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Suppose we have a standard Solow Growth Model with a government. Each period, the
government consumes a constant fraction of output, sG (0 sG 1). The aggregate resource
constraint is:
Yt = Ct + It + Gt,
where Yt is output, Ct is consumption, It is investment, Gt is government spending, and Gt =
sGYt. Define private output as Ytp = Yt Gt. Suppose that investment is a constant fraction, s, of
private output (consumption is then (1s) times private output). The rest of the model is standard.
Labor is inelastically supplied and there is no population or productivity growth. Note that you
also should be able to do similar problems where there is growth.
Yt = AKtN1 t
Kt+1 =It +(1)Kt
(a) Re-write the capital accumulation equation as a difference equation relating kt+1 to kt
(k represents capital per worker, kt = Kt ) using exogenous variables and parameters Nt
only.
(b) Algebraically solve for steady state capital per worker (k), steady state output per
worker (y), and steady state consumption per worker (c).
(c) Suppose that the economy begins in the steady state and then there is a surprise decrease in
sG that is expected to last forever. How will this affect the steady state value of capital per
worker (k)? Graphically show the time path of capital per worker. Label figure..Read less
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	1. Suppose we have  a standard Solow Growth Model with a government. Each period, the
government consumes a constant fraction of output, sG (0 sG 1). The aggregate resource
constraint is:
Yt = Ct + It + Gt,
where Yt is output, Ct is consumption, It is investment, Gt is government spending, and Gt =
sGYt. Define private output as Ytp = Yt Gt. Suppose that investment is a constant fraction, s, of
private output (consumption is then (1s) times private output). The rest of the model is standard.
Labor is inelastically supplied and there is no population or productivity growth. Note that you
also should be able to do similar problems where there is growth.
Yt = AKtN1 t
Kt+1 =It +(1)Kt
(a) Re-write the capital accumulation equation as a difference equation relating kt+1 to kt
(k represents capital per worker, kt = Kt ) using exogenous variables and parameters Nt
only.
(b) Algebraically solve for steady state capital per worker (k), steady state output per
worker (y), and steady state consumption per worker (c).
(c) Suppose that the economy begins in the steady state and then there is a surprise decrease in
sG that is expected to last forever. How will this affect the steady state value of capital per
worker (k)? Graphically show the time path of capital per worker. Label figure.
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