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The Problem

maxE0

∞
∑

t=0

βt

[

c1−σ
t − 1

1 − σ

]

,

subject to

ct + dt = yt +
dt+1

1 + r

dt+1 ≤ d̄,



Calibration

β = 0.75

σ = 5

r = 0.2

d̄ = 5.6

y1 = 1 − 0.066, y2 = 1 + 0.066, πij = 1/2, fori, j = 1,2



Discretization of Debt

d = [d1, d2, . . . , d401],

d1 = 3; d401 = 5.6; di+1 − di = 0.0065, i = 1, . . . ,400



Probability Density of External Debt
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4001 Points for d
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More Patient Households, β = 0.8
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Less Rist Averse Households, σ = 2
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