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A B S T R A C T  

T his p a p e r  e x a min e s  t he u s e  o f  a n  e r r or cor r e c t ion m e ch a n 1s m  
< E C M > m od e l  t o  c h a r a ct e r is e  U S  p e r s on a l s ec t or con s u m p t ion 

e x p e n d i t u r e .  Mos t r e cen t e s t im a t ion s o f  US con s u m p t ion f u n c t ion s 
h a s  con ce n t r a t e d on t h e  u s e  o f  t he r a t ion a l e x p e c t a t ion s 
p e r m a n e n t in com e h y p ot h e sis < R E P I H > . O n e n o t a b le e xce p t ion is 
t he w or k o f  B e a n  w ho e s tima t e s  an E C M  f or m u l a t ion a n d  con t r a s t s  
t his w i t h a n  R E P I H  m od e l ,  con c l u d in g  t h a t  t he R E P I H  m od e l  
en com p a s s e s  t h e E C M  mod e l ,  d e s p it e  t h e var ia n ce o f  t h e la t t e r  
d omin a t in g t h a t  o f  t he f or m e r .  

T his s t u d y  s h ow s t h a t  t h e E C M  mod e l  can b e  e s t im a t e d  w i t h 
e i t h e r  cu r r e n t  p r ice or con s t a n t p r ice d a t a  t o  y ie l d  a n  
a cce p t a b l e  mod e l o f  US con s u m p t ion . I t  is a l s o s h ow n t h a t  t h e 
b a sic US E C M  mod e l  h a s  p a r a m e t e r s t h a t  a r e  v e r y c l os e to t hos e 
f ou n d  f or UK d a t a , a n d ,  t he r e f or e , g iv e n  t h e d is s imi l a r i t i e s  in 
t h e s a vin g r a t ios o f  t h e t wo cou n t r ie s ,  t h e r e  mus t b e  s om e  
omit t e d  v a r ia b l e s .  

T he in v e s t ig a t ion a t te m p t s  t o  s how t h a t  t h e B e a n  mod e l  is 
n ot t h e op t im a l E C M  mod e l  t h a t  ca n b e  d e r iv e d  f r om t he d a t a . 
H e n ce it is t e s t e d  a g ain s t  a mor e r e ce n t  s e t  o f  d a t a , a s  w e l l  a s  
b ein g e s t im a t e d  over t wo sub s a m p l e s .  This s how s t h a t  t h e r e is 
s om e  p a r a m e t e r in s ta b i l i t y  in t h e f or m u l a t ion . T h e w e a k n e s s  o f  
t h e B e a n  m od e l i s  f ur t h e r  d e mon s t r ated b y  t h e e s t im a t ion o f  a n  
u n r e s t r ic t e d  m od e l ,  w hich s h ows t h a t  t h e r e a r e  l a r g e  p ot e n t ia l 
g a in s to b e  m a d e  f r om a l t e r n a tiv e s p e ci f ica t ion s .  I t  is a l s o t h e 
ca s e  t h a t  t h e B e a n  mod e l  f a i l s to t a k e  a ccou n t  o f  t h e f in a n cial 
p os ition o f  t h e  US p e r s on a l  s e c t or . 

T h e n e xt sta g e  of t h e s t u d y  is t h e in t r od uct 1 on o f  F e d e r a l  
R e s e r v e  B oa r d  F l ow of Fun d s  d a t a . T h e d a t a  a r e  e x a m in e d ,  a n d  
t h e n  a n  u n r e s t r icte d mod e l  e s tim ated t h a t  p r od u ce s s ig n i f ica n t 
f in a n cia l e f f e ct s .  I n  the r e s tr ict e d  mod e l  a s ig n i f ica n t r o l e is 
f oun d f or t h e r a tio o f  p e r s on a l  s e c t or l ia b i l i t ie s  t o  f in a n cia l 
a s s e ts a s  a cor r e c t io n  m e ch a n is m .  T his r e s u l t  is in con tr a s t  to 
t h e mod e l  of He n d r v  a n d  von Un g e r n  S t e r n b e r g  f or t h e UK w h e r e 
t h e r e is a r o l e f or t h e r a t io o f  l iq u id a s s e t s  t o  in com e . 

The r e str ic t e d  m od e l  is a l s o in t e r e s t in g  in t h a t  i t  
in cor p or a te s s ig n i f ica n t in t e r e s t  r a t e ,  hou r s o f  w or k ,  a n d  
t a n g ib l e  a s s e t s  e f f e c t s  a s  w e l l  a s  t he l ia b i l it y  t o  a s s e t s  r a t io 
a n d  t h e b a s ic e r r or cor r ec t ion t e r m s , t h u s  in cor p or a t in g  m a n y  
a d d ition a l  in t e r e s t in g  v a r ia b l e s t h a t  econ omis t s  o f te n  cit e  a s  
in f l u e n cin g con s u m p t ion b u t  t h a t  h a v e  n o t  p r e viou s l y  b e e n  
s u cce s s f u l l y  in cor p or a t e d  in con s u m p t ion f u n c t ion s .  No t on l y  
d oe s  this mod e l  im p r ove on t h e S E R  o f  t h e B e a n  m od e l  b y  1 0/. f or 
t h e f u l l s a m p l e, a n d  2 0/. f or t he mor e r e cen t p e r iod < 1 972- 1 98 2 > , 
b ut i t  a l s o h a s  t h e s a m e  b a s ic s t r u c t u r e a s  a n  a n a l og ou s  mod e l 
f or t he UK ; t h e d i f f e r e n t ia l r e s p on s e s  t o  t he in f l a t ion a r y  s h ock s 
o f  t h e 1 970s a r e  e x p l a in e d  b y  a d i f f e r e n t ia l  r e s p on s e  t o  t h e  
a cqu isi t ion o f  l ia b i l i t ie s  a n d  a s s e t s .  
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A N  E R R O R  C O R R E C T I O N M O D E L  O F  US C O N S UM P T IO N  EXP E ND I T UR E 

I n t r-od u c t i on 

S i n ce t h e l a t e  1 950s mos t e con om e t r- i c  m od e l s  o f  US a g g r-e g a t e  

con s u m p t i on e x p e n d i t u r-e h a ve b e e n  b a s e d  on s om e  a d a p t a t i on o f  t h e 

p er-m a n e n t i n com e, or- l i f e cy c l e, h y p o t h e s e s  o f  con s u m p t i on ,  b u t  

s i n ce t h e s e m i n a l  w or-k o f  H a l l [ 1 978] t h e m a jor- i t y  o f  t h e s t u d i e s 

o f  US con s u m p t i on d a t a  h a ve t e s t e d  e l e m e n t s  o f  t h e r-a t i on a l 

e x p ec t a t i on s  p e r-m a n e n t  i n com e h y p ot h e s i s , w h e r-e cu r-r-e n t 

con s u m p t i on i s  p r- i m a r- i l y  d e t er-m i n e d  b y  con s u m p t i on i n  t h e 

p r-e v i ou s p e r- i od .  D e s p i t e t h e p op u l a r- i t y  o f  t he R E P I H  m od e l  t h e 

r-e s u l t s o f  t h e e s t i m a t i on wor-k h a ve l e d i t s or- i g i n a t or- H a l l  

[ 1 987] t o  t h e con c l u s i on :  

" I t  i s  r-e a s on a b l y  w e l l  e s t a b l i s h e d  t h a t  t h e s i m p l e  
con c l us i on f r-om t h e r-a t i on a l  e x p e c t a t i on s  p e r-m a n e n t 
i n com e mod e l  i s  i n con s i s t e n t w i t h  t h e d a t a "  p .2 9  

A n  a l t e r-n a t i ve r-e p r-e s e n t a t i on o f  t h e l i f e cy c l e mod e l ,  

p op u l a r- i n  a g g r-e g a t e  s t u d i e s o f  UK con s u m p t i on d a t a , i s  t h e e r-r-or­

cor-r-e ct i on m e c h a n i s m <E C M ) a p p r-oa ch, or- i g i n a l l y  d e ve l op e d i n  

D a v i d s on , H e n d r-y ,  Sr-b a , a n d  Yeo [ 1 978] <DHSY ) ,  a n d  s u b s e q u e n t l y  

e x t e n d e d  b y  H e n d r-y a n d  Von Un g e r-n S t er-n b e r-g [ 1 98 2 J  <HUS ) . I n  

t h i s  c l a s s  o f  mod e l s  t h e ch a n g e  i n  con s u m p t i on i s  a f u n c t i on o f  

t h e ch a n g e  i n  i n com e, a n d  a m e a s u r-e o f  t h e d i s e q u i l i b r- i u m b e t w e e n  

i n com e a n d  con s u m p t i on .  D e s p i t e t h e s u cce s s  o f  t h e E C M  c l a s s  of 

mod e l s  i n  c h a r-a c t e r- i s i n g  UK con s u m p t ion d a t a , t h e r-e h a ve on l y  

r-e ce n t l y  b e e n  s om e  a t t e m p t s  t o  u s e  E C M  t y p e  m od e l s  t o  

ch a r-a c t e r- i s e  t h e US d a t a , c f  B e a n  [ 1 98 6 ] , Mu e l l b a u e r- [ 1 98 6 ] ,  a n d  

C a mp b e l l  E 1 987J . 

T h e B e a n  mod e l  i s  cu r-r-e n t l y  t h e mos t r- i g ou r-ou s s t u d y  

a va i l a b l e  u s i n g t h e E C M  a p p r-oa ch w i t h  US d a t a  a n d  t he r-e f or-e f or- m s  

t h e  b e n ch m a r- k  a g a i n s t  w h i ch t h i s  s t u d y  i s  m e a s u r-e d . T h e  b a s i c  

a i m  o f  t h i s p a p er- i s  t o  s how t h a t  t h e s i m p l e  D H S Y  m od e l  ca n 

c h a r- a c t e r- i s e  b o t h UK a n d  US con s u m p t i on d a t a, a n d  t h a t  i t  ca n b e  

e x t e n d e d  b y  t he u s e  o f  f i n a n c i a l  va r- i a b l e s t o  p r-ov i d e a va r- i a n ce 

e n com p a s s i n g ch a r-a ct e r- i s a t i on of US con s u m p t i on .  T h e  f i r-s t  p a r- t  

o f  t h e p a p e r- e s t i m a t e s t h e b a s i c  D H S Y  mod e l  w i t h US con s u m p t i on 

d a t a . T h e n  a n  e x t e n d e d  e r-r-or- cor-r-e c t i on m e c h a n i s m m od e l  

i n cor-p or-a t i n g t h e e f f e c t s  o f  f i n a n c i a l  v a r- i a b l e s i s  u s e d  t o  

c h a r- a c t e r- i s e  US con s u m p t i on .  F i n a l l y , t h i s m od e l  i s  com p a r-e d  

w i t h t h e r-e s u l t s f ou n d  f or- t h e UK b y  t h e a u t hor-, H a r-n e t t  [ 1 98 8] . 
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The DHSY consumption function with US data 

This section reports the results of estimating the DHSY type 

equat1ons with data for the US personal sector consumption 

expenditure. 

