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Labor Market Reforms, Structural Change in Prices,
and Urban-Rural Income Gap

LUO Zhangquan! GUO Kaiming?

(1.School of Economics and Management, South China Normal University;
2.Lingnan College, Sun Yat-sen University)

Summary: Narrowing the urban-rural income gap through labor market reforms is an inherent requirement and critical support for
promoting comprehensive rural revitalization, advancing urban-rural integration, and achieving common prosperity. Based on disparities
in consumption structures between urban and rural residents and the presence of structural change in prices in China, this paper argues that
structural changes in prices are crucial to understanding the urban-rural real income gap. This paper develops a theoretical framework that
incorporates differences in urban-rural income and consumption structures, as well as labor market frictions between sectors and between
urban and rural areas. This paper employs the non-homothetic constant elasticity of substitution preferences and utilizes the Koniis
cost-of-living index to estimate the growth trend of real income for urban and rural residents in China.

The paper finds that theoretically, the heterogeneous changes in wages induced by labor market reforms not only directly
impact the urban-rural nominal income gap but also induce structural changes in prices that indirectly promote the changes in
consumption structure and the price indices of urban and rural residents to varying degrees, ultimately influencing urban-rural real
income gap. Quantitatively, facilitating labor mobility across sectors and between urban and rural areas through market reforms can
significantly narrow the urban-rural income gap. The nominal income of rural residents relative to urban residents increases by more
than 20 percentage points. Eliminating labor mobility barriers between sectors can reduce the relative prices of agricultural products
and services, leading to a nearly 15 percentage points increase in the real income of rural residents relative to urban residents, further
narrowing the urban-rural welfare gap.Based on the research findings, this paper proposes several policy implications. First, the
government should promote bidirectional and free flow of production factors through labor market reforms, aiming to advance
urban-rural integration and foster coordinated regional development. Second, the government should focus on developing new
quality productive forces to improve productivity, thereby narrowing relative price differentials across industries and mitigating the
urban-rural real income gap caused by the structural changes in prices. Third, the government should advance new-type
urbanization and the construction of a unified national market to improve the efficiency of economic circulation and gradually
reduce consumption structure disparities between urban and rural areas as well as across different regions.

Compared to existing literature, this paper introduces a novel theoretical perspective and accounting framework through the
lens of structural changes in prices, offering a more accurate understanding of how labor market reforms affect the urban-rural
income gap. Most prior studies have mainly focused on the direct impact of labor market reforms on the nominal income gap
between urban and rural residents, while largely overlooking that such reforms can also induce structural changes in prices that can
indirectly affect the urban-rural real income gap. Additionally, this paper incorporates the latest theoretical advance in structural
transformation, i.e., the non-homothetic constant elasticity of substitution preferences, into the construction of price indices, which
are used to estimate the urban-rural real income gap. This represents another key distinction from existing literature, as few studies
have applied this preference to analyze the urban-rural income gap.

Keywords: Urban-Rural Income Gap; Consumption Structure; Labor Market; Price Structure
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