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A fundamental challenge that people face is to figure out the right 
amount to save for retirement.  This is not an easy question, since it 
depends on…  

•  How long will you live? 

•  How much will you spend? 

•  What rate of return will you receive on your assets? 

•  How much will prices rise? 

•  What is the trajectory of future health and associated health 
expenses? 

Determining the right amount of retirement wealth is a 
fundamentally difficult question.  Many are convinced that 
Americans are doing an awful job with it. 



Current Practice:  Rules and Tools 

Most people turn, I think, to rules of thumb or on-line calculators. 

•  A workhorse concept for both approaches is the “replacement rate.”   
•  A common idea is that households should be able to “replace” 75 to 90 percent 
of pre-retirement income in retirement to be comfortable.   

There are a number of on-line financial tools, including ones from Fidelity, 
AARP, CNN Money and many others. 

•  The saving goals will naturally be affected by pre-retirement income, and 
income from Social Security and pensions.   
•  The calculators will also make additional implicit assumptions and seek 
additional external information. 

The results can nevertheless leave people scratching their heads. 



Consider “Melissa” and Her On-Line Experience 

Here’s a little bit about Melissa (her circumstances are simple) 

•  She is single and 53 in 2012, with an annual income of $55,000. 
•  She plans to retire at age 65 and has a planning horizon to 87. 
•  Melissa is thorough, so she uses two calculators 

•  This is darn confusing. 

Calculator	   Target	  RR	   Goal	  (in	  2024$)	  

Fidelity	   Default:	  	  85%	   $881,000	  

CNN	  Money	   Default:	  	  70%	   $420,094	  

CNN	  Money	   85%	   $610,260	  



Are Rules of Thumb More Promising? 

There are plenty of rules of thumb 

•  Net Worth should equal your age times pre-tax income divided by 10. 
•  Savings goal = (expected spending in your 1st retirement year) * 25. 
•  Save 20 times your gross annual income. 
•  Save 10% (or pre-tax income) for basics, 15% for comfort, 20% to escape. 
•  Save half of all raises in your life. 

I can say two nice things about these:  they are simple, and they get people 
thinking about saving (as do the retirement calculators). 

•  There is little solid conceptual grounding for these rules of thumb, however. 



The Underpinnings of a Better Way 

The life-cycle model (accounting for uncertain earnings, lifespan, and health) 
provides a natural benchmark. 

•  The jargon:  to maximize one’s lifetime well-being given available resources, 
households should equate the discounted marginal utility of consumption each 
period. 

•  The intuition:  smooth the satisfaction you get from your last bit of consumption 
each period. 

Given lifetime resources and preferences, the lifecycle model’s consumption 
choices will maximize appropriately discounted lifetime well-being. 

We examine the implications of the life-cycle model, household-by-household, 
using data from the Health and Retirement Study, linked to data from the Social 
Security Administration on lifetime earnings. 



We model taxes, transfers, and social security.  People get married and have 
children as they do in practice, and they face uncertain earnings, health and 
longevity. 

•  The model provides a normative ideal.  Put differently, if our modeling 
assumptions are correct, we know precisely how much each household should 
save and consume each period to maximize their lifetime well-being, given their 
incomes, marriage and fertility profiles. 

•   In short, we create sophisticated financial planning software for HRS 
households that allows us to ask:  is the household on track for 
maintaining their living standards in retirement? 

We have extended our original work to rigorously account for children 
(endogenous fertility) and endogenous health investments over the lifecycle. 

•  Both features have important implications for wealth accumulation.  
Unfortunately, given time constraints, discussion of these innovations need to be 
the topic of a different presentation. 



Preliminary Results for 2008 

An earlier paper of ours examines households with an adult born between 
1931-41. 

•  We found 84 percent of households had accumulated more than their optimal 
wealth target in 1992. 

•  Of those who saved less than their optimal target, the median shortfall was only 
$5,300. 

An important question is whether the earlier results apply to other cohorts. 

•  We now study a set of households representative of all Americans born before 
1954 (and we have made many other improvements to our approach).  

Our preliminary results paint a somewhat less optimistic picture, but 
nevertheless are in contrast to the conventional wisdom that most Americans 
are doing a poor job preparing for retirement. 



Our 2008 Results:  Tabular Version 



The Numerical Results Are Consistent With 
Qualitative Responses 



Where Do We Go From Here? 

Most Americans are on track for financially secure retirements. 

•  There are nevertheless trouble spots, particularly among the economically 
disadvantaged. 

•  We continue to refine our model, most recently modeling health and health 
investments. 

Our longer-run objective is to develop rules of thumb that more closely mirror 
optimal behavior for households in specific circumstances.   



What Do I Tell People Now? 

You likely are in better shape than you think. 

•  Many calculators give inappropriately high levels of target wealth.  They 
typically fail to account sensibly for children. 

How much do you need?   

•  Track expenses to determine how much you need to live comfortably.   
•  Put yourself on a budget.   
•  Test yourself – live on the budget for several months. 
•  How much wealth needed to support this budget over your expected lifetime 
(with life tables, this is a straightforward present value calculation). 

For those damaged by financial market mishaps (or a late start):  there are no 
easy solutions. 

•  Work longer? 
•  Spend less in retirement? 
•  Save more if still in the labor market? 



Thank You! 

•  Michael Collins and Nicole Truog for their great work with CFS. 

•  Panel participants. 

•  My collaborator on this work and friend, Ananth Seshadri.  

•  And, of course, conference participants. 


