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Abstract

We consider a version of the neoclassical growth model in which some form of intertemporal
trade is desirable for agents. If agents are anonymous and lack commitment, the only competitive
equilibrium is autarky. We generalize the environment by supposing that agents can commit
to repay any debt up to a value related to the value of their physical capital stock. In this
sense, commitment is limited, rather than lacking entirely, and capital has value beyond its use
in production in that it serves as collateral. For parameters in which collateral constraints do
not bind, money is inessential. However, when collateral constraints bind, the supply of private
money is too low; and the introduction of fiat money expands the set of feasible trades. Away
from the Friedman rule, both fiat money and private debt are essential; with both assets earning
an identical real rate of return.



1 Introduction

One of the classic questions in monetary theory deals with the problem of how to rationalize a
positive exchange value for a fiat money object. Phrased somewhat differently, under what circum-
stances might fiat money be essential for improving the allocation of resources in an economy?

For a long time, this question constituted somewhat of a puzzle. In particular, standard eco-
nomic theory is not well-equipped to explain how an intrinsically useless object might come to have
value. One answer to this puzzle is provided by the mechanism design literature; a literature that
explains how efficient allocations might be implemented in the presence of frictions attributable to
limited commitment and private information. In a dynamic context—one that allows for intertem-
poral trading opportunities—efficiency can generally be improved upon by conditioning allocations
on intrinsically useless information; namely, the individual trading histories of all parties involved.
In other words, memory is essential.

But to say that memory is essential is not quite the same thing as saying that fiat money is
essential; at least, not if fiat money is defined to be some ‘tangible’ object exchanged on a quid-pro-
quo basis (i.e., without the aid of a centralized bookkeeping agency). In this case, an additional
friction must be introduced to render fiat money essential; namely the absence of a record-keeping
technology (this would be the case, for example, if agents were assumed to be anonymous). As
stressed by Kocherlakota (1998), fiat money then is just the physical manifestation of the ‘intangible’
memory that could otherwise be held in a public-access database.

A hallmark of modern monetary theory is that the frictions that make fiat money essential are
modeled explicitly. Early versions of models in this branch of the literature were cast in rather
stark environments; in particular, environments with a complete lack of commitment and complete
anonymity. While these assumptions proved useful for the purpose at hand, the implied frictions
are so severe as to preclude the existence of private debt of any form (in particular, private debt
that might compete with fiat money as a means of payment).

In our view, a complete lack of commitment appears inconsistent with the fact that much of
what passes for ‘money’ in any well-developed economy is in the form of private debt. An almost
universal property these private debt instruments is that they are ultimately collateralized by some
form of physical capital. A prominent example is to be found in the small denomination notes issued
by chartered banks in the U.S. free-banking era (1836-63).! The book-entry liabilities created by
modern banks appear to have a similar property.

From a theoretical standpoint then, it seems desirable to think of model economies where
physical capital can be used to collateralize private debt instruments, and where these collateralized
debt instruments might potentially serve as a means of payment. The challenge would then be to
explain why fiat money remains essential in an economy where payments can potentially be made
with private money.

There is, of course, a literature that deals with this question. It is well-known, for example,
that money and capital can coexist in an overlapping generations (OLG) model. But coexistence in
the OLG relies on a peculiar technological condition; it requires that the rate of return on capital

1The banknotes of this era were made redeemable in specie and constituted senior claims against the issuing bank’s
physical property in the event of bankruptcy.



absent money is lower than the population growth rate.? Furthermore, when circumstances are such
that money and capital do coexist, there is little sense in which capital (or claims collateralized by
capital) serve as a payment instrument; rather, capital is valued only for its store-of-value property.

Lagos and Wright (2005) and Rocheteau and Wright (2005) have developed a class of ‘search-
based’ monetary models that manage to avoid the peculiarities associated with the OLG structure,
while retaining some degree of analytical tractability.? This framework has recently been extended
to include physical capital along the lines of a standard neoclassical growth model; see Aruoba and
Wright (2003), Lagos and Rocheteau (2004), and Aruoba, Waller and Wright (2006). But in all
of these formulations, claims against physical capital in a particular market are precluded from
serving as a payment instrument in another (so that payments in this other market must be made
in fiat). In effect, these models assume that physical capital cannot be used as collateral to back
private debt instruments which might otherwise serve as payment instruments.* In light of the
evidence to the contrary, such a restriction appears too severe.

The object of our paper is to relax the assumption that physical capital cannot serve as collateral,
and then examine the circumstances under which fiat money might nevertheless remain essential.
In this version of our paper, we employ a rather crude (but simple) assumption; namely, that
agents can commit to honor any debt they issue only up to some value related to the value of their
accumulated stock of physical capital.® The force of this assumption is to render our environment
one in which commitment is limited, rather than lacking altogether. One attractive property of our
model is that it nests the two extreme cases of no commitment and perfect commitment.

There are, of course, parameter values for which the collateral constraints either bind or remain
slack in the absence of money (or memory, if a record-keeping technology is available). When
constraints are slack, money (or memory) is inessential. One way to interpret this result is that
agents are sufficiently well collateralized, their personal credit histories are irrelevant from the
perspective of potential creditors; all that matters is the value of their collateral.

