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1. INTRODUCTION

From a general equilibrium point of view, the analysis of finite-horizon economies with het-
erogeneous agents has been extended to an infinite horizon introducing either households with an
infinite lifetime (see, for instance, Magill and Quinzii (1994) and Hernandez and Santos (1996)) or
overlapping generations of finitely-lived agents (as in Schmachtenberg (1988) and Geanakoplos and
Polemarchakis (1991)).

In these models, altruistic motives had appeared as polar cases of our real world behavior. While
finitely-lived agents are interpreted as totally selfish individuals, infinitely-lived households are con-
sidered as dynasties of finitely-lived generations, that care about their descendants as much as they
care about themselves.

In the other side, all the models cited above assume that agents’ lifetimes are deterministic, assets
are free of default and commodities are perishable. In addition, when individuals are infinitely—lived,
the successive postponements of their commitments, through the appeal to new credits — Ponzi
schemes — were ruled out using exogenous debt constraints or transversality conditions. Models
with finitely—lived agents assume that individuals do not have access to credit markets at their
terminal dates, as there are no mechanisms to assure that debts, made at the end of life, will be
repaid.

These assumptions are strong simplifications of the financial markets practices, restrict agents’
behavior and do not follow from individual rationality. Thus, we want to address, in a general
equilibrium framework, the actual market practices that allow agents to acquire loans, even when
lifetimes are uncertain and assets are subject to default. Moreover, we aim to consider agents’
altruistic behavior in a more realistic manner, allowing for wealth transfers, such as donations and
bequests.!

To achieve these goals, we develop a model in which lifetimes are uncertain and physical bundles
of durable commodities can be used to collateralize assets. We essentially show that collateral plays
a crucial role when agents’ lifetimes are uncertain. Indeed, the existence of physical guarantees
creates a natural form to allow agents to make promises at all nodes of their life span, without

introducing any exogenous credit constraint.?

IThe importance of donations and bequests was extensively highlighted by economic research on capital accumu-
lation, social security systems or public deficits (see, for instance, Kotlikoff and Summers (1981), Fuster (2000) and
Cardia and Michel (2004)). Moreover, was proving that decisions about allocation of consumption or determination
of amounts for savings and bequests are strongly affected by the expected life duration (see, for instance, Leung

(1994), Fuster (1999), Dynan, Skinner and Zeldes (2002) and d’Albis (2006)).

20Other important roles of collateral were previously addressed in the literature. When agents are infinitely—lived,
commodities are durable and assets are collateralized, Araujo, Pédscoa and Torres-Martinez (2002) show equilib-

rium existence, without imposing debt constraints or transversality conditions to avoid Ponzi schemes. In a similar
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Since individuals may have physical and financial wealths left over when they pass away, we
introduce some mechanisms to regulate wealth reallocations. First, agents can write wills in order
to determine their bequests. Second, each individual can make nominal donations during his lifetime.
In particular, an agent can make donations to disinherit some agents who will have legal rights over
his estate when he passes away.

When an agent passes away, the market seizes his estate and honors his commitments before
beneficiaries of his testament receive their bequests. Moreover, when an agent’s estate is not totally
distributed after both the payments of his debts and the delivery of his bequests, his intestate estate®
will be divided among his heirs according to rules determined by exogenous inheritance laws.

In addition to utility benefits from consumption, agents may receive, according to their degree of
altruism, utility gains from both the amount of their donations and the structure of their testamen-
tary rights. Consequently, unlike the classical Overlapping Generations model in which individuals
are totally selfish, agents may be interested in purchasing financial assets even at their terminal
nodes, in order to increase the value of their estate and, therefore, assure higher transfers for those
agents who will hold testamentary rights. On the other hand, selfish agents may also leave accidental
bequests to their heirs as lifetimes are uncertain.

The paper is organized as follows. In the second section, we present the model. The assumptions
and our equilibrium existence results are presented in Section 3. Section 4 is devoted to some
examples of bequest functions illustrating how optimal testamentary transfers may vary as functions
of agents’ wealth. Finally, we make some comments on the optimal level of donations and we discuss

some possible extensions of our analysis. Proofs are given in the Appendices.

2. THE MODEL

Stochastic structure. The stochastic structure is described by an infinite event-tree with a unique
root. There is a countable set of time periods, {0, 1, ...}, and there is no uncertainty at ¢ = 0. Thus,
denoting by so the unique state of nature at the first period, we suppose that given a history of
realization of uncertainty S; = (so,...,St—1), there exists a finite set S(5;) of states of nature at
period t. An information set £ = (¢, 5, s), wheret > 1 and s € S(5;), is called a node of the economy.
Let & be the initial node, at ¢t = 0. The set of nodes in the economy is called the event-tree and is
denoted by D.

We refer to the nodes & = (¢,35;, s), with ¢t > 1, as successors of §. Moreover, given £ = (¢,3;, s)
and p = (¥,3p,'), we say that u is a successor of &, and we write p > &, if both ¢/ >t > 1 and

framework, Kubler and Schmedders (2003) prove that collateral rationalizes tight borrowing limits in computational

stationary equilibria.

3When a valid will (or testament) has been made, but only applies to part of the estate, the remaining wealth

forms the intestate estate.
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(8¢,8") = (St,8,...). Let t(§) =t be the period associated to & = (t,5¢, s) and let £~ be its (unique)
predecessor, that is, £~ < € and ¢(§7) = t(£) — 1. Now, we denote the set of immediate successors
of Eby &M i={peD: u=¢ t(p) =t&) +1}. Finally, let D(E) = {pn € D : u > &} be the set of
successors of &, and Dr(§) :== {u € D(&) : t(p) < (&) + T}

Demographic structure and physical markets. Letting I be the set of agents in the economy,
the set of nodes at which an agent i € I can trade is denoted by D? ¢ D. Thus, we allow lifetime
durations to be affected by uncertainty. Note that, the traditional overlapping generations model
and the infinitely-lived households model can be obtained as particular cases of our demographic
structure.

Let 1(¢) := {i € I : £ € D'} be the non-empty set of agents who are alive at node £ € D. We
suppose that the number of agents who are alive at &, n(¢) := #1(€), is finite. When the set D? is
finite, agent 4 is said to be finitely-lived. Otherwise, agent 7 will have at least one infinite-life path
through the event-tree.

Without loss of generality, we assume that agents do not exit the economy at a given node and
reappear afterward on the markets. That is, for each i € I, D(u) N D' =0, Yu € D\ D"

At each node, there is a finite ordered set, GG, of physical goods that are traded on spot markets
by the alive consumers. Let p = (p(§); £ € D) be the commodity price process, where p(§) =
(p(€,9); g € G) € RS \ {0} denotes the spot price of commodities at &.

Each agent i has an endowment process w' := (w'(&,g), (9,€) € G x D) € RﬁXDi and chooses
a consumption plan z? := (xi(g); e Di) € REXDi, where z%(£) € Rf denotes the consumption
bundle at node . A plan 2 gives a utility level U?(2?), where U? : R§*" " R, U{+0o} represents
agent 1’s preferences over physical consumptions.

Commodities may be durable and suffer depreciation. The depreciation structure is given by a
collection of non-zero G x G matrices, (Ye; £ € D), with non-negative entries. So, when agent 7 uses
the services of a bundle x € Rf at & € D', he receives, at each immediate successor pu € £T N D?,
a bundle Y}, z. To simplify notations, agent i’s accumulated endowment up to node § € D' will be

denoted by W#(&) := w'(£) + YeWH (™), with Wi(£7) =0 for £~ ¢ D,

Financial markets. At each £ € D, there is a finite ordered set, J(§), of one—period real assets,
available for inter-temporal transaction and insurance. As in Dubey, Geanakoplos and Zame (1995)
and Geanakoplos and Zame (2002), assets are subject to default and backed by physical collateral

requirements.

4We consider one—period assets for ease of notations. In the presence of collateral requirements, equilibrium
existence can be proved even with long-lived assets. Such a financial structure, in a model with infinitely-lived

agents, was studied by Araujo, Pdscoa and Torres-Martinez (2005).
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More precisely, an asset j € J() is characterized by a vector of real promises A(y, j) € RS, at
each p € €+, and by a vector of unitary collateral requirements C(¢, ) € R, which is held and
consumed by the borrowers, for each unit of asset j that they sold at &.

