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Abstract

Entrepreneurship, growth and total factor productivity are larger when
there is a financial bubble. We explain these facts using a growth model
with financial bubbles in which individuals face heterogeneous wages and
returns on productive investment. The heterogeneity in the return of in-
vestment separates individuals between savers and entrepreneurs. Savers
buy financial assets, which are deposits or a financial bubble. Entrepre-
neurs incur in a start-up cost and borrow to invest in productive capi-
tal. The bubble provides liquidities to credit-constrained entrepreneurs.
These liquidities increase investment and entrepreneurship when the start-
up cost is large enough, which explains that growth and entrepreneurship
can be larger with bubbles. Finally, productivity can be larger when the
bubble further increases the investment of more productive entrepreneurs.
This can occur when the return of investment is correlated with wages.
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1 Introduction

After the great recession, there has been renewed interest in analyzing growth
models with financial bubbles. However, the effect that bubbles may have on
the number of entrepreneurs and their productivity has largely been ignored.
The goal of this paper is to consider these effects to gain new insights into the
consequences of financial bubbles for growth and productivity. To achieve this
goal, we build a growth model with financial bubbles that not only explains
facts obtained from aggregate data but also from firm-level data.

We distinguish two facts using aggregate data. First, Campbell (1999),
among many others, show that asset price volatility is highly procyclical. We
follow the literature on financial bubbles and interpret asset price growth as the
result of a bubble and the reduction of asset prices as the result of a bubble
burst. According to this interpretation, growth is larger when there is a bub-
ble. Caballero et al. (2006) and Martin and Ventura (2012) provide convincing
evidence on this relationship. Second, Basu, and Fernald (2001), Basu et al.
(2006) and Field (2010) show that total factor productivity (TFP) is procycli-
cal.? Since bubbles are also procyclical, this second evidence implies that TFP
is large when there is a bubble and declines when it bursts. This is consistent
with findings obtained by Meza and Quintin (2005), Pratap and Urrutia (2012),
Queralto (2011) and Tang (2017), who find that TFP fell during East Asian,
Mexican and Argentine financial crises in the 1990s and in Spain during the
Great Recession.

We also distinguish two facts using firm-level data. First, Koellinger and
Thurik (2012) show that entrepreneurship is procyclical.® Since bubbles are
also procyclical, this finding implies that the number of entrepreneurs increases
during a bubble and declines when it bursts. This has been confirmed by Klap-
per and Love (2011) and Tian (2018), who show that the number of entre-
preneurs falls drastically during the Great Recession. Second, Bartelsman and
Doms (2000), Lee and Mukoyama (2015) and Tian (2018) show that new firms
are smaller and less productive than incumbents and that these differences are
more pronounced in booms than in recessions. Therefore, periods with bubbles
correspond to periods in which the number of firms increases, but these new
firms are less productive and smaller in size.

The literature on financial bubbles has mainly explained the facts obtained
using aggregate data. This literature has studied the growth effects of bubbles

IThis is in contrast to the literature on firm dynamics, which has shown that entrepre-
neurship is an important channel through which financial development affects productivity.
For instance, Midrigan and Xu (2014), Buera, et al. (2011) and Jeong and Townsend (2007)
distinguish between the intensive and extensive margins of financial development and show
that the effect on productivity is mostly explained by the extensive margin; that is, the change
in the number of entrepreneurs and their productivity.

2Fernald and Wang (2016) confirm that TFP is procyclical, although they also show that
after mid-1980s the TFP became less procyclical.

3Koellinger and Thurik (2012) show a positive correlation between entrepreneurship and
deviations of GDP from trend for a cross-country panel of 22 OECD countries for the period
1972 to 2007. Bilbiie et al. (2012), Campbell (1998), and Clementi et al. (2016) show that in
the US firms entry is procyclical, while exit is countercyclical.



since the seminal papers by Tirole (1985) and Grossman and Yanagawa (1993).
In these papers, the introduction of a speculative asset without fundamental
value, a financial bubble, reduces productive investment and growth. More re-
cent literature has shown that if individuals are heterogeneous and face credit
constraints then bubbles can promote growth, which is more in line with evi-
dence. For instance, Fahri and Tirole (2012) consider a model with three period
lived individuals and assume that productive investment can only be done in
the second period of life. This implies that in every period there is heterogeneity
among individuals of different age regarding their investment decisions. Since
part of the labor income is generated in the first period of life whereas pro-
ductive investment occurs in the second, the bubble, by increasing the savings
devoted to the demand of financial assets, provides the liquidities needed to
invest when individuals are credit constrained in the second period. This is the
liquidity effect of the bubble that explains why growth is larger with bubbles.*
Another example of the liquidity effect is in Martin and Ventura (2012), who
consider two groups of individuals differentiated by their return of productive
investment. Those individuals with a large return invest and become entre-
preneurs, whereas the rest are savers that accumulate financial assets. When
entrepreneurs are credit constrained, the bubble promotes growth by providing
the financial liquidity needed to invest.?

Some papers have also studied the effect of bubbles on TFP. In particular,
Miao and Wang (2012) show that if bubbles increase investment of more pro-
ductive entrepreneurs relative to less productive ones then TFP is larger with
bubbles, which is in line with evidence. Hirano and Yanagawa (2017) obtain a
similar conclusion in an endogenous growth model.

Very few papers consider the effect of bubbles on the number of entrepre-
neurs. One exception is Kunieda and Shibata (2016), who study an economy in
which the returns of productive investment are individually-specific and follow
a continuous distribution. Individuals compare these returns with the returns
of financial assets to decide between being savers, who save only through fi-
nancial assets, or entrepreneurs, who invest in productive capital. Since the
bubble increases the savings devoted to the demand of financial assets, it rises
the return of these assets. As a consequence, the bubble reduces the number of

4The literature distinguishes between two growth-enhancing roles of the bubbles. One is
the liquidity role of the bubble: agents hold at the beginning of the period the bubble and
sell it to increase their productive investment (Kocherlakota (2009), Farhi and Tirole (2012),
Martin and Ventura (2012), Hirano and Yanagawa (2017)).The other one is the collateral
role of the bubble: agents buy the bubble to increase their possibilities to borrow and use
these loans to invest in capital (Kocherlakota (2009), Martin and Ventura (2016)). In Clain-
Chamosset-Yvrad, et al. (2020) we show that in the absence of uncertainty both roles are
identical. Accordingly, in this paper we do not distinguish them and we simply refer to this
growth enhancing effect of the bubble as the liquidity effect.

5There are many other examples of models with bubbles and heterogeneous individuals.
For instance, Bengui and Phan (2018) and Graczyk and Phan (2018) consider that individuals
have different endowments, which separates individuals between borrowers and lenders. This
distinction is also in Basco (2016) and in Kocherlakota (2009) in a model of infinitely lived
agents. In contrast, Hillebrand (2018) distinguishes between three groups of individuals:
savers, entrepreneurs and semi-entrepreneurs.



entrepreneurs. 6

We contribute to this literature by showing that the aforementioned four
facts can be explained as the result of the transition between a bubbly and a
bubbleless steady state of an overlapping generations (OLG) model with the fol-
lowing characteristics. First, as in Fahri and Tirole (2012) and Clain-Chamosset-
Yvrad et al. (2020), we introduce the liquidity effect of the bubble by assuming
that individuals can invest in productive capital only in the second period of
life, whereas part of the labor income is obtained in the first period. In the
first period, individuals save or borrow through two different financial assets: a
deposit (or a credit) and a financial bubble. In the second period, individuals
face a borrowing constraint that limits investment. More precisely, to borrow
they must use the financial asset and productive capital as collateral. Second,
as in Kunieda and Shibata (2016), there is a continuous distribution of abilities
in the population. These abilities are an individual-specific productivity shock
that determines the return of productive investment. Third, as in Martin and
Ventura (2012), Kunieda and Shibata (2016), Hirano and Yanagawa (2017),
among many others, these heterogeneous returns separate individuals between
entrepreneurs and savers. Forth, we assume that abilities not only determine
the productivity of individuals as entrepreneurs but also as workers. As a result,
wages are heterogeneous in the first two periods of life. Finally, we assume that
individuals incur a start-up cost to be entrepreneurs. The introduction of this
cost and wage heterogeneity are the novelties of this model. We show that they
are crucial to explain the aforementioned facts.

The economy can converge to two different steady states: a bubbly steady
state in which financial assets are deposits and the speculative asset, and a
bubbleless steady state in which the only financial asset is the deposit. We show
that the return of financial assets is larger in the equilibrium with bubbles, which
is a consequence of the larger demand of financial assets in this equilibrium. We
also show that if a bubbly steady state exists then the return of financial assets
equals the growth rate in this steady state and it is lower in the bubbleless
steady state. These results coincide with the ones obtained by Tirole (1985)
and Grossman and Yanagawa (1993) in models in which individuals that belong
to the same generation are identical. Therefore, we show that these classical
results remain with heterogeneous individuals.

We use the comparison between steady states to study the effect of the
bubble on the composition of the population between savers and entrepreneurs,
on growth and on productivity. Two opposite mechanisms determine the effect
of the bubble on the composition of the population. On the one hand, in a
bubbly economy the return of financial assets is larger, which implies that more
individuals choose to be savers. On the other hand, the liquidities provided
by the bubble make adult individuals wealthier, which facilitates that more
individuals can afford the start-up cost. Therefore, the number of entrepreneurs
is larger in the bubbly economy when this cost mechanism dominates. Moreover,

6Kunieda (2008) considers the same mechanism in the context of an OLG model and
Kunieda (2014) also introduces this mechanism to study the effect of bubbles on growth in a
model of perpetual youth.



we show that these new entrepreneurs are less productive and invest less than
existing entrepreneurs, which is in line with firm level evidence.”

We also show that the bubble affects growth through three distinct effects:
the liquidity, leverage and composition effects of the bubble. First, as in Fahri
and Tirole (2012), the bubble provides liquidities to adult credit constrained en-
trepreneurs that then increase productive investment. Thus, the liquidity effect
promotes growth. Second, the larger return of financial assets in the bubbly
economy reduces the amount of credit that can be obtained using productive
investment as collateral. As a result, productive investment decreases. This
is the leverage effect that reduces growth. Finally, the composition effect of
the bubble is a contribution of this paper. A larger number of entrepreneurs
increases capital accumulation and growth. Therefore, the composition effect
promotes growth when the bubble increases the number of entrepreneurs.

We finally show that the previous three effects also modify TFP. The compo-
sition effect decreases productivity when the number of entrepreneurs increases,
since new entrepreneurs have lower productivities. The leverage effect reduces
TFP because the increase in the return of financial assets causes a larger decline
of the investment of more productive entrepreneurs. Finally, the liquidity ef-
fect of the bubble increases TFP when the productivity of investment is more
correlated with the wages in the first period of life than with the wages in the
second period. When this happens, the bubble provides more liquidities to
more productive entrepreneurs. As a consequence, it further increases the in-
vestment of highly productive entrepreneurs, which explains that the liquidity
effect increases TFP.

The correlation between wages in the first period of life and the return of in-
vestment in the second period is related to findings in the literature that studies
the effect of financial development on growth and TFP. This literature inter-
prets financial development as access to external financing that, together with
self-financing, is used to invest (see Cooley and Quadrini, 2001; Midrigan and
Xu, 2014). In this literature, self-financing substitutes external financing. As a
result, Moll (2014) shows that external financing cause a smaller increase in TFP
when idiosyncratic shocks are persistent, since more productive entrepreneurs
have access to larger self-financing. We also analyze how the interaction between
the persistence of idiosyncratic shocks and external financing affects TFP. In our
model, the persistence of shocks is measured by the correlation between wages of
the young and investment productivity of the adult, self-financing corresponds
to the savings of the young individuals who will be entrepreneurs in the follow-
ing period and we consider two sources of external financing: credit and the
bubble. The bubble introduces significant differences. Unlike Moll (2014), we
show that when this correlation is large, the external financing, introduced in
our framework by the bubble, positively affects TFP. The reason for this differ-
ent finding is that the bubble increases the returns of the savings of the young
individuals and, hence, it enlarges the effect of self-financing on investment.

"This result is related to Aghion et al. (2019) that shows that better credit access allows
less efficient firms to remain longer on the market.



Thus, self-financing complements the bubble, whereas it substitutes credit.

We conclude that the bubble can increase the number of entrepreneurs,
growth and TFP, even though new entrepreneurs are less productive. Therefore,
this model not only explains the facts obtained using aggregate data, but also
the facts obtained using firm level data. As a consequence, we include the com-
position effect in the analysis of the growth and productivity effects of bubbles,
focusing on the extensive margin of the bubble.