The DHSY model was originally estimated for the UK using 

unadjusted constant price data. However, several studies 

<Harnett [19 8 4 , 19 8 8 )  and Patterson [19 8 6 )) have extended the 

DHSY model both to estimation with current price data, and also 

to include seasonal factors and a constant; this model is referred 

to as the seasonally extended correction mechanism <SECM > model. 

The data used in this studv are taken from the Federal 

Reserve Board MPS data base, based on the Survev of Current 

Bus1ness <see Appendix). However . data limitations meant that 

seasonallv unadjusted data were onlY available in current price 

form <these data had to be derived from flow of funds sources). 

The use of current price data is justified by the isomorphic 

property of the DHSY consumption function . by which it should be 

capable of estimation in current prices or constant prices whilst 

ma1ntaining the integrity of all the coefficients except those on 

the price terms. The use of current price data also has the 

advantage that it is not subject to data vintage rebasing, nor is 

it subject to as large revisions as constant price data. Table 

reports the result of estimating the basic SECM model using 

seasonally unadjusted current Price US data over the per1od 

19 5 5 . 1- 19 8 2.2 . Lower case letters denote log variables. 

Table 1. SECM model with US unadjusted nominal data 

0. 4 5 4  6 y - 0 . 103 6 6 y 

( 9 . 12) 
4 t 

(1. 7 4 ) 
1 4  t 

- 0 . 212 
( 4. 29 > 

( c-y ) + 
t- 4 

0 . 351 
( 9 . 92 )  

6 p 
4 t 

+ 0. 0 4 7  �
1

6
4

p
t 

- 0 . 029 + 0 . 010 51 + 0 . 0 1 4  52 + 0. 006 53. 
( 0. 03) ( 2 .  28) ( 3. 51) ( 3. 84) ( 2. 22) 

S E R  = 0 . 008 6 .  DW 
- 2  

= 1 . 15 ,  N = 113. R = 0 . 8 78 . 

These results suggest that the SECM model can explain the 

change in UK and US non-durable consumption with very similar 

coefficients. The coefficients on the US model are all within 

the range of the UK coefficients � two standard errors of the UK 

estimates. However , the worrying feature of this model is the 

poor performance in the DW statistic which indicates that there 

is some residual serial correlation. 
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B y  wa y o f  co m p a r is o n , t h e s a m e f o r m  o f  m o d e l , t h o u g h  w i t hou t 

s e a s o n a l  d u m m i e s f o r o b v i ou s  r e a s o n s , was e s t i m a t e d wi t h  t h e mor e 

re l i a b l e  s e a s o n a l l y a d ju s t e d  US d a t a , b u t  chan g i n g t he l a g 

s t r u c t u r e ,  s o  t h a t  t h e 6
4

X
t

t e r m s  we r e  r e p l aced b y  f i r s t  

d i f f e r e n ce t e r m s . T h e E C M  m o d e l  v i e l d e d  t he f o l l ow i n g  r e s u l t s 

w i t h  cu r r e n t  p r ice d a t a f o r 1 95 2 . 2- 1 98 2 . 2 .  

T a b l e  2 .  DHSY m o d e l  US a d ju s t e d cu r r e n t  p r i ce d a t a 

6
1

c
t 

= 0 . 4 00 6 v - 0 . 07 0 6 6 y 
< 6 . 5 5 )  

1 t 
< 1 . 28 )  

1 1 t 
0 . 025 <c-v>

t
_

1 
+ 0 . 4 8 7  6

1
p

t 
( 6 .  6 2 )  ( 7 . 1 6 )  

- 0 . 1 4 2 
( 1 • 32 ) 

2 � p 
1 t 

S E R  = 0.004 1 0 .  D W  
- 2  

= 1 . 8 8 ..  N = 1 2 1 .. R = 0 .  6 8 5 . 

T h e s a m e  m o d e l wa s a l s o e s t i m a t e d  wi t h  co n s t a n t p r ice d a t a  i n  

o r d e r  t o  c h e c.k o n  t h e is omor p hic p r o p e r t i e s o f  t h e m o d e l .  

T a b le 3 .  DHSY mod e l  e s t i m a t e d  w i t h  US a d ju s t e d  r e a l  d a t a 

6 c = 0 . 4 02 � v - 0.07 2 6�y
t 

- 0.026 < c- y ) - 0 . 1 8 8 6
1

p
t 1 t 

( 6 . 27 >  
1 t 

( 1 . 28 )  ( 6 . 62 )  
t - 1 

<2 . 8 8 ) 

S E R  

- 0 .  0 1 1 
((!. 90) 

2 � p 
1 t 

-2 
= 0 . 004 1 4  .. DW = 2 . 02 .. N = 1 2 1 �  R = 0 . 390 . 

A s  e xp e c t e d  t h e r es u l t s  of T a b l e s 2 a n d  3 g iv e  a l m o s t  

i d e n t i ca l  co e f f icie n t s  o n  a l l b u t  t h e p r i ce t e r m s .  H o we v e r . t h e  

p r e s e n ce o f  a n y  ch a n g e  i n  t h e i n co m e  a n d  er r o r cor r e c t i o n t e r m s  

m e a n s t h a t  t h e r e i s  i n con s i s t e n cy i n  t h e p r i ce d e f l at i o n p r o ce s s , 

a n d  t h i s m o t i v a t e s t h e u s e  o f  cur r e n t  p r i ce d a t a  t h r o u g h o u t t h e 

e s t i m a t i o n wo r k .  T he ECM m o d e l  i s  a l s o s l i gh t l y  b e t t e r s p e c i f i e d 

i n  T ab l e  2 t h a n  i n  T a b l e  3 i n  t e r m s  o f  t h e S E R . W h e n  t h e s e  m o d e l s  

we r e  e s t i m a t e d f o r t h e 1 972- 1 98 2  p e r i od t he S E R  r e m a i n e d  l a r g e l y  

s i m i l a r ,  w i t h  the cu r r e n t p r i ce mo d e l  hav i n g a s m a l l e r a b s o l u t e  

s i ze o f  S E R . T h e s i m p l e R E P IH f o r m u l a t i on o f  a f o u r t h  or d e r 

a u t or e g r e s s i o n o f  t h e l o g o f  r e a l  p e r  ca p i t a co n s u m p t ion ( o n l y  

t he f i r s t  l a g wa s s i g n i f i ca n t )  y i e l d e d  a s u b s t a n t i a l l y  h i g h e r  

S E R  o f  0 . 0053 o v e r  t h e f u l l s a m p l e  p e r i od .  

G i v e n  t h a t  t h e u n a d ju s t e d  d a t a u s e d  ab o v e  h ad t o  b e  d e r i v e d  

f r o m s eco n d a r y s o u r ce s . a n d  t h a t  con s t a n t a n d  cu r r e n t  p r i ce d a t a  

we r e  o n l y  av a i l ab l e  f or t h e s e a s o n a l l y  ad ju s t e d d a t a , t h e r e s t  o f  

t h e a n a l ys i s  w i l l  b e  con d u c t e d  u s i n g a d ju s t e d  d a t a . i n  co m m o n  

wi t h  a l l o t h e r  s t u d i e s o f  U S  con s u m p t i o n d a t a . d e s p i t e t h e 

p r o b l e m s  t h a t  t h e W a l l i s [197 4 ]  cr i t i q u e  s u g g e s t s  m a v  b e  p r e s e n t .  

4 



The properties o f  t h e  US co n su mpt i on data 

In a ssess i n g t h e  a b i l i ty o f  the ECM m o d e l  to characterise US 

consumption i t  i s  important that the properties of the data to be 

explained are understood. T h e se a son a l ly a d justed ECM models 

estimated a b ove h a ve use d �
l

e
t

• as the dependent variable, for 

comparison t h e � v te r m  i s  also s h o w n , s i n ce this was shown to b e  
l t 

a s i g n i f i ca n t  v a r i a b l e  i n  t h e  restricted model. 

F i gur e 1 .  � c a n d  o
1

v
t

: C o n sta n t  price data 
1 t --

8.83�-----------------, 

8.82 

8.81 

8.88 

-8.81 

_JL't'D72 --· 11LftD7Z 

F i g u r e  1 s h o w s  t h a t  th e r e  w a s  a f a i r l y stro n g  cyc l i ca l  tr e n d  

i n  b o th co n sum p t i on a n d  i n co m e  du r i n g the 1 95 0s and 1 96 0s. 

H o w ever . s i n ce the 19 70s ther e h a s  b e e n  a d e g r e e o f  g rowth i n  

bot h  o f  t h e  se r i e s .  a s  w e ll a s  a n  i n cr e a se in t h e  va ria b i l i ty o f  

t h e  ser i es f r o m ou a r te r  t o  ou a r te r . 

I n  t h e  E C M  model the other i m p o r ta n t  ter m i s  t h e  d i se q u i l i b r i u m 

te r m  <c-vl 
t-1

, t h e  a v e r a g e  p r o p e n s i ty to con sum e <APCl, w h i ch 

i s  u se d  a s  a p r o p o r t i o n a l  con tr o l  m e c h a n i sm .  T he path o f  t h e  US 

APC s i n ce 1 95 0  p r ese n ts an i n te r est i n g  p i cture . 

F i g u re 2. T h e US A P C  f o r n o n - d ur a b l e go o d s  and services 1 95 0 . 1 - 1 9 8 4 .2 

8.azr----------------. 
8.81 

8.88 

8.79 

11.78 
1.77 

8.76 

8.75 

8.?4 

IIOttlftAL APC 
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. 2 

Fro m t h e  l a te 1960s t h e re is a con t i n u a l d ec l i n e in 

consu m p tion re l a t iv e  to d i soosa b l e  in com e ,  u n ti l  t h e l a st q u a r t e r 

of 1973. A f t e r  t h a t  t i m e t he t re n d  is re v e rse d u n t i l t h e  

c o n su m p tio n l e v e l s  o f  t h e  1950s a re re - es t a b l is h e d  i n  t h e 1980s . 

