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Abstract

This paper develops an overlapping-generations model with heterogeneous agents in
terms of earning ability and cash-in-advance constraint. It shows that tax policy cannot
fully replicate or neutralize the redistributive implications of monetary policy. While
who gets the extra money becomes irrelevant, the rate of growth of money supply
keeps its bite. A second lesson is that it may be optimal to deviate from the Friedman
rule. The results are due to the existence of another source of heterogeneity among
individuals besides differences in earning ability that underlies the Mirrleesian approach
to optimal taxation. They hold even in the presence of a general nonlinear income tax
and preferences that are separable in labor supply and goods. If differences in earning
ability were the only source of heterogeneity, the fiscal authority would be able to
neutralize the effects of a change in the rate of monetary growth and a version of the
Friedman rule becomes optimal.

JEL classification: H21; H52.
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1 Introduction

This paper attempts to shed light on two inter-related questions. One is the redistribu-
tive properties of monetary policy in a model where the fiscal authority is able to levy
nonlinear taxes. Specifically, it examines if all redistributive aspects of monetary policy
can be replicated, or neutralized, through fiscal policy (ignoring macroeconomic issues).
The question is important not only in its own right but also to the resolution of the de-
bate regarding the impropriety of giving redistributive power, which should reside with
the legislature, to unelected central bankers. The second question concerns the much
debated issue of the optimality of Friedman rule of setting the nominal interest rate to
zero. The two questions are related in that the monetary policy affects redistribution
through the monetary growth rate as well as money disbursement rule.

Two recent papers have advanced our knowledge on both of these fronts. Williamson
(2008) makes a distinction between “connected” and “unconnected” agents in terms of
their access to financial institutions. He shows that this source of heterogeneity causes
monetary policy to have significant redistributive implications. Additionally, it often
leads to a negation of Friedman rule. However, Williamson does not allow for a tax
authority with the power to levy nonlinear taxes. da Costa and Werning (2008), on the
other hand, allow for nonlinear income taxes and find that Friedman rule is optimal.
In their model, however, the source of heterogeneity between agents is something quite
different from Williamson’s. Their heterogeneity arises from the variation in the earning
abilities of different individuals that forms the cornerstone of the Mirrleesian framework.
The current paper draws on both of these papers bringing them together in a unified
framework. We show that the ability to levy nonlinear taxes can neutralize monetary
policy only if the source of heterogeneity concerns earning abilities, as in da Costa and
Werning (2008), but not if it concerns heterogeneity of the type Williamson (2008) has
in mind.

To put the importance of the Mirrleesian framework in perspective, recall that the



Friedman rule is a first-best prescription and may or may not hold in second-best set-
tings. This depends on the nature of the second-best (existence of distortionary taxes
or intrinsic reasons for market failure), the set of tax instruments available to the gov-
ernment, and the structure of individuals’ preferences.! Chari et al. (1991, 1996), in the
context of a model with identical and infinitely-lived individuals, related the optimality
of Friedman rule in the presence of distortionary taxes to the uniform commodity tax
result of Atkinson and Stiglitz (1972) and Sandmo (1974). This latter result states that
if preferences are separable in labor supply and non-leisure goods, with the subutil-
ity for goods being homothetic, optimal commodity taxes are proportionately uniform.
Deviations from Friedman rule violates this tax principle.?

The optimality of Friedman rule has traditionally been studied in environments
with identical individuals. Such environments are, by construct, silent on the validity
of Friedman rule when monetary policy has redistributive implications.? Naturally too,
these studies which use the Ramsey tax framework, assume that all tax instruments,
including the income tax, are set proportionally.* The novelty of da Costa and Werning
(2008) is that they break with this tradition.” They consider a model in which individ-
uals are heterogeneous with respect to their earning ability, and allow the government
to levy nonlinear income taxes. Their result too is interesting as they are able to prove

that the Friedman rule is optimal for any social welfare function that redistributes from

'Non-optimality of Friedman rule in the presence of distortive taxes was first discussed by Phelps
(1973). A selective reference to other sources of distortion include: van der Ploeg and Alogoskoufis
(1994) for an externality underlying endogenous growth; Ireland (1996) for monopolistic competition;
Erceg et al. (2000) and Khan et al. (2003) for nominal wage and price settings; Schmitt-Grohe and Uribe
(2004a,b) for imperfections in the goods market; and Shaw et al. (2006) for imperfect competition as
well as externality.

>This uniformity result is derived within the context of the traditional one-consumer Ramsey prob-
lem. As such, the result embodies only efficiency considerations. Redistributive goals do not come into
play.

3With the exception of intergenerational redistributive issues that arise in overlapping generations
models; see, e.g., Weiss (1980), Abel (1987), and Gahvari (1988).

*See, e.g., Chari et al. (1991, 1996), Correia and Teles (1996, 1999), Guidotti and Vegh (1993), and
Mulligan and Sala-i-Martin (1997).

®See also Albanesi (2007).



the rich to the poor.

As with Chari et al’s (1991, 1996) earlier result, da Costa and Werning’s (2008)
finding is also related to the uniform taxation result in public finance, albeit a different
one. Whereas Chari et al.’s (1991, 1996) draws on Sandmo’s tax uniformity (1974)
result derived within a Ramsey setting, da Costa and Werning’s (2008) has its roots in
Atkinson and Stiglitz (1976). That classic paper on the design of tax structures was
particularly concerned with the usefulness of commodity taxes in the presence of a gen-
eral income taxes in many-consumer economies.’ It proved that with a general income
tax, if preferences are weakly separable in labor supply and goods, then commodity
taxes are not needed as instruments of optimal tax policy. With non-separability, one
wants to tax the goods that are “substitutes” with labor supply and subsidize those that
are “complements” with labor supply. In da Costa and Werning (2008) the uniformity
result, which implies a zero nominal interest rate, holds with preference separability.
However, da Costa and Werning assume that real cash balances and labor supply are
complements so that cash balances should be subsidized. This implies that the optimal
nominal interest rate is negative. But given the non-negativity of nominal interest rate,
the zero interest rate emerges as the “optimal” policy.

da Costa and Werning’s complementarity assumption tells us that if a high-ability
consumer and a low-ability consumer have the same gross-of-tax income and the same
net-of-tax income, the high-ability consumer who will work less (because his wage rate is
higher) will carry a smaller amount of real cash balances than the low-ability consumer.
However, the assumption does not tell us if, in equilibrium, a high-ability person will
in fact carry a smaller amount of real cash balances, as a percentage of his total expen-

ditures, than a low-ability consumer. If anything, with a shopping-time rationalization

5The ineffectiveness of commodity taxes and their proportionately uniform tax treatment boil down to
the same thing. In the absence of exogenous incomes, the government has an extra degree of freedom in
setting its income and commodity tax instruments. This is because all demand and supply functions are
homogeneous of degree zero in consumer prices and lump-sum income. In consequence, the government
can, without any loss of generality, set one of the commodity taxes at zero (i.e. set one of the commodity
prices at one). Under this normalization, uniform rates imply absence of commodity taxes.



for money holdings, one may very well expect the reverse of this, as the opportunity
cost of time is higher for high-ability individuals. Yet, as Albanesi (2007) argues, the
empirical observations show that lower income consumers do carry a higher percentage
of their expenditures in cash.” This raises two questions. Why is this the case and what
are its implications for optimal monetary policy and the Friedman rule?

This paper is not concerned with question of why. Yet it is not too difficult to
realize that the answer cannot lie primarily in the heterogeneity of agents with respect
to their earning ability (which is the cornerstone of the optimal tax literature). As
argued by Williamson (2008), different agents may have to carry different levels of
cash balances because of their different levels of access to other financial instruments
and/or their sophistication. These, in turn, may be negatively correlated with one’s
earning ability. These considerations do not arise naturally from da Costa and Werning’s
complementarity assumption and must be explicitly accounted for.

This paper, following da Costa and Werning (2008), uses a Mirrleesian approach
and allows for individuals to have different earning abilities and face a nonlinear income
tax schedule. To capture the second source of heterogeneity, it uses a Clower cash-in-
advance constraint to rationalize money holdings while allowing for the cash-in-advance
reserve requirement to differ across earning abilities. This difference may have arisen
from Williamson’s (2008) distinction between “connected” and “unconnected” agents
in terms of their access to financial institutions. Our setup differs from da Costa and
Werning’s (2008) in one other important aspect. Ours uses an overlapping-generations
framework rather than an infinitely-lived cohort of agents.

