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The Importance of Being Urbanized Correctly
There is not a modern country in the world that is not highly urbanized. It is no exaggeration that a sustained increase in the level of urbanization is the prerequisite for China to achieve modernization.  China must go beyond merely increasing the urbanization level to formulating an efficient urban system and an efficient urban spatial distribution. The core of an urbanization and regional development strategy that is both efficient and equitable lies in ensuring that factors of production are freely mobile across the urban-rural divide and across the different regions. This free mobility of production factors will generate a regional economic growth pattern that is driven by mega-cities and city clusters to achieve agglomerated economic development and effective division of labor in regional economies. This growth pattern will be characterised by balanced urban-rural development, and by convergence in per capita income across regions.

Current policies in China restrict the mobility of production factors in multiple ways in order to slow down the process of urbanization, and restrict the population size of big cities.  In the “12th Five Year Plan (12-FYP)”, the goal is to increase the proportion of urbanized population (the urbanization rate) from 47.5% in 2010 to 51.5% in 2015, an increase of 4 percentage points in 5 years, which is lower than the 2000-2010 average rate of about 1 percentage point a year. This official target is contrary to the international experience that the urbanization rate normally accelerates when it reaches around 50%!  Specifically, the 12-FYP promotes the development of small and mid-sized cities and towns, and restricts the development of mega-cities: “Mega-cities should control their population size, big and mid-sized cities should continue to play an important role in absorbing migrant population. Midsized and small cities and small towns need to relax Hukou
 requirements according to actual circumstances.” 
The growth of towns and cities necessarily mean the reduction of land zoned as rural; and rural land are zoned for either agriculture-use or construction use. (Construction-use land includes rural residential land.)  The central government maintains a strict control on the amount of agricultural land in order to ensure adequate land for food production. The conversion of agricultural land into construction-use land is generally a difficult thing to do.

Right now, Chongqing and Chengdu are conducting experiments in land-swap schemes within their municipal boundaries called the "balance between occupation and compensation of agricultural land" scheme.  Under this scheme, the amount of agricultural land converted into construction-use land in district A could be increased as long as district B increases agricultural land by an equal amount (i.e. district B reduces the amount of construction-use land by an equal amount). Under this land-swap scheme, the total amount of land for each use is kept the same by consolidating land use in district A and district B.  In this process, district B receives an economic compensation from region A.
 
This "balance between occupation and compensation of agricultural land" scheme is currently only operational only at the municipal level and cannot be employed to ameliorate the inefficiency of construction-use land quota allocation across regions. At the same time, given the insufficient interregional population mobility, the central government supports the development of underdeveloped regions by allocating to them relatively larger construction-use land quotas and fiscal transfer payments.

Three wrong assumptions are behind the policies and institutions that restrict the interregional mobility of production factors, and they are (1) China’s big cities are overly large and are hence marked by inefficiencies; (b) the development of mid-sized and small cities and the development of big cities are two competing urbanization paths; and (3) economic agglomeration in the eastern regions contradict the ideal of balanced regional development. This article will first discuss these three misunderstandings concerning China’s urbanization and regional development mode; and then propose an agenda on urbanization and regional development that is efficient and equitable.

Are Chinese cities too large?

Modern urban economies are mainly composed of the secondary and tertiary industries and as the economy transitions to the post-industrial phase, the big cities become even more important in the development of services. However, all segments in Chinese society have long held the misconception that the population density in the big cities is too high. The truth however is that, from the international perspective, other than the Chinese mega-cities with 10 million in population, the average Chinese big city still has a lot of room for growth.

First, Henderson and Wang’s (2007) study on 142 countries found that there were 94 cities with over 3 million urban population in 2000, and 324 with 1-3 million urban population, and the ratio between the two is at 0.29.  When we performed the same calculation on Chinese data, we find the ratio to be 0.12 in 2000, and 0.17 in 2009. 
Henderson and Wang (2007) has pointed out that the distribution of Chinese urban population is not concentrated enough. The spatial Gini coefficient for the global urban population was 0.5619. Among the 7 countries with the largest population, namely China, India, the US, Indonesia, Brazil, Russia and Japan, Japan has the highest Gini coefficient at 0.6579, and China has the lowest spatial Gini coefficient at 0.4234. In addition, according to Fujita et al.’s (2004) calculations, the difference in population size between Chinese cities is far lower than other market economies and is only close to that of Central Asian and other former planned economy countries. In short, Chinese big cities are not large enough and the number of Chinese big cities is inadequate. 

