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bonds of infinitesimal maturity ​​B​ t​ g​​, with negative values denoting government debt. 
Its intertemporal budget constraint is

(24)	​ ​​B ̇ ​​ t​ g​ + ​G​t​​ + ​T​t​​  = ​ τ​t​​ ​∫ 
​
​ ​​​​w​t​​z​ℓ​t​​​(a, b, z)​ d​μ​t​​ + ​r​ t​ b​ ​B​ t​ g​​.

Outside of steady state, the fiscal instrument that adjusts to balance the budget can 
be either ​​τ​t​​​, ​​T​t​​​, or ​​G​t​​​. In our experiments, we consider various alternatives.

B. Equilibrium

An equilibrium in this economy is defined as paths for individual household 
and firm decisions ​​{​a​t​​, ​b​t​​, ​c​t​​, ​d​t​​, ​ℓ​t​​, ​n​t​​, ​k​t​​}​t≥0​​​, input prices ​​{​w​t​​, ​r​ t​ k​}​t≥0​​​, returns on liquid 
and illiquid assets ​​{​r​ t​ b​, ​r​ t​ a​}​t≥0​​​, the share price ​​{​q​t​​}​t≥0​​​ , the inflation rate ​​{​π​t​​}​t≥0​​​, fiscal 
variables ​​{​τ​t​​, ​T​t​​, ​G​t​​, ​B​t​​}​t≥0​​​, measures ​​{​μ​t​​}​t≥0​​​, and aggregate quantities such that, at 
every ​t​: (i) households and firms maximize their objective functions taking as given 
equilibrium prices, taxes, and transfers; (ii) the sequence of distributions satisfies 
aggregate consistency conditions; (iii) the government budget constraint holds; and 
(iv) all markets clear. There are five markets in our economy: the liquid asset (bond) 
market, markets for capital and shares of the intermediate firms (that can be folded 
into a single illiquid asset), the labor market, and the goods market.

The liquid asset market clears when

(25)	​ ​B​ t​ h​ + ​B​ t​ g​  =  0,​

where ​​B​ t​ g​​ is the stock of outstanding government debt and ​​B​ t​ h​  = ​ ∫ ​​ ​​​b d​μ​t​​​ are total 
household holdings of liquid bonds. The illiquid asset market clears when phys-
ical capital ​​K​t​​​ plus the equity value of monopolistic producers ​​q​t​​​ (with the total 
number of shares normalized to 1) equals households’ holdings of illiquid assets  
​​A​t​​  = ​ ∫ ​​ ​​​a d​μ​t​​​ ,

(26)	​ ​K​t​​ + ​q​t​​  = ​ A​t​​.​

The labor market clears when

(27)	​ ​N​t​​  = ​ ∫ 
​
​ ​​​z​ℓ​t​​ (a, b, z) d​μ​t​​.​

Finally, the goods market clearing condition is

(28)	​ ​Y​t​​  = ​ C​t​​ + ​I​t​​ + ​G​t​​ + ​Θ​t​​ + ​χ​t​​ + κ ​∫ 
​
​ ​​​​max​ 

​
​​ ​ {−b, 0}  d​μ​t​​.​

Here, ​​Y​t​​​ is aggregate output, ​​C​t​​​ is total consumption expenditures, ​​I​t​​​ is gross addi-
tions to the capital stock ​​K​t​​​, ​​G​t​​​ is government spending, ​​Θ​t​​​ are total price adjustment 
costs, and the last two terms reflect transaction and borrowing costs (to be inter-
preted as financial services).
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