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ABSTRACT. In this paper we conduct comparative statics for optimal consumption and port-
folio selection of an agent who has a utility function of Epstein and Zin type. We derive the
Slutsky equations and decompose the total effects of changes into the substitution effects and
the income effects. We identify the role of the elasticity of intertemporal substitution and the
coefficient of relative risk aversion.

1. INTRODUCTION

It has been long noted that portfolio selection is closely related to consumer choice. An
economic agent finances future consumption by investing in assets. Two different allocations
of investments will result in different consumption profiles for the agent. Thus, one can apply
consumer choice theory to the study of portfolio selection. Pye [1] noted the importance of
this relationship and hinted at the applicability of the Slutsky equation of consumer choice
theory to comparative statics analysis for portfolio selection problems. Bierwag and Grove [2],
Sandmo [3, 4], Fisher [5], Dalal [6], and Eichner [7, 8] have derived Slutsky equations for asset
demands.

Despite the extensive literature on the subject, most research has been concerned with a
static portfolio selection problem, ignoring intertemporal allocation of consumption. Fisher [5]
was an exception and considered the intertemporal contingent consumption choice problem. In
this paper we extend his analysis to the case where the economic agent has a recursive utility
function of the Epstein-Zin type [9] and derive Slutsky equations for consumption and asset
demand. This utility function allows separation of the elasticity of intertemporal substitution
and the coefficient of relative risk aversion. This feature allows us to identify the roles of
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elasticity of intertemporal substitution and the coefficient of relative risk aversion on the overall
effect of the income and substitution effects.

This paper is organized as follows. In section 2 we describe our model and solve our model
in section 3. Section 4 contains analysis of the substitution and income effects and section 5
concludes.

2. THE MODEL

We consider a consumption and portfolio selection problem of an economic agent in a 2-
period discrete-time model. There exist two possible states of the world, v and d, at time 1.

U R Tu
1 1
d R T4
Stock Bond Probabilities

FIGURE 1. Asset Dynamics

The agent has the following utility function of the Epstein-Zin type:

Ulco,c1) = [u(co) + Bu (E {u(al)]é)} z @.1)
where
u(c) = ¢,
u(c) = .

p < lLa < 1,p # 0,a # 0, ¢ is the agent’s consumption at time 0, ¢, and ¢4 are her
consumptions at state u and d at time 1, respectively, and E is her expectation at time 0.! Tt
is well-known that the Epstein-Zin utility function has a constant elasticity of intertemporal

substitution (EIS) equal to o £ flp and a coefficient of relative risk aversion (CRRA) equal to

Y2 1-a.

I p = 0, the utility function takes the form:
U(co,c1) =logco + Blog (E [u(éﬂﬁ) .
If a = 0, the utility function takes the form:
Ulcose1) = [u(co) + Bu (exp (Elog(@1)))]
where u(c) = ¢”. The case p = 0 or « = 0 can be regarded as the limiting case of the utility function in equation

(2.1). We will derive our results based on this utility function. All our results, however, can be extended to the case
p=0ora=0.
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The investment opportunity consists of a stock and a bond. The stock price at time 0O is
normalized to be 1 and becomes u in state u and d in state d with u > d.? The bond is risk-free
with an interest rate equal to . Thus, the risk-free return, R, is equal to 1 + . We assume a
frictionless market. That is, there are no trading costs, taxes, and short-selling restrictions.

The agent wishes to maximize her utility given in (2.1) with her initial wealth W, choosing
her consumption, ¢y, ¢y, ¢4, and her investments, 6, in the stock and 6 in the bond. Her value
function (indirect utility function) is defined as follows:

o=

VOP) 2 max[(e0)? + 8 {mulea)® + malca) )]

subject to the budget constraints

co < W — 0, — by, (2.2)
o < Osu+ OyR, (2.3)
ca < 05d+ O,R. (2.4)

The financial market is complete, since there exist two possible future states and two assets
with linearly independent payoffs. Thus, we can rewrite (2.2) - (2.4) as the following one
constraint,

€o + puCy + pdaca < vVu (2.5)
where
R—d
u = 5 2.6
p (u—d)R (2.6)
u— R
= — 2.7
Pi= TR 2.7

Here p, and py are equal to the prices of the Arrow-Debreu securities for states w and d,
respectively. Notice that because of the market completeness the problem is essentially that of
consumption choices and portfolio selection is a consequence of the consumption choices.

