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1. Introduction

This paper constitutes a contribution in the study of qualitative properties of the iterated function system (IFS) generated
by the optimal policy function for a class of stochastic one-sector optimal growth models initially proposed by Brock and
Mirman (1972) (see also Mirman and Zilcha, 1975). As an application, we investigate the nature of the invariant distribution
which represents the stochastic steady state of an optimal growth model under uncertainty, and the geometric properties of
its support.

The main qualitative properties of the iterated function system derived in this paper can be described as follows. We
obtain, explicitly in terms of the primitives of the model (i) a compact interval (not including the zero stock) in which the
support of the invariant distribution of output must lie, and (ii) a Lipschitz property of the iterated function system on this
interval. We elaborate below on each result, and relate them to what is available in the literature.

We try to keep our framework comparable to that of Brock and Mirman (1972), but we deal only with the case in which
the random production shock is multiplicative and can take on a finite number of values. Our result (i), as well as its method
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of proof (see Proposition 2) provides justification for the choice of this framework. It would be of interest to see if our result
can be obtained in somewhat more general frameworks.

The Brock-Mirman framework is more general as the random shock is allowed to take values in an interval [«, 8], where
0 <« < B<oo. However, with that set-up, and without any further restrictions, the support of the invariant distribution cannot
be shown to belong to a compact interval bounded away from zero; for a concrete counter-example, see Mirman and Zilcha
(1976, pp. 124-126). A sufficient condition to ensure the result is that the probability of the random shock taking on the
value « be positive. However, this condition rules out the case in which the random shock has a density with support [¢, 8];
this point has already been made by Mirman and Zilcha (1977, p. 389 and footnote 1).

In a recent paper, Chatterjee and Shukayev (2008) allow for the general framework of Brock-Mirman, and show that if
the utility function is bounded (below), then given any initial output level, y >0, there exists y’ € (0, y), such that the Markov
process generated by the IFS, which starts from y will stay in (y’, oo) for all time. In other words, the possibility of a map of
the IFS lying entirely below the 45° line (for all positive output levels), for some realization of the random shock, can be ruled
out. This, however, still does not ensure that there is a compact interval, that excludes the zero stock, in which the support
of the invariant distribution of output must lie. Further, given y >0, Chatterjee and Shukayev (2008) do not provide a lower
bound y’, dependent on y and the primitives of the model.

Our result (ii) provides a useful qualitative property of the IFS generated by the optimal policy function for a class of
stochastic one-sector optimal growth models. Its principal merit is that the Lipschitz constants (corresponding to the various
maps of the IFS) can be expressed explicitly in terms of the primitives of the model.! This allows one to readily see (for
instance) the connection between the standard measure of relative risk aversion of the representative agent and the Lipschitz
property (see Theorem 1, and the remarks that follow its statement). Since there is a well-developed theory for iterated
function systems in which the component functions are contractions, our result also permits us to obtain restrictions on the
parameters of our models under which that theory can be invoked.

We have not been able to find properties similar to our result (ii) in the literature. Apart from monotonicity and continuity
of the component maps of the IFS, very few results of a general nature are known about the IFS generated by the optimal
policy function in stochastic one-sector optimal growth models.

We apply our results to study the nature of the unique invariant distribution in the special case in which the ran-
dom shock takes on only two values. The first step along this direction was taken by Mitra et al. (2004), who investigated
how the nature of the invariant distribution and the geometry of its support depend on the exponent of a Cobb-Douglas
production function, and on the probability of a random shock affecting multiplicatively such production, when the
utility of the representative agent is logarithmic. It was shown that the invariant distribution can exhibit a sufficiently
rich variety of features in this simple setting. However, unlike this special production-utility specification, the diffi-
culty in studying features of the invariant distribution in general is that the maps of the IFS are derived from optimal
consumption and investment functions, and one cannot typically solve for these functions explicitly in terms of the primi-
tives.

Given this fact, the hope is that qualitative properties of the IFS (which can be checked given the primitives) can provide
the basis for qualitative statements about the invariant distribution, and this is the line of research that has been pursued in
Mitra and Privileggi (2004, 2006). The former paper tackles the case of iso-elastic utility (and Cobb-Douglas production), and
the latter the more general case of production and utility represented by increasing concave twice continuously differentiable
functions satisfying the standard assumptions of neoclassical discounted optimal growth models. It has been shown in these
papers that when the maps of the IFS are strictly monotone and contractive, and a “no-overlap” property holds, then the
support of the invariant distribution is a generalized Cantor set.

However, while sufficient conditions for the no-overlap property were established in terms of the parameters of the
model, the assumption of an IFS with contractive maps was made exogenously. The main result of this paper (Theorem 1)
allows us to remove this shortcoming. We are now able to present sufficient conditions, in terms of the primitives of the
model, for the maps of the IFS to be contractions, and satisfy the no-overlap property (Proposition 6).

Here is a brief outline of the paper. In Section 2, after stating the model, we recall some basic properties of the opti-
mal policy function necessary to characterize the support of the invariant distribution of the IFS generated by such a
policy. The central contribution of this paper is contained in Section 3, where we provide conditions under which the
maps of the IFS are Lipschitz, with Lipschitz constants which can be directly computed in terms of the parameters of the
model.

