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Foreword

This edited volume contains a collection of selected and refereed papers presented at
the Fifth MDEF Modelli Dinamici in Economia e Finanza (Dynamic Models in Eco-
nomics and Finance) International Workshop held at the Department of Economics
and Quantitative Methods of the University of Urbino, Italy, on the 25th-27th of
September, 2008.

It is true without doubt that scientific meetings derive their value not only from
the scientific results presented during the formal sessions, but also and perhaps more
importantly from the atmosphere created amongst the participants during the breaks
and dinners that afford them the opportunity to meet again with old friends and
make new ones. In that respect we are happy that the fiftth MDEF meeting gave us
the opportunity to pay tribute to John Barkley Rosser, Jr, an outstanding scientist
and good friend of many of the participants, who celebrated his sixtieth birthday in
2008.

We shall not attempt to give a full list of Barkley’s numerous scientific achieve-
ments here; we shall only mention his important contributions to various areas
that fall within the focus of the Workshop, in particular, his work on the impor-
tance of nonlinearity and complexity in the economic sciences. With some of his
earliest work on these topics appearing in the 1980s, it would be fair to say that
Barkley has been one of the pioneers in the area. The first edition in 1991 of his
book From Catastrophe to Chaos: A General Theory of Economic Discontinuities
brought together and gave a perspective on many of the early contributions. This
book, and its second edition in 2000, had a profound influence on many researchers
who have contributed to nonlinearity and complexity in the economic and social
sciences over the intervening two decades. As one would expect of a scholar who
has very broad and eclectic interests, Barkley’s influence extends beyond the area in
which he originally made his name, and he has made contributions to areas such as
the new traditional economy, econochemistry, the megacorpstate, economic inequal-
ity and the underground economy. No doubt because of his contributions across so
many areas, Barkley assumed the role of Editor of the Journal of Economic Behav-
ior and Organization in 2001. In an era when many top journals seem to be more and
more closed to new or different ways of thinking, this journal remains open to new
and innovative ideas in the economic and social sciences, and as such it provides the
perfect foil for Barkley’s very broad range of interests.
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After completing a bachelor’s degree with a major in economics and a minor in
mathematics, Barkley completed his master’s and doctoral degrees in economics,
all at the University of Wisconsin-Madison. He has built his entire career with the
Department of Economics at the James Madison University, which he joined in 1977
and where he has occupied various positions. In 1996, Barkley was appointed as the
Kirby L. Cramer Jr. Professor of Business Administration, a position that he still
occupies.

The fifth MDEF workshop was held in a period of severe global economic cri-
sis, probably the worst since the 1930s. The crisis has not only brought about
widespread influences on social and economic life in many countries, but also poses
a challenge to what had developed as the mainstream economic consensus from
about the mid-1970s. This challenge is highlighted by the fact that in order to man-
age the crisis, policy makers in the major economies have had to adopt policies
that run counter to the principal tenets of that mainstream orthodoxy. It therefore
seems very apposite against this backdrop to hold a workshop on issues devoted to
complexity, nonlinearity and heterogeneity in economic science, and that the work-
shop should be dedicated to Barkley who has been at the forefront in criticising
the mainstream orthodoxy and developing new ways of thinking about economic
science.

The papers that appear in this volume deal with a number of different topical
areas involving the application of concepts from the theory of nonlinear dynami-
cal systems, from dynamic models that describe the interactions between economic
activities and the environment, a topic that has been repeatedly stressed in many
papers and books by Barkley, to the description of the wild dynamics of financial
markets, both through deterministic as well as stochastic models. There is also a
set of papers dealing with strategic interaction in economics and the social sciences
by the use of the methods of game theory, as well as some contributions on mar-
kets with heterogeneous agents or models dealing with expectations and learning in
economic systems, an issue that is currently topical in economics, finance and the
social sciences. Some applications of deterministic dynamical systems to business
cycles and labour markets are also presented, as well as dynamic oligopoly games
and nonlinear evolutionary games for the description of social systems and the sus-
tainable exploitation of natural resources. Such a broad spectrum of applications, as
well as the various mathematical methods used to analyse the corresponding mod-
els, are intended to give some perspective on the different streams of the growing
literature in this field. It is thereby our hope that this special volume will stimulate
further collaborations amongst researchers from different fields, through a fruitful
trade-off between theoretical issues and applications. We hope, furthermore, that
this special volume will help the reader to gain an entrée into the main topics in
nonlinear dynamics applied to economics, finance and the social sciences, as well
as their recent advances.

We now give, for the convenience of the reader, a brief review of the twenty
contributions, chosen after a careful selection and revision, in order to give a broad
idea of the kind of dynamical models proposed, the mathematical methods used,
and to show how they reflect some common themes and features.
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In the first paper, Antoci and Borghesi propose a two dimensional evolution-
ary game in continuous time, to describe a perverse effect by which environmental
degradation may induce agents to adopt self-protection strategies that generate neg-
ative externalities by further increasing environmental degradation. The second
paper, by Antoci, Russu and Ticci, considers a model of a small open economy
in order to mimic the situation of developing countries where economic agents dif-
fer not only with respect to income, but also with respect to their vulnerability to
environmental depletion. Their model takes into account two main factors that have
been partially neglected by the economic development literature: the environmental
externalities of human activity and agent heterogeneity in terms of asset endow-
ment and, consequently, in terms of income source and vulnerability to depletion
of natural resources. In a similar vein, the paper by Antoci, Naimzada and Sodini
proposes an overlapping generations model, a quite natural framework in which to
represent problems of sustainable development (a typical intergenerational issue), to
analyse possible feedback effects on environmental degradation, consumption and
economic growth. Another important topic in environmental dynamics (on which
Barkley Rosser has written many interesting papers) is the commercial exploita-
tion of natural renewable resources, such as fisheries. This is also the topic of the
paper by Gu and Lamantia, where a discrete-time dynamic model is proposed to
model different harvesting policies of a single species with age structure, where the
exploiters can compete or cooperate, so that they can try to maximize the profit of a
coalition instead of the individual profit.

The paper by Marta Biancardi investigates the stability of international agree-
ments for environmental protection in a dynamic model of emissions reduction
where the countries involved in the agreement determine their abatement levels in a
dynamic setting, given the dynamics of pollution stock and the strategies of the other
countries. The problem is studied in a differential game setting. Also in a dynamic
game framework, Giovanni Villani analyzes a model of R&D cooperation where
strategic alliances that create synergies are considered, and additional information
increases the probabilities of success of R&D projects, where firms are divided into
leaders and followers and R&D investments are assumed to be characterized by
positive network externalities that induce more benefits in case of reciprocal R&D
success. Within the theme of leaders and followers and in the framework of dynamic
oligopoly models, Tonu Puu makes an important contribution with his attempt to
unify the Cournot and Stackelberg approach, where a Cournot duopolist can shift
to Stackelberg leadership if too disappointed by current profits. Issues on strategy-
switching dynamics are also analyzed from a general point of view, by Weihong
Huang, who applies his results to explore the significance of adopting price-taking
strategy in a quantity-competed oligopoly. R&D public expenditure and knowl-
edge spillovers are considered in the paper by Commendatore, Kubin and Petraglia,
who propose a dynamic capital model with publicly financed R&D activities under
alternative assumptions on the intensity of knowledge spillovers, and obtain new
results about global stability properties of boundary equilibria. The dynamics in
non-binding procurement auctions, with boundedly rational bidders, are considered
by Colucci, Doni and Valori, who study a procurement auction game where buyers
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rank different bids on the basis of both the prices submitted and the quality of each
bidder, which is their private information. These authors assume that bidders have
bounded rationality because they form expectations on market price rather than on
the best price of competitors and also because they update expectations adaptively.

A general analysis of delay differential nonlinear economic models is provided
by Matsumoto and Szidarovszky, who compare fixed and continuously distributed
information lags and show that the two types of models generate identical local
asymptotic behaviour when small delays with exponentially decreasing kernel func-
tions are considered, whereas for large delays the asymptotic properties become
quite different. They apply these general results to the business cycle models of
Goodwin and Kaldor, augmented with a Kaleckian investment lag, and to a Cournot
oligopoly model. The paper by Ferri and Variato studies the relationship between
imperfect competition and economic fluctuations in a macro model with uncertainty.
In such a model, imperfect knowledge economics suggests that the relationships
between the agents and the environment become complex, while a learning process
capable of generating endogenous dynamics takes place. Colombo and Weinrich
analyse persistent disequilibrium dynamics in a theoretical dynamical model involv-
ing temporary equilibria with quantity rationing in each period and price adjustment
between periods. The resulting dynamic system may present a variety of dynamic
behaviours, ranging from the convergence to stationary or quasi-stationary states, to
complex or even chaotic dynamics. Fabio Privileggi analyzes the transition dynam-
ics in a continuous time endogenous growth framework in which knowledge evolves
according to the Weitzman recombinant process, and finds a suitable transformation
for the state and control variables in the dynamical system diverging to asymptotic
constant growth, so that an equivalent ‘detrended’ system converging to a steady
state in the long run can be tackled. An interesting application of continuous-time
stochastic dynamic modelling with optimal control is provided by Longo and Main-
ini, who study a model of electoral competition, where elections serve as a device
for selecting talented politicians, by using dynamic programming techniques. Saltari
and Travaglini propose a behavioral approach to portfolio choice by adopting the
theory of disappointment aversion to show how disappointment aversion affects the
optimal portfolio choice when risk is small. Indeed, the standard portfolio model
predicts a large equity position for most households, whereas empirical evidence
shows however that household wealth is characterized by a small proportion of
risky assets. To solve this paradox, the authors employ the axiomatic theory of
disappointment aversion.

Finally, some applications of dynamic modelling to the description of financial
markets complete the spectrum of new trends of nonlinear dynamics contained in
this book. Of course, the development of new mathematical approaches to simu-
late and control the dynamic behaviour of financial markets is particularly apt at
a time characterised by a general financial crisis. For example, the paper by Frank
Westerhoff proposes an agent-based financial market model where agents following
technical and fundamental trading rules to determine their speculative investment
positions interact and may decide to change their trading behaviour. Despite its sim-
ple mathematical structure, this model is able to replicate some salient features of
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asset price dynamics. Along the same line, Tramontana, Gardini, Dieci and West-
erhoff consider a three-dimensional nonlinear dynamic model of interacting stock
and foreign exchange markets jointly driven by the speculative activity of het-
erogeneous investors, and give a global dynamic analysis by using analytical and
numerical tools. A heterogeneous Capital Asset Pricing Model (CAPM) is proposed
by Chiarella, Dieci and He, where agents are assumed to form optimal portfolios
based upon their heterogeneous beliefs about conditional means and covariances of
the risky asset returns, and in this framework they are able to obtain the exact rela-
tion between heterogeneous beliefs and the market equilibrium returns. The impact
of the dynamics of interest rates of a Central Bank on the behaviour of commercial
banks is analyzed in the paper by Casellina and Uberti, which takes into account the
expectations of economic agents. Their model is calibrated by the VAR approach on
Italian quarterly data from 1990 to 2007.

Before ending this foreword, we wish to thank the various academic colleagues
around the world who have provided prompt and insightful referee reports on all
the papers that were submitted to this special volume. Thanks are particularly due
to Fabio Tramontana who greatly assisted the editors in putting the papers into
the required Springer format. We would also like to express special thanks to
Mrs Dr. Martina Bihn, the Springer Editorial Director, who facilitated the book’s
publication and carefully guided the entire editorial process. Finally, we thank all
the participants at MDEF, whose efforts initiated a very interesting series of fruitful
seminars, and who submitted so many interesting papers to us.

Urbino, Italy Gian Italo Bischi
Sydney, Australia Carl Chiarella
Urbino, Italy Laura Gardini
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Transferring Negative Externalities: Feedback
Effects of Self-Protection Choices in a Two
Hemispheres Model

Angelo Antoci and Simone Borghesi

1 Introduction

In this paper we analyze an economy in which self-protection choices made by
economic agents to face environmental degradation generate environmental nega-
tive externalities on other agents. By self-protection choices we mean choices that
agents may do to protect themselves against some form of social degradation (e.g.
crimes, lack of leisure, depletion of social capital) or environmental degradation
(air and water pollution, loss of biodiversity, growing scarcity of green areas, etc.).
The notion of self-protection choices is not new in the literature. Hirsch (1976)
was the first to introduce the concept of defensive consumption, that is, consump-
tion induced by a growth in negative externalities. The notion originally proposed
by Hirsch concerned a wider set of choices than those induced by environmental
deterioration. The concept, however, has become particularly popular in the environ-
mental literature where there is a major debate on how the Gross National Product
as a measure of welfare should be corrected to take into account defensive expen-
ditures and environmental depletion.! There exist many alternative classifications
of environmental defensive expenditures generated by self-protection choices (e.g.
Hueting, 1980; Leipert, 1989; Leipert and Simonis, 1989). Among them, a partic-
ularly interesting taxonomy is the one proposed by Bird (1987) and Shogren and
Crocker (1991) who distinguish between environmental self-protection choices that
generate negative externalities and those that produce positive externalities. The for-
mer choices transfer the environmental damage to other agents, while the latter filter
it, transferring the reduction of the environmental damage to other agents. In what

! See, for instance, Aronsson et al. (1999), Kadekodi and Agarwal (2000), Vincent (2000) and the
special issue (n. 5, 2000) devoted by the journal “Environment and Development Economics” to
the research on this topic.
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follows we will focus on the former category since it appears to be the larger one
(cf. Shogren and Crocker, 1991).

Everyday life provides many examples of environmental self-protection choices
that may cause negative externalities. In most industrialized countries, for instance,
people spend increasingly more on mineral water since tap water is often undrink-
able. This increasingly frequent consumption habit, however, ends up raising pro-
duction of plastic bottles and the correspondent recycling costs for the community
as a whole. Similarly, many beaches have become progressively more dirty in many
large urban centers, so that individuals may prefer to buy an expensive holiday in
some uncontaminated resort rather than go to the open access, polluted beach near
home. Also this self-protection choice, however, may generate negative external-
ities as it tends to raise the use of cars, ships and airplanes to reach the holiday
resort (depending on its distance from home) and thus also the atmospheric and
water pollutants released by these means of transport. Air conditioners provide
another example of environmental self-protection choice that tend to damage the
other agents. Keeping the inner temperature stable inside buildings and cars, air
conditioners manage to protect the person who buys them from the observed cli-
mate change, but cause the others to suffer from the emission of hot air produced by
air conditioners themselves.

The “textbook” examples of environmental self-protection choices provided so
far are far from exhaustive. As argued by the literature on this issue (see, e.g. Antoci,
2009; Antoci and Bartolini, 1999, 2004; Antoci et al., 2005, 2008; Bartolini and
Bonatti, 2002, 2003; Hueting, 1980), individuals may react to environmental deteri-
oration in many different ways that generate many kinds of self-protection choices.
What all these different kinds of choices have in common is that, generally speak-
ing, when the environment deteriorates, individuals are more incentivated to adopt
consumption patterns based on the use of private goods rather than of free access
environmental goods. Thus, for instance, spending a day on an uncontaminated
beach close to home (the free access environmental good) can be more rewarding
(and generally requires the consumption of a lower quantity of private goods) than
spending a day in town — where the opportunities for spending one’s free time with-
out sustaining expenses are rare; nevertheless, the latter option becomes relatively
more remunerative if the quality of the beach is compromised.

In order to analyse the economic consequences of the self-protection choices,
Shogren and Crocker (1991) have proposed a static model that focuses on sym-
metric Nash equilibria, where all agents make the same choice. Differently from
their approach, in this paper we analyze a dynamic evolutionary model that allows
for heterogeneity of choices; furthermore, our approach underlines the strong path-
dependence nature of the diffusion process of the choices. Other works in the
literature have studied the diffusion of self-protection choices in a dynamic con-
text (see, e.g. Antoci, 2009; Antoci et al., 2005; Bartolini and Bonatti, 2002, 2003).
These works, however, focus on the implications of self-protection choices for eco-
nomic growth and capital accumulation. In our work we study the diffusion process
in a simpler analytical context which allows us to address the problem of the possible
feedback effects due to the interaction between economic agents belonging to two
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hemispheres (the North and the South). Think, for instance, of sea pollution in the
North. The increasing degradation of many Northern beaches may induce agents in
the North to self-protect by purchasing an expensive holiday in a Southern country
where beaches are still relatively clean. However, if the number of Northern agents
that go on holiday to the South is relatively high, this may cause the exploitation of
natural resources in the South, generating an increasing interdependence between
the environmental quality of the two hemispheres. Similarly, the increasing produc-
tion of goods for self-protection purposes in one hemisphere tends to enhance global
pollutants like carbon dioxide that end up damaging the environmental quality in the
other hemisphere as well. In this context we show that there may exist multiple Nash
equilibria (corresponding to attracting fixed points of the dynamics) which can be
ordered in the sense of Pareto. Furthermore, we show that if the North transfer neg-
ative externalities to the South, this can give rise to a feedback mechanism that may
end up decreasing the Northern individuals’ welfare.

The paper has the following structure. Section 2 introduces the model. Sec-
tion 3 provides the basic mathematical results. Section 4 examines the well-being
in the two hemispheres. Section 5 investigates the effects on well-being of transfer-
ring the environmental impact of Northern production to the South. Finally, Sect. 6
concludes.

2 The Model

There are two hemispheres: North (N) and South (.5). There are two populations of
economic agents: the population of the North (N -agents) and the population of the
South (S-agents).

Time is continuous. At every moment of time ¢, j-agents (j = N, S) have to
choose between two strategies:

1. Strategy P: Agents adopting this strategy choose to self-protect against environ-
mental deterioration.

2. Strategy NP: Agents adopting this strategy choose no self-protection device
against environmental deterioration.

Let us indicate with x € [0, 1] the share of agents that choose strategy P in the
North at time ¢ (consequently, 1 — x is the share of agents that choose strategy NP).

Similarly, we indicate with z € [0, 1] the share of agents that choose P in the
South at time ¢

Following Bird (1987) and Shogren and Crocker (1991) we assume that, in both
hemispheres, agents’ payoffs at time ¢ depend negatively on the share x; and z; of
agents choosing P at time ¢. Under this assumption, self-protection choices generate
negative externalities that reduce the payoffs of strategies P and NP, both in the
South and in the North. For the sake of simplicity, we assume the following linear
payoff functions:
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HI},’(x,z) =a; —bi1x —c1z, H%P(x,z) =da, — byx — c3z,
% (x,2) = di —e1x — fiz, MY p(x,2) = dy — e2x — foz,

where HII\J] and H‘E, (H% p and H% p) are the payoffs of strategy P (strategy NP)
for N-agents and S-agents, respectively, and by, ck, ek, fx, kK = 1,2, are strictly
positive parameters.

For the sake of simplicity, we assume that the dynamics of x and z are given by
the so-called “replicator dynamics” (see, e.g. Weibull, 1995):

x=x(1—x) (MY —¥,) =x(1—x)(a—bx—c2), 0

z=z(1-z2) (O3 —M%p) =z(1—2)(d —ex — f2),
where x and z indicate the time derivative of the variables x and z, and a:=a—a>,
b := by — by and so on. We assume that b,c,e, f < O0; that is, the negative
effect of an increase in x and z on the agents choosing P is lower than the nega-
tive effect on the agents adopting NP. In other words, individuals choosing strategy
P are more protected against the negative externalities produced by the diffusion of
self-protective behaviour in the economy.

Dynamics (1) describes an adaptive process based on an imitation mechanism:
each period, part of the population changes its strategy, adopting the more remuner-
ative one. Differently from the typical context in which replicator dynamics are
introduced, that is, random pairwise matching between economic agents, in the
present model the payoff of an individual adopting a given strategy at time ¢ depends
on the strategies that all individuals are choosing at that same moment. Replicator
dynamics may be generated by several learning mechanisms in a random matching
context (see, e.g. Borgers and Sarin, 1997 and Schlag, 1998); however, rationales
for such dynamics can also be found in our context (see, for instance, Sethi and
Somanathan, 1996, for an application of replicator equations in a context similar to
ours).

3 Basic Mathematical Results

3.1 Fixed Points

The dynamic system (1) is defined in the square Q:
0={(x.2:0=x=<1,0=<z=1}.

In what follows we will denote with Q¢ the side of Q where x = 0, with
Qx=1 the side where x = 1. Similar interpretations apply to Q.—o and Q.—;. All
sides of this square are invariant; namely, if the pair (x, z) initially lies on one of the
sides, then the whole correspondent trajectory also lies on that side.
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Note that the states {(x, z) = (0,0), (0, 1), (1,0), (1, 1)} are always fixed points
of the dynamic system (1). In such states, only one strategy is played in each
hemisphere.

Other fixed points are the points of intersection between the interior of the sides
0O x=0, Qx=1(where it holds x = 0) and the straight line d — ex — fz = 0 (where
z=0):

d—e

(x.2) = (0, %) : (1, %) , that exist if% € (0,1) and € (0,1)

and the points of intersection between the interior of sides Q,—¢, Q.=1(Where it
holds z = 0) and the straight line a — bx — ¢z = 0 (where x = 0):

a—c¢

(x.2) = (9,0) , (u 1),that existif < € (0, 1) and €0, 1).
b b b
In such fixed points, there is an hemisphere where both available strategies are
played while in the other all agents choose the same strategy. The remaining possible
fixed points are those in the interior of Q at the intersection between the two lines
a—bx—cz=0andd —ex — fz = 0; so, generically, the interior fixed point is at
most one and has the coordinates:?

af —cd bd —ae . ..af —cd
= that ts if — € (0,1
(x.2) (bf—ce’bf—ce)’ atexistsif 37— € O.1)
bd —ae
and —bf—ce € (0,1).

In such state, all strategies coexist. Notice that the system (1) generically admits
at most nine fixed points (one in the interior of @, one in the interior of each side of
Q and the four vertices of Q).

3.2 Stability of the Fixed Points

The Jacobian matrix J(x, z) of system (1) is

|:(1—2x)(a—bx—cz)—bx(1—x) —cx(1—x) :|
—ez(1 —2) (1-22)(d —ex— f2)— fz(1 —2) |’

So, as it can be easily verified, the following proposition applies.

2 This result does not hold only if the two lines x = 0 and z = 0 are coincident, in which case
there exists an infinite number of fixed points.
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Proposition 1. The eigenvalue of (0, 0) in direction of Q.=¢ is equal to a and the
eigenvalue in direction of Q x= is equal to d.

The eigenvalue of (0, 1) in direction of Q=1 is equal to a — ¢ and the eigenvalue
in direction of Qx=g is equalto f —d.

The eigenvalue of (1, 0) in direction of Q,=¢ is equal to b — a and the eigenvalue
in direction of Qx=1 is equal to d — e.

The eigenvalue of (1,1) in direction of Q,=1 is equal to b + ¢ — a and the
eigenvalue in direction of Qx=1 is equaltoe + f —d.

Proposition 2. The eigenvalues of the fixed points (i,Z) in the interior of the edges
Qx=i (i =0, 1)are equal to— f7(1 —z) > 0 in direction of Qx=; and (1 —2i)(a —
bi — ¢7) in direction of the interior of Q.

The eigenvalues of the fixed points (X,1) in the interior of the edges Q,—; (i = 0,
1) are equal to —bx (1 —X) > 0 in direction of Q,=; and (1 —2i)(d —ex — fi) in
direction of the interior of Q.

Note that, given a fixed point in the edge Q j=;, j = x,zandi = 0, 1, the sign
of its eigenvalue in direction of Q ;j—; is always strictly positive; therefore, all the
(hyperbolic) fixed points in the interior of the edges are saddles or sources.

The following proposition concerns the stability of the fixed point (X, Z) in the
interior of the square Q, where both choices coexist in the North and in the South.

Proposition 3. The fixed point (x,7) is a saddle if bf — ce < 0 and a source
ifbf —ce > 0.

The following subsection highlights the basic features characterizing the dynam-
ics of system (1).

3.3 Analysis of the Dynamics

Let us first observe that botha —bx —cz = 0 (where x = 0)andd —ex — fz =10
(where z = 0) have negative slope; furthermore, above (below) a — bx — cz = 0 it
holds x > 0 (respectively, x < 0) and above (below) d —ex— fz = Oitholdsz > 0
(respectively, z < 0). The signs of x and z derive from the fact that the adoption
process of P has a self-enforcing character: the higher is the share of individuals
choosing to adopt P in both hemispheres, the higher is the incentive to adopt P. This
is due to the fact that self-protection choices damage relatively more the agents who
do not protect, therefore they will be induced to change their strategy and “imitate”
what others do in the population. Consider, for instance, air conditioners as a self-
protection device against global warming. As pointed out above, their use helps
cooling the interior of homes and offices, but give off heat to the exterior, further
contributing to raise the external temperature. Therefore, if an increasing number of
people use air conditioners, then those who do not use them end up suffering even
more from the consequent increase in the temperature, forcing them to modify their
choice while “reinforcing” the others’ decision to use air conditioners.
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The following proposition characterizes dynamics (1).

Proposition 4. The system (1) has the following features:
(a) Every trajectory of the system approaches a fixed point.
(b) Only the fixed points (0,0), (0, 1), (1,0), (1, 1) can be attractive.

Proof. The proof of point (b) is straightforward and follows immediately from local
stability analysis in the preceding section. To prove point (a) we have to show that
limit cycles cannot exist. This is obviously the case when the interior fixed point
(x,2), 0 < X,Z < 1, does not exist or, if existing, it is a saddle point. If (X,Z) is a
source, then it is easy to see that the regions of Q where x and z have the same sign
are positively invariant; this implies that no oscillatory behavior of trajectories may
occur.

Remark. Notice that the vertices of Q can be simultaneously attractive; in particular,
this is the case when the following conditions hold:

b<a<c, 2)

f<d<e. 3)

When conditions (2) and (3) hold, the fixed point in the interior of Q is a source
and those in the interior of the edges of Q are saddles. This case is shown in Fig. 1 in
which attractive fixed points are represented by full dots (e), repulsive fixed points
by open dots (o). Notice that almost every trajectory approaches a vertex of Q,
where each hemisphere ends up choosing a unique strategy (either adopting P or
NP).3 The basins of attraction of the vertices are delimited by the stable manifolds
of the saddle points in the interior of the sides of Q.

4 Well-Being Analysis

In this section we will examine the average well-being level in the two hemispheres.
The average well-being level in the North and in the South is equal to, respectively:

ﬁN(x,z) =x- Hl}’(x,z) +(1—x)- H%P(x,z),

T (x.2) = 2- TS (x.2) + (1 —2) - T3 p(x. 2).

The following proposition applies.

3 We do not converge to a vertex in a zero measure set, given by the fixed point inside Q and the
stable manifolds of the saddle points along the sides of Q.
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z x=0
1l \ ®

Fig. 1 Dynamic regime with simultaneously attracting vertices

Proposition 5. If the fixed point (0,0) is a sink, then it Pareto-dominates all the
other attracting fixed points of system (1), that is ﬁN (0,0) > ﬁN (x,z) and
T°(0.0) > T (x.2) for (x.2) = (0.1, (1,0), (1. 1),

Proof. Observe that TI" (0.2) = TN, (0.2) and TT" (1.2) = TI¥(1.z) are the
Northern average well-being levels when every N-agent adopts NP and every
N-agent adopts P, respectively. Similarly, for the South we have ﬁs (x,0) =
I3, (x,0) and T (x, 1) = T3 (x. 1). N

Let us first consider the average payoff of the North. Notice that: IT (0, 0) = a»,
ﬁN(O, 1) = a; — ca, ﬁN(l,O) = a; — by, ﬁN(l, 1) = a1 — by — c1. There-
fore, it is always: ﬁN (0,0) > ﬁN (0,1) and ﬁN(l, 0) > ﬁN(l, 1). Furthermore,
ﬁN (0,0) > ﬁN(l, 0) if a; > a; — by; such condition is satisfied when (0, 0) is a
sink. The proof of the part of the proposition concerning well-being in the South is
identical.

Remark 1. From the well-being analysis above it follows that, in the case repre-
sented in Fig. 1, each hemisphere achieves its highest well-being level in (0, 0).
Only one of the four possible vertex selected by the dynamics implies, therefore,
the maximum well-being level. Notice that the lowest well-being level is achieved
in (1, 1), while intermediate levels are reached in (0, 1) and (1, 0).

It is easy to check that if (0, 0) does not Pareto-dominate all the other fixed points
(in the North and in the South), then the dynamics (1) is trivial, i.e. x and z are
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always positive in Q. In such case, the fixed point (1, 1) is globally attracting and
Pareto-dominates any other possible state (x, z) in the North and in the South.

5 Comparative Dynamics Analysis: Transferring Negative
Externalities to the South

One of the most debated issues in the environmental literature concerns the possibil-
ity that introducing stricter environmental policies in the North may lead Northern
industries to move polluting productions to the South where ecological regulations
are less severe. To what extent such mechanism, known as environmental dumping,
takes place in reality is still a matter of investigation in the empirical literature. In
the case of worldwide problems like global warming, however, shifting polluting
productions to the South may generate negative feedback effects on the North that
counterbalance Northern ecological policies. The effects of environmental dumping
can be examined by simple comparative dynamics analysis.

In our context, dumping produces an increase in the parameters e; and e». This
does not necessarily modify the relative performance of the strategies P and NP for
S-agents (this is the case if the value of the difference e = e; —e, remains constant).
However, it is reasonable to think that the increase in e, is higher than that in e; since
S-agents choosing P are more protected against the growth of negative externalities
generated by the environmental dumping. This produce a reduction of e, so that the
straight line d — ex — fz = 0 (where z = 0) will move downwards. If so, in the
South the strategy P becomes better performing than strategy NP as the Northern
self-protection activities increasingly transfer negative externalities to the South.

The possible consequences of moving polluting productions to the South can be
exemplified by looking at the dynamics showed in Fig. 1. Recall that in this case the
fixed point (0, 0) Pareto-dominates all other vertex, while (1, 1) is Pareto-dominated
by all of them; furthermore, all vertices are locally attractive. A reduction in
e-ceteris paribus- may cause the instability of the fixed points in the edge Q,—¢
(see Proposition 1) giving rise to the dynamic regime represented in Fig. 2. If so,
the fixed point (0, 0) with the highest well-being level is no longer attractive, while
that with the lowest well-being level (1, 1) is still attractive. Transferring the nega-
tive externalities generated by Northern agents to the South, therefore, might end up
decreasing well-being in both hemispheres.

6 Conclusions

Nowadays an increasing number of people make self-protection choices to pro-
tect against the deterioration of the environment they live in. This phenomenon
is becoming more and more frequent in modern industrialized economies. This
observation has recently induced some studies to examine the relationship between
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z (=0
11 \X ®

Fig. 2 Dynamic regime with environmental dumping

environmental defensive expenditures and well-being. The basic idea underly-
ing these works is that negative externalities could contribute to a self-enforcing
diffusion process of self-protection choices that further increase environmental
degradation and reduce individuals’ well-being.

The present paper builds on this literature by extending the analysis from a sin-
gle population to a North—South context. The aim of the paper is to investigate the
possible feedback effects that environmental defensive expenditures may generate
between the two hemispheres and their impact on welfare in rich and poor countries.
We show that the adoption dynamics of self-protection choices are characterized
by “imitation” effects, that is all agents in each hemisphere end up choosing the
same strategy, thus leading to symmetric Nash equilibria. Furthermore, the diffusion
of self-protection choices may give rise to undesirable (i.e. well-being-reducing)
increase in self-protection levels. Both hemispheres, in fact, may end up in a situa-
tion where populations self-protect “too much”: people choose to protect themselves
against pollution, but they might be better-off by investing less in self-protection and
enjoying a cleaner world.

Finally, we show that transferring the environmental impact of Northern individ-
uals to the South (e.g. transferring polluting activities, production waste, exploita-
tion of natural resources) may end up decreasing welfare in both hemispheres.

We are fully aware that the results emerging from this work may appear provoca-
tive, but we believe that they could contribute to shed light on some aspects of the
self-protection activities that have generally been neglected in literature.
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Structural Change, Economic Growth
and Environmental Dynamics with
Heterogeneous Agents

Angelo Antoci, Paolo Russu, and Elisa Ticci

1 Introduction

In many developing countries the asset distribution is highly concentrated and the
economic agents differ not only by income, but also by their vulnerability to envi-
ronmental depletion. The poor, especially in rural areas, tend to be more dependent
on natural resources and more vulnerable to ecosystem degradation. Three quarters
of the poor live in rural areas and more than half of the rural poor depend on breeding
and agricultural activities: cultivation of staple food is the main source of calories,
income and job for the rural poor IFAD 2001). Moreover, it is commonly recog-
nized that the rural poor in developing countries significantly rely on the common
pool resources of the community they live in (Dasgupta (2001)), while according to
World Resources Institute (2005) estimates, around 1 billion of the world poor rely
in some way on forests (indigenous people wholly dependent on forests, smallhold-
ers who grow farm trees or manage remnant forests for subsistence and income). A
meta-analysis of 54 case studies in developing countries found that the poor tend
to be more dependent on forest environmental income than better-off households
(Vedeld et al. 2004). Natural assets and common or free access resources provide
the poor with other additional services: regulating production services such as flood,
drought and erosion mitigation, soil renewal, soil fertility or the provision of food,
fuelwood and energy and fresh water. Microeconomic studies confirm the relevance
of the dependence of the rural population on the community or free access resources
(Beck and Nesmith 2001; Cavendish 2000; Falconer 1990; Fisher 2004; Jodha 1986;
Narain et al. 2005). On the other hand, the rich have a greater ability to substitute pri-
vate goods for environmental goods. They are thus able to protect themselves from
pollution and to face the depletion of natural capital (United Nations Environment
Programme 2004).

Against this background, we analyze a model that considers an economy with
two sectors: a traditional resource-based sector that relies on self-employment of
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poor households and a sector managed by the rich. Physical capital is completely
concentrated in the endowments of the rich, while all agents -poor and rich- have
access to environmental capital. The polarization of society into two sectors and
two classes of agents is clearly an oversimplification, but this assumption makes
the model tractable using standard methodology. Moreover, although we consider
a highly stylized context, it reflects the ways in which different assets (natural,
physical, social, human capital) are typically distributed in several developing coun-
tries. Physical capital tends to have a concentrated dispersion across the population
because of financial market failures. In absence of perfect information and com-
petition, wealthier individuals and large firms have privileged access to capital
market, because they are more endowed with collateral and have a higher abil-
ity to exploit scale economies. Conversely, services deriving from environmental
resources may be more dispersed and tend to have the characteristics of public goods
(in our model all agents have access to environmental capital). In this context, eco-
nomic agents also differ by feed-back mechanisms and interaction between their
production (consumption) choices and environmental dynamics.

In this setting, we show that economic dynamics are path dependent in that the
model admits a multiplicity of stable steady states. Furthermore, the model may
exhibit a zero-sum game structure. Physical capital endowments allow the Rich to
employ wage labor and this possibility is the root of the difference between the
rich (Iabor employers) and the poor (labor force providers) in terms of vulnerability
to environmental degradation. The rich are more able to defend themselves from
environmental degradation because they can partially substitute natural capital with
physical capital or wage labor employment. Thus, the rich may be not disadvantaged
by the environmental degradation because they can rely on substitution possibilities
as a defensive strategy. To the contrary, they may benefit from the role played by the
natural capital scarcity in accelerating labor movement from the traditional to the
modern sector. This, in turn, generates incentives to physical capital accumulation.
On the other hand, the poor are disadvantaged because they face a reduction in
productivity of their labor, namely, in their greatest means of subsistence.

In the history of the development theory, structural change, i.e. the movement of
a labor force from the traditional resource-based to the modern sector, is regarded by
some economists as a cause and consequence of economic development and growth
(see e.g. Lewis 1955; Lucas 2004; Ranis and Fei 1961): growth of the non-resource
sectors may permit an unending process of labor productivity growth because they
rely on assets (human capital and physical capital) that can expand over time. Sav-
ing and investment in physical capital can produce an increase in labor productivity
leading to economic expansion. In a dual framework, such vision implies that cap-
ital intensive activities are able to sustain a process of economic growth, while the
production of the subsistence sector is constrained and cannot overcome a certain
threshold because it relies on limited production factors. Therefore a labor shift
towards the “modern” sector leads to a structural change associated with an increase
of social welfare. Conversely, in our model, structural changes may be “perverse” in
the sense of Lopez (2003, 2007), i.e. associated with growing problems of poverty
and environmental degradation. Pressures on natural resources can cause a decline
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in productivity of traditional agricultural activities and the consequent reduction of
labor opportunity costs fuels a labor migration from the agricultural sector. The
result is a movement of the labor force from the traditional resource-based to the
modern sector associated with declining or stagnant wages and with a loss of welfare
for labor force.!

The remainder of the article is organized as follows. Sections 2 and 3 present the
model. Section 4 analyzes the model and investigates some possible dynamics that
may emerge and their implications in terms of welfare. Section 5 draws conclusions.
A mathematical appendix concludes the paper.

2 The Dual Context

We consider a small open economy? with three production factors: labor, a free
access renewable natural resource (E) and physical capital (K). In this economy,
agents belong to two different populations: the “Rich” (R-agents) and the “Poor”
(P-agents). The R-agents accumulate physical capital, hire the labor force and
employ all their potential work - represented by a fixed amount of entrepreneurial
activity - to produce a storable private good. We call their production “capitalistic
sector” or “modern sector”’. The P-agents are endowed only with labor and they have
to choose the distribution of their labor between two activities: working as employ-
ees of the Rich in the capitalistic sector or directly exploiting natural resources to
produce a non storable good. Let “subsistence sector” or “traditional sector”” denote
production of the Poor. Given that the Poor cannot invest and accumulate physical
capital, we assume that the capital market is completely segmented and is accessible
only by the Rich.

The population of the Poor is constituted by a continuum of identical individu-
als and the size of the population is represented by the positive parameter N. The
P-population’s welfare depends on two goods:

1. A non storable good deriving directly from free access renewable natural
resources, hereafter referred to as an environmental good.

! Lépez points out that indirect factors capable of triggering a perverse structural change are inade-
quate policies aimed at fostering productivity in the modern sector in addition to a complete neglect
of the traditional subsistence sector of the rural poor.

2 The majority of developing countries are little open economies. In the last two decades, several
countries have undertaken trade liberalization reforms and, consequently, the importance of the
domestic demand in sustaining economic growth has diminished (at least for trade sectors) because
economies are less constrained by limited national demand. To the contrary in open economies, a
fundamental factor for economic growth is productive competitiveness that depends on, among
other important factors, labour cost. In this sense, Matsuyama’s model (Matsuyama 1992) is par-
ticularly explicative because it shows how the growth process might be driven by different factors
in an open and a closed context: he finds a negative relationship between agricultural productivity
and economic growth in open economies, while detecting the inverse links in closed economies.
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2. A good (hereafter denoted private good) which can be consumed as a substitute
for the services coming from the environmental good.

We assume that the instantaneous utility function of each P-agent is the following

Up(cp,cs) = In(cp +acs), (D

where:

cg is the consumption of the produced good as a substitute for the environmental
good.
cp is the consumption deriving from the exploitation of the environmental resource.

According to (1), cs and cp are perfect substitutes, with a (constant) rate of
substitution equal to @ > 0. That is, the private good produced by the Rich is able
to substitute completely cp. This is a stylized fact, but it can represent the main
components of poor people’s welfare: if they work in the subsistence sector in rural
areas (fishing, forestry, agriculture or breeding) their living standard strictly depends
on their access to and exploitation of E; while if they move to urban zones or they
become a wage labor force, they satisfy their needs mainly through the consumption
of private goods.

Each P-agent, in each instant of time, employs all his potential labor (that we
normalize to unity) in the subsistence sector or in the sector of the Rich. Thus, he
cannot rely on alternative income sources at the same time. However, in the absence
of inter-sectorial moving costs, significant divergences from the case with employ-
ment diversification are not a priori expected. Therefore, for the sake of analytical
simplicity, the hypothesis of indivisible labor allocation will be retained.

Let us indicate with Np and Ng the number of Poor that work, respectively,
in the subsistence sector and in the capitalist sector. Consequently, we have Np +
Ng = N. The aggregate function of production in the traditional sector is given by?

Yp =aNpE.

We have assumed that the Poor cannot save and that production is completely
exhausted by their consumption. From this equation, it follows that per capita output
and consumption of the Poor working in this sector is equal to

_Yr 2)

cp=—=
Np

The Poor that are hired in the market goods sector receive a real wage equal to w (in
terms of the private good produced by the Rich) that is considered as exogenously

3 This specification was proposed by Schaefer (1957) for fishery and since then it has been widely
adopted in literature in modelling natural resources (see e.g. Brander and Taylor 1998a,b; Conrad
1995; Lopez et al. 2007; McAusland 2005; Munro and Scott 1993).
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given. By (1), the Poor are indifferent between work in the traditional sector and in
the capitalistic sector if and only if

cp =acs =aw 3)

which can be re-expressed as

1
—aE =w. 4
a

1 1
If —aE > w (respectively, —aE < w), then no Poor (respectively all Poor, i.e.
a a

N) would like to work in the capitalistic sector. We assume that E is taken as
exogenously given by the Poor, that is, they do not internalize the impact of their
production on natural resources; however, we will return to this issue later. In (4),
the parameter a determines the difference between the wage in the capitalistic sec-
tor and the average output in the traditional sector that allows for the same level of
utility.

The population of the Rich is constituted by a continuum of identical individ-
uals and the size of the population is represented by the positive parameter M.
We normalize the size of the R-population by assuming M = 1. As said, the rep-
resentative R-agent employs all his fixed potential labor in the modern sector as
entrepreneurial activity. Without loss of plausibility, we assume that the marginal
product of entrepreneurial labor in the modern sector is higher than the marginal
product of labor in the subsistence sector. Therefore, the possibility that the Rich
work in the subsistence sector is excluded a priori and the production function of
the modern sector can be specified as follows

Yr = BKYEC(NP)! 7777,

where:

y > 0,6 >0and y + 8§ < 1 (i.e. the production function satisfies the constant
returns to scale assumption).
K is the physical capital accumulated by the representative R-agent.
NP is labor demand by the representative R-agent.
B is a positive parameter representing (exogenous) technical progress.

3 Economic Dynamics

P and R-agents consider the effect of their choices on the environment as negligi-
ble and they do not internalize it; therefore, in their maximization problems they
take the evolution of E as given; that is, they behave without taking into account
the shadow value of the natural resource and so nobody has an incentive to pre-
serve or restore natural resources. Thus, investment in natural capital does not affect
the environmental stock; the dynamics of E is given by the usual logistic function
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modified for human intervention
E = E(E—E)—eaNpE — Y, 5)

where:

E is the carrying capacity of the environmental resource, that is, the maxi-
mum stock at which E stabilizes in absence of negative impacts due to P
and R-agents’ economic activities.
eaxNpE is the aggregate environmental impact by the subsistence sector and the
parameter € > 0 represents the exploitation of the natural resource by
P-agents.
n > 0 is a parameter measuring the environmental deterioration caused by the
average production Y g of R-agents.

Since there is no investment in natural capital, the R-agent invests in physical capital
accumulation everything he saves after consumption expenditures and remuneration
of the employed labor force. Therefore the stock of physical capital grows according
to the following equation

K = BKYES(NP)Y'7=8 _ NP _cp. (6)

Preferences of the Rich are assumed to be representable by a utility function
defined over the consumption of the private good. Let the R-agent’s instantaneous
utility be

Ur(cr) = Incp.

Therefore Ug is twice continuously differentiable, strictly increasing and strictly
concave, that is Up > 0 and Uy < 0. The representative R-agent maximizes his
utility by choosing cg and the labor demand N2, that is, he solves the following
intertemporal optimization problem

o0
Max / (Incgr)e " dt
0

cr, NP

under the constraints (5) and (6), where r > 0 is the discount rate. The solution to
the R-agent’s problem is found considering the following current value Hamiltonian
function

H =Incg+AMBKYES(NPY' "3 _wNP —¢p)+0(E(E—E)—eaNp E—nY g),

where A and 6 are the co-state variables associated to K and E, respectively. It
is easy to verify that the dynamics of K, E and A, do not depend on 6. In fact,
we have assumed that agents consider e«NpE and Y g as given in the maxi-
mization problem above and consequently the resulting dynamics are not optimal;
however, the trajectories under such dynamics are Nash equilibria (see Wirl, 1997),
in the sense that no (Rich or Poor) agent has an incentive to modify his choices
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along each trajectory generated by the model as long as the others do not modify
theirs. The dynamics generated by the model are found by applying the maximum
principle

oH

K =~ = BKYES(NP) ™0 —wNP —cg,
- 0H = ¥
E =5 =EE-E)-caNpE—nY,
~ OH
o _ B y=1p8 nyDyl-y=48
A== = A [r = By T R (NP

where cg, NP and Np are determined by the following conditions

oH 1 1 =0 Qe c 1)
—_—_=— = 1.€. = —),
JdCR CR R=73
oH
—— =AB( -y —8KYES(NP) " —w) =0
5 = MBU =y —HKVESNPY T ) =0,

that is
B(l—y—8§)KYES(NP) V3 =, ©)

The labor market is perfectly competitive and wage is flexible. The equilibrium
value of Np is given by the labor market equilibrium condition [obtained by
equalizing the left sides of (4) and (7)]

YE=B(1—y—8K'ES(N — Np)™"5.
a

In particular, we obtain

1
Np=N — [M} e E—;;Jr‘fs](ﬁ (8)
o

if the right side of (8) is not negative, otherwise Np = 0 (i.e. ‘N Poor work in the
capitalistic sector). By substituting Np = 0 in (8) and solving it with respect to
K we obtain the curve that separates the region where Np > 0 from that where
Np = 0in the plane (E, K)

N
K =L(E):= [m] E 7, )

where > 1.
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Along and above the curve (9), Np = 0 holds. By substituting N° with the
equilibrium value of N — Np in (7) the equilibrium wage w is found.

Finally, given that (ex-post) Y g is equal to Y, the dynamics generated by the
model are the following

K =P8y +8KES(N - Np)' 7% — % (10)
E=E(E—E)—eaNpE —npK?ES(N — Np)'=7=5, (11)
A= A(r— ByK? " ES(N — Np)' =75, (12)

where Np = 0 for (E, K) above (9) while Np is given by (8) for (E, K) below
the curve (9). The following restrictions on variables and parameters hold: K, E,
A>0,a,a,B,y,6,n,r,E,N>0,§>0,y4+6 < 1.

4 Analysis of the Model

In this section we analyze the existence and stability of the fixed points (i.e. the
stationary states) of the model dynamics, obtained by imposing E = 0, K = 0,
A = 0 in the system (10)—(12). Note that, for A > 0, equations £E = Oand A = 0
depend only on E and K and consequently, solving them, we obtain the fixed point

values of £ and K. The corresponding value of A is obtained by solving the equation
K =0.

4.1 The Case Without Specialization

In the case without specialization (i.e. ‘N > Np > 0), the condition E = 0is
satisfied along the graph of the function

_ _ r+é
E—E —caN v
M(BnM 78 —ea) ’

K = F(E) := Eli“(

ap(l —y —9)
o
graph of the function

1
bax] :
where M := ) , and the condition A = 0 is satisfied along the

y+38

K = G(E) := ('ByMl—y—s) v E28+5V_1.

r
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Therefore, the intersections between F(E) and G(E) (occurring below the curve
(9)) identify the fixed points under the regime of no specialization. To state the
existence and stability results on these fixed points, we define

_ o
Q’“(auw—& e)

r

ﬁwau—y—&)W”

o

— 1 da =y
M= VLm—wa—y—m} ’

(1 =)
L, = 1—y—§

1

[(ﬁ1)8 Ay] T—y=3§

A=

+ aeN,

1

— anN 1 1=r=s
Ey = L + = .

According to the sign of €2, two regimes can be distinguished:

1. REGIME DCS (Dirty Capitalistic Sector). We denote regime DCS (Dirty Capital-
istic Sector) as the scenario in which 1, the rate of environmental impact caused
by the capitalistic sector; is relatively high (ceteris paribus) in comparison to the
environmental impact of the traditional sector, measured by ¢. That is, 2 > 0
holds, where Q > 0 if and only if n >a(l—y—9).

€
2. REGIME DTS (Dirty Traditional Sector). We denote regime DTS (Dirty Tradi-
tional Sector) as the scenario in which: Q < 0.

Now we can state the following proposition. The proof of such a proposition
requires straightforward but tedious calculations; due to space constraints, we will
therefore omit it.*

4 The proof is available from the authors on request.
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Proposition 1. In the regime DCS (i.e. @ > 0), two fixed points with N > Np > 0
at most exist. In particular, two fixed points exist if

N>N1, E1<E<E2.

One fixed point exists if o L
N > Ny, E > E,.

No fixed point exists in the remaining cases.
In the regime DTS (i.e. @ < 0), one fixed point with N > Np > 0 at most exists.
In particular, it exists if
E > Fz.

No fixed point exists in the remaining cases.

In the regime DCS (i.e. 2 > 0), if two fixed points exist, in one of these the
curve G(E) intersects F(E) from above in the plane (E, K) (we will indicate such
a point with the letter A) while in the other point (which we will indicate with
B) the opposite holds; in A the value of E is lower than in B. If only one fixed
point is admissible, its configuration is like a point B, namely in it G(E) inter-
sects F'(E) from below (see Fig.6 of the mathematical appendix). In the regime
DTS (i.e. 2 < 0), in the unique fixed point the curve G(E) intersects F(E) from
above.

