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ABSTRACT

The Effects of the Sta te Sector on Wage Inequality in
Urban China: 1988-2007

This paper examines the effects of state sector domination on wage inequality in urban
China. Using Chinese Household Income Project surveys, we conduct two exercises: with
guantile regression analysis, we identify wage gaps across the distribution and over time; and
we employ the Machado and Mata (2005) decomposition to investigate how urban wage
inequality was affected by the changes in wage structure and employment share of the state
sector. We find that since the radical state sector reforms designed to reduce over-staffing
and improve efficiency since the late 1990s, urban wage gaps were narrowed due to the
reduction of employment share in the state sector; the wage premium of the state sector in
comparison with the non-state sector increased significantly; and changes in the wage
structure of the labour market caused the rise in urban wage inequality.
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1. Introduction

Although the Chinese econonhigs been transformed immensely, it is still dominated by the
statebias towardghe public servicesector ad stateowned enterprises. The bigsindicated

by the share of state sector employmamirelatedwage sethg. In the past decadiere has
been widespreatbncerrthat industribwage gaps, particularlyetween the state amsbn-state
sectos, have beemcreasingn China.

Industrial wage differentialsouldexist even in a perfdgtcompetitivemarket economyThis
may be due to the fatchat wages are nomly higher in hightech and capital intensive
industries thanhat in lowtech or labour intensive industriesteris paribuslf the wage gaps
are substantialnder this circumstance, there is no need to directly restrict the fraghiighly
paid industriesnsteadthe government could tax high sasand sed minimum wageChina
is arguablydifferent. The transition o€hinese economy isharacterized by still less well
functioning market system and strong government interventidme statebias has been
reinforcedwith a launch of a series of economic poligre€hina starting fronmid 1990s and
being reinforced since 2002.

Statedominated policieshave allowed the Chinesestate to monopolize pricesretain
monopolisticprofit and set uphigher wage paymentsto state sectoemployes than their
marginal product ofdbaur or market clearing pricén fact, the cenaal government of China
from 2002 has established tight control oksource allocatigndlowing state sector
monopolization of key economic sectors (finance and banking, transportation and
communication, and energy sectarndhas createdhe taxationallocationsystembetween
central and local governmentThis has strengthened central control over resource income
(apart from local land)out leftinsufficient tax income for local governments. Those economic
policies have safeguarded the political goals of relentless pursuit of GDEhguoavthis has
continued up téhe change ogbarty leadershim 2012(Zhang, 2012).

The aims of this paper ate examine whether stal®asedpolicies have trigged the rise in
urbanwage inequality over time, anchetheracrossthedistribution wage gaps are affectoeg
the statesector domination. ¥hegin by providinga brief overview of the change in China’s
state powerThe pwer ofthe Chinesetate ser hasdiffered in strengthsince the economic
reform Power was decentralizad the first decade of the reforms, but trstrengthened and
mademore centralized since the mil®90s.The relationship between the cengavernment
and the state sews affiliated to it during thisime may have affected the pagnt ofits
employees.

Prior to the economic reformyages werenistitutionally determined according to a national
system of gradescales and senioritwith education and skilleceiving little rewardKnight
andSong, 1993, pp. 221-238hanget al 2005. From1981, and in particular after 1986, the
Chinese governent allowedstate owned enterpriseSQE$ to implement flexible pay
schemes according to their profitabiligpai, 1994) Although initially the floating pay or
bonus was not allowed to be more than 5% of an SOE'’s total wage expenditure, thvaémi
gradually abolished (Meng, 2000, p. 83)he SOE reform of 1986 allowed larger pay
differentials within each SOBbut it was difficult to monitor workers’ productivity; therefore,
floating wages or bonuses were distributed equally among workers (Meng, 2000, p. 83).
Because of the soft budget constraints and no requirement to accept business rislGtihe obje
of SOE managers was not maximization of profits but maximization of the eefe&8OE
workers in terms of wages and bonuses. Sometimes, bank loans were used to pay large bonuse



when the SOE made a loss (Walder, 1987, 198BBYact, the SOE managers were also
incentivized to raise the pay for their workers because the Chinese gewerhad been
restricted the pay gap between the SOE managers and SOE wbheegavernment decreed
that the pay gap between the SOE managers and the average wages of SChearéer
more than 23 fold even for those profinaking SOEs in the peridcbm 1986 to 1992 (Cheet

al. 2005) Based on 19851992 firm data, Meng (2000, p. 107) found that retained profits were
the main determinant of wages in SOEs, whereas in private firms, it was thetprbdat
workers that determined pay. Therefore, with the exception of frequenasesren bonuses
and subsidies of all typéshe wagesetting mechanism of SOEs was broadly unchanged until
the late 1990s when the radical SOE reform was implemented.

After Deng Xiaoping’s southern tour in 1992, China’s reform and marketization ateeléy
series of reform measures were carriat such as abolishing the doukifact price systerfi,
unifying the tax regimeand tightening credit The most radical reform was the mass
retrenchment of superfluous workers and retaifangerSOEs while disbanding smatlones
There had beeserious wer-manning ancefficiency problems in the SO&ector; wereat not

for the bank loasand financial subsidies from tiséate budgetmany SOEs would haveng
been bankrupt The implementation ahe new reform measures exacerbated the difficulties
encoutkered by those loasiaking SOEsfor example SOEshad topay market prices for key
resourcesfacedthe same valuadded taxes as natate firms, andould notrely onbank
loans to pay bonuses and other subsidies to their wotBam&ronted withthe ewer-increasing
number of lossnaking SOEs andn eveirising heavy budget burden causedsipsidizing
SOEs, the Chinese government determined to reform the 120 thaisanglSOESThe SOE
reformwastrialedin 1994 and finally implemented in 1997. A consequence of this wahéhat
number ofretrenchedSOE workers reached 28 millipaccouning for half of the SOE
workforce(State Council News Office, 2004)nd the number of SOE&Ss reducegby 74%)
from 120 thousandhn the mid1990s to 32 thousand 2004(Naughton, 2007, p. 313\ key
part of Ching SOE reform was to transfortine remaining SOEsvhich are profitable and
monopolistic with strategic importance for the country’s econonmto modern
marke-oriented enterpriseShe reform and restructure of SOEs was followed by soaring
wages and bonuses in the SOE seqtme Tables -B). Even in the period of mass
retrenchment, there wagay rise for those stitmployed SOE workers (Appletenal 2005;

Bai et al 2006). SCDR (2007) reported that the pay gap between the monopolistic SOEs and
other enterprises has been increased largely ipehed of 1990-2005.

Thecreation ofaStateAsset SupervisioandAdministration Commissio(SASAC)in June of
2003 marked a significant change over the state administration of SQtesof the major
changes is the total wages and salaries contract regime, by iwhaeleh year SASAC will
negotiate with each of theentrally-controlled SOEs over tremountof wages and salariésr
next year. The total wages and salaries contract regime effectreslyyairs wage costs and
unreasonable pay risef SOE workersHowever,SOEs are reluctant to employ new workers
because of the constrainh dotal wages and salarie3his is one the reasornwhy the
employment share of SOEs further beeducedn the period fron2002 to 2007 SOEs own

! The share of bonuses in the annual earnings of SOE workers increased from 2.28at2103% in 1993, and that of all
other subsidies rose from 6.5% to 25.1% in the same period (Meng, 2000, pp. 84).

2 After having produced what the state demanded according to the planned pricesaS&&ktheir products on market
according to market price; likewise, after having sold the planned quahgtain to the state at the state procurement price,
the rural household can trade their agricultural products on free market.

3 Roughly 40% of the large and midedized SOEs were making loss in 1991 (Buangji, 2011, Vol. 1, pp. 15), the number of
lossmaking SOEs accounted 43% of them and the total losses reached RMI®8.3h 1995 (Zhou, 1996), in the middle
of 1990s on the whole the middle and small sized SOEs were making loss (Naggbitmp 302), in 1996 the share of
SOES profit in Chinds GDP is almost zero (Naughton, 2007, pp. 304).



almostthe wholeof the assets of theountry andthis asset base has been increasing all the
time, despite th shrinking employmenshare Additionally, theimplementation ofnannual
salary system for managerial staffthe SOEshasresultedin the enlargemenf pay gap
within SOEs for instance, the annual compensationSOE managers is-90 times higher
than the average annual wagé SOE workers (Liaet al 2006; Bai, 2008), and Chen et al.
(2005) bundthat the positiofrelated consumption of SOE manag&es more thartentimes
theirannual salary.

As for the publicservicesector, thed993reformof pay rules for civil servants allowed regions
to set up their own extpay scheme, which related the rissalarieof regional civil servants
to local economic growth. In other words, the reform sanctiameairangement under which
provincial govermentscould set the salarider their own civil servants according to their
own budgetsSince then, pay differentials for civil servants have gradually beengykettger
between provinces or between government ageicibe same region (Dat al, 2005; Liu,
2006).In the periodrom 19982002 the pay for civil servants and other public sector workers
had been raised three tim@hu Rongji, 2011, vol. 4, p. 48Zyurthermorethe pay for civil
servants is higher than thatSOEs, collective enterprises and priviaies (Daiet al, 2005).

