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 is on the left-hand side. Hence, this scatterplot does not imply that the
 elasticity of substitution is small. Instead, it suggests that the model
 underlying the Euler equation (2.1) should be rejected.

 2.2. INCLUDING RULE-OF-THUMB CONSUMERS

 We now reintroduce our rule-of-thumb consumers into the model. That

 is, we consider a more general model in which a fraction A of income
 goes to individuals who consume their current income and the remain-
 der goes to individuals who satisfy the general Euler equation (2.1). We
 estimate by instrumental variables

 Act = 1p + AAyt + Or, + Et, (2.2)

 where 0 = (1 - A)o-. We thus include actual income growth and the ex
 post real interest rate in the equation, but instrument using twice lagged
 variables. The results are in Table 5.

 Table 4 UNITED STATES, 1953-1986

 rt = p + 1/0" Act

 First-stage regressions i/o- estimate Test of

 Row Instruments Ac equation r equation (s.e.) restrictions

 1 None (OLS) - - 0.304 -
 (0.087)

 2 rt-2 .. . ,rt-4 0.063 0.431 1.581 0.086
 (0.009) (0.000) (0.486) (0.001)

 3 rt-2 . , . 'rt-6 0.067 0.426 1.347 0.113
 (0.014) (0.000) (0.390) (0.001)

 4 Act-2 .... ,Act-4 0.024 -0.021 -0.342 -0.021 (0.101) (0.966) (0.428) (0.878)

 5 Act-2, . . . ,Act-6 0.018 0.007 0.419 -0.010
 (0.007) (0.316) (0.258) (0.440)

 6 Ait-2 . . . Ait-4 0.061 0.024 0.768 -0.021
 (0.010) (0.105) (0.334) (0.919)

 7 Ait-2 . . . Ait-6 0.102 0.028 0.638 -0.024
 (0.002) (0.119) (0.249) (0.747)

 8 rt-2 . . Irt-4, 0.062 0.455 1.034 0.236
 Act-2 ... dAct-4 (0.026) (0.000) (0.333) (0.000)

 9 rt-2 . .. ,rt-4, 0.103 0.476 0.521 0.455
 ACt-_2 .., ACt_4, (0.006) (0.000) (0.220) (0.000)
 Ait-2 .... 'Ait-4

 Note: See Table 1.
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