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ABSTRACT

We investigate an endogenous growth overlapping generations model, which allows
dynamic inefficiency and thereby has a role for the redistribution of resources from
children to parents through bubbles, government debt or intergenerational altruistic
transfers. The model has two sources of economic growth: human capital accumulation
due to education investments and technological progress due to learning-by-doing
externalities. Technological progress has two opposite effects in the model, a positive
productivity effect on the final goods production and a negative erosion effect on human
capital accumulation. These effects allow us to generate new results compared to models
where the source of economic growth is technological progress or human capital
accumulation alone. In particular, we show that bubbles can have a positive or negative
effect on economic growth. We also consider the relationship between bubbles and two-
sided intergenerational altruism. We show that bequests, gifts and bubbles cannot be
operative in the same steady state if altruism is symmetric and households take the
actions of other generations as given. Moreover, altruistic education investments are a
perfect substitute for bequests if young agents do not face borrowing constraints. On the
other hand, gifts from children to parents are an imperfect substitute for bubbles and
bubbles eliminate gifts. In the end, we consider government debt and permanent budget
deficits. The deficit has a maximum sustainable upper bound and it decreases the effect
of debt on the economy. The calibration of the model to the postwar U.S. data shows that
a maximum sustainable deficit/GDP ratio by the Ponzi game debt finance is around 2.1
%, which is slightly higher than the average realized U.S. deficit/GDP ratio.

Keywords: Bubbles, Calibration, Dynamic inefficiency, Government debt, Endogenous
growth, Human capital, Intergenerational altruism, Learning-by-doing externalities,
Overlapping generations model, Ponzi games, Technological progress.
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1. INTRODUCTION

It is well known that in dynamically inefficient economies where the growth rate of
output exceeds the rate of return on physical capital, there is a case for a redistribution of
resources from children to parents. It is clear that this type of intergenerational
reallocation can have huge welfare effects in the long run. The subject is studied in the
exogenous growth overlapping generations (OLG) model by Diamond (1965), Feldstein
(1974), Tirole (1985), Abel (1987) and Kimball (1987) among others. The first two
papers investigate intergenerational reallocation through government debt and pay-as-
you-go social security while the third paper considers it through asset bubbles. The last
two papers study intergenerational reallocation through altruistic intergenerational
transfers. In the balanced growth equilibrium of the exogenous growth OLG model, the
rate of return on physical capital is decreasing and the growth rate of output constant in
physical capital. It follows that the elimination of dynamic inefficiency crowds out
physical capital. Crowding out increases the welfare of the economy, because the Pareto
optimality of the competitive equilibrium only depends on the dynamic inefficiency.
However, crowding out does not affect the growth rate of output, because the growth rate
of output is exogenous to the model.

Since Romer's (1986) seminal study on endogenous growth, the main interest of the
economic growth theory has turned to the analysis of the growth rate of output rather than
the level of output. In the Romer's model, the source of output growth is technological
progress due to learning-by-doing externalities in the physical capital production.
Learning-by-doing externalities imply an additional static inefficiency to the model,
which causes physical capital underaccumulation. In the Romer-type of endogenous
growth OLG model, the Pareto optimality of the competitive equilibrium only depends
on the static inefficiency, because the social rate of return on physical capital always
exceeds the growth rate of output in the perpetual growth equilibrium. The redistribution
of resources from children to parents is studied in the Romer-type of endogenous growth
OLG models by Saint-Paul (1992), Grossman and Yanagawa (1993) and Wigger (2001)
among others. The first paper investigates intergenerational reallocation through
government debt and pay-as-you-go social security while the second paper considers it
through asset bubbles. The last paper studies intergenerational reallocation through
altruistic intergenerational transfers. In the balanced growth equilibrium of the Romer-
type of endogenous growth OLG model, the rate of return on physical capital is constant
and the growth rate of output increasing in physical capital. It follows that the elimination
of dynamic inefficiency crowds out physical capital as in the exogenous growth OLG
models. Crowding out decreases the welfare of the economy, because the Pareto
optimality of the competitive equilibrium only depends on the static inefficiency.
Moreover, crowding out decreases also the growth rate of output, because the growth rate
of output is increasing in physical capital.

There are also other sources of economic growth in addition to technological progress
due to learning-by-doing externalities. Lucas (1988) studies a model where the engine of
growth is human capital accumulation due to education investments. In the Lucas-type of
endogenous growth OLG models, human capital is transmitted between generations by an



intergenerational externality effect of previous generation human capital (Azariadis and
Drazen 1990). Intergenerational externalities imply an additional static inefficiency to the
model, which causes underinvestments in education. Moreover, in the Lucas-type of
endogenous growth OLG model the Pareto optimality of the competitive equilibrium
depends on the static and dynamic inefficiency, because the social rate of return on
physical capital does not necessary exceed the growth rate of output in the perpetual
growth equilibrium. The redistribution of resources from children to parents is studied in
the Lucas-type of endogenous growth OLG model by Michel (1992), Kahn et al. (1997)
and Marchand et al. (2003) among others. The first paper studies intergenerational
reallocation through asset bubbles while the second paper considers it through
government debt. The last paper studies intergenerational reallocation through lump-sum
tax-transfers. In the balanced growth equilibrium of the Lucas-type of endogenous
growth OLG model, the rate of return on physical capital is decreasing and the growth
rate of output is increasing in physical capital due to the trade-off between education
investments and investments in physical capital. It follows that the elimination of
dynamic inefficiency crowds out physical capital as in the exogenous growth OLG
models. Crowding out can decrease or increase the welfare of the economy, because the
Pareto optimality of the competitive equilibrium depends on the static and dynamic
inefficiency. However, crowding out decreases the growth rate of output, because the
growth rate of output is increasing in physical capital.

If the engine of growth is technological progress due to learning-by-doing externalities
and human capital accumulation together, the growth and welfare effects of
intergenerational reallocation can be different from those in the Romer-and Lucas-types
of endogenous growth OLG models. In particular, intergenerational reallocation can have
a positive effect on economic growth. There are two reasons for the result. First, learning-
by-doing externalities in the final good production function allow the rate of return on
physical capital to be increasing in physical capital, which implies that the elimination of
dynamic inefficiency can crowd in physical capital and increase economic growth.
Second, learning-by-doing externalities in the human capital production function can
change the trade-off between education investments and investments in physical capital
such that the growth rate of output is decreasing in physical capital, which implies that
the elimination of dynamic inefficiency can crowd out physical capital and increase
economic growth.

A positive growth effect of government debt, pay-as-you-go social security or asset
bubbles is also derived by Zhang (1995), Zhang (1997), Sinn (1998), Forslid (1998),
Ferreira (1999), Futagami and Shibata (2000), Kemnitz and Wigger (2000), Lin (2000),
Sanched-Losada (2000), Zhang (2001) and Zhang (2003). In these models, however, the
positive growth effect is caused by endogenous fertility, by a moral hazard problem
between children and parents, by government income transfers, by government
productive investments, by an increase in the supply of the asset, by intergenerational
externalities or by joy-of-giving altruism. Hence, none of these results rests on the
elimination of dynamic inefficiency.



1.1 Intertemporal allocation and overlapping generations

A workhorse of the endogenous growth literature is an infinitely lived representative
agent model. This model has a finite number of agents with an infinite planning horizon
and an infinite number of dated goods with complete contingency markets. Hence, all
goods are traded in a single market where the number of traders is finite, which implies
that the present value of aggregate wealth must be finite. It follows that there is no role
for intergenerational reallocation and the competitive equilibrium is always dynamically
efficient. The intertemporal allocation of the resources in the competitive equilibrium is
determined by the Euler equation and the transversality condition. The former defines the
optimal path of consumption over time while the latter implies that the present value of
aggregate wealth must be finite. Together these conditions imply that in the dynamically
efficient stationary allocation, the rate of return on physical capital exceeds the growth
rate of output or in the limit they are equal. The limit case maximizes the stationary
utility and is usually called the Golden Rule allocation.

In the real world, agents do not have complete contingency markets and all goods are not
traded in a single market. Hence, infinitely lived representative agent models are clearly a
simplification of the real world. Growth models, which correct this simplification, are
called sequential economies. Sequential economies have an infinite sequence of trading
opportunities, which implies that the present value of aggregate wealth can be also
infinite. The infinite aggregate wealth violates the assumptions of the First Welfare
Theorem, which implies that the competitive equilibrium of the sequential economy is
not necessary Pareto-optimal and the economy has a role for intergenerational
reallocation.

The most well-known sequential economy is an overlapping generations (OLG) model
(Samuelson 1958). OLG models have an infinite number of traders and goods, which
implies that they have an infinite sequence of trading opportunities. In the OLG models,
the intertemporal allocation of resources is determined by a saving function, which
breaks the link between the growth rate of output and the rate of return on physical
capital defined by the Euler equation and the transversality condition. Hence, OLG
models can have dynamically inefficient equilibrium allocations, i.e., allocations where
the growth rate of output exceeds the rate of return on physical capital. In these
allocations, the productivity of physical capital is low compared to the Golden Rule
allocation and there is a case for the redistribution of resources through bubbles,
government debt, altruistic intergenerational transfers or some other mechanism of
intergenerational reallocation.'

Bubbles are persistent deviations from the fundamental value of the asset. Examples
include fiat money (Samuelson 1958), government Ponzi game debt (O'Connell and
Zeldes 1988), asset bubbles (Tirole 1985) or a price of the land (Rhee 1991). The
fundamental reason for bubbles in the OLG models is the infinite number of traders and

' Another example of sequential economies is Bewley's (1980) monetary model, which have a finite number of
traders, but an infinite sequence of trading opportunities due to borrowing constraints. For a more detailed discussion
on the sequential economies, see Santos and Woodford (1997).



markets, which allows agents to use the non-fundamental value of the asset as a store of
wealth instead of savings in the physical capital. Tirole (1985) shows that the economy
can have bubbles and that bubbles increase the welfare of the economy if the economy
without bubbles is dynamically inefficient. Hence, a necessary condition for bubbles is
dynamic inefficiency.” In Tirole's exogenous growth model, bubbles eliminate low
productivity of physical capital due to the overaccumulation of physical capital relative to
the Golden Rule. We show that similar results can be derived for the endogenous growth
model, where low productivity of physical capital can be caused by over- or
underaccumulation of physical capital relative to the Golden Rule.

Government debt can work in the economy in the similar way to bubbles. Diamond
(1965) considers a constant debt policy and shows that government debt can eliminate
dynamic inefficiency due to OLG-structure of the economy. As an alternative to the
constant debt policy, we can have a constant deficit policy. Azariadis (1993, 322) and De
la Croix and Michel (2002, 193) show that the economy with a constant deficit policy and
permanent budget deficits tends to have two bubble steady states with different types of
transitional dynamics if the economy without debt is dynamically inefficient. Moreover,
they show that permanent budget deficits have a maximum sustainable upper bound and
they decrease the effect of debt on the economy. We show that similar results can be
derived for the endogenous growth model.

In the OLG models with altruism, generations are linked to each other by altruistic
intergenerational transfers from parents to children (bequests, altruistic education
investments) and children to parents (gifts). Barro (1974) and Carmichael (1982) show
that as long as intergenerational transfers are positive, i.e., intergenerational transfer
motive is operative, government debt is neutral. Moreover, Carmichael (1982) shows that
a competitive equilibrium of the economy with an operative bequest motive is
dynamically efficient and a competitive equilibrium of the economy with an operative
gift motive is dynamically inefficient. Government debt does not eliminate gifts or
dynamic inefficiency in Carmichael's model, because lump sum transfers make
government debt the perfect substitute for intergenerational transfers. Because the debt
neutrality result depends on an operative intergenerational transfer motive, it is important
to determine when the transfer motives are operative. Weil (1987b) derives explicit
conditions under which the bequest motive is operative. He shows that the bequest
motive is inoperative if the agents' altruism is low, i.e., intergenerational discount rate is
small. Weil's result is extended to the two-sided altruism by Abel (1987) and Kimball
(1987), who show that gift and bequest motives form upper and lower bounds for
inoperative transfer motive equilibria. Moreover, Kimball (1987) shows that gift and
bequest motives cannot be operative in the same equilibrium if altruism is symmetric and
agents take the actions of other generations as given. General conditions for the existence
and co-existence of operative and inoperative transfer motive equilibria are derived by
Thibault (2000). We show that similar results can be derived for the endogenous growth

2 If OLG models have imperfect risk-sharing, bubbles can also arise in the dynamically efficient economies (Bertocchi
1991, Gale 1995 and Blanchard and Weil 2001). In this case, an infinite number of agents and markets allows agents
to use the non-fundamental value of the asset as insurance against income fluctuations. Because our model does not
have any uncertainty, a necessary condition for bubbles is dynamic inefficiency.



model. Moreover, we show that gifts are an imperfect substitute for bubbles and bubbles
eliminate gifts if altruism is symmetric and households take the actions of other
generations as given. On the other hand, altruistic education investments are a perfect
substitute for bequests if young agents do not face borrowing constraints.

1.2 Sources of economic growth

Endogenous growth models offer three fundamental sources of growth: human capital
accumulation due to education investments, technological progress due to R&D
investments and technological progress due to learning-by-doing externalities. The first
approach is based on Becker's (1964) theory of human capital and the seminal work by
Uzawa (1965), who argues that productivity of the economy depends on human capital,
which is accumulated through households' education investments. Uzawa's human capital
model is extended to the context of the endogenous growth literature by Lucas (1988).
The second approach is based on the seminal work by Nelson and Phelps (1966), who
argue that productivity of the economy depends on the firms' investments in R&D.
Nelson's and Phelps' R&D model is extended to the context of the endogenous growth
literature by Romer (1990) and Aghion and Howitt (1992). The third approach is based
on the seminal work by Arrow (1962), who argues that productivity of the economy
increases, because agents learn better working methods during the production process and
because knowledge of the working methods is a public good. Arrow's learning-by-doing
model is extended to the context of the endogenous growth literature by Romer (1986).°

Empirical literature on economic growth offers evidence on each of these sources of
growth, including standard approaches, Barro and Sala-i-Martin (1995) for education
investments, Benhabib and Spiegel (1994) and Coe and Helpman (1995) for R&D
investments and Romer (1986) for learning-by-doing externalities. There are also some
evidence that economic growth does not depend on either of these sources but merely
depends on physical factor accumulation (Mankiw et al. 1992, Jones 1995). However,
Bernanke and Gurkaynak (2001) show that long-run growth is significantly correlated
with decision and state variables of the economy, which implies that economic growth
cannot be explained purely by physical factor accumulation. Moreover, empirical
evidence suggests that human capital accumulation or technological progress alone
cannot explain the long-run economic development but that it depends on the interaction
of these factors (Temple 2000, Acemoglu 2002, Topel 2003).

Usually the endogenous growth models with human capital do not include technological
progress (Lucas 1988) and the endogenous growth models with technological progress
treat human capital as an exogenous stock (Romer 1986, Romer 1990, Aghion and
Howitt 1992). Recently, there have been a few attempts to integrate these approaches.
First, Acemoglu (1996) and Redding (1996) investigate the interaction between human
capital accumulation and technological progress due to R&D in a search model. These
studies imply that technological progress tends to have a positive effect on human capital
accumulation, because it increases incentives for education. Second, Eicher (1996), Galor

* For a more detailed discussion on the differences between education, R&D and learning-by-doing as sources of
economic growth, see Cannon (2000) and Storesletten and Zilibotti (2000).



and Weil (2000) and Galor and Moav (2000) investigate the interaction between human
capital accumulation and technological progress due to R&D and/or learning-by-doing
externalities. These studies imply that technological progress tends to have a negative
effect on human capital accumulation, because it absorbs resources from the education
sector and/or it decreases the adaptability of human capital.

We focus on the latter type of interaction between human capital accumulation and
technological progress. Technological progress depends on learning-by-doing
externalities and it has two opposite effects on the model. First, technological progress
has a positive productivity effect on final goods production as in Romer (1986). Second,
it has a negative erosion effect on human capital accumulation as in Galor and Weil
(2000) and Galor and Moav (2000). The erosion effect arises because existing human
capital is not completely applicable in the new technological environment, i.e., human
capital is technology specific. The overall effect of technological progress on the
economy depends on the tradeoff between the productivity and erosion effects, which
allows us to generate some new results compared to models where the source of
economic growth is technological progress or human capital accumulation alone.

1.3 Ponzi games and government budget policy

In the last twenty years, the U.S. government has run budget deficits and experienced a
large increase in public debt. At the same time, the average rate of return on debt has
been below the average growth rate of output, which has allowed the government to roll
over the debt. This type of government debt finance policy, where old debt is financed by
issuing new debt instead of levying taxes, is called a Ponzi game. Ponzi games are an
example of bubbles. If the government uses Ponzi game debt finance, the present value of
future taxes does not cover the initial value of the debt and the government intertemporal
budget constraint does not hold. Hence, Ponzi games are not a neutral debt finance
policy, but they violate the Ricardian equivalence by redistributing resources from
children to parents. Ponzi games typically make sense in fast growing economies, where
children's lifetime incomes are likely to be higher than their parents' lifetime incomes.

Several researchers argue that Ponzi games are not sustainable in the long run (Sargent
and Wallace 1981, Abel et al. 1989, Ball et al. 1998). The rationale for these results is
based on two suggestions, dynamic efficiency and a perfect risk-sharing between the
living generations. If the economy is not affected by production uncertainty, then the rate
of return on public debt is equal to the rate of return on physical capital. This implies that
in the dynamically efficient economy, the costs of debt grow faster than the output and
the government cannot roll over the debt. If the economy has production uncertainty and
the incomes of the living generations are perfectly correlated, the debt cannot be used as
insurance against income fluctuations. However, it is possible that the average risk-free
rate of return on public debt can be lower than the growth rate of output even if the rate
of return on physical capital exceeds the growth rate of output. In this case, the
government might be able to roll over the debt for some time but not forever, because the
costs of the debt would eventually exceed the output increase.



Some researchers examine the issue from the alternative viewpoint, which allows
dynamic inefficiency (Bullard and Russell 1999, Chalk 2000) or imperfect risk-sharing
(Bertocchi 1991, Blanchard and Weil 2001, Gale 1995). They argue that moderate
permanent budget deficits are sustainable by Ponzi game debt finance and public debt can
even be welfare improving. However, the results are based on exogenous growth models,
where budget deficits and public debt do not affect the long-run growth rate of the
economy. This study attempts to fill this gap by considering Ponzi game debt finance in
the endogenous growth model, which allows dynamic inefficiency.

Because dynamic inefficiency is a necessary condition for Ponzi games in our model, the
question of whether actual economies are dynamically efficient is central to our study. In
this discussion, the main issue is the explanation for the fact that the average risk-free rate
of return on government debt has been lower than the average growth rate of output in the
U.S. economy. This question is also closely related to the difference between the risk-free
rate of return and the rate of return on equity, i.e., the Mehra and Prescott (1985) equity
premium puzzle. We can find three different explanations for the matter. First, if the
reason for the low risk-free rate of return is uncertainty and the economy does not have
non-systematic risk between the living generations, a sufficiently high risk aversion
would imply that the average risk-free rate of return can be below the grow rate of output
in the dynamically efficient economy (Abel et al. 1989). In this case, Ponzi games are not
feasible, because incomes of the living generations are perfectly correlated and Ponzi
games do not provide insurance against income fluctuations. Second, if the reason for the
low risk-free rate of return is uncertainty and the economy has nonsystematic risk
between the living generations, Ponzi games may be feasible, but not because of dynamic
inefficiency, but rather due to imperfect risk-sharing between the living generations
(Blanchard and Weil 2001). Third, if the reason for the low risk-free rate of return is
intermediation costs or other market imperfections, the low risk-free rate of return
implies dynamic inefficiency and a feasibility of Ponzi games (Bullard and Russell 1999,
Bohn 1999). As long as the equity premium puzzle remains unsolved, the comparison of
the growth rate of output between the rate of returns cannot give a decisive answer to the
empirical relevance of Ponzi games.*

Abel et al. (1989) develop an alternative empirical method to study dynamic efficiency,
which tries to avoid the equity premium puzzle. This so-called cash flow criterion
compares cash flows going in and out of the production sector. The cash flow criterion is
a strong argument against the dynamic inefficiency of the U.S. economy, because gross
profits of firms have exceeded gross investments in the U.S. in every post-war (1945-
2000) year. However, because gross profits and investments of firms are not necessarily
equal to the return on physical capital, it is not clear if this criterion is the correct way to
measure dynamic efficiency. In particular, gross profits of firms do not includes taxes,
intermediation costs and other frictions that might reduce the return on physical capital.
On the other hand, gross investments of firms do not include the consumption of
intermediate and durable goods. If we amend the cash-flow criterion with these costs and

4 For a more detailed discussion on the equity premium puzzle, see Kocherlakota (1996).



goods, it is possible that the post-war U.S. economy is dynamical inefficient (Bullard and
Russell 1999).

One way to connect dynamic inefficiency to the empirical discussion is calibration.
Calibrated versions of dynamically efficient OLG models usually imply unrealistically
high risk-free rate of returns and too low growth rates. For example in Auerbach and
Kotlikoff (1987) the real risk-free gross rate of return is 1.07 and the gross growth rate of
output is 1.01, while the corresponding values in the post-war U.S. data are 1.01 and
1.03, respectively. Bullard and Russell (1999) and Chalk (2000) show that this
inconvenience can be corrected if the economy is allowed to be dynamically inefficient
and the difference between the risk-free rate of return and the return on equity is
corrected with an exogenous equity premium. Moreover, Chalk finds that the U.S.
economy can sustain even 5% deficit/GDP ratio with Ponzi game debt finance. However,
Bullard and Russell and Chalk only consider exogenous growth OLG models. We study
the issue in the endogenous growth OLG model and show that the highest sustainable
level of deficit/GDP ratio in the U.S. economy is around 2.1%. Because the realized
value of U.S. deficit/GDP ratio has been 2% since 1980, our model implies that the
current deficit can be sustained purely by the Ponzi game debt finance.

1.4 Outline of the study

The study is organized in the following way. In Chapter 2 we describe the basic structure
of the endogenous growth OLG model, where the source of economic growth is human
capital accumulation due to education investments and technological progress due to
learning-by-doing externalities. We solve the competitive equilibrium of the model and
study the existence of steady states as well as transitional dynamics. Moreover, we also
consider the welfare properties of the steady states. In Chapter 3 we add an intrinsically
useless asset to the model and study the existence of bubbles. In Chapter 4 we add two-
sided altruism to the model. In Chapter 5 we consider government debt with permanent
budget deficits. Moreover, we study some empirical implications of the model and
calibrate the model to the U.S. data Finally, in Chapter 6 we make some concluding
remarks.

2. AN ENDOGENOUS GROWTH MODEL WITH HUMAN CAPITAL AND
TECHNOLOGICAL PROGESS

In this chapter we present an endogenous growth overlapping generations (OLG) model,
where the source of economic growth is human capital accumulation due to education
investments and technological progress due to learning-by-doing externalities. The OLG
structure of the model allows stationary equilibrium allocations where the growth rate of
output exceeds the rate of return on physical capital, i.e., dynamic inefficiency. The
model is a variant of the three-period overlapping generations model with human capital
by Boldrin and Montes (2002), where young agents' education investments are financed
by borrowing. We add to the model technological progress due to learning-by-doing
externalities. Technological progress has a positive effect on physical capital
accumulation as in Boldrin (1992), Azariadis and Reichlin (1996) and Antinolfi et al.



(2001), but it also erodes human capital as in Galor and Weil (2000) and Galor and Moav
(2000).

We focus on a particular class of stationary solutions, which allows perpetual growth in
the steady state. These types of solutions are called balanced growth equilibria (BGE). In
the BGE, all endogenously accumulated variables grow at the same rate, which implies
that every steady state of the economy in terms of effective variables is a BGE. A BGE is
a common equilibrium concept in growth models, because it maintains the tractability of
the analysis and fulfills some empirical regularities, which are part of the so-called
Kaldor's facts (Barro and Sala-i-Martin 1995).

