from reducing pollution levels. Mao (2001,
p.409) puts the cost of environmental protection at 0.8 per cent of the Chinese
gross national product (GNP) in 1992, while the economic loss of environmental
degradation was calculated to be 4.04 per cent of GNP. The World Bank on
the other hand finds a much larger figure. It puts the loss at 8 to 12 per cent
of China’s GDP of USD 1.4 trillion today (The Economist, August 21st 2004,
p.56). The statistics say that around 300,000 people die of lung and bronchial
diseases annually (Spiegel Spezial, 5/2004, p.121).
However, although environmental concerns are considered by the government,
the success of reducing pollution at this development stage may be limited.
China’s average annual income per head is still less than USD 1,000, so that
poverty reducing development goals are still given a preference over those
resulting in sustainable development (The Economist, August 21st 2004, p.56).
Increased urbanisation will only exacerbate these problems (The Economist, A
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Survey of the World Economy, October 2nd 2004, p.15). Capital could also
be used more efficiently. Allowing it to move into the rural areas would curb
migration. However, while this is the case, migration should not be restricted
(Au and Henderson, 2002). This would help to reduce the rural labour surplus
and to realise economies of scale in urban areas. Thus, in the light of inefficient
capital and labour allocation, migration should not be restricted, but ought to be
encouraged. Yang and Zhou (1999, p.116) suggest that rural-to-urban migration
ought to be encouraged to close the productivity gap between the urban and the
rural sector.
In the context of the world economy, the economic development of developing
countries is essential for the preservation of the environment. Higher incomes
and greater awareness will ensure the implementation of environmental laws and
regulations in developing countries in the long run. Until then, environmental
standards must not be unified across the world, because all countries value the
economy differently (Mao, 2001, p.411). However, developing countries should be
encouraged to take environmental costs into account, especially since the numbers suggest that it is already in their economic interest to reduce pollution levels.

6.7

What lies ahead

The Chinese reform process has had many successes so far. Microeconomic
reforms have established an incentive scheme for producers while keeping the
number of losers low. Focusing on piecemeal reforms has established a reform
process of gradualism and experimentation. However, as the analysis above has
shown, more reforms are still necessary.
The government has to find the right level of control to exert on rural-to-urban
migration. Migration restrictions result in an inefficient labour allocation in the
Chinese economy.15 Constraining employers to employ workers with a rural not
an urban hukou has a negative effect on production (OCED, 2002b, p.568-9). For
the labour market to clear in rural and urban areas, employment and wage rate
adjustments must become more flexible to respond to changes in labour demand
and supply. Segmentation between the rural and urban sectors and within the
urban sector has to be eliminated (Meng, 2000, p.207). Those rural workers who
migrate legally have to be given the same rights to housing and health care as
urban residents, and they must not have arbitrary fees and charges imposed on
them (Wang and Zuo, 1999, p.278). One way to achieve greater flexibility is to
15