One lesson of this paper is that fiscal policy cannot fully replicate or neutralize the
redistributive implications of monetary policy. While who gets the extra money becomes
irrelevant, the rate of growth of money supply keeps its bite. A second related lesson

is that the Friedman rule may be suboptimal even in the face of an optimal nonlinear

"She also argues that the complementarity “assumption would lead to a cross-sectional distribution
of money holdings that is inconsistent with empirical evidence” (p. 38).



income tax. The reason for both of these results is the existence of other sources of
heterogeneity among individuals besides differences in earning ability that underlies the
Mirrleesian approach to optimal taxation. If differences in earning ability were the only
source of heterogeneity in the model, the fiscal authority would be able to neutralize
the effects of a change in the rate of monetary growth and a version of the Friedman

rule becomes optimal.®

2 The model

Consider a two-period overlapping-generations model where individuals work in the first
period and consume in both. There is no bequest motive. Preferences are represented
by the strictly quasi-concave utility function U = u (¢, dpy1, Ly) where ¢ denotes con-
sumption in the first period, d consumption in the second period, and L denotes the
labor supply; subscript ¢ denotes calendar time. The utility function is strictly increas-
ing in ¢; and dyy1, and strictly decreasing in L;. Each generation consists of two types of
individuals who differ in two correlated characteristics: skill levels (labor productivity)
and the “degree of connectedness”. High-skilled workers are paid wf and low-skilled
workers wf; with w] > w{. The degree of connectedness is modeled by the relative size
of the cash one has to carry for financing his transactions. The proportion of agents of
type j, 7 = h, £, remains constant over time. Denote this proportion in a given genera-
tion by 7/. Population grows at a constant rate, ¢g; with N; being the total number of
agents born in period ¢. Thus, denoting the total number of agents of type j born in
period t by ng, one has 7/ = ng/Nt.

Production takes place through a linear technology with different types of labor as
inputs. Transfer of resources to the future occurs only through a storage technology with

a fixed (real) rate of return, 7. We thus work with an overlapping-generations model &

8More precisely, the Friedman rule is not a unique optimum; a continuum of values for the monetary
growth rate and the tax on the second-period consumption maximizes social welfare.
% An alternative assumption is that agents borrow and lend on international capital markets at an



la Samuelson (1958) and assume away the issues related to capital accumulation.

2.1 Money and monetary policy

Money holdings, rationalized through a Clower cash-in-advance constraint, constitute
another source of financing for future consumption (in addition to real savings). At
the beginning of period ¢, before consumption takes place, the young purchase all the
existing stock of money, My, from the old. Denote a young j-type agent’s purchases by
m‘g We have

M; = nlml 4 nimt. (1)

The rate of return on money holdings (the nominal interest rate), i;41, is related to the

inflation rate, ¢, , according to Fisher equation

T+igr = (14 rg) (T4 @) - (2)

Denote the price level at time ¢ by p;; the inflation rate is defined as

L+ @1 = pes1/pe- (3)

The monetary authority injects money into (or retires money from) the economy at
the constant rate of §. Money is given to (or taken from) the old—who hold all the stock
of money—via lump-sum monetary transfers (or taxes). Thus a young j-type agent who
purchases m{ at the beginning of time ¢ receives a{ 41 at the beginning of period ¢ + 1.

Clearly, a,}}H and af 1 must satisfy the “money injection relationship”,
h_h . 0
nyagyy +ngag = 0M;. (4)

Beyond this, we do not specify how much of the extra money injection goes to which
type. Indeed, an important message of our paper is to prove that this division is

immaterial.

exogenously fixed interest rate.



With money stock changing at the rate of 6 in every period, M1 = (1 +60) M,.
Substitute for M; and M1, from equation (1), into this relationship:

h h V4 V4 _ h __h Y4
ne My +nggmyy = (1+0) (nt my + ntmt) .

Given that the population of each type grows at the constant rate of g, one can rewrite

1+46 1+46
h h h L L L
ny (mt 177 gmt> + ny (mt 177 gmt) = 0.

this as!?

Assume that the money-holdings of each type changes in the same direction. It then

follows that

; 1+46

Following Hahn and Solow (1995), specify the cash-in-advance constraint through
the assumption that all agents must finance a fraction of their second-period consump-
tion expenditures by the cash balances saved in the first period.!! However, given our
heterogeneous-agents framework, this fraction is not the same for individuals of different
types. Specifically, let v denote the fraction of one’s second-period consumption expen-
ditures that has to be financed by cash balances. Given Williamson’s (2008) notion of
connectedness, one would expect that v depends negatively on skills: The more skilled
individuals, being more sophisticated and more connected, require a smaller amount of
cash to finance their transactions. Additionally, to account for the empirical observation
that lower income individuals carry a higher amount of cash relative to their expendi-

tures as stated by Albanesi (2007), we assume that 7 also depends negatively on one’s

12Observe that (1 + g) m{+1 is not necessarily equal to mJ + a{+1. This will be the case if a{_H = 6Omi.

"' This specification has been used extensively in overlapping-generations models, particularly by
Philippe Michel and his associates; see, e.g., Crettez et al. (1999, 2002) and Michel and Wigniolle (2003,
2005). This specification may appear restrictive in that it does not apply to first-period consumption
expenditures. However, this is not the case for the points addressed in this paper. Assuming that
first-period expenditures are also subject to this constraint does not change our results. Given that
individuals have no assets in the first-period, they will have to borrow money from the old, at the
market interest rate, and as such imposes no additional constraint on the individuals’ optimization
problem. See Gahvari (2012) for more details on what might change if one adopts this more generalized
specification for the cash-in-advance constraint.



income, either gross income I, or aggregate disposable income y.'? Using +/ to denote
either ~ (wj e ) or y (wj ) ) (depending on whether v is assumed to depend on gross-
or aggregate disposable income), one can write the j-type’s cash-in-advance constraint
by

m] +aly Z Y prad,. (6)
Assume constraint (6) binds. Dividing it by p;y1, rearranging the terms, and using
equations (2) and (3), yields

J J

my 3 A1
—t = N
P41 i pt+1’
J
i Appq L+ 14
= yid],, - Tt ™)
Pt 1+t

2.2 Fiscal policy

The tax authority is able to levy income and commodity taxes. Assume, in the tradition
of the optimal income tax literature a la Mirrlees (1971), that an individual’s type and
labor supply are not publicly observable but that his labor income, I; = w;L;, is. This
rules out first-best type-specific lump-sum taxes but allows labor income to be taxed
via a general (nonlinear) tax schedule T' (I;). Assume further that the information the
tax authority has on transactions, including money holdings, is of anonymous nature; it
does not know the identity of purchasers. This assumption, which is made for realism,
implies that goods can be taxed only linearly (possibly at different rates). Appendix F
explores the implication of allowing the government to have information on individual
purchases.

As usual, homogeneity of degree zero of demands in consumer prices, and supplies in

producer prices, allows one to normalize both sets of prices. This enables us to normalize

12This is a more general specification than allowing for v to depend on income only indirectly through
one’s skill level. It seems reasonable, and in line with Williamson’s argument, that one’s level of income
accords him a measure of connectedness regardless of his innate skill level.



one of the commodity tax rates to zero. We set the tax rate on c¢; to be zero and denote

the tax rate on d; by 7. All producer prices are normalized to one.

2.3 Constrained Pareto-efficient allocations

To characterize the (constrained) Pareto-efficient allocations, one has to account for
the economy’s resource balance, the standard incentive compatibility constraints due to
our informational structure, and the implementability constraints caused by linearity
of commodity taxes—itself due to informational constraint, as well as the monetary
expansion mechanism. To this end, we derive an optimal revelation mechanism. For
our purpose, a mechanism consists of a set of type-specific before-tax labor incomes,
Ig ’s, after-tax incomes, zf ’s, a commodity tax rate, 7, a money supply growth rate, 0,
and a monetary distributive rule, a{. This procedure determines 7, 6, and a{ 41 from the
outset. A complete solution to the optimal tax problem per-se, i.e. determination of Ig
by the individuals via utility maximization, then requires only the design of a general
income tax function T (I;) such that 2/ = I} — T (It])

To proceed further, it is necessary to consider the optimization problem of an in-
dividual for a given mechanism (7,60, a¢11, 2, It). This is necessitated by the fact that
the mechanism determines personal consumption levels only indirectly, namely through
prices. The mechanism assigns the quintuple <T,9,a‘z _H,zg ,Itj ) to a young individ-
ual who reports his type as j. The individual will then allocate zg between first- and
second-period consumption, and money holdings.

