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he urgency for Korea to make further inroads into China's consumer market is
mounting as a countermeasure to the continued drop in Korea's exports to
Chinain recent years. Additionally, the Korea-China FTA and China’s tariff cutsin
consumer goods have opened up numerous new opportunities in recent years. At
the same time, the 13" Five-Year Plan, announced at the Chinese NPC and
CPPCC! emphasized the necessity to boost domestic demand. Accordingly, we can
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|. Introduction

expect an additional consumption expansion in China.

*
*
*
*

Yn its NPC and CPPCC meetings in March of 2013, the Chinese government announced the 13" Five-Year
Plan (2016-20), which aimed at doubling the national per capita income from the 2010 level and raising the
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current urbanization rate (54%) to 60% by 2020.
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Therefore, an important issue for Korean companies with regard to entering the
Chinese consumer market is to deliberate on how, where and in what manner to go
about devising a strategy. China's consumer market encompasses numerous sub-
markets consisting of provinces, prefecture-level regions? and urban/rural areas that
are al highly heterogeneous in terms of population, income and consumption
patterns. Moreover, this diversity urgently calls for intensive market research on
and a clear understanding of the target area before jumping into the market. Prime
examples include successful front runners, such as Orion, AmorePacific and the E-
Land Group, who invested large amounts of time and effort to study market
conditions and consumer characteristics before taking action to expand their
businesses into China. Consequently, the market information and data accrued
during this process have laid the foundations for their success today.

This paper analyzes the growth of and changes in China's consumer market in an
effort to gain a better understanding and to discuss the future directions of
governmental and corporate strategies. To be specific, changes in urban and rural
consumer markets are initially investigated through an analysis of the growth rate
of consumption per capita, the average propensity to consume (APC) and
consumption patterns by product categories. The consumption trends in the first,
second, and third tiers of cities and rura areas were then examined to discover the
source of the recent growth in the consumer market. Finally, | estimated the impact
of urbanization on the expansion of consumption to evaluate the feasibility and
sustainability of Chinds urbanization policy with regard to expanding
consumption.

From a comparison analysis between urban and rural residents’ expenditures, |
find that the rural consumer market has exhibited extraordinary growth. Since the
mid-2000s, the growth rate of consumption and the APC of rura residents have
surpassed those of their urban counterparts, with the former’s consumption patterns
becoming increasingly similar to the latter’s. Such a phenomenon prevailsin rural
areas that neighbor second and third tier cities, where urbanization is progressing
rapidly.

Regarding the consumption-boosting effect of urbanization, the estimation
results reveal that a 1%p rise in the urbanization rate increases consumption per
household by 75 yuan and the total consumption by 26.2 billion yuan on an annual
average basis. Depending on which empirical model is used, the magnitude of the
effect varies to some extent, but the rate of urbanization is estimated to have a
positive effect on consumption in al models.

These empirical results provide crucial implications for both governmental and
corporate responses. First, Korean companies must diversify their products in line
with China's expanding rural markets while further differentiating their product
composition to satisfy the heterogeneous demands in urban areas. With regard to
the government, efforts must be made to strengthen the export cooperative system
between domestic manufacturers, Korean distributors (operating in China) and
logistics companies, targeting not only urban but also rural markets in China.

2In China, prefecture-level regions represent a second-level administrative division between provinces (first
level) and counties (third level). Prefecture-level regions consist of prefecture-level cities and neighboring
prefecture-level rura areas.
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The remainder of the paper is organized as follows. Section Il reviews the
related literature and specifies the paper’s contributions. Section |11 presents the
‘big picture’ of the growth of the Chinese consumer market. In Section IV, |
exhaustively analyze the important aspects of the consumption structure by
comparing urban and rural residents consumption characteristics. Section V
discusses the progress in urbanization in China as a crucial factor in the growth of
consumption. Section VI provides explanations of the data construction, empirical
model, and estimation process used here. Section VII presents the regression
results. Finally in Section V111, | conclude and provide various policy directions for
the Korean government and for exporting firms.

Il. Related Literature

This paper relies on several groups of existing literature on the Chinese
economy. First, the paper contributes to the ongoing literature on consumption- or
income-inequality in China. Regarding income disparity, Sicular, Ximing,
Gustafsson, and Shi (2007) examined the size of the income gap between urban
and rural areas and identified factors which contribute to this gap. Using survey
data conducted by the Chinese Academy of Socia Sciences (CASS), they found
that the locations of residences and education levels were the most crucia factors
influencing the income gap. In addition, Candelaria, Daly, and Hale (2013)
analyzed the causes of regional wage disparity. Using the National Statistical
Yearbook and CEIC data, they found that half of the regional wage gap can be
explained by the quality of labor, the elaticity of the labor supply, the industry
composition, and by variables related to the geographical location. They also
suggest that it is highly likely for the regional wage gap to remain as long as the
labor movement is restricted under the Hukou system.

On the topic of consumption disparity in China, Qu and Zhao (2008)
investigated consumption disparity between urban and rural households. Based on
data from the Chinese Household Income Project (CHIP), they utilized quantile
regression and found that the consumption gap was more severe within the low-
income bracket than within its high-income counterpart. Investigating the causes of
consumption disparity, Emran and Hou (2013) focused on the role of access to the
market. They used data from CHIP 1995 and revealed that better access to
domestic and international markets has positive effects on per capita consumption.
Further, Cai, Chen, and Zhou (2010) examined both consumption and income
disparity. They used data from the Urban Household Income and Expenditures
(UHIES) study and showed that consumption inequality among urban households
tended to increase during the period of 1992-2003 and that the wage gap accounts
for 66% of income inequality in total.

The present research belongs to a group of studies of the effect of urbanization
on consumption growth in China Lee and Wu (2013) described the concept,
features, and current progress of urbanization in China while also examining the
economic impact of urbanization on each industry in China. Regarding its effect on
consumption, they separately calculated the effect of urban living and the effect of
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migration of rural residents. Choi, Lee, Moon, and Na (2012) studied the
relationship between urbanization and economic growth using Chinese regional
data. They found that the progress of urbanization had a significantly positive
effect on the economy, whereas for mega-cities, it had a negative impact on
growth. On the basis of their results, they suggested that fostering many large cities
rather than a few mega-cities would be a desirable national strategy for long-term
economic growth.