Further, the restrictions on the mobility of goods and capital also have to be dealt with.
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reform the state-owned enterprises further and to abolish their iron rice bowl
policy16 . However, this requires that an adequate welfare system is put into
place to look after the unemployed and laid-off workers from the former state
enterprises. Further, corruption has to be rooted out and a transparent legal
system must be introduced (The Economist, A Survey of the World Economy,
October 2nd 2004, p.6). In order to absorb some of the excess labour force,
12 to 15 million employment opportunities must be created annually over the
next three decades (Johnson, 2002). Training and education for people and
adequate infrastructure to allow workers to migrate are necessary (Ravallion and
Jalan, 1999, p.304). Conditions have improved due to the increase in newspaper
availability. In the 1980s, there were only 382 newspapers in China, while this
number had risen to 2119 in 2003 (The Economist, December 18th 2004, p.82).
For those rural residents, who are left behind, poverty reducing policies must be
implemented (Ravallion and Jalan, 1999, p.304).
Further, capital and credit must be allowed to be allocated efficiently to avoid the
danger of bad debts (The Economist, A Survey of the World Economy, October
2nd 2004, p.6). Interest rates are too low and, therefore, the demand for credit is
too high. The economy could overheat. Thus, interest rates have to become more
flexible to deal with excess demand and supply. There are even rumours that
the People’s Bank of China, the Chinese central bank, is considering a rise in
interest rates to reduce lending and investment, as inflation already sits at 3 per
cent (The Economist, May 15th 2004, p.67). Some investments also have to be
curbed, because in many industries there is excessive investment in infrastructure
that may not be sustainable any more once growth slows. Additionally, credit
has to be allocated more efficiently. SOEs still receive the majority of available
loans, but they do not use the funds most efficiently. Other sectors are disadvantaged, because credit allocation is still largely controlled by the government
and party membership. Again, this will be improved with further integration
into the world economy, because Chinese people will be able to invest in foreign
assets (The Economist, October 2nd 2004, A Survey of the World Economy, p.16).
One problem in carrying out most of these reforms is the lack of government
revenue. Lately tax revenue in China has been increasing as a percentage of
GDP (OECD, 2002b, p.41). However, it is still insufficient to cover all the
necessary investments in education, health, social security and other reforms.
As income levels increase, the amount of income tax collected will also increase.
Also, with higher consumption value added tax (VAT) revenues will also be on
the rise. As foreign firms become more integrated in the economy and lose some
of their privileges that were used to attract them to China in the first place,
they will also become taxable entities. This will give government revenue a big
16

The expression stems from the time, when the SOEs fulfilled the role of social security
provider for their workers, thus in addition to wages they also provided them with ”rice”,
standing for all foods and other necessities.
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boost. Informal sector workers and other workers that may fall through the tax
system, must also be included in the tax base. Government revenue as a whole
must be used more efficiently and budget planning, the collection of revenue and
monitoring must be improved.
Lin, Cai and Li (1996) suggest that now there are two routes of reform for the
Chinese government. It can either choose to introduce macroeconomic reforms
to finish off the reform process. Without these macroeconomic reforms Chinese
growth would be reduced. There will be a disequilibrium in supply and demand,
where the latter exceeds the former. Therefore, exchange rates and interest
rates have to be fully liberalised. At present the Chinese exchange rate is tied
to the dollar. This is useful, because it results in stability of the exchange rate.
However, in the long run flexibility is necessary in order to maintain the external
balance and to avoid speculative pressures (OECD, 2002b, p.740). This has
the drawback of potential social unrest and losses to specific vested interests,
especially in the state enterprises, but promises many benefits as well.
The other choice for the government is to recentralise the economy to overcome
the transitional problems. Once the economy is in good shape, power could be
decentralised again. However, recentralisation may reduce the credibility of the
government and the Chinese population and foreign investors will believe that all
reforms are so easily reversed. This could have negative effects for the economy.
Against centralisation is also a call to break up the Chinese provinces into smaller
segments in order to make the diverse regions more governable. Instead of the
28 provinces, four municipalities and two special administrative regions, China
should be divided into at least 50 or 60 provinces (China Economic Review,
2004: 14(1), p.5). Thus, introducing further reforms to complete the transition
from a planned to a market economy appear to be the better choice in the long
run. Especially dealing with rural-to-urban migration according to the Harris
Todaro model will bring many benefits to the economy.