Conversely, when collateral constraints bind in the absence of money, then fiat money expands
the set of feasible trades. Away from the Friedman rule, both private debt instruments and fiat
money are essential; with both assets earning an identical real rate of return (this is not a model
equipped to explain any rate-of-return dominance puzzle). Hence, when collateral constraints bind,
there is an insufficient supply of private money. The collateral constraints become less important
for lower rates of inflation.

2To put this another way, some form of gift-giving (intergenerational transfers) is desirable even with perfect
commitment and perfect information. Expressed in yet another way, the allocation that would result in an Arrow-
Debreu market is not Pareto optimal (a result that has nothing to do with finitely-lived agents).

3While this class of model was originally cast in a search framework, the presence of search frictions has nothing to
do with the essentiality of fiat money. The key frictions are as explained earlier: a lack of commitment and anonymity
(both properties that naturally stem from a search environment, but can exist even absent search frictions).

4Lagos and Rocheteau (2004) allow for two forms of capital, one of which can be used as direct payment. If
the payment capital has poor return qualities, then in the absence of money, it will be overaccumulated. The
introduction of money then allows people to economize on payment capital. However, this assumes that claims to
the non-payment capital cannot be collateralized in any way. Absent this restriction, claims to non-payment capital
would drive payment capital and money out of circulation.

5 A more desirable approach would be to state explicitly the technology available to punish those who default on
their obligations. In doing so, one could explicitly write down a set of sequential individual-rationality constraints
that induce an endogenous debt limit. We plan to pursue this line of enquiry later, but we suspect that the qualitative
results we derive here will remain intact.



Our paper is closely related to Kiyotaki and Moore (2002) who, like us, emphasize the role
played by limited commitment (and not search frictions) as the central ingredient in any monetary
model. These authors assume that debtors can potentially pledge as collateral some fraction of
their future earnings; for us, this collateral instead takes the form of physical capital. Another
closely related paper is Ferraris and Watanabe (2007), who also stress the role of physical capital
as collateral for private debt. These authors assume that there is an agency (interpreted as a bank)
that has the power to seize physical capital. This bank, however, is restricted to issuing loans in fiat
money; money loans that must be collateralized with physical capital. Absent such a restriction, it
is not immediately clear in their setup why loans in the form of banknotes collateralized by capital
would not drive fiat money out of circulation. Nevertheless, many of their main conclusions mirror
our own.

We develop our idea in two steps. We first consider a model in which capital is fixed in supply
and then extend the model to allow for capital accumulation. The first version of the model allows
for simple analytics; and the basic intuition developed there extends to the model that endogenizes
capital (this latter version having a more ‘neoclassical’ flavor).

2 The Basic Environment

The economy consists of a unit mass of er ante identical agents with preferences defined over
consumption and work effort {c(t),e(t) : t > 0} . Let preferences be represented by:

> B ule(t) — gle(t))];
t=0

where v’/ <0< u/,¢g and 0< ¢”’, 0 < B < 1.

Each period is divided into two subperiods labeled ‘day’ and ‘night’ (there is no discounting
between subperiods). Agents are evenly divided among one of two types i = 1,2. Type-1 agents
consume during the day and work at night; type-2 agents produce during the day and consume
at night. A type ¢ agent is endowed with a type-specific capital k; and produces output y;(t) =
ki + e;(t). Capital cannot be augmented; nor does it depreciate over time.

Let 8 > 0 denote a Pareto weight. An efficient allocation maximizes:

W = [u(c1) — g(e1)] + 0 [u(ca) — g(e2)]
subject to the resource constraints:

C1; (1)
C9; (2)

ko + e2

>
ki +e >

and the non-negativity constraints ¢;, e; > 0. At an interior, the efficient allocation (e7, e3) satisfies:

ou' (k1 +e€1) = g'(e7);
u (ka+e5) = 04'(e5).



2.1 A Parametric Example

Let u(c) = log(c) and g(e) = ae. Then we have:

0
el = ——ki;
1 o 1
1
e5 = — — ko
2 of 2
assuming parameters such that e; > 0. Consumption is given by:
1
g = —;
1 b )
0
* — R
Q= _
Ez post welfare is given by:
W) = —loga—1logh— 0+ aky;

1
W3(6) = logl—loga — 7 + aks.

Note that an equal Pareto weight, # = 1, maximizes the ex ante utility of an agent. However, the
agent who ends up with more capital is better off ex post.

3 Competitive Equilibrium

Assume that agents cannot trade ez ante (i.e., before they know their type). Once type is revealed,
however, they have access to a sequence of competitive spot markets. Normalize the price of the
day good to unity and let ¢ denote the price of the night good (measured in units of the day good).

The choice problem for the type-1 and type-2 agents are given, respectively, by:
maxu (q(k1 + e1)) — glen);

max u (q_l(kQ +e2)) — glea).

