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1.1

LEARNING OBJECTIVES

1.9

After going through this unit, you will be able to:
 l put forward the meaning of Keynesian Consumption function
 l discuss the Fundamental Psychological Law of Consumption
 l define the meaning of Average Propensity to Consume (APC) and
 Marginal Propensity to Consume
 l discuss how to calculate APC and MPC
 l explain the factors that affect the consumption function.
1.2

INTRODUCTION

This unit is concerned with familiarizing the student with some basic concepts about
Keynesian consumption function, Fundamental psychological law of consumption,
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average propensity to consume and marginal propensity to consume and factors
affecting consumption function etc.
The Keynesian consumption function specifies the relationship between the income and
consumption of an economy. It states that consumption expenditure is a function of the
absolute current income. The consumption function explains the inter-relationship
between consumption expenditure and level of income of consumers.
The Fundamental psychological law of consumption is an explanation of the
psychological tendencies of the people with respect to consumption spending when
there is change in income. It states that there is a tendency on the part of the people to
spend on consumption but less than the full increment of income.
The average propensity to consume is defined as the ratio of the consumption
expenditure to any particular level of income. The marginal propensity to consume is
nothing but the ratio of the change in the consumption with respect to change in income
There are different factors which affect consumption spending such as change in the
wage level, windfall gains and losses, changes in fiscal policy of the government,
changes in consumer attitudes and expectations, the distribution of income, stock of
consumer durables, relative prices of goods, change in the rate of interest, and financial
policies of the government and corporations etc.
Detailed discussion of these topics is presented in the sections below.
1.3

CONSUMPTION

The World Bank defines consumption expenditure as the sum total of household final
consumption expenditure and final government consumption expenditure. Household
final consumption expenditure (formerly private consumption) is the market value of
all goods and services, including durable products (such as cars, washing machines, and
home computers), purchased by households. Final government consumption
expenditure includes all government current expenditures for purchases of goods and
services (including compensation of employees). It also includes most expenditure on
national defence and security, but excludes government military expenditures that are
part of government capital formation.
Consumption is a very important macroeconomic variable as it is determined by the
level of national income and again the level of national income is also, besides other
variables, depends upon the level of consumption expenditure. The variable holds a
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significant position in terms of its percentage to gross domestic product (GDP). In the
year 2014 final consumption expenditure as a percentage of GDP in India stood at 71
per cent. It is a common intuition that unless people are ready to consume a product, it
would not be produced in the economy. So the entire production sector’s demand comes
from the consumption expenditure. Now when level of consumption expenditure is low;
production would be low; investment would be low; employment would be low and so
on. Therefore, it is said that level of economic activity is largely determined by the
overall consumption expenditure. The very significance of this variable (that is
consumption) needs us to have a very good understanding of the variable itself. And to
understand this we need to know the factors affecting consumption expenditure and the
relationship of the variable with these factors. For the above objective, a thorough
discussion of the theories of consumption is needed which is done in the following
section.
1.4

THEORIES OF CONSUMPTION

In the era of classical economics, consumption expenditure was a function of rate of
interest such that as the rate of interest increased consumption expenditure decreased
and vice-versa. This argument was criticised by J.M. Keynes in his magnum opus
‘General Theory of Employment, Interest and Money (1936)’ and he argued that it is
the real income that determines consumption expenditure. Since then there is a general
agreement among economists that consumption expenditure is a function of income.
But there are different concepts of income such as absolute income, relative income,
current income, future expected income, shortrun income, long-run or permanent
income, income over the entire life cycle and so on. There are also factors other than
income- such as wealth, tax policy of the government, interest rate particularly on
consumer credits, inflation, consumer’s expectation on inflation and income
distribution- on which consumption expenditures depend. These different concepts of
income and factors other than income have been stated by different economists as the
determinants of consumption expenditure which has given us following four major
theories of consumption.
A. Absolute Income Hypothesis
B. Relative Income Hypothesis
C. Permanent Income hypothesis
D. Life-Cycle Hypothesis
1.5

INCOME-CONSUMPTION RELATIONSHIP

As discussed in the previous section, consumption function specifies the relationship
between consumption expenditure and level of income. There are different economists
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around the world who explain this inter-relationship between these two variables. The
classical economist Adam Smith also mentioned about consumption function. Another
economist, Ernst Engle, on the basis of family budget studies in 1857, formulated the
law of consumption which specified the changes in the consumption behavior of the
people in response to the changes in their incomes. Prof Malthus and Wicksell also
mentioned about consumption function in business cycle literature. The classical
economist Alfred Marshall also explicitly recognized the existence of a relationship
between savings and aggregate income of the consumer. Marshall analyzed the
relationship essentially from the viewpoint of long-run growth rather than short-run
cyclical variations. But, it was Keynes who actually demonstrates the theoretical
significance of the consumption and income relationship in a more systematic manner.
According to Keynes, consumption expenditure is the function of the absolute current
income. We express this relationship in a functional form as given below:
C = f(Y)
Where, C is the consumption expenditure, and Y is the income of the consumer.
1.6

FUNDAMENTAL PSYCHOLOGICAL LAW OF CONSUMPTION

From the above discussion, we have learned about meaning and functional form of the
consumption function. In this section of the chapter, a discussion is carried out regarding
fundamental psychological law of consumption. Keynes propounded the fundamental
psychological law of consumption which states that there is a tendency on the part of
the people to spend on consumption less than the full increment of income. It tries to
explain the psychological tendencies of the people with respect to consumption
spending. Given the level of income and propensity to consume, this law explains how
the people allocate their incomes between consumption and saving.
In the words of Keynes:
“The Fundamental psychological law upon which we are entitled to depend with great
confidence both a prior from our knowledge of human nature and from the detailed facts
of experience, is that men are disposed as a rule and on the average to increase their
consumption as their income increases but not as much as the increase in their income.”
Let us discuss three proposition of Keynes psychological law of consumption.
The first proposition of Keynes psychological law of consumption states that when the
aggregate income increases, consumption expenditure also increases but by a somewhat
smaller amount. This proposition means
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c ∂ <∂ y
and c ∂ > 0.
Here, c∂ = Change in consumption expenditure.
d∂ = Change in Income of the consumer.
In other words, Marginal propensity to consume is positive but less than unity in normal
circumstances
The second proposition of Keynes’s law states that an increment in income will be
divided in certain proportion between consumption spending and saving. The second
proposition is nothing but the corollary of the first proposition. This proposition can be
explained in terms of a equation as shown below.
dc/dy = dc+ds
where, s∂ = Change in Savings of the consumers
The third proposition states that an increment in income is unlikely to lead either to less
saving or less spending than before. In other words, this proposition emphasizes the
short run stability of the consumption function.
Thus, we can say that the Keynesian consumption function, which is based on the above
psychological law of consumption, exhibits the relationship between consumption and
current disposable income. It can be expressed in the form of an equation as :
C = Ca + bYd, 0 <b<1.
Where,
c = consumption,
Ca= autonomous consumption,
b= Marginal Propensity to consume,
Yd = disposable income.
The equation clearly indicates that the consumption function is non proportional and
linear. Non-proportional because of its autonomous component and linear because it
gives rise to a straight line, due to constant MPC (b). The diagrammatic representation
of this consumption function is given by Figure 1.1.
Figure 1.1: Keynesian Consumption Curve
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These three propositions of the law can also be explained with the help of the
hypothetical example as provided in table 1.1.
Table 1.1: Consumption and Income Schedule of the Consumers
(In Rs. Crore)

