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Introduction

Inter-generational transfers are today at the center of the economic policy
debate. The reduction of public debt, the financing of social security (pensions),
the taxation of capital and bequests, and the design of the education system
all imply substantial inter-generational transfers.

The tool economists provide to analyze these issues is the overlapping gen-
erations model. As it models explicitly the different periods of life — schooling,
working, or retirement periods — it is the natural framework to study the allo-
cation of resources across the different generations.

When it includes capital accumulation, this model also allows one to for-
malize the development of an economy, relating its growth path to the savings
behavior of young agents.

The aim of this book is to provide the reader with an in-depth introduction
to this model, including its major policy aspects.

OVERLAPPING GENERATIONS AND MACRO-ECONOMICS

Modern macro-economics is generally characterized by four elements: (a) The
issues of concern are aggregate in nature. (b) The models in use are derived
from optimizing behavior, and, as a consequence, their properties depend
essentially on preferences and technologies. (c) Interactions over time are ex-
plicitly taken into account, giving therefore an important place to dynamic
analysis. (d) The general equilibrium framework is preferred to partial equi-
librium setups.

The building blocks of modern macro-economics are taken from two dif-
ferent approaches: The first one considers that agents have an infinite horizon.
The second one analyzes the case of an economy in which agents have finite
lives. This second approach consists in the so-called overlapping generations
models. The central mechanics of this class of model are the decisions of young
agents about how much to consume and save for retirement, i.e., the life-cycle
hypothesis of savings (see Ando and Modigliani (1963)).

xiii



X1V Introduction

A series of issues are common to both approaches, like the analysis of the
factors influencing economic growth. Several issues are, however, specific to
the overlapping generations approach. In general they are related to inter-
generational redistribution, and hence, e.g., to social security, education poli-
cies, and public debt questions. Indeed, even in its simplest version, the over-
lapping generations model embeds at least two types of agents living at the
same time, young and old, which makes possible an analysis of distributional
issues.

Moreover, the model with a representative infinite-lived agent can be seen
as a special case of the overlapping generations model where households are
altruistic and care about their descendants: When altruism is strong enough
so that every generation leaves positive bequests, the properties of the two
models are the same.

Another domain of research heavily involving the overlapping generations
model is the quest for reasonable mechanisms of endogenous fluctuations.
Although, as we shall see, the basic model is characterized by monotonic dy-
namics, various extensions lead to oscillatory dynamics, or even, in extreme
cases, permanent endogenous cycles.

When one uses overlapping generations models with two-period-lived
agents, the unit of time that one considers is of the order of 20 or 30 years.
One could be tempted to think that the results obtained in a simple bench-
mark model with this periodicity can be generalized to n-period-lived agents,
and the conclusions of the reference model applied to questions relevant at
the business cycle frequency.! In this case, the model with two-period-lived
agents is a metaphor. One should be cautious, however, as all the proper-
ties of a model with two-period-lived agents cannot always be extended to
n-period-lived agents.

Three important properties of overlapping generations models are the non-
neutrality of debt, the possibility of asset bubbles, and the possibility for com-
petitive equilibria to be inefficient. Weil (1989) shows that they do not depend
on the horizon (finite or infinite) of the agents. However, the effect of interest
rate on saving behavior and the type of dynamics (monotonous, oscillatory,
etc.) do depend crucially on the number of periods of life considered. It should
then be clear that the overlapping generations model in its standard form? has
little to say on short-run issues. For this reason, we shall concentrate our at-
tention on long-term problems involving inter-generational transfers.

I Assuming that workers do not have access to financial markets, Woodford (1986) develops
an infinite horizon model with the same structure as an overlapping generations model with
two-period-lived agents.

2 The model of perpetual youth due to Blanchard (1985), which is at the intersection of infinite
horizon models and overlapping generations models, can be used to describe phenomena at
the business-cycle frequency. This model was further extended by Saint-Paul (1992) to allow
for endogenous growth, and by Frenkel and Razin (1986) to an open economy setup.



Introduction XV

Beyond the fact that it is a framework with heterogeneous agents, the over-
lapping generations model presents two attractive features: First, it focuses on
the life-cycle behavior of the agents and hence on their savings behavior as a
function of age. Second, it is a model in which the competitive equilibrium is
not necessarily Pareto optimal.

OVERLAPPING GENERATIONS IN OTHER FIELDS

There has been an extensive literature in public economics that uses the over-
lapping generations model. The issues at stake concern the design of optimal
tax schemes when the government cannot use non-distortionary lump-sum
instruments. The study of bequest taxation and capital taxation has a central
role. Education funding through public or private institutions is another typical
topic.

Every time policy changes affect different generations in different ways, the
overlapping generations model is useful. For example, it is used in environ-
mental economics, as pollution control might harm current generations but
promote the welfare of the not yet born generations. Population economics is
another example, where authors study the effect of rising longevity, lowered
fertility, and population dynamics on human and physical capital accumula-
tion.

Development economics and growth theory also rely on overlapping gener-
ations. There are several reasons. First, if one believes that human capital is a
relevant factor of development and growth, modeling the education process is
important. As education usually takes place at the beginning of the life cycle
and involves transfers from one generation to the other, a structure with
overlapping generations is appealing. Second, one property of the simplest
overlapping generations model is to make long-term growth dependent on
initial conditions. In other words, the starting point of the economy is crucial
to determining its future. For instance, starting with too low capital might lead
the economy into a poverty trap. This dependence on history through initial
conditions is important for understanding the different development patterns
observed all over the world.

In monetary theory, money has been considered as a medium of exchange
between generations and as a store of value. In particular, in the absence of
physical capital, money is useful per se, as it allows households to transfer
resources across periods.

Finally, mathematical economics have used the overlapping generations
model to study under which conditions the equilibrium is indeterminate. Fol-
lowing the logic of Arrow and Debreu, when all markets of all periods clear at
once, there is a continuum of equilibria in a context where neither the passage
of time nor the formation of expectations is central to the analysis.
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OUTLINE OF THE BOOK

Many advanced graduate texts that treat one-sector growth models tackle the
basic overlapping generations model. But it is difficult to find, in one single
monograph, a survey of the main results, analyzed in detail, as well as exten-
sions of some of the key results in the literature. The extensive analysis of the
key models makes this text useful for applied theorists, including researchers in
macro-economics, public finance, and development-growth theory, who wish
to apply the overlapping generations framework.

The book is also intended for students at the graduate level. True, it is not
an easy book for a graduate student to tackle, at least not at the start. In any
case, this slot of the textbook market is already well served by general-purpose
macro textbooks. But our text adds another dimension: It brings together the
standard overlapping generations model with its policy implications (pension
funding, debt policy) in one place. It also provides results that have never been
demonstrated in the framework considered. We hope that it will be popular
with advanced graduate students who have chosen to work in the area of macro
dynamics.

This book contains five chapters. The first four chapters cover an analy-
sis of the basic overlapping generations model. One goal that we pursue is
to provide the reader with a set of propositions deriving the properties of the
overlapping generations model when we make few assumptions on preference
and technology. This should help students and researchers in their modeling
choices. In chapter 1 we propose an in-depth study of competitive equilibria
in the basic overlapping generations model. Chapter 2 is devoted to the anal-
ysis of optimality in this setup. Policy issues, including pensions and optimal
taxation, are discussed in chapter 3. Public debt is introduced in chapter 4,
and its sustainability is analyzed. The last chapter includes various extensions,
including altruism, education, and habit formation. The technical points are
detailed in the appendix.
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ONE

Competitive Equilibria

The basic overlapping generations model with capital accumulation is due to
Allais (1947)! and Diamond (1965).> Diamond (1965) considers an economy
with physical capital and with or without a public sector. It is a framework in
which all goods are real, in the sense that they are consumption goods and/or
production factors. In this chapter we describe the framework without a public
sector, which is the benchmark model to a wide strand of the literature, and
we analyze the properties of the competitive equilibrium.

This chapter is organized as follows. Section 1.1 describes the structure of
the model, and section 1.2 discusses the main assumptions. The behavior of the
agents is analyzed in section 1.3. The notion of temporary equilibrium is intro-
duced and analyzed in section 1.4. Section 1.5 studies the inter-temporal equi-
librium with perfect foresight, its existence and uniqueness. Global dynamics
are characterized in section 1.6. In section 1.7 we compare the dynamics under
perfect foresight with the dynamics resulting from myopic foresight. Finally,
some applications and extensions of the model are presented in section 1.8.
Examples are provided throughout the chapter.

1.1 THE MODEL

Time ¢ is discrete and goes from 0 to co. t belongs to the set of integer numbers
N,t=0,1,2,.... All decisions are taken at points in time. The current date
is called period t, and we study how the economy operates from date t =0
onwards. At the initial date, ¢ = 0, there will be initial conditions reflecting the
history of the economy.

1 Malinvaud (1987) has stressed the use of the overlapping generations model in the appendix
of the book of Allais (1947).

2 The basic overlapping generations model for an exchange economy is due to Samuelson
(1958).



2 A Theory of Economic Growth

Ateach period ¢, there exist three goods: capital, labor, and a physical good
produced from capital and labor. This physical good is either consumed or
invested to build future capital. We take the good produced at each period ¢
as the numeraire. There is thus a different numeraire in each period.

As there are an infinite number of periods, there are an infinite number of
goods.

1.1.1 Two-period-lived Individuals

The demographic structure is presented in figure 1.1. In each period ¢, N,
persons are born, and they live for two periods.? From figure 1.1, we understand
why this demographic structure is called “overlapping generations”: at each
point in time, two generations are alive and overlap.

In their first period of life (when young), the individuals are endowed with
one unit of labor that they supply inelastically to firms. Their income is equal
to the real wage w,. They allocate this income between current consumption ¢,
and savings s;, which are invested in the firms. The budget constraint of period
t1s

wr =c¢ + 5. (1.1)

In their second period of life ¢ + 1 (when old), they are retired. Their income
comes from the return on the savings made at time ¢. As they do not care

Generations

1 1 1 1

0 1 2 3 4 5

Time
Figure 1.1. Overlapping generations.
3 Alternatively, we may consider that each person lives three periods, is working in the second

period, and retires in the third one. During the first period, he does not take any decisions,
and his consumption can be thought of as included in that of his parents.
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about events occurring after their death (this assumption will be removed in
section 5.1), they consume their income entirely. Denotingby R; 1 (=1 + ;1)
the return factor on savings from time ¢ to time ¢ + 1, the income of an old
individual is R, 1s;, and his consumption is

d[+1 = R[+1S(. (12)

The preferences of the households are defined over their consumption bundle
(¢t, di11). We assume that they can be represented by a life-cycle utility function

U(cy, digr).

Ateachperiodt > 1, N; + N,_; individuals are alive, including N; young house-
holds bornin ¢ and N;_; old households bornin ¢ — 1. At the first period ¢ = 0,
there are, in addition to the Ny young households, N_; old households.* Each
of these N_; old persons is the owner of the same fraction s_; of the installed
capital stock Kj. Productive capital is the only asset in the economy, so that
s_1 = Ko/N-1. The income of old persons is equal to Ryps_;. These people
entirely consume their income:

Ro Ky

=Rops_1 = .
dy 0S-1 N

The number of households of each generation grows at a constant rate
ne]-1, 4ool:

N, =1 +4+n)N_1.

Consequently, the total population N; + N,_; grows also at the rate n.> Note
that, since n € |—1, +00[, the model may represents economies where popu-
lation shrinks at a constant rate (negative n).

1.1.2 Neo-classical Technology

The production technology is the same for all periods.® It is represented by the
neo-classical production function F(K, L). The function F is homogeneous of
degree one (see appendix A.1.1) with respect to its arguments: capital K and
labor L.

4 Nothing is said about the past of these households. It is as if they were born old.

5> Overlapping generations models can be extended to deal with endogenous fertility as in
Becker and Barro (1988), with dynastic altruism, or Galor and Weil (1996), with ad hoc
altruism.

6 The generalization of this to include deterministic labor-savings technical progress is per-
formed in section 1.8.6. Notice however that, in standard growth models, technological im-
provement can coexist with a balance path only with a special type of utility function (see
e.g., King, Plosser, and Rebelo (1990)).



4 A Theory of Economic Growth

During the production process, the capital stock depreciates physically at a
rate § € [0, 1].7

For simplicity we also assume that, after the production process, the part
of capital that is not depreciated is identical to the good produced, so that we
may define a total production function:

F(K,L) = F(K, L)+ (1 - §)K, (1.3)

which is also homogeneous of the first degree, implying that the technology
exhibits constant returns to scale:

FOLK,AL)=AF(K,L)  ¥A>0.

1.1.3 Firms

We assume a representative firm producing at period ¢. This assumption is
not restrictive, as, with constant return to scale, the number of firms does not
matter and production is independent of the number of firms which use the
same technology. At time ¢ = 0 the capital stock Kj is already installed in the
firm producing at t = 0. For all ¢ > 1, capital K, is productive at time ¢ and is
built from the savings of time ¢ — 1 (there is a one-period time-to-build). The
representative firm that produces at time ¢ exists during two periods, # — 1 and
8 At time ¢ — 1 it “receives” the deposits /,_; from the young households.
This deposit of goods produced at time ¢ — 1 becomes the productive capital
used in the production process at time ¢:

Ki=1_=N_15-1.

The households remain the owners of the stock of capital and will receive the
profits of the firm when old.

1.2 MAIN ASSUMPTIONS

1.2.1 The Assumptions on the Utility Function
The life-cycle utility function is assumed to be additively separable:
U(c, d) = u(c) + Bu(d), (1.4)

where f is the psychological discount factor: 8 = 1/(1 + @), where g is the rate
of time preference, which varies inversely with 8. The non-separable case is
treated in section 1.8.3.

7 As one period represents 20 or 30 years, it is often assumed that the depreciation rate is 1.
8 Alternatively, we may assume that firms live forever. This would not change the results, as
the firms’ program is in any case a static one.
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We assume that the instantaneous utility function u is twice continuously
differentiable on the set of strictly positive real numbers R, strictly increas-
ing (no satiation), and concave (decreasing marginal utility):

Assumption H1.
For all ¢ > 0, one has u/(c) > 0, u"(c) < 0, and lim,_,o t/'(c) = 4o0.

The hypothesis of an infinite marginal utility of zero consumption implies that
the household always chooses a positive consumption level c when it maximizes
its life-cycle utility (as long as its disposable income is positive).

The two assumptions of additive separability and concavity imply that ¢
and d are normal commodities, i.e., that their demands are non-decreasing in
wealth.

Example: The CIES® (constant inter-temporal elasticity of substitution) utility
function,

1711
u(c):|:1——i| cl_i, o>0, o#l1,

o

satisfies the hypothesis H1. Indeed,

1
u'(c) = ¢ >0, u'(c) = ——c 7l <0,
o
and
lim ¢ Y? = 4o0.
c—0

The parameter —% is the elasticity of marginal utility:

u’(c)c 1

wie) o
We show below that the elasticity of marginal utility is also the reciprocal of the
inter-temporal elasticity of substitution.!®
The case of a logarithmic utility function,

wO=E,  W@O=y W=,

gives an elasticity of marginal utility equal to —1. The CIES utility function is
plotted in figure 1.2 for the three possible cases: o > 1, o = 1 (logarithmic utility),
ando < 1.

% The standard name CRRA (for constant relative risk aversion) does not seem suited to a
framework in which there is no uncertainty.

10 1n a framework with uncertainty, the coefficient of relative risk aversion is equal to the
elasticity of marginal utility.
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u(c)

o>1

o<1

Figure 1.2. The CIES utility function. When o > 1, the utility function is positive
valued. When o = 1, the utility function is simply the In function. When o < 1, the
utility function is negative valued.

1.2.2 The Assumptions on the Production Function

As the production function is homogeneous of degree one, it can be expressed
by the mean of a function of one variable k= K/ L:

F(K,L)=LF (Iz 1) = Lf(k),

where f(k) = F(k, 1) is the production function in its intensive form. We
make the following hypothesis on the function f(-): it is defined on the set of
(strictly) positive real numbers R, and is twice continuously differentiable.
It satisfies:

Assumption H2.
For all k > 0, one has f(k) > 0, f'(k) > 0, and f"(k) < 0.

This hypothesis amounts to assuming that the function F is positive valued,
increasing, and strictly concave with respect to capital K: indeed, f'(k)=
F(k,1)= F} (K, L) because the derivative Fj is homogeneous of degree
0, and f"(k)= Fix(k,1)= LF; (K, L) because Fy, is homogeneous of
degree —1 (appendix A.1.1).
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A consequence of H2 is the following (appendix A.1.2):
For all k > 0, w(k) = f(k)— kf'(k) = F; (K, L) > 0.

The hypothesis H2 implies thus that the marginal productivity of labor is
strictly positive.

In order to include the popular CES production function, we make no
assumption on the limits of the function and its derivatives when k£ — 0 and
k — +o0o. Nevertheless, H2 implies that the function f(k) and w(k) admits
non-negative limits when k goes to zero. Thus we may assume that these
functions are continuous on the set of non-negative real numbers R, with
values in R.

Notice that additional hypotheses are often made to describe the properties
of f(-) on the boundary:

Assumption Al.
f(0)=0.

Assumption A2.

li "(k) =

lim (k) = +o0,

lim f'(k) = 0.
k—+00

Assumption A3.

]161_1)1}) f'(k) = 400,

lim f'(k) < 1.

k—+00

The assumption A1 states that capital is essential for production. The assump-
tion A2 is called the Inada conditions. One of these conditions is violated by
the CES production function!! except in the limit case of the Cobb—Douglas
function (see appendix A.1.2). The assumption A3 is less restrictive than A2

11 This production function was first introduced by Arrow, Chenery, Minhas, and Solow (1961).
The justification given at that time can be used here to avoid imposing Inada conditions: “Two
competing alternative [production functions] hold the field at present: the Walras—Leontief—
Harrod-Domar of constant input coefficients; and the Cobb—Douglas function, which implies
a unitary elasticity of substitution between labor and capital. From a mathematical point of
view, zero and one are perhaps the most convenient alternatives for this elasticity. Economic
analysis based on these assumptions, however, often leads to conclusions that are unduly
restrictive.”
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and allows us to include the case of a depreciation rate § < 1. In the sequel of
this chapter, we work without making these assumptions.

Example: The CES (constant elasticity of substitution) production function,
F(K,L)= AlaK™" 4+ (1 —a)L"]7V7,
A>0, O<a<l1, p>-1, p#0,
is homogeneous of the first degree. The elasticity of substitution between K and
Lis equal to
1
14+p°
In at the limit when p tends to —1, the function is linear and the two factors of
production are perfect substitutes (the corresponding isoquants are plotted in
figure 1.3). This case is excluded by assumption H2. They become less and less

substitutable as p increases. In the limit when p — 400 the factors of production
are perfect complements. The Cobb-Douglas case'? is obtained as a special

p—++ oo

L

Figure 1.3. The CES production function. The isoquant when p — 400 shows that
capital and labor are complements (no substitution possibilities) in the produc-
tion process (Leontief technology). For p = 0 we obtain the isoquant of the Cobb-
Douglas function. When p — —1, the isoquant becomes linear, and capital and labor
can be substituted perfectly.

12 This function was introduced in Douglas (1934) to study American production over the
period 1899-1922. The striking agreement between the actual production series and the one
generated by the Cobb-Douglas function is at the basis of the success of this production
function.
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p<0

p>0

k

Figure 1.4. The CES production function in intensive form. When p < 0, each pro-
duction factor is not essential to production and f(0) > 0. When p > 0, f(0) =0.
The limit of f'(k) when k — 0 is infinite when p < 0 and finite when p > 0. The
limit of f'(k) when k — +o0 is positive when p < 0 and is 0 when p > 0. Only the
Cobb-Douglas case p = 0 satisfies the Inada conditions.

case when p — 0 (see appendix A.1.5):
F(K,L)= AK“L'™.

The three cases are plotted in figure 1.4. With complete depreciation of capital,
the function F = F, and can be written in intensive form:

f(k) = Alak™” + (1 —a)] V",

It is easy to check that f(k) satisfies H2:
1+p k I+p
F)=adla+(1-a)k] 7 = % (%) 0.
and

1+2p

(k) = —a(l —a) A1 + p)la + (1 —a)k’] 7 k7! <.
Finally, the marginal productivity of labor is

1-—

Ap"‘ F(R)* > 0.

w(k) =
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1.3 THE BEHAVIOR OF THE AGENTS AT PERIOD /

All agents in this economy are price-takers, and all markets are competitive.'3
At a given date, young individuals decide how much to consume and to save,
old individuals consume, producing firms hire labor and produce, and investing
firms collect the savings from the young and build up the capital stock for the
next period. We devote special attention to the savings behavior of the young
persons, as it is the engine of capital accumulation.

1.3.1 The Young Individuals

At time ¢ each young individual receives w, units of the produced good as a
wage. He allocates this income between consumption and savings in invested
goods (1.1). He anticipates a return Ry for his savings and thus, according to
(1.2), a future consumption d; ; = Ry, 5.

Each young individual maximizes

u(c,) + Bu(ds,y)
st. w, =c¢ + s, (1.5)
dity = Ris1,

¢ >0, di;=0.

There are two ways to solve the problem. We may first substitute ¢, and dy |
in the objective function, which leads to

u(wy — ;) + Bu(Ry,5¢),
which is, according to H1, strictly concave with respect to s,. The solution,
se=s(we. R(,).

is interior as a consequence of H1 and is characterized by the first-order
condition

W (we —s1) = BRY U/ (RS ,15¢). (1.6)

13 Departures from this assumption can be found in the overlapping generations litera-
ture. Devereux and Lockwood (1991) and de la Croix and Licandro (1995) analyze capital
accumulation under trade-unionism; in such an overlapping generations framework, the
wage bargaining process takes place between the young workers and the old capitalists.
Weddepohl and Yildirim (1993) study the fixed price temporary equilibria and rationing in
an overlapping generations model with capital accumulation. de la Croix and Licandro (2000)
also study underemployment of resources, but rationing comes from technological rigidities
and idiosynchratic uncertainty instead of fixed prices. Cournot competition on the goods mar-
ketisintroduced in a model with capital by d’ Aspremont, Gérard-Varet, and Ferreira (2000),
and monopolistic competition is studied in Jacobsen (2000).
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The function s(-) is called the savings function, and its properties will be ana-
lyzed later on.

The second method to solve the problem is to eliminate s, to obtain the
inter-temporal budget constraint of the household:

1
e
Cy —+ RTdH-l = W;.
t+1

We next build the following Lagrangian:

de
u(c,) + Bu(ds, ) + x (w, —¢ - Rte+1 )

t+1

where A, is a Lagrange multiplier. The first-order conditions for a maximum
are

/ ' e A
W(c)=x and Bu'(d,,)= Re—t
t+1
Eliminating A,, we obtain
u'(c) = BRY ' (df,). (1.7)

which is the same as equation (1.6).

Note that the above inter-temporal problem is similar to a static problem
where the individual chooses the consumption of two different contempora-
neous goods. Here the two goods are distinguished by the date at which they
are produced. The price of the good of the second period is the reciprocal of

the rate of return, 1/Ry ;.

1.3.2 The Inter-temporal Elasticity of Substitution

Equation (1.7) can be used to compute the change in the consumption plan in
the face of a shift in the expected rate of return. Indeed, (1.7) can be rewritten

u'(cr)
———— =BR{, |, 1.8
O BR; 11 (1.8)
where x,11 = df,/c;. The inter-temporal elasticity of substitution measures
the effect of a change in R¢ 41 on x.1. We differentiate with respect to R{ 1
and x;41:

-1
[ (xr4160))?
Combining this expression with equation (1.8) yields

e
dR;
et
Rt+1

u'(cr)

u' (Xp160)c dxyr = BARY .

— U (x1¢)c dxpy =
Wt (Xev1¢)cr dxi
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Using the definition of x,1; and rearranging, we have
dR¢

dxeyr _”/(drgﬂ) dR; t+1

t+1 e
Xi+1 B u’/(df+1)df+1 Rte+1 a G( IH) Rte+1

Hence, the size of the effect of dR{ | /R{ ; on dx;y1/x,41 is given by u/(df )/
[—u"(d},)dy, 4]
The quantity

u'(d

du’(/(d)) =o(d)>0
is the reciprocal of the elasticity of marginal utility evaluated at d in absolute
value. The effect of a change in the expected rate of return on consumption
is captured by o(d). In the literature, o(d) is referred as the inter-temporal
elasticity of substitution.'* o (d) measures the percentage change in the ratio
dy+1/c; associated with a one percent change in the rate of return. It measures
the willingness of the consumer to shift consumption across time in response
to changes in the expected rate of return.

Example: With the CIES utility function

u(c) = (1 - i>_l ¢\,

the optimality condition (1.7) is

d¢ -
tcij] = (ﬂRfH) ’

and the parameter o is the inter-temporal elasticity of substitution, which is
independent of d.
In the logarithmic case, o = 1, and

d(f
% = ﬂRze+1'
1.3.3 The Properties of the Savings Function
The savings function
s(w, R) = argmax[u(w —s) + Bu(Rs)]

will be central in the subsequent analysis. It is thus useful to analyze its prop-
erties. It is characterized by the marginal condition

d(s,w,R) = —u/(w—s)+ BRu'(Rs) = 0. (1.9

14 Tn models with uncertainty this coefficient o (d) has another interpretation. It is the reciprocal
of the coefficient of relative risk aversion.
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Following the assumptions H1, the function s (w, R) is defined and continuously
differentiable on the set of pairs (w, R) € R, x R, ,i.e.forw > 0andR > 0.

To compute its partial derivatives, we use the implicit function theorem (see
appendix A.2.2) and differentiate ¢(s, w, R) = 0:

¢, ds + ¢, dw + ¢r dR =0,
in which
¢, =u"(w—s)+ BR*'(Rs) <0,

¢, =—u'(w—s)>0,

¢;=m«Rw+ﬂRw”R”=ﬁ”m”<“‘a;w>
where
__WRy)
o(Rs) = m

is the inter-temporal elasticity of substitution evaluated at d = Rs. The partial
derivatives of s(w, R) with respect to w and R are

/ ®, 1
S w R ==Dw
wiT / BR2u’(Rs)’
b Sy
4 _ﬁu/(Rs) 1- ﬁ
S, R) = — 2 = U~ )

¢, w'(w—s)+BRu(Rs)

We thus have that the marginal propensity to save out of income is between 0
and 1:

’
0<s, <1,

which reflects the fact that consumption goods are normal goods. The effect
of the rate of return on savings is ambiguous. We have that
sp=0 if o(Rs)= 1.

A rise in the return on savings has two effects for the consumer: (1) an income
effect, as the revenue from savings will be higher, all other things being equal;
(2) a substitution effect, making it profitable to substitute consumption today
for consumption tomorrow. When the inter-temporal elasticity of substitution
is lower than 1, the substitution effect is dominated by the income effect. In
that case, a rise in the rate of return has a negative effect on savings. When
the inter-temporal elasticity of substitution is higher than 1, the households
are ready to exploit the rise in the remuneration of savings by consuming
relatively less today. The effect of a rise in the rate of return is in this case
to boost savings. When the inter-temporal elasticity of substitution is equal
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e
df-‘rl

wtRi4+1

Ct St wt Ct

Figure 1.5. A rise in the interest factor. A rise in the interest factor induces a shift
in the budget line (whose equation is d;,; = (w; — ¢;)R¢, ). The consumer is able to
reach a higher indifference curve, from point A to point B. If the inter-temporal elas-
ticity of substitution is equal to one, the income and substitution effects compensate,

and ¢, and s, remains unchanged.

to 1, the income effect exactly compensates the substitution effect and there
is no effect of the rate of return on savings. This last case is represented in the
commodity space in figure 1.5.

Example: In the CIES example, the savings function is

1
1+ ﬁ,qu,” w,

and the sign of s is the same for all w and R: that is, s > 0 <=0 > 1, and
sg < 0= o < 1. The fact that the savings function can be written in the form
“savings = propensity to save x wages,” with the propensity to consume being
independent of wages, is a general property of homothetic preferences (see
appendix 1.8.4).

In the logarithmic case,

s(w,R) =

B
1+ 8

s(w,R) = wy

is independent of R (s =0, as o = 1).
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1.3.4 The OIld Individuals

At time ¢, each old individual receives an income from his savings of the
previous period and consumes

di = Rysi—1,

where R, is the return in period ¢ on savings made in period ¢ — 1. This also
applies to the initial date t = 0, when s_; = Ky/N_1 is given.

1.3.5 The Firms

The Producing Firm. The representative producing firm has an installed stock
of capital K. It must only choose the labor input paid at a wage w, and produces
a quantity of output according to its net production function (1.3). This firm
maximizes its profits:

Ty = mLaX F(K[, L[) — W[L[.

Due to the homogeneity properties of F and to the assumption H2, this objec-
tive function is strictly concave with respect to L, (see appendix A.1.2). The
labor demand L, which maximizes this expression is obtained by equalizing
the marginal productivity of labor with the wage rate

Fi(K;, L) = wy.

As we have seen in section 1.2.2, F; (K, L) = w(k) = f(k) — k f'(k), and the
above equality can be rewritten

" <Kf> . (1.10)

The profit is distributed to the owners of the capital stock:
Ty = F(Kt, Lr) - F]C(Kz, Lt)b = F;((Kz, Lt)Ktv

K,
Ty = f/ (L;) Kz.

The fact that profits are distributed to the owners of the capital stock is con-
sistent with the idea that the old households are the owners of the firms.

When the production function is Cobb-Douglas, equation (1.10) implies
that

or

w; = A(l — C()kltr,
and the labor share in added value,
wily  wy

=—=1-q¢,
Y; Wt
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is constant, which is one of the empirical regularities of growth processes doc-
umented by Kaldor (1963). Moreover, Solow (1957) argues that the particular
functional form adopted for the production function is a matter of no great
consequence. Almost any function with positive partial derivative and the
right curvature will do fairly well in tracking the observed changes in produc-
tion. As the Cobb-Douglas function is tractable, it can be frankly taken as
an approximation, “as long as no deep distributive meaning is read into the
results” (Solow (1960)). These two arguments explain why the Cobb-Douglas
production function is the preferred functional form in growth models.

The Investing Firm. The firm that invests at time ¢ to produce at time ¢ + 1
receives the savings of the young generation born in #:

It = ]\/tst.

1.4 THE TEMPORARY EQUILIBRIUM

To study the equilibrium, we explicitly distinguish the temporary equilibrium
and the inter-temporal equilibrium (or equilibrium over time). The concept of
temporary equilibrium goes back to Hicks (1939)." The articulation of the two
is best described by using the words of Hicks: “Temporary equilibrium is such
that all are reaching their ‘best’ positions, subject to the constraints by which
they are bound, and with the expectations that they have at the moment. Equi-
librium over time, if it is to be defined in a corresponding manner, must be such
that it is maintainable over a sequence, the expectations on which it is based,
in each single period, being consistent with one another” (Hicks (1965)).
The temporary equilibrium of period ¢ is thus a competitive equilibrium
given price expectations. It will give the equilibrium value of the current vari-
ables, including current prices, as a function of the past and of the expectations
about the future. More precisely, it is defined given the past variables'®

si—1 and Ly = N_18.-1,

and given the expectations on the future rate of return,

e

t+1-
At time ¢, two markets are open, the labor market and the goods market.
There is no capital market, because the physical capital is already installed
and investment /; results from the decision of the young individuals in ¢.
Nevertheless, the gross rate of return R, depends on the decisions of the firm

15 See also Grandmont (1983) for a more recent use of the concept.
16° All variables from time 0 to time r — 1 are past data. We only mention those which intervene
in the definition of the temporary equilibrium. We do the same for expectations.



Competitive Equilibria 17

that produces at time ¢, and this decision depends on the equilibrium wage w;.
The equilibrium conditions are thus threefold:

1. Labor market equilibrium: At time ¢ the inelastic labor supply is N;;
the labor demand L, is given by the solution to (1.10). Hence, the equi-
librium wage equalizing supply and demand is

W =ow (IA(];) = w(k). (1.11)
k; = K,/ N, is the stock of capital per young person, or the equilibrium
capital-labor ratio.

2. Equality between realized and distributed profits: By assumption, the
effective profits are distributed to the owners of capital. Given the equi-
librium on the labor market, we have

Ty = f’(k[)K[.
The old households receive
7 = NoaResi—1 = R/ K,

as K; = N,_15,-1. The equality between effective profits and distributed
profits implies that the rate of return on the savings made at time ¢ — 1
is equal to the marginal productivity of capital:

R, = f'(k). (1.12)

This equality is obtained from an accounting identity. Suppose now that
the young households no longer deposit their savings in an investing
firm, but use them to build capital that they sell to the producing firms
in the next period (an interpretation often found in the literature). In this
case, the interest factor would be a market price equalizing the supply
of capital from the old and the demand of capital from the firms.!”

3. Good market equilibrium: The supply of the physical good by the pro-
ducing firm is

Y, = F(Kt, Nt) = N[f(k[)

The demand for the good is the sum of the demand of the old households
bornin ¢t — 1 and of the young households that consume and save in the
physical good:

Ni—1d; + Nt(Ct + St)-
17 The supply from the old is inelastic. At a given wage w, there exists a unique R(w) such that

the firms’ demand is infinite for R < R(w), nil for R > R(w), and any non-negative value for
R = R(w). This demand scheme results from the assumption of constant returns to scale.
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The equilibrium on the goods market is
K = Mfldt + M(Ct +S[). (113)

It results from the equilibrium in the labor market, from the equality
between effective and distributed profits, and from the budget constraint
of the households. Indeed, we have

N(ci+58:) = Nw, = N[ f(k) — ki (k)] =Y — K, f' (k).
Ni—1di = NoiRisi—1 = RiK = K f/(kz)-

The temporary equilibrium can now be defined as follows.

Definition 1.1 (Temporary equilibrium)

Given the variables from the previous period {s,_1, I,_1 = N,_15,_1} and the
expected rate of return on savings Ry, the temporary equilibrium of time t is
defined by

1. the wage rate w, and the gross rate of return R,,
2. the aggregate variables K, L,, Y,, k;, and I,
3. the individual variables c,, s;, and d;

that satisfy the optimality conditions of the agents and the three equilibrium
conditions (1.11), (1.12), and (1.13).

A temporary equilibrium {w,, R;, K;, L;, Y;, k;, I;, ¢;, s, d;} can be expressed
as a function of &, = K;/N, = I,_1/N, and R¢_ . Indeed, we have

t+1°
wr = w(k),
Ry = f'(k),
L =N,
Y, = N, f(k), (1.14)
I, = N;sy,

Ct = Wy — 8¢,

s(o(k), RE,,),

t+1

St
dt - R[S[fl.

We next have the following proposition:

Proposition 1.1 (Existence and uniqueness of the temporary equilibrium)
Given {s;1, L1, Ry}, the temporary equilibrium of period t exists and is
unique. This equilibrium can be expressed as a function of

K L

) P —
‘"N N

and R

e
t+1-
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Proof: The system (1.14) defines a unique temporary equilibrium because
o(-), f(-), and s(-, R) are (single-valued) functions. |

Example: When the utility function is logarithmic and the production function is
Cobb-Douglas, the temporary equilibrium is given by

Wy = A(l —C()kltx,

R, = Aak®™!,
Y, = NAK,
B
S = mA(l—O{)k?[,
C ! A(l )
= — —o
t 1+ﬂ 1

d[ = Aak?_lstfl.

It does not depend on the expectation Rf_ ;.

1.5 THE INTER-TEMPORAL EQUILIBRIUM WITH PERFECT FORESIGHT

Atequilibrium, the link between two periods t and ¢ + 11is given by the accumu-
lation rule for capital and by the formation of expectations. The accumulation
rule for capital states that savings of the young households are transformed
into productive capital for the next period:

Kii1 =1, = Nis(o(k), R{,,),

or, in intensive terms,

kiy1 = ms(w(k,),RfH).
We also call this equality the equilibrium on capital market, reflecting the idea
that the supply of funds by households equals investment by firms.

If expectations on Ry, ; are a function of the past only, the sequence of
temporary equilibria is determined uniquely by the initial capital stock. For
instance, if expectations are myopic or adaptive and Ry, = R, = f'(k), the
sequence of temporary equilibria is determined by the following difference
equation of the first order:

1 .
ki1 = 1 S(w(kt)» f/(kt)), ko = Ko/ N_1 given.
+n
We shall study more systematically the equilibrium with perfect foresight:
Rl =R = f'(kn), (1.15)
1
kz+1 = ms((l)(kt), Rz+1). (116)
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Definition 1.2 (Inter-temporal equilibrium)

Given an initial capital stock ky = Ko/ N-1, an inter-temporal equilibrium with
perfect foresight is a sequence of temporary equilibria that satisfies for all t > 0
the conditions (1.15) and (1.16).

The words “perfect foresight” reflect the assumption that there is no uncer-
tainty about the future. Future population, technology, etc. are perfectly fore-
casted by the agents, and so are the future rates of return.!®

Hence, at the inter-temporal equilibrium with perfect foresight, the stock
of capital of period ¢ + 1 should verify the following implicit equation:

(I +n)kis1 —s(w(k), f'(kit1)) = 0. (1.17)

The equilibrium sequence (k;)>o is called an equilibrium trajectory.

There is a particular difficulty for studying the existence and uniqueness of
an equilibrium with perfect foresight, given the initial capital stock. Indeed,
kiy1 is defined implicitly by (1.17) when k; is known. At each step, there is
an implicit function problem: given k;, does k;; exist and is it unique? It is
possible to analyze these questions in a simple way, which is the following.
Considering a given wage w > 0, we look for a capital stock k such that the
expectations of the rate of return R(k) = f’(k) will lead to a savings decision
s(w, f'(k)) corresponding to the level of capital accumulation. In other words,
given w > 0, we wonder whether it is possible to solve for k the equation'”

Alk,w) = (1 +n)k—s(w, f'(k) =0.

For the existence, it is enough to prove that the limits of A(k, w) when k goes
to 0 and when k goes to +oo are of opposite sign. Indeed, when this is the
case, the continuous function A(k, w) will necessarily take the value 0 at some
positive k.

1.5.1 Existence of Equilibria

Proposition 1.2 (Existence of inter-temporal equilibria)
Under the hypotheses H1 and H2, for any initial capital stock ky > 0, there exists
at least one inter-temporal equilibrium with perfect foresight.

Proof: We first study the sign of A(k, w) when k tends to +oo. We have the
following inequality bearing on the savings function:

0<s(w, f'(k) <w,

18 An extension of the two-period overlapping generations model to uncertain environments
is proposed by Demange and Laroque (1999) and (2000).

19 The method developed here turns out to be simpler than the one consisting in inverting the
function (1.17) to find a function k; = A(k;41).
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i.e., savings are positive and smaller than first-period income. This implies

sw, f(R) _w

0 .
= k k

For a fixed w > 0 the limit of w/ k when k — oo is 0. This implies?

i S0% G _

0.
k—+400 k

As a consequence, for
"(k
) = (140 0SB

we have
Ak, w)

lim

k——+00

=1+n>0.

This implies that A(k, w) is positive for large values of k.

We now study the sign of A(k, w) when k goes to 0. The decreasing function
f'(k) admits a limit when k goes to 0. We distinguish two cases according to
whether this limit is finite (case 1) or infinite (case 2):

e Case 1: limyo f'(k) = f/(0) is finite. In this case, the savings function
s(w, f/(0)) is well defined and is positive. Then we have

lim A(k, w) = im[(1 + )k —s(w, f'(k))] = =s(w, f(0)) <0.

e Case 2: limy_,o f'(k) = +oo. The return on savings becomes infinite as k
approaches 0. In this case, savings can remain positive (sub-case 1) or tend
to zero (sub-case 2):
* Sub-case 1: lim;_s(w, f'(k)) > 0.2! This implies that

lim Ak, w) = im[ k(1 + 1) = s(w. f'()] <0.

¢ Sub-case 2: limy_os(w, f'(k)) = 0. This is the case when savings go to
zero as the interest rate goes to infinity. This property of the savings func-
tion implies that the second-period consumption d = f'(k)s(w, f'(k))
tends to +oo. Indeed, using equation (1.6) we have

fim /(d) = lim & = %)

k—0 k—0 ﬂf/(k) :O’

20" Any function squeezed between functions that have a common limit necessarily converges
toward this limit.

21 The proof applies to the limit superior (limsup) when the limit does not exist. The lim sup
is an upper bound which always exists, finite or infinite (see appendix A.2.3).
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as limy_,¢ f'(k) = +oo and limy_gu/(w — s) = v/(w) > 0. The marginal
utility of d thus tends to 0, which implies*

lim f'(Kk)s(w. f'(k)) = +oc.
We also have 0 < kf'(k) < f(k) (as w(k) > 0), which implies that for k
bounded, say 0 < k < 1, kf'(k) < f(1). Then, for k < 1,

siw, f'(K) _ f'(Rsw. f'(k) _ f'(K)s(w. f'(K))
k ik ey '

Hence,

L sv (R)
k—0

+OO,

which implies that

Ak, w) s(w, (k)
o S A | _ A% AR
k o K
is necessarily negative for small k.

We have shown that, in all cases, A(k, w) takes positive values for large k and
negative values for small k. As A(k, w) is continuous with respect to k, there
always exists at least one k > 0 such that A(k, w) = 0. This implies that, given
k; > 0, there exists k1 > Osuch that A(k 41, w(k)) = 0. By induction,? given
ko, there exists a sequence (k;) satisfying (1.17) for all ¢, i.e., an equilibrium
with perfect foresight. |

Figure 1.6 illustrates the two cases of proposition 1.2. We have represented a
case with three solutions kto A(k, w) = 0.

1.5.2 Uniqueness of the Inter-temporal Equilibrium

In order to obtain uniqueness, we need some more assumptions. Typically,
when the function A(k, w) is not strictly increasing in k, there may be more
than one k which solves A(k, w) = 0. In fact, we only need A(k, w) to be
strictly increasing at the possible intersection points with the horizontal axis.
We shall thus assume that for any (possible) intersection point, i.e., kK such that
A(k, w) = 0, the derivative A/, (k, w) is positive.?*

22 This is the case when limg_, o #'(d) = 0. We have not made this assumption, but if this limit
is strictly positive, the sub-case is excluded.

23 Induction relies on a domino effect. If we can prove that a result is true from time ¢ to time
t + 1, and that it is true for the first case (here, ko is given), we can put together a chain
of conclusions: Truth for ¢t = 1 implies truth for ¢+ = 2, and so on. Pushing the first domino
causes all of the other dominoes to fall in succession.

24 In fact, we only need the assumption H3 for the values of w which are equilibrium real wages,
i.e., such that there exists k > 0 verifying w(k) = w. Moreover, replacing the assumption
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A(kw) A(k,w)
(1+mnmk 1+ n)k

limy_,s(w, f'(k)) >0 limy_,os(w, f'(k)) =0

Figure 1.6. Existence of inter-temporal competitive equilibria. When lim;_,s(w,
f'(k)) > 0,savings remain positive even when the interest rate goes to infinity. When
limy_,os(w, f'(k)) = 0, savings go to zero when the interest rate goes to infinity. In
all cases, A(k, w) takes positive values for large k and takes negative values for small
k. As A(k, w) is continuous with respect to k, there always exists at least one k > 0
such that A(k, w) = 0.

Assumption H3.
Forallw > 0and all k > 0,

Alk,w)=0 = Al (kw)>0,
where

Alk,w) = (1 +n)k—sw, f'(k),
Ak, w) =1+ n—sp(w, f'(k) f"(k).

The assumption H3 implies that for any fixed w the curve A(k, w) does not
intersect the horizontal axis at more than one point. This is because, if there is

A, > 0by A(k, w) locally strictly increasing, the condition H3 is necessary and sufficient for
a unique intersection point k solving A(k, w) = 0.
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asecond intersection, the function is necessarily non-increasing, and its deriva-
tive is non-positive.

A consequence of this assumption is that the effect of the rate of return on
the savings decision should not be too negative at the solution:

14+n
sg(w, f'(k)) > W

Hence, the degree of inter-temporal substitution between consumption when
young and consumption when old should not be too small, so that the substi-
tution effect will not be dominated too much by the income effect in the face
of changes in the rate of return.

Under H3, there exists a function A defined on R, with values in R, ,
which satisfies, for w > 0,

k=h(w) <= A(kw)=0. (1.18)

In addition, at any point w > 0, we have A (h(w), w) # 0 and we can apply
the implicit function theorem: the function 4(w) is continuously differentiable
at w > 0, with derivative

AL (w), W) _ s, (w, f'(h(w)))
A(h(w).w) — 1+n—sp(w, f'(h(w))) f"(h(w))’
As A (h(w),w) > 0, H'(w) is positive.

H(w) =

Proposition 1.3 (Uniqueness of the inter-temporal equilibrium)

Under the hypotheses H1, H2, and H3, for any ky > 0, there exists a unique
inter-temporal equilibrium with perfect foresight and initial capital stock k.
This equilibrium is characterized by the sequence of capital stocks k, defined by
the difference equation

kv = g(ke) = h(w(k:)).
The function g is continuously differentiable on R, . and verifies, for all k > 0,

g'(k)y>0 and A(g(k),w(k))=0.

Proof: Proposition 1.3 simply results from proposition 1.2, from the def-
inition of the function A(w) (see equation 1.18), and from the properties
of the functions w(k) and A(w), both being continuously differentiable and
increasing. |

Equation (1.17) is then equivalent to A(k;41, w(k;)) = 0, whichis equivalent
to k.11 = g(k:). The derivative of g is

sw(@(k), f'(g(k)))e' (k)
+n—sp((k), f/(8(K)) f'(g(k)

g/ (k) = (kN (b = -
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One important difficulty for applications is that the hypothesis H3 is not di-
rectly formulated in terms of preferences and technologies and depends on the
equilibrium values of kand w. Thus, it is useful to have the following sufficient
condition for uniqueness.

Assumption A4.
The utility function verifiesVc > 0, u'(c) + cu”(c) > 0.

This condition is equivalent to assuming that the inter-temporal elasticity of
substitution o (c) is greater or equal to 1. As we have seen, this implies that
sg = 0 and hence A}, > 1+ nforall w, k > 0: H3 holds.
Moreover, a more general sufficient condition for H3 to hold can be drawn
in the case of a CIES utility function with inter-temporal elasticity ¢ and a
CES production function with substitution elasticity 1/(1 + p). In this case,
w

L+ gl f (I’

A(k,w)=(1+n)k—

with

e (FO0Y”

The solution k of A(k, w) = 0 is obtained by solving for k:

w — — —o g/ 1-0o
m—lﬁ(k)—lﬂ'kﬁ [k .

The function v (k) is bounded above by k+ kB~ f'(k) f/(1)~? for k < 1. The
assumption H2 implies that lim,_. k f'(k) = 0 (see appendix A.1.2). Thus, we
have ¥ (0+) = 0. As ¥ (4+00) = 400, the condition ¢’ (k) > 0 for all k£ guaran-
tees the uniqueness of k1. Recognizing that v/ (k) can be rewritten as

V() = k+ B~ (@A) f( KT with a=(1+p)(1 o),
the condition y/(k) > 0 holds if A < 1, i.c., if

oc>1-— L (1.19)
1+p
This condition states that if the inter-temporal elasticity of substitution is larger
than 1 minus the elasticity of substitution between production factors, then
the inter-temporal equilibrium is unique. Hence, the condition on ¢ is more
restrictive when technological substitution possibilities are small. When p < 0,
there is no restriction on o.

To further illustrate to what extent H3 is nonrestrictive, we have compu-
ted numerically the parameter set where it holds for the CIES-CES case.
In figure 1.7 we have plotted this region in the space of the two elasticities
{p, o}. The other parameters are A =20, « =1/3, 8 = 0.3, n = 1.097, which
gives reasonable values for the endogenous variables in the case 0 =1, p =0
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Figure 1.7. The region where equilibrium is unique. In the space of the two elasticities
{p, o}, the shaded area represents the region where the equilibrium with perfect fore-
sight is not unique in a CIES—CES example. The solid line represents the sufficient
condition (1.19).

(see section A.5.1). The shaded region is the one where the equilibrium is
not unique. Non-uniqueness thus arises for low values of both elasticities. To
shaded area can also be compared with the sufficient condition (1.19), which
is plotted with a solid line. The interest of this latter condition is that it does
not depend on the other parameters A, «, 8, and n.

We should note that the uniqueness of the equilibrium is a fundamental
property for interpreting the perfect foresight assumption in a non-ad-hoc
way. Only when the equilibrium is unique can it be analyzed as an equilibrium
with rational perfect foresight. In the case of uniqueness, there is no exoge-
nous problem of coordinating expectations, as each agent can solve the model
as we did and calculate the next period equilibrium k.1, which is necessary
to obtain the rate of return Ry, | = f’(k;11). Under the rational perfect fore-
sight hypothesis, the agents use all available information, including the model
describing the economy. In the case of multiplicity of equilibria k.1, as in
the left panel of figure 1.8, agents do not know what will be the expectations
of the others and thus face non-unique Ry, unless some exogenous coordi-
nation device is assumed (e.g., sunspots). In the sequel, we use the following
terminology:

Definition 1.3 (Rational inter-temporal equilibrium)
A rational inter-temporal equilibrium is an inter-temporal equilibrium with per-
fect foresight such that there exists no other inter-temporal equilibrium with
perfect foresight having the same initial capital stock.

Note that in the absence of assumption H3 ensuring the uniqueness of the
inter-temporal equilibrium, we end in a logic a la Arrow—Debreu where the
way expectations are formed is not treated. This approach will be contrasted
with that of this chapter in section 5.4. The literature that models explicitly
the formation of expectations is centered around the conditions of uniqueness
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kt+l kt+l

A(kt+1, w(ky)) =0 k1 =g(kt)

ki ki
Figure 1.8. Rational inter-temporal equilibrium. In the left panel, there is a multipli-
city of solutions k;; agents do not know what will be the expectations of the others
and thus face non-unique R, with perfect foresight. In the right panel, for any level
of k,, there is always a unique solution k1, and there is thus a rational inter-temporal
equilibrium.

of the equilibrium (see e.g., Blanchard and Kahn (1980)), and would discard
models displaying more than one solution.?’

1.6 CAPITAL DYNAMICS AT A RATIONAL INTER-TEMPORAL EQUILIBRIUM

With the assumptions H1, H2, and H3 there exists a unique inter-temporal
equilibrium with perfect foresight given the initial capital stock ko: the rational
inter-temporal equilibrium. This equilibrium is characterized by the dynamics
of the capital stock k;:

ki = g(ki). (1.20)

where g(k) is defined by the implicit function A(g(k), w(k)) = 0. The function
g is continuously differentiable and increasing on R, , with valuesin R, . This
function g is often called the transition function, as it gives k., as a function
of k; or the savings locus, as k;,1 = g(k;) gives all the combinations of k;, k1
such that savings equal investment.

1.6.1 Steady States and Stability

In this section, we study the properties of the function g(-); this will allow
us to characterize the capital accumulation process and discuss growth and
convergence issues. We first need to introduce some definitions.

25 In contrast, a recent literature has developed in macroeconomics that exploits the presence
of multiple equilibria to understand cycles and growth phenomena. Benhabib and Farmer
(1999) survey this approach.
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Let us re-define the function g for the dynamics to be defined on R... The
function g(k) is increasing and non-negative. As a bounded and monotonic
function on R, | admits a limit, there exists a limit of g(k) when k > 0 goes to
0 and this limit is non-negative:

g(0+) = kﬁl(}’rr}wg(k) > 0.

Defining g(0) = g(0+), the function g is defined and continuous on R, and
the dynamics (1.20) are defined on R,.

]_)eﬁnition 1.4 (Steady state) . )
k > 0 is a steady state of the dynamics described by (1.20) if g(k) = k. For the
particular value k = 0, when g(0) = 0, we say that 0 is a corner steady state.

A steady state is thus a point k such that the constant sequence k, = k is a
solution to equation (1.20). For the corner steady state, we have the following

property:

Proposition 1.4 (Corner steady states)
0 is a corner steady state of the dynamics described by (1.20) if and only if
w(0) = 0, or equivalently, if and only if f(0) = 0.

o(k)

Proof: Assume w(0) = 0. Then, for k > 0, the inequality 0 < g(k) < T

ings lower than wage) implies g(0) = 0.

Assume w(0) > 0. Then the limit of the continuous function g(k) = h(w(k))
is h(w(0)) > 0.

The equivalence between w(0) =0 and f(0) =0 is shown in appendix
A.13. |

(sav-

This proposition says that if f(0) > 0 it is possible to produce, and hence
accumulate, without capital and 0 is not a steady state. Before analyzing the
stability properties of the steady states, we precise two definitions of stability.
The standard definition of local stability of a steady state is:?°

I_)eﬁnition 1.5 (Local stability)
k is locally stable if there exists € > 0 such that for any ko in R which verifies
|ko — k| < ¢, the dynamics (1.20) with initial capital stock ky converge to k.

This corresponds to two situations:
e If kis an interior steady state (k > 0), there exists ¢ > 0 such that Yk €

[k — e, k+ ¢] the dynamics converge to k.

26 A more precise notion of stability (for both local stability and stability in an interval) requires
in addition the following condition (Lyapoun9v stat_)ility): Ve > 0, 3y > 0 such that Vkg €
[k—y, k+ y], the whole dynamics belong to [k — ¢, k+ ¢].
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e If kis the corner steady state (k = 0), there exists e > Osuch thatVk, € [0, ¢]
the dynamics converge to k.

A steady state which is not locally stable is unstable.
The definition of stability in a set is:

Definition 1.6 (Stability in an interval)

Let J be an interval of R, and consider k a steady state belonging to J. Then
kis stable in J if for all ky € J the dynamics (1.20) with initial capital stock kg
converges to k. kis globally stable in R, (R,,) if it is stable in R, (R, ).

1.6.2 Dynamics

As the function g( k) is non-decreasing, the following result for global dynamics
can be obtained (proof in appendix A.3.1):

Proposition 1.5 (Monotonicity of the dynamics)

Any time path of the capital stock satisfying (1.20) is a monotonic sequence.
This sequence converges either to a steady state or to a boundary of the interval
on which g(k) is defined.

The consequence of this proposition is that the dynamics of k; converges either
to 0, or to +o0, or to a steady state k. The equilibrium trajectory never goes
from one side of a steady state to the other. We shall thus consider the three
possible cases (0o, k, 0) successively. Let us first show that unlimited growth of
capital is excluded, which excludes the convergence of k; to +00. Proposition
1.6 is illustrated in figure 1.9.

Proposition 1.6 (Boundedness of the dynamics)
Any time path satisfying (1.20) is bounded. For any ky > O, the dynamics verify

Vi, k < max{ko, kmax}-

where kma is the upper bound of the set of k > 0 such that g(k) > k. It is the
largest steady state.

Only in the case where Yk > 0, g(k) < k does one have ky. =0, and the
dynamics monotonic and convergent to 0, for any ky > 0.

Proof: By definition of g, we have

g(k) = 1lnS(w(k), f'(g(k)) < %

Under the assumption H2, the ratio w(k)/k goes to 0 when k goes to +oo
(see appendix A.1.2). This implies

lim M:

07
k—>400 k
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kiiq

e

Kook K i ki

kmax

Figure 1.9. Dynamics and boundedness of time paths. We represent in the plane
{k:, k,41} the curve k.1 = g(k,). The steady states are given by the intersections
with the 45° line. As the function g(k) ends below the 45° line when k — +oo, the
dynamics are always bounded. We have represented two different time paths. The
first path starts from k. The value of the capital stock at t = 1is given by k{ = g(kj).
This value can be reported on the horizontal axis using the 45° line. We see that
this trajectory converges to the corner steady state 0. The trajectory starting from &}
converges to the steady state Kinax-

and for k large enough, say k > k, we have g(k) < k. This implies that, for
any ko > k, g(ko) < ko and the time path is decreasing and converges to some
point k > 0. In the case k > 0, kis the largest steady state (the time path never
goes to the other side of a steady state). For such a decreasing trajectory we
have:

k; < ky = max{ko, k}.
For all other dynamics, with ky < k, we have Vt, k; < k, and thus

k, < max{ky, k} = k.
In the case where k = 0, we have V¢ > 0, g(k) < k, there is no positive steady
state, and lim k; = 0 for any ky > 0. By continuity, g(0) = 0 and 0 is a corner

steady state. In both cases the largest steady state is

l_cmax =k= maX{k > 0; g(k) > k} [}
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This proposition gives one of the important characteristic of the dynamics in
the overlapping generations model. The boundedness of the dynamics results
from two properties:

1+n kt 1= <w k[ and lim w(kt) = 0’
(14 n)ky

ki—+00 kt

i.e., savings are smaller than wage income and the ratio of wage to capital tends
to zero as capital goes to infinity. In other words, as Jones and Manuelli (1992)
stress, the young individuals do not have sufficient income to acquire a stock of
capital large enough to sustain long-run growth. In section 2.5, we shall see that
the allocation chosen by a benevolent planner can display sustained growth. In
this case, Jones and Manuelli (1992) argue that income redistribution from the
old to the young can fight against the declining wage to capital ratio and achieve
sustained growth. Alternatively, if households are altruistic & la Barro (1974)
and leave bequests (see section 5.1), growth can also be sustained.?’

The boundedness of the capital dynamics in the overlapping generations
model sharply contrasts with the properties of the standard growth model
of Solow (1956). In his model, savings are simply proportional to output:
s, = af(k;). Moreover, contrary to the wage—capital ratio, the output—capital
ratio does not necessarily go to zero as capital increases unboundedly. These
two properties make unbounded growth possible (see the original article of
Solow (1956) or chapter 1 of Barro and Sala-I-Martin (1995) for amodern pre-
sentation). Indeed, we have that the limit of the decreasing function f(k)/k
of k, when k goes to infinity, verifies

o f(k)
kEI-Il:loo k -

We thus have for all k; > 0, with k.1 = a f(k)/(1 + n),
ki1 a f(k) al

Kk (A+mk  1+n

lim f(k)=¢>0.
k— 400

Thus if £ > (1 4+ n)/a, the sequence (k;) increases and tends to +oco. We can
obtain this case, e.g., with a CES production function with —1 < p < 0 (high
substitution), where £ = Aa~'/” (see appendix A.1.2).

Example: When the utility function is logarithmic and the production function is
Cobb-Douglas, equation (1.20) is
1 B 1

ki1 = g(k) = ——aw(k) = m

B
Tinits Tp ok

(1.21)

27 This is also true in the case of the “joy-of-giving” altruism; see Araujo and Martins (1999).
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There exists a unique positive steady state,

(1 B ~ =
k_<1+n1+ﬁA(1 a)> ’

which is globally stable in R, i.e., for all ky > 0 the trajectory converges to k.
The corner steady state 0 is unstable. This case is illustrated in the left panel of
figure 1.10.

When the utility function is logarithmic and the production function is CES,
equation (1.20) is

BA(L — &) (ak” +1—a) 7
(I+m(1+8)
To study the number of steady states we need to discuss the concavity of g:

BA(l —a)a(l+p) pak™ —(1+p)(1-a)
1+n)(1+p8) (ak” +1— a)(1+3p)/p k2+'0.

ki1 =g(k)=

g'(k) =

* When p < 0, we have g”(k) < 0 and g(k) is strictly concave. Moreover,
Bl —a) A
— Y >
(I+n)(1+8)

and 0 is not a corner steady state. There exists a unique steady state which is
globally stable in R,. This case is illustrated in the right panel of figure 1.10.

g(0) = 0,

ki1 kit+1

i

k k¢ k k¢
Cobb-Douglas production function ~ CES production function with p < 0
Figure 1.10. Examples with a logarithmic utility and p < 0. When factors of produc-
tion are highly substitutable (CES production function with p < 0), there is always

one non-trivial steady state which is globally stable. When p = 0, 0 is a corner steady
state; when p < 0 there is no corner steady state.
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e When p > 0, we have g”(k) > 0 for k < kand g"(k) < 0 for k > k, where
i (Atpd-—a)\7”
=(— ,

The function g(k) is thus convex for k < k and concave for k > k. Moreover,
g(0)=0, as w(0) =0 (appendix A.1.2). Two cases should be distinguished:
o if

<(1 +n)1+7ﬁ,

max i k)
kK k
which implies that g(k) is always below k, then there is no positive steady
state. In this case, the trajectory converges to zero for any k. This case
is illustrated in the left panel of figure 1.11.
o if
w(k)

max —— > (1 +n)1+7’3,

there exist two positive steady states k, < k. All trajectories starting from
ko < k, converge to 0. 0 is locally stable (it is stable in [0, k,[). The trajec-
tory starting at ky = k, remains at k,. k, is unstable. The trajectories start-
ing with ko > k, converge to k;. k;, is locally stable (it is stable in ] k,, +oo[).
This case is illustrated in the right panel of figure 1.11.

ki1 ki

/L

k k¢ kq kb k¢
Figure 1.11. Examples with a logarithmic utility and p > 0. When the factors of
production are poorly substitutable (CES production function with p > 0), there are
either no or two non-trivial steady states (plus the case of one steady state when the
function is tangent to the 45° line, which is not illustrated). When the corner steady
state is the only steady state, it is globally stable. If there are two non-trivial steady
states, the higher one is locally stable and so is the corner one.
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1.6.3 The Behavior Near 0

We have defined g(0) = g(0+), allowing us to obtain a function g(k) increas-
ing and continuous on R, and differentiable on R, ;. The dynamics are then
defined for all ky > 0. We now consider the case where the initial capital stock
is kg = 0:

e At ky =0, if g(0) > 0, then w(0) > 0, and the optimal choice of the con-
sumers with perfect foresight is an interior solution with positive consump-
tions and positive savings k; = so/(1 + n) = g(0) > 0. Moreover, for small
k, g(k) > k and the dynamics necessarily increase and converge to some
steady state k; > 0, which is the lowest positive steady state.

e Atky=0ifg(0) = 0,then w(0) = 0. Young households have zero income in
period 0, and whatever their expectations R7, | may be, their consumptions
and savings are zero: k; = g(0) = 0. Then 0 is a corner steady state for the
dynamics defined on R... There are two possibilities is general near 0 when
g(0) = 0 (we consider only the case where g(k) # k for small k # 0):

e forsmall k > 0, g(k) > k, and the dynamics are increasing;
e forsmall k > 0, g(k) < k, and the dynamics are decreasing and converge
to 0.

Definition 1.7 (Catching point)
0 is a catching point when for small k > 0, g(k) < k.

This means that there exists an interval (0, k), with k > 0 finite or infinite,
such that for all k € (0, k) the dynamics with perfect foresight converges to
0. Thus, the capital disappears in the long run. When £ is finite, k is the low-
est positive steady state. When k = 400, we say that 0 is a global catching
point.

A catching point is often called in the literature a poverty trap. In figure 1.11,
we have in the left panel a case with a global catching point (the poverty trap is
said to be inescapable). In the right panel, ks finite, and the poverty trap can
be escaped provided that the initial capital stock is high enough (ko > k). In
the latter case, the growth path followed by an economy crucially depends on
the initial condition. For low ky one can be caught by the trap; for high kj one
converges to the high steady state. This property of the model is consistent with
the stagnation of an important number of countries at low levels of economic
development and with the existence of a growing income gap between certain
economies that were similar at some points (Lucas (1993)).

We now derive some conditions for such a catching point to arise. A suffi-
cient condition, illustrated in figure 1.12, is the following.

28 Extensive discussions are provided in Galor (1996) and Azariadis (1996).
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(1+n)k

Figure 1.12. A catching point. As »(0)=0, 0 is a corner steady state. As
limy_,0 w(k)/ k < (1 4+ n), 0is a catching point.

Lemma 1.1 (Sufficient condition for a catching point)
If we have

()

k—)()

<1+n,

then 0 is a catching point.

Proof: We have for all k> 0

w(k)
g(k) = 1 s(@(k). [(g(k) <
The assumption implies that for all small enough k, say 0 < k < ¢, we have
%k) < 1+ n, and thus g(k) < k. |

A necessary condition is the following: If 0 is a catching point, then »(0) = 0.
Indeed, if w(0) > 0, then when k — 0, g(k) = h(w(k)) converges to h(w(0)) >
0, and w(0) > 0 implies that 0 is not an equilibrium.

Another necessary condition is obtained under the assumptions A4 and

f(0)>1/8.

Lemma 1.2 (Necessary condition for a catching point)
Assume Ad and f'(0) > 1/B. Then, if 0 is a catching point,* we have

ka<(1+ )1;/3

2 As ﬂkk) is not monotonic, we are not sure that the limit exists. However, the proof applies
to the limit superior (limsup) when the limit does not exist. The lim sup is an upper bound
which always exists, finite or infinite (see appendix A.2.3).
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Proof: s(w, 1/B) is solution of u'(w —s) = u/(s/B), which implies w — s =
s/pB and

s(w,1/8) = %

For small k > 0, f'(g(k)) > 1/8 and

80 = sk, 50N = T—s(@(k). 1/8).
as s > 0 (A4). Hence,
ek
s0 = T g +n
from which we deduce that
g(k) w(k) 1+8
- < 1 & <(14+n)—— 5 |

The necessary condition for 0 to be a catching point can be converted into a
sufficient condition for 0 not to be a catching point.

Proposition 1.7 (Absence of catching point)
Assume that sy > 0 and f'(0) > 1/B. Then 0 is not a catching point if

P CIIEES

Intuitively, if the first unit of capital is sufficiently productive in terms of labor
productivity, the poverty trap will be avoided.

The above propositions show that the overlapping generations model
is an interesting tool to study the conditions under which a poverty trap
arises. The example developed above illustrates that CES technologies with
low substitution are consistent with catching points and poverty traps. If
the initial capital/labor ratio is low enough, the economy will converge to
the trivial steady state with zero capital rather than to the one with high
capital/labor ratio. The one-sector overlapping generations model is the sim-
plest framework to understand that the path of growth may depend on initial
conditions.

A further enrichment of the analysis is to consider a two-sector overlapping
generations model, either to make an explicit distinction between investment
goods and consumption goods as in Galor (1992), and/or to model explicitly
the interactions between two countries (or two part of the world). Such a
framework should be able to determine the conditions under which poverty
traps persist, although capital can flow from one part of the world to the other,
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and relieve countries with unfavorable initial conditions. More generally, the
two-sector overlapping generations model is an important framework of anal-
ysis for issues that require the existence of more than one sector of production.
Recently, there have been a large number of applications of this model directed
at a more comprehensive study of international trade and growth. Some re-
cent applications of this framework include Mountford (1998) and (1999) and
Cremers (2001).

