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FIGURE II 

Optimal Consumption for Two Different Income Processes 

The first example uses distribution #2, the combination ran- 
dom walk/i.i.d. process. The time horizon is 15 periods, and the 
coefficient of relative risk aversion is set equal to three.23 Consump- 
tion as a function of initial financial assets is plotted as the middle 
line in Figure II. Both initial income and expected income in all 
future periods are equal to 100. The results, especially at low levels 
of assets, are quite striking. First, notice that the slope of the curve, 
which is equal to the marginal propensity to consume out of a 
transitory change in income, is considerably larger than that pre- 
dicted by certainty equivalence. For example, a household with two 
years worth of expected income in the form of assets would have an 
MPC of over twice that which would be predicted by a certainty or 
certainty-equivalence model. A family with one year's worth of 
expected income as assets would have an MPC seven times as great 
as under CEQ. This fully optimizing unconstrained household 
exhibits dramatic "excess sensitivity" relative to the certainty- 

23. Empirical estimates of A cover a wide range. They include Friend and 
Blume [1975] (2), Mankiw [1981, 1985] (4, 3, respectively), Hansen and Singleton 
[1983] (1), Mankiw, Rotemberg, and Summers [1985] (0.5), and Zeldes [1989] (2.3). 
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