It was Pr these reasonthat Jinglian Wu (2006)argued that the main causes of tapid
growth in income inequality in China wereorruption andmonopolistic sateowned
industries.

We thereforéhypothesize that the high paythe public sector and monopolistic SOES is one
of the forcesesponsible for the increase in thdan wage gap. To test this hypothesis, we
employ the 1988, 1995, 2002 and 2007 China Household Income Project (Qiigx)
household survey data, and Machadod Mata’s (2005) parameterized counterfactual
decomposition method based on multiple quantile regressiomentfy the effect of the
changan pay structure and employment sharethe public sector an8OEs on urbawage
inequality.

The rest of the paper is structured as follows.Séction 2, we introduce the data and
econometric methods. Sections 3 and 4 give the regregsiolt and decomposition of wage
income inequality respectively. Section 5 presents the summary and conclusions.

2. Data and Method
2.1 Data

We use urban household survey diatan the China Household Income Project (known as
CHIP datg for 1988, 1995, 2002 and 2007 The syrgamplesvere randomly selectddom

the larger anual national household survey conducted by the NationabBwok Statistics

The subsamples cover 10 out of 31 provinces in 1988, 11 in 1995, 12 in 2002 and 9 in 2007.
The questionnairesiere designedy a team of international scholaasd obtainednore
detailedinformationthan those in the officidlouseholdsurveys, particularly with respect to

the measurement of income and labigsues.

For the crossectional analysis, we construct a real wage variable covéamgses,
incomein-kind, andprice subsidiesregonal allowanes and income from second jobaith

4 Our wage variable, although fairly comprehensive, does exclude sormammtary benefits such as pension accruals,
health insurance and housing. The contributions of these variables may vary dadagddrms of ownership and over time.
Nominal wages were converted into real wages by deflating by regional @Fdan



respect to differential costs of living over time and between regiwesadjusted all wage
incomesof dl years based on urban consumer price indices published by CNiatisal
Statistical Bureauand using 2002 prices as const&#sults from these surveys are in Griffin
andZhao (1993), Riskiet al. (2001),Li andSato (2006) and Gustafssenal (2008).

Our analysis in this papeoves households with urban registratidrukoy. The reasons to
exclude ruralurban migrant households are as the followirdigst, there were no
systematicallyconducted ruralirban migrant household surveys conducted in 1988 and 1995;
thelack of earlierdataof migrant households could not serve the comparative purpose set in
this paper, althougthis omission has increased over time with the sharp increase i rural
urban migration during the sample peridsecond in estimaing the wage functions of
workers, urban and ruralrban migrantworkers do not share the sarolaracteristics, in
particular, a large proportion of migrant labour force in urban area arensplbyed, or
engaged in the informal jobs with regular wage income. If wanly draw those who are wage
earners from migrant surveys and combined them with the urban labour force,-Hzargié

of migrant vageeaners muld besubject to sample selectitaas.Most importantly, our goal

in this paper igo investigate the determinants of wage inequality highlighting the effects of
ownership and industrial sectors over time. Therefore confining amalysis to the
subpopulation holding urbamukouallows us to examinthe institutional causes which have
increasd urban wage inequality over the period of 20 years.

2.2 Methods

We employ the quantile regression method to estimate the extended Mincerian &arning
function (Mincer, 1973). Le®y(wi|X;;) for 8(0,1) denote thé" quantile of (log) wagew of

an individuali in yeart for given explanatory variable¥. For each year, we mod#iese
conditional quantileseparately by:

Q, (INW,| X, )= XA (6), (1)

wheref(0) is a vectonof quantile coefficients, an¥ is a vector of explanatory variables. The
coefficients are estimated following Koenker and Bassett's (1978) cuamgression
estimator. In practice, we run 19 quantile regressions (from quantile pdift 0.10, 0.15, ...,
0.95) for each of the four rounds of crassctional datd Afterward, we plot a curve for the 19
coefficients on the dummy variable (with 1 indicatengiorker employed by the state sector
and Oby the non-statesector) against the 19 quantile pointdhefwage distrilntion for each
year From these curves we can observe the wage premiuiime state sector versube
non-statesector acrostheentire wage distribution over time.

The quantile regression has a number of advantages over conventional ordinary least squa
(OLS) regressions. Most importantly, it provides a complete representation of the @waditi
distribution of wages whereas the conventional regression focuses only on thecahdi
mean® This is particularly crucial for understanding inequaligcause atandard regression
focusesonly on central tendency. Furthermore, the quantile approagles it possible to test
whetherthe effects osome determinants of wages on workers higheinuttpe conditional

5 The distance between any two quantile points is 0.05.
® Other advantages of the aqiée approach are that itlisss sensitive to outligrmore robust to departures from normality
(Koenker and Bassett, 1978nd has better properties in firesence of heteroscedasticity (Deatt®92).



wage distributiorare different from the effectsn those lower down. For thise carexamine
whether the wagpremium ofthestate sector vagsat different points of the conditional wage
distribution. The quantile approach recams the unobserved heterogeneity of workers and
thusgenerates a richer picture of the determinants of wages.

Quantile regressions are far from perfect. Outliers and skewed distrib{dftan observed in
large-scale crossection household survey data) make quantile regression residuals deviate
from the independent and identicistribution {.i.d.) assumptionlf thei.i.d. assumptiorior

the regression residuals no longesid) the statistical inference fromhe regression results
would be invalid (Ha@andNaiman, 2007, pp44-47). To circumvent this technical difficulty,

the bootstrap method is applitnlthe quatile regressions (Kocherginskt al, 2005).As
bootstrap quantile regressions do not needi.iltte assumption, themre more robust and
practical. For this reason, bootstrap quantile regressions are employedoaperns

Some care must be taken in interpreting the results of the quantile analysiselibegus
pertain toconditionalquantiles, not unconditional ones. Thaisvorker at a higlwage quantile
would be onewho receiveshigh wageselative tohis/her values aheobserved determinants
of wagesX, rather than simply a higivage workeper se Another way of saying this is that a
worker atahigh-wagequantile will tend to have favable tnobserved determinants of wages.
This showsthe difficulty in interpreting the result#ds somedeterminants of wages are
unobserved, it is not clear exactly what they are. They could include measuremerioer
example, or random factors (a worker’ddéortune in chancing upon a higiaying position).
However, there is some interest in these unobservables; for example, unobserved persona
characteristics affecting earnings are often kdbelability” in the theoretical literature
(although they may also encompass determination, ambition and factors sualscaslpe
appearance). Unobserved characteristics job may also be interestinigr example, we do
not observe firm size or profitability, but resitaring theories imply these may have significan
effects on earnings. In our exposition, for brevity, when describing the patternsimdingd,

we often refer to high quantiles unconditionally as representingviegie workers-as is
common in the applied literata; however this is an oversimpliiation anda more nuanced
interpretation focusing on unobservables is often invoked when trying to explain ows.result

One of our main purposes ofising quantile regressions is to study the evolution of pay
differentials between the state amsh-statesectors for the periofilom 1988 t02007. To this
end, we controfor the variables thaapply acrossall four years ofCHIP urban household
survey data in the earnings function (1). In detail, these variables are sv@®@ooling,
experience and expenee squared, dummy variables for seemmunist Partynembeship,
non-Han Chinesethnicity job characteristics in terms of occupations and industrial sectors,
and provincial dummies. The variable of inteiaghis paper is a dummy variable identifying

a worker’semployer with 1 indicating the stadector and O the nostatesector.

The focus of this paper is on exploritlye effect of the state sector’s wage structure and
employment share on urban wage inequality for the pémoa 1988 t02007. For this reason,

we employ Machado and Mata’s (2005) method (MM method hereafter) to decompose
changes in wage inequality into changes attributable to two sourcess. tBaehange in wage
structure in terms of the coefficients on the various explanatory variables. Thasothe
change in the distribution of explanatory variables, i.e., the change in workers’ persdna
productive characteristics, and in job characteristics. In detail, followiachktio and Mata
(2005), ifa(.) aresummary statistics fovages—such as the Gini coefficientthen we can
decompose the changesiirasfollows:



a(f(wD))-a(f(w(0))
o F*(Wd); X(0)))-e( f*(w0))) |+ 2)
(

coefficients

al
[a(f*(WD))=-e( F*(w); X(0))) |+ residual

covariate

wheref(w(t)) denotesheestimator of the marginal densitywf{the log wage) dtbased on the
observed samplew(t)}, *(w(t)) denotes theestimator of density ofv at t based on the
generated sampleM*(t)}, andt = 0, 1. The counterfactual densiti@sedenoted by*(w(1);
X(0)), for the density that would result irF 1 if all covariates had thetr= 0 distributions,
f*(w(1); X'(0)), for the wage density ir= 1 if only X' (part of the covariates) were distributed
as int=0.

