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ABSTRACT 

 

The purpose of this paper is to study China’s income inequality under rapid economic growth. 

Does the relationship between economic growth and income inequality in China follow the 

Kuznets hypothesis? What is the main cause and trend of China’s income inequality? We use 

data which covers the period 1980-2005 to analyze the overall inequality, and data covering 

the period 1980-2002 to analyze the inequality inside rural and urban areas. The derived 

results doubt the validity of Kuznets hypothesis on explaining the relationship between 

economic growth and income inequality in China. Also we derive the trend of China’s 

increased income inequality and find that the urban-rural income disparity is the main cause 

of China’s income inequality.  

 

Key words: Income inequality, economic growth, Gini index, Kuznets hypothesis, urban-rural 

income disparity
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1. INTRODUCTION 

In the beginning of the 1980s, China’s government implemented the reforming and 

opening-up policy, which brought China not only a rapid economic growth, but also a rapidly 

increasing income inequality. With the sustained economic development, the income 

inequality is increasing, and it has become a serious problem in China now. Depending on 

reliable official data, we find that the overall income Gini index rose from 27.5 in 1980 to 

47.0 in 2005; the Gini index in rural area rose from 28.5 in 1980 to 37.2 in 2002; in urban 

area, it rose from 16.9 in 1980 to 31.7 in 2002. On the other hand, based on the famous 

Kuznets hypothesis, economic growth will raise income inequality initially, but the income 

inequality will finally decrease with further economic growth, that is the relationship between 

income inequality and economic growth appears to follow an inverted U-shape. For today’s 

China which maintains a high income inequality, China’s inequality problem is drawing a 

growing concern from Chinese and scholars, and it is worth studying. Starting with this point, 

the main purpose of this topic is to study China’s income inequality under a rapid economic 

growth, and examine the validity of Kuznets hypothesis in explaining the relationship 

between China’s income inequality and economic growth. 

 

For studying China’s income inequality, we have three questions. Does the relationship 

between economic growth and China’s income inequality follow the Kuznets hypothesis? 

What is the trend of China’s income inequality? What is the main cause of China’s income 

inequality? This study will focus on these questions. 

 

We divide China’s economy into urban and rural areas, and analyze the income inequality 

from three aspects: overall income inequality, urban income inequality and rural income 

inequality. This paper makes four contributions. 

 

First, relying on official statistical data which is based on China’s annual national households 

survey, this study estimates the overall income inequality from 1980 through 2005, and urban 
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income inequality and rural income inequality from 1980 through 2002. Based on the 

econometric results, we examine the validity of Kuznets inverted U-shape hypothesis in 

China. Also, we discuss how we formulate the regression models and choose variables. 

 

Second, we graph the Lorenz Curves of China’s income distribution during the past years, and 

analyze the income gap among three groups in China (the rich 20%, middle 60% and the poor 

20%) to present the trend of China’s income inequality. 

 

Third, we analyze the main cause of China’s income inequality. From a perspective of labor 

migration, we conclude that the income disparity between urban and rural sectors is the major 

cause of China’s income inequality. And we show how the urban-rural income disparity 

influences the income inequality under China’s unique situation. 

 

Finally, for indicating the necessity of studying China’s increasing income inequality, we 

argue how China’s economic growth could be affected by the income inequality if the 

inequality keeps a strong trend of increasing in the future. Introducing the perspective of 

Murphy, Shleifer & Vishny (1989), we analyze the effects from an angle of domestic demand. 

Combining the unique situation of China’s economic structure and domestic demand 

perspective, the effect could be harmful to China’s economic growth 

 

Section 2 of this paper is to review some previous literature, and theoretical background. The 

following section describes the data and the data sources. In Section 4, we discuss 

econometric models to estimate overall, urban, rural income inequality separately. In the fifth 

section, we analyze the trend and the main cause of China’s income inequality, and also argue 

how income inequality influences the economic growth in China. In the final section 6, we 

make a summary and present the conclusion.  
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2. REVIEW OF LITERATURE 

In the past decades, many studies have focused on the income inequality and the relationship 

with economic growth, and the research is carried out in different ways. 

 

2.1 PREVIOUS RESEARCH 

The research of Simon Kuznets (1955) laid a foundation of studying the relationship between 

economic growth and income inequality. The main conclusion of his study is that the 

relationship between economic growth level and income inequality is likely to show an 

inverted U-shape. An increasing income inequality arises in the initial stage of a country’s 

economic development, and when a country approaches a further stage of development with 

industrialization, the income inequality will decrease. The inverted U-shape hypothesis 

provides an important direction of studying the relationship between economic development 

level and income inequality. And it has been tested broadly over years. Williamson (1965) has 

collected and cited the studies which generally support the Kuznets inverted U-shape 

hypothesis for nonsocialist economies. 

 

Barro (1998) studied the income inequality from a neo-classical economic growth theory 

perspective. His study presents a negative relationship between the growth speed of the per 

capita income and initial per capita income level that is when per capita income increases to a 

high level, the growth speed will fall. Therefore, income level of poor will approach the 

income level of rich by the influence of the economic development, and the income level of a 

country will converge; the income inequality will decrease finally with economic growth. 

 

But, previous research has not provided an integrated and suitable framework for studies of a 

developing country. H. Oshima (1992) focused on some Asian countries, China was not 

included, and his study showed that even when the developing countries’ economy is still 

predominantly agricultural, a peak of high income inequality appears. The time of the peaks 
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appearing is much earlier than in many Western countries due to Asia’s absence of the first 

industrial revolution in 19th century. N. Lardy (1980) analyzed China’s income inequality in 

early stage, the pre-reform period, but there is little or no evidence that the income inequality 

is growing with a moderate economic growth between late 1940s and mid-1970s. 

