








1162 : MONEY, CREDIT, AND BANKING 

growth equilibrium (to be defined below) requires that the production function ex- 
hibits constant returns to scale with respect to per capita capital. Following Rebelo 
(1991), we assume y(t) = Ak(t), where A E (0, m) denotes the (constant) marginal 
product of ~ a p i t a l . ~  Finally, without any loss of generality, we assume that there is 
no population growth and no depreciation of the capital stock. 

At each instant of time, the representative household faces two constraints. The 
first is a modified Sidrauski-type budget constraint 

where m(t), 7, and ~ ( t )  denote real money balances, a proportional income tax rate, 
and the inflation rate, respectively, and x = dxldt for any variable x .  The second 
constraint is a generalized cash-in-advance (CIA) or liquidity ~onstraint;~ namely, 
all purchases of current consumption and a fraction, 4, of investment must be made 
using cash, that is,9 

, 
A government operates in the following way. There is a given sequence of gov- 

ernment spending {g(t)}~=o,, denominated in units of the period t consumption good 
as well. The government raises revenue by imposing a proportional income tax 
and/or by printing money, that is, by imposing an inflation tax. All revenue then 
raised in period t is used to finance government purchases; hence, the government 
budget constraint is1O 

where I*, is the (constant) money growth rate." 

B. Equilibrium Path 
Consider first the representative agent's optimization problem. Let p E (0, m) 

denote the agent's subjective rate of time preference, who then seeks to maximize 

7. The only linearly homogeneous function of one argument is the linear function. 
8. For an overview of various monetary growth models, see Dornbusch and Frenkel(1973) and Wang 

and Yip (1992). 
9. The cases + = 0 and + = 1 are associated with Lucas (1980) and Stockman (1981). For an analysis 

of various monetary effects in the intermediate case where 0 < @ < 1, see Koenig (1987 and 1989) and 
Palivos, Wang, and Zhang (1993). One could also allow for a fraction of the consumption purchases to be 
subject to the liquidity constraint. This, however, would complicate the model without changing the 
results. 

10. The real revenue raised from seigniorage is MIP = (MIM) (MIP) = Km, where M and P denote 
nominal money balances and the price level, respectively. 

11. Constant rates of income taxation and money growth are required for the existence of a balanced 
growth equilibrium path. 


































