ECON 714A: Macroeconomic Theory - Handout 2
Professor Job Boerma
TA: Yeonggyu Yun
February 2nd, 2023

Outline of SLP Chapter 3.2

e Throughout this chapter, we are trying to show the existence and uniqueness of solution v
of dynamic programming problem (). In the process, we construct an operator ' : C' —
C defined as in (2). Finding solution v for (I) is equivalent to finding a fixed point of the

mapping 7' in (2).
v(k) = o nx U(f(k) —y) + Bu(y) 1
= Tw(k) = o U(f(k) —y) + Bu(y) 2)

® In Section 3.1, we have explored the properties of the function space C on which we will
define T'. In Section 3.2, we proceed to the sufficient conditions for T to satisfy to have a
unique fixed point in C. We will show that T that satisfies Blackwell’s sufficient conditions is
a contraction in C, and has a unique fixed point in C' by the Contraction Mapping Theorem.

SLP 3.2. The Contraction Mapping Theorem

Definition. Let (5, p) be a metric space and T : S — S be a function mapping S into itself. T is a
contraction mapping with modulus 3 if for some 5 € (0,1), p(Tx, Ty) < Bp(z,y) forall x,y € S.

There is another way to verify if an operator is a contraction mapping other than directly using
the definition.
Theorem 3.3. (Blackwell’s Sufficient Conditions for a Contraction) Let X C R’ and let B(X) be a
space of bounded functions f : X — R with the sup norm. Let T' : B(X) — B(X) be an operator
satisfying
(a) Monotonicity. f,g € B(X) and f(x) < g(x),Vz € X implies (Tf)(z) < (Tg)(z),Vx € X.
(b) Discounting. 38 € (0,1) such that T'(f + a)(z) < (Tf)(x) + Ba,Vf € B(X),a >0,z € X.

Then T is a contraction with modulus .

Proof. ForVf,g € B(X), f < g+ ||f — g||- Then the following holds - the first inequality follows
from (a) and the second follows from (b).

Tf<T(g+If—gll) <Tg+BIlf —gll



We can apply this for ¢ < f + ||f — g|| and obtain Tg < T'f + 8||f — ¢||- Combining these two
inequalities and applying the sup normto T'f —Tgand T'g—T f, we get [|Tf —Tg|| < B||f—g||. W

Notation: If f(z) < g(x),Vx € X, we write f < g. Also, (f + a)(z) = f(z) + a.

We can verify if an operator T in a dynamic programming problem is a contraction using the
Blackwell’s sufficient conditions. Consider a following dynamic programming problem.

(Tv)(k) = o nax U(f(k) —y)+ Br(y)

(a) Monotonicity: For v < w, it is trivial that Tv < Tw.

(b) Discounting: See the following.

T+ a)(k) = max U(f(E) = 1)+Bvly) +a)

- ogg?ﬁk) U(f(k) —y) + Br(y) + Ba

= (Tv)(k) + Ba
Hence, the operator 7" in this problem is a contraction of modulus 3.

Another example of a contraction mapping is a continuous real function defined in [a, b] that has
a slope less than 1 in absolute value. Such function has a unique fixed point - we can verify this by
drawing it on a Cartesian plane. We can generalize this result to the Contraction Mapping Theorem.

Theorem 3.2. (Contraction Mapping Theorem) If (S, p) is a complete metric spaceand T': S — S
is a contraction mapping with modulus 5, then

(a) T has exactly one fixed point v € S.
(b) Forany vy € S, p(T"vy,v) < "p(vy,v),Vn € NU {0}.
Proof. To prove (a), we first find a candidate v, show that 7v = v, and show its uniqueness.
For a contraction mapping 7, define 7" by T°z = z,T(T" ')z = T"z,¥n > 1. Choose
vy € S and define {v,,} such that v,, = T"vy,v,+1 = Tv,. Since T is a contraction, p(ve,v1) =

p(Tv1,Try) < Bp(v1,1p). By induction, we have p(vp41,v,) < 87p(v1, 10). Now for any m > n, by
triangular inequality, we have the following.

p(l/ma Vn) S p(yma mel) + -+ P(Vn+17 Vn)
< (BT 4 B7) plvrs o)

n

<
=1-3

p(V17V0)

It is immediate that {1, } is a Cauchy sequence, and v,, — v for some v € S because S is complete.
This is our candidate v.

Now we show T'v = v. For Vn, Vi, € S, the following holds because v, — v.

p(Tv,v) < p(Tw, T"vo) + p(T" vy, )
< Bp(v, T" 1) + p(T" v, v) — 0 (n — o0)



To show v is uniquely defined, we prove that there is no other fixed point # € S of T by contra-
diction. Suppose there is another fixed point o # v.

0 < p(v, ) = p(Tv, TP) < Bp(v, D)

The inequality above cannot hold because 8 < 1. So v is unique.
Now observe that for Vn > 1, p(T"vg, v) = p(T(T" vy, Tv) < Bp(T" vy, v). Apply induction
to this inequality, and we obtain (b). |

Note that if (.5, p) is a complete metric space, (S’, p) is a complete metric space for a closed sub-
set S’ of S. If T : S — S is a contraction mapping, and if it maps S’ into S’, then the unique fixed
point of T'on S is in .5’. One usual approach is that you show the existence and uniqueness of fixed

point in the bigger space S, and proceed to characterize it in S’.

Corollary 1. Let (.5, p) be a complete metric space, and let 7' : S — S be a contraction mapping
with fixed point v € S. If S’ is a closed subset of S and T'(S’) C §’, then v € §’. Further, if
T(S")Cs”"CS thenveS”.

Proof. Now pick any v € S’, and then {T"1} in S’ is a Cauchy sequence in S’ that converges to v.
Since 5" is closed, v € S’. This also proves completeness of (5, p). In addition, if T'(S") C S”, then
v=Trebs". [ ]

Part (a) of the Contraction Mapping Theorem guarantees that there is a unique solution of the
dynamic programming problem we solve. We may not know what that solution is, but Part (b)
offers a bound for the distance between {v,,} that we construct and v. But still, we do not know
how large that bound would be without knowing what v is. So we have a more realistic bound for

p(T™vy, v) as follows.

Exercise 3.9. Let (S, p), T, and v be as given above, let 3 be the modulus of T, and let vy € S. Show
that

1
p(Tnz/O, l/) < mp(T”VOvT"'HVO)

Solution: We use triangular inequality for proof.

p(T"vo,v) < p(T"vo, T o) + p(T™ g, v)
= p(T"vo, T" " 1i9) + p(T" 1, T)
< /J(TnVo, T7L+1V0) =+ BP(Tan l/)

Following is another application of the Contraction Mapping Theorem.

Corollary 2. Let (S, p) be a complete metric space, and let T : S — S, and suppose that for some
integer N, let TV : S — S be a contraction mapping with modulus 3. Then

(@) T has exactly one fixed point in S.



(b) Forany vy € S, p(T*N vy, v) < B*p(vo, v), Yk > 1.

Based on what has been discussed until now, we further proceed to apply the Contraction Map-
ping Theorem in more generalized dynamic programming problems in Section 3.3. Our attention
has been on the value function that we want to maximize until now, and we proceed to characterize

the maximizing argument, or policy function, of dynamic programming problem.