Let ¢ = (¢(€); £ € D) e [] Ri(g) be the financial price process, where ¢(§) = (¢(&,J); 7 € J(§))

£eD
denotes the asset price vector at £. The set of state-contingent assets in the economy is denoted by

D(J)={(&j): £€€D, je (&)}

As there are no extra economic default penalties and the unique enforcement in case of default
is the seizure of the constituted collateral, a seller i of one unit of j € J(£) at & € D?, pays at each
immediate successor p € £t N D?, the minimum between the depreciated value of the collateral and
the original promises; R, ;(p()) := min {p(p)A(p, ), p(n)Y, C(&, 5)}.°

Since promises are backed by physical collateral, agent i is allowed to sell assets at any node of
his life span. As will be explained more precisely hereafter, given & € D?, we suppose that, at each
w € 1\ D, the market seizes agent i’s estate, pays the commitments made at ¢ and delivers the
remained value of wealth to individuals who have testamentary or inheritance rights over agent ¢’s
estate.

On the other hand, although financial transactions are anonymous, each lender knows that the
market will enforce contracts even when borrowers pass away. In addition, we assume that each
lender believes that (i) borrowers are rational and are aware of the market rules in case of default,
(ii) all agents in the economy have monotonic preferences. Thus, each buyer ¢ of one unit of asset
J € J(&), expects to receive, at each p € &1, the amount R, ;(p(u)).

Let us denote by (&) = (0(¢,7); j € J(€)) and by ¢ (€) = (¢*(&,5); 7 € J(£)), respectively, the
long and short positions of agent i at £ € D’. When agent i chooses a financial process (0, %) :=
((Gi(f),goi(f)); e Di), he pays (or receives), at each £ € D?, an amount ¢(&) (Gi(f) — cpi(f)); and
expects to receive (or delivers), at any u € £ N D7, the effective payment Ry, (p(1)) (6°(£) — ¢*(€)),
where R, (p(p)) := (R, (p(1)); 5 € J()). Moreover, the consumption allocation chosen by agent 4

satisfies the collateral constraint: z°(£) > > C(&,5)¢'(&, 7).
jeJ (&)

Bequests. In our model, agents can prevent the disappearance of their terminal physical and
financial allocations from the economy through intergenerational transfers. Thus, individuals can
devolve their properties and assets upon other agents through a will. In such a testament, an agent

chooses bequests that other agents will receive when he passes away.

5Note that, for simplicity, collateral repossession is the only enforcement mechanism in case of default. However,
without technical problems, linear utility penalties for default, as in Dubey, Geanakoplos and Shubik (2005), can be
added to our model when agents are finitely—lived. When some agent has at least one infinite-life path, the presence
of utility penalties may lead to Ponzi schemes. However, the introduction of upper bounds on the penalty coefficient

would assure the existence of equilibrium (see Pascoa and Seghir (2006)).
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Formally, for each i € I(£), let I_;(£) := I(£) \ {i}. Define by D* , = {£ € D : I_;(€) # 0} the
subset of D? in which there is at least one alive agent to be beneficiary of agent i’s bequests. Also,
let D' := {£ € D' : ¢7\ D # 0} be the set of nodes in which agent i has a positive probability to
pass away in the next period.

We suppose that there is a set ﬁi c D'nDi,

; in which agent ¢ has a bequest motive that

incites him to write a will in order to predetermine the distribution of his estate in case of death.
Furthermore, at any node in D' \Ei, the inheritance laws, defined below, will be applied in order
to distribute agent i’s estate, in case of death in the next period. Thus, due to lifetime uncertainty,
an agent ¢ can leave accidental bequests as he may accumulate savings up to a node £ € D' \ﬁi in
order to improve his future consumption.

The amount and the distribution of bequests among the beneficiaries may positively affect agents’
preferences, as will be detailed at the end of this section. Thus, unlike classical overlapping genera-
tions models, agents may be interested in buying assets at their terminal nodes.

We suppose that each agent ¢ chooses, at each £ € EL the rights over his future estate writing a
will b} == (b*(p); p € €7\ D?), where b* (1) € Ri’i(g) represents the nominal bequests that individuals
in I_;(&) will receive from agent i at u € ¢+ \ D%

Note that wills take into account future contingencies. Moreover, at each & € 5i, agent 1
determines testamentary rights only among agents who are alive at this node, since he does not
know the demographic structure at the successors p € £\ D%

On the other hand, as pointed out earlier, we assume that (i) markets can enforce contracts
even when borrowers pass away, and (ii) markets secure that lenders are paid back before the
distribution of the testamentary rights among the beneficiaries. Moreover, the market will try to
honor the original contracts that lenders has subscribed, maximizing simultaneously the value of
the wealth delivered to the beneficiaries of testamentary rights. Therefore, as the physical estate
includes the depreciated value of collateral requirements, lenders will receive their entire expected
returns.

Therefore, given a price process p and an allocation (%, 6%, %), the value of agent i’s estate at

p € EF\ DY) after the payments of the debts induced by his sales at ¢ € bi, is given by:

en (p, (2°,07,0) == p(p)Yuz'(€) + Ru(p(p) (0°(€) — ¢'(€)) -

The first term of the right-hand side of the previous equality represents the depreciated value of
agent i’s consumption that served as collateral or not. The second term represents the net returns
of his portfolios.

Now, to make wealth transfers consistent with the amount of estate, we suppose that when agent

i writes a will at € € D, the bequests bi(u) = (bi(u);k € I_;(€)), with p € €7\ D, satisfy the
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following conditions:
(1) Yoot < eu(p (,6°,¢Y),
kel_; (&)

(2) 0‘;@(5) €u (p7 (Ii70i,<pi)) < b?c(:u)v vk € I_i(f),

where b (1) denotes the amount of wealth that agent k& will receive, if he is alive, at node p and
at (€) € [0,1] represents the forced shares or legitime, that is, the portion of his estate from which
agent i cannot disinherit agent k.6 Inequality (1) states that the total bequest made by an agent
cannot exceed his estate. Inequality (2) conveys that the bequest that an agent k receives from

agent ¢ is greater than or equal to the minimal amount guaranteed by the forced shares.

As mentioned above, agents’ preferences may be positively affected through their bequest motives,
which reflect their altruism toward their descendants. More precisely, the objective function of agent
i includes a function G* : IT RS_ﬁ\Dl)XLi(f) — R4 U {+o0}, such that, given a commodity price

¢eD;
process p, if he chooses a plan (¢, 6%, ©*) and writes wills b* := ( é;f € 51), he receives utility gains
given by:

(V') P

G <;u€€+\Dz7£ €D, |,
p(p)o(p) .

where v(p) := (U(M, 9), g€ G) € Rf 1, which is exogenously given, allows us to transform nominal

bequests into real terms.

Inheritance laws. Given £ € ﬁi, agent i’s intestate estate at a node p € 7\ D' is defined as the
amount of his estate that was not distributed after the payments of his debts and the delivery of

his testamentary rights, i.e.

en (p, (27,0°,¢%)) it¢eD'\D};

e (P (#.00,97) — X bi(w). ifeeD.
KEI(NT—(€)

i (b (&, 661, 17) =

More precisely, if agent ¢ does not make a will at the predecessor node &, his intestate estate at
w € 1\ D is equal to the depreciated value of his wealth. Nevertheless, when agent i writes a will
at &, his intestate estate is equal to his depreciated wealth net of the bequests that alive beneficiaries
receive.

In order to avoid the disappearance of these resources from the economy and to protect agents

from their (selfish) parents, we introduce a structure of inheritance laws. Formally, for each i € T,

6In civil and Roman law, the legitime, or forced share, of a decedent’s estate is that portion of the estate from
which he cannot disinherit his children or his wife, for instance, without sufficient legal cause. The word comes from
French héritier légitime, meaning rightful heir. Some countries adopt this system to protect the inherence of the

legitime wife.
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the civil law jurisdictions on inheritance determine the rights that agents k € I(u) have over agent
i’s intestate estate at each p € €7\ D?, where & € D'. These rights are given by a vector of shares
(ﬂ,i(p); ke I(,u)) € A7 Thus, at each p € ¢\ D, the set, {k € I(n) : Bi(u) > 0}, of agent

1’s heirs is nonempty.

Donations. We allow agents to make intra-generational transfers through donations. An individual
can make gifts either for altruistic motives or to disinherit agents who will have, by law, rights over
his estate when he dies.

Each agent i could be interested in making donations at nodes £ € D!, and has utility gains
only when these transfers are received by agents in a set I*,(¢) C I_;(§). In this way, we do not
exclude agents who are uninterested in making donations, as some of the sets (I*,(¢); £ € D' ) may
be empty. In order to simplify notations we define I*(£) as the empty set for nodes in D*\ D% ,.

In order to avoid that an individual receives back his donations through a chain of wealth transfers;
we assume that, at each £ € D and for each n € N, given a chain (i1, ...,i,) € I(&)™

ifi; e I*, (£), Vje{l,...,n—1}, then iy # i,.