Proposition 1 highlights that the fixed points with N > Np > 0 exist only
when the carrying capacity E overcomes certain thresholds (E > E; if @ > 0
and E > E, if Q@ < 0). These thresholds are positively correlated to the rate of
environmental impact caused by the two sectors (€ and n). Thus, if the economic
activities are too polluting then stationary points with N > Np > 0 do not exist.

Proposition 1 also implies that E or N can always be found so that two fixed
points exist if £ > 0 and one fixed point exists if 2 < 0, namely the maximum
number of admissible stationary points.

Let (E*, K*,1*) denote the fixed point value of the variables. The stability
properties of fixed points depend on the signs of the real parts of the eigenvalues
associated to the Jacobian matrix J of the dynamic system (10)—(12) evaluated in
(K*, E*,A*). We define “saddle-point stable” a fixed point that has two eigen-
values with negative real parts, i.e. with a two-dimensional stable manifold. As
a matter of fact, under the perfect foresight assumption, if the fixed point has a
two-dimensional stable manifold, given the initial values K(0) and E(0) of the
state variables K and E, R-agents are able to fix the initial value A(0) of the
jumping variable A so that the growth trajectory starting from (£(0), K(0), A(0))
approaches the fixed point. Therefore the fixed point can be reached by growth tra-
jectories. If the fixed point has less than two eigenvalues with negative real parts,
then given the initial values K(0) and E(0), a value A(0) does not (generically) exist
so that the growth trajectory starting from (K (0), £(0), A(0)) approaches the fixed
point.
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Proposition 2. The fixed points without specialization (N > Np > 0) are charac-
terized by the following stability properties:

In the regime DCS (i.e. Q > 0), the fixed point A has always two eigenvalues with
positive real parts. The fixed point B is always saddle-point stable if y +25—1 < 0
while, if y + 26 — 1 > 0, it can be saddle-point stable or repulsive; however, if
E* > % E —eaN — ﬁ , it is saddle-point stable.

4
In the regime DTS (i.e. 2 < 0), the unique fixed point is always saddle-point
stable.

Proof. See appendix.

From Proposition 2, it follows that if the gap between the value of the param-

eter £ - denoting the carrying capacity - and E* is not too wide (namely if
1, — — )

E* > E(E —eaN — r—)), the fixed point B is saddle-point stable. As we will

see in the following sections, this gap depends on demographic pressure and on the
environmental impact of the production of the Poor and the Rich because E* is
decreasing in €, 7 and N. As long as the parameters ¢, 7 and N overcome a certain
threshold, the gap is such that the fixed point cannot be reached.

4.2 The Case with Specialization Np = (0

In this context, the condition E = 0 is satisfied along the graph of the function

ES (E-E)
—1—-y—4§, 1

(BN )Y

while the condition A = 0 is satisfied along the graph of the function

K = Fo(E) ==

8

1
1\ T
K = Go(E) := (’B—yNV) T BTy
r

Therefore the intersections between Fy(E) and Go(E) identify the fixed points
under the regime of perfect specialization in the production of the capitalistic
sector.

To state the following proposition, we define

N e
T2-2y 46’



24 A. Antoci et al.

A} (ﬁ—y)w N
— r
Eog:i=1— B E— s
’ (F) Y-
7’]"

2y+48—1

— By\7” anr? =
No:= 7(1_F)(T) (a(l—r)(l—y—«S))

With straightforward calculations, we can prove that:’

Proposition 3. Two fixed points with Np = 0 at most exist. In particular, two fixed
point exist if

N<N0, F0<E<E2.
One fixed point exists if

E > E,.

A%

No fixed point exists in the remaining cases.

When two fixed points with specialization exist, in one of these points (the fixed
point that we will denote with Ag) the graph of Go(E) intersects that of Fy(E)
from above, viceversa in the other fixed point (which we will indicate with By)
Furthermore, in Ay the value of E is lower than in By. If only one fixed point exists,
its configuration is like a point Ap namely in this point Go(E) intersects Fo(E)
from above (see Fig. 7 of the mathematical appendix).

Proposition 4. The fixed point Ao has always two eigenvalues with positive real
parts, while By can be saddle-point stable; in particular, it is the case if

E* >1(E—;)
2 y(—y) )"

Proof. See appendix.

According to Proposition 4, E* has to be sufficiently high for saddle-point stabil-

L e (= r

ity,ie. E* > - E — ———
2\ 1=y . iy
presents a saddle-point stable stationary state with disappearance of the traditional
sector and a complete process of “proletarianization” with all the Poor employed in

capitalistic production.

). These are sufficient conditions so that the system

3 The proof is available from the authors on request.
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Fig. 1 Four fixed points: 49 and By with N, = 0, A and B with N, > 0. The parameters’ values
areca =2,8=1,y=04,8=01,¢e=01,7=01,a=1,r=01,E =096, N = 1

We can also investigate whether the existence of fixed points with Np = 0 is
compatible with the existence of fixed points with Np > 0. The following proposi-

tion identifies necessary and sufficient conditions for the simultaneous existence of
four fixed points A, B, Ap and By.

Proposition 5. Four fixed points exist -Ao and Bo with Np = 0, A and B with
Np > 0-ifandonlyif No > N > Ny, max{Eg,E1} < E < E; and 2 > 0.

The proof of this proposition follows from Propositions 1 and 3.

For a numerical example in which four fixed point exist, see Fig. 1. When two
saddle-point stable stationary states exist, the choice between B and By depends on
the initial conditions. This is a typical example of path dependence: the initial value
of E and K determines the fixed point (B or By) that the growth trajectory will
approach.

4.3 Welfare

The following proposition helps to identify the most significant variables that
represent the dynamics of the economy.

Proposition 6. The stationary state value of consumption cy of the Rich is pos-

itively proportional to the stationary state value of physical capital K*. More

r(y +96)

precisely, cp = K* holds. The stationary state values of consumption

cg of the Poor working in the capitalistic sector and of consumption ¢}, of the Poor
working in the traditional sector are positively proportional to the stationary state

value of natural capital E*. More precisely, cg = —E* and ¢y, = aE™ hold.
a
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This implies that the Rich are able to face effectively environmental degradation
through physical capital accumulation. It means that exogenous changes leading to
an increase in K* ensure a growing c, even if E* declines. This is not the case for
the Poor, whose welfare is positively proportional to E*.

The above proposition allows to focus on fixed point values of Np, E and
K. From these variables, Poor and Rich agents’ welfare can be computed. The
following proposition concerns Poor agents’ welfare in the context in which two
saddle-point stable stationary states coexist, B and By.

Proposition 7. When two saddle-point stable stationary states coexist, B and By,
then the value of E* (and consequently P-agents’ welfare) is higher in B than in
Bo; the value of K* (and consequently R-agents’ welfare) may be higher or lower.

The proof of such proposition is straightforward. The numerical simulations in
Figs. 2-5 show how the fixed point values of K and E change, varying the param-
eters E and y. In these figures, the continuous (dotted) lines indicate values of E*
and K* corresponding to saddle-point stable stationary states (respectively, to fixed
points with at least two eigenvalues with positive real part). Note that for some val-
ues of 7 and E, the conditions set in Proposition 5 are satisfied: four fixed points
exist and the initial levels of £ and K determine whether B or By will be reached.
Moreover, as E (1 ) overcomes a minimum (maximum) level, only By-type fixed
points with full specialization can be approached. Thus, point By can be generated
as a final step of an “excessive” depletion of the stock of environmental resources.

Notice that in the numerical examples in Figs. 2-5 when B and By coexist, then
P-agents’ welfare is higher in B than in By while the opposite holds for R-agents’
welfare. Furthermore, observe that varying the parameters E and 7, Poor agents’

N WA OO N 0O © O

-

O 1 1
0.92 094 096 098 1 1.02  1.04
E

Fig. 2 The value of K, evaluated at the fixed points with N, > 0 and N, = 0 varying E.
Continuous lines represent saddle-point stable stationary states
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Fig. 3 The value of K, evaluated at the fixed points with N, > 0 and N, = 0 varying 7.
Continuous lines represent saddle-point stable stationary states
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Fig. 4 The value of E, evaluated at the fixed points with N, > 0 and N, = 0 varying E.
Continuous lines represent saddle-point stable stationary states

welfare and Rich agents’ welfare are inversely correlated, if evaluated at the fixed
point without specialization B: a reduction of the endowment of the natural resource
(or an increase of the negative impact of the modern sector on the environmental
resource) leads to an increase of K* and to a decrease of E*. To the contrary, at the
fixed point with specialization By, a positive correlation is observed. This difference
is explained by the fact that along B a perverse structural change occurs in that
the reduction of E* generates a reduction of equilibrium wages associated to an
increase of the proportion of Poor employed in the modern sector.
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Fig. 5 The value of E, evaluated at the fixed points with N, > 0 and N, = 0 varying 7.
Continuous lines represent saddle-point stable stationary states

5 Discussion of the Results and Concluding Remarks

The bulk of growth models with environmental resources focuses on the relation-
ship between environmental depletion and economic growth or total social welfare,
while the links between environmental degradation, economic growth and asset dis-
tribution has often been overlooked. Indeed, vulnerability to scarcity or to reduction
of natural capital is correlated to asset endowments: it depends on defensive substi-
tution possibilities that, in turn, are affected by the availability of other production
factors. Consequently environmental degradation can be expected to have a dis-
tributive impact too. This effect can be particularly relevant in developing countries
where asset distribution is often highly skewed and the typology of income sources
tend to differ across income levels. From this perspective, this article has attempted
to apply a less aggregative approach to the study of the links between open access
environmental resources, welfare of different population groups, composition and
level of output.

The analysis of the model shows that, in contexts with highly concentrated
physical capital distribution and free-access renewable natural resources, when
physical-capital-intensive activities (i.e. the modern sector in our model) are rela-
tively more polluting or resource demanding than the traditional activities, unex-
pected results can emerge. A labor shift to these activities can be fuelled not only
by advantages in terms of total factor and labor productivity, but also by environ-
mental degradation which, eventually, can lead to a complete specialization in the
capital-intensive sector which drives the economy towards By, the unique stationary
point that is admissible. If the environmental impact produced by these activities is
still relatively high but does not overcome a certain threshold, two saddle-point sta-
ble stationary states exist: one with specialization in modern sector production (By)
and one with the presence of both sectors (B). In this case the economic dynam-
ics are path dependent and the selection between these fixed points is affected by
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the initial level of natural and physical capital. Economies with low natural capital
endowments will be more likely to approach the fixed point By and to follow a tran-
sition to a complete specialization. It is worth noting that, in such context, the poor
obtain a higher welfare level in the stationary state without complete specialization
than in the case of a complete process of “proletarianization”. Therefore, our model
shows that a trade-off between the welfare of the poor and the expansion of modern
activities can emerge when environmental externalities and agents’ heterogeneity
are considered in a joint framework. Conversely, expansion of the modern activities
might stimulate counter-intuitive consequences: an immiserizing growth process,
namely, an output growth resulting in a further impoverishment of the poor and in
a worsening of income distribution. In conclusion, our model suggests that in some
contexts® the expansion of activities usually regarded as the engine of economic
growth and, consequently, necessary (though not sufficient) conditions for poverty
reduction, might actually increase poverty and inequality through the erosion of the
resources upon which poor people depend.’

This trade-off does not emerge in the regime DTS, i.e. when the modern sector
produces a relatively lower environmental impact than the traditional sector. In this
scenario, for both the poor and the rich the welfare effect of an increase in output
production and labor employment of the modern sector is positive.

In conclusion the proposed model shows that environmental degradation may
represent a push factor of economic development in an economy polarized into two
main classes (the rich and the poor) and characterized by the following stylized
facts:

(a) The main income source of the rural poor is self-employment in traditional
activities highly dependent on natural resources.

(b) Labour remuneration in rural sector represents the basic opportunity cost for
(unskilled) labour in the economy. Thus, given that environmental degradation
reduces labour productivity of the rural poor, it may depress wages.

(c) Production of the modern sector managed by the rich is less affected by the
depletion of natural resources; they are able to defend themselves by partially
substituting natural resources with physical capital accumulation and wage
labour employment.

In this context, if the modern sector is sufficiently low-dependent on natural cap-
ital (i.e. the natural capital elasticity of the modern sector output is sufficiently low)

® When income and asset concentration is high and the capitalistic sector is heavily polluting.

7 Models that predict scenarios with undesirable economic processes are not new in literature.
Actually, Antoci and Bartolini (1999, 2004), Antoci et al. (2005, 2008) and Antoci (2009) have
proposed models in which negative externalities may constitute an engine of economic growth. In
their models, economic growth produces negative externalities that reduce the capacity of natural or
social environment to provide free goods. Agents try to defend themselves from welfare losses by
increasing their labor supply in order to raise their consumption of private goods that are substitute
for free access goods. This, in turn, stimulates economic growth. As a result, defensive strategies
generate a growth path along which the production and consumption of private goods are higher
than the socially optimal level.



30 A. Antoci et al.

environmental depletion may benefit the modern sector through an increase in low
cost labour supply and, in turn, may stimulate physical capital accumulation and
expansion of the modern sector. However, if the environmental impact of the modern
sector is sufficiently heavy and relatively higher than that of the traditional sector,
the structural change is likely to result in an increase in inequality.

Appendix

Proof Proposition 2

5—

Substituting Np = N — MK E) E =) , the system (10)—(12) becomes

28+y—1 1

K =By +6M' 7P KFBEAT — o

E = E(E - E) + M(ea — M~V K75 Ev¥5 — eaN,

=2 (r- ByM Y3 k7 E 25 ).

aB(l -y — 8\ 7
o

of (K, E, ). Remember that the fixed points without specialization are given by

the intersections between the graphs of the functions K = F(E) and K = G(E)

occurring below the curve K = L(E) in the plane (E, K). Figure 6 shows all

possible configurations of curves K = F(F) and K = G(E); in this figure,

the curve K = L(FE) is drawn only if K = F(E) and K = G(E) have

where M = . Let (K*, E*, A*) denote the fixed point values

intersections above it; £y 1= # (E —eaN) indicates the value of E maximizing
14
F(E).
The Jacobian matrix evaluated at the fixed point (K*, E*, 1*) is
hg hg hy,
J =\ fx fE fi
8K 8E 8a
with
hg =r >0,
K*
he =2,

vE*



Structural Change, Economic Growth and Environmental Dynamics 31

F(E)

X A

E Eo

0 E
(@) y+26-1<0,0>0

L(E)

F(E)

: G(E
ANC

0 E
() y+26-1<0,Q>0

iE Eo

(9) y+26-1>0,0>0

Fig. 6 Fixed points with N, > 0

F(E)
x G(E)
B
0 E
(d) y+256-1<0,0<0
G(E) [~
4
« F(E)
E; Eo
0 E
(f) y+26-1>0,Q2>0
F(E)
B G(E)
X
0 E

(h) y+256-1>0,0<0



32 A. Antoci et al.

* 2
Iy 1 _(r(y+8)K) -0,

0 y
' QE*(N — Np)
1+y
= — " (E,— E™),
JE y+8( 1 )
fa=0,
y6
= — O,
KT &
gp =" P
(v +8)? Bk
gr =0,
wherep=y+28—landQ:a(a(1_—ny_8)—e

Notice that sign(hg)=sign(p), sign(gg)=sign(—p), sign(fg)=sign(E, —
E*)and sign(fx)=sign(—R).

In order to study the stability properties of fixed points, we apply the method-
ology proposed by Wirl (1997). The eigenvalues of the system are the roots of the
following characteristic polynomial

PR) =22 —tr(JNZ +wz—|J*,
where

tr(J*) =hg + fE + 8. |J*| = hy(fkgE — fELK),
w=—hgx +hx fg —hE fk.

The following results can be easily proved.
Lemma 1. I[f E* < Ey, thentr(J*) > 0.

Lemma 2. IfQ > 0, then |J*| <0in Aand |J*| > 0 in B.
If Q < 0, then |J*| > 0 in the unique admissible fixed point.

Lemma 3. Ifp <0, thenw < 0.
If p>0and Q2 <0, thenw < 0.

1 (= — ré
If p > 0and Q > 0, then E* > 3 (E —eaN — r_) is a sufficient condition
14
forw < Q.

It is now possible to discuss the stability properties of A and B, in the regime
© > 0, and of the unique admissible fixed point in the regime 2 < 0. As explained
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in the main text, a fixed point (K*, E*, 1*) is said “saddle-point stable” if J* admits
two eigenvalues with negative real parts.

Stability Analysis of A

By Lemma 2, |J*| < 0 holds in A; therefore, A is either a saddle with two pos-
itive eigenvalues or a sink. Conditions for local attractivity are (see Wirl, 1997):
tr(Jx) < 0,|J* < 0and w > 0. Figure 6 shows that A may assume two pos-
sible configurations. In the cases (a) and (b), p < 0 holds; thus, from Lemma
3, it follows that w < 0, therefore A is not attractive. In the cases (e) and (f),
E* < Ej holds in A; this implies, by Lemma 1, that tr(J%) > 0. Thus A can-
not be attractive. In short, the fixed point A is always a saddle with two positive
eigenvalues.

Stability Analysis of B and of the Unique Fixed Point
in the Regime 2 < 0

In B and in the unique fixed point in the regime < 0, |[J*| > 0 holds; there-
fore, such a fixed point is either a source or a saddle point with a two-dimensional
stable manifold (Wirl 1997). Wirl finds that a positive determinant and a negative
coefficient w are sufficient conditions for saddle-point stability. Given Lemmas 2
and 3, this happens when p < 0 (Fig. 6, cases a—d) or when p > O and Q < 0
(Fig.6, case h). If p > 0 and 2 > 0, the sign of w is not univocally determined.
Consequently, in this case, B may be repulsive or saddle-point stable. However,

by Lemma 3, E* > > E —eaN — o is a sufficient condition for saddle-point

14
stability (Fig. 6, cases e—g); this completes the proof of Proposition 2.

Proof of Proposition 4

In the regime Np = 0, the dynamic system (10)—(12) becomes

. ey 1
K =By +8KEN S_X’

E=EE—-E)—pnK"ESN'"7°,

L= A(r—ByK" T ESN'TT),
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In order to study the stability properties of fixed points, we calculate the Jacobian
matrix J; evaluated at a fixed point (K*, E*, 1*) with Np =0

hok hoe hox
J(;k = | fox for for
80K 80E 8Sor

with
hog =r(y +6) >0,
ré(y +8)K* -

hog = 0,
0E JE"

2 2 K* 2
oy = DK
Y

fOK = :rr) < 0,
for = E(1—8)— (2—§)E™,
for =0,
y(1—y)

=27 o,
8K =+ o) (K7

= vé <0
8O = = K Er
gos = 0.

The eigenvalues of the system are the roots of the following characteristic
polynomial
P(z) =22 —tr(J) +wz—|J§|.

where

tr(Jy) = hok + foE, [Jo | = hox (fok8oE — foE&0K).
w = —horgok + hok foE fok.

Let us first consider ¢r(J;). Figure 7 shows all possible configurations of the
fixed points with Np = 0. The fixed points correspond to the intersections between
the graphs of the functions K = Fy(E) and K = Gy (E), occurring above the curve

E(1-38
K = L(E) in the plane (E, K).® Notice that fog > 0if E* < Epy := ;—8),
where Ey is the value of E maximizing Fo(E). Being E* < Eps in Ay, fog >0
and fr(Jg§) > 0 hold in Ag (see cases a-c in Fig. 7).

InFig.7a, E* < Ep holds in By; therefore for > 0 and tr(J§) > 0.InFig. 7b,
E* > E ) holds in By; therefore for < 0 and the sign of #7(J) is not univocally
determined.

81In Fig.7, the curve K = L(E) is not drawn when no intersection between K = Fy(E) and
K = Gy(E) occurs below it.
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Fig.7 Fixed points with N, = 0
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Let us now analyze the sign of |J§|. We can observe that Fj > G, in Ao, while
Fj < G in By, where Fj = —fO—E and G, = _&oE

80K 80K
Ao while |J§| > 0in Bo.
Finally, let us consider

. It follows that | J| < 0in

2 *
= _M +r(y + 5)(?(1 —8) — (2—8)E*) + M
y(l—7y) yE*

Replacing’ -
_ yE*(E—E%)
rn

K* (13)

we obtain
w=r(y+5){—; +E-26* <0

y(l—vy)
i E* > L (F— ;)
2 y(—y) )

Stability Analysis of 4

|J5| < Oholds in Ag; therefore Ag may be a saddle point with two eigenvalues with
positive real parts or a sink. Given that ¢7(J;) > 0, local attractivity is excluded.

Stability Analysis of By

In By we have |J§| > 0; therefore By is either a source or a saddle-point stable

1 (-
stationary state. If E* > — (E - ;), then w < 0 and consequently the
2 y(l=y) )
fixed point cannot be repulsive (see Wirl, 1997). That is, E* > 3 (F — ﬁ)
yu=y

is a sufficient condition for saddle-point stability.
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° Formula (13) is obtained from equations E = 0 and A = 0.
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Bifurcations and Chaotic Attractors
in an Overlapping Generations Model
with Negative Environmental Externalities

Angelo Antoci, Ahmad Naimzada, and Mauro Sodini

1 Introduction

We analyze an overlapping generations model with the following features. There
exists a continuum of identical individuals whose welfare depends on leisure, on
the stock E of a free access environmental good and on the consumption C of
a private good. The private good is produced by a continuum of identical perfectly
competitive firms via a constant returns technology (represented by a Cobb—Douglas
production function); the representative firm uses physical capital K and labour L of
the representative individual as productive inputs. Each economic agent considers
as negligible the negative impact of his choices on the environmental good; this
implies that the choices of each agent generate negative externalities on the others.

Following Zhang (1999), Antoci et al. (2007) and Itaya (2008) (among the oth-
ers), we assume that individuals’ utility function is non separable in £ and C; that
is, the marginal utility of C depends on the value of E; in particular, we consider
both the cases in which marginal utility increases (i.e. C and E are substitutes) and
decreases (i.e. C and E are complements) when the value of E decreases.!

The assumption of non separability of the utility function allows us to analyze
possible feedback effects on consumption and economic growth generated by envi-
ronmental degradation. In particular, we show that the dynamics can admit at most
one steady state when C and E are complements while at most three steady states
can exist when C and E are substitutes. In the context in which C and E are

Tt is obvious that the marginal utility deriving from the consumption of private goods may be
reduced by environmental deterioration; for example, to drink a cup of coffee in front of an uncon-
taminated seaside is better than in front of a polluted one. Living in a house on an uncontaminated
river is obviously better than in a house placed on a polluted and smelling one. However, environ-
mental degradation may also increase the marginal utility deriving from the consumption of some
private goods; the relevance of substitutive consumption is stressed by the literature on environ-
mental defensive expenditures (see, e.g. Antoci 2009; Antoci and Bartolini 1999, 2004; Antoci et
al. 2008; Hueting 1980; Leipert 1989; Leipert and Simonis 1988; Shogren and Crocker 1991).
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substitutes, we find that local indeterminacy —i.e. the existence of an infinite number
of (Nash) equilibrium orbits approaching the same steady state — can occur and that
environmental externalities play a key role in generating it. More precisely, we show
that starting from a context in which the environment doesn’t enter in individuals’
utility function and dynamics are not indeterminate, then indeterminacy may occur
(ceteris paribus) introducing E in the utility function.> Furthermore, by numeri-
cal analysis, we obtain examples of long-run indeterminacy; in particular, we show
that a chaotic attractor may arise; in such case, starting from the same initial value
Ko, there exist a continuum of initial values L that lead the economy to reach the
attractor. So the long run evolution of the economy depends on the choice of L. We
also give examples in which a chaotic attractor and an attracting steady state coexist
giving rise to global indeterminacy;® in such multistability regime, starting from the
same initial value K, there exist a continuum of initial values L that lead the econ-
omy to approach the steady state and a continuum that lead the economy towards
the chaotic attractor. Finally, in our examples, we find that when global indetermi-
nacy occurs then, along the orbits approaching the chaotic attractor, the values of
L and K are higher than along the orbits reaching the steady state, while individ-
uals’ welfare is lower. This Pareto-dominance result implies that along the orbits
approaching the chaotic attractor the economy experiments a process of undesirable
economic growth: individuals’ welfare would be higher by choosing lower labour
and capital accumulation levels.*

The paper has the following structure. Section 2 introduces the set up of the
model and the associated dynamic system. Section 3 deals with the existence
and local stability of the normalized stationary state. Sections 4 and 5 shows, via
numerical simulations, some complex dynamic regimes generated by the model
and the evolution of individuals’ welfare along the orbits followed by the economy.
Section 6 concludes.

2 The Model

We consider a standard overlapping generations economy. Time is discrete: ¢ =
1,2,3,...,00; there exist a continuum of individuals who live for two periods of
time and two generations of individuals (young and old) coexist in each period

2 In economic literature, local indeterminacy is usually generated via the effect of positive exter-
nalities arising from production activity (see, e.g. Benhabib and Farmer, 1999; Bennet and Farmer,
2000; Cazzavillan et al., 1998; Cazzavillan, 2001; Grandmont et al., 1998; Reichlin, 1986).
However, some works focus on the role played by negative externalities as engine of local
indeterminacy; see, for example, Chen and Lee (2007), Itaya (2008), Meng and Yip (2008).

3 The term “global indeterminacy” (see, among the others, Grandmont et al., 1998; Krugman, 1991;
Matsuyama, 1991; Pintus et al., 2000 and, more recently, Benhabib et al., 2008 and Coury and Wen,
2009) refers to the situation where, starting from the same initial value of the state variable, there
exist different equilibrium paths that approach different attractors.

4 This result confirms analogous results obtained under the assumption of substitutability between
C and E (see, e.g. Antoci, 2009; Antoci and Bartolini, 2004; Antoci et al., 2005, 2007, 2008;
Bartolini and Bonatti, 2002, 2003).
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of time 7. Individuals work when they are young and consume the private good
when they are old.’> The private good is produced by a continuum of perfectly
competitive firms.

In each period 7, the representative young individual has to allocate his time
endowment L* (L* is a fixed parameter) between leisure and labour supply L;
(L* > L; > 0) to the representative firm, remunerated at the wage rate W;. The
remuneration L;W; is entirely invested in productive capital K;1; (i.e. K41 =
L;W;) that the individual will rent to the representative firm in time ¢ at the inter-
est factor R;y1. The sum obtained, W;L; R;+1, allows him to buy and consume
the quantity C;+; = W;L;R;4; of the good produced by the firm (W;L; and
Wi Ls Ry 41 are expressed in unities of the consumption good).

2.1 The Utility Function

We assume the following utility function:

) (PCt+1E,'°"+1)1_‘7 -1
1+6 l1—0o

UL* =Ly, Cry1, Er1) =In(L* — Ly) + )
where E;4; indicates the stock of the free access environmental good at time ¢ + 1;
ﬁ is the discount factor, P and Q are positive scale parameters that will be used to
apply the “normalized steady state” technique, ¢ and ¢ are positive parameters, 0 #
1. The parameter o denotes the inverse of the intertemporal elasticity of substitution
in consumption. Notice that if o € (0, 1), then Cy41 and E;4 are substitutes, while
if o > 1 they are complements, in that:

2U(l;, Cr41, Et41) <0
0Ci+10E: 14 =

for 0 < 1. This function is concave in L* — L; and C;41; it is not assumed to be
jointly concave in L* — L;, C;4+1 and E;41 in that in the decentralized competitive
market economy on which we focus, the variable E;; is not a choice variable for
each economic agent.

2.2 The Production Function

We assume constant returns to scale; in particular, the representative firm has the
following Cobb—Douglas production function:

3 This assumption is adopted in several overlapping generations models (see, among the others,
Duranton, 2001 and Zhang, 1999). It simplifies our analysis by abstracting from the consumption-
saving choices of agents.
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Y = AF(K;,L;) = AL} "*K® = A L,k?,

where k; := K;/L; and A is a positive parameter representing (exogenous)
technological progress.

2.3 Economic Agents’ Choices

The economy is assumed perfectly competitive and so, in each period ¢, the repre-
sentative firm maximizes the profit function:

AF(K:, L;) — Wi L — R/ K; (1)

taking the wage rate W; and the interest factor R; as exogenously given. As usual,
this assumption gives rise to the following first order conditions:

Wr = A(1 —a)k], (2
R; = Aak®™ ! (3)

The representative individual maximizes the objective function:
max U(Lz, Cz+1 s Et+1)
under the constraints:

Cit1 = Re i Wi Ly, “4)
Ly €[0,L*]. ©)

In our perfectly competitive economy, W; and R;4; are considered as exoge-
nously given. Furthermore, we assume that the representative individual, at time
t, is able to perfectly foresee the value of E;;;. However, E;4 is considered as
exogenously determined in that the representative individual considers as negligible
the impact of his choices on the environmental quality.

Under these assumptions, the first order condition for an interior solution (it
always holds 0 < L; < L*) of the representative individual’s choice problem is

1+0 [PRi+1 W Ef (]
— + =0. 6
-1, ¢ LY ©)

By substituting (1) and (2) in (6) we obtain

1+6 [Pa(l —a) AZkZkT D ES '

oL, 2 LY

=0. (7
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2.4 Dynamics

We assume that the environmental stock E;4; in time ¢ 4 1 depends negatively on
the average production level in time ¢, that is

Ery1 = E —nAF(K;.L;) = E —nALk, . (8)

where E is a positive parameter representing the endowment of the environmental
good, i.e. the value that E;; would assume in absence of the negative impact of
production. L;, K;and E, indicate the economy wide average values of L;, K; and
k; in time ¢, respectively; AF (K;, L;) represents average production. The positive
parameter 7 measures the impact of production on the environmental stock. We
assume that each economic agent considers L; and K as s exogenously determined.
However, being all economic agents identical, ex-post L, = L;,, K, = K; and
Et = k;. So, in this model, the choices of the representative individual are not
optimal and generate negative externalities. However, the orbits followed by the
economy are Nash equilibria, in that no single individual has interest to modify his
choices if also the others don’t revise theirs.
By plugging (8) in (7) and taking into account that, by (2), it holds

Kiv1 = Lit1kir1 = LW, = L A(1 —a)kf‘

the dynamic system representing the dynamics of the economy is

1+6 [P((1 — @) APkEkET) (E — nA(L K@)
_L*—Lz + O L7 =0 )
ki+1Li+1 = A(1 — o)k L;. (10

3 Steady States of Dynamics

3.1 The Normalized Steady State

The system (9)—(10) defines k;4+1 and L,y as functions of k; and L;. In this
section, we study the stability of fixed points of such discrete dynamic system.
Since our model contains a large number of parameters, to make clear the study
we use the geometrical-graphical method developed by Grandmont et al. (1998)
that allows us to characterize the stability properties of the steady states of this
dynamic system. We impose some conditions on parameters under which a fixed
point (ks.s, Ls.s, Ess) with kg s = Lss = Ess = 1 exists. This allows us to ana-
lyze the effects on stability due to changes in parameters’ values being sure that the
fixed point doesn’t disappear. Without loss of generality, we pose L* = 2.
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By requiring that k; ; = Ls s = Ess = 1 [by (9)—(10)] we obtain the following
conditions on parameters’ values:

l—a+n P—P*'—l_a

., E= and Q = Q% :=1+6.

(11

l—«a

Using conditions (11), the dynamic system (9)—(10) can be explicitly written as

1

k¢(1 4+ o —wLk®)*La=T |17
kip1 = £ 1) , (12)

2—-L)o—1
Q- L)FT a

Lt+1 = Ltkta o —o ) (13)

k(1 4+ w —wLk¥)?Lo-T
where w = % € (0, +00).% Such system always admits the normalized steady

state defined above; to look for other steady states, notice that the steady states of
system (12)—(13) are characterized by the following conditions:

k=1,

1
1+w—oL)®LsT |7
(1+w—-wl) 1:| _1 (14)

2—L)oT

Notice that g(L) is defined in the interval [0, 2) and that g(1) = 1. By straight-
forward calculations it is easy to check that at most one fixed point (the normalized
one) exists if 0 < 1 (i.e. if C and E are complements) while at most three fixed
points existif ¢ > 1 (i.e. if C and E are substitute). The next section provides some
examples of dynamics admitting one, two or three fixed points.

g@%=[

3.2 The Stability Properties of the Normalized Steady State
and Indeterminacy

In our model, productive capital K; represents a state variable, so its initial value
K is given. Differently from K, the variable L, is a “jumping” variable in that it
represents the representative individual’s labor input, chosen taking into account of
the average labour input in the economy, the expected environmental quality and the
accumulated productive capital. Consequently, individuals have to choose the initial
value L¢ (and consequently the initial value of k; = K;/L;). If the normalized

® Notice that L, | = L,k%/k/+1.
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steady state is a saddle and K is near enough to 1, then there exists an unique ini-
tial value of L;, Lg, such that the orbit passing through (kg, L¢) approaches the
fixed point. When the fixed point is a sink, given the initial value Ky, then there
exists a continuum of initial values L¢ such that the orbit passing through (ko, Lo)
approaches the fixed point; consequently, the orbit the economy will follow is “inde-
terminate” in that it depends on the choice of the initial value Lg. The following
results show how indeterminacy depends on the parameters o and ¢ of the model.
The Jacobian matrix of (12)—(13), evaluated at the normalized steady state, is

1 _a(e—1+ne) en(c—1)+(1+0)(a—1)
JN — ( (x—1) (c—1)(a—1) )
l—«o

a(enta(e—1)) (oc—1)(@®—a+en)+2(x—1)
(a—1) (c—D(a-1)

with: )
N _ a
Der(s) = . ()
2 U
I-o(-a 1=

Let us assume o € (0,1). In such context, it is easy to check that varying

Tr(JV) =

(16)

o in the interval (0. 1), the point (=sF—gy ti=gy) [see (15) and (16)]
describes in the plane (T'r(J), Det(J)) (see Fig. 1) a half line 7} with slope «
(0 < a < 1) starting on the right of the line AC, in the first orthant of the
plane. This implies that, if ¢ = 0 (i.e. £ doesn’t enter the utility function), the
point (Tr(JN), Det(JN)) always belongs to the region “saddle” in Fig.2, for
every 0 € (0,1). Now, we fix the value of o, i.e. we fix a point p; in Ty; for
& = 0, the points p; and (Tr(JN), Det(JN)) are coincident; by increasing ¢, the
point (Tr(JN), Det(JN)) moves on the right of p;, along an horizontal line. This

Det(J)

source

NB (=2,1) Hopf bifpircation c( 1/ T

1 / /
sipk

1
Flip bifurcation Transcritical
bifurcation
saddle saddle

0, =1)
source

Fig.1 Stability analysis of the normalized fixed point in case



46 A. Antoci et al.

Det(J)

soyrce

\3 2.1) Hopf biffircation c (2,1)/
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Fig. 2 Stability analysis of the normalized fixed point in case

implies that the point (7'r(J Ny, Det(JN )) always belongs to the region “saddle”
in Fig. 2, forevery o € (0,1) and ¢ > 0.

Under the substitutability assumption o > 1, the point ((1—0)2(1—11)* (1_02)‘2‘1_0[))
describes in the plane (T'r(J), Det(J)) (see Fig. 2) a half line 7> with slope « lying
in the third orthant of the plane (T'r(J), Det(J)) and approaching the origin of it
for 0 — oo. This implies that, if ¢ = 0, the point (Tr(JN), Det(JN)) belongs
to the region “sink” in Fig. 2 for o high enough. Notice that, by following the same
steps as in case o € (0, 1), it is easy to see that starting from a point p, of 75 in the
region “saddle”, the point (Tr(JN), Det(JN)) can enter in the region “sink” by
increasing &, if o is high enough. This implies that an increase of the dependence on
E of individuals’ welfare can be a source of indeterminacy. However, it is worth to
stress that, in our model, indeterminacy can also occur in case ¢ = 0 (but for higher
values of o).

Notice that Hopf bifurcations are ruled out. A flip bifurcation occurs (in case
o > 1) when the line AB in Fig. 2 is crossed, along which it holds Tr(J) 4+ Det(J)
+1 = 0; so the bifurcation value of ¢ is

1

A transcritical bifurcation arises (in case 0 > 1) when the line AC in Fig.2 is
crossed, along which it holds Det(J) — Tr(J) — 1 = 0; so the bifurcation value of

£is
2 1-
8tr=|:1— :| (x.
l1—0o n
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3.3 Global Analysis and Numerical Simulations

Because of analytic complexity of the equation describing the evolution of the
economy, we cannot find closed form expressions of non-normalized fixed points.
Consequently we fix o = 0.17,n = 0.11 and 0 = 8, and use ¢ as bifurcation
parameter.” Figure 3a refers to the case ¢ = 7.2; in such case, there exists only the
normalized fixed point, corresponding to the intersection between the graph of g(L)
[see (14)] and the vertical line k = 1; this point is the unique attractor of the system
and in Fig. 3b three orbits approaching it are represented.

By increasing the value of € up to ¢ = 8.2, two other fixed points arise (see
Fig.4a), (k, L) = (1,L;) and (1, L), with L, > L; > 1, via a fold bifurcation
(the bifurcation value is ¢ = 7.995); (1, 1) and (1, L») are attracting while (1, L)
is a saddle whose stable manifold separates the basins of attraction of (1, 1) and
(1, L) (see Fig. 4b).

Trajectories near to (1, L) follow to the classical period doubling route to chaos
while the normalized point preserves its stability (see Fig.4c, ¢ = 8.50). Note that,
since the initial value of labour input L is a jumping variable, in the dynamic regimes
represented in Fig. 4b—c,® the long run growth path of the economy is indeterminate
in that a slightly different initial choice of L may determine a rather different long
run behaviour of the economy. This type of indeterminacy differs from that rela-
tive to the orbits approaching the same attracting fixed point in that, in such case,
indeterminacy occurs with respect to transient dynamics only.

A further increase of e causes the disappearance of the strange attractor (¢ =
8.53) and the normalized point becomes the unique attractor of the system.
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o 1 409
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0.4
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0 T ——— 0.7 g T T
0 02040608 1 121416 0 10 20 30
k

t
(@) (b)

Fig. 3 Example in which the normalized fixed point is the unique attractor

7 All the numerical simulations we have made suggest that similar results are obtained by using o,
n or o as bifurcations parameters.

8 For initial conditions in the white area, the system diverges to infinity (same convention for
Fig. 4b—c). Points with white interior part are saddle.
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Fig. 5 Example in which three fixed points exist and the normalized fixed point is a saddle

Finally, observe that, fore = 9.7, (1, 1) and (1, L) are coincident while, increas-
ing &, a switching between (1, 1) and (1, L1) occurs (see Fig.5): (1, L) and (1, 1),
with L; < 1, become respectively an attracting point and a saddle. The overlapping
bifurcation diagrams in Fig. 6 (with initial conditions (4, 1.52) and (0.2, 0.2)) show
the evolution of the attractors.
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12 g3 & 93 98

Fig. 6 Overlapping bifurcation diagrams varying the parameter

Fig. 7 The fractal nature of the basins of attraction of period-6 and period-4 cycles

The system shows a further interesting dynamic phenomenon non evidenced by
the previous figures. For ¢ = 8.452 a period-6 cycle is born and a coexistence of
three attractors arises up to ¢ = 8.4587. Figure 7 evidences the fractal nature of the
basins of attraction of period-6 and period-4 cycles. The magnification of the supe-
rior part of bifurcations diagram in Fig. 6° describes the evolution of the period-6
cycle that via period doubling bifurcations generates a chaotic attractor (¢ = 8.465)
with several periodic windows while period-4 cycle preserves the stability. Finally
the chaotic attractor dies and all the trajectories in that area converge to the period-4
cycle.

® The initial condition for period-4 cycle is (3.5, 1.1). To analyse the evolution of the other attractor,
we used the continuation algorithm of EFChaos.
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Fig. 8 An enlargement of the upper part of the bifurcation diagram in Fig. 6
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Fig. 9 Wellbeing and output evaluated along an orbit approaching the normalized fixed point

4 Wellbeing

In this section we analyze welfare (i.e. the value of the utility function) of each gen-
eration along equilibrium orbits by some numerical exercises. Figures 9a—b show
the behavior of wellbeing and output Y along an orbit approaching the attracting
normalized steady state (¢« = 0.17, n = 0.11, 0 = 8, ¢ = 7.5). Notice that output
and wellbeing are inversely correlated and so the economy experiments undesirable
economic growth: the increase in production and consumption of output is not able
to compensate the negative effects of environmental degradation.

In the case showed in Fig. 10 (@ = 0.17, n = 0.11, 0 = 8§, ¢ = 8.2) there
exist two attracting steady states, the normalized one and a steady state with higher

labour and output levels.
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Fig. 11 Wellbeing, output Y and stock E of the environmental resource evaluated along orbits
approaching a strange attractor

In such context, wellbeing is evaluated along an orbit approaching the normalized
steady state (that with the higher wellbeing level) and along one approaching the

other attracting steady state.
In Fig. 11a-b wellbeing, output Y and the stock of the environmental resource

E are evaluated along orbits approaching a strange attractor (¢ = 0.17, n = 0.11,
o = 8, ¢ = 8.5). Notice that E is positively correlated with welfare while the
opposite holds for Y. In such context, the normalized fixed point is characterized by
levels of output and labour lower than those corresponding to the orbits plotted in
Fig. 11a-b and it Pareto-dominates them.
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5 Conclusions

By analyzing an overlapping generations model in which the utility function is
non separable with respect to private goods and free access environmental goods,
we have shown that undesirable growth paths may emerge in the context in which
private and environmental goods are substitutes; that is, growth paths may exist that
are Pareto-dominated by other orbits characterized by lower private production and
consumption levels. In such context, we have also showed that two types of indeter-
minacy may occur; a short run indeterminacy, associated (as usual) to the existence
of an attracting fixed point, according to which the orbit that will be followed by the
economy during transient dynamics is not predictable (because it depends on the
choice of the initial value of labour input), and a long run indeterminacy according
to which the initial choice of the labour input deeply affect long run dynamics.
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Stock Dynamics in Stage Structured
Multi-agent Fisheries

En-Guo Gu and Fabio Lamantia

1 Introduction

The sustainable use of public renewable resources is a crucial issue for the long
run survival of mankind. With a rapidly increasing population and a quick economy
development, overexploitation of worldwide renewable resources seriously affects
their ability to renew themselves and therefore their sustainable use (Food and Agri-
culture Organization, 2004; Garcia & Grainger, 2005). To complicate the problem
further, the modelling of commercial exploitation of renewable resources represents
an extremely challenging task, as it always involves nonlinear interaction among
many different components (biological, economic, social) as well as uncertainty. In
particular the issue of fishery management with chaotic and catastrophic dynamics
has been thoroughly discussed in Rosser (2002a). Many researchers have investi-
gated the dynamic of an exploited biomass regarded as a single species (Bischi &
Lamantia, 2007; Bischi, Kopel, & Szidarovszky, 2005; Clark, 1990; Fan & Wang,
1998; Gu, 2007). Recently also the evolution of an exploited stage-structured sin-
gle species has been addressed (see Jing and Ke (2004); Song and Chen (2002);
Gao, Chen, and Sun (2005)). This analysis is of particular significance especially
for those many species whose individuals have different economic value at different
ages. For example, little eels are often called “soft gold,” for their high economic
value, so many agents are interested in harvesting only little eels. But the case is
exactly the opposite for those species whose immature individuals have negligible
economic value, so that exploiters want to harvest only the mature population and
let the immature population grows, so that it can acquire a greater value. Often
also public regulators try to direct the harvesting activity toward a target stage, for
instance by limiting the use of trawl with too small meshes in order to protect the
infant population.

When multi-agents (societies, countries, or exploiters) compete for public
resource exploitation, their strategic interaction can be modeled within the setting
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of (Cournot) oligopoly games, which have attracted economists’ interest in recent
years as (apparently) simple models capable of originating complex dynamics (see
Rosser (2002b)). In fishery economics game-theoretic models are more and more
employed (see, amongst many others, Bischi and Lamantia (2007); Clark (1990);
Hanneson (1995); Mckelvey (1997); Mesterton-Gibbons (1993); Szidarovszky and
Okuguchi (1998, 2002)).

In recent papers on the dynamic of an exploited stage-structured species, deci-
sions on harvesting do not presuppose strategic interaction among agents, as they
are based on concepts such as maximum sustainable yield (Jing & Ke, 2004) or
constant effort exploitation (Gao, Chen, & Sun 2005; Song & Chen 2002). Instead
in this paper we derive a total harvesting function within a game-theoretic frame-
work, as outlined below. First we assume that the population of exploiters is ex-ante
subdivided into two fractions: one fraction 0 < y < 1 of the population acts as
a cooperative venture and consequently tries to maximize the overall profit of the
coalition; on the other hand, each exploiter in the complementary fraction of the
population, (1 — y), behaves as a selfish profit maximizer (referred to as a “defec-
tor” in the following). These assumptions generalize those given in Bischi, Kopel,
and Szidarovszky (2005), as cooperators and defectors are assumed to coexist and
the two limiting cases of all cooperators and all defectors considered in that paper
are here obtained as limiting case, given by y = 1 and y = 0, respectively. A fish-
ery model with interaction between cooperators and defectors has been proposed in
Bischi, Lamantia, and Sbragia (2004), where, differently from the present paper, the
fraction of agents in the two groups dynamically changes according to an evolutive
process.

Assuming that a representative agent of each type (cooperator or defector)
harvests at each time period exactly the quantity prescribed by its Nash equilibrium
strategy (see Sethi and Somanathan (1996)), we derive a total harvesting function
for each age class by each representative agent. Note that in this model, agents do
not aim at preserving the resource for future generations, as they are not enforced
by an authority to do so. In fact from the point of view of intergenerational altruism,
we can say that all agents are non cooperators. In any case this kind of model is
interesting, since it can shed some light on the dynamics of unregulated harvesting
and provide hints on the type of control that a regulator can pose to enable resource
conservation.

Although we formulate the game theoretical model with m exploitable age
classes, we consider its dynamic version for the case of a fishery where a single
species is subdivided into two exploitable stages (young and mature). In this way,
we keep the model tractable still capturing its main features. Moreover the biolog-
ical model without harvesting (proposed in Gao and Chen (2005)) has the simplest
asymptotic behavior, namely convergence to a globally stable fixed point, which can
correspond to extinction of the species or to the natural carrying capacity, accord-
ing to the parameter values. Consequently the complex dynamic we find is entirely
induced by human harvesting.

All in all we consider three main cases for the discrete time dynamical systems
at hand, i.e., the exclusive harvesting of young individuals, mature ones and the
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complete model with harvesting from both stages. Since, in general, landed resource
from different stages can be sold in different markets, those goods are sold in two
(independent) markets in the complete model. For each case we carry out sepa-
rate analysis, first studying the existence of positive equilibria and then exploring,
mainly numerically, their local stability and asymptotic behavior. In order to answer
questions related to the crisis of extinction, we use a global dynamic approach based
on numerical and geometric methods to analyze the topological structure of the set
of initial conditions which generate acceptable or feasible time path. We believe that
an important parameter in this model is represented by the fraction of cooperators y,
which can be increased by an authority whenever conservative consciousness of
exploiters is developed. Therefore we mainly focus on the impact of this parameter
on the long-run dynamic of the biomass.

The paper is organized as follows. In Sect.2, a game-theoretical model with
multi-agents is outlined, leading to the formulation of a total harvest function. In
Sect. 3 the dynamical model of resource exploitation is derived, under different
assumptions on the harvested stage. In Sect. 4 existence of positive equilibria and
their local stability are studied. Section 5 focuses on some global dynamic issues,
mainly studying the impact of the cooperative rate on the structure of the feasible
set. Section 6 concludes.

2 The Game-Theoretical Model

Let us assume that n players can harvest in a fishery subdivided in m age classes.
The landing from each age class is sold in a different market, as it has, in general,
its own economic value. The inverse demand function of harvested stock for the jth
market, j = 1,...,m is given by

n
pj=a;j—bjH;, H;j=> hij. e

i=1

with maximal price and marginal demand given respectively by a;,b; > 0. Total
harvesting in the j-th age class is denoted by H,(t) and so h; ; (t) = x;(t)q;,jei,;
is the amount of resource in age class j harvested by agent i at time period . We
assume that individual harvesting for age class j is proportional to the resource
stock level in the class, a specific catchability coefficient (related to the adopted
technology) and the exerted harvesting effort, denoted respectively by x; (), ¢;,;.
e;,j. On the cost side we assume that each player’s harvesting cost depends on the
harvesting effort. In the easiest case, namely the linear one, the cost function of
player i is given by

m
Ci=¢; (6‘1,...,€m) = Zci,jei,j —Cif, (2
j=1
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where cif
parameter.

As we assume that the technology levels are fixed, the only decision variable is
given by the harvesting effort to exert for each age class. Moreover we assume that
ny agents act as one player, so forming a cooperative venture. Consequently they
try to maximize the overall profit of coalition (here 0 < y < 1 is the fraction of
agents with cooperative attitude toward exploitation); the remaining (1 — y)n agents
behave as selfish profit maximizers.

Let hf’j and h‘v{ ; represent the quantities harvested (and sold) on market j by
cooperators i,i = 1,2,-,ny, and defectors v,v = 1,2,---, (1 — y)n respectively.
Total harvest (and supply) on market j is H; = Hf + qul = Lk +

is a fixed cost and ¢; > 0 represents a variable cost or a technological

Z:’Lll—y) hfl Iz Therefore, the expected profit of i th cooperator and defectors are

m m ny n(l—y)
ai =) bl (aj=bjH))=Ci= Y hl 1 aj=b; | Y oh;+ > bl | |-G
j=1 j=1 i=1 i=1

3)

where T € {c,d} denotes the type of the agent (cooperator or defector) and
C; is given in (2). Consequently each agent decides how much effort e; ; to exert
for each subclass j, by solving m optimization problems. Formally there are m
first order conditions for each agent, but if we construct the model in this way,

it is straightforward to observe that this maximization problem is equivalent to m
distinct maximization problems (one for each age class), because it is 363—”2’ =0
L.p*i.q

for classes p # q.