Section 4 is devoted to the application of the results of Section 3. Section 4.1 makes precise what we mean by a generalized
topological Cantor set as the attractor of an IFS with nonlinear maps. It provides parameter restrictions under which the
maps of the IFS are contractions, and they satisfy the no-overlap property, thereby ensuring that its invariant distribution is
supported on a generalized topological Cantor set. Section 4.2 identifies parameter configurations under which the maps of
the IFS are “sufficiently contracting” to ensure that the attractor of the IFS has Lebesgue measure zero, and thus the invariant
distribution is necessarily singular. Section 5 reports some concluding remarks, while most of the proofs are gathered in
Appendix A.

! This aspect is related to the method of proof, which might also be useful in other contexts.
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2. The framework

We consider a special case of the standard model of optimal growth under uncertainty as presented in Brock and Mirman
(1972) and Mirman and Zilcha (1975). Specifically, the production function is one in which the shocks are multiplicative, so
there is a function, h : R, — R, such that f{x, r)=rh(x) for (x, r) e Ry x Z. The set Z of values of the random variable, r, is {ry,
..., Tn}, where 0<r; <-..<r,. We interpret r; [forieI={1, ..., n}] as a production shock which occurs with probability p; € (0,
1), where Z?zlp,- =1.

Both the production function, h, and the utility function, u, defined on R.., are C2 functions on R, satisfying the standard
assumptions as in Brock and Mirman (1972), namely:

h(0)=0, H()>0, hK"()<0, lim h'(x) = +oo0, lim h'(x) =0, (1)
x—0+t X——+00
u'(:)>0, u’(:) <0, lim u/(x) = +oo. (2)
x—07t

Under (1), there is a number k>0 such that rph(k)=k, ryh(x)>x for all 0<x<k and rph(x)<x for all x> k. Since 0<ry <---<rp,
the closed interval [0, k] can be taken as the state space for our model. Thus, the “primitives” of our model are the functions
h and u, parameters {rq, ..., '}, {P1, - . ., Pn}, a discount factor § belonging to (0, 1), and the positive value k which depends?
on h.

One can apply the standard theory of stochastic dynamic programming to obtain an (optimal) value function,V : R, — Ry
and two (optimal) policy functions, g : Ry — R, and y : Ry — R, which we will interpret as the consumption and the
investment functions respectively. That is, given any output level, y > 0, the optimal consumption out of this output is given
by g(y), while the optimal input choice (for production in the next period) is then y(y)=[y — g(y)]. We denote h[y(y)] by
G(y); the output obtained in the next period, when r takes the value r; (for ieI), is then given by r;G(y). This convenient
simplification comes from the multiplicative form of the production shock.

Following Brock and Mirman (1972) and Mirman and Zilcha (1975), one can establish several useful properties of the
value and policy functions. We summarize these results (without proofs) in the following Proposition.

Proposition 1. The value function, V, and the policy function, g, satisfy the following properties:

(i) Vis concave on R, and continuous on R, ;

(ii) g is continuous on Ry and 0<g(y)<y for y>0;

(iii) g(y) and y(y) are both strictly increasing iny on R ;

(iv) Vis continuously differentiable on Ry, and V'(y)=u'[g(y)] for y >0;
(v) fory>0, we have

u'[g)] = SEV [rGWIrh [y 3)
(vi) fory >0, we have
u'[gy)] = SEW [g(rGNIr Ty(y)D- (4)

The optimal policy function leads to the stochastic process:

Yes1 =Te41G(ye) fort =0, (5)

where r¢41 €Z={ry, ..., ra}. Alternately, one might say that the optimal policy function leads to an iterated function system
(IFS){Gq, - .., Gn; P1, - - -, Pn}, Where G; is defined for i € I by G;(y) =r;G(y) fory e R... It is known (Brock and Mirman, 1972) that
there is a unique invariant distribution, w, of the Markov process described by (5), and the distribution of optimal output
at date t, call it s, converges weakly to ©.3 We are principally interested in the nature of this distribution x and in the
geometric properties of its support. The distribution function corresponding to u is denoted by F.

It can be checked that the functions G; have positive fixed points, and all the fixed points are less than k. Denote by a the
largest fixed point of G1, and by b the smallest fixed point of G. Following Brock and Mirman (1972), one can establish that
a<b. The interval [a, b] is an invariant stable set of the stochastic process (5). In particular, the support of F is contained in
[a, b]. Consequently, in studying the nature of F, it is enough to concentrate on the stochastic process (5), with initial output
y €la, b]. Equivalently, one need only to study the IFS {Gy, ..., Gu; p1, - . ., Pn} on the interval X=[a, b].

However, the interval X=[a, b] is not known to us (in terms of the primitives); nor are the functions {Gy, ..., Gy}. They
depend on the optimal policy functions, which typically cannot be solved explicitly in terms of the primitives. Consequently,
in order to study the behavior of the iterated function system, we need to obtain some qualitative properties of the iterated
function system, which can be explicitly checked, given the primitives.

