1. Investment with a linear-quadratic objective.
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We have
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Substitute for ¢; and I; to get a 2nd-order difference equation in K; of the form

—E{Kin}+ (0 +1—-0) K, — B Ky = Yy
where ¢ and p are functions of b, 3, §, and a.
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So
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The problem tells you the solution will be of the form
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which we can express as
(1= AL) (1= BALTY) K, (BN = ;.
We have
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so we need
A (BN =9
or N2 — A+ 571 =0, i.e. A is the solution to

M —ypA+B8T1=0
such that |A\| < 1. Therefore (assuming 1»* > 457 ")

A= (w —yJu? - 451) /2.



