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 Source: Authors' simulations.

 Note: The figure plots mean liquid assets and liabilities over the life cycle for 5000 simulated households
 with high school graduate heads with exponential or hyperbolic discount functions. Liquid assets

 include year-end liquid financial assets and 1/24 of annual labor income, representing average cash

 inventories resulting from monthly income.

 end up holding relatively little liquid wealth and high levels of liquid debt because

 liquidity tends to be used to satisfy the hyperbolic taste for instant gratification.

 Households with hyperbolic discount functions view credit cards as a mixed bless-

 ing. Credit cards enable future selves to splurge (which is viewed as a cost), but

 credit cards also provide liquidity when income shocks hit the household.

 Empirical Evaluation of the Simulation Results

 In this section we evaluate empirically the predictions of the simulation models

 just presented. We focus on simulation predictions about liquid and illiquid wealth

 accumulation, credit card borrowing, and consumption-income comovement. Rel-

 ative to households with exponential discount functions, households with hyper-

 bolic discount functions hold less liquid wealth, hold more illiquid wealth, borrow

 more aggressively on credit cards, and smooth consumption less successfully over

 the life cycle. As we will argue, the hyperbolic model can make sense of a wide range

 of facts about the life-cycle choices of U.S. households.

This content downloaded from 169.229.128.108 on Wed, 16 Oct 2019 21:02:11 UTC
All use subject to https://about.jstor.org/terms


