
5.1 Basic Set-up

max
L,S,K

f(L, S,K) − wL− pS − rK

fL = w fS = p fK = r

T = pS

S∗ = S

f(L, S,K) = fLL + fSS + fKK

wL + pS = f(L, S,K) − fKK

Y ≡ wL + T + rK̄

Y = wL + pS + rK̄

Y = f(L, S,K) − fKK + rK̄

Y = f(L, S,K) + r(K̄ −K)

max
S

U(Y, S∗)

max
S

U
(
f(L, S,K) + r(K̄ −K), S

)
∂U

∂S
= UY

(
fS + fK

∂K

∂S
− r

∂K

∂S

)
+ US∗

!
= 0

UY · fS = −US∗

fS = −US∗

UY