The defectors solve the optimization problem max ,q nid , which leads, assuming
1.J

interior optimum, to the following m FOCs

871,-‘1
d
861-,].

d d d d :
=(a; —bjHj)q ;xj —bjqi ;xjhi; —¢; =0, j=1,....m. (4
Instead, each cooperator determines ef ; by solving the optimization problem

max ,c m, where m = Z:Zl 7 denotes the total profit of the cooperative ven-
L.J

ture. Assuming interior optimum also in this optimization problem, the first order
conditions are

om

C
8ei,]~

= (aj —ijj)qf’jxj—quf’jxjH;—cf,j =0, ] =1,....,m. (5)

By employing conditions (4) or (5), each agent decides her harvesting activity
according to the corresponding Nash equilibrium level, as proposed in Sethi and
Somanathan (1996).
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Dividing equation (4) by qlfi ;X and then adding it for all i, we have

n(1-y) cd

4
n(l—y)a;—bjH))—b;H{ — qTJ;ZO- (6)
i=1 9i,j 7

Adding equation (5) for all i and then dividing it by (3_/Z, ¢f ;)x;, it results

Lizi¢iy L =0 @)
i qi; %j

Adding equation (6) and (7), we obtain the total harvesting function for age class j
as

(aj —bjHj)—bjHj —

1 n(l1—y) cd an’ c 1

a. cr et
(n+1—=ny)a; — Z LYt

Hj(x;) = S e | 5.
. ; Y .
i=1 qf{j 2it14iy ) i

)

(n+2—ny)b;
(3

which is meaningful provided that x; > H;(x;) > 0. As conditions ensuring
meaningful harvesting are not obvious in the general case, we discuss them in the
next section, under the same assumptions on agents’ homogeneity carried out for
the dynamic model.

3 Dynamic of the Stage-Structured Single Species
with Harvesting

To reduce the dimension of the dynamical system to a bidimensional one, we con-
sider only two age classes. Without harvesting, the single-species population model
with two stages can be expressed by the following biological growth law (see Gao
and Chen (2005); Tang and Chen (2002)):

x(t) = re ™ NOy (1) —dyx(t) — 8x (1), ©
y(t) = 8x(t) —day(r),
where x and y are the population densities of immature and mature, respectively.
N(t) = x(t) + y(t), re"N® is the birth rate of mature population, d; > 0,d» > 0
are the death rate constant of immature and mature respectively, and r > d; + d».
The maturity rate § > 0 determines the mean length of the juvenile period.
According to (9), we can investigate the corresponding discrete population
model:
Xn+1 = re_N”Yn + (1 —dy —8)xy

ne N, 10
Yn+1 = 8xn + (1 - d2)yn (19)
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where N, = x,, + yn, N denotes the set of non-negative integers. Letow = 1 —dj —
8, u = 1 — d,. For ecological reasons, we assume that 0 < @ < 1 so that we have
0<d<1,0<u<l1,0<a+3d < 1. System (10) yields

neN. (11)

% Xny1 =re Ny, + ax,
Yn+1 = 8Xp + [yn

Clearly, E¢ = (0, 0) is the trivial equilibrium of system (11), corresponding to the
extinction of the species. There exists also a unique positive equilibrium

E*—( L=r 4, ré S ré ) (12)
S8+l (=8-S +1—pn (1-8)1-p))’

provided that Ry = % > 1, which can be referred to as a natural carrying
capacity equilibrium.

For the local and global stability of equilibria Eg and E*, we recall the following
theorems (see Gao and Chen (2005)):

Theorem 1. E is locally asymptotically stable if Ry < 1, and unstable if Ry > 1;
E* is locally asymptotically stable if Ry > 1.

Theorem 2. E is globally asymprotically stable if Ry < 1; E* is globally
asymptotically stable if Ry > 1.

As remarked in Gao and Chen (2005), Ry = % is the intrinsic net
reproductive number, or net reproductive rate. From theorem (2), if Ry > 1, then
the positive equilibrium E* exists and is globally asymptotically stable, so that,
on average, individuals replace themselves before they die, leaving constant the
unharvested population.

Now we introduce harvesting, as in the game theoretic framework described in
the previous section. The dynamics of harvested stock can be represented by the
two-dimensional system:

Xn+1 =r€_N”yn +oax, — O Hi(x,) neN, (13)
Yn+1 = 8xn + MYn — ®2H2(yn)

where ©1, ®, are two binary variables taking on the values {0, 1}. The reason to

introduce variables ®; is that of modelling the protection of a given age class by the

government so that if ®; = 0 then no fishing from class i is allowed. Moreover we

can study (at least numerically) what happens where ®; = 1 and ®, = 1.
Denotingby A; = [n(1 —y) +1]a;, B; = [n(1—y)+2]b;, B, = Z?Sl_)/)

7 Yisicf

cé .
G+

==L, j =1,...,m, then we have
q;.j Z?iqu../’J e

A4; By

Hi(x;)= ,
j(x;) B,  Bjx;

(14)
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which is nonnegative if x; > f;—’ However, it is important to remark that the pro-
J

posed total harvesting function is meaningful provided that x; > H;(x;) > 0.
A2 o L
When B; > ¢ then condition x; > H;(x;) holds true, and so harvesting is
. ; 47 .
meaningful whenever x; > ﬁ—’ On the other hand when B; < # then it is easy
: J : J

to show that a sufficient condition for x; > H; (x;) is that the biomass in age class

. . A AZ—4B;B; .
J is above a survival threshold, namely x; > % (B—’ + -’B—ZH , which also
B 4
implies nonnegative harvesting. For these reasons we will assume, also in numerical
. . P 4; _ B;
simulations, that H; (x) = min [x, max [O, B, T Bix

To simplify the notation, we set henceforth (Xn, yn) = (x, y), and we denote by
" the unit-time advancement operator.

Note that for ®; = 1 and ®, = 0, i.e., when only immature stock is harvested,
the two-dimensional dynamical systems in (13) can be represented as iterated point
mapping'

- —(x+y) _
T, { X =rye +ax — Hy(x), (15)
y =d8x+puy,

whereas for ®; = 0 and ®;, = 1 the system in (13) becomes

- —(x+y)
T, - { X =rye + ax,

16
y =08x + py — Ha(y). (16)

Finally for ®; = 1 and ®; = 1 we have the dynamics of a species where no
fishing limitation at all is imposed by the government, i.e.,

’

17
y =0x+ py — Ha(y). (1n

{ x = rye Ot 4ax — Hy(x),
T3 .

For simplicity from now on, we assume that all agents of the same type T €

{c,d} (cooperators or defectors) are homogeneous, i.e., ciT = CT, ql.T = qT,
T _ 3T ,T _ T : — (1 — ) EL 4 ce
hi; =h;. e ; =ej,sothat we can also write f = n(1 —y) pr R

Under these assumptions, by (3) and (14), profits of a representative agent of type
T € {c,d} from harvesting x; from stage j can be written as

nT B
T _ J L (Tl 4 ¢f
" n(l—y>+2[“’+x_/} (cTe] +e’). (19

which are positive for all x;, provided that the coefficients in the cost function are
sufficiently low.

! When only one age class is harvested, we suppress the subscripts in 4, B, 8, as no confusion
arises.
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An interesting characterization can be given in particular, when all agents (coop-
erators and defectors) are homogeneous, i.e., if ¢¢ = ¢¢ = gand C° = C¢ = C.

In this case condition x; > ﬁ (ensuring nonnegative harvesting) reduces to

xj > ﬂ From homogeneity W1th1n groups of agents and from (8), we have that
aHj — [ZCd_q (7+ajxj):| . . . 2qCCd_qu(* .
T bgdx, @4n(—y)? < 01if and only if x; > @ Again, when

cooperators and non-cooperators are homogeneous this last condition reduces to
xj > a,%’ which coincides with the condition on non-negativity of harvesting. To
Conclude, agent homogeneity is sufficient to ensure that as the cooperative level
y is increased a lower total harvesting for age class j is achieved. This point is
particularly important, since more cooperation among agents is equivalent to lower

harvesting in each stage class.

4 Fixed Points and Local Stability

We begin our analysis on equilibria in the benchmark cases (15) and (16) where only
one age class is exploited. Then we briefly consider the general case of harvesting
in both stages (17). As we showed earlier, when biomass level in a given age class
is too low, no harvesting takes place so that the model reduces to the one considered
in Gao and Chen (2005), whose equilibrium analysis has been previously outlined.
Hence, for the analysis of the three main cases (15), (16), and (17), the harvesting
function is taken as in (14), i.e., without constraints, unless otherwise stated.

4.1 Exclusive Harvesting of Infant Population

Let us consider the case of exclusive harvesting of infant population. The positive
steady state E (X, y) of the system (15) satisfies the following equation:

A 8 1+6—
1—a+——i=r—exp(—ux). (19)
1—pun 1—pu

Condition (19) says that the fixed point coordinate x is determined from the inter-
section points of an exponential function, ¥ (x) = 1'5 ( - Iﬁ—;“x) with the

function p(x) = 1 — o + % — %. Clearly, the function v (x) is strictly decreas-

s
1—p

(limx—+00 ¥(x) = 0). On the other hand, the function ¢ (x) is unimodal, being

ing and convex, with ¥(0) = > 0 and asymptotic to the horizontal axis

¢ (x) = 2'3x‘3x,¢ (x) >0if0 < x < Zﬂ and ¢'(x) < 0if x > A,andw1th
lim,_, o+ ¢(x) = —oo and hmx_,+oo¢(x) = 1 —a > 0. Notice that ¢(X) = 0 at
~ _ —A++/A2+4BB(1—a)

X = > 0. From the geometric properties of ¥ (x) and ¢ (x), it

2B(1—a)
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Fig. 1 Sketches of the existence of the positive equilibrium for the system (15). Parameters are
givenasr =20, = 0.7, 4 = 0.6,a =3,b =15n=100,C = C¢ =0.1,9° = ¢¢ =
0.75,y = 1. (a) 6 = 0.2 : a unique equilibrium (X, y) exists; (b) § = 0.1 : three equilibria with
coordinates X1, X», X3 exist

follows that system (15) has at least one positive steady state £ = (X, y) with coor-
dinates x and )7 satisfying X > X and y > 18_—XM respectively (see Fig. 1a), provided

that if B > thenx > %,orifB < %thenfc > %(%—i—,/“p;—gw) so that

harvesting at equlhbrlum is meaningful, as explained at the end of Sect. 3. Moreover
multiple equilibria can be obtained (see Fi g 1b). In this case for the positive equilib-

rium E = (X, y) it must also be that X < A 8 and y < A(Zlﬂ mE Sufficient conditions

for uniqueness of the positive equilibrium can be stated. For instance, it is easy to

verify that condition (I_M’)w < 1 ensures that only one equilibrium exists. Con-
dition ¥(0) < ¢ (%), ie., W < %, ensures the uniqueness of a
positive equilibrium E = (%, ) such that ¥ < ¥ < 2’3 and - <y < A(18ﬂu)

In general, the stability conditions of the positive ﬁxed p01nts can not be analyt-
ically given, as the analytical expression of positive fixed points can not be gained
and conditions on trace and determinants of the Jacobian matrix are quite involving.
To give some insights on the stability of equilibria, we rely on numerical analysis,
in particular to the so-called bifurcation diagrams, showing the possible long-term
values (equilibria/fixed points, periodic or chaotic orbits) of the system as a function
of one or two bifurcation parameters. As propensity to cooperate can be increased
by improving the conservative consciousness of exploiters, we mainly focus on the
impact of parameter y on biomass for each age class.

To begin with, let us consider a situation with n = 100 agents, whose catchability
coefficients and marginal costs are equal, disregarding the fact that they cooperators
and defectors. We set C¢ = C¢ = 0.5, ¢¢ = ¢? = 0.75 and we assume that the
landed resource (only infant population in this case) is sold in a market with maxi-
mum price a1 = a = 3 and marginal demand b; = b = 1.5. Biological parameters,
following Gao and Chen (2005), are given by ¢« = 0.7, § = 0.2, © = 0.6, and
r = 60. Moreover we considered the initial conditions (i.c.) xo = yo = 5. As the
net reproductive rate in this case is Rp = 37.5 , we know that, without harvest-
ing, the system converges asymptotically to the carrying capacity equilibrium E*
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Fig. 2 Bifurcation diagrams of the system (15), withi.c. xo = yp = 5;n = 100; C¢ = C¢ =
05,¢°=¢q? =075a=3;b=150=0.7;8=02; u = 0.6; r = 60; y € [0, 1]

given in (12). With harvesting it is possible to show, at least numerically, that for
any y € [0, 1] a unique steady state exists.

As we showed earlier, in this case total harvesting is a decreasing function of
the rate of cooperators y, so we are interested in understanding how a change in
the “propensity to cooperate” parameter y influences the long run behavior of the
system. In Fig.2a, b two bifurcation diagrams for the state variables x and y are
presented with bifurcation parameter y € [0, 1]. It is interesting to observe that
when all agents are cooperators (y = 1) the system still converges in the long run
to an equilibrium point. However, as long as a very small amount of agents begins
to defect, i.e., y < 1, then the steady state looses stability through a flip bifurcation.
For low values of y, a two pieces chaotic attractor exists, which vanishes through a
sequence of period halving bifurcations as y is increased to the value y = 1. Many
other numerical experiments confirm the complex dynamic arising when only the
infant population is exploited and y < 1.

However, the fact that all agents are cooperators does not necessarily implies that
the system converges to a fixed point. In fact another source of instability for this
model is a decreasing marginal demand b. Let us consider again the parameters
as in Fig.2, with y € [0, 1] and let us take the marginal demand » € [I.1,3].
The corresponding double parameters bifurcation diagram, depicted in Fig. 3 clearly
shows the typical period doubling route to chaos, obtained by decreasing y and/or
b (see white area). Indeed for this parameter constellation, it is always possible, for
any level of y, that a stable fixed point flip bifurcates to a chaotic attractor as long
as marginal demand b is reduced, or equivalently as long as the demand curve gets
more inelastic, being the elasticity E; = —1 + lf—q. This result is similar to the
one obtained in Onozaki, Sieg, and Yokoo (2000). We incidentally observe that for
essential goods, like food, price elasticity is usually low, so that complex behavior
is reasonable for the model at hand.
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Fig. 3 Two-parameters bifurcation diagram for » € [1.1,3] and y € [0, 1] and other parameters
as in Fig. 2

We end this section by showing a last bifurcation diagram, with all parameters
as in Fig.2, but n = 50 and r = 2000. Also in this case the unique equilibrium
(12) is stable when no harvesting takes place. When all agents cooperate (y = 1),
a generic trajectory is attracted by a stable 8, that flip bifurcates to higher order
cycles and a one piece chaotic attractor as soon as we decrease y. It is interest-
ing to observe the existence of a window with a three pieces chaotic attractor for
0.8566 ~ y ~ 0.8801 with a sudden jump in biomass of both age classes and a
window with a period five cycle for 0.8127 ~ y ~ 0.8177 (see Fig.4). From our
numerical experiments, we can infer that, on average, resource variability for both
age classes is decreasing in y. This last case will be compared with the one obtained
by harvesting only adult population.

4.2 Exclusive Harvesting of Adult Population
and the Complete Case

The positive steady state E (X, y) of the system (16) satisfies the following equation:

(I-a)f(»)

y =r exp(—=y — f(1)), (20)
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Fig. 4 Bifurcation diagrams for y € [0, 1] of the system (15), with n = 50 and r = 2000 and all
other parameters as in Fig.2

where f(y) = 3[(1 —pwy + 4 — -1%] Condition (20) says that the fixed
point coordinate y is determined from the intersection points of the function
n(y) = r exp(—y — f(y)) with the function £(y) = 52[(1 — p) + B% — ﬁ%]
Clearly, n(y) is strictly decreasing, convex, and asymptotic to coordinate axes, being
lim, o+ n(y) = +o00 and limy— 4 7(y) = 0. On the other hand £(y) is again

an unimodal function, with £ (y) = (IEJZBB_%, £(y) >0if0 <y < %
28

and £'(y) < 0if y > = with limy,_, o+ §(y) = —oo and limy— 400 E(y) =

(1_“)8&. Similarly as the previous case, we observe that £(y) = 0 at j =

—A++/A2+4BB(1—1)

3B—1) > 0. Therefore, we can state the existence for system (16) of
one positive steady state E (X, y) with coordinate y satisfying y < y and ¥ = f(3).
Also in this case we can numerically verify the multiple equilibria can be obtained.

Again it is not possible to give here analytical stability conditions for the gen-
eral case. Therefore we explore numerically the behavior of model (16) as main
parameters are changed.

Let us reconsider parameters as in Fig. 4 but now for the model (16) where only
adult population is exploited. This case is represented in Fig.5, where, similarly
to the case in the previous section, on average variability is decreasing in y and
periodic windows with low period cycles exist. For y € (¥, 1], with 7 ~ 0.84382,
the only attractor of the model is a stable two-cycle. This stable two-cycle undergoes
a (supercritical) Neimark—Sacker (NS) bifurcation at y = ¥, through which a two-
piece quasi periodic attractor becomes stable. Chaotic attractors are then created by
sequences of flip bifurcations as y is further reduced. In our numerical experiments,
we did not observe NS bifurcations for the model of exclusive harvesting of infant
population (15), so we conjecture that this is a typical feature of harvesting of the
adult stage only.
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x y

Fig. 5 Bifurcation diagrams for y € [0, 1] of the system (16), with all parameters as in Fig. 4

Now we consider a case with heterogeneity between cooperators and defectors.
As cooperative behavior could be regarded as a virtuous one, it can be either the
case that defectors are punished by the government (for instance by imposing taxes
on their catches) or that cooperators activity is less controlled by the authority. As a
consequence, harvesting by cooperators can be cheaper and/or more effective, i.e.,
respectively C¢ < C? and/or ¢° > g?. We investigate such a case with n = 10
agents who harvest only adult fish population, with C¢ = 0.1, C¢ = 0.5, ¢° = 0.3,
and ¢? = 0.2. Market demand (for the adult population) is specified by a, = a = 3,
b, = b = 1.5. Biological parameters given by r = 5, « = 0.2, § = 0.6, and
© = 0.9. A unique positive fixed point E(x, y) exists for all y and it is stable
for all y € [0, y.], where y. = 0.9485. As the value of the cooperative rate y
crosses the bifurcation value y., the positive fixed point E(X, y) loses its stability
through a flip bifurcation (see Fig. 6a, b). Further cascades of flip bifurcations lead
to a chaotic attractor as the cooperative rate y is further increased. For values of
y near its maximum level 1, diverging trajectories are obtained, as described in
the next section. This result is the opposite of the one obtained when cooperators
and defectors are homogeneous, in the sense that in this case the increment of the
cooperative rate y has a destabilizing role for the fixed point.

Now we briefly consider the case when both age-classes can be harvested. The
corresponding dynamical system is given in (17). To analyze equilibria, we begin by
considering the system (17) with H(.) defined as in (14), so that a positive steady
state E(x, y) of the system (17) satisfies the following equation:

AL B G D ey
yBi Bl)’f()’)+(1 * y rexp(—y — f(y) (1)
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Fig. 6 From a simple attractor to chaos with agents’ heterogeneity. Parameters are given as n =
10;C¢ =0.1; C* =0.5;¢° =03;9? =02;a=3;b=15a=02;6 = 0.6; u = 0.9;
r=15;i.c.xo = yo =5.() y €0, 1]; (b) zoom in with y € [0.9, 1]

where f(y) = 51 (y(l — W)+ ‘;—i — %) has already been studied in the previ-

ous paragraph. So the fixed point is an intersection between the strictly decreasing

exponential function 7(y), already considered in the previous paragraph , with the

function ¢(y) = yATll - % + (11— @ In this case, we have again that

limy,_ot ¢(y) = —oo and limy4eo¢p(y) = L= byt now there also
/ 2

exists a unique real number y = —22% (;1 ;; (1+_ 4£2ﬂ 2210 5 0 such that the

line y = ¥ is a vertical asymptote for ¢(y), with lim,_,5- ¢(y) = o0 and

lim,_,5+ ¢(y) = —o0. Also considering the constraints on harvesting, we have that

the dynamical system (17) has at least two equilibria (x’l“ yf) and (x’z“, v ), with
y{ <y < y;and x] < f(y) < x5 provided that at the lower equilibrium levels
x7 and y{, biomass at each stage is above the threshold specified in (3). Depending
on parameters, other cases can be treated similarly.

As for the previous cases, also here it is necessary to rely on numerical sim-
ulations. However we do not present new figures, as the dynamical scenarios are
similar to the ones previously described. In particular we remark that for low levels
of reproductive capacity r, the generic trajectory of system (17) diverges to minus
infinity as long as harvesting takes place. In this case harvesting will so deplete the
resource that it becomes extinct in finite time.

5 Some Insights on Global Dynamics

In this section, we use a global dynamic approach based on numerical methods
to analyze the topological structure of the set of initial conditions which generate
acceptable or feasible time path. Following Gu (2007), we shall refer to the set of
points leading to a whole trajectory contained in R%r = {(x,y)|lx =0,y > 0} as
the feasible set.
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In the numerical examples described in this section, we reconsider the case of
agents’ heterogeneity depicted in Fig. 6, i.e., biological parameters are given as r =
5,0 = 02,8 = 0.6, and u = 0.9, players’ parameters as n = 10, C¢ = 0.1,
c? =025, q¢ = 0.3, and qd = 0.2 and market’s parametersasa = 3and b = 1.5.
As we remarked in the previous section, in this case defectors bear higher costs for
their activity, for instance because the government wants to punish them for their
attitude.

We focus on the impact of changes in the cooperative ratio on the extent of the
feasible set. The influence of changes in the cooperative rate is of significant interest
to policy makers, since the cooperative rate can be increased by developing the
conservative consciousness of exploiters. Furthermore, we shall also investigate the
influence of changes in the cooperative rate on the structure of attractors (stable
equilibrium or cycles).

We first investigate the benchmark case (16), i.e., only mature biomass is har-
vested. Intuitively speaking, the high cooperative rate should prevent overexploita-
tion and lead to more conservation of biomass. However, apparently counterintuitive
results are possible when only adult population is harvested. This can be explained
by the assumed agents’ asymmetry, which advantages the cooperative attitude. Let
us consider the cases in Fig. 7, where the phase space is depicted for different levels

(] 0% 1 15 L]

(a) (b)

2] 1 LR o [E) [ [E]

(d) (e) ()

Fig. 7 The feasible sets for the system (16) with parameters r = 5, « = 0.2, § = 0.6. u = 0.9,
a=3b=15n=10,C° =0.1,C? = 05,9 = 0.3, ¢¢ = 02. (a) y = 0.9485; (b)
y = 0.958; (¢) y = 0.96; (d) y = 0.986; (e) y = 0.99; (f) y = 0.995
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of y. As the cooperative rate y is increased, the feasible set shrinks. For example,
the feasible set as shown in Fig. 7a, b is first quadrant Ri for y < 0.958. That is,
for a value of y up to a certain level, the steady state (see Fig. 7a) and, after the flip
bifurcation (at y, = 0.9485 as described in the previous section), the two-cycle (see
Fig.7b) and higher order cycles (see the 10-cycle in Fig. 7e) are global attractors
in R2+. As y reaches the value y; = 0.958, one cyan tongue, which characterizes
extinction of the species in finite time, appears in the first quadrant and its size
increases as y is increased from 0.96 to 0.995 (see Fig. 7c—f). In this case, the fea-
sible set for y > 0.958 is obtained by subtracting from the first quadrant Ri one
tongue, which represents the basin of attraction of diverging trajectories. Moreover
chaotic attractors arise as the cooperation rate is close to its maximum level [see
Fig.7f where y, = 0.995].

From this analysis we draw the conclusion that, under particular circumstances,
an increment in the fraction of agents who cooperate can lead to a reduction in
stability, both in the sense of a destabilization of simple attractors (equilibrium or
cycles) with birth of chaotic attractors and shrinking in the basin of attraction of
feasible trajectories. In fact, the shrinking of the feasible set may cause higher prob-
ability of extinction. Moreover, despite a seemingly large feasible set [see again
Fig. 7f], the boundary of the chaotic attractor is quite close to the boundary of its
basin of attraction (white region). In this case, small perturbations in the biomass
(e.g., an external event of modest proportions happens) might lead to the extinc-
tion of the species in finite time. So, although this dynamic is feasible over time, a
small displacement of its trajectory could lead to extinction of the species. As shown
in Fig.7, in this example as the parameter y is increased, the attractor changes
from a steady state to a cycle to chaotic oscillation and also its basin of attrac-
tion acquires a more complex structure, with the appearing of tongues of the basin
of diverging trajectories. However we remark that, in general, the complexity of
the attractor and of its basin are uncorrelated phenomena in discrete dynamical
systems.

As it is visible in Fig. 7f, the chaotic attractor is near the tongue of the unfeasible
set, so that when y is further increased, a contact between them occurs and a global
bifurcation called final bifurcation (or boundary crisis) happens. After this contact,
the disappearance of the chaotic attractor takes place so that a generic trajectory
is unfeasible, i.e., extinction of the species in finite time occurs. We recall that the
global bifurcations causing qualitative changes on the structure of the feasible set
can be explained by using the concept of critical curves for a non-invertible (many
to one) map (Mira, Gardini, Barugola, & Cathala, 1996).

For the same parameters but under the assumption that only infant popula-
tion is harvested, we found from numerical experiments that for all y € [0, 1],
any trajectory starting in Ri exits this set after a finite number of iterations. So
the feasible set is always an empty set. Under this parameter constellation, har-
vesting the infant population leads to the extinction of the species, whereas the
harvesting of adult population results sustainable for most levels of y. In fact, for
values of y before the boundary crisis, the population might fluctuate, but never
becomes extinct as long as the initial fish stock is in the feasible set (see again
Fig.7).



Stock Dynamics in Stage Structured Multi-agent Fisheries 71

6 Conclusions

Many researchers have studied the exploitability of common resources based on
game theoretical models. Most of them assume that all agents maximize their indi-
vidual profit competing for common resource or maximize their whole profit, i.e.,
they act as one agent. However, in the real world, agents may have different level of
consciousness for protecting the resource, and thus they may take different lines of
action. Furthermore, the underlying dynamical model is often based on exploitation
of a single species with no age structure. However, many species may have different
economic value in different ages, so that it is important to explicitly consider this
point.

In this paper, we have formulated a dynamical model assuming harvesting of dif-
ferent stages and multi-agent exploiters (cooperators and defectors). For this model
we have analyzed the existence and stability of positive equilibria, which character-
ize the sustainable use of the renewable resource, under different exploitable stages.
The underlying biological model without harvesting, proposed in Gao and Chen
(2005), has the simplest asymptotic behavior, i.e., convergence to a carrying capac-
ity. By contrast, we found a rich dynamic behavior as soon as harvesting takes place.
In particular, when all agents have the same economic parameters, then the more
they compete, the higher harvesting takes place. As a consequence the dynamic
complexity increases as soon as more agents defect, with a destabilizing influence
on sustainability of resource exploitation. Similar results are obtained by reducing
the demand elasticity of biomass.

We have also analyzed cases with agent heterogeneity. In particular we have
considered a situation in which defectors are punished for their behavior (e.g., they
are more heavily taxed or controlled by the authority). As a consequence the system
can be destabilized if many cooperators are present. For this example we carried out
a global study of the model showing a possible route to the extinction of the species
through a so called final bifurcation. Under these conditions, harvesting the infant
population should be forbidden, as it always leads to the extinction of population in
finite time.
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International Environmental Agreement:
A Dynamical Model of Emissions Reduction

Marta Elena Biancardi

1 Introduction

Over the last two decades, the interest in international environmental problems such
as climate change, ozone depletion, marine pollution has grown immensely and it
has driven an increased sense of interdependence between countries.

Cooperation among different countries appears necessary and this results in Inter-
national Environmental Agreements (IEA) such as Helsinky and Olso Protocol
signed in 1985 and 1994; Montreal Protocol on the reduction of CFCs that deplete
the ozone layer, signed in 1987; Kyoto Protocol, on the reduction of greenhouse
gases causing global warming, signed in 1997. In these IEAs, the number of signa-
tories varies considerably and this justifies the increasing interest of many authors
to explain why IEAs are ratified only by a fraction of the potential signatories and
to suggest strategies to increase their number.

Economists have emphasized two important aspects: agreements must be prof-
itable (there must be gains to all signatory countries), agreements must be self-
enforcing (in the absence of any international authority, there must be incentives for
countries to join and to remain in an agreement). So, the participation of countries in
an international agreement, to improve the quality of the environment, is a complex
question for different reasons. First, countries are sovereign and their participation
to IEA is voluntary, there is no supra national authority that forces countries to par-
ticipate to an agreement, as well as there is no international environmental judicial
system powerful enough to guarantee compliance to an IEA. Second, each country
may have an incentive to free-ride, in fact while the costs for reducing emissions are
carried out exclusively by the country that is taking action, the benefits of a reduc-
tion in emissions are shared by all countries, so that each country has the incentive
to wait for the others to reduce their emissions.

Literature has focused on IEA’s stability concepts in order to obtain some con-
clusions on the size that can be expected and to explain why some IEAs are large
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and others are not. Stable IEA means that no individual signatory country has any
incentive to leave the IEA and no non-signatory country has an incentive to join
the IEA.

Both Cooperative and Non-Cooperative game theory have been used to study
coalition formation.

In the Cooperative Game framework, Chander and Tulkens (1995) define y-core
concept starting from the classical core concept. Basically the coalitional stability
idea behind the y-core assumes that if a single player deviates from the grand coali-
tion, which is the coalition ratified by all potential signatories, this will lead to a
complete disintegration of the coalition so that we end up in the non-cooperative
Nash equilibrium in which all players act as singletons. The authors, using the
above concept and implementing transfers to solve the heterogeneity of the coun-
tries, reach the stability of the grand coalition which represents the full cooperative
solution. This approach supposes the existence of a large number of countries that
are predisposed to sign the agreement, from which the naming “grand coalition”
approach. It leads to an optimistic view on the size of the stable coalition.

In the Non-Cooperative Game framework the concept of Internal and External
stability has been applied to obtain the size of a coalition. The idea is to check for
which size of a coalition an individual country is indifferent either remaining in the
coalition or leaving it. Carraro and Siniscalco (1993), Hoel (1992), de Zeeuw (2008)
show that if signatories act in a Cournot fashion with respect to non-signatories then
the size of a stable coalition is very small. If countries act in a Stackelberg fashion,
where signatories are the leaders and non-signatories are the followers, a stable IEA
can have any number of signatories between two and the grand coalition (see Barrett,
1994; Diamantoudi and Sartzetakis, 2006; Rubio and Ulph, 2006). This approach,
known as the “small coalition” approach, leads to a pessimistic result about the
coalitions which can emerge.

The mechanism of the y-core is too strong, since it assumes that the initial coali-
tion falls apart completely, but the mechanism of internal and external stability is
too weak, since it assumes that only a deviation takes place.

Recent developments in game theory advocate the concept of farsighted stable
coalitions against previous notions of stability which are myopic and don’t reflect
the complexity and foresight of countries’ decisions about agreements.

When an agent contemplates leaving a coalition, it compares the welfare it enjoys
as a member of the coalition with the welfare it will enjoy once it leaves. The agent
implicitly assumes that once it deviates, no one else will want to deviate. But this
is not always the case. In fact, it is possible that another country may wish to leave
the coalition and so on. Thus, the agent must compare the starting situation with the
outcome at the end of the process, after a number of deviations. The final outcome
can be characterized as such only if no more countries wish to leave and no more
countries wish to join.

The concept of farsightedness inspired a series of works in an abstract environ-
ment such as Chwe (1994), in which the Largest Consistent Set captures this notion.
An outcome is stable and it is in the Largest Consistent Set if and only if deviations
from it do not occur because the deviation itself or potential further deviations are
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not unanimously preferred to the original outcome, by the coalition considering the
deviation.

The concept of farsightedness inspired also a series of papers in which this notion
of stability is applied in the context of IEA, such as Diamantoudi and Sartzetakis
(2002), Eyckmans (2001), de Zeeuw (2008).

This literature shows that farsightedness allows both large and small stable coali-
tions and so this concept reconciles the cooperative and non-cooperative approaches.
All papers quoted above study the stability of an IEA in a static context while
dynamic aspects are ignored, but environmental problems and in particular abate-
ments processes, are usually dynamic as well as the evolution of the stock pollutant.
In most models, it is assumed that countries reduce emissions in one step, but it is not
realistic and also not rational. The analysis of the stability of an IEA needs to incor-
porate the dynamic of the stock pollutant and of behavioural reactions of agents. For
these reasons we propose a non-cooperative game theoretic analysis of the IEAs
with a stock pollutant in a dynamic setting. Other authors as, for example, Rubio
and Casino (2005) and de Zeeuw (2008) have applied differential games and opti-
mal control methodologies to analyse environmental problems. In particular, Rubio
and Casino (2005) analyse the internal and the external stability of environmental
agreements in a dynamic framework, when environmental damages are associated
with a stock externality. Coalition formation has been designed as a two stages game
in which, in the first stage each country decides to join or not the coalition and in
the second stage signatories and non signatories play an emissions differential game.
Authors calculate open loop equilibrium and show, by a numerical simulation, that
a bilateral coalition is the unique self enforcing IEA. In de Zeeuw (2008) a model of
abatement is proposed as a difference game, because the state transition is given as a
difference equation. The feedback Nash equilibrium is found and, in order to study
the stability of an IEA, the concept of dynamic farsighted stability is introduced
showing as large and small stable coalitions can occur.

In this paper we propose an optimal control model with the objective to reduce
pollution at the lowest costs. Players determine their abatement levels in a dynamic
setting defined in continuous time. In the absence of cooperation, the abatement
process is slower and has higher costs than in case some countries cooperate. In the
differential game proposed, Open Loop Nash equilibria and Feedback Nash equilib-
ria are calculated in order to determine the optimal paths of the abatement levels and
of the stock pollutant. The results obtained are the same and depend on the param-
eter p which is defined in the cost function and which can be seen as a measure of
the environmental awareness of countries. Stability conditions, such as internal and
external stability or farsighted stability, are applied showing that different answers
about the size of a stable IEA can be obtained.

The paper is organized as follows. In Sect. 2 we describe the model; in Sect.3
the open loop Nash equilibria of the differential game are calculated and in Sect. 4
the analysis of the stability is proposed. In Sect.5 Feedback Nash equilibria are
obtained showing that they agree with the ones obtained using open loop strategies.
Some concluding remarks are given in Sect. 6.
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2 The Model

Let us assume that n identical countries decide to abate emissions in order to reduce
the environmental pollution. Initially the accumulated emissions are at a level so and
each country i chooses an abatement level, a; (¢),i = 1,2,...,n, where a;(¢) > 0,
like an investment in green technology or a structural change. The dynamic of
accumulated emissions is given by the following differential equation

§(y =L =Y ai(t)—ks(t) s(0) = so. (1)

i=1

L represents a constant source of pollutant, resulting from business-as-usual, with-
out environmental concern, it is the baseline emissions, i.e. the level of emissions
when the countries do not abate and it is assumed to be constant over time. In order
to reduce accumulated emissions, abatement has to compensate the constant source
of pollutant and so this implies that L will affect the abatement levels. k is a positive
rate of pollution decay by natural processes.

Since s(¢) > 0 the following constraint must be satisfied

L
0<ait)<= Vi=12,....n )
n

s0, we suppose, by the symmetry, that a single country is allowed to abate only a
fraction of the emissions produced by itself.

We assume that players minimize a cost function ¢; (a; (t)) which is the sum of
two terms: the abatement costs and the costs due to remaining pollution. It is very
common in literature to consider this kind of cost functions in which the two terms
can be linear or quadratic function. In this model we consider the first term quadratic
and the second one linear. So, the cost function for each country is

cilar () = 306 + 5ps0). 3)

A major role is played by the parameter p > 0; it can be seen as a measure of the
environmental awareness of countries, i.e. it denotes the relative weight attached to
the damage costs as compared to the abatement costs. By symmetry, p is the same
for every country.

We follow the non-cooperative game theory approach in order to describe the
formation of coalitions because countries, in international negotiations care only
about their self interest and moreover because the predictions coming from the
cooperative game theory, about abatement levels and global costs, do not fulfill. As
most of the literature quoted into introduction, we discuss a class of non-cooperative
games of coalition formation, where all players announce simultaneously and
independently their decision to form coalitions and their abatement levels. This
assumption excludes the possibility that one of the countries has any advantage in
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the game (see Carraro and Siniscalco, 1998). Among the simultaneous games, we
considers open membership games in which any player is free to join or leave a
coalition. Accordingly, players cannot specify in advance the coalition they wish to
form, rather players announce a message and coalitions are formed by all players
who make the same announcement. So, we have a two stages game, in which in the
first stage each country decides whether to join or not the agreement while in the
second stage each country chooses his abatement level.

The game is solved in a backward order. Let us assume that, as the outcome of
the first stage game, there are m signatory countries i = 1,...,m) and n — m
nonsignatory countries (j = m + 1,...,n). So, we consider a simple structure
in which there is only one coalition while the other countries play as individual
outsiders.

In the second stage, non signatory countries choose their abatement levels act-
ing non-cooperatively in order to minimize the present value of their costs taking
as given the strategy of the other countries; signatory countries choose their abate-
ment levels acting non-cooperatively against nonsignatories in order to minimize
the present value of the aggregate costs of the m signatories. Signatories also take
as given the strategies of nonsignatories. The optimal abatement levels and accu-
mulated emission paths are given by the Nash equilibria of a differential game.
Consequently it is possible to obtain the equilibrium present value of the costs of
a signatory country C;(m) and of a nonsignatory country C;(m). In the first stage,
countries have the choice between acceding to an IEA or remaining a non signatory.
The Nash equilibria of a game, as the one described above, correspond to internal
and external stability conditions, introduced by D’ Aspremont et al. (1983) in the
context of cartel formation and applied by Carraro and Siniscalco (1993) to IEAs.
Internal and External Stability have been proposed for static emission games, but
can be extended to dynamic games.

A coalition of size m is internally stable if no member has an incentive to leave
the coalition because the costs for an outsider in respect to a coalition of size m — 1
are larger than the costs for a member of an m-sized coalition. External stability
means that no country has an incentive to join a coalition of size 1 because the cost
for a member of a coalition of size m + 1 is higher than for an outsider to a coalition
of size m. We have the following definition:

Definition 1. A coalition of size m is said to be stable if it is internally stable,
ie. Ci(m) < Cj(m — 1) and externally stable, i.e. C;(m + 1) > C;(m) where
i=1,....mandj =m+1,...,n.

The concept captures the idea of voluntary participation since it can be shown that
if a coalition is internally stable it is also profitable, that is, all participants receive
more than in the status quo. A deeper investigation shows that the internal and
external stability definition is too weak, since this assigns a myopic behaviour to
players assuming that no further deviations take place. Moreover key results of this
stability concept are that the number of signatories falls short of the grand coali-
tion and the equilibrium coalition is usually rather small. For most model, in this
traditional approach, the result about the stability is rather grim but small coalitions
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which are stable can exist. In particular in our model , using the internal and the
external stability, we will see that if m = 1 we obtain the standard Nash equilibrium
between individual countries which is not externally stable and so no stable. So, it
is quite realistic to start from the situation in which all countries are singleton and
to arrive to the formation of small stable coalitions. In fact, the instability of the
coalition of size one, induces countries to join an agreement and we will reach the
conclusion that coalitions of size 2 and 3 are self-enforcing. In these cases, in fact,
cooperation decreases the costs and so, if there are only two or three signatories in
the agreement they lose leaving the coalition. On the other hand, we also we will
find that nonsignatories cannot gain joining the agreement, so that it is stable.

To overcome all these drawbacks, the concept of farsightedness has been intro-
duced in literature, see, e.g. Chwe (1994). The concept of farsightedness is suffi-
ciently rich to allow for a set of large and small stable coalitions.

A country belonging to a coalition of size m decides to abandon the coalition if
its current cost C;(m) is higher than the cost he should pay leaving the coalition.
Nevertheless, by the farsighted approach, he will not simply compare its actual cost
with the outsider cost C;(m — 1), but he will take into account the possibility that
if he leaves the coalition then other coalition members may find it convenient to
abandon the coalition, too. So, a disgregation process of the coalition can arise and
then a country which decides to abandon a coalition of size m must compare its
cost as a member of the coalition with the cost that it should pay as an outsider of
the remaining coalition at the end of this disgregation process. If no country has
an incentive to leave a coalition of size m, behaving in a farsighted way, then the
coalition is said to be internally farsighted stable. A similar definition is given for
the external farsighted stability.

The following definition, based upon the concept of the Largest Consistent Set
by Chwe (1994) and proposed by Diamantoudi and Sartzetakis (2002) in order to
study the farsighted coalitional stability, captures the above ideas and it shows that
it is possible to construct a farsighted coalition, step by step, in a recursive way.

We consider a set o which is the collection of all farsighted stable coalitions,
where a coalition is called farsighted stable if it is both internally farsighted and
externally farsighted stable. The construction of o can appear complicated because
of its recursive nature. But this recursivity defines some kind of consistency require-
ment for deviation. The recursivity is resolved assuming that coalitions of size 1
belongs to the set o of farsighted stable coalitions.

Definition 2. A coalition of size m is internally farsighted stable if a finite sequence
of coalitions of sizem —1,...,m—s, wheres € 1,2, ..., m, such that the coalition
of sizem —sisino and C;(m — j) > C;(m —s) Vj =0,1,...,5s — 1, doesn’t
exist.

A coalition of size m is externally farsighted stable if a finite sequence of coali-
tionsof sizem + 1,...,m + s, where s € 1,2,...,n — m, such that the coalition
of sizem + sisinoand C;(m +s5) < C;(m+ j) Vj =0,1,...,5s — 1, doesn’t
exist.
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3 The Open Loop Nash Equilibria of the Differential Game

In order to obtain a self enforcing IEA, we calculate the open loop Nash equilibria
of the abatements differential game. Let us assume that § > 0 is the discount rate,
assumed common to all countries. Given the abatement levels of outsiders, signato-
ries commit to a level of abatement that minimize the sum of the costs present value
of the countries in the agreement

mini /Jm e (lah(f)z + lp s(t)) dt 4)
aj e 0 2 2
which is equivalent to
“ e —8t 1 2 1
n}gx};/o —e (Eah(t) +5P s(t)) dt. (5)

Given the abatement levels of cooperators, nonsignatories commit to a level of
abatement that minimize the discounted present value of the costs which is equiva-
lent to

max/+oo—e_‘” (131(1)24- lPS(I)) dt. (6)
a;j Jo 2 2
In both cases, countries face the same dynamics
m n
S0 =L=Y a0~ Y aj(©)—ks@) s(0)=s (M
i=1 j=m+1

with the constraint on the control variables given by (2).
Let us define the current value of the Hamiltonian in the standard way

H:_Z( ah+ ps)—l—k L Zah_ Z aj—ks ,izl,...,m,

h=1 Jj=m+1
1 1 - P .
Hj=-\3 ]+2ps Zaz—vZ aj—ks), j=m+1....n
i=1 Jj=m+1

where A; and A ; are the adjoint variables. We obtain the following set of necessary
conditions for an interior open-loop equilibrium

al:_klv izlv"'sms (8)

aj =-A;, j=m+1,...,n, )
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provided these expressions stay within the interval [0, L/n].

Note that the second derivative of H with respect to a; and a; is 3> H/da* =
—1 < 0, so that (8) and (9) satisfy the second order condition for the maximum of a
function.

The adjoint equations are

. 1
A =(8+k)k,~+§mp, i=1,...,m, (10)
. 1
Aj =@+ +5p. j=m+lon, an

and the transversality conditions

1ir+n e =0, i=1,...,m, (12)
t—>+o00
t_l)illlooe_StlJ':O, j=m4+1,....n. (13)

Because of the symmetry assumption, the n equations given by (10) and (11) reduce
to two. Solving them and using the transversality conditions (12) and (13) which are
sufficient because the Hamiltonian functions are strictly concave in s, we obtain
m
Mi=—— _ and A ;=

2(8 + k)

__r
208 + k)

The constraint on the control variables given by (2), (8) and (9) lead to the following
optimal abatement levels

mp mp L
— 0 —/———- < — =1,...,m,
26 + k) =26+k)-n
a; =
L L
n 264+k) n
for a signatory country;
p : p L
L fo<——— <2 =m+1,....n,
26+ VTG s on Tt "
Clj=
L L
n 264+k) n

for a non signatory country.

Note thatif 0 < ﬁ < % the abatement levels are always higher under coop-
eration otherwise they are the same for cooperators and defectors. In particular, if
0 < % < % the abatement level a;, due to each member of the coalition is
positively correlated with the size m of the coalition. It means that if the number of
countries that sign the agreement increases then the abatement level increases; a non
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signatory country, instead, considers only its own abatement level which does not
depend on the number of the signatory countries. Both the abatement levels a; and
aj are positively correlated with p and so, if the relative weight of the damage costs
compared with the abatement costs increases, also the abatement levels of signato-
ries and of nonsignatories increase too, confirming that the parameter p is also an
indicator of the environmental awareness of the countries. Moreover a; and a; are
inversely correlated with the natural decay rate k and with the discount rate §. This
means that if k increases and so, if there is a fast natural decay of the accumulated
emissions, then abatement level decreases, in the same manner if § increases and
so, if countries don’t give value to the future because they are less farsighted, the
abatement levels decreases, t0o.

In order to simply the computations and to compare the abatement levels and the
discounted present value of the costs, let

L _2LG+K)
==

a parameter which represents the combined effects of the values assumed by L, 6, k,
of the number of the countries and of the relative weight p.

We have distinguished three different cases, depending on the value of the
parameter r, with regard to the number of cooperators m.

Case I

If r > m then

mp

ai=—i= p
2(8 + k)

1,...,m and Cl/=m

j=m+1,....,n. (14)

Optimal abatement levels are constant and signatories abate m times more than
nonsignatories, so the abatement levels of nonsignatories are smaller than of sig-
natories. The accumulated emission path is

| m’p  (n—m)p —kt
s(t) = spe +E|:L_2(8+k)_2(8+k)i|(l_e ) (15)

which is a positive, increasing and concave function if sg < L | L — 722 (i=mp
p ] g 0<% 20+k) ~ 2(8+k)

otherwise it is a decreasing and convex one. Moreover, in both cases, for t — 400,
) 2 _ .
s(t) approaches asymptotically the value [L — 5610 %], which repre-

sents the steady state value of accumulated emissions for the first case. It is easy to
prove that this value decreases as the number of countries that sign the agreement
increases.

Case Il

If 1 <r < mthen
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ai=—1i=1,...,m and aj:L
n 2(6 + k)

j=m+1,...,n; (16)
Optimal abatement levels are constant but while cooperators stop producing emis-
sions, outsiders abate the same quantity of the first case. The accumulated emissions
path is

_ —kt (n—m) £_ P _ ,—kt
s(t) = spe +—k |:n —2(8+k)i|(1 e " (17

Lo PR . L n-m) [ L p
which is a positive, increasing and concave function if 5o < [— ~ 5% +k)]

n
otherwise it is a decreasing and convex one. Moreover, in both cases, for t — 400,

s(t) approaches asymptotically the value (";—m) [% - ﬁ], which represents the

steady state value of accumulated emissions for the second case. Also here, this
value decreases if the cooperators increase.

Case 111
If r < 1 then

L L
ai=—1i=1,....m and a;=—j=m+1,...,n. (18)
n n
Optimal abatement levels are constant and both cooperators and defectors stop
producing emissions. In this case the role of a signatory and of a non signatory is
the same. The accumulated emissions path is

s(t) = soe ¥ (19)

which is a positive, decreasing and convex function and for t — 400, it approaches
Zero.

4 Stability

We want to apply the conditions of myopic and farsighted stability proposed in the
above sections, in order to obtain the size of stable coalitions.

First of all we need to calculate C;(m) and C;(m); substituting the obtained
optimal control paths of the pollution stock and of the abatement levels in (4) and in
(6), we have the following results.

Case I

If » > m then

m?p? P [L m?p _(n—m)p] Pso

(20)
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P P _om’p  (n—m)p PSo
G = G602 T 286+ k) [L 26+6) 2(8+k)} 26+ k)
21
Case Il
If 1 <r < mthen
12 pe=m L p P
Citm = S5 T 26+ k) [5_2(8+k)} wrh P
P p-mTL p P
= 56102 T 286 1 k) [n 2(8+k)] T @

It is very easy to prove that, both in the first and in the second case, the present value
of the costs of a nonsignatory country is lower than the discounted present value of
the costs of a signatory for all m in the interval [2, n], i.e.

Ci(m) > C;(m).
If m > 1 the following inequality is satisfied
Cj(m) < Cj(l).

It means that the present value of the costs of the outsiders are also lower then
the present value of the costs in the Nash equilibrium between individual countries
(m = 1). The result will be that the coalition of size one will be instable.

Moreover it is possible to prove that both the discounted present value of the
costs of signatories and the discounted present value of the costs of nonsignatories
decrease if the number of signatories increase. The result will be that signato-
ries always do better withdrawing from the agreement whenever the number of
signatories is higher than 3 and so that a low level of cooperation can be expected.

