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1 Introduction

It is arguable that the most important event in the world economy in recent decades
has been the rise of China, from being poorer than sub-Saharan Africa at the start
of economic reform to being an economic superpower today. That rise remains
under-researched. Moreover, the great structural changes which accompanied
economic growth require examination. In this case, the five published edited
volumes that have resulted from the nationally representative China Household
Income Project (CHIP') surveys have been a major source for understanding the
effects of economic growth on such issues as the labour market, poverty, and
inequality (Griffin and Zhao, 1993; Riskin et al., 2001; Gustafsson et al., 2008; Li
et al., 2013; Sicular et al., 2020, and issue 1 of the journal China & World
Economy, 2022). The research based on CHIP has reached not only those who
read texts in English but also Chinese language readers. Regarding the latter,
papers have been collected in no less than twelve volumes (Li and Zhao, 2020).

These periodic surveys, conducted for the years 1988, 1995, 2002, 2007, 2013,
and 2018, provide a great opportunity to trace this remarkable transformation. Not
only did they have much design and information in common but also the
surveyors adapted their questionnaires as the economy and therefore research
questions evolved. This series of research-motivated surveys over a period of
thirty years is unique for China and probably for the developing world.

1.1 CHIP by CHIP

The six CHIP surveys, spanning thirty years of headlong growth and transform-
ation, permit a detailed examination of many important aspects of a country’s
economic development. The CHIP surveys each contains much common infor-
mation about China’s households and their income over time, but also on China’s
economic and social transformation. The combination of rapid economic growth
and movement from a centrally planned to a market economy makes China the
most interesting economy in the world. The connected but developing series of
CHIP nationally representative surveys makes its evidence an ideal vehicle for
understanding the evolving economy and society. The CHIP also provided inspir-
ation for other efforts to collect economic information from households in China
and thereby research based on it. Two close followers are the volumes edited by Li
and Sato (2006), which focused on urban China, and by Gustafsson, Hasmath, and
Ding (2021), which analysed ethnic disparities.

! Further information on CHIP can be found in the Appendix of this book.
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The remaining paragraphs of this section explain how CHIP began, and what
the first survey attempted to achieve, and how the questionnaires changed as the
economy and society developed.

In 1988, microeconomic information on Chinese households was sadly lack-
ing. The Institute of Economics of the Chinese Academy of Social Sciences
initiated a new national survey, funded from local and foreign sources, to be
designed and analysed by Chinese and foreign scholars. Being a sub-sample of
the national survey of the National Bureau of Statistics (as it is now named), it
drew on the NBS data but added many new questions with research hypotheses in
mind. The main objective of the first survey was to obtain an accurate picture of
household incomes in this still partly planned but marketising economy.

Subsequent surveys differed in objectives and in information. It was
important to examine changes over time, so required the same set of questions
in each survey. However, the emergence of new issues required new questions
and new hypotheses. For instance, privatisation, urbanisation, rural-urban
migration, diminishing poverty, increasing inequality, accumulating wealth,
and new policy interventions, each needed attention. Beyond the core ques-
tions, the CHIP surveys evolved to answer the new questions.

1.2 Issues and Questions

Much of the analysis of this Element is closely related to, and largely caused by,
China’s remarkable economic growth over the thirty years. Without such rapid
growth, our story would be very different. It is therefore important to understand
from the outset how and why the economy has grown so rapidly. That is our first
objective.

To what extent can the growth rate be explained by the sort of econometric
analysis that economists conventionally use? What role does China’s particular
political economy play? How have incentives been harnessed in the pursuit of
economic growth? What role did the great structural changes — including
privatisation, trade, and industrialisation — play in both contributing to and
resulting from economic growth? These are the questions which we attempt
briefly to answer in Section 2. This section differs from the others in that it
necessarily relies on macroeconomic and other evidence rather than the micro-
economic household-based evidence provided by the CHIP surveys.

In 1988, workers in rural China were mainly self-employed farm workers,
restricted in their mobility from the village. In Section 3, we take a close look at
the development of employment in rural China from 1988 to 2018. We ask: why,
when, and how rapidly did the flight from agriculture into wage employment
and self-employment occur? What characterises those who are wage earners or
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self-employed and not farmers? Did the move increase income? Have the
income consequences changed as more and more people moved out of farming?

