EF 9906: Theory and Methods in International
Finance

Nken Moise
Assignment 1

September 24, 2014



The model!

Households maximization problem:

Defining the households utility function,
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Therefore, the problem is:
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The lagrangian is:

+oo
L(.) = Ey tEOBt{U(Cta (I=1e))+ e (we Lt ke 1 ug—ke+(1=06(ur) ) ke -1 —ce—pea(ue) k1) }

(5)

First order conditions (F.O.C):
Cri A = Ul(cta (1 - lt)) (6)
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IThe model is written in the Dynare syntax.



Let define,
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Combining F.O.C’s ¢; and I; give us:
we.Ur (e, (1= 1)) = Ua(er, (1 — 1))
= Using definition of U;(ct, (1 — 1)), with ¢ = 1,2 yields :
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Combining ¢; and k;’s F.O.C give us:
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= USiIlg definition of Ul,t(Ct, (1 — lt)), and U1¢+1(Ct+1, (1 — lt+1)) yields :
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By combining u,’s F.O.C and definition of 6 (u;) and a’ (u;), we obtain:
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Firms maximization problem:
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Using competitive prices, w; and r;.u;, we define equations that characterize
the equilibrium:
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By simplifying we obtain the equations system that solve variables {c;, k¢, us, lt, ye, 24 }
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