Second, with respect to mega-cities, the conclusion that their size has become too big cannot be simply drawn from the total population statistics. Chinese cities are defined according to administrative jurisdiction. Mega-cities (especially, the municipalities with province level status) all have a very large area, and, strictly speaking, are city clusters instead of individual cities. Thus, when making comparisons, distinctions should be made between the core urban district, suburbs and satellite cities. To this end, we regard Beijing, Shanghai and Guangzhou as the core region of the Bohai Rim, Yangtze Delta and Pearl Delta city clusters respectively and compare them with Tokyo and New York. 
It could be observed from Table 1 that if Shanghai's, Beijing's and Guangzhou’s population density are simply calculated using statistical figures, then the population density of these cities will be significantly lower than that of Tokyo and New York. However, the jurisdiction area of these Chinese cities far exceeds that of Tokyo and New York. Therefore, we specially calculated the population density of the core urban district of these cities using an area comparable to Tokyo and New York. As a result, it was discovered that Beijing and Shanghai’s central urban district population density is basically equivalent to that of Tokyo and New York, though Guangzhou’s population density is still low. If the Tokyo circle is used as the comparison other, then it would be more or less equivalent to the area of Beijing’s jurisdiction, Shanghai plus Suzhou, or Guangzhou plus Foshan. It could be observed that the population density within Shanghai and Suzhou’s boundaries is already equivalent to that of the Tokyo circle, while there is still an obvious gap between the population density of Beijing’s jurisdiction and Guangzhou plus Foshan and that of the Tokyo circle. This gap mostly comes from the area outside of the central urban area.

	Table 1：China’s Three City Clusters Compared with Tokyo (circle) and New York

Tokyo

New York

Tokyo core districts

Tokyo Circle

Tokyo Circle Excluding Tokyo

Population

1298.88

817.51

880.21

3500.00

2201.12

Area

2187.65

783.84

621.98

13400.00

11212.35

Population Density
5937.33

10429.63

14151.69

2611.94

1963.12

Shanghai

Shanghai’s densest district including Pudong

Shanghai’s core 12 districts

excluding Pudong

Shanghai 
+ Suzhou

Beyond Shanghai’s core 12 districts + Suzhou

Population

2302.66

1784.15

1279.42

3239.61

1960.19

Area

6340.50

2065.97

855.56

11219.92

10364.36

Population Density

3631.67

8635.90

14954.18

2887.37

1891.28

Beijing

Beijing core 6 districts 

Beijing

Beyond Beijing core 6 districts

Population

1961.20

1171.60

1961.20

789.60

Area

16410.54

1368.32

16410.54

15042.22

Population Density

1195.09

8562.32

1195.09

524.92

Guangzhou

Guangzhou 10 districts

Shenzhen

Guangzhou
+Foshan

Beyond Guangshou 10 districts + Foshan

Population

1270.08

1107.07

1035.79

1989.08

882.01

Area

7434.40

3843.43

1952.80

11282.89

7439.46

Population Density

1708.38

2880.41

5304.13

1762.92

1185.59

Note: Other than Tokyo and Suzhou’s population figures being from 2009, the rest are from 2010 data. Suzhou’s jurisdiction area is 8488.42 square kilometers, with 3609 square kilometers in territorial waters. Unit of population in 10,000 persons, unit of area is square kilometer, and unit of population density is persons/square kilometer.

	Data source: Tokyo’s data is from http://quickfacts.census.gov/qfd/states/36/3651000.html; Shanghai’s data is from “Shanghai Statistical Yearbook 2011”, the rest are from the respective city’s official website and the Sixth Population Census Report.


The main concern among urban researchers and policy formulators towards developing mega-cities has to do with the urban ills of congestion, pollution and crime. It is not true, however, that the severity of these urban illnesses is positively correlated with city size. The US history of urban development and congestion shows that although big cities have longer overall commuting times, the steady expansion of the big cities during 1980-2000 did not change the commuting time significantly. If we only look only at those residents who use private vehicles, then the difference between the commuting times of big cities and small cities narrows. An even more important trend is that, during the expansion of big cities, population and jobs are decentralized at the same time, and this makes it unnecessary for many residents in the suburbs work in the city center. The facts are that (a) on average, the commuting time of residents in big cities did not increase significantly; and (b) if only the commuting time of residents that live far from the city center are compared, then the difference between big cities and small cities almost disappears (Kahn, 2010).

China is still in the process of rapid urbanization and the correct policy response should not be restricting population growth to reduce congestion, but to take advantage of the economies of scale generated by the growth in urban population and develop quick and convenient public transportation (especially subways) to alleviate traffic congestion in the city center. At the same time, production and service industries that do not rely much on urban agglomeration effects should be induced to disperse to the suburbs -- promoting the simultaneous decentralization of jobs and housing, and reducing transportation needs to the city center.