The existence of BGE also imposes some restrictions on the model. In particular, it
implies that the utility function must be additive separable and homogenous and
production functions must be linearly homogenous (Jones and Manuelli 1990). These
restrictions eliminate transitional dynamics in the perpetual growth equiliria if the model
does not have human capital (Grossman and Yanagawa 1993) or human capital is
accumulated purely by education investments (Caballe 1995, Rangazas 1996). To avoid
this inconvenience we assume that human capital is also accumulated by
intergenerational externalities as in Azariadis and Drazen (1990).

To satisfy the requirements for the existence of BGE and to maintain the tractability of
the analysis, we assume a log-linear utility function and Cobb-Douglas production
functions. We show that the model has a unique balanced growth equilibrium and the
qualitative properties of the equilibrium depend directly on the degrees of returns to scale
in the intensive forms of human capital and final goods production functions. The degrees
of returns to scale, on the other hand, are determined by the productivity and erosion
effects of technological progress.

2.1 The model

Agents live for three periods and they are identical within generations. The first period
(young age) is devoted to education, the second period (adulthood) to employment and
the last period (old age) to retirement. There is a single commodity in the economy,
which can be either consumed or invested in physical capital or education. When young,
agents decide on education investments.” Education investments are financed by
borrowing on capital markets, because agents are born without physical endowments. We
therefore assume that young agents have perfect access to capital markets and they can
borrow against their future income.® Adults supply inelastically one unit of labor, pay

o

For simplicity we assume that agents do not consume or work in the first period. Young agents' consumption can be
thought of as included in their parents consumption. The tradeoff between working and studying is considered by
Azariadis and Drazen (1990) and Michel (1992) among others. In this type of model, agents work in several periods,
which complicates households' saving behavior. In particular, the existence of dynamic inefficiency also depends on
labor productivity. A sufficiently high labor productivity of old agents can eliminate dynamic inefficiency by
maintaining low savings and high rate of return on physical capital (Decreuse and Thibault 2001)

=

The simplest way to add education investments in the OLG models is to allow young agents to have perfect access to
capital markets and to use human capital as collateral to finance their education spending. Usually human capital



their debt and accrued interest on debt and allocate the rest of labor income between
consumption and savings. When old, agents are retired and they consume their savings
and accrued interest on savings.

The generation at work in period t and born in period t-1 is indexed by t. Periodic budget
constraints for generation t are:

(la) cytstRie = hw,
(Ib)  cr1=Reris

where c, is the consumption in adulthood, ¢, is the consumption in old age, s, is the
savings, Ry =141y is the gross rate of return on savings, h; is the amount of human
capital (or effective labor supply), w; is the wage per effective unit of labor and e, ; is the
investment in education.

Periodic budget constraints (1a) and (1b) can be combined into a single lifetime budget
constraint:

(2) citRepiteo /Ry = hewy

Final goods are produced by the following C-D production function:
(3) YeFKHA)=KH K 0<o<1,m>0

where K=Nk; is the aggregate physical capital, k, is the physical capital per worker,
H=Nh, is the effective aggregate labor supply (or aggregate human capital), N, is the size
of generation t, k=K/H, is the physical capital per effective unit of labor and k, is the
average level of k, and it represents technological progress due to the learning-by-doing
externality effect.

Parameter o defines the effect of physical and human capital on the final goods
production. Constraint 0<o<1 implies that the final goods production function is
increasing and strictly concave in K; and H, and it fulfills the Inada conditions for K,and
H:. Hence, the final goods production function satisfies the standard properties for
interior profit maximization.

Parameter 1 defines the effect of technological progress on the final goods production.
Constraint >0 implies that the final goods production function is increasing in ;.

cannot be used as collateral for a loan, but many countries have working student loan markets, which allow young
agents to borrow against their future income. OLG models with education investments and perfect access to capital
markets are studied by Boldrin and Montes (2002), De La Croix and Michel (2002, 269) and Marchand et al. (2003)
among others. Alternative way to finance education investments is parental funding or public education. Parental
funding is studied in Chapter 4, where we add altruism to the model. Public education is studied by Glomm and
Ravikumar (1992) and Kaganovich and Zilcha (1999) among others.



The idea that technological progress depends on positive spillovers from economy-wide
factors of production is developed by Arrow (1962) and Romer (1986). They arise
because agents learn better working methods during the production process when they
repeatedly deal with the same problems and the knowledge of working methods is a
public good. OLG models where the source of economic growth is technological progress
due to learning-by-doing externalities are studied by Boldrin (1992), Azariadis and
Reichlin (1996) and Antinolfi et al. (2001) among others. The analytical purpose of
adding a positive productivity effect of technological progress to the economy is to allow
increasing returns to scale in the intensive form of the final goods production function
F(K,H,, k)/H=F(k,1, k) = f(k,, k)=k” k.". If f has increasing returns to scale, i.e.,
o+n>1, then the rate of return on physical capital is increasing in physical capital and the
properties of the model are different from those in models, where the source of growth is
human capital accumulation or technological progress alone.

Markets for physical capital, consumption goods and labor are assumed to be perfectly
competitive and the depreciation rate of physical capital is assumed to be one.” It follows
that in the competitive equilibrium of the factor markets, factors are paid their private
marginal products:

(4a) RFF, (Kt,Htjft):akta_ lT(tn
(4b) Wl=F2(Kl>Hta%t)=( 1 ‘a)kta 7€tn

Human capital is accumulated by the following Cobb-Douglas (C-D) production
function:

(5) h=G( Et—l 5Ct-1 j‘t): T11-1 0 Ct-1 ® 7€t-u 0<d<1, 0<p<l

where h,; is the average level of h,; and represents the intergenerational externality
effect.

Parameter 0 defines the effect of education investments on human capital accumulation.
Constraint 0<d<1 implies that the human capital production function is increasing and
strictly concave in e and it fulfills the Inada conditions for e,_;. Hence, the human
capital production function satisfies the standard properties for interior utility
maximization with respect to education investments.

Parameter 0 also defines the effect of intergenerational externalities on human capital
accumulation. Constraint 0<9<1 also implies that the human capital production function
is increasing in h,.;. The idea that human capital is transmitted between generations by
intergenerational externalities is developed by Azariadis and Drazen (1990).
Intergenerational externalities arise because children inherit production skills from the
previous generation. The analytical purpose of adding them into the economy is to allow

" In calibration a period in a three-period OLG model is usually interpreted to be 20-25 years. From this viewpoint full
depreciation of physical capital is empirically a plausible assumption.



transitional dynamics. Without these externalities, the linear homogeneity requirement of
the human capital production function tends to eliminate the transitional dynamics of the
model in the balanced growth equilibrium as in Caballe (1995) and Rangazas (1996).

Parameter | defines the effect of technological progress on human capital accumulation.
Constraint 0<u<1 implies that the human capital production function is decreasing and
strictly convex in k" Strict convexity implies that technological progress erodes human
capital at a decreasing rate such that human capital will not become zero at high rates of
technological progress. The idea that technological progress has a negative effect on
human capital accumulation is developed by Galor and Weil (2000) and Galor and Moav
(2000).° Technological progress erodes human capital, because human capital is
technology specific and existing human capital is not completely applicable in the new
technological environment. The analytical purpose of adding a negative erosion effect of
technological progress to the economy is to allow negative returns to scale in the
intensive form of the human capital production function G(h.,e 1, k)/h. 1=

G(1,e..1/ hey, k)= g(e1/ hey, k)=(et/ ht_l)6 kM. If g has negative returns to scale, i.e.,
8-1<0, then the balanced growth rate is decreasing in physical capital and the properties
of the model are different from those in models, where the source of growth is human
capital accumulation or technological progress alone.

Households of generation t have the following additive separable logarithmic utility
function

(6)  U(crscarr)=u(ci)tpu(ca) p>0
u(c;)=Inc;; fori=1,2
where p is the individual discount factor.

Logarithmic utility and constraint p>0 imply that the utility function is increasing, strictly
concave and it fulfills the Inada conditions. Hence, it satisfies the standard properties for
interior utility maximization with respect to consumption. From the additive separability
of U it follows that U;,=U,;=0, which implies that consumption is a normal good in both
periods. The normality assumption allows us to solve the decision functions and to sign
certain partial derivatives of them (Azariadis 1993, 198)."

8 Restriction <1 is not necessary for the results of the model, because assumption p>0 alone guarantees that the human
capital production function is decreasing and strictly convex in k¢. The motivation for this restriction is that it
simplifies the model to some extent by eliminating cyclical solutions. For details, see section 2.2.

® Galor and Weil (2000) and Galor and Moav (2000) focus on economic development and wage inequality rather than
endogenous growth, which makes their models different from our model. However, the idea that technological
progress depends on the economy-wide factors of production and that it erodes human capital accumulation is the
same.

1 For the effects of non-separable U on the dynamics of OLG models, see Michel and Venditti (1997).



Before presenting the households' utility maximization problem, we must determine how
households form expectations about future prices. We assume that households of
generation t foresee future prices w, R;and Ry, correctly, i.e., households have perfect
foresight. "

Households choose the optimal amounts of consumption and education investments to
maximize utility function (6) subject to lifetime budget constraint (2) and human capital
production function (5). Substituting (2) and (5) into the utility function (6) simplifies the
households' t utility maximization problem to the following unconstrained problem:

(7) max u(clt)+pu[Rt+l(G(Et—l5et—197€t)wt'clt'Rtet—l)]
C1t,Ct-1

The first-order conditions are:
(8a) u'(ci)=Reipu'(cor)
(8b) R, =G2(T1t—1:et—la 7‘Tt)Wt

where ¢;,Cy+1,61.1 > 0 by Inada-conditions. The first-order conditions are sufficient for the
maximum, because objective function (7) is strictly concave in ¢, and e,_;by (5) and (6).

By using the explicit forms of production and utility functions, we can solve the savings
and consumption from (8a) and (8b) as a linear function of wage income, and education
investments from (8b) as a linear function of discounted wage income. Substituting (1a),
(1b) and (6) into (8a) and (5) into (8b) implies:

(92) s=[p/(1+p)](1-8)hyw,

(9b) ¢, =[1/(1+p)](1-8)hw,

(9¢) e 1=0hw/R,

Equations (92), (9b) and (9c¢) are identified as saving, consumption and education
functions, respectively. These functions imply that decision variables depend linearly on
wage income as usual in the economies with a log-linear utility function.

Asset and goods market clearing conditions are:

(10) Nis& K tNe

(11) F(KtaHtsYCt):Ntclt+Nt—ICZt+Nt+let+Kt+l

" For alternative assumptions of expectations in the OLG models, see for example Evens and Honkapohja (1999).



The equilibrium of the economy is defined as:

DEFINITION 1: A competitive equilibrium of the economy is a sequence

{C]t,c2t+1 ,et,ht,kt+] }oot:() such that

(i) Cy, Cowr and ey maximize utility (6) subject to budget constraint (2) and human
capital production function (5) under given factor prices and external effects

(ii) factors are paid their marginal products (4)

(iii) budget constraints (1) and market clearing conditions (10) and (11) are satisfied
(iv) k¢>0, hy>0

(v) k=k,and h=h,

We focus on a particular class of competitive equilibria called balanced growth
equilibria, which allows perpetual growth in a steady state: '

DEFINITION 2: A4 balanced growth equilibrium is a competitive equilibrium in which
Cip Cop, €, Ny and k grow at the same endogenous gross growth rate .

In the balanced growth equilibrium, all endogenously accumulating variables grow at the
same rate. This type of stationary equilibrium is convenient for two reasons. First, it
maintains the tractability of the analysis in models with perpetual endogenous growth."
Second, along the balanced growth equilibrium path, the rate of return on physical capital
and the growth rate of per worker output are constants, which fulfills part of the so-
called Kaldor's facts (Barro and Sala-i-Martin 1995).

Equations (4), (5), (9), (10) and (11) define the competitive equilibrium of the economy:
(12a) nyktne=[p/(1+p)](1-8)w,

(12b) e =[1/(14p)]1(1-8)w,

(12¢) k& M=citey/ ntnetnyikis

(12d) e=[8(1-0)/0] "1 o D =g (k)

(12¢) %={8(1-00/0]™" P ke ™ =y(h)

(12f) wi=(1-o)k"" =w(ky)

12 The existence of balanced growth paths requires that the utility function is additive separable and homogenous and
production functions are linearly homogenous (Jones and Manuelli 1990). These requirements are satisfied by
functions (3), (5) and (6).

13 If the economy does not have a balanced growth equilibrium, steady state equilibria of the economy do not sustain
perpetual endogenous growth. In this case, endogenous growth equilibria are unstable equilibrium trajectories, which
converge to the infinity. The analysis of the unstable equilibrium trajectories is much more complicated than the
analysis of the steady state equilibria. For the analysis of the unstable equilibrium trajectories, see Boldrin (1992),
Azariadis and Reichlin (1996) and Antinolfi et al. (2001).



(12g) R=ok™ ™" =R(k)

where n=N/N,is the gross growth rate of population, c¢;=c;/h; and c,=c,/h; are the
consumption per effective unit of labor, e=e/h, is the education per effective unit of
labor, y=h/h, is the gross growth rate per worker and (12d)-(12g) define e, v;, w; and
R+ as functions of k..

Definition 2 implies that every steady state of system (12) is a balanced growth
equilibrium, because in the steady state c;=c;/h;, e=e/h; and k/=k//h, i.e., ¢ ,Cos, €;, hy and
k, grow at the same endogenously determined gross growth rate y(k)=h/h,.

If the economy does not have human capital accumulation, i.e., &0 and u=0, then ¢=0
and y,=1 by (12d) and (12e). In this case, the source of economic growth is technological
progress alone and the economy has a balanced growth equilibrium only if o-tn=1, which
implies that the gross growth rate is k. /k=[p/(1+p)](1-0)/n by (12a). Because K;1/Ki=
nk/k=[p/(1+p)](1-0)<1, the economy disappears in time. This can be corrected by
adding a scale factor to the production function, i.e., F(K,H,, %t)=AKt°‘Ht1'°‘ En, where
A>1/[p/(1+p)](1-0). This type of model is studied by Saint-Paul (1992), Grossman and
Yanagawa (1993) and King and Ferguson (1993) among others. If 6=0 and o-+1>1, then
the economy does not have a balanced growth equilibrium, but it has a non-balanced
growth equilibrium, which displays perpetual endogenous growth. This type of model is
studied by Boldrin (1992), Azariadis and Reichlin (1996) and Antinolfi et al. (2001)
among others.

If the economy does not have technological progress, i.e., n=0 and u=0, then the source
of economic growth is human capital accumulation alone and y>0 and R'<0. This type of
model is studied by Azariadis and Drazen (1990), Michel (1992), Kahn et al. (1997),
Boldrin and Montes (2002) and Marchand et al. (2003) among others.

2.2 Steady states and transitional dynamics

In this section we consider the existence of non-trivial steady states and transitional
dynamics in the economy. Galor and Ryder (1989) show that exogenous growth OLG
models with a log-linear utility function and C-D production functions have a unique
non-trivial steady state, which is globally stable in the forward dynamics. We show that
this result also holds in our model if the effects of technological progress are weak. If the
productivity effect of technological progress is sufficiently strong, it can make the non-
trivial steady state globally unstable. A similar result holds in the endogenous growth
OLG models, where the source of growth is technological progress due to learning-by-
doing externalities alone (Boldrin 1992, Azariadis and Reichlin 1996, Antinolfi et al.
2001). However, the interpretation of the unstable steady state in these models is different
from that in our model, because steady states do not sustain perpetual growth in the
models. If the erosion effect of technological progress is sufficiently strong, it can also
make the non-trivial steady state globally unstable.
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Substituting (12d-f) into (12a) simplifies system (12) to the following scalar system:
(13) n[1+8(1-0)/ o (ke ke =[p/(1+p)](1-8)w (ko)

Equation (13) can be solved in the backward or forward dynamics. The dynamic
equilibrium of the production economy is usually solved in the forward dynamics,
because the initial value of & is historical data and is given by the definition of the
competitive equilibrium.

Equation (13) defines the following mapping in the forward dynamics:
(14) k=D kt(OﬁT])(l-S)/ (Hl)Eq)( k)

where ®={[p/(1+p)](1-8)(1-00)/n[8(1-00)/0] D[ 1+8(1-0r)/o] } 21 >0 by 0<<1, p>0
and 0<o<1.

From (14) it follows that

(15) o'=[(ortn)(1-8)/(1-W) i/

where ¢">0 by 0<8<1, n>0, 0<o<1 and 0<p<1."*

If the human capital production function does not have intergenerational externalities,
i.e., if 8=1, then k= [o/(1-00)]""™ by (14), which implies that the economy does not
have transitional dynamics. With intergenerational externalities, i.e., when <1, we
cannot make this type of simplification and the model has transitional dynamics.

By using (14) and (15) we can show:

PROPOSITION 1: (i) The economy has a trivial steady state k =0. If
(otM)(1-8)/(1-W)#1, then the economy also has a unique non-trivial steady state.
(ii) If (o+n)(1-8)/(1-W)<1, then the non-trivial steady state is globally stable.
(iii) If (0+n)(1-8)/(1-w)>1, then the non-trivial steady state is globally unstable.

PROOF: (i) Difference equation (14) has a trivial solution ¢(0)=®0*M(1-¥ 140
because (0+1)(1-8)/(1-w)>0. Moreover, it has a unique non-trivial steady state ~=0(k) as
long as ¢'(k)=(o+n)(1-0)/(1-w)#1, because mapping ¢(k;) is an exponential function.'® If

" If u>1, then ¢'<0. In this case, the economy has a unique non-trivial steady state. If (o+n)(1-8)/(1-p)<-1, then the
non-trivial steady state is an unstable spiral. If (o-+n)(1-8)/(1-l)=-1, then the non-trivial steady state has an infinite
number of 2-period cycles around it. If -1<(or+n)(1-8)/(1-1)<0, then the non-trivial steady state is a stable spiral.

'S Exponential function ¢(k)=k" satisfies ¢">0,¢"<0, lim,_,y ¢'(k)=co and limy_,., ¢'(k)=0 if 0<a<1 and ¢'>0,¢">0, lim,_,,
0'(k)=0 and limy_,.. ¢'(k)=c< if a>1, which are necessary and sufficient conditions for the existence of a unique non-
trivial steady state.
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(oM)(1-8)/(1-w)=1, then equation (14) has zero or infinite number of non-trivial steady
states.

equivalent to the dynamics of the non-trivial steady state in linearized system by the
Hartman-Grobman theorem if ¢(k) is invertible and the non-trivial steady state is
hyperbolic (Azariadis 1993, 59). These conditions are satisfied if ¢'(k)=0 and ¢'(k)#1.
Because (0ot1)(1-6)/(1-w)>0, the Hartman-Grobman theorem applies as long as
(o+M)(1-8)/(1-w)1. The global dynamics of the non-trivial steady state in system (14) is
topologically equivalent to the local dynamics of the steady state if mapping ¢ does not
have other stable non-trivial invariant sets in addition to the non-trivial steady state
(Azariadis 1993, 85-92). This is true as long as (o-+1)(1-8)/(1-L)#-1, because k=(])2(k)=
D@ MU0y EmMI-IM14) goeq not have other non-trivial solutions than

k=0(ky=@k M-V Hence, if ¢'(k)=(0+1)(1-8)/(1-w)<1, then the non-trivial steady
state is a stable node. If ¢'(k)=(ort1)(1-8)/(1-1)>1, then the non-trivial steady state is an
unstable node. Q.E.D.

Proposition 1 implies that the economy has a unique non-trivial steady state except in the
special case (0+n)(1-0)/(1-w)=1, where it has zero or infinite number of non-trivial
steady states. Moreover, it implies that the stability of the non-trivial steady state depends
on the degree of returns to scale in production functions g and f, i.e., on

the strength of the productivity and erosion effects of technological progress.

If g and f have decreasing returns to scale, then the non-trivial steady state is stable,
because 6-u>0 and o<1l = (or+n-1)(1-8)<6-i = (0-tn)(1-0)/(1-w)<1. This result is
sensible, because the same is true for the exogenous growth OLG models with a log-
linear utility function and C-D production functions (Galor and Ryder 1989).

If f has increasing returns to scale (0+n>1), then it is possible that (o+n-1)(1-6)>0-lL =
(o+n)(1-8)/(1-w)>1. In this case, the non-trivial steady state is unstable. A similar result
holds for the endogenous growth OLG models, where the source of growth is
technological progress due to learning-by-doing externalities alone (Boldrin 1992,
Azariadis and Reichlin 1996, Antinolfi et al. 2001). The interpretation of the unstable
steady state in these models is different from that in our model. They are not balanced
growth equilibrium models, which implies that they do not sustain perpetual growth in
the steady state. Hence, the unstability of the non-trivial steady state is a necessary
condition for the perpetual growth in these models. Because our model sustains perpetual
growth in the steady state, the unstability of the non-trivial steady state is not required for
perpetual growth.

If g has negative returns to scale (8-u<0), then it is also possible that (o-+n-1)(1-8)>6-u
= (otm)(1-8)/(1-w)>. Hence, the erosion effect of technological progress is an additional
reason for the unstability of the non-trivial steady state.



22

A log-linear utility function and C-D production functions are not necessary for the
existence of a balanced growth equilibrium in the model. However, if we allow more
general forms of utility and production functions than (3), (5) and (6), then the dynamics
of the economy can be more complicated than Proposition 1 indicates and the stability of
the non-trivial steady state also depends on model properties other than the degrees of
returns to scale in the production functions g and f. For example, with a constant
elasticity of substitution (CES) utility function, it is possible that ¢ is a multivalued
mapping and the economy can have multiple non-trivial steady states, periodic solutions
and indeterminacy. The same is also true if we have production functions, which allow
indirect effects of technological progress through technological complementaries.'®

The global dynamics of system (14) can be also analyzed qualitatively by phase-diagrams
in the (k1,k;) space. For this purpose, let us consider time paths, which satisfy k.= &;.
Equation (14) implies that

(16) k< o(k) if k1= k

From (16) it follows that ; is increasing when ¢ lies above the 45° line and decreasing

when ¢ lies below the 45° line. Hence, the global dynamics of the non-trivial steady state
can be demonstrated by the following phase-diagrams:

kt+ 1 kt+ 1

A

v
v

k kt k kt
(@) (b)

FIGURE 1 Global dynamics of the non-trivial steady state when (a) (or+1)(1-8)/(1-w)<1
(b) (ocn)(1-8)/(1-p)>1

2.3 Characterization of dynamic inefficiency
In this section we examine the welfare properties of the competitive equilibrium. In

particular, we consider so called dynamic inefficiency. Usually, dynamic efficiency is
meant to convey productive efficiency, which is connected to the physical capital

!¢ For the analysis of the model with general forms of production functions and a constant elasticity of substitution
utility function, see Appendix 1.
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overaccumulation relative to the Golden Rule (Cass 1972). In the endogenous growth
OLG models, productive efficiency is not an appropriate method to evaluate dynamic
efficiency, because it is not able to indicate all allocations, where intergenerational
reallocation is feasible. Hence, we adapt a stronger measure of dynamic efficiency than
Cass (1972) and show that dynamic inefficiency can be connected to physical capital
over- or underaccumulation relative to the Golden Rule allocation.

To characterize the social optimum, we assume a social planner, who maximizes the sum
of discounted utilities over generations subject to the resource constraints of the
economy. The competitive equilibria of the economy may differ from the social optimum
in two ways. First, the OLG-structure of the model may cause a failure in the households'
saving behavior. Because this inefficiency is connected to the allocation of resources
between generations, it is called dynamic inefficiency. Second, intergenerational and
learning-by-doing externalities cause a difference between the private and the social
returns from education and physical capital investments. The welfare loss due to
externalities is called static inefficiency.

Both inefficiencies affect the accumulation of physical capital and economic growth,
which makes the welfare analysis of the model difficult. To maintain the tractability of
the analysis, we conduct the welfare analysis in the second-best setting, where the social
planner does not internalize externalities.'” The second-best problem typically occurs
when the economy lacks suitable instruments to fulfill some part of the optimality
conditions (Lipsey and Lancaster 1956).

Social planner has the following utility function:

(17) W=u(cop)+E7 0u(cr)tpu(cai)]  ©>0

where  is the social discount factor.

