Solutions to Shea’s January 2008 Comp Question
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Replacing [; into the equation for ¢;
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Replacing the optimal choices into the utility function
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The lifetime indirect utility function can then be written as
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Part B

State variable: b,
Control variables: 7y, g¢, bg11

biyr = (14 7)(by + Towely — g¢)

Replacing optimal [; into the transition equation for government assets we
get
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Bellman Equation
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Combining equation (1) and (2)
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V(b)) = BV (br41)(1 + 1)
Combining the equation above with equation (1)
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Forwarding (4) one period and replacing it into (1)
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Part C

i)

If gy > 0, then 1 = |17 | sr—smrry = 0. This implies that 7, = 0

ii)

If g, =0, then g > 0. If 4 =0, then 74, =0

If > 0, then {137 } L > 0. Given that ——2—— > 0 then
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Tt— > (). This condition is only satisfied if 0 < 7, < 1/2.
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