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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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Risk free asset pay
off = UCCD -1 SE [u (G)]
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It can be implied that when risk
free rate is

high , so is the level of consumption

i. ↑ Rf ↑ level of consumption
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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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E = %04
Co

toRf

E = 2 Rf = f- > 0
a ≤
Co

E is the reciprocal of coefficient of relative
risk aversion

E > 1 substitution effect outweighs income effect
while the reverse

occurs when 24 .

When 2=0 Substitution and income effect 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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Pi = El %%;) ✗ i ] = E[mon ✗i ]

I = Elmo , Ri ]

= E [Mo , Ri ] + Cov [moi ,
Ri ]

= E [Mo,] ( EIR;] + C◦v[mqR
Ecmo ,]
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2VFTUJPO ��� 	�� NBSLT
 $BMDVMBUF )BOTFO�+BHBOBUIBO #PVOE BOE FYQMBJO UIF NFBOJOH�
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u (c) = In (c)
,
Mo,

= diced / V' (G) note : var (x) = Ecx) - E(xp

6mn = Gmo , Rf
E [moi]

= f- ex - 1

= fi - ✗ - I

= JK (r -DYE -✗


