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EXECUTIVE SUMMARY

One of the key institutional outcomes of China’s economic reforms has been to create a new role for
employers that is separate from the state, and allows enterprises to concentrate on their business. To protect
workers, the government has set up public institutions for many social and administrative functions that
until recently pertained to work units (danwei), or did not exist. This paper focuses on three such functions
for which the 1994 Labour Law makes the government responsible: employment services, labour
inspection and social insurance.

OECD experience of specific policy solutions has potential interest for China on several points: for
example in the administration of social insurance funds or in ensuring adequate co-ordination between
“passive” income support and “active” job-search assistance for the unemployed. A more fundamental
problem, however, is that all formal labour market institutions in China— as in other developing
countries — have limited application outside the most developed part of the economy, which consists
mainly of urban formal enterprises. Implementing labour law and social insurance is generally difficult in
the less productive rural and informal segments of the labour market. But real incomes are rising in most
parts of the economy, and the present scale of rural-urban migration and economic interdependence makes
it urgent to reduce institutional inequity as far as possible.

Administrative controls on migration have for a long time exacerbated the division between urban and
rural labour markets. This division persists, but it has become less rigid, as the household registration
system (hukou) has been partly liberalised, and restrictions on the recruitment of migrants have been
abolished. Social insurance is gradually extended to rural migrants and workers in “flexible” forms of
employment. These developments enhance both efficiency and social equity, but they need to be
consolidated and followed up by further reforms in the same direction.

The public functions studied here fall under the Ministry of Labour and Social Security at national
level, and under Labour Bureaus at lower levels. This structure appears to permit the co-ordination that is
needed to achieve a coherent focus on selected priority goals, such as the promotion of formal employment
contracts and enrolment in social insurance. Specialised office networks have been developed in urban
areas, but much less so in rural areas. Insofar as the traditional client groups in the urban formal economy
are concerned, the office networks appear relatively well equipped by international standards. Clearly,
however, any future policy to extend formal employment institutions to rural areas would require major
further expansions of administrative resources.

Concerning employment services, both OECD and Chinese experience suggests that the counselling
and monitoring of unemployed job seekers who receive public support (unemployment benefits or special
support of the laid-off) must have high priority. As more and more workers adhere to unemployment
insurance, the numbers of registered benefit claimants will also increase and this will put pressure on the
administration. But in addition, labour bureaus have an important role to play as intermediaries between
rural migrants and urban employers. Recruitment efforts that target migrants are often large in scale, and so
give limited room for paying attention to each individual. However some individual services should, as a
rule, be afforded to those who demand it when resources permit. It is no longer appropriate to discriminate
between clients according to their hukou status.
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The labour inspectorate cannot monitor all enterprises, but it frequently takes action in response to
individual complaints. By making this service relatively accessible and effective, the inspectorate has
become a safety valve that may be particularly important in China, where other possible channels for
workers’ complaints, such as trade unions, are not independent of political powers or enterprise
management. A further concern of special importance in China is that the country needs to remove grounds
for suspicion that it tolerates poor labour standards in order to attract foreign investment. This appears to
require more inspections of working time and wage payments. Foreign actors and non-governmental
organisations (NGO) can play a complementary role in putting pressure on some enterprises, but they
cannot replace an effective labour inspectorate.

The governance of social insurance involves many decentralised decisions about contribution rates
and benefit levels. In contrast to most OECD countries, which standardise these decisions at national level,
China’s size and diversity impose flexibility. The national government encourages provincial governments
to harmonise the system and to centralise the pooling of social insurance funds in each province. But
contribution rates are often reduced for certain groups, especially rural migrants and workers in small
private firms, who may also be offered a choice between alternative insurance packages. While such
differentiation is justified, it may not be sufficient to attract rural migrants unless the accumulated
entitlements are portable. The social insurance system as a whole needs to be revised with a view to actual
mobility patterns in the labour market. The pension programme, in particular, is unsuitable for migrants
because it requires ten contribution years in the same locality. This limit should be abolished, and the
administration should be equipped to take account of all contributions made by an individual during his or
her lifetime, regardless of where they were paid. A more centralised administration might facilitate this,
but with good co-ordination it should also be possible in a decentralised system.
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RESUME

Un des résultats institutionnels clés des réformes économiques en Chine a été la promotion du
nouveau réle joué par les employeurs, en dehors de I’Etat, qui permet aux entreprises de gérer leurs propres
affaires. Le gouvernement, pour protéger les travailleurs, a créé des institutions publiques couvrant de
nombreuses fonctions sociales et administratives qui, jusqu’a une date récente, ne concernaient que les
unités de travail (danwei) ou n’existaient pas. Ce document se concentre sur trois des fonctions que la Loi
de 1994 sur le travail place sous la responsabilité du gouvernement : les services de I’emploi, I’inspection
du travail et I’assurance sociale.