Chapter 7
Conclusions and Lessons Learned

While...reality does not exactly match
the assumptions of the HT [Harris Todaro] approach, the HT model remains
an attractive framework for analysing
urban labour markets in Third World
Countries.
(Brueckner and Zenou, 1999, p.338)
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There is no universal recipe for success. The above analysis could show once
again how difficult it is to develop a theory that is able to reflect reality without
requiring excessively complex mathematical modelling. In this context, the
basic Harris Todaro model has proven to be a very good starting point for the
analysis of rural-to-urban migration in developing countries. Further, some
extensions were found that were able to increase the explanatory power of the
model without complicating the formulation too much.
Chapter 3 and 4 have shown that the basic assumptions made in the Harris
Todaro model reflect the experiences of many developing economies and of the
Chinese economy in particular. These can be summarised as follows: labour
markets are highly segmented and large wage differentials exist between the rural
and urban sectors; the economy suffers high urban unemployment and labour
surpluses can be observed in urban and rural areas; and rural residents migrate
to the urban areas to find employment despite of these developments.
The extensions made to the model were explained next. They ranged from the
introduction of international trade, an urban informal sector and agglomeration
economics into the formulation. This allowed the Harris Todaro model to give
a more realistic reflection of developments in developing countries. Chapter 4
then related these considerations to the historical events that have taken place
in China. It could be shown that the three extensions are of great relevance
for the Chinese economy. As the country is turning into a market economy, the
non-state sector is growing; China has joined the World Trade Organisation; and
the economy is slowly becoming more and more urbanised.
Chapter 4 also gave an in depth view on migration patterns in China. On the
one hand, it could be seen that there is high urban unemployment, but that
the flow of rural migrants has not yet diminished. On the other hand, there
are labour shortages and high labour demand in urban areas that make an
increasing number of migrants necessary. Thus, policymakers have to make the
choice between keeping migration restrictions in place via the hukou system and
allowing workers to move freely within the economy.
The opinions on migration restrictions are divided in the theory. Harris and Todaro assume that due to income differentials migration is excessive. Thus, labour
movements must be restricted to increase welfare. However, the formulations
with an urban informal sector have shown that such restrictions are not always
desirable. The private sector in China is growing rapidly, and the evidence shows
that it relies heavily on rural migrants for production and growth. Further, a
larger labour force in the urban sector will have a negative effect on wage rates.
Therefore, migration can act as an equilibrating force in the labour market,
because it decreases the income differential between the sectors. According
to the theory this will also lower migration flows, because migrants consider
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expected wage rates. Additionally, the state-owned enterprises and the labour
market have to be reformed further to reduce open and disguised unemployment.
This is likely to result in a short term rise in unemployment, but the surplus
labour would be absorbed by the informal sector in the long run.
Allowing migration does not mean that it should go unchecked. Simply the
way of channelling population movements is in doubt. The theory offers other
policy choices. Wage subsidies to the urban and rural sectors are one option.
However, the first best policy found is a wage subsidy to the entire labour force,
which cannot be implemented in the real world. Models assuming agglomeration
economics require a higher subsidy to urban labour. Wage subsidies to the
rural sector to induce industrialisation appear to be fruitless, because wages are
already lower in the agricultural areas. Thus, the disincentive for investors to
locate there must take a different form.
Incentive policies may be a more effective choice. They have proven to be
successful in the special economic zones (SEZs). Foreign investors are attracted
to these areas by tax incentives and other policies, thus bringing employment
opportunities into the country. The theory pointed out that SEZs would be
better placed in the rural sector, because they would help to reduce poverty
and labour surplus there. However, this is only the case, if the necessary
infrastructure is in place. As this is generally not the case in the inland provinces
in China, the policy followed by the Chinese government appears to be better
suited for the economy. The theory also states that the privileges granted in
the special economic zones ought to be extended to other areas in the economy.
In that way more regions could benefit from foreign investments. However,
government revenue must be large enough to cover these extra costs. This is one
criticism that can be raised: Few of the models consider a government budget
constraint. Thus, they cannot give an indication on how such policies ought to
be funded.
The thesis has also shown that rural industrialisation is essential for economic
development. The urban sector suffering from high urban unemployment will
benefit, because the policy will help to curb migration. This was also shown by
the empirical study carried out in chapter 5. The effects on agriculture on the
