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The decentralized economy



Households and firms



Consumption



Intertemporal utility maximization problem



Optimization



Two-period budget (another way of expressing the 
households problem)



Extension to n-1 periods



Permanent income



Intertemporal substitution



An increase in the interest rate (assuming at =0)



Optimal consumption path



Consumption function



Empirical evidence



Permanent and temporary income shocks



Permanent and temporary interest rate shocks



Anticipated and unanticipated income shocks



Saving



Life-Cycle Theory
Up to now we assumed that households are identical and live forever.



Income and consumption in the US



Durables and non-durables



Model of Perpetual Youth



The power of posterity



Durable consumption



Utility maximization problem



First order conditions



Euler equation



Substitution between durables and non-durables



Parametric analysis



Steady-state solution



Short-run dynamics



Short-run dynamics



Empirical evidence



(S,s) Policy



Mechanics of the (S,s) model



Evidence from the Great Recession



Car sales
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