1.6.4 A Quick Look at the Empirics of Growth

A Long-Run Perspective on Savings. One fundamental characteristic of the
model developed above is that savings (of the young) drive capital accu-
mulation, and hence medium-run growth. In the standard two-period over-
lapping generations model, savings are based on wage income. In extended
models, capital income (with three-period-lived households; see section 1.8.8)
or inherited wealth (with altruistic households; see section 5.1) can be
saved.

Maddison (1992) provides historical estimates of long-run gross savings
rates for 11 countries. Table 1.1 presents the gross savings as a fraction of
GDP, each period corresponding more or less to one generation. Table 1.2
presents the corresponding annual growth rates.

Table 1.1. Gross Savings as a Fraction of GDP

Country  1870-1889  1890-1913  1914-1938  1939-1959  1960-1987

Australia 11.2 13.0 12.4 18.5 23.6
Canada 9.1 122 14.4 20.3 224
India 5.8 7.4 8.7 153
Taiwan 9.6 25.5 14.7 27.0
Japan 12.4 123 16.7 25.7 35.0
UK. 13.9 13.6 8.3 8.6 18.8
UsS. 19.1 18.3 17.0 17.4 18.7

Table 1.2. Growth Rates

Country  1870-1890 1890-1914  1914-1939  1939-1960 1960-1988

Australia 1.1 0.2 0.5 2.0 2.3
Canada 1.7 2.2 0.7 3.0 3.1
India 0.5 -0.2 0.6 1.9
Taiwan 0.2 2.3 0.0 7.0
Japan 1.4 1.1 3.1 1.7 54
UK. 1.1 0.9 0.7 1.7 2.3

us. 1.6 1.5 1.3 2.6 2.4
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A first conclusion that we can drawn from these figures is that savings
rate of the post-war (World War II) period in most of the countries are well
above their pre-war level. Notice that the post-war period is also the period
that experienced the highest growth rate in output per head. As stressed by
Maddison (1992), “there is a general positive relationship between the faster
post-war growth period in output per head and the acceleration in savings
rate, and a similar positive relation in the post 1973 slowdown. The U.S.A.,
which has the smallest post-war acceleration in per capita growth, was also the
country with least change in its long run savings habits.”

On the one hand, when we consider the countries for which we observe a
catching up with the richest, i.e., Taiwan and Japan, they had experienced very
high levels of domestic savings. On the other hand, the countries remaining
in a sort of poverty trap, like India, remain at very low levels. When there are
realistic opportunities for economic catch-up, i.e., when the productivity of
capital is high, then the improvement in expected returns induce a rise in sav-
ings and investment in the follower countries. This high domestic investment
level is the main engine of growth.

Growth in the Very Long Run. When we study growth within an overlapping
generations model, we are obviously interested in the dynamics of wealth
from one generation to the next, and hence, in growth in the very long run.
There is some evidence that economic growth was very slow before 1700. Real
wages and per capita GDP were roughly the same in 1700 as they were 2000
years before (see Jones (2001) and the references therein). For the recent past,
Maddison (1995) has provided a set of long time series, and this set is helpful
in discussing growth in a generational perspective and illustrating some of the
theoretical results.

Figure 1.13 presents the GDP per capita of selected years for the whole set of
countries for which the data are available (starting in 1820). Each point broadly
reflects the standard of living of one generation in one country. The first fact
that emerges very clearly from this picture is that growth is a monotonic process
at this frequency (the only exception is Mexico, for which the generation living
in 1850 had a lower income than the one living in 1820).

An important issue in growth theory is that of convergence (see Galor
(1996), Quah (1996), Barro and Sala-I-Martin (1995)). Over this very long pe-
riod of time, there is no single pattern of growth: some (relatively) rich coun-
tries remain rich, some poor ones remain poor (Africa, India), some poor
ones become rich (Japan), etc. Moreover, there is no clear tendency for the
cross-country distribution of income to become more concentrated.

When we consider the most developed countries alone (according to the
OECD classification), the pattern of convergence is different. Figure 1.14
presents the same data as figure 1.13, but for the most developed countries
only. The absolute convergence of these countries to a single growth path
appears clearly.
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Figure 1.13. GDP per capita in the world. GDP per capita is increasing from one
generation to the next in all countries for all periods.

1.7 COMPARISON OF MYOPIC AND PERFECT FORESIGHT

Although the assumption of myopic foresight is no longer used in the litera-
ture, it has long been viewed as a useful framework in macro-economics. For
example, Lucas and Rapping (1969) see myopic foresight as a good approxi-
mation when the growth rates of prices are stable.

In this section, we compare the dynamics occurring under the assump-
tion of perfect foresight with those occurring under myopic foresight (see
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Figure 1.14. GDP per capita in the most developed countries. The GDP per capita
in the most developed countries converges to a similar growth path.

Michel and de la Croix (2000)). We shall see that this comparison can be help-
ful because, under certain conditions, the knowledge of the dynamics under
myopic foresight (which are much simpler) allows us to know the dynamics
under perfect foresight.

One important difference is that the dynamics of myopic foresight are not
monotonic under the assumption H3, which will allow us to discuss other types
of time paths. With the assumption of myopic foresight,

R, =R = f'(k).
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The inter-temporal equilibrium with initial capital stock ky is unique, and it is
characterized by the dynamics of k;:

1
1+n

kt+1 = S((U(kt), f/(kt)) = m(kt) (122)
Under the assumptions H1 and H2, m(k) is defined and continuously differen-
tiable on R, ; with values in R, . To analyze the myopic dynamics driven by
equation (1.22), we can apply the method of the preceding section only when
m(k) is increasing. The derivative of m(k) is

m' (k) = [si, (@(K), f' () (K) + sp(w(K), f (O] f"(K)).  (1.23)

1+n
Ass;,, o > 0and f” <0, a sufficient condition for m/(k) > 0 is sz < 0. When
this is the case, the dynamics with myopic foresight is monotonic, and the
study is similar to the one made in the previous section. The inequality s, < 0
is compatible with the assumption A4 only if s = 0. Nevertheless, the positive
steady states for the two dynamics are identical.

1.7.1 The Steady States

Proposition 1.8 (Steady states of the dynamics with myopic foresight)
Under the assumptions H1, H2, and H3, the two dynamics with perfect and
myopic foresight have the same positive steady states.

Proof: k> 0 is a steady state for the dynamics with myopic foresight if and
only if

1
1+n

k= m(k) = s(w(k). f'(k)).

For the dynamics with perfect foresight, k > 0 is a steady state if and only if

_ _ 1 _ -
k=g(k) = k), f'(g(k
8(k) = 1 s(w(k). £(g(K))).
and the two conditions are equivalent. |

When 0 is a corner steady state of the dynamics with perfect foresight, we
have w(0) = 0 and g(0) = 0 (proposition 1.4). Then it is also a steady state
for the dynamics with myopic foresight, as 0 < m(k) < w(k)/(1 +n) and
limy_,.o m(k) = 0. The converse is not necessarily verified (see figure 1.15).

Example: For a CES production function with p <0 we have »(0) > 0 and
1'(0) = +o0. For a CIES utility function with o < 1 we have s(w(0), f'(0)) = 0.
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g(k)
0 k k

Figure 1.15. Steady states of the dynamics with myopic foresight: The two dynamics
with perfect and myopic foresight have the same positive steady state(s). When O is a
corner steady state of the dynamics with myopic foresight, it is not necessarily a corner
steady state of the dynamics with perfect foresight. A case with a CES production
function with p < 0, and a CIES utility function with o < 1 is represented.

Hence, m(0) = 0, but g(0) > 0 and 0 is a corner steady state for the dynam-
ics with myopic foresight only. In this situation, although wages are positive at
k = 0, savings are zero in the myopic foresight case, because the interest fac-
tor forecasted on the basis of the current capital stock is infinite (agents do not
forecast that the capital stock can be higher tomorrow). In the perfect foresight
case, savings are positive, as the agents expect the interest rate to be finite.

1.7.2 Local Stability

For the myopic dynamics (1.22), the derivative m/(k) is given by (1.23). This
derivative is crucial to determine the local stability of the steady state:

Proposition 1.9 (First-order stability condition)
Let k be a steady state € R, ;. Then for the myopic dynamics:

o if |m/ (k)| <1, then ks locally stable;

o if |m/ (k)| > 1, then k is unstable, i.e., it is not locally stable;

o if |m/(k)| = 1, then the stability type of k cannot be determined on the basis
of the first derivative.

Proof: We apply the criterion of local stability provided in appendix A.3.2 to
the function m. |

We say that kis hyperbolic when |n7/ (k)| # 1. i
For the rational dynamics, k.1 = g(k;), we have at a steady state k > 0,
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g(k) = k, and
__ sule(k), f(R)/ (k)
L+n—sp(w(k), (k) [ (k)
If g'(k) < 1, kis locally stable. Under the assumption H3 this is equivalent to

s, <1+n—spf’ ortonm' (k) < 1.1f g'(k) > 1, kis unstable. The condition
g'(k) > 11is equivalent to m'(k) > 1.

g'(k)

Proposition 1.10 (Stability of monotonic dynamics)

Assume H1, H2, and H3, and consider a steady state k> 0.

In the case where m/'(k) > 0 (monotonic dynamics with myopic foresight), k
is respectively stable, unstable, or non-hyperbolic for the two dynamics when
' (k) is respectively <1, >1, or = 1.

In the case where m' (k) < 0, k is stable for the rational dynamics, but it may be
stable (m'(k) > —1) or unstable (' (k) < —1) for the myopic dynamics.

Proof: When (k) > 0, we have |n7 (k)| = m/(k) and the first-order stability
conditions for the two dynamics are identical. When n7' (k) < 0, we have s),’ <
1+n—skf", g (k) <1,and kis stable for the rational dynamics. [ |

Corollary: When the rational dynamics are defined and the myopic dynamics
are monotonic, then the two dynamics have the same structure in the sense that
the positive steady states are the same and the first-order stability conditions are
equivalent.

This is a very useful result in the case of monotonic myopic dynamics: in this
case, the study of these dynamics, which are much simpler, allows one to know
the dynamics for the perfect foresight situation.

When (k) < 0, the myopic dynamics are non-monotonic and character-
ized by oscillations. Indeed, if m is decreasing near k, we have near k

kt < I_C — m(kt) > m(i{) — k[+1 > I_C

In section 1.8.1, we further analyze myopic dynamics that are not monotonic.

1.7.3 Uniqueness of the Steady State

We have seen that when the utility function is logarithmic and the production
function is CES with p < 0, the positive steady state kis unique and globally
stable under perfect foresight. Another example displaying these properties is
when the utility function is CIES and the production function is Cobb—-Douglas
(see section 1.8.1). We have also seen a simple case with either multiple positive
steady states or no positive steady states; this case arises when the utility
function is logarithmic and the production function is CES with p > 0. To
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study the number of steady states we can of course use the results on the
myopic dynamics, which are simpler.
The savings function s(w(k), f'(k)) is defined by

w(w(k) —s) = Bf (k' (f'(K)s).

It depends on the first derivatives of u and f. A general condition which is
sufficient for uniqueness, like the concavity of g, involves the third derivatives
of u and f (see Galor and Ryder (1989)).

To study the number of steady states, however, we can use the results on
the myopic dynamics and derive a simpler sufficient condition for uniqueness.

Proposition 1.11 (Uniqueness of the steady state)
There exists no more than one positive steady state k of the dynamics with perfect
foresight when

Vk > 0.

sw(@(k). f'(k)o (k) + sk(w(k), f'(K) f"(k) < M

Such a steady state exists if and only if

Proof- There exists no more than one positive steady state k if the function
s(w(k), f'(k))/ kis strictly decreasing:

iw=l<yw/+sﬁ”_f)<o Vk > 0.

dk k k k
This condition can be rewritten
, 1 s(w(k), (k)
v
m' (k) < = k k>0,

which leads to the expression in the proposition.

If and only if limy_¢s(w(k), f'(k))/ k > 1+ n holds, the function s(w(k),
f'(k))/ k starts above 1 + n, and, as it is decreasing and goes to 0, it takes the
value 1 + » only once, and the steady state is unique. |

As s(w(k), f'(k)) < w(k), a necessary condition for existence is
tim 20 1 4
k=0 k

(see Galor and Ryder (1989)).

The interest of this proposition is to propose a condition for uniqueness
that bears only on the second derivatives of the functions « and f.
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For the rational dynamics, the uniqueness of the positive steady state toge-
ther with the monotonicity implies the global stability of the steady state when
it is locally stable.

1.8 APPLICATIONS AND EXTENSIONS

The aim of this section is to provide some applications and extensions of the
competitive overlapping generations model. In the first two subsections we
illustrate the basic model with the case of myopic foresight (section 1.8.1) and
the study of a demographic shock (section 1.8.2).

The four following subsections should be read one after each other. They
present extensions to the model. Section 1.8.3 extends the equilibrium analysis
to non-separable utility functions. This allows us to introduce homothetic pref-
erences in section 1.8.4. In section 1.8.5, we show that under the assumption of
homothetic preferences, the models with heterogeneous agents can be studied
with the same tools as models with representative individuals. Deterministic
technical progress is introduced in section 1.8.6.

Section 1.8.7 introduces imperfect credit markets and studies an example
with two periods of work. In section 1.8.8, we consider a model with three-
period-lived households. Finally, an example with imperfect credit markets in
the three-period model is studied in the last section.

1.8.1 Myopic and Perfect Foresight in an Example

We have seen in section 1.7 that the dynamics can be non-monotonic when
forecasts are myopic. This exercise illustrates this property and compares the
two dynamics (myopic and perfect foresight) in a simple example. We take a
Cobb-Douglas production function and a CIES utility function.

Study of the Rational Dynamics. We have

w

Alk,w)=(1+n)k— 1+ ﬂ,g(aA)lfak)/ ’

with y = (6 — 1)(1 — «). The function

A(k,w) w
k - (1 + n) - k+ ﬁ—a(aA)l—akl-H/

is strictly increasing in k, since y +1 =0 (1 — @) + o > 0. It increases from
—oo to 1 + n as kincreases from 0 to +oco. Hence, there exists a unique k > 0,
k = h(w), such that A(k, w) = 0. The derivative of h(w), h'(w) = dk/dw, is
equal to the reciprocal of

dW —0 —0 Y
@=(1+n)[1+ﬂ (@AD" +y)K] > 0.
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For any values of the parameters 8 > 0,0 <« <1, A > 0,0 > 0, the rational
dynamics are defined on R and are monotonic:

g'(k) = K (w(k)o' (k)

_ a(l —a) Akt
T ()14 (@A) (1 +y)k]
a(l-—a)A

T () [+ po@A) (1 +p)kea]

The denominator increases with k& from 0 to +oco. Consequently g’(k) de-
creases from +oo to 0. Moreover, g is concave, so that there exists a unique
steady state k* > 0 which is globally stable in R, ...

Study of the Myopic Dynamics. We have

K
k)= ————
R = e
with
_ 1+n _ (1 +n)p=o(aA)—°
a_iA(l—a)>0 and b= Al —a) > 0.
The elasticity of m with respect to kis
' (k) by k¥ aa +b(a —y)k
= — =
m(k) a+ bk a+ bk

Hence, for y < «, we have n'(k) > 0 for all k > 0, and, according to proposi-
tion 1.10, the two dynamics have the same structure: they are monotonic and
the steady state k* is globally stable in R, .. Notice that the condition y < «
is equivalent to

1
11—«

o=

)

requiring a not too large value of the inter-temporal elasticity of substitution.

Wheny > a,ie.,o > 1% i (k) is positive for k < kand negative for k > k

. a ’
with

1
N aa v
k= () |
(v —a)b
At the steady state k*, we have m(k*) = k*, and k* should solve

a+bk? =kl
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Figure 1.16. Rational and myopic dynamics for y > «. The two dynamics with perfect
and myopic foresight have the same positive steady state k* (which is unique with a
Cobb-Douglas production function and a CIES utility function). £* is stable for the
rational dynamics, and the trajectory is monotonic. k* > k can be stable or unstable
for the myopic dynamics, and the trajectory is oscillating near k*.

The evaluation of »' at this steady state gives

kni'(k*) by k7

—a— —a—y(1—ak’™),
ey ¢ aq by~ vdoak)

When k* > k, we obtain the chart presented in the second panel of figure 1.16.

When m'(k*) < 0 and the dynamics are oscillating near k*, then k* is sta-
ble as long as n/(k*) > —1. When m/(k*) < —1, k* is unstable for the myopic
dynamics. In this case, the two steady states k* and O are unstable, but the
dynamics are bounded, as the function m has a finite maximum. It can be
shown that, in this case, there exist cycles.

To analyze the effect of the inter-temporal elasticity of substitution on the
nature of the dynamics, we present the bifurcation diagram (figure 1.17) for
the parameter o given the other parameters (A = 20,7 = 1.025°° — 1,8 = 0.3,
and o = 1/3).3° ¢ lies on the horizontal axis, and we plot vertically the limit
values of the equilibrium sequences (k;) (computed numerically). When there
is only one point k for a given o, it means that the sequence (k;) converges to
a steady state. For sufficiently low o, we observe a unique limit point which
is a stable steady state. After some bifurcation value (called a flip bifurcation
in the literature) for o, two points appear. It means that the sequence (k)

30 These figures are realized with the tools provided by Holmgren (1996).
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Figure 1.17. Bifurcation diagram for . We represents the set of limit points as a
function of o.

has two limit points (appendix A.2.4), i.e., there exist sub-sequences of (k;)
tending to these points. This corresponds to a 2-cycle which is stable, for the
following two sub-sequences converge to two different limits: lim k1 = ¢;
and lim ky, = ¢,. The number of limit points is thus multiplied by 2 when o
increases and crosses the critical value. Figure 1.18 represent the dynamics of
k; in this circumstance. We have computed a series of 100 points starting from
an arbitrary ky, and we clearly distinguished the two limit points. The capital
stock follows then a cycle of period 2, switching from one limit point to the
other every period. There is then an interval of values of o for which we have
two limit points.

ki1

ky
1 2 3 4 5 6

Figure 1.18. Dynamics of capital with a 2-cycle (o = 5).
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Figure 1.19. Dynamics of capital with a 4-cycle (o = 7).

If o rises further, the number of limit points increases. Figure 1.19 illustrates
the dynamics of capital when o = 7, and we observe a cycle of period 4. Beyond
a certain value of o, one enters the chaotic region, in which case there are an
infinite number of limit points.3! This is illustrated in figure 1.20.

ket
8

ky
1 2 3 4 5 6 7 8

Figure 1.20. Dynamics of capital with chaos (¢ = 9).

31 See Michel and Wigniolle (1993) for a simple presentation of complex dynamics.
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1.8.2 A Demographic Shock

Many large overlapping generations models (with more than two generations
living at the same date) are now developed to analyze policy issues.?? In par-
ticular, an impressive amount of work has been devoted to studying the effect
of the lower rates of fertility on the economy in the twenty-first century. These
models extend the basic Diamond framework to allow for elastic labor sup-
ply and include many features of real economies such as taxes, transfers, etc.
However, it is already possible to capture some insights of these studies with
the very simple two-period Diamond model.

To illustrate this, let us assume a logarithmic utility function and a Cobb-
Douglas production function. We take the parameters values from appendix
A5.1: « = 1/3 (one minus the share of labor in added value with a Cobb-
Douglas function), A =20 (simply a scale parameter when the production
function is Cobb-Douglas and the utility is log-linear), § = 1 (full depreciation
of capital), 8 = 0.3 (implying a quarterly discount factor of 0.99, assuming that
one period equals 30 years). At time 0, the economy is assumed to be at an
initial steady state with 14+ n = 2.097, reflecting a long-run growth of total
GDP of 2.5% per year. At time 1, n falls permanently by 0.5% per year. The
fall is of the order of magnitude of the fall in population growth in OECD
countries.

Table 1.3 presents the main results of the simulation. Before the shock, we
assume that the capital stock is at its steady state level:

(L s -
k= <1+nl—|—,BA(1 —oz)) .

Table 1.3. A Demographic Shock in a Simple
Overlapping Generations Model

Capital per Interest  Life-cycle

Time young person rate (%) utility
0 1.78 52 0.13
1 1.78 5.2 0.10
2 2.06 4.8 0.16
3 2.16 4.7 0.18
4 2.20 4.7 0.18
5 2.21 4.7 0.19
00 221 4.7 0.19

32 Auerbach and Kotlikoff (1987) use simulations to investigate such issues in a much more
realistic framework with households living 75 periods and endogenous labor supply decision.
The deterministic framework of Auerbach and Kotlikoff (1987) is extended to a stochastic
world by Rios-Rull (1996) in order to compare the implications for business cycle issues of
a model with infinite-lived agents with an overlapping generations model.
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At t =2 the drop in the fertility rate implies a drop in the supply of labor.
The wage increases and the labor demand decreases, implying that the capital
stock per young person, k;, increases. As a consequence, the rate of return on
savings decreases as

R, = Aaki™".

t

In the table, the rate of return and the rate of growth of the population are
converted to an annual basis. The last columns gives the life-cycle utility of the
generation born in ¢. This life-cycle utility is given by

1 1 B
ln mA(l_Ol)k? +,31n A(Xk?_‘_l mA(l—a)k?
k) Ri N
Tp @

=1+ B)aln(k) — (1 — «)B In(k11) + constant.

The life-cycle utility of generation ¢ depends positively on k; through the first-
period income, and negatively on k;,; through the rate of return on savings.
This explains why the utility of generation ¢ = 1 is lower than that of gener-
ationst = 0and ¢ = 2, 3, ...: the income of generation ¢ = 1 still depends on
the stock of capital installed before the demographic shock, but its interest
payments are decreased by the reduction of the interest rate at ¢ = 2.

The conclusion of this exercise is twofold: (a) a permanent drop in the
fertility rate lowers the rate of return on savings permanently; (b) the losers
are the persons which are old at the time of the shock, i.e., the first parents
who have a lower fertility rate.

1.8.3 Non-separable Utility Function

The properties of the overlapping generation models rest on the properties of
the savings function, which is directly related to the preferences of the house-
holds. For simplicity we have assumed that these preference are represented by
an additively separable utility function (1.4). With a general utility function®

U(c, d),
we define the savings function
s(w,R) = argmaxU(w — s, Rs).

The function s(-, -) is continuously differentiable on R, x R, , and takes
valueson R . if the function U(-, -) is twice continuously differentiable, strictly

33 The savings function only depends on households preferences. If ¢ is a strictly increasing
function, we obtain the same savings function with the utility function ¢(U(c, d)).
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quasi-concave, strictly increasing, and such that V¢ > 0, Vd > 0,
lim Ul(c,d) =+o0 and lim Uj(¢, d) = +o0.

The consumption levels are given by c¢(w, R) =w —s(w, R) and d(w, R) =
Rs(w, R). Under the assumption of normal goods (c], > 0 and d], > 0), we
have 1 —s;, > 0 and Rs;, > 0, which implies 0 < s}, < 1.

Under the assumption that the consumption goods are gross substitutes,
c¢(w, R)is anon-decreasing function of the price 1/R of the good d in the inter-
temporal budget constraint: ¢ + d/R = w. Under this assumption we have
¢k <0andsp = —ci > 0, which implies that the assumption H3 holds. Indeed,
the function

A(k,w) = (1+n)k—s(w, f'(k))
verifies, Vk > 0, Vw > 0,
A(k,w)y=14+n—szf" > 0.

To prove the existence of an inter-temporal equilibrium with perfect fore-
sight, we study the sign of A(k, w) near k = 0 and k = 400, as in the proof of
proposition 1.2. Here we also have

lim A(k,w) = +o0,

k—+00

and A(k, w) is positive for klarge enough. We also have

sow, f'(k) _ f(R)s(w, (k) _ d(w, f'(k)
k [k ok
If d is a non-Giffen good, the demand for it does not increase with its price.
Then d(w, R) is non-decreasing in R, and d(w, f’(k)) is non-increasing in k.
We deduce that its limit when k goes to 0, d(w, f'(0+)), is strictly positive
(finite or infinite). As limy_. kf'(k) = 0 (see appendix A.1.2), we have

. d(w, f'(K)
RGN

which implies

lim 206 ) _
k—0

Then A(k, w) is negative for k small enough. We conclude that the existence of
the inter-temporal equilibrium with perfect foresight (proposition 1.2) holds
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for a non-separable utility function where the good d is not a Giffen good. The
study of the dynamics (section 1.6) can then be applied to a non-separable
utility function.

1.8.4 Homothetic Preferences

When the indifference curves are homothetic with respect to the origin, we say
that the preferences are homothetic. Such preferences can be represented by
a utility function U(c, d), which is homogeneous of degree 1,>* or equivalently
by the composition of such a function with an increasing function g, i.e.,

g(U(c, d)).

Any homogeneous function of positive degree A (i.e., when g(x) = x*) repre-
sents homothetic preferences.

Example: Preferences represented by a CIES utility function are homothetic.
Indeed,

(@t ) = Ule.d)'~+

1-1 1-1

= g(U(c, d)),

where U(c, d) is homogeneous of degree one:
1
Ulc,d) = (cl_é +ﬂd1_5) -7,
and

1
1-1

1
o

xl

g(x) =

is increasing (o # 1).
For the logarithmic utility, we have

Inc+glnd = (1+ B)InU(c, d),
with

U(c,d) = (cd?)ms,
and

g(x)=(1+p)Inx.

34 This is a necessary and sufficient condition when preferences are homothetic and continuous;
see Mas-Colell, Whinston, and Green (1995), p. 50.
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Proposition 1.12 (Homothetic preferences)
When preferences are homothetic, the savings function s(w, R) is linear with
respect to w and verifies

s(w,R)=¢(Ryw and ¢(R)= arg max U(l -¢,R¢).
<¢<
The propensity to consume, 1 — ¢(R), does not depend on income.

Proof: With U homogeneous of degree 1, we have
d

U(c,d) =wU <C, )
ww

Denoting ¢ = s/w, we have

—s R
maxU<W s’s> =max U(1 — ¢, R¢).
s w w ¢
Thus, the solution ¢ (R) coincides with s(w, R)/w. |

The dynamic equation for an inter-temporal equilibrium with perfect foresight
is in this case (from (1.17))

Ko = 10 otk

Uniqueness of the inter-temporal equilibrium and monotonicity of the dynam-
ics are equivalent to the condition that k/¢( f'(k)) is an increasing function of
k> 0.

1.8.5 Heterogeneous Agents

In this book, we study an economy in which all persons born at the same time
are exactly alike. In the introduction, we have already stressed that the simplest
overlapping generations model allows already for heterogeneous agents in the
sense that young and old individuals coexist at each point in time. A further
step in introducing heterogeneity is to allow for idiosyncratic characteristics.
These characteristics can be related either to preferences that vary across
individuals or to different innate abilities to work. We show that, as long as
preferences are homothetic,®® the model of chapter 1 can be extended easily
to allow for heterogenous agents. Of course, the issues of optimality and the
design of policies become much more complicated to analyze. The study of
the latter is beyond the scope of this work.

35 The assumption of homothetic preferences of section 1.8.4 is particularly useful in the case
of heterogeneous agents, since it will allow us to aggregate easily the savings functions.
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We assume that households are split into sub-groups, each group containing
homogeneous agents in terms of characteristics. i is the index associated to a
group. This is modeled by assuming that there is a given constant distribution
of different types of agentsi € I, which is defined by a probability x on the set
I. Across groups, the individuals differ by their utility function U;(c, d), which
is assumed homothetic, and by their ability to work. We denote A; for the
efficient labor supplied by each of the individual of type i. The aggregate labor
supply is given by

/ Noh; du(i) = N,
I

where we define / as the average efficient labor endowment, which is constant
through time. Total young population N, grows at rate n. The young population
in each group i is N, du(i).

Consumers. The problem of an individual of type i born in ¢ is to maximize
Ui(cit, di 1)

with respect to
Cie = hiwe — Siy,

e
di.t+1 = Rl+1si,t

¢ >0, dirr1 = 0.

w, is the wage per unit of efficient labor. Notice that by writing Ry, | we assume

that expectations on macro-economic variables are the same for all agents. We
have seen that, in the case of homothetic preferences, savings are given by (see
proposition 1.12)

Si = &i(Rf 1 )hiw,.

An important property of this savings function is that the propensity to save is
independent of wage incomes. This property is very useful in aggregating over
individuals. Aggregate savings are given by N,§, with

5 = S(Rf-q-l)wtv
where

§(R) = f & (RYh: dpu(i).

The wage per unit of efficient labor is thus outside the integral.
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Firms. The production function F(K, H) depends on the capital K and the
total efficient labor H. F is homogeneous of degree one. We define

K = —
H
as the ratio of capital to efficient labor. The function f(x) = F(k, 1) verifies
the assumption H2. The gross rate of return on capital is f'(«). The wage per
unit of efficient labor is w(k) = f(k) — « f'(x).

Equilibrium. At equilibrium, the labor market clears:

H, = N:h,

and thus w, = w(x,) with x, = K,/ H,. Equilibrium on the goods market is
equivalent to the equality between savings and investment:

Kt+1 = N5;.

With the new savings function, the existence of inter-temporal equilibria can be
proved exactly the same way we did before. Under the assumption of perfect
foresight, Ry, | = f’(x;41), and we have

< /
(Ut gy = 3 = ETC)) iy,
h h

An interesting difference arises when we consider the assumption H3. In the
framework with representative agents, the requirement of H3 is that the effect
of the rate of return on savings should not be too negative (at the solution). The
condition is now that the effect of the rate of return on savings should not be too
negative on average, which implies that it can be negative for some individuals,
as long as that is compensated by positive effect from other individuals.

It appears that, conditionally on this, the rest of the analysis can be con-
ducted as before, and the representative agent is a good approximation of
the “average” agent of a framework with heterogeneity, provided that pref-
erences are homothetic and that we are not interested in intra-generational
distributional issues.

1.8.6 Technical Progress

Assume that the distribution p on I remains constant but that the efficient
labor A;, increases with exogenous technical progress:

hi,t = (1 + k)hi,tfl = (1 + )»)thi,().

A is the rate of technical progress, and 4; is given by the initial conditions.
This technical progress is called labor-augmenting, because it increases the
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efficient labor input in the production function.®® All workers benefit from the
technical progress. It can reflect for example the economy-wide improvement
in the quality of labor.

We can then apply the same analysis as in the previous section. We obtain
the following individual saving function:

Sit = Cl (Rf+1)hiyta)(l('[).
At the aggregate level we have
S5 =& (Rte+1)a)(Kt)7

where
6(R) = [ a(R) duti) = 1+ )6 (R).
The efficient labor at equilibrium is
H, = Ny = N(1+ 1) h,

and the perfect foresight dynamics can be written

(1 +m)(1+ Wiy = i&(f%m))w(m).

The dynamics in « are those studied without technical progress, where 1 + n
has to be replaced by

147 =(14n)1+5r).

Although « and k have the same dynamics, the interpretation is different in
that « does not represents capital per household. The introduction of technical
progress breaks the equivalence between the capital-labor ratio and capital per
person. Moreover, individual consumption are affected by technical progress.
We have

a = h[o() —s(w(k), f(ki1))].

With a constant «, consumption grows at a rate A.

1.8.7 Imperfect Credit Market

In the basic overlapping generations model, one representative household
lives for two periods and supplies labor only when young. It is optimal in
this context to save when young in order to be able to consume when old. The
households never borrow. On the contrary, when households live for more than
two periods, or when heterogeneous households work in their second period
of life, some agents might wish to borrow. In a three-period life context, the

36 Following Harrod (1942), it is also called Harrod neutral.
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borrowers are typically the young households. In the two-period life context
with labor supply when old, the borrowers are the young households that are
going to earn a high wage when old.

When some households borrow, one should assume that the loan contract
is enforceable. This requires that agents can seize the labor income of borrow-
ers. In order to capture the idea that credit markets are imperfect and that
that labor income — though common knowledge — is partly inalienable, some
authors assume a exogenous borrowing limit of the form that one can only
borrow at most a fraction of one’s life-cycle income. This modeling strategy
is pursued by Jappelli and Pagano (1994) and (1999) in a three-period over-
lapping generations model.’’

Clearly, this approach to borrowing limits is unsatisfactory. In particular,
it is hard to believe that borrowing limits do not depend on prices. Using the
concepts developed in Kehoe and Levine (1993), Azariadis and Lambertini
(2000) study an overlapping generations model in which endowments (say
labor income) are inalienable; enforcement of loan contracts is left to the self-
interest of borrowers and will depend on the penalty associated with default.
If a household defaults on a contract, it can be excluded from future credit
markets, and its potential assets can be seized. In this setup, endogenous bor-
rowing limits arises as the outcome of individual rationality constraints which
prevent individuals from defaulting at equilibrium.

A Simple Example with Logarithmic Utility and Cobb—Douglas Production.
To illustrate in the most simple way the effect of borrowing constraints on cap-
ital accumulation and inequality, we build an overlapping generations model
with heterogeneous two-period-lived households. The size of the successive
generations is constant through time and is normalized to 1. We assume that
households work in both periods. There is one dimension of heterogeneity,
which lies in the ability to work when old. All households supply one unit of
labor when young. The endowment of efficient labor when old, denoted £, is
distributed according to a probability distribution function on [A}, hy], with
density function g(4). Thus, we have

hu hiy ~
/ g(h)ydh =1, f hg(h)dh = h.
hL hL

When young, the highly productive workers would like to borrow from the
less productive ones, since they need to transfer resources from the future to
the present.

37 Such an assumption has also been made by De Gregorio (1996), Buiter and Kletzer (1995),
and De Gregorio and Kim (2000) to study the effect of borrowing limits in models where
households have to finance their education (as in section 5.2.3).
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The budget constraints of an individual are
Ct = Wy — 8,
div1 = Rep1s; + hwi.

With a logarithmic utility function In¢, + 8 Ind, 1, optimal savings are given
by

1 W[+1 )
—— | Bw:—h .
1+8 (’B ' R
With imperfect markets, future labor income cannot be a collateral®® and the

young are not able to borrow, because it is never in their interest to reimburse
their debt when old. Effective savings are thus

s¢(h) = max(0, s/ (h)).

si(h) =

We can define a threshold %, such that individuals with 4 > %, are constrained.
This threshold is

iz, _ :BWIRH-l.

Wi
Assuming a Cobb-Douglas production function and total depreciation of
capital, we have y, = Ak, with
K
1+h

Ky =

Equilibrium prices are given by
w, = A1l —a)k® and R, = Aax®"'.

In the perfect market case, the equilibrium on the capital market implies

hy
Ke = [ st an
hp

In the imperfect market case, with rationed households (, < 4;), we have
hy T
Ken= [ sigman = [ i an
hL hL

The Effect of Constraints on Capital. To study the effect of borrowing con-
straints on capital and inequality, it is convenient to define the discounted

38 This assumption is defended, a.o., by Ljungqvist (1993).
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growth rate of wages:

Wit

. 1.24
Riyiw; ( )

Xi41 =

Savings of an individual with efficient labor /4 can be rewritten

Wy

1+8

st (h) = (B = hxi11),

and the threshold is %, = B/x:+1. Total capital K1 can be expressed as a
function of x;,1 and w;:

awi(1+h)  a(l+h)
(1 — O[)Rt+1 o 1-— o

Ky =x1(1+ h) = WeXeql-

We can now compare the equilibrium in the economy with perfect market to
the one in the economy with borrowing constraint.

¢ In the perfect market economy, we have

1+h hi
uw,xtﬂ = 1 I:VFtﬁ /h (,3 — hxt+l)g(h) dh.

11—«
Dividing by x,1w,, we obtain

al+h) 1 ha B _
=2 (2 1) eman = et

When x increases from 0 to +o0o, the function ¢nc(x) decreases from +oo
to a negative value and thus takes the value a(1 + /)/(1 — «) for a unique
xxc > 0. The dynamics of capital are obtained replacing the equilibrium
prices in the definition of x (1.24):

Kyl = Ak X

* Similarly, the equilibrium in the economy with imperfect markets is (as-
suming that some households are constrained, i.e., b = B/xi11 < hp)
Ol(l + ]_1) w, B/xi+1
Y WiXi1 =
1 — 1 + ﬁ hL

which yields to an expression where the left-hand side is the same constant
as in the perfect market case:

Ol(1+/_’l) _ 1 ﬁ/xt+l< ﬂ
1—0[ _1+ﬁ hr

(B — hx,41) g(h)dh,

- h) g(h)dh = ¢c(x;41).
X1

When x increases from 8/hy to B/ hy, pc(x) decreases from ¢c(B8/hy) =
onc(B/hp) to zero. Thus, there exists an equilibrium at which some
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households are constrained if and only if

AL}

L L2
hH 11—«

Y (1.25)

(hy—h) = ¢c (
The interpretation of this condition is as follows. For an equilibrium with
constrained households to exist, it is sufficient that the distance between
the highest endowment in efficient labor and the mean endowment /iy — h
be large enough. This guarantees that the threshold / above which people
are constrained takes a value inside the interval [y, /i ]. When the opposite
inequality holds, even the household with /5 does not want to borrow, and
the equilibrium is then the same as in the economy with perfect market.
Assuming that the inequality (1.25) holds, we have a unique constant value
solution x¢. to gc(x&) = (1 + h)/(1 — «). Capital accumulation follows:

o x
Ki+1 = (XAK[ Xc-

* To compare the two economies and study the effect of imperfect credit
markets, we compare the two functions ¢(-). The functions are drawn in

figure 1.21. We find that

B

X

one(x) = gc(x) + /ﬁhH (

/x

h) g(h) dh.

oc(x)

X1

ene(x)

Figure 1.21. Equilibrium in the economies with perfect (NC) and imperfect (C)
credit markets.
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As the last term, which represents the loans of the skilled persons, is
negative, we have

enc(x) > gc(x).

Since both functions are decreasing functions of x and should equal the
same constant term, we have at equilibrium

X6 > X (1.26)

Hence, starting from the same initial condition k)C = &, the inequality
(1.26) and the law of motion of capital k,1; = o Ax*x imply by induction

Koy > kS, (1.27)

As a consequence, credit market imperfections foster capital accumulation,
because they prevent some individuals from borrowing. This is the main ar-
gument of Jappelli and Pagano (1994): the financial market liberalization of
the seventies has lowered savings in the OECD countries, which has led
to worse growth performance in the 1980s. This view is supported by re-
cent empirical studies by Norman, Schmidt-Hebbel, and Serven (2000) and
Bandiera, Caprio, Honohan, and Schiantarelli (2000) showing that liberaliza-
tion, and in particular the elements that relax liquidity constraints, are associ-
ated with a fall in savings.

The Effect of Constraints on Inequality. Borrowing constraints affect skilled
and unskilled people differently. The direct effect only bears on skilled people
who are prevented from borrowing from financial markets. The indirect ef-
fect through prices (higher capital, higher wages, lower interest factor) affects
everybody.

To study the effect of market imperfection on inequality, we consider how
credit market imperfections change the gap between the consumptions of the
most skilled and the least skilled persons. We first compute the individual
consumptions at time ¢:

* In the perfect market case, individual consumptions are
NC

. W
cNC(h) = wNC —5F = 15 1+ hxge).
Using wNxc = whG/RNG = o(kXG)/R(KYS), we have
c
Ny = — olkii) < s h>
1+ B R(KNS) \xie

For the old households at time ¢, we simply use the life-cycle arbitrage
condition:

1
C _ C
B0 = PRGN = 20 (8) (- +4).

e
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* In the imperfect market case, the consumption of an unconstrained house-
hold, say h, is obtained by replacing x% and ANC by x¢ and k€ in the above
equations. For a constrained household, say &y, the first-period consump-
tion is the current wage:

cC(h) = wf.
The second-period consumption for a constrained old household is
dS(h) =wCh
The consumption gap for young households in the perfect market economy is

oBS/RES)

() = ) = T

In the imperfect market case,

i (hu) — ¢ (hy) = w(k) hﬂZi(H)(é+m>
( Hi)f;( ) (1x+éﬂ xl(g _hL)
_ o z+i)J/rI;( ) (xg _hL)-

Taking the ratio of the two gaps leads to

NC(h) = N(hy)  o(KG) /R(KS) ( —hL)z1
) \B/x¢ '

cf(hu) — cf(hy) ( z+1)/R( 41

The two different effects of borrowing constraint appear distinctly. First, the
most skilled persons are prevented from borrowing and consuming when
young, which reduces inequality: Ay — h; > B/x{ — hy. Second, discounted
wages per unit of efficient labor are higher in the economy with imperfect
markets, which enlarges the consumption gap between high and low skilled
persons; this increases inequality.

Turning our attention to the old persons, we have

Bo(k©)

NC NC _
dt (hH)_dt (hL)— 1+’3

(hy —hr)

1+8

_ Bo(k) (, 1+8
T 1+ (h” __hL>'

4 () — () = (k) — PO (xl N hL)
C
1
R
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The consumption gap is

A¥(hy) — d¥ (i) _ () ot = o
d(hm) = dC(hn) — o(kE) \hu—ho+ L — L) '

Here, the effect of borrowing constraints is unambiguous. Borrowing con-
straints increase the consumption of old skilled households and raise the wage
per unit of efficient labor. The dispersion of consumption of old people is wider
with imperfect markets.

The total effect on inequality depends on the relative importance of these
factors. Azariadis and de la Croix (2001) study the effect of liberalization, seen
as a move from the imperfect market economy to the perfect market, on
inequality. In a calibrated overlapping generations model similar to the one
above, but with education choice in the first period, they show that inequality is
increased by liberalization. This result explains why a majority of people might
object to reform of financial markets.

1.8.8 Three-period-lived Households

The overlapping generations model with two-period-lived households is the
most widespread, because it is relatively simple to study. We have seen that it is
possible to characterize the accumulation dynamics with perfect foresight. As
the agents’ expectations bear only on the interest factor of the next period, the
dynamics are of order one: The expected return determines the saving decision,
the savings decision determines the future stock of capital, and this stock of
capital determines the expected return.

A model where households live for three periods and work during the first
two periods is however closer to the actual timing of life. It allows one to study
savings behavior in a richer way, since it opens the possibility of borrowing
in the first period against future wage income; moreover, savings do not bear
exclusively on labor income, since part of capital income in the middle period
(if any) can be saved for retirement. Unfortunately, the cost in terms of addi-
tional difficulties is high. Dynamics will in general be described by a difference
equation of order 3, with one forward dimension. To compute the perfect fore-
sight equilibrium, agents thus need to forecast the whole future. Only in the
particular case with a logarithmic utility, does the forward dimension disap-
pear, and then the dynamics can be studied globally when the production
function is Cobb-Douglas.

Letusfirst consider the general model, before specializing to the logarithmic
example in the next subsection. Households live for three periods and supply
one unit of labor in the first period and 4 units in the second period. 4 > 1
can be interpreted as learning by doing. 2 < 1 can be interpreted as part time
work or early retirement. The present value life-cycle income of households
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born in ¢ is given by

Wil h

Q =w; +
! " R

Their preferences are homothetic and can be represented by a utility function

U(Ct, diyi, €t+2)7

defined over the consumptions levels in the three periods of life ¢;, d;;1, and
;2. The function U(-) is homogeneous of degree 1. Following the argument
developed in section 1.8.4, the solution for the maximum of utility subject to
the inter-temporal budget constraint

verifies
¢ = §1 (Rt+1, Rt+2)£2tv dt+l = Q(RtH, Rt+2)Qt,
€42 = 83(Rit1, Riy2)S.
The functions ¢1, &, and &3 of R,,1 and R, are the solution to

. & &
max U(¢q, ¢, subject to + + — =1
(1. 82.83) ! ‘ Ry RipRigo

Let us denote by s; the first-period savings and by z,;; the second-period
savings. Then, s, and z;,1 verify
Ct = Wr — 8¢,
dry1 = Repase + wiph — 244,

€2 = Ripzi41.
From these intra-period budget constraints, we deduce that

st =wr — &(Rig1, Riy2) 2,

83(Riv1, Riy2) Q
R

2+1 = Iz

Example: With a CIES utility function u(c,) + Bu(di1) + pu(e12) and u(x) =
x'=Ye /(1 —1/0), we have

21 (Rest, Riv2) = (BRi11) " &(Ris1. Rii2) = (B*R11R142) " G (Rist, Ris2).
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and

1
S1(Riy1, Rio) = — o p
L+ BoRT + P RIRT,
The production function F(K, L) has the same properties as before. The inter-
temporal equilibrium with perfect foresight is characterized by

¢ the equilibrium on the labor market:
Li=N+hN_1=(0+h+n)N_1,
¢ the equalities between factor prices and marginal productivities:

K

w; = ow(k;), R;= /K, where «x; = ——+——,
(= ol). R = f(x) = N

* theequality between the stock of capital and the total savings of the previous
period:

Kiv1 = Nis; + N1z
The dynamics of capital are thus given by

83(Re, Riv1)

A +h+n)k = [we — G (Risr, Ri2) ] + 1+ n)Ri 41

—1-
The dynamics of « are described by a difference equation of order 3. The
highest-order term «;, comes from R, ,, and the lowest-order term «,_; comes
from ,_;. There are two initial conditions, corresponding to the initial stock
of capital and its re-partition between the first old generation and the first
middle-aged generation. There is thus one forward dimension. Indeed, the
savings of the young in t depend not only on the forecasted variables w;; and
R, .1 but also on their anticipation of R, 5.

Beyond the specific logarithmic utility case studied in the next subsection,
the dynamics of capital include two predetermined variables and one forward-
looking variable.

1.8.9 Borrowing Constraints in the Three-period Model

We shall introduce a simple non-negativity constraint on savings in the model
with three-period-lived households. We consider the simple case of a logarith-
mic utility and a Cobb-Douglas production function. This exercise illustrates
the three-period model of section 1.8.8. It will also allow us to compare the
role of imperfect credit market in the two-period (section 1.8.7) and the three-
period model.
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The Perfect Market Case. With the logarithmic utility
Inc, + Blnd1 + B Ines,

the first-period propensity to consume out of life-cycle income is constant:

1
IR YA

In this model with homogeneous agents, we define the growth factor of the
discounted wage over the life cycle as

&

hwi /R
Xip] = ——————.
Wy
We have
hwi 1
Q=w+ R = wi (1 + x111),
t+1

se=wp — 0 = w; — oow (1 + x41),
= §1,32Rt9t—1 = é-l,BthWt—l(l +x;).
Since R;w;_1/w, = h/x,, we have

1+x
i = Clﬁzwth( X t)-

t

The rule for accumulation of capital is

1
1+h kiv1 = — 2,
A+h+n)k =s + 1+nZt
which implies, after replacing s, and z; by their optimal values and dividing by
Wr,

K

1 1+x
Lo 1= (14 X)) + aﬁh( ’) (1.28)
Wy 1+n

Xt

(1+h+n)

We shall study these dynamics in the case of a Cobb-Douglas production
function. With f(x) = Ax®, the equilibrium wage is

wy = (1 —a)Ax,
and the return on savings is
R, = otAKt“_l.

We also have

Xi41 =

hwiq :h(l —05) Kt hiciqq

Rt+lwl o Wy Aoucta '
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By substitution in equation (1.28), the dynamics of the wage growth factor are

<(1+h+n)oe {1,32}1(
h(l —a) 1+n

1
1+ x). (1.29)

t

+§1>Xt+1=1—§1+

Hence, the assumption of a Cobb-Douglas production function makes the
dynamic system recursive:

Xit+1 =a+;’
t

o o
Ki4l = X1 — K

h

with a, b > 0. The dynamics of x, are oscillatory and converge to the steady
state x*, which is globally stable in R, , as shown by the following proposition.

Proposition 1.13 (Dynamics x; .1 = a + b/x;)
The dynamics in Ry,

b
x,+1=a+x—, a,b>0,
t

admit a unique steady state x* which is globally stable in R .. The steady state
x* is the positive root of the equation x> —ax — b = 0.

Proof: Let x* be the positive solution to x* = a + b/x*. We have

b b bx; bx*
X2 — X = - — = - ,
2 Xey1 X ax;+b  ax*+b
| y O — G PO
Xy — X*| = < X — x|,
o+ (ax; + b)(ax* + b) ax*+b) "

since b/(ax; + b) < 1. Alsosince b/(ax* + b) < 1, the sequence (x;) converges
to x*. |

This proposition is illustration in figure 1.22. Since (x;) converges to x*, the
dynamics of the capital-labor ratio, which verify

o o
K+l = Xe41— K4

h

converges to

The oscillations of the wage growth factor x, induce oscillations in the
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X1

x* Xt
Figure 1.22. The dynamics of the wage growth factor when households live for three
periods in the Cobb-Douglas case. The slope of the transition function x,.1 = a +
b/x, is always negative. Moreover, lim,, .o X,41 = +00 and limy,_, o X,4+1 = a. The
dynamics are oscillatory and converge towards the unique steady state equilibrium
x*, which is globally stable.

investment rate:

Kt+1 _ (1+h+n)Kr+1 _ (x(1+n—|—h)x
Y,  A¢ h o

Moreover, for some parameter values and initial conditions, these oscillations
might induce non-monotonicity in capital dynamics. The oscillations result
from the aggregation of savings of two different generations; they contrast
with the monotonic dynamics of the two-period model.*

Borrowing Constraints. Let us now introduce a constraint of non-negative
savings, i.e., the saving s; is the maximum of 0 and the desired savings w; —
w1+ xe41):

s, = max[0, w, — ayw, (1 + x,41)] = —g1w, min[0, x4 — X],
where
1-4
&

is the threshold of the wage growth factor above which the young households
are willing to borrow. Indeed, as in the model of section 1.8.7, a high wage

X =

3 In fact, monotonic dynamics rarely apply to overlapping generations models in which per-
sons live for more than two periods, i.e., where the unit of time considered is smaller. See
Azariadis, Bullard, and Ohanian (2001).
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growth factor is an incentive to transfer resources from the future. The dy-
namics of x, are now given by

((1 +h+n)a
h(l — )

2
+ C1> X1+ amin [0, x4 — %] = ilf—: <1 + ;), (1.30)
to be compared with equation (1.29). Since the right-hand side is a function of
X;+1 increasing from 0 to +o0 as x;4; increases from 0 to +oo, these dynamics
are well defined in R, ; and admit a unique positive steady state X. This steady
state is in the constrained regime, ¥ > &, if and only if x* > ¥ (i.e., first-period
savings are negative in the perfect market case). Since x* is the positive root
of x2 — ax — b = 0, the condition x* > ¥ is equivalent to 2 —ax—-b<0,ie,
using (1.29),

(1+h+l’l)0l _ _ Clﬂh _
(M va)s<a-ons P,
With ¥ = (1 — ¢1)/¢1, this condition becomes
h? a(l+n) (1-¢ a(l +n) 5
1
1—|—h—|—n>(1—a)/32< 2 ) o) IHA

Since h%/(1 + h + n) is increasing in h, this condition defines a lower bound
h on h. As a consequence, the steady state displays credit rationing if the
endowment in efficient labor of middle-age households is sufficiently high.
Note that the lower bound % is an increasing function of g.

In the constrained regime, x;,1 < ¥, the dynamics (1.30) are also of the type
Xi41 =a+b/x, with @ > 0 and b > 0. This implies that % is locally stable, but
a change of regime may occur, for example when starting from xp > X.

1.9 CONCLUSION

In this chapter, we have proposed an in-depth study of competitive equilibria
in the basic overlapping generations model. We performed the analysis for
general classes of utility and production functions, without assuming that Inada
conditions are satisfied; indeed, these conditions seem to us too restrictive, as
they allow us to chose only one case among the whole class of CES production
functions, namely, the Cobb-Douglas production function.

The existence of both the temporary equilibrium and the inter-temporal
equilibrium is guaranteed under fairly weak assumptions on preference and
technology. Although we did not study the formation of expectations, we have
defined the notion of rational inter-temporal equilibrium, which pertains to
inter-temporal equilibria with perfect foresight which are unique, and hence
for which there is no problem of coordinating expectations.

Priority has been given to a global analysis of the dynamics rather than to
local arguments. We have proved that the dynamics of a rational inter-temporal
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equilibrium are monotonic and bounded. The notion of catching point as been
defined. A catching point arises when zero is a steady state that is locally or
globally stable. Conditions for such a point to exist have been analyzed.

We have also shown the usefulness of studying myopic foresight in order to
characterize more easily the stability of steady states under perfect foresight.
Some extensions are provided in section 1.8. In particular, we show that under
the assumption of homothetic preferences, models with heterogeneous agents
can be studied with the same tools as models with representative individuals.



TWO

Optimality

In an economy without externality and public goods, the competitive equilib-
rium is Pareto-optimal, provided that the numbers of goods and agents are
finite. It is therefore impossible to improve the welfare of one agent with-
out diminishing the welfare of another agent. This result is the First Welfare
Theorem (Arrow (1951), Debreu (1954)).

This property is not necessarily verified when there is an infinite number
of agents and goods. We shall see that in the standard model of chapter 1, the
inter-temporal competitive equilibrium may or may not be Pareto-optimal. In
a dynamic economy with an infinity of periods, we may distinguish two aspects
of optimality. The dynamic efficiency deals with the issue of the productive
efficiency when the production frontier is extended to an infinite horizon set-
up. The welfare of the agents depends on their life-cycle utility, and hence on
the allocation of total consumption between two generations living at the same
time, but also among all generations.

A natural way to study allocations is thus to proceed in three steps: feasi-
bility, (productive) efficiency, optimality.

Another important question will be addressed. How will a central benevo-
lent planner —that can take all the consumption and savings decisions —allocate
the resources of the economy between capital accumulation, consumption of
the young, and consumption of the old for each generation? After the resolu-
tion of this problem, we shall be able, in chapter 3, to characterize feasible al-
locations which can be decentralized by means of lump-sum transfers between
generations. In particular, any Pareto-optimal allocation can be decentralized
with such transfers (Second Welfare Theorem).

The chapter is organized as follows. The optimality of stationary paths is
studied in section 2.1. The optimality of dynamics is analyzed in section 2.2, in
which we introduce the concept of dynamic inefficiency and Pareto optimality.
Section 2.3 proposes a global analysis of the problem of the planner, and shows
the existence, uniqueness, and monotonicity of optimal paths. Section 2.4 fur-
ther characterizes the optimal solutions with the standard marginal analysis.

72
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Finally, section 2.5 uses the results derived so far to characterize the optimal
paths when the optimal growth is unbounded. Some applications and exten-
sions are provided in section 2.6.

2.1 OPTIMALITY OF STATIONARY PATHS

We start the study of the optimality problem by specifying the resource con-
straint of the economy. We have seen in the previous chapter that the dynamics
of the capital stock corresponding to an inter-temporal equilibrium with ratio-
nal foresight are monotonic and converge to a steady state k. These dynamics
satisfy the following conditions for all # > 0:

L+ ke = s, = s(w(k), f'(kis1)),
¢ = w(k) — sy,
dir = f'(ki1)s:.
They also satisfy the resource constraint:
F(K:, N;) = I, + Ni¢; + N;_1d,.

The total available production is allocated between investment, consumption
of the N, young agents, and consumption of the N,_; old agents alive in period ¢.
Investment determines the capital stock of the next period:

Kt+1 = Iz~

Dividing by N;, we obtain the resource constraint in intensive form, with k;, =
Ki/N,, f(ki) = F(k;, 1), and K, 1/ N, = (1 + n)ki41:

flk) =0 +n)k1+c + dy. (2.1)

1
1+n
If the steady state k is strictly positive, savings and consumption converge
respectively to

5 = s(w(k), f'(K)),

¢ = w(k) -3,

d = f'(k)ys.
and these limits satisfy the resource constraint at steady state:

- - 1 -
f(ky=0AQ+n)k+c+ md. (2.2)

If k=0 is a corner steady state, then we have w(0) = f(0)=0 (see proposi-
tion 1.4) and the variables k;, s;, ¢;, and d; converge to zero. Indeed, we have

0<s <w(k), 0<c¢ <w(k), 0<d < +n)f(k).
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Thus, the limits also satisfy the resource constraint (2.2). Before analyzing the
optimality of stationary paths, we first study the set of feasible long-run capital
stock.

All our definitions concerning feasibility are stated in per capita terms,
assuming therefore that there is no under-employment (L, = N;). Indeed, as
the production function and the utility function are monotonic, any efficient
trajectory should obviously satisfy the full-employment condition.

2.1.1 Feasible Long-run Capital Stock

Definition 2.1 (Long-run feasibility)

A capital stock k > 0 is feasible in the long run if the corresponding production
f(k) is at least large enough to allow for replacement investment, i.e., f(k) >
1+ n)k.

Stated otherwise, for a capital stock to be feasible in the long run, the produc-
tion net of investment, henceforth the net production, should be non-negative:

o(k)= f(k)— (1 +n)k=0.
By the assumption H2, the function ¢ is strictly concave:
¢'(k)= (k)= +n),  ¢"(k)=[f"(k) <0,
and satisfies the following limit conditions:
¢(0) = f(0) = 0,
¢'(04) = f/(0+) = (1 +n),
¢'(+00) = f'(+00) — (1 +n).

Three different cases should be considered. These three cases are represented
in figure 2.1.

Case (a). Increasing Net Production. In this case ¢'(k) is always positive and
the net production is increasing for all k. The largest net production is ob-
tained with kinfinite. We have the following necessary and sufficient condition:
f'(+00) = 1 4 n, or equivalently, ¢'(+00) > 0.

Proposition 2.1 (Feasibility of all capital stocks)
All capital stocks are feasible in the long run if and only if the net production
@(k) is increasing for all k, i.e., if and only if f'(+00) > (1 + n).

Proof: The sufficient condition is straightforward: as ¢(0) > 0, the property
that ¢’(k) > 0 for all kimplies that ¢(k) > O for all k.
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Casef(0)=0

o(k) f(k)
Case (a) Case (a) (1+n)k
Case (¢)

Case (¢)
Case (b)
kcr I} k //_
Case (b)
Kex k k

k( ko ic\

ke ko k

Figure 2.1. The golden rule. In case (a) all k > 0 are feasible in the long run and the
largest net production is obtained with kinfinite. In case (b) the largest net production
is obtained for k = 0. In case (c) the net production is increasing in (0, kgg), attains
a maximum at kg, and is decreasing in (kgg, +00).

To prove the necessary condition, we start from the assumption ¢(k) > 0
for all k. We next have

$>1+n

Vk >0,

From the previous chapter, we know that the limits of the average and the
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marginal productivity are equal when k — +oco. We deduce

f'(+o0) = kLirfoo @ >1+n,

and ¢ is increasing in all k. |

Example: For a CES production function with high substitution possibilities
(0 <0), we have

d(k) = A(ak™ +1—a) VP — (1 +n)k,
and p < 0. We also have
¢ (+00) = Aa™V? — (1 4 n),

which is non-negative for A > (1 + n)a!/*.

Case (b). Decreasing Net Production. In this case, ¢'(k) is decreasing for all
k(¢'(k) < 0 Vk),and thus f'(0) < 1 + n. Thelargest net production is obtained
for k = 0. There are two possibilities:

1. f(0) =0, and 0 is the only capital stock feasible in the long run, as
¢ (k) < ¢(0) = 0for all k > 0. The technology does not allow one to sus-
tain a positive level of net production, whatever the level of investment.

2. f(0) > 0, and there exists a largest capital stock ko which is feasible in
the long run. This capital stock is finite and satisfies ¢ (ko) = 0. Indeed,
it results from proposition 2.1 that the largest capital stock feasible in
the long run is infinite only when f'(400) > 1+ n.

Example: For a CES production function with low substitution ability (o > 0),
we have

f(0) =0,
f1(0) = A7,
and
1+n> AV — ¢'(k)<0Vk

Then, 0 is the only feasible capital stock.

Case (c). Non-monotonic Net Production. Only in the case where
f'(4+00) <1+n < f(0)

is the net production non-monotonic. In this case, there exists a unique positive
k = kg, called the golden rule capital stock, such that f'(kgx) =1+ n. At
this level kg, the net production is maximized. The concave function ¢ (k)
is thus increasing in (0, kg ), attains a maximum at kg, and is decreasing in
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(kgr, +00). Moreover (from proposition 2.1) it becomes negative after some
finite level k of the capital stock. The set of capital stocks which are feasible
in the long run is the interval (0, k).

2.1.2 The Optimal Stationary Path: The Golden Age

The life-cycle welfare of the young generation in ¢ is given by
Uler, dryr) = u(er) + Buldrir).

The consumption levels of a given agent, ¢, and d,1, appear in two resource
constraints, in period ¢ and period ¢ + 1. Along a stationary path with constant
values k, ¢, and d the two resource constraints coincide; the life-cycle welfare
is U(¢, d), and equation (2.2) holds for all periods. The highest stationary utility
is thus defined by!

d
max u(c) + fu(d) subjectto  f(k)=(1+n)k+c+ Ton (2.3)
There is no other restriction than the non-negativity of the quantities %, c,
and d. The set of possible consumptions is defined by

d
¢ >0, d=>0, c+1+n_¢(k),

and the maximum of utility implies the maximum of net production ¢ (k). The
maximum of net production is a recurrent theme in economic growth theory.
As we have seen in the preceding subsection, it is obtained with k = 400 is
case (a), k= 0in case (b), and finite positive k = kg in case (c).

The golden rule capital stock kg was studied by many authors in the 1960s.?
To define it formally we need to make the following assumption:

Assumption AS.
f'(0)>1+n> f'(+00).

Definition 2.2 (Golden rule)
Under the assumption AS, there exists a unique positive stock of capital such
that

f'(ker) =1+n, (2.4)

which is the golden rule capital stock.
1 This question should not be seen as a problem of allocating resources between young and old
who are alive at the same time, but it is a dynamic problem of allocating consumption across

periods of life.
2 The term “golden rule” was introduced by Phelps (1961).
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(1+mn)k

fk)

. k

Figure 2.2. The golden rule. The golden rule capital kgy is defined by the equality of
the growth of the population 1 + n with the marginal productivity of capital, f'(kgg)-
Itis the level of the capital stock that maximizes available consumption, represented
by the distance A-B.

The golden rule is represented in figure 2.2. The classical interpretation of the
golden rule is the following: The golden rule capital kg, if it exists, is defined
by the equality of the growth rate of the population » with the marginal pro-
ductivity of capital net of depreciation, f'(ksr) — 1. Indeed, considering the
production function F(K, L) = F(K, L) + (1 — §)K, the marginal productiv-
ity net of depreciation is

F(K.L)—8=F(K,L)—1= f'(k)—1.

Alternatively, we can say that the golden rule is characterized by the equality
between the gross marginal productivity of capital and the sum 8§ + n:

Fy(K,L)=35+n.

The condition for the existence of the golden rule is given by AS5. Notice that
the Inada conditions A2 imply that A5 holds, as n > —1.

Example: With the CES production function, we should distinguish the different
cases depending on p:

¢ Onlyinthe Cobb-Douglas case (p = 0) does the assumption A5 fail toimpose
any condition, as f'(0) = +oo and f'(+o0) = 0.

* When factors of production are weak substitutes (o > 0), one has f'(0) =
Aa~1? and f/(4+00) = 0. A5 thus imposes a condition on the parameters
stating that the productivity parameter A should be large enough: A >
(1 +n)al/’.
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* When factors of production are highly substitutable (0o < 0), one has f'(0) =
+o00 and f'(+o00) = Aa~/?. A5 thus imposes a condition on the parame-
ters stating that the productivity parameter A should be small enough: A <
(1 +n)allr.

We now characterize the golden age (Diamond (1965), pp. 1128-1129), which
is the solution to problem (2.3):

Proposition 2.2 (Existence and uniqueness of the golden age)

Under the assumptions H1, H2, and AS there exists a unique optimal stationary
path, the golden age, which is characterized by the following conditions: k = kg,
and cgg and d gy satisfy

1
Cor + mdtm = ¢)(k(;R),

' (cor) = (1 4+ n)Bu/(dgg).
Proof: The maximum of ¢ is attained at kg, and the maximum of u(c) +

Bu(d) under the constraint ¢ + l%n = ¢(k) is characterized by the first-order
necessary condition u'(cgr) = (1 4+ n)Bu'(dgg)- |

Proposition 2.3 (Optimal allocation and life-cycle arbitrage)

The optimal stationary path satisfies the decentralized arbitrage condition of a
consumer over his life cycle when the return on savings is f'(k¢r) =1+ n, and
his life-cycle incomeis w(kgr) = f(kor) — kor f'(kar). But his choice of savings
is generally different from the optimal investment (1 4+ n)kgy.

Proof: The optimal choice of a consumer satisfies (see equation (1.6))

u'(c;) = BRij1u/ (disr).

When the return on savings in 1+ n (the biological interest rate of
Samuelson (1958)), we have R, 1 = 1 + n; this is the optimal arbitrage condi-
tion between ¢, and d,.1. Moreover, the actual value of the lifetime spending
on consumption is

Con + ~—don = Plkon) = F(Kew) — (1 + ko

1+n
= f(kGR) - f/(kGR)kGR = a)(kGR)7

which is the wage corresponding to the stock of capital of the golden rule. How-
ever, our optimal path is not the decentralized equilibrium of the competitive
economy because, in general,

s(w(ker), 1+ n) # (1 + n)ker,

i.e., savings differ from the replacement investment. |
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This appears clearly in the following simple example considered by
Diamond.

Example: Let us take alogarithmic utility and a Cobb—Douglas production func-
tion. We find that the capital stock satisfying the golden rule is

1
aA ™
ker=|— ,
= (15

and
M) = (L= @) AR, = g 0han). don = S ).
Savings are given by
s(o(ker), 1 +n) = ¢p(ker) — con = T—— P (ken),

1+ﬁ

as w(ker) = ¢(ker)- The comparison between savings and optimal capital is
given by the following condition:

s(o(ker), 1+n) = (14 n)ken
o g — @Ak, 2 (4 ke = a Ak,
B . «
T Ifgc1-a

Only in the special case ’35 = % is there equality between savings and re-

1-a

placement investment. If, for a given «, time preference is such that W > =,
o

i.e., B is “large,” then savings exceed the golden rule capital stock.

We should thus study the consequence of the absence of coincidence between
the golden age and the competitive equilibrium.

2.1.3 Under- and Over-accumulation of Capital

Let us consider a stationary capital stock which is feasible in the long run:
p(k) = 0.

Definition 2.3 (Under- and over-accumulation of capital)

If an increase in k implies an increase in net production, ie. f'(k) > 1+n,
we say that there is under-accumulation of capital at k. If an increase in k
implies a decrease in net production, ie., f'(k) <1+ n, we say that there is
over-accumulation of capital at k.
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Notice that if there exists a golden rule level of the capital stock kg (i.e.,if AS
holds), these conditions are respectively equivalent to k < k¢g and k > kgp.

