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Prospect Theory, Liquidity Constraints, and Asymmetric

Consumption: The Case of Chinese Urban Households

Abstract Based on the “prospect theory” advocated by behavioral economics,
this paper researches the consumption behavior of Chinese urban households. If take
the expectation of income change as the benchmark, the real income change can split
into two phases which are “better than expectation” and “worse than expectation”.
With the loss aversion of “prospect theory”, the consumption will be asymmetric in
different phase. I set up a model to test this hypothesis by applying GMM. Results
support the “prospect theory” and reject myopia and liquidity constrains. At last, I test
the time varying factor, and find out the policy transformation has effects on
consumption in a certain extent.
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