2 Denoting [h(x)/x] by H (x) for x>0, we note that H is a monotonic decreasing function, and has an inverse. Then, k=H~'(1/r,). In the case where h is of
the Cobb-Douglas form: h(x)=x'-%/(1 — «) for x> 0, where o € (0, 1), it can be checked that k=[r,/(1 — cr)] /),
3 For an alternate and simpler approach to this result, see Bhattacharya and Majumdar (2001).
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3. Lipschitz continuity of the iterated function system

In this section, we present two of the main qualitative results of this paper. We obtain, explicitly in terms of the primitives
of the model (i) a compact interval (not including the zero stock) in which the support of the invariant distribution of
output must lie, and (ii) a Lipschitz property of the iterated function system on this interval. To elaborate, the latter property
establishes that each function G; (for i €l) is Lipschitz continuous on this interval, with a Lipschitz constant expressed in
terms of the primitives of the model.

3.1. A bound on the support of the invariant distribution

The following proposition establishes a positive lower bound for every fixed point a’ of the (lowest) map G;; this lower
bound (denoted by 0) is obtained explicitly in terms of the primitives of the model. Thus, [6, k] provides a compact interval
(not including the zero stock) in which the support of the invariant distribution of output must lie. The result is crucial to all
the subsequent analysis.

Note that we cannot find this lower bound on the fixed point of the lowest map if the “smallest” value of the random
shock does not occur with positive probability. This can happen when the random shock can take on an infinite number of
values, and in particular when the distribution of the random shock has a density. This justifies our choice of a setting in
which the random shock can assume a finite number of values with positive probabilities.

Since the above observation can be appreciated by noting how the lower bound is obtained, we provide the proof of the
proposition in the text itself (instead of in Appendix A).

For any function f : R — R, such that f(-) is strictly monotone on R, we denote by (f)~!(-) the inverse function of its
derivative on f(R).

Proposition 2. Define:
_ 1
07 (). 6
1= (5 (6)
6 =r1h(n). (7)

(i) For every positive fixed point a’ of the map G1, we have:

a>0. (8)
(ii) For every y (0,0], we have:

Gi(y) >y (9)
(iii) For every positive fixed point a’ of the map G;, we have:

ya) > y(6) > n, (10)

W y(a)] < H[y(0)] <h(n)= ﬁ- (11)

Proof.

(i) Using (4) for y=a’, where @' is an arbitrary positive fixed point of G{, we get:

wigla)] =8 p'(glrG(a)ri’[y(a)]

i=1
> Spru'{glr G(a)]ir k[ y(a)]
= pyu'[gla)lmh[y(a)],

the last line following from the fact that r;G(a’)=d’. Then, since h’ is a strictly decreasing function, we obtain:
yla)>n. (12)
Using (12) and the definition of a’, we obtain:
a =rih[y(a)] > rih(n) =6,
which is (8).
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(ii) Suppose, on the contrary, there is some y € (0, 6], such that (9) does not hold. Since all positive fixed points of G; exceed
0, we must have Gq(y) <y for all y (0, 8]. Then, for all y € (0, 6], we can use (4) to obtain:

wigy)] =8 palglrGwrh yy)]

i=1
> Spru'{glr Gk [y(y)]
> Spru'[gW)In ' [y(y)]
> Spru'[gW)]rh'(y),

where the last but one line holds as G;(y)=r;G(y)<y. Hence,
épirih’'(y) <1 forallye(0, 0],

but this leads to a contradiction, since the Inada condition entails h’(y) — oo as y — 0.
(iii) Using (9) and (7), we have:

h[y(6)] = G(0) > % = h(n). (13)

Combining (8) and (13) yields (10). Now, (11) follows from (10), (6) and the fact that i’ is a strictly decreasing function. O

A useful observation that can be obtained from the above result is that the interval Y=[6, k] is an invariant stable set of
the stochastic process (5). Since G; is an increasing function for each i e I, Proposition 2(ii) yields for all y e Y=16, k], and all
iel,

0 < G1(0) < Gi(¥) < Ga(y) = mhly(y)] < rah(y) < rah(k) = k,

so that each G; maps Yinto Y.

3.2. A Lipschitz property

We will now show that the iterated function system {Gy, ..., Gu; p1, ..., pn} on the interval Y=[6, k] has the Lipschitz
property; that is, the maps G; (fori <) are Lipschitz continuous on Y. It is sufficient for this purpose to show that G is Lipschitz
continuous on Y.

The Lipschitz continuity of policy functions in non-stochastic models has been studied by Montrucchio (1987). Given the
structure of our model, we are able to take a fairly direct approach. The Lipschitz constant relative to function G; will depend
only on the parameters of the model. In obtaining this result, use is made of the facts that (i) the deterministic component, h,
of the production function exhibits uniformly bounded elasticity of marginal product, and (ii) the utility function u exhibits
uniformly bounded elasticity of marginal utility (a measure of relative risk aversion). These facts, reported as Fact 1 and Fact
2 below, follow from our assumptions on h and u in Section 2.

Keeping this objective in mind, we first obtain a positive lower bound on the optimal propensity to consume, [g(y)/y].
This result is clearly also of independent interest as a property of the optimal consumption function.

The following Lemma establishes an intermediate value (which depends on the parameters of the model) separating the
optimal investments at the fixed points a and b. Let p = E(r) = ZLlpi"i denote the expected value of r.