As shown in table 1.1, consumption expenditure is an increasing function of income. It
can be seen from the table that when income of the consumers is zero, people spend out
of their savings or taking credit from different sources. As income increases,
consumption expenditure also increases, but at a decreasing rate. It can be seen from
table 1.1 that as income increases by 60 crore, the consumption expenditure is also
increases by 50 crore. The remaining Rs. 10 crore goes to savings.
CHECK YOUR PROGRESS
Q 1: State whether the following statements are true (T) or false (F).
(a) Keynes propounded the Fundamental Psychological law of Consumption. (T/F)
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(b) Consumption function is the ratio of consumption expenditure to income of the
consumer. (T/F)
Q 2: What do you mean by consumption function? (Answer in about 30 words)
..........................................................................................................................................
.........................................................................................................................................
...........................................................................................................................................
...........................................................................................................................................
...........................................................................................................................................
1.7

AVERAGE AND MARGINAL PROPENSITY TO CONSUME

From the above discussion, we have learned about Keynesian psychological law of
consumption and its properties. In this section, a discussion is carried out on the
technical attributes of the consumption function.
The consumption function has two technical attributes or properties. The Average
Propensity to consume: The average propensity to consume is defined as the ratio of
consumption expenditure to total income of the consumer. It is calculated as a
consumption expenditure as a percentage of total income of the consumer. Average
propesity to consume (APC) is always expressed as the percentage or proportion of
income consumed. Symbolically, it can be expressed as:
Average Propensity to Consume (APC) = C/ Y —— —(1)
Where, C = Consumption Expenditure,
Y = Income of the consumer.
In general, the APC declines as income of the consumer increases. This is because the
proportion of income spent on consumption expenditure decreases with increase in
income. We can also express the average propensity to consume with the help of a
Figure 1.2.
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Figure 1.2: Average Propensity to Consume

Now, from figure 1.2, we can compute the average propensity to consume at any point
on the CC curve. For example, the average propensity to consume at point S is given by
SY/ OY
The Marginal Propensity to Consume: Along with average propensity to consume, a
discussion is made regarding marginal propensity to consume. The marginal propensity
to consume is defined as the ratio of the change in consumption to the change in income.
We can also express marginal propensity to consume as the change in the average
propensity to consume as income changes. In other words, marginal propensity to
consume is the rate of change in consumption spending.

Symbolically, Marginal propensity to consume is expressed as:
Marginal Propensity to Consume (MPC) = ∆C .......(2)
∆Y
Where, ∆C represent change in consumption and ∆Y represents the change in income.
Like average propensity to consume, marginal propensity to consume can be shown
with the help Figure 1.3.
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Figure 1: 3 Marginal Propensity to Consume

From figure 1.3, we can compute the marginal propensity to consume. As defined
above, the marginal propensity to consume is the ratio of the change in consumption
with respect to change in income. The change in income is depicted by Y1Y2.
Similarly, the change in consumption is shown by C1C2. Now, we can calculate the
marginal propensity to consume by dividing change in consumption (C1C2) by change
in income (Y1Y2). Thus, marginal propensity to consume is

1.7.1 Significance of APC and MPC
In the above sub-section, we have discussed the meaning of Average and Marginal
propensity to consume. We have also analyzed the method of calculation of APC and
MPC. In this sub section of the chapter, a discussion is carried out regarding significance
of APC and MPC.
As discussed above, MPC is the rate of change in the APC. Generally, when income
increases, the MPC falls but not more than the APC. On the contrary, when income
falls, the MPC rises and APC also rises but also at a slower rate. John Maynard Keynes
has emphasized on MPC in his psychological law of Consumption. This is due to that
fact that Keynes gave importance on short run analysis in his ‘General Theory of
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Employment, Interest and Money’. In the short run analysis, MPC have more
significance than APC. The
Keynesian hypothesis that MPC lies between 0 and 1 (0<∆C/ ∆Y<1) has great analytical
significance. It helps us to explain the theoretical possibility of general over-production
or under-employment equilibrium. Again, the significance of MPC lies in the fact that
it helps to explain the multiplier theory. The higher the value of MPC, the higher the
multiplier and vice-versa. MPC also helps to explain the consumption behaviour of
different sections of people. The MPC is generally found to be low in case of the richer
section of the population and high in case of the poorer section of the population.
But the post-Keynesian economists are of the view that over the long run, APC and
MPC are equal and approximate to 0.9.
1.7.2 Relation between APC and MPC
In the above sub-section of the chapter, we have discussed the significance of the
technical attributes of the consumption function i.e.; APC and MPC. In this section of
the chapter, a discussion is carried out about the relation between APC and MPC. As
explained in earlier section, APC is the ratio of the consumption expenditure to any
particular level of income. MPC is the ratio between the changes in consumption with
respect to change in income.
Now, Let us explain the relationship between two technical attributes of consumption
function i.e., the relation between APC and MPC. This can be explained with the help
of a hypothetical example as shown in table 1.2. In this example, we have considered a
stable consumption function where income increases by 60 crore and correspondingly
consumption expenditure also increases by 50 crore.
Table 1.2: Relation between APC and MPC (Rs in crore)
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Table 1.2 shows how APC and MPC are calculated and relation between APC and MPC.
As shown above, column 2 and column 3 of the table shows change in income and
change in consumption of the consumers. The APC of the table as shown in column 3
is the ratio of total consumption to total income. It can be clearly seen in table 2 that as
income increases, the APC of the consumer gradually decreases. It decreases from 1 to
0.95 as income increases from Rs 150 crore to Rs.210 crore. Similarly, APC decreases
from 0.95 to 0.93 as income increases from Rs.210 crore to Rs.270 crore. The Average
propensity to Save (APS) as shown in column 4 is calculated from the relation as shown
below:
APC + APS = 1
APS = 1 - APC
The MPC as shown in column 5 of the table is calculated as the ratio of the change in
consumption to change in income. The MPS as shown in column 6 of the table is
calculated based on the relation:
MPC + MPS =1
MPS = 1 – MPC
1.8

