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Abstract

An economy, at its core, consists of people doing things. People work and play, eat and
drink, create and think, and all the while perform activities both measured and unmeasured
that nonetheless provide value to themselves, their families, and society at large. Within this
structure, the most fundamental unit of our modern economy is the household, which consists
of at least one consumer who spends time consuming some positive amount of net resources.
This consumer may also spend time supplying labor or investing in new ideas or various
speculative enterprises so that he can afford his desired consumption level. Even if he does not
work or invest, he still must consume in order to ensure his sustenance and continued living.
Thus, while the consumer comprises the core unit of the modern economy, it is consumption
itself which is the economy’s most central activity. In the United States, consumption amounts
to almost 70% of all output. To better understand the many important factors that drive broad
aggregate economic outcomes, it behooves us to study the behavior of individual consumers
themselves.

A goal of mine as a researcher is to continue working to expand the frontier of knowledge
pertaining to the motivations and outcomes of household behaviors. And while this thesis
does not reflect all of my economic research projects currently underway;, it does fully reflect
the variegated flavors of the questions and puzzles I consider. Here, I focus on two particular
frontiers in household economic research. In Chapters 1 and 2, along with co-authors, I consider
how the allocation of off-market time directly affects consumption, savings, the labor supply,
and aggregate growth. In Chapters 3 and 4, along with co-authors, I apply theories from
behavioral economics, like mental accounting and the non-fungibility of various forms of
liquidity, to explore the high-frequency spending and savings patterns of individual consumers.
While the first two chapters consider how mechanisms behind household decisions drive
macroeconomic outcomes, the latter chapters deal with granular, microeconomic behavior. This
thesis thus represents the breadth of my many research interests spanning both macro- and
microeconomics.

Since Becker (1965), economists focussing on household decisions have grappled with the
classic consumption/leisure tradeoff in various applications. However, rich decision structures,
like Becker’s original theoretical model featuring multiple off-market time utilization decisions,
have been only minimally explored. Data limitations may be to blame: in the United States
quality time use data has only been available since 2003, while other developed countries lack a
comprehensive time use survey of households. Still though, we can gain further insight into
many well-established economic puzzles, like the reason for the rise in the U.S. services share I
explore in Chapter 1, or the decline in long-run U.S. GDP growth I explore in Chapter 2, among
others, by examining these phenomena in model environments where households face rich,
previously unexplored time use decisions.
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Chapter 1 features joint work with co-author William Bednar. We consider an application of
a home production model toward United States structural change where households decide
how much time to spend consuming various market purchases. In the context of our problem,
structural change is the process by which the share of consumption devoted toward intangible
services has risen while the share of consumption devoted toward physical, manufactured
goods has fallen. There is contentious debate in the literature as to whether supply-side factors
or demand-side factors have driven the rise in the services share of aggregate output. Income
effects from non-homothetic consumer preferences have been touted as a primary contributor.
We test this implication in a model that accounts for consumers’ joint consumption and off-
market time allocation decisions. When accounting for time to consume in this manner, we
show that homothetic utility functions can still generate non-linear expansion paths as wages
increase. In the model, differences in the time intensities of different home production activities
affect how consumers adjust their consumption allocation in response to relative price and
real wage changes. Our findings suggest that the rise in the U.S. services share since 1948
is primarily due to relative price changes which dominate income effects from wage growth,
contrasting with many findings in the literature.

In Chapter 2, I work with co-author Finn Kydland to address how population aging will
impact aggregate GDP growth when accounting for the time working-age adults spend caring
for their elders. As the population of the United States ages, the number of elderly people
who require living assistance is increasing. To understand how this impacts aggregate output,
we calibrate an overlapping generations model where growth endogenously depends on the
care young agents choose to provide for their parents. Relative to an economy with a constant
population distribution, we project that population aging will reduce GDP 17% by 2056 and
39% by 2096. Curing old-age diseases such as Alzheimer’s and dementia can lead to 5.4%
higher output relative to the baseline, while improving welfare for consumers of all ages.

The mental accounting theories of Richard Thaler have inspired a generation of behavioral
scientists to reconsider how consumer behavior departs from predictions of classic economic
models of rationality. Until recently, Thaler’s theories have been largely isolated to applications
in experimental and other controlled settings. Further, there lacks broad consensus as to what
types of behavior exactly correspond to mental accounting. In Chapters 3 and 4, along with
co-authors Alan Montgomery and Christopher Y. Olivola, I apply Thaler’s various theories
of mental accounting to transaction-level field data from consumers’ bank balance ledgers.
Generally, we seek to understand the degree to which mental accounting behavior is actually
observed in consumption spending data and also the degree to which including flexible, behav-
ioral features like mental accounting can improve the fit and predictions of structural models of
demand.

In Chapter 3 we construct a unifying theory of two stage budgeting and mental accounting
in order to reconcile heterogeneity in consumer-level weekly spending and savings patterns.
Mental accounting and rational inattention induce behavioral wedges between first stage
expenditure budgets and second stage actual expenditure. Specifically, consumers engage in
Gabaix (2014) sparse maximization, re-assessing only a subset of their spending budgets every
period. Over or under spending affects future budgeting and expenditure decisions. With
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agent-level weekly expenditure data, we use latent Bayesian inference to structurally estimate
the degree to which low-income consumers appear constrained by mental accounting frictions.
We find that consumers optimally set only 25-50% of first stage budgets each period. A sparse
max model with mental accounting fits the data best, compared to alternative models without
one and/or the other. In a counterfactual experiment, relaxing rationality constraints leading
to greater budget attentiveness is not necessarily welfare improving if consumers can easily
adjust budgets on the fly to mitigate the disutility of over expenditure. We are the first to
estimate the structural parameters and latent decisions of a two stage budgeting model with
sparse maximization and mental accounting. In doing so, demand shifters in our estimation are
endogenous, resulting from behavioral frictions.

In the final chapter I engage in a second application of mental accounting theory to explore
empirical evidence that consumers use liquidity from debit cards and credit cards differently.
Thaler (1999) describes one of the primary components of mental accounting as the budgeting
of specific utility-providing activities which can depend on the resources used to fund those
activities. The analysis presented in this chapter focusses on household expenditure of durable
and non-durable goods and the liquidity sources used to fund these different expenditures.
Specifically, we exploit a linked dataset of credit and debit card users to examine consumer
purchasing patterns of durable and non-durable consumption commodities under both methods
of payment. Our findings suggest that on average durable purchases are more sensitive
to increases in available credit than non-durable purchases, and most consumers are more
likely to increase total consumption due to increases in available credit than increases in
available checking account balances. We empirically show that the standard neo-classical
consumption/savings model, the equilibrium conditions of which implicitly assume that the
household’s available resources (liquidity and investments) are perfectly fungible, fails to
rationalize our data for the median/modal consumer in our sample. However, our results
are rich because we also show that the behavioral distribution of consumers includes both
households which treat liquidity as fungible and those that do not. Given the heterogeneity we

tind, future work should test whether these results would matter on aggregate.
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1. Home Production with Time to Consume

joint with William Bednar

1.1. Introduction

When considering how households use market purchases, complementarities exist between the
consumption of these purchases and non-work time. In frameworks with only one consumption
commodity and elastic labor supply, complementarities between leisure and consumption
are explicitly considered. However, this is usually not the case in models where consumers
derive utility from multiple consumption commodities. Under this premise, we explore the
fundamental question as to why household consumption allocations vary in relative prices
and income. Our contention is that demand for different market purchases depends ultimately
on how households spend time using their purchases in various home production activities.
Indeed, Gary Becker recognized this in his seminal paper on home production, “A Theory
of the Allocation of Time” (Becker 1965). In a model where households choose both market
purchases and how to allocate time toward their consumption, both the relative productivities
and labor intensities of different home production processes determine the responsiveness of
the consumption allocation to relative prices and income. In this sense, we provide a micro-
foundational explanation rooted in home production for why demand is sensitive to price and
income changes. To our knowledge, this paper is the first to show that income effects can still
be generated by a homothetic utility function as long as Beckerian time use and consumption
complementarities are considered.

Our home production formulation differs from those of Gronau (1977), Graham and Green
(1984), Benhabib, Rogerson, and Wright (1991), Rupert, Rogerson, and Wright (1995), Ingram,
Kocherlakota, and Savin (1997), and Boerma and Karabarbounis (2019) who all dispense with
the idea that market goods and time are combined together in some home production function
to produce a final commodity. Notable exceptions are McGrattan, Rogerson, and Wright (1993),
Gomme, Kydland, and Rupert (2001), and Bridgman, Duernecker, and Herrendorf (2018)
which allow for durable capital to be combined with time toward the production of home
consumption commodities, but additional non-durable market goods are still absent from their
home production formulations. Micro-data analyses, like those in Aguiar and Hurst (2005, 2007)
and Aguiar, Hurst, and Karabarbounis (2013), provide evidence that consumer expenditure
and off-market time use decisions are interdependent, suggesting home production models
should take such complementarities into consideration.

The relationship between off-market time use and market purchases is most evident when
considering how consumers use physical, consumption commodities, i.e. goods. However,



even when using market services, like for example hiring a home cleaning service, consumers
must at least briefly spend time finding the maid and explaining to the hired hand what
cleaning needs to be done. While this amount of time is less than the amount of time required
to clean the house oneself, the amount of time is not zero. Time use complementarities are
more readily apparent when thinking about the inputs required in such a process as making a
meal. Meanwhile, this model of household behavior challenges the conventional assumption
made in modern macroeconomic models to classify as leisure all time spent outside of a formal,
income-producing job.! The Beckerian approach, rather, is to model all off-market time as spent
engaging in some home production activity, one of which could be leisure.

To illustrate the importance of time use and market purchase complementarities, consider
someone who purchases a market good, like say a boat, and does not spend any time using it.
Can we truly say that the boat is providing value to this consumer? He works overtime nights
and weekends to pay for a boat that he never uses. It is well-established common knowledge
that boats depreciate in value very quickly, so surely this consumer does not view the purchase
as a capital investment. He must make time in his schedule to use the boat and derive utility
from it. He thus faces an implicit tradeoff between working more to earn more money to pay
for the boat and all the maintenance it requires versus spending time actually using the boat
and deriving utility from it. If he knows he does not have the time to both supply labor to pay
for the boat and enjoy the boat once he has it, he will not make the decision to purchase the
boat.? In this way, allowing for time use and consumption complementarities also provides a
richer characterization of the tradeoff households face when making labor supply decisions.

Modeling explicit complementarities between time use and market purchases assumes two
ideas relating to consumer behavior: 1) consumers enjoy market purchases and derive final
utility from their consumption by spending time using them; 2) the return consumers derive
from using market purchases in home production processes depends on the ability of the
consumer to engage in transformation of market purchases to final consumption. Our model
is flexible enough to capture all limiting conditions, where time is valued on its own, absent
market purchase complimentarities, and vice-versa.

We apply our micro-founded model of the household toward a general equilibrium quantita-
tive analysis of United States structural change.® This is a natural application of our framework
given observed changes in relative prices and income are associated with the changing com-
position of consumption expenditure. Using aggregate U.S. goods and services expenditure
data, we estimate our model to understand the degree to which wage growth versus relative
price effects are responsible for the rising services share. The results suggest that when both
accounting for time use complementarities in home production and households using service
flows from consumer durables, relative price effects have almost exclusively driven the rise

1An exception here is the analysis in Aguiar, Hurst, and Karabarbounis (2013) which distinguishes between
off-market leisure time and off-market non-leisure time.

20r at least he shouldn’t.

30thers have used Stone-Geary preferences to capture the responsivenss of relative demand changes to changes in
relative prices and income (Geary 1950; Stone 1954). For examples, see Kongsamut, Rebelo, and Xie (2001), Buera
and Kaboski (2009), Matsuyama (2009), Herrendorf, Rogerson, and Valentinyi (2013), Uy, Yi, and Zhang (2013),
and Bridgman, Duernecker, and Herrendorf (2018). Alternatively, Boppart (2014) uses a form of “price inde-
pendent generalized linearity” (PIGL) preferences described by Muellbauer (1975, 1976) that admit aggregation
across households.



in the services share since 1948. This empirical finding lends credence to theories contending
that supply-side factors, like changes to relative sectoral productivities, skill-biased technical
change, or differentials in sectoral capital deepening, are most responsible for the structural
evolution of the post-war U.S. economy.

Accounting for how households combine off-market time with market purchases is especially
important when considering the utility they derive from the service flows of consumer durables.
To the best of our knowledge, the structural change literature thus far fails to account for how
the service flows from consumer durables generate consumption utility. Our quantitative
results regarding structural change are robust to the inclusion of different measures of consumer
durable asset service flows in the overall goods series. After counterfactually fixing relative
prices at those observed in 1948, wage gains do not alone affect changes in the relative consump-
tion basket. Thus, using our home production framework, supply-side factors affecting market
prices appear to be the primary drivers of structural change. This lends credence to stories
suggesting differential rates of sectoral capital deepening and/or technological advancement
have primarily contributed to the rise in the services share of the United States economy. For
example, both Ngai and Pissarides (2007) and Kehoe, Ruhl, and Steinberg (2018) show that
structural transformation can be driven by differentials in sectoral productivities which lead to
capital deepening and force labor to shift to the less productive sector, driving up market prices
in that sector (services) relative to the more productive one (goods). The quantitative analyses in
Kehoe, Ruhl, and Steinberg (2018) take place in an open economy setting with a global savings
glut featuring differences in capital flows between countries as well as non-homothetic pref-
erences. In fact, the results in Kehoe, Ruhl, and Steinberg (2018) suggest that non-homothetic
preferences are not particularly important for generating structural change. Acemoglu and
Guerrieri (2008) achieve similar sectoral dynamics with sectoral differences in factor shares for
production inputs, leading to differential rates of capital accumulation. Buera and Kaboski
(2012), on the other hand, show that the relative rate of structural change depends on the
productivity advantage of high-skilled workers in predominantly service industries versus
their low-skilled counterparts working in manufacturing. Autor and Dorn (2013) tell a story
with implications that contradict the premises but not the results in Buera and Kaboski (2012):
automation in manufacturing has driven low-skilled workers to low-wage service industry jobs.
As consumer preferences have evolved to favor variety over specialization, new services are
created, but these jobs are occupied mostly by low-skilled workers.

While our empirical results justify continued exploration of the degree to which supply-side
phenomena may be driving structural change, we focus mostly in this paper on the decision
process of households engaging in home production, allowing the supply-side of the economy
to exhibit a fairly standard sector-specific structure. This paper proceeds as follows. First,
in Section 1.2 we outline a model economy where households engage in Beckerian home
production. We document the model’s implications for home production value-added, income
and relative price effects, and household labor supply decisions. Then in Section 1.3 we
present both aggregated and cross-sectional empirical facts and estimate our structural model
using a Hamiltonian Monte Carlo (HMC) routine to pin down the posterior distribution of
structural parameters conditional on aggregate data. With parameters in hand, we then engage



in counterfactual simulations on our demand representation to understand how increases in
wages and changes to relative prices have contributed to demand-driven structural change. In

Section 1.4 we conclude.

1.2. Model Economy

Consider a closed economy where market prices are determined endogenously by general
equilibrium market clearing conditions. The economy consists of finitely many infinite-lived
firms and finitely many infinite-lived households. Firms make market goods in some stylized
production process which utilizes capital and labor leased from households. Households pur-
chase market goods and use them along with their time spent away from work to produce final
consumption goods in the home, taking market prices as given. Ultimately, households con-
sume and derive final utility from the non-traded output of these off-market home production
activities.

In Section 1.2.1 we construct a stylized model of household decisions which captures fun-
damental aspects of our theory. In our set up, the activities of firms follow fairly standard
conventions in aggregate economics, so we only briefly touch on them in Section 1.2.2, where
we also outline the general equilibrium market clearing conditions which must hold. The equi-
librium is defined in Section 1.2.3. Finally, in Section 1.2.4 we demonstrate how our model of
the household allows for a homothetic utility structure that can surprisingly also accommodate
income effects, while additonally showing implications for our set up regarding labor supply

decisions.

1.2.1. General Model of the Household

We will develop the model at the household level indexed by /. Time is discrete and indexed
by t. Each period a household derives utility from the consumption of I final goods c;;, each
produced under the home production process fi;;,, which takes as inputs a J; dimensional vector
of market goods g,,, and time .+ Final consumption is such that

Cith = fitn(Qigppr Mitn) Vi, £, 1 (1.1)

We dispense with modeling fixed durable assets as inputs. Assume instead that some com-
ponents of market inputs contain the service flows from durables, which ultimately are what
the household uses when engaging in home production. In our quantitative exercises we
will construct the data series so that the value of service flows from durable goods held by
households is included in the value of market goods as if the household rents durables from
some firm “producing” new service flows each period. Price indices will be adjusted to account
for this via procedures described in Appendix A.1.

Let g,;, be a | dimensional vector whose components are each of the commodities on the mar-
ket place. Let P; be a | dimensional vector of market prices and xy, the associated expenditure

vector, the components of which are such that Pjq i, = xji-

4 All vectors are column vectors and denoted using bold font.



Assumption 1. There is no joint production using market goods. That is, if g4, is a component
of g, then g, cannot be a component of g, for any i’ # i.

Assumption 2. All input resources are used up in the production of final consumption com-
modities. Thatis Vj € {1,...,]},3i € {1,...,I} such that qjtn is a component of gy,

Assumptions 1 and 2 together imply that | = ¥/, J;.
Each period households derive flow utility u(cy;) from consumption of the I dimensional

vector of final goods c,.0

Assumption 3. u(cy,) is separable across components of c¢y,. Thatis, for all k # i and k # j,
the marginal rate of substitution between final consumption derived from processes i and j is

independent of consumption in process k.

The separability imposed by Assumption 3 will allow us to invoke an aggregation theorem to
collapse the market commodity space into indices such that the production process for each
final good takes one and only one market good as input. This is described in Lemma 1 and its
proof, which requires specification of equilibrium conditions. Before moving on to that, let us
finish characterizing the household’s choices.

Let 7 denote the total time available to the household, and assume that all households face
the same time constraints. Households earn wages wy;, from supplying labor I;;, on the open
market place. Households do not care how their labor is allocated toward production of market
goods. They choose n;, which is time spent engaging in home production activity i. Let ny,
denote the I-dimensional vector describing time spent on home activities. Total time allocated
to market and home activities must satisfy:”

I
Ion + Zi igy <71 (1.2)
i=
Households choose to invest in capital k; 1 j,, receiving gross return Rk, on current investments.

Given this information, we can write the household’s problem:

o0

max Z Bu(cy) (1.3)
Gupenkes1n =0
J I
subjectto Y Pigju + wu Y, nin < wiTi + Rekyy — ki1 (1.4)
=1 i—1
Cith = firn(@igy mim) Vi, t,h (1.5)

5 Assumption 1 allows us to avoid the parameter identification issues in home production models with joint
production described in a back and forth between Bill Barnett, Robert Pollak, and Michael Wachter in the 1970s
(Pollak and Wachter 1975; Barnett 1977). Special thanks to Javier Birchenall for pointing this out.

®These “goods” are the outputs of home production activities. In the spirit of Becker (1965), a single component of
¢y, might capture the total enjoyment one feels both from spending time cooking and time eating a meal. We also
refer to the components of ¢y, as distinct household “activities.”

"Note that each home production process is associated with multiple market inputs but only one time input.
Therefore, we have separate indices for market inputs used in each home production activity, but the time use
vector is I dimensional.



We do not need to explicitly specify a parameterization for f,(q;,,, it ). Given the assump-
tions above, we can invoke an aggregation theorem over commodities to make the analysis

more compact.® This is described in Lemma 1.

Lemma 1. Assume each household is a utility maximizer. Under Assumptions 1, 2, and 3, and
under Theorem 1 of Green (1964) attributed to Leontief (1947), we can restrict our analysis to

ilvth(qlthr ey Qith/ ey ‘ch/ Nithy -« s nIth) (16)

where g;, is some index that describes the grouping of market goods {qilth, e Gijiths - - - Qifith }
Proof. See Appendix A.2.3. O

The intuition behind Lemma 1 is that Assumptions 1 thru 3 guarantee that the intratemporal
marginal rate of substitution for two goods used in the same home production process is
independent of other goods not used in that process. Under Lemma 1 we can then form
a single composite commodity g;;, which describes the market value of the entire vector of
commodities q,;, used in production process f;;;.” Thus rather than specifying a functional form
for fitn(q,y,, nitn) from here on our analysis operates on cjy, = ﬁth(qim, Ny ), the commodity-
aggregated home production function for final good c;y;.1°

Assumption 4. The aggregated home production function ﬁth (Gitn, i) is strictly increasing,
quasi-concave, and homogeneous of degree one.

Assumption 4 is used in our equilibrium results to characterize the value added to household

market purchases from engaging in home production activities. Composing u(cy,) with each

Fitn(Gien, i) gives us ity
u(ey) = M(flth(%h,”lth), oo Fitn i itn) - - rflth(%thr”lth)) = U (G, 1n) (1.7)

Unlike u(cyy,), composed utility depends on the possibly time-varying home production process,
so we index it with both ¢ and / to account for this. Each home production process is associated
with time and one market input, which implies that there are the same number of market goods
as final goods, i.e. | = I, in the commodity-aggregated problem.

1.2.1.1. Household Equilibrium Conditions

Let 1y, denote the period ¢t marginal utility of wealth, i.e. the Lagrange multiplier on the budget

constraint. Each period household choices must satisfy the budget constraint plus the following

8Thanks to Laurence Ales for pointing this result out.
9Scalar gy, is the composite good. Again, bold font is reserved for vectors.
10We admit our usage of the word “aggregated” is slightly abusive throughout this paper. To be clear, fiy, is an
“aggregated” home production function in the sense that it takes the composite g;;, as an input, where g, is the
sum over the quantities of all commodities in its class. We will also use the word “aggregate” to describe total
expenditure and consumption in the entire United States economy for specific commodity classes, i.e. “goods”
and “services.”



intratemporal and intertemporal conditions:
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For each final activity c;;, we can combine the equilibrium conditions for the marginal utilities
of q;1;, and njy, to arrive at an expression describing the marginal rate of technical substitution
between time and market inputs for process i:

aﬁth/aﬁth Py (1.11)
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Of interest are the tradeoffs faced by consumers when engaging in market purchases. Consider
the following expression describing the marginal rate of substitution between different final
activities ¢y, and cjp:

3finn
acjtn /[ Ocin  fim Pi

aqjth

The two terms on the right hand side of (1.12) are the shadow prices, with respect to the internal
household marketplace, of consuming c;; and cjy;. If the market price P;; is in dollar units, then

the shadow price of c;y, is equal to the dollar-value of market inputs per unit of output from

process fi.

Lemma 2. The shadow price of activities c;;, associated with the consumption of g,y is equal

exactly to Py if and only if gjqu:’; =1.

Proof. See Appendix A.2.3. O

Lemma 2 shows that the marginal value of final consumption is only exactly equal to the market
price of inputs in the absence of home production frictions inducing diminishing returns. When
the marginal product of market inputs is unity the production function is perfectly linear in
gitn- Thus, increases in market inputs do not result in diminishing marginal activities. That is,
the amount of activity associated with the consumption of g;;, constantly increases at the same
rate across all levels of market inputs. Let us consider why diminishing marginal returns may
make more sense. First, holding time n;y, fixed, adding another unit of market inputs g, will
conceivably lead to a smaller increase in final consumption output due to the fact that with more
market purchases and the same amount of time, the amount of time consumers have to use
each specific input decreases, leading to unusable purchases, i.e. waste. Similarly, holding g;,
fixed and increasing 1y, consumers now devote more time toward using each market purchase,
wasting time on frivolous tasks using such purchases after the totality of their usefulness has
been reached.



It is often common in economic analyses to think of the household as ultimately a consumer
rather than a producer. Truly, the household engages in both production and consumption tasks,
using its time to manipulate market purchases into a final consumable item, like for example a
meal. At each step along a supply chain the value of the new outputs created using inputs is at
least the sum of the values of the inputs used as long as producers are making non-negative
economic profits. Thus, we should expect that if time and market inputs are used to produce an
output in the home, additional value added should ensue as in all other steps along the supply
chain. The explicit market costs of home production are simply the cost of market purchases.
Proposition 1 states that the value added from home production, above and beyond explicit
costs, is the market value of time used in the home production process. Unlike in production at
the firm level, the laborer and the ultimate end-user of output are necessarily the same. Thus,
the market value of the time the consumer spends engaging in specific home production tasks
directly quantifies the additional value his efforts provide him, since he faces the opportunity
cost of not working on the market and earning more income which he could use to purchase
additional market inputs. The model structure, in fact, imposes an opportunity cost calculation
to value-added in contrast to the replacement wage approach used in other papers such as
Bridgman, Duernecker, and Herrendorf (2018).

Proposition 1. For each i, the value of the production of final good c;s; net of the cost of market
expenditure (value added) is equal to w1, the market value of time spent on task i.

Proof. See Appendix A.2.3. O

The proof of Proposition 1 requires two applications of Euler’s theorem for homogeneous
functions and is left for inspection in the attached appendix. Corollary 1 demonstrates why
failing to account for time use complementarities in home production leads to extreme results.

Corollary 1. If cjs, = gim, so that consumers derive utility directly from market purchases, then
home production provides no additional value to the household.

Corollary 1 may seem obvious: of course there can be no value added from a process that
never happens. But what this says is that if we fail to account for how households spend their
off-market time using market purchases, then we are essentially saying that engaging in home
production provides no additional value to the household beyond the value of the market
purchases themselves. This is an extreme statement that says a meal cooked and prepared in
the household is only as valuable as the sum of all the market commodities used to prepare it.
Under such a modeling assumption, the intrinsic skills of the homemaker contribute nothing
to the value of the final meal. This result thus demonstrates how splitting the off-market time
allocation decision into a vector of decisions over activities while also allowing for time use
complementarities with market purchases provides a mechanism for quantifying and capturing

the value of engaging in home production.



1.2.1.2. Parameterization of Demand

To perform comparative statics and ultimately estimate the model, we make standard functional
form assumptions. We choose a constant elasticity of substitution (CES) form for u(cy,):

I ’
u(ey) = ( Y BiCZh> (1.13)
i=1

p parameterizes the intratemporal elasticity of substitution which is 1%;)' Let z;;, describe the
total factor productivity of process ﬁth. This term captures several things: 1) a household’s
exogenously evolving ability to spend time using market commodity i in order to produce
the final consumption commodity; 2) the intrinsic value to a household of quality gains to g;,;
3) folk knowledge possessed by the household as to how best accomplish the production of
citn- We specify a flexible CES form for the composite-commodity aggregated home production

functions fi (i, nim):'

1
fitn(Gien, Mitn) = Zign <wiq;'ﬁ + (1 - wz‘)”%},) (1.14)

w; is assumed to be interior to the unit interval while v; < 1 for concavity. Further w; and v;
are assumed to be the same for all households, so that final consumption heterogeneity across
households results only from variation in productivities and market wages. In Appendix A.2.1
we derive the first-order conditions under this parameterization.

Under CES home production and CES utility, we can use the inframarginal rate of technical
substitution between time and market inputs for process i to write n;y, as a linear function of
Gith:

1
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Nitn (Gitn) = Gith |:-pzt(1_a)l) (1.15)

After substituting (1.15) into c;y, (qith, nith(qith)), the corresponding expression for final con-

sumption is

W Wi % i .
Citn (Gitn, itn(Gitn)) = Girn Zien (wi + (1 —w;) [P(lth—w)] > " (1o

After substituting out the inframarginal conditions, the parameterized marginal rate of substitu-

11n our comparative static exercises in Section 1.2.4 we will consider a less flexible Cobb-Douglas structure in order
to cleanly demonstrate the tradeoffs captured by our home production formulation.



tion for market inputs to processes i and j is:
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This expression is derived in detail in Appendix A.2.1 and is the primary expression we use in
our structural estimation in Section 1.3.2 in order to infer the parameter set associated with the
underlying data generating process observed through the lens of aggregate time series.

The Euler equation describing consumption dynamics, meanwhile, depends on the levels of
home productivities in a non-linear manner:

1-v;
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(1.18)

Each cjy, is a function of z;y,, thus the entire vector of home productivity levels z, enters into
both sides of the Euler equation. Notice, however, in the intratemporal condition shown in (1.17)
only relative productivities matter. We will exploit this feature of our equilibrium conditions
in our estimation routine described in Section 1.3.2 to estimate the structural parameters with
a relative productivity residual after log-linearizing (1.17). We can then safely ignore the
Euler equation in our estimation since the structural errors and all structural parameters enter
into both (1.17) and (1.18) without any additional exogenous processes driving consumption
dynamics. For this reason, a model estimated using both (1.17) and (1.18) will be stochastically
singular. We can thus estimate the structural parameters assuming the Euler equation holds,
forming the likelihood around the intratemporal condition.

1.2.2. Firms and Market Clearing

The supply side of the market consists of I + 1 firms with I of them producing the I aggregated
market goods and an additional firm producing an investment good. Firms that produce market
goods have idiosyncratic Cobb-Douglas production technology but must pay the same final
wages W; and final capital rental rate r; to households. W; describes the aggregate average value
of an hour of labor. With finitely many infinite-lived households, this amounts to W; = Z"Z%f’;]ffh,
so that W; is nominal labor income divided by total hours. r; is the net rate of capital rental,
and Ry = r + 1 — ¢ is the gross rate. Finally, we assume that the firm which produces the
investment good costlessly transforms capital one-to-one to investment using no labor.

Firms are characterized by idiosyncratic Cobb-Douglas production technology which features
firm-specific, exogenous time-varying total factor productivity A;; and firm-specific, exogenous

time-varying labor productivity ;. «; is the output elasticity of capital and Yj; describes the

10



totality of market good i produced in period £.!? Output in sector i thus satisfies
Yit(Kit, Lit) = AitKgi(CitLit)lfa" (1.19)

Each period, firm i € {1,...,I} chooses inputs of capital K;; and labor L;; to produce market
good Yj; by solving a static profit maximization problem:

max PitAithi(CitLit)lfa" — 11Ky — WiLj (1.20)

Lit, Kt

Profit maximization implies

Tt K; ai—1

— = A l) Vi 1.21
P e (CitLit (1.21)
W, Ki \™ .

— = A (1 — o 1.22

By assuming a single capital rental rate and wage rate, in general equilibrium the marginal
products of capital and labor must equate across all firms.

As in all competitive market economies, equilibrium prices ensure that markets clear. Market
clearing for goods implies

Y qin = Qit = Yir(Kir, Li) (1.23)
T

where we use capital letters to denote aggregates. The investment good is produced linearly
from investment capital K41 ¢:

Y s = Ky (1.24)
T

where sy, is period t savings of household h. Further, we normalize prices so that the price of
the investment good is unity every period. Capital markets clear when

I+1

Y ko =Y Ki (1.25)
h i=1
Labor markets clear when
I
Y lw=Y Ly (1.26)
7 i=1

Note that households do not choose how to allocate their capital and labor toward sector-specific
production. Rather, the allocations happen as a function of productivity and capital intensity
differentials between sectors. In this manner, it is as if there exists an invisible intermediary
tirm that costlessly allocates capital and labor toward their production-activities in a Pareto

efficient manner.

12We use capital letters to denote a firm’s choice variables.
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1.2.3. Equilibrium Definition

Given an initial stock of aggregate capital Ky and known stochastic processes for productivities
o0
{ {zin}n At € t} , a general equilibrium economy under Beckerian home production consists
0

=
0f13

1. Sequences of household policies for market purchases, time use, and capital investment for
each household

{ i i kiahnf (127)

2. Sequences of firm policies for capital and labor inputs

{Ki, L} 2, Vied{l,..., I} (1.28)
{KT 1,320 (1.29)

3. Sequences of aggregate average prices

{Pr,ri, Wi Ho (1.30)

such that

i. Each period the household budget constraint holds with equality and choices satisfy (1.8)
thru (1.10).

ii. Each period the choices of firms satisfy (1.21) thru (1.22).

iii. Each period market clearing conditions (1.23) thru (1.26) are satisfied.

1.2.4. Comparative Statics For Household Decisions

To illustrate the important theoretical implications of our model formulation, we engage in
several comparative statics. In order to characterize and describe equilibrium tradeoffs in as
transparent of a manner as possible, suppose for simplicity that home production functions are
Cobb-Douglas so that v; = 0 for all i. From here on, we will dispense with time ¢ and household
h subscripts for simplicity to consider a single household operating in a static environment.
Thus we have for home production, f;(q;, ;) = z;g'n} ~“". The household uses its fixed income
net of savings ¥ to purchase two market commodities q; and g at prices P; and P,, which enter
into home production functions, along with time 77 and 75, to produce final commodities ¢; and
c2. Assume households know market prices and home productivities z; and z; and take them
as given. For simplicity, suppose the utility weights on final goods are such that 6; = 6,.1* The
exercises can be grouped into two camps: 1) analyzing relative productivity, relative price, and
wage effects when the household inelastically supplies a fixed amount of labor [; 2) analyzing

how off-market time use varies when households can adjust their labor supply elastically.

13We use superscript stars to denote equilibrium objects.
14 Assuming otherwise does not change the qualitative nature of our results.
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Under Cobb-Douglas home production relative demand for market good j to market good i
can be written

1 P

‘ i T(1 — oo JA=w)p | P71 Loetewi 1wy plwp-w)) [, | PT
<q]) B dadlisted P, "7 P " ot Zi (1.31)
qi 9]60][(1 — (,U]')/w]‘](l_wf)p ] !

Relative market good consumption is thus a power function of prices, wages, and unobserved
relative productivities. The same procedure can be applied so as to express the time devoted
toward production process j relative to process i as follows:

) - o e/l |7 e 6]
(=) [91<1—wj>[wj/<1—wj>r"“f] T [ ] (132)

See Appendix A.2.1 for the detailed derivations of these expressions.

In Section 1.2.4.1 we will set w; = w, = w so that differentials in relative factor inputs to
different home production processes are entirely driven by price and productivity differentials.
This strong assumption will allow us to conduct our indifference-curve analysis on clean, closed-
form expressions. Note that when w; = w», relative market consumption will not change
as wages change. This can be readily verified by confirming that the coefficient on wages in
(1.31), p(wp%lwl), is 0 when w; = w», so that relative consumption is independent of wages
under this parameterization. In Section 1.2.4.2, we relax the assumption that output elasticities
across processes are equal in order to analyze how income changes induce relative market
purchase changes. Note that when w # w, relative prices can remain constant and yet relative
demand will change as wages grow. Thus, demand-side structural change can occur despite
the fact that the underlying utility function is homogeneous of degree one in g. It can be readily
verified that since 7 is a linear function of g, we can always scale g by some scalar 4, even after
composing (g, n) with n(q) so that u(a q,n(aq)) = ai(q,n), regardless of whether market
input intensities w; are the same. Finally, in Section 1.2.4.3 we relax the assumption that labor is
inelastically supplied and demonstrate that on the intensive margin household labor supply is
independent of market prices if home production time use intensities are identical, w; = w;.
We then show that when w; # w, both the signs and magnitudes of household labor supply
responses to relative price changes depend on the degree of final consumption substitutability p

and which market commodity g; is associated with the more time intensive production process.

1.2.4.1. Consumption and Off-Market Time Use Tradeoffs Under Inelastic Labor / and
Identical Factor Intensities w; = w, = w

Consider the following expressions for the marginal rates of substitution for market inputs and
time use when v; = 0 and after substituting out the inframarginal rates of technical substitution
between market purchases and time:

o p—1 p(l-w)
P
MRS(q1,92) = (Z) <Zl> (é) (1.33)
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-1 w
MRS (11, 12) = <2>p<2>p (%)p (1.34)

Proposition 2 summarizes the effects of changes in % on household equilibrium choices.
Proposition 2. Fix P; = P, = 1 and z;. Consider the following cases separately:

i. If the outputs of home production are substitutes so that p € (0,1), then an increase

(decrease) in z; is welfare improving and results in an increase (decrease) in equilibrium 2

q2
and an increase (decrease) in %

ii. If the outputs of home production are complements so that p € (—o0,0), then an increase

(decrease) in z; is welfare improving and results in a decrease (increase) in equilibrium 2

72
and a decrease (increase) in Z—;

Proof. See Appendix A.2.3. |

Analyzing how relative market purchases and home time use respond to relative market price
changes may perhaps be more interesting to readers given prices are what we observe, not
productivities. Proposition 3 demonstrates that for fixed relative productivities with P, as
numeraire, the elasticity of substitution for the outputs of home production dictates the sign of
co-movements in % and % as a result of changes to P;.

Proposition 3. Fix z; = z; = 1 and P,. Consider the following cases separately:

i. If the outputs of home production are substitutes so that p € (0,1), then an increase
(decrease) in % leads to a decrease (increase) in equilibrium % and a decrease (increase) in

o1 . ﬂ
equilibrium 7.

ii. If the outputs of home production are complements so that p € (—oo, 0), then an increase
(decrease) in % leads to a decrease (increase) in equilibrium Z—; and an increase (decrease)

Proof. See Appendix A.2.3. O

Turning now to relative price effects, when home production outputs are substitutes the
ratios move together. When they are complements, increases in P; lead to decreases in %, but
consumers offset the decline in g1 by shifting time toward the production of ¢y, so % increases.
How can market consumption and time use ratios move in different directions? Note first that
price changes induce shifts in both the budget constraint and the quasi-indifference curve that
shows the tradeoff between consumption of q; and . Yet, with respect to time use, only the
quasi-indifference curves shift. When p € (0, 1), we show in the proof to Proposition 3 that <3,
the coefficient on relative prices % in the relative time use equation, is negative. Consumers
thus substitute their resources away from the process associated with the market good whose
prices are increasing. Yet when p < 0, Ff’%”l > 0, and consumers devote less market resources
to process c; but relatively more time. In this case complementarities within the household,
specifically complementarities between the outputs of different home production processes,
dominate the traditional substitution effect induced by raising relative prices. In this way,

14



when final activities are complements, consumers can insure themselves against adverse price
shocks by substituting time for market purchases toward the activity for which market prices
increased. These results demonstrate the complexity of various substitution effects when the

time-allocation vector is split up among different tasks in the manner we impose.
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Figure 1.1.: (0 < p < 1) — The plot demonstrates how equilibrium outcomes change when
% increases relative to baseline unit relative prices, i.e. P; = P». A change in %
when final consumption commodities are perfect substitutes induces positive co-
movement of % and 1. The proof of Proposition 3 details the exact mathematical

mechanisms causing this phenomenon.

45°
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pl/ > P
g T Y/ y/h q1 n
Figure 1.2.: (0 < 0) — The plot demonstrates how equilibrium outcomes change when %

increases relative to baseline unit relative prices, i.e. P; = P,. A change in %

when final consumption commodities are perfect substitutes induces negative co-
movement of % and % In this sense, when the outputs of home production are
complements and consumers have the choice to allocate time toward multiple
off-market activities, they can partially insure themselves against adverse price
shocks.
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1.2.4.2. Wage Effects Under Inelastic Labor [ and Differing Factor Intensities w; # w;

One of the main contributions of our framework is that it provides a possible micro-foundational
explanation for why income effects appear in the data: they fundamentally depend on how
consumers spend their off-market time engaging in home production activities using different
market commodities. We show that income effects can be generated by differences in the labor
intensity of in-home activities along with the relative freedom by which consumers are able
to divert their resources toward other activities (i.e. the substitution elasticity between home
production outputs). We now show that these effects induce non-linear expansion paths in
wages when factor shares are different, despite the fact that the underlying utility function is
homogeneous of degree one. There is no reason to believe that similar effects would not be
generated if the CES or Cobb-Douglas assumptions were relaxed.

How relative market consumption varies in w depends on the sign of the coefficient %
which itself depends on whether final goods are complements or substitutes and which produc-
tion process is more time intensive. Proposition 4 summarizes this.

Proposition 4. Consider the implications of two separate cases and their corresponding sub-
cases:
: p(wy—wy) 7 s T .
i. Suppose ===~ < 0 so that 7 is decreasing in w then one and only one of the following
must hold:
a. p<O0and wy, < wq

b. p€(0,1) and wyp > wn
ii. Suppose %
must hold:

> 0 so that Z—; is increasing in w then one and only one of the following

a. p<0and wy > wn

b. p€(0,1) and wyr < wy
Proof. See Appendix A.2.3. m|

The proof of Proposition 4 is fairly trivial. The main takeaways are as follows. If p < 0, so
that final goods are complements, then consumption and time use shift toward the more time
intensive task as w increases. If p € (0, 1), so that final goods are substitutes, then consumption
and time use shift toward the less time intensive task as w increases. Consider case (i) primarily,
so that relative market purchases of q; to g fall as wages rise. If w is rising and final goods are
complements, so that p < 0, then consumers scale up purchases of g, at a faster rate than ¢q;
since they can take advantage of q;’s relatively higher factor intensity, w;.!”> They thus want
relatively more of the factor input associated with the relatively more time intensive process
— in this case g7. 1, would increase relative to 111 as well in this case. For case (ii.a.) the same
phenomenon occurs, except q; is relatively more time intensive, so relative consumption of q;
to g, increases. Returning to case (i), suppose now p € (0, 1), so that final goods are substitutes.
Then consumers scale up purchases of the good associated with the less time intensive process

15Note that g; is indeed a “good,” so consumption is increasing in w just more slowly than that of g;.
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faster — in this case, . Put another way, they want more of the market good associated with
the more goods-intensive process (or less time intensive process). In case (ii.b.) the argument
remains the same except consumers want relatively more of q; and n; as w rises.

Let us place this into anecdotal context. Consider the tradeoff faced by a consumer who is
choosing whether to buy more cleaning supplies in order to clean his house or pay someone to
do it for him. Denote the former activity — cleaning one’s own house using one’s own cleaning
supplies — as c;. Denote the latter activity — paying a maid to clean the house — as ¢>. ¢
is more time intensive than c; which is more dependent on market resources — the services
provided by the hired maid, g2. Suppose the consumer receives a wage increase. If p < 0
so that the outputs from these activities, c¢; and ¢y, are complements, consumers will choose
to purchase more cleaning supplies g rather than more cleaning services g, as a result of a
wage increase. On the other hand, if p € (0,1) so that c; and ¢, are substitutes, consumers
will hire more cleaning services g, as a result of a wage increase. We remind the reader that
the results here hold under the assumption that prices remain fixed. If prices and real wages
are simultaneously changing, the value of p along with the absolute difference |w; — w1 | will
determine whether relative price effects or wage effects dominate.

