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ABSTRACT

CONSUMPTION, PREFERENCES AND ASSET
RETURNS: AN ANALYSIS BASED ON THE
CHINESE CAPITAL MARKET

A fundamental concern among thefinancial e-
conomists is how the equilibrium prices of capital
assets are determined. The financial products
and financial system have become more and more
complicated with the economic development, and
this complexity has attracted close attention
from the economists. These economists have re-
alized that the former financial theories only take
arbitrage, equilibrium, contracts, etc. into con-
sideration and ignore the analyses of the econom-
ic agent, which makes it difficult for these finan-
cial theories to give a reasonable explanation of
the real financial market behaviors. Becduse of
the limitation of the former financial theories,
more and more scholars: begin to explain the
complex financial phénomena from the analyses
of the economic agents. The impact of the
residents’ intertemporal choice of consumption and
investment and their preferenices on the asset re-

turns has become anh important research subject.



The consumption-based capital asset pricing the-
ory has become the fundamental theoretical
framework for the study of consumption and as-
set returns. Although the consumption-based
capital asset pricing theory has been closely
studied in America, Europe, Japan and the other
countries and areas, this theory has been ignored
by the economic scholars of China where the
capital market is developing very fast.

This paper aims to extend the study of the
consumption equilibrium asset pricing-theory to
the Chinese capital market. Since Chinese reform.in
1978, the residents’ consumption level has increased
year by year, and the consumption effect on the eco-
nomic growth has. been more and more obvious. The
consumption fluctuation could cause the macroeco-
nomic. fluctuation, and the consumption has
become an important fundamental economic ele-
ment. Although the Chinese residents’ consump-

tion growth is relatively stable, the residents



will adjust their intertemporal choice of con-
sumption and investment. under the influence of
the external environment, emotion, preferences
and.so on, and this will result in the consump-
tion fluctuation, which will have an influence on
the findncial market. Then, could Chinese
residents’ consumption fluctuation risk be reflec-
" ted in the asset returns? What effects will Chi-
nese residents’ habit preferences have on the re-
lationship between the consumption and asset re-
turns? Under the institutional background of
partition of town and village and income:dispari-
ty, what effects will Chinese residents’ con-
sumption have on the asset returns? These are
just the aims of this paper. This paper will apply
the consumption capital asset pricing theory to
Chinese capital market, and make empirical analyses
of the effects' of Chinese residents’ consumption on
the asset returns on the basis of the Chinese capital

market . It will give help to understand the pricing



mechanism of Chinese financial assets by stud-
ying the relationship between Chinese residents’
consumption and asset returns, and this is un-
doubtedly important for the healthy development
of Chinese capital market.

This paper makes researches with the meth-
ods of theoretical analyses and. empirical analy-
ses. In order to have robust estimation results,
this paper constructs several sets of data accord-
ing 'to different consumption measure standards
and time horizons, and makes deep empirical an-
alyses of the dynamic relationship between the
Chinese residents. consumption and asset returns
by relaxing the strict suppositions step by step
with the methods of GMM test, IV regression
estimation .and algebraic. method. Firstly, we
analyze the relationship between the Chinese
residents’consumption and asset returns with the
standard CCAPM. Secondly; we include the partic-

ipation constraint in the analyses of the Chinese



residents’ consumption and asset returns. Third-
ly, we use the external habit preference model to
make empirical analyses of the Chinese residents’
consumption, habit preference and asset re-
turns. Finally, we include the participation con-
straint in' the research of the Chinese residents’
consumptiorr, habit preference and asset re-
turns,

The main innovations of this paper include
five points: ’

First, this paper discovers and defines the
concept of “Inertial Effect of Consumption”.
The .analyses of the consumption data of differ-
ent income groups of urban residents show that
the average annual consumption growth rate of
the high-income groups is higher than that of the
low-income groups: This means that the high-
income residents have stronger wishes to main-
tain the high consumption levels and improve

their consumption levels further. As long as the



effects of the past consumption on the current con-
sumption are concerned, the effects are stronger for
the high-income consumers than for the low-income
consumers. This paper names this phenomenon as
“Inertial Effect of Consumption”. The inertial effect
of consumption means that with the enlargement of
the income disparity, the consumption growth
rate will differentiate at an accelerating speed,
and the consumption level disparity will be even
larger.

Second, this. paper extends the consumption
equilibrium asset pricing research to the new
Chinese capital market. It utilizes GMM estima-
tion, algebraic method and IV estimation to
make empirical analyses of the Chinese residents’
consumption risk and asset returns with the
standard consumption-based capital asset pricing
model. Besides, it constructs several data sets
“according to different consumption calculation

standards and time frequencies. In these years,