Case 111

If r <1 then

L2 pse

26n%2  2(8 + k)
In this case the costs are the same indifferent if there is participation to a coalition.

Therefore in the following we definitively assume that 7 > 1 and in our analysis we

consider only the first and the second case.

Ci (m) = Cj (m) = (24)

4.1 Myopic Stability

In order to have the internal stability of a coalition of size m > 1 (it is not possible
to prove the internal stability of a coalition of size m = 1) we need
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Ci(m) = Cj(m—1). (25)

We start supposing that m satisfies the constraint given by the first case, i.e. r > m;
obviously r > m—1 and so C; and C; are given respectively by (20) and (21). Then
(25) becomes

m?p? p m*p  (n—m)p Pso
856+ k)2 T 286 + k) [ TG4k 2(8+k)}+ 26+ k)
L [L_(m—l)zp_(n—mﬂ)p} PSo
S 8G+h2 28GR 264k 261Kk 26 1 k)

Solving the above inequality we have that its solution doesn’t depend on r and it
holdsif 1 <m < 3.

If we suppose that m satisfies the constraint given by the second case, i.e. r < m,
it is necessary to consider two different subcases.

Ifm—1<rthenl <r <m <r+1andC; and C; are given respectively by
(22) and (21). Then (25) becomes

L? pn—m) L p DSo

w02 T %8G+ k) [Z TG+ k)} TS
L [L_(m—l)zp_(n—erl)p} Pso
=86 +R2 2861k 261k 261K 261 k)

Solving the above inequality we can conclude that the subcase analysed give us
coalitions of size m which are internally stable if 2 < m < 3and1 <r < 3;
otherwise, if r > 3 there aren’t coalitions which are internally stable.

The second subcase is obtained considering, again, that m > r but that also
m—1 > r;sowehavethatm > r +1 > r > 1 and C; and C; are given
respectively by (22) and (23). Then (25) becomes

L? pn—m) L p DSo
26n2 ' 28(8 + k) [Z 206+ k)} 2(8 + k)
- p’ +p(n—m+1)[£_ P }Jr pso_
88(8 + k)2 266+k) |n 20+k) ] 26+k)

Solving the above inequality it is possible to prove that its solution doesn’t depend
on m and it is always true if and only if » = 1. So, we conclude that if r # 1 there
aren’t coalitions which are internally stable, if r = 1 then any coalition of size m is
internally stable.

In order to have the external stability of a coalition of size m > 1 we need

Cim+1) = Cj(m). (26)
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If m = 1,1i.e. if we consider the full non-cooperative abatement, the analysis reduces
only to the first case when r > 1, then C; and C; are given respectively by (20) and
(21) and (26) becomes C; (2) > C;(1) which is equivalent to

4pr b [ P B 2)1?} Pso
85(5 + k) ' 288 + k) 26+k) 26+k) ] 26 +k)
N N [L_ P _(n—l)p] Pso
~ 856+ k)2 2805+ k) 26+k) 26+k) ] 26+k)

It is never held, so we conclude that the Nash equilibrium between individual
countries is not externally stable and so it is instable.

Now, we suppose that m > 1 satisfies the constraint given by the first case, i.e.
r > m,ifalsom + 1 < r then C; and C; are given respectively by (20) and (21)
and (26) becomes

(m+1D2?p> _ p [L_(erl)zp_(n—m—l)p} PSo
88(8 + k)2 ' 28(5 + k) 28 + k) 2(8 + k) 28 + k)
Y [ _ m’p  (n —m)p} L P
T 888+ k)2 28(8+k) 26+k)  2(8+k) 2086+ k)

which holds Vimm > 2.

If we suppose that m satisfies the constraint given by the first case, i.e. 7 > m but
ifm+41>rthenr —1 <m <r,soC; and C; are given respectively by (22) and
(21) and (26) becomes

L>  pn—m—1) [g_ p } Pso

2602 28(6+k) |Ln 20+k)| " 26+k)
N S . [ _m?p _(n—m)p}r Pso
~85(5+ k)2 ' 28(5 + k) 26+k)  206+k) ] 26+k)

Solving it, we obtain that if 2 — V2 < r < 2 + /2 then coalitions of size m, with
2 < m < 3, are externally stable, instead, if r < 2 — ﬁ vV r > 2+ +/2 then all
coalitions of size m with r — 1 < m < r are externally stable.

If we suppose that m satisfies the constraint given by the second case, i.e. r < m,
then obviously r < m 4 1 and so C; and C; are given respectively by (22) and (23)
and (26) becomes

L? Lpa—m=DFL __ p Pso
2n2 " 286+k) |n 26+k)] 26 +k)

. r +p(n—m)[£_ P } Pso
T 8B +k)2 2+k) | n 208+k) 2086+ k)



86 M.E. Biancardi

which doesn’t depend on m and is always true.

Combining internal and external stability we have shown that the requirement of
myopic stability is only satisfied for very small coalitions, in particular, only coali-
tions of size 2 and 3 can be stable, confirming the results obtained in the literature
quoted in Sect. 1.

4.2 Farsighted Stability

We want to determine the size of farsighted stable coalitions. We use a recursive
argument. Let us assume that a farsighted stable coalition of size m > 1 exists and
we start supposing that m satisfies the constraint given by the first case, i.e. r > m.
In order to have the smallest farsighted stable coalition larger than the coalition of
size m, we need to find the smallest integer 4 such that 1 < h <n — m and

Ci(m + h) < Cj(m). 27)

Before studying the conditions for which (27) is satisfied, we have to characterize
the costs of cooperators and of defectors which depend on the relative positions of
m + h and r. In fact, if m + h < r, then C; and C; are given, respectively by (20)
and (21); if m + h > r then C; is given by (22) while C; by (21), again.

If we suppose that m + h < r, then (27) becomes

(m + h)p? p [L_ (m+h?p (n—m—h)p} PSo
85(5 + k)2 " 28(8 + k) 206+ k) 206+ k) 206+ k)
p2

- L P [L_ m?p _(n—m)p} Pso
~85(8+ k)2 28(8+k) 26+k)  2(8+k) 2086+ k)

which is satisfied if
h>{2mm—-1)—(m-—1),
m+h>2m@m-—1)+ 1.

Let g(m) defined as the smallest integer greater than or equal to /2m(m — 1) + 1,

i.e.
gim) =[v2m(m —1) + 1].

If g(m) < min{[r], n} then the size of the smallest farsighted stable coalition larger
than the coalition of size m is g(m).
If we suppose that m + h > r, then (27) becomes

that is

L>  pla—m=-WIL__p | __ps
20 286+k) |n 264k ] 26+k)
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P’ P [L m*p _(n—m)p} PSo

SBGLk? BT 26+0 2640 T 26+ 0

which is satisfied if .
sy 2D
2 r—1

and so 5 5
2m* —2m — 1
m+h < e e tr =A.
2(r—1)

Let w(m) defined as the smallest integer greater than or equal to A, i.e.

w(m) = [A].

If wim) > [r] + 1 and [r] + 1 < n then the size of the smallest farsighted stable
coalition larger than the coalition of size m is [r] + 1.

Now, we suppose that 1 < r < m, then C; and C}, in (27), are given by (22) and
(23) and we have

L? L pa—m=WL _ »p Pso
26n2 28(6 + k) n 206 +k) 2(8 + k)
__p pa=m[L__p . _pso
T 85(8+k)?2  28(6+k)Ln 2086+k) 2(8 + k)
which is satisfied if
r+1
h >
-2
and so
r+1

m+h>m+ ——.
- 2

r+1

Let z(m) defined as the smallest integer greater than or equal to m +

z(m)=|:m+r-;1:|

then the size of the smallest farsighted stable coalition larger than the coalition of
size m is z(m), provided that z(m) < n.

We propose some numerical examples which show how the size of the farsighted
stable coalitions changes, as the value of p varies.

We fix the following values: n = 100, L =100, k =1, § =1, s = 0.
Let p = 0.01, then the following coalitions are farsighted stable

,l1.e.
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Let p = 0.1, then the following coalitions are farsighted stable
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Let p = 1, then the coalitions of size m = 2 and m = 3 are farsighted stable. More-
over any coalition of size m = 3r — 1 witht = 2,3, ..., 33 is farsighted stable. The
largest farsighted stable coalition is m = 98.

Let p > 4, then any coalition is farsighted stable.

Concluding this section we can say that using the concept of farsighted stability
both large and small coalitions can occur. Moreover we observe that the parame-
ter p has an interesting role in the determination of the size of stable coalitions,
in fact the numerical simulation shows that if p value increases then the size of
coalitions which are farsighted stable increases too. This result underlines how the
greater environmental awareness of countries leads to stable coalitions which have
greater sizes. In this way it is possible to obtain also the stability of the grand
coalition.
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S Feedback Nash Equilibrium

Open loop strategies imply that each player commits himself to his entire course
of action at the beginning of the game and will not revise it at any subsequent
moment. In this section we abandon this assumption assuming that players use
feedback strategies. A feedback strategy consists of a contingency plan that indi-
cates the optimal value of the control variable for each value of the state variable at
each point in time. It has the property of being subgame perfect, because after each
player’s actions have caused the state of the system to evolve from its initial state to
a new state, the continuation of the game may be regarded as a subgame of the orig-
inal game. We can say that in this case each player has committed to a rule which
yields the optimal value of the control variable in each moment as a function of the
state of the system at that moment. A feedback strategy must satisfy the principle of
optimality of dynamic programming.
The Hamilton—Jacobi—Bellman equation for signatories is

m m n
8V = max —Z(lai—l—lps)—i-l// L—Zah— Z a;j —ks
laiy | 1o 2 2 h=1 j=m+1
(28)
The Hamilton—Jacobi—-Bellman equation for nonsignatories is

1 1 m n
Wi:?clﬁ)i _(§a§+§ps)+vj L—Zai—.z aj—ks|¢, (29)
J i=1 j=m+1

where V;(s) and V;(s) denote the optimal control value functions of the coalition
and of a nonsignatory associated with the optimization problem (5) and (6), i.e. they
denote the minimum present value of the cost flow subject to the dynamic constraint
of the accumulated emissions; Vi’ and ij are the first derivative with respect to the
state variable s.

The optimal value of the control variables must satisfy the first order conditions
for an interior feedback Nash equilibrium, that is

—ai—=V/ =0, i=1....m, (30)

—a; =V} =0, j=m+1...n. €1V

These conditions define the optimal strategies of abatements as functions of accu-
mulated emissions; so, the constraint on the control variables given by (2), (30) and
(31) lead to the following conditions on the abatement levels
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0 if —V/ <o,

L
a =1V if 05—1@’5; i=1,....m,
. L
— if —V/>—,
n n
for a signatory country;
0 if —VJT<O,
! . ! L ;
aj = —Vj if 0§—Vj§; j=m+1,...,n,

L . oL
— if —Vi>—,
n 7 n

for a nonsignatory country.
We have analysed all possible combinations between interior and boundary a;
and a; values.

L L
If we suppose that 0 < —V/ < — and 0 < —V/f < —, thena; = —V/ and

n n
aj = —VJ{. Substituting these abatement level expressions in (28) and in (29), we
obtain the following nonlinear differential equations

1
SV, = %(V/)Z + V(L + (1 =m)V} —ks) = mps. (32)

2 —2m— 1 1
§V; = (%) (V)2 + VI(L +mV{ —ks) - 5 Ps. (33)

In order to compute the solution of the above equations, given the linear quadratic
structure of the game, we guess that the optimal value functions are quadratic and
consequently the equilibrium strategies are linear in respect to the state variable.
Precisely, we postulate quadratic value functions of the form

1

Vi= Jeis® + Bis + i, (34)
L 2

V=S4 Brs + . (35)

where «, 8, i are constant parameters of the unknown value functions which are to
be determined. Using (34) and (35) to eliminate V;, V7, Vi’ and V/f from (32) and
from (33) and equating, we yield the following system of algebraic Riccati equations
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for the coefficients of the value functions
m
%aié’ = E“;’Z + (n —m)ooj — ko,
Bi8 = ma;Bi + La; + (n —m)aiBj + (n —m)Bio; — ki — tmp,
m
Wi = Bi [ 3B+ L+ (n—mp,].

2n—2m—1
%OljS = (%)a?—i—maiaj—kaj,

B8 = (@n—2m—1)a;p;+ Laj —kB; +ma;Bi +meij — 5p.

1js=B; [(%) Bj+ L+ m,Bi:| :

This system has four solutions, but only one produces value functions satisfying
the stability condition. To obtain this condition we substitute the linear strategies

ai = —o;s —Pi, a; =—a;s—p; (36)

in the dynamical constraint of accumulated emissions. We obtain the following
differential equation

§=[ma; +(n—m)a; —kls+L+mp; + (n—m)p;. (37)
The stability condition is

di
—S=moc,~+(n—m)a,~—k<0
ds ‘

which is satisfied only by the following solution of the system

mp
2(k +8)°

P

i = '=07 i = - 5
%= p 20k +9)

Bj =

_ mp(4kL +4L§ — p(m? —2m + 2n))

Hi= 85(k + 6)2 ’
_ pUkL +4Lé - p(2m? —2m + 2n — 1))
Hi= 85(k + 6)2 ‘

~

L
This solution, combined with the constraints 0 < —V/ < — and 0 < —V]f < —,
n n
gives us the optimal abatement levels:
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mp p

436+ k) 206 + k)

and a; =

when the following condition on p is satisfied

2L(5 + k)
ps———
mn

which is equivalent to
m=<r.

It is possible to conclude that the Feedback Nash equilibrium obtained, coincide
with the open loop Nash equilibrium given by case 1.

L
If we suppose that —V/ > — and 0 < —ij < —,theng; = —anda; = —V]f.
n n n
Reasoning as above we obtain

L and _P
a;, = — a; =
"Tn P28+ k)

when the following condition on p is satisfied

2UEHK) ) _2LE+)
mn n

which is equivalent to
1<r<m.

Again we conclude that the Feedback Nash equilibrium obtained coincides with
the corresponding open loop one given by case II.

If we consider the remaining combinations between a; anda ; values, it is possi-
ble to prove that solutions of the Riccati system don’t satisfy the constraints and so
they don’t represent feedback Nash equilibria.

So, we conclude this analysis, claiming that, in the model proposed, Feedback
and Open Loop Nash equilibria are the same.

6 Concluding Remarks

The present paper studies the problem of computing the size of a stable coalition in
an International Environmental Agreement.

We studied a differential game in which abatement levels are associated with a
stock pollutant. Coalitions formation has been designed as a two stages game in
which in the first stage each country decides to join or not a coalition, instead, in
the second stage, nonsignatories and signatories determine the optimal paths of the
abatements and so, the path of the global emissions.
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The model has the objective to reduce pollution at the lowest costs; the cost
function of every country is characterized by the presence of a parameter p which
gives us the measure of the environmental awareness of countries.

Open loop Nash equilibria and Feedback Nash equilibria have been analysed
showing that they carry out to the same solution of the differential game.

Stability conditions, such as myopic stability or farsighted stability have been
applied showing that different results about the size of a stable IEA can be obtained.
In fact using internal and external stability, which characterize myopic stability, we
reached the conclusion that only coalitions of size 2 and 3 are stable, independently
of p value. This result confirms the pessimistic conclusion to which some papers
quoted in the introduction arrived. Using the concept of farsighted stability we have
shown that both large and small stable coalitions can occur. In particular, our numer-
ical simulation shows that the parameter p has an interesting role in the determina-
tion of the size of stable coalitions, in fact if p value increases the size of coalitions
which are farsighted stable increases too, and this result underlines how the greater
environmental awareness of countries leads to stable coalitions which have greater
sizes. In this way it is possible to obtain also the grand coalition’s stability.

A possible step for a forthcoming paper could be the study of stable coalitions
modifying the costs function or relaxing some assumptions of the game’s rules.
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R&D Cooperation in Real Option Game
Analysis

Giovanni Villani

1 Introduction

In recent years, the real option theory has been widely used in evaluating invest-
ment decisions in a dynamic environment. The market developments are complex
and so the conventional NPV (Net Present Value) rule undertakes the value of a
project because this method fails to take into account the market uncertainty, irre-
versibility of investment and ability to delay entry. The well accepted paradigm in
real option theory states the equivalence between investment opportunities of firms
and financial contingent claims, allowing for managerial flexibility.

Several models, such as Lee (1997); Shackleton and Wojakowski (2003); Trige-
orgis (1991) and so on, are based on the assumption that the option exercise price,
and so the investment cost, is fixed. But, particularly for the R&D investments, it
is reasonable to consider that the evolution of the investment cost is uncertain. The
R&D investment opportunity corresponds to an exchange option, i.e., the swap of
an uncertain investment cost for an uncertain gross project value. The most impor-
tant valuation models of exchange options are given in Armada, Kryzanowsky, and
Pereira (2007); Carr (1988, 1995); Margrabe (1978); McDonald and Siegel (1985).
In particular way, McDonald and Siegel (1985) value a simple European exchange
option while Carr (1988) develops a model to price a compound European exchange
option. Both models consider that assets distribute “dividends” that, in real options
context, are the opportunity costs if an investment project is postponed (Majd &
Pindyck, 1987).

In addition the real option approach, combined with game theory, allows to
consider the strategic interactions among real option holders and also the market
dynamics.

In this paper we analyze a cooperation between two firms that invest in R&D.
Following Dias and Teixeira (2004); Dias (2004); Villani (2008) models, we assume
that the R&D investments generate an “information revelation” about their success
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and so, by delaying an investment decision, new information can be revealed that
might affect the profitability of the R&D projects. By the alliance between two
players, we show as the information is wholly revealed and captured by two firms
to improve their R&D success probabilities. The mutual information gain implies
positive network externalities (as it is shown in Huisman (2001); Kong and Kwok
(2007)) which lead more benefits in case of reciprocal R&D success. Therefore, the
externalities can involve different entry decisions inducing the cooperation between
two firms in order to maximize the partnership return. Accordingly to positive net-
work externalities, we introduce the growth market coefficients depending by the
success or failure of two players.

Our model is suitable for joint ventures of car producers, alliance between phar-
maceutical and oil companies and other cooperation forms that involve a reduction
of R&D risk. For instance, Chi (2000) and Kogut (1991) demonstrate the power of
viewing joint ventures as real options to expand in response to future technological
and market developments.

The paper is organized as follows. Section 2 reviews the Simple and Compound
European exchange option pricing models and Sect. 3 introduces the basic model
and also derives the final payoffs of two firms in a noncooperative framework. Sec-
tion 4 analyses the cooperation between two firms. We show how both players can
split the surplus of cooperation. In Sect. 5, we present two numerical examples for
the cooperative R&D game. Section 6 concludes.

2 Exchange Options Methodology

In this section we present the final results of the principal models to value European
exchange options. McDonald and Siegel (1985)’s model gives the value of a Sim-
ple European exchange option (SEEO) to exchange asset D for asset V' at time 7.
Denoting by s(V, D, T — t) the value of SEEO at time ¢, the final payoff at the
option’s maturity date 7" is s(V, D,0) = max[0, V7 — Dr]. So, assuming that V'
and D follow a geometric Brownian motion process given by

dv
7 = (uy —8,)dt +0,dZ,, (1)
dD
D = (Mg —8a4)dt +04dZg, )
dV dD
cov (7, 7) = 0,d0,04 dt, 3)

where w, and pgz are the equilibrium expected rates of return on two assets,
8, and 8,4 are the corresponding “dividend-yields,” o, and o, are the respec-
tive volatilities, Z, and Z; are two brownian standard motions with correla-
tion coefficient p,4, and considering that the coefficients u,, (g, 8y, 84, 0y, 04,
and p,qg are nonnegative constants, McDonald and Siegel (1985) show that the
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value of a SEEO on dividend-paying assets, when the valuation date t = 0, is
given by

s(V.D,T) = Ve T N(di(P,T)) — De*T N(d»(P. T)), @)
where

e V and D are the Gross Project Value and Investment Cost, respectively;
o P = %; o= \/03—2pvd0v0d +07: §=6,—6a

og P+(%2—5)T
. dl(P,T):%; d> = dy— T

e N(d) is the cumulative standard normal distribution.

The current values for V' and D are known in (1) and (2). Their future values depend
on two components: the first is deterministic corresponding to the drift while the
second is a stochastic process with variance increasing with time.

Carr (1988) develops a model to value the Compound European exchange option
(CEEO) whose final payoff at maturity date #; is c(s, ¢ D, 0) = max[0, s —¢D]. The
CEEO value, considering the valuation date t = 0, is given by

P
c(s(V,D,T),¢D.t;) = Ve TN, (d1 (F’“) ,dy (P, T) ;p)

P
_De_SdTNZ (d2 (F,tl) ,dz (P, T) ,p)

_pDeban N (dz (%,n)) , 5)

e ¢ is the exchange ratio of CEEO;
e 11 is the expiration date of the CEEO;
e T is the expiration date of the SEEO, where T' > #;;

where

e 7 =T —1; is the time to maturity of the SEEO and p = \/Z ;

T 9
log (&) + (=8 + %) u
o di(pr.n) = - U«(/H 2 ) D da (Fot) =di (E=.)—o /i

e P* is the critical price ratio that solves the following equation:

P*e_aer(dl(P*, ‘L')) _ e—adTN(dz(P*, T)) = Q;

e Na(a,b; p) is the standard bivariate normal distribution function evaluated at a
and b with correlation p.
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3 The Basic Model Game

In our model we consider two firms (A and B) that have the option to realize their
R&D investment at initial time #¢ or to delay the decision at time #;. As it is known,
the R&D investment depends on the resolution of several source of uncertainty
that may influence the investment decision of each firm. Assuming by ¢ and p the
R&D success probability of firms A and B respectively, we introduce two Bernoulli
random variates:

Y :

q 1 p
X : .
0l—g %01—19

The R&D success or failure of one firm generates an information revelation that
influences the investment decision of the other firm. So, if firm A’s R&D is success-
ful, the firm B’s probability p changes in positive information revelation p*, while
p changes in negative information revelation p~ in case of A’s failure. Symmetri-
cally, the firm A’s R&D success changes in ¢ or in ¢~ in case of firm B success or
failure at time #9. Using Dias (2004)’s model, it results that:

pt = ProblX =1/¥ = 1] = p+ ,/1% VP — ) p(X. 7).
p~=Prob[X =1/Y = 0] = p - ,/f—q VP =p)-p(X, V),

¢t = Probly = 1/)X = 1] =q + ,/1_7” Va0 =q) - p(¥. X).

g~ = Probl¥ =1/X = 0] =g — ,/%- 91 —q)- p(¥, X),

where the correlations p(X, Y') and p(Y, X) are a measure of information revelation
from Y to X and from X to Y, respectively. Obviously, the information revelation
is considerable when the investment is not realized in the same time. So, if both
players invest simultaneously in R&D or they wait to invest, there is not information
revelation and consequently it results that p = p™ = p~andg = g+ = ¢~. The
condition to respect to have 0 < pJr <land0 < p~ < lis:

, p(l—q) [q(1—p)
0<p(X.Y) < : : 6
=0 )<mm{\/q(l—p) \/p(l—q)} ©

The condition (6) must be respected also for the information revelation process that
benefits firm A, namely p(Y, X), to have that 0 < gt <land0<gqg~ <1.

So, with the alliance between A and B, we can assume that information is wholly
revealed and we can setting that the cooperative information py,x is equal to:
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JR—— \/p(l —49) \/q(l P ™
q(1—p) Y p(l—q)

We can observe that, in the case in which both firms have the same success prob-

ability p = gq, it results ppax = 1 and so gt = 1 and pt = 1. This means

that, in case of A’s R&D success at time g, it involves the B’s success at time ;

in the cooperation treatment since the information revelation is fully captured and
vice-versa.

Moreover, we assume that R&D investments are characterized by network exter-

nalities that induce more benefits in case of reciprocal R&D success. So we denote
by

KOsOS; KOsls; KlsOS; Klsls

the growth market coefficients in case of A and B success. The 0 and 1 mean that
the R&D investment is realized at time #¢ or #; respectively, while the S denotes the
success. The first part denotes the operation of considered firm, while the second
part is the situation of the other firm. For instance, if A and B invest successfully in
R&D at time fo and f; respectively, firm A takes Kog1¢ while B obtains K1 0. In
the same way, assuming the failure (denoted by F') of the other player and consid-
ering that the unsuccess of one firm does not produce network externality, we can
write the growth market coefficients for the winning firm as

Kogor = Kog1 = Kog;  Kigor = Kig1 = Kig;

Finally, in case of failure of considered firm, its market coefficient will be equal
to zero whether in case of success or failure of other player. Now we can set the
relations among the growth market coefficients K using these assumptions:

e Positive Network Externality: As it is shown Huisman (2001), the growth market
coefficients in case of both R&D success will be bigger than the situation in
which only one firm invests successfully and so:

Kss > Ks; (8)

e R&D Success Time: The market coefficient increases if the reciprocal R&D suc-
cess is realized at time ¢ rather than #; because there is more time to benefit both
network externalities and R&D innovations. In the situation in which only one
firm invests successfully, the market coefficient enlarges if the success is realized
at time fo:

Kogos > Kig1g5:  Kog > Kig: &)

e First Mover’s Advantage: The firm that realizes with success the R&D invest-
ment at time ¢, will receive an higher market coefficient than other player that
postpones successfully the project at time #;:

KOsls > K1505~ (10)
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To determine the growth market coefficients K, we assume that they depend by a
parameter k involving the R&D innovation and by length of R&D benefits until the
expiration time 7. For the positive network externality, we take into account two
times the one firm market coefficient. So, assuming that the initial time 79 = 0, we
have that

Ko = kT, (11)
Kogog = 2kT, (12)
Kig = k(T = 1), (13)
Klsls = 2k(T —11). (14)

Finally, to determine Ko41¢ and Ko, we assume that

Kosls = 2k(T —t1) + ktq, (15)
KlSOS = 2k(T—l1)—kl1. (16)

If one firm invests successfully at time 7 and the other player at time #;, we have that
the first firm takes the network externality starting from time 71, namely K41, plus
the first mover’s advantage k1 until time #;. Symmetrically, the market coefficient
K504 for the other firm that postpones its choice will be K ;1 minus k1. Finally,
to ensure that condition (8) holds, we need to impose that #; < % This condition
is reasonable with the consideration that the information revelation disappears in
time and furthermore, if one firm invests at time #o, then the other firm decision
will be made within #; < % to allow the realization of the development phase in
T —1.

First to start, we state as Leader the pioneer firm (A or B) that invests in
R&D at time fy earlier than other one, namely the Follower, that postpones the
R&D investment decision at time #;. We denote by R the R&D investment for
the development of a new product, V' the overall market value deriving by R&D
innovations and D is the total investment cost to realize new goods. We consider
that the production investment of each firm is proportional to its market share
and it can be realized only at time 7', that is the time needed to develop the new
product.

3.1 The Leader’s Payoff

We analyze the Leader’s payoff assuming that firm A (Leader) invests in R&D at
time #op while firm B (Follower) decides to wait to invest. So, the Leader spends the
investment R at time f and obtains, in case of its R&D success with probability g,
the development option. In particular way, if also the Follower’s R&D investment is
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successfully at time 71, the growth market coefficient will be Ko¢1¢ and the Leader
holds the development option s (KO sisV, Kog14D, T) that gives the opportunity
to invest Ko414 D at time 7" and to claim a market value equal to Kog1¢ V. So the
Leader’s payoff is

L5(V.D) = —R + qk(2T —t1) (Ve—SvTN(dl(P, T)) — De=%T N(dy(P, T))) .

(17)
The probability to have Ko¢1¢ depending by the Follower’s R&D success that is
p since it receives the information revelation from Leader’s investment occurred
at time #¢. But if the Follower’s R&D fails, the Leader’s market coefficient, in case of
its R&D success, is Ko and it receives the development option s (K osV, Kog D, T).
So the Leader’s payoff is:

LE(V.D) = —R + qkT (Ve—SvTN(dl(P, T)) — De~%T N(d»(P, T))) (18)

So, computing the expectation value between (17) and (18), the final Leader’s payoff
(firm A) at time ¢y is

La(V,D)=p*-L5(V.D)+ (1—p")-LE(V, D). (19)

Symmetrically, assuming that firm B (Leader) invests at time 7o while firm A
(Follower) decides to postpone its decision, the final Leader’s payoff at time #
becomes

Lp(V.D) =q*-Ly(V.D) + (1 —¢*)- Ly (V. D). (20)

3.2 The Follower’s Payoff

Now we focus on the Follower’s payoff assuming that firm B (Follower) decides
to postpone its R&D investment decision at time #; and firm A (Leader) invests
at time #¢. If the Leader’s R&D investment is successfully (with a probability q),
then the Follower’s probability success becomes p™ and its growth market coeffi-
cient is Kj404. So, after the investment R, the Follower holds with a probability
pJr the development option s(Kig0g V., Kig05 D, 7) to invest K05 D at time T
and claims a market value equal to K104 V. So the Follower’s payoff at time 7y is
a CEEO with maturity #;, exercise price equal to R and the underlying asset is the
development option s(K1g04 V. K150 D, 7). According to Carr (1988)’s model, we
assume that R = @D is a proportion ¢ of asset D. Hence, denoting by ¢(p™) the
CEEO at time 79, namely:

c(pt) = c(p+s(KlsOS V,Kigo5D. 1), 0D, 11),
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we can write, using the (5), the value of CEEO with positive information

_ P
C(p+) — p+k(2T — 311)V€ SvTNz (dl (PT’t1> ,dl (P, T) ,p)
upB

P
—pTk@T —3t1)De TN, (dz (PT 11) .dy (P, T);P)

upB

P
—pDe "N dy | ——.11] . @21
PupB

where PM’; p 18 the critical value that makes the underlying asset of ¢( pT) equal to
exercise value. Hence P;;) g solves the following equation:

p+s(K15()S Vv Kls()SDv t) = @Dv

and assuming the asset K50¢ D as numeraire, we can rewrite the above equation
as

_ - %
P* e YIN(d{(P* . 7)) — e %" N(doy(P* 2, 7)) = ——— .

upB ( 1( upB )) ( 2( upB )) p+(2T_3Z1)
Alternatively, in case of Leader’s failure, the Follower’s R&D success probability
changes in p~ and its market coefficient is K; . Denoting by c¢(p~) the CEEO at
time tp with negative information, we can write, using the (5), the value of CEEO
with negative information:

P
c(p7) = p k(T —t))Ve TNy | dy | =—.t1].di (P, T);p
PdWB

J2
—p k(T —t1)De TNy [ do | ——.11 | . da (P, T);p
PdWB

P
_(pDe—Sdth <d2 ( - ’11>> , (22)
Pde

where P p is the critical price that solves the following equation:
w

- - 4
P e STN(d(PY 5. 7)) — e ST N(do(PF p7) = ——————

dwB dwB ) ( dwB ) p_k(T—ll)
The Follower obtains the CEEO c¢(p™) in case of Leader’s success with a probabil-
ity ¢ and the CEEO c(p™) in case of Leader’s failure with a probability (1 — g).
Hence, the Follower’s payoff at time 7o is the expectation value between (21)
and (22):
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Fg(V.D) =qc(p™)+(1—q)c(p). (23)

Similarly, if we consider that firm B (Leader) invests in R&D at time #¢ and firm A
(Follower) decides to wait to invest, we have that

Fa(V.D)=pclgt)+ (1 —p)c(g) (24)

3.3 The A and B Payoffs in Case of Simultaneous Investment

In this case, we analyze the situation in which both firms invest in R&D at time
to. We can assume that there is not information revelation since the investment is
simultaneous but both players can benefice of network externalities. First of all, we
determine the firm’s A payoff. Assuming the firm B’s R&D success, A receives
the development option with a growth market coefficient Kooy in case of its R&D
success. So, after the investment R at time 7y, player A receives the development
option s(Kogog V., Kogog D, T) with a probability g:

SS(V.D) = —R + q2kT (Ve‘svTN(dl(P, T)) — De 3T N(d(P, T))) . (25)

But, assuming the firm B failure, A receives the development option s(Kog V., Ko
D, T') with a growth market coefficient Ko in case of its success:

SEWV,D)y=—R+qkT (Ve_svTN(dl(P, T)) — De T N(d, (P, T))) . (26)

So, recalling that firm B’s probability success is p, the firm’s A payoff in case of
simultaneous investment will be the expectation value between (25) and (26):

Sa(V,D)=p-S5(V,D)+ (1 —p)-S§. D). (27)
Symmetrically, the firm’s B payoff will be

Sp(V,D)=¢q-Sy(V.,D)+ (1—¢q)-SE(, D). (28)

3.4 The A and B Payoffs When Both Firms Wait to Invest

Finally, we suppose that both firms decide to delay their R&D investment decision
at time #; and we can setting that there is not information revelation. First of all, we
analyze the firm A’s payoff. Assuming the R&D success of firm B, then the growth
market coefficient of player A will be K 1. So, after the investment R at time 71,
firm A holds with a probability ¢ the development option s(Ki414V, Kig14D, 7)
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to invest K1 D at time T and claims a market value equal to K114V . Then the
firm’s A payoft at time 7o is a CEEO with maturity ¢, the exercise price equal to
R and the underlying asset is the development option s (K414 V, Ki1g15 D, ) with
a probability g. Thus, according to Carr (1988)’s model and assuming that R is a
proportion ¢ of asset D, the CEEO in case of firm’s B success is

WS(V,D)=c(q-5(KigisV, Kigig D, ), D, 11)

and specifically
s —8,T P :
W2 (V,D) = q2k(T —t1)Ve™™" Ny | d; PT,ll ,di(P,T);p
wsA

P
—q2k(T —t;)De 3T N, (dz (PT’ 11) d2 (P, T); ,0)
wsA

P
—¢De—5d’1N(d2( . zl)) (29)
PWSA

where P> , is the critical value that solves the following equation:

¥

Ploa€ N(@i(Plyp 7)) = MNP, ) = .

But, in case of firm’s B failure, the firm A growth market coefficient will be K.
So, after the investment R at time #;, firm A obtains with a probability g the devel-
opment option s(K1¢V, K14 D, t). Thus, using Carr (1988)’s model, the firm’ A
payoft at time #o is a CEEO where the underlying asset is s(K1,V, K14 D, v) with
a probability ¢ and specifically

P
WX (V.D) = qgk(T —t1)Ve T N, (dl (P*_’ll) ,di (P, T);P)
wfA

P
—qk(T —t))De TNy [do | ——.11 | . d2 (P, T):p
PWfA

P
—¢De—5d“N(dz( p ,t1)>, (30)
PWfA

where, as seen before, P‘: 4 is the critical value that solves the following equation:

* -8, -4 %
P wfA € tN(dl( ‘:fA,T))—e dTN(dz(P fA’T)) m
Hence, recalling that the firm B success is equal to p, we can compute the firm A
payoff as the expectation value between (29) and (30):
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Wa(V.D) = pWSi(V.D) + (1— p) Wi (V. D). 31
Similarly, the firm B payoff is

Wg(V,D) =q W5 (V. D)+ (1 —q) W& (V. D). (32)

3.5 Noncooperative Critical Market Values

Now, to determine the noncooperative Nash equilibriums denoted by v(A) and v(B),
we analyze the relations among the strategic payoffs according to several expected
market values V' at time 79 and considering fixed the invest cost D at time #,. There-
fore, we are able to determine the critical market values that delimit the several
Nash equilibriums. First of all, we study the relations between the Leader and Wait-
ing strategies considering only the variable ' and, to simplify the notation, we do
not take into account the dividends to compute the derivatives. We can observe that

o L4(0)=Lp(0)=—-R; Wy(0)=Wg(0)=0;

d

¢ G = AN TP OT —) + (- pT]
d

o S = PNEPTIRGH QT ~0)+ (1= g T
Wy

P
—— =2pgk(T —t1)N2 | d1 | —.11 ). d1(P,T);
% Pak( 1) 2( I(P;sA 1) 1( )P)

+ (1= p)gk(T —t1) N2 (d1 (P;Jl) ,di(P, T);P) ;

wfA

Wpg P
—— =2qpk(T —t))N> [di | =—=—.t1).d1 (P, T);
"y Tk ((P ) ! ”)

+ (1 =q)pk(T —11)N> (d1 (P*L,n) .di (P.T) :p) ;

wfB
v v 1% %4
as N(a) > Na(a, b; p). Then, the following proposition holds:

> 0;

Proposition 1. There exists, for each firmi = A, B, a unique critical market value
ViW that makes L,-(ViW) = W,(VIW) Denoting by Vy, = min(V)}, Vg/) and
V5 = max(VlZV, V;’V), it results that

L;(V) < Wi (V) forV <V,
L;(V)> Wi (V) forV > Vé*.
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Moreover, if A’s success probability is higher than B, for V €]V}, Vék[ it results

La(V)>Wua(V); La(V)<Wp(V);

otherwise, if B’s success probability is higher than A, for V €]V}, Vé“[ it results

La(V)y<Wa(V); Lp(V)>Wg(V).

Now we analyze the relation between the Follower and the Simultaneous strategies.
Then, we can observe that

F4(0) = Fg(0) = 0;  S4(0) = Sp(0) = —R;

oF P
A = pgtkQT =3t)N, [dy | —5—. 11 | i (P, T):p
1% PMPA
_ P
+ (1 =p)g k(T —t))N2 | d1 | —-11].d1(P.T):p|:
Pde
oF P
ZB — aptk@T = 300N, dy [ ——. 11 | di(P. T):p
v PMPB
_ P
+(A=q@)p k(T —t)N2 |di | ——.t1 ). di(P,T);p|;
Pde
aS aS
S = AN (PTORT[L 4 pl =7 = pN(dy(P. TDKT(L + )
OF > 0; 0S; > 0;
1% 1% ’

fori = A, B. In this case we have that both derivatives are positive but the intersec-
tion between Follower and Simultaneous strategies exists if %—f} > %—I;} fori = A, B.
So the following proposition holds:

Proposition 2. If %—Sfi > BTF‘}, then there exists a unique critical market value Vp,
that makes S4(Vp) = Fa(Vp) and it results that

Sa(V) < Fa(V) forV <V
Sa(V) > Fa(V) forV > V%

otherwise, if%SI;ﬁ‘- < BTFIé, then S4(V) < F4(V) for every value of V.

If BBSI;; > ?—‘f, then there exists a unique critical market value Vg that makes

Sp(V§) = Fp(Vy) and it results that

Sg(V) < Fp(V) forV <V¢;
Sg(V)> Fp(V) forV >V
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otherwise, lfaég—VB < 3;7—1,3, then Sp(V') < Fp(V) for every value of V. Moreover, if
firm A’s success probability is higher than B, then Vp < V¢ otherwise Vg < V.

4 The Cooperation Between A and B

In this section we analyze the cooperation between firms A and B that allows to
capture the whole information revelation and so to improve the R&D success prob-
abilities. In particular way, we assume that the value achieved by the cooperation
can be transferred from one player to the other. We show as the strategic alliance is
the joint best response to the noncooperative alternative and so the equilibriums that
both firms obtain through the cooperation are Pareto-dominate all the noncoopera-
tive ones. As we consider two players, we denote by C(A U B) the feasible set for
the coalition, namely is the set of outcome which can be obtained by two players
acting together. The cooperation value is given by the sum of two firms’ payoffs
using the whole information revelation pp,y deriving by their R&D investments.
Both players can agree upon several partnership contracts. For instance, A and B
can share equitably the surplus of cooperation C(A U B) — (v(A) + v(B)) using the
Shapley values:

C(AU B) — (v(4) +v(B))

Sha = v(A) + 5

(33)
C(AU B) — (v(A) + v(B))

Shp =v(B) + >

(34)

This solution looks natural in the symmetric case p = ¢ in which both firms have
the same success probability otherwise, we can assume also asymmetric shares to
split the cooperation value according to success probability of each firm:

Pa = v(A) + —L—(C(AU B) = (4) + v(B))), (35)
p+q

Ps = v(B) + —L— (C(AU B) — (W(4) + v(B))) . (36)
p+q

We can observe that, if p = ¢, then Sh; = P; fori = A, B and the efficiency
property is satisfied as Shy + Shp = P4 + Pp = C(A U B). The cooperative
information p,,4, influences the Leader and Follower payoffs that we denote by
Llc (V) and Fl.c (V) fori = A, B, where C means the cooperative action. The four
possible cooperation strategies are:

e Both players decide to wait to invest at time #o:

C(AUB) =Wa(V)+ Wp(V) = Wc(V)
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e The firm A invests at time ¢, while the firm B delays its decision at time ¢;:
C(AUB) = L§{(V)+ FS (V)= LFc(V)

e Symmetrically, B invests at time #y and A delays its decision at time #;:
C(AUB) = F$(V)+ L§(V) = FLc(V)

e Both players decide to invest simultaneously at time #y:

C(AUB) = S4(V) + Sg(V) = Sc(V)

4.1 Cooperative Critical Market Values

The aim of two firm acting together is to improve their position compared with no
partnership situation and to reach a Pareto optimal solution. To realize this objective,
we have to determine the maximum value among the four cooperation strategies
according to several expected market values V. Hence we compute the cooperative
critical market values that delimit the maximum payoff C (A U B). So it results that

o Wc(0)=0; Sc(0)=-2R; LFc(0)=—R; FLc(0)=—R;

We P
=2k(T —t Noldy| —.11).d1(P,T);
* o ( )rq 2( I(P\:SA 1) 1( ),0)
P
+ 2k(T — t1) pg N2 (dl (PT’II) ,d1(P, T);P)
wsB
P
+ k(T —11)(1 — p)gN> (dl (PT’II) ,di(P, T);P)
wfA
P
+ k(T —t1))(1 —q)pN2 | di | 55— 11, di(P,T);p |;
owB
aSc
* 5y =9kTN((P.T)[2p + (1= p)l + pkTN(d\(P.T)) [2q + (1 - )];
8& > —8WC > 0;
v av ’
as N(a) > Nj(a,b;p). Now we can remark that, if ¢ = p, then it results

LFc(V) = FLc(V)as L§(V) = L§(V) and F§ (V) = F§ (V) and so both
strategies give the same value. But, if ¢ > p, then we have that LFc (V) >
FLc(V) and, if ¢ < p, then LFc(V) < FLc (V). So, to determine the maxi-
mum value, we consider the cooperation strategy in which the Leader is the firm
with the highest success probability. Assuming that g > p, we take into account the
cooperative action L Fc . We have that
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dLFc
* oy = aN(d(P, T)k[p* (T —11) + T]
P
+qp kT = 31)N, (ch (pT’“) Ldy(P. T):p)
upB
+ (0 =q)p k(T —t1)N2 | du P*—’ll) ,d1(P, T);P) :
dwB
dLFc  dW¢
> — > 0;
av v
since P, < Pr; < Py i fori = A, B. So, the following proposition holds:

Proposition 3. There exists a unique critical market value V& such that LFc (V)
= Wc(VE) and

LFc (V)< Wc(V) forV < Vi

LFc(V)>Wc(V) forV > V..

Now we analyze the several cooperative equilibriums that can be occur.

4.1.1 First Case

If % > Baﬁvi, then there is not intersection between L F¢ and S¢. Moreover, the
intersection L F¢ and W¢ occurs before than S¢ and W¢. So, in this case, we have
to consider only the critical market value V* given by Proposition 3 and we can state
that, if V' < V7, the maximum payoff that both players can obtain by cooperation
is Wc (V) otherwise, if V' > V7, the maximum payoff attainable cooperating is
LFc (V).

In this case, the best strategic cooperation is the waiting policy (W¢) until the
expected market value V' is below the critical value VC* and, if V > V(}“, the optimal
strategy is the Leader—Follower one (L F¢) in which the firm with highest success
probability realizes the R&D investment at time #p and the other player postpones
its decision at time #7.

4.1.2 Second Case

If BLa# < ‘?—VC, then there is intersection between the functions L F¢ and S¢. So

the following proposition holds:

Proposition 4. If % < 33&‘/;, then there exists a unique critical market value Vg
such that LFc (V) = Sc (V) and it results that

Sc(V) < LFc(V) forV <V,
Sc(V) > LFc(V) for V > V.
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Moreover, as a(LFgV_WC) > 3(SC3_VLFC) , it results that V& < V7. Using the Propo-
sitions 3 and 4, we have that the optimal cooperation action is the waiting policy
(Wc) when the expected market value V' is below V& while, if V' is in the range
[V&, V], then the maximum payoff is obtained by the Leader—Follower (LFc)
strategy and finally, if V' > Vg, both firms realize their R&D investment at time 7.

5 Real Applications

To illustrate the concepts presented, we develop some numerical examples for the
cooperative R&D game and, in particular way, we assume that A has a more efficient
Know-How than B that implies the highest success probability. So we assume that

R&D Investment: R = 250,000$;

Development Investment: D = 400,000 $;

Market and Costs Volatility: o, = 0.93; 04 = 0.23;
Proportion of D required for R: ¢ = % = 0.625
Correlation between V and D: p,gy = 0.15;
Dividend-Yields of V and D: 8, = 0.15; 645 = 0;
R&D innovation parameter: k = 0.30

Expiration Time of Simple Option: T = 3 years;

A and B success probability: ¢ = 0.60; p = 0.55;
Noncooperative Information Revelation: p(X,Y) = p(¥, X) = 0.40;
Cooperative Information Revelation: pp,x = 0.9026;

5.1 Numerical Application of First Case

Assuming that the R&D investment decision can be delay at time #; = 0.5 year, we
obtain, using the (11)-(16), the following growth market coefficients:

KOSOS = 1.8; Kosls = 1.65; KlSIS = 1.50; KlSOS = 1.35;

K()S = 0.90; Klg = 0.75.

As we can show in the Fig. 1a, the 35‘5 < algfjc and so, using the Proposition 3,
we compute the critical market value V* to determine the best cooperation strategy.
For our adapted number, it results that V5 = 700, 037. So, if V' < 700, 037, both
players decide to wait to invest and C(AUB) = W¢ (V) otherwise, if V' > 700,037,
the best cooperation strategy is the Leader—Follower one in which firm A invests at
time fo and B delays its decision at time #; and so C(AU B) = LFc (V).

Now, to determine the partnership shares (Shy, Shp) and (P4, Pp), we need to
compute the noncooperative critical market values Vy,, Vé, Vp.and Vg that allow
to determine the Nash equilibriums. So, using the Propositions 1 and 2, it results:
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Fig. 1 Comparison between two cases assuming ¢; = 0.5 and #; = 0.8, respectively

Table 1 Firms A and B cooperative payoffs assuming k = 0.30 and ¢, = 0.5

Market Leader—Follower Follower-Leader Simultaneous Waiting Value

Value V Value L F¢ Value FL¢ Value S¢ We
600,000 17,412 12,486 —146,693 62,269
900,000 257,854 248,968 107,985 183,345

1,050,000 390,083 378,605 241,780 262,199

1,100,000 435,386 422,974 287,075 290,593

1,250,000 574,220 558,837 424,694 381,060

1,400,000 716,600 698,053 564,510 478,170

Vi = 1,028,380; V5 = 1,066,240; Vp =1,200,470; Vg = 1,268, 650.

If V < 1,028,380, the waiting policy (W4, Wp) is optimal in Nash meaning
for both players at time fg, if 1,028,380 < V < 1,066,240 and 1,200,470 <
V < 1,268,650, we have one Nash noncooperative equilibrium (L4, Fp), if
1,066,240 < V < 1,200,470, then we obtain two Nash equilibriums (L 4, Fp)
and (Fy4, Lp) and finally, if V' > 1,268,650, it results one Nash equilibrium
(S4,SB).

Let us examine the partnership between firms A and B combining the coop-
erative and noncooperative critical market values. The second and third column
of Table 2 contains the noncooperative Nash-equilibriums v(A4) and v(B). More-
over, the Table 1 summarizes the cooperative values C(A U B) according to four
strategic cooperations and, in particular way, the bold type values are the maxi-
mum ones deriving by the optimal strategic alliance. Using the (33)-(36), firms A
and B can split the cooperative value C(A U B) by the Shapley (Sh4, Shp) or
the Asymmetric (P4, Pp) values that are shown in the Table 2. Comparing the
cooperative and the noncooperative values, we can observe that the partnership is
favorable for both players since each firm improves its payoff deriving from non-
cooperative Nash equilibrium. So we can state that the couples (Sh4, Shp) and
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Table 2 Shapley and asymmetric values assuming k = 0.30 and ¢, = 0.5

G. Villani

Market Noncoop.  Noncoop. Shapley Shapley Asym. Asym.
Value V v(A) v(B) Value Shy  Value Shy  Value P4  Value Pp
600,000 33,244 29,024 33,244 29,024 33,244 29,024
900,000 96,736 86,609 133,990 123,863 135,610 122,244
1,050,000 141,889 142,306 194,833 195,250 197,135 192,948
1,100,000 165,819 156,705 222,250 213,136 224,704 210,682
1,100,000 169,582 144,077 230,445 204,940 233,092 202,294
1,250,000 238,525 202,120 305,312 268,907 308,216 266,004
1,400,000 296,958 267,552 373,003 343,597 376,309 340,291
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(b) Equilibriums when V =1,200,000 in
the second case

(a) Equilibriums when V =1,400,000 in
the first case

Fig. 2 A and B equilibriums

(P4, Pp) are Pareto optimal with respect to (v(4), v(B)). Only if V' < 700,037,
and so V' = 600,000, then the partnership does not add value to each player
because the surplus of cooperation W (V) — (Wa(V) + Wg(V)) is equal to
Zero.

