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$POTJEFS UIF POF�QFSJPE NPEFM PG DPOTVNQUJPO BOE QPSUGPMJP DIPJDF� -FU BO JOEJWJEVBM
JO UIJT FDPOPNZ IBT UIF VUJMJUZ GVODUJPO BT GPMMPX�

U(C) = ln(C)

"MTP
 MFU C1
C0

JT EJTUSJCVUFE BT MPH�OPSNBM XJUI NFBO FRVBMT µc BOE JUT WBSJBODF JT σc �
1MFBTF SFBE BOE BOTXFS UIF GPMMPXJOH RVFTUJPOT DBSFGVMMZ BOE DPNQMFUFMZ�
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2VFTUJPO ��� 	 �� NBSLT
 $BMDVMBUF UIF SJTL GSFF SBUF Rf JO UFSNT PG UIF JOEJWJEVBM�T
DPOTVNQUJPO
 C0 BOE C1� 5IFO
FYQMBJO UIF SFMBUJPOTIJQ CFUXFFO UIF MFWFM PG DPOTVNQUJPO
BOE UIF SJTL GSFF SBUF JO UIJT FDPOPNZ�
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From the optimal intertemporal decision
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Ins : this equation implies that if the risk free rate is high , the expected

growth in consumption will also be high .
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2VFTUJPO ��� 	 �� NBSLT
 $BMDVMBUF UIF FMBTUJDJUZ PG JOUFSUFNQPSBM TVCTUJUVUJPO JO UIJT
TFUUJOH� *G JO UIF OFYU ZFBS
 UIF JOUFSFTU SBUF JT GBMMJOH
 8JMM UIF JOEJWJEVBM�T DPOTVNQUJPO
MFWFM JODSFBTF PS EFDSFBTF 8IZ 5P TVQQPSU ZPVS BOTXFS
 VTF UIF DPODFQUT PG JODPNF
FGGFDU BOE TVCTUJUVUJPO FGGFDU�
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If there is only a risk - free asset and nonrandom labor income
,
so that C '

is nonstochastic
, equation from 7.1 is
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= RI . Co Ins . the elasticity is equal to 1
, this mean

(n
that an increase in interest rate will raise

the consumption in the next in a one - to - one

relation
.

As the substitution effect would increase the
consumption next period and income effect

would raise the consumption in this period .

For this case
,

it can be implied that
the substitution effect and income effect are

completely offset each other
.
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2VFTUJPO ��� 	 �� NBSLT
 4PMWF GPS UIF QSJDJOH LFSOFM Pi PG BOZ SJTLZ BTTFU J JO UIJT
FDPOPNZ� 5IFO FYQMBJO UIF NFBOJOH PG UIJT QSJDJOH LFSOFM�
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The pricing Kemal can be derived by
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From Pis Els Xi ]

this implies that any asset that pay
the payoff in the state where

C,
is high , it will cause the marginal utility ( U'C Ci) ) to

be low . Therefore
,

those types of asset will not be highly value
,
and

vice versa .
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2VFTUJPO ��� 	�� NBSLT
 $BMDVMBUF )BOTFO�+BHBOBUIBO #PVOE BOE FYQMBJO UIF NFBOJOH�
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HJ bound status that
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