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COMPARATIVE STATICS AND PERFECT FORESIGHT
IN INFINITE HORIZON ECONOMIES

By Timotay J. KEHOE AND Davip K. LEvINE'

Does 4 pure exchange econamy with an infinite time horizon have determinate perfect
faresight equilibria? When there is a finite number of infinitely lived agents equilibria are
generically determinate. This is not true with overlapping generations of finitely lived
agents. We ask whether the initial conditians together with the requirement of convergence
to a steady state locally determine an equilibrium price path. In this framework there are
many econamies with isolated equilibria, many with continua of equilibria, and many with
no equilibria at all. With two or more goods in every peried not only can the price level
be indeterminate but relative prices as well. Furthermore, such indeterminacy can ocecur
whether or not there is fiat money and whether or nat the equilibria are Pareto efficient.

L. INTRODUCTION

THIS PAPER CONSIDERS Whether infinite horizan economies have determinate
perfect faresight equilibria.. This question is of crucial importance. If instead
equilibria are locally indeterminate, not only are we unable to make comparative
static predictions, but the agents in the model are unable to determine the
consequences of unanticipated shocks. The idea underlying perfect foresight is
that agents’ expectations should be the actual future sequence predicted by the
modet; if the model does not make determinate predictions, the concept of perfect
faresight is meaningless.

We cansider two extreme cases: the first with a finite number of infinitely lived
consumers and the second with an infinite number of finitely lived consumers,
an overlapping generations model. Both are models of stationary pure exchange
economies. No production, inctuding the storage of goods between periods, can
occur. These models are unrealistic but are the easjest to study. Extensions of
the results of this paper to models with production, infinitely lived assets, and
mixtures of the twao types of consumers are presented by Muller and Woodford
[29].

When there is a finite number of infinitely lived consumers, we argue that
equilibria are generically determinate. This is because the effective number of
equations determining equilibria is not infinite, but equal to the number of agents
minus one and must determine the marginal utility of income for all but one
agent. Generically, near an equilibrium, these equations are independent and
exactly determine the unknowns.

When there are infinitely many overlapping generations, this reasoning breaks
down: An infinite number of equations is not necessarily sufficient to determine
an infinjite number of unknowns. We consider whether the initiat conditions
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U.C. S8an Diego, U.C.L.A., McMaster University, the Federal Reserve Bank of Minneapolis, the
NBER General Equilibrium Conference, Northwestern University, March 1982, and the Latin
American Econametric Society Meetings, Mexico City, July 1982, for helpful comments and
suggestions.
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together with the requirement of convergence to a nearby steady state locally
determine an equilibrium price path. We allow two alternative types of initial
conditions. In the first the old generation in the initial period has nominal claims
on the endowment of the young generation. In the second the old generation has
real claims. In the terminology of Samuelson [31], the first situation is one with
fiat money and the second is ane without. This paper provides a catalag of all
robust examples of indeterminacy and instability that can occur near a steady
state with bath types of conditions: In both cases there are many economies with
isolated equitibria, many with continua of equilibria, and many with no equilibria
at all. With two or more goods in every period not only can the price level be
indeterminate but relative prices can be as well. Interestingly, indeterminacy has
tittle to do with Pareto efficiency: Equilibria may be determinate or indeterminate
regardless of whether they are Pareto efficient or nat.

We also consider an alternative conceptual experiment in which agents use a
forecast rule that depends only an current prices to predict next period prices.
If the steady state is stable, and if we rule out a certain peculiar case, a perfect
foresight forecast rute exists. If there is a continuum of equitibria, there may be
a continuum of such forecast rules. Even so, the derivative of such a rule, evatuated
at the steady state prices, is locally determinate. This makes it possible to do
comparative statics in a neighborhood of the steady state despite the local
nonuniqueness of equilibrium. McCaltum [28] has argued that indeterminacy
can often be eliminated in linear rational expectations models by insisting that
agents employ a closed-toop forecast rule that utilizes a minimal set of informa-
tion. This suggestion is in very much the same spirit as our analysis of farecast
rules, although difterences between the two framewarks are targe enough to make
a close comparison impossible.

Finally, we contrast the determinacy in the model with a finite number of
infinitely lived agents with the indeterminacy in the overtapping generations
model. Although the models and conceptual experiments that we perform seem
quite different in the two cases, following Barro [4], we argue that the infinitely
lived model can be thought of as an overlapping generations model with bequests.

We are by no means the first to address the issues analyzed in this paper. Let
us therefore briefly discuss the refationship of our results with some of those that
have appeared previously:

That an overlapping generations model might have a continuum of equilibria
is well known. Samuelson [31] himself has noted the problems with counting
equations and unknowns in this type of model. Gale [16] has provided a complete
analysis of the overlapping generations model with a single two-period lived
consumer in each generation and one good in each period. In such a model he
finds that indeterminacy is always associated with initial conditions that altow
nominal claims: If there is no fiat money, then equilibria are always determinate.
Even when there is fiat money any indeterminacy is at most one dimensional; in
other words, if there is any indeterminacy, the equilibria can be indexed by a
single number, for example, the price of fiat money. Balasko and Shell [2] have
extended these results to a model in which there are many goods in each period
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but a single two-period lived consumer in each generation with a Cabb-Douglas
utility function. In contrast to these results, our analysis indicates that indeter-
minacy in more general models does not depend on the existence of fiat money
nor is it necessarily one dimensional; even if an index of prices relative to the
stack of money is exogenously fixed, the relative prices of goods within a period
may be indeterminate.