Finally, the Fig.2a represents the overall situation assuming V' = 1,400, 000.
In particular way, the black line denotes the feasible set of partnership, namely it
represents all the combinations to split C(A U B). But only the segment T-H is
important to analyze because otherwise firms have the incentive to deviate from
cooperation. In fact, we can observe that Shapley (Sh4, Shp) and Asymmetric
(P4, Pp) values belong to the segment T-H. Moreover, the Fig. 2b shows the four
noncooperative strategies and in particular way the Nash equilibrium (Sg4, Sp).
We can notice that the segment joins the couples (S4, Sp) and (Shy, Shp) has
a 45° slope because, by the Shapley value, A and B share equitably the surplus of
cooperation C(A U B) — (v(A4) + v(B)).
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5.2 Numerical Application of Second Case

If we assume now that #; = 0.8 year, using (11)-(15), we have that the growth
market coefficients are

KOSOS = 1.8; Kosls = 1.56; KlSIS = 1.32; KlSOS = 1.08;
Koy = 0.90; K;4 = 0.66.

As is shown in the Fig. 1b, the ‘?—VC > BLBI;C and so we have two critical market
values: V& = 815,710 and V; = 1,796, 130. Using the Propositions 3 and 4, we
are able to state the optimal cooperation strategy. So, if V' < 815, 710, then the best
partnership strategy is to wait to invest and C(A U B) = W¢(V), if 815,710 <
V < 1,796, 130, then both players choose the cooperation form Leader—Follower
and hence C(A U B) = LFc (V) and finally, if V' > 1,796, 130, then both firms
prefer to invest simultaneously at time 7o and so C(A U B) = Sc (V).

Now, using the Propositions 1 and 2, we compute the four noncooperative critical
market values Vy;, Vé“, Vp,and Vg

Vp =1,019,230; Vg =1,064,060; Vy =1,075,210; V5 =1, 120, 840.

If V < 1,064,060, both players prefer to wait (W4, Wg) and to defer their R&D
decision at time 77, if 1,064,060 < V < 1,075,210 we obtain two Nash equilibri-
ums (W4, Wg) and (S4, Sp) and finally, if V' > 1,075, 210, then the simultaneous
R&D investment (S4, Sp) at time ¢ is optimal in Nash meaning.

As we have seen in the first case, the second and third column of Table 4
summarizes the noncooperative Nash equilibriums. Moreover, the Table 3 con-
tains the partnership values C(A U B) according to four cooperative strategies
and, in particular way, the bold type values are the maximum payoffs deriving
by best alliance. Both players can split the cooperative value C(4A U B) by the
Shapley (Sh4, Shp) or the Asymmetric (P4, Pp) values (see (33)—(36)) that are
shown in the Table 4. We can observe that, if V' = 600, 000 and more generally
V < 815,710, then the cooperation does not add any value because the cooperation

Table 3 Firms A and B cooperative payoffs assuming k = 0.30 and ¢#; = 0.8

Market Leader—Follower Follower-Leader Simultaneous Waiting
Value V' Value LF¢ Value FL¢ Value S¢ Value W¢
600,000 —2,942 —9,300 —146,693 70,307
900,000 206,691 195,683 107,985 179,469
1,040,000 313,413 299,940 232,760 242,729
1,070,000 336,830 322,809 259,860 257,105
1,100,000 360,419 345,844 287,075 271,745
1,200,000 440,190 423,726 378,553 322,325

1,900,000 1,032,079 1,001,380 1,041,912 731,393
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Table 4 Shapley and asymmetric values assuming k = 0.30 and #; = 0.8

Market Noncoop.  Noncoop. Shapley Shapley Asym. Asym.

Value V v(A) v(B) Value Shy  Value Shy  Value P4  Value Pp
600,000 37,169 33,138 37,169 33,138 37,169 33138
900,000 94,187 85,282 107,798 98,893 108,390 98,301

1,040,000 127,095 115,633 162,437 150,975 163,974 149,439
1,070,000 134,565 122,539 174,428 162,402 176,161 160,669
1,070,000 140,425 119,434 178,910 157,919 180,584 156,246
1,100,000 154,408 132,666 191,080 169,338 192,675 167,744
1,200,000 201,411 177,142 232,229 207,960 233,569 206,621
1,900,000 542,253 499,659 542,253 499,659 542,253 499,659

surplus We (V) — (Wa(V) + Wg(V)) is equal to zero. So the wait and see pol-
icy is optimal also considering the cooperation way between A and B. Even if
V = 1,900,000 and more generally V' > 1,796,130, then the cooperative gain
Sc(V)—(Sa(V)+Sg(V)) is equal to zero. So the simultaneous R&D investment at
time 7y is preferable both in the cooperative strategy and in the noncooperative one.
Moreover, the Fig.2b illustrates the cooperative and noncooperative equilibriums
when V' = 1,200, 000.

6 Concluding Remarks

In this paper we have proposed an R&D cooperation between two firms using the
real option approach. By the alliance, the information is wholly revealed and cap-
tured by two players. Moreover, we have shown that the unique cooperation strategy
that allows to increase the information revelation with respect to the noncooperative
situation is the Leader-Follower strategy in which one firm realizes the R&D invest-
ment at time 7o while the other one delays its decision at time #; . In particular way, as
the mutual information gain implies positive network externalities, we have shown
that the Leader role is assumed by the firm with the highest success probability.

Finally, computing the noncooperative and the cooperative critical market val-
ues, we are able to determine the range game in which is optimal each partnership
strategy. Moreover, using the Shapley values (S/ 4, Sh ), both firms split equitably
the cooperation surplus but they can agree upon several partnership contracts such
as the Asymmetric shares (P4, Pp) based on different success probability.
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Unifying Cournot and Stackelberg Action
in a Dynamic Setting

Tonii Puu

1 Introduction

1.1 Background

Heinrich von Stackelberg, like Harold Hotelling, was one of those scientists of the
early twentieth Century, who put down many seeds for new original ways to look
at old problems in theoretical economics, often pointing at paradoxical issues with
no obvious solution. Stackelberg’s contribution to duopoly (von Stackelberg, 1934,
1938), one Century after Cournot’s initiation (Cournot, 1838), is probably his most
well known contribution.

Even if Stackelberg departs from Cournot in his leader/follower dichotomy, in
contrast to Cournot, there is no clue to any dynamization of the model. It is all
static equilibrium theory. One competitor can learn and take account of the Cournot
reaction function of the other and then maximize profits. If the latter indeed follows
the proper reaction function, everything is fine, there is a Stackelberg equilibrium.
The other competitor can do the same, and again, if the first then follows its reaction
function, everything is fine again, there is another Stackelberg equilibrium. They
can also both adhere to their reaction functions, and then one is back to Cournot’s
original case. However, if both competitors attempt leadership at once, then there is
trouble; both are disappointed as expectations show up wrong.

What will then happen? Will one of the competitors, or both, resign leadership,
and the system go to the Cournot or one of the Stackelberg equilibria? Stackelberg
did not give any clue at all to this.

A consequence of this is also that it is difficult to see how the Cournot and
Stackelberg models at all fit together. Suppose one sets up a dynamic Cournot
model, with, as it is popular to say now, “naive” expectations (as if not all hitherto
modelled expectations were naive). Further, suppose one of the competitors chooses
Stackelberg leadership action, and the other responds according to the Cournot
reaction function. In the Cournot setting, even if the other competitor responds as
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expected, the first would in the next run of the Cournot game always find Cournot
action better than adhering to the leadership attempt. The Stackelberg equilibria can
therefore simply not be considered as fixed points of the Cournot iterative map. And,
as for the reverse, Stackelberg theory is just static.

Current literature on Stackelberg duopoly focuses traditional static issues such as
existence of equilibrium, or compares equilibrium profits to those from the Cournot
case. (See Flam, Mallozzi, and Morgan (2002); Dastidar (2004); Colombo and
Labrecciosa (2008).) When dynamics is addressed the Stackelberg case is put in
an adaptive system, as is often done with the Cournot case (see Richard (1980)), but
the present author has not seen any attempt to integrate the traditional Cournot and
Stackelberg cases so that they turn up as fixed points of the same dynamic system.

1.2 Agenda

We would like to formulate a single more general map in which both the Cournot
and the Stackelberg equilibria can exist as fixed points. To this end we suggest a
rule for flipping between Cournot and Stackelberg action on the basis of expected
profits. The idea is to compare expected next period profits under Cournot action
to profits resulting from Stackelberg leadership. But, as already mentioned, (naively
expected) Cournot profits always exceed Stackelberg leadership profits, so we pro-
pose to locate the balance point between current Cournot and Stackelberg profits,
incorporating a scaling parameter. Such a rule is contestable, but it is at least a start.

By this, we can formulate a single model which contains both the Cournot and
Stackelberg solutions as fixed points, even including the point where both competi-
tors go on trying to remain leaders. The model may display multistability, and it
is also a specimen of heterogenous agent models. Normally, agent heterogeneity is
taken to mean that the agents stick to the same kind of behavior decided once and
for all. In the proposed model they can and do shift behavior, depending on the
unfolding of the process itself. By the way, Stackelberg’s original model must be
one of the earliest heterogenous agent models ever proposed before the term itself
came in use.

Having this agenda we choose a simple setup, used repeatedly by the present
author: A smooth iso-elastic demand function combined with constant marginal
costs for the competitors (see Puu (1991, 2004, 2000)). Arguments can be given both
for and against the iso-elastic case. To the advantage of the iso-elastic case speaks
that it results for individual consumers from Cobb-Douglas utility functions, and
further aggregates to the same kind of iso-elastic aggregate market demand func-
tion. The obvious alternative, linear demand functions, have discontinuity points,
and they aggregate to a kinked train of linear segments resulting in a Robinson
type of marginal revenue that jumps up and down. Such models with kinked lin-
ear demand functions may themselves offer prospects for interesting models (see
Puu and Sushko (2002)), though they would complicate things unnecessarily in the
present setting. An arguably minor disadvantage of the iso-elastic is that it is not
suitable for the discussion of collusion or monopoly.
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2 Model Setup

2.1 Cournot Action

2.1.1 Reaction Functions

Assume the inverse demand function

1
x+y’

p= 1)

where p denotes market price and x, y denote the outputs of the duopolists. Given
the competitors have constant marginal costs, denoted a, b respectively, the profits
are

X

U = —ax, 2
X+y @

y
V= —by. 3
X+y Y )

Putting the derivatives 0U/dx = 0 and dV/dy = 0, and solving for x, y, one

obtains
X = \ﬁ -7, @)
a

y/: - — X, (5)

as the reaction functions. The dash, as usual, represents the next iterate, i.e., the
“best reply” of one competitor given the observed supply of the other.

2.1.2 Constraints

Obviously, (4) returns a negative reply x’" if y > 1/a, and (5) a negative reply y’ if
x > 1/b. To avoid this, we put x’ = 0 whenever y > 1/a, and y’ = 0 whenever
x > 1/b. This means reformulating (4)—(5) as follows

Yy _ < 1

x’=§ amhr=a ©
0, y>5

’_ \/%_X7X<% 7

y = 0 o1 (7
’ b
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2.1.3 Equilibrium

Putting x’ = x, y’ = y, one can solve for the coordinates of the Cournot equilib-
rium point
b

= —F, 8
ERRTEY3E ®)
Y atb)?

Substituting back from (8)—(9) in (2)—(3), one gets the profits of the competitors in
the Cournot equilibrium point

b2
o @ an
C (a+b)?

It is obvious that the firm with lower unit costs obtains the higher profit.

2.1.4 Profits

Note that (10)—(11) are the profits in the Cournot equilibrium point. During the
Cournot iteration process (4)—(5) profits can also be considerably higher than in
equilibrium. As we will see below, the Stackelberg leadership profits are always
higher than the Cournot equilibrium profits, but in the Cournot process tempo-
rary profits can exceed the leadership profits. To calculate temporary profits, just
substitute from (4) into (2), and from (5) into (3), and obtain

U=(1-ay)’, (12)
v=(1-vhr) . (13)

Note that these may always seem to be nonnegative. Butif y > 1/a orx > 1/b,
i.e., the constraints for the first branches of (6)—(7) are violated, then this is due to the
fact that negative costs dominate over negative revenues, which in terms of subject
matter is nonsense. Anyhow, we already restricted the map (4)—(5) to (6)—(7), so we
need not be further concerned.

2.1.5 Stability

Of course, the Cournot equilibrium (8)—(9) can be stable or unstable. To check,
calculate the derivatives of (4)—(5)
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' 11 | (14)
dy 2 Jay
dy’ 1 1
A e——" 15
ox 2 Jbx (15
In the Cournot point, substitute from (8)—(9) to obtain

' 1b 1

dy 2a 2

o' la 1

x 2b 2

Note that both these Cournot equilibrium derivatives have an infimum value —%;
hence neither can become smaller than —1, but either can become larger than 1, if
Ial > 3 or 7 > 3. Note that the derivatives always have opposite signs. To check

stability, compose the Jacobian

O b—a
J= [a_b 2 } (16)
2b 0
Iff
a—b)?

holds, then the Cournot equilibrium is stable, otherwise not. The condition is equiv-
alent to % € [3 —-2J2.3+ 2«/5] In previous publications (see Puu (1991, 2004,

2000)) it was shown that, once the equilibrium point loses stability, there follows a
period doubling cascade of bifurcations to chaos.

2.2 Stackelberg Action

2.2.1 First Equilibrium

According to Stackelberg’s idea, the competitor controlling x can take the reaction
function (5) of the other for given, and substitute it in its own proper profit function

(2), to obtain
U=+bx—ax.

Putting d U /dx = 0, and solving, one gets

X = —. (18)
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The corresponding value of y, provided that firm really adheres to its Cournot
reaction function, is obtained through substituting (18) in (5) and equals

_ 2a- b (19)
= 4q2

Using (18)—(19) in (3), the Stackelberg leadership profit can be easily calculated

U = b (20)
T 4a’

2.2.2 Second Equilibrium

Similarly, the second firm can try leadership, substituting (4) in (3), and maximizing

V = \Jay — by,

to obtain
a

=0 1)

The corresponding Cournot response of the first firm would then be

. 2b—a

and the Stackelberg leadership profit

a

V=—.
4b

(23)

Itis easy to check that Stackelberg leadership profits always exceed the respective
Cournot equilibrium profits, i.e., (20) is higher than (10), and (23) higher than (11).

2.2.3 Stability

Even if the Stackelberg model is static, we could consider stability as only the leader
keeps to constant leadership action, (18) or (21), whereas the follower reacts accord-
ing to the Cournot reaction function, (5) or (4) respectively. We can hence consider
the stability of these partial reactions, as it is obvious that tiny disturbances of the
reacting competitor might make the system diverge from the Stackelberg equilibria.
So, if the first firm is a Stackelberg leader, then substituting from (18) in (15) yields

e (24)
dy b
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which can never become less than —1, but can exceed 1. Hence, for stability we
require
a < 2b. (25)

Likewise we can substitute from (21) in (14), obtaining

ay’ b
& _2 (26)
ax a
and the stability condition
a<?2b (27)

for the second Stackelberg equilibrium.

Note that the fulfilment of these stability conditions (25) and (27) also guarantee
nonnegativity of the followership reactions according to (19) and (22). Further, note
that the Stackelberg stability conditions (25) and (27) are stronger than the condition
for Cournot stability (17).

2.2.4 Problems

These equilibrium solutions are consistent, provided one competitor in each case
agrees to act as a Cournot follower. If not, there is a problem that was noted by
Stackelberg.

But there is more to it because Cournot’s theory is dynamic, Stackelberg’s static.
One may ask: Could the Stackelberg equilibria (18)—(19) and (21)-(22) be fitted
into the Cournot dynamical system (4)—(5) as fixed points of the map?

The answer is no! If one competitor chooses to try leadership according to (18),
and the other indeed follows according to (19), then, in the next move, retaining
leadership by the first firm is no longer optimal under the dynamic Cournot map.
The leader could in fact obtain a higher profit through returning to Cournot action;
after all Cournot best reply was defined that way. The Stackelberg equilibria hence
cannot be fixed points of the dynamic Cournot map; it has to be modified in order
to accommodate these additional fixed points.

3 A Proposed Map

3.1 Profit Considerations

Above in (6)—(7), the output positivity constrained Cournot map was given. We
now want to amend this map through considering possible jumping to Stackelberg
leadership. It is close at hand then to compare current expected Cournot action profit,
as given in (12)—(13), to Stackelberg leadership profit according to (20) and (23).
We assume that there is a certain proportionality constant k& such that the firms keep
to Cournot action as long as expected current profits are not less than Stackelberg
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leadership profits multiplied by this k, i.e.,
2 b
(1- V@) =k (28)
a

(1 - JE)Z > kf—b. (29)

The value of the parameter k indicates how adventurous the competitors are at
attempting a jump to leadership action.

3.2 The Map

We can now specify the map resulting from these considerations with three branches
for each actor.

2
/ \/g—wf%&(l—ﬁ)zk%
= b 2 b
YT e v=g & (V@) <kyg (30)
O, y>E’
2
,/%—x,xﬁ%&(l—va) > kgp
’ 2
VI e vz & (1-hx) <k S
1
0, X>E'

This map can accommodate the Cournot equilibrium as well as both Stackelberg
equilibria.

4 Fixed Points

4.1 Cournot Equilibrium

4.1.1 Existence

In order to confirm that the Cournot equilibrium point is indeed located in its proper
region of application we have to check (28) and (29) for the Cournot point (8)—(9).
Substitutions result in just one single condition

4ab

k< ———, (32)
(a+b)?

which depends on k and the ratio »/a. The Cournot equilibrium (8)—(9) exists in its

region of definition iff (32) holds. As the right hand side attains a unitary maximum

value for a = b, we conclude that for (32) to hold it is then necessary that k < 1.
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4.1.2 Stability

The stability conditions for Cournot equilibrium were already stated above,
b
Ze[3-2v23+2v2].
a

As Cournot equilibria according to (32) can be defined for b/a € [0,00) the
requirement on stability constrains the existence region.

4.2 Stackelberg Equilibria

4.2.1 Existence
First Stackelberg Equilibrium

In a similar way we can deal with the existence problem for the Stackelberg fixed
points. Assume first that the firm supplying x is the leader, the firm supplying y
the follower. Then the coordinates of the fixed point are (18)—(19), whereas the
conditions for the branch definition are (28), sign reversed, and (29). Substituting
from (18)—(19), we get two conditions,

b 2
a
k>(2—42-=] %
b\ b
kf(z__) b
a a

Again note that they only depend on the parameter k and on the ratio b/a.

Second Stackelberg Equilibrium

Reversing the roles of the firms, consider the fixed point (21)—(22), which must fulfil
the branch conditions (28), and (29), sign reversed. Again, substitution gives

=2

2
[ a\ b

In parameter space b/a, k (displayed in Fig. 1), the Stackelberg equilibria are
located in their proper branch ranges in the two small lens shaped areas. Note that
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AZ

0 0

8 a/b 1 b/a 8

Fig. 1 Existence regions in parameter space for Cournot point (lower hump), the regular Stackel-
berg leader/follower pairs (small lens shaped areas), and simultaneous persistence on Stackelberg
leadership (upper region with cuspoid bottomline)

they are disjoint, and separated by a vertical line at »/a = 1. Hence, for each
parameter combination, only one of the Stackelberg equilibria exists as a fixed point
(the one where the firm with lower unit cost is the leader).

In the same picture we also display the lower region of existent Cournot fixed
points. Note that it is disjoint from both Stackelberg equilibrium areas.

Persistence on Leadership by both Competitors

Finally, under the proposed map, there can also exist a fixed point where both firms
keep to Stackelberg action, choosing (18) and (21) respectively. It is a fixed point of
the map provided (28) and (29), both signs reversed, hold, which upon substitutions
from (18) and (21) become

k>(z—§)29

b’

b\* b

k > (2 — —) —-.

a) a
The region in Fig. 1 of the parameter plane with the saw-toothed lower boundary
represents the cases where both firms keep to Stackelberg leadership, though it is
not any normal Stackelberg equilibrium. (In addition we have two more fixed points,
where any one firm persists at its Stackelberg leadership, and supplies so much

that the other firm drops out. Their regions of definition are not represented in the
picture.)
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As for the region outside the depicted existence regions for the fixed points, it
is not possible to say from the preceding simple analysis which kinds of attractors
may emerge there. Numerical experiment indicates periodic orbits.

Note the way Fig. 1 is constructed. The system is completely symmetric with
respect to % and Ial. Therefore, actually two diagrams, in %, k-space and in %, k-

space respectively were put back to back, with S increasing to the right, and %

increasing to the left and % = % = 1 as the common dividing line. Had we chosen

just one of the ratios as the horizontal coordinate, then one half of the diagram
would have been squeezed in the interval (0, 1] whereas the other would extend
over [1, 00). This distortion would make it impossible to see the symmetry.

4.2.2 Stability

We already concluded that the regular Stackelberg equilibria are stable if
1 b/ 2
—<b/a <2.
2

Accordingly, the Stackelberg equilibria, unlike the Cournot equilibria, are always
stable when they exist.

5 Numerical Study

5.1 Bifurcation Diagram

5.1.1 Fixed Points

In Fig. 2, the bifurcation diagram, resulting from numerical experiment performed
to detect periodic orbits of the system (30)—(31) when starting from a point close
to the Cournot equilibrium point, is shown. To improve resolution, only the right
half of the diagram as compared to Fig. 1 is displayed. Obviously most of the plane
contains areas representing period 1 orbits, i.e., attracting fixed points. These are of
four different types (six in the format of Fig. 1), most of which can also be seen in
Fig. 1 that represented existence regions for fixed points.

1. At the bottom of the picture the Cournot attracting equilibrium area is shown.
It looks quite as in Fig. 1, though it yields periodic orbits where the Cournot
equilibrium turns unstable, at b/a = 3 + 24/2, as we saw.

2. There is also the tiny lens shaped attracting Stackelberg area for the leader/
follower pair, also quite as in Fig. 1.

3. Likewise there is the region with the cuspoid bottom line, representing the
non-standard Stackelberg case where both competitors insist on sticking to
Stackelberg leadership (which Stackelberg in the equilibrium format considered
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1 b/a 16

Fig. 2 Observable are regions of periodic orbits. There are fixed points (period 1) of four different
types, further orbits of periods 3, 4, 8, 10, 12, and 14. Enlargements may display more detail. The
black area indicates higher periodicity, quasiperiodicity, or chaos

unresolvable). True, both competitors get disappointed, as the assumption that
the other acts as a follower does not hold, but under the defined map, neither
could find expected current profits from Cournot action more profitable. Also
this region has a corresponding one in Fig. 1.

4. There is further the region in the upper right part of Fig. 2, marked with a period 1
label, which was not shown if Fig. 1. It represents the case where one competitor
sticks to Stackelberg leadership, whereas the other finds no better action than to
suppress production altogether. It might seem to be a kind of monopoly. However,
as mentioned in the introduction, the model, in particular the iso-elastic demand
function, is not suitable to treat either monopoly or collusion. The reason is that
under iso-elastic demand market revenue is a constant. Hence a monopolist (or
a pair of collusive duopolists) could retrieve the whole revenue as profit without
incurring any production costs if they produce nothing and sell this nothing at
an infinite price. Such a solution is purely mathematical and has no meaning in
terms of economics; it is just a shortcoming of one assumption.

However, it can hardly be regarded as a major defect that the model is unsuitable
for the analysis of market situations which in the real world as a rule are forbidden
by law. Further, the dynamic model proposed can never end up at monopoly or
collusion, because the origin where the reaction functions (4) and (5) intersect (the
collusion state) is as unstable as anything can be, both derivatives according to (14)
and (15) being infinite at x = y = 0. There is just a little snag in the numerics;
the computer interprets zero as an exact number, so a computation may stick to
the origin despite of its instability. To avoid this, the exact zero in the definition of
(30)—(31) is replaced by a small number & = 10~ in the experiment.
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5.9 b/a 7.0

Fig. 3 Blowup picture of part of Fig.2 to show more of periodic orbits and overlaps. The black
regions indicate higher periodicities or more complex dynamics

5.1.2 Periodic Orbits

As so much of the area in Fig. 2 is taken up by fixed point regions, little is left for
other attracting orbits. We can see periodic orbits, labelled 3, 4, 8, 10, 12, and 14.
This is at the chosen part of parameter plane and the resolution of the picture, as no
higher periods were checked by the computer. The black area may contain higher
periodicities, quasiperiodicity, or even chaos.

There seems to be some irregularity in the lower part of Fig.2 in the interval
a/b € [6,7], so we take a close up picture of it in Fig. 3. Notable are the two humps
of a spiky appearance. They indicate coexistence of attractors; for some parameter
combinations the chosen initial condition leads to one periodicity, for a nearby com-
bination to another. As we will see below, the model is proficient in such coexisting
attractors.

There are many potentially interesting bifurcation scenarios to pursue. We will
just pick one, with a/b = 3 fixed, and k € [0.65,0.75], indicated by the tiny
line segment in Fig. 2. In Figs.4-7, the phase diagram is displayed for k = 0.65,
k =07,k =0.745,and k = 0.75.

5.2 Attractors and Basins

5.2.1 Coexistence

The phase diagrams show the two Cournot reaction curves, along with the lines
representing Stackelberg leadership action, further the different attractors, and their
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0.4

0.0
0.0 X 1.5

Fig. 4 Coexistent Cournot equilibrium and six-period SIM cycle ata/b = 3, k = 0.65

0.0 X 1.5

Fig.5 Coexistence of Cournot equilibrium three-period cycle, and two six-period cycles, one SIM
and one SEQ, ata/b =3,k = 0.7

basins of attraction. Note that the periodic orbits are located on the intersection
points of a grid of three or four horizontal and vertical lines, hence producing
nine or sixteen attractor points. These are distributed between orbits of different
periodicities, suchas 1 +3+ 6+ 6 =16,0r3+ 6 =9,0or 1 +4+4+4 =09.

First, take a look at Fig. 5, where b/a = 3, k = 0.7. As the fixed Cournot point is
destabilized only at k = 0.75, it remains stable. Its basin is the tiny rectangle around
the intersection of the Cournot reaction curves, and a few other tiny rectangles in
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0.0 X 15

Fig. 6 Same as previous picture at a/b = 3, k = 0.745, though two basins are about to disappear

0.4

0.0

0.0 X 1.5

Fig. 7 The subcritical bifurcation, only the three-period cycle, and the six-period SEQ cycle
remain ata/b = 3,k = 0.75

the same shade. The cross, in the middle of which the main basin for the Cournot
point lies, also contains the points of a six-period orbit.

In addition there is another six-period orbit whose points lie on the Cournot reac-
tion function (including the Stackelberg lines). Some researchers call such orbits
“Markov perfect equilibria” (MPE).In the present author’s opinion this is mislead-
ing, as it is a periodic orbit and no fixed point. Earlier literature in stead distinguished
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between “sequential adjustment” (SEQ), where the competitors take turns in adjust-
ment, and “simultaneous adjustment” (SIM), where they adjust both at the same
time; though it was believed that the adjustment type must be chosen beforehand.
The points of a SEQ orbit necessarily lie on the reaction functions. Later it became
obvious that a SIM system, that was more general, could itself settle on a SEQ orbit.
Despite this mistake the present author finds it better to refer to the first six-orbit as
SIM, and to the second six-orbit as SEQ.

Finally, there is also a three-period orbit. So, 1 + 3 + 6 + 6 = 16, quite as
suggested.

Next, consider Fig.6, where k = 0.745, and the cross has almost disap-
peared. Hence the basin of the Cournot point has shrunk to almost nothing, as
has the cross itself, which provides the basin for one of the six-period orbits. The
same orbits remain as in the previous picture, though two of them are about to
disappear.

This indeed happens at k = 0.75, the subcritical bifurcation in Fig.7, where
both the Cournot equilibrium, and one of the six-period cycles have disappeared.
What remains are two attractors; the three-period orbit, and the six-period SEQ
cycle. In all, there are now 3 + 6 = 9 grid points in the intersections of three
(horizontal and vertical) lines. For further increasing k, the three- and six-cycles
remain.

Finally, Fig.4 displays the case k = 0.65. The higher Stackelberg line is
not yet visited, so there is one SIM cycle, now of period 4, within the cross,
and another SEQ four-period cycle, with points on the reaction functions, as its
companion. Further, the Cournot point is, of course, also stable. In all, there are
1 + 4 4+ 4 = 9 periodic points on a grid of three by three lines. For k increas-
ing from below, this situation emerges at about k € [0.61,0.62]. For lower k,
there is just the Cournot equilibrium point and one basin. It seems that the two
four-period orbits arise simultaneously at a bifurcation for some critical k, which
notably is considerably lower than the value at which the Cournot equilibrium is
destabilized.

5.2.2 Subcriticality

The fact that Cournot point, contained in a small basin, remains along with other
attractors indicates that the bifurcation from Cournot point to periodic orbits is sub-
critical, i.e., the fixed point is not just destabilized and replaced by another attractor
as in the supercritical bifurcation. It rather disappears through its basin contract-
ing and eventually vanishing, so that other attractors that already coexisted with it
remain the only ones. The scenarios connected with such subcritical bifurcations
often display quite complicated bifurcation structures in the boundary regions as
shown in Agliari, Gardini, and Puu (2005a,b). Further, subcritical bifurcations are
“hard” compared to the “soft” produced by supercritical bifurcations, and lead to
dramatic changes in the system when they occur.
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5.2.3 Profits

It may be of interest to check average profits over the various coexistent cycles.
Again take Fig. 5 for a start.
The Cournot point profits are then

U = 0.562,
V =0.062,

as can be calculated from (10)—(11) when a = 0.5,b = 1.5. The firm facing three
times higher marginal cost hence receives slightly more than one tenth of the prof-
its of the other firm. According to (20), the first firm could even obtain a profit
U = 2.25if it becomes a Stackelberg leader in equilibrium, but this situation is not
sustainable under the assumed parameter combination.

For the three-cycle, profits become

U = 0.377,

V = 0.240,
for the SEQ six-cycle

U = 0.446,

V =0.172,
and for the SIM six-cycle

U = 0.461,

V = 0.160.

It hence always pays for the firm facing the higher marginal cost to try to break
out from a Cournot equilibrium to a cyclic solution, as this alters the profit shares to
its advantage; especially in the three-period cycle, where the profits of the duopolists
have the same order of magnitude.

For k = 0.745 or k = 0.75, Figs.6 and 7, the situation remains the same,
the profit entries are not even changed at the chosen number of significant digits
displayed, though in the latter case the Cournot equilibrium and the SIM six-cycle
no longer exist.

As for the case k = 0.65, in Fig. 4, the facts are changed; the Cournot profits
remain the same, but for the four-period SEQ orbit we get

U = 0.601,

V =0.074,
and for the four-period SIM orbit

U =0.579,

V =0.070.
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Thus, the competitor facing the higher production cost can not earn much from
periodic orbits, the profits remain about the same as in Cournot equilibrium.

5.2.4 Rational Expectations

The question now arises if the agents could learn the periodicity they produce. This
is easiest if the periodicity is low and the coexistent attractors have the same period.
We could choose the case displayed in Fig. 4, with just two four-period orbits. But
things become complicated enough, so check the facts at a parameter point b/a =
6,k = 0.4 within the bigger four-period tongue in Fig. 2.

There then exists just one four-period cycle of SEQ type, and a unique basin. The
four orbit points are:

(A) The competitor controlling y having chosen Stackelberg leadership, the one
controlling x responds with Cournot action.

(B) The competitor controlling y chooses Cournot action as it is better under the
map than keeping to Stackelberg action

(C) The competitor controlling x again responds with Cournot action

(D) The competitor controlling y now finds it better to return to Stackelberg action.
The profits from this four-cycle are now

U =0.725,
V = 0.030,

which is not much different from the Cournot profits

U =0.735,
V = 0.020,

but the point is no longer stable.

Given the simple regularity, suppose the agents learn the periodicity, and react,
not to the competitor’s action one period back, but four periods back. What would
be the outcome?

If one only considers the dynamic every fourth period, the outcome is exactly as
before. But, in the three intervening periods, the system will settle to an independent
cycle of the same type. The result is a composition of four four-cycles successively
displaced in time, and, even if we just have one original cycle, it is impossible to
make the composition break down to a four-cycle. The outcome is a 16-period cycle.
To see the point, consider a single four-cycle, whose points are denoted ABCD.

Try to arrange a four cycle. In the first line of the table there are three blanks
between the entries. To produce A BCD again, choose BCDA for the first blanks,
CDAB for the second, and DABC for the third, thus completing the sequence.
(Each new choice of entries is indicated in bold face.)
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A-——-B—-—-—-C——--D———
AB——BC—-—-CD--DA——
ABC—-BCD-CDA-DAB —
ABCDBCDACDABDABC

So what is the outcome? The resulting sequence in the bottom row indeed starts
with ABCD, but it is not repeated, because then follows BCDA, CDAB, and
DABC. Only the full 16-sequence of the bottom line is repeated.

So, if the agents learn the periodicity of 4, they actually produce a periodicity of
16. The reader can try to arrange the sequences differently, but the outcome is always
the same; a 16-period cycle. The first four entries in the sequence of 16 determine
all the following, according to the order established in the original four-cycle, and
as we have four choices for each entry, there would now seem to exist 4% = 256
different cycles.

However, only 16 are different. The reason is as follows. Each recurrent sequence
of 16 entries contains 16 different four-sequences of entries, as we can start with any
one of the entries. (If we start with one of the three last entries, we just have to add
one, two, or three of the entries in the beginning of the full sequence.) But, as any
four subsequent entries in the sequence determine the whole 16-period cycle, any
of the 256 sequences belongs to a group of 16 identical orbits (only chosen with
different starting points). Hence, the total number of distinct orbits is 16.

Note that average profits in the 16-period cycle remain the same as in the four-
period cycle, because the same points ABCD are visited with the same relative
frequency as before though under different permutations.

To sum up; starting with one four-period cycle and one basin, learning produced
16 different 16-period cycles, and, of course, 16 different basins, though. we cannot
produce any picture of the basins in the phase diagram as it is eight-dimensional.
And so it goes on, learning and adjusting to the 16 periodicity produces a host of dif-
ferent 256-period cycles. The conclusion is that the idea of “rational expectations”
is untenable even in the simplest case of only one original orbit of low order. The
only periodicity that is possible to learn is a fixed point. For a general argument, see
Puu (2006).

6 Discussion

The purpose of this article was to define a dynamic duopoly system, as simple as
possible, but able to contain both the Cournot and the Stackelberg points as partic-
ular equilibria or fixed points. For this reason a traditional Cournot type of stepwise
adjustment was assumed, but it was amended through assuming that the competi-
tors might jump to Stackelberg leadership action if they were too disappointed by
currently expected Cournot profits. Depending on the two parameters of the simple
system, the unit production cost ratio and the coefficient for jumping to attempts at
leadership, different kinds of attractors could be detected.
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There could exist a stable Cournot equilibrium state or various Stackelberg equi-
libria, and the system could also go to periodic solutions, such as 3, 4, 6, 8, 10, 12, or
14. In certain parameter regions there could even be attractors of higher complexity.
A typical feature was that periodic attractors coexisted, with each other, and with
fixed points, and that the bifurcations were subcritical.

Stable Stackelberg points could exist for traditional leader/follower pairs
(depending on the unit cost ratio), but the system could also stick to both competi-
tors persisting in being Stackelberg leaders. It could also happen that a Stackelberg
leader managed to drive the competitor out of business.

In certain situations of multistabilty, the periodic orbits provided for considerably
better profit situations for the competitor facing high productions costs than would
the Cournot equilibrium.

The question was also raised if the competitors could learn the actual periodic-
ity and react accordingly with an appropriate delay. It was shown that even in the
simplest cases of just one attractor of low periodicity this was impossible, because
such learning and adaptation would inevitably alter the resulting periodicity. In a
superficial sense this is similar to the uncertainty principle in physics; in the present
case learning and adapting to a periodicity the competitors produce is bound to
change the periodicity itself. Rational expectations are hence impossible, except for
the single case of a fixed point.

The proposed integration of Cournot and Stackelberg, admittedly, is very simple,
and should be amended by other strategic action rules that tell how the competitors
break out from situations that are neither Cournot points nor traditional Stackelberg
leader/follower pairs. But it seems important to start trying to integrate Cournot and
Stackelberg in one dynamic model.
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Issues on Strategy-Switching Dynamics

Weihong Huang

1 Introduction

In many economic dynamic models, economic agents rationally and constantly
switch to more profitable strategies in response to the outcomes as well as the
environments.! In most cases with finite agents, the payoff for adopting an opti-
mal strategy by each agent depends not only on the strategies space but also on
the frequency with which different strategies are adopted. A strategy that is rela-
tively superior to the others in a particular distribution can turn inferior in other
distributions. The nonexistence of a strategy, that is superior to all other strate-
gies for all distributions, forces rational agents to switch their strategies now and
then in response to changing frequency. In other words, economic agents “migrate”
constantly among the different strategy groups.

In such a set-up, the traditional concept of static equilibrium frequency (at which
agents in different strategy groups have identical benefits) is not applicable in
determining the final outcome of strategy-switching dynamics, for the reason that
certain variation may improve some agents’ payoffs and hence induce the “migra-
tion trend”. Such “migration” continues until none of them have incentive to change
further, a state of dynamic equilibrium, at which the profits across different strategy
groups may differ significantly.

!'The term of “strategy” adopted in this article is more general than the common usage in game
theory and most researches in industrial economics. It refers to the different options of dynamic
behavioral principle in contrast to the different choices of action variables. In quantity-competed
oligopolistic model, it is not the particular level of quantity but the different ways that determine
the quantity, such as “Cournot best-response”, “Stackelberg leader”and “price taking” that form
different strategies. In other words, we regard different “reactions curves” as different “strategies”,
while game theory interprets different points along a particular reaction curve (such as “the best-
response curve”) as different “strategies”.
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The aim of current research is to explore the new equilibrium and stability con-
cepts for the dynamic competition model involving frequency-dependent payoffs
and to evaluate the dynamic strategies from the perspective that is consistent with
the normative economic theory.

2 Illustration of Strategy-Switching Dynamics

To illustrate, consider a simple situation in which N players are allowed to take
two strategies: S = {X, Y}, with n players taking strategy X (belonging to strategy
group X) and remaining N — n players taking strategy Y (belonging to strategy
group V).

We shall refer the distribution of players in the different strategy groups, denoted
byn = (n,N —n) with 0 < n < N, as a state of the switching dynamics. Given
the state n, we denote 7* (n) and 7” (n) as the payoffs for the relevant players,
respectively.

All players are allowed to join or switch to each strategy group freely. The fol-
lowing two assumptions are essential to get a vivid picture of switching dynamics.

Assumption (Intra-group ordering). For each group, the members follow a certain
order in deciding whether to adjust his strategy (migrate to another), one member
at a time.

Assumption (One-step limited foresight). All players are bounded-rational in the
sense that they can only predict the outcome of their own action (whether to switch
or which strategy to switch) and make the decision based on such limited foresight.

At first, we shall see that, so long as one of 7n* and w7 varies with n, the
traditional concept of static equilibrium frequency n* = (n*, N —n*) at which
¥ (n*) = 77 (n*) is not always consistent with the final outcome.

Example 1. Let N = 6 and consider three different payoffs structures.

Table 1a depicts a typical situation in which increasing the size of strategy group
X benefits all agents. There exists a unique static equilibrium (3, 3) at which we
have 7* (3,3) = n¥ (3, 3). However, it is not dynamically stable since the agents
in group Y has incentive to defect to group X due to 7* (4,2) > n¥ (3, 3). In fact,
we have n° (n,6 —n) > 7¥ (n—1,6 —n+ 1) forall 1 < n < 6, thus starting
with any n < 3, the static equilibrium can be reached but cannot be sustained due
to one-way migration trend:

(0.6) = (1.5) = (2.4) > (3.3) > (4.2) > (5. 1) > [ (6.0) |

The monotonicity characteristics of the above one-way migration makes (6, 0)
be the final outcome, which will be referred to as a dynamical equilibrium.

Table 1b reflects another typical situation of the so-called “size advantage”, i.e.,
the strategy group with more players profits more than the one with less players. The
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Table 1a The unique static equilibrium is reachable but dynamically unstable
06 (1,5 49 63 42 6D (60
¥ (n,6—n) - 60 70 80 90 100 110

/ / / / / /
7 (n,6—n) 50 65 75 80 85 95 -

Table 1b A unique static equilibrium is both dynamically unstable and unreachable
06 (15 24 63 42 6D 60
¥ (n,6—n) - 60 70 80 90 100 110

e e e 7 7 7
7 (n,6—n) 110 100 90 80 70 60 -

Table 1c Static equilibrium is dynamically stable and reachable
06 (15 249 G3 42 6D 60
7*(n,6—n) - 75 85 90 80 70 60

/ /! /! e P v
7’ (n,6—n) 60 70 80 90 85 75 -

distribution (3, 3) is again a static equilibrium. It is dynamically unstable because
the players in group X has incentive to defect to group Y due to n” (2,4) >
¥ (3, 3) while the players in group Y has incentive to defect to group X for the
reason of 7% (4,2) > ¥ (3, 3). If the defections do not occur simultaneously, we
shall observe an one-way migration route until all firms adopt Strategyr X:

(3,3) > (4,2) > (5,1) = | (6,0)
or an one-way migration pattern until all firms adopt Strategy Y:

(3.3) > (2.4) > (1.5 — [ (0.6) |

Monotonicity exhibited in the above two migration routes implies that (3, 3) is
not reachable unless it happens to be the initial distribution. In contrast, the two
extremes, (6, 0) and (0, 6) are both dynamically stable states.

As shown in Table lc, the static equilibrium may also coincide with the dynamic
equilibrium, as shown by the payoff structure that is associated with the so-called
“size disadvantage”, that is, the strategy with less players makes higher payoffs than
the other’? (where migrations occur so long as the groups sizes are not equal).

(0.6) > (1,5) > (2.4) > | (3.3) |« (4.2) < (5.1) < (6.0).

2 Such situations reflect the over-exploit of commons.
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Table 2a A unique dynamic equilibrium exists at one extreme
06 (1,5 49 63 42 6D (60
¥ (n,6—n) - 60 70 80 90 100 110

/ / / / / /
7 (n,6—n) 50 60 70 80 90 100 -

Table 2b Both extremes are dynamic equilibria
06 (15 24 63 42 6D 60
a*(n,6—n) - 60 50 40 50 60 70

e e e 7 7 7
7 (n,6—n) 70 60 50 40 50 60 -

Table 2¢ The even distribution is the unique dynamic equilibrium
0,6) (1,5 249 (33 &2 6D (60
a*(n,6—n) - 60 70 80 70 60 50

/ / / v e v
7 (n,6—n) 50 60 70 80 70 60 -

Example 2 (All bimodal distributions are static equilibria).

The inconsistency of the static equilibrium concept with the outcome of strategy-
switching dynamics even exists when two strategies have identical payoffs for all
bimodal distributions, that is, 7* (n,6 —n) = n¥(n,6 —n) for1 < n < N.
As illustrated in Tables 2a—c, all the possibilities shown in Example 1 can be
reproduced.

Secondly, we shall see that, even when one strategy “statically” dominates the
other, say, n¥(n, N —n) > n*(n, N — n) for all n, all the above possibilities can
still appear. Moreover, there exist possibilities in which none of the players is willing
to adopt the very strategy.

Example 3 (“Static dominant strategy” is unfavorable).

In Table 3a, even when n¥ (n, N —n) > n*(n, N — n) for all n, the players in
Group Y have the incentive to migrate to Group X such that not a single player is
willing to take static dominant strategy in the final outcome.

In contrast, Table 3b demonstrates the possibilities of multi-equilibria. Although
¥ (n,6 —n) > 7*(n,6 —n) for all n # 0, 6, all distributions are stable in the
dynamic sense because players in Group X are indifferent before and after strategy-
switching.

The above examples call for meaningful concepts relevant to the strategy-
switching dynamics, which leads us to the next section.
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Table 3a Static inferior strategy is dynamically preferred for all distributions
06 (1,5 49 63 42 6D (60
¥ (n,6—n) - 60 70 80 90 100 110

/ / / / / /
7 (n,6—n) 55 65 75 85 95 105 -

Table 3b Static inferior strategy is dynamically indifferent for all distributions
0,6 (1,5 2,49 33 42 D _ (60
7*(n,6—n) - 60 70 80 90 100 110

/ / / / / /
7 (n,6—n) 60 70 80 90 100 110 -

3 Dynamic Stability and Dynamic Dominance

Examples shown in Sect.2 demonstrated the importance to distinguish the final
dynamic equilibrium of a strategy-switching regime from its traditional counterpart
as well as distinguish the static dominance concept from the dynamic dominance
concept for the strategies involved. This section intends to provide the relevant
definitions.

3.1 Dynamical Stability of Switching-Dynamics

In general, for a dynamic model involving finite population (N ) and finite dynamic
strategy space S = {s; }ljzl, we are able to associate a state n= (ny,nsz,...,1;7)

with le=1 n; = N and a payoff 7' (n) for the firms who adopt strategy i when
n;i >0,fori =1,2,...,1.

Definition 1. A state n is said to be statically stable (or equivalently static equilib-
rium ) if all strategic groups enjoy identical payoffs, i.e., for all 7; > 0,7, > 0 and
i # j,wehave 7' (n) =/ (n).

Definition 2. A state n is said to be dynamically stable (or equivalently dynamic
equilibrium ) if

wl iy =1 ity i) <t (), (>
(1)
w1 i) < (T ), i >,
)

foralli # j,i,j € {1,2,....1}.

Remark 1. Condition (1) implies the internal stability for Group i: no firm in Group
i has incentive to defect to any other group. Condition (2) indicates the external
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stability for Group i because no firm in any other group has incentive to join Group
iforalli # j,i,je{l,2,...,1}.

For the two-strategy competition presented in Example 1.(b), both (6,0) and
(0, 6) are stable distributions. However, in between these two stable distributions,
there exists an intermediate distribution (3, 3), at which there is mutual attraction
between both groups. A member of Group Y finds its more profitable to migrate to
the Group X while a member of Group X also finds it beneficial to join Group Y
(or regret to betray from the latter). If the migrations to each group occur simultane-
ously, then the migration will last forever so that the distribution (3, 3) remains
invariant. Such an equilibrium-alike phenomenon stimulates us to introduce the
concept of transiently stable distribution.

Definition 3. A state n is said to be transient-stable (or equivalently transient

equilibrium) if there exists some pair of (i*, j*) such that72;+ > 1,7+ > 1 and
J* (- 7w — 7 7 i* (5 . .

o (A= Loy + 1) >t (A e e )

i* - - — — ]* — —
T (nl,...,ni*+1,...,nj*—1,...,n1)>7t (nl,...,n,-*,...,nj*,...,nl),

while inequalities (1) and (2) are satisfied for other irrelevant indices.

Remark 2. A state n is said to be transient-stable if there exists incentive for migra-
tion among some strategy groups and no incentive among the other groups. Unlike
the dynamically stable distribution, a transiently stable distribution is dynamically
unstable because any bias from it will direct the migration towards one of the nearby
dynamically stable distributions.

For a finite strategy space S = {s; }§=1, the dynamical-stability of a state n

requires (12) times of checking inequalities (1) and (2). Apparently, some of the
checking are overlapping. Therefore, q more efficient measure is resorted to simplify
the comparison and checking as well as to enable us to analyze how players migrate
from one group to the other to pursue higher payoft.

Definition 4. Marginal benefit of strategy-switching: by which we mean the poste-
rior increment in absolute payoff if a member of group j migrates to groupi:

8ij (nivnj) =x' (n1.....ni,...nj,...np)

—n-/(nl,...,ni—l,...nj+l,...n1),n,~21. 3)
The definition (3) suggests that
8ij (ni,nj) =—=8ji (nj + 1.nj —1) forany j # i,
which implies that we only need to define the number of marginal benefit of strategy-

switching for those j > i. Then the set of (12) marginal benefits of “defections” serve
well for the purpose of simplifying the analysis of migration effects. This is because,
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assuming that all ns, s # i, j, are being fixed, §;; characterizes vividly the trend
of strategy-switching between Group i and Group j. Starting with any strategic
distribution (ni, n j), an incentive exists for a member of Group j to migrate to
Group i if 8;; (ni,n;) > 0.3 The migration ceases at (n;,n;) in both directions
when §;; (7;,71;) > 0 and &;; (7; + 1.71; —1) < 0, which are nothing but (1)
and (2). Therefore, just by examining the signs of §;; (ﬁi, n j) for different (ﬁi , ﬁ_/)
combinations, we are able to see how the migration proceeds between Group i and
Group j (thatis, how the states transit among them).

Example 4. For a two-strategies competition, say, & = {X,Y}, for any
given fixed number of players N, we have n, = N — ny. By denoting
ON (ny) =6xy (nx, N —ny), the marginal benefit of switching from strategy x
(Group X) to strategy y (Group Y) degenerates into a mathematical function with
single variable ny, should N be fixed. Since it is the sign of §; (1) that determines
the direction of strategy-switching, the monotonicity of § (1) characterized by the
derivative 8y () offers the sufficient condition to attain the relevant stable distri-
bution. In addition, 5 (1) and 65 (N) are two important indicators for the trend of
strategy-switching. Based on the signs of these two indicators and the condition that
the sign of § () is a monotonically function of n, we are able to characterize some
of the most typical types of stable distributions. These are summarized in Table 4
and illustrated in Fig. 2.

A state (71, N — 1) is transiently stable if §; (71) < Oandéy (77 + 1) > 0. A tran-
siently stable distribution always occurs in between two extremal stable distributions
(N,0) and (0, N), as illustrated by Pattern III of Fig. 1.