 

T. Jian, J. Saches & A. Warner (1996) study the trend of China’s regional inequality by using 

the data from 1959 to 1993. They provide a comprehensive study on the regional income 

inequality of China’s history. They point out that China’ regional inequality during 1952-1965 

shows no sense of converging or diverging; during 1965-1978, the regional inequality 

increased; during 1978-1990, because China’s reform and open-up policy is implemented, the 

rural productivity is strongly raised, and the regional inequality decreased; after 1990, the 

regional income distribution shows a strong trend of diverging. 

 

Zhao & Tong (2000) use Gini coefficient and coefficients of variation to measure the income 

inequality, and study China’s income inequality with four levels: provincial, regional, urban, 

rural. Their conclusion doubts the validity of Kuznets inverted U-shape hypothesis in China 

economy. Yang & Zhou (1999) also take their interest on the validity of Kuznets inverted 

U-shape hypothesis. Their study gives a U-shaped relationship between China’s urban-rural 

income inequality and economic development after the implementation of China’s reform and 

open-up policy. On the other hand, their study highlights the income gap between sectors 

(urban sector and rural sector) as the major factor which influences China’s income inequality. 

Gene H. Chang (2002) had a similar study on China’s income inequality. Measuring income 

inequality with Gini coefficient, the study also stresses the role that income gap between 

sectors plays in the income inequality. Meanwhile, it shows that the income inequality in 

China likely will maintain a high level for coming years. Tsui (1996) uses the data of the 

period 1978-1989, and derives a U-shaped relationship of China’s regional income inequality 

in post-reform period with the per capita GDP which is as a measurement of economic 

development level.  

 

Also, other studies on China’s income inequality, like R. Zhao (1994), Z. Chen (2002), etc., 
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use different indices of measuring income inequality, different methods of calculating Gini 

coefficients, or different data source to measure China’s overall, rural and urban income 

inequality. And similar conclusions are derived: with economic development, after reforming, 

China’s overall, within rural and within urban income inequality is increasing. 

 

From a perspective of the methodology of measuring and studying on inequality, G. Clark 

(1992) summarizes different indices of measuring income inequality, and indices like Gini 

coefficients, Theil index, coefficient of variation, income ratio between the richest 20% and 

poorest 40%, are used to measure the income inequality in his study. X. Wu & J.M. Perloff 

(2004) examine China’s overall, within rural and within urban inequality by using a 

decomposition of aggregate inequality, and measure the inequality by using Gini coefficient 

and mean logarithm deviation (MLD). Using this new methodology, they derive that China’s 

inequality has increased strongly, and income gap between urban and rural is the main cause 

of increased income inequality. By classifying previous literature in this way, some Chinese 

research, like H. Gao (1995), S. Li (1998), etc., use the methodology of Theil index to analyze 

China’s regional income inequality or the inequality between different groups with different 

income levels; on the other hand, some researches, like S. Xiang (1998), Z. Chen (1999), 

analyze China’s overall, within rural and within urban income inequality with Gini 

coefficient. 
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2.2 THEORETICAL BACKGROUND 

2.2.1 Kuznets Hypothesis  

Simon Kuznets (1955) presented a hypothesis in his paper “Economic Growth and Income 

Inequality”. For a country, in the early stage of development, the existence of income 

inequality encourages the economic growth by redistributing the resource to the people who 

save and invest most. It is also hypothesized that “overall inequality will initially rise as 

people move from the low-income (rural) sector to the high-income (urban) sector. Later, 

inequality will fall, as most of the population settles in the high-income, urban sector.” 

(Ximing Wu & M. Perloff, 2004). 

 

 
Figure 1. Kuznets Curve 

The Kuznets Curve shows that the relationship between income inequality and economic 

growth appears to follow an inverted U-shape, with the measure of economic growth on 

X-axis, as GDP, GDP per capita; and the measure of income inequality on Y-axis, as Gini 

coefficient. 

2.2.2 Lorenz Curve and Gini Coefficient 

Max O. Lorenz (1905) developed a theory for describing the income distribution. It presents a 

statement like the bottom x percent households has y percent of the total income. The two 

percentages, x percent and y percent, are presented on X-axis and Y-axis correspondingly. 
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Figure 2: Lorenz Curve 

A perfect equality means that every household in the society has the same income, and perfect 

inequality could be described as that one person has all the income and everyone else has 

none. Lorenz Curve is between them to present the income distribution, and if the Lorenz   

Curve approaches to the perfect inequality line, it means that the inequality increases; the 

converse is that the inequality decreases. Therefore, the Lorenz curve can be considered as a 

measure of inequality. It should be noted that the Lorenz curve must lie below the line of 

perfect equality (the 45 degree line), because if Lorenz curve lies above the 45 degree line, 

“this would imply that the poorer half of the population earned more than half of total income, 

which therefore is more than the richer half could earn.” (G. Clarke, 1992) 

 

Gini coefficient, which is the most commonly used measure of income inequality, is derived 

from the Lorenz curve. In the Lorenz diagram, the area between perfect equality line and 

Lorenz curve equals to A, the area between Lorenz curve and perfect inequality line equals to 

B. The Gini coefficient is then a ratio of A to (A+B), that is a value between 0 and 1. Also, 

Gini coefficient can be derived by doubling the area between perfect equality line and Lorenz 

curve.  

 

Gini coefficient as a measure of inequality of income distribution or wealth distribution is 

used commonly in many studies on inequality. A low Gini coefficient indicates a 

comparatively equal income distribution, while, a high Gini coefficients indicates a 

comparatively unequal income distribution. 
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3. DATA 

This paper relies on the database of the State Statistics Bureau of China (SSB) and World 

Income Inequality Database V2.0c (WIID) of United Nations University- World Institute for 

Development Economics Research (UNU-WIDER). The database of SSB is Statistics 

Yearbook (“Yearbook” henceforth) based on the China’s largest annual households surveys, 

and the reports all published by SSB. The surveys of SSB select the households with a 

two-stage stratified systematic random sampling scheme. One-third households are out of the 

sample and replaced by incoming households each year. 

