
6.2. Two Period Model

Fig. 6.2.2: Consumption decisions in two examples.

The E�ect of Interest Rates

Let's imagine that interest rates change. How do households change their consumption? The answer to this

question is going to play an important role in some of the models of the entire economy that we'll analyze

later. For now, we are going to study the question in isolation, just looking at the response of an individual

household to an exogenous change in the interest rate. For concreteness, let's imagine that the interest rate

rises.

Let's �rst take a look at this question graphically. A change in interest rates can be represented by a change

in the budget constraint, as in Figure 6.2.3. The new budget constraint still crosses the point (y1, y2) because

the household can a�ord this no matter what the interest rate is, but the slope of the budget constraint is

di�erent. With higher interest rates, it becomes steeper. As with any change in prices, this can have both

income and substitution e�ects.

The substitution e�ect is straightforward: as we saw before, a higher interest rate means that present

goods have become more expensive relative to future goods. Other things being equal, this would make the

household substitute away from present goods towards future goods, i.e. save more and consume less.

The income e�ect is a little bit more subtle. Do higher interest rates help or hurt the household? That

depends on whether the household is borrowing or saving to begin with. If the household is saving, then higher

interest rates mean that it is earning more on its savings, which can only help them attain higher utility. This

is the case depicted in Figure 6.2.3. Instead, if the household was borrowing, then higher interest rates means

that it's paying more interest on its loans, which hurts them.6

Graphically, it's possible to decompose income and substitution e�ects in the following way. First, imagine

6There is an additional possibility, which is that the household was choosing to borrow when interest rates were low but saves
instead when the interest rate rises. In this case the income e�ect could go either way.
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