€2

The associated FOCs are given by:

qu' (q(k1 +e1)) = g'(er);
g ' (qfl(k2+62)) = ¢'(e2);

with ¢; = q(k1 + e1) and ¢y = ¢~ (k2 + e2). Market-clearing requires:
q(k1 +e1) = (k2 + e2).
Evaluating the FOCs above at the equilibrium, we have:

qu' (kx +e2) = g'(er);
u' (k1 +e1) = qg'(e);



where,

(kg + 62)
(kl + 61).

Observe that the competitive equilibrium allocation corresponds to a Pareto optimal allocation for
Pareto weight 6 = 1/q.

For our parametric example, we get

1
cp = —
(6%
1
cy = —
«
1
e1 = ——Fk
(6%
1
€y = *_kQ.
(6]

Thus, the Pareto weight 6 that corresponds to the ex-post competitive equilibrium is equal to 1.

4 Lack of Commitment and Anonymity

Assume now that agents cannot commit to deliver effort. If agents are identifiable, they may
nevertheless be threatened with some form of punishment for noncompliance (e.g., banishment
from all future trade). For logarithmic preferences, the pain of exclusion would be unbearable so
that it would still be feasible to issue claims against effort. To prevent such punishments, assume
that agents are anonymous. In particular, assume that agents can hide themselves and their capital
(so that a punishment in the form of seizing capital is prohibited).

Despite the assumed anonymity and lack of commitment, credit instruments collateralized by
the service-flow of capital will nevertheless be valued. The reason for this is simple: the owner-
operator of capital bears no cost in producing output with his capital. Note too that as the capital
is specific to the owner-operator, it has zero market value.

An agent type-1 begins the period with some claims b; > 0 on type-2 output. In the day-
market, he can purchase output by redeeming these claims and also by issuing IOUs d; > 0 at
price ¢p. These obligations are fully collateralized by his own capital service flow at night. In the
night-market, he decides how much to work and exchanges his output for his own IOUs d; and
claims on future type-2 output, b}, at price ¢n. The problem of a type-1 agent is

Vi(b) = max u(er) — g(er) + BVi(b))

c1,e1,d1,b]
subject to
ct = bi+opds
ki4+e = di+onby
di < k.



An agent type-2 begins the period with some obligations do > 0. In the day-market, he works
e and exchanges his output for his own IOUs and some claims by on type-1 output. In the night-
market he redeems dp and issues IOUs df, backed by his capital service flow to purchase type-1
output. The problem of a type-2 agent is

Vo(do) = max  u(ce) — glez) + BVa(ds)

c2,e2,b2,d,
subject to

ko +ex = do+ ¢pbo
co = by+ ¢Nd/2
dy < k.

Proposition 1 If the planner’s solution features strictly positive effort for both types of agents,
then the inequality constraints bind.

Proof. Suppose not, i.e., the competitive equilibrium features effort at efficient levels, e; = e > 0,
and debt strictly lower than capital services, d; < k;. Assume first that d; < k;. Then, since k;
cannot be consumed by the agent, he can strictly increase his welfare by issuing more debt (zero
cost) and working less (a strictly positive gain), a contradiction. Assume now that d; = k;, then the
agent would still like to issue more debt to lower his effort, but cannot. Thus, the debt constraint
binds. m

We thus restrict attention to environments in which the planner’s solution features strictly
positive effort for both agents. In our parametric example, this implies ki, ks < 1/a.

Set d; = k1 and the choice problem of a type-1 agent can be stated as:

Vi(br) = maxu(by + ¢pki) — g(¢nb) + BVi(b));

with FOC:
—ong' (onb) + Bu’ (b] + ¢pki) = 0. (3)

For type-2 agents, d, = ko., and Hence, the choice problem may be stated as:

Vo = n})axu(bg + dnk2) — g(d2 + ¢pba — ko) + BVy;
2

with FOC:

u' (by + ¢nka) — dpg’ (d2 + dpba — k2) = 0. (4)

The market-clearing conditions here are straightforward: [1] the aggregate debt issued by type-1
agents (k1) must equal the aggregate saving of the type-2 agents (b2); and [2] the aggregate debt
issued by type-2 agents (k2) must equal the aggregate saving of the type-1 agents (b}).



We focus on a stationary equilibrium, so that bond prices are constant. Hence, combining (3)
and (4) with market-clearing (and stationarity):

ong (dnka) = Bu' (k2 + ¢pki);
u' (ky + ¢nke) = épg (dpk1).

Let’s now consider the parametric example. In this case, the conditions above imply:

apy = B(ks+ dpk1)";
(k1 + onk2) ™t = adp.

A simple closed-form is available when ko = 0; in which case:

on = B
1

¢op = aikl.

The resulting allocation is given by:

el = 0
1

e = —;
«
1

T = —;
@

Cy = k‘l.

Of course, in the extreme case for which k; = ko = 0, the economy reverts to autarky. Hence,
the availability of collateralizable capital facilitates trade, but it does not, in general, lead to a
Pareto efficient outcome. The reason for this is because in general, positive levels of work effort are
required for efficiency. But given agent anonymity and the inability to commit to future levels of
work effort, the equilibrium level of work effort is generally suboptimal from a social perspective.

