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Chapter 8

Private Sector Demand:
Consumption and Investment
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♦ Consumption (large)
◊ Microeconomics: what to consume in a given period
◊ Macroeconomics: how much to consume over time (when!)
◊ Borrowing, lending and credit constraints
◊ The macroeconomic consumption function

♦ Investment (volatile)
◊ The rate of interest & the optimal stock of capital
◊ An increasing GDP and the accelerator principle
◊ Tobin’s q without and with adjustment costs
◊ The macroeconomic investment function

C, I : Intertemporal decisions
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Intertemporal Consumption: Indifference Curves
Fig. 8.1
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Figure 8.2 (a): Animation 1 
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Figure 8.2 (b): Animation 2 
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Temporary vs. Permanent Income Change
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Figure 8.6 (a): Animation 1 

Distinguish Borrowers from Lenders

(a) Student Crusoe
(borrower)

(b) Professional athlete
(lender)
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Figure 8.6 (c): Animation 3 

Borrowers: income and substitution effects work 
in the same direction (to increase saving)
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Figure 8.6 (d): Animation 4 

Lenders: income and substitution effects work in 
opposite directions (below: income effect wins)
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Fig. 8.7

Consumption, Disposable Income, and            
Wealth in France, 1978-2014

Source:   OECD

(a) Consumption and Household Wealth (b) Consumption and Disposable Income
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consumption expenditures in each year in the 
period 1980–2006 against disposable income in the 
bottom chart and, in the top chart, against a mea-
sure of household wealth, which includes liquid 
financial assets of families as well as the value of 
fixed assets and real estate. The link between con-
sumption and disposable income is strong, in fact 
stronger than that between consumption and 
wealth.

This evidence challenges a key implication of 
the theory developed in the previous sections: 
that consumption is driven by wealth, not current 
income, and that households strive to smooth 
their consumption relative to income. One possi-
ble reconciliation is that income and wealth grow 
in tandem, so that the observed consumption–
income relationship may reflect a common depen-
dence on wealth. Yet wealth appears more volatile 
than disposable income, partly because of fluctua-
tions in share prices on stock markets already dis-
cussed extensively in Chapter 7. It is likely that 
households also regard short-term stock market 
gains and losses as temporary, paying attention 
only to long-term increases in wealth. In addition, 
private wealth is difficult to measure precisely, in 
part because people are reluctant to provide infor-
mation about their assets, in part because 
expected future income—an important compo-
nent of total wealth—is not measurable and there-
fore left out.

A second explanation is related to a household’s 
ability to borrow and lend. In our parable, Crusoe 
can borrow freely at a given interest rate. This 
might be the case if present and future incomes of 
individual households—against which borrowing 
is pledged—were known with certainty to lenders. 
In real life, banks and other lending intermediaries 
cannot know the repayment prospects of all indi-
vidual borrowers with certainty. A common bank-
ing practice is to demand collateral—the borrower 
pledges tangible wealth, such as a house, in case of 
non-payment. This option is not available to all 
households. Banks charge higher interest rates to 
customers who appear riskier and sometimes 
refuse to lend at any rate, as explained in Chapter 7, 

(a) Consumption and household wealth

(b) Consumption and disposable income 
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Fig. 8.7 Consumption, Disposable Income, 
and Wealth in France, 1978–2014
The link between real consumption and net wealth of 
households is manifest (Panel (a)), but appears less tight 
than the link between consumption and disposable 
income (Panel (b)).
Source: OECD, Economic Outlook.

that most people simply set aside a fraction of dis-
posable income for saving, and consume the rest.6 
The evidence seems to support this hypothesis. 
Figure 8.7 shows the evidence for France, plotting 

6 This assumption regarding saving and consumption is also 
central to the Solow growth model studied in Chapter 3.
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Figure 8.8 (a): Animation 1 
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Figure 8.8 (b): Animation 2 (With 
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Figure 8.9: GDP, Domestic 

GDP, Domestic Demand and the Current 
Account: Poland and East Germany

Fig. 8.9

Source:   DIW Wochenbericht, World Bank, CSD, DGII 
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Figure 8.10: The Optimal Capital 

The Macro-Consumption Function

Fig. 8.10

Consumption function (is Keynesian +!)

Wealth

Wealth effects

Change in (i) expected future income; (ii)  interest rate 
...changes consumption (in all periods) – Why? 

   
C = C( Ω

dynamic aspect ( wealth)
! , Y d

static aspect
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  Ωt = Yt
d +Yt+1
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Figure 8.10: The Optimal Capital 

Investment: The Optimal Capital Stock

Fig. 8.10
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Technological Progress

Fig. 8.11
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We will start 
with an optimal 
capital stock...
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Technological 
progress makes 
more output 
possible with the 
same capital 
stock. The 
desired capital 
stock increases.
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To sum up (so far)...

Fig. 8.12

♦ Investment
difference between optimal and actual capital stock

◊ r
◊ technical progress (via MPK)

♦ Several periods: 

◊

◊ Investment function, so far:  

 0 < δ <1

  MPK + (1−δ ) = 1+ r ⇔ MPK = r +δ

  I = I(r)
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Accelerator Principle

Fig. 8.12

♦ Firms also adjust investment according to (expected) 
output

♦

♦

(neglecting depreciation)

Investment function, so far:  
   
I = I( r

(− )
! ,ΔY

(+ )
!)

 Kt = vYt

  It = Kt+1 − Kt = v(Yt+1 −Yt ) = vΔYt
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Tobin‘s q

Fig. 8.12

♦ market value of installed capital = price of share
♦ replacement value of installed capital 

♦ Tobin’s q = market value/replacement value

Query. Under which condition is q=1, when does q differ 
from 1?

♦ q>1 invest!
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The q-Theory of Investment
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Tobin’s q

Fig. 8.14
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Tobin’s q=1 in a World of No Adjustment Costs
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If there were no costs of 
adjustment, the present value 
of the marginal cost of capital 
would be independent of the 
investment rate.

If there were no depreciation, the 
investment rate, I/K, = DK/K, the 
rate of change of the capital 
stock.

Fig. 8.14 (a)
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Tobin’s q When Adjustment Costs Are Significant
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However the faster we try to 
install new capital, the more it 
adds to the cost of that capital. 
“Haste makes waste.” Hence 
the upward slope of the 
marginal cost of investment 
with respect to the investment 
rate.

Fig. 8.14 (b)
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Tobin’s q

(b)
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With the investment rate 
corresponding to the rate 
at point A, in the following 
period there will be more 
capital and a lower MPK.  

The investment rate next 
period will fall too (as will 
Tobin’s q), ultimately heading 
towards a value of unity and 
no more investment.

Fig. 8.14 (c)
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Tobin‘s q

Fig. 8.12

Queries. 

♦(1) How does a change in r affect Tobin’s q?

♦(2) In which way is Tobin’s q differing from r? 

♦Aggregate Investment function:

   
I = I( r

(− )
! ,ΔY ,

(+ )
! q

(+ )
! )