—ij+1

Note that, the condition above is introduced to bound the amount of donations in equilibrium.

Now, when I*,(£) # 0, agent i can transfer his wealth to other individuals choosing a vector of
nominal donations d*(€) := (di.(£); k € I*,(€)) € Rfi(g), where di (£) denotes the wealth that agent
k receives from agent i at &. Let d' := (di(f); Ee D, I*,(¢) # (Z]) be the agent i’s donation plan.

Agent i’s gains from donations are measured by a function

{¢eDt, I* ,(§)#0}

in such a form that, given a commodity price process p, his objective function, which depends on his

consumption plan and bequest motive, also includes a term F* (p(‘g(f()f);g € DI, I*,(¢) # @), that

depends on the real amount of transfers.

Although each alive agent may know the identity of the other agents in the markets, individual
allocations are anonymous. Therefore, agents are unaware of the donations they may receive, as well
as their rights over the estate of deceased agents and the value of the associated intestate estate.
For this reason, we need to introduce variables representing the expected nominal transfers that

agents anticipate to receive.

n
"The simplex A" := {z = (21,...,2n) € RY @ Y oz =1}
i=1
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More precisely, we suppose that each individual i € I takes as given, at each £ € D?, an anonymous
nominal transfer s'(&) € Ry, representing the amount of wealth that he expects to receive as dona-
tions or as inheritances through wills or via civil law jurisdictions. This variable will be determined

endogenously in equilibrium. Agent i’s vector of nominal transfers is denoted by s' := (s*(£); € € D?).

Before defining the budget sets and the equilibrium of our model, let us denote agent ¢’s set of

admissible plans by I'?, and the space of prices by P.®

Definition 1. Given prices and anonymous nominal transfers (p, q, si) ePx Rfi, the budget set,
Bi(p,q,s%), of an agent i € I, is the set of plans (x%,6°, ', d*,b") € T'* that satisfy the following
constraints:
e At each initial node ¢ € D' := {n €D\ {&} i ¢ Di} u ({fo} N Di>,
p(©)z'(€) +a(©) () = '(€) + D di(&) <pOw' () +5'();
kel* (€)
e At each ¢ € D'\ D',

Pz (&) +q(&) (') — "))+ > di(9)

kel* (€)
<) (w'(€) + Yea'(€7)) + 5°(€) + Re(p(€)) (0(€7) = ¢'(€7)) 5
e At each ¢ € D7,
)= Y CE N & )

JeJ (&)
e Given € € bi, for each pu € €\ D,
Yo b < eu(p (28,05,9Y)),
kel_;(&)

ap(©eu (p, (2",60°,¢") < bilw), k€ I1(9).

Definition 2. An equilibrium of our economy is given by a plan of prices and anonymous transfers

[(P,7); (5")ic1], jointly with allocations <fi,§i,¢i,ﬁi,#) , in ' := [] I'* such that:

1€ i€l
81t follows from the previous definitions that,
i _ OxD’ J(&) J(€) 1X;(8) (EP\D?)xI_;(8)
=R x I Ry x [ RS x 11 RV x [T R :
¢eDt éeD? {¢eDi: I*,(6)#0} Eeﬁi

In addition, P:= [] (R \ {0}) x RE(J)'

£eD
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—1

(i) For each i € I, the allocation (7,0

Vi (T% ($i7di7bi)> = U (") +F? (p(dgl)(f()g)

over the plans (2%, 6%, ¢%, d*, b') € B'(p,q,5").

@i,gz,gz) maximizes the objective function,

b (1)

;Ee DY I, (6) # ®>+Gi (p(u)v(u)

;u65+\D",€eDi),

(ii) In financial and physical markets, the aggregate demand must be equal to the aggregate supply,
node by node. That is, for each £ € D,

Y 0©= > 7, DTO= D WO+ Y YT(E)

i€1(8) i€I(8) i€1(8) i€I(8) i€l(€7)

where I(¢5) = 0.

(iii) For each agent i € I, and at each & € D?, expected anonymous transfers must match the
effective transfers that he receives. That is,

o= > der X RO+ ¥ sedE e e).

{kel(§): ie I, ()} {keI(e-)\I(¢):6-€D"} keI(€=)\I(&)

Note that we focus on default and bequest to stress an important role that collateralized assets
play when lifetimes are uncertain in a rational expectation setting, where agents perfectly foresee
prices and monetary transfers. On one hand, when economies are stationary, this hypothesis is not
too demanding, as each agent can, through past experience, develop a reliable intuition and form
correct expectations about these endogenous variables. On the other hand, in the non-stationary
case, which is allowed in our framework, the perfect foresight assumption appears as restrictive, at
least from an intuitive point of view. In a critical approach to rational expectations, Daher, Martins
da Rocha, Pdscoa and Vailakis (2006) prove that, when default is penalized through collateral
repossession and utility penalties, solvency problems associated to temporary equilibrium models
disappear, without restricting agents’ believes about future variables. It follows from this result that,
in two—period models, when assets are collateralized, it is not necessary to assume that individuals
perfectly foresee future variables. Future research in the direction of Daher, Martins da Rocha,
Péscoa and Vailakis (2006) might lead to a refinement of the perfect foresight assumption in OLG

models, particulary, when assets are collateralized and lifetimes are uncertain.

3. EQUILIBRIUM EXISTENCE

Our first result assures the existence of an equilibrium when all agents are finitely—lived. It

extends the classical equilibrium existence results in Overlapping Generations models to allow for
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stochastic lifetimes, wealth transfers, default and, fundamentally, the access to credit markets at all

states of the life span.?

Theorem 1. Suppose that all agents are finitely—lived and that:

[A1] For each agent i and for each & € D*, the accumulated endowments W*(&) € ]R%_. The forced-

shares satisfy Y. ai(u) <1, Vp € 5i, Viel.
kel _;(p)

[A2] For each (§,n) € D x N, if (ir,...,in) € I(§)" satisfies i; € I*; (€), for each j €
{1,...,n— 1}, then iy # in;

[A3] For each & € D, unitary collateral requirements C(&,j) # 0, for all j € J(&);

[A4] For each agent i € I, functions U, F* and G* have finite values, are concave and continuous
in all variables. Moreover, the function U’ is strictly increasing in all variables and the function G*

is nondecreasing.

Then, there is an equilibrium.

Proof. See Appendix A.

The first assumption is required to guarantee that budget-set correspondences are lower hemi-

continuous.'® Assumption [A2] rules out donation cycles and hypothesis [A3] assures that short

9The existing literature of OLG models in General Equilibrium Theory assumes that: (i) default is not allowed,
(ii) lifetimes do not depend on the states of the nature and (iii) agents cannot have access to the financial markets at
the last period of their lifetime. Under these conditions, Florenzano, Gourdel and Pascoa (2001) show the equilibrium
existence with perishable goods and real assets. Therefore, they had to impose, a priori, bounds on the short—sales.
Recently, Seghir (2006) proves the existence of equilibrium for an OLG model with numeraire assets and perishable

goods.

10T he requirement on forced shares made in Assumption [A1] can be relaxed to: > ai(p) <1,foreachie ]
kel_;(p)

and for any u € 51. Note that, in this case, agent ¢ cannot make any choice on his bequests at the nodes p in which

> at(u) =1, because he is constrained to choose bequests bi () = ol (u)ef] (p, (2%, 0%, %)), where n € ut \ D?
kel_;(n)
and k € I_;(p). However, we can (i) redefine agent’ 7 budget set, avoiding bequests at node p as variables that can

be chosen by agent 4, and (ii) redefine agent i’s objective function taking into account this change, i.e. replacing
bi (n) by a}; (u)ef] (p, (z%, 0%, p?)). With these changes we can apply the same technique that we will develop to prove
equilibrium when forced shares do not exhaust the entire agents estate.

Now, legal systems usually allow agents to have a free percentage of their estate, that can be allocated to any

individual that is alive, at the moment in which bequests are determined. Thus, to shorten notations, avoiding



A. SEGHIR AND J.P. TORRES-MARTINEZ / WEALTH TRANSFERS AND COLLATERAL 12

sales will be bounded in equilibrium, as physical resources are scarce. Finally, Assumption [A4] is

required to assure that consumers’ maximization problems have a solution.

Given a set A, let (P(R4) = {z = (z(a);a € A) e R} : Igleajcx(a) < +o0}. We refer to an element
z in £ (R*) as a bounded plan.

Our next result shows that, when agents have at least one infinite-life path through the event—
tree, Ponzi schemes can be ruled out in our economy, without need to impose any exogenous debt
constraint. In particular, we extend the equilibrium existence result of Araujo, Pascoa and Torres-

Martinez (2002) to a model with uncertain lifetimes and wealth transfers.

