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“Wave Phenomena” and Formation of Excess Capacity

Lin Justin Yifu, Wu Ho-Mou and Xing Yiqing
(National School of Development, Peking University)

Abstract: In this paper we analyze the formation of excess capacity, showing that excess capacity can be led by decentralized
investment decisions under incomplete information rather than fluctuations in aggregate demand. Following Lin (2007), we
illustrate that because of the advantages of backwardness fims in a developing country are prone to share a consensus about the
next promising industry, resulting in a wave phenomenon in the fimms investments and thus excess capacity in the new industy.
Focusng on information imperection during capacity investments, especially “ uncertainty about firnr number”, we establish a two
— stage model to study the micro mechanism of wave phenomena-the seemingly unreasonable result is rather based on individual
rational decision under incomplete information about aggregate investment and other fiims  behavior. Furthemore, this paper
discusses the influences on endogenous vanables from changes in realized fim number, the industty’ s potentials, capacily
establishment cost ete. Finally, besides getting a better understanding of “wave phenomena”, we discuss the implications of our
results for better industrial and macmweconomic policies.

Key Wards: Wave Phenomena; Excess Capacity; Uncertain Nunber of Fimms;  Investment Behavior

JEL Classification: D43 D82 113, LI16

(REHE: B RN A T)

19