Furthermore, the contribution of an individual covariate the total wage inequality could be
measured by looking at indicators such as:

a(f*(w(l)))—a(f*(w(l);x(o))). (3)

Along the lines of MM method, we are able to counterfactually measure the contribution of an
individual coefficients to the changen wage inequality by observing:

a(f* (W) BM))-a(T*(W0)), (@)

where f * (V\(O); ﬂi(l)) denotes thestimator othedensity ofw with all covariates at period 0

and all coefficientsapart fromg(1), from period 0;4(1) denotes the coefficient af from
period 1. Withformula (4), we then counterfactually analyze changén thewage inequality
and wage gap caused by specific changes in the pay structure, such as clihagetuims to
education.

In essence, Machado and Mata’s counterfactual decomposition is an extension ofsOaxaca
(1973) decompositiofor quantile regression'sA key exercise otheMM method is to obtain
the generated samplev{(t)}. To obtain {w*(t)}, one first needs taestimaten quantile

regression coefficient;é‘(@i) (where € denotes the quantile point), and nihgenerate a
random sample of sizewith replacement from the rows Xt) denoted by{x} ", and finally
get{w (9 = X( B()}",.2 For details, the reader is referred to Machado and (2aG5).

Finally, becauseChina’s economic transitiommas occurred graduallythe counterfactual
decomposition is implemented period by period. In detail, these periods ard 29831995
2002 and 20022007, based orthe availability of the CHIP data. Theame explanatory
variables werapplied inall the four yearsearning functions.

" As is well known, there is a potential indexnmuer problem with such exercises

8 According to Machado and Mata (2005), one needs to randomly@icfeample siza from €0, 1]. However, in practice,
we only take 999 quantile points with equal distance from the uniform distribution Jrbjpfollowing Albrechtet al.(2003)
and Riceet al.(2008). In other words, we estimated 999 quantile regressions for quantile point$®0a10.003, ..., 0.999
on [0, 1] for the earnings function for each of the four years.



3. Resultsfrom Quantile Regressions
3.1 Wage gas between the state and nostate sectors

The change of urban wage over time is reported in Table 1. The Gini coefficientoinaba
income increased sharply from 0.237 in 1988 to 0.345 in 1995, and remained unchanged in
2002, butroseto 0.439 in 2007. The Lorenz curves of wage income during these four years
show the same trend (Figure The 90/10 wageatio increased sharply from 2.82 in 1988 to
6.43 in 2007. The wage gaps in the staite sector are largédran those in thetate sector
(public servicesector and SORBsbut the difference between them is diminishing (Table 2).
Finally, thewage gaps within each sector and each subsector increas@auously during

this period.

Figure 2 exhibits raw (unconditional) daily wage gap curves between the sstator
(comprising the publiservicesector and SOES) and the rstate sector badeon percentile
points, ranged from low to high. In general, pay in the state sector is higher thanan-ttate
sector. In 1988, for the T(percentile point, the wage in the state sector is 1.5 times that in the
non-state sector, but this ratio deases to 1.1 for the §@ercentile point. In 1995, the inverse
relationship between the wage gap of the state anestabm sectors and the wage level
strengthened. fe ratio of wages in the state and +state sectors for the #0and 90"
percentilesncreased to 1.9 and 1.2 respectively. Although the state sector still paid nmore tha
the nonstate sector in 2002, the gap is smaller than that for 1995 below”ﬂpmﬁféntile of

the wage distribution, whereas the wage gaps for these two years ab85 pleecentile are
roughly the same. In 2007, the wage gap between the state astht@sectors is close to that

for 1988 in the lower part of the wage distribution and close to that for 2002 in the rest of the
wage distribution.

3.2Wage gaps withinthe state sector of China

Another trend worth discussing is the change in wage gaps within the stateosecttime and
cross the distribution. In this paper, the state sector consists autsectors public service
sector and the statevned enterprises. The former covers government offindsstatdunded
institutions such as schools, univées, hospitals, etc. The lattisrthe SOE sector Therefore,
before examining the wage gap between the state sectoomssthtesector, it $ necessary to
investigate the pay differential between the public sector and SOEs.

As a result of mass retrenchment within the state sector since 1990s, thé shagil®yment in
the public service sectoose from 30%n 1995 to 32%n 2007, whereaghat in theSOEsfell
sharply from 51%n 1995 to 34%n 2002 and further to 18% 2007 Table 4) When the labour
force within the state production was reduced while that in the service westaotaffected,
would this affect wage inequality with the state sect®dd?be specificwithin the state sector,
werewages was more equally distributed between the two types of employeesWakiite
trend of wage distribution within the state sector during the reforadde®

To determinewhether there is any pay differential betweka public sector and SOEsve
employ CHIP urban household survey data for 1995, 2002 and 2007 in which the public sector
and SOEs can be identifiéy exploringthe pay gap between these tausectors’ The OLS

® The ownership variables inclugeblic sector, collective enterprise, foreigwned and joirventure enterprises, private
sector and others with SOEs as the reference variable. Other variables suchees sexkCommunist Party membership,

9



regressiomesultsreveal thathe payin the public service sectawas 8% higher than that SOEs

in 1995;howeverthis pay gap drops to 5% in 2002, and2&o in 2007although itis statistically
insignificant. During this period, one important policy initiatedich might have altered the
wage distribution between the two ssdctors A more centralized budgeting system was
launchedin 1994, under whichthe cost forteachers, medical service workensd all public
service sector workessefunded by theentralgovernment bdgetary systermAmong those paid
by the centralpublic budget include the very low paid countside teachers and those state
CEOsof SOES whose annual payments could reaidions.

Figure 3plots the premium paid to public service workers over those in SOEs. In 1995, the
premium is positive, but generally falls in size as we move up the conditragal distribution
(the exception is the spike at the 95tarcentile). In 2002, there is a similar pattern except that the
gap falls so much that it becomes negative and for the top 23 percentiles, SOE wenkaid a
more than public sector workeits.2007, the payn the publicservicesector is generally \eer
thanthat inSOEs except for the td}8 percentilesvhich arehigher tharthat of 2002 level. This
indicatesthat SOE workers are better paid than those iptitéic servicesectorfor but the top
guintile. There is thus a revergahyment structurediween the two subsamples between the early
period and the year of 2007. After 2082ate ownd enterprises pdihigher wages to most of
thar workers thandid the public service sectothe exceptions being at the top end of the
distribution.

3.3Evolution of the wage premium of state sector versuson-state sector

Figure 4presents the evolution of the wage premium curvethéstate sectoover thenon-state
sector. For 1988, the wage premium decreast#geasnditionalwage leveincreaseswith the
largestpremium of 24%occurrin%at thefifth percentile ofthe wage distribution14% atthe
medianpercentileand 8% athe 95" percentileThese resultsra reinforced byl995datg in that
the wage premiumof the state sector versusonstatesedor at thefifth, median and 95
percentils of the wage distributiorwere 34%, 24% and 17%espectively.This raiseseveral
guestionsWhat causethe pay othestate sectaio be significantlyhigher than that afion-state
sector in 1988 and 1995? Why was this wage premium further raised in 1995exbmibet 9887
And finally, why doeshe wage premium fall aeewage levelncreased

The history of SOE reform might shed light on the above questitvesChinese governme
startedallowing SOEsto implement flexible pay schemmaccording to their profitabilityn the
early 1980s. The objective of SOE managers was not maximization of profits buizasigmof
the welfare of SOE workers in terms of wages and bonbsesause there are the soft budget
constraints and no requirement of bearing business riskhahthe pay gap between a SOE
managers and the average SOE worker should not be more 3hHafd2Additionally, retained
profits were the main determinant of wages in SOEs, whereas in private, firmas the
productivity of workers that determined pay. Therefai#h) the exception direquent increases
in bonues and subsidies of altypes the wagesetting mechanisnof SOEswas broally
unchanged until the late 1990s whbe radical SOE reform wasnplemented. This problem
which resultedrom poorinstitutional designmeanthat the payn SOEs was higher than that
private firms andhatthe magnitude of this pay differentiatreasedn the periodrom 1988to
1995.

ethnicity, occupation, industrial sectopspvincial dummies are the control variables.
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Floating wage or bonugs which were permitted since the early 1980@sredistribuedequally
among workersvithin each SOBbecause of thdifficulty to monitor workers’ productivityBy
contrast,the wageof a worker ina private firmwas determined biis/hermarginal product.
Therefore, weexpectthat wagenequalitieswill be muchlargerin private firms than in SOEs,
whichthis studyconfirms (Tables 2 and3). Payin SCEs is reasonably equally distributed among
workers whereas wagénequalitiesin private firmsare large, which accounts forthe wage
premium ofthe statesector being largehanthat ofthe non-statesectorin the lower part of the
wage distribution and smaller in the upper part. Chalinli@®©94)foundthat the wage premium
of trade union members is highetthe lower part ofthewage distributionThis suggestshat the
SOEs in China playealsimilarroleto that oftrade uniosin the US in terraof wagenegotiations
that is, the SO&aremore effectiven protecting lowetwage workers.