1.2.4.3. Labor Supply Dependencies on Relative Price Changes

In this section we relax the assumption that labor supply is fixed to analyze how consumers
adjust their work hours as a response to changes in the relative price of market goods. Note
that in our model there are multiple forces weighing on equilibrium labor supply decisions.
Given consumers have multiple choices with respect to how to spend their off-market time,
each of which are complimentary to a separate market purchase commodity, changes in the
prices of market purchases can impact both the equilibrium distribution of off-market time
and labor supply on the intensive margin. These tradeoffs will depend on the underlying time
intensities of the home production processes, w; and w», as well as the gross substitutability (or
gross complementarity) of final consumption, p. As before, assume effective cash on hand v is
fixed and 07 = 0,. To illustrate how the intensive margin of labor / depends on prices P; and P,
input elasticities wq and w,, and the gross substitutability of final consumption p, we derive
the equilibrium labor supply function I(P;, P, w1, wy, p, w) and plot it for different values of
relative prices P; /P, under different parameterizations.'® We allow P; /P, to vary from 0.1 to
10, which is accomplished by setting P, = 1 and varying P;. We also fix w = 1 and n = 24,
while letting ¥ = wn + save where save = 0.17, giving a rounded value for cash on hand of
26.66667. We choose several combinations of wi, w;, and p presenting I and n, supply and
demand functions side by side below in four different figures.

Interactions between home production time intensities governed by w; and w, and gross
substitutability governed by p lead to some non-monotonic relationships in prices for labor and
off-market time use functions. We begin our discussion focussing on cases where p € (0,1) so
that the final outputs of home production are substitutes. Figure 1.3 demonstrates that if the
market price associated with the market input for the less time intensive process increases, and
home production outputs are substitutes, then off-market time dramatically shifts toward the

16 A detailed derivation of / (P1, P, w1, wo, p, w) can be found in Appendix A.2.2.
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less time intensive process and labor supply falls just as dramatically. Yet this phenomenon
does not appear to be symmetric. When the price of the market commodity associated with
the more time intensive process increases, consumers do not substitute time away from this
process as quickly, in fact increasing time devoted toward this process if the final outputs of
home production are only mildly substitutable. This can be seen by noting in Figure 1.4b that
1y is non-monotonic in changes to P; for 0 < p < 0.6, so that if P; is big enough 1, and I both
fall and consumers spend more time on 771. Note that g; is falling in P;, but when 0 < p < 0.6
it appears that home production time use and market purchase complementarities dominate
final commodity substitution effects. As p — 1 the substitution effect over final consumption
becomes stronger until it is strong enough to induce increases in n; and thus corresponding
decreases in both n1 (and g1), which is evident via the purple line in Figure 1.4b.

In Figures 1.5 and 1.6, we consider supply of | and off-market time allocation when the
outputs of home production are complements, p < 0. Notice that price sensitivity is the same
for I as when p € (0,1): in Figure 1.5a | is sensitive to price changes affecting the market
commodity associated with the less time intensive process just as in Figure 1.3a. However,
when p € (0,1) I generally declines in P; if consumers must allocate more time to the time
intensive process (i = 2), while when p < 0 labor supply increases as P; rises since consumers
need to allocate more market resources toward q; due to both the gross complementarities and
home production complementarities. In Figure 1.5 notice that n, falls faster than I rises when
P; increases past P; ~ P, = 1. Thus, for high enough relative prices the increase in P; leads to
both increases in labor to fund more expensive market purchases and increases in n; relative
to np. Turning to the case where i = 1 is more time intensive, labor supply is less sensitive to
variation in P; than when i = 2 is more time intensive, as is seen in Figure 1.6a. This is similar
to the flatness of household labor supply when p € (0, 1) observed in Figure 1.4a.

For intuition, suppose in Figure 1.5, i = 1 are market services and i = 2 are market goods.
We expect home production using goods to be more time intensive so w, < wy. This is because
services are generally consumed to offset off-market labor: think of purchasing take-out versus
making a meal on your own. If the outputs of final consumption are complementary then
an increase in the price of services corresponds to an increase in labor and a simultaneous
relative increase in time spent using services, 71. The consumer works more and spends more
time using services, presumably because he has less time to spend engaged in laborious home
production involving goods.
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Figure 1.3.: (0 < p < 1 and w; > wy) — Here, we set w; = 0.8 and w, = 0.2, so that process
i = 2 is more time intensive. Notice that increasing P; relative to numeraire P,
causes [ to fall. As p — 1, home production outputs become more substitutable, and
the strength of this substitutability dominates complementarities between market
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Figure 1.4.: (0 < p < 1 and w; < wy) — This time we set w; = 0.4 and w; = 0.6, so that
process i = 1 is more time intensive. As p — 1, approaching linear preferences for
final consumption, 1, begins to increase in P; /P, to the point where for p = 0.9, the
1y policy function appears monotonic in P; /P;. As p — 0 consumers compensate
for declines in g1 by spending more time on process i = 1.
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Figure 1.5.: (p < 0 and w; > w;) — Now final activities are complements. As in Figure 1.3
we set w; = 0.8 and wy = 0.2, so that process i = 2 is more time intensive. Labor
varies in P; /P, in the opposite way than when p € (0,1). Further, n, declines in
Py / P, faster than [ rises, so that the remaining time moves to process i = 1, the task
for which the market input experienced a price increase.

20 20
= 16 — 3 16 —
g §
= 12 3 12
3 A
o 8 € 8.
= E‘ PP -_-’-:_--_--_- -----------------------
4 — — p=-10 4 - ,f':/ ———————————
—=p=-5 i/
cee p=-1 N
0 4 -— p=-05 0 - /
I I I I I I I I I I I I I I I I I I I I I I
0o 1 2 3 4 5 6 7 8 9 10 0o 1 2 3 4 5 6 7 8 9 10
P, /P, P1/P;
(a) Labor (b) Off-market time 1,

Figure 1.6.: (p < 0 and w; < w;) — As in Figure 1.4 we set w; = 0.4 and w; = 0.6, so that now
process i = 1 is more time intensive. Labor supply is flat in prices again and n,
exhibits very small variation, similar to when p € (0, 1). Notice that, though when
p € (0,1) there appears to be a limiting condition in which increases in P; lead to
changes in the behavior of 75, this does not occur when p < 0.
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1.2.4.4. Income Effects with Elastic Labor

Now, relax the assumption that w is fixed and consider how labor supply and off-market time
use vary in wages. Continue to assume that savings rates are fixed at 10%, so that cash-on-hand
is the same as in Section 1.2.4.3 except that it now varies in w. The degree to which income or
substitution effects dominate in the context of the classic labor/leisure tradeoff depends on p.
Let Py = P, = 1. Consider the same parameterizations as above. In Figures 1.7 and 1.8 we plot
the equilibrium labor supply functions for the same combinations of p and w as above. Notice
that when p € (0, 1), so that the outputs of home production are substitutes, the substitution
effect appears to dominate as labor supply increases when w rises (Figure 1.7). The opposite is
true when p < 0 in Figure 1.8.

Wage increases have several implications for equilibrium allocations of market consumption
and off-market time. First, as Proposition 4 demonstrates, rising wages can indeed lead to
changing expenditure shares even if prices are fixed, due to the time use tradeoffs households
face. For p € (0,1) and w;, > w; so thati = 1 is more time intensive, both Z—; and % will fall as
w rises, so that relative consumption and time use shift toward the less time intensive process.
This happens as households work more, thus having less time to devote toward their off-market
activities. When p < 0, the more time intensive process receives both more market purchases
and more time. However, whether Z—; falls or rises fasters than % falls or rises depends on the
relative differences between w; and w,. In this sense, for certain values of w; and w; along
with certain values of p, consumers may shift their off-market time allocation more than their
consumption allocation in response to wage increases. The effect of wage increases on the
consumption allocation can thus be partially neutralized by households’ choosing to re-allocate
their off-market time. Failing to account for off-market time use tradeoffs can thus lead to
spurious estimates as to the degree to which rising wages are actually responsible for the
changing composition of market consumption.

Proposition 5. Let P = P, = 1 and z; = z; = 1. The following hold:

i. If p € (0,1) then consumption and time use flow toward the less time intensive task, but
the consumption allocation changes more than the time use allocation.

ii. If p < 0 then consumption and time use flow toward the more time intensive task, but the

consumption allocation changes more than the time use allocation.

Proposition 6. Suppose z; = z; = 1, but P; and P, are free. Consider only non-inflationary
relative prices, so that either P; < 1 < P, or P, < 1 < Pj. Suppose, without loss of generality,
that wy > wq. The following must hold:

i If % < 1 then L changes faster than 2 as w rises.
2 q2 np
ii. If % > 1 then it is ambiguous as to whether Z—; or % changes faster as w rises.

The signs of changes to relative consumption and time use depend on p and are the same as
those outlined in Proposition 5. For w; > w», just exchange all index numbers.
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Figure 1.7.: (0 < p < 1) — Here we present household labor supply variation in w for the case
when home production outputs are substitutes. In panel (a) w; = 0.8 and w, = 0.2,
so that process i = 2 is more time intensive. In panel (b) w; = 0.4 and w, = 0.6, so
that process i = 1 is more time intensive but to a lesser magnitude than as in panel
(a). Labor supply appears to be non-decreasing in w for all values of p € (0,1).
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Figure 1.8.: (p < 0) — Here we present household labor supply variation in w for the case when
home production outputs are complements. In panel (a) w; = 0.8 and w, = 0.2, so
that process i = 2 is more time intensive. In panel (b) w; = 0.4 and w;, = 0.6, so
that process i = 1 is more time intensive but to a lesser magnitude than as in panel
(a). Labor supply appears to be non-increasing in w for all values of p < 0.

Proposition 5 describes how both consumption and time use allocations change as a response
to wage changes when there are no price differences. Note that the magnitude of relative market
consumption changes always dominates market time use changes, regardless of the value of p.
Proposition 6 extends the result in Proposition 5 to an environment where P; # P, necessarily.
Proposition 6 states that the degree to which changes to relative consumption dominate changes
to relative time use depends on both relative prices and the relative time intensity of the two
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home production processes. Note that when the price of the market good associated with the
more time intensive process is less than the price of the market good associated with the less
time intensive process, it is clear that Z—; changes faster than ,’% However, when the price of the
market good associated with the more time intensive process is greater than that of the less
time intensive one, the difference in the magnitude of co-movements is ambiguous, depending
instead on the underlying degree to which one process is relatively more time intensive than the
other. This result demonstrates that the inter-dependencies between time intensity and relative
prices determine the magnitude and the sign by which consumption allocations respond to
wage increases.

To place these results in a more intuitive context, consider that when p € (0,1), so that
the outputs of home production are substitutes, the classical labor/leisure substitution effect
dominates. The opportunity cost of engaging in off-market activities increases, so consumers
work more and buy more market goods, but they adjust their allocations of market consumption
and off-market time toward home production activities that are relatively less time intensive. In
this sense, if the outputs of home production are substitutes, consumers can substitute market
purchases toward services as wages rise, subsequently spending relatively more of their off-
market time using services even though the total amount of time they devote toward off-market
activities falls. When p < 0, so that the outputs of home production are complements, the
classical labor /leisure income effect dominates: consumers work less and spend more time on
off-market activities. This in turn causes a shift in the allocation of both market resources and
time toward the more time intensive process.

Figures 1.9 and 1.10 show the graphical indifference curve analysis as to how the optimal
allocations adjust in response to wage increases. Note that the magnitude of budget constraint
changes is greater when the home production outputs are substitutes. In that case the time use
constraint shifts inward. The quasi-marginal time use indifference curves twist toward 15, so
that n falls but n, falls less than n;. Depending on the values of w;, i € {1,2}, ny could also
rise as we demonstrate in Figure 1.9. Regardless of whether 7, falls or rises, ;! falls. In Figure
1.10 we show how relative consumption and time use change when home production activities
are complements. In the complements case both the budget constraint and off-market time use
constraint shift outward, since labor supply falls but wages rise. It is clear, then, that the value
of p dictates the qualitative nature of labor supply, consumption allocation, and off-market time
use allocation responsiveness to wage changes,
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Figure 1.9.: (0 < p < 1) — Assume w; > wj and consider what happens when w — w’
where w’ > w. Note that I'(w’) > I(w) since labor supply is increasing in w when
p € (0,1). This implies that 7' (I',w’) > §(I,w) and 71 — I’ < 7 — 1. Note that both
Z—; and Z—; decline in w. Since off-market time use and consumption are all goods in
the classical demand sense, increasing w is welfare improving so 1’ > u.
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Figure 1.10.: (p < 0) — Assume w, > w; and consider what happens when w — w’ where
w’ > w. Note that I'(w') < I(w) since labor supply is decreasing in w when p < 0.
Since wage increases are welfare improving, the budget constraint shifts out but
the magnitude of the shift is not as great as when p € (0, 1). Note that both Z—; and
Z—; increase in w when p < 0. Further, the off-market time use constraint shifts out,
the opposite of when p € (0, 1), but the magnitude of changes to 7, is greater than
changes to n,.

1.3. Quantitative Application

To understand the empirical implications of our theoretical results, we engage in a quantitative
exercise using the model to estimate the degree to which demand-driven income effects versus
supply-driven technological effects have contributed to the long-run increase in the services
share of United States consumption expenditure. Prior to engaging in this empirical exercise,
we first examine several trends in both long-run, aggregate U.S. consumption expenditure
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and disaggregated spending and time use. After establishing some basic properties with both
aggregate and disaggregated data, we then estimate our full general equilibrium model of the
U.S. economy assuming a representative household and two representative firms, one which
manufactures “goods” (g) and the other a producer of “services” (s). Our estimation procedure
is of the Bayesian learning variety where we target a posterior distribution of model parameters
conditional upon aggregate U.S. data. To estimate the joint posterior, we use a Hamiltonian
Monte Carlo (HMC) routine on a model featuring first differences of our equilibrium equations.
With parameter estimates in hand, we then engage in counterfactual exercises fixing relative
prices, wages, and productivities separately in order to understand which channel has most
affected long-run structural change.

Below, we first outline some empirical regularities in the data in Section 1.3.1. In Section
1.3.2 we present details of the HMC estimation procedure. In Section 1.3.3 we present the
estimates from the structural parameters, which we use to engage in counterfactual experiments
in Section 1.3.4.

1.3.1. Empirical Regularities
1.3.1.1. Aggregate U.S. Expenditure Data

Our quantitative exercises operate on several well-established long-run trends in U.S. economic
activity from 1948-2018: the decline in the aggregate nominal consumption value of goods
to services Xt /X, changes in the aggregate relative quantity indices of goods and services
égt / Qst,” and the decline in aggregate relative goods to services prices Py /Ps;. Both the signs
and magnitudes of these changes depend on the degree to which we account for the presence
of consumer durables in the various goods series — X, égt, and Pg;. Since durable flows
are a non-trivial part of aggregate goods consumption, the failure to properly account for
how consumers use accumulated durables in their everyday activities can lead to different
estimates as to what degree wage and relative price effects have contributed to structural
change. We contend that different market commodities are associated with different tradeoffs
between consumption and off-market time use, and these differences are the fundamental
causes of income and relative price effects. Since these tradeoffs result from home production
complementarities, we must naturally examine data accounting for the value of the entire
stock of durables, not just new durables investment. This is because accumulated durable
consumption assets, like kitchen appliances for example, contribute to home production output.
Assuming the nominal value of the service flows of durables is equal to the aggregate resale
value of all durables presently in utilization, the main goods expenditure series we construct
will be the sum of non-durable expenditure and the nominal value of all consumer durables.
Goods prices are adjusted to accommodate this new series, the details of which are described
further in Appendix A.1.

The degree to which the U.S. has undergone structural change from goods to services domi-
nated consumption depends to an extent on what underlying products and activities actually
comprise the goods and services expenditure series. The sensitivity of measures of structural

7Throughout the quantitative analysis we will distinguish between aggregate quantity indices and actual quantities
by denoting quantity indices with a tilde.
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Figure 1.11.: Clockwise from top left, we present the ratio of the aggregate nominal value of final
goods to services consumption (a), the ratio of goods to services chain-weighted
quantity indices with 2012 =1 (b), and the relative chain-weighted price of goods to
services where 2012 =1 (c). In each plot, we show three data series each constructed
to include different measures of consumer durables. The “Durables Stock” plots
(solid black line) include the entire stock of existing consumer durables in the
goods series. The “Durables Expend” plots (dotted red line) include only new
investment in durables. The “No Durables” plots (dashed blue line) only include
non-durables in the goods series. All series are annual, 1948-2018.

change can be illustrated by separately examining the long run ratios of goods to services expen-
diture, goods to services chain-weighted 2012 quantities, and goods to services chain-weighted
2012 prices when the goods data series account for consumer durables in varying degrees.
These three different aggregate data series are presented in Figure 1.11, where we plot relative
goods to services expenditure, relative quantity indices, and relative price indices separately
depending on the degree to which we account for consumer durables. Note that in each of the
plots, the services series are taken directly from the National Income and Product Accounts

(NIPA) for services consumption expenditure, services chain-weighted 2012 quantity index, and
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services chain-weighted 2012 price index series. Meanwhile, the goods series in each plot are
constructed so as to include the relevant data series associated with non-durable consumption
in addition to one of the following: 1) the entire stock of consumer durable assets not including
residential housing (solid black line), 2) only investment in new durable assets (dotted red line),
3) no measure of durables at all. Data on the nominal stock of durable assets is taken from the
Bureau of Economic Analysis’ (BEA) Fixed Asset Tables, while investment in durables comes
from NIPA measures of durable consumption expenditure. For details on how our consumption
and expenditure data series and their corresponding price and quantity indices are constructed,
see Appendix A.1.1. We follow Bernanke (1985), McGrattan, Rogerson, and Wright (1993),
and Gomme, Kydland, and Rupert (2001) in constructing a data series of goods expenditure
using the durables stock in order to account for the presence of service flows from consumer
durables in households” home production activities. In the model, we will not explicitly separate
durables and non-durables, so that households can be thought to be purchasing the service
flows of durables on the market, hence the need to adjust aggregate goods prices accordingly.
This allows us to avoid having to estimate more than one simultaneous demand equation and
generates ready comparisons to the literature examining the forces driving the rise of the U.S.
services share.

Upon first glance, failure to include durables service flows can lead to biased estimates of the
degree to which the value of final consumption in the U.S. has changed over the last half century.
In Figure 1.11a notice that the decline in the nominal value of consumption goods, including the
durables stock, relative to services is 64.2% (black line) versus a 75.5% decline when durables
are totally left out (dashed blue line). Meanwhile, Figure 1.11c shows that when the value of the
full durables stock is included, relative market-equivalent prices were over 3.5 times higher in
1948 compared to 2018, but only 1.8 times higher when leaving out durables. When including
the full stock of durables, the decline in the nominal ratio appears at first glance to be driven
more by strong relative price declines, since relative 2012 chain-weighted quantities of goods to
services actually have increased over the last half century (black line in Figure 1.11b).

Looking at the dashed blue lines where durables are excluded, note that relative expenditure,
relative quantities, and relative prices are all simultaneously falling, suggesting that something
akin to income effects are generally outweighing relative price effects in long run structural
transformation, a conclusion consistent with work in Kongsamut, Rebelo, and Xie (2001), Buera
and Kaboski (2009), Herrendorf, Rogerson, and Valentinyi (2013), and Boppart (2014). This is
because one would expect relative prices to move opposite relative quantities if relative price
effects were significant. Either way, even after ignoring the solid black line which includes
the full measure of the stock of durables, a natural question to ask is, why might such income
effects be driving this trend? If income effects driving structural change do indeed result from
consumers substituting market purchases away from time intensive home production tasks
toward services, then the entire stock of consumer durables must be included in any goods
data series used for quantitative analysis. This is because consumers use durables frequently
in home production activities. Thus, inference on structural change using final expenditure
cannot be complete without properly accounting for the value of this stock of assets and the
ever-changing ways in which consumers use them.
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While different empirical assessments of structural change have found that income effects
inherent in consumer preferences are important, the definition of what constitutes an income
effect has not been consistently deployed. The model in Boppart (2014) accounts for income
effects by estimating the expenditure elasticity of demand for goods simultaneously while
instrumenting for household income with a fixed-effects regression using a cross-section of
consumption expenditure survey (CEX) data. Thus, Boppart (2014) quantifies a pure, classical
income effect that can explain both dynamic and cross-sectional variation in expenditure shares.
Herrendorf, Rogerson, and Valentinyi (2013), meanwhile, use aggregate data to counterfactually
simulate the degree to which aggregate expenditure shares change when relative prices evolve
as observed, but total expenditure remains constant. Since total consumption expenditure is
historically a constant share of aggregate output, the income effect documented in Herrendorf,
Rogerson, and Valentinyi (2013) can be read as an aggregate income effect. The measured income
effect in Herrendorf, Rogerson, and Valentinyi (2013) is stronger than that in Boppart (2014),
though the latter accounts for possible cross-sectional household preference heterogeneity.
Herrendorf, Rogerson, and Valentinyi (2013) affirm the strength of the aggregate income effect
by comparing the fit of a homothetic model with a model containing non-homotheticities via
Stone-Geary preferences.

Empirically, we examine how changes in relative prices and wages affect long-run expenditure
and consumption for goods relative to services. Thus, the “income effect” we estimate is actually
a wage effect since we do not account for changes in capital income impacting consumption.
Our results and those in the literature are not necessarily comparable one-to-one, since the
labor share of income has fallen in the U.S. from approximately 65% in 1948 to just over 58%
in 2016.18 Over the period 1948-2018, aggregate real wages equal to the sum of total labor
compensation (employees” hourly wages plus proprietors” income) divided by total hours
worked has increased.!” With our model we exploit the convenient log-linear structure of
relative demand to examine wage effects on the composition of aggregate consumption along
with price changes. Given the decline in the labor share of income, wage effects will not
necessarily be correlated one-to-one with income effects, but instead provide a proxy for us
to understand how income effects operate in a structural model of consumption expenditure
accounting for both durables utilization and time use complementarities with market purchases.

1.3.1.2. Model Support From Micro Data

If relative demand is sensitive to income, or more specifically wages, then we should expect to
observe both intertemporal variation, on aggregate, but also cross-sectional variation in demand
amongst different consumers in different financial situations. Further, the model provides us
with a mechanism describing how demand and time use are linked, if such data can be found.
To understand how consumers in different income brackets respond to wage and price variation,
we turn to the Consumer Expenditure Survey (CEX) and American Time Use Survey (ATUS).

18See Giandrea and Sprague (2017).

19Nominal wages are equal to total nominal wages divided by total hours. For nominal wages, we use NIPA
Table 2.1.1., “Compensation of employees.” We then divide this value by non-seasonally adjusted annual total
hours from NIPA Tables 6.9B, 6.9C, and 6.9D. See Appendix A.1.1 for how chain-weighted aggregate prices are
constructed.
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For household level wage data, we look at the annual March release of the Current Population
Survey (CPS). We match the CEX summary cross-tabs by income quintile to the ATUS. Then, to
construct separate spending series for “goods” and “services,” we roughly match CEX spending
and ATUS activities to the detailed expenditure categorizations in NIPA Table 2.3.5 — spending

by “major type of product.”?
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Figure 1.12.: Clockwise from top left, we present the ratio of off-market goods to services time
utilization from ATUS by income quintile, the share of total time by income quintile
devoted to work from ATUS, and the ratio of goods to services expenditure from
CEX. ATUS runs from 2003-2018 while the CEX runs from 1984-2018, so the lengths
of the series are different. The legend denoting which color and line type scheme
correspond to which income quintile is included in the Expenditure Ratio plot.

The ATUS dataset provides a convenient way to distinguish between activities associated
with using “goods” versus “services.” For example, the dataset contains both a variable that
presents the time an individual respondent spent “Interior cleaning” and a separate variable

7

that presents the time that same individual respondent spent “Using interior cleaning services.”

20For the CEX classification, we apply the same rubric as in Boppart (2014).
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In fact, almost all tasks within the survey are classified in this manner. Continuing with the
interior cleaning example, a researcher can reasonably assume that an individual engaged in
“Interior cleaning” is using his time along with goods like soaps, brushes, vacuums, dusters,
etc. to accomplish the task of cleaning, while one engaged in “Using interior cleaning services”
could reasonably be thought to be spending time monitoring a maid or housekeeper for whom
he pays to perform cleaning services. This is just one example. Almost every household task
featured in ATUS is classified in this manner. Thus, the survey structure makes it easy to
distinguish between tasks that are complementary to using market goods and those which are
complementary to using services.

Figure 1.12 presents a breakdown by income quintile of observed time use and spending
behavior from the micro data. Lower income consumers spend relatively more time using
services than goods, tend to work less, and spend a larger fraction of their disposable income
on goods compared to higher income consumers. The fact that lower income consumers spend
relatively more time using services than goods is a reflection of the quality of services they
use, such as time intensive public transportation. While all workers spend, on average, more
time using services than goods, it appears that the patterns of time use have not changed much
since the ATUS was started in 2003. From Figure 1.12¢, however, it is clear that relative goods
to services expenditure has declined in a consistent manner for all consumers in all income
quintiles. To compare the breakdown by income quintile with aggregates, use the dotted red
line in Figure 1.11a as a reference point, since new durables expenditure is included in the CEX
measures but not the exact value of durable assets owned.

Table 1.1.: Home Production Parameter Estimates From Micro Data

Reduced Form Coefficients

Goods Services

In(wy, / Pyt ) —0.822
(0.013)
In(wy, /Pst) —1.672
(0.026)
Constant 1.144 3.721

(0.034)  (0.070)

Observations 80 80
R? 0.982 0.981

Structural Parameters

Goods Services

w;j 0.025 0.000006
Vi -2.216 -1.598

To assess our structural model’s cross-sectional predictions with respect to time utilization
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and consumption expenditure, we consider a simple linear regression on the equilibrium
inframarginal rates of technical substitution for time and market purchases in processes i €
{g,s} under CES utility, presented in equation (1.15). All cross-sectional heterogeneity is
assumed to be attributed to wage differentials. For the data, we use the reported ATUS hourly
wages and link the ATUS and CEX by income quintile. We then multiply both sides of (1.15) by
real prices of goods and services in 2012 dollars, take logs, and use OLS on the following;:

In Py, —Inxi = 1_ -In (1 i”w) +5 1_ -In (Zl‘jff) Vie {gs}  (135)
where h indexes the households by income quintile, € {1,2,3,4,5}, and t indexes time and
separate, independent regressions are run for ¢ and s. The left hand dependent variable is the
percent difference in the value of off-market time in minutes per unit of market consumption
less the value of market consumption. Note that since ATUS begins in 2003 the regression runs
from 2003-2018. Table 1.1 presents the values of the reduced-form and structural coefficients,
as well as model fit statistics. The results suggest that income effects via wage differentials are
important for characterizing the cross-sectional allocation of time use and consumption. We use
the estimated structural parameters v; and w; from this regression as prior means in our full
general equilibrium HMC model in Section 1.3.2.
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Figure 1.13.: Here we present simulations of the ratio x4, /Xs,. In order from top to bottom are
the 2003-2018 CEX expenditure ratios of the first, second, third, fourth, and fifth
income quintiles. The grey lines represent data while the colored lines represent
counterfactual expenditure ratios predicted by the regression in (1.35) when wages
are fixed at their 2003 level.

With this incredibly simple picture of how households spend their time and money, it is
natural to ask what the OLS regression would predict for consumption expenditure if real wages
were constant and fixed at their 2003 levels, yet time use and prices evolved as observed in the
data. That is, assume that some external process is causing consumers to change their time
use patterns, yet real wages remain fixed: how does predicted expenditure change, simply as a
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result of price changes? Figure 1.13 shows the 2003-2018 predicted counterfactual expenditure
ratios assuming time use and prices evolve as observed in data and wages remain fixed at their
2003 level. Fixing wages and eliminating income growth appears to have an effect on relative
spending, suggesting that income effects driving cross-sectional consumption to services are
important. This is, of course, only minor evidence for the importance of income effects, as we
are limited by the time span of ATUS. Further, the naive regressions fail to account for the sub-
stitutability p of the outputs of home production associated with using goods g versus services
s. Finally, these regressions operate under the strong assumption that wages are uncorrelated
with home productivities z;;;,, which do not factor into the inframarginal condition due to the
CES assumption on home production. These assumptions are strong, and may be causing
biased estimates of underlying parameters. In Section 1.3.4, after estimating a long run model
on aggregate data that accounts for home production substitutability and correlations between
average wages and productivities over time, as well as the general equilibrium endogeneity of
prices, wage growth appears to have the opposite effect on spending ratios, suggesting a strong
upward bias to the estimates presented here from micro-data, as well as possible estimates of

income effects in other papers.

1.3.1.3. Capital and Labor Inputs by Sector
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Figure 1.14.: Here we present relative real capital and labor hours by sector from 1948 to 2018.

For the distribution of capital deployed by each sector, we use the BEA’s Fixed Asset Table
3.1ESI and classify the industries into goods and services producing sectors roughly following
the categorizations in NIPA Table 2.3.5. Table 3.1ESI provides the current value of fixed assets
by industry, so we use the 2012 quantity indices from BEA Fixed Asset Table 3.2ESI to compute
price indices for capital following the general price index unwinding procedure in Appendix
A.1. To arrive at real values of capital, we deflate the nominal values using these price indices.
Finally to put all real indices in the same units of 2012 consumption dollars, we divide all real
components by the aggregate consumption price index from NIPA Table 2.3.4. Labor hours by
sector are taken from NIPA Tables 6.9B, 6.9C, and 6.9D. We perform the same sector-specific
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classification for labor as for capital.

Figure 1.14 shows how the distributions of capital and labor hours have changed over time.
While labor has shifted toward services consistently since 1948, relative goods to services capital
utilization increased until 1980 before falling since. The shift in the labor distribution toward
services has been previously observed, inspiring the models of Ngai and Pissarides (2007) and
Acemoglu and Guerrieri (2008) where relative productivity changes and/or capital deepening
contribute to the shift in labor from goods to services production along an aggregate-output
balanced growth path.

1.3.2. Estimation Procedure

Our estimation procedure assumes a representative household and operates on aggregate
data. The estimation routine over long-run aggregate data operates on three logarithmized
equilibrium first-order conditions:

In(6/(1—0)) —|—p<lnqgt — lnqst> —l—p(lnzgt - lnzst>

hY

p— Vg Wiwq vgT
+Inw, —Inw -|—< )ln we+ (1 —w {]
4 s Vg ( 8 ( 8) Pgt(l — wg) (1.36)
P— Vs Wiws "o B .
< ” >ln (ws—i—(l ws)[Pst“_ws)} ) In Pyt +1InPst = 0

In(1— ;) +a;ln <IZ”> +InA;— (s —1)Ing; —In (?) =0 Vie{gs} (1.37)
it it
Define the following stacked vector of productivity terms, and assume these terms follow a

random walk:

In th —1In Zst
&= |InAyg— (ag—1)Inly | ~N(&-1,9Q) (1.38)
InAgt — (s — 1) In Gy

Finally, assume 6 = 3. Note that we cannot identify 6 separately from the level change of relative
home productivities. That is, we can only identify the level change in relative productivities if &
is known. Even then, we cannot identify the level of relative productivities z¢;/zs; without a
normalizing assumption for every period.

As in all DSGE models, the general equilibrium is fully characterized by conditions (1.36)
through (1.37) but also the Euler equation, firm marginal products of capital, and market
clearing conditions. Note that all structural parameters and exogenous productivity residuals
are featured in (1.36) through (1.37) meaning that if we were to form a proper likelihood around
these plus any additional equations we would have to introduce either measurement or model
error terms. Instead, the equations above, since they must hold in equilibrium, are sufficient
to identify the structural parameters under the assumption that productivity residuals are
exogenous and both firms and consumers are price takers. Given these assumptions, we capture
the dynamic evolution of the system by assuming the productivities described by &; follow a
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unit-root process. This permits us both to avoid needing to estimate something like an AR(1) or
ARIMA shock process on unobserved residuals, while also allowing us to form our likelihood
around first differences of (1.36) and (1.37) and subsequently back out structural productivities
up to a normalization for the initial period of the sample.

Let A be the backwards first-difference operator and consider the regression on first differ-

ences:

p(Alngy —Alngy) +p(Alnzg — Alnzy)

hY

+ <p ;g‘/g) In (wg +(1—wy) Lm]:ggl>
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a;(AInKj; — ALy) + Aln Ay — (a; — 1) In Al — AInW; + AInPy = € Vi {g,s} (1.40)

(1.39)

€; is an idiosyncratic model error we assume is multivariate standard normal, €; ~ N(0,T).
Note that covariation between equilibrium conditions is captured by €2. We make a param-
eterized assumption on Q which will allow for more variability and flexibility around the
predictions than the standard normal assumption on the idiosyncratic error structure above.
All covariates in (1.39) thru (1.40) are endogenous, including the firms’ choices of the capi-
tal/labor ratio. But information about capital and labor supply decisions by the household are
fully encoded in prices and quantities. Thus, the capital/labor ratio is correlated with household
decision through wages, since households respond to wages when choosing how much to work.
Similarly, quantities of market purchases chosen by the household are linked with firm output
only through market prices, which contain information about firm productivity. Thus, prices
are endogenous, but the underlying decisions of firms and households are seemingly unrelated
except through prices: firms do not think about how much households will adjust their labor
supply or capital supply in response to their own decisions, nor do households think about
how much firms will raise or lower output in response to the effect of their quantity purchases

on prices.

1.3.2.1. Distributional Assumptions

We will run our HMC estimation routine twice, first assuming final goods c;; are substitutes
so that p € (0, 1), then assuming they are complements so that p < 0. For each HMC routine,
we impose the same priors for parameters v;, w;, and «;, Vi € {g, s} and Q, changing only the
underlying prior restrictions on p. Using the estimates from micro data presented in Section
1.3.1.2 we impose strong priors on v; and w;, having found that these parameters appear only
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weakly identified. We impose flat priors on «; and an LK] prior distribution on the unit diagonal
Cholesky factor, Z, of the variance/covariance matrix €2 to ensure computational tractability in
the Hamiltonian Monte Carlo routine implemented with the Stan software package.?! In Stan,
LK]J priors are implemented with a unit diagonal, so we allow the diagonal terms x; to take

independent half Cauchy priors. The full set of prior distributional assumptions is as follows:

—p~£N<—;,1> if p<0 (1.41)
p ~ Beta(1,1) if pe(0,1) (1.42)
w; ~ Beta(1, @;) (1.43)
—v;i~ LN (v;,1) (1.44)
o ~U(0,1) (1.45)
chol(Q) = diag(x) - = (1.46)
Xj ~ Cauchy(oloo)(O,Z) Vie{l,...,4} (1.47)
= ~ LKJ(2) (1.48)

w; and v; are computed using information from the OLS estimates from Table 1.1. Specifically,
we set cT)g = 39.684 and @, = 1000.0 so the mean of the Beta prior is centered around micro
estimates. We also set v, = —2.216 and v; = —1.598.

We have now defined all of the objects needed to estimate the Bayesian posterior distribution
of parameters conditional on data using a Hamiltonian Monte Carlo regression on first differ-
ences. Let P be the set of structural parameters and D the data. Let 71(-) denote an arbitrary
density function. We seek to estimate the posterior distribution:

7) = {p/ w,Vv, «q, Q/Xr E/ {Et}t21} (149)
D= {{qt/ Pt/ wt/Ki/ Lt}le} (150)
7(P|D) x n(D|P) n(P) (1.51)
Posterior Data Given Prior
Parameters

7(D | P) represents the probability of realizing the data given the parameterization, i.e. the
“likelihood” function:

(D |P) x [Jexp { — ;eiet} (1.52)
{

The full prior representation depends on the whether we initially assume the final goods are
complements or substitutes.

21Eor more information on the LK] distribution see Lewandowski, Kurowicka, and Joe (2009). For more information
on Hamiltonian Monte Carlo see the brief summary in Gelman et al. (2013c) or more technical treatments in Neal
(2011) and Betancourt and Stein (2011). We also provide a brief overview of how HMC works in Appendix A.3.1.
For more information on the Stan software we use to estimate the model, see Stan Development Team (2016) and
Gelman et al. (2013b).
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1.3.3. Estimation Results

Our estimation strategy is designed to back out structural demand parameters, controlling
for price endogeneity using general equilibrium conditions. We then use these parameters to
simulate counterfactual allocations of consumption in order to separately assess the degree to
which wage changes, relative price changes, and home productivity changes have contributed
to the rising services share of expenditure. In two of the estimations we use full consumption
data including the service flows from the stock of consumer durables, assuming p € (0,1)
in one estimation and p < 0 in another. In the remaining two estimations we use only data
on new investment in durables, again running separate HMC routines for when final home
consumption commodities ¢; are substitutes or complements. The data series run from 1948-2018
and a representative household is assumed. While this assumption is not necessarily innocuous,
since cross-sectional effects are at play as evidence in Section 1.3.1.2 suggests, our goal is to
examine the degree to which income effects and relative price effects have impacted aggregate
demand when accounting for previously un-modeled off-market time use and consumption
complementarities over the long run, as we do.

Table 1.2.: HMC Posterior Results, 1948-2018 Including Durables Stock

pe(0,1) R /N  Mean SD. 2.5% 50%  97.5%
p 1.001 0.254 0.850  0.113 0.590 0.874 0.994
Vg 1.001 0244 0927 0502  -2.058  -0.847  -0.232
Vs 1.001 0186  -1263 1.056  -3.636  -1.070  -0.142
W 1.000 0.445 0.013  0.016 0.000 0.008 0.055
w; 1.000 0.616 0.001  0.001 0.000 0.001 0.004
ag 1.000 0.241 0.102  0.045 0.024 0.100 0.199
a 1.000 0.300 0215  0.042 0.134 0.214 0.300
u(P) 1.003 0160 689.037 2.854 682480  689.403  693.544
p € (—,0) R /N  Mean  SD. 2.5% 50%  97.5%
p 1.000 0302  -6450 4120 -17.500  -5332  -2.261
Vg 1.001 0.146  -1339 0995  -3265  -1.159  -0.588
Vs 1.001 0265 4755 3366 -13.556  -3.797  -1.653
Wy 1.000 0.483 0.027  0.025 0.001 0.020 0.092
w; 1.000 0.545 0.001  0.001 0.000 0.001 0.004
o 1.000 0.276 0175  0.064 0.051 0.175 0.302
as 1.000 0.316 0258  0.048 0.167 0.258 0.354
u(P) 1.001 0.164  688.692 2781 682307 689.051  693.076

The HMC estimation routine operates using the software Stan (Stan Development Team
2016). We use Stan’s default tuning parameter values except for the adaptation acceptance rate,
which we find from simulations is best picked to be 0.995, as opposed to the default value of
0.8. The HMC is run in parallel on six independent chains each with a sampling space of size
4,000 for a total posterior sample size of N = 24,000. Table 1.2 presents summary statistics
for the posterior distribution estimates of reduced-form parameters for the sample accounting
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Table 1.3.: HMC Posterior Results, 1948-2018 with Only Durables Investment

pe(0,1) R /N  Mean SD. 2.5% 50%  97.5%
p 1.001 0.164 0.671  0.164 0.379 0.658 0.974
Vg 1.000 0273  -1253 0678  -2.806  -1.136  -0.371
Vs 1.001 0167  -0.867 1173 3276  -0584  -0.106
W 1.000 0.438 0.016  0.018 0.000 0.010 0.065
ws 1.000 0.506 0.001  0.001 0.000 0.001 0.004
ag 1.000 0.191 0225  0.046 0.142 0.223 0.320
s 1.000 0.262 0264  0.047 0.175 0.262 0.360
U(P) 1.001 0.148  664.627 2798 658288 664949  669.106
p € (—00,0) R /N  Mean  SD. 2.5% 50%  97.5%
p 1.001 0276  -5.886 4157 -16452  -4748  -1.842
Vg 1.000 0262  -3279 3.099 -11.650 2378  -0.862
Vs 1.000 0249  -2688 2782 9303  -1912  -0.578
Wy 1.000 0.559 0.027  0.025 0.001 0.020 0.096
ws 1.000 0.630 0.001  0.001 0.000 0.001 0.004
ag 1.000 0.250 0239  0.067 0.103 0.241 0.365
s 1.000 0.267 0263  0.052 0.161 0.264 0.367
Uu(P) 1.001 0173 656137 2702  650.043 656461  660.413

for the value of the durables stock used in home production. Table 1.3 presents summary
statistics for the estimation routine using just new spending on consumer durables, but not the
service flows. The last three columns of each table represent distribution percentiles, with a
95% confidence region buttressed on either side by the 2.5-percentile and 97.5-percentile. The
mean and standard deviation of the posterior distributions are also presented, along with the R
and effective sample size n,¢¢/N diagnostic statistics. Integration convergence assessments are
made by examining R and the effective sample size 1,¢s/ N for the log-posterior density, U(7P).
For all parameters and the density R — 1 as the numerical integration converges. Generally
speaking, we want R < 1.1 and ner/N > 0.10, especially for U(P) (Gelman et al. 2013b).
Notice that, under these conditions, it appears our HMC integration scheme has converged and
model fit is satisfactory. For a more in-depth discussion about HMC see Appendix A.3.1.
Having run two separate estimation routines each for two separate datasets, we seek a
likelihood-based measure of model performance to understand whether p € (0,1) is more
likely or p < 0 more likely. To do this, we compute the posterior odds of the substitutes model
being true versus the complements model by using bridge sampling techniques to back out
Bayes factors.?? Let M, denote the complements model where p € (—o0,0) and let M, denote
the substitutes model where p € (0,1). Let Dpyrssiock denote the dataset with the value of
the durables stock included in the goods series and Dnewpurs denote the dataset where only

22The Bayes factor is the ratio of posterior expectations, which each require computation of the marginal likelihood
of realizing the observed data given the model under question (see Rossi, Allenby, and McCulloch (2005) for a
thorough explanation of model selection using Bayes factors). Bridge sampling is the computational procedure
used to compute the marginal likelihood required for Bayes factor analysis (see Meng and Wong (1996) and
Gronau et al. (2017) for information regarding the computational procedure).
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purchases of new durables are considered. The posterior model odds computed using Bayes
factors are

P(D M
Posterior Odds = (Ppursstock | M) =2.571 = Weak Evidence for M; (1.53)
M;s vs. M, ]P(DDursStock ‘ Mc)
P(DnNew M
Posterior Odds = (Dewburs | Ms) =1346.952 >>1 = Strong Evidence for M;
Ms vs. M, ]P(DNewDurs ‘ Mc)

(1.54)

The evidence classification rubric we follow comes from Harold Jeffreys” original scale of
evidence as presented in Wasserman (2000). Generally speaking, Bayes factors less than 3
are considered weak and fail to support evidence of one model over the other. The fact that
we cannot definitively support one model over the other when the value of all durables in
utilization is included suggests that structural parameters are likely co-dependent and only
weakly identified. Indeed, focussing on Table 1.2, examination of the values of p and v in
both estimations suggest that the posterior distribution of v shifts to accommodate different
assumptions on p, though values of the log-posterior distribution U(P) between the two
models are practically identical. By contrast, turning to Table 1.3, U(P) for p € (0,1) has a
larger posterior peak and does not overlap in value with the p < 0 case, suggesting that the
substitutes model is a significantly better fit of the data, thus leading to a larger Bayes factor
estimate.

In terms of identification, values of v; appear moderately identified, overcoming their strong
priors. Values of w; and «; appear strongly identified as well overcoming their flat unit-interval
priors. In the substitutes models, the posterior distribution of p is skewed to the right with
mass concentrated near p = 1 suggesting that the outputs of home production are near-perfect
substitutes. This substitutability is stronger when the durables services flows are included than
when they are left out.

