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1 Introduction

One of the fundamental issues in macroeconomics is how monetary policy should be set in
both the long run and the short run. Thus, many authors study the optimality of the Friedman
rule, which sets the nominal interest rate to zero. The empirical facts show that firms rely on
cash to finance research and development (R&D) investments. In addition, many authors argue
that external finance for R&D may be more costly than other types of investments (see Section
1.2). Since the interest ratéfects the opportunity cost of holding cash and firms’ access to
external funds, examining monetary policy in the context of R&D investments is important.
Nevertheless, studies of the Friedman rule and R&D are limited. This study examines the
optimality of the Friedman rule in an R&D-based endogenous growth model. We argue that
the interaction between financial frictions and firm heterogeneity is important for the optimality
of the Friedman rule.

The following three facts motivate us: (a) financial constraints matter for R&D investments
more than for other types of investments, (b) firms with high R&D ability are more likely to be
financially constrained, and (c) firms tend to rely on cash to finance R&D. Section 1.2 discusses
these facts in detail.

To reflect these facts, we extend the quality-ladder model proposed by Grossman and Help-
man (1991). R&D activities improve the productivity of intermediate goods production. Based
on fact (b), we introduce heterogeneity in R&D productivity among R&D firms. At each mo-
ment in time, R&D firms decide whether to conduct R&D activities. R&D firms with produc-
tivity higher (lower) than a threshold operate (do not operate). As in Grossman and Helpman
(1991), R&D firms need external funds to finance R&D investments. To capture fact (a), we de-
part from the standard setting as follows. After completing R&D activities, R&D firms decide
whether to repay external funds. Defaulting firms are not caught with a positive probability.
Thus, R&D firms have an incentive to default. Because of this financial friction, R&D firms’ ac-
cess to external funds is limited. According to fact (c), we assume that R&D firms need cash to
finance R&D because of a cash-in-advance (CIA) constraint, as in Chu and Cozzi (2014). Thus,
monetary policy &ects firm-level and aggregate R&D investments; an increase in the nominal
interest rate raises the opportunity cost of holding cash and then depresses R&D. Although we
build on the quality-ladder model as a benchmark, our main results hold in a variety-expansion
model. To emphasize the importance of financial frictions and heterogeneity, we also consider
cases without them.

Our main results are summarized as follows. First, if there are no financial constraints
(R&D firms’ access to external funds is not limited), the condition for the optimality of the
Friedman rule does not qualitatively depend on the presence of heterogeneity in R&D produc-
tivity.? Second, however, if there are severe financial constraints (R&D firms’ access to external
funds is severely limited), the presence of heterogeneity in R&D productiffitgta the opti-
mality of the Friedman rule. Without heterogeneity, the Friedman rule is optimal. If there is
heterogeneity, the Friedman rule is not optimal under a plausible condition.

The intuition behind the first result is simple. Suppose that there are heterogeneity in R&D
productivity and no financial constraints. Then, through competition among R&D firms, the
most productive R&D firms capture all of the funds for R&D and only these firms operate.
Thus, heterogeneity among R&D firms does not matter.

The intuition behind the second result is as follows. Consider the case without heterogene-
ity. Severe financial constraints limit firms’ access to funds for R&D and hence R&D intensity

1The qualitatively same condition may provide quantitativeljedent results because the values of the cali-
brated parameters of the models with and without heterogeneity are genefteltgrdi from each other.
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becomes ingiciently low. Decreasing the nominal interest rate to zero reduces the cost of
R&D and then stimulates R&D activities, which makes R&D intensity closer to the optimal
level. Thus, the Friedman rule is optimal.

Next, consider heterogeneity in R&D productivity among R&D firms. Financial constraints
generate ingicient resource allocations in the following two ways. First, the resource alloca-
tion within the R&D sector is distorted. Because of severe financial constraints, the most
productive R&D firms cannot capture all of the funds for R&D and then they employ an inef-
ficiently small amount of resources. By contrast, low-productivity R&D firms employ an inef-
ficiently large amount of resources. Thus, aggregate R&D productivity becomes low. Second,
financial constraintsféect the resource allocation between the R&D sector and intermediate
goods sector. Since the aggregate productivity of the R&D sector is low, the resources allo-
cated to the R&D sector tend to be ffieiently large. An increase in the nominal interest rate
raises the cost of R&D and makes low-productivity R&D firms inoperative, which improves
the resource allocation within the R&D sector and thus increases aggregate R&D productivity.
In addition, the resources allocated to the R&D sector are reduced. Thus, deviating from the
Friedman rule improves social welfare.

The numerical analysis shows that there is a unique optimal nominal interest rate under
plausible parameter values. Without heterogeneity, the optimal nominal interest rate decreases
as financial constraints become severer. With heterogeneity, we obtain the opposite result: the
optimal nominal interest rate increases as financial constraints become severer. This result is
counterintuitive. Since severe financial constraints depress R&D investments, one may con-
jecture that the monetary authority should decrease the nominal interest rate to counteract the
negative fect of financial constraints on R&D investments. This applies to the homogeneous
case. However, this conjecture is not true for the heterogeneous case. As financial constraints
become severer, low-productivity R&D firms become operative and hence the within-R&D sec-
tor distortion becomes larger. Aggregate R&D productivity becomes lower and the resources
allocated to the R&D sector become fihieiently larger, which generates a larger between-
sector distortion. An increase in the nominal interest rate mitigates these distortions by making
low-productivity R&D firms inoperative and reducing the resources allocated to the R&D sec-
tor. Thus, the optimal nominal interest rate increases as financial constraints become severer.

Our results indicate that the interaction between financial frictions and heterogeneity is
important for monetary policies. Moreover, this study suggests that ignoring financial frictions
and heterogeneity may provide inappropriate guidance for monetary policies.

1.1 Relation to the Literature

Many authors have studied monetary policy in various macroeconomic settings. Chari and
Kehoe (1999) show that the Friedman rule is optimal in the long run, using standard mone-
tary models (the CIA model with credit goods, the money-in-the-utility (MIU) model, and the
shopping-time modef.However, only a handful of theoretical works investigate R&D activi-
ties and growth despite their empirical relevance to monetary policy. We review the theoretical
literature on monetary policy, confining our attention to the R&D-based growth literature.
Marquis and Rffett (1994) introduce a CIA constraint on consumption goods in a variety-
expansion model and show that positive nominal interest rates generate welfare losses. Chu
and Lai (2013) combine the MIU-function and quality-ladder models. They numerically show
that welfare is maximized when the nominal interest rate is zero. These authors’ results are

2Mulligan and Sala-I-Martin (1997) examine the optimality of the Friedman rule by using a framework that
includes a wide range of models as special cases.



in favor of the Friedman rule. Funk and Kromen (2010) also construct a quality-ladder model
with the MIU function, emphasizing the roles of sticky price. However, they do not conduct
a welfare analysis. Oikawa and Ueda (2015) examine the optimal inflation rate in a cashless
economy with R&D activities and menu costs. Their calibrated model shows that the optimal
inflation rate is close to the growth-maximizing inflation rate, -2%. These studies make unique
contributions. However, none of them reflects the fact that cash is used for R&D investments.
The channels through which monetary polidieats R&D in these studies arefidirent from
those in our model. In addition, these authors do not consider financial constraints and hetero-
geneity in the R&D sector, both of which are empirically relevant to monetary policy and are
shown to be important determinants of the optimality of the Friedman rule in our model.
Berentsen et al. (2012) construct a search-theoretic model in which cash is needed for
R&D investments. Their simulation shows that reducing inflation to zero has sizable welfare
gains. Chu and Cozzi (2014) construct a quality-ladder model in which R&D firms face a CIA
constrain€ They show that the Friedman rule is optimal if the equilibrium is characterized by
underinvestment, while it is not optimal if the equilibrium is characterized by overinvestment.
Both studies assume that agents borrow cash to conduct R&D and that their borrowingt are
limited. Neither study considers heterogeneous R&D productivity. These authors shed light
on the fact that firms rely on cash to finance R&D and then provide useful R&D-based growth
models suitable for the analysis of monetary policy. Nonetheless, they do not consider financial
constraints and heterogeneity in the R&D sector. This study complements the literature by
constructing a tractable R&D-based growth model that highlights the empirical facts: firms
use cash to finance R&D investments and heterogeneity in R&D productivity matters in the
presence of financial frictions. Constructing such a model is important because we show that
models with and without financial constraints and heterogeneity in the R&D sector provide
opposite policy implications.