This paper is organized as follows. Section 2 presents the model. Section
3 characterizes the equilibrium. Section 4 analyzes the effect of bubbles on
entrepreneurship, productivity and growth. Concluding remarks are provided
in Section 5, while some technical details are relegated to an Appendix.

2 Model

We consider a discrete time overlapping generations model (¢t =1,2,...) with
firms, entrepreneurs and savers.

2.1 Production

We assume that entrepreneurs produce a homogenous good with the same con-
stant returns to scale technology. As a result, production is fully characterized
using an aggregate production function that relates final output, y;, with effi-
ciency units of labor, [;, and aggregate capital, k;. An externality associated to
the average capital to labor ratio, @;, increases labor productivity. Therefore,
the aggregate production function is:

yr = F ke, aly).

This production function has the usual neoclassical properties; that is, it is a
strictly increasing and concave production function satisfying the Inada con-
ditions and is homogeneous of degree one with respect to its two arguments.
Profit maximization under perfect competition implies that the wage w; per
efficiency unit and the return of capital ¢; are given by:

wy = Fy(ky, ayly)ay, (1)

qr = Fi(ke, agly). (2)

We will consider only symmetric equilibria for which a; = a;, where a; =

ki/l;. Using (1) and (2), we deduce that the wage per efficiency unit and the
return of capital at an equilibrium satisfy:

wy = (1 — s)Aay, (3)

qt = SA» (4)

where s = F1(1,1)/F(1,1) € (0,1) is the capital income share and A = F(1,1) >
0.



2.2 Individuals

The economy is populated by individuals ¢ € [0, N] that live for three periods:
young, adult and old. We assume that the mass of individuals in each generation
N is constant.

Young and adult individuals work and obtain wages w;t and wfl’t 11, respec-
tively. Young individuals consume cit and save using two different financial
assets: a speculative asset, bﬁ,t, with return R; ;1 and a deposit, dﬁ’t, with
return Rg ;1. Adult individuals consume cé,t 41, may invest {,, in productive
capital and save by, in the speculative asset and d;,, in the deposit. Indi-
viduals that invest in productive capital are entrepreneurs and obtain a return
of productive investment that is individually specific and equal to ¢} +2.8 Capital
totally depreciates after a period. The return of the speculative asset purchased
by adult individuals is Ra ;42, which is a priory different from the return of the
speculative asset purchased by young individuals. These speculative assets, that
are supplied in a fixed amount, are financial bubbles when their aggregate value
is positive. Since their fundamental value is zero, their return coincides with
the growth of its price. Finally, old individuals do not work, obtain the return
of the different investments made when adult and consume ¢4 ;5. Accordingly,
the budget constraints of the young, adult and old individuals are, respectively:

Czl,t + dll,t + bll,t = w;,tv (5)
i i i i i i i
€441 T Kigpo + d2,t+1 + b2,t+1 = Weq 41 T Rd,t+1d1,t + Rl,t+1b1,ta (6)
i i i i i
C3442 = Qirokiya + Rd,t+2d2,t+1 + R2,t+2b2,t+1- (7)

The financial assets are used to borrow when they take negative values. A
negative value of the speculative asset implies that individuals short sell this
asset, whereas a negative deposit is a credit. Therefore, adult individuals that
borrow have access to two different sources of external financing: the credit and
the bubble. These individuals face the following constraint:

—Ratody g < Ropqoby ;g + 0gi oK. (8)

This credit constraint ensures a strictly positive wealth in the last period of life
and implies that the cost of the credit, —Rd,t+2d§,t+17 is limited by the value
of the bubble in the last period and by the return of productive investment.’
Therefore, both the bubble and a fraction 6 € [0,1) of productive investment
are used as collateral. The parameter § measures the degree of pledgeability of
productive investment and, hence, it is a measure of financial development.
The return of the financial assets has different interpretations. It is an inter-
est factor for deposits, while it is the growth of the price for the speculative asset.

8This individually specific return of investment is consistent with recent evidence that
shows that the return of investment increases with the wealth of the investor (see Fagereng,
et al., 2020).

9 A similar credit constraint was introduced by Martin and Ventura (2016), and by Kocher-
lakota (2009) in the particular case in which 6 = 0.



Despite this different interpretation, from the budget and credit constraints we
observe that the financial assets are perfect substitutes and, therefore, their
returns coincide, i.e. Rg++1 = Rit41 = Raty1. We denote by R¢iq this com-
mon return of financial assets. Therefore, both sources of external financing are
identical for the individuals. However, since the aggregate supply of these two
financial assets are different, the introduction of the bubble modifies individuals
decisions through general equilibrium effects.

Preferences of an individual ¢ born in period t are represented by the follow-
ing utility function:

aln(cit) + Bln(cé,t—kl — fla)+ 71n(c§7t+2), 9)

where «, § and y are positive preference parameters that satisfy a+ 8+~ =1,
and f} |1 is a start-up cost that individuals must pay to be entrepreneurs.

Adult individuals that decide to be entrepreneurs spend time searching for
productive investment opportunities, which introduces a start-up cost that takes
the form of a time cost. This time cost reduces leisure time and, therefore,
causes a utility loss. Since it is a time cost, we assume that it is proportional
to the wage of adult individuals, wfl,t +1- Therefore, the start-up cost is fi,; =
éw, .y > 0 if the individual is an entrepreneur, whereas ff,; = 0 if she is
not.! The parameter ¢ € (0,1) is the start-up cost rate that measures the
fraction of time spend searching for investment opportunities. The additive form
of the utility function used to introduce the start-up cost has the advantage
that the cost can also be interpreted as a reduction of the adult individuals’
employment or as a cost in terms of consumption goods. In fact, the solution
of the individuals problem is identical under these different interpretations.!!
Finally, it is important to underline that the start-up cost does not depend on
the amount of entrepreneurs’ investment. As a result, this cost introduces a
discontinuity in the utility function.

We close the introduction of the model by describing heterogeneity. We
assume that individuals are heterogeneous in their innate abilities, ¢*. In every
generation, 0° follows a time invariant and continuously differentiable cumulative
distribution function F' (51) with support &° € (Omin;s Omax). These abilities are
an individual-specific productivity shock that determines the return of produc-
tive investment and wages. On the one hand, an individual ¢ that invests s ,
units when adult obtains §x! 12 units of productive capital when old. There-
fore, the return of investment is q§+2 = qt+2§i, where g, 12 = sA is the constant

10Poschke (2013) among many other have also assumed that the cost of becoming an en-
trepreneurs is an opportunity cost in terms of forgone wages. In Chatterjee et al. (1993) and
many others, this opportunity cost directly causes a utility loss.

I1We have interpreted the start-up cost as a reduction in the time devoted to leisure.
However, we could have also interpreted it as a reduction in the time available to work or
as an expenditure. To see that the solution of the consumers’ problem is identical under
these different interpretations of the cost, it is enough to define consumption when adult as
E%’H_l = C%,t—&-l — fg+1, Rewriting the adults’ budget constraint using %,t-o—lv it is immediate
to see that adults’ labor income is (1 — &) wfl’tJrl, which is consistent with the cost implying a
reduction in the time devoted to work. It is also consistent with an increase in the expenditures

of §w}l’t+1.



return of capital. It follows that the return of investment is perfectly correlated
with abilities. .

On the other hand, wages of the young individuals satisfy: w;t = (5Z)U1 Wy,
where w; is the wage per efficiency unit, ((5i)vl measures the efficiency units of
a young individual ¢ and v; € [0, 1] measures the correlation between wages of
young individuals and abilities. Since abilities are perfectly correlated with the
return of productive investment, v; also measures the correlation between this
return and the wages of young individuals. Adult individuals wages are also an
increasing function of abilities satisfying: wfz’tﬂ =¢ ((51)1)2 W41, where ¢ ((5i)v2
measures the efficiency units of labor of an adult individual ¢. The parameter
¢ > 1 measures the common increase of wages in adulthood associated to ac-
cumulated skills and v, > 0 measures the correlation between wages of adult
individuals and the return of investment. Since young individuals do not benefit
from accumulated skills, we assume that their wages are more correlated with
innate abilities; i.e. vy > vo. Assumption A groups all these assumptions.

Assumption A. v; € [0,1], 7 =1,2, v; > v, ¢ > 1 and dpin = 1.

As follows from Assumption A, we also assume that d,,;, = 1, which implies
that the return of investment of the individual with the lowest ability equals
the return of capital and this individual is endowed with one efficiency unit of
labor when young and ¢ units when adult.

2.3 Individuals’ decisions

To characterize the individual’s decisions on both consumption and investment,
we must take into account that the start-up cost introduces a discontinuity in
the utility function. Therefore, we solve the individuals’ problem by backward
induction following a two step procedure. First, we obtain the individuals’
optimal demands of both consumption and assets that maximize (9) subject to
the budget constraints (5)-(7), the credit constraint (8) and a non-negativity
constraint on investment, ’ 42 = 0. In solving this maximization problem, we
distinguish between two groups of individuals: savers and entrepreneurs. Savers
are those individuals that only invest in financial assets, whereas entrepreneurs
are those individuals that pay the start-up cost and invest in productive capital.
In a second step, we use the individuals’ consumption demands to obtain the
indirect utility function of both savers and entrepreneurs. We compare these
indirect utility functions to determine the amount of entrepreneurs. Details are
given in Appendix A.

We consider first the optimal decisions of savers. They are not credit con-
strained and their consumption decisions are determined by the following first
order conditions:

5 = (B/a) Ripacys, (10)
;S i,S
5o = (7/B) Riracsiiqs (11)

S Q.S i,S : :
where ¢}/, ¢y, and c37,, denote, respectively, the consumption of young,



adult and old savers.'? Savers only invest in financial assets, the deposit and
the bubble, which are perfect substltutes We denote the ﬁnan(nal assets owned
by young and adult savers as a:l b= b d1 ¢ and x2 41 b2 41t d2 -
We easily obtain from the budget constralnts (5)—(7) and from the first order
conditions, (10) and (11), that financial assets satisfy:

. , w?
xif =B+ wy, — aia’ﬂ_l, (12)
, Y, Rii1
s , ‘
x%,t+1 = Y(Rep1wy, 4 + Wy 441)- (13)

We next consider the optimal decisions of entrepreneurs. They are credit
constrained and their consumption and investment decisions are determined by
the following first order conditions:

1 — fiyr = (B/a) Reyacry, (14)
i, i 3 i, i
i = (V/B) Viyatira(esiin — fiv1)s (15)

where c175 , c2t 11 and sy 1o denote, respectively, the consumption of young,

adult and old entrepreneurs and @Z)i+2 =(1-0)/(1—0gj 5/Rii2). Sinced < 1,
V4o > 0 requires g o < Rt+2 / 0. We deﬁne the financial assets owned by young

and adult entreprencurs as % b= =i db 1 B and mg’fﬂ = biE a1 T dsr i1 and
we use the binding credit constraint, the budget constraints (5) (7) and ‘the first
order conditions (14) and (15) to obtain financial assets:

i w(iz, 1 fl 1
= (B+7)w), — o= —, (16)
t+1
: 0vq; ) ( 1 ) . . :
i, B t+2 7 % 7
Ty iy = — . Rypw,  +wy, — , (17
2,t+1 ( Rt+2 1_ 9q§+2/Rt+2 ( t+1Wy ¢ t+1 ft+1) ( )

and the amount of productive investment

. 1 . . .
Kiyo =7 (1—0qi+2/Rt+2) (Reyrwy ¢ +we 1 — fir) - (18)

Entrepreneurs are not credit constrained when young and, therefore, they
use the financial assets to smooth consumption between their first two peri-
ods of life. Instead, they are credit constrained when adult. Therefore, they
smooth consumption between the second and third periods of life using pro-
ductive investment. Since the return of this investment is individually specific,
entrepreneurs are heterogeneous in the amount consumed when old even if wages
are identical among individuals of the same generation. This is an important
difference with respect to savers. A second difference is the start-up cost paid

12The super index S identifies the optimal decisions of savers, whereas the super index E
identifies the optimal decisions of entrepreneurs.

10



by entrepreneurs. It reduces entrepreneurs’ productive investment. Finally, an-
other difference is that adult savers use financial assets to save and, instead,
adult entrepreneurs use them to borrow to finance productive investment.

The first term in (18) is the multiplier of productive investment, which takes
into account that each unit invested has a multiplier effect that results into
1/ (1 —6q;,5/Ri42) units finally invested. To be positive and finite, we assume
that ¢j,, < Ri42/0 for all individuals, which introduces an upper bound on
the value of abilities. Since the amount of collateral depends on the return of
investment and it is larger for more productive entrepreneurs, these entrepre-
neurs obtain a larger credit and invest a larger amount in productive capital
when 6 > 0. This explains that the investment multiplier of more productive
entrepreneurs is larger. Therefore, the interaction between the credit constraint
and the heterogeneous returns of productive investment is one determinant of
the different amounts invested by entrepreneurs. The other determinant is la-
bor income differences. As follows from (18), investment in productive capital
increases with the present value of labor income net of start-up costs in the
second period of life. Finally, since entrepreneurs with larger innate abilities
benefit from a larger investment multiplier and have larger wages, they invest
more and therefore own larger firms.

