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An Empirical Investigation of Consumption 

Behaviour in OIC Countries 

Theoretical Background 
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Theories Findings 

AIH 

Keynes (1935) 

•C=f(Yd) 

•C = a + bYd; b<1.  

•As Yd rises, C/Yd would fall. 

LCH 

Modigliani & 

Brumberg (1954) 

Ando & Modigliani 

(1963) 

•C=(W+RY)/T.  

•Consumption choices are intertemporal and based on 

lifetime resources.  

•People dis-save in young age, earn and save in working 

age and dis-save in retirement. 

PIH 

Friedman (1957) 

•C=f(Yp)  

•Changes in Yp will affect consumption, but changes in 

YT will mostly be saved. 
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Behaviour in OIC Countries 

Issues 

Critical Aspects of CT with Islamic/Muslim Framework 

▫ Religious Dimension 

 Voluntary Financial Exclusion. 

 Prohibition of Riba. 

▫ Economic Dimension 

 General High Incidence of Poverty in OIC Countries. 

 50% Share in Global Poverty vs. 25% Share in Population. 

 Involuntary Financial Exclusion. 

 Low Outreach 

 Income Based Lending Criteria of Commercial Banks. 

 Low Access to Public Social Security.  

 Weak Governments 

  Low Development Expenditure. 
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Behaviour in OIC Countries 

Problem Statement 

 

Characterising the nature of consumption behaviour by  
examining the evidence of forward looking consumption 
behaviour in OIC countries. 
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Behaviour in OIC Countries 

Research Questions (RQs) 

 

1. Does the empirical data from a broad cross section of OIC countries 
provide evidence in favour of AIH or RE-PIH? Does consumption follow a 
random walk and do only unanticipated changes in income affect 
consumption behaviour? 

 

2. Does the phenomenon of liquidity constraints, myopia or loss aversion 
impede forward looking consumption behaviour and how strong is the 
intertemporal elasticity of substitution in OIC countries?  
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Behaviour in OIC Countries 

Objectives 

 

1. To explore the consumption behaviour in OIC countries by examining AIH 
and RE-PIH, i.e. whether consumption follows a random walk and whether 
unanticipated income changes and/or anticipated income changes affect 
consumption. 

 

2. To investigate the impact of liquidity constraints, myopia or loss aversion 
on forward looking consumption behaviour and the extent of 
intertemporal elasticity of substitution. 
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Behaviour in OIC Countries 

Significance of the Study 

 

• Despite the importance of consumption behaviour in economic theory and 
policy making, relatively scarce literature is available on 
consumption behaviour in OIC countries. Therefore, this study will 
explore consumption behaviour in OIC countries.  

 

• It will examine and characterize the nature of consumption in OIC 
countries.  

 

• It will contribute in investigating the extent of forward looking 
consumption behaviour in OIC countries. 

 

• It will measure the degree to which liquidity constraints, myopia or 
loss aversion may impede forward looking consumption behaviour in OIC 
countries.  
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Behaviour in OIC Countries 

Brief Summary of Literature Review 
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Tests of RE-PIH Findings 

Hall’s RE-PIH (1978) Lags of Income & Consumption Don’t explain Ct. 

Flavin (1985) Consumption is excessively smooth. 

Zeldes (1989) Liquidity constraints bind consumers. 

Campbell & Mankiw (1990) Rule-of-thumb & forward looking consumers. 

Runkle (1991) Consumer behaviour reflects myopia. 

Deaton (1991) RE-PIH fails due to buffer stock saving. 

Shea (1995) Consumer behaviour reflects loss aversion. 

Wolff (1998) RE-PIH fails due to little wealth with HHs.  
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Brief Summary of Literature Review: Continued 
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Empirical Evidence 

for RE-PIH in 

Developing 

Countries 

 

Country 

 

Findings 

Juan & Seater (1997) Cross-Country Holds for Industrial; Not for LDCs. 

Gomes & Paz (2010) Brazil Binding liquidity constraints. 

Gomes & Paz (2010) Colombia Binding liquidity constraints. 

Gomes & Paz (2010) Peru Evidence for  loss aversion. 

Gomes & Paz (2010) Venezuela Inconclusive. 

Drakos (2002) Greece Consumers are myopic. 