1.2 Empirical Facts on R&D and Financial Constraints

Since Arrow (1962), many authors have discussed why financial frictions matter, particularly
for investments in innovation. Asymmetric information related to R&D is one of the sources
of financial frictions. Since R&D investments tend to require more technical knowledge than
other types of investments, firms conducting R&D often have much better information about the
characteristics of their own R&D projects than do outside investors. In addition, the intangible
nature of the assets being produced by R&D is also the source of financial frictions. Compared
with R&D investments, physical investments are more likely to produce tangible assets that can
be used as collateral. Then, external financing for R&D tends to be more costly than physical
investments.
Many authors empirically examine whether financial constraiffisca R&D activities.

Early studies were based on the idea that if firms are financially constrained (i.e., their ac-
cess to external funds is limited), changes in the available internal funds including cash flow
affect their investments or R&D expenditure. By using US firm data, Himmelberg and Petersen
(1994) find a strong positive relationship between R&D and internal funds. Brown et al. (2009)
provide evidence that the increase in US corporate cash flow in the 1990s stimulated R&D in
that period. By using Compustat data, Brown and Petersen (2009) show that for 1970-2006,
physical investments became less sensitive to cash flow, while R&D remained strongly sensi-
tive to cash flow, which suggests that financial constraints matter for R&D more than physical
investments. Mulkay et al. (2001) and Bond et al. (2006) find that financial constraints on

3We extend the model of Chu and Cozzi (2014). Thus, their model is included in our model as a special case.
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R&D are stronger for US and UK firms than firms in other European countries. However,
Brown et al. (2012) point out the possibility of the downward bias of these results for European
countries. Indeed, they find that if they control for the liquidity management of firms, financial
constraints do matter for the R&D of European firms.

These studies suggest that financial frictiofie@ the R&D investments of firms. However,
they are based on indirect measures of financial constraints such as changes in internal funds.
Recent studies have started to shift focus onto more direct measures of financial constraints.
Suppose that firms are asked to imagine that they receive additional cash exogenously and
decide how to spend it. Then, we can directly observe whether firms choose to invest the cash
in additional R&D projects. If a firm decides to invest in additional R&D projects, the R&D
investments of the firm are financially constrained.

By using direct measures of financial constraints, several authors examinefitbeis en
R&D investments. Hajivassiliou and Savignac (2008) find that financial constraints have a
significantly negative féect on the innovation of French firms. Hottenrott and Peters (2012)
use data on manufacturing firms in Germany and show that financial constraints hold back
innovation activities. By using data on countries in Eastern Europe and the Commonwealth of
Independent States, Gorodnichenko and Schnitzer (2013) find that financial constraints restrain
the innovation activities of domestically owned firms.

The studies mentioned thus far provide direct or indirect evidence that financial constraints
affect R&D investments significantly. Monetary policffects firms’ access to external funds
through interest rate control. Thus, studying monetary policy along with R&D investments is
important. Interestingly, Hajivassiliou and Savignac (2008) and Hottenrott and Peters (2012)
find that firms with high innovation ability are more likely to be financially constrained. This
finding shows the importance of studying heterogeneous innovation ability among firms, along
with financial frictions.

While the above empirical studies show that financial frictioffisc R&D investments, the
mechanisms behind financial frictions are not identified. In this study, we simply assume that
because defaulting R&D firms are not caught with a positive probability, the borrowings of
R&D firms are limited. This assumption simplifies the analysis and allows us to focus on the
interaction between financial frictions and heterogeneity.

We now turn to the facts on the cash holdings of R&D firms. As pointed out by Falato and
Sim (2014), the top cash holders in the United States are innovative corporates that conduct
R&D investments heavily. By using US data on non-financial firms, Falato and Sim (2014)
show that firms with positive R&D expenditure hold a relatively large proportion of their assets
in the form of cash because external financing for R&D is costly. Bates et al. (2009) find that
from 1980 to 2006, the cash holdings of US industrial firms were negatively correlated with
physical investment and that firms with higher R&D expenditures hold more cash. By using
panel data for US manufacturing firms over 1970-2006, Brown and Petersen (2011) find that
firms most likely to face financial constraints rely extensively on cash holdings to smooth R&D
expenditure. Brown et al. (2012) report similar evidence for European firms. Berentsen et al.
(2012) and Chu and Cozzi (2014) also provide empirical reviews that emphasize the importance
of cash for R&D to motivate their models.

Since firms tend to rely on cash to finance R&D, monetary policies nftagtahe R&D
activities of firms through theirféects on the opportunity cost of holding cash. By using infla-
tion as a proxy for the cost of holding cash, Pinkowitz et al. (2003) andiRRarand Tadesse
(2009) provide evidence that inflation has a negati¥ect on the cash holdings of firms, al-
though the fect is statistically insignificant for some of their regression specifications. Evers
et al. (2009) use US data and find that higher inflation restrains firm-level R&D investment



because it reduces corporate cash holdings.

The discussion thus far motivates us to construct an R&D-based endogenous growth model
in which heterogeneous R&D firms facing financial constraints use cash to finance R&D. Our
goal is to explore theféects of monetary policy on R&D activities and growth, focusing on
financial constraints and heterogeneity. For simplicity, as in Berentsen et al. (2012) and Chu
and Cozzi (2014), we assume that R&D firms borrow cash at a rental rate equal to the nominal
interest rate in the equilibrium. This approach can be justified by the above facts that regardless
of the ways in which R&D firms obtain their financing, they rely on cash extensively to finance
R&D and thus monetary policyfiects R&D activities.

2 The Model

Our model is based on the quality-ladder growth model of Grossman and Helpman (1991). Chu
and Cozzi (2014) introduce a CIA constraint into the model of Grossman and Helpman. We
introduce financial frictions and heterogeneity in R&D firms into the model of Chu and Cozzi
(2014). Section 7 shows that our main results also hold in a variety-expansion growth model.
Time is continuous and denoted by> 0. There is a continuum of intermediate goods
whose measure is one. A single final good is produced by using a continuum of intermediate
goods. Each intermediate good is produced by a monopolistically competitive firm. R&D firms
conduct R&D activities to improve the productivity of intermediate goods production. As in
Chu and Cozzi (2014), we remove the scdie@s. The population size of the economy is
N, = €", wheren is the exogenous population growth rate. Since the quality-ladder model is
well known, we describe the standard features of the model briefly.

2.1 Final Good

The technology of the final good production is given by

1
vi= A exp{ [ intdi}. W

wherex; is the input of intermediate gogde [0, 1]. A; captures Comin’s (2004) argument that
R&D investments contribute to a small proportion of productivity growth. Exogenous growth
ratega = A/A represents productivity growth, which is accounted for by factors other than
R&D. We denote the price of intermediate gojoid terms of the final good gg;;. The demand
function for intermediate googlis

Xt = Yt/ Pijt- (2)

2.2 Intermediate Goods

We assume that there are no financial frictions and no CIA constraints in the intermediate
goods sector as in Chu and Cozzi (2014). Section 6 observes that the financial frictions and
CIA constraints in the intermediate goods sector do fiechaour results.

Each intermediate good is produced by an industry leader until the arrival of the next inno-
vation. The production technology of intermediate ggad timet is

Xj,t = Zsj'llx’j’t, Z> 1, (3)



wherel, j; is the labor input and® is labor productivity. s;; takes a positive integer that
represents the number of innovations that have occurred in industriy time .

Standard price competition leads to a profit-maximizing price. We consider patent breadth
similar to Goh and Olivier (2002) and Chu and Cozzi (2014). We assume that the maximum
markup that intermediate goods firms can set is 1, wherey is a policy instrument deter-
mined by the patent authority. Since the demand function (2) has unit price elasticity, firm
can maximize its operating profits by settipg = yw;/z°%. Then, we obtain

I i I (or X

xjt = T = lIxt it =
YW

-1

Sjt
z Yt), (4a)

YW
Yi = myy, (4b)

Ty jt =

wherer, j; is the operating profits of firn). We denote the value of intermediate goods firm
J in terms of the final good &ag;:. Since all firms earn the same level of operating prodjis,
becomes independent @fq;; = ¢, andq; satisfies

Gk = mxt — 4G + G, (5)

wherey is the aggregate R&D intensity derived in the next subsection.
For later use, we derive the following equations by using (1), (3), and (4a):

W = AZi/y, and Yy = AZly, (6)

wherez; = exp{fol(ln szvt)dj} grows through R&D investment.

