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Why is 
consumption 
smoothing 
important?

• The incomes of farm households 
in developing countries are 
notorious for being both low and 
uncertain. 

• Individuals close to subsistence 
need to free consumption from 
income, so that they are not 
driven to extremities simply 
because their incomes are 
temporarily low.

• To understand how people deal 
with fluctuations in their 
incomes is to understand the 
smoothing mechanisms. 
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Consumption Smoothing, 
Risk Management, and 

Poverty Dynamics

How people smooth consumption themselves? 
• By saving in cash or in kind
• By borrowing
• By pooling risk through formal or informal insurance 

mechanisms
• By diversifying their incomes

Most obstacles for access to financial services
• Information asymmetric
• Enforcement problems
• Covariate risk
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• Suppose that an 
individual cannot 
borrow. This implied 
that he faces the 
additional constraint:

• This can hurt overall 
utility if income is 
very low in y1 
relative to y2
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The permanent income hypothesis
(Friedman, 1957, Theory of consumption function)

▪ The hypothesis is to answer why income is more volatile than 
consumption and why the long run marginal propensity to consume out 
of income is higher than the short run one.

▪ (1) Individuals consume a constant fraction of the permanent income. 
The consumption plan does not depend on the transitory components 
and is constant over time.

▪ (2) Changes in permanent income (expected long-term average income 
earned over the entire life cycle), rather than changes in temporary 
income in a period, are what drive the changes in a consumer's 
consumption patterns.

▪ People spread out transitory changes in income over time to make the 
consumption constant.
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Permanent vs. Transitory incomes
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Permanent vs. Transitory incomes
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Testing 

1 8



Testing
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Testing
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Testing

Notes:
SAVE1: income minus expenditure on all goods 
SAVE2: income minus expenditure on nondurable goods
SAVE3: change in assets 
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