
How do households make investment decisions? 
This question is challenging not just for couples, 
but for economists as well. For decades, research- 
ers have been studying how households make 
these choices — including how they look at risk 
and how their decisions depend on household 
wealth.

The classical theory of household portfolio allo-
cation finds that the share of wealth invested in 
risky assets is independent of the level of house-
hold wealth. In a simple theoretical framework, 
developed by MIT economists Paul Samuelson 
and Robert Merton in the late 1960s, households 
act as a single decision-making unit and decide 
how much to consume and how much to save 
out of their wealth so that their lifetime utility 
is maximized.1 Savings, in turn, are divided be- 
tween assets that are riskier and bear higher 
yields (such as stocks) and those that are safer, 
such as bonds, with correspondingly lower 
yields. The fraction of household wealth allo-
cated to risky assets is determined by the house-
hold’s degree of risk aversion. More risk-averse 
households will choose to invest a lower share 
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of their wealth in stocks. In addition, the higher 
the expected return on the stocks and the lower 
their volatility, the higher the share invested in 
them. The optimal allocation, however, doesn’t 
depend on household wealth. In other words, 
given the same level of risk aversion, households 
with different levels of wealth will choose the 
same portfolio allocation.2

The Merton-Samuelson result follows from an 
assumption that economists often make about 
individuals’ preferences: people’s willingness to 
tolerate risk grows proportionately with their 
wealth. In economics jargon, this is described 
as preferences exhibiting “constant relative risk 
aversion.” The implication of this assumption for 
individual portfolios is that the dollar amount 
invested in risky assets will increase with wealth, 
but the share will remain constant.

This prediction falls short, however, when com-
pared to empirical observations on household 
investment behavior: wealthier households do 
tend to hold higher shares of their portfolios in 
risky assets. To better explain the empirical facts, 
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more recent models of household investment have 
suggested alternative specifications of household 
preferences. They also have incorporated housing, 
labor income, consumption commitments, and habit 
formation into their models.3 But all of these approach-
es still treat households as single decision-making 
units when it comes to investment decisions.

Another strand of the literature, however, has expli-
citly modeled households as consisting of two people, 
and it has shown that this approach matters for pre- 
dictions about household financial decisions.4 For 
example, because women on average expect to live 
longer than men, they may prefer to save more of 
their income when young to finance a potentially 
longer retirement.5 Empirical research also shows 
that spouses differ in their appetite for risk.6 In ad-
dition, each spouse may have a different level of 
influence, referred to as bargaining power, in making 
financial decisions.7 And this bargaining power can 
be affected by various factors, such as the amount of 
financial knowledge, education, and earnings of each 
spouse.8 Hence, explicitly taking into consideration 
the preferences of both spouses may be particularly 
relevant when thinking about saving and investment 
decisions.

Two of the coauthors of this Economic Brief — 
Lazaryan and Neelakantan, working with Angela 
Lyons and Carl Nelson of the University of Illinois at 
Urbana-Champaign — have developed a theoreti-
cal framework that takes into account a two-person 
household model in which spouses have different 
degrees of risk aversion and bargaining power.9 This 
framework corroborates the empirical finding that 
the share of a household’s risky assets does indeed 
increase with wealth — and that the risk aversion 
and bargaining power of each partner play impor-
tant roles in portfolio allocation.

How Two-Headed Households Decide
In the model developed by Neelakantan and her co- 
authors, a household consists of two spouses with 
different levels of risk aversion. They bargain over 
how to allocate their savings between risky and risk-
free assets, and their bargaining power is reflected in 
the relative weight assigned to each spouse’s prefer-

ences in the solution to the household’s problem. 
This model delivers the key theoretical result that 
the share of wealth invested in risky assets does in- 
deed increase with the level of household wealth.