We next consider the individual decision between being a saver or an entre-
preneur, which is based on the comparison between the indirect utility function
of savers and entrepreneurs. In Appendix A , we show that an individual that is
adult in period ¢ obtains a larger utility as entrepreneur when ¢f; > Ry41/w,

where N
w§=<1—ﬁ>7(1—9)+9. (19)

i i
wa,t + Rtwy,t—l

Since f{ < w},, and 6 < 1, it follows that w} € (,1) when f{ > 0. Therefore, an
individual becomes an entrepreneur only when the return of productive invest-
ment is strictly larger than the return of financial assets; that is, qéH > Riq1.
In contrast, in the absence of a start-up cost, w; = 1 and an individual with
¢i+1 = Ry41 is indifferent between being an entrepreneur or a saver. We reached
the same conclusion if we consider the limiting case in which the degree of pledge-
ability equals one. Therefore, the interaction between the start-up cost and the
financial frictions explain that ¢ 11 > Ryy1. Clearly, a larger start-up cost or
a smaller degree of pledgeability increase the minimum return of productive
investment necessary to be an entrepreneur and, hence, reduce the number of
entrepreneurs.

Using (3) and (19), we rewrite w! as the following increasing function of both
6" and of the ratio between the interest factor and the growth factor, z;, = R, /Gt
where g; = a;/as_1 :

w=w (517%) = <1 - (b(él)gj:(—i zéi)vl - > (1-6)+6. (20)

As shown in (19), the effect of the start-up cost on w is determined by the ratio

11



fi/ (wflﬁt + Rtw;’t71)7 which measures the cost as a fraction of the present value
labor income in the second period of life. Since young individuals obtain wages
in the previous period, this ratio decreases with the interest factor and increases
with the growth rate of wages, which in this model coincides with the growth
rate of a;. As a result, the ratio between the start-up cost and the present value
of labor income decreases with the ratio z;, which explains that w! increases
with z;. In other words, the ratio z; determines the effect of first period wages
on the net present value of labor income in the second period of life. Hence,
when z; increases, the labor income in the second period of life increases and
the cost as a fraction of this income decreases.

To determine the number of entrepreneurs, we define by §; the ability of the
marginal individual that in period ¢ is indifferent between investing in financial
assets or in productive capital. We obtain d; from the solution of the following

equation:

g o Rt+1

L w (St,zt) sA’ (21)

Note that those adult individuals with §° > §; satisfy ¢} 41 > Rip1/wi and,
therefore, are entrepreneurs. The rest are savers. Therefore, the fraction of
adult entrepreneurs in ¢, \;, satisfies \y =1 — F (Et) .

Using (20) and (21), we obtain that 8; = & (Ry41, ) is an increasing function
of R;y1 and a decreasing function of the ratio z; when £ > 0. Since the fraction
of entrepreneurs decreases with d;, we obtain that this fraction is a decreasing
function of R;;; and an increasing function of the ratio z; when & > 0. A
larger return of financial assets, R;y1, decreases the number of entrepreneurs,
since more individuals obtain a larger utility when they only invest in financial
assets. In contrast, an increase in the ratio z; makes adult individuals wealthier
and, as a consequence, more individuals find affordable the cost and become
entrepreneurs. This positive effect of wealth on entrepreneurship is well-known
and supported by empirical evidence (see, for instance, Quadrini, 2009).

At this point, we introduce constraints on the domain of the distribution
in order to ensure that the equilibrium is well-defined with a positive num-
ber of both savers and entrepreneurs. In particular, we assume that dp.x <
Riy1/ (6sA) so that the multiplier of investment is positive and finite for all
individuals and we also assume that 6; € (Omin, dmax) S0 that s € (0,1). These
assumptions are rewritten as constraints on the return of the financial assets in
the following assumption:

Assumption B. Ri;11 > max {w (0min, 2t) SA0min, 05A0max} = 05A0max
with W (Gmin, 2¢) Omin < O0max and Rip1 < W (Omax, 2t) SAdmax-

In the following section, we guarantee that this assumption is satisfied at all
steady state equilibria.
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3 Equilibrium

3.1 Intertemporal equilibrium

We determine the equilibrium using the market clearing conditions for pro-
ductive capital and financial assets. The first one implies that the firms’ ag-
gregate demand of productive capital in period ¢ + 1, ki1, equals the ag-
gregate supply of productive capital that results from the aggregation of the
product between investment productivity, 6°, and investments, Ki 1, of each
entrepreneur. Therefore, the market clearing condltlon in period t+1is kyyq =
f;ﬁma" 8Kl Nf (51) dé*, where f ((51) is the density function. Using (3) and
(18), we rewrite the market clearing condition for productive capital as

kip1 = yNwgry, (22)

where 7, =T (Et, Riyq, zt) satisfies:

Omax ) 1 i\ V2 i i
T = /5 g |2 () =96 (8] F () ar. (23)

Equation (22) indicates that capital at ¢ + 1 depends on the present value of
labor income of all entrepreneurs at period ¢, taking into account that this labor
income affects capital accumulation depending on the productivity of investment
and the investment multiplier of each entrepreneur. More precisely, capital
depends on the product between the wage per efficiency unit and 7, which is
a measure of the aggregate efficiency units of labor of entrepreneurs that takes
into account the productivity of investment and the investment multiplier. The
term of 7; inside the square brackets amounts for the efficiency units of labor
at young and adult ages. Young individuals efficiency units are multiplied by
the ratio z;, because young individuals obtain labor income one period before
individuals invest in capital and adult individuals efficiency units are multiplied
by 1 — £ to substract the start-up cost.

From (23), it is immediate to see that 7; decreases with &; and R4 and
increases with z;. The intuition is quite immediate. First, an increase in E
reduces the number of entrepreneurs and, as a result, capital accumulation
decreases. Second, an increase in R4 reduces the investment multiplier when
6 > 0, which also reduces capital accumulation. Finally, since young individuals
obtain wages in the first period of life, adult individuals are wealthier when z;
increases, which explains the positive effect of this ratio on capital accumulation.

It is convenient to rewrite (22) in terms of R;y; and z;. To this end, we use
the definition of a; to obtain that at11 = kty1/li41, where ;41 are the total
efficiency units of employment that satisfy I, = N (Xl + quQ) , where:

Smax Vs . .
Xﬂ‘:/& (61) £ (5) ds", j=1,2.

min
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We use the definitions of a;11 and of the ratio z; and equations (3) and (22) to
obtain that the market clearing condition for productive capital satisfies:

Ay (1L —s)
X'+ ox?
We next obtain the market clearing condition for financial assets. To this

end, we first use (3), (12) and (13) to deduce that the aggregate value of the
financial assets owned by young and adult savers is:

Rip1 = Zt+1Tt- (24)

agp
35% = (1—-s)ANay ((5 +7) Ut1+1 - szn?H) ) (25)
w51 =71 = 8)ANays1 (ze01mi01 + O0741) 5 (26)

where _
¢4

. o o , o
W =7 Gun) = [ @) 5 @) a5 =12,
measures the aggregate efficiency units of labor of savers, which are an increasing
function of d441.

Using (3), (16) and (17), we obtain that the aggregate value of the financial
assets owned by young and adult entrepreneurs is:

1- 2
o= (=9 aNa, (84wt - om0 ) )
a5 1= —0v(1—s) ANSAM, (28)

Riio

where s
mha =7 Gun) = [ @) S @) =12
t+1

measures the aggregate efficiency units of labor of entrepreneurs, which are a
decreasing function of §;,1. Observe that 7~ (&H) +7’ (gt+1) = 7.

We define the aggregate value of financial assets owned by individuals at
period t as W; = xf, + 27, + 2, + 23,. Using (25)-(28), we obtain

\Ilt = (1 — s)ANatAt,
where

OvsATy

2 a 2
apx + f@bﬂt-o-l +’Y(Zt77%+¢77?) .

Ar=B+7)x" -
t=(B+7)x a1 et Rt

(29)

The market clearing condition for financial assets depends on the type of
financial asset. In a bubbleless equilibrium, bi’t = bé,t = 0 and the financial
assets are only deposits and credits. Since the aggregate value of deposits equals
the aggregate value of credits in every period, the market clearing condition
implies that the aggregate value of the financial assets owned by individuals

14



is zero in every period; that is ¥; = 0 or, equivalently, A; = 0. In contrast,
in a bubbly equilibrium, financial assets include the bubble and also deposits
and credits. The equality between the aggregate values of deposits and credits
implies that the aggregate value of the financial assets equals the value of the

bubble, which is positive in a bubbly equilibrium; that is U, = [ ;“’ax i’td(y +

f 56’"_""‘ 5,d6" > 0. In this case, the market clearing condition states that the
value of the bubble purchased at ¢ + 1 by young and adult individuals equals
the value of the bubble that in period ¢ 4+ 1 adult and old individuals sell; that
is,

Vi1 = Ry Yy (30)

Since we assume that the supply of the bubble is fixed, equation (30) implies
that the growth of the bubble equals its return, R; ;. Using the definition of the
ratio z;, this market clearing condition can be rewritten in a more convenient
way as

At+1 = Zt+1At- (31)

The aggregate value of financial assets shows the difference between the two
sources of external financing. When there is no bubble, the aggregate value
of credit limits the amount of savings through financial assets, since ¥, = 0.
In other words, the supply of asset is limited by the demand of savings. The
existence of a financial bubble overcomes this limitation, since next generation
purchases of the bubble, U, , are an additional source of demand of assets that
provides liquidities in equilibrium. We can provide a graphical interpretation of
(30) in terms of demand and supply of financial assets. W; can be interpreted
as the net supply of assets and it is increasing in R:i1, as follows from (29).
Following this interpretation, the net demand of financial assets is Wit1/Rit1
when there is a bubble and zero otherwise. The larger demand of financial assets
implies a larger return of these assets in the equilibrium with bubbles, since the
supply is increasing in R;1;. We prove this result in the following section.

An equilibrium of this economy is a path of {Rt7 2, Tt Ot At}zl that, given
Ry and 21, solves the two market clearing conditions (24) and (31), satisfies
(21), (23) and (29), and along which the value of the bubble is non-negative,
Ay > 0.3 In the following section, we show that this equilibrium can converge to
two different steady states: a bubbly steady state with A; > 0 and a bubbleless
one with A; = 0.

3.2 Steady states

We denote by g*, R*, 3" and z* the constant growth factor, interest factor,
ability of the marginal individual and ratio z at the bubbly steady state and
we denote by ¢g°, R?, 5% and 2° the corresponding values of these variables at
the bubbleless steady state. In what follows, we obtain conditions that ensure

existence and uniqueness of these two steady states. To this end, we rewrite

I3Note that Ry = (A1/Ap) (a1/ao) and z1 = Rj (ap/a1) . Since at t = 1, ag, a1 and Ag are
predetermined and A is a control variable, Rt and z; are state variables.
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the two market clearing conditions when R; = R and z; = z for all t as two
functions linking z with R.

First, we consider the market clearing condition for productive capital. To
this end, we first use (21) to rewrite 7 = 7 (R,0,2) as 7 = 7(R,z). It is
immediate to see that 7 (R, 2) is decreasing in R and increasing in z.'* We use
7 (R, z) to rewrite (24) as

1-5)A

R= Mm (R, z). (32)
Equation (32) implicitly defines an increasing and continuous function, z =
¢ (R), that provides all pairs of R and z for which the market of productive
capital clears. As follows from Assumption B, this function is defined in the
domain R € (05A0max,w (dmax, 2) SAdmax). Using equation (32), we deduce

that ¢ (05Admax) = 0 and ¢ (W (max, 2) SAGmax) diverges to infinite.!”
Second, using (24) and 72 = x%—n?, we rewrite the market clearing condition

for financial assets as

A(l-2)=0 (33)

with A =17 (gu Z) — @, where
70.2) =92 [37 () + 67 ()] + (3 +9) 2 — oo ()
and

0s (x* + ox?)
(1-s)

It will be useful to use (21) to rewrite 77 (4, z) as

Q= +ag(1-£) x>

n(R,z) =~z [zn' (R, 2) + ¢n° (R,2)] + (B+7) x'z —alon® (R, 2).  (34)

We proceed to show the existence of the bubbly steady state. Given that at
this steady state A > 0, we deduce, from (33), that z* = 1, which implies that
R* = g*. Therefore, the growth of the bubble equals the growth of wages, which
is a well-known result since Tirole (1985).!1® We next use the market clearing
condition for productive capital to obtain that R* is such that 1 = ¢ (R*) . Since
¢ (R) is an increasing function, ¢ (0sAdmax) = 0 and ¢ (W (dmax, 2) SAdmax)
diverges to infinite, there exists a unique R* that clears the market of productive

MRemember that 7 (R, s, z) is decreasing in both R and § and increasing in z. Moreover,

(21) implies that d is an increasing function of R and a decreasing function of z. These relations
imply that 7 (R, z) is decreasing in R and increasing in z.