Khan & Nishat (2011) Pakistan AIH holds; RE-PIH doesn’t. 

Yazdan & Sina (2013) Iran Evidence against RE-PIH. 
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Underlying Theory/ Theoretical Model 

 

•Rational Expectations Permanent Income Hypothesis (RE-PIH) 

▫Micro founded. 

▫Incorporates intertemporal consumption behaviour. 

 

•Consumer wishes to maximize: 

 

 

 

•If U(.) is quadratic,  

 

 

•Utility maximization yields Euler equation, which is testable as: 
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𝐸𝑡   1 + 𝛿 −𝜏
𝑇−𝑡

𝜏=0
𝜇 𝑐𝑡+𝜏 ,    𝑢′ > 0, 𝑢′′ < 0 

𝑠. 𝑡.  1 + 𝛿 −𝜏 𝑐𝑡+𝜏 − 𝑌𝑡+𝜏 = 𝐴𝑡  

𝐶𝑡+1 = 𝛽0 + 𝐶𝑡−1 + 𝑒𝑡+1 

𝐸 𝜇 =   𝐶𝑡 −
𝑎

2
𝐶𝑡

2

𝑇

𝑡=1

 , 𝑎 > 0 
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Research Methodology: Empirical Models 
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Empirical Models Model Specification 

Hall (1978) ∆Ct = α + λ∆Yt + et 

Flavin (1981) ∆Ct = μ + δ∆Yt + θrt + et 

Hall (1988) ∆Ct = σ + ρrt + et 

Campbell & Mankiw (1990) ∆Ct = φ0 + φ1 Ct-1 + φ2(Yt –Eyt)+ φ3 Eyt + et 

Shea (1995) ∆Ct = τ + λ1(POS)∆Yt + λ2(NEG)∆Yt + σrt + et 
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Behaviour in OIC Countries 
Research Methodology: Hypotheses Development 
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Empirical Models Hypotheses Criteria  

∆Ct = α + λ∆Yt + et H1: RE-PIH Holds λ=0 

∆Ct = μ + δ∆Yt + θrt + et H2: RE-PIH Holds δ=0 

∆Ct = φ0 + φ1 Ct-1 + φ2(Yt –Eyt)+ φ3 Eyt + et H3: RE-PIH Holds φ2 > 0; φ3 = 0 

∆Ct = σ + ρrt + et H3: IES Positive ρ > 0 

∆Ct = τ + λ1(POS)∆Yt + λ2(NEG)∆Yt + σrt + et 

H4: RE-PIH Holds λ1=λ2=0 

H5: RE-PIH Fails Due to 

Myopia 
λ1=λ2; λ1>0; λ2>0 

H6: RE-PIH Fails Due to 

Liquidity Constraints 
λ1<λ2; λ1>0; λ2>0 

H7: RE-PIH Fails Due to 

Loss Aversion 
λ1>λ2; λ1>0; λ2>0 
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Research Methodology: Method of Analysis 

▫ Instrumental Variable (IV) Regression Framework. 

 Two-Stage Least Squares (2SLS). 

 Limited Information Maximum Likelihood (LIML). 

 Generalized Method of Moments (GMM). 

 

 

 

 

 

 

 

 

 

 

▫ For Hall (1988), use ∆it-1, ∆rt-1 and ∆Ct-1 as instruments.  
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Instrument List  Instrument Variables (Used in Campbell & Mankiw, 

1990) 

1 ∆Yt-2, ∆Yt-3, ∆Yt-4, ∆Yt-5, ∆Yt-6 

2 ∆Ct-2, ∆Ct-3, ∆Ct-4, ∆Ct-5, ∆Ct-6 

3 ∆it-2, ∆it-3, ∆it-4, ∆it-5, ∆it-6 

4 ∆Yt-2, ∆Yt-3, ∆Yt-4, ∆Ct-2, ∆Ct-3, ∆Ct-4 

5 ∆Yt-2, ∆Yt-3, ∆Yt-4, ∆Ct-2, ∆Ct-3, ∆Ct-4, ∆it-2, ∆it-3, ∆it-4  
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Research Methodology: Diagnostic Testing 

 

• Hausman test to decide between fixed effects and random effects. 