Burmeister, Caton, Dobell, and Ross [8] have investigated the possibilities of
indeterminacy in growth models with heterogeneous capital goods. Their analysis
is similar to that in this paper in that they consider a linearized system near a
steady state and ask whether convergence to that steady state ensures determinacy.
Their analysis differs from ours in that the savings behaviar of consumers is
exogenously given rather than the result of utility maximization and perfect
foresight. Qur analysis indicates that utility maximization and perfect foresight
do rule out indeterminacy when there are a finite number of infinitely lived agents.
Even in an overlapping generations economy some constraint on potential indeter-
minacy is imposed by whether or not there are nominal initial claims. Incidentally,
although more than one dimension of indeterminacy seems to be possible within
the framework of Burmeister et al., they do not mention it: All of the indeterminacy
that they discuss is one dimensional.

Calva [9] has constructed simple examples of indeterminacy similar to that
discussed by Burmeister et al. His models differ from theirs in that savings
behavior arises from utility maximization by overlapping generations consumers
with perfect foresight. The indeterminacy in these examples is still one
dimensional and is indexed by the price of an asset such as land or capital.

McCallum [28] has recently tried to put discussions of indeterminacy into
perspective, arguing that indeterminacy “is simply an inescapable aspect of
dynamic models involving expectations, one which is not basically attributable
to the rationality assumption.” In particular, he claims that even the assumption
of a finite number of infinitely lived agents does not eliminate the possibility of
indeterminacy. He bases this claim on a model constructed by Calvo [10] in
which real money batances enter into utility functions and production functions,
but where the money supply is set by the government in nominal terms. The
analysis of the madel with a finite number of infinitely lived consumers presented
in this paper should cast some doubt on this claim.

Using nonstandard analysis, Brown and Geanakopolos [7] have independently
investigated the possibility of » — 1 dimensions of indeterminacy in a nonstation-
ary overlapping generations model without nominal claims. At this stage, however,
their approach and results are too different from ours to allow a close comparison.

Finally, the present authors have written several other papers closely related
ta this one: Kehoe and Levine [22] provide a rigorous regularity analysis of the
overlapping generations model; severat of the technical results of that paper are
used here. An earlier version of this paper, Kehoe and Levine [19], contains the
regularity analysis for the case of infinitely lived consumers. Kehoe and Levine
[21] analyze the special case of an overlapping generations model with a two-
period lived representative consumer with separable preferences in each gener-
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ation. Balasko and Shell [3] and Geanakopolos and Polemarchakis [17] have also
pointed out that strong determinacy results can be obtained for this case. In
another paper, Kehoe and Levine [20] argue that the results obtained for the
two-period separable case do not generalize further. There they provide a counter-
example with a representative consumer with separable preferences wha lives
for three periods.

2. THE FINITE AGENT MODEL

We begin by analyzing a pure exchange economy with a finite number of agents
who consuine over an infinite number of time periods. In each period there are
n goads. Each of the m different consumers is specified by a utility function of
the form Y., yi:(x}) and a vector of initial endowments w' that is the same in
every period. Here 1 = v, > 0 is a discount factor. We make the following assump-
tions on &; and w':

ASSUMPTION a.l (Differentiability): u;: R}, » R is C°.
ASSUMPTION a.2 (Strict concavity): D*u,(x) is negative definite for all xe R,
AssuMpTION a.3 (Monotonicity): Du(x)>0 for all xc R%,.

AsSUMPTION a.4 (Strictly positive endowments): w'e R%,, i=1,..., m.

AssuMpTION a.5 (Boundary): 1| Du(x)| = o as x, - x where some x’ =0, j =
[,...,n Dulx)x is bounded, however, for all x in any bounded subset of R ,.

It should be possible to extend our analysis to more general types of preferences
that do not require additive separability, such as those described by Koopmans,
Diamond, and Williamson {23]. We do not attempt to do so here.

Let p.=(p., ..., pr) denote the vector of prices prevailing in period . When
faced with a sequence { pg, py, . . .} of strictly positive price vectors, agent { chooses
2 sequence of consumption vectors {x5, x_i, ...} that solves the problem

@D max ¥ ylulx)

e=10
* N iy .
subject to ¥ pix,= Y piw’,
=0 t=>0

xi=0.

The purpose of Assumptions a.1-a.5 is to ensure that, for any price sequence,
this problem has a solution that is strictly positive and satisfies the budget
constraint with equality. Assumption a.5 ensures that consumers’ indifference
surfaces become parallel to the coordinate hyperplane as we move towards the
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boundary of the positive orthant. It is this assumption that rules out corner
solutions. The necessary and sufficient conditions for {x, x', .. S tosolve (2.1} are

(2.2) yiDu{x})=pp! forsome pu,>0 (¢r=0,1,...),

(23) ¥ pixi=1Y piw
=9 t=q
A (perfect foresight) equilibrium of this economy is defined to be a price
sequence { pg, pi, - . .} and a sequence of consumption vectors {x}, x., ...} for each
agent, i =1,..., m, that satisfy the following conditions:

ConpiTion e.1: For each agent i {xj, x}, ...} solves (2.1).

ConpITION €2: T x;=Y7 wit=0,1,....

To find the equilibria of this economy we utilize an approach developed by
Negishi {38] and Mantel [24] for a model with a finite number of goods. Letting
Ay i=1,...,m, be some strictly positive welfare weights, we set up the welfare
maximization problem

(24)  max ¥ A Y yiu(x)
i=] t=q

subject to ¥ xi= ¥ w' (r=0,1,...}.
=]

i=|

xi=0.

