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The full insurance hypothesis goes beyond the permanent income
model in one important respect. It assumes that workers and their fam-
ilies smooth consumption in the face of a/l idiosyncratic fluctuations in
income, even those that are expected to be permanent. The permanent
income model makes a clear distinction between unanticipated changes
in flows of income that can be expected to last and changes that are
only temporary. An unexpected income improvement that is permanent,
such as an earnings gain associated with a promotion, will have a much
bigger impact on the worker’s consumption than an improvement that
is only temporary, such as a one-time bonus for outstanding job per-
formance. According to the full insurance hypothesis, however, neither
of these kinds of earnings changes should affect the flow of consump-
tion, so long as they are idiosyncratic to the individual earner.? Indi-
vidual consumption should only be affected if the income fluctuation
reflects an economywide change.

In estimating the permanent income model, the trick is to distinguish
between changes that are thought to be temporary and those that are
expected to be permanent. Making this distinction is not easy for the
typical consumer; making it accurately is impossible for the econome-
trician. Economists have invested great ingenuity in plausibly separat-
ing out transitory and permanent income changes in order to estimate
their different effects. In the full insurance model, it is not necessary
to make this distinction, but the statistician must instead distinguish
between income changes that are idiosyncratic to the individual and
those that reflect permanent economywide movements.

Dynarski and Gruber emphasize another distinction between the full
insurance and permanent income models. They suggest that the latter
relies on self-insurance against earnings fluctuations (through saving
and borrowing), whereas the former also considers interpersonal trans-
fers, for example, across extended families and through social insur-
ance. This will come as a surprise to many economists who have worked
within the permanent income—or life-cycle consumption—framework.
Martin Feldstein argues strongly for a version of the life-cycle model
in which anticipated social security retirement benefits fully or partially
offset private retirement saving. Hubbard, Skinner, and Zeldes offer a
version in which, for a sizable minority of households, asset-tested

2. This follows from the model as presented in Mace (1991) and Cochrane (1991).
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transfer programs erode the incentive to save.® In these life-cycle
models, choices about the level and timing of household saving are
made in light of incentives created by the social insurance and public
assistance systems. The observed pattern of wealth accumulation is a
predictable consequence of the design of those systems. Workers ac-
cumulate too little private wealth to finance their own retirement be-
cause they anticipate receiving social security pensions. Workers with
low lifetime earnings accumulate proportionately less precautionary
savings than-workers with high wages because unemployment insurance
and means-tested transfer programs offer them better protection when
their earnings decline than is available to high-income workers. Table
12 offers indirect support for this theory. Workers with low educational
attainment (and low expected earnings) have less net worth or liquid
assets in relation to typical earnings loss due to unemployment than do
workers with greater educational attainment.

The authors take the full consumption insurance model seriously,
but they do not take it literally. They play down the importance of
statistically rejecting the implications of full consumption insurance.
With a large enough and good enough data set, the hypothesis that
consumption is invariant to idiosyncratic movements in the earnings of
the principal breadwinner would certainly be rejected. The authors fo-
cus instead on the more interesting question of how far actual con-
sumption deviates from its predicted path under full insurance, and they
closely examine the mechanisms that permit consumption to remain
much more stable than earnings.

The paper offers a good introduction to the subject of consumption
smoothing. It treats several interesting aspects of the issue in ingenious
ways. Its conclusions rely on evidence drawn from two data sets rather
than one, as is usual. This difference is particularly important. Poor
data is the Achilles’s heel of research in this area. Few data sets offer
reliable measures of consumer income, and almost none provides good
information about consumption. Dynarski and Gruber note that between
15 and 30 percent of the cross-sectional variation in earnings in the
PSID is due to measurement error. Between 20 and 25 percent of the
variance in the first difference of earnings in the CPS is apparently due
to measurement error. It seems inevitable that measurement error in

3. Feldstein (1974); Hubbard, Skinner, and Zeldes (1994).
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income will bias most studies toward a finding of full consumption
smoothing, unless respondents’ errors in reporting consumption are
correlated with their errors in reporting income. Using two data sets
rather than one does not eliminate this source of bias, but it assures us
that the findings are not due to idiosyncratic measurement problems in
a single data source.