Finaly, from a more macroscopic perspective, the present study is related to
studies on structural changes in the Chinese consumer market. This group of
studies includes various policy papers which investigated the characteristics of the
Chinese consumer market. For example, Jee et al. (2008) characterized the
consumer market while taking various aspects into account, including the major
forces behind consumption growth, consumption patterns according to specific
products, sales and distribution channels, and geographic distributions of
consumers by city. Similarly, Lee (2009) also describes aspects of changes in the
Chinese consumer market, concentrating on scales, regions, consumer groups,
products, service consumption, and goods distribution channels. As a more
comprehensive study, Yang et al. (2013) analyzed regional statistics for 288
Chinese cities in an effort to identify the ten leading consumption footholds and to
form strategies to make inroads into the Chinese domestic market. Jin and Oh
(2013) closely investigated Chinese rural markets. Through a questionnaire survey
concentrating on rura households in the suburbs of Beijing, they described the
characteristics of rural consumers and their consumption patterns.

The primary goal of the present study is to analyze household consumption
patterns and to examine how consumption is affected by demographic
characteristics and urbanization in China. With regard to studies of consumption
inequality, | utilize micro-data not only at the household level but also at the level
of individual characteristics to identify more specific factors contributing to
consumption. Regarding the impact of urbanization on consumption, | measured
the rate of urbanization at a lower administrative division level (prefecture-level
cities) using data from the China City Statistical Yearbook and CEIC and then
estimated how much the progress of urbanization affected household consumption
in urban and rura areas. Further, on the issue of structural changes in China's
consumer market, this paper extends the analysis period for a better understanding
of the latest changes using the most recently available data from the China
Statistical Yearbook.

[11. Growth Trendsin China's Consumer Mar ket

The trajectory of China's consumer market shows two growth tipping points as
presented in Figure 1. While modest growth has continued since the adoption of
reforms and open policies, the first point occurred in the mid-1990s. This was when
China opened its domestic market to the outside world to induce a massive influx
of foreign capital. Clearly, thisled to aboost in the country’s consumer market.

The second point appeared in the mid-2000s with the explosive growth in the
consumer market on the back of the 11" Five-Year Plan (2006-10), which declared
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FIGURE 1. GROWTH TRAJECTORY OF CHINA'S CONSUMER MARKET

Source: Created by author, using the World Bank’s Household Final Consumption Expenditure (Current US$,
1985-2013).

a growth paradigm shift away from exports and investment and towards domestic
demand. Around this time, income rose sharply, as evidenced by the increase in
workers minimum wages of more than 10%. Moreover, in conjunction with the
rapid diffusion of internet access, China's post-80s and 90s generations® have
emerged as a powerful consumer group. Their consumption has contributed to an
annual 20% expansion in e-commerce (Korea International Trade Association,
2014). Moreover, due to the government’s policy efforts to support rural areas,
including consumption subsidies and the modernization of distribution systems, the
consumption of rural residents has also risen continuously.

Even during the 2008 global financial crisis, China's consumption climbed on
annual by over 10% on an average basis,* unlike other countries which were hit by
sagging consumption. Consequently, after ranking fifth in the world in 2008,
China's consumer market surpassed that of the UK in 2009, that of Germany in
2010 and that of Japan in 2013 to stand at second with a market scale of $3.425
trillion. While the US maintained the leading position as of 2013 at $11.5 trillion,
the size of China's consumer market relative to that of the US jumped from 5% in
1990 to 30% in 2013.

3Chinese generations born in the 1980s and 1990s were raised under the one-child policy and therefore have
grown up in relatively affluent circumstances. They are very familiar with online shopping and have a strong
inclination towards high-end, diverse and luxurious consumption.

“According to 2009 household consumption expenditures relative to those of 2008 from the World Bank’s
Household Final Consumption Expenditure study, consumption in the US dropped by $166.7 billion, that in
Germany dropped by $114.3 hillion, and consumption in the UK fell by $296.5 hillion, whereas in China it
increased by $202.0 billion.
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V. Consumption Structure: City and Rural Areas

A. Analysis of per Capita Consumption Expenditures

This section examines the consumption structure of Chinese consumers, who
have sustained the growth of China's consumer market. Consumption per urban
resident rose from 673 yuan in 1985 to 18,023 yuan in 2013, while that of rural
residents climbed from 317 yuan to 6,626 yuan (See Figure 2).

Over the past three decades, the nominal consumption expenditures of urban and
rura residents expanded more than twenty-fold while the consumption ratio, which
refers to the consumption per urban resident relative to that per rural resident,
increased from 2.1 to 2.7. This implies that the advancement of the consumption
level has progressed while the polarization of consumption has become more
serious.

However, a closer look reveals that there have been significant changes in the
consumption growth of urban and rural areas since 2004. Since peaking at 3.4 in
2003, the consumption ratio has declined continuously. Further, as shown in Figure
3, the growth rate for rura residents of consumption per capita has generally
exceeded that of urban residents since 2004. Indeed, although consumption in rural
areas has occasionally surpassed that in urban areas in the past, the current trend
has continued for the past ten years, raising the call for more attention.

Being well aware of the difficulty in sustaining consumption-driven economic
growth without boosting the consumption of rural residents, the Chinese
government has implemented active policies to heighten rural consumption since
the mid-2000s. Such polices include subsidies to boost car and home appliance
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FIGURE 2. CONSUMPTION EXPENDITURE PER CAPITA AND CONSUMPTION RATIO

Source: Created by the author, using data from the China Statistical Yearbook (Consumption Expenditure Per
Capita 1985-2013).