At a steady state k of an inter-temporal equilibrium, there is under-
accumulation of capital when f’(k) > 14 n, and there is over-accumulation
of capital when f’(k) < 14 n. Equivalently, there is under-accumulation (or
over-accumulation) when the long-run rate of return f'(k) — 1 is higher (or
lower) than the growth rate of the population. In both cases, for a given k, the
maximum of utility is different from the utility at the competitive steady state.
Indeed, the latter satisfies u'(¢) = Bf'(k)u/(d) and the maximum utility with
fixed net production ¢(k) satisfies u'(c) = (1 + n)u/(d).

A standard implication of the optimality condition is that a stationary path
with over-accumulation of capital is not Pareto-optimal in terms of consump-
tion levels, implying that we can increase the total consumption at (at least)
one date without reducing it at any other date. In particular, we can show that
it is possible to increase total consumption by reducing k in a discretionary
manner. The total net production is ¢ (k) for all periods. If we reduce the cap-
ital stock to the golden rule level kg at some period, the total consumption
will be ¢(k) + (k — ker)(1 + 1), the first part being the standard surplus ob-
tained with the old level of &, and the second being the surplus obtained by the
reduction in the stock of capital. We have thus increased total consumption
for that period. For the following periods, the surplus is ¢(kgr), which is also
superior to ¢(k) by definition of the golden rule. Hence, total consumption
can be increased at all dates by moving the capital stock towards the golden
rule kgg.

It was initially thought that the breakdown of the first welfare theorem in
overlapping generations economies was due to the fact that all generations do
not meet in a single market (see, e.g., Stein (1969)). This is not true, however,
and Shell (1971) pointed out that the infinity of agents and goods in these
models breaks the proof of the First Welfare Theorem under certain circum-
stances. There is a sense in which the economy has infinite resources, and one
may no longer conclude that a proposed Pareto-dominating allocation cannot
be reached. In the above reasoning, if we assume that the horizon is not infinite
but finite, say 7, the surplus to be consumed during the last period will have
been kg instead of &, and in this case the increase in consumption for allt < 7'
will be at the expense of the last period. The infinite number of periods is thus
a crucial assumption.

Notice also that the time horizon of the agents is not a crucial element
as long as the number of agents is infinite. Indeed, Weil (1989) proposes an
overlapping generations model with infinite-lived agents in which competitive
equilibria can be inefficient. The crucial point in this case is the birth of agents
who have no parents to take care of them, i.e., of “unloved children.”

The problem of the golden age illustrates the two aspects of optimality in
overlapping generations models: the maximum of productive efficiency when
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we choose the stock of capital, and the maximum of life-cycle utility when we
choose the allocation of net production between consumptions. We shall con-
sider these two issues separately for the optimality problem of non-stationary
paths that we study in the next section.

2.2 OPTIMALITY OF THE DYNAMICS

In this section we first address the issue of productive efficiency, called, in
a dynamic setup, dynamic efficiency. We next consider the problem of the
Pareto-optimal allocation of resources between the different generations and
individuals.

2.2.1 Dynamic Efficiency

The first studies of inefficient capital accumulation are due to Phelps (1965)
and Koopmans (1965) in a setup where the distributional issue was not ad-
dressed. We consider a production function f(k) satisfying H2, and we give
the following definitions from Cass (1972):

Definition 2.4 (Feasible path of capital)
A sequence of capital stock (k;)i>o is a feasible path if, for all t > 0, the net
production is non-negative:

(ke ki) = f(k) — (1 +n)kq > 0.

Definition 2.5 (Efficiency and inefficiency)
A feasible sequence of capital stock (k;):>o is inefficient if there exists another
feasible path (k})i=o such that:

1. Ky =koand Vvt =0, p(kl, ki, 1) = ¢(ki, kir)s
2. there exists at least one t > 0 such that ¢(k/, k;1+1) > ¢k, ki)

A feasible path is efficient if it is not inefficient.

The rationale for these definitions is simple. The net production ¢(k;, k1)
is the total level of consumption (in intensive form) which is available when
the capital stock is k; at ¢ and k,;; at ¢ + 1. Feasibility means that total con-
sumption is non-negative; efficiency means that it is not possible to increase
total consumption at one date without decreasing total consumption at an-
other date. This is a property of Pareto optimality for the sequence ¢(k;, k1)
of feasible consumption.

Dynamic efficiency is the same as Pareto optimality in terms of aggregate
consumptions. It is also a necessary condition for Pareto optimality in terms
of the amount of consumption by young and old agents.
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Let us consider a feasible growth path characterized by k;, which converges
to the steady state k* > 0. We have the following proposition:

Proposition 2.4 (Efficiency)

Under the assumption H2, a feasible path which converges to a limit k* > 0
is inefficient when there is over-accumulation at k*; it is efficient when there is
under-accumulation at k*.

Proof:

* Over-accumulation: f'(k*) <1+ n. To demonstrate inefficiency in this
case, we show that we can lower the stock of capital and increase consump-
tion at one date without reducing consumption at another date. The argu-
ment developed for steady state allocation is now applied to a feasible tra-
jectory converging to a steady state. In a neighborhood (k* — 2¢, k* + 2¢) of
k*,we have f'(k) < 1+ n. After some date tp, we have k; € (kK — ¢, k* + ¢),
f'(k) <1+n,and f'(k, — &) <1+ n. The concavity of f(-) implies

flk—e) = f(k) = —f'(k—¢)e.

Let us diminish the capital stock by ¢ after date ¢y and forever. Investment
ki,+1 1s reduced by ¢ and consumption ¢ (ky,, ki,+1) is increased by e(1 + n).
Att > ty, the new consumption level is

(ki — &, ky1 — &) = f(k —e) — (1 +n) (ki1 — )
> f(k) = f'(k —€)e = (L +n)(kis1 — &)
> fk) = A+ )k + (e(1 +n) — f'(k — €)e)
> f(k) — (1 +n)kip1 = ¢(ke, kiyr).
Consumption can thus be increased for all periods, and the path is dynam-
ically inefficient.

* Under-accumulation: Case f'(k*) > 1 + n. To assess efficiency in this case,
we show that an increase in consumption for one period #; without reducing
it in any other period would lead to an impossibility. f'(k*) > 1 + nimplies
that we have f'(k*) > b(1 + n), with some b > 1. For ¢ large enough, say

t > to,we have f'(k;) > b(1 + n). Atany date ¢, the difference from another
feasible path k; satisfies

(1 +n) (ki1 — kept) = f(k) = f(k) = Ace
< fi(k)(k — k) — Acy, (2.5)
where Ac, is the difference of total consumptions:
Aci =& —c¢ = f(k) = (1+n)kiyr — [f(k) = 1+ n)kipa].

Assume that consumption never decreases. In this case, capital never in-
creases. Indeed, by induction, if k; — k; < 0, which is true at t = 0, and if
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Ac; > 0, then (2.5) implies k1 — k41 < 0. Assume, moreover, that con-
sumption increases at some date #: Ac;, > 0. Then the preceding argument
implies k; — k; < 0 Vt > t;. Moreover, it implies, for ¢t > , = max{t, 1},

(A +n)(kiy1 — kiw1) < f'(k)(k — k) by (2.5) with Ac; > 0
< b(1 +n)(k — k),
since k; — k;, < 0and f'(k;) > b(1 + n). Hence,
ki1 — kip1 < bk — k),
and
ki1 — ki < B 72(kyy — kiy).

As b > 1 and k41 converges, we have that k — k converges to —oo and
k;+1 becomes negative, which is excluded. |

Proposition 2.4 allows us to determine whether any given feasible path is
efficient or not. We can now apply this result to inter-temporal competitive
equilibria.

Corollary: Under the assumptions H1, H2, and H3, a rational inter-temporal
competitive equilibrium converging towards a positive steady state k is dynam-
ically efficient if f'(k) > 1 + n and dynamically inefficient if f'(k) <1+ n.

Considering again figure 2.2, the intuition is the following: When we have
over-accumulation, the capital stock converges to some point at the right of
the golden rule. We can thus increase all future consumptions by diminishing
the capital after the date at which k becomes larger than kg, (the slope
of the f(k) line is smaller than that of the (1 4 n)k line). When we have
under-accumulation, the capital stock converges to some point at the left of
the golden rule. We should thus increase capital to increase the production and
hence all future consumptions, but this requires an initial drop in consumption.

A natural question arising from these theoretical results is whether act-
ual economies are dynamically inefficient. Historically, risk-free interest rates
have been far below the rate of economic growth of developed economies.
However, the rate of return on capital has generally been above the growth
rate, which might suggest dynamic efficiency. This illustrates that interest rate
comparisons do not provide a unequivocal answer to the question of dy-
namic efficiency, essentially because the real world is stochastic and includes
more sources of growth than the model. An alterative test is proposed by
Abel, Mankiw, Summers, and Zeckhauser (1989); they compare gross profits
with gross investment in different countries and conclude in favor of dynamic
efficiency. Other authors have addressed the issue by calibrating realistic over-
lapping generations economies and studying the efficiency properties of the
steady state(s) (see Bullard and Russell (1999)).
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Example: Let us consider an economy with a CES production function with
p =1and a = 1/2, and a logarithmic utility U(c, d) = Inc + 81Ind.? In this case,

2Ak 2AK2
f(k) = Tor w(k) = e
The steady state levels of k are given by
B 2AK
1 k= ———.
A+mk= G re

If f/(0)=2A > 1+n, then 0 is a corner steady state and the inter-temporal
competitive equilibria converging towards 0 are dynamically efficient.
The positive steady states are the roots of P(k) with

Ap
P(k :k2+2<1—7>k+1.
" T+ ma+p
We have two positive steady states k, < k; if and only if the discriminant of P(k)
is greater than 0. This condition can be written

AB 2
(- wemazm) =
requiring either

(“%)“ o (1‘%)“

As % is always positive, this requires

AB )
aA+m+p)  °~

which is the same as A > 2(1 + n)(1 + B)/8. It can be checked that k, is unsta-
ble, and k;, is stable.
The golden rule capital stock exists if and only if 24 > 1 + n, and then

[ 2A
ker = -1
eR 1+n

In the case 2A <1+ n, we have f'(k) <1+ n for all k, and all equilibria are
inefficient. When 2A > 1 + n we distinguish the following cases:

If P(ker) < 0,then k, < ker < ks, k, is dynamically efficient, k; is dynamically
inefficient, and the inter-temporal competitive equilibria converging toward k;
are dynamically inefficient.

If P(kgr) > 0, then either k, < k;, < ker, and both steady states are dy-
namically efficient, or kes < k, < kp, and both steady states are dynamically
inefficient.

3 A numerical example of such an economy is provided in section A.5.2.
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The Inefficiency Criterion Due to Cass. With some additional assumptions,
Cass (1972), building on previous work by Malinvaud (1953), establishes a
necessary and sufficient condition for inefficiency. An allocation is inefficient
if the infinite sum of the numbers 1/ N, P, converges, where F, is the discount
factor defined by induction in the following way:

Pt+1 = and P() =1. (26)

1
f’(kt+1)R

2.2.2 Pareto Optimality of Dynamics

We now consider the optimality of an allocation across the different genera-
tions. For simplicity, we only consider the case where all agents of the same
generation consume the same quantities* and all quantities are positive.

Definition 2.6 (Feasible allocation)
Given ko, a feasible allocation is a sequence of positive quantities (¢;, d;, ki11):>0,
which satisfies the resource constraint

d,
f(k)=c + ﬁ + (1 +n)kiiq

forallt > 0.

Definition 2.7 (Pareto optimality)

An allocation (&, d,, k.41) is Pareto-optimal if it is feasible and if there is no
other feasible allocation, which increases the utility of at least one household of
one generation without diminishing the utility of any other household.

Proposition 2.5 (Efficiency and Pareto optimality)
A Pareto-optimal allocation is efficient and satisfies, for all t > 0,

u'(é) = ﬂf/(i(t+1)u/(jt+l)~ (2.7)

Proof: The efficiency property results from the assumption H1 (the utility
function isincreasing). Indeed, if a feasible trajectory is inefficient, it is possible
toincrease total consumption at least in one period without decreasing it in any
other period. Itis therefore possible to increase the utility of one generation (in
fact two) without decreasing the utility of any other, showing that this feasible
trajectory is not Pareto-optimal.

4 The extension to heterogeneous agents inside the same generation is a standard static
problem.

5 Positive consumptions allow us to define the life-cycle utilities without making an additional
assumption on the utility of zero consumption.
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To prove that equation (2.7) is a necessary condition for Pareto optimality,
let us take the consumptions of all generations except generation ¢ as constant,
and fix 7@ and Iuc[+2. Then, we have the two following resource constraints
involving ¢, and d;1:

f(]v(t) =0+nky+c+ d;,

1
1+n
y . 1
flk) = (1 +n)kiz + E + mdtﬂ'
Any change in k,;; implies a change in the utility of generation . The derivative
with respect to k1 is

U, , ac ) 9d; 11
= d,
ki w(c) dkii1 +pu (i) okt

= —u'(c)(1 +n) + pu'(d1)(1 + n) f' (ki)

The maximum of utility keeping the utility of all other generations unchanged
is obtained by equating the above derivative to zero. Hence, applying the
same reasoning to all generations, we deduce that a Pareto-optimal trajectory
verifies equation (2.7) Vt. |

Notice that any competitive equilibrium with perfect foresight satisfies

u'(c) = BR{, ' (diy1),

and

Rf+1 =R = f/(ktﬂ)-

It also satisfies equation (2.7). However, an inter-temporal competitive equi-
librium such that the corresponding path of the capital stock is inefficient is not
Pareto-optimal. As it is possible to increase total consumption at one period
without decreasing it at any other period, it is possible to increase the utility
of one generation (in fact two) without decreasing the utility of any other
generation.

Moreover, efficiency of the path of the capital stock does not guarantee by
itself the Pareto optimality. In order to study this problem, we use the standard
method of the First Welfare Theorem (which says that a competitive equilib-
rium is Pareto-optimal); we show that there is, in addition to the standard proof
in a static environment, a limit condition coming from the infinite horizon of
the equilibrium in the overlapping generations model. We first prove a lemma
corresponding to theorem 1 of Homburg (1992), which says basically that, if
an equilibrium is not Pareto-optimal, there remains something valuable at the
end of time that has not been distributed.
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Lemma 2.1 (non-Pareto-optimality)

If an inter-temporal equilibrium with perfect foresight (¢,,d;, ki+1)i=0 is not
Pareto-optimal, then the limit inferior® of the discounted value of the wage
bill, Pta)(l_ct)N,, is strictly positive when t tends to infinity, where P, is defined
following (2.6):

P = P and PBy=1.

_1
f'(kis1)

Proof: Let (¢, d,, l_c,+1)lzo be an inter-temporal equilibrium starting at
ko which is not Pareto-optimal. Thus, there exists a feasible trajectory
(cty dr, key1)rs0 starting at kg, such that dy > dg and for all ¢ > 0, U(c;, diy1) >
U(é,, d,+1), and the strict inequality holds for some .

* First step: We show that all the quantities Ay = N_1 Py(dp — dp), and
A = N,P(c; — &)+ N, Py1(diy1 — dry1)

are non-negative and there is at least one date #, for which A4, is positive.
The condition dy > dp implies Ag > 0. To show that 4, > 0 for all t > 0 we
use a reductio ad absurdum. Assume A, < 0. This implies, after division by
N.F,

1 1 -
c ——(, c ——d, 1 =Wy,
r + Rint +1 < € + Rt t+1 t

where R, ;1 = f'(kiy1) = P,/ P41 and w, = w(k;). Thus, there exists v, > 0
such that (¢, + vy, di41) belongs to the budget set

1
B = {(Ct, diy1) € Ri; ¢+ =diy1 < Wt}~
R
This implies
U(Et, d_t+]) = mBaX U(C, d) > U(C; =+ v, d[+]) > U(Ct, dt+]).

This is excluded by assumption, and thus A, > 0. Moreover, A; < 0 implies
(with a similar proof and v, = 0) U(¢,, d;11) > U(c;, dy11). From the strict
inequality that holds for #,, we have A, > 0.

* Second step: We show that all the quantities

Bt = Nt+1Pt+1[f(l_<t+1) - f(kz+1)] - Nz+1Pt(7<z+1 - kz+1)

are non-negative. The maximum of the concave function f(k) — R_H_lk is
attained at k41, verifying f'(kiy1) = R;11. Hence we have that f(kq) —
Riyikiv1 > f(kiy1) — Rijikig1. As PRy = B, we have that B, > 0.

6 See appendix A.2.3 for a definition.
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* Third step: We compute the sum ZtT;Ol(A, + B:) and show that this sum is
less or equal to PrNywr. The sum can be rearranged as

T-1
> (A + B) =[N-1(do — do) + No(co — &) — Ni(ky — k)] Py
t=0
T-1
+ Z{Nt—l(dt —d;)+ Nfc, — & + f(/_ct) — f(k)]

=1
— N1 (keyr — key)} B
+ {Nr_1(dr — dr) + Nr[ f(kr) — f(kr)]} Pr.

The factor multiplying F, is nil, as

CE (k= fRe) = 1 (L,

Using the resource constraint,

flk)=(@1 k,

flk) =1 +n)kip1 + ¢ + 1+n
the factor multiplying F, is nil too. Following again the resource constraint,
the factor multiplying Pr is

Nr_i(dr — dr) + Nr[ f(kr) — f(kr)]= Nr(er —c1) + Nrga(kry — krya).
As cr and kry1 are non-negative, this expression is bounded above by
Nrcr + Nrjikryn = Npwr,

since at the competitive equilibrium, w7 = ¢7 + 57 = ¢7 + (1 + n)kry 1.

e Last step: We conclude that for 7 > ¢y the sum of the A, + B, is larger or
equal to A4, > 0, and this sum is bounded above by PrNrwr. Hence we
deduce that

liminf PrNywr > A, > 0. |
T—+o0

Proposition 2.6 (Pareto optimality)

Under the assumptions H1 and H2, let us consider an inter-temporal competitive
equilibrium such that the sequence (k) converges towards a limit k > 0. Then
this equilibrium is Pareto-optimal if there is under-accumulation at k. It is not
Pareto-optimal if there is over-accumulation at k.

Proof: When there is over-accumulation at k, then the path of the capital stock
(k) is inefficient; it is possible to increase the consumption of one generation,
and hence its utility, without decreasing the consumption and utility of the
other generations.
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When there is under-accumulation at k, we have f'(k) > 1+ n and the
sequence x; = N, P, satisfies

1+n
—X;.
[ (kis1)
As the limit of (1 4 1)/ f'(ki41) is less than one, the limit of x;, = N, P, is zero.
As the equilibrium wage w, converges, it is bounded, and the limit of the dis-

counted wage bill P, N;w, is zero. Then the lemma implies that the equilibrium
is necessarily Pareto-optimal. |

X1 =

Notice that under the assumptions H1, H2, and H3, for any rational inter-
temporal competitive equilibrium, the sequence (k;) converges towards a
steady state k. The rational inter-temporal competitive equilibrium is Pareto-
optimal if there is under-accumulation at k. It is not Pareto-optimal if there is
over-accumulation at k. Two special cases (k = 0 and k = k¢y) are not covered
by the above results.

2.3 THE PLANNING PROBLEM

Having analyzed the conditions under which a given allocation is or is not
Pareto-optimal, we now consider the problem of the benevolent planner who
can allocate the resources of the economy between capital accumulation, con-
sumption of the young, and consumption of the old for each generation.

We first define the objective function of the planner in section 2.3.1, and
next characterize the optimal solution. Two methods are possible. The most
widespread is the marginal approach developed in section 2.4. It introduces a
shadow price for capital (as a co-state variable like in the Pontryagin (1966)
principle in continuous time). The advantage of this method for economists is
that the shadow price gives an evaluation of the stock of capital in terms of
future welfare, along the optimal path. However, the marginal conditions do
not allow one, except in very special cases (see the example at the end of section
2.4.1), to establish the existence of the solution from a global point of view.
The other approach involves the value function proposed by Bellman (1957).7
The value function gives the maximum welfare for any initial stock of capital.
As it solves the optimization problems parametrized by ky (i.e. for all possible
ko) and studies the effect of ky on the solution, it requires additional specific
assumptions.® In section 2.3.2 we introduce the specific assumptions which
ensure the existence of the value function and study its properties. Section 2.3.3

7 See also Stokey and Lucas (1989). We are almost forced to use this approach in a stochastic
environment.

8 Note that, when the value function is differentiable, the shadow price of the marginal approach
is equal to its derivative taken along the optimal path.
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applies these results to derive the policy functions which describe the global
dynamics of capital.

The interest of the approach with the value function is to establish the exis-
tence and the monotonicity of the solution, and to study its limit. In particular
we show that when the modified golden rule defined below exists, the optimal
path converges to it. When the marginal productivity of capital at 0 is so weak
that the modified golden rule does not exists, the optimal path converges to
0. When the marginal productivity of capital at infinity remains so high that
the modified golden rule does not exist, the optimal path goes to infinity and
optimal growth is unbounded (this case will be studied further in section 2.5).

2.3.1 The Objective Function

The objective of the social planner is to maximize a discounted sum of the
life-cycle utility of all current and future generations,

o0

Z VtU(Cn dt+1),

t=—1

under the resource constraint (2.1):

FUk) = A+t + 6+ 1 d

with kp and c_; given. c_; is the hypothetical young-age consumption of the
first old generation. y is the planner’s discount factor, or social discount factor.
The planner’s objective function is often called a social welfare function.

When the utilities are bounded, the assumption that y is smaller than 1
ensures that the objective function is finite. More generally, it is sufficient that
the actual values of utilities y; U; are bounded for some discount factor yy > y
(see the assumption A6 below).

As the life-cycle utility function is separable,” U, = u(c;) + Bu(d,+1), we can
rearrange the objective function in the following way (grouping the contem-
poraneous terms together and ignoring the constant term u(c_1)):

W= i Y <u(c,) + iu(d,)) (2.8)

=0
The Ramsey Optimal Growth Problem. For Ramsey (1928), the optimal

growth problem should not be discounted. With y =1 the social welfare

9 Michel and Venditti (1997) solve the planning problem when the utility function is non-
separable. They show that the properties of optimal paths may be altered substantially.
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objective is not necessarily defined, but, as Ramsey did, it is possible to con-
sider
o0

Z [U(er, digr) — 0],

t=—1

where U = sup{U(c, d) under the resource constraint} is the maximum sta-
tionary utility level.!” For a global analysis, we should use a general definition
of the value function along the lines of Michel (1990a). For a marginal analy-
sis of this problem, we can apply the same methods as below (substitution,
Lagrangian, local dynamics), replacing y by 1 and modifying the transversality
condition.!! In general, this solution is obtained as the limit when y — 1 of
the optimal growth path with the discounted objective function. It will also be
studied in the case U = 0 (see section 2.5).

The choice of the planner’s discount factor is an old debate. We shall see
in the sequel (under some assumptions; see A9 below) that the ex ante choice
of a constant discount factor y is equivalent to an ex post choice of the long-
run stationary state. Michel (1990b) argues that, within a utilitarian setup, one
should choose the discount rate which allows the economy to converge to
the golden rule. This discount rate is equal to the growth rate of population,
and the corresponding social objective function is the un-discounted sum of
Ramsey.

2.3.2 Properties of the Value Function

The value function is the upper bound of the objective of the benevolent
planner, taken on all possible allocations starting from ko:

V(ko) = sup{W; all feasible allocations starting from ky}.

To be allowed to define this function, two conditions should be met. The first
condition is that the objective function of the planner should be defined for all
feasible allocations, that is, the infinite sums should have a limit for all feasible
allocations, finite or infinite. The second condition is that the upper bound of
the infinite sums should be finite.

Assumption H4.

All the infinite sums W corresponding to all feasible allocations (¢, d;, ki+1)>0
starting from ko converge in R U {—oo} and admit a finite upper bound. This
holds for all ky > 0.

10 Ramsey assumes that this maximum utility is finite, as “economic causes alone could never
give us more than a certain finite rate of enjoyment.”

W If kgr exists, the transversality condition becomes (see Michel (1990a)): the limit of the
capital stock is the golden rule capital stock.
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This assumption guarantees that the value function is defined. It is neces-
sarily verified if the usual optimal solution exists for all k.'> We shall study
whether it is also sufficient.

We now introduce two sufficient assumptions bearing more directly on
preferences and technology, and we show below that they imply H4.

Assumption A6. )
For all ky > 0, the sequence of highest feasible capital (k;),~¢ defined by

_ 1 _
k1= — f(k),
t+1 1 +nf( t)
is such that by € R and 3yy > y such that Vt > 0,

vou( f(k)) < bo,

- (2.9)

vou((1 +n) f(k)) < bo.
Note that the two conditions (2.9) are both useful, as n € |—1, +00[. Depend-
ing on the case (n >0 or 0 > n > —1), (2.9) bears on u((1 + n) f(k;)) or on

u( f (k).

Assumgtion A7. .
For all ky > 0, there exists a feasible path (c,, d;, k;+1),>0 starting at ky such that
the sequence

T

Sy (u(a) + fu(d»),

t=0

is bounded from below in R when T — +o0.

The assumption A6 applies the assumption B1 of appendix A.4.1 to the opti-
mal growth problem. It holds if the sequence (k;) is bounded and y < 1. This
is the case, for instance, when f(k) = Ak* + (1 —u)k, with 0 <o <1 and
1 — p < 1+ n. Indeed, in this case, the sequence k, converges to the steady
state k= [A/(u + n)]ﬁ, which implies that it is bounded. More generally,
this assumption requires that the highest possible growth factor of the objec-
tive u(c;) + (8/y)u(d;) be lower than 1/y. Indeed, we have, for any feasible

12 More general notions of optimality are considered in the literature, mainly those of
Brock (1970) and Gale (1967). These definitions are respectively based on the lower and
upper limits of the difference between feasible and optimal allocation. See Michel (1990a)
for an in-depth study.
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allocation (under assumption A6),

u(cr) + fu(d:) < u( (k) + fu((l )

1 1
Yo Y Y 14

If A6 does not hold, this means that the resources of the economy are so
abundant that the planner has to distribute an “infinite amount of utility”
between generations and a more general notion of optimality should be used.

The assumption A7 applies the assumption B2 of appendix A.4.1. It means
that there exists at least one feasible trajectory such that the discounted sum
of the utilities is different from —oo. This is obviously verified if u(0+) is
non-negative. With y < 1, it is sufficient that u(0+) be bounded from below.
An evident sufficient condition often found in the literature is u(0) = 0. When
u(0+) = —oo (e.g. with alogarithmic utility function), it suffices to have f(k) >
(1 4+ n)k for k > 0 small enough (this is a sort of weak Inada condition). It is
then possible to follow, a.o., the feasible trajectory ¢ = d/(1 +n) = [ f(k) —
(1 + n)k]/2 for which the objective is finite. If A7 does not hold, this means
that the production possibilities are so weak that the discounted sum of payoffs
is inevitably —oo.

Proposition 2.7 (Existence of the value function)
Under H1, H2, A6, and A7, tffe assumption H4 holds and the value function of
the planner is defined for all ky > 0.

Proof: For the convergence of the infinite sum in R U {—o0}, we can apply
proposition A.11 of appendix A.4.1. Indeed, the assumption B0 holds under
H2, and B1 results from A6. For the objective function to have a finite upper
bound, we use proposition A.12 of appendix A.4.1, which requires A7 in
addition. |

Proposition 2.8 (Properties of the value function)
Under the assumptions H1, H2, and H4, the function V is continuous, concave,
and non-decreasing on R, and verifies, for all k > 0,

f(k)—c—d/(1+n)>
1+n

s

V(k) = sup {u(c) + éu(al) +yV (
Y

c>O,d>O,c—|—L < f(k)} (2.10)
1+n

Equation (2.10) is the Bellman equation. The intuition behind it is the



Optimality 95

following: Starting from ky > 0 with ¢y > 0, dyp > 0, and

1 dy
o = 1+n(f(ko)—co—1+n) _ 0,

the maximum of feasible inter-temporal utility starting from k; is, by definition,
V(k1), and its discounted value at time O is ¥V (k;). The corresponding value
of the objective function starting at time 0 with the initial capital stock ky and
the choice of consumptions levels is then

u(co) + éu(do) +V(k). 211

As V(kp) is the maximum of the objective starting at time ¢ = 1 with &, the
maximum starting at time 0 with ky is simply obtained by maximizing equation
(2.11) with respect to ¢y, dy, and k;.

The proof of this proposition in a more general setup is given in appendix
A4l

2.3.3 Existence and Monotonicity of Optimal Paths

One important result is that, if the optimal path exists, it is unique. This results
from the strict concavity of the utility function u and of the convexity of the
set of feasible production {(k, y) € Ry x Ry;y < f(k)}. This uniqueness can
be shown directly. We shall obtain it through the uniqueness of the solution to
the Bellman equation.

We show in appendix A.4.1 that, with the assumptions A6 and A7, if the
bound of the Bellman equation (2.10) is reached for all k > 0, then the optimal
path exists and can be characterized by c*(k), d*(k), i.e., the trajectory for
which the bound is reached. ¢*(k) and d*(k) are called policy functions.

There is however a difficulty: we have to demonstrate that the maximum of
the Bellman equation is reached (i.e., we can replace the sup in (2.10) by max).
This should be proven in the case where the solution is interior, but also when
there is a corner solution, i.e., the optimal investment is zero after some point
in time. We first show that the maximum of the Bellman equation is interior if

£(0) = 0.

Lemma 2.2
Assume that H1, H2, H4, and f(0) = 0 hold. The maximum of the Bellman
equation (2.10) with ky > 0,

V(ko) = sup {u(co) + Lty + yV(kl)},
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subject to the constraints

co > 0, dy > 0, k ! (f(ko)—c(]—n)>0,

is obtained with an interior solution: c*(ko) > 0,d*(ky) >0, and ki =

x*(ko) > 0.

Proof: Takeany ky > 0. Applying the Bellman equation twice at kp and k; > 0,
we get

V(ky) = sup {u(co) + Eu(do) +y (u(cl) + 'Bu(dl)> + yZV(kz)}. (2.12)
14 14

The upper bound is taken on the set of positive quantities cy, dy, c1, di, k1, and
ky, which satisfy
d

1+n)k = f(ko)—co—% and (14+n)k = f(k) —c; — T

Now consider k, such that

o< s (1)

When £, is fixed, the upper bound is reached with positive quantities for the
other variables. For the consumptions, this results from H1: «/(0) = +o0, and
for k; it results from the assumption f(0) = 0, which implies that ¢; and d;
are nil if &y = 0. Now take the upper bound of (2.12) also with respect to k.
The property k; > 0 holds with the limit of k, even if the upper bound is ob-
tained with k, = 0. Hence, the maximum with respect to (cg, do, ¢1, d1, ki, k) is
reached with positive values for the four consumptions, which implies k; > 0.
This maximum thus satisfies

V(ko) = u(c* (ko)) + fu(d*(ko» LV ().

with

* 1 * d*(k{))

w0 = 1 (k) =l = T2 = 0. .
In the case f(0) > 0 (positive production with zero capital) it is possible that
the maximum of the Bellman equation is reached with &} = 0. This extreme
case will happen only if the marginal productivity f’(0) is low. As we refrain
from imposing conditions on the production function at 0 (in order to include
the interesting CES case), we shall also study this case. However, in order to
make this section more readable, that study is proposed as an extension in
section 2.6.1. We use here the following assumption.
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Assumption A8.
For all k > 0, the maximum of the Bellman equation is interior: c*(k) > 0,
d*(k) > 0, and

. 1 x d*(k)
x*(k) = T (f(k) c*(k) 1—|—n> > 0.
Lemma 2.2 shows that if f(0) = 0, the assumption A8 holds.

We now study the properties of the value function and the policy functions,
solution to the Bellman equation. This analysis is done without having proven
the existence of the optimal path, which requires the additional assumption
A6 and is shown in proposition 2.10.

Proposition 2.9 (Properties of the policy functions)

Under the assumptions H1, H2, H4, and A8, the value function V is strictly
increasing and differentiable in R, . The consumption and investment func-
tions c*(k), d*(k) and x*(k) solving the Bellman equation (2.10) are continuous
and increasing, defined in R, and have values in R, . These policy functions
are characterized by, Vk > 0,

V(K) = u(c* (k) + fu(d*(k)) LV (R)).
a (k)
1+n

(L+n)x*(k) = f(k) — (k) =

Proof: We consider ky > 0. The proof follows two steps.

1. We apply proposition A.16 of appendix A.4.1. The function C con-
sidered in assumption B3 can be ¢é(k) = f(k) — f(ko) + c*(ko) and
d(k) = d*(ko). Tt satisfies ¢(ko) = c*(ko), and leaves k; = x*(ko) un-
changed:

V(ko) = u(c* (ko)) + fu(d*(ko» V(e (ko).

V(K) = u(@(k) + §u<d<k>> V(e (ko).

V(k) = V(ko) = u(e(k)) — u(&(ko)).

This implies that the function V is differentiable!® at ky > 0 and its
derivative is

Vi(ko) = u'(c* (ko)) f' (ko).
We deduce that V'(kg) > 0, and the function V is strictly increasing.

13 Since the function V is concave and is bounded below by the differentiable function u(-); see
proposition A.16 in appendix A.4.1.
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2. We now show that the policy functions are increasing. The function

(c,d) — u(c)+u(d)+yV< (f( k) —c— in)) (2.13)

is strictly concave, because u is strictly concave (assumption H1). Its
maximum V(k) is thus obtained at a single point (c*(k), d*(k)), which
depends continuously on k. The first-order conditions

(e () = H%V(x*(k»,

fu’(d*(k)) - V/(x*(K))

(1+ n)’

imply that the three functions c*(-), d*(-), and x*(-) vary in the same
direction when kincreases (V' is decreasing, as )V is concave). Moreover,
their sum,

d*(k)
1+n

c*(k)+ + ([ +n)x*(k) = f(k),

is an increasing function of k. Hence, the three functions ¢*(-), d*(+), and
x*(-) are increasing. ]

The policy functions are useful to define the following monotonic dynamics.
Starting from ko, we can define by induction kj = ko and

¢ =c(k).  d=d(k). and K, =x(K).

This path is feasible and satisfies, Vt,
V(k;) = u(cy Par
( z) - l/t(Ct) + ;u(dz ) + Vv(k;Jrl)'

These monotonic dynamics obtained from the Bellman equation are those of
the optimal path when an optimal path exists. More precisely, the existence is
guaranteed under the assumption A6, as is shown in the next proposition.

Proposition 2.10 (Existence of the optimal path)

Under the assumptions H1, H2, A6, A7, and A8, there exists an optimal solu-
tion to the planning problem for all ky > 0. This optimal path is unique and
monotonic and is defined by the policy functions

q=ck), d=dk), ka=x(K), k=k.
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Proof: From A8 we may define by induction the paths ¢} = c¢*(k}), d =
d*(k;), and k;,; = x*(k;) which are the solution to the Bellman equation. Fol-
lowing proposition A.13 of appendix A.4.1, under A6 and A7, this path is
optimal. |

2.3.4 Limit of the Optimal Path and Optimal Steady State

We have seen that, under the assumptions H1, H2, A6, A7, and A8, the optimal
trajectory (c;, d/, k)0 €Xists, is unique, and is monotonic. There are thus
three possibilities:

1. convergence of k! towards a steady state k > 0 such that x*(k) = k;
2. convergence towards 0;
3. convergence toward +oo.

The following proposition gives the conditions under which each case arises.

Proposition 2.11 (Limit of the optimal trajectory)

Assume that the assumptions H1, H2, A6, A7, and A8 hold. Then the optimal
trajectory starting from ky > 0 satisfies:

o £0) < 1 lim k=0

* i f(o0) 2 S lim ky = ooy

© i f04) > B2 > fi(4o0), lim kf = £ (1)

k.

Proof: Following proposition 2.9, the value function is differentiable and we
have

V(k) = u/(c*(K)) f'(K).

We also have, with the first-order conditions (see the proof of proposition 2.9),
/ * y / *
k) = —— k)).
W (e (K) = TV (' ()
We deduce that, along the optimal path, we have

y / / * *
mv (k;+1) = u'(c"(K)),
V(kiy) = w/(c (ko)) (k)
and therefore

w'(c*(k})) _ v (ki)
w(c* (k) 1+n

(2.14)
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e In the case f'(0+) < 1}#, the ratio (2.14) is smaller than 1 for all ¢+ which
implies k; > k7, asthe function k — u/(c*(k))is decreasing (c* isincreasing
and u' decreasing). Then the sequence (k) is decreasing. We show by a
reductio ad absurdum that its only possible limit is 0. Assume it admits a
limit k > 0. Then kis a stationary optimum, and y f'(k) = 1 + n holds. This
is excluded because f'(0) < (1+n)/y and f'(-) is a decreasing function.
Hence lim &} = 0.

* In a similar fashion, in the case f'(+o00) > 1#, the ratio (2.14) is larger
than 1 and the sequence (k) is increasing. As it cannot have a finite limit,
lim k& = 4-o00.

* Finally, in the case f/(0+) > 1% > f'(4+00),let k, = f/_l(]%). There are
three possibilities:

e ifk;, < k,,theratio (2.14) is larger than 1, and we have k; < k7, | < k,.
if k&, = k,, the ratio (2.14) is equal to 1, and we have k; = k; | = k,.
it k;,, > k,,theratio (2.14) is smaller than 1, and we have k, < k| < k;.

This implies that the optimal path &} converges to k, . u

We have seen that k,, is the limit of the optimal path if and only if the following
assumption holds:

Assumption A9.

Fop) > 1"

> f'(400).

We also conclude that, starting with ky = k,, the optimal path is k; = k, for
all z. Indeed, it is the only monotonic path starting from k, and ending at k.
k, is thus an optimal steady state of the planner’s problem, which is called the
modified golden rule.

Definition 2.8 (Modified golden rule)
Under the assumption A9 there exists a unique positive capital stock k, such
that

Flk) =1
Y

which is the modified golden rule capital stock.

Let us now comment on some of the assumptions used so far.

First, note that we have not explicitly assumed that the social discount factor
y is smaller than one. However, y < 1 results from H4 when A9 holds. Indeed,
with A9, there exists a constant optimal path starting at ky = k, ; together with
H4, it implies that the sum WV with constant utilities converges, which in turn
implies y < 1.
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When the golden rule exists, the assumption A5 is satisfied, and by continuity
A9 is also satisfied for y sufficiently close to 1. In that case, A9 can be thought
as an assumption on the parameter y.

With y < 1, when kg exists (assumption A5) and k, exists (assumption
A9), the modified golden rule k, verifies

0 <k, < ker,

as we have f'(k,) = f'(ksx)/v > f'(kcr). The unique steady state capital
stock of the planning problem is thus between 0 and the golden rule level, and
there is under-accumulation at k, . Notice also that lim, _,{ k, = kgz and that
k, is increasing in y: the more the planner cares about future generations, the
higher the steady state capital stock should be.

Example: With the CES production function, we should distinguish the different
cases depending on p:

* Onlyinthe Cobb-Douglas case (o = 0) does the assumption A9 fail to impose
any condition, as f'(0) = +oo and f'(+o0) = 0.

* When factors of production are weak substitutes (o > 0), we have f'(0) =
Aa~V? and f'(+00) = 0. The assumption A9 imposes a lower bound on the
planner’s discount factor. A9 is indeed equivalent to y > (1 + n)a!/?/ A.

* When factors of production are highly substitutable, (o < 0), we have
f/(0) = +oo and f'(+o0) = Aa"'/?. The assumption A9 imposes y <
(14 n)/ Aal/?.

When A8 does not hold, the maximum of the Bellman equation (2.10) is ob-
tained with k; = x*(ko) =0, ¢y = c*(ko) > 0, and dy = d*(ky) > 0 for some
ko > 0. This case can only occur when production is possible without capital
(f(0) > 0), and it is optimal not to invest for some ky > 0. The case f(0) > 0
is studied in section 2.6.1. We show that all preceding results hold without the
assumption A8, except that the policy function x* is non-decreasing (instead
of increasing), as we may have x*(k) = 0 on some interval [0, £].

In the very particular case when A8 does not hold, 0 is an optimum steady
state. This last situation can arise when the production function displays high
substitutability for low levels of capital. An example with such a production
function is provided in section 2.6.4.

2.4 MARGINAL ANALYSIS OF OPTIMAL SOLUTIONS

In this section, we characterize the optimal solutions further, using the standard
marginal analysis (Euler equations), and propose a local analysis around the
steady state. This local analysis requires a different set of assumptions from
the global approach of the preceding section. In particular, three assumptions
play a central role. First, A9 has to hold for the existence of the modified
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golden rule. Second, we assume y < 1, which guarantees the convergence of
the infinite sum with constant utilities. Third, we only need H4 for one value
of the initial capital stock instead of for the whole range of possible values. We
make these three assumptions in this section.

2.4.1 The Optimality Conditions

The planner thus maximizes W given an initial capital stock ky and given the
resource constraint. One simple method for obtaining the first-order optimality
conditions is to make the substitution of the resource constraint in the objective
function; substituting d;, the planner’s problem can then be rewritten

max 3~ (u(e) + Lu(4 0 F6) = 1+ ks — ) ).

t=0

For an interior optimal solution the first-order necessary conditions are ob-
tained by differentiating with respect to ¢; and k1:

u'(c) = (J;n)ﬂ u'(d;), (2.15)
(dr)—@ U (i) (2.16)
n

Equation (2.15) describes the optimal allocation between old and young who
are alive at the same time. Equation (2.16) describes the optimal inter-temporal
allocation. Combining the two conditions leads to

u'(c;) = Bf (kiy)u'(diy1),

which s the same as equation (1.7) of the previous chapter, showing that, within
an individual lifetime, the planner allocates resources in the same way as the
individual would allocate them when the expected gross return on savings is
equal to f'(ki41)-

Another interesting (and equivalent) method consists in using the shadow
price g; of the capital stock. McKenzie (1986) uses the Lagrangian £, of period
¢ in his study of optimal growth in discrete time. The Lagrangian £; of period
t (times y") is composed of the terms of the infinite Lagrangian

> {uta) + putdn) + v [ s (100 - - 1)~ ke ]

t=0

which depend on ¢;, d;, and k;. Thus £, is equal to the sum of the current utilities
and the increase in the shadow value of the capital stock: yq,+1 k11 — q; k1

14 The current shadow price ¢, of the capital stock k;, in period ¢ + 1 is discounted by the
factor y in order to define the increase of shadow value in z.
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ie.,

d
;Ct = M(Cl) + gu(dz) + )]th-+]i (f(kt) — C — 1-;’1) — q[k[.

The use of the Lagrangian of period ¢ does not need any condition on differ-
entiability of the infinite sum.

Optimality leads to the maximum of £, with respect to ¢, d;, and &, (see
appendix A.4.2). For an interior optimal solution, the derivatives of £, with
respect to ¢, d;, and k; are zero:

W(c) = Jl/cf;, (2.17)
2
’ Y qr+1
= T 2.1
W) = G, 218)
Ydi+1 q:
= . 2.19
1+n f'(k) (219)

Defining ¢, = u'(c;) f'(k ), these conditions are equivalent to (2.15) and (2.16)
and the interpretation is straightforward: ¢, is the marginal value of an addi-
tional unit of capital k; in period ¢ for the social welfare from ¢ onward; with
the assumptions A6 and A7 it is equal to V'(k;).

From appendix A.4.2, a sufficient condition for optimality of a feasible path
(¢t dy, kiy1)i=0 With positive quantities and starting at ky is the following: there
exists a sequence (g, ), verifying (2.17), (2.18), (2.19), and the following limit
condition:

lim y'q.k =0. (2.20)

t——+o00
The transversality condition states that the limit of the actual shadow value of
the capital stock is equal to zero, i.e., the actual value of the capital in terms of
welfare is exhausted."> This sufficient condition is also necessary when for all
feasible paths the objective of the planner is finite. If not, more sophisticated
transversality conditions should be used (appendix A.4.2, proposition A.17).

Proposition 2.12 (Necessary condition for the planner’s optimum)
Given an initial capital stock ky > 0, an interior planner’s optimum, if it exists,
is a sequence of strictly positive quantities (c;, dy, q;, ki+1):>0, which verifies the

15 The transversality condition could also be rewritten as
lim y'u'(¢c;_1)k = 0.
=00

It imposes that the limit of the marginal utility of capital in terms of consumption be nil.
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two dynamic equations

bt = | f0 = (s )| = otk @2

A+ _ ok, a0, (2.22)

I ey

() =" (7)1 Gaso )

The consumptions are then given by (2.17) and (2.18).

where

Proof: Together with the dynamics (2.22), the conditions (2.17)-(2.18) are
equivalent to

ctzu/l( ff(”kt)) and d=u"" (W) (2.23)

These conditions imply ¢; + d,/(1 +n) = C(q./ f'(k)), and (2.21) is the re-
source constraint. |

Notice that the function C(-) is the total consumption per young person. It is
decreasing in its arguments and when '(+00) = 0, it is a bijection from R,
to R .!® This property will be used in the graphical exposition.

Proposition 2.13 (Sufficient condition for the planner’s optimum)
A positive sequence (¢, d;, qr, ki+1)i>0 Satisfying (2.22), (2.21), (2.23), and the
transversality condition (2.20) is an optimal solution to the planner’s problem.

Proof: This is a standard result. See section A.4.2. |

The dynamic system (2.21)—(2.22) cannot in general be solved explicitly, as
the planner’s chosen allocation is described by a set of non-linear difference
equations. An exception is when the production function is Cobb-Douglas,
the utility function is logarithmic and the depreciation of capital is total'” (see
McCallum (1989)). This case is developed in the example below. In the gen-
eral case, further insights into the properties of the solutions can be drawn

16 1/ is a decreasing function from R ; to (u//(+00), +00). As a consequence, C(-) is decreasing

from (x, +00) to Ry, where x = max{1, y/B(1 + n)}u'(+00).

17 Instead of assuming a total depreciation, it is possible to use an accumulation rule for
capital of the form K, = I(tl_‘S If and find an explicit solution; see, e.g., Hercowitz and
Sampson (1991) in a setup with infinite-lived agents.
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by first considering the steady state and then the local dynamics. This analy-
sis is done in the next two subsections. To draw quantitative implications we
have to rely on numerical methods. One of the best methods is the one pro-
posed by Laffargue (1990) and Boucekkine (1995), which is suited to simulate
deterministic non-linear forward-looking models. The method is described in
appendix A.5.4.

Example: With a Cobb-Douglas production function, total depreciation of cap-
ital, and a logarithmic utility function, an explicit analytical solution to the plan-
ning problem can be found. In this case, u/(c) = 1/c, f(k) = Ak, '~ (x) = 1/x,

and
(i) = () 75

By multiplying the two equations (2.22) and (2.21) term by term, we obtain

_ o fk) @ g\ _ @k 1 B
Gkt =4 B0y yf/(k[)c(f’(k,))_w y<1+y)’

since f'(k;) = af(k;)/ k. Thus, g, k; is solution to a linear dynamic equation, and
the general solution of this equation is

1+ 1\
thtzw‘FQ(*) )
—ay ay

with ¢ a real constant. There is a unique solution that verifies the transversality
condition (2.20): the constant solution

a(l+B/y)

k:
qt K 1—ay

with o = 0 (if o # 0, g,k would grow faster than y). By substitution we obtain

¢ = [ (k) _ ke f'(k:) _ 1—ay

q: keqy - 1+8/y '
LBk () B4 1-ay
’ vk y  L+B/y "
ay
ki1 = —— AKS.
t+1 1+n t

The dynamics of the optimal capital stock converge to

1
ay Ta
A .
<1+n )
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2.4.2 The Planner’s Stationary Solution

Looking for a stationary path (¢, d;, q;, k+1) = (¢, d, g, k) with positive quan-
tities that verifies the optimality conditions, we obtain

yf'(k)=1+n,
vq
c(1+n> — (k) — (14 n)k,

C=Lt/_1 Yq
14+n)’

_ r—1 yzq
d=u (/3(1 +n)2>‘

These conditions are necessary and sufficient for optimality of the constant
path starting at k, as this path satisfies the transversality condition. This condi-
tion is indeed verified with constant quantities, since we have assumed y < 1.

The stationary level of k given by £~ ((1 + n)/y) is the modified golden
rule k, defined previously. The pair (%, , g, ) with

_1+n

=7 c! (f(k,)— (1 +n)ky)

4y

is a steady state of the dynamics (2.21)—(2.22) characterizing the optimal
solution.
The optimal allocation of consumption between young and old satisfies

u'(c) (d).

_a+mp,
14

At the planner’s stationary solution, the inter-temporal rate of substitution

Bu/'(d)/u/(c) should be equal to the planner’s discount factor divided by the

factor of population growth. It coincides with the optimal arbitrage of a con-

sumer when the rate of return is equal to (1 + n)/y, i.e., when the capital stock

is at the modified golden rule level.

2.4.3 Local Dynamics

It is important to notice that the two endogenous variables of the system
(2.22)-(2.21) are not of the same nature. The variable k; is predetermined at
time ¢ (it has been chosen at time ¢ — 1) and there is an initial condition for
capital, k. The variable ¢, is a non-predetermined variable (forward-looking
variable). There is no initial condition gy: the planner chooses the entire opti-
mal trajectory (g;),>0. The proper choice of gy will determine this path.

To study the characteristics of the dynamics, we take a first-order Taylor
expansion of the system around its unique steady state (k,, g,) to study the
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local dynamics. This leads to the linear dynamics:

k[+1—ky] |:611 az] |:kl—k},j|
= , 2.24
|:Clz+1 —qy bt b q — qy ( )

with the partial derivatives taken at the steady state (k,, g, ):
20 _ [k, S0 (a )
dk; I+n (1 +n)f'(ky)? f(ky)
_ 1 qay f"(ky) c’( ay )
v A+ filk) \f(k))

ar =

_ @ — _ 1 / q}’
©= 0q; (1+n)f,(ky)c <f/(ky)>’

o 1+ n)q, f"(k))
b = °r 27

ok, Vf/(ky)z
_ _%/f”(ky)
frky)
by = v _ 1+n
94, v1'(k,)
=1.

Proposition 2.14 (Saddle-point property of the optimal path)

The characteristic polynomial of the linear approximation (2.24) admits two
positive roots of which only one is stable. Given ko, there exists a unique solution
to (2.24) that converges to (k,,q,), and the convergence is monotonic. The
steady state (k,, q,) is thus a saddle point.

Proof: The characteristic polynomial (see appendix A.3.4) of the matrix defin-
ing the linear dynamics (2.24) is

P(x) =

ay —A ar
by b, — A

=% — (a1 + b)A + a1h, — arby
1

=2 — (a1 + Dr+ —,
14

and we have a; > 1/y as f’C’ > 0. The properties of P()) are illustrated in
figure 2.3: P(0) =1/y > 0 and P(1) = 1/y —a; < 0. This implies that there
exists only one root 1 such that 0 < 1; < 1. Moreover, the product of the two
real roots is equal to 1/y (the determinant of the matrix); thus the second root
verifies A, = 1/(y A1) > 1/y. Given ky, there exists a unique solution of the
linear dynamics (2.24) for k; which converges to k,:

ki — k, = M (ko — k),
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P(A)

b

A 1 1/ Ao A

Figure 2.3. The characteristic polynomial. The characteristic polynomial of the linear
approximation (2.24) admits two positive roots, of which only one is stable.

and there is a unique corresponding solution for g,, which is obtained with the
dynamics of k;. Using

kiv1 — ky = al(kt - ky) + 02(% - Qy),

one obtains
1 (7
4G —qy = Z(M —a)ri(ko — k). [ ]

As the steady state is a saddle point, for a given ky there is only one value of
qo such that the trajectory converges to the steady state:

1 )
qo = qy + — (A1 —a1)(ko — ky).
a

Any other value of gy would lead the trajectory of the linear system to explode.

Note that the diverging trajectories with a non-zero coefficient of A, do not
verify the transversality condition, as 1, > 1/y.

These properties apply locally to the non-linear dynamics near the steady
state: given ko, there exists a unique solution for these dynamics which con-
verges to the steady state, and this solution is the optimal path. We have
established this result globally in the study of the value function.

2.4.4 A Graphical Exposition

To describe the dynamics of a system of order two, itis convenient to use a phase
diagram. We should keep in mind, however, that in discrete time the phase
diagram is not sufficient to characterize the dynamics. Indeed, the trajectories
are collections of points rather than continuous lines, and the variables can
therefore jump during the adjustment process.
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To build this diagram we use the two equations of the dynamical system
(2.21)-(2.22):

kiy1 = ©(ki, qr),
Grr1 = V(ki, qv),

so that we can describe the direction of motion of the variables as a function
of their current values. For the graphical exposition we assume u'(400) = 0,
which implies that C is decreasing from R, with values in R, (like «/™").
We should first characterize the set of points (&, ¢;) for which there is no
changein &, i.e., for which ®(k;, g;)=k;. Solving ®(k;, q,) =k, for q,, we obtain

ar = f'(k)CT (f(ke) = (L+n)kr).

This function g, = g (k) is defined on the set of feasible capital stocks (0, k).18
Differentiating g¢ (k) leads to

ao (k) = f"(k)CT' () + f (k)€ O f (k) = (1 + ).

Hence, the function g, = q¢(k;) is decreasing when f'(k;) > 1 + n, i.e., when
ki < kor- As C'(+) < 0, the function can attain a minimum only for capital
above the golden rule level. An example of this function is plotted in the left
panel of figure 2.4. To describe the direction of change in k;, we remark that
®(k;, q;) increases unambiguously with ¢, as C’ < 0. Hence, k;,1 > k; above
the curve and k,.; < k; below. The corresponding direction of motion are
also plotted in the figure.

. k . . qe+1 = qt

qr+1 = qt

kCR kt k’)’ k{
Figure 2.4. The two phase lines. The function k,,; = ®(k,, q,) = k; plotted in the left
panel is negatively sloped at the left of the golden rule level. The function g, =
W (k;, q:) = q, plotted in the right panel is a vertical line crossing the horizontal axis
at the modified golden rule level. The arrows indicates the direction of motion.

18 Remember that the concave function ¢(k) = f(k) — (1 + n)k becomes negative when
k > k; see section 2.1.1.
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The set of points (k;, g;) for which there is no change in ¢;, i.e., for which
W (k;, q;) = q;, is easy to characterize. Indeed,

1+n
f'(k)y

Hence, the phase line ¥(k;, g,) =0 is a vertical line in the space (q;, k;) that
crosses the horizontal axis at k; = k,. The function is plotted in the right
panel of figure 2.4. To describe the direction of change in ¢g,, we remark that
W (k;, q;) increases strictly with k,. Hence, ¢; 11 < g; on the left of the line and
qi+1 > q; on the right of the line. The corresponding direction of motion are
also plotted in the figure.

We now gather the information on a single diagram, tracing various
possible time paths for the dynamics (2.21)-(2.22). The intersection of the
two phase lines represents the steady state. Notice that the two phase lines
intersect at the modified golden rule level, which lies to the left of the golden
rule level. Figure 2.5 illustrates that there is only one trajectory converging to
(k,, g,), which is the optimal solution. All other trajectories lead to a zero level

V(k,q)=q <

:1 — kt:ky.

qt

| L

9,

.
Tt

k7’ kGR kt
Figure 2.5. The phase diagram. The steady state lies at the intersection of the two
phase lines. There is only one trajectory that converges to the steady state, which is

the optimal one. All other trajectories lead to a zero level of capital or an infinite
level of its shadow price.

/
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of consumption or of capital. It also shows that for a given initial condition kg
there is only one value for gy on the saddle path converging to the steady state.
The use of the phase diagram is illustrated in an application in section 2.6.3.

Let us finally show what the phase diagram looks like in discrete time and
consider an economy with a CES production function with p =1, ¢ =1/2,
and a logarithmic utility. Let us take the numerical values presented in section
A5.2: A=20, 8 =03, n=1.025° — 1. Assuming further that y = 0.99, the
dynamical system is (2.21)—(2.22):

—24.8+19.1(1 + k) kg,
(1+ k)’q; ’

Gi+1 = 0.053(1 + & )*q;.

kt+1 =

The steady state is at ¢ = 0.116, k = 3.345. The phase diagram is represented
in figure 2.6 in the space (k;, Ing,). The phase lines are represented by bold
lines. A series of diverging trajectories have been computed by fixing different
initial conditions gy, k. The optimal trajectories (squares + dashed lines) have
been computed by finding the appropriate level of (g;);>¢ using the method
presented in appendix A.5.4.

. - - - ***k

4 6 8 10 12

Figure 2.6. Numerical example of a phase diagram. The bold lines represent the
phase lines. The dotted lines represent the exploding trajectories. The dashed lines
represent the converging trajectories (saddle path).
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2.5 UNBOUNDED OPTIMAL GROWTH

Assuming A9, we have proposed in the previous section a local stability analysis
of stationary optimal allocations. In the case where A9 is not verified, there
exists no interior optimal steady state. In this case, as shown in section 2.3.3,
under the assumptions A6 and A7, the optimal solution exists and the capital
stock dynamics are monotonic and converge to a limit which is either 0 or +-oo0.
We study in this section particular cases in which the assumption A9 is violated
and capital grows unboundedly. We still use A6 and A7 as sufficient conditions
for the existence of the optimal path. More precisely, we shall use A6 and A7 to
derive conditions on the parameters under which there is an optimal solution
displaying unbounded growth.

We shall show that unbounded growth is possible if and only if Ay =
f'(+00) = 1 4 n. To this end, we study the sequence of the maximum fea-
sible capital k.

As shown in appendix A.1.2, the marginal productivity of capital and the
average productivity f(k)/k are decreasing functions which have the same
limit when k tends to +o0:

: . f(k)
Ao = [ o) = Iim =
The highest possible growth of the maximum feasible capital is obtained with
no consumption and satisfies, given ky:

- 1 -
ki1 = mf(kr)

]_{H—lz 1 f(l_‘t)> Aoo
k 1+n k 1+n

Then, when A, > 1+n, k is increasing and tends to +oco0. When the maxi-
mum feasible capital grows without limit, optimal unbounded growth is made
possible. Conversely, when A, < 1+ n, then for k large enough, we have
f(k)/k <14+nand ki < k.

Assuming that unbounded growth is possible, i.e., Ax > 1 + n, we look for
the conditions under which A6 and A7 hold, guaranteeing the existence of an

optimal planner’s solution. We assume a CIES utility function:
cl-

1

Q=

u(c) =

T o >0,
o

and for o =1, u(c) =Inc.

2.5.1 Existence of Optimal Paths When o > 1

When the inter-temporal elasticity of substitution is larger than one, the CIES
utility is positive for all consumption levels and A7 holds. To study A6, we
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look for yy > 0 verifying A6 and analyze the sequence of discounted utilities
evaluated at the maximum possible consumption:

_ 1_5
b = vu(f (k) = v %

We have then

ilt+1 _ J/o( f(l_(t-H) )1"
I_’ll (1 +n)]_([+1 ’

which implies

— 1
. hH—l Aoo =z
Iim — = ,
t——+00 hl VO 1 + n

i.e., h;;1/h, converges. Thus, for A, to be bounded, it is sufficient that

Ao\
)/()< oo) < 1.
1+n

To have this with yy > y, it is sufficient to have

1 1
A 1_E 1+n l_;

This condition is in fact also necessary for the existence of y > y such that
A6 holds. The same condition holds for yfu((1 + n) f(k)), as the ratio A1/ h;
will remain the same.

From the study made in section 2.3.3, the optimal growth path exists if (2.25)
holds together with o > 1.

This optimal path displays unbounded growth if and only if

1+n 1+n\'""
<y < .
Ao Ao
This condition determines an interval of y when A, > 1 4 n. In the other

cases, i.e., when growth is bounded, k; converges to k, when

1+n 1+n
<y < ,
RO

and k; converges to 0 when

1+n

£y

The different types of solutions are represented as a function of y in figure 2.7
(assuming f’(0) finite). The interpretation of this picture is straightforward:

if the planner puts little weight on future generations (and f'(0) is finite),
it is optimal to consume the production almost entirely, and let the capital

v =
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1+ + 1-;
f"[(?] 1A_%Vl (IA;)U”)
0 1
| | | .
. . . . v
limk; =0 | limk; =k, limky = +o0 No solution

Figure 2.7. Case 0 > 1, Ao > 1 + 1.

tend to zero in the future. On the contrary, when future generations have a
large weight in the objective and when technology in favorable (A > 1 + 1),
optimal growth is unbounded. Convergence to the modified golden rule arises
in the intermediate cases.

2.5.2 Existence of Optimal Paths Wheno < 1 (and y > 1)

When o < 1, the CIES utility is negative for all consumption levels and condi-
tion A6 holds. As f(ky) > (14 n)ky (since Ay, > 1 +nand f(k)/ kis decreas-
ing), a constant path is feasible with co = do/(1 + n) = 1[ f(ko) — (1 + n) ko).
Thus, for y < 1, A7 holds.

We want to investigate the scope of the assumption A7 when y > 1. For
example, y = 1in the Ramsey problem, or y = 1 + n if the planner puts equal
weight on each individual (utilitarian objective function). This eventuality
makes sense in that infinite levels of capital and consumption are possible.
We thus consider the feasibility of some paths with a finite value of the plan-
ner’s objective (i.e., in this case, different from —o0).

Assume Ay > 1+ n, and let us build the following feasible path. There
exists € such that 1/2 > € > 0 and (1 — 2¢) A, > 1 + 1, and thus

1—2e¢ -
k = 0 k ) - )
t+1 1+n f( t) ko ko
is increasing and tends to +o00. The consumptions:
C = Gf(k[) and d[ = (1 + n)e f(k[),

together with k;, are a feasible path (¢, d;, ki+1)r>0 starting at ko. The sequence
of discounted utilities I, = y'u(c;) and y'u(d,) satisfy

b (FOa)\' 7 (k) (1= 26))' 0
I _y<f(kz)> ‘V< (T + )k ) !
and

1
i As(1=2€)\' "7
lim 2 = (2 .
me V( 1+n
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1
=—1
" Ax }°
f1i0) 114: (1_”)

0 1
| | |

limk; =0 limk; =k, limk; = 4o No solution

Figure 2.8. Caseo <1, Ay, > 1 +n.

The convergence of the infinite sum of utilities is equivalent to

(B2 ()

and the condition of existence of such a path with € > 0 is equivalent to

1
Aso \°
< .
v (l +n)

This condition, which is the same as in the case o > 1, is sufficient for the
existence of an optimal solution. It allows in the case o < 1 for discount factors
that are larger than one when A, > 1+ n, i.e.,, when the long-run marginal
productivity of capital net of depreciation is larger than the growth rate of
the population. A sufficient condition of existence for y = 1 4+ n (utilitarian
planner) is

As > (14 n)71.

The optimal growth path is unbounded under the same conditions:

14n Ao\
<y< .
Aso 1+n

These results are summarized in figure 2.8.

2.5.3 Existence of Optimal Paths When o = 1

In this case, u(c) = Inc. The two conditions A6 and A7 should be analyzed.

Consider A6. As we have seen before, when A, > 1+ n, the sequence (l_c,)
defined by k;.; = f(k;)/(1+ n) is increasing and tends to +oc. The highest
possible discounted utility of first-period consumption is then

b =ygIn f(k) =y In[(1 + n)ki 1],
and we have

by (UL In (f55i)
I In[(1+ 1)k 1] In[(1+ k]
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The numerator tends to the finite limit In[ A, /(1 + )] > 0, and the denomi-
nator tends to +o00. Hence,
Pyt

Iim — =,
t—>+o00 Jy; v

and the condition “Jyy > y such that 4, is bounded” is equivalent to y < 1.
A similar reasoning applies to the upper bound of the discounted utility of
second-period consumption,

vo In[(1 +n) f(Ko)],

which gives the same conclusion.
Consider A7. As f(ko) > (1 + n)ko when A > 1 + n, there exists a con-
stant path starting from ky > 0:

_
1+n
With this path, utilities are constant and A7 holds when y < 1.

Hence, with a logarithmic utility function, the usual restriction y < 1 is suf-
ficient to guarantee the boundedness of the objective function. This property
is widely used in the literature.

= LR — (L4 o]

€o

2.5.4 General Result
We have thus a general conclusion for the CIES utility function, with A,, =

f'(+00) > 1 + n, which is summarized in the following proposition.

Proposition 2.15 (Unbounded optimal growth)
Assume Ay = f'(+00) > 1 + n. There exists an optimal planner’s solution for
the CIES utility function with elasticity o if

y < (1 +”>1; . (2.26)

Aso

This solution exhibits unbounded growth when

1+n< 1+n 1-5
< .
A =7 A

There are thus some cases for which optimal growth is unbounded although
the competitive equilibrium leads to bounded dynamics.

2.5.5 The Long-run Growth Rate

When the conditions are met for unbounded optimal growth, the optimal
allocation tends to a balanced growth path, i.e., a situation where quantities
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grow at a constant rate. We now compute the value of the long-run optimal
growth rate.
Following (2.15) and (2.16), the optimal path satisfies, for a CIES utility
function,
1 1
(C;+1>° . (dz*+1)0 _ou(dy) v (k1)
c “\ar Cw(dr,) 1+n

In the case, Ao = f/(400) > 1}#, k;,, tends to +o0, and

c dar

. . A\’
lim L — Jim L — Y Aoo -
t>fo0 ¢f  totoo df 1+n

Then the long-run growth rate of consumption levels and output is given by

rAo\"
1+4+n '
Example: Let f'(+00) > 1+ nbethefollowing: f(k) = Ak+ Bk*, withO<a <1

and A > 1+ n (from Jones and Manuelli (1990)).
We first notice that

f'(0)=+0c0 and f/(+ox)= A.

1+n -7
Yy < A

holds, we know from propositions 2.11 and 2.15 that the optimal solution exists,
is monotone, and satisfies

If the condition

1
B O\ 1
AL
limk =] \L+n—-rA :
oo fA> 1
y

We cannot solve the planner’s problem explicitly in the case of the example,
but we can do it with the linear production function f(k) = Ak and a CIES
utility function. The production function f(k) = Ak is a standard assump-
tion in endogenous growth theory, in which the social return to capital (or
more generally to the reproducible factors) is constant. This line is pursued in
section 2.6.5.

2.6 APPLICATIONS AND EXTENSIONS

In this section, we first extend the analysis of section 2.3.3 in order to include all
cases where A8 is not verified. Two applications follow: We illustrate the effect
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of the inter-temporal elasticity of substitution on the speed of convergence
in section 2.6.2. We next illustrate the use of the phase diagram in section
2.6.3. Competitive equilibria and the optimal path are then characterized with
a specific production function in section 2.6.4. Finally, optimal growth in the
model with a linear technology is studied in section 2.6.5.

2.6.1 Properties of the Policy Functions When f(0) > 0

Following Lemma 2.2, f(0) = 0 implies the assumption A8. When f(0) > 0,
A8 may or may not be verified. We list here the main differences from the case

£(0) = 0:

* The planning problem is defined when the initial condition is &y = 0.