FACTORS AFFECTING CONSUMPTION SPENDING

From the above discussion, we have learned about psychological law of consumption
and technical attributes of consumption function. In this section of the chapter, an
attempt has been made to analyze the factors which affect the consumption spending.
We can broadly classify factors affecting consumption expenditure into two categories
such as subjective factors and objective factors. At first, we will discuss about the
subjective factors affecting the consumption spending of the consumers.
1.8.1 Subjective Factors affecting Consumption Spending
The subjective factors of the consumption function determine the slope and position of
the consumption expenditure. These subjective factors are psychological characteristics
of human beings, different social practices and behavior of the business concern. There
are different individual motives of the consumers which refrains them from spending
their income such as the desire to save for unforeseen contingencies, the urge to provide
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for anticipated future needs such as old age, sickness etc, the speculative behavior of
the consumer, the desire to enjoy the sense of independence etc.
There are also different business motives which affect the consumption spending of the
consumer. Keynes lists four motives such as:
1. Enterprise: This implies the desire to do big things and to expand.
2. Liquidity: This motive implies the desire to meet emergencies and difficulties
successfully.
3. Increase in Income: This business motive implies the desire of the consumers
to secure large income for successful management of their business.
4. Financial Prudence: This implies the desire to provide adequate financial
resources against depreciation and obsolescence.
1.8.2 Objective Factors affecting Consumption Spending
The objective factors which resulted marked shift in the consumption function are as
follows:
1. Windfall Gains and Losses: The consumption function shifts upward and
downward due to unexpected windfall gains and losses. For example,
unexpected changes in the stock market leading to gains or losses tend to shift
the consumption function.
2. Changes in the Fiscal Policy: Changes in the fiscal policy in the form of
collection of revenue through tax and non-tax measures and public expenditure
affect the consumption spending. High rate of commodity taxation adversely
affect the consumption function by reducing the disposable income of the
people. On the other hand, the policy of progressive taxation along with that of
public expenditure on welfare programme helps to shift the consumption
function upward by altering the distribution of income.
3. Change in Wages and Salaries: The change in wages and salaries may shift
the consumption function upward and downward. If the workers have the
tendency to spend more out of the increased income, it tends to shift the
consumption curve upward. But if the increase in income is accompanied by a
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more than proportionate increase in the price level, then it may lead to shift in
consumption curve downward.
4. Change in the Rate of Interest: Rate of interest is another is another important
factor which affects the consumption spending of consumers. Significant
changes in the market rate of interest may influence the consumption function
indirectly. The rise in the rate of interest will lead to fall in the price of bonds,
thereby tending to discourage the propensity to save of the consumers. Rate of
interest may also have the effect of substituting one type of asset for another.
5. Financial Policies of the Corporations: The financial policies of the different
corporation and companies with regard to income retention, dividend payments,
and reinvestments tend to affect the consumption function of the consumer. For
example, if the corporation keeps more money in the form of reserves, dividends
payments to the shareholders will be less, this will have the effect of reducing
the income of the shareholders and the consumption function will shift
downward
6. Behaviour of the people towards Savings: The peoples’ attitudes towards
savings also affect consumption spending. If the consumers value future
consumption more than present consumption, they will tend to save more and
vice-versa. This tendency is further contributed by the life insurance scheme,
provident fund and other social insurance scheme etc. In general, in an economy
where MPS is high, the consumption function is comparatively low.
7. Pattern of Distribution of Income: The pattern of distribution of income is an
important variable affecting the consumption function. If the community has
large income inequalities, the consumption function is low because rich people
have low propensity to save and the poor with a very low income are unable to
spend more on consumption. If the Government through different progressive
measures reduces the inequalities of income and wealth of the people, the
consumption function will shift upward.
8. Duesenberry Hypothesis: James Duesenberry also explains the consumption
behavior of the people. Duesenberry has propounded the relative income
hypothesis. In this hypothesis, he mentioned about the impact of demonstration
effect on the consumption function. The demonstration effect explains the
tendency of the people to emulate the consumption pattern of one’s rich
neighbours. In such cases, consumption preferences are inter-dependent.
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1.9

THE ABSOLUTE INCOME HYPOTHESIS

This theory of consumption is otherwise known as Keynesian theory of consumption
and it follows from the Keynesian consumption function. As we know consumption
function is nothing but a functional relationship between consumption expenditure and
its determinants. Keynesian consumption function states that consumption expenditure
is a positive function of income that is when income rises consumption expenditure rises
and vice versa. This relationship between consumption and income primarily follows
from Keynes’ ‘fundamental psychological law of consumption’ which states that “men
are disposed, as a rule and on average, to increase their consumption as their income
increases, but not as much as the increase in their income’. In simple words it means
when income of a person goes up (from let’s say Y to ΔY), consumption of that person
increases (from C to ΔC) but not to the proportion to the increase in income (that is ΔC/
ΔY > 0). For example, if income increases by 40 per cent, consumption would increase
not by 40 or more than 40 per cent but by less than 40 per cent and exact extent to which
consumption would increase depend upon marginal propensity to consume (MPC).
1.9.1 Marginal Propensity to Consume (MPC)
The relationship between marginal income and marginal consumption is known as
MPC. Symbolically it can be expressed as ΔC/ Δ where ΔC is marginal consumption or
exact increase in consumption from the previous level of consumption and ΔY is
marginal income or exact increase in income from the previous level of income. Keynes
said MPC decreases with the increase in income or when income increases people
consume a decreasing portion of marginal income.
1.9.2 Average Propensity to Consume (APC)
The relationship between income and consumption is known as APC. Symbolically it
is written as C/Y where C is consumption and Y is income. In simple words, it states
the proportion on income spent on consumption.
1.9.3 Keynes’ Consumption Theory
This theory states that current consumption expenditure is a function of current and
absolute level of income. Hence C = f (Y); where C is current consumption, Y is current
income, and f represents function. Since Keynes believed in the short-run (remember
he is one who said in the short-run, we are all dead), this theory is also known as a shortrun theory of consumption. The main properties of the theory are as follows.
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1.10

THE RELATIVE INCOME HYPOTHESIS

One biggest limitation of Keynes’ theory was that it did withstand empirical scrutiny.
After the Second World War, many economists attempted to design consumption theory
on the basis of empirical data. But none succeeded like Duesenberry who gave the
relative income hypothesis based on the income consumption data of 1940s in which he
links consumption level of a household with the income and expenditure level of
households with more or less same income bracket. In this theory Duesenberry used a
term ‘demonstration effect’ which states that with regard to consumption a household
imitate and compete with the consumption behaviour of households with comparable
incomes. If a household with a lower income lives in a colony of households with higher
incomes whose consumption expenditure is high then that household would spend a
higher portion of its income on consumption by imitating its neighbours. This type of
consumer behaviour is also known as ‘keeping up with the joneses’. According to
relative income theory consumption expenditure of a household depends on the level of
its income in relation to the households with which it identifies itself. By stating that
consumption is a function of relative income it rejects the Keynes idea of consumption
depending upon absolute income. Consider a household (call it A) living in a group of
households (call it group A) with more or less same income level. Then relative income
hypothesis states the following:
First, as income of all the households in group A increases by some rate then
consumption level of that group including individual household A increases at the same
rate and vice versa. That means ΔC/ ΔY remains the same for all the households if their
income changes by the same amount.
Second, if the relative income of A remains same but its absolute income rises then
absolute consumption and savings of A rise, but A’s ΔC/ ΔY remains the same as before
the rise in its absolute income.
Third, income of household A remaining constant, if income of other households in the
group A increases, then ΔC/ ΔY of household A with constant income increases.
Fourth, ΔC/ ΔY of household A decreases as it moves to a newer higher income group
from an earlier lower income group.
Now you know that both absolute and relative income hypothesis states that
consumption increases with an increase in absolute income and relative income
respectively. Absolute income hypothesis maintained that in case of decrease in income
15

consumption decreases proportionately. But relative income hypothesis states that
consumption does not decrease in proportion to decrease in income. To be precise,
Duesenberry said decrease in consumption is always less than the decrease in income.
This is otherwise known as Ratchet Effect which means when absolute income
increases, absolute consumption increases, but when absolute consumption decreases,
the households do not cut their consumption (due to their resistance nature to fall in
consumption after a decrease in income) in proportion to decrease in their income.

