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Abstract 
 
 

       India and Iran are two of the oldest countries in Asia and both are the transition 
countries in the world. Both countries have had several Five-Year Plans to increasing 
the real per capita income, growth rate of GDP etc. This paper has focused on 
Consumption Function between Iran and India as a comparative study. This study has 
shown that although the Iran’s MPC and Consumption-GDP ratio were lower than 
India’s during the last three decades, but in the future decades this situation of 
consumption will change so that Iran’s Consumption-GDP ratio will be higher than 
India’s. 
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1. Introduction 
 
       Recently, a number of countries have made significant attempts to decentralize 
[12], reform and liberalization in their economic systems to increasing the GNP and 
GDP growth and to extend the external sector trade as well.  
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       Since 1991, India’s economy has initiated reforms toward achieving the market-
based development and has started on initiating policies and setting up decentralized 
fiscal institutions to build a market friendly environment. During 1990s, the trend of 
fiscal decentralization system has been initiated strongly. India has also started the 
reform at the same time seriously.  
       The beginning of the process of economic reforms goes back in mid-1980s, but it 
was the first experiment with economic reforms that was limited only to liberalizing 
some aspects of the control system without policy. It is noteworthy that, Dr. 
Manmohan Singh initiated the serious economic reforms [8], when he was finance 
minister in the 1990s. The reforms had included making structural changes in the 
economic system and it aimed at liberalizing government control, envisaged greater 
role for private sector, downsizing of the government sector and finally greater 
integration with the world economy. 
       In Iran, social and economic development and the eradication of poverty are the 
main objectives of the government. Particularly, in post-revolutionary period, the 
Ministry of Planning and Budget has followed social-economic justice. These issues 
were a national goal to eliminate poverty and abolish deprivation. 
 

1.1 Objective of the study 

      The main objectives in this study are estimation of Marginal Propensity to 
Consume (MPC) out of income and wealth for both countries and then compare them 
based on economics aspects. Another objective is to show that which one of them is 
potentially going to increase saving and Investment in the future.  
 

2. India and Iran at a glance  

       India and Iran are two of the oldest countries in Asia and both are the transition 
countries in the world. These two countries are going to build an economic welfare 
for their people. For achieving this target they have carried out several Five Year 
Plans. In recent times, they have decided to extend the exports of goods and services 
based on their abundant labor. In the point of view of export, India is a successful 
country in the region. On the other hand Iran’s export depends on crude-oil Price, 
which is uncertainty in the global market. Therefore this type of fluctuations will 
affect on the other economic sector. However both countries still face some problems 
such as high unemployment rate (in particular of the educated people) poverty 
incident, growth rate of population, inflation rate and so on. 
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2.1 India’s Growth Rate 

       In India, the official Tenth Five-Year Plan (2002-2007) projects an 8% average 
rate of growth for the plan period of 2002-07. Given the slower average growth of 
5.5% per year in the recent past (1997-98,2001-2002), legitimate queries have been 
raised about the feasibility of attaining and sustaining an 8% or more average annual 
rate of growth in the next couple of decades. Of course, failure to do so would doom 
the prospects of any sustainable reduction in mass poverty. However, there are 
reasons to be optimistic. First of all, India has farther to go in integrating its economy 
with the world economy and in attracting foreign direct investment could have 
growth augmenting effects.  India’s domestic reforms process, after having slowed 
down since the late nineties, is gathering momentum. Clearly, with an augmentation 
of the forces of competition, domestic and international, and acceleration of the pace, 
broadening and deepening of reforms, the target of 8% annual rate of growth could be 
easily attained and exceeded [14].  
 

 

2.2 Iran’s Growth Rate 
 
       Iran’s Growth rate of GDP was at an annual average of -2.2% during the first 
decade of post-revolution and it was continued till 1988. Meanwhile at the same time 
and during the war, between Iran and Iraq, generally average annual economic 
growth for this period was not good while population grew at the average annual rate 
of about 3%, which has indicated a 1% per year decrease in real per capita income. 
For this reason, the Management and Planning Organization have focused its 
economic projects during 1990s. In this decade average annual growth of gross 
domestic product reached to 3.9%. It is to note that Iran’s economic growth rate 
during 1990s was above the annual average growth in the Middle East and North 
African regions (3.2%) as well as performance of certain pioneer countries in the 
region including Turkey (3.5%) [13]. 
 
