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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�
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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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implying that when
the consumption level
is low , the risk tree
rate is 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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it interest rate is
tailing ,

the individual 's
consumption level will
I. substitution effect decreases
the return from transforming
current consumption into
future consumption

, providing
less incentive to save

.

7. income effect from lower
return of savings makes
the individual worse off
and would lower consumption
IN both periods

.
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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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Spf for nominal
returns equal to
the real pricing
kernel

.
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 $BMDVMBUF )BOTFO�+BHBOBUIBO #PVOE BOE FYQMBJO UIF NFBOJOH�
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