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Abstract This paper measures the Chinese regional income distribution gap based on the Theil index with data of 31 provinces in China from

1998 to 2011. The results showed that overall the income gap between China’s rural areas was on the rise from 1998 to 2006, and the income

gap was mainly caused by the gap between the East China, Central China and West China. After 2006, it showed a slow decline. The dynamic

panel data model established for consumer demand, spending habits, income, regional income disparities showed that income and regional in-

come disparities significantly influence consumer demand of rural residents. Before 2006 regional income gap inhibited the consumption of rural

residents, but it promoted consumption after 2006.
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1 Introduction

With the advancement of China’s reform and opening up, China
has experienced rapid economic growth, but at the same time,
there is also the trend of increasingly expanded income gap. The
rural residents are the consumer groups with the largest potential
in China, and their consumer demand is an important part of
China’s final consumption expenditure. The imbalance in the
China’s economic development causes great differences in the rural
residents’ income between different regions, and also leads to dif-
ferent effects on farmers’ consumption.

In recent years, most of the scholars have carried out empiri-
cal studies on the relationship between the income inequality and
consumption growth, and the studies conclude that the widening
income gap will reduce residents’ propensity to consume ( Wu Xi-
aoming et al, 2007 ; Li Jun, 2003) =2 The test results of Wang
Shaoguo and Wang Zhen (2009) show that the Chinese urban-ru-
ral income gap has deviated from moderate levels, and will inhibit
the consumer demand"’.

There are also some scholars having conducted many studies
on the trends and causes of regional inequality in China, and the
results show that the economic development is not balanced in the
eastern, central and western regions of China, and the income gap
between the three regions is expanding; the large gap within the
eastern regions is the main reason for the expansion of regional in-
come gap (Gao Lianshui, Zhou Yunbo et al, 2010; Wan Guang-
hua, Zhang Ouxiang et al, 2008; Wang Xiaolu, Fangang,

2004) 7). As to the reason for continuing expanded income gap,
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some scholars have conducted studies from the perspectives of in-
come, human capital, education, agricultural production, urban-
rural structure and government transfer payment. Tang Ping
(2006) mentions that the operating income inequality of farm fam-
ilies, and the regional income gap is the main reason for rural in-
come gap; the expansion of farmers” wage income and property in-
come gap is an important reason for the total income gapm.

The studies of Wen Jiaoxiu (2010) and Yao Hongxin (2009)
suggest that the education has a significant impact on the expan-
sion of rural income gap in China®™*’. Lu Ming (2004) uses the
panel data on the central regions to carry out study, and concludes
that the industrial restructuring affects the income gap between ur-
ban and rural residents, and accelerating the urbanization is con-
ducive to narrowing the income gap between urban and rural resi-
dents. The study of Jia Junxue and Ning Jing (2011) shows that
the size and structure of local government spending, have exacer-
bated the residents’ income gap between China’s provinces'".

In summary, the results of previous studies show that the re-
gional income gap is incessantly expanded, and has an impact on
the urban residents’ consumer demand, but there is a shortage of
studies of the impact on the rural residents’ consumer spending,
therefore , this paper uses the inter-provincial panel data to empiri-
cally test the impact of the regional income gap on rural residents’
consumer demand, and put forth the appropriate policy recommen-
dations based on the test results.

2 The trends of the regional income gap between
China’s rural residents and composition analysis

Economic system reform has made the Chinese economy ex-
perience the rapid growth, and the income distribution pattern of
China’s residents has also undergone dramatic changes. The im-
balance in regional economic growth leads to the increasingly seri-
ous inequality in income distribution between regions.