Because othe changein political atmosphere after 1992, China’s reform and marketization
acceleratedThe radical SOE reformesulted ina sharp fall of the employment share of SOE
sectorand less bt strengthenethoseSOEs thatvere profitable and monopolistic with strategic
importance for the country economyOther reform measuredsohavehad a significanimpact
on SOEs, suchsabolishng the dual pricingsystemforced SOEsto pay markeprices for key
resources, unying the tax regime caused SOHS pay the same valtedded taxess other
non-statefirms, and tightening crediteprivedSOEsof usingbank loans tpay bonuses and other
subsidies to their worker®espite of these reform easuressurviving nonretrenched SOE
workers shared the prafibrought about by the improved efficiency of SOEs and psblizice
workers enjogdpayrise three times for the period from 1962002, as discussed in Secsan
this paperWhat effectdid these reforrahaveon the wageseting mechanism of SOEs? Figure 4
shows that the wage premiumtbe statesector versughe nonstatesector declinedo 1988
levels (in the first quintile and the fourth quartikhe premium was even less than 1hal988),
and hencevasmuch lower tharthat in1995. What factorsaused th@002wage premium tbe
so far below the 199%evel? After the Asian financial crisis the late 199Qsthe Chinese
economyexperiencedleflation until around 20Q. Additionally, the urban labar market was
heavily flooded by the roughly 3fillion retrenched SOE workers and the almost iilon
rurakurban migrant$® Thereforethere existetiowage inflationpressure itheprivate sectot”
Any pay riss in the private sectomwere aconsequence gfroductivity changethat might be
resulted from theinprecedentetirgescale inflow of FD? andthe improved competiveness of
urban labor market In summary, the fall of the wage premiumthé state sector in 2002
relative to 1995 could only be the resfisignificantpayrisesin the non-statesectorduring this
period.

In 2007, the wage premium tbfe statesector was still less than that of 1988 over the first quintile
of thewage distribtion. Howeverfor thesecond to fifthquintiles, the wage premium thfe state
sectorfor 2007 was higher than that both 1988 and 2002, but lower than that1995.

19 The number of ruralirban migrants dramatically soared from 15 million in 1990 to 98 millio®@82ZNews Office of the
State Council, 2004), arfdrtherto 145 million in 2009 (Ministry of Human Resources and Social Security, ZDi€jeform

of financial and banking sector aimed at solving bad loans resulted in sharporedfifitiancial supports to rural industrial
activities and hence largeeale closure of rural industrial enterprises, which in turn forced rulusuabourers migrating to
urban areas for employment (Huang, 2008).

™ In contrast to the shrinking of the SOE secton-siate sectors are significantly expandifgr example, the share of
employment in urban areas created by thestate sectors rose from 26% in 1992 to 68% in 2001 and further to 78% in 2007
even without accounting for jobs being brought about by tred-muban migrants (NSB, 1993, 2002 and 2008).

12 attracted by the huge market, cheap labour and high ecorpanithrate tremendousimount of foreign direct investment
flows to China so that China replaced America as thedcipientof FDI in 2003 (53 billion US dollars, OECD, 2004), the
figure climbing to 90 billion US dollars in 2009 (Wen, 20IMe foreigrowned enterprises paid the much higher wages than
domestic ones teecruithighly skilled and motivated workers (Appletaial. 2005; Xia et al, 2009).

13 At the turn of the century, China’s labor market had become more compétitivintthe late 1980s
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Furthermorethe wage premium diie state sectdior 2007is close toconstanfor themiddle 506
of the wage distributiartHowever for thefourthquartile, the wage premium thfestate sectdior
2007 decreaseasthe wage levelincreasesin general, the wage premium tbe state sector
increasedsignificantlyduring the periodrom 2002to 2007. What factors couldaveled tothis
resul? The operating environment of the SO&8sanged dramatically after 200&th the
completion of the aboweentioned radical SOE refoanThe remaining SOEsere profitable
and monopolistic with strategic importance to the country, such as banks, fifantsa
telecons, and aviation railway andenergyenterprises According tothe National Statistical
Bureay the growth rateof wagesin the SOE sector andonstatesectorwere 14.12% and
12.76% regectively during the periodrom 2002to 2009, and the SOE®/age premium relative
to nonstatefirms increased from 0.30% 2002 to 10.36%n 2009 Therefore, Wu (2006)
speculatd that the expanding wage inequality was caused by the monopolistic SOEs and
corruption; GuandFeng (2008), Yuet al (2010) and Jia (2011among othersalsofoundthat
the pay gap between monopolistic SOEs andrathterprises is unacceptable.

3.3 Reasonableand unreasonablecomponentsof the wage premium ofthe state sector
versusnon-statesector

Following Yueet al (2010), we also explore the extent to which the wage premitine state

sector versuson-statesector is reasonable. Wetimate Oaxae®linder decompositiol? on

the dummy variable of being employedtive state sector in the extended Mincerian easiing
function of this paper for the four rounds of the CHIP urban household survey. The purpose of
thisis to measure reasonable andeasonableomponent®f the wage premium dhe state

sector versuson-statesector.

The OaxacaBlinder decomposition based on OLS regressions showshthatnreasonable

part of the wage premium tifestate sector versumen-statesector was in the range of-481%

for the years 1988, 1995 and 2002, but that it climbed to 81% in 2007 (Table 5). Nevertheless,
the unreasonable part of the wage premiurthefstate sectohad been kept at roughly the
same level for the perioflom 1988 t02002 but shot up sharply in 200¥ue at al. (2010)

found that the unreasonable part of the wage premium of the monopolistic SOEs versus
non-monopolistic firms is as high as 60%Recall that the wage premium of the pulskcvice

sector versus SOEsaeasd as thewage leveincreasedn 1995 and 2002yhereasn 2007

the oppositeoccurs As mentioned aboveafter the reform, the remaining SOEs were
profitable and monopolistic. These monopolistic SOEs cobtdinfavorable treatment from
various government agencies and banks (such as easy loeeit, taxes right to control

14 The pay gap between the average wages of SOEs and tiseatmrector calculated from the NSB report is somewhat
differert from that derived using the CHIP urban household surveys. The latter was baaedamly sampled urban
household survey data. Therefore, it is closer to reality.

15n this paper, the Oaxadalinder decomposition based on OLS regression and the neulifgintile regression is conducted
using the downloadable STATA procedure “decomp”. The STATA procedure “decompiviitten by lan Watson, who
closely follows Blinder’s exposition and uses both his method and hijt@pgy. We adopt the “decomp” procediecause

it suits our objective. In the Oaxaddlinder decomposition of the pay gap between the state sector astht®sector in this
study, the wage structure of the mstate sector is decided by market competition, whereas the nonmarkes faayor
significant rolesin the pay setting of the state sector. For example, in the state sectokea'sypolitical affiliation is an
important determinant of earnings. In the monopolistic SOEs, monopolistic prafitincrease the pay of the workers.
Therefore, the wage premium of the state sector versustada sector is the result of positive discrimination. Thus, in the
process of the Oaxa€Blinder decomposition, the regression coefficients of the earnings funotidhe norstate sector
should beset as the reference, and the characteristics of the state sector workers shioeldidights in calculating the
unexplained (or unreasonable) part of the wage premium of the state sectonueisiase sector. The reverse decomposition
of the“decomy procedure is required in this study.

16 Because ruralirban migrants are covered in the CHIP urban household survey, we useaYisg2010) OaxacaBlinder
decomposition of the pay gap of monopolistic SOEs and others when themaal sample are eadled.
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scarce resources), set monopolistic prices, harvest monopolistics pradithence pay their
workers wageswell above market prices. This could be the main fathat boostedhe
unreasonable part of the wage premiurnthefstate sector versaoen-statesector.

4. Counterfactual Analysis: Effect of theWage Structure and Employment Shareof
the State Sectoron Urban Wage Inequality

Having presentethe wage gagpbetweerthestate sector anaon-statesector andglts evolution
during the periodfrom 1988 to 2007we now provide findings revealing how urban wage
inequality was affected by the charngehe wage structure and employment share of the state
sector éncompassingoth the publicservicesector and SOEs)n so doing, we test olkey
hypothesis whethdahe high payn the publicservicesector and SOHsave causgtherisein
urban wage inequality. As stated in Section 2, the chamgage income inequality can be
counterfactually decomposdyy the changen the wage structure (the changeregression
coefficients of the earnings function) and the change workers’ characteristics (the
explanatory variables of the earnings functidimyoughthis counterfactual decomposition, we
can observe how the wage inequality was influenced by chiangey part of the wage
structure (any coefficient or any group of coefficients of the earningstibn) or any
explanaory variables. Here &/ focuson how the urban wage inequality waectedby the
changen the state sector wage premigragression coefficient of the dummy variable “state
sector”) andhe change in themployment share tie state sector.

