
CONSUMPTION AND AGGREGATE CONSTRAINTS:
EVIDENCE FROM U.S. STATES AND CANADIAN PROVINCES

Charlotte Ostergaard
Bent E. Sorensen

Oved Yosha

November 2000

RWP 00-04

Research Division
Federal Reserve Bank of Kansas City

Charlotte Ostergaard is an assistant professor at the Norwegian School of
Management. Bent E. Sorensen is an economist at the Federal Reserve Bank of Kansas
City. Oved Yosha is a senior lecturer at Tel Aviv University. The authors thank Karen
Lewis, Nouriel Roubini, and David Weil for useful discussions on risk sharing and
consumption smoothing, and Marco del Negro for his kind help with data. The views
expressed by the authors do not necessarily reflect the views of the Federal Reserve Bank
of Kansas City or the Federal Reserve System.

Ostergaard email: charlotte.ostergaard@bi.no
Sorensen email: bent.e.sorensen@kc.frb.org
Yosha email: yosha@post.tau.ac.il



Abstract

State-level consumption exhibits excess sensitivity to lagged income to the

same extent as US aggregate data, but state-specific (idiosyncratic) consumption

exhibits substantially less sensitivity to lagged state-specific income---a result that

also holds for Canadian provinces. We propose the following interpretation:

borrowing and lending in response to changes in consumer demand is easier for an

individual US state than it is for the US as a whole. The PIH may thus be a good

model for describing the reaction of consumption to idiosyncratic disposable income

shocks even if it fails at the aggregate US level. Further analysis, centered on the

persistence of income shocks and on the consumption/income ratio, is consistent

with this interpretation but suggests that the PIH still requires qualification. We

contrast our results with tests of full inter-state risk sharing.
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Figure 1: US State Idiosyncratic Consumption and Income

Notes. Panels 1{5: Income is the log-di�erence of state idiosyncratic (state-speci�c) per capita disposable income.

Similar for the consumption series. Consumption is proxied by non-durable retail sales. Panel 6: Income is the log-

di�erences of aggregate (US-wide) per capita disposable income. Consumption is the log-di�erence of aggregate

(US-wide) per capita non-durable retail sales. Sample period: 1964{1995.
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