2.3 R&D Sector

There is a continuum of R&D firms whose measure is one. Each R&D firm is owned by
households. We denote the R&D productivity of an R&D firmgasConsider an infinitesimal
short time interval of lengtlit. As every time intervatlt passes, the R&D productivity of
each R&D firm changes. At timg each R&D firm draws productivity from a distribution,
F(¢). At timet + dt, it draws productivity again from the same distributignis independent

and identically distributed (iid) across both time and firms. The maximum (minimum) value
of © IS Ymax = 0 (@min = 0). If Ymin = ¢¥max F(¢) is a degenerate distribution function. If

0 < ¢min < ¥max F(¢) is a continuously dferentiable distribution function witk’(-) > 0.
Later, we take the limit ofit — O to obtain a continuous time model.

Firms with the same R&D productivity level behave symmetrically. Consider R&D firms
that draw productivity of levep at timet. Betweent andt + dt, these firms behave as follows.
First, firms observe the value gfand then determine the amount of laldqy,; - dt, that they
employ. At the same time, firms determine the amount of real mongy,- dt(= Mg/ P;-dt),
that they borrow from households, whelk; is nominal money andp; is the price of the
final good. The rental rate of moneyijs> 0. Since firms use money to pay labor wages, the
following CIA constraint must be satisfied:

Wilgpt - dt < Mg, - dt, (7

“Moll (2014) considers an iid shock in a continuous-time neoclassical growth model.
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wherew; is the labor wage rate in terms of the final good. Since R&D firms cannot repay
mg,.-dtto households until they earn revenue from R&D production, householdfacawely
providing credit to R&D firms. If an R&D firm decides not to conduct R&IR (i = 0), it does
nothing until timet + dt.

Second, R&D firms conduct R&D. The intermediate goods that an R&D firm targets are
selected randomly. However, R&D firms can choose the number of intermediate goods that
they target. Given labor employmely,; - dt, an R&D firm with productivityy can target
L, - dtunits of intermediate goods, wheyg - dtis given by

Lop - dt = BgolT\’l—“"’t -dt, B>O0. (8)
t

The presence of the population si2dg, captures the dilutionfiect that removes scaldfects
as in Laincz and Peretto (2006) and Chu and Cozzi (2014). Sinsenfinitesimally short and
there are an infinite number of intermediate goods, more than an innovation does not happen to
the same intermediate good in the intervadlofThe blueprints of newly improved intermediate
goods are sold to households. The value of these blueprints in terms of the final gpoains
R&D firm earns revenue df, - dt.

Finally, R&D firms decide whether to repay money including rental cost iJmg,; - dt,
wherei; > 0 is the rental rate of money. As in Liu and Wang (2014), we assume that if an R&D
firm defaults, it is caught with probabiligg - dt (6z > 0).° In this case, its revenue is seized and
the firm is permanently excluded from future access to credit. If a defaulting R&D firm is not
caught with probability 1 6 - dt, households cannot distinguish the firm from non-defaulting
firms. Thus, the firm retains future access to credit.

Financial Constraints.We derive an incentive constraint for R&D firms that ensures that no
default occurs in the equilibrium. Denote the values of non-defaulting and defaulting firms
with productivity ¢ at timet in terms of the final good a\‘JsQ,t and VB,U respectively. Define

Vot = maxvy,. vo,}. The expected value of,.qt iS Vit = f V,+atdF(p). Then, VY, is given

by

. Viid
VE',t = [th<p,t + (MRt — Wilryr) — (1 + |t)mR,<p,t] dt + ﬁtfdt’ 9)
wherer, is the real interest rate. The temg,; — Wilr,: is the remaining real money after the
labor wage payment. The term {li))mg,; is the repayment of money including the rental
cost. Since the productivity of R&D firms changes at timedt, v,q appears in (9). Since
defaulting firms do not repay (i;)mg,; and are not caught with probability-16x - dt, vat is
given by

1-6r-dt
VL?,t = [chp,t + (MRt — thR,ap,t)] (1-6r-dt)-dt+ Tjdtvﬁdt
1-0g-dt

= [Qtt¢,t + (Mgt — thR,np,t)] dt+ m%mr-

The second line usedt)® ~ 0. If v, > v

-1 R&D firms have no incentive to default. By using

SLiu and Wang (2014) consider a discrete-time model, while we consider continuous time.
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(dt)? ~ 0, we rearrange}), > v_, as

(1 +1)MRryt < ORVisdt. (10)

Optimization.As far as (10) is satisfied, we havg = maxv}),, v_,} = V}\;. R&D firms choose
Iret @andmg,: to maximizev,,; subject to (7), (8), and (10). We solve this problem in two steps.
First, R&D firms chooseng,; givenlg,;:

+d
Vi = rrpRax{[ Ot + (Meg = Wilryr) — (14 i)y | dt + ﬁ sit. (7)}.

-
If iy > O, the solution to this problem rsg,; = Wlr,:. We can rewrite (10) as
(1 +idWrgt < OrVirat. (11)

Second, R&D firms chooslg,; subject towilg,: = Mgy, (8), and (11), which is formulated
as

0:By

t

—(1+ it)wt] lpgs - dt+ —0d gt (11)}. (12)

—maX
Vet { 1+I’t-dt

R.Apt

This problem gives the next solution:

ORVerat where p = ————. (13)

| 0, if o < P (L +iweN;
Ret = i »
v @rw’ if ¢ > b —t Ba

To derive (13), we assumie> 0. Wheni; = 0, CIA constraint (7) may not bind and (13)
may not hold. Whem, = 0, R&D firms maximizev,; subject towilgr,; < Mgyt < OrVisar. I
(e @, li=0, firms can maximizey,; by choosingtlg,: = Mgyt = OrVirar. If ¢ < ¢, li.=0, R&D
firms . ChOOSdR¢t = 0. Thus, even if; = 0, (13) still holds. However, the ch0|ce Okt IS
indeterminate. For simplicity, we assume that R&D firms changg; = 0 if ¢ < 2 li.=0-

Substituting (13) into (8) yields

0, if o <o, 1+i)wN
lot =1 Bofvia .4 where ¢ = w (14)
(L+iweNe? if = ft’ - Bq

Firms with high productivity ¢ > (pt) conduct R&D. All of these firms conduct the same level
of R&D becausep is an iid shock. Whemy is large, active R&D firms can employ much
labor and conduct R&D intensively. An increasd;inaises the cost of R&D, which negatively
affects tha,; of active R&D firms and the number of active R&D fil’mS—]F(go)

Defineng,: = maX{O,cp/ft—l} andng; = fﬂRwdF(gp) = L (go/(p - 1)dF(<,0) From

12) and (13)y,; satisfiess,; = mr, OrVi+qrdt + ozl Aggregatlng this equation overyields
©, @, R L+redt”

Vi = TR tORVeqrdt + 11‘;"& We rearrange this equation and take the limitlbf> 0O to obtain

I’tVt = ﬂRteRVt + Vt. (15)



We aggregate (13) and (14) and take the limitibf O:

Orvi(1 - F(‘P )

lre = f lretdF(p) = oW (16)
BQRVt

Lt=flga,td|:(90) m[ edF(¢). 17)

From these two equations, we obtain

In I; ¥dF(e)
Lt = Br(ft)ﬁt, Where F(ft) = I—F((p) (18)

I'(¢) is the average productivity of active R&D firms that represents the aggregate productivity
of the R&D sector. IfF(¢) is a non-degenerate distribution, we hzﬁ/(a,o) > 0 for g €
(min, max) @and lim, ;... I(g,) = emax? If F(¢) is a degenerate distribution, we havg,) =
ifo>¢.

Whén there is no financial frictiod§ = +o0), only R&D firms with the highest productivity
conduct R&D’ This means that heterogeneous productivity among R&D firms does not matter.
Our model corresponds to that studied in Chu and Cozzi (2014).