Note that if k&1 > 1/« then ¢popx = B and we achieve the first-best allocation and there is no
role for fiat money.

5 Fiat Money

5.1 Fixed money supply

Assume there is constant stock of fiat money M and that this money is initially endowed evenly
among type-1 agents. Let vp and vy denote the value of money measured in units of day and night
output, respectively. Let m; denote the nominal balances held by a type-1 agent at the beginning
of the day market. Then a type-1 agent faces the following constraints (invoking d; = k1):

c1 = b +vpmi+ ¢pki;

/ /
e1 = ounmj+ onbi.



That is, the type-1 agent exerts effort to purchase money and bonds in the night market. As both
of these financial instruments are risk-free, it must be the case that their returns are equated in
equilibrium (if the two assets are to be willingly held by agents); i.e.,

(Z) — . (5)

Anticipating that this must be the case, define z; = b; + vpmy and rewrite the budget constraints
as:

c1 = 21+ ¢pki;

ONZY-

€1
The problem of a type-1 agent may therefore be expressed as:

Vi(21) = maxu(z1 + ¢pki) — g(¢nz1) + BVi(21).

?1
The first-order condition is given by:

ONG' (gi)Nzi) = B (zi + ¢/Dk1) . (6)

Note that given the rate-of-return equality condition (5), the composition of desired future
wealth z] between money and bonds is indeterminate at the individual level. In other words,
agents anticipate that payment for goods and services may be made in either fiat or private money.

A type-2 agent faces the following constraints (invoking d, = k2):

co = by +ovnmag+ dnko;

ea = vpma+ ¢pba.

In this case, the relevant no-arbitrage condition is:

UD

UN
Anticipating that this must be the case, define z5 = by + vyme, so that his budget constraints may
be written as:

c2 = 22+ Onko;

€2 = ¢pz.

The problem of a type-2 agent may therefore be expressed as:
Vo= max u(z2 + dnk2) — g(dpz2) + BV5.
The first-order condition is given by:

u' (22 + ¢nka) = ¢y (dp22) . (8)



Market-clearing here requires:

Vi = ky;
by = ki;
my = 2M;
mo = 2M.

We focus again of a stationary equilibrium, so that bond prices and the values of money are
constant over time. We can use the FOCs (6) and (8) and the resource constraints (1) and (2) to
solve for ¢p, ¢on, z1 and zs:

ong' (dnz1) = Bu'(z1 + dpki);
¢pg (¢ppz2) = u'(22+ onka);
21+ ¢pk1 = k2 + ¢p2a;
22+ ¢nke = ki1 + on21

From the last two equations, we can get the prices of bonds as functions of z; and zs:

¢p = ——
_ ngk‘l
N = o

Thus, note that ¢ppopny = 1.
Using the FOCS (6) and (8) we can solve z; and zo:

)

29 — ky /<(2'2 - kl)zl) ﬁu'<(22 —ki)z1+ (21 — kg)kl)

Zl—k‘g Zl—kg 22_k1
21 — ko ,<(21 — k‘g)Zz) _ u,((zl — ka)zo + (22 — kl)k2>
29 — k1 k1 — 29 ko — 21 '

Then, we can solve for vp and vy using the market clearing conditions for money:

21 — ko
vp = ;
D M )
z9 — kil
v =
N 2M
For our parametric example we get
1 kK
1 = ———;
1 o B )
1
zZ9 = ﬁ(* — kg) .

10



The allocation in the monetary equilibrium is

1
1 = —3
o
_ B,
Ca = —
o}
er = b ki;
@
1
e2 = — —ky;
o
with
1
¢p = =
B
on = B
_ B—alk — Bka)
Up = )
2M a3
o — B — ks — pka)
N 2M o )
5.2 Growing money supply
Now assume that money grows at a constant rate, i.e.,
M' =pu M,

where u > .

New money is introduced as a lump-sum transfer 7 to type-1 agents at the beginning of each
period. Thus, new money is used for transactions during the period. If 4 < 1, then the money
supply contracts and 7 constitutes a lump-sum tax, payable in fiat money. The lump-sum transfer
per agent is

T=(pu—1)2M
Consumption and effort for an agent type-1 satisfy (invoking dy = k1)
c = bi+op(mi+7)+ ¢pki;
e = UN’mll + ¢Nb/1.

Define as before z; = b1 + vpmi. Then rewrite the above budget constraints as
c1 = 21 +vpT+ opk;
er = quzi.

Other than the value for ¢; the problems of agents type-1 and 2 look the same. Thus we get
the following FOCs and resource constraints:

ong'(OnZ)) = Bu'(2) + ¢pkr +vpT);
opg (dpz2) = u'(z2+ onk2)
21 +upT + ¢pk1 = ko + ¢pz;
o+ onka = ki+dnzl,

11



where (from the market clearing condition for money)
vpT = (u— 1)(21 — k2).

We focus on a stationary equilibrium. From the resource constraints, we can get the prices of
bonds as functions of z1, 2o and u:

21 — ko

¢p =

29—k’
ZQ—kl

N =

21— ko

Note that ¢podny = u. We now show optimality of the Friedman rule.