Lemma 1. Values y(a) and y(b) satisfy the following relation:

e 1
YO) < y(a) < (W) (%) < y(b) < y(k). (14)
The proof is reported in Appendix A. It is convenient to label the intermediate value in (14) as follows:
_ 1
o (3) 1
o= (5, (15)
Proposition 3. Assume that:
0 o

k ~ rah(o)’ (16)
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Then, we have the following lower bound on the optimal propensity to consume:
gy) _ 0

y k  rh(o)

forallyeY. (17)

The proof is reported in Appendix A.

Remark 1.

(i) Note that condition (16) in Proposition 3 does not depend on the utility function u, since 6 [see (7)] and o [see (15)] are
both independent of u.

(ii) If h(x) has the Cobb-Douglas form, that is, h(x)=x'"%/(1 — a) for x>0, where a € (0, 1), then [o/h(c)]=(1 — )8 p. Then,
(16) is equivalent to:

(1/a)
(p1) =51 — a)l“—z‘”/“(ﬁ) > P (18)
'n T'n

To interpret (18), let us measure risk by any continuous increasing function of the spread (r; —r1) of the random shocks
{r1,...,ma}. Then, given any risk, there is « close enough to 1 (capital share in income small enough) for which (18) is satisfied.

To establish the main result of this subsection (the Lipschitz continuity of the function G) we will use the following
properties, which hold on* Y=, k], given our assumptions on h and u in Section 2.

Fact 1. There exist numbers A and A’ such that 0<A <A’ <o, and for all x €,

A<E(X) <A, (19)
where E(x)=[—xh"(x)[h'(x)] for all x> 0. Further, there exists A” € (0, 1) such that:

ex) > A" forallx,x' eY, (20)

e(x)

where e(x)=xh'(x)/h(x) for all x> 0.
Fact 2. There exist numbers B and B’ such that 0<B <B'<oo, and forall ceY,

B<R(c)<PB, (21)
where R(c)=[-cu"(c)/u'(c)] for all c>0.

Since Y is a non-empty compact set, and E(x) is a continuous function on Y, it has a maximum and a minimum on this set.
Denote the minimum by A and the maximum by A’. Then, 0 <A <A’ <o, since E(x) is a positive function on Y; further, (19)
clearly holds. Since e(x) is also a continuous function on Y, it has a minimum on Y. Denote this minimum by A”. Then, since
e(x)€(0, 1) for all x>0, we have A” €(0, 1), and clearly [e(x')/e(x)] > A”[e(x) > A” for all X, X’ € Y. This establishes Fact 1.

Since Y is a non-empty compact set, and R(c) is a continuous function on Y, it has a maximum and a minimum on this set.
Denote the minimum by B and the maximum by B'. Then, 0<B < B’ <o, since R(c) is a positive function on Y; further, (21)
clearly holds. This establishes Fact 2.

Denote the right hand side of condition (17), [0/k]—|o[ryh(o)], by m. Note that m < 1. For, if m <0, then this is trivially true,
while if m >0, then this inequality follows from Proposition 1(ii) and Proposition 3.

Theorem 1. Suppose that (16) holds; that is, m > 0. Define:
B(1—m)

L= R 22
5ol (1 —m) + o] (22)

where o =(A2A”|A") and B =[(B')?/B], and constants A, A', B and B’ are given in Facts 1 and 2. Then, for all y, z € Y, we have:
IG(y) - G(2) < LIy — z|. (23)

The proof is reported in Appendix A.

Remark 2.

(i) If h(x) has the Cobb-Douglas form, that is, h(x)=x!¢/(1 — &) for x > 0, where a € (0, 1), and u(c) is of the iso-elastic type,
that is, u(c)=c!=#/(1 — B) for c> 0, where B¢ (0, 1), then it is easily seen that A=A’ =, A”=1 and B=B' = $, and thus also
(A2A7|A")=a and [(B')?/B] = B. Therefore, in this case, the Lipschitz constant L defined in (17) turns out to be:

p —m) _ pa—m)

- : 24
dp1r [,3(1 —m)+am] ~ dpiriam (24)

4 We thank an anonymous referee who helped us to improve on a previous statement of Facts 1 and 2.
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(ii) Since mis independent of the utility function, (24) provides a particularly convenient form of the Lipschitz constant. Given
the other parameters of the model such that m>0, one can ensure that each G; (for ieI) is a contraction by choosing
B (0, 1) to be small enough. In particular, if 8 satisfies:

Spiriom
(1 —m)

B< ; (25)

then each G; (for i eI) is a contraction. Since § is a measure of relative risk aversion, this tells us that low risk aversion leads
to an IFS with the contraction property.

3.3. General results from the theory of IFS

In this section we briefly recall the main facts known in the standard theory of IFS (see, e.g., Hutchinson, 1981; Barnsley,
1993; Lasota and Mackey, 1994; Falconer, 1997, 2003). We slightly generalize the setting by considering any collection of
continuous maps {Hj, ..., Hy} defined on some compact subset X of the real line; that is, we shall study a generic IFS {Hq,
... Hn; p1, ..., pn}, abstracting from the maps {Gy, ..., Gy} discussed so far.