For this exercise, we show hdive Gini codficient and various percentile ratios of the wage
distribution Table 6 reports how thesgere affected by the change in tiegression coefficient

of the state sectodummy, holding all other regression coefficients and all explanatory
variables unchange Table 7 provides corresponding information on the impatteothange

in employment share othe state sectorholding all other explanatory variables and all
regression coefficients unchanged. Tkecpntile ratios of the wage distributipresentedra

90/10, 75/25, 90/50 and 50/10. We carried out 10 rounds of counterfactual simulation and then
average theresults to give the indicators presented in the tables. The purpose of this averaging
wasto avoid the results being unduly affectedasingle snulation result. In each round thfe
counterfactual simulation, we randonsiglected®99 observations of the explanatory variables
from the datdor any particular year.

4.1 The dfectsof the regression coefficient ofthe state sector on urban wage inequality
and wage gap

The dfects of the regression coefficient thie state sector on urban wage inequality aade
premiumare different in each transitional period of the Chinese economy. Compatied
1988, the sharp rise the wage premium dhe state sector versusn-statesector over the
ertire wage distribution (Figure)4n 1995 resulted imn increasen urban wage inequality
(Tables 6and 7). For example, theGini coefficient increasedoy 0.007 (if the MM
decompsition is based on the 1988 wage structure and explanatory vajiableg 0.003(if

the decompositiors based on the 1995 wage structure and explanatory variables). The wage
gap indi@tors such ashe 90/10, 75/25 and 50/1@age ratios alsincreasd. However, the
increasan wage gap was asymmetridoecausehe 50/10 indietor increased while the 90/50
indicator remaiedlargelyunchanged. This implies that the wage gap for workers with wages
below themedian leveincreasedvhereas the gap for wagks abovehe median wage level
was largely unaffected.
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The mass retrenchment of SOE workeosnmened in 1995and was completey 2002
Comparedvith 1995, the falin the wage premium dhestate sector versumn-statesector in
2002resulted in a fhin urban wage inequality. For instance, @Giai coefficientfell by about
0.013 (by 0.012 if the MM decompositismbased on the 1995 wage structure and explanatory
variables, or by 0.014 if the decompositisibased on the 2002 wage structure and explanatory
variables). The wage gap (in terms of 90/10, 75/25 and 90/50)edttioed Nevertheless, the

fall in thewage gagor workersin the upper half ofhewage distribution igargerthan that for
workersin the lower half.

During the periodfrom 2002 to 2007, the remaing large monopolistic SOEs seized
opportunitiesand achievedapid growth, large monopolistic profis and steady pay risdor

their employeesparticulaty their managerial staff. Conseauly, the clear risen the wage
premium ofthestate sector versumn-statesectorin the upper haldf thewage distribution in

this period causedn increasdan urban wage inequality. Th@ini coefficient increased by
0.003 (if the MM decompositioms based on the 2002 wage structure and explanatory
variables)or by 0.002 (if the decompositiors based on the 2007 wage structure and
explanatory variables). The wage gap indicators of 90/10, 75/25, 90/50 an@bbitfeass,
although highwage earnerseceivedproportionatelytargerpay rise than lowwage earners.

4.2 The dfects of the employment share othe state sector on urban wage inequality
and wage gap

The MM counterfactual decomposition die effect of the state sector premium is robast t
whether beginning yeass or closing yeas are used ashe reference points. By contrast,
decompositions of the effect tiie changen the employment share dhe state sectoare
sensitive to the choice of reference yganticulaty for the last two of the three periodseé
Tables 6and7). For the periodrom 1988 t01995, the employment share tbe state sector
remained largely unchanged so that theonsistencyis not apparent. However, the
employment share dfie state sectodeclinedfrom 79% in 1995 to 65% in 2002 and further to
49% in 2007. If the counterfactual decomposition is basetth@beginningyear of the two
periodsfrom 1995to 2002 and 2008 2007, the reduction in trEmployment share diie state
sectomresultsin areduction inurban wage inequality using tBni coefficient and urban wage
gap in terms of 90/10 and 50/100Wever,if it is based on thelosingyear of the two periods,
the fall in the employment share ahe state sectoresults in a increasein urban wage
inequality.

To investigatethe causeof this contradictoryresult we extend the MM counterfactual
decompositiorto examinethe effect ofthe changen the state sector employment share on
urban wage inequality to all decile points thie employment shareWe exemplify this
simulated counterfactual decomposition methdy using the 1995 wage structure and
explanatory variables as the bdsefact, diring the periodrom 1995 ta2002, the employment
share ofthe state sector fell from 79%0t65%. Howeverjn the simulateccounterfactual
decompositionthe employment share dhe state sector in 1995 is kepbnstant,while
assunng that the state sector’s employment share can counterfactually be changed to 10%
20%, ...,90%. The same kind of counterfactual decomposisamplemented for 1988, 2002

and 2007.

Table 8 reports the simulation resultstbé counterfactual decomposition die effect of
variationin the state sector’s employment share on urban wage ingq&atin Table 8, when
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the employment share of te&ate sector is counterfactually changed to 10%, 20%, ..., 90% in
each yearthe difference between the counterfactual and factual urban wage litye(iha
former minus the kéer) changes from large to small and also from positive to negative.
However,becausdhe state sector has different employment shareach of the four years,
the transition from positive to negativetire difference between the counterfactual and factual
urban wage inequalities in each year occumedifferent intervad of the counterfactual
employment shares of the state sector. It can be observed from Table 8 thizirtiad of the
counterfactual employment share tbk state sector, in which the difference between the
counterfactual and factual urban wage inequaldiemngs from positive to negativejecline
alongwith the fall inthe factual employment share of the state sector.

In addition in the simulation bthe counterfactual decompositidor each year, when the
counterfactual employment share tbe state sector is higher than the factual one in any
particular year, the difference between counterfactual and factual wdiga inequality is
negative.For the simulationresults inTable 8, weassumedhat the transition of the state
sector’s employment share is from factual to counterfacsahthe decomposition resulits
Table 6. If we multiply every simulated numberTable 8 by =1”, we obtain thesimulation
resuls in reverse order-the transition ofthe state sector’s employment share from
counterfactual to factual, which eensistent withTable 7.Underthis reverse order, when the
state sector’s counterfactual employment share is greater tkafadtual, urban wage
inequalityincreasesRecall that the state sector’'s employment share has been decreasing since
1994. As a result, it inevitable that contradictorgsults occur between the simulation results
computedor the base year and thosesked on the current year for each of the two pefrods
1995 to 2002 and 2002 to 2007.

In essence, theontradictionbetween the outcomes of the decomposition of the charthe
employment share of the state sector versusstatesector based on theeginningyear and
closingyear’s wage structureould be brought about by tiéferernce in thewage structure of
the beginningyear and closing year of a decomposition period. Chieaonomyand in
particular her SOE sector had erpaced drastic structural transformation in the periods from
1995 to 2002 and 2002 to 200iherefore, there should hendamental change iihe wage
structure of the beginning year and closing year in each of the two pénedilition, the MM
counterfictual decomposition could be regarded as a kind of prediction mé&edkdttion is
always made on the base yddrerefore the MM decomposition dhe chang& employment
share of the state sector versosstatesectorshould be based on theginningyear’s wage
structure.

Taken together, whether the fall in the state sector’s employment share laagt@ngén

urban wage inequality depends on the order of the counterfactual decompbsticed as a
prediction method, the counterfactual decomposition of how the change of employment share
of statesector affects urban wage inequality should be based on the beginning year’s wage
structure for any period of interestaking this approach, the reductiontbé employment

share ofthe statesector in the periods from 1995 to 2002 #&man 2002 to 2007 resudtina
decrease of urban wage inequality.

5. Conclusions
Conclusively, the SOEs per se, the sésteize and determinants of wage structure have been

transformedconsiderablysince the economic reform and in particular after the radical SOE
reform of the midl990s. At the same time, the income inequality in urban China has
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drastically increased, for example, the Gini coefficient of urban wagene rose from 0.24 in
1988 to 0.44 in 2007 (Table I)herefore, a followup question is how Chiraurban wage
inequality has been affected by the changes of employment share and detsrofinsat

structure in the SOE sector.