Formally, given any vector (7,0, as11, 2, I;), an individual of type j chooses ¢; and

d¢+1 to maximize

1
u=1u (del”rla l;) , J=ht, (8)

Wy



subject to the per-period budget constraints

pi (i + 8¢) + My = P2y, 9)

Pey1 (14 7) diyr = pese (14 dgg1) +mg + arg, (10)

where s; is the level of real savings chosen by the agent. Observe that 6 does not
explicitly appear in the problem above; it does so implicitly thorough its effect on 4;1.
Equations (9)—(10) can be unified into an intertemporal budget constraint for the young.
Substitute z; — ¢; — my/p; for s; from (9) into (10) to derive,

m .
pry1 (L +7)der1 = e <Zt —Ct — pt> (1 + dpp1) +my + ag
t

m
= Pi+1 |:Zt — Ct — pftl (1+80t+1):| (1+Tt+1)+mt+(lt+l.
t+

Divide the above expression by py1 (1 + 744+1) and rearrange the terms to get

1+7)d ) m a
Ct+( ) dis1 n t+1 b, t+1 (11)

+ .
14+ re T+rper 0 per (L+7041)

We next incorporate the Clower cash-in-advance constraint in the intertemporal
budget constraint. Substituting for my/pi+1, from (7), in the intertemporal budget
constraint (11) results in

(14 7)di1 Tt41 < ; at+1) at41
+ + Vg — ) =g g — L
T+ 7 1+ 741 " " i (L )

or, equivalently,

1+ 744744 at+1
G+ —m-—7-—"-d =z + —. 12
t T+ et B = A (12)

The problem of a young j-type, who is facing the quintuple <T,9,a‘z +1,zg,1g ) , 18 to

maximize (8) subject to (12). The first-order condition for this problem is

ou (Chdl”rla It/wg) [O0dev1 1474 Adi,
ou (Cu dit1, It/wi) /Ocy Lbren

(13)

10



Observe that with v* # ~*, the two types face different effective prices for dy, 1 (relative
to ¢;). This is due to the second source of heterogeneity we have postulated. If v* = ~¢,
this latter source of heterogeneity disappears and we will have only the heterogeneity
in skills. Condition (13), along with the individual’s intertemporal budget constraint

(12), yields the following conditional demands for the j-type’s first- and second-period

consumption,
. 1 Jq I
q = of TEIEIe G ) (14)
L+ri Pt w]
. 1 Jg I
B, = d| T G ) (15)
L+ri Pt w]

We summarize our discussion thus far regarding the determination of the temporal

equilibrium of this economy as,

Proposition 1 Consider an overlapping-generations model a la Samuelson (1958) with
money wherein money holdings are rationalized by a version of the Clower cash-in-
advance constraint. There are two types of agents: One type is skilled and connected,
denoted by h; the other type is unskilled and less connected, denoted by £. Both types
grow at a constant rate so that the proportion of each type in the total population re-
mains constant over time. Let a young j-type individual face, at time t, the quintuple
(T, 0, a{Jrl, zg, ]g) , where T is the tax rate on second-period consumption, 0 is the money
growth (or contraction) rate, aiﬂ is the j-type’s allotment of money injection (or tax
withdrawal) to be given in the following period, zf is the j-type’s after-tax income, and
Itj is the j-type’s before-tax income; j = h,{. Under the perfect foresight assumption,
the period by period equilibrium of this economy is characterized by equations (1)—(3),

(7), and (14)-(15), where the last three equations hold for both j = h,{.

2.4 Mechanism designer

It remains for us to specify how the mechanism designer chooses <7', 0, a{ i1 zi , Itj ) . This

will complete the characterization of the set of (constrained) Pareto-efficient allocations

11



in every period. To simplify notation, introduce

1+7 4704

1
qt+1 1+ 711 (16)

Substituting these values in (14)—(15), we have

i at+1 I
cd = @yt L
¢ ks Pt ’wg ’
] at+1 I
& = dlq 2+ —,— .
bl ( b Pt 7w§

Next, substituting the values of cg and d{ 41 in the young j-type’s utility function (8),

yields his conditional indirect utility function,

ay1 Iy
q 5 2t 2zt + T 7 =
( t+1 D wg)

a1 I; at4-1 I Iy
U c q ) t + Ty T & d q ) zt + Ty T & 5 * 17
( ( s Pt wi) ( i Pt wi) wi) {17)

To write the incentive-compatibility constraints, we should also know what fraction
of his second-period consumption expenditures a j-type who may want to report his
type as k, the so-called “mimicker” (or jk agent), must finance through cash balances
that he saves in the first period. This fraction may depend on the individual’s type
as well as the income he earns (when mimicking the other type). Denote this fraction
by 7% for a j-type who mimics a k-type, j and k = h, ¥, and corresponding to this

introduce ‘
P o e A P

= 1
Qi1 1+ 71 (18)

With qf 41 and qﬁl given by (16) and (18), the mechanism designer maximizes

J J
. . . i q I
Z v (qfﬂ,zi + = tj) ;

=t Dt wy

with respect to 7,6, a{ 1 zﬁ and Itj ; subject to the government’s budget constraint,

(It - Zt) +ny (It - Zt) + ﬁ ( dt+1 +ntdt+1) > NiR, (19)

12



the money injection relationship (4), and the self-selection constraints

h h l y4

hoon, %1 L he o, %41 I
v|q zy + ——, — > v|q z+—,— 1, 20
< t+1y ~t I >w?> ( t+1>~t D ’LU;L ( )

Vi / h h

¢ 0 Gy I o _ho, %1 L
v Z. + s T 5 2 v Z + Y 9 21
<Qt+1a t D ’wf) <Qt+17 t e fwf ( )

where 67’s are positive constants with the normalization Zj:é,h 6 =1, and R is an
exogenous per-capita revenue requirement. Observe that (19) represents a generational
budget constraint as opposed to a per-period budget constraint. We will discuss the
solution to this problem, and the properties of the solution, after it reaches its steady-

state equilibrium (which we assume exists).

2.5 Some useful expressions

For future reference, define the “real cash balances” that a j-type holds, x‘g , and the
average real cash balances, T;, by
j m;

T, = , 22
! P41 (22)
zZ;, = whal +nbal. (23)

This allows us, using equation (5), to find the following relationship between :1:{ 41 and

J
Ty,

T, = 24
14 g1+ 0 (24
Additionally, substituting a:g for mi /P41 In equation (7) yields,
J
j [ 1 Qi1 L+ 741
v ='di - o (25)

pe L4
Finally, substituting for M; from equation (1) into (4) and dividing by Nypy,

h V4 h i
a a m m
ghlttl _Hre L _ (ﬂ_h t +7ré t ) DPi+1
bt Dt Pt+1 DPt+1 Dt
1+
= 0 (whmf + 77sz> LIS
14 re

13



Next, substituting for wg from (25) into above, rearranging the terms and simplifying

allows us to rewrite the money injection relationship as

h ¢ -
ROl | %it1 4 ( h_h sk v o0 \1tin
T + 7 = Tty + Ty ) _— 26

Dy Dt 1+6 G T 14 7ri41 (26)

3 Steady state

Denote the steady-state value of the real interest rate by r; this is the fixed rate of
return of the storage technology. To derive the corresponding nominal interest rate,
observe that in the steady-state, holdings of real cash balances remain constant over
time: xi 1= xi = 2J. This relationship implies, through equation (24), that

o Lt0
S0_14—9'

It then follows, from the steady-state version of equation (2), that

147
1+4= 1+0). 27
Him o (146) (27)

Given r and ¢, the intertemporal price faced by the j-type is determined according to

147 +97
1+r

¢ (28)

In steady state, the mechanism designer assigns I}, = I .= I,2] | = z] = 27,

and a{+2/pt+1 = a{+1/pt = bl; j = h,£. The consumption levels too will then remain

constant over time: ¢, = cg =d, d{ 1= dg = . For ease in notation, introduce
y =2+, (29)

to denote the j-type’s aggregate disposable income. The steady-state versions of the

demand equations for C{ and d{ 41 then give us,

. . . )

CJEC<q]7yJ7U)j)7 (30)
) N ¢

d] Ed<q]7iju)j) . (31)

14



Similarly, the steady-state value of real cash balances is determined through equation