Such a pattern is i n  con t ra st t o  t h e Un i t e d  Kin gd o m  w h e re t h e  o i l 

price rise o f  t he mid -1970s saw a d e ce l era t io n  in n o n -d u ra b l e  

con su mp t i o n  w i t h h i storica l l y h i gh l e v e l s  of sa ving. An y 

su ccessfu l  m o d e l  of US con su m p t ion m ust t h e re fo re b e  cap a b l e  o f  

explain in g w h y  t h e  A P C  ch a n g e d  s o  d ra m a t ica l l y i n  1973 . B e ca use 

o f  t h i s  o b v i o u s  b r e a k  i n  p e rson a l  sector b e h a v i o u r , sp l i t sa m p l e  

test i n g o r  r e cu rs i v e  e s t i m a t i o n w i l l  b e  esse n t i a l . 

On e e xp l a n a t i o n t h a t  h a s  b e e n  a d v a n ce d  in o rd e r  t o  e x o l a i n  

t he c h a n g e  i n  co n su m ot i o n b e h a v i our i n  t h e  UK h a s  b e e n  t he r a te 

of in f l a t i o n  < se e  De a t on [1977) a n d  Bu l k l ey [19 8 2 J> .  H o w e v er . a s  

F ig u re 3 s how s . t h e r a te o f  or i ce i n f l a t i on i n  t h e  US 

was h i g h l y  v a r i ab l e  d u r i n g  t h e 19 7 0s a n d  19 80s . T he se r i e s 

p e a ks i n  1974 . 1  a n d  19 8 0 . 1 <note t h a t  �
l

o
t 

i s  u se d  a s  o p p osed t o  6
4

o
t 

d u e  to t h e  se a so n a l  a d ju s t m e n t in t h e d a t a > .  A l t ho u g h t he 

g r a d u a l i ncr e a s e  i n  i n f l at i on m a y  we l l  acco u n t for t h e d e c l i n e i n  

t h e  A P C  o v e r  t h e 19 6 0s. i t  is d i f f i cu l t  t o  a ssess h o w  t h e  h i g h l y  

v a r i a b l e  n a t ure of i n f l a t i on s i nce 1973 shou l d  b e  t h e p r i m e  

fa c t or i n  p r omot i ng a cont i nu i ng g ro w t h  o f  t h e  co n su m p t i o n to 

i ncom e ra t i o . T h u s  w e  h a v e to l o ok e l se w h e re for o u r  e x o l a n a t i o n 

o f  US co n su m p t i o n b e h a v i ou r . 

F i g u re 3. Pr i ce i n f l a t i on on a l l g oods ca l cu l ated b y 6 l n P ��������������������� 1--- t 
1.135 f" 

1.131 
_ILPC 

1.125 

1.128 

1.1115 

1.111 

1.1115 

1.888 

-1.1115 
1955 19111 1965 1971 1975 

T his b r i ef l o o k  a t  the d a t a h a s  s h o w n  t h a t  wit h o u t  a 

t horo u g h in v e s t i g a t i o n o f  t he d a t a .  it i s  n o t  p ossib l e  t o  kn o w  

why o u r  mod e l  p e rforms w e l l , o r  e v e n  wh a t  is t h e  a p p ro p r i a t e w a y  

o f test i n g  o u r  m o d e l , fo r e x a m p l e  w h e r e im p orta n t  structu ra l 

br ea k s  m a y  o ccu r :  t h u s  e v e n  t h o u g h  we m a y  h a v e  a g oo d  s t a t i s t i ca l  
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f i t  ov e r  t h e  e nt i re s a m p l e ,  t h e re m a y  b e  offs e tt i ng i nf l uence s i n  
t h e  s u b - samp l e s < s e e  M u e l l b au e r  [1 983) for an e x am p l e ) . 

T ow ard s a fu l l  E C M  m od e l of US cons u m p t i on 

I n  this s e ct i on of t h e  p ap e r  an u nre s tr i cte d m od e l  of US 

cons u m p t i on i s  e s t i mate d that i ncorp orate s the s am e  var i ab l e s 

t hat w e re found to b e  s i g n i f i cant i n  the s tu d y  of B e an [1 986) . 

T h e B ean s tu d y  is cu rrent l y  the mos t  r i g ou rou s e rror corre ct i on 

m od e l  t h a t  has b e en te sted , t h u s  i f  a ny mod e l i s  to i m p rov e u p on 

i t) i t  m u s t  b e  s hown to b e  cap ab l e  of at l e ast v ar i ance d om i nat i ng 

i t. i f  not e ncompas s i ng i t . Bea n 's mod e l was e s t i mate d w i th 1 9 72 

constant pr i ce d ata. and i nc l u d ed the nu m b e r  of hou rs work e d  H
t

• 

and t h e  rea l l e v e l  of s h a� e  p rice s , S
t 

< as m e as ure d b y  the s t a nd a� d  

and Poo � 500 i nd ex) as ad d i t i ona l �e g � e s so�s. Howe v e � , b ecau s e  of 

t h e  pre v i ou s  d i s cu s s ion on the prop ert i es of the cons t a nt p r i ce 

and cur� ent p r i ce d ata. the mod e l  w a s  re-e s t i m a te d  us i ng b ot h  

1 972 cons t a nt P� i ce a nd cu r� e nt P� i ce d ata i n  ord e r  t o  test the 

v al i d i ty of t h e  re str i ctions that BEan i m p osed , i n  an atte m p t  to 

as s e s s  t h e  e xtent to w h i c h Bean 's mod e l  i s  d ata s p e c i f i c . 

Un l i ke the Bean stud y ,  the start d ate for the e s t i mat i on work was 

1 9 5 4. 1 rat h e r  t h a n  1 9 50. 1 . Th i s  i s  i n  k e e p i ng w i th the 

e s t i m a t i on work of Mu e l l b au e �  and Bover [1 986) and B l i nd er and 

De a ton [ 1 985 J. T h e  reason for th i s  i s  t hat i t  av o i d s t h e  p e riod 

of t h e-Korean wa� , w h e n  < as was s een from F i gu re 2 >  t h e  A PC fe l l  

� a p i d l y . A l s o ,  i n  1 9 54 the US ta x system was a l tere d s o  t hat 

i nte � e s t  p ay m ents and � e ce i p ts we� e treated s y m m e tr i ca l l y . 

A s  w as found i n  Tab l e s 2 and 3 ,  the effect of u s i ng nom i na l  

d ata i n  t h e  re st� i cted mod e l  was not onl y to chang e t h e  s i g n of 

t h e  p r i ce te rm s b u t a l so to a l te r  the coeff i c i e nts and 

s i g n i f i cance of s o me of the ot h e r  e x p l anatory var i ab l e s ,  notab l y  

i m p rov · i ng t h e  s p e c i f i cat i on of t h e  e rror corre ct i on term, 

e s p ec i a l l Y  i n  the m ore recent p e r i od .  How e v e r , the most notab l e  

c h ang e i s  t h e  s i ze and s i g n i f i cance of the l ag g e d i nf l at i on term nt-1 
w h i ch i s  a l so notab l e  for the d i fference of s i ze of t h e  var i ab l e  

i n  t h e  curre nt p r i ce d ata mod e l  i n  the s u b  samp l e  e s t i mate s .  e v e n 

t h ou g h t h e  cons tant p r i ce d ata e s t i mate s are s i m i l ar .  

7 



T a b le 4 .  Be a n 's "Re s t r i c t e d m o d el" F RB d a t a  

5 4 . 1 - 8 2 . 2 5 4 .1 - 7 2 . 2 7 2.2- 82.2 

DA T A  1 97 2  NOM 1 97 2  NOM 1 97 2  NOM 

6 
1

y
t 

0 . 25 5 0 . 21 5  o. 1 94 0 .  1 69 0 . 31 1  0 . 21 5  
( 4 .  6 )  ( 3 .  9) ( 2 .  5> ( 2. 1 ) ( 3 .  6 )  ( 2 .  8 )  

<c-y>
t _1

- 0 . 021 - 0 . 021 - 0.022 -0 . 01 8 -0 . 026 -0.04 1 
(6 . 5 )  ( 7 .  2) ( 3 .  9) < 3 .  7 )  < 3 . 0> ( 5. 1 )  

i'>
l

H
t 

0 . 224 0 . 27 4 0 . 26 5 0 . 27 2 0 . 21 6  0 . 24 4 
( 3 .  2) ( 3 .  9) ( 2 . 7 )  < 2. 8 >  ( 1 .  9) ( 2. 4 )  

.6 s -0 . 01 2  - 0 . 009 - 0.01 1 - 0 .  01 1 - 0 . 01 3  - 0 . 006 1 t - 2 
( 1 .  7 )  ( 1 . 3 )  ( 1 .  3) (0 . 9) ( 1 .  1 ) <0 . 7 )  

� n -0 . 21 7 0 . 220 - 0 .  1 91 0 .  1 37 - 0 . 3 1 7 0.26 7 1 t 
( 1 .  4 )  ( 1 .  5 )  < O .  8 >  < O .  6 >  ( 1 . 3) ( 1 .  2) 

u2n 0 . 01 9  0. 1 4 7 - 0 . 01 5  0 . 21 5  0 . 07 5 0.06 7 
t <0. 2> ( 1 .  5) < 0 .  1 )  ( 1 .  5> < 0 . 5) < 0 . 5 )  

"
t - 1  

-0.173 0 . 6 7 6  - 0. 1 5 8 0 . 820 - 0.24 3 0 . 4 1 9 
< 2. 8> <9 . 7) ( (J . 9) ( 4 . 3) ( 2. 0) ( 3 .  9 )  

SER 0 .  3 7 8 / .  0. 3 8 3 /. 0 .  38 4 / .  0 . 3 8 6 /.  0 . 3 7 01. 0.3 6 7 /.  
DW 2 . 07 50 1 . 8 3 7 7  2.31 92 2.1 7 7 7  1 .933 8  1 .  4 6 1 0  -
R: 0.4 1 5 8 0 . 7 4 00 0.3 4 6 9 0.501 0 0 . 5599 0.4 521 
N 1 1  4 1 1 4  7 4  7 4  4 1  4 1  

T h e r e s ul t s  f or t he f ull s a m p le es t i m a t i on w i t h t he cons t a n t  

p r i ce d a t a a r e  simil a r  t o  t h ose f ound b y  Bea n .  H o w e v e r , t he s u b  

s a m p le es t i m a t es s h ow t h a t  t here i s  some p a r a me t e r  i ns t a b i li t y  i n  

t he m od el . a nd t h a t  t her e m a y  also b e  some m i s s p ec i f i ca t i on ,  

es p ec i a lly i n  t he mor e r ecen t p er i od ,  w h e r e  t he Dur b i n  W a t s on 

s t a t i s t i c  i s  ver v low tor t he cur r ent p r i ce d a t a  mod el. T he 

ov e r a ll p e r f or mance o f  t he model us i ng t he cur r en t  a nd cons t a nt 

p r i ce d a t a s e t s  i s  not d i s s i m i la r . w i t h t h e S E R s  o f  t h e m o d e l  

e s t i m a t e d  w i t h  cur r en t  p r i ce d a t a g e ner ally b e i ng m a r g i n a lly h i g h e r . 

