
6.2. Two Period Model

simple explanation for this: consumption has been close to a constant fraction of GDP, approximately 65%.

If c(Y ) = 0.65Y then c′(Y )Y
c(Y ) = 1. The right hand panel shows the relationship across countries, where each

dot represents a di�erent country for the year 2011. In this case, the best-�t estimate of c′(Y )Y
c(Y ) is 0.85. In

both cases the estimate is much closer to 1 than in the individual household data. Overall, it does not seem

to be the case that countries consume a lower fraction of their income as they grow rich.3

Fig. 6.1.2: Evidence on the Keynesian consumption function from aggregate data. The left panel is US
time-series evidence; the right panel is cross-country evidence. Sources: NIPA and Feenstra et al. (2015)

In the aggregate data over time we don't see the pattern that we see in the cross-sectional data. The

preoccupation about decreasing consumption rates over time seems to be unwarranted. What is going on?

Why do the two kinds of data look so di�erent?

6.2 A Two-Period Model of Consumption

Let's take a step back and try to develop a theory of how households make consumption decisions and see

whether this can help us understand some of the patterns we just saw. We'll start from a very simple example

and then think about more features.

Let's imagine that this household is going to live for two periods. In period 1 they will obtain income y1

and in period 2 they will obtain income y2. They have to decide how much they are going to consume in

period 1. The advantage of consuming is that they like to consume; the advantage of not consuming is that by

saving they can a�ord to consume more in period 2, which they also like. Let's assume that their preferences

3Note the possibility of reverse causality in the cross-country data. The Solow model predicts that, other things being equal,

countries that choose to save more and consume less will have higher GDP. This will produce an estimate of
c′(Y )Y
c(Y )

lower than

1 even if the true elasticity is equal to 1.
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