3. INDIVIDUAL CHOICE

The agent’s problem can be stated as follows:

Problem: The Agent’s Consumption and Portfolio Choice Problem

The agent chooses her consumption bundle, {c}, c., ci} and portfolio holdings, {0,6y}, to
maximize her utility given by (2.1) subject to budget constraint in (2.5).

The Lagrangian of the problem is

1

L= |(co)f + B{mu(ca)® + malca)®}a |” + MW — o — pucu — paca} -

2Here we use the same notation for the stock return and the state with a slight abuse of notation. The same
notation for two different objects is for convenience and will not generate confusion.
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The first-order conditions are given as follows

oL ou
=22 _\=0 3.1
8c0 800 ’ ( )
oL oU
—_— = —_ Z = 5 ) = 5 5 .2
ac, ac; piA=0, i=u,d 3.2)
oL
o = W —co — pucy — pacq = 0. (3.3)
From (3.2) we get
oUu
87% T Cl a—1 B &
ou © ma \cd  pa
Ocy
and thus
1 1
Cu _ (Mp“> ala <<u> ot (3.4)
Cd Tu Pd Cd '
where (; is the state price density of state 4,
Pi
Ci - _
TG
And from (3.1) and (3.2),
o L1
1 a—1 CU a-t « « :
Pd = (o)1 - Bra(ca) Ty & (ca)® + ma(ca)
Cd _ orloaty (3% =27\ atn
= — =pr Cd <7Tu<u + 7"'dCd ) . 3.5
Co
Symmetrically,
1 _a o\ s
S BTG (maE T ) (3.6)
Co

Substituting (3.5) and (3.6) into budget constraint (3.3), we get the following optimal con-
sumption choice of the agent:

w
*Mm — .7
0 1+ A G-D
a —o 1
sz = 60(1—Q)Ap(pl—a) Cua_l :[Y/Ll’ (38)
a —a 1
c:;m = /6}7(1704) AP(plfa) Cd(171 ]-Y.A’ (39)

where
p(l—a)

AL g7 (wucqi’j + mCF) s, (3.10)
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The agent’s demand for consumptions in times and states is Marshallian and thus we have used
superscript m to stand for Marshallian demand.

The agent’s optimal portfolio can be found by substituting (3.7) - (3.9) into the original
budget constraints, (2.2) - (2.4).

1 _1 a p—a
( A gé“) Brl=e) Ae(-a) W
o — , 3.1
. (u—d)(1+ A) G0
1 1 o —a
(w5 - agi™ ) g it

Rlu—d)(1+ A)

rm = (3.12)

1 1
If the risk premium on the stock is positive, i.e., (' > ¢ C}kl , then 7™ > 0. From now on,
we will assume that the risk premium is positive.

Value function V(W) takes the following simple form

VW) = (1+ A 'W. (3.13)

We now consider the dual problem of the agent’s optimization problem, the expenditure
minimization problem. From (3.13) we derive the following expenditure function for utility
level u

E(@) =1+A4)7a (3.14)

And the agent’s Hicksian demand for consumptions and assets can be found from the optimal
choices of utility maximization problem by substituting W by E(u) in (3.14). The Hicksian
demand for consumptions is given by the following

S — (3.15)
(1+A)r
a p—o 1 u
cth = grti-a) Ap(=e) (o T —— (3.16)
(L+A)r
a p—o _1 u
¢t = Bri-a Ar=a) (o7 — (3.17)
(I+A)r

and the Hicksian demand for assets is given as

%1 %1 a p-a
, ( o ¢ Beti-a) Ap(-a) g
gt — , (3.18)
(u—d)(1+ A)»

1 1 o p—a
<u i dgg—l) Bri-a) Ar(-a) g

ot = 1 . (3.19)
R(u—d)(1+A)»
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Superscript h stands for Hicksian.
We will use (3.15) - (3.19) to easily derive Slutsky equations in the following section.