Theorem 2. Suppose that Assumptions [A1]-[AS] hold and that,

[A5] The sequence (n(f), SOWEHE), S C({,j)) belongs to (3°(RP x RP*Y x RP*C).
i€l() JEJ(E)

D
There is v > 0 such that, for each (§,9) € D x G, v(, g) > v.

[A6] For each i € I, the utility function U* : REXDi — Ry U{+oo} is separable in time and states
of nature, in the sense that,
Ul(a') = ) u'(6,2'(€)),
£eD?
where u'(€,-) : Rf — Ry s continuous, strictly increasing and concave. Moreover, for each plan

zt € ff(RGXDi), the associated utility, U'(z?), is finite.

[AT7] For each i€ I,

(O o 2 (e 4
P (gu €< 0 T #9) o ! (¢ i)

} I, . . ‘ , )
where f*(&,-) : Ry © _, R, is continuous, non-decreasing and concave. Moreover, F' has a finite

value at any bounded plan.

[A8] For each agent i,

G ((bi(“);ueé“*\Di,ﬁeDi) => ¢ (5’ <(bi(ﬂ);“€§+\Di>>’

i) 2 Gt

redefinitions of budget sets and objective functions, we will maintain along the paper the restriction on forced shares

given by Assumption [Al].
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i C(EN\DY)xI_i(&) ‘ . ‘ iy ‘
where g*(&,-) : Ry — Ry is continuous, non-decreasing and concave. In addition, gains

from bequest are finite at any bounded plan.

Then, there is an equilibrium.

Proof. See Appendix B.

Remark 1. Non-arbitrage conditions and Ponzi schemes.

When promises are backed by physical collateral, short—sales are endogenously bounded, node
by node, and this is sufficient to assure equilibrium existence when agents are finitely—lived.

Nevertheless, when agents are infinitely-lived, they could enter into Ponzi schemes by increasing
sequentially their loans and postponing ad-eternum the payment of their debts. However, as in
Araujo, Pédscoa and Torres-Martinez (2002), the “haircut”, p(£)C(&,5) — q(€,7), will be strictly
positive for each (¢, 5).!' Thus, given prices (p, ¢) and nominal transfers (s%);cs, each market feasible
allocation (z°, 0%, ', d*, b');c; satisfies:

a(©)'(€) <p&) D, CEN ' (&) <pE) D, 2'(8).
JEJI(€) i€l(§)

Therefore, under Assumption [A5] there is W = (W(g);g € G) € RY, such that, any market
feasible allocation satisfies the following endogenous debt constraint:

q(&)¥'(§) =
S conltg) S eV

which rules out schemes consisting of a sequential increase, ad infinitum, of the debt without repay-

ment.

4. ON BEQUEST AND WILLS

In this section, we give some simple examples of bequest functions that allow us to find optimal
testamentary transfers as a function of the amount of agents’ estate.
We will use the following property to find optimal bequests: Given equilibrium prices and nominal

transfers (p,q,3'), an allocation (Ei,é’,a‘,aﬁﬁ) € I'? is optimal for agent i only if:

— .
¢ (LW eer\piceDl] > ¢ (LW e\ piceDl),
p(p)v(p) p(p)v(p)
Hip fact, the returns of the joint financial operation of short-selling an asset and constituting the required collateral
are non-negative, since borrowers will pay (or the market will deliver to lenders) only the minimum between the value
of the depreciated collateral and the value of the debt. Therefore, as borrowers hold and consume the collateral

bundles, individual optimality assures that p(§)C(¢,5) —q(&,j) > 0, for each (§,5) € D(J) (see Lemma 2 in Appendix
A).
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. + i i oy L
for all vectors b* € ] Rgf \D!)xI-4(6) such that, for each € € D, and p € £+ \ D':

¢eD,

S b < e(p(7.0.9)),
)

kel_;(&

ai(é)eu(@(fﬁi,@i)) < (), ke I_(6).

In order to simplify the examples below, we suppose that agent i is not forced by law to deliver a
minimum percentage of his wealth to another agent (i.e.: af(§) =0 for all k € I_;(§) and £ € ﬁi).

Moreover, agent i’s objective function is given by:

B V) - X OO S s (e

geD? {€eD: 1%, (£)#0}

+ > BN (€)gt (p(bl)(ﬂ);u eet \Di) 7

~ v(p)
EGD*

where 3 € (0,1) is a discount factor, p'(¢) € (0,1) and n(&) = p*(€) — > p'(u). Also, agent
peEtND
i expects to be alive at ¢ with probability p?(¢). Thus, the parameter n'(¢) € (0,1) represents the

probability of reaching node £ € D' and passing away in the next period. We suppose that p?(¢) = 1,
for each € € D',
p€) =D p'(n), ¥&e€D'\D',  and P& > D pl(n), VEeD.
pegt pnegt
Example 1. For each £ € Ei, fix an agent k(&) € I1_;(§) and a scalar A(§) > 0. If bequest functions
are given by:

i b (1) . + i\ .
g§<p(u)v(u)’uEg \D)' 2

pnegt\D?

l2 min {A(f), LC(&) (w) } + min 7% (1) ,
p(p)o(p) [ {ker_i(©):k#k©)) p(u)v(p)
then, equilibrium bequests depend on the value of the future estate.
In fact, given £ € ﬁi, at the nodes p € £\ D' in which the real value of his estate is less
than or equal to A(€), agent i bequeaths all of his estate to agent k(£). On the other hand, when
the real value of agent i’s estate is greater than A(€) at p, agent k(&) receives, if alive, a real

bequest equal to A(), while the other individuals are entitled to receive the same real transfer,

1 eu(p,(z',0%,0"))
AT ( e A(’f))'

The following examples show that, when bequest functions take into account only the distribution

of wealth, optimal amounts of bequest can be found as fized shares of agents’ estate.
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Example 2. For each £ € ﬁi, let us fix a vector w(§) = (w(&,k);k € I_;(€)) € Ri’i(f)) \ {0}. Let
A& ={k e I_;(&) :m(& k) >0} and consider the following bequest function:

i VW) ey i) S bj, (1)
% (p(u)v(u)’ue5 \D)' M&;Di S OB S

Then, in equilibrium, agent i writes a will that gives to agent k € A(E), at any node p € £+ \ D,

the following share of his estate:

1
Cowlek) Y wE k)T

k' eA(E)

ay (€)

In this case, the total intestate estate, at p € £\ D', is equal to a > al (€) percent of the
o REAON ()
estate value, e, (p, (x*,0°,¢")). In the particular case in which, for all pairs (k, k") € A(&) x A(E),

m(&, k) =7w(&, k), all agents in I(pn) NA(E) receive, as testamentary rights at node u, the same per-
centage, m, of agent i’s estate. In this case, the intestate estate at p is equal to (1 — %W)

percent of agent i’s wealth at .

Example 3. With the notations of the previous example, consider the following bequest function:

gé<p()(u);ue£+\l71> =2 Zﬂ(é}k)ﬂ

1w () e oDt hoRtE) p()v ()

Then, an agent k € A(€) will receive a bequest from agent i, at p € £\ D, only if ©(&,k) = (),
where T(§) = krélg()é)ﬂ(g,k). In addition, when agent i write a will, he is indifferent between all
distributions of his estate among the agents k € A(E) for which w(&, k) = 7(E). Thus, if there is a
unique agent k € A(€) such that w(&, k) = T(£), the whole estate of i is received by k, at the nodes

w € &\ D in which k is alive.

5. ABOUT THE EQUILIBRIUM LEVEL OF DONATIONS

In this section, we briefly comment on the optimality of the equilibrium level of donations. To
simplify our analysis, we assume that the objective functions have the functional form given by
equation (3) and that the functions fg are concave and continuous. In addition, as in Theorem
2, the functions (u’;i € I) are supposed to be continuous, concave and strictly increasing in all

variables.
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In equilibrium, the optimality of agent i’s allocation assures that, for each node £ € D?, with
I*,(€) # 0, there is a strictly positive Kuhn-Tucker multiplier ~{ and super-gradients'?

(u'(5,€), f'(i,€)) € 9u'(T(€)) x Of¢ (zaé)(fgf)) ’

such that:

i B @p(6)

7P(€) = B @p(&)'(i,€)  and Ve di(§) = HE0(E) =P, d(6), e 17,9,

where f'(,8) = (f,.(4,8); k € I*,(£)).

