Chapter 8—Two Period Model: Consumption Savings Decision and Credit Markets
· Intertemporal Decisions involve economic tradeoffs across periods of time
· Consumption-savings decision= involves intertemporal choice; it is a decision involving a tradeoff between current and future consumptionsimilarly, the government’s decision concerning the financing of government expenditures is an intertemporal choice, involving the tradeoff between current and future taxes
· Two period Model= simplest; first period is current consumption and second if future consumption
· Real interest rate= interest rate at which consumers and the government can borrow and lend
· Consumption smoothing= there are natural forces that cause consumers to want to have a smooth consumption path overtime as opposed to a choppy one
· David Ricardo=best known for his work in the early nineteenth century on the theory of competitive advantage and international trade

Richaridain Equivalence
· “a tax cut is not a free lunch”
· A tax cut may not matter at all, or may involve a redistribution of wealth within the current population or across generations
· It fails in practice because consumers are finite-lived so changes in the timing of taxes matter for consumers consumption and welfare social security programs have the potential to improve welfare for all consumers; social security can bring about a Pareto improvement
· Another reason for failure is credit market imperfections two reasons:
 1) Asymmetric information in credit markets, where borrower posses more information on their credit worthiness than do lenders
2) Limited commitment, where borrowers cannot always commit to repaying their loans

Two-Period Model of the Economy
· Consumers consumption-saving decision is a decision involving a tradeoff between current and future consumption
· By saving in the current period, consumers will be able to consume more in the future period
· Consumers can dissave by borrowing in the present to gain more current consumption, thereby sacrificing future consumption when the loan is repaid
· Borrowing (or dissaving) is negative savings




Consumers
· Consumers current budget constraint c+s=y-t
· If s>0 then the consumer will be a lender on the credit market and if s<0 the consumer will be a borrower
· If consumers lend, he or she will buy bonds; if consumers borrows, there is a sale of bonds there are two important assumptions:
1) All bonds are indistinguishable because consumers never default on their debts thus there is no risk associated with holding a bond. Interest-bearing securities issued by the government are riskless and corporate bonds are risky, also loans made by banks to consumers are risky
2) Bonds are traded directly in the credit market

· In this model, one bond issued in the current period is a promise to pay 1+r units of consumption good in the future period
· The price of future consumption in terms of current consumption is 
· Key assumption is that real interest rate at which consumers can lend is the same as the real interest rate at which consumers can borrow. Typically consumers borrow at higher rates of interest than they can lend
· Future consumer constraint c’=y’-t’+ (1+r)s
· The consumer chooses current consumption and future consumption and savings to make himself or herself as well off as possible
· Lifetime budget constraintlifetime consumption equals the present value of lifetime income minus the present value of life time taxes
· Endowment point= the consumption bundle the consumer gets if he or she simply consumes disposable income in the current period and in the future period

Consumers Preferences
1) More is always preferred to lessmore current or future consumption always makes the consumer better off
2) The consumer likes diversity in consumption bundleconsumers desire smooth consumption overtime
3) Current and future consumption are normal goods a parallel shift in the consumers BC increases current and future consumption; lifetime wealth has increased, which implies that consumers will choose more in the present and in the future

· Preference for diversity or diminishing marginal rate of substitution is shown by the convexity of the IC
· Read example on pg 240

What if there is an increase in Current-Period Income?
· An increase in a consumer’s dividend income or a reduction in taxes is a pure IE, which increases consumption and reduces labour supplied
· ∆s=∆y-∆t-∆csince ∆t=0 and ∆y > ∆c > 0, then ∆s > 0thus an increase in current income causes an increase in consumption in both periods and an increase in savings
· Remember that consumption is less variable than real GDP
· Consumption of durables is much more variable than income, while the consumption of nondurables and services is less variable than income
· Two possible reasons for excess variability:
1)There are imperfections in the credit market consumers have less ability to smooth consumption because consumers cannot borrow what they would like at the market interest rate and the market loan interest rates are typically higher than the interest rate at which consumers lend
2) When consumers try to smooth consumption in the same way, it will change the market priceconsumption must fall during a recession because income is lower and consumption must rise in a boom

What about an Increase in Future Income?
· It leads to smooth backward
· Consumers save less in the current period so that current consumption can increase, whereas an increase in current income leads to smoothing forward where consumers save more in the current period in order to increase future consumption

What about Temporary and Permanent Changes in Income?
· Milton Friedman permanent income hypothesis, where he argued that a primary determinate of a consumer’s current consumption is his or her permanent income
· Changes in income that are temporary yield small changes in permanent income (lifetime wealth), which have small effects on current consumption
· Changes in income that are permanent have large effects on permanent income (lifetime wealth) and current consumption
· If income increases temporary, then there is a temporary increase in savings and consumption does not increase as much as income
· If there is a permanent increase in income there need not be an increase in saving and current consumption can increase as much as or more than income