Utility function W is a weighted sum of generations' utilities alive at date 0 or later.
Hence, we can obtain all Pareto optimal allocations by varying the weights @' in the
feasible range of the parameter space. To ensure that the objective function of the planner
is finite, we must set some restrictions (transversality conditions) on the feasible values of
the weights. These restrictions define the feasible range of Pareto optimal allocations.
The resource constraints of the economy are:

(18a) F( ktahtj(t)zc 1chCa/ntnectnk

(18b)  he;=G(hge, kei)

7 In the endogenous growth OLG models the welfare loss due to externalities can be eliminated by distortionary
subsidies and taxes. For the elimination of static inefficiency, see Saint-Paul (1992), Caballe (1995) and Marchand
et al. (2003).
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(18¢c) h=h,

(18d) k=k,

where constraints (18c) and (18d) imply that the planner internalizes externalities.

In the first-best problem the planner chooses the optimal amounts of consumption,
education investments, human capital and physical capital to maximize utility function
(17) subject to (18a-d). Substituting (18c-d) into (18a-b) and (18a) into the utility

function (17) simplifies the planner's utility maximization to the following Lagrangean:

(19)  max u(c)+X =0 o {u[F (ky,hy)-co/n-ne-nky J+pu(ci) [+ M he -G (hge ke )1}
{corrieuhi ke } =0

where FA(k,h)=F(k,h.k/h;) and h;=G"(h,e., ki+1) is defined implicitly by h.,;=G(h,e;,
Ke/hie).

The first-order conditions are:

(20a) o(1/m)u'(ciw1)=pu'(Cae+1)

(20b) nu'(c)+tAG™(hye, ki )=0

(20c)  @F y(Kerp,her DU (1) AT O G (D €4041, Ki)
(20d) - @F" (kerrher)u'(Cres)=nu'(Cr)+AG 3 (hy e, ki)
where ¢11,C2+1> 0 by Inada-conditions.

The transversality conditions are:'®

(20e) lim (.. ' u'(c; k=0

(20f) lim (.. ®'u'(c;)e=0

(20g) lim (.. @' u'(c;)h=0

From conditions (20b-d) it follows that:

(21a) R*y ;=G (hyepker )W

'8 The transversality condition ensures that the objective function is finite for all feasible allocations. For details, see De
La Croix and Michel (2002, 103).
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(21b) nu'(ci)/u'(cr)=OR* 4

where R* 1 =F" (ke 1,he)/[1-GM3(hye ki1 )/ G (b ki) ] and w e =F (ks his)-
NG (hrp,€01, Ken)/ G (i, €01, ki)

Equation (21a) determines the optimal allocation of education investments. It is equal to
the households' first-order condition (8b) except that the private gross rate of return on
physical capital R, is replaced by the social gross rate of return on physical capital R*,,
and the private wage rate w is replaced by the social wage rate w*.,;. Equation (21b)
determines the optimal allocation of physical capital and it is usually called the Euler
equation. In the planner's problem, the Euler equation replaces the households' saving
function (9a).

If externalities are sufficiently strong, then the planner's production possibility set is non-
convex. From non-convexity it follows that the Kuhn-Tucker Theorem does not apply
and the first-order conditions of the social planner's utility maximization problem are not
sufficient conditions for the maximum.

Besides the fact that the planner's problem with externalities may be ill-defined, the
effects of externalities may conflict with each other and their overall effect is ambiguous.
First, learning-by-doing externalities in the final goods production function cause
underaccumulation of physical capital relative to the social optimum. Second, learning-
by-doing externalities in the human capital production function cause overaccumulation
of physical capital relative to the social optimum. Third, intergenerational externalities in
the human capital production function implies underinvestments in education, which can
cause over- or underaccumulation of physical capital relative to the social optimum.
Moreover, the effects of externalities may conflict with the effect of dynamic
inefficiency.

To avoid these problems, we consider a second-best problem, where the planner does not
internalize externalities. Hence, externalities form an additional distortion to the planner's
problem. Usually second-best analysis is used in the public finance literature to determine
welfare implications of distionary taxation. However, Lipsey and Lancaster (1956) show
that the second-best setting applies to a much wider class of problems. More recently,
Kehoe et al. (1992) use a second-best analysis in model with externalities and non-
convexity.

In the second-best problem the planner chooses the optimal amounts of consumption,
education investments, human capital and physical capital to maximize utility function
(17) subject to (18a-b). Substituting (18a-b) into the utility function (17) simplifies the
planner's utility maximization to the following unconstrained problem:

(22)  max u(cy)t2L o (Dt{u[F(ktsG(Et-l>et-1s7€t)>7€t)'02t/n'net'nkt+1]+pu(c2t+1)}

{carn,eukir} =0

The first-order conditions are:
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(23a) o(1/m)u'(cy1)=pu'(car+1)

(23b) nu'(c;)=®Gs( hyey, k) Fa(Keet her, ke )U'(C11)
(23¢) nu'(c1)=0F (ke 1, hep ke )u'(Creen)

where ¢y,Cp¢11,6,Ki+1 > 0 by Inada-conditions.

The transversality conditions are:

(23d) 1lim (e @' u'(ci)k=0

(23e) lim (.. ' U'(c;)e=0

Conditions (23) together with (18c) and (18d) are sufficient for the maximum, because
objective function (22) is strictly concave in {Cyu1,e,Ki+1} =0 by (3), (5) and (6).

From conditions (23b), (23c¢), (18c) and (18d) it follows that:
(24a) Ry 1=Gy(hpenkir)Wir
(24b) nu'(ci)/W'(Cie+)=OR

where Ry 1=F(ky1,heq, k) and w1 =Fo(kyp,he, k) as in the competitive equilibrium.
It follows that the solution of the planner's second-best problem is similar to the
competitive equilibrium except that the accumulation of physical capital is determined by
the Euler equation (24b) instead of the saving function (9a).

To clarify what we mean by dynamic inefficiency, let us define:

DEFINITION 3: If a competitive equilibrium solves the planner's second-best problem
(22) for some >0, then it is said to be dynamically efficient. If a competitive equilibrium
does not solve the planner's second-best problem (22) for any >0, then is said to be
dynamically inefficient. If a competitive equilibrium satisfies Ry =R* | and W 1=w*
for all k, then it is said to be statically efficient. If a competitive equilibrium has
Ren#zR* 1 or wen#W* i for some k, then it is said to be statically inefficient.

Definition 3 implies that dynamic inefficiency is a welfare loss due to OLG-structure of
the economy while static inefficiency is a welfare loss due to externalities. By using
Definition 3 we can show:

PROPOSITION 2: Ifny>R in the non-trivial steady state, then it is dynamically
inefficient. If ny<R in the non-trivial steady state, then it is dynamically efficient.



27

PROOF: Substituting utility function (6) into the Euler equation (24b) implies that
nYic1+1/c1=0R+, where 7, is defined implicitly by (18b) and (24a) as in the competitive
equilibrium. It follows that a dynamically efficient steady state allocation must satisfy
ny=0R. Substituting (6) into transversality condition (23d) implies that lim (... @' k/c;=0,
which is satisfied when 0<w<1. The limit case ®=1 does not satisfy the transversality
condition (23d). In this case, however, we can obtain the solution of the planner's
problem by modifying the planner's objective to u(c,o)-u(c, )+ "o W u(c;)+pu(Cy1)-
u(c,™)-pu(cy™)], where u(c;*)+pu(c,”) is the maximum stationary utility level (De la
Croix and Michel 2002, 92). Hence, feasible values of weights are 0<®<1. It follows that
if ny=wR>R in the non-trivial steady state, then the planner can increase the welfare of
the economy for all feasible ® and the allocation must be dynamically inefficient. On the
other hand, if ny<R in the non-trivial steady state, then the planner cannot increase the

welfare of the economy for some feasible ® and the allocation must be dynamically
efficient. Q.E.D.

Proposition 2 implies a simple condition for the dynamic inefficiency of the non-trivial
steady states. From equations (12f), (12g) and (13) it follows that in the competitive
equilibrium ny/R=[(1-ot)/c]nyk/w=[p/(1+p)]/[o/(1-cr)(1-6)+6/(1-8)], where
[p/(1+p)]/[o/(1-0)(1-8)+ &/(1-8)] can be smaller or higher than unity by 0<p<1, 0<o<1
and 0<8<1. Hence, we have the following:

COROLLARY 1: If[p/(1+p))/[o/(1-0)(1-0)+0/(1-0)]<1, then the non-trivial steady state
of the competitive economy is dynamically efficient. If [p/(1+p)]/[o/(1-0t)(1-8)+6/(1-0)]
>1, then the non-trivial steady state of the competitive economy is dynamically inefficient.

Corollary 1 implies that dynamic inefficiency depends on the discount factor p and the
productivity of physical capital o as in exogenous growth OLG model with a log-linear
utility and C-D production functions (De la Croix and Michel 2002, 80). Moreover, it
also depends on the productivity of education 8. However, it does not depend on the
productivity and erosion effects of technological progress L and M. This result is sensible,
because | and 1| define the effect of production externalities on the model and thereby
they do not have a direct influence on intertemporal allocation.

Proposition 2 is consistent with Cass's (1972) condition for dynamic inefficiency, which
implies that a growth path is dynamically inefficient if the terms of trade from the present
to the future decrease sufficiently fast in time, i.c., S ol T'=0 Ry/nys < eo. However, Cass
defines dynamic inefficiency as productive inefficiency, which is always connected by
definition to the physical capital overaccumulation relative to some reference
allocation.'” In our model it is possible that allocations which satisfy Cass's condition for

19 Cass (1972) defines path {K¢} to be dynamically inefficient if there exists another path {K¢'}, which in each period
provides at least as much consumption, and in some period more, i.e., if 3 {K¢'} such that F(K¢',H)-K¢+1' 2F(K¢,Hp)-
K¢+1 for all t, F(K¢,Hy)-K¢+1' >F(K¢(,H¢)-K¢+1 for some t and K=K{' for t<t* and K#Ky' for t>t"*. Because
F(K,Hp)-Kt+1' < F(Kt,Hp)-K¢+1 for K¢+1' > K¢+, it must be true that path {K¢} can be dynamically inefficient only
if K=Ky for all t. It follows that inefficiency is always connected to physical capital overaccumulation relative to
some reference allocation (for example Golden Rule) and any allocation that is underaccumulated compared to the
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dynamic inefficiency can also have physical capital underaccumulation relative to some
reference allocation.”” Hence, even if Cass's condition for dynamic inefficiency is
consistent with Proposition 2, the argument for the condition is different from the
argument for Proposition 2.

To show that physical capital underaccumulation can be dynamically inefficient, let us
consider a limit case of the planner's second-best problem, where the planner treats all
generations equally, i.e., @=1. This allocation satisfies in the steady state ny=R, which is
the analogue of the Golden Rule allocation in our model. Hence, we denote this
allocation by A°%. The economy has a unique A°*>0, because equation ny(k)=R(k)
defines implicitly an exponential function for £ by (12d) and (12f). From the uniqueness
of k°*>0 it follows that R<ny for k>k® if R'(k“®)<ny'(k®®) and R<ny for k<k“® if
R'(A“®)>ny(k°*). Hence, dynamic inefficiency implies physical capital overaccumulation
relative to the Golden Rule if kGRR'/R<nkGRy'/ny, i.e., (on)(1-8)/(1-w)<1. This case also
includes Cass's (1972) model without externalities, where R'(kGR)<0 and nY(kGR):O. On
the other hand, dynamic inefficiency implies physical capital underaccumulation relative
to the Golden Rule if A“*R/R>nk“y/ny, i.e., (0+1)(1-8)/(1-w)>1. This discussion can be
summarized the following corollary:

COROLLARY 2: If (o) (1-8)/(1-w)<1, then dynamically inefficient steady states
satié]g/ k=kSRIf (on)(1-8)/(1-w)>1, then dynamically inefficient steady states satisfy
k<k™.

Corollary 2 implies that dynamic inefficiency can be associated with physical capital
over- or underaccumulation relative to the Golden Rule. The result depends on the degree
of returns to scale in production functions g and f; i.e., on the strength of the productivity
and erosion effects of technological progress.

If g and f have decreasing returns to scale, then dynamic inefficiency implies
overaccumulation relative to the Golden Rule, because 8-1>0 and o-+n<1 = (ortn-1)(1-
8)<d-1 = (ortn)(1-8)/(1-w)<1. This result is sensible, because the same is true for the
exogenous growth OLG models without externalities (Cass 1972). If g has negative
returns to scale (8-11<0) or f has increasing returns to scale (0-tn>1), then it is possible
that (o-tn)(1-0)/(1-w)>1 < (or+n-1)(1-8)>0-U. In this case dynamic inefficiency implies
underaccumulation relative to the Golden Rule.

The intuition for the result is the following. The Euler equation and the transversality
condition imply that a social planner can increase the welfare of the economy if the
productivity of physical capital is low such that the growth rate of output exceeds the rate

reference allocation is dynamically efficient by definition. Hence, to consider dynamic inefficiency in the case of
physical capital underaccumulation requires a different type of analysis. In particular, it requires that we can
compare a decrease of consumption in one period to an increase of consumption in another period, i.e., a social
welfare function.

2 Another example of a model where dynamic inefficiency is connected to physical capital underaccumulation relative
to some reference allocation is Gutierrez's (2003) production OLG model with negative pollution externalities.
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of return on physical capital. If production functions g and f have decreasing returns to
scale, then the rate of return on physical capital is decreasing and the growth rate of
output increasing in physical capital. This implies that the growth rate of output only
exceeds the rate of return on physical capital when physical capital is overaccumulated
relative to the Golden Rule. If f has increasing returns to scale, then the rate of return on
physical capital is increasing in physical capital. If g has negative returns to scale, then
the growth rate of output is decreasing in physical capital. In these cases, the growth rate
of output can also exceed the rate of return on physical capital when physical capital is
underaccumulated relative to the Golden Rule.

If we allow more general forms of utility and production functions than (3), (5) and (6),
then dynamic inefficiency may also depend on model properties other than the
productivity of physical capital, education and technological progress. Moreover,

the relationship between dynamic inefficiency and over- or underaccumulation does not
necessarily depend directly on the degrees of returns to scale in production functions g
and f. Furthermore, it is possible that the economy has multiple non-trivial stationary
solutions for the planner's utility maximization problem and the economy has multiple
kR In this case, it is unclear which one is social optimum and we cannot conduct the
efficiency analysis by comparing the equilibrium allocations to the social optirnum.zl

In the end we make some notes about the connection between static and dynamic
inefficiency. First, King and Ferguson (1993) show that endogenous growth OLG models
without externalities are always dynamically efficient. This result also holds in our
model. If the economy does not have externalities, i.e., 0=1 and u=n=0, then the
competitive equilibrium is equal to the social optimum by (14), (21a) and (24a). Hence,
the existence of dynamic inefficiency in the endogenous growth models requires static
inefficiency even if the fundamental reason for dynamic inefficiency is the OLG structure
of the model. Second, Saint-Paul (1992) and Grossman and Yanagawa (1993) show that
if the source of growth is technological progress due to learning-by-doing externalities,
then the Pareto optimality of the competitive equilibrium depends only on static
inefficiency and the elimination of dynamic inefficiency decreases the overall welfare of
the economy. This type of situation is also possible in our model. To see this, let us
consider a special case of the model, where the final goods production function f has non-
decreasing returns to scale (0+n=1) and human capital production function does not have
learning-by-doing externalities (u=0). From market clearing (18a) it follows that
R*=(ortn)k* ™ 2k M= f(k)/k=c,/k-+c,/nk+ny>ny, which implies that the balanced growth
equilibrium satisfies the planner's first-best problem for some social discount factor.
Hence, the Pareto optimality of the competitive equilibrium only depends on static
inefficiency and the elimination of dynamic inefficiency decreases the overall welfare of
the economy if static and dynamic inefficiency conflicts with each other. In Saint-Paul's
(1992) and Grossman and Yanagawa's (1993) model, we have o+n=1, =1 and u=0,
which implies that static inefficiency causes underaccumulation of physical capital and
dynamic inefficiency causes overaccumulation of physical capital. Hence, static and

2! For the analysis of the model with general forms of production functions and a constant elasticity of substitution
utility function, see Appendix 1.
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dynamic inefficiency conflicts with each other, which implies that the elimination of
dynamic inefficiency decreases the overall welfare of the economy. If the model has
intergenerational externalities (6<1), the result may not hold, because intergenerational
externalities may cause physical capital overaccumulation. Moreover, if the final goods
production function f has decreasing returns to scale (0-+n<1) or human capital
production function has learning-by-doing externalities (L>0), then it is possible that R*
<ny, which implies that the Pareto optimality of the competitive equilibrium also depends
on dynamic inefficiency as in Michel (1992), Kahn et al. (1997) and Marchand et al.
(2003).

3. INTRINSICALLY USELESS ASSETS

In this chapter we consider the redistribution of resources from children to parents
through bubbles. We add to the model an intrinsically useless infinitely lived asset and
show that it can eliminate dynamic inefficiency due to OLG-structure of the model as in
Tirole (1985).

Intrinsically useless assets do not pay any dividends or rents, which implies that the
fundamental value of the intrinsically useless assets is zero.”* Examples of intrinsically
useless assets are fiat money and government Ponzi game debt. If an intrinsically useless
asset has a positive value, it is called a bubble. Because intrinsically useless assets are
owned by old agents and sold to the next generation, bubbles move resources from
children to parents. Hence, a necessary condition for bubbles is that the economy without
intrinsically useless assets is dynamically inefficient such that there is a case for
reallocation of resources from children to parents.

If the source of economic growth is endogenous technological progress, then bubbles
crowd out savings in physical capital and the growth rate of output depends positively on
physical capital (Grossman and Yanagawa 1993, Azariadis and Reichlin 1996). Hence,
bubbles cannot increase economic growth in these models. The same is true if the source
of economic growth is human capital accumulation alone (Michel 1992). If the source of
economic growth is human capital accumulation and technological progress together, the
situation is different. Bubbles can crowd out or crowd in savings in physical capital and
the balanced growth rate of output can depend positively or negatively on physical
capital, which implies that bubbles can increase or decrease economic growth.

22 The fundamental value of an asset is the present discounted value of its future dividends or rents. If assets pay
dividends or rents, they are intrinsically useful. Examples of intrinsically useful assets are land, natural resource or
stock market shares of firms. Usually intrinsically useful assets only have fundamental value. If dividends or rents
grow at a lower rate than the rest of the economy, intrinsically useful assets can also have non-fundamental value.
The same is true if the aggregate stock of assets grows in time and new assets are not a gift to the owners of the old
assets. In this case, the dividends or the rents of new assets cannot be discounted and valued before the actual
creation of assets, i.e., the dividends or the rents are non-capitalized. Examples of assets with non-capitalized
dividends are future inventions or stock market shares of firms in the industry with free entry. On the other hand,
examples of assets with capitalized dividends are land and stock market shares of firms in the industry with
blockaded entry. (Tirole 1985, Rhee 1991, Grossman and Yanagawa 1993, Femminis 1999)
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3.1 The model

The model is the same as in Chapter 2 except that the economy has intrinsically useless
assets, which can be used as a substitute for savings in physical capital. Because
intrinsically useless assets do not affect periodic budget constraints (1a) and (1b), the
households' utility maximization problem (7) and first-order conditions (8) hold.

The free disposability of assets implies that the value of intrinsically useless assets is non-
negative:

(25) B=0
where B, is the value of intrinsically useless assets, i.¢., the bubble.

Non-arbitrage between savings in the intrinsically useless assets and physical capital
implies that:

(26) RBHIS Ry (=if B> 0)
where R’ is the gross rate of return on intrinsically useless assets.

Suppose that intrinsically useless assets are owned by old agents of generation t-1. They
sell intrinsically useless assets to the adults of generation t, who pay these assets B,
because they believe that they can sell them again in the next period to the adults of the
following generation and receive R®,B,. It follows that

27) Bt+1:RBt+1Bt

Intrinsically useless assets in (25)-(27) can be interpreted as fiat money or government
Ponzi game debt. In the former case, let M>0 be the aggregate amount of money and p;
the price of money in terms of consumption goods at time t. It follows that we obtain
(25)-(27) by setting p. l/plERBH and pM=B,. In the latter case, let Aw=R%. A, and A, >
0 be the government budget constraint. It follows that we obtain (25)-(27) by setting
R*.;=R®,, and A=B.”

By using (27) we can rewrite the non-arbitrage condition (26):
(28)  nby /b < Ry (=if b>0)

where b=B/N..

2 An increase in the aggregate money supply M would decrease the effect of bubbles on the economy (Ferreira 1999,
Futagami and Shibata 2000). The same is true for permanent budget deficits. For details, see Chapter 5.
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Condition (28) determines when the economy has a bubble and when the non-negativity
constraint for bubbles is binding. If the economy sustains a bubble, condition (28) defines
a link between the rate of return on physical capital and the growth rate of the bubble.

Assets market clearing condition is
(29) Nis= Ky BNy e

Perfect foresight implies that households of generation t foresee the future value of the
bubble by, correctly. Hence, agents' beliefs on the bubble are non-stochastic and the
probability that the bubble will collapse is zero.**

The equilibrium of the economy is defined as:

DEFINITION 4: 4 competitive equilibrium of the economy with intrinsically useless
assets is a sequence {b,C1,Cou+1,€NuKe1} o Such that

(i) C1p» Cor and ey maximize utility (6) subject to budget constraint (2) and human
capital production function (5) under given factor prices and external effects

(ii) factors are paid their marginal products (4)

(iii) budget constraints (1) and market clearing conditions (11) and (29) are satisfied
(iv) k¢>0, hy>0

(v) k=kiand h=h,

(vi) non-arbitrage condition (28) is satisfied

The definition of the competitive equilibrium of the economy with intrinsically useless
assets is similar to the definition of the competitive equilibrium of the economy without
intrinsically useless assets except that the economy has an additional state variable by,
which satisfies non-arbitrage condition (28). Moreover, the economy satisfies asset
market clearing condition (29) instead of (10).

Equations (4),(5),(9),(11),(28) and (29) define the competitive equilibrium of the
economy with intrinsically useless assets:

(30a) nYketneth=[p/(1+p)](1-8)w,
(BOb) ¢ =[1/(1+p)](1-O)w,

(30c) nYbu/b< Ry (=if 5> 0)
(30d) k&> M=c tcr/ntnetnyk

(30e) e=[8(1-00)/0] " ki " =e(kiy )

2 A positive probability of collapsing would decrease the effect of bubbles on the economy (Weil 1987a, Bertocchi
and Wang 1993).
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(30f) % =[8(1-0/0] " ke W0 =y
(30g) w=(1-0)k™" =w(k,)
(30h) R=ok* ™! =R(k,)

where h=B/H, is the bubble per effective unit of labor and (30e)-(30h) define e, ¥, W+
and Ry, as functions of k.

System (30) can have two types of equilibria. If 5, > 0, they are called bubble equilibria,
and if =0, they are called bubbleless equilibria.

3.2 Steady states and transitional dynamics

In this section we consider the existence of non-trivial steady states and transitional
dynamics in the economy with intrinsically useless assets. Tirole (1985) shows that
exogenous growth OLG models with intrinsically useless assets have a unique globally
saddle-path stable bubble steady state if the economy without intrinsically useless assets
has a unique dynamically inefficient globally stable non-trivial steady state. We show
that this result also holds in our model if the effects of technological progress are weak. If
the productivity effect of technological progress is sufficiently strong, it can make the
bubble steady state globally unstable and cause oscillations around the steady state. A
similar result holds in the endogenous growth OLG models where the source of growth is
technological progress due to learning-by-doing externalities alone (Azariadis and
Reichlin 1996). However, the interpretation of the unstable steady state in Azariadis and
Reichlin's model is different from that in our model, because steady states do not sustain
perpetual growth in the model. If the erosion effect of technological progress is
sufficiently strong, it can also make the non-trivial steady state unstable and cause
oscillations.

Moreover, we show that bubbles can decrease or increase economic growth. This result is
different from those in models, where the source of growth is technological progress
(Grossman and Yanagawa 1993, Azariadis and Reichlin 1996) or human capital
accumulation alone (Michel 1992).