In accordance with the economic characteristics, this paper



Xinxin DAI et al. The Impact of the Income Gap in Rural China on Residents’ Consumption Based on Theil Index 61

divides China’s 31 provinces into eastern, central and western
parts, and calculates the Theil index to measure the the rural in-
come gap of the three regions. The Theil index results are shown
in Fig. 1.
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Fig.1 The comparison of overall rural Theil index, Theil index
between regions and Theil index within the region in the
period 1998 -2011

As can be seen from Fig. 1, the Theil index in rural China
showed an overall increasing trend before 2006, indicating that the
income gap in China’s rural areas continued to expand; in de-
creased slowly after 2006, and there was a slight rebound in 2009,
possibly due to the implementation of " home appliances to the
countryside" consumer policy in 2009 ; there was a slight change
in the income gap in the eastern, central and western regions,
while the income gap between regions experienced 126. 53% of
the substantial growth in 2006, faster than the rate of change in in-
come gap within the region; the income gap in the eastern, central
and western regions contributed most to the rural income gap of
China, but this contribution rate showed a downward trend, de-
creasing from 91.696% in 2005 to 83.016% in 2006, while the
contribution rate of income gap between regions rose from 8. 304%
to 16.984% , indicating that the income gap between the three re-
gions was gradually expanded.

From the above analysis, the income gap within the region is
still the main cause of overall income gap. Rural residents” income
distribution gap is the largest in the eastern regions of China, indi-
cating that the economic development is rapid in the eastern re-
gions, and the per capita income of rural residents continues to
grow, followed by the western regions; rural residents’ income gap
is the smallest in the central regions.

Around 2006, there was a small level of growth and decline
of the rural income gap in the eastern regions, but in general it
showed a growing trend, rising from 0. 6920 in 1998 to 0. 7098 in
2011, with an average growth rate of 0. 8190% ; there was the
sharpest change in the rural income gap in the central regions, and
it showed a decrease of 20. 17% in 2006, probably due to the im-
plementation of " Rise of Central China" program; the rural in-
come gap in the western regions of China declined from 0.4145 in
1998 to 0.3612 in 2011, showing an overall downward trend.

Within the three regions, there is also a large difference in

the rural residents’ income distribution gap between different prov-

inces. In the eastern regions, the rural residents’ income gap is
large in Beijing, Shanghai and Tianjin, while the rural residents’
income gap is the smallest in Shandong Province; in the central
regions, the rural residents’ income gap is the largest in Jilin Prov-
ince, while the rural residents’ income gap is the smallest in
Henan Province; in the western regions, the rural residents’ in-
come gap is large in Ningxia, Tibet and Qinghai, and it has been
growing since 1998 in Tibet, and the rural residents’ income gap is
the smallest in Sichuan Province, which may be due to the large

number of migrant workers in Sichuan Province.

3 Model analysis

The purpose of this paper is to examine the impact of income
distribution gap in rural areas on the rural consumer demand, and
the urban-rural dual structure and traditional concept in China
have a great impact on rural residents’ consumption, so the region-
al income gap and spending habits are introduced into the Western
consumption function model. According to the analysis of the sec-
ond part, the regional income gap in China underwent dramatic
changes in 2006. In order to examine the specific impact of this
change on farmers’ consumption, we set the dummy variable D in
the model, and get the following econometric model ;

Inc, =a; +B,InC,,_, +B,InY, +B,Theil, +B,D, +Bs(Theil, x
D) i, (1)
where 1 =1, 2, 3, ---, 31 represent 31 different provinces in Chi-
na; ¢ represents time; C, represents the rural residents’ real per
capita consumption expenditure in life in China’s different prov-
inces; C,_, represents the spending habits of Chinese rural resi-
dents; Y, represents the per capita real net income of rural resi-
dents in China’s different provinces; Theil, represents the income
distribution gap in rural areas; D, represents time dummy varia-
ble, D, =0, t+<2006; D, =1, 1=2006. The above variables all
use the rural consumer price index for reduction, and this paper
uses the inter — provincial dynamic panel data in the period 1998
-2011.

To avoid endogeneity problems, we select the generalized
method of moments Theil, (GMM) for parameter estimation, and
select the second — order lag of InC,,, the first-order lag of InY,,
and Theil, ,

Before the parameter estimation, we carry out the stationarity

D, and Theil, x D, as instrumental variables.

test of each variable. Using Eviews6. 0 software, the IPS test and
Fisher-ADF test results show that InC,,, InC, , and InY, are the in-
tegrated of order 1 at the 10% significance level, indicating that
the first-order difference of the variables is stationary, Theilit, Dit
are the stationary series, in line with the requirements of the mod-
el establishment.

Introducing the dummy variable, the test results are as fol-
lows .

