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I. Introduction

In an interesting paper in this Journal, Elhanan Helpman (1981) de-
velops a simple two-country model to compare the welfare levels that
are achieved under different exchange rate regimes. In a world char-
acterized by perfect foresight, his basic finding is that equilibrium
consumption allocations, and hence welfare levels, are identical under
a floating exchange rate system and a (one-sided peg) fixed exchange
rate regime. This result is due to Helpman’s assumption that output is
determined exogenously, which allows a separation of the real and
monetary sides of the economy. The purpose of this paper is to ex-
tend Helpman’s model by making two alterations in his setup: (1) to
allow production to be endogenously determined as a function of
labor force participation and (2) to allow welfare levels to be depen-
dent on labor service as well as on consumption. The main conclusion
then obtained is that a country may achieve a higher welfare level
under a flexible exchange rate regime than under a fixed exchange
rate regime, since it is able to choose an optimal rate of inflation (or
currency depreciation).

We thank John Leach, Robert King, Alan Stockman, and an anonymous referee for
helpful comments. Any remaining errors are ours.
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II. The Model

Consider the following model of a “small” open economy inhabited by
an immortal representative agent who is blessed with perfect
foresight. The agent’s goal is to maximize his lifetime utility, U(-), as
given by

U= Z pt_lU(cHt + ¢m ), p € (0, 1),
=1

where p is the individual’s (constant) subjective discount factor, U(-) is
his momentary utility function, ¢y, and cg, are his period ¢ consump-
tion of the home country’s output and the foreign country’s output,
respectively, and /, is the quantity of labor services he supplies in
period ¢. The momentary utility function, U(-), is assumed to be
strictly quasi-concave and twice differentiable with consumption be-
ing a normal good and labor service being an inferior one.

The representative agent has two sources of income. His primary
source of income is through the owner operation of a firm. The firm
produces the consumption good using labor, /, supplied by the indi-
vidual. The firm’s output of this good, y, is described by the produc-
tion process

N = f(lt)’

where the function f(-) is taken to be twice differentiable and to ex-
hibit diminishing returns to scale. Also, in each period ¢ the individual
receives a nominal transfer payment, X;;,, from the domestic govern-
ment (this transfer payment may be negative).

There is an international bond market in which the individual can
freely participate. In this market he can issue (or buy) 1-period real
bonds, b, denominated in terms of the foreign output. These bonds
pay the internationally determined real rate of return, r. If, for in-
stance, the representative agent were to issue bonds worth b units of
the foreign-produced good he would have to repay the equivalent of
(1 + 7)b units of the foreign output next period to the buyer of these
bonds.

In the model, the individual must use currency to purchase goods.
For example, if in period ¢ the individual purchases ¢y, units of the
home-produced good, this must be bought using currency from the
individual’s current holdings of domestic money, My, Likewise, in
this period his purchases of the foreign-produced good must be
bought using currency from his holdings of foreign money, Mg,.

A time profile of the individual’s life in period ¢ will now be given so
as to highlight the circulation of money in the model. The representa-
tive agent enters this period with a certain amount of domestic and
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foreign money to spend left over from the previous period, ¢t — 1.
Now, at the beginning of period ¢ the individual receives in domestic
currency the income his firm accrued from sales during the previous
period. This amounts to Py, 1f(l;— 1), where Py, _, represents the do-
mestic nominal price of the home-produced good in period ¢ — 1. At
this time the agent also receives a nominal transfer payment from the
government in the amount X,.

The individual then takes his cash to the international bond cum
foreign exchange market and liquidates the debts he incurred during
the previous period. These debts now amount in domestic currency
terms to (1 + 7,_1)e,Pr, br,— 1, where Pg, is the foreign nominal price of
their output in period ¢ and ¢, is the price in domestic currency of a
unit of foreign currency in period ¢. After doing this, the individual
issues new foreign-denominated real bonds worth in domestic cur-
rency terms e,Prbr,. His resulting new holdings of cash are then al-
located between holding domestic and foreign currency in the mag-
nitudes My, and Mg,.

During the remainder of the period, the individual uses his hold-
ings of domestic and foreign currency to purchase his consumption
quantities of the home-produced good, ¢y, and the foreign-produced
good, cg,. Note that if in this typical period ¢ equilibrium is to prevail in
both the domestic and foreign countries’ goods markets, then the law
of one price,

PHt=etPFt Vt=1,2,...,m, (l)

must hold.! Also, during the remainder of this period the agent sup-
plies labor input to his firm. He then enters period ¢t + 1 with My, —
Py ¢y units of domestic currency and My, — Pr, ¢, units of foreign
currency and the process begins again. It has of course been assumed
in the discussion above that in period ¢ the individual made his deci-
sions about how much money to hold, how many bonds to issue, how
many goods to consume, and how much labor to supply in an optimal
fashion. Attention will now be directed to this matter.

Formally, the recursive equation of the agent’s dynamic program-
ming problem is shown by (2) with the choice variables of the individ-
ual being ¢y, ¢p1, Ly Mp/Pryy, Mpy/Pry, and b:?

