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I.
Introduction

A.
This chapter relaxes some of the simplifying assumptions made earlier. Doing this gives a more realistic picture of the influences on households’ consumption and labor supply decisions. It also leads to better understanding of how firms make investment and employment decisions.

B.
The chapter covers the two main theories of consumption, namely the life-cycle and permanent income models.

C.
The chapter next expands the theory of investment to include capital stock adjustment models and models of inventory investment.

D.
The chapter concludes with discussions of the behavior of productivity over the business cycle, the relationship between output and unemployment and the size of the multiplier.

II.
Households: Consumption and Labor Supply Decisions

A.
The Keynesian Theory of Consumption: A Review

1.
Consumption depends on income.

2.
The relationship is positive, and higher-income groups have a smaller average propensity to consume. The average propensity to consume (APC) is the fraction of total income households spend on consumption.

B.
The Life-Cycle Theory of Consumption

1.
The life-cycle theory of consumption assumes people make lifetime consumption plans based on their expected lifetime income.

2.
Fluctuations in wealth are an important component of the theory. It is saving and dissaving that allow individuals to maintain a relatively constant rate of consumption even faced with the normal lifetime pattern of income.
3.
The key difference from Keynes’ theory is that consumption and saving decisions are based not just on current income but on expectations of future income as well.

a.
The life-cycle model explicitly incorporates the relationship between income and saving flows and the stock of wealth.

b.
The model also rationalizes saving as future consumption.

4.
The term permanent income is sometimes used to refer to the average level of a person’s expected future income stream.


TEACHING TIP: The life-cycle model does a good job of describing consumption behavior over an individual’s lifetime. In its simple form, however, it says nothing about the aggregate consumption and saving behavior in the current period. This can be remedied by postulating a society of consumers at different stages in the life cycle. The easiest way to do this is to assume three overlapping generations—young, middle, and old. Each cohort is of equal size. At any point in time, all three generations exist. The following diagram should help your students visualize this idea.


[image: image2.wmf]Y

Y

Y

M

M

M

O

O

O



The middle generation, which consumes less than its current income, is saving. This saving is loaned to the younger generation, which tends to spend more than its income. The members of the older generation finance current consumption by depleting the wealth accumulated during their middle years.


There are several advantages to using this model. First, it demonstrates the circular nature of income. Students are able to see that savings do not disappear, but rather are circulated back to other generations. Second, it demonstrates how the consumption/saving decisions of one generation affect the consumption/saving decisions of other generations. Third, it provides a framework for analyzing transfer-payment schemes like Social Security, particularly how demographic changes, such as the aging of the “baby boom” generation, can cause problems for these intergenerational-transfer schemes.

It is relatively easy to extend this model to include unequal cohorts and thus explain some behavior of asset prices as demographics change.  For example, consider how the “baby boomers” progressed through economies.  They entered the labor force beginning in the 1970s.  From about 1970 – 1990 the younger of the three cohorts was larger than the middle or older.  That increased the demand for loans relative to supply putting upward pressure on interest rates and downward pressure on asset prices.  From 1990 – 2010 the boomers are in the middle cohort.  There was a large supply of loans relative to demand, putting downward pressure on interest rates and upward pressure on asset prices.  After 2010 there will once again be upward pressure on interest rates and downward pressure on asset prices.
C.
The Labor Supply Decision 

1.
Households make decisions about whether to work and how much to work. These are tied to consumption decisions.

2.
The quantity of labor supplied is determined by:

a.
The Wage Rate: Whether the effect is positive or negative is ambiguous. An increase in the wage rate makes work more attractive relative to leisure (the substitution effect), and it also increases income, which leads to a choice for more leisure (the income effect). The ultimate effect of a wage increase depends on which of the two is stronger.

b.
Prices also play a role. Deflating the nominal wage rate gives the real wage rate. It’s the real wage that matters to workers because the real wage is their purchasing power. The nominal wage rate is the wage rate in current dollars while the real wage rate is the quantity of goods and services the nominal wage can purchase.

c.
Wealth and Nonlabor Income have positive impacts on consumption. Nonlabor (nonwage) income is any income received from sources other than working.  An unexpected increase in wealth or nonlabor income will lead to a decrease in labor supply.

