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Very interesting paper and relevant to almost everything I do.

Intellectually: Relevant to many projects I’ve worked on
1 Policy Work
2 Research
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Authors make two points:
1 Changing joint distribution of household income.
2 Consumption, income and imperfect credit markets.

I will devote a little time to 1 and more to 2.
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Changing joint distribution of household income

Authors do a careful job exploring changes in the distribution
of income in the PSID

1 variance of income at the household level has gone up.
2 covariance of income across households has gone down.
3 variance of income at the aggregate level has gone down.

Essentially effect 2 more than cancels out effect 1 in the
aggregate.

What does this say about financial innovation?

Nothing on the face of it.
Financial assets intermediate between consumption and
income.
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Because of financial innovations, households are more willing
to engage is risky activities, knowing that they can smooth
shocks more easily.
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correlated shocks: scope for risk-sharing is limited.
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If we introduce a borrowing constraint

For low income growth, ∆C independent of ∆Y .

For high income growth and for population, presto!
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a higher MRS

which means higher consumption growth
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Financial innovation: Lenders improve the terms

Higher limits
Lower interest rates

Weaker ∆C -∆Y relationship.
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Not necessarily

If increase in wealth among high income growth types.
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Myopia

But credit constraints generate a non-linear relationship

Can test by splitting the sample.
Typically done at ∆Y = 0 (arbitrary)
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Bigger changes for higher growth rates.
Bigger change ∆Y -∆C relationship for high growth.
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More serious

Increasing wealth, for example, implies the same thing.

Households wealthier after 1985 than before

15% higher W /Y according to Flow of Funds.
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Conclusion

Paper clearly a bit rough right now.

But it has the potential to illuminate both the causes and
consequences of financial innovation.
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