2.4 Households

Consider a representative household whose sid¢ is €". The utility of the representative
household is

00 1-o
Ui = f O e p>0, o>1, (19)
t 1-o

wherec;s is the per capita consumption of the final good at tene is the subjective discount

rate, and lo is the intertemporal elasticity of substitution. We restrict our attention to the case

of o > 1 because empirical studies find that the intertemporal elasticity of substitution is small.
At time t, the representative household holisy units of real money and lendgb; units

of money to R&D firms at the rental rate ipf The number of intermediate goods firms that the

representative household ownsd\g;. At timet, the household purchasBgu; units of (newly

invented) intermediate goods firms at the priceyofThereforely, m, iy, andw; must satisfy

bi<m and 7 =w - (N+wn. (20)
The budget constraint in per capita terms is given by

TRtORV:
Ni

a + M = (e — N)ag + Wy — G — (e + N)My + 10y — Grewy + merye + + Ty, (21)

whereg, is per capita asset holdings other than mopey P,/P; is the inflation rateR, is the
final good price), and is the lump-sum transfer from the governmemgtry; andnr6xVvi/N;

®We have sigfl” (¢)} = —¢ + I'(¢) > 0.

’Suppose that an R&D firm with productivity less thapay is active. Then, R&D firms withpmax €arn
positive profits. Withgr = +oo, the labor demand of R&D firms witlamax is infinite, which cannot happen in the
equilibrium.
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are the profit incomes from intermediate goods firms and R&D firms, respectively.
The representative household maximizes (19) subject to (20) and (21). After rearranging
the first-order conditions, we can derive the usual Euler equation:
¢ 1
—=—(rt—-p-n). (22)
G o
In addition, we obtain the same equation as (5) iardr; + u;. The latter equation shows that
the rental rate of money becomes equal to the nominal interest rate in the equilibrium.

2.5 Monetary Authority

The monetary authority controls nominal interest ligtevhich is kept constant over timg &
i > 0). It rebates seigniorage revenue to households through lump-sum transfersTTHen,
M;/(N;Py) holds, wheraV is the nominal money stock at tinbe

2.6 Equilibrium Conditions

The equilibrium in the asset market requiggs= 0. The representative household as a whole
holdsN;m, units of real money and R&D firms borrO}ﬁ/mR¢,td F(¢)(= wlry) units of money.
Then,Nim;, = wilg; must hold. The number of intermediate goods firms that the representative
household owns is equal to oréy; = 1. FromN; = 1 and the second equation of (20), we
can deriveNww; = ;. The final good market clears ad\; = Y;. The equilibrium condition for

the labor market it + Izt = N;. If we use (18), this equation can be rewritten as

l"_’t -1 !
Nt Br(ft)

(23)

3 Steady State Equilibrium

This section derives a steady state equilibrium, Wheamdgo are constant over time. From
(18) and (23)]rt/N; andly/N; also become constant over time in the steady state equilibrium.
We defineQ; = AZN/q andV; = AZN;/v,. Both Q; andV, become constant at the
steady state equilibrium. The following discussion omits time indiggm the variables that
are constant over time at a steady state. The steady state valygs ahdQ are determined

by

T (24a)
0 [ (£ - 1)dF(@) - p - (- o
e (- 1)Inz ’ (240)
_ EQ-p- (-1 040
C(o-Dnz+ 1+ LS

Appendix A derives these three equations. Once the valugs:ioindQ are determined, the
other endogenous variables are determined as follows: (18) deterigifids From (17), we
haveV = yBOg/[(1 + i)(] L ~ odF(p), which determines the steady state valu&/ofThe real
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interest rate is given biy= p + n+ o[ga + ¢t In Z], wherecIn z = g; is the growth rate oZ; (see
(A.1) in Appendix A). The next equation determingg/N;:

‘/’7‘1le_* = p+ (0= 1)ga+[(o - 1)Inz+ 1]. (25)

Appendix A derives (25). The second equation of (6) indicates that per capita output grows at
a rate ofg = ga + ¢tInz(= ga + gz). Since per capita consumption also growg,af22) and
i =r + u show that the inflation rate is given py=i — p — n — 0g. Because ofm, = Wlr/N;
and the first equation of (6), the growth rate of nominal moy,s equal tog + u + n.

We next examine the existence of the steady state equilibrium and conduct some compara-
tive statics. We first consider the homogeneous productivity case.

3.1 Homogeneous Productivity in the R&D Sector

If F(p) is a degenerate distribution such thaf, = ¢max = ¢, then we hav€(¢) =gif ¢ > X
As far asp > ¢, (24a)-(24c) can be summarized as

(5% - 1)~ p— (o~ Do

‘= (c-1)Inz : (263)
90—1 1
5 Qplon w)?’g. (26b)
(o- Dinz+1+ By
We define
Qultr.i) = 2 Or and Q= - [p+ (o - 1)gu]
AR l+|p+(0‘ 1)ga + 05 "Tu-1 Oal

The right-hand sides of (26a) and (26b) become equal to zero @Rre,(0r, i) andQ = Qy,
respectively. By using (26a) and (26b), Appendix B proves the next proposition.

Proposition 1. Suppose that > 1and that Hy) is a degenerate distribution. lim g, . Qa(br, 1) >
Qp, there exists a uniquek that satisfies Q6r,i) = Qp given i> 0. If 6r is larger thanég,
there exists a unique steady state equilibrium, wheré® holds and we have

(i) @ < 0. (27a)

(||) — > 0 and I|_r)r6|) t=0. (27b)
6F( ) Il(p)

(i) E)if = agf =0. (27¢c)

Proposition 1 suggests that if the financial constraint is not too severe, positive growth is
possible. An increase inraises the cost of R&D and then reduecedVith a largerfg, R&D
firms can employ more labor, which positivelffects:. Finally, if R&D firms are homoge-
neous, monetary policy does ndfext the aggregate productivity of the R&D sector.

12



3.2 Heterogeneous Productivity in the R&D Sector
If F(¢) is a non-degenerate distribution, (24b) still holds. From (24a) and (24c), we obtain

1
L= 1+| BQD P~ (0- )gA . (28)

[4
(c-1)Inz+1+% 1+. o)

By using (24b) and (28), we derive the steady state equilibrium. We Q_EI(HQ) by

— .
O f (GR)(&(GR) —1)dF(90)—p+( 1)g. (29)

The right-hand side of (24b) becomes equal to zero v¢her¢ (6r). We have lim, -, e, 6r) =
¢omax Totally differentiating the above equation yields

dpr)  p+(0c=1)ga
e 6 fga(eR) oo dF)

Thus,fa(eR) is an increasing function. In addition, we define

1+
9= 0 1)B[p + (=~ 1)gal.
Note thatp depends om The right-hand side of (28) becomes equal to zero w;henp By

using (24b3 and (28), Appendix C proves the next proposition.

Proposition 2. Suppose that- > 1 and that Hy) is a non-degenerate distribution such that
0 < ¢min < ¢, < ¢max Given i, there exists a uniquig" that satisfie?g_oa(%'*) = ¢_. Suppose
that 6y is larger thandg. If 6g < +oo, Or if g = +00 and gmax < +0, there exists a unique
steady state equilibrium, where- 0 holds and we have

d¢ (> 0, If g <+
(|) % <0and = i { ~ 0, if Oy = 4o (30a)
0, o 0, and i 30b
(”)6_9R> a5, > 0 an eRLr%Hf_fb' (30b)
3F(<p) if O < +oo ()
@) —— { _ O, if Gr = +oo, and 7. > 0. (30c)

Similar to the homogeneous case, if the financial constraint is not too severe, positive
growth is possible. An increase ireduces, while an increase i raises.. Bothi and
Or affect . Wheni increases, the cost of R&D increases and hence R&D firms with low
productivity cannot conduct R&D activities. Thug,increases. Whe#y increases, high-
productive R&D firms increase the amount of labor they employ (see (14)), which stimulates
labor demand and hence raises Since the cost of R&D increasesjncreases.

In contrast to the homogeneous case, monetary poffegta the aggregate productivity of
the R&D sector. Suppose thét < +o0. Increases imanddg make firms with low productivity
inoperative. Hence, the aggregate productivity of the R&D sector increasggs=Ifco, only
the most productive R&D firms conduct R&D activities= ¢max. HENCeE, an increase imoes
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not dfect the aggregate productivity of the R&D sector.