(25) as

, S i
I NGl B
v i 1+
— g Y 32
" 1406 (32)

Other equations of interest are the steady-state versions of the young j-type’s in-
tertemporal budget constraint (12) and his conditional indirect utility function (17).
These are given by

d+gd =y, (33)

j i L

v:v(q,y,wj) (34)
To derive the steady-state version of the government’s budget constraint, divide equation

(19) by N; to write

P (Ih—zh)#—we (IZ_Z£>+1:-T ijdjzé. (35)

j=t.h
Additionally, using (27), we can write the steady-state version of the money injection

relationship (26) as

0
hph o €3l h_hh | £t
T+ b = y'm +fy7rd>. 36
b b 7 ( d (36)

Finally, write the mimickers’ demands for ¢ and d, and their conditional indirect

utility functions. Denoting the steady-state value of qg_]ﬁl by

e L+T 7R

37
1+r (37)

15



one can then write

. I
k ik k
d C<q Y ,wj>, (38)
&F=d <q3’“,yk,[ ) : (39)
wJ
R = [ ¢k Lk (40)
7y 7'11)]

We hayve,

Proposition 2 Consider the overlapping-generations model of Proposition 1. Assum-
ing that the model has a steady-state equilibrium, it is characterized by equations (27)-
(32). Secondly, let v} and v/*, defined by equations (34) and (40), denote the conditional
indirect utility function of the young j-type and jk-type agents; j = h, . Let 67 ’s be pos-
itive constants with the normalization Zj:[,h 67 = 1. The constrained Pareto-efficient
allocations are described by the maximization of Zj:&h §7vd with respect to T,0,b7, 27
and I7; subject to the government’s budget constraint (35), the money injection con-

straint (36), and the self-selection constraints v® > v and v* > v

4 Monetary distribution rule

We now prove that the existence of a general income tax schedule makes monetary
distribution rule impotent. Consider, starting from any initial values for b" and b,
a change in money disbursements to the h-type and the ¢-type equal to db® and db’.
Simultaneously, change 2/ according to dz/ = —db’. Now, with 4/ = 27 +b7, dy/ = 0, and
(qj Lyl 1 ) , (qjk,yk, 1 k) remain intact. Hence the utility of all agents in the economy
including the mimicker, the jk agent, remain the same. As a result, the incentive
compatibility constraints continue to be satisfied.

Second, with (qj T ) remaining unchanged, the j-type’s demand for d does not

change either. Consequently, the changes in & imply, from the money injection con-
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straint (36), that

0
hoph | £l _ €. 0390  _h_hjih
mdb" + mtdb" = +g(7r'ydd +7T’)’dd) (41)

Third, with &’ not changing, the only change in the government’s revenue require-

ment comes from the changes in 2/. Hence, from (35) and (41),

dR - (ﬂhdzh + wfdzf)

= 7ldbh + 7tapt = 0.

We thus have shown that the considered changes satisfy all the constraints that the
economy faces but leaves every agent as well off as he was before.

The import of all this is that the redistributive effects of increasing the monetary
disbursements to one type of agents and reducing them to the other, such that the
aggregate money injection to the economy remains the same, can always be offset by
changes in the individuals’ income tax payments. The welfare of all agents remain
unaffected. This holds true whether the initial equilibrium, corresponding to the initial
values of b" and bf, was optimal or not.

It is important to point out that this result does not contradict Williamson’s (2008)
who finds the monetary expansion rule does matter. Nor is the two different results due
to the fact that in Williamson’s setup, there is no fiscal authority to try to undo what
the monetary authority does. The underlying factor is the distinction he makes between
the connected and unconnected agents in terms of their access to financial institutions.
The impact of this source of heterogeneity does not show up in #. In our model, this
distinction manifests itself through different v’s that the two types face with respect to
their cash-in-advance constraints. This, in turn, manifests itself through ¢ and not b/.

This is summarized as
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Proposition 3 Consider the steady-state equilibrium of our overlapping-generations
model with cash-in-advance constraint and with heterogeneous agents. For a given mon-
etary rate of growth, the fiscal authority can offset the redistributive effects of who gets
the extra money (or loses the money that is withdrawn from the economy), by adjusting
the indiwiduals’ income tax payments. All agents will continue to enjoy the same level

of welfare.

5 Monetary growth rate

Consider now, starting from any initial value for 6, a change in the monetary growth

rate equal to df. To determine how this changes ¢/, substitute for 7 from (27) in (28) to

get .
- 1 - 1 1 T 0
Jj J —_ . 42
T (1+g 1+r)+1+r+1+g (42)
It follows from (42) that ‘
J
df = - qp
1+g

It is clear from the above expression that a change in 6 changes ¢/ differently for in-
dividuals of different types. As long as the government has to tax future goods at the
same rate for everyone, it will be impossible to offset the effect of a change in 6 with a
change in 7. Consequently, this aspect of monetary policy cannot be neutralized with

fiscal policy.!?
5.1 Skills as the sole source of heterogeneity

With 77 =, from (42), ¢’ simplifies to

1 1 1 7 0
_ _ . 43
e 1+r+7<1+g 1+r>+1+r+1—|—g (43)

13This discussions alerts us to the fact that if the fiscal authority could tax consumption goods at
different rates for different individuals, it would be able to offset the change in ¢’ to both individual
types. Under this assumption, the fiscal authority has enough information to set the commodity tax rates
differently for different agents. This information structure is patently unrealistic. We thus investigate
its implications only in an appendix; see Appendix F.
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To check the implications of this case, consider now, starting from any initial values for
7 and 6, a change in the growth rate of money equal to df while offsetting it with a
corresponding change in 7 that keeps ¢ constant. It follows from (43) that one has to

set
1+

dr
149

(—db), (44)
in order to have dg = 0.

Next observe that the change in € induces a change in ¥ as well. As in the exercise
of Section 4, let the fiscal authority also change 2z’ according to dz/ = —db’. This change
ensures that dy/ = dz/ +db/ = 0. With dy’ = d¢’ = 0 and no change in I/, the instituted
changes leave the utility of the h-types and the ¢-types intact. Observe also that the
utility of potential mimickers, the jk-agents, remain unaffected as they continue to face
the same price and income vector (q, Tal k) Consequently, the incentive compatibility
constraints continue to be satisfied. Thus, if the considered changes do not violate
the government’s budget constraint, they constitute a feasible change that leaves every
agent just as well off as initially.

To check this, observe first that with (q,yj, I ) remaining unchanged, the j-type’s
demand for d does not change either. With dd’ = 0, the change in the government’s
net tax revenue is, from (35),

dR = — (w"d:" + 'd=") + S i,
1+r i
Substituting —db’ for dz/ and the value of dr from (44) in above, we get

dR = x"db" + 7'’ — TN pid, (45)
1+ 9 j=L,h

Now note that the changes in 6 and b must satisfy the money injection constraint

equation (36). Given that dd’ = 0, we have

o e md
S wldy = 12 (46)
j=~L.h 1+ 9
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Substituting from (46) into (45) results in dR = 0.

This exercise tells us that, for every feasible rate of money injection, the fiscal
authority can set a tax rate on second-period consumption, and adjust the income tax
rates of the agents, in such a way as to keep the welfare of everybody intact. Observe
that the described reform applies to any initial values of 7 and 6; that is, for any initial
value of ¢. This includes the case where the society’s welfare was initially maximal. An
implication of this is that the optimal monetary growth rate is not unique; a continuum
of values satisfies it.

The results of this section are summarized in the following Proposition.

Proposition 4 Consider the steady-state equilibrium of our overlapping-generations
model with cash-in-advance constraint and with heterogeneous agents.

(i) A change in monetary growth rate changes the relative price of future to present
consumption differently for different individuals. The fiscal authority cannot neutralize
the effects of such a change in monetary policy.

(i) If the only source of heterogeneity is skill levels, v = v = ~ and the fiscal
authority is able to neutralize the effects of a change in the rate of monetary growth.
Under this circumstance, the optimal monetary growth rate is not unique. Social welfare
is maximized by a continuum of values for the monetary growth rate, 0, and the tax on

the second-period consumption, T (coupled with supporting income tax rates).

