Two-period model 
1. Explain why s1, his savings in period 1 are not positive 

We know that the Cookie Monster lives for 2 periods 0 and 1. Notably, for period 2, he will consume everything not saving anything since he won’t be alive after period 2 to enjoy the savings. 

The consumption in the second period depends on the savings of the first period as well as the interest earned in the first period and 1; as well as the income of period 1. Thus, there is no savings in period 1. Where y0d is the disposable income for period 0

2. 

 

This is the budget constraint; 
With 


Therefore, the budget constraint becomes 

Therefore, the maximization problem is 




3. The budget constraint is 
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4. When he did not face, s0 




               
	
	Eqn 1 / 2 gives 
	
	
Therefore, in the budget constraint, inserting this  we have 




5. How much is the smallest tax cut in period 0 that would make his credit constraint non-binding? Explain 
Now for 






 
6. Does Item 2 Invalidate Ricardian Equivalence theorem? Explain 
Ricardian equivalence theory says that financing government spending out of current or future taxes has an equal effect in the economy. Therefore, a tax cut in the current period has to be compensated by a tax increase in the future. However, there wont be a net tax increase in the next period hence 2t invalidates the Ricardian equivalence. 