4. THE SUBSTITUTION EFFECT AND THE INCOME EFFECT

We now proceed to do comparative statics of the agent’s consumption and portfolio choice.
A well-known mathematical representation of the substitution effect and the income effect of
a parameter change is the Slutsky equation. Cook [10] gave one-line proof of the Slutsky
equation as follows. If we define the Marshallian demand function as

M(pu7pd> W) £ argmax U(C()a Cu, Cd)a
C
and the Hicksian demand function as
H(puapd, ﬂ) = arg mcin {CU + DuCu + pdcd} )

by definition, H (py, pd, @) = M (pu, pa, E(@)). Thus Slutsky equation is

oM OH OM OFE

opi  Op;  OW Op;

The first term on the right hand side in (4.1) represents the substitution effect and the second

term represents the income effect.

“4.1)

4.1. The Effect of a Change in a State Price. We analyze the substitution effect and the
income effect of state prices, p,, and py on consumption at time 0.

We decompose the effect of a change in p,, on consumption at time 0 by deriving the Slutsky
equation. Using (3.15) and (3.7), we derive the following Slutsky equation

ocg™  Ocgh O™ O
Ipuy Opu oW dpy

U 0A _a _p-a 1
S S A Y Cery I POy N ot e S 42
p(1+ Ayt Opu & Gy @2
where

We see that p determines the sign of (4.3).

15)
o4 >0, if p <0,
Opu

%<O, if0<p<l
Opu
From (4.2), it is obvious that the income effect is negative. Since her purchasing power
decreases due to an increased price, the effect is to reduce the agent’s current consumption.
The sign of the substitution effect depends on the magnitude of EIS, 0. Since ﬁ = o,

EIS < 1 ifand only if p < 0 and EIS > 1 ifand only if 0 < p < 1. A large EIS (EIS > 1)
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implies the agent is willing to substitute future consumption for current consumption, and thus
the substitution effect of the change in the price of future consumption is positive. However, if
EIS < 1, the agent is not very willing to substitute future consumption for current consumption,
the substitution effect is negative.

We can derive the total effect from (3.7).

ocg™ w 0
9 _ - o4 4.4)
Opu (1+.A4)% dpu
Therefore, if the agent’s EIS is less than 1, the total effect is negative, since both the substitution
effect and the income effect are negative. If the EIS is greater than 1, the total effect is positive

and the substitution effect dominates the income effect.

Case Sub. Income Total
effect effect effect
EIS< 1 - - -
EIS > 1 + — +

TABLE 1. The signs of the substitution and income effects for dci™ /Op,,

The effect of a change in p; on current consumption is similar to that of p,,.
Now we consider the effect of a change in one state price on optimal consumption in the
other state, e.g., 9

5]1}:. The Slutsky equation is derived from (3.16) and (3.8).

o™ acth _ 0" OE

pg Opa  OW Opg

— — « —a 1 1,
_p-oa+ (p—1A ﬁm/lh@a*l Ll%
p(l —a)A(l+ A) (14 A)r Opd
2« 2(p—a) 1 1 W
_Rp(l—a) A—ey(o—leo-t 4.5
B Ar Cu d (1+A)2 4.5)
And it is simple to show that
0
—A >0, if p <0,
Ipa
0
—A<O, ifo<p<l1.
Ipa

The term, (p — a + (p — 1).A)/p, plays a key role determining the sign of the substitution
effect. However, we are not able to determine the sign of the substitution effect unambiguously.
Instead, we can claim that with a large relative risk aversion coefficient -, the substitution
effect is negative. That is, if the agent is highly risk-averse, regardless of the agent’s EIS, the
substitution effect is negative. On the other hand, if the agent is not very risk-averse and her
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EIS is large, as in (4.2), then she is willing to substitute consumption in state d for consumption
at time 0, and the substitution effect on consumption in state v can be negative.

