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reform, and led to “dual imbalances,” both internal and external,1 which, if unadjusted, would 
undermine sustainable economic growth.2 

The internal imbalance, depicted as a decreasing share of consumption in GDP and 
investment and export driven growth, is fundamentally related to the growing income 
inequality. As illustrated in Figure 1, the national Gini coefficient has been increasing from 
1980 to 2002, and reached around 0.45 in 2002. Though the Gini coefficient with cost-of-
living adjustment is lower, a trend of increase is still revealed. And according to Li’s recent 
estimation, the national Gini coefficient is approximately 0.48 in 2007. 3  The disparity 
between rural and urban income in the PRC, measured by Gini coefficients, has also 
steadily increased (Figure 1). It is worth noting that whereas income disparity within cities 
has tended to increase, for the nation as a whole, income disparity has fluctuated, some 
caused by the decrease in the urban–rural income gap, especially the decrease of such 
disparity around the mid-1990s (Figure 2). 

Figure 1: PRC’s Gini Coefficient (1980-2002) 
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COL= cost of living. 

Source: Ravallion and Chen (2007). 

 

                                                 
1 In Mundell (1962), the terms of internal imbalance and external imbalance are used to refer to the disequilibrium 

condition in the domestic market and the savings-investment gap respectively. Here, we use internal 
imbalance to indicate the relatively slow growth in consumption that is partly because of the widening income 
inequality. Meanwhile, external imbalance is used in our article to refer to the expansion of international trade, 
especially net exports, which has resulted in remarkable growth in foreign exchange reserves, and constitutes 
a reason for the international imbalance between the PRC and the US. 

2 From the logic of our article, to be analyzed below, sustainable economic growth could be jeopardized by rising 
income inequality in two ways. First, on the demand side, rising income inequality could harm growth because 
of low domestic consumption demand under the law of diminishing marginal propensity of consumption. 
Secondly, from the perspective of supply side factors, Wan, Chen, and Lu (2006) find that inequality has a 
strong, and negative, impact on physical investment, while its influence on human capital is positive but weak. 
Therefore, the cumulative effect of income inequality on economic growth is negative, irrespective of whether 
the horizon is short-run or long-run. 

3 Li Shi (2008). It should be noted that the PRC experienced booming capital markets in 2007, so the estimated 
Gini coefficient could be abnormally high. 
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