1.11

CHECK YOUR PROGRESS

Q 3: State whether the following statements are true (T) or false (F).
(a) The average propensity to save and average propensity to consumption can be
explained by the relation APC + APS = 1. (T/F)
(b) The distribution of income is an important factors affecting consumption
spending of the consumer(T/F)
Q 4: Mention any one difference between APC and MPC. (Answer in about 30 words).
...........................................................................................................................................
...........................................................................................................................................
...........................................................................................................................................
.
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LET US SUM UP

Consumption function exhibits the relationship between consumption and income of the
consumer.
The Keynes psychological law of consumption states that when income increases,
consumption expenditure also increases, but by a smaller amount. The increased income
will be divided in some proportion between consumption expenditure and savings.
There are two technical attributes of consumption function known as average propensity
to consume and marginal propensity to consume.
The average propensity to consume is defined as the ratio between the consumption
expenditure to any particular level of income.
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The marginal propensity to consume is the ratio of the change in consumption
expenditure to change in income.
There are different factors which affect the consumption spending of the consumer.
These factors can be broadly classified into two categories such as subjective and
objective factors.
1.13

ANSWERS TO CHECK YOUR PROGRESS

Ans to Q No 1: (a) True (b) True
Ans to Q No 2: APC is the ratio of the consumption expenditure to a particular level of
income. MPC is nothing but the change in consumption spending to change in income.
Ans to Q No 3: (a) True (b) True
Ans to Q No 4: One of the differences between APC and MPC is that the
APC is the ratio between the consumption expenditure to any particular level of income
whereas MPC is change in APC as income changes.
1.14
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MODEL QUESTIONS

A. Short Questions (Answer each question in about 150 words)
Q 1:
Q 2:

Briefly disucs the concept of Marginal propensity to consume.
What is a Consumption Function? Explain briefly.

B. Long Questions (Answer each question in about 300-500 words)
Q 1:
Q 2:

Discuss the factors which lead to change in Consumption Spending of a
consumer?
Explain the Fundamental Psychological law of Consumption.
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Q 3:
Q4:

What are the technical attributes of the consumption function? Explain it with
the help of a suitable diagram.
Explain the relation between APC and MPC with the help of a hypothetical
example.
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UNIT-2

MILTON
FRIEDMAN’S
INCOME HYPOTHESIS

PERMANENT

STRUCTURE
2.1. Learning Objective
2.2. Introduction
2.3. Permanent income hypothesis (PI)
2.4. Permanent income and transitory income
2.5. Permanent income, long run and short run consumption functions
2.6. Shortcomings of the theory
2.7. Implications of PIH
2.8. Summary

2.1

LEARNING OBJECTIVES

After studying this unit, you shall be able to
 Know the concept of permanent income hypothesis
 Understand the difference between permanent and transitory income
 Identify the shortcomings of the theory
 Evaluate the short run and long run consumption function
2.2

INTRODUCTION

Milton Friedman is the most influential economist of the last fifty years and, perhaps
with John Maynard Keynes, the most influential of the entire 20thcentury. His theories
and research continue to shape public policy debates even to today.
One of Friedman’s most influential and revolutionary theories was his challenge to the
traditional Keynesian consumption function, which includes simple after-tax income
as a variable in the consumption. Friedman countered, however, that those who
consume today take future taxes, price increases, salary increases, and other factors
into account. He distinguished between permanent income and transitory income as
affecting the consumption pattern. This is summarized in his Permanent Income
Hypothesis. More specifically, this counters that people consume based off of their
overall estimation of future income as well as opposed to only the current after-tax
income Friedman and Kuznet’s had written the decomposition of income into
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permanent income and transitory in early 1940s in the paper titled “Income from
independent professional practice”, but did not publish it. Milton Friedman’s PI
hypothesis generated from the basic fact that individuals would wish to smooth
consumption and will not allow it to fluctuate with short run fluctuations in income. In
fact the model was developed to explain important empirical facts in a unified
framework. For example, it was developed to answer questions such as why is income
more volatile than consumption and why is the long run marginal propensity to
consume out of income greater than the marginal propensity to consume in short run.
Friedman hypothesized that individuals have a longer term view of the income from
which they base their consumption, perhaps a notion of lifetime wealth or a notion of
wealth over long time period. The basic hypothesis posited is that out of a permanent
income in each period, individuals consume a fraction of it and hence the average
propensity to consume would be equal to the marginal propensity to consume. There
are a large number of factors that influence the propensity, such as the interest rate and
the variables that changes the taste, or those that reflect uncertainty.
The two characters in PIH theory are: Permanent and transitory, income and
consumption. The magnitudes termed "permanent income" and "permanent
consumption" that play such a critical role in the theoretical analysis cannot be
observed directly for any individual consumer unit. Only actual receipts and
expenditures are observed during some finite period, supplemented with some
statements regarding the future expectations. The theoretical constructs of the theory
usually have magnitudes that are ex ante in nature; and the empirical data are ex post.
Yet in order to use the theoretical analysis to interpret empirical data, a
correspondence must be established between the theoretical constructs and the
observed magnitudes.
The second character is the transitory component. Some of the factors that give rise to
transitory components of income are specific to particular consumer units, for
example, illness, a bad guess about when to buy or sell, and the like; and, similarly,
chance errors of measurement. Consider a group of consumer units, for the resulting
transitory components to average out, so that if they alone account for the
discrepancies between permanent and measured income, the mean measured group
income would be equal to the mean permanent component, and the mean transitory
component would be zero. But not all factors giving rise to transitory components
need be of this kind. Some of these may be usual to the group members, for example,
in case of unusual good or bad weather, if the group of farmers are located in near
places; or demand for a product shift suddenly, if the group consists of consumer units
whose earners are employed in producing this product. If such factors are favorable for
any period, the mean transitory component is positive, if they are unfavorable, it is
negative. Similarly, a systematic bias in measurement may produce a nonzero mean
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transitory component in recorded data even though the transitory factors affecting
consumer units have a zero effect on the average.
On savings front, the permanent income hypothesis generalizes the second implication
of Fisher’s analysis of inter temporal interest rates. According to Friedman, to increase
today's consumption, the representative household borrows, when it anticipates higher
income in the future. In other words, it saves less when it expects future income to be
high. Conversely, the household uses additional savings to buffer its consumption
against expected declines in income; it saves more when it expects future income to be
low. Thus, like Fisher’s theory of interest, Friedman’s permanent income hypothesis
suggests that data on savings help forecast future income
2.3

