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Optimization of the part of consumers is shown to imply that the marginal
utility of consumption evolves according to a random walk with trend.
To a reasonable approximation, consumption itself should evolve in the
same way. In particular, no variable apart from current consumption
should be of any value in predicting future consumption. This implication
is tested with time-series data for the postwar United States. It is con-
firmed for real disposable income, which has no predictive power for
consumption, but rejected for an index of stock prices. The paper con-
cludes that the evidence supports a modified version of the life cycle-
permanent income hypothesis.

As a matter of theory, the life cycle-permanent income hypothesis is
widely accepted as the proper application of the theory of the consumer to
the problem of dividing consumption between the present and the future.
According to the hypothesis, consumers form estimates of their ability to
consume in the long run and then set current consumption to the appro-
priate fraction of that estimate. The estimate may be stated in the form of
wealth, following Modigliani, in which case the fraction is the annuity value
of wealth, or as permanent income, following Friedman, in which case
the fraction should be very close to one. The major problem in empirical
research based on the hypothesis has arisen in fitting the part of the model
that relates current and past observed income to expected future income.
The relationship almost always takes the form of a fixed distributed lag,
though this practice has been very effectively criticized by Robert Lucas
(1976). Further, the estimated distributed lag is usually puzzlingly short.
Equations purporting to embody the life cycle-permanent income principle
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