V(a; P)) = max [U(cyr + cro b)) + pV(ars1; Pis1)], (2)

! This proposition is demonstrated formally in Aschauer and Greenwood (1983). It is
perhaps worth emphasizing that the law is a consequence, and not an assumption, of
the setup being employed here. Different types of cash-in-advance setups can alter the
traditional form of the law of one price as is shown by Helpman and Razin (1981).

2 It is being assumed that the rest of the world is facing an analogous maximization
problem. The following solvency condition should also be imposed on the agent’s

dynamic programming problem:
. 1
lim — 16, =< 0.
Hx,l:ln (1 + 'j—l) '
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subject to
My, | Mg, _ Py Pri—1( Mp,_,
+ = L_y) + -
Py, Pp, Py fh-1) Pue \ Py Cm—l)
Pp—1 ( Mp—1
M Pp, ( Pp cn_]) @)
Xu
+b,—(l+rt_1)bt_1+— Vt=l,2,...,w,
Py
cHtsﬁ Vi=12,...,x, 4)
Py,
cnsﬁ Vi=12,...,0m, (5)
Pr,
and where
_ My Mg, Xu
e (e o]
t [f( 1) Pra1 CHi—1 Pri_ CFrt—1 t—1 Pt
and

PHt—l PFt—l
P E( . s Te— )
! Py, Pp !

Note that as long as 7wy = (Ppi+1 — Puy)/Pp and wg = (Pppy1 —
Pg)/PF, are both greater than —r/(1 + ), the constraints (4) and
(5) will hold as strict equalities, since in this situation bonds will dom-
inate money as an abode of purchasing power.? Assuming that this is the
case, it follows from the maximization problem above that the time
profile {¢; = ¢y + cry, U}T describing the agent’s consumption-labor
choice can be characterized by the following two Euler equations, (6)
and (7), and the intertemporal budget constraint (8):*

8U() _ dU(r+1) —
86; - p(]- + rt) _86:;—_ Vi= I, 2’ cee s % (6)
dU(-) f'() POU(e+1) v
_ = t=1,2,---’wy 7
dl, (1 + ) dcr41 O

3 See Helpman (1981) for a more complete discussion of this point.

* For simplicity, it will be assumed that the world starts at the beginning of period 1.
In other words, for the domestic economy let cxro = ¢ro = Iy = filo) = bp = Mgy = Mo =
0. A similar set of initial conditions will hold for the rest of the world. Finally, make the
following definitions: 7o = 0, Pyyo = 1, Pro = 1, and ¢ = 1. In deriving the representa-
tive agent’s intertemporal budget constraint (8), the solvency condition mentioned in n.
2 was used in addition to eq. (3), eqq. (4) and (5) holding as strict equalities.
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S 1k - S
S

In the model’s general equilibrium, the goods and money markets
clear each period, implying that EJ’-=1 Xpj = Puf (L) for all t.> When
this result is used, the agent’s intertemporal budget constraint (8) can
be replaced in the model’s general equilibrium by the simpler one (9)
shown below, so that the agent’s equilibrium consumption-labor time
profile, {c;, [}T, can be described completely by (6), (7), and (9):

k- 2o o

t=1 -

®)

It can be seen quite easily from (6), (7), and (9) that the domestic
rate of inflation, my, affects the agent’s consumption-labor choice. If
(6) and (7) are combined, it follows that for all ¢

=dU(-)Bl, _ f'()
dUCYoe, (1 + r)(Q + mpy)

The left-hand side of the equation above represents the marginal rate
of substitution between working and consuming in ¢. The right-hand
side represents the marginal rate of transformation between work
effort and consumption during the same period. Specifically, by
working an extra unit in ¢, the individual could increase his consump-
tion in this period by f'(%,)/[(1 + r)(1 + wg,)]. This can be explained
intuitively as follows. An extra unit of work in period ¢ leads to an
increase in the nominal value of the firm’s output in this period of
Prf'(l). However, the individual does not receive the firm’s earnings
until period ¢ + 1, at which time the real value of these earnings will
be (Pu/Pri+1)f' (L) = (1 + mg)~'f'(4). The amount the individual
could borrow in period tagainst this increased future income, so as to
mcr%ase his period ¢ consumption, would be the right-hand side of
(10).

(10)

5 This condition follows from the fact that in each country the cash-in-advance con-
straints hold as strict equalities, implying that Py.cy, = My, and Pycl = MY, for all t,
where cf;, and M¥;, represent the foreign demands for domestic output and currency in
period . Equlllbrlum in the domestic goods and money markets in each period ¢
requires that ¢y, + ¢, = f(l) and My, + M}, = 3, Xp; for all ¢t. Thus, 3/_; Xp;
= Py f(l) for all ¢.