¢ The assumption A7 holds when y < 1: with ¢ = d/(1 +n) = f(0)/2 and
k =0, we obtain a feasible trajectory such that the objective function is
finite.

e With the assumption A6, the value function is defined on R, concave, and
non-decreasing. It is continuous on R, (but not necessarily at 0), and it
satisfies the Bellman equation (2.10). The upper bound is taken on the set
of pairs (c, d) which satisfies ¢ > 0, d > 0, and c + d/(1 +n) < f(k). We
need the continuity of V at zero to be sure that the upper bound (2.10) is
reached.

In the following proposition, it appears that main difference from the case
f(0) = 01is the eventuality of zero optimal investment. When investment is 0,
the economy reaches 0 in a finite time, remains there, and produces. This is
why we have only weak monotonicity of the investment policy function.

Proposition 2.16 (Properties of the policy function when f(0) > 0)

Under the assumptions H1, H2, H4, and f(0) > 0, the value functionV is contin-
uous, concave, and increasing in R... The consumption functions c* and d* are
continuous and increasing in R, and the investment function x* is continuous
and non-decreasing in R .

Proof: The proof follows three steps.

1. We should first show that V is continuous at 0. As V is non-decreasing,
there exists a limit V(0+) with V(0+) > V(0). The function V() defined
on R, by V(k) = V(k) if k > 0 and V(0) = V(0+) is continuous. Then
the continuous function

u(c) + gu(d) +yV

(f(k)_cl:ui/(l+n)>
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attains its upper bound. Taking a limit point'® (¢, d) of the sequences
that maximize our objective for a sequence k > 0 tending to 0, we obtain

f(0)—¢c—d/(1+n)
1+n '

VO+) = @)+ Luld) + (), =

* If >0, then V(¥) = V(X) and V(0+) = u(®) + Lu(d) + yV(¥) <
V(0).

* If& =0,then V(x) = V(0+) and thus V(0-+)(1 — y) = u(¢) + Lu(d).
As the constant trajectory (¢, d) and k = 0 is feasible from k = 0, we
have

V(0) > Z % (u(c) + u(d)) ! i (u(c) + u(d)) = V(0+).

We thus obtain, in the two cases, V(0+) < V(0), which implies the con-
tinuity of V at 0: V(0+) = V(0).

2. The maximum of the continuous and strictly concave function (2.13) is
attained at a unique point (c*(k), d*(k)) € R%,. Let us show that

=)

(k) = (f(k) (k) —

is monotonic:

e If x*(k) > 0, the maximum is attained at an interior point and the
function V is differentiable at x*(k). As in proposition 2.9, we deduce
that x*(k) is increasing, as well as ¢*(k) and d* (k). It results that x*(k)
is positive for all ¥ > k.

e If x*(k) =0, we have, for all ¥ > k, x*(k') >0, and thus x*(k") >
x*(k). The function x* is thus non-decreasing: It could be nil on an
interval that contains 0. As ¢*(k) + 11 d*(k) = f(k) on the interval
where x*(k) = 0, and as the maximization of the objective at given
Xx* gives

' (c* (k) =

PLED (k.
14

c¢* and d* are increasing functions of k.
3. The last step is to show that V(k) is strictly increasing. We have

V(k) = u(c*(k)) + gu(d*(k)) + V(" (k)).
For k¥ > k, ¢’ = c*(k) + f(kK') — f(k)is feasible with d' = d*(k) and

1 A W
X :1+n<f(k’)—c —1+n)—x(k).

19 For a definition of limit points, see appendix A.2.4.
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We thus have
V(K) > u(c) + gu(d’) +yV(x') > V(k),
as u(c") > u(c*(k)). n

Asin section 2.3.3, the monotonic dynamics obtained from the Bellman equa-
tion are the ones of the optimal path when an optimal path exists. The existence
is guaranteed under the assumption A6.

Proposition 2.17 (Existence of the optimal path when f(0) > 0)

Under the assumptions H1, H2, A6, and A7, the path starting from ky defined
by the policy functions defined in proposition 2.16 is the optimal solution to the
planning problem.

Proof: The proof also results from proposition A.13 of appendix A.4.1. N

2.6.2 Application: The Optimal Speed of Convergence

When the capital stock is far below its long-run level, should the economy
invest massively by refraining consumption in order to grow quickly or, on
the contrary, should the pace of convergence be slow? The answer depends
crucially on household preferences. Let us consider an economy with a CIES
utility function and a CES production function with the numerical values of
section A.52: p=1,a =1/2, A=20 (i.e., f(k) =40k/(1+ k)),3=03,n=
1.025% — 1. Assuming further that y = 0.99.

We now investigate the effect of different inter-temporal elasticities of sub-
stitution on the dynamics. Notice that o does not affect k,, which depends
only on demographics and technology.

From the simulation results presented in table 2.1, it appears that o isrelated
to the speed of convergence. For a very high o (¢ = 10), the stock of capital
quickly comes very close to its stationary state. On the contrary, for low o
(o = 0.2), convergence is quite slower. The rationale for this is the following:
To converge optimally, the planner lowers the first-period consumption for the

Table 2.1. Convergence of k;

. ki
Time

t c=02 o=1 o0=10

3.000 3.000  3.000
3.205 3291  3.338
3.291 3337  3.345
3.324 3344 3345
3.345 3345 3345

g L~ o
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benefit of investment, compensating each generation with a higher consump-
tion when old (made possible by more capital and hence production). When o
is low, households lose utility from this postponement of consumption, and it
is expensive in terms of welfare for the planner to foster capital accumulation
at a high rate.

2.6.3 Application: Rise in

To illustrate the use of the phase diagram we consider the effect of a rise in the
individual discount factor, reflecting the fact that agents put more weight on
the utility when old.?’ We compare, using the phase diagrams, the response of
the competitive economy with that of the central planner in the face of such a
shock.

Assuming a unique positive steady state in the competitive economy (left
panel of figure 2.9), it is straightforward to show, using equation (1.9), that the
increase in f raises the savings rate; this shifts the transition function g(k;),
reflecting the fact that the propensity to save out of income has increased.
The rise in savings lead to a rise in investment, and the capital stock increases
during the following periods, converging to a new, higher steady state. The
increase in the stock of capital hurts the first generation after the shock, who

Increase in 3

ki1 g

h

glke)

kf kt

Figure 2.9. Rise in the individual discount factor. Following a rise in the individual
discount factor, the steady state capital stock increases in the competitive economy,
but not in the planned economy.

20 This could, under several assumptions, reflect an increase in life expectancy; see Ehrlich
and Lui (1991). For a treatment of life expectancy in a discrete time overlapping genera-
tions model, see Chakraborty (1999), Blackburn and Cipriani (2002), and Zhang, Zhang,
and Lee (2001).
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suffer a lower return on savings; if the economy is characterized by under-
accumulation of capital, the rise in capital benefits to all future generations
through anincrease in net production. Contrarily, if there is over-accumulation,
the rise in the capital stock decreases net production in the future.

In the optimal economy (right panel of figure 2.9) we have seen that the
planner allocates consumption between the two periods of life as a given in-
dividual would. All things being equal, the shift in g should lead to a rise in
consumption when old at the expense of consumption when young. This effect
is graphically reflected by an upward shift in the k1 = k locus.?! Moreover,
the g,+1 = q; locus remains unchanged. As a consequence, starting from the
modified golden rule, the dynamic effect of the rise in g is a sudden, once for
all increase in ¢ and no change in k. As g, = u'(¢;) f'(k:), there is a once for
all decrease in ¢, and a corresponding increase in d,. The new steady state
displays a higher level of consumption when old and the same level of the
capital stock. The adjustment to this new steady state is instantaneous. This
shows that the planner does not modify the tradeoff between the welfare of
the different generations. He will thus leave the stock of capital unchanged
and simply reallocate production between the young and the old households.

2.6.4 A Mixed CES-Linear Production Function

We take the standard two-period model with a logarithmic utility function
Inc¢; + BInd,;1 and a production function which consists of a sum of a linear
production function that does not use capital, F(K, L) = bL, and a CES pro-
duction function. This production function is rich enough to illustrate many
results derived in this chapter.

We chose the following particular values for the parameters: A = a/2, ¢ =
1/2, p = 1, which leads to the production function

ak
k=b+—.
f0=b+ 1%
The returns on capital and labor are given by
a ak?
"(k) = —, K=b+ - —=.
FO=armp W=t

This production function has the following properties:
Il{l_r)r%) f(k)=0b, kl_l)l}) f'(k) = a, kgrfoo f'(k)=0.

As in the case of a simple CES production function with high substitutabil-
ity, production is possible without capital; in contrast, however, the marginal
productivity of capital tends to 0 when capital tends to infinity.

2l This is an unambiguous effect, given the definition of the k;,; = k; locus.
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kt+l kt+1

kt kt

Figure 2.10. Competitive dynamics with f(k) = b+ #"k Examples with one and
three steady states.

In a competitive equilibrium, the dynamics are characterized by

B B ak;
e = A p) (“ i+ k,>2)'

Steady state equilibria can be obtained by finding the roots of a cubic equation.
Depending on the values of the different parameters, we can have one, two, or
three positive steady states (see figure 2.10). There exists at least one steady
state because w(0) > 0, and the curve starts above the 45° line.

Let us now consider optimal paths with this production function. The as-
sumption A6 hold for y < 1, as k; is bounded by k; s.t. (1 +n)k1 = f(k):

- 1 al_q b +a
kiv1 = b+ = .
o 1+n( 1+kt)<1+n
The assumption A7 also holds, as ¢ = d/(1 + n) = b/2 is feasible. Then, from
proposition 2.17, for any ky > 0, there exists an optimal solution (c}, d;, k)
which is monotonic. Moreover, since f'(+00) = 0, there are two possibilities
for the limit of the optimal trajectory:*?

o if 1% < f'(0) = a, then k; converges to the modified golden rule:

1 ({1+n ya
k = =1 = —1‘
r=1 ( % ) Vitn 7

o ify< %, then k; converges to 0, and then necessarily the investment
policy function is such that x*(0) = 0.

Let us show by a reductio ad absurdum that k} reaches O after a finite number
of steps when y < 1# Assume that k; > 0 for all ¢, i.e., the optimal solution

22 In the knife edge case 1% = a, the modified golden rule coincides with the corner steady

state. The optimal capital is positive at all dates and converges to 0.
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(glo)- ()2

According to (2.21) and (2.22), the optimal solution, if it is interior, is charac-
terized by

is interior. Note that

1 aks B a
K, = b L _(1+5)——— |,
= e - (1)) aarer)
I+ng
y a
The following inequality holds:

(14 k).

qr+1 =

1+n g 1+n

z(l + k) >

di+1 = q:-

As1+n > ay,we have thatlim g, = +oo. Using the first dynamical equation,
k; has a limit &* such that

ak =[(1+n)k* —b](1 + k),

which contradicts lim & = 0. This implies that the optimal capital stock should
be nil after a finite number of periods.

2.6.5 Optimal Growth in the Ak Model

The Ak modelis a model with the linear aggregate production function f(k) =
Ak.?® As stressed before, f(k) = Ak is a good approximation of a function
f (k) such that f'(+00) = A for large value of k, and it gives the optimal long-
run growth rate of the economy. Moreover, the production function f(k) = Ak
is a standard assumption in endogenous growth theory, in which the social
marginal return of capital (or more generally of the reproducible factors) is
constant.

There are two different interpretations of this model in the endogenous
growth literature. The simplest one is due to Rebelo (1991): the variable k
represents all production factors, which are assumed to be reproducible (like
physical capital and human capital). Another interpretation, proposed by
Romer (1989), relies on the idea of Frankel (1962). He assumes a standard
Cobb-Douglas production function for firm j:

Y; = AKS L™,

23 The Ak production function does not satisfy the assumption H2. Notice, moreover, that we
do not need strict concavity to study the sufficient and necessary conditions for optimality
(see appendix A.4.2, assumption B3).
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in which the productivity parameter depends on the overall capital-labor ratio:
A= A(K/L)",

i.e., the stock of knowledge depends on the amount of capital per capita in
the economy (through, e.g., learning-by-doing). When o + a =1 and when
the labor supply is constant and normalized to 1, we obtain the so-called AK
production function, in which the social return that takes into account the
external effects of the total capital stock is constant, but the private return
is decreasing.* The AK model stricto sensu with externalities is presented in
Romer (1989).

The following proposition characterizes the optimal solution when the util-
ity function is CIES.

Proposition 2.18 (Optimal solution with linear production)
Inthe case of alinear production function f(k) = Akand a CIES utility function
with elasticity o, assuming that the planner’s discount factor verifies

A\
v (i)

the optimal solution given an initial level of capital ky is the path (¢}, d}, ki, )i=0
growing at the constant rate
Ay \?
= — 1,
& (1 + n)

g AUEnlig ((14;14),3)”%.

14 L ({87

with

Y

Proof: We first consider the necessary first-order conditions for optimality.
Next we check the transversality condition and compute the initial value of
optimal consumption.

* Necessary conditions: With the linear production function, the Lagrangian
in period ¢ is

d,
Ly =u(c) + gu(dt) + )1/?:;11 (Akz —C = 1—;11) = qik:,

24 Frankel’sidea of the externality was first exploited in a dynamic general equilibrium model by
Romer (1986) (with increasing returns) and further popularized by Lucas (1988) (increasing
returns for the human capital).
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25

and the optimality conditions are

1 Yqi+1
u (Ct) = 1 _:_+n’
By = 291 2.27)
y ' (I+n)?
Y1 A _
1+n -

From (2.27), the shadow price g, admits a constant growth rate

1+n
Ay

17

which is negative if A < (1+n)/y, positive if A> (1+n)/y, or nil if
A= (1+n)/y. In the case of a CIES utility function,?® u'(c) = ¢~/7, it
is possible to obtain an explicit solution. With this utility function, the two
consumptions ¢; and d, grow at a rate g defined by

Ay \°
1 = 2.28
+8 <1 n n) ; (2.28)
and we have
1 [ea
¢ =cy(l+g) and df = ((Jr”)ﬂ) e,
14
Thus, total consumption per young person is
* 1 * * T 1 (1 + n)ﬁ 7
Ct+mdz=‘)co(1+g)t, with v:1+1—|—n<y ;
and the dynamics of the capital stock are
1 *
ki = m[Ak; —vep(1+8)']. (2.29)

Sufficient condition: There exists a unique value of ¢ such that the capital
stock k¢ in the solution to (2.29) grows at the same rate g as the consump-
tions:

ki=k(l+g) <= vg=[A-(1+n)(l+g)]k.

As is known, long-run growth with a balanced growth path can coexist with a special type
of utility function, namely the CIES type, for which marginal utility grows at a constant rate
(see, e.g., King, Plosser, and Rebelo (1990)).
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and thus this value of cjj is positive if and only if
A>1+n)(1+g). (2.30)

In addition, the condition (2.30) implies that the transversality condition
holds. Indeed,

t t 1+n ! t
Yaki =v'qo 1 ko(1+g)",
Y

and the limit of y'q; k; is equal to O when (1 + n)(1 4+ g) < A. Thus the path

under consideration is the planner solution if (2.30) holds. [ ]
Unbounded growths prevail if and only if y > £ In the case y < 4, which

corresponds to the case f'(0) = A < 1}#, capital and consumptions decrease

along the optimal path at a constant rate g < 0 and converge to 0. Only in
the case y = 1% does there exist a stationary solution: this is the case where
g = 0 in the preceding study, and for all &y, the constant solution defined in
the proposition is the optimal path.

Notice finally that the condition (2.30) is also equivalent to the convergence
of the objective function. Indeed, the growth factor of the discounted utility is

1o 1+n
rA+e) " =yt by @28)

_(+g)d+n)
= I ,
which is smaller than 1 if and only if (1 + »n)(1 + g) < A.

Intuitively it is clear that the growth rate of capital, if it is constant, is
necessarily equal to the growth rate of consumptions. If it is larger, there is
a loss of feasible consumptions. If it is smaller, then the capital stock would
become negative.

2.7 CONCLUSION

In this chapter, we have first analyzed one of the main issues of overlapping
generations models, namely, the possibility for competitive equilibria to be
suboptimal. The specificity of our approach was first to carefully distinguish
efficiency issues (extending the production frontier to an infinite horizon setup)
from welfare issues (discussing the allocation of total consumption among all
generations). Second, all the propositions, including the first welfare theo-
rem, are provided for inter-temporal equilibria, not only for stationary state
equilibria.

The problem of the planner is a problem of optimal control in which the
existence, uniqueness, and characterization (monotonicity and convergence)
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of the solution do not rely on the study of the local dynamics, but on the very
nature of the optimal growth problem itself (concavity and boundedness of
the objective). Moreover, the dynamical properties arising from the saddle-
point local property are consequences of the existence and uniqueness of the
optimal path.?®

We have studied the value function associated to the problem of the planner
and its properties. We have also provided a local analysis when there exists a
stationary state, and a characterization of the optimal solution when growth
is unbounded.

26 More generally, the uniqueness of the solution, which results from the strict concavity of the
problem, implies that the stationary state is either a saddle or a source.
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Policy

The overlapping generations model provides an interesting toolkit to analyze
various types of policies. In particular, it is the requisite tool for studying
intergenerational distribution issues, such as the design of pension schemes.
In this chapter, we devote our attention to different balanced budget policies
for which an overlapping generations setup is of significant interest. Policies
associated with public debt will be considered in chapter 4.

In a first section, we introduce lump-sum transfers in the competitive model
of chapter 1 and study the policies designed to decentralize the allocation
chosen by the benevolent planner. We show that any Pareto-optimal allocation
can be decentralized with lump-sum transfers (Second Welfare Theorem).
In the second section, the equilibrium with lump-sum transfers is used to
study pension systems. The fact that transfers to the old are positive in a
pension system allows us to further characterize the equilibrium and discuss
the effect of pensions on capital accumulation. The third section is devoted
to the study the role of government spending. We analyze, in section 4, the
problem of financing such spending when the government cannot use lump-
sum taxes (second-best policies). In section 5, we provide some applications
and extensions.

3.1 LUMP-SUM TRANSFERS AND THE SECOND WELFARE THEOREM

3.1.1 Equilibrium with Lump-sum Transfers

We extend the model of chapter 1 and assume that there is a transfer system.
There are lump-sum taxes a, bearing on the young generation, and —z, bearing
on the old generation. The tax a, can be either positive or negative, but should
remain smaller that the income of the young. For the generation born at time
t, the first-period budget constraint is

Wy —ay = ¢ +Sl, (31)
129
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and the second-period budget constraint is
diyy = Risi+ 240

in which z{ , is the expected lump-sum transfer when old, and R;_, is the
expected interest factor.

The budget of the system that organizes the transfers should remain
balanced:

Na, =Nz < z={+n)a.
The optimal savings of the representative individual are
s; = argmaxu(w, —a, —s) + Bu(RS, s + 25 ,1).
and thus, for an interior solution,

u(wg —a, — 1) = BR U (Ry 450 + Zte+l)'

The Savings Function. We define
§(w1, wy, R) = argmaxu(w; —s) + Bu(w; + Rs), (3.2)

which are the optimal savings of a household receiving a first-period income w;
and a second-period income w,. The function § is defined for positive interest
factor and life-cycle income (i.e., R > 0 and w; + w,/R > 0) and satisfies

—? -
— < § < w.
R

This inequality ensures that both consumption levels are positive:
¢ >0 and d>0.

There is a simple relation linking savings with first- and second-period income
(8) and savings with first-period income only (s). Indeed, the expression

u(w; —s) + Bu(w, + R s)
is equivalent to
w(ont T (e R)) (Rl )

from which we deduce that
w) . (27)
s(wl-f-f,R) —S(wl,wz,R)-f—f. (3.3)

Hence, to compute the savings with a second-period income, §(w1, @z, R), we
can take the standard savings function of chapter 1 defined over the life-
cycle income s(w; + w2/R, R) from which we subtract the discounted second-
period income w;/R. This allows us to characterize easily the properties of
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5(-). Indeed,

~/ /
5, =s, >0,

12
1

S;L/uz = E(S;V—l)<0,

~/ / a)z !

Sk =S+ ﬁ(l —8)-

The effect of the first-period income on savings is positive, as in the basic model
of chapter 1. As expected, the effect of the second-period income on savings is
unambiguously negative. Indeed, the need of savings is reduced by an increase
in the second-period income. The effect of the interest factor is more complex
to study. In particular, if the second-period income is positive (negative), then
§, > sk (8, < sk), and savings react more positively (more negatively) than in
the standard model.

The Temporary Equilibrium. The temporary equilibrium can now be de-
fined as:

Definition 3.1 (Temporary equilibrium with lump-sum transfers)
Given the variables {s,_1, I,_1 = N,_15,_1} from the previous period, the current
transfer a,, the expected rate of return on savings R¢ ., and the expected future

T+
transfer zj _,, the temporary equilibrium at period t with lump-sum transfers is

defined by
1. the wage rate w, and the gross rate of return R,, satisfying
wy = w(k),
Ri=Ff /(k,),
2. the aggregate variables K, L, Y,, k;, and I, satisfying

ki = Ki/Ni = L1/ N;,

L =N,
)/t - Mf(kt)s
I; = Ns,,

3. the individual variables c,, s;, and d,, satisfying
Ct =Wy —ay — 8,
s =§(w(k) —ar, 25,1, Rf 1),

di = Risi—1 + %,
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4. and the lump-sum transfers z;, satisfying

z = (1 +n)a,.

The temporary equilibrium with lump-sum transfers exists and is unique if the
following two conditions are met:

¢ The consumption of the old is positive:
f/(kt)st,] + (1 =+ n)at > O,

which imposes a condition on a, (lower bound).
* Savings are defined if the life-cycle income is positive:

21
w(k;) —a; + R’% >0,
t+1
which imposes a condition on expectations.
At this temporary equilibrium, investment is positive if and only if s, > 0,
which imposes another necessary condition on the tax level a, (upper bound):

a; < C()(k[)
Moreover, there is one additional condition on expectations to guarantee the
positivity of savings:

$(w(k) —ar, 7,1, Ry, ) > 0.

The Inter-temporal Equilibrium. The inter-temporal equilibrium with perfect
foresight is obtained as a sequence of temporary equilibria with positive invest-
ment by imposing the equality between savings and investment and between
expectations and realization.

Definition 3.2 (Inter-temporal equilibrium with lump-sum transfers)

Given an initial capital stock ky = Ko/ Ny and a sequence of lump-sum trans-
fers (a;);>0, an inter-temporal equilibrium with perfect foresight and lump-sum
transfers is a sequence of temporary equilibria that satisfies, for all t > 0,

(A +n)kiy1 =5 (w(k) — ar, 271, Rf,1) > 0,
Rze+1 = Rt+1 = f/(kH-l)v
g =0+ n)a.

Hence, at the inter-temporal equilibrium with perfect foresight, the stock of
capital of period ¢ + 1 should verify the following implicit equation:

(14 n) k1 — 3(w(k) — ar, (1 + n)ar, f/(kie1)) = 0.

To analyze the existence of such an equilibrium, we follow the same strategy
as in chapter 1. However, compared to chapter 1, there are restrictions on
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taxes for the net wage to be positive and for savings with perfect foresight to
be defined and positive.!

Considering a given net wage w > 0 and a transfer z, we look for a capi-
tal stock k such that the expectations of the rate of return R(k) = f'(k) will
lead to a savings decision §(w, z, f'(k)) corresponding to the level of capital
accumulation. In other words, given w > 0 and z € R, we wonder whether it
is possible to solve for k, the equation

Alk,w,2) =1 +n)k—35(w, z, f'(k)) =0.

Itis enough to prove that A(k, w, z) takes values of opposite sign on one inter-
val of k’s for which it is defined. Indeed, when this is the case, the continuous
function A(k, w, z) will necessarily take the value 0 at some positive k.

We look for a k > 0 such that A(k, w, z) = 0. For such a &, we clearly have
§ > 0. The function A is defined only if k satisfies

z
W+W>O,

i.e., if the life-cycle income is positive. Let us now consider the two possible
cases depending upon the sign of z

e Casez < 0: Since§ < w, A(k,w, z) > Ofor (1 + n)k > w. Values of klarger
than w/(1 + n) cannot be solution to A(k, w, z) = 0. On the one hand,
A(k, w, z) is defined for 0 < k < w/(1 + n) if and only if

7> —wf’ (1—w’—n>.

On this set savings are positive (case of negative transfer to the old). We
next study the value of A at the bounds of the interval (0, w/(1 + n)]. We
have for k= w/(1 + n)

w w
Al — =w-—3F ! 0.
<1+n’w’z) " s<w’z’f<1+n>>>

On the other hand, §(w, z, f'(k)) = s(w, f'(k)) as z < 0. Hence, we have
for k € (0, &

> 1+n

Alk,w,z) < (1 +n)k—s(w, f'(k)).

As we have seen in chapter 1, the right-hand side becomes negative when
k approaches zero. Consequently, as 0 > z > —w f'(w/(1 + n)), A(k,w, 2)
is equal to zero for some k > 0 such that 0 < k < w/(1 + n).

e Case z > 0: The functions § and A(k, w, z) are defined for all k£ > 0. On
the one hand, considering k = w/(1 + n), we deduce from §(w, z, f'(k)) <
w that A(k,w,z) > (1+n)k—w =0. On the other hand, there exists
k > 0 sufficiently close to 0 such that s(w, f'(k)) > (1 + n)k. Fixing such

1 With perfect foresight, there is no longer a condition for the positivity of the consumption of
old people, except for the first period.
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a value of k, denoted k°, the same inequality holds with the func-
tion §: §(w, z, f'(K°)) > (1 +n)K° for small z, i.e., z < z°. Hence, A(K, w,
z) < 0, and there exists, for 0 < z < 7%, a k > 0 such that A(k,w, z) =0.

This proof simply reflects the fact that we cannot make any transfer. When z
is too large, the transfer to the old is so large that it could lead to § < 0. When
z is too negative, the life-cycle income becomes negative, and savings are no
longer defined.

The difficulty of the preceding approach with lump-sum transfers is that, in
the analysis of existence, a conclusion can be reached only for small values of
z. A more general study will be provided with z constant and positive in the
next section. A more complete study is possible in the following example.

Example: With a logarithmic utility function, In¢, + B1Ind,,;, the savings are
given by

1z
S 7( Wy —a) — —— .
1+8 1+ B Ry

We assume a Cobb-Douglas production function f(k;) = Ak%. At the inter-
temporal equilibrium with perfect foresight, the sequence (k;) should satisfy

P <Aa_ana ) G0 (34
1+ﬁ 1—|—n Al + B)ak” r+1

Equation (3.4) always admits a solution k,.; > 0 for all z,; if the net wage
is positive. Indeed, for all z € R, the function

(A +n)k =

zkl—oz
A(l + B

tends to 0 (+o0) when k tends to 0 (+o00). More precisely, when z > 0, this
function is increasing; when z < 0, it is first negative and decreasing for

(1-a)z
(1+n)AQ1 + B’

attains a minimum, and is then increasing. In all cases, it takes the positive
value Sw/(1 + B) for a unique value k > 0. But given a sequence of transfers
(z;), it is necessary to solve equation (3.4) in order to check at each step
that the conditions on transfers are verified. These conditions require a net
positive wage and a positive life-cycle income:

1+n)k+

kK < —

w(k — z<{0+nAl—-a)k’,
2t Zt+1
k > 0.
el - 7 (ki)

The solution k11 > 0 automatically implies positive savings.
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It is much simpler to analyze proportional taxes or transfers, with a, =
rawy or z = (1 + n)A,w,. Equation (3.4) then becomes

_ B (I +m)h1win
(1 + l’l)kt+1 = 1 T IB (1 )"t)wt

(1 + B)Ri
(- BA(L—a)(1—2)
ek (14 Gt ) = RS

The condition for a positive net wage is

For the sequence k;,, to be defined and positive (positive savings), one
needs

oc(1—|—,3)'

— (3.5)

Ayl > —

But, for savings to be defined, the life-cycle income should be positive,
which implies

A(l — a)kf‘(l — )"t) kt+l > 0.

n I+mrn(l—a)
o

Substituting &,.; and simplifying, one obtains

B

At B+

1 + (1 - a))\.[+1

The condition (3.5) implies that the denominator is positive, and the last
condition becomes?®

A - .
+1 > 1 —«
We note that this condition is more restrictive than (3.5), showing well the
importance of taking into account the theoretical restrictions on individual
behavior in addition to the existence of the solution of the dynamic equation
of k.
The final conditions on transfers proportions do not depend on k;:

o

<Aia <1 Vt.
—a

2 This condition is equivalent in this model to imposing the positivity of d;;; = A« K, (1+
n) + z;+1 > 0. This equivalence results from the relation d,11 = %R,_H Q; linking d,,1 and

the life-cycle income ;.
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3.1.2 The Second Welfare Theorem

After having studied the inter-temporal equilibria when the households are
subject to lump-sum transfers in the previous section, we analyze the de-
centralization of an optimal path by means of such transfers. Assuming
both that an optimum policy exists and that it converges to a steady state,
Atkinson and Sandmo (1980) show that a first-best allocation can be achieved
if the government can use lump-sum taxes. We now express a proposition stat-
ing that any feasible trajectory that satisfies (2.7) can be decentralized as a
competitive equilibrium. Applying this proposition to a Pareto-optimal tra-
jectory leads to the Second Welfare Theorem.

Proposition 3.1 (Decentralization of feasible trajectories)
For any feasible allocation with positive quantities (¢, d;, ki+1):>0 Starting at
ko = ko, which satisfies for all t > 0

W (&) = Bf (k) (i), (3.6)

there exists a sequence of lump-sum transfers (a,);>o such that this trajectory is
an inter-temporal equilibrium with perfect foresight.

Proof: Let us define our transfers in the following way, for all r > 0:

L do— fk)A+n)k

=1+n 1+n

d

)

which are the levels that allow the old people to consume d; at equilibrium.
Using the resource constraint, this implies

dr = f(k) =& = (L4 mkea = f'(k)ki,
and, with w(k) = f(k) — k f'(k),
d[ = C()(i{z) — ét — (1 + I’l)/}hq.
Consider any dates > 0. At the given capital stock k;, assume that the forecasts
are R, = f'(ki+1) and z{, | = Z41. The optimal choices ¢, df,;, and s, of
the households for period ¢ are characterized by arg max u(w(k,) — d;, — s,) +
Bu(Z | + RS, s1), 1€,
u(c) = f’(l}tﬂ)ﬂu/(a’tﬂ)v
¢ = a)(l}[) — d[ — 85 = 5[ + (1 + n)i([_‘_l — S,
df = Zi1 + f,(i‘ﬂrl)st = Jz+1 + f,(ictJrl)[St -( +”)ift+1]-

The unique solution of the above systemiss, = (1 + n)k;41,¢, = &, and d,4 =
d ++1. The assumed forecasts are thus perfect. Since this holds for all dates, the
given path is an inter-temporal equilibrium with perfect foresight. For the first
old generation, dy = (1 + n)Roko + Zo = do by definition of Z. |
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Although section 3.1.1 showed that not every transfer is necessarily compatible
with the existence of an inter-temporal equilibrium, the above proposition
states that there always exist transfers to decentralize a feasible allocation
that satisfy the arbitrage condition (3.6).

All Pareto-optimal trajectories are feasible and satisfy equation (3.6). As
a consequence of the above proposition, any Pareto-optimal trajectory can
be decentralized by the means of lump-sum taxes. As a particular case, the
planner’s problem can be decentralized.

Example: Let us compute the optimal transfer in the case of a log-linear util-
ity function and a Cobb-Douglas production function. From chapter 2 (section
2.4.1), we know that the optimal path is characterized by

v 1 1-— y
i - B(l+n) 1—ay Ak,
y 1+B8/y
v O[]/ v
ki1 = —— AKY.
141 1+n t

The transfer that ensures that the competitive d; is equal to 07, satisfies
d =0 +nRk+3%=d,
with
R, = aAlvc‘;‘fl.
Hence, we have

z:dr41+mﬁh=Aa+m<ﬁ“_“0—a)k,
y+58

which gives the optimal transfer as a function of the installed capital stock.
This transfer to the old is positive if and only if
A —ay)
—_— >
y+8

(i) (27)

On the contrary, if y is above this threshold, the optimal modified golden
rule level is relatively high and requires positive transfers to the young to be
implemented. To interpret this condition further, we consider the gross rate
of return at the competitive steady-state without transfer (see section 1.6.2):

a(l+8)
(1-a)p’

)

which is equivalent to

R=aAK ' =(1+n)
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Thus transfers to the old are positive when the interest rate in the com-
petitive economy without transfer is smaller than the modified golden rule
interest factor:

1
R<R, ="
y

or when k > k,, i.e., when the steady state capital of the competitive econ-
omy without transfer is larger than the modified golden rule level. Notice
that, when there is over-accumulation of capital in the competitive econ-
omy (i.e., R < 1+ n), the transfers to the old are positive for all y < 1.

In this example, the long-term condition gives the direction of transfers
at every point along the trajectory. Indeed, the transfers are a constant pro-
portion of income given by

(P )
t_(1+”)wz_ y+ B 1—a

3.1.3 The Direction of Optimal Transfers in the Long Run

In general we can have more than one steady state in the competitive economy,
and the direction of transfers can change along the trajectory. We study this
issue in the case where the optimal steady state k, exists (assumption A9).

At steady state, we first notice that optimal transfers are nil if the private
savings evaluated at the optimal wage w(k, ), and at the optimal interest rate
(14 n)/y are equal to optimal investment k&, (1 + n):

1
i=0 o §<w(ky),0,+n>:(1+n)ky.
Y

The difference

5 (a)(ky) —a,(1+n)a, 1;”) ~(1+n)k,

is decreasing in a. It is thus positive for a < 4. Hence, d is positive if and only
if the function § — (1 + n)k evaluated at a = 0 is positive:

1 1
i>0 o § (w(ky),O, +”> — (u)(ky), +”> > (1 +n)k,.
14 Y

Hence, in the case of positive optimal transfer to the old at steady state (¢ > 0),
we have s(-) > (1 + n)k,, which implies there exists a steady state in the com-
petitive economy without transfer that is larger than the modified golden rule.
Indeed, s(w(k), f'(k)) — (1 +n)k is positive for k =k, and becomes nega-
tive for large k. As a consequence of the preceding property, if there is no
steady state in the competitive economy larger than the modified golden
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L (+mk ky

s(w (k), f(k))

k k
Figure 3.1. The direction of transfers. When savings evaluated at the modified golden
rule are greater than (1 4 n)k, the optimal transfers to the old are positive (left panel).
When savings evaluated at the modified golden rule are smaller than (1 + n)k, the
optimal transfers to the old are negative (right panel).

rule, the optimal transfer to the old should be negative. This is illustrated in
figure 3.1.

3.1.4 Reversal of Optimal Transfers Over Time: An Example

We have seen in the previous section that in the example with Cobb-Douglas
production, logarithmic utility, and full depreciation of capital, the optimal
transfer is a constant proportion A of wages. This implies that the direction
of transfer is always the same along a trajectory. If we depart from these
assumptions, however, the direction of transfer can change along the trajectory.

To illustrate this point in a numerical example, we assume that the depreci-
ation rate of capital is no longer equal to one, but we keep the Cobb-Douglas
production and the logarithmic utility. We rely on the numerical method of ap-
pendix A.5.4 to compute the optimal path. We take the following parameters:
a=1/3,y =043, 8=03,n=1.025" — 1, A = 20. The value for y has been
chosen to have small transfers at steady state. Setting the initial capital stock
equal to ky = 1/3, the optimal path is presented in table 3.1 for two different
values of §. Both the optimal stock of capital and the optimal transfer as a
percentage of income of the young are presented. For § = 1, transfers are a
constant proportion of income, in conformity with the result derived above.
For § = 0.5, the optimal transfers are in favor of the old in the beginning of
the growth process and are in favor of the young at the end.

The rationality behind the reversion of optimal transfers is as follows. At the
competitive equilibrium, a lower depreciation rate increases the return from
capital and leaves the wage income unchanged. Since the utility function is
logarithmic, savings do not depend on the interest factor. Thus, a lower depre-
ciation rate, which increases the return from capital, only affects positively the
consumptions of the old households. The competitive path of capital without
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Table 3.1. Reversion in the Direction of Transfers

Time §=0.5 §=1

t Capital Transfer rate A, Capital Transfer rate A,
0 0.33 0.33

1 1.01 1.1% 0.95 2.8%

2 1.50 0.0% 1.34 2.8%

3 1.73 -1.0% 1.51 2.8%

4 1.82 -1.3% 1.57 2.8%

5 1.86 -1.5% 1.59 2.8%

00 1.88 -1.6% 1.60 2.8%

transfer is not affected. For the optimal solution, this implies a direct effect on
redistribution which decreases the optimal transfer to the old. In addition to
this redistribution effect, there is a production effect modifying the whole opti-
mal growth path; the higher level of gross production F(k;, 1) + (1 — 8)k;, leads
to an increase of all consumptions and savings. In our example, the redistri-
bution effect dominates with a significant drop in the transfer rate. Moreover,
with a depreciation rate lower than one, the weight of profits relative to labor
income increases with the capital stock. Indeed, we have
d(Rk)

dw
2 -1 _ _ _ -1
k= a” AT +1 -6, %= a(l— o)Ak,

and
d(Rk) > A+ (1 —8)k
dw a(l—a)A

increases with kfor § < 1. Hence, in the long run, the low § essentially benefits
the old households in the future, which can consume the part of capital that
is not depreciated. For the planner it is optimal to decrease the transfer rate
as time passes. In our example, this implies that the direction of the transfer is
reversed after some date.

3.2 PENSIONS

Overlapping generations models are an obviously appropriate setup to discuss
the effect of the pension system on the accumulation of capital. Two differ-
ent pension systems should be distinguished: in the fully funded system, the
contributions paid by the young individual at time ¢ are invested and returned
with interest at time ¢ 4 1 to the same agent. In the pay-as-you-go system, the
contributions paid by the young individual at time ¢ are used to pay pensions
to the contemporaneous old agents.

In his influential article, Samuelson (1975a) views pay-as-you-go pensions
as lump-sum transfers that can lead a stationary economy to the golden rule.
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Indeed, we have seen in the preceding section that if there is a steady state in
the competitive economy larger than the golden rule (over-accumulation), the
optimal transfer is a positive transfer to the old household. Interpreting this
transfer as a pension, Samuelson’s paper can be viewed as a positive theory
of pensions. However, the empirical evidence in favor of the existence of
over-accumulation is rather weak and controversial, which gives Samuelson’s
argument little weight.? This explains why many economists now argue against
the existing pay-as-you-go pensions scheme and in favor of a transition towards
fully funded systems.

In this section, we review the two main pension systems and provide analy-
tical tools to study economic dynamics under pay-as-you-go pensions.

3.2.1 Fully Funded System

In the model of chapter 1, assume that there are lump-sum taxes a, bearing
on the young generation, and that these taxes are invested and returned with
interest the next period. As a consequence, the capital stock of the economy
consists in private savings plus the reserves of the pension system:

Kiy1 = Nis; + Na.

For the generation born at time ¢, the first-period budget constraint is given
by (3.1), and the second period budget constraint is

diy1 = Ry, s: + R} a,.
The optimal savings of the representative individual are
s, = argmaxu(w, — a, — s;) + Bu(R{ 1 (s + ar)),
and thus verify for an interior solution
u(w, —a, —s,) = /SRfHu’( T s+ a[)).

The expressions; + a; plays the same role as s, in chapter 1, and optimal savings
are given by

sc=s(we, R ) —ay.

This equation shows that, at given capital stock, any increase in the contribu-
tions to the pension system is exactly offset by a decrease of the same amountin
private savings, as long as expectations remain unaffected. The consumptions
¢ and df | are unchanged.

3 In the presence of externalities, some authors have provided other mechanisms through which
pensions can still be Pareto-improving. These mechanisms rely on the existence of negative
externalities exerted by the old workers as in Sala-I-Martin (1996) or on financial market
imcompleteness as in Diamond (1977).



142 A Theory of Economic Growth

Thus, as in the model of chapter 1, the temporary equilibrium with fully
funded pensions exists and is unique. Notice that the first-period income
w(k;) — a; need not be positive as long as capital markets are perfect, allowing
individuals to borrow against their pension rights, which would then entail
negative private savings.

Investment a; + s, is unchanged from chapter 1; likewise the next-period
capital stock and the perfect foresight of the interest factor. The inter-temporal
equilibrium with perfect foresight is obtained as a sequence of temporary
equilibria by imposing the equality between savings and investment:

A +n)ky1 = s +ay,
= s(o(k), f'(kit1)) > 0.

Hence, at the inter-temporal equilibrium with perfect foresight, the stock of
capital of period ¢ 4 1 should verify the same implicit equation as in chapter 1,
and the two equilibria are equivalent (Samuelson (1975a)).

Proposition 3.2 (Fully funded pensions)
Provided that capital markets are perfect, the fully funded pension system affects
neither capital accumulation nor consumptions and welfare.

Asthe rate of return provided by the pension funds is equal to the one provided
by private savings, the two forms of savings are perfect substitutes. Any change
in contributions is perfectly offset by a change in private savings, and the
aggregate capital stock is left unaffected.

In the above model, private savings s, = s(w;, R, 1) — a; are negative if the
pension rights are very high. In this case, the young individual borrows against
his pension rights. If credit markets are imperfect (see section 1.8.7), future
pension rights cannot be used as collateral. In this case, young individuals will
not be able to borrow, and we should impose the additional constraint

s, > 0.

In this case, the neutrality result can obviously break down. In a model with
heterogeneous households, neutrality is obviously broken if at least one agent
is constrained on capital markets (see Belan (1997)).

Let us finally remark that a fully funded system with perfect capital markets
does not imply any transfer between individuals. In the case of heterogeneous
households, we can introduce intra-generational transfers by breaking the link
between individual contributions and pensions, in which case the fully funded
system will no longer be neutral.
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3.2.2 Pay-as-you-go System: Existence of Equilibrium

The equilibrium with a pay-as-you-go pension system is equivalent to the
economy with positive lump-sum transfers. We consider a sequence of transfers
to the old households (a;),>o such that

z=014+n)a >0 Vt.

An inter-temporal equilibrium with perfect foresight starting at &y is charac-
terized by a sequence (k;),>0, which verifies, for all z, k; > 0 and

Ak, k1) = (1 + )k = S(o(k) = ar, U +n)acsr, f'(kia)) =0. (3.7)

At such an equilibrium, savings are necessarily positive and hence the first-
period income is positive:

v,  w(k) > a. (3.8)

Equation (3.8) is thus a necessary condition for the existence of the inter-
temporal equilibrium k;.

Contrary to the general case of lump-sum transfers studied in the previous
section, the function A;(k;, k;,1) is necessarily defined for a sequence &, > 0
that verifies (3.8), as the life-cycle income

(1 +n)ar
f'(key1)

is positive. This results from equation (3.8) and from the hypothesis of positive
transfers to the old, a,.1 > 0.

The central issue is now to study the sustainability of a given pension pol-
icy. A policy (a,) is said to be sustainable if the corresponding inter-temporal
equilibrium exists. A policy which leads to a point in time where the income
of the workers is negative is not sustainable. We shall associate to a given
policy a threshold k(a) on the initial capital stock above which the policy is
sustainable. We will call it the smallest sustainable initial capital. If the econ-
omy has k, < k(a), it is led to a situation where taxes will become larger than
the income of the young households.

To analyze the issue of sustainability, we first introduce a lemma stating
that if, for an arbitrary path of capital, savings are always higher than or
equal to the investment needed to sustain this path, then there necessarily
exists an intertemporal equilibrium with a trajectory of capital higher than
the arbitrary path.

a)(k,) — a; +

Lemma 3.1

We (k;);=0 be a sequence with A,(k;, k;11) < 0 and w(k;) > a;, Vt > 0. Taking
ki = ko, there exists an inter-temporal equilibrium (k;);o, such that k; > k;
holds Vt.



144 A Theory of Economic Growth

Proof: The proof is by induction. Assume k, > k; (which holds at t = 0). As
Ai(ki, k4 1) <0 and A, is decreasing with respect to its first argument (the
derivative is —§/, ' <0), we have A,(k;, k;4+1) <0. Moreover, A, (k], k), which
is defined for k > 0, verifies

lim A[(k;, k) = +OO,
k——+00

as § is bounded above by w(k;) — a;. We deduce by continuity that there ex-
ists k), > k41 such that A,(k, k) = 0. This argument can be applied by
induction for all > 0. |

We now define the lowest sustainable initial capital and show in the next propo-
sition that it determines a threshold above which an inter-temporal equilibrium
exists.

Definition 3.3 (Lowest sustainable initial capital)
Given (a;,);>0, the lowest sustainable initial capital stock k is the lower bound of
the set of initial capital stock such that there exists an inter-temporal equilibrium:

k=1inf{ky > 0; there exists (k;);>0 solution to (3.7)}.

When for all ky > O there exists no solution (k;)i>o to (3.7), we define k = +o0.

Proposition 3.3 (Existence of inter-temporal equilibrium with pensions)
Forall ky > k, there exists an inter-temporal equilibrium with initial capital stock
ko. For all ky > 0 such that ky < k, there exists no inter-temporal equilibrium
with initial capital stock k.

Proof: The non-existence for ky < k results from the definition of k.

Let us take k, > k. We show that there always exists an inter-temporal
equilibrium starting at k). Indeed, by definition* of k there exists another k
such that k < ko < kj,, and there exists (k; );»o starting from kg solution to (3.7):
A ¢(k:, k;11) = 0 Vt. Then, following Lemma 3.1, there exists an inter-temporal
equilibrium (k;)>o starting at k;, for which &, > k, vt. |

3.2.3 Pay-as-you-go Systems with Constant Pensions

To obtain further results on competitive equilibria with pensions, we consider
the case of a constant transfer z = (1 4+ n)a > 0 and study its effect on the
lowest sustainable capital. We look at the inter-temporal equilibrium with
perfect foresight starting at ko, i.e., the solution to

Aa(ke, ki) = (1 4+ n)ksy — 5(o(k) — a, (1 +n)a, f' (k1)) =0.  (3.9)

4 Given that ks the lower bound of a set, there exists ky < k;, belonging to this set.
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We denote by k(a) the lower bound of the set of sustainable initial capital
stocks. With constant transfers, we have the additional property that the equi-
librium trajectory will remain above k(a): Vt, k; > k(a). Indeed, if k; < k(a)
for some ¢, then the sequence starting from ¢ is a solution to (3.9), which is
excluded by the definition of k(a). Let us now characterize the function k(a).

Proposition 3.4 (Lowest sustainable initial capital and pensions)
The lowest sustainable initial capital k(a) is non-decreasing with respect to a.

Proof: Leta; < ap. If k(ap) = 400, we obviously have k(a1) < k(az).

If k(a,) is finite, let us consider k > k(a,). Then there exists an inter-
temporal equilibrium (k; );>o With A, (k;, k1) = 0and ky = k. As Ay (ki kit1)
is an increasing function of a (its derivative is §;, — (1 + n)s;, > 0), we have
vVt=>0

Ag (ki keyr) < 0.

We can apply Lemma 3.1 at k, = ky = k: there exists an inter-temporal equi-
librium with A, (k;, k;, ) = 0 V¢. Hence, we deduce that k(a;) < k. We have
shown k > k(a;) = k > k(ay), which implies k(ay) > k(ay). |

Notice that, as we shall see in the next example, the function k(a) is not nec-
essarily continuous. The function k(a) can now be used to prove that there is
a highest sustainable transfer above which no equilibrium exists.

Proposition 3.5 (Highest sustainable transfer)
There exists a finite threshold a > 0,

a = supf{a > 0; k(a) is finite},

such that for a < a, k(a) is finite, and for a > a, k(a) is equal to +00, i.e., no
inter-temporal equilibrium exists.

Proof: We first prove that k(a) is +oo for large a. There exists k such that
Vk > k, w(k) < (14 n)k, since limy_, ;o w(k)/ k= 0. We shall show that for
a = w(k) we have k(a) = +o00. We use a reductio ad absurdum: assume that
there exists an inter-temporal equilibrium (k;) with transfer a = w(k) (w(k)
is the maximum long-run feasible wage, i.e., when wage income is entirely
invested):

(I +n)kis1 = 3(w(k) —a, (L +n)a, f'(kit1)).

We have then w(k;) > a = w(k), k > k, and o(k;) < (1+ n)k, by definition
of k. Thus, we have

A+nmky <olk)—a<olk)<(1+n)k,
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which implies k1 < k. The sequence k; is decreasing and admits a limit
ke > k, since Vt, k, > k. This limit verifies w(kx) < (1 + 1)k, and

A+ n)ks =5(w0(koo) —a, (1 + n)a, f'(kx)) < w(ks) —a
< (1 +n)ks —a,

which is impossible. Thus, k(a) = +oo for a = w(k) and for a > w(k). As a
consequence, @ < w(k).

By definition of the bound @, we have for a > a, k(a) = +o00. For a < a,
da’, a < a’ < a, such that k(a’) is finite. Then, as k(a) is non-decreasing,
k(a) < k(a’) < +o00, and k(a) is finite. |

We now introduce assumption H3a, which corresponds to H3 without transfers
and ensures that the inter-temporal equilibrium is unique. This assumption is
made for a given a > 0, such that k(a) is finite.

Assumption H3a.
For all k, k' > 0 such that k > k(a) and k' > k(a),
AN, (k, k)
Ak, K)=0 — 2 >0,
(k. K) Y
with

Ay(k, K) = (1 +n)k —3(w(k) —a, (1 +n)a, f'(K)).

Notice that H3a holds under the assumption A4:

A (k, K
%=1—|—n—§}ef”>1+n—s,§f”=A’k>0 for s > 0.

By definition, we know that there is no trajectory starting to the left of k(a).
Under H3a it is moreover possible to show that k(a) is the smallest positive
steady state (see figure 3.2).

Proposition 3.6 (Smallest steady state)
Under assumption H3a, when k(a) is positive and finite, it is the smallest positive
steady state of the dynamics (3.9).

Proof: Every positive steady state k* verifies A,(k*, k) = 0. Then there exists
an inter-temporal equilibrium k, = &* for all # > 0, and thus &* > k(a).

Let us consider a sequence of initial conditions ky; > k(a) which converges
to the lowest sustainable initial capital: lim;_, o, ko; = k(a). For each of these
initial conditions, there exists an equilibrium (k;; );>0, and thus A, (ko;, k1;) =0
with ky; > k(a). To show that k(a) is a steady state it is sufficient to show that
the sequence (ky;):>0 converges to k(a) when i goes to infinity. This sequence
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kia) ke ka) ke

Figure 3.2. The lowest sustainable initial capital: In the left panel, the lowest sustain-
able initial capital is represented in a case where H3a does not hold. In the right
panel, H3a holds and the lowest sustainable initial capital is the smallest steady state.

is bounded because (1 4+ n)ki; < w(ko;) — a and admits a limit point k; which
verifies A, (k(a), k1) = 0.

We next show by a reductio ad absurdum that k; > k(a) is not possible.
If ki > k(a), then the assumption H3a implies that there exists k|, k(a) <
ki < ki, such that A,(k(a), k}) <0, because A, is increasing near k; in its
second argument. By continuity we have A, (kj, k) < Ofor kj < k(a), ki near
enough k(a). Moreover, there exists k| > k| > k(a) such that A(ky, k{) = 0.
As k| > k(a), there exists an inter-temporal equilibrium starting from &7, and,
as A(kj, k) = 0, there exists also an inter-temporal equilibrium starting from
ki, which contradicts k; < k(a). Hence,

Aq(k(a), k(a)) =0,

and k(a) is the smallest positive steady state. |

Concerning the local stability of the smallest steady state we have the following
result: as there exists no inter-temporal path starting from ky < k(a), the steady
state k(a) is necessarily unstable from the left. But it may happen, when k(a)
is non-hyperbolic, that the steady state is stable from the right. k(a) is thus
either unstable (right panel of figure 3.2) or non-hyperbolic with stability on
the right-hand side (figure 3.3).

We illustrate the above results in the following example.

Example: Let us take a logarithmic utility function and a Cobb-Douglas pro-
duction function. The dynamics are given by equation (3.4):

(1 + n)a 1—a

Ag(ke, k1) = (L +n)keyr — L[(1 — o)Ak — a] + m 1 -

1+
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[ k@) ki
Figure 3.3. Non-hyperbolic smallest steady state.

For a > 0 we have a > »(0) = 0, and the lowest sustainable initial capital
k(a) > 0 is finite or equal to +oo. Either there exists at least one steady
state and k(a) is the smallest one, or there does not exist a steady state
and there is no inter-temporal equilibrium with pension a. The steady states
are solutions to A, (k, k) = 0:

L BU-o) AR — 1+ B4k _

. = d(k).
ﬁ + %kl—a
The function d(k) is defined and continuous on R, and d(k) > 0 for
B(l—a)A )
O<k<|——"— .
whe ((1 +A1+n)

Its derivative d’'(k) has the sign of

2 2

af?(1 —a) At — (1 +n) (a + B+ a _a“) ) _d+ ’3)2 +n) K,
which is decreasing in k from +oo to —oco. Hence the derivative of a(k) is
equal to zero for some k > 0, and d(k) attains there a maximum a. Given
these elements, we deduce that for 0 < a < a there are two steady states
k(a) and k(a), which are solutions to @(k) = a and, which verify 0 < k(a) <
k(a). For a = a there exists a unique steady state k, and we have k(@) = k.
For a > a there is no steady state and hence no inter-temporal equilibrium.
The point a is called a tangent bifurcation (see appendix A.3.5). Figure 3.4
presents the bifurcation diagram for the parameter a.

The interpretation of the tangent bifurcation point in terms of sustainabil-
ity is clear: pensions greater than a are never sustainable, whatever the initial

stock of capital. Pensions a smaller than a are sustainable provided that the
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k(a)

k(a)

a a
Figure 3.4. Bifurcation diagram for a: For 0 < a < a there are two steady states k(a)

and k(a). For a = a there exists a unique steady state k. For a > a there is no steady
state. The point 4 is called a tangent bifurcation.

economy is endowed with an initial capital larger than k(a). A numerical
example is provided in appendix A.5.3.

To be able to further analyze the effect of pensions on equilibrium we introduce
the following definition.

Definition 3.4 (Pension—capital compatibility set)
The compatibility set D, is the set of pairs (k, a) such that there exists an inter-
temporal equilibrium with transfer a and initial capital k.

In formal terms, the set D, issuch thata > 0, k(a)is finite, k > 0,and k > k(a):
D, = {(k.a) e R%; k> 0and k > k(a)}.

For k > k(a), this results from proposition 3.3. Assuming H3a, for k = k(a) >
0, k(a) is the smallest positive steady state (proposition 3.6), and this implies
that there exists an inter-temporal equilibrium with initial stock k(a).

A property of D, is the following one: for a pair (k, a) belonging to D,
we have that any pair (£, ") with higher capital and/or lower transfer, i.e.
k' > kand a’ < a, also belongs to D,. Indeed, according to proposition 3.4,
k(a') < k(a) and thus k' > k > k(a) > k(a’).

Proposition 3.7 (Uniqueness of trajectories)

Assume H1, H2, and H3a for all a such that k(a) is finite. Then, for any (ky, a) be-
longing to the compatibility set D, there exists a unique inter-temporal equilib-
rium with pension a and initial capital stock ky. This equilibrium is characterized
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by the sequence of capital stocks k, defined by the difference equation
Ao(ki, k1) =0 & ki1 = g(ks, a).

The function g is defined in D, and is increasing with respect to k; and decreasing
with respect to a. It is continuously differentiable at any interior point of D),
and its partial derivatives verify g, > 0 and g, < 0.

Proof: g is defined: By definition, for (ko, a) € D), there exists one inter-
temporal equilibrium with transfers, (k; ),>0, with initial stock k;. We thus have
A, (ko, k1) = 0, and the solution k; = g(ko, a) of A,(ky, k1) = 0 is unique fol-
lowing assumption H3a.

g is increasing in k: For kj > ko, we have A,(kj, ki) < 0, as A, is decreas-
ing with respect to its first argument. Moreover, as limy_, o0 Aq(kp, k) = +00,
there exists k| > k; such that A,(kj,, k) = 0. The uniqueness of this solution
(assumption H3a) implies g(k, a) = k| > ki = g(ko, a).

g is decreasing in a: Similarly, for a’ < a we have A, (ko, k1) <0, as A, is
increasing with respect to a, and we deduce that g(ky, a’) > ky = g(ko, a).

g is differentiable: Finally, at the interior of D, we may apply the implicit
function theorem to equation A,(k;, k1) = 0 and deduce by differentiation
the sign of the partial derivatives of g(k;, a). |

The function g allows to characterize the inter-temporal equilibrium with
transfer a. The dynamics of k; are monotone and bounded. They converge
either to 0, which is possible only if k(a) = 0, or to a steady state.

3.2.4 Capital Accumulation and Pay-as-you-go Pensions

As already stressed in Feldstein (1974), the most obvious effect of the pay-as-
you-go pension system is to reduce the amount of savings during the working
years by providing income during retirement. This standard partial equilib-
rium result at given prices is derived at the temporary equilibrium by com-
puting a simultaneous shift in current taxes and in the expected future pen-
sion, dzy,; = (1 +n)da,, but with fixed expectations on the interest factor
dry,, =0.

Proposition 3.8 (Individual savings and pay-as-you-go pensions)

Consider a temporary equilibrium with a pay-as-you-go pension system and
fixed expectations of Ry . A simultaneous drop in the expected future pension
zf_H and in contributions a;, with dsz = (1 + n) day, increases private savings. It
increases private savings more (less) than proportionally if the expected interest

factor is smaller (larger) than the growth factor of the population.
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Proof: Savings are given by
st =38 (Wt =, %, te+1) )
and we have
ds; = —5,, da, +3,, dz/,,,

ds, = =), da; +3,,(1 + n) day,

ds; 1+n
— =y | 0.
doy = SO <
Moreover,
d 1
el P PEN 1-s,) +n>1—s£v < R{ <1l+n. [ ]
da R/

The above result concerns the partial equilibrium effect of pensions on sav-
ings. It is consistent with the empirical finding that countries that operate
unfunded pay-as-you-go systems tend to have lower savings rates, the mag-
nitude of the effect increasing with the degree of coverage for the system
(see Samwick (2000)). To analyze the general equilibrium effect on capital
accumulation, we have the following proposition, illustrated in figure 3.5:

kt—]

g(kt,a) |

kts1 glke,a")

"
kf—]

[ Tk ki ki

Figure 3.5. Capital accumulation and pay-as-you-go pensions: In the face of a per-
manent increase in pensions at time ¢, the new equilibrium path, if it exists, displays
lower capital than the previous one.
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Proposition 3.9 (Capital accumulation and pay-as-you-go pensions)

Assume that H1, H2, and H3a hold for all a. For (ky, a) belonging to the com-
patibility set D, there exists a unique inter-temporal equilibrium (k;);>o starting
at ko with constant pensions a and with long-run capital stock lim k;, = k.

» Following a drop in a, with a’ < a, the inter-temporal equilibrium (k,);>o
starting at ko verifies k; > k, ¥t > 1. Moreover, provided that k > 0, long-
run capital stocks are such that k' > k.

* Following a rise in a, a” > a, either there is an inter-temporal equilibrium
(k)0 starting at ko which verifies k] < k; ¥t > 1 (case (ko,a") € D), or
there no longer exists an inter-temporal equilibrium with initial capital stock

ko (case (ko,a") & Dp).

Proof: For a’ < a, one has (ky,a’) € D, and the sequence (k;) with initial
capital ky = ko verifies k., = g(k;, a;)) > g(ki, a)) > g(ki, a;) = kit1.
Moreover, if the limit of (k;) is positive (limk = k> 0), then k is a
steady state of the dynamics with a: A,(k, k) = 0. Aslim k; = k' > k, we have
Ay (K, k) = 0. The equality k = k' is excluded, as A, (k, k) < 0.
The same argument applies to a” if (ko, a”) € Dg. Butif k(a”) > ko, there
exists no inter-temporal equilibrium with a”. |

The effect of pensions on welfare is an interesting issue for economic policy.
The negative effect of pensions on capital plays a different role depending on
whether there is over- or under-accumulation. On the one hand, consider a
steady state equilibrium that is characterized by over-accumulation of capital.
Following a small rise in a, the new steady state equilibrium, provided that
it exists and that it is still characterized by over-accumulation, will display a
higher welfare. The increase in the pensions reduces the stock of capital, which
is beneficial when the equilibrium is inefficient. On the other hand, when the
equilibrium is efficient, the introduction of pensions always benefits the first
old generations at the expense of subsequent generations.

3.2.5 Further Comments

We mention in this subsection some relevant debates on pensions and possible
extensions.

A Quick Look at the Empirical Literature. From the empirical side, two find-
ings are in line with theoretical results.

First, in his positive theory of social security, Sala-I-Martin (1996) stresses
that retirement programs are introduced only after a certain level of develop-
ment has been reached. This appears clearly in figure 3.6, where we show the
GDP per capita at the time of the introduction of the first pension system for se-
lected countries (viz. those for which the GDP is available in Maddison (1992)
and for which retirement is necessary according to Sala-I-Martin (1996)).
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Figure 3.6. GDP per capita in the world and pensions. Dots represents the introduc-
tion of pension systems. Retirement programs are introduced only after a certain
level of development has been reached.

Second, the literature suggests that the effect of social security transfers
on capital accumulation is negative. Indeed, by providing income during re-
tirement, they reduce private savings. In addition to the saving replacement
effect of pension systems inducing a reduction in personal savings, some au-
thors (e.g., Feldstein (1974)) emphasize a second effect that tends to increase
savings: the induced retirement effect. Social security may lead individuals
to retire earlier and to increase savings during working life to finance the
longer retirement period. This could offset the negative effect of social secu-
rity on private savings. The evidence shows however that capital accumulation
is still reduced by social security. Feldstein (1996) estimates that the social
security programs in the U.S. reduce overall savings by nearly 60% of their
potential.

Pensions with Endogenous Growth. In models where externalities and growth
come from physical capital accumulation, pensions reduce savings, whereas the
contrary would be needed to correct the externality.

In endogenous growth models with constant social returns to capital (as
in section 2.6.5) and externalities, Saint-Paul (1992) shows that it is no longer
possible to make a case for public pensions as a Pareto-improving policy. This
is because an increase in pensions has no effect on the gap between private and
social interest rates. Instead, it reduces the growth rate and, hence, hurts future
generations. As long as a pension affects savings negatively, an increase in it
has a negative effect on growth and on the welfare of some future generations.
This result will remain true even if the pension affects the interest rate. In
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a very particular case, external effects are so strong that the social marginal
productivity is increasing (see Weil (1994)).

The Transition to a Fully Funded System. The transition from a pay-as-you-go
pension system to a fully funded system is a widely debated issue. The central
point of the debate is how to compensate the last generation that paid the
contributions to finance the pension of the previous generation for the fact
that they will not receive a pension in exchange.

Clearly, if under-accumulation of capital prevails, the competitive equilib-
rium with lump-sum transfer (pensions) is Pareto-optimal. Indeed, starting
from a Pareto-optimal situation, any lump-sum redistribution of incomes en-
tails an allocation which is different but also Pareto-efficient as long as we
remain in the under-accumulation regime. It is thus not possible to set up a
Pareto-improving transition to a fully funded system (see Breyer (1989)).

Some authors have analyzed this issue introducing a source of inefficiency.
In this case, if the transition to a fully funded system is accompanied by other
measures that correct the inefficiency, it is possible to build Pareto-improving
transitions. This can be done in a framework with endogenous labor supply
and proportional income taxation, in which case pension systems introduce
a distortion (see Homburg (1990)). This can also be done in a setup with
endogenous growth, as in Belan, Michel, and Pestieau (1998). Notice however
that in this case the pension problem is artificially connected to the existence
of some inefficiencies (externalities in the case of endogenous growth). These
imperfections should be corrected in any case, whether there is a transition or
not.

Application: Rise in B. In the application of section 2.6.3 we have seen that,
in face of a rise in the individual discount factor, the planner has no reason to
modify the tradeoff between the welfare of the different generations. He will
thus leave the stock of capital unchanged, but simply reallocate production
between the young and the old households. As the capital stock of the com-
petitive economy is increased by the rise in 8, the optimal policy will consist
in increasing the tax on young households immediately after the shock and
redistributing the product to the old generation. This permits increasing the
consumption of the old generation instantaneously. Furthermore, this optimal
tax level is kept constant in the future, and there is no additional dynamic
effect. This example shows that the optimal policy in the face of a rise in the
discount factor is to increase the pensions paid to the old individuals. This illus-
trates again how the debate on pensions can be related to the decentralization
of the optimal allocation.

Proportional Payroll Taxes. In the previous section, we have followed the
usual approach of macroeconomic textbooks, which treats pensions as lump-
sum transfers (Blanchard and Fischer (1989), McCandless and Wallace (1991),
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Azariadis (1993), Auerbach and Kotlikoff (1995)). In the literature on pen-
sions in public finance it is often (realistically) assumed that payroll taxes are
proportional to the wage income (see, e.g., Feldstein (1985)). This amounts to
imposing

ar = MWy,

where A, is the social security contribution rate. It is often thought than the
two formulations are equivalent as long as there is no endogenous labor sup-
ply, in which case proportional taxation does not introduce any distortion.
However, from the standpoint of inter-temporal equilibrium, the two formu-
lations are not equivalent when the path of taxes A, or a; has been fixed, as the
transfer payments under proportional taxation become endogenous. Never-
theless, once the equilibrium with X, has been computed, it is always possible
to compute the a,, which would give the same equilibrium.

The Optimal Retirement Age. A further extension of the model is to allow
for endogenous retirement decision. In this case, the households optimally
select the share of their time in the second period of life that is devoted to
retirement. Hu (1979) shows that if the transfers are tied to the individual
retirement decision, the pension system introduces some distortions into the
labor supply choice. Michel and Pestieau (1999) compare the decentralized
equilibrium with the golden rule and show that in order to achieve the steady
state first-best optimum, one needs to control both an unrestricted pay-as-you-
go transfer and the retirement age. This analysis is generalized to a wider class
of utility functions and to transitional dynamics by de la Croix, Mahieu, and
Rillaers (2001).

3.3 PUBLIC SPENDING

Governments, through the importance of their spending, play a significant
role in the economic activity. The twentieth century has experienced a mas-
sive increase in the government’s role in the economy (see the data in
Maddison (1992)). The effect of public spending on growth is thus a natu-
ral question to address. In this chapter, we limit our investigation to balanced
budget policies. Debt financing will be analyzed in the next chapter.