In Figure 1.15 we present the log relative productivity residuals In zs; — In z¢; for all four
model estimations, normalized so that the log-levels are equal to 0 in the first year of the sample,
1948. We present the normalized residuals, rather than their raw log-levels because our residual
estimates are conditional on the identifying assumption that 6 = 1. For different values of
the utility weight 0 the raw residual time series will shift up or down by a fixed constant, yet
their first-order and second-order properties will remain the same. Readers should thus focus
on these series first-order properties here. In our counterfactual simulations, we will use the
raw residual levels so as to ensure all counterfactual simulations start at the same level of
relative consumption. Turning back to Figure 1.15 note that, depending on whether the value
of durables is included, inferences on relative productivities differ. When the final outputs of
home production are substitutes (red lines), services have increased in relative productivity to
goods since 1948, regardless of which data series is used. Our residual estimates suggest the
opposite for when the outputs of home production are complements.
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Figure 1.15.: Here we present the posterior means of the estimated relative home productivities
time series as inferred from the HMC estimations for p € (0,1) (red) and p < 0
(blue) separately. When relative productivities are greater than zero, services are
relatively more productive or quality-efficient in the home production process
than goods relative to a 1948 baseline.

1.3.4. Demand-Driven Structural Change with Aggregate Consumption

The goal of this paper is to better understand how wage growth and relative price changes affect
aggregate demand allocations when controlling for home production complementarities and
time to consume. For this reason, we consider three counterfactual simulations for each separate
model estimation — p € (0,1) and p < 0 — and each dataset — including and not including
the value of the stock of durables. Our counterfactuals operate solely on the relative demand
equation in (1.36). First, we fix aggregate wages W; = Wioyg, eliminating the effects of real
wage growth by also dividing Py and Ps; by an aggregate price index P; so that the aggregate
consumption price level remains fixed as well. In this counterfactual economy, there is thus no
real inflation. Second, we allow W; to evolve as observed in the real data but fix relative prices
Py / Pyt at their 1948 value. In each of these scenarios we simulate the counterfactual series using
the implied relative productivities as estimated from the residuals of either the substitutes or
complements models without first differences and presented in Figure 1.15. Third and finally,
we assume the relative productivities zg;/ zg; are fixed at their 1948 levels and do not change. In
each scenario, variables that are not explicitly adjusted are taken at their observed data values
for the entire time series.

Figure 1.16 compares the counterfactual simulations with the data (black line) for estimations
on the dataset featuring the full durables stock. Figure 1.17 shows the same counterfactual
simulations using the estimates on the dataset featuring only new spending, not the value of
the stock. We normalize all simulations to year one in our sample, 1948, and unwind the first
differences equation to plot the counterfactuals and data in log-levels. Note that without wage
growth (dashed red lines), long run structural change is slightly weaker than what is observed

in the data, though this pails in comparison to the counterfactually estimated relative-price
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Figure 1.16.: We present two counterfactual simulations on the dataset featuring the full
durables stock. Under these simulations, we first assume no aggregate wage
growth then no aggregate changes to relative prices. Under the red line we assume
wages are constant and fixed over time. The blue line presents a counterfactual
where real wage growth happens, but relative prices remain constant. Finally, the
purple line is a counterfactual simulation where we assume the relative home
productivities of services to goods are assumed constant at their inferred 1948
level.

— a” ’ <
- el ©
©
S N
o
g o g Q CnY .
8 s g °
\ 1 N
5 7 3 2] '
< X AN
g < 7 g g — TN,
7 J\Q\
— Data g — Data
- - W =W, AN i - = W =W,
<= Pg/Pg = Pgi/Ps . === Pg/Ps=Pgi/Ps
.= Zglzg = Zg1z «® .= Zglzg = Zg1lzg
o
I I T I ! T I T T
1950 1970 1990 2010 1950 1970 1990 2010
@pe(0,1) b)p <0

Figure 1.17.: Here we present results form the same counterfactual simulations describe above,
except we use the dataset without accounting for the durables stock and the
associated regression parameter estimates.

effect (dotted blue lines). Without wage growth and only relative price changes, we would
expect consumers to prefer services to goods slightly less than they do now, looking at the
substitutes cases. When the durables service flows are included — Figure 1.16a — the wage
effect is practically insignificant, though. This calls into question previous findings that fail
to account for durables stock utilization in home production but suggest the income effect is
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the primary driver of structural change (see Herrendorf, Rogerson, and Valentinyi (2013) and
Boppart (2014)). Herrendorf, Rogerson, and Valentinyi (2013) come to that conclusion by using
a Stone-Geary utility representation that imposes arbitrary non-linearities on Engel curves.
Boppart (2014) comes to that conclusion using an equally arbitrary utility specification that also
generates non-linearities in the Engel curves. Neither account for time use complementarities in
home production or durables services flows, as we do. Further, evidence using all four posterior
estimates suggests that shutting off relative price changes while still allowing for real wages to
grow (dotted blue line) implies that relative goods to services expenditure would actually have
increased over the 1948-2018 period. This demonstrates that relative price effects associated with
classical substitution effects appear to dominate income effects from wage growth. Our results
here are thus the first to show that the income effect story becomes suspect when demand-side
home production and time to consume are accounted for.

Focussing in more detail on the results, the data featuring the durables stock show that
the ratio of the nominal value of goods to services used by households has fallen by 64.5%
since 1948, while when the stock is excluded the fall is 71.5%. Looking first at the model with
the full durables stock and assuming p € (0,1), eliminating counterfactual wages leads to
an almost indiscernible difference in the decline of relative consumption, 61.6% to be exact.
Allowing for wage growth and fixing relative prices, using the same dataset and looking at the
dotted blue line, we actually see a 160% increase over the period 1948-2018. Continuing to look
specifically at the substitutes estimation, fixing relative prices and simulating the model leads
to a 103.8% increase with the naive dataset featuring only new investment. When wage growth
is included absent relative price changes, we thus see the opposite kind of structural change.
On the other hand without wage growth and only relative price changes, we see a mild 57.9%
drop in relative consumption, just slightly less than that observed. The qualitative nature of
these results does not change when p < 0. In all of the plots featured in Figures 1.16 and 1.17
we include counterfactual simulations having fixed the relative productivity residuals (purple
lines) in case the reader is interested. Again though, we caution readers not to make strong
interpretations of these series given the non-identifiability of 6 in the CES utility function, as
discussed above in Section 1.3.3.

1.3.5. Testing Quantitative Implications Under Cross-Sectional Heterogeneity

Consider the estimated posterior distribution of parameters given data from the general equi-
librium model. Suppose that all households face the same productivity evolution, so that zg
and zg; are no longer taken to be household-dependent. Under this assumption, we can think
of z¢; and z as quality residuals, capturing variation in the relative usefulness of goods and
services toward home production over time. Using our parameter and productivity estimates,
we now consider how predicted counterfactual expenditure ratios would evolve by income
quintile, using wage quintiles from the CPS matched to CEX income quintiles, as described
above. Again, we first fix wages at their 1984 levels, the beginning of the CEX sample for which
we have data, and watch the spending ratios evolve when influenced solely by relative price
changes. We then perform the same counterfactual exercises as above, fixing relative prices and

relative productivities separately. The results in terms of data versus posterior counterfactual
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Table 1.4.: CEX Percent Change (1984 to 2018) in xg, /x5 — Data vs. Counterfactuals

pe(0,1) p<0
Income Quintile Data Wy = Wy f,—f: = ?;1 Wy, = W1y, % = %1
185 -6.490 33.249 38.066 -60.931 -33.249
ond -26.552 34.997 38.624 -60.851 -32.680
37 -35.674 35.682 38.735 -60.819 -32.485
4th -35.750 36.127 39.348 -60.798 -32.605
5th -45.685 36.677 40.601 -60.772 -32.903

predicted percent changes in spending ratios by income quintile from the beginning of the CEX
in 1984 to 2018 are presented in Table 1.4.

The degree to which the outputs of home production are substitutable determines the sign of
counterfactual changes. If final outputs are substitutes so that p € (0, 1), we predict a relative
increase in goods to services spending both when wages are fixed at their 1984 level and relative
prices remain unchanged. However, again, the relative price effect appears stronger than the
income effect. If p < 0 holding relative prices fixed appears to buffer the decline in relative
spending for higher income agents, but not lower income ones. Further, when p < 0 we predict
greater counterfactual structural change if wages remain fixed, so that when the outputs of home
production are complementary, the story whereby increasing income leads to an increasing

share of services consumption is suspect.

1.3.6. Empirical Evidence and Model Implications for Labor Supply
Responsiveness to Relative Price Changes

We are interested in how the per-worker supply of labor on the intensive margin is affected by
relative price changes. Will hours increase in response to certain products in the consumption
basket becoming relatively more expensive, for example? This would suggest that consumers
may pick up extra work or odd jobs to earn more income and thus better finance certain new
consumption baskets if relative prices change but the aggregate price level remains constant.
All of our analyses in this section operate on price data that account for the re-sale value of
consumer durables. These are the price data that are used in the estimations where the goods
series account for the value of the durables stock used in home production. To understand what
the aggregate data say about the relationship between effective full time hours per worker and
relative price changes, we run some simple linear regressions presented in Table 1.5 taking the
log of hours per worker per week as the left-hand side variable. To compute hours per worker,
we divide the total hours data presented in NIPA Tables 6.9B, 6.9C, and 6.9D by the full time
equivalent measure of total workers featured in NIPA Tables 6.5B, 6.5C, and 6.5D. Notice that
labor hours per worker appear to be decreasing in relative goods to services prices and wages
(column 1), though when not controlling for real wage inflation, we would instead expect labor
hours per capita to decline as the relative price of services rises (column 2). Indeed, that is what
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we observe in the data. Labor hours per effective full time worker per week have fallen from
a high of 34.43 hours in 1948 to 25.54 hours in 2018, reflecting the fact that a greater share of

workers engage in part time work today.

Table 1.5.: Data Dependency of Labor Hours on Relative Prices and Wages

Dependent variable:

In lt

(1) (2) ®)

InPy —InPy —0084  0.196
(0.052)  (0.011)

In W; —0.251 —0.178
(0.046) (0.008)
Constant 2.553 3.263 2.758
(0.130)  (0.008)  (0.029)
Observations 71 71 71
R? 0.883 0.832 0.879

Table 1.6.: Model Predictive Labor Hours Dependency on Relative Prices and Wages

In th, Substitutes or Complements

pe(0,1) p<O0
1) ) 3) (4) ) (6)
In Pgt — In Py, —0.368 0.536 —0.020 1.215
(0.101) (0.026) (0.052) (0.027)
In w; —0.813 —0.491 —-1.110 —-1.092
(0.089) (0.017) (0.046) (0.008)
Constant 0.358 2.653 1.258 —1.284 1.851 —1.234
(0.252) (0.020) (0.060) (0.131) (0.022) (0.028)
Observations 71 71 71 71 71 71
R2 0.939 0.864 0.927 0.996 0.966 0.996

To understand how the qualitative implications for household labor supply under our full
model with CES home production, we simulate several counterfactual experiments against a
predictive baseline.”? Note that, while household labor supply is endogenous in the full general
equilibrium model, our parameter estimates do not take into direct consideration this choice,
operating solely on the equilibrium estimating equations in (1.39) through (1.40). Under the

23The full household labor supply function is presented in Appendix A.2.2 after derivative of the Cobb-Douglas
home production labor supply function used in our comparative state exercises.
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assumption that our model indeed correctly describes the data generating process, the labor
supply choice is exactly determined by prices and home productivities, which we estimate from
the residuals of the household’s relative demand equation. Lacking any additional, identifiable
structural productivity components or failing to assume additional measurement or model
error, adding the labor supply condition to the estimation equations would yield a stochastically
singular system. Since the primary purpose of this paper is to assess which channels — relative
price effects or wage effects — have driven the rise in structural change, we do not explicitly
consider the labor supply condition in our estimation, but instead use our estimates here to
understand the implications for relative price changes and wage growth toward intensive
margin labor supply.

1.8
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Figure 1.18.: Here we present results form the same counterfactual simulations describe above,
except we use the dataset without accounting for the durables stock and the
associated regression parameter estimates.

To assess how the posterior predicted labor supply is qualitatively related to relative price
and wage changes in data, Table 1.6 presents the same regressions as in Table 1.5 except using
posterior predicted labor hours I; as the left hand side variable. Columns 1 through 3 of Table 1.5
are the regression estimates for the simulations under the assumption p € (0, 1) and columns
4 through 6 present the regression estimates for the simulations under the assumption p < 0.
The predicted correlations are qualitatively the same, featuring the same signs, though their
magnitudes are slightly larger than observed in data.

We use these labor supply simulations as a baseline against which to assess simulations from
the following counterfactuals: 1) fixing relative prices, allowing wages and productivities to
grow; 2) assuming no wage growth, while still allowing productivities to grow and relative
prices to change; 3) fixing productivity growth but not wages or relative prices. If ; is a
counterfactual simulated labor level and I; is the baseline predictive level, Figure 1.18 features
the posterior predictive mean time series [,/ I; for each of the aforementioned counterfactuals.
These simulated deviations from the baseline are presented in Figure 1.18. Depending on
whether final home production outputs are substitutes or complements, we observe markedly
different counterfactual behavior for the intensive labor supply when relative prices are left
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alone (blue lines). Recall that the relative price of goods to services has fallen since 1948.
Nonetheless, when p € (0,1) assuming wages and income grow but relative prices stay the
same leads to a relative increase in the intensive margin of labor, but when p < 0, the labor
margin is seemingly unaffected by relative price changes. Eliminating real wage growth (red
lines) leads to a relatively higher counterfactual willingness to work, demonstrating the strength
of the classical income effect on labor supply. In our final counterfactual, we find that fixing
relative productivities at their 1948 value has little impact on labor supply. Thus, the model
predicts that the long-run decline in average hours worked per-worker can mostly be attributed
to wage increases and, if indeed final home produced commodities are substitutes, relative

goods to services price declines.

1.4. Conclusion

Whether you are talking about boats, beds, or restaurant meals, households derive utility from
a market purchase by allocating time to consume it. This idea is consistent with early home
production models. In this paper, we formalize the concept by allowing households to explicitly
choose time to spend consuming individual market goods. We use the resulting estimation of
the structural model to understand how accounting for home production affects inference as to
the causes of the structural transformation of market demand in the U.S. economy. We show
that after controlling for both how consumers derive utility from the service flows of durable
goods and how consumers spend their off-market time in home production activities, relative
price effects appear to dominate the impact of long run wage growth, calling into question some
results in the literature suggesting income effects are strongest.

Future work on macroeconomic trends resulting from household preferences should be
careful to consider the importance of home production motivations. Further, since households
value and derive utility from the entire stock of durable assets they own, economists should
consider incorporating the value of consumer durables into consumption series, lest estimation
of underlying utility parameters be biased. Finally, we contend that Beckerian home production
models, which feature implicit complementarities between time use and market consumption,
are behaviorally reasonable. Considering models where off-market time is split into various
tasks in order to better understand how household preferences drive various economic phe-
nomena could lead to future results that call into question other long-held conclusions in

economics.
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2. The Costs and Benefits of Caring: Aggregate
Burdens of an Aging Population

joint with Finn Kydland

2.1. Introduction

For the United States and other developed countries, population aging will increase the absolute
number of individuals requiring some form of elder care.! Microeconomic evidence suggests
that caring for infirm older adults requires substantial resources, both in terms of market-
traded services and the off-market time of family members. As an example, the Alzheimer’s
Association estimates that caring for individuals diagnosed with Alzheimer’s and dementia is
almost triple the cost of caring for non-diagnosed individuals. While approximately 70% of
these costs of care are covered by state and federal social insurance programs, Hurd et al. (2013)
estimates that the time-value of informal care provided by family members in 2011 amounted
to between $50 billion and $106 billion. Recent empirical evidence suggests that many working-
age adults spend substantial shares of their available time providing informal care for sick
and diseased elders with the average adult who cares for another infirm adult spending 5.18
hours per week doing so. Adults who provide informal care work 1.22 hours per week less
and enjoy 3.96 hours less leisure time.? The National Institutes of Health, the World Health
Organization, and others have warned that the costs of providing assisted-living care for older
adults could balloon as the population ages, suggesting that aggregate economic outcomes will
be adversely affected by this phenomenon.? We show that the ballooning number of elderly
people requiring living assistance will have a modest impact on aggregate economic growth
independent of the substantial impacts imposed by aging itself. We find that reducing incidence
of high cost-of-care old-age diseases can improve welfare for both diseased and healthy agents
in a general equilibrium environment.

Our findings also confirm previous studies that showed population aging in general has a
large, negative impact on aggregate output growth rates. In our baseline calculation, holding
constant the risk rate of acquiring a debilitating, welfare-reducing disease, we project average
annual U.S. GDP growth to be 2.2% over the period 2016-2056 and 2.1% over the period

s

!We use the terms “elder care,” “informal care,” and “assisted-living care” synonymously to refer to any kind of
assistance received by diseased elderly individuals to perform day-to-day life functions.

2 All time-use estimates are population weighted averages over the period 2003-2016 taken from the American
Time Use Survey, from here on ATUS (Bureau of Labor Statistics 2017).

3See U.S. studies on the implications of aging from the National Institute on Aging (2011), National Research
Council (2001), and Knickman and Snell (2002). Also, for costs associated with caring for elderly individuals
with dementia and Alzheimer’s, see Alzheimer’s Association (2011), Hurd et al. (2013), and Lepore, Ferrell, and
Wiener (2017).
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2016-2096. Eliminating the risk of needing long-term assisted-living care marginally increases
projected future average annual growth rates for the United States economy over the period
2016-2056 by 10 basis points relative to the baseline. As in Hubbard, Skinner, and Zeldes (1995)
and Prescott (2004) social insurance programs in a pay-as-you-go (PAYGO) structure crowd out
investment, reducing long-run growth rates relative to a tax-free environment. In the presence
of intergenerational transfers of off-market time from young to old, lifetime welfare increases
when social insurance tax rates fall as savings and investment increase. Young agents expect
to enjoy being cared for by their offspring when old and plan for this spillover effect when
choosing savings. This is because endogenous time transfers from young to old of informal care
can help offset the adverse welfare implications of incomplete markets for insurance against
old-age welfare shocks. Yet, while reducing social insurance taxes may increase expected
lifetime utility, a reduction is not necessarily Pareto improving if the working-age share of
adults is low. This is because old agents afflicted with a welfare-reducing disease are made
worse off as taxes fall and the number of workers is small enough. In various counterfactual
simulations we explore the implications of these trends under different population growth rates
and different adverse shock probabilities.

The paper proceeds as follows. In Section 2.2 we discuss the population trends and cost
estimates associated with the prevalence of high cost-of-care old-age diseases, while also
summarizing available data on the allocation of time to care for infirm elders. In Section 2.3
we outline an OLG model that captures the features discussed in Section 2.2. In Section 2.4, we
calibrate this model to match observed data points. In Section 2.5 we simulate counterfactuals
to understand how population changes affect long-run economic trends. In Section 2.6 we
conclude.

2.2. Background & Discussion

The primary motivation for our undertaking is to understand how population aging affects
aggregate economic outcomes when members face ex-post idiosyncratic risk to old-age welfare.
While the effects of population aging have been discussed in many contexts, few studies have
analyzed general equilibrium outcomes when young people save to insure against idiosyncratic
risk that directly impacts old-age consumption utility.* The closest study that comes to mind is
that of Hall and Jones (2007) who model health risk as endogenously affecting survival rates,
along with a health status component in utility.> To the best of our knowledge nobody has
attempted to place idiosyncratic endogenous health risk into a model where young agents
provide informal hospice care to ailing loved ones. Our undertaking thus contextualizes
diseases like dementia, including Alzheimer’s, and other idiosyncratic old-age welfare shocks
within an economic framework that features long-term informal, assisted-living care.

There have been no studies, to our knowledge, that estimate the impacts of providing informal
care off-market on general equilibrium economic outcomes. This is important because an aging

4We are aware of French and Jones (2011), DeNardi, French, and Jones (2010), Edwards (2008), and Palumbo (1999)
who look at financial planning decisions within retirement in a partial equilibrium context.

5An unpublished study by Azomahou, Diene, and Soete (2009) models health risk as a shock to a health capital
stock, as opposed to a direct change in the utility function, which is our approach.
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population will likely lead to higher levels of informal care being provided by young people to
old people.® Several studies have examined how provisions of informal care impact individual
labor force participation and earnings (Muurinen 1986; Carmichael, Charles, and Hulme; Leigh
2010; Van Houtven, Coe, and Skira 2013). Informal caregivers who also participate in the
formal labor force work on average 3 to 10 hours less per week than their non-caregiving peers
(Van Houtven, Coe, and Skira 2013). Providing informal care can thus lead to considerable
earnings losses (Muurinen 1986; Van Houtven, Coe, and Skira 2013). Recent work suggests that
substitution rates between formal nursing home care and informal in-home care in the United
States depend on individual states” complex Medicaid reimbursement structures (Mommaerts
2016, 2017). Indeed, paid long-term care and unpaid in-home care are imperfect substitutes
(Mommaerts 2017). We conjecture that this imperfection is due to trade-offs faced by younger
family members who willingly provide informal care to elders. Since providing off-market care
requires a time investment, younger family members must weigh the altruistic benefits they
receive from caring for older loved ones against the loss in lifetime permanent income due to
working less.

Until recently there have been few aggregate data available on the rate at which informal elder
care is supplied. In 2011 the American Time Use Survey (ATUS) began asking respondents about
time spent engaging in informal care for infirm elders (Bureau of Labor Statistics 2017). These
data are available for years 2011 thru 2016, but the number of respondents who participated is
small (N = 1066). From 2003-2016 ATUS asked respondents how much time they spent caring
for or helping adults, not just the elderly, who require assistance. Weighted averages of time use
for adults age 25-65, where our primary target variable is “adult care”, are presented in Table
2.1.7% Conditional on providing informal care, individuals work less and have less leisure time.

At first glance, the time-use data suggest that the impact of increasing disease prevalence
on the intensive margin of labor supply is significant in magnitude as the population ages.
For illustration, if providing adult care is perfectly substitutable with working, then for every
1000 people over the age of 65, 3.55 jobs for individuals under the age of 65 would cease
to exist. Consider now the effects of such a change: working less results in a reduction in
permanent income, resulting in a reduction in investment, resulting in a reduction in aggregate
output and social insurance tax receipts. However, our results in Section 2.5 show that young
individuals adjust their time use in response to market conditions, including the population
distribution, mitigating the aggregate impacts of this disease risk. In fact, changes in the
population distribution alone appear to affect the labor supply greatest along the extensive
margin. In steady state simulations, we show that young workers increase work time as the
relative population of working-age adults to retirees falls, but this increase on the intensive
margin does not offset the negative impacts on total labor supply due to a falling extensive

margin.

®For our purposes, “informal care” encompasses all aspects of care which take place off market. “Formal care”
will be used to refer to care paid for on the marketplace. These definitions are consistent with those in Hurd
et al. (2013) and Lepore, Ferrell, and Wiener (2017).

7We take the denominator in our weekly time-share calculations to be 112 hours, thus allowing individuals 8 hours
of non-allocatable personal time per day.

8We choose to use the total “adult care” data point rather than the “elder care” data point due to the small sample
size of the latter. Empirical tests show that the differences in weighted averages of both data points are not
significantly different from zero. More details are available upon request.
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Table 2.1.: Per-Capita Time Allocation of Adults 25 — 65, (ATUS: 2003-2016)

Whole Population, N = 82995

Leisure Labor Adult Care

Avg. Hrs. per Week 69.642 41.743 0.615
Share of Avg. Total Time*  0.622  0.373 0.005

Provide Positive Off-Market Adult Care, N = 9937

Leisure Labor AdultCare

Avg. Hrs. per Week 66.150  40.671 5.179
Share of Avg. Total Time*  0.591  0.363 0.046

Provide No Off-Market Adult Care, N = 73058

Leisure Labor AdultCare

Avg. Hrs. per Week 70.113  41.887 0
Share of Avg. Total Time*  0.626  0.374 0

* Total time 7 - (24 — 8).

To understand more broadly how long-run declines in aggregate output are related to popula-
tion aging, in Figure 2.1 we plot the working-age population ratio (wapr), i.e. the ratio of adults
age 25-65 to adults age 65 and over, along with the HP-filtered trend of year-on-year aggregate
and per-worker GDP growth (gy and gy, , respectively) for the United States economy since
1950.° When business cycles are removed, the long-run decline in annual GDP growth appears
remarkably correlated with the decline in the working-age population ratio. A regression of
In gy, on In wapr; reveals that the elasticity of the filtered trend in output growth with respect
to the working-age population ratio is 1.487, so that a 1% relative increase in workers leads to
an approximate 14 basis point increase in the growth rate. Falling wapr accounts for almost
57% of the decline in gy since the 1950s. The magnitude of this correlation affirms some of the
alarm bells sounded recently in Cooley and Henriksen (2018).

As a motivating example, Alzheimer’s disease and dementia impose substantial formal costs
on the United States’ social insurance system and informal costs on family members tasked with
caring for diseased individuals. Total cost estimates for caring for demented elderly individuals
range from $157 to $215 billion (2010 dollars) depending on the method used to impute time
value of informal care (Hurd et al. 2013). Within this range, roughly $11 billion is covered by
Medicare, Medicaid, and Social Security, while the remainder includes both out-of-pocket costs

9See Hodrick and Prescott (1997) for more information on the HP filter.
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Figure 2.1.: We plot HP-filtered year-on-year net growth: Y;/Y;_1 — 1 for the aggregate case
or (Y;/Ny:)/(Yi—1/Ny:-1) — 1 for the per-worker case. wapr; is unfiltered and
downloaded from the United Nations: Department of Economic and Social Affairs
(2017). The elasticities of filtered aggregate and per-worker growth with respect to
wapry are 1.487 and 2.395 respectively. If trends continue, we should expect growth
rates to decline throughout the 21st century.

paid by afflicted individuals and their families as well as the time value of unpaid, informal
care provided by loved-ones (Hurd et al. 2013). Estimates of total time devoted to informal care
for demented persons are not small in magnitude. The Alzheimer’s Association estimates that
in 2010, 17 billion hours of unpaid care were provided by loved ones to diseased elders, with
over 80% of this time burden born by family members. Further, over 90% of those afflicted
with Alzheimer’s or dementia receive some form of informal care on top of care provided
by professional hospice services. The spillover effects on working-age adults of shouldering
this burden represent an additional societal cost, the impacts of which have not been directly
quantified in past studies. As the population ages and Alzheimer’s and dementia prevalences
increase, it is reasonable to expect that the quantity of informal care provided by working-age
adults to elderly adults will increase.

2.3. Model

Agents live a maximum of two periods, though they may die accidentally after their first
period of life.1® Each period, there exists a population of N,; young households and N, old

1OYoung households cannot choose to die, nor can individuals, rather the household is thought to “disappear,” in
that all of its members have perished before becoming old.
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households.!! There is only one type of young household and two types of old households.
Old households can be either diseased, d; = 1, or non-diseased, d; = 0. For now, assume the
population of young households grows at constant rate ¢y so that Ny /N, ; 1 = (1+ gn), and
the probability that a young household in period ¢ lives to be an old household in period t + 1
i Sgp,1.12 13

We model the old agents” consumption process in terms of home production, taking cues from
Becker (1965). Young agents can subsidize the home production of diseased old agents’ final
consumption by supplying them care time /,; outside of formal markets. Diseased individuals
thus receive flow utility from final consumption cy(d; = 1), which is produced in the home
by using inputs of this off-market care time they receive from their children /,; and market
resources purchased x,¢(d; = 1).14 Meanwhile, their healthy peers only use market resources
Xot(dt = 0) for production of final consumption because they do not require additional off-
market care time from their children. The home production functions we employ for both
diseased and non-diseased old are

Cot (X0t (dr = 1), hot, dy = 1) = xoe (1)1 "G, o € (0,1) (2.1)
Cot (xot(dt = 0),dt = 0) = xot(O) (22)

In Equation (2.1), o is the elasticity of final consumption with respect to informal care time
received. Note that both diseased and non-diseased individuals may purchase hospice care
or other health services on the formal market. Such a purchase would fall under market
consumption, x,¢(d;). Any additional services received by diseased old that are not accounted
for on the formal market would fall under informal care-time received, h,;.

Old households have preferences over consumption that depend on health status d;. The form
of an old individuals” utility function is chosen to satisfy several conditions. First, we assume
that individuals infected with a disease require more resources, both market and off-market, to
care for than those who are not. It would be unreasonable to assume that these individuals, by
consuming more, are necessarily better off than their non-diseased peers (after all, they are sick).
Let uy; (Cot(dt), dt) denote the flow utility from final consumption for an old individual with
disease status d;. This brings us to an assumption about an old individual’s utility function.

Assumption 1. Suppose c,t(1) = c(0) = ¢, where c is any feasible level of final consumption.
Then uy(c, 1) < up(c, 0). In words, for each level of final consumption, the non-diseased agent
always receives higher consumption utility than the diseased agent.

Assumption 1 ensures that it is always better to be non-diseased than diseased. We choose a
Stone-Geary flow utility function for diseased old which satisfies this assumption under certain
parameter restrictions:

uot (Cot(1),dr = 1) =1In (cor(1) — v) (2.3)

1Since agents live only two periods, we use y and o subscripts to denote their ages.

12We will relax the constant growth, gy, assumption in some of our simulations.

13The “survival” probability is the probability a young household that enters the economy survives to be an old
household next period.

14We also refer to h,t as “hospice” care.
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Uot (Cot(O),dt = 0) =1In Cot(O) (24)

The flow utility parameterizations in (2.3) and (2.4) lead to two basic lemmas.
Lemma 1. For all v > 0, Assumption 1 holds.

Proof. See Appendix C.1.1 o

Lemma 2. If 0 < v < cp(1) — cot(0) then the ratio of the marginal utility of non-diseased
consumption to diseased consumption is such that MU, (0) /MUy (1) > 1.

Proof. See Appendix C.1.1 m|

Lemma 1 is trivial. Lemma 2 says that for certain combinations of the subsistence parameter v
and consumption policies, non-diseased agents benefit more from additional final consumption
than diseased agents. In our calibration we find that the premise of Lemma 2 holds, which is one
indicator that in this economy resources are inefficiently allocated in a steady state competitive
equilibrium.

Young households use market resources x,; and leisure time [,; to produce a final consump-
tion good ¢y according to the home production function:

vk (2.5)

Young households additionally supply off-market time % to care for their elders, but since this
does not affect the final production of their home-produced consumption good, h,; does not
enter into Equation (2.5). Rather, young households exhibit imperfect altruism toward their
sick elders, discounting the diseased old household’s utility at rate 7. The flow utility of young
households is

uyt(cyt/ hyt) =In Cyt —+ - In (Cot(hyt/ dt = 1) — V) (26)

In addition to consuming and spending time caring for their parents, young agents supply both
labor 1 —I,; — hy; and invest i,; in the market.!® Young agents earn a before-tax wage rate w;
and pay social insurance taxes on their income at rate ;.

Old agents do not work but earn a gross return on their assets a,; at rate R; and also receive
Social Security and Medicare transfer benefits from the government T;(d;) which depend on
disease status d;. Normalize the price of market purchases to 1 each period. For old agents, net
outlay must satisfy the budget constraint:

Xot (dr) < Ry -ay + Ty(dy) (2.7)

Old agents die with certainty at the end of their life and will choose to consume the entirety of
their available cash-on-hand. At the end of each period, young agents who accidentally and
unexpectedly die leave behind total net assets (capital) equivalent to a, ;1 - (1 —5sp,441) Ny;.

15Total available time is normalized to 1.
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These assets are then distributed evenly and unexpectedly (i.e., “accidentally”) as bequests
by,++1 to young agents entering the economy next period according to

Nytv1

by,t+1 = Ayt41 - (1 - So,t+1) : (2.8)
Since returns on investment are compounded at the beginning of the period, young agents
earn gross return on these assets R; - by;. Having fully-described the right-hand side of a
young agent’s budget constraint, their choices of market purchases x,;, asset-holdings, and
labor-supply must satisfy

.’th + ay,t+l < Rt . byt —+ w; - (1 — ’Tt) . (1 — lyt — I’lyt) (29)

Let 1; denote the share of old population which is afflicted with a welfare-reducing disease in
period t. The supply of hospice care by young equals the total amount of hospice care received
by diseased old

_ Not - ¢ - hot

2.10
N, 210)

hyt
Let pr = T¢(1)/T;(0) be the ratio of diseased to non-diseased benefits. The government balances
Social Security and Medicare transfers and tax receipts:

Not - (lpt cpr-Tr(0) 4+ (1 — wt)Tt(O)) <Nyt w7 (T =Ly — hyt) (2.11)

Young agents do not know whether they will survive to become old and if they do whether
they will face a disease that adversely impacts their welfare, but young agents know ; and
how it evolves, just as they know the survival rate. Thus, they make their investment choice
both with the aim of smoothing consumption and imperfectly insuring themselves against the
adverse welfare effects of contracting some kind of disease such as Alzheimer’s or dementia, for
example. In this model, given young agents in period t know the distribution of diseased agents
in t 4 1, expectations are perfectly rational. Let 3 be the time discount factor. In competitive
equilibrium, utility maximizing young agents seek to smooth expected market consumption

over the lifecycle according to the expected intertemporal Euler equation:

Y 1-0 ho t+1 >U 1
—_ = -8 - R 2 -+ 1— -
@ [3 o,t+1 t+1 1Pt+1 xo,t+](1)1_ahg’t+1 Py <x0,t+1(1> ( 1/)t+1) xU/tJrl (0)
MU, (x) MU, (x(1)) MU, (x(0))
(2.12)

Since the model contains only idiosyncratic uncertainty, Ry is pre-determined by the popula-
tion distribution which is assumed known. Thus young agents choose investment by equating
the marginal utility of present market purchases with the discounted expected marginal utility
of future consumption given by weighting diseased and non-diseased marginal utilities by the
distribution ;1. The period t choice of labor supply by young depends on the marginal rate
of substitution between consumption and leisure and the marginal rate of substitution between
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leisure and off-market care time:

E o Y- (2.13)
lyt xyt

o—1
u. o hot Nyt
— =1 2.14
Lyt 1 Xot(1)1=9hS, — v <x0t(1)> Noty @14)

A single firm produces both an investment good I; and a market good X;. We assume period
t production is Cobb-Douglas F; (K¢, L;) = thf‘L}"" where K; and L; are aggregate capital
and labor respectively. Let § be the net rate of capital depreciation. The rate of return on
assets Ry and before-tax wages w; are determined by the marginal products of capital and labor

respectively:
L 1-«x
Rt:1+zt-fx-<t> —5 (2.15)
Ki
K [24
w =z (1—a)- <Li> (2.16)

Each period aggregate capital in the economy is only affected by young agents” choice of

investment from last period since surviving old agents consume their entire portfolio.

K= Ny qay = 0, (2.17)
t yt—14yt 1‘|‘gN yt .

Finally, total factor productivity z; grows at constant net rate g.

2.3.1. Competitive Equilibrium with Transfers

Given gn, §-, an exogenously specified sequence of probabilities for disease contraction and
survival from young to old, {1, S, t+1}+>0, an initial population level Ny = 1, an initial total
factor productivity level zg = (1 4 gn)%, and an initial young asset level a,0, a competitive

equilibrium with transfers consists of:
i. Sequences of policies for consumers: {xyt, Lyt, hyt, ayp41, %ot (1), X0t (0) }tzo'
ii. Sequences of prices { Ry, Wi }>0.
iti. Government policies {T;(1), T;(0), Tt }+>o0.
such that
a. Young agents’ choices satisfy (2.9) and (2.12) thru (2.14).
b. Old agent consumption policies satisfy (2.7).

c. Asset return rates and wage rates are (2.15) and (2.16).

d. Formal and informal markets clear.
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e. The government’s budget is balanced.

The beauty of the two period assumption is that it allows us to consider only how changes
in the working age to retiree population ratio wapr; affects equilibrium outcomes. This is
illustrated in Proposition 1. As a corollary to Proposition 1, we also demonstrate that in this
environment, aggregate output growth gy; depends only on wapr;, not generational population
levels.

Proposition 1. A competitive equilibrium depends only on wapr;, not the population levels.

Proof. Using (2.17) and the normalization zg = (1 + gn)%, we can write the aggregate resource
constraint

Nyt - Xyt 4 Not (e - %0t (1) + (1 — 1) - %0t (0)) + Nyt - ay 41

<Ot (18 Nl
Dividing both sides by Ny, we can write
wapry - Xyt 4+ Pr - Xor(1) + (1 = Py) - x0¢(0) + wapry - ay 1
<(1-9) f"f(’;;ayt + (14 g2)" - waprs-afy - (1= Ly + by ) (2.20)

Note that consumption decisions depend on R; and w;. Using (2.17) and (2.18), Ry and w; do
not depend on population levels except through household policies. In (2.8), under constant gy,
by,++1 can be written

1

byii1 = ayir1-(1—50)- T+ gn (2.21)
In (2.10) hy; can be written
_ U
hyr = wapr, hot (2.22)
The government budget constraint in (2.23) can be written
(ll)t * Pt Tt(O) + (]. — I‘bt)Tt(O>) < wapry - Wy - Tt * (1 — lyt — hyt) (223)

Finally, young household policies must satisfy (2.12) thru (2.14). Population levels only enter
(2.14), which can be written

o—1
u o hot wapry
— =n1- 2.24
Lyt 1 th(l)l_ahgt_V(xﬂf(1)> Py (2.24)

Corollary 1. Aggregate growth gy ; depends only on wapr;, not population levels.

Proof. See Appendix C.1.1 |
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2.3.2. Steady State and Balanced Growth

To solve for a steady state, we assume a balanced growth path (BGP) and de-trend productivity
growth as in Krueger and Ludwig (2007). For now, suppose 7; = T is exogenously fixed. Along
a BGP the population of young agents and productivity grow at constant exogenous rates, gn
and g.. Proposition 2 demonstrates that if survival rates and disease risk are constant, then

wapr is constant across time.

Proposition 2. Assume the survival rate s, ;1 = s, is constant and the diseased old distribu-
tion Yy = 1 is stationary. Then along a BGP the working-age population ratio wapr is constant
and given by

1+¢N

> (2.25)

wapr =
Proof. See Appendix C.1.1 o

Clearly, the assumption that wapr is constant is unrealistic in practice, as we see that wapr
has been falling over time and is projected to continue falling. This fact begs the question as to
whether the U.S. economy in the 21st century is in fact on a balanced growth trajectory or rather
is exhibiting structural change due to forces such as population aging and potentially associated
idiosyncratic welfare risk affecting long-run growth rates. In Section 2.5 we simulate the future
path of aggregate output growth to understand the extent to which falling wapr;, coupled with
idiosyncratic welfare risk and young agents” altruism, together impact aggregate growth.

2.4. Calibration

For our calibration we set the period length to 40 years and assume young agents enter the
economy at age 25 and turn old at age 65. Our calibration assumes the economy is in steady
state in 2016, thus taking the 2016 observed population distribution as the initial steady state
distribution.'® We choose parameters to match a set of carefully selected data moments from
around 2016. Specifically, we calibrate to leisure, labor, and hospice care average time shares
from the 2003-2016 ATUS data, the personal savings rate from the “PSAVERT” time series
(BEA, 2016) which measures personal savings as a percentage of disposable income, the ratio of
diseased to non-diseased consumption computed from estimates made by Hurd et al. (2013),
the 2016 consumption and investment shares of output (BEA, 2016), and the 2015 U.S. labor and
capital income shares from Penn World Table 9.0. Table 2.2 presents the data moment targets
and their simulated model counterparts, while Table 3.2 presents the calibrated parameter
values and their sources.

The calibration requires a couple of assumptions for identification purposes. First, we
exogenously set the benefits ratio p using estimates by Hurd et al. (2013) and Mommaerts
(2016) to get p = 1.923."7 Thus, diseased agents receive almost double the benefits from the

16 Appendix B.2.0.2 presents the steady state equations.
17The procedure used to set this parameter is described in detail in Appendix B.2.
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government as non-diseased agents. To calibrate to a steady state assuming it has been de-
trended from a BGP, we only have to pick two of g, s,, and wapr, due to Equation (2.25). We set
gN to accommodate growth in the young population since 1976 and wapr to equal the observed
population ratio for workers to retirees in 2016. We exogenously fix the parameters 1, y, and
1 to reflect the observed ATUS time-use averages from 2003-2016. The output elasticity « is
chosen to match the average U.S. capital share since World War II. The risk rate 1) is fixed based
on estimates from Hurd et al. (2013). We calibrate the subsistence parameter v and intensity of
hospice care parameter o to match aggregate data moments, including the ratio of diseased to
non-diseased consumption x,(1)/x,(0) taken from estimates in Hurd et al. (2013).

Table 2.2.: Calibration Targets

Moment Model  Data Source
Iy 0.617  0.622 ATUS, 2003-2016 Avg.
1-1,—hy 0.375  0.373 ATUS, 2003-2016 Avg.
h, 0.008  0.005 ATUS, 2003-2016 Avg.
Savings Rate 0.137  0.049 BEA, 2016
x5(1)/x5(0) 1.315  1.360 Hurd et al. 2013
X*/Y* 0.812  0.680  Consumption Share, 2016
I/y* 0.188  0.320 Investment Share, 2016

Labor Income Share 0.645 0.600 Penn World Table 9.0, 2015
Capital Income Share 0.355 0.400 Penn World Table 9.0, 2015

Table 2.3.: Calibrated Parameter Values

Value Source
SN 0.660 Growth in Age 25-65 Pop. (1976-2016)
o 0.9517 40 years of 6% annual depreciation
o 0.35 Post-war avg. capital share (DeJong and Dave 2011)
B 0.4457 Annual discounting of 0.98 over 40 years
Yy 0.373 ATUS (2003-2016) avg. work
il 0.622 ATUS (2003-2016) avg. leisure
n 0.005 ATUS (2003-2016) avg. adult care
wapr  3.475 U.S. Working-age pop. ratio 2016 (UN)
T 0.153 S.S. + Medicare tax rate 2016
P 1.923  Ratio of diseased /non-diseased benefits (see Appendix B.2.0.1)
P 0.14 Risk of contracting dementia (see Hurd et al. 2013)
v 0.099 Subsistence of old (calibrated to match data)
o 0.659 Intensity of h,; in home production (calibrated to match data)
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2.5. Findings

2.5.1. Predicted U.S. Aggregate Output Growth

We want to understand how well the model predicts different aggregate growth rates when the
population is evolving in ways inconsistent with balanced growth. We compute a transition
path from starting steady states with wapr equivalent to those observed in 1950, 1960, 1970,
1980, and 1990, simulating toward a terminal steady state with wapr = 3.475 as observed
in 2016. We assume period 0 of the model is in one of the old wapr, and then the economy
suddenly changes to wapr = 3.475, allowing 200 simulated periods to facilitate convergence
to the new steady state.!® For each simulation, we set the initial steady state’s T to the actual
employee and employer combined Social Security and Medicare tax rate for the given year.'
Productivity growth is set to accommodate the observed average annual private multi-factor
(MFP) productivity growth rates for the periods 1950-2016, 1960-2016, 1970-2016, 1980-2016, and
1990-2016.2° We compare both predicted productivity re-trended aggregate output growth and
per-worker re-trended output growth from the first period after the sudden change in working
age population ratio to that observed in the data. These values are presented in Table 2.4 under
columns labeled “Model gy” and “Model gy y,,” where the former describes aggregate growth
and the latter growth per working-age adult. Model predictions slightly undershoot aggregate
growth rates for all periods, though the aggregate rates are only off by 20 basis points at most.