15When R tends to 60sAdmax, both the investment multiplier associated to Imax
and 7 (0sAdmax,z) diverge to infinite, which implies that ¢ (0sAdmax) = 0. When R
tends to w (Omax,2) SAdmax, 0 = Omax, the number of entrepreneurs equals zero and
7T (W (Omax, 2) SAdmax, z) = 0, which implies that ¢ (w (dmax, 2) SAdmax) diverges to infinite.

161f R* > g* the bubble is not sustainable because the price grows faster than the wage
and if R* < g* the bubble asymptotically vanishes, implying that the equilibrium converges
to the bubbleless steady state.
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capital. Ry = R* and z; = 1 define a bubbly steady state when the aggregate
value of the speculative assets owned by individuals is positive; i.e. A > 0 when
R; = R* and z; = 1, which occurs when:

n(R*1) > Q. (35)

We conclude that there exists a unique bubbly steady state when (35) is satisfied.
We next study the steady state without bubbles for which A = 0 and, hence,
7 (R, z) = Q. This equation implicitly defines a continuous function z = ¢ (R),
along which A = 0. The steady state without bubbles is the solution to equations
z =((R) and z = ¢ (R). To show the existence of this steady state, we first
define the function z = 2° () as the solution to equation 7 (,z) = Q. This
function provides the values of z and  for which A = 0. We use this function
to define R; = sAw (dmmin; 2° (Omin)) Omin and Ra = sAw (Omaz, 2° (Omax)) Imax,
which are, respectively, the lower and upper values of the range of R that are
consistent with A; € (0,1). Assumption B and w; > 6 imply that 00,84 €
(R1, R2) . Moreover, using (34) and the properties of the functions ¢ (R), we
obtain that ( (R1) > 0 = ¢ (00maxsA) and ¢ (Rz) < ¢ (R2) = 0.7 As shown in
Figure 1, these conditions imply that the functions ¢ (R) and ¢ (R) cross, which
guarantees the existence of at least one steady state without bubbles.

Figure 1. Bubbly and bubbleless steady states

z z
A A

1

Zr

Ry 95A8 gy R° R R:R

Panel b. £ > ¢,

__________________________

R aAdon :R 7 R R; %
Panel c. ¢ € (§;,&,)

17To show that ¢ (R1) > 0 and ¢ (R2) < oo it is enough to use 1 (R, z) = Q, where 1 (R, 2)

is defined in (34) and realize that 17 (R1,2) = 0 and 1 (Rg,2) = x7 for all j =1, 2.
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While the existence of a steady state without bubbles does not depend on
the shape of the function ¢ (R), uniqueness depends. To determine the slope, we
first assume that the function 7 (R, z) increases with z. In the online Appendix
we provide conditions that ensure that the function n (R, z) increases with z.
We assume that these conditions are always satisfied. In the same appendix,
we show that there exist two values of £, &; and &,, such that the function
¢ (R) is downward slopping when ¢ < &, upward slopping when § > &, and
hump-shaped when £ € (£;,£,). These three cases are shown graphically in
Figure 1. The first case, shown in Panel a, corresponds to the situation in
which £ < &;. Since in this case ¢ (R) is increasing and ¢ (R) is decreasing,
there exists a unique steady state without bubbles. The second case is shown
in Panel b of Figure 1 and corresponds to the situation in which £ > &,. In this
case, both functions are increasing and we can only guarantee the existence of
at least one steady state without bubbles. Finally, Panel ¢ shows the third case
in which € € (£1,&,). In this case, the function ¢ (R) is hump-shaped and we
can not guarantee uniqueness of the steady state. In the online appendix, we
study uniqueness and show that if £ is sufficiently small then there is a unique
bubbleless steady state.!®

Finally, we compare the two steady states when we assume that there is a
unique bubbleless steady state, condition (35) is satisfied and 7 (R, z) increases
with z. Condition (35) implies that the bubbly steady state satisfies n (R*,1) >
Q@ and remember that n (R, z) = @ along the function z = ¢ (R) . Since n (R, 2)
is increasing in z, the bubbly steady state satisfies that 1 > ¢ (R*). As it is
shown in Figure 1, this condition and ¢ (R) being an increasing function imply
that R* > R° and z° < 1 when there is a unique bubbleless steady state.!’
The first inequality implies that the return of financial assets is larger in the
bubbly steady state. This is a well-known result that is explained because the
bubble increases the savings devoted to the demand of financial assets (see, for
instance, Fahri and Tirole, 2012). The second inequality implies that R° < ¢°,
which is also a well-known relation that the bubbleless steady state must satisfy
to ensure the existence of a bubbly steady state (see Grossman and Yanagawa,
1993). Therefore, we have shown that some classical results that the literature
has obtained in models in which individuals of the same generation are identical
remain when we consider heterogeneous individuals. The following proposition
summarizes the results obtained in this section.

Proposition 1 If Assumptions A and B and condition (35) are satisfied then:
(i) There exists a unique bubbly steady state that satisfies R* = g*.
(ii) There exists a unique bubbleless steady state when £ is sufficiently small.
This steady state satisfies R° < ¢° and R* > R°.

Proof. The existence of steady states follows from the previous arguments and

18More precisely, we show that if £ is small then the function ¢ (R) is flatter than ¢ (R) in
the whole domain R € (R1, R2), which guarantees uniqueness of the bubbleless steady state.

19Gince n (R, z) is increasing in z, the value of financial assets is negative below the function
¢ (R) and positive above. This explains that the bubbly steady state is above this function.
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uniqueness of the bubbleless steady state when ¢ is sufficiently small is shown
in the online appendix. m

In the online appendix, we also study stability and we show that when
0 = 0 and ¢ is sufficiently small then the bubbleless steady state is locally stable
and the bubbly steady state is either locally stable or saddle path stable. These
results are obtained for restrictive parameter conditions. However, using several
numerical examples, we show that local stability of the bubbleless steady state
and saddle path stability of the bubbly steady state seem a robust finding.
These results imply that the equilibrium can convergence to both steady states
and, therefore, the particular steady state to which the equilibrium converges
depends on individuals expectations.

4 Entrepreneurs, growth and productivity

In this section, we study the effect of the bubble on the number and the size
of entrepreneurs, economic growth and TFP. We first study the composition
effect of the bubble, which is the effect of the bubble on the composition of the
population between entrepreneurs and savers and it is determined by the ability
of the marginal individual, d;. As follows from (21), this ability increases with
Ry 1 and decreases with the ratio z;. Since the bubble increases both R;y; and
zt, the effect of the bubble on the number of entrepreneurs is ambiguous. This
ambiguity is the consequence of two opposite mechanisms. On the one hand,
in a bubbly economy the return on financial assets is larger, which implies that
more individuals choose to be savers. On the other hand, adult individuals are
wealthier with the bubble. As a result, more individuals find affordable the
start-up cost. Therefore, the number of entrepreneurs is larger in the bubbly
economy when this cost mechanism dominates, which occurs when the start-up
cost rate is sufficiently large.

In this last case, the bubble increases the number of entrepreneurs by reduc-
ing the ability of the marginal individual. This implies that new entrepreneurs
are less productive than existing ones. Moreover, these new entrepreneurs ben-
efit from a smaller investment multiplier and a lower labor income and, hence,
they invest less. Therefore, new entrepreneurs are less productive and own
smaller firms, which are two features observed in firm-level data.

We next analyze the effect of the bubble on growth. To this end, we use (24)
to obtain
Ay(1—s)
X'+ ox?
Equation (36) shows that the bubble may only increase growth if it enlarges
T+, which depends on three variables that introduce three distinct effects of the
bubble. The first variable, §;, measures the composition effect of the bubble.
A larger §; reduces the number of entrepreneurs and, as a consequence, capital
accumulation and growth decrease. Since the bubble may either increase or
decrease the number of entrepreneurs, the composition effect of the bubble on
growth is ambiguous. It is positive when the start-up cost rate is large, since

Gi41 = 7 (8¢, 2t, Res1) - (36)
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the number of entrepreneurs increases in this case. This result is consistent with
findings in the literature on entrepreneurship showing that more entrepreneurs
increase growth (see Quadrini, 2009).

The second variable, z;, measures the liquidity effect of the bubble, which
has been introduced in other papers (Martin and Ventura, 2012 or Fahri and
Tirole, 2012). Since part of the labor income is obtained in the first period
of life but investment can only be done in the second, the bubble provides
liquidities that increase the present value labor income in the second period of
life. As a consequence, adult individuals are wealthier, which increases capital
accumulation and growth.

To gain some additional intuition on the liquidity effect, we assume that 6 =
0. In this case, adult individuals save, as the aggregate financial assets of adult
savers and entrepreneurs satisfy xit > 0 and sz)t = (. Since in the bubbleless
economy the value of the aggregate financial assets equals zero, the aggregate
financial assets of young individuals must be negative, i.e. z¥, + af, < 0.
In other words, young individuals borrow from the deposits accumulated by
adult savers. These loans are paid back when adult, which limits productive
investment. In contrast, in the bubbly economy, aggregate financial assets are
positive. That is, young individuals can hold the bubble and sell it in the
following period, even if adult individuals also buy the bubble to postpone
consumption. As a consequence, the amount borrowed when young and the
amount adult individuals must pay for the credit decline with the bubble. Adult
individuals then are wealthier and can invest more in productive capital. In this
way, the bubble provides liquidities to adult credit constrained entrepreneurs.
The same intuition applies when 6 > 0 but not too large.

We have seen that the liquidity effect implies that the bubble makes adult
individuals wealthier. As a result, entrepreneurs increase investment and more
individuals find affordable the start-up cost and become entrepreneurs. Thus,
the aforementioned cost mechanism of the bubble can be interpreted as the ex-
tensive margin of the liquidity effect. Following this interpretation, the increase
in investment of each entrepreneur corresponds to the intensive margin.

The last variable, R;;1, measures the leverage effect of the bubble that
has also been considered by other papers in the literature (Fahri and Tirole,
2012). By increasing R 1, the bubble reduces the amount of credit that can be
obtained using productive investment as collateral. As a result, the investment
multiplier of each entrepreneur decreases, which reduces aggregate investment
and growth. From the expression of the investment multiplier, it is immediate
to see that the leverage effect of the bubble on growth weakens when the degree
of pledgeability, measured by 6, is smaller and disappears when § = 0.2

We conclude that it is more likely that the bubble increases growth when
the degree of pledgeability is small and the start-up cost rate is large.

20These results, related to the degree of pledgeability, are in line with those obtained in
Clain-Chamosset-Yvrad, et al. (2020). In this paper, we consider a model in which individuals
of the same generation are identical and study how the growth effects of the bubble depend on
the degree of pledgeability. We show that growth is larger with the bubble when the degree
of pledgeability is sufficiently small.
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Finally, we consider the effect of the bubble on TFP. In Section 2.1, we have
introduced an aggregate production function that satisfies y; = Ak;. However,
TFP is endogenous, since entrepreneurs have heterogeneous productivities to
transform investment into capital. To obtain TFP, recall that each entrepre-
neur produces with the same technology yi_H =F (5ini+1,atli) , where y§+1 is
the output produced by entrepreneur . Since the technology exhibits constant
returns to scale and the labor market is competitive, we have 'k}, = @l
for all entrepreneurs at the equilibrium and the production function can be
rewritten as follows y;,, = Ad'kj, ;2! The aggregate production is y;41 =

jm‘""‘ygﬂf (6i) dé" and it is immediate to see that g, = ptffs"’“x ki1 f ((52) o',

(St 5t
where s . o

by — Afgtmax 5ll€;+1f (51) d(;’L
fg‘imax Kli+lf (61) ddl

is TFP, which is equal to the average return that entrepreneurs obtain per unit
invested.