PERMANENT INCOME HYPOTHESIS (PIH)

Milton Friedman’s PI hypothesis originates from the basic intuition that individuals
would wish to smooth consumption and not let it fluctuate with short run fluctuations
in income. He tried to explain, why income is more volatile than consumption and
why is the long run marginal propensity to consume out of income higher than the
short run one. To answer these questions he took that individuals base their
consumption on a longer term view of an income measure, perhaps a notion of lifetime
wealth that is stretched over a long horizon. The basic hypothesis laid is that out of a
permanent income, individuals consume only a fraction of it in each period and thus
the average propensity to consume would be equal to the marginal propensity to
consume. A large number of factors influence the propensity, such as the interest rate
and taste shifter variables, or could reflect uncertainty etc.
The parameters of Friedman’s model are permanent consumption (𝑐𝑝), permanent
income(𝑦𝑝), transitory consumption(𝑐𝑡), and transitory income(𝑦𝑡). Measured income
is the sum of permanent and transitory income ((𝑦𝑡 ) and measured consumption is the
sum of permanent and transitory consumption(𝑐𝑡), i.e
𝑐=𝑐𝑝+𝑐𝑡
𝑎𝑛𝑑
𝑦= 𝑦𝑝+𝑦𝑡
Permanent consumption is then determined by
𝑐𝑝=𝑘 𝑦𝑝

So permanent consumption is a function of permanent income only where k is
constant (assumed). Thus transitory component reflects genuine fluctuations or
measurement error. The main point to focus on is that the consumption level does not
depend on the components that are transitory in nature. The empirical content to this
hypothesis could be provided by adding the assumptions that the transitory
components are uncorrelated to each other and uncorrelated to the component that is
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permanent.
The proportion or fraction k of permanent income that is consumed depends upon the
following factors:
1. Rate of interest (i): at a higher rate of interest the people would tend to save
more and the consumption expenditure will decrease. The lowering of rate of
interest will have opposite effect on the consumption.
2. The proportion of non-human wealth to human wealth: the relative amounts of
income from physical assets and income from labor also affects consumption
expenditure. This is denoted by the term “w” in the permanent income
hypothesis. Friedman suggests that consumption expenditure depends a good
deal on the wealth or assets possessed by people to consume and vice versa.
3. Desire to add to one’s wealth: lastly, the household’s preference for immediate
consumption as against the desire to add to the stock of wealth or assets also
determines the proportion of permanent income to be devoted to consumption.
The desire to add to one’s wealth rather than to fulfill one’s wants of
immediate consumption is denoted by “u”.

Thus rewriting the consumption function based on Friedman’s permanent income
hypothesis we have
𝑐𝑝=𝑘(𝑖,𝑤,𝑢)𝑦𝑝
The above function implies that permanent consumption is function of permanent
income. The proportion of permanent income devoted to consumption depends on the
rate of interest, the ratio of non-human wealth of labor income and desire to add to
one’s wealth.
2.4

PERMANENT AND TRANSITORY INCOME

In addition to permanent income, the individual’s income may contain a transitory
component that Freidman calls as transitory income. A transitory income is a
temporary income that is not going to persist in future periods. For example, a clerk in
an office may get substantial income from the overtime work in a month which he
thinks cannot be maintained. Thus this large overtime income for a month will be
transitory component of income. According to Freidman, transitory income is not
likely to have much effect on the consumption. Thus income of an individual contains
of two parts, permanent income and transitory income
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Measuring permanent income:
To make the permanent income hypothesis operational it is needed to measure
permanent income. permanent income as is generally defined is the steady rate if
consumption a person would maintain for the rest of his or her life given the present
level of wealth and income now and in future. However it is very difficult to a person
to know what part of any change in income is likely to persist and is therefore
permanent and what part would not persist and is therefore transitory. Friedman has
suggested a simple way of measuring permanent income by relating it to the current
and past incomes. According to him, permanent income is equal to the last year’s
income plus a proportion of change in income occurred between last year and the
current year. Thus permanent income can be measured as under:
𝑦𝑝=𝑦𝑡−1+𝑎(𝑦𝑡−𝑦𝑡−1)………..(1)
𝑦𝑝=𝑎𝑦𝑡+(1−𝑎)𝑦𝑡−1……….…(2)
To illustrate this with an example. Suppose, the proportion of change in income in the
last year and current year equals 0.6 and last year’s income ((𝑦𝑡−1) is Rs. 80,000 and
the current year’s income (𝑦𝑡) 𝑖𝑠 𝑅𝑠.85,000, then from the above equation permanent
income can be estimated as under,
𝑦𝑝=0.6(85,000)+(1−0.6)80,000 =51,000+32,000 =83,000
It is worthwhile to note the two features of the above equations estimating permanent
income. First if,𝑦𝑡=𝑦𝑡−1, it implies that current year’s income is equal to the last
year’s income. This further means that last year income is being maintained and
therefore the individual would expect to earn the same income in the future also. In
this case then permanent income is equal to the current or last year’s income;
secondly, when income of an individual increases in the current year as compared to
the last years, the permanent income will be less than year’s income. This is because
the unsure nature of the individual about whether the increase in income will be
carried in the future as well and therefore does not immediately revise his estimate of
permanent income by the full amount of the increase in his income in the current year.
2.5

PERMANENT INCOME, LONG
CONSUMPTION FUNCTIONS

RUN

AND

SHORT

RUN

Now it worthwhile to use the explanation of relationship between permanent income
and permanent consumption to describe the precise relationship between consumption
and income both in short run and long run. Consider the following,
𝐶=𝑘𝑦𝑝=𝑘𝑎𝑦𝑡+𝑘(1−𝑎)𝑦𝑡−1
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In the above equation consumption function ka is the marginal propensity to consume
in the short run which is obviously less than long run marginal propensity to consume
which is equal to k. thus according to Friedman’s permanent income hypothesis, in
short run marginal propensity to consume differs from long run marginal propensity to
consume, the latter being greater than the former as (0<a<1). Further, k(1-a)𝑦𝑝 is the
intercept of the short run consumption function.
Friedman’s permanent income hypothesis is illustrated in Fig.1. It can be seen from
the figure that permanent consumption function is represented by long run
consumption function curve 𝐶𝐿𝑅,(𝐶𝐿𝑅=𝑘𝑦𝑝). This long run consumption function
shows the proportional relationship between consumption and income and is as
straight line passing through the origin which implies that APC is constant and is equal
to MPC.