D.
Interest Rate Effects on Consumption

1.
A fall in the interest rate lowers the reward to saving, increasing consumption (the substitution effect).

2.
But it also means a decrease in interest income, leading to more saving (the income effect).

3.
The data suggest that the interest rate has a negative net effect on consumption.  But there is also some evidence that the income effect is becoming larger over time.
E.
Government Effects on Consumption and Labor Supply: Taxes and Transfers
1.
An increase in tax rates decreases consumption through its impact on disposable personal income.

2.
An increase in tax rates also lowers labor supply.

3.
An increase in transfer payments will have a positive effect on consumption and a negative effect on labor supply. 

F.
A Possible Employment Constraint on Households

1.
In recessions and depressions households may not be able to work as many hours as they would like.

2.
Households may consume less and pay for consumption by borrowing or selling assets (dissaving). 

3.
The amount that a household would like to work at the current wage if it could find the work is called its unconstrained supply of labor. The amount that it actually works in a given period at current wage rates is called its constrained supply of labor.

4.
Keynesian Theory Revisited

a.
The above theory tells us consumption and labor supply decisions are made jointly.  Both depend on the real wage.

b.
During recessions labor supply decisions become largely irrelevant because the supply of labor is constrained.  Labor demand by firms determines employment.  Therefore Keynes was correct in his assertion that income is the main determinant of consumption – at least during recessions.

G.
A Summary of Household Behavior

1.
The factors that affect household consumption and labor supply decisions are:

a.
Current and expected future real wage rates

b.
Initial wealth

c.
Current and expected future nonlabor income

d.
Interest rates

e.
Current and expected future tax rates and transfer payments

2.
If households are constrained in their labor supply decisions income is directly determined by firms’ hiring decisions.


TEACHING TIP: The role of expected future tax rates in portfolio and saving decisions can be made clear by discussing the lack of popularity of the Roth IRA.  In the U.S. a Roth IRA allows individuals to make contributions to an IRA (individual retirement account) out of after-tax income.  There is no tax deduction from income in the year in which the contribution is made.  Instead a Roth IRA promises that all withdrawals from the account made after retirement will be tax-exempt.  Many in the financial community have expressed astonishment at the lack of popularity of Roth IRAs among individuals.  But the reason is clear.  The Roth IRA plan backloads “tax expenditures” onto future legislatures.  Those future lawmakers will most probably not like this loss of tax revenue very much.  Savers are avoiding Roth IRAs today because of their suspicion that the promised low future tax rate will be revoked by a future Congress.
H.
The Household Sector Since 1970

1.
Consumption

a.
Personal consumption expenditures were 70.0 percent of GDP in 2004.

b.
There are three major categories of consumption expenditures: durable goods, nondurable goods, and services.

c.
Expenditures on durable goods have fluctuated more than those on nondurables and services. Purchases of new durable goods can be postponed. As income fluctuates, spending on consumer durables fluctuates to a greater extent.

2.
Housing Investment fluctuates a lot and changes in ways that make the business cycle worse.

3.
Labor Supply: Labor force participation rates vary for different groups. 


TEACHING TIP: Point out that consumer durables behave very much like any other capital stock adjustment model. Consumers have a desired stock of a particular variable (say cars). They gradually adjust their actual number of cars to the desired stock. The speed of adjustment depends on current and expected future income, interest rates, and tastes and preferences.


An easy way for students to grasp this is to point out that most households have good substitutes for purchasing a new car, namely fixing up the existing family car to keep it running for a few more years. Used cars are also a substitute. That makes spending on new automobiles even more volatile than most other consumer durables.
III.
Firms: Investment and Employment Decisions

A.
Input Decisions: Inputs are the goods and services that firms purchase and turn into output.

1.
Firms decide the quantities of goods and services produced both now and in the future.  Two key parts of this decision are:

a.
how many employees to hire (quantity of labor); and

b.
how much new capital to build (investment).