 
2.3 Demographic and Economic Indicators for Iran and India 

       Here is impossible to bring lots of variables for comparing two countries so we 
have presented some important Socio-economic indicators for India and Iran.  
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Table 1:  Demographic and Economic Indicators for Iran and India 

              Items Units Year Iran  India  
Population Million 2002 66 1055 

Population Annual Growth % % 2002 1.6 1.74 

Life Expectancy at Birth Years 2002 69 63 

Literacy Rate, adult total (% of people 
ages 15 and above) % 2002 77 61.3 

Female adult literacy rate % 2003  79.9 45 

Infant Mortality Rate (IMR) Per 1000 2001  32 
(2001) 

63 
 (2002) 

Under 5 mortality Per 1000  2001 
2003 

     42      
(2001) 

      87     
(2003) 

GDP (PPP)
$ Billion 

 2003  410 * 
 

2908 
 

Per capita GDP growth % 2002 2.6 3.7 
Per capita GDP (PPP) $ 2003 6214 * 2733 
Per capita GNP (PPP) $ 2002 7500 2880 

 Sources:(1) World Bank, World Development Indicators 2004,2005, *(2002)                
               (2) Asian Development Bank (ADB) - Key Indicators 2004                   
              (3) World Development Indicators (2005); Institute of International Finance, RBI and 

CSO. 2004 data for India refer to the fiscal year 2004-05 
               (4)Statistical Center of Iran 2002-2005.                                                                     
        

Table 1 succinctly describes some demographic and economic indicators for Iran and 
India [1] in 2002 and 2003. As the table 1 shows the Annual Population Growth rate 
for both countries is about 1.6%. Infant Mortality Rate (IMR) and Under 5 mortality 
rate in India is more than Iran, which means that fertility in India is higher than Iran. 
Meanwhile, the table also shows that life expectancy in Iran is better than India as 
well.  That is India has suffered more poverty and malnutrition problems compared to 
Iran, as World Bank has reported[15] in 2005, under 5 malnutrition was 45.8% in 
2003 and also poverty ratio, based on below $1 a day, is estimated at 34.7% in 2000-
01. In Iran, Statistical Center of Iran has calculated absolute poverty line and poverty 
ratio in Rural and Urban Areas, on the basis of the calories required daily for each 
person   (2300 calories per day). This method estimated the absolute urban and rural 
poverty lines as rails 157713 and rails 96601 respectively. Based on the 
measurement, 11% of the households in urban areas and 12.42% of households in 
rural areas were below poverty lines in 2001[11]. 
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       World Bank has also reported in World Development Indicators 2004 and 2005, 
based on purchasing power parity (PPP), Iran’s per capita GDP was $6214 in 2002 
while India’s was $2733 in 2003. It is noteworthy that Per capita GDP growth rate is 
estimated at 3.7% and 2.6% for India and Iran respectively. The main point here is: 
While Iran’s per capita GDP (PPP) is higher than that of India but India’s per 
capita GDP growth rate is more than that of Iran.  
        

  

3. Data Issues and Methodology  

       United Nations has annually published the National Accounts Statistics for each 
country as well as for Iran and India. UN Statistical Yearbook has also geared up 
annual data on aggregate consumption expenditure by resident households and the 
data, which are related to macroeconomics. In order to estimate the consumption 
function we have applied the time series data during the period 1970 and 2001 at 
constant price. 
       In the life-cycle model, which is initiated by Ando and Modigliani [3], the 
determinants of consumption are disposable income and financial wealth. The 
consumption here is defined as the sum of the expenditure on goods and services of 
private residents and non-profit institutions. As a result consumption is defined as a 
dependent variable. The two independent variables are: 1) National Disposable 
Income, 2) Financial Wealth [2].  
In this paper we have applied GDP at constant price instead of National Disposable 
Income. In the case of lack of NDI in particular at constant price in duration of 1970 
to 2001 the best proxy is GDP (NDI at constant price is not available for both 
countries during the last three decades).  
 