Thus, when agent i makes donations to k (i.e. 32(5) > 0), we have that f;(,§) # 0, as the
functions u’ are strictly monotonic. Furthermore, if we suppose that Ei(f) > 0 and that fg is
differentiable on the interior of its domain, then there is always a vector di(£) > 0 such that
f€ ( 5)u(§)> < f£ (p(dg f()&)). In fact, differentiability assures that Vfg (55)(1)5()5)) = f'(i,&) #0.

Therefore, as a consequence of the tradeoff between consumption and altruism, although individ-

ual plans, (Ei,gi,ﬁﬂi), are (globally) optimal, the equilibrium level of donations can be, in many

cases, sub-optimal.

6. A FINAL REMARK ON ALTRUISTIC BEHAVIOR

In our model, agents may care about their descendants and, therefore, they may be interested in
accumulating wealth in order to leave bequests to their offsprings. On the other hand, an individual
who cares about his parents could make donations to them during his lifetime. Of course, when
receiving bequests, descendants do not have any incentive to pay ancestors’ debts. In fact, it is not
realistic, from a pure economic point of view, to assume that descendants are urged to pay the debts
of their antecedents.

However, non-economic motives may lead to altruism toward ancestors. In this case, when
receiving bequests, agents may be interested in paying more than the minimum between the value
of the depreciated collateral and their antecedents’ debt.

If ancestors do not perfectly foresee the attitude of their descendants, the collateral cost will still
be greater than the asset price. Thus, short sales will be bounded and, even when agents have at

least one infinite-life path through the event—tree, Ponzi schemes are ruled out.

12Given a concave function u : R} — Ry, the super-differential of u at x € R} is defined by:
Ou(z) ={p € R" s u(y) —u(z) <p(y —z), Yy €eR}}.

Any element of the super-differential set is called a super-gradient of u at . When the function w is differentiable at

z, we have that du(z) = {Vu(z)}.
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Nevertheless, if agents perfectly foresee that their descendants have incentives to pay more than
the minimum between the value of the original promise and the value of the depreciated collateral,
then, unlike our model, loans may be greater than collateral costs (as the joint operation of selling
an asset and constituting the required collateral will no longer have nonnegative returns). In such a
case, individuals’ degree of altruism toward their ancestors may act as utility penalties for default,
and infinitely—lived agents may end up doing Ponzi schemes. In fact, in a recent work, Pascoa
and Seghir (2006) show that Ponzi schemes become possible in the presence of collateral and harsh
utility penalties, as borrowers may pay more than the value of the depreciated collateral and the
value of their debt.

However, in a model with collateralized assets, in which each agent perfectly foresees the altru-
istic behavior that his descendants have toward him when he passes away, equilibrium may still
exist. Indeed, by analogy with the results of Pédscoa and Seghir (2006), we presume that, for an
equilibrium to exist, it is sufficient that some (infinitely-lived) agents are not too altruistic toward

their antecedents, but the existence argument will have to be carefully redone.

APPENDIX A. PROOF OF THEOREM 1.

Theorem 1 will be proved using a generalized game approach.

Without loss of generality, we assume that, at each £ € D, if J(§) # 0, then for each j € J(),
there is at least one node p € ¢F such that min{||A(y, 7)||s ; |Y.C(&, )]s} > 0.3

Now, given a vector z = (z1,...,2m) € R™, with m > 1, we will denote by |2|lmax =
re{?ﬁ%m} |z, the max-norm of z. The norm of the sum will be denoted by ||z||s := é: |2

The following lemma provides a characterization of agents in terms of their donation motives and

will be used to prove that individual allocations and prices are bounded in equilibrium.

Lemma 1. Under Assumption [A2], for each node § € D,

n(§)

1(¢) = LAIT(&L
where the collection of disjoint sets {I"(£) : 1 < r_< n(&)} is defined, recursively, via,
I'E) = {iel(§) ¢ I"y(6), Vk € Ii()}
I = {2 €I¢):iel’ (&) =ke | F’(g)}\ U r©, w>1

r’'<r r'<r

131n fact, otherwise, independently of the value of commodity prices, asset j delivers no payments at equilibrium,
and therefore, either g(&,5) = 0 or 7 (&,74) = 0, for each ¢ € I(£). Thus, such an asset can be eliminated from the

economy, without changing the space of financial transfers.
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Moreover, the set, I'(€), of agents who do not receive donations at & (independently of the price

level), is non-empty.

n(&)
Proof. By definition |J I"(¢) C I(§). Thus, let us suppose that there is 41 € I(§) such that iy ¢
r=1

nL(j) I7(€). Since iy ¢ I1(€), the set of agents i € I_;, (£), with i; € I*;(£), is non-empty. Moreover,
E}:u;re is an agent iy € I_; (€) who satisfies both iy € I*; (§) and iy ¢ I'(£), since otherwise,
iy € I?(€), which leads to a contradiction.

It follows that the set of agents i € I_;,(&) for which i € I*,(€) is also non-empty. Therefore,
by analogous arguments, there is i3 € I_;,(£) such that both iy € I*; (§) and i3 ¢ I'(£). Moreover,
by Assumption [A2], i3 & {i1,i2}.

With this process, we can construct a family {41, ..., %, )41} with n(§) + 1 different agents that

satisfies i; € I*; (), for each j, but this contradicts Assumption [A2], since #I(£) = n(¢).
/ n(&)
Finally, by construction, if I"(£) # 0, then I" (£) # 0, for each ' < r. Therefore, as |J I"(§) =

r=1

1(&) # 0, we conclude that I'(€) is a non-empty set.

The following lemma assures that individual allocations and prices are bounded in equilibrium.

Lemma 2. Under assumptions [A3] and [A4], for each & € D, thereis a vector (m(§), (&), M (§)) >

0 such that given an equilibrium [(p, Q); (3Yier; (Ei,gi,ﬁ, 3i,5i> ‘ J in which prices ||(p(€),q(¢))||s =
1€

1, at each £ € D, we have:

(a) p(&)lls > m(E).

(b) For each agenti € 1(€),
(c) For eachi € I(£), 3 (€) < M(€).

< Q(§).

max

7(€).7(€).d©).5)|

Proof. The arguments are similar to those made in Araujo, Pdscoa and Torres-Martinez (2002)
(Lemma 1, pp. 1621). Indeed, the joint operation of short selling an asset and purchasing the
associated collateral yields to nonnegative returns. So, it follows from Assumption [A4] that the
financial haircut, p(§)C(&,7) —q(&,7), is strictly positive, for each j € J(§) (see Proposition 1, pp.
1624, in Araujo, Pascoa and Torres-Martinez (2002)).

On the other hand, as prices (p(£),q(€)) are in the simplex, we have that:

Y. BEOCEN > Y ) =1-[pE)lls.

J€JI(E) JEJI(E)

For each node & € D, let us define C(¢) = max > C(&,4,9) > 0. Then, it follows from the
9EE je(©)

previous arguments that ||p(§)]|s > m(§) == 1+15(€)’ V¢ e D.
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Moreover, as the feasibility conditions in item (ii) of Definition 2 hold, individual consumption
bundles are bounded, node by node, by the aggregate resources. Thus, Assumption [A3] and
collateral constraints guarantee that agents’ short-sales are bounded, node by node. Long positions
are bounded too, due to financial market feasibility in equilibrium. So, budgetary constraints and
physical-financial feasibility conditions assure that bequests are bounded, node by node, as prices
((6),9(€)) € A#GT#IE),

It follows that, at each ¢ € D, nominal transfers received by agents in I'(¢) are bounded. In fact,
these agents do not receive donations from other individuals, bequests are bounded and feasibility
condition (iii) of Definition 2 holds. Thus, nominal donations made by agents in I'(¢) are also
bounded, as p(§)C(&,5) — (&, 7) > 0.

Using recursive arguments, one can easily show that: (i) the nominal transfers received by agents
in I"(§), r > 1, are bounded, because donations made by the agents in /U I (€) have an upper
bound; (ii) donations made by agents in I"(£), r > 1 are bounded, as price; ;rTe in the simplex (their
nominal transfers were previously bounded and p(€)C(&, j) — (€, 7) > 0).

Therefore, for each £ € D, there exist Q(£) > 0, such that, for any i € I(¢),

|(7©.7©.7'©.3©.5),

< Q(¢)-

Now, for each £n € D, there exists M (n) > 0 such that, for each [(p, Q); (s%)ier; (24,607, ", d', bi)iel} €
P x I', satisfying
(&), a@))lls = 1, VEeD;

1(2"(€), 0°(€), " (€), d"(€), bg) lmax < Q(E), VE€ D', Viel;

we have:
> d; (n)+ > B+ Y. BEm)TE (b (aF, 08, 08 b)) < M(n).
{kel(n): i€l (m} {keI(n=)\I(n):n—€D’} keI(n=)\I(n)

Therefore, feasibility condition (iii) of Definition 2 implies that 5°(n) < M (n), for each i € I(n). O

THE GAME G. In order to prove the equilibrium existence, we introduce a game and we show that
(i) this game always has a (pure strategy) Cournot-Nash equilibrium and (ii) each Cournot-Nash
equilibrium is an equilibrium for our economy.