Since the productivity of each entrepreneur is constant, TFP depends only
on two margins: extensive, related to the number of entrepreneurs, and inten-
sive, which is determined by the amounts invested by each entrepreneur. First,
since new entrepreneurs are less productive, any increase in the number of en-
trepreneurs reduces TFP. Second, the intensive margin, introduced by Miao
and Wang (2012), increases TFP when the amount invested by more produc-
tive entrepreneurs increases relative to the amount invested by less productive
entrepreneurs. In what follows, we show how these two margins are affected by
the bubble in this model. To this end, we use (3), (18), and (23) to rewrite TFP
as

Pt (06, Rew1, 2e) = ATy (04, Reqr, 2¢) [ ve (0e, Re, 2e) (37)

where

Dmax 1 N i\ V2 Ty

TFP depends on the same three variables, §;, R;;1 and z;, which measure the
composition, leverage and liquidity effects of the bubble. The composition effect
directly alters the extensive margin. An increase in &; reduces the number of
entrepreneurs and, since the remaining ones are more productive, TFP increases.
Following the same argument, we assert that the composition effect reduces TFP
when the bubble increases the number of entrepreneurs.

The leverage and liquidity effects of the bubble affect TFP through the
intensive margin. First, the leverage effect of the bubble is the consequence of
the reduction in the investment multiplier due to the increase in the returns
of financial assets. This effect is larger for more productive entrepreneurs, as
follows immediately from the expression of the multiplier. This implies that

21 A competitive labor market implies that the wage per efficiency unit equals the marginal
productivity of one efficiency unit and is the same for all workers.
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the leverage effect reduces to a larger extend the investment of more productive
entrepreneurs and, hence, it reduces TFP.

Second, the liquidity effect, measured by the variable z;, also affects TFP
through the intensive margin. In Appendix B, we show that the liquidity ef-
fect increases TFP only when v; > vs9. In this case, the distribution of wages
of the young individuals is more correlated with investment productivity than
the distribution of wages of the adult. To understand how the liquidity effect
affects TFP, remember that the ratio z; determines the effect that the wages
of the young individuals have on the wealth of adult individuals. Indeed, the
bubble provides liquidities because young individuals obtain wages one period
before individuals invest. Therefore, the liquidity effect of the bubble causes
a larger increase in investment when the wages of the young individuals are
larger. As a result, when the wages of the young individuals are more corre-
lated with the productivity of investment, the liquidity effect is more intense
for more productive entrepreneurs. In this case, the bubble increases to a larger
extend the investment of these more productive entrepreneurs. This explains
that the liquidity effect increases TFP when the productivity of investment is
more correlated with the wages of the young than with the wages of the adult.
Finally, note that since the leverage and composition effects reduce TFP when
the number of entrepreneurs increases with the bubble, TFP can only be larger
with the bubble if the liquidity effect increases TFP, which requires v; > vsg.

To summarize, we show that when the start-up cost rate is large, the degree
of pledgeability is small and the productivity of investment is more correlated
with the wages of the young than with the wages of the adult, the bubble in-
creases the number of entrepreneurs and growth and may increase productivity.
Moreover, we also show that the individuals that are entrepreneurs only when
there is a bubble are less productive and invest less than the rest of entrepre-
neurs. We conclude that this model explains the different facts mentioned in
the introduction.

4.1 Numerical examples

We use numerical examples to show that our model can explain the empirical
facts. In these examples, we assume that abilities follow a Pareto truncated
distribution with density function:

5% _
£(8) = o L
1 - ((5Inin/6rnax)

where the parameter 1) > 0 determines the shape of the density function.
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Table 1

Parameters Values Targets Data Model
A 10 Normalization - - --
s 0.4 Labor Income Share® 60% 60%
o 0.422 Consumption to I. ratio of the youngb 84% 84%
I6] 0.411 Consumption to I. ratio of the adult’ 85% 85%
vy 0.167 Normalization - - --
Omin 1 Normalization - - - -
Omax 16 Annual growth rate in the bubbly S.S. - - 2.67%
P 1.214 Fraction of entrepreneurs in labor force®  10.6% 10.8%
10} 2.2 Adult to young labor Income.? 1.12 1.15
Vo 0.4 Third to first labor income quartilcb 1.97 1.52
£ 0.75 Start-up cost to GDP -- 17.45%
U1 1 Assumption - -
0 0 Assumption --

Note. “PWT, 9.1, ®Bureau of labor statistics, “OECD.

The parameters in the benchmark economy are set to match several targets
of the US economy in the period 2010-2020. First, technological parameters, s
and A, are set so that the labor income share equals 60%. Second, preference
parameters, «, 5 and -y, are set so that the ratio of consumption expenditure
to income equals 84% in the first period of life and to 85% in the second period
of life.?? Third, the parameters of the density function, din, 6max and 1, are
set to have in the bubbly steady state an annual growth rate close to 2.5%
and a fraction of the entrepreneurs in the labor force of 10.6%.2% Forth, the
labor earnings parameters ¢ and v, are set so that the labor income in the
second period of life is 12% larger than in the first period and to match that the
average labor income of the third quartile is 97% larger than the average labor
income of the first quartile.?? Finally, the rest of parameters of the benchmark
economy are set so that the equilibrium of this economy is consistent with the
facts explained in the introduction, which requires a low pledgeability of capital,
a larger correlation between the return of investment and wages of the young

22We obtain the consumption expenditure to income ratio from the 2019 US consumption
expenditure survey. We obtain the value of this ratio in the first period of life as the average
value of the ratio between annual expenditures and after tax income for households whose
reference person is aged between 25 and 44 years and the value of this ratio in the second
period is also the average value of the ratio between annual expenditures and after tax income
for households whose reference person is aged between 45 and 64.

23The fraction of entrepreneurs is obtained from the OECD as the ratio between self-
employed (both own-account workers and also self-employed who are employers) and total
employment. This ratio changes substantially among OECD countries. In the US, this ratio
is 10.6%.

24Data on the distribution of labor income across age groups and income quartiles is obtained
from the US Bureau of Labor Statistics, first quartile of 2020. The income of the age groups
is defined as the median income of individuals aged between 25 and 44 for the first period of
life and between 45 and 64 for the second period.
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than of the adult individuals and a large start-up cost rate. In particular, we
assume that productive capital cannot be used as collateral, § = 0, that v; =1
and, hence, v; > v9, and we set £ = 0.75, which implies that the start-up cost
is 17.45% of the GDP per capita.?’ Table 1 summarizes the parameters of the
calibration.

Table 2 shows the values of the return of financial assets, growth rate, frac-
tion of entrepreneurs and productivity in the bubbly and in the bubbleless steady
states. From the comparison between the two steady states of the benchmark
economy, it follows that growth and the return of financial assets are clearly
larger with bubbles and both the number of entrepreneurs and TFP are slightly
larger in the bubbly steady state. Thus, in the benchmark economy, bubbles
increase the number of entrepreneurs, growth and TFP and, hence, this econ-
omy is consistent with the empirical findings mentioned in the introduction. At
this point, some words of caution are appropriate, since the effect of the bubble
on the number of entrepreneurs and on TFP is too small to explain the fluctua-
tions observed in these two variables as a result of the transition between the two
steady states. Basu et al. (2006) and Tian (2018) report fluctuations of TFP
of around 5% and in the number of entrepreneurs around 2%. Our tractable
model does not generate these variations. However, in the online appendix we
show numerically that a more complex version of the model in which the return
of investment is a convex function rather than a linear function of abilities ac-
counts for these fluctuations.?® More precisely, we consider that ¢i = g0, we
calibrate the economy and show that the bubble increases growth by 71%, the
number of entrepreneurs by 2% and TFP by 5%.

Table 2
Bubbly Benchmark Economy 1 Economy 2 Economy 3
R=g 1.70 2.30 1.20 0.44
A 0.108 0.198 0.063 0.041
p 92.3 75.8 107 115
Value bubble 1.11 1.01 1.16 0.27
Bubbleless
R 0.53 0.87 0.30 0.32
q 0.99 1.62 0.56 0.38
A 0.107 0.267 0.047 0.039
P 91.9 67.1 114 117

Eco. 1: £ = 0.5; Eco. 2: £&= 1; Eco. 3: v1= ve= 0.4.

The results for the benchmark economy show that the composition effect
of the bubble is small, since the differences in the number of entrepreneurs be-
tween the two steady states are quite small. However, this conclusion changes

25Gtart-up cost is measured as a bureaucratic cost by Klapper et al. (2006). They report
huge differences across countries. The cost ranges between 0.5% and 81% of per capita GNP.

26When the return of investment is a convex function of abilities, the model is complex and
we only solve it numerically.
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when we consider other economies with a different start-up cost rate. To show
this, we compare the benchmark economy with three different counterfactual
economies. First, Economy 1 differs from the benchmark economy in the value
of the start-up cost rate, which is substantially smaller. As a result, compared
to the benchmark economy, there are more entrepreneurs at both steady states.
This larger amount of entrepreneurs explains the larger growth and the smaller
TFP in both steady states. Moreover, the reduction in the start-up cost rate
weakens the cost mechanism, which explains that in Economy 1 there are more
entrepreneurs in the bubbleless economy than in the bubbly one. As a conse-
quence, the composition effect of the bubble reduces the differences between the
growth rates of the bubbly and the bubbleless steady state, whereas it increases
substantially the differences in TFP. In this economy, the composition effect
is sizable as a result of the large differences in the number of entrepreneurs
between the two steady states.

In Economy 2, the start-up cost rate is larger than in the benchmark econ-
omy. This larger cost rate explains the smaller fraction of entrepreneurs, which
reduces growth and increases TFP in both steady states. In this economy, the
cost mechanism is more intense than in the benchmark and, as a consequence,
the fraction of entrepreneurs is substantially larger in the bubbly steady state
than in the bubbleless one. This implies that the composition effect of the
bubble is large, which explains that TFP is smaller in the bubbly steady state.

Finally, in Economy 3, the correlation between productivity of investment
and wages is equal at both periods of life. As a consequence, the liquidity effect
of the bubble does not affect TFP. Since the number of entrepreneurs is larger
in the bubbly steady state, the TFP is smaller in the bubbly steady state due
to the composition effect.

These numerical examples suggest that the composition effect may be size-
able and determine the overall effect that bubbles have on growth and produc-
tivity. More specifically, Economies 1 and 2 show that the start-up cost rate
crucially determines the direction and intensity of the composition effect. Klap-
per, et al. (2006) show that this cost rate varies substantially across countries.
This suggests that cross-country differences on the effect that bubbles have on
growth and productivity could be explained by differences in this cost rate.
These cross-country differences could also be explained by differences in the
wage distribution. More precisely, in Economy 3, we show that the correlation
between wages and the return of productive investment is another determinant
of the effect of bubbles on productivity. Therefore, cross-country differences in
these correlations could be an alternative explanation of differences in the effect
of bubbles.

4.2 Comparison with the literature

To organize the comparison between our paper and the literature that stud-
ies the effects of financial bubbles in models with heterogeneous individuals,
we distinguish three groups of models: (i) models with two exogenous groups
of individuals: savers and entrepreneurs; (ii) with two exogenous groups of
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entrepreneurs: high and low ability entrepreneurs; and (iii) with endogenous
composition of the population between savers and entrepreneurs.

(1) Savers and entrepreneurs

Martin and Ventura (2012), Fahri and Tirole (2012) and Raurich and Seeg-
muller (2019) among many others have considered models in which the popu-
lation is divided in two constant groups of individuals. The model of Section 2
can be adapted to this setting by assuming that the distribution function of §
is discrete and has the following properties: a constant fraction A of individuals
has a high ability, 6H, and the rest, 1 — A, has low ability, 5t Moreover, we
assume that the support of the distribution satisfies 6% < Ryyo / (wsA) < st
This assumption implies that in equilibrium individuals with low ability will
be savers and individuals with high ability will be entrepreneurs. Therefore,
the fraction of entrepreneurs in the population is constant, it is equal to the
parameter A, and it is not affected by the bubble. In other words, the bubble
does not cause the composition effect.

In this setting, using (37), we obtain that p = A§". Therefore, TFP is
constant and it is not affected by the bubble. Moreover, using (36), we obtain
that the ratio between the growth rate in the bubble and in the bubbleless
steady states equals

g (6H>U1_v2+¢(1—5) (195H5A/Ro>
g 20(51{)“1—“@“175) 1-05"sA/R* |

The ratio of growth rates is equal to the product of two ratios. The first one

measures the liquidity effect of the bubble and it is larger than one because
V2

v —
2° < 1. This effect is reinforced by a high value of (&% . The second

one measures the leverage effect of the bubble and it is smaller than one since
R* > R°. Therefore, in models that divide the population into two constant
and homogeneous groups of individuals, the bubble increases growth when the
liquidity effect dominates the leverage effect. However, these models do not
explain that productivity and entrepreneurship increase with the bubble.