In 1988, workers in urban China were employed in an administered labour
system, with barely any scope for market forces to operate. By 2018, a great
many rural sukou holders were wage-employed as migrant workers, involving
‘the greatest migration in human history’. Most urban workers were now
employed in competitive labour markets, although marketisation was by no
means complete. There had been a vast change in the allocation, use, and
remuneration of labour. How did this transformation come about?

How could labour market reform be achieved in the face of vested interests and
the need for coordinating various interacting reforms, such as financial, enterprise,
and housing reform? To what extent did the wage structure reflect the productivity
of workers? Did the emergent labour market nevertheless remain segmented in
various policy-related ways? These questions are the subject of Section 4.

Throughout the twentieth century, China was a labour surplus economy par
excellence. The remarkable growth of the economy, and in particular the urban
economy, required a great influx of labour into the cities and towns. The influx
was accentuated by the slow growth of the urban-born labour force. There are
now a very large number of rural persons working in urban locations.”

China’s progress can be gauged against the famous Lewis model of a dual
economy, in which economic growth occurs through the transfer of labour from
the low-productivity rural (traditional) sector to the high-productivity urban (mod-
ern) sector at a market wage held down by surplus labour. Eventually, rural-born
labour becomes scarce, migrant wages and rural incomes rise, and the economy
moves from the classical to the neoclassical stage, in which the fruits of economic
development become more widely spread. Between the two stages is a turning point.

The Lewis model has huge implications for the alleviation of poverty and the
reduction of inequality. It is an important question: has China passed the turning
point? Is the transfer of labour from rural to urban China and the ensuing
tightening of the labour market the reason why the Gini coefficient of household
income per capita rose throughout our period until about 2010, since when it has
remained fairly stable? These are the key questions posed in Section 5.

During the planning epoque state-owned enterprises provided income support
and heavily subsidised housing for urban workers and their household members.
Urban households typically did not pay any income taxes. In contrast, members of
the rural households, at that time predominantly farmers, had no access to social
security benefits but had to pay taxes. Those situations have changed as China has
taken steps towards a market economy. For example, the government has come to

2 . . . .
For issues on measuring the number of rural to urban migrants, see Section 5.2.
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take a much more active role in regulating and providing pensions and, more
recently, has done this also for rural households. In Section 6, we take a fresh look
at how the redistributive effect of public expenditures and revenues in China
changed from 1988 to 2018. This we do for China as a whole and also separately
for households living in rural and urban areas.

In Section 7, we turn our interest to income inequality and wealth inequality
during the period from 1988 to 2018. We ask: how have these inequalities
changed over the three decades of institutional change and rapid economic
growth? We are interested in changes in the inequality of the two distributions,
and particularly in how the urban to rural income and wealth ratios have contrib-
uted to income inequality and wealth inequality. As a guide to understanding, we
also ask whether changes have differed during various sub-periods.

We continue to look at how income is distributed across households in Section 8,
but from two other angles. One is from the perspective of inequality of opportunities
(IOp). This approach requires that measures of income inequality be separated into
two parts: one that reflects inequality for which the individual should be held
responsible and another due to factors beyond the individual’s control. We report
one attempt to quantify the two parts and this for the period 2002—18. Section 8§ also
focuses on people with lesser means: China’s income-poor. We use official criteria
to assess how the rural poverty rate changed from 2002 to 2018. However, when
many households in urban China are approaching a standard of living prevailing in
high-income countries, criteria for defining poverty similar to those used in such
countries will become relevant. What consequences will this have for mapping the
extent and profile of relative poverty among urban people?

When the Chinese Communist Party (CCP) came to power at the end of the
1940s, the new government brought ambitious ideas influencing policies
regarding social rights for women, particularly those living in urban areas.
The new government also had higher ambitions than the previous one regarding
the situation of ethnic minorities. In Section 9, we look closely at how inequality
along those two dimensions of the population has developed since the end of the
1980s. We ask: has the gender wage gap in urban China increased since the
introduction of economic reform in the 1990s? If so, how can this increase be
understood? On average do members of particular ethnic minorities have a less
favourable economic outcome than do members of the Han majority?

