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FIGURE 2.13 How reducing k to the golden-rule level affects the path of 

consumption per worker 

than the policy of maintaining k at k*. The planner can therefore allocate 
consumption between the young and the old each period to make every 
generation better off. 

Thus the equilibrium of the Diamond model can be Pareto inefficient. 
This may seem puzzling: given that markets are competitive and there are 
no externalities, how can the usual result that equilibria are Pareto efficient 
fail? The reason is that the standard result assunmes not only competition and 
an absence of externalities, but also a finite number of agents. Specifically, 
the possibility of inefficiency in the Diamond model stems from the fact that 
the infinity of generations gives the planner a means of providing for the 
consumption of the old that is not available to the market. If individuals in 
the market economy want to consume in old age, their only choice is to 
hold capital, even if its rate of return is low. The planner, however, need 
not have the consumption of the old determined by the capital stock and 
its rate of return. Instead, he or she can divide the resources available for 

consumption between the young and old in any manner. The planner can 

take, for example, 1 unit of labor income from each young person and trans 

fer it to the old. Since there are 1 4+n young people for each old person, this 
increases the consumption of each old person by 1 + n units. The planner 

can prevent this change from making anyone worse off by requiring the 
next generation of young to do the same thing in the tollowing period, and 
then continuing this process every period. It the marginal product of capital 

is less than n-that is, if the capital stOck exceeds the golden-rule level-this 

way of transferring resources between youth and old age is more etticient 
than saving, and so the planner can improve on the decentralized allocation. 
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