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Loss Aversion and the Welfare Cost of
Economic Fluctuations

GENG ZHANG

(Shanghai International Studies University)

Harou Hu
(Shanghai Jiaotong University)

Abstract Prior research on the welfare cost of economic fluctuations is based on a con-
sumption-based utility function. We propose a revised model in which people are loss averse
over fluctuations of their income. Our calculation shows that fluctuations of income play an
uppermost role in the total welfare cost. The A value of welfare loss reaches 1.4%—13.4%,
1—2 orders higher than the estimates obtained before. We use Chinese statistics to show that
the welfare effect of eliminating economic fluctuations equivalent to that of increasing the
long-term growth rate of consumption by 0. 25 percentage points, implying that further sta-
bility policy can effectively improve the level of social welfare.
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