As the Chinese economy has grown so rapidly, one can expect that an
increased number of people now live lives similar to those in high-income
countries. In Section 10, we examine the number and proportion of people who
live in households, that, if they lived in EU countries, would be considered
neither poor nor very well off? Where do those members of the middle class live
and to what extent are they wage earners? Are people who grew up in urban
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China more likely to be middle class than those who were rural-born, particu-
larly those who have not migrated to an urban area? This new phenomenon has
implications for market size and structure, but also sociopolitical implications.
Finally, the contents of the various sections are summarised in Section 11.

1.3 Objectives and Methods

Our objective in this small volume is to provide a readable account of the
remarkable effects of economic growth and transformation on China’s house-
holds, drawing in particular on the evidence to be derived from the six CHIP
national household surveys. The emphasis is on interest and understanding. The
Element draws on the results of many technical or rigorous sections in the CHIP
volumes or journal articles based on CHIP, several written by us. We assume
that our readers are more interested in the main results rather than the methods
by which they were obtained.

In addition to answering the many specific questions listed in Section 2, we
shall — if and where appropriate — consider three general questions. First, why did
China’s progress on these issues differ from that of other comparable countries?
Second, how do we contribute to the literature on China’s progress? Third, how
do we engage with controversies, for instance arising from different data sources?

We three authors are jointly responsible for this Element as a whole.
Nevertheless, there has been some division of labour, corresponding to each’s
research interests and research publications. Thus, John Knight has taken the
lead with Sections 2, 4, and 5. Bjorn Gustafsson has done so with Sections 3, 9,
and 10. He and Meng Cai have jointly written Sections 6 and 7, and Meng Cai
has taken primary responsibility for Section 8. All three of us have equally
contributed to the Introduction (Section 1) and the Conclusion (Section 11).

2 Why Has China Grown So Fast?
2.1 Introduction

The transformation of China’s economy and society over the economic reform
period is primarily due to its rapid rate of economic growth, and to the various
factors that made it possible. We draw on the book China s Remarkable Economic
Growth, which attempted to explain why China had grown so fast (Knight and
Ding, 2012). The annual growth rate of real gross domestic product (GDP) in
China averaged 10.2 per cent in the decade 1980-90, 10.6 per cent in 1990-2000,
and 10.3 per cent in 2000—7. Even after the global financial crash, China’s growth
rate was relatively unaffected, averaging 8.9 per cent per annum over the decade
2007-17. China is unique among large economies in maintaining very rapid
growth for forty years.
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The dramatic rise of China over such a short period of time is arguably the
most important recent economic event in the world economy. It poses questions
that deserve to be answered. Why did it happen? How did it happen? Can it
continue? Does its experience carry lessons for other countries? Can the
conventional empirical approach of economists to economic growth provide
satisfactory answers? Are the underlying causes of growth, which in turn
explain the variables that economists can measure, no less important? These
questions are the subject of this section. They set the stage for our analyses of
economic growth’s socio-economic consequences to come in later sections.

2.2 Econometric Approaches

The approach to economic growth that economists conventionally adopt is by
means of growth models and growth empirics. It was possible to analyse
China’s economic growth by means of a cross-country panel data set.’ The
actual annual average growth rate of China’s real output per worker over the
period 1980-2004 was 7.2 per cent and the predicted growth rate 6.7 per cent,
a similarity which is reassuring. Comparing China with sub-Saharan Africa, the
difference in predicted growth rates was 5.6 per cent. Capital accumulation
accounted for no less than 54 per cent of this difference. Other contributions
came from China’s slower population growth, higher level of human capital,
conditional convergence gain, and more dramatic sectoral change.

A second exercise provided an explanation of growth rates across China’s
provinces. Estimates of the contribution of total investment and its components
show powerful positive effects. Physical capital formation was the main
explanation for the variation in provincial growth rates. The coefficient on the
total investment/GDP ratio implies that a 1 percentage point rise in that ratio is
associated with a 0.2 per cent higher growth rate of GDP per capita, and in the
case of capital formation classified as ‘innovation investment’, the growth rate
rises by 0.3 per cent per annum. Human capital was also found to contribute to
growth at the secondary level and, especially, at the tertiary level. For instance,
a 1 percentage point increase in higher education enrolment expressed as
a proportion of population, when properly instrumented, leads to higher GDP
per capita annual growth of 2.8 percentage points. This important contribution
can be explained by the remarkable neglect of higher education, and consequent
scarcity of tertiary graduates, throughout the first two decades of economic
reform.