The income effect is unambiguously negative; since the price has increased, the agent’s
purchasing power has declined.

We can derive the total effect from (3.8).

o™ p—a+alp—-1A T 4RSS L W JA
u _ piw Ase a1 22 4.6
Opg p(l—a)A(l+ A) b ¢ 1+ Adpqg 0

If p < 0 (EIS < 1), since the sign of (p —a+ a(p —1).A)/p is not determined, we are not able
to determine the sign of the total effect. However, for a large risk aversion, it is negative. And
when 0 < p < 1 (EIS > 1), (p — a + a(p — 1).A)/p is positive and g—;‘; is negative and thus
the sign of the total effect is negative. When p, increases, the agent with an EIS > 1 or with
large risk aversion will reduce her consumption in state .

Case Sub. Income Total
effect effect effect
EIS <1 +/— - +/—
EIS > 1 +/— - -

TABLE 2. The signs of the substitution and income effects for dc;"* /Op,

A symmetric argument can be applied for chq .
We now analyze the effect of a change in a state price on the agent’s portfolio choice. For

investment in risky asset, the Slutsky equation is derived from (3.18) and (3.11) as follows
oorm 90 005" OF
Ipuy Ipuy oW 0Opy,
1 1 a p—a
a—1 _ ra—1 p(i—a) (=) 3
_(u @ >5” Av u<p—a—i—(p—1)./4>a./4
(u—d)(1 + A)7 p(1—a)A(1+A) ) dpy

| % % 2c 2(p—a) %

o —a P a—t _ [T (1—a) (1—a) (¥

Bl® A (21 <“ ‘d )BP AT W(47)
o = 2 )

pu(l = a)(u—d)(1+A) (u=d)1+4)

The first two terms exhibit the substitution effect. The second term is unambiguously negative,

but the sign of the first term is not determined due to term, (p — a + (p — 1).A4)/p. However,

if 0 < p < 1 and ~y is large, the substitution effect is negative. This is because when the price

of a future consumption increases, an agent with a large EIS will increase current consumption

and reduce savings. And the income effect is negative since the agent’s purchasing power has

declined.
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96:™ from (3.11).

‘We can derive the total effect of oo

_1 _1 o p—a
-1 _ a1\ gattm At
oorm (“ d )5” A7 W(p—a—i—a(p—l)A) 9.4

opu (u—d)(1+.A) p(1—a)A(1+ .A) ) Opy

o R
Bt Al ca T W
pu(l = a)(u—d)(1+A)
If p < 0 (EIS < 1), the sign of (p — o + a(p — 1).A)/p is not determined and thus the sign
of the total effect is ambiguous. Again, with a large , it is negative. And if 0 < p < 1 (EIS

> 1), the total effect is negative. Therefore, when the price of future consumption increases, an
agent with an EIS > 1 or with large risk aversion will reduce her investment in the risky asset.

Case Sub. Income Total
effect effect effect
EIS <1 +/— - +/—
EIS > 1 +/— - -

TABLE 3. The signs of the substitution and income effects for 967%™ /0p,,

The Slutsky equation for investment in the bond is derived from (3.19) and (3.12) as follows
a0y 601’;" B 80;)”“87E
Opu B Opu oW Opy
_1 _1 o p—a
o= _ geo=T | gai-o An(-a) g
_(ud G )5" A u(p—a—k(p—l)A)@A
R(u— d)(1 + A p(1—a)A(1+.A)/) dpy

% % 200 2(p—a) %
RS AT (T g (“ g G >ﬁ”<1“>v4ﬂ<1°‘> W
pu(l — a)R(u—d)(1 + A)» R(u —d)(1+ A)?