3.3.1 Public Spending in the Competitive Economy

We extend the model of chapter 1 and assume that there are lump-sum taxes
a, bearing on the young generation, and that these taxes are used to finance
an amount g; of public spending per young individual. Such public spending
is unproductive, so that it does not affect the production function. Moreover,
it does not affect the marginal utility of consumptions. As in the lump-sum
transfer case, 4, should remain smaller that the income of the young. For the
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generation born at time ¢, the first-period budget constraint is given by (3.1).
The second-period budget constraint is not affected.
The budget of the government should remain balanced:

Na; = Ng <+ g =a;.
Thus, the optimal savings of the representative individual are given by
s, = argmaxu(w, — g — s;) + Bu(R{,151).
This leads to
sc=s(we — &, R{ ).
The effect of the tax on savings is negative, and is given by

0S8y

!

= -5, with 0<s/ <1.

agt w w

The temporary equilibrium with government spending exists and is unique if
the first-period income is positive:

C()(kt) — & > O,

which can be read as a condition on g;. The inter-temporal equilibrium with
perfect foresight is obtained as a sequence of temporary equilibria by imposing
the equality between Ry, | and f'(k+1) and between savings and next-period
capital.

Definition 3.5 (Inter-temporal equilibrium with public spending)

Given an initial capital stock Ky and a sequence of public spending (g;):>0,
an intertemporal equilibrium with perfect foresight and public spending is a
sequence of temporary equilibria that satisfies, for all t > 0,

(1 + n)k[+1 =S (a)(kl) — &> Rf+1) > 0,
ko = Ko/N-_1,
Rte+1 = Rt+1 = f/(kt+1)'
We limit our analysis to constant public spending policies g, = g Vt. At the

inter-temporal equilibrium with perfect foresight, the stock of capital of period
t + 1 should verify the implicit equation Ag(k;, k41) = 0 with

Ag(ke, k1) = (1 + )k — s(w(k) — g, f'(kit1)),

which is defined for w(k;) > g.

To analyze the existence of such inter-temporal equilibrium we can use the
same method as the one presented in the analysis of pay-as-you-go pensions.
We define a lowest sustainable initial capital stock k(g) that is non-decreasing
in g. Then we assume H3, which guarantees that, if it exists, the inter-temporal
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equilibrium is unique and the dynamics are monotonic.’ This assumption also
implies that when k(g) is positive it is the smallest positive steady state capital
stock.

It is useful to define a set of compatible capital-government-spending pairs
as we did for pensions.

Definition 3.6 (Public-spending—capital compatibility set)
The compatibility set Dy is the set of pairs (k, g) such that there exists an inter-
temporal equilibrium with public spending g and initial capital k.

In formal terms, it is the set D, of pairs (k, g) such that g > 0, k(g) is finite,
k> 0,and k> k(g):

D, = {(k,g) e R%; k>0and k> k(g)}.

Under the assumptions H1, H2, and H3, for any (ko, g) € Dg, we can apply the
same reasoning as with pensions: there exists a unique inter-temporal equilib-
rium with government spending g and initial capital stock ky. This equilibrium
is characterized by the sequence of capital stocks &; defined by the difference
equation

Ag(k[, k[+1) = 0 <:> k{+] = h(k[, g)

The function 4 is defined in D,, and is increasing with respect to k; and de-
creasing with respect to g. It is continuously differentiable at any interior point
of Dg, and its partial derivatives verify k) > 0 and &, < 0. We now have the
following proposition:

Proposition 3.10 (Capital accumulation and government spending)
Assume that H1, H2, and H3 hold. For (ky, g) € Dy, there exists a unique inter-
temporal equilibrium (k;),>o starting at ko with constant g.

» Following a drop in g, g’ < g, there is an inter-temporal equilibrium (k);>o
starting at ko, which verifies k; > k, ¥t > 1. Moreover, if positive, the long-run
capital stocks are such that k' > k.

* Following a rise in g, g’ > g, either there is an inter-temporal equilibrium
(K"), which verifies k] < k; ¥t > 1 or there no longer exists an inter-temporal
equilibrium with initial capital stock k.

Proof: The proof follows the same steps as in proposition 3.9. |

Hence, as the two-period lived individuals do not compensate an increase in
taxes by an equivalent decrease in consumption, savings drop in the face of

5 Notice that H3 (and not H3a) is the relevant hypothesis, as public spending modifies the
first-period but not the second-period income.
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a rise in government spending (at given interest rate). This pushes the inter-
est rate up, and, as long as there is a rational inter-temporal equilibrium, the
stock of capital of the period after is diminished. This drop in capital persists
in the long run: if k > 0, we have that dk/dg < 0. Contrary to what happens
in an infinite horizon model (see, e.g., Blanchard and Fischer (1989), p. 54),
an increase in taxes is not fully offset by a proportional decrease in consump-
tion in the long run, and savings are decreased.

Notice that this holds for stable steady state equilibria. The effectis reversed
for unstable steady state equilibria. Indeed, differentiating Ag(k, k) = 0, we
have

dk _ s,
dg = T+n—s,0(k) —sp /'(K)’

which is negative (positive) if 1 + n — s;,0’(k) — s§ f”(k) is positive (negative).
In particular, an increase in g raises the lowest sustainable initial capital stock,
which is unstable when it is hyperbolic.

3.3.2 Public Spending: Optimal Financing

The study of first-best — optimal — financing of constant public expenditure is
straightforward given the tools developed in chapter 2. We define a production
function net of government spending:

fe(k) = f(k) — g,

and the sequence of maximum possible production is given by

]_(t+1 = fg(l_‘z)’

with ky = ky. Provided that this sequence is defined with positive k; V¢, the
rest of the analysis of chapter 2 applies with the modified production function.
In particular, one obtains the two following results.

First, under the assumption that it exists, the modified golden rule level of
capital is unaffected by the presence of public spending. This holds because
public spending does not modify the marginal productivity of capital. Hence,
the optimal level of capital remains unchanged, and optimal aggregate private
consumption should then be lower.

Second, the first-best solution can still be decentralized by means of lump-
sum transfers. In general, the financing of public spending will be supported
by the young and the old households. The budget constraint of the transfer
system is

Nig = Na;, — Nz (3.10)
The capital market equilibrium at the steady state requires

(I +n)k, =5§(w(ky) —a, (@ = g)(1 +n), f'(k)). (3.11)
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To determine which generation (young vs old) bears the majority of the govern-

ment spending burden, we compute

da/dg
|dz/dgl|’

We first study da/dg. Differentiating equation (3.11), we obtain

da -5, (1+n) 1—3s),

dg = 5, —5,0+n)  L1-s,+s,/y

using that§, =s;, and3, = —(1 —s,,)/R. From equation (3.10), we have that

d d -1 .
Z=(1+n)<a_1> _ —(+ms,/y
dg d 1—s), +s,/v
We find that

da/dg 1—s),

dz/dgl — (L +mn)s), /v

Hence, if the propensity to save out of income is high, the young generation
is less solicited to finance public spending than the old generation.

Example: With a logarithmic utility In ¢ + 8 1nd, the condition becomes

da/dg 1-—3s], y

dz/dgl ~ (L+n)s,/y  (A+n)p

which can be read as a condition on g: if 8 > JW’ the old generation pays
marginally more for public spending than the young one.

3.3.3 Second-best Policies

A classical problem in public finance deals with the optimal way to finance a
given path of government expenditures in the absence of lump-sum taxation,
using only distorting fiscal instruments. This so-called Ramsey problem (from
Ramsey (1927)) leads, in a representative agent model with infinite horizon,
to the conclusion that income from capital should not be taxed in the long run®
and that, under certain conditions, the different consumption goods should be
taxed at the same rate (see the survey of Chari and Kehoe (1999)). There is
also a significant literature on the overlapping generations setup (see the con-
tributions of Atkinson (1971), Pesticau (1974), Atkinson and Sandmo (1980),
and Erosa and Gervais (1998)) that challenges the result of optimal zero tax-
ation for capital.

6 And, under some conditions, even after a finite number of periods; see Chamley (1986).
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We now address the issue of optimal fiscal policy, i.e., the determination
of optimal proportional taxes on labor and capital income, using the frame-
work developed in the previous chapters. As there is no utility drawn from
leisure and there is no public debt in our setup, this amounts to simplifying
the traditional problem, as for instance presented in Chari and Kehoe (1999),
pp. 71-74, in order to obtain more precise results.

The resource constraint of the economy is given by

d
et 7o+ (kg + g0 = f(k). (3.12)
+n
where g, denotes government consumption per young household. Each young
household in ¢ solves
max u(c,) + Bu(diy1)
subject to
Ct +S[ = (1 — T[)W[,
div1 = Rz+1(1 - 01+1)St»

where t; is the tax rate on labor income, and 6,1 is the tax rate on capital
income.” The first-order condition of this problem is

u'(c) = BRiy1(1 — Ot/ (di11). (3.13)

The government budget constraint is

A ﬁQtstt—l =&
The equilibrium on the labor market and the equality between effective and
distributed profits imply w, = w(k,) and R, = f'(k;). The equality between
savings and investment, (1 + n)k,1 =s,, is obtained by combining the re-
source constraint with the individuals and government budget constraints.

In the sequel, it is convenient to use what is called in the literature the
implementability constraint. This constraint is derived from the first-order-
condition (3.13) in which we have substituted out prices and taxes using the
budget constraints of the household. This constraint is thus

d,
w(er) = PR (1= B (drsa) = B= 1t (dh).
t

which, together with s, = (1 4+ n)k,,1, gives
(1 + n)kt+1u/(cl) = ﬂdt+1u,(dl+l). (3.14)

7 The usual formulation in public economics is to tax the interest income from capital at a rate
k. This is equivalent to our formulation with t4r = (1 +r).
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For a given path (g;);>0 and an initial condition kg, the solution to the second-
best problem is a path (¢;, d;, ki4+1):>0 that maximizes

[e¢]

3 V' (u(c,) + 5u(d,)>

t

subject to the resource constraint (3.12) and the implementability constraint
(3.14).

Once the path (¢;, d;, ki+1):>01s obtained, we can compute the optimal taxes
using the budget constraints of the household:

¢+ (A +n)k
(k) ’

1o 4
frk)A +n)k

T{ZI—

9[2

3.4 STUDY OF THE SECOND-BEST PROBLEM

We propose in this section an in-depth study of the simplified second-best
problem in the standard model of chapter 1, i.e., with inelastic labor supply.
We start by rewriting the problem in a more convenient way.

3.4.1 Restating the Problem

As d;,1 intervenes in (3.14), we use the following change of variables (as in
Michel and Venditti (1997)):
d,

xt=f(kl)—1_;n

— &

x; is the production net of the consumption of the old individuals and of
government spending. Then the resource constraint (3.12) implies

d,
A +nmki = f(k) —c — d — & =Xt —

1+n
and the law of motion of x; is
Xt — ¢ dt-H
= — - . 3.15
Xt41 f<1+n) 1+n 8t+1 ( )

This equation is equivalent to the resource constraint, except that xq is not
given; it depends on the choice

do = (1 = 60) f'(ko)(1 + n) ko,
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and hence on 6y:
dy
xo = f(ko) — T3 8 (3.16)

We restate the implementability constraint (3.14) by defining:

Definition 3.7 (Implementability set)
The implementability set Q(x) is the set of consumption pairs (c, d) such that
the implementability constraint (3.14) holds for a given level of x.

Formally, Q(x) is defined as
O(x) = {(c.d) e RY ;5 pdu/(d) = u'(c)(x —¢)},
and the implementability constraint is equivalent to

(ctr diy1) € O(xr). (3.17)

We can then rewrite the objective in its original form:®

o0

max gu(do) + ) y'uler) + Bu(di+1)]
=0

under the constraints (3.15), (3.16), and (3.17).

3.4.2 Three Issues

At this stage, we face three main problems.

The Non-Convexity of the Optimization Problem. First, nothing guarantees
that the optimization problem is convex. Indeed, compared to the optimal
growth problem, there is an additional constraint, the implementability con-
straint, that is in general non-convex. For example, with a CIES utility function,
the set Q(x) is

0() = {(c.d) e R%,; Bd'~7 =c o (x = o)},

and the set is convex only for the specific value o = 1 (see figure 3.7).
Because the implementability constraint imposes conditions on the first-
order derivatives of the utility function, the second-best problem can be non-
convex. This difficulty is neglected in the literature, and one generally as-
sumes that the optimal solution exists and that it is interior. However, the
first-order conditions are only necessary conditions for optimality, and they
can correspond to a local minimum. The second-order conditions are often

8 One additional interest of the change of variables is that the new maximization problem can
also be applied to non-separable utility functions u(c;, d; 1) with c_; given.



Policy 163

o<1 oc=1 o=1

C C C

Figure 3.7. The non-convexity of the implementability set: The implementability set
consists of the points (¢, d) such that the implementability constraint holds for a given
level of x. It takes the form of a smooth curve. With a CIES utility function, this set
is convex only for o = 1.

not tractable (they bear on the third-order derivatives of utility and pro-
duction functions) and can only be used to establish the existence of a local
maximum.

In a first step, we shall present the standard approach, which gives the
necessary first-order conditions, ignoring all these difficulties. To tackle the
problem in a more rigorous way, we shall analyze, in a second step, an auxiliary
problem is which the implementability constraint is replaced by an inequality
which renders the problem convex. We then study the conditions under which
the inequality constraint is binding with equality.

The Time Inconsistency Problem and the Commitment Technology. In the in-
finite horizon optimization problem, we assume that the decisions are made
once for all at the initial date. The problem is time consistent if the optimiza-
tion at some later date ¢ > 0 leads to the same solution as the initial problem.
From Kydland and Prescott (1977) we know that this will in general not be
the case in the choice of optimal policy: capital taxes 6, have an effect on
savings s;—1 and hence on kP if we re-optimize one period later, k; becomes
fixed, and another choice of 6, has no effect on k;. The optimal choice of 6,
will thus differ depending on when the optimization takes place. This is the
time inconsistency property of the second-best policies: It would be optimal to
modify the tax rate once it is too late for the agents to revise their investment
choice.

As a consequence, agents will believe that the government will apply the
time inconsistent policy only if the government effectively has access to a
commitment “technology.” In the literature, this problem is tackled in three
different ways. The first is simply to assume that the government can commit
to its future actions by, say, restriction in its constitution. More simply, this

° An exception is when 6, has no effect on the savings decision (logarithmic utility).
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solution should be considered as a benchmark: It gives what would be optimal
for the government if it were able to pre-commit itself. This is the way we
shall pursue in this book. A second way is to develop a model in which the
commitment outcomes are sustained by reputational mechanisms.!® A third
way is to study the optimal taxation problem without commitment.'!

The Initial Policy Rule. The fact that the initial capital stock held by the first
generation of old persons is supplied inelastically introduces an additional
difficulty. The first-period tax rate 6y is equivalent to a lump-sum tax on the
income of the old people in period 0. Its optimal choice is equivalent to the
choice of dy and has to be analyzed separately. Of course, if one is interested
only in the steady state, the problem can be ignored.

In our two-period OLG setup, the government has an incentive, under
certain conditions, to set the initial tax rate on capital relatively high. This
is moderated by the fact that the only resource of the first old generation
lies in the existing capital stock. As the government cares about this genera-
tion, it will not tax the initial capital as highly as in the model with infinite-
lived agents who can borrow to finance consumption. Fixing the initial tax
rate at some constant!? 6 is equivalent in our setup to fixing an initial value
of dy as

do = Ro(1 = 6o)s—1 = ['(ko)(1 = 60)(1 + n)ko,

where ky is given.

In our simple model, we have one good reason to fix a specific value of 6;.
Indeed, starting from a steady state situation, if the government re-optimizes,
the optimal policy will be different from the steady state. Itis however sufficient
to fix 6y = O for the optimal policy to be constant. Hence, to study the effects
of temporary shocks from a steady state, we shall fix 6, at its steady state
value.

10" A seminal example of such trigger mechanisms is given in Barro and Gordon (1983) for
monetary policy (see Chari and Kehoe (1990) for an example on fiscal policy in a growth
model).

Such a study of time consistent fiscal policies is developed in Klein and Rios-Rull (1999).
In models with infinite-lived agents, the government has always an incentive to tax the ini-
tial level at a very high rate, as the agents can compensate their initial loss by borrowing
on credit markets. In Chamley (1986), where preferences are separable between consump-
tion and leisure and iso-elastic with respect to consumption, the optimal tax rate on capital
income (interests) is 100% for a finite length of time and zero thereafter. For other util-
ity specifications it is optimal to adjust the tax gradually towards zero (Renstrom (1999)).
Chari, Christiano, and Kehoe (1994) adopt the convention that the initial capital tax rate is
fixed. Their motivation is to avoid the rather trivial possibility of lump-sum taxation. This
amounts to assuming that the capital income tax rate in inherited from the pastats =0, i.e.,
0o has been announced at t = —1, and for credibility reasons it is applied at t = 0.
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3.4.3 A Standard Approach to the Problem

The standard approach consists in studying the marginal conditions of opti-
mality that one obtains by maximizing an infinite Lagrangian:

y'[u(e) + Buldis)] + Y v Pl (er, disn) + i — xi]

2

E =
t=0 t=0
oo
r+1 Xy — ¢ _ di1 _ _
+IZO:J/ qt+1|:f<1+n) T+n 8t+1 xz+1i|,
where
Bdr 11/ (diy1)
9 d = 7’
‘(/I(Cl l+1) u/(C,)

p: is the Lagrange multiplier of the constraint, and g, is the shadow price
of x;. The constraint ¥ (c;, d;+1) = x; — ¢; is obtained from the resource con-
straint (3.12), where (1 + n)k;;+1 has been replaced by its value from the im-
plementability constraint (3.14). The function y is increasing in ¢, and, under
the assumption A4, increasing in d, .

When the initial condition xy is given (d, fixed), after differentiating with
respect to ¢, and d, 1, we obtain

w@a=y%“f(%‘q)—mm+wx%¢ﬂn, (3.18)

1+n 1+n
, Yqi+1 ,
Bu'(di1) = 1 —|[-+n - ptwd(cts diy1). (3.19)

Differentiating with respect to x;, ¢ > 1, we get

Yare1 o Xt — G
= — — ) = p;. 3.20
% 1+nf(1+n) P ( )

Alternatively, if dy is not fixed but chosen optimally, one should add to the
Lagrangian the following terms, including a constraint specific to the first pe-
riod:

gu(do) +qo <f(ko) - % — 80— xo) .

We then obtain an additional first-order condition:

B, 90
— = , 3.21
S = 11 (321)
which gives dj as a function of gy. Differentiating £ with respect to xy gives
the relation (3.20) for t = 0. Comparing equations (3.19) and (3.21), it appears
clearly that the choice of dj for the first old generation (and hence 6,) is not
affected by an implementability constraint at ¢ = 0. Such a constraint bears on
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the following generations (see equation (3.14)). This clearly shows the time
inconsistency property of the optimal solution.

The steadystate ¢, d, x, p, q,and k = (x — ¢)/(1 + n) is obtained after some
algebraic manipulations:

a= ()= p.
w'(c) = q — pyi(c.d),
u'(c) = pu'(d) f'(k) = —p(1 + ¥lc. d) + f(k)Yg(c. d)).

and the resource and implementability constraints are
d
A+nmk= f(k)—c— T+n -8
pdu'(d)
w(c) ’
We can distinguish three types of steady state, depending on the value of p at
equilibrium:

(3.22)

(L+ k= y(c.d) =

¢ With p = 0, the implementability constraint is not binding and the second-
best problem leads to the same outcome as the benevolent planner problem
(section 2.4). We have

I=u@© =0 U= 0 = pud) R

Then k = k,, and the modified golden rule holds. The taxation of capital
income is zero, for equation (3.13) can be written at steady state as

'(c) = p(1 = 0) f'(kyu'(d).

We deduce from the second-period budget constraint thatd = d, = f'(k,)
(1+n)k, = (1+n)’k,/y and c=c, is solution to u'(c) = B(1+n) x
u/'(d,)/y. The first-best solution is obtained. This case arises when g takes
a particular value

with
. dy

Obviously, g should be positive to make this case possible. We study this
issue below. g is the level of tax on wages which leads the competitive
economy to the modified golden rule steady state.

e With p > 0 we have u/(c) < g(as ¢, > 0) and

Fy > 1
Y
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and thus k < k,. Moreover, if 1+ v/ + f'(k)y, > 0, which holds as long
as ¥’(d) is non-negative (which is the case under A4) or not too negative,
we have Bu'(d) f'(k) > u/(c) = B(1 — 0) f'(k)u'(d), which in turn implies
0 > 0.

e With p < 0 we have u/(c) > g (as ¥/ > 0) and

Fly <11
Y

and thus k > k,. Moreover if 1 + ¢/ + f'(k)y/, > 0, then 6 is negative.

When the shadow price of the implementability constraint is nil, the capital
stock is at the modified golden rule level and the first-best solution is reached.
In all other situations it is in general optimal to either tax or subsidize capital.

3.4.4 An Auxiliary Problem

To perform a rigorous study of the second-best outcome and take care of the
convexity issue, we propose to study a different problem where the imple-
mentability constraint is written as an inequality. We consider the constraint

Bdu'(d) > u'(c)(x — ¢),
leading to the set
O1(x) ={(c,d) e R:; c <x < c+y¥(c,d)}.

This set is convex if the function v is concave. With a CIES utility function,
this is the case when o > 1 as ¥(c,d) = ﬁc%dl‘% is concave for o > 1. This
case is illustrated in figure 3.8.

For the auxiliary problem with constant g, =g, one can prove the exis-
tence of an optimal solution under the assumptions B0, B1, B2, and B3 of

o=1

\
N

Figure 3.8. The convexity of the modified implementability set: The modified imple-
mentability set also includes points at the right of the standard implementability set,
which are such that ¢ < x. With a CIES utility function, this set is convex for o > 1.
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appendix A.4.1 and apply the necessary and sufficient conditions for optimal-
ity of appendix A.4.2. We can then study the Lagrangian of period ¢:

X — G\ ds 1
1+n 1+n

Ly =u(c) + Bu(dizr) + v i1 [f ( - g} — qi X,

which attains its maximum with respect to (¢, d;+1, X;) on the set of triples
for which (¢, di11) € Q1(x,) holds. To solve this static problem we intro-
duce the Kuhn-Tucker multiplier p, for the implementability constraint
¢ + ¥(c, div1) — x, > 0. The derivatives of

Li+ pile + ¥ (e, digr) — x4,

should be set equal to zero, which leads to

Yai+1 o (Xt — G
= — 3.24
q: 1+nf(1+n> Y25 ( )
u'(c)=q —pll+ Ipé(cts di11)). (3.25)
B (A1) = T — p(er, diga). (3.26)
+n

But instead of the implementability constraint, we have the Kuhn-Tucker
conditions:

pr >0, o+ vlc, dq) —x =0, pilec + ¥ (e, dig1) — x] = 0.
These conditions, together with the transversality condition
lim ytqzxt = 0,
t—0o0

are sufficient for optimality in the auxiliary problem.

Moreover, an optimal solution of the auxiliary problem with Q;(x) for
which p; > 0 holds for all ¢ verifies the implementability constraint for all ¢
and is thus an optimal solution to the second-best problem.

We now study the steady state solution to the auxiliary problem, when this
solution is obtained with a Kuhn-Tucker multiplier p = 0. In this case, the
first-order conditions are the same as in the first-best problem, and we obtain
the modified golden rule. Only in the very particular case where the imple-
mentability constraint is binding at this point does the second-best problem
coincide with the first-best outcome. In all other cases, the constraint is not
binding and the auxiliary problem is not helpful for studying the second-best
problem.

We shall show that there exists a threshold g such thatif g > g then p > 0
and the second-best steady state can be obtained by solving the auxiliary prob-
lem. To do that, it is sufficient to show that p = 0 implies g < g. In the case
p =0, we obtain k= k, and u'(c) = Bf'(k,)u'(d). However, the relationship
(3.22) of the standard approach becomes an inequality in the auxiliary problem

(1 +n)k, < y(c.d). (3.27)
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The resource constraint

d
C+m=f(ky)—(1+”)ky—g’

and the individual arbitrage condition (which holds with p = 0)
w'(c) = Bf'(k,)u'(d),

form a system of two equations that we can solve to obtain two decreasing and
continuous functions c(g) and d(g) for government spending g € [0, f(k,) —
(14 n)k,). Moreover the implementability constraint can be rewritten

pdu'(d)  d
w(e) — fik)
Hence, the condition (3.27) is equivalent to

d(g) = (1 +n)k, f'(k,).

Formally, the function d(g) is defined for g < 0 and decreases from +oo to 0
when g rises from —oo to 0. We thus have a value g, positive or negative, for
which d(§) = (1 + n)k, f'(k,), and the condition (3.27) is equivalent to g < &.
Now d(g) = (1 +n)*k,/y = d,, so, provided that g is positive, the threshold
g is the same as the value of government spending leading to the first best in
the standard approach (equation (3.23)):

v(c.d) =

. d
g§=flky)—c, — ﬁ - (1 +n)k,.
To analyze the sign of g is it sufficient to study d(0), as we have
§>0 & d0)>(1+n)ik/y.

d(0) is the optimum of the planner in the absence of government spending,
and we have d(0) > (1 + n)’k, /y if and only if the decentralization of the
optimum is obtained with a positive transfer to the old at the steady state.

A central result is obtained when g > g. Then p = 0 is impossible, and the
steady state solution of the auxiliary problem verifies p > 0: the weak inequal-
ity constraint holds with equality. Thus, when g > g,the auxiliary problem gives
the second-best optimum.

Proposition 3.11 (Solution to the second-best problem)

Assume (c, d) concave. Consider the excess of net production over private

consumption at the modified golden rule g:
dy

1+n

&= f(k,)—c, — - (1 +n)k,,

where
k 1
d, =21 +n)? and u'(c,)=p rn
14 Y

u'(dy).
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The steady state solution to the second-best problem coincides with the first-best
optimum when ¢ > Oand g = 8.

When g > g (positive or negative), the steady state solution of the auxiliary
problem with Qy(x) is also the steady state solution of the second-best problem.
At this optimum, k < k, holds, and if ¥ (c, d) > 0 (assumption A4), capital
taxes 0 are positive.

Proof: Asg > g, p = Ois excluded at the steady state solution of the auxiliary
problem, which verifies p > 0. This implies that the implementability con-
straint holds with equality, and the solution is thus a fortiori the steady state
second-best optimum. Given that p > 0,wehaveu/'(c) < q, f'(k) > (1+n)/y,
and thus k < k,. Moreover, we have from equations (3.25)-(3.26)

w(c) = Bf (' (d) = —p[1+ v+ f'(k)yyl.

which is negative if 1 + ¢, + f'(k)y) > 0. Then, using the individual’s first-
order condition (3.13), we have

B —0) f'(ku'(d) = u'(c) < Bf (k' (d),

which implies 6 > 0. A sufficient condition for 1+ .+ f'(k)y, >0 is
Yy = 0. |

For g > g we have p, > 0for ¢ large enough when the optimal dynamics of the
auxiliary problem converge to the steady state. Our conclusions thus remain
valid locally near the steady state.

This method does not allow reaching a conclusion in the case g < g, when
g>0.

Notice that when the function ¥ (c, d) is convex, for example with a CIES
utility function and o < 1, one may consider another auxiliary problem with

Or(x) ={(c,d) e Re; x > c+ ¥(c, d)},

which is a convex set. We can then make a similar study with a multiplier
p < 0 and analyze the auxiliary problem. As the first-order conditions when
p = 0 are the same as above, the threshold g is unchanged, and a solution to
the second-best problem is obtained by studying the auxiliary problem when
g < & (which makes sense when g > 0).

Example: We compute g in the case of a CIES utility function with o > 1. The
optimal allocations of consumptions should satisfy

c e = pa+n) e,
Y

and hence
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Using this result in the resource constraint, we obtain the function d(g):

e e N e

and g is obtained with

leading to

B 1 ya—l

g= f(ky)_(1+n)(1+y+/3“(1+n)”‘l> k,.
In the special case o =1, ¥ (c, d) = Bc is linear and the set

O(x) = {(c,d) e RL,; ¢(1 +B) = x),
is convex. We can then apply the standard second-best problem, and
1 1
g=f(k,)—(1+n) <1+V+/3) k,.

For g > g we have k< k, and 6 > 0. For g < g (when g > 0), we have
k >k, and 6 < 0. This illustrates that, although 6 does not affect the choice
of savings with a logarithmic utility, it introduces a gap in the condition
u'(c)/u'(d) = B(1 — 0) f'(k) which makes the allocation not a first best.

With a Cobb-Douglas production function, the modified golden rule is
1
aAk‘;_l — ﬂ
14

f(ky) = Aks = %"ky, and the sign of g is the same as the sign of
1 1 1
—-(1+2+3).
ay v B

l—«a
a(l-l—%).

which is positive for

Yy <

The study of the dynamics in the Cobb-Douglas case is made in section 3.5.4,
assuming government spending proportional to production: g, = €f(k;).

3.5 APPLICATIONS AND EXTENSIONS

One relevant issue for the policy debate in developing countries is the im-
plementation of a demographic policy designed to monitor the evolution of
the population. Behind this political debate we find the idea that there is an
optimal level of population growth. This issue is studied in section 3.5.1. It is
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followed by two applications that illustrate the properties of the second-best
problem (sections 3.5.2 and 3.5.3). Finally, we determine the second-best op-
timal fiscal policy in an example where government spending is proportional
to output (section 3.5.4).

3.5.1 Optimal Growth Rate of Population

Samuelson (1975b) (see also Arthur and McNicoll (1978)) studies the opti-
mum rate of population growth that maximizes utility among all the golden
ages. Going back to the problem of the optimal stationary path (section 2.1.2),
the problem of Samuelson is to maximize

u(c) + pu(d)
subject to
F) = (1 +n)k+c+ 1% (3.28)

with respect to the variables k, c, d, and 1 + n. The first-order necessary con-
ditions for this problem are

f(k)y=14n, (3.29)
' (c) = (1 +n)Bu'(d), (3.30)
d=(1+n)k (3.31)

Equation (3.29) is the golden rule (2.4). Equations (3.28) and (3.30) are those
describing the golden age (see proposition 2.2). Equation (3.31) is the addi-
tional equation related to the optimal choice of 1 + n.

Comparing now these equations with the equations that describe the com-
petitive equilibrium, we observe that just picking the optimal rate of popula-
tion growth, when it exists, is sufficient for the market conditions to coincide
with the optimal conditions, and leads a competitive economy to the gold-
enest golden age. Indeed, if equation (3.31) holds, we have, from the budget
constraint of the old, d = R(1 + n)k when R =1 + n holds; the golden rule
is verified, and the optimal choice of the consumer, u'(c) = RBu/'(d), leads to
equation (3.30). There is thus no need of transfer. This result is the serendipity
theorem of Samuelson.

The validity of such a strong result depends of course on the existence
of such an interior optimum growth rate of population. This is not granted,
however, because the problem is non-convex;in the example with a logarithmic
utility function and a Cobb-Douglas production function, Deardorff (1976)
shows that the first-order conditions lead to a minimum and not to a max-
imum (see also the answer by Samuelson (1976)). The discussion is gen-
eralized to the CIES utility function and the CES production function by
Michel and Pestieau (1993). They show that, for the serendipity theorem to
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hold, it is sufficient that the factors of production have low substitutabil-
ity (o > 0) and the inter-temporal elasticity of substitution be small enough:
o <2-1/(1+p).

3.5.2 Application: The Tax on the First Old Generation

In the following applications, we consider an economy with a CES production
function with p =1 and o = 1/2 and a CIES utility. Taking the numerical
values proposed in appendix A.5.3,we haven = 1.025* — 1, § = 0.3, A = 20.
We also choose g = 6, implying a share of government spending in GDP of
25% (in the example below with o = 2) at the competitive equilibrium.

To illustrate the importance of the time inconsistency problem, we first
propose a simulation with optimal 6, (assuming furthermore y = 0.99). In this
case, there is one optimality condition, which is specific to period 0. As we have
stressed above, the comparison of equations (3.19) and (3.21) shows clearly
that the choice of dj for the first old generation (and hence 6) is not directly
subject to an implementability constraint. Equations (3.19) and (3.21) give
the same rule only when py = 0, or when v, = 0. This last possibility occurs
with a logarithmic utility function. In that case, there is no time consistency
problem and the choice of d;, t > 0, will obey the same rule as the choice
of dp.

Starting from a steady state situation, we compute the equilibrium trajectory
recognizing the specific nature of period 0.

* Witho = 1 (logarithmic utility), the economy will remain at the steady state
for the reason explained above. The optimal path of taxes is

{0.69895, 0.69895, 0.69895, 0.69895, ... ., 0.69895} for o=1.

The before-tax interest rate affecting old people is 4.58, i.e.,5.20% per year;
the after-tax rate is 1.08%.

e For o # 1, because the first-period optimality rule is different, the planner
will not choose to remain at steady state:

e For o > 1, The planner implements a solution with a high tax on the first
old generation. A negative effect of this tax is to lower the utility of the first
old. Moreover, taxes on young people are reduced, and this increases the
capital stock in the future. This temporarily higher capital stock gives some
additional resources to subsequent generations, which leads to a higher
social welfare. The optimal path of taxes for different values of o is

{0.828650, 0.653712, 0.668855, 0.675271, ..., 0.680617} for o =1.25,
{0.878292, 0.516106, 0.567345, 0.585429, ..., 0.598781} for o =1.50,
{0.901269, 0.235558, 0.400403, 0.434292, .. ., 0.450569} for o =2.00,
{0.918837, —0.13809, 0.253517, 0.276748, . .., 0.282633} for o =3.00.
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e Foro < 1, the inverse result holds: the first old generation will be less taxed
than the next ones. The optimal path of taxes is

{0.379923, 0.453591, 0.450169, 0.448001, . . ., 0.444539} for o =0.50,
{0.524408, 0.600673, 0.597757, 0.596238, . . ., 0.594637} for o =0.75.

Note also in these examples that the steady state level of capital taxation
depends on o. For ¢ higher than 1 (lower than one), capital taxation has a
negative (positive) influence on savings and capital. For this reason, steady
state capital taxation should be lowered when o increases above 1; otherwise
capital accumulation will be discouraged too strongly.

3.5.3 Application: Financing Future Spending

We now propose another simulation, considering the initial tax rate 6, fixed
at its steady state value as an initial condition. Assume that government
spending are expected to increase by 10% during one given period in the
future, say at t = 3. This extra spending can be due, for instance, to fighting
the consequences of global warming in one century. How should this cost be
supported by the different generations? In particular, should the economy
accumulate more capital temporarily to face the future shock? In the absence
of debt, there are limited possibilities to redistribute the shock among
generations. We illustrate this issue by simulating a numerical example of the
second-best problem. The given path of government spending is

(6,6,6,6.6,6,6, ...}.

We assume that the economy is at a stationary equilibrium in period ¢ = 0
and that the government should choose labor and capital taxes to finance the
given path of spending. We solve the problem for two different values of the
inter-temporal elasticity of substitution, o =2 and o = 3/4. The results are
reported in tables 3.2 and 3.3. Data are reported in terms of deviation from
steady state. The last column reports the loss or gain in the life-cycle utility of
the generation born in ¢ with respect to steady state life-cycle utility.!3

When inter-temporal substitution possibilities are high, the strategy of the
planner is to play on inter-temporal substitution to compensate the generations
alive at t+ = 3. This can be achieved by compensating the old persons at t = 2
and ¢ = 3 by giving them more consumption when young att =1 and ¢t = 2.
In table 3.2, we also observe that the consumption of the old at ¢ = 4 is not
affected much, illustrating the relative compensation they receive in exchange
for higher wage taxation at t = 3.

13 The absolute values of these latter deviations would be affected by any monotonic linear
transformation of the utility function. However, their ranking would be preserved.
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Table 3.2. Optimal Policy for o =2

Time ¢ d ky Labor  Capital  Utility

t (%) (%) (%) tax tax (%)
1 +0.1 0 0 0 0 —0.0
2 +02 04 02 —0.2 +0.3 -0.0
3 -53 -1.0 -04 +3.9 +0.6 -2.0
4 -24 -03 =28 —-02 +0.5 —0.6
5 -1 -01 -13 —0.1 +0.2 —02
6 -05 -01 —-0.6 —0.0 +0.1 —0.1
00 0 0 0 0 0 0

0o fixed at its steady state value.
Percentage changes for ¢/, d;, and k;. Absolute changes for tax rates.
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When inter-temporal substitution possibilities are small, it is not optimal
for the household to reallocate much consumption across time in response
to change in the environment. In this case, we observe in table 3.3 that the
cost of the shock is partly supported by the old generation at ¢ = 2 through
an increase in taxes. This allows redistributing resources to the young in order
for the economy to build up its stock of capital in advance, so as to reduce the
impact of the shock on production capacities.

3.5.4 Proportional Government Spending

It is possible to explicitly compute the dynamics of the second-best problem
when the production function is Cobb-Douglas, f(k;) = Ak%, the utility is log-
arithmic, the depreciation rate is 1, and government spending is proportional
to production:

g = e€f(k).
Table 3.3. Optimal Policy for o = 3/4
Time c d; k; Labor Capital Utility

t (%) (%) (%) tax tax (%)
1 -0.1 0 0 0 0 -0.1
2 -00 -11 402 -0.1 +0.4 -0.3
3 -20 -33 411 +25 +1.1 -0.8
4 -07 -15 =22 -05 +1.0 -0.2
5 -02 -05 -07 -02 +0.3 -0.1
6 -01 -02 -02 -01 +0.1 -0.0
00 0 0 0 0 0 0

0o fixed at its steady state value.
Percentage changes for ¢;, d;, and k;. Absolute changes for tax

rates.
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This proportionality factor can be interpreted by assuming that government
spendingis a factor of production which is complementary to the private inputs:

1
Y, = min{F(Kt, N), Gt}.
€

With a logarithmic utility function, the implementability constraint is given by

Xy
¢ = ,
t 1 + ,3
and the dynamics of x; are
Xy — G dy 11
= 1 _ — .
Hean = e)f(l—i—n) 1+n

Replacing ¢, in the objective and the dynamics, the second-best problem is to
maximize

Zy‘ [ln(1 fﬂ) +,Blndt+1]

=0
subject to
diy1
= Bx" — ,
sas A +n
where
(1-e)pA

A +ned+ B
To study the problem, we define the ratio

d 1

T B

The problem then becomes to maximize
o0
Z Y (14 Ba) Inx, + Blnm,)
=0

subject to
Inx,y1 =In(l —my) + alnx, +1n B.
Denoting z; = In x;, the Lagrangian of period ¢ is
Li=0+Ba)z+BInm + yqii[In(1 —my) + az, — In Bl — ¢z,
and the first-order conditions are

Bl —m) = yqram,,
g = oyqi + (14 Ba).
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The general solution to the dynamic equation in ¢, is

1+ apf (1)’
qr = +o\— ),
1—ay ay

with p areal constant. There is a unique solution that verifies the transversality
condition, which is the constant solution

_1+oep
S l—ay’

q:

The optimal path of m is thus constant too:

__ B _Bl-ay)
B+va Bty

The dynamics of x, is given by

m

B (1 +aﬂ)yxa.

X =
t+1 ‘3 Ty t
Consumptions and capital are functions of x;:
1 1-
¢ = Xt , dt+1 — ( +n)ﬂ( Ol]/) tha!
1+8 B+vy

k= — P
T A+pA+n)"

The tax on labor income is

t_l_C,+(1+n)kt+1_1_ xt
‘T w(k) T (1 -—a)Ak
(@ =e)(d +aB)y
B+y)(d—-a)
It is constant and increases with €. The tax on capital income is
d,
6, = d

L a1k
(-9 -a)p
B+y

Itis also constant, different from 0 except for a specific €, and increasing with .
Without government spending (e = 0), distortionary taxes implement in-
tergenerational transfers which verify

=1

W + eRtSt,1 =0.
This amounts to

(1—a)t+0a=0.
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A further study would be to compare these taxes with the optimal lump-sum
taxes.

3.6 CONCLUSION

The aim of this chapter was to show that the overlapping generations model
provides a useful toolkit to analyze economic policies. In particular, we have
provided three key results.

We first studied the Second Welfare Theorem in the context of overlapping
generations. We showed that any feasible trajectory that satisfies the optimal
individual life-cycle arbitrage can be decentralized as a competitive equilib-
rium by using lump-sum taxes and transfers. As any Pareto-optimal trajectory
respects the optimal individual life-cycle arbitrage, it can be decentralized.

After the study of general lump-sum transfers, we considered lump-sum
pensions, i.e., transfers in favor of the old generation. Applying the results of
the welfare theorems, we state that, if under-accumulation of capital prevails,
the competitive equilibrium with pensions is Pareto-optimal. Indeed, starting
from a Pareto-optimal situation, any lump-sum redistribution of incomes en-
tails an allocation, which is different but also Pareto-efficient as long as one
remains in the under-accumulation regime. Consequently, it is not possible to
set up a Pareto-improving transition to another pension system. In the study
on pensions we also devoted particular attention to the sustainability of the
system. A policy is called sustainable if the corresponding intertemporal equi-
librium exists. Because a sustainable pay-as-you-go pension system reduces
the amount of saving during the working years by providing income during
retirement, the effect of pensions on capital accumulation is negative. In the
long run, a decrease in capital reduces (increases) the net production available
for consumption when there is under-accumulation (over-accumulation).

We have also analyzed the optimal way to finance a given path of govern-
ment expenditures in the absence of lump-sum taxation, using only distorting
fiscal instruments. A key point is that this second-best problem is in general
non-convex. This difficulty is ignored in the literature, and one generally as-
sumes that the optimal solution exists and is interior. For the simple case with
inelastic labor supply, we have tackled this problem in a rigorous way, by an-
alyzing a convex auxiliary problem that characterizes the original problem
under certain conditions. We concluded that, when government spending are
above a certain threshold, the steady state solution of the auxiliary problem
is also the steady state solution of the second-best problem. At this optimum,
under-accumulation prevails, and optimal capital taxes are likely to be positive.
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Debt

Government debt allows the financing of public spending or transfer policies.
Issuing debt (for one period in our setup) implies that the government has
to pay interest and eventually to reimburse the principal. This can be done
in two different ways: if one taxes the future generations to reimburse the
debt, the policy amounts to performing an inter-generational transfer. If the
government issues new debt in order to reimburse the preceding debt, then
the question of the sustainability of such a policy becomes central.

The effect of government debt on growth and welfare is an old debate.
According to the view of Ricardo (1817), “itis not by the payment of the inter-
est on the national debt that a country is distressed, nor is it by the exoneration
from payment that it can be relieved. It is only by saving from income, and re-
trenching in expenditure, that the national capital can be increased; and neither
the income would be increased, nor the expenditure diminished by the annihi-
lation of the national debt.” This famous neutrality result holds in the basic neo-
classical growth model but breaks down in the overlapping generations model
of Diamond (1965), Phelps and Shell (1969), and Blanchard (1985), in which
finite-lived agents consider government debt as net wealth (Barro (1974)). As
pointed out by Weil (1989), it is not the assumption of a finite horizon which
is responsible for the breakdown of the Ricardian equivalence, but the pres-
ence of unborn future generations whose interests are not taken into account
by present generations. The overlapping generations model thus provides a
relevant framework to study the role of public debt.

In his seminal contribution, Diamond (1965) examines the effect of gov-
ernment debt on the long-run competitive equilibrium of an economy with
overlapping generations; he shows that positive debt lowers utility when the
equilibrium is efficient (under-accumulation case) but may raise utility in the
inefficient case (over-accumulation).!

1 The contribution of Diamond (1965) often serves as a building block for further stud-
ies on debt and related issues. See, for instance, King (1992), Grossman and Yanagawa
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Two kind of policy rules are considered in the literature. In one case, the
deficit is kept constant, and debt changes over time. In another case, which is
the one considered by Diamond (1965), the debt per capita is kept constant,
and taxes are adjusted to meet this objective.

In the case where deficit per capita is constant, two different sub-cases
should be distinguished. When the budget is balanced, current taxes finance
current spending, and the government reimburses the debt plus interest by
issuing new debt. There are in this case some similarities with the dynamics
of bubbles studied by Tirole (1985), which can eliminate over-accumulation if
the initial bubble is at an adequate level. Studying the different steady states
and establishing clearly the distinction between bubbles and debt are on the
agenda of this chapter. When the deficit is non-zero, the dynamics can take
various forms (Azariadis (1993), Farmer (1986)), depending, a.o., on the value
of the deficit. To perform a more complete study than the mentioned authors
one should relate each possible steady state with a value of the deficit and study
the corresponding local dynamics. This should inform us on the desirability of
different deficit policies.

Even in the case where debt per capita is constant, as it is considered by
Diamond, the dynamic effects of debt on capital accumulation are complex.
Indeed, although debt can be beneficial in a long-run equilibrium, nothing
guarantees that, given its initial endowment in capital, the economy will con-
verge to this equilibrium rather than another equilibrium or to an unsustain-
able outcome.” Hence, the issue of the sustainability of constant debt per capita
is central to the dynamic analysis.> Moreover, there is in general more than
one steady state equilibrium. Hence there is a second worthy question, be-
yond the issue of sustainability: towards which equilibrium does the economy
converge?

Section 4.1 introduces public debt into the model of chapter 1. The limits
of the approach in terms of inter-temporal budget constraint are clearly es-
tablished in section 4.2. In section 4.3, we analyze the effect of constant deficit
policies on capital accumulation and debt dynamics. The difference between

(1993), King and Ferguson (1993), Bertocchi (1994), Uhlig (1998), and Azariadis and Smith
(1998).

2 Renewed interest in sustainability issues has been fostered by the Maastricht Treaty, imposing
on European governments the duty to reach a maximum level of debt equivalent to 60% of
GDP.

3 A recent paper by Rankin and Roffia (1999) has a comparable motivation: “There is a need
to investigate another aspect of unsustainability: namely, the possibility that, even with a
constant stock of debt, fiscal policy may be unsustainable because a steady state equilibrium
[...] may not exist. [...] It is necessary to have a good understanding of the technical limits
to debt before we can make serious progress in modelling its political limits.” As we shall
show, the existence of a steady state is not sufficient to guarantee sustainability; stability is
also required. Notice also that the analysis of Rankin and Roffia (1999) is carried out in a
Cobb-Douglas world, while we would like to analyze this issue with general preferences and
production functions, without, e.g., imposing Inada conditions.
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debt and bubble dynamics is also clarified. In section 4.4, we analyze the ef-
fect of a constant debt policy on capital accumulation and provide a global
treatment of the dynamics. Section 4.5 provides applications and extensions.

41 DIAMOND’S MODEL WITH DEBT

In this section, we list the changes that should be made in the model of chapter 1
in order to take public debt into account.

4.1.1 The Model

The government has to finance public spending G;. It can use lump-sum taxes
N, 7! on the income of the young households, and N,_;7? on the income of old
people. It can also issue a debt By, and it has to repay the debt of the preceding
period B,_; plus the accrued interests r, B,_;. The government in this model
always honors its debt. We thus have

B[ + ]V[Tll + ]V[_lftz = (1 + r[)B[_l + G[. (41)

This budget constraints links the three instruments at period ¢. The govern-
ment’s budget is balanced when

Nt!'+ Nt =G,

i.e., total taxes equal spending. The government runs a deficit when N,7! +
N,_1t? < Gy;it runs a surplus if the opposite holds.

At the first period ¢t = 0, each of the N_; old households is the owner of
the same fraction of the installed capital stock Kj and of the existing debt
B_;. We assume that Ky > 0 and B_; > —Kj. Their wealth is thuss_; = (K +
B_1)/N_1, and their net income is equal to Rys_; — 72,

The net income of the young individuals is equal to the real wage w, minus
the lump-sum tax 7! levied by the government. They allocate this income
between current consumption ¢; and savings s;. The budget constraint of period
t1s

w, — ttl =c + 5. (4.2)

In their second period of life, ¢ 4 1, they are retired. Their income comes
from the return on the savings made at time ¢ minus the taxes imposed on the
old generation.* Their expected consumption is

diy = Ri s — thjl' (4.3)

4 In Diamond (1965) the government does not impose taxes on the older generation. An exten-
sion of Diamond (1965) to a framework with two different taxes is proposed in Ihori (1978).
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At time ¢ each young individual anticipates a return R{ | for his savings and
a future tax t2¢,. Each young individual maximizes

t+1°
u(c;) + :Bu( te+1)7

subject to equations (4.2) and (4.3). Optimal savings are described by using
the function of section 3.1.1 defined when the agent receives income in both
periods of life:

. 0 (44)
This savings function is defined provided that the expected life-cycle income
is positive:
1.26
wp > 1) 4+ (4.5)

e
Rl+1

When his savings s,_; are fixed, each old consumer consumes
2
d[ = R,S,_l - TI .
For d, to be positive, one needs
1,2 < R;si_1. (4.6)

The behavior of firms remains unchanged. The capital stock K, = [,_; is in-
stalled, their labor demand is defined by F; (K;, L;) = wy,i.e., o(K:/L;) = wy,
and they distribute their profits to the capital owners: m; =Y, —w, L, =
K f'(K:/L,).

The savings of the young households at time ¢ are used to finance both
the public debt and the capital of firms. Since the one-period bonds of the
government have the same characteristics (in terms of risk) as the private
deposits, debt and capital are substitutes in the portfolios of wealth owners.?
Investment in physical capital is given by

I, = Ns; — B,.

4.1.2 The Temporary Equilibrium

We first define the temporary equilibrium. The temporary equilibrium of
period ¢ gives the equilibrium value of the current variables as a function
of the past and of the expectations about the future. At period ¢ the existing
debt B,_; and capital K; = I, > 0 are given. They are linked to the savings
of the old through

Ni—1Si—-1 = L1+ B—1. (4.7)

5 Diamond (1965) calls this case “internal debt.” He also studies another case where debt is
“external” and domestic wealth owners only detain the stock of capital.
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The foresight of the young (rtzjl and Rf,,) is also given. For a given G, the
government chooses its instruments B;, 7!, and 7 in order to satisfy its budget
constraint (4.1).
At equilibrium the returns on public debt and private capital are equal:
1+ r; = R,. The labor demand L, is equal to the labor supply N;. We deduce
that

K

Wy = a)(k,) and Rt = f/(kt) with k[ = ﬁ, (4.8)
t
and the government decisions are linked by
B + NtTtl + Nt—lflz =G, + f'(ki)B-1. (4.9)

Following (4.6), the taxation of the old should be smaller than their income. The
anticipations of the young should verify (4.5) with w, = w(k;). Furthermore,
for private investment to be positive, one needs

I, = Ns,— B = N§(w, — 1!, —-t%,R",|) — B > 0, (4.10)

using the savings function (4.4). Equation (4.10) gives a restriction on the
government debt, depending on the net wage w, — 7! and expectations.

Proposition 4.1 (Existence of a temporary equilibrium with debt)

Given the variables {B;_1, s;—1, I,_1} from the previous period for which (4.7)
holds, and given government spending G, and the expected variables Ry, and
ttzfl, there exists a temporary equilibrium with instruments (B, T}, t%) and pos-
itive investment if and only if, with k, = K;/ N, = I,_1/ N,, and prices w, and R,
given by (4.8), the following conditions hold:

* theexpected life-cycle income of the young household is positive, i.e., equation
(4.5) holds;

* the consumption of the old household is positive, i.e., equation (4.6) holds;

o the three instruments (B,, t!, t?) are linked by the budget constraint (4.9);

e the debt and tax t! allow for positive investment, i.e., equation (4.10) holds.

4.1.3 The Inter-temporal Equilibrium with Perfect Foresight

An inter-temporal equilibrium with perfect foresight is a sequence of tempo-
rary equilibria which verify the assumption of perfect foresight:

2e __ _2 e _
V[ Z O, Tt+1 == tt+1 and Rt+1 — Rt+1'

It is thus characterized by sequences ( B;, rtl, ttz), (Ki, Li, Y, ke, 1), (coy80, dy),
(w¢, R;), which verify vVt > 0:
© Ki=l1.L=N.Y, =F(K.N) k= w=ok),R = f(k)

c 1 2 1, Tl
* [=Ns;—B>0,5,=5w, — 1/, —t 1, Riy1),w > 7, —1—#:1,
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2 .
* B+Nt!'+ Nt =G + R By
® =W — Ttl — S, d[ = R[S[_l — th > 0.

Note that, except at ¢ = 0 where s_; is given, the condition that 7> < R;s,_
results from the positivity of the life-cycle income (4.5), which implies that the
two optimal consumptions are positive.

We now define the variables in intensive form: public spending per capita
is g = G;/N;, and debt per capita is b, = B,_1/N;. Note that the time index
associated to b, is chosen by symmetry with respect to k,. Both b, and k; are
pre-determined variables.

The following proposition characterizes the inter-temporal equilibrium in
terms of the intensive variables k; and b;.

Proposition 4.2 (Characteristics of an inter-temporal equilibrium with debt)
Given the initial conditions ky = Ko/ Ny and by = B_1/ Ny, and the path (g;):>0,
an inter-temporal equilibrium with perfect foresight is characterized by the
sequences (k;, b)i=0 and (t!, ©2);=0, which verify two dynamic equations

(1 +n) (k1 + b)) =5(0(k) — 7' =120 f(kest)).
2 (4.11)

1 1 Tl+l _ /
(1 + n)b11 +17, + T+n =g + f(k)b,

and also verify the constraints 77 < f'(ko)(1+ n)(ko + by) and

2
T

vt >0, Kk 0, k, e
20 K= 0 olk) =5+ Ha S

Proof: Itiseasy to verify that the equilibrium variables ( B,), (K;, L;, Y, k, ),

(cty 81, dr), (Wi, Ry) for all periods ¢ are determined as functions of (&, b;);>0

and (ftl, th)tz(). .

To study this class of equilibria we shall assume more specific policies. In
particular, we shall consider constant deficit policies and constant debt poli-
cies. However, before the analysis of the dynamics in these two special cases,
it is necessary to study the role of debt as a tool for economic policy that
depends on the available fiscal instruments. Accordingly, we analyze the re-
strictions bearing on taxes and debt, with a special focus on the government
inter-temporal budget constraint and its link to the availability of the different
instruments.

42 THE INTER-TEMPORAL BUDGET CONSTRAINT OF THE GOVERNMENT

The inter-temporal budget constraint of the government has become a focus
of animportant literature dealing with the sustainability of government deficit.
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In this literature, sustainability should be understood in the sense of solvency:
for instance, Ahmed and Rogers (1995) write that “Solvency requires that
asymptotically the government cannot leave a debt that has a positive ex-
pected present value.” To explore the theoretical relevance of the debate we
start from the constraint of period ¢ (4.1),

B + NtT,1 + Nt—lft2 ={+r)B_1+ G,
which can be written, after multiplying by p,
B =pi1Bo1+ 0 G — o Ty,

where T; = Nt} + N, th is the total of taxes and where the discount factors
are defined recursively by

Pr—1 .
vt >0, = th p_1=1.
= Pr 1+r W1 P-1
By induction we have
to fo
Pty Bln = B_1 + Z Pr Gt - Z Pr Tt- (4.12)
=0 t=0

As noted by Hamilton and Flavin (1986), equation (4.12) causes little contro-
versy, since it is derived from an accounting identity. The interesting question
concerns what happen to the left-hand side when ¢, gets large: Where is the
actual value of the debt going to?

Assume that the discounted sum of the differences G, — T, converges. If
the left-hand side of (4.12) goes to zero in the limit,

llim B =0, (4.13)
then the present value of taxes net of spending should cover the initial debt:
pt(TI - Gt) == Bfl. (4.14)
=0

Definition 4.1 (Inter-temporal budget constraint of the government)

For a given sequence of discount factors (p;);>0, an initial debt B_1, a sequence
of government spending (G, )>0, and a sequence of lump-sum taxes (T;),>o, we
say that the inter-temporal budget constraint of the government holds if:

* the discounted value of the difference between spending and taxes is finite;
* initial debt is financed by total taxes net of spending, i.e., equation (4.14)
holds.

Equation (4.13) is a necessary and sufficient condition for (4.14) to hold.
In the face of such a constraint, two attitudes are possible. The first one, as
in Hamilton and Flavin (1986), consists in testing the statistical implications
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of equation (4.14) shedding light on whether the government satisfies the
inter-temporal budget constraint. If these equations were not supported by
the data, one would conclude that the inter-temporal budget constraint need
not be satisfied. On the contrary, the second approach to the inter-temporal
budget constraint, as in Wilcox (1989), “regards the necessity of the present-
value borrowing constraint in a dynamically efficient economy as established
on theoretical grounds.” The aim of this section is accordingly to investigate
whether this second view is correct or not.

In models with representative infinite-lived agents, the condition (4.13)
holds when debt is positive. This results from the inter-temporal budget con-
straint of the representative agent.% Indeed,

,1523 pi(Ki + B_1) =0

implies the following restriction on the borrowing possibilities of the govern-
ment:
lim sup p/B; <0,
t—+00
and in the case of a positive debt this leads to (4.13).

In overlapping generations models, the inter-temporal budget constraint
of the government is not the mirror of the inter-temporal budget constraint
of a private agent, since there are no infinite-lived individuals. We shall see
that the conclusion on whether the inter-temporal budget constraint of the
government should hold depends crucially on the number of available fiscal
instruments. When there are two types of taxes (three instruments), there is no
restriction on government borrowing. On the contrary, when there is only one
type of tax (two instruments), the debt that can decentralize a given trajectory
is determined. However, this unique debt trajectory may or may not satisfy
the inter-temporal budget constraint of the government, depending on the
accumulation regime.

4.2.1 Debt with the Two Types of Lump-sum Taxes

When there are both types of lump-sum taxes, Proposition 3.1 on the decen-
tralization of feasible allocations can be generalized to the case with debt and
public spending.

Proposition 4.3 (Decentralization with debt and public spending)
Let (&, dz, kt+1),>0 be a feasible trajectory starting at ko ko with government
spending (g:)i>0, i.e. such that for allt > 0

v

. d .
flk) =g + ¢+ ﬁ + (1 +n)kia,

6 Crettez, Michel, and Wigniolle (1999) provide a careful study of the borrowing restrictions
with infinite-lived agents.
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which also satisfies for all t > 0
u'(é) = ﬂf/(i(tﬂ)”/(dtﬂ)'

Then, for any sequence of real numbers (B)>-1, there exists a sequence of
lump-sum taxes (rt , T )0 such that this trajectory (¢, d,, kt+1),>o, together
with (B,, t}, t?)i=0, is an inter-temporal equilibrium with perfect foresight.

Proof: We define the tax levels which give, for savings equal to §; = (1 + n)
(brs1 + kt“) and b,y = B;/N,41, the consumptions ¢, and dt.

) = f(k) =k f' (k) =3 — &, (4.15)
th = f,(i(t)ft—l - Cit- (4.16)

The life-cycle income is

2

y T
o(k) — 1) — ——,
T flke)
which, after using (4.15)—(4.16), equals
d
¢ tfl > 0.
f(kit)

This implies that 7! and r 1 satisfy the positivity constraint of the life-cycle
income. Following the 1nd1v1dua1 arbitrage condition, we have

§ = §(w(i(l) - Tzlv _Tt2+1’ f/(i(l‘*'l))’

where the function §(-) is defined in equation (3.2). Finally, by substituting ¢;
and d, in the resource constraint

f(i‘t) -g— 0+ n)iCtJrl =+

f’(k,)f,_l - Tt2

flk) = ki f' (k) — T} =5 + Ton

with §; = (1 + n)(by1 + 12,+1), this conditions becomes
k) — g — A +nk = f(k) — Kk f' (k) — 7! — (1 +n) (b + Kei1)

F e PE 0+ ) = 7]

and one obtains the condition (4.11) on the instruments of the government.
|

With the appropriate choice of taxes (4.15)—(4.16), the condition (4.11) is a
consequence of the resource constraint.
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This proposition generalizes the decentralization theorem (proposition 3.1)
to allow for arbitrary levels of debt. It shows that there is no restriction on
public debt as long as the government can tax the two generations freely.
This holds because the government has three instruments available in each
period,” among which any two are sufficient to decentralize a feasible alloca-
tion for which the individual life-cycle arbitrage holds. More precisely, one can
decentralize any optimal trajectory by fixing arbitrarily the path of any of the
three instruments:

1. For a given arbitrary path of debt (b;)>0, Proposition 4.3 gives the two
taxes that should be implemented. With b, = 0 and g, = 0 for all 7, we
retrieve proposition 3.1.

2. With (z!),=0 given arbitrarily and by given by the initial condition, equa-
tion (4.15) determines the path of debt (b, )1 and equation (4.16) deter-
mines the path of taxes (), that decentralize the optimal allocation.

3. With (2),>1 given arbitrarily and by given by the initial condition, g

should be chosen according to equation (4.16) at t = 0. (b;);>1 is now

determined by (4.16), and (z,'),>0 by (4.15).

Note that, in the third scenario, 77 cannot be given exogenously. Indeed, the

only way to obtain the right level of consumption for the first old generation
is to use t2: 12 = f'(ko)s_1 — do with ko and s_; given.

Public debt appears here as a device to transfer resources between genera-
tions. Its effect can be neutralized by an adequate mix of lump-sum taxes. We
can obtain the same equilibrium as the one with no debt when the government

can tax both generations.

Example: To illustrate an optimal allocation where the constraint (4.13) does
not hold, let us take again the case of a log-linear utility function and a Cobb-
Douglas production function. For simplicity, we consider an optimal stationary
path with an social discount factor y. From chapter 2 (section 2.4.1), we know
that this path is characterized by

1
. T
k:( atd A) ,
14+n

,  l=ay
C= —"—— s
1+8/y
J— p+n) 1—ay .
y 1+8/y

7 With an infinite number of periods, this means in fact an infinite number of instruments. Here
we analyze the three types of instruments available in each period.
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We consider a debt which increases over time according to

1\ 1\
b[ =A () 5 i.e. Bt =A <) M+1,
14 14

where A is a real positive constant. The initial debt B is distributed to the
first old households. Given that

!
- 14
:R t: s
Pr <1+n>

the condition (4.13) does not hold; for

fim o8, = .
Let us now compute the taxes that will decentralize the optimal allocation,
given the above path for debt. The path of taxes is given by (4.15)—(4.16):
7! =1 - o)Ak — ¢ — (L+n)(k+biy1) = £ — (1 +n)bipa,
2 = a A 1+ n)(k+b) —d = (1 +n)by + AR —d
=% + (1 +n)’bi,

using « Ak*~' = (1 +n)/y and b,;/y = b,,1. Taxes have two components:
the transfers without debit, i,l and flz, i.e., the transfers that would decen-
tralize the given path in the absence of debt (A = 0), and a component neu-
tralizing the effect of debt; The transfers without debt,

t=1-a)AR —¢-(1+nk=% w1,
oAk —d=% W,

are constant through time.
Let us finally compute the aggregate taxes:

y 2
T, = Ttlj\]z + 7:12]\][—1 =N (Tl + 1 +ﬂ)

. o d
=N |AK -¢-(1 k— ——
t( ¢—(1+n) 1+n)

=0.

Aggregate taxes are zero, implying that the reimbursement of the initial debt
A is postponed forever. The tax on the young decreases continuously over
time and tends to —oo. This negative tax amounts to subsidize the young
households so that they are able to absorb the increasing debt. Moreover,
the tax on the old tends to +o0. For each agent, the government taxes away
the wealth it has given to him when young. This debt is a Ponzi debt (see
below, section 4.2.3).
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4.2.2 Debt with a Restriction of Only One Type of Lump-sum Tax

When there is only one type of taxation available, we can no longer apply
proposition 3.1. To decentralize a feasible path, debt is now necessary. We first
consider the case with no taxation of the young. Next we consider the case
with no taxation of the old and show that, in both cases, there is a restriction
on debt at each period. We finally study the consequence of this restriction for
the inter-temporal budget constraint.

Taxation of Old Households. When we exclude the taxation of the young
households (z! = 0Vr), the debt that can decentralize a feasible trajectory
should satisfy the first-period budget constraint with §; = (1 + n)(b,41 + ki11):

A +n)bg1 = o(k) — (1 +n)k — & < (k) < f(k),

and with the resource constraint of the economy we have

. . d, .
(A +n)bi1 = (k) — f(k)+ g + T+n > —f(k).

Thus, no taxation of the young implies that the debt in absolute value remains
smaller than the national product:

Vt? |Bt| < ?tv
since Y, = N,f(lvc,) and B, = (1 + n)N;by41.
Taxation of Young Households. When we exclude the taxation on the old

households (z? = 0V > 1; 7Z should always be chosen to realize d 0), we obtain
the following restriction, derived from the second-period budget constraint:

A +n)f(k)b =d, — (1 +n)f(k)- k.

To guarantee a positive d,, one needs b, > —k;. As f(l?,q) > (1+ n)l},, we
obtain

f(k—])

b >—k > — )
‘= £z 1+n

Moreover, to guarantee a positive capital stock one needs (1 + n) f "(k)by, < d.
Asd, < (1+n)f(k), we obtain

(L +n) f'(k)b < d, < (1 +n) f(k).
We deduce the following two restrictions:

B_1>-Y,yand R,B_1 <Y, forall t>1.
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Summary. As a consequence, in the two cases with only one lump-sum tax
available, the public debt necessarily verifies the following condition, intro-
duced by Crettez, Michel, and Wigniolle (2000):

.Y,
Vi>0, |B|] <max{Y,,J“}. (4.17)
t+1

At each date, the public debt in absolute value or the reimbursement of debt
cannot exceed the national product. Alternatively, one can see this restriction
as a ceiling on the debt—-GDP ratio. We have indeed shown the following result:

Proposition 4.4 (Ceiling on the debt—-GDP ratio)
There is a ceiling on the debt—GDP ratio,

b — max [1, f(/'ctﬂg/f(/‘cz)} ’
[ (kis1)

such that
| B | B |

Y, fU)N,

has to hold for a feasible allocation with (k)= to be decentralized with debt
and one type of lump-sum tax.

If the GDP growth factor f(k.1)/f(k)issmaller than the gross rate of return
on capital, f'(k.1), the ceiling is equal to one. Otherwise, it is given by the
ratio of growth to the rate of return. Let us study the trajectories with a ceiling
when k; converges to a limit .

Proposition 4.5 (Efficiency and the inter-temporal budget constraint)
If the feasible sequence k, converges towards k with under-accumulation, then
any debt with ceiling (4.17) necessarily satisfies the condition (4.13):

1
lim ;B =0, where p, = ——p;—1 and p_1 =1.
f= oo I (k)
If the sequence k, converges towards k in over-accumulation, then there exists
a debt for which (4.17) holds, but the inter-temporal budget constraint does not
hold, since (4.13) is not verified.