L'expérience de I’OCDE en matiére de solutions politiques spécifiques présente un intérét potentiel
pour la Chine a plusieurs points de vue : par exemple dans I'administration des fonds d’assurance sociale
ou en assurant de maniére adéquate la coordination entre les politiques passives d’indemnité et les
politiques actives d’assistance destinées aux chdmeurs a la recherche d’un emploi. Un probléme plus
fondamental existe cependant, c’est que pour toutes les réglementations du marché du travail formel en
Chine, comme dans les autres pays en voie de développement, I’application reste limitée aux secteurs les
plus développés de I’économie, principalement aux entreprises formelles urbaines. 1l est difficile
d’appliquer les lois relatives au travail et a I’assurance sociale dans les secteurs ruraux les moins productifs
et dans les segments informels du marché du travail. Mais les revenus réels s’accroissent dans la plupart
des secteurs de I’économie, alors que le dynamisme actuel de la migration rurale/urbaine et
I’interdépendance économique rendent urgente une réduction aussi rapide que possible des inégalités
institutionnelles.

Les controles administratifs des migrations internes ont soutenu pendant longtemps la séparation entre
les marchés du travail rural et urbain. Cette division persiste, méme si elle est devenue moins rigide, avec
un systeme d'enregistrement des ménages (hukou) en partie libéralisé, et la suppression des restrictions au
recrutement des migrants. L’accés a I’assurance sociale sera progressivement étendu aux migrants qui
viennent des zones rurales et aux personnes ayant des emplois « flexibles». Ces développements
améliorent I’efficacité et I’équité sociale, mais ils nécessitent d’étre consolidés et poursuivis plus avant
dans la méme direction.

Les fonctions publiques étudiées ici sont sous la responsabilité du Ministere du Travail et de la
Sécurité sociale au niveau national, et sous celle des bureaux pour I’emploi & un niveau moins élevé. Ce
type de structure semble permettre la coordination nécessaire a une orientation cohérente vers des buts bien
précis, telles la promotion de contrats de travail officiels et I’adhésion a I’assurance sociale. Des réseaux
administratifs ont été développés dans les secteurs urbains et, a un moindre niveau, dans les zones rurales.
En ce qui concerne les groupes de clients traditionnels de I’économie urbaine formelle, le réseau des
bureaux pour I’emploi peut apparaitre relativement bien équipé par comparaison internationale. Cependant,
toute politique visant a étendre les institutions formelles pour I’emploi aux zones rurales nécessitera aussi
un accroissement des ressources administratives.

En ce qui concerne les services de I’emploi, les expériences des pays de I’OCDE et de la Chine
démontrent que les activités de conseil et le suivi des demandeurs d'emploi au chémage qui percoivent des
aides publiques (allocations de chémage ou indemnités spéciales de licenciement) doivent étre hautement
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prioritaires. Comme de plus en plus de travailleurs adhérent a I'assurance chémage, le nombre de ceux qui
réclament leurs droits va aussi en augmentant, et cela entrainera des pressions sur I’administration. En
outre, les bureaux pour I’emploi ont un réle important & jouer en tant qu’intermédiaires entre les migrants
ruraux et les employeurs urbains. Les efforts de recrutement visant les migrants concernent souvent un
grand nombre de personnes et ne permettent guére qu’on accorde beaucoup d’attention aux cas individuels.
Toutefois, certains services individuels devraient devenir la régle et étre accordés, quand les ressources le
permettent, a ceux qui en font la demande. Il n’est plus d’actualité de continuer a faire la distinction entre
les clients selon leurs statuts (hukou) respectifs.

