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Abstract

This study investigates the effect of public debt on growth, interest rates, and fiscal sus-
tainability using a simple endogenous growth model with financial frictions and firm hetero-
geneity. Increases in public debt lead to higher real interest rates through financial markets,
increase the cost of repaying public debt, and reduce private investment, resulting in lower
long-run growth. Thus, large public debt is less sustainable. This study also examines the ef-
fect of investment subsidies financed by public debt and finds that they can hinder economic
growth in the long run unless the financial market is close to perfect. Therefore, increases in
investment subsidies should be financed not only by issuing public bonds, but also through
tax increases. Moreover, the impact of these fiscal policies on inequality among agents is

briefly discussed.
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1 Introduction

Public debt has increased significantly in many developed countries, raising concerns among
policymakers about how to ensure its sustainability.! Higher economic growth and lower inter-
est rates are important factors in stabilizing the debt-to-GDP ratio. However, economic growth,
interest rates, and public debt accumulation are determined by dynamic processes and are in-
terrelated, making it difficult to assess the sustainability of public debt. Indeed, no consensus
exists on what constitutes sustainable debt (e.g., D’Erasmo et al., 2016). Ramsey-type models
with representative infinitely lived agents show that public debt cannot be sustainable if the gov-
ernment violates its transversality condition (e.g., Greiner, 2007, 2011, 2012, 2015; Kamiguchi
and Tamai, 2012). Many empirical studies have tested whether the transversality condition holds
(e.g., Afonso, 2005; Bohn, 1998; Hamilton and Flavin, 1986). Meanwhile, overlapping genera-
tions (OLG) models show that the government removes this constraint and can run a Ponzi game.
Acknowledging the possibility of a public Ponzi game, many recent studies have analyzed fis-
cal sustainability in OLG models and defined fiscal sustainability as whether the ratio of public
debt to GDP (or capital) converges to a stable level in the long run (Agénor and Yilmaz, 2017;
Arai, 2011; Brauninger, 2005; Chalk, 2000; Maebayashi and Konishi, 2021; Teles and Mussolini,
2014; Yakita, 2008, 2014).

Despite this large literature, to the best of my knowledge, few studies have examined long-run
economic growth, interest rates, and the sustainability of public debt simultaneously. Moreover,
although the abovementioned studies on the sustainability of public debt employ different types
of models, they all assume that agents are homogeneous and financial markets are perfect.

This study first contributes to the literature by investigating the effect of public debt on growth,
interest rates, and sustainability using a simple endogenous growth model with financial frictions
and firm heterogeneity. Drawing on the recent literature, we also incorporate the Pareto distribu-
tion of firms’ productivity into the impact of fiscal policy on growth when firms are heterogeneous
(e.g., Arawatari et al., 2023; Jaimovich and Rebelo, 2017; Mino, 2015, 2016).

Under financial frictions and firm heterogeneity, only high-productivity firms can borrow in
the financial market. Low-productivity firms cannot borrow because of their credit constraints.
Low-productivity agents then become lenders to high-productivity entrepreneurs (borrowers) and
buyers of government bonds. A rise in government debt increases the issuance of government
bonds and can have the following opposing effects on growth. First, it reduces the aggregate
supply of credit in the financial market, thereby raising the interest rate. A rise in the interest rate
reduces the number of less productive firms by increasing the cost of borrowing for entrepreneurs,

which causes reallocations towards more efficient firms (e.g., Melitz, 2003). We refer to this as the

!One way to address this problem would be fiscal consolidation efforts, especially in the European Union (EU).
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positive firm selection effect. It enhances aggregate productivity and economic growth. Second,
an increase in government bonds increases lenders’ assets through bequests from their parents.
These assets then flow into investments in high-productivity firms and promote economic growth.
We refer to this as the liquidity effect. Finally, a rise in government debt crowds out private
investments and negatively affects economic growth. Therefore, the overall impact of government
debt on economic growth depends on the relative strength of these factors.

The second contribution of this study is to examine the growth effect of investment subsidies
financed by public debt. Governments offer various investment subsidies, including investment
cost subsidies, research and development (R&D) subsidies, investment tax reductions, and direct
investment grants (Kang, 2022). These investment subsidies are recognized as instruments for
boosting economic growth and improving the fiscal situation.> The World Bank (2023) shows
that R&D expenditure in the United States increased from 2.67% to 3.46% of GDP between 2012
and 2021.3 The public finances of these developed countries have relied heavily on public debt.
However, to the best of my knowledge, the growth-enhancing effect of investment subsidy policy
with heterogeneous firms has been studied only in the case of a balanced government budget.
Therefore, it is important to examine whether investment subsidies financed by public debt can
promote growth and improve the fiscal situation.

Herein, I develop an OLG model with endogenous growth, firm heterogeneity, and financial
frictions. In the young period, agents earn wage income, receive bequests from their parents, and
draw productivity levels from the Pareto distribution. Agents who draw higher (lower) productiv-
ity than the cutoff level become entrepreneurs (lenders) and engage in (refrain from) production
in old age. Additionally, the government issues public bonds to finance investment subsidies.
The cutoff level of productivity is endogenously determined and it depends on fiscal policy.

The main findings of this study are as follows. First, an increase in the public debt-to-capital
ratio has opposing effects on economic growth as mentioned above. One is the negative growth
effect through the crowding-out effect of public debt on investment. Next is the positive growth
effect resulting from the liquidity effect. The last is the positive effect stemming from the positive
firm selection effect. The negative growth effect dominates the positive effects. Therefore, an
increase in the public debt-to-capital ratio hinders economic growth.

Second, arise in the interest rate due to an increase in public debt raises interest payments and
the growth in public debt. When the public debt-to-capital ratio is sufficiently high, the negative

effect of increased public debt on economic growth combined with the effect of rising interest

ZPolicy instruments to support young, growing, and innovative companies are also expected to boost investment
and economic growth (European Commission, 2017).

3The government budget allocations for R&D across the EU reached 0.74% of GDP, showing an increase of
5.4% compared with 2021 and an increase of 49.2% compared with 2012 (Eurostat Statistics Explained, 2024).



rates on further increasing public debt makes fiscal policy unsustainable.

Third, investment subsidies to firms financed by public debt makes public debt less sustain-
able. Investment subsidies encourage investment by each firm and promote economic growth.
However, they also lower the barrier to becoming an entrepreneur and increase the number of
less productive firms, decreasing aggregate productivity and economic growth through the neg-
ative firm selection effect. Moreover, the increase in these firms increases aggregate demand for
credit in the financial market, putting upward pressure on the interest rate. This raises the cost
of repaying public debt and accelerates its accumulation. Investment subsidies financed by debt
itself also increase the issuance of public bonds and accelerate the accumulation of public debt.
When the ratio of public debt to capital is large, the positive effects of investment subsidies on the
growth in public debt surpass those on economic growth, making public debt less sustainable.

Finally, increases in the investment subsidy financed by public debt decrease (resp. increase)
long-run economic growth when the financial market is not so perfect (resp. is so perfect). In-
creases in the investment subsidy financed by public debt encourage investment and increase the
aggregate demand for credit in the financial market. This raises the interest rate and enhances
economic growth through the positive firm selection effect. However, increases in the interest
rate raise the cost of repaying public debt, crowding out private investment and decreasing eco-
nomic growth. Investment subsidies also lower economic growth through the negative firm se-
lection effect, as explained in the results presented previously. The former positive growth effects
strengthen when the financial market is more perfect. This is because a larger degree of finan-
cial perfection leads to a looser credit constraint and makes borrowing easier (i.e., an increase in
the aggregate demand of credit) in the financial market. This reinforces the positive firm selec-
tion effect. Accordingly, when the financial market is (resp. not) close to perfect, the positive
(resp. negative) growth effects dominate the negative (resp. positive) ones. This advocates that
increases in investment subsidies should be financed not only by issuing public bonds but also
through tax increases unless the financial market is close to perfect. This is an important policy
implication for many developed countries that have increased investment subsidies while relying
heavily on public debt for fiscal management.

In addition to these main analyses, this study also briefly explores and discusses how fiscal
policy, including government debt, affects wealth inequality. An increase in the public debt-to-
capital ratio raises interest rates, producing a positive firm selection effect, which raises barriers
to entry for entrepreneurship. This reduces the number of borrowers and increases the num-
ber of lenders. Furthermore, while rising interest rates increase lenders’ wealth, they decrease
borrowers’ wealth. Therefore, an increase in the public debt-to-capital ratio lowers the wealth

ratio between entrepreneurs and non-entrepreneurs, reducing wealth inequality between the two



groups. Moreover, when the positive firm selection effect from rising public debt-to-capital ratios
increases firm productivity, less productive firms exit the market, and profits are distributed only
to more productive firms. Consequently, wealth disparities among entrepreneurs narrow. Thus,
an increase in the public debt-to-capital ratio also reduces wealth inequality among entrepreneurs.

Investment subsidies financed by public debt also decrease inequality for the following rea-
sons. First, they raise the interest rate, which increases lenders’ (non-entrepreneur’s) wealth.
Second, a rise in the interest rate reduces the number of less productive firms and allocates larger

firms’ profits among active entrepreneurs.

Related Literature

Chalk (2000), de la Croix and Michel (2002), and Yakita (2014) examine the sustainability of
public debt in OLG models and conclude that a Ponzi game by governments is possible.* Fiscal
sustainability in OLG models is often defined as the convergence of public debt to a sustainable
level in the long run. Chalk (2000) and Maebayashi (2023) examine this issue under specific fis-
cal policy rules in OLG models. Chalk (2000) employs a constant deficit rule, while Maebayashi
(2023) implements the fiscal consolidation rule based on the Stability and Growth Pact in the
EU. However, as these studies are based on exogenous growth models, they ignore the long-run
endogenous growth effect from a non-decreasing return to capital (Romer, 1986).

This study is closely related to those of Brauninger (2005), Yakita (2008), Arai and Kunieda
(2010), Arai (2011), Teles and Mussolini (2014), Agénor and Yilmaz (2017), Maebayashi and
Konishi (2021), and Futagami and Konishi (2023), which also investigate the sustainability of
public debt when the government plays a Ponzi game in OLG models with an endogenous growth
structure.’

Briuninger (2005), Arai (2011), Teles and Mussolini (2014), and Maebayashi and Konishi
(2021) find that public debt has a negative effect on long-run growth (Saint-Paul, 1992); however,
they all assume a constant interest rate over time because they use the standard AK model (Romer,
1986). The present study differs from these previous studies because it considers endogenous
movements of interest rates through the financial market structure.

Yakita (2008) and Agénor and Yilmaz (2017) analyze public capital accumulation—following
the tradition of Futagami et al. (1993)—financed through public debt. Under the assumption of
perfect financial markets, they show that public capital generates positive externalities for eco-

nomic growth and the interest rate through its effects on factor markets in final-good production.

“Tirole (1985) uses Diamond’s (1965) OLG model and show that positive bubbles can exist when the economy
is dynamically inefficient. This result can also imply that the government’s Ponzi game is possible.

SGreiner (2007, 2011, 2012, 2015), Kamiguchi and Tamai (2012), and Miyazawa et al. (2019) investigate the
sustainability of public debt in representative infinitely lived agent models with an endogenous growth structure in
which a Ponzi game by the government is impossible (according to the transversality condition).
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This study differs from the previous literature in three main ways. First, it examines the growth ef-
fects of investment subsidies that act directly on firms rather than through public capital. Second,
the interest rate is endogenously determined by the structure of the financial market. Third, we
show that the growth impact of investment subsidies depends critically on the degree of financial
frictions. When financial markets are imperfect, subsidies may even reduce growth by lowering
entry barriers, increasing the number of low-productivity firms, and generating the negative firm
selection effect. Moreover, greater financial imperfections weaken credit demand, dampening
the positive firm selection effect. These negative growth effects can surpass the positive direct
effect of investment subsidies unless the degree of financial friction is very small.

Minami and Horii (2025) examine the growth effects of debt-financed R&D subsidies in a
continuous-time OLG model (Blanchard 1985). They show that debt-financed R&D subsidies do
not enhance long-run growth unless R&D productivity is sufficiently high. Unlike Minami and
Horii (2025), this study considers heterogeneous firms and financial frictions and finds that the
long-run growth effect of debt-financed investment subsidies depends on the degree of financial
frictions.