Proof: We have

Pr1 Y _ Nij1 f(lv(t+1) _ 1+n f(i‘t+1)
piYe  ReaNf(k)  fi(ke) flk)
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We distinguish two cases.

o If f'(k) =lim f'(k) > 1 + n, the above expression converges towards
14+n
Fo =
Hence, the positive sequence g, Y, converges towards 0. As (4.17) can be
written

1.

Vi >0, |p.B] <max{p Y, frr1Yi1),

we deduce that lim,_, o, 0, B; = 0.
 If f'(k) < 1 + n, we observe that the sequence j, Y; goes to infinity and that
the debt B, = %Y, verifies (4.17), but g, B, goes to infinity. [

Note that when & goes to the golden rule capital stock, a case not consid-
ered in proposition 4.5, lim 5, B, can be either nil or strictly positive (see
Crettez, Michel, and Wigniolle (2000)).

4.2.3 Ponzi Games

According to the skeptic’s dictionary of Carroll (2000), “Following a Ponzi
scheme, named after Charles Ponzi who defrauded people in the 1920s using
the method, involves getting people to invest in something for a guaranteed
rate of return and using the money of later investors to pay off the earlier
ones.”

We use the following formal definition of Buiter and Kletzer (1994):

Definition 4.2 (Ponzi debt)

A Ponzi debt (B,);>0 is a sequence of debt that satisfies, for all t,
Bt > R[ B[_l and B_l > 0.

At each date, the new debt covers at least the reimbursement of the debt
of the previous period. With such a debt we have for all ¢

pB > pi1B_1 and p_1B4>0.

The positive sequence p; B; is non-decreasing and has a limit which is either
a positive real number or +00. Consequently, the inter-temporal budget con-
straint of the government does not hold.

It is often explained in the literature that Ponzi debt is excluded in an
economy with under-accumulation: “If r is greater than [the growth rate],
then government debt will increase faster than the economy, and the Ponzi
scheme will eventually be rendered infeasible: The debt will grow so large that
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the government will be unable to find buyers for all of it, facing either default
or a tax increase.” (From The Handbook of Macroeconomics, Elmendorf and
Mankiw (1999).)

We have seen that, if taxes on both generations are available, any path of
debt can be implemented with any given feasible allocation. This implies in
particular that Ponzi debt is feasible, whether over-accumulation prevails or
not. The example of section 4.2.1 is an example of Ponzi debt with an optimal
path (hence with under-accumulation); in this case, generation-specific taxes
grow unboundedly, but total taxes are zero (with no public spending).

If there is only one tax available, the usual result of the literature (im-
possibility of Ponzi debt in an economy displaying under-accumulation) is in
line with proposition 4.5. However, we have an additional result: in the case of
over-accumulation, the Ponzi debts are subject to the ceiling of proposition 4.4.

43 CONSTANT DEFICIT POLICIES

In this section, we consider exogenous constant deficit policies and study the
steady states and their stability. The stability property is essential for a mean-
ingful study of the effect of policy changes in the long run.

We assume in this section that the policy of the government is to keep
the deficit constant. We also assume that lump-sum taxes and government
spending per young are constant. Hence, we consider constant lump-sum taxes
t} = 1!, 12 = v? V¢ and constant spending g, = g V¢. We define the budget

deficit per young individual as
2
T
§=g—1'— :
E7 7 T1xn

This constant deficit policy implies the following dynamic equation for debt:

R;

1+n

which describes the appropriate level of debt to maintain constant the level §
of the deficit.

We shall study the inter-temporal equilibria with perfect foresight, which
are characterized by the following dynamic equations (see proposition 4.2):

(14 n) (ki1 + b)) = $(o(k) — ', =72, f'(kis)), (4.18)
(L +n)bia = f'(k)b + 6. (4.19)

b1 = b+,

By substitution of b, 1, equation (4.18) becomes
(1 +n)kp1 =5(w(k) — ', =% f'(ks1)) — f'(k)b — 8. (4.20)

A global analysis of this two-dimensional system cannot be carried out in the
general case. To give a flavor of the logic of these dynamics, we first consider the
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associated dynamics obtained by keeping debt constant, b;1; = b, in equation
(4.18):3

(1+n) (k14 b) =§(w(k) — ', =%, f'(ki1)).

Following the same argument as in section 1.5.2 for the model without debt,
the dynamics are well defined and monotonic if

1+n—3g(o(k) — 7', =12, f'(k+1)) > 0.
A steady state kis locally stable if at it we have:
§,0 <14+n—35gf"

The dynamics obtained by keeping capital constant in equation (4.20) are
much simpler:

(1 +n)by1 = f'(k)b; + 6.

They are stable if there is over-accumulation of capital at k, and unstable if
there is under-accumulation. As we shall see, these conditions are not suffi-
cient to determine the dynamics in the two-dimensional system, even for local
analysis.

We shall proceed by analyzing the different possible steady states and study
their local stability. A steady state (k, b) is defined by the following two con-
ditions:

(1 +n)(k+b) = §(w(k) — ', =12, (k). 4.21)
(1+n— f(k)b=s. (4.22)

In the sequel we shall use the following assumption of local stability in the
associated dynamics:

Assumption A10.
At a steady state (k, b) verifying (4.21)—(4.22), we have

I~ / 4 /!
§,0 <1+n—3pf",

where the arguments of § are w(k) — t', —t2, and f'(k).

We start by considering balanced budget policies (zero deficit), before ana-
lyzing the more complex case with non-zero deficit. The relationship between
bubbles and debt is studied in a last section. In all the subsequent analysis
we suppose that the golden rule exists (assumption A5): kg > 0 is solution to
f'(ker) =1+n.

8 The global dynamics in the case of constant debt and varying deficit are studied in section
4.4.
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4.3.1 Balanced Budget Policies: Local Analysis

When the deficit is nil (§ = 0), equation (4.22) shows that only two possibilities
may occur: the capital stock is at the golden rule level, f'(k) =1 + n, and/or
the long-term debt is nil, b = 0.

The Golden Rule Steady State with Debt.

Proposition 4.6 (The golden rule steady state with debt)

Assume the existence of the golden rule kx (assumption A5). Given government

spending g < w(kgy) and the tax t* on the old, there exists a unique level of debt

bgr such that (kgg, bgr) is a steady state with zero deficit. This level is given by
_ S(w(ker) — g, 1+n) + 2/(1 4+ n)

bor = o — kon. (4.23)

Proof: Assumingthat§ = g — t' — t2/(1 4+ n) = 0, (ker, ber) is a steady state
of the dynamics (4.19)-(4.20) if and only if

(1 + n)(k(;R + bGR) = 5(0)(](011) _ 7.'], _12’ 1 + n)

Such an equilibrium exists if and only if the life-cycle income is positive:

2
T
w(ker) — 1! — Ton = w(ker) — g > 0. (4.24)
This inequality g < w(kqr) imposes an upper bound on government spending.
This bound is equal to wage income at the golden rule. When the condition
(4.24) holds, there is a unique stationary level of debt by, which depends on
the distribution (t!, 72), that allows one to finance g:

G 5 s ’ 3R+
(1 +n)begr = §(w(ker) — 7', —7°, 1+ n) — (1 + n)kex

Using equation (3.3), which links the function §(-) to the standard saving func-
tion, we obtain equation (4.23). |

Note that given government spending g and the tax on the old 72, the tax
on the young 7! is determined by the condition of zero deficit: ! = g — 7%/
(1 +n).

Proposition 4.6 states that, for a given g < w(kgr) and for any real value of
2, there exists a unique value bgy, defined by (4.23), such that (kgg, ber) is a
steady state of the dynamics (4.19)-(4.20). Interestingly, bsy is an increasing
function of 2. Indeed, a higher 72 implies a lower t!, allowing in turn more
savings in the economy and more debt.

For all these equilibria, the life-cycle income is the same: w(k¢r) — g. Con-
sequently, consumptions and utilities are also the same. They correspond to
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the golden age (see section 2.1.2) with a fixed government spending. The local
stability of this steady state is given by the following proposition.

Proposition 4.7 (Stability of the golden rule steady state with debt)

Given g and t2, assume AS, g < w(ksg), and A10 at (kgg, bor) with t' = g —
t2/(1 4 n). There exists a threshold b < 0 depending on t> and g such that the
steady state (ker, bor) with zero deficit is locally stable if bg, € (b,0). It is a
saddle point if by lies outside the interval.

Proof: To study the local dynamics (4.19)-(4.20) we take a first-order Taylor
expansion of the system around the steady state (kgr, bor). This leads to the
linear dynamics

§, o' =barf" 4
Coy” PRS0 d4n
kt+1 - kGR _ Dgr Dgr kt - kGR
biy1 — bar bgr [ 1 by —ber |’
14+n

where
Dor =141 — §p(w(ker) — ', =12, 14 n) £ (kox).

The assumption A10 implies Dg; > 0. The characteristic polynomial is

S,-/ w/ _ b(‘yR f// S;/ a)/
PA=A2—A<1+ @ )+ e
( ) DGR DGR

The product of the eigenvalues, P(0), is equal to §,, @'/ Dsx and belongs to
(0, 1) from A10. Moreover, we have

bGR f/,
Der

2§ o —b %
P(-1)=2+ “’lw—GRf
Der

P(1) =

We have P(—1) > 0if and only if b > b, the threshold b being given by

2
f"(kax)

In the case bgy > 0, we have P(1) < 0. The eigenvalues verify0 < 41 < 1 < Ay,
and the steady state is a saddle point. In the case P(—1) < 0, the eigenvalues
verify 0 > 41 > —1 > X,, and the steady state is a saddle point (with oscillatory
dynamics near the steady state). In the case P(1) > 0 and P(—1) > 0, the
modulus of each eigenvalue is smaller than 1, since P(0) < 1. |

b= [Dar + S;v(w(kGR) — g 1+ n)o'(ker)].
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To interpret the assumption A10 in this case, let us use the results of section

3.1.1. Given that g = t' + 72/(1 + n), we have the following relationship:
2
T

1+n

S(w(ksr) — -2 1+ n) = s(w(ker) — g, 1+n)+

f;)] (a)(k(‘,R) — 1’1’ _‘[2’ 1+ I’l) = sv,v(w(k(‘:R) - g, 1+ I’l),
§R(a)(kc’R) o T]’ _Tz’ l1+n)= Sk(a)(kGR) —g,14n)
_ 7"2[1 — s, (w(ker) — g, 14+ n)]

(1+n)? ’
These imply that A10 amounts to
’oen AN Tz(l B S:v)f”
(1+n—SRf —SW(,())"FW > 0

Thus A10 is equivalent to imposing an upper bound on 7.

Proposition 4.7 sets out an important restriction to obtain the stability of
the dynamics with debt: 0 > bgr > b. It means in particular that under A10,
the dynamics around the golden rule steady state cannot be stable if the debt
is positive. When the debt is positive, the steady state is a saddle point. This
has a particular meaning in the dynamics with bubbles, which is a case without
taxes and government spending (this corresponds to a Ponzi game and will be
studied in section 4.3.5). In this particular case, the level of debt corresponding
to the golden rule is

_ s(w(ker), 1+ n)

bgR - 1 + n - kGR7
and proposition 4.7 can be restated with
2 ’ /
QO — k) [D(O;R + s, (0(ker), 1 + n)w (kGR)].

The steady state (kag, b2, ) is a saddle point in two cases: b2, >0 and b2, < b°.

In the case 0> b%, > b, it is stable.

The Steady State with Zero Debt. The other case in which the constant deficit
8§ =t! +12/(1 +n) — g is nil corresponds to a steady state where the debt
asymptotically vanishes. At this steady state, the capital intensity verifies

(1 +n)k =5(w(k) — t*, =12, f'(k)). (4.25)

Any steady state of the economy with lump-sum transfers financing public
expenditure is also a steady state with zero debt of the economy with debt.
The results of chapter 3 can be used to study the existence of steady states:

e If 72 = 0, the study of section 3.3.1 applies. A steady state k exists if g is
sustainable, i.e., the smallest sustainable initial capital k(g) is finite. This
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condition is equivalent to an upper bound on g, defining the highest sus-
tainable public spending 3.
e If g =0, the study of section 3.1.1 applies, and one obtains conditions on
2
7%
* In the general case there are restrictions on both g and 2. By continuity,

for g < g, there is a steady state if r2 is small enough.

The local stability of such a steady state is given by the following proposition.

Proposition 4.8 (Stability of the steady state with zero debt)
Given g and 1%, and a steady state with zero debt k solution to (4.25) with
t! = g — 12/(1 + n), assume A10 at (k, 0).

The steady state (k, Q) is locally stable if there is over-accumulation at k
(f'(k) < 1+ n). Itis a saddle point if there is under-accumulation.

Proof: We take a first-order Taylor expansion of the system (4.19)-(4.20)
around the steady state (k, 0). This leads to

s, 1
kp—k| _ | D® D ||k —k
biyi o 0 1'(k) by
1+n

with
D(k)y=14+n—-3§yf
The two eigenvalues are thus

SR s

A = = .
Tl >~ D(k)

The condition A, < 1 is given by A10, and the proposition follows. |

When debt asymptotically vanishes, under assumption A10, the stability anal-
ysis is exactly the one of the single equation (4.19) with constant capital.

4.3.2 Balanced Budget Policies: Graphical Illustration

To illustrate and extend the analytical and local results derived so far, we first
build and study the phase diagram of the two-dimensional dynamics (4.19)-
(4.20). We then propose a complete study of the case of logarithmic utility and
Cobb-Douglas production. Note that we do not make the assumption A10 in
this global analysis.

Atthe inter-temporal equilibrium with perfect foresight, the stock of capital
of periodt + 1 and the stock of debt of period ¢ + 1 should verify the following
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system of implicit equations:

/ I~ 1 2 /
(b(k[+1 bt, kt) k[+] + f(kz)b[ _ S((l)(kz) Tl’ T ’f(kf+1)) =O,
o (4.26)
Wb b k) =it — 1 Fp, g
T 1+n

The dynamics of the economy are described by a system of two non-linear
first-order difference equations, and interesting insights can be drawn from a
phase diagram.

We first characterize the set of points (4, b;) for which there is no change
in by, i.e., for which W (b,, b;, k;) = 0. This set is given by the pairs (k;, b,) for
which

b[l14+n— f'(k)]=0

holds. This equality defines a cross in the space {b, k} that is represented in
figure 4.1. The vertical branch is the line k = k. The horizontal one is the line
b = 0. To describe the direction of change in b,, we remark, using the implicit
function W(b;, 1, b;, k;) = 0, that b, increases (decreases) with increasing k;
in the case b, < 0 (b, > 0). Hence, for negative b, we have b, < b, at the left
of the vertical branch and b,;; > b, at the right. For positive b, the reverse
holds. The corresponding directions of motion are plotted in the figure 4.1.

The set of points (k;, b;) for which there is no change in k; is not easy to
characterize. For the function ®(k;, b;, k;) to be defined, the life-cycle income
at ki = ki,

2
fr(k)’
should be positive. When 72 < 0 (see section 3.2.2 on pensions), the life-cycle
income is increasing in k and positive on the set (k, +00), where k is defined

w(k) —1!

b bt+1 =b

bt = by k

kGK

Figure 4.1. The debt motion. The locus where debt is constant is composed of the
lines k = kgr and b = 0. The arrows indicate the direction of motion.
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by w(k) — ! — #Zk) =0.% If i, > 0, the set on which the life-cycle income is
positive can be discontinuous, which means that the definition set of the phase
line under consideration is not an interval. In order to simplify the graphical
illustration, we assume that r> = 0. Thisimplies g = 7' and allows us to rewrite
the above equation (4.26) as

(L+ ke + (k)b — s(w(ki) — g, ['(Ki1)) = 0. (4.27)
Hence, k11 = k; if and only if
s(o(k) — g, f'(k)) — (A +n)k

f'(ki)
holds. The limit of the function v(-) when k — k is some negative real

number. Using limy_ oo s(w, f'(k))/k=0Vw >0 (as 0<s(w,R)<w and
limy_, 10 w/ k = 0), we find that

by =v(k) =

. —(1+n)k

Jim v(h) = —5 =

Hence, the phase line goes below the horizontal axis when k is near k and

when k is large. An example of a possible phase line is drawn in figure 4.2 (a

Cobb-Douglas example; see below). To describe the direction of change in ;,

we remark, using the implicit function (4.27), that k;; is decreasing in b, under

the assumption 1 + n — s > 0. Hence, k41 < k; above the curve, and k41 > k;
below. The corresponding directions of motion are plotted in the figure.

At this stage, we can already deduce the following. Assume that the golden

rule is feasible, that is, w(ksr) > g (equation (4.24)). On the one hand, if the

phase line k11 = k; crosses the vertical line k = kg in the positive orthant,

b

-~

/ ) _

kyy1 =kt

Figure 4.2. A Cobb-Douglas example of the capital motion. The arrows indicate the
direction of motion.

9 Or k = 0 if the life-cycle income is always positive.
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then the steady state golden rule level of debt is positive, and there is at least
one other steady state with positive capital and zero debt displaying over-
accumulation. This holds because the continuous phase line k11 = k; ends
below the horizontal axis. On the other hand, if the phase line k; 11 = k; crosses
the vertical branch k = kg below the horizontal branch b = 0, then the steady
state golden rule level of debt is negative, and we do not know if there are
steady state(s) (k, 0) with zero debt.

We shall provide a exhaustive list of possible cases when the utility function
is logarithmic and the production function is Cobb-Douglas. The phase line
ki1 = k; is then defined in the set ({g/[A(1 — «)]}'/%, +00), and it is given by

(A0 - )k —g] - (1 +n)k .

bf = V(k[) = 1+ﬁ 1o

A !

The function v(-) isconcave for g = 0.For g > 0, either v(-)is always decreasing
oritisincreasing on aninterval (k;, k») and decreasing outside. k; can be either
above or below k. Indeed, we have

Aaky' (k) = %[A(l — )k — g(1—a)] = (1 +m)2 — a)k,
which is a concave function, negative at 0 and for k large enough.

We illustrate the five possible cases. They are presented in figures 4.3
and 4.4.

When g = 0, there is a corner steady state at 0, and we have the two cases
depicted in figure 4.3. In the left panel, the economy without debt has one
positive stable steady state, which is characterized by over-accumulation. As a
consequence this steady state is stable for the dynamics with debt. There is also
a steady state with the golden rule and a positive debt. This steady state is a
saddle point (proposition 4.7). In this case, zero deficit policies can lead to the
golden rule, if the initial debt is set at the appropriate level. If the initial debt is

b . b
J

. A
N
i r\g
t,

Figure 4.3. The phase diagram (Cobb-Douglas) with g = 0, ! = 0, and 72 = 0.
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V—\W. <_T
l_>
L.

kGR
Figure 4.4. The phase diagram (Cobb-Douglas) with § = 0, ! = g, and 2 = 0.

too high, the policy leads the economy to the top left corner, in a region where
debt increases unboundedly. If it is too low, debt disappears asymptotically.
As in Tirole (1985), if there is only one positive steady state in the economy
without debt, the required level exists for any initial capital stock. This case is
illustrated in the left panel of Figure 4.3, where the saddle path is represented
by the bold line. In the right panel, the economy without debt has a positive
stable steady state with under-accumulation. According to proposition 4.8, this
steady state is a saddle point, as it is stable in the one-dimensional case and
displays under-accumulation. The golden rule steady state has a negative debt.
This steady state can be either stable, saddle-point stable, or unstable for the
dynamics with debt, depending on the condition established in proposition 4.7
and on whether assumption A10 holds. Its stability is further studied in the
example in section 4.3.5.

When g > 0, there are potentially more than one positive steady state in
the economy without debt (one-dimensional dynamics). As we have seen in
section 3.3.1, for g low enough, we have two steady states, represented in the
top panels of figure 4.4. The first one is unstable (and A10 does not hold in
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it), and the second stable. The lower steady state is comparable to the lowest
sustainable initial capital of section 3.2.2. In the left panel, the higher steady
state without debt displays over-accumulation, implying that the golden rule
steady state has a positive debt. As in the previous case, zero deficit policies
can lead to the golden rule, if the initial debt is set at the appropriate level. This
results simply from the saddle-point property of the steady state. Contrary to
the previous case, the needed level no longer exists for any initial capital. It
exists only for an initial capital larger than the lowest sustainable initial capital.
In the right panel, the largest positive steady state of the economy without
debt displays under-accumulation, implying that the golden rule steady state
displays a negative debt.

In the bottom panel of figure 4.4, public spending is so large that there is no
positive steady state equilibrium in the economy without debt. There exists a
steady state equilibrium with a golden rule capital stock and a negative debt,
which is stable under assumption A10. This case reflects the fact that large
public spending is sustainable only with a negative debt.

4.3.3 Non-zero Deficit: Local Analysis

In the case where § = g — t' — t2/(1 + n) is non-zero, the first steady state

condition for the dynamics described by (4.19) and (4.20) is
[1+n— f(k]b=58+#0, (4.28)

which implies both f'(k) # 1+ n and b # 0. Hence, the golden rule cannot
be a steady state when the deficit is non-zero. However, any other value of k
can be the capital stock of a steady state. More precisely, we shall show that
there always exist a unique level of deficit §(k, t2) and debt b(k, t2) such that
(k, b(k, %)) is a steady state. We will start with fixed levels of k and 2 and
study the corresponding levels of deficit and debt. We next investigate the role
played by 72 and its effect on the level of debt for a given level of capital.
Finally, the local stability properties of this steady state are established. This
approach from three different angles does not provide a global analysis of the
dynamics, but gives a global view of the set of steady states and their local
stability properties.

We first determine the range of deficits compatible with a positive life-cycle
income for given capital. The life-cycle income at steady state,

w(k) — !

2 EPEY S
_W_Ser(k) g+t <1+n f’(k)>’

is positive if and only if the deficit is not too small (i.e., the tax on the young is
not too large):

§>8(kt*)=g—wk) —1° (1—1}1 — f’ik))O
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The threshold 8(k, 2) also depends on g, which is fixed. The life-cycle income
is equal to § — 8(k, t2), and savings are given by

L
f(k)
The second steady state condition: (1 + n)(k+ b) = § is equivalent to finding
the roots of the function

Y=[1+n—- f(RO][1+n)k-5+ 1+ n)b].
Using equations (4.28) and (4.29), we have

S((k) — ', =72, f'(k) = 5(8 — 8(k. %), f'(K)) + (4.29)

2
(k)
The following proposition derives a steady state curve §(k, t2) which gives the
level of the deficit corresponding to a steady state k.

Y =[1+n- f(k)] ((1 +n)k—s(8 — 8(k, t2), f'(k)) — ) + (1 + n)s.

Proposition 4.9 (The steady state curve §(k, %))

Let k> 0 with f'(k) #1+n, and g > 0 be feasible, i.e. lower than the net
production: f(k) — (1 +n)k > g. Forany tax t*> € R, there exists a unique value
of the deficit §(k, t*) and of the debt

. _ $(k, %)
D= T ®

for which the pair (k, b(k, t?)) is a steady state of the dynamics (4.19)—(4.20)
with constant deficit.

Proof: For k, g and 2 given, Y is an increasing function of 8, defined for
8 > 8(k, t%). Indeed, we have

Y

5 = AHmL=5))+ £(s,, > 0
with s/, = s/,(8 — 8(k, ©2), f'(k)) between 0 and 1. Let us study the limits of Y
when § goes to the bounds of the interval (8(k, 7?), +00).

e When § tends to §(k, t2), s(8 — 8(k, %), f'(k)) tends to 0, and we have

. : e
im Y= [ () <(1 +n)k— f/(k)> + (1 +n)d(k, 2).
With
3k ™) =5 = LF0 k01 -7 (15 = 7).
we obtain

bléi(r}grz)Y =1+n)g+ A +nk— f(k)],
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and this limit is negative if and only if k is feasible in the long run with
public spending g, i.e., f(k) — (1 +n)k > g.
* When § tends to oo, Y is bounded below by

(1 +m)[8 —s(8 = 8(k. %), f'(k)] + C(k. 7%),

where C(k, t?) does not depend on 8. Using the arbitrage condition u/(§ —
8(k, t?) —5) = BRu/(Rs) which defines s(8 — 8(k, t?), R), we obtain that
the limit of § — s(8 — 8(k, t2), f'(k)) when § goes to +oc is equal to +o0.
As a consequence we have

Iim Y = +o0.

§—+o00
We thus conclude that the function Y has a root §(k, t2) belonging to the
interval (8(k, %), +-00) if and only if k and g are such that f(k) — (1 +n)k >
g holds. As a consequence, since f'(k) # 1+ n, the pair (k, b(k, t2)) with
b(k, t?) = 8(k, t2)/[1 4+ n — f'(k)]is a steady state for the dynamics described
by (4.19) and (4.20). |

We now analyze the effect of changing the tax on the old 72 on the steady state
debt at given capital.

Proposition 4.10 (Effect of 7> on the steady state debt)

For a given feasible k, the long-run debt b(k, t?) is an increasing function of
12 and increases from —oo to +00 when t? rises from —oo to 4+oo. The deficit
S (k, ©2) increases (decreases) with T2 if k > kg (k < kog).

Proof: The derivative of Y with respect to t> can be written, when we take
into account the effect of 72 on §(k, t2):

Y : S 1S
arz=[1+n—f(k)](—1+n_ f/(k))’

and we have from the implicit function theorem that

38(k, %) aY/dt?

atz  9Y/as

Remember that 3Y/d§ is positive from proposition 4.9.
Tostudy the change in §(k, 72) and b(k, t2) as a function of 72, we distinguish
two cases.

* When there is under-accumulation of capital, f'(k) > 1 +n, dY /3t is pos-
itive, and §(k, t?) is a decreasing function of 72. When 72 tends to —oo,
8(k, t%) tends to +oc and §(k, t?), which is larger than §(k, t2), also tends
to +oo. When 72 tends to 400, we use the fact that Y = 0 at § = §(k, t2) to
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deduce
N X
QI;¥$6;:S@WJ5—MK¥wa»+fi@—a+nm
.’:2
SECEN

which implies that §(k, 7%) tends to —oc. In this case, b(k, t2) = §(k, t2)/
[1 +n— f'(k)] is increasing with respect to 2, and it increases from —oo
to 400 when 72 rises from —oo to +oo.

* When there is over-accumulation of capital ( f'(k) < 1+ n), §(k, %) is an
increasing function of t2. When 72 tends to +o0, 8(k, t?) tends to +oo,
implying that both §(k, t?) and b(k, t?) tend to +oo. From the fact that
Y =0at§ = §(k, t2), we deduce

G+mik s -
CAEMOET) _ 5k, 12) — 8(k %) + ——— — (1 +m)k
L+n— f(k) f'(k)
2
. N v
< d(k, %) g+w(k)+1+n 1+ n)k,
and
f(k)S(k, ) 7’
—_— < — k -1 k.
1+n—f/(k)< g+w()+1+n (1+n)
Hence, when 72 tends to —o0, §(k, %) and b(k, %) tend to —oc. [ ]

Although t? affects government deficit and debt at given k, it does not
affect consumptions or welfare. Indeed, the consumptions are determined by
the individual arbitrage condition u'(c) = B f'(k)u'(d) and the resource con-
straint f(k) = ¢ +d/(1 +n) + g + (1 + n)k, which do not depend on 72, §, or
b. We find here the same property of the multiplicity of instruments as in the
decentralization theorem 4.3.

For a given steady state and for a given deficit and public spending, different
financing schemes (¢, 72, b) are possible. Although the tax mix does not affect
the level of the steady state, it is important for its stability type. The local
stability properties of the steady state(s) are given by the following proposition.

Proposition 4.11 (Stability of steady states with debt and deficit)
Given g, t°, and k, assume g feasible with k and A10 at (k, b(k, t°)) with
t! =g —8(k, t?) — 2/(1 + n). There are two thresholds b and b, b < b:

1 f/ ~) 1/ ~/

1 f/ ~ 4 I~ /
b f”<1+1—|—n)(1+n_SRf +3§,,0) <0,

b
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such that the steady state (k, b(k, t?)) is locally stable if b(k, ©*) € (b, b) and
there is over-accumulation at k. In the case of under-accumulation, there is an
additional stability condition:

[ l4n—Sp["

o/ /
1+n 8, o

The steady state is a saddle point if b(k, ©*) lies outside the interval (b, b). The
argument of § are w(k) — t', —t2, and f'(k).
Proof: The dynamic system (4.19)—(4.20) takes the form

(1 +n)kr = S(w(k) — ', =72, f'(kiwa)) = (k)b = 8,

(1 + n)bl+1 = f/(kt)bt + 8.

We take a first-order Taylor expansion of the system around the steady state
(k, b(k, t?)). This leads to the linear dynamics

§ o~ f(Rbke?) g
[ st — ]_ 5 BU[ k—k
b= bk, T®) | | bk rw || b= bk t?) |
1+n

1+n

where
D=1+n—sk(o(k) — ', =72, (k) f"(K).

Assumption A10 ensures D > §,,@" > 0. Replacing § = s — #2)2(1 —s,),
we obtain

2

(1+n)?
where sj, = sp(8(k, t2) — 8(k, t2), f'(k)) and s/, = s/ (8(k ) — 8(k, 72),
f'(k)). The characteristic polynomial is

/ PN T/ X 2 Yol o)
P()\.)=)\.2—)\.< f +SW0) fAb(kvr)>_|_ fSWO)

D=1+n—spf'(k)+ (1 —=s,) (),

1+n D (1+n)D
The following holds:
P(0) = fsiwwA >0,
(14+n)D

B B f/ _Sé\;w, f”B
P(l)_<1 1+n>(1 D>+ 5

P(—1) = <1 + flﬂ) <1 + SW) il
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The condition P(1) > 0 is equivalent to b < b with

R

The condition P(—1) > 0is equivalent to b > b with

1 N, -
=—|1 D+s),0 .

In any case we have b < b. Indeed,
f/ f/ 2 /2PN 1/
D = .
1+ Tn) (PHse) =70
Hence, if b >0then b > b. If b <0then f”b < f”b, which again implies b > b.
We can characterize the stability type using P(0), P(1), and P(—1). In
the case of over-accumulation, A10 implies P(0) < 1. In the case of under-

accumulation, P(0) < 1 requires another condition, given in the proposition.
|

|ﬂm=b— MD—%M<<LF
n

From this proposition we learn that stability is possible even when there is
under-accumulation, i.e., the dynamics (4.20) with fixed capital are unstable.
Stability is ensured by an additional restriction. This restriction holds if k is
close to the golden rule level. Note moreover that, with A10, b is positive
when there is under-accumulation and negative otherwise. Hence, in the case
of under-accumulation, the upper bound on debt is strictly negative.

With a policy of constant deficit, Proposition 4.11 shows that the local sta-
bility conditions are quite restrictive, imposing conditions on the level of debt
and on the level of capital (under- vs over-accumulation). When the steady
state is stable, there is no special restrictions on the initial debt to ensure con-
vergence (at least locally). When the steady state is a saddle point, there is only
one convergence path, which imposes a very strong restriction on the initial
debt. Finally, when the steady state is unstable, constant deficit policies should
not be implemented. In these last two cases, the economy either converges to
another steady state, or follows an unsustainable path.

4.3.4 Non-zero Deficit: Graphical Illustration

We first draw the phase diagram. The set of points (k;, b;) for which there is
no change in by, i.e., b,y1 = by, is given by the pairs (k;, b;) for which

bl +n— f(k)] =4

holds. This function is defined on the set of capital stocks k belonging (0, +00),
k # kgr. Itis represented in figure 4.5. The function displays a vertical asymp-
tote at k = kgr. If § < 0, which represents a budget surplus, the function is in-
creasing in k;. In the case of a deficit, it is decreasing. To describe the direction
of change in b,, we remark, using the implicit function W(b,11, by, k) =0
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6 < 0 (surplus) 6 > 0 (deficit)

Figure 4.5. The debt motion. The locus where debt is constant is represented. The
arrows indicate the direction of motion.

defined in the system (4.26), that b, increases (decreases) with increasing
k; in the case b, < 0 (b, > 0). Hence, for negative b, we have b, > b, to the
right of the curve and b, < b, to its left. For positive b, we have b, < b, to
the right of the curve and b, > b, to its left. The corresponding directions of
motion are plotted in the figure.

One conclusion can already be drawn from this partial analysis: it is not
possible to run permanently a positive debt with a budget deficit when there
is under-accumulation of capital. This conclusion is consistent with the three
propositions on local stability.

The second phase line is similar to the one in the analysis with zero deficit.
Limiting the analysis to an example, we keep the simplifying assumption 7> =
0. The number of steady states and their stability type depend crucially on the
policy variable §. To obtain more satisfactory characterization of the dynamics
in the economy with varying debt, proposition 4.9 is very useful. It indeed
derives a steady state curve §(k, t%). We illustrate this in an example. We take
the case of a CES production function with low substitution (o = 4) and a
logarithmic utility.!” The parameters are « = 1/2, 8 = 0.3, n = 1.097, A = 20.
We assume g = 0 and r? = 0, which implies that ! = —§. The function §(k, 0)
is plotted in figure 4.6. The values of § for which there are zero, one, two, three,
or four steady states can be clearly identified. We also report on the same
figure the function §(k, 1), i.e., for a non-zero value of z2. The figure illustrates
proposition 4.10, that the deficit §(k, %) increases (decreases) with increasing
t2if k> ker = 1.57 (k < ko).

Figure 4.6 shows the ranges of interesting values of §, for which we can
draw phase diagrams. Five phase diagrams are presented in figure 4.7. Looking
now at both figures 4.6 and 4.7, we observe the following. When government
runs a high deficit per capita, § = 3, there is no steady state for the economy.

10 Low substitution between productive inputs is useful in that it yields four steady states in
the example, which illustrates the great variety of situations and stability types.
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Figure 4.6. The functions §(k, 0) (bold line) and §(k, 1).

Lowering the value of §, we observe first the appearance of two steady states
with negative debt (deficit = 1), then the appearance of two steady states with
positive debt and over-accumulation of capital (deficit =0.2). When § becomes
negative (surplus), the phase line associated with constant debt is completely
different and we have three steady states for § = —0.2. When § decreases
further, the two low steady states disappear and the high steady state with
negative debt and over-accumulation remains.

We finally focus on the case § = 0.2, which displays four steady states. The
corresponding phase diagram with the directions of motions is represented in
figure 4.8 in a schematic way. Considering only those with a positive debt, the
directions of motion suggest that the steady state C is a saddle point. In this
case, for a given level of ky near the value of k at C, there is only one initial
by leading the economy to that steady state. If the initial debt per capita is
too high, the economy will move in the northwest direction and the debt will
explode. If it is too low, the economy is attracted to the fourth steady state
D, which is the only stable steady state. The local stability of the steady states
inferred from the arrows is confirmed by the following table, which gives the
numerical values of the eigenvalues:

Steady state k b A A
A 0.041 —0.019 0.01 11.34 Saddle
B 0.908 —0.041 3.60 4.55 Source
C 1.719 0.588 0.21 2.15 Saddle
D 2.280 0.243 0.09 0.37 Sink
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Figure 4.7. Phase lines for different deficits.

4.3.5 Ponzi Debt, Money, and Bubbles
In the model with debt but without taxes and government spending (¢! = 7% =
g = 0), there is no choice for government other than running a Ponzi debt (see

section 4.2.3). The dynamics are given by

(I +n)b1 = f'(k)by, (4.30)
(L4 n)(bis1 + k1) = s(o(ke), f'(Ki+1))- (4.31)



212 A Theory of Economic Growth

b kex

-

g \

Figure 4.8. The phase diagram. Example with § = 0.2.
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We have the same equations when b is a private asset that does not bring
any dividend, i.e., a pure bubble (see Tirole (1985)).!" A pure bubble is an
asset with zero market fundamental (i.e., with no intrinsic value) that does
not distribute any dividend. Under perfect foresight, the bubble must bear
the same yield as capital. Similarly, b can also describe the case of fiat money,
which plays only one role: to absorb a part of savings without providing any
other service. The dynamic equations (4.30)—(4.31) are the same in the three
cases: debt without government intervention (called Ponzi debt), bubble, and
money. There are nevertheless three important differences: First, debt is a
pre-determined variable, while a bubble is a forward-looking variable, since
there is no related initial condition. Second, a bubble cannot be negative if
the corresponding asset can be freely disposed of. On the contrary, a neg-
ative debt simply means that the government holds a part of the physical
capital of the economy. Third, the model with debt can be analyzed within
a truly dynamic approach to equilibrium, i.e., using the notion of temporary
equilibrium and inter-temporal equilibrium. The model with bubble should be
analyzed within a general equilibrium framework where the Walrasian auc-
tioneer determines the prices of all periods at the same time. Otherwise, the
current value of the bubble, which is not predetermined, could well be incon-
sistent with the forecasted value of the preceding period (expectations are not

11 Note that Tirole (1985) defines b,(T) = B/ N;,which changes the lag structure in the equations
and the corresponding phase diagram. This implies that his phase line b; 11 = b; is positively
sloped, while ours is vertical. This notation is related to the first difference between debt and
bubbles mentioned below.
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inherited). The difference between the two approaches is further explored in
section 5.4.

As in Diamond (1965) and Farmer (1986), we have assumed that public
debt is a real variable. This is a natural assumption in an economy without
money. Concerning the equilibrium with money, we can also point out some
differences from bubbles and debt. If the nominal stock of money is exogenous,
the price of money is a non-predetermined variable, and this leads to the same
logic as in the model with bubbles.!> Nevertheless, money is in general issued
by some authority which could warrant a positive value of money.

We thus conclude that in analyzing the dynamics described by (4.30)—(4.31),
the economic interpretation of the variable b plays a central role in under-
standing the properties of the model. For example, with debt, we study the
sustainability of a given policy. With bubbles we are interested in the existence
and the nature of the equilibrium (with asymptotic bubble, for example).

Let us recall the main local stability properties of the steady state equilibria
of these dynamics, limiting ourselves to the cases b > 0, which apply to the
three interpretations. There may exist two types of steady states: The golden
rule f'(kgr) = 1 + n when the asset bgy is positive, and the steady states with
zero value asset (b = 0), which correspond to the steady states of the dynamics
analyzed in chapter 1.

As we have seen in proposition 4.7, the steady state (kgg, bgr) With

s(w(ker), 1 +n)

T+n —kgr >0

bGR =
is a saddle point, which corresponds to the notion of asymptotic bubble in
Tirole (1985). Locally, this steady state is the limit of a unique path where, for
each value of ky, there is a unique by which leads to the steady state. Under some
assumptions, including that the Diamond steady state equilibrium is unique
and characterized by over-accumulation, global uniqueness of this trajectory
can be obtained (see Tirole (1985)).

Global Dynamics in an Example of Ponzi Debt. 1t is possible to study globally
the solution to the system (4.30)—(4.31) in an example.

Example: We assume a logarithmic utility function and a Cobb-Douglas pro-
duction function with total depreciation of capital. The dynamics obey

B — a)Ak?,
1+ 58

(1 +n)by1 = a A 'b,.

(1 +n)(brs1 + k1) =

12° Alternatively, money can be the support to inter-generational exchange, as in the model of
Samuelson (1958) without capital.
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Let us define the debt-savings ratio x; as
B[ _ (1 + n)b[+]

Xt

- Nisy N
We have
- o(Akf(_]b,(l +B) _ a(l+B) simix
TR —a) Ak T B(I—a)k(1+n)
and

1+n)k =si1 — (1 +n)b =s,1(1 — xy),
from which we obtain
a(l+ B)x
B —a)(l—x)
It is then sufficient to study the dynamics of the ratio x;, which should always
remain lower than one. Indeed, for k to be positive the asset b should always

be lower than savings. The dynamics of x, can then be used to determine
the dynamics of k, and b,

X1 =

1-a)A
1+ = (1= x) 202k
1-a)A
1+ mh =5 PG D

and the corresponding steady states. When the one-dimensional dynamics
of x, are stable, the two-dimensional dynamics of k; and b, are stable too.
When the one-dimensional dynamics of x; are unstable, the steady state of
the two-dimensional dynamics of k; and b, is a saddle point.

The dynamics of x, has two steady states:

a(l+8)
Bl —a)

x; is positive (negative) if the steady state of the model without asset b of
chapter 1, given by

x3=0 and x{=1-

o= (aiim)

displays over-accumulation (under-accumulation). The possible cases are
illustrated in figures 4.9 and 4.10.

* When there is over-accumulation (kP > kg), the steady state X} is posi-
tive, corresponds to the golden rule (kqg, ber), and is unstable (figure 4.9).
With the particular initial condition xo = (1 + n)by/s_1 = x| the sequence
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Xt41

Figure 4.9. Global dynamics in an example: over-accumulation.

(x;) remains constant and the sequence (k;, b;) converges to (kgr, ber)-
There is no equilibrium if x, is above xf, for then x; reaches in a finite
number of periods a value larger than 1, implying that the asset b can no
longer be absorbed by private savings. For any xo < xj, the dynamics of
x, converges to 0 and the asset value tends to vanish. (k;, b;) tends to
(kP, 0). In the two-dimensional dynamics, (ker, ber) is @ saddle point and
(kP,0) is stable.

When there is under-accumulation (k” < kg), the steady state x;} is neg-
ative (figure 4.10). In this case, there is no inter-temporal equilibrium with
xo > 0. There is thus no equilibrium with (positive) bubble. However, all
the trajectories with a negative initial debt xy < 0 converge to the golden
rule: (k;, b;) converges to (kgr, ber)-

In the limit case kP = kg, One obtains the same conclusion with bgs = 0.
In the two-dimensional dynamics with bubbles, there is no inter-temporal
equilibrium with perfect foresight. With debt, (ker, ber) is stable and
(kP, 0) is a saddle point.

Xt+1

xT

Figure 4.10. Global dynamics in an example: under-accumulation.
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4.4 CONSTANT DEBT POLICIES

This section provides a global analysis of the dynamics with constant debt.
We show that the essential information can be gathered in a single planar
diagram, thereby allowing us to answer the questions of global stability and
sustainability in a comprehensive way by means of a graphical exposition.

In this version of the model, the policy of the government is to keep constant
the level of debt per young individual. Hence, B,_1/N; = b V¢, where b is the
target level of debt per capita. We also assume, as in Diamond (1965), that
both the lump-sum tax on the old and the level of government spending are
zero. The level of taxes required to maintain this level of debt is thus

o =R —(L+n)b=[f(k)~ (L+n)b=r1(k).

4.4.1 Sustainability in the Short Run

We keep the view that sustainability of a given policy is associated with the
existence of the corresponding equilibrium.

To study sustainability in the short run we consider the temporary equi-
librium. The following variables are given: b, s,_1, I,_1 = N;—15,-1 — N;b > 0,
R{_,. The conditions under which the temporary equilibrium exists are made
explicit in the following proposition.

Proposition 4.12 (Existence and uniqueness of the temporary equilibrium)
Given {s;-1, li-1, R{ ;}, a temporary equilibrium with positive consumptions
and investment exists if and only if

5.1 > 0, (4.32)
o(k) > t(k) = b[ (k) — (1 + n)]. (4.33)
s((k) — t(k). RS,;) > (1+n)b, (4.34)

where k, = s,_1/(1 + n) — b. If it exists, it is unique and can be expressed as a
function of k; and R; ;.

Proof: If the equilibrium exists, then d; > 0, ¢, > 0, and I, > 0. The positivity
of consumptions implies the positivity of the incomes of both young and old
households. This in turn implies s,_; > 0 and w(k;) > t(k;), which are (4.32)
and (4.33). The positivity of investment implies that the whole debt should be
absorbed, i.e., (4.34).

1f (4.32) does not hold, positive consumption of the old is excluded. If (4.33)
does not hold, it implies that w(k;) < t(k,;) and positive consumption of the
young is excluded. If (4.34) does not hold, investment is not positive.

The temporary equilibrium is unique, as o(-), f(-), 7(-), and s(-, R) are
(single-valued) functions. |
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The three conditions (4.32), (4.33), and (4.34) are closely related to the short-
run sustainability of debt policy. The last one can be read as bearing on expec-
tations. The first one is simply k; > —b. The second one relates k; and b and
should be studied carefully.

Let us define the net income of the young households as a function of capital
and debt:

w(ki, b) = o(k) — t(k) = (k) — b[ f'(k) — (1 + n)].
We should study the set & of pairs (k, b) € R, x R which satisfy w(k, b) > 0,
with
w(k, b) = w(k) — o(k)b, where o(k) = f'(k) — (1 +n).

We next assume that A5 holds in order to define a finite positive golden rule
capital stock k.

* When k < kg (under-accumulation of capital), we have o(k) > 0 and the
condition w(k, b) > 0 is equivalent to

b < Z((lli)) = b(k).

The upper bound on debt, b(k), is an increasing function of k(o' > 0,
o’ < 0), is positive valued, and has limits

- w(0) .
iliI(l) b(k) = 2004 and kinkr(l3R b(k) = +o0.

The limit b(0+) is zero if w(0) = O or f(0+) = +o0. Ifw(0) > 0 and f’(0+)
is finite, b(0+) is positive.

* When k > kg (over-accumulation of capital), we have o(k) < 0, and the
condition w(k, b) > 0 is equivalent to

—w(k) -k

—o(k) — 1+n— f(k)

The lower bound on debt, b(k), is negative, and its limits are

b >

= b(k).

. . —w(400)
| b(k) = — d lim blk)= ——.
kenkréf( ) o an kilfoo*( ) 1+n— f'(+00)

The derivative of b(k) is
"R +nmk— f(k)]
[1+n—f(RP

Let us define k as the positive root of f(k) — (1 +n)k. The existence of
the golden rule implies that & is finite (see section 2.1.1). We then have
that f(k) > (1 + n)kif and only if k < k. The function b(k) is increasing in
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(ker, k) and decreasing in (k, +00). Notice also that

by = SR =KD __p

(k) — (A +n)k

The functions b(k) and b(k) are represented in figure 4.11. The interpre-
tation is the following. When k is below the golden rule level, running a
positive debt requires levying positive taxes, as the interest rate is above
the rate of growth (of population). Sustainability thus requires an upper
bound b on the debt. When k is above the golden rule level, running a
negative debt requires levying positive taxes, as the interest rate on govern-
ment assets is below the rate of growth (of population). Sustainability thus
requires a lower bound b on the debt.

Finally, the chart should be completed with the condition k£ > —b, which en-
sures that the old-age consumption is positive. We do not represent the condi-
tion of positive investment, which depends on exogenous expectations. Figure
4.11 represents the set where the two conditions (4.32) and (4.33) hold. This
set will be denoted by £, and we have

E={(kb)eR,. xR; k> —band w(k, b) > 0}.
b

A

b(k)

E Z

b(k)

Figure 4.11. Domain of existence. The scope for positive young-age consumption is
given by the set of pairs (k, b) € R, x R, which satisfy w(k, b) > 0. It is the region
between the two curves b(k) and b(k). The scope for positive old-age consumption is
given by the set of pairs (k, b) such that b > —k. The set £ is given by the intersection
of the two. (To improve the clarity of the picture, the scale of the axes is different.)
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4.4.2 Sustainability in the Long Run

We shall study the inter-temporal equilibria with perfect foresight, i.e., when
= f'(k+1) and thus

t+1 -
1
kir = 17 s(@(ki, ). (ki) = b. (4.35)

This dynamical equation links the two periods by equalizing investment in
physical capital and bonds with savings.

Given a constant value of b and an initial capital stock ky = Ko/ N-1, an
inter-temporal equilibrium with perfect foresight is characterized by a se-
quence (k; );>owith k; > Othat satisfies for all# > 0 the condition (4.35). Hence,
at the inter-temporal equilibrium with perfect foresight, the stock of capital of
period ¢ 4+ 1 should verify the following implicit equation:

A(ki1,W(ke, b), b) = (1 + n) (ki1 + D) — s(W(ks, b), f'(ki41)) = 0. (4.36)

This equation defines the dynamics of k; under perfect foresight. Following
the same method as in section 1.5.1, we keep b and w > 0 fixed, and investigate
whether there exists a solution k > 0 to

A(k,w,b) = (1+n)(b+ k) —s(w, f'(k)) =0. (4.37)

If the net income is W, = w, the savings with perfect foresight s(w, f'(k41))
should be equal to (1 4+ n)(b + k.+1) when the debt per capita b is constant.
As the savings s(w, f’(k;11)) are bounded from above by income w, we have

hT A(k,w,b) = (4.38)
Before completing the study of the existence of the equilibrium, we introduce
an assumption H3b. The condition of rational foresight, i.e. the fact that agents
coordinates their expectations on a single value of k, supposes that equation
(4.37) has a unique solution in k. We thus adapt the assumption H3 of chapter
1 to the model with constant debt: Given b, for all w > 0, equation (4.37) has
at most one solution k > 0 such that (k, b) € £.

Assumption H3b.
Given b, for all w > 0, for all k such that (k, b) € &,

Alk,w,b)=0 = Al (kw,b)>0.

A sufficient condition is obviously that A(k, w, b) is always increasing. As we
have

Ak, w, b) =1+ n—sp(w, f'(Kk) f"(k),

we obtain the same sufficient condition as in chapter 1 for H3. It holds in
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particular when 53 > 0, i.e., the inter-temporal elasticity of substitution is not
smaller than one, implying that the substitution effect is not dominated by the
income effect.

Assuming H3b implies that, for all k&, > 0, k; > —b such that w(k;, b) > 0,
there exists at most one solution k1 > 0, k,11 > —b to equation (4.36).

Existence and Monotonicity of Equilibrium Trajectories. The derivative of
w(k, b) with respect to k is

DD oty — 1k = 1Rk + ),

which is positive for k > —b. We now have the following proposition:

Proposition 4.13 (Existence and monotonicity of equilibrium trajectories)
Assume H3b, and let (ky, b) € £. Then, we have:

1. If A(ky, w(ko, b), b) <0, there exists an inter-temporal equilibrium
with perfect foresight with initial capital ky; the sequence (k;) is non-
decreasing.

2. If A(ko, w(ko, b), b) > 0, then equation (4.36) defines a decreasing se-
quence (k;). Eitherthere is a date at which equation (4.36) has no solution,
or there is a solution for all t and the inter-temporal equilibrium exists.

Proof:
1. Considert > 0such that A(k;, w(k:, b), b) < 0. Then there exists k;1 >
k: such that A(k;y1, w(k;, b), b) = 0, for the continuous function A(k, -)
of k, is negative or nil at &, and positive for k large enough (equation
(4.38)). As we have k;1 > k; > —b, we have w(k;1, b) > Ww(k;, b). As
A(") is decreasing with respect to w, we deduce that

A(kit1, w(kiy1, b), b) < 0.

The first result is proven by induction for all # > 0; the sequence (k)
exists and is non-decreasing. Moreover, it is strictly increasing if it is not
constant (case A(ko, w(ko, b), b) < 0).

2. Assume now that A(k,, w(k;, b), b) > 0 at t > 0 with (b, k;) € £, and
assume that there exists k1 such that (4.36) holds. Let us use the sim-
plified notation A, (k) = A(k, w(k;, b), b). If k;; were greater than k,,
we would have, following H3b,

A,
dk
As A is increasing in k at k41, there exists € such that k1 —€ > &
and A,(k,41 —€) < 0. Then A(k) crosses the horizontal axis between
k; and k.1 — €. We would then have two solutions, which is excluded.

(k[+]) >0 and A[(k[.,.]) =0.
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We deduce that k;;; should necessarily be smaller than k;: as long at
it is defined, the sequence k1 is decreasing and satisfies w(k.+1, b) <
w(k;, b) and, if w(k, 1, b) > 0, A(k11, w(ky1, b), b) > 0. |

We have thus established the existence of the inter-temporal equilibrium in
the case A(ko, w(ko, b), b) < 0 and the monotonicity of the dynamics in that
case. However, the inter-temporal equilibrium may not exist for certain initial
conditions such that A(ky, w(kp, b), b) > 0. In that case, at a given date, either
the net income becomes negative, or savings are not sufficient to finance the
debt. The debt b is therefore not sustainable.

From the monotonicity result we deduce that an inter-temporal equili-
brium - if it exists — necessarily converges. Such a limit is a steady state. We
now study the set of steady states in detail.

The Steady State Curve ng). Capital k > 0 is a steady state of the dynamics
described by (4.36) if A(k, w(k, b), b) = 0. We analyze the set of the steady
states

¥ (k. b) = A(k, w(k, b), b) = (14 n)(b+ k) — s(w(k, b, f'(k)) =0

in the set £, and we shall show that y = 0 defines a function b( lf) for k feasible
in the long run: 0 < k < k, with k such that f(k) = (1 4+ n)k. We have the
following proposition:

Proposition 4.14 (The steady state curve)
The equation

Ak, w(k, b), b) =0

has a unique solution b(k) for all positive capital feasible in the long run (0 <
k < k) such that (k, b(k)) € &. The function b(k) is continuously differentiable,
and its limits are b(k—) = —k and b(0+) > 0. We have b(0+) > 0 if and only
if b(0+) > 0.

We call b = b(k) the steady state curve, linking together the steady state value
of capital to the level of debt.

Proof: We first study the existence and uniqueness of b and compute its limits.
The partial derivatives of v (k, b) with respect to b is

U= AWy + Ay =sL[f(k)—(1+n)]+1+n
=5, f'(K)+ 1 +n)(1-s,) >0,

as0 <), <1
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When k < kgx (under-accumulation of capital), w(k,b) >0 < b <
b(k). As ¥ (b, k) < (1 + n)(b+ k), we have

blirP Y (b, k) = —o0.

Moreover, by definition of b(k) we have lim,_, 54 w(k, b) = 0, which
implies

lim ¥(b, k) = (1 +n)[b(k) + k] > 0,
b— b(k)

asb(k) = w(k)/o(k)is positive. As a consequence, for all k > 0 the func-
tion ¥ (k, b) is increasing in b, from —oo to a positive value. There thus
exists b(k) < b(k) unique such that v (k, b(k)) = 0, where b(k) is the
value of the debt such that ks a steady state. The limits of the function
b(k) are as follows:

e Whenb(0) = 0 («(0) = 0or f/(0+) = +00), we deduce from b(k) <

b(k) that

limsup b(k) < 0.
k—0

We also have

liminf b(k) = lim inf s(#(k. b(K)). f'(K)) = 0.

As liminf < lim sup, the two limits are equal at 0 and
lim b(k) = 0.
lim b(k)=0

Whenb(0) > 0(w(0) > 0and f'(0+) < 4-00), the limit bof b(k) when
k tends to zero, if it exists, satisfies ¥ (0, b) = 0, where

¥(0.B) = (1+m)b — s((0) — 2(0)b. f(0)).
The limit when k£ — 0 of yr(k, b) is defined for b< b(0). We deduce
from ,(0, b) > 0 and (0, 0) = —s(w(0), f'(0)) <O that b >0 is
the unique solution to v (0, b) = 0 and that it verifies 0 < b < b(0).
Moreover, for any sequence (k) converging to 0, all the limit points

b of b(k;) verify (0, b) = 0 and thus coincides with b. This implies
that the limit of h(k) when k goes to 0 exists and is equal to b.

Concerning the limit when k tends to k¢g, w(k, b) tends to w(kgg), and
the limit of b(k) is bsx (the same argument as above can be applied).
When k > kg (over-accumulation of capital), w(k, b) > 0 < b > b(k).

¥(b, k) > (1 +n)(b+ k) —w(b, k)
> 1 +n)b+ k) —wlk)+(f'(k)—1A+n))b
> (14+n)k— (k) + f'(K)b,
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we have

Jim ¥(6.0)=

Moreover, we have limy_, px) W(k, b) = 0, which implies

Jlim (b 1) = (14 (500 + K = 0(k) - o()i]
1+n
= @l + k= FRL

This limit is negative if and only if k < k. As a consequence, since the
function ¥ (k, b), is increasing in b, there exists, for k < k, a unique
b(k) > b(k) such that ¥ (k, b(k)) = 0. The limits of the function (k)
are

lim B(k) = bo = (ke 141

- k} )
k— kGr 1+n oR
and

lim b(k) = b(k) = —
k—k

For k > k, we have Vb > b(k), ¥(k, b) > 0.
Finally, the continuity and differentiability of b result from the implicit fun-
ction theorem. |

Two examples of possible b(k) are represented in figures 4.12 and 4.13.

Example: With a logarithmic utility function, we have

v (b, k) = (1 +n)(b+ k) — %[ (ki) — bf (k) + b(1 +n)],

and

Bo(k) — (1+p)(1 +n)k
1+n+Bf(k) '

b(k) =

4.4.3 Characteristics of Inter-temporal Equilibria

Itis now possible to characterize the inter-temporal equilibria, their existence,
and the nature of their dynamics by using the function b(k).

Proposition 4.15 (Characteristics of inter-temporal equilibria)
We assume H3b and let (b, ko) € £. Then, when ko < k, there are three possi-
bilities for b:
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A. Ifb < b(ky), the inter-temporal equilibrium with initial state k exists and
is unique, and the sequence (k,;);> is increasing and converges to a steady
state k; k is the smallest steady state greater than k.

B. If b = b(ky), ko is a steady state equilibrium: the inter-temporal equilib-
rium exists, and the sequence (k;):>o is constant and equal to (ko).

C. if b > b(ko), we have three possible situations:

o If there exists a steady state equilibrium 0 < k < ko, then the inter-
temporal equilibrium exists, and the sequence (k;);>o is decreasing
and converges to the largest steady state which is smaller than k.

* [fthereis no inter-temporal equilibrium starting from k, then there is
no steady state smaller than k.

o [fthere is an inter-temporal equilibrium starting from ko, but there is
no steady state smaller than ko, then the sequence (k;);>o converges to
0 (poverty trap).

When ko > k,

D. The condition w(ko, b) > 0 implies that ¥ (ko, b) is positive and we have
the same properties as in case C (b > b(k)).

Proof: A:1f b < b(ky), then v (ko, b) < ¥ (ko, b(ko)) = 0. We are in case 1 of
proposition 4.13 (with strict inequality). Then the inter-temporal equilibrium

b(k)

Figure 4.12. The steady state curve. The curve b(k) is plotted for the case where
b(04) = 0 and ks finite. This case arises, e.g., with a logarithmic utility function and
a CES production function with low substitutability.
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Figure 4.13. The steady state curve. The curve b(k) is plotted for the case where
b(0+) > 0. This case arises, e.g., with a logarithmic utility function and a CES pro-
duction function with high substitutability.

exists, it is unique according to H3b, and the sequence (k;) is increasing. Let
us show that it is bounded. We have
(1 +n)(kip1 +b) < w(ki, b) = w(k) — o(k)b,

and

ki1 B 1 w(ki) _ o(k)b _ b
ki 1+n\ k k; k'

The limit of the right-hand side is nil when k; tends to 400, as o(+00) =
f'(+00) — (1 4 n)isfinite, and the limit of w(k)/ kwhen k tends to oo is equal
to 0 (see appendix A.1.3). Thus we have that, for k; large enough, k1 < k;,
which is excluded. The increasing sequence (k%) is bounded.

We deduce that the sequence (k;) converges to the limit k, which is a steady
state equilibrium. As monotonic dynamics never goes from one side of a steady
state to the other (see appendix A.3.1), k is the smallest steady state larger
than k.

B: In the case where b = b(ky), the conclusion results directly from the
definition of b(-).

C: If b > b(ko), then v (ko, b) > ¥ (ko, b(ko)) = 0. We are in case 2 of pro-
position 4.13. As long as it exists, the equilibrium sequence (%;) is decreasing.

o If there exists a steady state equilibrium 0 < ko < ko, we apply the same
method as in the proof of case A.

* The second claim is logically equivalent to the first one.

e If the inter-temporal equilibrium exists, the corresponding (decreasing)
monotonic sequence (k; );>o necessarily has a limit. Since there is no steady
state, this limit is zero.
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Figure 4.14. Characteristics of inter-temporal equilibria.

D: If ky > kand (ko, b) € £, we have ¥ (ko, b) > 0. Then we are in case 2
of proposition 4.13, and the analysis developed for C can be applied. |

This proposition is related to two results derived earlier. First, the poverty trap
case mentioned in the proposition is in fact a corner steady state of the econ-
omy with debt (see sections 1.6.1 and 1.6.3). Second, considering a stable sta-
tionary equilibrium, the inter-temporal government budget constraint holds if
and only if under-accumulation prevails at the equilibrium. Obviously, if over-
accumulation prevails, the growth rate of debt, which equals the growth rate
of population, is larger than the interest rate, and the inter-temporal govern-
ment budget constraint does not hold. In that case, though, the inter-temporal
equilibrium exists and debt is sustainable. This illustrates the results in
section 4.2.2.

As shown in figure 4.14, we have now a simple geometrical tool to analyze
the dynamics of capital. Locally stable (unstable) steady states are located on
the downward (upward) sloping branches of the function b(-).

4.4.4 Policy Implications

The main policy issues are as follows: On the one hand, not every level of debt
is compatible with the existence of equilibrium. On the other hand, any level
of capital between 0 and the upper limit k given by f(k) = (1 + n)k can be
implemented as an equilibrium. In particular, one can reach the golden rule
with either » > 0 and b < 0. Debt can also be used to avoid a poverty trap. We
detail these issues in turn.
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Figure 4.15. Unsustainable debts in the domain of existence.

Sustainability. Sustainability means that an inter-temporal equilibrium with
constant debt exists. As shown in figure 4.15, three different unsustainable
situations can occur.

In the first situation the economy starts above the maximum of the steady
state curve. Debt is too large, implying that the over-taxed young households
do not save enough to maintain a constant private capital stock, as the burden
of debt is excessive. As productive capital falls, wage incomes become at some
point insufficient to cover the tax payments, and the temporary equilibrium
with this level of debt no longer exists.

In the second situation, the economy starts to the left of the steady state
curve. Debt is too large with respect to the initial capital stock, and the con-
clusion is the same as in the previous case.

The third case arises when the debt is negative and the initial stock of
capital is large. In this situation the interest rate is lower than the growth rate
of the population, and households have to pay taxes to finance the government
investment program. The stock of capital (and hence wage income) decreases,
and at some point households are no longer able to sustain this situation. Note
in the figure the range to the right of the b(k) curve where over-accumulation
implies that the growth rate of debt is larger than the interest rate. In this
range the inter-temporal government budget constraint does not hold, but the
inter-temporal equilibrium exists and debt is sustainable.

Poverty Traps. We have seen in proposition 4.15 that 0 can be a limit of the
equilibrium trajectory (poverty trap). This cases arises only if debt is positive
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b(k)

blk)

Figure 4.16. Escapes from a poverty trap.

or nil. Indeed, when the government holds private assets (b < 0), we have
(1+n)k[+] =5 —b>-b> 0,

and capital is bounded below by the constant quantity held by the government.

Moreover, negative public debt can be used to escape from a poverty trap
under certain circumstances. As illustrated in figure 4.16, negative debt allows
one to escape from a poverty trap when (i) the corner steady state is locally
stable in the economy without debt, (ii) the initial capital stock lies in the range
of stability of the corner steady state, and (iii) the curve b(k) is increasing at ko,
which guarantees that some level of debt b* exists such that b* < b(kp). In this
case, running a negative debt would put the economy on a path that converges
to a high steady state level of capital. This policy amounts to “nationalizing”
part of the capital stock detained by the first old generation, thereby allowing
the government to distribute the dividends of this capital to the young gen-
eration by means of a negative tax. This inter-generational transfer enables a
high level of investment, which allows the capital stock to grow.

Notice also that the size of the negative debt that is necessary to escape
from the poverty trap depends on the distance between the actual stock of
capital and the lowest (unstable) steady state. Near this steady state very little
negative debt is sufficient. The further one is from the steady state, the higher
the necessary level of negative debt will be. At some point it is impossible to
escape from the trap, as the required level of debt would violate the positivity
constraint on private investment.
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Golden Rule. As the curve b(k) is always defined at kg, there always exists a
level of debt such that the golden rule capital stock is a steady state. However,
nothing says that this steady state equilibrium is locally or globally stable. Our
analysis allows us to obtain conditions where this is the case. When the golden
rule equilibrium s locally stable, i.e., when b'(kz) < 0,the constant debt policy
with b = b(key) leads to the golden rule if k is not too low.

One main point of the analysis of Diamond (1965) was to show that debt
causes arise (a fall) in the utility level of an individual living in long-run equilib-
rium if the competitive equilibrium without debt is inefficient (efficient). This
result applies to a stable long-run equilibrium, which requires in our frame-
work (k) < 0. In this case, a rise in debt reduces the stock of capital, which
increases the steady state utility in the case k > kgg.

Proposition 4.16 (Debt and welfare)
For a given b and a stable steady state k, public debt has a positive (negative)
effect on welfare if there is over-accumulation (under-accumulation) at k.

Proof: This can be shown by differentiating
U(c,d) = u(w(k) — (1 +n)(k+ b) — t(k)) + Bu( f'(k)(1 + n)(b + k))
= u(w(k) — (1 +n)k—bf' (k) + pu(f'(k)(1 +n)(b + k)

with respect to k and b. This leads to

B =@ (- aem-brG- 1)
#pul) (L7 b+ 150+ ) )

Simplifying with the arbitrage condition u'(c) = Bf'u/(d), we get that dU/db
is of the sign of

dk " dk
-1 —bf"l— - f —(k+b)+1)—+1|(1
(1o = aem=br1G - )+ [ (Lernv1) Get]asen
=(1+n—f’)<1+/
f
since ' = —kf”. This expression is of the same signas 1 +n > f'ifdk/db < 0
(stability). |

(k+ b)j’b‘),

A noteworthy situation arises when the golden rule steady state equilibrium
is unstable, which is characterized by &' (kgy) > 0. In this case, although a level
of debt always exists such that the golden rule capital stock is a steady state, a
policy of constant debt is unable to lead to the golden rule (unless the initial
capital stock is already at the golden rule level). From proposition 4.15, if the
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debtis setsuch that b = b(kgy) and the initial capital stock is larger that kg, we
have b < b(kp), so that the inter-temporal equilibrium exists and is unique, and
the sequence (k) is increasing. Moreover, it converges to a steady state higher
than the golden rule level, and thus is characterized by over-accumulation of
capital. If the initial capital stock is smaller that kg, then b > B(ko), and, as
long as it exists, the equilibrium sequence (k;) is decreasing. Either it converges
to a steady state characterized by under-accumulation, or it converges to zero,
or the equilibrium ceases to be defined after a finite number of periods.