We run two additional simulations adjusting g to match observed gy and gy/y,. Implied
productivity growth from these simulations is presented in columns labeled “Implied g.” and
“Implied g,/ N, ”in Table 2.4. In the data, g/ N, is negative since the 1960s when the denominator
we use to compute output per-worker is the entire working-age adult population. To reconcile
per-worker growth, our model requires growth in productivity per-worker to exceed growth in
aggregate productivity as can be seen by comparing the “Implied” column of the bottom half of
Table 2.4 to the top half. The model thus appears to do a decent job of matching aggregate output
growth but not output per-worker. This is due to the fact that we assume a 40-year transition
period regardless of the starting wapr being associated with the year 1950 or 1990. Comparisons
between aggregate numbers are not biased by this fact because the aggregate growth rate does
not depend on a scaling with the growth rate of newborns entering the economy, ¢n, which
must be computed to accommodate the transition from the initial steady state wapr to the
terminal one. If we allow for the possibility that perhaps measurements of MFP in the NIPA
tables themselves are biased, failing to account for endogeneity due to g,’s dependence on the
population distribution, then U.S. productivity growth over the second half of the twentieth
century has perhaps been overstated, or at the least misunderstood. At first consideration,
it is hard to ignore the positive correlation between measured productivity per-worker and
wapr. One can think of a number of possible ways in which wapr may affect productivity:

18For a thorough explanation of how to accomplish this simulation technique in an overlapping generations model
see the endogenous grid point method of Carroll (2006) and Appendix B of Krueger and Ludwig (2007).

The tax rates are as follows: 3% (1950), 6% (1960), 9.6% (1970), 12.26% (1980), 15.3% (1990 and thereafter).

2OMFP is real value-added output divided by combined inputs — U.S. Bureau of Labor Statistics, Private
Business Sector: Multi-factor Productivity [MFPPBS], retrieved from FRED, Federal Reserve Bank of St. Louis;
https://fred.stlouisfed.org/series/MFPPBS, Accessed: October 23, 2018.
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Table 2.4.: Model Performance: Predicted Avg. Annual Growth to 2016

Growth in Aggregate Output, (%)

Data Period  Starting wapr Model gy Data gy Implied g, Data g,
1950-2016 6.111 3.121 3.096 1.177 1.197
1960-2016 5.114 2.924 3.008 1.182 1.107
1970-2016 4.414 2.497 2.742 1.100 0.901
1980-2016 4.075 2.203 2.630 1.268 0.876
1990-2016 4.028 1.963 2.377 1.240 0.906

Growth in Output Per Working Age Adult, (%)

Data Period  Starting wapr ~ Model gy /N, Data gy /N, Implied g, /N, Data g, /N,

1950-2016 6.111 1.212 1.952 1.985 0.074

1960-2016 5.114 1.245 1.827 1.661 —0.053
1970-2016 4.414 0.996 1.460 1.404 —0.359
1980-2016 4.075 1.081 1.413 1.194 —0.320
1990-2016 4.028 1.276 1.356 1.030 —0.100

younger workers have more energy and work more in order to build up a nest egg from scratch,
for example. In the context of our formulation, a relatively large population of retirees could
negatively weigh on aggregate productivity by diverting working-age adults” attention from
their jobs because they provide informal care. If this explanation were true, z; would be an
endogenous function of wapr;, and g, would vary in time, falling along with wapr;. We do
not take a stance on the mechanism by which z; may partially depend endogenously on wapr;.
Rather, the decomposition in Table 2.4 illustrates what the wapr;-independent component of
g+ would need to be in order to match observed output growth under our parameterization.
In general, the results of these simulations show that the given model can accurately predict
aggregate growth, suggesting researchers should take our future growth estimates presented in
Section 2.5.2 seriously, affirming the general spirit of the results in Cooley and Henriksen (2018).

2.5.2. Future Growth Under Different Counterfactual Regimes

One goal of this project is to understand how the welfare risk of contracting a debilitating
old-age disease may affect future aggregate output growth while the population is aging.
As a baseline, we follow techniques described in Krueger and Ludwig (2007) to simulate
a transition path between the calibrated 2016 steady state and a far-off future steady state
assuming the population converges after 200 periods to the United Nations predicted, 2096
median-variant population distribution.?! We then examine projected growth rates and lifetime
welfare under the following policy reforms. First, we consider how the economy evolves
when the “dynamically ignorant” government suddenly sets T = 0 one period into the future

21Gee United Nations: Department of Economic and Social Affairs 2017.
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and households are surprised by this change, failing to anticipate it.”* Second, we consider a
policy reform where the government decides to fully reimburse working-age adults for their
off-market time at the before-tax market wage.” Finally, we simulate a dynamic transition
path under unexpected changes to the disease risk rate. We consider growth under a cure
by 2056 and a cure by 2096, as well as growth under 10%, 20%, 50%, and 100% increases in
cross-sectional risk by 2096.%* These changes are all based on the value of ¢ = 0.14 used in
calibration, taken from estimates of dementia risk for 70 year olds in Hurd et al. (2013). For
computational reasons, we assume changes are permanent after 2096 so the economy has some
steady state outcome to which to converge.

Table 2.5 presents simulated average annual aggregate output growth rates (gy). For the
baseline simulations holding T and p at their observed and calibrated 2016 values, we compare
the dynamic transition path of an economy aging according to U.N. projections. Our regime-
change counterfactuals operate as follows. First, we suppose that the economy is in the initial
2016 steady state, then the regime change occurs suddenly. For all of these changes, in period
t = 2 right after the 2016 steady state, the economy has changed unexpectedly, but agents
have not updated their dynamic plans. We thus simulate the economy for 200 periods to allow
for it to converge to the new steady state, which generally happens after only 7-10 model
periods anyway. All of our counterfactual simulations occur off a BGP, where the population
distribution is evolving exogenously according to U.N. estimates.

From these simulations it is apparent that an aging population substantially reduces growth
relative to a BGP where wapr remains constant. In fact this reduction is on the order of 50
basis points annually, leading to compounded aggregate output losses of 17% by 2056 and
39% by 2096 relative to an economy where wapr held constant at 2016 levels. Though perhaps
politically unrealistic, it is illustrative that in this economy setting T = 0 can lead to both Pareto
improvements along the dynamic transition path and increases in compounded aggregate
output relative to the baseline with population transition — 5% higher by 2056 and 17% higher
by 2096. Figure 2.2 presents the fully compounded predicted population baseline growth
relative to counterfactual growth projections, including the BGP. Implementing a before-tax
reimbursement policy while holding T = 0.153 fixed yields Pareto improvements but adversely
affects compounded growth relative to the population transition baseline in the first period —
output is 0.2% lower by 2056 — though growth improves slightly by the end of the century —
1.7% higher by 2096. The predicted baseline falls the most relative to BGD, then the tax-free
environment, then finally the full cure. Neither stabilizing the population distribution to achieve

22Here, we consider the 2016 wapr = 3.475 as “present."

ZCurrently, some U.S. state Medicaid programs reimburse family members for care time they provide to Medicaid
recipients, though the rates of reimbursement and restrictions vary substantially across states. Current data on
state-level Medicaid policies does not appear to be readily available in a central source.

Under this reform, the young agent’s budget constraint is:

Xyt + Ay,t+1 < R;- byt + wt(l — Tt)(l — Zyt — hyt) + Wy - hyt (2.26)
while the government faces budget constraint:

Not - (Wt - pr - TH(0) + (1 — ) Tr(0)) < Nyg - (wr -1 - (1= lyp — hye) — wy - hyy) (2.27)

24For a “cure” we consider a situation where 1 drops to 0.0001 to ensure Inada conditions hold.
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Table 2.5.: Growth Under Different Regimes, g, = 1.4%

Predicted Avg. Annual Growth gy, (%)

Model Pop. Transition? 2016-2056 2016-2096 2016-2136
BGP (t = 0.153, ¢ = 0.14)* No 2.693 2.693 2.693
Baseline Yes 2.228 2.052 1.890
T=0 Yes 2.364 2.298 2.096
Reimbursement of h; at w; Yes 2.224 2.074 1.912
11)2056 = 0.0001, 1/)2096 = 0.0001 Yes 2.277 2.123 1.947
P56 = 0.07, Pagee = 0.0001 Yes 2.248 2.096 1.941
Pao56 = 0.146, YPrg9e = 0.154 Yes 2.226 2.047 1.884
Pa056 = 0.154, YPrp96 = 0.168 Yes 2.223 2.042 1.876
Poo56 = 0.175, YPrg9e = 0.210 Yes 2.216 2.026 1.858
11)2056 = 0.21, 11)2096 = 0.280 Yes 2.203 1.997 1.822
End-of-period wapr used in simulations: 2.110 1.658 1.658

*1 =0.153 and/or ¥ = 0.14 unless otherwise noted.

a BGP nor eliminating Social Security and Medicare are realistically feasible, yet scientists are
working to find cures for dementia-like diseases. In the event a cure is found, the model predicts
compounded U.S. total output will be 5.4% higher by 2096 and 6.6% higher by 2136 relative to
the baseline where 1 = 0.14.

One takeaway we wish to emphasize is that achieving a full cure — ¢ = 0.0001 by 2056 —
would have a small impact on growth, increasing ¢y by only about 10 basis points. Long-run
growth rates and welfare are decreasing in 1p. The most striking thing about our simulations
under different 1p is that changing the risk rate hardly matters for long-run growth prospects.
Rather, the population distribution, regardless of the risk rate, has the largest effect on long-run
growth, which can be seen by comparing any of the simulations that account for population
transitions with the BGP. All counterfactuals result in anywhere from 60 to 90 basis point relative
declines in the average annual growth rate by 2136, and 40 to 70 basis point relative declines
by 2096. While this result should mitigate concerns that the burdens of old-age care alone will
tamp down growth, we confirm recent findings in Cooley and Henriksen (2018) suggesting a
long-run “demographic deficit” may be coming to the United States economy.

Yet reducing disease risk, despite having minimal impact on growth, is still welfare improving.
Figure 2.3 compares welfare paths for different possible risk rates, relative to a baseline economy
where Y = 0.14, as estimated by Hurd et al. (2013). Notice that welfare improves for all agents
as 1 — 0, though risk reduction has the most pronounced effect on diseased agents” welfare,
leading to a greater than 6% lifetime gain relative to the baseline. Next, young agents enjoy
higher expected lifetime utility, but are also hit hardest relative to the baseline when 1) increases.
This is because children shoulder the burden of increased numbers of diseased old through
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Figure 2.2.: Here we present predicted baseline output relative to various counterfactuals,
(Ypaseline — Ycounter)/Ycounter- A cure for dementia by 2056 (p = 0.0001; green
dashed line) can lead to modest improvements relative to the baseline.

the altruism mechanism. Meanwhile, Figure 2.4 compares welfare paths over the 21st century
relative to the population transition baseline for the tax-free environment and an economy with
a reimbursement scheme. Lifetime welfare of all agents over the 21st century is improved from
baseline under the reimbursement scheme, though again the most notable improvement is for
diseased agents. This finding is particularly promising since growth is relatively unaffected
by such a scheme, yet all agents are better off. Further, reimbursement schemes are already
implemented in certain states. Our results suggest that more adoption of these policies will lead

to welfare improvements across the board.

2.5.3. Steady State Comparative Statics

Using the calibrated parameters from Table 3.2 we simulate steady state outcomes under
different working-age population ratios and compare them to an economy without a social
insurance system. We present selected policies and aggregate outcomes in Figure 2.5. The
model predicts that both labor supply and total time spent providing informal care is higher
when the social safety net is eliminated. Young people sacrifice leisure time for work because
wages are higher and pick up the slack caring for their elders at all levels of wapr. All values
are monotonic in wapr, though the signs of some of the relationships may be surprising. Not
surprisingly, labor and output are increasing in wapr, but work hours are increasing because
wages are decreasing: holding productivity fixed, wages are bid down as the number of workers
increases. Steady state savings rates increase in wapr as a response to higher interest rates,

driven up by increases in the labor supply forcing firms to acquire more capital to efficiently
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Figure 2.3.: We present welfare as share of the predicted baseline with population transition.
Full cures (1p — 0; black lines) generate Pareto improvements for all types of
agents. As 1) increases (red lines), welfare falls relative to the predicted baseline

with ¢ = 0.14.
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Figure 2.4.: Again, welfare is presented as share of predicted baseline with population transition.
Pareto improvements are generated when Social Security and Medicare taxes are
unexpectedly eliminated. Reimbursing young agents’ time supplying care on the
informal market /,; at the market rate w; also yields Pareto improvements.

utilize the skills of increasing numbers of workers. U.S. personal savings rates have generally
fallen since the 1950’s, from 11.3% in January 1959 when wapr was at 5.176 to 6.3% in December
2016 with a wapr of 3.475, confirming the validity of the sign of the relationship we observe
here.

For each of the T = 0 and 7 = 0.153 case, we simulate expected lifetime utility for a young
agent who has not yet realized his old-age disease status as well as realized lifetime utility for
both diseased d = 1 and non-diseased d = 0 old agents.” Figure 2.6 presents these welfare
values as functions of wapr. This exercise demonstrates that for small enough wapr, higher
social insurance taxes can lead to higher steady state lifetime welfare for diseased agents, though

BLet Eu(d) be expected lifetime steady state utility, u(d = 1) be realized lifetime utility for a diseased agent, and
u(d = 0) be realized lifetime utility for a non-diseased agent. These values are as follows:

Eu(d) = uy + B [10- 1o(1) + (1 = 1) - us(0)] (228)
u(d=1) = uy +uo(1) (2.29)
u(d = 0) = uy +u,(0) (2.30)
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not non-diseased agents. In steady state, reducing taxes from the 2016 value of T = 0.153 is
Pareto improving as long as wapr > 2.434. Why is this? Consider informal care time supplied
by young ;. Figure 2.5 shows that time supplied per-individual is decreasing in wapr though
aggregate time supplied is increasing in wapr. At a certain threshold, the extensive margin —
the total number of young people — dominates the intensive margin — the time supplied by

each young person, leading to adverse welfare effects on diseased old.
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Figure 2.5.: Here we plot steady state outcomes as a function of wapr and different tax rates.
Solid lines represent economic variables when the government chooses T = 0,
and dotted lines represent variables under T = 0.153, the 2016 Social Security and
Medicare tax rate.
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Figure 2.6.: For all wapr < 2.434 — in the pink box to the left of the dashed vertical line —
diseased agents are worse off with T = 0 than under the baseline 2016 tax rate.
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Notice also that diseased old utility falls faster than non-diseased utility as wapr decreases.
This is because the decline in the extensive margin drives down total off-market time supplied
by young agents as wapr falls, even though every individual young agent is supplying more
informal care time on the intensive margin. Meanwhile, as wapr increases, diseased lifetime
utility increases faster than non-diseased lifetime utility as the total supply of informal care time
increases, allowing diseased agents to supplement their market consumption with increasing
amounts of care from their children. Since these are steady state comparisons only, they should
be interpreted with caution as such analyses fail to account for productivity gains. We present
them to illustrate the co-dependence of lifetime welfare on both wapr and .

2.6. Conclusion

Including both idiosyncratic health risk and a motive for young people to engage in informal
care of their elders allows the standard, two-period overlapping generations model with
production and social insurance taxes to broadly describe the observed decline in aggregate
output growth since the 1950s. The model we present qualitatively describes and matches the
observed tradeoffs from the ATUS data that agents face when making a decision to provide time
on the informal market. These results are important because they should encourage researchers
to take seriously the model’s predictions about future economic outcomes in an environment
with a rapidly aging population. Due to incomplete markets, the rate at which the population
ages can adversely impact lifetime welfare of diseased agents when not enough young agents
are alive to supply informal care. In counterfactual simulations, reimbursement of informal care
time and cures for dementia-like diseases improve both growth and welfare over the U.N.’s
medium-variant projected population distribution throughout the 21 century. These results
should encourage policy makers to consider how the age-distribution and idiosyncratic risk
affect economic aggregates when proposing reforms to address stagnating growth. Aging
appears to have broad impacts on long-run GDP growth, regardless of old-age disease risk.
Further, finding cures for diseases like Alzheimer’s and dementia can lead to modest growth
improvements, but more importantly such cures are Pareto improving.
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3. Two Stage Budgeting Under Mental
Accounting

joint with Alan Montgomery and Christopher Y. Olivola

3.1. Introduction

From week-to-week, consumers” expenditure patterns exhibit substantial heterogeneity. To
reconcile these patterns, a model that is both empirically flexible yet consistent with theory
is desired. While the literature has documented that consumer spending behavior exhibits
departures from standard models of rationality, until recently many behavioral theories have
been used only to explain one-off phenomena. To explain high-frequency spending patterns
with a flexible, microfounded model, an approach that includes important elements of both
neo-classical demand theory and contemporary behavioral theories is needed.

In this paper we construct and estimate a unifying model of two stage budgeting, men-
tal accounting, and sparse maximization to reconcile observed heterogeneity in consumers’
week-to-week expenditure patterns. The model yields rich predictions with respect to con-
sumer behavior that affirm both classical and behavioral theories. Specifically, we show that
improvements can be made to consumer-level own-price and income elasticity estimates when
accounting for endogenous behavioral frictions, like mental accounting and bounded ratio-
nality. We also estimate that there is rich heterogeneity across consumers as to the degree to
which sparse max rationality constraints bind and the degree to which consumers use mental
accounting to discipline spending and saving. As this paper is the first to merge two stage
budgeting and mental accounting theories in order to estimate a structural model using high-
frequency spending data, this paper should be of broad interest to economists. The results here
should be of particular interest to economists and policymakers concerned with household
consumption/savings behavior and the estimation of consumer demand models.

The model we build is designed for tractable structural estimation using consumer-level,
high-frequency spending, income, and bank balance data. We do not observe consumer budgets
or mental accounts, though leaning on two stage budgeting and behavioral theories, we build a
model so as to estimate these features. In Deaton and Muellbauer (1980b) two stage budgeting is
described as a justification for utility separability to ensure tractable demand estimation, though
as has been previously pointed out by Heath and Soll (1996) the original model does not allow
for separation between first and second stages, so that budgets are not affected by spending
misses but assumed to automatically adjust. Instead, we introduce a timing friction whereby
the first stage budgets are formed prior to consumers realizing a price-independent spending
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or taste shock. Leaning on Gabaix (2014) and the vast literature on narrow choice bracketing
(Kahneman and Lovallo 1993; Read, Loewenstein, and Rabin 1999; Rabin and Weizséacker 2009;
Fels6 and Soetevent 2014; Koch and Nafziger 2016, 2019), consumers are assumed to be sparse
maximizers, re-evaluating only a subset of first stage budgets in any given period. The model,
however, is flexible, allowing for heterogeneity both across consumers and over time as to the
number of first stage budgets they re-optimize in any given period. In this way, we allow for
heterogeneous rational inattention, reflecting a broad literature which suggests that there is
no reason to assume that all consumers will regard all attributes of a problem as uniformly
salient to the same degree (Chetty, Looney, and Kroft 2009; Bordalo, Gennaioli, and Shleifer
2013; K6szegi and Szeidl 2013; Schwartzstein 2014; Caplin and Dean 2015; Bordalo, Gennaioli,
and Shleifer 2017).

Relying on the extensive mental accounting theories described in Shefrin and Thaler (1981),
Thaler (1985), Shefrin and Thaler (1988), and Thaler (1990, 1999), we assume that consumers
keep track of over and under spending in broad consumption categories. Further, this infor-
mation informs equilibrium budgeting and spending decisions. As Farhi and Gabaix (2020)
note, there is no consensus in the literature as to what exactly constitutes mental accounting.
Indeed, the term is used to describe many behaviors while the literature lacks agreement as
to which formal, axiomatic foundations necessarily describe an individual engaging in mental
accounting. Our formulation relies on several, but not all, behavioral mechanisms described in
the literature. First, the model’s timing frictions follow from the so-called planner/doer decision
structure described in Shefrin and Thaler (1988) and Thaler (1999). Second, consumers have
explicit budgets for spending in different categories as in Thaler (1985), however, consumers
are assumed to only have utility over the acquisition of final consumption. In Thaler (1985)
consumers care both about how much they pay relative to some reference price (transaction
utility) and how much they consume (acquisition utility). We take no stand on transaction
utility or reference prices. Instead, mental accounting in our model takes the form of consumers
keeping track of over and under spending as in Soman (2001). For example, if a consumer
faces a $100 budget for groceries and spends $110 in week ¢ then, absent a budget update, the
consumer encodes his over or under expenditure in a mental account and targets a $90 level of
expenditure on groceries in t 4 1. In the literature mental accounting is also associated with
non-fungibilities induced by consumers jointly deciding what to consume and how to pay for
it, say by selecting whether to use a credit card or cash for example (Feinberg 1986; Prelec and
Loewenstein 1998; Mullainathan 2002). Given our model is designed to estimate parameters
from a dataset of underbanked, low-income consumers with regular, observed weekly income
using pre-paid debit cards, we abstract from joint expenditure and method-of-payment deci-
sions. We thus assume that underbanked consumers use their pre-paid debit cards for almost
all primary consumption.

Our endeavor here falls into a broader conversation about consumption smoothing behavior.
A cursory examination of various time series of consumer-level spending in our dataset reveals
violations of consumption smoothing over short intervals. The literature has documented
violations of consumption smoothing, though most papers rely on spending data aggregated
over longer time intervals than we consider (Hall 1978; Zeldes 1989; Souleles 1999; Browning
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and Collado 2001; Souleles 2002; Japelli and Pistaferri 2010; Kueng 2015; Epper et al. 2020).
There are several reasons why we may observe consumption smoothing violations at the
weekly level. First, household inventories may take more than one period to draw down. But
a model where consumers keep track of unobserved inventories is isomorphic to a mental
accounting model where consumers keep track of over and under expenditure. In an inventory
model a consumer may only care about his budget for a particular consumption category
during the period in which he makes purchases in that category. This would manifest itself
as periodic inattentiveness in our formulation with the consumer re-evaluating his budget
infrequently. Two mechanisms, then, drive violations of consumption smoothing in our model
— budget inattentiveness and mental accounting. The inattention mechanism captures a variety
of underlying reasons as to why consumption smoothing is violated. The strength of mental
accounting dynamics captures both corrective behavior — consumers consciously wanting to
under spend one period after over spending, for example — and inventory effects.

As will be seen, the structural model with endogenous behavioral frictions improves upon
estimates of own-price and income elasticities for everyday consumption relative to a naive
regression model. Estimates from the naive model suggest that most consumers behave as if
most consumption commodities are Giffen goods. In our approach, we assume consumers
respond to prices and income either by changing their ex-ante, first stage expenditure budgets or
their actual spending in the second stage of the two stage problem. In our sparse max problem
consumers do not necessarily re-optimize their budgets every period, but only examine a
handful of them at a given time. In our low-income sample consumers only re-evaluate 25-50%
of their budgets in a given week. Indeed, in our empirical exercises many consumers appear to
engage in persistent over spending relative to optimal budgets over multiple periods.

Analysis of spending patterns, mental accounting tendencies, and budgeting behavior of
low-income consumers should be of particular interest to economists and policymakers who
are concerned with the savings rates and welfare of the financially marginalized. Our results
demonstrate that most consumers behave as if expenditure budgets are relatively strong anchors.
When cognitive constraints are randomly relaxed, so that consumers solve their indirect utility
problem and optimally update first stage expenditure budgets, both the sign and magnitude
of optimal budget updates depend on a consumer’s personal sensitivity to over or under
expenditure. Consumers that are more sensitive to over expenditure may increase budgets in
response to successive periods of high spending in order to offset their disutility from over
spending. Loss averse consumers will adjust budgets upward in response to over spending
more than they would move them down after the same magnitude of under spending. Under
these features, analyzing the behavioral profiles of a sample of low-income consumers can help
policymakers understand how these consumers will respond to behavioral nudges designed to
increase budget attentiveness and savings. Since low-income households are more likely to face
significant financial literacy constraints but also relatively more likely to benefit from increased
budget discipline, our structural approach provides both theoretical and quantitative inferences
as to how these households may respond and benefit from interventions.

The paper proceeds as follows. In the next section we describe our unique dataset of consumer-
level weekly spending and income. We then build a model of two stage budgeting that
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incorporates features from behavioral economics to explain the variation and heterogeneity in
observed weekly spending patterns. After presenting and discussing the theoretical model, we
develop a latent inference estimation routine to uncover consumers’ unobserved budgeting
decisions and mental accounting state variables. Finally, we discuss the results of our estimation
and their implications both for inference with regards to classical demand theory, like price and

income responsiveness, and behavioral theory, like loss aversion.

3.2. Weekly Expenditure Data

Our goal is to estimate consumer demand parameters while simultaneously accounting for
the endogenous link between spending and budgeting decisions using only expenditure data,
where control variables to account for unobserved demand shifts for high frequency, weekly
expenditure are missing. Further, we want to estimate the model lacking any data about
individual spending budgets as well. Incorporating widely-established mental accounting
features into a classical two-stage budgeting model accomplishes both of these empirical goals
by first placing structure on the underlying budgeting decisions that is consistent with theory
and second by allowing for spending to be responsive to an unobserved state variable that
encodes consumers’ budgeting misses. With such features, we can estimate individual price and
income elasticities as well as other demand features using only consumer-level spending data
for broad commodity-group aggregates. In this section, we describe our unique consumer-level
expenditure dataset and some of its features.

We have access to weekly-aggregated consumption expenditure, income, and running bal-
ances for a sample of low-income prepaid debit card users from a North American bank.! Since
low-income consumers are more likely to be liquidity-constrained and liquidity-constrained
households are budget-sensitive and often engage in non-fungible spending behavior for basic
necessities like food, studying the spending patterns of low-income households is a natural
application for a model with endogenous mental accounting and budgeting features (Gelman
et al. 2014; Hastings and Shapiro 2018). Expenditure is categorized by 4-digit Visa merchant
category classification codes (MCC).? To classify expenditure categories we consider only the
first two digits of the MCCs, which give us three explicit consumption categories and one
commodity group that collects all other expenditure.® The explicit categories we examine,
and their 2-digit MCCs are Groceries (54), Gasoline (55), and Food Away from Home (58).*
The timeline of observations spans from September 2013 to January 2016 with most agents

IWe have also engaged in analyses of monthly-aggregated expenditure data on the same sample of consumers.
The main estimation results are similar to those under weekly aggregation. Monthly results are available upon
request.

2Within the card industry this code is common across all card processors and is also known as the Standard
Industry Code (SIC).

3Note that the category for other expenditure includes both classifiable transactions that fall outside the 2-digit
codes above and cash withdrawals from the account. This means that some possibly classifiable expenditure
may be mis-categorized. Unfortunately, this cannot be reconciled without making some very strong assumptions
with regards to how consumers spend their money without evidence.

4Our goal with category selection is to look at purchasing behavior in categories whose demand has also been fairly
widely analyzed in the literature. For the current analysis, categories have been exogenously defined in order to
discipline inference. We have run similar analyses selecting separate categories for each agent using an average
budget share ranking criterion. The results are similar to those presented here and also available upon request.
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appearing as active users over only the latter part of this time period. After data cleaning and
selection, our results operate on transaction profiles for I = 2,509 customers with 71,859 weeks
of observations between them.

We restrict our analysis to a unique sample of consumers who appear to use their prepaid
debit card as their only banking product. That is, consumers deposit regular, weekly income
to their prepaid card and use the card for consumption expenditure on a regular basis. We
acknowledge that restricting our analysis to prepaid debit card users limits possible inferences
to only a small subset of the population, namely the underbanked with limited access to other
banking products, like checking accounts and credit cards. Yet, given data limitations, we are
willing to accept this tradeoff in exchange for higher probability that the income and expenditure
profiles we observe represent complete consumption profiles for those agents who use this
particular product. Each consumer profile contains at least 16 consecutive weeks of regular
income. This ensures that we are observing a regular income process for the consumer. If
we observe at least four consecutive weeks of zero expenditure in any of the aforementioned

categories, the consumer is dropped from the sample.

Table 3.1.: Summary Statistics Over Agent-Level Means

Min. 1st Qu. Median Mean 3rd Qu. Max. S.D.

Weeks 16 20 25 28.640 35 39 11.131
Income 23.353 338.855  460.052  510.732  620.131 2,583.379 258.288
Balances -1,338.279 89.953 204.734  500.744  438.464  59,451.630 1,868.651
Expenditure

Groceries 2.638 22.282 34.715 42.018 54.195 492.537 30.622
Auto/Gas 2.129 29.191 48.430 60.941 80.198 511.928 46.064
Food Away 2.808 30.179 51.965 68.724 86.684 952.799 61.656
Other 0.666 194.847  283.406  326.124  415.037 2,247.238 195.551

Number of Consumers [ = 2,509; Total Consumer Weeks }; Yy, =71,859

Summary statistics for our entire sample are presented in Table 3.1, where the units are agent-
level averages.” The median consumer in our sample earns $460.05 per week after taxes, which
aggregates to $23,922.60 per year in nominal dollars. Median United States household income
in 2015 was $56,516 according to the Census bureau (Proctor, Semega, and Kollar 2015). 96.8%
of our sample fall below 2015 median household income. The 2015 poverty thresholds for one,
two, three, and four person households where the head was under the age of 65 were $12,331,
$15,952, $18,871, and $24,257. 7.8%, 18.3%, 30.8%, and 51.4% of our sample respectively fall
below these corresponding poverty thresholds.®

We do not observe purchase prices at the transaction-level, so we turn to the Consumer Price
Index for price indices. Price units are $1982-84 (BLS). All price indices are published at the
monthly level, so we use simple linear interpolation to get weekly, aggregate price estimates.
For the prices of groceries and food away from home, we use the United States city average

5For example, in Table 3.1 “Median” income corresponds to the median agent-level average income and so on.
%We do not observe the household size in our dataset.
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food and beverage price index (series I.D. “CUURO000SAF”). For the price of gasoline and other
automotive maintenance miscellany, we use the United States city average transportation price
index (series I.D. “CUUROO00SAT”). All other expenditure will be deflated using the United
States city average all items index (series I.D. “CUUR0000SA(0”) when real values are required.

3.2.1. Data Features

Figures 3.1 and 3.2 present the time series of observed expenditures for the median weekly
income consumer unit #2,415 and average weekly income consumer unit #1,795 in our sample,
respectively.” We observe 18 and 29 weeks of expenditure for these two consumers. Notice
that weekly expenditure patterns are spiky yet weakly persistent. We thus seek a model,
formalized by theory, that can predict spending spikes, persistence, and trend decline or growth
in individual consumption expenditure series. Fitting such a model to data will provide
quantitative inference as to how consumers make high-frequency consumption expenditure

decisions and the tradeoffs they face in doing so.
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Figure 3.1.: These are the time series of spending for the median income agent #2,415. Mean
weekly expenditure in each category is as follows: groceries $60.67, auto/gasoline
$32.50, food away from home $21.98, and other expenditure $357.00. This consumer
earns an average of $460.05 per week and maintains an average weekly card balance
of $115.21 after spending.

3.2.1.1. Naive Price and Income Elasticities

Price and income elasticities that result from estimating a standard, naive model of demand
using time series data of this nature lead to some rather strange and dubious conclusions
regarding consumer behavior. Let g;;; denote the real quantity of consumption in $1982-84
for agent i in category j during week t. Let pj; be the price level and [;; be income. Consider
the following raw price and income elasticity estimates from the simple regressions In g;;; =
Bijo + Zézl BijkInpjt + Bijs In 1t + m;j+ conditional on g;j; > 0, where j = 1 thru j = 4 are

"These are the card users whose income is closest to the sample median and sample mean.
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Figure 3.2.: These are the time series of spending for the mean income agent #1,795. Mean
weekly expenditure in each category is as follows: groceries $9.27, auto/gasoline
$48.59, food away from home $50.83, and other expenditure $402.15. This consumer
earns an average of $510.80 per week and maintains an average weekly card balance
of $334.28 after spending.

the broad commodity groups: groceries (j = 1), auto/gasoline (j = 2), food away from
home (j = 3), and other expenditure (j = 4). We specifically do not control for possible
demand shifters affecting the error terms n;j;, but rather we just run simple OLS regressions
on each equation for each individual.® Theoretically, we would need control variables for
agent-level demand shifters each period which would account for things like taste shocks and
unanticipated expenditures. Lacking such data, we use our structural model formulation to
endogenously account for preference shifts resulting from frictions due to two stage budgeting
and mental accounting. Why do we even need to consider such possible demand shifters?
Consider the own-price elasticity estimates from the aforementioned regressions. For groceries,
median and mean agent-level own-price elasticities are —16.554 and 0.617 respectively; for
automobile/gasoline, these values are 1.3 and 0.642; for food away from home, these values
are —16.501 and 2.318, while for other expenditure we get 7.825 and —45.156. It would appear,
at first glance, that for automobile/gasoline expenditure and other expenditure over half of
agents treat such commodity groups as Giffen, with positive own-price elasticities (Marshall
1890). Even further, examination of income elasticities suggests that over 25% of consumers
appear to treat groceries, automobile/gasoline, and food away from home as inferior goods
with negative income elasticities. These results contradict core economic theory, suggesting
for some consumers necessities like food and gas are both Giffen and inferior, necessitating
a mechanism to both explain and control for changes to demand beyond prices and income

resp onsiveness.

8Neither do we control for correlation between n; jt and n;jr 4 for j # j', as would be done in a seemingly unrelated
regression (SUR) model (Zellner 1962; Deaton and Muellbauer 1980a). We do not control for this correlation
because g;j; = 0 for different j and f combinations, meaning the length of the qualifying individual time series we
can use in each separate first-stage regression varies across consumption categories within an observed agent’s
sampled time-frame. The SUR procedure is not designed to accommodate this.
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While a complex, agent-specific exogenous preference shock process could conceivably
reconcile this behavior and generate more plausible price and income elasticity estimates, such
a modeling approach is theoretically unsatisfying. Indeed, we would learn very little from a
standard consumption model with preferences moving around in some random manner over
time. There exists a substantial literature in behavioral economics, however, which provides us
with rich theories to help understand why consumption allocations vary idiosyncratically. In the
sections that follow, we offer a unifying theory of two stage budgeting and mental accounting,
building on the work of Deaton and Muellbauer (1980b) with the theories of Shefrin and Thaler
(1981, 1988) and Thaler (1999). We contend that preference shifts result from several features
of mental accounting and classic demand theory: 1) consumers infrequently evaluate their
tirst stage expenditure budgets; 2) consumption is referentially dependent, so that spending
in t — 1 informs spending in t;° 3) all spending is subject to idiosyncratic, unplanned shocks,
akin to taste shocks. Together with two stage budgeting, mental accounting provides us with a
mechanism to endogenize the reasons for spiky expenditure, level shifts to spending averages,
and apparent changes in spending pattern variances as resulting from a boundedly-rational
agent’s equilibrium consumption decisions.

3.3. Model

Time is discrete and indexed by t. Column vectors and matrices are denoted with bold font. All
variables and functions presented, except market prices p,, are agent-specific, with consumer
units indexed by i. Consumers make decisions in a sequentially dynamic environment, choosing
savings so as to satisfy utility over liquidity holdings. Further, consumption expenditure and
budgeting decisions will be referentially dependent on the previous period’s relative over or
under expenditure. We proceed by describing the preference and expenditure mechanisms,
then consumers’ budget updating choices.

3.3.1. Preferences and Expenditure

Let z;; be marginal period t savings, m; be the consumer’s borrowing limit, b;; available bank
balances, and r; be the gross return on those balances. Account balances evolve according to

biti1 = ribis + zi (3.1)

The borrowing limit is such that m; > —b;; always. Consumers have preferences over a
J-dimensional vector of real quantities of consumption g, and their total period ¢ available

resources for spending, z;; + m; + r¢b;;.1° We assume utility has an additively separable form

9See Soman (2001), K6szegi and Rabin (2006), and Cheema and Soman (2006) for models of reference dependence
and mental accounting.
19Tn this formulation the consumer has preferences over money holdings. This condition of our model ensures
that consumers never devote all of their available resources to expenditure, desiring instead to carry money
forward in time. Since the dynamics of the model are sequential, rather than in terms of continuation values,
then if consumers care about balance-matching, as predicted in Gathergood et al. (2019), we expect that they also
care about balance holdings and how their behavior contributes to such holdings. For other “money in the utility
function” models, refer to the monetary economics literature (Brock 1974; Calvo 1983; Obstfeld and Rogoff 1983;
Feenstra 1986; Barnett, Fisher, and Serletis 1992; Walsh 2010).
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that allows for zero expenditure:!!

]
wit(qy, zit) = Y ajIn(qije + 1) + o 1 In(zy 4 m; + r4biy) (3.2)
pi

Let [;; be period t income. Let x;;; = pj:qij: be expenditure on commodity group j. Note that

marginal savings must be
/
zit = lig — ) Xije (3.3)
j=1

z;+ can indeed be negative if consumers spend more than they earn in income. After substituting
the expression for z;; into (3.2) it can be shown that the utility function is strictly increasing and
strictly concave in g;;; as long as m; is sufficiently large.!? Under these conditions, this utility
function is well-behaved and results in unique equilibrium demand allocations for any given
set of prices p, and net liquid resources m; + l;; + r;b;.

Under our mental accounting formulation period ¢ expenditure in each commodity group
is subject to a separate constraint rather than one single, perfectly linear budget constraint.
Coupled with ex-ante, category-specific expenditure uncertainty, this amounts to relaxation
of the assumption that resources allocated toward first stage budgets are perfectly fungible
between commodity groups. In the standard two stage budgeting model described in Deaton
and Muellbauer (1980b), the realized expenditure share for group j is always exactly equal to
the first stage budgeting share. In our model timing frictions between budgeting and spending
ensure that the ex-ante first stage budgets never exactly equal second stage realized expenditure,
except in measure zero cases for each j.

Let 0;; be a period-specific weighting variable that determines the degree to which changes
in income contribute to expenditure changes. Let a;;;,1 be a state variable that encodes the
amount a consumer over or under spent relative to his ex-ante period t expenditure expectations
for commodity group j. Let (;j; be an 7id idiosyncratic expenditure shock for category j. We
assume for each j, ;j; L (;j where j # j', and each shock is mean-zero normally distributed

2
Cijt %N(O; 0'1‘]‘>

The utility function is a modification of Stone-Geary preferences (Geary 1950; Stone 1954).

128pecifically, we require 25:1 ajj =1with 0 < o;; < 1forall j < ], but we require no explicit restriction on &; j41,
just that any combination of «; ;1 and m; are such that maximization of u; in gq;;, yields unique equilibrium
outcomes. To ensure utility is strictly increasing in ¢;;, we must have

. )
&i,J+1
m; > %Pjt(ﬂijt 1)+ Y pieqije — s — rebis
if =1

For strict concavity, we must have

. J 2
%i,J+1
l(xji], p?t(qijt +1)* < (lit *]; pjedije +mi+rtbit)

These conditions are readily apparent after twice differentiating u;; in g, following substitution of z; =
liy — ):§=1 Pjtdije-
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This shock encodes price-independent unanticipated deviations to the spending plan, due to
everything from weather-related shocks that keep consumers from going out to unexpected
health shocks. In this sense, (;j; is very similar to a taste shock, causing preferences to appear to
vary period by period.

The consumer’s period t ex-anted expected expenditure budget in commodity group j, is
Eitxijs = 0ijilit + viaiji, where v; is a parameter that governs the degree to which the previous
period’s expenditure affects the present period’s expenditure expectations. Expectations are
taken over (j;, not prices p,, which we assume are ex-ante known. Given our short period
length (one week), we argue that it is not unreasonable to suggest that consumers have perfect
expectations of the price levels for broad commodity aggregates prior to the week commencing.
Sticky menus mean that prices do not change much from week to week anyway. While prices
months or years away may be difficult for consumers to forecast, interim prices are likely to be
known.!? Further, Hastings and Shapiro (2013) present evidence that consumers may substitute
toward lower quality products in the event of a price increase across the board to a specific class
of commodities. In such a situation spending for a broad commodity aggregate may appear
constant in the data, despite the fact that the quality of products being purchased has declined.
Since we only observe spending and not quantities and thus rely on broad commodity-aggregate
CPI price indices to compute the real value of spending, we would not be able to identify the
kind of price responsiveness observed in Hastings and Shapiro (2013) anyway. They show that
the link between quality and price sensitivity is best explained by a model where consumers
budget for specific commodity categories, like ours. Thus, we argue that we can ignore price
expectations for two reasons. Since we do not observe specific commodity prices, only indices,
we would expect that since such indices barely move over time, consumers would implicitly
know their value. Further, even if they do not, if consumers engage in the type of budgeting we
posit, responses to such unexpected price changes may not be identifiable anyway.

After realizing (;j;, period t ex-post expenditure in commodity group j satisfies

xijr = Ojjelis + viaije + i (3.4)

As a;j; induces expenditure reference-dependence, we think of this value as the consumer’s
“mental account,” that is the amount he over or under spent in the previous period which affects
his present expenditure. He uses this mental account to discipline expenditure. If 4;j; < 0 then
the consumer over spent in period ¢ — 1, while if 4;;; > 0 he under spent relative to expectations.
The law of motion for mental account balances is

aijir1 = BEiXije — Xijp = Ojjelie + vidije — Xijt = —Cije (3.5)

a;; is | + 1 dimensional where the | + 1 component encodes how much a consumer over or

13This assertion may seem strong, but it is not. Aggregate price levels for broad commodity groups change very
little from week-to-week. A consumer planning his next week’s consumption expenditure on a Sunday, having
most recently gone to the store on a Thursday, would likely expect to face the same nominal price level.
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under saved relative to expectations. This value is

J J
i J+1t+1 = — Z Aiji4+1 = Z Gijt (3.6)
j=1 j=1

Note that if a; ;1 < 0 then the consumer has under saved relative to expectations and vice-
versa for a; j11,+41 > 0. By construction Z;g a;jy = 0 in every period, so that consumers have no
cognitive dissonance overall with regards to their mental accounting reference variables. That
is, their perception of how much they over or under spent last period in various commodity
groups is exact. The mental accounting model in Farhi and Gabaix (2020) has the same feature.

