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Abstract To study which method is more effective in complete compensation and zero compensation for rural land expropriation, we use economic
models to analyze whether the government is benevolent and which compensation method can achieve the social optimal level. The results show
that both complete compensation and zero compensation will lead to over-investment of land owners, and consequently result in loss of social wel-

fare.
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The State has the authority to expropriate property right of
land owners, for instance the eminent domain'''. Government
can obtain lands from land owners through the eminent domain,
and make lands for public use. For construction of some public
interest projects and infrastructure, such as railway, airport,
and national defense, the State will adopt the right of eminent
domain to expropriate lands. However, in the real economy,
there are many problems during the land expropriation, and
there are many relevant documents and materials in academic
circles’®™®. Wang Hui contends that many defects exist in
China’s current land expropriation system, such as excessive
expropriation of arable lands resulted from abuse of eminent
domain, and low efficiency of land use. He also studied how to
determine public interests and reasonable range of fair compen-
sation'*!. These documents and materials take analysis from
the point of a certain subject, while we mainly focus on land
compensation standard. As a manner of obtaining the private
property right, the land expropriation is one of the most fre-
quently methods used by government in actual economy. Un-
der China’s special property right structure and economic envi-
ronment, the expropriation is more suitable for national condi-
tions than purchase™’. During the land expropriation, farmers
whose lands are expropriated mostly care about the amount of
land compensation. For the whole society, which method is
more effective, complete compensation or zero compensation?
To research this question, we compare and analyze both meth-
ods using economic principles.

1 Basic assumptions of models

Assumption 1. We assume that there are two periods. In
the first period, many risk neutral land owners invest in lands
(expressed in 1), and the amount of investment is only known
to these land owners.
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Assumption 2. If lands are not expropriated by govern-
ment, land owners will obtain an amount of return b (be [0,
B]) from investment in the first period. If the probability that
land owners’ private value is smaller than or equal to b is G( b;
), the corresponding density function g( b; /), and at the
same tine, 9G/9/<0.

Assumption 3. If lands are expropriated, land owners will
not obtain any private value. However, from the angle of whole
society, there will be a social income s (se [0, S]). If the
probability that social value received by the society is smaller
than or equal to s is F(s), the corresponding density function
is f(s). When se [0, S], f(s) >0°.

Assumption 4. We analyze by assuming the government is
benevolent or not benevolent.

2 Model analysis
2.1 Basic analysis After investment in lands, land owners
will maximize their expected investment return.

E,\bll} —I=[Pbg(b; Ndb-1 (1)
Where, E,{bll} is the expected private benefit under the given
investment condition (/).

From the point of society, only when the local social value
is greater than private value, namely s > b, the social welfare
IS

E, J{SWII} —1=J5(bF(0) +Js(b-5)f(s)ds)g(b; Idb—1

(2)
Where, E, .{SWII} is the expected social welfare level under
the condition of given land investment (/).
2.2 Extensive analysis of models Mainly three entities are
involved in the course of land expropriation. government, de-
veloper, and land owner'®. In this course, the government
plays the most key role. Thus, we analyze by two cases. One
case is the government is benevolent, the other is the govern-
ment is not benevolent. We mainly discuss two extreme condi-
tions.: complete compensation and zero compensation.
2.2.1 The government is benevolent.
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Consider the first case: complete compensation standard.
In this standard, no matter the land is expropriated or not, they
will obtain the compensation b. From the point of view of land
owners, they will maximize equation (1). Also, in this case,
the land investment level will exceed the social optimal level of
investment, this complete compensation method will result in
over-investment'’ .

Consider the second case: zero compensation standard.
This case is different from the complete compensation. If lands
are expropriated, land owners will not obtain any compensa-
tion. If lands are not expropriated, land owners can obtain a re-
turn of b. Thus, the expected benefits are:

E,iblb=s, Il —I=[EbF(b)g(b; Hdb-1 (3)
Where, E, {blb=s, I} is the expected private benefit under
the condition that both investment level / and private benefits
are greater than social benefits. From this equation, it is indica-
ted that the investment level of residents is higher than the so-
cial optimal level of investment under the condition of zero com-
pensation. Visually, the investment level of land owners in their
lands depends on two factors. One is the expected effective-
ness of land owners. And the other is how to reduce the proba-
bility of land expropriation.

Efficient compensation rules should satisfy certain condi-
tions ; the benefit target of agent is consistent with social target.
Therefore, we can find out many compensation rules to achieve
this purpose. For the purpose of analyzing problems, we as-
sume that the amount of compensation for land owners is equal
to social benefit s. In this rule, the expected benefit of land
owners will be.

I (bF(0) +[s(b-s)f(s)ds)g(b; ydb~I+Es|s| (4)
Where, Es{s} is the expected social benefit. The equation (4)
is the result of equation (2) plus an extra constant. Thus, the
investment level of maximizing two expressions is the same.
Visually, since land owners can obtain the higher one between
b and s, they can reach the social optimal level.

From these analyses, we can sum up two propositions.

Proposition 1 In the course of land expropriation, if the gov-
ernment is benevolent, the minimum value of compensation
{'s, L} for land owners can reach the social optimal level. L is the
highest compensation level land owners may obtain, and L > B.

This rule can be realized by two methods. First, the gov-
ernment makes an offer {s, L} for land owners, who have the
right to refuse. Second, land owners make an offer of their
lands. If their prices are higher than minimum value of {s, L},
the government has the right to refuse.

Proposition 2 If the government is benevolent, land own-

ers may regain the ownership of land through paying compen-
sation s to government. This rule can reach the social optimal
level.
2.2.2 The government is not benevolent. In the above para-
graphs, we analyzed the efficiency of compensation standard in
the course of land expropriation when the government is benev-
olent. Nevertheless, in the actual economic operation, the gov-
ernment is always not benevolent. The government may abuse
the right of eminent domain for its own benefits.

The analysis is based on the precondition that social bene-
fits exceed the compensation paid to land owners. To have an
in-depth analysis, we assume s >p. Where, p is the amount of
compensation paid to land owners.

From the point of view of efficiency, we assume that the
government may also be restrained from social efficiency when it
cares about its benefits. Then we obtain following proposition.

Proposition 3. If the government pursues social benefit s,
the social optimal level may be realized through propositions 2
and 3.

Social benefit is private information of government. Since
the information is asymmetric, we assume that land owners
firstly set the amount of compensation, the government then
determines to accept or refuse demands of land owners. Be-
cause land owners do not know the amount of social benefit,
they are in the position of monopolist and faced with a down-
ward-sloping demand curve. If we assume 8 is the amount of
compensation put forward by land owners, the probability of the
government and land owners concluding the " transaction" is
1 -F(B). Then, the price of monopolist will rise. The price
provided by land owners will be higher than their private value,
so it is impossible to achieve an efficient expropriation of land.
In other words, such monopoly price will certainly lead to loss
of social welfare. No matter the complete compensation or zero
compensation, it will lead to loss of social welfare™.

3 Conclusions

We analyzed two cases of the benevolent and not benevo-
lent government. Through the study on complete compensation
and zero compensation, we find that both methods will lead to
over-investment of land owners and consequently result in loss
of social welfare.
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