Example: The framework developed above can be used to obtain the condi-
tions under which the golden rule equilibrium with constant debt is stable or
unstable. Let us take a Cobb-Douglas production function f(k) = Ak® and a
logarithmic utility function U(c, d) = Inc + B Ind. Then the steady state curve is
given by

(1—-a)BAKk* — k(1 +n)(1+ B)

14+n+ Ake-1ap '
Differentiating with respect to k, we obtain that »'(k) is of the sign of
[(1—a)BR— (1 +n) 1+ A1 +n+BR)+ (1 —a)*p*R*/a
—(I+n)(1+B)(1 - )R,

where R(k) = Aak®~!. Computing this expression at the golden rule, i.e.,
for R = 1 + n, we obtain that »'(ke) is of the sign of

,82
o

b(k) =

(1 -a)’ —a] =28 -1,

which is negative for 1 — o < /« (i.e., « > 0.38). When the opposite inequal-
ity holds (say o = 1/3), there is a weak restriction on 8 (8 < 6.5 for o = 1/3).
Hence, if the weight attached to future consumption is not too large and the
share of capital in production is reasonable, Diamond’s golden rule equilib-
rium with constant debt is stable. Notice that the condition does not depend
on n.

4.5 APPLICATIONS AND EXTENSIONS

We present here two extensions of the previous analysis. In the first one, we
study an example where the policy amounts to keeping constant the debt—
GDP ratio. In the second one, we look at a numerical example where constant
deficit policies are responsible for everlasting fluctuations.

4.5.1 Constant Debt—Output Ratio

In the above sections, we have analyzed constant deficit and debt policies. It
is fair to recognize that real world policies are often expressed in per output
terms. With a logarithmic utility and Cobb-Douglas production, proportional
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policy rules are easy to analyze. Let us assume a logarithmic utility and zero
taxes on the old households, which implies a savings function
B
5 = m(l — )Wy,
where 7; € (0, 1) is a proportional tax rate on wage income. The budget of the
government is

B[ = R[B[_[ - T[W[]\][. (4.39)
Assume a constant debt-output ratio
L,
Y,
The taxes that maintain the budget balanced are
R, . Y,
= I) -1 — b N Wlth - .
Wy 1 —|—nyt 1 Ve Y N,

With a Cobb-Douglas production function y, = Ak}, these taxes are equal
to
R
Wy = bA (1_i_tnktal — k‘;‘) .

The dynamics are then given by

B

(4 mbss = == (4.40)
BAK w Ak .
(1+n)k[+1:1+‘3 (1-@)—b1+n k?—l—i_b —bAkt
Dividing by Ak} and rearranging, we find
A+mkn _pl—a)—b  pha Ak, (4.41)

Ak® 1+8 1+ +nk

Hence the dynamics follow a difference equation of order 2. With By =bY, =
bF (Ko, Np), initial conditions B_; and Kj allow us to compute
RyB_1 —bYp
=T Nowo
from equation (4.39), and
(1 mk = (1= wo = by

from equation (4.40). Hence, both ky and k; are determined by the initial
conditions.
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It is useful to rewrite the expression (4.41) as giving the dynamics of the
investment rate
(1 +n)kity

Ak*
We then obtain a first-order difference equation
Bl—a)—b  pba 1

1+ 8 1+8z
that can be studied first. Once the dynamics in z are known, those of k can
be easily deduced. Hence, with a constant debt—output ratio, the dynamics of

dimension 2 can be solved recursively.
The steady state investment rates are the solution to

B(l—a)—b . pba
1+ "1+

Three cases have to be considered, depending on whether b < 0, b =0, or
b > 0:

441 =

(4.42)

241 =

P(z) =7 — 0.

* Inthe case of negative debt, if b < 0, the dynamics (4.42) are definedin R, ;.
They are oscillatory and converge to a unique globally stable steady state
z* which is the positive root of P(z). These dynamics have been studied in
section 1.8.9. For the steady state z* to be an equilibrium, it should be smaller
than 1. This requires P(1) > 0,i.e. b > —1. Moreover, for the dynamics to
stayin (0, 1), there is a restriction on the initial condition z; such that z, < 1.

* In the case of zero debt, z is constant and equal to B(1 —«)/(1 + B).
Equation (4.41) is the equation (1.21) of chapter 1.

* In the case of positive debt, if b > 0, the dynamics (4.42) are defined in R
as long as z # 0. They are monotonic. The condition z;;1 > 0 requires a not
too large debt—GDP ratio:

b < B(l—a).

For the dynamics to stay in (0, 1), it is necessary to have at least one steady
state in the interval. A first condition is the existence of a steady state, i.e.,
the discriminant of P(z) is non-negative:

2
(ﬂ(l—a)—b) - Bab .
1+8 T 1+8
With 0 < b < B(1 — «), this leads to

Bl —a) = 2,/(1+ B)Bber +b, (4.43)

which imposes an upper bound on the debt b, viz., b <b < B(1 — «). The
roots of P(z) = Oare positive, since the coefficient of zin P(z) is negative. To
pursue the analysis, we draw the function ¢ corresponding to the dynamics
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Figure 4.17. Dynamics with constant debt-output ratio.

(4.42): z.41 = ¢(z). This function is increasing and concave and is plotted
in figure 4.17 (assuming b < b). We see that the dynamics converge to z,.
From the figure, there are two additional conditions for the existence of
equilibrium: z; < 1 (steady state investment rate smaller than one) and
71 > z_ (to converge to z.). The conditions for z; <1 are P(1) > 0 and
P(0) < 1, implying that both roots are below 1. P(1) > 0 < b > —1 and is
thus verified for positive debt. P(0) < 1 requires another condition on b:
b < (1 + B)/(aB). This condition always holds for b < b, since the opposite
of the inequality (4.43) is verified for b > (1 + B)/(«f).

To conclude, the policy of fixing a constant debt—GDP ratio is compatible with
the existence of a steady state equilibrium for a ratio belonging to (—1,b).
Given theinitial state z;, the existence of an inter-temporal equilibrium starting
from z; requires an additional restriction.

4.5.2 Deficits and Cycles

In proposition 4.11, we have studied the stability of steady states when the
government follows a policy of fixing the deficit. The local stability of some
steady states may well be characterized by complex roots. In this case, os-
cillations in output and debt will occur. This point was already studied by
Farmer (1986) in the case of zero deficit (he thus consider near-golden-rule
dynamics). We develop here an example of a constant, non-zero deficit. We
numerically compute some trajectories in the presence of complex roots. The
numerical exercise allows us to describe the trajectory when the steady state is
locally unstable; this is interesting because the trajectory does not necessarily
explode but may follow a regular pattern.

We take a logarithmic utility function with 8 = 0.3 and a CES production
function with p =4, « =0.5,and A =10 (alow level of total factor productivity
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Figure 4.18. The function §(k, 0) in the example.

turns out to be necessary to obtain Farmer’s results). The other parameters
are g = 0,72 = 0,and n = 1.097. A first set of useful information can be drawn
from figure 4.18, which represents the steady state curve §(k, 0) of proposition
4.9 for the chosen parameters. We observe that for a deficit § between 2.2
and 0 two steady states exist. For § negative there is one steady state, and for
8 above 2.2 there is no steady state. We will now look at the dynamics for
different values of § (Farmer considers the dynamics for different values of a
technological parameter).

We represent in figure 4.19 the phase diagram for § = 0.06. The low steady
state does not appear in the picture, as it displays low capital (k < 0.7). The
steady state we consider is thus at the intersection of the two phase lines
with b = —0.39 and k = 1.29. We have also plotted a trajectory starting from
by = —0.7, ko = 1.29. This trajectory converges to the steady state following
oscillations. The computed eigenvalues are stable and complex; they equal
0.391 £ 0.908; with a modulus of 0.989.

0.4
0.2

1.8

Figure 4.19. The phase diagram for § = 0.06.
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Figure 4.20. The phase diagram for § = 0.076.

If one increases the deficit slightly, the system loses its stability. The critical
point is § = 0.07172, where the modulus of both eigenvalues is 1.13 For § =
0.076 the steady state is locally unstable. The eigenvalues have now a modulus
of 1.004. Any trajectory starting close to the steady state diverges from the
steady state but does not explode. It converges to a closed curve, shown in figure
4.20. Also, any trajectory starting slightly outside the closed curve converges
to it.

The picture changes completely if the deficit is increased further. Figure 4.21
is shown for § = 0.095. The closed curve transforms into what the literature
calls a strange attractor.'* Again, if the initial conditions lie inside the attractor,
the trajectory will converge to it and the economy will be characterized by
everlasting fluctuations.

Figure 4.21. The phase diagram for § = 0.095.

13 This critical point is called in the literature a Hopf bifurcation for maps, or a Naimark—Sacker
bifurcation. See Hale and Kogak (1991) and Wiggins (1990).
14 Pintus, Sands, and de Vilder (2000) study these transformations in detail.
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When § increases further, the equilibrium will no longer exists, as the tra-
jectory would at some point entail a negative stock of capital.

The endogenous cycles computed above arise only if the government pur-
sues a particular policy, viz., maintaining the deficit constant. Notice that the
range of values of § for which never-ending fluctuations arise is rather small.
One might also wonder whether such cycles can be reproduced in models with
individuals living more than two periods."

4.6 CONCLUSION

In this chapter we have analyzed economic policies when the government
budget is not balanced period after period, i.e. when there is a public debt. In
particular, we have been interested in studying the restrictions on debt policy
and the effect of policies on capital accumulation.

A first central result is that there is no restriction on government borrowing
when the government can freely tax the two generations. While fiscal instru-
ments are limited by the fact that the life-cycle income of the agents must be
kept positive, there is no specific constraint on debt policy. Furthermore, two
instruments are enough to decentralize any feasible allocation respecting the
household arbitrage condition. If two lump-sum taxes are available, the given
allocation can be decentralized for any arbitrary path of public debt. For in-
stance, the debt may well follow an explosive path if the government subsidizes
the young households so that they are able to absorb the debt, and taxes this
wealth away when they are old. This shows that there is no theoretical reason
to require that the government satisfy its inter-temporal budget constraint in
overlapping generations models. But some restrictions apply when only young
(or only old) people are taxed, even when there is over-accumulation of capital.

We have then analyzed the dynamics of debt and capital under two different
policies: constant (zero or non-zero) deficit per capita and constant debt per
capita. In the first case, the analysis is essentially local, although a global view
of the steady states can be obtained. In the second case, we propose a global
analysis of the dynamics, which allows us to study the sustainability of constant
debt policies. Considering now the whole set of results of this analysis, we retain
two main elements and a general conclusion.

First, a level of debt such that the golden rule capital stock is a steady state
always exists provided that public spending is reasonable. However, a constant
debt policy may be unable to lead the economy to the golden rule. In the case
where the debt of the golden rule is positive, a constant zero deficit policy leads
to a saddle path. It can thus implement the golden rule only for a specific level
of the initial debt.

15 Aiyagari (1989) argues that cycles tend to disappear when life spans get large in overlapping
generations models, provided that the future is discounted positively by households. He
proves the result for an exchange economy and cycles of fixed periods.
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Second, if the initial capital stock is low and/or government spending is very
high, implying that the economy is threatened by a poverty trap, negative debt
can be useful to escape from the trap. With a constant deficit policy, this escape
from the trap requires a sufficiently negative initial debt. With a constant debt
policy, it means we must not be too far from the lowest positive steady state.

In addition, two policies are clearly not sustainable: to maintain a constant
deficit with a too high initial debt, and to maintain a constant debt with a too
low initial capital.

The general conclusion to the stability analysis is that none of the policies
considered is stable per se. According to the values of the parameters, one can
obtain local or global stability, saddle points, or unstable steady states. This
implies that a debt policy should be carefully thought through as a function of
the characteristics and current state of the economy.

Finally, we propose in this chapter a clear presentation of the differences
between debt and bubbles. The three important differences are: First, debt is
a pre-determined variable, while a bubble is a forward-looking variable with
no initial condition. Second, a bubble cannot be negative if the corresponding
asset can be freely disposed of. On the contrary, a negative debt simply means
that the government holds a part of the physical capital of the economy. Third,
the model with debt can be analyzed within a truly dynamic approach to
equilibrium. The model with bubbles should be analyzed within a general
equilibrium framework where the Walrasian auctioneer determines the prices
of all periods at the same time, a condition for the existence of an equilibrium
with rational bubbles.
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Further Issues

This chapter offers a treatment of four important issues: altruism, education,
inter-generational externalities, and general equilibrium in macroeconomics.!
The first three topics involve inter-generational linkages in one way or another;
this is why they require the use of the overlapping generations model. Altru-
ism implies bequests; education needs funding by older generations; inter-
generational externalities model the inheritance of standard-of-living aspira-
tions. The last topic studies the link between the overlapping generations
model and the Arrow-Debreu approach to general equilibrium.

Altruism is an important topic in that it gives a motive to parents for leav-
ing bequests to their children. In the real world, inter-generational resource
transfers consist mainly of pensions (chapter 3), public debt (chapter 4), and
private bequests. Section 5.1 explains how dynastic altruism provides a motive
for bequest and studies the problem of the altruistic household. It then draws
the consequences of altruism for pension and debt policy.

Parents’ influence on children is not limited to resource transfers; two
other important influences are human capital spillovers (section 5.2) and taste
spillovers (section 5.3). These two spillovers are in general responsible for two
externalities: A positive one linked to the transmission of human capital from
one generation to the other, and a negative one related to the inheritance of
standard-of-living aspirations from the parents. The first one has given rise to
many articles dealing with education as an engine of growth. They stress the
idea that individual-specific human capital is increasing in the human capital
of the previous generation and this can be responsible for sustained growth.
The second spillover stems for the fact that in a growing economy, successive
generations are raised in increasingly richer households and hence develop
successively higher standard-of-living aspirations.

1 We do not intend to provide an in-depth analysis of these different fields, but only to show
the reader how the previous chapters can be extended and applied to wider issues.

238
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The question of the fourth section — the link between our approach and
Arrow-Debreu general equilibria— is important. Indeed, we have developed a
framework based on the notions of temporary equilibrium and inter-temporal
equilibrium; another strand of the literature that studies the overlapping gen-
erations model (without capital) uses the atemporal general equilibrium ap-
proach with complete markets (extending the Arrow—Debreu framework to
infinite horizon). The comparison provided in section 5.4 will help to put into
perspective the approach chosen for this book and to highlight its use for policy
issues.

5.1 DYNASTIC ALTRUISM: A BEQUEST MOTIVE

Bequests and inter vivos gifts are responsible for large inter-generational trans-
fers. They account, together with private savings, for an important part of
individual wealth. Bequests can either be unintentional (accidental) or inten-
tional (voluntary). In the first case, as in Abel (1985), one assumes lifetime
uncertainty; a precautionary demand for savings arises to avoid low levels of
consumption in the event of a long life. When death occurs, the household is
holding some wealth, which is passed on to the children as an accidental be-
quest. This eventuality arises because of lack of complete markets for annuity
securities. In the second case, which is the one we consider in this section,
dynastic altruism (i.e., from parents to children) provides a motive for leav-
ing bequests to the descendants. Altruism within the family can be seen as an
application of social interaction theory (Becker (1974)).

5.1.1 Modeling Voluntary Bequests

We extend the model of the preceding chapters (two-period-lived households
supplying labor when young and being retired when old) to allow for private
transfers from each household to its 1 + #n children. Taking the budget con-
straint of chapter 4 (see equations (4.2) and (4.3)), we introduce the variables
x; and x;41. X; is the quantity of goods received by a young household from
its parents at time ¢. x; is the amount of good given by an old household to
each of its children. The constraints are

W + X — Tzl = ¢ + 5, (51)
i1+ (L+n)x = R s — 17 (5.2)

Let us recall that w, denotes wages, t! and rt2+1 are the lump-sum taxes bearing
on young and old households respectively, ¢, and d,; stand for consumption
when young and old respectively, s, stands for savings, and R, is the interest
factor. Note that x; and x,;1 represent inter vivos gifts, but the literature calls
them bequests. As all households of the same generation are identical, they
all receive the same gift. There is an important additional constraint for the
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household born in ¢:
Xr4+1 > 0 (53)

This non-negativity constraint on bequests forbids the parents to take away
resources from their children.

The Objective Function. The utility from consuming when young and old is
the same as in the preceding chapters:

U = U(cy, dir) = ule;) + Buldigr).

Moreover, following Barro (1974), an altruistic household enjoys the well-
being of its children. Denoting by V,;; the well-being of each of the 1 +n
children, we assume that the well-being (or the total utility) of an household
born in t is given by

Vi=U+yVi. (54)

The parameter y > 0is called the degree of altruism. It is alternatively possible
to define

‘/[ = l][ +)7(1+n)‘/[+17

where 7 applies to the sum of the utilities of the (identical) 1 + n children. We
obtain (5.4) by defining y = (1 + n).2

The relationship (5.4) links the total utility of a household to that of its
children. It introduces a dependency between this utility and the utilities of all
descendants. Indeed, although each generation cares only about its children,
these children care about their own children, i.e., V11 = U,y + v Viyo, etc.
Every household will thus act taking into account this series of links, and the
altruistic household born at ¢ will act taking into account its infinite dynasty.
By induction, the total utility can be written as follows, for all 7" > ¢:

Vi=) y"U+y" "V,

and, if the total utilities satisfy the limit condition

lim y"~'V; =0, (5.5)

T—o0

we have

o0
Vi=Y v""'U,
0=t

2 Arefinement of this approach is to consider that the degree of altruism depends on the number
of children, i.e.,y = y(n);see Barro and Becker (1989) and an application in Doepke (1999).
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i.e., the total utility of a young household born in ¢ is equal to the discounted
sum (with a factor y) of the life-cycle utilities of its descendants.

Expectations. After having written the objective function of an altruistic
household, one should determine what are its decision variables and its ex-
pectations. A household of any generation 6 > ¢ chooses ¢y, ¢, dg+1, and X1,
taking as given the prices wy and Ry.1, the taxes 7j and 77, |, and the bequest
from its parents xy. It maximizes his total utility V} subject to the constraints
(5.1), (5.2), and (5.3) at t = 6. With this information a young household in ¢
which foresees all future prices and taxes can compute the optimal decisions
of all its descendants. These future choices depend on its own choice x4 1.

The assumption of perfect foresight bears here on all future taxes and
prices. At time ¢ the information set PP, contains prices (wq41, Rg+1) and taxes
(191 e Tez 1) for all future periods 6 > ¢. This assumption is obviously restrictive
but necessary for the coherence of the anticipations made by all cohorts, in
the sense that P, is the union of Pyy with (w41, Riy1, Tl p. 724)-

Under the assumption of perfect foresight, the maximum of total utility is
given by the following recursive relation:

Vi(x +w—1P)
= max {M(Cz) + ﬁu(dt-H) + VV;H (xH—l + Wi — T;]_,_p Pt+1)}~ (5-6)

C\St, 1. %41

The maximum is taken subject to the constraints (5.1), (5.2), and (5.3). For
anyt >0, V*(x, + w, — t!, P,) is the maximum of utility of a young household
born in ¢ when its first-period income is x; + w; — rtl, and its information set
is P;. It is the utility it gets when it maximizes the sum of his life-cycle utility
plus the utility (weighted by y) that its children can reach with the bequest
X:+1, given that every member of the dynasty anticipate the same prices and
taxes.

Compared to the infinite sum approach, the definition of the altruistic
household problem based on (5.6) links together the total utilities of all gen-
erations. An important feature of this definition is to consider explicitly the
decisions of the household born in ¢ only.

The Dynastic Optimal Problem. Equation (5.6) is the Bellman equation of an
infinite horizon problem. It links the value functions V;* and V ;. Note that
these value functions do depend on time through the paths of prices and taxes.
The dynamics of bequests is obtained by eliminating s, with (5.1)—(5.2):

-xt+1 = [RH—l(-xt + Wi — Tzl - C[) - Tt2+1 - dl+l]- (57)

1
1+n
This dynamic equation also depends on time through prices and taxes. The
objective whose maximum is V(xo + wo — r&, Pp) can be written in infinite
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horizon as the maximum of

>y Tuler) + Budn)]. (5.8)
=0

subject to the constraints (5.7) and
C > 0, dt+1 > 0, and Xt+1 > 0. (59)

Xo and the parameters wy, 101, and Py are given. We can now prove the existence
of the optimal solution using the method developed in appendix A.4.1 and
characterize its properties.’

Proposition 5.1 (Optimal solution of the altruistic household)
Given xg > 0 and the current and anticipated prices and taxes (wo, tol, and Py),
we consider the following assumptions:

(i) the personal lifetime incomes Q, = w; — 7} — le+1/Rt+1 are all positive;

(ii) the dynastic objective (5.8) is bounded for all feasible paths of consump-
tions and bequests;

(iii) there exists a path of consumptions and zero bequests such that the ob-
jective (5.8) is finite.

Then, there exists a unique solution to the dynastic optimal problem. All the
value functions V} for all t > 0 are defined, continuous, increasing, concave,
and differentiable. They verify the Bellman equation (5.6).

Proof: We apply the dynamic optimization method of appendix A.4.1 where
the dynamics of the stock variable is given by (5.7) and where the control
variables (¢, d;+1) belong to the set of feasible decisions:

Q/(x)={(c,d) €eR* ¢>0, d>0, and R, 1c+d < Ry 1% + R4 1)

Q=w,— tfl — 'Ct2+l /R,+1 is the personal life-cycle income to which bequests
should be added to obtain the total life-cycle income. It gives us a lower bound
on the effective life-cycle income. The dynastic problem of maximizing (5.8)
subject to (5.7)-(5.9) is a time-varying problem to which all the results of
appendix A.4.1 apply. We first check the assumptions B0, B1, B2, and B3 of
the appendix.

* Assumption (i) implies that the dynamics are defined on / = R, (assump-
tion BO): for all x € I =Ry, O(x) is not empty, since the personal life-
cycle income €2, is positive for all ¢ > 0. Then, for all (¢, d;+1) € Oi(x;),
the quantity x, .1 = [R;41(x; + Q; — ¢;) — d;41]/(1 + n) is positive or nil, i.e.,
Xi41 € 1.

3 Although this appendix is written without time-dependent dynamics, all the definitions and
results remains valid under time-dependent dynamics (Michel (1990a)).



Further Issues 243

* Assumption (ii) means that feasible payoffs are bounded from above (as-
sumption B1) and is verified when the following holds:

Zthz()_Ct) < +00,
=0
where the life-cycle utility with maximum bequest is

Ui(x;) = sup{u(c) + pu(d); (c.d) € Qi(x:)},

and where the sequence of maximum bequests (X;) is defined by X1 =
Ri1(X + ©2:)/(1 + n), Xo = xp given.

* Assumption (iii) implies that there exists at least one feasible trajectory
such that the payoff is finite (assumption B2) and holds if there exists a
sequence (¢;, di+1):>0 such that

d [
Cr > 0, d[+] > 0, c + Rt+1 < Q[, and Z)/IU(C[, d[+|) > —0OQ.
t+1 —0

* Finally, the convexity of the optimization problem (assumption B3) holds
because V¢ > 0, the set A, with elements (a, x, y) € R x I x I defined by
RH](x + Qt - C) —d

3(c,d) € Oi(x) suchthat U(c,d)>a and y= T+
n

1S convex.

Under these assumptions there exists an optimal solution (c;, d, |, X/, ; )i=0 tO
the dynastic problem, given x, and all the parameters. The value functions V*
are then defined, continuous, increasing, and concave with respect to x;, for
all x, > 0. Moreover, V}* is differentiable, and we have

AVH(xr+w —tLP)

Vi (x+we =1 P) = P, =u(c)).  (5.10)
t

Indeed, for x} positive we apply proposition A.16 with the functions ¢,(x) =
x —x{ +c¢f, dy1 = d;;, which gives the same value of x;,; from x, = x (see
assumption B4).

Finally, the same properties hold for V}* at x =0 when x; = 0, because
the optimization problem is defined to the left of x = 0. It is indeed possi-
ble to consider negative values of x such that ¢,(x) = x + ¢} remains posi-
tive. One might then define V*(x + w, — !, P,) for negative x’s such that the
life-cycle income x + €2, is positive. This merely amounts to modifying, in the
optimization problem, the value of the parameter w; = w, — € with e > Osuch
that Q; — e > 0. |

To characterize the optimal solution for the altruistic household, we may also
apply the necessary and sufficient conditions of appendix A.4.2:
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Proposition 5.2 (Characteristics of the solution for the altruistic household)
Under assumptions (i), (ii), and (iii) of proposition 5.1, the solution to the dy-
nastic optimal problem is characterized by the following necessary and sufficient
conditions:

vt >0, u'(c)=R1pu'(d ) (5.11)

Vi >0, yu (Ct+1) - (1 + n)ﬁu ( t+1) <0 (: 0 ifxt*-q—l > 0)’ (5’12)
tlim yu'(ch)xr = 0. (5.13)
—00

Proof: Proposition A.17 of appendix A.4.2 applies to time-varying problems
(see Michel (1990a)). The Lagrangian of period ¢, £,, is equal to the sum of
the life-cycle utility u(c,) + Bu(d;41) with the increase in the shadow value of
x; over the period, yp;11X41 — piX;:

L = u(e,) + Buldir) TP [Riv1(xe + Q@ — ¢;) — dia] — prxi.
This Lagrangian attains its maximum at (c;, d;, ;, x;) on the set of the (¢, d; 1,

x,) such that X > 0 Cr > 0 dt+l > 0 and R,HC; + dt+1 < Rt+1(xt + Qt) We
assign a multiplier A, to this latter constraint, and we obtain

u/(c[*) = #pt«klRt«H + AR, (5.14)
+n
Y
pu'(d;, ) = 1 _|_nPr+1 + A, (5.15)
—p+ 1: PisiRest + MR <0 (= 0if x* > 0). (5.16)

Moreover, A; is equal to zero when the latter constraint is not binding, i.e.,
when x; > 0.

Equation (5.11) can be deduced directly from (5.14) and (5.15). The condi-
tion p; > u'(cy) (from (5.14) and (5.16)) applies also to ¢ + 1: p,y1 > u'(c], ),
and we have from (5.15)

4
mptﬂ Bu'(dr ) — r < Bu'(dr,,).
which implies

yu'(ciyy) < ypir1 < (L+n)pu'(df ).

Moreover, if x| > 0, the above conditions hold with equality:

P+ =u'(c;,;) and Pt = Bu'(dfy).

r
1+n
Thus, (5.12) holds.
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The transversality condition

s t *
Jim ' pii =0
is necessary and sufficient (because the trajectory x, = 0 is feasible and gives
a finite value of the objective function; see the discussion after proposition
A.17). As we have Vt > 0, p;x} = u/(c)x;, we obtain (5.13).
Conversely, if the conditions (5.11), (5.12), and (5.13) hold, it is sufficient
to chose a sequence of shadow prices such that

/ * ﬂ / *
u(ciyy) < pr1 < ;(1 +nm)u'(dfyy),

and to define

/ * y
A = Bu (d,+1) - mptﬂ

to obtain the conditions (5.14), (5.15), and (5.16). |

Equation (5.11) simply reflects the arbitrage condition of the households over
their life-cycle. The transversality condition (5.13) which corresponds to the
marginal form of equation (5.5) ensures that the households are able to eval-
uate the utility of their children, and thus to compute their total utility.

The First Old Generation. Up to now, the initial level of bequest x, was treated
as an initial condition. Although this is often assumed in the literature for
convenience, one should recognize that x; is in fact chosen by the first old
generation, the initial father. This generation lives together with the young
households born in ¢ = 0 for which the above study has been performed. The
N_; first old households detain the installed capital stock Kj and thusreceive an
income Rys_1, where s_; = Kj/N_1. These agents, which are altruistic, choose
their consumption dj and the bequest x; to maximize their utility:

Bu(do) + v Vi (x0 + wo — 19 Po).
subject to the constraints
Ros_1 — rg =dy+ (1+n)xy and xy>0.

By assumption, they have computed the total utility of their children as a
function of their bequest xj. Following the concavity and differentiability of
Vi, their optimal choice is characterized by

—(L+n)Bu(d) + y Vi (x5 +wo — 10, Po) <0 (=0if x3 > 0).
Using the relationship (5.10), we obtain
—(1+n)pu'(dy))+yu'(cf) <0 (=0ifx; > 0). (5.17)
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The optimal level of the bequest xj} is thus determined by (5.17) given the initial
condition s_;. Equation (5.17) is the same as equation (5.12) at t = —1 and
describes the arbitrage made by the first old individuals between consuming
themselves or enhancing the consumption of their children through bequests.

The same analysis can be applied to the old living in any period ¢ 4 1. These
households maximize their utility

Bu(diy1) +v Vi, (Xt+1 + Wi — Ttl_,_l, Pz+1),
subject to the constraints
Rij1s) — T,2+1 =di1+(1+n)xy and x4 >0.

Their optimal choice is characterized by equation (5.12).

5.1.2 Marginal Analysis of Bequests

We now study how optimal consumptions and bequests are modified when
there are marginal exogenous changes in the interest factor and in the income
of the parents and/or the children. To study these issues formally, we consider
the optimal decisions (¢, di+1, X,+1) When bequests are positive. These deci-
sions are the solution to the following system of equations (from equations
(5.7), (5.10), (5.11), and (5.12)):

u'(c) = Ry Bu'(dis), (5.18)

(I +n)pu'(diy1) = yu'(ciy1) = VV,*H,(er + Wi — T,IH’ 7)t+1)a (5.19)
d, 1+n

¢+ ol + X1 = @ + Xy, (5.20)
R R

giVeIl Xt Q[, Rt+1'

Rise in Parents’ Income. Let us first consider the effect of a rise in parents’
income €2,. When the interest factor R, and all other future prices and taxes
are held fixed, the first two equations (5.18)—(5.19) show that ¢, d;;1, and
X1 should move in the same direction (remember that the value function
is concave in its argument). In the face of a rise in parental income ;, the
additional resources are shared between the three components of expenditures
¢, dii1, and x; 1. Hence, we have

X141

0< < 1.

t

The same holds in the face of an exogenous rise in the bequest x;.

Rise in the Interest Factor. A rise in the interest factor makes it optimal for
the parents to substitute consumption across time both in personal terms (the
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ratio u/(c;)/u'(d;41) increases) and in dynastic terms (the ratio u/(c;)/u'(ct41)
increases, since the ratio u/(c;y1)/u’(d;+1) is unchanged).

To identify the sign of the effect on the optimal bequest, notice first that
equation (5.19) is not directly affected by the rise in the interest rate R, q.
This implies that d;11 and x;{; move in the same direction. We next rewrite
the equation (5.18) as

u'(c)
u'(di41) = Renf.
In the face of a rise in R, two cases may arise: either ¢, increases, requiring
an increase in d,,; and hence in x; 1, or ¢, decreases, savings s; increase, and
R, 15, increases, implying that both d,;; and x,; increase. Hence, we have in
both cases

X141
0R 11

> 0.

Parents thus leave a larger bequest and consume more in their old age when
the interest factor increases.

Risein Children’s Income. To study how a gain in children’sincome w; — r}H
affects the allocations ¢;, d; 1, and x;, 1, we add the actual value of the children’s
personal income, (w;41 — 7, )(1 + n)/R;41, to both sides of equation (5.20),
which gives

dyr  1+n

1+n
+ w1 = U+ X+ (Wi — r[]+1)

¢ + -,
R +1 R

where w;11 = X141 + wyi1 — T41- The two arbitrage equations (5.18)—(5.19)
imply that ¢;, d;+1, and w1 should move in the same direction when the left-
hand side ©; + x; + (w11 — 7' )(1 + n)/R;41 changes. Thus, we have

B
0 < Lll <1,
3(Wt+1 - rt+1)
and thus
-1 < 041 < 0.

8(W,+1 - Tt]+1)

It is thus optimal to increase the three quantities ¢;, d; 1, @+1, Which requires
a drop in bequests x;;;. This illustrates the fact that, as long as bequests are
operative (i.e., x; > 0 Vt), the altruistic model predicts that the whole amount
of resources of the dynasty is shared across its members.

The marginal effects we have studied are at the basis of many empirical
studies on the effectiveness of parental altruism. (See, for instance, the con-
tradictory results of Wilhelm (1996) and Laitner and Juster (1996). A more
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recent study is in Laitner and Ohlsson (2001).) In particular, they test the pre-
diction that if one increases the present-value income of the children by one
unit and decreases that of the parents by one unit, the optimal bequest should
compensate this change in the distribution of income and be reduced by one
unit. The intuition behind this prediction of the model is the following (from
Altonji, Hayashi, and Kotlikoff (1992)): “If parents and children are altruisti-
cally linked, their consumption will be based on a collective budget constraint,
and the distribution of consumption between parents and children will be inde-
pendent of the distribution of their incomes.” This prediction is closely related
to the neutrality of lump-sum transfers when generations are altruistically
linked. It is the subject of the next subsection.

5.1.3 Altruism and the Neutrality of Economic Policy

In the model with infinite-lived agents, the lump-sum taxation policy and public
debt policy are neutral. This means that the choice of the households depends
only on the discounted value of the flow of taxes, not on their distribution
across time.

We have seen in the previous section that the behavior of an altruistic
household is characterized by the resolution of an infinite horizon problem. It
is thus natural to study under which conditions there is neutrality of economic
policy in an inter-temporal equilibrium with perfect foresight and dynastic
altruism. In this context, neutrality would imply that any change in the inter-
generational transfers made by the government through taxes and debt are
compensated by changes in private inter-generational transfers (bequests).

We start by defining the inter-temporal equilibrium with perfect foresight
and altruism. Next we study the equivalence between this equilibrium and the
planner’s optimal solution. When they are equivalent, the allocation does not
depend on policies, and neutrality holds.

The Inter-temporal Equilibrium with Altruism. Firms act as in chapter 1: In pe-
riod ¢, the stock of capital K, is installed and results from the investment deci-
sion of the preceding period: K; = I,_1. Labor demand equalizes the marginal
product of labor with the wage w,;: w(K;/L,) = F;(K,, L) = w,. Profits are
distributed to the owners of the capital stock: n, = f'(K;/L;)K; = R; K. Thus,
we have

o(K/L))=w, and f'(K;/L)=R;. (5.21)

With national debt, savings are used to finance both productive capital and
government debt:

Nisi =15 + B, = Kiy1 + Nig1bigr. (5.22)



Further Issues 249

With public spending and lump-sum taxes, the dynamics of debt can be written,
as in chapter 4,

2

T,
(1 + n)b,+1 = bet + 8, = Rtbt + 8 — Ttl — 1 _{_ n. (523)

The households’ behavior analyzed in the preceding subsection is defined
for given taxes and prices from ¢ = 0 to t = 400, i.e., for (w;, R;, T}, t})i=0
given. There are restrictions on these taxes and prices for the indirect utility
functions of the households of each generation to be defined. These indirect
utility functions are the value functions V' of an infinite horizon problem,
and the assumptions made in proposition 5.1 should be fulfilled. Under these
assumptions, given the initial condition s_; = (1 4+ n)(ko + bo), the sequence
(dr, x}, ¢}, s/)i=0 is characterized by the budget constraints V¢ > 0:

1 2
X +w—1 =c¢+s and R} —t1, =d'+(1+n)x; and x>0,

(5.24)
by the two marginal conditions V¢ > 0:
W(c) = R Bu(d,), (5.25)
and
yu'(c)) —(1+n)pu'(d) <0 (=0ifx* > 0), (5.26)
and by the transversality condition
zlinolo y'u'(c))x =0. (5.27)

When the conditions (5.21)-(5.27) hold simultaneously with s, = s}, and the
labor market and the product market clear in all periods, i.e.,

Li=N, and F(K,L)= Nic] + szldt* + Nig + K1,

there is an inter-temporal equilibrium with perfect foresight in the economy
with altruistic households.

Note that, in the economy with altruistic households, the assumption of
perfect foresight is much more stringent than in the models of the preceding
chapters. Indeed, each agent has to anticipate all future prices and taxes. If
the equilibrium is not unique, which cannot be insured by a simple general
condition, there is the need to coordinate the expectations. One can then
simply suppose that all prices and taxes are announced at ¢t = 0, as is the case
in the general equilibrium model of section 5.4.4

4 This problem appears even more severely in the model with two-sided altruism, with ¢ =
—00, ..., +o0. See Kimball (1987).
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We can recast the conditions of the inter-temporal equilibrium by replacing
the prices by their expression (5.21) as a function of k = K,/N;. We then
obtain the following proposition.

Proposition 5.3 (Inter-temporal equilibrium with altruism)

Consider an economy with altruistic households, lump-sum taxes, public debt,
and public spending. Given the initial conditions ky > 0; by, s_1 = (1 + n)(ko +
bo) > 0, and the sequences of policies (t}, t?)i=0 and (g );=o, the inter-temporal
equilibrium with perfect foresight is characterized by a sequence (c}, d}, X}, k11,
b +1)r=0, Such that:

1. With the prices w, = w(k;) and R, = f'(k:) the total utilities V of all
generations are defined.
2. The following conditions hold:

u'(ct) = f'(k)pu'(dy,,), (5.28)
yu'(cy) —(1+n)pu'(d) <0 (=0ifx >0), (5.29)
fk)=ci+ 5 ‘fn + g+ (14 n) k1, (5.30)
2

1+ )byt = f(k)b + g — 7 — ——, (5.31)

1+n
(1+n)xr = f (k)1 +n)(k +b) — 2 —d* >0, (5.32)
tlim yiu'(ch)xr =0. (5.33)

Proof: All the conditions of the proposition hold at equilibrium. Let us
show that they are sufficient. Defining s = (1 + n)(ki+1 + bi+1), we obtain
the second-period budget constraint leading equation (5.32) by one period.
Eliminating g, with the equations (5.30) and (5.31), we obtain

& v
s; =+ m) kit + b)) = f(k) = ¢f = 5 J;n + f (k)b — 7 1—|t—n'

Using (5.32) to eliminate b;, we obtain
st = f(k)— ki f' (k) — ¢} — 7} +x;,

which gives with w, = w(k;) = f(k;) — k; f'(k;) the first-period budget con-
straint. Hence all the conditions characterizing the behavior of households,
firms, and government are fulfilled. |

Neutrality of Economic Policy. To study the neutrality of economic policy
we establish the conditions under which the inter-temporal equilibrium with
perfect foresightis equivalent to the planner’s optimal solution. By doing so, we
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ensure that the market allocation is the optimal allocation and is not affected
by lump-sum transfers and/or debt.

Proposition 5.4 (Neutrality of policy)
If (cr, df, x}, ki1, bes1)i=0 s an inter-temporal equilibrium with perfect fore-
sight for which bequests are positive at all dates,

vt >0, x5 >0,
and the following transversality condition holds:

Tim y'u/(c)) ki f' (ki) = 0, (5.34)

then the sequence (c}, d}, ki11)>0 is the optimal allocation chosen by the planner
with a discount factor y.

Proof: The necessary and sufficient conditions of proposition 2.12 hold with
the implicit price ¢; = f'(k:)u'(c}). With positive bequests at all dates we have
that the condition (5.29) holds with equality, which implies

L+ n)pu'(d) f'(k) = yu'(c]) f'(k) = yq:. (5.35)

Equation (2.23) thus holds, which implies through equation (5.30) that (2.21)
holds. By assumption, the transversality condition (2.20) holds. Finally, the
dynamics of g, given by (2.22) is obtained using (5.28) and (5.35). |

Hence, any inter-temporal equilibrium with positive bequests for which the
transversality condition (5.34) holds does not depend on the policy choices
(transfers and/or debt) as long as these choices remain compatible with the
existence of this equilibrium. Public debt and lump-sum pensions do not matter
in this framework. Any modification to these variables is offset by a change in
private transfers. This neutrality property is similar to the one we find in models
with infinite-lived agents. It as been much debated in the literature and has
led to many empirical studies. Two classical surveys including both theoretical
and applied aspects are those of Bernheim (1987) and Seater (1993).°

The overlapping generations model with altruism can be thought of as a
micro foundation for the infinite horizon representative agent model. There
are however three important differences from the model with infinite-lived
agents.

First, all bequests must be positive.® The old generation cannot take re-
sources from the future. For the equivalence result to hold, this should be true
at all dates. There is no such restriction in the model with infinite-lived agents.

5 A more recent discussion of the empirical methodology is provided by Cardia (1997).
6 Or, at least in the limit case, bequests can be zero with equation (5.29) holding with equality.
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Second, there is the condition that all dynastic indirect utility functions are
defined, requiring that each generation take its life-cycle decisions knowing
the effect of the bequest it leaves on the welfare of the next generation. An
agent with infinite life computes at the initial period all its future decisions as
a function of future prices and taxes.

The third difference comes from the transversality condition. For the altruis-
tic agents, the discounted value of bequests tends to zero. For the infinite-lived
agent, the discounted value of wealth tends to zero. The wealth of a repre-
sentative infinite-lived agents includes all the assets of the economy. On the
contrary, the bequest of one altruistic agent who lives two periods’ only in-
cludes the wealth transmitted to the next generation. In the special case where
the debt is non-negative (b, > 0 Vt) and the second-period tax is non-negative
(z} > 0Vt), we have

(A +n)xf < (L+n) f'(k)k — 72 —df < (1L+n) f'(k)k,
and the transversality condition of the planner,
tlim ytqz kz = tllm ytu/((}:)f/(kt)k[,
implies that of the altruistic agent,
lim 'u/(c})x;.

But the converse is not necessarily true.

5.1.4 When are Bequests Positive?

From the preceding analysis, it results that private intergenerational transfers
are able, under the conditions detailed in proposition 5.4, to neutralize pub-
lic intergenerational transfers (debt, pensions), and Ricardian equivalence
holds (Barro (1974)). In that case, overlapping generations models have sim-
ilar properties to models with infinite-lived agents. On the other hand, if the
optimal bequests are zero at all dates, the model with altruistic agents leads to
the same decisions as in the overlapping generations model without altruism.

Proposition 5.4 requires positive bequests. An interesting question is to
study the conditions under which it will indeed be optimal for the old
households of all generations to leave bequests to their children. Weil (1987)
and Abel (1987) have shown under particular assumptions that bequests are
operative in the long run if the intensity of altruism y is strong enough;® we
illustrate this result in the example below.

7 In the model with altruistic agents who live one period only, there is no individual saving and
the whole wealth of the economy is transmitted through bequests.
8 Their result is extended by Thibault (2000).
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Another importantissue is related to the role of public debt, which increases
the wealth of old households to the detriment of the young households when
taxes are mainly levied on the young generation. In Gevers and Michel (1998),
bequests can be positive in the economy with debt although they are zero in
the same economy without debt. In this section, we investigate the effect of
public debt on the positivity of bequests in an example.

Example: Taking again the example of section 2.4.1, we know that with a log-
arithmic utility and a Cobb-Douglas production function, the optimal allocation
is given by

o= 1—ay
T4y
1 1—
d,:ﬂ( +n) WAt,
y 1+8/y
ay
b = 1Ak

in the absence of government intervention (g, = 0, b, = 0, 7! = > = 0). The pri-
vate transfer that implements the optimal allocation is

A+n)x =A+nk f(k)—4d

Bl —ay)
y+8

This transfer is positive if and only if the altruism factor is large enough, i.e.,

L B0-a)
a(l+B8)

In this case the inter-temporal equilibrium with altruistic households coincides
with the optimal planner’s solution, as all the conditions of proposition 5.4 are
met. On the contrary, when the altruism factor is low,

A — )
a(l+B)’

the positivity constraint on bequests binds, and equilibrium prices and quanti-
ties with altruistic households are the same as in the inter-temporal equilibrium
with selfish households (chapter 1). Indeed, when bequests are nil, each house-
hold consumes its life-cycle income. Nevertheless, the total utilities enjoyed by
households are different.

Consider now a constant public debt b, detained by the first old households
and financed by a lump-sum tax on the young households:

:(1+n)aAk’;‘—d[:(1+n)<a— )Ak;".

Yy <

' =[f(k)—(1+n)]b and 7 =0.
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The private transfer that allows one to implement the optimal allocation is now

A+n)x = A+n)k +b)f'(k)—d

= (1+ma Ak [b+ (1 N m> kt]'

This relationship allows us to derive a condition on debt such that bequests are
positive at time ¢:

x>0 < b><l3(1 ay) )k,.

a(y +B)

Given the optimal k;, there always exists a level of debt leading to positive pri-
vate transfers, x; > 0 for all z.
At the steady state where the modified golden rule holds, we have

)/ozAkj",_l =1+4n,

and the condition x > 0 in the long run becomes

Bl —ay) ya A\ ™

> -1 .
(eom ) (E5)
When the degree of altruism is too low to generate positive bequests in the
economy without debt, i.e., y < B(1 — «)/a(1 + B), the right-hand side is posi-
tive; with a sufficiently high level of public debt, bequests become positive,
and the equilibrium with altruistic households coincides with the optimal plan-
ner’s allocation. The explanation is the following. In the absence of policy, the
old households would like to make negative transfers to their children, but
they cannot. When the government makes such transfers through public debt,
and even more, then the private transfers that partly compensate the pub-
lic transfers are positive. This example illustrates the difference between the
model with altruistic households and the one with infinite-lived consumers. The
infinite-lived consumer can make transfers in either direction, and debt is always
neutral.

In the above example, we have derived simple conditions under which bequests
are positive and the competitive inter-temporal equilibrium coincides with the
planner’s allocation. In more general models such analytical conditions are
only valid for steady state equilibria. Non-steady-state cases can be tackled
using numerical methods. In particular, the positivity constraint on bequests
may bind temporarily along the dynamic adjustment. If it binds at least once,
the equivalence result does not hold and policies are no longer neutral. We
illustrate this in the following numerical example.



Further Issues 255

A Numerical Example. Let the economy start from a steady state situation
with

2Ak

1+k

and the numerical values of section A.5.3,i.e. § = 0.3,n = 1.025° — 1, A = 20,
g = 6. The government finances its spending with ! = 3.762,b = 0.03, 7% = 5.
Households are altruistic with y = 8 = 0.3. The steady state displays positive
bequests and is given by

u(c) =Inec, flk) =

c =718, d = 15.056, k=1.392, x =0.377.

Assume now that agents forecast at time ¢ = 1 that government spending will
temporarily rise to g = 6.6 at t = 3. We consider the optimal allocation and
two different financing scenarios.

In table 5.1, we first present the optimal path of capital. Capital should rise
before the shock in order to share the burden of the shock with the first gener-
ation and to increase production possibilities for t = 3. At ¢ = 3 government
spending rises and investment falls, implying that capital at ¢ = 4 is reduced.
The optimal capital then returns to its steady state value.

In the first scenario, the whole burden of additional spending is supported by
the young generation at t = 3 through an increase in 7!. In this case, bequests
remain positive over all the dynamic adjustment, and the allocation is the
optimal one. Bequests even rise at the time of the shock to compensate the
over-taxed young generation.

In the second scenario, the old households living in t = 3 are taxed more. t
is adjusted to finance additional spending. These agents are no longer willing to
leave a positive bequest to their offspring. They would even like to implement
a negative bequest, but it is impossible. As a consequence, x; = 0 atf = 3. The
allocation thus differs from the optimal one, but in the long run altruism is
operative and capital converges to the modified golden rule.

We finally consider whether the government can finance its additional
spending by issuing new debt, without changing taxes. We shall see that

2

Table 5.1. Neutrality of Policy

Time Optimal Scenario 1 Scenario 2
t k, X ki X ki
1 1.3922 0.3798 1.3922 0.3808 1.3922
2 1.3950 0.3927 1.3950 0.4010 1.3963
3 1.4199 0.5226 1.4199 0.0000 1.4339
4 1.3720 0.4669 1.3720 0.3918 1.3886
5 1.3852 0.4080 1.3852 0.3817 1.3909

+o0o 1.3922 0.3765 1.3922 0.3765 1.3922
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Table 5.2. Dynamics with Ponzi Debt

t X; k; b, yu'(c)x
1 0.3798 1.3922 0.0300 0.0159
2 0.3927 1.3950 0.0300 0.0049
3 0.5226 1.4199 0.0297 0.0020
4 2.4788 1.3720 0.3130 0.0028
5 7.1673 1.3852 0.9914 0.0024
400 +00 1.3922 400 0.0023

this strategy is incompatible with the existence of equilibrium because the
transversality condition on the households bequests would be violated. Since
the debt b, = B,_1/N; increases at t = 4 and taxes remain constant, the ad-
ditional interest payments are financed by issuing more debt. Since f'(k;) is
larger than 1 + n, debt follows an exploding path after ¢ = 3. The implicit inter-
generational transfer performed by the increasing public debt is compensated,
period after period, by rising bequests. The parents who detain the public debt
give to their children the resources to make them able to buy this debt. With
constant tax policies, equation (5.31) leads to
_ f'(k)

b[+1 == mb[ + 5 for t Z 4

with § = g — ! — 72/(1 + n). In the long run government debt grows at rate

f'(k,)/(1 4+ n) =1/y. Using equation (5.32), x, grows at the same rate and
tends to infinity. The term y’x, does not converge to zero, and the transversality
condition is violated.

To illustrate the problem we have computed in table 5.2 a path using the
first-order conditions. The table shows the exploding path of debt and bequests
after time 4 and gives the value of the term y'u/'(¢; )x,. This term decreases from
t = 1tot = 3 and would have gone to zero if there were no shock at t = 3.

We conclude from this example that the neutrality property of debt does
not allow one to run Ponzi debts. The transversality condition of the altruistic
household should hold for the inter-temporal equilibrium to exist.

52 HUMAN CAPITAL AND EDUCATION

In a growing economy, each generation normally has more resources at its
command on reaching adulthood. These additional resources result on the one
hand from the increase in productivity linked to the accumulation of physical
capital by the previous generation. On the other hand, they result from the
accumulation of human capital as children inherit knowledge and skills from
their parents and enhance their bequeathed abilities by training and educa-
tion. The theory of human capital initiated by Becker (1964) studies how the
allocation of education time or resources affects the future productivity of the
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workers through their skill level. In this context, education is an important fac-
tor of economic growth, and the inter-generational knowledge spillovers are
essential to economic development. This view is consistent with the large frac-
tion of growth attributed to improvements in the quality of labor services (see
Denison (1974), Goldin (1994), and Nehru, Swanson, and Dubey (1995)).

The importance of human capital for growth was stressed by Uzawa (1965),
Lucas (1988), and Azariadis and Drazen (1990). In particular, they show that
the crucial element for explaining permanent endogenous development is the
presence of a positive externality that makes individual-specific human capi-
tal increasing in aggregate human capital and/or in the human capital of the
previous generation.

5.2.1 Modeling Education

There are two main sources of human capital accumulation: learning-by-doing
and education. In this section, we are exclusively interested in education, as
education and its financing are crucially related to inter-generational matters.

Education usually takes place at the beginning of the life cycle. The over-
lapping generations model allows us to capture this explicitly. The simplest
way to model it is to assume three-period-lived households. The first period is
devoted to education, the second to active life, and the last to retirement. It is
convenient to assume that there is neither work nor explicit consumption in
the first period (the consumption of the children is included in the consumption
of the parents).

Education allows people to accumulate human capital through three dif-
ferent channels. These channels are affected by decisions taken during the
first period of life. First there is a decision on individual education spending in
terms of goods. The financing of this spending can be achieved either through
parental funding or through the market. In this latter case, children borrow
to finance education spending. Second, there is a decision on the length of
education; to capture this aspect one should assume a tradeoff between edu-
cation and leisure (and/or earnings) during the first period of life. Third, public
spending on education can be financed by levying taxes on the preceding gen-
erations.

Human capital also depends on external effects. On the one hand, the young
individual inherits part of the human capital of the parents. This reflects cultural
transmission within the family. On the other hand, the capital accumulation of
an agent also hinges on other agents’ stock (through for instance the quality
of their teachers), or on the aggregate level of the stock, therefore allowing
for cross-individual spillover.

Itis generally assumed that human capital is homogeneous, and is measured
by the quantity of labor in efficiency units. In this case, the human capital of
period ¢ is by definition the sum of the workers’ human capital.’

9 For a more elaborate way to aggregate human capital, see Benabou (1996).
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Finally, a model with education is an appropriate place to introduce het-
erogeneous agents, assuming that individuals can have different family back-
grounds and hence different levels of human capital. This type of heterogeneity
is often used in the literature (e.g., Benabou (1996), Glomm and Ravikumar
(1992), and de la Croix and Monfort (2000)) to study the interplay between in-
equality and growth and the role of education finance. To model heterogeneity
in a simple way, we assume that each generation consists of a continuum of
households. Children within a generation are differentiated by the stock of
human capital of their parents. As in the literature on the subject, we assume
a constant population: n = 0.1°

At time 0, each household i of the initial adult generation is endowed with
human capital 4; o > 0. Human capital of adults is distributed according to a
probability distribution function ().

The initial distribution is given, and the subsequent distributions will evolve
over time at equilibrium. The average human capital is

;lt :/ht drt(h,)

Normalizing the total population to 1, % is also the supply of efficient labor.
In the sequel, we shall use the following distribution:

Definition 5.1 (Log distribution)
The log distribution of human capital is the distribution of the logarithm of
human capital, associated to T;:

Et == ln hz, AZ(EZ‘) - Ft(eXp Et)'
Then, the average human capital is given by

h = /expﬁ, dA.(¢). (5.36)

The production of goods at time ¢ with physical capital K; and human capital
input H; is given by Y, = F(K;, H;). Defining the capital-efficient-labor ratio

_Kt
KI_I{tf

the production function in intensive form is f(«x;) = F(k;, 1). The wage per

10 To model population growth, we can assume a continuum of families of the same size, assume
that each family has N; members born at ¢, and that N, grows at a rate n over time. This
introduces an additional level of aggregation, the family. Such an approach can be interesting
for modeling the dynamics of population when families have different numbers of children,
as illustrated in de la Croix and Doepke (2001).

' To avoid trivial poverty traps for certain households, we exclude the case of zero initial
human capital.
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efficiency unit is given by
w; = FI/_I(K[, I—It) = a)(K,).

Thus, the wage income of an individual with human capital A, is w,A;.

Animportant aspect of human capital accumulation is its inter-generational
transmission. Several authors have measured the inter-generational cor-
relation of income. Dearden, Machin, and Reed (1997) for Britain, and
Solon (1992) for the United States, conclude that the father-son correlation
in income is at least 0.4, which is large given that the intergenerational trans-
mission of human capital is affected by many external factors such as ability
shocks, etc. This portrays a society where social mobility is relativity small. In
the models we shall present, this aspect is reflected in that the human capital
of a household born in ¢ + 1 depends on the human capital of his parent.

In the first sections, we study the frameworks where education is costly
in terms of goods, and analyze how growth and inequality are affected by
the type of education funding. Another opportunity cost of education can
be thought of in terms of loss of working time. This is especially true at the
margin: longer study can entail a shorter working life. This tradeoff is modeled
by Azariadis and Drazen (1990). This leads to a more complicated model in
that labor supply is now made endogenous.'? We shall propose a simple version
of Azariadis and Drazen (1990) in the last section.

5.2.2 Parental Funding: Private vs Public Education

In this section, we include capital accumulation in a modified version of the
model of Glomm and Ravikumar (1992) (without child leisure but with phys-
ical capital). We then compare the equilibrium arising when parents directly
finance their children’s education with the equilibrium where parents vote
for taxes that finance education. We are mostly interested in comparing the
growth rates in the two regimes as well as the evolution of inequalities. In-
equalities are measured by the variance of the distribution of human capital
across households, which amounts to measuring the variance of labor income.

The only difference between two households lies in their human capital
stock and hence in their income. The utility function of one household is
logarithmic:

hlc, + ﬁlndz+1 + )/lne[.

It depends on consumption when adult (c;), on consumption when old (d,+1),
and on the total amount spent on children’s education (e,). This last element
reflects the ad hoc altruism factor, which is referred in the literature as joy

12° As when one introduces endogenous labor supply in the standard overlapping genera-
tions model (Reichlin (1986), Nourry (2001), and Cazzavillan and Pintus (2001)), such an
approach leads to two-dimensional dynamics with one forward-looking variable.
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of giving (or “warm glove”), because parents have a taste for giving (see e.g.,
Andreoni (1989)). More precisely, the utility obtained from leaving a bequest
or making a gift depends only on the size of the bequest or the gift. The
parameter ¥ > 0 is the ad hoc altruism factor.'?

The production function for human capital is

hr =veln ™0, 0<6<1, ¥ >0. (5.37)

Y isa productivity parameter. The stock of human capital is assumed to depend
on education spending ¢,. Moreover, it also depends on parents’ human capital.
This introduces the intergenerational externality mentioned above. The Cobb-
Douglas formulation is chosen for simplicity.'

Two versions of the model are considered. In the private funding case,
the parents decide directly over e,, the amount of resource they give to their
own children. In the public funding case, all children receive the same amount,
which is collected by levying a proportional tax 7, on wage income. We consider
the two cases in turn.

Private Funding. When young, the representative household benefits from
education spending and builds his human capital stock; his consumption is in-
cluded in his parents’ consumption. The adults supply inelastically /4, units of
human capital and earn w, A,. This income is allocated to consumption, educa-
tion spending e;, and savings s, for future consumption. When old, households
spend all their saving and accrued interest on consumption. We implicitly as-
sume that children are not allowed to borrow on capital markets to complete
the amount given by the parents. As a consequence, parental education fund-
ing rests only on family resources. The problem of the household is thus to
maximize utility subject to

wh =c¢, +5s + e,

div1 = Rij18:.

The first-order conditions for this problem are

B

= —wh,, 5.38

St 1+ﬂ+ywt1 ( )
Y

= ——wh,. 5.39

e 1+‘3+th[ ( )

13 Abel and Warshawsky (1988) have derived an estimation of the joy-of-giving parameter con-
sistent with a given degree of rational altruism. They use a calibrated model where households
live for 60 periods and 30 periods elapse between the births of successive generations.

14 More generally, other functions with constant returns to scale can be considered. With such
functions, there are aggregate constant returns with respect to reproductible factors, which
are conditions for sustained endogenous growth.
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Replacing ¢, by its optimal value from (5.39) in the production function of
human capital (5.37), we obtain the following relation:

hl+l = gwfkt (5.40)

with

0
14
o=¥ ()
1 +B+y
Equation (5.40) shows that the growth factor of the human capital depends on
a constant G and on the wage per efficiency unit, w,. We can already see here

that the human capital of every individual will grow at the same rate. We also
directly obtain the growth rate of average human capital 7, as

Pui
hy

=gw?. (5.41)
Equation (5.40) is linear in the logarithm of human capital, ¢, = In A;:
Ly =€ +1n (Gw))
With the log distribution of human capital,
A(8) =T (exp?),
the dynamics of this distribution (see appendix A.6.1) is given by
Ar1(€) = A (€ —In (Gw?)). (5.42)

As in the preceding chapters, the equilibrium on the labor market,

and the distribution of profits to the owners of capital imply that the prices
should be equal to marginal productivities:

wy =) = fl;) —k: (k) and R, = f'(k;),

where k, = K,/ I.
The capital of the next period is built from the savings of the adults:

Kt+l = /S[ dF[(h) = S_[,
which implies, using the savings function (5.38),

_ B -
K= hyg=——— . 5.43
t+1 = K1 M1 1+ﬁ+ywtht ( )

An inter-temporal equilibrium can now be defined as follows:
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Definition 5.2 (Inter-temporal equilibrium - private funding of education)
Given the initial distribution of wealth s_; over old households, the initial cap-
ital stock Ky = 5_1 and the initial log distribution Ay of human capital, an
inter-temporal equilibrium with private funding is a sequence of prices {w;, R},
aggregate variables {K; 1, hy1, ki11}, and distributions of human capital, sav-
ings, and education spending such that:

» prices {w;, R} verify w, = w(k;), Ry = f'(k;) with k; = K,/ hi;

* the capital market clears, i.e., equation (5.43) holds;

* the log distribution of human capital A; follows (5.42), and h; is given by
(5.36);

* thedistribution of savings and education spending result from the distribution
of human capital through the individual decisions (5.38) and (5.39).

The distribution of the individual consumptions also results from the distribu-
tion of human capital.

Dynamics of Aggregate Variables. To further characterize the equilibrium, one
might substitute for %1 in (5.43) its value from (5.41). Using the equilibrium
value of w,, we obtain the following dynamic equation in «:

B
K =
AR AL
Under the assumption H2, the dynamics in x are monotonic and bounded,

thus converging to a steady state «,. The wage per unit of human capital, w,,
converges to Wo, = @(ks ), and the growth rate of human capital converges to

w(i) 0.

i
lim —— = gw? .
t—o00 o0

In the particular case of a Cobb-Douglas production function, the steady
state k is unique and does not depend on k(. Then, the initial human capital
distribution does not affect the long-run growth rate.!> More generally, the
steady state ko, only depends on ko = Ko/ hy.

Dynamics of Distributions. As far as inequalities are concerned, the mean
. and the variance o2 of the log distribution of human capital follow (see
appendix A.6.1)

Hirt = s +InG 4+ 6 Inw,,

2 . 2_ 2
0i+1 =0 =0p-

We deduce that the distribution of the logarithm of human capital keeps the
same standard error over time. There is however no limiting distribution,

15 On the effect of of the initial distribution of human capital see also Galor and Zeira (1993).
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because households have an ever growing income when Gw? > 1. In this
context it makes sense to explore the possibility of a limiting distribution for
the transformed variable

The individual transition function is given by 7,1 = h,, which implies that the
transformed distribution remains constant over time and the limiting distribu-
tion is the distribution of 7.

More can be said when the initial distribution is a log-normal distribution as
in Glomm and Ravikumar (1992),1.e., the log distribution A is normal. In this
case, the distribution A, remains normal for all z. Moreover, the link between
then mean yu, of A, and average human capital /4 is given by (see appendix
A.6.2)

2 2
- O (of
Inh =u, + L+ =, + 2.
= Mt 2 Mt )

To conclude, we have seen that when the resources devoted to the education of
a given child only rely on the child’s family income, there are no convergence
forces at work; inequalities as measured by the variance of the logarithm of
income remain constant over time.

Let us now turn our attention to the public way of financing education.

Public Funding. Under the public system, a government levies taxes on a
nationwide basis and uses revenues to finance education spending. All children
receive the same amount, which is collected by levying a proportional tax t,
on wage income:

e = é[ = ‘E,W,il,. (544)

Households first vote for a tax rate, then choose how much to save. We solve
their problem backward. The savings that maximize utility for a given level of
taxes and net income (1 — 7;)w,h, are given by

__B
1+

The preferred tax rate of the adult household is obtained by maximizing the
indirect utility function

(1 = w)why. (5.45)

St

In (Wtht — 8 — ét) + IB (lnR[+1st) + Y In é[,

knowing how much he will save (5.45), and how much he will receive for
education (5.44). After substitution this amounts to maximizing

(I+p)In(l —7)+yhz,
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which yields

_ v
1+B8+y

The chosen tax rate is constant over time and the same for all individuals. It
can be checked that with this tax rate, the savings function is the same as in
the model with private funding and thus equation (5.43) holds.

The tax rate is determined by means of majority voting. As the resulting
tax rate does not depend on the type of household, this can alternatively be
seen as unanimity voting. For simplicity we assume that only those who are
affected by the tax, i.e., the households that work, will vote. The tax rate (5.46)
will emerge from this voting process.

Each household thus benefits from the following amount of public educa-
tion:

(5.46)

T =T

N 2
! 1+8+4+vy

Substituting this expression in equation (5.37), individual human capital will
accumulate according to

why. (5.47)

By =Gw' B b, (5.48)
or, in logarithms,
b =1 =6t +1n(Gw! k).

Hence, the evolution of the log distribution functions is defined by

¢—1In (waiz,e)>, (5.49)

A (0) = A, ( 1_9

which is less simple than in the previous case, as the average of the /; intervenes
in the expression.
An inter-temporal equilibrium can now be defined as follows:

Definition 5.3 (Inter-temporal equilibrium — public funding of education)
Given the initial wealth distribution s_1, the initial capital stock Ky = §_1, and
the initial log distribution of human capital A, an inter-temporal equilibrium
with public funding is a sequence of prices {w;, R,}, aggregate variables {K;1,
Pii1, ki1, T, €}, and distributions of human capital and savings such that

e prices {w;, R} verify w, = w(k;), R, = f'(i;) with k, = K,/ by,

* the capital market clears, i.e., equation (5.43) holds;

* taxes are determined by (5.46), and education spending by (5.47);

* the log distribution of human capital follows (5.49), and h, is given by (5.36);

* the distribution of savings results from the distribution of human capital
through the individual decision (5.45).
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Some simple results can however be derived from (5.48).!1® The mean 1, and
variance o of the log distribution of human capital follow

gt = (1= 0, +1In (Gwl i), (5.50)
ol = (1—6)0]. (5.51)

Thus, the variance goes to zero, and inequalities tend to disappear. One might
derive additional results in two special cases: when the support of the initial
distribution is a closed and bounded interval, and when the initial distribution
is log-normal.

Compact Support. When the support of the initial distribution is a compact
interval, we look at the distribution of the transformed variable ki, = A, /i,
and obtain the following result.

Proposition 5.5 (Reduction of inequalities with public funding)

Consider an inter-temporal equilibrium with public funding. Assume that the
initial distribution of human capital Ty has a compact support [ag, bo)], 0 < ap <
by. Then the support of the distribution of the relative human capital h; collapses
to the single point {1}.

Proof: By induction, using equation (5.48), the support of I'; is a compact
interval [a;, b;], and we have

bt _ (br)l_e
ary1 B a; '
This is obtained by applying (5.48) to @, and b;, then taking their ratio. As a
consequence, the ratio b, /a, converges to 1. The support of the distribution of
h, [a;/ By, b;/}y], is included in

@ b

b a |

since a, < h; < b,. This interval collapses to a single point. |

From the previous proposition, the limit of the support of the distribution of
the /; collapses to a single point. To study the dynamics of aggregate variables,
we consider the ratio

her
71[ -

16° A complete characterization of the dynamics of the distributions of human capital in
the general case would require the use of techniques developed, a.o., by Futia (1982) and
Hopenhayn and Prescott (1992). Moreover there is a special difficulty linked to the fact that
human capital may grow unboundedly.
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This ratio belongs to the interval

o (1) (2))

The aggregate growth rate 4,1/ h; belongs to the same interval. More precisely,

where }, is the mean of ﬁ:fe. The dynamics of «; given in (5.43) verify

B

TG &

(k).

Since %, belongs to an interval which collapses to {1}, «; has a limit «+, and w,
goes to w... Hence,

In the case where the steady state k., is unique, it is the same as in the model
with private funding, and the long-term growth rates are identical in the two
funding systems.

We conclude that the public funding system has the virtue of reducing the
inequalities (there is no other sources of convergence in the model). This is
because it redistributes resources through taxation, allowing the less educated
families to catch up. Moreover, in this version of the model, public schooling
does not introduce any distortion or external effect, and the long-run growth
rate under the public system converges to that of the private system in the case
of a unique steady state.

