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Households maximize E0
1X
t=0

�t log
�
ct � l2t

2

�
suject to ct = (1� � t)wtlt + gt

PART A

max
lt

log
h
(1� � t)wtlt + gt � l2t

2

i
FOC

1

(1��t)wtlt+gt� l2

2

[(1� � t)wt � lt] = 0

lt = (1� � t)wt
Replacing lt into the equation for ct
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The lifetime indirect utility function can then be written as
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Part B

State variable: bt
Control variables: � t; gt; bt+1

bt+1 = (1 + r)(bt + � twtlt � gt)

Replacing optimal lt into the transition equation for government assets we
get
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Combining equation (1) and (2)
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Envelope
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Forwarding (4) one period and replacing it into (1)
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Part C
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