6 Second-best characterization

In formulating the second-best optimization problem, we follow the common practice in
the optimal income tax literature and ignore the “upward” incentive constraint, v* > v**;
assuming that it is automatically satisfied. Thus, the only possible binding constraint
will be that of the high-skilled agents mimicking low-skilled agents. Intuitively, this

implies that we are concerned only with the realistic case of redistribution from the
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high-skilled to low-skilled agents.'*

Denote the Lagrangian expression associated with the government’s problem de-
scribed in Section 3 by £, the Lagrangian multipliers associated with the government’s
budget constraint (35) by p, with the money injection constraint (36) by 7, and with

the self-selection constraint v" > "¢ by A1 One can then write

L = Z&jvj—l—)\(vh—vhe)—i—n l <b7— ’ vjdj)
j=th Jj=L,h

+1 ij(fj—zj—i— u dj)—R : (47)

i 1+7r

or equivalently, given that from (27) we have that % = 1—; (g — + i),

L = Zéjvj—I—A(vh—vM)—l—n Zﬂj[bj—lir<i;;+i>7jdj]

j=L,h Jj=th

. . . T . —
+u Zwﬂ<fﬂ—zﬂ+1+rdﬂ>—3 . (48)

j=0,h

Let &/ denote the j-type’s compensated (Hicksian) demand for d. Manipulating the

first-order conditions of this problem, we prove in Appendix A,

4 Given the perfect correlation between skills and connectedness, the properties of our setting with
two sources of heterogeneity reduces to that of a two-group model a la Stiglitz (1982). In particular,
the single crossing property is satisfied in the usual manner and there will at most be one binding
self-selection constraint.

15This formulation considers the steady-state utilities only. This is not to suggest that the welfare of
individuals on the transition path does not matter. It is just that considering them does not change
the points addressed in this paper and makes the presentation much more cumbersome. One can
also rationalize this approach by assuming a Millian social welfare function over undiscounted average
utilities of all present and future generations.
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_ ght_i oM
(1+7) XM thyhadh 0g" B _ o\ ght _ (o _ b 1 T 9y” e
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- 1+7“6yh e
0\2 _hod" R\2 ¢ dd
giray (d)waq 8y (d)vaq (49)
adh 5dt ’
1ty (v¢ — ") G O

1+7) Al rtod” aqf
( ) / y ( ¢ 7he) dn

A o gli
H l—d 1+r6y

(1+7) A hadh/aqh ¢ h 1_dh£ﬁ%z/7 ¢ he R\ ke
. (o) I (e

X 0 i O~Y
el L
M h )2
g—r ﬁ(d) 7375(01) 1 1 (50)
1+ o o | Ff—oF |
g o S Y=
where A = nlrh od! od" (7 —") > 0, and o > 0 denotes the mim-

aq” o™ ( h_i_ oyl )(, icﬂ)
1-d 1+r BU 1—d* 1+7r Bye

icker’s marginal utility of income.
Postponing the analysis of how the desirability of abiding by the Friedman rule is
affected when g # r, let’s start assuming that g = r. Then, from eq. (50) we can see

that the Friedman rule is optimal, either as an interior or as a corner solution, when:

1 — ght_i_o""

a3 i 98 od? 1 _ (Whe B 7j) S L 0" (74 B ,Yh> pod" 1 -
- —— > : —
j=L,h 8(] d] 1—,:-7’ 8ZJ 1—- df 1—7;-7‘ 8; 8q 1- dh lj—'r 6;
(51)

With v (-) being decreasing in skill levels and incomes, 7" < 4** < +*, and the right
hand side of (51) is negative. Thus, a sufficient condition for (51) to be satisfied is that

7 0dI |9¢? he g .
Zj:z,h i od (’Y - ) >0, ie.:
1+7 oyJ
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r'0d"/9q" () < _w"od"/og" (47 = %),

i 9 _ gh_i Oyt
1 —d'i5 oy’ 1—d'rs oy
<0 20

or, equivalently:

odh ¢ i Oyt
h &% 1 — d- 51

¢ he he R\ T 8¢" 1+r 9yt
gt Z(v —v)—z—?—A pE
m odt 1 _ ght_97°

aq’ 1+r oyh

(52)

The above inequality is more likely to be satisfied as 7** gets closer to 4" widening
the difference between 7 and 7. In the special case when v (-) depends (negatively)
only on skills, we have v* > A" = ~4" and the Friedman rule is optimal. Another
condition which strengthens the case for the optimality of the Friedman rule is given
by a small value for the ratio 7 /z¢. At the limit, when the proportion of high-skilled
agents becomes negligible, 7" /¢ approaches zero and the Friedman rule is once again

optimal. These results are summarized in the following Proposition.

Proposition 5 Assuming that g = r, in the steady-state equilibrium of our OLG model
with cash-in-advance constraints and heterogeneous agents, abiding by the Friedman rule
s part of an optimal policy irrespective of the assumptions on the individuals’ preferences

when Zj:&h % (’yhf — fyj) > 0. This happens for instance when + (-) depends
1+r Byj

(negatively) only on skills or when 7"

s very small.

If instead Zj:&h % (th — ’yj) < 0, condition (51) requires

T+r oyl
¢ _h ﬂhagh/aqh
1 ght_i Q’V:f (7 v ) 1_dh i o
dhf < d@ 1+r dy 147 Byh
= i o mOdi[OgT  ( he _ g\
l—d 1+r oyt Zj:z,h | i o7 (’7 _’W)
T T 9yd

or, equivalently:
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_ ght i 8’Yhz ¢ h

1 i Oy
1 U -
dhﬁ < dl +'7" ayé Y Y _ —. (53)
- 1 gt o L]Ldﬁ_hlii’v;
1+7 9yt ht _ ~h he _ A0\ 7" 9q T oyn
vy Y+ (y V)ﬂhﬂlidgiaiz
aqh 1+7r ay‘é

Consider the special case when v (-) depends (negatively) only on income, either
gross income or aggregate disposable income, so that v¢ = v* > ~" and 97" /9y =
0+ /0y* .16 Then (53) boils down to d* < d*. From (28) and (37) we can see that when
7t = AP a low-skilled agent and a high-skilled mimicker face the same intertemporal
price, ¢ = ¢". Then, a necessary and sufficient condition for d"* < d’ is that labor
supply and second-period consumption d are not Hicksian substitutes (this is because
high-skilled workers who plan to pass themselves out as low-skilled workers, earning I*
and paying I’ — 2 in taxes, work less than low-skilled workers). This result is stated in
the following Proposition.

T3 0d? |9¢7

Proposition 6 Assuming that g = r, when Zj:&h T od

('yhf —19) <0 and v (")

1+7r ayj
depends (negatively) only on income, a necessary and sufficient condition for the opti-
mality of the Friedman rule is that labor supply and second period consumption are not

Hicksian substitutes.

In the general case when v (-) depends (negatively) both on income and skills, so
that v¢ > 4" > 4", things get more complicated and results more ambiguous. However,
some progress can be made by assuming that the function ~ (+) is quasi-linear in income.
If this is the case, and if the relevant income variable is represented by gross income, one
can show that a weaker condition is sufficient to guarantee that (53) holds and that the
Friedman rule is optimal, provided that the own-price elasticity of demand for second
period consumption is not too large. In particular, one can show that (see Appendix B

for details):

5When ~(-) depends only on gross income I, we have that both dy"*/9y* and 9v*/8y* are equal
to zero. When () depends only on aggregate disposable income y, we have that both 8'yh£/8yZ and
8'%/63/ take the same negative value. Thus, in either case it is true that Gyhé/aye = 872/83/,
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Proposition 7 Assuming that g = r, when 3 ;_, ), wj% (’yhf —9) < 0, v(:) =
v (w, I) with v(-) quasi-linear in gross income, and | €q4 | is small enough, Hicksian
non-substitutability between labor supply and second period consumption is a sufficient
but no longer necessary condition for the Friedman rule to be optimal; the Friedman
rule can be optimal even under a moderate degree of substitutability between L and d.
When instead | sgfq | is sufficiently large, Hicksian complementarity between labor supply
and second period consumption is a necessary but no longer sufficient condition for the

Friedman rule to be optimal; the complementarity between L and d must be sufficiently

strong for the Friedman rule to be optimal.

Maintaining the assumption that « () is quasi-linear in income but assuming that
the relevant income variable is aggregate disposable income, so that v (-) = v (w,y), a
slightly different result, stated in the following Proposition, can be derived (see Appendix
C for details).