The generalized game G that we consider is characterized by:

o A set of players. There is a countable set of players constituted by:
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(i) The set of agents, ¢ € I, of the original economy,
(ii) A player h(£) for each node £ € D,
(iii) A player h(i,&) for each pair (i,&) € I(D) := {(k,n) € I x D : n € D¥}.

To shorten notations below, we denote the set of players by H = TUH (D) U H (I(D)), where the
set H(D) :={h(§) : £ € D} and H(I(D)) := {h(3,¢) : (1,€) € I(D)}.

e Strategies.

(i) For each player h € I, the set of strategies, fh, is given by the collection of plans

(2"(£),0™(€), " (), d"(€), b )¢ep: €T"
such that [[(z"(€),0"(€), ©"(£),d"(€), b) [ max < Q(), for each & € D

(i) For h = h(€), T" = {(p(€), a(€)) € A#CTHIO ; |p(&)]s; = m(€)}.
(iii) If h = A(i, €), then T = {si(€) € Ry : si(€) < M(€)}.

For simplicity, let n" = (2", 6", ", d", b") € T bea generic vector of strategies for a player h € I
and 7 := (n"; h € I) a plan of strategies for the agents in I. Moreover, (p, q) := ((p(£),q(£)); € € D)
will denote a generic plan of strategies for the players h € H(D) and s := (s'(£);(¢,i) € I(D)) a
plan of strategies for the players h € H(I(D)).

Finally, let T = [] fh be the space of strategies of the game G, in which a generic element is

heH
denoted by (p,q, s,n).

o Admissible strategies. The strategies that can be effectively chosen for a player h € H may de-

pend on the actions taken by the other agents, through a correspondence of admissible strategies
- —h — — -
®":T_j, - T ,wherel'_, = J] T'" . Thus, denoting by (p,q,s,n)_ a generic element of I'_y,
h'#h
we suppose that:

() If h =i € I, ®"[(p,q,5,1m)_n] = C"(p,q,s"), where C"(p,q,s") denotes the set of strategies

—h
n" € T" that satisfy the budget set restrictions at nodes & € D", at prices (p, ), given the nominal
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transfers s* := (s'(£); ¢ € D) chosen by the players h(i,£), with £ € D?.

(ii) It h € H(D) U H(I(D)), ®"((p,q¢,5,n) n] =T

e Objective functions. Each player h € H is also characterized by his objective function, denoted

by K" T x T, — R,. We assume that:

(i) It h = h(¢) € H(D) and (5(¢),(€)) € T", then

K"((5(£),3(€)); (0@ ,m) ) = 5(E) | D (@) —w'(€) =Ye Y W)
i€l(€) i€Ir(€)
+3©) D (019 - ')
i€l(€)

(ii) If h = h(k, &) € H(I(D)) and 3*(¢) € T, then

K" (©); (0, g 5,m)—n) == — |°(6) — > 1 (©) + > bi.(€)

{i€l(§): kelx ()} {ieI(¢-)\I(€):6~€D"}

i€I(E7)\I(E)

(ifi) If h = i € I and 7 = (&, 0%, ', d', ") € T, then

KM GY's (pog,5.m) ) 1= V' (p, (. " B1).

For each h € H, we define the correspondence of optimal strategies as follows:

U"((p,q,5,m)—n) := Argmax {K"(y; (p,q, ,n)-n) : y € ®"((p, ¢, 5,m)-n)} -

Let U : T — T, be the correspondence defined by ¥(p,q,s,17) = [] ¥"((p,q,s,1m)_1).
heH

Definition 3. A Cournot-Nash equilibrium for the generalized game G is a plan of strategies

(p,7.5,m) €T such that (p,7,5,7) € ¥(p,q,5,7).

Lemma 3. Under assumptions [A1]-[A2] admissible correspondences, (®";h € H), are continuous
and compact-valued in the product topology. Moreover, these correspondences have non-empty and

conver values.
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Proof. When h € H(D)UH (I(D)), ®"((p,q,s,1)_1) = fh, for all (p,q,s,n)_n € T_p. So, it follows
that the four properties stated in the lemma hold.

For each h € I, Assumptions [A1] and the definition of the budget constraints assure that ®" has
non-empty, compact and convex values. In addition, the upper-hemicontinuity of ®" follows from
the fact that ®" has a closed graph and compact values.

. . . = —h
Now, we define the interior correspondence int(®") :T_;, — T as follows:

int(®")((p, q,5,m)-1) = int(C"(p, q,s")),

where int(C"(p, q,s")) is the set of allocations n = (a2, 6" " d" b") € T that satisfy all the
budget restrictions of agent h as strict inequalities.

The definition of our price space and Assumption [A1] imply that int(®") has non-empty values.
Moreover, int(®") has open graph and, therefore, is lower-hemicontinuous. As ®" has convex
values, one gets that ®" is lower hemicontinuous too (see Lemma 16.22 in Aliprantis and Border

(1999)). O
Lemma 4. Under assumptions [A1], [A2] and [A4], there is a Cournot-Nash equilibrium for G.

Proof. Tt follows from Assumptions [A4] that each objective function in the game is continuous in
all variables and quasi-concave with respect to its own strategy.

Furthermore, since the sets of strategies are compact and admissible correspondences, (®";h €
H), are continuous with non-empty, convex and compact-values, it follows from Berge’s Maximum
Theorem (see Theorem 16.31 in Aliprantis and Border (1999)) that, for each h € H, the corre-
spondence of optimal strategies, ¥", is upper-hemicontinuous with non-empty, convex and compact
values. Thus, the correspondence ¥ has non-empty and convex values.

Since Vh € H, ¥ has a closed graph, then W is also closed in the product topology. Moreover, it
follows from Tychonoff’s Theorem (see Theorem 2.57 in Aliprantis and Border (1999)) that ¥ has

compact values. Applying Kakutani’s Fixed Point Theorem to ¥, we conclude the proof. O

Finally, Theorem 1 is a direct consequence of the following result:

Lemma 5. Under assumptions [A1]-[A4], a Cournot-Nash equilibrium for G is an equilibrium of

our original economy.

Proof. Let us fix a Cournot-Nash equilibrium (7, q,3,7). It follows from the definition of M (&) (see
proof of Lemma 2) that, for each pair (£, k) € I(D), one has:

W= X GO+ X RO+ 3 AOUEETF).

{ie1(§): kel (&)} (i€l (¢~)\I(€):6~€D"} i€I(§N\I(E)
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—h —h —h
Since for each h =i € I, the collection 71" = (z",0 ,%",d ,b ) satisfies the budget constraints,
it follows from the inequality above and the physical-financial budget constraints that:

(5) péo) Y (&) —wi€)] +al&) Y. @' (&) -F (&) < 0

i€l (£o) i€1(€o)

(6) O | > @O-wi©)-Ye Y. FTE)|+a© Y @€ -7()

i€1(€) i€I(€7) i€1(€)
< Y Re@©))O(E) —B(E));
i€I(¢7)
As the left-hand side of equation (5) represents the objective function of player h = h(p), its
optimal value is less than or equal to zero. Thus,
(7) Z [7'(&) — w'(&)] <0.
i€1(80)
Then, it follows from the proof of Lemma 2 that T (¢y,g) < Q(&), for each g € G. Moreover,
collateral constraints assure that the short sales satisfy %' (£, j) < Q(&), for all j € J(&). Therefore,
strict monotonicity of u’ implies that, for each asset j € J(&), (&0)C(&,7) — G(&o,5) > 0. So, we
guarantee that |[p(&o)||s > m(&o).
Now, it follows from the monotonicity of agents’ objective functions that inequality (5) holds as
an equality. Thus, as a consequence of the best response of player h(&y), we have that
> (P -7e) <o,
i€1(€o)

which guarantees that 7(50,]') < Q(&), for each asset j € J(&).

Furthermore, Assumption [A4] assures that p(p) > 0. Thus, physical market feasibility holds at
&o. In addition, the monotonicity of the preferences guarantees that financial markets clear, at the
initial node.

The same arguments can be applied to prove that financial markets clear at each & > &y (using
equation (6) and the market feasibility at £~). Thus, a Cournot-Nash equilibrium of the game G
satisfies feasibility conditions of items (ii) and (iii) of Definition 2.

