
6.2. Two Period Model

Fig. 6.2.4: Higher interest rates in two examples.

An Explicit Example

If preferences take the CRRA form we can go beyond equation (6.2.8) and get an explicit formula for how

much the household is going to consume.8 CRRA utility takes the form:

u (c) =
c1−σ

1− σ

so marginal utility is:

u′ (c) = c−σ

Replacing this in equation (6.2.8) gives us:

c−σ1 = β (1 + r) c−σ2

⇒ c2 = [β (1 + r)]
1
σ c1

Now replace c2 into the budget constraint (6.2.4):

c1 +
1

1 + r
[β (1 + r)]

1
σ c1 = y1 +

1

1 + r
y2

and solve for c1:

c1 =
y1 + 1

1+ry2

1 + β
1
σ (1 + r)

1
σ−1

(6.2.9)

8CRRA stands for �constant relative risk aversion�. We �rst encountered this functional form in Chapter 2.
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