* The methodology was to apply the panel data system GMM estimator to the augmented Solow
model in order to investigate causal relationships (Knight and Ding, 2012: ch.4).

4 Cross-province panel data system GMM analysis was used to estimate informal growth regres-
sions (Knight and Ding, 2012: ch.6).
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Rapid growth has involved a great structural transformation of the economy:
a closed economy became an open economy enjoying the benefits of China’s
comparative advantage; there was a relative expansion of the private sector and
contraction of the state sector; a great transfer took place of labour from
agriculture to industry, from rural to urban activities. In each case, resources
were transferred from a less to a more productive sector. Knight and Ding
(2012: ch. 7) examine the contribution that these three forms of structural
change made to its growth rate:> All three prove to be important, and when
their full effect on China’s growth rate is combined in a single equation, they
sum up to no less than 4.1 per cent of GDP per annum.

Prior to economic reform, China had an extremely closed economy. It began
to move in the direction of a genuinely open economy in the 1990s: the nominal
tariff was 43 per cent in 1992 and 17 per cent in 1999. The prospect of WTO
membership, achieved in 2001, was a powerful motivating factor. China was
now able to exploit its great comparative advantage in unskilled labour-
intensive manufactures. The trade to GDP ratio was 10 per cent in 1978 but
as high as 72 per cent in 2008. The estimates indicate that a 1 per cent rise in
a province’s growth rates of international exports or imports raises its growth
rate of GDP per capita by 0.2 per cent and 0.1 per cent, respectively. More trade
raises economic efficiency via the improved resource allocation, technology,
and competition that openness can bring.

The distinguishing feature of China’s institutional reform was the emergence
of new forms of ownership, and this emergence serves as a proxy for other
institutional reforms that accompanied it. Privatisation and new private firms
expanded the private sector rapidly, and the greater share of private ownership
in enterprise production raised productive efficiency. For instance,
a | percentage point fall in the state share of (constant) industrial output raises
the growth rate of GDP per capita by 0.03 per cent and a 1 percentage point rise
in the private share raises it by 0.04 per cent. The private sector, with its
incentives for profit and thus for economic efficiency, has been the institutional
driving force in China’s growth.

It is particularly interesting to quantify the contribution of sectoral change to
the growth rate. Knight and Ding (2012) find that the effect of labour realloca-
tion on growth is greater the higher is the average productivity in non-
agriculture relative to agriculture, and that a 1 percentage point rise in the
growth rate of the ratio of industrial output to total output in a province raises
its growth rate of GDP per capita by 0.2 percentage points. Industrial growth

> The authors again use the cross-province system GMM estimator, developing the baseline
equation one variable at a time (Knight and Ding, 2012: ch.7).
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makes a powerful contribution to China’s economic growth through improved
sectoral allocation and externalities specific to industry.

2.3 The Underlying Causes

An understanding of this remarkable success requires an analysis not only of
the ‘proximate’ determinants of economic growth outlined above but also of the
‘underlying’ determinants, which may be more important. Even in 1988, at the
start of our study period and after the rural reforms of the early 1980s had raised
rural incomes, China was still extremely poor. Although currency exchange rates
can be misleading guides, in that year China’s GDP per capita was only 43 per cent
that of sub-Saharan Africa. It is likely that people in China were poorer on average
than those in black Africa. Under central planning the economy had suffered from
bad policies and lack of incentives for economic efficiency. When the economic
reformers within the CCP acquired power in 1978, they recognised that it was
unpopular and had lost political legitimacy, which they tried to restore through
rapid economic growth and rising living standards. They embarked on a reform
programme that was efficiency-enhancing and interest-compatible.

