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Final Demand Structure Structural Transformation

and Productivity Growth
YAN Se* GUO Kaiming” and HANG Jing"

(‘a: Guanghua School of Management Peking University;

b: Lingnan ( University) College Sun Yat-sen University)
Summary: As a country grows richer the final demand structure and the industrial structure show a salient common trend.
The existing literature has overlooked the role of final demand structure in structural transformation. In this paper we focus
on the mechanism of the sectoral composition of final demand which is measured by the sectoral share of value added as
inputs to consumption investment and net exports.

We show first that a country’s consumption rate declines with the level of development while the investment rate rises
until a certain point then slightly decreases. We then calculate the sectoral composition of final demand using global input-
output tables based on data from the World Input-Output Database. We find that the share of manufacturing in
consumption in most countries shows an inverted-U shaped trend in relation to the level of development and the share in
investment shows a sectoral decline. Moreover the share of manufacturing in investment is much larger than in
consumption. We pay particular attention to the Chinese economy during the reform era and find a similar trend. These
facts imply that the evolution of final demand structure alone can affect structural transformation and in turn productivity
growth.

To quantitatively investigate the mechanism of final demand structure we build a standard multi-sector growth model
with an investment production function that employs sectoral outputs as intermediate inputs. The model not only features the
traditional Baumol effect and Engel effect but also incorporates the mechanism in which final demand structure affects
structural transformation and productivity growth. Moreover it allows us to decompose the Baumol effect and Engel effect
into the mechanism of consumption and investment.

We apply the model to Chinas economy. We calculate the sectoral composition of consumption and investment in
China using the KLEMS data. We estimate the parameters of the utility function and the investment production function
using iterated feasible generalized nonlinear least square estimation. We find that the income elasticity of demand for
consumer goods and the output elasticity of demand for investment goods are diverse for different sectoral outputs which in
turn determines the trend of the sectoral composition of consumption and investment as the total output grows larger.

The model succeeds in generating the process of structural transformation in China. We perform counterHactual
experiments accordingly and find that the mechanism of final demand structure is indeed significant. The magnitude of the
effects on structural transformation and productivity growth is larger than that of the Baumol effect though smaller than that
of the Engel effect. The Baumol effect slightly decreases the effects of final demand structure while the Engel effect
increases its effects on the employment share of manufacturing and services. Though the Engel effect in investment is
smaller than in consumption it is still significant. We also find that the decline of the investment rate causes a fall in
manufacturing employment share which hinders productivity growth. However because the Engel effect in investment
shrinks with economic growth the effect of this channel will decrease.

We further extend the model to a dynamic model by incorporating savings decisions so the investment rate becomes
endogenous. To evaluate the role of final demand structure we perform a counter-factual simulation by changing the value
of the inter4emporal elasticity of substitution because it directly affects the investment rate. We find that the effects of final
demand structure on structural transformation remain significant. Thus the main result of the static model is robust.

Previous studies mainly explain structural transformation by focusing on changes in the sectoral composition of
consumption. This paper adds a new mechanism to the literature by proposing the relationship between final demand
structure from the demand side and industrial structure from the supply side. The policy implication is that Chinas
government should pay particular attention to this relationship even when it mainly focuses on supply-side structural
reform.

Keywords: Structural Transformation; Final Demand Structure; Productivity
JEL Classification: 011 014 041
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