(i) High and low ability entrepreneurs

Miao and Wang (2012) and Hirano and Yanagawa (2017) consider two con-
stant groups of entrepreneurs with different ability to account for the effects
that the bubble may have on TFP through the intensive margin. The model
of Section 2 can also be adapted to this context. To this end, we assume again
that the distribution function of § is discrete and has the following properties:
a constant fraction A” of individuals has low ability, 6%, a constant fraction
MM has a middle ability, 6™, and the rest, A, has high ability, 6. Obviously,
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A MM A" = 1. We also assume that 6% < Ryyo/ (wsA) < 6™, which im-
plies that low ability individuals are savers and the rest, middle and high ability
individuals, are entrepreneurs.

As occurs in models with identical entrepreneurs, the fraction of entrepre-
neurs in the population is constant, equal to MM \H , and it is not affected by
the bubble. The bubble also increases growth when the liquidity effect domi-
nates the leverage effect of the bubble. However, since there are two different
groups of entrepreneurs, the bubble affects TFP through the intensive margin.
To see this, we use (37) to obtain that TFP equals

o = (8M) -y (sM) "2 AM 45t (o) +a-00(s7)"? A

—A 1-06MsA/Ry 4 1—05HsA/R 4
Pt = 2 (M) +(1-¢)¢(sM)"2 >\M+zt(“H)vl*'(l—&)‘f’(“H)vQ \H
1-06MsA/Ryyq 1-06H sA/Ry 4

It is immediate to see that TFP decreases with R;1; and increases with z; if
and only if v; > vy. Since the bubble increases R;y; and z;, the bubble affects
TFP through the leverage and liquidity effects.

Models with two groups of entrepreneurs can explain that growth and pro-
ductivity are larger with bubbles. However, they do not consider the compo-
sition effect of the bubble, which may be sizeable according to our numerical
examples.

(i41) Endogenous composition of the population

Kunieda and Shibata (2016) consider a model with a continuous distribution
function of abilities to study the effect of the bubble on growth when the com-
position of the population between savers and entrepreneurs is endogenous. Our
model of Section 2 particularizes to their setting when 0 = ¢ = 0 and v; = 0,
i=12.

A first difference with our paper is that they do not introduce the start-up
cost. As a consequence, the number of entrepreneurs is smaller in the bubbly
steady state. A second difference is that productive capital is not used as col-
lateral and, hence, the bubble does not cause the leverage effect. Therefore, as
follows from (23) and (36), the bubble causes two opposite effects on growth.
First, the smaller number of entrepreneurs reduces capital accumulation and
growth. This is the composition effect of the bubble. Second, the bubble still
has a growth enhancing liquidity effect. Thus, the bubble promotes growth
when the reduction in the number of entrepreneurs is not too large. Finally,
TFP simplifies as follows

Omax ¢i i i
_ fgt o' f (6 ) do
Pt (5t) = FI— . T
Js" 1 (8) do
Since v; = 0, the liquidity effect of the bubble does not alter TEFP. Therefore,

TFP only depends on the composition effect. Given that in this economy the
bubble reduces the number of entrepreneurs, TFP increases.
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5 Concluding remarks

Asset prices, TFP and entrepreneurship are procyclical, whereas new firms that
enter in booms are less productive and smaller. We explain these facts by
interpreting asset price fluctuations as the result of a transition between two
steady states: a steady state without bubbles, in which financial assets consists
only of deposits, and another one with bubbles, in which financial assets also
include a pure speculative asset.

We show that the aforementioned facts can be explained in an overlapping
generations growth model populated by heterogenous individuals that live for
three periods. We distinguish three dimensions of heterogeneity. First, individu-
als are heterogeneous in the return of productive investment. This heterogeneity
separates individuals in two groups: savers and entrepreneurs. Savers only in-
vest in financial assets, whereas entrepreneurs borrow from the savers to invest
in productive capital. A novelty of this paper is the introduction of a start-up
cost that entrepreneurs must pay. The bubble changes the composition of the
population between savers and entrepreneurs. On the one hand, the bubble
increases the return of financial assets, which increases the amount of savers.
On the other hand, the bubble reduces the start-up cost as a fraction of labor
income. As a result, more individuals are willing to pay the cost and become
entrepreneurs. We show that the bubble increases the number of entrepreneurs
when this cost mechanism dominates.

Second, workers are heterogeneous since individuals work both when young
and adult. Since investment can only be done when adult and part of the labor
income is obtained when young, the bubble provides liquidities to credit con-
strained entrepreneurs. This is the liquidity effect of the bubble that increases
growth. However, the bubble also increases the return of financial assets, which
causes a negative growth effect when productive capital is used as collateral.
This is the leverage effect of the bubble. The bubble also increases growth by
increasing the number of entrepreneurs. This is the composition effect of the
bubble, which is a major contribution of this paper.

Third, wages are heterogenous among workers of the same generations, which
is another novelty of this paper. We show that this dimension of heterogeneity
is necessary to explain that TFP is larger with bubbles. In particular, we show
that the liquidity effect of the bubble increases TFP when the productivity of
investment is more correlated with the wages of the young than with the wages
of the adult. In this case, the bubble further increases the investment of more
productive entrepreneurs, which causes the increase in TFP.

We conclude that the model explains the aforementioned facts when we intro-
duce two crucial assumptions: a large start-up cost rate and a larger correlation
between the productivity of investment and the wages of the young than with
the wages of the adult. The first assumption is needed to explain that entrepre-
neurship is larger with the bubble. The second assumption is needed to explain
a larger TFP with the bubble. This assumption is aimed to ensure that more
productive entrepreneurs obtain a larger income in the first period. Therefore,
this second assumption could be generalized by assuming that the return of
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productive investment is correlated with income when young, which in addition
to labor income could also include transfers, bequests or profits. This suggests
that similar results could be obtained in different settings. For instance, we
conjecture that our results could be obtained in models in which individuals
decide in the first period between being workers and entrepreneurs. Individuals
that decide to be entrepreneurs when young would also be entrepreneurs when
adult. Since more productive entrepreneurs obtain larger income (profits) when
young, these more productive entrepreneurs would benefit more when adult of
the liquidities provided by the bubble. As a result, the bubble would further
increase investment of more productive entrepreneurs. This would provide an
alternative explanation of the positive effects of bubbles on TFP.
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A Individual’s decisions on consumption and in-
vestment

Individuals decide on consumption and investment to maximize the utility (9)
subject to the budget constraints (5), (6) and (7), the borrowing constraint (8)
and né,t—&-l > 0. Given that the start-up cost does not depend on Iﬁé)t_,’_l, there
is a discontinuity in the Lagrangian function. As a consequence, we solve this
maximization problem following a two step procedure. First, we obtain the
demands of consumption and assets of both savers and entrepreneurs from the
first order conditions of the Lagrangian associated to the individuals’ maximiza-
tion problem. Second, we compare the indirect utility function of savers and
entrepreneurs to determine the number of entrepreneurs.

Let )\i’t, ;,t+17 )\é’tﬁ, iy and ni , be, respectively, the Lagrangian mul-
tipliers of individual ¢ associated to (5), (6), (7), (8) and x5 ,,; > 0. Then, from
the first order conditions with respect to ¢} ;, ¢ ;. ,, and ¢4, 5, we obtain that
/\ll,t = O‘/Cll,ta >‘12,t+1 = B/ (Cé,t-i-l - f)&l-i-l)’ gmd )‘é,m—g = 7/0%,@-&-2' Next, from
the first order conditions with respect to di;, bi;, d5;,, and by, |, we obtain
that Rg¢11 = Ri¢y1 = Roy1 = Ryq1 and

Zi,t = )\é,t+1Rt+1a (38)
Ao i1 = (Aé,t+2 + /%Zs+1) Rita. (39)

Finally, the first order condition with respect to investment implies

S4r1 = q§+2/\:§,t+z + 9(12+2/~Li+1 + 77§+1~ (40)

Given that entrepreneurs pay a cost, (40) solves the individuals’ maximization
problem only when n§7t+1 > 0.

The solution of the individuals’ maximization problem is characterized by
the first order conditions (38), (39) and (40) together with the Kuhn-Tucker
conditions

[ii [QQi+2“§,t+1 + Riyo (bétJrl + détﬂﬂ =0, (41)

77i+1’ié,t+1 =0. (42)

We distinguish among four possible solutions. First, if n},; > 0 and p, , >
0 then (41) and (42) imply k5,4 = 0 and b3, 4 + d5,; = 0. The budget
constraint (7) implies that céi 1o = 0, which is not a solution of the individuals’
maximization problem.

Second, if 7}, = 0 and pf,, = 0 then k%, ,; > 0 and (39) and (40) imply
that q§+2 = Ryyo, i.e. all assets are perfect substitutes. Because of the start-up
cost, the utility obtained when an individual invests in capital will be strictly
lower than the level of utility if she does not invest in productive capital. There-
fore, /féﬂf 41 > 0 cannot be a solution of the individual’s maximization problem
in this second case.
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Third, if n{,, > 0 and p,; = 0 then (41) and (42) imply that x5 ,,; =0
and (38) and (39) imply that A} ; = A5, 1 Rip1 and A) .y = Ay, o Riqo. This
case characterizes the savers that do not invest in productive capital and are
not credit constrained. From the last two equations, we obtain that ¢ ,,, =
(B/a)ci (Riyr and ¢, 9 = (v/B) ¢4 441 Rito. Combining these two equations
with the budget constraints (5)-(7), we obtain (12), (13) in the main text and
the optimal consumptions are given by:

Czi,t = (a/Riy1) (RtJrlw;,t + wi,t+1) ) (43)
Cz2,t+1 =4 (RtJrlwy:,t + wjz,t+1) ) (44)
o = YR (Repawy, ; +wh 1) - (45)

Fourth, jf nii, =0 and T > 0 then (41) and (42) imply that x5, > 0
and 0q; oK5 11 + Riyo (b§t+1 + d’2t+1) = 0. Therefore, this case character-
izes the entrepreneurs that are credit constrained. We combine (38), (39)
and (40) to obtain A}, = Ay, 1 Rip1 and Ny, 1 = Yii0GiioA3 40, Where
Vio = (1—0)/(1—0gl 5/Rit2) . From these two equations and taking into
account_ that entreprgneurs pay the §tar§-up c'ost7 we obtain that ¢, — f¢ 1=
(B/a) Cll,th—H and Cé},t+2 =(v/B) ¢:+2(1§+2 (CZQ,t-H - ftZ+1)' We note that 7/’1+2 >
0 requires Ry} 2 > 0q; 5. Combining these last two equations, the binding credit
constraint and the budget constraints (5)-(7), we obtain equations (16)-(18) in
the main text and consumptions are given by

Czl,t = (a/Ri41) (Rt+1w;,t + wé,m - ftl+1) ) (46)
Cl2,t+1 =0 (Rt+1w;,t + w441 — ftl+1) + fitas (47)
Cg,t+2 = Vi1 2Gi 42 (Rt+1w;,t +wg g — ftl+1) ) (48)

From the previous analysis, we distinguish between two groups of individuals.
First, individuals that do not invest in productive capital and that are not credit
constrained. We denote them savers and correspond to the third case. Second,
individuals that invest in productive capital and that are credit constrained.
We denote them entrepreneurs and correspond to the last case. In what follows,
we determine the fraction of each group of individuals in the population. Since
the start-up cost introduces a discontinuity, this analysis cannot follow from the
first order condition with respect to capital. Instead, we compare the level of
utility that an individual that is adult in period ¢ attains as an entrepreneur and
as a saver. To this end, we obtain the indirect utility functions of both agents
by substituting in the utility function, (9), the optimal consumption demands of
savers, (43)-(45), and of entrepreneurs, (46)-(48). We obtain that the indirect
utility function when the individual is a saver is

u;,sl =In (wz + Rtwi_l) —alnR+vInRiyq + v,
where

v=In(a)*+In(8)’ +1n(y).
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The indirect utility of the same individual when she is an entrepreneur is

uy®y = In (wi + Ryw_; — i) —aln Ry +vIn (¥l 1¢i,1) +v.

This individual decides to be an entrepreneur if uzﬂ > ui’i, which happens
when %}1 > Ryt1/wi, where wj is defined in (19) in the main text. Remember
that i1 < Re1/0. This inequality is compatible with ¢i41 > Rij1/w} because

€ (0,1) but implies an upper bound for ¢;, ;. This upper bound is introduced
in Assumptlon B.