The first decade was largely one of rural reform. The de-collectivisation of the
communes and restoration of household production provided incentives for effort
and investment, and permitted an explosion of township, village, and private
enterprises that met the demand that the urban state-owned enterprises (SOEs)
had neglected. It was ‘reform without losers’. The second decade involved several
simultaneous urban reforms that overcame vested interests and created markets,
developed a private sector, and accepted a relative decline of the state sector. After
China’s entry into the WTO in 2001, there was a great expansion of export-led GDP.

It is arguable that throughout the reform period the authoritarian leadership
has been most concerned with the need for ‘social stability’, and that the most
important policy to maintain social stability, and so to keep the CCP in power,
was to achieve rapid economic growth, and to place this objective above all
others. As the political constraints on economic reform were overcome, China
gradually became a ‘developmental state’ (Knight, 2014). We define
a developmental state as one in which government accords the highest policy
priority to economic growth and adopts institutional arrangements and incen-
tive structures which will promote that objective. In China, political control is
centralised but economic management is decentralised. This creates a classic
principal-agent problem. Central government aims to solve the principal-
agent problem by creating incentives for officials at all levels of government
to pursue its own economic objectives. These objectives have primarily been
the achievement of rapid economic growth.
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There have been three forms of incentives: the system of state appointments,
local fiscal powers for revenue retention, and powers of patronage. There are
promotion and demotion arrangements at every level of government, which
determine every state official’s career path. Each level of government controls
personnel at the level immediately below. Evaluation has been based on per-
formance in achieving state objectives and targets, in particular economic
growth in the relevant jurisdiction. These performance criteria convert many
bureaucrats into entrepreneurs. There is evidence, surveyed in Knight (2014:
1339-40), that the personnel incentive system is effective. The decentralisation
of fiscal responsibility and power means that local economic development
benefits local revenue and thus local government expenditure. A web of patron-
age enables officials to get the loyalty and support of subordinates. Patronage
extends beyond the state sector because private businesses have to maintain
good relationships with government and party officials. The power of patronage
stems from hierarchical control — the right to grant permissions and refusals —
over much of the economy.

The evidence highlights the great importance of huge capital accumulation for
China’s rapid economic growth. The total investment to GDP ratio was as high as
30 per cent in the early years of reform, rising to 40 per cent in recent years
(Knight and Ding, 2012: Figure 1). How and why was investment so high? Such
an investment rate would have been unsustainable without a matching saving rate.
There are several evidence-based explanations (surveyed in Knight and Ding,
2012: 160-5) of the very high saving, one of which is the difficulty of households
and private businesses to obtain credit. The rate of return on capital was initially
high and rose over time, assisted by rapid total factor productivity growth and
abundant cheap, disciplined labour. Entrepreneurial expectations of rapid growth
were important for high investment. The developmental state was crucial.
Bureaucrats were rewarded for promoting investment and private business
could take investment decisions confident that growth policies would be pursued.
The Chinese economy has been in a virtuous circle with sustaining feedback
effects. High investment contributed to rapid economic growth, and rapid growth
then produced buoyant expectations, which in turn elicited high investment.

2.4 China’s Future Economic Growth

China’s economic growth rate has begun to slow down, being 6.1 per cent in
2019. This reflects in part the movement towards full employment of labour and
other resources. The labour force was now shrinking and labour costs were
rising rapidly. It became increasingly important to improve the efficiency of
resource use. The slowdown also reflects the forces of growth convergence that
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are evident in many countries as they develop: rapid capital accumulation began
to cause diminishing returns to capital and lower expected returns to invest-
ment. Moreover, it is likely that the growing trade tensions and geopolitical
competition of recent years has deterred some investment.

Higher education enrolments increased almost sixfold between 1998 and
2008 (Knight et al., 2017). This expansion and also public support for R&D,
patenting, and innovation — by moving comparative advantage towards more
skill- and technology-intensive products — might delay the deceleration of
growth that is predicted on the basis of international experience.

The growth rate might suffer from a negative shock, for instance, a financial
crash resulting from its immature financial system or a loss of investor confidence
owing to social instability. The housing bubble that has emerged in recent years
carries the threat of a collapse in house prices and of the heavily indebted property
developers. There is evidence that happiness (i.e. subjective well-being scores)
has not risen despite the rapid growth of household income per capita (Knight and
Gunatilaka, 2011; Knight, Ma and Gunatilaka, 2022). and that economic growth
has involved a societal cost (Knight, 2016). China’s economic governance
institutions can generate corruption and rent-seeking. According to the World
Governance Report (World Bank, 2018), in 2018, among more than 200 countries
China was in the 8th percentile (from the bottom) on “voice and accountability’,
and in the 46th percentile on ‘control of corruption’. Rapid economic growth has
taken its toll of the environment. China’s remarkable growth rate up to now
cannot be extrapolated into the future with any confidence.

