ECON 4905 2/10/2016 Lecture Notes

Inside Money (continued)

If m;, > 0, hisalender.
If m;, <0, hisaborrower.

Optimal lending L, = p™m;, in period one good terms depends on
P™ and m;, solely through the product: p™m;;

Letp™ = Ap™,
Then L = L ifm} = m}/A

Combining equations:
z, (%) + p?z;(p?) = 0
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Outside Money

Tp, is the money tax on Mr. h
T, > Oistax 7, < 0is a subsidy

Consumer Problem

max Uy (X}, ..., X}, ... x ) subject to

pXp = pwp — p" Ty OF
pz, =—p"t,,h=1,..,n

Equilibrium (p,p™) € R2, xR,
n

ZZh=O

1
€ R%, ,w, € R%, ,z, € R%
TER" 1T=(Tq, .., Ty s Tpy)
Summlng budget constraints over h yeilds

Pzzh = mth
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Definitions

T is said to be balanced if we have )7 7;, = 0. Ricardo for
intertemporal interpretation.
T is said to be bonafide if there is a competitive equilibrium.

(p,p™) withp™ > 0
From summed budget constraints we have

n
—pmth =0
1

So either p™ = 0 or )} 75, = 0 or both. An imbalanced t is not
bonafide
Bonafide = Balanced
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Balanced < Bonafide?
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Tax adjusted Endowments

~ _r~1 ~i ~1

wp=(wy,..., O, ..., O,
ol ~2 ~i ~
=(wy, — P™ty , @j,..., Wy, ..., Oy,)

For P™ sufficiently small, @, € R2%,
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Special Case

[=1

xp, € RYy ,w, €REY ,p €RY, ,p™ ERy
pXp = pwp =P Th, Xp = wp — Py >0

let P™ = goods price of money
P = 1/P™= general price level

Study the set of P™ of equilibrium P™:
Assume 7, > 0

Then we have
0 < Pm < ((Uh_/Th)
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Examples
w = (10, 8, 6, 4, 2)

1. 7=(3,30 —3,-3)

ZTh=6—6:O

Balanced

10
3P <10, P < 3

8
3P <8, P"< =

3
o = [o)
3

2.t=(3,2,0, —3, —3)

ZTh=5—6:—1 %0

Pm™ =0

3.t=(2,0,0, -1, —1)

ZThZZ—ZZO

2P™ < 10
0<P™ <5, P™=][0,5)

4.7=(1,0,0,0,0)

zTh:]‘:'tO

P™ =0
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