Again a.1-a.5 guarantee that this problem has a sotution that is strictly positive
and satisfies the feasibility constraint with equality. The necessary and sufficient
conditions for a solution are

(2.5} AwiDudx}=pi, (i=1,...,m),

for some p, >0 (t=0,1,...),

(2.6) Yxi=Y w (¢=0,1,...).
i=1 =

i=1

An allocation sequence is Pareto optimal if and only if it solves problem (2.4).
Notice that Condition e.2 and (2.6) are the same and, furthermore, if we set
" Ay =1/ p,, that (2.2} and (2.5) are also the same. In other words, a Pareto efficient
allocation and associated Lagrange multipliers {Pa, P, - - -} satisfy all of our
equilibrium conditions except, possibly, (2.3). The problem of finding an equili-
brium therefore becomes one of finding the right welfare weights A, i=1,..., m
so that {2.3} is satisfied.
Let p{A) and x.(A} be the solutions to (2.5) and (2.6). The strict concavity of
u; ensures that p, and xi are uniquely defined and continuous. For each agent

b | T



438 T. I. KEHOE AND D. K. LEVINE

we define the excess savings function
27 s(A)= Zopr(»\)'(w‘—xi(»\))-

Using Assumptions a.1 and a.5, we can show that the infinite sum in (2.7)
canverges uniformly on compact subsets of RY, and, consequently, that s, is
well defined and continucus.

It is easy to verify that the functions s;(A) are homogeneous of degree one and
sum to zero. In fact, the functions s;(A}/ A; have mathematicat propesties identical
to those of the excess demand functions of a pure exchange economy with m
goods. A standard argument implies the existence of a vector of welfare weights
A such that

(2.8)  s(A)=0.

We ¢all this vector A an equitibrium since our abave arguments ensure that when
we solve the welfare maximization problem (2.4) using A for welfare weights the
solution is an equilibrium allocation. Conversely, any equlibrium is associated
with such a vector A.

ProposiTION 2.1: If the economy ((u, v, w'), i=1,..., m) satisfies Assump-
tions a.1-a.5, then an equilibrium exists and every equilibrium is characterized by
welfare weights A, i=1,..., m, satisfving (2.8).

We have reduced the equilibrium conditions for the model with a finite number
of consumers to a finite number of equations in the same finite number of
unknowns: The homogeneity of s implies that one of the variables A, is redundant.
That the s;(A) sum to zero, however, implies that we can ignore one of the
equations 5,{x) =0. To do regularity analysis we must be able to ensure that s is
continuously differentiable. To do this as simply as possible, we impose the
following additionat assumption on u;:

[

ASSUMPTION a.6: Du,D*u;" is bounded on bounded subsets of R,

Suppose, for example, that i« is homogeneous of degree 0<a;< 1. Then
Assumption a.6 is satisfied since Du,(x}D*u,(x)""=(a,— 1)x'". Notice, however,
that Assumption a.6 allows substantially more general preferences. Such an
assumption is needed to ensure that the derivatives of u; are well behaved even
as x; approaches 0. A proof of the following prapesition can be found in Kehoe
and Levine [19].

Prorosition 2.2: Ifthe economy ((u, v, w'), i =1, ..., m) satisfies Assumption
a.l-a.6, then s is continuously differentiable for ail A > 0.

A regular economy ((u, v, w'),i=1,..., m) is defined to be ane that satisfies
Assumptions a.[-a.6 and the restriction:
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ASSUMPTION r.1: Ds(A} has rank m — 1 af every equilibrium A.

This concept of regular ecanamy is analogous to that developed by Debreu
[12] for pure exchange economies with 2 finite number of goods. If an economy
is regular, then the inverse function theorem implies that it has a finite number
of isolated equilibria. The implicit function theorem implies that these equilibria
vary continuously with the parameters of the economy. Furthermore, the topologi-
cal index theorem introduced into economies by Dierker [15] can be used to
count the number of equilibria of such economies.

The appeal of the concept of regularity is enhanced by its genericity: Almost
all economies are regular. Suppose we parameterize the space of economies
(Cugy v W i=1,..., m) by allowing the endowments to vary while keeping their
sum, w=7Y,  w' constant, but fixing the utility functions and discount factors.
Allowing endowments to vary while keeping their sum fixed allows us to vary
5(A) while keeping P, (A} and xi(A) fixed.

PropasiTION 2.3. Regular economies form an open dense set of full measure in
the space of econonties parameterized by endowments.

The proof of this Propasition, which is given by Kehoe and Levine [19], is a
direct application of the transversality theorem of differential topology. It can
easily be extended to a proof that regular economies form an open dense subset
of the space of economies where the only restrictions are Assumptions a.1-2.6
if we are careful about giving this space a topoelogical structure.

3. THE OVERLAPPING GENERATIONS MODEL

We now analyze an economy with an infinite number of finitely lived agents,
a stationary overlapping generations model that generalizes that introduced by
Samuelson [31]. Again there are # goods in each time period. Each generation
0 < t=c20 is identical and consumes in periads ¢ and ¢+ 1. The consumption and
savings decisions of the (possibly many different types of) consumers in generation
t are agpregated into excess demand functions y( p,, p,.,) in period t and z( p,, p.+1)
in period ¢ + 1. The vector p, = {(p, ..., p:rdenotes the prices prevailing in period
t. We assume that excess demands satisfy the following assumptions:

AssumMpTION A.l (Differentiability): y, z: R2% » R" are smooth functions.
AssumpTioN A.2 {Walras's law): pip{p, pei) + Pie12(ps pesl) = 0.
AssumptioN A3 (Homogeneity}: y and z are homogeneous of degree zero.

AssUMPTION A.4 (Boundary): [[(y(qx), z(gi)}]| > as g, - g where some, but
notall, g' =0, j=1,...,2n (y, ) is bounded from below, however, for all g € R"..