3.3.2. Choices

Consumers enter each period knowing the vector of budget weights ascribed to last period’s
income 6, ;1 and the following state variables a;y, l;1, bjt, r, and p;,. Herein lies the planner/doer
formulation of Thaler (1999): the “planner” chooses his budgets ex-ante and the “doer” engages
in expenditure ex-post. The doer’s decision is exactly determined by the expenditure constraint.
The introduction of uncertainty regarding realized expenditure is what differentiates Thaler’s
formulation of consumer decisions from Deaton and Muellbauer’s two stage budgeting model.
We incorporate an additional friction that allows expenditure to exhibit temporary persistence
over a few periods. Drawing on psychological evidence regarding how consumers make
financial decisions, suppose consumers engage in updates to first stage budgets infrequently
and only for a few categories at a time. That is, in any given period, consumers optimally
re-evaluate k; < | of their budgets for the | different commodity groups. The theoretical
motivations for this friction are that consumers face limits with regards to how much numerical
information they can cognitively process at any given time, documented in work dating back to
Herbert Simon. !4

The budget re-evaluation process operates as follows. In any given period a consumer may
re-evaluate their weighting variable 0;; for each good or leave it alone. Let 1;; denote the
probability that a consumer re-evaluates their budget for expenditure in commodity category j,
and let T}j; be an indicator variable that equals 1 when a re-evaluation is made for the budget in
j and 0 otherwise. We assume that the re-evaluation decision is Bernoulli distributed

N ~ Bernoulli(v;)
11

with Tjj; L Ty, for all j* # j. This independence assumption induces narrow choice bracketing

and results in a sparse max equilibrium decision structure, like that discussed in Gabaix (2014).1°.

141 jeder, Griffiths, and Goodman (2013) show that people face limits as to how much numerical information they
can cognitively process at once. Imposition of an integer constraint on the number of changes that can be made
rather than the absolute value of those changes is consistent with findings in Leslie, Gelmand, and Gallistel
(2008) who argue that integer representations are innate within individual cognitive processes. Further, the
processing capacity of human memory is fairly limited and impacts consumer decisions, as detailed in Malhotra
(1982). Findings in Simon (1957) suggest that individuals can consider at most seven choice alternatives at once.
Meanwhile, Cowan (2000) says this number is closer to four.

15For further discussion of narrow choice bracketing see Kahneman and Lovallo (1993), Read, Loewenstein, and
Rabin (1999), Rabin and Weizsdcker (2009), Fels6 and Soetevent (2014), and Koch and Nafziger (2019)
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In the context of our problem, a consumer choosing how to allocate funds for multiple different
consumption budgets may only optimally re-evaluate one or two of those budgets in any given
period, leaving the remainder fixed. Note a couple things regarding this process. First, we do
not assume consumers are choosing whether to re-evaluate a budget, but rather whether or not
a re-evaluation is made is an exogenous event that happens to the consumer. In certain periods,
this feature allows for spending on certain categories to be more salient to the consumer, so that
our model allows for the consumer to exhibit similar attentiveness bias as in Bordalo, Gennaioli,
and Shleifer (2013), Készegi and Szeidl (2013), and Schwartzstein (2014). While consumers do
not choose whether or not to re-evaluate a budget, conditional upon a re-evaluation being made
(Tijt = 1) the consumer optimally updates his category j budget by choosing 6;;; to maximize
expected indirect utility. Otherwise they set 6;;; = 0;;;_1 leaving their planned budget weight
for commodity group j alone. Due to this integer constraint consumers may change some
budgets but not others. Generally speaking, this is fine, just assume that if only one budget is
changed then the implicit budget for savings changes as well. Since the expenditure system
and total savings are perfectly collinear, it is sufficient to only specify how consumers alter their
expenditure budgets.

Let kit = Z;:l

Ijt, so that k;; describes the total number of expenditure budgets the agent will
optimally adjust in period t. The vector 8;; is J-dimensional. Denote 9;; as the k;;-dimensional
vector which holds, in cardinal order, the adjustable budgeting parameters of all commodities j
for which T = 1. Note that 9;; is a sub-vector of 8;; corresponding to the non-zero indices of
T'it. Let 9 be the optimally chosen analog of this vector. Denote E;;v;;(6;;) as expected indirect
utility after dividing each component of the expenditure system (3.4) by p;; and substituting

into u;(q;,, zit) along with z;:

=1 j

J
+ a1 1n <lit — Y (6ijlie + viaije + Gije] +mi + rtbz‘t> }
=

Let 1;;(T'it) be a vector-valued integer function that maps the index of components of ¥;; back
into the index of components for 6;;. This function is such that t;; () : N/ — INkit and valid for
kit > 0. The function outputs in cardinal order the index of the components of 6;; to which we
assign the components of &;. For example, suppose | = 4 and T'j;. Then this implies k;; = 2,
T: =(0,1,0,1), and 1;(Ty) = (2,4).

Let y index the components of 1;(Tj;), so that tiys denotes the yfh component of the vector

*

116 If k;; > 0 then an optimal choice of 97 , must satisfy

1yt
avit(eit) auit aEIi,L- it auit aZit
E;——— =E; e =0, Yy>0 3.7
! 819iyi,‘ ! aEIi,L,-y,,t aai,qyt,t azit agi,L,'yt,t Y ( )

Due to the money-in-the-utility-function structure, (3.7) will always be satisfied in equilibrium
as consumers equate the expected marginal utility of additional consumption with the expected

161 our example above, 1j1; = 2 and tjp; = 4.
P i1t 12t
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marginal utility of additional liquidity tomorrow.

We can invert (3.7) under our utility parameterization to arrive at an analytical expression for
-yt
budget shares which does not include y. Note that this vector may be empty. The optimal

equilibrium values 9;. For some y indexing t;, let & denote the vector of optimally chosen

budget share 97, (9; _, ;) for good ;; can be implicitly expressed

. . — . . * . . .. .o
“Z,L,'ytllt “Z,Liy[ Z]Glit(rit)]';qiw (191‘]} it + 71“1]1! + Cl]t)

it (i iy + i j41)

19;kyt(‘9?,—y,t) = ]Eit{

B (0 Qi J+1) (Vi t + Cigyyet) + Q1P 28
i (i, + oti41) (3.8)

X, ( Z§:1 (1= T3je) (Bijelie + viaije + Gije) — m; — thit> }

lit (g, + i j1)

where 6,y = 6;;;_1 for j ¢ 1;(T"y). For the algebra behind this expression, see Appendix
C.1.2. Recall we assume that [;; and p, are ex-ante known. In Section 3.4 we will exploit the
independence of the components of {;; to iteratively sample the latent shocks T}j; and update
the components of 9;; accordingly, taking 97 _,
mental accounting and budgeting parameters without having to iterate over the component

+ as given. This allows for estimation of the

functions of 9; every time an underlying parameter is changed as we progress through the
MCMC routine.

3.3.3. Personal Mental Accounting Equilibrium

Let t;o be the period in which an individual consumer enters the economy as an autonomous,

decision-making agent. Given a sequence of prices {p,, 1+ }+>t,, a sequence of income values

{lit }+>+,, a sequence of idiosyncratic expenditure shocks {{i }+>+,, a sequence of idiosyncratic

cognitive shocks {T'j; }+>¢,, and initial values for the budget weigm};ts, mental account balances,
and bank balances {6;,, 4;,, bi 1, }, a personal mental accounting equilibrium consists of:

i. Sequences of policies: {q;;, Zit, Oit } >t

ii. Sequences of balances: {ai, bit } 1>t

such that

a. Given Ty, aj;, and by, 0 satisfies the sparse max indirect-utility maximization program.
b. Given 0y, lit, ajr, and Gy, xj satisfies (3.4).
c. Given xj; and lj;, z;s satisfies (3.3).
d. Mental account balances aj; are updated according to (3.5) and (3.6).

e. Bank balances bj; evolve according to (3.1).
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3.3.4. Implications of Budgeting Frictions

In our formulation the consumer’s ex-ante budgeting decisions satisfy the first-order conditions
of a sparse max indirect utility optimization problem. By contrast his ex-post expenditure is
effectively taken as myopic, subject to stochastic deviations around expected expenditure. In
this way the consumer does not proactively choose his real consumption levels but anchors his
expenditure around a chosen budget. Through this channel, resources allocated toward first
stage budgets are thus not perfectly fungible nor transferable across second stage expenditure.
The structure and timing of this decision process has welfare implications relative to how we
typically model a neo-classical consumption/savings problem where the consumer chooses
his real consumption level and is not subject to budgeting frictions. Indeed, if the consumer
was to have one-period-ahead perfect foresight, then our model would collapse into a standard
consumption/savings problem with money in the utility function, where the consumer takes
prices as given, choosing a vector of real consumption ¢q;, and savings z;; to maximize utility.
Other consequences for the sparse max structure of our optimization problem are the same
as those outlined in Gabaix (2014): the Slutsky matrix may be asymmetric, which becomes
more clear when we analyze demand elasticities in Section 3.5.1, the weak axiom of revealed
preferences may not hold, and Marshallian demand formulations, if taking into consideration
the endogenous dependence of 6;; on prices and income, may not necessarily be homogeneous
of degree zero. In this section we focus on our model’s unique non-equivalence of choosing
budgets ex-ante versus choosing consumption ex-post which is a consequence of the way timing
frictions in the sparse max optimization problem.

Ex-post, after realizing (;;, there is no information lost when plugging (3.3) into (3.1) to get
back the standard budget constraint without mental accounting frictions:

J

Y xijp4bip <nbyp 41y with  bjq > —m; 3.9)

j=1
Note that this substitution cannot be accomplished prior to realization of ¢;; due to Jensen’s
inequality. Ex-ante expected expenditure depends on the budgeting decision of the consumer
and his expectations over ;. When choosing his budgets, he internalizes how balances b;; will
evolve so that expected expenditure depends on expected balances by way of the budgeting
decision.

Proposition 1. Optimally choosing ex-ante budgets is equivalent to optimally choosing ex-post
consumption if and only if consumers face perfect foresight over spending shocks ¢;;; and no
cognitive frictions (T;j; = 1 for all j).

Proof. See Appendix C.1.1. |

The intuition behind the proof of this Proposition is that ex-ante there exists an expected
level of consumption E;;q;;; which also exactly solves the integral in (3.7), in the case wherein
Gijt is not known. This expected level of consumption is a function of the chosen budget
weight, 0;;. Realizing this expected level of consumption as an ex-post actual consumption
level is a measure-zero outcome as long as the measure associated with the distribution of
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Gijt is absolutely continuous. However, even if ;j; is known beforehand, if T;j; = 0, so that
consumers face cognitive frictions in making optimal budget updates, then the budget share is
0ijt = 0ij,1—1. It follows that the ex-ante value of consumption, constrained by a sub-optimal
budget weight, will not solve the first order condition in (3.7). In this case, even if ¢;j; is known,
the utility maximizing value of g;j; will not be equal to the quantity of consumption associated
with the sub-optimal budget weight, except in a measure zero case. Proposition 1 thus shows
that the two stage budgeting model with mental accounting collapses into the standard two
stage budgeting model of Deaton and Muellbauer (1980b) only when there are no budget-timing
or cognition frictions. This Proposition demonstrates that the uncertainty introduced by mental
accounting frictions causes consumers to deviate from the optimal consumption allocations
associated with fully unbounded rationality, implied under two stage budgeting.

3.3.5. Interaction Between Mental Accounting Sensitivity y; and Budgeting

The degree to which budget updates respond to the spending error or mental account balances
a;; depends on the sensitivity parameter y;. Without explicit budgeting data encoding relative
over or under expenditure, y; will not be identified, so in practice we set this value to either
0 or 1 and estimate the remaining parameters. Analytically, though, we can show that this
parameter governs both the sign and magnitude by which 4;;; affects budget updates.

Proposition 2. Suppose y; > 0 and «; ;1 > 0. For some y indexing u;, fix 9; _, , and consider

the partial sensitivity of ¥ to v; under the following conditions:

99"
¢ > 0and ¥z, aijr > 0 then o> 0.

i. If El,'ll a,yl

iyts

. . . Iy
ii. If 4, > 0and ¥z, aij < 0 then as long as e, 111 is sufficiently large = > 0.

. - 097,
ii. If Bijggyp t < 0 and Z#Liw a;jy > 0 then as long as «; ;1 is sufficiently large ay{ < 0.

*

. 39,
iv. If Bijgiyp t < 0 and Z#Liw aijy < 0 then ayit <0

Proof. See Appendix C.1.1. O

In Proposition 2, cases (i) and (iv) describe how both category-specific and overall under ex-
penditure and over expenditure, respectively, interact with ;. In the event of under expenditure
in both category t;; and over the sum of all the other categories, increasing sensitivity y; will
lead to increasing optimal budget shares. On the other hand in the event of over expenditure in
both category t;,; and over the sum of all the other categories, increasing sensitivity leads to
declining budget shares, demonstrating how the sensitivity parameter governs the degree to
which consumers discipline expenditure in the face of previous over spending mistakes. Cases
(ii) and (iii) demonstrate that the marginal propensity to save, governed by «; 1, determines
whether budget sensitivity positively affects budget changes or negatively. Specifically, if
a;jy > 0 the marginal propensity to save must exceed the inverse share of total over spending
attributed to category t;; less that same category’s long-run average expenditure share «;, ,.
For cases (ii) and (iii), this threshold is «; ;11 > _ D Ot X 1 When Bigyy,t < O just flip the

ai"iyt't

inequality.
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3.3.6. Budgeting Sensitivity to Spending Misses a;;

Here, we fix intuition by looking at how equilibrium objects co-vary under different degrees of

narrow bracketing in our sparse max structure. Since &;, is an implicit function component-wise,
k

dd;
the total derivative o~ - includes information regarding how other budgets Oy
iyt ~Y

to variation in the current mental account for commodity t;y, ity - Variation in budget 9

respond
*

iyt
For

*
iyt
categories featuring optimal budget updates (T = 1), the responsiveness of 9; , to variation in

on over or under spending in category j # (;;; will also inform equilibrium values of 9

a;jt, where j is one of these optimally-updated budget categories, is systematic and predictable.
Yet, over or under spending in outside categories j ¢ 1; induces ambiguous optimal budget
responsiveness in the updated categories. In this section only, we will refer to categories for
which T} = 1 as “inside” the bracket and other categories for which T}j; = 0 as “outside” the
bracket. Propositions 3 and 4 summarize how &;; responds to over or under spending for
categories both inside and outside the bracket.

For categories inside the narrow sparse max bracket, both losses and gains in category y due
to respectively over or under spending are fully integrated into the optimal budg§t update

. iy . oy,
for that same category. In case (i) of Proposition 3, we can specifically see that aiit = —{
exactly. For s # y where s also indexes a category inside the bracket, i.e. s € 1;;, simultaneous

*
ist

optimal budget updates to 97, are independent of the mental account balance in category y,
a;yr- This can be seen in case (ii) of Proposition 3. Thus, if the inside bracket is broad enough
then cross-category responsiveness is minimized. In fact if the inside bracket consists of all
] categories, all over or under expenditure from the previous period is separately but fully

integrated into the optimal budget updates for each category.

Proposition 3. Suppose k;; > 0, [;; > 0, and «; ;1 > 0. Without loss of generality, let 1;; =
(1,2,3,...) and suppose t; is of dimension J' < J. Consider the total responsiveness of the
components of 9}, to a;,; where y € 1.

dor
. . . * . iyt _h
i. Higher a;,; leads to lower Biyt, Le. g, = "1
ii. For all s € ;; where s # B _
. Fora t;; where Y dapy = O-
Proof. See Appendix C.1.1. O

If kiy < ] consumers take into account how much they over or under spent in categories
outside the bracket when making optimal updates to inside categories. Proposition 4, though,
demonstrates that the responsiveness of inside categories to 4;j; where j is outside the bracket
is rather complex. Indeed, there is no hard and fast rule as to which inside bracket categories
increase or decrease in response to 4;j;. Some categories may see budget increases while others

see budget decreases. Further, this responsiveness will be different for different consumers since
?yt
dﬂl‘ jt

it depends heavily on the underlying values of a; and «; ;1. Figure 3.3 shows how , for
some j ¢ t;;, varies in oa; and o j11 Y In Figure 3.3 the utility weights «; are increasing from left

to right. It appears that categories associated with higher utility weights, such as that in Figure

7For the simulations presented, we fix ¥; = [;; = 1 and consider an environment with | = 4, k;; = 3, and
iy = (1,2,3), examining the responsiveness of inside categories to variation in a;4;.
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3.3c, more fully integrate perceived gains due to under spending, though this feature greatly
depends on the marginal propensity to save. Indeed, the responsiveness is non-monotonic in
the savings propensity, which is evident in Figures 3.3a and 3.3b. Thus, it appears that a complex
interaction between preferences for consumption for the inside categories and the marginal
propensity to save determine the degree to which over or under spending in an outside category

affects optimal budget weights.

Proposition 4. Suppose k;; > 0, [; > 0, and «; ;1 > 0. Without loss of generality, let 1;; =
(1,2,3,...) and suppose t; is of dimension J" < ], strictly. Then both the sign and magnitude of
the total responsiveness of the components of 9;; to a;;; where j ¢ ;; is ambiguous and depends
on the underlying values of the utility parameters «; and «; ;1.

Proof. See Appendix C.1.1. |
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Figure 3.3.: From left to right we show jj’ﬁ where y € (1,2,3) as a function of the marginal
propensity to save «; ;1. In panel (a) the value of «;; associated with good y = 11is
0.1, in panel (b) it is 0.15, and in panel (c) it is 0.4. Notice that depending on «;; and
a; 7+1 optimal budget updates respond differently to over or under spending in the
non-updated, sparse category l4; = 0.

3.4. Bayesian MCMC Model Estimation

Since we do not directly observe how individual consumers formulate their budgets each
period, nor do we observe their implicit mental account balances, we must estimate budget
weights, mental accounts, and cognitive frictions as latent time series variables, {6, a;;, I"Z-t}til.
Budgeting decisions are thus treated as parameters by the econometrician. Changes to budgets
are conditionally identified by level shifts in average spending. The unknown initial mental ac-
count balance a;; is conditionally identified by the first period deviation from average spending.
Under prior assumptions on the marginal distributions of model parameters, we use Bayesian
learning to estimate the posterior distribution of parameters given data, where the integration
over uncertainty is performed with a Metropolis within Gibbs Markov Chain Monte Carlo
(MCMC) sampling algorithm (Hastings 1970; Geman and Geman 1984).

Note that the data panel is unbalanced, so the time index is technically agent dependent

t;, but we will suppress the dependency of ¢ on i to avoid bogging down our exposition with
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cluttered notation. Due to the vast degree of observed heterogeneity across agents, most of
our estimation routine operates only on agent-level parameters. Because of the need to sample
latent time series of consumer decisions, the parameter space is huge, containing over four
million parameters.!® Descriptive lists of all parameters sampled in the model are presented,

for ease of reference, in Table 3.2 after we describe our prior distributional assumptions.

3.4.1. Prior Distributional Assumptions

In this section we describe the consumer-specific likelihood function associated with observing
given combinations of expenditure, income, and balances. We then describe several prior
distributional assumptions on agent-specific parameters and global hyper-parameters. In
Section 3.4.2 we discuss the main procedure used to infer latent budget weights, latent mental
accounts, and latent cognition shocks.

Given our assumption that the expenditure errors ¢;j; are iid and Gaussian normal with agent-
2

and commodity-specific variances o7,

function and @(-) denote the associated cumulative distribution function. To accommodate

let ¢(-) denote the standard normal probability density

the zero lower bound on expenditure, we assume that the likelihood of realizing agent i’s data
under the given structural parameterization takes a type I Tobit form (Tobin 1958):

L; ( {xit, Lt} | {{0u, ait}e, 02,7i} )

Data Structural Parameters

1(x;3+>0) 1(x;+<0)
(L d,(xw — Byt — wzm) "o <911+W> '
falat ij 0ij 0ij

Lije (xije it | 9ijr,ﬂijtr(7i2j,)/i)

In a slight abuse of notation we denote the agent 7, commodity group j, and period ¢ likelihood
of observing x;;; and Ly, Liji (xiji, Lit | 0jjt, aije, O'izj, vi)."?

Inference on the agent’s budget weights 6;;; and mental account balances 4;;; operates on the
inverted ex-ante expected indirect utility first-order condition in (3.8). Note that the entire time
series of mental account balances a;; and by extension budget weights 8;; depends on the initial
balances a;; which are unknown parameters. Therefore, we give these initial balances a;; a

normal prior structure:
2
az’jl ~ N(O, Gﬂiﬂ>

2
Gaijl

is fixed for each good and each agent. We set this value to correspond to the expenditure
variance for good j over the whole time series of observations divided by average income I,
specifically craZij1 = var(x; ]-t) /lAZ Given a;1, initial values of 0;j; are then set every iteration of
the sampler by passing a;; and data for t = 1 through the integral in (3.8). Finally, amongst

the budgeting variables, cognitive shocks T}j; occur with probability 1;;, which we give a flat

18The exact dimension of the parameter space is 4,664,212 with 4,598,976 of these parameters being the values of
latent, time-dependent mental accounting variables.
9This notation will come in handy when discussing the sampling steps for latent budgeting parameters.
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uniform prior:
P;; ~ U[0,1]

In our various estimation exercises we fix either the mental accounting weight to y; = 1
(baseline estimation) or y; = 0 (estimation with no serial dependence). For the utility weights
we require ZLl a;jj =1with0 < o;; < 1forall j < J. Following Geary (1950), Stone (1954), and
Deaton and Muellbauer (1980b), these values encode the shares of total expenditure devoted

toward category j consumption. We fix these values as the mean expenditure shares taken

over the entire time series we observe for each consumer: «; i= % Y, (Z)/Cl’]ftm ) . Note that m; and
a; j+1 cannot be separately identified. We sample «; ;1 explicitly while fixing the consumption
borrowing limit m; to be 20% of an agent’s annualized income.?’ From simulations we have
inferred that «; ;1 is weakly identified, so we impose a three-tier hierarchical prior structure

with empirical priors for the global hierarchical mean and variance:

“i,]-l—l ~ N(“i,(xi,]+1/ 102) Wlth “i,(xi,]+1 ~ N(H“,Ei)

_ 1 _ 1 _
where 1, = 1 Z Higp & 0;21 ~ 7.1 Z(“i,vci,m - “u)2
1

1

We allow the prior variance on the draw of the structural parameter «; ;11 to be large and the
same across all agents, inducing flatness for the initial draw. In our simulations, we found that
the sampler achieves convergence more efficiently under this structure than one in which the
prior variance on ¢; ;11 is explicitly sampled for each agent.

The orthogonality assumption on error terms such that ¢;j; L ¢ allows us to impose

. (e . . . . o . 1 .21
separate, agent-specific, hierarchical independent gamma priors on the precisions —-:

if

T,'j

1 1 . 51’;’
— ~ Gamma|( 7;j, —— with 7jx ————= & B;j~ Gamma(1l,1)
o2 Bii 2(7;j—1) J

1] 1] F(Tij)o‘i]-

The non-conjugate prior on 7;; is discussed in Fink (1997). Its posterior can be easily sampled
using a Metropolis step. The rate parameter ﬁij has a conjugate gamma posterior under a

gamma prior.

3.4.2. Estimating Latent Budgeting Variables

Let n index the atomic posterior estimation draws from the Metropolis with Gibbs sampler. Let
Pin be an atomic draw of parameters associated with agent i on iteration 7, and let H, be the

20 Annualized income is computed by multiplying agent i’s weekly average income, lA, = % Y+ lit, by 52.
2IThroughout this paper we use the shape-scale parameterization of the gamma distribution such that if (1/02) ~
Gamma(t,1/B) then 1/02 has probability density function

r(T)fﬂrfl) exp { - %}

where I'(7) is the gamma function.
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Table 3.2.: List of Parameters

Agent-Level

Parameter Description
Vi Governs mental accounting serial dependence
a1 J-dimensional Stone-Geary utility parameters
m; Borrowing limit
O'%il J-dimensional prior variance for first period a;
o‘l-2 J-dimensional variance of structural expenditure errors
T; J-dimensional shape parameter for gamma priors on 012
B; J-dimensional rate parameter for gamma priors on o‘i2
& j+1 Controls contribution of cash demand to utility
M1 Prior mean for o ;1
P; J-dimensional probability of budget share update
{Git}tzl Sequence of J-dimensional budget shares
{Fit}tzl Sequence of [-dimensional indicators for budget share switches
{a it}tTél Sequence of | + 1-dimensional mental account balances
Global
Parameter Description
Hu Hierarchical mean for ; 4, o1
Eﬁ Hierarchical variance for o j11 and o, .,

set of global hierarchical parameters common to all agents.??> Let D; denote the set of agent i’s
data. These sets are:

Pin = {O'in, Tins Bins X, J4+1,nr Hie, 01,00 Wins {Bitn, aitn, ritn}t;l}
Hy = {1, , 02}
n Hn” ™ Hn
T.
D; = {{xit/ Lit, 11, bi, pt}tlzl }

The sampler proceeds in several blocks. Here, we describe the algorithm used to make atomic
draws of the budgeting parameters {0j1,, ajt,, Fim}til and leave the description of the remaining
Gibbs blocks for Appendix C.2. The algorithm for sampling the cognitive shocks Tjj; is based on
the latent time series level shift identification algorithm from McCulloch and Tsay (1993). While
ours is not a standard linear time series model, the spirit of the exercise is the same: to infer
whether a change to the budget weight for commodity group j is made from period t — 1 to t,
exploit information provided by data observations in periods ¢ to T;.

Let y; = 1 and take the non-budgeting parameters Py, \ {{6it, aitn, Fitn}tT;1 } as given, where
\ is the set exclusion operator. We want to estimate the posterior distribution of {I'; }+. Ignoring
MCMC iteration indexing for now, consider the sequence {a;; }+~1, which, given {6;; }; and data,
is completely determined by the law of motion (3.5). For each j, recursively substitute out 4;j;,

22Recall, parameters fixed for the entirety of the MCMC sampling routine are y;, m;, a;j forall j € {1,...,]},and

2

o
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Aijt-1, -+ dij2 to get

t t—1
Eixije = Y ijslis — Y, Xijs + aify
s=1 1

sS=

Thus, for each t, E;;x;j; can be written solely as a function of a;j;. Similarly, ﬂfyt, where (;; = jis

a function only of the vector of first period mental accounting state variables a;;. Re-introducing
MCMC indexing, take {rit,n—l}tT;1 as given. We use a Metropolis step to draw a;1,,, stepping

*

iyin
Oijtn = 0jjt—1,n whenever I}j; , 1 = 0. For each t, we step through, from j = 1 to ], and check

through from t = 1 to T; to update 6,1, = 9},,(ai1,) whenever I;;;,_1 = 1 and setting
Tittn—1, T2t n—1, - - -, Tije.n—1 €valuating the integral in (3.8) sequentially. Thus, on any given draw,
updated values of Uiy, depend on values Yy’ < y from the current iterate n and potentially
y"” > y from the previous iterate n — 1, as well as past values 6, s < t:
;kytn( ?1tnl R ;‘ﬁ,yfl,tn’ 19;‘k,y+1,t,n—1/ R 19?,k,'t,t,n—1/ ei,tfl,nr R 91'111)

Having obtained the candidate sequence {01, aitn, Titn—1 }tT;l, we can accept or reject the draw
of a;1, using a standard Metropolis acceptance rule. If the draw is rejected, the entire sequence
is reset so that 0;j1, = 0;j1,,—1 and a;, = ajjt,—1 for all j and £

Having performed the Metropolis step for a;;,, we proceed to use Gibbs sampling to now
jointly draw the sequences {Fim}tT;l and {Gitn}tT;l. For t = 1, we assume [}j;, = 1, so that
ki = ] and 6;j1, = 19;;1” always. For t > 1, 6, depends on past values 6;;; 1,1, 0ijt—2,u,

-+s Uijt—sn where s is the number of periods that have passed since the last budget update,
lij—sn = 1. Since 0;j; s, is a function of I};;  , then by extension so is 0;j;,. Thus, any new
draw of T}, will affect all future realizations of the budget weights, {6; jsn}sTi:t. Further, since
updating TI7j;, induces a change to the sequence {6 jSﬂ}Zi:t/ values of {a,-jsn}g":t are also affected
and must be updated to ensure the equilibrium mental account balance law of motion in (3.5)
always holds.

Let D; .7, € D; that only contains data for observed periods t to T;. Let P; 1.1, , € P;,, similarly
represent agent i’s parameter set containing only budgeting parameters for periods t to T;,
Pit:tn = Pin \ {{Oisn, tisn, Tisn é;%} Sampling {T}j;, }+~1 proceeds as follows. If Tjj; ,—1 = 0,
then set I}, = 1 and compute the sequence of budget weight policies {8;js (Tijen, Tijt+1,n-1,- - - Tijsn—1) fs>ts

*
iysn

*

re-computing 97, and setting 65, = ‘91ysn for ;s = j whenever Tjs ,_1 = 1 and s > t. Future

values of 05, will change because they depend on 4;5, which in turn depends on past values
of budget weights. After computing the new sequence of implied budget weights, evaluate the

2In practice, this Metropolis step involves evaluating a joint draw of all agent-level parameters associated with
a conditionally non-conjugate posterior. These parameters are a;1,, Ty, and «; ;11 ,. Further, we use the
adaptive algorithm of Atchade and Rosenthal (2005) to achieve convergence towards a theoretically optimal
acceptance rate of 0.234 (Roberts, Gelman, and Gilks 1997). All Metropolis draws are agent-specific, so each
agent’s parameters are associated with a unique adaptation step and thus a unique acceptance rate. This is
described in more detail in Appendix C.2.
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posterior probability of observing a budget update:

P(Djtn =1|Dier, PitT.n \ {rijtn}r%n>

= Viju [ [ Lijon (Gijsn(rz‘jtn = 1)>1{9ijsn € (—1,mi/lAz‘)}1{ﬂijsn € (—lAi,lAz‘)}
s>t

/[wijnnﬁijsn <9ijsn(rijtn = 1))1{91']'571 S (_11 mz’/i;)}l{aijsn € (_ZIZ)}

s>t

+ (1 - ll)ijn) I_I'Cijsn <9ijs,n71(rijt,n71 = O)>1{9ijs,n71 S (_1/ mi//l;)}l{aijs,nfl S (_Z/Z)}

s>t

(3.10)

This is the probability of simultaneously realizing I;;; and 0;;, where 0;j; is exactly determined
by an equilibrium function of data and other parameters. In a slight abuse of notation we
index 0jjsu—1(Tijtn-1 = 0) and a;js n—1(Tijtn—1 = 0) with n — 1 even though for any t < s,
Oijsn and a;js, will each have been re-evaluated and updated previously to ensure that the
equilibrium conditions hold exactly for the entire sequence at each draw of I}, for each .
Under Gibbs sampling, with some probability we accept that I}, = 1, or we reject it and set
lijtn = Tijtn—1 = 0, and the budget weight sequence reverts back to that previously computed
as a result of following the same procedure to sample I};; 1 ,. This procedure is repeated,
stepping forward in f. In this process 6;j1,, is computed once, 0;5, twice, and 0;j;,, t times, once
at every draw of [}, for all s < t. Further, this process is performed for each j, starting at j = 1
and on to j = J. Note that, despite the fact that 9; ,, depends on 9 _ i (other optimal budget
re-evaluations) and thus, by extension I'; _ 1, we do not re-evaluate the entire vector 9}, every
time a change is made to [}, for each particular j. Thus, other values of 0; _j;, are treated as
parameters and taken as given when re-evaluating 6;;;,. The relevant likelihood function is
then only that for commodity group j under the assumption that the components of {;; are
independent.

3.4.3. Data Variation Identifying Budget Weight Updates

Since our estimation is of the Bayesian learning variety, different parameters may be identified to
varying degrees. The key is to assess whether or not prior distributions imposed by the modeler
appear different than their posterior estimates. For parameters that are not time-dependent
we perform Kolmogorov-Smirnov tests of the null hypothesis that the prior distribution and
estimated posterior distributions are the same, Hy : Prior = Posterior. This assessment is
performed at the agent-level when parameters are agent-dependent and at the global level
when they are not. The results of these tests are summarized in Appendix C.3. We find that the
null hypothesis is rejected for almost all agents and all parameters, suggesting the data provides
substantial influence over our parameter estimates so that the results are not driven solely by
prior assumptions.

Such a statistical assessment of identification for time-varying mental accounting parameters
is more difficult. 6;; and a;; are pre-determined by all the other parameters and so are not
directly, probabilistically sampled. Suppose for sake of argument, 8;; and a;; were given proper
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prior distributions and probabilistically sampled, not subject to the constraints on their values
imposed by the equilibrium modeling conditions. That is, consider the expenditure relation
xijt = Ojjtlit + aijt + Cjjr strictly in some reduced-form sense, where 6;;; and 4;;; are time-varying
slopes and intercepts. Then for any given error variance crizj, there exists a thick vein of possible
pairs of (6;;, a;;) that are all equally likely realizations. Under our model structure however,
the likelihood of these realizations are restricted by theory. For any atomic parameter draw,
excluding the budget weights in category j, Pi \ {{6ijim };-; } U Hy, equation (3.8) ensures
that there exists a unique sequence {6; jtn}tzl that conditionally satisfies the personal mental
accounting equilibrium. Thus, if we can sample the parameters in P;,, and H,, then we can
conditionally identify a unique sequence of budget weights. Note, however, that there is no
explicit data variation that identifies the levels of the budget weights, but rather such levels are
identified conditional upon the other parameters.

Identifying atomic realizations of the cognitive shocks driving budget updates {T; jtn}til
relies on exploiting information regarding changes in the average levels of the expenditure
time series, conditional on income, over multiple periods, as discussed for more general time
series level changes in McCulloch and Tsay (1993). Take o

i the likelihood variance, and
aij1n, the initial mental account balance, as given. Also, suppose all future budget-updating
indicators {T; jsln,1}5>t are taken as given from the previous iteration of the MCMC sampler.
Recall further that ¢;; is mean zero. Suppose for illustration we observe x;j; >> 0;; 1,.lit +
Zéj (ijsnlis — Xijs) + aij1n, but after this particular deviation of expenditure we observe x; s R
Zf:tJrs/(Qi]-,t_l,nliS — Xijs) + Zi;% (Bijsnlis — xijs) + aijin for some S > t and all s’ such that t +s" <
S.2* That is, observations of future expenditure are only small, idiosyncratic deviations from
expected expenditure. Then the Gibbs sampler would probabilistically conclude Tj;, = 0,
and no switch is necessary, 0;j;, = 0;j:-1,,- Now suppose instead for most s, Xijtrs >>
Zf:t 1o (Bij—1,nlis — Xijs) + Zi;% (Bijsulis — Xijs) + ajjin. This compounds and leads the period ¢
likelihoods to shift further and further out, so that each successive expenditure realization x; ;¢
appears less and less likely to the Gibbs sampler. The sampler thus infers that a permanent

*

iytn
Joint variation in expenditure, income, and balances, via both the spending constraints and the

budget update has been made, i.e. T}, = 1 and computes 9}, with ;;; = j according to (3.8).
inversion formula, informs the probabilistic identification of cognitive shocks leading to budget
updates.

3.5. Estimation Results

We perform several different passes of the MCMC estimation algorithm and assess and compare
the model fit of each in order to understand the degree to which different budgeting frictions
and mental accounting features affect predictive inference. First, we estimate the full model
with all the bells and whistles described in the sampling algorithm. Measures of fitness for this
model are in the first row of Table 3.3, where we allow 1);; to be interior to the unit interval
and y; = 1. Then we turn off different model features one at a time and re-run the estimation

routine assuming the following: 1) no reference dependence, v;; € (0,1) and y; = 0; 2) no

Z4Note that it is possible that s’ = 0 if Tijt+1,n—1 = 1. Further, if S’ is the next period at which Tijsin—1 =1, then
S =S’ —1,so that it is possible that S = ¢.
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cognitive budget updating frictions, 1;; = 1 and y; = 1; 3) constant budget weights, 1;; = 0
and y; = 1; 4) constant budget weights with no reference dependence, ;; = 0 and y; = 0. The
latter estimation routine is designed to best mimic a classical two stage budgeting problem with
ex-ante preference uncertainty and constant expenditure share preference weights.

Table 3.3.: Model Performance and Comparisons

M-H Acceptance Rates
Model MAE / I; ° lppd ? lppd % Baseline® Mean  Median Mode
Vi€ (0,1), ;=1 0.236 208,208,458 — 0.159 0.196 0.231
Yij € (0,1),vi=0 0.131 -208,209,461 —4.818 x 1074 0.220 0.225 0.230
Yij =07 =1 3904.927 -208,208,979 —2.504 x 104 0.060 0.017 0.008
Yij=0,7=0 180,077.100  -208,209,690 —6.368 x 104 0.178 0.194 0.215
Yii=17v7=1 0.148 -208,209,783 —5.920 x 104 0.199 0.230 0.231

" MAE / lAl = %] LY % M where the predictive mean is J?ijt = % Y, X jtn With atomic MCMC predictions X; jtn-
b Ippd is the log-pointwise predictive density which we take from Gelman et al. (2013a). This number is

Oijn

lppd=Y%; Y+ ¥ i In (% Yo (M )) . Bigger numbers (the closer to 0 in our case) indicate better model fits.

¢ Since the baseline estimation of the full model with ¥;; € (0,1) and y; = 1 has the largest Ippd, this value represents the
percentage loss of information in other models’ predictive power relative to the baseline. Negative numbers indicate worse fit
than baseline, positive better. Note that all values are negative, so that the full baseline model fits best.

In each estimation, we initialize the MCMC integration scheme with draws from the prior
distributions, except for a;; which we set to 0 to start. We then proceed to iterate through a
chain of length 100,000. That is, we operate on the agent-level Metropolis within Gibbs blocks
100,000 times and the global blocks 100,000/100 = 1,000 times. We set a burnin period of 30,000,
keeping every 100" agent-level draw and every global draw thereafter, giving us a total of 701
draws after burnin and trimming. The sampler operates with agent-level blocks parallelized
over a 128 core computer, requiring just under 48 hours to completion. For the internal Gaussian
quadrature routine on (3.8), we use 4* = 256 quadrature points.

In Table 3.3 we present measures of model performance and fitness.?® In the full baseline
estimation, 1;; is fully sampled and allowed to vary in (0, 1) and agents’ expenditure time series
are serially dependent via 4;; since y; = 1. Our two main summary statistics comparing model
fit are 1) mean absolute predictive error (MAE) as a fraction of each agent’s average income J;
and 2) a log-pointwise predictive density (lppd) information criterion as described in Gelman
et al. (2013a). As a measure of model convergence and performance we also present the mean,
median, and modal Metropolis acceptance rates for the agent-specific Metropolis within Gibbs
sampler. Model fit is notably poor when budget weights are assumed constant, ¢;; = 0. When
budget updating frictions are lifted (1;; = 1 with y; = 1) and serial dependence is shut off
(vi = 0 with ¢;; € (0,1)), MAE as a fraction of average income is lower than in the full model,
yet the Ippd information criterion suggests the full model is still a better fit. The full baseline
model is indeed our preferred specification because of this, so we refer to its parameter estimates

25We additionally present a grid of plots for the various agent-level parameter means and global parameter draws
from the MCMC routine in Appendix C.3 to visualize the sampler’s autocorrelation in n. Given our burnin
period length and trimming, autocorrelation is minimal and the sampler appears to have converged.
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throughout our empirical analysis and use those estimates in counterfactual simulations.
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Figure 3.4.: The black line represents weekly spending for the median income agent #2,415,
while the red line represents the predictive mean from the baseline model with 95%

confidence region in pink.
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Figure 3.5.: The black line represents weekly spending for the mean income agent #1,795, while
the red line represents the predictive mean from the baseline model with 95%

confidence region in pink.
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Table 3.4.: Posterior Summary Statistics for Agent-Level Means, ¥;; € (0,1) & y; = 1

Parameter Min. 1st Qu. Median Mean 3rd Qu. Max. S.D.
m; 242.90 352410  4,784.50 5,311.60 6,449.40 26,867.10 2,686.20
Qi 0.008 0.059 0.092 0.106 0.135 0.526 0.064
Qi 0.008 0.080 0.130 0.146 0.192 0.686 0.088
Qi3 0.010 0.079 0.125 0.150 0.197 0.687 0.097
Qg 0.042 0.506 0.605 0.598 0.706 0.937 0.148
Gy 0.002 0.009 0.012 0.013 0.015 0.158 0.007
Gy 0.003 0.010 0.013 0.015 0.018 0.271 0.009
Gy 0.003 0.012 0.016 0.018 0.022 0.345 0.011
Gy 0.009 0.025 0.031 0.034 0.038 0.924 0.023
on" 3.114 17.618 24.948 29.422 35.938 754.703 24.353
G 2432 19.863 30.062 45.888 49.646 796.253 54.355
Gi3 3.478 30.065 46.923 63.459 72.629 1,535.395 63.851
Gis 7.934 99.579 153.511 245.444 226.409 98,976.780  2,030.330
T 1.416 x 1075 0.124 0.163 0.750 0.303 52.690 2.546
T 2.946 x 10° 0.115 0.160 0.997 0.298 35.085 3.340
T3 3.362 x 107> 0.103 0.139 0.903 0.253 63.582 3.633
Tiy 1.198 x 10~8 0.081 0.106 0.569 0.189 38.930 2.015
Ba 0.902 1.112 1.169 1.741 1.303 51.765 2,512
Bn 0.921 1.102 1.165 1.988 1.293 36.002 3.307
Bis 0.893 1.087 1.146 1.900 1.264 64.300 3.624
Bia 0.912 1.064 1.14 1.567 1.202 39.497 2.007
Qi i1 3.319 10.483 11.557 12.166 13.047 52.534 3.336
[T~ 15.491 15.559 15.576 15.577 15.593 15.751 0.026
Vit 0.021 0.531 0.704 0.666 0.832 0.963 0.197
i 0.020 0.508 0.674 0.645 0.812 0.965 0.197
Vi 0.019 0.448 0.599 0.589 0.750 0.955 0.197
is 0.017 0.347 0.540 0.535 0.727 0.971 0.232
0% 0.006 0.057 0.092 0.202 0.142 54.744 1.968
0 0.009 0.079 0.128 0.326 0.200 168.863 4362
0 0.009 0.081 0.131 0.448 0.217 266.354 6.893
O34 —85.897 0.564 0.681 2.158 0.800 1,618.748 40.164
T 0.039 0.175 0.307 0.348 0.488 1.000 0.205
T 0.036 0.196 0.340 0.369 0.513 1.000 0.205
Ts 0.046 0.260 0.417 0.427 0.575 1.000 0.205
T 0.029 0.283 0.476 0.484 0.680 1.000 0.241
an —188.904 —4.310 —1.700 —0.305 1.410 1,739.077 36.213
ap —299.363 —4.045 —0.807 0.420 3.055 1,365.913 33.026
i3 —244.754 —8.967 —3.824 —3.187 1.166 2,727.820 62.525
Ay —427.164.700  —27.907 —8.817 —158.691 6.692 32,189.270  8,556.193
T, 0.000 12.351 15.269 15.260 18.036 23.587 3.593
Ty 1.00 x 10~ 1 0.537 0.659 0.623 0.708 0.888 0.127

# Second subscript corresponds to commodity group — groceries (j = 1), auto/gasoline (j = 2), food
away from home (j = 3), and other expenditure (j = 4) .