 

3.1 The Second Issue, Measurement of Wealth and Methodology  

       Albert Ando and Franco Modigliani provided the life cycle hypothesis [3, 4]. 
Similar to Friedman's Approach, The life cycle hypothesis states that an individual's 
consumption in any time period does not depend on the current income of the period. 
It argues that individual's consumption in any time period depends on resources 
available to the individuals, the rate of return on his capital, and the age of the 
individual. Available resources include existing net worth (or net wealth) and present 
value of all current and future labor incomes.  
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       After the pioneering work of Ando and Modigliani the wealth effect on the 
consumers´ expenditure has often been analyzed as the life-cycle hypothesis (LCH). 
It is exposited by Modigliani [9, 10]. This model is formulated as follows: 

Ct = αAt-1 + βYt + ε t        (1) 
 

Where Yt is labor income, At-1 is wealth at the end of period t-1. Ando and 
Modigliani estimated both α  and β   positive coefficient.  
       In order to measure the wealth or Assets, Davidson [5, 6] has suggested wealth 
can define as follows: 

At = At-1 + (Yt – Ct)       (2) 
Where (Yt – Ct) is saving at end of period t. The equations of (1) and (2) can be 
transformed to the following equations (3) and (4) respectively, which have included 
the first and second lag. 

 Ct-1 = αAt-2 + β Yt-1 + ε t-1               (3) 
At-1 - At-2 = Yt-1 - Ct-1                    (4) 

Ct - Ct-1=β Yt - β Yt-1 + α (At-1 - At-2)       (5)   
             

Replacing equation (4) in (5) and reordering, we can obtain the equation (6). 
Ct=β Yt +(α- β)Yt-1 + (1-α) Ct-1 + Ut    (6) 

Which is produced an autoregressive-distributed lag model of Ct and Yt. And Ut is 
error term that is equal to εt-εt-1.       
 

4. Estimation and Results 

       By using the data from 1970 to 2001 at constant price, which is published by 
United Nations, National Accounts Statistics and applying STATA software we have 
estimated the consumption function for India and Iran.  
       As mentioned before, the equation (1) is transformed to equation (6). Therefore 
we can measure α and β . since the equation (6) is an autoregressive distributed lag 
model for the whole sample so we cannot use the Durbin-Watson test. Therefore the 
best test for checking the autoregressive model is h test [7].  The h test is as follows: 

)ˆvar(*
ˆ

β
ρ

T
Th

−
=

1
 

Where h has a Normal Distribution and ρ estimates from the residual of regression. T 
indicates the number of observation as well.  
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       The equation (6) as an autoregressive model, the lag dependent variables appear 
as independent variables. In this case when the number of observations is greater than 
30 (T>30) the h test would be appropriate test for checking the autocorrelation. And it 
is noteworthy the model asymptotically is consistent. The regression results of 
equation (6) are summarized in table 3. 
 

                       Table 3: Summary of results: Ct=βYt +(α - β )Yt-1 + (1-α) Ct-1 

  Iran India 
Coefficient  Coef-value t-value Coef-value t-value 

β  0.541 31.68 0.672 109.407 

α-β  -0.433 -5.55 -0.542 -7.989 

1−α  0.811 5.65 0.779 7.313 

Number of obs 31 30 

Durbin-Watson 1.491904 2.103726 

R-squared 0.9987 0.9999 

F- test F(  3,    27)  6848.22 F(  3,    26) 58080.15 

ρ (estimated) 0.254048 -0.051863 

h (statistic) 1.420917984 -0.284226181 

  
 