Assumption A.l has been shown by Debreu [13] and Mas-Colell [26] ta entail
relatively little loss of generality. Assumption A.2 implies that there is some means
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of contracting between generations so that each consumer faces an ordinary
budget constraint in the two periods of his life. As we show later, this means the
economy is one with a constant (possibly zero or negative) stock of fiat money.
Assumption A.4 is a standard boundary assumption. It is used to guaraniee the
existence of interior steady states. Muller and Woadford [29] have extended the
analysis presented in this paper to allow free goods; we do not attempt to do so
here. :

Note that we consider only pure exchange economies and two-period lived
consumers. We do, however, allow many goods and types of consumers, and the
multiperiod consumption case can easily be reduced to the case we consider: If
consumers live m periods, we simply redefine generations so that consumers born
in periods 1,2,...,m~—1 are generation 1, consumers born in periods m, m+
l,...,2m—2 are generation 2, and so on. In this reformulation each generation
averlaps only with the next generation. Notice that the number of goods in each
newly defined period, and the number of consumers in each newly defined
generation, increase by a factor of m — 1. See Balasko, Cass, and Shell [1] for a
detailed description of this procedure.

The economy begins in period 1. The excess demand of old people {generation
0) in period 1 is z5(a, p|) where a is a vector of parameters representing the past
history of the economy. A (perfect foresight) eguilibrium of an economy (z,, ¥, 2)
starting at « (s defined to be a price sequence { p|, p2, . . .} that satisfies the following
conditions:

ConprrioN E.l: zy(a, pi)+y{p., p2) =0.

CONDITION B.2: 2(pio1, P+ ¥(po put) =0, £> 1.

Once p, and p, are determined Condition E.2 acts as a nonlinear difference
equation determining all future prices. Our major focus is on the extent to which
E.l determines initial prices p, and p,. The next section studies the role of initial
conditions z, and a. Let us now ignore E.l, however, and focus attention on the
difference equation E.2.

We define a steady state of E.2 to be a price vector (p, 8p) € R%", that satisfies

3.1y z(p, Bp)+y(Bp, B7py=1z(p, Bp)}+¥{p, Bp}=0.

In other words, if the prices p prevail forever and the price level grows by 8
each period, markets always clear. Here 1/8 — | is the steady state rate of interest.
In the generic case Kehoe and Levine [22] show that up to a normalization of
prices there are finitely many steady states.

Our interest in this paper is in what happens near a steady state. Let (p, 8p)
be a steady state, and let I/ < R2", he an open cone that contains (p, 8p). It is
convenient ta define g, =(p, p.+.} and view E.2 as the first order difference
equation

(3.2) z2(g.-)ty(g)=0, t>1
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We call a path {q,, g,, . . .} that satisfies Condition E.1 and E.2 locally stable with
respect to g ={p, Bp) and U if g,¢ I and lim,., 9./ ||4:[| = g/ | q]. The question
we are trying to answer is whether or not there is a determinate price path that
satisfies Conditions E.1 and E.2 and is locally stable.

One reason for restricting our attention to local stability is that it is the easiest
case to study. Stable price paths are also the most plausible perfect foresight
equilibria. If prices are converging to a nearby steady state, then traders can
compute future prices by using only local information. If prices are not going to
the steady state, then traders need global information and very large computers
to compute future prices. Note that, if equilibrium is indeterminate in the restricted
sense that a continuum of equilibria converge to the steady state, it is indeterminate
in the broader sense as well. On the other hand, even if equilibrium is determinate
in the restricted sense there may be a continuum of equilibria that [eave the
neighborhood of the steady state.

We can linearize E.2 around a steady state (p, 8p) as

(3.3) Diz(p._i— B ' py+(Doz+B7 Dy} p. - Bp)
+B 7 Doy(pr — B Py =0.

Here all derivatives are evaluated at the steady state (p, 8p), and we use (3.1}
and the fact that the derivatives of excess demand are homogeneous of degree
minus one. Our homogeneity Assumption A.3 allows us to rewrite {3.3) as

(34} Dizp +(Daz+ BT Diy)p+ B Daypias =0.

If the following regularity restriction is satisfied, then (3.4) defines a second order
linear difference equation.

AssumeTioN R.L: Day(p, Bp) is nonsingular at all steady states (p, Bp).

Again letting q, = {p, p.+(), we can write out (3.4) as the first order equation
g, = Gg,_, where

0 I
3.5 G= .
3:5) [_ﬁDzJ’FIDLZ "Dz}’_l(ﬁDzz"'DlJ’)]

Homogeneity implies that Gg = Bq where ¢ ={(p, Bp); in other words, & has an
eigenvalue equal to B. Walras’s law implies that p[—-8D zD,]G=
pT—8D,z D,y];in other words, G has an eigenvalue equal to unity. Let us assume
that & also satisfies the following regularity restriction:

Assumption R.2: G is nonsingular and has distinct eigenvalues; furthermore,
eigenvalues have the same modulus if and only if they are complex conjugates.

Consider the difference equation g, = {1/ 8)Gq,_,. The steady state price vector
q is a fixed point of this difference equatian. Let n be the number of eigenvalues
of {1/8)G that lie inside the unit circle, that is, whose moduli are less than unity.
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These correspond to eigenvalues of (G that lie inside the circle of radius 8. 'A
standard theorem on linear difference equations implies that the set of initial
conditions g, such that g, =Gg,_, has lim_.q¢./[q/]=q9/]ql is an a*+1
dimensional subspace V, of R*" (see Irwin [18, pp. [51-154] and Kehoe and
Levine {22]). The extra dimension shows up because of homogeneity: If g, is
such that lim, .. ¢./||g.] = g/|lq], then so is 6g, for any 6 # 0. The subspace V,
is spanned by the n° eigenvectors of G associated with the eigenvalues that lie
inside the circle of radius 8 and the eigenvector g associated with the eigenvalue
B.
The implicit function theorem implies that, if Assumption R.1 is satisfied, then
we can solve Condition E.2 to find a nonlinear difference equation g, = g{q,_|)
defined for an open cone U/ that contains q. Naturally, Dg(g)}=G. Let W, be
the subset of initial conditions g, € U such that lim,_., 4,/{ 4./l = ¢/] ¢ll. ¥n other
words, given ( p,, p.) we can find a path in U that converges to the ray proportional
to (p, Bp) if and only if (p,, p.) € W,. The relationship between V, and W, is
given in the following theorem:

ProrosiTioN 3.1: W, is an n* + | dimensional manifold with rangent space at g
equal to V,

This result is proven by Kehoe and Levine [22]. That V, is the tangent space
of W, at g justifies our intuition about {3.4} as a linear approximation to E.2: It
says that the best linear approximation to W, at ¢ is affine set V,+{qg}.

