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Motivation
Summary

Comments

What we know: A Simple Consumption–Savings Model

A household chooses consumption to maximize lifetime utility:

max
{Ct}∞t=0

E0

∞∑
t=0

βtu(Ct)

subject to the intertemporal budget constraint:

At+1 = (1 + r)At + Yt − Ct ,

where
Ct ≡ consumption,

Yt ≡ nonfinancial income,

At ≡ financial assets at the beginning of period t,

r ≡ risk-free return.

Define the household’s net savings flow as

St ≡ Yt − Ct .

Hence,

At+1 = (1 + r)At + St .
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What we know: Households Respond to an Income Shock

Suppose income unexpectedly falls:
Yt ↓ .

The optimal response depends critically on the persistence of the shock.

Temporary income shock

Yt ↓ but EtYt+k recovers

Use financial assets to smooth
consumption:

St ↓, At+1 ↓

while

∆Ct is relatively small.

Borrow from your future self.

vs.
Persistent income shock

Yt ↓ and EtYt+k remains low

Lifetime resources have fallen:

∆Wt =
∞∑
k=0

Et [∆Yt+k ]

(1 + r)k
< 0.

Consumption must therefore adjust:

Ct ↓ .

Less future income to borrow against.
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A Persistent Income Shock: Benchmark vs. Data

Benchmark prediction
Persistent income loss =⇒
Consumption ↓ rather than large asset drawdown

But according to the detailed tax data (this paper) :

Persistent income loss =⇒ Asset drawdown, Savings ↓ substantially

Estimated savings response ≈ $0.50–$0.85 per $1 of lost after-tax income.

The empirical puzzle

Why do households absorb so much of a persistent income loss through their balance
sheets rather than through consumption?
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Empirical design

1. Data and measurement

2000–2022 reference years, ages 30–59, top nonfinancial-income quintile within age

Taxable saving: dividend and interest changes, adjusted for payouts and yields

Retirement flows: 1099-R withdrawals and W-2 contributions

Related capitalization methods: Saez and Zucman (2016), Smith, Zidar and Zwick (2023), Mart́ınez-Toledano
(2023).

2. Households save less and draw down assets in bad times

SA
j,t,t+h

Ȳj,t−2:t

= β
A
h

Ȳj,t+1:t+3 − Ȳj,t−2:t

Ȳj,t−2:t

+ γ
′
hZj,t+h + εj,t+h.

SA: cumulative net saving, h = 1, 2, 3 years
Ȳ : three-year average pre-tax nonfinancial income
βA
h : saving response per $1 annual income change

IV: negative residualized ZIP-code income growth

Controls: year-interacted household groups, lagged income and financial variables

3. Other interesting empirical facts

High-income households are wealthy, but their liquidity is surprisingly limited

The drawdown includes both stocks and fixed-income assets. (Again, the stock part – with
a higher anticipated return – is a bit unexpected!)
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Ȳj,t+1:t+3 − Ȳj,t−2:t
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Mechanism: Consumption adjustment costs

1. Assumption: Suppose expenditures are difficult to adjust quickly

ΦC (Ct , Ct−1)︸ ︷︷ ︸
cost of cutting consumption

=
ϕC

2

min

 Ct

Ct−1

− 1, 0

2

Ct−1.

Ct : consumption ϕC : adjustment-cost parameter
ϕC = 10: a 10% cut costs an additional 5% of prior consumption

2. Portfolio mechanism

Income ↓

Earnings losses when stock prices are low

Consumption cannot fall enough

Asset drawdowns in bad states

Temporary stock price declines become effectively more “costly” to HH
(i.e., stocks no longer “long-run” safe, holding horizons become unclear!)

Important model implication: Optimal choice w/ a lower stock share

Main insight:

Such an endogenous liquidation risk is a source of stock risk to HH.
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Comment 1: The role of credit and borrowing

Starting point

The paper shows that high-income households respond to income losses by drawing down liquid
assets, including stocks.

But households should have a third adjustment margin

Income loss =⇒


C ↓ cut consumption

A ↓ liquidate assets

B ↑ borrow

In the model, consumption adjustment is costly, so households rely more heavily on asset
liquidation.

But credit could allow households to finance spending without selling stocks at temporarily
depressed prices.

Question: Why is borrowing not the marginal source of liquidity?

High borrowing costs?

Limited or state-dependent credit access?

Reluctance to borrow?
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Comment 1: What Would Credit Do to the Mechanism?

Allow households to borrow against future income:

Bt+1 ≤ B̄t , at borrowing rate rBt .

Stable, inexpensive credit

Income loss → B ↑→ less asset liquidation → less forced stock selling

Better credit access ⇒ higher ex ante optimal stock share

But credit itself may be state-dependent

Credit supply may be procyclical when liquidity is most valuable.

Yt ↓, repayment capacity ↓ =⇒ lenders may increase rBt ↑ or B̄t ↓

Suggested exercise: Compare optimal portfolios under

no credit vs. stable credit vs. credit tightening in bad times.
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Comment 2: Which Market Shocks Matter?

Starting point

The model decomposes unexpected stock returns into

rt+1 − Et [rt+1] = NCF
t+1 − NDR

t+1.

The calibration assumes that a return decline driven by cash-flow news has the same effect on
the earnings distribution as an equally sized return decline driven by discount-rate news. In the
model, i.e., -1 NCF ⇔ +1 NDR.

But the two declines are economically different, and HH may have different exposures

Cash-flow news: Expected future corporate cash flows ↓

Discount-rate news: Required returns rise Et [Rstock
future ] ↑

For the paper’s mechanism, the second case creates a particularly important tension:

Yt ↓ + Ct difficult to cut + Et [R
stock
future ] ↑

⇓

Liquidation is particularly costly; explaining households choosing a lower stock share.
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Comment 2: Heterogeneous Exposures

Suggested empirical exercise

Estimate exposure of earnings growth to each return-news component:

∆Yi,t = αi + βCF
i NCF

t + βDR
i NDR

t + εi,t ,

potentially allowing exposures to differ across industries or occupations. For instance, one would
expect finance industry workers are more sensitive to NDR compared to manufactory-strong
industries.

Suggested model exercise

Compare households with similar earnings volatility but different exposure to discount-rate news:

σ(∆YA) ≈ σ(∆YB), |βDR
A | > |βDR

B |.

The model predicts:

greater income losses when NDR ↑ ⇒ greater liquidation risk ⇒ θ∗ ↓

Economic implication: Portfolio choice depends not only on how risky labor income is, but also
on when that income risk materializes.
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Conclusion

Summary

Large persistent income losses generate large drawdowns from liquid assets, including
stocks, due to consumption adjustment cost.

In this world, households change portfolio choice to hold a lower stock share at the
equilibrium.

The mechanism is especially relevant when stocks are temporarily depressed: households
may need to sell precisely when expected future stock returns are high.

Further questions

1 Comoving channel – Borrowing:
Can access to credit attenuate the need to sell stocks?

2 Heterogeneity – Income risk:
Can we find cross-sectional evidence using variation in exposure to NDR?

Thank you!
nancy.xu@jbs.cam.ac.uk
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