other hand are uncertain. The most able workers may choose to take up employment in rural industry, because it offers better pay. Due to the large amount
of surplus labour in China, though, it is unlikely that agricultural production
will suffer greatly. Any negative effects can be counteracted by giving greater
autonomy to farmers. It is preferable, if they work in the rural sector instead of
migrating to the cities, because they can still offer their expertise to those left to
run the farms. Policymakers could consider granting some production subsidies
to the rural sector, so that it has a better starting position for development.
However, it was also suggested that subisidisation of the state-owned enterprises
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must be reduced, as it skews resource allocation. building infrastructure that
will make rural areas more attractive to investors and that will allow goods to
be transported to the customers are more likely to bring long term benefits to
the less developed inland regions in China.
Trade policies have also been considered in the theory. They have shown
that export promotion is the first best policy before free trade. However, in
reality this option will become more and more difficult to implement under the
regulations of the World Trade Organisation. This has some positive effects.
Production is no longer distorted by policy makers and state-owned enterprises
(SOEs) lose their monopoly in trade. The prices for imports into the country
are reduced. However, prices in the rural sector also fall. This affects the
rural sector negatively, but coupled with rural industrialisation this should
only be problematic in the short term. Further, with increased international
trade unemployment is expected to rise, because firms have to compete on the
international market. However, the negative effects have only affected some
areas of the economy, while others have benefitted. Thus, it is expected that
those regions that have initially lost out will be compensated by the additional
gain in the long run.
Spatial considerations are responsible for rising regional inequalities. Although
fiscal decentralisation as practised in China has many benefits, such as the incentive it gives local governments, it also exacerbates regional income inequality.
Regions that have a comparative advantage in manufacturing due to location and
other factors, are generally more wealthy than agricultural provinces. However,
in order to attract foreign investment, they will also receive a larger share of
government revenue. Poorer regions, on the other hand, lack the production
sights, as well as the government revenue to encourage and build them. The
theory and evidence cited above showed that the division between regions is due
to limited capital mobility, regional self-sufficiency and regional segmentation in
product markets. Therefore, government revenue ought to be better distributed
among regions to reduce regional inequality. This will also help to curb migration
and keep urbanisation rates in check. Thus, urban and rural areas would benefit.
Altogether, China’s reforms are still characterised by a dual track approach. This
is due to the political decision making process in China. Urban vested interest
groups are strong. The managers and workers of the SOEs have a large voice in
the formation of government policies, because there are generally members of
the Communist party. Rapid privatisation of SOEs would have led to high urban
unemployment, as surplus labour in the firms would have been made redundant.
Without a social security system, many would have fallen into absolute poverty.
Thus, the SOEs were only reformed slowly. Disallowing urban enterprises to
employ as many rural migrants also benefitted urban labour, who remained in
employment, although they received higher wages. For the rural sector, on the
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other hand, it would be preferable to abolish these quotas to relieve it of its
surplus labour. However, interest groups in China, especially in the rural sector,
are not organised to a great extent yet. Labour unions only play a small part
on the political stage. Thus, finance and party membership are still the driving
forces for affecting policy makers, and corruption remains to be a big problem.
Even then the Chinese government cannot always be influenced. Although it
is interested in foreign investments, it is not willing to grant foreign investors
all their demands. These aspects will have to be looked at in greater detail in
theory and practice, when China’s non-governmental institutions and lobbies
have become more developed. This is likely to happen with greater economic
development and wealth.
Next to developing the reform process further, it is important to take stock.
Much has been happening in the Chinese economy in the last two and a half
decades. Government regulations in all areas of life have been reduced or
lifted. Economic growth, gross domestic product and living standards have
increased sharply, even though the benefits have not yet spread to all areas of the
country. More freedom has been granted to the Chinese people, although many
personal choices are still restricted and rural labourers are still discriminated
against. Many improvements in freedom of speech could be observed in China
since economic reform. The number of newspapers has risen sharply and
journalists can now cover general events of interest, such as economics and
foreign affairs. Chinese policy makers have realised that the Chinese producers
and consumers can only contribute to economic growth, if they can make
educated transaction decisions. Although the Communist Party still does not