To establish Proposition 3.1 we need the regularity Assumptions R.1-R.2. These
can be justified by showing that they hold for almost alt economies, in other
words, that they hold for an open dense subset of the space of economies. This
is done by Kehoe and Levine [22]. This means that any regular economy can be
approximated by one that satisfies Assumptions R.1-R.2 and that any slight
perturbation of an economy that satisfies R.1-R.2 still satisfies them.

We have remarked that G has one root equal to 8 and one unit root. Are we
justified in assuming it satisfies no other restrictions? Might it not be the case,
as for example in optimal control, that half the eigenvalues of & lie inside the
unit circle and half lie outside? Kehoe and Levine [19] show that for any n°®
satisfying 2n — [ = n* = {, there exists an open set of economies that have a steady
state with #* roots inside the circle of radius 8 and 2n — n° — 1 outside the circle
with radius 8. Furthermore, the work of Mantel [25] and Debreu [14] shows that
for any excess demands (v, z} and any compact subset of R3". we can find a
generation of 2n consumers with well hehaved preferences whose aggregate excess
demands {p*, z*} agree with (y, 2) on that subset. Mas-Colell [27] has shown
that we can choose this compact subset and (y*, z¥) so that all of the steady
states of‘both (y, z} and (y*, z*} are contained in the interior of this subset. Since
we are interested solely in neighborhoods of steady states, we can therefore regard
A.l-A4 as exhausting all the restrictions placed on excess demands by the
assumption of utility maximization by heterogeneous consumers. A formal proof
of this point is given by Kehoe and Levine [22].



COMPARATIVE STATICS 443

4. DETERMINACY OF EQUILIBRIUM

The excess demand of generation O in period 1 is z(a, p;). The vector a
represents the history of the system. This is our conceptual experiment: Prior to
¢ =1 the economy is on some price path. Suddenly, after generation ¢+ makes its
savings decisions, but before p, is determined, an unanticipated shock occurs.
No further shocks accur, and hereafter expectations are fulfilled, although there
is no reasan why generation Q's expectations of p, should be. Do the equilibrium
Conditions E.1 and E.2 deterrine a unique path to the new steady state, at teast
locally? If so, we can do comparative statics, evaluating the impact of the
unanticipated shock. If not, it is questionable that traders could deduce which
of the many perfect foresight paths they would be on.

Note that this is not the only question we could ask. We might enquire whether
for a given perfect foresight path stretching back to minus infinity there is a
unigque extension to plus infinity. We believe that the answer to this question is
in general yes. Or we might ask whether the price paths {..., p_, Po, P1, - - -} that
are perfect foresight paths are locally unique. We believe that there is a large set
of economies for which the answer to this question is yes, and an equally large
set for which it is no. We feel that the question we have posed is the most
interesting one, however, and, of these questions, the only one retevant for applied
wark. Another relevant question is, of course, how to handle price paths that are
not near steady states. As we have mentioned, however, it is not clear that perfect
foresight is a goad hypothesis in such cases.

With this conceptual experiment in mind, we can now see the rale played by
the vector a: It represents the claims on current consumption owed to old people
based on their savings decisions made in period 0. Define the money supply
& = pizgla, p) to be the nominal claims of old people. Observe that in equilibrium
pivip, pa) = —p, by Walras’s law paz(py, p,) = i, in equilibrium pap( pa, p3) = —u,
and so forth. Consequently, u is the fixed nominal net savings of the economy
for all time; that is, we assume that there is no government intervention in money
markets.

In the steady state we have 8°p'z(p, 8p) = p and B'p'v(p, Bp) = —n. There are
two cases of interest. The nominal case has u # 0. In this case it must be that
B8 = 1. Gale [16] calls steady states of this type golden rule steady states. This is
because for excess demand functions derived from utility maximization nominal
steady states maximize a weighted sum of individual utilities subject to the
canstraint of stationary consumption over time. Alternatively, in the real case
@ = 0. Gale refers to steady states of this type as balanced steady states. In this
case if B=1 then y(p, p}+2{p, p)=0 and p’y(p, p}=0, which are typically »
equations in the # — unknowns p, and 8 = [ is merely coincidental. Thus, when
u =0 the most interesting case is B # 1. Using an index theorem, Kehoe and
Levine [22] prove that there is generically an odd number of steady states of each
type, which, of course, implies the existence of a steady state of each type.

We suppose first that claims are denoted in nominal terms. We cannot assume
that excess demand by the old z4(a, p,) is homogeneous of degree zero in p,. We
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do assume, however, that a is an element of an open subset A of a finite
dimensional vector space and that the following assumptions hold:

AssumeTion L1 {Differentiability}: z,: AXRL,.» R" is a smooth function.
AssumpTionN 1.2 {Homogeneity): z, is homaogeneous of degree zero in a and p,.

Let g={p, Bp) be the steady state after the shock. We make the following
assumption.

AssuMPTION 1.3 (Steady state): There exists a,#0 such that z{ag, p)+
y(p, Bp)=0.

In other words, when a = g, we are at a steady state. Qur goal is to analyze what
happens when [|la — aq|| is small. Various interpretations of this assumption are
possible: Prior to ¢t =0 the economy was at or near a steady state and a temporary
shock displaced it. Alternatively, a permanent shock occurred and the steady
state itself was slightly displaced. All that is necessary is that there be some steady
state nearby.