 

In this paper, real GDP and GDP per capita (GDPPC) are used to measure the economic 

growth level. The real GDP and GDP per capita from 1980 to 2005 are taken as samples. In 

the database of SSB, the entire sample of nominal GDP and GDP per capita is provided, and 

we use the GDP deflator provided by the World Bank Indicator to calculate the real GPD and 

GDP per capita.  
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Figure 3. Real GDP and GDP per capita growth: 1980-2005 (Base year: 1997) 

Source: The State Statistics Bureau of China and the World Bank Indicator 

In the Yearbook, from 1980 to 2004, the yearly income per capita of three different groups, 

which include the group of the highest 20% income level, the group of middle 60% income 

level and the group of the lowest 20% income level, is chosen as sample to observe the trends 

of how the income gap between different groups with different income levels change during 

the 20 years. 
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For measuring the income inequality, this paper chooses the Gini index as the measure which 

is 100 times Gini coefficient. We collect the samples of Gini index from the World Income 

Inequality Database V2.0c (WIID) which covers almost all the countries all over the world. In 

WIID, Gini index which is reported by the Yearbook is estimated by WIDER. In the Chinese 

part of WIID, the database is based on both the surveys of SSB and the surveys of Economics 

Institute of the Chinese Academy of Social Sciences (CASS). 

 

The surveys of SSB cover all 30 provinces in China. In the survey of urban areas, 7962 

households are selected as a sample in 1980. In 1985, the sample size is 24338, and the 

sample size is 35235 in 1989. For later surveys, the samples size is approximately 36000. In 

the survey of rural areas, and in 1980, 15914 households are selected as a sample. From 1985 

on, the sample size is approximately 67000. The 1988’s surveys of CASS selected 10258 rural 

households in 28 provinces (2 rural provinces excluded) in China, and 9009 households in 10 

provinces. The 1995 CASS surveys selected 7998 rural households in 19 provinces and 6931 

urban households in 11 provinces. 

 

In this paper, we select the overall Gini index (Ogini) for the whole country during 1980 to 

2005, the Gini index of urban sector (Ugini) during 1980 to 2002, and the Gini index of rural 

sector (Rgini) during 1980 to 2002.  
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Figure 4. Overall Gini                         Figure 5. Urban Gini and Rural Gini 

Source: World Income Inequality Database V2.0c, May 2008 
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Additionally, for estimating how the overall income inequality is affected by economic 

growth comprehensively, we introduce a control variable into the estimates. Agricultural share 

of GDP (Agr) is the ratio of agricultural product to GDP in each year of 1980-2005.  

 

Finally, we add urban/rural consumption ratio (URratio), as a measure of the income disparity 

between urban sector and rural sector, to interpret the causes of China’s increasing income 

inequality. The data of both the added variables is from SSB. 

 

Table 1: Descriptive Statistics 

Variable Obs Mean Std. Dev. Min Max 
GDP 26 62091.01 41814.56 15152.0 157896.7 
GDPPC 26 5155.369 4082.035 1543.3 12053.8 
Agr 26 0.2239615 0.0676718 0.125 0.333 
URratio 26 3.107692 0.594591 2.2 3.8 
Rgini 23 30.03478 3.537669 23.2 37.2 
Ugini 23 20.82174 4.148818 15 31.7 
Ogini 26 36.16154 6.039674 24.4 47 

Real GDP in 100 million Yuan.  Real GDP per capita in Yuan. 

 

In the aspect of economic growth, real GDP increased from 15152.0 in 1980 to 157896.7 in 

2005 that is a yearly growth rate of 9.4 percent; while real GDP per capita rose from 1543.3 

Yuan in 1980 to 12053.8 Yuan in 2005 that is a yearly growth rate of 8.2 percent. In the aspect 

of income inequality, the overall Gini index (Ogini) decreased slightly in the beginning of 

1980s, then increasd from 24.4 in 1984 to 47 in 2005. Rural Gini index (Rgini) and urban 

Gini index (Ugini) have the similar development. Rural Gini index rose from 23.2 in 1982 to 

37.2 in 2002, while urban Gini index increased more rapidly from 15 in 1981 to 31.7 in 2002. 

 

4. ECONOMETRIC MODEL 

The main objective of this paper is to study how the economic growth level influences the 

income inequality of China, and to examine the validity of Kuznets Hypothesis in China. 
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China is a large country with huge population, but the economic situation in rural and urban 

differs a lot. We divide inequality into three aspects: overall inequality, rural inequality, and 

urban inequality. 

4.1 REGRESSION MODELS 

To examine the validity of Kuznets Hypothesis in China’s situation, we use real GDP per 

capita (GDPPC) as the measure of economic growth level, and overall Gini (Ogini) index as 

the measure of overall income inequality. And, logically, considering whether the growth of 

GDP per capita implies an increasingly income inequality, we add squared value of GDP per 

capita (GDPPC2) to the regression equation, and examine the coefficients. Additionally, this 

variable avoids the linear results of the estimate, which is not expected. 

 

We estimate the following equation: 

2
0 1 2( )t t t tOGINI GDPPC GDPPCβ β β ε= + + +  

However, the regression results (Table 2 in Appendix) shows that the coefficient of 

2( )tGDPPC  is not significant at 90% confidence level. For deriving significant relationship 

between economic growth and overall inequality and obtaining higher R2 value, we set up 

another estimated equation with a control variable. There are a number of variables which are 

related to income inequality, such as agricultural share, education, rate of tax, etc.. Due to that 

China is undergoing industrialization during past 20 years and the lack of data, we just add the 

agricultural share of GDP (Agr) as a control variable into the model. 