Another misunderstanding is that pollution will become more severe as cities grow. This is because effective control of urban vehicle density, thereby reduction in exhaust emissions by private vehicles, has been achieved in many cities through the faster expansion of subway networks and the introduction of incentives against car usage e.g. Hong Kong increased license fees, parking fees, fuel taxes and environmental taxes, and London and Singapore collect congestion fees on certain roads at peak times. After analyzing transportation and travel carbon emissions by residents in 74 Chinese cities, Zheng et al. (2009) found that urban population density displays a significantly negative correlation with taxi and bus carbon emissions. On average, every 1000 person per square kilometer increase will reduce annual household taxi carbon emissions by 0.424 tons and annual bus carbon emissions by 0.837 tons. 
In addition, environmental improvement in big cities is mainly brought about by the changes in industrial structure. The industrial structure in big cities is increasingly dominated by services, which emit less pollution.  The concentration of manufacturing around big cities is also conducive for reducing overall pollution emissions and pollution control as pointed out by The National Major Function-Oriented Zone Plan issued by the State Council: “relative to small scale, dispersed dispositions, concentrated layout of the economy and concentrated residence of population will be greatly conducive to enhancing the level of pollution control.” 
Recently, Feng, Lovely and Lu (2012) found that, in China, the larger the between-city disparities of industrial output (or secondary industry employment), the lower the industrial pollution emissions per unit GDP.  Thus, if the Chinese government actually aggravates the overall environmental cost when it pushes firms to relocate to economically underdeveloped regions; and gives small and mid-sized cities relatively more construction-use land quotas in order to disperse industrial production geographically.

Finally, it is also not true that the crime rate is necessarily linked to urban size, e.g. the US urban crime rate increased in the 1970s and 1980s, but has declined sharply since the early 1990s, especially in the big cities (Kahn, 2010). Soares and Naritomi (2010) have shown recently that the Latin America crime rate is determined mainly by three factors: income inequality, police presence, and incarceration rates. In other words, crime is a public administration issue. If the appropriate policies are employed to narrow inequality and the level of enforcement is strengthened, then crime can be effectively controlled.
 
Balanced development between small and mid-sized cities and big cities

Knowledge is becoming ever more important in the growth of modern economies, and the production and dissemination of knowledge requires interaction among people. As big cities have high population densities and sizes, which are highly conducive to social interaction, big cities become the place where high-skilled people and the engine of national and regional economic growth. Moretti (2004) found in US data that cities with high university graduate ratios see a larger increase in the university graduate ratios. Glaeser and Ponzetto (2010) found that cities with higher proportions of high-skilled professions experience larger increases in the proportion of high-skilled professions.  In general, a country’s urban system usually exhibits such the following pattern: big cities concentrate more services while small and mid-sized cities develop relatively more manufacturing (which occupies more land, and services the surrounding farms).
We analyzed the two population censuses in 1982 and 2000 and had two major conclusions. The first conclusion is that, in cities with high university graduate ratios in 1982, the magnitude of increase in the university graduate ratio in the following 18 years was higher as well (see Figure 1). China might display an unusually strong agglomeration of high-skilled labor because China still enforces a rigorous Hukou system and residents with local Hukou enjoy better public services and welfare of all sorts. The better social welfare in the rich cities motivated people to "over-pursue" higher education qualifications in order obtain big city Hukou.
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Figure 1: Growth of university graduate ratio (1982-2000)
x axis: 1982 university graduate ratio

y axis: 2000 university graduate ratio-1982 university graduate ratio

The second major conclusion from the 1982 and 2000 censuses is that there is a positive correlation between the 1982 university graduate ratio and the population growth over the 1982-2000 period (see Figure 2(A)). There is also a positive relationship between the urban population size in 1982 and the subsequent urban population growth in 1982-2000 (see Figure 2(B)). The two scatter plots show that the variance in the data is rather large, and this big variance could be due to the severe restriction on the flow of low-skilled workers into the cities, especially the big cities, hence inhibiting the population agglomeration effect of cities with high educational levels and large populations.
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Figure 2(A）
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Figure 2(B)
Figure 2: Urban population growth(1982-2000) 
x axis: (A) 1982 urban university graduate ratio (%); (B) log(1982 population(in millions) +1)

y axis: log(1982 to 2000 population growth (in millions) +1)

Note: The six largest and smallest points in population growth were removed as outliers from the figure.

Another important phenomenon in China is that the agglomeration of population and land is lagging far behind the agglomeration of economic activity. Since the early 1990s, intercity economic activity agglomeration rose very significantly while the agglomeration of population (whether overall urban population or nonagricultural population) saw a very limited increase. At the same time, since China implemented the quota system to manage construction-use land and prohibited the cross-regional exchange of construction-use land quotas and interregional “balance between occupation and compensation of agricultural land", a severe decoupling between land urbanization and population urbanization has emerged. From 1990 to 2006, the average annual constructed area expansion rate for all city samples was 7.77%, while the nonagricultural population growth rate in the same period was only 4.56%. When we divide the sample cities into eastern, central and western parts, the urbanization of population and land basically is in sync only in the eastern cities.  The constructed area expansion rate is almost twice nonagricultural population growth in the central region, and this ratio is almost 3 to 1 in the western region (Lu, 2011). It could be said that restrained interregional production factor reallocation has distorted China’s urban system.

