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(​χ​1​​  >  0, ​χ​2​​  >  1)​ ensures that deposit rates are finite, ​| ​d​t​​ |  <  ∞​ and hence house-
hold’s holdings of assets never jump. Finally, scaling the convex term by illiquid 
assets ​a​ delivers the desirable property that marginal costs ​​χ​d​​ (d, a)​ are homoge-
neous of degree zero in the deposit rate ​d/a​ so that the marginal cost of transacting 
depends on the fraction of illiquid assets transacted, rather than the raw size of the 
transaction.17

Households maximize (10) subject to (11)–(14). They take as given equilibrium 
paths for the real wage ​​{​w​t​​}​t≥0​​​ , the real return to liquid assets ​​{​r​ t​ b​}​t≥0​​​ , the real return 
to illiquid assets ​​{​r​ t​ a​}​t≥0​​​ , and taxes and transfers ​​{​τ​t​​, ​T​t​​}​t≥0​​​. As we explain below, ​​
{​r​ t​ b​}​t≥0​​​ will be determined by monetary policy and a Fisher equation, and ​​{​w​t​​}​t≥0​​​ 
and ​​{​r​ t​ a​}​t≥0​​​ will be determined by market clearing conditions for capital and labor. 
In online Appendix B.1 we describe the household’s problem recursively with a 
Hamilton-Jacobi-Bellman equation. In steady state, the recursive solution to this 
problem consists of decision rules for consumption ​c(a, b, z; Γ)​, deposits ​d(a, b, z; Γ)​,  
and labor supply ​ℓ(a, b, z; Γ)​, with ​Γ  ≔  (​r​​ b​, ​r​​ a​, w, τ, T )​.18 These decision rules 
imply optimal drifts for liquid and illiquid assets and, together with a stochastic 
process for ​z​, they induce a stationary joint distribution of illiquid assets, liquid 
assets, and labor income ​μ(da, db, dz; Γ)​. In the online Appendix, we also describe 
the Kolmogorov forward equation that characterizes this distribution. Outside of 
steady state, each of these objects is time-varying and depends on the time path of 
prices and policies ​​{​Γ​t​​}​t≥0​​  ≔ ​ {​r​ t​ b​, ​r​ t​ a​, ​w​t​​, ​τ​t​​, ​T​t​​}​t≥0​​​.

Final-Goods Producers.—A competitive representative final-good producer 
aggregates a continuum of intermediate inputs indexed by ​j  ∈  [0, 1]​
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where ​ε  >  0​ is the elasticity of substitution across goods. Cost minimization 
implies that demand for intermediate good ​j​ is
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Intermediate Goods Producers.—Each intermediate good ​j​ is produced by a 
monopolistically competitive producer using effective units of capital ​​k​j, t​​​ and effec-
tive units of labor ​​n​j, t​​​ according to the production function

(15)	​ ​y​j, t​​  = ​ k​ j, t​ α ​ ​n​ j, t​ 1−α​.​

17 Because the transaction cost at ​a  =  0​ is infinite, in computations we replace the term ​a​ with ​max​{a, ​ a _ ​}​​, 
where the threshold ​​ a _ ​  >  0​ is a small value (always corresponding to less than $500 in all calibrations) that guar-
antees costs remain finite even for households with ​a  =  0​. 

18 In what follows, when this does not lead to confusion, we suppress the explicit dependence of decision rules 
on the vector of prices and policies ​Γ​. 
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