VOL. 39NO. 3 China’s Consumer Market 25

0.30
0.25

0.20

-8,

0.15

o ¢ N VP ——
0.10 /;/A\\__; /-/;-w— = S \\‘\-..__—:-'—"'/ e .
/

e Ty
//’— \“‘- L
0.05 ‘\x»_// N —
0.00 \ \_ A
1997 [998—T999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

-0.05

——Urban area =Rural area
FIGURE 3. GROWTH RATE OF CONSUMPTION PER CAPITA

Source: Created by the author using data from the China Statistical Yearbook (Consumption Expenditure Per
Capita 1996-2013).

sales, the 10,000 villages and 1,000 townships market project’ to encourage the
establishment of wholesale and retail stores in county- and township-level areas,
and the ‘double-hundred’ project to foster 100 large-scale distribution companies
and establish 100 wholesale markets. Helped by these efforts, rural consumption
has soared owing to numerous changes, such as increasesin rural income, increases
in income transferred by migrant peasant workers in cities, and the spread of an
urban consumption culture to rural areas.

B. Analysis of the Average Propensity to Consume (APC)

The more active consumption by rural residents can be confirmed by the trends
of the average propensity to consume (APC), which refers to the percentage of
consumption in disposable income, as shown in Figure 4.

For urban residents, the APC has been on a clear downward trajectory, declining
from 0.91 in 1985 to 0.67 in 2013, suggesting that the absolute amount of
consumption has risen but that actual spending relative to income has decreased.

In contrast, the APC for rural residents surpassed that of urban residents in 2005,
with the APC fluctuating at the 0.80 mark in 1985 and then posting a mark of 0.74
in 2013 (red line in Figure 4). Hence, the extent of the overal decline is more
modest than that of urban residents, and even the fluctuation patterns leave room
for future rebounds.

Besides consumption expenditures, this study separately identified what is
termed ‘cash outlay,”® particularly for rural areas. The results show that the
percentage of cash outlay of rural residents net revenue increased consistently
from 0.49 in 1985 to 0.69 in 2013 (green line in Figure 3). In other words, with
reference to cash-only consumption, excluding self-consumption, the APC of rural

5The gap between consumption expenditure and cash outlay occurs mostly in spending on food. Farmers
consume a part of their crops, and the self-consumption is included in consumption expenditure, but not in cash
outlay.
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Note: Rura residents' net revenue is equivalent to urban residents’ disposable income and is the sum of
agricultural entrepreneurial income and off-farm income (wage income, property income and transfer income).

Source: Created by the author using data from the China Statistical Yearbook (Consumption Expenditure Per
Capita, Cash Consumption Expenditure Per Capita and Per Capita Income 1985-2013).

residents has improved continuously.

C. Analysis of Consumption Composition by Item

The consumption growth rate by item offers a better understanding of the
upward trends in urban and rural areas. Table 1 shows the annual average growth
rate of the consumption of eight subordinate items that constitute consumption
expenditures during the period of 2003-13.

Based on the calculations, the consumption growth rate for rural residents is
higher than that of urban residents across all items, except for education, culture
and entertainment. Such growth is particularly attributable to the increased cost of
medical care resulting from population aging in rura areas, more spending on
transportation and communication (such as vehicles and mobile phones), and the
greater use of durable household equipment, mainly household appliances.

Accordingly, the consumption patterns of rural residents appear to be gradually

TABLE 1—GROWTH RATE OF CONSUMPTION PER CAPITA BY ITEM: 2003-13 ANNUAL AVERAGE

Tota Food Clothing Residency Durable Transportation Education, Medica  Other

household and culture and care
equipment  communication  entertainment
Urban 011 010 0.12 0.10 0.11 0.14 0.09 0.09 0.13
residents
Rud 513 o1 0.15 0.15 0.17 0.17 0.08 018 015
residents

Source: Created by the author using data on expenditures by item from the China Statistical Yearbook
(Consumption Expenditure Per Capita 2003-13).
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FIGURE 5. CONSUMPTION EXPENDITURE PERCENTAGESBY ITEM

Source: Created by the author using data on expenditures by item from the China Statistical Yearbook
(Consumption Expenditure Per Capita 1985-13).

mirroring those of urban residents, at an increasing speed. In Figure 5, which
shows the percentages of expenditures by item among total consumption, the
percentage of food products has receded rapidly, with Engel’s coefficient dropping
below 40 in 2013 (35.0 in urban areas and 37.7 in rura areas), while those
associated with medical care and transportation and communication climbed for
both urban and rural areas.

Overal, the percentages of essential living expenses, including food and
clothing, decreased while those linked to spending on health and leisure activities,
including transportation and communication, education, culture and entertainment
and medica care, increased. This implies that, in line with the increases in income
and consumption, China's rura areas today are also experiencing a service
economy.

D. Consumption by Urban and Rural Residents by Tier

This raises the question of the identity of the main driving force spurring the
growth of consumption among China's rural areas. Another pertinent issue is to
determine, among urban areas, which if any are experiencing particularly rapid
drops in consumption.

In an effort to address these issues, panel data on the consumption of each urban
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Source: Created by the author using the CEIC’s China Premium Database (Household
Survey, 2002-14).

and rural prefecture-level area, from CEIC,® were compiled. Additionally, by
applying the city classification standards established by the Ministry of Housing
and Urban-Rural Development (MOHURD), prefecture-level urban and rural areas
were categorized into several tiers.” Using this data, | calculated the trajectory of
the growth of consumption per capitain rural and urban areasin each tier aswell as
the changes in consumption expenditures (Figure 6).

The analysis finds that the second and third tiers have spurred the consumption
growth in rura areas since the mid-2000s. The growth rate of their consumption
per capita recorded an annual average of 13% in 2002-14, even maintaining growth
momentum during the 2008 global financial crisis, with the yearly average growth
rate rising to 15% since that event.

Meanwhile, consumption in urban areas has decelerated due to the reduced
growth in consumption by first-tier residents in areas such as Beijing, Shanghai and
Tianjin. These cities responded highly sensitively to global economic fluctuations,
and their consumption growth plunged to 1.1% in 2008. Additionally, with the
penetration rates of washing machines, refrigerators, TVs, air conditioners and
mobile phones at nearly 100% in these cities, their consumer markets have become
saturated, and it is mainly replacement demand (mostly for new products) that is
driving consumption.

In contrast, consumption growth in second- and third -tier cities has remained
steady at a relatively high 11% (growth rate of per capita income also posted an
annual average of 12%). These cities are the beneficiaries of the government’s SOC
investment expansion project, aimed at developing inland mid-western regions, the
main destination for migrants from rural areas, and the entry market for distribution
companies and consumption goods manufacturers.