Although Arai and Kunieda (2010) similarly consider financial market imperfection with het-
erogeneous agents, they assume a uniform distribution of individual productivity as well as risk
neutrality, and ignore the investment subsidy policy. In contrast to Arai and Kunieda (2010), this
study incorporates more realistic growth effects under investment subsidy policies through micro-
foundations with risk-averse utility and a Pareto distribution of firms’ productivity, as mentioned
in the following literature.

Recent trends in the growth theory literature incorporate the heterogeneity of individuals or
firms into endogenous growth models (e.g., Arawatari et al., 2023; Jaimovich and Rebelo, 2017;
Mino, 2015, 2016). Mino (2016), Jaimovich and Rebelo (2017), and Arawatari et al. (2023)
consider the effect of tax and fiscal policies when firms differ in their productivity under a Pareto
distribution. These studies show that the effects of such public policies on growth significantly
differ from that in the (homogeneous) representative agent economy. To the best of my knowl-
edge, studies on investment subsidy policies in this context are somewhat limited. Morimoto
(2018) studies R&D subsidy policy under heterogeneity in individual productivity and shows
that R&D subsidies increase economic growth when they are not very large. However, Mori-
moto (2018) considers a balanced budget to finance the subsidies. This study contributes to the
literature by considering the effect of investment subsidies financed by public debt and showing

that the growth effect of subsidies can be negative unless the financial market is close to perfect.



2 Model

2.1 Entrepreneurial households

Consider an economy comprising two types of households living in two periods. The number of
households is normalized to one. Entrepreneurial households can invest in capital, hire young
labor, and use capital to produce goods. The production technology follows the form used in
Mino (2016):

Yir = F(Zig—1kig, i ) = A<Zi,t71k'i,t)a(ni,th)l_aa A>0 1i€l0,1], (D

where y; +, k; 1, 1+, and K denote output, capital, labor, and aggregate capital, respectively. Ag-
gregate capital has a positive external effect on production (e.g., Romer, 1986). We assume that
capital k; ; is broadly viewed to include both ICT capital (knowledge capital) related to innovation
and development (R&D) and non-ICT capital.® Here, z;; is the production efficiency of the firm
owned by the type ¢ entrepreneurial household.

In the young period, each entrepreneurial household draws z;; from a Pareto distribution

whose cumulative distribution is given by
F(z)=1-27% 1<z<oo, ¢>1. (2)

Here, a lower (higher) value of ¢ means a higher (lower) degree of heterogeneity in the production
technology. Following Itskhoki and Moll (2014), Liu and Wang (2014), and Mino (2015), we
assume that z; ; is independent and identically distributed (iid) both over time and across agents.

After realizing z;, each entrepreneurial household maximizes its lifetime utility:

Ugt =(1-p)n cftj + 5 [(1 —7)In Cftj+1 + ’yln:z:f’tﬂ} . jed{el} 3)

subject to the budget and credit constraints. Here, ¢}, ¢, , and z{,, ; represent consumption

in the young period and old age and bequests by entrepreneurial households that produce goods
(active entrepreneurs, hereafter), while c?j”tl, cftl +1»and xét 41 represent consumption by those who
do not produce goods (non-active entrepreneurs hereafter), respectively.

In the young period, active entrepreneurs supply one unit of labor inelastically, earn wage

income wy, and inherit from parents xi,t.7 With this income, they can borrow from non-active

ICT capital includes hardware, communication, and software, whereas non-ICT capital includes transport equip-
ment and non-residential construction; agricultural products, metal products, and machinery other than hardware
and communication equipment; and other products of non-residential gross fixed capital formation (see OECD,
2010).

"Even with endogenous labor supply, our main results are robust if we do not consider the bequest motive.
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entrepreneurs and invest in capital £; ;1. Here, let us denote d;; as private debt. Then, the net
worth of active entrepreneurs is a; ;41 = kjty1 — d;;. Investment k; ;. is subsidized by the
government at the rate of 0. Since total income is allocated to consumption and net worth, the

budget constraint of active entrepreneurs in the young period is represented as

el = w + Ty A opkig1 — @iy, Qi1 = ki1 — dig. 4)

Note that z; ; depends on whether parents are active or non-active entrepreneurs, as we see next.
However, this is not critical to the macroeconomy when we aggregate all agents, as we see later.?
In old age, active entrepreneurs produce final goods with the production function (1). They
hire young labor 7, ;. in generation ¢ + 1 and use capital £; ;. installed in period ¢ for produc-
tion. Profit ;. is sales y; ; minus both wage payments and private debt repayments. Active
entrepreneurs in old age allocate it into consumption cZ’fH and bequest to their children z7, ;.

Thus, the budget constraint of active entrepreneurs in old age is written as

oe e
Cita1 = Tit+1 — Ty gyqs (5

Tit+1 = Yit+1 — Wep1Mg 41 — Rt+1dz‘,t> (6)

where R;(= 1 + 1) is the gross interest rate when 7, denotes the interest rate. We assume
full capital depreciation because we consider a period to be about 30 years.” Furthermore, the
financial market is assumed to be imperfect in the following sense. Entrepreneurs face a credit

constraint such that
dip < NEjgq1. (7

If A = 1, the financial market is perfect, while no borrowing is available if A = 0, meaning that
A is the degree of (im)perfection of the financial market.
From (1), (3), (4), (5), (6), and (7), the first-order conditions (FOCs) with respect to 7 41,

8Even without the bequest motive Z;,¢, our main results remain robust. However, without z; ;, the investment
levels of all firms becomes the same, which is somewhat unrealistic. Furthermore, through bequests x; ;, public
debts held by lenders can have a crowding-in effect on investment. For these reasons, and for future reference, we
allow for the presence of the bequest motive.

“Without full capital depreciation (§ # 1), the first term on the right-hand side of (6) is replaced by v; ;1 + (1 —
0)k; 141 if we denote § € [0, 1] as capital depreciation.



di+, and k; 441 are given by

N 41, Wi = (1 - 04) zi7t+11, (8)
o
1-— 1—~R
d; s 5 _ BB )
Cit Cit41
1-06)(1—0 1—~)0om
Kiy1; ( 5>y(,e ) = el o ) dan + AMbit, (10)
Cit Cit+1 Oki 1
Wit ANkiger —dig) =0, priz >0, Akjppr —dig >0, (1T)
iy = B(1—7) O‘(yi,t+1/ki,t+1z7; (1- O'k)Rt-i-l, (12)
=0 = A Cit+1

where 1, is the Lagrangian multiplier associated with the debt constraint and represents the
investment wedge between the marginal product of capital (y;+41/k;++1) and marginal cost
(1 — o%)Ry+1 in (12). Note that (12) is derived from (9) and (10) with (1), and (6). If the credit
constraint is not binding, p; ; = 0 holds from (11). We assume that entrepreneurs produce goods
as long as their profits are not negative. Thus, from (11) and (12), the credit constraint (7) binds

when

A(Yitt1/kirs1) > (1 — op)Resq. (13)

From (1) and (8), we obtain

1— )AK,] =
Yie = Aziy ki {w} : (14)
Wy
which together with (13) yields the cutoff value of z as
1—a
- (1 — o) Rigr Wity ° (15)
oA (1 — C()AKt+1

Substituting (14) and (15) into the left-hand side (LHS) and the right-hand side (RHS) of (13)

respectively, we can rewrite (13) as
Zir > 2.

This indicates that entrepreneurs who draw z;; > z; produce and become active entrepreneurs.
They also become borrowers because the debt constraint (7) is binding. Conversely, credit con-

straints are ineffective for entrepreneurs who draw 1 < z;; < 2 10 In the competitive final

9From (2), the minimal value of z is 1.



good market, firms with z;; < z; cannot compete with those with z*. Thus, entrepreneurs who
own firms with z; ; < z; give up production (i.e., become non-active entrepreneurs) and become
lenders. We show in Lemma 1 that the indifference between becoming borrowers and lenders
holds for agents with z; ; = 2;.

Moreover, (15) indicates that investment subsidies reduce the barriers to becoming an en-
trepreneur z* and increase the number of borrowers for given interest rates R .

Utility maximization with respect to z7,,, yields
x;t+1 = VYT t+1- (16)

Substituting (8) and d; ; = Ak; ;41 into (6), we obtain

Tit4+1 = OYi 41 — Rt+1)\ki,t+l- (17)
This together with (14) yields
1—-a)AK =
Tit+1 = {Azi,t [H—m} - Rt+1)\} Kitv1 (18)
Wi

More productive firms (with larger values of z;;) reap more profits and gains in market share
while less productive firms lose both. Then, a larger cutoff value of z; in (15) causes reallocations
toward more efficient firms (e.g., Melitz, 2003) and can increase aggregate productivity as we
will see in Section 3.

From (4), (5), (9), (12), (16), (17), and d; + = Ak; ++1, we obtain

B

_r ). 1
1— o — )\(wt+$z,t) (19)

k’z’,t-i-l =

(19) indicates that a higher degree of financial market imperfection (a lower value of \) reduces
the investment of each firm. Conversely, a larger investment subsidy to firms increases the in-
vestment of each firm.

We move onto the case of lenders (non-active entrepreneurs). Lenders (entrepreneurs who
draw z;; < z; and do not engage in production) maximize their utility (3) subject to the following

budget constraints:

Ci/tl =w + iy — lig — @bigsa, (20)

ol  __ l
City1 — Rijiliy + b1 — Li 441 (21)
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where [; ; is the loan to active entrepreneurs, while b; ;14 is the quantity of government bonds pur-
chased and ¢ is the price of government bonds. We assume that government bonds are discount
bonds with a maturity of 1 period and a face value of 1 (Maebayashi and Tanaka, 2022). The no-
arbitrage condition between lending to active entrepreneurs and buying treasuries equates these

rates of return as

Ry = 1/Qt~ (22)

(20) indicates that in the young period, lenders supply one unit of labor inelastically, earn wage
income wy, and inherit from parents z; ;, as active entrepreneurs do. They allocate this income
toward loans to active entrepreneurs /; ;, purchases of government bonds ¢:b; ;1 1, and consump-
tion cf’tl (21) implies that the total return from lending to the private sector R;;l;; and public
sector (1/q;)qb; 11 in old age is divided into consumption cftl 41 and bequests %, ;.

Lenders’ FOCs with respect to I; ; + ¢:b; 111 and xét 41 Tesultin

it + qbiir = B (wy + i) , (23)

Ty = V(Risalig + bigsa). (24)

From (23) and (24) with (22), we obtain

T = VORe (we + 244) (25)

We summarize the discussion so far in the following lemma.

Lemma 1. The indifference between being an active entrepreneur (borrower) and an non-active
entrepreneur (lender) holds for households whose productivity is z; (see Appendix A for this
proof). Households with z;; > z; become active entrepreneurs (borrowers) while those with

zi+ < z; become non-active entrepreneurs (lenders) in period t.

Hereafter, we omit the index ¢ for simplicity.

2.2 Government

The government owes a given amount of debt (denoted by B;) at the beginning of period ¢. It
repays this debt and finances investment subsidies by issuing new bonds, indicating that it is

playing a Ponzi game, as in Yakita (2014) and Maebayashi and Tanaka (2022).!' This simple

Recall that a Ponzi game by the government is possible in OLG models as noted in the Introduction. Previous
studies (e.g., Maebayashi and Tanaka, 2022; Yakita, 2014) investigate fiscal sustainability in a Ponzi game played

11



approach to the government budget aims to clearly study the growth effect of investment subsi-
dies financed by public debt. A more comprehensive approach, including income tax revenue,
is provided in Section 7.1. Here, recall that investment subsidies are provided only to active en-
trepreneurs (2; > z;) and government bonds are purchased by lenders (1 < z; < z;). Thus, the

government’s budget constraint in period ¢ is given by

o0

@Bur = By + o / heidF(2), 26)

N
2t

zi i1
Bt-i—l = / bt+1dF(Zt) (Bt = / btdF(Zt_l)) . (27)
1 1

Here, let us define Bt-i—l = ¢;B¢4+1. Then, we obtain Bt—H = By11/ Ry from (22). Accordingly,

(26) is transformed into

[e.9]

Bt-‘rl = Rtét + Uk/ kt+1dF(Zt>. (28)

3 Equilibrium

To aggregate the economic variables, we note that individual heterogeneity depends not only
on productivity z;, but also on bequests from parents x;. (19) shows that the investment of ac-
tive entrepreneurs (borrowers) depends on this pair. For convenience, we then represent k;
as ky11(z, x¢). This together with (16) and (17) represent xf,, and 7, as xy, (2, z;) and
me1(2e, x4 ), respectively. Similarly, for non-active entrepreneurs (lenders), by (23) and (25), I,
@bi+1, and x| are expressed as ly(2;, ¥¢), qibes1 (21, 21), and xb (2, ), respectively. Finally,
the bequest from parent z, is either x§(z;,_1,x; 1) or xi(zt_l, x4 ), regardless of the agent type
and z; in period ¢ (i.e., 7y € {x$(2t_1,74_1), 2L(2t_1, 74_1)}) because z is iid over time and across
agents. Therefore, z; is independent of x; for all . We summarize these points in the following

remark.