In addition, the bargaining power of each spouse 
plays a role. If one spouse has all the bargaining pow-
er, the optimal portfolio allocation ends up coincid-
ing with the result predicted by the classical model. 
That is, if the decision is being made entirely by one 
spouse, it will be made independent of household 
wealth and be determined instead by that spouse’s 
level of risk aversion. And if both spouses have some 
bargaining power, but one has more than the other, 
the household’s optimal portfolio allocation follows 
more closely the desired outcome of the spouse 
with greater influence. Accordingly, as the bargain-
ing power of the less risk-averse spouse increases, 
so does the share of riskier assets. (See Figure 1.)

Neelakantan and her coauthors discovered that this 
theoretical insight matches up quite well with their 
empirical findings. They start with a sample drawn 
from the U.S. Health and Retirement Study (HRS), 
which surveys American couples age 50 and older 
on issues related to health and economic circum-
stances.10 This data set contains information on in-
vestment portfolios of the households as well as key 
demographic characteristics of each spouse. It also 
incorporates a measure of risk aversion developed by 
Miles Kimball, an economist at the University of Colo-
rado, Claudia Sahm of the Federal Reserve Board of 
Governors, and Matthew Shapiro of the University 
of Michigan.11 Just as in the theoretical model, the 
researchers group assets into risky and risk-free 
categories, with the former consisting of stocks and 
stock-based mutual funds, and the latter containing 
bonds, savings accounts, CDs, and other relatively 
safe vehicles. Finally, they construct two alternative 
measures of bargaining power. One is based on the 
HRS survey question that asks respondents which 
spouse has the final say on major life decisions (such 
as moving or retiring); the other measure gauges 
respective bargaining power by the relative work 
experience of each spouse as a proxy for lifetime 
earnings. As the findings of economists Leora Fried-
berg of the University of Virginia and Anthony Webb 
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wealth: if the financial wealth of an average house-
hold doubles, the share of risky assets increases by 
5 percentage points. Moreover, the share of risky 
assets goes up as the bargaining power of the less 
risk-averse partner increases. Certain other factors 
play a role in portfolio allocation as well. For ex- 
ample, the higher the education of each spouse, 
the greater the share a couple invests in risky assets. 
But if either spouse is in poor health, the couple 
invests a smaller share in risky assets.

The authors also note some empirical limitations 
to their study. One is that it’s difficult to provide 
a clear-cut definition of what “bargaining power” 
really means. In turn, the measures used in their 
research may fall short in fully capturing the factors 
that influence bargaining power within a house- 
hold. Finally, the HRS data set is confined to older 
Americans, which means that the findings may not 
reflect the population as a whole. Despite these 
limitations, this research contributes to a richer 
understanding of how wealth, risk aversion, and 
bargaining power play important roles in how 
households choose to invest.

of Boston College have shown, lifetime earnings are 
important determinants of bargaining power.12

The sample used in the analysis of Neelakantan et al. 
comes from the 2000 wave of the HRS — a year that 
was chosen because the economy was relatively sta-
ble. The sample included 2,372 married couples with 
differing levels of risk aversion. (Husbands were the 
less risk-averse partners in 48 percent of the couples 
in the sample.) In terms of bargaining power, 43 per-
cent of the couples said there was equal influence, 
17 percent said the husband had more say, and 2.6 
percent said the wife did. (The remaining 37 percent 
gave conflicting answers.) In about 85 percent of the 
cases, the husband had more work experience, by 15 
years on average, and also earned more, by $8,100 
per year on average in 2000 dollars. Finally, the aver-
age household wealth was $148,000, and 45 percent 
of the households owned stock. Among households 
that owned stock, 26 percent of their portfolios were 
allocated to stocks on average.

Greater Wealth, Greater Risk
The empirical analysis of Neelakantan and her co- 
authors supports the theoretical argument that 
a household’s share of risky assets increases with 

Figure 1: How Spousal Bargaining Power Affects Household Portfolio Allocation at Different Levels of Wealth
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Figure 2: How Spousal Bargaining Power Affects Household Portfolio Allocation
at Different Levels of Household Wealth (W)

Note: Author simulations based on Urvi Neelakantan, Nika Lazaryan, Angela Lyons, and Carl Nelson, 
 “Portfolio Choice in a Two-Person Household,” Manuscript, July 2016.
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