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1. The hyperbolic absolute risk aversion (HARA) utility function satisfies

u”(x) 1

W(z)  az+b

where a, b are constants and we only consider the range of x such that ax + b > 0.

(a) (3 points) Derive the functional form of u (up to a monotonic transformation)
when a = 0.

Solution: u(z) = —be®/®, see lecture note for derivation.

(b) (3 points) Derive the functional form of u (up to a monotonic transformation)
when a = 1.

Solution: u(z) = log(z + b), see lecture note for derivation.

(c) (4 points) Derive the functional form of u (up to a monotonic transformation)
when a # 0, 1.

Solution: u(z) = -1 (azx + b)'~1/%, see lecture note for derivation.

2. Consider an economy with two goods and two agents ¢ = A, B. Both agents have
utility function
u(wy, x2) = min {xy, o} .

The endowments are e4 = (1,a) and eg = (1,b), where a,b > 0. Below, normalize
prices such that p; + py, = 1.

(a) (5 points) What is the name of this utility function?

Solution: Leontief.

(b) (5 points) Does this economy necessarily have an equilibrium? Explain.

Solution: Yes. The utility functions are continuous, quasi-concave, and
locally nonsatiated. The endowments are strictly positive. Hence by the
existence theorem in the lecture note, there exists an equilibrium.

(c) (5 points) If an equilibrium exists, is it necessarily Pareto efficient? Explain.

Solution: Yes. Since the utility functions are locally nonsatiated, by the
first welfare theorem the equilibrium is efficient.

(d) (10 points) Compute all possible equilibrium prices (if they exist) and construct
an equilibrium allocation for each price.



Solution: Let py, po be the prices of goods, where we normalize p; +p, = 1.
Let p; = p and p, = 1 — p. Since the utility function is Leontief, agents
want to consume the same amount of both goods. Hence if the endowment
is (1, a), the demand satisfies

t=p+(1-pa

(p1+p2)x=p1+pa <= x
The market clearing condition for good 1 is
e 2P <2 = 2+ (1 -p)la+d) <2,
with equality if p > 0. Similarly, the market clearing condition for good 2 is
a2l <a+b = 2p+(1-p)a+b)<a+b,

with equality if 1 —p > 0 <= p < 1. There are three cases.

1. If a+b < 2, then by the second inequality it must be p = 0. Therefore
an equilibrium is

{<p17p2)7 (le47 I;‘), (I?, 335)} = {(07 1)7 <a7 a)v (b7 b)} :

2. If a+ b =2, then any p € [0,1] is an equilibrium price, in which case
the unique equilibrium is

{(plap2)a (1‘114’ x2A>7 (xlB’ :LJZB)}
={(p;1=p),p+ (1 —=pla,p+(1—pla),(p+(1—pbp+(1-phb)}.

3. If a + b > 2, then by the first inequality it must be p = 1. Therefore
an equilibrium is

{(p1>p2>7 (m{}7 33124), (xlB7 x2B)} = {<07 1)? (17 1)7 (17 1)} :

(e) (5 points) Suppose a +b = 2, a > 1, and p; € (0,1). Show that if agent A
destroys a small enough amount of endowment of good 2, he becomes strictly
better off in equilibrium. Is this strange?”

Solution: Agent A’s utility when a +b = 2 and p; = p € (0,1) is the
equilibrium price is Uy = p + (1 — p)a. If A destroys € > 0 of his initial
endowment, the new equilibrium price becomes (p1, p2) = (0,1) with utility
Uy = a —e. Since

Uy>Us <= a—e>p+(1—pla < e<pla—1),

if a > 1 and p > 0, for small enough ¢ > 0, destroying endowment increases
utility. This is not strange because the competitive equilibrium assumes
competitive behavior, so agents take prices as given. (They do not take into
account the price impact by destroying endowments.)
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3. Consider the following general equilibrium model. There is a continuum of agents,
where the population is normalized to 1. There are two types of agents indexed by
1 = 1,2. There are three time periods indexed by ¢t = 0,1,2. At ¢t = 0, agents are
born and their types are realized. Agents consume only at ¢ = 1,2, and they have
identical endowments (e, e2) = (a,b). Type i agents have utility function

Ui(x1,22) = (1 = Bi)u(xr) + Bu(ws),

where ; € (0,1) is the discount factor, x; is consumption at ¢, and u is a von
Neumann-Morgenstern utility function. There are no markets at ¢ = 0, and hence
agents cannot trade assets contingent on their type realization. At ¢ = 1, the economy
becomes a standard Arrow-Debreu economy. Let m; > 0 be the probability of being
type ¢, which is also the fraction of type 7 agents.

(a) (5 points) Define and compute the competitive equilibrium when u(z) = log .

Solution: A competitive equilibrium consists of an allocation (x;1, Zi2)i=1.2
and price vector (pj,p2) such that agents maximize utility subject to the
budget constraint and markets clear, so Zle Ty = e fort =1, 2.