Remark 1. Individual heterogeneity depends not only on productivity z;, but also on bequests
from parents x;. x; can be either x¢(z;_1,7;_1) or 24(2;_1,7¢_1). 2 is independent of x; for all
t.

by the government. Maebayashi and Tanaka (2022) consider public debt finance only for the repayment of debt
(¢ B = By), while Yakita (2014) considers both the repayment of debt and net income transfers to young labor
(q:B; = By + net transfers).

12



3.1 Aggregation

Aggregate capital K, is held by active entrepreneurs (borrowers) who draw z;_; > z; | in period
t—1; therefore, it is represented by f;: ki(z—1,x4-1)dF (z-1) = K; (Mino, 2015, 2016). Using

(2) and given that z is iid, we can rewrite aggregate capital as'?

Kt (: / kt(ztl,xtl)dF(ztl)) = (Z:_l)_sokt. (29)
.
where, k, is the average level of k,. Aggregating the credit constraint d, = Ak, 1, the equilibrium

condition of the financial market is represented as

/ t lt(Zt, I’t>dF(Zt> = / dt<Zt, l’t>dF(Zt) = )\Kt+1. (30)
1 z

*
t

The labor market clears as

Nt = / ntdF(Zt_l) = 17 (31)

*
t—1

which indicates that total labor demand equals total labor supply, whose aggregate level is unity
(flOO 1dF(z-1) = 1).
Using (2) and (29), we can also aggregate production function (14) as

Y, (: / h yt(zt_l,xt_l)dF(zt_1)> _ / Y Ak 7e) [%} - AF (2 1)

* * wt
t—1 t—1

11—«

A 1—a)AK; |
_ 2 Zzll [( Oé) t:| Kt‘ (32)

p—1 Wy
Substituting (15) into (32), we obtain
1 —
Y, = uRth. (33)
a(e—1)

From (8), (31), and (33), we obtain w; N; = w1 = (1—a) [

*
Zt—1

yt(zt—b .It_l)dF(Zt_l), leading

12Since z; is iid across agents and over time,

o0 o0 _
K; = / kt(ztfhxtfl)dF(thl) = / dF(thl)kty

* *
t—1 t—1

where, k; is the average level of k;. From (2), this is reduced to (29).
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to

Substituting (34) into (15), we obtain

. _ ¥ = (1 —ox)Ripa .
()" (e

Here, a larger z; represents a higher barrier to becoming active entrepreneurs (see the explanation
below (15)), indicating a decrease in less productive firms. As (18) shows, this causes realloca-
tions toward more efficient firms. We refer to this as the positive firm selection effect (e.g., Melitz,
2003). Then, (35) shows that an increase in R, causes the positive firm selection effect (i.e.,
0z /OR;1 > 0), because it increases the cost of borrowing for entrepreneurs and reduces the
number of less productive firms. This increases aggregate productivity and output Y; ;1 by (33),
as well as the wage rate w1 by (34).

In addition, investment subsidies o}, lower the barrier to becoming an entrepreneur z; and
increase the number of less productive firms (i.e., 0z} /oy, < 0). This lowers aggregate produc-
tivity and reduces both output, Y; ., by (33), and the wage rate, w;,, by (34).

We now continue the aggregation of the other elements. Aggregating (19), using (29) and

(34), and keeping in mind that x; is independent of z; (Remark 1), we obtain

g | P(1 = 0x)
e e i by (LR e

1

Here, X; is derived using (16) and (24) associating with (2), (17), (27), (29), (30), (33), and (35)

as

where X; = floo i (zi—1, x4-1)dF (24-1) = fzz—l rh(z1, xt_l)dF(zt_l)—Fszl (241, Tp_1)dF (24-1).

1—
X, = {%&m - Bt} . (37)

See Appendix B for the derivations of (36) and (37). From (36) and (37), we obtain

1 —
K = #@)” {i&w—jﬁ)(l —a+ay)RK; + ’YBt:| : (38)

Through bequests X;, public debt held by lenders (y5;) has a crowding-in effect on investment.
In other words, public debt reallocates resources from low-productivity firms to high-productivity

ones. We refer to this crowding-in effect as the liquidity effect (e.g., Farhi and Tirole, 2012; Hirano
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and Yanagawa, 2017).!3 Anincrease in government bonds grows lenders’ assets through bequests
from low-productivity agents. These assets then flow into investments in high-productivity firms.
Aggregating (23) and using (27) and (34), we obtain

*

/IZt (i (2, ) + @besr (20, ) |AF (2¢) = B [1 - (zz‘)_“”] {%(1 —a)R K + Xt} )

(39)

See Appendix B for the derivation of (39). Substituting (27), (30) and (37) into (39), we obtain

1 _
MK =B [1— ()77 %(1 —a+ay)RK; + fthl — ;B (40)

The RHS of (40) represents the aggregate supply of credit in the financial market, whereas
the LHS shows aggregate demand for it. Increases in public borrowing (public debt issuance),
q: By 1, crowd out the aggregate supply of credit. This leads to upward pressure on the interest
rate R;,; in the financial market, as we see in Section 5.14

Associating (38) and (40) with (22) and Btﬂ = q;B;11, we obtain the following asset market-
clearing condition:

~ l1—0
K1+ By = SR, u

(1-a+ay)k,; + By | + o Kip1. (41)
alp —1)

(41) indicates that an increase in public debt Btﬂ decreases private investment /{;, ;. This is the
familiar crowding-out effect of public debt B, on private investment K ;.
From (28) and (29), we obtain

By = RB; + 03 Kyi1. (42)

An increase in outstanding public debt increases the issuance of public bonds and worsens the fis-
cal condition. This is also the case for increases in investment subsidies oy, for a given investment
K.

The definition of this competitive equilibrium is as follows.

3Farhi and Tirole (2012) and Hirano and Yanagawa (2017) consider the liquidity effect through bubbles rather
than public debt.

4There are two types of asset holdings: lending to firms and purchasing public bonds. Following Walras’ law, we
only have to focus on one of them (financial market or public bond market). This study focuses on the financial market
and explains the findings based on it. However, we also briefly mention the public bond market. In equilibrium,
the supply of bonds ¢; B;+1 by the government equals its demand by households for a given value of AK;,;. An
increase in the issuance of bonds by the government leads to an excess supply of bonds, which lowers the price of
bonds ¢; and leads to upward pressure on the interest rate R, from (22).
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Definition 1. Giventheinitialstate (ko, bo, 21, 2%, d_1,1_1, 25, 2}, Ko, By, Ro, q_1) where z* | =

1—o
(ﬁ) ° (“—a“—f) by (35), d_y = My by (7), [ 1adF (21) = [ dydF(20) = MK
by (30), zf = (Rol 1+bo) by (24), 2§ = Y[(2-1/2%,) (1 —01) — A| Roko by (14), (15), (16), (17),
and (34), By = fl YhodF (z_1) by (27), and q_1 = 1/ Rg by (22), a competitive equilibrium in
the economy where oy, is exogenous is a sequence of
{C%I 87 C? ea C%I l7 Ct y Yty Nty T, dt7 ltu Ttr1, x§+17 xfﬁ-‘—l) kt—‘rl? bt—i—la 2:7 }/t) Xt7 Kt+17 Bt—‘rl}t*O

and prices {wy, Ry 1, g1 }i2, such that (a) taking prices, the investment subsidy rate oy, and the
distribution of z; as given, active and non-active entrepreneurs optimize their solutions (from (8)
to (12), (16), (23), and (24)); (b) government’s budget is balanced ((26)); (c) the cutoff value z;
satisfies (35); and (d) markets clear with (30), (31), and (41).

3.2 Characteristics of the economy without government intervation

This subsection briefly explains the characteristics of the economy without government inter-
vention (0, = 0 and by = 0 (B; = 0) for all t) to capture the fundamental properties of
the model. Applying o, = 0 and B; = B;;; = 0 into (38) and (40), and using (35) and
Yii1/Y: = (Risa/Ry) (K 11/ Ky) by (33), we obtain

1 e
1 @ -1 1 @
= = —— Ry =R, = A —
A (1—A) Lo e ( p ) (1—A) ’
Yt+1_Kt+1_ ¥ “ 1 Z
Y, | K, _6A<¢—1 =) (dmatan),

all of which are constant over time. Furthermore, a decrease (resp. increase) in A (i.e., larger

(resp. smaller) financial frictions) lowers (resp. raises) the interest rate R, ,; and increases (resp.
reduces) the number of firms (i,e., a decrease (resp. an increase) in z;). 15 This is because a
smaller (resp. larger) A leads to a tighter (resp. looser) credit constraint (see (7)), making bor-
rowing more difficult (resp. easier). In other words, there is a decrease (resp. an increase) in
the aggregate demand for credit in the financial market. This decreases (resp. increases) the
interest rate 0R;,1/0A > 0 and reduces (resp. raises) the hurdles to becoming an entrepreneur
0zf /0N > 0.

A decrease (resp. increase) in z; due to a fall (resp. rise) in A\ (i.e., larger (resp. smaller)

financial frictions) causes reallocations toward less (resp. more) efficient firms (i.e., the negative

5This result is in line with Farhi and Tirole (2012), who show that larger financial friction (a low pledgeability
in their model) leads to a low interest rate.
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(resp. positive) firm selection effect) and decreases (resp. increases) aggregate productivity (see
the explanation below (35)). Thus, a decrease (resp. an increase) in A (i.e., larger (resp. smaller)
financial frictions) hinders (resp. promotes) economic growth. We summarize these results in

the following Remark 2.

Remark 2. A decrease (resp. increase) in \ (i.e., larger (resp. smaller) financial friction) lowers
(resp. raises) the interest rate Ry, and increases (resp. reduces) z; (i.e., ORyy1/0\ > 0 and
OR;1/0X > 0). Moreover, a decrease (resp. increase) in \ hinders (resp. promotes) economic

growth through the negative (resp. positive) firm selection effect (0(Y;41/Y;) /0N > 0).

In the following sections, we show that the properties in Remark 2 are robust even in an

economy with fiscal policy.

4 Dynamic system and (un)sustainable paths of the economy

In this section, we derive the dynamic system of the economy and check whether public debt is
sustainable.

Let us define 0, = Bt / K, as the ratio of public debt to capital. From (41) and (42), we obtain

Ky p(1 — o)

K, Ry [mﬂ(l —a+tay)—(1- 57)@} ; (43)
B, 1—
e T

Here, to ensure K;,1/K; > 0, we assume the following condition:

p(1 = 0Bl —a+a)

alp - D(1— ) ()

The last term of the RHS of (43) (—(1 — /37)6,) indicates that the crowding-out effect of public
debts on investment (see (41)) is stronger than the crowding-in effect public debts throuth bequests
(see (43)).

From (43) and (44), we obtain

e Pl —a+ay)or(l —op) + [1 = or(l — 7)]6
sl —a+ay)(1 —or) — (1= )6,

0t+1 = = A(gt, Uk) (46)

(46) with (45) characterizes the dynamic system of the economy. The LHS of (46) represents the
45 degree line, while the RHS satisfies A(0; 0%) = o > 0, A'(0y;04) > 0, and A" (0;04) > 0
(A(0;0) = 0, A'(6;;0) > 0, and A”(6;;0) > 0) obviously. The RHS of (46) intersects the LHS
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twice at the steady states S and U, as in Figure 1, if and only if

[1 — (1= B) = Bl — a+an)(1 - ak)r > 4(1 - B7) 525 AL — a+ a)ow(l - o),

2 B(1—a+ay)(l—oy) — [1—ax(l — B7)] > 0. (47)

and ———
afp —1)

Let us denote the two stationary values of 0, as 0% at S and 60, at U. From (45) and (46), 0% <
07 < 0 is satisfied if and only if

A(O;0%) > 6. (48)

Thus, we arrive at the following lemma.

Lemma 2. Two steady states, as represented by S and U in Figure 1, exist under (47) and (48).
The steady state S is stable, while U is unstable.