SCEIC data contain macroeconomic indicators for 128 countries, along with separate data by country and by
industry. This study mainly uses the China Premium Database, which isincluded in the CEIC data.

"The classification of first-, second-, and third-tier cities is based on their overall competitiveness (economic
power, political status). First-tier cities include Beijing, Shanghai, Guangzhou, Shenzhen and Tianjin, whose
economies are more advanced than others; second-tier cities include Nanjing, Xi'an, and Chongqing, where
substantial levels of industrialization have been achieved. Third-tier cities include Yinchuan, Xining and Harbin,
all of which recently underwent economic development. The list of cities of each tier was sourced from the Korea
Chamber of Commerce & Industry (2012).
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Among urban prefecture-level cities with consumption per capita exceeding
20,000 yuan, Bagji (14.0%) in Shaanxi province, Botou (13.7%) and Hohhot
(13.4%) in Inner Mongolia, and Harbin (12.1%) in Heilongjiang province
demonstrated particularly high growth rates. In addition, among rural prefecture-
level areas with consumption per capita exceeding 10,000 yuan, Wuhan (15.3%) in
Hubel province ranked first, followed by Zhengzhou (14.6%) in Henan province,
Xiangtan (14.5%) in Hunan province, and Nanjing (14.3%) in Jiangsu province.

As evidenced above, consumer markets in the rura second and third tiers have
taken the lead in boosting China's consumption together with their urban
counterparts, which are now on a solid growth track.

V. The Progress of Urbanization in China

Given the above, the question arises as to which economic factors have
influenced the growth of the Chinese consumer market. Among various possible
causes, this paper focuses on the progress of urbanization as spurred by the Chinese
government.?

China's urbanization has clearly progressed on each nationaly important
occasion, including the founding of new Chinain 1949, the reform and opening up
of the country in 1978, the land reform of 1988, and the entry of China into the
WTO in 2001. As aresult, the rate of urbanization has tended to increase by 0.7%p
on average annually since 1978.

One of the main reasons why the urbanization of China has been receiving
governmental attention is its contribution to raising domestic consumption.
Urbanization wusually occurs in line with swift economic growth and
industrialization, increases in the numbers of urban workers, improved market
access, and active exchanges of purchase information, all of which ultimately
contribute to the growth of consumer markets. While a rise in income directly
affects consumption growth, the progress of urbanization can establish a favorable
environment for this type of growth.

In Section IV, we observed the relatively high growth of consumption of second-
and third-tier cities. This growth and sustainment may be influenced by the recent
rapid urbanization of these regions.” Indeed, these cities recorded rapid growth in
their urbanization rates, as shown in Table 2.

Table 2 lists the urbanization rates of prefecture-level regions for each tier. The
rates of cities in the second and third tiers recorded rapid growth of 1.1%p on
average annually for the period of 2005-12 and showed urbanization rates of 64%
and 41% in 2012, respectively, with sufficient room for additional increases. In
contrast, the rates of those in the first tier surpassed 90% on average in 2012 with a
rapidly slowing pace; recent regulations that strictly control the sizes of city
populations in Beijing and Shanghai are mainly responsible for the slowdown.

8Urbanization refers to a social phenomenon in which the proportion of the urban population is increasing or
the number of cities larger than small townsisincreasing.

Urbanization takes place as manpower in rural areas moves to urban areas or when rural areas are integrated
into neighboring cities.
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TABLE 2—CHANGES IN THE URBANIZATION RATES OF
PREFECTURE-LEVEL REGIONSIN EACH TIER

05’06’07 ‘08 09 ‘10 11 '12  Change(12-'05)
First tier 880 885 890 895 892 898 911 9oLl 31
Secondtier 568 586 599 606 609 625 643 644 76
Thirdtier 331 348 367 369 360 377 404 406 75
Nationwide 430 439 449 457 466 500 513 526 9.6

Note: The urbanization rate of prefecture-level regions refers to the proportion of the prefecture-level city

population among the total population of prefecture-level regions (prefecture-level city + prefecture-level rural
areq).

Source: Urbanization rates of prefecture-level regions in the three tiers are calculated using CEIC's China
Premium Database (Socio Demographic, 2002-14), and the urbanization rate nationwide is calculated using data
from the China Statistical Yearbook (Total Population by Urban and Rural Residence 2005-12).
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Source: Created by the author using data from the China Statistical Yearbook (Total Population by Urban and
Rural Residence 2005-12).

An examination of the urbanization rate at the province level (see Figure 7) finds
several regional differences and changes over time. As of 2013, the urbanization
rate of the eastern coastal region in China is much higher than the rates in other
regions. The rates in Shanghai (89.6%), Beijing (86.3%), and Tianjin (82.0%)
exceed 80%, reaching the level of developed countries. The rates for Guangdong
(67.8%), Liaoning (66.5%), Jiangsu (64.1%), Zhegjiang (64.0%), and Fujian
(60.8%) all exceed 60%. On the other hand, southwest regions including Sichuan,
Hainan, Yunnan, and Guizhou exhibit urbanization rates in the range of 35-45%,
lower than the level of the east coast by around 20%p.

In comparison with the urbanization rate in 2005,° we note that rapidly
progressing urbanization is not a unique phenomenon confined to the eastern
coastal region but is instead a fairly general trend in the northeast, northwest,

The information on populations at the province level was released in 2005 for the first time.
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TABLE 3—STANDARD DEVIATION OF THE URBANIZATION RATE BETWEEN PROVINCES

‘05 '06 07 08 '09 '1m 12 13
Standard Deviation 154 151 149 149 146 145 142 139

Note: The urbanization rate in 2010 is omitted due to a lack of information on provincia
populations for that year.

Source: Created by the author using data from the China Statistical Yearbook (Total
Population by Urban and Rural Residence by provinces 2005-13).

central, and southwest regions as well.

As a result, a standard deviation of urbanization decreased continuously from
15.4%p in 2005 to 13.9%p in 2013 (see Table 3). Urbanization has proceeded
across al regions in China such that its regional disparity has shrunk. This implies
that market potential and attractiveness are growing in most parts of China other
than in the eastern coastal region, where the fruits of economic growth were
concentrated until recently.