Log-Normal Distribution. The above result has been derived in the case of a
compact support of the initial distribution. If the support of the initial distribu-
tion is an infinite interval, we can still characterize the dynamics of inequalities
if the initial distribution Ty(%) is log-normal (or the log distribution Ay is nor-
mal). In this case, the distribution will remain log-normal over time. However,
the variance of the underlying normal distribution will decrease (equation
(5.51)). To describe the evolution of A we use equations (5.50)—(5.51) and
Inh =pu, + 0,2 /2, which implies after some manipulations that

(1-6)8

5 o’ (5.52)

Inh =InG+0lnw, +Inh, —

Comparing with equation (5.41), there are two differences from the private
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system. First, the w, are different (but converge to the same w,, when the
steady state is unique). Second, there is an additional term in the public system
which involves the variance of the distribution. This last term reduces the
growth rate of the average the human capital in the public system but tends to
disappear in the long run.

The intuition for the variance effect is as follows. Given the way human
capital accumulates (5.37), it would be more efficient to devote more resources
to the more skilled households, since the productivity of education spending
depends on the family background. Hence, the public system entails a loss of
efficiency, which is more important if the variance is high.

To compare the two systems with respect to capital and wages, we assume
a Cobb-Douglas production function: f(x;) = Ax. Taking logarithms, we
replace In A, ;1 in equation (5.43) by its value from (5.52) and find that

6(1-96) ,
TO'I .

B

anl+l =In ((1-"_13-"_)/)g

= a)A]]_o) +a(l—0)Ink +

Starting from the same initial condition in both systems, this implies that «; (and
thus w;) is higher in the public system than in the private one. This higher wage
increases the growth rate underlying (5.41) and may or may not compensate
the negative effect of the variance.

To further investigate the growth differential between the two systems, we
define the variables A In x; = In x;(public) — In x;(private), and we denote the
variance of the log distribution in the public system by ¢. To compare both
systems we should solve

o(1 -0
Alnkyg =a(l —60)Alnk + %S‘zz
h o(1—0
Aln —H! = 0o Alnk, —gs‘f,
h[ 2

§z2+1 =(01- 9)25'[2

with Ak = 0 and ¢Z = 4 given. The parameters that affects this system are
0, o, and the initial condition gg. We set @ = 0.3. In table 5.3, we present the
evolution of the difference between the two systems for two values of 8. In both
cases, the capital stock is higher in the public system, as predicted. Moreover,
when 6 is large, the family background does not matter much in education;
the variance decreases quickly, implying that its negative effect on growth in
the public system does not last long. Hence in the first case, the public system
grows slower in the beginning — the variance effect dominates — and faster
after 4 periods. When 6 is small, the variance decreases slowly, and the public
system always grows at a slower pace than the private one.
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Table 5.3. Difference between Public and Private Systems

6 =05 0 =025

t Alnk, g2 Alnh‘}f,—*f1 Alnk, 2 Alnh};—*f1
0 0.0000 4.0000 0.0000 4.0000

1 0.5000 1.0000 —0.5000 0.3750 2.2500 —0.3750
2 0.2000 0.2500 —0.0500 0.2953 1.2656 —0.1828
3 0.0613 0.0625 —0.0013 0.1851 0.7119 —0.0965
4 0.0170 0.0156 0.0014 0.1084 0.4005 —0.0529
5 0.0045 0.0039 0.0006 0.0619 0.2253 —0.0294
6 0.0012 0.0010 0.0002 0.0351 0.1267 —0.0165

Extensions. The above framework can be extended in several directions. A first
possibility, a la Becker and Lewis (1973), consists in introducing an additional
determinant of human capital accumulation: the effort made by the parents
to educate their children. Denote this effort by /;. Equation (5.37) should be
modified to incorporate this factor. For example,

hegr =yl el hl?.

Of course this effort has a cost either in terms of disutility!” or in terms of
opportunity cost. If it is the time spent rearing the children, it then reduces the
time spent at work and modifies the first-period budget constraint:

W[h[(l — l[) =C; + 8 + €.

In this case, the growth differential between the two financing systems is al-
tered. Indeed, the time spent with the children is not taxed. Hence, in the
presence of taxes, the parents will choose to work less and to remain with
their children longer, which will in turn increase the pace of human capital
accumulation. Economic growth will tend to be higher in the public regime
than in the private one (see Wigniolle (1994)).

Another determinant of human capital accumulation is the effort made by
the children, denoted ;. In this case, followed by Glomm and Ravikumar
(1992), equation (5.37) becomes

hiyi =9 A ef htl_e,
and one should add a term in In(1 — A;_1) to the utility function:
Inc, + BInd, 11 + ylne + x In(1 — A,—q).
This leads to an individual optimization problem with three decisions, (A;_1, s,

;). Compared to the previous approach, we now find the inverse result: The

7 1f I, is an effort, it should enter the utility function of the parents negatively.
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public system introduces a distortion in the choice of effort made by the chil-
dren that will hamper growth. Indeed, in the private regime, the children take
into account that more effort when young — and hence more resources when
adult — will allow them to increase the quality of education for their children,
;. In the public regime, they view their individual contribution to the qual-
ity of public education through taxes as negligible. This is a typical case of
fiscal externality. Economic growth will thus tend to be higher in the private
regime.

A further extension is to assume that the individual capital accumulation
also hinges on an aggregate human capital index or on some other individ-
uals’ stock or average, therefore allowing for cross-individual spillover. For
example,

1-6)37.(1—x)(1-06
ht+1:\[/e?h?(( e)hg x( )’

or
heyr = el (he + th)' 0.

This effect introduces convergence forces into the model. In the second for-
mulation, the importance of the spillover in the human capital accumulation
process is parametrized by { < 1, which captures the fact that the transmis-
sion of knowledge from one individual to the other is affected by distance
and other factors. Such a framework can be used to study regional spillovers
as in de la Croix and Monfort (2000), or to build international growth models
where cross-border spillovers are affected by integration.!®

Finally, there may be a link between public education, which requires a
transfer from the parents to the children, and pay-as-you-go pensions, inducing
a transfer in the other direction. Indeed, when parents retire, the labor income
of their children, which has been built thanks to taxes they paid, is taxed in turn
to finance their own social security benefits. Kaganovich and Zilcha (1999)
study the interaction of these two potential outlays of public revenues. Their
conclusions depends greatly on the values of the parameters and in particular
on the ad hoc altruism factor.

5.2.3 Market Funding

Under the market funding system,!® households finance their education by
borrowing on the capital market and do not rely on public resources. We
therefore assume that individuals have perfect access to capital market and can
use their human capital as collateral to finance their education spending. One

18 This idea is developed by Rivera-Batiz and Romer (1991a) and (1991b) in a model with
research and development. See also Michel and Vidal (2000).
19 This version of the model is an adaptation of Michel (1993).
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important difference from the preceding system is that education spending no
longer rests on gift motives but on the return to human capital.

One may thus adopt the standard utility function of chapter 1. The life cycle
of each household is the same as in the previous section except concerning ed-
ucation spending: When youngat¢ — 1, the representative household builds his
human capital stock; it borrows e,_; from the capital market. The adults supply
inelastically 4, units of human capital and earn w,h,, where w; is the wage per
unit of human capital and /4, is the level of human capital of the household. This
income is allocated to purchasing consumption goods, reimbursing the debt
R,e,_1, and saving s, for future consumption. When old, households spend all
their saving and accrued interest on consumption. The two budget constraints
are thus

wihy = ¢, + s+ Rie_y,
dii1 = Riy1s:.
Human capital accumulates as in equation (5.37):
he=vel_ih7. (5.53)

Agents chose education spending and savings, subject to the budget
constraints.?’

The optimal choice of savings obeys the same rule as in section 1.3.3, where
the first period income is now

Qt == Wth[ - Rzetfl.
We accordingly obtain a saving function
st = 8(Q, Riv1), (5.54)

which is the same for all individuals, since they all have the same preferences.
The first-order condition for e¢;_; leads to

1

w,\ =0
e = (weR’) h, 1. (5.55)
t

Hence, education spending increases the wage rate. The interest factor has a
negative effect on education spending, as it is part of the cost of education.

Equations (5.55) and (5.53) allow to study the dynamics of the distribution
of human capital. Substituting e¢,_; from (5.55) in (5.53), we obtain

]
=6
ht=w<we;’) B and @ = (1—0)whi.
t

20 Since there is no disutility of education in the utility function, the problem can be solved in
two steps: ¢,_1 can be obtained by maximizing the life-cycle income w,v,bef_l htl:f) — Rie;_q.
Given this choice, savings maximize utility.
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The evolution of the log distribution follows for ¢ > 1:

A0) = Ay [z ~In [1// (we);;)ﬂ ] (5.56)

The set of initial data includes the distributions of initial wealth s_; and of
the debt of the first adults e_;, the log distribution A, and the initial stock of
capital, which verifies Ky 4+ é_1 = §_;. The first adults choose sy = s(Q0, R1)
with Q¢ = wohg — Roe_1. The first old consume dy = Rys_1.

Firms use the same production function as in the preceding section. The
stock of capital per unit of human capital is k;, = K,/ H;, and prices are equal
to marginal productivities: w, = w(k;) and R, = f'(k;).

The equilibrium on the financial market should take into account spending
on education. This is the most specific feature of this model: physical and
human capital compete to be funded. Savings are thus allocated to investment
in physical capital and in human capital:

K1 +e =35,

where & and §; are the means of ¢, and s, in the population normalized to 1.
This gives, with H, = h,,

Ki+1 ljlt+1 + ét = jt' (557)

An inter-temporal equilibrium can now be defined as follows:

Definition 5.4 (Inter-temporal equilibrium — market funding of education)

Given the set of initial data, an inter-temporal equilibrium with market funding
is a sequence of prices {(w;, R}, aggregate variables {K, .1, hi11, Kix1Ti+1, 51, €},
and distributions of human capital, savings, and education spending such that:

e prices {w;, R} verify w; = w(i;) and R, = f'(k;) with k, = K,/ h;

* the capital market clears, i.e., equation (5.57) holds;

* thelog distribution of human capital follows (5.56), and h, is given by (5.36);

* thedistribution of savings and education spending result from the distribution
of human capital through the individual decisions (5.54) and (5.55) with
Q=1 —0)wh, fort > 1, and Qy = wohy — Roe_1. The variables 5, and ¢,
are the means of these distributions.

The dynamics of the moments of the log distribution of human capital follow

6
w -0
eyl = e +1n |:W (\W RtH) :|
t+1

2 _ 2
Ot41 = Oy -

We thus have the same properties as in the model with parental funding: the
distribution of In A, keeps the same standard error over time, since the constant
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term is common to all households. Hence, the market funding system does not
reduce inequalities, as measured by this standard error. The key to this result
is that, although households have different human capital, they will invest at
the same rate:

1
€r—1 we\
=(yo=) .
Tt (‘” R,>

To study the aggregate dynamics we use the deflated variable é,_;, which
verifies

L G-1 CU(Kt)
ot bt (we f(ke)

giving a static relationship between é,_; and «,. This implies
hiy1 = Wg(KtJrl)ght,
ht+1 = 1//5(Kt+1)671t~

The total stock of capital can be expressed as

Kiv1 =1 ilt+1 = Kt+1W5(Kz+1)9 ;lt~

)ll” )

Assuming that preferences are homothetic, savings are proportional to income
(see section 1.8.4). The propensity tosave, ¢ (R;41), only depends on the interest
factor. Aggregate savings are given by

50 = ¢(f (k)1 = O)w (k) e
Using &, = £(ki41)hy, the equilibrium (5.57) is given by

Kr+1 5(Kt+1)6 + E(ke1) = ¢(f (k1)) (1 = O)o(icr). (5.58)

The dynamics of «; are autonomous: they are defined by equation (5.58) which
is a deterministic non-linear difference equation of the first order. The solution
to this equation determines the dynamics of the distribution (5.56), and of the
growth factor ¥ & (k1) of human capital.

Example: With a logarithmic utility function and a Cobb-Douglas production
function, we have

o(k) = A(1 — o)k,

l-«o -8 L
g(l([_H) = <w9 o KH—l) = BKZ:T,

¢(f'(keg1)) = 118
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The capital market equilibrium (5.58) can be simplified and leads to

(B + B)KI%‘ = %(1 —0)(1 — o) Ax?,

t+1 —

or
K41 = MKta(lig),

where M is a positive constant. These dynamics converge to a steady state,

which is globally stable.

Extensions. Since Auerbach and Kotlikoff’s (1987) seminal book, several ex-
amples of computable overlapping generations model with exogenous growth
can be found in the literature. These models extend the initial model by
incorporating several features such as trade openness, multi-sectoral pro-
duction, generational accounting, and life uncertainty. Few of them en-
dogenize the formation of human capital and the rate of productivity
growth. Docquier and Michel (1999) provide a simulation exercise on the
basis of a simple model with three periods of life and market funding.
Fougere and Mérette (1999) use a similar growth specification, but allow for
education investment in each period of life and do not take into account the
huge government intervention in education financing. One of the biggest prob-
lems arising with numerical endogenous growth models is the choice of a
human capital technology specification and the calibration of its parameters.
Though there is a large consensus on the production function of consumption
and investment goods, there is no real evidence on the choice of the production
function of human capital. In general the simulation results are too sensitive to
the various calibrations of the production function of human capital, and the
growth effect of policy changes are unrealistically strong. This issue in tackled
in Hendricks (1999) and Bouzahzah, de la Croix, and Docquier (2001).

Concerning individual decisions on human capital, it has been argued
that education is a typical long-run investment project whose risky nature
is widely accepted and incorporated in the literature on human capital (see
e.g., Schultz (1961)). Different innate abilities to take advantage of education,
length of life, the effects of family background are some of the identified
sources of uncertainty characterizing the returns to educational investment,
and hence future labor earnings. This can be modeled by adding a random
term & to the human capital accumulation, for example,

071-0
W1 = e/ h, ™ &

In this context, Rillaers (2000) studies how unemployment benefits may affect
investment in education on behalf of risk averse individuals.

Another interesting extension is to introduce government education spend-
ing and study the interplay between public and private spending. Michel (1993)
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and de la Croix (2001) assume that public spending is financed through a lump-
sum tax bearing on the adult generation and that it affects the production of
human capital in the following way:

hiy1 = 1//6?¢(gt),
or, for an endogenous growth version,
et = welgth ="

In this last version, the ratio of public spending on education to human capital,
8, is crucial to determining the dynamic properties. When g (and hence taxes)
increases, the households will lower their private spending on education, since
their disposable income has been reduced. The total effect on growth includes
two components:?! the favorable one is the efficiency gain in the accumulation
of human capital, and the negative one is linked to the reduction in savings
caused by taxation. There is a growth-maximizing level of public spending.
After this point, increasing public spending reduces growth, as the tax effect
dominates the efficiency effect on the accumulation of human capital.

5.2.4 The Tradeoff between Studying and Working

If accumulating human capital needs time, each individual has to allocate
his time endowment between working and producing human capital. This
problem was first studied by Ben-Porath (1967) in a partial equilibrium setup.
Beginning his life cycle, an individual has to choose how long he will accumu-
late human capital before entering the labor market. By studying early in his
life, he maximizes the time during which this investment will be productive.
Azariadis and Drazen (1990) have formulated this problem in an overlapping
generations model where households live two periods. In the first period of life,
they devote their time to both activities, producing human capital and work-
ing. In the second period, they benefit from the human capital accumulated
when young and work.

We present here a simplified version of Azariadis and Drazen (1990) in-
spired by d’Autume and Michel (1994). Again, each generation consists of a
continuum of households, with unit mass. Each individual lives for two peri-
ods, say adulthood and old age. Each adult inherits a fraction § of the parents’
human capital. A share of time A, is spent to build up human capital, and
1 — A, to work. The first-period income is allocated between consumption and
savings:

(1 =2r)widh, = ¢ + 54, (5.59)

21 Compare Barro (1990), in which public spending affects the production function of goods
directly.
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where w; is the wage per unit of human capital and 4, the human capital of
the old generation at time ¢. When old, the human capital depends on the time
spent on education when adult:

hi = W(k,)Sh,. (5-60)
The function ¢ is assumed increasing and concave and satisfies
11310 Y’ (1) = 4o0.

This ensures that it is always optimal to spend a strictly positive time span to
built human capital.
When old, the household consumes both labor earnings and capital income:

dt+1 = RtHS, + Wt+1h[+l~ (561)

From equations (5.59), (5.60), and (5.61), the life-cycle income is proportional
to the inherited human capital é4;:

Q = 5h, ((1 )W+ W‘“w(xl)).
R
As A, does not enter the utility function, we can solve the problem in two
separate steps, and the optimal length of schooling will not depend on the
shape of the utility function. The optimal length of schooling maximizes the
life-cycle income, which yields

(5.62)
t+1

This equation represents the tradeoff between studying and working. The
benefit of a marginal increase in the schooling periods is more income in
the second period: ¥'(A/)w;+1/R,+1. The cost is less income today, w,. This
relationship implies that the length of schooling depends positively on the
discounted future wage (the benefit from education) and negatively on the
current wage (the opportunity cost). We also see that the time devoted to
schooling does not depend on the inherited human capital, and will thus be
the same for everyone.?

Equation (5.62) implies thus that all households of a given period ¢ choose
the same fraction A,. A, depends only on prices: 1, = w‘l(W,RtH/w,H). There
is therefore no reduction in inequalities:

ht+l = SI/I(A,)h[ s

and

71[+1 - 51&()\[)71,.

22 Atequilibrium A, is necessarily smaller than one. It would otherwise imply negative aggregate
savings and capital.
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The initial log distribution of human capital A is given. The evolution of the
log distribution follows

A1 (€) = A (€= In[8y(A)]) . (5.63)

As in the private and market funding cases, the distribution of h, =h, /h;
remains constant over time.
We use equation (5.62) to compute life-cycle income:

w
R

A
Ql = (1 - )\.[)W[(Sht + ol 1//()\.[)8]’[[ = (1 - )\.t + W( t) ) W[(Sh[.
t+1

¥'(A)
As it is proportional to 4, one could write the model with a homothetic utility

function. In this case, using the results of section 3.1.1 (in particular equation
(3.3)), one gets

NS §((1 - )\t)ahtwt’ 5Wt+1¢()\t)ht, Rt+1)§

with homothetic utility this would be linear in /,. Assuming for simplicity that
the life-cycle utility is log-linear, we have

l]f =lnCt +ﬁlndt+1.

The consumption choice is obtained by maximizing the life-cycle utility under
the constraint

di
= Q.
at Ry ‘
We obtain
1
=—Q 5.64
Ct 1+8 ts ( )
and
St = (1 - )\.[)W[(Sht — Cy¢. (5.65)
From equations (5.64) and (5.65), savings are given by
1 ¥ (%)
=— 1—x)— Shy. 5.66
St 118 (,3( z) I/I/()\t) Weorn; ( )

We assume a Cobb-Douglas technology for firms, which leads to w; =
(1 — @) Ax® and R, = ¢ Ac®~!, with k; = K,/ H;.

The supply of labor from the old individuals is /. The supply from the
young ones is (1 — A,)8 k.. The equilibrium on the labor market requires

H=[1+0- )w)(s]ht-

Equation (5.66) defines a linear relation between savings and human capital
for each household; we aggregate them and obtain the equilibrium on the



Further Issues 277

capital market:

_ 1 ¥ (&) 7
K1 =5= 155 (,3(1 At) W’()»r)) wShy. (5.67)
Given an initial stock of capital K, and an initial log distribution of human
capital over the first old generation A¢(-), an inter-temporal equilibrium is,
in this example, a sequence of prices {w,, R;} verifying w, = (1 — o) A«c®, and
R, = aA/cf"l, aggregate variables {K,,1, h 41, 41} and distributions of hu-
man capital A, which determines the distribution of other individual variables
{s:, .;}. These sequences are such that each household chooses savings s; and
schooling according to (5.62) and (5.66). The human capital accumulates ac-
cording to equation (5.60), and its distribution follows (5.63). The clearing
condition (5.67) on the capital market holds.
We describe the dynamics of the economy in terms of « and 1. Aggregate
human capital is given by

Hz+1 = [1 + (1 - )»t+1)5]71z+1 = [1 + (1 - )»z+1)5]5¢()¥t)71t’

which, after replacing the equilibrium wage by its value, allows us to rewrite
equation (5.67) as

(A
ol + (=300 = - (8020 = T8 ) A - e
(5.68)
Here the labor supply is endogenous. As A, verifies
R Akt
Y (he) = w, sy u, (5.69)
Wit1 Ki+1

the dynamics have two dimensions; substituting A, and A, from (5.69) in
(5.68) leads to a second-order difference equation in «. Since there is only one
initial condition, xg, there is one pre-determined variable and one forward-
looking variable. However, thanks to the assumptions we have made on utility
and production functions, the dynamic system can be solved recursively and
the dynamics can be studied in a simple way. Indeed, replacing «;;; from (5.69)
in (5.68) leads to

11—« v(n) 1 11—«
mﬁ(l — ) —_—— (5.70)

v() 8 Sa(l+B)
which can be rewritten as

1= =

Y1 —x)
(1 —x)

Xey1 = Bix,——— — B = ¢(x),
withx, =1 — X, and By, B, > 0.

When x; increases from 0 to 1, ¢(x,) goes from — B, to +oo and there exists
a steady state between 0 and 1 (see figure 5.1). This steady state is unique,
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¢(x)

7B2

Figure 5.1. The forward-looking dynamics in Azariadis and Drazen (1990).

because ¢(x) is monotonical increasing in x:

vi-n _ wi-x | (va-vV].
pi-n  wi-x (wa—m” .

Moreover, the steady state x* is unstable, because ¢'(x*) is larger than one:

/ Y1 —x7) B
)>B———~- =14 —>1.
o) > ]1//(1—x*) +x*>
This implies that the forward-looking variable A, has to jump to its steady
state value A* =1 — x* at the initial date. Otherwise, the trajectory implied
by the unstable monotonic dynamics would lead A, outside the interval (0, 1).
The perfect foresight dynamics are thus characterized by A, = A* for all z. The
dynamics of the capital/labor ratio will then follow, from (5.69),
R[+1 O{Akta
Kiyl = W—— = .

r+1 S W0M
The dynamics of « converge to a steady state «* which is globally stable. The
dynamics of the human capital stocks follow

ht+1 = (Sw()\.*)ht,
and its log distribution follows
Arp1(£) = A(€ = In[sy (A7)

Hence, the growth rate is constant and depends on the parameters «, 8, § and
on the function ¥ (-).

#'(x) = B |:
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Extension: Threshold Externalities and Poverty Traps. In their model with ho-
mogeneous households, Azariadis and Drazen (1990) assume a positive ex-
ternality from the total human capital of the society on the function . With
heterogeneous households, we can assume that the average human capital
affects learning positively:

bt =&, Bhy.
In this case, the equality between the individual specific A’s is preserved. A,
the same for all households, verifies
R

5}(()% 711) = W .
Wit

To keep things simple, assume & (A, i) = ¥ (A, )n(h) with n(-) increasing and
bounded. Then the () and ¥'(-) of the previous model are multiplied by #(-),
and their ratio is unchanged. Equation (5.70) remains valid, and we obtain the
same constant value A, = A* as a perfect foresight equilibrium. However, the
dynamics of human capital are altered. We have

hisr = 89 (W) n(ho)hy,
and
l_’lt+1 = Bw()\*)ﬂ(ht)l_’lt-

If there exists a threshold & such that 8y (1*)n(h) = 1, the economy will be
caught in a poverty trap if % < h, since the sequence (% ),so is decreasing
and converges to 0 (see figure 5.2). On the contrary, if iy > h, the sequence
(ht)i=0 is increasing and tends toward infinity. The growth factor in the long
run equals 81 (A*)n(+o00), which is finite. Knowing the dynamics of %, we can

ht+1
b

7 i

Figure 5.2. The threshold of Azariadis and Drazen (1990).
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deduce those for «:

o
Ko = —— Ax®.
T )

Since n(h;) converges towards a limit — 1(0), n(k), or n(4+o00) depending on
whether 7 is smaller than, equal to, or larger than & — the sequence (k;);=0
converges to the corresponding limit.

5.3 INTER-GENERATIONAL EXTERNALITIES

Parents’ influence on children is not limited to resource transfers (section
5.1) or human capital spillovers (section 5.2). Becker (1992) notices that “The
habits acquired as a child or young adult generally continue to influence behav-
ior even when the environment changes radically. For instance, Indian adults
who migrate to the United States often eat the same type of cuisine they had in
India, and continue to wear the same type of clothing.[. . .] Childhood-acquired
habits then continue, even though these would not have developed if the envi-
ronment when growing up had been the same as the environment faced as an
adult.[...]” A comprehensive survey of evidence of vertical transmission (i.e.,
from parents to children), including the fear of insects but also career aspira-
tions, is provided in Boyd and Richerson (1985). These vertical transmission
mechanisms are modeled in different strands of literature. All of them lead
to the conclusion that intergenerational taste externalities are particularly im-
portant for thinking about long-term evolution processes like growth.

The involuntary transmission of tastes from one generation to the next
has, as far as we know, rarely been formalized in economics.”® Besides its
inter-generational aspect, the idea of bequeathed tastes reflects the effect
of past decisions on the perception of current outcomes. In the context of
consumption, this clearly refers to the models of habit formation initiated by
Duesenberry (1949) and developed afterwards by many others. The empirical
studies in this literature have always been developed in the framework of
infinite-lived agents. They often find strong support in favor of time non-
separable preferences (for a recent study see de la Croix and Urbain (1998)).
Moreover, there is convincing experimental support for supposing a ha-
bituation mechanism by which the most salient events are progressively
absorbed into the new baseline against which further events are judged
(see Brickman, Coates, and Janoff-Belman (1978)). Finally, as studied by
de la Croix (1998), one empirical implication of the habit formation models is
that reported satisfaction levels do not necessarily increase over time in line
with economic development. This is consistent with the empirical evidence

23 Two exceptions are Jones (1984) and Bisin and Verdier (2000). Jones (1984) analyses tradi-
tions of behavior within a workplace. He analyzes a model in which “it is through conformism
between neighboring generations that we generate traditions passed down from one gener-
ation to the next.”
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provided by Easterlin (1995). The fact that “an Indian will, on average, be
twice as well off as his grandfather” (Lucas (1988)) does not mean that his satis-
faction level has increased, as standard-of-living norms will have risen too.

As this view is relatively non-standard, we need to expand more on the
foundations of the idea of inherited tastes in neighboring disciplines.

The inter-generational spillover can take the form of what social scientists
call social capital. Following Coleman (1990), physical capital is wholly tangi-
ble, being embodied in equipment; human capital is embodied in the individ-
uals through skills and knowledge; social capital is embodied in the relations
among persons. The family relationships are important vectors of social cap-
ital allowing for inter-generational spillovers. Chapter 22 of Coleman (1990)
analyzes how different family structures generate social capital and how the
decline in the role of the family in recent decades can be important for the
social capital of the next generations. In Coleman (1990), social capital can
be seen as a vector of growth; he does not investigate situations in which some
sort of social capital can hamper the growth process.

The most comprehensive analysis of inter-generational spillovers can
be found in the work of Cavalli-Sforza and Feldman (1981) and Boyd and
Richerson (1985). After having assessed the importance of social learning
within the family, Boyd and Richerson (1985) build different models in which
the distribution of beliefs, attitudes, and values in a population is transmitted
and modified. In Cavalli-Sforza and Feldman (1981), the vertical transmission
of culture is measured using the Stanford survey of beliefs and values. Verti-
cal transmission appears clearly important concerning dietary habits, religious
habits, sports participation, and political interest. The authors next study the
interaction between the inheritance of culture and the environment. Their
socio-biological approach is not that far from the economic approach, in which
the role of the natural selection is played by market forces.

5.3.1 Inter-generational Taste Externalities in the Competitive Economy

Let us consider how an inter-generational taste externality modifies some of
the results of chapters 1 and 2. For simplicity, we assume here constant popu-
lation (n = 0).

The Utility Function. Inter-generational taste externalities can be modeled in
the following way. The utility v of consumption in the first period of life is
modified and depends on a stock variable a,, which is interpreted as family
social capital.?*

24 One can also introduce in the utility function the services from another stock variable in order
to model cultural goods. Family capital and cultural goods differ from ordinary durable goods
because there is no second-hand market for them (see Champarnaud and Michel (2000)).
Another stock variable in the utility function that can be responsible for externalities is
environmental quality, as in Jouvet, Michel, and Vidal (2000).
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We thus have v(c;, a;), and we may distinguish two cases depending on the
sign of the inter-generational spillover.

When v, > 0, the consumption of the parents has a positive influence on the
utility of their children. This is the case for instance when the children learn
an “art of living” with their parents; this stock of cultural knowledge presents
some durability and still exerts a positive influence when the children become
adults. The effect of a on the consumption behavior of the new adult depends
on v/ . If v/, <0, the marginal utility, i.e., the desire to consume, is reduced
by the stock of cultural knowledge; when for instance the households have
learned how to draw a maximum satisfaction from what they consume, and we
say that they are repleted. If v/, > 0, the desire for consumption is increasing
in the parents’ consumption and we say that there is addiction.

When v, < 0, which is the case studied in this section, parents’ consumption
has a negative influence on children’s utility. As in the psychological models
of the “goal-achievement gap,” the instantaneous satisfaction depends on the
gap between the actual consumption and the aspirations, i.e., the consump-
tion of the previous generation. If v/, < 0, the aspiration effect generates
distaste. If v/, > 0 the aspirations serve as a benchmark consumption level
determining a goal to reach for the new generation. They induce a desire for
catching up, pushing the new generation to consume more than what their
parents did. The utility function used in de la Croix (1996) and (2001) and
in de la Croix and Michel (2001) and (1999) displays this catching-up effect.
They use the following utility of a representative individual:

v(cr, a) + uldpi1).
Aspirations a, are linked to the consumption of the parents when adults:
ay = C¢_1. (5.71)

We assume that the depreciation rate of aspirations (i.e. forgetting) is high,
so that they no longer affect the evaluation of consumption when old. This
simplifying assumption proxies the idea that aspirations are less important for
older persons.”

Moreover, we should assume

! ’ " 4
v, >0, v, <0, v <0,

"
i Vae <0, and v, > 0.

The assumption v., > 0 amounts to postulating that a rise in aspirations in-
creases the marginal utility of (i.e., the desire for) consumption. We also assume

25 This is supported by the empirical observation that reported satisfaction increases from the
age of 30 onwards. On the basis of their empirical study on job satisfaction, Clark, Oswald,
and Warr (1996) conclude that “the rise in job satisfaction at these ages could come from
reduced aspirations, due to a recognition that there are few alternative jobs available once a
worker’s career is established [...]. Alternatively, aspirations themselves could remain the
same, but older workers might put less weight on such comparisons [...].”
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that v is strictly concave:

VieVia = (Via)" > 0.
The Competitive Equilibrium. The model is a simple extension of the one in
chapter 1. Each generation lives three periods. The young generation has no
decision to take and only inherits life standard aspirations a, from its parents.
The adult generation sells one unit of labor inelastically at some real wage w;,
consumes the quantity ¢, and saves s, for next period consumption by holding
capital. The old generation spends all its savings from the previous period
and consumes d,1. The maximization program of the individual is to choose
{ct, d;+1} in order to

max V(Ct, at) + u(dt+])

subject to ¢; = w; — ¢, dr+1 = Ry415:, prices, and a; given. This problem is the
same as in chapter 1 except that marginal utility is conditional on a parameter
a;. The first-order condition

viler, ai) = Rt (disr) (5.72)
allows us to define a saving function of the form
s =s(We, Req1, ar). (5.73)
Its partial derivative with respect to a, is
Ry
cc t+1

The effect of rising aspirations is to reduce savings, because it increases the
desire for consumption when young.

As in the model of chapter 1, The competitive behavior of firms and the
equalization between realized and distributed profits lead to the equalization
of marginal productivities to marginal costs: R, = f'(k;) and w; = f(k;) —
k: f'(k;) = w(k;), where k, = K;/L,. At equilibrium L, = N.

The equilibrium condition in the capital market implies

kiy1=15;.

Using (5.73) and a;11 = ¢; = w, — s;, the competitive equilibrium is character-
ized by a sequence (k;, a;);>0, which satisfies

kiv1 = s(w(k), f'(kis1), ar),
a1 = o(k) — s(o(ke), f'(kes1), ar).

We thus conclude that the dynamics is of dimension two. Both variables are pre-
determined, as there are two initial conditions, the initial capital stock ky and

(5.74)
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the initial aspiration level ay = c_;. We now study an example of competitive
dynamics with Cobb-Douglas production and logarithmic utility.

Example: The inter-temporal utility of the typical adult has a specific functional
form:

In(c, — 0a,) + BlIn(diy1).

6 €]0, 1[ measures the intensity of the effect of the inter-generational spillover.
Assuming an interior solution, the decision problem of the household has a
unique solution characterized by the following saving function:

Savings do not depend on the interest rate, and aspirations affect savings neg-
atively. When aspirations are low, the adult generation has a sober lifestyle and
savings are high. When aspirations are high compared to wage income, adults
spend much on consumption to maintain a life standard similar to that of their
parents, and their propensity to save is low.

Production is through a Cobb-Douglas constant-returns-to-scale technol-
ogy: f(k/) = Ak%.The competitive behavior of firms leadsto R, =« k¢!, and
wy = (1 — ) k. The dynamics (5.74) are

ks = %m — ) AK — 6a,).
1 B
a1 = m(l — Q)Ak?l + m@a,.

There is a unique non-trivial steady state (k, a):

(B —a)(1—0)A\T=
"‘( 1+ (L —0)) ) ’
ok
- B —-0)

It can be checked that dk/00 < 0, implying that the stationary capital stock per
head is lower in the economy with bequeathed tastes than in the standard Dia-
mond economy. This is essentially due to the fact that aspirations affect savings
negatively.?

a

26 This result holds even if aspirations are not completely forgotten after one period, provided
that their effect is stronger on the adults than on the old.
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We linearize the dynamic system around the steady state (k, a). This leads
to

B0 a(l+B(1-0))
[a,+1—a}: 1+ pA+B)(1-0) [az—a]
ki — k -8 a(l+B(1-0)) ko — k|
1+8 (1+B)(1-0)

The determinant D of the Jacobian matrix of the linearization of the dynamic
system is

b @lL+ 0 -06)]
1+pA-0)

Its trace T is

ol +B(1=0)]+po(1-6)
(1+p)1-0)

Let & be the root smaller than one of D = 1:

1+ B +a)— /(1 + B2 +a) —4ap(1+ p)
2ap '

Non-hyperbolicity may arise only if there is at least one eigenvalue equal to 1
(case a), or if there is at least one eigenvalue equal to —1 (case b), or if the
two eigenvalues are complex conjugates with modulus 1 (case c). A neces-
sary condition for case a is that D = T + 1. This would happen if 8 = —(1 +
@)/[1+6 4+ (1 —6)] < 0, which is excluded given the domain of these param-
eters. A necessary condition for case b is that — D = T + 1. This would happen
ifg=[1+a—01-a)]/[(1+a)®*-1)]<0,whichis also excluded given the
domain of the parameters. Case c arises if D =1 and T € [-2, 2], which is true
only if = § (notice that cases in which6 =8, D=1, and T > 2 arise only when
some parameters take their values outside their domains). As the determinant
D (which equals the product of the eigenvalues) is increasing in 6, the steady
state is stable (unstable) when 6 < § (6 > ).

This result establishes that for all possible values of the parameters in their
admissible domain, there is only one value # of 6 in which the fixed point is a
non-hyperbolic equilibrium, i.e., in which at least one of the eigenvalues of the
Jacobian matrix of the linearized system has unit modulus. In that case, the
linear approximation cannot be used to determine stability. In all other cases,
the proposition establishes that if ¢ is smaller (greater) than 8, the fixed point
is stable (unstable). If the effect of aspirations on utility is strong enough, the
steady state is unstable.

In addition to the result on stability, it is possible to define a domain for 6
inside which the dynamics of the system is characterized by oscillations. Indeed,
dynamics around (k, ) are oscillatory if 6 €10, 8[ U8, 4, where 0 and § are the

é:
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real roots of the discriminant of the characteristic polynomial of the Jacobian
matrix. When @ € (6, ), the corresponding eigenvalues are complex numbers,
leading to (local) oscillations around (%, a). For instance, with « = 0.3 and 8 =
0.3, we have 6 = 0.7856, = 0.1030, and § = 0.9189.

The spillover from one generation to the next has two components: (a) savings
finance the capital stock required to produce and to pay the wages of the next
generation; this process, which transforms income/savings of the old into in-
come for the young, displays decreasing returns; (b) past consumption levels of
the parents generate life standard aspirations for the young generation, lead-
ing them to spend more on consumption; this process is linear. At one point,
due to the decreasing returns in the production process, the inter-generation
spillover in terms of higher wages is not sufficient to cover the spillover in
terms of higher aspirations. This leads to a drop in savings to maintain the life
standard and induces a recession. When the subsequent impoverishment is
strong enough, aspirations have reverted to lower levels, allowing a rise in sav-
ings and the start of an expansion period. Depending on the relative strength
of the two effects, this process converges or not to the steady state.

5.3.2 The Optimal Allocation

This framework developed above introduces an externality that is not taken
into account by non-altruistic parents. This externality should be taken into
account by a benevolent planner. We thus consider a central planner who
chooses the allocation of output in order to maximize the present discounted
value of current and future generations. Assuming that the central planner’s
discount factor is y, the social welfare function takes the following form (as in
chapter 2, equation (2.8)):

> 1
Z ™ (v(c[, ar) + ”(dz))-
=0 Y
The resource constraint of the economy has the usual form:
f(k) = ¢+ di + ki,

and a,,1 = ¢, holds. The control variables are (¢;, d; ),>0, and the state variables
are (k;, a;);>0. The initial conditions are ay and ky. We substitute a;, = ¢,
and d; = f(k;) — k41 — ¢, in the objective. The first-order conditions for a
maximum are

1
ve(er, a) +yvi(c, agr) = ;u’(d,),

%M/(dz) =1/ (dr11) f'(kes1).

The first equation is a condition for the optimal allocation of consumption
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between the adult and the old generation, which are alive at the same time.
The marginal utility of consumption of adults, corrected to internalize the taste
externality, is equalized to the marginal utility of consumption of the old. Note
that, due to the presence of the taste externality and contrary to the model of
chapter 1, this planner’s first-order condition does not respect the first-order
condition the individual chooses for himself in a market economy (equation
(5.72)). The second equation is the usual condition describing the optimal
intertemporal allocation.

The marginal conditions characterizing the dynamics of the optimal econ-
omy are described by the following system of four first-order non-linear dif-
ference equations:

VV(/I(CtH, ¢) = ;u/(dz) - Vi,(ct, a),

W (desr) f (i) = éu%d,), (5.75)

a1 = G,
kz+1 = f(kz) —d — ¢,

in which a, and k, are predetermined, and ¢,y and d,y; are anticipated
variables

Study of the Steady State. A steady state {a, k, ¢, d} of this optimal economy is
definedbya =c¢,c+d = f(k)— k, and

) ==, (5.76)
14

vi(c,a) = %u’(d) —yvi(c, a), (5.77)

Equation (5.76) is the modified golden rule. Hence, the introduction of be-
queathed tastes does not modify the optimal steady state stock of capital,
which remains at the modified golden rule level k,. Equation (5.77) shows
that the marginal utility of adults should be larger in the economy with in-
herited tastes than in the Diamond (1965) economy; this implies that they
consume less.

There is a particular difficulty coming from equation (5.77), in that the
existence and uniqueness of steady state consumption is not obvious. To find
a sufficient condition for the existence of a steady state, we substitute a = ¢
and d = f(k) — k— cin (5.77), and we obtain

0=yv,(c,c)+v.(c,c)— %u/(f(ky) —c—k,) = ¢(c).

Steady state consumption levels should satisfy ¢(¢) = 0. To derive a condition
under which there is at least one ¢ such that ¢(c) = 0, we look at the value of
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¢(-) at extreme values for c. We have

lim u'(d) = li = —o0.

lim u (d)=400 = C_}f(l]l;l)_ky o(c) 00
Since ¢(c) is continuous on the interval (0, f(k,) — k,), there exists at least
one ¢ such that ¢(c) = 0 if

lin?) [yvi(c,c) +vi(c, )] = lirr(l) ¢(c) > 0.
= c—

This equation states that the negative effect of habits does not offset the gain in
welfare linked to a rise in consumption, when ¢ = 0. In particular, the existence
of the steady state is guaranteed as long as the world is not Veblenian: Veblen
believed that the welfare of a typical person primarily depends on his relative
income position. In that case, the value of a social capital causing envy exactly
offsets the value of own consumption. A rise in all incomes in a community by
the same percentage would not improve anyone’s welfare in Veblen’s world
(see Becker (1974), Veblen (1934)).

Let us consider the uniqueness of the steady state. A sufficient condition
for uniqueness is

de)=v.+A+yw, +yvl, +y " <0.

This is always guaranteed, for instance, if

vie+ A4y, +yv,, <0. (5.78)
Notice that given the concavity of u(c, a), the condition (5.78) is always satisfied
for y = 1. In the other cases, (5.78) imposes a restriction on v/, conditionally
ony,v.,and v, :

N AR
ca — 1+y

3 141 3 3 " 4 " "
This condition is satisfied for every y as long as v/, < |v..| and v, < |v/ |. If
not, there is a restriction on y.

Local Dynamics. Assuming that the steady state exists and is unique, we inves-
tigate whether the optimal solution defined by (5.75) converges to the steady
state. Since there are two anticipated variables in the system, two (and only
two) eigenvalues of its linearization should have a modulus larger than one.
de la Croix and Michel (1999) show that under the condition (5.78), the sta-
tionary state is a saddle point. Moreover, the sign of the following function A
allows one to characterize the local dynamics:
)/21/{/
u//

2
)] s

If A > 0, the four eigenvalues are real and the local dynamics are monotonic.
If A < 0, the eigenvalues are complex and the local dynamics display damped
oscillations.

A= [v;’c—f—yvl',’a +vy, <1+V +
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The condition A > 0 is always satisfied if e.g., v/, = 0, which corresponds
to the case in which inherited tastes do not affect the marginal utility of con-
sumption when adult (the standard monotonicity result for optimal growth).
More surprisingly, the condition A > 0is satisfied if u” or f” is close enough to
zero, i.e., if u(-) and f(-) are not too concave. Indeed, a small &’ implies a large
value of the squared term, and a small f” implies a small value of the second —
negative — term. Notice also that, even when y =1 (i.e., the planner does not
discount the future at all), the condition A > 0is not necessarily satisfied. This
implies that the optimal dynamics around the golden rule can be characterized
by damped oscillations.

5.3.3 Extensions

When households are altruistic, the parents will take into account the effect
of their own consumption on the bequeathed habits. Quoting Becker (1992)
again, “they would try to direct the evolution of children’s preferences toward
raising the utility of children. For example, parents may refrain from smoking
even when that gives them much pleasure because their smoking raises the
likelihood that the children will smoke. Or they may take children to church,
even when not religious, because they believe exposure to religion is good for
children. Indeed, many parents stop going after their children leave home.”
Hence, the optimal behavior of the parents is to promote self-restraint. Ap-
plying equation (5.4), the utility of an altruistic household adult in ¢ is

Vi = v(c, ar) + u(dig1) + BVit1-

In de la Croix and Michel (2001), we have first analyzed in details the dy-
namics in two regimes, one with and the other without bequest. The regime
with (positive) bequest is similar to the analysis of the central planner. The
regime without bequest is new. In that case, the parents internalize the inter-
generational spillover and direct the evolution of children’s aspirations to-
wards raising their utility by restraining their own consumption standard, all
other things being equal. We have shown that, in that case, altruism always
enhances the accumulation of capital. In the case of over-accumulation, al-
truism can thus amplify the inefficiency related to the over-accumulation of
capital.

Concerning the stability of the equilibrium, inherited standard-of-living
aspirations can be responsible for damped oscillations in the regime with posi-
tive bequests and for damped or exploding oscillations in the regime with no
bequest. Altruism reduces the scope for instability in this last regime. Further-
more, in an example nesting the Barro (1974)-Weil (1987) model, we have
shown that bequests can be positive even if this is never the case in the Barro-
Weil economy. This is because parents wish to provide their children with more
resources to fulfill their inherited aspirations.

Another extension consists in analyzing the dynamics of growth when two
externalities are present: inherited human capital and inherited aspirations.
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As stressed in section 5.2, the crucial element for explaining sustained growth
is the presence of a positive externality that makes individual-specific human
capital increasing in the human capital of the previous generation. However,
as emphasized by Easterlin (1971), income growth from one generation to an-
other is a two-edged sword. His argument is that “in a steadily growing econ-
omy, successive generations are raised in increasingly affluent households and
hence develop successively higher living aspirations.” This “intergenerational
taste effect” is the negative externality studied above that makes the future
generations more and more demanding along the growth process. Extending
the model of section 5.2.3, de la Croix (1998) studies the equilibrium where
the maximization program of the individual is
max  v(c, a) + u(diyq),

[N
subject to
¢+ =wihy — Riei_q,
diy1 = Riy18s,

h = ¢(ht—17 et—1)~

The state variables a, and h,_; responsible for the inter-generational exter-
nalities are given. The principal finding of is that the interaction of these
two externalities leads to more complex dynamics. This arises because higher
human capital of parents has two competing effects: It increases the incentive
to invest in education via the transmission of human capital on the one hand.
On the other hand, a high level of parents’ human capital, implying that their
consumption is high, lowers children’s propensity to save via the aspiration
effect. The dynamics that result depend on the relative strengths of these two
effects. In particular, there can be poverty traps: an economy with slightly
lower initial education or slightly higher aspirations than a critical surface will
stagnate, whilst one on the other side of the critical surface will grow.

The preceding model is used by Croissant and Jean-Pierre (2001) to study
the impact of international aid (transfers) on developing countries. Aid in-
creases current consumption and future aspirations, reduces savings, and thus
lowers the resources available to finance education spending. This negative
habit effect might counteract the direct positive effect on the resources of the
economy.

5.3.4 Conclusion

The standard approach to economics is to assume that agents maximize an
objective function with preferences that depend at any point in time on the
control variables chosen at that time (consumption, leisure). These prefer-
ences are, by definition, independent of past choices and others’ choices. This
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simplification is quite useful in addressing many economic issues, but it is fair
to recognize that a large number of choices depend very much on past actions
and inter-individual relationships. Accordingly, the standard micro-economic
approach to preferences has been extended to incorporate past experiences
and social forces into tastes in order to analyze issues like addiction, peer pres-
sure, and catching up. Our aim is to use these extended preferences to model
the making of standard-of-living aspirations in an inter-generational context
and their effect on macro-economic variables; we then analyze to what extent
these mechanisms provide plausible explanations of why growth is not a steady
process and how fluctuations in output and employment are propagated. We
show in particular that this assumption introduces a mechanism that can be
responsible for oscillations.

‘We conclude that the microeconomic approach to extended preferences can
be fruitful in analyzing macroeconomic issues like cycles and growth. Including
past consumption expenditure in the utility function is helpful in modeling the
desire to maintain or enhance an inherited standard of living. Many further
extensions are possible. In pursuing this line of research, one should however
keep in mind that when one puts things like status into the utility function,
one is in danger of losing the discipline standard economic modeling provides
(Postlewaite (1999)). A careful analysis of both the theoretical and the empiri-
cal foundations of the modeling choices is thus required to build parsimonious
macro-economic models with endogenous tastes.

5.4 MACRO-ECONOMICS AND GENERAL EQUILIBRIUM

In his book, Farmer (1993) argues for the future of macro-economics as a
branch of general equilibrium theory. His main theme is that macro-economics
is best viewed as the study of equilibrium environments in which the welfare
theorems break down. This approach allows him to discuss the role of policy
in a context in which it may serve some purpose.

This book is clearly in line with that statement. However, the above claim
may cover different approaches to general equilibrium. The assumptions about
the completeness of markets, the existence of goods given in nominal terms,
the time span considered, and the initial conditions are all interrelated in an
intricate way. We intend to provide here some clarifications of these issues.

There are two main streams in the formulation of the overlapping gen-
erations model. The first one is the one followed in this book. In this stream,
initiated by Allais (1947) and Diamond (1965), the inter-temporal equilibrium
is a sequence of temporary equilibria with perfect foresight on the return on
savings. The good produced in this period is the numeraire of the temporary
equilibrium of this period. The only way to transfer resources to the future is
to buy capital goods: Productive capital is the only support to savings.

The second one directly flows from the Walrasian general equilibrium
approach in Arrow and Débreu (1954) and Debreu (1959) and assumes the
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existence of markets for all goods. Extending their approach to a model with
an infinite number of periods, one assumes that there is a full set of futures
markets open before the economy starts to operate and that all exchanges
for future goods can be contracted. In this complete market approach, inter-
generational exchange needs no support; any good can be sold or purchased
between all agents which supply and demand this good.?’ In this general formu-
lation, one may assume that time goes from —oo to +-co. In the usual approach,
time goes from 0 to +oco and all markets open at date 0. There is also an initial
stock of capital Ky, and one then needs to specify the owners of this stock.

Our main conclusion will be that the model developed along the lines of
Diamond (1965) belongs to the general equilibrium family with an infinite
number of agents and goods. More precisely, it is the equilibrium in the the
Arrow-Debreu economy from 0 to 400 where the initial stock of capital Ky
belongs to the first old generation.?® For the economy from —oo to 400, there
is noinitial condition, and even for a given level of capital at date 0, the Arrow—
Debreu equilibrium is not determined. Imposing the meaningful assumption
of Diamond that physical capital is the only support for savings, the equilibrium
becomes determined.

We start by studying the structure of the economy with the Arrow—Debreu
full set of markets. We then define the sequence equilibrium from —oo to +o00
and the Arrow—Debreu market equilibria from 0 to +oco. We then compare
the different approaches and end with an example.

5.4.1 Modeling Arrow—-Debreu Market Equilibria

There are two types of agents, consumers and firms, and there is an infinite
sequence of periods going from —oo to +oc0. In this approach there is no initial
condition. An alternative approach consists in introducing a condition at r = 0,
which will be considered later.

In each period ¢, there are two goods, a physical good with price P, which
can be consumed or accumulated as capital, and labor with price W,. Agents
behave competitively. At each date ¢, N, consumers are born and live for two
periods.

As in the Arrow-Debreu approach, all agents are defined by their endow-
ment and preferences. Firms are defined by their production set. There is no
explicit property of firms as the firms do not make pure profit at equilibrium
(constant return to scale). There is an infinity of agents and markets.”

%7 In the overlapping generations model where households have a finite lifetime, we should
assume that each agent has a representative which can intervene on his behalf on all markets.

28 The distribution of this initial capital among the members of the first old generation does
not matter; the important assumption bears on the inter-generational distribution of initial
capital.

29 For an extension of the Arrow-Debreu approach to an infinity of goods, see Bewley (1972).
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A consumer born at date ¢ is endowed with one unit of labor in period . His
income consists in the nominal wage W, that he receives at ¢. He purchases ¢;
units of the good produced in period ¢ at a price P, and d,; units of the good
produced in period ¢ + 1 at a price F;. Each young individual maximizes
(compare with (1.5))

u(e) + Bu(dr11)
st. W, > B¢ + Py diga,
¢ >0, d41=0.

The decision of the household thus depends on the prices W;, P, and P, 4. In
principle, each household can buy any good produced in the economy (from
—o0 to +00). However, only goods produced at ¢ and ¢ + 1 enter in the utility
function of the agent born in ¢.

The representative firm produces one good Y; with two inputs: L, units of
labor and K; = I, units of goods produced in period t — 1, bought at the price
P_1: Y, = F(K;, L;). The function F is the standard neo-classical production
function. The firm maximizes its profit:

RY, — B K — W L,
st. Y < F(K,, L),
K >0, L;>=0.
Hence, this firm intervenes in three markets: the physical good produced in

t — 1 (capital input), the labor of time ¢, and the physical good of time ¢ (out-
put). Its production set is*

{(=Li, —L-1,Y); Y, < F(L;-1, Ly), -1 >0, L, > 0}.
Let (P, W;) be an infinite sequence of positive prices, t going from —oo to +o0.

Under the hypothesis H1 on the utility function, the consumers’ maximization
problem leads to the following standard first-order conditions:

u/(Cz) =1xPE,
Bu'(diy1) = A Pry1,
W, = P+ Pridiga,

where A, is the Lagrange multiplier of the budget constraint. The arbitrage
condition is thus

P

t ’
div1),
Pt+1ﬂu( 1)

u(e) =

30 Considering that investment and installed capital are different goods, we can equiva-
lently consider two types of firms with the following production sets: the investment
firm, whose production set is {(—I;_1, K;); K; < I,_1, K; > 0}, and the producing firm with
{(=L¢, —Ki, )3 Yy < F(Ki, Ly), K 2 0, L > 0}
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to be compared with equation (1.7) of chapter 1. The system of first-order
condition characterizes demand functions that are well defined in each period.
These functions,

C = C("Vt, B, B+1), (579)
dt+1 = d(VVr, P[7 R‘+1)7 (5'80)

are homogeneous of degree 0 with respect to the prices. They are related to
the savings function of chapter 1 through

W, W, P
C(w/t! B? BJrl):F,l_s(Pls Pt1>7
t t t+

and

P, W, P
d(VVn B, Pt+1) = ?_IHS (P,t’ B;)

Under the hypothesis H2 the firm produces a positive quantity of good if and
only if the marginal productivities are equal to the factor prices:
PtFl,,(Kta Lz) =W, (5-81)
P Fi(K:, L)) = Py, (5.82)

which imply zero profit by Euler’s theorem.

5.4.2 Arrow-Debreu Market Equilibria from —oo to 400

Definition 5.5 (Arrow-Debreu equilibrium)

An Arrow—Debreu equilibrium with positive production is a sequence of posi-
tive prices (P, W;) and of non-negative quantities (c;, d;, K;, L;), t going from
—00 to 400, such that for all t the following equations are satisfied:

L, =N, (5.83)
F(Ki, L)) = N¢,+ Nodr + Koy, (5.84)

together with the individual equilibrium conditions (5.79), (5.80), (5.81), (5.82).

Equation (5.83) is the equilibrium condition on the labor market, and equation
(5.84) is the equilibrium condition on the market of the physical good. These
two conditions applied to each period are necessary to define the equilibrium.
Indeed, Walras’s law cannot be used in this economy with an infinite number
of goods.
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Proposition 5.6 (Characterization of an Arrow-Debreu equilibrium)
An Arrow—Debreu equilibrium is characterized by a sequence of positive capital
stocks (K;) which satisfy the following equation:

F(K;, N;) = N&(Ky, K1) + Noid(Ki—1, Ko + K, (5.85)
where
&(K;, Kig1) = c(Fi(Ki, N). 1, Fi(Kis1. N) ™),
d(Ki-1. K) = c(F}(Ki-1, N-1), 1, Fi(K,, N)™).

Proof: Equation (5.85) is obtained from (5.83) and (5.84) by using the homo-
geneity of the demand functions (5.79) and (5.80) and the values of the relative
prices given by (5.81) and (5.82). Conversely, if a sequence (K;) satisfies (5.85)
forall¢,then L, = N;, ¢, = é(-),and d, = d(-), and the relative prices satisfying
(5.81) and (5.82) determine a unique equilibrium. Only the normalization of
prices is not fixed. n

Equation (5.85) is a second-order difference equation in K;, and the value of
K, in one date is generally not sufficient to determine the equilibrium. We illus-
trate this in an example (section 5.4.5). The comparison with the intertemporal
equilibrium approach of section 1.4 will help to interpret the result.

Before this comparison let us clarify in what sense definition 5.5 corresponds
to an Arrow—Debreu equilibrium. Asin the Arrow—Debreu system, the agents
are defined by the preferences and their endowment, and firms are defined by
their production set. All prices are such that markets clear at all time. Although
there are infinite numbers of agents and markets, there are only a finite number
of agents announcing positive demand or supply on each market. To complete
the picture, one might suppose that all agents are represented with their sup-
ply and demand before the economy starts to operate and production takes
place.

5.4.3 Sequence Equilibrium from —oo to 400

In section 1.5, we have defined an inter-temporal equilibrium with perfect
foresight as a sequence of temporary equilibria where physical capital is the
support of savings:

Ki11 = Nisy, (5.86)
with

sc = s(FL(Ki, No), Fi(Kig1, Nivr)). (5.87)
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This equilibrium is a sequence equilibrium, as it specifies restrictions on the
availability of markets at a sequence of dates (Radner (1972)). We define a
sequence equilibrium as follows:

Definition 5.6 (Sequence market equilibrium)
A sequence equilibrium is a path (¢, d;, s;, K;) with t going from —oo to +00
such that equations (5.86)—(5.87) hold for all t and the consumptions are defined
by

Cr = FI/‘(KN M) — S8t Lll’ld dz = F}{(K[, ]\][)S[—l'
There is a clear difference between this sequence equilibrium and the Arrow—

Debreu general equilibrium. The first type is characterized by a first-order
difference equation:

Kip1 = Nis(FL(Ki, M), Fie(Kig1. Nig)), (5.88)
and the second type is characterized by a second-order difference equation

(5.85). However, we can show that

Proposition 5.7 (Sequence equilibrium as a general equilibrium)
The sequence equilibrium (solution to (5.88)) is an Arrow—Debreu equilibrium
(solution to (5.85)) in the economy from —oo to +00.

Proof: By definition of the sequence equilibrium, the consumptions levels are
given by
¢ = Fi(Kr, N)—s (Fi(Ku N), F}((KI-H, Nit1))
= é(K;, K1),
dy = Fr (K, N;)si—1
=d(K,._1, K;).
We deduce from equation (5.88) that
Nie: = NFi(Ki, Ny) — Ki,
Ni_1d;, = Fi (K, N))K,.
Hence, we have
Nt + N1 dy + Kyt = K Fe(Kp, N) + N F(Ki, M) = F(Ki, N,
by the Euler theorem. With the expressions of ¢; = é(-) and d; = d(-) we obtain

equation (5.85) which characterized an Arrow-Debreu equilibrium. |

Any equilibrium where physical capital is the sole support for savings is
an Arrow-Debreu equilibrium: it is indeed a particular case of a general
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equilibrium which satisfies the additional condition
]V[,] J(thlv K[) = K[FI,((KH ]V[)s

i.e., the equality between the consumption of the old agents and the income
of capital. This is also equivalent to the equality between the savings of the
young agents and the investment in the capital stock:

W, .
Kiy1 = N5, = M?[ — N(K;, Kit).
!

The sequence equilibrium, which is similar to the model of chapter 1 but with ¢
going from —oo to o0, can thus be seen as a special case of an Arrow—Debreu
market general equilibrium in which the unique possible support for savings is
the stock of physical capital. Without any restriction on the support of savings,
there is a wider set of general equilibria, as if there were other supports to
savings. This will be further analyzed in an example (section 5.4.5).

5.4.4 Arrow-Debreu Equilibria from 0 to +o0

We have so far assumed that time goes from —oo to 400, so that we do not
need any initial condition. When time goes from 0 to +oo, it is necessary
to specify the endowment of the agents in period 0. In the Diamond model,
the definition of the temporary equilibrium implies that the real capital stock
existing in period 0 belongs to the agents which are old in ¢ = 0. In the Arrow—
Debreu approach, we are not obliged to make this assumption.

The firm in period 0 uses labor as the sole input and produces

Yo = Fo(L) = F(Ko, L).
Its production set is
{(=L,Y); L=0,0=<Y < F(Ko, L)}.
Maximizing its profit Y — Wy L, one obtains a profit level
my = PyF(Ko, Lo) — Wo Ly = PoFy (Ko, Lo)Ko
with the demand for labor L defined by
By F; (Ko, Ly) = W,.

At equilibrium, Ly = Ny. In the Arrow-Debreu logic, the profits are distri-
buted to the agents, who detain given shares of this firm.

If one assumes that the first old agents detain the total amount of shares and
that these shares are equally distributed among them, each old agent receives
o/ N-1. Maximizing their utility, they consume their whole income:

) , KO
Pody = — = P F(Ky, No)—.
odo N o Fi (Ko O)N_]
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Proposition 5.8 (Arrow-Debreu equilibrium with private ownership)

An Arrow—Debreu equilibrium from 0 to +oo with initial capital Ky equally
detained by the first old agents coincides with the inter-temporal equilibrium
defined in chapter 1: equation (5.88) holds for all ¢t.

Proof: At time 0 we have N_; dy = Fy (Ko, Ny) Ko, and the equilibrium con-
dition (5.85) at time 0 is

F(Ko, No) = No¢(Ko, K1) + N_1do + Ki,
from which we deduce that
Noc(Ky, K1) = F(Ko, Ny) — Ko Fy (Ko, Np) — Ky
= NoF; (Ko, No) — Ki.
Thus,
K1 = Ny[F; (Ko, Ny) — é(Ko, K1)]
= Nos(F1(Ko, No), Fr (K1, N)).
The condition (5.88) is thus verified at time 0. Using the resource constraint
of young agent in ¢ = 0, we have
Prdi = Wy — Pyco

B (W
a = 02
! Pl( CO)

K
= Fy(Ki, N\)[F (Ko, No) — €(Ko, K1)] = Fr(Ki, N1)ﬁ;a

which implies that the following holds:
Nody = Fr(Ki, M)K;.
The same reasoning as above, using equation (5.85) at time 1, implies
K, = Nis(F;(Ki, Ny), Fi(Kz, Vo).

By induction, the condition (5.88) holds for all t and the Arrow-Debreu market
equilibrium coincides with the inter-temporal equilibrium of chapter 1. |

Instead of giving all the shares to the old agents, one might have different
property allocation schemes and thus different economies. For example, the
young agents at time 0 might well be born with some shares. By doing so, we
modify the demands of the agents, and their consumptions will depend on their
share of profits. We thus have different Arrow—-Debreu economies indexed by
the property allocation scheme. In each of these economies, the equilibrium
is determined. Choosing the assumption of Diamond that all shares belong to
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the first old, we select one of these economies. Stated otherwise, the Diamond
economy is the Arrow—Debreu economy where initial old agents consume the
entire remuneration of capital, i.e. with the particular value of d given by

Ky

dy = (N_1> F(Ko, No). (5.89)

A Note on the Monetary Approach. Equation (5.89) can be used to discuss
the difference between the Allais (1947)-Diamond (1965) approach and the
general equilibrium approach with nominal goods or explicit money.

In the Allais—-Diamond approach, there is an important restriction which
leads to determinacy’! of the equilibrium: There is no good given in “nominal”
value (all goods are real). This is reflected by the determination of dj.

With explicit money as unique medium of exchange, the general equilib-
rium approach is a priori restricted to incomplete markets. One agent can
demand a consumption good in a pure exchange economy only if he/she
holds some money allowing him/her to buy this good (see for example
Balasko and Shell (1981)).3> Money might co-exist with another support for
savings, like capital as in Benhabib and Laroque (1988), provided that it has
the same rate of return. If the nominal stock of money is exogenous, the price
of money is a non-predetermined variable. This leads to the same logic as in
the model with bubbles (see section 4.3.5), and indeterminacy of equilibrium
might prevail. Considering equation (5.89), it is not enough to fix a nominal
value of endowment Dy for the equilibrium to be determined. In the general
equilibrium approach, any price normalization like the choice of F is pos-
sible for a given general equilibrium which is characterized only by relative
prices. The choice of Fy modifies the real endowment dy = Dy/ Py and thus the
general equilibrium. This is the reason why the general equilibrium is not de-
termined when old agents hold a fixed amount of a nominal asset like money.
Kehoe and Levine (1985) provide a general treatment of this issue.

31 Determinacy means local uniqueness.

32 Samuelson (1958) studies exchange economies in which there are two types of equilibria,
with or without wealth transmission between different generations. In the simple model with
one good per period and two-period-lived agents, the equilibrium without intergenerational
exchange is the autarkic equilibrium at which all agents consume their endowment; this equi-
librium is unique. The equilibria with inter-generational exchange generally use money, which
is the unique non-perishable good, and which has no intrinsic utility, but has a positive value
resulting from the belief of the agents (the social contrivance of Samuelson (1958)). This
belief in money may be implicit (Gale (1973), Geanakoplos (1987)). In Grandmont (1985),
there is money, consumption, and labor. Money has the same role as in the pure exchange
economy: it is the unique durable good, having the role of supporting savings. Moreover, in
the “monetary” general equilibrium approach, the value of money is positive, implying that
there is a restriction that agents cannot transfers wealth to the past. The restriction may or
may not be binding, depending on whether agents are willing to make such transfers.
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5.4.5 Example

We consider the simple case in which the number of consumers born at date
t is constant: N; = N. Their utility is logarithmic, U(c, d) = In(c) + B1In(d),
and the production function is Cobb-Douglas, F(K, L) = K*L'™*. The
consumers’ demand functions are

(et W

"T 148 P
P

SR WA

The firm’s optimality conditions are

(1-w) (Kt> E
L, P

. ﬁ 1-« B P[—l
K; B

Setting k; = K;/N, the equation (5.85) has the following form:

1

Let us define the investment rate as

1 B -
K= (- K+ Tk k™ ki (590)

.- ki1
r — .
ki

With this definition, equation (5.90) is equivalent to the two-equation system

kiy1 = sz?,

BB a(l—a) (5.91)
1+8 148 x.1

Any sequence (x;) satisfying (5.91) is monotonic, and there are two constant
solutions to

x=a+(1—-a)

B
1+8°

As we shall see, x;, = x” corresponds to the dynamics of the Diamond equi-
librium, and x, = x¥ defines dynamics leading to the golden rule.

To analyze the dynamics in the two cases x® < x” and x% > x?, we denote
by x the lower of the two and by ¥ the larger.>* We represent them in figure 5.3

W=« and xP=(1-0a)

D

33 Here, the sequence of x; is similar to the dynamics in the exchange economy studied by
Gale (1973).
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L Bll1—a)
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1=
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=

Xt—1

Figure 5.3. The general equilibrium dynamics. The transition function crosses the 45°
line at two points; there are thus two steady states. x is the lower and x the higher.
Any position x;, below x leads to a negative value for x, for some ¢ > #. A sequence
with a position x; > ¥ has taken a negative value for some ¢ < 7. But for values of x
belonging to the interval (x, X), there exists a sequence x;, ¢t going from —oo to +00,
which belongs to this interval and satisfies x;, = x.

in the case x # X. Any position x,, smaller than x leads to a negative value for
x; for some ¢ > 1. The sequence with a position x; > X has taken a negative
value for some ¢t < fy. But for values of x belonging to the interval (x, ), there
exists a sequence x;, ¢ going from —oo to 400, which belongs to this interval,
and satisfies x,, = x. When x is interior to the interval, x < x