It is natural to ask whether the authors confirm or reject the hypoth-
esis of full consumption insurance. If they reject the model, how far
does the actual path of consumption deviate from its predicted path
under full consumption smoothing? My interpretation of the paper is
that they reject it, but do not think deviations from full smoothing are
particularly large, except in special circumstances. Their basic results
(in tables 2—4) imply that families do not succeed in smoothing con-
sumption fully. In both their PSID and their CEX samples, and under
both the OLS and IV specifications, the authors statistically reject the
hypothesis of full consumption insurance.

Whether the practical difference between actual consumption
smoothing and full smoothing is large or small depends on the statistical
specification that one favors. The OLS estimates imply much lower
responsiveness of consumption to earnings changes than do the IV
estimates. Although the authors appear to favor the latter, there is no
clear explanation for the large differences between the results under the
two specifications.

Assuming that the IV estimates are more accurate, how should one
interpret the findings? The authors state in their introduction and again
in their conclusion that families are ‘‘well able’’ to smooth consumption
in the face of fluctuations in the earnings of the male breadwinner. They
report that the average estimated elasticity of food consumption with
respect to male earnings ranges between 0.142 (in the CEX) and 0.205
(in the PSID). The average elasticity of total consumption is 0.240, and
that of nondurables consumption is 0.110. It is important to consider
one’s benchmark in assessing whether these deviations from full con-
sumption smoothing are large or small. In comparison with the change
in gross male earnings, these changes in consumption seem modest.

But male earnings represent only part of household income. If male
earnings account for 70 percent of household income, a 1 percent re-
duction in male earnings will represent a loss of just 0.7 percent of
family income (assuming other sources of family income remain un-
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changed). This means that a 1 percent reduction in family income
(caused by a 1.4 percent reduction in male earnings) reduces food
consumption by between 0.2 and 0.3 percent, reduces total consump-
tion by 0.34 percent, and reduces nondurables consumption by 0.16
percent. In addition, earned income is taxed under a progressive sched-
ule. Thus a 1 percent change in gross earnings causes less than a
1 percent change in after-tax income from employment. For example,
if the average tax on earned income is 15 percent, while the marginal
tax is 30 percent, a 1 percent rise in gross earned income will increase
net earnings by just 0.82 percent. Stated another way, gross earnings
must increase by 1.21 percent to produce a 1 percent gain in net earned
income. By implication, a 1 percent increase in net family income
(produced by a 1.7 percent increase in gross male earnings) will boost
food consumption by between 0.25 percent and 0.35 percent, will in-
crease total consumption by 0.42 percent, and will raise nondurables
consumption by 0.19 percent.

These estimates of the implied elasticity of consumption with respect
to net family income are not intended to be exact. Exact calculations
require more information than is provided in the paper. Rather, they
show that the reported elasticities may understate the responsiveness of
household consumption to changes in after-tax family income. In a
naive model of household consumption, spending in each period is
financed entirely out of income received in the period. Actual con-
sumption does not come close to following this model; but neither does
it come close to following the full consumption insurance model. This
suggests to me that the welfare loss associated with increased earnings
variability is sizable.

Results in the paper suggest that a large part of consumption smooth-
ing is attributable to changes in government transfers and tax payments,
and much of the remainder may be the result of changes in household
saving. It is interesting to consider how consumption smoothing would
be affected if government transfers or taxes were reduced. If consumers
are rational and far-sighted, they will off-set the loss of government
insurance by increasing their accumulation of savings. Whether they
will boost saving enough to fully offset the loss of government insur-
ance is an empirical question. Government insurance for prime-age men
has declined over the past two decades. The fraction of new job losers
who collect unemployment insurance benefits dropped by about 20
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percent between 1980 and 1985. Also, the after-tax value of these
benefits fell when compensation payments, which were once tax free,
became fully taxable between 1978 and 1987. Marginal income tax
rates were reduced, particularly for high-wage earners, as a result of
changes to the tax law passed in 1981 and 1986. On the one hand, the
reductions in unemployment compensation and marginal tax rates has
meant that changes in gross male earnings are more fully reflected by
equivalent changes in net family incomes. On the other hand, male
earnings have become a less important component of family income as
wives’ earnings have become more important.