2.
Investment Decisions 

a.
Investment decisions are decisions about how much to change the firm’s stock of capital.

b.
Capital includes plant and equipment and inventories.  Plant and equipment investment is purchases by firms of additional machines, factories, or buildings within a given period.  Inventory investment occurs when a firm produces more output than it sells within a given time period.
c.
The demand for capital is important because changes in planned investment have a multiplied effect on equilibrium income.

3.
Employment Decisions 

a.
At the beginning of each production period a firm must decide whether to hire more labor, reduce the work force, or keep the number of employees the same.

b.
This is the firm’s demand for labor.

c.
The demand for labor is very important in macroeconomics. The labor force is the sum of the number employed and the number unemployed. The demand for labor is the main determinant of the number employed.

4.
Decision Making and Profit Maximization

a.
Firms try to maximize profits.

b.
In the search for profits one of the most important decisions a firm makes is its choice of technology.

c.
Labor-intensive technology uses a large amount of labor relative to capital. Capital-intensive technology uses a large amount of capital relative to labor.

d.
Labor-intensive technology is used where labor is the relatively less costly input. Capital-intensive technology is used where capital is the relatively less costly input.



TEACHING TIP: The definitions of labor intensive and capital intensive in III.A.5.c. is somewhat misleading. Taken as stated, students are led down the path suggested by former presidential candidate Ross Perot who famously claimed that the North American Free Trade Agreement would cause a “giant sucking sound” as U.S. jobs were drawn into Mexico. As microeconomic theory teaches us, it’s not just relative prices of inputs that matters. It’s the ratio of the input price to its marginal productivity. Recall the equilibrium condition  where w is the price of labor and r is the price of capital. The United States will continue to have high employment and a high wage rate as long as labor productivity remains high relative to our wages.

TEACHING TIP: An interesting question to pose to students is the following: If firms continue to use more and more capital for production, what will happen to the employment of labor? The majority will say that employment will fall and unemployment will rise. Congratulate them for being such good Marxists. Their analysis is based on a partial equilibrium analysis with some very restrictive assumptions about the relationship between capital and labor in production.


There are several reasons why this partial equilibrium view is not likely to hold in the real world. First, students typically forget that an increased use of capital often requires an increase in labor as well (try running a new factory without any additional labor). If capital and labor are used in fixed proportions, an increase in capital will always lead to an increase in labor, which will decrease unemployment. Also in the short run the increased investment has a multiplied effect on income, creating more jobs (not fewer).


Second, even if the new capital is a substitute for labor so that labor use decreases in one sector of the economy, labor use must be increasing in the capital-producing sector, so the effect on aggregate employment is indeterminate. For example, the use of computers may have caused a decrease in the employment of clerical workers, but this decrease has likely been overwhelmed by the number of jobs created in the computer industry (product developers, assembly-line workers, computer programmers, computer repair personnel, etc.).


Third, as the text discusses, the use of capital and labor is based on relative costs. If unemployment did occur, wages would be bid down, making labor relatively more attractive and causing firms to substitute labor for capital. The lower wages will hurt those workers who are not also capital owners, but growth will not cause a long-run unemployment problem.


Fourth, “labor-saving” capital often allows labor to be reallocated to perform other tasks that were previously left undone or of lower priority. For example, if excess labor were freed up, the government could hire more workers and expand environmental cleanup efforts.


Finally, investment in new technologies leads to development of new products and services that may never have been imagined by the previous generation. For example, 50 percent of current capital expenditures are for computer equipment. How would Karl Marx respond to automobiles, airplanes, televisions, VCRs, telephones, computers, and so forth? Great amounts of labor are needed to produce, sell, and distribute these products in the marketplace. Capital accumulation allows an economy to produce more goods and services in successive years. This in turn allows society to improve its standard of living over time. Even though certain sectors of the economy go through severe adjustments and the wages of those unable or unwilling to be retrained will decrease, in the long run, as the economy grows and more capital is put in place, the benefits to society are substantial.
B.
Expectations and Animal Spirits

1.
Firms’ expectations about the future play a role in investment and employment decisions.

a.
New capital will yield services over a long time period. 

b.
Firms consider the demand for their products, their competitors’ plans, and the macroeconomy’s overall health.

c.
Keynes concluded that much investment activity depends on psychology, what he called “animal spirits.”  Animal spirits of entrepreneurs describes investors’ attitudes toward investment at a particular time.