What about an Increase in Real Interest Rate?
· Changes in the markets interest rate is important by which shocks to the economy, fiscal policy and monetary policy affect real activity
· A change in real interest rate changes the price of consumption in the current and future period
· It causes an IE and SE which influences the consumption in the present and future period
· An increase in r will decrease lifetime wealth
· An increase in r causes future consumption to become cheaper relative to current consumption
· Higher interest rates imply that the return on saving is higher, so that more future consumption can be obtained for a given sacrifice of current consumption goods
· For a given loan in the first period, the consumer will have to forgo more future consumption goods when the loan is repaid
· If SE>IE then savings increase, vice versa
· An increase in r makes saving more attractive
· Two Situations: 
1) Interest rate increases for a borrower current consumption decreases, savings increases, and future consumption may rise or fall
2) Interest rate increases for a lenderfuture consumption will increase and current consumption and savings may rise or fall
· Intertemporal Substitution Effect= a higher interest rate lowers the price of future consumption in terms of current consumption, which leads to a substitution of future consumption for current consumption and therefore leads to an increase in savings

Government
· Government current budget constraint G=T+B (B is the quantity of government bonds issued in the current period
· Government future period budget constraint G’+ (1+r)B =T’
· If B<0 it implies that the government was a lender to the private sector rather than a borrower from it
· Government present-value budget constraint    this states that the present value of government purchases must equal the present value of taxesit is an interpretation that the government must eventually pay off all of its debt by taxing its citizens






Competitive Equilibrium
· In trading in the credit market, consumers and the government are effectively trading future consumption goods for current consumption goods
· Three conditions have to hold in a two-period economy:
1) Consumers choose current and future consumption and savings optimally given the real interest rate
2)   holds
3) Credit market clears
The Ricardian Equivalence Theorem
· A change in the timing of taxes by the government is neutral
· RE= if current and future government spending are held constant, a change in current taxes with an equal and opposite change in the future taxes leaves the equilibrium interest rate and consumption of individual unchanged
· The credit market clears when Y (income) =C + G
· A change in the timing of taxes has no effect on equilibrium consumption or the real interest rate because consumers face the same budget constraint before and after the change in the timing of taxes
· Private saving
· Government savingany change in the timing of taxes where T increases will reduce private savings and increase government saving by the same amount
· A current tax cut can give consumers higher current disposable income, which seems like a good thing, but consumers must pay for current tax cut by bearing higher taxes in the future

Ricardian Theorem and Government Debt
· Government debt is a burden in that it is something we owe to ourselves
· Government must pay off its debt by taxing us in the future
· Four key assumptions of this theorem:
1) When taxes change, they change by the same amount for all consumers, both in the present and future periodif some consumers received higher tax cuts than others, lifetime wealth could change for some consumers, which could change consumption choice and interest rate
2) Any debt issued by the government is paid off during the lifetimes of the people alive when the debt was issuedif the government cuts taxes, the current old receivers get higher disposable income and the current consumers will have to pay off the debt in the future through higher taxes
3) Taxes are lump-sum all taxes cause distortions, they change the effective relative prices of goods faced by consumers in the market distortions represent welfare losses from taxationif government taxes optimally, it minimizes the welfare cost of taxation
4) There are perfect credit marketsconsumers can lend and borrow as much as they please and they can borrow and lend at the same interest rate
· Current changes in taxes have consequences for future taxes

Ricardian Equivalence and Credit Market Imperfections
· Can cause a failure of Ricardian equivalence
· Taxes and consumption are negatively correlatedincreases (decreases) in taxes would tend to cause decreases (increases) in consumption
· When income rises (falls), consumption tends to rise (fall), and taxes tend to rise (fall)
· Why do taxes rise with income?  When income increases, government collect more revenue from income tax, the GST, and PST transfers tend to decrease as income rises, transfers are simply a negative tax in the government budget

Credit Market Imperfections, Asymmetric Info, and Financial Crisis
· In equilibrium, banks earn zero profits, since negative profits imply that banks want to shutdown and positive profits imply banks want to expand
· There are good borrowers and bad borrowers
· Good borrowers pay a default premium on the loan from the bank
· Current Financial Crisis began in 2008lending has become risky for banks and other financial institutions lending institution perceive that average borrowers are much more likely to default and find it harder to screen borrowers (it is getting harder to tell good borrowers from bad borrowers)

Credit Market Imperfections, Limited Commitment and Financial Crisis
· Borrowers receive goods and services in the present in exchange for a promise to give the lender claims to goods and services in the futurehowever, in the future, borrowers may find it advantageous to not keep his or her promise
· Collateral is an asset owned by the borrower that the lender has the right to if the borrower does not meet the promised payments
· Collateral is used in short-term lending among large financial institutions ex: repurchase agreement= a short-term loan where a safe asset, such as government-issued debt, serves as collateral
· Collateral constraint  consumers have to satisfysubstitute (  ) into the equation to get   this states that current period consumption can be no greater than current disposable income plus the amount consumers can borrow by pledging something as collateral
· Binding collateral constraint when consumers choose to consume at the kink in the budget constraintthey borrow up to the full amount that lenders will permit and consuming future disposable income in the future period ()
· What if p decreases? With everything else held constant, it reduces the quantity of the consumer’s collateralizable wealth consumers can smooth this effect by reducing consumption in both current and future periods, only if they are unconstrainedfor any consumer, a decrease in wealth cause a reduction in consumption, either in the present or future period