Proposition 2 If the the planner’s solution features strictly positive effort for both types of agents,

then the Friedman rule, u = 3, implements the first-best allocation with Pareto weight 0 =
1 g'(e1) _ oy g'(e1)
ép g'(e2) — B g'(e2)”

Proof. If both effort levels are strictly positive in the planner’s solution, then by Proposition 1,
there is a role for fiat money since the collateral constraints bind in the absence of money.

At an interior, the solution to the planner’s problem is

u'(ky +e3) = 0g'(e3)
Ou'(ky +ei) = g'(ef).

These two equations imply
(k1 + €7) u'(k2 + €3) = g'(e]) g'(e3).
A monetary equilibrium solves the following conditions

u'(ky+e2) = —g'(er)
u'(k1+e1) = ¢pg(e),
which imply

u’(k:l +e1) u/(kz +e2) = ¢D§)N g (e1) 9/(62)-

At the Friedman rule, ¢popn = [ and so the planner’s allocation and the monetary equilibrium
imply the same condition.

Now we verify that there exists a corresponding 6. From the monetary equilibrium conditions
we have

/ _ ¢7Ng/(€1) (e
u' (ks + e2) = 3 g(es) g'(e2).

12



Let 0 = %\’:Zig;) and so the above equation simplifies to

~—

(k2 + €3) = 04/ (e3),
i.e., same as the first of the planner’s condition.

The second condition from the monetary equilibrium can be written as

u' (k14 e1) = ¢D§:EZ§ g (e1).

Since ¢podpn = B we get

/
W (b +ep) = B g'(e2) '(er).
(k1 +e1) o 7o) g (e1)
Apply the value for 6 and we get
Ou' (k1 +e1) = ¢'(e1),

i.e., same as the second of the planner’s condition.

Given our assumptions on u and g, the solutions for e; and e are unique and identical to the

planner’s solution. Thus, for § = %szgzigv we have e; =e] and ez =€5. m

For our parametric example we get

1 k1
2= — =
ap B
1
z9 = ﬁ(* — k‘Q) .
o
The allocation in the monetary equilibrium with a constant money growth rate is
1
cg = ——(u—1ky;
1 o~ (u=1k
_ p
Cy =

ap(l — aky(p — 1));
B — apki (1 — ako(p — 1))

T T au(—aky(u-1)
1
e2 = — — pko;
(6%
with
o = p(1 — aky(p — 1))
D — )
B
p .
oN 1— aka(p—1)

Note, that from the variables above, only e; depends on k;. All others® depend only on k.

The Friedman rule implements the first-best with Pareto weight
1
0=——"——.
1+ a(1 - p)ks

Thus, ko determines which point of the Pareto frontier is achieved under the Friedman rule.

6Except vp and vy which depends on both k; and ks.

13



6 Welfare comparisons

Let us verify our results with our parametric example. In addition, if we set ks = 0, then it is
easy to compare welfare across the different cases we have covered. We will compare the flow
utility of a “representative” agent. We restrict attention to environments in which a planner would
recommend strictly positive effort to both types of agents and where the competitive equilibrium
without money is not autarky. Thus, we focus on the case k1 € (0,1/a). We set § = 1, which is
the Pareto weight that corresponds to the first-best allocation implemented by the Friedman rule
when k9 = 0.

The Pareto optimal allocation yields

k
WPO:—l—i-%—loga.

The flow utility in the competitive equilibrium without money is

—1+logk; —loga

WCE —
2

The difference between the two flow utilities is

—1+ aky — logak;

WPO _ WwCE _
2 )

which is strictly positive for any k1 € (0,1/«).
The flow utility in a monetary equilibrium is

1+§—log(g) —ak; +2loga

WME _
2

Taking the derivative of the above expression with respect to u yields

dWME 5
dp  2u2

and so p = 3, i.e., the Friedman rule, maximizes welfare for the agent”.

Under the Friedman rule, a monetary equilibrium exists if k1 < 1/a (otherwise, vp and vy
are not strictly positive). As shown above, the Pareto optimal allocation strictly dominates the
competitive equilibrium without money for this case. The flow utility in the monetary equilibrium
under the Friedman rule is

k
WFR:—l—i—%—loga,

which is identical to the flow utility of the Pareto optimal allocation.

"Taking the second derivative yields — 25;3“, which is negative for p = (3, so this is indeed a maximum.

14



7 Endogenous capital stock

7.1 Planner’s problem

Assume now that capital can be accumulated and depreciates at rate 0. The production function,
F(k,e), is constant returns to scale and exhibits diminishing returns in both inputs. We begin by
analyzing the planner’s problem when there are no informational problems.

The resource constraints are
Cc1 —l—ké = F(kﬁg,eg)—i-(l —5)k2
Cg—l—ki = F(kl,el)—l—(l—d)kl.