This paper examirkthe effect of changm the state sector’s wage structure and employment
share on urban wage inequality &y ployingCHIP urban household survey déatam 1988,
1995, 2002 and 2007. As onrethodologywe employednultiple quantile regressions and
MM counterfactual decompositisiiVe also extended the MM counterfactual decompositions
to all decile points in order to investigate the effect of change in the statesseoatptoyment
share on urban wage inequality. The results of the multiple quantile regresstbivdiva
counterfactualdecomposition revealed that after the radical SOE refdhs, fall of
employment share of SOE sector resulteadecrease of urban wage inequality, tha& wage
premium of SOE workers and its unreasonable part increased significantly, whiahléa tio

an increase in urban wage inequality.

The state sector consists of the public sector and SOEs. The SOEs’ share oifbtotal
employment fell from 50% in 1995 to 18% in 2007, while the public sector’s share remained at
about 30%. The results of the multiple quantile regressions suggest that pay inithequidn

was higher than that in SOEs in both 1995 and 2002, but the gap decreased as one moved up the
wage distributionIn 2007 there were no significant pay differentials between the public sector

and SOEs, except that the pay in the latter was higher than that in the forntlee top

quintile. This implies that after 2002 there were larger pay rises in SOEthiaa public

sector.

Before the SOE reforms, SOE managers haddeadit constraintslittle business riskand
incentive to raise pay for worketand the aim of SOEs was not the maximization of profits and
total wealth, but rather the maximization of the pay and welfare of workereefofes the
main determinant of wages in SOEs was #meount of retained profit, rather than the
productivity of the workers. The consequence of this former regime was thatate
premium of the state sector versus 1stete sector increased considerably in the period from
1988 to 1995, which caused anriegse in urban wage inequality.

Duringthe SOE reform, the wage premium of the state sector was reduced tempeealiihg |

to a fall in urban wage inequality for the period from 1995 to 2002. However, the SOEs that
survived the reform are large and monopolistic, characterized by opportunistic mstmpol
profit and payment of high salaries. Therefore, since 2002, the rate of pay risé8Hor S
workers has not only been faster than that of the public sector but has also beé&maiasteat

of the privae sector, which led to an increase in urban wage inequality. The O&kacizr
decomposition showed that the unreasonable part of the wage premium of the state sect
versus norstate sector remained at about 44% until 2002, but then increased sharply to 81% in
2007. The monopolistic SOEs were able to set monopolistic prices, earn monopolidisc profi
and pay their employeewages that were higher than their marginal product. These might be
the chief reasons that the wages in SOEs increased fasterdhbagdi in the public sector and
private sector.

More than 30 years has passed since China’s economic reforms wetedimitiz978. During
these decades, the most spectacular and influential reforms were the abolishithent o
collective agricultural rgime in the early 1980s and the radical SOE reform in the late 1990s,
which involved the retrenchment of half of all SOE employees and the privatizatibe of t
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majority of SOEs. The rural reform, which returned collectivized land to rural holase
resuted in a large rise in agricultural output and a significant fall in rural povértgn be
regarded aa pure Pareto improvemesthere were no losers during the reform. However, the
radical SOE reform led to the retrenchment of half of the SOE workfordea massive
reduction in the number of SOEs. The SOE reforms eliminated the need for the nadjority
state fiscal income to be spent on subsidizing-toaking SOEs, and hence laid a solid
financial foundation for the new HWen deal that focused on improving household living
conditions®’

China’s transitional market economy is still not perfect. The large monopolisis $lay a
dominant role and pay their employees very high salaries and welfare paywteokshas
contributedto the rise in urban wage inequality. For this reason, decision makers should put
more effort into monitoring and regulating monopolistic SOEs.

The results of the multiple quantile regressions suggest that pay in the publiovsechogher
than that in SOEs in both 1995 and 2002, but the gap decreased as the wageieaskn
each of the two years. In 2007 there were no significant pagrefiffials between the public
sector and SOEs, except that the pay in the latter was higher than that in tmddotheetop
quintile. This implies that after 2002 there were larger pay rises in SOEthiaa public
sector.

Before the state sectogforms, SOE managers had femedit constraintdittle business risk

and incentive to raise pay for workeasid the aim of SOEs was not the maximization of profits
and total wealth, but rather the maximization of the pay and welfare of workersfdrkethe

main determinant of wages in SOEs was the amount of retained profit, rather than the
productivity of the workers. The consequence of this former regime was thatate
premium of the state sector versum-statesector increased considerably Ive tperiod from

1988 to 1995, which caused an increase in urban wage inequality.

Duringthe SOE reform, the wage premium of the state sector was reduced tempeealiihg |

to a fall in urban wage inequality for the period from 1995 to 2002. HowevefQEs that
survived the reform are large and monopolistic, characterized by opportunistic mstmpol
profit and payment of high salaries. Therefore, since 2002, the rate of pay risé8Hor S
workers has not only been faster than that of the public sector but has also beé&maiasteat

of the private sector, which led to an increase in urban wage inequality.akae&Blinder
decomposition showed that the unreasonable part of the wage premium of the state sect
versus norstatesector remained at abiodd% until 2002, but then increased sharply to 81% in
2007. The monopolistic SOEs were able to set monopolistic prices, earn monopolidisc profi
and pay their employees’ wages that were higher than their marginal proldese. might be

the chief reasorthat the wages in SOEs increased faster than did those in the public sector and
private sector.

We also extenedd the MM counterfactual decompositions to all decile points in order to
investigate the effect of change the state sector’s employment sham urban wage
inequality. The state sector consists of the public sector and SOEs. The SOEs’ sharke of tota
urban employment fell from 50% in 1995 to 18% in 2007, while the public sector’s share
remained at about 30%he results ofhemultiple quantileegressions and MM counterfactual
decomposition revealed that after the radical SOE refinarfall of employment share of SOE

" The Hu-Wen new deal is referred to as Hu Jingtao and Wen Jiabao’s policy because ittoagffedtsince2002.
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sector resulted ia decrease of urban wage inequality, th& wage premiurof SOE workers
and its unreasonable part increased significantly, which in turn keditecrease inrban wage
inequality.

More than 30 years has passed since China’s economic safema initiatedn 1978.During
these decadeshe most spectacular and influential reformere the abolishment of the
collective agricultural regime in the early 1980s and the radical SOE refdha late 1990s,
which involved the retrenchment balf of all SOE employees anithe privatization othe
majority of SOEs. The rural reform, which returned collectivized l@andural households,
resulted imalargerisein agricultural output andsignificantfall in rural poverty. Therefore, it
was a pure Pareto improvemertherewere ndosess during the reform. However, the radical
SOE reform led to the retrenchment of half of the SOE workforceamassive reductiom
the number of SOEs. The SOE refamliminated the need for thmajority of state fiscal
income to be spent on subsidizing lmsaking SOEs, and hence laid a solid financial
foundation forthe newHu-Wen ceal that focusgton improvinghousehold living condition¥

China’s transibnal market economy is still npierfect. The large monopolistic SOEs play a
dominant role and pay their emploge®ery high salaesand welfargpaymentsvithout much

of justification which havded tothe risein urban wage inequality. For this reason, decision
makers should put more effonto monitoring and regulating monopolistic SOEs.

8 The Hu-Wen new deal is referred to as Hu Jingtao and Wen Jiabao’s policy because ittoaffedtsince2002.
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Table 1: Indicators of wage inequalityof urban China

1988 1995 2002 2007
Gini coefficients 0.23720 0.34449 0.34781 0.43937
General entropy
GE(1) 0.23790 0.57580 0.28577 0.40476
GE(0) 0.10786 0.23536 0.21241 0.33339
GE(1) 0.10766 0.22646 0.21514 0.44610
GE(2) 0.14837 0.37869 0.29688 1.97441
Atkinson index
A(0.5) 0.05124 0.10560 0.10053 0.16938
A(1) 0.10224 0.20971 0.19137 0.28351
A(2) 0.32240 0.53523 0.36368 0.44737
Mean 17.60 28.20 49.73 98.54
Median 16.53 23.99 41.83 69.24
Standard deviation 9.41 24.61 38.32 198.31
Ratios of wages of percentile points
p90/p10 2.82 5.04 4.96 6.43
p75/p25 1.65 2.17 2.29 2.80
p90/p50 1.57 1.99 2.08 2.57
P50/p10 1.80 2.54 2.38 2.50
Skewness 7.16 11.09 4.32 32.64

Source: CHIP 1988, 1995, 2002 and 2007 urban household survey.

