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Figure 2: Urban-Rural Income Gap (1978–2008) 
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Note: The ratio is per capita annual disposable income of urban households to per capita annual net income of rural 
households. Urban and rural incomes have been deflated by the urban and rural consumer price index (CPI), 
respectively, except for the years of 1978 to 1984, and 1986 to 1989, because of the lack of CPI data in these years.  

Sources: NBS (2008), China Statistical Yearbook 2008, National Bureau of Statistics, and the authors’ calculations. 

Widening income disparity is detrimental to economic growth and would bring about several 
consequences. First of all, as inequality rises, domestic consumption demand may grow 
more slowly. Under the law of diminishing marginal propensity of consumption, the rich, at 
the upper end of income distribution, income inequality reduces demand in a way that the 
rich tend to save more and consume less. For the poor, precautionary saving increases with 
the rise in income risks during the process of marketization. Chamon and Prasad (2008) 
attribute the rise in the PRC’s saving ratio since 1995 to precautionary motives and 
underdevelopment of financial markets. As both the rich and the poor save, the saving ratio 
of households is higher in the PRC compared with other countries. 

Figure 3 depicts the share of household consumption in GDP from 1978 to 2007, which has 
dramatically declined. In 1978, the share of household consumption in GDP was 48.8%. 
However, this share has been declining continuously since then and fell to about 35.5% in 
2007. Despite the comparatively high public investment in PRC, this continuous decline in 
household consumption is still not enough to be compensated, and therefore, it leads to slow 
growth in aggregate domestic demand. It is noteworthy that high investment growth, 
including government investment, increases domestic demand in short run, but in medium 
and long run it results in over-capacity of production that needs being absorbed by external 
demand. As can be inferred from the gross domestic production identity, given low domestic 
demand and overcapacity of production, net exports are the only way to achieve high GDP 
growth. The upward trend in the investment-GDP ratio is shown in Figure 3. Low domestic 
demand, accompanied by the high production capabilities of PRC enterprises, leads to a 
secular increase in exports. Statistics also suggests that compared to other economies of 
the similar scale, the trade dependency ratio, i.e. the sum of export and import divided by 
GDP, is particularly high in PRC which contradicts the general rule that trade dependency 
ratio is generally lower in larger economies. The trade dependency ratio in the PRC was as 
high as 66% in 2006, compared with 20–30% in other economies of similar scale. 
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