2.5 Conclusion

The empirical analyses provided results that are important for understanding
China’s remarkable economic growth. In particular, capital was accumulated
very rapidly, and this involved great structural transformation, from a closed to
an open economy, from state to private production, and from agriculture to
industry. Each of these transfers meant higher productivity and thus contributed
to the growth rate.

These are the proximate determinants of economic growth but the underlying
determinants are also crucial. China’s political economy required rapid growth
in order to maintain social stability, which in turn required incentive structures
at all levels of government towards that objective. This developmental state
created a self-sustaining virtuous circle of economic growth.

It is interesting to contrast China’s successful experience of opening up its
economy with that of many other countries in the developing world, which
instead experienced de-industrialisation and poor economic performance. The
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explanation is to be found in China’s powerful comparative advantage in
relatively unskilled labour-intensive products together with the other factors,
listed above, that contributed to China’s industrial success. This combination
was generally lacking in other countries whose governments attempted to open
up their economies. There are reasons why recent policies might delay the
deceleration of China’s growth that can be expected from international experi-
ence. However, various threats could break the virtuous circle that has main-
tained rapid growth up to now.

Other developing countries might wish to emulate China’s economic growth
success by creating a similar developmental state. They should be aware,
however, that it might come at a cost to society: authoritarian governance can
involve a lack of accountability with potential for socio-economic ill-effects.

3 Rural Development: From Being Farmer to Work as Wage
Earner or Self-Employed

3.1 Introduction

In this section, we will look in more detail at development in rural China. The
economic history from the introduction of the People’s Republic in 1949 was first
a story about strong influences from the Soviet Union. Private ownership of land
was abolished, and user rights were handed over to its cultivators. This was
followed by collectivisation and thereafter the establishment of Peoples
Communes. China’s development policy, at that time, created a very large division
between the, by size, minority population in the cities and the majority in the rural
areas. Those two categories were separated by the sukou system, which registered
all inhabitants as either urban or rural. The development strategy of the People’s
Republic meant promoting growth of industries in urban areas, while the rural
population had to deliver agricultural products at very low prices. (Knight and
Song, 1999) Unlike urban residents, rural inhabitants had to fund their housing and
health care by themselves. Rural inhabitants also had to pay fees for basic educa-
tion, and they did not have access to pensions and other social insurance benefits.
Thus, the urban population was prioritised at the expense of the rural population.
When the activities of the People’s Communes have been positively valued,
this has related to their providing rudimentary health care and basic education.
However, for many observers in the West it took time to understand the scale of
the mass famine and the excess mortality that plagued rural China from the end
of the 1950s to the first years of the 1960s. In those years Chinese agriculture
was unable to retain enough food to feed the rural population. This fact is
important to understand why China’s economic reforms began in the rural areas.
They started after the death of Mao Zedong in 1976, and soon almost all the
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People’s Communes were abolished. Farmers obtained the right to cultivate
land privately, but not to sell it. The reforms were followed by very rapid
increases in agricultural production as farmers responded to the new incentives.

Another very important change during the first reform years was that rural
people were given opportunities to look for income-rewarding activities outside
agriculture. Some could find employment in the Township and Village
Enterprises (TVEs) that grew rapidly. An alternative was to start small enter-
prises in, for example, trade, transport, or services. Other new job opportunities
could be found in the cities. Stimulated by the very large wage differences,
many rural people rushed to the cities. As it was (and to some extent still is)
difficult to convert a residence permit (hukou) from rural to urban, most
migrants moved back to their rural origin after a period in the cities.

The great rural to urban migration has had far-reaching consequences for the
size of the rural population. In 1980, and according to official statistics, 80 per cent
of China’s population lived in a rural area. Owing to births and longer lives, the
size of the rural population grew until 1995, when it peaked a