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BUSMGT 714
Economics for Managers

TBL CASE
WEEK 7

How does Consumption Behave?

Some empirical observations

In this case study we will use data on household consumption and disposable income (post-tax
and benefit income) to demonstrate two important empirical observations. We use the UK economy
as a case study, but the findings in this case have similarities with the experience of many other
countries. These observations have helped to shape economists’ understanding of what may determine

consumer spending. The two observations are:

= Consumption and disposable income grow at roughly the same rate in the long run.
= Consumption is less volatile than disposable income in the short run.
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Source: Based on data from ONS (series ABJR, HAYO and NRJR)
Figure 1 Real consumption and disposable income (1950-2018)
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Figure 1 shows a series of quarterly observations for the household sector’s consumption and its
disposable income. The observations are measured at constant prices: they are real values that make
corrections for inflation. Each value of consumption estimates what total consumption would have
been in that year if prices were at the levels in 2016 (the base year for prices). Similarly, the disposable
income series shows what household sector income would have been in each year if prices were as in
2016.

In the four quarters up to 2018 Q1, consumption and income at 2016 prices totalled £1 319 439
billion and £1 331 003 billion respectively. The respective values in the four quarters of 1955 at 2016
prices were £277.842 billion and £270.084 billion. This means that between these two points in time
consumption grew by a factor of 4.75 and disposable income by a slightly higher factor of 4.93.
Nonetheless, the long-run growth factors for consumption and disposable income are relatively close.
From this we can infer that the long-run marginal propensity to consume out of disposable income is
closeto 1.

The variability of the slope of the two lines in Figure 1 tells us something about the volatility in
consumption and income. From examining the chart, we can see that the rate at which consumption
and income have grown varies from year to year. An easier way of seeing this is by plotting the rates
of change.

Figure 2 plots the annual rates of change allowing us to see how consumption and income grow
over a 12-month period (the figures are adjusted quarterly, however, to show rates of change from 4
quarters previously). We can now more readily see periods of really strong growth in the volume of'
consumption, such as in the late 1980s, and periods when it fell, such as in the early 1990s and in the
late 2000s.
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Figure 2 Annual percentage change in income and consumption

In a period of rapidly growing incomes when the economy is booming, people are likely to save
a relatively large proportion of their increased incomes. In a recession, however, people are likely to
save less in order to maintain consumption.
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Data on the household sector’s consumption and income are also available on a quarterly basis.
This allows us to analyse quarter-to-quarter changes in consumption and income and so capture the
behaviour of households over a shorter period of time than we can with data covering a whole year.

Figure 3 plots the percentage change in income and consumption from one quarter to the next.
It demonstrates the considerable variability in the rate at which disposable income grows from one
quarter to the next (e.g. seasonal reasons). Whilst consumption growth is variable too, it is less variable
than disposable income. In other words, quarterly changes in disposable income are relatively more
variable than those in spending. For example, many people’s income varies with the time of year.
Examples include those working in the holiday industry or in painting and decorating. However, such
people are likely to spread their spending relatively evenly over the year.
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Source: Based on data from ONS (series ABJR, HAYO and NRJR)
Figure 3 Quarterly percentage change in income and consumption

The evidence suggests that household spending is less responsive to income changes in the short
run than it is in the long-run. In other words, the marginal propensity to consume out of disposable
income is lower in the short run than it is in the long-un. Hence, some economists refer to households
as consumption smoothers.

Consumption smoothing allows people who dislike extreme consumption flows, such as a ‘little
today and a lot tomorrow’ or “a lot today and a little tomorrow’, but instead prefer more consistent
consumption flows, to maximise their satisfaction. This means that people who face volatile levels of
income try to smooth the path of consumption over time. To be able to do this, people make use of
banks and other financial institutions. This allows them to shift incomes across time —sometimes being
net savers, sometimes net borrowers — yet they adhere to a longer-term budget constraint.
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Questions
1. Itis interesting that different countries have different consumption rates (within a
range). What are three factors that influence macroeconomic consumption rates in a
country and over time? Explain why.
Note: consumption rate refers to consumption as a % of GDP.

2. (a) GDP in general terms consists of 4 main components. These reflect the
expenditure components of aggregate demand: C+I+G+(X-M).

Consider two countries, A and B. The GDP produced in these economies have
the following components as a percentages of their GDPs:

o Country A: C=60%; 1=25%; G=10%; [X-M]= 5%
o Country B: C=85%; I=12%; G=20%; [X-M]= - 18%

Compare and evaluate the macro-economies of these countries. Refer to the
current economic choices of each in relation to their prospects for economic
growth.

(b) Are there any countries that resemble country A? How about Country B?
Support your answer with information you have gathered.

3. Produce a ‘bar chart’ (or a ‘pie chart’ depending on your choice) of New Zealand’s
GDP components in two time-periods: A recent pre-Covid chart from 2019, and the
chart from twenty years ago (or close to that date). What important observations can
you make from this analysis about the NZ economy, and consumption patterns over
this longer time-period?

4. The Covid 19 pandemic had impacts on the economies of all countries. Produce a ‘bar
chart’ (or a ‘pie chart’) of New Zealand’s GDP components in two time-periods,
comparing a Quarter 4 (Q4) 2019 chart with a Quarter 4 (Q4) 2020 chart. What
observations can you make from this analysis about the NZ economy, on the growth
rate of GDP during 2020, and the components of GDP: consumption, investment,
government, and external sector patterns due to the pandemic?

Question 5 [(a) and (b)] will be provided at the TBL session.