4 Welfare

This section examines the optimality of the Friedman rule. Per capita output grows at a rate
of g = ga+tInz(= ga + gz). If we usecN, = ,, the second equation of (6), and (23), social
welfare is rewritten as

(o2 (1- )1 L

U= 1-o (—-1)(Qat:Nd +p

whereAq, andZ, are the initial values ol andz;, respectively. By usindk:/N; = ¢/(BI(¢)),
we differentiatel with respect ta: B

d
sign{%} - (LR - E) BI(¢)o(In z)% + (0 = 1)(ga +¢In2) + p] —— ) (31)

N F(f) o’
where

L Bl'(¢)Inz—p - (00— 1)ga
R= BI(¢)oInz

(32)

The nominal interest ratdfects social welfare through itéfects on (a) the labor allocation
within the R&D sector and (b) the labor allocation between the intermediate goods and R&D
sectors. The second termin (31) representsviti@n-sector giect Consider the heterogeneous
case. An increase in the nominal interest rate makes low-productivity R&D firms inoperative.
Labor employment in the R&D sector concentrates on high-productive R&D firms and aggre-
gate R&D productivity,I'(¢), increases. This improves social welfare. If the productivity of
R&D firms is homogeneous, thisfect does not work becau¥ép) is constant ap.

The first term in (31) represents thetween-sectorfiect An increase in, raising the cost
of R&D, shifts labor employment from the R&D sector to the intermediate goods sector. Then,
Irt/N; decreases. lixi/N; > Lg, the between-sectoffect becomes positive because we have
ou/d1 < 0 (see Propositions 1 and 2). An increase lmas a positive welfarefiect. Thus,
inequalitylr/N; > Lg suggests that labor employment in the R&D sector ifficiently large,
while that in the intermediate goods sector isfiimgently small. Note thatr increases with
BI'(¢), which means that when the aggregate productivity of the R&D sector is higher, more
labor should be allocated to the R&D sector. The following two points are important: (i) if there
is no heterogeneity in R&D firms’ productivity,z becomes constant becausd'@f) = ¢ and
(i) if there is heterogeneity among R&D firms, Proposition 2 indicates lthdahcreases with
6r andi. Thus, the between-sectdfect depends on financial frictions and monetary policy.

To examine the optimality of the Friedman rule, the remainder of this section mainly eval-
uates the sign adU/ai ati = 0.

4.1 No Financial Frictions: g = +o0

If there is no heterogeneity in R&D firms’ productivity, the signadd/dili-o, ge=+ IS €qual to
the first term of (31). In (31).r is constant becausgy) = ¢ holds without heterogeneity.
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To consider the case where there is heterogeneity in R&D firms’ productivity, this subsec-
tion assumenax < +co0, Which ensures the existence of the steady state (see Proposition 2).
If there is no financial frictiondr = +c0), we havel'(¢) = pmax Thus, the within-sectorfiect
vanishes. In addition,r becomes constant because’¢p) = ¢may. Similar to the homoge-
neous case, the between-sectbe& determines the sign 68)/6ili—o, ga-+co-

Therefore, without financial frictions, ifr < Irt/N;, we havedU/dili—g, gr=r > 0, Which
means that the Friedman rule is not optimal, whiledf> Ig¢/N;, the Friedman rule is optimal.
This result does not depend on the presence of heterogeneity in R&D firms’ productivity. In
this sense, without financial frictions, heterogeneity in R&D firms’ productivity doesftedta
the optimality of the Friedman rufe.

4.2 Homogeneity and Financial Frictions:¢min = ¢max= ¢ and 6g < +oo
Without heterogeneity, we ha¥&y) = ¢. Thus,Lg is constant. We prove the next proposition.

Proposition 3. Suppose that Proposition 1 holds and that 0 and i = 0. If 6r(> 6rli-o) is

syficiently close tdRli-o that is defined in Proposition 1, we ha#¥/dili—o < 0. Moreover,

(i) if 0U/0lli=o, gr=+ < O, we havell/dili-o < O for all 6r(> Orli-o)-

(ii) if AU/dilizo, gr=+e > O, there exists a uniquex(> Orli=0) such that we havéU/dili-o < O for

Or € (BRli-0, BR), While we haveé)U /dili—o > O for 6r > br.

(Proof) Since decreases &g decreases (see the first inequality of (27k))/N:(= ¢/(By)) also
decreases a% decreases. From the second equation of (27b)lguitl; = ¢/(By), we have
Iingﬁgjlm/Nt = 0. If Lg > Irt/N; holds forfr = +co, thenLg > Ir¢/N; holds for allgr(> 6r).

If Lr < Irt/N; holds forér = +o0, there exists a uniql@(> %) such thatLg < (>)Irt/N; for
0r > (<)fr. Since the second term in (31) is absent, Proposition 3 is derived.

If there is no heterogeneity in R&D productivity, severe financial frictions make the Fried-
man rule optimal. The intuition is simple. Since severe financial frictions limit R&D firms’
access to external funds, R&D firms employ only a small amount of ldRgiN; < Lg). An
increase in the nominal interest rate decreases the labor allocated in the R&D sector further and
thus social welfare deteriorates. Hence, the Friedman rule is optimal. Proposition 3 (i) shows
that if the Friedman rule is optimal without financial frictions, it is also optimal in the presence
of financial frictions. Proposition 3 (ii) shows that even if the Friedman rule is not optimal
without financial frictions, severe financial frictions make the Friedman rule optimal.

The next proposition examines the characteristics of the optimal nominal interest rate.

Proposition 4. Suppose that Proposition 3 (ii) holds and titat > 6g holds, which implies
0U/dili-o > 0. Then, there exists a unigue 0 that maximizes U and increases with

(Proof) Sincedg > 6g, We havelg < Irt/N; for i = 0. Because ofgi/N: = ¢/(Byp), Irt/Nt
monotonically decreases witlisee (27a)). Defineby Qa(6r, 1) = Q,. The proof of Proposition

1 implies that a$ approaches Ir;/Ni(= ¢/(By)) approaches zero. Then, there exists a unique
i* € (0,i) such thatLg = Ir¢/Ni(= ¢/(By)) andi* maximizesU. Since: increases witltg, i*
must increase withg for Lg = Ir¢/Ni(= ¢t/(By)) to hold.o

As 6 increases beyongk, more and excessive labor is allocated to R&D. To achieve the
optimal allocation, the monetary authority should thus incréasedepress R&D.

81f ¢ = Ymax Wherey is R&D productivity in the homogeneous case amghy is the highest productivity in
the heterogeneous case, the two economies are identical if there are no financial frictions.
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4.3 Heterogeneity and Financial Frictions:¢omin < ¢maxand g < +oo
When there is heterogeneity in R&D firms’ productivity, we can prove the next proposition.

Proposition 5. Suppose that Proposition 2 holds and that the following inequality holds:
B-T (fbhzo) ‘Inz<p+ (o - 1)ga, (33)

and i = 0. Then, ifdr(> 6:"li—0) is syficiently close tar"|i-o, we havedU/dili_o > 0. Here,
%H a\ndfb are defined in Section 3.2.
(Proof) As shown in (30b), we have ljjp,g.+ ¢ = @, The inequality, (33), implies thaiz < O

whenor(> %H) is suficiently close t%“. Proposition 2 ensures that 0 and hencég;/N; =
t/(BI(¢)) > 0. Thus, we haver < Irt/N;, which implies that the between-sectdfeet is

positive wherdr(> @H) is suficiently close t%H. Proposition 2 shows that the within-sector
effect is also positive. Then, we hadv¥/dili—o > 0. O

With heterogeneity in R&D firms’ productivity, severe financial frictions may make the
Friedman rule undesirable. This result is in sharp contrast to that obtained in the absence of
heterogeneity among R&D firms.

Condition (33) ensures that for f$igiently smallog, the between-sectoffect is positive.

The intuition behind this result is as follows. When financial frictions are severe, R&D firms
with low productivity conduct R&D and thus the aggregate productivity of the R&D sector
becomes low. As a resultr becomes small and thus labor employment in the R&D sector
becomes ingiciently large (r¢/N; > Lg). If the monetary authority increasgdabor is real-
located from the R&D sector to the intermediate goods sector, which improves social welfare.
In addition, the within-sectorfiect works in the presence of heterogeneity.itficreases, low-
productivity R&D firms become inoperative and hence the aggregate productivity of the R&D
sector increases. This also improves social welfare. Thus, the Friedman rule is not optimal in
an economy with severe financial frictions and heterogeneity in R&D firms.