Let the price vector be (p1,p2) = (1,p). If u(z) = logx, using the Cobb-
Douglas formula, the demand is z;; = (1 — §;)w and z; = f;w/p, where
w = e; + pes = a + pb is initial wealth. Hence market clearing for good 1
implies

2 S? mbi a
. . —1 MiPi “
izlﬂi(l —Bi)la+pb) =a <= p= Z?ZI (1= B) b’

Then after some algebra, the competitive equilibrium allocation is

(T, 2) = ( (1=Fia pib )
7 Z?:I mi(1 @) Zz L TiBi

(b) (10 points) Consider the social planner’s problem, which is to maximize the ex
ante welfare

E[ $7,1a xz2 E 7Tz lea l"LQ

subject to the feasibility constraint. Solve the planner’s problem when u(x) =

%, where v > 0. (As usual, u(z) = logx when v = 1.)

Solution: Since the utility function is additively separable, the planner’s
problem is equivalent to maximizing the weighted sum of utilities subject
to feasibility constraint state-by-state. Consider t = 2. The problem is
thus to maximize Z _, TiBiui(z42) subject to Z _, miZiz < b. For notational
simplicity write x; instead of z;5. Then the Lagrangian is
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The first-order condition is
mibix; = Am = x; = (ﬁi/)\)l/'y.
Using the feasibility constraint, we obtain
- -1/ - 1/ -1/ b
bz%}mm:A g?mi ) T
Y/

S mp
and a,b. Therefore the allocation in planner’s problem is

(o, m) = | L= P) e B
il, L42) = Zle 7Tz<1 . ﬁi)l/»y’ Z?:l 7Tiﬂil/’Y .

Therefore z;0 = We can solve for x;; by interchanging 3;,1 — 5;

(c) (5 points) Show that the allocations in competitive equilibrium and social plan-
ner’s problem coincide if u(x) = log .

Solution: Trivial from the above calculations.

(d) (10 points) Suppose that u(z) = 9”11—_;’ with v # 1 and f8; # f3. Show that for
generic choices of (a,b), the allocations in competitive equilibrium and social
planner’s problem do not coincide. More specifically, show that for any a > 0,
there is exactly one value of b > 0 such that the two allocations coincide.

Solution: Suppose that the allocations in competitive equilibrium and plan-
ner’s problem coincide. Let p be the equilibrium price of good 2. Then we

must have
. Bi Ul(xiz) . Bi Li2 - . cé -
b= 1 - 6@ U'(xil) 11— 57, T B a ’

where ¢ = Y (1 — 8)YV7 />, w37, In equilibrium, agent’s consumption
must satisfy the budget constraint, so
a

s (= B B!,

Using the expression for p above, after some algebra we also have

AR S A (Z S +pl_wzﬂiﬁgm> |

Therefore a necessary and sufficient condition for a + pb = x;; + px;e for
1=1,21s

a—+pb=1xy + prin =

(L= B+ p BT = (1= o) 4 1
1—
— ( b) ! _ = (1-B)"—(1- 52)1/7'

- 1 1
a 2/’7 _51/"1
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Because [5; # (2, the right-hand side is positive. Since v # 1, the left-hand
side is monotonic in b and its range is (0, c0). Therefore there exists a unique
b that makes the above equation true. This shows that for generic choices of
(a,b), the allocations in competitive equilibrium and planner’s problem are
distinct.

4. Consider the binomial option pricing model discussed in the lectures. Time is denoted
by t = 0,1,...,T. The gross risk-free rate is constant at R > 0. Each period, the
stock can go up or down, so

o US; if stock goes up,
AR DS, if stock goes down,

where U > R > D. Suppose the initial stock price Sy > 0 is given and consider an
American put option with strike price K and expiration 7'. Recall that a put option
is the right to sell a stock at the strike price, and “American” means that the option
can be exercised any time until expiration.

(a) (4 points) Suppose for simplicity that 7' = 1. Let u, d stand for the up and down
states and p,, pq be the state prices. Derive two equations that p,, pg satisfy.

Solution: Since the stock pays USy in the up state and DSj in the down
state, its price must be USyp, + DSopg. Therefore

So = US()pu + DSopd <~ Upu + Dpd =1.

Similarly, accounting for the bond price, we obtain 1 = Rp, + Rpg.

(b) (3 points) Compute py, pq-

Solution: Expressing in matrix form, we obtain
U D| |p.| |1
R R Pd N 1

R R Al Rl i

(c) (3 points) Compute the price of the American put option.

Solution: The put payoff is K — S if exercised. Rational agents exercise
options only if K — S > 0. Therefore the price of the American put option

is
P =max {K — S, p,P(u) + psP(d)},

where

P(u) = max {0, K — USy},
P(d) = max {0, K — DSy}
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are the put payoffs in states u, d.

(d) (10 points) Now suppose that the expiration date 7" is arbitrary. Prove that the
put option price is decreasing in the current stock price Sp.

Solution: Let p = % be the risk-neutral probability of state u. Let P,
be the put option price at ¢ and P,y (u), Pry1(d) be the put option prices at
t + 1 when the stock goes up or down. Then

1

P, = max {K — 5S4, }—%(thH(u) +(1— p)P(d)tH))} .

Since the terminal payoff max {0, K — Sr} is decreasing in the current stock
price Sy (because Sy = UnDT™"S; for some n), it follows from backward
induction that Fj is decreasing in .Sy.

(e) (10 points) Prove that the put option price is convex in the current stock price

So.

Solution: Noting that linear functions are convex and the maximum of two
convex functions is convex, it follows from backward induction that F, is
convex in Sjy.
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You can detach this sheet and use as a scratch paper.
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