Substituting (30e-h) into (30a) and (30c) simplifies system (30) to the following planar
system:

(31a) n[1+8(1-00)/at]y(ker1 ke =[p/(1+p)](1-8)w(ky)-by

(31b) ny(ki1)bit/b < R(kisy) (=if 5> 0)
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If b, =0, system (31) is equal to the scalar system (13) in the economy without
intrinsically useless assets. If ;> 0, equations (31a) and (31b) define the following
mappings in the forward dynamics:

(328) ke =QU(p/(1+p))(1-B)w(k)-b, 1" V=0 (k, by)
(32b) b1 =R[Q' (ki b)Y (kiy b)I=07 (ki by)
where Q={n[8(1-0t)/0]* V[ 1+8(1-0)/0r]} ¥ >0 by 0<d<1, p>0 and 0<0<I.
From (32) it follows that
(33a) @' 1= [(ot)(1-8)/(1-W)] (ke k) [P/(1+p)](1-B)wi/ [(P/(1+p))(1-B)wi-by]
(33b) @'y=-[(1-8)/(1-)Jkert/[(p/(1+p))(1-8)Wi-b ]
(33¢) "1 =(Rkpt/Rent=Y k) (beri/hi )@ 1 =0t =(1-)/(1-8))(bis 1)@
(33d) @ Rer/mYHR et/ R Yo Yoo ) (Dot e )91 2=
Ry i/myH[oetn-(1-)/(1-8)1 (b1 /i )92

where ¢';>0 and ¢',<0 by 0<u<1, 0<8<1, p>0, 0<o<1 and 1>0.

Let us denote a non-trivial steady state of the economy without intrinsically useless assets

by £, i.e., o(k°)=k">0. By using (32) and (33) we can show:

PROPOSITION 3: (i) The economy with intrinsically useless assets has a trivial

bubbleless steady state k =0. Moreover, if (a+M)(1-8)/(1-p)#1 and ny(k°)>R(k>), then the
economy has a unique bubble steady state. If (0+n)(1-8)/(1-w) #1 and ny(k°)<R(K), then

the economy has a unique non-trivial bubbleless steady state.
(ii) If (om)(1-8)/(1-W)<1, then the bubble steady state is globally saddle-path stable.
Moreover, the non-trivial bubbleless steady state is globally stable.

(iii) If (0+M)(1-8)/(1-w)>1, then the bubble steady state is globally saddle-path stable, or
it is unstable and it can have oscillations around it. Moreover, the non-trivial bubbleless

steady state is globally unstable.

PROOF: (i) System of difference equation (32) has a trivial solution b=k=0, because
(ort1)(1-8)/(1-w)>0. Moreover, it has a bubble steady state if b=[p/(1+p)](1-d)w(k)-
n[1+38(1-o)/ o] y(k)k>0 and ny(k)=R(k). The former equation is a function in the (k,b)
space, which satisfies b>0 if ¢(k)>k, where (b(k):(pl(k,O) by (14) and (32). The latter
equation is a vertical line in the (k,b) space. It follows that the economy has a bubble
steady state if ny=R for some ¢(k)>k. On the other hand, the economy has a unique
bubbleless steady state by Proposition 1 if ny<R for some ¢(k)=k.
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If o'(K”)<1, i.e., (a+n)(1-8)/(1-p)<1, then ¢(k)>k for k < k° and o(k)<k for k > k°.
Moreover, equation (33c) implies that R'%/R(k)< nyk/ny(k), i.e., curve ny(k) crosses curve
R(k) from below and these curves have a unique strictly positive crossing point. Hence, if
ny(kD)>R(kD), then there exists a unique & >0 such that ny=R and ¢(k)>k, but we cannot
find k >0 such that ny<R and ¢(k)=k. If ny(k°)<R(£"), then there exists a unique k >0 such
that ny<R and ¢(k)=k, but we cannot find £ >0 such that ny=R and ¢(k)>%.

If ¢'(k°)>1, i.e., (0+n)(1-8)/(1-w)>1, then ¢(k)<k for k < k° and o(k)>k for k> kP.
Moreover, equation (33c) implies that R'%/R(k)> nyk/ny(k), i.e., curve ny(k) crosses curve
R(k) from above and these curves have a unique strictly positive crossing point. Hence, if
ny(k°)>R(k"), then there exists a unique & >0 such that ny=R and ¢(k)>k, but we cannot
find & >0 such that ny<R and ¢(k)=k. If ny(k”)<R(k"), then there exists a unique & >0 such
that ny<R and ¢(k)=k, but we cannot find £ >0 such that ny=R and ¢(k)>%.

exist by (i), the dynamics of the non-trivial bubbleless steady state is defined by
Proposition 1.

The local dynamics of the bubble steady state in system (32) is topologically equivalent
to the dynamics of the bubble steady state in linearized system by the Hartman-Grobman
theorem if D@(k,b) is invertible and the bubble steady state is hyperbolic (Azariadis 1993,
59). To show that these conditions are satisfied when (o+n)(1-8)/(1-w)>0 and (o-+n)(1-
8)/(1-n)#1, let us consider the Jacobian matrix of partial derivatives of the system at the
bubble steady state

') 0
J=Do(k,b)=

[ n-(1-w/(1-8)](B/)e", 1+{on-(1-)/(1-8)1(B/k)p'

From (33) it follows that det]=A,;A,=¢' ;>0 and trJ=\,+A,=1+¢" | +[o4n-(1-w)/(1-8)](b/k)
@', where A, and A, are eigenvalues of J. Moreover, 1-trJ+detJ=-[o-+n-(1-p)/(1-8)](b/k)
(plz and 1+trJ+detJ=2(1+(p11)+[0c+n-(l-u)/(l-8)](b/k)(p12. Because det]>0, J is invertible.
Moreover, if (o+n)(1-8)/(1-p)<1, then 1-trJ+detJ<0, and if (o+n)(1-8)/(1-W)> 1, then
detJ=¢' >¢">1 by (15) and (33a). It follows that if (0:+n)(1-8)/(1-w)#1, then eigenvalues
of J do not have modulus 1 and the bubble steady state is hyperbolic. Hence, as long as
(ot1)(1-8)/(1-w)#1, the Hartman-Grobman theorem applies.

The dynamics of the linearized system can be analyzed by studying the properties of the
eigenvalues of J (Azariadis 1993,62). If (or+1)(1-8)/(1-w)<1, then 1-trJ+ detJ<0 and
1+trJ+det]>0. It follows that the bubble steady state is locally a saddle.

If (otn)(1-8)/(1-w)>1, then 1-trJ+det)>0 and detJ>1. However, the sign of 1+trJ+det] is
ambiguous. If 1+trJ+det]<0, then the bubble steady state is locally a saddle. If 1+trJ+
detJ>0 for k>0 and b>0, then the bubble steady state is locally an unstable node or spiral.
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The global dynamics of the bubble steady state in system (32) is topologically equivalent
to the local dynamics of the steady state if mapping ¢ does not have other stable invariant
sets with bubbles in addition to the bubble steady state. This is true by the Stable
Manifold theorem if @(k;, b,) is diffeomorphism and the bubble steady state is hyperbolic
(Galor 1992). Because (p1 1(ki, b)>0, it must be true that det D(p(kt,bt):(p' 1R/ ny, >0,
which implies @ is a diffeomorphism. Hence, as long as (o+n)(1-8)/(1-Ww)#1, the Stable
Manifold Theorem applies. Q.E.D.

Proposition 3 is similar to Proposition 1 in the economy without intrinsically useless
assets except that the non-trivial steady state is a bubble equilibrium if the economy
without intrinsically useless assets has a dynamically inefficient non-trivial steady state.
Hence, the reason for bubbles is dynamic inefficiency as in Tirole (1985). The stability of
the bubble steady state depends on the degrees of returns to scale in production functions
g and f as in the model without intrinsically useless assets, i.e., on the strength of the
productivity and erosion effects of technological progress.

If g and f have decreasing returns to scale, then the bubble steady state is saddle-path
stable, because 8-u>0 and o<1 = (ortn-1)(1-8)<d-U = (ortn)(1-8)/(1-w)<1. This
result is sensible, because the same is true for the exogenous growth OLG models with a
log-linear utility function and C-D production functions (Tirole 1985).

If f has increasing returns to scale (o-t1>1), then it is possible that (o+n-1)(1-8)>6-u =
(ort1)(1-8)/(1-w)>1. In this case, the bubble steady state is unstable and can have
oscillations around it. A similar result holds for the endogenous growth OLG models,
where the source of growth is technological progress due to learning-by-doing
externalities alone (Azariadis and Reichlin 1996). The interpretation of the unstable
steady state in Azariadis and Reichlin's model is different from that in our model, because
the model does not sustain perpetual growth in the steady state.

If g has negative returns to scale (8-U<0), then it is also possible that (o-+n-1)(1-8)>-1L
= (o+m)(1-8)/(1-w)>1. Hence, the erosion effect of technological progress is an
additional reason for the unstability of the non-trivial steady state and oscillations.

It follows that dynamic properties of the model are almost analogous to the model
without intrinsically useless assets in Chapter 2. The only difference is that in the model
with intrinsically useless assets, technological progress can also cause explosive
oscillations. There are two reasons for this similarity. First, the second state variable is a
forward-looking variable without any initial condition, which implies that a saddle is a
stable steady state in the planar system. Second, the economy has C-D production
functions and a log-linear utility function, which eliminates local indeterminacy and
complex dynamics from the model

% In general, the dynamics of planar systems can be much more complicated than the dynamics of scalar systems. For
details, see for example Azariadis (1993).
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The global dynamics of the system (32) can be also analyzed qualitatively by the phase-
diagrams in the (k,b,) space. For this purpose, let us consider time paths, which satisfy
k12 ki and b2 by. Equations (32) imply that

(34a) @'(ky by) =k if k> k
(34b)  @*(ky, b) < by if by b,

From (34a) it follows that b=[p/(1+p)](1-8)(1-0)k> N-n(1+8(1-00)/o)[8(1-0r)/o] - 1+
(19 \when ki 1=k, by (31a). Hence, locus ki =k; is an humped-shaped [(o-+1)(1-0)/(1-p)<1]
or j-shaped curve [(o+n)(1-8)/(1-w)>1] in the (k,b,) space, which starts from the trivial
steady state (0,0) and crosses the horizontal axis at the non-trivial bubbleless steady state
(p](kt,0)=(])(kt)=kt. Moreover, k; is increasing below and decreasing above the locus k. 1=k,
because ¢',<0.

From (34b) it follows that 0b/ok= ¢ /(1-¢%) = -@' /@' ,=(0AN)(p/(1+p))(1-8)w/k,

>0 when b.,=b.. Hence, locus b1=b; is an increasing curve in the (k;,b,) space, which
crosses the horizontal axis at ny[0(k)]=R[$(k)]. This point is lower (higher) than the non-
trivial bubbleless steady state d(k,)=k; if (o-+n)(1-8)/(1-w)<I [(or+n)(1-8)/(1-w)>1],
because ny[0(k)]>R[0(k,)] at O(k)=k,. Hence locus by.1=b, crosses the horizontal axis at a
lower (higher) point than locus k. =k if (0r+1)(1-0)/(1-w)<1 [(o-+n)(1-8)/(1-pw)>1].
Moreover, b, is decreasing (increasing) below and increasing (decreasing) above the
locus b =by if (oH)(1-8)/(1-p)<1 [(o+N)(1-8)/(1-w)>1], because ¢y =(bys1/kiw1)(0:+1)
[(oe+1)(1-8)/(1-p0)- 11k A (P/(1+p))(1-8) W/ [(p/(1+p)) (1-)wirby .

It follows that the global dynamics of the bubble steady state can be demonstrated by the
following phase-diagrams:

by b1 =by

N
/]
v

ki
k1 =k
(a)
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FIGURE 2 Global dynamics of the bubble steady state when (a) (0+1)(1-8)/(1-w)<1 (b)
(otM)(1-8)/(1-p)>1

When (o-+1)(1-8)/(1-p)>1, the qualitative dynamics implies that the bubble steady state is
an unstable spiral or node and it eliminates the possibility that the bubble steady state is a
saddle. This additional information is due to the fact that the crossing point of the

horizontal axis and locus b, =b, is lower (higher) than the crossing point of the horizontal

axis and locus k1 =k; when (o+m)(1-8)/(1-w)<1 [(o-+n)(1-8)/(1-w)>1].
Let us next consider the growth effects of bubbles. By using Proposition 3 we can show:

PROPOSITION 4: If (o+n-1)(1-8)<8-u<0 or 0<d-u<(o+n-1)(1-8), then bubbles
increase the growth rate of the economy. Otherwise bubbles decrease the growth rate of
the economy.

PROOF: Bubbles increase 7y if y'<0 and the bubble steady state is lower than the non-
trivial bubbleless steady state or if y>0 and the bubble steady state is higher than the non-
trivial bubbleless steady state.

From Proposition 3 it follows that the economy has a unique bubble steady state if the
non-trivial bubbleless steady state satisfies R<ny. Because in the bubble steady state
R=nvy, bubbles increase growth if and only if R'<ny'<0 or R"™>ny>0 in the bubble steady
state, i.e., if and only if AR'/R<ky/y< 0 or kR'/R>ky/y>0. These conditions imply that
otN-1<(8-p)/(1-8)<0 & (ortm-1)(1-8)<d-u<0 or or+n-1>(8-p)/(1-8)>0 < 0<d-u< (o-+n-
1)(1-8) by (30f) and (30h). Q.E.D.

Proposition 4 implies that the growth effect of bubbles depends on the degree of returns
to scale in production functions g and f, i.e., on the strength of the productivity and
erosion effects of technological progress. If g and f have decreasing returns to scale, then
bubbles decrease growth, because d-u>0 and o+n<l = (o+n-1)(1-6)<d-u>0. This result
is sensible, because the same is true for the exogenous growth OLG models (Tirole
1985). If g has negative returns to scale (8-U<0) or f has increasing returns to scale
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(om>1), then it is possible that (o+n-1)(1-8)<8-u<0 or 0<d-pu<(o+n-1)(1-3), which
implies that bubbles increase growth. In the former case, the bubble steady state is a
saddle-path stable. In the latter case, the bubble steady state is an unstable spiral or node.
Hence, the positive growth effect of bubbles can be connected to stable or unstable
transitional dynamics.

The intuition for the result is the following. The effect of bubbles on the economy is that
they eliminate dynamically inefficient steady states, i.e., steady states where the growth
rate of output exceeds the rate of return on physical capital. If production functions g and
f have decreasing returns to scale, then the rate of return on physical capital is decreasing
and the growth rate of output increasing in physical capital. This implies that bubbles
crowd out physical capital and decrease growth. If f has increasing returns to scale, then
the rate of return on physical capital is increasing in physical capital. This implies that
bubbles can crowd in physical capital and increase economic growth if the growth rate of
output is sufficiently increasing in physical capital. If g has negative returns to scale, then
the growth rate of output is decreasing in physical capital. This implies that bubbles can
crowd out physical capital and increase growth if the rate of return on physical capital is
sufficiently decreasing in physical capital.

If we allow more general forms of production functions than (3) and (5), then the growth
effect of bubbles is not necessarily defined directly by the degree of returns to scale in
production functions g and f. In particular, it is possible that technological progress and
education investments are complements as in Galor and Weil (2000) and Galor and Moav
(2000), which implies that technological progress raises the return on education
investments. If this indirect effect of technological progress is sufficiently high, then
negative returns to scale in g do not necessarily imply y<0. Moreover, it is possible that
mapping 7y is a non-monotone function and/or the model has multiple bubble steady
states, which makes the growth effect of bubbles ambiguous.*®

The effect of bubbles is different from those in models, where the source of economic
growth is endogenous technological progress or human capital accumulation alone. The
reason for the different result is the following. If the source of economic growth is
endogenous technological progress and the perpetual growth equilibrium is a BGE, then
the rate of return on physical capital is constant and the balanced growth rate of output is
increasing in physical capital (Grossman and Yanagawa 1993). If the source of economic
growth is human capital accumulation, then the rate of return on physical capital is
decreasing and the growth rate of output is increasing in physical capital (Azariadis and
Drazen 1990, Michel 1992). Hence, dynamically inefficient steady states cannot have a
lower growth rate of output than bubble equilibria in these models, which implies that
bubbles cannot increase economic growth. If the source of economic growth is
endogenous technological progress and the perpetual growth equilibrium is a non-BGE,
then the rate of return on physical capital can be increasing in physical capital. However,
because perpetual growth equilibria are unstable equilibrium trajectories, they are
eliminated by bubble steady states (Azariadis and Reichlin 1996). If the source of

26 For the analysis of the model with general forms of production functions, see Appendix 1.
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economic growth is human capital accumulation and technological progress together,
then the rate of return on physical capital can be increasing or the balanced growth rate of
output decreasing in physical capital, which implies that bubbles can also increase
economic growth.

Government debt, fiat money and pay-as-you-go social security are examples of
government policies, which work in the economy in a similar way to bubbles, i.e.,
transfering resources from children to parents. The literature on government budget
policy offers examples, where debt, money or pay-as-you-go social security can increase
economic growth. However, the reason for the positive growth effect of government
policy in these models differs from the reason for the positive growth effect of bubbles in
our model. A positive effect of government debt on economic growth is derived by
Zhang (1997), Forslid (1998), Lin (2000) and Zhang (2003). Forslid (1998) and Lin
(2000) show that government debt can increase economic growth if debt is used to
finance income transfers or productive expenditures. Zhang (1997) and Zhang (2003)
show that government debt can increase economic growth by reducing fertility. A
positive effect of fiat money on economic growth is derived by Ferreira (1999) and
Futagami and Shibata (2000). They show that the growth rate of the economy depends
positively on the supply rate of money. A positive effect of pay-as-you-go social security
on economic growth is derived by Zhang (1995,2001), Sinn (1998), Kemnitz and Wigger
(2000) and Sanchez-Losada (2000). They show that pay-as-you-go social security can
increase economic growth by reducing fertility, by eliminating the moral hazard problem
between children and parents or by eliminating inefficiency due to intergenerational
externalities or joy-of-giving altruism. Hence, none of these results is based on the
elimination of dynamic inefficiency.

4. TWO-SIDED ALTRUISM

In this chapter we consider the redistribution of resources from children to parents
through altruistic intergenerational transfers. We add to the model two-sided symmetric
altruism and assume that agents take the actions of other generations as given. We show
that gifts from children to parents can eliminate some part of the dynamic inefficiency
due to OLG-structure of the model as in Kimball (1987).

OLG models with altruism (OLGA models) are different from OLG models without
altruism, because generations are linked to each other by altruistic intergenerational
transfers. Two-sided altruism implies that the model can have transfers from parents to
children (bequests, altruistic education investments) as well as from children to parents
(gifts). The advantage of the two-sided altruism is that we analyse bequest and gift
motives in the same model instead of two different models with one-sided altruism.
Symmetric two-sided altruism means that bequest, gift and altruistic education motives
are treated similarly in the utility maximization. Altruism can be also asymmetric, which
would change some implications of the model. There is, however, no a priori reason why
bequest and altruistic education motives should be treated differently from the gift motive
besides mathematical problems in solving the double recursion (Kimball 1987).
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Usually in the OLGA models, it is assumed that households take the actions of other
generations as given (Abel 1987). O'Connel and Zeldes (1992) consider a possibility that
agents take into account the actions of other generations. They show that this type of
strategic interaction does not affect the bequest motive, but it can increase the gift motive,
which would change some implications of the model. However, O'Connel and Zeldes
ignore the effect of the non-negativity constraint for gifts on the agents' strategic
behavior. If we add the non-negativity constraint to the agents' reaction functions, the
effect of the strategic interactions on the gift motive is eliminated in many cases
(Lagerlof 1997).

Barro (1974) and Carmichael (1982) investigate an exogenous growth OLG model with
one-sided altruism and show that as long as intergenerational transfers are positive, i.e.,
intergenerational transfer motive is operative, government debt is neutral. Moreover,
Carmichael (1982) shows that a competitive equilibrium of the economy with an
operative bequest motive is dynamically efficient and a competitive equilibrium of the
economy with an operative gift motive is dynamically inefficient. Government debt does
not eliminate gifts or dynamic inefficiency in the Carmichael's model, because lump sum
transfers make government debt a perfect substitute for intergenerational transfers.

Because the debt neutrality result depends on an operative intergenerational transfer
motive, it is important to determine when the altruistic transfer motives are operative.
Weil (1987b) derives explicit conditions under which the bequest motive is operative. He
shows that the bequest motive is inoperative in the exogenous growth OLG model with
one-sided altruism if the agents' altruism is low, i.e., the intergenerational discount rates
are small. Weil's result is extended to the two-sided asymmetric altruism by Abel (1987)
and to the two-sided symmetric altruism by Kimball (1987). They show that gift and
bequest motives form upper and lower bounds for inoperative transfer motive equilibria.
Moreover, Kimball (1987) shows that gift and bequest motives cannot be operative in the
same equilibrium if altruism is symmetric. General conditions for the existence and co-
existence of operative and inoperative transfer motive equilibria in the exogenous growth
OLG model with one-sided altruism are derived by Thibault (2000).

We show that similar results can be obtained for the endogenous growth OLG model with
two-sided symmetric altruism, where agents take the actions of other generations as
given. In particular, we show that a necessary condition for an operative gift motive is
that the economy without altruism is dynamically inefficient such that there is a case for
reallocation of resources from children to parents. On the other hand, a necessary
condition for an operative bequest or altruistic education motive is that the economy
without altruism is dynamically efficient such that there is a case for reallocation of
resources from parents to children. Moreover, we show that altruistic education
investments are a perfect substitute for bequests if the young agents do not face a
borrowing constraint, while gifts are an imperfect substitute for bubbles and bubbles
eliminate gifts.
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4.1 The model

The model is the same as in Chapters 2 and 3 except that agents are altruistic. It follows
that periodic budget constraints (1a) and (1b) are replaced by the following constraints

(35a) cytstRiegtne = hyw+q;
(35b) cop NG 1=Res S tjag

(35¢) ;=0

(35d)  qu120

where ¢, is the bequest given by generation t-1 to generation t, j; is the gift given by
generation t to generation t-1, ey..; is the investment in own education and ey, is the
investment in children’s education.

Non-negativity constraints (35¢) and (35d) prevent negative bequests and gifts. These
constraints play a crucial role in the analysis of altruistic intergenerational transfers.
However, they are well-founded, because legal restrictions usually forbid parents to take

away resources from their children and vice versa.

Periodic budget constraints (1a) and (1b) can be combined into a single lifetime budget
constraint:

(35¢)  citReepritne (o tnge )/ Ren = hwitqetnje /Ry

Households of generation t have the following utility function

(36) V&EU(C o) TPV tBVy >0, B>0, W+B<I

where W and B are the weights on ancestors' and descendants' utility.

Constraints >0 and B>0 imply that altruism cannot cause disutility. When Y=B=0, the
economy simplifies to the OLG model without altruism. Constraint W+B<1 implies that
the sum of households' weights on the ancestors' and descendants' utility must be lower

than the weight on own utility, which is needed for the finiteness of V,.*’

Kimball (1987) has shown that utility function (36) can be represented by the following
utility function

(37) V&EU(erueon)tE wi=1Wi[U(Clt-i>CZt+1-i)]+z mi=1Bi[U(Clt+iaCZt+l+i)] O<y<I, 0<B<I

%7 In the steady state it must be true that U=(1-¥-B)V, which can be true for positive U and V only if W+B<1.
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where y and [ are the intergenerational degrees of altruism and constraints 0<y<I and
0<PB<1 are needed for the finiteness of V.2

Equation (37) implies that two-sided altruism is symmetric. This property has some
important implications for the model. In particular, it sets restrictions on the degrees of
altruism and thereby it affects the operative transfer motive equilibria. An alternative
formulation of two-sided altruism is the Buiter-Carmichael-Burbidge utility function
Vi=U(erCa0)HWIU(C,Cou 1) 1HE TiztBTU(C144,Ce4141) ], Where the altruism is
asymmetric. Both utility functions lead to the same first-order conditions, but in the
Buiter-Carmichael-Burbidge utility function we do not face restriction y<1 due to the
finiteness of V¢ (Abel 1987).