L'inspection du travail ne peut pas surveiller toutes les entreprises, mais elle agit fréquemment en
réponse a des plaintes individuelles. En rendant ce service relativement accessible et efficace, I'inspection
est devenue une soupape de sécurité qui peut étre particulierement importante en Chine, ou les autres
canaux possibles par lesquels les ouvriers peuvent exprimer leurs problémes tels que les syndicats, ne sont
pas indépendants du pouvoir politique ni du management des entreprises. En plus, un défi d’importance
particuliére pour la Chine sera de supprimer les motifs potentiels de soupgon qu’on tolére de mauvaises
conditions de travail en vue d’attirer les investissements étrangers. Cela exigera sans doute des inspections
plus fréquentes, visant notamment le temps de travail et le réglement des salaires. Les partenaires étrangers
et les organisations non gouvernementales (ONG) peuvent jouer un rdle complémentaire en exercant des
pressions sur certaines entreprises, mais ils ne peuvent pas remplacer une inspection efficace du travail.

La gouvernance de I’assurance sociale implique la décentralisation de nombreuses décisions relatives
aux taux de cotisation et niveaux de bénéfices. Contrairement a la plupart des pays de I’OCDE, ou les
décisions de ce genre sont centralisées au niveau national, la taille de la Chine et sa diversité imposent plus
de souplesse. Le gouvernement national encourage les gouvernements provinciaux a harmoniser le systeme
et a centraliser les fonds communs d’assurance sociale dans chaque province. Mais les taux de cotisation
sont souvent réduits pour certains groupes, particuliérement les migrants ruraux et les ouvriers des petites
sociétés privées, qui peuvent également se voir proposer un choix divers d’assurances complémentaires.
Bien qu’une telle différentiation soit justifiée, elle ne suffira pour attirer les migrants ruraux que si leurs
droits accumulés de pensions sont transportables. Le systéme d’assurance sociale dans son ensemble
mérite d’étre révisé en fonction des coutumes de mobilité qui prévalent actuellement sur le marché du
travail. Le programme de pension, en particulier, est mal adapté aux migrants car il requiert dix ans de
cotisation dans la méme localité. Cette contrainte devrait étre supprimée, et I'administration doit se donner
les moyens de tenir compte de toutes les contributions apportées par un individu tout au long de sa vie,
indépendamment du lieu de leur paiement. Une administration plus centralisée pourrait faciliter cette tache,
mais avec une bonne coordination cela serait aussi possible au sein d’un systéme décentralisé.
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LABOUR PROTECTION IN CHINA:
CHALLENGES FACING LABOUR OFFICES AND SOCIAL INSURANCE!

1. Introduction

1. China’s economic reforms have established a new relationship between enterprises, workers and
the State, placing the public administration at arm’s length from most economic decisions in the market.
The Enterprise Law and the Labour Law, both dating from 1994, assign employers a new role, which is
separate from government, and permits enterprises to concentrate on their business activities. Many
administrative and social responsibilities have therefore been removed from what until recently was called
work units (danwei), while the State is facing the need to develop a variety of institutions that previously
did not exist or had different functions. This process is well under way but much remains to be done. The
problems encountered are still partly related to China’s peculiar heritage, but the principal goals and policy
constraints are comparable to those found in many developing market economies.

2. This paper focuses on public institutions for employment services, labour inspection and social
insurance. A starting point is provided by Chapter 16 in China in the World Economy: The Domestic
Policy Challenges (OECD, 2002), which reviewed the principal issues of labour market and social policy.
Several of its recommendations concerned the need to overcome labour market segmentation, especially
between urban and rural workers, and between formal and informal employment, and to extend social
insurance to a bigger part of the workforce. Analysis of labour mobility suggested that the urban formal
economy was still marked by low mobility by OECD standards, notwithstanding many lay-offs, while, by
contrast, many informal jobs were too unstable to generate much on-the-job learning or adequate income.

3. Some governance issues of relevance mainly in China’s urban areas are comparable to those in
developed OECD countries, making it pertinent to draw on their experience. These concern, for example,
the relationship between unemployment insurance (Ul) administration and “active” measures to promote
job search, and, in social insurance, questions about fund management and how these are linked with other
policy decisions. These questions are briefly considered under the respective headings below. But the
principal governance problem to which this paper is devoted is that formal employment institutions in
general are difficult to apply outside the most developed parts of China’s labour market. The next section
considers the scope for policies to promote a gradually wider use of relevant institutions. This is followed
by a discussion of legislation, administrative resources and recent efforts to bridge the urban-rural divide.
The last three sections look in turn at each of the selected functions of public administration.