Figure 1

In accordance with the permanent income hypothesis, short run consumption function
curves are flatter as compared to the long run consumption function curve indicating
that short run marginal propensity to consume is lower than long run marginal
propensity to consume. The reason for this is that individual is not sure whether the
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increase in income will persist over the longer period which determines the
consumption plans of an individual. Therefore, the individuals do not fully adjust their
consumption expenditure according to their higher current income, the individual will
fully adjust his consumption expenditure to the higher income level.
It is important to note in the above analysis, it is assumed that full adjustment of
current consumption expenditure to change in income takes place in two years’ time.
In this case permanent income is the average of two years incomes. However in real
world permanent income depends on expectations of income for much longer period
depending upon the vision of the individual. In case of longer vision adjustment of
consumption expenditure will take place slowly over a long period. However, if the
individual is sure that the increase in income is permanent he will adjust his
consumption quickly to higher income. It therefore, follows that whereas in the short
run average propensity to consume falls as income increases because people are not
sure whether the increase in income will persist or not. But when they actually find
that the increases in income is permanent, they fully adjust their consumption to their
higher permanent income as reflected in the long run consumption function.
2.6

SHORTCOMINGS OF THE THEORY

The PIH provides a flexible framework for the study of consumption and savings.
Much of the subsequent research has filled in those elements necessary for explaining
aspects of the data, thus defining the agenda for research on consumption and savings.
Contrary to formal versions of the model, the permanent income hypothesis as stated
by Friedman did not take a very firm view on the appropriate horizon for consumer
choice. The basic hypothesis of the theory is the requirement of a rolling horizon that
leads to some degree of smoothing of consumption. However, the flexibility of the
hypothesis comes at a price, since it is hard to define the theoretical underpinnings of
the model, and consequently it is hard to make more detailed statements about policy.
The loose definition of permanent income leaves open the question of its
measurement. However the way one measures permanent income should be part of the
model and has to do with the way individuals form expectations as well as with the
stochastic process underlying income.
With liquidity constraints as taken in the model, individuals with positive assets will
always behave as in the permanent income hypothesis, but individuals with zero
assets, may have consumption behavior such that consumption tracks predictable
changes in income, whether transitory or not, in the presence of borrowing restrictions.
Whether this will be detectable in the data depends on the proportion of individuals
who are thus constrained.
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A key restriction of the model above is the absence of any considerations of risk
aversion. Friedman was explicit about the role both of taste shifter variables, such as
demographic composition and about uncertainty, in determining the average/marginal
propensity to consume. He saw that under uncertainty, the average propensity to
consume out of Permanent Income could be lower. He also saw that the average
propensity to consume may differ depending on demographic composition of the
household. While these ideas were not formalised at the time they turn out to be key
elements in demonstrating that some generalised version of the PIH does in fact fit the
data very well and can explain observed consumption patterns.
2.7

IMPLICATIONS OF PERMANENT INCOME HYPOTHESIS

The two simple premises on which permanent income hypothesis is based on are:
1) that individuals wish that their expected marginal utility of consumption gets
equated across time and
2) that individuals are able to make changes by saving and dis-saving to a change
in income. Because consumers are making their consumption decisions based
on lifetime resources, the PIH implies that today’s consumption will respond
differently to changes in today’s income depending on whether the income
changes are expected vs. unexpected, or temporary vs. permanent. The PIH
provides a sharp contrast to Keynesian consumption rules which assume
consumers make their consumption decisions based only on current income.
There have been other attempts to explain consumption behavior by different
economists. The reason the permanent income hypothesis has endured so much is that,
beyond its simple intuitive appeal, is because it is a special case of an intertemporal
optimisation model of consumer behavior. This model has its roots in the works of
Irving Fisher (1907) and Ramsey (1928) and has since been developed in many
directions.
The permanent income hypothesis includes the notion of shocks to income, which may
reflect real but transient or even permanent fluctuations to income, the theoretical
framework allows for uncertainty.
Another implication of this theory is that the elasticity of consumption with respect to
current income should vary systematically with the degree of permanence in the
changes to households’ income. In particular, the elasticity should be higher the
greater is the fraction of the variation in household income that is due to permanent
changes
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The dynamic of the PIH model for an oil producer country implies that the
government should use oil revenue only for financial investments and then finance the
post oil consumption by interest from these financial investments. Indeed, if one can
note the implementation of low return projects in the developing countries during the
oil boom periods, it is not relevant in view of their infrastructure needs to remove
physical investments from the analysis. Excepted the fiscal sustainability, the adoption
of the PIH does not seem to substantially improve the economics performances in the
context of oil depletion, as it sacrifices the present spending for the future generation.
However, as this fiscal framework favors more capital accumulation, through a more
contained deficit; it generates a slight better medium and long run growth.
The PIH helps explain the failure of transitory Keynesian demand management
techniques to achieve its policy targets. In a simple Keynesian framework the
marginal propensity to consume (MPC) is assumed constant, and so temporary tax
cuts can have a large stimulating effect on demand. The permanent income hypothesis
framework suggests that a consumer will spread out the gains from a temporary tax cut
over a long horizon, which results in a smaller stimulus effect.
2.8

SUMMARY

The module can be summarized in the following points

There are two components of the PIH Theory- Permanent and Transitory,
income and consumption. The magnitudes termed "permanent income" and
"permanent consumption" that play such a critical role in the theoretical
analysis cannot be observed directly for any individual consumer unit. The
second character is the transitory component. Some of the factors that give rise
to transitory components of income are specific to particular consumer units,
for example, illness, a bad guess about when to buy or sell, and the like; and,
similarly, chance errors of measurement.



Milton Friedman’s PI hypothesis is generated from the basic intuition that
individuals would wish to smooth consumption and not allow it to fluctuate
with short run fluctuations in income.



In addition to permanent income, the individual’s income may contain a
transitory component that Freidman calls as transitory income. A transitory
income is a temporary income that is not going to persist in future periods.



In accordance with the permanent income hypothesis, short run consumption
function curves are flatter as compared to the long run consumption function
curve indicating that short run marginal propensity to consume is lower than
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long run marginal propensity to consume.


With liquidity constraints as taken in the model, individuals with positive
assets will always behave as in the permanent income hypothesis, but
individuals with zero assets, may have consumption behavior such that
consumption tracks predictable changes in income, whether transitory or not,
in the presence of borrowing restrictions.



The two simple premises on which permanent income hypothesis is based on
are: 1) that individuals wish that their expected marginal utility of consumption
gets equated across time and 2) that individuals are able to make changes by
saving and dis-saving to a change in income.

