
6.1. Keynesian

One way to test this conjecture is to take a sample of households, measure their income, measure their

consumption and see whether the best �t of equation (6.1.1) has c′(Y ) < 1 and/or ∂ log(c(Y ))
∂ log(Y ) < 1. Figure 6.1.1

shows the result of doing precisely that. The Consumer Expenditure Survey asks a sample of households to

report their income and their consumption (among other things). The �gure shows scatterplots of consumption

against income for these households, both in absolute terms and in logarithmic scale, to measure c′(Y ) and
c′(Y )Y
c(Y ) respectively.1 The evidence seems consistent with both interpretations of Keynes's statement: both

the best �t estimate of c′(Y ) and c′(Y )Y
c(Y ) are lower than 1. c′(Y ) is approximately 0.25, so households whose

income is one more dollar spend an additional 25 cents. c′(Y )Y
c(Y ) is approximately 0.55, so households with 1%

higher income spend approximately 0.55% more.

Fig. 6.1.1: Evidence on the Keynesian consumption function. Each dot represents a household. Source:
Consumer Expenditure Survey, 2014.

For some time, around the mid-20th century, this type of evidence was considered quite conclusive, leading

to a �rm belief in the Keynesian consumption function as a good description of consumption behavior. This

led to following kind of speculation: what is going to happen as the economy's productive capacity expands

over time? If the elasticity of consumption with respect to income is less than 1, this implies that over time,

as income increases, the ratio C
Y will fall. Is the economy going to produce more and more goods that nobody

wants to consume? What are we going to do with all these goods?2 Is there going to be massive unemployment

because nobody wants all the stu� that we'd produce if everyone was working?

Aggregate data gives us a way to test this conjecture. Figure 6.1.2 shows the relationship between aggregate

consumption and aggregate income from national accounts. In the left panel we see the relationship in the

United States, where each dot represents a di�erent year. The best �t estimate of c
′(Y )Y
c(Y ) is 0.97. There is a

1The logarithmic scale graph only includes households with quarterly income of at least $1,000.
2You can see echoes of this preoccupation in Orwell's famous novel 1984. It was not uncommon to interpret war, and the huge

destruction that is brings about, as a �solution� to the �problem� of over-production.
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