I n  a n  a t t e m p t t o  a s ses s t he d e g r ee o f  m i s s p e c i f i ca t i on i n  

t he m od e l  t he unr es t r i c t e d  m o d el t h a t  ne s t s  t he Bean f or m ula t i on 

w a s  e s t i m a t e d ov er t h e s a m e  s a m p les a s  a b ov e ;  t h e T r e a sur y  b i ll 

ra t e  R w a s  i nclud e d  f or commonal i t y  w i t h B e a n 's unr e s t r i ct e d mod el. t 

T he r e s ul t s  of e s t i m a t i ng t h e unr e s t r i ct ed m o d e l  w i t h b o t h  

-1 cons t a n t  a nd cur r en t  p r i ce d a t a con f i r m  t h a t  i t  i s  p o s s i b le t o  

mod el con s um p t i on i n  e i t h er nom i nal o r  cons t a n t  p r i ce t e r m s wi t h  

t h er e b e i ng l i t t le e f f ect on t he p a r a m e t e r i za t i on o f  t he mod e l  

exce p t i n  t h e p r i ce t e r m. t h e r e b y  m e e t i ng t he cr i t e r i a  i n  t h e 

d e s i g n m e t h od olo g y  o f  d a t a  a d m i s s i b i l i t y . T her e i s  a s ug g e s t i on ,  

how e ver , i n t h e S E R  o f  t h e 1 97 2 - 1 982 e s t i m a t e s  t h a t  t h e mod el h a s  

t oo f e w d e g r e e s  o f  f r e e d om .  
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Ta b l e  5 .  " B a s e l i n e mod el " De p e n d ent v a r- i a b l e  6
1

c
t 

V a r- i a b l e 5 4 . 1 - 8 2 . 2 

DATA 

s
t 

5
t- 1 

5
t- 2 

5
t- 3 

"
t 

"
t- 1 

"
t-2 

"
t- 3 

H
t 

H 
t- 1 

H
t - 2  

H
t- 3 

R
t 

R
t- 1 

R
t - 2  

R
t - 3  

co n s t .  

1 972 

- 0 .  1 2 1  
( 1 • 2) 

-0 . 0 1 9 
<0 . 1 )  

0 . 08 4 
<0 . 8) 

0. 2 1 6 
( 3. 5) 

- 0 .  108 
( 1 • 2) 

- 0. 06 8 
<0. 8 )  

0 . 028 
<0. 4 )  

0. 0 1 3 
( 1 • 9) 

0 . 00 1 
( 0. 1 )  

- 0. 022 
( 2. 2) 

- 0. 007 
( 1 .  0) 

- 0. 3 1 2  
( 2 .  5) 

0 . 06 4 
( 0 . 5 )  

- 0 . 026 
<O. 2 > 

- 0. 085 
<0. 7) 

0 .  1 1 
( 1 • 3) 

- 0 . 176 
( 1 • 5) 

0 . 1 30 
( 1 .  2) 

- 0 . 082 
( 1 .  0) 

0. 6 0  
( 2 .  3) 

- 0 . 6 75 
( 2 .  3) 

0 . 296 
( 1 • 0) 

- 0 . 276 
( 1 .  2) 

- 0 . 005 
<0 . 3) 

S E R  = a 0 .  36 6 2/ .  

DW 1 . 998 6 

R• 0 . 4 5 1 8  
N 1 1 4 

NOM 

- 0 .  1 00 
( 1 .  0) 

0 . 0 1 8 
( 0 .  1 ) 

- 0 . 0 1 1 
<0. 1 )  

0. 16 4 
( 2. 7) 

- 0. 06 9 
( 0 .  8 )  

- 0.036 
<0 . 4 )  

0. 04 5 
( 0 .  6 )  

0. 0 1 1 
( 1 . 6 )  

-0. 003 
<0 . 2) 

- 0 . 0 14 
( 1 • 3) 

0. 005 
( 0 . 7) 

0 . 273 
<2 . 5) 

0. 1 53 
( 1 • 3) 

0. 1 1 6 
( 0 .  9) 

- 0. 052 
( 0. 4 )  

0 . 132 
( 1 • 6 )  

- 0.222 
<2 . (l) 

0. 1 06 
( 1 • 0) 

- 0 . 04 2 
( 0 .  6 )  

0. 4 28 
( 1 .  7) 

- 0 . 5 6 8  
( 1 .  9) 

0 . 233 
<0 . 8 )  

- 0 . 4 1 2 
( 1 .  7) 

- 0 . 005 
<0 . 3) 

0 . 36 00% 
1 .  9832 
0 . 77 1 9  
1 1 4  

5 4 . 1 - 72 . 2 

1 972 

- 0 . 34 9 
( 2 .  5 )  

0 .  1 6 5 
( 1 • 0) 

0 . 05 9 
<0. 5) 

0 . 1 96 
( 2 . 0) 

0. 08 8 
( 0 . 6 )  

- 0. 04 3 
( 0 . 3) 

- 0. 1 1 0 
( 1 .  0) 

0. 008 
<0. 9) 

0 . 0 1 1  
<0 . 9) 

- 0 . 02 1  
( 1 .  6) 

0 . 008 
( 0 . 8 )  

- 0. 24 6 
( 1 • 2) 

- 0 . 230 
( 1 • 0) 

0 . 222 
( 1 • 0) 

0 . 082 
( 0 . 5) 

0 . 077 
<0 . 6) 
-0. 21 1 
( 1 • 3) 

0 . 08 0 
<0 . 5) 

0. 1 4 6 
( 1 .  1 )  

0 . 8 70 
( 1 .  5) 

- 1 . 4 6 9  
( 1 • 7) 

1 .  5 6 8  
( 1 • 9) 

- 1 . 6 73 
( 2 .  4 )  

0 . 007 
<0 . 3) 

0 . 369 1 %  
2 . 0943 
0 . 3980 
74 

NOM 

- 0 . 3 1 7 
( 2 .  3) 

0 . 23 1 
( 1 .  4 )  

- 0 . 057 
( 0 . 5 )  

0 .  1 1 9 
( 1 • 2) 

0 . 1 27 
( 0. 9) 

- 0 . 002 
<0 . 0) 

-0 . 097 
<0 . 8) 

0. 006 
( 0 . 5) 

0. 0 1 6 
( 1. 1 )  

-0. 02 1 
( 1 • 3) 

0 . 009 
<0 . 8) 

0 . 1 99 
( 1 .  1 )  

0 . 25 9 
( 1 .  4 )  

0 . 27 1 
( 1 .  4 )  

0 . 1 08 
<0 . 6) 

0 . 08 0 
( 0 . 6 )  

-0 . 236 
( 1 .  4 )  

0 . 05 1  
<0 . 3) 

0 . 1 39 
( 1 .  0) 

0 . 9 1 2  
( 1 .  5) 

- 1 . 5 1 6  
( 1 .  7) 
1 .  6 1 5  
( 1 • 9) 

- 1 . 625 
( 2 .  5 )  

0 . 006 
( 0 .  2) 

0 . 36 99% 
2 . 0396 
0 . 5 4 5 9 
74 

72 . 2- 8 2 . 2 

1 972 

0 . 08 4 
<0 . 6 )  

- 0 . 5 03 
( 2 .  3) 

0 . 26 4 
( 1 • 5 )  

o. 1 97 
( 2 .  7) 

- 0 . 336 
( 3 .  4 )  

- 0 . 079 
<0 . 8 )  

0 .  1 28 
( 1 .  5 )  

0 . 0 1 4 
( 1 .  4 )  

- 0 . 04 4 
( 3 .  1 )  

- 0 . 00 1 
( 0 .  0) 

- 0 . 0 1 6 
( 1 .  5) 

-0 . 672 
( 4 .  1 ) 

- 0 . 09 1 
( 0 .  5 )  

-0 . 4 8 6 
( 2 .  3) 

- 0 . 739 
( 4 .  2) 

0 . 375 
( 3 .  2) 

- 0 . 1 93 
( 1 • 3) 

0 . 337 
( 2 .  6 )  

- 0 . 020 
( 0 .  2) 

1 .  0 4 2  
( 4 .  5) 

- 1 . 04 6 3  
( 3 . 7) 

1 . 0 1 0  
( 3. 2) 

-0 . 4 8 7  
( 2 .  0) 

0 . 02 1  
( 0 .  4 )  

0 . 228 6 %  
1 .  9539 
0 . 8 300 
4 1  

NOM 

0 . 06 5 
<0 . 4 )  

- 0. 5 34 
( 2 .  0) 

0 . 5 29 
( 2 . 3) 

0 . 073 
<0 . 8 )  

- 0 . 250 
( 2. 1 )  

- 0 . 038 
<0 . 3) 

0 .  14 8 
( 1 .  5 )  

0 . 0 1 1  
( 1 • 3) 

- 0. 023 
( 1 .  7) 

0 . 009 
( 0. 7) 

-0. 0 17 
( 1 .  5 )  

0 . 277 
( 1 • 3) 

0. 1 16 
<0 . 5) 

0 . 2 14 
( 1 .  0) 

- 0. 4 15 
( 1 • 8 )  

o .  1 6 6 
( 1 • 2) 

-0 . 1 92 
( 1 .  1 ) 

0 . 1 6 0 
( 1 .  1 )  

- 0 . 04 4 
<0 . 4 )  

0 . 6 90 
<2 . 1 )  

- 0 . 5 03 
( 1 .  5 )  

0 . 6 8 9  
( 1 .  8 )  

- 0 . 6 4 5  
( 2 .  2) 

0 . 0 14 
( 0 .  2) 

0 . 26 9% 
1 . 8 8 7 1  
0 . 6 937 
4 1  



T h e u n r e s t r i c t e d  m od e l  r e p or t e d  i n  T a b l e  5 s u gge s t s  t h a t  

t h er e a r e  l i k e l y  t o  b e  on ly l i m i t e d  i m p a ct s f r om t he s t ock m a r k e t  

p r i ce i n  t he f or m  t h a t  B e a n  i n t rod uces a n d  t h a t  a �
2

s
t 

r e s t r i c t i on 

m i gh t  b e  m or e a p p r op r i a t e .  T h e e x t e n s i v e u s e  o f  t h e p r i ce t e r m s  

t h a t  B e a n  e m p l oys a l s o a p p e a r s t o  b e  op t i m i s t i c, s i n ce t h e on l y  

ob v i ou s l y  s i gn i f i ca n t r e s t r i ct i on i s  t h a t  o f  t he cu r r e n t  

i n f l a t i on r a t e . T h e i m p os i t i on o f  t he � H r e s t r i ct i on a p p e a r s  
1 t 

v a l i d  i n  a l l b u t  t h e e a r l i e r  s u b  s a m p l e , w h e r e a s  i t  a p p e a r s t h a t  

t h e i n t e r e s t  r a t e t h a t  B e a n  om i t s f r om h i s  r e s t r i ct e d  m od e l  i s  

s i gn i f i ca n t i n  a l l t h e e s t i m a t i on p e r i od s  a n d  t h a t  i t  wou l d  b e  

s i g n i f i ca n t l y  n ega t i v e i n  e i t h er l e v e l s  or d i f f e r e n ce f or m .  