 

We estimate the new equation with a control variable; also test serial correlation and 

heteroskedasticity of the equation: 

Equation 1: 2
0 1 2 3( )t t t t tOGINI GDPPC GDPPC agrβ β β β ε= + + + +  

 

Concerning the heteroskedasticity, we take the Breusch-Pagan/Cook-Weisberg test for the 

heteroskedasticity, and with H0: constant variance, the derived F-value is 0.77 which shows a 
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constant variance. Testing autocorrelation of this regression, we derived the Durbin-Watson 

d-statistic value 1.201409 which shows a strong possibility of autocorrelation.  

Table 2.  Breusch-Pagan / Cook-Weisberg test for heteroskedasticity of Ogini 

F (1, 24)= 0.77 Prob > F= 0.3893 

Ho: Constant variance   Variables: fitted values of ogini 

Test for autocorrelation: Durbin-Watson d-statistic (4,    26) = 1.201409 

To response the autocorrelation, first, we calculate the autocorrelation, and derive that the 

maximum lag order of autocorrelation is 7. Then, we take regression with Newey-West 

standard error, which is with maximum lag order of 7, to eliminate autocorrelation (Table 3 in 

Appendix). 

 

Regression 1: Regression with Newey-West standard error, max lag (7): 

2
0 1 2 3( )t t t t tOGINI GDPPC GDPPC agrβ β β β ε= + + + +  

  

Additionally, we focus on the urban inequality (Ugini), and rural inequality (Rgini) of China. 

Because the SSB does not separately provide the data of per capital GDP in rural and urban 

areas, we will use GDP as the independent variable of measuring economic growth level to 

estimate urban and rural income inequality. However, in order to obtain the significant 

coefficients, we will use the log value of GDP. 

 

We regress the following equation, simultaneously test heteroskedasticity and autocorrelation  

Equation 2:  2
0 1 2 3log (log )t t tUgini GDP GDP agrβ β β β ε= + + + +  

Table 3.  Breusch-Pagan / Cook-Weisberg test for heteroskedasticity of Ugini 

F (1, 21)= 3.55 Prob > F= 0.0736 

Ho: Constant variance   Variables: fitted values of ugini 

Test for autocorrelation: Durbin-Watson d-statistic (4,    23) = 0.97384 

 

The test result shows that both heteroskedasticity and autocorrelation exist at 90% level. To 

response both heteroskedasticity and autocorrelation, we take the Prais-Winsten regression 

with robust standard error to eliminate heteroskedasticity and autocorrelation. 
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Regression 2: Prais-Winsten regression with robust standard error: 

2
0 1 2 3log (log )t t tUgini GDP GDP agrβ β β β ε= + + + +  

 

Also, we estimate the equation of rural Gini, and test heteroskedasticity and autocorrelation. 

Regression 3:  2
0 1 2 3log (log )t t tRgini GDP GDP agrβ β β β ε= + + + +  

Table 4.  Breusch-Pagan / Cook-Weisberg test for heteroskedasticity of Rgini 

F (1, 21)= 0.26 Prob > F= 0.6178 

Ho: Constant variance   Variables: fitted values of rgini 

Test for autocorrelation: Durbin-Watson d-statistic (4,    23) = 1.681357 

The result of Breusch-Pagan/Cook-Weisberg test for the heteroskedasticity shows a constant 

variance. The derived Durbin-Watson d-statistic (DW) value is 1.681357, that is 

Du<DW<4-Du .Therefore, we also reject autocorrelation in regression 3. 

 

4.2 EMPIRICAL RESULTS 

The result of regression 1 which is focusing on China’s overall inequality shows that the 

coefficients of tGDPPC and 2( )tGDPPC  are significant at 95% confidence level (Table 4 in 

Appendix).  

268.91029 0.0024756 (1.56 07)( ) 114.2393t t t t tOGINI GDPPC E GDPPC agr ε= − + − − +  

( t )    (11.37)**     (-2.98)**          (3.43)**            (-7.25)**       (R2= 0.9354)  
**  t statistic value significant at 5% level        

By presenting a positive coefficient of 2( )tGDPPC , the regression result indicates that the 

relationship between economic growth level and overall inequality does not appear to follow 

the Kuznets inverted U-shape but a flat U-shape in China.  

 

On the other hand, to regression 2, the coefficients of log tGDP and 2(log )tGDP  are both 

significant at 90% confidence level (Table 5 in Appendix). 
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2287.6321-53.35535log 2.705472(log ) -27.2341t t t t tUGINI GDP GDP agr ε= + +  

( t )     (1.87)*   (-1.81)*       (1.93)*            (-1.25)       (R2= 0.7768) 
* t statistic value significant at 10% level 

The positive coefficient of 2(log )tGDP  also shows that the relationship between economic 

growth level and urban inequality dose not follow the Kuznets inverted U-shape hypothesis. 

 

In regression 3, the coefficients of log tGDP and 2(log )tGDP  are not significant. 

212.88562 13.12788log 0.7014486(log ) 72.06567t t t t tRGINI GDP GDP agr ε= − + − − +  

( t )      (-0.15)    (0.80)           (-0.89)            (-3.35)**       (R2= 0.8865) 
**  t statistic value significant at 5% level         

The result of regression 3 does not show a significant relationship between China’s rural 

inequality and the economic growth level (Table 6 in Appendix). 

 

In brief, our result shows that China’s overall income inequality does not appear to follow the 

Kuznets inverted U-shape hypothesis but a U-shape. The results of the regressions on urban 

income inequality and rural income inequality are not quite significant, and the main reason 

could be the small sample size of Ugini and Rgini, which is of 23 observations. Consequently, 

we doubt the validity of Kuznets hypothesis in explaining the relationship between China’s 

overall income inequality and economic growth.  