To analyze the impact of the shack, observe that prices ( p,, p,) are determined
by Condition E.1. Using the homogeneity of z,;, we can linearize E.1 around the
steady state to find

(4.1) (Dyzo+ Dyy)pi+ D zea + Dyyp, =0.
R.I implies that we can solve (4.1) for p, as
{(4.2) p2= Dy (D 2o+ Dy y)pi+ Dyy ™' D240,

or, introducing, as before, ¢, = {(p,, p.},

0 I
(43) ql=L[a] =[ y B ][a]
2 Doy Dz — Iy (Dazg+ Dy} Lp

Let 7, < RY, denote the natural projection of UJ onto its first » coordinates.
The implicit function theorem implies that in a neighborhood of the steady state
we get a corresponding solution to the nonlinear equation E.l, g, = {(q, p,),
defined for p e U,, ae A, with DI(a,, p) = L. We ask whether, for given a€ A,
there is a unique initial g, = (p,, p,) that satisfies E.l and has an extension to a
price path {q,, g5, ...} in U that satisfies E.2 and converges to some point on the
steady state ray. The results of the last section imply that the corresponding
mathematical question is whether, for given a, there is unique p, such that
Ia,p)eW.

Let us consider the linear problem first. For fixed ae A (4.3) defines an »
dimensional affine subspace of R?*" The linearized version of W, is V,, which is
n’+1 dimensional. We would expect, in general, that these spaces intersect in
an n+(n*+1)—2n=n*+1—n dimensional linear space. Suppose, in fact, that
L satisfies the following assumption:
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AssumprionN IR.1: L has rank 2n.

Note that this requires that A be at least n dimensional, in other words, that
there are at least n independent ways to shock the economy. The transversality
thearem of differential topology can be translated into the following result:

ProrosiTION 4.1: Ler S, denote the set of p e U, such that l{a, p|) e W,. For
almost all a € A the set 8, if it is nonempty, has dimension n*+1—n.

In other words, what we expect in general of the linear system is almost always
true of the nonlinear system. Here we use almost all to mean an open dense
subset of A whose complement has measure zero. If n' +1—n<{, this means
there is no p; e U, with I(a, p)) e W, If n°+1—n >0, however, S, can either have
this dimension or be the empty set. 1.2 implies that §, is nonempty. If we can
ensure that ! is transversal to W, at g, then the structural stability of transversality
would imply that S, is nonempty for all a close enough to g, We make the
following assumption:

AssumpTioN IR.2: The 2nx(n+1+a’) marrix

I ]
- g v ... Uy
l:_Dz}’ 1(D220+D1J’) :

has full row rank whenever n+1+n° =2n where ¢, v, . . ., t,- are the eigenvectors
of (7 that span V..

The first n cotumns of this matrix span the tangent space of the manifoid of
vectors ¢, that satisfy g, = I{a, p,). The final #° + 1 columns span V,, which is the
tangent space W, For n®+ 1 —n =0 this says that / is transversal to W, at g.

Like our previous reguiarity conditions, Assumptions IR.1 and IR.2 are generic:
Given a y that satisfies R.1, these conditions can easily be shown to hold for
almost al} z,. Under Assumptions IR.1 and IR.2, we can distinguish three cases:

(i) n*<n—1. In this case, for almost all a, S, is empty. In ather words, there
are no stable paths [ocally. We call such a { p, Bp) an unstable steady state. For
mast initial conditions the asymptotic behavior of the system is to not reach the
steady state. Such steady states are not very interesting; they are unreachable.

{ii) #"=n—1. In this case, locally stable equilibrium paths are locally unique
and, in a small enough neighborhood actually unique. This is the case where we
can do comparative statics and in which perfect foresight is a plausible description
of behavior. This is called a determinate steady state,

(iii) n* =>n—1. In this case there is a cantinuum of locally stabie paths. The
steady state is indeterminate. Comparative statics is impossible and perfect
foresight implausibie.

There are large sets of economies (nonempty open sets of economies) that
have steady states of any desired type: unstable, determinate, or indeterminate.
Thus, none of these possibilities is in any way degenerate.
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Let us consider the argument that we get indeterminacy because we ask too
much: Because z; is not homogeneous we demand that the price fevel be deter-
mined by initial conditions. Is it possible that this one dimensionat indeterminacy
is the only possible form of indeterminacy? No. If n’+1—n>1, S, has two or
more dimensions, implying that there is relative price indeterminacy.

Now we turn to the case of real initial conditions. The change in conceptuat
experiment lies in z,: It is homogeneous of degree zero in p, and satisfies Walras’s
law p|zs(a, p;) = 0. Since p = 0, the initial price vector must satisfy piy(p,, p2) =0.
This restriction defines a 2n — | dimensional manifold in some neighborhood of
the steady state ( p, Bp) if { p, Bp) is a regular point of p)y( py, p.), in other words,
if (y'+p'Dyy, p’'D,y) does not vanish at ( p, Bp). This, however, follows immedi-
ately from R.1. We call this manifold the rea! manifold and denote it Q. Iis
tangent space at (p, 8p) is made up of the vectors {p,, p;} that sausfy (¥’ +
p'Dvip + p'Dyyp, = 0. Differentiating Walras's law with respect to p,, we estab-
lish that '+ p'Dyy+Bp' D z=0at ( p, Ap). Consequently, the condition defining
the tangent space of @, can be expressed

(44)  p[-BD:z Dzy][;"]=o.

a

The stability of the system is determined by the roots of (1/8)G. Recalt that
Walras’s taw implies that p{—8D,z D,y]G=pT-BDz D,y]. In other words,
(1/B)G has an eigenvalue 1/8 associated with a (left) eigenvector that is
orthogonal to the tangent space of @,. Consequently, the root 1/8 has no effect
on the behavior of the system on Q,. Qutside of ,, however, the root 1/8
determines the behavior of the system. In particular, if 8 < 1, no path with initial
conditions that do not satisfy p|y(p,, p.) =0 can ever approach the real steady
state.