B Total factor productivity

In this appendix, we show how TFP depends on §; and on 2. To this end, we
rewrite (37) as

2 [y 691 (8) d8 + (1 — €) 6 fom 69> (6) d6
2 [2m gt (8)dS + (1 —€) d [2m g2 (6)d5

pr=A

where 5 £ (8)
J —
90 =T as R,

We first obtain

for all j =1,2.

opr A
T R @b (-6 o)
(209" (e) + (1 =€) 639" (0 )]X
x [ 5 1(6)d5+¢> 1— &) [2m g2 (

1

: —[2g" (3:) + (1 = &) dg? (01)] ’
x [ o= dg (3) d5+¢<1—s> 2 692 (6) da}

which can be rewritten as

Ope A[ L)+ (-9 Q(W

00441 ( f(s mos g1 (8)d6 + (1 — ¢f5 2 () d5)
" {z fgtma" 619 (0)dé + ¢ (1 — f5 wx 5,2 (8) do »
— [ fm 59 (9)db + 6 (1~ €) i 692 (5) do

Indeed, the last term into the brackets is negative because the values of § con-
sidered are larger or equal to §.
We next obtain

e 6gh (8)dd [ g7 (8) dd — [y gt (6)d6 [ 8g? (8) dd
2
(2 J5m g" (9)do + (1= ) & fy™™ g2 (6) dd)

Ipe
32,5

—A(-8)¢

9
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which is positive if

6!UEI,X 61“'(1)( 6!UEI,X 61“'(1)(
/7 st 0yds [ p@ds— [ gt @)ds [ 842 (5)ds > o.
¢ ¢ ¢ ¢

After some manipulation, we can rewrite the former inequality as
5max ém‘dx . . . . . .
ﬁ [ a @) e (0 (@ - 5 as'ae >
5 5
which is equivalent to
6max 6max ) . . . . .
/ / ' (57) ¢ (5°) (& — 67) ds'do? +
i 3.
‘ 61“&){ . . . . . .
[ / 7 (67) ¢ (5) (8 — 57) ds'dd’ > 0. (49)
5. J5,

n (49), we split the inequality in two parts. In the first one, 6% > 6" and in
the second ¢’ < §°. Using this same separation, we deduce that

‘ Omax . . . . . .
[ / ' (57) & (57) (&% — 57) ds'do? (50)
0 Joy
6max 6max . . . . . .
‘/ / g* () g" (5") (&7 - 6") &’
i gt

We use (50) to rewrite (49) as the following inequality in which &/ > §°:

/ o / T () 7 (67) (80— 67) do'do?

i 5

_ / - [ T2 (6) gt (67 (67 — 67 dotdsT > 0,
7 (St

Using the expression of ¢’ (§), we rewrite the former inequality as

max Do i : o i\ " AN
/ / _ S0 @) ey ([ S) (2] | dstdst > o.
i St 1-— QSA(S /Rt+1 (S,L (SZ

Since &/ > §°, we deduce that the inequality holds if and only if v; > v,. This
proves that dp;/0z; > 0 if and only if v1 > vs.

Supplementary material

An online appendix with supplementary material associated with this article
is available at https://sites.google.com/view /xavier-raurich.
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Online Appendix to
Entrepreneurship, growth and productivity with
bubbles

Lise Clain-Chamosset-Yvrard, Xavier Raurich
and Thomas Seegmuller

Characterization of the function ¢ (r)

In this appendix, we determine the slope of the function z = ¢ (R), which is
implicitly obtained from equation (34) in the main text. To this end, we follow
a four step procedure. As a first step, we analyze the sign of the following two
derivatives:

% = [fyz (ngl + ¢3v2) - 0@531)2} f (S) ’
and 5
% = ['yz (zgvl + ¢3v2) = Ol¢fgvz} f (3) %

Both derivatives are positive if and only if

¢<E (z’g) _ vz (Zi:;favz) |

Let 2/ (E) be the function that solves £ = g(z’ ,S). This function is unique,
decreasing under Assumption A and equal to

—=U2—7UV1 —=V2—7U1 2 —=V2—7U1
) + \/(qsé ) + 2205
2 (6) = 5 > 0.

Note that 2’ (0) = oo and 2’ (c0) = 0. Moreover, if z > 2’ (§) then £ < £ (z,9)
and both derivatives are positive, i.e. dn/0R > 0 and 97/96 > 0. In contrast,
these derivatives are negative when z < 2’ (3) .

The second step is to obtain conditions that ensure that the following deriv-
ative is positive:

WD~ oo (R2) + o2 (R, ) + (B2 X+
n {’)/Z (ng 4 d)gvz) _ Oéd)fgm] f (3) 27

and, using (21) in the main text, we obtain 95/9z = —U9¢ < 0 where
= P&(5)V2 -1 (5 vyt
(-srrms) 09 0

= se()'2 7 §02(v1—vp)(5) 1721
i (- gmier) | 00T

9 =

2 o)



Using the definition of €, we obtain that

on (R, z) — —v —

—, =720 (B2 +on’ (R 2)] + (B+7) X" — (=€) ad "of (9) €.
This derivative is positive when either ¢ > & or when ¢ = 0. By continuity,
we conclude that this derivative is positive when either £ > £ or when £ is
sufficiently small. Assumption C ensures that these conditions are satisfied.

Assumption C. We assume that either ¢ is sufficiently small or & > €,
where

Third, we solve the equation 7 (S, z) = @ to obtain z° = 2° (3) , which is a
unique function given by

o =b(@) + /(0 (3) +4c(5)

2°=2°(0) = 5 ) (1)
where ) (7) ) ) (7)
= _v¢n (0) + (1 —a)x = _ adkn () +@Q
b (6) = 1 /= , C (6) = = -
i (8) i (8)
The derivative of z° satisfies %—%O = —gg;gﬁ, with 07/0z > 0 and remember

that 97/96 > (<) 0if 2° (§) > (<) 2’ (8) . Therefore, 9z°/85 > (<) 0 if 2° () <
(>) 2 (8) . Since z° (0) < 2’ (0) = oo, then 92°/d6 > 0 when § < 5, where 3 is
such that 92°/9§ = 0. This value of 6, 0 , satisfies that 2’ (5/) =2z° (3/> and

it exists because 2°(c0) > 0 = 2z’ (00). Moreover, it is unique since 2’ (8) is
decreasing and 02z°/36 = 0 when § = &', This implies that z° (6) > (<) 7 (9)
for all 0 > (<)3/. The function z° (§) only crosses 2’ (§) from below, which is

a consequence of the fact that z° (5) is flat when it crosses 2’ (3) . This implies
that these two functions can only cross once. We conclude that there exists a

unique value of 4, § , such that 8z°/95 > (<)0 when § < (>)4 .

In the last step, we characterize the relationship between § and the domain
of the distribution of §, defined by dmin and dmax. To this end, we first use (1)
to obtain

022 —b'Vb +4c+ b+ 2
95 202 + dc

where

Vo= (07" - b) b 10)




<TU2—V1~1

Since v; > vy, we obtain that ¢ n (3) < ﬁz (S) 2T These relations imply
that b’ < 0 and ci < 0. Taking this into account, it is immediate to see that the
derivative 02°/09 is negative if and only if:

U (3,6) = () + Vb — (1) e>0.

Using the expressions of ¥" and ¢/, we obtain

2
¥ (3.6) = (O‘fgi’r“l —c> S ) {cw”‘”l - b%’gf‘”l

We next substitute the expression of b and ¢ to obtain

2
v (5,6) = (“fféﬁ LY Q)

Y v
o <¢5U2_U1ﬁ1 o ’ﬂb’ﬁz + (1 — Oé) X1> %
Y
~92 ~2
l(afqﬁn +Q) e (7@1)77 +(1 —Q)X1> Wévz—m] _—
Y v Y

By construction, ¥ (3/,5) =0and ¥ (3,£) > (<)0 when § > (<)5/. We

use this result to establish the relation between 3 and the two values of § that
define the support of the distribution, i.e. din and dmax. To this end, we next
evaluate W (3, f) at 0 = Opin and at § = Spax.

First, when 8 = duin, 777 = 0 for all j = 1,2. Then, ¥ (i, &) > 0 simplifies

as
Qo+ a(l—¢) ox* o) Qo+a(l—E)ox> v
where

0 1 2
Qozis(xl +¢X).
—s

The right hand side of (3) is decreasing in &, since Q = Qo + a (1 — &) ¢x? > 0.
Moreover, for £ = 0 the inequality in (3) holds, whereas the inequality is reversed
for £ = (Qo + agx?) / (agx?) . It follows that there exists a unique value of &,
&, such that if ¢ < & then the derivative of 2° with respect to § evaluated at §yin
is negative. This implies that if £ < &, then 3 < Omin. As a consequence, in all
the support of the distribution we obtain that 6 > 5 and, hence, z° (3) > 2/ (5) .
Since 9n/dz > 0 and dn/OR > 0 when 2° (§) > 2’ (3) , we obtain that ¢’ (R) =

27Since Bgivj'ﬁj <3) /Ovj = 5 fgmm gvjf(é) <ln571ng> d§ < 0, it follows that
527t (5) <2 (3).



—JUBE < 0 for all R € (Ry, Ry), where Ry = @ (dmin; 2° (Smin)) IminsA and
Ry = w (Omax, 2° (Omax)) OmaxSA are, respectively, the interest factors associated
to the minimum and the maximum value of §. This case is illustrated in Panel
a of Figure 1.

To obtain the value &;, note that ¥ (dyin, &) = 0 is a second order convex
polynomial with two positive roots. £; is the smallest root of this polynomial.
The largest root is rule out because it implies negative values of Q.

Second, when 0 = 0ax, 777 = X7 for all j = 1,2. In this case, ¥ (6ax, &) > 0
simplifies as

(QO + a¢X2 _ Oﬁ;ﬁi‘avglel)Q

max
v

2 1— 1
Y

|:(7¢X2 + (1 — O[) X1> %6172*’01 _ (QO + @¢X2> ¢6’U2v1:| (4)
v v max v max .

First, note that v; > v, implies that x? > §"2_"*y! and, hence,

max

Yox? + (1 — ) x
¥

1
> pov2 vyt

max

As a consequence, the right hand side of (4) is increasing in £. Moreover, @ > 0
implies that
Qo+ agx® > afx® > agtdy, " X'

where the second inequality follows because vs < w;. The former condition
implies that the left hand side of (4) is decreasing in &. In addition, it is im-
mediate to see that the inequality holds when & = 0 and is reversed when
&€= (Qo+ agx?) / (apdpz " x*) . It follows that there exists a unique value of

€, &, such that if ¢ > &, then the derivative of 2 with respect to & evaluated
at dmax 18 positive. Since the derivative is zero at 5/, it follows that if £ > &,
then & > Smax- In this case, § < 5 and 7° (5) <z (5) . Since 9n/dz > 0 and

On/OR < 0 when 2° (3) < 2 (3), we obtain that ¢’ (R) = —FX3% > 0 for all
R € (R1, Ry) .This case is illustrated in Panel b of Figure 1. Finally, the value
&, can be easily obtained as the smallest root of the second order polynomial
defined by ¥ (dmax,€) = 0. This polynomial has two positive roots, but the
highest one implies negative values of @ and, hence, it is ruled out.

We next provide conditions to have £; < &,. ¥ (3, & ) is a second order convex
polynomial on £ and &; and &, are the smallest roots satisfying ¥ (d,min,&;) = 0
and ¥ (0 max, &) = 0. Given that they both are the smallest roots, 0¥ (5, f) /0€ <

0. Since dmin < Omax, we deduce that &, < &, when 0¥ (5, 5) /06 > 0. This




derivative is equal to:

OV |afon  Q  adfsoui| agt R
- = N+ == — n\| — |v1— 02 n
o)) Y vy Y Y \—\:—’
+
—<vgy—v;—1 _ 1 —=U2 — V] ~ 72 — 1
RO L (@ U= ag) (25715 — 2t U=en)
Y
The former derivative can be rewritten as
2 @ (’T"’Q . 502*”1'771) + 9 Oéé-'ﬁl
ov ¢ —vo—wv1—1 i il
g = ? V1 — V2 ) + 5
+ + (2¢5v2*v151 — 7¢ﬁ2+g—a)x1)
x (Qo+ g (1-€)x? - =22 )

which is positive when « is sufficiently large and v, — vo is small.
Finally, if £ € (£4,&5) then 5 e (Omins Omax) - To obtain the slope of ¢ (R) in
this case, we define R = sAw (3/, 2° (3/)) 5, which is an increasing function

of g/, since the derivative of z° with respect to § equals zero at 6 = & . It
follows that if R > R’ then 6 > o and 2° (6) > 2/ (). As a consequence,
On/OR > 0 and, since dn/dz > 0, we obtain (' (R) < 0. Applying the same
reasoning, we obtain that if R < R then ¢’ (R) > 0. Therefore, we distinguish
between two regions. First, if R € (Ry, R') then 2° (§) < 2’ (6) and ¢’ (R) > 0,
and if § € (R, R,) then z° (§) > 2’ (6) and ¢’ (R) < 0. This case is shown in
Panel c of Figure 1.