Let X c R be a compact set. Let B(X) denote the sigma-algebra of Borel measurable subsets of X and P(X) the space of
probability measures on B(X). Recall that the Barnsley operator S : B(X) — B(X) is defined by

S(E) = UH,-(E) for E € B(X), (26)
i=1

and the Markov operator M : P(X) — P(X) is defined by
n
Mu(B) =Y "pilH'(B)] for peP(X), and Be B(X),
i=1

where H; 1(B) denote the inverse-image sets of the set B through the maps H;. Operator M describes the evolution of
probabilities under the stochastic process:

Yer1 = Hz (ye), (27)

where z; are i.i.d. over {1, ..., n} with distribution {pq, ..., pa} for all t> 0. We shall denote the iterates of such operators by
SY(E)=S[S"1(E)] and M*(14)=M[M1()] for all t > 1, with S°(E)=E and M°()= .

In the next proposition are reported (without proof) the main results regarding the attractor and the unique invariant
distribution of the IFS {Hq, ..., Hn; p1, - - ., Pn} On the space X c R induced by the stochastic process (27) when the maps H;
are contractions.

Proposition 4. If constants ¢; exist such that 0 < ¢; < 1 and |H;(y) — Hi(z)| < ¢;ly — z| for all y, ze X, i e, then the IFS {Hq, . . .,
Hn; p1, - - ., Dn} satisfies the following properties:

n
(i) there is a unique (invariant) compact set A° C X such that S(A*) = UH,-(A*) = A*;
i=1
(ii) for any compact set Ag such that S(Ag) € Ao, denoting A, = St(Ag) for t > 1, we have Ag 2 A1 DAy D---DA”; furthermore each A;
is compact, and:

d(A;,A*) - 0 ast— oo

where d is the Hausdorff distance between compact sets in X.
(iii) A" is the support of the unique (invariant) probability distribution, ;u* € P(X), satisfying

Wi(B)="> pin'[H'(B)] forallBe BX);
i=1

(iv) for p e P(X), denoting =M (1) for t>1:
(a) the support of ¢ =St(support of 1),
(b) ¢ converges weakly to 1"
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Proposition 4 certainly holds for the IFS {Gy, ..., Gn; p1, - . ., Pn} On Y whenever the Lipschitz constant L defined in (22) of
Theorem 1 is such that L<(1/r,). We shall call A" the attractor of the IFS {Gj, ..., Gn; p1, ..., pn} on Y.

For the IFS {Gy, ..., Gn; P1, ..., Pn}, A™ is thus the support of the invariant distribution x” to which the distribution of
optimal output in the one-sector growth model (discussed in the previous section) converges asymptotically.

4. Application to Cantor type attractors

The principal difficulty in obtaining the invariant distribution of output (using Proposition 4) is that the stochastic process
for the output is generated by the functions G; which are derived from optimal consumption and investment functions, and
which one cannot typically solve for in terms of our primitives.

However, the qualitative properties of the G; (established in Section 3), which can be checked given the primitives, allow
one to make some qualitative statements about the invariant distribution, depending on the primitives of our model. In this
section, we illustrate this by focusing on the case in which there are just two possible outcomes, 1, 1, of the random shock,
rq occurring with probability p; = p and r, occurring with probability p, =1 — p, and demonstrate the possibility of generating
invariant distributions which are (a) of the Cantor type, and (b) singular with respect to Lebesgue measure.

The latter illustrates that the support of the invariant distribution can be a “small” subset of> [a, b] (more precisely, can
be a set of Lebesgue measure zero). In particular, the invariant distribution generated by our model need not be absolutely
continuous (that is, need not have a density).

The former illustrates that the support set need not even be a connected set in [a, b]. There can be subintervals of [a, b],
which are not included in the support of the invariant distribution.

Feature (a) depends on the G; being contractions, and on a property of the IFS, which we call the no-overlap property. This
is discussed in the first subsection.

Feature (b) depends on the G; being “sufficiently contracting” in a sense that can be made precise. This is discussed in the
second subsection.

4.1. The no-overlap property and contractions

It is well known that if X=[0, 1] and the maps H; and H, of an IFS of the type described in Section 3.3 are linear with slope
Z, where 0<¢<1/2, the attractor A" of the IFS is a “middle-a” Cantor set, where a=1—2¢ (see, e.g., Mitra et al., 2004).

The maps of the IFS {Gq, G3; p, 1 — p} characterizing the model discussed in the previous sections are clearly nonlinear.
The natural question that arises is thus under what conditions such an IFS has an attractor that resembles the typical features
of a Cantor type set.

We say that the two maps Gy and G, satisfy the no-overlap property if:

Gi(b) < Ga(a), (28)

so that the maximum of the G; function is less than the minimum of the G, function on the interval [a, b]. An example of
maps satisfying the no-overlap property is reported in Fig. 1.

The following result, whose proof can be found in Mitra and Privileggi (2006), provides conditions on the primitives of
the model, specifically, {r1, 2}, p, h, § and k, which ensure the no-overlap property.

Proposition 5. Suppose the following condition is satisfied:

6 5] 2

= (5) =
where 0 is defined in (7). Then the IFS {Gy, G; p, 1 —p} on Y=[0, k] has the no-overlap property (28).