[Figure 1]

Lemma 2 indicates that the ratio of public debt to capital 6, converges to the stable steady-state
value 0% as long as the initial value is 6y < 6;;. Otherwise (the case of 6, > 0};), 6, continues
to grow and eventually violates (45), making fiscal policy with debt financing unsustainable.
Therefore, 0}, represents the maximum ratio of public debt to capital to ensure the sustainability

of public debt. Thus, we obtain the following proposition.

Proposition 1. Public debt is (not) sustainable if the initial debt to capital ratio 0y is smaller
(larger) than 07;. On sustainable transition paths, 0, converges to the stable steady-state value
0%.

The definition of 6, = B, /K indicates that the growth in public debt (étﬂ / Bt) is larger
(smaller) than that in private capital (K, /K;) for the fiscally unsustainable (sustainable) region
0, > 0, (05 < 6, < 0;;). To see the intuition behind this, in the next section we examine how an

increase in ¢, affects the interest rate as well as the growth in capital, GDP, and public debt.

5 Interest rates and growth in capital, GDP, and public debt

We first derive the relationships among the behavior of entrepreneurs z;, the (gross) interest rate
R;y1, and 6;. Using (38) and (43) with B, = B;/R; and 0, = Bt/Kt yields

) {( 3 ) (=)l —a+ay)+96
A
a(p

/¢
2 = 1— oy — —(%ﬁ(l —o(l—a+tay) - (1— 5’}/)91&} = 2"(0y;01). (49)
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Substituting (49) into (35), we obtain

©

Ryst =

A <¢_1)1a( 8 ) sl -o)(l-atay) +96,  °
1— oy © 1—0r— A ﬁﬁ(l—ak)(l—a—l—a'y)—(1—57)@

= R(0; 0%). (50)

The effects of A on 2/ and R, are robust (see Remark 2 in Subsection 3.2). Recall that a smaller
(resp. larger) A leads to a tighter (resp. looser) credit constraint (see (7)) and makes borrowing
more difficult (resp. easier). In other words, there is a decrease (resp. increase) in the aggregate
demand for credit, in the financial market. This decreases (resp. increases) the interest rate
Ri11 (ORyy1/OX > 0) and reduces (resp. raises) the hurdles to becoming an entrepreneur z;
0z /OX > 0).

Next, we examine the effect of 6; on z*(0;; o) and R(0;; o). From (49) and (50), we derive

the following lemma.
Lemma 3. 2¥(0;; 04) > 0 and R'(0;; o1) > 0.

Increases in the public debt-to-capital ratio 6, raise the interest rate, R'(6;; o) > 0.'® This is be-
cause an increase in government debt increases the issuance of government bonds (see (42)) and
decreases the aggregate supply of credit in the financial market (see (40)). The rise in R(0;; o)
(through an increase in ;) causes the positive firm selection effect (i.e., 0z /OR;1 > 0), because
it increases the cost of borrowing for entrepreneurs and reduces the number of less productive
firms (see (35)). Thus, z*(6;; o) > 0. This increase in z*(6;; o) due to a rise in ; causes real-
locations toward more efficient firms (the positive firm selection effect) and increases aggregate
productivity (see the explanation below (35)). Figure 2(b) shows this in a numerical example with
the reasonable set of parameter values in Table 1 (see Appendix C for the choice of parameter
values), while Figure 2(a) reproduces the dynamic system of 6, presented in Section 4.
Furthermore, from (46) and (50), we obtain the following relationship between 6; and the

current interest rate R;:

R,(etfﬁ Uk)

Ry = V(0;;01) and V' (6;;04) = AN(Or; 0n)
t—1,

> 0, (5D
indicating that the current interest rate R; is increasing in 6,. Figure 2(c) shows this relationship
(51) numerically. This result is different from that in previous studies on the growth effect of
public debt (e.g., Brauninger, 2005; Futagami and Konishi, 2023; Saint-Paul, 1992) because

16This result is in line with Bernanke and Gertler (1989), who show that bubbles increase the rate of return on
savings and improve borrowers’ net worth, which crowds in their future investments. Here, bubbles are similar to
an increase in government debt in the sense that they crowd out private investments.
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these assume that the interest rate is constant over time because they adopt the standard AK

model without firm heterogeneity and financial frictions.
[Table 1 and Figure 2]

Next, we derive the relationship between 6; and the growth in capital, GDP, and public debt,
shownas Kyy1/K;, Y;11/Y:, and Bt—H / B, respectively. Applying (51) to (43) and (44) and using

Yerr — Rees Ketr (from (33)) and (50), we obtain

Yi Ry K

K 1—

= g0 on) = ) |2 =50~ ot an) - (1= 6. 52
B -

L = P00 = WBion) | PRI -0t anet 1 -l )] 5
Y, 11—

= = gY (04 00) = R(0s; 0%) {uﬁ(l —a+ay)—(1-8y) 94 : (54)

Y, —— | a(p—1) ——

(#1) (#2)(#3)

Anincrease in the public debt-to-capital ratio ; has opposing effects on g’ (6;; o) and g* (0;; o).

First, the crowding-out effect of public debt on investment has a negative effect on growth (see
(41) and the term (#2): —0; in (54)). Second, a positive growth effect results from the liquidity
effect (see (38) and the term (#3): (76, in (54))." Finally, a positive growth effect emerges
from (#1) in (54). This effect is owing to a rise in the interest rate R'(6;, o) > 0 by Lemma
3.1819 The rise in R(6y; o) (through an increase in 6;) causes the positive firm selection effect
(i.e., 0z; /ORi+1 > 0), because it increases the cost of borrowing for entrepreneurs and reduces
the number of less productive firms z*(6;; 05) > 0 by Lemma 3. This increase in z*(0:; oy)
causes reallocations toward more efficient firms (the positive firm selection effect) and increases
aggregate productivity (see the explanation below (35)). The negative growth effect dominates

the two positive growth effects in the numerical example in Figure 2(d), indicating that both

"From the terms (#2) and (#3) in (54), the positive liquidity effect cannot dominate the negative crowding-
out effect. This result contrasts with that of Hirano and Yanagawa (2017), who show that the opposite occurs with
bubbles when \ is relatively low. The difference lies in the stronger crowding-out effect of debt in OLG models with
finite-lived households compared to Ramsey-type models with infinitely lived Ricardian households. Hirano and
Yanagawa (2017) use a Ramsey-type model.

BR, = U(0;0%) in (51) is increasing in R(;; oy ) because of ¥ (6y;0%) > 01in (51) and R'(0;;01) > 0 in
Lemma 3.

9Using a log-linear utility function means that the income and substitution effects of interest rates cancel each
other out. Thus, higher interest rates only have a level effect on saving, with no impact on the propensity to save.
However, the impact of interest rates on savings is limited, even when considering other utility functions, for the
following reason. Based on the literature of economic growth (e.g., Jones et al., 1993) and empirical findings (e.g.,
Guvenen, 20006), the inverse of intertemporal substitution elasticity is greater than 1. Therefore, the substitution
effect is less than the income effect, and an increase in the interest rate reduces savings.
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g% (0;; 01) and g¥ (0;; 0},) are decreasing in 6;.20%!

The non-monotonic relationship between the growth in the interest rate R, 1/ R; and 6, cre-
ates the disparity between g% (0;; 01) and ¢g* (0;; o). Ry 1 is convex in 6; (because so is z; from
Figure 2(b)), while R; is concave in 6; from Figure 2(c), resulting in g™ (0;; 01) > (<)g* (6;; o)
for 0% < 0, < 0;,(0, < 05 and 0, > 07;).

We next examine the relationship between ¢g?(6;; 0}) and 6,. An increase in the public debt
to capital ratio 0; also has two opposite effects on g”(6;;04). First, an increase in this ratio
0, raises the interest rate by decreasing the aggregate supply of credit in the financial market
(see (40)). This rise in the interest rate boosts interest payments and gB(Qt; ox). Second, an
increase in public debt crowds out private investment. Therefore, the burden of public spending
on investment subsidies o K; 1 shrinks as the ratio of public debt to capital 6, increases, leading
to a reduction in g”(6;; 01 ).?*> The negative (positive) effects on gZ(6;; o) dominate the positive
(negative) effects on g” (04; o1) when 6, is small (large), as Figure 2(d) shows.

We summarize these results in the following proposition.

Proposition 2. An increase in 0; increases the interest rate and decreases the growth rate of K;
and Y. The non-monotonic relationship between the growth in the interest rate Ry, /R, and 0,
creates the disparity between g™ (0;; o) and g¥ (0; 01,). An increase in 0; decreases the growth

rate of B; when 0, is small, whereas it increases the growth rate of B, when 0, is large.

Finally, we address the values of R(6;; 0%), 2*(04; 1), V(0y; o), g% (0s; 01.), g (045 0%), and
gP (0;; o) in the stable steady state S. From (46), (49) (with Lemma 2), (50), (51), (52), (53),

and (54), we obtain the following proposition.

Proposition 3. In the steady state S, the interest rate and cutoff value of z take the constant
values of R(0%; 01,)(= V(0%; 0%)) and z*(0%; 01,) over time. Furthermore, K,, Y;, and B, grow
B(

at the same rate of g(0%; 01) = g" (05 03) = ¢* (03 0%) = 9% (05 o).

Propositions 2 and 3 together with Figure 2 show the reason why fiscal policy with debt

financing is unsustainable (sustainable) for 6, > 6;; (0 < 0, < 0;).

20This result is in line with Hirano and Yanagawa (2017). They show that when the degree of financial imperfec-
tion is low (\ is relatively high), bubbles lower growth.

21 Appendix D discusses the case in which the liquidity effect is large, with high values of 3 and v (e.g., = v =
0.5). The relationship between the growth in capital g (;; 0,) and the debt-to-capital ratio 6; is inverted U-shaped.
However, the growth in GDP g¥ (6;; 0,) remains monotonically decreasing in 6; even with large values of \ (i.e.,
large positive firm selection effects by Remark 2) and reasonable changes in other parameter values. To understand
this, recall that Y 11/Y; = (Ryy1/Rt)(K¢+1/K¢) holds. The growth in the interest rate R;1/R; is decreasing in
0: when 0, is small, because 0, is likely to converge to the stable level 0%.

22This is because the subsidy rate is assumed fixed. Given a scenario in which a fixed proportion of government
borrowing is allocated to subsidies, the crowding out of investment by bond issuance does not reduce total subsidies,
thus preserving the growth effect of subsidies. This point is discussed in Subsection 7.2.
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6 Investment subsidies to firms

In this section, we examine the effects of introducing investment subsidies to firms on growth and
fiscal sustainability. In this study, as noted in the Introduction, investment subsidies are financed
through the issuance of public bonds rather than through tax finance as in previous studies (e.g.,
Morimoto, 2018).

6.1 The effects of investment subsidies to fiscal sustainability
From (46), we obtain

OAN(by; 01)

. Be(l —a +a)
80’k

0p=0 [Be(1 —a+ay) +alp —1)(1 — 57)0/]

- >0, (55)

indicating that A(6;; o) shifts upward in response to a marginal increase in o evaluated at
or = 0, as Figure 3 shows. Appendix E studies the case of an increase in o, from 0.01 to 0.04
numerically. It shows that increases in o (i) make public debt less sustainable and (ii) increase

0%.Thus, we arrive at the following proposition.

Proposition 4. Providing an investment subsidy for entrepreneurs (a) makes public debt less

sustainable and (b) increases the ratio of public debt to capital 0% in the steady state S.
[Figure 3]

Investment subsidies to firms encourage investment by each firm ((19)) and promote economic
growth gY(Ht; o). However, investment subsidies o lower the barrier to becoming an en-
trepreneur z* and increase the number of less productive firms, decreasing aggregate productivity
(the negative firm selection effect in (35)) and gY(Qt; o1). Moreover, the increase in these firms
increases aggregate demand for credit in the financial market ((40)), putting upward pressure on
the interest rate ((50)). This raises the cost of repaying public debt and accelerates its accumula-
tion gZ(0;; 01.). Investment subsidies financed by public debt itself also increase the issuance of
public bonds and accelerate the accumulation of public debt g” (0; 01)((42)).

