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Optimal Asset Allocation For Households With Habit Formation

Liu Jingzhen', Yan Shiqi’ and Lin Liyuan’
(1.The China Institute for Actuarial Science, = Central University of Finance and Economics, Beijing 100086)

Abstract: Recently, the asset allocation of a family is one of the hot topics. This paper introduces the habit
formation into the optimal investment, consumption and life insurance decision of a family composed of a husband
and wife in the time period[O, ]. The original problem is divided into the optimization problem of joint decision
stage and individual decision stage. The Halmiton-Jacob-Bellman equations and the value functions are solved by
dynamic programming method for the two stages respectively. And the analytic solutions of optimal strategy are
obtained under the form of CRRA utility function. In addition, using the data from China, the numerical simulation
is conducted and the influence of habit formation on the optimal strategy is analyzed. It is found that the optimal
consumption expenditures increase with time in the case with habit formation. The excess consumption decreases
with the increase of habit formation. And the increase of habit formation will squeeze life insurance expenditures
and increase household saving rate, leading to the decrease of risk investment and household life insurance
expenditures. The less dependent households are on past consumption, the smoother their consumption
expenditures.

Key Words:Habit formation, Dynamic programming, Optimal insurance, Optimal investment and

consumption
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