1) Cross-sectional _evidence: this was evidence coming from surveys about

households at a given point of time. For exammaraple of 1000 consumers
in 1934. The results from this evidence were:

a) Richer households consumed more than poorer-od&®C > 0

b) Richer households saved more than poorer end4PC < 1.

¢) Richer households saved larger fractions of theome= APC | asY 1.

d). The correlation between current income andecuriconsumption was
found to be very strong (this was found during@reat Depression).
Therefore according to this evidence it seemed ttiee Keynesian
Consumption Function was a good representatiooméuwmers’ behaviour.

2) Time series evidence: in 40s new pieces of evidence about aggregate

consumptions were found by Simon Kuznets (a Nobeépvinner). He
created a set of data from the US national accdumts 1869 to the 1940s on
aggregate Y and C. According to the Keynes Consiamiunction aggregate
consumption should grow more slowly than incomesT$1because asyY
increases, C also increases but proportlonatestyttw incom
income increases APC should decrease. Kuz ﬁﬂ C/Y was
very stable in long time series [ﬁ C grew at the same rate
d

as income and as_ﬁ'i AP
Therefore we f rent pi mg very different results.

@}Je between é that the firet was cross-sectional in detail
(they looked at a snapshot of the economy at a)peimereas Kuznet's study was of a
time series nature (it looked at the economy ovanynpoints in time).So the
evidence seemed to indicate that there were twsuwuoption functions: a short-run
consumption function which seemed to conform to&®g conjectures and a long-
run consumption function in which the APC was laBicconstant This is known as
the Consumption Puzze.

We can see how this looks with the following graph:



denominator increase by the same amount an% should remain constant.

The Random Walk Hypothesis of Consumption
This is due to Robert Hall (1978). The idea is ¢osider the Permanent Income/Life

Cycle Hypothesis under uncertainty once we inclingeidea of rational expectations
(people use all available information to forecagtife variables like income) in the
analysis.

If PIH-LCH is correct and consumers have rationglestations, then consumption
should follow arandom walk: changes in consumption should be unpredictable

A change in income or wealth that was anticipatad already been factored into
expected permanent income, so it will not changesemption. Only unanticipated
changes in income or wealth that alter expecteanaeent income will change
consumption.

Consider first a basic model of PIH-LCH under cetia

Assume thatr =0 (real interest rate is zero for simplicity) anderth is no

discounting. Assume that the representative constives forT periods. XA
S per

A consumer chooses consumption in each period '[XIIVEE ttﬁ@n‘
period utility over his lifetime given by: esa

subject to his I|fet|\i\iJ‘)(C)+U(S$|N®$‘ “ ’L%
( \,\eﬁ &(+Y +..+4Y,  13)

whereW, is the initial we Ith and/ is income.
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Assume that: per period utility function iJ (C)=C—%C where a> 0 is a

constant (this is a quadratic utility function).
From the two period model we know that optimal cleoof consumption over two
different period of time is whereMRS=1+r , whereMRS is Marginal Rate of
Substitution between consumption in the two diffiqgeriods.
Sincer = Othe condition here becomeStRS= . 1
The MRS between consumption in two different pesjdike C, andC, for example,
is given by:

du(C,)/dC,

du(C,)/dC,

The numerator is the marginal utility @f, and the denominator is marginal utility of
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