% For time-dependent parameters, 6; jt Tijt, and a;;, we average over both posterior draws and time for
each agent and each commodity category. The statistics presented are summary statistics over these
agent-level averages.



To demonstrate pictorially how well the baseline model fits the data, Figures 3.4 and 3.5
present the time series of expenditures along with predictive means (red) from the full model
estimation with ¢;; € (0,1) and y; = 1 for the median and mean income consumers respectively.
Summary statistics over agent-level means for parameter estimates are presented in Table 3.4.
For parameters that are time dependent, we average both across MCMC draws and over time
for each agent. For the global parameters, we simply take summary statistics over the outputted
chain. In Table 3.4, note that we present summary statistics for the values of standard deviations
0ij and 0g,, as opposed to the variances, so that the reader can assess the likelihood spread in
dollar units.

One thing stands out in Table 3.4 amongst the mental accounting parameters. The variances
of the posterior distributions of agent-level mental account balance means a; is rather extreme.
Note that some of the likelihood variance estimates 81-2]- are also rather large. These high values
are not surprising given the spikiness of the various time series. Remember, a;; 11, = —Cijtn,
so high variance in ;;; will lead to high variance in a;; as well. This variability propagates
through the model via optimal budget updates 9; ,, leading to some extreme mean outcomes
for 0;; as well with very large budget weights associated with very negative mental account
balances. Lacking explicit budgeting data, this posterior variability is to be expected. Yet, while
the distributions appear to have fat tails, the first and third quartiles are reasonable and tight,

suggesting most values are not so large so as to cast suspicion on the validity of the estimates.

3.5.1. Implied Own-Price and Income Elasticities

In this section we discuss the average own-price and income elasticity estimates generated
by the model to understand how well we can improve upon the naive estimates discussed
in Section 3.2. Recall that when optimal budgets are set l;;, p,, and r; are known so that all

uncertainty acts through ¢;;. It can be shown that the commodity group j model-implied own-
i
optimal budgeting allocations:

price ¢, and income ¢! j+ elasticities of demand depend on the responsiveness of consumers’

-1 Iy =0
el = " it where Lyt = ]
ijt doy, 1\ 1 o1 iy
dpje \ 4ijt it
Oijtlit _
eb. =4 [ Fije =0 where Lyt = |
ijt d19iyt i ﬂiytlit M =1 iyt ]
dlir \ xije Xijt it

Both £fjt and ef-]-t are well-defined only when g;;; > 0. Exact derivations of these elasticities
iyt dvi, . .

g p,?t and 37~ are featured in Appendix C.1.3.
Taking the posterior distributions of parameter estimates, for each agent we compute f—:\f] and

e j» averaging both across the sampler iterates 7 and time t. We then compare these results to

along with the corresponding total derivatives

the constant elasticity estimates from the naive regression. Summary statistics for agent-level

means of own-price elasticities are presented in Table 3.5 and income elasticities in Table 3.6.
Turning first to own-price elasticity estimates, note that only optimally chosen 9; , with

Ly = j depends on pj; (not 6y = 0;;—1 in the event I;;; = 0). Engaging in optimal budget
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Table 3.5.: Own-Price Elasticities: Full Model vs. Naive Regression

Full Model *
Min. 1st Qu. Median Mean 3rd Qu. Max. S.D.
Groceries -1.815 -1.067 -1.035 -1.052 -1.016 -1.001 0.057
Auto/Gas -1.905 -1.048 -1.024 -1.038 -1.011 -1.000 0.047
Food Away -3.162 -1.070 -1.037 -1.058 -1.018 -1.001 0.092
Other -8.248 -1.016 -1.008 -1.019 -1.004 -1.000 0.160

Naive Regression ?

Min. 1st Qu. Median Mean 3rd Qu. Max. S.D.

Groceries -6,378.564 -259.955 -16.554 0.617 280.202  6,028.350 793.806
Auto/Gas -3,447.366 -51.901 1.300 0.642 63.562 2,177.469 193.927
Food Away  -21,410.260  -322.053 -16.501 2.318 320.747  6,815.177 1,152.328

Other -5,764.009 -251.189 7.825 -45.156 219.877 9,773.338 823.305
® All summary statistics are over agent-level means, conditional upon positive expenditure. That is, we report the
distributi ¢ Yt; En Ef}jtl,,,

istribution o N i, S0) 5,1 (Xxjr,>0)'

b The regression is Ing;j; = Bijo + ):%:1 Bijt Inpji + Bijs Inliy + n;jt, conditional upon g;;; > 0. Summary statistics are over
estimated values of B;; for consumption in commodity group j.

dv;,,
v dP/‘f
ki is close to | and preferences over savings «; ;11 are sufficiently negative, so that consumers

adjustments affects price sensitivity in possibly ambiguous ways. Indeed can be positive if

either want to borrow or spend down a huge initial balance, b;;. If the marginal propensity to

save (MPS) is big enough, where this threshold increases as | increases, then 4 p"?: will always
]
be negative, and the own-price elasticity of demand will be bounded above at the unit-elastic

1

. . . . . dvy, . .
case. This can be seen by inspecting the parameterized expression for p]?: in Appendix C.1.3.

Note that «; 11 is rarely < 0. Observationally, this would occur if an individual consumer
were observed to have z;; < 0 for many periods, which would happen in the event a consumer
received a huge one-time windfall gain and used this one-time balance increase to supplement
consumption beyond his weekly income.?® We do not observe that anyone in our dataset
exhibits this trait. Looking at posterior estimates of &; j.11, agent-level averages are bounded
below by 3.319, so that on average our model predicts for every agent that demand is at least
unit elastic in price. This is not necessarily problematic. Levin, Lewis, and Wolak (2017) find
that both time and spatial aggregation lead to upwardly biased estimates of the own-price
elasticity of demand for gasoline. That is, aggregate estimates are overly inelastic compared
to dis-aggregated estimates, which are more likely to be elastic. This jibes with our finding
that dis-aggregated own-price elasticity estimates for core commodities tend to be elastic. The
timing frictions in our sparse max model have the same implications for price responsiveness

as that documented in Gabaix (2014): rational consumers engaging in more budget updates
very close to -1.000 for all commodity groups. Despite the model’s possible downward bias in

will likely have more elastic ¢;;,. Table 3.5 shows this empirically, where maximal estimates are

price estimates, it generates negative elasticities across the board, whereas the naive regression

26Note that we take no stand in the model about how one-time windfalls affect consumer behavior.

93



suggests that over half of consumers treat auto/gas and all other consumption as Giffen. Our
model with behavioral frictions can thus uniquely generate price elasticity estimates consistent
with neo-classical theory better than a standard reduced-form model that does not control for

behavioral budgeting frictions or other demand shifters.

Table 3.6.: Income Elasticities: Full Model vs. Naive Regression

Full Model *
Min. IstQu. Median Mean  3rd Qu. Max. S.D.
Groceries 0.021 1.250 1.477 1.632 1.824 15.376 0.696
Auto/Gas 0.061 1.216 1.457 1.796 1.917 63.179 1.732
Food Away -2.683 1.359 1.741 2.252 2.417 60.539 2.365
Other -261.469 1.288 1.656 3.084 2.423 1,285.233 27.833

Naive Regression b

Min. IstQu. Median Mean  3rd Qu. Max. S.D.
Groceries -517.448 -0.307 0.114 0.255 0.519 552.687 16.185
Auto/Gas -294.083 -0.182 0.167 0.019 0.554 108.915 8.558
Food Away  -307.956 -0.259 0.283 1.866 0.896 4,187.986 84.189
Other -365.797 0.219 0.631 0.408 1.061 44.310 8.688
el
? Here, we report the distribution of %

b The regression is the same as that used in Table 3.5, except we take summary statistics over the coefficient 3;s.

Demand responses to income changes are, by contrast, far more complex. Unlike own-
!

ijt
m;, balances bj;, and the distribution of expenditure shocks ¢;jt, if Tjj; = 1 since it depends

price elasticities, ¢;;, depends on mental accounting serial dependence a;j;, borrowing limits

on the level of 9} , which is a function of these underlying objects. Even further, the value

1yt
do;
of dl’f depends implicitly on how sensitive optimal budgets are to income in all the other

categories j' # j for which I}y, = 1. The full structural model’s improvement relative to a

naive regression with regards to generating income elasticity estimates consistent with neo-
classical theory, is on display in Table 3.6. While over 25% of the sampled agents appear to treat
groceries, auto/gasoline, and food away from home as inferior goods in the naive regression
(e j < 0), negative elasticities appear only in food away from home and other consumption. In
the structural model, one half of consumers appear to elastically respond to income changes,
while over 99% still have positive income elasticities, thus treating the commodity groups as
neo-classically normal. Together, the model’s implied own-price and income elasticity estimates
demonstrate the effectiveness of using behavioral theories to account for short-run demand
shifts.

3.5.2. Quantitative Discussion of Mental Accounting Features

Our model estimates can provide empirical inference for both classical and behavioral theories
of consumer decision making. Whereas in the previous section we discussed the model’s

predictions for price and income elasticities and their conformity to classical demand theory, in

94



this section we explore the model’s predictions through a behavioral economics lens. In general,
agents appear to engage in budget updates around half of the time and approximately half
of agents exhibit loss aversion with respect to over spending. We focus on two main results:
1) the full model’s predicted number of budget updates k;; each period; 2) how the sign and
magnitude of budget adjustments Diyin = Oijt—1,n/ for ¢;; = j, depend on the underlying mental
account balance a;jt,.

Figure 3.6a shows that we observe, on average, % Y ki =153 budget updates every period
for any given consumer. Figure 3.6b shows that the marginal distribution for atomic draws
of total budget updates k;;,, = 25:1
Only about 16.6% of observed weeks across all agents over our entire sample feature atomic

Iijin is heavily concentrated around ki, = 1 and ki, = 2.

draws of ki, = 0, i.e. no budget updates, while we infer one to two updates are made over 65%
of the time. This estimate reflects the possible presence of cognitive constraints and narrow
bracketing. The presence of such constraints, however, does not appear to force agents to
stick with budgets for long, extended periods. This suggests agents can exhibit both cognitive
processing limitations while not engaging in strongly sticky mental accounting behavior. In fact
the posterior average number of weeks between budget updates are 2.42 for groceries, 2.32 for
auto/gasoline, 2.11 for food away from home, and 1.88 for all other expenditure.
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Figure 3.6.: In panel (a) we present the posterior density of E- = ﬁ Yo Xt XjTijm, 1e. the
number of budget changes each period averaged over time and across MCMC
draws for each agent, using a smoothed Gaussian kernel with the Silverman rule-
of-thumb for choosing the bandwidth (Silverman 1986). In panel (b) we show the
marginal posterior probability mass function for the atomic draws of ki,.

To understand the degree to which our model estimates are consistent with various behavioral
theories, we assess three basic summary statistics over posterior estimates of budget weights
and mental accounting state variables {6;, ﬂit}fT;y In the first two rows of Table 3.7 we present
the fractions of our sample of consumers who, on average, appear to decrease their budget
weights whenever optimal updates are made, i.e. I}, = 1, conditional upon the signs of a;jt,.
In row three, we present the fraction of consumers who, on average, appear to always make
bigger budget movements, in absolute magnitude, whenever a;j;,, < 0 versus a;j;, > 0. This last
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Table 3.7.: Budgeting & Mental Accounting Tendencies

Groceries ~ Auto/Gasoline  Food Away  Other  Total ¢

Share Adjust Down, jjtn < 0 a 0.522 0.570 0.506 0.462 0.468
Share Adjust Down, Ajjtn > 0 b 0.548 0.582 0.522 0.481 0.479
Share Loss Averse ¢ 0.507 0.509 0.508 0.512 0.515

L Lt (9, —0ij4-1,n)1 (rijtn =Lajjin <0)
YuXel (rijm :1r’7i/tr1<0)
b Here, just flip the sign of a;jz,: En Lt By ~ija-11)1 (r”m:l/aiﬁ" >0)
YnXel (ri/tn:lr”i/‘m>0)
¢ For each agent i, the underlying statistic is
L Lt (9], =0ij1—1,0)1 (rijtrzzlr”i/‘tn >0) L Le (9 —=Oijt—1,0)1 (rijm =Lajjt <0)
rnXil (ri/m =Laijtn >U) a1 (ﬂ‘jm =1,aijtn <0)
4 For the “Total” column, we must additionally sum over j.

? The agent i statistic is

<0 for yy =j.

<0 for yy=j.

<0 for yy=j.

data point is a measure of loss aversion. We expect consumers’ budgets to be more sensitive
to a;jt, < 0 if they are loss averse, and indeed that is what we find for most consumers in our
sample in every consumption category. Note, though, that there is substantial heterogeneity
both across consumers and consumption categories for all of these statistics. Consumers
are overall more likely to downward adjust both after over and under spending, though on
average, slightly more consumers are likely to downward adjust after under spending than
over spending, though this difference does not appear significant.

In Table 3.8 we examine how the model-implied explicit budgets, 6;;:;;, change depending
on the underlying magnitude and sign of 4;;;. These statistics thus describe how budgets
change for every dollar of over or under expenditure. Following over spending, explicit income-
weighted budgets are more likely to drift upward, whereas after underspending these budgets
are more likely to drift downward, suggesting consumers use budget-adjustments to mitigate
the disutility of possible future over expenditure, providing evidence that a majority, though
not all, of consumers exhibit loss aversion.

We can conclude from our estimation results that consumer expenditure profiles provide no
consistent evidence one way or the other that all consumers, on the whole, exhibit loss aversion
or gain loving behavior, though many consumers indeed do. Rather the model estimation sug-
gests that preferences, budgeting, and mental accounting behavior are all vastly idiosyncratic,
which is not surprising given the observed heterogeneity in agent-level expenditure patterns.

3.5.3. Relations Between Mental Accounting, Savings, and Income

To assess whether certain mental accounting features are associated with individual savings
and income, we ran some simple, hierarchical regressions. First, we took posterior means
of kii’s as a left-hand side variable to assess the relations between budgeting and various
economic outcomes. Second, we examined the responses of savings z;; and savings rates z;;/l;;
to estimated relative over and under saving in the previous period, 7;;.1;. We can better
understand a number of aspects of our model under these exercises. If E-t is correlated with
savings and income, then [};’s may be endogenous. Further evidence of possible endogeneity

96



Table 3.8.: Mean Budget Adjustments Relative to Spending Error *

Conditional on ajjy, <0

Min. 1stQu. Median Mean 3rd Qu. Max. S.D.
Groceries -22.442 -0.221 0.106 0.701 0.745 82.082 3.585
Auto/Gas -37.973 -0.316 0.156 0.861 1.111 74.082 5.655
Food Away -144.623 -0.805 0.000 0.714 0.935 202.767 11.914
Other -882.842 -4.377 0.064 10.746 6.855 2,717.470 86.939

Conditional on ajjy, > 0

Min. 1stQu. Median Mean 3rd Qu. Max. S.D.
Groceries -35.865 -0.989 -0.243 -0.787 0.073 12.527 2.794
Auto/Gas -295.611 -1.362 -0.292 -0.869 0.176 72.667 8.512
Food Away -379.001 -1.342 -0.106 -0.189 0.792 112.495 12.638
Other -3,828.380 -7.402 -0.485 -6.941 5.435 647.266 109.784
? First backwards differences conditional on T}, = 1: M

‘”i;t‘

arises if kj is significantly different depending on the sign of 4; ;11> Assessing how the
current period’s savings depends on the estimated sign and magnitude of @; ;11 ; can help us
understand the degree to which consumers use mental accounting to discipline consumption
expenditure by anchoring on their budgets and adjusting them when @; ;1 ; gets too negative,
for example.

The exact details of the hierarchical regression specifications we estimate are presented in
Appendix C.4. Here, we summarize the findings. First, there appears again to be widespread
heterogeneity in terms of how the predicted number of periodic budget updates depend on
savings rates and over or under saving in the previous period. In terms of the degree to which
over or under saving in the previous period predicts the total number of budget changes in the
current period, there is no strong evidence that either have a significant effect on total budget
updates. Indeed, this result lends credence to our assumption that the switches themselves
may be exogenous, resulting from random increases in attention rather than coming from an
additional, higher-level decision process, where consumers assess how much they have over or
under spent and then decide to make changes as a result of that assessment.

With regards to how savings levels and savings rates in period t respond to over or under
saving in the previous period, our results suggest that consumers exhibit mild myopia with
respect to under saving, as they are likely to engage in successive periods of under saving.
Following average under saving in period t — 1, so that @; ;1 > 0, absolute savings in period
t, zit, is predicted to be lower than if over saving had previously occurred. Specifically, under
saving by 1% in period t — 1 leads to an approximate $18.72 reduction in total savings in
period t or a 6.9% reduction in the savings rate as a fraction of income. Consumers thus, on
average, fail to immediately adjust to the downward dynamic pressure on savings induced by
aj7+1,+ > 0. One period of over spending (under saving) can thus result in successive periods of

2’Recall that over saving in period ¢ — 1 implies a; j+1,+ < 0 (not positive).
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over spending as well, a product of myopia due to infrequent budget updates.

Finally, our analyses of the relationships between budget updates, savings, and income, sug-
gest that consumers respond to positive income shocks by increasing savings rates, even though
the number of budget weight changes ki is negatively correlated with income. Combined, these
two facts reflect an overall tendency for consumers to both, on average, save out of windfall
gains and possibly anticipate how such gains may impact their ability to stick to their budgets.
In this manner, the negative correlation between ki and income suggests that cognitive shocks
may indeed be endogenous, despite the fact that kit appears, on average, uncorrelated with
savings behavior. Future work featuring datasets that explicitly record individual attentiveness
with respect to their financial profile, say by recording how often people log in via the internet
to check their balances in their various accounts, is needed both to understand how such
attentiveness is correlated with spending and savings behavior and subsequently account for

any possible endogeneity bias attributable to such correlations.

3.5.4. Counterfactual Welfare Under Relaxed Cognitive Frictions

To understand how consumer welfare is affected by relaxing the sparse max constraint on
budget updates, we counterfactually simulate consumer expenditure using the posterior distri-
bution of parameters from the full baseline estimation, except we force y;; = 1 for all i and j
combinations.?® Each period every agent chooses 9}; by maximizing indirect utility subject to
the relaxed constraint that I}y = 1 for all commodities. Under this counterfactual, the average
consumer in our sample experiences a 1.8% reduction in posterior average period utility when
Y;; = 1 versus when v;; € (0, 1). For 70.4% of consumers, engaging in weekly budget updates
for every commodity category does not lead to welfare improvements relative to the posterior
predictive baseline.?’

We also examine counterfactual versus predicted savings rate volatility over time across
agents, finding that a majority (64%) of consumers in our sample would experience wider
swings in savings rates period-by-period if they engaged in high-frequency budget updating.
However, mean savings rates across the whole sample are on average 1.2% higher under the
counterfactually imposed budget updates every period, though the distribution’s median is
0.028% with a minimum of -0.22%. There is also no apparent difference in average savings
rates between those whose welfare is improved versus those with unimproved welfare under
the counterfactual. The results on savings rates thus appear mixed, with little counterfactual
change to savings rates for approximately half of consumers. This lends credence to the results
from the regression analyses in Section 3.5.3, suggesting that the number of budget updates
appear on average uncorrelated with savings rates. Still, some extreme behavior with regards to
counterfactual savings and balance accumulation is observed. Just under 1% of consumers go

bankrupt under the counterfactual simulation with terminal Ei,Ti < —m;, while just over 0.5%

2Note that this experiment is not the same as the estimation where we force ; j = 1 and estimate the additional
parameters separately. Here, we use the parameter estimates from the main estimation where ;; is a free
parameter and y; = 1, counterfactually only changing 1;; by setting it to 1.

2'We compare the counterfactual predictive utility against the posterior predictive utility from the full baseline
model, as opposed to actual utility under the posterior parameterization. The reason for this is that we care
about how model predictions change, given the parameter change. Changing ;; in this manner thus amounts to
assessing the total variation in model predictive outcomes under variation in 1);;.
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of the sample become hoarders, with E,Ti > m;, i.e end balances greater than 20% of imputed
annual income.

3.6. Conclusion

We have developed a structural model of mental accounting that features both reference de-
pendence and loss aversion using a standard, quasi-concave, monotone, and continuously-
differentiable utility function. By incorporating mental accounting into the classical two stage
budgeting model, we can endogenously explain idiosyncratic, short term variation in consump-
tion expenditure patterns. Further, by allowing for narrow choice bracketing and reference
dependence, we show that our model with all the bells and whistles from behavioral economics
generates elasticity estimates consistent with classical demand theory. These results should
encourage future work that seeks to unify well-established classical theories with contemporary
behavioral ones in order to structurally explain empirical phenomena in consumer decision
making.

Finally, the vast heterogeneity we observe with respect both to consumers’ spending patterns
and the behavioral implications of those patterns generated by our model should encourage
policymakers to be cautious in implementing one-size-fits-all behavioral nudges. For example,
while savings rates, on average, are counterfactually higher when consumers are attentive
to their budgets, there is substantial heterogeneity across consumers as to how they respond
to our counterfactual experiment. Push notifications implemented by banks and financial
services companies alerting consumers to how their spending deviates from their budgets could
encourage higher savings for some individuals but not others. Our results thus underscore
the difficulty to creating incentive-compatible behavioral nudges: what might work for one
consumer may backfire for another. Since our conclusions are driven simply by counterfactual
simulations, future work should attempt to construct field experiments, perhaps using well-
established mobile applications to notify individuals of their spending behavior in order to
understand how our simulated predictions compare to real world outcomes.
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4. Durables, Non-Durables, and a Structural
Test of Fungibility

joint with Alan Montgomery and Christopher Y. Olivola

4.1. Introduction

It has been well-established that consumers! appear to use credit cards in ways inconsistent
with the permanent income hypothesis (PIH) (see for example Prelec and Loewenstein (1998),
Prelec and Simester (2001), Gross and Souleles (2002), Huffman and Barenstein (2005), and
Quispe-Torreblanca et al. (2019)). There exists strong empirical evidence that consumers treat
other sources of liquidity as non-fungible too.> Yet despite these previous findings, the dis-
tribution of these behavioral tendencies has not been thoroughly investigated, an important
undertaking if economists are to understand how violations of fungibility could affect broad
economic outcomes. We add to the literature by showing that a dynamic, neo-classical con-
sumption/savings model of the household can be modified to construct a household-level test
of fungibility.®> Allowing for heterogeneity in consumer preferences, we partially confirm the
results outlined above, showing that the median/modal household in our sample behaves as
if the resources from different liquidity categories are non-fungible both generally and within

s

1Throughou’c the paper we will use the words “consumer,” “individual consumer”, and “household” interchange-
ably. In our data analysis, the unit of measure is “household,” though some households consist of multiple
individual persons with one account and some of a single individual person with multiple accounts. These
different entities are observationally equivalent, so we extrapolate from potential person-level differences and
consider the behavior of all persons within one household together, as a collective.

2Heath and Soll (1996) wrote one of the first papers to empirically show that consumers behave as if liquidity
were non-fungible across different commodity groups. Souleles (1999) shows that non-durable consumption
expenditure is excessively sensitive to tax refunds, as opposed to durable consumption expenditure. Hastings
and Shapiro (2013) exploit variation in the prices of different grades of gasoline to show that households behave
as if budgets for gasoline consumption are non-fungible. Hastings and Shapiro (2017) reject the hypothesis that
households respect the fungibility of money by comparing food expenditure using food stamps verses other
payment methods.

3We use the term “neo-classical” in its broadest sense to encompass any kind of dynamic household consump-
tion/savings model of the form:

Vt(wt) = 1’22;/)( ut(ct) +B- IEtVt+1 (th) 4.1)
st. p-cit+sp <wp VE (4.2)

where ¢; is a vector of real consumption commodities, p, is a vector of market prices, s; is savings, and w;
is available net resources (wealth plus credit). Further, u¢(c;) is a strictly increasing, strictly concave, at least
twice-continuously-differentiable cardinal utility function which takes as its argument only the vector of real
consumption, but not savings, wealth, or available liquidity. 3 is the geometric rate of time preference and
Vi(wy) is the agent’s optimal value function. Consumers choose sequences of consumption ¢; and savings s;
to maximize their period-t utility from consumption plus the discounted expected future value of all future
consumption.
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durable and non-durable consumption expenditure. Our estimates however also show that the
distribution of this behavior across households is disperse: some households treat liquidity as
extremely non-fungible while others essentially treat it as fungible.

Despite the degree of heterogeneity, our results affirm that most households treat credit
availability and cash as non-fungible, suggesting they make decisions under some degree of
mental accounting. Under mental accounting, consumers to care not simply about the sum of
their available resources when making consumption expenditure decisions, but the various
components of these resources (e.g., credit, cash, savings). A consumer who spends as if his
available resources were perfectly fungible, absent any liquifying constraints, would respond to
the marginal change in one specific class of resources, say the credit limit on his credit card, the
same as if a different class of resource, say the balance on his checking account, had experienced
the same marginal change. Non-fungibility, by definition, is the result of the disobedience of this
stricture. The best theoretical explanation for this behavioral phenomenon was first explained
in Thaler (1985) and extended in Shefrin and Thaler (1988) and Thaler (1990, 1999). Yet, few
studies have attempted to understand the non-fungibility of liquidity in terms of its broader
economic implications. One of the most impactful which comes to mind is Richard Thaler’s
1995 paper with Shlomo Benartzi entitled “Myopic Loss Aversion and the Equity Premium
Puzzle” where the authors show that the puzzle can be reconciled by a model with mental
accounting features (see Benartzi and Thaler (1995)).*

Another important paper which models the interaction between method of payment and
consumption utility is that of Prelec and Loewenstein (1998). This work is our main anchor-
ing point, as the authors explore how the relative durability of a specific product impacts a
consumer’s willingness to hold credit card debt after purchasing that product. The authors
hypothesize that consumers will be more likely to hold and pay interest on credit card debt for
commodities which generate a dynamic flow of utility as opposed to commodities the utility
from which is fully experienced at the moment of first consumption. Durable goods, such as
furniture, produce a stream of utility over many periods, while non-durable goods like a box
of candy are essentially consumed once and thereafter useless.” Under the authors’ theory,
a consumer should be less likely to purchase the candy on credit, and even if they did, they
should be less likely to hold debt, and thus have to pay interest, on that credit card purchase.
Using their word choices (though the example is our own), paying $1 in interest on a box of
candy one has already consumed is “more painful” than $1 in interest on a desk one uses every
day. This is because, in the latter situation, as with all durable goods, the pain of paying is offset
by the pleasure one gets from continuing usage of the product. Higher levels of durable goods
purchases should lead to larger proportions of monthly credit card balances carried forward to
the next period, thus accruing interest. This result is empirically confirmed by analyses on U.K.
credit card data in Quispe-Torreblanca et al. (2019) who find that consumers are approximately
9% less likely to pay down their full credit card statement balance after making a durable
purchase.

“More work is needed to explore the broader economic impacts when consumers and investors engage in mental
accounting. In the concluding section of this paper, we discuss potential avenues forward exploring potential
broader impacts associated with our analysis.

5The empty box, of course we must assume, is garbage with no intrinsic value.
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Prelec and Loewenstein (1998) provides the springboard for our main analysis where we
compare marginal propensities for real consumption out of changes to both available credit and
available checking account balances. We do this for both durable and non-durable consumption
to argue that the data appear to suggest that the method of payment is coupled with the
commodity class within the consumer’s decision process. Why focus on the distinction between
durables and non-durables? Durables are purchased in the same way as non-durable goods, yet
function more like an investment asset so the dynamics behind durable good accumulation are
important. Ferndndez-Villaverde and Krueger (2011) show in fact that durable good expenditure
is skewed over the life-cycle toward younger households. In a fairly standard neo-classical
model with geometric discounting, Ferndndez-Villaverde and Krueger (2011) can match the
observed hump-shaped profile of durable expenditure along with the tendency of middle-aged
households to accumulate more traditional financial assets rather than durable goods. We
demonstrate that consumers appear to increase durable consumption out of increases to credit
at a faster rate than checking account balance increases, yet durable goods consumption appears
less sensitive across consumers to balance changes than that of non-durable goods (see Figure
4.1). The life-cycle effects of durable consumption may be due to younger households’ being
more likely to be borrowing or liquidity constrained Krueger and Ludwig 2007; Yang 2009;
Ferndndez-Villaverde and Krueger 2011. Unfortunately we lack data on household members’
ages, yet our findings complement those of Krueger and Ludwig (2007), Yang (2009), and
Fernandez-Villaverde and Krueger (2011), since liquidity-constrained households can engage in
consumption expenditure out of credit, yet it is more difficult to turn available credit card credit
into financial assets.

Our goal is not to explain a specific puzzle, nor show that all consumers behave one way or
another. Rather we show that the neo-classical model can be used, with only slight modifica-
tions, to assess fungibility at the household level. We do not explicitly construct a model of
mental accounting, but instead use the neo-classical economic consumption/savings model
to empirically test the null hypothesis implied by that model, specifically that credit card and
checking account balances are equally fungible when controlling for their different rates of
interest and return. The main structural result demonstrates that for the median/modal con-
sumer the null hypothesis can be rejected with > 99% certainty. This result is a repudiation
of fungibility for some consumers within the neo-classical construction, however it is not an
absolute repudiation of the neo-classical consumption/savings construction entirely.

The main result we present says that: 1) given individuals face a standard, concave, monotone,
at least twice differentiable utility function that is strongly separable over broad commodity
groups, and 2) that this utility function takes as its arguments consumption commodities only
and not methods of payment for said commodities, and 3) that individual consumers discount
the future at a geometric rate, the neo-classical consumption/savings model cannot rationalize,
for every consumer, the observed variation in expenditure out of credit cards and checking
accounts, absent additional gimmicks. This should be read as evidence in support of alternative
models of consumer behavior, foremost mental accounting which allows for consumers to
consider the method of payment when making expenditures. The heterogeneity we observe
with respect to the degree to which households treat liquidity as fungible opens the door to

102



broader questions which we do not attempt to answer here but address in the concluding
section.

This paper proceeds as follows: in Section 4.2 we present some important features of our
dataset and discuss their implications for assessment of household-level behavior under mental
accounting; in Section 4.3 we specify and estimate the structural model used to assess the
degree to which households treat available credit and available checking balances as fungible;
in Section 4.4 we conclude and outline potential ways forward.

4.2. Data

We obtain anonymized data from a large U.S. bank which contains credit card, debit card, and
checking account transactions (including deposits), matched by household. Our main analysis
operates on a subset of this dataset featuring households that use both credit and debit cards.
The dataset subsample we use for this analysis and the analyses in the next section features
10, 690 household units each with at least 2 consecutive months of debit/checking account
and credit card account transactions and income observations. This gives us a total of 123,112
unique account/month combinations. The mean household has approximately 11.5 months of
observations with a median of 10 observations. The maximal household features 66 consecutive
months of observations. The time frame of our data ranges from January 2007 to October
2014. We classify consumption expenditure into durable or non-durable categories by using
the descriptions associated with the 4-digit Visa card merchant code and manually matching
these descriptions to those for the U.K. credit card data used by Quispe-Torreblanca et al. (2019).
These classifications are presented in Table D.1 in Appendix D.1.

Before proceeding to the structural model where we show directly that our data fails to
reconcile standard fungibility requirements, we first examine differences in marginal propensity
to consume from changes in available credit verses changes in checking account balances.
Let nd;; denote real non-durable consumption expenditure by the i household in period ¢
and equivalently denote d;; for real durable consumption expenditure. Let c;; denote total
non-durable plus durable real consumption expenditure. Define the variable MPNDj(f) as the
change in total non-durable consumption due to a change in the balance of liquidity source j
where j = m for credit and j = z for checking account balances, and equivalently MPDj;(j)
for the change in total durable consumption. The marginal propensity to consume for total
non-durable plus durable consumption is MPC;;(j). We define available credit as the credit
limit b (borrowing limit) less any debts. Since our data are denominated in nominal terms, we
deflate non-durable expenditure using the core personal consumption expenditure index (PCE)
from the Bureau of Economic Analysis (BEA) and deflate durable expenditure using the PCE
for durable goods. Both indices are normalized so that 2009-dollars are the numeraire. The
marginal propensities to consume can then be approximated using finite differences where A
denotes the finite difference operator:

_ Acy
Aji

MPCi(j) (4.3)

103



MPND;(j) = — ].t' (4.4)
Ad;
MPD;(j) = Ajitt (4.5)

jit denotes the available balance to consumer i in liquidity-category j entering period t.

Let T; denote the total number of months of observations for consumer-unit i. For each
consumer, we compute the average marginal propensity to consume out of changes in m;; and
z;t for both non-durables, durables, and total consumption which is denoted by Cj:

MPC;(j) =7 tZ MPCj(j) (4.6)
T;
MPND;(j) =7 tzl MPND;(j) (4.7)
T;
MPD,;( T Z MPD;(j (4.8)

We present summary statistics for these marginal propensities in Appendix D.1, Table D.2.
Figure 4.1 shows a grid of plots featuring the distribution of individual means from (4.6) to
(4.8) with both credit and debit card denominators. The distributions in Figure 4.1 have fat tails
and a near point-mass at 0. If we difference the consumer-level average marginal propensity to
consume from credit cards with the marginal propensity to consume from debit cards within
category we get the same shape of distribution. Figure 4.2 shows distributions over consumers
of the following differences in means, which we denote with DG; where G is some commodity

category:
DCi = MPCZ'(WI) — MPCZ'(Z) (4.9)
DND; = MPND;(m) — MPND;(z) (4.10)
DD; = MPD;(m) — MPD;(z) (4.11)

The distributions in Figure 4.2 appear to have fat tails and be symmetric. If these distributions
are centered at 0 then that would tell us that the modal or median consumer treats increases to
available credit as equally fungible to increases in cash. Neo-classical theory would suggest
that an increase in available credit should actually lead to relatively less consumption than an
equivalent increase in available cash, since a rational consumer maximizing expected lifetime
utility would rather consume out of cash and avoid high interest payments in the future. On
the other hand, a consumer who is more responsive to credit increases than cash increases is
borrowing from the future to fund consumption in the present.

To better understand which story fits our data, we assume that each of (4.9) thru (4.11) is
distributed according to the fat-tailed, symmetric Cauchy distribution:

DG; ~ Cauchy(ug, 0¢) (4.12)

In the above 1 is the distribution’s location parameter for good G. This parameter is associated
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with the distribution’s median and mode (the Cauchy distribution does not have finite first and
second moments and thus does not have a mean). To understand whether the median/modal
consumer is more likely to increase consumption due to a credit increase verses a cash increase,

we test the following null hypothesis:
Hy: pug =0, VGe {C,ND,D} (4.13)

The results of maximum likelihood estimation on (4.12) for each of total consumption, non-
durable, and durable consumption, along with the results of the associated hypothesis tests
on (4.13) are presented below in Table 4.1. The column marked “Wald” tests the hypotheses in
(4.13) against a x7 random variable. All of the median/modal parameters L are significantly
different from 0. For each good, the median/modal consumer thus consumes more due to an
increase in credit than an increase in cash, though the effect is more pronounced for durable
goods than non-durable goods, consistent with the theory of Prelec and Loewenstein (1998) and

empirical results of Quispe-Torreblanca et al. (2019).

Table 4.1.: MLE Results for Differences

Model oG UG Wald p-value

DC; 2212 0185 42975 5.545e-11
(0.033)  (0.028)

DND; 0734 0048  28.741 8.273e-08
(0.012)  (0.009)

DD; 2884 0315 72103 0
(0.042)  (0.037)

For most consumers, consumption appears to be excessively unresponsive to balance changes
and thus excessively smooth over time. Excess smoothness of consumption has been used
to justify the PIH (see Campbell and Deaton (1989), Quah (1990), Flavin (1993), Ludvigson
and Michaelides (2001), and Attanasio and Pavoni (2011)). However, if individuals engage in
two-stage mental accounting and strongly anchor their expenditure on a pre-set budget, then
excess consumption smoothness would result. In the former case (PIH), consumers are taken
to be incredibly forward-looking. In the latter case, consumers are assumed more myopic in
terms of dynamic outcomes, instead using rule-of-thumb budgeting to regulate consumption.
Observationally, if we look only at marginal propensities, these outcomes are equivalent. Thus,
a structural test of fungibility is needed since in the case where PIH holds, we would expect
fungibility to also hold. For this, we must take a more rigorous, decision-theoretic approach.

105



0.6~

0.4-

0.2-

0.0-

1.00-

I:' Credit 075, I:' Credit D Credit
[ ] pebit ' [ ] pebit o [ ]pebit

0.50-

0.25- 1-

0.00- 0-

-5 0 5 -4 0 4 -2 -1 0 1 2

Total Non-Durable Durable

Figure 4.1.: Notice that total consumption (left panel) and non-durable consumption (center

panel) are such that the distribution of individual average marginal propensities to
consume out of checking account increases appears to dominate the same marginal
propensity to consume out of credit increases. This relationship does not appear,
at first glance, to hold for durable goods, suggesting consumers again are more
comfortable holding credit card debt on durable purchases. (All plots truncated at
bottom and top 0.10 quartile.)
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Figure 4.2.: Consumers to the right of the origin increase consumption spending due to a credit

increase more than due to a cash increase, while consumers to the left increase
consumption spending due to a cash increase more than due to a credit increase.
Table 4.1 shows that the modes/medians of these distributions, if we assume a
Cauchy specification, are significantly positive and different from 0. (All plots
truncated at bottom and top 0.10 quartile.)

4.3. Structural Model

In this section we first define the household’s problem in terms of the neo-classical formu-

lation commonly found in consumption/savings models with perfect information, exponen-

tial /geometric discounting, and rational expectations. In this initial formulation found in
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Section 4.3.1, we describe the important features of this model in which consumers are assumed
to treat liquidity as perfectly fungible. In Section 4.3.2 we modify the model to accommodate
some of the features of mental accounting by partitioning the budget constraint. We accomplish
this without adjusting the preference structure. Finally, we exploit the equilibrium conditions
of the mental accounting modification to perform the main, structural fungibility test in Section
4.33.

4.3.1. Classical Formulation

Consider a consumer who derives utility from consumption of a non-durable good nd; and
the stock of available durable goods k; each period. Utility is some strictly increasing, strictly
concave, twice-differentiable function u;(nd;, k;) that admits the gross substitutes property. The
usefulness of durable goods declines each period due to wear and tear with this depreciation
denoted by é. Each period the consumer chooses how much of his wealth w; to consume in
non-durable goods nd;, invest in savings s;, and invest in durable goods d; by solving the
dynamic programming problem

Vi(wy, ke) = _max ug(ndy, ki) + B - EtVigr (w1, key) (4.14)
t/Ut ot

s.t. p?d -ndy + p‘f cdy + 5 < wy (4.15)

kip1 < (1 — ki +ds (4.16)

Here, k; and w; are stock variables and nd;, d;, and s; are flow variables. Equation (4.16)
describes how the total stock of durable goods in the household evolves from period to period.
Vi(wy, k) is a function that describes the value a consumer derives from making an optimal
decision, p}¥ is the period t price level for non-durable consumption, p{ is the period t price
level for durable consumption, and j3 is a parameter governing the consumer’s rate of time
preference. In the budget constraint, wealth w; is a function of the consumer’s net assets a; and

his labor income /;:
wy =r¢-ar+ 1 (4.17)

In the above, r; is the net rate of return on saved assets. Thus in this formulation the consumer
values $1 held in assets the same as $1 earned from labor income. In the standard formulation,
one assumes that asset holdings must satisfy some borrowing limit b; which usually does not
bind:

aip1 > —by (4.18)

with by > 0. Thus in this formulation consumers can choose to borrow to finance present
consumption but cannot choose to both borrow and save simultaneously. This allows us to
express the law of motion for net assets as

apr1 < ar + st (4.19)
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Let R; be the gross rate of return on assets. Now, using (4.19) and (4.17), the budget constraint
can be written strictly as a function of asset holdings and labor income:

p?d . l’ldt + ptz . dt + a1 S Rt < ay + lt (420)

The linear structure of the consumer’s budget constraint implies that, absent liquidation costs,
wealth from investments is perfectly substitutable with wealth derived from labor income. In
the forthcoming analysis, we will refer to the linear constraint of (4.20) and assume, for now,
that (4.18) does not bind.

To characterize the consumer’s optimal decision in period ¢, let us write out the Lagrangian
function using the collapsed budget constraint. Call this function £;(as, k;) for the problem
described by (4.14) through (4.16) with (4.20) substituting for (4.15). In this formulation agents
choose nd;, d;, and a;, 1, and the state variables are a; and k; with [; introduced as an additional
flow variable. Letting A; denote the Lagrangian multiplier on (4.20) and n; the multiplier on
(4.16), the period t Lagrangian is:

Li(ar, ki) = up(ndy, ki) + B - EtVipr (ar11, ki)
+ At (Ry-ap + 1y — pid - ndy — p? - di — ari1) (4.21)
+ 1 - ((1 — 5)kt + dt — kt+l)

Differentiating the Lagrangian yields three first-order conditions (plus the budget constraint
and law of motion for durable goods) so long as a1 > —b:

Jou

anét = Appe (4.22)
e = Apf (4.23)
A= B E 3:: (4.24)

The three conditions describe the intratemporal rate of substitution between durable and non-
durable consumption and the intertemporal consumption/savings tradeoff a consumer faces.
At links the marginal utilities between goods with the discounted expected future marginal
value an individual will accrue from his savings. Thus A stands in for the marginal value of
period t resources. 1; stands in for the marginal value of an additional unit of durable goods. In
equilibrium, the internal household marketplace for present and expected future consumption
is cleared when the marginal utilities from present non-durable consumption, present durable
consumption, and the expected marginal value of investments next period are both exactly
equal to the marginal value of period t wealth. Using the Envelope Theorem, (4.24) can be
rewritten:

At = B-EiRpp1Ar1 (4.25)

This condition says that today’s marginal value of wealth must equal the discounted expected
gross marginal value of resources next period.