3.2 Stable Cluster

The relationships between the analytical property of payoffs and the possible pat-
terns of migration dynamics are by no mean straightforward. To see this, we proceed

Table 4 Typical patterns of stable distributions

Pattern  Sign pattern of 8y () Stable distribution(s) Sufficientconditions

8y (n) < 0,8y (1) <0
8y (n) > 0,85 (N) <0
8y (1) > 0,85 (1) >0

I (_’_’...’_’_‘...’_’_) (O‘N)

I +,+. 4+ 4+ 4+ 4+ (N0 8y (n) < 0.5y (V) > 0
111 (=, — =+, +,4) (0, N) and (N, 0) 5§v(n)>0,5N(l)<0,5N(N)>O
v (+, 4+, +,— -, — =) (™, N—n"*) 8y (1) <0,8y (1) > 0,8y (N) <0

3 Additionally, we may assume that a member of Group j has incentive to migrate to Group i even
when §;; (n;,n;) =0butx’ (ny,....ni,...n5,...n;) > 7/ (n1,...,n;,...n;,...n;). In other
words, the migration can be proceeded even if it results in relative profitability without sacrificing
the absolute profitability.
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Oy(n) Oy(n)
Sy(n) <0,Vn Sy(n) >0,Vn
0 0
n n
T T T T T T T T T T
1 2 e N—-1 N 1 2 e N-1 N
(a) Unique stable equilibrium: (0,N) (b) Unique stable equilibrium: (N,0)
Sy(n) Sy(n)
Sy(n*) >0, 8y(n*+1)<0 Sy(n*) <0, 8y (n*+1)>0
0 0
n n
T T T T T T T T T T T T T T
1 2 n* n*+1 °° N—-1 N 1 2 n* n*+1 *°° N—-1 N
(c) Unique stable equilibrium: (n*,N — n*) (d) Coexistence of stable equilibria ( and (N,0))
with a transient equilibrium (kx, N — kx)

Fig. 1 Typical patterns of stable distributions

to examine the simplest case where all payoffs are monotonic to n.* Even if
7' (n), i = x,y, are both monotonic, the marginal benefit of switching 8 (1)
is monotonic only if (d7*/dn)(dn?/dn) < 0, under which, the stable distri-
bution patterns are limited to four possible cases illustrated in Fig. 1. However, if
(dn*/dn)(dm?/dn) > 0, more possible patterns can occur, as illustrated by the
following two examples for the cases in which d7*/dn < 0anddn”/dn < 0.

4 A payoff function 77’ (n),i = x, y, is said to be monotonic with respect to n if d 7w’ () /dn does
not change sign for all n.
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Table 5a Coexistence of (N, 0) and (n™, N —n*)
0.6 (1.9 o 63 @2 GO [60)]

7 (n,6—n) - 150 135 125 120 115 110
/ v v v v /

7 (n,6—n) 145 140 135 125 120 105 -

8y (n) - 5 =5 —10 -5 =5 5

Table 5b Coexistence of (0, N) and (n™*, N —n™*)
l0.6] 1.5 @9 63 [@2] 61D 60

7 (m.6—n) - 145 140 135 125 115 105
v / / / / v

7 (n,6—n) 150 135 125 120 115 110 -

Sy (n) - =5 5 10 5 0 =5

Table S¢  Multiple stable states
0.0 s @] 63 |4y G [60]

7 (n,6—n) - 85 80 65 62 55 50
e / v / v /

7' (n,6—n) 90 75 70 60 58 45 -

8y (n) - =5 5 =5 2 =3 10

Example 5 (Coexistence of two stable states). There may coexist two stable states
suchas (N,0)U (n*, N —n*) or (n*, N —n*) U (0, N) as illustrated in Tables 5a
and 5b, respectively. If the derivative &% (1) behaves irregularly, then multiple
bimodal equilibria can occur, as seen in Tables 3b and 5c.

The possibilities of coexistence of three or more dynamically stable states would
in turn suggest the coexistence of multiple transiently stable states. The following
proposition follows from intuition straightforwardly.

Proposition 1. For a two-strategy competition, between every two dynamically sta-
ble states (n’f, N — n’f) and (n;, N — n;), with n5 > ny + 1, there exists at least
one transiently stable state.

For a two-strategies competition, there always exists a stable state. Starting with
any unstable distribution, the strategy-switching behavior proceeds if necessary until
a local stable state is reached. In the terminology of dynamic theory, the strategy-
switching dynamics is monotonic converging, either to a local equilibrium, or to a
global equilibrium. Additionally, a stable cluster of states can also appear as shown
in the next few examples.

For a two-strategies competition, two neighborhood states (n, N —n) and
(n—1, N —n + 1) are said to be indifferent if dy (n) = 0. Indifferent states form
a cluster, which is locally stable if all the states outside of this cluster will transit
to 1t.
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Table 6a A stable cluster formed by indifferent states
06 1 |@a] [63] @] G 60
7*(n,6—n) - 70 65 55 45 40 35

/ 7 / / e e
7 (n,6—n) 65 60 55 45 55 60 -

Table 6b An unstable cluster formed by indifferent states
0o 15 |(e9| (63| [a] 6D 60
7*(n,6—n) - 40 45 50 55 60 65

v e / / / /
n (n,6—n) 45 43 50 55 57 60 -

Table 6¢c An unstable cluster formed by indifferent states
06 .5 |[e4] 63| [@42] GD 60
7,6 —n) - 40 45 50 55 60 65

/ / / / / /
7 (n,6—n) 35 40 50 55 57 60 -

Table 7a A stable cluster formed by transient state
060 1y (a9 63| 42| G 60
¥ (n,6—n) - 40 50 40 50 40 35

7 7 e 7 e e
7' (n,6—n) 35 45 50 40 45 40 -

Table 7b A stable cluster formed by transient state and indifferent state
06 13 |[@9| (63| @] |G| 6o
a*(n,6—n) - 40 50 40 50 45 35

7 7 e 7 / e
7 (n,6—n) 35 45 50 40 45 40 -

Example 6 (Stable and unstable cluster resulted from indifferent states). The payoff
structure shown in Table 6a presents a case of stable cluster. An extreme case occurs
when all states form a stable cluster, as shown in Table 3b.

A cluster can also be unstable if at least one of the states can transit to the states
outside the cluster, as illustrated in Tables 6b,c where the states (2, 4), (3,3) and
(4, 2) form a cluster.

Example 7 (Stable cluster resulted from transient equilibrium). A stable cluster can
also consist of a transient equilibrium and two nearby stable states, as shown in
Table 7a.

A mixed type of stable cluster that consists of indifferent transition and transient
equilibrium can be easily constructed, as shown in Table 7b.
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The possibility for stable cluster stimulates us to generalize the concept of
dynamic stability for a single state to the one for a stable cluster. When more than
three strategies are involved, the strategy-switching dynamics turns out to be much
more complex than the two-strategies competition. With some initial distribution,
the players may migrate cyclically. If all possible distributions result in a cyclical
evolutionary pattern, no stable distribution can exist. Instead of defining the stability
of the neighborhood of a cluster directly, a more general concept of stability to cover
both cyclical path and neighborhood cluster is provided as the following:

Definition 5. Directly linked distributions: two distributions n® =7 7 |
ﬁ;k)), k = 1,2 are said to be directly linked if there exist two indices i and j such
that 7" = 2> + 1 and i = 2" + 1 and a{" = 2{®) forall s # i. j. In other

i ; )
words, two distributions are directly linked to each other if one can reach the other

by a single migration activity.

Definition 6. A collection of distributions {n®)} is said to form a cluster if any one
of them is directly linked to at least one other member of the collection.

Remark 3. If we visualize a distribution n®) as a node in a multi-dimensional lattice
(network) and connect any two directly linked distributions either with an one-way
arrow (to indicate possible one-way transit) or a two-way arrow (to indicate a pos-
sible two-way transit, which occurs when §;; (n in j) = 0), then starting with any
initial node in a neighborhood, all other nodes can be reached with at least one
arrow.

Definition 7. A cluster of states N*={ny} is said to be a dynamically stable
attractor if:

1. External stability: all distributions linked directly to any one member of N*will
transit to it.

2. Internal stability: the distributions within the collection do not transit to those
that do not belong to the collection.

The above definition is particularly important for the strategy-switching dynam-
ics involving more than two-strategies, which will not be explored in the current
presentation (see Huang, 2009). But it is essential to point out that it is exactly
when more than two strategies are involved that the analysis of dynamics becomes
interesting: the stable attractor can be either a cyclical path or a chaotic cluster.

3.3 Dominance of Dynamic Strategy

As a complement to the concepts for the static “strategy” defined in game theory,
we conclude this section with an analogous one for the “dynamic strategy” under
the framework of strategy-switching dynamics.
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Definition 8. A strategy s; € S is said to be dynamically feasible if there exists at
least a dynamically stable state n with 77; > 1.

Definition 9. A strategy s; € S is said to be dynamically stable if there exists a
unique dynamically stable state n such that7z; > 1.

Definition 10. A strategy s; € S is said to be dynamically infeasible if for all
dynamically stable state n, we have 71; = 0.

Remark 4. When there are more than two strategies involved, there may not exist
any dynamically stable distribution. Equivalently to say, there may exist possibilities
in which all strategies are infeasible.

Definition 11. An economically stable strategy s; € S is said to be dynamically
dominant if for all j # i, we have

8ij (ni,nj) >0 foralll <n; <Ny,
where N;j = N — Z#i,j n;.

Remark 5. To distinguish from the “static” concept of strategy dominance in the
standard game theory, we may regard the economic-dominance as a dynamic
dominance concept.

If the strategy s; is dynamically dominant, then (0---0, N,0---0) must be the
unique dynamically stable distribution. The converse, however, is always true for
two-strategy competition but not when the strategy space consists more than two
strategies.

The following facts, however, can be proved straightforward.

Proposition 2.

1. There exists at most one dynamically dominant strategy.
2. If a strategy is dynamically dominant, all other strategies must be dynamically
infeasible.

4 Economic Applications: Dominance of Price-Taking Strategy

The ad-hoc examples provided in previous sections serve only as illustrations. To
appreciate the newly defined concepts and their implications, it is necessary at this
point to apply these concepts and the relevant framework to a concrete economic
problem. We choose the traditional quantity-competed oligopoly model to serve
such a purpose for the reason that the distinction between the static dominance and
dynamic dominance can be best illustrated.
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4.1 Static Dominance of Price-Taking Strategy

Consider an oligopoly market, in which N firms produce a homogeneous product
with quantity qf ,i =1,2,...,N, at period ¢. The market inverse demand for the
product is given by p; = D(Q;), where D’ < 0. It is assumed that the actual
market price adjusts to the demand so as to clear the market at every period, that is,

0. = YN, ¢i. The payoffs of firm i is given by
7' (Qr.q)) = D (Q) q; — Ci (4}).

Definition 12. By the price-taking strategy we mean any firm adjusts its output g’
dynamically in response to market price so that®

D(Q)) =C/(q). 4)

Then we have the following beautiful result on the (static) dominance of price-
taking strategy (Huang, 2008):6

Theorem 1. If D’ < 0 and C/" > 0 are satisfied, for all j such that C; = C;, we
have

(0,3 = 77 (01, q)), )

where Q; = (jf + q,j + ZI#,J- qtl and the equality holds if and only ifq,j = (}f. In
other words, a firm adopting price-taking strategy has the relative profitability over
any other firm who has identical cost but produces at different output level.

The conclusions drawn in Theorem 1 is generic in the sense that it is robust to the
changes (during the evolutionary process) in the market environments such as the
market demand, entry and exit of oligopolistic firms, advances in some or overall
technology level.

The driving force behind the long run outcome in the evolutionary literature is
the relative payoff (Schaffer, 1989), rather than the absolute payoff assumed in most
fields of economics, including standard game theory. From this regard, the price-
taking strategy defined above is definitely evolutionary stable. However, according
to the normative economic theory, it is the absolute profit, not the relative profit,
that an economic agent should pursue. Although a firm can enjoy a relative payoff
advantage over the other firm by adopting a certain evolutionary stable strategy, it
may find it worthwhile to give up such advantage by switching to the other “inferior”
strategies to gain extra increment in the payoff. Extreme cases may arise in which

31t needs to emphasize that this definition is different from the price-taking strategy defined in
evolutionary game theoretic literature, where the output level of competitive equilibrium is defined
as the price-taking strategy.

® The relative profitability of the price-taking strategy was first formally proposed in Huang (2002)
where the proof was mistakenly omitted in the editorial process.
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none of the agents adopts an evolutionarily stable strategy. These points can be made
clearer with a symmetric oligopolistic model.

Assume that N oligopolistic firms have identical cost and are divided into two
strategic groups, X and Y. Group X consists of n price-takers whose output x is
determined by

D(Q)=C"(x). (6)

Therestm = N —n firms in Group Y are Cournot optimizers who adopt individually
the conventional Cournot best-response strategy (C). Denote these firms’ average
output as y, then y is implicitly determined by’

D(Q)+yD' (Q)=C"(y), (7)

where Q £ nx 4+ my.

Apparently, the equilibrium profits at an equilibrium (X, y) established by (6) and
(7) for each firm in these two strategy groups, denoted as 7* and 77, respectively,
depend on (n, m), the state:

a*(n,m)=x-D nx +my)—C (X),
7¥ (m,m)=y-D mx +my)—C ().

The extremal distributions (N, 0) and (0, N) thus correspond to the competitive
equilibrium and the Cournot equilibrium, respectively.
Denote
AT* (n,m) £ 7% (n,m) — n¥ (n,m) 8)

as the profit difference for n - m > 0. It follows from (5) that Ax*Y (n,m) > 0
for all n - m > 0, providing C” > 0 and D’ < 0. In words, regardless of how
N firms are distributed between the two groups, any member of Group X (if is
not empty) makes higher profit than the firms in Group Y. If firms are after the
relative payoffs, all members of Group Y will defect to become price-takers so that
competitive equilibrium (N, 0) ends up as the unique dynamic stable equilibrium
distribution. On the other hand, if firms pursue absolute profits, at any distribution
of (n,N —n), 1 < n < N, there exists economic incentive for any member of
Group X to join Group Y if

SNy Eax*nn,N—n)—a”>(mn—1,N—n+1)<0.

This is the situation where a price-taker is willing to sacrifice its relative prof-
itability in exchange for the absolute profitability by migrating back to Group Y. In
consequence, an exact opposite outcome may occur, that is, all firms may abandon
the evolutionary stable strategy and switch to Cournot best-response strategy so that

7 Here we assume that firms in Group Y do not collude together, which is equivalent to assume that
each and every firm in Group Y knows nothing about the group size N — n.
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(0, N) becomes the unique stable distribution. Alternatively speaking, the Cournot
best-response strategy turns out to be dynamically dominant, although the price-
taking strategy is static-dominant. Such extreme case can be easily constructed, as
shown in the next subsection.

4.2 The Price-Taking Strategy Can Be Dynamically Infeasible

Let the market demand be iso-elastic: D (Q) = 1/Q, and the cost function be
quadratic (linear marginal cost): C (g) = cq?/2. (6) and (7) turn out to be

1
nx+(N—n)y

1 B y
nx+(N—-n)y (nx+ (N —n)y)?

= cx,

= Cy7

from which an equilibrium (¥, y) is solved as

)_C:\/g(n)—N+m 5= n(N +1-g(n))
2cn ' (N —n)2cn(g(n)—N + 1)

where g (n) £ /(N — 1) + 4n. The equilibrium profits for each firm of two

groups are respectively

1
w* (N —n) = (g () =N +1),

_(N+1D*+(N—n)(N—1)— 2N + 1 —n) g (n))
B 4(N —n)? '

7¥ (n,N —n)

It can be easily checked that Az*” (n, N —n) > Oforalll <n < N —1,1i.e.,
the price-takers make more profit than the Cournot optimizers for all distributions.

It turns out that 5y (n) < O for all 1 < n < N, which suggests that
(0, N) is the unique stable distribution and hence the price-taking strategy is
completely abandoned by all firms. Following our earlier definitions, the Cournot
best-response strategy is dynamically dominant although the price-taking strategy
is static dominant.

However, the beauty of price-taking strategy should not be undermined just
by this particular example. The dynamic dominance of a particular strategy relies
strongly on the market demand, the cost structure, and even on the number of firms
involved, as illustrated in the next section.
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4.3 The Price-Taking Strategy Can Also Be Dynamically
Dominant

Let the market demand be linear:® D (Q) = 1 — Q, and the cost function remains
to be C (¢) = cq?/2. Equations (6) and (7) now become

l1—nx—(N—n)y =cx,
l—nx—(N—n)y—y=cy,

which yield (x,y) = (1+¢)/(mn+c(N+14¢)),c/(n+c(N+1+c)))so
that

2
7*(m,N —n) = cdto) >

2m+c(N+1+¢))
2 N ) = c22+c¢)

2(n+c(N+1+c)*

Again it can be easily checked that An*Y (n, N —n) > Oforalll <n < N —1,
that is, the price-taking strategy is static dominant. However, the sign of marginal
benefit of switching 6 (7) now depends on the size of the industry.

Denote [-] and |-] as the ceiling function and floor functions, respectively, which
returns the smallest (largest) integer greater (less) than or equal to a non-negative

number. Let N;=max{2, Ll + Ve (c+ Z)J} and N,= {1 +(+1{1+ 2/c—|,
then the relationship between the market size and the dominance of price-taking
strategy can be seen in Fig. 2 and summarized in the following proposition.

Proposition 3. When D (Q) = 1 — Q and C (q) = cq?/2, the outcome of the
strategy-switching dynamics depends strictly on the number of N :

Case (I) when N < Nj, the Cournot best-response strategy is dynamically
dominant (equivalently, (0, N) is the unique stable distribution).

Case (II) when N; < N < N,, there is no dynamically dominant strategy so
that both strategies are economically feasible (equivalently, two stable distributions
(N, 0) and (0, N) coexist with a transiently stable distribution (i1, N — i)).

Case (IlI) when N > N,, the price-taking strategy is dynamically dominant
(equivalently, (N, Q) is the unique stable distribution).

We are able to conclude that:

(1) Unless c is very large (¢ > 1), condition N < N; is rarely satisfied for N
greater than 2. On the other hand, regardless of ¢, condition N > N, is easily
satisfied when N is sufficiently large.

8 The linear demand is conventionally assumed to take the form of D (Q) = a — bQ (see Fisher,
1961 and Rothschild, 1990). It can be verified that, with appropriate change of quantity variable Q
as well as redefinition of parameters, the effects of parameters a and b can be summarized into the
cost parameter c.
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A N
10 —

III: (N,0)

Fig. 2 Illustrations of N; and N,

(2) The difference between N; and N, decreases with increasing ¢ and approaches
a limit that equals to unity. When ¢ > 2, that is, ¢ is relatively large, the dif-
ference between N; and N, peaks at unity, which suggests that Case II do not
occur. Only when c is relative small (¢ < 1) that the difference between N;
and N, is large enough to generate Case II.

(3) When ¢ < 1, a single new firm may make a huge difference as it may turn the
stable distribution from (0, N) to (N + 1,0).

(4) Regardless of ¢, increasing N increases the dynamic dominance of the price-
taking strategy.

5 Conclusions

The strategy-switching dynamics in the dynamic competition models where the
agents are after the absolute profitability, with the bounded rationality, and the pay-
offs are frequency-dependent are studied. The relevant equilibrium and stability
concepts have been defined for the dynamic strategies from a perspective that is
consistent with the normative economic theory, and complement the ones defined
for the static strategies from the evolutionary game-theoretical perspective. Based
on such a framework, the appreciation of price-taking strategy can be reexamined.
Compared to the model with two strategies, the strategy-switching dynamics for
multi-strategies are more difficult to analyze. This is because, for the two-strategy
competition, the actual realization of switching path is consistent with the “incen-
tive”of switching because only one target is considered. On the contrary, when the
size of the strategy space is more than two, there exists the possibility that a member
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of a strategy group has incentive to migrate to several other strategy groups. If pay-
offs are identical for some of these target groups, the actual migration path is not
unique, even after an additional assumption that the agents are all after higher payoff
is imposed. Such indeterminacy of strategy-switching results in the indeterminacy
of the next state along a migration path. Moreover, if such phenomenon occurs
within a stable cluster, a chaotic-like behavior can be observed along the trajectory
of migration. These issues will be explored further in the subsequent study.

Many interesting questions remain unanswered from the aspect of “strategy”. It
is unclear whether the dynamic dominance property of a particular strategy can be
affected if the original strategy space is expanded. For instance, if X dynamically
dominates Y, Y dynamically dominates Z, will X dynamically dominate Z? In
other words, the answer to whether the dynamic dominance characteristics can be
preserved transitively remains unknown.

Even for the symmetric oligopoly model with heterogeneous strategies as pre-
sented in Sect. 4, it is unclear when the price-taking strategy can be dynamic
dominant. Future research will include identifying the necessary and/or sufficient
conditions for the dynamic dominance of price-taking strategy.
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R&D Public Expenditure, Knowledge
Spillovers and Agglomeration: Comparative
Statics and Dynamics

Pasquale Commendatore, Ingrid Kubin, and Carmelo Petraglia

1 Introduction

Since the introduction of the influential core-periphery (CP) model by
Krugman (1991), New Economic Geography (NEG) models have provided a natural
framework for non-linear dynamic analysis.! Moreover, as shown by the compre-
hensive picture of policy implications of the NEG paradigm provided by Baldwin
et al. (2003), a well established finding is that policy changes have non-linear effects
on industrial location, in general.

Why economic activities tend to cluster in space is an old question. Often refer-
ring to Marshall’s famous classification, regional and urban economists analysed
the agglomerative effects of better access to public goods in central locations, of
knowledge spillovers between firms and of labour market pooling (see for a recent
survey Duranton and Puga 2004). Instead, the NEG focuses on the trade costs,
increasing returns at the firm level and factor mobility, and determines endogenously
the spatial distribution of (monopolistically competitive) firms by the interplay of
agglomeration and dispersion forces (see Venables 2008).

In Krugman’s CP model, mobile workers spend their incomes locally and the spa-
tial distribution of industrialized activities is driven by three effects. The “market-
access” effect (i.e. the tendency of imperfectly competitive firms to locate in the
large market and export to small markets) and the “cost-of-living” effect (i.e.
goods are cheaper in regions with higher concentration of industrial firms) encour-
age agglomeration. The “market-crowding” effect (i.e. the tendency of imperfectly

! Noticeable previous contributions on non-linear dynamics in regional economics are those by
Mees (1975), Puu (1981) and White (1985). Mees (1975) demonstrated that slow improvements
in transportation and communication can result in the catastrophic agglomeration of population
in cities. In 1981, Puu established the possibility of catastrophic changes in the structure of intra-
regional trade flow patterns. In 1985, White examined the onset and character of chaotic behaviour
in a multisector multicentre simulation model.
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competitive firms to locate in regions with less competitors) favors dispersion. Com-
bining the “market-access” effect and the “cost-of-living” effect with migration
creates the potential for cumulative causality and self-reinforcing agglomeration
processes (Baldwin et al. 2003, p. 10). As a result, complete agglomeration in one
region may be a stable equilibrium. Within the NEG, the CP model impresses with
the richness of delivered results; however, due to cumulative causality, it is difficult
to manipulate analytically and most results are obtained via numerical simulation.

The Footlose Capital (FC) variant of the CP model, originally proposed by
Martin and Rogers (1995), assumes that the mobile factor (capital) repatriates all
of its earnings to its region of origin. Such an assumption cuts off “cumulative
causality” thus rendering the analysis much more tractable.

The use of NEG models for policy analysis is a quite new (and still controver-
sial) achievement (see Neary 2001; and also Sachs and McCord 2008).% In two
recent papers we contribute to this literature by introducing into a FC model public
goods as another potentially agglomerative force;? in particular, we explicitly mod-
eled productivity enhancing public expenditure and decomposed its overall effect on
industrial location into two components. First, the productivity effect: an increase
in the provision of public services in one region lowers labour input requirements
and leads firms to relocate there. Second, the demand effect: the increase in taxation
required to finance this provision and the consequent contraction in private expen-
diture for manufactured goods favour dispersion via a change in the relative market
size. In Commendatore et al. (2008b) we adopt a two-region FC model with endoge-
nous capital and focus our analysis on the equilibrium outcomes. In Commendatore
et al. (2009), we consider a much simpler analytical framework — a FC model with-
out an investment sector — and fully characterize the dynamic process underlying
capital movements (including an explicit existence and local stability analysis of
the emerging fixed points).

Our present contribution departs from Commendatore et al. (2008b, 2009) in
three main aspects. First, we restrict our attention to R&D public expenditure and
assume that the productivity enhancing effect induced by public policy takes place
via a reduction of fixed costs in the manufacturing sector. Consequently, the stan-
dard equalisation between number of firms and capital units does not apply. Second,
we are able to consider how public policy impact on the spatial distribution of cap-
ital, also altering both the localisation and the number of firms. Third, we relax
the assumption of pure local effects of productive public expenditure, studying the
spatial spillovers effects of public policy.

2 Commendatore et al. (2008a) show that the policy propositions derived in Baldwin et al. (2003)
are not robust with respect to the temporal specification of the economic geography model
employed (continuous vs discrete time).

3 Note that we do not incorporate direct knowledge spillovers between firms (another of the poten-
tially agglomerative forces mentioned above). Bischi and Lamantia (2002) and Bischi et al. (2003a,
2003b) analyse in an industrial organization modelling framework the complex clustering dynam-
ics generated by such direct knowledge spillovers. Extending our model in this direction is left for
further research.
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Assuming that knowledge creation is financed by the public sector, we will
explore the location effect of knowledge creation and diffusion across regions.
Publicly financed local universities and research centres (or the government itself)
undertake R&D activities which have a positive productivity effect on firms via a
reduction of fixed costs. We will pursue the analysis for both the cases of global
and of local knowledge spillovers. In the first scenario, we will assume that once
new ideas have been generated they can freely circulate across regions and firms
can benefit to the same extent from publicly financed R&D activities, regardless of
their location (perfectly global spillovers). In the second case, we will maintain that
knowledge generated by R&D activities undertaken in one region is beneficial to
both local and foreign firms to a different extent though (perfectly/partially local
spillovers).

We will disentangle the demand and productivity effects induced by changes in
public expenditure on R&D and their impact on industrial location equilibria. This
will be done under the alternative assumptions of global and (partially/perfectly)
local knowledge spillovers. Both local and global dynamics of the model will be
studied. In particular, we will deliver a local dynamic analysis on the impact of
trade freeness on the long-term regional allocation of capital and an analysis of the
complex structure of the basins of attraction of the boundary fixed points.

The remainder of the paper unfolds as follows. Section 2 introduces the assump-
tions of the model. Section 3 reports the derivation of the short-run equilibrium.
Section4 introduces the complete dynamic model. In Sects.5 and 6 we study the
impact of public policy on industrial location in the cases of global and local knowl-
edge spillovers respectively, focussing on the local dynamics properties. Section 7
deals with global dynamics properties. Section 8 concludes.

2 Assumptions

Our analytical framework is based on the FC model (Martin and Rogers 1995). The
economy is composed of two regions, labelled 1 and 2. Each region has a perfectly
competitive agricultural sector and, potentially, a manufacturing sector. There are
two productive factors, labour and capital, equally distributed among L households,
which are in turn symmetrically distributed across regions (that is, L /2 households
reside in each region). Each household supplies inelastically one unit of labour, thus
L represents also total labour supply. Households move freely within a region but
are not prepared to migrate across regions and spend all their earnings in the region
where they live. Physical capital, however, is allowed to move between regions. We
denote by K the overall number of capital units.

A local government may provide a public good which reduces manufactur-
ing firms (fixed) costs. For simplicity we assume that the provision of the public
good does not impact on consumers’ utility. We interpret such public good as
R&D activities undertaken by universities or by other institutions financed by the
government.
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The representative household’s utility function is*

U=cCcyrck (1)

where C4 and C)s correspond to the consumption of the homogeneous agricultural
good and of a composite of manufactured goods:

Cn=Ye7 @)

i=1

where c¢; is the consumption of good i, n is the total number of manufactured goods
and o > 1 is the constant elasticity of substitution; the lower o, the greater the con-
sumers’ taste for variety. The exponents in the utility function 1 — p and u indicate,
respectively, the invariant shares of disposable income devoted to the agricultural
and manufactured goods, with 0 < p < 1.

One unit of L is required to produce one unit of the homogeneous agricultural
good. We also assume that the so-called “non-full specialisation condition” holds;
i.e. the agricultural sector in each region is not large enough to satisfy the demand
of the overall economy and both regions produce the agricultural good (Baldwin
et al. 2003, p. 72).

Each local public sector finances R&D activities aiming to increase productivity
in the regional manufacturing sector. For one unit of such a public good, labelled
Cac, one unit of the agricultural good is used:

H = Cyc 3)

R&D public expenditure is financed by income taxation under a balanced govern-
ment budget constraint.

Manufacturing is modelled as a Dixit-Stiglitz monopolistically competitive sec-
tor. Increasing returns prevail: each manufacturer requires a fixed input of « units
of capital to operate and has a constant labour requirement 8 for each unit of
production.

We assume that o depends (negatively) upon R&D activities financed by the
local public sector. Moreover, fixed cost reduction may also result from the use
of new ideas spilled over from the other region.> More formally, we assume that
the provision of public goods affects the capital input requirement according to the

“1In this section, we differentiate notation between regions 1 and 2 only when necessary. Moreover,
we introduce the notation concerning the time sequence only in the next section.

3 For simplicity, we assume that the provision of public goods only affects the fixed input. For
the case in which the provision of productivity enhancing public goods affects the variable input
requirement 8, see Commendatore et al. (2008b, 2009). In a more general framework, one could
assume that public goods affect both fixed and variable factor productivity (see, for instance, the
Footloose Entrepreneur model by Brakman et al. 2008).



R&D Public Expenditure, Knowledge Spillovers and Agglomeration 161
following relationship:

1
oy =f(Hr, Hy) = I—I-A(Hr—i-@Hs) 4

where r, s = 1,2, r # s, A > 0 and 6 measures the ability of firms located in
region r to absorb knowledge created in region s. Hence, the term (H, + 6Hj)
defines “global knowledge” potentially available to firms located in region r and the
parameter 0 < 8 < 1 measures the degree to which R&D activities undertaken in
region s affect capital productivity in region r via knowledge diffusion from the for-
mer to the latter.® Imposing & = 1 implies that knowledge spillovers are perfectly
global, i.e. the impact of knowledge on productivity is independent of where knowl-
edge is originated and firms can benefit to the same extent from public expenditure
on R&D regardless of their location. When 0 < 6 < 1, instead, a firm’s capacity to
take advantage of knowledge is affected by its location (the extreme case 6 = 0 rep-
resenting “perfectly local spillovers”, with no knowledge transfer from one region
to the other).”

Given consumers’ preference for variety and increasing returns, a firm will
always produce a variety different from those produced by other firms. Furthermore,
denoting by A the share of capital located and used in region 1 and considering that
o units of capital are required for each manufacturing firm in region r (r = 1, 2),
the number of varieties produced in region r corresponds to

AK (1-MHK
np = —andny, = ———— )
o1 (0%)
The total number of firms/varieties is
A 1—-A
p=ny e, = 2O =N ©)

1002

Equations (4), (5) and (6) imply that the total number of firms and, for0 < A < 1,
the number of firms located in each region depend on the local provision of public
goods.

6 For a similar concept, applied to “technological spillovers”, see Baldwin and Martin (2004).

7 The driving forces of knowledge diffusion across borders are not studied here. A possible exten-
sion to our model, that we leave for future work, would be to endogenize the degree of international
knowledge spillovers, with 6 being a function of some concept of distance. The empirical evidence
provided by Jaffe et al. (1993), for instance, would suggest imposing a linear (negative) relation-
ship between 6 and geographical distance (knowledge spillovers are mainly of the local type). On
the other hand, using the concept of “cognitive” distance (Nooteboom 2000) one should impose a
non-linear relationship between the former and 6 in order to have effective knowledge spillovers,
as agents (or regions) exchanging knowledge should have a sufficient level of common knowl-
edge in order to communicate (i.e. a sufficiently small cognitive distance) and a sufficient level of
heterogenous knowledge (i.e. sufficiently large cognitive distance) in order to have non-redundant
transfers of knowledge. Furthermore, increasing values of 6 could capture a higher “technologi-
cal” distance dividing firms located in the two regions, implying that knowledge becomes more
and more specific to local production as such a distance increases.
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Finally, it is assumed that the agricultural good is traded costlessly, while trans-
port costs for manufacturers take an iceberg form (Samuelson 1954): when 1 unit
is shipped only a fraction 1/T arrives at the destination, where 7 > 1. Follow-
ing Baldwin et al. (2003), we introduce the “trade freeness” parameter ¢ = T'179;
where 0 < ¢ < 1, with ¢ = 1 corresponding to no trade cost (7 = 1) and with
¢ — 0 corresponding to trade cost becoming prohibitive (" — 00).

3 Short-run General Equilibrium

In this section, we explicitly introduce time by characterising a short-run general
equilibrium. In period 7, a short-run general equilibrium is contingent on the given
spatial allocation of capital, A;. As A; changes through time, the short-run equi-
librium changes accordingly. In the agricultural market, short-run equilibrium is
instantaneously established. With perfect competition agricultural profits are zero
and the equilibrium nominal wage of workers in period ¢ is equal to the price of the
agricultural good. Moreover, in the absence of transport costs, the agricultural price
is identical in both regions; it follows that nominal wages are also equalised across
regions. We take this wage/agricultural price as the numéraire. Under the assump-
tion of identical behaviour, each firm sets the same local (mill) price p using the
Dixit-Stiglitz pricing rule. Given that the wage is 1, the local price of every variety

is:
o

B )

Taking into account transport costs, the effective price paid by consumers for one
unit of a variety produced in the other region is pT.

Short-run general equilibrium in period ¢ requires that each manufacturer meets
the demand for its variety.® For a variety produced in region r:

pzo—l

Xr,t = dr,z ®)

where x,; is the output for each manufacturing firms in region r and d,; is the
demand for that firm’s variety. From (7), the short-run return to a unit of capital in
region r is:

PrXre — ,er,t PrXrt ,3
Trt = = =

9)

X
o o0 ar(oc—1) nt

Consumers face regional manufacturing price indices given by:

1
1 A 1—-A 1—o 1
Pri=(n1,p' ™ 02, p T )0 = [—’ M k)l ’)ﬂ K™ap
(03] [6%)

8 As a result of Walras’ Law, equilibrium in all product markets implies equilibrium in the regional
labour markets.
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Mg (1=

1 o 1
Pri= (1, p T " 4ny, p' )0 = |: i| K=o p (10)
o1 (0%

Consumption per variety in each region is:

dig = (M\P{;' + MyPS 7 ) p~°
dyy = (MyP{ ¢+ Mo P p™0 (11)

M, denotes the expenditure on manufactured goods in region r; M = M; + M,
defines the world expenditure on manufactures and sg = M;/M its regional split.
As we will see below, M,, M and sg are independent of A;. From (8), (10) and
(11), it follows:

p [ SE (1—sg)d :|1M

X1, = A1, = —
> > A (1=A:)¢ At (1=2¢)

e Tt el R

SEQ 1—sg 1M

x2t=d2t=|:/l :|—— (12)

’ ’ (=106 " A6 (=)

st iRst ar+ el rk

Therefore, from (9), the short-run equilibrium return to a unit of capital in region
ris:

_ SEa (1—=sg)pa 1M
L= [Ata + (=20 " Aad + (1 —m} oK
n2z=|: Ll + L=se :|l%
: Ma+(1=2)p  Aap+(1—2A) o K

13)

where a = o5 / ;1 in order to simplify the notation. Moreover, regional and world
capital incomes, II, ; and II respectively, are given by

M
Hl,t = AtKTfl,t HZ,t = (1 —)Lt)KJTZ,t IT= ? (14)

(for the latter use (13)) and world gross income is givenby ¥ = L + %

Denoting by H, the level of public goods provided in region r, the overall provi-
sion of public goods corresponds to ¥ H = H; 4+ H,. Moreover, considering that
one unit of the public good has a unitary cost (the agricultural commodity is the
numéraire), the regional government balance budget constraint implies that the tax
burden 7B, for region r is

1B, = H, (15)

Regional expenditure on manufactured goods is therefore given as

L+T1I L+ X
Mrzu(“; —TBr)zu( 2"—Hr) (16)
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and the overall expenditure on manufactured goods is M = M; + M, = ,u(L+
% — X H). Therefore,

mM=2""_sH 17)
0—H
and its regional split is
1 U—/LHl —H2
=2(1= i ——— 18
SE 2( o L—EH) (18)

max, min

where, to have 0 < sg < 1 it must be H{ni“ < Hy < H{", where H; =
H, + ﬁ(L —XH).
From (18), it follows

Gy for  Hiz(H (19)

That is, given the balanced government budget constraint, if public expenditure and
the corresponding provision of public goods is larger in region 1 than in region 2,
then the after-tax expenditure share for manufactured goods will be smaller in region
1 than in region 2.

Finally, (13), (17) and (18) give the short-run equilibrium regional returns to one
unit of capital, ;. The relative profitability of capital

Tt sg[Aad + (1= A)] + (1 —sg)p[Aia + (1 — As)¢]
Lt Ry =
o, R =+ A=+ (A —sp)a+ (1 —g]

is crucial for the subsequent dynamic analysis.’

4 Capital Movements and the Complete Dynamic Model

In a FC model, the representative capitalist does not move herself but allocates the
physical capital she owns between the regions and repatriates the income. Her incen-
tive to move capital from one region to the other is based on real net capital income,
taking as given the level of publicly provided goods. Since we assumed taxation
according to the residence principle, capital income is taxed and spent in the home
region of the capital owners and the relevant tax rate and price index for calculating
real net capital income are the ones at home, irrespective of the regional capital allo-
cation. Therefore, location choices based on real net income and on nominal gross
income are equivalent.

9 Note that, for a constant sz, R(A,) has a negative slope, that is, 9R(A,) / dA, < 0. This is known
as “competition” effect: a higher A, increases the competition in region 1 and therefore reduces
relative profitability.
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The central dynamic process follows the “replicator dynamics”, widely used in
evolutionary economics and evolutionary game theory (see e.g. Weibull 1997; see
also Fujita et al. 1999). At the transition between period ¢ and period ¢ 4 1, the
representative capitalist modifies the share of physical capital in region 1 — and,
consequently, in region 2 — in response to a discrepancy in period ¢ between the rate
of profit in region 1 and the average rate of profit, given by A; 71 + (1 — As)ma;:

F ) — A _ yﬂl,t — A + (1= Ap) w2 4] @
At Ay + (1 —Ay) oy

We refer to y > 0 as the “speed” at which the representative capitalist alters the
share of capital in region 1 in response to economic incentives. Equation (21) can be
transformed into a law of motion depending upon the ratio in regional profitability,
R(A,t):lo
R(A)—1
FA) = A +yA:(1 =2 22
) =2t vk (=20 R Gy + (1= ) @
Taking into account the constraint 0 < A;+; < 1, the piecewise smooth one-
dimensional map whereby A;41 is determined by A; is:

0 if F(A) <0
A1 =Z(A) = FA) if 0< F(A) <11 (23)
1 if F(y) > 1

where A; in [0,1] implies that A, is in [0,1]. Fixed points for the dynamic system,
which correspond to long-run equilibria, are defined by Z(1) = A. Core-periphery
equilibria, i.e. A“?©® = 0 or A’V = 1, are boundary fixed points of the map (23).

A central question of the NEG concerns critical values for trade freeness (or for
any other parameter) at which agglomeration in either region is sustainable. The so-
called sustain points give conditions under which “the advantages created by such a
concentration, should it somehow come into existence, [are] sufficient to maintain
it” (Fujita et al. 1999, p. 9). Sustain points therefore specify conditions at which
the boundary equilibria A7 @) (where i = 0, 1) become (at least locally) stable.
These sustain point values are defined by F/(AP®) = 1, with the latter indicating
the derivative of the first return map (22). The latter condition can be reduced to
R(ACP®) = 1 and solved for

so _ 1£ 1 —4a2sp(1 —sg) sqy _ a=®a?2 —4sp(l —sg)
1.2 2a(1 —sg) 1.2 25k

(24)
where ¢35 indicates the sustain point for A“?®)_ Tables 1 and 2 summarize the
properties of the sustain values.

10Note that — from an analytic perspective — this specification is a good approximation to the
discrete time counterpart of the process assumed by Puga (1998) in his core-periphery model.
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Table 1 Properties of sustain values for the boundary equilibrium A7)
S(1)

Properties of ¢, ,

l<a ¢S(l) are both real and 0 < ¢>S(1) <l< ¢IS(1) holds
¢S(1) are both real

255 (1 —sg) <a<1 sg < 0.5: sg > 0.5:
0 < ¢S(l) < ¢S(1) 1 < ¢S(l) ¢f(l)

a < 2+/sg (1 —5E) No real ¢1 2 ) exists

Table 2 Properties of sustain values for the boundary equilibrium A*(©
5(0)

Properties of ¢;

[ —
1< i <@ No real ¢12 exists

¢S(O) are both real
N S . .
1<a<2\/m sg <0.5: sg>0.5:
0<¢S® < 50 - 1 < ¢SO < 45O
a<l 5O are both real and 0 < ¢35 < 1 < ¢ holds
Note that for ¢ = 1 the sustain points reduce to ¢p5©@ = % and ¢SV =
E

%. Moreover, for s = %, it holds that 5@ = ¢S = 1
In addition to the boundary fixed points, an interior fixed point is given by

S L Y
2 (a—¢)1—¢a) 2(1—¢)(1+¢)
Note that in order to have 0 < A* < 1, the condition g}:‘;g < Sg < i:‘g‘z’ must

hold.

A second central question of the NEG concerns crucial values for the trade
freeness (or for any other parameter) at which an (interior) equilibrium without spa-
tial concentration “breaks up”. This so-called break point gives conditions under
which “small differences among locations [will] snowball into larger differences
over time, so that the symmetry between identical locations will spontaneously
break” (Fujita et al. 1999, p. 9). That is, it gives conditions under which an
interior fixed point A* becomes (at least locally) unstable and the dynamics is
attracted to one of the boundary equilibria. Analytically, the break point is defined
by F’(A*) = 1. In our model, the break point ¢2 arises when the interior
fixed point coincides with one of the boundary fixed points and it is equal to
the corresponding sustain point. At this value of the trade freeness a transcritical
bifurcation occurs (see Alligood et al. 1997). Two fixed points (that is, the inte-
rior fixed point and one of the boundary fixed points) cross each other (with the
interior fixed point leaving the admissible interval) and exchange stability (with
the interior fixed point losing and one of the boundary fixed points gaining local
stability).

In our model, the interior fixed point can also lose stability when the derivative
of the map (22) evaluated at A* crosses — 1. If by varying one parameter (or more
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parameters simultaneously) the equality F'(A*) = —1 is violated, an attracting
period two-cycle emerges through a flip bifurcation. The condition F'(A*) = —1
allows determining critical parameter values. More specifically, a flip bifurcation
occurs, if the parameters satisfy the following condition:
y—2 (1-¢%)?
¢

This equation cannot be solved explicitly. However, focusing on the trade freeness
parameter we state the following proposition:

=sg(@®— 1)(1—¢%) + (1 —ag)? (26)

asg(1—sg)

Proposition 1. For y > 2, (26) implicitly defines a unique bifurcation value ot
for the trade freeness parameter, with 0 < $pP/ < 1.

For a proof, see the Appendix.

5 Perfectly Global Spillovers

In this section we explore the case of perfectly global spillovers. That is, knowledge
diffuses from one region to the other without impediments and firms “absorptive
capacity” is independent of where knowledge is originated. In terms of our nota-
tion, perfectly global spillovers correspond to the assumption 6 = 1, from which it
follows a = 1.1

5.1 Comparative Statics

When spillovers are perfectly global, the interior equilibrium becomes

* ] 1 * 1 1
where 0 < 1* < 1 for 75 < sg < 35 and A* < (>)5 forsg < (>)3.

Hence, for a given degree of trade freeness (i.e. economic integration), the equi-
librium share of capital located in region 1 depends on the relative market size, i.e.
on the expenditure share for manufactured goods. The lower (higher) the expendi-
ture share in region 1, the lower (higher) the share of capital located in the same
region.

Concerning the effect of ¢ on A*, it is positive, negative or nil depending on

. , . . . L. Ar* 2 1
region l*s relative market size. That is, noticing that 6 = aoer (sE 2), we
have % < (>)0forsg < (>)3.

' Notice that with this assumption the model’s structure becomes analytically equivalent to the
one used in Commendatore and Kubin (2006).
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Hence, a higher degree of trade freeness (i.e. an increase in ¢) leads capital to
relocate in the region with the relatively larger market. For instance, when region
2 concentrates a higher share of expenditure in manufactured goods as compared
to region 1, the equilibrium value of the share of capital located and used in the
former region will be positively affected by higher economic integration. That is, in
the NEG terminology, lowering trade costs magnifies the market-access effect.

Turning to policy analysis, (15) and (18) imply that, given public expenditure in
region 2, the relative market size of region 1, sg, depends on the provision of public
goods in the same region, H;, and on the corresponding taxation. We call demand
effect the impact of the provision of public goods in region 1 on A* via a change
in the relative market size (see Commendatore et al. 2008, 2009). For the case of
perfectly global spillovers, public expenditure in R&D can affect A* only through
this channel:

ar* 14+ ¢ 0sg
0H, 1—¢ d0H,

where SSTEI = —% is negative for H; — H, > —(L — X H) and a fortiori
for H1 > Hz.

That is, when knowledge freely circulates across regions and firms in the two
regions benefit to the same extent from new ideas, increasing public expenditure
on R&D in region 1 leads to a reduction in the share of capital located in the same
region. This occurs because the relative market size of region 1 shrinks due to higher
taxation. In the terminology used in Commendatore et al. (2008b, 2009), higher
productive public expenditure in one region only affects the regional distribution of
capital via the demand effect.

On the other hand, the impact of public expenditure on R&D activities affects
the regional distribution of firms through the combination of two effects. Indeed,
as suggested by expression (5), H; may affect the equilibrium number of firms
located in region 1, n’l‘, via the impact on A*, due only to the demand effect, and
also via a change in the capital input coefficient. Intuitively, the equilibrium number
of firms located in the region where public expenditure increases depends on the
extent to which the share of local capital drops due to the demand effect as well as
on the extent to which the productivity of local capital improves. The overall effect
is given by

%_ﬁ(a** A O Hl) 27)
H,

OH, OH\ A*  OH, a1

From the above expression, it is possible to deduce the following: for H; — H, <
—(L — X H), the effect of public expenditure in region 1 on n7 is positive and the
spatial distribution of firms changes in favour of region 1. On the other hand, for
H; — Hy, > —(L — H), the effect on the equilibrium number of firms located in
region 1 will be positive (negative or nil) if the effect of H; on A* is not larger than
(smaller than or equal to) its effect on «; (in percentage terms). That is, following
an expansion in public expenditure in region 1, the number of firms located in the
same region will increase only if the positive effect of more productive local capital
will prevail over the negative effect of a smaller relative local market.



R&D Public Expenditure, Knowledge Spillovers and Agglomeration 169

Given the assumption of & = 1, which implies ¢y = oy = «, the opposite
holds for n3; whereas the effect on the total number of firms n*, is always positive,
on* — _ﬁa_a > O
o0H, — o 0H; .

Turning to the core-periphery equilibria, when manufacturing is agglomerated in
one region, then the number of firms in that region is equal to K /o and zero in the
other region. The total number of firms always increases with H;.

5.2 Local Bifurcation Analysis

Next, we explore the local stability properties of the map (23) for the case of
perfectly global spillovers. Given the assumption 8 = 1, we simplify (26) as follows

_¢
(1+¢)

y—2

s(l—sg) = (28)

As stated above (see also Commendatore and Kubin 2006), this equation allows
to identify a unique bifurcation value ¢* for the trade freeness parameter within
the range 0 < ¢ < 1. It is easy to verify that starting from the symmetric case,
Hy =H,(sg=1/2), ¢bif is reduced by increasing H; (or H>).

Figures la,b present bifurcation diagrams showing the impact of trade free-
ness, ¢, on the long-run allocation of capital A; for global spillovers and for (a)
Hy = H, = 0and (b) H; = 0.05and H, = 0. When H; = H, = 0, regions
1 and 2 are symmetric, i.e. the market for manufactured goods is equally split
between the regions, i.e. sg = 1/ 2. The map Z(A;) exhibits symmetric proper-
ties.!? Figure 1a shows that the interior equilibrium, A* = %, is stable over the range
¢ < ¢ < 1. At ¢ = 1, the interior fixed point loses stability via a transcritical
bifurcation. Since for our model break and sustain points are equal, corresponding to
¢S = ¢S = 1 itis also true that the two boundary equilibria A7(® and AP
are always (locally) unstable for 0 < ¢ < 1.'3 For the symmetric case, the bifur-
cation value of trade freeness only depends on the speed at which capital owners
react at the economic incentive, with ¢* increasing in y. Below ¢”/ a period dou-
bling bifurcation route to chaos takes place. The time path exhibits locally attracting
cycles of any period or even chaotic cycles (not all of them visible in Fig. 1: sym-
metric counterparts co-existing with a different basin of attraction) with an ever
increasing volatility of the regional shares of capital. Below ¢4 the volatility that
results for relatively high trade costs leads to the concentration of all manufacturing
activity in one of the regions. Given the mobility hypothesis specified in expression
(23), the share of capital does not longer change once one of the boundary values

12 For a detailed account of the symmetric properties of a FC model with no government sector,
see Commendatore et al. (2007).

