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ABSTRACT

The Great Depression, being the capitalist system’s greatest crisis
of the twentieth century and featuring the catastrophic collapse of out-
put and employment caused by a series of policy errors, gave birth to
the Keynesian stabilization economic policy. An extensive literature has
contributed to the causes of economic fluctuations (or business cycles).
However, Lucas put forward a rigorous model to analyze the welfare
effects of economic fluctuations and argued that welfare losses of the
post-war United States were negligible.

This dissertation tries to consummate the method based on survey-
ing the literatures, and revise the welfare effects in China. It consists
two parts. Part one analysis the welfare effects of volatility under three
kinds of economy. The empirical analysis of problems of economic fluc-
tuation is included in part two.

After reviewing the literature of the welfare effects of economic
fluctuations in chapter 2, chapter 3 studies the welfare effects in the
first kind of economy being an ideal market economy where competi-
tion is perfect and prices are flexible. The welfare state of an agent
depends on the real variables, such as consumption, employments,
rather than the nominal variables. Money is neutral. There are risky
effects, employment effects and accumulation of capital on welfare.

First, shocks cause consumption to fluctuate. When the agent is risk
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aversion, the consumption fluctuations are harmful to the welfare state.
Secondly, shocks affect the employment and consumption. Thirdly,
shocks affect the accumulation of capital and consumption.

Chapter 4 studies the welfare effect under the second kind being
an economy with monopoly and nominal stickiness. Money is not neu-
tral. Price volatility has effect on the welfare state. The numerical simu-
lation, however, shows that this effect is trivial. At the same time,
monopoly results in the efficiency gap of allocation of scare resources.
With the nominal stickiness, shocks cause the efficiency gap to fluctu-
ate. These fluctuations deteriorate the welfare state.

The welfare effect under the third economy where preferences
have evolved by natural selection is explored in chapter 5. As a result,
uncertain changes the time preference of an agent in this economy. As
Rogers (1994) showed that, the time preference rates with and with-
out uncertain are 0. 968 and 0. 976 respectively. This change implies
that economic fluctuations result in a decrease of the level of consump-
tion in an exogenous growth model and a decrease of the growth of con-
sumption in an endogenous growth model.

This classification is due to theoretical convenience. In developed
countries, such as the United States, economy is close the second
kind. In developing countries, such as China, economy is close the
third kind. It is very important to realize this point when the institutions
are set up.

In part two, the papers which study the causes and mechanics of
economic fluctuation in China are surveyed in chapter 6, chapter 7
explores the relationship between volatility and growth, and detailed
analysis of welfare effect is revised in chapter 8.

Over the past fifty-plus years, two salient characteristics of china’s
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economy appear, which are the huge differences of the economic per-
formance during the pre-forms and the post-reforms, and the gap of
the living stands between the rural and the urban residents. It is neces-
sary to consider these differences.

During the pre-reform era, both the rural and the urban residents
experienced slow growth and volatile consumption. The average annual
growth rate of consumption of the total, the rural, and the urban resi-
dents are 2.14% , 2.08% , and 2.99% respectively, while the
standard deviations of their consumption based on the HP filter are
3.64% , 5.96% , and 4.25% . In the post-reform period, both the
rural and the urban residents witnessed rapid growth and smooth con-
sumption. The average annual growth rate of their consumption are
6.15% , 5.78% , and 5.97% respectively, while the standard devi-
ations are 4.05% , 5.37% , and 3.55% respectively. It is obviously
that the consumption fluctuations of the rural and urban residents
become less volatile after the reform.

In case of the welfare effects of the consumption fluctuations, the
following conclusions are reached.

(1) The total residents saw a distinct difference of welfare effects
of consumption fluctuations. The compensation coefficients of risk effect
before and after 1978 are 0.27% and 0. 39% , while the compensation
coefficients of capital accumulation effect are 11.21% and 6.61%
respectively.

(2) The rural residents witnessed a trivial difference of welfare
effects of consumption volatility. The compensation coefficients of risk
effect before and after 1978 are 0.71% and 0. 58% , while the com-
pensation coefficients of capital accumulation effect are 11.27% and

10. 89% respectively.
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(3) The urban residents experienced a remarkable difference of
welfare effects of consumption swing. The compensation coefficients of
risk effect before and after 1978 are 0.36% and 0.25% , while the
compensation coefficients of capital accumulation effect are 12.22%
and 5. 34% respectively.

(4) Both of the amplitude of welfare effects on the rural and the
urban residents experienced a decrease from 1952 ~ 1977 to 1978 ~
2004. This implied that the market-orientated reform has achieved
success.

(5) The welfare effects of capital accumulation are str.onger than
the risk effects during both of the pre and post reform.

It suggests that the government should take an active role in stabi-

lization of economy.

KEYWORDS: economic fluctuations, welfare effects, consum-
ptions of the rural-urban residents in Mainland China, fluctuation and

growth
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