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Abstract

We study the choice of payment instruments in a model with money and credit, where sellers must invest 
in a record-keeping technology to accept credit and buyers have limited commitment. Our model captures 
the two-sided market interaction between consumers and retailers that can generate multiple equilibria. 
Limited commitment yields an endogenous debt limit that depends on monetary policy. Money and credit 
coexist for a range of parameters, and bargaining related hold-up problems can lead to inefficiencies in the 
adoption of monitoring technologies. Changes in monetary policy generate multiplier effects in the credit 
market due to complementarities between consumer borrowing and the adoption of credit by merchants.
© 2015 Elsevier Inc. All rights reserved.

JEL classification: D82; D83; E40; E50

✩ We are indebted to Guillaume Rocheteau for his feedback. We also thank Ricardo Lagos, Randy Wright, and three 
anonymous referees for their detailed comments and suggestions. This paper also benefited from a discussion by Ed 
Nosal at the 2014 Boston Federal Reserve Payments Workshop and comments from Aleks Berentsen, Zach Bethune, 
Pedro Gomis-Porqueras, Tai-Wei Hu, Janet Jiang, Yiting Li, Ben Lester, Scott Schuh, Chris Waller, and seminar and 
conference participants at Washington University in St. Louis, Federal Reserve Bank of Boston, Federal Reserve Bank 
of Chicago, Purdue University, Paris II, University of Queensland, U.C. Riverside, U.C. Irvine, University of Minnesota, 
University of Michigan, University of Southern California, Michigan State University, and Université de Lyon. This 
paper has been conducted as part of the project Labex MME-DII (ANR11-LBX-0023-01).

* Corresponding author.
E-mail addresses: lotz@u-paris2.fr (S. Lotz), cmzhang@purdue.edu (C. Zhang).

http://dx.doi.org/10.1016/j.jet.2015.08.003
0022-0531/© 2015 Elsevier Inc. All rights reserved.

http://www.sciencedirect.com
http://dx.doi.org/10.1016/j.jet.2015.08.003
http://www.elsevier.com/locate/jet
mailto:lotz@u-paris2.fr
mailto:cmzhang@purdue.edu
http://dx.doi.org/10.1016/j.jet.2015.08.003
http://crossmark.crossref.org/dialog/?doi=10.1016/j.jet.2015.08.003&domain=pdf


S. Lotz, C. Zhang / Journal of Economic Theory 164 (2016) 68–100 69

Keywords: Coexistence of money and credit; Costly record-keeping; Limited commitment

1. Introduction

Much of the U.S. economy runs on debt, owed primarily to the development of credit cards 
that serve both as a payment instrument and a means for unsecured borrowing.1 However, recent 
data suggest while consumers are increasingly relying on credit cards, they are not completely 
abandoning cash (Foster et al., 2011; Briglevics and Schuh, 2013). As consumers change the 
way they pay and businesses change the payments they accept, it is increasingly important to 
understand how consumer behavior affects merchant behavior and vice versa. This dynamic of-
ten generates complementarities and network externalities, a key feature of the retail payment 
market. These trends in the payments landscape raise many questions for monetary theory and 
policy. Under what conditions can money and credit coexist? Can improved access to record-
keeping drive out money? And in economies where both money and credit are used, how does 
monetary policy affect output and welfare through the credit channel?

To address these questions, we propose a unified model of money and credit that integrates 
several insights from modern monetary theory, and is also analytically tractable and amenable 
to policy analysis. Instead of taking payment arrangements as given, our approach is in the tra-
dition of New Monetarist Economics where the use of money and credit arise endogenously.2

To capture the two-sided nature of actual payment systems, our model focuses on the interaction 
between consumers (buyers, or borrowers) and retailers (sellers, or lenders). The fundamental 
distinction between monetary and credit trades is that the former is settled on the spot while 
the latter involves delayed settlement and record-keeping to track transactions and enforce re-
payment. While many economies now feature the widespread adoption of both money and 
credit, getting money and credit to coexist in theory is a more delicate issue. A key insight from 
Kocherlakota (1998) is that so long as credit is feasible, there is no social role for money, and if 
money is valued, then credit cannot be sustained.

To generate a role for both money and credit, our model features two frictions motivating 
payment decisions: imperfect record-keeping and limited commitment. For credit to be feasible, 
we introduce a costly record-keeping technology that monitors and records transactions. As in 
Nosal and Rocheteau (2011), a seller who invests in this technology can accept an IOU from 
a buyer. Moreover, we follow a long tradition that views limited commitment as a key friction 
underlying credit market behavior. Lenders cannot force borrowers to repay debts, and default 
triggers a punishment that banishes agents from all future credit transactions (Kehoe and Levine, 
1993; Alvarez and Jermann, 2000). In that case, a defaulter can only trade with money. Debt 
contracts are self-enforcing and the possibility of default yields an endogenous upper bound on 
credit use.

Our model generates three endogenous payment regimes: one with money only, one with 
credit only, and one with both. Both money and credit are used when some sellers (either exoge-
nously or endogenously) accept cash and credit while others only take cash. However, we show 

1 Unsecured credit refers to loans not tied to other assets or secured by collateral. Credit card loans account for roughly 
half of all unsecured debt in the United States (Federal Reserve, 2005). The number of payments made by general-purpose 
credit cards rose from 15.2 billion to 19.0 billion between 2003 and 2006 in the U.S. (Gerdes, 2008).

2 A discussion of the New Monetarist approach is in Williamson and Wright (2010) and a textbook treatment is in 
Nosal and Rocheteau (2011).



Download English Version:

https://daneshyari.com/en/article/956597

Download Persian Version:

https://daneshyari.com/article/956597

Daneshyari.com

https://daneshyari.com/en/article/956597
https://daneshyari.com/article/956597
https://daneshyari.com