1. This Working Paper is a revised version of Chapter 11 of the OECD publication Governance in China
(OECD, 2005a). It reports findings of an OECD (DELSA/ELSAC) mission to Beijing, Sichuan and Fujian
in March 2004, organised with the support of China’s Ministry of Labour and Social Security. Mrs. Sylvie
Mouranche, French Ministry of Employment, Social Cohesion and Housing and Ms Hiroko Uchimura,
Institute of Developing Economies, Chiba, Japan, contributed to the sections on, respectively, labour
inspection and pensions.
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2. Extending the reach of formal employment institutions

4. Protecting workers’ rights is intrinsically difficult in a situation of labour surplus. With rural
under-employment estimated at 150 million persons or more, and net rural-urban migration flows
amounting to perhaps 10 million persons per year, China’s labour market will remain for the foreseeable
future a “buyer’s market” where most job seekers have a weak bargaining position. This is bound to
influence wages and other negotiable employment conditions, and it limits the scope of what can
realistically be achieved by means of legal regulation of the labour market. Even so, workers have a
legitimate claim on basic labour standards, an orderly and predictable application of the law, and adherence
to contractual agreements.

5. A key challenge of public governance is therefore to develop institutions that can pursue such
objectives under the varying conditions that prevail in different parts of the economy. EXxisting labour
market institutions, as reformed over the past few decades, are largely similar to those of more developed
economies, but their impact — in China, as in many low and middle-income countries — remains highly
concentrated in a “formal” segment of the urban job market. Judging from the coverage of pension
insurance, for example, this market segment can be considered to include around 150 million workers or
one-fifth of total employment (two-fifths of non-agricultural employment). It primarily concerns
employees in public institutions and large and medium-sized urban enterprises, along with some of the
workers in small firms known to urban business registers, but few rural workers. Table 1 shows the relative
size of the main labour market segments.? As discussed further below (Table 2), efforts to extend the social
insurance coverage have until now mostly targeted urban workers, but rural migrants and some other
groups have attracted increasing policy attention. Similar limitations apply, albeit with many variations, to
the enforcement of most provisions in labour legislation.

6. To some extent it is inevitable that the spread of formal employment institutions across the labour
market will follow, rather than precede, the development of the economy. Nevertheless, the present scale
of rural-urban migration and economic interdependence makes it important to reduce institutional inequity
as far as possible. This will require a sustained effort over many years, which should aim to achieve a
gradually more equal treatment of the principal groups of employees, especially with respect to the use of
formal labour contracts and participation in social insurance.

7. OECD experience suggests that governments in general have good reason to promote a
“formalisation” of informal jobs (see Chapter 5, Employment Outlook, OECD, 2004). This requires an
effective enforcement of labour law, social insurance and taxation of wage income and profits, and it may
also motivate measures to limit red tape, and to reduce taxes and social contributions, so that the cost of
formal employment does not become too high relative to the potential benefits for workers and employers.
For society as a whole, such policies can enhance both efficiency and equity because informality tends to
be associated with several undesirable job conditions. The short duration and casual nature of many
informal jobs makes them unlikely to motivate sufficient investment in job-specific human capital. In
addition, employers who hire workers informally are often informal themselves, a situation known to limit
their access to legitimate business contacts, formal credits and legal protection, e.g. against fraud and

2. The overall employment distribution across different parts of the labour market can be estimated only
approximately because it requires a combination of data from different sources (Chapter 16 in OECD,
2002). Table 1 uses official estimates of total employment and the agricultural share, based on surveys of
population changes, and more detailed data from separate official sources for urban and rural areas.
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corruption. All these factors tend to reduce the chances of business expansion and productivity growth in
informal firms.?

8. To promote the above-mentioned objectives in the near future and in a longer-term perspective, a
three-pronged approach appears justified with the following elements:

1. Develop administrative capacity and front-line offices for employment services, labour
inspection and social insurance so that they can cover gradually larger parts of the urban and rural
labour force.