TEACHING TIP: Today we call “animal spirits” by their correct name – expectations of future profits and the expected future interest rate.
2.
The Accelerator Effect

a.
If expectations are affected by aggregate output, then there is an accelerator effect: investment increases as Y increases and vice versa, causing greater increases or decreases in Y.

b.
The accelerator effect is the tendency for investment to increase when aggregate output increases and to decrease when aggregate output decreases, accelerating the growth or decline of output.
b.
Therefore investment is a volatile and pro-cyclical component of GDP.


TEACHING TIP: Students usually find the accelerator mechanism quite interesting because it is the only model they encounter that explains how economic fluctuations can arise endogenously. In the text the accelerator effect arises from the dependence of investment on expected future sales. A slight variation—where investment arises because an increase in current output requires more capital—can enable you to present a very simple numerical example to students.


Let K* be the aggregate capital stock desired by all firms in the economy. Assume that K* is some multiple of total output, say, K* = 4Y. This says that to produce a dollar’s worth of output, firms need $4 worth of capital on hand. When output is changing, each one-dollar rise in output will cause a four-dollar rise in the desired capital stock: ΔK* = 4ΔY. If there are no adjustment costs, firms will immediately adjust the capital stock to its desired level, so that the change in the actual capital stock will be equal to the change in the desired capital stock. The change in the actual capital stock (ignoring depreciation) is simply investment expenditures for the year: 
I = ΔK = ΔK* = 4ΔY.


It is possible to show that current investment expenditure depends on the change in output during the year. Each different growth path for output will imply a different growth path of investment spending. One such path is illustrated in the following table.


Note that the level of output is either stable or rising in the left column. Output never falls. But investment spending first rises and then falls. To have a constant level of investment, output would have to grow by a constant amount (as it does between years 3 and 6). To have rising investment spending (as between years 6 and 8) the growth rate of output must rise.


TEACHING TIP (continued)

	Year
	Y
	ΔY
	I = 4ΔY

	1
	100
	—
	—

	2
	100
	0
	0

	3
	100
	0
	0

	4
	110
	10
	40

	5
	120
	10
	40

	6
	130
	10
	40

	7
	150
	20
	80

	8
	180
	30
	120

	9
	200
	20
	80

	10
	210
	10
	40

	11
	210
	0
	0

	12
	210
	0
	0



Now that students can see how a given output path leads to a given investment path, it is a small step to bring the multiplier into the discussion. Each rise or fall in investment spending will have a multiplier impact on output. For example, as output rises at an increasing rate between years 3 and 8, investment spending rises as well. This rise in investment spending will feed back to output, causing an even faster rise in output than indicated in the columns, which in turn will bring forth a further rise in investment, and so on. 


Similarly, between years 8 and 11 output is still rising, but at a slower and slower rate. This decline in the growth rate of output causes a decrease in investment spending, which will slow down the growth rate of output even more (and might even cause output to decline), causing a further decline in investment spending, and so on. Thus, the accelerator effect discussed in this chapter, along with the multiplier effect presented in previous chapters, can explain how a smooth output growth path can become a fluctuating output growth path. This demonstrates how business cycles can arise endogenously from economic growth.
C.
Excess Labor and Excess Capital Effects

1.
Firms may choose to hold excess labor and/or excess capital.

a.
Excess labor is labor not needed to produce the firm’s current level of output.

b.
Excess capital is capital not needed to produce the firm’s current level of output.

2.
Excess capital and/or excess labor may be the result of a sudden, temporary decrease in sales. 

3.
Firms may choose to apparently hold excess labor or capital when, in fact, they are holding the quantities that maximize long-term profits.

a.
Decreasing the workforce and/or capital stock quickly is probably costly to the firm.

b.
Adjustment costs can be large enough that a firm will hold excess amounts of labor and/or capital (even though holding them also has costs).  Adjustment costs are the costs that a firm incurs when it changes the production level.  Adjustment costs usually include layoff costs (decrease in demand) or hiring and training costs (increase in demand).
c.
A firm currently experiencing a decline in sales, but expecting its business to turn around in the near future, may decide to hoard labor instead of always employing exactly the number of workers to maximize short-term profits.  Hoarding labor and capital lead to excess labor and capital.
d.
Capital is another story. Once capital is built it only is destroyed by economic depreciation. Firms rarely tear down existing buildings solely to reduce their capital stock.