InC, = - 0. 415 0InC, |, + 1. 250 4InY, — 8. 594Theil, +
1.306 5D, —9. 623 0( Theil, x D, ) (2)

(-25.09728) (73.6342) ( -7.4083) (33.8482)
(—3.9384)
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where Sargan test value is 0.246 7, indicating that it can not re-
ject the instrumental variables’ constraint on the valid null hypoth-
esis, and it is valid for the instrumental variables to excessively i-
Theil, x D, is signifi-

cantly different from 0, indicating that there has been a structural

dentify the constraint; the coefficient of D, ,
change in the impact of regional income gap on consumption since
2006, in line with the analysis results of the second part.

Now we re-estimate the consumption model before and after
2006, and the results are as follows:

(1) Before 2006, InC, = —0.295 9InC,,_, +1.256InY, —
7.515 5Theil, (3)

(-14.9022) """ (56.3882) """ ( -8.661 1)"""
where Sargan test value is 0. 1096, indicating that it can not reject
the instrumental variables’ constraint on the valid null hypothesis,
and it is valid for the instrumental variables to excessively identify
the constraint.

(i) After 2006, InC, = 0. 622InC,_, + 0. 059 4InY, +
0. 373 9Theil, (4)

(-14.9022) """ (56.3882) """ ( -8.661 1)"""
where Sargan test value is 0. 7486, indicating that it can not reject
the instrumental variables’ constraint on the valid null hypothesis,
and it is valid for the instrumental variables to excessively identify

the constraint.

4 Empirical analysis

(i) The consumption habits had a significant negative impact on
the consumer behavior of the Chinese rural residents before 2006,
but had a significant positive impact on the consumer behavior of
the Chinese rural residents after 2006, with the impact coefficients
of 0.2959 and 0. 6221, respectively.

This shows that the rural residents have not yet formed rela-
tively stable consumption habits, and the consumer spending will
not be greatly changed with the increase of income, probably be-
cause they are uncertain about the future income and environment.

(ii) Whether it is before or after 2006, the income factor had
a significant positive impact on the rural residents’ consumption.
The degree of impact of income on the consumer spending was
1.256 3 before 2006, while the degree of impact of income on the
consumer spending was 0. 059 4 after 2006, indicating that before
2006, due to the low level of rural residents’ income and imperfect
consumer policy, the income was the main factor determining the
rural residents’ consumption.

Since 2006, the state has vigorously promoted various con-
sumption policies, gradually improved the social security meas-
ures, and improved rural residents’ living standards, so the impact
of income is reduced.

(iii) From the test results, before 2006, the overall income
gap expansion in rural China had a significant negative impact on
the rural residents’ consumer spending, and the impact coefficient
reached 7.515 5, that is, for each additional one percentage point
of the income gap in rural China, the rural residents’ real consum-
er spending would drop by 7.5155% , indicating that from 1998 to

2006, the overall gap in income distribution in rural areas due to
the rapid economic development, played a role in inhibiting the
rural residents’ consumer spending.

Since 2006, the Theil index has started to have a significant
positive impact on the rural residents’ consumption, with the im-
pact coefficient of 0.3739, indicating that the income gap in rural
China plays a role in stimulating the consumption, and the current
rural income gap between different regions is reasonable, so the
government can continue to implement preferential agricultural
policy to encourage more rural residents to increase income by
more entrepreneurial forms, which will stimulate consumption and

boost overall domestic demand.

5 Conclusions and policy recommendations

The income and the regional income gap are the important factors
affecting rural residents’ consumption. Since 2006, the overall in-
come gap in rural China has had a significant positive impact on
the rural residents’ consumption. On the premise of ensuring the
improvement of rural residents’ income level, appropriate inter-re-
gional income gap can be allowed.

But at the same time, the regional income gap shows an over-
all widening trend, mainly caused by the widening income gap
within the eastern, central and western regions. Therefore, the
government must pay attention to the problem of inequality of in-
come distribution, accelerate the construction of the central and
western rural areas, improve the social security system in rural ar-
eas, increase transfer payment to low-income groups in rural are-
as, and improve the per capita income of rural residents, to im-
prove the purchasing power of rural residents, narrow the income
gap in rural areas, expand rural residents’ consumer demand, and

promote the continuous economic growth.
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