2. Promote the use of formal employment contracts and extend social insurance to additional groups
in the labour market. Priority groups in the near future should include workers in small firms,
rural migrants in urban areas and selected groups in rural areas.

3. Inform all workers about their rights and insist that the minimum wage, working time and safety
rules apply even in the absence of formal contracts.

3. Labour law and administrative resources

9. The 1994 Labour Law aims to “protect the legitimate rights and interests of labourers, readjust
labour relationship, establish and safeguard a labour system suited to the socialist market economy, and
promote economic development and social progress” (Chapter 1 of the law). Sections 2 and 3 specify that
the law as a whole applies to all employers (“enterprises and individual economic organisations™) and their
employees, and that workers have “the right to be employed on an equal basis.”

10. The rules about individual labour contracts resemble those in OECD countries on essential points
(Chapter 3 of the law). Contracts must be established in writing and follow “the principles of equality,
voluntariness and unanimity through consultation”. They can be fixed-term or flexible (indefinite), but
after ten years with the same employer the worker has a right to a flexible contract. An employer who
terminates a contract must give 30 days’ notice and pay severance benefits according to separate
regulations. Children under 16 must not be employed. Normal working time is up to 8 hours per day and
44 hours per week, while overtime is possible at higher pay within the limits of 3 hours per day and
36 hours per month (Chapter 4 of the law).

11. The rules about collective bargaining also resemble those in OECD countries to some extent, but
here there is a bigger difference in practice due to the official nature of China’s trade unions. The Labour
Law does not regulate the establishment of trade unions, an area where the key role pertains to the All-
China Federation of Trade Unions — a “mass organisation” with close relations to the political leadership.
Where trade unions exist, the Labour Law, Section 33, gives them an exclusive right to conclude collective
agreements. As an exception, elected representatives of staff and workers can conclude collective
agreements with an enterprise “where the trade union has not yet been set up”. Once concluded, a
collective agreement must be registered with the local government.

3. Such negative effects of informality in OECD economies, reviewed in the 2004 Employment Outlook, were
observed, for example, in central and eastern Europe (Belev, 2003), various EU countries (Avignon
Academy, 2002) and Mexico (Winkler, 1997). Informality has also been found to contribute to low
productivity growth and uneven economic development in Brazil and other Latin American countries
(Gonzaga, 2004 and McKinsey&Company, 2004, quoted in OECD Economic Surveys: Brazil, 2005b).

10
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12. The state’s responsibilities according to the Labour Law fall upon the labour bureaus of central,
regional and local governments down to the county level. These responsibilities mainly concern the
following:

1. Promotion of employment. Chapter 2 expresses a general policy commitment towards
employment and economic and social development, and it calls for the provision of employment
services. Local governments’ labour bureaus mostly organise these services themselves, but they
also promote and standardise job agencies run by other bodies.

2. Regulatory powers. Local governments give detailed rules about working time and holidays
(Chapter 4) and set minimum wages (Chapter 5), following national and provincial norms.
Governments at various levels issue rules about the employment of youth aged 16-18 and women
(Chapter 7). They also regulate vocational training, which they may sponsor “where conditions
permit” although employers carry the main responsibility (Chapter 8).

3. Social insurance (Chapter9). Workers have a right to public social insurance covering
retirement, illness, occupational injury and disease, unemployment and maternity. Labour
bureaus must set up agencies to administer these programmes and their funds.

4. Arbitration committees (Chapter 10), appointed to resolve labour disputes, gather representatives
of workers, employers and the labour bureaus. The latter are also responsible for supervision and
administration.

5. The labour inspectorate (Chapter 11) has a wide remit to check that employers follow the law,
along with powers to stop unlawful practices.® However, this does not concern the inspection of
occupational health and safety which, according to recent legislation, falls under the Ministry of
Health, although the Labour Law’s Chapter 6 contains general rules.

Administrative networks

13. The policies considered here fall under the Ministry of Labour and Social Security (MOLSS) at
national level and under Bureaus of Labour and Social Insurance (commonly called Labour Bureaus) at
province and city/county levels. Social insurance is generally managed in separate departments within the
labour bureaus, called social insurance agencies, which enjoy a degree of independence and have their own
budgets. Other departments cover employment services, training and labour inspection (also called
employment security supervision). The respective office networks are largely new and well developed in
urban areas, but much less so in rural areas.