Implicitly, this problem says nothing about how consumers value different forms of liquidity,
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instead focussing on net available resources. Suppose we now allow consumers to choose which
forms of available liquidity, such as wealth or credit, out of which to consume and save. Rather
than folding borrowing into a single asset-holding decision a;,1 where ;1 < 0 if a consumer
holds net debt, we will now formulate the model to allow consumers to choose the specific
forms of available liquidity out of which to consume and invest. Let m; denote the amount
of credit available to the consumer in period t. Let g; denote the interest rate the consumer
must pay if he carries debts into the next period, with Q; denoting the gross rate associated
with g¢. Consumers can choose to pay off, out of assets or labor income, the debts they accrued
prior to incurring interest on the balance. Let e; denote net outlay (expenditures less payments)
associated with the debt instrument and denote the credit limit (effective borrowing limit) by b;.
Then available debt evolves according to the law of motion:

b1 —mppq < Qt(bt — M — et) (4.26)

Under this formulation, all borrowing happens through choices of e; not s;. Thus we can rewrite
(4.18) to force a;11 > 0, so that savings must always be non-negative. This alters the budget
constraint. Now consumers must choose s; and ¢;, but these choices depend on the relative
rate of return between savings and borrowing. If e; > 0 then the consumer paid down debts
more than he borrowed, while if ¢; < 0 he borrowed more than he paid down debts. Total
consumption expenditure, investment, and debt payments must still satisfy the consumer’s
available net resources, though the budget constraint now additively separates investment from
borrowing:

p?d~ndt+p‘f-dt+st+et§rt-at+lt (4.27)

We can use (4.26) in (4.27) to completely collapse the constraints into a single budget constraint
but which now contains an explicit credit feature. The endogenous state variables for the
consumer’s optimization problem are now a;, k;, and m;, and the recursive optimization

problem is
Vi(ag, ke, my) = max ug(ndy, k) + B - EtVigq (apg1, ki1, megq) (4.28)
ndy,de g 1,M41
Mmip1— b
s.t. pfd -nd; + p‘f dy +apq + % <Ry-ar+my—by+1; (4.29)
t
ki1 < (1 —8)kt +dy (4.30)

Here, the borrowing limits are incorporated directly into the budget constraint, eliminating the
additional inequality constraint.
Denote the Lagrangian multiplier on (4.29) as p; and that on (4.30) as 17;. The new problem

yields four first-order conditions (plus the budget constraint):

aut _ nd
ond, HtPi (4.31)

M = wp? (4.32)
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Vi

=B3-E 4.33
w =B 1 (4.33)
Kt Vi
LR O | 4.34
Qt bE om 1 (4.34)

Here, the interpretation of i is slightly different than that of A;. Whereas A; stands in for the
marginal value of period-t wealth, p; represents the marginal value of period ¢ liquidity, i.e.
wealth plus credit. We can combine (4.33) and (4.34) to show that the expected marginal value
of having more available credit should equal the expected marginal value of assets weighted by
the inverse gross rate of credit interest:

Vi1 ( 1 ) Vi1
E == )-E 4.35
tamtJrl Qs ‘ 041 ( )

Thus as Qy increases, a consumer can adjust his asset holdings down to offset the additional
borrowing cost by paying back his debts faster. Similarly, as Q; falls, the consumer will borrow
more reducing his available credit and increasing his expected marginal value of available
credit. These results are a direct consequence of the concavity of the value function inducing
diminishing marginal utility.

Despite this small adjustment to the neo-classical consumption/savings model made by
explicitly modeling the borrowing decision alongside the savings decision, the consumer by
design has the same marginal value for liquidity regardless of the liquidity instrument. In
other words, liquidity in this model is “perfectly fungible” across invested assets, income, and
credit. This assumption fundamentally contradicts the theory of mental accounting specifically
discussed in Shefrin and Thaler (1988) and Thaler (1990, 1999). Other authors like Prelec and
Simester (2001) have noted that consumer willingness-to-pay seems directly related to payment
method: consumers are willing to spend more to purchase an item when using their credit
cards as opposed to their checking accounts. Such a phenomenon could be explained by a
liquidity or buffer-stock preference as modeled in Carroll (1997). Even so, a rational consumer
who is constrained as described by the budget constraint in (4.29) should seek to ensure that
his economic behavior befits the condition in (4.35), and thus price-weighted marginal value of
wealth is independent of the liquidity type.

This leads to the natural question: do consumers behave as if the marginal value of liquidity
is the same for all liquidity types? To answer it, we will consider consumer behavior under
an alternative formulation of the above model where instead of choosing total consumption
and investment levels consumers choose shares of liquidity sources out of which to allocate
consumption. We will call this formulation the “mental accounting” formulation as it is
consistent with the idea that consumers care about the source of funds used to engage in
expenditure and /or savings. We accomplish the integration of this modeling feature into the
standard, classical utility maximization problem without altering the consumer’s preference
structure, only his choice set.
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4.3.2. Mental Accounting Formulation

Suppose now consumers behave according to the theory of Shefrin and Thaler (1988) whereby
ex-ante they set expenditure plans for themselves according to some optimization rule. Such
behavior would be consistent with what is known as the “planner’s” side of the problem.
Consumers then go out and engage in expenditure — the “doer’s” side of the problem. Here,
we will explicitly focus on the planner’s side particularly with respect to the method of payment
consumers will use to engage in expenditure.

Consumers have preferences over durable and non-durable consumption given by u;(nd, k).
Consumers have three sources of liquidity out of which they can consume — investment income
Ry - a4, available cash z;, and credit m;. The choice process takes a two-step approach. First,
consumers decide how much of their expenditure they want to come from the different liquidity
sources by choosing goods-dependent shares 0,(nd;), 0;;(nd;), and 0, (nd;) and 04 (dy), 02+ (d;),
and 0, (d;) where total expenditure of each good in the period is the weighted sum of these
shares

P4 - ndy = O (ndy) Ry - ar + 04 (ndy)z¢ + Oy (ndy)my (4.36)
Ptti . dt = gat (dt)Rt ~ay + gzt (dt)Zt + th(dt)mt (437)

Here, for example, 0,;(nd;) is the fraction of available cash z; the consumer chooses to spend on
non-durable goods nd; each period.

Given their expenditure choices, consumers then decide how much to save s; and pay
down their credit card debt with payments ¢;. The laws of motion change slightly since
the payment and savings decisions are fundamentally separate from the expenditure-share
decisions. Here, we model the evolution of credit m; and include an additional state variable z;
which corresponds to the evolution of cash or, equivalently, checking-account holdings®:

a1 S (1 — Qat(ndt) — Qat(dt))Rt c At + St (438)
Zt4+1 S Wt (lt —+ (1 — ta(ndf) — ta(dt))zt — et — St) (4.39)
bt—H — M1 S Qt(bt — my + (th(ndt) + th(dt))mt — €t) (4.40)

The value of cash next period z;1 is the value of cash this period less expenditure, payments,
and savings, appreciated at gross rate W;. Total debt next period b;,1 — m;1 is debt this period
plus expenditure out of credit this period less payment, appreciated at rate Q;.

Now assume the consumer chooses these shares 0,;(nd;), 0,t(ndy), Ot (ndy), 64t (dy), 024 (dy),
and 0, (d;), savings s;, and payments e; so as to solve his recursive dynamic programming
problem where utility is derived over consumption of non-durable and durable goods. The
endogenous state variables for this problem are assets a;, the stock of durables k;, cash z;, and
credit m;. Income [; is thought to evolve exogenously. Credit lines b; also evolve exogenously.
For notational convenience, denote the vectors of shares where the individual components are
the non-durable and durable-specific shares in bold face, (e.g. 6,¢). The consumer’s problem

6We use “cash”, “debit”, and “checking account balances” interchangeably.
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under this formulation is:

Vi(at, ki, ze,my) = Gatr%i,)émt up(ndy, ke) + B - BiVip1(asa, ki1, zep1, meg1) (4.41)
st.et

s.t. a1 < (1 —0n(ndy) — 04 (dy)) Ry - a¢ + s¢ (4.42)

zip1 < Wi(le+ (1 — 024(ndy) — 02¢(dy) )z — e — s¢) (4.43)

brp1 — mep1 < Qp(by — my + (O (ndy) + O (dy) )y — ) (4.44)

ki1 < (1 —08)ks +d; (4.45)

pr - ndy = 6, (nd;)Ry - ay + 6, (ndy)zs + O (ct)my (4.46)

p? - di = 0at(d) Ry - ar + 04 (dr) zt + Oyt (di)my (4.47)

Denote the Lagrangian multipliers on (4.42), (4.43), and (4.44) as Hat, Hzt, and p,,. Let 1, be
the multiplier on the durable goods law of motion again. When the agent chooses shares, the
first order conditions are:

Wdt = HatPt (4.48)
ou "

Wi = Witz p} (4.49)
aut . nd

nd, Qttmt Py (4.50)
Mt = Hatpf (4.51)
n = Wt#utpf (4.52)
Nt = Qettmepy (4.53)

Choices of s; and e; provide conditions on the Lagrange multipliers:

Hat = Witz (4.54)
Qtttmt = Witz (4.55)

Importantly, regardless of the functional form of the utility function chosen, the model says that
marginal utility of non-durable consumption must equate with all price-weighted marginal
values of liquidity for the different liquidity types. For durables, the marginal value of a one-
unit increase to the durable stock 1; must equate with these price-weighted marginal values of
liquidity also.

Conditions (4.54) and (4.55) provide natural restrictions to test the validity of this model.
(4.54) says that the marginal value of an additional unit of assets is equal to the return-weighted
marginal value of an additional unit of cash. Thus, individuals should maintain balances in
all of these accounts, including available credit, so that they are roughly proportional to each
other. The model thus predicts that individuals will take into consideration the relative interest
rates across liquidity sources when making expenditure decisions and choose consumption
expenditure in weighted proportions. Note that this is a result of the model which holds for all
utility functions in which consumption utility is not separable across payment categories. Thus
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as long as consumers benefit from one unit of consumption from a credit card purchase the
same as they benefit from one unit of consumption from a cash purchase, conditions (4.48) thru
(4.55) will hold. (4.48) thru (4.55) constitute a system of identifiable simultaneous equations, but
whose restrictions force the marginal utilities to relate via (4.54) and (4.55). We can test whether
this is a reasonable assumption by empirically examining how the balances of these different

liquidity sources covary over time.

4.3.3. A Test of Fungibility

The null hypotheses we are seeking to test is whether the conditions in (4.54) and (4.55) hold
with equality. This will tell us whether or not individuals have consistent preferences over
different liquidity sources and thus treat available liquidity as fungible, as predicted by the
standard neo-classical consumption/savings problem outlined in (4.28) thru (4.30) and modified
in (4.41) thru (4.47).

The primary focus of this exercise is to examine whether the classical model predicts that
consumers will adjust their expenditure out of both checking and credit card sources at rates
consistent with (4.55). Since our data primarily consists of debit card transactions from checking
accounts and credit card transactions, we will focus on (4.55) and forego analysis of how
individuals consume out of saved assets. Note that p,; and w,;; denote the rate at which the
individual Lagrangian function £;; changes with respect to unit changes in z and m respectively.
Let i index individual consumers in our dataset. Using the finite differences operator A, we can
thus write condition (4.55) at the consumer level:

Quipt = Wy 3! (456)
Canceling like terms, re-arranging the equation, then taking an expectation over time, provides

us with a testable null hypothesis at the agent level:

Az;
Ho: B Qugot — Wi} =0 457
From Figure 4.3 it appears that the distribution of our test statistic is symmetric with fat tails,
much like the distributions in Figure 4.2. Thus suppose (4.57) follows a Cauchy distribution
with parameters p and 0.7
Az;
lEi{QitAml; - it} ~ Cauchy(u, o) (4.58)
Figure 4.3 shows that, even when weighted by the gross monthly interest rate Q;;, fluctuations
in available credit dominate fluctuations in available cash. Note that available credit can change
due to three factors: 1) changes in spending on the credit card, 2) payments made against the
credit card balance, or 3) an exogenous increase in the credit limit by the bank. The latter rarely
occurs. The fact that the distribution of (4.57) is centered to the left of the origin suggests that
(4.55) does not hold with equality. We perform a formal test on this conjecture by estimating

"The distinction between these parameters from those in (4.12) is that we do not impose subscripts here.
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and o using maximum likelihood estimation on (4.58). The results of the estimation and a Wald
test on the hypothesis

Hy: u=0 (4.59)

shows that 1 < 0 almost certainly. This implies that the median/mode of (4.57) is also less than
0, so that for the median/modal consumer in our sample, condition (4.55) does not hold. In fact,
this test suggests that most consumers behave as if the marginal return to an additional unit
of credit is greater than the marginal return to additional cash, a feature which would not be
predicted by any standard parameterization of the neo-classical consumption/savings model.
The full results of the MLE for (4.58) are presented in Table 4.2 below.

The units of the test statistic are real 2009 U.S. dollars. Essentially (4.57) represents on average
how far away a household is from treating liquidity as perfectly fungible. A household with a
test statistic value of 2, for example, will on average spend $2 more on consumption due to a $1
cash increase than if they had received a $1 credit increase, while a household with a value of
—$2 will on average spend $2 more on consumption due to a $1 credit increase than if they had
received a $1 cash increase. Thus, the statistic measures the marginal rate at which households
value additional cash verses additional credit.

While the median/modal consumer appears to violate fungibility, Figure 4.3 demonstrates
that the distribution of this average behavior across individuals is rather disperse. In fact since
the Cauchy distribution itself does not have a finite second moment, the asymptotic variance of
(4.57) is effectively infinite. The variance of our sample test statistic, for example, is 6694824685,
suggesting that the Cauchy distribution may be a good selection. A small share of households
appear to treat liquidity as fungible, though about 59% of households are clearly more sensitive
to increases in available credit than increases in cash. To understand the relative shares of
households who exhibit behavior “near” fungibility, in Table 4.3 we present estimates of the
shares of households whose value of (4.57) resides within $0.01, $0.05, $0.10, $0.25, $0.50, $1,
$2, $5, and $10 of 0 for the MLE-fitted Cauchy distribution. About 16.9% of households, for
example, reside within $1 of fungibility, on average. This is not large, but it does suggest that
further exploration may be needed to better understand what, if anything, sets more fungible
households apart from their less fungible peers.

Whether all of this matters on aggregate remains to be explored. A generous interpretation
of these results would say that the neo-classical formulation does not perform too badly: a
significant share of consumers appear to treat liquidity as near fungible, depending on how
one defines “near,” and some are even more sensitive to cash increases than credit increases
(about 41%). The test reveals what mental accounting theory would expect — most consumers
are more sensitive to credit increases than cash increases — and yet the neo-classical model
does not appear utterly terrible at reconciling these facts with only slight modifications, true
testament to its durability and continuing utility for consumer scientists.
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Table 4.2.: Structural Test of Fungibility

o u Wald p-value

3388  -1.029  619.749 0
(0.054)  (0.041)

Table 4.3.: Shares of Households Within $x from 0

Absolute $ From 0  0.010 0.050 0.100 0.250  0.500 1 2 5 10
Shares of HH 0.002 0.009 0.017 0.043 0.086 0.169 0.321 0.612 0.790
0.20 - o
Prefer Credit E Prefer Cash
50.15- <k : = sl
o 1
< 1
& : 59th Percentile
3 —
< 0.10-
o
c
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£
o
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S
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MV Cash - Q * MV Credit

Figure 4.3.: This is the distribution of the individual sample mean analogs of (4.57). Notice
that the distribution is centered to the left of the origin, suggesting that the me-
dian/modal consumer exhibits behavior that is inconsistent with condition (4.55).
(Truncated at bottom and top 0.10 quartile.)

4.4. Conclusion

We have shown that the neo-classical consumption/savings model can be used to perform a
consistent, structural test of the fungibility of liquidity at the household level. Most households
are credit hungry, increasing consumption more due to credit increases than cash increases,
though there is significant heterogeneity in this behavior across households. Further, durable
goods consumption exhibits patterns consistent with the theory of mental accounting in Prelec
and Loewenstein (1998), suggesting utility from consumption is coupled with method of

payment. Broadly speaking, our results provide strong empirical support that consumers
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engage in various degrees of mental accounting.

But what does this mean for broader economic outcomes and societal impacts? More work is
needed to uncover the economic and demographic profiles of households that exhibit highly
non-fungible behavior. Understanding how credit hungriness under mental accounting is
related on aggregate to broader fluctuations in liquidity and credit availability would be a
daunting yet potentially groundbreaking endeavor. Thus our findings here should be used
as a springboard for further research that examines how household-level mental accounting
behaviors could affect broad economic aggregates, while better informing the design of policies
and products that help encourage responsible consumer credit utilization.
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A. Appendix: Home Production with Time to

Consume

A.1. Data Appendix

A.1.1. Constructing Chain Weighted Price Indices

We will illustrate how to unwind chain-weighted price and quantity indices with an example
showing how to combine durables stock data with new consumption expenditure data. Our
consumption expenditure data series are taken from the Bureau of Economic Analysis’ (BEA)
National Income and Product Account (NIPA) tables. Specifically, we take the non-durable
goods and services nominal expenditure series from NIPA Table 1.1.5. To construct real data
series, we download the chain-type price indices from NIPA Table 1.1.4. and chain type quantity
indices from NIPA Table 1.1.3. for non-durable goods and services. To account for the fact that
consumers enjoy service flows from durable expenditure over more than one period we turn to
BEA Fixed Asset Table 1.1. which gives the current dollar value of the nominal capital stock,
including consumer durables. BEA Fixed Asset Table 1.2. provides a corresponding quantity
index. From each of these, we use only the “Consumer durable goods” series.

Now in possession of data series for nominal expenditure of non-durable goods and services,
the nominal value of the stock of consumer durables and corresponding price and quantity
indices where available, we can construct our aggregate “goods” and “services” consumption
series in real chained 2012 dollars. Note that construction of the real services consumption series
requires no additional steps beyond a standard deflationary procedure dividing the nominal
services expenditure series from Table 1.1.5. by the chain type price index from Table 1.1.4. The
units of this series should be read as “the real value of services consumption expenditure in
2012 chained dollars."! Since “goods” consumption is the sum of non-durable consumption and
the consumption of service flows from the net stock of durable assets, we follow the procedure
outlined in Online Appendix C of Herrendorf, Rogerson, and Valentinyi (2013) and discussed
in Whelan (2002) to construct a measure of real goods consumption in units of 2012 chained
dollars. Unfortunately we cannot simply sum expenditure of non-durables and durables and
divide this number by the sum of 2012 chain-weighted real consumption since chain-weighted
series are generally not additive (Whelan 2000, 2002). Instead we require an aggregate “goods”
price index that accounts for changing relative prices of non-durables and the price associated
with the stock of all durables. Note that the price index the BEA uses to construct the quantity
index associated with the stock of consumer durables from BEA Fixed Asset Table 1.2. is the

1See Whelan (2000, 2002) for further discussion of chain-weighted units.
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same 2012 chained dollar index for durables expenditure presented in NIPA Table 1.1.4.2 Using
this durables expenditure price index, we can construct a total “goods” quantity index that
accounts for both aggregate non-durable consumption and service flows derived from the entire
stock of consumer durables.

Let Qgt be a chain-weighted “goods” quantity index.> Let the subscript nd denote non-
durables and d durables. Let X;; denote current dollar expenditure, P;; be a chain-weighted
price such that P; 5912 = 100, and Q;; be the real value of consumption in 2012 chained dollars for
alli € {nd, d}. Note that Q;; = % Set the 2012 base year aggregate quantity index, Qvg,2012 =1
We compute

5 (Xi Pu— 1Qit)(  Xit) :
2012 wh Al
Qqt = Qgi— 1\/ X 1) (% Pa Oy Vt > 2012 where i€ {nd,d} (A1)

Qqt = Qg i1 Zl ”Q”“ (BiXit1) 4 2012 where ie{ndd (A2
Zz zt+1ta)

Aggregate goods consumption in chained 2012 dollars is then

Qqt = Qg Y, Xz (A3)

ie{nd,d}
Finally, the aggregate chain-weighted goods price index with P 2012 = 1is just

Yic{nd,d} Xit

o (A.4)

Pyt =

In addition to a composite goods price index, we also need an aggregate consumption
price index that accounts for relative changes in the value of both services and goods over
time in order to properly place aggregate wages in the same 2012 chain-weighted units as
consumption prices. To construct this series, repeat the above procedure except this time
sum over i € {s,nd,d} to get Q:, an aggregate consumption quantity index in 2012 chain-
weighted units. From there, an aggregate consumption price index in 2012 chain-weighted
units can be easily derived by first computing real 2012 chain-weighted aggregate consumption

Xi
Q= QO Yic{s,nd,d} Xi2012, then using that value to get an aggregate price index P} = %

2Note that the BEA only presents current dollar value X and 2012 chain-weighted quantity indices édt for durable
stocks in the fixed asset tables, not prices. Nonetheless, it can be confirmed that the price index associated
with the stock of durables is the same as that associated with the flow of durables expenditure by performing

the following procedure. First, compute the 2012 chain-weighted real value of durables Q;; = % since

Qd 2012 = 100. Then compute Py = Q”” and compare this series to the price index for durables expenditure in
NIPA Table 1.1.4. They are the same.
3Since this appendix describes construction of aggregate expenditure series, household indices / are suppressed.
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A.2. Mathematical Appendix

A.2.1. Parameterized Household First-Order Conditions

A.2.1.1. CES Utility and Home Production

Here we present detailed, parameterized first-order conditions for the household’s problem

under CES utility and home production, assuming v; # 0:

ou _ _

s = tlem)'Poicl,! (A.5)
Cith
~ 1-v;

of; . \ v _

i (i + (- @)y (A6
dith
~ ]71/1-

of; v, i vi—

a{;Z = Zith (wiqitlh +(1- wi)”&) (1—awi)ny (A7)

1

Under this parameterization, the inframarginal rate of technical substitution for process i is

wj <”/ith>w_l _ D (A.8)

1 — w; \ njy, Wy,

The marginal rate of substitution for market inputs i and j is

1-v; v]-—l
9. C: p—1 z. L; ?/l‘_l ) ] v; ) . Vi P
o (th> i (wiq?;h +(1- wz’)nftlh) (wm};h +(1- w»nﬁ@) =5 (A9)
] C]th thhqujtjh Jt
Subbing out 1, (g;s,) as presented in (1.15) we have:
Wiy Wi e\
o (Giens e Gin)) = Gien zion | wi + (1 — ;) | ——220 A10
Cith (qzth/ nzth(qzth)) dith Zith <wl =+ ( wl) [Pit(l — wz):| ) ( )
We can then write the marginal rate of substitution for market inputs i and j as
vi \ U
Oiw; <’/7ithzith )p w; + (1 — w,) [ Wy Wi ] ity
0jcw; \ qjnzjtn Pir(1 — w)
(A.11)

vi o YitP

Vi L
. R I L I IR 1
" (w] +{=) [Pjt(l - wf>] ) R

Similarly, we can write the marginal rate of substitution for off-market time utilization between

processes i and j as

-1 vi—1

0; [ cimn ? zign (1 — wi)”-’h , ) v vj vi\ Vi

j <Cl‘ ) lvt]-f1 wifi, + (1 — wi)ng, Wjf gy + (1= wj)n gy, =1
J \tjth thh<1 — w]')njth
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Inverting 1, (qi,) we get

1

wyw; |
Gitn (Mitn) = Nign [Pl(lth—lwz)] (A.13)
wypw; T v
Citn (Gitn (Mitn ), Mitn) = Nien Zien (wi {Pl(lth—lwz)} +1-— wi) (A.14)
which can be subbed into (A.12) to marginalize out the market input quantities:
v pYi
6i(1 — wi) <nithzith )p [ Wi Wi ] B i
Wi| = +1—w;
9](1 — w]) Tl]‘ch]‘th ! Pit(l — (,UZ') !
(A.15)

vi=P

i o
W W;j :|1Vj J
X| wj| =———— +1—w; =1
< ]|:P](1—w]) ]>

A.2.1.2. CES Final Utility with Cobb-Douglas Home Production

When v; = 0, the marginal utilities in g;;, and n;, for the composite utility function uy, are

dilyy, - o~ (1
Sy~ e )P 0iBiziy gl iy P (A.16)
diiyy, - -~ ol

%:uth(qth/nth) P(1 — w;)0iz0, g nl P o (A.17)

We can derive conditions describing the equilibrium relationship between time use and market
inputs for a single production process. Dividing (A.16) by (A.17) we get the infra-marginal rate

of substitution between time and market goods for process i:
_ Mi@i P (A.18)
qin(1 — wi) — wy,

Using (A.18),we can write the equilibrium choice of g;; as an implicit function of n;; and vice-

versa:

Gitn(Mitn) = <1 iulw> <z1‘z:h>”ith (A.19)
ni(qi) = qz’<1 ;wl> (5;) (A.20)

Under CES utility for final consumption, and Cobb-Douglas aggregated home production,

the relative demand for market good j to market good i can be written

1 P

Y p—1  1—p+tpw; — ptpw; (wj—wj) -1
<‘7th> _ | Gif(1 = ;) /] mee | P, = ]P; X 'w:h el (A.21)
Jith 9](1)][(1 — wj)/w]-](l‘“’f)p ] Zijth
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To get this expression, start with the marginal rate of substitution for goods i and j:

9qitn it
i _ Pit A22
au[h P] ( )
aqjth
~ 1-p,,,.0.50 PWi p—pw;i( 1

_ Mth(qthrnth) Wiz qiyy, Mgy l(%h) P (A23)
T (G, 1) —Pewi0:2?, g" T’ P (L C Py '
th G, Mth j9i%in jtn ™ jn 9jin

Substitute the implicit function 7, (g;y,) for each process then cancel like terms to get

Py )/ (wnewain) " () _ D (A.24)
)/(

N, \P—pw;( 1 P;
wthw])q]th) (W) It

—pw; p—1
wibizpy, (P (1 — wi) / (wywi))” "l _ b (A.25)

p—pw; p—1 )
w025y, (Pi(1 — w)) / (wyw;))” g5 bi

AP PW; ,
w0z, Gy, i

(Pi(1—w
pw;
w;0;z%, 45, (Pjt(1 — w;

Collect like terms and move everything but quantities to the right side:

_ W p
<5]ith)p 1 B O;w;[(1— wj)/w]-](l i) Pl’o—pw]'—lPll—pqtpw,-wp(wi_wj) Zjth (A.26)
qjth iwi[(1 — wi)/aw;]1=wde | ]t ! . Zith .

Rewrite the left side so that ;4 is on top, then raise both sides to 11? power to get (A.21).
The same procedure can be applied to express the time devoted toward production process j

relative to process i as follows:

1 P
) ; p—1 w w; (wj—wj) ) p—1
Wjtn \ _ 0i(1 — wj)[wi/(1 — wi)]pwv ’ PgT{P{pr:h,T] Zith ' (A.27)
it 0;(1 — wj)[w;/(1 - wj)]Pi L Zjth
Again, start with the marginal rate of substitution for time use between processes i and j:
ity
Mgy _
ﬁ =1 (A.28)
My

, 1
~ 1-p \NA.LP L PWi  P—PW
= (G, mm) (1 — wi)Oizyy, diy, 1y, I(”'th)
1

1 (A.29)
~ _ pw; pP—pw;
”th(qth/”th)l P(1- wj)ejz?thqjth]njth ]<n]th>
Substitute (A.19) for each good and cancel like terms to get
P pwi p—pw; [ 1\ _
(1 — wi)izly, (wwi/[Pir(1 — w;) i)™ 'nly, )=
ith (A.30)

p—pw; [ 1
(1= )08y, (wamw;/[Pir(1 — wj)]njo) ™'y, <”]th>
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Collect like terms and isolate relative time use on the left hand side:

<nﬁh>" b [91(1 — @)/ (1= Wi)I™ | g ppa, plewi—w) [Zf”*] (A31)

Mt 6;(1 — w;)[w;/(1 —w;)]pwi |7t it ik Zith
Rewrite the left side so that 7y, is on top, then raise both sides to 13—1) power to get (A.27).

A.2.2. Labor Supply Dependency on Prices
A.2.2.1. CES Utility with Cobb-Douglas Home Production

In this section we derive expressions for how the household-level labor supply policy I depends
on prices, wages, and productivities for various exercises. First, we derive the function for the
case where v; = 0 for all 7, so that home production is Cobb-Douglas. We consider this home
production function in our comparative static exercises on a two-good economy where z; = z».
Second, we derive an expression for how labor supply depends on prices, wages, and home
productivities when home production functions are CES, v; # 0.

Deriving an implicit expression for [ as a function of prices, wages, and elasticities in the two-
good economy we use for comparative statics, recall that cash on hand ¥ is fixed, z; =z, =1,
and 0; = 0,. First, start with the relative time use expression from (24), multiply both sides by
15, and define the function ¢' (P1, Py, wy, wa, p, w) to get an implicit expression for n:

1
(1= wa)wy/(1 — awp)]Pw> | ™ by p2 eleaeen
(1—wi)[wi/(1— wq)lpr Py Py fw e g (A.32)

nq (712) = [

¢ (P1,Pa,w1,ws,0,w)

Continuing with the relative consumption expression from (23), multiply both sides by g>, and
define the function ¢ (P, P, w1, wy, p, w) to get an implicit expression for g;:

1

wWa[(1 — wy)/wy)1-@2)e 1 Lotpwy  12pHews  plwy—w)
= p, 7 P, 7w el A.33
71(02) [wl[(l ~ ) fawy e | 11 2 92 (A.33)
¢2(P1,Py,w1,ws,0,w)
Using q2(n2) = (11"5)2> (%) ny we can write g; as a function of ny:
w w
1 (qZ(nZ)) = ¢2(P1/P2/ w1, Wz, 0, w) 2 — | N3 (A34:)
1-— wr P2
We can now rewrite the budget constraint to get 1, (Py, P2, w1, w, p, w):
¢*(P1, Py, wy, wo, p, w) @2 hw ny+ [ ——2— )wn
1, 2,41, L2, 0, 1_ W, P2 2 1_ W, 2
Pigr (72(m)) Paga(n2) (A.35)

+ wd)l(P1/P2/ w1, 2, P, w)”z +wny = y

wny (ny)
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y

1-w

n2<P11P2/w1/w21p/w> = ]
w:

ZU|:1 + d)l(Pl/PZ/ w1, Wy, 0, w) + 11022 (%)(PZ(P],PZ, w1, Wy, prw) + 0U22
(A.36)

Finally, with the time use constraint we can write I(P;, P, w1, w;) using the objects we just

derived:

l(Plr PZ/ w1, Wz, P, w) =n- d)l (Pll PZ/ w1, Wy, P, w)nZ(Plr PZ/ w1, Wy, P, w) - 7’12(P1,P2, w1, Wz, P, w)
(A37)

For completeness, note that we require 0 < I < 7, a restriction we impose in our numerical
simulations in Section 2.2.3, where under certain extreme parameterizations time can be fully

devoted to a single, particular task.

A.2.2.2. CES Utility with v; # 0

Now relax the Cobb-Douglas assumption, allowing v; < 1 and v; # 0, and relax the assumption
that z; = z. Again, suppose effective income net of savings (cash on hand) is fixed at j, =
Rikt — ki1 + wyn. Drop t subscripts for now. Note that CES production still allows for us to
write n1(n7) as a linear function and g1(¢;) as a linear function:

ni(na) =
v Y1—pP p—Vvp

1 Vo
22 62(1_w2)>p [ wwq T‘Vl m [ wwy :|1—v2 72
2) (22— (w1 |5 —|  +1-w wy| Y217 "
<21)<91(1—w1) P —an) ! 212 (1— wy) 2 2

1 (P1,P2,21,20,0)

(A.38)
71(q2) =

y vi—p p—Vva

1 1\ - v
Z) P1Bywy \ P wwq -1\ "M waw, w1\ 72
(Zl) <P291w1> <w1+(1 wl)[Pl(l_wl)] ) w2t (1= evo) Py (1 —an) ”

¢2(Py,Py,21,2p,w)

(A.39)
Using the fact that g2(n) can be written
1
q2(n2) = na [pz(zf_wzwz)} o (A.40)
we can write g1 (117) like above:
1
q1(n2) = ¢*(P1, Py, 21, 22, w) {Pz(iuc—vzwz)] o 1y (A.41)
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This gives:

nZ(Pll PZ/ Z1,422, w) =

y : (A.42)

1

T=vy T—vy
w4+ wdpl(Py, Py, 21,20, w) + P1?(Py, Py, 21,22, W) [Pz(ul%fiuz)} 24P {Pz(zi)fiuz)} 2

A.2.3. Proofs

Lemma 1. Assume each household is a utility maximizer. Under Assumptions 1, 2, and 3, and under
Theorem 1 of Green (1964) attributed to Leontief (1947), we can restrict our analysis to

ﬁth (‘71th/ coo s Qithr oo s GIths Mthy «+ s nlth) (A43)
where g;4, is some index that describes the grouping of market goods {Qilth/ o Qijith - -+ i ]ith}'

Proof. For notational simplicity, denote the marginal final utility for the consumption of market good
qij;t by Mut(%‘jit) which is

ou af,t

MU (gij) = 5~ 0ij,t

(A.44)

Let j; and j} index two distinct components of q;,. Theorem 1 of Green (1964) states that the indices
comprising grouped market goods must be constructed so that

0 (Mut(qijit)

=0 Vi'#i A.45
it Mut(ﬁlij;t)) (A4

where j indexes a component of q;,,. Note that under Assumption 3 we can write

MU(qis)\ i
tH\Gij;t ) Cit Oqij;t
= (A.46)

(Mut(%'j;t)

ou ofit
dcit aqij?t

aafit

_ 9ij;t

= 7, (A.47)
aqijlft

(A.47) only depends on goods in g,,. By Assumption 2, (A.45) thus holds. Together under Assumption 1,
Theorem 1 of Green (1964) is satisfied. |

Lemma 2. The shadow price of activities c;;;, associated with the consumption of g, is equal exactly to

Py if and only if % _1
Proof. (<) Suppose aﬁ = 1, then clearly % = Pypyy, from (11).

(=) By contrapositive, suppose aq{—;'hh # 1. Let Py be a candidate shadow price. We will show this
cannot equal Pj;. Note that

ou ~

=P A4

i, it Hth ( 8)
au Pit

_ A4

and = o o M (A49)
qith
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Py =L £p, (A.50)

O

Proposition 1. For each i, the value of the production of final good c;;, net of the cost of market
expenditure (value added) is equal to wy;, 1, the market value of time spent on task i.

Proof. From Becker (1965), let p,,, be market inputs per unit of output c;y, and let w;;;, be off-market time
per unit of c¢;,. Then we have

Qith = PignCith (A.51)
ity = WitnCith (A.52)

which implies that implicit prices can be written

Ginn gfith Qitn
— zth qith Cith
Pitn = c Ifitn (A.53)
ith =L
Mitn
" gfith (o
= __ Hth _ 9Ny Cimn
Wiy = o = ofm (A.54)
ith et 2.3
Mmjgy

Now under the homogeneity of degree one assumption, we can apply Euler’s Homogeneous Function
Theorem to write:

Cith = fitn(Qitn, Mitn) = aj{;ihq ar{lth ith (A.55)
l l

_ Ofith Gitn n A fien Ny
a%th Cith My Cigy

(A.56)

Note that the terms on the right hand side of (A.56) are the output elasticities. Denote this value as
wjy,, where in the context of this proof the output elasticity is not necessarily time independent. Since
ggxﬁ gi’f’}’ > 0 and gy, njpy, and cjy, > 0, then all terms on the right hand side must be between (0, 1)
implying wyy, € (0,1). Thus we can write implicit prices in (A.53) and (A.54) as

— Wity
Pith = 37, (A.57)
ity
— 1—w; h
Wiy =~ (A.58)
Mgy
Now consider a version of the budget constraint:

I I

Z itqith < Wt (i’l -y nit) + Rikyp — kiy1p (A.59)

i=1 i=1

Multiply both sides of (A.51) by the market price P;; and both sides of (A.51) by the market wage wy,
then substitute into the budget constraint to get:

I

Y (PP + wi @iy )cin < wit + Rekyy — by g (A.60)
i=1
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Following Becker (1965) the price of final consumption v, is

Yity = Pit Py, + Wi Wiy (A.61)

Now consider the nominal value of final consumption ¢, Using (A.57) and (A.58) we can write

this as:
Pywiy, | wy (1 — wig)
YinCitn = < 5 fmj + o == ei (A.62)
it My

Applying Euler’s theorem as before:

Pywig | wi (1 — wigm) \ ( 9fitn it
ithCith = ; n; A.63
lpzth ith ( m + af;rh aqith qith + anith ith ( )
i, My,
gfz‘th gfih
n; qi
= qim P wip, + W_Z:”ithl’itwim + ﬁ%thwth(l — Wipy) + g (1 — Wigyy) (A.64)
Mien Ny
gfih
But note that a;l’;;‘ is just the marginal rate of technical substitution which must be
I
gfiﬂz -
nign . Wth
P, (A.65)
9ith

Thus (A.64) collapses to VPjsy;citn = Pitqimn + wiyniy,. Then the value added from home production is just
the value of the home productive process less the value of market inputs purchased, i.e.:

YinCith — Pitqith = WMty (A.66)
o

Proposition 2. Fix P} = P, = 1 and z;. Consider the following cases separately:

i. If the outputs of home production are substitutes so that p € (0,1), then an increase (decrease)
in z; is welfare improving and results in an increase (decrease) in equ111br1um o and an increase
(decrease) in E

ii. If the outputs of home production are complements so that p € (—o0,0), then an increase (decrease)
in z1 is welfare improving and results in a decrease (increase) in equilibrium Z—; and a decrease
(increase) in %

Proof. We present the proofs for the two sub-statements of the proposition together since they each rely
on the quasi-Hicksian relative demand functions:

1
1/[7912 qp 1-w p_Ppr—pw o
g2(q) = ( 111_((1,“; ) p— " (A.67)
0225 (* ) Pz
1
i — 01z (1% PO ppw—1 »
na(ny) = < . 1w<1 o) S (A.68)
0:25(7%5)" Ps

In (A.67) time use has been concentrated out using (21) and in (A.68) market purchases have been
concentrated out using (22).
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To understand how relative demand changes for any given utility level # due to a change in %,
suppose z, 41, and U are fixed, along with prices and elasticities. Partially differentiating (A.67) in z; we
get:

342(071)__ 1o (P prpe 1 pp p—1
“om q2(q1) 7 P 2 712y <0 Vp (A.69)

Thus for all possible p we are considering, an upward adjustment in z; leads to a downward adjustment
in g, relative to q; at every possible utility level. An identical argument holds for % Thus, changes
in z; affect the curvature of the indifference curves. Specifically, as a result of changes in z1, relative
market purchases and time use either fall dramatically or very little which is readily apparent following
from the limiting conditions

Jim 292(91) ~0 (A.70)
q1—0 821
pe(0,1)
lim 220D (A71)
q1—0 821
p<0
m %2011 - (A.72)
q1—o0  dzq
pe(0,1)
m 220 (A.73)
qi—o0  dZq
p<0

ony(ny)
021

The same limiting outcomes occur for . This implies that for every = pair, holding g; fixed the

associated value of g, declines, causmg the indifference curves for every u to shift downward.

The sign of equilibrium changes to > and 2L 1 depends on how the slope of the indifference curves
change as a result of changes to z;. N ote that the composite utility function is homothetic, implying
linear expansion paths. o

Proposition 3. Fix z; = zp = 1 and P,. Consider the following cases separately:

i. If the outputs of home production are substitutes so that p € (0, 1), then an increase (decrease) in %
leads to a decrease (increase) in equilibrium 0 and a decrease (increase) in equ111br1um

ii. If the outputs of home production are complements so that p € (—o0,0), then an increase (decrease)
in P L leads to a decrease (increase) in equlhbrlum and an increase (decrease) i 1n

Proof. Suppose P, = 1. Consider the two cases separately, and note we need only prove monotonicity:

i. p € (0,1) —If P; increases then the budget constraint shifts inward, as in Figure 1. Refer now to the
marginal rate of substitution conditions in (25) and (26) and consider equilibrium choices which
must satisfy

p 1- p+p

q1 1

— = A.74

72 (P2> (a7
pw

ny o & =T

n_(B) a7

Vp,w € (0,1), 1= —e Y < 0and 227 < 0. Thus as P, rises equ111br1um and ! fall.

ii. p < 0 — Note that for p < 0, 17"“"” < 0as long as p < 7= which holds Vw € (0,1). But now the
sign of %} has changed and pw > 0. Thus 1 5 and i co-move negatively.
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Proposition 4. Consider the implications of two separate cases and their corresponding sub-cases:

(wz wl)

i. Suppose £ < 0 so that q1 is decreasing in w then one and only one of the following must

hold:

a. p<0and wr, < wq

b. p€(0,1) and wy > wy
ii. Suppose 22— (“:)2__1“”)
hold:

a. p<0and wy > wq

> 0 so that Z—; is increasing in w then one and only one of the following must

b. p€(0,1) and wy < wy

Proof. We will prove each case separately:

i. Suppose 2 < 0. Clearly, for all feasible p < 1 the denominator is less than 0. Therefore,

p(wy— wl)
o—
we must have p(w2 — wi) > 0. This happens when p < 0 and w, < w; or when p € (0,1) and

wy > wi. The converse clearly holds as well.

ii. Suppose M > 0. Clearly, for all feasible p < 1 the denominator is less than 0. Therefore,
we must have p(w2 — wq) < 0. This happens when p < 0 and wy > w; or when p € (0,1) and

wy < wi. The converse, again, clearly holds.
o
Lemma 3. In a two-good economy with CES utility and Cobb-Douglas home production. Suppose
wy > wq. Then

1

o = [(1 — )/ (1 - wz>1f’“’2] T lwz[(l — ) /an)’

(1 —awi)[wr/(1 = w)]Per wi[(1 — wy)/wy]A-@1)p

—
|
S

N
~—
°

] T @' (A.76)

Proof. Conjecture (A.76) holds. We will show that this is true as long as wy, > wy:

1 1

(1— w))[ws/(1 = )P | " [awa[(1 = w))/wy] -2 | 77
< A77
[(1 )l /(1— )P wn[(1= wr) Jawn | 105 A7)

1—puwy (w1-1)p 1—pw, (wa—1)p
w1 Wy wr
< (1—601) (1 w1 > <(1—w2) (1—602) (A78)
w; 1-p wWs 1-p
o (YT () )
w1 1-— w1

& w0 < T—w, (A.80)
& wy >wp  since wi,w;y € (0,1) (A.81)
o

Proposition 5. Let P; = P, = 1 and z; = z; = 1. The following hold:

i. If p € (0,1) then consumption and time use flow toward the less time intensive task, but the
consumption allocation changes more than the time use allocation.

ii. If p < 0 then consumption and time use flow toward the more time intensive task, but the consump-
tion allocation changes more than the time use allocation.
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Proof. Assume throughout the proof, WOLOG, that w, > w;. We have

1
[ 1- pT Wy —w
(ql> R R (A82)
42 | an[(1- w1)/wi|(A-w)p
d)q(wl/wZ/p)
- 1
my _ (1 — wz)[w2/(1 — a)z)]pwz et "(“’2:1“’1)
(”2> B _(1—w1)[w1/(1—w1)]pw1 w (A.83)
d’n((U1,(U2,p)
Note that:
dq1/q2) _ qp(wZ —wp) Plepey)
w ¢ o1 v (A.84)
m/mz) _ gl = @1) 23 (A85)
Jw p— 1

where ¢7, ¢" > 0 always.

i. Suppose p € (0,1) and wy > wy. Then % < 0 so relative consumption and relative time use

both fall, as process i = 2 sees relatively more inputs than previously. Process i = 2 is the less time
intensive process. It follows that for p € (0, 1), relative consumption and relative time use both flow
toward the less time intensive process, but the consumption allocation changes more than the time
use allocation since ¢" < ¢7 by Lemma 3.

(

ii. Suppose p < 0 and wy > w;q. Then %}wl) > 0 so relative consumption and relative time use both
rise, as process i = 1, the more time intensive process, sees a relative increase in resources compared
to process i = 2. Again, the consumption allocation changes more than the time use allocation since

¢" < @7 again by Lemma 3.