Perfect foresight implies that households of generation t must foresee future prices wy;,
Ry and Ryyq4 for all i20. Hence, the assumption of perfect foresight is stronger than in
the model without altruism. Moreover, households also form expectations about the
actions of their parents and children. We assume that households take the actions of other
generations as given as in Abel (1987). A competitive equilibrium of the economy with
altruism where households take the actions of other generations as given corresponds to a
Nash equilibrium. An alternative to the Nash approach is the Stackelberg approach,
where households take into account the actions of other generations (O’Connell and
Zeldes 1993). These approaches tend to imply similar results in the case of bequest
motive, but they can lead to a different result in the case of gift motive. In particular, if
households behave as Stackelberg leaders, they realize that children respond to higher
savings by reducing gifts. In the steady state this causes a similar effect on the economy
as an increase of the degree of altruism . Whether this effect is strong enough to
overcome the effects of restriction y<1 depends on the form of the utility function and
the definition of the game.

Households choose the optimal amounts of consumption, education investments and
intergenerational transfers to maximize utility function (37) subject to budget constraints
(35¢-e) and human capital production function (5). We can ignore the inequality
constraints (35¢) and (35d) from the maximization problem by studying the Kuhn-Tucker
conditions. Substituting (35¢) and (5) into the utility function (37) simplifies the
households' t utility maximization problem to the following unconstrained problem:

(38) max u(cll)+pu[Rt+l(G(El—l7et-l,%I)Wl—i_qt'clt'RteOt—l'nelt'jt)+njt+l'nqt+l]+
Cl:€0t-1,E 16+ 1)t

27y {u(C1)FPuR e i(G(he i 145 ki) WeitQi-Crei-Rei€or 1i-N€1ije) e -nqer i1} +

8 The original result was discovered by Kimball (1987). Our presentation follows Bergstrom (1999). He shows that
utility function (36) can be represented in the form of utility function (37), where y=[1-(1-4¥B)"? ]/2B and B=[1-
(1-4¥B)"? /2. From ¥>0, B>0 and P+B<1 it follows that ¥B<B(1-B) = (1-2B)*=1-4B(1-B)<1-4¥B = 1-2B<
(1-4¥B)"’= y=[1-(1-4¥B)'? ]/2B<1=> 0<y<I and ¥B<¥(1-¥) = (1-2¥)*=1-4¥(1-¥)<1-4¥B = 1-2¥< (1-
4¥B)"? = B=[1-(1-4¥B)"? 1/2¥<1 = 0<B<l.
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2 "1 BHu(C 1) HPUR iGNy 43,8114 K Wer i HsiCrsi-Resi€or 14N i)
0je 14014

where e=¢ete;,.

The first-order conditions are:

(39a) u'(ci)=Reipu'(ca)

(39b) R, = Gy(hup,ecrk)w, (=if egrs > 0)

(39¢) NRu U (Car1) = BGa(hy,er ki )Wer Risat'(Cain) (Sif €1¢> 0)

(39d) nu'(ca1) 2 BRegu'(Carsn)  (Fif Gery > 0)

(39¢) Ryu'(coy) 2 ynu'(cy) (=if ji>0)

where ¢;,Cy+1,6,> 0 by Inada-conditions and (39a) is an equality by the Kuhn-Tucker
conditions.”

The transversality conditions are:

(39f) lim (e B u'(c1)q=0

(39g) lim (.. B'u'(cio)e; =0

(3%h) lim ... (1/y) w'(c10)j=0

Conditions (39) are sufficient for the maximum, because objective function (38) is
strictly concave in ¢y,€0..1,€11,qi+1and j; by (5) and (6). Because transversality conditions
(39f-h) are satisfied in the balanced growth equilibrium by a log-linear utility function
and 0<y<1 and 0<B<1, they do not play any role in the analysis of the model and we can
ignore them.*

Conditions (39) implies

(402) Rt+12G2(Et,€u7€t+1)Wt+1 (=if eo> 0)

% Kuhn-Tucker conditions imply {du/dx < 0, (9u/dx)x=0 and x > 0 } & Ju/dx <0 (=if x> 0) = Ju/dx =0 ifx > 0.

39 Transversality conditions ensure that the objective function is finite for all feasible allocations. For details, see De La
Croix and Michel 2002, 245). With a log-linear utility function transversality conditions imply that lim _,..
Bu(cipaE lim e B'gr/c1¢=0, lim o Bu'(crer=lim o Blery/e1 =0 and lim (... (1) 'w(cpjt= lim . (1)
Jjt/c1¢=0. These conditions are always satisfied in the steady state by 0<B<I and 0<y<I.
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(40b) nu'(ci)/u'(crpr) 2 BGZ(Etaetjftﬂ)Wtﬂ (=if e > 0)
(40c) mu'(ci)/'(cii1) = PRy (Fif g >0)
(40d) nu'(cipu'(cies) S (VWRyy  (Fif jiuy > 0)

where (40a) is obtained by writing (39b) for t+1, (40b) and (40c) by substituting (39a)
into (39¢) and (39d), and (40d) by writing (39¢) for t+1 and substituting (39a) into it.

Because e=e(te; >0, conditions (40a-c) can be satisfied only if (40a) is an equality.
Moreover, if (40a) is an equality, then conditions (40b) and (40c) are equal. Hence, we
can rewrite conditions (40) in the following form:

(41a) Ry :Gz(l_ltaetjfﬁ-l Wi
(41b) ynu'(ci)/u'(ciir1) < Ry <nu'(cy)/Pu'(cyr)  (Eif jo > 0, =if gy +ey > 0)

Equation (41a) is equal to the households' first-order condition (8b) in the model without
altruism. Condition (41b) determines when altruistic transfers j..;and q.;+e;, are positive
and when the non-negativity constraints for altruistic transfers are binding. If altruistic
transfers are positive, condition (41b) is equal to the Euler equation. Moreover, condition
(41b) implies that altruistic education investments and bequests are equivalent ways to
transfer resources across generations, i.e., altruistic education investments are a perfect
substitute for bequests.

If young agents do not have access to capital markets, then e,=0 and all education
investments are financed by parents. OLGA models, where young agents face a
borrowing constraint and cannot borrow against their future income, are studied by
Drazen (1978), Caballe (1995) and Rangazas (1996) among others.*' In these models,
education investments depend on altruism, but altruistic education investments are not a
perfect substitute for bequests. In particular, if ey=0, then e,,> 0 by Inada conditions and
equation (41a) only holds when q4>0. If j+ >0, then equation (41a) is replaced by
Ri+1=ByWG,wy.1, which implies that R <G,owy. If b>0, then equation (41a) is replaced
by R+1=BG,w+1, which implies that R <Gywyq. If qi1=ji+1= b=0, then it must be true
that R.1<G,wy. Hence, if q.+1=0, then a borrowing constraint causes underinvestments
in education and overinvestments in physical capital compared to the model without a
borrowing constraint. If qi.>0, then the economy with a borrowing constraint is equal to
the economy without a borrowing constraint, i.e., an operative bequest motive (or a
reallocation of resources from parents to children) eliminates the effect of the borrowing
constraint to the economy .*>

31 Boldrin and Montes (2002) study the effects of the borrowing constraint in the model without altruism.

32 Besides the fact that the borrowing constraint causes underinvestments in education, it changes some implications of
the model. In particular, if the economy has the borrowing constraint and q¢+1=j+1= bt=0, then the balanced growth
rate of output is defined by (40b) instead of (41a). This implies that ne=P&wy and Y=[BS(1-0y/n]%k*™ kit 1"
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By using the explicit forms of the production and utility functions, we can solve savings
and consumption from (39a) as a linear function of the adults' and old agents' incomes,
and education investments from (41a) as a linear function of discounted wage income.
Substituting (35a),(35b) and (6) into (39a) and (5) into (41a) implies:

(42a) s=[p/(1+p)][(1-0)hwtqtR€yi-neyji]-[1/(1+p)In(er1-qer1)/Reri
(42b) c=[1/(1+p)][(1 -O)hwitqtR€11-n€1-jt N 1-qer1 )/ R ]
(42¢) e, =6hw/R,

Equations (42a) and (42b) are the counterparts of the savings and consumption functions
(9a) and (9b) in the economy without altruism. They are not ordinary decision functions
like (9a) and (9b), because endogenous variables €., €1, j: and g1 are not eliminated
from them.” Equation (42¢) defines education function, which is equal to the education
function in the economy without altruism (9c).

Asset and goods market clearing conditions are:
(43a) Nis= Ky #B+ N e

(43b)  F(KuHok)=Nic;Np et NeertK
The equilibrium of the economy is defined as:

DEFINITION 5: 4 competitive equilibrium of the economy with altruism and
intrinsically useless assets is a sequence {b,C1,Ca1+1,€06€10JpNoKer1,qe1 | =0 SUCh that

(i) Cit Cogr1» €01-1,C115 1 ANd Qv maximize utility (37) subject to budget constraints (35c-¢)
and human capital production function (5) under given factor and asset prices and
external effects

(ii) factors are paid their marginal products (4)

(iii) budget constraints (35) and market clearing conditions (43) are satisfied

(lV) k0>0, h0>0, qOZO, J020

(v) k=k and h=h,

(vi) non-arbitrage condition (29) is satisfied

The definition of the competitive equilibrium of the economy with altruism and
intrinsically useless assets is similar to the definition of the competitive equilibrium of
the economy without altruism and intrinsically useless assets except that the economy has

Hence, if q¢+1=jt+1= b=0, then the borrowing constraint breaks the link between the returns to scale in human
capital production (&+1) and the sign of 9y/0k implied by (41a).

33 Ordinary decision functions for j; and q¢+1 would be quite complicated and they are not usually solved explicitly in
the OLGA models. See for example Abel (1987) and Thibault (2000).
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four additional decision variables by, ey, j, and q.1, which satisfy initial conditions qy>0
and jo=0 and non-arbitrage condition (28). Moreover, the economy satisfies budget

constraints (35) and market clearing conditions (43) instead of budget constraints (1) and
market clearing conditions (10) and (11).

Equations (4), (5), (29), (42) and (43) define the competitive equilibrium of the economy
with altruism and intrinsically useless assets:

(44a) nyketnetb=[p/(1HP)I[(1-8)wWitgitRieri/ Vi1 d-[V/(IP)nY(e1-ge )/Resi-ney]
(44b) o, =[1/(1+p)][(1-8)WetgtR i/ Yor-ner it (jer-gut Y Res ]

(44¢)  ynycp/en < R < (1/BnYicin/cre (Fif ji > 0, =if g ter > 0)

(44d) nyb /b < Ry (=if b>0)

(44e) k*=c tcy/ntnetnykey,

(441)  e=[8(1-00)/0] ¥ o THID =k, )

(44g) Y =[8(1-0)/0 " fey WD =y, )

(44h) w=(1-0)k>™ =w(k)

(44i)) R=ok™ ™! =R (k)

where j=j/h; is the gift per effective unit of labor, g=q/h; is the bequest per effective
unit of labor and (44f-i) define e, ,, Wi+ and Ry, as a function of k.

System (44) can have four types of equilibria. If j. ;>0 or g.+1+e; > 0, they are called
operative transfer motive equilibria, and if ji,,=0, g1+ e;;=0, they are called inoperative
transfer motive equilibria. If >0, they called bubble equilibria, and if b, =0, they are
called bubbleless equilibria.

4.2 Steady states and transitional dynamics without intrinsically useless assets

In this section we consider the existence of operative transfer motive steady states and
transitional dynamics in the economy without intrinsically useless assets. Abel (1987)
and Weil (1987b) show that OLGA models have an operative transfer motive steady state
if the intergenerational degrees of altruism are sufficiently high, and operative transfer
motive steady states form lower and upper bounds for the inoperative transfer motive
steady states. Moreover, Kimball (1987) shows that bequest and gift motives cannot be
operative in the same steady state if altruism is symmetric and agents take the actions of
other generations as given. Furthermore, Thibault (2000) shows that operative and
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inoperative transfer motive steady states cannot co-exist if the non-trivial steady state
equilibrium without altruism is unique and determinate. We show that these results also
hold in our model.

Nourry and Venditti (2001) show that exogenous growth OLGA models tend to have a
unique and globally saddle-path stable operative transfer motive steady state. We show
that this result also holds in our model if the effects of technological progress are weak. If
the productivity effect of technological progress is sufficiently strong, it can make the
operative transfer motive steady state globally unstable and cause oscillations around the
steady state. A similar result holds in the endogenous growth OLGA models, where the
source of growth is technological progress due to learning-by-doing externalities alone
(Vendetti 2003). However, interpretation of the unstable steady state in Vendetti's model
is different from that in our model, because steady states do not sustain perpetual growth
in the models. If the erosion effect of technological progress is sufficiently strong, it can
also make the operative transfer motive steady state globally unstable.

Substituting (44f-1) into (44a), (44c) and (44e) and ignoring b, simplifies system (44) to
the following system:

(452) n[1+8(1-0)/a] Yk ke =[p/(1+P)I[(1-8)w(k) g R (ke 1/ Y(k)5il-
[1/(+p) ]k ) Gies1-G141)/R (ki1 )-ney ]
(45b)  yny(ker)ere/en < Rlker) < (VBN )erei/er (Sif jy > 0, =if g +ey > 0)
(45¢c) k¥ M=ci+pR (ke /myll)+n[ 1+8(1-00)/ o] y(kes Ve
where cy/n=pR(k)ci.1/ny(ky) by (39a).

If ju1=qu1=e1:=0, system (45) is equal to the scalar system (13) in the economy without
altruism. If j.1>0 or g +e; >0, system (45) simplifies to the following planar system:

(46a) n[1+8(1-00)/ot]y(kes 1)k =tko)-(1+p/K)er

(46b) ny(keer)cren/cr=KR (ke

where k=B if g..;+e; > 0 and k=1/y if j.;>0.

Equations (46a) and (46b) define the following mappings in the forward dynamics:
(472) ke =QLfk)-(1+p/0)e ] =y (ki c1)

(47b) cren=KR[x' (ki cr)ler/mylx (ki cr)]=’ (ks 1)

where Q={n[8(1-0)/0] [ 1+8(1-0)/cr]} ¥ >0 by 0<§<1, p>0 and 0<0o<I.
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From (47) it follows that
(48a) " 1=[(otn)(1-8)/(1-0)] (Koot /) k) [£(K)-(1+p/K)e ]
(48b) x'o= -[(1-8)/(1-W](1+p/ Kk /[(k)-(1+p/K)cy, ]
(48¢) 121 =Rt/ R =Yk (€t k)X =Lorn-(1-)/(1-8) (cresr /e 11
(48d) X22:KRt+1/n'Yl+(R'kl+I/RHI-’Y'k[/'Yt)(CnJrl/ktJrl)XlZ:
KR 1/ ot N-(1-)/(1-8))(creri ki X 2
where x'>0 and ',<0 by 0<u<1, 0<8<1, p>0, 0<o<1 and n>0.

Let us denote a non-trivial steady state of the economy without altruism and intrinsically
useless assets by £°, i.e., §(k°)=k">0. By using (47) and (48) we can show:

PROPOSITION 5: (i) The economy with altruism and without intrinsically useless assets
has a trivial inoperative transfer motive steady state k =0. Moreover, if (o+n)(1-8)/(1-
W=l and [3>ny(kD)/R(kD) or 1/\|I<nY(kD)/R(kD), then the economy has a unique operative
transfer motive steady state. If (040)(1-8)/(1-w)#1 and B<ny(k°)/R(K°)< 11y, then the
economy has a unique inoperative transfer motive steady state.

(ii) If (0+n)(1-8)/(1-W)<1, then the operative transfer motive steady state is globally
saddle-path stable. Moreover, the non-trivial inoperative transfer motive steady state is
globally stable.

(iii) If (o) (1-8)/(1-Ww)>1, then the operative transfer motive steady state is globally
saddle-path stable, or it is unstable and it can have oscillations around it. Moreover, the
non-trivial inoperative transfer motive steady state is globally unstable.

PROOQOF: Notice first that it is not possible that e;+¢>0 and ;>0 in the same steady state

equilibrium by (45b), 0<B<1 and 0<y<1. Hence, gifts and bequests or altruistic education
motives cannot be operative in the same steady state.

(1) System of difference equations (47) has a trivial solution g=j=k=c,=0, because
(o+n)(1-8)/(1-w)>0. Moreover, it has an operative bequest or altruistic education motive
steady state if g+ne/B=[(1+p)/(p+P)] [n(1+3(1-ov)/a)y(k)k-(p/(1+p))(1-8)w(k)]>0 and
ny(k)=BR(k). The former equation is a function in the (k, g+tne,/B) space, which satisfies
¢>0 if ¢(k)<k by (13). The latter equation is a vertical line in the (k, g+ne,/B) space. It
follows that the economy has an operative bequest or altruistic education motive steady
state if ny=BR for some ¢(k)<k. Furthermore, it has an operative gift motive steady state
if j=[(1+p)/(p+1/w)] [(p/(1+p))(1-8)w(k)-n(1+3(1-ov)/ot)y(k)k]>0 and ny(k)=(1/y)R(k).
The former equation is a function in the (%, j) space, which satisfies />0 if 0(k)>k by (13).
The latter equation is a vertical line in the (%, j) space. It follows that the economy has an
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operative gift motive steady state if ny=(1/y)R for some ¢(k)>k. On the other hand, the
economy has a unique inoperative transfer motive steady state by Proposition 1 if
BR<ny<(1/y)R for some d(k)=k.

If ¢'(K”)<1, i.e., (a#n)(1-8)/(1-p)<1, then d(k)>k for k < k° and d(k)<k for k > k°.
Moreover, then R'4/R(k)< nyk/ny(k) by (48c), i.e., curve ny(k) crosses curve R(k) from
below and these curves have a unique strictly positive crossing point. Hence, if
ny(k°)>(1/y)R(,P), then there exists a unique k >0 such that ny=R and ¢(k)>k, but we
cannot find & >0 such that ny=BR and ¢(k)<k or BR<ny<(1/y)R and o(k)=k. If
ny(K°)<PR(4P), then there exits a unique & >0 such that ny=BR and ¢(k)<k, but we cannot
find &£ >0 such that ny=(1/W)R and ¢(k)>k or BR<ny<(1/y)R and ¢(k)=k. If BR(kD)S
ny(k°)< (1/y)R(KP), then there exists a unique & >0 such that BR<ny<(1/y)R and o(k)=k,
but we cannot find £ >0 such that ny=BR and ¢(k)<k or ny=(1/y)R and ¢(k)>%.

If O'(K°)>1, i.e., (a+n)(1-8)/(1-p)>1, then ¢(k)<k for k < k° and o(k)>k for k > k°.
Moreover, then R'4/R(k)< nyk/ny(k) by (48c), i.e., curve ny(k) crosses curve R(k) from
above and these curves have a unique strictly positive crossing point. Hence, if
ny(k°)>(1/y)R(,P), then there exists a unique k >0 such that ny=(1/y)R and ¢(k)>k, but
we cannot find & >0 such that ny=BR and &(k)<k or BR<ny<(1/y)R and ¢(k)=k. If
ny(K°)<PR(4P), then there exits a unique & >0 such that ny=BR and ¢(k)<k, but we cannot
find &£ >0 such that ny=(1/¢)R and ¢(k)>k or BR<ny<(1/y)R and ¢(k)=k. If BR(kD)S
ny(K°)< (1/y)R(AP), then there exists a unique k >0 such that BR<ny<(1/y)R and &(k)=k,
but we cannot find k£ >0 such that ny=BR and ¢(k)<k or ny=(1/y)R and ¢(k)>%.

dynamics of the inoperative transfer motive steady states is defined by Proposition 1 and
3. The dynamics of the operative transfer motive steady state is similar to the dynamics of
bubble steady state in Proposition 3, because the qualitative properties of the Jacobian
matrix depend in both systems on R'4/R(k)- nyk/ny(k). Q.E.D.

Proposition 5 is similar to Proposition 1 in the economy without altruism and intrinsically
useless assets except that the non-trivial steady state has an operative transfer motive if
the economy without altruism and intrinsically useless assets has a non-trivial steady state
with sufficiently low or high ny/R. It follows that different types of steady states cannot
co-exist. Hence, Proposition 5 is consistent with Thibault (2000), who shows that
different types of steady states cannot co-exist if the non-trivial steady state in the
economy without altruism and intrinsically useless assets is unique and determinate.
Moreover, the steady state can have an operative transfer motive, but both transfer
motives cannot be operative in the same steady state. Hence, Proposition 5 is consistent
with Kimball (1987), who shows that bequest and gift motives cannot be operative in the
same stea;4dy state if altruism is symmetric and agents take the actions of other generations
as given.

* With asymmetric two-sided altruism we do not face y<I restriction due to the finiteness of V¢ (Abel 1987, Wigger
2001). If y=1, it is possible that yB=1 and y=1, which implies that both gift and bequest motives can be operative in
the same steady state. If agents take into account the actions of other generations, condition (45b) includes an
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To clarify Proposition 5, let us consider the existence condition for the operative transfer
motive more carefully. From equations (12f), (12g) and (13) it follows that ny(A°)/R(k°)=
[(1-00)/ o]y (KPP w (kP y= [p/(1+p) /[0 (1-00)(1-8)+8/(1-8)]. Let us denote B =[p/(1+p)]/
[o/(1-0)(1-8)+8/(1-8)] and Wy >[o/(1-00)(1-8)+8/(1-8)]/[p/(1+p)]=1/B*, where B and Y
can be smaller or higher than unity by 0<p<1, 0<o<1 and 0<6<1. From Proposition 5 it
follows that:

COROLLARY 3: If B>P", then bequest motive is operative in the non-trivial steady
state, and if BSP”, then bequest motive is inoperative in the non-trivial steady state. If
>y, then gift motive is operative in the non-trivial steady state, and if YSy™, then gift
motive is inoperative in the non-trivial steady state.

Corollary 3 implies the non-trivial steady state has an operative transfer motive if 3 or y
is sufficiently high. Hence, the economy has an operative transfer motive if the degrees of
altruism are sufficiently high as in Abel (1987) and Weil (1987b). The threshold values
of B and y depend on the discount factor p and the productivity of physical capital o as

in the exogenous growth OLGA model with a log-linear utility and C-D production
functions (De la Croix and Michel 2002, 253). Moreover, they also depend on the
productivity of education 8. However, they do not depend on the productivity of
technological progress L and 1. This result is sensible, because | and 1 define the effect
of production externalities on the model and thereby they do not have a direct influence
on intertemporal allocation.

Dynamic properties of the model are analogous to the model with intrinsically useless
assets in the previous chapter, because the second state variable (cy;) is a forward looking
variable without any initial condition. The stability of the operative transfer motive
steady state depends on the degrees of returns to scale in production functions g and f,
i.e., on the strength of the productivity and erosion effects of technological progress.

If g and f have decreasing returns to scale, then the operative transfer motive steady state
is saddle-path stable, because 6-1>0 and o<1 = (ortn-1)(1-8)<6-u = (o-tn)(1-8)/(1-
W<1. This result is sensible, because the same is true for the exogenous growth OLGA
models with a log-linear utility function and C-D production functions (Nourry and
Venditti 2001).

If f has increasing returns to scale (o-t1>1), then it is possible that (o+n-1)(1-8)>6-u =
(ort1)(1-8)/(1-w)>1. In this case, the operative transfer motive steady state is unstable and
it can have oscillations around it. A similar result holds for the endogenous growth
OLGA models, where the source of growth is technological progress due to learning-by-
doing externalities alone (Venditti 2003). The interpretation of the unstable steady state
in Vendetti's model is different from that in our model, because the model does not
sustain perpetual growth in the steady state.

additional term due to the reaction of children to an increase in parents' saving (O'Connel and Zeldes 1993, Lagerlof
1997). In this case, it is possible that both gift and bequest motives can be operative in the same steady state.
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If g has negative returns to scale (8-U<0 ), then it is also possible that (o+n-1)(1-8)>6-p
= (otM)(1-8)/(1-w)>1. Hence, the erosion effect of technological progress is an
additional reason for the unstability of the non-trivial steady state and oscillations.