28

UNIT-3

MODIGLIANI’S LIFE CYCLE HYPOTHESIS

Structure
3.1
3.2
3.3
3.4
3.5
3.6
3.7
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3.1

Learning Outcomes
Introduction
Different consumption functions
Concept of Modigliani’s life cycle hypothesis
Numerical example of LCH
Criticism to the theory
Life cycle theory today
Summary

LEARNING OBJECTIVES

After studying this unit, you shall be able to:
 Know the different concepts of the consumption functions
 Learn Modigliani’s life cycle hypothesis (LCH)
 Identify how LCH works
 Evaluate empirical result of LCH
 Analyse the short comings of LCH
3.2

INTRODUCTION

During the early 1950s, a famous economist Franco Modigliani and his student
Richard Brumberg worked out a theory of spending based on the idea that people
make intelligent choices about how much they want to spend at each age, limited only
by the resources available over their lives. By building up new assets and running
down old assets, working people can make provision for their retirement, and more
generally, tailor their consumption patterns according to their needs at different ages,
which is independent of their incomes at each age. This easy theory leads us to some
of the important predictions about the economy as a whole, that national saving
depends on the rate of growth of national income, not its level, and that the level of
wealth in the economy bears a simple relation to the length of the retirement span.
These predictions, which seemed untestable during 1950s, have received empirical
support in later work by Modigliani and other researchers. While the theory of
consumption have faced major challenges through the years, most recently from a
coalition of psychologists and economists, the life-cycle hypothesis remains an
essential part of economists’ thinking. Without it, it would have been very difficult to
1
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say about many important issues, such as the private and public provision of social
security, the role stock market plays in the economy, how a demographic change
changes the pattern of national saving, the role of saving in economic growth, and the
determinants of national wealth.
Life-cycle theory, given by Modigliani, is an ultimate piece of theory, which is
supported by many years of empirical work, both by supporters and detractors. But it
is more than that. It is life-cycle theory that helps us think about a host of important
policy questions about which we would otherwise have very little to say. One of the
most widely debated issues today, in both Europe and in the US, is how societies
should collectively make provision for the increasing numbers of elderly people. How
does government provision interact with private provision? Is a state pension a
substitute for private retirement saving and to what extent? What is the effect of
retirement on the economy? Do social security systems affect the age at which people
retire, and with it, the amount of wealth in the economy? How does a stock market
boom changes the pattern of people’s spending and saving? More broadly, anyone
who thinks about economic development has to think about the role that saving plays
in growth of an economy. Is thrift the wellspring of growth, or simply its
consequence? What about demography? Will the aging of China bring down its saving
rate and bring its growth to a halt? Is that what happened in Japan? Is the wealth of the
nation simply a vehicle for retirement provision? Is it really true that they do not play
an important role in national wealth accumulation?
3.3

DIFFERENT CONSUMPTION FUNCTIONS

Consumption function plays an important role in the theory of income and
employment. There are 4 basic kinds of macro consumption functions:


Keynes’s, Absolute income hypothesis:

Here Keynes laid stress on the absolute size of the income as determinant of
consumption. According to him as income increases, consumption also increase, but
less than proportionate to rise in income. This can simply be interpreted as marginal
propensity to consume being greater than 0 but less than 1.


Duesenberry’s, Relative income hypothesis:

According to Duesenberry’s relative income hypothesis, consumption of an individual
is not the function of his absolute income but of his relative position in the distribution
in a society. That is, his consumption depends on his income relative to the income of
others individuals in the society. For example, suppose the income level of all
individuals in the society increase by the same percentage, then his relative income
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would remain same, though his absolute income has increased. According to him,
because relative income has remained same the individual will spend the same
proportion of his income on consumption as he was doing before the absolute increase
in his absolute income


Modigliani’s, Life cycle hypothesis:

According to Modigliani’s life cycle hypothesis, individual’s consumption is not the
function of his current income but his expected future income throughout his life time.
Individual wants to maintain steady or slightly increasing consumption pattern
throughout their life time, and for this they base their spending on consumption on
future expected income instead of current income.


Friedman’s, Permanent income hypothesis

According to Friedman’s permanent income hypothesis, consumption of an individual
depends on his long term expected income which is called by Friedman as permanent
income on the basis of which people make their consumption plans he argued that an
individual would prefer a smooth consumption flow per day rather than plenty of
consumption today and little consumption tomorrow.
Friedman’s PIH which differs from LCH primarily in that it models rational
consumption and saving decisions under the “simplifying” assumption that life is
indefinitely long. Accordingly, the notion of life resources is replaced by that of
“permanent income”, while the discrepancy between current and permanent income is
labeled “transitory”.
3.4

LIFE CYCLE HYPOTHESIS

An important post Keynesian theory of consumption has been put forward by
Modigliani and Ando, which is known as life cycle hypothesis theory. According to
life cycle theory, the consumption in any period is not a function of current income of
that period but of the whole lifetime expected income. Thus in life cycle hypothesis
the individual is assumed to plan the pattern of consumption expenditure based in
expected income in their entire lifetime. It is further assumed that individual maintains
a more or less constant or slightly increasing level of consumption. However, this
level of consumption is limited by his expectations of lifetime income. A typical
individual in this theory in his early years of life spends on consumption either by
borrowing from others or spending the assets bequeathed from his/her parents. It is in
his main working years of his life that he consumed less than the income he earns and
therefore makes net positive savings. He invests these savings in assets, that is,
accumulating wealth which he consumes in the future years. In his lifetime after
3
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retirement he again dis saves that is, consumes more than his income in these later
years of his life but is able to maintain or even slightly increase his consumption in life
time after retirement.
Life cycle hypothesis is depicted in the below diagram Fig 1. It is assumed that a
typical individual knows exactly at what age he will die. In the fig 1, it is taken that the
individual would die at the age of 75 years. That is 75 years is his expected lifetime. It
is further assumed that in the life cycle theory net savings in the entire lifetime is zero,
that is, the savings done by individuals in his working years of his life is equal to the
dissaving made by him in his years of life after retirement and before death. It is also
assumed for the sake of simplicity that interest paid on the assets is zero. The curve
YY’ shows income pattern of the whole life time of the individual whereas CC’ os the
curve of consumption which is assumed to be slightly increasing as the individual
grows old. It is assumed that our individual enters into the labor force at the age of 15
years and grows old. It will be noticed from Fig 1, that up to the age of 25 years of his
income, though increasing is less than his consumption over his income, he may be
borrowing from others.

Beyond the age of 25 years point A on the income and consumption curves and up to
the age of 60 years his income exceeds his consumption, that is, that is, he will be
saving during this period of his working life. With these savings he will build up assets
or wealth. He may use these savings or wealth to pay off his debt incurred by him in
4
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early stages of his working life. Another important motive of savings is to provide for
the consumption after retirement when his income drops below his level of
consumption. It will be observed from Fig 1 that beyond point B his current income
falls short of his consumption and therefore he once again dis saves. He would be
using his accumulated assets from his earlier working yeas to meet the dis savings
after retirement at the age of 65 years. It is important to note that we assume that he
does not intend to leave any assets for his children. Under these assumption, his net
savings over his life time will be zero. Therefore in Fig 1 his savings during the period
when he earns more than his consumption expenditure, that is, shaded are AHB will be
equal to eh two areas of dis savings CYA+BC’Y’. Thus he dies leaving behind no
assets or wealth. He planned his expenditure on consumption over the years in such a
way that his net savings at the time of death is zero. However, this assumption can be
relaxed of he wishes to leave some assets or wealth for his children.
Some important conclusions follow from the life cycle theory of consumption. The
fundamental idea of the life cycle hypothesis is that people make their consumption
plans for his entire lifetime and further that they make their lifetime consumption
plans on the basis of their expectations of lifetime income. Thus in the life cycle model
consumption is not a mere function of current income but of the expected lifetime
income. Besides in life cycle theory the wealth presently held by individuals also
affects their consumption.
3.5