       The regression result, which is reported in table 3, has shown that the null 
hypothesis is rejected hence all coefficients are significant and the equation have 
validity too. In other words, Obtained R-squared and F- test in the table above show a 
fairly successful regression as well . 
 Although the Durbin-Watson statistic for both countries shows that we can 
significantly accept the null hypothesis of no serial correlation in the residuals, but 
the point is that in an autoregressive model we cannot rely on Durbin-Watson test. 
Therefore we have to use the h-test. As shown in the table 3, h-statistic is obtained as 
1.42 and –0.28 for Iran and India respectively. It means that we significantly accept 
the null hypothesis of no serial correlation in the residuals, at 5% level of 
significance. (the significance or critical value of z for two-tailed test at 5% level of is 
–1.96 and +1.96). 
       Now the calculated MPC out of wealth and MPC out of income based on original 
life cycle model are appeared in table (4).                     
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                         Table 4: The Estimated MPC for Iran and India 

                                                         Iran         India

                MPC out of wealth           0.189        0.221

                MPC out of income          0.541        0.672 

                 
                        
 

Figure 3: Comparison of MPC between Iran and India 
    

 

 

MPC out of w ealth
MPC out of income

Iran

India

0.221

0.672

0.189

0.541

0.000

0.100

0.200

0.300

0.400

0.500

0.600

0.700 Iran

India

 

 

     Figure 3 has presented the MPC for both countries, India and Iran. This figure 
shows that not only MPC out of wealth of India is higher than Iran but also MPC out 
of income of India is higher than Iran.  
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5. Consumption-GDP Ratio, Past and Future 
 
        This subsection indicates a comparative study of Consumption-GDP ratio 
between India and Iran during the last two decades. It has also forecasted the 
Consumption-GDP ratio for next decades. As the table 5 has shown the 
Consumption-GDP ratio for both countries, i.e. India and Iran, has decreased during 
the last two decades except in 1991 for Iran. This ratio for both Iran and India is 
calculated 77.37% and 82.62% respectively in 1980 and it is gradually decreased to 
67.77%, 74.19% in 2000. It means that both countries could potentially increase the 
internal financing. 
       On the other hand there is a gap between India’s Consumption-GDP ratio and 
Iran’s. The t-test result shows that there were statistically significant differences 
between India’s consumption-GDP ratio and Iran’s. T- Value is obtained -5.273, since 
the calculated value of t is greater than tabulated t; hence null hypothesis is rejected at 
1% level of significance .  

 
           Table 5: Consumption-GDP Ratio* (in constant Price) 

         
YEAR Iran India YEAR Iran India  
1980 77.37 82.62 1993 74.22 77.62  
1981 80.52 81.10 1994 73.37 75.27  
1982 72.19 81.23 1995 69.83 74.46  
1983 68.19 80.97 1996 67.69 74.39  
1984 68.57 81.47 1997 67.14 74.15  
1985 74.54 80.94 1998 68.87 75.19  
1986 72.10 81.57 1999 68.32 74.81  
1987 70.10 81.30 2000 67.77 74.19  
1988 72.46 78.26 2010 65.74 68.60 *Forecast 
1989 76.84 78.00 2020 62.43 63.98 Forecast 
1990 81.43 75.56 2030 59.11 59.36 Forecast 
1991 79.89 76.31 2040 55.79 54.74 Forecast 
1992 68.64 75.24     

         
Sources: United Nations, National Accounts Statistics: Main Aggregates 
         And Detailed Tables, 2002,1989,1982 
         * The Consumption-GDP Ratio and Forecast, calculated by author 
 

       In Figure 4, we have plotted the Consumption-GDP ratio for Iran and India 
during the last two decades and next decades. The forecasted Consumption-GDP ratio 
has shown that India’s consumption-GDP ratio pattern not only is gradually going to 
be equal to Iran’s but also it will be lower than Iran’s in the next decades. 
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                 Figure 4: Consumption-GDP Ratio for Iran and India (in constant price) 
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6. Conclusion 

       This paper has demonstrated the Marginal Propensity to Consume of India is 
higher than Iran. It has also revealed that not only MPC out of Income of India is 
higher than Iran’s but also MPC out of wealth of India is more than Iran’s. Although 
this paper showed that India’s Consumption-GDP ratio is higher than Iran’s but 
during the last two decades Consumption-GDP ratio for both countries decreased, 
which means that they could increase their internal financing. The forecast of 
Consumption-GDP ratio in the next decades has shown that India’s Consumption-
GDP ratio will be less that Iran’s in particular from 2030 onwards.   
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