Near the end of the paper, Dynarski and Gruber present evidence
that both variation in male earnings and variation in family consumption
have increased over time. They find these parallel increases puzzling.
The increase in consumption variation is much larger than can be ac-
counted for by the increase in the variation of male earnings, in light
of the fact that families are largely successful in smoothing the variation
in the earnings of the male breadwinner. The parallel increases in con-
sumption and in earnings variation suggest that families are less suc-
cessful in smoothing consumption than was the case in the 1970s. Not
only is earnings variation greater than it once was, but some source of
consumption insurance that was available to families in the 1970s is
weaker than it once was.

General discussion: Ben Bernanke reinforced a point made by both
discussants, that the paper does not distinguish sharply between smooth-
ing and insurance as explanations for the observed insensitivity of con-
sumption to income changes. He suggested that it would have been useful
to estimate directly the response of individuals’ consumption to aggregate
income and test whether that response is significantly greater than their
response to idiosyncratic changes in their own income, as it should be
with full insurance. Robert Hall added that the appropriate benchmark for
testing the insurance model is the response implied by a simple permanent
income model, rather than zero. A larger response than that implied by
the permanent income model would suggest a failure such as liquidity
constraints, while a smaller response would suggest a role for interfamily
transfers. Hall also agreed with the discussants that it was difficult to
interpret the results without making a better distinction between transitory
and permanent shocks. Gruber responded that the paper did not fully test
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the permanent income hypothesis, because such a test requires a full
specification of transitory and permanent shocks, which depends crucially
on what procedure is used to distinguish these shocks. He observed that
while the equations being estimated should be interpreted as reduced-form
equations, the procedures used were consistent with some common iden-
tification assumptions. One such assumption is that age and education
affect permanent income; the variation remaining after conditioning on
these is labeled transitory. Since the regressions in the paper include most
of these variables on the right-hand side, these effects should be captured.
Another common identifying assumptions is that all mean-reverting shocks
are transitory. But transitory shocks may largely reflect measurement er-
ror, which the paper handles by the use of instrumental variables.

Robert Shiller questioned the implicit assumption that the relevant ho-
rizon for smoothing or insurance was one year. Conceptually, one can
argue that the relevant horizon for insurance is an individual’s lifetime,
although, with just twenty-two years of PSID samples and thirteen from
the CEX, the data for testing a model with such assumptions is not avail-
able. He also observed that the limited response of consumption to annual
changes may reflect, in part, the difficulty of adjusting consumption rather
than insurance. Having children in private schools or owning an expensive
house are consumption decisions that cannot be quickly changed. The
results may simply indicate that habits and consumption commitments are
important.

John Abowd doubted that the two measures of earnings used in the
paper actually have independent measurement errors. He suggested other
ways to investigate the importance of measurement error in the PSID and
CEX, such as looking at the within-quarter variation in the CEX and
cross-year variation in the PSID. Lawrence Katz suggested it might be
useful to concentrate on specific groups that would be expected to have
quite different resources for smoothing the effects of income variation,
such as college graduates and high school dropouts. Gruber replied that
they had explored differences between some groups. They were baffled
by the finding that the highest educational group, whose earnings varia-
bility had risen least, had the greatest increase in consumption variability.
But other comparisons were more in line with expectations: those in the
top quartile of the wealth distribution smoothed the effect of becoming
unemployed much more than those in the lowest quartile.

George Borjas cautioned against drawing policy conclusions from the
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estimated importance of government programs in smoothing shocks. In
the absence of such programs, either the wage structure or the saving
behavior of individuals might be quite different. Katz said that the paper
had changed his view of which government programs are most important
in helping people to smooth income shocks. While unemployment insur-
ance and welfare help in smoothing transitory shocks, longer-term pro-
grams, such as the Earned Income Tax Credit, are needed to help the less
educated workers who have taken the largest permanent earnings losses
in the past twenty years. Hall speculated that the paper’s finding of a
change in the character of consumption and earnings dynamics could be
explained by a trend away from short unemployment spells toward longer
spells as a result of displacement. The recent Bureau of Labor Statistics
survey shows that displacement has remained at very high levels following
the 1990 recession. Since the consequences of permanent job loss have
been estimated at 1.2 years of earnings, this may explain the change in
the response of consumption.
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