To consider the relationship between different types of steady state equilibria, let us
denote an operative gift motive steady state by k', an operative bequest or altruistic
education motive steady state by k% and a non-trivial inoperative transfer motive steady
state by . By using these notations we can show:

PROPOSITION 6: In the economy with altruism and without intrinsically useless assets,
operative bequest and gift motive steady states form an upper and lower bound for the
non-trivial inoperative transfer motive steady state such that K*< kK and k" < k" < K if

(oM)(1-8)/(1-w)<1, and K< k% and K < k* < kY if (a+n)(1-8)/(1-p)>1.

PROOF: Constraints 0<y<1 and 0<B<1 together with (45b) imply that R(k")>ny(k%) and
R(ki)<n“{(k‘j). Moreover, curves R(k) and ny(k) has a unique crossing point K* >0 by
(44g) and (44i). From the uniqueness of kX°*>0, it follows that R<ny for k>k“® and R>ny
for k<k“™® if R'(k°®)< ny'(k°*) and R<ny for k<k“® and R>ny for k>k® if R'(k“)>ny (A°®).
It follows that k7 < & if A“*RY/R<nk“Ry/ny, i.e., (o+n)(1-8)/(1-w)<1. Moreover, it is not
possible that K< k9 or k°> K, because BR(k0)> ny(ko) and (1/w)R(k0)<ny(kO) are not
feasible equilibria by (45b). Hence, if K exists, it must satisfy £7 < K’ < K. On the other
hand, k% >& if A“*RY/R> nk“*y/my, ie., (0+)(1-8)/(1-w)>1. Moreover, it is not possible
that &°> k% or k’< &, because BR(K")>ny(k") and (1/y)R(A°)< ny(k’) are not feasible
equilibria by (45b). Hence, if &° exists, it must satisfy & < &’ < £%. Q.E.D.

Proposition 6 implies that the relationship between k% and K depends on the degree of
returns to scale in production functions g and f, i.e., on the strength of the productivity
and erosion effects of technological progress. If g and f have decreasing returns to scale
(8-u>0, or+n<1), then (0r+1)(1-8)/(1-w)<1 < (0tn-1)(1-8)<8-p and &' <49. This result is
sensible, because the same is true for the exogenous growth OLGA models (Abel 1987).
If g has negative returns to scale (3-14<0) or f has increasing returns to scale (o+n>1),
then it is possible that (c+1)(1-8)/(1-)>1 < (0+n-1)(1-8)>8- and k<K .

Moreover, Proposition 6 implies that operative transfer motive steady states £* and K
restrict the feasible values of the non-trivial inoperative transfer motive steady state K
such that k< and &' form an upper and lower bound for £°. The strength of these bounds
depends on the intergenerational degrees of altruism such that limg_,o * =0 and limy, K
=oo if (0t1M)(1-8)/(1-p)<1 and limg_,o &£ =0 and limy,_,o k? =co if (0:+n)(1-8)/(1-w)>1. It
follows that the type of the steady state depends on the size of the intergenerational
degrees of altruism o and y. When o and/or y increases, the feasible range of K
decreases. If o and/or v is sufficiently high, it is possible that k° does not exist. Hence,
with a low level of altruism, the economy tends to have inoperative transfer motive and
with high level of altruism the economy tends to have operative transfer motive.
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If we allow more general forms of utility and production functions than (3), (5) and (6),
then the threshold values of the degrees of altruism may also depend on model properties
other than the productivity of physical capital, education and technological progress.
Moreover, the relationship between k% and &' does not necessarily depend directly on the
degree of returns to scale in production functions g and f. Furthermore, it is possible that
the economy has multiple A°%, k% and . In this case, the relationship between k%, &’ and &°
is ambiguous.™

4.3 Steady states and transitional dynamics with intrinsically useless assets

In this section we consider the existence of operative transfer motive steady states and
transitional dynamics in the economy with intrinsically useless assets. The analysis is
similar to the economy without intrinsically useless assets except that the gift motive is
replaced by the non-arbitrage condition of bubbles, because bubbles dominate gifts in the

steady state.

Substituting (44f-1) into (44a), (44c-e) simplifies system (44) to the following system:
(49a) n[1+8(1-00)/ o y(kee Ve =[p/(1+P)[(1-8)W (k) tqetR (ke 1/ Ykl

[1/(A+p)] [0k )G 1-qi+1)/R(kir1)-ney - by
(49b)  yny(kir)ep/c1 S Riken) < (UP)ny(ke)ern/ery (Sif ji > 0, =if g ey > 0)
(49¢)  nY(ki1)be/be < R(kiy) (=if b> 0)
(49d) k% M=citpR (ke r/myCky)nl 1+8(1-o0)/ o (ki i
where c,/n=pR(k)c.1/ny(ky) by (39a).
If ji1=gw1=e1:=0, system (49) is equal to the planar system (31) in the economy with
intrinsically useless assets and without altruism. If j;1>0 or g+ +e;>0, system (49)
simplifies to the planar system (46).
By using (47) and (48) we can show:
PROPOSITION 7: (i) The economy with altruism and intrinsically useless assets has a
trivial inoperative transfer motive bubbleless steady state k =0. Moreover, if (o+An)(1-
8)/(1-W)#1 and [3>ny(kD)/R(kD), then the economy has a unique operative transfer motive

bubbleless steady state. If (0+n)(1-8)/(1-w)#1 and 1>ny(k°)/R(K), then the economy has
a unique inoperative transfer motive bubble steady state. If (0-n)(1-8)/(1-w)=1 and

35 For the analysis of the model with general forms of production functions and a constant elasticity of substitution
utility function, see Appendix 1.
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B<ny(k°)/R(K°) <1, then the economy has a unique inoperative transfer motive bubbleless
steady state.

(ii) If (o)(1-8)/(1-n)<1, then the operative transfer motive and bubble steady states are
globally saddle-path stable. Moreover, the non-trivial inoperative transfer motive
bubbleless steady state is globally stable.

(iii) If (o+)(1-8)/(1-w)>1, then the operative transfer motive and bubble steady states
are globally saddle-path stable, or they are unstable and they can have oscillations
around them. Moreover, the non-trivial inoperative transfer motive bubbleless steady
state is globally unstable.

PROOQOF: Notice first that it is not possible that e;+¢>0, />0 or b>0 in the same steady
state by (49b), (49c¢), 0<B<I and 0<y<1. Hence, an operative transfer motive steady state
does not have bubbles and a bubble steady state does not have an operative transfer
motive. Moreover, j=0 in the steady state by (49b), (49¢) and O<y<1. Hence, the
economy cannot have an operative gift motive in the steady state.

(i-ii) The proof follows as in Proposition 5 by noticing that bubble steady states dominate
operative gift motive steady states, but not operative bequest or altruistic education
motive steady states. Q.E.D.

Proposition 7 is similar to Proposition 5 in the economy with altruism and without
intrinsically useless assets except that gifts are replaced by bubbles. The economy may
have an operative bequest motive in the non-trivial steady state or the non-trivial steady
state may be a bubble steady state, but the gift motive is never operative in the non-trivial
steady state. This result follows, because 0<B<1 and 0<y<I and the non-trivial steady
state is a bubble steady state if B*>1 by Proposition 3. Hence, altruism does not eliminate
bubbles, but bubbles eliminate gifts.*®

To consider the relationship between different types of steady state equilibria, let us
denote a bubble steady state by K, an operative bequest or altruistic education motive
steady state by k% and a non-trivial inoperative transfer motive bubbleless steady state by
k°. By using these notations we can show:

PROPOSITION 8: The operative bequest motive steady state and the bubble steady
state form an upper and lower bound for the non-trivial inoperative transfer motive
steady state such that K< k® and k¥ < k° < K if (04M)(1-8)/(1-w)<1, and k"< k% and k° < k°
<KV if (o m)(1-8)/(1-p)>1.

36 This results follow from the assumptions that altruism is symmetric and agents take the actions of other generations
as given as in proposition 5. With asymmetric two-sided altruism we do not face y<lI restriction due to finiteness of
V¢ (Abel 1987, Wigger 2001). If =1, it is possible that yp=1 and y=1, which implies that gift motive can be
operative in the bubble steady state. Moreover, if y>1, then condition (49b) implies that a steady state must satisfy
ny<(1/y)R<R, which eliminates bubble steady states ny=R. If agents take into account the actions of other
generations, condition (49b) includes an additional term due to the reaction of children to an increase in parents'
saving (O'Connel and Zeldes 1993, Lagerlof 1997). In this case, it is possible that gift motive can be operative in the
bubble steady state.
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PROOF: The proof follows as in Proposition 6 by noticing that k“*=¢™. Q.E.D.

Proposition 8 is similar to Proposition 6 in the economy with altruism and without
intrinsically useless assets except that gifts are replaced by bubbles. Because K® forms a
stronger bound for &° than the operative gift motive steady state &, gifts are an imperfect
substitute for bubbles. Moreover, the strength of this bound does not depend on the
degree of altruism ¥, but it depends on the relationship between the growth rate of output
and the rate of return on physical capital, i.e., on the dynamic efficiency. In particular,
because A° satisfies the Golden Rule, it is dynamically efficient and eliminates
dynamically inefficient £°.

5. GOVERNMENT DEBT AND PERMANENT BUDGET DEFICITS

In this chapter we consider the redistribution of resources from children to parents
through government debt and permanent budget deficits. We add to the model
government debt and non-productive government expenditures, and consider a constant
deficit policy and permanent budget deficits as in Azariadis (1993, 322) and De la Croix
and Michel (2002, 193).

Government debt can work in the economy in a way similar to bubbles. Diamond (1965)
considers a constant debt policy and shows that government debt can eliminate

dynamic inefficiency due to OLG-structure of the economy. Azariadis (1993, 322) and
De la Croix and Michel (2002, 193) extend Diamond's result to a constant deficit policy.

To keep things simple, we assume that government debt and expenditures are financed by
issuing new debt instead of future tax payments. It follows that the present value of future
taxes does not cover the initial value of the debt and the government intertemporal budget
constraint does not hold. This type of debt finance is called a Ponzi game. Ponzi games
are an example of bubbles, which were studied in chapter 3.>” Hence, a necessary
condition for the Ponzi game debt finance is that the economy without bubbles is
dynamically inefficient. Otherwise the analysis of government debt differs somewhat
from the analysis of bubbles, because government expenditures cause a permanent
government budget deficit. Budget deficits increase the amount of debt, which implies
that they decrease the effect of debt on the economy. Moreover, the economy with
government debt and permanent budget deficits tends to have two bubble steady states

After the theoretical discussion of the government debt and permanent budget deficits,
we connect the model to the empirical discussion on dynamic inefficiency and
sustainability of the Ponzi game debt finance by calibrating a stationary version of the
model for the U.S. data.

37 For the discussion on the connection between Ponzi games and bubbles, see O'Connell and Zeldes (1988) and De La
Croix and Michel (2002, 211). For the effects of taxation in the endogenous growth OLG models with human
capital, see Caballe (1995, 1998), Thori (2001) and Yakita (2003).
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5.1. The model

The model is the same as in Chapter 2 except that the economy has government debt and
non-productive government expenditures. The economy does not have taxes, which
implies that the government debt is a Ponzi game and the government has permanent
budget deficits. Government debt can be used as a substitute for savings in physical
capital in a manner similar to intrinsically useless assets. Because government debt does
not affect periodic budget constraints (1a) and (1b), the households' utility maximization
problem (7) and first-order conditions (8) hold.

The government budget constraint is:
(50) Aw=RYA#Dy; A, 20,D, 20

where A, is the government debt, RA., is the gross rate of return on debt and D is the
government budget deficit, which is used for government non-productive expenditures G,
(wasted consumption). Because the model does not have taxes, we have G=D: 0.
Constraint A, >0 implies that the model does not have public production and the
government cannot save in private capital.38

Non-arbitrage between savings in the government debt and physical capital implies that:
(51) RAMS Ruy (Fif A>0)

By using (51) we can rewrite government budget constraint (50):

(52) nag/a;< Rytndyy/a; (=if a>0)

where a=A/N; and d;;1=D;1/N;.

Condition (52) determines when the economy can sustain Ponzi games and when the
non-negativity constraint for government debt is binding. If the economy sustains Ponzi
games, condition (52) defines a link between the rate of return on debt, government
deficit and the growth rate of debt.

To close the model, we assume that government runs a constant deficit budget policy:

(53) dp=d

where d,1=Dy1/Hy is the deficit per effective unit of labor.

3% If the model has public production or the government can save in private capital, then A¢ can be interpreted as
government net debt and it can be also negative (Farmer 1986).
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From (53) it follows that D..;/D=H,.,/H,, i.e., the growth rate of the deficit is equal to the
growth rate of the economy in the balanced growth equilibrium. If the growth rate of the
deficit were higher than the growth rate of the economy, government budget constraint
(52) would eventually violate periodic budget constraint (1a) in the balanced growth
equilibrium. If the growth rate of the deficit were lower than the growth rate of the
economy, then d;; would eventually vanish in the balanced growth equilibrium.

Asset and goods market clearing conditions are:
(54a) Nis= K tAFN e

(54b) F(K,H,, k)=Nc; N coetNg et DK
The equilibrium of the economy is defined as:

DEFINITION 6: 4 competitive equilibrium of the economy with government debt and
permanent budget deficits is a sequence {a,C1,Co+1,di1,ehuKi1} =0 Such that

(i) Ct, Cor and ey maximize utility (6) subject to budget constraint (2) and human
capital production function (5) under given factor and asset prices and external effects
(ii) factors are paid their marginal products (4)

(iii) budget constraints (1) and market clearing conditions (54) are satisfied

(iv) k¢>0, ho>0

(v) k=kiand h=h,

(vi) government budget constraint (52) and policy conditions (53) are satisfied

The definition of the competitive equilibrium of the economy with government debt and
permanent budget deficits is similar to the definition of the competitive equilibrium of the
economy without government debt except that the economy has two additional state
variables a, and d.;;, which satisfy government budget constraint (52) and policy
condition (53). Moreover, the economy satisfies market clearing conditions (54) instead
of market clearing conditions (10) and (11).

Equations (4), (5), (9), (52), (53) and (54) define the competitive equilibrium of the
economy with government debt and permanent budget deficits:

(55a) nyketneta=[p/(1+p)](1-O)w,
(55b) 1 =[1/(1+p)](1-O)w,

(55¢) My /a< Rk ydla; (Sif > 0)
(55d)  k&*M=c,tcy/ntnetd+nyki

(55¢) e~[8(1-00)/0] " fe WD (i)
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(556) % =18(1-00/0]% " ke W0 =y )
(552) wi=(1-0)k*™ =w(ky)
(55h) Re=ok*™" =R(k)

where a=a/h, is the debt per effective unit of labor and (55e-h) define e, Y, | and Ry,
as a function of k.

System (55) can have two types of equilibria. If a;> 0, they are called bubble equilibria,
and if a, =0, they are called bubbleless equilibria.

5.2 Steady states

In this section we consider the existence of non-trivial steady states in the economy with
government debt and permanent budget deficits. Azariadis (1993, 322) and De la Croix
and Michel (2002, 203) show that exogenous growth OLG models with government debt
and permanent budget deficits tend to have two bubble steady states with different types
of transitional dynamics if the non-trivial steady state of the economy without debt is
dynamically inefficient. Moreover, they show that permanent budget deficits have a
maximum sustainable upper bound and that they decrease the effect of debt on the
economy. We show that these results also hold in our model.

Multiple bubble steady states complicate the dynamics of the model and tend to cause
indeterminacy if some part of the debt is infinitely lived, i.e., the initial value of debt is
not predetermined.’” The dynamic analysis of the model with complex dynamics and
indeterminacy is beyond the scope of this study. Hence, we focus on the stationary
solutions.

Substituting (55e-h) into (55a) and (55¢) simplifies system (55) to the following planar
system:

(56a) n[1+8(1-00)/at]y(kes ki1 =[p/(1+p)](1-8)w(ko)-ax
(56b) ny(kir1)ai/ac < Rk ) toy(k)d/a (<if a,> 0)

If d =0, system (56) is equal to the planar system (31) in the economy with intrinsically
useless assets.

% Government debt can be finitely or infinitely lived (O'Connell and Zeldes 1988). A finitely lived debt always has an
initial value, which is defined by the present discounted value of the aggregate debt payments. Hence, finitely lived
debt is a predetermined state variable like physical capital while infinitely lived debt is a forward-looking variable
like bubbles without any initial conditions. This implies that a planar system for physical capital and debt can have
local indeterminacy if some part of the debt is infinitely lived and the model has a stable invariant set.
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Let us denote a non-trivial steady state of the economy without debt by £°, i.e.,
O(k°)=k">0. By using (56) we can show:

PROPOSITION 8: If (a+)(1-8)/(1-p)#1, 0<d<d” and ny(K°)>R(k), then the economy
with government debt and permanent budget deficits has two bubble steady states. If
(0AM)(1-8)/(1-py£1, d=d” and ny(k°Y>R(K"), then the economy has a unique bubble
steady state. If (aAn)(1-8)/(1-w)£1 and d>d” or ny(k°)<R(KP), then the economy has a
unique non-trivial bubbleless steady state.

PROOF: System of difference equation (56) has a bubble steady state if
a=[p/(1+p)1(1-8)w(k)-n[1+8(1-0)/a]y(k)k>0 and a=ny(k)d/[ny(k)-R(k)]. The former
equation is a function in the (k,a) space, which satisfies a>0 if ¢(k)>k. The latter equation
is a decreasing [(0ort1)(1-8)/(1-w)<1] or increasing [(cr+1)(1-8)/(1-)>1] hyperbola in the
(k,a) space, which approaches to the vertical and horizontal asymptotes ny(k)=R(k) and
k=0 as d—0. It follows that the economy has a two (one) bubble steady states if ny=R for
some O(k)>k and 0<d<d" (d=d"), where

d"=argmax {[p(1-0)w(k)/(1+p)-n(1+3(1-ov)/c)yy(k)k][ 1-R(k)/ny(k)]}
k

On the other hand equations (56a) and (56b) imply that a bubbleless steady state must
satisfy ny<R for some ¢(k)=k or d>d" and ¢(k)=k.

The rest of the proof follows as in Proposition 3(i). Q.E.D.

Proposition 8 implies that the economy with government debt and permanent budget
deficits tends to have two bubble steady states as in Azariadis (1993, 322) and De la
Croix and Michel 2002, 203). Moreover, it implies that deficit decreases the effect of
debt on the economy and can even eliminate it if the size of the deficit is sufficiently
high. Hence, the deficit has a maximum sustainable upper bound.

If the deficit is small, then the local dynamics of the first one bubble steady state is
similar to the dynamics of the bubble steady state in the model with intrinsically useless
assets, because ny is close to R in this steady state. However, the dynamics of the second
bubble steady state tends to be different, because ny is higher than R in this steady state.
In particular, the second bubble steady state can be locally stable and thereby locally
indeterminate if some part of the debt is infinitely lived. On the other hand, the global
dynamics of the economy can be indeterminate, because equilibrium mapping can have
multiple stable manifolds, which overlap (Galor 1992). Hence, we ignore the dynamic
analysis of the model and just note that the permanent budget deficits can cause local as
well as global indeterminacy even with a log-linear utility function and C-D production
functions.
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5.3 Calibration of the model

In this section we consider the empirical relevance of the model by calibrating a
stationary version of the economy with government debt and permanent budget deficits
for the U.S. post-war data (1945-2000). Ponzi game debt finance in the U.S. economy is
studied by Bullard and Russell (1999) and Chalk (2000) in the calibrated exogenous
growth OLG model. They argue that moderate permanent budget deficits are sustainable
by Ponzi game debt finance, because the average rate of return on the U.S. government
debt has been lower than the average growth rate of output in the U.S economy. We show
that the same is true for our model, but the sustainable levels of deficit and debt are lower
than in the exogenous growth OLG models.

The empirical discussion on dynamic inefficiency and sustainability of Ponzi game debt
finance is concentrated on the U.S. economy. The reason for this is that it does not make
very much sense to study Ponzi game debt finance and dynamic inefficiency in the small
open economy such as in Finland, where the rate of return on physical capital is
determined by international capital markets and the government can use external Ponzi
game debt finance. Moreover, the U.S. economy has grown faster than other developed
countries, which makes the case for redistributing resources from children to parents
through the Ponzi game debt finance more relevant.

In general, we cannot test directly if government runs a Ponzi game, because agents'
expectations and future values of the fundamentals are non-observable. However, we can
find four types of indirect evidence on Ponzi games.

First, we can test the time series properties of the historical debt data. Hamilton and
Flavin (1986) find evidence on the fact that the Ponzi game term is not significant in the
U.S. government debt. After the seminal study by Hamilton and Flavin a number of
studies have concluded in contradictory results. For example, Wilcox (1989) finds
evidence on the non-stationarity in the U.S. debt, which implies that the possibility of
Ponzi game debt finance cannot be rejected. On the other hand, Bohn (1995,1998)
considers a stochastic version of the government intertemporal budget constraint. He
finds evidence on the fact that the U.S. debt/GDP ratio displays mean-reversion, which
implies that the Ponzi game term tends to be insignificant. Hence, we can conclude that
time series tests give mixed evidence on Ponzi games.4°

Second, we can consider the possibility of dynamic inefficiency through bequest and gift
motives. Overall transfers from parents to children are usually positive in all developed
economies. However, these transfers are seldom motivated by altruism. They may be
motivated by uncertain lifetime (Abel 1985), strategic exchange motive (Bernheim et al.
1985) or factor complementaries in production (Boldrin 1994). If we eliminate non-
altruistically motivated transfers from overall transfers, the remaining transfers tend to be
zero (Bernheim et al. 1985, Cox 1987, Altonji et al. 1997). Hence, we can find evidence

40 For a more detailed discussion on time series evidence on Ponzi games, see a survey by Chalk and Hemming (2000).
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for the inoperative altruistic transfer motive from parents to children, which implies a
possibility of dynamic inefficiency.

Third, we can consider the possibility of dynamic inefficiency through the rate of return
on physical capital and the growth rate of output. In this literature the main issue is the
question of why the average risk-free rate of return in the U.S. economy has been lower
than the average growth rate of output. This question is also closely related to the
difference between the risk-free rate of return and the rate of return on equity, i.e., the
Mehra and Prescott (1985) equity premium puzzle. If the reason for the low risk-free rate
of return is uncertainty, a sufficiently high risk aversion would imply that the average
risk-free rate of return can be below the grow rate of output in the dynamically efficient
economy (Abel et al. 1989). In this case, Ponzi games are not feasible or the reason for
them is not dynamic inefficiency but imperfect risk-sharing (Bertocchi 1991, Gale 1995,
Blanchard and Weil 2001). On the other hand, if the reason for the low risk-free rate of
return is intermediation costs or other market imperfections, the low risk-free rate of
return implies dynamic inefficiency and the feasibility of Ponzi games (Bullard and
Russell 1999, Bohn 1999). Because the equity premium puzzle still remains unsolved
(Kocherlakota 1996), the feasibility of Ponzi games from this viewpoint remains an open
question.

Fourth, we can simulate a parametric version of the model and check if the model
resembles the empirical features of the U.S. economy with realistic parameter values of
the model. Bullard and Russell (1999) and Chalk (2000) have calibrated a dynamically
inefficient exogenous growth n-period OLG model with government debt to U.S. data.
Bullard and Russell show that dynamic inefficiency fits well in the U.S. data and solves
the problem of too low savings rates in the earlier models. Chalk considers explicitly the
Ponzi game debt finance in the U.S. economy and finds that the maximum sustainable
debt deficit/GNP ratio is about 5%.