V1. The Consumption-boosting Effect of Urbanization
A. Data

In the previous chapter, we examined the growth of and structural changes in the
Chinese consumer market mainly using province-level consumption data.
Henceforth, | utilize micro-data at the individual/household/city level to proceed
with an in-depth analysis. The ultimate goal is to identify how and how much the
household consumption would be affected by urbanization and various household
or individual characteristics. The data used in this section is described bel ow.

Household and Individual-level Data

First, | utilize the Chinese Household Income Project (henceforth “CHIP’),
which is generated based on household surveys carried out in China' CHIP
provides information on household consumption and household members
characteristics. In addition, the survey separates urban and rural areas. Thus, for
each year, CHIP is composed of the four sub-datasets of urban households, urban
individuals, rural households, and rural individuals.

Given that household-level datasets primarily contain annua consumption
expenditures for each category, | compiled the total consumption of a household by
summing food, clothing, residence, and durable good expenditures, as listed in
Table 4.

Individual-level data have various characteristics for each household member,
such as the relationship to the householder, gender, age, occupation, education

HUCHIPwas firstly constructed in 1988 by the Chinese Academy of Social Sciences (Beijing) by domestic and
foreign scholars who studied Chinese consumption and income and their distributions. Currently, Beijing Normal
University isin charge of the survey (Gustafsson et al. 2014). CHIP data can be obtained from the ICPSR website
(http://www.icpsr.umich.edu/icpsrweb/| CPSR/series/243).
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TABLE 4—DESCRIPTIVE STATISTICS: CONSUMPTION BY ITEM IN THE CHIPHOUSEHOLD DATA
(1,000 yuan, real)

Urban Household Rural Household

1988 1995 1999 2002 2007 2008 1988 1995 2002 2007 2008
Food 22 84 7.8 8.3 152 140 1.2 23 3.7 6.8 4.8
Clothing - 2.2 17 21 36 31 - 05 0.6 0.8 2.2
Residency 13 07 15 22 35 3.0 0.08 0.9 15 2.6 -
Durable household goods - 2.8 15 14 23 - - 0.5 04 0.8 -
Transport. and communication 0.06 04 1.0 22 34 - 0.03 0.2 0.7 16 -
Education, culture and entertainment  0.06 0.9 2.0 33 4.1 3.1 0.08 0.5 0.7 1.4 25
Medica care 01 06 13 15 2.7 21 0.1 0.2 0.5 1.0 24
Other 03 06 0.7 0.7 15 4.8 0.1 0.5 10 0.4 -
Total consumption 38 164 185 219 363 299 15 5.8 9.2 155 103
No. of obs. 9,009 6,931 4500 6,835 4,998 4,051 10,258 7,998 9,200 8,000 7,999

Note: All spending variables are transformed into real variables using the Consumer Price Index (CPI) with the
reference year 2008.

Source: Chinese Household Income Project (CHIP, 1988-2008).

TABLE 5—DESCRIPTIVE STATISTICS. PERSONAL CHARACTERISTICSIN CHIPINDIVIDUAL DATA

Urban Individual Rural Individual

1988 1995 1999 2002 2007 2008 1988 1995 2002 2007 2008
Male 0.49 0.50 0.50 0.49 0.50 0.50 0.51 0.51 0.52 0.52 0.51
Age 323 35.7 384 38.2 39.1 39.8 28.0 304 33.0 35.3 36.0
Educational period 6.4 95 9.9 9.6 11.3 10.8 3.56 5.01 6.61 7.65 8.88
Minority 0.02 0.04 0.04 0.04 0.01 0.03 0.05 0.08 0.14 0.01 0.03
Disability 0.00 0.01 0.01 0.00 0.00 0.01 0.00 0.02 0.01 0.03 0.03
Retirement 0.07 0.14 0.18 0.17 0.21 0.22 0.00 0.00 0.00 0.01 0.01
Married 0.65 0.68 0.67 0.66 0.68 0.53 0.56 0.60 0.59
No. of obs. 31, 827 21,698 12,060 20,632 14,683 14,709 51, 352 34,739 37,966 31,791 32,171

Note: All characteristics except age and educational period are binary variables.
Source: Chinese Household Income Project (CHIP, 1988-2008).

level, marital status, and whether one is retired, disabled, or a minority member see
Table 5). Since the survey began in 1988, CHIP has been made available for years
1988, 1995, 1999, 2002, 2007, and 2008. | utilize al yearsin the analysis here.?

Prefecture-level Data

Another necessary variable in this research is the rate of urbanization, which is
calculated as the proportion of urban population. We can simply create this using
the provincial population data in the China Statistical Yearbook, following many
previous studies. However, doing this would cause a considerable gap in terms of
the observation level, i.e, the urbanization rate at the province level and
consumption expenditures at household level.

Because each province in China is composed of urban areas, rural aress,
prefecture-level, and county-levels districts, it is highly possible that quite
heterogeneous consumption patterns exist within the same province. For a more
accurate analysis, therefore, we need to make the gap in the observation level as

2Although CHIP provided a wealth of micro information, one major constraint was that the latest data (since
2008) was not available while conducting this research. Fortunately, CHIP for the year 2013 was recently released.
The growth paradigm of the Chinese economy has been changing quickly towards domestic demand, especially
after the global economic crisisin 2008. This may have significantly affected consumption trends thereafter. Using
the CHIP 2013 data may allow for an analysis of possible changes.
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narrow as possible. In this regard, | calculate the urbanization rate in prefecture-
level regions by utilizing the China City Statistical Yearbook.

A prefecture-level region refers to the second grade of administrative districts in
China, with severa third-grade districts as well, such as city-controlled districts,
county-level cities, counties, and autonomous counties. Among these subdivisions,
this research recognizes the former two subdivisions as urban areas. Thus, the rate
of urbanization of a prefecture-level region is defined as the percentage of the
population living in a city-controlled district or a county-level city out of the total
population in the prefecture-level region.™

B. Empirical Specifications

To estimate the impact of urbanization on consumption, | matched the
urbanization variable derived from the China City Statistical Yearbook with the
CHIP data. As a link variable to merge the two datasets, | used the Chinese
administrative code number of each prefecture-level region.™

It is also important to note that during the sample period of 1988-2008, inflation
accompanied by economic growth occurred consistently. Taking this into account, |
converted nominal consumption expenditures into actual variables using the CPI of
each year with the reference year 2008.