Proposition 8 Assuming that g = r, when » . ,, % (’yhe —47) <0, v(-) =
5 _di_t 9y
1+7r gyJ

v (w,y) with v (-) quasi-linear in aggregate disposable income, and | dv/0y | is large,

Hicksian non-substitutability between labor supply and second period consumption is a
sufficient but no longer necessary condition for the Friedman rule to be optimal; the
Friedman rule can be optimal even under a moderate degree of substitutability between
L and d. When instead | 0v/0y | is small, a large absolute value of | €qq | implies
that Hicksian complementarity between labor supply and second period consumption is
a necessary but no longer sufficient condition for the Friedman rule to be optimal; the
complementarity between L and d must be sufficiently strong for the Friedman rule to

be optimal.

Let’s now look at how the desirability to abide by the Friedman rule is affected by
a discrepancy between g and r. To address the analysis in a gradual manner, consider

first the case when v (-) does not depend on aggregate disposable income y. This can
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happen either when « () depends only on skills, viz. 7 () = v (w), or when it depends
both on skills and before-tax labor income, viz. 7 (-) = v (w,I). In both cases, since

ot oyt = oy /oy = 97 /oy = 0, (50) simplifies to:

Ap dqh 1+g
(54)

i (147) xah {Wzggj (’75—th> dhé_l_ﬂ_h@ [(,yé_,yh> g (,yhé_,yh) dhe} _g-r

The last term in eq. (54) reflects the fact that, as one can see from the n-constraint
in (48), the planner cares about the overall value of i + (¢ —r) /(1 + g), not just of
1. This circumstance implies that, when r < g, the optimal value of 7 is mechanically
lowered, making the Friedman rule more likely to be optimal. On the other hand, when
g < r there is a force at work pushing in the direction of raising ¢ and deviating from

the Friedman rule. We can then state the following Proposition.

Proposition 9 When ~ (:) depends only on skills or when it depends on skills and
before-tax income, abiding by the Friedman rule is more likely (resp.: less likely) to be

optimal when g > (resp.: g <r).

Things get instead more complicated when the dependence of 7 (+) is with aggregate
disposable income y so that v (-) = v (w,y). In this case 97/ /0y’ < 0 and the term
related to g — 7 in (50) can no longer be unambiguously signed. To shed light on what
generates this ambiguity and to get more insights into the analytical results provided
by (49) and (50), note that in our setup both 7 and 7 act as a tax on second-period con-
sumption and can help increase redistribution from the high- to low-ability individuals
(beyond what one can do with a general income tax alone). The question is why the two
instruments play distinct roles. After all what matters is the wedge between future and
present consumption (and not the values of 7 and ¢ per-se). To answer this, consider the
“effective” tax rate on d faced by a j-type agent. This is given by ¢/ = ¢/ — 1/ (1 + 1),
i.e., from (28):
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C LT+ 1 T +97%
= — = . 55
147 147 147 (55)

That we have two different expressions for t* and ¢ explains why one cannot sub-
stitute fiscal for monetary policy when creating a wedge between future and present
consumption. A change in 4 affects the two individual types differently (one having v"
and the other ). This is not the case for 7. It is this feature that makes monetary
policy different from fiscal policy—a feature due to the heterogeneity of agents in a
dimension different from skills.!”

Substituting for 7 and ¢ from (49) and (50) in (55) and simplifying, we prove in

Appendix D,
he (1 _ hiﬂ) N [ h 2
o ( ? Ty Ll R R 7 ) (56)
h _ h )
ph 9 v - (1+g9)(1+r) o
—_—————
L >0 i
he (1_ ZLLW’Z) he_i oy
A Aa (1 dl—&-ray‘ 1—d 1+r 9y’ dz_')’he_'Yhdhé
N odl oyt T _h
IUTZW 1- df%wa—; =
B ()’
g—r oyt ¢
— = . o7
A+ (tr | oz 7 (57)
Oqt
| —
. >0 -

The first term on the right-hand sides of (56) and (57) reflects the incentive effects

of our policy instruments, namely the role of " and t’ as instruments to slacken the

1"Otherwise, with the same value for v for the two types, there will be one effective tax rate for the
two types with ¢ and 7 playing identical roles. Under this latter circumstance, as we saw in Subsection
5.1, the choice of 7 or i does not matter. The fiscal authority can always neutralize the effect of 4
through an appropriate choice of 7.
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relevant self-selection constraint. With 7 (-) being decreasing in skill levels and incomes,
A" < AP <~ and the incentive term on t” is positive. As to the incentive term on t¢, it
will certainly be negative if d** < d*. This follows because (’yhé . ’yh) / (’yg — vh) < 1.
On the other hand, if d* > d* the sign of the incentive term on t¢ is ambiguous.

Assuming g = r in order to abstract for the moment from the last term in (56)-(57),
it is of interest to interpret the structure of the incentive terms. To do this, we follow
a perturbation approach. Starting with (56), consider the following small tax reform
around an interior optimum. Raise i marginally while at the same time lower 7 by 4* in
order to leave ¢° unchanged; then change 2z properly in order to offset any effect on the
utility of high-ability agents coming from the induced variation in ¢". With no effects on
the utility of agents of type h and ¢, the only remaining effects of the reform are on the
self-selection constraint, the government’s budget constraint and the money-injection
constraint. From the Lagrangian (48), we can see that the effect on the self-selection
constraint is given by

8Uh€dqhz _ )\ahzdhsz + A _ )\ahedhﬂhg - 75.

—Ado"* = -\
Y dgh* L+r L+7

Since in Appendix A we show that yu = —n, the effects on the government’s budget

constraint and the money-injection constraint can be combined to obtain:

h T 8£lvhd h ’yhl 8Jhd h h T + ’l")/h a(EZVh 1 ’yh —’)/Z
T —_— —_ —_— = T .
Mo ™ ~ o™ a 1+r 1+r ath_dhljr g“y: 147
T dy

If the pre-reform equilibrium was an optimum, the two effects should exactly offset.

This requires:

h <5

ni T v\ Od 1 < ¢ h) he hé( he z)

—_— — = \a'"d — . 58

. <1+7’+1+r> (‘9th_dhhiL gvf T @ v v (58)
r dy"

Taking into account that t" = (7 ++"i) /(1 +r) and rearranging terms in (58)

gives:
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which rationalizes the incentive term appearing in (56).

A similar perturbation approach can be used to interpret the structure of the in-
centive term appearing in (57). More precisely, the incentive term appearing in (57)
can be rationalized by thinking at the experiment of marginally raising 7 while at the
same time: i) lowering 7 by +" in order to leave ¢" unchanged, and ii) changing 2
properly in order to offset any effect on the utility of low-ability agents coming from the
induced variation in ¢‘. With no effects on the utility of agents of type h and ¢, the only
remaining effects of the reform are on the self-selection constraint, the government’s
budget constraint and the money-injection constraint. If the pre-reform equilibrium
was an optimum these effects should exactly offset, which is what can be shown eq.

(57) requires.'®

The second term on the right hand sides of (56) and (57) reflects a disconnect, which
arises when r # g, between the private and the social intertemporal wedge. While the
private wedge is given by (55), from (47)-(48) and the fact that 4 = —n at an optimum,

the social wedge is given by:

T ,ng T ’yj g—r .
= ) 59
1+7"+1—|—g 1+r+1+r 1+g—H (59)

Thus, when g < r the social wedge is smaller than the private wedge and vice
versa. This disconnect has two consequences for the optimal private wedge faced by
agents. The first is a mechanical adjustment captured by the second term within square
brackets in (56)-(57). The second is related to the dependence of 7 (-) on disposable

income and is captured by the first term within square brackets in (56)-(57). This

'88ee Appendix E for details.
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term encapsulates the net budget effect for the planner of the reduction in 4/ which
accompanies a compensated marginal increase in the private wedge /. With 97 /9y’ <

0, the increase in after-tax income required to offset the negative effect on the agents’
20t 0y _
oyl dyl

(dj )2 ﬁ‘rgiy;, than it would be if 977 /3y’ were nil. Besides this positive budget effect

utility of a marginal increase in #/ is lower, by an amount proportional to (dj )

for the planner, the induced reduction in 7/ has also a negative budget effect due to the
fact that it triggers a reduction in the social wedge (59). The net effect, proportional to
(& )2 %8% /0y’ and captured by the first term within square brackets in (56)-
(57), will be positive whenever the social wedge (59) is smaller than the private wedge

(55), i.e. whenever g <.

