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Abstract In this paper, we describe a general framew ork of consumptiorr portfolio problem

with the preference for wealth and habit formation. Our model extends the consumptiorr portfolio
model of Merton (1971), Sundaresan ( 1989), and Bakshi and Chen (1996). We apply the

stochastic dynamic programming to obtain the solution to the problem, and describe the optimal

policy, the value function, and the dynamics of consumption. We explore the consumptiorr

smoothing puzzle and suggest that habit formation and bounded preference for wealth lead to

greater consumption smoothing behavior.
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