NUMERICAL EXAMPLE OF LCH

The consumption of an individual in a period depends on the factors highlighted by
life cycle theory can be expressed in the form of an equation l to do so let us consider
an individual of a given age with an additional life expectancy of T years and intends
to retire from working after serving for N years more. Let us then suppose that in the
current period and thereafter in his whole life span the individual will consume a
constant proportion, 1/T of his income in equal installments per year
Thus, 𝐶𝑡=1𝑇(𝑌𝐿𝑇+(𝑁−1)𝑌𝐿𝑒+𝑊𝑡)
Where,
𝐶𝑡= the consumption expenditure in the current period t
𝑌𝐿𝑡= income earned from doing some labor in the current period
𝑁−1 = remaining future years of doing some labor work
𝑌𝐿𝑒= the average annual income expected to be earned over N-1 years for which
individual plans to do some work
𝑊𝑡= the presently held wealth or assets
5
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It can be observed from the above equation that life cycle hypothesis suggests that
consumption in any period does not depend only on current income but also on his
presently owned wealth or assets which are built up during prime working of one’s life
when income exceeds savings.
To estimate the behavior of consumer on the basis of life cycle hypothesis, one is
required to make some assumption how people their expectations regarding labor
income over their life time. In the study of consumption function for United States,
Ando and Modigliani made the assumption that the expected future labor income is
simply a multiple of current labor income. Thus according to this assumption,
𝑌𝐿𝑒=𝛽𝑌𝐿𝑇
Where, 𝛽 is a multiple of current labor income. This assumption implies that people
revise their expected labor of future by certain multiple of change in current labor
income. With this assumption, aggregate consumption function for the community can
be expressed as under
𝐶1=(𝑏1+𝑏2𝛽)𝑌𝐿𝑇+ 𝑏3𝑊𝑡
This function has been estimated taking time series data for USA and following
estimates have been obtained:
𝐶𝑡=0.72𝑌𝐿𝑇+0.06𝑊
According to these estimates if current labor income increases by Rs. 100 along with
assumed effect on expected future income, consumption will increase by Rs.72 per
period. Besides the increase in wealth by Rs.100 will raise the consumption
expenditure by Rs.6. It therefore follows that according to LCH the relationship
between income and consumption in non-proportional, increase in labor income by
Rs.100 crore leads to increase in consumption by Rs.72. further the intercept term of
the consumption function.
The consumption based on life cycle hypothesis is illustrated in Fig 2, where along X
axis we measure disposable income and along Y axis the consumption expenditure.
The short run consumption function is shown by the curve 𝐶𝑆𝑅 which has sloe of 0.6
which is the marginal propensity to consume out of labor income in the short run. This
short run consumption function is linear and has an intercept term indicating that
average propensity to consume declines as labor income increases and MPC<APC.
The intercept of the short run consumption function

6
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measures the effect of wealth on consumption. Since wealth increases over a period of
time due to savings in the prime working years, the short run consumption function
will be sifting upward, that is, the intercept of the short run consumption function will
be increasing as wealth grows in the long run. Overtime the shift in the short run
consumption function may trace a series of points on a long run consumption function
𝐶𝐿𝑅passing through the origin.
This basic model led to a number of implications which were at that time quite novel
and surprising - almost counter intuitive. They included the following:
1. The saving rate in a country is completely independent of the country's per
capita income.
2. The national saving rate is not simply the result of differential thrift of its
citizens, in the sense that different national saving rates are consistent with an
identical individual (life cycle) behavior.
3. In countries having identical individual behavior the aggregate saving rate will
be higher, the higher is the long run growth rate of the economy. It will be zero
for zero growth.
4. The wealth-income ratio is a decreasing function of the growth rate, thus being
largest at zero growth.
5. A country can easily accumulate a substantial stock of wealth relative to
income even if no wealth is passed on by bequests.
6. The main parameter that controls the wealth-income ratio and the saving rate
for given growth is the prevailing length of retirement
7
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Some of the major areas of applications with a brief statement of the LCH
implications:
1.

Short run stabilization policy:
i) The monetary mechanism: The fact that wealth enters importantly in the
short run consumption function means that monetary policy can affect
aggregate demand not only through the traditional channel of investment but
also through the market value of assets and consumption
ii) Transitory income taxes: Attempts at restraining (or stimulating) demand
through transitory income taxes (or rebates) can be expected to have small
effects on consumption and to lower (raise) saving because consumption
depends on life resources which are little affected by a transitory tax change

2.

Long run propositions:
i) Consumption Taxes: A progressive tax on consumption is more equitable than
one on current income because it more nearly taxes permanent income (quite
apart from its incentive effects on saving.)
ii) Short and long run effects of deficit financing: Expenditures financed by
deficit tends to be paid by future generations; those financed by taxes are paid
by the generation living today. The conclusion is based on the proposition that
private saving, being controlled by life cycle considerations, should be (nearly)
independent of the government budget stance, and therefore private wealth
should be independent of the national debt.

3.6. CRITICISM OF LCH
Some of the short comings of LHC are:


Gardner Ackley has criticized the assumption of LCH that in making
consumption plans, households have “a definite and conscious vision”.
According to him the vision on the part of the households sounds unrealistic



Also according to him it is highly inappropriate to have complete knowledge
of family’s future size, including life expectancy of each member, entire
lifetime profile of income of each member etc.
8
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3.6

LCH fails to recognize the importance of liquidity constraints in determining
the response of consumption to income. according to critics, even if a
household has a concrete vision of future income, the opportunities to borrow
from capital market for quite a long period on the basis of expected future
income is very little

LIFE CYCLE THEORY TODAY

For a theory that is so central to economic analysis, and that has been worked on by so
many people, the life-cycle hypothesis has aged well. And although the ways in which
the theory is used have changed, the hypothesis continues to provide the framework in
which economists think about intertemporal issues at both the individual and
economy-wide levels.
The LCH affects the understanding of the working of the economy and of the
effectiveness of fiscal and monetary policies. Like, LCH provides a direct linkage
between the monetary policy, interest rate and consumption, because a change in the
interest rate affects the market value of assets and therefore consumption. In case of a
fiscal policy, LCH suggests that expenditures financed by deficit tend to be paid by
future generations; those financed by taxes are paid by current generations. National
debt is hence a burden: as it reduces the stock of private capital, which in turn reduces
the flow of output, if capital is productive

3.7

SUMMARY

To summarize, we have learnt how Modigliani explained the pattern of consumption
in an economy. Consumption pattern is important to understand how much from
income can household abstain, which is for savings to arise. Savings play a very
important function in any economy. Life cycle hypothesis explains how consumption
pattern are based in life time expected income and not just on current income. The
individuals wish to have steady consumption throughout their life time. They are
rational and can understand lifetime is divided into three phrases. The very young is
when they borrow and consume and thus dis save. In their prime working age they
abstain from consumption and save and create wealth for themselves, which they use
for consumption after retirement and to pay off the debt taken during initial years. For
finite household, they streamline their consumption according to future expected
income and this is the essence of the life cycle hypothesis model.
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