In the calibration we use a stationary version of the model with government debt and
permanent budget deficits. The transitional dynamics of the steady states is ignored in the
calibration, because it would complicate the analysis significantly. Moreover, we add to
the model exogenous scale factors and an exogenous equity premium. The scale factors
are needed to match the rate of return on physical capital and the growth rate of output to
the observed values. The equity premium corrects the observed difference between the
rate of return on government debt and the rate of return on physical capital. A similar
type of exogenous equity premium is used by Bullard and Russell (1999) and Chalk
(2000). The equity premium can be viewed as compensation for risk, intermediation costs
or some other market imperfection. The explicit modeling of the equity premium would
cause some major changes to the model and is beyond the scope of this study.41

We can rewrite the government budget constraint by using the deficit/GDP ratio and the
exogenous equity premium in the following form:

*! For endogenous equity premium and Ponzi games, see Bertocchi (1991), Gale (1995), Bohn (1999) and Blanchard
and Weil (2001).
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(57) n'YtaHl:nt+1Rt+1at+671+1f(kt+1) 03671+1<1 0<my <1

where d 1= Dg1/Y 1 1s a deficit/GDP ratio and 1/ is a proportional equity premium
between the gross rate of return on physical capital and government debt. Because <1,
the gross rate of return on government debt 7. R4 is always smaller than the gross rate
of return on physical capital Ry .

Equations (55a), (55e-h) and (57) imply that the calibrated model is defined as follows:
(58a) a=[p/(1+p)](1-8)w(k)-n[1+6(1-0v)/cx]y(k)k=K (k)

(58b) a=d f(k)/[1-mR (k)/ny(k)] =A(k)

(58¢) y(k)=A;""D[8(1-00)/0)Y 1D fEW/ID

(58d) w(k)=(1-0)A2k*™

(58¢) R(k)=0Ak™™!

(58)  f(k)=Ak™™

where A; and A, are exogenous scale factors.

To conduct the calibration exercise, we must next define the parameter values of the
model. The choice of the parameter values is a central part of the calibration exercise.
While there is some agreement in the calibration literature on the form and the parameter
values of the physical capital production function and the utility function, one cannot find
a similar consensus on the form or the parameter values of the human capital production
function (Docquier and Michel 1999, Fougere and Merette 1999, Rangazas 2000,
Bouzahzah et al. 2002). The main reason for this is that empirical evidence on human
capital is not so clear, because empirical interpretation of the theoretical concept of
human capital is often broad and less established than empirical interpretation of physical
capital. Usually empirical evidence on human capital is based mostly on the empirical
estimates of skills acquired through schooling (Temple 2000, Topel 2003) while the
concept of human capital in theoretical models is often more closely related to
knowledge, which also includes other types of skills.

We divide the parameters of the model into two classes according to the above
distinction. The first class encompasses the parameters of the production functions and
the utility function, on which there, more or less, is a consensus in the literature. Their
values are fixed in all variations of the model. The second class is the parameters of the
production functions, on which there is no consensus in the literature. Their values
depend on the particular scenario of the model. Moreover, within the given scenario, they
are chosen to match, in the best possible way, with the observed values of the variables.
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The model is calibrated to match the facts of the post-war U.S. economy. The values of
the parameters and variables are more or less standard values of the U.S. economy used
in the calibration literature. To match the three-period model to the annual data, we
assume that the length of the time period is 25 years. Hence, annual values of the
parameters and variables are raised to the power of 25. This type of transformation is
used by Pemberton (1994), Rangazas (1996,2000) and Lord and Rangazas (1998) among

others.

The parameter and variables of the model are represented in the following tables:

Table l1a Fixed parameters

Parameters Annual value 25-year period value
Physical capital share of income o 0.25 0.25

Private discount factor p 0.96 0.36

Scale parameter in human capital

production function Ay 1.02 1.64

Scale parameter in physical capital

production function N> 1.14 26.5

Gross growth rate of population n 1.01 1.28

Table 1b Scenario parameters

Parameters Scen. 1 Scen.2 Scen.3 Scen. 4
Education parameter ) 0 0.1 0.1 0.1

Erosion parameter n 0 0 0.2 0
Productivity parameter n 0 0 0 2

Table 1c Observed variables

Variables Annual value 25-year period value
Gross return on equity R 1.07 543

Gross return on government debt nR 1.01 1.28

Inverse of the equity premium i 0.94 0.24

Gross growth rate of per worker GDP vy 1.02 1.64

Source: Chalk (2000), Rangazas (2000)
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The values of the physical capital share of income o and the discount factor p are
important to the model, because they have a direct effect on dynamic inefficiency and the
sustainable level of the deficit. The value of the physical capital share of income 0.25 is
based on data and it is used generally in all calibrated models. The empirical estimate for
the private discount factor is less clear. The value for the annual discount factor in the
infinitely lived representative agent models is usually 0.96, while in the OLG models it is
usually 0.99 (Auerbach and Kotlikoff 1987, Chalk 2000). The reason for higher p in the
OLG models is that it increases the savings rate, which is otherwise too low due to low
estimated value of the elasticity of intertemporal substitution. With a log-linear utility
function the elasticity of intertemporal substitution is unity and we do not face this
problem. Hence, we can use the lower value of p.

The values of the scale parameters A; and A; are not very important to the model,
because they has little effect on dynamic inefficiency and the sustainable level of the
deficit. The annual value of the scale parameter in the human capital production function
1.02 is chosen to match the per worker growth rate in case of zero education investments
(6=0). The annual value of the scale parameter in the physical capital production function
1.14 is chosen to match, in the best possible way, with the observed returns on
government debt and equity in the steady state with the highest sustainable level of the
budget deficit.

The values of the parameters d, W and | depend on the particular scenario of the model
and they are chosen to match in the best possible way to the observed values of the
returns and the growth rate in the steady state with the highest sustainable level of the
budget deficit. Empirical estimates for & can be formed by using education spending
shares of the income and they vary between 0.1 and 0.3 (Rangazas 2000, Bouzahzah et
al. 2002). We choose 6=0.1, because higher value of 6 would imply too low balanced
growth rate of output. In the third and fourth scenario, values of i and 1 are chosen to be
0.2 and 2 to demonstrate the possibility of the positive growth effect of debt.

The values of the gross return on equity R, the gross return on government debt TR, the
inverse of the equity premium 7 and the gross growth rate of GDP ny are based on data
and are generally used in all calibrated models. The annual value of the inverse of the
equity premium is 1.01/1.07 = 0.94 by the observed annual values of the gross return on
government debt 1.01 and the gross return on equity 1.07. A change in the risk premium
would only have a small effect on the dynamic inefficiency of the economy and the
sustainable level of the deficit, because the change would be compensated for by a
corresponding adjustment in the scale parameter A,.** In the endogenous growth version
of the model, the annual gross growth rate of GDP 1.03 consists of the exogenous annual
gross growth rate of the labor force 1.01 and the annual endogenous gross growth rate of
per worker GDP 1.02. In the exogenous growth version of the model, the annual gross
growth rate of per worker GDP 1.03 consists of the exogenous gross growth rate of the
labor force 1.01 and the exogenous technological progress 1.02 defined by the scale
factor A;.

42 Similar effect is also found by Chalk (2000).
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The first scenario is an exogenous growth model, where education investments are zero
(0=0) and there is no endogenous technological progress (u=n=0). The annual exogenous
growth rate of the economy is ny=nA;=1.03. The highest sustainable deficit/GDP ratio is
4.1 %. This is illustrated in Figure 3, where we have drawn curves K(k) (equation 58a)
and A(k) (equation 58b) and the gross growth rate of the economy ny(k) (equation 58c¢) in
the (k,a) space. The highest sustainable deficit is a tangency point for the curves K(k) and
A(k).

a,ny(k)
5 —

3 — K(k)
4 L : A(k)

——~ ny(k)
3
e N e
4
0 t
0 1 2 3 4 5 k

FIGURE 3 Exogenous growth model (full calibrated model in Appendix 2)

In the exogenous growth model, the highest sustainable level of deficit/GDP ratio is
4.1%, which is close to Chalk's (2000) results in the n-period exogenous growth OLG
model (4.4 % with p=0.96, 5.2 % with p=0.99). Compared to the post-war U.S.
deficit/GDP ratio 2%, this model implies a very high sustainable level of deficit.

The second scenario is an endogenous growth model with human capital accumulation
(0=0.1) and without technological progress (L1=n=0).



FIGURE 4 Endogenous growth model without technological progress (full calibrated
model in Appendix 2)

In the endogenous growth model without technological progress, the highest sustainable
level of deficit/GDP ratio is 2.1 %, which is lower than in the exogenous growth model
and close to the post-war U.S. deficit/GDP ratio 2%. The effect of debt on the growth rate
of the economy is negative, as can be seen from Figure 4.

The third scenario is an endogenous growth model with human capital accumulation
(0=0.1) and a negative erosion effect of technological progress (u=0.2, N=0).

FIGURE 5 Endogenous growth model with a negative erosion effect of technological
progress (full calibrated model in Appendix 2)

In the endogenous growth model with the erosion effect, the highest sustainable level of
deficit/GDP ratio is 2.1 %, which is lower than in the exogenous growth model and close
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to the post-war U.S. deficit/GDP ratio 2%. The effect of debt on the growth rate of the
economy is positive, as can be seen from Figure 5.

The fourth scenario is an endogenous growth model with human capital accumulation
(0=0.1) and a positive productivity effect of technological progress (U=0, N=2).

FIGURE 6 Endogenous growth model with a positive productivity effect of
technological progress (full calibrated model in Appendix 2)

In the endogenous growth model with the productivity effect, the highest sustainable
level of deficit/GDP ratio is 2.1 %, which is lower than in the exogenous growth model
and close to the post-war U.S. deficit/GDP ratio 2%.The effect of debt on the growth rate
of the economy is positive, as can be seen from Figure 6.

The results of the calibration exercise are summarized in the following table.

Table 2 Results from alternative scenarios

Variables Scen. 1 Scen.2 Scen.3 Scen. 4

Highest sustainable deficit/GDP ratio D/Y 0.041 0.021 0.021 0.021
Highest sustainable debt/GDP ratio A/Y 2.2 1.4 1.5 1.5

From Table 2 we can make two conclusions. First, in the endogenous growth models with
human capital, the highest sustainable deficit/GDP ratio is around 2.1%, which implies
that the highest sustainable debt/GDP ratio is around 150 %. The realized U.S.
government budget deficit/GDP ratio has been 2 % since 1980. Hence, our model implies
that the current U.S deficit could be sustained purely by the Ponzi game debt finance. The
current net U.S. debt/GDP ratio is around 50 %. Hence, our model implies that the U.S.
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economy is still well below the highest sustainable debt/GDP ratio. Second, the highest
sustainable deficit/GDP ratio in the endogenous growth model is much lower than the
highest sustainable deficit/GDP ratio in the exogenous growth model. Hence, if the
reason for economic growth is endogenous human capital accumulation rather than
exogenous technological progress, the sustainable levels of deficit and debt are much
lower than Bullard and Russel's (1999) and Chalk's (2000) results indicate.

6. CONCLUSIONS

We have investigated the existence of steady states and transitional dynamics in the
endogenous growth OLG model with a log-linear utility function and C-D production
functions, where the source of economic growth is human capital accumulation due to
education investments and technological progress due to learning-by-doing externalities.
Technological progress has two opposite effects in the model, a positive productivity
effect on final goods production and a negative erosion effect on human capital
accumulation. We have shown that the properties of the model depend on these two
effects.

First, we show that if the effects of technological progress are weak, the model has a
unique globally stable non-trivial steady state, as usual in exogenous growth OLG models
with a log-linear utility function and C-D production functions (Galor and Ryder 1989).
If the productivity effect of technological progress is sufficiently strong, the non-trivial
steady state is globally unstable, as usual in endogenous growth OLG models where the
source of growth is technological progress alone (Boldrin 1992, Azariadis and Reichlin
1996, Antinolfi et al. 2001). The same is true if the erosion effect of technological
progress is sufficiently strong. Hence, the erosion effect is an additional reason for the
unstability of the non-trivial steady state.

Second, we show that the model can have stationary equilibrium allocations, where the
growth rate of output exceeds the rate of return on physical capital. These types of
allocations violate the link between the growth rate of output and the rate of return on
physical capital defined by the Euler equation and the transversality condition. Hence,
the economy can be dynamically inefficient and there is a case for the redistribution of
resources from children to parents. To consider intergenerational reallocation, we add
intrinsically useless assets and two-sided altruism to the model. We show that bequests,
gifts and bubbles cannot be operative in the same steady state if altruism is symmetric
and agents take the actions of other generations as given. On the other hand, altruistic
education investments are a perfect substitute for bequests if young agents do not face
borrowing constraints. Moreover, gifts are an imperfect substitute for bubbles and
bubbles eliminate gifts. The dynamic properties of the model with intrinsically useless
assets and/or altruism are almost analogous to the model without intrinsically useless
assets and altruism. The only difference is that in the model with intrinsically useless
assets and/or altruism, technological progress can also cause explosive oscillations.

Third, we show that bubbles can have a positive or negative effect on economic growth.
Hence, the effect of bubbles is different from those in models, where the source of
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economic growth is endogenous technological progress (Grossman and Yanagawa 1993,
Azariadis and Reichlin 1996) or human capital accumulation (Michel 1992) alone. The
reason for the different result is the erosion and productivity effects of technological
progress, which allow the growth rate of output to be decreasing in physical capital or the
rate of return on physical capital to be increasing in physical capital.

Fourth, we show that government can sustain permanent budget deficits by Ponzi game
debt finance. Ponzi game debt is an example of bubbles. Feasibility of Ponzi games
implies that government's budget policy is not neutral, i.e., Ricardian equivalence does
not hold. This non-neutrality result has two interesting policy conclusions. First, saving in
government debt instead of physical capital can increase economic growth. Government
debt also increases growth in Forslid (1998), Lin (2000) , Zhang (1997) and Zhang
(2003). However, in their models the positive growth effect of debt is based on
government income transfers, productive government expenditures or endogenous
fertility rather than the elimination of dynamic inefficiency. Second, government non-
productive expenditures can be sustained in the market economy. The government can
run a permanent budget deficit and roll over the resulting government debt forever.
However, budget deficits have a maximum sustainable upper bound and they decrease
the welfare and growth effects of debt.

We also consider the empirical relevance of the Ponzi game debt finance. We cannot test
directly if the government runs a Ponzi game, because expectations and future
fundamentals of the economy are non-observable. Hence, the empirical discussion of
Ponzi games is concentrated on the feasibility of Ponzi games, i.e., on the difference
between the rate of return on the debt and the growth rate of output. The average rate of
return on the U.S. government debt has been lower than the average growth rate of
output. This does not necessarily indicate dynamic inefficiency or the feasibility of Ponzi
game debt finance if the reason for the low return on government debt is production
uncertainty (Abel et al. 1989, Blanchard and Weil 2001). However, Mehra and Prescott
(1985) show that risk-premium alone is not sufficient to explain the difference between
the return on government debt and equity, which implies that low risk-free rate of returns
cannot be explained purely by production uncertainty. Hence, some researchers (Bullard
and Russell 1999, Bohn 1999) have argued that the reason for the low risk-free rate of
return is intermediation costs or other market imperfections, which indicates the
possibility of dynamic inefficiency and the feasibility of Ponzi game debt finance.
Because the equity premium puzzle still remains unsolved, the final question regarding
the empirical feasibility of Ponzi games due to dynamic inefficiency remains
unanswered.

An alternative way to consider Ponzi game debt finance in real economies is calibration.
Bullard and Russell (1999) and Chalk (2000) calibrate the n-period exogenous growth
OLG model to the post-war U.S. data and they find support for an empirically plausible
model of Ponzi game debt finance. Moreover, Chalk finds that the maximal sustainable
deficit/GDP ratio by Ponzi game debt finance is around 5 %. We calibrate a three-period
endogenous growth OLG model to the postwar U.S. data and show that the sustainable
deficit/GDP ratio by Ponzi game debt finance is around 2.1 %, which is slightly higher
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than the average realized U.S. deficit/GDP ratio since 1980 (2%). Hence, calibration
results indicate that the current permanent U.S. government budget deficit can be
sustained by the Ponzi game debt finance.

The feasibility of Ponzi games does not necessarily mean that the government can use
Ponzi game debt finance if agents' confidence on the value of government debt is low.
Weil (1987a) and Bertocchi and Wang (1995) have shown that the effect of the bubble on
the economy depends on the agents' expectations on the probability that the bubble will
persist and the sustainability of the bubble requires some minimum amount of
confidence. Hence, we can ask if the U.S. government can achieve the minimum amount
of confidence. It certainly was not achieved by the Italian immigrant, named Charles
Ponzi, who made a quick fortune in the 1920s by using chain letters. He was sent to
prison for a decade and died poor.

Despite the fact that Ponzi game debt finance can fail if agents lose their confidence in
the government, it offers an alternative to the tax finance. This alternative becomes more
relevant in situations where the government's capacity to tax is constrained. One example
of this type of situation is globalization, causing the factors of production to be more
mobile and thereby more difficult to tax. Hence, we can expect that the use of the Ponzi
game debt finance becomes more common as the world economy becomes more
integrated.

Although we have conducted our analysis in a simple parametric OLG model, our
conclusions would hold in the more general context. First, they can be extended to OLG
models with general forms of production functions and a constant elasticity of
substitution utility function.* Hence, our results are not tied to C-D production functions
and a log-linear utility function. Second, the results can be extended to the Bewley (1980)
type of sequential economies, which have a finite number of traders, but an infinite
sequence of trading opportunities due to borrowing constraints.

Hence, our results are not tied to the infinite number of traders. Third, the results can be
extended to the Bertocchi (1991), Gale (1995) and Blanchard and Weil (2001) type of
stochastic OLG models, where the reason for Ponzi games is not dynamic inefficiency
but imperfect risk-sharing between the living generations. Hence, our results are not tied
to the infinite sequence of trading opportunities. Fourth, the results can be extended to the
OLG models with pay-as-you-go social security. Hence, our results are not tied to the
intrinsically useless assets or altruism. Feldstein (1974) and Wigger (2001) show that the
pay-as-you-go social security works in the dynamically inefficient economy in a way
similar to gifts or bubbles.**

# For the analysis of the model with general forms of production functions and a constant elasticity of substitution
utility function, see Appendix 1.

* For the relationship between pay-as-you-go social security and intergenerational transfers, see Wigger (2002). For
the relationship between pay-as-you-go social security and government Ponzi game debt, see Ono (2003).
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APPENDIX 1:

GENERAL FORMS OF THE PRODUCTION FUNCTIONS AND A CONSTANT
ELASTICITY OF SUBSTITUTION UTILITY FUNCTION

In this appendix we consider the analysis of the model with utility and production
functions, which satisfy standard requirements for the utility and profit maximization and
are consistent with the existence of the balanced growth equilibrium. The last
requirement implies that the utility function must be a constant elasticity of substitution
(CES) function, but it is consistent with a wide class of production functions.

If we allow more general forms of utility and production functions than (3), (5) and (6),
then the qualitative properties of the model also depend on properties of the model other
than the effects of technological progress on the degrees of returns to scale in production
functions f and g. In particular, technological progress can have indirect effects on the
model through complementarity as in Galor and Weil (2000) and Galor and Moav (2000).
With C-D production functions, technological progress is a scale factor, which eliminates
this types of indirect effects.

Moreover, the qualitative properties of the model can be more complicated than
Propositions 1, 3 and 5 indicate. It is well known that OLG models can have multiple
non-trivial steady states, periodic solutions and global indeterminacy even without
externalities if the elasticity of substitution between the factors of production and the
elasticity of intertemporal substitution are lower than unity (Azariadis 1993, 198-204).
With C-D production functions and a log-linear utility function, these elasticities are
unity, which eliminates this possibility. On the other hand, OLG models with
externalities can have multiple non-trivial steady states, periodic solutions and global
indeterminacy even with C-D production functions if the elasticity of intertemporal



77

substitution is higher than unity (Boldrin 1992). With a log-linear utility function the
elasticity of intertemporal substitution is unity, which eliminates this possibility.

Human capital production function is:
(Al) h=G (Et 1581 th)
We assume that G satisfies the following regularity conditions:

ASSUMPTION Al: Function G: R,>-R. is smooth in all arguments and linearly
homogenous, increasing and strictly concave in the first two arguments. Moreover, G3<0,
G33>0, lime_)() G2:°° and lime_>m G2:0.

Assumption A1 implies that G satisfies the standard properties for interior utility
maximization with respect to education investments and G is consistent with the balanced
growth equilibrium, and technological progress erodes human capital in the decreasing
rate. From linear homogeneity of G it follows that G( hy_,e..;, &)=h..,G(1,e.1/h;.;, k)=
hig(ec1/he1, k), where g:>0, 2,<0, g1:< 0, g,,>0 for e/h>0, limey_,0 g1=cc and lime/p—se
g1=0.

Final goods production function is:
(A2)  Y~F(K Hik)
We assume that F satisfies the following regularity conditions:

ASSUMPTION A2: Function F: R+3—>R+ is smooth in all arguments and linearly
homogenous, increasing and strictly concave in the first two arguments. Moreover,
F3>0.

Assumption A2 implies that F satisfies the standard properties for the profit

maximization, F is consistent with balanced growth equilibrium and technological
progress increases productivity in the final goods sector. From linear homogeneity of F it

follows that F(K,,H,, k)= HF(k.1, k) =Hf(k, k), where f; >0, f;; <0 and £,>0 for k>0.

Profit maximization of competitive firms implies that these factors are paid their private
marginal products:

(A32) Re=fi(k, k)
(A3b) Wt:f(kta%t)'ktfl (ke %t)

The existence of balanced growth paths requires that the utility function must be additive
separable and homogenous (Jones and Manuelli 1990). Equivalently to the additive
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separability and homogeneity we could assume that households have the following CES
utility function over their own consumption

(A4)  U(ciuCon)=c1/0 +pean /0 (for 620)  O<1, p>0
U(c1,Co0+1)=Ine HpIncyys g (for 6=0)
where 0 is the degree of homogeneity of U and the special case 8=0 is a log-linear utility
function. Constraints p>0 and 0<1 imply that U is increasing, strictly concave and it
fulfills the Inada conditions. Hence, U satisfies the standard properties for interior utility
maximization with respect to consumption.
With CES utility function (A4) and assumption A1, households' objective (38) is strictly
concave in ¢;,€q.1,€11,qe+1and jiand first-order and transversality conditions (39) are
sufficient for the maximum. Hence, the competitive equilibrium of the economy with
general forms of production functions and CES utility function is defined as follows:
(A5a) nYkytnetb=z(Ri)[WitgrReen/YotReer/ Y-
[1-z(Rer DI [0V 1-Ge+1)/ R 1-ney]
(ASb) ci=[1-zRy)][WitgrRee/VotReeri/Yo-ner Y=g 1)/Re
(ASc)  yn(yci/er) P < Ry < (UBn(ycren/er) ™ (Eif jir > 0, =if gueyter > 0)
(A5d) nYbyui/b< Ry (Sif b>0)
(ASe) ki, k)=citea/ntnetnyik
(ASf)  Rey=gi(enkir) Wi
(ASg) Yi=glevkii1)
(ASh)  w=f(k;, ko)-kif1(ki, ko) =w(k;)
(A51) Rtk k)=R(k)
[1+p DR Y@V for 920
(A5))  z(Ry1)=
p/(1+p) for =0
(ASK) lim (e B (g/er)(crol T i) =0

(ASD) 1im e B (er/ere)(erol T ioyi) =0
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(ASm) lim ... (1) (rer)(C1oT i) =0

where (A5h) and (A5i) define w, and R as a function of k; and (A5j) defines z, as a
function of R;.

Implicit differentiation of (A5f) and (ASg) yields

guwir 0 | |de Ri-gW'-g1oWis
(A6) = ks
-g1 1 M 25}

and

(A7a)  e~e(ki1)

(A7b) Y =Y(ki1)

where mappings e:R.— R, and y:R,— R, are continuous functions by the implicit
function theorem, because g;;w,; 20 for k1>0.

(ABa) e'(ki) = (R-giW'-g1oWis1)/11 Wi
(A8b) Y'(kir1) = [gi(R'-giw")-(21812-811€2)Wir11/811 Wi

It follows that the sign of ¥ depends on terms R'-g,w'=(f;+f},-f, £,/)/(1-k f;/f) and
(21812-811€)Wes1. With C-D production functions f(k, k)=k" k" and g(e., k)=e.® k™ it
follows that R'-g;w'=-Ry;/k+1<0 and g,g1,-g112= g18,/e<0, which implies that g;(R'-
gW)-(&1812-2118)Wer1= (&16/8 T ki1 /@)gR/ki1e=-(8-1)gR 1 /ki 1. Hence, mapping
v is a monotone function and the sign of ¥ depends on 8-l In general, it is possible that
R'-g;w"0 if the technology-capital complementarity f,>0 is sufficiently strong.
Moreover, it is possible that g;g;,-g;12,>0 if the technology-skill complementarity g;,>0
is sufficiently strong. Hence, the sign of ¥ also depends on the indirect effects of
technological progress, and negative returns to scale in function g do not necessarily
imply that y'<0. Moreover, mapping Yy can be a non-monotone function due to indirect
effects of technological progress.

