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THE SENSITIVITY OF CONSUMPTION TO TRANSITORY
INCOME: ESTIMATES FROM PANEL DATA ON HOUSEHOLDS
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1. INTRODUCTION

THE STOCHASTIC RELATIONSHIP of consumption to income has long been recog-
nized as a critical issue to macro policy analysis. One traditional view of
consumers sees them as largely passive agents in the determination of aggregate
demand. Changes in real incomes are translated reasonably quickly and fully
into changes in consumption. In this view, income changes brought about by tax
changes are a powerful tool for countercyclical stabilization policy. as Okun [14]
and Tobin and Dolde [17] have argued. In contrast, the life cycle/permanent
income hypothesis of consumption embodies the opposite view that consumers
maximize utility over a long-term horizon. Rather than responding passively to
every change in income, consumers will alter their consumption by smaller
amounts if they perceive the income change as temporary rather than permanent.
Eisner [3] has argued along this line. With the refinement of rational expecta-
tions, the life cycle/permanent income theory (as in Muth [13]. Lucas [9]. and
Hall [7]) casts serious doubt on the usefulness of income variations as a
stabilization tool. Consumers cannot be relied on to react vigorously when a
policy-induced income change occurs. Predicting the impact of an income
change on consumption requires knowledge of consumers’ perceptions of its
permanence.

This paper tries to shed some light on the stochastic relation between income
and consumption (specifically, consumption of food) within a panel of about
2000 households who reported both variables over a seven-year span. Our major
findings are:

I. Consumption responds much more strongly to permanent than to transitory
movements of income.

2. The response to transitory income is nonetheless vigorous: it makes sense
within the model only if interest rates are at least 20 per cent.

3. A simple test, independent of our model of consumption. rejects the pure
life cycle/permanent income hypothesis.

4. The observed covariation of income and consumption is compatible with
pure life cycle/permanent income behavior for 80 per cent of consumption and
simple proportionality of consumption and income for the remaining 20 per cent.

These conclusions are derived from evidence about the joint movements of
income and consumption. Needless to say, consumption and income frequently
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