A crucial thing to notice about (56)-(57) is that they express the optimal effective
tax rates on second-period consumption if 7 and i could both be freely chosen. In
reality, however, the choice of i is subject to a non-negativity constraint which implies,
together with 7" < ~, that the solution provided by (56)-(57) is unfeasible when it
prescribes t" = (1 ++") /(1+7r) > t* = (r++%) /(1 +7r). Thus, when (56)-(57)
prescribe t* > t¢, abiding by the Friedman rule is again part of an optimal policy.!? Put
differently, in our model the possibility to implement type-differentiated second-period
consumption taxes, which is associated with a deviation from the Friedman rule, is
valuable for the planner only insofar as it is socially optimal to set t* < ¢, i.e. to have
regressive second-period consumption taxes. Looking at (56)-(57), we can see that for

this to be the case, it must be that:

Tn such a case, the sign of 7 is solely determined by the complementarity/substitutability rela-
tionship between second-period consumption and labor supply. If d and L are Hicksian substitutes
(complements), then the optimal 7 is positive (negative).
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Assuming g = r to focus on how mimicking-deterring effects may warrant to deviate

from the Friedman rule, the inequality above simplifies to:

1_d£i07 1 — ght_i_ " , 1 — ghi_o"

T+r oy’ Lr oyt g0 Wh - hdhé > 14+r oyh ¥ Mo dhé
¢od! _gti 9 — hod" —
oL e =" o ="

or, equivalently:

ﬁad2< h_i dw)

¢ 1-d he

d < : 1 . ~ _7h+ 1+T8yh (hg_’ye) d —
_ i 9t — odh i 0 he_i Oyt
L-d'y gy 1 mhod (1- d' v 57 -G

As pointed out in Propositions 5-8, whether the inequality above holds or not hinges
on circumstances such as the relative proportion of different types of agents, the com-
plementarity /substitutability between d and L, the own-price elasticity of demand for
second period consumption, the relative strength of the dependence of v on skills and
income, and the sign of the cross derivative 9%y/dyOw. In particular, deviating from the
Friedman rule will be more likely to be optimal when: i) the proportion of low-skilled
agents is low; ii) labor supply and second-period consumption are Hicksian substitutes;
iii) the own-price elasticity of demand for second period consumption is large (in ab-
solute value); iv) the dependence of v on income is relatively stronger than on skills; v)

the cross derivative 9%y/dyOw takes a positive sign.
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Regarding the effect of the terms related to the difference g — r, they will contribute

to make the Friedman rule suboptimal when the following inequality is satisfied:

82 EQ ah h2
Bizé(d) +"}/€ g—r 3Zh (d)

g—r <
(I4+g)(1+7) od"
Oqh

(I+g)(1+7) ad’
oq°t

+4" . (60)

From (60) we can better understand the reason why Proposition 9 could not be easily
generalized to the case when 0v/0y # 0. In fact, if ¢ < r unambiguously strengthens

the case for violating the Friedman rule when « depends only on skills (or on skills and

o () S (@)’
gross income), when 9v/dy # 0 this occurs only insofar as 2 s+ At > @T +
aqé th

adh adt
aqh 3(12

distortion on ¢¢ must be larger than that on ¢" in order to make it desirable to set i > 0.

g P 2 a~¢ 2
h . a’Yh (dh) @’YZ (dé) 1 eyt .
", or equivalently [ — rm < 1. Intuitively, the efficient upward

Finally, suppose that the value taken by (57) exceeds the value taken by (56), so
that it is optimal to set ¢ > 0 and violate the Friedman rule. One can then ask what this
implies for the sign of the optimal 7. Even though 7 cannot be unambiguously signed,
its sign is more likely to be positive when the difference ¢ — 4" is large and the the
difference t* — ¢ is small. On the other hand, a negative 7 is more likely to be optimal

when the difference v¢ — 4" is small and the the difference t! — t" is large.

7 Summary and conclusion

This paper has modeled an overlapping-generations economy a la Samuelson (1958)
with money wherein money holdings are rationalized by a version of the Clower cash-in-
advance constraint. It has allowed for two correlated dimensions of heterogeneity. Some
agents are more skilled and more financially connected than others. This means that
they have a higher earning ability and require a smaller cash reserve to mediate their
expenditures. The government has information on individuals’ incomes and anonymous

expenditures; allowing it to levy nonlinear income and linear commodity taxes. Money
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supply increases, or contracts, at a fixed rate per year through lump-sum money trans-
fers to individuals. Within this framework, the paper has studied the nature of the
economy’s temporal equilibrium as well as its steady state. It has also characterized the
informationally constrained Pareto-efficient allocations of this economy.

An important message of the paper is that notwithstanding the fiscal authority’s
ability to levy nonlinear income taxes, it is unable to fully replicate or neutralize the
redistributive implications of monetary policy. More specifically, for a given monetary
rate of growth, the fiscal authority can offset the redistributive effects of who gets the
extra money (or loses the money that is withdrawn from the economy). It can adjust
the individuals’ income tax payments and ensure that all agents will continue to enjoy
the same level of welfare. The problem lies with the redistributive implications of
monetary growth rate. This the fiscal authority cannot fully neutralize. The reason is
that, unlike a change in the tax rate, a change in monetary growth rate changes the
intertemporal price of consumption goods differently for different individual types. It
is this property that differentiates monetary policy from fiscal policy in terms of their
redistributive potential. In turn, this property arises because of the heterogeneity in
financial connectedness of the agents.

Another contribution of the paper is to show that the Friedman rule may not be part
of an optimal policy. Deviating from the Friedman rule enables the policy-maker to im-
plement type-differentiated second-period consumption taxes. More precisely, and due
to the non-negativity constraint on the nominal interest rate, it allows the government
to implement regressive second-period consumption taxes, which we have shown can be
socially optimal even though the social welfare function favors redistribution from the
high- to the low-ability agents.

Having characterized the optimal nominal interest rate and the optimal tax on
second-period consumption, the paper has shown that each has a unique role in de-

termining the optimal “effective tax” on second-period consumption. Moreover, the
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paper has highlighted that whether or not it is optimal to abide by the Friedman rule
depends on circumstances such as the relative proportion of different types of agents in
the population, the complementarity /substitutability between labor supply and second-
period consumption, the own-price elasticity of demand for second period consumption,
the relative strength of the dependence of v on skills and income, the complementar-
ity /substitutability between skills and income in the ~-function, and the sign of the
difference between the rate of population growth and the real rate of interest. In par-
ticular, deviating from the Friedman rule is more likely to be part of an optimal policy
when: i) the proportion of low-skilled agents is low; ii) labor supply and second-period
consumption are Hicksian substitutes; iii) the own-price elasticity of demand for second
period consumption is large (in absolute value); iv) the dependence of v on income is
relatively stronger than on skills; v) the cross derivative 92v/9ydw takes a positive sign.
Regarding any difference which may occur between the rate of population growth g and
the real rate of interest r, the paper has shown that its impact on the desirability to
abide by the Friedman rule is in general ambiguous. However, at least when ~ depends
only on skills or when it depends on skills and pre-tax labor income, a negative sign of
the difference g — r calls for deviating from the Friedman rule.

Two other results concern the special cases wherein skills are the sole source of
heterogeneity and when the degree of financial connectedness depends solely on skills
but not on incomes.

In the first case, the fiscal authority is able to neutralize the effects of a change in
the rate of monetary growth. Under this circumstance, the optimal monetary growth
rate is not unique. A continuum of values for the monetary growth rate and the tax on
the second-period consumption, coupled with supporting income tax rates, maximizes
social welfare. Abiding by the Friedman rule represents in this case only one among a
continuum of equivalent optima.

In the second case, abiding by the Friedman rule is necessarily part of an optimal
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policy, at least provided that g > r.

In conclusion, we should emphasize that the paper has completely ignored the macro-
economic issues associated with monetary and fiscal policies. Questions such as stabi-
lization, unemployment, sticky prices, and the like have not been touched in this study
not because they are unimportant but simply because they are outside the purview of

the current study.?’

208ome of these issues are discussed by Correia et al. (2008) in a dynamic Ramsey setting. They
show that sticky prices are irrelevant for the conduct of monetary policy if fiscal instruments are not
restricted.
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Appendix A

Proof of equations (49)-(50): Given the redundancy of one of the redistributive

instruments b" and b, it is sufficient to carry out our optimization with respect to only

b or b*. Without any loss of generality, we will choose b". The first-order conditions

associated with the Lagrangian (48) are then given by (allowing for the possibility that

~ depends on skills and on either pre-tax income I or aggregate disposable income y):
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where comparing equation (A3) with (A5) reveals that = —.