The econometric analysis is composed of two parts. The first part is based only
on CHIP household data and examines how spatial/temporal factors and household
characteristics affect household consumption. The estimation model has the
following form,

(1 yijt=Xitﬂ+z7/ijt+Z§tTt+uijt’
i T

where y;, denotes the annual household consumption of household i living in

region j inyear t. X, isavector of household characteristics, including the
number of household members. D;, isa vector of dummy variables representing

various categories of regions. Specificaly, D, includes information about a
household's location (either a first-, second-, or third-tier city or arural area. T, is
avector of dummy variablesfor each year. u;, isani.i.d. error term.

For a more comprehensive analysis, the second part utilizes all datasets, i.e.,
CHIP household data, CHIP individua data, and the urbanization rate. The
estimation model has the following form:

1A city-controlled district is associated with vigorous economic, social, cultural activities based on a high
population density. Therefore, it serves an actual urban function within a prefecture-level region. County-level
cities are generally experiencing rapid industrialization and urbanization.

YCHIP data contains administrative codes per se, but China's City Statistical Year Book does not. To
overcome this problem, | closely compared the Chinese name of each prefecture-level region in China's City
Statistical Year Book with the name in the administrative codebook of the National Bureau of Statistics of China
The codebook is available at the website of the National Bureau of Statistics of China (http://www.
stats.gov.cn/tj§/tjbz/xzqghdm/201504/t20150415 712722.html).
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This model emphasizes the key variable of the urbanization rate, Up;. Upr
denotes the urbanization rate of a prefecture-level region P inyear t. Further, the
vector X, represents a greater variety of household and individual characteristics,

including the existence of post-80s or 90s generations, the average educational
period, the number of males, the presence of disabled persons, the number of
retirees, and workers by firm type in a household. These variables are originally
available at the individual level; thus, | convert them into household- level variables
by counting the number of peoplein afamily corresponding to the cases.

As an estimation method, we may undertake a panel data anaysis when
considering that the data period of CHIP is 1988-2008. However, each of the
individual, household, and prefecture-level regions does not continuously exist
during the sample period, generating a crucia limitation for a panel analysis.
Consequently, | adopt a pooled regression while controlling for time and region
(province, each tier of city and rural) fixed effects. The estimation results are
provided in the following section.

VII. Empirical Results

A. Estimation Results Based on CHIP Household-level Data

Table 6 reports the regression estimates from the various models used here. In
model (1) as a basic specification, | undertook a regression of total consumption of
households in terms of spatial and temporal variables. The estimates indicate that
urban households spend more than rural families by 13,510 yuan on an annual basis.

To verify the credibility of the estimates, Table 7 calculates the per capita
consumption gap from the China Statistical Yearbook and then multiplies it by the
average number of household members to derive the household consumption gap.
The average gap for 1988-2008 is 14,667 yuan. It was found that the parameter
from the CHIP household-level data is somewhat lower than the figure from the
national statistics, but we can assessit as afairly reaistic figure.

While summing the expenditures on each item to create the total consumption
from CHIP, | found that some values for certain items were missing. Considering
the higher spending by urban residents on each item, the missing values may lead
to arelatively low consumption gap from CHIP compared to that from the China
Statistical Yearbook.

The estimation results of model (1) in Table 6 aso indicate that the consumption
level has been generally increasing as time passed. For example, a household total
consumption in 2007 is higher than in the base year 1988 by 21,790 yuan. This
result is fairly consistent with the ongoing trend of Chinese consumption
increment. However, the spending level in 2008, which is lower than in 2007,
raises doubts. This is likely due to difference between the survey questions.
Unlike other years, 2008 survey asked a minimum cost to live out of above poverty
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TABLE 6—ESTIMATION RESULTS: HOUSEHOLD LEVEL DATA

Dep. variable: Model (1) Model (2) Mode (3) Model (4)
Total consumption
(1,000 yuan, real)

No. of household members 1.292%** 0.115*** 1.351%** 1.288***
(0.0339) (0.0341) (0.0342) (0.0341)
Living in urban 13.51%** 13.65%** 13.30%**
(0.108) (0.106) (0.0996)
Y 1995 9.059%** 9.280*** 8.785*** 8.901***
(0.136) (0.149) (0.139) (0.135)
Y 1999 11.54%** 17.47%%* 11.07%** 11.20%**
(0.225) (0.237) (0.226) (0.222)
Y 2002 13.73%** 11.97%** 13.54%** 13.66%**
(0.135) (0.143) (0.137) (0.134)
Y 2007 21.79%** 19.58*** 23.04*** 22.06***
(0.153) (0.153) (0.146) (0.146)
Y2008 15.53*** 13.66%** 16.79%** 15.79%**
(0.155) (0.155) (0.149) (0.149)
Living in afirst-tier city 20.39***
(0.300)
Living in a second-tier city 10.25***
(0.152)
Living in athird-tier city 3.325%**
(0.1712)
Living in a second-tier rural 2.623***
(0.260)
Living in athird-tier rura 0.313**
(0.147)
Northeast 1.545%**
(0.187)
Bo Hai Bay 4.503***
(0.167)
East 5.520***
(0.132)
Southeast 9.001%**
(0.166)
Northwest 0.596***
(0.196)
Southwest 1.234%**
(0.127)
Province dummies Y N N N
Constant -7.935%** 0.0911 -9.798*** -11.55%**
(0.407) (0.183) (0.198) (0.203)
No. of observations 79,275 79,275 79,275 79,275
R-squared 0.404 0.283 0.351 0.384

Note: This table reports the regression results based on CHIP household level data. ***, ** and * denote statistical
significance at the 1%, 5%, and 10% level, respectively. Standard errors are in parentheses.