The positive effects of o}, on gZ(6;; 0}, ) dominate those on g¥ (6;; 0. ), shifting 0, ,; = A(6;; o)
upward; hence, 0% increases, while 6;; decreases. Consequently, in the long run, investment sub-
sidies to firms (i) make public debt less sustainable and (ii) increase the public debt-to-capital

ratio in the steady state .S.
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6.2 The long-run effects of o, on growth ¢* (0%; o};)

Next, we investigate the long-run growth effect of investment subsidies o in the steady state
S. In the long run, 0% increases as oy, rises (see Proposition 4(b)). As shown in Section 5,
an increase in 6, increases the interest rate R(0%; o)) and decreases the growth rates of K; and
Y; (recall Proposition 2). Keeping this in mind, we calculate the long-run growth effect of an

increase in o}, evaluated at o, = 0. Using (54), and noting that 05 = 0 for o, = 0 and that
dlng" (0%;01) | _ 1 dgY (0%;0k
oy, ok=0"" gV (0%:01) o

) |, =0, We obtain

—a 0%
O1n g¥ (0%; o) OInR(6%; o) 5% (IT + 7) + (1 - 57)%‘2@:0
CRe o) (SRR SEAL . (56)
Ok k=0 Ok ok=0 5@ (T + 7)
From (46), (50), and 0% = 0 for o}, = 0, we obtain
0, 21 (12 4) DR (0%; 0%) J -
e-1) & >0, M el o SR 5
Bop |,y Btz (F52+7)-1 Iok =0 4 v B2 (452 +)
(57)

Here, note that 3—2- (=2 + 4) — 1 > 0 from Condition (47). Substituting (57) into (56) yields
p—1 [ g y

the following proposition.

Proposition 5. Introducing investment subsidies to firms increases (decreases) long-run growth
Oln g¥ (0%; 01)/00k|g,—0 > (<)0 if and only if

a 1 _ 1—57—%
pl-X B (2 +9) -1

> (<)0. (58)

Increases in the investment subsidy rate o encourage investment and increase the aggregate
demand for credit in the financial market. This raises the interest rate R(-)(see (57)). Such an
interest rate rise increases the cost of borrowing for entrepreneurs and reduces the number of less
productive firms (0z;/0R;.1). This increases aggregate productivity through the positive firm
selection effect. This works positively for economic growth, as shown in the first term of (58).
However, an increase in ; decreases the growth rate of gY(Hg; o) (Proposition 2), as shown in
the second term of (58). Investment subsidies also lower the barrier to becoming an entrepreneur
and decrease g (0%; o) through the negative firm selection effect.

The former positive growth effect of o, becomes stronger when the financial market is more
perfect (A is larger) by (19) and (50). This is because a larger A leads to a looser credit constraint
(see (7)) and makes borrowing easier (i.e., an increase in the aggregate demand for credit) in the

financial market. This reinforces the positive firm selection effect: OR(-)/OX > 0 (see Remark
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2). Accordingly, condition (58) shows that when the financial market is close to perfect, A ~ 1,
the positive growth effects dominate the negative ones. By contrast, when the financial market is
somewhat imperfect (\ is low), the negative growth effects dominate the positive ones because a
smaller A mitigates the positive firm selection effect.

Thus, investment subsidies financed by public debt o decrease (increase) long-run economic
growth when \ is not so large (very large). Figure 4 uses a numerical exercise to show that
g¥ (0%; ox) is decreasing (increasing) in oy, in wide ranges of A (in the case of 0.9), allowing
us to check the result of Proposition 5. Interestingly, we find an inverted U-shaped relationship
between oy, and growth when o, = 0.8, as shown on the LHS of Figure 4, yielding the growth-

GM 23

maximizing subsidy rate o), These results advocate that investment subsidies should not be

financed by public debt unless the financial market is not so perfect.

[Figure 4]

7 Some extensions and discussion

7.1 Investment subsidies financed through tax increases

The previous section showed that investment subsidies fully financed by public debt issuance
hinder economic growth when A is not so large (i.e., the financial market is not so perfect). The
main purpose of this section is to incorporate income tax and briefly discuss how investment
subsidies financed by increases in income tax can enhance economic growth.

The government issues public bonds (¢; B;.1) and collects income tax revenue (7;) to finance
investment subsidies and repay its debt. Specifically, the government imposes a flat rate of tax
7 € (0,1) on wage income, the profits of active entrepreneurs, and the asset income of lenders.

Therefore, the government budget constraints are given by

[e.9]

tht+1 + Tt = Bt + O'k/ ]Ct+1dF(Zt), (59)

.
%t

tht + / 7TtdF<Zt71) + Rt/ ) (ltfl -+ qt,lbt)dF(zt,l) . (60)
z 1

*
t—1

Ti=r

Appendix F fully explains this extension of the model and shows the following. Increases in
income tax have a distortionary effect on growth. Furthermore, a distortionary effect of tax
on capital accumulation decreases demand for credit in the financial market and lowers interest

rates. Lower interest rates decrease borrowing costs and increase the number of less productive

23This is also likely to happen when ) is around 0.80 and 0.85. Moreover, we find that when \ is larger, so is
GM
og.
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firms, which affects economic growth negatively through the negative firm selection effect. By
contrast, increases in income tax rates boost tax revenue and can reduce the issuance of public
bonds, thereby lowering the ratio of public debt to capital 6. This reduces the costs of repaying
public debt and issuing new public bonds, which crowds in capital accumulation and enhances
economic growth. The latter positive growth effects dominate the former negative effects. Thus,

investment subsidies financed by increases in income tax can enhance economic growth.

7.2 A fixed proportion of government borrowing for investment subsidies

Thus far, we have assumed a constant investment subsidy rate o because it is very common
setting in the literature on economic growth. Under this setting, as Sections 5 and 6 show, the
crowding-out effect of public debt on private investment (i.e., a decrease in /;, 1) reduces public
expenditure on investment subsidies o /;1 and causes the following tradeoff. While a smaller
o K11 decreases the growth in public debt, it also reduces its positive growth effect.

Now, let us consider an alternative government budget rule that allows for a fixed propor-
tion v € (0, 1) of government borrowing ¢; B, 1(= BtH) for investment subsidies oy ;K1 as

follows:
UBH—I = O'k,th-&-l-
This indicates that oy, ; is endogenously adjusted to satisfy
Okt = V011

In this case, the crowding-out effect of public debt on private investment does not reduce public
investment subsidy spending, but rather increases public debt, thereby decreasing the positive
growth effect of investment subsidies. Appendix G shows that such a trade-off under the endoge-
nous investment subsidy rate is qualitatively similar to the trade-off under the constant investment

subsidy rate above, indicating that a large 6; cannot be sustainable.

7.3 Inequalities between active and non-active entrepreneurs, and among

active entrepreneurs

Because the wage income is common between active and non-active entrepreneurs, we focus on
the wealth distribution between these two in this subsection. Letus denote X7 = [ a¢ (2, 2,)dF ()
t

and X/, | = ff x4 1 (2, 2¢)dF (). From the definition of X;, we obtain X; = X{ + X/ (see
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the paragraph including (36)). From (16), (17), (24) (with (22)), (33), (36), and (39), we obtain

i1 (pl—op) (2(O; 00.)) %
XL, ‘( o1 A) 0o~ V- (o) D

See Appendix H for the details of this derivation. As Lemma 3 shows, increases in the public debt-
to-capital ratio 6, raise the interest rate R(6;; o). The rise in R(6;; o)) causes the positive firm
selection effect (i.e., 0z} /OR: 1 > 0), and thus, increases z*(6;; o). An increase in z; creates a
higher barrier to becoming an active entrepreneur and therefore, decreases (resp. increases) the
number of borrowers (resp. lenders). Furthermore, an increase in the interest rate increases (resp.
decreases) lenders’ (resp. borrowers’) wealth. Thus, an increase in ¢, reduces the wealth ratio
between active and non-active entrepreneurs (X7, ,/X/ ;) and decreases the wealth inequality
between these two types of agents.

Next, we move onto the wealth inequality among active entrepreneurs. From (16) and (17)
together with (14), (15), and (34), we obtain

zZ
xe, =1 (Z—iu —op) — )\) Rys1kesn. (62)

t

Aggregating (62) for z; > z,; > z; and using (49), we obtain

(63)

Xfa el=ok) _

Xer (/2 (0.00)) E4=2E — ) ( oo )‘”
2(Os0k))

= 0; ok

where X, | represents the total assets among agents with z; > z;,; in period ¢+ 1. See Appendix
H for the derivation of (63). An increase in z; due to a rise in ¢, reduces the number of less
productive firms. Then, larger firms’ profits by the positive firm selection effect are allocated
among active entrepreneurs, which decreases the wealth gap between active entrepreneurs. This
is explained by (i) (X, ,,,/X{,,)/00; > 0 (i.e., the increases in the proportion of wealth held by
households with productivity z; > z,: > z; relative to the total wealth of all active entrepreneurs)
and (i) O(X,,,1/X{,1)/02, < 0 (i.e., this ratio is decreasing in z,,) in (63). Appendix H
derives (X, .,/ X 1)/00; > 0and O(X} .,/ X{,,)/0zp+ < 0. Thus, increases in 0; decrease
the wealth inequality among active entrepreneurs as well. >

Economic growth slows (accelerates) and inequality decreases (increases) when the public

debt-to-capital ratio 6, rises (falls). Therefore, a trade-off arises between economic growth and

24With the different discount factor 3 among agents, increases in 6; can increase wealth inequality as demon-
strated by Maebayashi and Konishi (2021). This is because the rich with large 8 save more than the poor with low
3, absorbing public debt as their assets, according to Maebayashi and Konishi (2021). Therefore, further expan-
sion, including the introduction of differences in (3, may be necessary in future research to obtain a more detailed
understanding of the relationship between the public debt-to-capital ratio 6, and economic inequality.
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inequality.

Finally, we investigate the effects of o, on the steady state values of X¢/X" and X,/ Xe.
Appendix H shows that 1n (X¢/X") /00}|s,—0 < 0 and 01n (X¢/X®) /D0y|s—0 > 0 (With
0(X;/X*)/0z, < 0), and therefore, investment subsidies financed by public debt decrease in-
equality. Increases in the investment subsidy rate o, encourage investment and increase the ag-
gregate demand for credit in the financial market. This raises the interest rate, increases the cost of
borrowing for entrepreneurs, and reduces the number of less productive firms. Then, non-active
entrepreneurs (resp. active entrepreneurs) increase (resp. decrease). Moreover, increases in the
interest rate increase (resp. decrease) lenders’ (resp. borrowers’) wealth, reducing the wealth
ratio between active and non-active entrepreneurs (X°¢/X"). Additionally, the positive firm se-
lection effect associated with a rise in the interest rate allocates larger firms’ profits among active

entrepreneurs, which decreases the wealth gap between active entrepreneurs as well.

7.4 Endogenous labor supply

Let us incorporate endogenous labor supply into the baseline model. We modify production
function (1) into y; = F (2 1k, e Ls) = A(ze_1ke)*(nL¢)' ™, where T is labor augmenting
technology and it is specified as I'; = K;/N; (e.g., Romer, 1986; Miyazawa, 2021).

In the young period, each individual is endowed with 1 unit of time and allocates it be-
tween working h{ and leisure 1 — h{ (j € {e,l}). Then, lifetime utility (3) and the bud-
get constraint in the young period are replaced by Utj = (1-p5) [ln cfg”j +eln(1 — h{ )} +
Bl(1=v)n ¢l +~1n x{+l] (J € {e,1}) and ¢/ = wih§ + x4 + orkiyr — apq With apq =
ki1 — dy (resp. c;ﬁ”l = wthé + z; — Iy — qbyy1) for borrowers (resp. lenders). The parameter
(> 0) represents the preference for leisure.

Appendix I explains this extension of the model in detail and shows the following. Households
whose bequests from parents x; are greater than w;/[e(1 — /)] supply no labor, regardless of
whether they are borrowers or lenders (h{ =0, j € {e,l}). Additionally, their bequests (assets)
include public bonds when their parents are lenders. Thus, total labor supply decreases with the
public debt-to-capital ratio. However, the main results thus far are robust, because we can derive

the same equations as (41) and (42).

8 Conclusion

This study examines the effect of public debt on growth, interest rates, and fiscal sustainability
using a simple endogenous growth model with financial frictions and firm heterogeneity. An

increase in public debt leads to higher real interest rates through financial markets increase the

27



cost of repaying public debt, and reduce private investment, leading to lower long-run growth.
Thus, large public debt is less sustainable. This study also examines the effect of investment
subsidies financed by public debt. We finds that they hamper economic growth in the long run
unless the credit market is close to perfect. Therefore, increases in investment subsidies should
be financed not only by issuing public bonds, but also through tax increases. This is an important
policy implication for many developed countries that have increased investment subsidies while
relying heavily on public debt for fiscal management.