 

• Testing for panel unit root. 

 

▫ Levin-Lin-Chu test (2002). 

▫ Harris-Tzavalis test (1999).  

▫ Breitung test (2005). 

▫ Im-Pesaran-Shin test (2003). 

▫ Fisher-type tests (2001). 

▫ Hadri Lagrange multiplier stationarity test (2000). 
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Research Methodology: Data 

 

• Sample Unit: OIC Member Countries. 

 

• Sample Size: 44 years for time series and 21 years for panel data. 

 

• Period of Study: 1971-2014 for time series and 1993-2014 for panel data. 

 

• Data Source: World Development Indicators, OIC Stat. 
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Behaviour in OIC Countries 

Research Methodology: Data 

 

• Sample Unit: OIC Member Countries. 

 

• Sample Size: 32. 

 

• Period of Study: 1981-2014. 

 

• Data Source: World Bank. 
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Behaviour in OIC Countries 

Stylized Facts for FINDEX and WDI Database 

 

• Saving for Old Age 

 

• Poor respondents find it difficult to save for the old age.  

 

• Rich respondents in relatively high-income countries like Malaysia, Bahrain 
and United Arab Emirates have higher tendency to save for the old age. 

 

• In 28 out of 35 OIC countries, not even 10% of the respondents in bottom 
income group (Q1) have the tendency to save for the old age.           
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Stylized Facts for FINDEX and WDI Database 

 

• Main Source of Borrowing 

 

• Lower reliance or accessibility to financial institutions in OIC countries.  

 

• On average, 7.7% of the poorest 40% people in selected OIC countries 
borrow from financial institutions.  

 

• This is even lower than the average for the poorest 40% countries in the 
low-income countries.   
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Stylized Facts for FINDEX and WDI Database 

 

• Main Source of Borrowing 

 

• Lower reliance or accessibility to financial institutions in OIC countries.  

 

• On average, 7.7% of the poorest 40% people in selected OIC countries 
borrow from financial institutions.  

 

• This is even lower than the average for the poorest 40% countries in the 
low-income countries.   
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Mean APC in OIC Countries 
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*Statistical significance at 10% level. **Statistical significance at 5% level.  
• IV a) uses real interest rate, IV b) uses labour supply and IV c) uses government real 

consumption as regressors.  
• Labor supply and government real consumption are used in place of real interest rate to 

test for nonseparability in the utility function. 

Empirical Results of Panel Data Regressions 
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*Statistical significance at 10% level. **Statistical significance at 5% level.  
• IV a) uses real interest rate, IV b) uses labour supply and IV c) uses government real 

consumption as regressors.  
• Labor supply and government real consumption are used in place of real interest rate to 

test for nonseparability in the utility function. 

Empirical Results of Panel Data Regressions: Continued 
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*Statistical significance at 10% level. **Statistical significance at 5% level.  
• IV a) uses real interest rate, IV b) uses labour supply and IV c) uses government real 

consumption as regressors.  
• Labor supply and government real consumption are used in place of real interest rate to 

test for nonseparability in the utility function. 

Empirical Results of Panel Data Regressions: Continued 
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*Statistical significance at 10% level. **Statistical significance at 5% level.  

Results for Intertemporal Elasticity of Substitution 



Conclusion 

• The evidence suggests that loss aversion impedes forward looking 
consumption behaviour. 

 

• The empirical evidence challenges the existence of consumption 
smoothing phenomena as envisaged in permanent income 
hypothesis (PIH).  

 

• In several countries, the consumption responds to expected income 
changes, which is against the intuition implied by PIH.  

 

• The intertemporal elasticity of substitution is also statistically 
insignificant in majority of OIC countries.  
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Policy Implications 

• The excess sensitivity of consumption to income suggests that 
redistribution efforts to enhance incomes of poor households could 
help in enhancing their consumption levels.  

 

• Income redistribution and financial inclusion policies could be 
effective in enabling the households to smooth incomes and 
subsequently consumption.  

 

• Given high aversion to loss among consumers as revealed in the 
study, it is pertinent to use social finance institutions like Zakat, 
Waqf and Qard-e-Hassan since commercial finance institutions 
would be hesitant to use equity financing instruments when 
consumers have high loss aversion.  
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