TABLE 7—CONSUMPTION GAP: PER CAPITA AND PER HOUSEHOLD
Average 1988 1995 1999 2002 2007 2008
4,059 B559* 2,227 3,038 4,196 6,774 7,582

Consumption gap
(per capita, nominal)
Consumption gap 4570  1,050* 2,958 3,687 5,069 7,197 7,582
(per capita, real)

No. of household members 32 35 31 30 3.0 29 3.6

Consumption gap .
(per housshold, real) 14,667 3,711 9,260 11,093 15,302 21,126 27,510

Note: Consumption gaps in 1988 are estimates as indicated by *. | estimate them by applying the average growth
rates of the consumption gaps between 1985 and 1990.

Source: China Statistical Yearbook and CHIP (1988-2008).
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level rather than asking the actual amount of expenditure. Therefore, this can
underestimate the actual total consumption of 2008."

In addition, as the number of household members increase by one, the total
consumption tends to rise by 1,292 yuan per year. Considering the recent relaxation
of Chinese birth control (from one child to two children per household), the result
has an important economic implication in that it will clearly increase the demand
for infants' goods.

The model (2) controls for each tier of city to identify the consumption gap
between those cities.*® The results show that households living in 1%, 2™, and 3™
tier cities, respectively, spend more than those living in base area (other small
urban and rural households) by 20,390 yuan, 10,250 yuan, and 3,325 yuan. This
implies that China faces significant consumption disparity not only between urban
and rural area, but also between each tier of cities.

Similarly, model (3) controls for each tier of rural to see if the rural areas
neighboring cities exhibit higher level of expenditures compared to other small
rural areas. Since 1% tier rural does not exist in the sample, 2™ and 3“ tier rural
areas are specified. The parameters indicate that households in 2™ and 3“ tier rural
areas, respectively, consume more than those in other rural by 2,623 yuan and 313
yuan. This can occur because increased demand for high value-added crops by
urban households contributes to rises in rural income and because the increasing
number of migrant workers transfer their cash to family in rural.

Finally, model (4) presents the consumption disparity between regional parts of
China (Northeast, Bo Hai Bay, East, Southeast, Northwest, Southwest, and Center
as a base part). From the estimates, we can confirm that the eastern coastal region
exhibits significantly higher consumption expenditure. To be specific, households
in Southeast, East, and Bo Hai Bay area, respectively, exhibit higher level of
consumption than those in Center region by 9,001 yuan, 5520 yuan, and 4503
yuan. Along with various types of consumption disparity (urban and rural, each tier
of city, each tier of rural), the results provide clear evidence on consumption gap
between regional partsin China.

C. Estimation Results Based on the Comprehensive Data

Henceforth, we utilize all datasets to perform a more comprehensive analysis.
The primary am is to examine the effect of urbanization and various
household/individual characteristics on the boost in consumption. Table 8 presents
the regression results.

According to model (1), urban households are likely to spend more than rural
families by 8,664 yuan on average. The consumption gap between urban and rural
households appears to be 36% lower than the estimate in part A, as the model

BUntil 2007, for example, the CHIP survey asked “How much did your family spend on food?’, but in 2008
survey asked “How much food per year do you think your whole family needs to rise above the poverty level ?”

1| defined first-, second- and third-tier cities by applying the city criteriain the Korea Chamber of Commerce
and Industry (2012). The first tier includes the most economically powerful cities, such as Beijing, Shanghai,
Tianjin, Guangzhou, and Shenzhen. The second tier refers to those cities where there has been much progress in
urbanization and industrialization (e.g., Nanjing, Xi'an, and Chongging). The third tier includes various cities
which have experienced meaningful economic development in recent years.
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TABLE 8—ESTIMATION RESULTS: COMPREHENSIVE DATA

Dep. variable: Model (1) Model (2) Model (3) Model (4) Model (5)
Total consumption
(1,000 yuan, real)

Living in urban 8.664*** 9.031*** 8.250***  8.165***
(0.184) (0.197) (0.2012) (0.190)
Urbanization rate 7.532%** 7.484%** 7.370%** 8.685***  6,722%**
(0.252) (0.254) (0.250) (0.238) (0.235)
Existence of post-80s generation 0.434** 0.756*** 0.561*** 0.743***  (0.455**
(0.189) (0.186) (0.191) (0.191) (0.187)
Existence of post-90s generation 1.711%** 2.140%** 2.204%** 2.135%** 1.850%**
(0.189) (0.190) (0.195) (0.195) (0.191)
Educational period 0.342*** 0.711%** 0.911*** 0.746***  0.750%**
(0.0256) (0.0207) (0.0206) (0.0212) (0.0208)
No. of married residents 0.845*** 1.078*** 0.710*** 0.968***  1.018***
(0.0748) (0.0718) (0.0738) (0.0740) (0.0724)
No. of males 0.550%** 0.794*** 0.443*** 0.972%**  0.799***
(0.0768) (0.0740) (0.0735) (0.0751) (0.0745)
No. of minorities 0.0891 0.111 - -0.690*** -
0.636*** 0.301***
(0.0902) (0.0905) (0.0795) (0.0797) (0.0792)
No. of disabled -0.427* -0.546** -0.425* -0.388* -0.551**
(0.221) (0.220) (0.227) (0.227) (0.222)
No. retirees 0.961***  -0.288*** 0.643*** -0.224** -0.256**
(0.114) (0.0996) (0.0992) (0.103) (0.200)
No. of workers 0.352***
(0.0639)
No. of workers at state-owned firm -0.0196 1.207*** -0.176* -0.125
(0.0908) (0.0821) (0.0931) (0.0905)
No. of workers at joint-stock firm 2.725*** 4.188*** 3.966***  3.067***
(0.348) (0.359) (0.359) (0.351)
No. of workers at foreign firm 4.846*** 6.179*** 6.928*** 5 147***
(0.542) (0.560) (0.558) (0.546)
No. of workers at collective firm 0.895*** 2.039*** 1.177%**  0.916***
(0.105) (0.103) (0.107) (0.105)
No. of workersin private firm 0.645*** 1.453*** 1.274***  1.001***
(0.113) (0.115) (0.115) (0.112)
Average educational period of workers 0.459***
(0.0187)
Living in afirst-, second-, or third-tier city N N Y N N
Living in a second- or third-tier rural N N N Y N
Regional dummies* N N N N Y
Province dummies Y Y N N N
Year (1995-2008) Y Y Y Y Y
Constant -12.31%%*  -10.71%** -9.647%**  -12.21%%*  -12.90%**
(0.476) (0.469) (0.243) (0.258) (0.250)
No. of observations 56,076 56,076 56,076 56,076 56,076
R-squared 0.393 0.388 0.345 0.346 0.376