In view of Section 3, we are now in a position to fully characterize situations where the attractor A is a generalized Cantor
set directly in terms of the primitives of the model. Proposition 5 gives a sufficient condition for the no-overlap property to
hold, and Theorem 1 provides a tool to establish when the maps Gi, G, are contractions entirely in terms of the parameters
of the model; that is, whenever the constant L defined in (22) is less than (1/r).

We shall adopt a general definition of Cantor set based on topological properties. Recall that a set E € X, where (X, d) is a
metric space, is said to be totally disconnected if its only connected subsets are one-point sets: formally, for any two distinct
points x, y in E, there are two non-empty open disjoint sets U and V such that x € U,y e Vand (UNE)U(VNE)=E; also, a set EC X
is said to be perfect if it is equal to the set of its accumulation points; that is, it is a closed set which contains no isolated
points.

Definition 1. We shall say that a set C c R is a generalized (topological) Cantor set on the real line if it is totally disconnected
and perfect.

5 Recall that at the end of Section 2 we have defined a=G(a) as the largest fixed point of Gy, and by b=G,(b) the smallest fixed point of G, ; clearly, X=[a,
b] c[6, k] =Y. Even if the support of the invariant distribution is either [a, b] itself or a proper subset of [a, b], consistently with Section 3 in the sequel we
shall continue to consider our IFS as defined on the larger invariant set Y=[6, k.
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Ga (b) = bfro-eremmee provese e :
i G,
e ;
Gy e =
Gi(a)=atf ----------------------------------------- 4
0 s b

Y

Fig. 1. An example of functions G; and G, satisfying the no overlap property.

This definition is fully justified in view of the result in Hocking and Young (1961, Chapter 2), where it is established that
any compact metric space that is totally disconnected and perfect is homeomorphic to the classical “middle-third” Cantor
set.

The next result concludes the work started by Mitra et al. (2004) and successive generalizations in Mitra and Privileggi
(2004, 2006) by establishing sufficient conditions entirely in terms of the parameters of the model for the stochastic one-
sector optimal growth framework of Brock and Mirman (1972) type to converge to an invariant distribution supported on a
generalized Cantor set. It follows directly by applying Theorem 3 in Mitra and Privileggi (2006), and Proposition 5 above.

Proposition 6. If L<(1/ry), where L is the constant defined in (22) of Theorem 1, and condition (29) of Proposition 5 holds,
then the attractor A" of the IFS {Gy, Go; p, 1 —p} on Y=[6, k], associated to the stochastic process (5), is a generalized (topological)
Cantor set.

Remark 3.

(i) For the Cobb-Douglas form of the production function, it has been already noticed [see Remark 1 (iii) in Mitra and
Privileggi, 2004] that if the exponent of the production function is sufficiently close to zero, then condition (29) and
therefore the no-overlap property (28) always holds. In other words, a Cobb-Douglas production function with a low
capital coefficient is capable of producing an optimal policy which generates an IFS {Gy, Go; p, 1 — p} with maps that do
not overlap.

It is of interest that a low capital coefficient, which ensures that condition (16) holds (and thereby ensures a positive
lower bound on the propensity to consume), as indicated in Remark 1, also ensures that (28) holds (and thereby ensures
that the no-overlap property holds).

If we combine such a production function with a utility function of the iso-elastic type with exponent (1 — ), then, as
indicated in Remark 2, a low value of 8 will ensure that L<(1/r,), so that each G; is a contraction on Y=6, k].

Thus, we may conclude that, at least for the Cobb-Douglas production plus iso-elastic utility case, a representative
agent with low risk-aversion, operating in an economy with a low capital share in income, will generate an invariant
distribution of income supported on a generalized Cantor set.

(ii) It is also worth noting that, whenever G; and G, are contractions, that is, when L<(1/ry), then each G; (i=1, 2) has a
unique fixed point: a for G; and b for G,.

4.2. Singular invariant distributions

When the set A is of the Cantor type, the question arises as to whether this Cantor-type set has zero Lebesgue measure.
This question is non-vacuous since Cantor type sets can have positive Lebesgue measure. They are known as “fat Cantor sets”
or Smith-Volterra-Cantor sets. For construction of such sets, see for instance Example 14b in Royden (1968), p. 63, or the
example on p. 88 in Hocking and Young (1961).

An important implication of having an attractor of zero Lebesgue measure is that the invariant probability distribution
supported on it [see Proposition 4 (iii) and (iv)] is singular. In the following result, we provide a sufficient condition under
which the attractor A" of a IFS with two maps, {H;, Hy; p, 1 — p}, has zero Lebesgue measure.



194 T. Mitra, F. Privileggi / Journal of Mathematical Economics 45 (2009) 185-198

Proposition 7. Suppose that the maps H;:X — X, i € {1, 2} are strictly monotone on some closed interval X and constants ¢; exist
such that 0 < ¢; < 1 and |H;j(y) — Hi(z)| < 4;ly — z| for all y, ze X and for i € {1, 2}. If the Lipschitz constants ¢; satisfy

Z] +£2 <1 (30)

then the support A” of the unique invariant distribution ( of the stochastic process (27) is a set of Lebesgue measure zero, and
is singular with respect to Lebesgue measure.