On the other side, the definition of Cournot-Nash equilibrium guarantees that, for each agent
i € I, the plan i belongs to B*(p,q,3") and

-5t 71

V,L(ﬁa (flad ab )) 2 Vz(ﬁv ('xl7dl7bl))’ an = (xl7917@ladlabl) € Cl@,@?) - Bz(ﬁaqagl)

Finally, as D' is a finite set and H(zi(g),?i(g),ai(g),ai(g),Bz)‘ < Q(€), for each £ € D', the

max

quasi-concavity of V' implies that V*(p, (fi,ai,gi)) > Vi(p, (z¢,d', b?)), for each (x%, 0%, ' d*,b') €

Bi(p,q,5"), which assures the optimality of individual allocations on the budget set. O
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APPENDIX B. PROOF OF THEOREM 2.

Let Z:={i €I: #D' = +co } be the set of infinitely-lived agents in the economy.
For each T' € N, T > 3, let us consider an abstract economy, £7, populated only by finitely—
lived agents, where each i € T is replaced by an agent who has a maximal lifetime of 7. Thus,

we suppose that, for each ¢ € Z, the associated agent, also denoted by i, is alive only at nodes in

DT = U Dr(p) | N D', where D' = {1] € D\ {&) :n ¢ Di} U ({50} N Di>. For each
1e€I\Z, v:eesget D»T = Dt

When we make this truncation, it is possible that, depending on the original demographic struc-
ture, some nodes of D disappear from the abstract economy £7. In fact, the set of nodes in which
agents trade commodities and assets will be given by DT = U D»T ¢ D14

However, for our purposes, we only need the set DT to b:lasymptotically, equal to the original
event-tree D. Note that, this condition is satisfied, as for each T > 3, Dy (&) € DT and DT C
DT+l which implies that |J DT = D.

T>3

In this context, the set of agents who are alive at node ¢ € DT is given by I(¢,T) := {i € I(£) :

¢ € D57}, Analogously, given i € I, we define the following sets:

[L(ET) = I(NIET), ViellT),
I*.(&T) = I*,(ONIET), ViellT),
DT = {¢e D" I,(&T)#0}
D" = {ge DMl (¢F\ DTN DT £ 0}
D' = DD nDiT.

Thus, in €7, agent i € I is restricted to make bequests only at the first T — 1 periods of his
life span. Given & € D, it T > ¢(§) then I(¢,T) = I(£) and, therefore, I_;(¢,T) = I_;(§) and
I%(&,T) = I%,(8).

In the truncated economy ET, agent i receives nominal transfers s»7 := (s47(¢);¢ € DHT) and,

given prices (p,q), he can choose any plan in the truncated budget set, B®T (pT, ¢, s»T), which is
defined as the collection of vectors (z*7, 05T b7 b7 p-T) in

) i x. T\D)xI_;(¢,T
DT = RGP 1 ®©x I ®I©x I REET) 11 Rf \D)xI-i(¢ )

ceDiT gepi-T {€eDVT: I* (£,T)#£0} ceD”

that satisfy the budgetary restrictions at nodes & € D7

Mpor instance, if the economy is populated only by infinitely—lived households, who are born at £p, the set

DT = Dy (&).
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Furthermore, agent i’s objective function is given by,

i, T
e  E S O ) D SIS (P Ly

¢eDhT {€€DHTTx, (6,T)£0} (v
' bi’T(M) i T
+ gt (57 (;u€£+ D" ))
;T p(p)v(p) \
D"
where foT(¢,.) Rfi(g’T) — R, is defined as,

ir (o 4TE N _ U
(e e (5’ <p<§>v<§>’k ‘ I—Z“’T)> ’°> |

and the bequest function g7 (¢,-) : REND"*I-(E&T) R, satisfies,

i,T bi’T(N) . + i,T i bféT(M) . + i, T )
(& (g <1 07)) =0 (5’ <p<u>v<u>’“€§ VP ”““‘Z“’TO’O)'

Under the assumptions of Theorem 2, we can construct, as in the proof of Theorem 1, a generalized
game in which the set of Cournot-Nash equilibria coincides with the set of equilibria for £ (in the
sense of Definition 2, restricting feasibility conditions to nodes in D7). To this end, it is sufficient to
redefine the generalized game G, of Appendix A, taking into account the new definition of event-tree
DT, the new demographic structure and agents’ characteristics defined above.

Therefore, our truncated economy £7 will always have an equilibrium
1 1 i 7T i =6 76T
(pT7qT78T;(:I;z7T76 59017T7d 7b )iEI) 5

with ||(p?(£),3" (€))||s = 1, for each ¢ € D¥T.
Moreover, for each T' € N, the optimality of 757 := (Ei’T,gi’T,@i’T,Ei’T,Bi’T) assures that there

exist non-negative multipliers:

5T _ (XQT;f c Di’T> c Rfi,T
—, T o —i,T' + iT —i,T £+\D1‘,,T
o = (B meet\D ceD ) e [ RS
¢eDi”
0 = (Gnee\ DT ee D kel gm) e J[ RETHED

¢eDy”
such that, for each plan 7T = (247 68T i1 4T piT) € THT that satisfies the collateral con-

straints,

#TE) 2 Y O ), Viel vee D,
JEJ(E)
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we have,

) 7 ((Fa ST ) ) < v TR

(9) )\ETLE ((p ,q ,81T> ;ﬁi'T) = 0, VveeD";

(10) Gonloe (n (F07)i07) = 0, Vuegt\DYT, vgeD.", ke L& 1);
(11) . Lo (u, (?T,ET> ;ﬁi’T) = 0, vVpec\D'", veeD,";

where the lagrangian function, £>7, is given by:

ot (57" 5T XS ) ) = v T (@ dT T

+ 3 XL ) )
EeDi,T

r Y Y ke 01T

¢eDVT peEt\DOT kel_i(6.T)
+ 3 Y e L @) )
ceDV T pegt\DT

and

Lé ((ﬁT,qT,Ei’T) ;ni’T) > 0, is agent ¢’s physical-financial budget constraint at node &;
Ll,k: (/’La (T)T76T) ?Ui’T) = bZT(/’L) - ai}(g) eu(ﬁT7 (Z‘i’T, HLTa gpi7T))7
=T — i = T pi i i, T
L2 (/1'7 (pTvqT) 31 7T) = e#(pTv ({E 7T79 7T7 ® ,T)) - Z bk (ﬂ)

kel _i(&,T)

Lemma 6. Under the assumptions on Theorem 2, for each & € D, the sequence
T _T —i,T /ey, =i, T ~6TY |-
(("©@.a" @5 @@ )sien©), .

i T

where 77 (€) := (T7(€),8"" (6), 77 (€),d " (€),b¢ ), is bounded.

Proof. Under Assumption [A5], and using the same arguments as in Lemma 2, market feasibility
assures that consumption allocations are uniformly bounded along the event-tree. Thus, Assumption
[A3] guarantees that short sales are bounded, node by node. Moreover, financial feasibility of
equilibrium implies that long positions are bounded from above, node by node. Note that, by
construction, all of these bounds are independent of the value of T

In addition, Assumption [A5] implies that there exists W € R, such that > W(&) < W,

i€1(§)
for each £ € D. Thus, physical-financial feasibility conditions and the definition of assets effective
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payments guarantee that:
=i, T 7 i1 7T
Z bk (M) < e#(pT’ (xl)Tﬂg vsol’T))
kel_i(&,T)

< 207 ()W < 2[W]|s,

where the last inequality follows from the fact that (p7(¢),q7 (£)) € A#GH#JE) . Thus, bequests
are uniformly bounded, along the event-tree and independent of the value of T

Using the same recursive argument of Lemma 2, it follows from the inequalities above and the fea-
sibility conditions that nominal transfers, (53%7);c7, and donations, (Ei’T)ie 1, are uniformly bounded
along the event-tree, as (n(§);£ € D) is uniformly bounded and Assumption [A2] holds.

Therefore, the sequence ((p”(£),g7 (£),5°7(€);n"T(€)) ;i € I({))T%(g) is bounded.

On the other hand, by Assumption [A5], the sum of commodity prices is uniformly bounded

away from zero along the event-tree. In fact, with the notation of Lemma 2, m(§) > where

1
14+C”
the upper bound C := supmax >. C(,4,9) < +o00. Asv(€,g) = v > 0, for each g € G, it follows

£eD 959 je(e)

that, p(§)v(§) > 5.
Now, as consumption allocations, bequests and donations are uniformly bounded, it follows from

Assumptions [A5]-[A8] that there is V > 0 such that,

"YY<V, VT > 1(6).