Importantly, Proposition 5 holds even if the Friedman rule is optimal without financial
constraints. This is counterintuitive. If the Friedman rule is optimal, an increase in the nominal
interest rate decreases social welfare and redudédss suggests that when the Friedman rule
is optimal,. may be indiciently low (underinvestment in R&P.A smallerdr depresses
further (see Section 3). Thus, one may conjecture that if the Friedman rule is optimal without
financial constraints, it is also optimal under severe financial constraints. This applies to the
homogeneous case (see Proposition 3 (i)). However, this conjecture is not true in the presence
of heterogeneity. Indeed, the next section shows numerically that under plausible parameters,
the Friedman rule is not optimal if financial constraints are severe, while it is optimal if financial
constraints are loose.

We mention the following two points. First, even when the between-seftemt é&s negative,
the Friedman rule becomes undesirable if the positive within-seffemtes sificiently strong.

Thus, (33) is the dticient condition foroU/dili-o > 0. Second, (33) impliekr < 0 for 6
sufficiently close todz". This does not mean thak < 0 holds for allgg(> 6r™), becausd g
increases witlfir. In fact, the next section numerically provides the cases where the between-
sector dfect is positive for smallr, while it is negative for largég.

Before closing this section, we examine whether (33) holds under plausible parameters.

9Chu and Cozzi (2014) show that in their model without heterogeneity and financial frictions, the optimality
of the Friedman rule is related to underinvestment in R&D.
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Following Liu and Wang (2014), We assume thafollows a Pareto distributiorf(¢) = 1 —
(¢min/@)?, wherea > 1 andgmin > 0 (gmax = +o0). Then, we havé'(p) = 2. After some
manipulation, we can rewrite (33) as B B

a(y-1)-In7 >y -1

We follow Acemoglu and Akcigit (2014) to set= 1.05. We sey = 1.225, which corresponds
to the intermediate value of the empirical estimates reported in and Jones and Williams (2000).
Chu and Cozzi (2014) also use these values. Then, the above condition becomes

a>1.103.. (34)

Sincea > 1, (33) holds for a wide range afunder the plausible values gfandz.

5 Numerical Analysis

Section 4 analytically shows that monetary policy may hatfeint welfare fects depending

on financial frictions and heterogeneity. Section 4 focusing on cases with no financial frictions
and extremely severe financial frictions. The numerical analyses in this section examine the
optimality of the Friedman rule under mild and plausible levels of financial frictions. In addi-
tion, we numerically study the optimal nominal interest rate. Our purpose is not to examine the
exact value of the optimal nominal interest rate because our model is too simple to identify it.
Instead, we focus on the qualitativBects of financial frictions on the optimal nominal interest
rate.

5.1 Calibration

As in Section 4, we set= 1.05 andy = 1.225. In addition, we set = 2 andp = 0.05. These
are conventional values in the growth literature.

The values ofg,, 6r, andB as well as the parameters concerning the distributiop of
are determined as follows. Since the long-run growth rate of per capita GDP in the United
States is about 2%, we choose the parameters sqytlkatgs + tInz = ga + gz = 0.02.
Comin (2004) shows that of the 2% long-run growth, only about 0.2% may be due to R&D
investment, while Chu (2010) finds that about 0.8% may be driven by domestic R&D in the
United States. As a benchmark, we take the average of Comin (2004) and Chu (2010) and
assume that R&D investment accounts for 0.5~ (Inz = 0.005. Thus, in a benchmark
calibration, we segi = 0.015. Givenz = 1.05, this assumption means thahust be equal to
0.5/In(1.05) ~ 0.1205 in the equilibrium.

Note that: satisfiesc = BI'(¢)lr:/N; (See (18)). We use the Business Research and De-
velopment and Innovation Survey (BRDIS) published by the National Science Foundation to
determine the target value kf;/N;. The BRDIS provides data on domestic R&D employment
in the United States. To calculate the share of R&D employment, we sum the employment
of scientists, engineers, their managers, and R&D technicians and technologists. We exclude
R&D support sté such as clerical workers from R&D employment. According to the BRDIS,
between 2008 and 2013, 6.8% of domestic employment in the sample accounted for R&D
employment on average. Thus, as a benchmark, we assumigiit= 0.068. These as-
sumptions imply thaBI'(¢) = ¢/(Irt/N;) = 1.5071. Since the period between 2008 and 2013
includes the so-called “zero-interest rate policy,” weiseD as a benchmark. Then, we choose
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the values oflzr andB as well as the parameters concerning R&D firms’ productivity to obtain
BI'(¢) = ¢/(Irt/Ny) = 1.5071 for the homogeneous and heterogeneous cases, respectively.

Before proceeding to each case, we mention the following points. We also calibrate the
parameters of our model, assuming tgat (Inz= 0.002 andy; = «Inz= 0.008. The former
corresponds to Comin’s argument, while the latter corresponds to Chu’s argument. We also
present the calibration undeg 0.05.

The BRDIS includes only existing institutions and thus it does not include R&D invest-
ments conducted by start-up firms. In addition, the BRDIS does not include companies with
fewer than five domestic employees. Then, our assumgtetN; = 0.068, may be inaccurate.
Between 2010 and 2013, the average shares of employment of firms with 5-9 and 10-24 em-
ployees were only 0.7% and 1.8% of domestic employment in the samples, respectively. Thus,
we conjecture that the employment of start-up firms and firms with fewer than five employees
are small. Hence, including the R&D employment of these firms may notlaliét; = 0.068
significantly. The BRDIS alsofters the amount of full-time-equivalent domestic R&D em-
ployment. Between 2008 and 2010, the average share of full-time-equivalent domestic R&D
employment was 4.7%, if we exclude R&D supportftahus, the following discussion re-
ports the results obtained undgf/N; = 0.047.

Homogeneous Productivity in the&® Sector. When there is no heterogeneity among R&D
firms, (26a) and (26b) characterize the equilibrium. The above procedure determines the value
of BI'(¢)(= By). As long as the value dBy remains unchanged, the valuesBand¢ do

not afect the equilibrium outcome. Thus, we need not calibBitand ¢. The parameter

to be calibrated i9r. Given the values ot, ¥, o, andp and the assumptions of, ¢, and
BI'(¢)(= By), we use (26b) to determine the value@f After that, we use (26a) to determine

the value ofgg. Under the benchmark assumption, we @et 1.0076 andg ~ 0.0841. The

value ofég is 0.0154.

Heterogeneous Productivity in the&® Sector.In the presence of heterogeneity, (24b) and (28)
characterize the equilibrium. As in Liu and Wang (2014), we assumeytfatows a Pareto
distribution,F(¢) = 1 — (¢min/¢)?, Wherea > 1 andyn,in > 0. Then, (24b) can be written as

(a_SFB@a —p - (O- - 1)gA 3
‘s (c-1)Inz ’ (35)

where®g = 6r(Bemin)2. We rewrite (28) as

1+| B()D P~ (O- 1)gA

L= : (36)
By
(c-1)Inz+1+ “iﬂl i)
whereBI'(¢) = =% Bp. The last term in the denominator is modified. In (35) and (36), we

regardBy as an endogenous variable, insteag.oGiven the values df, y, o, andp and the
assumptions o, ¢, andBI'(¢), (36) determines the value Bfp. Then, we usdI(p) = 32 1B‘P

and the assumption @I'(¢) to determine the value . We finally use (35) to determine

the value of®g. Note that as long a®x remains unchanged, the valuestgf B, andgm, do

not dfect the equilibrium outcome. Thus, we do not calibrate these three parameters. We use
®r as a measure of the severity of financial frictions. We denote the lower bou@Q ab

Or" = :™(Bemin)2. Under the benchmark assumption, we Bet~ 0.8225,a ~ 2.2015 and

Or ~ 0.0547. The value o4 satisfies (34). The value %H is 0.0051.
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5.2 Numerical Results

The four panels in Figure 1 plot the right-hand side of (31) evaluated=at0 against the
measure of financial friction®§ or ®g). The vertical lines in each panel show the calibrated
value ofég or Og. In all cases, under the calibrated valuedgfor Og, the Friedman rule is

not optimal. The upper two panels use the benchmark calibration parameters, exégpirfor
Or. Panel (a) shows that without heterogeneity in R&D firms’ productivity, the Friedman rule
is optimal if financial frictions are severég(is low), while the Friedman rule is not optimal if
financial frictions are milddg is high). This corresponds to case (ii) in Proposition 3. Panel
(b) shows that in the presence of heterogeneity in R&D firms’ productivity, the opposite result
holds: under mild financial frictions, the Friedman rule is optimal, while under severe financial
frictions (@g is small), the Friedman rule is not optimal, as discussed in Section 4.3.