A n o t h e r  i n t e r e s t i n g r e s u l t  wa s t h a t  t he s i ze o f  t h e i n f l a t i on 

t e r m  i n  T a b l e  4 wa s r e p r od u ce d  i n  t h e u n r e s t r i ct e d  e q u a t i on f or 

t h e m os t r ecen t p e r i od .  

T h e f a ct t h a t  t h e S E R  o f  t h e r e s t r i ct e d  mod e l  i s  m u ch 

gr e a t e r  t h a n  t h a t  f or t h e u n r e s t r i ct e d mod e l  i n  t h e mor e r e ce n t 

p e r i od ,  a s  we l l  a s  t h e s i ze of t h e DW s t a t i s t i c  p r e v i ou s l y  

m e n t i on e d , con f ir m s t h a t  t h e r e  a r e  l i k e l y  t o  b e  i m p or t a n t 

i n f l u e n ce s  m i s s i n g f r om t he p r e s e n t a n a l ys i s ,  a n d  b y  i m p l i ca t i on ,  

f r om t h e a n a l vs e s  o f  US con s u m p t i on t h a t  B e a n  a n d  ot h e r s h a v e  

con d u c t e d .  T h e n a t u r a l  e x t en s i on o f  t he E C M  mod e l  t h a t  h a s  n o t 

b e e n  e x a m i n e d  i n  a n y  o t h e r  s t u d y  i s  t h e i n cor p or a t i on of t h e 

f i n a n c i a l  p os i t i on o f  t h e US p e r s on a l  s e c t or i n  t h e mod e l ,  i n  t h e 

s a m e  w a y  t h a t  t h e l i q u i d  a s s e t  to i n com e r a t i o ,  u s e d  b y  HUS, 

p r ov e d  an i m p or t a n t a d d i t i on a l  r egr e s s or i n  t h e a n a l ys i s  o f  UK 

con s u m p t i on .  

F i n a n c i a l  i n f l u e n ce s  i n  t h e US con s u m p t i on f u n c t i on 

I n  t h i s  s e c t i on t h e F e d e r a l  Re s e r v e  Boa r d  d a t a  

e x a m i n e d i n  t h e p r e v i ou s  u n r e s t r i ct e d  mod e l  a r e  a u gm e n t e d  b y  t h e 

i n t r od u c t i on o f  a con s i s t e n t v i n t a ge o f  f i n a n c i a l  d a t a f r om t h e 

F e d e r a l  R e s e r v e  B oa r d  f l ow o f  f u n d s  a ccou n t s  f or t he US . 

T he l i f e cyc l e hyp o t h e s i s  p l a ce s  gr e a t we i gh t  on t h e r o l e o f  

t h e we a l t h o f  i n d i v i d u a l s  i n  t h e d e t e r m i n a t i on o f  con s u m p t i on ,  

a n d  a cr i t i c i s m o f  mos t e con ome t r i c  mod e l s  o f  t h e UK con s u m p t i on 

f u n ct i on ,  i n c l u d i n g DH S Y  [19 78J, w a s  t h a t  t he y  i gn or e d  p e r s on a l 

s e c t or we a l t h .  T h e s a m e om i s s i on i s  a l s o f ou n d  i n  mos t e m p i r i ca l  

s t u d i e s o f  US con s u m p t i on .  Us i n g t h e f l ow o f  f u n d s  d a t a  i t  i s  

p os s i b l e  t o  i n v e s t i ga t e  t h e e f f ec t s  o f  v a r i a b l e s s u c h  a s  t he 
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stock of total outstanding liabilities and financial assets, as 

well as the role of the flows associated with these stock s and 

tangible assets in the determination of non-durable goods and 

services expenditure in the US. 

The above results showed that even the extended ECM model 

could not fully explain US consumption behaviour, especially in 

the more recent period. In the US the response of consumers to 

the high in f lation of the mid 1970s was a small temporary rise in 

the savings ratio during 1973-75, followed by increased 

consumption o f  both non-durables and durables, in contrast to the 

UK where there was a sustained large rise in the savings ratio. 

In contrast to the UK there f ore we should not expect to f ind any 

substantial increase in the holding o f  f inancial assets during 

this period , but rather a switch away f rom financial assets and a 

growth in personal sector holdings o f  tang ible assets. 

Although there have been substantial acquisitions o f  

f inancial and tangible assets, the growth o f  the stoc k o f  

f inancial assets appears to have accelerated only in the 1975-

1980 period, and actually f ell in 1973, in contrast to what is 

f ound in the UK . However , when these series are examined in 

ratio to income f orm, they yie l d  a very di f f erent picture. 

Figure 4 examines the acquisition o f  total assets ( f inancial and 

tangible) to income ratio and the net liability to income ratios . 

Figure 4 .  Acquisition of total assets and liabilities to income 
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Contrary to expectations there have been simultaneous 

increases in the net acquisitions o f  total assets and liabilities 

relative to income in the periods o f  high in f lation. The 

question is whether the increased net investment has been · 
financed by the increased liabilities, and if so, what assets 
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have been purchased? Figure 5 suggests that during periods 

o f  high in f lation the net acquisition o f  tangible assets has 

increased at a f aster rate than the acquisition o f  net f inanc i al 

assets, and, when link ed with the in f ormation in f igure 4, this 

suggests that the rise in the proportion o f  income spent on 

tangible assets has been f inanced by an increase in the levels o f  

liabili ties held by the personal sector, relative to their inc ome. 

Figure 5. Tangible and f inancial assets to income ratios 

I.ZSr----------------, 
_fAYI 

1.21 

1.15 

1.11 

1.15 

_TAYJ 

,., 
.... ·, /\ I·, 

\ .. /"\ / \ f \ V \.J � d \ 
V f\_r 

NET ACQUISITION OF TANGIBLE ASSETS 

Apart f rom during the periods o f  high in f lation , the 

proportion o f  income going towards tangible assets has f allen 

while the ratio o f  net acquisitions o f  f inancial assets to income 

has tended to rise over time, peak ing in 1 976 and subsequently 

levelling o f f .  I f  we loo k at the stoc k o f  f inancial assets to 

income and the stock o f  outstanding liabilities to income ratios 

we can see the di f f erent attitudes to assets and liabilit i es. 

Figure 6. 5�ock Gf liabilitie� & assets to income rat i os 
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Figure 6 .shows that the ratio o f  the stock o f  f inancial 

assets to income has f allen , whilst the ratio o f  liabilities to 

income has risen steadily over the whole o f  the period . The 

f inancial assets ratio peak s in 1 968 and f alls by 30/. over the 
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n ex t  1 5  y e a r s ,  w i t h w h a t a p p e a r s t o  b e  on ly lim i t e d  a t t e m p t s  a t  

r e b u ild in g t h e s t oc k  o f  f in a n c ial a s s e t s  r ela t iv e  t o  in c om e  

d u r in g  t h e h ig h  in f la t ion p e r iod s i n  t h e m id 1 970 s a n d  1 98 0 . T his 

is in c on t r a s t  to t h e UK w h e�e , a f t e r  t h e f all in t h e liquid 

a s s e t s  t o  in c om e  r a t io s e e n  d u r in g  t h e mid 1 970s , t h er e w a s  a 

s u b s t a n t i a l  r e b u ild in g  o f  t h e s t oc k .  T h u s  t he r e  ha s b e e n  a 

s w i t c hin g b e t w e e n  a s s e t  t y p e s  b y  t h e US p e r s on a l s e c t or in 

r e s p on s e t o  hig h in f la t ion . T he�e a p p e a r s  t o  h a v e b e e n  a 

s w i t c hin g a w a y  f r om f in a n c ial t o  t a n g ib le a s s e t s  d u r in g  t he 

p e�iod , a s  t h e r e al r a t e o f  r e t u r n on liqu id a s s e t s  h a s b e e n  

e r od e d a n d  t h e c a p i t a l  g ain o n  t a n g i b le a s s e t s  in c r e a s e d , a n d  

t h is h a s  b e e n  f in a n c e d b y  a n  in c r e a s e  in t he lia b ili t y  t o  in c om e  

r a t io d u e  t o  a c he a p e r r e al c os t  o f  b or r owin g . T h e r e al e x ­

p os t , p r e -t a x ,  r a t e  o f  in t e r e s t w a s  a t  i t s  low e s t in 1 974 . 1 a n d  

198 0 . 1 , w h e n  US in f la t ion p e aked ; d u �in g t he r e s t  o f  t he s a m p le 

p e r iod i t  w a s  n o t  on ly v e r y low, b u t  a t  t im e s  n e ga t iv e , t hu s  

d e p r e s s in g t h e d ema n d  f or f in a n c ia l  a s s e t s  a n d  in c r e a sin g t h e 

d e ma n d  f or c r e d i t .  

An o t h e r  f a c t or c on t r ib u t in g  t o  t he d e p r e s s ion o f  t h e d e ma n d  

f or f in a n c ia l  a s s e t s  i s  t h a t  t h e r e a l  v alu e o f  t h e s t oc k  o f  

liq u id f in a n c ia l  a s s e t s  w ill h a v e  b e e n  e r od e d b y  t he d ir e c t  

e f f e c t o f  in f la t ion . T h e p r ob le m  wit h t his h y p ot h e s is is t h a t  

t his s a m e  a r gume n t h a s  b e e n  e m p loy e d  t o  d e mon s t r a t e  w h y t h e UK 

s a v in g  r a t io h a d  r is e n  over t his p e r iod , w hile in t h e US w h a t w e  

a r e  a t t e mp t in g  t o  e xp la in i s  a f a ll i n  t h e s a v in g  r a t io .  

O n e a n s w e r  t o  t his a p p a r e n t p a r a d ox m a y  lie in t he e f f e c t  o f  

c �e d i t  �a t ion in g in t h e t wo c ou n t r ie s . I n  t h e UK t h e r e is 

c on s id e r a b le , a l b e i t  m a in ly a n e c d ot a l ,  e v id e n c e  t h a t  in d iv id u a ls 

w e r e  c r e d i t  r a t ion e d  d u r in g  t h e 1 970 s a n d  e a r ly 1 98 0 s , a n d  t h a t , 

u n li k e in t h e US , t h e y  w e r e u n a b le t o  b u ild u p  t h e ir lia b ili t ie s .  