D.
Inventory Investment

1.
The Role of Inventories

a.
Inventories allow a firm to sell a different quantity than the quantity it produces during a period.

b.
Inventories also allow a firm to produce a relatively stable quantity from month to month even though sales fluctuate over the same period.

2.
The Optimal Inventory Policy 

a.
The optimal level of inventories is the level of inventory at which the extra cost (in lost sales) from lowering inventories by a small amount is just equal to the extra gain (in interest revenue and decreased storage costs).

b.
An unexpected increase in inventories has a negative effect on future production, and vice versa.

c.
Current production depends on expected future sales. 

E.
A Summary of Firm Behavior

1.
Firms’ investment and employment decisions are affected by:

a.
The interest rate and the cost of capital.

b.
Firms’ expectations of future output.

c.
The amount of excess labor and excess capital on hand.

2.
The relationship among production, sales, and inventory investment is important.

a.
The net change in inventories equals production minus sales during a given period.

b.
An unplanned increase in inventories tends to have a negative effect on future production.

c.
Current production depends on expected future sales.

F.
The Firm Sector Since 1970

1.
Plant and Equipment Investment

a.
In each of the four recessions since 1970 investment fell.

b.
Investment fluctuates a great deal.

c.
Housing investment fluctuates more than plant and equipment investment.

2.
Employment

a.
In each of the four recessions since 1970 employment fell.

b.
This is almost a truism since the definition of a recession includes changes in employment.

3.
Inventory Investment

a.
Inventory investment is particularly volatile. 

b.
Some of the volatility in inventories is caused by unplanned changes in inventories.

c.
One important measure of inventories is the inventory/sales ratio, the stock of inventories divided by the current rate of sales. This ratio tells you how many days’ sales are currently held as inventories. When the ratio is high the actual stock of inventories is likely to be greater than desired. Look for businesses to cut production. When the ratio is low, actual inventories are likely to be less than desired. Expect businesses to increase production.

d.
The inventory/sales ratio has been declining over time because businesses are becoming more adept at managing their inventories.

IV.
Productivity and the Business Cycle

A.
Labor productivity is output per worker hour. 

1.
Productivity fluctuates over the business cycle, usually rising during expansions and falling in contractions.

2.
Various labor hoarding and excess labor theories explain this behavior. During a recession, workers with jobs are not as fully employed as they were during the previous boom.

B.
Productivity in the Long Run

1.
Output per worker and GDP per capita are the two most important measures of long-term economic growth.

2.
Since productivity fluctuates with the business cycle in the short run we must be careful to use a sufficiently long time period to measure long-term productivity growth.

V.
The Relationship Between Output and Unemployment

A.
At one time it was believed that the relationship between output and unemployment was fairly stable. 

1.
According to Okun’s Law, the unemployment rate decreased about one percentage point for every 3 percent increase in real GDP.

2.
However, the relationship has turned out to be not so simple or stable. It is true that a 1 percent increase in output tends to correspond to a less than 1 percent decrease in the unemployment rate due to slippages.

a.
The first slippage is between the change in output and the change in the number of jobs in the economy. When the economy expands jobs do not rise proportionately to the increase in GDP because firms meet some of the increase in output by increasing the number of hours worked by the current labor force. Since many firms have excess labor when the increased demand for labor occurs, part of the increase will come from putting excess labor back to work. 

b.
The second slippage is between the change in the number of jobs and the change in the number of people employed. People can hold two jobs, so there can be more jobs than the number of people employed. Also, when the number of jobs increases some of the new jobs are taken by people who already have other jobs. The increase in the number of people employed is less than the increase in the number of jobs. 

c.
The third slippage is the response of the labor force to an increase in output. When output increases, some formerly discouraged workers may reenter the labor force and so the unemployment rate does not fall as much as one might expect. And when output decreases the unemployment rate may not rise as much as expected if many workers become discouraged and drop out of the labor force.  The discouraged-worker effect is the decline in the measured unemployment rate caused by formerly unemployed people who stop looking for work.
B.
Therefore, the relationship between output and unemployment depends on the state of the economy at the time of the output change.

