
6.2. Two Period Model

Fig. 6.2.3: Consumption re-
sponse to higher interest rates.

changing the interest rates (and therefore the slope of the budget constraint) but adjusting the position of

the budget constraint so that the household can attain the original indi�erence curve and ask how much

of each good the household consumes. This is a way of isolating the substitution e�ect: how much the

household rebalances between present and future consumption due to the new prices while holding utility

constant. Second, move the budget constraint from the adjusted line to the actual new budget constraint.

The di�erence between the household's consumption at the adjusted budget and the true new budget measures

the income e�ect: at the same prices, how much more or less can the household a�ord.7

Let's go back to the question of how consumption reacts to a rise in the interest rate. We know that the

substitution e�ect would make consumption go down and the income e�ect could go either way. When the

income e�ect is negative, then both income and substitution e�ects go in the same direction and we know that

consumption falls when interest rates rise. When the income e�ect is positive, then income and substitution

e�ects are pushing in opposite directions and the net e�ect could go either way. Figures 6.2.4 shows examples

where each of these things happen. On the left panel is the �saving for retirement� example. Here the household

is saving so the income e�ect of higher interest rates is positive, and in fact stronger than the substitution

e�ect, so the household increases its consumption. On the left panel is the �optimism� example, where the

household was borrowing against its high future income. Here the income e�ect of higher interest rates is

negative, and reinforces the substitution e�ect, leading to lower consumption.

7This way of decomposing income and substitution e�ects is known as the Hicks decomposition. An alternative is the Slutsky
decomposition, where the substitution e�ect is measured at the budget such that the original consumption plan is a�ordable
instead of the original utility level.
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