As the factor markets are more integrated within a province, will the agglomeration of production factors and economic activity be in sync within a province? We selected 20 provinces that had numerous cities,
 and calculated the intercity spatial distribution inequality (Gini) coefficient according to intraprovincial intercity GDP, nonagricultural population and constructed area (see Figure 3). We found that, on the whole, the degree of inequality in each province’s internal economic activity rose, showing that a trend towards agglomeration in economic development did appear within each province. However, unexpectedly, in each province, the degree of concentration in nonagricultural population and urban area did not increase correspondingly. The degree of concentration in nonagricultural population actually declined in 12 provinces; and the degree of concentration in urban land declined in 10 provinces respectively.  China is clearly not achieving impressive agglomerated economic development.  The dispersed distribution of nonagricultural population in some Chinese provinces may be related to population mobility barriers, and the decline in the inequality of constructed area could be related to the egalitarian allocation of constructed area under the small and mid-sized city development strategy.
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Figure 3: Intraprovincial spatial distribution of economic activity, population and constructed area (1990-2009)

Data source: China City Statistical Yearbook (China Statistics Press, various years) and authors’ calculations.
Xu, Chen and Lu’s (2010) found that economic growth between big cities and small and mid-sized cities are linked. Within a range of 300-kilometer distance to regional big cities, the closer the distance to core cities, the faster economic growth is, which is to say, economic growth between big cities and small and mid-sized cities cannot be split artificially. If administrative measures are taken to weaken growth in big cities in order to facilitate growth in small and mid-sized cities, the result may be negative for growth in the latter as well.

Agglomeration and inland development

Another misunderstanding that blocks China’s land and Hukou system reforms is that, if the economy is left to agglomerate and develop on its own, balanced interregional economic development will be hard to achieve. International experience, however, suggests that economic agglomeration and interregional parity are not irreconcilable. Shankar and Shah's (2006) research on the US, Chile and Pakistan showed that the convergence in interregional incomes was due to sufficient factor mobility and not to the special regional development policies. Worsening of interregional disparities did occur in the history of US and France, but a continual trend towards narrowing interregional disparities appeared later. World Bank (2008) has argued that only factor mobility and sustained development can eventually narrow interregional disparities. Because interregional fiscal transfer payments are often used to equalise interregional provision of public services, it is instructive to remember that agglomeration is conducive to sustained development, and only a large economic “cake” (generated by fast growth) can generate the fiscal revenues for these interregional transfer payments.

Chen and Lu (2008) and Fan and Zhang (2010) have examined the growth impact of central to local fiscal transfer payments in China.  They found that such transfers generated faster economic growth in the short run, but the effect went from positive to negative in the long-run.  Central-to-local transfers were actually disadvantageous for the economic growth of underdeveloped regions in China!
What happens when the population cannot move freely, but the economy agglomerates nevertheless? The outcome is a widening of interregional income gaps because, one, the restrictions on the mobility of low-skilled labor means that the population that agglomerates in large cities is highly educated; and, two, the allocation of construction-use land tends to be egalitarian across regions. This is why Figure 4 displays a positive relationship between interregional income gaps and insufficient factor mobility. The more that economic agglomeration within a province exceeds the agglomeration of nonagricultural population, the larger is the intercity per capita income gap in this province.
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Figure 4: Deviation of economic and population agglomeration and its impact on income gaps (1990-2009)

X axis: Ratio of Intraprovincial Intercity GDP Gini Coefficient and Nonagricultural Population Gini coefficient 

Y axis: Intraprovincial Intercity Employee Wage Gini coefficient 

Note: Four outliers due to original data error are not included in the figure. 

It is important to stress that there are four reasons why economic agglomeration does not mean that inland regions will have no opportunity for development. First, it is exactly during the process of economic agglomeration that inland labor relocates to the eastern regions on a larger scale and the per capita amount of resources (including land and natural resources) for the inland regions increase. Huge declines in rural population can allow agriculture to be managed on a large scale, enabling the remaining peasants to reap higher yield and embark on the path to greater prosperity.

Second, under free movement of production factors, industrial relocation necessarily concurs with economic agglomeration and specialized production. For industries like finance, the increase in labor productivity brought by agglomeration will exceed the increase in production factors and these industries will remain agglomerated in big cities. However, some industries, such as common manufacturing, which use relatively more land and labor, will relocate to the suburbs or to small and mid-sized cities, bringing development opportunities to the inland regions. For those regions that are situated in transportation hubs and along the Yangtze golden waterway (e.g. Anhui’s city clusters along the Yangtze River), improved coordination in river-sea transportation could reduce logistics costs and improve the prospects for future development.

It must be emphasized that industrial relocation must be distinguished by whether the industrial relocation was in accordance with economic laws or it was the product of artificial promotion. Factor price signals that are distorted by policies will, inevitably, decrease the efficiency of resource allocation.