6 Note that the foreign rate of inflation does not enter into the system of eqq. (6), (7),
and (9), characterizing the agent’s equilibrium consumption-labor choice through time.
This is because domestic residents—consumers and firms—can avoid holding foreign
currency over adjacent time periods.
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III. The Optimal Rate of Inflation and the
Choice of Exchange Rate Regime

It is useful to compare the results just obtained with those that would
arise in a pure barter economy with zero transactions costs of ex-
change. In this costless barter environment, the agent’s optimization
problem would be to maximize his lifetime utility (2) subject to his
intertemporal budget constraint (9). This corresponds to the agent’s
solving the following dynamic programming problem (11) with his
decision variables being cgy, ¢gs, I, and b;:

V(b;—1; 1e—1) = max [U(cue + cpu b)) + pV(bs; )] 1n
subject to
CH + CFt =f(lt) + bt - (l + rt—l)bt—l Vt = 1, 2, .y OO, (12)

Here, the time profile describing the agent’s equilibrium consump-
tion-labor choice, {¢;, [;}7’, may be characterized by the following set of
conditions:

BUE) _ (g 4 »“g‘—“;’ Vi=1,2...,  (13)
A R A T S (14)

2k - 2o o

J

The individual’s marginal rate of substitution between working and
consuming in period ¢ follows directly from equation (14). This results
in equation (16):

- 8 U(',)/al,
SU('t)/SCt

A comparison of the equation above with its analogue (10) arising in
the cash-in-advance environment points out how the necessity of us-
ing money distorts the agent’s consumption-leisure choice. As can be
seen from (16), in the costless barter economy the individual’s mar-
ginal rate of substitution between working and consuming in period ¢
is equated to the marginal product of labor in this period. In the cash-
in-advance economy, a wedge of the amount 1/(1 + iy,) is driven
between these two quantities, where i, is defined as the domestic
nominal rate of interest in period ¢, so that iy, = 7y, + r, + Wy, Thus
in equation (10) the marginal product of labor is being discounted by
a factor of one plus the domestic nominal interest rate. This wedge,
/(1 + igy) = 1 — [igd(1 + igy)], occurs because the private opportu-

=fll) Vt=1,2, ..., (16)
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nity cost of holding domestic money in period ¢, i/(1 + ), is not
equal to the social cost of holding money in this period. The latter cost
is zero because money is costless to produce.

The fact that the necessity to use money in a cash-in-advance con-
straint environment can distort real allocations has been noted before
by others. Wilson (1979) and Aschauer (1980) discuss how the rate of
inflation affects individuals’ consumption-leisure choice in cash-in-
advance economies.” Similarly, Helpman and Razin (1981) and Stock-
man (1981) analyze how the inflation rate influences agents’ savings-
investment decisions.

To maximize domestic welfare in the cash-in-advance economy, the
wedge that arises in each period between the agent’s marginal prod-
uct of labor and his marginal rate of substitution between working
and consuming must be removed. This can be done by adopting a
domestic monetary policy and a foreign exchange rate regime that
allows the domestic nominal rate of interest to be set equal to zero,
thereby equating the private and social opportunity costs of holding
money. The domestic rate of inflation required for this result is

A 1

THCS T, Vi=1,2,...,%, an

which is the familiar optimum quantity of money result as discussed
in Friedman (1969).

Finally, what implication does the inflation rate requirement (17)
have for the choice of exchange rate regimes? Assuming an exoge-
nous foreign inflation rate in period ¢ of the amount 7, the adoption
of the rule (17) and the law of one price (1) necessitate that the
domes;;ic exchange rate appreciate in period ¢ at the rate minus d,,
where

. i : '
—d, = —Ft.—’ = TR+ 1t TR, (18)
1 + th

and d; = (e;41 — e;)/e, is the rate of depreciation of the exchange rate.
In other words, the rate of appreciation of the domestic exchange
rate in period ¢ will be equal to the opportunity cost of holding foreign
money, ir/(1 + ig).

Thus, unless the foreign country is adhering to the rule for the

7 It can be shown that the domestic economy’s steady-state levels of consumption,
labor force participation, output, and welfare are inversely related to its steady-state
inflation rate. This has the implication of a positively sloped long-run Phillips curve.
For further details see Aschauer and Greenwood (1983).

8 The law of one price (1) implies that mwy, = wg, + d, + wrd, for all¢t, so that d, = (wg,
— wr)/(1 + mp,) for all t. Plugging eq. (17) into this expression for d, yields (18) in the
text.
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optimum quantity of money (i.e., unless ir, = 0 for all ¢), the domestic
country should adopt a flexible exchange rate system and follow the
rule itself. This allows the domestic country to maximize its own wel-
fare rather than adopt a fixed exchange rate system that constrains it
to accept the foreign suboptimal rate of inflation and the associated
inferior level of welfare.’

IV. Conclusion

This paper has extended Helpman’s (1981) model by allowing pro-
duction to be endogenous and welfare levels to be dependent on labor
service as well as consumption. In this situation, it was shown that
there exists an optimal rate of inflation. A case for flexible exchange
rates, so as to allow the domestic country to achieve this optimal
inflation rate, may then be made unless the foreign country is max-
imizing its own welfare by choosing the optimal rate of inflation.
Then the choice between adopting a system of fixed or flexible ex-
change rates would be a matter of indifference.
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