14. Further rapid development is expected, with gradually better coverage of the territory, more
specialised offices and more qualified staff for the different functions. Organisational structures vary, but
as a rule the government of any territorial unit encompasses most areas of public policy; if there is no
specialised office, the public may ask for the corresponding services in a multi-purpose office. Many
localities, including four prefecture-level cities visited by an OECD team in March 2004, have specialised
job centres and social insurance outlets at the city and/or district levels, while the existing offices at lower
administrative levels are less specialised (in urban areas, street communities and neighbourhood
communities, see Box 1). The street community offices visited had some staff members devoted to

4, A separate directive, also from 1994, introduced certain safeguards to prevent inspectors from abusing their
powers.
5. The 2001 Law on Occupational Diseases Control, and the 2002 Safe Production Law.

11
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employment services, paid by separate budgets, while others represented different branches of government
(e.g. social assistance, services to the elderly, civil affairs and police).

Box 1. Territorial divisions

China’s territorial governance has five sub-national levels, of which the first four constitute the state
administration, the fifth being essentially local. At the end of 2003, the numbers of units were as follows:®

Province level: 31 units comprising 22 provinces, 5 autonomous regions and 4 big city municipalities. The
provinces dominate in population terms, having on average over 50 million inhabitants per province.

Prefecture level: 333 units. Most provinces are entirely subdivided into prefecture-level cities, whose
governments thus administer large areas of mostly rural character, divided into counties, as well as city districts. But
51 prefectures have a different structure.

County level: 2 861 units comprising 1 642 counties, 374 county-level cities and 845 districts in higher-level
cities. These units, too, include both rural and urban areas.

Township level: About 44 000 units including 18 100 mostly rural townships, 20 200 towns and 5 750 street
communities in cities.

Grassroots level: 680 000 villages with village committees; urban neighbourhood communities (humber not
known). The terms “rural area” and “urban area” usually refer to this level. The potential importance of governance at
grassroots level has recently been highlighted by the introduction of competitive elections of committees in many
villages and neighbourhoods.

15. The reported number of office outlets for employment services was 26 000 at the end of 2003, of
which 18 000 were run by government at various levels and the rest by other bodies. The staff numbers
probably exceeded 100 000 in 2004. For the social insurance administration, the total staff number in 2004
was estimated at nearly 100 000, of which around 50 000 were for pension insurance and 30 000 for health
care insurance. The labour inspectorate was reported to have about 43 000 staff members, organised in
somewhat more than 3 000 inspection units (also called labour security supervision organs). The arbitration
committees for labour disputes numbered about 3 200 at the end of 2001, with nearly 20 000 full-time or
part-time arbitrators.”

16. The expansion of these administrative networks is expected to continue at a rapid pace. For social
insurance, in particular, information provided by the MOLSS suggests that the staff numbers may double
over the next five years. This will raise difficult questions about staff qualifications, training and auditing
because it requires an increasing use of dedicated offices and specialised staff at local level. Many new
offices will be needed in street communities and towns, and, as an even greater challenge, in rural
townships.

6. China Labour Statistical Yearbook, 2004, Table 1-1. The figures exclude Hong Kong, China; Macau,
China and Chinese Taipei.

7. The government does not publish precise data about staff resources in these office networks. The cited
approximate figures were obtained from MOLSS officials and white papers (Information Office of the
State Council, 2002 and 2004a).

12
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Merging urban and rural labour markets: a desirable but distant goal

17. Given that the Labour Law applies to all employers and employees (Section 2 of the law), the
present limitation to urban labour markets of such key functions as employment services and social
insurance is hardly compatible with the law. In any case, the law puts pressure on the government to
extend these institutions as far as possible. In the meantime, there is some legal room for different
treatment of various labour market groups, e.g. Section 71 stipulates that the level of social insurance “shall
be in proportion to the level of social and economic development and social affordability.”

18. The 2002 Party Congress and the 2004 National People’s Congress endorsed a series of reforms
to facilitate economic activity in rural areas, including the phasing out of several rural taxes and regulatory
controls.® A similar shift of emphasis can be observed in labour market and social policy in the past two
years, as gradually more attention is being paid to rural poverty and rural workers’ labour market
conditions. Furthermore, as discussed below, the role of China’s household registration (hukou) system as
a basis for different treatment of urban and rural workers has been much reduced.

