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We analyze a model of optimal consumption and portfolio selection in which consumption

services are generated by holding a durable good. The durable good is illiquid in that a

transaction cost must be paid when the good is sold. It is shown that optimal consumption

is not a smooth function of wealth; it is optimal for the consumer to wait until a large

change in wealth occurs before adjusting his consumption. As a consequence, the

consumption based capital asset pricing model fails to hold. Nevertheless, it is shown that

the standard, one factor, market portfolio based capital asset pricing model does hold in

this environment. It is shown that the optimal durable level is characterized by three

numbers (not random variables), say x, y, and z (where x < y < z). The consumer views

the ratio of consumption to wealth (c/W) as his state variable. If this ratio is between x

and z, then he does not sell the durable. If c/W is less than x or greater than z, then he

sells his durable and buys a new durable of size S so that S/W = y. Thus y is his "target"

level of c/W. If the stock market moves up enough so that c/W falls below x, then he sells

his small durable to buy a larger durable. However, there will be many changes in the

value of his wealth for which c/W stays between x and z and thus consumption does not
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value of his wealth for which c/W stays between x and z, and thus consumption does not

change. Numerical simulations show that small transactions costs can make consumption

changes occur very infrequently. Further, the effect of transactions costs on the demand

for risky assets is substantial.

Download a PDF

Information on access

Published Versions
Econometrica, vol. 58, no. 1, January 1990, pp. 25-51. citation courtesy of 

Acknowledgements and Disclosures

Download Citation

In addition to working papers, the NBER disseminates affiliates’ latest

findings through a range of free periodicals — the NBER Reporter, the

NBER Digest, the Bulletin on Retirement and Disability, the Bulletin on

Health, and the Bulletin on Entrepreneurship — as well as online

conference reports, video lectures, and interviews.

More from NBER

https://www.nber.org/system/files/working_papers/w2369/w2369.pdf
https://www.nber.org/subscribe
http://ideas.repec.org/a/ecm/emetrp/v58y1990i1p25-51.html
https://ideas.repec.org/
https://www.nber.org/papers
https://www.nber.org/reporter
https://www.nber.org/digest
https://www.nber.org/bulletin-retirement-and-disability
https://www.nber.org/bulletin-health
https://www.nber.org/bulletin-entrepreneurship
https://www.nber.org/conferences
https://www.nber.org/research/lectures
https://www.nber.org/research-spotlights


2023, 15th Annual Feldstein Lecture, Mario Draghi, "The Next Flight of the Bumblebee: The Path
to Common Fiscal Policy in the Eurozone"

LECTURE

Dr. Mario Draghi, who served as President of the European Central Bank and Prime

Minister of Italy, presented the 2023...

2023 Methods Lectures, Jesse Shapiro and Liyang (Sophie) Sun, "Linear Panel Event Studies"

https://www.nber.org/lecture/2023-15th-annual-feldstein-lecture-mario-draghi-next-flight-bumblebee-path-common-fiscal-policy
https://www.nber.org/lecture/2023-methods-lectures-jesse-shapiro-and-liyang-sophie-sun-linear-panel-event-studies


National Bureau of Economic Research

Contact Us 

1050 Massachusetts Avenue 

Cambridge, MA 02138 

617-868-3900 

info@nber.org 

webaccessibility@nber.org

LECTURE

Overview: Linear panel event studies are increasingly used to estimate and plot causal

effects of changes in policies...

2023, SI Economics of Social Security, Panel Discussion, "Long-Term Dynamics of the
Employment-to-Population Ratio"

LECTURE

Supported by the Alfred P. Sloan Foundation, the National Science Foundation, and the

Lynde and Harry Bradley...

https://www.nber.org/contact-nber
tel:+16178683900
mailto:info@nber.org
mailto:webaccessibility@nber.org
https://www.nber.org/lecture/2023-si-economics-social-security-panel-discussion-long-term-dynamics-employment-population-ratio


Accessibility Policy

Diversity Policy

Privacy Policy

Standards of Conduct

FOLLOW

© 2024 NATIONAL BUREAU OF ECONOMIC RESEARCH. ALL RIGHTS RESERVED.

H O M E PAG E

https://www.nber.org/about-nber/website-accessibility-policy
https://www.nber.org/about-nber/nber-diversity-policy-statement
https://www.nber.org/about-nber/nber-website-privacy-policy
https://www.nber.org/about-nber/standards-conduct
https://twitter.com/nberpubs
https://www.linkedin.com/company/national-bureau-of-economic-research
https://www.facebook.com/pages/National-Bureau-of-Economic-Research/115165771829285
https://www.youtube.com/nbervideos
https://www.nber.org/