Note: 1) This table reports the regression results based on a comprehensive dataset, including CHIP household-
level data, CHIP individual-level data, and the China City Statistical Yearbook. ***, ** and * denote statistical
significance at the 1%, 5%, and 10% level, respectively. Standard errors are in parentheses. 2) Regiona dummies
include indicator variables for the northeast, Bo Hai Bay, east, southeast, northwest, and the southwest regions.

controls not only for urban dummies but also for the urbanization rate such that the

explanatory power of the urban dummiesis reduced to a corresponding amount.
Regarding the effect of the urbanization rate, the estimate is 7.532. Considering

the unit of the rate (0 to 1) and the total consumption (1,000 yuan), the estimate
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indicates that a 1%p increase in the urbanization rate tends to raise household
consumption by 75.3 yuan and China's total consumption by 25.8 billion yuan. In
terms of the national economy, the magnitude of the effect corresponds to an
increase in China's total consumption of 0.58% and a rise in the GDP of 0.14%.
Notably, this magnitude is a direct (or causal) effect of urbanization; i.e. with all
other conditions being equal, rural residents migrating to cities enjoy easier access
to consumer markets and have more product choices, which raises consumption.
When considering indirect effects such as income growth, employment expansion,
and infrastructure investments to accommodate migrants, the impact of
urbanization on spending would be much greater.

Regarding various household and individual characteristics, the results confirm
that households having post-80s or post-90s generations are likely to consume
more by 434 yuan and 1,711 yuan, respectively.'” Those generations are highly
skilled with computers and information systems and thus shop online frequently
with strong preferences for product diversification. Although data limitations
prohibit us from identifying their consumption patterns after 2008, they may have
higher purchasing power than the magnitude implied by the estimated coefficient
considering their massive spending since the mid and late 2000s.

About the educational effects on consumption, we can consider two paths. First,
as a person becomes more educated, that person tends to spend more on
educational expenditures such as textbooks, tuition fees, and educational activities.
Further, indirectly, more educated people tend to have high-paying jobs, and higher
income leads to more consumption. To verify the educational effect, | control for a
household's average educational period. The estimate indicates that an increase of
one year in the training period raises the expenditures of a household by 342 yuan.
In addition, when the educational period of workers participating in the labor
market increases by one year, it is likely to boost household consumption by as
much as 459 yuan. The fact that the education level of Chinese people has steadily
improved in recent years leads to a more positive outlook on the growth of China's
consumer market.

VIII. Summary and Policy Implications

China's rura areas have been paid little attention as Korea makes inroads into
Chinese consumer markets. However, this paper confirms that the rural consumer
market has exhibited extraordinary growth and that rural second- and third-tier
areas have played a leading role in supporting the growth of the Chinese market,
along with their urban counterparts. Moreover, given that urbanization boosts
consumption not only in cities but also in rural areas neighboring their cities, the
rural consumer market is highly likely to expand.

Based on the discussions above, we consider proper response measures for

YIn the sample data, | define a person as a member of the post-80s generation when he or she is aged from 18
to 27 years old as of 2007 and from 19 to 28 years old as of 2008. Similarly, a person is considered as a member of
the post-90s generation if he or she is aged from 8 to 17 years old as of 2007 and from 9 to 18 years old as of
2008.
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Korean firms and government. With regard to Korean manufactures of consumer
goods, they need to expand their product lines to China's rural markets. One of the
easiest means of reaching rural consumers is via online shopping platforms such as
Alibaba s Rural Taobao. As of now, the majority of Korean products sold online in
China appear to include cosmetics, clothing and accessories. However, when
considering that rural markets have exhibited growing consumption rates for
durable household equipment, more effort to engage rural markets is required,
especidly by Korean manufacturers of large household appliances, kitchen
appliances, household goods and processed food products.

In order to increase the possibility of purchasing in rura areas, Korean
companies should be fully aware of the unique purchase environment there. In
rural regions, online shopping takes place under 020 (online-to-offline)
commerce, where operators of offline service-center serve as shopping agents and
recommend commodities for visitors. Therefore, Korean companies must visualize
service centers in local areas as well as online platforms as targets for active
marketing and advertising.

In the markets of urban second- and third-tier areas, consumer preferences are
quite heterogeneous (with factors such as urban residents, migrant workers,
replacement demand, new demands, and online and offline demand levels).
Therefore, it is important to present a wide variety of product categories with
differentiated characteristics. To cope effectively with the characteristics of such a
market, Korean distributors in China need to release diverse products ranging from
high-quality goods to private brand products in cooperation with large and small
manufacturers in Korea. Furthermore, taking into account the growing demand for
cultural and entertainment products as well as the influential power of the Korean
Wave, there should be more collaboration between large distributors and Korean
entertainment companies.

The Korean government should focus on strengthening the cooperative export
system between Korean distributors in China, domestic manufacturers, and
logistics companies. At the same time, it must tighten the connection between
various fiscal programs related to exports, distribution, logistics and SMEs, which
have been handled separately by their respective governmental departments. Strong
connections between supporting policies can provide greater incentives for relevant
industries to participate in the export cooperative system. Through this
environment, purchasing data pertaining to loca demand complied by Korean
distributors in China is immediately transferred to domestic manufacturers. They
can then manufacture and promptly send goods to Chinese consumers through
efficient logistics and clearance procedures.

Furthermore, surveys and analyses of local markets in China must be conducted
a a much more micro level. Although TradeNAVI currently serves as an
information portal for China, it is not specific enough to provide relevant
information for Korean firms entering the Chinese market. The surveys need to be
performed on a micro level regarding product prices, quality, sales and purchase
routes in urban and rural prefecture-level areas. Moreover, information about
market conditions, such as the urbanization rate, distribution system, the degree of
market competition, consumption constraints and consumption-boosting policies
must be monitored consistently. For more detailed market research, surveys need to
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utilize sales data about respective distribution channels and product items, which
are usually established by private data-collecting companies in China.
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