19. To some extent, these policy changes in favour of rural workers must be understood against the
background of the recent substantial downsizing of state-owned enterprises in urban areas, culminating in
1998 when the government issued its “two guarantees”: subsistence income for the laid-off and old-age
pensions. As OECD (2002) observed, the urgency of these urban problems made it inopportune in the eyes
of many, at least for a while, to exacerbate competition for urban jobs by changing too rapidly the existing
institutions that gave urban workers a privileged position. From now on, however, the expected incidence
of further lay-offs in the urban formal sector is moderate. Indeed, statistics show that China’s urban formal
enterprises in general have low labour turnover by OECD standards (OECD, 2002, p. 550; China Labour
Statistical Yearbook, 2003), while the opposite undoubtedly holds for informal and rural workers, although
statistics 1gtre not available for them. At the same time, the gap between urban and rural wages has
widened.

20. During the OECD mission to China in March 2004, officials in all localities visited expressed a
commitment to the goal of “merging urban and rural labour markets”. Priority groups generally included
rural migrants and poor people in rural areas as well as the urban unemployed and the laid-off. There was
also a widespread recognition of the principle of equal treatment and of the need to make the labour market
more efficient by removing institutional distortions. The specific problems of urban labour markets were
still important, but the situation of rural workers had emerged as another policy challenge, raising
questions of public governance in many policy areas. Three different but related problems can be
distinguished in this context:

e  The precarious situation of rural migrants in urban areas. The hukou system combined with other
adverse factors, notably poor education, has for a long time prevented low-skilled migrants from

8. The OECD (2002, p. 561) has also recommended some differentiation of social insurance in order to make
it affordable for various groups. See below.

9. The minister in charge of the National Development and Reform Commission said that the government
aimed to increase the rural net per-capita income by 5% in 2004 by following the principle of “giving
more, taking less and loosening control” (speech by Mr. Ma Kai, second session of the National People’s
Congress, March 2004).

10. The ratio of average wages in the urban formal sector compared with township and village enterprises has
increased from about 1.5 in 1999 to nearly 2, reversing a previous trend of convergence (OECD, 2002,
Chapter 16; China Statistical Yearbook and TVE Statistical Yearbook, various editions). The ratio of urban
to rural per-capita incomes is even greater, rising from 2.6 in 1999 to 3.5 in 2002.
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becoming fully integrated into urban labour markets, leading to a pattern of excessive mobility
between mostly unattractive jobs.

e Different public institutions in rural and urban areas. Some difference may be justified or
inevitable due to economic conditions, but institutions should not exacerbate inequality or distort
competition.

e Obstacles to labour mobility. It is difficult to determine to what extent the hukou system has
reduced rural-urban migration — but it clearly has diverted large parts of it towards a limited
segment of urban job markets. It can also make it difficult for urban workers to move from
smaller to bigger cities. The resulting loss of economic opportunity affects most workers, but
especially the rural poor.

21. Several on-going reforms focus on the first problem, amounting to a major effort to reduce
discrimination against rural migrants in urban areas, and to provide them and their families with better
public services, as noted below. On the other hand, no systematic extension of the present urban
employment institutions to rural areas has been envisaged at national level, although this is being done to
some extent in advanced regions. More limited steps in this direction are frequently mentioned, such as the
extension of social insurance to workers in state farms or the provision of urban hukou status to farmers
whose land is affected by urban expansion. Regarding office networks, it must be kept in mind that the
territories served by offices in cities and their subdivisions frequently include rural areas (see Box 1).
Nevertheless, in discussions with the OECD mission team MOLSS officials underlined that the lack of an
appropriate rural office network remains a key obstacle to any extension of social insurance to rural areas.

22. The third problem — mobility barriers — is closely related to the hukou system and its reform
(Box 2). This system is administered mainly by public bodies other than Labour Bureaus, which are the
focus of this paper. As explained in Box 2, several reforms have reduced the importance of an individual’s
hukou status, while other reforms have made it easier to change hukou. Small and medium-sized cities
gener