[Figure 1]

Panel (b) further shows that financial friction$ezt the between- and within-sectdfets.
With severe financial frictions, there is a positive between-seéectewhile there is a negative
between-sectorfiect with mild financial frictions. This is because with severe (mild) financial
frictions, the aggregate productivity of the R&D sector becomes low (high) and henoe-
comes small (large), which means that a small (large) amount of labor should be allocated to the
R&D sector. As financial frictions become mildegg increases), the within-sectoftect in-
creases. If financial frictions are severe, only a small amount of labor engages in R&D activity.
Then, even if the aggregate productivity of the R&D sector improves, R&D intensitgnges
little. Thus, the within-sectorféect becomes small. However, if financial frictions are mild, a
large amount of labor engages in R&D activity, which means that even a slight improvement
in the aggregate productivity of the R&D sector has a large impact on R&D intansityus,
the within-sector ffect becomes large. The lower two panels use the calibrated parameters,
assuming that= 0.05. These two panels show that the results are fliet#ed qualitatively.

The panels in Figure 2 pldl and the inflation rate againstusing the benchmark cali-
bration except for, g and®r. The left-hand vertical axis of each panel measuuesvhile
the right-hand one measures the inflation rate. The upper five panels are for the homogeneous
productivity case, while the lower five panels are for the heterogeneous productivity case. If
we move from the left panels to the right ones, financial frictions become milder. The second
panels from the left present the results under the calibrated valdgsofl®g. These two pan-
els show that there is an optimal nominal interest rate and an optimal inflation rate in both the
homogeneous and the heterogeneous R&D productivity cases. The purpose here is not to ex-
amine the exact value of the optimal nominal interest rate. Instead, we focus on the qualitative
effects of financial frictions on the optimal nominal interest rate. If there is no heterogeneity in
R&D firms’ productivity, the optimal interest and inflation rates decrease as financial frictions
become severew§ decreases), as shown in Proposition 4. By contrast, with heterogeneity
in R&D firms’ productivity, the optimal interest and inflation rates increase as financial fric-
tions become severe®f decreases). As financial frictions become severer, low-productivity
R&D firms become operative, which results in lower aggregate R&D productivity. Then,
becomes smaller and hence labor employment in the R&D sector becorffesendy larger
(Irt/N; > Lg). An increase in the nominal interest rate mitigates tifieots of severer financial
frictions by making low-productivity R&D firms inoperative and reallocating labor from the
R&D sector to the intermediate goods sector. Thus, the optimal nominal interest rate increases
asOg decreases. These panels also show that the welf@eemay be small quantitatively.

[Figure 2]
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The four panels of Figure 3 show the right-hand side of (31) evaluatéd=aD under
different assumptions abayt(= ¢ In z) andlg/N;. The left two panels are for the homogeneous
R&D productivity cases. Since we haltg < 0 if gz = 0.002, which violates one of the
assumptions in Proposition 3, we do not present the resuligfer 0.002. In all cases, with
severe financial frictions (lowg), the Friedman rule is optimal, as shown in Proposition 3. If
we assume; = 0.008 orlg:/N; = 0.47, the Friedman rule becomes optimal for@&l> 6r),
which corresponds to case (i) in Proposition 3. The right two panels in Figure 3 are for the
heterogeneous R&D productivity cases. In all cases, with severe financial friction®gpw
deviating from the Friedman rule improves social welfare, as we show in Proposition 5.

[Figure 3]

Figure 3 shows that the range @f and ®r under which the Friedman rule is optimal de-
pends on the assumptions®{= ¢ In 2) andlg/N;. Note thaBI'(¢) = ¢/(Irt/Nt) = (9z/ In 2)/(Irt/Ny).
A large g; or a smalllg,/N; implies high aggregate productivity in the R&D sector. Figure 3
suggests that if the aggregate productivity of the R&D sector is high, the Friedman rule tends
to be optimal for a wider range of financial frictions.

6 Financial Frictions and Cash on Intermediate Goods

This section constructs a model in which intermediate goods firms face a CIA constraint and
have an incentive to default. To save the notations, we use the same notations used in the
benchmark model, as far as we can.
We focus on the intermediate goods sector. Between tiamelt + dt, intermediate goods
firm j behaves as follows. First, it sepg;, which determines the amount of labor inplt;:,
through (2) and (3). At the same time, firms determine the amount of real mopgy,that
they borrow from households. We assume that firms use money to pay the propastjonl)
of labor wages. Thus, the CIA constraint is givendwly,; - dt < my,; - dt. The assumption
B < 1 means that the CIA constraint in the R&D sector is tighter than that in the intermediate
goods sector, reflecting the fact that firms rely on cash extensively to finance R&D. Since
intermediate firms cannot make upfront payments to workers and cannot mgpaydt to
households until they earn revenue, workers and household§actvely providing credit to
intermediate goods firms. Second, fijnearns the revenue @:x;; = Y;, where the equality
holds because of (2). Finally, firm decides whether to repay the remaining labor wages,
(1 - B)wily;t, and money, (& i)my ;. If firm j defaults, it is caught with probabilitgy - dt
(6% > 0). Its revenue is seized and the firm is perpetually excluded from future access to credit.
We derive an incentive constraint for firm|If firm j defaults, its value in terms of the final
good becomeq];. Otherwise, the value ig,. We defineq;: = maxaj;, d}}. Then, we have

. 1- Lt - dt
QTt = [pj,th,t + (Mt — BWelx i) — (1 = B)Wilyje — (1 + |t)mx,j,t] dt + mqj,t+dt,
1-y¢-dt—06y-dt

1+r-dt

quj,t = [pj,txj,t + (My it —,BWt|x,j,t)] dt +

Qj,t+dt-

Here, we take into account the fact that innovation happens at the rateddf If q}f‘t > qj-[?t,

firm j has no incentive to default and we hayg = qft. From th > q'ft, we can derive the
following financial constraint:

(1= BWilyje + (L +i)my e < 0xQjtrdt- (37)
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We show that (37) never binds in the equilibrium. Fijehoose;; andm, j; to maximize
Q;: subject to (37). If we use the demand function, )(= th) is given by

1—Lt'dt

Qjt = [Yt + (M0 — Bl ) = (L= BWelje — (1 + it)mx,j,t] dt + Tor, - droe

Suppose that (37) holds with equality. The above equation shows that since the demand func-
tion, (2), has unit price elasticity, firjis choice ofp;; andm, j; has no influence on its revenue
Pi«Xjt = Yi. Thus, firmj can increase;; by reducingl, ;; andm, ;;. This makes the financial
constraint loose and unbinding. Hence, (37) never binds in the equilibrium.

In the presence of the CIA constraint, the total cost of producing intermediate jgsod
(1 +Bigwily ;. The marginal cost of producing intermediate gqasl given by (1+ Si)w;/z°.
Thus, we havepj; = (1 + Bi)W/Z%, Xjr = Z9Yy/[Y (1 + Bigwe], andly jr = Yo/ [ (1 + Big)wi].
The operating profita, j;, is given by (4b), as before. Since firms earn the same levels of
operating profitsg;; becomes independent gfq;; = ¢, whereq; satisfies (5), as before. The
second equation of (6) still holds. However, the first one is modifiesk asAZ /[(1 + Biy)y].

In the benchmark model, the steady state equilibrium is characterized by three equations,
namely (24a), (24b), and (24c). Of these three equations, (24b) and (24c) aftentadhby
the extension in this section. (24a) is modified as

1+
By(1 + Bi)

GivenQ, aslong ag € [0, 1), 8 does not fect the qualitativef@ect ofi ony. Thus, introducing

a CIA constraint in the intermediate goods sector does not alter Propositionsg.<q06t 1).

Of course, this extension quantitativelffects the level of the optimal nominal interest rate.
However, the qualitative characteristics of the optimal nominal interest rate aréexitd.

