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Target cash-on-hand Parameters: 
(normalized) f3 = 0.960, p = 0.514, y1 = 0.0071, y0 = 0.001 
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FIGURE 6.-Normalized target cash-on-hand by age. 

households to smooth high frequency movements in income so that their behavior 
more closely mimics that of certainty-equivalent consumers. 

We next decompose total saving and wealth at each age into that driven by 
life-cycle considerations and that additional amount driven by the presence of 
uninsurable risk. Our previous discussion might lead the reader to think that 
agents have no concern for retirement when they are young and no concern 
for labor income uncertainty later in life. This is incorrect since consumers are 
rational and perfectly foresee their retirement needs. First, we define saving in 
liquid wealth as the discounted variation in financial wealth from one period to 
the next:35 

Si t = (Wi, t+1 -Wi, )/R = (R - 1)/RWi, t + Yi, t-Ci t. 

Saving is equal to investment income-liquid and illiquid-plus labor income 
minus consumption. From our empirical profiles in Figure 5, it follows that house- 
holds save relatively little and consume roughly their income on average early 
in life. Second, at the estimated parameters, we compute the consumption path, 
{C/c}, that would occur if all income risks were pooled, so that for all households 
YtLC = E26[Yt], but the household's environment otherwise remains unchanged.36 
Finally, we define life-cycle saving as the difference between total income and 

35 The discount comes from the assumption that income is received and consumption occurs at the 

beginning of the period. 
36 In order to do this, we input the consumption rule at retirement as estimated in our benchmark 

case. Our estimates imply that if households faced no risks after retirement, the age of death, N, is a 
reasonable 87 years. That is, if we set preferences at our estimated values and N = 87, the standard 
life cycle model with a certain date of death implies the same value function at retirement as we 
estimate (up to a constant). 
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