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Plan for today

• Measure of the size of household consumption responses to cash handouts

• Consumption responses to different types of income changes and differences across 
different household types 

• 2001 Tax rebates
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Questions to discuss

• What is the measure of the size of household consumption responses to cash handouts? 

• How and why do consumption responses vary across different household types? 

• How would you assess the potential impact of cash transfer programmes and what is the difficulty of 
doing so based on past experiences? 
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Questions to discuss

• What is the measure of the size of household consumption responses to cash handouts? 
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Questions to discuss

• What is the measure of the size of household consumption responses to cash handouts? 

• → Marginal propensity to consume (MPC)
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Questions to discuss

• How and why do consumption responses vary across different household types? 
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Last week: Response non-durables to interest rate cut
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Last week: Mortgage debt and MPC

• So do households with mortgages spend more because they have a higher income increase?

• Not really. The income increases is largely caused by general equilibrium effects (e.g. real interest rate 
channel on investment) 

• Income rises by around $700 (UK) and $760 (US) for mortgagors

• Income also rises considerably for outright owners: $450 (UK) and $585 (US)

• The difference in spending cannot be explained by these relatively small income differences

• Instead, mortgagors spend a larger proportion of their additional income

→ Higher marginal propensity to consume (MPC)
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Last week: Large shares of liquidity constrained 
households with high MPC
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The consumption response to income 
changes

Jappelli, Tullio and Pistaferri, Luigi, 2010.

Annual Review of Economics, Vol. 2: 479-506
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Different type of income changes can give different 
responses
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Unanticipated income changes

• Does household consumption respond to unexpected income changes?



13

Theory – PIH

• Yes, consumption depends on expected future income

• Unexpected changes in income hence lead to changes in consumption

• If the income shock is transitory, the effect should be very small

• A permanent income shock should have a one-for-one impact on consumption
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Empirical framework

• π are different components of the income process

• This allows for income shocks with different degrees of persistence

• With the 𝜑 parameters,  one can estimate the marginal propensity to consume with respect to income 
shocks
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Empirical findings

• In line with theory, there are much larger consumption responses to permanent shocks than to transitory
shocks

• Several studies find however that the response to a permanent shock is considerably lower than 1.

• E.g., Blundell et al. (2008)

• This suggests that households were able to insure (or anticipate) permanent shocks to their income

• Further, households that are likely to be liquidity constraint (e.g. low asset holdings) are found to also 
respond considerably to negatives transitory shocks.

• E.g., Browning & Crossley (2001b)
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Explaining empirical findings

• Kaplan&Violante (2010) have a model with precautionary savings and liquidity constraints that can 
rationalize all three findings.

• Consumers who can freely borrow and save are able to 

• smooth transitory shocks to a large extent (the marginal propensity to consume out of a 
transitory income shock is 0.05) 

• and also somewhat permanent shocks, but to a much lower extent (the marginal propensity to 
consume out of a permanent shock is 0.77).

• When consumers are unable to borrow, both marginal propensities to consume increase considerably (to 
0.18 and 0.93, respectively).
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Anticipated income changes

• Does household consumption respond to changes in income that are anticipated?
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Theory – PIH

• PIH says no

• There is a consumption plan that smooths out changes in icome over the life-cycle

• Only unexpected changes in income lead to adjustments to this consumption plan and hence to changes
in consumption
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Empirical framework

• With 𝛼, one can test if 𝑒𝑥𝑝𝑒𝑐𝑡𝑒𝑑 𝑖𝑛𝑐𝑜𝑚𝑒 𝑔𝑟𝑜𝑤𝑡ℎ 𝑑𝑜𝑒𝑠 𝑛𝑜𝑡 𝑎𝑓𝑓𝑒𝑐𝑡 𝑐𝑜𝑛𝑠𝑢𝑚𝑝𝑡𝑖𝑜𝑛 𝑔𝑟𝑜𝑤𝑡ℎ. 
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Empirical findings

• Does household consumption respond to changes in income that are anticipated?

• Empirically, consumption does respond to anticipated income changes

• This might be caused by households being liquidity constrained. 

• When you anticipate an income increase, PIH says you should already start consuming more
today

• But due to borrowing/liquidity constraints, this may not be feasible

• Emprical findings support this theory

“Consumption appears much less responsive to anticipated income declines (for instance, after retirement), 
a case in which liquidity constraints have no bearing.”

• Shea (1995), Garcia et al. (1997), and Jappelli & Pistaferri (2000)
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Questions to discuss

• How would you assess the potential impact of cash transfer programmes and what is the difficulty of 
doing so based on past experiences? 
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Household Expenditure and the Income 
Tax Rebates of 2001

Johnson, David, S., Parker, Jonathan A, and Souleles, Nicholas S., 2006.

American Economic Review, 96(5): 1589-1610



23

2001 tax rebates

• Most households received tax rebates of 300 or 600 Euro in 2001

• But different households received the rebate in different weeks/months in a RANDOMIZED fashion

• Compare spending of households that received rebates in a certain period with households that did not

• Exogeneous (random) variation allows identifying causal effect of tax rebates on households

• What is marginal propensity to consume out of additional income?
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2001 tax rebates

• Regress change in consumption on

• Time dummies and other controls

• And a measure of rebates (amount of rebates or indicator that is 1 when household had rebates)
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Contemporaneous response to tax rebate
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Longer-run response to tax rebate
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Even-longer-run response to tax rebate
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Liquidity constraints?
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Liquidity constraints?