Third, domestic demand will play an ever more important role in China’s future economic development, whether in manufacturing or services, the inland regions will have to form several economic centers that serve regional markets. For example, Bao et al.’s (2011) empirical study based on manufacturing industrial firm data found that local market potential is still an important factor in determining the spatial distribution of Chinese manufacturing firm employment. In manufacturing, several regional “consumption goods production centers” have been constructed to produce consumption goods that are mainly sold locally. Similarly, several regional “services centers” are being constructed to cater to manufacturing, thus, regional “consumption goods production centers” and “services centers” must be in close proximity spatially. Such regional economic centers are city clusters formed around big cities, e.g. Chengdu, Chongqing, Wuhan, and Xi’an. Therefore, taking a broad view, the development of services will not change the trend towards economic agglomeration around coastal regions and inland big cities (Lu, and Xiang, 2012).

Fourth, during the process of globalization, a major reason for the coastal agglomeration of China’s economy is the repositioning of the international manufacturing labor division system. Coastal regions are close to ports and thus have lower international trade transport costs. However, not all goods require shipping by sea. On the one hand, some goods have low unit transport costs and high value-added, e.g. microchips, and air transport is more economical than shipping by sea. Such industries are suitable for development in the inland. Similar to microchips, software could be “transported” through the internet. The inward migration of these industries saves costs and is a reason for the solid growth in these industries in Chengdu and Chongqing and the surrounding areas. There are, of course, some industries that are immobile due to the natural property of production factors (e.g. resource industries, and tourism), and hence are suitable for local development..

As production factors reallocate across regions, the division of labor among different regions and cities will deepen. In contemporary China, although the mobility of production factors still faces numerous restrictions, market forces have deepened the division of labor across regions. Drawing on the data of the population census of 2000 and 2005, Figure 5 shows that the unevenness of interregional employee distribution increased for 14 out of 16 kinds of industries.  The two exceptions were "education" and (the informative) "other".
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Figure 5: Unevenness of spatial distribution (Gini coefficient) of employment between prefectural-level municipalities 
Data source: 2000 and 2005 population census data.

Note: “Other” includes public administration and social organizations; the production and supply of electricity, gas and water; health, social security and social welfare; management for water conservancy, environment and public facilities. 
Sector analysis within industry displays a similar trend. In the almost 20 years from 1988 to 2006, 18 industries exhibited a trend towards higher spatial concentration. Industries with high degrees of spatial concentration mostly possessed capital and technology intensive features, evident economies of scale, and were relatively more mobile spatially. On the contrary, the electricity, gas, hot water generation and supply industry displays a highly dispersed spatial disposition as it mainly serves local demand and long-distance transportation is often costly (Zhu, and Tao, 2011).

The State Council has formulated the “National Major Function-Oriented Zone Plan” as its vision of the interregional division of labor. It needs to be mentioned, however, that if production factors (especially labor and construction-use land quotas) cannot be reallocated freely across regions and local governments continue to employ strategies that maximize the local economic aggregate, then each region will continue to expand the size of industry and services and segment markets between regions. The construction of major function-oriented zones and efficient interregional labor division will face significant impediments.

To Achieve the Efficient and Equitable Pattern of Urbanization and Regional Development
The Hukou system (household registration system) and the land-use system constitute the main barrier to urban-rural mobility and interregional mobility of production factors. Because the public services provided by local governments are usually linked with the Hukou status, the public services system also becomes a barrier to labor mobility. The deeper institutional roots of this issue are (a) the fiscal arrangements between the center and the local (i.e. the division of state revenue and responsibilities by the level of government); and (b) the evaluation system of the performance of the local government officials. If local governments must undertake the responsibility of providing local public goods, and must also have the economic growth performance of their districts reviewed by superiors, then local governments will inevitably become barriers to interregional free mobility of production factors. Therefore, if labor mobility is to be facilitated, then a series of parallel reforms must be enacted; and the starting point of these set of reforms is the reformation of the Hukou system.

Four Principles to Guide Reform of the Hukou System
The first principle is to start narrowing the disparities in public services created by Hukou  Disparities in urban-rural and interregional public services are caused by historical reasons and the different levels of regional economic development; and they are reflected in important areas like education, healthcare, public housing, and social security. The direction of Hukou reform is reduce public services disparities produced by different Hukou identities. From a longer term perspective, the right to obtain local public services should be premised on local residence and taxation (especially property taxes), thereby enabling a mechanism for property taxes to pay for public services, with Hukou gradually evolving into an identity verification and permanent residence registration system.

In order to reduce the appearance of labor migration motivated solely by access to better public services, Hukou reforms should be simultaneously advanced on two fronts. First, the thresholds for non-local population to obtain local urban Hukous should be gradually lowered. Second, steady, moderate equalization in urban-rural and interregional basic public services should be promoted through central fiscal transfer payments.
The Second Principle in Hukou Reform is to emphasize Hukou reform in the Big Cities. Getting urban Hukou in small and mid-sized cities has become relatively easier but most migrant labor have big cities as their employment destination  The amount of permanent non-local labor that does not possess local Hukous has already exceeded a third of total urban population in the big cities of the eastern region, and even exceeds half of urban permanent resident population in Guangdong (Canton). The expansion of city size is an inevitable trend and if Hukou reforms are not accelerated, then the proportion of non-local Hukou population in big cities will necessarily constantly increase. This will result in a new generation of migrant workers (i.e. second generation migrant workers) that finds it hard to settle in the city and hard to return to the countryside, a situation that will create progressively worse social conflicts.  Future Hukou reform must therefore be directed towards facilitating Hukou settlement of labor at the location of employment, especially for the big cities. 