Now substitute for ¢ from (27) in (37) to get

e LT+

147 (A8)

37



Differentiate equations (42) and (A8) with respect to 7 and i to get
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Next differentiate v/ and v7¥, as specified by equations (34) and (40), with respect to

2,28 1 and i. We get,
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Use egs. (A12)—-(A17) to simplify the first-order conditions (A1)-(A7) as
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Multiply eq. (A20) by d"/ (1 —dr lj_r 6Z’L) and eq. (A21) by d*/ (1 —dt 1ir 3Z§)’
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then add the resulting two equations to (A22). Letting d denote the compensated

version of d/ and using the Slutsky equation gives:
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Then multiply eq. (A20) by v"d"/ ( —dr 1_7_7“ avh) and eq. (A21) by y¢d*/ < —df =

and add the resulting two equations to (A23) to get
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The determinant of the 2 x 2 matrix on the left-hand side of (A26) is
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Denoting this determinant by A and using Cramer’s rule, we have:
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Appendix B

Proof of Proposition 7: With v (:) = v (w, I) all the terms 0v/9y in (53) vanish and
one can rewrite (53) as

ad’
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ag"

Notice that with  (w,I) being quasi-linear in income, the difference ¢ — 7 is
independent on I (the two functions ~y (wz, I ) and vy (wh, I ) are parallel). Then consider
the effect of a parallel marginal downward shift of the (wh,I ) function, which is
tantamount to saying that the dependence of «y (-) on skills is made stronger. Labelling
by ¥ the quantity appearing on the left hand side of (B1), the case for the optimality of
the Friedman rule is strengthened if the effect of the change is to lower W. Denoting by
z-:qu = (Gdhf / ath) (th / dhé) < 0 the mimicker’s elasticity of second period consumption

with respect to the intertemporal price ¢"¢, we have:
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Thus, unless | Sgliq | is very large, the effect of the postulated change is to strengthen

the case for the optimality of the Friedman rule. A similar result, but this time requiring
z-:fL g to be not too large in absolute value, can be obtained by considering the effect on
U of a parallel marginal upward shift of the ~ (wg,[ ) function. Therefore, starting
from a situation where v depends only on gross income, letting it also depend on skills
strengthens the case for the optimality of the Friedman rule when the elasticity of
demand for second period consumption with respect to the intertemporal price ¢ is
not too large. Given that when + depends only on income a necessary and sufficient
condition for the optimality of the Friedman rule is that labor supply and second period

consumption are not Hicksian substitutes, Hicksian non-substitutability between labor
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supply and second period consumption becomes a sufficient but no longer necessary

condition for the Friedman rule to be optimal.
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Appendix C

Proof of Proposition 8: Rewrite (53) as
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With 7 () = v (w,y) being quasi-linear in income, the difference v* — 7" is inde-
pendent on y (the two functions ~ (wé, y) and vy (wh,y) are parallel) and 9y /9y’ =
0yt /0y" = 0v/0y. Then consider the effect of a parallel marginal downward shift of
the v (wh,y) function, which is tantamount to saying that the dependence of « () on
skills is made stronger. Labelling by €2 the quantity appearing on the left hand side of
(C1), the case for the optimality of the Friedman rule is strengthened if the effect of
the postulated change is to lower €. Denoting by ahe = (8dh£ / 8qhe) (qhe / dhf) < 0 the
mimicker’s elasticity of second period consumption with respect to the intertemporal

price ¢", we have:
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and finally:
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The only term which may be non-negative in the expression above is the last term.
However, when | 0v/0y | is large enough, the overall sign of the terms depending on 5%
becomes non-positive, leading to d2 < 0 and strengthening the case for the optimality
of the Friedman rule. On the other hand, when | 0v/0y | is small, the overall sign of
the terms depending on 5d becomes non-negative and then df2 will be negative only
provided that e’ d’ o 1s not too large in absolute value.

Similar results can be obtained by considering the effect on €2 of a parallel marginal
upward shift of the ~ (wz,y) function. Therefore, starting from a situation where ~y
depends only on aggregate disposable income, letting it also depend on skills strengthens
the case for the optimality of the Friedman rule when | 9/0y | is large enough; for low
values of | 0y/0y | whether or not the case for the optimality of the Friedman rule is

strengthened depends on the magnitude of the elasticity of demand for second period
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consumption with respect to the intertemporal price ¢: if | €44 | is not too large the

case for the optimality of the Friedman rule is strengthened.
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Appendix D

Proof of equations (56)—(57): Substitute for 7 and i from (49) and (50) in the

expression for ¢/ in the text and collect terms. We have:
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Setting j = h, ¢, dividing by 1 + r and simplifying terms, the above is written as:
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Collecting terms gives:
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Finally, substituting A = rlorh 04 04 (O~ ) —~ in (D1)-(D2) and

8qe aqh, (1*dh

simplifying terms delivers (56)-(57).

o) (1755557
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Appendix E

The effect of the reform on the self-selection constraint is given by
ovht ov
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With g = —n (see Appendix A), the effects on the government’s budget constraint

and the money-injection constraint can be combined to obtain:
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If the pre-reform equilibrium was an optimum, the two effects should exactly offset.

Taking into account that t* = (7 +~%) / (1 + r), this requires:
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Dividing both sides by (7‘4 — ’yh) gives (57) for the case when g = 7.
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Appendix F: Observability of individual consumption levels
Let 77 denote the tax rate levied on the second-period consumption of individuals
of type j. This changes the expression for ¢/ in (42) to

, 1 1 1 7 76
J— J _ . F1
7 14—7’—1_7 <1+g 1+r>+1+r+1+g )

It follows from this expression that if the fiscal authority changes 77 by

J1+7"
1+g

drl = —~ de, (F2)

dg’ = 0 whenever the monetary authority changes § by df. Moreover, observe again
that the change in # induces a change in »’ as well. As in Section 4 and Subsection 5.1,
let the fiscal authority also change 27 according to dz/ = —db’. This change ensures that
dy! = dz? + db¥ = 0. With dy/ = d¢’ = 0 and no change in I/, the instituted changes
leave the utility of the h-types and the {-types intact.

To check resource feasibility, observe first that with (qj, yl, I ) remaining unchanged,
the j-type’s demand for d does not change either. With dd’ = 0, the change in the
government’s net tax revenue is, from (35), while substituting 77 for 7, —db’ for dz/,
and the value of dr/ from (F2)

dR = 7"db" + ntdb® — 11— > wiydid. (F3)
t9 .0
As in the exercises in the text, the changes in # and ¥ must satisfy the money injection

constraint equation (36). Given that dd/ = 0, we have
o 1 o
> aldy = s > wiydids. (F4)

Substituting from (F4) into (F3) results in dR = 0.
It remains for us to check the incentive compatibility constraints. To that end,
consider the expression that one gets for ¢’¥ when substitutes 7% for 7 in (A8). We have

, 1 , 1 1 Tk ~ikg
Jk _ Jk _ . F5
1 14—1“4_,y <1—|—g 1+r>+1+r+1+g ()
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It then follows from (F5) and (F2) that a change in 6 accompanied by a change in 7%

that keeps ¢* constant, changes ¢/* by

dr* +kd

1+ 1+4g

(v/* —~*) do
I+g

dg’t =

As a result, the utility of a jk-mimicker will change according to
dvik — qujk — _oIkgk (7 =) de'
Oqik 1+g
where a/* denotes the jk-mimicker’s marginal utility of income. Now if 47% — ~% > 0
setting df > 0 implies that dv/* < 0 and if 47% — ~*¥ < 0 setting df < 0 implies
that dv’® < 0. Either way, the jk-mimicker can be made worse off allowing a Pareto-
improving move.

The upshot of this discussion is that if 47 — ~¥ > 0 a reform that sets df > 0
and changes ¢/F according to the above relationship will make the jk-mimicker worse
off and allows a Pareto-improving move. On the other hand, if ¥7% — 4% < 0 a reform
that sets df < 0 allows a Pareto-improving move. Consequently, given this information
structure, fiscal policy becomes overarching and one would want to either keep inflating
the economy or deflating it. Now, given the pattern of binding self-selection constraint,
the relevant sign for us is that of v — ¢ which is negative (based on determinants of
7). Consequently, a deflationary reform of the type described always increases welfare,
resulting in the optimality of the Friedman rule as a limit solution due to the constraint

on the non-negativity of the nominal interest rate.
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