The proof is reported in Appendix A. In the context of the IFS {Gy, G»; p, 1 —p} on Y=[6, k], the property (30) ensures that
the no-overlap property (28) also holds. To see this, note that

G1(b) - Gz(a) = Gi1(b) — G1(a) + G1(a) + Ga(b) — Gz(a) — Ga(b)
< (lh +L)b - a)+ Gi(a) - Go(b)
<(b-a)+(a-Db)
=0

So the following Corollary is immediate from Theorem 3 in Mitra and Privileggi (2006), and Proposition 7.

Corollary 1. If (r; +12)L<1, where L is the constant defined in (22) of Theorem 1, then the support A" of the unique invariant
distribution p of the IFS {G1, G2; p, 1 — p} on Y=16, k], associated to the stochastic process (5) is a generalized Cantor set of Lebesgue
measure zero, and (u is singular with respect to Lebesgue measure.

5. Concluding remarks

The results of this work fill a gap left by Mitra and Privileggi (2006) in the study of the geometric properties of the support
of the invariant distribution in one-sector stochastic optimal growth models. In this paper, Lipschitz continuity of the iterated
function system, generated by the optimal consumption and investment policies, is established directly (in Theorem 1) in
terms of the primitives of the model introduced in Section 2. Whenever the parameters of the model are such that the
maps of the IFS are contractions, we are able to apply a general result (Proposition 4) on the support of the unique invariant
distribution, which is the attractor of the IFS.

In the special case where the random shock takes one of only two values, we provide additional conditions on the
parameters of the model which ensure that the IFS satisfies a no-overlap property, and the invariant distribution is supported
on a Cantor type set (Proposition 6). A rough interpretation of Proposition 6 is that a low risk-averse representative agent,
operating in an economy with a low capital share in income, can generate an invariant distribution of income supported on
a generalized Cantor set.

In the special case mentioned above, we provide a sufficient condition on the primitives of the model so that the Cantor
type attractor has zero Lebesgue measure and therefore the invariant distribution is singular. The sufficient condition allows
us to quantify the Hausdorff dimension of the attractor, and this is our key tool for the result. If the IFS is smooth, alternative
approaches might be used to obtain the result, leading possibly to other sufficient conditions. This is suggested by the work
of Matsumoto (1988) and Bedford (1991). However, in general, it can be difficult to specify conditions on the primitives
leading to smoothness of the IFS (see, e.g., Araujo, 1991; Santos, 1991; Santos and Vigo-Aguiar, 1998). This topic is the matter
of future investigation.

Appendix A

Proof of Lemma 1. By using the stochastic Ramsey-Euler Eq. (4) [see Proposition 1(vi)] at y =a, we have:
wlg(a)]l = SE{u/[g(rG(a)lrh'[y(a)]}
< du'[g(r1 G(a))Ih'[y(a)]E(r)
= du'[g(a)]N' [y(a)]E(r),

where the inequality (in the second line) holds since, for r>ry, we have rG(a) > r1G(a) & g[rG(a)] > g[r1G(a)] & v'{g[rG(a)]}
<u'{g[r1G(a)]}, and the equality (in the third line) holds since r;G(a)=a. Thus we get

1 < Sh'[y(a)]E(r),

which [recall that (h')~1(.) is a decreasing function] yields the left inequality in (14).
Similarly, by using the stochastic Ramsey-Euler Eq. (4) at y =b, we have:

u'[g(b)] = SE{[g(rG(b)]r' [y (b)]}
> Su'[g(rnG(b)]N [y (b)]E(r)
= Su'[g(b)]h' [y (D)]E(r),
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where the inequality (in the second line) holds since, for r <r;, we have rG(b) < r,G(b) < g[rG(b)] < g[rnG(b)] & u'{g[rG(b)]}
>u'{g[rnG(b)]}, and the equality (in the third line) holds since r,G(b)=b. Thus we get:

1> 8h'[y(b)]E(r),
which yields the right inequality in (14). O
Proof of Proposition 3. Since y(6)=6—g(0), (14) and (15) imply:
0 —g(0) < o < y(b).
From the left inequality we get
g(0)>60-o. (31)
Since b=rn,G(b)=ryh[y(b)], we have y(b)=h~1(b/ry), and thus the right inequality in (14) yields:

- (22
'n

from which (since h is increasing) we get

2 = (o),
which, as b <k, implies
k > rph(o). (32)
Summing up, we have, for ally e Y=[6, k],

y Tk k™ k= k rh(o)
where the second inequality uses (31) and the last inequality uses (32). O
Proof of Theorem 1. We will first prove that G is locally Lipschitz on Y, with Lipschitz constant L. That is, we will show that
there is some ¢ >0, such that, whenever y, zeY, and 0< |y — z| < ¢, (23) holds with L defined by (22).