We fet i be the number of roots of {1/8)G, excluding the roat 1/8, that lie
inside the unit circle. Because of homaogeneity, including that of z,, the price
level is indeterminate and we can reduce everything by one dimension by a price
normalization. In this reduced space Q, has 2n —2 dimensions, while the initiat
condition zgla, p))+v(p,, p:) =0 generically determines an n—1 dimensionat
submanifold. The intersection of stable manifold W, with Q, has dimension A°.
Consequently, the intersection of the initial condition submanifald and W, has
dimensional {n —1}+ 7A* —{2n —2). Thus, there are the same three possibilities in
the real case as in the nominal case, although in the real case 0=a“=2n—2
while in the nominal case 0= n*=2n—1. In particular, notice that, if 8> 1 and
A’ = n — 1, then the steady state is determinate for reat initial conditions but has
a one dimensional indeterminacy for nominal initial conditions.

So far we have assumed that [,y is nonsingular at every steady state. Suppose
instead that D,y has rank k, 0= k< n, on an open neighborhood of the steady
state ( p, Bp). In this situation linearizing E.2 produces an n+k, rather than a 2n,
dimensional first order difference equation to reptace (3.5). Otherwise our analysis
stays the same. In the nominal case the determinacy condition remains k' =n—1
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where now 0= n* <+ k—1. In the real case the determinacy condition remains
A'=n+1 where now 0<sA*<n+k—2 In particular, if k=1, only a one
dimensional indeterminacy is possible in the nominal case, and no indeterminacy
is possible in the real case.

That I,y has rank one at a steady state where n =2 s true only for a closed,
nowhere dense set of economies; it is a degenerate situation. Yet, if each gener-
ation consists of a single, two-period lived consumer who has an intertemporaily
separable utitity function, then both D,y and D,z have at most rank one. That
Dz has rank one implies that n ~ | of the 1 +k = n+ | eigenvalues are zera. The
determinacy conditions for an economy of this type are therefore the same as
for an economy with only one good in every period. This has been noted by
previous authors: Balasko and Shell [2], who assume consumers with Cobb-
Dougtas preferences, and Geanakopolos and Polemarchakis {17]. A more com-
plete discussion of these issues can be found in Kehoe and Levine [21].

It might be conjectured that in the case where excess demand is derived from
consumer optimization aver well behaved preferences that the Pareto inefficiency
of paths is related to the inceterminacy of equilibrium. A moment’s reflection
an the real case shows this is .10t true. If B < 1, prices along paths converging to
the steady state decline exponentially in the limit: this means that the value of
every agent’s endowment is finite, and, by a standard argument due to Debreu
{11], all these paths are efficient. But 8 <. | impties only that no path with ¢ #0
ever approaches the real steady state; it places no restriction on #°. Thus if n>> |
indeterminacy is possible. Caonversely, if 8 > 1, then an argument due to Balaska
and Shell [2] implies that all convergent paths are inefficient, but there is still no
restriction on the possible types of steady states.

Perhaps the case B <=1 is the most puzzling of all: Here if n =2 we can have
indeterminacy among equilibria converging to the steady state, yet all these paths
are Pareto efficient and all mimic the finite dimensional case in that Walras's law
is satisfied even by the initial generation.

We canclude this section by noting that there are six possible types of steady
states: real or nominal, each of which may be unstable, determinate, or indetermin-
ate. If there are two or more goods each period then there are open sets of
ecanomies with each possible combination. The case with one good each period,
which has been studied most extensively, is exceptional however: Instability is
impossible and, in the real case, indeterminacy is also impossible.

5. FORECASTING

In this section we examine the case of nominal initial conditions in mare detaii.
We again focus on the neighborhood of a stable steady state (p, Bp) with
n®=n—1, and we assume that all regularity conditions are satisfied. Qur focus
is on how agents forecast future prices. One possibitity is that they use the dynamic
equation E.2; equivalently, they forecast ¢, = g(g,). Note that unfess n* =2n—1
this is actuaily an unstable dynamical system: Smalf perturbations can cause the
path to depart from the steady state,
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We naow investigate the alternative possibility that traders forecast future prices
sotely as a function of current prices. This type of closed-loop forecasting leads
to convergence to the steady state. Surprisingly, it also is locally determinate:
This restriction on forecasting rules is sufficient to eliminate much of the indeter-
minacy we found in the previous section, making local comparative statics
possible. Not surprisingly, such forecasting is impossibie when the steady state
is unstable. Here we only examine nominal initial conditions to keep the presenta-
tion as simple as possibie; an analogous analysis can be done for reat initial
conditions.

A closed-loop forecast rule is a function p,., = f(p,) that gives prices next
period as a function of current prices. We assume that f satisfies the following
assumptions:

AssumpTioN F.1 (Differentiability): fis a smooth function defined on an open
cone U <= R}, that coniains the steady state relative prices p.

Assumption F.2: f{p)=Bp.
AssumpTioN F.3 (Homogeneity): fis homageneous of degree one.
AssumpTioN F.4 (Perfect foresight): z(p, f(p. )+ v(f(p), £ (p))=0.

AssuMpTION F.5 (Convergence): lim . f'(p )/ IS (p2i=p/ I pll for all p,c
Ul.

Here, for example, f*( p) denotes f(f{p)). Assumption F.2 insists that at the
steady state the forecast ruie pick out the steady state. F.4 is the perfect foresight
assumption: If forecasts are realized, markets indeed clear. Assumption F.3 says
we are interested only in forecast rules that permit convergence to the steady
state, in other words, are stable.