When only relative values are involved, wages are in nhominal price; whereas wbkneabalues are
needed, wages of other years are all adjusted to the 2002 constesitgocording to the urban consumer
price index of China Statistical Yearbooks of various years.
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Table 2: Indicators of wage inequality and gap of urban China by ownership sér

1988 1995 2002 2007

state Non-state | state Non-state | state Non-state | state Non-state
Gini 0.221 0.278 | 0.326 0.396 | 0314 0.392 | 0.392 0.481
coefficients
General entropy
GE(1) 0.135 0.515 0.452 0.870 0.228 0.343 0.321 0.471
GE(0) 0.092 0.149 0.206 0.314 0.174 0.264 0.265 0.397
GE(2) 0.095 0.144 0.206 0.295 0.174 0.290 0.326 0.577
GE(2) 0.136 0.188 0.351 0.486 0.224 0.476 1.013 3.181
Atkinson index
A(0.5) 0.045 0.069 0.095 0.137 0.083 0.128 0.133 0.205
A1) 0.088 0.139 0.186 0.270 0.160 0.232 0.233 0.328
A(2) 0.213 0.508 0.475 0.635 0.313 0.407 0.391 0.485
Mean 18.36 14.98 29.828 22.05 53.83 42.19 104.55 92.57
Median 17.35 13.68 25.44 17.95 47.66 31.82 79.99 59.59
Standard
deviation 9.45 8.78 25.088 21.65 36.01 41.19 151.41 235.70
Ratios of wages of percentile points
p90/p10 2.59 3.43 4,35 6.71 4.30 5.45 5.64 6.90
p75/p25 1.57 1.79 2.03 2.46 2.02 2.36 2.50 2.83
p90/p50 1.52 1.71 1.92 2.25 1.91 2.46 2.28 2.80
P50/p100 1.70 2.01 2.26 2.99 2.25 2.22 2.47 2.46
Skewness 8.20 3.79 11.90 7.63 3.59 5.60 26.886 31.719

Source: CHIP 1988, 1995, 2002 and 2007 urban household survey.

When only relative values are involved, wages are in nominal price; whereas wberneatbalues are
needed, wages of other years are all adjusted to the 2002 constastgadording to the urban consumer
price index of China Statistical Yearbooks of various years.
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Table 3: Indicators of wage inequality and gap of urban China bygubsectors

1988 1995 2002 2007
Publ SO | Collecti | Priva | Forei | Othe | Publ SO | Collecti | Priva | Forei | Othe | Publ SO | Collecti | Priva | Forei | Othe | Publ | SOE | Collecti | Priva | Forei | Othe
ic Es ve te gn rs ic Es ve te gn rs ic Es ve te gn rs ic 5 ve te gn rs
secto firms firms | firms secto firms firms | firms secto firms firms | firms secto firms firms | firms
r r r r
18.3 18.0 12.0 | 328 | 28.0 18.0 195 | 59.2 | 48.9 425 40.4 | 106. 101. 88.8 | 125.1 | 65.0
Mean 6 14.82 8 24.67 3 7 3 21.10 5 34.38 0 2 1 34.71 1 67.03 7 48 13 89.97 9 3 6
Median | 17.3 115 105 | 281 | 235 12.8 16.6 | 532 | 411 31.8 30.0 | 828 719 55.8 46.1
5 13.77 9 22.98 5 9 3 17.63 > 28.23 6 3 > 28.00 7 54.97 3 5 9 58.49 7 86.30 4
Standar
d 19.2 237 | 25.8 175 176 | 346 | 365 42.7 43.8 | 101 212. 252. | 157.7 | 72.3
deviati 9.45 7.78 > 15.75 | 8.90 5 6 20.20 0 28.75 9 4 3 24.63 3 50.46 6 19 97 266.03 o5 3 6
on
Gini
. 0.22 0.47 0.40 | 0.30 | 0.33 0.45 0.44 | 028 | 0.33 0.38 0.39 | 037 | 041 0.48 0.40
index 1 0.255 4 0.369 > 5 8 0.372 2 0.362 8 7 1 0.336 6 0.351 9 9 4 0.463 9 0.436 5

Ratios of wages on various percentile points

po0/p1 118 13.7 19.9

0 259 3.09 g | 779 | Tg'| 361 | 473| 568 | 934 | 540 | "7 | 379 | 437| 437 | 536 | 503 | 536 | 588 | 500 | 525 | 7.00 | 7.00 | 6.00
p75/p2

5 157 173 | 317 | 265 | 291 | 181 | 215| 225 | 288 | 221 | 422 | 183 | 214| 217 | 230 | 252 | 250 | 246 | 245 | 239 | 267 | 280 | 2.25
p90/p5

0 152 164 | 323 | 219 | 239 | 189 | 200| 217 | 294 | 212 | 239 | 180 | 203| 223 | 241 | 222 | 239 | 240 | 2290 | 250 | 3.00 | 292 | 2.68
P50/pL

0 1.70 189 | 368 | 356 | 575 | 192 | 236| 262 | 317 | 254 | 833 | 210 | 215| 196 | 222 | 227 | 224 | 245 | 219 | 210 | 233 | 240 | 2.24
Skewn 14.6 25.4 33.7

ess | 820 346 | 341 | 068 | 103 | 59 | 70| 926 | 254 | 365 | 257 | 247 | 469 | 268 | 569 | 375 | 641 | 699 | 57 | 1783 | ;| 9.05 | 554

Source: CHIP 1988, 1995, 2002 and 2007 urban household survey.
When only relative values are involved, wages are in nominal price; whereas whleiealzues are needed, wages of other years are all adjusted to the 2002 constant
prices according to the urban consumer price index of China Statistical Yearboak®as$ years.
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Table 4: Ownership structure of the employed urban workers

1988 1995 2002 2007

No. of observations 17,733 12,245 10,133 6,938

Ownership structure of the employed urban workers (%)

State sector 77.67 79.04 64.76 49.83
Publicservice sector 29.66 30.90 31.82
SOEs 50.95 33.86 18.00

Urban collective firms 20.28 15.06 6.86 5.36

Private firms 0.77 1.65 20.72 34.48

Foreignownedandjoint-venture firms 0.36 1.27 2.17 7.08

Other ownerships 0.92 2.98 5.49 3.26

Source: CHIP 1988, 1995, 2002 and 2007 urban household surveys.




Table 5: OaxacaBlinder Decomposition of pay differential between the state andon-state sectors

1988 1995 2002 2007
Amountattributable: 1.0 5.6 33.9 24.8
- due to endowments (E): 14.5 23.1 18.5 4.9
- due to coefficients (C): -13.4 -17.5 15.4 19.9
Shift coefficient (U): 24.5 34.9 -0.6 0.6
Raw differential (R) {E+C+U}: 25.5 40.5 33.3 25.4
Adjusted differential (D) {C+U}: 11.1 17.4 14.8 20.6
Endowments as % total (E/R): 56.7 57.0 55.6 19.2
Discrimination as % total (D/R): 43.3 43.0 44.4 80.8

Source: CHIP 1988, 1995, 2002 and 2007 urban household survey.

Wages of other years are all adjusted to the 2002 constantaurazeding to the urban consumer price index
of China Statistical Yearbooks of various years.

U = unexplained portion of differential (difference between model constants).

D = portion due to discrimination (C+U).
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Table 6

MM counterfactual decomposition of the effect of wage sticture and employment share of state
sector versuson-state sector on urban wage inequalitypased on the beginning yeas wage structure

Change of coefficients

Change of covariates

19881995 19952002 20022007 19881995 19952002 20022007
0.007 -0.012 0.003 -0.001 -0.001 0.000
Gini (.005, .009) (-.014,-.007) (.003, .004) (-.005, .002) (-.006, .002) (-.003, .002)
(+10) (+0) (+10) (*+1) (+5) (+7)
1.44 -2.60 0.96 -0.01 -0.95 -0.95
Mean (1.36, 1.52) (-2.75,-2.48) (0.92,1.02) (-0.05,0.02) | (-1.16,-0.79) | (-1.13,-0.79)
(+10) (+0) (+10) (+4) (+0) (+0)
1.30 -1.78 0.55 0.00 -0.85 -1.14
Median (1.07, 1.48) (-2.10,-1.47) (0.10, 0.95) (-0.20,0.10) | (-1.08,-0.47) | (-1.87,-0.44)
(+10) (+0) (+10) (+6) (+0) (+0)
Standard 1.18 -4.07 0.53 -0.04 -0.97 -0.29
deviation (0.69, 2.60) (-8.11,-2.14) (-0.48, 1.10) (-0.18,0.05) | (-2.43,-0.23) (-1.61, 0.41)
(+10) (+0) (+8) (+3) (+0) (+3)
0.74 -1.94 -0.32 0.03 -0.33 0.20
Skewness (-0.54, 4.43) (-7.34, 0.30) (-1.06, 0.12) (-0.15, 0.30) (-1.88, 0.43) (-0.68, 0.71)
(+7) (+1) (*+2) (+6) (+4) (+9)
0.13 -0.11 0.11 -0.02 -0.09 -0.09
P90/P10 (0.06, 0.18) (-0.34, 0.09) (0.04, 0.18) (-0.06, 0.02) (-0.31, 0.09) (-0.21, 0.22)
(+10) (+1) (+10) (+3) (+1) (+1)
0.04 -0.06 0.05 -0.01 0.01 -0.03
P75/P25 (0.01, 0.05) (-0.08, 0.00) (0.02, 0.09) (-0.04, 0.01) (-0.06, 0.07) (-0.09, 0.02)
(+10) (+0) (+10) (+1) (+5) (+3)
0.02 -0.05 0.04 -0.01 -0.01 0.02
P90/P50 (-0.01, 0.05) (-0.08, 0.01) (0.00, 0.06) (-0.03, 0.00) (-0.06, 0.03) (-0.04, 0.05)
(+9) (+1) (+10) (+1) (+4) (+8)
0.06 0.01 0.01 0.00 -0.04 -0.06
P50/P10 (0.01, 0.09) (-0.09, 0.13) (-0.04, 0.04) (-0.03, 0.03) (-0.15, 0.04) (-0.13, 0.08)
(+10) (+6) (+6) (*+5) (+3) (+1)