 

5. ANALYSIS ON CHINA’S INCOME INEQUALITY 

We have examined the validity of Kuznets hypothesis in explaining the relationship between 

China’s income inequality and economic growth. In this part, we try to find out the trend of 

the increased income inequality and the main cause of the income inequality in China. 

Furthermore, it is necessary to argue how the increasing income inequality can influences 

China’s economic growth. 
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5.1 THE TREND OF CHINA’S INCOME INEQUALITY 

In the beginning of the 1980s, China’s government began to implement the policy of reform 

and open-up which means a transformation from a planned economy to a market economy. 

The policy brings a rapid economic growth in China during past decades. And the growth also 

makes some changes in China’s income distribution in past years.  

 

We use the data from WIID (Table 1-c in Appendix), and graph the Lorenz Curves of 1980, 

1985, 1990, 1995, 2001 and 2004 in China (Figure 1 in Appendix). Comparing the Lorenz 

Curves of 1980, 1990 and 2004, we present the curves in Figure 6. It can be clearly observed 

that the area between perfect equality line and the Lorenz Curve, which describes the extent 

of income inequality, has become larger, especially after the beginning of 1990s. 
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Figure 6. Lorenz Curve: 1980, 1990, 2004 

Also, based on the data from WIID (Table 1-b in Appendix), the population in China is 

divided into three groups depending on the amount of income people hold. (Figure 7.). 
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Figure 7. Income share held by different groups. 

In 1982, the rich group holds 37.6% of the total income. In 2004, the rich group holds 51.9% 
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of total income which is more than a half of the total income. From the figure, we see that, 

before 1985 the difference among the three groups’ income share had a very weak decrease, in 

the entire 1980s, the difference increased slightly. However, the data of 1998, 2001, 2002 and 

2004 shows that the income share which is held by the rich group increased rapidly from 1992 

through 2004. 

 

Additionally, we use the data of yearly income per capita from different income levels to 

observe the trend of China’s overall income distribution from 1980 to 2004 in an intuitive 

way (Table 1-d in Appendix). Relying on the data from SSB, the population is divided into 

three groups: rich 20%, middle 60%, poor 20%, and we observe the trend of income 

distribution. 
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Figure 8. Real income per capita of different income levels.  Source: SSB 

Clearly, the trend observed from this figure shows that the gap of the rich, middle and poor is 

widening. Also, it shows a similar result with the Lorenz Curve for 1980, 1990 and 2004 

(Figure 6). Simultaneously, based on the current data, three income curves do not converge up 

to present. 

 

Consequently, by analyzing the income gap of the rich, middle and poor for different income 

groups, we conclude that China’s income inequality has increased slightly in the entire 1980s 

(before 1985, the inequality had a very weak decrease), but increased rapidly after the 

beginning of the 1990s. On the other hand, this conclusion is similar with our econometric 

result derived in Section 4 that is China’s overall income inequality has a very flat U-shaped 

relationship with economic growth which keeps a continuous increasing during past years. 
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5.2 THE CAUSES OF CHINA’S INCOME INEQUALITY 

We have examined the relationship between the economic growth and China’s income 

inequality, and concluded the trend of China’s increased income inequality; however, the 

cause of China’s income inequality or how the economic growth causes the increased 

inequality is not certain yet. We try to carry out the main causes of China’s increasing income 

inequality. 

 

Kuznets (1955) has emphasized the effect of the income disparity between sectors on the 

overall inequality in the hypothesis. The income disparity between sectors will bring a labor 

migration from low income sector to high income sector, which generates important influence 

to overall inequality, urban inequality and rural inequality. For measuring the urban-rural 

income disparity, we use urban-rural consumption ratio as the measure. Because that SSB 

does not provide the data of the disposable income of rural household but just the net income, 

we consider urban-rural consumption ratio is better as a measure of urban-rural living 

disparity. Also, “measured consumption can serve as a proxy for household permanent income, 

if it is proportional to permanent income” (X. Wu & M. Perloff, 2004). 

 

The official data shows that the urban-rural per capita consumption ratio decreased slightly 

before 1985, and slightly increased from 2.7 to 2.9 in the entire 1980s. After 1990, it rapidly 

increased from 2.9 to 3.7. And the future trend is not certain yet. 
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Figure 9. Urban-rural consumption ratio  Data Source: SSB 

Based on the Kuznets hypothesis, there will be labor migration from low income sector (rural) 

to high income sector (urban) because of the income disparity between sectors, and it causes 

the overall inequality increase. Then, the overall inequality will decrease finally when the 
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migrants settle down in urban sector. Generally, to most developing countries, the economic 

growth will bring the urbanization which is like the process showed above in the hypothesis. 

Supposing the hypothesis is true, the increasing overall inequality will finally decrease with 

the process of urbanization. However, it is just partially suitable to China’s situation due to 

barriers to labor mobility in China.  

 

Some studies also pointed out that the barrier to labor mobility directly raises the overall 

income inequality, like Chang (2002), Lu (2002), and X. Wu & M. Perloff (2004). Under the 

strict residence registration system of China, it is always very hard for labor migrants to 

obtain a registered residence in urban, especially in some huge cities. After the 

implementation of China’s reform and open-up policy, the rapid economic growth led to a 

rapidly widening urban-rural income gap, as showed in figure 9, and a large amount of labor 

migrates to urban sector. As most of the migrants are not able to obtain a registered residence 

in the cities, the consequence is that the migrants who are not able to obtain an urban 

registered residence will find some jobs with quite low payment, and cannot enjoyed the 

social welfare benefits or subsidies in urban. In this way, the overall income inequality is 

increased. Although some Chinese scholars, like Yang (1999), suggested that the policy 

should be adjusted, on the other hand, the urban sector of China may not be capable of 

absorbing so large amount of the labor migration as an extremely huge population exists in 

China. 