We begin by asking whether, for n* = n — 1, there actually exists a forecast rule
that satisfies Assumptions F.1-F.5. As before, we consider the linearized problem
first. To construct a farecast rule we choose o,...,8,_, ¢ to be independent
eigenvectors in V, the stable subspace of the linearized system. [t is important
that we be able to choose vy, . . ., 1,_, so that complex vectors appear in conjugate
pairs. This can always be done if n—1 is even. It can also always be dane if
n'=n-1 since v,..., v, includes all of the eigenvectors corresponding to
eigenvalues inside the circle of radius 8 and such eigenvectors necessarily show
up in complex conjugates. In the peculiar case where n~1 is odd and there are
no real eigenvalues inside the circle of radius 8, and hence no real eigenvectors

in V,, we cannot make this choice of v,..., v,_,. This is no accident: In this
case there are no stable perfect foresight forecast rules.
Let V, be the real vector space spanned by o(,..., v,.,, g; because camplex

vectors come in conjugate pairs, it is » dimensional. What we suggest is, for
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given p, to choaose p,., so that (p,— 8'p, p,+ — B 'p) is an element of V,.. From
the structure of g there exists a unique chaoice of p,.., provided that

AssumpTioN FR.1: ol, ..., 6._,, p are independent vectors where v}, i=
I,...,n—1, consists of the first n components of the v;
If FR.! holds, we can find a unique matrix F, which depends on v, ..., 0,_,
so that

(51) (P:+|_,3‘+1P)=F(Pz_)3‘!’)

is our linear forecast ruie.

First we check that the linearized system (5.1) satisfies the linearized versions
of F2-F5. Since geV,, (ppleV, and, consequently, Fp=pp. Since
By, ..., Uy, q are eigenvectors of G, V, is invariant under the dynamical system
G, which means that if g, € V, then Gg, € V... Finally, since V, < V, and ( p, — 8°p,
Pt _BHIP) € V,, we must have lim, p/\pli=p/lpl .

It is natural to conjecture that we can thus find an f with Df{p)=F that
satisfies Agssumption F.1-F.5; this follows from Hartmann's smooth linearization
thearem in Irwin [18, p. 117]. Because g is homogeneous of degree one, f may
also be chosen to be homogeneous of degree one. If n* = n — 1, then f is unique.
This is well known when f is linear (see, for exampie, Bianchard and Kahn [6]}).
If, hawever, n* > n— |, { may not be unique nor even locally unique. Furthermare,
in the case where n—1 is odd and all the eigenvalues of & that lie inside the
circle of radius 8 are complex, f does not even exist. The derivative Df{p}=F
at the steady state is locally unique, however; there are only finitely many
possibilities. To see this write Assumption F.4 as (f{p.), f*(p.})) = g(p, f(p.}}-
Differentiating this at p we see that

52y [F]_.f1
_Fz]_G[F]‘

Writing F in Jordan canonical form as F= HAH ™', we see that

53y [ HA] _G[ H]

L HA?] T LHAL
R.2 implies that A is diagonal with diagonal entries equal to eigenvalues of G
and that the columns of

L)

are the corresponding eigenvectors of G. Since G has only finitely many eigen-
vatues, there are anly finitely many choices of F; indeed, our ariginal construction
is the only way to get sotutions that satisfy the stability requirement F.5.
Notice that, if n°>n+1, there are in general many possible choices of
t, ..., 8-, and, consequently, of F. The important fact is that there are only a
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finite number of choices. Furthermore, under our regularity assumptions, F

varies smoothly with small changes in the parameters of (y, z}. When doing

caomparative statics faced with a choice of finitely many forecast rules, we choose

the unique F that corresponds to the forecast rule being used before the shock.
Finally, let us check the initial condition; it is now

(5.4} zola, po )+ y(p, f(p1)) =0.

We can locally solve for p, as

(5.5) 2 =—(D220+D1y+D2yF}_lDlzoa.

6. CONCLUDING REMARKS

We conclude by summarizing our results and indicating some passible direc-
tions for future research. When there are finitely many infinitely lived consumers
we have shawn equilibria are generically determinate. In the overlapping gener-
ations case we have argued that determinacy, indeterminacy, and instability are
all possible for a wide range of economies.

There are a number of abvious differences in the specifications of these two
models and in the conceptual experiment that we have performed aon them. We
should not, however, let these differences, which are actually more superficial
than substantive, abscure the striking contrast in the two sets of results. One
obvious difference in the specification of the two models is that in the first
consumer behavior is specified in terms of utility functions and endowments
while in the second it is specified in terms of aggregate excess demand. As we
have explained, however, the results of Mantel [24], Debreu [14], and Mas-Collell
[27] justify using the concept of aggregate excess demand in the averlapping
generations model: As long as the number of consumers in each generation
exceeds the number of goads, in this case 2n, then all that utility maximization
implies about aggregate excess demand is given by Assumptions A.1-A.4. In other
wards, we could have derived the same results for the averlapping generations
model if we had specified it in terms of utility functions and endowments; we
have employed the excess demand formulation only because it is more convenient.
In the model with a finite number of infinitely lived consumers, however, the
Mantel-Debreu theorem does not hold: There are more goods than consumers.
Reducing the dimension of the problem of characterizing equilibria to the number
of consumers, a finite number, is the crucial step in our arguments. It is, in fact,
an apen question whether a model with an infinite number of infinitely lived
consumers generically has determinate equilibria.

A very restrictive aspect of our specification of the maodel with infinitely lived
consumers is that utility is additively separable and discounted at a constant rate.
This implies, for example, that, if all consumers do not have the same discount
factar y, then those with discount factors less than the maximum asymptoticalty
consume nothing. We conjecture, however that our results carry over to models
with far more general preferences; it would be worthwhile to verify this.



