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Abstract

In this paper, two contemporary perspectives on consumption are explicated and analyzed for their

implications on the notion of “consumer debt.” It is argued that Milton Friedman’s Permanent Income

Hypothesis sees consumer debt as an amoral phenomenon, which is contrary to the Rajan Hypothesis. This

last hypothesis so is argued, considers debt as something which bears responsibility by the creditor. This is

placed in a larger discussion of the normative values which underly economic theories. This research shows

how implicit moral notions, which underly economic theory, are an essential part of the economic discipline

and it reveals how these notions play a crucial role in considering economic models and policy.

Evidence for Practice

● Theories have value-laden implications, and these should be considered when designing economic

policy

● An analysis of economic theories can help to uncover the relationship between economic theories

and the real world

● Deconstructing implicit assumptions may provide a guideline for fostering a more sustainable future
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debt
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Introduction

In contemporary economic discourse, a popular view of consumer consumption, the Permanent Income

Hypothesis, has been challenged by what is now known as the Rajan Hypothesis. Even though the

Permanent Income Hypothesis was first formulated in the 1950s, it is still debated and defended in

present-day economic discussions. Up until this point in the discourse, these theories of consumption have

not yet been analyzed for their relation to the notion of consumer debt. With the sheer importance placed

on debt in society, a serious analysis of the relationship between these theories of consumption and debt

can be a step toward a more fundamental understanding of the term.

Permanent Income

The Permanent Income Hypothesis, first posited by Milton Friedman, states that consumers smooth out

consumption over their lifetime to a level that is consistent with their expected lifelong average income

(Friedman 25-27). This relatively simple model helps to explain, in an intuitive manner, many real-life

phenomena. Consumption, for example, is less of a volatile factor than income; people who lose their entire

temporary income through the loss of a job, generally do not stop consuming.

The Permanent Income Hypothesis implies a detached moral stance toward consumer debt. It considers

debt as something amoral, meaning something which exists outside of the moral domain. The hypothesis

requires consumers to have access to acquiring debt. Without debt and access to debt, consumers would be

unable to consume at a level that is equal to their expected lifelong income, if their expected lifelong income

is non-linear. Access to acquiring debt is a necessary condition for this to work. If, for example, students

could not borrow money to finance their studies, they could not consume or study. It is therefore that

consumer debts hold an amoral position within the framework of the hypothesis.

It is neither a significant “good” thing, which deserves praise, nor a “bad thing,” that calls for reprimand.

Within this, the acquisition of consumer debt becomes naturalized. This means that “debt” is seen as

something that simply exists in the causal order of nature, outside of the realm of morality. Debt becomes

consistent with justified adaptive expectations and is therefore immune to moral judgment. This is contrary

to societal views on the notion of debt. Further analysis of this implication and its yield to the larger frame

of consumer debt follows later in this paper.

Rajan hypothesis

The Rajan Hypothesis states that extended and promoted access to credit for low-income households

contributed enormously to the 2008 financial crisis. Raghuram Rajan argues that “The political response to

rising inequality […] was to expand lending to households, especially low-income ones. The benefits –

growing consumption and more jobs- were immediate, whereas paying the inevitable bill could be

postponed into the future” (9). The more accessible access to credit has been made especially available to

those who have been “left behind by growth and technological progress” (Rajan 23-24). Those “left behind”

have received very little of the increased economies. Whilst the size of the global, and the US, economy has

been steadily rising in the years leading up to the financial crisis of 2008, real wages have stagnated or

maybe have even fallen (28-29).

The implication of the Rajan Hypothesis on consumer debt seems

to be that there is less than full blame on consumers with

untenable debt portfolios. Rising levels of consumer debt can,

according to Rajan, be attributed to deliberate governmental

policies and ideological propositions. This stance towards debt

does not have the same amoral view as Friedman’s hypothesis, it

puts consumer debt right in the realm of society and politics. It is

not the consumer, who based on expectations about future

income, makes the deliberate and autonomous choice to engage in the practice of acquiring personal debt.

The debt gets acquired because governmental policies allow for it, and the consumer is simply susceptible to

this influence. The responsibility for the debt, within Rajan’s hypothesis, can therefore not entirely be put

by the creditor. If the extended levels of consumer debt can only be explained by extensive promotion and

access to credit, the creditor also holds, at least some, blame. Therefore, the Rajan Hypothesis regards debt

as a moral phenomenon, in which the creditor holds blame if the debtor holds unresponsible debts.

Society and debt
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As argued in an earlier section of this paper the implication for the notion of consumer debt, as seen from

the perspective of the Permanent Income Hypothesis, is that consumer debt is an amoral phenomenon.

This is contrary to dominant social views concerning the notion, which concerns a very moral stance

towards the notion. Therefore, the Permanent Income Hypothesis deviates from common societal

perspectives of debt.

The Rajan Hypothesis seems to show similarities with the traditional Christian ethic of debt, or at least, to

some extent. Whilst The Rajan Hypothesis places moral weight on the creditor, it does not condemn

interest per se, nor criminalize debtors. A weaker form of the “Christian Ethic” which places blame on the

creditor in an untenable loan but does not condemn interest would apply; an ethic that is also chiseled in

the US bankruptcy law for example.

The language used in economics often implies a normative consideration. Whilst economists might use

words in a certain way, it is important to consider how these same words are used in a societal context.

Let us apply this to our case: these societal views of debt result in a conception of how to deal with the

relationship between creditors and debtors, which is taken into consideration when the policy is made. For

a government to implement policy, such a plan needs to fit into the socially accepted perspective. The

economic discipline itself would benefit from considering these considerations when designing policy. If, for

example, economic policy is designed around the Permanent Income Hypothesis there would arise a clash

between the theory and the dominant societal values. A policy that follows from the theory could look like

the following: give people unrestricted access to credit so that individuals can choose for themselves how

much debt to engage in, based on their expected average lifelong income. If a situation arises, in which an

agent is unable to repay their debt, societal views of “debt” could see it as the individual’s fault. If, however,

value judgments are actively taken into consideration when thinking about economic policy this

discrepancy between economic theory and practice would not have occurred.

It is the economist’s role to be broad-minded; political and ethical

contexts should be considered when thinking about economic

theories and models. Theories of consumption, as have been the

subject of this paper, have value-laden implications, and it has

been shown that these should be considered when designing

economic policy. A more thorough analysis of what some economic

theories specifically mean can be a guideline for a more sustainable

future and a further deepening of our understanding of the

relationship between economic theories and their underlying

values.
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