Consumption

Chapter 10.1 — 10.5
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B Fluctuations in GDP, Consumption, and Income

B Defects in the Simple Keynesian Consumption
Function

B The Forward-Looking Theory of Consumption

B How Well Does the Forward-Looking Theory
Work?

B Real Interest Rates, Consumption, and Saving
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sDP, Consumption,

B As the overall economy grows and fluctuates, so
does consumption.

B Real GDP and personal consumption
expenditures have grown and passed through
cycles together during the period 1959 to 2002.
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B Over the long run, consumption expenditures
and GDP grow at about the same rate, but
over short-run business cycles, consumption
expenditures fluctuate less than GDP.

B The relatively smooth behavior of
consumption expenditures compared with
GDP 1s one of the most important facts of the
business cycle.
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Xpenditure
B Consumption of durables is more spread out over

time and is smoother than expenditure on them.

B For services and nondurable items, there is no
meaningful distinction between consumption and
expenditure: When we purchase a haircut, we
consume 1t at the same time.

B Because consumption of durables fluctuates less
than expenditure on durables, total consumption
has smaller fluctuations than total consumption
expenditures.
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GDP and Personal Disposable Income
B Why does consumption fluctuate less than GDP?
B Consumption depends on personal disposable

income: When fluctuations in disposable income are
small, fluctuations in consumption are small as well.

BGDP is very different from the personal disposable
income available to consumers for spending. GDP 1s
about 40 percent greater than personal disposable
income.

B The difference between GDP and personal disposable
income shrinks during recessions and expands during
booms.
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B Consumption fluctuates less than real GDP
because disposable income fluctuates less than

GDP.

B Can all consumption behavior be explained by
current personal disposable income, as the
simplest consumption function would suggest?
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The straight line from the previous figure suggests:
C = 0.94*Yd

BThis is the simple consumption function; the
marginal propensity to consume (MPC) 1s 0.94.

B On average, the U.S. public spends about 94% of its

disposable income on consumption goods and saves

6Y%o.
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Real Disp
Income and Consumption

B Consumption is sometimes less and sometimes
greater than predicted by the simple consumption
function. The errors are given by the equation:

Error = C - 0.94*%Yd

and are measured by the vertical distances
between the line and the dots in Figure 10.4.

B The simple consumption function seems to give a
surprisingly good description of consumption.
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B Although the errors in Figure 10.4 appear small, for

some purposes (such as forecasting or policy
analysis) they are actually quite large.

B A more revealing picture of the errors is found
in the next figure:

slide 9



B On average, consumption is smoothed out

compared with disposable income; consumption
fluctuates less than disposable income.

BThis phenomenon can be detected and illustrated by
using the concept of the long-run and short-run
marginal propensity to consume.
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B The long-run marginal propensity to consume
tells us how much consumption increases over the
long run when personal disposable income rises.

B The short-run marginal propensity to consume
tells us how much consumption rises over the short
run (during one year or one business cycle) when
disposable income rises.
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v’ Consumption fluctuates much less than GDP.

v'This is because disposable income fluctuates less

than GDP.

v A systematic feature of consumption behavior is
that the short-run marginal propensity to consume
1s less than the long-run marginal propensity to
consume.
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B Permanent-income theory developed in the 1950s by
Milton Friedman

B [ ife-cycle theory developed independently at about the
same time by Franco Modigliani

B'The two theories are closely related, and have
served as a foundation for most of the rational
expectations research on consumption in recent
years.
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FORWARD-LOOKING THEORY
B ndividual consumers ate forward—lookmg

decision makers.

B'The /ife-cycle theory emphasizes a family looking

ahead over its entire lifetime.

B'The permanent-income theory distinguishes between
permanent income, which a family expects to be
long lasting, and transitory income, which a
family expects to disappear shortly.
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B Consumers do not concentrate exclusively on
this year’s disposable income. They look ahead
to their likely future disposable income, which
depends on their future earnings, wealth they
have accumulated, and future taxes

B'The consumption decision is much like a plan;
this year’s consumption 1s the first year of a plan
that covers, perhaps, the next 50 years.
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B The family faces an intertemporal budget
constraint that limits its consumption over the

years.
B ]n some years, a family consumes less than its
income; the excess of income over consumption

(saving) 1s then added to the family’s financial assets
and can be used for consumption in later years.
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B Assets at the beginning of next year
= Assets at the beginning of this year
+ Income on assets this year
+ Income from work this year
- Taxes paid this year

- Consumption this year
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B R = [uterest rate on assets

BE, = [ncome from work during year ¢
BT, = Taxes during year ¢
B C, = Consumption during year t.

BThe intertemporal budget constraint can be
written as follows:

A.=A+RA+E.-T.-C. (10.3)
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B A consumption plan is feasible if it does not

involve an impractical asset position at any time
in the future.

B Many different consumption plans are feasible.
As long as the family 1s careful not to consume
too much, it has a wide choice about when to
schedule its consumption.
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The forward-looking theory of consumption
assumes that most people prefer to keep their

consumption fairly steady from year to year.

Given the choice between consuming $10,000 this
year and $10,000 next year, as against $5,000 this
year and $15,000 next year, people generally
choose the even split.
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B'The family can choose a high smooth

consumption plan or a low smooth
consumption plan.
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B We need to make an assumption about
what the parents’ preferences are for assets
at the end of their lifetimes.

B How much do they want to leave to the
next generation as inheritance?
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in Income

B How does consumption change when
disposable income changes?

B For forward-looking consumers, the answer
depends on how long the change in income
will last; 1n particular, whether the change is
viewed as Zemporary or permanent.

B The change in consumption is much larger
when the change in disposable income is
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B f the change were anticipated, then the
family would adjust its plans in advance.

B Consumption would change before the
change in disposable income occurred.
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BThe key point of the forward-looking theory of
consumption 1s that the marginal propensity to
consume from new funds depends on whether
the new funds are a one time increment or will
recur 1n future years.
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B'The simple consumption function ignores that
the short-run marginal propensity to consume
is less than the long-run marginal propensity to
consume.

B Consumption does not increase as much with
income over short-run business cycle periods as
over long-run growth periods.
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B Economic research in recent years has led to
more revealing tests of the forward-looking
theory and raised puzzling new questions

BThree strands of the new research: the use of
rational expectations to measure future
income prospects, the analysis of data on the
histories of thousands of individual families,
and case studies of particular economic
policy “experiments.”

slide 27



B'The forward-looking theory of consumption
works much better than the simple
consumption function.

B'There are, however, problems with the
forward-looking theory with rational
expectations.

B'The most important problem is that
consumption 1s more responsive to temporary
changes in income than the forward-looking
theory predicts.
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B Precautionary Savings

B Consumers face uncertain future labor income
B Consumers are impatient

B'They place more weight on what is happening
today than on what they expect to happen in
the future.
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orward-lLookir ng

B Liquidity constraints:

Consumers cannot borrow as easily as the
forward-looking model suggests.

For example, if you are currently a student, you
cannot borrow enough against the expectation
of your income after you graduate to
completely smooth your consumption.
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Forward-lLooking
)

m Precautionary savings and liquidity constrains
can both explain:

Why the marginal propensity to consume out of
temporary changes in income is higher than

predicted by the forward-looking theory.

Why the marginal propensity to consume out of
permanent changes in income does not quite
equal 1.
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B The rea/ interest rate is the relative price
between present consumption and future
consumption.

Bf the real interest rate is high, people face an
incentive to defer spending.

B \While theory predicts that high real interest
rates increase saving and decrease
consumption, there is not strong empirical
confirmation.
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