PS1 Problem E: Investment with Adjustment Costs

(d) Use the two equation you identified in (c) to build a phase diagram for the
dynamics of the system with k on the horizontal axis and g on the vertical axis.
Place the loci in the diagram and specify how the system moves in each quadrant
of the diagram. Finally, argue where the stable manifold lies, and show the path
that the system would follow for an initial capital level that is lower than the
steady state.

1. Loci: graph the points (k, q) at which (1) ¢(t) = 0 and (2) k(t) = 0.

_ (k1)
r+9
k(t)=0 <= (2) q(t)=adk(t)+1

W(t)=0 — (1) qt)

2. Winds: Characterize the behavior of the system in each area divided by (1)
and (2) separately.

3. System Dynamics: Put (1) + (2) + Winds together and you have
characterized the dynamics of the system.

4. Stability: System can be globally stable, unstable or saddle-path stable.
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PS1 Problem E: Phase Diagram

1. Loci: graph the points (k, q) at which (1) § = (r +d)g — f'(k) =0

f'(k)

§=0 = (1) 9= 5

2. Winds: Characterize the behavior of the system in each area divided by (1).
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PS1 Problem E: Phase Diagram

1. Loci: graph the points (k, q) at which (2) k= 1(qg — 1) — 6k = 0.

T o

k=0 < (2) g=adk+1

2. Winds: Characterize the behavior of the system in each area divided by (2)
% _ .
k=0 (k,q) @ E=0
(k, a’) 3 k>0
174
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PS1 Problem E: Phase Diagram

3. System Dynamics: Put (1) + (2) + Winds together and you have
characterized the dynamics of the system.

4. Stability: System can be globally stable, unstable or saddle-path stable.
T
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PS1 Problem F: Modeling Fertility Choice in Cts Time

(b) Consider the following statement: “Introducing preferences for fertility is similar
to modeling an infinite-horizon consumer that can choose its degree of
impatience." Please discuss the statement in the context of the model above.
[Hint: solve for the differential equation for@{#pand think about how n(t) enters
in the preferences of the head of the dynasty.]
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