A l t e r n a t i v e l y  t h e a n s w e r  m a y  b e  f ou n d  in d i f f e r in g  m o t iv e s  f or 

hold in g f in a n c ia l  a s s e t s .  In t h e UK i t  a p p e a r s  t h a t  in d iv id u a l s  

a t t e m p �  t o  h old a giv e n  s t oc k  o f  a s s e t s  t o  h e d g e  a g a in s t  f u t u r e 

u n ce r t a in t y . T h u s  t he r e s p on s e  t o  f allin g r e a l  v alu e s  o f  t h e 

s t oc k o f  f in a n c ia l  a s s e t s  t o  in c om e  w a s  t o  in c r e a s e  n om in a l  

s a v in g i n  f in a n c ia l  a s s e t s . I t  a p p e a r s t h a t  in t he U S  in d ivid u a ls 

ha v e  r e a c t e d  to t h e e f f e c t s  o f  in f la t ion on t heir a s s e t  hold in gs 

in a p or t f olio a d ju s t m e n t m a n n e r . As t he r e a l  r a t e  of r e t u r n on 

f in a n c ia l  a s s e t s  d e c lin e d , t h e ir s t oc k  o f  f in a n c ia l  a s s e t s  t o  



in c o m e  d e c l in e d , d esp i t e  n e t  a c qu isitions ta k in g  a hig her 

p rop ortio n  o f  t he ir c urr e n t  in c o m e . T he a b i l ity o f  c o n su m e r s t o  

b orrow a t  l o w re a l  rates o f  in ter e s t  e n a b l e d in d iv id u a l s  to 

in c r e a se t he ir l ia b i l ities to eithe r m a k e  a d d i t ion s to ta n g 1b l e  

a sse t s , <whe re the e f f e c t  o f  e xp e c te d  in f l a tio n a r y  p r essu re s  

shou l d b e  t o  e n c o u ra g e  c u rr e n t  p e r iod c on su m p tio n i n  or d e r t o  

t a k e  a d v a n t a g e  o f  c a p ita l g a in s > , o r  e l se t o  in c re a se c o n su m p t 1on 

o f  n on - d u ra b l e  g o od s <in n omin a l  t erms the v a l u e o f  e xp e n d itu r e  

o n  "n e c essities" t e n d s  to in c re a se with the e f f e c t  o f  in f l a tio n ). 

Giv e n  the d a ta p a t t e rn s a n d  the su g g este d b e ha vio u r a l  

ra t ion a l e  ou t l in e d a b o v e  w e  mig ht e xp e c t to se e t he s t o c k o f  

f in a n c ia l  a sse ts e n te r in g  the n on - d u r a b l e  g o o d s  e qu a tion with 

a n e g a tiv e sig n in the short ru n , as the sto c k of a ssets a r e  run 

d o w n  t o  f in a n c e  c on su m p t ion ; thou g h  with a p ositiv e sig n in t he 

l on g  ru n b e c a u se a n  in c r e a se in a c c e ssib l e  sto c k s  o f  a ssets 

<a ssu min g f in a n c ia l a ssets a r e  mor e l iqu id t ha n  ta n g ib l e  a sse t s )  

shou l d  in c r e a se f u t u r e c on su m p tion , v ia f a m i l ia r  l i f e  c y c l e 

a r g u m e n t s .  

The in c r e a se d s t oc k o f  l ia b i l it ies shou l d  ha v e  ha d some 

im p a c t on c on su m p tion d e c ision s a s  in d iv id u a l s  p r esu m a b l y  in cur 

l ia b i l ities in or d e r to f in a n c e  c on su m p t ion o f  p a rtic u l a r g ood s. 

The se w i l l n or m a l l y b e  tan g ib l e  a sse t s , such as ho u sin g , w i t h  i t s  

c or r esp on d in g  mor t g a g e  d e b t ,  a n  a u t omob i l e ,  o r  so m e  othe r l a r g e  

d u r a b l e  g ood . B e c a u se l ia b i l ities a r e  m a in l y  in c u r r e d to 

f in a n c e  t a n g ib l e  a ssets ther e shou l d  b e  l it t l e  d ir e c t  e f f e c t  on 

t he c on su m p tion o f  n o n - d u r a b l e  g ood s .  How e v e r , with the e xt e n sion 

o f  c re d i t f a c i l itie s , m u c h  mor e c on su m p t ion o f  so-c a l l e d "n o n ­

d u r a b l e s" has b e e n  f in a n c e d b y  a n  in c r e a se in l ia b i l ities. A n y  

e f f e c t  on n o n - d u r a b l e  c o n su m p t io n  shou l d  on l y  a rise a f te r  a 

f a ir l y l on g  l a g a s  the l ia b i l ity w i l l ha v e  t o  b e  re p a id , a n d  a s  

is a r g u e d  i n  H a rn e t t  [ 1 98 8 J , t his l ia b i l ity sho u l d  m a k e  a p r ior 

c l a im on in c o m e  o f  a n  in d iv id u a l , thus e f f e c tiv e l y  re d u c in g  the 

le v e l of d isp osa b l e  in c ome , a n d  ther e f ore ha v in g  a n e g a t iv e  sig n 

in a n y  n on - d u r a b l es e qu a t io n  in the l on g  ru n . 

As w a s  su g g e ste d a b ov e , t he n et a c qu isitio n o f  t a n g ib l e  a ss e ts 

has b e e n  in c r e a sin g in n omin a l v a l u e b u t  f a l l in g  in re l a t io n  to 

in c o m e . O n e  p ossib l e  e xp l a n a tion w o u l d  b e  tha t t he d e f l a to r  on 

ta n g ib l e  a ssets w a s  r isin g  l ess ra p id l y  t h a n  tha t on in c om e . 

Tho u g h  the r e has b e e n  so me c he a p e n in g  in t he p ric e s  o f  d u r a b l e  

1 4  



g ood s �e l a tiv e to in c ome , this is n ot the c a s e  f o� hou s in g . 

Howe v e � , t h i s  s hou l d  b �in g f o�wa�d t h e  p u �c h a s e  d e c ision s o f  

in d iv id u a l s ,  w h e �e t h e  g �e a te s t  b e n e f its f �om p u �c h a s e , a s  

a g a i n s t  �e n ta l , a �e t o  b e  ma d e . I t  is t�u e t h a t  t h e �e h a s  b e e n  

a n  a c c e l e � a tion in t h e  v a l u e o f  t h e  s toc k o f  hou s in g in this 

p e�iod . Howe v e� . t h e  d a ta s u g g e st t h a t  t h e  in c �e a s e  in t h e  

l e v e l o f  in v e s tme n t  i n  ta n g ib l e  a s s ets h a s  b e e n  e v e n l y  s p �e a d  

t h r ou g h o u t  h ou s in g , oth e �  f i x e d a s s ets , a n d  c on s ume� d u�a b l e s ,  in 

b ot h  g �o s s  o� n e t in v e s tme n t  te �ms . T h u s  the�e is a p �ob l e m in 

e x p l a in in g t h e  g �owth of ta n g ib l e  a s s e ts a n d  the d e c l in e  in t h e  

ta n g ib l e  a s s e ts � a tio . The tan g ib l e  a s s e ts te�m c ou l d  t h e �e f o�e 

e n te �  t h e  n on - d u � a b l e s e qu a tion with e ithe� s ig n . Howe v e �, i f  

t a n g ib l e  a s s ets we�e b e in g a c c u mLi l a te d  it i s  l ik e l y  t h a t  n on ­

d u �a b l e  e x p e n d itu �e wou l d  a l s o g �ow , d u e  to p u �c h a s e s  o f  

f u �n is h in g s  e tc . b e in g c o��e l a ted with the a c qu isition o f  hou s e s .  

W e  s h o u l d  e x p e ct a s ma l l p os itiv e c oe f f ic ie n t ,  t ho u g h  t h e  d y n a mic s 

o f  the e f f e c t  mig ht me a n  t h a t  this wa s a l a g g e d �e l a tion s h ip . 

T h e  e�r o� c o r r e c tio n mod e l  with US f in a n c ia l  v a r ia b l e s 

In or d e r to qu a n ti f y the imp a c t  o f  the f in a n c ia l v a r ia b l e s 

in t h e  d e te r min a tion o f  US c on s u mp tion , the u n �e s tr ic te d  mod e l  

�e p or te d  in T a b l e  5 wa s e x te n d e d  to in c l u d e  t h e  v a r iou s f in a n c ia l  

in f l u e n c e s e x a min e d  a b ov e  a n d  wa s e s tima te d  o v e r  195 4 . 1-198 2.2 , 

d u e  to r e s tr ic tion s on the a v a i l a b i l ity o f  t h e  a s s e ts d a ta , with 

c u r r e n t  p r ic e  d a ta. T h e a s s e ts te r ms a r e  in tr od u c e d e x c l u d in g  

the c u r r e n t  l e v e l ,  d u e to the p r ob l e m o f  e n d og e n e ity . T h e  

�e s u l ts o f  T a b l e  5 l a r g e l y  c on f ir m  w h a t  t h e  p r e v iou s a n a l y s is h a d  

s u g g e s te d .  D u e  to t h e  s iz� o f  t h e  mod e l  t h e  s u b  s a mp l e  e s tima tion 

is n ot h e l p f u l . 