The third principle in hukou reform is that the Hukou settlement standards for non-local permanent residents in big cities should be gradually lowered over time. As long as public services and Hukou are somewhat linked, future reforms cannot eliminate Hukous or adopt a free registration system immediately. If reforms are overly radical, this will cause large numbers of migrants to flood the cities in a short period of time, bringing unbearable pressure on the cities, especially big ones. Such a worry has a basis in reality. Yet as long as the Hukou system is not abolished immediately, then there exists the issue of how to formulate Hukou settlement standards. On the issue of who should obtain Hukous the key is to differentiate those who pursue employment from those who pursue public services, and give those that want long term employment and residence in an area priority in obtaining Hukous. Therefore, the standards for Hukou settlement should mainly be employment and social security contribution records, and use years of work and residence in one area as a sequential condition for conferring Hukous. At the same time, the prevalent educational level and professional title thresholds under the current Hukou system should no longer be used as Hukou settlement standards. For university graduates, their actual employment situation should be used as conditions for Hukou settlement and Hukou settlement thresholds based on universities and majors should be not predetermined.

The fourth principle in Hukou reform is that a series of parallel reforms should be adopted in social security and public services. In order to match the abovementioned Hukou reforms, the national social security system should be gradually made transferable across regions, and the link between local Hukou and enjoyment of social security benefits be weakened. The gap between permanent residents with and without local Hukou in terms of the right to enjoy social services should be narrowed through central fiscal transfer payments. Because most ofr high quality kindergarten, primary and secondary schooling are concentrated in the downtown area, there should be steady, moderate equalization of education resources among different areas within big cities. Due to historical reasons, most of China’s high quality higher education resources are concentrated in the eastern big cities, and these cities give local students larger entrance quotas into these elite universities. The Ministry of Education has already proposed lowering the proportion of local student enrollment – a correct step in weakening the connection between Hukou and social services. 
Of course, the correct approach to reduce the gaps between supply and demand for high quality education resource is to increase supply and not to decrease demand. For example, big cities should give incentives to attract high quality foreign education resources (especially, in vocational education), thereby increasing the quality of urban labor and providing high quality and broad choices for the vocational education of the non-local population.

The linking of land reform and Hukou reform will ensure a win-win outcome as long as the land reform is based on China's realities
China’s urbanization is the process of massive entry of peasants into the cities. During this process, some important fundamental issues that have to be resolved. How to expand the public services resources of population-inflow regions so urban expansion does not elicit opposition from original residents? How should the land system be reformed? How should land (including contracted agricultural land and residential land) owned by peasants that have entered the city be dealt with? How should suburban land appreciation gains from urban expansion be distributed to suburban peasants? 
Starting from the current system, we think that the linking of land reform and Hukou reform is the most effective way to solve the above issues. The core of our “linked land and Hukou reforms” proposal is to enable peasants, who are already long term urban residents, to transfer the construction-use land quotas corresponding with their hometown’s rural residential land to the city they are employed at, so that these transferred quotas could be used for urban expansion and to allow the hometowns to increase their reserves of agricultural land through restoring residential land to farmland. The non-local labor wins because giving up the residential land usage rights makes these peasants eligible to obtain urban Hukous. The original residents also win because the some of the gains from the appreciation of suburban land (as they become construction-use land) can be used to fund public services and social security for themselves as well as for the new migrant.

Our reform proposal will separate land usage rights and ownership; and, under unchanged land ownership, will enable land usage rights to become interspatially reallocable assets. Consider the case of a peasant working in the cities, and whose hometown is in an inland region or is in the countryside far from the city. Even if the ownership to residential land in his hometown is given to him, such possession is worthless to him anyway. But if the construction-use land quotas corresponding to his hometown’s residential land possession rights are given to him, then the value of this quota can be decoupled from the location of the original residential land, since its value is reflected in its ability to turn suburban agricultural land into construction-use land, thus realizing an appreciation gain from urban land. By turning the construction-use land quota corresponding to his residential land into an asset income, this peasant is made better without making anyone else worse off. After the peasant has sold the construction-use land quota usage rights corresponding to his residential land, his contracted agricultural land can be transferred to the rural collective for a price, or he can continue to enjoy future agricultural profits through subcontracting or sharecropping.