13 Since they coincide with the sustain points, we do not mark the break points in the Figures.
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Fig. 1 Bifurcation on trade freeness with different values of R&D public expenditure and
knowledge spillovers

0 or 1 is reached. A core-periphery outcome emerges even though both boundary
fixed points are locally unstable.

When H; > H; (as assumed for Fig. 1b) the regions are asymmetric, with region
1 characterized by a smaller relative market size, sg < 1/2. Comparing Fig. 1a with
Fig. 1b, the following differences emerge. First, from the properties of the sustain
points (see above), it follows:
1—sg

$5O = E_ 1 < pS) -
1—sEg SE

The boundary equilibrium A?() is (locally) unstable for 0 < ¢ < 1. Moreover,
in an economy highly integrated (i.e. low transport costs or high trade freeness),
specifically for ¢>S 0 ¢ < 1, no interior fixed point exists in the interval (0, 1) and
the boundary equilibrium AF© is (locally) stable. Second, trade freeness affects the
value of the interior equilibrium. As ¢ falls below the sustain point value ¢5© a
transcritical bifurcation occurs, A Joses stability; the interior fixed point enters
the interval (0, 1) and becomes locally stable for ¢* < ¢ < ¢5© In this interval
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A* increases as ¢ declines. The larger market size favors capital location in region
2, this effect being reduced as trade becomes less free. Finally, also the dynamic
properties holding in the interval 0 < ¢ < ¢"/ are altered: the flip bifurcation
value ¢" is smaller and fluctuations in the regional shares of capital are narrower.
Below ¢4, due to the asymmetry of the map Z(;), the boundary equilibrium A 7(®)
emerges more often.

6 Local Spillovers

In this section, we study the case when knowledge produced in public research
laboratories does not diffuse uniformly across space. This can occur because of its
specificity to local production. Also, other impediments could be responsible for a
lower absorptive capacity of foreign firms as compared to the one of firms located
in the region where new ideas are originated. When spillovers are (at least partially)
local we have 0 < 0 < 1, implying a > (<)1 for H; > (<) H>.

6.1 Comparative Static Analysis

With local spillovers, the effects of trade freeness on the interior equilibrium, A*,
given by (25), are summarised in the following proposition:

Proposition 2. A) Let 0 < sg < ﬁ < % then there exists a value of trade

freeness, ¢, such that A* reaches a minimum at ¢ = ¢, that is A = )
; 5 — al=2sp)—(@—D/sp(=sg) S(1) *
with 0 < ¢p = T(=sp)sp < ¢, < land A,
a—+a—1 < 1
2a T 1+a? -
a value of trade freeness, ¢, such that \* reaches a maximum at ¢ = ¢, that is,

< 1. Moreover,

A*

min

>0ifSE<

_1 1 i
holds. B) Let sg > Tz~ 2 then there exists

AX = M), with 0 < ¢ < ¢>§(O) < land A}, > 0. Moreover, A, < 1if
sp > Evl-a® 21_"2 > 1+1a2 holds. For a proof, see the Appendix.

Turning to policy analysis, the provision of public services in region 1 affects A*
as follows:

S (1=¢>)(@a>-1) da 1—¢? 0sE
aH1‘<a—¢)2[1+ (1—ap)? SE} o, 2

o, @ —9)(1 —ag) oH,

According to this expression, when spillovers are localised, it is possible to identify
two effects that an increase in H; could exert on the location of the manufacturing
sector: the demand effect and the productivity effect.

The demand effect is expressed by the second term on the right-hand side of
(29) and, as before, its direction depends on the sign of dsg /dH;. The productivity
effect is expressed by the first term on the right-hand side in (29) and is equal to zero
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for the case of perfectly global spillovers. According to the productivity effect, the
provision of public goods in region 1 affects A* via its impact on capital productivity
in region 1. Since the term in the square brackets is positive for 0 < sg < 1 and
337‘11 > 0, the productivity effect is positive on A*. As stated in Commendatore
et al. (2008b, 2009), the overall effect of H; on A* can be non monotonic (with at
least an initial range of values of ¢ for which A* is increasing), depending on the
relative strength of demand and productivity effects.

Taking into account (27), when the demand effect is larger than the productivity
effect, dA*/dH; < 0, the results concerning the sign of the effect of H; on the
number of firms located in region 1 (and in region 2) as derived in Sect. 5 for global
spillovers carry over to the case of local spillovers. Instead, when dA*/dH; > 0,
the relative number of firms in region 1 is always increasing in H;; whereas it
also increases in region 2 only if the effect of knowledge spillovers on capital
productivity in this region is sufficiently strong to overcome the reduction in its
share.

The effect of public expenditure in region 1 on the total number of firms
corresponding to the interior equilibrium is

on* or* Oy — 1 I’IT 80:1 I’l; 8052
- —— )KL+ 2= 30
8H1 8H1 ( o102 ) (O[l 8H1 + [6%) 8H1 ( )

This effect can also be non monotonic, depending on the relative strength of the
demand and productivity effects acting on n* (simulations, not presented here, show
that for some parameter values it initially increases with H; until a maximum value
is reached and decreases thereafter).

Finally, turning to the core-periphery equilibria when manufacturing is agglom-
erated in region i the number of firms in this region is K / «; and zero in the
other region. The total number of firms always increases with H;, except when the
manufacturing sector is fully agglomerated in region 2 and spillovers are perfectly
local. '

6.2 Local Bifurcation Analysis

Due to its analytical complexity, we proceed with numerical simulations in order to
study the local stability properties of the map Z(A;) for the case of local spillovers.

Figure 1c, d presents bifurcation diagrams showing the impact of trade freeness
¢ on the long-term regional allocation of capital A, for (c) & = 0.99 and (d) 6 = 0.
From the properties of the sustain values for the boundary fixed points it follows,

14 The case of perfectly local spillovers is also explored in Commendatore et al. (2008b, 2009). In
those papers, however, the number of firms does not change since the provision of the public good
does not affect capital productivity.
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since a > 3 > 1, that no real sustain value for AP (0) exists; moreover,

1
Vse(=sg)
the sustain value ¢§ M < 1 for A°PM s visible in both diagrams.
Comparing Fig. 1c with Fig. 1b, we can notice that for 0 < ¢ < ¢/ the behaviour
of A; is qualitatively similar. The most notable changes, following the slight reduc-
tion of the parameter 6 from 1 to 0.99, occur within the interval d)’”f < ¢ < 1 where

even though the interior fixed point decreases over the range ¢*/ < ¢ < (]32

as in Fig. 1b, unlike that diagram it increases over the range <;~52 < ¢ < ¢§ o,

With increasing economic integration, the larger productivity rise in region 1 —
induced by a larger provision of public goods and by the exploitation of localised
spillovers — overcomes the disadvantage of a smaller market size and favours
agglomeration in this region. Moreover, further increasing ¢, as the sustain point
¢>2S O is crossed, the interior fixed point undergoes a transcritical bifurcation, involv-
ing an exchange of stability with the boundary fixed point A“?(1) and exists the (0,
1) interval. Unlike the case of perfectly global spillovers presented in Fig. 1b, strong
economic integration determines a “near catastrophic” agglomeration of capital in
region 1.1

Figure 1d presents the case of perfectly local spillovers, § = 0. We notice that as
all productivity improvements occur in region 1, the sustain value of ¢ for the core-
periphery equilibrium A" (corresponding to full agglomeration in region 1) is
much smaller than in Fig. Ic. Moreover, the interior equilibrium is always increas-
ing with ¢ within the interval ¢*¥ < ¢ < ¢5 . Finally, the crossing of the flip
bifurcation point, which is shifted to the left, is followed by narrower fluctuations in
the interval 4 < ¢ < ¢*/ and below ¢4, due to the asymmetry of the map Z(A;),
by a more frequent emergence of the boundary equilibrium AP(D.

7 Global Dynamics

So far, we have analysed the local dynamics around the interior fixed point. In this
section, we investigate the properties of the global dynamics for both cases of per-
fectly global and local spillovers. In particular, since our map involves two boundary
conditions, local properties around the interior fixed point do not necessarily hold on
a global level. It is possible to analytically derive conditions on the parameters for
which no, one or both boundary conditions impact upon the first return map. Since
those conditions are not explicitly solvable, Fig. 2 — which uses five different values
of the spillovers parameter § —'6 illustrates parameter regions that imply different
properties for the first return map.

15 This phenomenon has been detected for the case of perfectly local spillovers in Commendatore
et al. (2009).

16 Figure2 is alsodrawn fory = 10, A =4, L = 1, u = 0.6, 0 = 3, H, = 0 and by implication
for H"™* = 0.556.
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Regions Ny/N;-White/almost white
Tile: no interior fixed point exists

N Region A-Black Tile: no boundary

[/ condition impinges

Region B-Dark Grey Tile: “zero”
0.2 || boundary condition impinges

C Region C-Medium Grey Tile: both
boundary conditions impinge

Region D-Light Grey Tile: “one”
boundary condition impinges

Fig. 2 Bifurcation on R&D public expenditure in Region 1 and trade freeness for different values
of knowledge spillovers

In the regions N trade is sufficiently free, in particular the trade freeness param-
eter is greater than the respective sustain value and no interior fixed point exists.
In region Ny (N) the boundary fixed point A°P(© (1PM) is Jocally and globally
stable. The respective other boundary fixed point is locally and globally unstable.
For all other parameter constellations, both boundary equilibria are locally unstable
and an interior fixed point exists, which is locally stable as long as ¢ > ¢/ It
is particularly interesting to analyse parameter constellations for which the global
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dynamics is attracted to the (locally unstable) boundary fixed points. Decisive for
that to occur is whether or not the boundary conditions impinge upon the dynamics,
i.e. whetherornot 0 < F(4) < 1.

In region A, no boundary condition affects the dynamics, i.e. Min(F(1)) > 0
and Max(F(A)) < 1 (see also Fig. 3, middle left panel for a typical first return
map). Therefore, the two boundary fixed points, which are locally unstable, are also
globally unstable and no time path starting at an arbitrary initial condition will be
attracted to them. Either the interior fixed point or the periodic orbit (born after the
flip bifurcation) is also globally stable — almost all initial conditions will be attracted
to them.!”

In region B only the lower boundary condition is binding, i.e. Min(F (1)) < 0
and Max(F (1)) < 1 (see Fig. 3, middle right panel for a representative first return
map). In this region, the boundary fixed point A7(®) has a basin of attraction: initial
conditions A¢ for which F(A9) < 0 — i.e., initial conditions on the bold segment
in the return map depicted in Fig. 3, middle right panel — and all pre-images of that
range will be attracted to it. Some initial conditions will be attracted to a trapping
set, which is constructed using Max(F (1)) and its iterates (see Fig. 3, bottom right
panel). Therefore, in region B both the boundary fixed point A“*(®) and the interior
fixed point have a basin of attraction. Figure 3 top left panel illustrates the respective
basins of attraction.

Figure 3 is drawn for the same parameters as Fig. 2, in addition we assume ¢ =
0.2 and € = 0. On the horizontal axes H is varied between zero and its upper limit
and the vertical axes represents possible values for the initial condition. A white
(black) tile indicates that a time path emerging from the respective initial condition
converges to the boundary fixed point ASP(® (1PM): and a grey tile indicates that
the time path is attracted to an interior fixed point. For region B this figure clearly
shows the co-existing basins of attraction for ACPO) (white tiles) and for the interior
fixed point (grey tiles).'®

In Region C, both boundary conditions are binding, i.e. Min(F (1)) < 0 and
Max(F(A)) > 1. Now almost all initial conditions are attracted to either of the
boundary fixed points:'? initial conditions Aq for which F(1¢) > 1 (F(1¢) < 0)
and all pre-images of that range will be attracted to the boundary fixed point A1)
(ACP©)_ Figure 3, top left panel and top right panel (which is an enlargement of
the former) illustrate the highly fractal structure of the two basins of attraction: a
white (black) tile indicates that for the respective Ao—H; combination the time path
converges to the boundary fixed point AP (A¢P(1)),

Region D is a mirror image of region B: now only the upper boundary condition is
binding, i.e. Min(F (1)) > 0 and Max(F (1)) > 1. In this region, the boundary fixed

17 There might exist unstable fixed points (with different periodicity); these and their pre-images
are not attracted to the stable fixed points.

18 As noted before, for § = 1 the model coincides from an analytical point of view with the one
analysed in Commendatore and Kubin (2006), where this case is studied in greater detail.

19 Exceptions are again the possibly existing unstable fixed points (with different periodicity) and
their pre-images.
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Fig. 3 Upper panels: Bifurcation on R&D public expenditure in Region 1 and the share of capital
located in Region 1 at # = 0. Lower panels: Plot of the first return map for different values of R&D
public expenditure in Region 1

point AP has a basin of attraction: initial conditions Ao for which F(1¢) > 1
and all pre-images of that range will be attracted to it. Some initial conditions will
be attracted to a trapping set, which is constructed using Min(F (1)) and its iterates.
Therefore, in this region both the boundary fixed point A°¥(") and the interior fixed
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point have a basin of attraction. Figure3 top left panel illustrates the respective
basins of attraction and shows the co-existing basins of attraction for A¢?(1) (black
tiles) and for the interior fixed point (grey tiles).

To conclude, whether both regions co-exist or whether the agglomeration ends
up in region 1 or 2 can be — depending upon the parameters — highly volatile.
Of particular interest is the role of the spillover intensity 6. There are no analytic
results available. However, based upon inspection of Fig.2 it can be surmised that
a lower 6, i.e. more localized spillovers, tends to have the following effects: region
A shrinks — the parameter space for which both regions co-exist shrinks; regions
N; and D increase — therefore the parameter space for which manufacturing will be
agglomerated in region 1 increases; finally, Regions Ny and B shrink — the parameter
space for which manufacturing will be agglomerated in region 2 shrinks. Therefore,
a lower 6, i.e. more localized spillovers, apparently tends to favour agglomeration;
and it tends to favour agglomeration in region 1 (consistent with the fact that in the
case under consideration H; > H>).

8 Conclusions

Building upon our previous work, we have delivered further insights on the channels
through which productive public expenditure might influence industrial location. We
have presented a FC model with a public sector involved in R&D activities which
have the effect of enhancing productivity in the manufacturing sector.

Results include (a) comparative statics on the impact of public policy on indus-
trial location; (b) local dynamic analysis on the impact of trade freeness on the
long-term regional allocation of capital; (c) global dynamic analysis.

The comparative static analysis of the impact of R&D public expenditure on
industrial location is delivered under the alternative assumptions of global and (par-
tially/perfectly) local knowledge spillovers. Results are in line with our previous
work, as the demand and productivity effects occur. When knowledge spillovers
are global, public policy can only affect the regional distribution of capital via the
demand effect, whereas its impact on the spatial distribution of firms also depends
upon the productivity effect. On the other hand, assuming either partially or per-
fectly local knowledge spillovers, the overall effect of an increase in R&D public
expenditure on the spatial distribution of capital depends on the relative strength of
the demand and productivity effects. The same holds for the spatial distribution of
firms.

We have used bifurcation diagrams to depict the local stability properties of
industrial location equilibria for both cases of global and local knowledge spillovers.
Studying the impact of trade freeness on the long-term regional allocation of capi-
tal, we concluded that when knowledge spillovers are at least partially local, strong
economic integration leads to a “near catastrophic” agglomeration of capital in the
region with the relatively higher R&D effort.
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Finally, global dynamic analysis has shown the crucial role played by the degree
of knowledge diffusion across regions in determining the global stability properties
of industrial location equilibria. Although not supported by analytical results, graph-
ical analysis of the basins of attraction of boundary fixed points led us to conclude
that equilibria are highly volatile depending on the spillover intensity parameter 6.
In particular, more localized spillovers tend to favour agglomeration in the region
with a higher R&D effort.

Acknowledgements We would like to thank Theresa Grafeneder-Weissteiner and Elisabetta
Michetti for valuable comments. The usual caveat applies.

Appendix

Proof of Proposition 1

Consider that (a) the left-hand side defines a function of ¢, f(¢) = —asE (1-
sE)% which is positive for y > 2 and ¢ # 1, it has an asymptote at 0 and

it is decreasing over the range 0 < ¢ < 1 (whereas it is increasing for ¢ > 1 and
tangent to the horizontal axis at ¢ = 1); (b) the right-hand side, instead, defines a
quadratic function of ¢, g(¢p) = sg (a>—1)(1— ¢2) +(1—a¢)?. It has a minimum at
¢ = W that is, g(¢) = % which is always pos1t1vei (zero)
fora # 1 (a = 1) but finite (given the constraints over the parameters), g(¢) > 0.
Given the behavior of f(¢) and g(¢), there exists a unique flip bifurcation value
#?/ in the range 0 < ¢ < 1. Finally, notice that for a = 1, (25) is also satisfied for

¢=1.

Proof of Proposition 2

IA*
¢

we have that

Statement A) corresponds to the case a > 1(H; > H3). The derivative is

— a(l— 2SE):|:(ll2 D/sg(—sg)

1
a’2(1—sg)—sg 1+a2’
0 < ¢2 < ¢1. Since a > 1, it is also true that ¢2 < ¢§(l). This can be verified
considering that ¢, is a monotonically decreasing function of sg within the range

equal to zero at ¢1,2 .Forsg <

2 a2 . .
0<sg < 14 7, With 5=5 > lia’ that also ¢2 )isa monotonically decreasing

function of sg for sg > 0; and that the former function lies always below the latter
within the range 0 < sg < . It follows that, A(¢,) is a minimum since the

1+
interior equilibriumis equal to sg at ¢ = O anditisequalto 1 at¢p = ¢, S@ . Finally,
A* does not cut the 0 line as long as sp < “=5— Va“_l <7 +1a2 , condition which ensures

that there is no real sustain point for ACPO) — (see Table 1). Statement B), instead,
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corresponds to the case a < 1 (H1 > H»). As before we have that 0 < ¢, < ¢;.

Since a < 1, it is also true that ¢2 < ¢2( ) This can be verified con51der1ng that
¢2 isa monotomcally increasing function of sg within the range ;== < sg =<1,

with + == < Tz +a ; that also ¢, 5O isa monotonically increasing funct10n of sg for
sg > 0; and that the former function lies always below the latter within the range
1;‘7 < sg < 1. It follows that, A(¢,) is a maximum since the interior equilibrium

isequalto sg at ¢ = O anditisequalto O at ¢ = ¢§ © Finally, A* does not cut

1++/1—a2
2

> condition which ensures that there is

: 1
the 1 line as long as s > a2

no real sustain point for A1) = 1 (see Table 2).

References

Alligood, K. T., Sauer, T. D., & Yorke, J. A. (1997). Chaos: An introduction to dynamical systems.
New York: Springer.

Baldwin, R. E., & Martin, P. (2004). Agglomeration and regional growth. In J. V. Henderson &
J. F. Thisse (Eds.), Handbook of regional and Urban economics: Volume 4 cities and geography
(pp. 2671-2711). Elsevier North-Holland: New York.

Baldwin, R. E., Forslid, R., Martin, P., Ottaviano, G., & Robert-Nicoud, F. (2003). Economic
geography and public policy. Princeton, NJ: Princeton University Press.

Bischi, G. 1., & Lamantia, F. (2002). Nonlinear duopoly games with positive cost externalities due
to spillovers. Chaos, Solitons and Fractals, 13, 701-721.

Bischi, G. 1., Dawid, H., & Kopel, M. (2003a). Gaining the competitive edge using internal and
external spillovers: A dynamic analysis. Journal of Economic Dynamics and Control,27,2171-
2193.

Bischi, G. 1., Dawid, H., & Kopel, M. (2003b). Spillover effects and the evolution of firm clusters.
Journal of Economic Behavior and Organization, 50, 47-75.

Brakman, S., Garretsen, H., & van Marrewijk, C. (2008). Agglomeration and government spend-
ing. In S. Brakman & H. Garretsen (Eds.), Foreign direct investment and the multinational
enterprise (pp. 89-116). Cambridge, MA: MIT.

Commendatore, P., & Kubin L. (2006). Taxation and agglomeration. Working paper 06-08, Center
for Nonlinear Dynamics in Economics and Finance (CeNDEF), University of Amsterdam.
Commendatore, P., Currie, M., & Kubin, I. (2007). Chaotic footloose capital. Nonlinear Dynamics,

Psychology, and Life Sciences, 11(2), 267-289.

Commendatore, P., Currie, M., & Kubin, I. (2008a). Footloose entrepreneurs, taxes and subsidies.
Spatial Economic Analysis 3, 115-141.

Commendatore, P., Kubin, I., & Petraglia, C. (2008b). Productive public expenditure in a new
economic geography model. Economie Internationale/International Economics, 114(2), 133—
160.

Commendatore, P., Kubin, I., & Petraglia, C. (2009). Footloose capital and productive public ser-
vices. In N. Salvadori, P. Commendatore, & M. Tamberi (Eds.), Geography, structural change
and economic development: Theory and empirics (pp. 3-28). Aldershot: Edward Elgar.

Duranton, G., & Puga, D. (2004). Micro-foundations of urban agglomeration economies. In
J. Henderson & J. E Thisse (Eds.), Handbook of Urban and regional economics (Vol. 4).
North-Holland: Amsterdam.

Fujita, M., Krugman, P. R., & Venables, A. (1999). The spatial economy: Cities, regions and
international trade. Cambridge, MA: MIT.

Jaffe, A., Traitenberg, M., & Henderson, R. (1993). Geographical localization of knowledge
spillovers as evidenced by patent citations. Quarterly Journal of Economics, 108, 577-598.



180 P. Commendatore et al.

Krugman, P. R. (1991). Increasing returns and economic geography. Journal of Political Economy,
99, 483-499.

Martin, P., & Rogers, C. A. (1995). Industrial location and public infrastructure. Journal of
International Economics, 39, 335-351.

Mees, A. 1. (1975). The revival of cities in medieval Europe. Regional Science and Urban
Economics, 5, 403—425.

Neary, P. J. (2001). On hype and hyperbolas: Introducing the new economic geography. Journal of
Economic Literature, 39, 536-561.

Nooteboom, B. (2000). Learning and innovation in organizations and sconomies. Oxford: Oxford
University Press.

Puga, D. (1998). Urbanization patterns: European versus less developed countries. Journal of
Regional Science, 38, 231-252.

Puu, T. (1981). Catastrophic structural change in a continuous regional model. Regional Science
and Urban Economics, 11, 317-333.

Sachs, J. D., & McCord, G. C. (2008). Regional development, geography of. In S. N. Durlauf
& E. Blume (Eds.), The new palgrave dictionary of economics, Second Edition. UK:
Palgrave Macmillan. The New Palgrave Dictionary of Economics Online. Palgrave Macmillan.
08 April 2009 <http://www.dictionaryofeconomics.com/article?id=pde2008_R000077> doi:
10.1057/9780230226203.1413.

Samuelson, P. (1954). The transfer problem and transport costs, II: Analysis of effects of trade
impediments. Economic Journal, 64, 264-289.

Venables, A. J. (2008). New economic geography. In S. N. Durlauf & E. Blume
(Eds.), The new palgrave dictionary of economics, Second Edition. UK: Palgrave
Macmillan. The New Palgrave Dictionary of Economics Online. Palgrave Macmillan.
08 April 2009 http://www.dictionaryofeconomics.com/article?id=pde2008_E000247 doi:
10.1057/9780230226203.1182.

Weibull, J. W. (1997). Evolutionary Game Theory. Cambridge, MA: MIT.

White, R. W. (1985). Transitions to chaos with increasing system complexity: The case of regional
industrial systems. Environment and Planning A, 17, 387-396.



Dynamics in Non-Binding Procurement
Auctions with Boundedly Rational Bidders

Domenico Colucci, Nicola Doni, and Vincenzo Valori

1 Introduction

Auction theory has always recognised that in many settings bidders’ strategies can
be influenced by the revelation of some information that is privately held by the auc-
tioneer. Usually it is assumed that the auctioneer holds some information regarding
the item put up for auction. As a consequence, its revelation can allow bidders to
have a more accurate estimate of their valuation for the object and to make less
uncertain their utility in case their bid is accepted.!

Some recent papers investigate the importance of a different kind of auction-
eer’s private information: in multidimensional auctions, bidders can be ignorant
about the real awarding rule. Katok and Wambach (2008) define this competitive
mechanism as “non-binding auctions”. More specifically, it is often assumed that
a buyer can rank different bids according not only to the prices, but also to the
quality associated to each proposals. The qualitative assessment usually depends on
buyer’s preferences that can be her private information because they are related to
her tastes or to her specific requirements.? In this case bidders can always calculate

! Milgrom and Weber (1982) represents the seminal paper on this issue. By analysing an affiliated
values auction model they stated the celebrated linkage principle, according to which expected
revenue increases if the auctioneer commits to reveal any information about the value of the object.
More recently some authors have shown that this principle can be wrong in some different contexts.
See Ganuza (2004), Board (2009).

2 See Gal-Or et al. (2007), Rezende (2009), Katok and Wambach (2008) for an analysis of this issue
in procurement settings. Cason et al. (2003) and Chan et al. (2003) emphasise how this issue affects
the awarding of subsidies in natural resource management programs. Note that a secret award rule
is often present also in the procedures for the privatization of previously State-owned enterprises:
Governments usually compare different proposals and at the end they select one private firm on
the basis not only of the economic offers, but also of different factors, like political, social and
environmental considerations.
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thoroughly the ex-post profit associated to each specific bid; however, the informa-
tion policy adopted by the buyer influences their estimate of the probability to be the
winner. When the buyer chooses to reveal privately (publicly) her information sup-
pliers are involved in a standard auction setting, with independent private (public)
values. Conversely, the case in which the buyer conceals her information represents
a novelty in the auction literature, and that is why we want to explore in more depth
the characteristics of this game and the properties of its Nash equilibrium.

In the next section we introduce the general model of an auction where the
buyer conceals her private information, as proposed by Gal-Or et al. (2007) and
we show that this specific setting is closely related to classic models of horizontal
differentiation. In particular, we emphasise how, in the case with only two bidders,
their equilibrium bidding strategies are equivalent to duopolists’ pricing strategies
in the Nash equilibrium of an Hotelling model with exogenous location. For this
purpose we follow the recent generalization of the Hotelling model put forward
by Kim (2007). In the general case of n bidders a multidimensional auction with
concealment of buyer’s private information is formally identical to the model of
product differentiation studied by Perloff and Salop (1985): the only difference
is the analysis of the strategic value of the buyer’s private information in Gal-Or
et al. (2007) with respect to the otherwise more general model of Perloff and Salop
(1985).

In Sect.3 we study a simple dynamic version of the above model. To this end
we posit a sequence of auctions take place in time, to which a given set of suppliers
participate without actually knowing the quality assessments held by the auction-
eers. It is thus a situation in which a given set of suppliers compete repeatedly to
procure a specific good. We simply assume that every buyer is characterized by
a vector of quality assessments, one for each supplier.® From the suppliers stand-
point, buyers’ assessments correspond to independent random draws from a given
probability distribution. Each supplier maintains some kind of expectation regard-
ing their opponents’ behaviour which we shall suppose to be wrapped up in an
expectation about a mean of the opponents’ prices. Clearly this hypothesis qualifies
agents as having bounded rationality, in that the opponents are treated as if they
were one, whereas a fully rational player would have to figure out the best response
to the predicted bids of every other player. This depends on the fact that these auc-
tions are non-binding, so that qualities as well as bids determine the winner. While
considering a mean price is clearly suboptimal, it nonetheless has the property of
depending on the entire set of choices by the competitors as implied by full ratio-
nality. On the contrary, concentrating only on the others’ best price, as would be
optimal in standard auctions, is not rational in this context because the contract is
not necessarily awarded to the lowest bidder. In turn expectations about the oppo-
nents’ mean price are updated adaptively. This model entails a moderate departure
from rationality in the vicinity of the steady state, which turns out to be unique and

3 We could also imagine the case in which there is a unique buyer who, perhaps due to frequent job
rotation related to political evolution, has time-changing quality assessments.
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implies coordination on the Nash equilibrium of the stage game, and our purpose is
precisely to study local stability: these observations are the rationale for using the
above limited rationality model of choice.

Alternatively the dynamic model can be seen in the Hotelling framework as a
straightforward way to model the repeated situation of market competition in a hor-
izontally differentiated oligopoly with boundedly rational sellers. The vast literature
on oligopoly dynamics focuses mainly on the Cournot model and is neatly surveyed
by Barkley-Rosser (2002). Relatively fewer papers examine the dynamics in the
Hotelling setting (for an example, see Puu and Gardini (2002)). However they focus
on the spatial competition, in which firms choose both a price and a location. Con-
versely, in the present paper we analyse the dynamics of (price-only) competition in
the framework formalized by Perloff and Salop (1985). The stability of the dynam-
ical system is not easy to assess in general because the reaction functions may be
non-differentiable at the steady state. In such a case the analysis can resort to the
derivative of the reaction function in a neighborhood of the steady state. We will
show how the stability of the Nash equilibrium of this game is affected by the dis-
tribution from which bidders’ qualities are drawn. More specifically if n = 2 then
the Nash equilibrium is always stable whatever the quality distribution. Conversely
when n > 2 stability can be violated. In fact, if bidders’ qualities are drawn from
a specific class of densities then in equilibrium reaction functions are negatively
sloped and the system may fail to converge.

2 Auctions with Horizontally Differentiated Suppliers

2.1 Egquilibrium in Non-Binding Auctions

Assume there is a unique buyer wishing to procure a single unit of a specific product
by means of an auction procedure. There are n firms, competing to supply the item.
Both the buyer and the suppliers are assumed to be risk-neutral. We allow the buyer
to value the specific product provided by each seller differently. Let g; denote the
buyer’s evaluation of the quality associated to the bid of supplier i. We assume that
the quality parameters are independent and identically distributed (i.i.d.) random
variables with a continuous density f (with cumulative distribution function F)

over the support [q, (j] and that their realisations are privately known by the buyer
only.

The utility the buyer can obtain contracting with a specific supplier depends on
the quality of his product and the price asked to provide it:

Uli.pi)=qi—pi i=1,...,n.

A multidimensional auction is held in order to select a supplier, and we assume
that the score function used to rank alternative bids is the same as the buyer’s utility
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function.* Suppliers are characterized by identical production costs, normalized to
be 0. Every competing bidder submits an economic bid p; in order to maximise his
expected profit, equal to his ex-post profit times the probability of being the selected
contractor:

max p; Pr{¢; — p; > maxq; — p;}
Di J#i

By taking into account how the quality of each competitor is distributed we can
rewrite the maximization problem as follows:

q
maXpi/ [1F(a+pi—p))| S (@) da (1
q

Di LA
J#i

Further, restricting the attention only to symmetric equilibria and assuming the
common bid submitted by competitors other than i equals p the above rewrites as

max H (pi. p) (2)

q
H (pi.p) = pi / (F (i + 5 — p))"™" f (a1) das
q

Notice that, defining V (x) = Pr{max;; {¢;} —¢; < x} andv(x) = V' (x) (i.e.
the density of the difference between the highest quality of i’s competitors and i’s
own quality, which can be written explicitly using convolutions) the maximization
problem can also be written as

max piV (p—pi)

Optimising with respect to p; the first order condition 3115}#
1

expressed as
V(p—pi)—piv(p—pi) =0 3
Imposing p; = p = p* we obtain the (candidate) Nash equilibrium of this game:
Vo 1/n
vO =) [ IF @)1 2 a0) dgi

*

“4)

Obviously, the second order condition 321{5;;# < 0or,2v(0)— Iv/((oo)) Vv (0) >0

needs to hold for the above equilibrium pricelto be the solution of problem (2):
the density v (-) has to be differentiable in zero for this to make sense, otherwise

4 Notice that the buyer’s utility might be negative even with her best buy: we are implicitly ruling
out the outside option of not purchasing the good at all.
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we need the function appearing in (3) to be decreasing around p*. A condition
which bypasses the possible non-smoothness of v (-) and which ensures that p* is a
Nash equilibrium, is that the distribution V' (-) be log-concave.’ In turn, a condition
which ensures this is that f(x) be log-concave® (see An (1998) and Bagnoli and
Bergstrom (2005)). Interestingly, it also turns out to be sufficient for stability, as we
shall explain in Sect. 3.

Formula (4) emphasises the way in which the optimal bidding strategy is affected
by the (common) beliefs of suppliers over the buyer’s preferences, represented by
the distribution function F. This solution is the same as the equilibrium price of the
model of monopolistic competition proposed by Perloff and Salop (1985) (see 12
and 13, p. 110).They analyse the outcome of competition in a differentiated mar-
ket with n firms and L consumers. Each consumer is identified by specific tastes,
represented by an n-dimensional vector of values, one for each firm, and corre-
sponding to independent draws from the same probability function F'. Consumers
maximize their net utility, given by the difference between each firm’s value and
the correspondent price. So the oligopolist’s maximization problem in this product
differentiated market is formally equivalent to the bidder’s maximization problem
in a non-binding auction. The only exception is that oligopolists face L consumers,
while bidders compete to serve a unique buyer. However this difference does not
affect the price equilibrium that is identical for these two games.

Perloff and Salop (1985) prove that there can be at most one symmetric price
equilibrium. However, in the case of n > 2 the possibility of equilibria in asymmet-
ric prices is not ruled out, even though costs are identical for each firm. Conversely,
in the case in which n = 2 the existence of a multiplicity of equilibria is not
admissible, so the symmetric equilibrium is surely unique. The case with only two

3 The log-concavity of V means that the ratio 1 is decreasing. This implies that, if the first order
condition holds, i.e.

_ v(p—pi)
V(P—Pf)(l—l’i%)=0
then, for a positive quantity &
v(p—pi—9)
1—(pi+8) —————= <0
POV G=p=9)
and (» +9)
v(p—pi
1= (p—8) P
PV G- p )

which guarantees that the first order condition selects indeed a maximum. Notice that the above
means that the objective function in (2) is pseudo-concave (so its critical point is a global
maximum).

¢ Indeed log-concavity of the density fy implies the log-concavity of the density of the mirror
image f_y and of the distribution function F (see Bagnoli and Bergstrom (2005), Theorem 8 and
Theorem 1 respectively). In turn it is easy to see that the distribution function F" and its associated
density n F"~! f are both log-concave. The convolution of nF"~! f and f_y gives the density
v which is again log-concave (see An (1998), Corollary 1). Finally, Theorem 1 of Bagnoli and
Bergstrom (2005) implies that V' is also log-concave.
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firms is particularly interesting because it has a formal correspondence with the
model of price competition in the classic duopoly a la Hotelling. In the next section
we will show how the distribution representing buyers’ preferences is very close to
the distribution of consumers along the Hotelling line.

2.2 Optimal Price Strategy in an Hotelling Game
with Non-Uniform consumers

Imagine there are two suppliers, A and B, having production costs equal to 0 and
located at either end of a Hotelling line of unit length. Consumers are characterized
on the basis of their location parameter 6 € [0, 1], and they are distributed on this
Hotelling line according to a cumulative distribution G (), having a strictly positive
density g(6) over the interior of the support. Their utility function when they buy
the product from supplier i is equal to:

UZV—pi—bdi iZA,B

where v is their reservation price for each good, p; is the price charged by supplier
i, d; is the distance from supplier i, where d4 = 0, dp = 1— 0, b is the linear cost
of transport. In such a setting, given a price pair (p4, pp), we can define 8 as the
consumer indifferent between supplier A and B, where:

g b+ pp—pa
2b

As a consequence all the consumers on the left of aprefer supplier A, while those on
the right prefer supplier B. Therefore, the maximization problems of both suppliers
are:

maxb pA(G(g)) and maxpr(l - G(g))

PASV— PB=v—

If we assume that consumers’ reservation price, v, is sufficiently high, so that in
equilibrium all of them buy some product, we have that in the Nash equilibrium of
this game suppliers’ optimal price strategies are:

G (60%) 1-G (8%
pa =2b and pp=2b—— (5)
g (0%) g0
where 6* must satisfy the following implicit equation
1 1-G(*
0" = -+ # (6)

2 g (6%)
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Remark that this solution is also valid if we assume that suppliers A and B com-
pete in a market with a single buyer, whose position is unknown to them. If G(0)
represents their common beliefs over his possible position the maximization prob-
lems are unchanged, except for the fact that in this case suppliers maximize their
expected profit. On the basis of this new interpretation of the Hotelling game we
can state the following proposition:

Proposition 1. The Nash-equilibrium of the auction game with concealment of
buyer’s private information when there are only two suppliers is equivalent to the
Nash-equilibrium of the Hotelling game if

(1) buyer’s position 0 is a function of suppliers’ quality in the auction game, 6 =
b+ap—qa ,n4
2b
(2) suppliers’ beliefs over 0 are consistent with their beliefs over the initial
qualities.

Proof. In order to prove the result we need to derive g(6). First we define z =
4B — q4. z is then distributed as the difference between suppliers’ qualities and its
density has positive values on the support [—b, +b] according to the convolution

+o0

h(z) = f+q) f(q)dq

—00

where we are assuming f (-) to be identically zero outside the support [¢, g]. Now
we can note that 6 is a monotone transformation of the random variable z. In
fact:
1 z
2b

As a consequence, 6 is distributed over the support [0, 1] according to the following
density function:

¢(0) = 2bh(2b0 — b)

It is easy to note that &, and consequently g, are symmetric functions. This fact
implies that G (1/2) = 1/2 and consequently condition (6) is satisfied for 6 = 1/2
Substituting this value in (5) we obtain:

B 2G(H) 1 !
PA=PE= 2O 27 f2(g)dg

But this solution is coincident with formula (4) when n = 2.

Therefore the conclusion of Perloff and Salop (1985) and Gal-Or et al. (2007),
according to which firms’ optimal price strategy depends on the distribution of
buyers’ tastes, corresponds to the result achieved by Kim (2007), that the optimal
price strategy of duopolists in an Hotelling setup depends on the distribution of
consumers’ location along Main Street.
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3 Economic Dynamics Under Bounded Rationality

In this section we shall embed the above analysis into a simple dynamic frame-
work, meant to be a rough indicator of whether the Nash equilibrium derived above
is bound to be actually reached if agents are either boundedly rational and/or are
unsure about the other players’ rationality. Each seller is supposed to be participat-
ing in a sequence of auctions in which, at each time, the seller’s quality parameter is
drawn from the same distribution. In the stage game each seller has a best strategy
which depends on the bids of his competitors. The reaction function of a generic
seller can be derived by solving for p; in the first order condition applied to the
objective function in (1):

a q
/ HF(%'+P_/—P1') f(CIi)dCIi—pi/ Zf(qi+p_;—p,~)
L\ j#i 4
x [1 F @+ pn—p) f(@)dgi =0 7)
h# )i

Notice that the best response of seller i, p/, does not depend on the competitors’
bids which have no chance of winning. More precisely p, —min; {ps} > ¢ — ¢

implies that g% = 0. While the converse is not always true we can observe that,
generically, a change in the strategy of a possibly winning competitor affects the
optimal bid p}. So when price dispersion is sufficiently low, a bidder’s best response
is influenced by the full vector of competitors’ bids.

Therefore in this context each bidder’s optimal strategy is not focused on beating
the best price, as in standard first price auction. However, even with a restricted
number of competitors it is quite difficult to calculate explicitly the best response
function (see (7)). For this reason we hypothesise that agents simplify their problem
by treating their opponents as if they were all bidding a price equal to a mean of the
full vector of competitors’ prices and we let sellers update their expectations about
its value adaptively. Results are robust to having subject-specific weighted averages;
due to the heavier required notation we shall stick to simple means in the following
(see Footnote 7).

Summing up, sellers at each time ¢, solve the same optimization problem using
the first order conditions in (3) given a different value for the opponents’ mean price,
and will therefore be using the same reaction function evaluated at these different
values. The symmetry imposed over the sellers implies that each shall have the

same reaction function, R(). So seller i at time ¢ will choose p;; = R (ﬁf _i)
and compute the expected mean price of the opponents according to

ﬁf,—i = P_f—l,—i + o (ﬁt—ls—i - ﬁf—ls—i) (®)
_ _ Pi,j
Pt =2

J#i

pri = R(p;_;) 9)
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Notice that we allow some behavioral heterogeneity in that ; may vary across dif-
ferent sellers. These equations define the following n-dimensional discrete dynami-
cal system in pf _;

2j#1 R(ﬁef )
~e — e t.—J ~e
Piv1,-1 = D1t ( =1 — Pr 1

(10)

~e —_ pe _
pl+l,—n - pt,—n + an n—1 pt,—n

SienR(PE_;) . )

which possesses a single steady state whereby
ﬁf,—i:p* i:1,...,n

where p* is the Nash equilibrium derived above in (4). Stability of the steady state
can be characterised as usual studying the Jacobian matrix of the system evaluated
at the steady state, provided the reaction function is differentiable at p*: in this case
we have

R/ (p* R (p*
l—oy Oll—n(fl) "'Oll—n(_pl)
Jp =

R'(p*) R'(p*) ..

¥n -1 n o n—1 1 —ay

We aim at giving conditions on the underlying parameters of the model that ensure
that the spectral radius of J, is less than one for any choice of the vector of gain
parameters a1, . . ., oy in (0, 1)” or, symmetrically, provide conditions under which
a suitable choice of such parameters implies instability of the steady state and there-
fore that the Nash equilibrium will not be reached as ¢ grows. In particular it is well
known that if ||-|| is @ matrix norm on J, and p (Jp,) is its spectral radius then

p (Jn) < | Jnll

max; Z_’}=1 |a,- j } In the case of the above matrix

Consider for example H A H
nxn

Jy itis
||Jn||=mlax1—a,~+a,~|R’(p*)} (11)

Therefore |R' (p*)| < 1 implies p(J,) < 1 for all possible choices of «; and

therefore stability of the steady state’. So it is interesting to establish conditions
ensuring a bound on the (absolute value of the) derivative of the reaction function in

7 Note that this would not change if in (10) heterogeneous weighted averages replaced the arith-
metic means. Indeed such generalisation would not alter the matrix norm (11) and therefore the
stability conditions.
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p*. This is what we do in Proposition 2. But first, we need to set conditions granting
differentiability of R on the steady state.

Lemma 1. For the problem (2) differentiability of the reaction function at p* holds
if and only if

f(‘?)=f(g)=()whenn=2

12)
f(@ =0 when n > 2
Proof. We now want to ascertain the differentiability of v i.e.

_ 0 if z2<q-—4q

@ Sl =DIF@+I"? fg+2 f(@dqif g—G=<z<0
vid) =1 4— n— . _

Ji T =DIF@+"? f@+2) f(@dqif 0s2=G~q

0 if z>q4-¢q

Let n = 2. Using Leibnitz’s rule we get

ra, ")
2

V/(O—)=f2(g)+/:f’(q)f(q)dq= 2

/ o [ 2 /(4
v (07) = —fz(q)+/ F@f@dg=—|71 2" + 2( )
q
therefore v/ (0) exist if and only if 2 (c_]) = f2(g) = 0, in which case v/ (0) = 0.
Instead, when n > 2

7
Vv (07) = / =D n=2)[F @V @+ @—-DIF@I?f @ f(q@dq
q
V(0F) === 2@+ 00
so0 V' (0) exist if and only if £2(g) = 0and V' (07) # Foo0.

Proposition 2. Consider the problem (2) under condition (12). When n = 2 we
have R' (p*) = %; in this case the dynamical system (10) is always locally sta-
ble. When n > 2 condition R' (p*) < 1 always holds, while R' (p*) > —1 (and
therefore local stability) holds if and only if

vV(©0) 3

Proof. Under differentiability of the density v we can apply implicit differentiation
to (3) to get:
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R/( *)_ v(0) — p*v' (0)

P IOEY 40 (9

Therefore, when n = 2, Lemma 1 shows thatv' (0) =0, so (14) implies R’ (p™*) = %
as stated.
When n > 2 we have

v(0) — p*v' (0)

O =1e oo

which always holds, given the second order condition 2v (0) — p*v' (0) > 0 and the
fact that v (0) = [ (n — 1) (F ()" f?(q) dq > 0.
Finally: B

VO =PV )
2v(0) — p*v'(0)
vV(©0) 3

) 2"

R (p*)>-1%

The above result, implying that the n = 2 case is a threshold above which sta-
bility is not necessarily granted, is reminiscent of classic results from the literature
on dynamics in the Cournot model such as Theocharis (1960). Remark that the con-

ditions for stability when n > 2 can be violated only if the reaction function at
_Hp*.p") jPH(p".p")
9pip; ap?

p* is decreasing. Notice that R’ (p*) =
f 92 H(_ p* , p*)
9pdp; ;
This means that only under strategic substitutability at equilibrium can the system
fail to converge to the Nash equilibrium. In other words it has to be the case that a
more aggressive strategy by suppliers j # i (i.e. a lower bid) raises i’s marginal
profit. Vice versa strategic complementarity at equilibrium is always associated with
a (dynamically) stable Nash equilibrium.
A specific example in which (13) fails is as follows: let # = 3 and consider the
beta density function with parametersa = 3/4,b = 3

can be negative

1
is negative, given the second order condition

. 2 ko ok
only i ”;(;i—z’p) < 0.

x4 (1-x)?

f(x) =
fol X1 (1—x)%dx
We get vv;((%)) =~ 5.4604, thus violating condition (13), and p* = ‘V/((OO)) ~ 1'15/5395 =
0.21374 implying

R/( *)_ v (0) — p*v' (0) ~

= ~ —4.5591
2v(0) = p*v'(0)
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In this case® the system’s Jacobian at the steady state is

1—/0(1 Oél—R(zp ) O(l—R/(Zp)
J3: O(z—R(p) 1—0[2 Olz—R(Zp)

R/ * R/ *
A R
which for the above specific value of R’ (p*) has eigenvalues outside the unit circle
for suitable values® of oy, a2, 3.

Our last point regards dynamics in the n = 2 case when the density v (-) is not

differentiable in zero. In this case, which happens if either f (g) or f (c_]) are non-

zero, vV (07) > 0and v (0%) < O soin turn R'(p*7) < 0 < R (p**) < L.
This implies that, locally, a perturbation (either positive or negative) from p* will
eventually lead the dynamics to a decreasing path towards p* which therefore turns
out to be locally stable.

4 Conclusions

We have shown that the non-binding auction model analysed by Gal-Or et al. (2007)
is formally equivalent to the differentiated market studied by Perloff and Salop
(1985) and, for the n = 2 case, to the generalisation of the Hotelling duopoly
recently proposed by Kim (2007). We have examined more in depth the symmet-
ric equilibrium of this class of games. In particular, we have emphasised how a
sufficient condition for both the existence and the stability of such equilibrium
requires the log-concavity of the probability density of bidders’ (oligopolists’) qual-
ities. However, there exist distribution functions for which stability can be violated.
This is the result of an extension of these models to a dynamic framework in which
bidders behave according to some expectation over the prices of their competitors
(summarized by their mean), and update these expectations adaptively on the basis
of the data from previous auctions. The steady state of such a system is unsta-
ble only if, in equilibrium, bidders’ reaction functions are negatively sloped, i.e.
under strategic substitutability. The dynamic analysis of oligopoly thus far has been
focused mainly on the Cournot model. This work then represent an attempt to adopt

8 Notice that a case like this would not be possible if f were log-concave. Indeed that would make
Yo

V log-concave as well and therefore, given p* = 0) *

Vv (0) =V (0)V (0) >0=v(0)— p*V' (0) >0

and R’ (p™*) > 0 as a consequence. This argument also shows that, under log-concavity the reaction
function has positive slope and, because such slope cannot exceed 1, local stability is ensured.

® For example a; = 0.3, 0, = 0.4, a3 = 0.5 imply the following eigenvalues: 1.5777, 1.4285,
—1.2062.



Dynamics in Non-Binding Procurement Auctions with Boundedly Rational Bidders 193

the same approach in analysing other forms of market imperfections. Moreover, we
have shown how this methodology can be applied also in an auction framework, at
least when bidders have no private information and the Nash equilibrium is in pure
strategies. Future research can be devoted to investigate the potentiality of such
analysis in these kind of settings.
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Delay Differential Nonlinear Economic Models

Akio Matsumoto and Ferenc Szidarovszky

1 Introduction

The asymptotical behavior of dynamic economic systems has been the focus of
a large number of studies with both discrete and continuous time scales. They
are based on the qualitative theory of difference or ordinary differential equations
(Bellman, 1969; Goldberg, 1958). It has been shown by many authors that the
introduction of information delay into the dynamic models significantly changes
their asymptotical properties. For example, Chiarella and Szidarovszky (2004) con-
sider dynamic oligopolies with partial information on the price function and Huang
(2008) examines the role of information lag in economic dynamics, to name a few.
There is a significant difference between models with fixed time lags and models
with continuously distributed delays. In the first case there is an infinite spectrum,
and in the second case with gamma-function type kernel functions, the spectrum is
finite. An important special case of continuously distributed time lags is given by
exponentially decreasing kernel functions.

In this paper we compare dynamics generated by fixed time lags and con-
tinuously distributed delay with exponential kernel function. We will first show
that these two types of models generate the same local dynamics if the delay is
sufficiently small. This is, however, not true if the delay becomes large.

The theoretical findings are illustrated by three well known economic models:
the Goodwin model, the Kaldor—Kalecki model and the Cournot oligopoly model.

This paper is organized as follows. Section 2 introduces the main mathematical
results, and the particular models are discussed in Sect. 3. Conclusions are drawn in
Sect. 4.
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2 Mathematical Results

Consider first the general linear differential-difference equation
n n
D ay®m) + > py®u+60)=0 (1)
k=0 k=0

with a single delay 6, where

k d* k d*
YOO = oy and y O +0) =y +0).