VI.
The Size of the Multiplier

A.
The multiplier is smaller than in the simple derivations because:

1.
There are automatic stabilizers. As the economy expands, taxes increase, which offsets some of the expansion; the reverse is true for a decrease in GDP.

2.
The interest rate rises when the economy expands. This causes crowding out and reduces the value of the multiplier.

3.
The price level rises somewhat when the economy expands. This reduces the multiplier.

4.
Excess capital and excess labor mean less of an increase in investment and consumption as the economy expands and so a smaller multiplier.

5.
Some of the increase in sales will draw down inventories instead of increasing production.

6.
The life-cycle permanent income model of consumption and expectations mean people respond less to temporary changes in income than to permanent ones.

7.
Imports make the multiplier smaller as some spending “leaks” abroad.

B.
The Size of the Multiplier in Practice is about 1.4 for the U.S., reaching that value three or four quarters after a change in fiscal policy.
VII.
Looking Ahead


The following chapter discusses long-run growth theory.

Other Resources


Economic Experiments

Now in its second edition, Using Economic Experiments, Cases and Activities in the Classroom by Dirk Yandell of the University of San Diego is a compendium of more than 15 classroom experiments illustrating various topics in micro- and macroeconomics. Each experiment contains an overview, learning objectives, instructional materials, and classroom activities (including demonstrations and experiential exercises).
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Application 1: A Common Confusion: APC Versus MPC
The text discusses the distinction between the average propensity to consume (APC) and the marginal propensity to consume (MPC). While the APC is the proportion of income currently spent on consumption, the MPC is the proportion of additional income that will be spent on consumption. These two proportions need not be, and usually are not, the same. But discussions of macro policy in the media often confuse the two.

To see the difference visually, draw the diagram following, which shows consumption spending at different levels of income. This is a cross-section diagram. The disposable income levels on the horizontal axis represent different income groups in the population; the consumption levels on the vertical axis are average levels of consumption for each income group. The consumption line plotted has the equation: C = $6,000 + 0.8 Yd. In the diagram, as in empirical studies, consumption varies linearly with income. Another way of saying this is that the MPC (the slope of the line) is approximately the same for all income groups, and equal to 0.8 in our example. Giving a low-income household an additional $1,000 in disposable income will increase its consumption by $800, and giving a high-income family an additional $1,000 in disposable income will increase its consumption by the same $800.
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But this does not mean that high- and low-income families spend the same proportions of their total disposable income. On the contrary, low-income families have a higher APC than high-income families. In the diagram, a typical family with disposable income of $40,000 will spend C = $6,000 + 0.8($40,000) = $38,000.

The APC for this family is $38,000/$40,000 = 0.95. A typical family with disposable income of $80,000 will spend C = $6,000 + 0.8($80,000) = $70,000. The APC in this case is 
$70,000/$80,000 = 0.875.

A check of other income groups will show that the higher the disposable income level, the lower the APC. In other words, the higher the income, the lower the portion of income spent on consumption. Disposable income not spent is saved, which leads to the oft-stated observation that “the rich save a higher proportion of their incomes than the poor.”

Confusion arises, however, when this conclusion is applied to policy matters. An historical example occurred after World War II. American soldiers were returning from overseas by the millions, and there was great concern that unless consumer spending increased, the economy would not be able to generate enough jobs for these veterans. A decision was reached to reduce taxes to stimulate consumer spending, increase production, and create additional jobs. But who would get the tax cut? For reasons of equity, it was decided to give the greatest tax cut to the lowest-income segments of the population. But to justify this on nonequity grounds, it was argued that because the poor spend more of their incomes (have a higher APC) than the rich, giving more of the tax cut to the poor would cause a greater increase in aggregate consumption spending.