We maintain the assumption that capital is specific to the owner-operator. Thus, consumption can
only be supplied with production. In other words, net investment has to be positive

K~ (1= 8k
Ky — (1 8k

v v

0
0.
For a given Pareto weight 6§ > 0, the planner’s problem is

Wi(ki, ko) = max wu(c1) —gler) + H(u(CQ) - g(eg)) + BW (K}, Kb)

K\ kL e1,e2
subject to the resource constraints and the non-negativity constraints on net investment.
Assuming the non-negativity constraints do not bind, the first-order conditions are

—Uep + Pugo(Fro+1-10) =

—te1 + Pug (Fqy +1—-96) =
—Ge,1 t+ Huc,QFe,l

o o o o

uc,lFe,Z - 696,2 =

If both types of agents start with the same capital, then with 6§ = 1, all agents receive the same
lifetime utility.

In steady state, we get following conditions

1
Fk71 + 1 - (5 - B — 0
1
Fk72 + 1 - (S - B == 0
QUC,QFe,l — el = 0
uc1Fea —0ge2 = 0,

where

c1 = F(kg,@g)—ékz
Cy = F(k1,€1>—(5k1.

15



Clearly, the marginal product of capital is equated across agents in steady state. Given our
assumptions on F, this implies ki /e; = ka/ez and thus F,; = F. 2. Let r* and w* be the steady
state first-best marginal products of capital and labor, respectively. Then

1
P r1-6—~ = 0
B
euc,Zw**ge,l =0

uc,lU}* - 096,2 =

7.2 Lack of commitment and anonymity

As in the case of the simple model, we now assume that agents are anonymous and cannot commit
to work. Since capital is specific to the owner-operator, there is no market for the purchase or
rental of capital. However, we allow the capital stock to be used as collateral. That is, assume
that a type-i agent can commit to honor any debt up to, but not beyond the value H;(k); which
is assumed to be increasing in k. For now, we will not be explicit about the particular functional
form, but one can see that it may include F'(k,0) and some fraction of the capital stock.

We start by looking at the case without fiat money. Thus, the only means of payment is private
debt.

An agent type-1 faces the following budget and debt constraints:

c1 = b+ ¢pdy
F(kl,el)—l-(l—é)/ﬁ = d1+¢]vb/1 —i-k/l
dy < Hi(ky).

As with the simple model, we will restrict attention to environments in which the inequality
constraint on debt binds. Thus, setting d; = H(kq), the problem of an agent type-1 is

Vi(k1,b1) = max u(by + ¢pHi (k1)) — g(e1)

e1,b]

+ BVi(F(k1,e1) + (1 = 8)ky — Hi(k1) — by, b)
The first-order conditions are
—Ge,1 T ﬁwlvkl,l

_Vk/,l(z)N + ‘/l-)/,l = 0.

The envelope condition implies

Vig = uci¢pHp1+ 0V (ri+1—6— Hyy)
Vb1l = Ui

From the first-order conditions, we have

/ ge,l
ﬁvk,l == .
w1

16



Plug this expression into the equation for Vj, ; and get

Ge,1
w1

Vi1 = uc1¢pHy 1 + (ri+1—=6—Hga).

The first-order conditions can now be written as

/
g
Jel _ ﬂ(u::,1¢lDHI/~c,l + 76’/1 (ri+1—-60- Hlizl))
/
on = f——.
Ge,1

An agent type-2 faces the following budget and debt constraints

o = bo+ ondy
F(kg,eg) + (1 —5)k2 = do + ¢pbo +ké
d/2 < HQ(kQ).

As explained above, in equilibrium d), = Ha(k2) and so the problem of an agent type-2 is

Va(kg,d2) = max u(by + ¢nHa(k2)) — g(e2)

€2,b2

+ BVa(F (k2,e2) + (1 — 0)ka2 — d2 — ¢pba, Ha(kz))

Following similar steps as with the type-1 agent’s problem, we get the following first-order
conditions

/ /!
Je,2 Ge,2 Ge,2
= (et s+ 1= 8) = L)
Ue,2W2
ép = Z6e7e
Ge,2
The market clearing conditions are
b, = Ha(ke)
by = Hi(k).

7.2.1 Steady state

In steady state, we can use the budget constraints of the agents to get expressions for ¢p and ¢y

F(/ﬂg, 62) — (5]{}2 — Hg(kz)
Hy (k1)

F(/ﬁ, 61) — (5]{}1 — Hl(kl)
Ha(k2) '

¢p =

N =

17



From the expressions above, it seems that the amount of collateral cannot be too large in order
for the price of bonds to be strictly positive. Suppose H; = h;k;, for some constant h; > 0; then, for
an equilibrium to exist, h; < F;(1,e;/k;) —d. Thus, the requirement is not the amount of collateral
be small enough, but that the fraction of capital that can be used as collateral be low enough.

To solve for k1, ks, e; and es in steady state, we use the first-order conditions from the agents’
problems

PDON 1
( ﬁ *1>Hk71+7“1+1*5*3 =0
1
(¢D¢N_ﬂ)Hk,2+7'2+1—5—5 =0
ONGe,1 — Puciwy = 0
®DGe2 — Ucpwy = 0,

where

c1 = (F(kg,eg)—(;kg)
Cy = (F(k1,€1>—(5k1).

