Policies for equity help sustain China’s growth

…and its poverty-reducing power
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Equity, by which is meant the equality of opportunity in society, is complementary to the pursuit of long-term prosperity. This means that fair societies, in which access and opportunity are widespread, are more successful in achieving long-term prosperity. Governments can promote equity by providing equal access to public services and by removing barriers that prevent equal access to credit, land and other productive resources. These are some of the central messages emerging from work on the 2006 World Development Report, an annual World Bank study to be published in September.  


What does this mean for China? China’s sustained economic growth of almost 10 percent a year for a generation has outpaced all the world’s major economic regions and countries. It has made tremendous strides towards reducing poverty, helping to lift 400 million Chinese out of extreme poverty since 1981. At the same time, income gaps between rural and urban areas, between coastal China and interior regions, and between households in the same community have significantly widened. While poverty has fallen from 52 percent of the population in 1981 to just eight percent in 2001, income distribution has become less equal.  The ratio of richest ten percent of the population to the poorest ten percent has increased over this period from 6.8 to 18.4, less equal than the United States and Russia today. 


Rising income inequality is now a central concern of China’s senior policymakers, and lies behind recent initiatives to assist lagging interior provinces and the North-Eastern provinces whose industrial competitiveness has been severely eroded.  It also inspired new policies to help the elderly and the vulnerable poor, such as China’s means-tested urban dibao system of income support. Steps to abolish rural taxes and subsidize grain production are motivated by concern over rising urban-rural income disparities. The emphasis on achieving an ‘all around xiaokang society’ recognizes the need for wider sharing of the benefits from China’s newly-gained prosperity.  


China’s rising income inequality should be put in the right perspective. First, if one corrects for differences in the regional cost of living, income inequalities are less steep. Second, part of the rise of inequality arises because people are now paid for benefits they used to receive in-kind, such as housing. Including these benefits in salary increases the measured, but not the actual inequality. Third, and most important, with China’s opening up and reforms, economic opportunities broadened and people were increasingly rewarded according to their productivity rather than highly equal but low administratively set pay.  This vastly improved incentives for individuals to pursue material improvements for themselves and their families, and has been key to China’s growth.


China’s rural reforms are an example. The move to the household responsibility system in the early 1980s allowed farmers to produce for themselves, which quickly expanded income opportunities and production. Under the former gongfenzhi system, all farmers’ wages were virtually equal regardless of effort. Farmers were uniformly poor and had few incentives to work. Equality in outcomes was achieved at the expense of serious efficiency loss, skills were not adequately rewarded, and the opportunities facing most workers were severely limited. By contrast, the expansion of Township and Village Enterprises, along with the opening to international trade and foreign investment, have further expanded the economic opportunities for most Chinese.     


China may be a good example to illustrate that economic efficiency and improvements in equity can be complementary. China’s economic and social transformation over the last 25 years has led not only to growth and material improvement, but also to a major expansion of access to land, to credit and to entrepreneurial opportunities for the vast majority of people. It would be a misreading of the process of change in China to characterize it as “inequitable” solely because income inequality has increased.  Indeed, equity was increased by giving economic opportunities to a large number of citizens who had none before.  


Of course, not all social and economic transformations have been unequivocally good. In some cases, there has been a trade-off between equity and growth. Clearly, the household registration system limited rural people to benefit from the rapid income gains that urban China experienced since the mid-1980s. The heavily capital-intensive development path that China has followed has meant that those with industrial jobs in the cities, have been highly productive and therefore better paid. And the coastal development strategy, while instrumental for promoting overall growth, likely contributed to regional inequalities. Deng Xiaoping recognized this in his statement that “Some may get rich first,” and led to some people having more opportunities than others.  


In some instances this process was not only inequitable but was bad for growth and efficiency. Corruption and the prevalence of personal connections in investment opportunities are unfair, and have resulted in inefficient allocations of resources.  Inequality of opportunity reduces efficiency in two ways; it denies opportunity to hard-working people, reducing their potential level of achievement, and it can steer resources to undeserving people, also lowering resource productivity. International evidence shows that over the long term, fair and transparent allocation processes help sustain growth. 


International experience also suggests that governments should seek a reasonable degree of equity between individuals. Failure to do so can lead to social and political instability, which retards growth. Large inequalities also undermine the social consensus needed to pursue reforms to increase efficiency and growth.  Moreover, inequity tends to persist over time, hampering future development.  For example, kids from poor rural households are less likely to graduate from school than those in wealthier urban neighborhoods, even if they are equally capable. This loss is not just a personal tragedy; it is a loss to society at large. China’s recent history of development success teaches us that courage, entrepreneurship and leadership, in a market environment, can achieve remarkable results that benefit the vast majority of people.  


China’s government has already started to address, in a variety of ways, those inequities that could undermine growth and efficiency. It is seeking to ensure equal access to public services across regions, and pursuing policies to counter-balance revenue disparities by increasing transfers to poor regions unable to finance local public services.  The government has also put fighting corruption among its highest priorities, and has initiated ethical renewal among cadres. Government is further seeking ways to increase access to credit, for example through raising interest rate limits—a step that could productively be expanded to rural financial institutions. Investing more in public health, health insurance, and education services will also expand the opportunities for those too poor to pay school and hospital fees. Finally, steps to reduce internal migration controls, if matched by expanded social and infrastructure services for migrants, will remove a major barrier to equal opportunity for all Chinese. These laudable steps help to favor both growth and equity, and hence favor the poor in their efforts to climb out of poverty.  
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