Denote by m’ the minimum value of [g(y)/y] on Y; this is well defined by continuity of [g(y)/y] on the (non-empty) compact
set Y. By Proposition 3, we have m’ > m. Now, define

e 12
A= [1 - W} (33)
and choose ¢ > 0 sufficiently small so that
am' > m. (34)

It is sufficient to show that, with this choice of ¢, whenever y, ze Y and 0 <z -y < ¢, the inequality (23) holds.
So, let us pick arbitrary y, ze Y with 0<z —y < &. Now, write Eq. (3) [see Proposition 1(v)] at y and at z:

u'[g(y)] = SE{V[rGY)Irh [y ()]}, (35)
u'[g(2)] = SE(V'[rG(2)]rh [y(2)]}. (36)
Subtracting (36) from (35), we obtain:
u'[g(y)] - u'[g(2)] = SEV'[rGW)]rh [y(y)] = V'[IG(2)Irh [y (2)]}.
Since rG(z) > rG(y), we have V'[rG(z)] < V'[rG(y)], and this yields:
u'[g)] - v'g2)] = (K [y(y)] = K [y(2)NSEV [rG(y)]r}. (37)

We use the mean value theorem to obtain & satisfying g(y) <& < g(z), such that:

u'lg)] - v'lg(2)] = u"(§)lgy) - &(2)]- (38)
Similarly, we can find ¢ satisfying y(y) < ¢ < y(z), such that:
Wyl - K y(@)] = W (OlyW) - y(2)]. (39)

Using (38) and (39) in (37) and changing sign, we obtain:
~u"(§)lg(z) — gl = —h"(O)y(z) — yWISEV'(rG(y))r}.
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Dividing through by u/[g(y)] and using (35), the last inequality becomes:

_u'(é) B _ o B
which, since y(z)=z - g(z) and y(y)=y — g(y), may be rewritten as
u"(§) h'(¢)

7u/[g(y)] [g(z) *g(}’)] = *m{(l 7y) — [g(z) 7g(y)]}

Rearranging terms, we get

g@-gy)_ W@ [ wE @\
z-y = HyWI| vwigW] Kyl

It remains to convert the right-hand side into terms involving the parameters of our model.

Note that since & satisfies g(y) <&, we have:

—wg) < 258 < BUEON (B wrigin,
so that:
_uE (B’ > {u”[g(y)]g(y)} 1 _®Y _ B
wigy)] ~ \ B ulgy)] [ 8l) ~ Bgly) &)
Since ¢ satisfies ¢ < y(z), we have:
ez B0 BV (D 1wy,
so that:
l;[h”@) - A/ { h’,’[y(Z)]} {h:[y(Z)]
462] A hy(2)] ) Lhly»)]

r 12 "
ol {wor | 5w

~o[1-55] 76

(41)

where the last but one inequality holds thanks to (20) in Fact 1 and the last inequality uses the assumption z—y <¢, as the

following inequalities show:

vO) _v@-lr@-yWl _, z2-8@)-ly-gWl _, z-y €

>1—- ——

y@z) (@) ¥(2) y@) ~ ()
In view of (33), we thus obtain:
_h©) - oA .
iyl =~ v)
Using (41) and (42) in (40) and rearranging terms, we get:

= [ -5 52}
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which boils down to
g(2)-g(y) - a'm a'm
z-y B -[gy)/yl}+a'm ﬁ(1 —m)+a'm

where the first inequality holds since, by definition of m’ and by (34), [Ag(y)/y] > Am’ >m; similarly, the second one follows
from [g(y)/y] = m'>m.
By definition of G, we have:

G(z)-Gly) _ hly(2)] - hly()]

(43)

z-y z-y
_hylly() -yl
N -y
— Wy EY) =@ ~ 80l

z-y
< W0 ][1 8(z) - g(y)}

<h[y(9][1 e M, }
, B —-m)
=hv ]{ (1 - m+o¢m]
B(1—-m)

<
= opinlF(—m)+am] ~
where in the fifth line we used (43) and the last line follows from condition (11) in Proposition 2. This establishes that G is
locally Lipschitz on Y, with Lipschitz constant L.

It follows from the above result that G is Lipschitz continuous on Y with Lipschitz constant L. To see this, pick any y’,zZ' € Y
with 0<Zz' —y’. We can find a positive integer n, such that ne > (z' —y’), where & was used in the definition of (33). Define
n=(z —y')[n; then 0<n < ¢e. We use 1 to define:

VoY1, - ¥n) =Y +n,..., Y +(n—-1)n,2)

Then, we have, using the fact that G is locally Lipschitz [with the choice of ¢ used in the definition of (33)] with Lipschitz
constant L, and 0<(yj+1 —yj)=n<eforj=0,1,...,n-1,

n-1 n-1
GZ) -G =D I6W1) — COPI < LD W1 —y) = LEZ ~¥).
j=0 Jj=0

This establishes that G is Lipschitz continuous on Y, with Lipschitz constant L. O

Proof of Proposition 7. By Proposition 9.6 in Falconer (2003), p. 135, the Hausdorff dimension of A" cannot exceed the
(unique) positive root d of the equation:

dyed=1.

Given (30), we must haved < 1.Thus, the the Hausdorff dimension of A” is less than 1. By definition of Hausdorff dimension
(see Chapter 2 in Falconer, 2003), the Hausdorff outer measure of A" is zero. Since Lebesgue outer measure coincides with
Hausdorff outer measure on R, the Lebesgue outer measure of A" is zero. Since A" is closed, it is measurable, and hence the
Lebesgue measure of A™ is zero.

Since A" is the support of yu, by definition of support (see, e.g., Chung, 1974, p. 31) u(X—A")=0. We have just seen
that v(A")=0, where v is Lebesgue measure; thus, u is singular with respect to Lebesgue measure (see Billingsley, 1979,
p.374). O
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