The competitive equilibrium is efficient if and only if ¢pdn = (. Thus, unless parameter values
are such that this condition is met, the competitive equilibrium without fiat money is inefficient.

7.3 Fiat money

As in the case of the simple model, we will use the fact that the returns of money and bonds are
equal in equilibrium. Thus,

UD
¢ép = —
UN
UN
oN =
Up

7.3.1 Type-1 agent

An agent type-1 faces the following budget and debt constraints:

cp = b1+¢Dd1+UD(m1+T)
F(ki,e1) + (1 =080k = di+ énby + k| +vym)
di < Hy(k),

where 7 is a lump-sum transfer of money that the agent receives at the beginning of the period.

Let z1 = b1 + vpmy and assume that the debt constraint is satisfied with equality. Then

ca = z1+¢pHi(k)+vpT
ki = F(ki,e1)+ (1 —08)ky — Hi(k1) — ¢n2).
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The problem of an agent type-1 is

Vi(k1, z1) = max u(z1 + ¢pHi (k1) +vpT) — g(er)

€1,2]

+ BVi(F(k1,e1) + (1 = 8)ki — Hi(k1) — én 2y, 21)

The first-order conditions are

_ge,1+ﬁwlvkg,l =0
_Vk/,1¢N+Vz/,1 = 0.

The envelope condition implies

Vig = uc1¢pHp1+ 06V (r1+1—6— Hy)
Vbl = et

From the first-order conditions, we have
Ge,1

e7
w1

BV, =

Using this expression we get

1
Vien = ue1¢pHy 1 + %1(7’1 +1—0—Hga).

The first-order conditions can now be written as

/
g
el — B(uadp i, + S0+ 10— HY))
w1 wy
/
u 1w1
on = f——u.
Ge,1

7.3.2 Type-2 agent
An agent type-2 faces the following budget and debt constraints:

2 = bo+ondy+unme
F(ka,e2) + (1 —0)ka = da+ ¢ppba + kb + vpmo
d/2 < Hg(k‘g)

Let zo = by + vyme and assume that the debt constraint is satisfied with equality. Then

c2 = 22+ ¢nHa(ks)
Ky, = F(ka,e2)+ (1 —08)ks —dy— dp2o.
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The problem of an agent type-2 is
Va(kz, d2) = max u(zz + ¢n Ha(k2)) — gle2)

+ BVa(F (k2, e2) + (1 — 0)ka — d2 — ¢ppz2, Ha(kz))

Following similar steps as with the type-1 agent’s problem, we get the following first-order
conditions

/ 1
Ye,2 ge,2 ge,2
= (et i + 20+ 1-0) = B )
Uc 2W2
¢p = ——.
Ge,2
7.3.3 Monetary equilibrium
The market clearing conditions are
b, = Ha(ks)
bQ = Hl(kl)
my = u2M
ma = ,U’2M7

where p > ( is the money growth rate.

Using the definitions of z; and z9 we can write the bond market clearing conditions as

2y —vpp2M = Hy(ko)
Hl(kl) = ZQ—UNIMQM,

which imply the following expressions for v, and vy:

;7 — Ha(ky)

v = S
L2 M

2 — Hy(k)

w o= L
wu2M

The interpretation of the equations above is that for a monetary equilibrium to exist, it has to be
the case that the means of payment that agents want to acquire (2] and z2) have to be larger that
the amount of debt that agents of the other type can issue.

We can use the fact that the beginning-of-period amount of bonds held by type-1 agents is
equal to the beginning-of-period debt owed by type-2 agents, i.e., by = ds, to get an expression for

vp. Proceeding as above we get
21 — dy

2M
This implies a gross inflation rate (in terms of day market prices) of

Up =

U7D Al —d2
N N (R
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Given that the returns of bonds and money are equalized in equilibrium, we can derive expres-
sions for ¢p and ¢n

B 21 — da
¢p = p 22— Hi (k1)
by = 22_H1(k'1).

Zi —Hg(kg)

Since 7 = (u — 1)2M, we can derive the expression for the real value of money transfers

vpT = (u— 1)(21 — d2).

7.3.4 Steady state

In steady state, do = Ha(k2) and thus the expressions for the prices of bonds reduce to

21 — Ho(ko)
¢p H oo — Hi(k1)
é 2o — Hy (k1)

N 21 — Ha(k2)'

Note that ¢pon = pu.

From the budget constraints that give the expressions for k] and k) we have

) —Hl(k’l)
— = Fl(ki,e1) —0k1 — Hi(k
1 2 —HQ(]{,’Q) ( 1 1) 1 1( 1)
~Hy(ky)
Hnz2 m = F(kQ,GQ) (SkQ HQ(kQ)

We can now solve for z1, 29, ¢p and ¢n as functions of k1, k2, e; and ey. Define

F(k‘g, 62) — 0kg + (M — 1)H2(k2)

X= F(kl,el)—5k1
Then
Z1 = % (F(k:l,el) —5]431—H1(]{21))
1
Zo = ; (F(kg, 62) — (5]432 — Hg(kg))
¢p = X
oy = ©
X

Note that ¢p and ¢n depend on Ha(ka), but not Hy(ky).
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The steady state is characterized by the four first-order conditions from the problems of the
agents. Thus, k1, k2, e; and ez solve

1
(%—1)Hk71—|—7“1+1—5—5 =0

1
(/,L—B)Hk72+r2+1_5—ﬁ = 0
pge1 — XPuciwr = 0
Xge,2 — Ucpwa = 0,

where

c1 = (F(ka,e2) — 0ko)
Cy = (F(kl,el)—ékl).