 

From the aspect of observing urban income inequality, urban Gini index increased by 

approximately 98% from 1980 to 2002, but rural Gini index increased by only about 30.6% 

from 1980 to 2002, which means the urban income inequality increased much faster than the 

rural income inequality did. It is mainly because that a large amount of labor migration that is 

prevented from obtaining a registered residence will work with a less payment. However, 

since economic growth in urban sector is pushed by the labor migration, the income level of 

urban sector becomes higher, and under this circumstance, labor migration from low income 

sector to high income sector becomes larger. To urban sector, although the income level of 

urban sector increased, more wealth will still flow to the richest, and the urban inequality 
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increases faster than before. Consequently, the overall inequality also increased due to the 

enhancement of income inequality in urban sector and the increasing urban-rural income 

disparity. 

 

Also, there are of course a number of other causes related to China’s income inequality, such 

as the difference of education between areas, the difference of infrastructure investment 

between urban and rural sectors, etc.. But, in brief, the urban-rural income disparity causes a 

huge labor migration, but China’s strict registration residence system makes a barrier of the 

labor mobility. Therefore the overall income inequality has increased as we analyzed. And we 

conclude that the urban-rural income disparity is the main cause of China’s income inequality. 

 

5.3 EFFECTS ON ECONOMIC GROWTH 

In the previous sections, we analyzed the main cause of China’s increasing income inequality, 

and examined the effects that the economic growth takes on the income inequality. For a 

further perspective, it is also necessary to consider the effects that the increasing income 

inequality takes on the economic growth of China.  

 

During the past decades, many studies have been carried out with the focus on how the 

income inequality affects the economic growth. Empirically, some researches generally hold 

the viewpoints that the relationship is negative or uncertain. Barro (2000) uses panel data 

across countries, and shows little overall relationship between income inequality and growth. 

Clark (1992) examines the relationship between income inequality and economic growth, and 

shows a negative relationship. Theoretically, many studies start with considering the capital 

market imperfection, like Banerjee & Newman (1993), Aghion & Bolton (1997), and Galor & 

Zeira (1993). They have different methodologies, but a similar basic idea. Under the 

circumstance of capital market imperfection, the income inequality restricts the poor’s initial 

wealth and reduces the poor’s opportunity to investment. Because of the capital market 

imperfection, the income distribution influences the investment, and then affects the economic 
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growth. On the other hand, some other theoretical models take focus on the aspect of social 

and political unrest, like Bénabou (1996). The income inequality will lead the poor to be 

involved in crimes, riots or some activities of unrest, which directly cause the waste of 

resources. It is also a waste of resources to prevent these acts from happening. The economic 

growth is affected in this way. 

 

However, the two kinds of models above are not quite suitable under China’s current 

economic situation. To analyze the effects that the increasing income inequality takes on 

China’s future economic growth, China’s current economic situation must be taken into the 

main consideration. Murphy, Shleifer & Vishny (1989) analyze the relationship between 

income inequality and economic growth with focus on the domestic demand. They show that 

the income inequality will affect the structure of domestic demand, and then influence the 

domestic manufactures market, and finally influence the economic growth of the countries 

which is in a process of industrialization. We observe the composition of China’s GDP. The 

World Development Indicator (World Bank, 2007) shows that “export of goods and service” 

has played a crucial role in the GDP’s composition of today’s China, which is due to a rapid 

increase in the export share of GDP during the past 25 years. It shows that the export share of 

China’s GDP in 1980 is 11%, 21% in 1991, and 40% in 2006. On the contrary, however, the 

consumption share of GDP has sustained a weak increase. In order to increase the 

consumption, expanding domestic demand is the essential for maintaining and pushing further 

economic growth in China. 

 

We analyze how the economic growth is affected by income distribution from a perspective of 

domestic demand, because income distribution is one main factor which can determine the 

domestic demand. For today’s China, which is undergoing industrialization, domestic demand 

is indicated by the size of the industrial market; meanwhile, the key of expanding the 

domestic industrial market is held by the consumers of normal manufactured products. 

Therefore, income distribution plays an important role for ensuring those customers’ 

purchasing power, the purchasing power of middle class in China. It is because that the richest 

class, as the class held the highest 20% income, may prefer some imported luxury products, 
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and the poorest class will focus on the consumption of daily necessities, like food. The paper 

of Murphy, Shleifer & Vishny (1989) also pointed out that the middle class is the central 

power of expanding domestic manufactures market. And, it shows that income distribution is 

a decisive factor of determining the structure of domestic manufactures demand. In their 

model, they considered a unique utility function. People increase their utility by expanding 

the menu of manufactures they buy, and “richer consumers end up with a superset of 

manufactures bought by poorer consumers” (Murphy, Shleifer & Vishny, 1989). It interprets 

that the domestic demand is in the hand of middle class.  

 

As what is stated previously, in China, the income share held by the highest 20% of 

population is 54% of total income, the income share held by the middle 40% of population is 

only 36% (World Bank, 2004). Thus, although the boom of exports generates huge benefits, 

the benefits do not flow to the main consumers of domestic industry as big income inequality 

existing. The consequence is that if the income inequality is increasing, less wealth will be 

distributed to the middle class in the society, and the domestic demand of normal 

manufactures will decrease because of a decline of middle class’ purchasing power. The 

richest class’ marginal consumption on normal manufactures is smaller than that of the others 

in the society, and although a boom of export takes place, like the situation of today’s China, 

“benefits from such a boom must be equally enough distributed to create large market of 

domestic manufactures.” (Murphy, Shleifer & Vishny, 1989). If not, more wealth will still 

flow to the riches as big income inequality existing, the domestic demand of normal industrial 

goods will still be small. The industrialization of China is directly obstructed by the narrow 

domestic demand of normal manufactures, and it might harm the economic growth in the 

long-run. 
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6. CONCLUSION 

In this study, the income inequality of China is divided into three aspects: overall inequality, 

urban inequality and rural inequality. We examine the China’s overall income inequality 

between 1980 and 2005, inside inequality of both urban and rural sectors from 1980 to 2002. 

