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1) a) Define a CE: Solution Sketch

ACE consistsof:

1) HA alloc:EH=SG, C2+, 1t, Met3tEr, No gives

2) Firm alloc:t=Ey,13
3) Gor Policy:0 =5 M+Y, I 3+

4) Prices:P:EPt, W-BEE, sit

i)Given G and 4, AH chooses EMtosolves

max U(.)
ZH

St. Mar +PtCi++PeCIt?M1 +Welt + t Xt

P=(i ==Mt Xt

non-neg
ii) Gives 6 and P, firm chooses If to some:

mas to PAYE - will
Situ y=lif

non-neg



iii) Gov's budgetbalances

MY =M+ +Tt At

iv) Marketsclear:

M=
=Mt It

(it +(z +
=y =lt

6) CIAbirds. Mt =MVt =0

Firm: W= =Pt

#OCS: *at BC;Ofon t CIA.

[Cr): =Pt [x+ +0-7 =

p-xt-(by M+ FOC]

[Cz+]: aBt
=P+Xt

C2t d(1- lt) =N22t

CAS:BEY =xe 3
[Me+]:xt =xt+ +8t+1

From CIA:PtC+=M Ft =>

p-(1 =1
PtCit- 1



Cit FOC:Bt =CPX-1
=> B* =cEPt-Nt-, fom CIA.

=>

I =P+ -xt - 1
=xt -
C2t-1

=>BC2t-1 =(it - 1

2

=>(it=22t
We have:

Cit =BC2t
I

1- lt =4 (2t
=1 =1- xxt

+ (it +(z+=lt
=>(2+)B +1) =1- 1(2+

2

=>(2+1)
=1

5

(2t =d =C
d +B +N

yet =lt
=1 -4 = 1 - N

I as 3 Xt

2+B +4 d +B +N

Cit
=

B = B
28 a+B +Y

Pt =P+x Ft=po-



Cit =B
a +B +Y

[et = 2

a +B +4

y =i= =a+B
2 +B +x

Pt=

Economy is stationary.

C) Mo=M, =i
Mt =M +=2; > i

For t =0 d t =2 onwards, have same allocations

as in 16). Can apply same logic as above.

I.e.: t =0:p0C10
=M =

P, C1

FOL: B
=p,(X, +0,) =4,Xo

CIl
=>p,Cu

=B =M =

poCo
Xo

=>B =poXo= 2 =>G = Czo

2,0 C20 -

and Foro 1-lo =

A(z
=l0 =1 -20



=>Plug into t=0 MC:<20(+1) =1- 1220
=>(z0 =

2
+4 +4

and 20, lo
follow.

same logic for t=2.

Only need t =1:

CIA:P2C12 =1 =M > 1

P. C11

=>

P2C12
=MP, Ci

FOCC,2:B =

P2C12X, =MP, 2,, X,

B =p,x,
=

cMC11

=>C11 =B Cz 1

du

1, =1 - 122
3 +

M
=>(2)I+*): 1

=>x =

dN i=B
au +B +nY 2M +B +4M

=, =y, =1 - 4u

cr+taY +M4



for (6)

s e

=>11 =(M +B =In
u(d +4) +B

(x +B)(m(a +x) +B)>(an +B)(x +4 +B)

=x+N) +x +Bu(+4) +B2

Ya+4) +cM +P(a +4)2
=> &B+qux

+BuYc (B +Bc +B4

=>BY(M-1) >0 V as M> 1.

We see thatI, is lower than t

But, =It FtF1.

Similarly, Gil but[it=2i Ft+

and Ex E2, but 2+=[it Ft*1.

Thenextpage shows how the

values change over time in this economy.



t =0 t =1 t = 2

,=B Dec B InC B constant
-> -> ->

a +B +Y nx +B +u4 a +B +Y

[2t = 2 IUC Lu DeL 2

a +B +4
->

nx +B +u4
-

9 +B +p

yt =i =x+B
Dec
cu +B **t ->

2 +B +x u+B +nx
1

P = = M InC

E
Inc

-
constant

-> -> -

[10



d) /c) Bonds in BC. If Rt> 1 CIAbids

BC now:

M+++B ++1
+

Pt (it
+Pt(2t

=M +
+RB+ +w=lt +it

FOCS:

[c,+3:B =p+(X +
+0 +7

[C2+]:aBt =p+Xt
C2t

[M++]:x1 =x= +1
+0+ + 1

SB-]:x =
=x++R

-1

Comp. slackness:E
Ot (M + -p+21+)

=0

Ot = 0 ;M+-Pt2t =0
Clearly xeti > 0 from FOls

-

From Bits FOC:A =xe+Ret > Xt+ Since Rt 1
=>x+Xt+ 1

= x+- x + +1 >0

From Mt+ FOC:t+1 =

xt -xt+
> 0

If O+0 => M+ - P=Cit
=0

by complementary slackness.


