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Macroeconomics
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The behavior of households

• The representative household takes the paths of r(t) 
and w(t) as given.

• Its objective function is to maximize  
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The behavior of households

• The household’s budget constraint is

• Let c(t) be consumption per effective labor, 
c(t)=[C(t)L(t)/H]/[A(t)L(t)/H].
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The behavior of households

• Since  C(t)=A(t)c(t) ,
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The behavior of households
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The derivative of both sides of Eq w r t t must be the same
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The Dynamic of c
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The Dynamic of k
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The Phase Diagram
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The Initial Value of c
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The Saddle Path
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Welfare

• The First Welfare Theorem:
• If markets are competitive and there are 

no externalities, the decentralized 
equilibrium is Pareto-efficient. (It is 
impossible to make anyone better off 
without making someone else worse off.)

• Hence, the equilibrium in this model must 
be Pareto-efficient.
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 Introduce an economic policy 
that will move a representative 
consumer on point C to F.

Homework
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