This study also briefly analyzes and discusses how fiscal policy, including government debt,
affects wealth inequality. An increase in the public debt-to-capital ratio reduces inequality be-
tween active entrepreneurs and non-active entrepreneur as well as among active entrepreneurs.

Investment subsidies financed by public debt also reduce economic inequality in the steady state.
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Appendices

A Proof of Uf = U for z;; = 2z}

Let us denote the items (c¢{”, ¢}, @], 1, T4, ki1, Ye41), and j € {e, I} of households whose pro-
ductivity is z; as (¢{”, 7, T] 1%, key1, Ue1 ), respectively. First, consider the case in which
households with z; ; = z; become entrepreneurs.

Substituting d; s = Ak; ;41 and (19) into (4) yields
& = (1= B)(w +7y), (A.T)
while inserting (16) and (17) into (5) yields

e = (1= y)(alipsr — ARyi1kigi1)- (A.2)

11—«

From (14), 41 = Az ki [%} “ . Substituting (15) into this, we obtain 7, = (1 —

we

ak)Rt+1Et+1. Hence, (A.2) can be rewritten as

é?—fl =1 =710~ )\)Rtﬂffi,tﬂ
= B(1 = v)Rigpr(wy + Zy), (A.3)

where we use (19). Substituting 7,1 = (1 — 05) Ry41k.1 and (17) into (16), we obtain
Ty = ByRepa(we + 7). (A4)

Second, consider the case in which households with z; ; = z; become lenders. Substituting
(22), (23), and (24) into (20) and (21), we obtain

&' = (1—B)(w +z), (A.5)
E?il = B(1 = 7)Reg1 (we + T). (A.6)

From (23) and (24), we obtain
jiﬂ = By Ry (wi + Ty). (A.7)

: —y.e _ yl —oe __ o)l —e ) e 7171 L %
Owing to ¢ = ¢}, ¢y = ¢4y, and Ty = Ty and (3), Uy = Uy holds for z;; = 2.
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B Derivations of (36), (37), and (39)
By aggregating (19), we obtain
/ s (20, 20)dF (2) / IF (z11)

z 1

*
t

g /Oo dF(z) [wt /Oo dF(z—1) + /00 (21, x1)dF (z-1) | - (B.1)
z 1 1

:1—0k—>\ x

Here, we used the facts that (i) z is iid and (ii) z; is independent of z; (see Remark 1 for (ii)).
(B.1) together with (29), (34), and X; = floo 2 (241, T4—1)dF (z_1) yields (36).
Next, we derive (37). From (16) and (17), we obtain xf, (2, 2¢) = Y(ayp1(2e, x¢) —

Ry 1 Mki1 (2, 7). Aggregating this using (29) and (33), we obtain

/:O 26,1 (20, m)dF (z) = (M

oo1 )\) Ri 1 Kiq1. (B.2)

Next, aggregating l‘li,t 41 in (24) leads to

* * *

/ xiﬂ(zt,:ct)dF(zt) =7 |:Rt+1/ Uiz, 20)dF (24) +/ b1 (2, )dF (2) | -
1 1 1

This, together with (2), (27), and (30), yields
/ 2y (20, 20)dF (2) = V(R MK i1 + Biga). (B.3)
1

ASSOCiating Xt+1 = floo l’t+1(Zt, th)dF(Zt) = flzt* l’i_,'_l (Zt; ]7t)dF(Zt) + f;; $§+1(Zt, :L‘t)dF(Zt)
with (35), (B.2), and (B.3) yields

p(1 — o)

Xt+1:7|: 1

Ri 1 K1+ Bt+1:| . (B.4)

Thus, we obtain (37).
Finally, we derive (39). By aggregating (23) as

{/:t* lt(zt,mt)dF(zt)+/lzr qtbt+1(zt,xt)dF(Zt):| /100dF(Zt—1)

= 5/ t dF (z) [wt/ dF(z-1) +/ zi(2-1, Te1)dF (1) |
1 1 1
(B.5)
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and substituting (27), (34), and X; = floo x4(z4—1,4_1)dF (21) into (B.5), we obtain (39).

C Choice of the parameter values for the numerical example

We set 3 = 0.3 because the discount factor should be 3/(1 — ) = 0.97%° & 0.4. The parameter
ais set to 0.4, which is near the average values of the United States (US) (o« = 0.35), the EU (o =
0.38), and Japan (o = 0.38).2> We select the value of v to satisfy v = /3 as the benchmark. The
scale parameter A = 5 yields positive plausible values for the long-run growth rates, as shown in
Figures 2, 4, and 6. We select A = 0.7 so that the degree of financial market imperfection serves
as the benchmark case. Finally, following Diamond and Saez (2011), Jaimovich and Rebelo
(2017), and Mino (2015), we set ¢ = 1.5. This choice of ¢ suggests that the right tail of the
income distribution implied by the model is the same as that estimated by Diamond and Saez
(2011) for the US economy.

D Numerical studies on growth effects when the liquidity effect is large

We discuss the case when the liquidity effect is large, with high values of g and v (e.g., 5 =7 =
0.5). Figure 5 shows the following. The relationship between the growth in capital g% (6;; o) and
the debt-to-capital ratio 6, is inverted U-shaped, indicating that when 6, is small (large), increases
in 0, raise (lower) g% (0;; ;). However, the growth in GDP ¢* (6;; 0},) remains monotonically
decreasing in 6,.

To understand this, recall that Y;,1/Y; = (Ry1/R:)(Ki11/K¢) holds. Figure 5 shows that
the growth in the interest rate R;,;/R; is decreasing (resp. increasing) in 6; when 6, is small
(resp. large), because 0, is likely to converge (resp. deverge from) to the stable level 6%. The
negative effect of an increase in 6, on R, /R, dominates the positive effect of an increase in 6,

on g% (0;; 01.). Thus, g¥ (0;; 0}) remains monotonically decreasing in 6.
[Figure 5]

Even under large values of A (e.g., A = 0.9 and 0.95), which reinforces the positive firm selection

effects (see Remark 2), the growth in GDP ¢¥ (6;; 0;.) remains monotonically decreasing in 6.

23See Trabandt and Uhlig (2011) for the values of the United States and the EU, and Hansen and Imrohoroglu
(2016) for the value of Japan.
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E Numerical studies on the effects of investment subsidies on fiscal sustain-
ability

Figure 6(a) uses the parameter values in Table 1 and illustrates the case of an increase in o}, from
0.01 to 0.04. It shows that increases in o, (i) make public debt less sustainable and (ii) raise the

ratio of public debt to capital 05 in the steady state S.

[Figure 6]

F Investment subsidies financed by public debt and income tax

Entrepreneurs’ budget constraints with a constant income tax rate 7 are given by

i = (1 = 1)why + 2 + opkip1 — a4, A1 = k1 — dy, (F.1)

o =1 = 71)mpp — g,y with (6). (F.2)

The FOC with respect to n.;1 is given by (8) and those with respect to d; and k;,, are replaced

by
1— 1— 1—-7)R
dy; %f=5< ”& LS, (F.3)
& Cti
1-— 1—0 1— 1—7)0nm .
b 556 0 _ A Zﬁ )0ty \, (F4)
Ct Cii1 Ok
fie( Ak —di) =0, fiu >0, Meypq —dy >0, (F.5)
i = B(1 =) —7) a(yisr1/kir1) ;e(l - Jk)Rt+l. (F.6)
1 -0 —A Cit1

Note that (13), (14), and (15) remain unchanged. Maximizing utility with respect to z7 ; yields

T =1 = T)mepr (F.7)
From (F.1), (F.2), (F.3), (F.6), (F.7), (17) and d; = Ak, 1, we obtain

p

kt+1 =
The budget constraints of lenders with a balanced budget and without public debt are

A= (1= Twy + 21 — by — oy, (F9)
C?—ﬁl = (1 — 7') (Rt—‘rllt + bt+1) — xi-{-l‘ (FIO)
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The FOCs of the lenders with respect to l; + ¢;b;.1 and xi 41 Tesultin

lt + tht+1 = 5 [(]_ — T)wt + l't] s (Fll)
lef+1 = (1 = 7)(Regrle + byyr). (F.12)

The equations (29) to (35) remain unchanged. Aggregating (F.8) and using (34), we obtain

s

Kij1=——
t+1 1= op — A

e [PAL=0w) v
G ARk X @

From (F.7) and (17), we obtain x7_, (2, 2¢) = y(1 — 7) [y (2, ©0) — Repr Ao (20, @) Ag-
gregating this using (29) and (33), we obtain

/ZOO 26, (2, 3)dF (2) = <%

*
t

- )‘> (1= 7)Rep1 Ky (F.14)
Next, aggregating ! 41 in (F.12) with (2), (27), and (30), we obtain
/ flfi_’_l(zt, l‘t)dF(Zt) = ’y(]_ — T)(Rt+1)\Kt+1 + Bt-i—l)‘ (FIS)
1

Associating X;,; = flz? 2y (2, 2)dF (2) + f; 2§ 1 (21, 01 )dF (2) with (35), Beyy = ¢: By,
Ri11 = 1/q, (F.14), and (F.15) yields

1—0 ~
Xy =9(1 = 7) R [%Kbﬁ-l + Bt+1:| : (F.16)
From (F.13) and (F.16), we obtain
Bl —r71 o l—0 .
Kt+1 = ﬁ(zt) ¥ H(l —a+ Oé*}/)Rth + IYRtBt . (F17)

Aggregating (F.11) and using (34), (27), By41 = ¢ By+1, and Ry, 1 = 1/q;, we obtain

(1—-a)p
afp —1)

Substituting (30) and (F.16) into (F.18), we obtain

/Zt li(z, 2)dF (z) = B [1 — (zt*)_‘p} [ (1—-7)RK; + Xt] — Bt+1- (F.18)
1

MK = B[1— (27)77] {%(1 —a+ay)(1—T1)RK, + 73} — By (E19)
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From (F.17) and (F.19), we obtain

©(1 — oy)
a(p —1)

Substituting (17) and (31) into (60), we obtain

(1 - O-k‘)Kt-i-l = /6(]_ - T)Rt |: (]_ — o+ O[’Y)Kt + ’YBt:| - Bt-ﬁ-l' (F20)

* *
t—1 t—1

1, =1 |:wt + 04/ Yr(ze—1, Tp—1)dF (z-1) — Rt)\/ ki(zi—1, xe—1)dF (z-1)
Zt—1 t—1
+ Rt/ L1 (ze—1, 1) dF (221) + @11 / be(2i-1, xt—l)dF(Zt—l)] : (F.21)
1 1

Substltutlng (27) with Bt—‘,—l = tht and Rt—‘,—l = ]-/qta (30) f k't Zt 1y Tt— 1)dF(Zt 1) = Kt,
fzof Yi(zi—1, 24—1)dF (2,—1) = Y; with (33), and (34) into (F.2l), we obtain

ﬂ?&m+m3] (E.22)
Substituting (29) and (F.22) into (59) and using Bt+1 = ¢ B, and R;;1 = 1/¢;, we obtain

~ ~ 1-—
Biyn = RiBy — 7 {gp( )Rth + RtBt} + oK1 (F.23)

(p—1)

From (F.20) and (F.23), we obtain

o(1 —oy)
afp —1)

K”lzR{fgiﬁﬁﬁu—rx1—a+ww+T

alp —1) —ﬂ—ﬂﬂ—mw+ (F.24)

B
grl =Ry [Ukﬁ(l —7) {i((lg;_gf))(l —a+ay)f;’ +’Y} +(1— oy {1 —T - TE 1 Jk 0, }]
t
(F.25)
To ensure the positive growth in capital K, /K; > 0, we assume
2B —7)(1 — a+ ay) + 7]
0, < § = 2= . (F.26)

(1=7)(1=p7)
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From (F.24) and (F.25), we obtain

(1—0) [(1 =)0 — 782 + 0 B(1 — 7) |22 (1 — a + a) + 76
A B —7)(1—a+ ay) + 7L — (1-7)(1 = B)6;

o) [akﬁ(l — 7)1 —a+ay)— (1 -0+ (1 - 7)1 - op + oyB)6;
2o B =) (1 —a+ay) +7] = (L= 7)1 = B9)0

= AOy; 00, 7). (E.27)

Qt—l—l -

From (F.27), we obtain the following lemma.