Starting with examining the validity of Kuznets hypothesis in China’s situation, we separately 

estimate the effect that China’s rapid economic growth takes on the overall income inequality 

and inside income inequality of urban and rural. 

 

By estimating the relationship between economic growth and income inequality, the 

econometric results show that the relationship between China’s overall income inequality and 

economic growth does not appear to follow a Kuznets inverted U-shape but a U-shape. 

Therefore, this study doubts the validity of Kuznets inverted U-shape hypothesis in China and 

the turning point on Kuznets curve where the economic growth will decrease income 

inequality in China.  

 

Secondly, we analyze the trend of China’s income inequality with graphing the Lorenz Curves 

of China during years. China’s income inequality decreased slightly before 1985, and 

increased slightly in the entire 1980s. Then it increased rapidly from the beginning of the 

1990s to present. 

  

Thirdly, the main cause of China’s income inequality is the urban-rural income disparity. 

China’s rapid economic growth brought an increasing urban-rural income disparity during 

past two decades which led to a large labor migration from rural to urban. But China’s strict 

registration residence system makes the barriers to the labor mobility, which directly 

increased the overall inequality and urban inequality. 

 

Finally, we argue that the effects of China’s increasing income inequality could be harmful to 

the economic growth. Starting with a perspective of previous research, we combine China’s 
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unique economic situation: the increasing income inequality in China could harm the 

domestic demand, obstruct the industrialization, and thereby could harm China’s future 

economic growth. China’s income inequality problem is necessarily worth studying more in 

the future. 

 

In sum, the overall income inequality, urban income inequality and rural income inequality in 

China is high, and the overall income inequality has a relationship which does not follow the 

Kuznets hypothesis with the economic development. It is necessary to examine the validity of 

Kuznets hypothesis more broadly in China. China’s income inequality increased slightly in 

the entire 1980s, and after 1990, the income inequality increased rapidly. The urban-rural 

income disparity is the main cause of China’s income inequality. The urban-rural income 

disparity increased from 1980 to 2005 which brought a huge labor migration, however the 

migrants’ income and work opportunities are strictly limited by China’s registration residence 

system. On the other hand, if the increasing income inequality may narrow China’s domestic 

demand and could harm the future economic growth, it is necessary to issue some policy 

adjustment which can cure the urban-rural income disparity to some extent to avoid harming 

future economic growth from the increasing income inequality. 
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APPENDIX 

Table 1-a. Data Set: 

   Year     GDP GDPPC Agr  Urratio Rgini Ugini Ogini 

1980 15152 1543.3 0.302  2.7 28.5 16.0  29.5  

1981 15772.6 1587.1 0.319  2.6 23.9 15.0  28.8  

1982 17768.3 1760 0.333  2.4 23.2 15.0  28.7  

1983 19308.4 1880.6 0.331  2.2 24.6 15.8  26.9  

1984 22636.9 2171.9 0.320  2.2 25.8 16.0  24.4  

1985 25113.6 2383.3 0.284  2.2 26.4 19.0  30.0  

1986 27768.6 2602.7 0.271  2.3 28.8 18.9  31.8  

1987 30898 2851.3 0.268  2.4 27.9 19.4  33.1  

1988 34174.5 3104.5 0.257  2.6 30.1 20.1  33.7  

1989 35418.5 3164.6 0.251  2.7 30.8 19.8  35.6  

1990 37436.6 3288 0.270  2.9 28.8 19.8  34.0  

1991 40418.9 3505.6 0.245  3.1 31.5 18.3  37.3  

1992 46443.6 3984.5 0.218  3.3 31.7 20.0  36.3  

1993 51852.9 4408.8 0.197  3.6 31.9 21.9  38.0  

1994 59393.2 5437 0.199  3.7 30.0 22.9  38.1  

1995 64312.4 5425.8 0.203  3.8 33.1 22.8  38.2  

1996 70851 5905.1 0.200  3.4 31.6 22.1  36.9  

1997 78060.8 6420 0.185  3.4 32.2 23.2  37.5  

1998 83862.9 6864.6 0.178  3.5 32.1 23.9  37.8  

1999 90284.9 7305.1 0.167  3.6 32.5 24.6  38.9  

2000 98000.5 7858 0.152  3.7 33.9 25.8  39.0  

2001 105949.2 8452.9 0.146  3.6 34.3 26.9  41.5  

2002 115626.9 9124.3 0.139  3.6 37.2 31.7  45.4  

2003 128737.1 10040 0.129  3.8   44.9  

2004 141227.2 10916.8 0.134  3.8   46.9  

2005 157896.7 12053.8 0.125  3.7   47.0  

   Real GDP and GDP per capita are calculated with GDP deflator provided by Word Bank Indicator (Base year: 1997). 