The first two terms show the substitution effect and the signs of the substitution effect and the
1

income effect are ambiguous, since the sign of term | u( d“j — dQ‘f%l ) is not determined.
And the total effect can be derived from (3.12) as follows
oorm (“ - d@&il) Fr AR W <p —atalp- 1)A> 94
Opy R(u—d)(1+ A) p(1 —a)A(1+ A) ) Opy
| BT AT G W
pu(l — @)R(u—d)(1+ A)
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The sign of the total effect is also is ambiguous.

Case Sub. Income Total
effect effect effect
EIS <1 +/— +/— +/—
EIS > 1 +/— +/— +/—

TABLE 4. The signs of effect of 06;™ /Op,,

The effect of a change in p; on portfolio choice is similar to that of p,,.

4.2. The Effect of a Change in the Interest Rate. Now let us consider the effect of a change
in the interest rate. We first make the following observation which can be derived from (2.6)
and (2.7):

Opu d
R weare <"
Opa ___

OR (u— d)R?
When the interest rate increases, both state prices decline so that the equality, p, + py = 1/R,
still holds.
We can derive the following Slutsky equation for the effect of a change in the interest rate

on consumption at time 0:

ocy™ ocyh _ 0" OFE

OR  OR oW &R

L L 0A 1 Opy, om oy % am
p(1+ A)e Li19R 1+ A

9R ™ aR “d

U 0A _a o pma_ W - Opy 3pd
= Be-a) Ap(T-0) —— ot 4.8
s aion A ESVICE R )
where A 5 5
p O a—1 pu =1 Opd
2= = 0 gui-a) Av-a) (2 ) 4.
o = LA < s ) (49)
We have applied the envelop theorem to obtain the second equahty. And we know that
0A
— if
IR <0, if p <0,
0A

— f 1.
8R>0 ifo<p<

In (4.8) the substitution effect is always negative regardless of whether the EIS is smaller than
or larger than 1. If the interest rate increases, the price of future consumption decreases and
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the agent will increase future consumption and reduce current consumption. And the income
effect is positive, since the agent’s purchasing power increases with an increase in the interest
rate.

From (3.7) we derive the following total effect:

dey™ W  0A
OR  (1+A)?20R’
The EIS determines the sign of the total effect. When the EIS is less than 1, the total effect
is positive. Since the EIS is small, the income effect dominates the substitution effect. And if
when EIS is larger than 1, the total effect is negative and thus the substitution effect dominates
the income effect. Therefore, when the interest rate increases, an agent with an EIS < 1
will increase her current consumption and an agent with an EIS > 1 will reduce her current
consumption.

Case Sub. Income Total
effect effect effect
EIS <1 - + +
EIS > 1 - + -

TABLE 5. The signs of the substitution and income effects for dcjy™ /OR

We can now derive the following Slutsky equation for ¢, from (3.16) and (3.8):

ocm ach )
OR ~ OR  OW OR
_ grta gt gt (p—a+(p—1)A8«4 1 8pu>

(14 Ay \p(L—=a)A1+A) IR  pu(l—a) IR
2c 2(p—a) W apu 1 apd _1
—Brl-a) Ap(I=a) — [ 2ol 4 22 a1 ) 4.10
p (1+A)2(8Ru OR>? (4.10)
It is clear that the income effect is positive with an increased purchasing power. For the sub-
1 8pu

stitution effect, the second term, ~puli=a) OR in the parenthesis of the first term is positive.
Due to term (p — o + (p — 1).A4)/p, however, the sign of the substitution effect is ambiguous.
But when the agent’s risk aversion is large, the substitution effect is positive.

We can derive the total effect from (3.8).

