1. Consider the Consumption model presented in class. Suppose the real interest rate is 2 per cent and the utility function is 
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a. What is the consumer’s budget constraint?

b. What is C1?

c. Suppose the government has some unexpected expenditures of $100 dollars, and decides to finance it by raising taxes on Y1 by $100. What would be the effect on the budget constraint and on C1?

d. Now suppose instead of raising taxes on Y1 by $100 to finance its unexpected expenditures, the government borrows $100 now and raises taxes on Y2 by  $102/5 dollars (i.e., $100
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(1+r)). What would be the effect on the budget constraint and on C1? Would the effect on consumption be different from that in part c? Discuss. 
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