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1. Consumption over time and credit rationing 
With reference to the Norwegian credit rationing until 1985, consider the problem of an 
individual deciding on consumption over a lifetime comprising two periods. Let 
consumption in the two periods be C1 and C2, the total wealth (to be entirely used for 
consumption) W, and the (real) interest rate be r. This is easily solved and shown 
graphically (in the so-called Fisher diagram) on the assumption that there exists a utility 
function U(C1,C2). (Start by explaining that the lifetime budget constraint must be 
W=C1+(1/1+r)C2). 

Let instead the financial resources be given by income in the two periods, Y1 and Y2, and 
explain why credit may be wanted and what consumption will be come if credit is 
rationed. (If credit is granted, the interest rate is r.) Discuss various situations that might 
occur.  

On the basis of what you have learnt from the exercise above comment upon the 
arguments and the size of coefficients in the macro consumption function of MODAG 
(use the long term solution (5.3.5). 

2. The “discouraged worker” effect 
(a) What is the “discouraged worker” effect? Is it important in MODAG’s representation 
of the Norwegian economy. How does it influence the impact of fiscal policy instrument 
for countercyclical policy? 

(b) What difference does it make with regard to the countercyclical effect whether 
government is increased or direct taxes reduced with the same amounts? 

Answer both (a) and (b) as if you were to explain the outcome of MODAG calculations 
to politicians highly interested in the results but without formal training in economics and 
with no background in the use of models.   


	Seminar #2: MODAG related issues
	1. Consumption over time and credit rationing
	2. The “discouraged worker” effect