Equilibrium without intrinsically useless assets and altruism

Without intrinsically useless assets and altruism, system (A5) simplifies to the following
scalar system:

(A9)  ny(kir)keite(ki)]= 2[R (k) [w(k)-R (ke k) v(ko)]
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Equation (A9) defines implicitly the following mapping in the forward dynamics:
(A10) k= 0(ko)

From (A10) it follows that

(A1) O'(k)=z{W'R'e. /Y1 -Reae i tRer etV Y VInyeny ki ez R(wi-R e /1i.1)]

It follows that the properties of mapping ¢(k;) depend on mappings R(k;), R(kw1), w(ky),
e(ky), e(ky1), Y(ko), Y(ker1) and z(Re ). With C-D production functions (4, k)=k* k" and
g(ewr, k)=e.® kit follows that ¢'=z,(1-8)w"/[ny,(1+8(1-00)/or)(1-p)/(1-8)-zR'(1-8)w]. If
6=0, then z'=0, which implies that ¢ is a monotone increasing (0<u<1) or decreasing
(1>1) function and it has a unique non-trivial steady state. If 6£0, then it is possible that
[y (1+8(1-o0)/o0)(1-p)/(1-8)-z'R'(1-8)w]=0 for some k>0, which implies that ¢ is a multi-
valued mapping. Hence, the economy can have multiple non-trivial steady states, periodic
solutions and indeterminacy even with C-D production functions. The same is also true if
6=0 and production functions are not C-D form. In this case, it is possible that mapping y
is non-monotone as shown above. If technological complementaries are sufficiently
strong, then it is possible that ny+nyk.+ne'=0, which implies that ¢ is a multi-valued
mapping. Hence, the economy can have multiple non-trivial steady states, periodic
solutions and indeterminacy even with a log-linear utility function.

With general forms of the production functions, the efficiency analysis of steady states
can be more complicated than Proposition 2 indicates. In particular, if the economy has
multiple non-trivial stationary solutions for the planner's utility maximization problem, it
is unclear which one is the social optimum. On the other hand, if the economy has a
unique non-trivial stationary solution for the planner's utility maximization problem, we
can show that

PROPOSITION Al: Suppose that the economy has a unique non-trivial steady state
solution for the planner's second-best utility maximization problem. If ny>R in the non-
trivial steady state, then it is dynamically inefficient. If ny<R in the non-trivial steady
state, then it is dynamically efficient.

PROOF: From the transversality condition (23d) it follows that a dynamically efficient
steady state allocation must satisfy lim .. ®' (k/c;)(c1oY)°=0, which implies that «y’<1.
The limit case (m(9 =1 does not satisfy the transversality condition (23d). In this case, we
can obtain the solution of the planner's problem by modifying the planner's objective to
u(Ca0)-u(e2)+E o @' u(cr)+pu(ca)-u(e,)-pu(c,™)], where u(c; )y +pu(cy”) is the
maximum stationary utility level (De la Croix and Michel 2002, 92). Hence, feasible
values of weights are 0<0JyeS1. Substituting this constraint to Euler equation (24b) gives
ny' YR = anyeRSR. Hence, if ny>R in the non-trivial steady state, the planner can
increase the welfare of the economy for all feasible @ and the allocation must be
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inefficient. On the other hand, if ny<R in the non-trivial steady state, the planner cannot
increase the welfare of the economy for some feasible ® and the allocation must be
dynamically efficient. Q.E.D.

COROLLARY Al: Suppose that the economy has a unique Golden Rule allocation
ny(k“*)=R (). If R'(K“)<ny(k°M), then dynamically inefficient steady states satisfy
kKR and if R'(KS*)>ny (k) then dynamically inefficient steady states satisfy k<k°.

Proposition 2 and Corollary 2 in Chapter 2 are spec_ial cases of Propositign Al an_d
Corollary A1. With C-D production functions f(k, )=k k" and g(e.,, k)=ei’ k* the
planner's utility maximization problem has a unique non-trivial steady state solution.
Hence, the economy has a unique X°*>0. Moreover, condition R'(X°®)<ny(x°*) implies
that 0<(o-+n)(1-8)/(1-w)<1 and condition R'(k™)>ny'(k™®) implies that (o+n)(1-8)/(1-
w>1 [or (o+n)(1-8)/(1-n)<0 if we allow pu>1].

Equilibrium without altruism

Without altruism system (AS5) simplifies to the following planar system:

(Al2a)  n[y(ki1)kete(kin)]+b= z[R (k) [[w(ko)-R(k)e(k)/ (k)]

(A12b)  ny(ky1)bisi/be S R(k) (Sif > 0)

If b,=0, system (A12) simplifies to the scalar system (A9). If b, >0, equations (A12a) and
(A12b) define implicitly the following mappings in the forward dynamics:

(Al13a) ky=0¢'(k, b))

(A13b) by =R[@' (k, b)IbN @' (ks b) =97 (kis by)

From (A13) it follows that

(Al4a) @' 1=z[W-R'e.;Yoi-ReieYiReiea Yyl
[0 Yk tne'-zR'(W-Ry e 1/¥i1)]

(A14b) (Plz=-1/[n%+1+nYkl+1+ne'-Z'R'(WrRt.1et.l/%.l)]

(Alde) @%1= (R /Ror-Yhit 1) (eri ki )0y

(A14d) ¢*=R /YR %1/ RV e (bt ki)@'

It follows that the properties of mapping ¢(k;, b,) depend on mappings R(k,), R(k),
w(ky), e(ky), e(k1), Y(k), Y(ke1) and z(Ry4;) as in the model without intrinsically useless
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assets. The economy can have multiple bubble steady states if mappings R(k) and ny(k)
have multiple crossing points. On the other hand, if the economy has multiple non-trivial
non-monentary steady states, it is possible that the economy does not have a bubble
steady state even if it has a dynamically inefficient bubbleless steady state (Bose and Ray
1993). Moreover, the bubble equilibria can display periodic solutions even if the
bubbleless equilibria were stationary (Jullien 1988). With C-D production functions f(,
k)=k® k" and g(ev1, k)=e.i® k™ mappings R(k)=0k® """ and ny(k)=n[8(1-00)/0]> ¥ k&
WD have a unique crossing point, but the dynamics of the economy can be
indeterminate or display periodic solutions if 60.

With general forms of the production functions the growth effect of bubbles can be more
complicated than Proposition 3 indicates. In particular, if the economy has multiple
bubble steady states, the growth effect of bubbles may be ambiguous. On the other hand,
if the economy has a unique bubble steady states, we can show that:

PROPOSITION A2: Suppose that the economy has a unique bubble steady state and
mapping Y(k) is a monotone function. If R'<ny'<0 or R"™>ny>0 in the bubble steady state,
then bubbles increase the growth rate of the economy. Otherwise bubbles decrease the
growth rate of the economy.

PROOQOF: Bubbles increase 7y if ¥'<0 and the bubble steady state is lower than the non-
trivial bubbleless steady state or if ¥>0 and the bubble steady state is higher than the non-
trivial bubbleless steady state.

Equation (A12b) implies that bubbles eliminate non-trivial bubbleless steady states,
which satisfy ny>R, and the bubble steady satisfies ny=R. Hence, if the economy has a
unique bubble steady state, bubbles increase growth if and only if R'<ny'<0 or R>ny>0 in
the bubble steady state. Q.E.D.

Proposition 4 in Chapter 3 is a special case of Proposition A2. With C-D production

functions f(k, k)=k* k" and g(e,,, k)=e.;> k™ the bubble steady state is unique and

mapping Y(k) is a monotone function. Moreover, conditions R'<ny'<0 and R">ny>0 imply

that (or+tm-1)(1-8)<3-u<0 or 0<d-pu<(or+n-1)(1-0).

Equilibrium without intrinsically useless assets

Without intrinsically useless assets, system (AS5) simplifies to the following system:

(Al5a) ny(kyi)keitne(ky)=z[R (ke )][w(k)+ge-R(k)e(k)v(k)+R (ke /v(k) -
[1-z(R(ke D] [0Y(Kes1)Gir1-qus1 )R (ki1)-ney ]

(A15b) yn[Y(kie)ern/en] ™ <SRG SABIn[ytke)er/cr] ™ (if ji>0, =if gurte>0)

(A15¢) f(kuk)=ci PR (k)] ey /y(le)+ny(he e +ne(ki )
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where e, =[pR(k)]""Vci.1/7(k) by (38a).

If ji1=gw1=e1:=0, system (A15) simplifies to the scalar system (A9). If ji+1>0 or g1 te;
>0, system (A15) simplifies to the following planar system:

(A162) ny(ky) ks tne(ky)=f(kuk)-[1+(np/i0) " O/n]e;,

(A16b) n[y(ki1)erer/er] *=KR (ki)

where k=0 if g1 te;> 0 and x=1/y if j.;>0.

Equations (A16) define implicitly the following mappings in the forward dynamics:
(A17a) k= (ks 1)

(A17b) =" ORI (K, 1] Per/mylx (ks 10120k 1)
From (A17) it follows that

(A18a) x'\= (fi+f)/(nVky1nyne')

(A18b) x'»=-[1+(np/x) " O/m]/(nyk,  +ny+ne')

(A18¢) 1 =[Rkt/(1-O)R 1Y Y (crei ki )X

(A18d) 2=k OR "y R e 1 /(1-0)R 1 -V Y] (Cresn s )X

It follows that the properties of mapping % (k;, c;) depend on mappings R(k), e(k.1) and
Y(ki+1)- The economy can have multiple operative transfer motive steady states if
mappings kKR(k) and ny(k)'® have multiple crossing points. With C-D production
functions f(k, k)=k" k" and g(e.,, k)=ew,® k™ mappings kR(k)=kok® " and ny(k)'*=
n[8(1—oc)/(x]5(1'e)/ (19) pE41-0/19) e o unique crossing point, but the dynamics of the
economy can be indeterminate or display periodic solutions if 60.

With general forms of the production functions and CES utility function, it is possible
that operative and inoperative transfer motive steady state equilibria can co-exist as
shown by Thibault (2000). To consider the co-existence of different types of steady state
equilibria, let us denote an operative gift motive steady state by &, an operative bequest
or altruistic education motive steady state by k%, a non-trivial inoperative transfer motive
steady state by k°, a non-trivial steady state in the economy without altruism and
intrinsically useless assets by k" and a non-trivial steady state solution for system (A16)
by ™. By using this notation we can show:
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PROPOSITION A3: Suppose that economy has p 20 non-trivial k> , n>0 non-trivial Kt
Jor ¥=B and m >0 non-trivial Kt for x=1/y. Competitive equilibrium of the economy has
at least one non-trivial steady state equilibrium and at most p+m-+n. The non-trivial
steady state equilibrium is unique if

(i) m=1, n=1 and p=0
(ii) m=1, n=1 and BY’R>ny or (1/y)y R<ny for all K°
(iii) ByeRS ny<(IW)YR for a unique k° and
ny> [z(w-Re/y)-ne)/k for all K™ with w=1/y and
nY< [z(w-Re/y)-nellk for all K™ with «=p

PROOF: Suppose that 3 k,”>0,.., k,° >0, k,"">0,.., k" >0 for k=B and k,">0,.., k,"" >0
for k=1/y, where p =0, m>0 and n>0. From (A16) it follows that K™ =k if and only if
[z(w-Re/y)-ne]/k<ny=By°R, K™ =K' if and only if [z(w-Re/y)-nel/k>ny= (1/y)y’R and k°
=k’ if and only if By’R < ny=[z(w-Re/y)-ne]/k < (1/y)y°R.

By using these conditions we can divide the existence proof of the non-trivial steady state
into four cases:

(1) Suppose that p=0. Equation (A9) implies that ny(k)>[z(w-Re/y)-nel/k or ny(k)<[z(w-
Re/y)-ne)/k for all k, which implies that for all K™=k or for all X™='. Hence, the
economy has n non-trivial steady states £* >0 or m non-trivial steady states ©>0.

(2) Suppose that p>0 and for all K°# k° . It can be show by contradiction that K™=k or
K™=F for at least one k >0. Suppose that &™ # k% and K™ = &, i.e., [z(w-Re/y)-
nel/k>ny=Py’R and [z(w- Re/y) -ne]/k< ny= (1/y)y’R. It follows by continuity that 3 at
least one >0 such that By’R < [z(w-Re/y)-nel/k=ny < (1W)y°R, i.e., k°= k>0, which
contradicts the original assumption. Hence, the economy has at least one trivial steady
states &7 >0 or &'>0.

(3) Suppose that p>0 and for all ™ # k% and for all ™ # &. It follows by continuity that
the economy has at least one K°>0.

(4) Suppose that p>0 and k° =k fori e {1,..z| z<p}, k™ =k forie {1,..,x| x<n}and
k"= kj forie {1,..,y| y<m}. It follows that the economy has z non-trivial steady states
k°>0, x non-trivial steady states k% >0 and y non-trivial steady states K>0.

From (1)-(4) it follows that the economy has at least one non-trivial steady state and at
most p+m-+n. Moreover, it follows that: '
(i) If p=0, m=1 and n=1, then the economy has a unique k>0 or ¥ >0 by case (1).
(i) If p>0, m=1, n=1 and for all &° = £°, i.e, Py(K")°R(A°)>ny(k°) or
(1A)YEP)° R(KP)<ny(kP), then the economy has a unique k>0 or &' >0 by case
2).
(iii) If p>0, kP =k for one i € {1,...p}, for all K™ k% and for all K" % &, i.c.,
BY’R< ny<(1/y)y’R for a unique £° >0 and ny=(1/y)y’R > [z(w-Re/y)-ne]/k™ and
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ny=Py’R< [z(w-Re/y)-ne]/k™ , then the economy has a unique £° >0 by case (3).
QE.D.

Proposition A3 is an extension of the results by Thibault (2000) in the exogenous growth
model with one-sided altruism to the endogenous growth model with human capital and
two-sided altruism. Proposition 5(i) in Chapter 4 is a special case of Proposition A3.
With C-D production functions f(k,, k)=k" k" and g(e.;, k)=e.,* k™ and a log-linear
utility function, we have m=1, n=1 and p=1 and condition (ii) or (iii) is always satisfied.

With general forms of the production functions and CES utility function, the relationship
between different types of steady state equilibria can be more complicated than
Proposition 6 indicates. In particular, if the economy has multiple Golden Rule
allocations, the relationship between operative and inoperative transfer motive steady
states is ambiguous. On the other hand, if the economy has a unique Golden Rule
allocation, we can show that

PROPOSITION A4: Suppose that the economy has a unique Golden Rule allocation
ny(k“)=R(,®). If R'(,k“®)y<ny (kR), then kA < k° < K. IFR'(K)>ny(kR), then K < k° <
KA.

PROOF: From the transversality condition (A5k-m) it follows that an operative transfer
motive steady state allocation must satisfy lim (.. B' (¢/c1)(c10Y)°=0, lim (.. B (e1/c1)
(c10Y)%=0 or lim .. (1) (j/e1)(c10Y")?=0, which implies that By’<1 or (1/y)y*>1.
Substituting this to the Euler equation (A16b) gives ny(k?)' *=BR(k%) = ny(k%)=
BY(KHR(AY)< R(A%) and ny(K) *=(1/p)R(K) = ny(k)=(1/p)y(F)°REF)>R(K).

From the uniqueness of k<°% it follows that R<ny for &>k“® and R>ny for k<k“® if
R'(k™)<ny (k") and R<ny for k<" and R>ny for k>, if R'(K“®)>ny (k). It follows
that k9 <& if R'(k%)<ny' (k). Moreover, it is not possible that k< k% or k>> K, because
BR(k0)> ny(ko) and (1/w)R(k0)<ny(k°) are not feasible equilibria by (A15b). Hence, if K
exists, it must satisfy k& < k° < k. On the other hand, k%>K if R'(A\“®)>ny(k?).
Moreover, it is not possible that £°> k% or "< &, because BR(k0)>ny(k°) and (1/\|/)R(k°)<
ny(k’) are not feasible equilibria by (A15b). Hence, if k" exists, it must satisfy Bk <k
Q.E.D.

Proposition 6 in Chapter 4 is a special case of Proposition A4. With C-D production
functions f(k, k)=k k" and g(e.,, k)=e.; k* and a log-linear utility function, the
economy has a unique k°®>0. Moreover, condition R'(kGR)<y'(kGR) implies that (o+mn)(1-
8)/(1-w)<1 and condition R'(k“)>y(k°?) implies that (or+1)(1-8)/(1-p)>1 [or (o:+n)(1-
8)/(1-W)<0 if we allow p>1].

Equilibrium with intrinsically useless assets and altruism

It is straight forward to show that similar results as Proposition A3 and A4 hold, except
that operative gift motive steady states are dominated by bubble steady states.



APPENDIX 2: CALIBRATION OF THE MODEL BY MATCAD

Exogenous growth model (figure 3)

Parameters

a 1=0.25 L2:=1.1425 r 1=0.96

L, = 1.02® m:=0

25

h:=0 d:=0

Highest sustainable deficit/GDP ratio

d :=0.041

Equations
k :=0.01,0.02..5

R(k)i=aL, k2 t" =t

w(k)i=(1-a)L,k* "

1

o(k) = (L,)

r

K(K) :=(1-d)-
1+
dL k?
A(k)i=—2
1-p. R(k)
n-g(k)

n:=1.01%

w(k) - n-[1+ (1- a)ﬂ].g(k)-k
a

Observed variables

*f(p R(L46)) = 1.007

2YR(1.46) = 1.066

?In-g(1.46) = 1.03

Tangency point
K(1.46) = 2.708
A(1.46) = 2.707

Highest sustainable
debt/GDP ratio

A(1.46)

_ AR 2516
1.14-1.462t"

_ (1.01) %
p ===
1.07

k= K(k) = A(k) = n-g(k) =
001] [1.642] [-0.015 2.104
0.02 1.935 -0.031 2.104
0.03 2.125 -0.049 2.104
0.04| [2.267| [-0.066 2.104
0.05 2.381 -0.085 2.104
0.06 2.476 -0.105 2.104
0.07 2.557 -0.125 2.104
0.08 2.628 -0.146 2.104
009| | 2.69| [-0.169 2.104

01| [2746| [-0.192 2.104
0.11 2.796 -0.216 2.104
012| [2842| [-0.242 2.104
0.13 2.884 -0.268 2.104
0.14 2.922 -0.295 2.104
0.15| |[2.956| [-0.324 2.104
0.16 2.989 -0.354 2.104




Endogenous growth model without technological progress (figure 4)

Parameters
25 25
a'=025 L, :=114 25 n:=101
2 =
r :=0.96 /101 25
L,:=102® m=0 h:i=0 d:=01 P= o7

Highest sustainable deficit/ GDP ratio

d:=0.021
Equations
k :=0.01,0.02.. 5

R(k) =aL, k> T" =t

w(k)i=(1-a)L,k* "

1 — d—m
1—d d1* Tq
(k) ::(Ll) l(1-a)=2 Kk
a
K(K) = (1 d)——w(k) = n{ 14 (1= a)-3 L g(k) &
1+ a
dL,k?
A(K) i =——=—
1-p. R(k)
n-g(k)
k= K(k) = A(k) = n-g(k) =
0.01 1.481 4.10 -3 1.166
0.02 1.747 3.10 -3 1.259
0.03 1.918 -0.015 1.317
0.04 2.045 -0.021 1.36
0.05 2.147 -0.027 1.394
0.06 2.231 -0.034 1.423
0.07 2.302 -0.041 1.447
0.08 2.364 -0.049 1.469
0.09 2.418 -0.056 1.488
Observed variables Tangency point 01 2465 -0.065 1.506
0.11 2.508 -0.073 1.522
” K(13) = 1.669 0.12 2.545 -0.082 1.536
J(p-R(13)) =1.01 A(13) = 1654 0.13| |2.579 -0.091 1.55
25 _ Highest sustainable 0.14 261 -0.101 1.563
R(1.3) = 1.07 debt/GDP ratio 0.15 2.638 -0.111 1.575
2 9(1.3) = 1.028 A(13) 0.16| |2.663| |-0.121 1.586

= 1.359
114132 N



Endogenous growth model with the erosion effect of technological progress (figure 5)

Parameters

a:=025 L,:= 1.14%° n:=1.01%

r :=0.96% Lo1\®
L,=102° m=02 h:=0 d:=01 P :=(To7>
Highest sustainable deficit/ GDP ratio
d:=0.021
Equations
k :=0.01,0.02.. 5

R(k)=al,k* "=t

w(k)=(1-a)L,k* "

d
1 T d—m

d N e
a(k) :=(L1) - -[(1—a)-;] kT

K(K) :=(1—-d)——w(k) - n-[1+ (1- a)-ﬂ]-g(k)-k
1+r a
dL,k?
Ak i =—=
1-p. R(k)
n-g(k)
k = K(k) = A(k) = n-g(k) =
0.01| |[1.454 -0.012 3.244
0.02| |[1.701 -0.024 3.003
0.03| |[1.857 -0.035 2.871
0.04| [1.972 -0.047 2.781
0.05| |[2.061 -0.059 2.713
0.06| |[2.135 -0.071 2.658
0.07| |[2.196 -0.084 2613
0.08| |[2.249 -0.097 2.575
0.09| |[2.294 -0.111 2.541
Observed variables Tangency point 01 2334 -0.125 2512
0.11 2.37 -0.14 2.485
”e K(13) = 1.861 0.12| |2.401 -0.155 2.461
J(p-R(13)) =1.01 A(13)=1.853 0.13| |2.429 -0.17 2.439
25 Highest sustainable 0.14] |2.454 -0.186 2.419
R(1.3) = 1.07 degbt/GDP ratio 0.1s| |2.477 -0.203 2.401
%ng(1.3) = 1.026 A(13) 0.16| |2.497 -0.221 2.384

= 1522
114132 N



Endogenous growth model with the productivity effect of technological progress (figure 6)

Parameters
25 25
a'=025 L, =114 25 n:=1.01
2 =
r :=0.96 /101 25
L,:=102®° m=0 h=2 d:=01 17
Highest sustainable deficitt GDP ratio
d:=0.021
Equations
k :=0.01,0.02.. 5
R(k):=aLk* "=t
w(k)i=(1-a)L,k* "
l L
1—d d]e i_?
(k) :=(Ll) -[(1_ a)-_] kT
a
K(K) = (1= d)——w(k) = n{ 14 (1- a)-3 | g(k) &
1+ a
dL k2"
Ak) =—2
1_ R(k)
n-g(k)
k= K(k) =  A(k) = ng(k) =
I I 0.01 -0.015 510 5 1.166
- _ 0.02 -0.032 8.10 5 1.259
K(K) 0.03| | -0.05| [3104 1.317
A 0.04| [-0.067| p6-10 -4 1.36
'''' 2 — 0.05 -0.085 18-10 -4 1.394
n-g(k)
0.06 -0.103 4.10 -3 1.423
0.07 -0.12 710 -3 1.447
0 I I 0.08 -0.137 1.10 -3 1.469
0 2 4
Kk 0.09 -0.153 6-10 -3 1.488
- 10 -3
Observed variables Tangency point 01 0.169 9-10 1.506
0.11 -0.185 12.10 -3 1.522
” K(0.85) = 1.172 0.12 -0.2 4.10 -3 1.536
J(p-R(0.85)) = 1.01 A(0.85) = 1.161 0.13| |-0.214 110 -3 1.55
25 _ Highest sustainable 0.14| |-0.228| 610 -3 1.563
R(0.85) = 1.07 debt/GDP ratio 0.15| |-0.241 6-10 -3 1.575
*¥h.9(0.85) = 1.026 A0BS) .o 016] [0253] 410 3 1.586

1.14.0.852 t"
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