Lemma 4. Two steady states, S and U, as shown in Lemma 2, exist under the following condi-

tions:
(1= 7)1 = ou(1 - 7)) = 2 =B - - a ) +7)
> 41— 7)(1 - w% b1 — (1 —atan) - (1—ogr],  (F28)
A =D - ek a) £} > (L= L - (1 = A1) (F29)
A(@'; o, T) > 0. (F.30)

From (F.17) and (F.24), we obtain

. ( B(1—71) ) 21— o)1= a+a7) + 6, e
: L—op =) &2 (31 — 7)(1 —a+ay) + 7] — (1 —7)(1 - )6

a(e—1)

= 2"(0y; 04, 7). (F.31)

Substituting (F.31) into (35) yields

R _ oA (¢_1>1a(5(1_7) )3
i 1—o0y © 1—0,— A
y [ o)l —a+ay)+96;
A Bl —T)(1—a+ay) +7] = (1=7)(1 = B7)6
R(0y; 0%, 7). (F.32)

€IR

From (F.31) and (F.32), we obtain the same properties as in Lemma 3 in the benchmark model.

Lemma 5. 2% (0;; 04, 7) > 0 and R/ (0;; 03, 7) > 0.
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Substituting (F.32) into (F.24), we obtain the following growth rate of GDP at the steady state:

Y;erl ~Y [/ n* ( Kt+1 ~K [ n* )
= 0,01, 7) | = = 0,0k, T
Y, g (05;0%,7) K, g (Os; on,7)
— R(B3i 00 7) B B - )1 - ko) +e] = (=)= 5] @39

Before proceeding, considering the balanced budget case that does not incorporate government
bonds (B, = 0 for any period) helps explain the effects on economic growth when investment
subsidies are funded through tax increases. Applying B, = 0 (or 6, = 0) for any ¢ > 0 induces
(F.23) and (F.24) into

1—
T—(p( Uk)Rth = 0, K11, (F.34)
alp —1)
K '
= 1-— 1—-7)R F.35
Kt ﬁOJ(QO—l)( Oé—i—Oé’y)( T) () ( )

both of which lead to

o Por(l — a+ ay)
1 — oy + Bop(l —a+ay)

(F.36)

1
Because (F.31) is reduced to z; = 2* = (fg{;ﬁ;) . (F.32) and (F.33) become

o aA o—1 - B(1 —oy) 7
Rt_R_l—O'k( @ ) (1_Uk_)\ ’

Vi _ BA (¢ \° L-a+tay B —0) \*
Y, l1-o\¢o—1) 1-a[l-Bl—-a+ay)]\1l—0e—X/) "’

where we use (F.36) to derive the long-run growth rate. As ¢ > 1, 9(Y;4+1/Y:)/0oy > 0 for all

o > 0. Therefore, investment subsidies fully financed by income tax enhance economic growth.
Even with public debt, the increase in o with income tax financing enhances economic growth.
To see this, we return to the original topic. The total differentials of (F.33), (F.32), and (F.27)

are given by

oy _097(0) s 097() 097 () 09" (")
Y _ . ¥ F.
dg dR + 57 dr + 9o doy, + o0 dfy, (F.37)
. OR(), OR(),  OR() .
.00y o0
A = G 27 + 5 2 do. (F.39)
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Substituting (F.38) and (F.39) into (F.37), we obtain

v (0570 0P OOR) | 05 (o0 0 () oR o8
or OR Ot 205 O OR 00% Ot

Y[ ~Y (. S/, Y (. * ~Y (. > *
(270, 0 ORG) o oms  a(aRavs) L

)
The second term on the LHS of (F.40) is negative because we consider the case in which dg* (-) /doy, <
0 for dr = 0. Thus, dg* () /doy > 0 if and only if

93" () 3" () OR() | 9g¥() 905 | 93¥() aR 9%

dr - doy, +2 aR 9o, T 00% 9oy, oR  00% 8ak (FAl)
doy, agY () + agY¥ () 873() _|_ §Y (1) 005 | 93Y () aR 995’ )
or R 89* or R 00% 67

since the denominator on the RHS (the growth effects of income tax) takes a positive value for
any A numerically. (F.41) indicates that a marginal increase in the tax rate in response to a subsidy
increase dt /doy, must be larger than the the value in the RHS to ensure the positive growth effect

of income tax rate. To see more, we divide the growth effects of income tax into the direct effects
93" () 99" () IR() §Y () 905 | 0¥ () aR 99%
or R OT 0% ot oR 00% or

The direct effects are 2 aT > 0 from (F.43) and 99" ()87;() < 0 from (F.42) and (F.48).

The reasons for this are as follows. First, increases in income tax have a distortionary effect on

and the 1nd1rect effects (through changes in 6 5)

growth, while they also reduce the issuance of public bonds, decrease the crowding-out effect

of public debt on capital accumulation, and promote economic growth. The latter effects dom-

AY . . . . . .
inate the former, leading to 898—7() > (. Second, increases in income tax have a distortionary

effect on capital accumulation, which decreases demand for credit in the financial market and
lowers interest rates. Lower interest rates decrease borrowing costs and increase the number of

less productive firms, which negatively affects growth through the negative firm selection effect

93" ()873()
oR o7

The indirect effects are

< 0.

o] 00
gep Be > 0 (%5 < 0 from (F45) and %% < 0 numerically)

and 220 BRE5 < 0 (PEAR > 0 from (F42) and (F47), and G5 < 0 numerically). The
S

reasons for this are as follows. First, an increase in the income tax rate boosts tax revenue and

can reduce the issuance of public bonds, which lowers the ratio of public debt to capital . This
reduction in 0% decreases the costs of repaying public debt and issuing new public bonds, thereby
crowding in capital accumulation and enhancing economic growth. Second, a lower 6% decreases
the interest rate 7@() because it reduces both the costs of repaying public debt and the issuance of

new public bonds, increasing the aggregate supply of credit in the financial market. This increase
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in the supply of credit promotes the entry of less productive firms, and lowers economic growth
through the negative firm selection effect.

These positive direct and indirect effects on growth dominate the negative ones. Therefore,
the total effect of income tax on growth is positive. To check this, we select the cases of A =
0.6,0.7 and 0.8 without changing the other parameter values and calculate a marginal increase
in the tax rate from 7 = 0 in response to a subsidy increase for each value of o} to ensure the
positive growth effects of 0. Here, recall that the growth effect of oy, is always negative when
A = 0.6 and 0.7, while it exhibits an inverted U-shape when A\ = 0.8 if investment subsidies are
financed entirely by public debt.

The results in Table 2 show the following. Considering a marginal increase in the tax rate
from 7 = 0 in response to a subsidy increase: dr/doy, we find that the growth effect of oy, turns
positive, dg¥ (0%; 0%, 7)/doy| =0 > 0, if and only if d7/doy|,—¢ is higher than the value in Table
2 for each value of o,.

In the case of A = (.8, a marginal increase in the tax rate in response to a subsidy increase
dr/doy |~ takes negative values for low values of o because the growth effects of oy even
without tax increases are already positive for these values of o, (as we have seen previously) and

no tax increases are necessary.
[Table 2]

The remainder of this appendix provides the partial derivatives that consist of (F.41). First, from
(F.33), we obtain
09" (1) _ (1 — o)

Ta = BT BT -k n) 7] = (L= 7)1 = 5)85 > 0 by (R26)

(F.42)
oaY (- . 1—
W R0 |20 B - ek o) + (L= )5 20 Y
29" (- R
gai ) —ﬁn(eg; o8, 7T + B(1 - 7)(1 — a +a7)] <0, (F.44)
9g¥ (- .
ng) = (1= 7)R(05; 0%, 7)(1 = 57) > 0. (F45)
S
Second, from (F.32), we obtain
dInR(-) _«a v
90 ® Z((lg;ff)) (1—a+ay)+~6%
1—7)(1—
o (1-7)(1 - 6) e
v BA—m)(l—a+ay)+7] -1 —-7)1 = p)0
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Because o 205 %a_( and (F.46), we obtain

5’;26&) — ﬁﬁ(ag;om) o(1—0y,) -
I ate-1) (L — @+ ay) +905
. (1—=7)(1—=pv)

(1—oy) > (0 by (F.26).
e BA=m)(1—a+ay)+7] = (1-7)(1 - By)0;

(F.47)

GR() Oy
5 = —R(0%; 0%, T)
(1—0og) %
1 ton (=81 —a+ay)+(1-p57)0
X + e L-A )+ )% <0 by (F.26),
T—7 " #ad (31— 1) (1 —a+ay) + 7] — (L— 7)(1 - )0}
(F.48)
. (1—0g)
OR(- . 1 1 for(l—a+ay)
W _ R 00|+ 2 e
doy, l—o, @l—op—A P L (L —atay) + 05
L arplr T AL =7)(1 —a+ay)] | E49)
P EB (51— 1) (1 a+ am) + 7] — (1 - 7)(1 - )03
Finally, from (F.27), we obtain
00% _ @(Hg;akﬂ')’ 06 _ T(Gg;akﬂ')’ (E.50)
or Q0%; 0%, 7) dop, Q0% 0%, 7)
.. _ ol —oy)
QO 0k, 7) = —m[ﬁ(l—T)(l—Oé+0W) 7]+ (1 —=7)(1 - B87)0%

+ (1 =7)[1 = ok(1 =By,

00y o7 = 05 |21 (1 51— a b an) + (1= B)] + 11— on(t - 81163

a(p —1)
(12((1_ k))[1_0k+0k6(1_a+a7>]7
Y050 7) = = sl A1 = 7)1 = -+ an)if + (1 = 7)(1 = 58
o PO s © g 91— atan).

alp —1)
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G A fixed proportion of government borrowing allocated to investment

subsidies

Under the endogenous oy, ;, equations (35), (38), (41) and (42) are replaced by

x_ ¥ = (1 = ope) Riga g
a(5) 7 (U o

B _ o(1 — o) ~
K= ————(2) %R, | 11 - K 4B, . 2
t+1 1_0k7t_)\(2t) R, a(gp—l) ( Ol+05'7) + + 7Dy (G.2)
~ 1—o0n,_ ~
Kii1 + Biyy = AR, {%(1 —a+ay)K; + th} + 0 K1 (G.3)
Bii1 = RiBy + 01 Ky (G.4)

From (G.3) and (G.4) together with o, = v0;,;, we obtain

LT R, [@(1 — vby)

K, alp —1) pl—a+ay)—(1- 67)@} : (G.5)

Here, to ensure K;,1/K; > 0, we assume the following condition:

0, < 0= pB1 —a+ay) (G.6)
vpf(l —a+ay) +ale —1)(1 - 5v)
From vétH = 01,4+ K41 and (G.4), we obtain
By R
— = . G.7
T, (G.7)

(G.1), (G.2), (G.5), and (G.7) together with o}, = v0,4, yields

(1 —v)"alp = 1)6;
pB(l—a+ay) = [vpB(l - a+ay) +ale — 1)(1 = 57)]6,

N f e R
e = <1 — U/N\(Qt,v) — )\> ﬁﬁ(l — U@J(l —a+ Oz’y) — (1 — 67)913

1 = = A(6,,v), (G.8)

= (6, v), (G.9)
aA o—1\""_ .

Ryyy = - “(0,0)" = R(0,, v). G.10

w- o (57) e =rew (G.10)

The RHS of (G.8) obviously satisfies A(0,v) = 0, A'(6;,v) > 0, and A”(f;,v) > 0. Then, if

the initial value 6, is larger than 6}; in Figure 7, public debt is not sustainable. Furthermore, an
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increase in v shifts _/~\(9t, v) > 0 upward, and therefore, makes public debt less sustainable.

In the stable steady state S, 6% = 0 always holds independently of \ (the degree of financial
friction), as depicted in Figure 7. When A is small, the relationship between o}, and economic
growth becomes negative. Therefore, this result is equivalent to reducing o, to zero under a fixed
subsidy rate of o, = 0 (in Subsection 6.2). When A is large, the positive constant o, can promote

economic growth, whereas endogenous oy, ; remains at zero and cannot do so in the steady state.

[Figure 7]

H Derivations of (61) and (63) and the effect of 0, on inequality in the
steady state.

From (16), (17), (33), and (36), we obtain

e _ (ell—0r) BRiy1 oy [P —o0p)
= (F )\) o) {—a(gp S0 - )R+ Xt} . HD

From (24) (with (22)) and (39), we obtain

_ *\—p (1 B Uk)SO i
Xiy =B8R [1— ()77 {—a(go gy (1—a)RK; + Xt} : (H.2)

(H.1), (H.2), and (49) yield (61).