allow journalists to express a direct negative opinion of the government, corruption cases, even if they involve party officials, may be covered at the local level.
Now the path for the future has to be laid. It is essential to coordinate
government policies of migration, labour market reform, and trade liberalisation
measures. In order to make a success of the economic reforms, Chinese policy
makers also have to use macroeconomic tools, such as the money supply and
interest rates. The policies are less costly and show rapid results. Further,
individual property rights must be strengthened in order to improve conditions
and to increase employment opportunities in the non-state sector. As was shown
above, many investors are worried that their property may be taken way from
them. These fears are not unfounded. In the name of development, many urban
residents were only marginally compensated for their expropriated houses and
many rural residents lost their land to government projects.
There is a cycle of leadership of countries in the world. Until the 15th century,
China had the highest income per head and was the technological leader. Then
it was overtaken by Europe in GDP per person, although it remained one of
the largest economies until the middle of the 20th century. By 1950 its share of
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world output was less than five per cent. With further economic reforms, China
may develop into the fastest growing economy ever. In ten years time it could
be the biggest importer and exporter, and it may even become a larger economy
than the United States.
Governments will always have to rely on economic models to guide them in their
policy choices. It was proven that the Harris Todaro model can help them to
decide which policies to implement. However, chapter 2 has shown that the
theory could be improved. The model gives little idea on how policy packages
could be funded. Further, environmental concerns are not included in the model
at all. More policy options could also be added to give policymakers more
choices, as long as their inclusion would not make the calculations too complex.
As it stands, the model can give a good guideline to policymakers. Note that the
applicability to the Chinese economy does not imply that it will work for other
developing countries, as well. Although the evidence in chapter 3 showed that
the preconditions are given in many countries, individual empirical studies have
to be carried out for them.
It remains that developing China and other poorer countries is of great importance for reducing poverty levels in the world. China, Bangladesh, India,
Indonesia and Pakistan make up about half of the world’s population and have
an even greater share in the number of unskilled labourers in the world. This can
only be done by introducing adequate policies to relieve the poor and to allow
entrepreneurship to flourish. The analysis of the Harris Todaro model has shown
that it can only give limited guidance in this respect. Some of the policies have
been introduced in the past. Subsidies were granted to state-owned enterprises.
Tax incentives were introduced to attract foreign investors. The theory suggested
that now policymakers should focus on more promising ventures. Supporting
private entities and encouraging investments in the rural sector were shown to
be policies, which bring better growth prospects. One incentive for investors is
already given in the lower wages that persist there. However, these will increase
in the long run, as more firms move into the hinterland. Thus, wage differentials
will also be reduced. Most important, the Chinese people have to be given
more freedom in making their production and consumption choices according
to market forces rather than government plans. In the future as the economy
becomes more developed, when labour market segmentation is reduced and
when enterprises are free to flourish, other models will be better able to explain
developments in the Chinese economy. For now it can be concluded that the
Harris Todaro model is able to give a good foundation for the government to
implement those policies that are beneficial for China and its people.
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Table A.1: Regression Results 1

Table A.2: Regression Results 2
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Table A.3: Regression Results 3

Table A.4: Regression Results 4
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Unit Root Tests

Table A.7: Unit Root Test for Migration

A.3. UNIT ROOT TESTS

Table A.8: Unit Root Test for the Urban Wage Rate

Table A.9: Unit Root Test for the Rural Wage Rate
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Table A.10: Unit Root Test for the Urban Informal Wage Rate

Table A.11: Unit Root Test for Unemployment
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Table A.12: Unit Root Test for Private Sector Firms

Table A.13: Unit Root Test for Foreign Direct Investment
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Table A.14: Unit Root Test for Township and Village Enterprises
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Heteroscedasticity

The regressions from appendix A.1 are repeated here, each with White heteroscedasticity consistent standard errors and covariance.

Table A.16: Regression Results 1 with White Heteroscedasticity

Table A.17: Regression Results 2 with White Heteroscedasticity
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Table A.18: Regression Results 3 with White Heteroscedasticity

Table A.19: Regression Results 4 with White Heteroscedasticity
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Table A.20: Regression Results 5 with White Heteroscedasticity
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