The “land-coupon” trade that is currently undergoing a trial run in Chengdu and Chongqing is essentially a “linked land and Hukou reform“ but the extent of its implementation is limited to within the municipality. In comparison, our reform proposal puts a heavier emphasis on solving the issue of migrant workers that enter cities far from their hometown. Under our proposal, policies should allow interprovincial (municipal, regional) “balance between occupation and compensation in agricultural land, that is, pushing forward linked changes in urban-rural construction-use land across regions. Such a proposal is consistent with the majority of migrant worker migration being interregional and the huge disparities in land use efficiency across regions can be utilized to maximize the value of usage rights for construction-use land quotas, achieving an efficient use of labor and land.

Some observers have opposed tradable land usage rights (especially construction-use land usage rights) by claiming that economically developed regions have land that is more fertile than the economically underdeveloped areas in the population-outflow regions. This concern that interregional balance between occupation and compensation of agricultural land undermines food production is unnecessary. During the process of interregional exchange of construction-use land usage rights, residential land area in population-outflow regions that is restored to farmland can be converted to construction-use land in the population-inflow region through a conversion coefficient that equals the ratio of the average yield in the inflow-region to the average yield in the outflow-region.

Some other observers have worried that the exchange of land may lead to unemployment for peasants. The fact is that modern economies are dominated by the secondary and tertiary industries, and agriculture has fallen to about 10% of GDP in contemporary China. The secondary and tertiary industries in China are the main job creators for peasants. If the premise for peasants exchanging their land usage rights is founded on their residence and employment in the city, then allowing them to realize the market value of their land usage rights will not only not lead to unemployment, but will also be beneficial for increasing peasant asset income and obtainment of social security.

In our linked land and Hukou reform proposal, the appreciation gains on suburban land in the population-inflow region are shared among the original suburban peasants, peasants entering the city, suburban land users, the population-inflow region’s government and the population-outflow region’s government. The suburban peasants in the population-inflow region and the peasants that enter the city both obtain urban Hukous and reasonable compensation. Users of suburban land obtain new space. The population-inflow region’s government represents local residents in obtaining a portion of the land appreciation gains while the population-outflow region’s government also shares in part of the gains in order to arrange the restoration of abandoned residential land to farmland and provide public services for the population that did not leave. To make this win-win proposal a possibility, there must be interregional reallocation of construction-use land quotas, which maximizes the gains from construction-use land usage rights corresponding to residential land.

Multiple entities share in the gains from appreciation of suburban land in the population-inflow region because the land appreciation gains created by converting the population-inflow region’s agricultural land into nonagricultural land are not solely created by local residents, but jointly created with large amounts of non-local labor. From the long term perspective, local residents will benefit from the sustained economic growth generated by urban expansion and also benefit from lower expenditures on defusing social conflicts due to the progression of social integration. Therefore, residents and governments in population-inflow regions should share a portion of land appreciation gains with non-local labor.

It has often been argued that rural land must be used as a safety net for the peasants and hence its usage rights cannot be allowed to be traded. In our proposal, peasants are selling their hometown land usage rights voluntarily to obtain urban Hukous and be eligible to obtain the pension, healthcare, housing and unemployment benefits. At this point, land will no longer need to function as a safety net. In the past, when the countryside lacked a social security system, peasants could only use land as a safeguard. A modernizing country should move beyond using only land as a safety net for peasants and allow land to be used more efficiently as a scarce resource. If land usage rights are a tradable asset, then whether a tract of land is used for agricultural and nonagricultural purposes, which city gets to use the same tract of construction-use land, whether use of the same tract of agricultural land is scattered or scaled, would all be determined by the law of maximum production from scarce resources.

Our linked land and Hukou reform proposal is essentially a mechanism to enable the trading of land usage rights. In such a process, the transaction costs of multiple entities negotiating together are too high and the government still needs to undertake a market simulation role. Forced requisitions and demolition should be avoided during the conversion of urban suburban collective land into urban construction-use land. Under the premise of sufficiently guaranteeing landless peasant interests, a reasonable portion of land appreciation gains should be shared with new migrant entrants.

Our linked land and Hukou reform proposal is really only a marginal reform to the current land system. If clear rural land usage rights are defined for peasants then the nature of land ownership needs not to be changed. When it comes to China’s urbanization and land system issues, many academics have placed their hope on land ownership reforms. We do not deny that land ownership reform will ensure efficient allocation of land resources, protect the interests of the peasants, and facilitate industrialization and urbanization. But we must also note that there are three potential problems with land ownership reforms, three problems that are avoided in the trading of construction-use land quotas.

First, it will be hard to push forward Hukou reform under the land ownership reform proposal. If land system and Hukou system reforms are decoupled, then it may lead China to face the awkward situation where the government of the population-inflow region purchases all the land owned by local peasants and convert them to nonagricultural land. Land appreciation gains will mainly be enjoyed by local peasants and not by the numerous migrants, who will also find it hard to settle there.

Second, land ownership reform will expand inequality between rural residents. It must be noted that different geographical locations have experience different amounts of appreciation because geographical location is a primary determinant of the development of industry and services in that location, e.g. next to the coast. Under land ownership reforms, peasants situated in different regions own land with different appreciation potential, and this creates de facto wealth inequality.