/Z o (o 2)dF () /1 AP (2 )

*
p,t

= - g / dF(z) |:IUt/ dF(z_1) +/ :L’t(zt_l,xt_l)dF(zt_l)} ] (H.3)
— 0k — A\ ey 1 )

Here, we used the facts that (i) z is iid and (ii) x; is independent of z; (see Remark 1 for (ii)).
(H.3), (34), and X; = [ 2y(2-1, ©4-1)dF (%) yield

B

l—O'k—

/ kt+1(zt7$t)dF(Zt) =

p,t

o [P —ow)
/\(anf) [Oz(go 1) (1 VR K +Xt} : (H.4)
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Integrating (62), we have

oo _ 00 Z
X;,t—%—l = / vy (2, 2)dF (%) = ’YRt-l—lkp,t—}—l/ (z—i(l — o)) — )\) dF(z)

*
p,t p,t i

7 ¥ Zp, _
= YRir1kp it (ﬁ ;}t(l — o) — )‘) (2p2)"%  (H.5)

where l;:p7t+1 is the average level of k;,; among agents with z; > z,, and

/ ki1 (2, 2)dF () = kpgsr (2p0) % (H.6)

*

pst

(H.4), (H.5), and (H.6) yield

YBRi11 ¥ Zpt o (1 —oy)
X = = (1 — - A Pl—1—-a)R K+ Xy .
o= o (£ 5 ) <) () | B =T (- ) X,
(H.7)
By (H.1), (H.7). and (49), we obtain (63). Moreover, from (63), we obtain
e e -1 * —2 *
a(vatHf Xin) _ (fjf;t ( % )SD {1 —op— A ( & )} >0, (H.8)
azt [ @_1k — X \ %t Zpt
e e ) — —p—1
(9(Xp,t+1/Xt+1) _ (<,10_(Zt)) 1 (ZL:) ® {1 o — A (ZL:‘/)} < 0. (H.9)
Ozp 4 % —2\ % 2
(H.9) with 2*'(0;; o) > 0 by Lemma 3 leads to 9(X,,,/X{,,)/90; > 0.
Next, from (61), we obtain
dln (X°/X) A (;‘% - 1) { 2*(0:0)~% } Oln 2*(0%; o7,)
T a_ = - 1 + * . - ?
9 omo (-2 (1= 1 —2(0;0)¢ 0o gymg
(H.10)
where because 0% = 0 for o, = 0 by (46), applying it into (49), we have
2*(0;0)77 =1— A\ (H.11)
From (49) and 0% = 0 for o}, = 0, we obtain
967,
O0ln z*(0%; o%) 1 1 o |oi=0
_— = — > 0. H.12
aO'k op=0 © 1—/\+ m@_—l)ﬁ(l—a—i—a’y) ( )
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Recall that by (57), we have

905 5 (552 +)
= > 0. H.13
aak o0,=0 Bﬁ(%—‘ﬂy)_l ( )
From (H.10) to (H.13), we obtain
Oln (X°¢/X! 1| (T+AN)"= —A 1
n(—/) S ( w) — <0. (H.14)
9 oo A 1A 65 (5 +7) -1
Finally, from (63), we obtain
dln (Xg/X¢)
80k op=0
_ ( L )\)1 P )\( 00 1) +()0( “p _)\) O1n 2*(6; 0% -0
Y — 1z (O O) E - A Z*(O, O) aO'k op=0 .
(H.15)
I Endogenous labor supply
We modify production function (1) into
Y = ]:(thlkt, ntrt) = A(thlk’t)a(ntrt)lfa, (I.1)

where I'; is labor augmenting technology, specifiedas I'; = K;/N; (e.g., Romer, 1986; Miyazawa,
2021).
In the young period, each individual is endowded with 1 unit of time and allocates it between

working hJ and leisure 1 — ] (j € {e,1}). Then, lifetime utility (3) is replaced by

Ul =(1-8)Inc/’ +em(1—r)] +8[(1—v)Inc, +vnal,], je{el}, @12

where the parameter ¢(> 0) represents the preference for leisure. With elastic labor supply A,

equation (4) is replaced by
¢/ = wihi + 21 + opkia — aga, Qi1 = ki1 — dy. (I.3)
By (I1.2) and (1.3), the FOC with respect to h{ is given by

wy(1 — hf) = ec)”. (L4)
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(5) to (13) remain unchanged. From (8), (I.1) and (13), we replace (14) and (15) with

11—«
1—a)AK, | «
ye = Az ik [g} , (L5)
we Ny
11—«
(1 - Uk)RH-l W1 Ny e
i 1.6
“ ad (1— ) AK €6)

(16) and (17) remain unchanged. From (1.3), (5), (9), (12), (16), (17), and d;; = Ak; 41, We
replace (19) with

B

ki1 (2, ) = m(wthf + xy). (L.7)
From (I.3), (I.4), and (L.7) we obtain
1= [+ (1 = g = 20
o B () — m {1 - G(l_Ttﬁ)‘ﬂ , (18)

from which h§ depends on z;. Then, we represent h¢ as h$(z, ;).

We next consider the lender’s case. With elastic labor supply k!, (20) is replaced by

C%’l = wthi +xp — lp — qibia, (1.9)

By (I.2) and (1.9), the FOC with respect to hy is given by
wy(1 — hl) = e, (1.10)
Equation (24) remains unchanged whereas (23) and (25) are replaced by

lt(Zt, .It) + qtbt+1(zt, .It) = 5 (Wthi + Zl'ft) N (Ill)
xi+1(zt7 xt) = YBRe (wthi + 5(715) : (1.12)

From (1.9), (I.10), and (I.11), we obtain

e(1— By

Wy

1—[1+€(1—p)n =

= hi(zt, l‘t) =

1 M} : (1.13)

m{“ w
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from which h! depends on z;. Then, we represent k! as h(z;, z;). By (1.8) and (I.13), households
whose bequests from their parents x; are greater than w;/[e(1 — ()] supply no labor, regardless
of whether they are borrowers or lenders (h{ =0,j €el).

Both Lemma 1 and Remark 1 are robust. Then, aggregating (I.8) and (I.13), and keeping in

mind that z is iid and z; is independent of z;, we obtain

G = ket =P [ him)dr () - LDy / " (o )dF (1),
t (L14)
L= ()% — [1+€(1— B)] /1 B (20, ) dF(z) = % 1 ()7 /100 (21,2 1)AF (20 1),
(I.15)

Let us define H; = f::o h(z¢, ¢ )dF () + fIZZ hl(z,;)dF(2;). Then, adding (1.14) to (I.15)
yields

1-[1+el-p)H = —", (1.16)

where X; = [ z(z-1, 24-1)dF (2-1) <: f;}: (21, X1 )dF (2-1) + flzt*‘l (21, xt_l)dF(zt_1)>.
The labor market clears as

Nt = / ntdF(Zt,1> == Ht7 (117)

.
Zt-1

which indicates that total labor demand NV; equals total labor supply H;. Aggregating the credit

constraint d; = Ak, 1, the equilibrium condition of the financial market is the same as (30):

*

/ lt(Zt, l't)dF(Zt) = / dt<zt7 xt)dF(zt) = )\KtJrl.
1 z¥

t

Using (2) and (29), we can aggregate the production function (I.5) as
> o 1— )AK,] =
Y, (I/ yt(ztlyxtl)dF(Zt1>> :/ Aztflkt(ztflaxtfﬁ {(—]ift} dF(Zt71>
z z 4 WtV

_ ﬂzfq {%] YK, (118)

weVy
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Substituting (1.6) into (I.18), we obtain
Y, = —ERK, (1.19)
which is the same as (33).
From (8), (I.17), and (33), we obtain w;N; = w,H; = (1 — «) f;: Ye(ze-1, x4-1)dF (z4-1),
leading to
tht B tht = (1 - Oé)Rth. (120)

Substituting (I.20) into (1.6), we obtain

o — ¥ = (1 - Uk)Rt+1 o 121)
¢ -1 aA ’ ’

Aggregating (1.7), using (29) and (I1.20), and keeping in mind that z is iid and z, is independent

which is the same as (35).

of z; (Remark 1), we obtain

/:O k1 (2e, x)dF (2) /loo dF (z-1)

*
t

= _1 B — [wt/ hf(zta flft)dF(Zt) / dF(Zt_l) + / fL’t(Zt_l, xt_l)dF(zt_l) / dF(zt):|
— 0 — A o . . ;
& Kn=1—""4 fk Y {wt / hi (ze, 2)dF (z¢) + (Z:)@Xt:|; (1.22)

t

where X; = floo (21, Tpo1)dF (1) = flzt*’l ol (2, xt—1)dF(Zt_1)+f;;1 z§ (241, Te—1 )AF (2-1).
Here, X; is derived using (16) and (24) associating with (2), (17), (27), (29), (30), (I.19), and
(1.21) as

p(1—oy)

X, =
t =7 o1

RiK,+ By . (1.23)

See Appendix B for the derivation of (I1.23) because (I1.23) is the same as (37).
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Aggregating (I.11) and using (27) and X; = floo x(24—1,4_1)dF(2;_1), we obtain

*

/lzf [1(2, ) + qbeyr (20, 20)]dF (24) /100 dF (51)
_BP%[%m@bmﬂng[mdﬂ%4%+[wﬂkhh%4wF@FﬂzﬁdF@{

= / lt<Zt, xt)dF(zt) = 6 [wt/ hl<Zt, ZI}'t dF Zt {1 — 790} Xt:| — tht+1~ (124)
1 1

Substituting (30), f1 (24, 2¢)dF (2) f di(z¢, 4)dF(z;) = MKy, 1, into (1.24), we obtain

AKip1=f |:wt/ W (2, w)dF (z) + {1 = ()7} Xt] — qBiy1. (L.25)
1
From (1.22), (1.25), and H, = fzio he(zy, x)dF () + fff hl(z, x,)dF(2) (see (1.16)), we obtain

K1+ @By = B(wHy + Xy) + 01 K1 (1.26)

Substituting (1.20) and (I1.23) into (I.26) and using (22) and Btﬂ = q;B;.1, we obtain the fol-

lowing asset market-clearing condition:

(<P—1)

which is the same as (41). Furthermore, (42) derived from (28) and (29) remains unchanged.

K + Bt+1 BR, [ (1 —a+ay) K+ VBt} + oKy, (L.27)

Thus, the main results thus far are robust.
From (1.16), (1.23), (22), and Btﬂ = q;B;4+1, we obtain

Y [W(l %) R 1K+ RtBt]

[1+e(1—B)H, =1~ (1.28)
Wy
Substituting (1.20) into (1.28) and using 6; = Bt / K}, we obtain
yo p—1 !
H, =1 1-— 1+ ——0 . 1.29
L= 1 el @+1_a('+¢1_@>0} (1.29)

As seen from (I.8) and (I.13), households whose bequests from their parents x; are greater than
wy/[e(1 — )] supply no labor, regardless of whether they are borrowers or lenders (h{ =0,
j € {e,l}). Additionally, their bequests (assets) include public bonds when their parents are
lenders. Thus, total labor supply decreases with the public debt-to-capital ratio.
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Table 1: The benchmark numerical settings of the parameters

Benchmark Source
o 0.4 Average velues of the US, the EU, and Japan
B 0.3 B/(1—B)=0.97%
Y 0.3 B=n~
%) 1.5 Diamond and Saez (2011), Jaimovich and Rebelo (2017), and Mino (2015)
A 0.7 Set
A 5 Set to yield positive plausible values for the long-run growth rates
oy 0.01 Set

Table 2: The magnitude of tax increases relative to investment subsidy increases for
dg¥ (+)/doy, > 0

A=0.8
o8 0 0.01 0.02 0.03 0.04 0.05
dr/dog|,—o —0.0411 —0.0282 —0.0120 0.0091 0.0375 0.0806
A=0.7
o8 0 0.01 0.02 0.03 0.04 0.05
dr /do| =0 0.0207  0.0328 0.0471 0.0646 0.0865 0.1174
A=0.6
o 0 0.01 0.02 0.03 0.04 0.05

dr /dok| =0 0.0515  0.0625  0.0750 0.0900 0.1083 0.1332
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Figure 2: 0t+1 = A(0t7 O-k), Rt = \Il(eh Jk)a Z(Qta Uk)’ gK(0t7 O-k)a gB(gta O-k)a and gy(eta O-k) in
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Figure 3: The effect of an increase in o, on 0% and fiscal sustainability
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Figure 7: The effect of an increase in v on fiscal sustainability

57



