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General Discussion

Olivier Blanchard noted that the common empirical finding of a low
interest elasticity of saving is consistent with the paper’s result that the
target wealth ratio is unlikely to be sensitive to changes in the interest
rate. However, Alan Blinder noted that interest rates could have im-
portant wealth effects that would affect saving in the model. If interest
rates rise, wealth is reduced; this, according to the model, raises the con-
ditional variance of consumption and consumption growth. Inresponse,
consumers would lower current consumption and increase saving. In
this vein, Richard Cooper asked whether the increase in wealth in the
1980s could be a reason for the lower saving rate of that period. Carroll
noted that alarge fraction of personal wealth is held by the very wealthy,
people to whom he does not claim his model applies. He further argued
that macroeconomic models of consumption which explicitly incorpo-
rate an effect of wealth on the saving rate are unable to explain the mag-
nitude of the decline in the saving rate, so the wealth effect cannot be the
only explanation for the decline in saving.

Christopher Sims observed that using models of this type to explain
the business cycle is risky unless they are embedded in a general equilib-
rium framework. Interest rates and income growth are not exogenous
as assumed in the model. Sims noted, for example, that neoclassical
growth models can alter standard consumption growth results which as-
sume an exogenous constant interest rate.

Blinder observed that the model also suggests that a widening dispar-
ity in incomes may affect saving. Increasing inequality of income and
wealth is likely to involve an increase in the probability that some con-
sumers might have zero incomes. Because buffer-stock saving is espe-
cially sensitive to the risk of very low incomes, the model predicts that
growing inequality would lead to lower aggregate consumption levels.

Blanchard noted that the model as specified does not capture the life-
cycle motivation of saving for retirement; income is expected to grow
over the lifetime and, indeed, is assumed to continue growing until
death. In real life, consumers must increase their target wealth ratio be-
fore they retire to provide for retirement. He suggested interpreting the
model as part of a two-track saving process in which individuals make
contractual commitments for their retirement. Once consumers have
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made such commitments to cover major saving for retirement, then they
may behave according to the buffer-stock model with the remainder of
their incomes. He suggested a possible rationale for this sort of two-
track saving behavior: nonexponential discounting by consumers that
reflected high levels of impatience in the short run, but less impatience
over the longer run. Carroll acknowledged that the version of his model
with constant income growth until death does not provide a role for life-
cycle saving. He added that if the model is modified so that incomes
grow rapidly during the early part of the life cycle and then turn down,
his model would predict buffer-stock saving early in the life cycle; but
that later in life, as life-cycle considerations dominate, buffer-stock con-
siderations would fade.

Gregory Mankiw was skeptical that the precautionary saving effects
predicted by the model could be seen in the data. He noted that recent
research by Dynan (1991) using panel data finds little evidence of a cor-
relation between consumption growth and the variance of consumption.
But he also suggested how this finding might not be inconsistent with the
model: people may self-select into occupations that have different in-
come risks, on the basis of their degree of risk aversion. This self-selec-
tion process would obscure the evidence of the effects predicted by the
model in panel data.

Julio Rotemberg cautioned against interpreting the estimates from ag-
gregate Euler equations in terms of the characteristics governing indi-
vidual behavior in the model. As aggregate unemployment varied cycli-
cally, the probability of becoming unemployed would vary in different
ways for different individuals. For many, the risk of job loss would not
change perceptibly while for others it would change dramatically.

Robert Gordon distinguished between two descriptions of the current
recession: the popular account of a “hangover recession” and the ac-
count proposed by the model. On the first description, one of the current
“hangovers” stems from an excessive increase in debt by households
and firms during the 1980s, which must now be serviced and retired. By
contrast, the Carroll model could imply that no hangover exists because
greater indebtedness resulted from an equilibrium adjustment by con-
sumers to loosened borrowing constraints. Carroll responded that the
“hangover” description of the current recession could still be accurate
because an increase in uncertainty could raise consumers’ desired target
wealth, making them uncomfortable holding debts that were viewed as
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tolerable when times were better. He pointed out that, in this interpreta-
tion, the increase in unemployment expectations is what converted an
acceptable debt burden in 1989 into a debt “hangover” in 1991. Sims
cited reductions in the penalties for personal bankruptcy during the
1980s as another equilibrium explanation for consumers’ greater willing-
ness to borrow.

Martin Baily related the model to inventory theories of the firm. If
firms, like Carroll’s consumers, are concerned about low-probability
but disastrous events such as bankruptcy, then the use of inventories for
production smoothing may not occur over the business cycle. Rather,
firms would run down inventories as the economy enters recession—as
is in fact observed. However, Baily cautioned that people often do not
behave rationally in planning for low-probability disastrous events,
citing the apparently irrational behavior in the market for flood or
earthquake insurance. Such irrational behavior would weaken the link
between current consumption and the probability of future unemploy-
ment. Carroll noted the ample research into this type of behavior. His
impression of the literature was that people planned incorrectly, not that
they failed to plan altogether. Thus, he argued, a link between unem-
ployment expectations and consumption may exist, even if those expec-
tations do not reflect an optimal forecast of unemployment.

Drawing an analogy to physics, William Nordhaus noted that, like the
physical anomalies that appear at low temperatures, strange behavior
whichthe modeldoesnotcaptureoccursatthelowendoftheincomescale.
He cited several examples of consumers whose behavior is not easily
explained by the buffer-stock model: students, welfare recipients, and
business people who go on a spending spree as personal bankruptcy
looms. Baily argued for the importance of contagion effects: consumers,
intheir spendingpatterns, may be influenced by the attitudes and behavior
of theirreference group. When the prevailing consumer mood is generally
depressedduringarecession, consumers may spendless, regardless ofthe
true expectation of their own future incomes. Carroll acknowledged the
possibility of contagion effects, and suggested that beliefs about the in-
creased risk of unemployment may be important for explaining con-
sumption even if economists have trouble detecting the marginal effect
of increased unemployment on the conditional distribution of income.
He argued that consumers should act on the basis of their own beliefs,
whether or not those beliefs can be shown to be optimal forecasts.
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