Q. Discuss the different economic and non-economic factors affecting consumption function.
Or
Explain the different objective and subjective factors affecting consumption.

Ans: The consumption function, which describes the relationship between consumption and
income, is influenced by a variety of economic and non-economic factors. Here are the key
factors:

Economic Factors:
1.Current Income: Higher current income typically leads to higher consumption.

2.Permanent Income: Long-term average income influences consumption more than temporary
changes.

3.Asset Holdings: Ownership of assets like real estate and stocks can boost consumption
through the wealth effect.

4.Future Income Expectations: Expected future income also impacts current consumption
decisions.

5.Lower interest rates reduce the cost of borrowing and encourage consumption, while higher
rates promote saving.

6.Easy access to credit increases consumption by enabling borrowing, while restricted credit
limits consumption.

7.Taxes: Higher taxes reduce disposable income and consumption; lower taxes increase
consumption.

8.Government Spending: Direct government transfers or spending can increase consumption.

Non-economic Factors affecting consumption

1.Age Distribution: Younger populations tend to consume more, while older populations might

save more for retirement.
2.Family Size: Larger families have higher consumption needs.

3.Cultural attitudes towards saving versus spending can significantly influence consumption

patterns.



4.Social pressure and norms can drive consumption habits, such as spending on status symbols

or maintaining certain lifestyles.

5.Consumer Confidence: Higher confidence in economic stability boosts consumption, while

pessimism can lead to reduced spending.

6.Better health and higher education levels can influence consumption patterns by affecting

productivity, income potential, and preferences.

7.Technological advancements can lead to new products and services, influencing consumption

preferences and patterns.

Thus,understanding the consumption function requires considering both economic and
non-economic factors. While income and wealth are primary economic determinants,
demographic, cultural, social, psychological, and technological factors also play crucial roles in

shaping consumption behavior.
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Q.Discuss the random walk hypothesisof consumption function.

Ans: The Random Walk Theory of Consumption, proposed by economist Robert Hall, builds on
the Permanent Income Hypothesis (PIH) by Milton Friedman. According to this theory, changes
in consumption are unpredictable and follow a "random walk" because they are based on new,

unpredictable information about future income. Here's a critical explanation of the theory:

Assumptions:

1.Rational Expectations:The theory assumes that consumers have rational expectations,

meaning they use all available information efficiently to forecast future income.

2. Consumption Smoothing:Consumers aim to smooth consumption over time based on
their expected lifetime income, adjusting their consumption only in response to new

information that affects these expectations.



3. Unpredictable Changes:Since only unexpected changes in income (news) will alter
consumption plans, consumption changes are inherently random. Any predictable changes in

income would have already been incorporated into current consumption.

The positivity of the theory can be discussed as under:
1. Consistency with Rational Behavior:The theory aligns with the idea that consumers

optimize their utility by planning consumption based on the best available information.

2. Empirical Support:Some empirical studies have found that changes in consumption are

difficult to predict using past income, supporting the random walk hypothesis.

3. Policy Implications:It suggests that only unexpected changes in fiscal policy (e.g.,
surprise tax cuts or transfers) can affect consumption, as anticipated policy changes are

already factored into consumption decisions.

But this theory is criticized on the following grounds:

1.Assumption of Rational Expectations: The theory assumes that consumers have perfect
foresight and use all information efficiently. However, behavioral economics shows that people

often have cognitive biases and may not always process information optimally.

2.Liquidity Constraints:The random walk theory does not account for liquidity constraints.
Many consumers cannot borrow against future income and hence cannot fully smooth

consumption as the theory suggests.

3.Empirical Evidence:While some studies support the random walk hypothesis, others show
that consumption is somewhat predictable based on past income and other variables, suggesting

that not all consumers behave according to the theory.



4.Role of Uncertainty and Precautionary Saving:The theory underestimates the impact of
uncertainty and precautionary saving behavior. In the face of income uncertainty, consumers

may save more than the theory predicts, leading to more predictable consumption patterns.

Thusthe Random Walk Theory of Consumption provides a robust framework grounded in
rational expectations and the idea that consumption changes are driven by new, unpredictable
information. However, its reliance on perfect foresight, neglect of liquidity constraints, and

mixed empirical support highlight significant limitations.
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