O v e r a l l  t h e  p e r f or ma n c e  o f  t h e  mod e l is n ot s ig n i f ic a n t l y 

imp r ov e d .  I n  f a c t ,  d u e  to t h e  in tr od u c tion o f  mo� e te r ms ,  t h e  S ER 

is in c r e a s e d  e v e n t h ou g h  t h e  S S R  is r e d u c e d r e l a tiv e to t h a t  

re p or te d i n  T a b l e  5 .  I n  te r ms o f  t h e  in f l u e n c e o f  t h e  in d iv id u a l  

v a r ia b l e s on t h e  mod e l , t h e  ta n g ib l e  a s s ets e f f ect is s ma l l b u t 

ne g a tiv e , <a l t h ou g h  a p os itiv e u
1

ta
t 

e f f e c t  is s u g g e s te d  b y  the 

d a ta > .  T h e e f f e c ts o f  l ia b i l itie s a r e  s ma l l b u t  p os itiv e  in 

tota l ,  d e s p ite t h e  l a r g e s t  e f f e c t  oc c u r r in g  in t h e  f if t h l a g ,  

a n d  t h i s  b e in g n e g a tiv e . T h e f in a n c ia l a s s ets te r m  y ie l d s a 

s ma l l a n d  n e g a tive l on g - r u n  e f f e c t  with the l a r g e s t  c oe f f ic ie n t  

b e in g n e g a tiv e in t h e  f i f th l a g p o s ition . 
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Ta b l e  6 .  " B a se l in e  mod e 1": F l ow of F un d s  d a t a  

la g 0 1 2 3 4 5 

e
t 

-0 . 18 6 0 . 1 1 3 - 0 . 2 1 9  0 . 0 2 7  0 . 1 34 
( 1 .  6 )  (0 . 7 )  ( 1 .  4 )  ( 0 .  2 )  ( 1 .  2 )  

Yt 
0 . 15 3  - 0 . 0 5 7  - 0 . 0 7 4  - 0 . 039 0 . 0 7 8  0 . 0 4 7  

( 2 . 0 > <0 . 5) <0 . 7 >  ( 0 .  4 )  ( 0 .  7 )  <0 . 5 )  
H

t 
0 . 1 68 - 0 . 0 0 1 0 . 00 1  0 . 0 0 . 00 1 -0 . 0 0 1  

( 1 . 4 )  ( 1 . 3) <0 . 8 >  <0 . 5 >  ( 1 .  1 >  ( 1 .  1 )  
s

t 
0 . 0 0 0 1 0 . 0 0 . 0 - 0 . 0002 - 0 . 0 0 . 0 0 0 2  

( 1 .  4 )  <0 . 4 )  <0 . 2 )  ( 1 .  1 >  <0 . 2 )  ( 1 • 0) 
6 

1 
p

t 
0 . 2 0 9  0 . 2 1 7  -0 . 0 1 1 - 0 . 0 7 2  0 .  1 08 - 0 . 0 1 2  

( 1 . 4 )  ( 1 . 4 )  <0 . 1) <0 . 5 >  <0 . 7 >  <0 . 1 )  
r-* 0 . 0012 - 0 . 00 1 6  0 . 00 1 1 0 . 0 0 09 - 0 . 0008 0 . 0 0 0 7  t 

( 1 . 6 )  ( 1 .  7 >  ( 1 . 0) ( 0 .  7 )  <0 . 7 )  <0 . 8 )  
f a

t 
0 . 0 0 6  - 0 . 050 0 . 053 0 . 034 - 0 . 0 6 2  

(0 . 2 )  ( 1 .  1 )  ( 1 .  1 >  <O . 7 >  ( 1 .  7 )  
ta

t 
-0 . 0 0 6  - 0 . 001 0 . 008 -0 . 009 0 . 0 0 4  
( 1 .  0 )  <0 . 2 )  ( 1 .  2 )  ( 1 . 3) ( 0 .  7 )  

l b  
t 

0 . 08 7 - 0 . 0 4 8  0 . 0 7 5  0 . 0 4 7 -0 . 111 
(0 . 9) <O . 5 >  <O . 9) ( 0 .  6 )  ( 1 .  2 )  

c on s t  - 0 . 0 7 4  
( 1 .  3) 

S E R  = 0 . 37 /. ; DW = 1 . 8 5 05;N = 114 ; R 2  = 0 . 8 6 :  

T h e  r-esu l t s  f r om Tab l e  6 sug g e s t e d  t h a t  t he 6
1

X
t 

r e str ic t ion s 

im p ose d in t h e b asic E C M  mod e l  e s t im a t e d  wit h se a son a l l y  a d jus t e d  

d a t a  w e r e  a p p r op ria t e , b ut t h a t  t his w a s  n o t  g e n e r a l l y  t h e c a se 

f or t h e f in a n c ia l v a r ia b l es .  

T a b l e  7 .  R e s t r ic t e d  mod e l  wit h f in a n c ia l v a r ia b l e s 

5 4 . 1 -8 2 . 2 54 . 1 -7 2 . 2  7 2 . 2 - 8 2 . 2 

6 
1

y
t 

0 .  17 7 0 .  1 4 3 0 . 1 7 5 

( 3 .  3 >  ( 1 . 9) <2 . 4 ) 

<c - y)
t - 1 

-0 . 086 -0 . 1 1 0 - 0 . 093 

( 4 .  2 )  <4 . 0 )  ( 2 .  4 )  
� 

1 
p

t 
0 . 37 4  0 . 088 0 . 4 2 0  

( 4 . 5) <0 . 6 )  ( 3 .  9) 

f a
t -5 

- 0 . 0 1 2  - 0 . 0 1 6  -0 . 016 

( 3. 1 ) ( 3 .  3) ( 1 • 6 )  
� 

1
ta

t-3 
0 . 005 0 . 0 1 1 - 0 . 0 0 0 5  

( 1 .  8) ( 2 .  8) ( 0 .  1 ) 

l b
t - 1  

0 . 0 1 3  0 . 0 1 4  0 . 0 2 1  

( 4 .  8 )  <3.6) ( 2 .  4 )  
R

t- 1 
- 0 . 1 94 o. 1 8 6 - 0 . 4 05 

( 2 .  0) <O . 8 >  ( 3 .  2 )  

6 
1

H
t 

0 .  1 1 5 0 . 128 0 . 0 4 1  

.( 1 . 9) ( 1 . 4 )  ( 0 .  5 )  

SE R 0 . 3497/. 0 . 35 4 6/. 0 . 3 1 1 6/. 

D W  1 .  97 2 7 2 . 2 0 4 8  1 .  8 4 8 7  

R• 0 . 7 8 4 9  0 . 58 2 0  0 . 5897 

N 1 1 4 7 4  4 1  

1 6  



The model containing the assets and liabilities terms gives 

large improvements in performance over the whole data set as well 

as the sub sample periods. The model is generally well 

specified, although greater parsimony might be obtained by 

omitting the 61H
t 

term. In the course of the restriction process 

the other variables that stayed in the longest were 61fa
t

_1 and 

The effect of using shorter lags on the financial assets 

term was investigated, but always produced inferior results to 

those reported here, as did the restriction of employing an 

-integral control term <found in HUS> of the stock of liquid 

assets to income of up to five lags. One interesting effect is 

the negative sign on the financial assets term in all three 

estimates, and the significance of the variable in the earlier 

period. Unexpected is the insignificance of the tangible assets 

term in the most recent period, suggesting that, contrary to 

expectations. there is no evidence to support the hypothesis that 

there has been switching between durables and non-durables 

during the recent period of high inflation. 

Also interesting are the broadly equal and opposite 

elasticities on the financial assets and liabilities terms. This 

suggests that the ratio of financial assets to liabilities is 

important to Americans in the determination of their consumption. 

Due to the nature of observed lags this was modelled as <lb-fa)
t-l 

and 6
4fa

t-l 
to incorporate all three terms. 

Figure 7. Liabilities to assets ratio 

1.51�---------------, 
-LIMSJ 

1.45 

1.41 

1.35 

1.31 

I.ZS 

I.ZI �..,..--'...,. __ "'1""'1"..,..'1"'1"'1""""'""""' __ .,_...,. 
1955 1961 1965 1971 ms 1981 

Figure 7 suggests that there has been a sizeable increase in 

the ratio of liabilities to assets post 1973, and appears to · 

confirm the view that there was a jump down in the level of the 
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stock of financial assets that consumer-s w1shed to hold, at t •t-
same time as liab1lities incr-eased. Thus we can see that ther-e 

is a new 'plateau · level of l iabi 1 ities to assets of 45/., r-ather-

than the 25% level found pr-e 1 973 . Far- fr-om be1ng concer-ned at 

the impact of higher- inflation per- se, and ther-efor-e incr-eas1ng 

pr-ecautionar-y savinq, Amer-1cans appear- to have taken advantage 

of the cheaper- r-eal cost of bor-rowing and used loans to advance 

their pur-chases of goods . both durable and non-durable, rather 

than attempting to maintain the r-eal value of their- stoc�s of 

liquid assets. The results also suggests that the type of equ1t1 

e>:tl"'action argument that has been advanced for the growth 0f UV 

consumpt1on in recent vears has been impot"'tant in the 

determination of US consumer-s · expend1ture fol"' some t1mc. 

ln an attemot to mainta1n the isomorphic nature of the 

equa tion both � D 
4 t-1 

and �lpt_3 were tested. however , the lC�ttel"' 

was Insignificant in all samples , wh1le the former was onlv 

sign 1f1cant 1n the full s a mp l e , and both were therefor-e droppe� . 

The hc·urs tet-m ano the const<•nt w e r e kept in the mc·del for-

loqlcC<l r-athel"' t h a n data based r-easons . 

�1vt 

l c -v > 
t -1 

�1°t 

.i4fat-1 
�

l
ta

t-3 

<lb-fal
t

_
1 

R 
t-1 

6 
1

H
t 

const 

SE� 
DW 
-
�; 
1\J 

::.ll. J-8=:.:;: --- -------- --··-
(1, 21 b 
l4. 31 

- C> . (t75 
l3. b) 

0. 353 
\3. 7) 

C>.Ul4 
(2. 01 

0.005 
( 1. 9) 

0.016 
(4. 7) 

-0. 1 71 
<=?. 0) 

0. 105 
( 1. 6) 

o. 0(19 
( 1. 4) 

(t.35b1'l. 
2.02 
0.7927 

1 1 4  

54.1-72.:.' 

0. 152 
<2. 0) 

-··-�. 129 
\4. t)) 

-(!.01 1 
( C>. 1 ) 

t). 01 1 
( 1. 1 ) 

(1. 01 1 
(2. 8> 

0. 006 
\0. 8) 

0.207 
< 0. 9) 

0. 117 
( 1 . 2) 

-0.018 
( 1. 3) 

o. 3555/. 
2 . 22 
0.6:?65 

74 

72.2-8::::'.:;:: --------- --. 

0. 23b 
( 3. 1) 

-0. l)45 
<0.81 

0. 443 
(3. 3' 

0.02(1 
( 1. 4) 

0. 001�1:::' 
( 0. (l) 

0.015 
( 1. 5) 

- 0 . 2 75 
(2. /) 

0.065 
(0.6) 

0.015 
( 1 . 5) 

0. 3265/. 
1. 85 
0.6400 

4 1 

The results of Table 8 are encour-aging 1n that over- the 

entir-e sample the model is well spec1f1ed, with the full samo _e 
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1.134 

1.131 
I.W 
I.IZI 
I.IU 
1.111 
1.187 
1.1182 

S E R  be i ng a l mo s t 1 0 %  sma l l er than found i n  the Bean r estr i cted 

m o d e l . and a l m o st 2 0 %  smalle r i n  the mo r e  r ecent sub s amp l e . O n e  

d i s appo i ntment was that the l i ab i l i ty t o  assets r at i o  i s  

i ns i g n i f i cant i n  the sub samples . The f i t  of th i s  mode l 

shows t hat t he r e i s  n o  heter o scedast i c i ty , and the mode l i s  

c apab l e  of pas s i no a l l the sp l i t  samp l e  tes t s  for par.ame ter 

c on s t anc y as i s  shown by t h e RLS r esu l t s  r ep o r ted i n  F i gur e 8 .  