Vz',T@T7 (Ei,T7EivT7g
Thus, applying equation (8) to the plan 7T = (%7,0,0,0,b%T) where,
5T Win), ifp<g
0, otherwise ;
b (1) = ai(e) eu(” (a7,0,0), Vue o\ D' Vo e D), Wk € Ii(o.T);

one gets Xé’TﬁT(f)Wi(f) < V. Therefore, as |[p? (€)||s > m(€), we conclude, using Assumption [A1],

that,
— Vv
/\Z’T < - - < 400,
€7 m(9) min Wi, g)
geG
which implies that the sequence of multipliers (Xé’T;i el (f)) - is also bounded. O
>t

Lemma 7. Under the assumptions on Theorem 2, given & € 51, the sequences

fi,TiT

Vst = (BoaB" (WYW'(E): pe €\ D', ke L"(g))bt(s) ’

—1 7T7T

e ) rsue) = (% Pr(wY, W) negt \Di>T>t<s> ’

are bounded.
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Proof. Given T > t(€), consider the plan n®T = (2%7,0,0,0,b"T), where

PT() = W), Yue DT
() = aile)eud, (@T,0°T o), Vue ot \ DT, Voe D), Wk el i(o.T),
and o} (o) < a4 (o), > ai(e) <1, Vi € I(0). Note that, by Assumption [Al], it is always
kel_;(o)

possible to find constants &Z(g) satisfying the condition above.

Now, evaluating equation (8) at n>?, we obtain that,

> B WYE) (6hE) - k() + & P YW [1- Y 6k ] <V

kel_;(€) kel_i(8)
O
Lemma 8. Under the assumptions on Theorem 2, given & € D,
T i =i i =i
XP(E ) 2wt (&TT(E) + 1) — (€, (€)) > 0, VT > ¢(6),
where 1, = (x4(9'); 9’ € G) € RS and
L ifg' =g
Xg(9') = L
0, g #g.
Proof. Given T > t(¢), evaluating equation (8) at n*T = (mi’T,gi’T,Ei’T,E’i’T, b1 where,
71,T ) ! ) if ) ! ) )
.,L,z,T(’th/): g) ( g)
l,T(7/)+17 1f(7/): »9),
and
i i — iT T —i i 76T
0" (1) = ak(@) eu @, (27,07 9T)), Yue ot \ D', Yo e D, Vk € Ii(o,T);
we obtain that,
~,T_ ~6T _ i(¢ =i i(¢ =i
X P&+ D N D P (g V(g g) w6 TT(E) —ul (67T (E) + 1),
peEtND? g’ eG
Finally, as matrices Y,, have non-negative entries, we conclude the proof. O

Lemma 9. Under assumptions [A1]-[A3] and [A5]-[AS8], there exists a subsequence (Tg)pen C N
such that:

(ﬁTk7qua§Tk (xz T 917 g @Z T dz e Bi’T)iEI) ———k—+4o00 (ﬁ7q>§a (§i7§i7¢ia8iagi)i€1)

Rt

7, T ~i —t —1
k)zel —k—4o0 (A 71/’ 7¢ )iGI-
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Proof. Tt follows from lemmas 6 and 7 that, for each £ € D, the sequence

((F"©.a" @5 T @7 T3 & )i e 1), i T > 19,

0 otherwise,

Z1(¢) =

is bounded. Since the event-tree D is countable, Tychonoff’s Theorem guarantees the existence of
a common subsequence (T%)r>1 C N such that, for each &,

lim 27 (¢) = ((F(6),7€). 57 (). 3. Cer 58 1 € 1(9)) -

k— 400
Moreover, Lemma 8 assures that, for each £ € D, Xéf)(é“, 9) = u'(&, 7€) + 1,) — u'(&,7(€)) > 0.

So, given i € I, for each p € £\ D%, pT ()Y, W*(€) converges to p(u)Y, W*(£) > 0. Finally, Lemma

7 implies that, for each ¢ € I and £ € 51, we have:

ootk N @ ! : — 272
(’l/)p,i/ SN VAS £+ \ D , 1 € 1_1(£)> k—-+o0o ﬁ(M)YMWZ(g) < +00,
(B e €D mmm S gy <t

O

Lemma 10. Under assumptions [A1]-[A3] and [A5]-[A8], the following transversality condition
holds for each i € T:

(12)  lim Yo X o O+ Y e +ae) @@ -#E) ]| =o.

N —+o00 )
{¢eD*: t(§)=N} rel*, (&)

Proof. Given & € D%k consider the following allocation:

0, if p=¢;

() = (@ (), 00T (), T (o), AT (), 0 ) = 4 .
7o'k (u),  otherwise,

Ui

where b7k := (b%7k(¢),¢ € pt \ D"T*). It follows from equations (8)-(11) that,

ui E’L,Tk 3, T
GO <§’ka<£)@<£>

o ) W€+ (68 ™) Xpemi (©)

~iTe [ . —i,T _ —i,T,
>— > NP wEB w4 DD d T w g w0

ueEH\D*Tk rel*, (n)

() — 2"k (1))

R LG G DI GRS Ol
rEIX(8)

(&) =" (9)) | -
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where XT+(€) = 1, if I*,(¢,T) # 0, and equal to zero otherwise. Also, xn, (§) = 1, if € € D™,

and equal to zero otherwise. Therefore, it follows that,

Moo+ S dM@+7 e @™

Te[il(g)

(€) 2" (9)

—4, Tk

i =i Ty i, Th d” () i, Th i, T, 76Tk ,
< Z <u (1, 7 (1) + f T (MPTk(M)U(M)> X" € +g i (ﬂ’bu ) XDka(f))-

{neD"Tr; p>¢}
Now, Lemma 6 and assumptions [A6]-[A8] assure the existence of a summable plan (aé;f €
DY) C Rfi such that the right hand side of equation above is, for each k£ > 1, less than or equal to

a’,.

“w
{neDi:pz¢}
Thus, taking the limit as £ goes to infinity, Lemma 9 implies that:

X | pOF©O+ Y GO+a0@©-FE)) < Y a
rel*,(€) {neD:pu>€}
Summing on & € D, with t(¢) = N, and taking the limit as N goes to infinity, we conclude that:
lim Yoo X (pore+ Y, d@+a©@©-7©) | <o

N ——+oco :
{€eDi:1(§)=N} rel*,; (§)

The existence of an equilibrium is a direct consequence of the following result.

Lemma 11. Under assumptions [A1]-[A8] and [A5]-[A8], the allocation (]37 q,5; (fi,gi,ﬁﬁi?gi)ie])

is an equilibrium for our economy.

Proof. Conditions (ii) and (iii) in Definition 2 are satisfied, as (ﬁ, 7,5; (fi,é",ai,ai,#)ig) is a limit
of equilibria of truncated economies. Thus, it is sufficient to assure the individual optimality of
plans (7)ier := (7'(€); € € D' )ier € [1ie; TV

Now, using the notations of Appendix A, it follows from Lemma 2 that, for each finitely—lived
agent i € I, one has 70T € W((pT*,gl*,5%% 7T*)_;), for each k high enough. Since the optimal
strategies correspondence, W, is closed, taking the limit as k goes to infinity, we obtain that 77* €
Vi((p,q,3,m)—i). Thus, using the same arguments made in Lemma 5, assumptions [A6]-[A8] assure
that 7 is an optimal plan for agent 4.

In order to finish our proof, we have to assure that plans 7' are also optimal for infinitelylived

agents.
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Fix i € Z. Suppose, by contradiction, that there exists 6 > 0 and n* = (¢, 0% ¢, d*,b") €
—i —i

Fix N € N such that N > t(¢), for some & € D'. Consider, for each T}, > N the allocation,

i i i i i i (1), if t(u) < N
0" () s= (@0 (), 07T (), T (o), d T () b7 ) = ¢ .
7% (u),  in other case.
It follows from equations (8)-(11) that,
4,N—1(=Ts (=i, T 7Tk 75Tk i,N—1(=Tk (.0 Ji pi
L N N N S ) R A VAN D))
6Tk ri (=T =Tk —i i

> > X, CLL (", g, 50T, ).

{neD Th: ()< N}

Since 0 € B(p,q,5"), taking the limit, as k goes to infinity, we obtain that:

VNN, (o, d b)) - VNN, (7, d L) < > o PWT () + > d(w)
{neDi: t(n)=N} rel*, (p)
+ > X, a() (0 (1) — 2 (1)
{neD:t(u)=N}
As we know that there exists N* such that:

) o , i = §
VNG, (of, d bh)) — VNG, (7, d b)) > 3 N> N*,
we have,
) . ~i [, —i _ — i
s<yim o > NPT Y dilw) +a(w) @ ()~ 7' (W) | =0,
{peDi:t(n)=N} rel*; (n)
a contradiction. O
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