Source: SSB and WIID 
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Table 1-b. Data Set: Income Share of Total Income 

year lowest 20% middle 60% highest 20% 

1982 0.085 0.539 0.376 

1983 0.087 0.558 0.355 

1984 0.101 0.559 0.341 

1985 0.087 0.525 0.388 

1986 0.076 0.538 0.386 

1987 0.069 0.555 0.376 

1988 0.066 0.559 0.375 

1989 0.065 0.515 0.420 

1990 0.070 0.520 0.410 

1991 0.064 0.575 0.361 

1992 0.060 0.523 0.417 

1998 0.059 0.475 0.466 

2001 0.047 0.454 0.500 

2002 0.046 0.455 0.500 

2004 0.043 0.439 0.519 

Source: WIID 

 

Table 1-c. Data set: data for Lorenz Curve 

levels equality year1980 year1985 year1990 year1995 year2001 year2004 

0% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 

20% 20.00% 7.93% 8.71% 7.01% 5.00% 4.66% 4.25% 

40% 40.00% 20.20% 21.62% 18.90% 13.80% 13.66% 12.73% 

60% 60.00% 38.62% 37.87% 35.04% 27.40% 27.88% 26.41% 

80% 80.00% 63.34% 61.25% 59.02% 49.50% 50.01% 48.14% 

100% 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 

Source: WIID 

 

 

 

 

 

 

 

 

 



III  

Table 1-d. Data Set：Yearly income per capita 

year highest 20% middle 60% lowest 20% 

1980 716.67 690.77 378.57 

1981 1078.26 819.10 428.13 

1982 1912.4 1031.20 484.40 

1983 1914.19 1108.26 546.19 

1984 2024.62 1209.75 613.50 

1985 2593 1178.00 550.67 

1986 2878.38 1268.76 550.38 

1987 3070.77 1360.62 553.85 

1988 3248.73 1408.36 590.73 

1989 3282.5 1466.00 573.50 

1990 3405.12 1638.24 866.64 

1991 3538.22 1592.00 615.11 

1992 3855.1 1622.28 606.83 

1993 4172.82 1707.18 606.00 

1994 4610.81 1863.85 670.67 

1995 5310.97 2138.19 756.52 

1996 5385.33 2451.52 930.79 

1997 6585 2757.68 958.68 

1998 7067.88 2933.33 1033.33 

1999 7839.92 3125.88 1046.08 

2000 8455.2 3225.96 999.60 

2001 9262.7 3406.71 1018.59 

2002 15009.71 4600.60 2944.15 

2003 16640 4798.54 3138.74 

2004 26224.78 5435.87 3429.58 

Source: SSB and the World Bank Indicator    Data is calculated in Yuan 

 

Table 2. Regression Results 

Source SS df       MS  Number of obs 26 

    F(  2,    23) 83.93 

Model 802.046747 2  401.023374  Prob > F 0 

Residual 109.894912 23  4.77803965  R-squared 0.8795 

    Adj R-squared 0.869 

Total 911.941659 25  36.4776664  Root MSE 2.1859 

      

ogini Coef. Std. Err.      t P>t [95% Conf. Interval] 

gdppc 0.0027878 .0006264     4.45 0 0.001492 0.0040835 

gdppc2 -7.90E-08 4.93e-08    -1.60 0.123 -1.81E-07 2.30E-08 

_cons 24.62295 1.615855    15.24 0 21.2803 27.96561 
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Table 3. Ogini: Maximum lag order of autocorrelation 

     -1     0    1 

LAG AC PAC Q Prob>Q [Autocorrelation] 

1 0.8602 1.0875 21.549 0 ------ 

2 0.7324 0.2437 37.821 0 ----- 

3 0.6118 -0.0801 49.668 0 ---- 

4 0.5019 0.1564 58.003 0 ---- 

5 0.3996 0.2491 63.537 0 --- 

6 0.3029 0.3705 66.877 0 -- 

7 0.2111 0.1945 68.585 0 - 

8 0.1225 0.2458 69.191 0  

9 0.0379 0.4431 69.253 0  

10 -0.0433 0.264 69.338 0  

11 -0.1197 0.2761 70.034 0  

 

Table 4. Regression Results of Ogini: Regression with Newey-West standard error 

maximum lag: 7  Number of obs  26 

   F(  3,    22)   168.26 

   Prob > F        0 

ogini Coef. Newey-West   

  Std. Err.      t P>t     [95% Conf. Interval] 

gdppc -0.0024756 .0008296    -2.98 0.007    -.0041962 -0.000755 

gdppc2 1.56E-07 4.56e-08     3.43 0.002     6.17e-08 2.51E-07 

agr -114.2393 15.76342    -7.25 0.000    -146.9306 -81.54798 

_cons 68.91029 6.058752    11.37 0.000     56.34521 81.47537 

 

Table 5. Regression Results of Ugini: Prais-Winten regression with robust standard error 

Source SS df       MS  Number of obs 23 

    F(  3,    19) 22.04 

Model 86.9418205 3     119.689581  Prob > F 0 

Residual 24.9851291 19    1.0321263  R-squared 0.7768 

    Adj R-squared 0.7415 

Total 111.92695 22    17.2126883  Root MSE 1.1467 

      

ugini Coef. Std. Err.      t P>t [95% Conf. Interval] 

loggdp -53.35535 29.45642    -1.81 0.086 -115.0083 8.297655 

loggdp2 2.705472 1.403156     1.93 0.069 -.2313676 5.642312 

agr -27.2341 21.71484    -1.25 0.225 -72.68377 18.21558 

_cons 287.6321 154.2248     1.87 0.078 -35.16422 610.4284 
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Table 6. Regression Results of Rgini: OLS 

Source SS df       MS  Number of obs 23 

    F(  3,    19) 49.46 

Model 244.07539 3  81.3584634  Prob > F 0 

Residual 31.2567936 19   1.6450944  R-squared 0.8865 

    Adj R-squared 0.8686 

Total 275.332184 22  12.5150993  Root MSE 1.2826 

      

rgini Coef. Std. Err.      t P>t [95% Conf. Interval] 

loggdp 13.12788 16.44118     0.80 0.434 -21.28391 47.53967 

loggdp2 -0.7014486 .7855997    -0.89 0.383 -2.345728 0.9428306 

agr -72.06567 21.5267    -3.35 0.003 -117.1216 -27.00977 

_cons -12.88562 87.45939    -0.15 0.884 -195.9402 170.169 
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Figure 1. Lorenz Curve: 1980, 1985, 1990, 1995, 2001 and 2004 
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