Th i s  shows tha t the one steo ahead r e s i d ua l s  conf i r m that the 

m o d el r epo r te d  i n  T ab le 8 i s  well capable of mod e l l i ng the 

d eve l opment s  i n  U S  c onsum p t i on o v e r  the past th i r t y  yea r s .  T h e 

f l a t b a n d s  f o r t he s t a n d a r d  er r o r s  o f  t he equat i on s h o w  t h a t  t h e 

m o d e l  p a r a m e t e r s h a v e  l a r q e l v  b e e n  c o n stant s i nce the ea r ly 1 9 6 0 s . 

T h i s  wa s c o n f i r m e d  b y  t h e R L S  e s t i m a t e s  o f  the i nd i v i dual 

c o e f f i c 1 e n t s . 

F i q u r e 8 .  F i t t e d  a n d  a c t u a l s  w i t h  o n e  step ahe a d  r es i d u a l s  

Suplt hriod is  ms< 4l - tn2< Zl 
ilpcnd :_ nm:D :- -

Siaplt hriod is 1�1< Cl - mz< Zl 
IESID :_ ! 211$.[,:- -

,r._�:·--.-.. -... '···--··---·----·-··· ··-·-···---1. 733 
I 1,485 1 1. 237 M � 
-1.111 , u � 1.� 

-1.51S -1.752 · .. --.. V 

-1.257 
t \·-· .,._ .. '---.......:'·;...·-...11_·--·___.· .... _.·_·-_-.�,;t•;:; .. -=,_.-:,::....L...' -_-_-_,,._�_·._.--_.,_··_-_..;_--..J 1Kl 1968 1973 1978 1H3 

F 1 g u r e 9 .  T h e R L S  c o e f f i c i en t s on t h e e rr o r  c o r r e c t i o n t e rm s 

< c - y > 
t - 1 

< l b - f a )
t - 1  

t.Mf cwr• •- t Z.S. I . •- - t. l" IW.t •- t Z.U.•- -

1. 148 

1.1102 
�-----------------------------------------­

.... 143 
__ . _ _, __ : . _ .-: _· ... -' -· ·· - ·· ···· ··· . ..... · · · ··· ··· - · '

� 
-t.m ,...� ,.__(·.._,� 

-
�- · .

.... . .
. ... . .--- . . . . .. . . . . . 

Lr-" ... ··· · .  ··· ··· . 
-I.Z3S .• · · . ... 

-4.!31 

-e.m 

62 ,. 71 74 T1 • 13 

1.134 ·.-'-_ · . . · ... 
1.111 

....� 

-t.871 

65 .. 71 74 T1 • 

1 9  
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O n e  i n t e r e s t 1 n g f e a t u r e o f  t h e m o d e l r e p o r t e d  h e r e 1 s  h o w  

s i m i l a r i t  i s  t o  t h e r e s t r i c t e d  m o d e l d e r i v e d  f o r t h e U �  b y  

H a r n e t t  [ 1 9 8 8 ] .  T h i s  i s  a l s o e s t i m a t e d  w i t h  c u r r e n t  p r 1 c e d a t a  

a n d  i n c l u d e s  t h e b a s 1 c  D H S Y v a r i a b l e s ,  i n t e r e s t  r a t e s , a n  

u n e m p l o y m e n t t e r m < a n a l og ou s  t o  t h e ho u r s o f  w or k t e r m  u s e d i n  

t h e U S  m o d e l > ,  a n d  t h e l i q u i d  a s s e t s  t o  i n c o m e  r a t i o ,  a s  o p p o s e d  

t o  t h e f i n a n c i a l  a s s e t s  a n d  l i a b i l i t y p o s i t i o n i n  t h e U S . H o w e 1 e r , 

n o  r o l e  w a s  f ou n d  f o r a t a n g i b l e  a s s e t s  t e r m i n  t he U K  m o d e l .  

C o n c l u s i on 

T h e  r e s u l t s o f  t h i s p a p e r h a v e  s h ow n t h a t  t h e e r r c• r  

c o r r e c t 1 on m e c h a n 1 s m f o r m u l a t i o n o f  U S  c o n s u m p t i on l S  w e l l  a b l e 

t o  c h a r a c t e r- i s e u ::. p e t- s o n a l s e c t o r- c o n s u m p t i o n e x p e n d 1 t u r e .  l t  
w a s  s h o w n  t h a t  t h e b a s 1 c  D H S Y  t v p e  m o d e l w a s  c a p a b l e  o f  b e 1 n g 

e s t i m a t e d w i t h  c u r- r e n t  p r i c e  s e a s on a l l y u n a d j u s t e d  d a t a a n d  

v i e l d 1 n g v e r- y s 1 m 1 l a r- c o e f f i c 1 e n t s t o  t h o s e  t y p 1 f y i n g t h e Un 1 t e c  

� 1 n g d o m . h l g h l i q h t i n g t h e g e n e r- a l  u s e f u l n e s s  o f  t h e m o d e l a s  t h e  

b a s i c  d a t a  g e n e r a t i on p r- oc e s s  d e t e r m i n 1 n g c on s u m p t 1 o n b e h a v l O Lt r- . 

I t  w a s  a l s o s h o w n  t h a t  t h e E C M  c l a s s  o f  m o d e l w a s  c a p a b l e  o f  

e s t i m a t 1 o n w 1 t h e 1 t h e r- c u r- r e n t p r- 1 c e  or c on s t a n t  p r 1 c e d a t a , a n a  

t h a t . d u e  t o  q o o d n e s s  o f  f 1 t  a r g u m e n t s  a n d  t h e w e l l  k n o w n  

p r o b l e m s  o f  p r i c e d e f l a t 1 on g e n e r- a l l y ,  c u r- r e n t  p r- 1 c e  d a t a  w a s  t o  

b e  p r- e f e r r- e d . T h e b a s 1 c  E C M  m o d e l  w a s  a l s o s h o w n  t o  v a r 1 a n c e  

d o m i n a t e  t h e s 1 m o l e  P E P I H  m o d e l < a l t h ou g h  n ot t o o  m u c h s h o u l d  b e  

m a d e  o f  t h 1 s p o i � t a s  t h e i n f o r- m a t i on s e t s  u s e d  i n  t h e t w �  m o d e l s  

d 1 f f e r- ! . T h e u s e  o f  b o t h  c u r- r- e n t  p r i c e a n d  c on s t a n t  o r 1 c e d a t a  

a l s o a l l o w e d  a t e s t  o f  t h e d a t a  s p e c 1 f i c t v  o f  t h e B e a n  E C M  m o d e l .  

I t  w a s  s h o w n  t h a t  a l t h ou g h  t h e B e a n  m o d e l w a s  t h e b e s t  c u r r e n t l v  

a v a i l a b l e  E C M  m o d e l o f  US c o n s u m p t i o n .  t h e u n r e s t r i c t e d  

r e g r e s s i o n i n  w h 1 c h  i t  w a s  n e s t e d  s u g g e s t e d  t h e r e w e r e 1 m o o r- t a n t 

o m i s s i o n s , a n d  p o t e n t i a l  m i s s p e c i f i c a t i on s , t h e m os t  i m p o r t a n t 

o m i s s i o n b e i n g a n  a n a l v s i s  o f  t h e w e a l t h p o s i t 1 o n o f  t h e U S  

p e r s on a l s e c t o r . 

T h e u s e  o f  f l o w o f  f u n d s  d a t a  o n  t h e a s s e t  a n d  l i a b i l 1 t v o f  

t h e U S  p e r s o n a l s e c t or a l l ow e d  u s  t o  c o n s t r u c t a m o d e l  b a s e d  m or- e 

o n  t h e H US a p p r o a c h  w h 1 c h  c l e a r l y  v a r i a n c e  d om i n a t e d  t h e B e a n  

s p e c i f i c a t i o n o f  t h e e r r o r  c or r e c t i on m e c h a n i s m m o d e l . I t  1 s  

a l s o i n t e r e s t 1 n g t o  n o t e t h a t  t h 1 s s p e c i f i c a t i o n a l s o v a r 1 a n c e  

d o m i n a t e s  t he m o d e l o f  M u e l l b a u e r  a n d  B ov e r  [ 1 9 8 6 ] w h i c h  w a s  

e s t i m a t e d c o n s t a n t p r i c e d a t a  < w h i c h  H a r n e t t  [ 1 9 8 8 ] s h o w s  1 s  

c o n s i s t e n t w i t h t h e d a t a u s e d  h e r e >  
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T he f a c t  t h a t t he c oe f f ic ien t s  on the b a sic D HSY v a � iables 

in t he UK and t he US models a � e  � obu s t  to � e-es tima tion wi th no t 

on l y  d i f f e� en t  vin t a g es o f  d a t a bu t a c � os s  c oun t � ie s  is an impo� t a n t  

� es ul t. T he d i f f e� en tial s a ving s  � a tios mu s t  the� e f o� e  be d ue to 

f a c to � s no t inc luded in t he D HSY mod el, and this s t udy h a s  

iden t i f ied t wo impo� t an t  f a c to� s. The f i� s t  o f  these i s  the 

di f f e� en ti a l  � esponse o f  c on s u me� s ·  po� t f olio alloc a tion to 

in f l a tion be tween t he two c o un t � ies . T he inves tig a tion of t he 

weal t h  posi t ion o f  US c on s ume� s s u g ges t s  tha t t hey � e a c ted to 

in f l a t ion b y  inc � e a sing thei� levels of deb t , � unning d own t hei� 

s t oc k o f  f in anc ial a s se t s  and c on s uming mo� e. T he sec ond f a c to� 

i s  t h a t t he ne t a c quisi t ion o f  t angible a s se t s  � el a t ive to inc ome 

slowed d u � ing this pe� iod and s u g ges t s  tha t mu c h  o f  t hi s  inc � e a se 

i n  li a b il i t y  wen t in c u � � en t  c ons umption on non- d u � a b les and 

se� v i c es as we l l  as in the inc � e a se in c on s ump t ion on hou sing and 

d u � a b le s . S u c h  beha vio u �  is in s t a � k c on t � a s t  to the UK whe� e 

c on s ume� s held b a c k f � om c on s uming to main t ain thei� f inanc ial 

a s se t s � ela t i ve to inc ome . 
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