Third, the goals of China’s construction-use land quota system are consistent with farmland protection. But land ownership reforms may create risks for future Chinese farmland protection goals.

Other parallel (matching) reform measures

For our proposed linked land and Hukou reforms to work effectively, there must also be parallel reforms of the performance review system for local officials and of the fiscal system (especially funding mechanisms for local public services).  The performance review system for local government officials should give different weights to aggregate GDP growth and to GDP per capita growth, and that these two weights should be different for different regions.
 If interregional mobility of labor and interregional reallocation of construction-use land quotas are realized, then the aggregate GDP for population-outflow regions will inevitably grow slower even if GDP per capita were to grow faster. If the performance review for local officials is totally based on the region’s aggregate GDP growth performance, then a unified nationwide regional development strategy will not obtain the support of the population-outflow regions. Therefore, China should both GDP per capita growth and aggregate GDP growth into account in the performance review system and accord a different weight to each objective. Furthermore, the more economically developed a region is, the higher the weight for aggregate GDP growth; and the less economically developed a region is, the higher the weight for GDP per capita growth.
The fiscal system needs the following three reforms urgently. First, government taxation as a share of GDP should be decreased in order to allowing market forces more leeway in determining the reasonable scale and interregional layout of cities. Second, the local government’s share of taxes under the tax sharing system framework should be increased, and the responsibility of the central government in providing local public goods should be increased in order to lessen the pressure for local governments to increase local taxes. Third, more central-to-local fiscal transfer payments should be directed towards local public services and infrastructure.

Conclusion

Hukou reform and land reform are very urgent in contemporary China. China’s actual level of population urbanization is at least 10 percentage points lower than the level it should be at the current level of development (Lu et al., 2008); and obsolete regulations are distorting the distribution of the urban population between regions and between big and small cities. Under such circumstances, China’s urbanization has not fully played its role in narrowing urban-rural income gaps. These phenomena are all related to China’s Hukou and land systems which restrict the interregional reallocation of labor and land resources. Unless the land and Hukou systems are reformed, China will not make full use of the economies of scale advantage that a big country should possess. Without free factor mobility, balanced urban-rural and interregional development will be hard to attain; and the lopsided dependence on fiscal subsidies to push forward balanced development will be unsustainable. At the same time, severe social segmentation will exist between population of different Hukou identities within cities, and this could undermine social harmony and urban development.
In the next decade, China will endeavor to stride across the “middle-income trap” but this will be difficult to accomplish without adjustments in the urbanization pattern and in the urban system. China must not only abandon the pattern of extensive spatial expansion of the past but also to allow the peasants who are employed in the city to have a safety net, receive reasonable compensation and lead a life of dignity. At the same time, urban-rural and interregional reallocation of production factors also fits the objective laws of agglomerated economic development. This reallocation will give a new impetus to sustain economic growth and reduce the size of the gaps in urban-rural and interregional per capita income. To realize the two goals of sustained economic growth and harmonious social development, the breakthrough point is in big cities lowering the thresholds for obtaining Hukou, and implementing linked Hukou and land reforms. To this end, China must prepare for a long hard battle in the adjustment of urbanization and the urban system.
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� Hukou is the household registration system which determines the legal residence of the person, and hence his rights to the social services provided the local government (e.g. access to housing, education and healthcare).  


� In short, when agricultural land is occupied in the inner suburbs, rural residential land in the outer suburbs are restored to agricultural land and the displaced peasants are allowed to enter the city as urban residents, while also receiving compensation for their displacement.


� For a comprehensive discussion of the relevant theoretical issues on the adjustment of Chinese urbanization and the urban system, please refer to Lu, Xiang, and Chen (2011).


� It needs to be mentioned that the source of Chinese urban development is population distribution in the planned economy era. During the process of urban expansion, new population accordingly enters the city while the original population doesn’t sufficiently disperse towards the urban periphery or other areas. If China’s future provision of public services between cities and within cities can be further equalized, then a portion of the original downtown population in big cities can disperse towards the urban periphery or other areas and there will still be room in the downtown area to accommodate newly-increased population. 


� Jiang, Lu and Sato (2012) and Chen, Xu, Liu (2010) have pointed out that if China continues to restrict urban population growth, then the income gap between the indigenous urban residents and new migrants will inevitably widen, an outcome that undermines the construction of a harmonious society.


� We eliminated Beijing, Shanghai, Tianjin and other provinces with not many cities from the sample, as well as Yunnan, which has large variance in data. Chongqing was included in Sichuan and analyzed together. In each of the 20 provinces in the data set, the number of cities in 2009 was between 8 and 19.


� We thank Lin Nian for allowing use to cite this unpublished data analysis result and thank Li Lixing for providing the original data with which this analysis was performed on.


� The “National Major Function-Oriented Zone Plan” also proposes implementing different performance review mechanisms for government officials in different regions, but this is mainly directed at the balancing of economic development objectives and other objectives.
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