&izﬁﬁflﬁgﬁ w p—cH—oz(p—l)A%_#% _
OR 1+ A\ p(1-—a)A(1+A) OR  pu(1—a)OR

If p < 0 (EIS < 1) the sign of the total effect is ambiguous. With large risk aversion, it is
positive. If 0 < p < 1 (EIS > 1), the total effect is positive. Therefore, when the interest rate
increases, the agent with a large EIS or with large risk aversion will increase her consumption
in state u.
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Case Sub. Income Total
effect effect effect
EIS <1 - + +/—
EIS > 1 — + +

TABLE 6. The signs of the substitution and income effects for dc; /OR

We now analyze the effect of a change in the interest rate on the agent’s portfolio choice.
We can derive the following Slutsky equation

og;m o003 96;m OF
OR  OR oW OR
ool _ o1 ) Brli-a) Ari-a) g
_<“ @ >5P Ar U<p—a+(p—1)A>8A
(u— d)(1 + A)7 p(1—a)A(l+A)/) OR
1

a —a _1 1
JITTAE (G opa G op
(u—d)(1+ Ay \pa(l—0)OR  py(1-a)dR

2(p—a

ST et ) gaite AN W
<“ ~ >ﬁp ,, w0t Op
(u—d)(1+ A)? “ OR ' OR)’

The first two terms exhibit the substitution effect and the signs of both terms are ambiguous.
But the income effect is unambiguously positive, since the agent’s purchasing power increases
with an increase in the interest rate.

We derive the total effect from (3.11).

ﬁ — ﬁ p( (ia) p(piof;
o0 <u d )5 I-a) Ar(d )W<,O—Oé—|—0z(p—1).,4> oA
R (w—d)(1+A) p(1— )AL+ A)
a p—a _1 _1
BERAESW (G opa GET o,
(u—d)(1+ A) :

pi(1—a) R pu(1—a) OR

The sign of the total effect is ambiguous in both cases, p < 0and 0 < p < 1.
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Case Sub. Income Total
effect effect effect
EIS <1 +/— + +/—
EIS > 1 +/— + +/—

TABLE 7. The signs of the substitution and income effects for 906%™ /OR

For investment in the risk-free bond, we can derive the following Slutsky equation from
(3.19) and (3.12):
aoym 89,’;h oo™ OF

OR ~ OR  OW OR

1

_ <u;1_dszl>ﬁp<la).Ap(la>u [<pa+(p1),4>8,4 1}
R(u—d)(1+ A)» p(I—a)A(l+A)) OR " R

1

1 1
ﬁ”“ DA a [ dGT Opy  u¢i T Opa

R+ A \pul—a) 0B  pa(l - a) OR

1 2(p—a)
—dee P Ao(—o) T
_(“d i) ot (275 2).
Rlu—d)(1+ AP v - &

The first two terms show the substitution effect, and we are not able to determine the sign of
each term. And also the sign of the income effect is not determined.

The indeterminacy of the sign of the substitution effect in (4.11) can be explained by Dalal
[6]’s intuitive argument. His model considers only portfolio choice but the argument is still
applicable here. The substitution effect is measured in a situation where the agent minimizes
expenditure to keep utility level constant. Suppose that the interest rate increases but the risk
premium stays still positive. Suppose also that the agent is not very risk averse and thus reduces
her bond investment by a small amount without changing her stock investment in an attempt to
keep her expected utility unchanged and take advantage of the risk premium. Since the overall
risk of return has decreased, however, her action would probably raise her expected utility. To
keep the utility level constant she might need to reduce her bond holding further. In the other
case where the agent is severely risk-averse, the agent will increase her bond investment and
reduce her stock investment and thus lowers the expected return and risk of her portfolio so
that her expected utility is kept constant.

Though Dalal’s argument is for portfolio choice, we can apply it to consumption choice as
well. For example, (4.10) shows a similar behavior. If the agent is heavily risk-averse, i.e., -y
is large, p — a + (p — 1).A is positive and thus the substitution effect becomes positive in both
cases EIS < 1 and when EIS > 1.
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The total effect of the interest rate change on the agent’s investment in the risk-free bond is
given as

T _ e | paite A
ag;m_ (Ud dCu )ﬁ(l ) Ar( )W[<,0—Oé+a(p—1)./4>a.,4+l:|

OR R(u—d)(1+ A) p(l—a)A(1+A) ) OR " R

1

+@ﬁ,4ﬁw ¢ Opy  uGg' Opa (4.12)
Ru—d)(1+A) \pu(l=) OR  ps(l—-a) R | |

The sign of the total effect is ambiguous.

