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Abstract 

 
This study estimates the consumption function for Pakistan under the permanent income 

hypothesis (PIH) using the annual data from 1970 to 2010. The consumption function under 

PIH is estimated through ordinary least square (OLS) method and instrumental variable (IV) 

approach. The results of both OLS and IV approach shows a small difference between 

marginal propensity to consume (MPC) out of current income and MPC out of permanent 

income. Therefore, these results indicate the invalidity of PIH and validity of Keynesian 

absolute income hypothesis in a case of Pakistan.        
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1. Introduction 

Despite the fact that consumption is one of the fundamental determinants of aggregate 

economic activities there is no consensus among the economists about the consumption 

hypothesis which represents the consumption behavior of typical individual. The most 

popular consumption hypotheses are: absolute income hypothesis (AIH), relative income 

hypothesis (RIH) and permanent income hypothesis (PIH) while PIH developed by Friedman 

(1957) is used most often and is more widely accepted.  

 

According to PIH, the consumption decisions of individuals are not based on the income 

received in the current period but on their anticipated life time income. The PIH divides 
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measured income and consumption into two parts: permanent income, transitory income, 

permanent consumption and transitory consumption respectively. Furthermore, it imposes 

some restriction on the permanent and transitory parts of income and consumption, not only 

that transitory and permanent components are uncorrelated but also there is no 

autocorrelation in transitory components. Thus, we can write the consumption function under 

the PIH as: , which tells us that individuals consume a constant fraction of their 

permanent income.  

Most significant work on the issue in modern literature has been done by Dewan et al (2001), 

Dewan et al (2001) tested the PIH over a cross 

countries data, their results show that PIH is valid in industrial countries but not in 

developing countries.  

objective of 

the study is to estimate the consumption function for Pakistan under the PIH. The rest of the 

paper is structured is as follow: section two and section three offers methodology and 

empirical results respectively while section four provides summary and conclusion.  



2. Methodology   

We can summarize the PIH is as follow: 

   

Thus, equation (2) describes that permanent consumption only depends on permanent income 

and not on transitory income. Palley (2005) defines permanent income as the annuity value of 

life time income and wealth. Moreover, from equation (2) and (5), we derive equation (7).  

    

Where 

 Measured income  

Permanent income 

Transitory income  

Measured consumption 

Transitory consumption 

Permanent income 

= Correlation between X and Y 

 

Substitute equation (4) into (2) we arrive at equation (9): 

…………………………………………………… (8) 

 If   

Then; 

………………………………………………………….. (9) 

By recalling the adaptive expectation model and on the basis of adaptive expectation model 

we obtain the equation (10) 



…………………………….. (10) 

Then we substitute equation (10) into equation (9) and obtaine equation (11) (Johnston 1984) 

 

 

If   is the short-run MPC while ,
 
is the long-run MPC (APC) because 

in the long run MPC = APC. Thus, the equation (12) represents the consumption function 

under the permanent income hypothesis and adeptative expectation model. 

2.1. Data 

The data for estimation of equation (12) was taken from international financial statistics (IFS) 

CD, ROM from 1971 to 2009,  represents is the household consumption and its real value 

was calculated by deflating it with consumer price index (CPI),  while  represents the 

Gross Domestic Product (GDP) and its real value was calculated by deflating it with GDP 

deflator.  

3. Empirical results 

Table 1 shows the results of the equation (12) The estimates of column two and four are 

estimated by ordinary least square (OLS) and instrumental variables (IV) method 

respectively. These results indicate that the value of MPC in short run is 0.699 while in the 

long run is 0.866. The 0.699 is MPC out of current income while 0.866 is MPC out of 

permanent income.  The adaptive expectation coefficient is 0.807 which implies that three-

fourth of the expectation of the consumers are realized in any given period. The MPC out of 

current income are  percent increase in the current income will increase the 

consumption by 0.699 percent on average



 

TABLE: 1 Estimated results of  

 Note: and  is used as instrument variables.   

4. Conclusion  

This study estimated the consumption function of Pakistan under the PIH and adaptive 

expectation model. The MPC of the short run was found to be 0.699 and MPC for long run 

was 0.86.  This indicates that the individual’s consumption in Pakistan rely on their current 

income because there is a very small difference between MPC out of current income and 

MPC out of permanent income. The expectation coefficient which is 0.807 also indicates that 

three-fourth of the consumer’s expectation is based on the give period. Therefore, we 

conclude that PIH is not valid in Pakistan.   
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