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Lecture 5: Two Period Model

Jonathan Chiu

Section 6.1  Consumers

6.1.1 Inter-temporal Decision

	Period
	Income
	Lump-sum tax
	Consumption
	Saving

	Current
	
	
	
	

	Future
	
	
	
	


Current Budget Constraint:

Future Budget Constraint:

Life Time/Present Value Budget Constraint:
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Fig 1
Assumptions:
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Fig 2
6.1.2 Comparative Statics

(1) Effect of y (
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Fig 3
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(2) Effect of y’ (
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Fig 6
Lender:
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Fig 7
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Borrower:
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Fig 8
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Section 6.2 
Government

Current B.C.
:

Future B.C.
:

Government Present Value Budget Constraint:

Section 6.3  Competitive Equilibrium

In a C.E. for a 2-period economy with m consumers, the following conditions are satisfied:

(1) Consumer

(2) Government

(3) Market Clearing

Section 6.4 Ricardian Equivalence Theorem

Given fixed G & G’, then a change in current taxes (T) with an equal & opposite change in the present value of future taxes leaves the equilibrium real interest rate and consumption unchanged.

Before change : c0, c0’, r0, t0, t0’

Tax raised from t0 to t1.

After change
: c1, c1’, r1, t1, t1’ 
Want To show: Given r1= r0, c1= c0 & c1’= c0’ is a C.E.
Period 1
Tax change (t = t1 - t0 > 0



Gov’t surplus = ____________



To balance gov’t B.C., reduce bond selling by  ____________

Period 2
Gov’t can reduce bond repayment by  ____________



To balance gov’t B.C., reduce tax per capita by  ____________

New Individual B.C.: 

Numerical Example:

m = 500, r = 5%, y = 10, y’ = 12, t0= 3, t0’= 4, c0= 6, c0’= 9.04,G = 2000, G’ =1475

Consumer B.C.: 
we=y +y’/(1+r)- t0-t0’/(1+r) =




c0+c0’/(1+r) =

Individual saving: s = y - c0 - t0 =

Government:

T0 = mt0 =




T0’= mt0’=




B0 = G - T0 =

Government B.C.:

Credit market clearing: Sp = B =

Output market clearing: Y = G + C = G + mc =

t0  reduced to t1 = 2            ( (t = t1 - t0 =

( t1’ = t0‘ -(t(1+r) =

Given that r stays at 5%, 

Gov’t B.C.: G + G’/(1+r) = mt1+ mt1’/(1+r)

Consumer B.C.: we = y +y’/(1+r)- t1-t1’/(1+r) =

Total saving: S1 p =

Total Bond Supply: B1= G - T1=
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