Case Sub. Income Total
effect effect effect
EIS <1 +/— +/— +/—
EIS > 1 +/— +/— +/—

TABLE 8. The signs of the substitution and income effects for 06;" /OR

4.3. The Effect of a Change in the Return on the Stock. We now analyze the effect of a
change in the return on the stock. When the return changes, it changes the state prices. From
(2.6) and (2.7) we observe

9pa Ipu R—d , Op

S £ 2 > 0. 4.13

ou ou  (u—d)?2R  Ou +13)

We derive the following Slutsky equation for 833” from (3.15) and (3.7):
Ocg™  dcgh O OE
ou ou oW Ou

U o —a 1 _1
— . u 94 +5m_,4,,87_a> ( a1 _C;_l> W Op

u

p(1+ A)ptt Ou (1+A)20u’
where
OA _ P goaay gty (camt _ pom1 ) OP
ou p—lﬁ G G ou’
It is simple to show that
0A .
0 <0, if p<O,
0
a—j>0, ifo<p<l1.

Therefore, the substitution effect is negative and the income effect is positive. When u
increases, the expected return on the stock increases and the agent will increase her investment
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in it and has incentive to reduce current consumption. Since the consumption in state v is now
cheaper, her purchasing power increases.
Let us now compute the total effect from (3.7). Since

dcgm W 0A

o~ (1+A)2?ou’

If p < 0 (EIS < 1), the income effect dominates the substitution effect and thus the total effect
is positive. If 0 < p < 1 (EIS > 1), the substitution effect dominates the income effect and
the total effect is negative. Thus, when u increases, an agent with an EIS < 1 will increase her
consumption at time 0 due to increased purchasing power, she is not much willing to substitute
current consumption for future consumption. An agent with an EIS > 1 will reduce her current
consumption due to the lower price of consumption in state w.

Case Sub. Income Total
effect effect effect
EIS <1 - + +
EIS > 1 - + -

TABLE 9. The signs of the substitution and income effects for dcjy™ /Ou

A similar argument can be applied to a change of d.
We now consider the effect of a change in the stock’s return on future consumption. Here

we will study the effect of a change in d. The Slutsky equation for ag%m can derived as follows

ocym e _ 0g"OFE
od  od oW od

:Bﬁflﬁgﬁ u (p—a+(p—1)A8A 1 8p>
(14 A)r \P(L—a)A(L+A) 9d ~ pu(l—a)dd
2a 2p=a) L L L1 1%.% dp
p(1—a) p(I—a) (- 1 a—-1 _ r~a-1 R
+h A G <“ d > (1+.4)20d
where
Oa _ Opu_ _uZR 00 (4.14)

od ~  od (u—d)?R 0od

We observe that the term, (p — o+ (p — 1).A)/p, determines the sign of the substitution effect,
and thus we are not able to easily determine the sign of the substitution effect. However, with a
large -y it is positive. It is because an increase in return d results in a decrease in p,, and thus the
agent will increase consumption in state u. And the income effect is positive, since the return
on the risky asset has increased and the agent has a larger purchasing power.
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We can derive the total effect from (3.8).

8czm:,8ﬁflﬁ§ﬁ p—a+alp—1A90A 1 op\ W
od " p(l—a)A(l1+A) du  p,(1—a)dd) 1+ A

When p < 0 (EIS < 1), the sign of the term, p — o+ a(p — 1).A, is ambiguous. With large risk
aversion, however, the total effect is positive. And when 0 < p < 1 (EIS > 1), the total effect
is clearly positive. It is interesting that when d increases, the agent increases consumption in
state u. Therefore, when d increases, an agent with a large EIS or with large risk aversion will
increase consumption in state u.