As a final remark, note that ¥/95 = 0 when v; = v for all j = 1,2. As
a consequence, £; = &, and, therefore, we distinguish only two cases: if € is
smaller than &; = &, then ¢’ (2) < 0 and ¢’ (2) > 0 otherwise.

Uniqueness of the bubbleless steady state

In this appendix, we obtain conditions that ensure the uniqueness of the
steady state without bubbles when both ¢ (R) and ¢ (R) are increasing func-
tions. A sufficient condition for uniqueness is that ¢’ (R) < ¢’ (R) for the entire
domain. These derivatives are:

[’yz (ngl + ¢gvz) — aqbfgm} f (3) %

¢"(R) = - e e
v (220t 4+ ¢n?) + (B+7) x! — [vz (zé + @0 ) — aggd } f(6) v¢
and 1_ Rpra
2 (R) = m7



where

o (8" +(1-€)63") 57 (3)

— 1
, = — =14 — 9E > 0,
T 9 1- 0sA3/R :
97 5 4 (1-€) 60 )61 (3)
TR = —= =— — —0F < 0,
OR (1 - 0sA5/R) sAT
ymax 51+v1
1 pu— e —
o= /g 1_9q/Rf(5)d5>0,
-1 —v1 —V2
Poo oyl (1_ é) ORI S,
v ¢+Z(§ (¢+23U1—U2)

and

5 o
o max (5z)qz+2 V1 i\ V2 i i
F:—Rzl T 2 ()" +o (- ()] (57 ds" > 0.

Sta1 (179q£+2/Rt+2

After some manipulation, we obtain that ¢’ (R) < ¢’ (R) when

o1 (28¥14+(1-£)#3%2)51(3)
(2t en® )+ (B! L9 ERing 1-6:43/R v¢

[v2(28"1 +¢3°2 ) —ages 2| f(5)s T+R<(z3“1+<1—5>¢3“2)5f(3) +or )

(1-0sA5/R)sAT

Using the expression of £, we obtain
, 5 (287 +(1-6)¢5"2)5f(9)
y (@' +on?) + B+ Xt _ EHT) e TGy
[§—€(20)]add “f(0)96 ~ . p ((z5v1+(1§>¢w)5f(5) N 0F>

(1-0sA8/R)sAT

-1

Note that this condition is satisfied when ¢ = & (2,5) , since the left hand side
diverges to infinite. By a continuity argument, this condition is satisfied when

¢ e (E (z,g) ,E(z,g)) , with E(z,g) < E(z,g) . Moreover, the steady state is
unique when £ < & (z, E) , since in this case ¢’ (R) < 0. It follows that the steady
state is unique when £ < E (z,g) .

Local stability
We assume that 6 = 0 to simplify the analysis of stability. Then, equations

(21), (24), (29) and (31) in the main text that characterize the equilibrium can
be rewritten as follows. Equation (31) is

App1 = zep1 Ay ()



Combining (21) and (24), we obtain

s (x' + ox?) 0w (04, 2)
y(d=s) T(0nz)

Zt41 =

Finally, from (29) we obtain

g [x*~m* (5111

Zt41

Sir= B+ x - +v [2n' (8:) + ¢n® (8:)] — Ay =0, (7)
which implicitly defines
Su1 =06 (4, 2, 2141, Ay - (8)

Equations (5), (6) and (8) form a system of three dynamic equations gov-
erning the time path of §;, A; and z;. To obtain the elements of the Jacobian
matrix associated to this system of equations, we must first obtain the following

partial derivatives from the definitions of w; and 74 : 28
Owy w7 fgbgurm
D2 —v1—Vg 27
0zt y (QH‘ 5 z)
aiéijt _ (v17v2)w177 ¢£§u1—v2712
05, T (e
o7 L
— = = STt F(8) ds
e = n=f (6 ds,
8,7\:15 - = —vU1 —v2
% = —f(é)é(zé +o(1—6)3 )

Using (5), we obtain 0A;41/0zi41 = A, 0A11/0A; = z. Using (6), we
obtain

82’,54_1 B iwl—fy ¢§gv1—v2 B ETI
B —=V1—7V2 2 ’
0z w Y (¢+5 z) T
1—y —<v1—v2—1 . A —
Onpr  _ z, 2w 7080 2 2“2)+5f(5)5(z51+¢(1—§)52).
8526 ) w <¢ +gvlfvzz> T

From (7), we obtain 0%41/86; =~ (0) (ngl + ¢SU2> , 0%441/02 = ynt,
82t+1/82t+1 = OZ(¢X2 —€¢7T2) /22, 82t+1/3At = —17 and 82t+1/(93t+1 =

28 Time subindexes are suppressed to indicate that the derivatives are evaluated at the steady
state.



—agéf (0) gvz/z. Finally, using (8), we obtain

Gy (07— otn?) G
0z B %ﬁf (5> gv2 )
5 5) (28" + 0" 0z
Gy ) (57 +057) 4 5 (0 — o) G2
a5, afg 7 () 32 )
3141 z
0N

3 - =Vv2°
21 (9) 0
The characteristic polynomial associated to the Jacobian matrix is

3At+1 > 52t+1 35t+1
\) = —A) PO\ +A=E \
o= (%5 N+ A BA,

where P (\) = X\ — TA+ D,

= <v1 —<v2 o Zi41
S S Y P (3) (58" +65) + 5 (ox2 — otr?) 2zt

09,
Oz | 05, 0z agt 1 (5)5"” ’

and
D - 02411 00441 Oz 0441
azt 8& agt azt
— —v1 —v2
0241 7 (9) (Z(S + @0 ) Oz npl — A

FOE@TT 0 )

In the bubbleless steady state, A = 0. Therefore, A\; = 2° < 1, and A, and
A3 are the solutions of P (A) = 0. To obtain these roots we obtain that

wl—'y (2553“171)2 o _ oy o -
D= L < wy (¢+gv17uzz)2 T ) f (6) (2’5 + ¢5 )

)37 | (1 @ e ) f(é)é(z5”1+¢(1—5)5“2)> ;
5 <vi-va )2 T n
wy(¢+3717722)

By assuming that £ — 0, we obtain

K T

vz 71/(9) (58" +93" F(3)5(8"1 4452
— { (5 ){w()()]nl}w
“=f(0)0

Therefore, the determinant is negative for values of ¢ sufficiently small. Since
the determinant is negative, one root is positive and the other one is negative.



Next, we get

1
P(l) = 1-T+D=——_x
2 wl— TVl -2 . @ v2
(1_ w 177 (¢i§’s’1—vzz)2 T ) ¢£f( )

—f (8) (8" +68”) -

If £ — 0, we obtain that

1

e

22

(ox? — p&m?)

08441

Oziq2

wl=7 pes’1 V2 r = —<v1 —v2
o (SR - 2 ) 1B (774 57)
Lt (L e e i) F(9)R(5" 001-)52)
T (5"" T (g8 v2) + T

z

s

Vf (8) (28" + ¢5”2) (1+2m)
27 ()3 (20" +087)] (' + Fox?)

which is negative. This implies that Ay > 1 when ¢ is sufficiently small. Next,

we obtain
1
P(-1)=14+T+D= 7q)x
a¢£f( )5 2
P $U1 U2 P —\ =v2
<1 t555 (¢j§i1—u2z)2 - 771> S (8)0

o x> —en?)

1 (3) (26" + 08"

z+zw

wy

1—v ¢§5U1v212(v1v2)+z.f(é)ﬁ(z&”1+¢(1—5)6”2))

+

1—~

z

¢£3v1 —vg

T1

+vz (“’

w177 ¢£gv1—v2 (Ul Uz) + (7) (23111+¢(1_E)3u2)

wy (¢

T

4601702 2)2

1
—vz §+

If £ — 0, we obtain that

P(-l)=— "

2 (5)3”

wy

+

T

()

(o572
) 7 (0) (58" +e3”)
)i
22) 7 f (3) (25 + 3" )
zé”l 2£(3)5(=8" +45°2) ) ;

7771

(

X

7f (
) (5+%

which, using A = 0, can be rewritten as

1

+(

(1= 27) 1 (3) (20" +¢5"%)

21 (8)6(=8" +95" )> B+ x +vén? > 0.

z

) T z

<0,




Therefore, P(—1) > 0 and A3 > —1 for ¢ sufficiently small. Therefore, for
¢ sufficiently small, the three roots are real numbers that satisfy A\ € (0,1),

A2 > 1 and A3 € (—1,0). Since z; is the only state variable, the bubbleless
steady state is locally stable.

In the bubbly equilibrium, z = 1 and the three roots will be the solution of

azt+1 55t+1

N = (1-MN(\=\N+D)+A=E= =
QW) = (=N )+ AT
= ML 1+T)N - )\(T+D)+D+Aa;;“agzl
t t
To determine the modulus of the roots, we obtain:
32t+1 6gt+1
O)=D+A——— =
QO 06, 0N
; b ¢£5“1 2z 3 (3" + o2
(Bt m)f«» (5 +o5?)
S i lw 1 wsé”l "2 (01 —vs)
" agtf ()0 e (o+571772) -
(" +o0-63")

If ¢ — 0, Q(0) rewrites as

—“f( ) (S +¢5"°
R — Si1 5 0.
S| (e |

We also obtain

_ 1, w7 $E8V1 T2 (v —ug) 5 vy sU2
Q (1) = A %71 Dt =—A<§+ (R SR )> <0,
06, 04 agpf(6)s"
Finally,
5Zt+1 35t+1
-1) = 2(14+T+D)+A =

Q(-1) ( ) 95, OA

_ 2

T agef(5)s” %

R T % L 52 £ (5
(1 + W’Y <¢+g”1—vz)2 7-1> (75 + (A/ + O[é-) (bé ) f (5)
W ¢56€1 V2 l(vl) va) |
+ 2 2) _apl 4 A v G+ T2
[ (9x* = 6¢%) =’ + 5] N £(3)3(3" +6(1-£)5"2)

T

S

10



and using A = 0 we obtain

_ 2

=0
aglf (8)0

W gE8 T2 1y <UL —<v2 -
<1+ v (¢+gv1—v2)2 = (75 + (v + af) o )f(5)

n [ﬁx1+a(¢xz¢€w2)+wl+vn2 ]

X

Q(=1)

; >0

[ 1ge 05 " vy —va) | F(O)F(5+90-6)07)
ot (¢+501 02) T

Since @ (0) < 0,Q (1) <0and Q (—1) > 0, Q (c0) = —oo0 and Q (—o0) = o0,
it follows that A; € (—1,0) . However, the other two roots can be real or complex
numbers with a modulus that can be either larger or smaller than one. It follows
that the bubbly steady state can be either locally stable or saddle path stable.

Convex returns on abilities

In this appendix, we consider a version of the model in which the returns
of productive investment are ¢* = sAd§", with p > 1. Thus, these returns are a
convex function of abilities. This small change of the model only modifies two
equations. First, (21) in the main text becomes

5, Ry B
! w (5,5, zt) sA

Smax iy v NG i i
Tt:/g %{%(61) +(1_€)¢<6) }f(d)dé.

and (23) that becomes

Using these new equations, we obtain the bubbly and the bubbleless steady
states. Table 1 provides the calibration of this economy when g = 1.1. This
calibration has the same targets than the calibration in the main text in which
we consider a linear relationship between abilities and the return of productive
investment.

Table 2 reports the value of the main variables in both steady states. The
bubble increases the growth rate by 71%, the number of entrepreneurs increases
by 2% and TFP increases by 5%. These values are in line with the fluctuations
in these variables, as shown by Basu et al. (2006) and Tian (2018). We conclude
that the variations observed in growth, entrepreneurship and productivity can
be explained as the transition between two steady states.
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Table 1

Parameters Values Targets Data Model

A 10 Normalization - - - -
s 0.4 Labor Income Share® 60% 60%
o 0.4255 Consumption to I. ratio of the youngb 84% 84%
Ié] 0.413 Consumption to I. ratio of the adult” 85% 86%
Y 0.1615 Normalization - - - -

Omin 1 Normalization - - - -

Omax 16 Annual growth rate in the bubbly S.S. - - 3.9%
1/) 1.14 Fraction of entrepreneurs in labor force®  10.6%  10.53%
10} 2.2 Adult to young labor Income.” 1.12 1.12
Vo 0.4 Third to first labor income quartileb 1.97 1.56
£ 0.75 Start-up cost to GDP -- 17.01%
U1 1 Assumption - -
0 0 Assumption --

Note. “PWT, 9.1, PBureau of labor statistics, “OECD.

Table 2
R g A p  Value bubble
Bubbly 2.16  2.16  0.105 127 1.13
Bubbleless  0.67 1.26 0.103 121 --
Ratio 322 171 1.02 1.05 --
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