O

Proposition 6. Suppose z; = z = 1, but P; and P, are free. Consider only non-inflationary relative
prices, so that either P} <1 < P or P, < 1 < P;. Suppose, without loss of generality, that w, > w;. The
following must hold:

i If % < 1then I changes faster than ! as w rises.
2 92 n2

ii. If % > 1 then it is ambiguous as to whether Z—; or % changes faster as w rises.

The signs of changes to relative consumption and time use depend on p and are the same as those
outlined in Proposition 5. For w; > wj, just exchange all index numbers.

Proof. Define the following intermediate parameters 31 = % and 3, = %. These are the power
coefficients on P; and P, respectively in the expression for % The coefficients on P; and P, in the
expression for Z—; are 31 — 1 and 3 + 1 respectively. By Proposition 5, relative consumption and time
use both fall when p € (0,1) and rise when p < 0 as w rises. The same holds when P; # P; since P; and

P, enter the expressions for relative consumption and time use positively.

i. Suppose P; < 1 < P,. Then for all valid values of p # 0

PPt < pfrt (A.86)
1
Py < pit (A.87)
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Using the results from Lemma 3, this implies that

¢"PPIPY < TPt (A.88)
which implies that
oq1/92) | |90m/ma) | oo (0,1) and Wp<0 (A.89)
ow Jw
ii. Suppose P, <1 < P;. Then
ph  phi-1 (A.90)
P2 > pprtt (A91)

By Lemma 3, since ¢" < ¢, then depending on the magnitudes of the underlying parameters and
prices

¢" PP Py < p1pfrt ppat! (A.92)
or  @"PPIPS > grpfrlphatt (A.93)

The degree to which relative consumption moves more than relative time use is thus ambiguous if
wy > wq and P < Py.

A.3. Estimation Details

A.3.1. Description of Hamiltonian Monte Carlo

For a thorough and readable, detailed treatment of Hamiltonian Monte Carlo (HMC), we recommend
reading Neal (2011). For an equally thorough, more technical treatment, read Betancourt and Stein
(2011). For a brief overview of HMC see Gelman et al. (2013c). Here, we provide the “Reader’s Digest”
overview of the sampler’s properties and benefits since there are very few examples of this particular
estimation technique being used in the econometrics literature.* This Appendix is not intended to be a
full treatment, only an outline.

Recall, in traditional Bayesian MCMC posterior sampling (i.e. Gibbs sampling or Metropolis-Hastings
sampling), the state of the sampler at iteration m is the m draw of the parameter set P" from the
posterior distribution with density 77(P | D, H). Thus a traditional sampler is a Markov Chain operating
in a discrete, countable sampling space, with discrete dynamics. For example, the m!" draw of a
Metropolis-Hastings sampler depends on the m — 1 draw, and the econometrician knows this distribution
has converged when autocorrelation between draws has been sufficiently minimized, depending on
the nature of the estimation problem. HMC extends this concept to a sample space with continuous
dynamics.® In Hamiltonian dynamics commonly employed in physical mechanics, the state of the system
depends on both the forward “momentum” of the system Q and the “position” of the system P, each of

4The only published example in the economics literature we were able to find is Burda (2015). Martin Burda also
has a recent working paper providing an application of HMC to a discrete choice model (Burda and Daviet 2018).

SRecall, “dynamics” in this context refer to the dynamics of the parameter sampler, not actual time, as in the
modeled structural dynamics of the underlying agent’s decision process. One dynamic operates over the sampler
dimension m while the other over the data dimension f. This can be confusing when estimating models wrought
from a dynamic decision process or which have dynamic time series components.
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the same dimension. The Hamiltonian equation associated with this system is the sum of “potential”
U(-) and “kinetic” K(-) energy:

H(Q,P)=U(P)+K(Q) (A.94)

The partial derivatives of this equation will determine how the parameter space P evolves as the sampler
proceeds, as well as the rate of this evolution Q.

Since the “dynamics” of our particular task involve traversing a parameter space over which some
posterior density function 77(P | D) is defined, the potential energy function for HMC is just the negative
log of the right hand side of (1.51):

U(P) = —In (D] P)=(P)] (A.95)

Note that we can sample from this using HMC only if U (P) is continuously differentiable over the entire
sample space since HMC operates on Hamilton’s equations which require computation of the gradient
vectors for both U(-) and K(-). Let # denote the cardinality of a countable set. In practice, the kinetic
energy function is defined conditional on P and taken to be a quadratic of the form:®

K(Q|P) Q4 Qi A, (P) — %m [det(A(P))] (A.96)

1 M@

#Q #
"Lk

I\)\»—\

where A(P) is what is called the mass matrix and may be constant. It could also be restricted to the
identity matrix or simply be diagonal. At most it is a dense symmetric positive definite matrix that
represents the variance/covariance of an underlying conditional Gaussian distribution function for the

momentum vector:
QP ~N(0,A(P)) (A.97)

A dense A(P) can help account for high local non-linearities in U(P), though can be difficult to compute
(Betancourt and Stein 2011). In our estimation, we allow A(P) to be diagonal and tune A(P) during a
warm-up period using Stan’s HMC implementation (Stan Development Team 2016).”

Having defined the objects on which we operate, we can summarize the algorithm described in detail
in Neal (2011). Here is where the kinetic energy component of the Hamiltonian helps greatly speed up
convergence and reduce autocorrelation in our sampling routine. After a sufficient warm-up period,®” a
sampling step proceeds as follows:

i. Given the position from the previous iteration P, draw a new Q from (A.97). In a sense (A.97)
is thus the HMC analog of what is commonly called a “proposal distribution” for an MCMC
Metropolis-Hastings algorithm.

ii. Given (Q,P), iterate on Hamilton’s equations using the leapfrog method for L steps to get a pair
(Q’,P").10 This is your proposed new state.

6This is a more flexible form of the kinetic energy function than that in Neal (2011). See Betancourt and Stein (2011)
for more details.

7Stan is free software for high-performance HMC which utilizes automatic differentiation, LAPACK, and BLAS
libraries for computational efficiency and which can be implemented and executed in a number of top-end
scientific computing programs like R, Python, Matlab, or executed simply from the shell. See http://mc-stan.org.
For examples using the Stan language to execute HMC models, see Gelman et al. (2013b).

8This is akin to the “burnin” period for an MCMC operating under discrete dynamics.

9This is handled automatically by Stan and discussed thoroughly in the software manual, (Stan Development Team
2016).

10See Neal (2011) for a detailed description of this iterative method and how it operates on Hamilton’s equations.
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iii. Similar to the Metropolis-Hastings algorithm, draw a uniform random deviate u ~ [0,1] and
accept (Q', P’) as the next state if

u<exp{—H(Q,P)+HQP)} (A.98)

HMC is most useful when sampling from 77 (P | D) is computationally burdensome and may require
an incredibly long chain of discrete draws in order to achieve convergence. This happens in cases
where posterior draws are likely to be highly autocorrelated in a traditional MCMC, especially when
using Metropolis-Hastings algorithms where high autocorrelation may also require low acceptance
probabilities, thus further giving reason for a long sampling chain.
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B. Appendix: Aggregate Burdens of an Aging
Population

B.1. Proofs

Lemma 1. Forall v > 0, Assumption 1 holds.

Proof. This proof is trivial, but requires the assumption that ¢ > v so that Inada conditions are satisfied
and c is thus feasible. Under that assumption, clearly In(c — v) < Inc. i

Lemma 2. If 0 < v < ¢ot(1) — cot(0) then the ratio of the marginal utility of non-diseased consumption
to diseased consumption is such that MUy (0) /MU, (1) > 1.

Proof. Assume Inada conditions are satisfied such that c,;(1) > v and ¢,¢(0) > 0. Given Lemma 1, v > 0.
Note that:

MUy (1) = ()= (B.1)
MU (0) = Cotl( 5 (B.2)
Rearranging the inequality in the premise we get
cot(0) — v < cot(0) < cot(1) — v (B.3)
= le(o) > cot(ll) — (B.4)
o
Corollary 1. Aggregate growth gy, depends only on wapr;, not population levels.
Proof. Define the period t gross output growth rate as (1 + gy;) = % Note that
Yi = Ny~ (14g2)" - agy (1= Ly — hy)' = (B.5)
SO
-
(T+gve) = % = (1+gn)(1+g2) (a:fil)a<1 _11;3: — Z;tt_l) ) (B.6)

In Proposition 1 we showed that household policies depend only on wapr;. Thus gy ; depends only on
wapr;. o

Proposition 2. Assume the survivalrate s, ;.1 = s, is constant and the diseased old distribution y; =
is stationary. Then along a BGP the working-age population ratio wapr is constant and given by

1+gn (B.7)

wapr = —
0
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Proof. The population of young agents entering the economy in period f is
Nyt = (1+gn)Ny,t-1 (B.8)

The population of old agents evolves according to

Not = SoNy,t—l (B.9)
Substituting for N, ;1 we can write:
N 1+
yt SN
= B.10
Not So ( )

Note that %Z: is the working-age population ratio wapr. The right-hand side of the above does not

depend on t. Thus:

1+gn (B.11)

wapr = —
0

O

B.2. Calibration

B.2.0.1. Setting p — Ratio of Diseased to Non-Diseased Benefits

We calibrate p by using estimates from Hurd et al. (2013) and Mommaerts (2016). Mommaerts (2016)
uses RAND Health and Retirement Study (HRS) data to estimate median permanent income ($14, 157
in 2010 dollars) of sample respondents over age 65 from 1998-2010. We then use the Social Security
Administration’s rule of thumb permanent income replacement rate (0.4) to compute the implied Social
Security benefits for the median retiree:

14,157 - 0.4 = 5,662.80 (B.12)

Using HRS data, Hurd et al. (2013) estimates that average total annual Medicare spending for demented
individuals is $5,226. To compute a baseline for total benefits received by diseased agents we add $5,226
to Equation (B.12) to get $10, 888.80. The steady state ratio of diseased to non-diseased benefits is:

10,888.80
=% sen50 = 192 (B.13)

B.2.0.2. Steady State Equations

The de-trended steady state conditions are below. In order they are as follows (B.14) thru (B.17) comprise
the young agent’s intertemporal consumption condition, intratemporal consumption/leisure condition,
intratemporal leisure /hospice care condition, and budget constraint. (B.18) thru (B.19) define the old
agents’ market goods conditions. (B.20) and (B.21) describe the equilibrium factor prices. (B.22) describes
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the accidental bequest condition and (B.23) is the government budget constraint. ! 2

l_ﬁ.M.R*w l-o o G+(1_¢) 1 (B.14)
x;  wapr x5 (1)1 (h5)7 = v \x5(1) x5(0) '
H Y . x
—=w(l-1) (B.15)
o x
B, o ( h} )0_1wapr (B.16)
Iy x5 (1)1 (h;)7 = v \x5(1) P '
xytay <R by +w' - (1-1)- (11 —hy) (B.17)
%5(1) <R"-ay +p-T7(0) (B.18)
x5(0) < R*-aj + T*(0) (B.19)
1— % —K* 11—«
R* =1+ (1+gN)oc<(;*y>> +6 (B.20)
Y

=(1 a; : B.21

w" = ( _‘x)<1—l;—h§> (B.21)
_ 1+4gn

% _ % wapr

by = Oy o . (B.22)
w* -t -wapr- (1 -1, —hy)

T*(0) = B.23

The steady state does not admit a neat closed form analytical solution due to the non-linearities in (B.16).
We solve the steady state using Powell’s hybrid method.

INote that we substitute s, = 11;% and take zg = (1 + gn)%.
2The equations presented here are first-order conditions after composing flow utility with the home production

functions.
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C. Appendix: Two Stage Budgeting Under
Mental Accounting

C.1. Mathematical Appendix

C.1.1. Proofs

Proposition 1. Assume [, p,, and r; are ex-ante known to the consumer at the beginning of the period
when making budgeting decisions. Optimally choosing ex-ante budgets is equivalent to optimally
choosing ex-post consumption if and only if consumers face perfect foresight over spending shocks ¢; ¢
and no cognitive frictions (I;;; = 1 for all j).

Proof. For the following proof, fix l;;, a;, and p;,.

(«=) With perfect foresight, by definition ¢;; = 0 since there is no uncertainty. If I;j; = 1 for all j then
consumers make optimal updates to each budget weight for each j, where it is sufficient to drop the
expectations operator since {;; = 0. Further, note that since z;; can be written as a function of g;; the
equilibrium condition can be written

auit aqiji‘ 8u,-t azit

C1

a%‘jt a@l‘]’t aZit a@l‘]‘t ( )

_ Ouy it n duir 9zir 9ijt (C.2)
aqi]'t aei]'t 0zt a%’jt aeijt

_ Quyy N ouj 9zjy _ 0 (C.3)

9qijt  9zjt 0Gijt

where expectations are dropped since there is no ex-ante uncertainty. Now suppose rather than choosing
ex-ante budget weights, consumers choose ex-post consumption. The optimal choice of g;;; must satisfy
the equilibrium condition in (C.3). The choices are thus equivalent.

(=) For this logical direction, we engage in proof by contrapositive. Suppose now that either con-
sumers do not face perfect foresight so that they do not know ¢;; ex-ante, or there are meaningful
cognitive frictions, that is Z Gijr <.

First, let us consider the case where ¢;; is unknown ex-ante but Z Iijt = ], so that there are no
cognitive frictions. Note that ex-ante budgets 9 ; must satisfy the mam equ111br1um condition. Denote
Q]Jfl t+7/iuijt g;jflzt+71u1]t
Pjt
expected indirect utility function. Note that for each j optimal expected consumptlon 5 j¢ must exactly

ex-ante expected consumption by E;q;j; = %’t = . Now replace with g;j; in the

solve
ou; ou;; 0z;
E: ~zt + it ~lt C4
lt{a%‘jt dzjt 9qijt (€4
= Eit{ (XZ f Dl } =0 (C5)
Gijt + 5, +1 lit — X lpjedije + Gijel + mi 4 7ibit

136



Ex-post ’ﬁjt(Ci jt) satisfies (C.3) by construction. Since the random variable ;j; enters (C.5) non-linearly,
by Jensen’s inequality ﬁl*]t # q:f].t except for a measure-zero realization of ¢;j. Since q~l’fjt is completely
determined by ijt, lit, ajjt, and pj;, it follows that ex-ante budget choices are not equivalent to choices of
ex-post consumption if (;j; is not known. Clearly this holds for all j.

Now suppose ¢;j; is known but 3j such that I}j; = 0, the consumer thus cannot choose an ex-ante
budget for category j and sets his budget such that 6;; = 6;;; 1. There is no ex-ante uncertainty, so we
can drop expectations. Except for measure zero values of 0; it—1s

ot (6j-1)  Auy 9zt (6ije—1)
a@i]'t E)zit a@ijt

#0 (C.6)

where the dependencies are to note that the first order condition is evaluated at 6;; ;1. Now the level of

. . . .~ 0;i ¢t 1l +viai; . .
consumption associated with the budget share is g;j; = M, but this value will not force the left

hand side of (C.6) to equal zero. Here, optimally chosen q;*jt satisfies (C.3) by construction. It follows that
qijt # Gijt- -

Proposition 2. Suppose y; > 0 and «; ;11 > 0. For some y indexing t;;, fix 19}“, —yt and consider the
*

partial sensitivity of Dyt

to y; under the following conditions:

39!
1 . . .. yt
i If iy t > 0and Zmiw ajjr > 0 then 3y > 0.

ii. If iy, + > 0and ¥z, ajj < 0 then as long as a1 is sufficiently large a% > 0.

097
cee . . . . . . . yt
iii. If iyt < Oand Y} Aty Bijt > 0 then as long as «; ;11 is sufficiently large 3 < 0.

*

097
; 4 A g yt
iv. If iyt < 0and Z/;“fyt ajjy < 0 then 3y < 0

5

99’
Proof. We will show the sufficient conditions that ensure aj’/y_ £ > 0. Note from (3.8)

]
90y Gy X g g, €
Vi lit (i, + 1) Lt (g, + o gi1) '

where expectations can be dropped due to the linearity of the optimal budget weight in the random
variables ;. Since lit(“i,qy, +a;j11) > 0 we can focus on conditions that ensure Xy Z;Zl ajjt +

%, J 147t > 0.
Suppose ity b > 0 then we want conditions that ensure

Y, dijt
yt 1]
Kigyyy T Xifjp1 > ————— (C.3)

aixtiyt/t

&

09}
Clearly, if Lty Bijt > 0 then (C.8) always holds ensuring a)’/f' > 0. If Lty ijt < 0 then —

Since «;,, € (0,1), by theory, then we require %, to be sufficiently large in order to ensure that

X iy it

ai/‘iyt/t

> 0.

budgeting responsiveness is increasing in the sensitivity parameter ;.
Now suppose iyt < 0, so we want conditions that ensure

Yoo ai;
JFELy it
iy + i1 < — (C9)

ai,Liyt,t

Z' o Bij
Ify s Bt > (0 then — %’fﬂ]t > 0. Thus, we need «; 1 to be sufficiently small relative to total under

spending in all categories j # tjy;, ¥ g it in order that budget responsiveness is increasing in ;.
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):j;nl-yt ajjt
ai,tl-

Finally, when } juy @it > 0,1t s clear that — < 0, which implies that (C.9) never holds implying

yt’
%

D
yt
3 < 0. O

Proposition 3. Suppose ki > 0, [;; > 0, and «; ;1 > 0. Without loss of generality, let 1;; = (1,2,3,...)
and suppose t; is of dimension J' < J. Consider the total responsiveness of the components of 9, to Ajyt
where y € 1.

. . R .
i. Higher a;, leads to lower Sfyt, ie. dT:Z; = — %

ii dos
ii. Foralls € 1;; wheres # y, dﬂfbi -0
iy

Proof. We begin by differentiating the optimal budget share equilibrium condition in equation (8) in the
main text. Note that expectations can be dropped since (8) is linear in unknown random variable g;;.
Consider the system of implicit component-wise total derivatives:

* *
ddjy, _ Y Z Mt i1 ddy,
- 1s
da;y; i & 7 o+ dagy
* *k
ddjp, Y X2 . Z Mt Xip doj,
- s
daj liiop + o1 55 o+ a1 dagy (C.10)
*
T () oy doy,
=0 = ist
daj L i + o1 S50 iy + g dapg
Note that (C.10) is linear, so after some algebra, we can write this system in canonical form:
do;
1t —p (C.11)
dajy;
where
o1+ 141 a1+ 41
Kip+&j 41 Aip+& 41 Aip o 41
A= : : (C12)
_ j':,-]/l Ocl-j/v . (Xill. 1
iy ot ‘Xi]/+‘X,,I+1 OLZ-]/+OL,J+1
ddy,
dajy
do}
* 2t
R R T (C.13)
dajy :
df}?]’,t
dajy
_Yi
lit
_Yi_ %o
b= lip dip+atij41 (C.14)
i 4

lit OCI-[/ +0(,'//'+1
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Conjecture that a solution to (C.11) is

_Yi
lis
o, 0
— = (C.15)
da;y; :
0

Note that (C.15) is indeed a solution, and it is the only solution since A has full rank J'. It is clear that

4. 49

=pb C.16
da;; ( )

by inspecting the row-wise dot products on the left hand side of (C.16). This results holds for all values
of y € 1;; indexing a;y;, so that a simple re-arrangement and re-definition of the indices for y # 1 will
yield the same outcome. o

Proposition 4. Suppose ki > 0, [;; > 0, and «; ;1 > 0. Without loss of generality, let ;; = (1,2,3,...)
and suppose t;; is of dimension |’ < ], strictly. Then both the sign and magnitude of the total responsive-
ness of the components of 9, to a;;; where j ¢ 1;; is ambiguous and depends on the underlying values of
the utility parameters «; and o; j 1.

Proof. We will prove this by considering two numerical parameterizations and showing that both the
signs and magnitudes of the total derivatives are different under the different parameterizations. Without
loss of generality, let | = 4and J' = 3. Lety; = I; = 1. Letoy; = (0.1,0.15,0.4,0.\'_%5)—r and consider
two values for «; ;4 1: ocil,]H =0.1and (x%Hl = 5.4y = (1,2,3) so that j = 4 is the category for which
Iijt = 0. The relevant system of equations is

* *
dﬁilt _ 23] . Z T , 2451 dﬁist
- 1S
da;s o oG S o Ay daigy
* *
T Y app Aoy C17
dan , ist™ da (C.17)
Ajat Qg T j+1 i3 2 T j41 Adigy
* *
d9i3t _ [24)] . Z I , ;3 dﬂist
- 18
dajy appt oGy S5 a3 Ay daig

After some algebra, we get the canonical linear system

do;
A-—L —=p (C.18)
dajy
1 A1 A1
a1t 1 Xt
here A= |_——%2 _ S — C.19
where Aip & 141 1 Kip 0 1+1 ( )
A3 %3 1
a3t 1 X3+ 141
Xi1
a1+ 41
— % 2
b i+ J 41 (C.20)
A3
a3+ 141

Now consider two equilibrium solutions to this system under o j+1 and o? j+1- Note that with o) J41 =
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0.1 we have

0.227
ds;,
= 0.033 C.21
dajy (2
—0.933
With zx}, 41 = 5 we have
—0.014
do;,
= | —0.023 C.22
da;y (€22)
—0.073

Clearly, depending on the value of «; ;. 1, 9}, either goes up when a;4; goes up or goes down when a;4
goes up. The same holds for ¥},,. Note that a1 < «jp < ;3 suggesting that the magnitudes of «; and
a; j+1 both matter in determining the responsiveness of 9} to a; jtr ] € it O

C.1.2. Inversion of Optimal Budgeting Equation

i,—yt
of optimally chosen budget shares which does not include y. Note that this vector may be empty. The

Suppose there exists at least one j for which T}j; = 1. For some y indexing t;;, let 9 denote the vector

*

optimal choice of budget share ¥ Yt

(9; ) for good i can be expressed

*
‘9z'yt

(97

*
‘Xl',liytlit — “ir"iyt ZfELit(rit)j;&Ljy, (ﬁijtlit + Yifijt + Cijt)
1,—y,t) = E;

lir (i, + ijy)
(g + 5 151) Vit b+ Gty t) + X 11 Pyt
it (e, + iy1)
Xy ( Zgzl(l = Tijt) Ojelis + viije + Cijt) — m; — thit) }

lit (i, + 1)

(C.23)

where 0;j; = 0;j; 1 for j ¢ 1;;(T';t).

First, we will make a slight transformation to the indirect utility function which will greatly aid
with computation of first order conditions. For each additively separable utility component In(g;;; +
1) = In(xijt/pjt +1) = In(x;5t + pjr) — In(pj¢). We can thus transform indirect utility to permit direct
substitution of x;j; for each j without needing to divide out pj;. This yields the expected indirect utility

function
J
E;;vit(6;1) = Ej o In(0ijelit + viaije + Gije + pjt) (C.29)
=1
J J
+ o741 1n (lit — Y 166l + viaij + Giji] +mi + Ttbit> — ) In(py) (C.25)
= =]

where — ):;:1 In(p;¢) can be safely left outside of the expectation since we assume price levels, entering
the week, are known to the consumer. Now under this parameterization, the first-order condition with
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respect to 9;,; is

E & Llytllt
t
Diyelit + Vitiiyy t + Cigyy b T Priye t
litet 11
I a- ! 4 b;
t) — 2]21( 1]t)( ijtlit + Vifije + 1]t)+mz+7’t it
(C.26)

k¢
lit*Zy/ 1( zy’tllt+7/1a1L /tt+ClL

1y/t

Ignore expectations for now, divide by [;; which is assumed known, and multiply both sides by the terms
in the denominator to get

iy lit = Qi Lit Oy — iy, Y il + viaije + Gije)
jeuir(Ti)
j;tliyt
] (C.27)
= Qg (Vittigy b+ Gy ) — iy Zl(l = Tije) Gijelit + viaije + Cije) + eti, (mi + ribir)
]:

= a1 Diyelie + 0 111 (Vittigyp 0+ Cigyy ) + 06701 Pyt

Isolate 9;,; and take expectations to get (C.23).

C.1.3. Derivations of Elasticities

Assume l;;, p;, and r; are ex-ante known to the consumer at the beginning of the period when making
budgeting decisions. Assume (;; is unknown and thus the only source of uncertainty. Further, assume

P be the ex-post own-price elasticity for

qijt > 0, so that the own-price elasticity can be observed. Let ¢; it

good j in period t. This value is

iyt _
dp/r (qut) 1 r jt= =1

To see this, start with the case where T}j; = 0, so that category j does not feature an optimal budget update
fl]t — ]Ei;jiijt + i)]]:
constant and invariant in pj; since no optimal budget update was made. This implies

where Lyt = ] (C.28)

at the beginning of period t. Then g;j; = Ejq;j: + where Ejx;j; = 011t + viaijris a

dgije _ Biexije + Gije

_ (C.29)
dpjs p?t
oen = i (”ﬂ) _ BexptGp (C.30)
Ut dpj \qije Xijt

since [E;;x;j + ijt = x;j;. Now consider when I}y = 1, so that optimally chosen budgets 9;, yt also depend
on pj;. By Leibniz’s rule for differentiation
d dof

iyt

d .
7']Eitxijt = dp ( zyt(P]t)lzt +71az]t) - lzt dP where Liyt =] (C.31)
jt

Putting all of this together and multiplying by & B T " we get (C.28).
To derive the income elasticity, continue operatmg under the same assumptions regarding the agent’s
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certainty set. We want to derive:

l L Fijt =0

— i L= 1

Eijt =\ do, ( B ) Ol 14 where 4y = | (C.32)
dlip \ Xijt Xijt it

Start again with the case where I}y = 0, so that category j does not feature an optimal budget update at
Q::.1 +vyia;; 4+
ijttit itijt TGt
o we get

the beginning of period t. Then 6;; = 6;;;1 is a constant. With g;;; =

Gijt _ Zijt (C.33)
dl Pjt
dgit [ I 0;il;
S e L (t) _ Gijtlit (C34)
dlis \ gijt Xijt
Now with I3y = 1, by the chain rule we get:
d%’jt dﬁ;kyt Lit ;kyt
dljs dliy \pjt Pjt
dot . /12 ¥ it
] iyt (Lt iyt't -
= &y = -+ — where iyt = C.36
Ut dl <xijt> Xijt iyt = (C.36)
where we get the latter expression after multiplying cifl’z ‘ by q%
P . dez*t de?t . ds?t
Now deriving expressions for p;t and dli]t , start with b and note that:
dﬂfyt _E aﬁfyt n Z r aﬁfyt 9%t dafw (C.37)
- it st .
dplz‘yt/f : aplzyt/f s#Y st 819;kst aﬂ?{yt dpliyf’t
Since py,,+ and (jj; are linearly independent in the expectation in Proposition 1, we can drop the
expectation, re-factor, and write:
dof b 9!, 99*
iyt _ iyt 1— Z Mo 1*yt iSt (C.38)
dpLiytrt apliyt/t s#Y af)ist aﬁiyt
LA .
where W Fij+1 (C.39)
Pyt it (e, + ij+1)
* .
aﬁiyt — T (C.40)
o0, iy + i 11

*
Siyt

)
From (C.40) it is clear that 55
ist

is constant in 97, for all s, so that (C.38) varies over time only through

097
52— which depends on [;.
p‘iyt't
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dd
The total derivative of —;* has a slightly more complicated implicit representation:
dly

dﬁzyt ]E aalyt + Z ri . 99} 1jt aﬁzst i Z ri . taﬁ;'kst daz]t
al, oy & et gor, \ aly & Mt agy, I
lyt lyt 99, zst
— + : + ca4l
{ ol ; Vst g9x ol (4D
99; 39’ o0, 09
yt zst Ut IW ist zyt
istd 3 gk I ijtd 39k + i ist/d 3 g% ) gF
; Wit g ]g{zy"s} vt o9y, dly 5% Vet 005, 09, dly

Again, we can factor the last term on the far right hand side of (C.41) and isolate the total derivative of
the budget weight associated with good (;; as an implicit function of the total derivatives of the other
budget weights:

dd; 99" 90} 99"
yt 1yt lyt ist iyt zst l]t
dli = {( - Z it 39r Bl | X st 09" Ln it gor - dl,

ist s#Y ist j¢{y,s} ijt (C.42)
09%
1— r,/ it Zyt ist
where 00, _ iy Ljew () Yittije + Gije) 4 06,101 (Vi F Cigyyp t) + X1 Puiypt
dl; 15 (g, + 0ig11)
(C.43)

Xty ( Z;Zl (1= Tje) (viaije + Gije) — m; — Ttbit)

1% (@i, + i gi1)

99}
Note that the expectation in (C.42) cannot be ignored since components of ;; enter into terms al]y * for all

dd
y indexing t;;. To compute dly for each y we iterate over the total derivative indexed by components of

Lit.

C.2. Description of Posterior Sampling Algorithm

In Section 4.2 of the main draft, we describe how the latent budgeting decisions and associated cogni-
tive shocks {01, ait, Fim}til are sampled. Given {0, ais,, ritn}tT;y we now describe the Metroplis-
Hastings within Gibbs sampling steps for parameters P;, \ {{Qim, Aity, Uity }tT’:1 }.1 We exploit conjugacy
where possible, starting with describing the agent-level draws then moving on to describing the sampling
statements for the global, hierarchical parameters. Note that the following agent-level parameters are
associated with non-conjugate priors {a;1,, &; j+1,1, Tin }, While the remaining agent-level parameters
{02, Bin, iy o, Y, } can be conditionally sampled directly. In practice, we sample { @1, &; j11,1, Tin }
all together using a random-walk Metropolis step with the adaptive algorithm described in Atchade and
Rosenthal (2005).

! Again recall that parameters fixed for the entirety of the MCMC sampling routine are y;, m;, &; jforje{l,.... ]},
and 02 .
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Each agent is associated with an adaptive Metropolis step to conditionally draw the column vector

Ajln
& 1+, ‘ Dj, Pin \ { @itn, %ij41,n, Tin}, Hn < Li(@i1n, i j+1,0, Tin)
Tin

Tijn
Aij1n Biin- Bijn-1 & J+1,m — M yq,n—1
H *s 2(m1) P g2 ¢ 10
Bijin F( i / ijn
~————

(C.44)

Tijn)0jj,u 1

Priors on a;j1, - - Prior on & j 11,
Posterior on 7, given 0jj, 1

The adaptation routine is agent-specific, in that each agent’s Metropolis step is associated with its own
acceptance rate. Let A, be the column vector of parameters sampled in each agent’s Metropolis step,
where In T}, is the vector of logged shape parameters. We draw this vector A;, according to

Ailn
Ain= |10 | ~ MN A1, Xin-1T2741) (C.45)

In Tin

where M denotes the multivariate normal distribution, parameterized in terms of the variance/covariance
matrix, which is simply the identity matrix scaled by an adaptive scaling factor x; ,_1. Let 7;(A;,;) be a
collect-all expression for the prior densities of Metropolis sampled parameters on the right hand side

of (C.44). Let acc;, be the algorithm’s acceptance rate for agent i at iterate 1, and let acc = 0.234 be the
optimally-targeted acceptance rate.? At each iterate, ¥;, is updated according to:

Li(Ain) i (Ain) )} _ acc) (C.46)

2.5
P — Lo I Hl' 1’
Xin = Xin-1+ n ( m { Li(Aip-1)7 (A1

We set minimal and maximal values for x;, of 0.0001 and 1000 respectively. Through simulations we find
that the adaptation algorithm of Atchade and Rosenthal (2005) performs better in our high-dimensional
model with substantial non-linearities and heterogeneity than similar adaptive Metropolis routines
described in Haario, Saksman, and Tamminen (1998, 2001).

Our prior specifications allow for conditionally conjugate draws of O'Z.ZH, Bins Hia; Ry and ¢;,,. Given
the independence of ¢;j; and (;;7 ; we can draw each of the | components of the aforementioned vectors
separately. Let ¢;, be the conditional sample mean of the expenditure error process under the current

MCMC draw, and let S5Q;;,, be the sample sum of squared residuals for good j in the current draw, each
defined as follows:

Cijn = Z Xijt — Oijnlit — ijin) (C.47)
Ti

Z Xijt — 1]tn it — Aijtn — Zijn)z (C.48)
t

In practice we draw the precisions —
ijn

rather than the variances. The conditionally conjugate sampling

statements are as follows:

(C.49)

1 T, Bijn 155Qs, +2
<02) |Di/Pin\{Uijn}anNGamma<Tijn+ Spaliisttelii )
ijn

2’ 2Bijn—1

2See Roberts, Gelman, and Gilks (1997) for discussion of optimal acceptance rates for Metropolis algorithms.
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1 -1
ﬁijn | Dj, Pin \ {[)’ijn}/ Hy ~ Gamma (1 + Tijn, <1 + 2) ) (C.50)

Oiin
My | XiJ+1n 1 1
Hioriq,m | Di, Pin \ {.ui,zx,v, )t Hn ~ N<<2 + ) < 1 1 )/ 1 I (C.51)
J+1 J+1 ‘Tu 100 (TE 4 5 UT% 4 o5
Yijn | Di, Pin \ Wijn, Hn ~ Beta (1 +Y T T =), rijtn) (C.52)
t t

There are only two global parameters common to all agents — p,, and Uﬁ, the mean and variance
associated with each agent’s o, | » parameter. Having placed empirical priors on these parameters,
updating them is a matter of simply re-evaluating the formulae in (19) in Section 4.1 of the main text.
Given substantial autocorrelation in the agent-level draws due to the complex filtration process needed
to uncover the latent mental accounting series, we re-evaluate (19) only once every 100 times through
the chain. This means that for each global parameter draw, we proceed through the agent-level sampling
steps 100 times for each agent. The idea is to engage in the most computationally efficient sampling
scheme without sacrificing inference.

C.3. MCMC Diagnostics

For a visual assessment of model performance and MCMC mixing properties, we plot the entire chain
of posterior draws, averaging each draw across agents, for parameters that do not change over time.
Specifically, if 7;,, represents the nt" draw after burnin and trimming of parameter 7 for agent i, then
at each draw we compute T = % Y. Jin. For global parameters p,, and O‘ﬁ there is no need to average
across agents. These chains are presented in Figure C.1

To understand how well non time-dependent model parameters’ posterior distributions are identified
under our model specification, we run Kolmogorov-Smirnov tests on the MCMC draws against draws
from prior distributions for parameters with proper priors. Here we do not average over agents, but
rather we test each agent’s posterior distribution against his corresponding prior for the set of parameters
{02, B;, i 141, Mia, ;.1 Wi ain }- Specifically, for each agent we test the hypothesis

Hy : Posterior; = Prior; (C.53)

Each test yields a p-value describing the probability of realizing the estimated posterior distribution
under the null hypothesis. For each parameter, we take the average p-value across agents and present
this statistic in Table C.1, along with the proportion of our sample for which we can reject the null
hypothesis with 99%, 95%, and 90% confidence.
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Figure C.1.: On the horizontal axis, 0 corresponds to the first MCMC draw after burnin. Recall the
indexing of goods: Groceries (j = 1), Auto/Gasoline (j = 2), Food Away from Home
(j = 3), Other (j = 4).
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Table C.1.: K-S Tests Against Priors

Share Rejected *
Parameter  Avg. p-value  99% 95% 90%
oA 0.000 1.000 1.000  1.000
0% 0.000 1.000 1.000  1.000
03 0.000 1.000 1.000  1.000
0 0.000 1.000  1.000  1.000
Bi1 0.060 0.782 0.853 0.878
Biz 0.069 0.758 0.834 0.864
Biz 0.074 0.696 0.800 0.847
Bia 0.104 0.575 0.707 0.772
& J41 0.000 1.000 1.000  1.000
Miogp 41 0.000 1.000 1.000  1.000
Yin 0.000 0.999 1.000 1.000
VYip 0.000 0.999 1.000 1.000
Pi3 0.003 0.998 0.999 1.000
Pia 0.002 0.998 0.999 0.999
a1, 0.002 0.999 1.000 1.000
a2, 0.000 0.999 1.000 1.000
i3, 0.003 0.998 0.999 1.000
aj41 0.002 0.998 0.999 0.999

The second subscript listed corresponds to the commodity

group: groceries (j = 1), auto/gasoline (j = 2), food away from

home (j = 3), other (j = 4).

% Hy : Prior = Posterior.
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C.4. Relations Between Mental Accounting, Savings, and Income
— Regression Details

In Section 5.3 of the main draft we discuss the relations between various mental accounting features,
savings, and income. Here, we present the details of the hierarchical regression underlying the main
discussions. We consider four separate hierarchical regression specifications on posterior estimation
outcomes. We estimate these regression models using Gibbs sampling as described in Rossi, Allenby,
and McCulloch (2005):

In(kir) = voi + v In(liy) + vai In |z | + v31(zi > 0) In |z]

(C.54)
+ yai In @ 1 e 4+ v5i1(@; pa e > 0)In (@) g 4] + vie
In(kir) = voi + v1i In(lir) + vai Inzie /e + v3i1(zig > 0) In |z;¢/ 1] (C.55)
+vai In (@ p1 6| + v5il (@i a6 > 0) In @ jyq | + Vi
zip = NI (@ ]+ 020(@ 41, > 0)In (@ p g ] + m3i In(l) + &t (C.56)
(zit/lir) = miIn (@ pia | + 2@ 1,0 > 0) In (@ 7y ,¢] + 3 In(lir) + &it (C.57)

Summary statistics over agent-level parameter estimates from these regressions are presented in Table C.2.
The likelihoods are v;;, é;; ~ N (0, T;) where 7; is the respective likelihood precision with prior 7; o< 1/ X%<-
Further, y;, n; ~ N(0, V) with V ~ InvWish(K, K - I), where K describes the number of right-hand
side variables in the corresponding regression. We set the length of the Gibbs samplers to 10, 000 and
estimate each model using the “bayesm” package available in R. The first two specifications allow us
to decompose the degree to which the average total number of budget changes depends on relative
over or under savings in the previous period (4; j.+1,) and income, while the second two specifications
demonstrate how absolute savings and savings rates depend on what happened last period.> In Table
C.2 we present summary statistics over agent-specific posterior mean parameter estimates from the
correlative models (not causal) described above. The statistics presented in Table C.2 underly the main
talking points and analysis in Section 5.3 of the text.

3Notice that the only difference between (C.54) and (C.55) is that savings levels are used in (C.54) and savings rates
are used in (C.55).
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Table C.2.: Regressions on Relations b/w Savings & Mental Accounting

Eq'n Min. 1stQu. Median Mean 3rd Qu. Max. S.D.
Yoi -3.763 0.053 0.512 0.507 0.966 4.563 0.350
Yii -1.442 -0.116 -0.038 -0.038 0.041 2.108 0.064
(C54) Yy -1.362 -0.024 0.014 0.014 0.053 1.590 0.038
Vs3i -1.532 -0.038 -0.011 -0.013 0.013 0.977 0.028
Vi -2.030 -0.042 0.002 0.000 0.044 1.678 0.043
Vsi -1.099 -0.034 -0.007 -0.007 0.021 1.869 0.030
Yoi -3.111 0.171 0.603 0.600 1.032 4.103 0.323
Y1i -1.535 -0.119 -0.042 -0.043 0.035 1.386 0.069
(C55) ¥y -1.904 -0.033 0.007 0.008 0.049 1.194 0.039
Vi -1.447 -0.031 0.010 0.012 0.054 2.303 0.039
Vi -1.844 -0.039 0.004 0.002 0.046 1.635 0.043
Vsi -1.703 -0.037 -0.010 -0.011 0.016 1.472 0.029
i -41.137 2.562 7.951 8.192 13.253 60.686 3.599
(C56) 7y -130.109  -39.070 -25.951 -26.912  -13.248 89.000 10.952
3 -89.985 15.466 26.674 27.192 38.243 127.757 11.246
i -1.908 -0.006 0.031 0.035 0.073 2.154 0.036
(C57) 7y -2.494 -0.163 -0.097 -0.104 -0.039 1.471 0.063
M3 -2.196 0.034 0.073 0.075 0.115 2.183 0.044
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D. Appendix: Durables, Non-Durables, and a
Structural Test of Fungibility

D.1. Data Miscellany

In this appendix we present two tables. Table D.1 shows our broad classifications of durable and
non-durable goods based on the 4-digit Visa merchant code descriptions. Table D.2 presents summary

statistics for the broad marginal propensities to consume and first differences used
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Table D.1.: Merchant Category Classification

Category Durable?
Other svcs. (vet, horticulture, agriculture) Yes
General contractors Yes
Contracting services (construction) Yes
Misc. publishing and printing No
Specialty cleaning No
Air travel No
Car rental No
Hotels No
Public transit No
Freight and courier svcs. No
Marine and boating svcs. Yes
Air travel, airports, and air fields No
Travel agencies and tourism No
Cable and telephone equipment and svcs. No
Utilities (electric, gas, sanitary, water) No
Medical, motor vehicle, office furniture, hardware Yes
Office supplies, uniforms, books, chemicals Yes
Home supply warehouses and hardware stores Yes
Wholesale clubs/dept. Stores Yes
Groceries No
Automotive and gasoline No
Clothing Yes
Furniture and home electronic sales Yes
Restaurants, bars, liquor stores No
Misc.religious products, tents, swimming pools, tobacco, flowers, etc. (day to day and hobbies) No
Financial svcs. Yes
Insurance Yes
Misc. hotels and recreation No
Misc. svcs. (laundry, dating, massage, escort, photography, health and beauty) No
Misc. svcs. (advertising, computer prog., information retrieval, bus. Consulting, janitorial, secretarial) Yes
Automotive repair and cleaning misc. Yes
HVAC and furniture repair Yes
Movie theaters and video rentals No
Bowling, dance halls, golf, club memberships, video gaming, aquariums and other recreation svcs. No
Medical and dental Yes
Legal svcs. Yes
Education (including colleges) Yes
Child care and charitable svcs. Yes
Civic, religious, and political organizations No
Non-medical testing laboratories Yes
Architectural, account’ing, plus misc. prof. Svcs. Yes
Court costs, fines, bail and bonds Yes
Taxes Yes
Postal svcs. And intra-gov't transactions No
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Table D.2.: Summary Statistics: Marginal Propensities

Statistic N Mean St. Dev. Min Max
MPC (z) 10,690  —0.922 104.359 —9,328.642 1,778.450
PND;(z) 10,690 0.101 49.516 —2,627.695 1,778.493
MPDZ (2) 10,690 —0.750 64.592 —6,222.867 1,039.497
MPC (m) 10,690 415.052 36,211.200 —259,806.000  3,601,747.000
PND;(m) 10,690 71.076 10,732.410  —220,949.500  1,074,203.000
MPDZ (m) 10,690 3.255 2,577.278 —173,748.800 183,706.500
DC; 10,690 415975 36,211.030 —259,806.200  3,601,716.000
DND; 10,690 70.975 10,732.540  —220,949.600 1,074,204.000
DD; 10,690 4.005 2,578.079 —173,749.000 183,704.900
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