Case Sub. Income Total
effect effect effect
EIS <1 +/— + +/—
EIS > 1 +/— + +

TABLE 10. The signs of the substitution and income effects for 9c™ /dd

Now we analyze the effect of a change in the stock’s return on the agent’s portfolio choice.
For investment in risky asset, the following Slutsky equation can be derived from (3.18) and
(3.11):

0™ 89§h B o0:™ 8£
ou ou oW ou

ST 71 grte ArE g

(u @ >ﬁ 1—a) Ap(1 u[<pa+(p1),4>a,4+ 1 ]
(u—d)(1+A)r pI—a)AQ+A)) ou " u—d
BIE Al g G op

(1—a)(u—d)(1+A)r \ Pd ") ou

1 2N\? s 20-q)
( . — Cd > ﬂp(l—a) Ar(l—a) W/ @
(u—d)(1+ A)? ou

_l’_

The first two terms show the substitution effect. The second term is positive, but the sign of
first term is not determined, and thus, the sign of substitution effect is ambiguous. However,
with large risk aversion, it is positive. The income effect is always positive.
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The total effect on the investment in the stock can be derived as follows

ST w1 grite A
ae:m_ <u d >ﬁ ArQ w ,O—Oé—l—Oé(p—l).A %—1_ 1
ou (u—d)(1+A) p(l—a)A(14+A) ) Ou  u—d
BT AT e W g;%l =

@) o
(1-a)lu—d)(1+A) | pa Pu | Ou’

If p < 0 (EIS < 1), the sign of (p — a + a(p — 1).A)/p is not determined and thus the sign of

total effect is ambiguous. But with large risk aversion, the total effect is positive. If 0 < p < 1
(EIS > 1), the total effect is positive.

Case Sub. Income Total
effect effect effect
EIS <1 +/— + +/—
EIS > 1 +/— + +

TABLE 11. The signs of the substitution and income effects for 6™ /0u

Next we derive the Slutsky equation for the effect on the investment in the bond.
a0y 89;’1 o6y OF
ou  Ou oW Ou
1 1 o —a
(u =T _ dg‘ﬁl) Bt Ao g

_ [(p—a+(,0—1).,4>6./4+ 1 }
R(u—d)(l—l—A)% p(1—a)A(1+A)) Ou  u—d
e AT d<1711+u;11 ap+5»(f‘a>ArM¢;11a
(1— @)R(u—d)(1+ A \ Pu pa | Ou " Ru—d)(1+ A
) (et gt gt g2es
(; — G )(ud & )ﬂw—ww—ww o
R(u—d)(1+ A)? ou’

The first three terms show the substitution effect and the fourth term displays the income effect
The sign of each effect is ambiguous.
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‘We can derive the total effect on the investment in the stock as follows

_1 _1 o pP—x
aglﬂ;m_ <Ud — dy; )BP(Q)A”(C“)W Kp—a—ka(p—l)A)@A 1 ]
ou R(u—d)(1+ A) p(1—a)A(1+A) ) Ou u—d
Bl Ara W dei™ Gyt ap | BT AT W
(1-a)R(u—d)(1+.A) Pu Dd ou R(u—d)(1+ A)

The sign of the total effect is again ambiguous.

Case Sub. Income Total
effect effect effect
EIS <1 +/— +/— +/—
EIS > 1 +/— +/— +/—

TABLE 12. The signs of the substitution and income effects for 06;™ /Ou

The effect of a change in d on the agent’s portfolio choice is similar to that of w.

5. CONCLUSION

We have investigated the effects of changes in the interest rate and the return on the risky
asset on an economic agent’s current and future consumptions and portfolio choice when the
agent has a utility function of the Epstein and Zin type. We have derived the Slutsky equations
and decomposed the total effects of changes into the substitution effects and the income effects.
We have identified the role of the elasticity of intertemporal substitution and the coefficient of
relative risk aversion.
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