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SOME THEORETICAL WORK ON THE CONSUMPTION FUNCTION

Davidson, Hendry, Srba and Yeo [DHSY] (EJ 1978) consider the steady state theory:
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Taking logs of (1) and imposing the parameter restriction (=1 yields

       ln C = ln K + ln Y                  (2)

From now on, for notational convenience, we use upper case letters for the logarithms of variables (unless otherwise stated). A number of points should be noted.

(1) DHSY use quarterly seasonally unadjusted data in their empirical analysis. Thus, rather than using an ECM model of the form:
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which may be appropriate for adjusted data, DHSY use a form with fourth differences 
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(4)

(2) The dynamics that DHSY find in their specification search is a little more complicated however than is indicated in (4). For example, DHSY Equation 41 is:
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(5)

Note in (5) there is no intercept, but there is a term in the acceleration of the level of income. We could rewrite (Y ‑ C) as (C‑Y) [this will only change the coefficient sign] and then remembering that all variables are measured in logs, can interpret (C‑Y) as the log of the ratio of the levels of C and Y; that is, as the log of the average propensity to consume.

(3) DHSY use non‑durable consumption expenditure as the variable to be explained, and not total consumers expenditure. Economic theory considerations suggest that the determinants of durable consumers expenditure may include variables different from those determining non‑durables. If so, then as with DHSY, there is a strong case for modelling these two components via separate equations. 

Nevertheless, you will see that, for our data sets, non‑durable expenditure does not appear to be "cointegrated with" income alone (or with income and wealth). However, total consumers expenditure is found to be cointegrated with income and wealth. 

(4) DHSY did not include wealth as a determinant of (non‑durable) consumers' expenditure. However, it is possible to argue that wealth is implicitly incorporated in the ECM‑type equation they estimate by noting the following. Define wealth at time period t to be At  , where A is the 

real value of assets. Then the consumer's budget constraint is
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5
DHSY (equation 8) describe a steady state form of Modligiani's life cycle hypothesis as
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where r is the rate of return on assets (or wealth). Differencing this yields
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Since (At  = (Y‑C)t-1, from the budget constraint, we can write the first differenced version of the LCH as
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Hence wealth appears implicitly in this ECM‑type specification. Note however that there is considerable uncertainty over 

(a) what measure of wealth might affect consumption behaviour

(b) whether the level of wealth is important, or whether what matters is  changes in the level of wealth, particularly perceived changes in wealth due to changes in the price level. 

Much recent work on the consumption function has been concerned with investigating the role that wealth (or some subset of it such as liquid assets, housing wealth etc) plays in practice in influencing consumption behaviour. Some models have included interest rates as a regressor (to proxy one component of the return on wealth, or prices (to proxy for perceived wealth revaluations, or for price mistake effects‑see below).

(5) However, despite consumer expenditure and income variables being measured in real terms, DHSY do also find a role for inflation effects in the determination of non‑durable consumers expenditure. Their equation (45) is:
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(5)

DHSY do not provide an explicit account of the role played by prices, but note that it is consistent with Deaton's argument that consumers (temporarily) mistake changes in the average price level for changes in relative prices. So whilst mistakes are made (i.e. out of equilibrium) prices do matter. But note prices do not appear in the long run equilibrium solution (except in influencing the proportionality constant K, in C = KY).

(6) The issue of inflationary effects is connected with the role that liquid assets may play in consumption behaviour. Real disposable income as conventionally measured is likely to be a poor proxy for "real income" during times of rapid price level changes. In particular, it fails to account for erosion of the real value of liquid assets during positive inflation. This has led some people to include measures of liquid assets in the modelling of consumers' behaviour (but note that it is possible that price level terms, if included, would also measure this type of effect).

READING: DHSY, EJ Dec 1978, pp 679‑691
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