Source: CHIP 1988, 1995, 2002 and 2007 urban household surveys.
Note:The decompositions are based onltaginningyear’s wage structure and explanatory variafiethe
periods from 1988 to 1995, 1995 to 2002, and 2002 to 2007.
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Table 7:

MM counterfactual decomposition of the effect of wage structure and empymnent shareof state
sector versuson-state sector on urban wage inequalitypased on the closing yeas'wage structure

Change of coefficients

Change of covariates

19881995 19952002 20022007 19881995 19952002 20022007
0.003 -0.014 0.002 -0.001 0.007 0.008
Gini (0.001, 0.005) | (-0.015,-0.009) (0.001,0.003) | (-0.003, 0.002)| (0.005, 0.01) | (-0.001, 0.023)
(+10) (+0) (+10) (+4) (+10) (+9)
2.14 -4.55 1.37 -0.15 -0.55 -0.85
Mean (2.07, 2.28) (-4.96,-4.14) (1.22,1.51) (-0.26,-0.05) | (-0.73,-0.31) (-2.05, 1.85)
(+10) (+0) (+10) (+0) (+0) (+2)
1.84 -2.88 0.73 -0.24 -0.77 -1.19
Median (1.59, 2.09) (-3.38,-2.07) (-0.25, 1.80) (-0.86,0.09) | (-1.50,-0.21) | (-2.31,-0.06)
(+10) (+0) (+9) (*+2) (+0) (+0)
Standard 2.13 -8.48 0.54 0.10 0.54 15.45
deviation (1.27,3.54) | (-18.70,-3.90) | (-0.33, 2.30) (-0.23, 0.68) (-0.29, 1.64) | (-12.36,109.29)
(+10) (+0) (+8) (+4) (+7) (+7)
0.44 -1.23 -0.16 0.10 0.08 0.52
Skewness (-0.15, 2.79) (-4.59, 0.41) (-0.45, 0.35) (-0.29, 0.28) (-0.31, 0.75) (-1.86, 3.99)
(+8) (*+3) (*+2) (+9) (+4) (+5)
0.14 -0.26 0.13 0.08 0.27 0.11
P90/P10 (-0.02,0.29) | (-0.36,-0.13) | (-0.07,0.25) | (-0.20, 0.23) (0.11 0.48) (-0.21, 0.36)
(+9) (+0) (+8) (+7) (+10) (+7)
0.05 -0.06 0.05 0.02 0.08 0.03
P75/P25 (0.00, 0.08) (-0.10,-0.02) (0.01, 0.08) (-0.04,0.07) (0.04,0.17) (-0.02, 0.08)
(+10) (+0) (+10) (+8) (+10) (+8)
0.00 -0.07 0.03 0.00 0.04 0.01
P90/P50 (-0.04, 0.03) | (-0.13,-0.02) (-0.02, 0.09) (-0.05, 0.06) (0.00, 0.08) (-0.06, 0.07)
(+8) (+0) (+7) (+6) (+10) (+5)
0.06 -0.04 0.02 0.04 0.08 0.03
P50/P10 (-0.01, 0.11) (-0.10, 0.01) (-0.06, 0.06) (-0.08, 0.13) (0.03,0.17) (-0.06, 0.11)
(+9) (+0) (+8) (+8) (+10) (+7)

Source: CHIP 1988, 1995, 2002 and 2007 urban household survey.
The decompositions are based ondlesingyear’s wage structure and explanatory variafiethe periods
from 1988 to 1995, 1995 to 2002, and 2002 to 2007.



Table 8:

MM counterfactual decomposition of the effect of state sector’ empjanent share

on urban wage inequality

Table 8a: based 0rl1988'’s wage structure and other explanatory variables

Gini 90"/10" 75'/25" 90"/50" 50"/10"
77% to 10% 0.008 0.11 0.03 0.05 0.01
77% to 20% 0.008 0.08 0.02 0.04 0.01
77% to 30% 0.006 0.06 0.02 0.02 0.01
77% to 40% 0.004 0.03 0.03 0.02 0.00
77% to 50% 0.003 0.02 0.01 0.01 0.00
77% to 60% 0.001 0.00 -0.01 0.01 -0.01
77% to 65% -0.001 -0.04 -0.01 -0.01 -0.02
77% to 70% 0.001 0.01 -0.01 0.01 0.00
77% to 75% -0.001 -0.03 -0.01 0.00 -0.01
77% to 80% -0.003 -0.06 -0.02 -0.01 -0.03
77% to 85% -0.003 -0.05 -0.02 -0.01 -0.02
77% to 90% -0.004 -0.08 -0.03 -0.01 -0.04
Table 8b: based on 1995's wage structure and other explanatory variables

Gini 90"/10" 75'725" 90"/50" 50"/10"
79% to 10% 0.005 0.12 0.00 0.03 0.02
79% to 20% 0.009 0.10 0.03 0.04 0.00
79% to 30% 0.004 0.09 0.02 0.04 -0.01
79% to 40% 0.006 0.04 0.00 0.01 0.00
79% to 50% 0.004 0.19 0.02 0.03 0.06
79% to 60% 0.004 0.09 0.03 0.04 0.00
79% to 65% -0.001 -0.09 0.01 -0.01 -0.04
79% to 70% 0.001 -0.05 0.01 0.02 -0.05
79% to 75% -0.003 -0.12 0.00 0.00 -0.06
79% to 85% -0.006 -0.09 -0.03 -0.02 -0.02
79% to 90% -0.004 -0.18 -0.05 -0.01 -0.07
Table 8c: based on 2002’s wage structure and other explanatory variables

Gini 90"/10" 757/25" 90"/50" 50"/10"
65% to 10% 0.010 0.10 0.02 0.07 -0.03
65% to 20% 0.008 -0.02 -0.02 0.06 -0.07
65% to 30% 0.004 -0.02 -0.01 0.02 -0.03
65% to 40% 0.004 0.02 -0.02 0.06 -0.05
65% to 45% 0.001 -0.11 -0.01 0.01 -0.06
65% to 50% -0.002 -0.11 -0.02 0.02 -0.07
65% to 55% -0.001 -0.08 -0.04 0.04 -0.08
65% to 60% -0.002 -0.10 -0.04 0.01 -0.06
65% to 70% -0.004 -0.13 -0.05 -0.02 -0.04
65% to 75% -0.003 -0.15 -0.07 -0.04 -0.03
65% to 80% -0.005 -0.21 -0.05 -0.01 -0.09
65% to 85% -0.008 -0.21 -0.07 -0.04 -0.06
65% to 90% -0.011 -0.25 -0.08 -0.04 -0.08
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Table &d: based on 2007’'s wage structure and other explanatory variables

Gini 90"10" 75"25" od"/50" 50"710"
10% to 50% -0.011 0.01 0.03 -0.03 0.03
20% to 50% -0.008 0.08 0.01 -0.01 0.04
30% to 50% -0.002 0.15 0.04 0.01 0.05
35% to 50% 0.002 0.10 0.02 0.00 0.04
40% to 50% 0.003 0.02 0.03 -0.02 0.03
45% to 50% -0.003 0.04 0.04 0.01 0.01
55% to 50% 0.007 0.09 0.05 0.03 0.01
60% to 50% 0.004 0.24 0.07 0.04 0.05
65% to 50% 0.008 0.11 0.03 0.01 0.03
70% to 50% 0.007 0.21 0.06 0.04 0.04
75% to 50% 0.012 0.06 0.02 0.04 0.02
80% to 50% 0.009 0.20 0.05 0.06 0.02
85% to 50% 0.013 0.24 0.07 0.07 0.03
90% to 50% 0.019 0.30 0.09 0.08 0.04

Source: CHIP 1988, 1995, 2002 and 2007 urban household surveys.
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[Figure 1. Lorenz Curve of Wages in Urban China: 1988-2007
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Figure 2. State to Non-State Daily-Wage Gap
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Figure 3. Public Services-SOEs wage gap
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Figure 4. State and non-State Sector Wage Premium 88-07

. o \.\F*/.\-
—+—¢ ¢ B S SN .

- +,;,,;7_’\\77

T T T T T T
0 20 40 60 80 100
x_percentile

—A—— 1988 —®—— 1995
—+—— ¢2002 ¢ c2007