¢ = Q.

7 A Variety-Expansion Model

This section observes that under some conditions, the benchmark quality-ladder model be-
comes identical to a standard model of expanding product variety and hence all of the results
thus far hold. As in Section 6, we use the same notations used in the benchmark model, as far as
we can. For simplicity, we do not consider the financial and CIA constraints in the intermediate
goods sector. This can be justified by the discussion in Section 6. Since the variety-expansion
model has been well studied, we describe the model briefly.

The final good is produced by

y-f . ¢ %
Yi=A Q) F Xit"|
0

whereQ; > 0 is the variety of intermediate goods¢ (0, 1) is a parameter, and> 0 represents
the gains from the increased division of labor. This formulation follows Ethier (1982). Product
variety ), increases through R&D activities. Demand for ggad given by



A unit of labor produces a unit of intermediate gopdFirm j maximizes its operating
profits,mry j: = (Pj: — Wi) X1, Subject to the above demand function, which yields

Y, Y,
it = _t(E X = |x,t)’ andﬂx,j,t = (1 —f)at(s 7Tx,t)-
t

W _
Pjt = z (= py). o

The value of intermediate goods firegy, satisfies g = 7x: + G;. The two equations in (6) are
modified as

=AY and Y = AQ - Qulyy,

whereQly; is the total labor allocated to intermediate goods production.
If an R&D firm with productivity ¢ employslg . units of labor at time, new intermediate
goods are invented according to

|R,sat

wt—Qt BQO_

whereQ, represents knowledge spillover. The other settings for the R&D sector are the same
as in the benchmark model. If we redeflqae = (1 + igwN;/(Bg€), we can derive the
same equations as (13), (15), and (16). The aggregate growth r@eiogiven bygo; =
[(Q41/Q)dF(p) = B [(¢lre1/Ne)dF (). If we replace; with go., (18) still holds.

The preference of the representative household is given by (19). The second equation of
(20) is modified asy, = w — ni. Utility maximization yields the Euler equation, (22). The
monetary authority behaves in the same way as in the benchmark model.

Since the labor market equilibrium requitds= Ig; + Qil«:, (23) is modified as

Qulyt _1- Ja.t

In the above equation, we use (18), of whigcls replaced withgg.

In the steady staten:, ¢, Irt/N;, andQy/N; become constant over time. To study the
steady state, we defig = AQ:” Ni/(q:Q:) andV; = AQ"N;/V;. In the steady state, the growth
rate of per capita output is given loy= ga + ydq:. The steady state is characterized by

,_£1+0)Q
R B ’

0 [ (2 - 1) dF(9) - p - (o - Don
Oat = 1)y ;
g L=0Q—p (7~ 1)gs

(- 1)y + 1+(1—§)%@'
If we sety = Inzand¢ = 1/y and replaceyq; with ¢, these three equations become identical to

(24a), (24b), and (24c), respectively. Thus, all the results of the benchmark model hold in the
variety-expansion model described in this section.
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8 Conclusion

The empirical facts show that (a) R&D investments are exposed to financial constraints, (b)
heterogeneity in R&D productivity matters in the presence of financial constraints, and (c)
R&D firms rely on cash to finance R&D expenditure. These facts suggest that monetary policy
could have importantféects on R&D activities. Thus, we construct an R&D-based endogenous
growth model that reflects these three facts.

If there are severe financial constraints, the optimality of the Friedman rule depends cru-
cially on the presence of heterogeneous R&D productivity. Without heterogeneity, the Fried-
man rule is optimal. By contrast, with heterogeneity, social welfare is improved by deviating
from the Friedman rule under a plausible condition. The numerical analysis shows that there is
a unique optimal nominal interest rate. Without heterogeneity, as financial constraints become
severer, the optimal nominal interest rate decreases. With heterogeneity, the opposite result
is obtained. Our results indicate that ignoring financial constraints on R&D investments and
heterogeneous R&D productivity might result in inappropriate recommendations for monetary

policy.

Appendix

A Derivation of (24a) (24b), and (24c)

From the final goods market equilibriumN; = Y;, we have

1 a(lx,t/Nt)
lxe/Ne ot ’

rt—p—n:a(gA+Lt(Inz)+ (A.1)

where we use the second equation of (6), (22),@nd Z/Z = «Inz We use (4b), (5), (15),
the second equation of (6), and the definitiolQpindV; to derive the following two equations:

%:9A+Ltlnz+n—{rt—0Rf [ﬁ—l)dF(go)}, (A.2)
t ft ft

' -1_ 1y
%:gA+LtInz+n—(rt+Lt—$w Qtﬁ’:). (A.3)

We setd(l,/N)/dt = V; = Q = 0in (A.1), (A.2), and (A.3). We eliminate, from (A.1)
and (A.2) and then rearrange the resulting equation to obtain (24b). Similarly, we obtain (24c)
from (A.1) and (A.3). Substituting the first equation of (6) into the definitiogtqﬁelds (24a).

SettingQ; = 0in (A.3) and using = p + n + o[ga + «(IN 2)] yield (25).

B Proof of Proposition 1

Qa(6r, 1) Is an increasing function @k that satisfie€,(0, i) = 0. Then, if limy,— 1o Qa(Or, 1) >
Qu, there exist a uniquéi, that satisfie®Qa(0r, 1) = Q andQa(br, 1) > Qp for br > k.
Suppose thair < +c0. Because ofr > 1, (26a) shows thatdecreases witkQ and takes a
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positive value foiQ < Q,(6r). We differentiate (26b) with respect @:

de v N
Z

where we use (23). Then, (26b) is an increasing functio® tiat takes a positive value for
Q > Qp. As shown in Figure 4 (a), #r > 65 (Qa(6r,i) > Qp), the graphs of (26a) and (26b)
have a unique intersection such thhat 0. Next, suppose th#@; = +c. To draw the graph
of (26a), we divide both sides of (26a) by and take the limit obr — oo, which results in
Q= %(z lim g+ Qa(Or,1)). Thus, wherggr = +co, the graph of (26a) becomes vertical.

Because of lim,—.« Qa(br, 1) > Qp, the graphs of (26a) and (26b) have a unique intersection
such that > O (see Figure 4 (b)).

[Figure 4]

Irrespective of whetheflr < +o0 Or fr = +oo0, an increase i shifts the graph of (26a)
leftward. Whervr < +c0, an increase ifir shifts the graph of (26a) rightward. As — 6R,
the intersection of (26a) and (26b) approact@s) = (Qy, 0). Then, the fiects ofi andgg on
tin (27a) and (27b) are obtained. Becaus€&(@f) = ¢, we have (27c).

C Proof of Proposition 2

From (29), we havér"™ = [p + (o — 1)ga]/ f:’ (f - 1) dF(p). Sincegoa(@R) increases witltg,
R oo \ % pd

we havey (6r) > ¢, for g > 6r". Sincey_depends o, 5" also depends on
Suppose thaiz < +c0. We differentiate (24b) with respect o

sign{ﬂ} - _6q f L dF(g) <.
d e ¢

Then, (24b) is a decreasing function that takes a positive valug %ogoa(@R). We next difer-
entiate (28) with respect tp: -

sign de | _ b + £k >0
Mde [~ N BTGP

where we use (23). Then, (28) is an increasing function that takes a positive valpge>for
fb(gR)' As shown in Figure 5 (a), i,fa(GR) > (6r > G_RH), the graphs of (24b) and (28) have a
unique intersection with > 0. Next, suppose th&@k = co andgnax < +o0. To draw the graph
of (24b), we divide both sides of (24b) sy and take the limit oflr — +co, which results in

¢ = Pmad= Mg+ @ (Br)). The graph of (24b) becomes vertical. Becausegk > ¢, the
graphs of (24b) and_(§8) have a unique intersection wilD (see Figure 5 (b)).

[Figure 5]

Irrespective of whethefig < +o0 Or g = +o0, an increase in shifts the graph of (28)
rightward. Whergg < +co, an increase i shifts the graph of (24b) rightward. Thus, we
obtain (30a) and (30b). Whes approachegg, the intersection of the two graphs approaches
(p,0) = (gob, 0), which results in the third equation of (30b). Note that we hée) > O if
Or < +0c0, While we havd () = gmaxif 6r = +0. Thus, we have (30c).
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