Was this true? No. Because the poor and the rich have similar MPCs, and because a tax cut provides additional income, the tax cut would cause the same increase in consumer spending regardless of which income strata received it. In the example, where the MPC for all families is 0.8, giving a tax cut of $50 billion to low-income families would increase their aggregate consumption by 0.8($50 billion) = $40 billion. The same tax cut given to high-income families would cause the identical increase in aggregate consumption: $40 billion. Thus, on purely macroeconomics grounds, it made little difference who received the tax cut. It is the MPC, rather than the APC, that is relevant when discussing policies that change disposable income.

A similar confusion arose in the early 1980s, when the Reagan administration wanted to cut taxes. This time, the goal was to increase household savings, the opposite goal from that after World War II. In the media, and in many political speeches, it was argued that because the rich save a higher proportion of their incomes (have a lower APC), they should get more of the tax cut, and in the end, this is exactly what was done. Once again, the discussion confused APC—which is irrelevant here—with MPC. The APCs for the different groups differ, but the MPCs are approximately the same. If the goal is to generate more saving, it makes no difference who gets the tax cut. In our example, a cut of $100 billion given to those with high incomes will increase aggregate consumption by $80 billion and aggregate saving by $20 billion. But giving the same $100 billion tax cut to the poor would generate the same increase in aggregate consumption and saving! (In the case of low-income families, much of the increased saving comes about when debts are repaid. For example, each $1 in tax cuts might lead a poor family to pay back $0.20 worth of debts. But this $0.20 can now be lent to someone else, so it increases the pool of available savings as much as would an additional $0.20 saved by a high-income household.)

One proviso should be added here: The stated main goal of the Reagan tax cuts was to increase incentives to work and invest. The fact that the MPCs are similar for different income groups says nothing about how these incentive effects may differ among them. Thus, even if the savings argument was fallacious, there may still have been “supply-side” justifications for aiming the tax cuts toward high-income households. (Supply-side economics is discussed in Chapter 19 [32].)

Application 2: Liquidity Constraints

Although the text discusses the possibility that households may be constrained in supplying the desired amount of labor, another potential household constraint involves the ability to borrow in order to spread consumption expenditures optimally over one’s life. If a household is unable to borrow despite being able to pay back the loan out of future income, it is liquidity constrained. We might think that those with little education and a bleak economic future are most likely to be liquidity constrained, but that is not the case. Those with a flat income profile also have a flat optimal consumption path that closely mirrors their income. It is those who expect much higher incomes in the future who would like their current consumption to exceed current income and are therefore most likely to be liquidity constrained. Students, for example, are often highly liquidity constrained. After college their incomes will rise considerably, but they are often unable to borrow against this future income.

Liquidity constrained individuals will have a consumption path that closely follows their fluctuating income path. What are the implications for policy? First, it may make monetary policy less effective. If the Fed lowers the interest rate in an attempt to expand the economy, the result would normally be an increase in investment and consumption. However, if households (and possibly firms) are liquidity constrained, they will not be able to borrow the additional funds needed to finance consumption (and investment) expenditures. The economy will not expand as much as it otherwise would have.

Second, it may make fiscal policy more effective. According to the life-cycle hypothesis, a decrease in taxes or an increase in transfer payments will lead to a substantial increase in consumption only if the policy action is perceived as permanent. A transitory policy action would have only a small effect on lifetime or permanent income and would not have much of an impact on current consumption. But if households are liquidity constrained they would like their current consumption to be higher than it is, given their future income profile. In this case, if the government reduces taxes or increases transfers, households will consume much more of their additional disposable income.

As an example students will easily understand, suppose a college student who is currently able to borrow all he or she wants is suddenly given a grant from the government to cover all college expenses. This person could use the grant money to pay for schooling and reduce borrowing dollar for dollar, thereby leaving total spending unchanged. Consequently, this transfer payment will not increase total consumption. But now consider someone who is liquidity constrained, unable to borrow, and therefore unable to attend college. Receiving the government grant enables this person to attend college, thereby increasing total spending (whatever spending he or she was doing before, plus the additional spending for college). As a result, this type of fiscal action is more effective when individuals are liquidity constrained. (Similar results would be obtained if, instead of college financing, the financing of housing purchases were considered.)
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