Proposition 3 If u = § then the marginal products of capital and labor are at efficient levels, i.e.,
ry =19 =1r* and wy = wy = w*.

The above result also implies that marginal products are independent of Hj(k1) and Ha(ka)
and that the capital-labor ratios are efficient.

Je,1

Proposition 4 The Friedman rule implements the first best with Pareto weight 6 = 2

Proof. From the previous proposition, we have that the marginal products of capital and labor
are at efficient levels. Thus, we are only left with checking two conditions.

The steady state of the planner’s problem is

*
Oucow™ = Ge1

Ueqw™ = 0gepo.
These two equations imply

*2
Uc,1 Ue,2 W = (e,1 FJe2-

At the Friedman rule, the steady state of the monetary equilibrium solves the following condi-
tions

*
Ge,l = XUc1W
*
XGe2 = Uc2W ,

which implies
*2
Ue, 1 Ue,2 W = Fe,1 Fe,2-

Thus, the planner’s allocation and the monetary equilibrium at the Friedman rule imply the same
steady state condition.
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Now we verify that there exists a corresponding 6. From the monetary equilibrium conditions

we have
Je,2

*
quw =X Ge,1-

e, 1
Let 0 = % and so the above equation simplifies to
Oucow™ = ge 1,
i.e., same as the first of the planner’s condition.

The other condition from the monetary equilibrium can be written as

Je,1
XYe,2

uc,lw* = Ge,2-
Apply the value for 6 and we get
uc,lw>‘< = ng,Za

i.e., same as the second of the planner’s condition. m

Proposition 5 For Hy(ky) = Hy2 = 0 we have: (1) ro =1* and we = w* in any monetary steady
state; (2) x = % ; and (3) the Friedman rule implements the first best with Pareto weight 6 = 1.

7.4 Parametric example

To derive some more results, we now assume u(c) = log(c), g(e) = ae, H;(k) = n;k, with m >
0,m2 = 0. From the proposition above, we know that the corresponding Pareto weight at the
Friedman rule is # = 1. As a reference, the Pareto optimal levels of consumption for = 1 are

w*

* *
Cl = CH = —.
1 2 o

Proposition 6 In a monetary steady state, c1, ko and ex are at efficient levels (for corresponding

0=1).

Proof. From the steady state conditions of the monetary equilibrium we have xge 2 = ¢ 2w2. Our
assumptions imply we = w*, x = c¢1/ce and thus we get ¢; = ¢*. Since we also have ka/ea at
efficient levels, we get ¢f = ko(F'(1,e2/k2) — 0) and thus ko = k5 and e = €5. ®

This result implies that changing policy or institutional variables like ;4 and Hy, have no steady
state effect on the consumption of agents type-1 nor the capital and effort of agents type-2.

Proposition 7 If n; = 0 then a monetary steady state with higher p features: (1) higher type-1
agent welfare; (2) lower type-2 agent welfare; (3) constant aggregate capital-output ratio; (4) lower
aggregate capital stock.
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Proof. When n; = 0, r;1 = r* and w; = w*. Thus, all marginal products are independent of
u and at efficient levels. From the steady state conditions of the monetary equilibrium we have
HGe,1 — XBuc1w* which implies ¢y = % Thus, as p increases, co decreases. Since ey = e for any
u, welfare in steady state for type-2 agents decreases with pu.

From the resource constraints we have co = ki(F(1,e1/k1) — 6). The capital-effort ratio is
efficient and independent of . Thus, as co decreases so does ki, which in turn implies that ey
decreases. Since c¢; = ¢] this implies that welfare in steady state for type-2 agents increases with p.

Both capital-output ratios are at efficient levels and thus independent of p. Thus, the aggregate
capital-output ratio remains the same. However, since k; decreases with p and ks remains constant,
the aggregate capital stock decreases with y. =

Proposition 8 If n1 > 0 then a monetary steady state with higher p features a higher aggregate
capital-output ratio.

Proof. With 71 > 0, increasing p lowers r; and increases wi. Thus, ki/e; increases. Since
Hy = Hys = 0, ky/ey are at efficient levels and do not change with p. Thus, the aggregate
capital-output ratio in steady state increases with p =

Proposition 9 Away from the Friedman rule, steady state welfare of type-2 agents increases as
the marginal value of type-1 agents’ collateral ny increases.

Proof. For u > (3, as mp increases, r1 decreases and w; decreases. Since ¢y = %, a higher w;
implies a higher co. Since es = €*, we have that steady state welfare of type-2 agents increases. m

Our numerical simulations show that in this case, the welfare of type-1 agents actually decreases.
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