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a continuum of each type of consumer

each moment of time, one consumer has high productivity and one low
productivity

state t indexes consumer who has high productivity

random variable follows Markov process characterized by probability of
a




venturing stark naked into the chill winds of abstraction

economy takes place on a tree

root of tree determined by the fixed initial state

state history a finite list (1, , ) ofeventsthat have taken place
through time ()

s—1

on the tree, we write o >
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single consumption good =z

representative consumer of type 1 in state history

common stationary additively separable expected utility
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human capital (or labor)

services of the single unit of human capital held by type consumer in
state n is denoted

w’ and <, corresponding to
low and high productivity respectively

if one consumer has high productivity other consumer low so

means w, ° 9 — is the type of consumer who is not type 7).

state indexes which consumer has high productivity, so




r > of the consumption good every period

interpret physical capital as trees, with

i holds a share !

initial physical capital holdings are




z, +x, <w +w +r=w
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in every state history value of continuing to participate economy no less
than value of dropping out




markets are complete, consumers purchase contingent consumption
for the state history

() » at the same price

corresponding optimization problem is

max(l ) ()

subject to




standard arbitrage argument implies that
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equilibrium of the debt constrained economy

infinite sequence of consumption levels and consumption prices
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Symmetric stochastic steady state

consumption




Solution of the Debt Constrained Model

find symmetric steady state by decreasing z?¢
zy w/2




of the debt

constrained economy is characterized by
f7C/2) 0 2t =w
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then /> is concave and satisfies , leading to
the conclusion

Proposition 2: A symmetric stochastic steady state exists in the debt
constrained economy. There is only one symmetric stochastic steady
state.
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A where A is the market
discount factor

virtual wealth then has to be adjusted based on the state next period to

reflect the present value of consumption starting in that state




Loans and Collateral







high endowment type can not be prevented from lending giving the
market discount factor

recursive relations for virtual wealth
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difference between two payments (with and without a reversal)
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which has to be the amount of collateral

both loan the other the larger amount
- A — + A

and the person currently in the good state collateralizes  of his
borrowing. Whoever winds up in the good state goes bankrupt.

present value of collateral in the economy is
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observations about the econ tribe