Assuming small 6, linearization with respect to 6 gives the approximation
n n n
(Z ary® @)+ mﬂ%) + (Z m‘””m) 6 =0
k=0 k=0 k=0

This is a linear homogeneous equation. As usual, looking for the solution in an
exponential form y(t) = vert gives

n n
Z (o + Bi) A¥etv + Z BrAktleryg = 0,
k=0 k=0

and after simplification the characteristic polynomial of the system becomes

> apedk + (Z ﬁkxk) (14 16) =0, )
k=0 k=0

which is a polynomial of degree n + 1 in A.
Consider next the equivalent delayed equation,

Y auy®u—s)+ > py®@ =o. 3)
k=0 k=0

Assuming continuously distributed lag with exponential kernel function,

I—s

1
w(t —s) = 5e‘ g

and taking delay expectation, a Volterra-type integro-differential equation is ob-
tained

t n n
[ 0 -9 Y ay®eds + 3 py®o =0 )
0 k=0 k=0
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In the first factor we can introduce the new variable z = ¢t — s to have
t n n
/ w@) Y ay®t —2dz+ Y py® @) =o.
0 k=0 k=0

If we seek the solution in the usual exponential form y(¢) = ve*! and substitute it
into the above equation, we get

t 1 , n n
/ 56_5 Z ap Ak ert=Dyd 7 + Z ,Bk)tke“v = 0.
0 k=0 k=0

By dividing both sides by e*’v and letting t — oo we have a simplified expression
for the first term:

/oo le—z(“%)dzzn:ak,xk _1 ﬂ}w Zn:ak,kk _ 1 Zn:akkk
o 0 k=0 0 —(+ %) =0 k=0 A0 +1 k=0 ’
so the equation further simplifies as
1 N k N k
wﬂkgakx +k§ﬂk1 =0, (5)

which is equivalent to (2). Therefore the local asymptotic behavior of the two
dynamics is identical. We summarize this result:

Theorem 1. Local dynamics generated by the general delay differential equation
with a single and small delay is the same as the dynamics by the general dif-
ferential equation with continuously distributed time lag with exponential kernel
function.

In the case of the general kernel function

1 n+1 n(t—s
w(t —s) = pr} (%) (t—s)"e” “ ),

we know that as € — oo or n — 00, the function converges to the Dirac-delta func-
tion centered atz —s = 0 and 7 —s = 0, respectively. Therefore, in this limiting case
the integro-differential equation (4) converges to the deterministic case with fixed
delay. It is very interesting that in the exponential kernel function (n = 0) case, the
two processes are even equivalent concerning the local behavior of the equilibrium.
This is not true however for larger values of 7, as it is demonstrated in Matsumoto
and Szidarovszky (2009).
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3 Economic Examples

We confirm Theorem 1 by examining various delay economic models when the
time delay is small and investigate the global dynamics of the delay models with
continuously distributed time delay when the time delay is large.

3.1 Goodwin Model with Investment Lag

Goodwin (1951) constructed a business cycle model with nonlinear acceleration
principle of investment and showed that the model gives rise to cyclic oscillations
when its stationary state is locally unstable. Goodwin’s basic model is summarized
as a 1D nonlinear differential equation,

ey(1) —e(y() + (1 —a)y@) =0,

where a time variable y is national income, o the marginal propensity to consume,
which is a positive constant and less than unity, ¢ a positive adjustment coefficient
of y and ¢(y(¢)) denotes the induced investment that is dependent on the rate of
change in national income. The dot stands for differentiation with respect to time
t. Goodwin’s model adopts the nonlinear acceleration principle, according to which
investment is proportional to the change in national income in a neighborhood of
the equilibrium income but becomes inflexible for the extremely larger or smaller
values of income.

“In order to come close to reality” (Goodwin, 1951, p. 11), the production lag
0 between decisions to invest and the corresponding outlays is introduced into the
above model and then the modified model becomes

ey(t) —p((r—0) + (1 —a)y(r) =0. (6)

This is a neutral delay nonlinear differential equation in which 0 is the fixed time
lag. Since it is difficult to analytically solve this delay nonlinear model, it is a natural
way to use a tractable approximation of (6). In particular, to investigate dynamics,
we rewrite the equation as

ey(t +0) —p(y() + (1 —a)y(r +0) =0,

and expands it with respect to 8 around 8 = 0 to obtain the following second-order
nonlinear differential equation:

e03(1) +[e + (1 =a)0]y(1) —p(y () + (1 =) y(r) = 0.

Clearly, y(t) = O forall ¢ is a stationary state of this equation. Its asymptotic behav-
ior is determined by the eigenvalues, which are the solutions of the characteristic
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equation,
027 + e+ (1—a)f —v]A + (1 —a) =0, )

where v = qo/ (0). The characteristic roots are

—k + k% —4e0(1 — )
Ao = ,

2e0

where k = ¢ + (1 — «)0 — v. It follows that the product of the characteristic roots
is positive since 0 < @ < 1 and both ¢ and 6 are positive:

l—«o

AAy =
142 =0

> 0,

which excludes the possibility of saddle stationary point. It also follows that the sum
of the characteristic roots can be of either sign,

_8+(1—a)9—v

ArtAr = -0

>
= 0.

Given the values of o and ¢, the indeterminacy of the sign of the last expression
means that the (v, 6)-space is divided into two parts by the partition line

v=e¢+(1—-a)b.

For all v above this line, the sum of the characteristic roots is positive, hence the
stationary state is locally unstable. In the same way, the stationary state is locally
asymptotically stable for all v below this line.

Continuously distributed time delay is an alternative approach to deal with time
delay in investment. If we adopt it and denote the expected change of national
income at time ¢ by y°(¢), then Goodwin’s delayed equation (6) can be written
as the system of Volterra-type integro-differential equations:

ey() —p(y*()) + (1 —a)y() =0,

t1 ()
ye@) = [ ze= 7 y(s)ds,

o 0
where 0 is a positive real parameter which is associated with the length of the delay.
The second equation of (8) shows that the weighting function of the past changes
in national income gives the most weight to the most recent income change and the
weight is exponentially declining afterwards. Before turning to a closer examination
of this model, we rewrite it as a system of ordinary differential equations. The time-
differentiation of the second equation of (8) gives a simple equation for the new
variable 7 = y°:

) = £ (G0~ =(0). ©
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Solving the first equation for y, replacing y¢ with z, replacing y in (9) with the new
expression of y and then adding the new dynamic equation of z will transform the
system of the integro-differential equations to the following 2D system of ordinary
differential equations:

1—
50 = =30 + o).

(10)
. 1 l—«o 1
0 = 5 (-0 + ey -:0)).
€ €
The Jacobian matrix of this system at y = z = 0 has the form
l -« v
e €
Je = (11

< G

The corresponding characteristic equation is quadratic in A:

£+(1_O{)€_UA+1_O{=O,

A,Z
+ el &b

Notice that this characteristic equation is equivalent to the characteristic equation
(7). It follows that the local stability conditions are also identical. This means that
the two delay dynamic systems generate the same dynamics in the neighborhood of
0 =0.

We now turn our attention to the dynamics of (8) when 6 is large. It is well-
known that the Goodwin model generates a limit cycle when its stationary point is
locally unstable. Goodwin (1951) assumed a piecewise linear investment function
in his simulations. We numerically confirm his result but for the sake of analytical
convenience, we assume a hyperbolic tangent type investment function:

¢(y) = § (tanh(y — a) —tanh(—a)), &6 >0 and a = 1. (12)

We perform numerical simulations with the parameter values ¢ = 0.5 and @ =
0.6 as in Goodwin (1951). To make the stationary point locally unstable, we take
6 =0.8and 8§ = (1 +a?)(e + (1 —a)f) + 0.01. The numerical result is illustrated
in Fig. 1 in which two trajectories, one continuous line starting at point @ and the
other dotted line at point b, are seen to converge to the limit cycle.

Recently, Matsumoto (2009) reexamined Goodwin’s model and showed the
coexistence of multiple limit cycles, a stable cycle surrounding a unstable cycle
when the stationary state is locally stable. This is illustrated in Fig. 2 in which there
are two limit cycles depicted as bold curves and the two trajectories starting at
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Fig. 1 Existence of a stable limit cycle

Fig. 2 Co-existence of a stable and an unstable limit cycles

points @ and b converge to the outer limit cycle whereas a trajectory starting at
point ¢ approaches the stable stationary point. A parametric difference between the
first simulation and the second simulation is that only the value of § is changed to
(1 +a?)(e+ (1 —a)f) —0.01 from (1 + a?)(e + (1 — a)f) + 0.01.
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3.2 Kaldor-Kalecki Model with Investment Lag

Kaldor (1940) presented a business cycle model in which investment was positively
related to the levels of income via a nonlinear relationship. Kalecki (1935) added a
lag between the investment decision and the installation of investment goods. His
model used a linear difference-differential equation to generate cyclic dynamics.
The Kaldor—Kalecki model is a combination of nonlinear investment and a time
lag in the capital accumulation. Let Y be the national income and K the capital
stock. Then the Kaldor-Kalecki model can be written as

Y (1) = a[I(Y (1), K(t)) — S(Y(1))].
(13)
K(t) = I(Y(t — 0), K(1)) — 8K (¢),

where (Y, K) is an investment function and S(Y') is the saving function. Investment
depends positively on income and negatively on capital, so d//dY = Iy > 0 and
dl/dK = Ik < 0. Furthermore, it takes a S-shaped profile with respect to Y indi-
cating that investment becomes inflexible for low as well as high levels of income.
Savings depends on income in the usual way, i.e., 0 < dS/dY = Sy < 1. We
assume also that Iy — Sy > 0 at the fixed point of (13), that is, investment increases
faster than savings as national income increases in a neighborhood of the fixed point,
following Kaldor. In addition, & > 0 is the adjustment coefficient and § > 0 is the
depreciation rate of the capital. The first equation of (13) states that income changes
proportionally to the excess demand in the goods market. The second equation is a
standard capital accumulation equation but includes a time lag 6.

Consider first the local stability of (13) without time delay (i.e., & = 0), which is
equivalent to the original Kaldor model. The Jacobian matrix has the form

Jx = a(ly — Sy) alkg
K= Iy Ik —§

with the determinant
detJK = Oé(]y — Sy)(IK — 8) — O(IKIY

and the trace
trJxk = a(ly — Sy) + (Ix —§).

Kaldor (1940) made two basic assumptions: detJx > 0 in order to exclude the
possibility that a stationary point is saddle and #rJk < O to make the stationary
point unstable. As seen in Chang and Smyth (1971), the gist of Kaldor’s argument
can be translated to show an existence of an endogenously persistent fluctuation by
applying the Poincaré—Bendixson theorem. For this end, the local instability of the
stationary point is the first requirement. Figure 3 illustrates the birth of a Kaldorian
limit cycle with the following configuration of the model: The investment function
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Fig. 3 Existence of a Kaldorian limit cycle

is separable with respect to ¥ and K,
I(Y.K)=¢()+BK, <0,
where ¢ (Y) is assumed to be a symmetric S-shaped function,

Y 4 A A>0and B>0
p(Y) = 11 eBY 7 >0 an > 0,
and the parameters are specifiedas A = 4, B =1,¢c = 0.6, = 0.8, 8 = —0.2
and § = 0.05. It can be seen that the limit cycle attracts two different trajectories,
one starting at point a and the other starting at point b in the neighborhood of the
stationary point.

Although we numerically confirm the existence of the Kaldorian limit cycle when
the stationary point is locally unstable, we are interested in the destabilizing effect
caused by a delay in investment so that the stationary point becomes asymptotically
stable when #rJk < 0. In Fig. 4, two trajectories belonging to the two different initial
points a and b spiral toward the stationary point when § = —0.4 and § = 0.2 with
the other parameters being unchanged.

Now we are back to the delay Kaldor—Kalecki model (13). We first rewrite the
capital accumulation equation as

K(t+6)=1(Y(),K(t +6)) —8K(t + 0).

If the time lag is small enough, then linearizing it with respect to € around 6 = 0
gives
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Fig. 4 A stable Kaldorian stationary point

K(t) —{I(Y (1), K(t)) — 8K(t)} + {K(t) — Ik K(t) + K (1)} 6 = 0.

Introducing the new variable, Z(t) = K(1), the delayed Kaldor-Kalecki model is
reduced to a 3D system of ordinary differential equations:

Y () = a( 1Y (1), K1) — S(Y(1)) ).
K@) =Z(@), (14)

. 1
2) = 5 U0, K@) = KO} + {(Ik ~ )~ 5)2(0).

The Jacobian matrix is

a(ly — Sy) alg 0
Jp = 1o 1 0 1 1
glr  gUk=9) Uk =08 —4
with the determinant,
detdy = K _ g

and the trace {
l‘VJD = trJK — 5 <0,

where the inequalities are due to the assumptions detJg > 0 and #rJg < O in the

Kaldor model. The characteristic equation of Jp is
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A+ a12* +axd +az =0, (15)
where the coefficients are

a; = —trJp > 0,

@ = ally = Sy)(Ix ~ )~ 5 @Iy — $y) + (Ix ~5).

az = —detJp > 0.

If we assume continuously distributed time lag in the capital accumulation pro-
cess, then Y (¢ — ) is replaced by the expected income Y ¢(¢), which is defined as
the weighted average of the past realized incomes from zero to time ¢,

t o
Y@t) = / %e—’%‘ Y(s)ds.
0

The delay 2D Kaldor-Kalecki model (13) can be reduced to a 3D system of ordinary
differential equations:

Y(0) = a[I(Y(1), K1) = S ()],

K(t) = 1(°(1). K(1)) = 8K (1), (6)

Ye(r) = %(Y(Z) —Ye(),

where the last equation is obtained by time differentiation of Y ¢(¢). The Jacobian
matrix at the stationary point is

C((Iy—Sy) C(IK 0

— 0 Ix -6 Iy
Jc 1 . f
0 0

It can be easily checked that the Jacobian matrix Jc has the same characteristic
equation as (15). Hence the two different dynamic systems (14) and (16) generate
the same dynamics in a neighborhood of the stationary point if 6 is sufficiently
small. According to the Routh—Hurwitz stability criterion, a necessary and sufficient
condition that all roots of the cubic characteristic equation (15) have negative real
parts is that a; > 0, ap > 0, a3 > 0 and aja; — az > 0. Notice that a; > 0
and a3 > 0 are already shown to be positive due to Kaldor’s assumptions. For
sufficiently small 8, a, could be positive because its second term —trJg /0 > 0 is
positive and can dominate the first term. By the same token a;a, —a3 can be positive
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for a small 6. Hence it is safe to presume that the delay Kaldor-Kalecki system is
stable when the investment delay is sufficiently small. Since a small & means a small
lag effect, this result is reasonable under the assumption that the original Kaldor
model is stable as shown in Fig. 4. The next question which we raise is whether or
not the stability of the stationary state changes as the lengths of delays increase. We
consider this question in model (16) only, since (14) is inappropriate for a large 6.

Now we turn our attention to the dynamic behavior of the delay Kaldor-Kalecki
model with a large 6. As seen above, the coefficients a1 and a3 of the characteristic
equation are positive. However, the sign of a, is not determined. Solving a, = 0
for 6 yields the critical value of 9,

g, - Uy =S +Uk-8
>~ Ta(ly — Sy)(Ix — )

implying that a5 is positive for § < 6,. By the definitions of the coefficients of (15),

we have

~A62 +BO - C
T E—

where
A =a(ly —Sy)Uk —8)[a (Iy — Sy) + Uk — §)] > 0,

B =la(ly —Sy) + (Ixk = 8))* + algly Z 0.

C =a(ly —Sy)+ (Ux—9) <0.

Let us denote the numerator of the last equation by f(8). Since f(0) is a concave
quadratic polynomial, f(0) = —C > 0 implies that /() = 0 has one positive

root, 6*,
B ++/B?2—-4AC
24 '

Since f(8*) = 0, f(8) < Ofor & > 6*. Furthermore f(62) = (6:)*>(—a3) < 0
and 6* < 6, imply that a, > 0 at & = 0*. To emphasize the dependency of the
coefficients on 6, we denote «;(6) fori = 1,2,3. For 8 = 0*, a1(6*)a>(6*) —
az(6*) = 0. By replacing a3(6*) of the characteristic equation with a; (8*)a2(6%),
we are able to factor the characteristic equation,

0" =

(A +a1(0M))(A* +ax(6%)) =0

that can be explicitly solved for A. One of the three roots is real and negative whereas
the other two are pure imaginary,

Al = —01(9*) <0 and /\2’3 = &+i \/612(9* = :l:lé

In order to apply the Hopf bifurcation theorem, we have to show that the real
parts of the complex roots are sensitive to a change in the bifurcation parameter,
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6. Suppose that A is a function of 8. By implicitly differentiating the characteristic
equation with respect to 6 we have

dr@*) 1 A(0%)* — rJkA(0*) + der]k
do  0723X(0%)2 4 2a,(0*)A(O*) + ax(6%)

Substituting A = +i§ and arranging terms yield

Re (MO _ 1 £ —detli —ar(9")ird
e( do )_9*2 2(82 +ai(0%)?)

where the denominator is positive. We can show that the numerator is never zero.
Substituting

1
a1(0*) = —trJk + 9—*

and |
Ez =ay(0%) = det)x + algly — 5trJK

into the numerator and assuming that the resultant expression is zero yield

2
(trJK)2 +algly — gtVJK =0.

However az(60*)a1(0*) = a3(6*) means that

1 1 1
(9—*) (delJK +algly — 9—*1‘}’.]1() = 9—*detJK

which can be rewritten as

1
trJx [972 —a(ly — Sy) (I — 5)i| =0,

where the equality is impossible, since trJx < 0, Iy — Sy > 0, I —§ < 0 and

6* > 0. Therefore we have
dA(67)
R 0.
°( a0 ) ?

This implies that the real parts of the complex roots change signs as 6 — 6*
changes from negative to positive values. That is, it guarantees the existence of
Hopf bifurcation.

Theorem 2. The Kaldor-Kalecki model with continuously distributed lags having
an exponential kernel function is locally asymptotic stable for 0 < 6 < 0* while it
loses the stability at 0 = 0% via a Hopf bifurcation.
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Fig. 5 Existence of a limit cycle in the delay Kaldor—Kalecki model

It is uncertain whether the limit cycle is subcritical or supercritical. In Fig.5,
simulation results are shown with 6§ = 0.7 and parameter values ¢ = 0.6, « = 0.8,
B = —0.4and § = 0.2, which are the same as in the simulation study presented in
Fig. 4. The critical value is 6* ~ 0.37. The delay Kaldor—Kalecki model generates
a supercritical limit cycle due to the destabilizing effect of the investment lag.

3.3 Delay Nonlinear Cournot Model

We will examine a dynamic Cournot duopoly game when a firm has an information
lag in the receipt of information about its competitor’s output. We assume that each
firm adaptively adjusts its output to the desired level of output:

X1(2) = k1 {R1(x2(t — 61)) — x1(2)},
a7

X2(1) = ko {R2(x1(t — 62)) — x2(2)}

where x;, k;, 6; and R, (x;) are output, a positive adjustment coefficient, a time lag
and the best reply function of firm i fori, j = 1,2 and i # j. Special duopoly mod-
els such as the classical Cournot model with a linear price function and a nonlinear
Cournot model with a unit-elastic price function will be considered later to specify
the best reply functions.

To consider a linearization of the system, we suppose that the information lags
are sufficiently small and an advance 6, time in the first equation of (17) and an
advance 0, time in the second one:
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X1(t + 01) = ki {R1(x2(2)) — x1(t + 01)},

X2(t + 02) = ko {Ra2(x1(1)) — x2(t + 02)}.
Define the difference between the left-hand side and the right-hand side by
Fi(6h) = x1(t + 61) — ki {R1(x2(1)) — x1(2 + 61)}
and
F3(62) = X2(1 + 62) — k2 {Ra(x1 (7)) — x2(1 + 62)} .
Differentiating each function with its lag at §; = 0 and arranging terms yield
01%1(t) = —k161%1 (1) — X1(1) + k1 {R1(x2(1)) — x1(1)}
and
02%2(1) = —k2bpx2(t) — X2(1) + k2 {R2(x1 (1)) — x2(1)} .
Introducing the new variables y;(t) = X;(¢) and y,(f) = X»(¢), we can trans-

form the 2D delay differential equation system (17) into the following 4D system of
ordinary differential equations:

X1(t) = y1(),

X2(1) = y2(1),

k 1 (18)
710 = £ (R a0) = 0 0)) - (k1 + 9—1) ",

Jalt) = ’;—E{Rz(xm)) o) - (kz g ) ¥ (0).

2

The Jacobian matrix is

0 0 1 0
0 0 0 1
k1 k1 1
=Bk (L 0 ,
t 01 O " ( L 91)
) ko 1
K2 _%2 0 M, + —
92)/2 0> ( 2+ 92)

where y; is the derivative of R;(x;) evaluated at the stationary point. The charac-
teristic equation of Jy, can be written as
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aoA* + a1A® + ax)* + azh + as =0, (19)

where
ap = 010,

ay =01+ 6, + (k1 + k2)0,6,,
az = 1 + k1k20102 + (k1 + k2)(61 + 62), (20)
az = k1 + ko + k1k2 (61 + 62),

aq = klkz(l — )/1)/2).

The above procedure is suitable for a situation in which the information lag is
fixed and sufficiently small. If the lags are uncertain, we can model time lags in a
continuously distributed manner. If firm 1’s expectation of the competitor’s output
is denoted by x5 (¢) and firm 2’s expectation of the competitor’s output is denoted by
x§(¢) and both expectations are based on the entire history of the outputs from zero
up to ¢ with exponentially decreasing weights, then the delay differential equation
system (17) can be written as the 2D system of integro-differential equations:

X1(1) = ki {R1(x5(1)) — x1 (1)},
1)
K1) = ka {Ra(x$ (1)) — x2(1)}
with

t
1 =5
X6(1) = / o T x1(s)ds
0

t
| i
X(1) = / e % xa(5)ds.
0

This system is equivalent to the following 4D system of ordinary differential
equations:

21(0) = ky {R1(x5(0) — x1 (1)}

%2(1) = k2 {Ra (x5 (1)) — x2(0)}

x@) = eil(xl(r) —x{(1)).

1
x3(1) = g(xz(f) —x3(1)).
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The Jacobian of this system can be written as

—ki 0 0 kiy

0 —kykyys O

! 0 ! 0

01 61

0 L o -1
02 0>

Simple calculation shows that the characteristic equation of this matrix can be
written as a quartic equation in A:

Clo)&4 + al)u3 + 612)&2 +aszA +as =0

with the same coefficients as defined in (20). The identical characteristic equa-
tion means that (17) and (21) exhibit the same dynamics in a neighborhood of the
stationary point as Theorem 1 claims.

If y1y2 < 1, then all coefficients of the characteristic equation are positive, and
the Routh—Hurwitz theorem implies that the roots have negative real parts if and
only if

ai ap 0
ap do
>0 and as ar ap | > 0.
as daz
0 ag as

The first condition is satisfied because the second-order determinant is always
positive,

(k1 +k2)(1 +k192)(1 +k292)912 +92(1 + (kl +k2)91) +91(1 + (kl +k2)92) > 0.

The second condition depends on the value of y; y,». Expanding the third-order deter-
minant, and solving the inequality gives a lower bound for y;y», and by combining
it with the upper bound y;1y> < 1, we get the following condition for the local
asymptotic stability of the stationary state:

(k1 + k2)(1 + k101)(1 + k261) (01 + 62)(1 + k1602)(1 + k265)
kik2(01 + 02 + 0162(k1 + k2))? '

1> y1y2 > —

(22)
In the case of the linear Cournot model, the price function is given by

p=a—b(x;+ x3)
and so the profit function of firm i is defined as

i = (a —b(x1 + x2)) xi —cix;,
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where ¢; is the constant marginal cost. The best reply function and its derivative are

ci —bx;

a —_—
Ri(xj) = b and y; =—<.

2

Since 1 > y;1y, = 1/4 > 0, (22) is satisfied. Hence the delay linear Cournot model
is always stable for any values of information lags, 6;.
In the case of the unit-elastic demand, the price function is given by

1
X1 + x2

p:

and the profit function of firm i is defined as

Xi
X1+ x2

n; = — Ci Xj.

Assuming an interior solution, the profit maximization yields a bell-shaped best

reply function,
X
Ri (x]') = C_] —Xj.
1

Cournot outputs are determined by an intersection of the best reply curves,

C2 C1
xf = ———— and x§ = — -
(c1+¢2) (c1+¢2)
The derivatives of the best response functions evaluated at the Cournot point are
derived as

If there are no time lags, the dynamic system is represented by (17) with 8; = 0. The
asymptotic properties of the trajectories x(¢) and x,(¢) depend on the location of
the eigenvalues of the Jacobian matrix of the system. The eigenvalues are obtained
by solving the associated characteristic equation,

/12 + (k] + kz)/\ + klkz(l — )/1)/2) =0.

Here k1 + k2 > 0 by the definition of the adjustment coefficient and y1y2 < 1,

since )
1—c . c
( ) with ¢ = 2.

Y1Y2 = _T o
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Fig. 6 The birth of a Cournot cycle

The roots of the characteristic equation have negative real parts. Hence the nonlinear
Cournot model with no information lags is always asymptotically stable."

Now we examine the asymptotic behavior of the delay nonlinear Cournot model.
The value of y1y» can be any negative number between —oo and zero by the appro-
priate choice of the cost ratio c. Notice that the stability condition (22) is violated
if y1y» is negative with large absolute value. In particular, Fig. 6 illustrates the
dynamic behavior of the trajectories when the stability condition is violated, in
which the parameters are specified as k1 = kp = 08,601 = 6, = 2,¢; = 1
and c; = 0.045. It can be seen that a trajectory starting at the dot point converges
to a limit cycle surrounding a locally unstable Cournot point.?

4 Concluding Remarks

Delay models with fixed lags and models with continuously distributed delays were
compared in this paper. By selecting exponential kernel function, we first proved
that with small delays the two types of dynamics generate identical local asymp-
totic properties. However with large delays this interesting equivalence was not true
anymore.

! The discrete-time version of the nonlinear Cournot model has been extensively studied, and it
is demonstrated that simple nonlinear best reply functions can generate a very rich dynamics
involving chaos and multistability (Bischi et al., 2009; Puu, 2003; Puu and Sushko, 2002). The
delay differential Cournot model with product differentiation is considered in Matsumoto and
Szidarovszky (2007).

2 A trajectory seems to cross itself as dynamics generated in a 4D space is projected to a 2D space.
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Three particular economic models (Goodwin’s business cycle model, Kaldorian
business cycle model with Kaleckian investment lag and the Cournot oligopoly
model) illustrated the theoretical results, and computer simulations showed that
more complex dynamics emerged if a large value of time delay was selected.
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Imperfect Competition, Learning
and Fluctuations

Piero Ferri and Anna Maria Variato

1 Introduction

The strategic roles of imperfect competition and monopolistic competition have
undergone considerable changes since their inception in the thirties, when (Robinson
1933) and (Chamberlin 1933) first and independently formalized the two similar
concepts. For instance, their field of application has transcended microeconomics
to occupy an important place in macroeconomics, where they are supposed to be
superior with respect to perfect competition. This happened some time ago (see
Kalecki 1971; Minsky 1954, 2004), and it has been recently reformulated in the so
called “new” Keynesian literature (see Blanchard and Kiyotaki 1987).

This potential superiority, however, has been strongly limited by the presence
of two hypotheses, namely the symmetry hypothesis and the rational expecta-
tion assumption, which are instead untenable in a world of imperfect knowledge
economics (IKE, according to the definition of Frydman and Goldberg 2007).
Specifically, in such an environment, heterogeneity among agents rules out the sym-
metry hypothesis. Furthermore, the presence of imperfect knowledge suggests that
the interdependence processes characterizing heterogeneous agents must be dealt
with in a simplified macro approach. Finally, agents have to learn the dynamic
process from the data.

The aim of the present paper is to analyze the dynamic effects that arise from
the simultaneous presence of imperfect competition and uncertainty in a medium-
run perspective. One of the most important contributions of our approach lies in
the choice of this span of time. On the surface, the emphasis on medium-run pre-
vents our analysis taking into account cycles showing either too high or too low
frequencies. In other words, the fluctuations we deal with are not business cycles as
traditionally meant. More deeply, at a methodological level, the focus on medium-
run requires consideration of a model in which aggregate demand and aggregate
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supply are intertwined: neither aggregate demand nor aggregate supply can take the
lead, as conventionally assumed when studying short-run as opposed to long-run.

Further contributions appear in the mechanisms generating the dynamics of the
model. In particular, the simultaneous adoption of non-linear equations and a regime
switching mechanism, implies the use of simulations and gives rise to one of the
engines of fluctuations.

Given this theoretical framework, we focus on three specific issues. First of all we
try to assess whether fluctuations generated in the model are persistent. Secondly,
we try to evaluate the effects on dynamics of the presence of uncertainty and the
consequent need of agents to learn about the environment they face. Finally, we
check the robustness of the model to significant changes in the parameters involving
the strategic variables related to competition.

The structure of the paper is the following. Section 2 illustrates the methodolog-
ical aspects. Section 3 defines the role of imperfect competition in a world with
uncertainty. Sections 4 and 5 deal respectively with aggregate supply and aggre-
gate demand problems. Section 6 introduces the remaining equations of the model.
Section 7 explains the learning process. Section 8 shows the persistent fluctua-
tions generated by the model, while Sect. 9 illustrates its robustness. Section 10
concludes.

2 Medium-run Fluctuations and Regime Switching

When considering stylized facts in advanced industrialized countries there is a ten-
dency to concentrate on polar cases: either the short-run vibrations of the economy
are considered (as it happens in the short run forecast of the economy) or very long-
run spans of time are taken into account, as usually happens when dealing with
technical change. (Solow 2000) has insisted on the importance of a medium-run
approach (see also Blanchard 1997). In this perspective, the stylized facts featuring
fluctuations become particularly revealing (see Comin and Gertler 2006).

The oscillations between growth and stagnation can be studied by adopting the
hypothesis of multiple equilibria. In this perspective, the economy is characterized
either by a “bad” state (state 1), where debt is high and growth is low, or by a
“good” state (state 2), marked by the situation of sustained growth accompanied
by low debt. In order to obtain multiple equilibria, nonlinear relationships are usu-
ally introduced. Alternatively, one might refer to piecewise linear techniques, which
assume that certain functions change discontinuously when they reach a threshold.'
In order to implement this approach, one needs to move along three steps. First of
all, a threshold must be identified. In the present case, it is represented by a partic-
ular value of the rate of income growth (gth), supplemented by a stochastic term to

! This is the strategy followed in this paper (see also Ferri et al. 2001).
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soften the determinism of the model:?

+
gth _ 8o . £02 Y

In other words, the threshold is given by the average of the two steady state values
of the rate of growth go; (where the suffix 0 stands for a steady state value and
Jj =1, 2 represents respectively regime 1 and 2); ¢ t is a stochastic variable, normally
distributed with a zero mean and a constant variance.

Secondly, one has to identify the equations undergoing changes when the thresh-
old is reached.? In the present paper, the supply equations undergo changes, i.e. the
price equation, the productivity function and income distribution. It is important to
stress that these changes may refer either to the values of the parameters or to the
steady state values.

The final step of a regime switching model consists in considering the dynamics.
It is important to stress that growth cycles depends on what happens: (a) within
each state, (b) between the two states and (c) the time spent in each regime. In other
words, history matters (see also Day and Walter 1989).

3 Imperfect Competition and Uncertainty

Any macro analysis that focuses attention on the role of imperfect competition is
bound to face a fundamental challenge: its presumed superiority to perfect com-
petition (see Solow 1998). The main difficulty associated with the choice of this
market structure lies in the openness of its definition, as opposed to the uniqueness
of features characterizing perfect competition. There is no way to define univo-
cally a macro model grounded on imperfect competition, as different markets may
be imperfect in different ways (or degrees). Such a limit does not apply to perfect
competition where, in addition, the properties of microeconomic equilibrium extend
to the macroeconomic one without variations. In contrast, the macro achievements
of imperfect competition depend on the overall hypothesis that have been put for-
ward. Symmetric equilibrium is one of these examples. The hypothesis of symmetric
equilibrium seems too strong for a macro analysis that intends to analyze short to
medium-run phenomena characterized by some degree of uncertainty. If one drops
this hypothesis by allowing agents heterogeneity, the analysis becomes extremely
challenging (see also Delli Gatti and Gallegati 2002; Aoki and Yoshikawa 2007).
The basic departure from perfect competition is represented by the violation
of the hypothesis related to the amount and distribution of information among

2 According to (Frydman and Goldberg 2007), the IKE environment is not sufficiently illustrated
by the above hypothesis.
3 Changes can be also smooth as happens in the so called STAR models. See (Tong 1990;
Ferri 2008). Furthermore, this is a macro threshold. For a micro interpretation, see, for instance,
(Yokoo and Ishida 2008).
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individuals. Broadly speaking, the presence of uncertainty tends, on one hand, to
favor heterogeneity, (except probably in those extreme situations such as the Key-
nesian liquidity trap that sometime happen in the economy) and to impose, on the
other, limitations on the study of the process of the interdependence between the
various agents.* More specifically, in an imperfect knowledge economy, two tenets
are worth stressing. To begin with, differently from what is assumed by general
equilibrium, information is asymmetric as a result of agents (or sectors) heterogene-
ity and uncertainty. It follows that most interactions can only be dealt with by rough
approximations, which are typical in macro approaches. In the second place, in the
presence of uncertainty, which is a stronger version of the concept of risk as shown
by (Knight 1921), the hypothesis of rational expectations that underlies the so called
new neoclassical synthesis models faces increasing difficulties. The hypothesis of
bounded rationality, where agents acts as econometricians and learn, are becoming
more popular (see Evans and Honkapohja 2001).

Even though uncertainty implies individual heterogeneity, in the present paper
we shall abstract from this dimension in order to be able to emphasize the specific
impact of other aspects of imperfect competition. In particular, we focus on the
effects of introducing a unique learning mechanism, which represents a significant
departure from the rational expectation hypothesis.

One implication of these considerations is that the supply equation in the macro
model becomes less straightforward than is usually supposed (see Howitt 2006).
In particular, in the model at hand, an inflation equation of the following type is
considered:

m = ¢lp1Erme + (1 — @) m—1] + (1 — )7t — 01 (ur — uoj) (1

where Y and ¥, represent inflation respectively referred to final products and the
raw materials, u; is the unemployment rate, while uo; is the NAIRU in the prevailing
regime. It is worth stressing that all the variables should be indexed by j = 1,2.
However, in order to simplify the notations, the index j is only used for steady states
and for parameters that change from one regime to the other.

The presence of Yy, is based on the assumption of separability in the production
function, stressed by (Rotemberg and Woodford 1996). This equation is compatible
with a so called new-Keynesian Phillips curve (see Woodford 2003). However, in
this case, expectations (E) are not rational. Finally, the dynamics of v, are supposed
to be the following:

Tmt = Tme—1[1 + Aj (8: — ng)] (2)
This equation epitomizes the difficulties of agents to have precise information on the

market for raw materials and hence the necessity of referring to some rule of thumb
in order to make forecasts.’> According to (De Grauwe 2008) this is just an example

“There are at last four ways in which these processes can be analyzed: (a) the game approach;
(b) the statistical physics approach suggested by (Aoki and Yoshikawa 2007); (c) so called
agent- based computational approach (ACE) based upon the simulation of interacting agents (see
Tesfatsion 2006; Leijonhufvud 2006); (d) the macro approach followed in this paper.

3 According to IMF (2008) the future on the oil price ranges from 64$ to 145$ per barrel for 2009.
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of simple rule or heuristic that characterizes a world of imperfect information and
cognitive limitation of individuals. In this equation, A, > A, which implies that the
price of raw materials accelerates in regime 2, when the threshold rate of growth gth
is crossed.

4 The Supply Equations

In order to consider further aspects of the supply side of the model, a fundamen-
tal equation is represented by the dynamics of labour productivity, which can be
expressed in the following way:

=1 + gk (J=12) 3)

where 1y represents the exogenous component and where gi stands for the rate of
growth of capital. The hypothesis

T12 > 111
implies that the exogenous component of technical change increases when a thresh-

old rate of growth is reached.® In order to introduce the link between g, and g one
must introduce the capital-outputratio (v), which is given by the following equation:

14+ gk
24 @)
1+ g
The growth rate of capital is set by the following relation:
it
8kt = -4 (5)
Vi—1
where § represents the exogenous depreciation rate, while iy = 1;/Y,—; is the
investment ratio to be determined by the aggregate demand side of the model.
In this context, labour demand is given by:
(1+gr)
L =l1———= 6
c= g (6)

where 1; represents the employment ratio, referred to a normalized labor supply. It
follows that unemployment (u,) is given by:

u=1-1 (7

6 On the relationship with Kaldorian hypothesis, see (Ferri 2007).
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5 The Structure of Aggregate Demand

According to a review article by (Blanchard 2008, p.5): “One major fact is that
shifts in the aggregate demand for goods affect output substantially more than we
would expect in a perfectly competitive economy.” In the new neoclassical syn-
thesis models, the persistent role of aggregate demand in shaping the dynamics of
fluctuations have been mainly explained in terms of rigidities.” Instead of assum-
ing the existence of such rigidities one can see them as the result of deeper causes.
Uncertainty and imperfect competition may be among them. From a methodologi-
cal point of view, this choice overcomes the common “ad-hoc assumption” critique
addressed to new neoclassical synthesis models. While imperfect competition deter-
mines directly rigidities operating on the supply side, uncertainty causes rigidities
on the demand side too. Furthermore uncertainty helps to enlighten how nominal
and real rigidities, if one insists on this terminology, are interdependent. Specif-
ically, this interdependence is shown by the relationship between consumption,
investment and nominal debt. Instead of emphasizing the impact of debt on cash
flow and investment (see Fazzari et al. 2008), the present paper stresses the rela-
tionship with consumer spending because of its relevance to the present economic
conditions.

In particular, consumption is a positive function of some target income and a
negative function of the interest rate on the accumulated debt (deflated by expected
inflation):

x R; D,
Ct = CYZ — C3—

E; P,

where Y* is the target income, while the remaining part represents the debt service
deflated by expected inflation. Ry, i.e. the nominal rate of interest, appears in nomi-
nal terms because is predetermined with respect to prices. In the present paper: (a) it
is assumed that the target income is a weighted average of expected and last year
income; (b) the equation is normalized by Y,—; on both sides; (c) furthermore, since
the debt ratio is defined as:

R; D,

dy = -2t
Pi1Yi—1

one obtains:

tht

a=c1(1+Eig) +C2—C3m
titt

()

7 (Fazzari et al. 1998) have shown, in a static model, that the role of aggregate demand in a model
with imperfect competition can be more direct. On the essential role of aggregate demand in a
monetary economy of production, see also (Pasinetti 2007).
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Inserting the consumption function into the equilibrium condition that defines
aggregate demand equals supply in an open economy, one gets the following
expression:

i ) R.d 1+ 7y,
gt:lt+C1(1+Etg,)+c2—c3#_l_g

— Mmo; 9
1+E17Tz (1+7Tt) o ( )

where c; and c, represent the propensity to consume past and forecast income,
while c3 measures the impact of debt service. Two aspects are worth consider-
ing. First of all, in dynamic terms, this equality implies that 1 plus the rate of
growth of output (g;) must be equal to the sum of the investment ratio (i; =
I;/Y;—1) and the consumption ratio, diminished by the share of imports. The last
term illustrates the impact of the import ratio (m), corrected by changes in the
terms of trade. In the second place, the consumption function (i.e. the second,
third and fourth components on the r.h.s. of (9)), stresses the relationship between
income distribution, financial aspects and institutional factors. More precisely, in
this formulation, debt increases from interest and consumption and diminishes
because of wages received. The debt ratio® evolves according to the following
formula:

_ di—1 (1 4+ Ri—1) Cr—1 .
(I+g-)A+m—) 1+ g-1)

woj (10)

t

where wg; stands for the labor income share indexed by the regime status. Since
debts contracts are predetermined in nominal terms, inflation can affect them. This
is why v appears in the denominator.”

The interdependence between real and financial aspects is mainly concentrated
in the consumption function. Consequently, the investment function has been rather
simplified; it depends on both the accelerator and the (simplified) cost of capital (r)
(see Fazzari et al. 2008)10:

ir =m +mEg —n3 (re —roj) (11)

6 Completing the Model

The model tries to integrate aggregate demand and supply aspects (see also Asada
et al. 2006) in a medium-run perspective, where labor supply has been normalized.
Other equations must be presented in order to close the model.

8 The equation for nominal debt at the beginning of the period is D, = D,—; (1 + R,—)
+ P,—1C,—y — W,— N;—,. Dividing by P;_;Y,—, one obtains the formula in the text.

9 This formula is different when referred to debt of the firms.

19 On the attempt of microfounding this equation, see (Minsky 2004).
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In detail, monetary authorities fix the nominal rate of interest (R) according to a
Taylor rule of the type:

Ry = R§; + ¥ (Eimte — 70;) + V2 (Ec & — o)) (12)

The monetary authorities are supposed to try to reach the nominal rate target (Ro;*),
along with the inflation and growth objectives according to the prevailing regime j .
The real rate of interest is related to the nominal rate by the Fisher formula:

1+ Ry)
It (1 n EzJTz) (13)

Finally, income distribution equation is given by:

W = Wo; (14)
Income distribution is exogenous within each regime, but varies between regimes.
In other words, one can assume that the mark-up of imperfect competitive firms

varies according to the prevailing regime. This implies that the labour share (w) has
different steady state values in the two regimes:

wo1 # Wo2

For given expectations, each regime contains the following 14 unknowns in 14
equations:

Clsdtsil‘vglsltsutsnlvnml‘va)lsRl‘srl‘vgkvvl‘srl‘

In economic terms, the steady state of the model is defined by the fulfilment of
expectations, and the constancy of the unknowns (rates of growth and ratios).!!

7 Learning

Macro relationships simplify a complex world that is subject to change: it follows
that the values of the parameters, along with the equations themselves, are bound
to change. In this context, a sophisticated approach to expectations is needed. The
assumption is made that in forming expectations firms assume a simple recursive
least square device (see Branch and Evans 2006).'? In more detail, assume that the

! The steady state of growth is given by go j = ”1117228 , while the steady state value of inflation is
given by mo; = %:;f‘)j) — 1, where B; is obtained by referring to (1), (10) and (13).

12 Others have assumed a Markov process as (Ferri 2007).
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economic law of motion takes the form of these two equations:

Vit = b}-:,xt +ejr j=1,....n
bjt=bji—1+ 0

where b; is the (Kx1) parameter vector and x; is the (Kx1) vector of explanatory
variables; &;, and 0;,; are assumed to zero mutually independent random sequences
with variances equal respectively to Rz, and R;; . In a vector autoregression (VAR)
specification, conditional forecasts of y;; are given by:

_iT
Vitlt—1 = bj,t_lxt

The forecasting problem consists in selecting an appropriate procedure for con-
structing the sequence of Z;,. One such procedure is the Kalman filter recursion.
As shown by (Sargent 1999), the Kalman filter is equivalent to recursive least
squares (RLS) for particular restrictions of the variances Ry and R,. RLS is simply
a recursive formulation of ordinary least squares (see Evans and Honkapohja 2001).

In what follows, agents are supposed to form expectations according to a RLS
device. (Hommes and Sorger 1998) argue that expectations must be consistent
with data in the sense that agents do not make systematic errors. This criterion
implies that, at least, the forecasts and the data should have similar means and
autocorrelations.

8 Persistent Fluctuations

The dynamics of the model are generated by a nonlinear system of equations sup-
plemented by the regime switching mechanisms just described. Technically, one
should presents two systems of equations, one for each state. However, in order to
economize space, only the meta system will be presented, indexed by j = 1,2.
Furthermore, only parameters that switch, along with the steady states, will be
indexed, while the endogenous variable is only indexed by time.

The system of structural equations, along with the forecasting rules, is nonlinear
and can be solved only by means of simulations.

The results of the simulations (N = 200)'# are illustrated in Fig. 1, while the
values of the parameters are shown in Table 1.

13 The assumption that all the agents have the same learning process simplify both the aggregation
(underlined by De Grauwe 2008) and the coordination problem (stressed by Howitt 2006).

!4 These simulations have been reiterated 20 times due to the presence of a stochastic components
in the threshold value. The variance has been put equal to 2.5.
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Fig. 1 The dynamics of the model

Table 1 Parameters of the g = 075 0 =038 o1 = 0.01
model ©=07
11 = 0.002 1, = 0.03 n; = 0.20
T2 = 0.01
N2 = 0.40 n3 = 0.60 ¢ = 0.40
¢, = 0.405 c3 =0.10 Y = 1.80
Y = 0.45
)\1 =0.95 wo; = 0.75 ROI* = 0.005
)xz = 1.30 Wo2 = 0.78 Roz* = 0.08
my = 0.001

The dynamics are fuelled by two kinds of forces. The first is represented by
aggregate demand and supply interaction that takes place when the threshold is
randomly crossed. The second kind of forces refers to learning.

These forces generate fluctuations that do not explode but remain bounded for
a long period of time. In other words, the switching of the economy is a persis-
tent phenomenon. This result'> depends on many factors, some of which are worth
considering. At the outset, it depends on the presence and the nature of the two
regimes. In the present case, the values of the parameters guarantee the existence of
two steady states with the desired characteristics.

In the second place, the dynamics are a function of the value of the threshold. The
benchmark value of the threshold growth rate has been set equal to the average of the
two steady state values of growth rates. However, in order to soften the determinism

15 On the different asymptotic results in the case of nonlinear system, see (Kuznestov 2004)
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of the model, a random term has been added. Under this hypothesis, g spends almost
55% of the time in regime 2. If the threshold is changed, also the relative time spent
in the two regimes is different and this affect the average rate of growth. (And this
happens also when the standard deviation of the error term is modified).

In the third place, the dynamics are also a function of expectations.!® Since
expected values are very close to the actual, the learning mechanism is working
in a satisfactory way.!”

9 The Robustness of the Model

At this stage of the analysis, one must test the robustness of the model. A first aspect
is the role of income distribution.'8 In fact, in our model imperfect competition rules
income distribution that affects debt and hence consumption. The hypothesis of the
benchmark case is that

wo1 < Wo2

This implies that markups are counter-cyclical. However, one can refer to the oppo-
site hypothesis (on both hypotheses, see (Blanchard 2008), and check whether the
model is robust enough in order to maintain fluctuations. The answer is positive.
The graphs are similar to Fig. 1, while the parameters used are shown in Table 2.

Two observations are worth making at this stage of the analysis. The first is that
the model is robust with respect to the different hypotheses concerning the behaviour
of the mark-ups and hence of income distribution in the two regimes. In the second
place, the range of variations of the different values is more limited with respect to
other parameters and this stimulates the search for an improved specification of the
model.

A particular attention must also be paid the parameter c3 that links debt to con-
sumption and that is playing an important role in the events that characterize the
evolution of the world economy in recent times. Three observations are worth mak-
ing. First of all, the system maintains its qualitative properties for changes in the
value of this parameter of 50%. In the second place, c3 affects the dynamics of
inflation in particular. This also happens when one modifies mg;, the weight of
raw material in GDP. In the third place, particularly high values can destabilize
the system. These results witness the interdependence that links aggregate demand
to aggregate supply in the present model.

16 Cellarier (2008) insists on the role of the information set, the memory length and the technique
used on the stability of the model. In the present model, the contemporaneous information is not
available for expectations, while the system fluctuates for different memory length.

17 The mean values of g and Eg are practically the same. The same holds true for 77 and Ex.

'8 One might ask whether the presence of an exogenous income distribution is compatible with the
existence of an endogenous real rate of interest. The answer is affirmative because the latter is just
a cost of capital that, in a medium run perspective, can diverge from the profit rate. Furthermore,
in the long run the two still differs because of the risk premium.
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Table 2 Different

: Benchmark Opposite
hypotheses about income
distribution wo; = 0.75 wo; = 0.795
wy = 0.78 wyp = 0.78

10 Concluding Remarks

The introduction of imperfect competition and uncertainty affects the structure
of the macro models both at methodological and analytical level. Uncertainty
stresses the importance of dealing with information in the double dimension of
agents heterogeneity and expectation formation. Imperfect competition underlines
the role of strategic interaction at micro level. Furthermore, it also leads to the issues
of price formation ad income distribution at macro level.

In the present paper, the complexities emerging by the simultaneous adoption of
uncertainty and imperfect competition have been simplified in a number of ways.
As a starting point, we set aside both agents heterogeneity and strategic interaction.
Analytically, the choice of non-linear specification leads to the need for further sim-
plifications in order to reach meaningful results. We adopted a stochastic regime
switching mechanism that allows the system to move between two states. We also
introduced a learning mechanism based upon recursive least squares.

Even provisional, the results of the analysis are interesting at least from two
points of view. On one hand, they show how the existence and persistence of fluctua-
tions are strictly related to the analytical specification of the dynamic structure of the
model, which includes both the choice of the regime switching mechanisms and the
expectation formation. On the other, they show how the macroeconomic dimension
is intrinsically integrated (a concept that opposes both to sequential adjustment and
to the independence of parts). Integration comes forward in different ways. First of
all, there is a strict interdependence between aggregate demand and aggregate sup-
ply. In the second place, uncertainty not only alters the structure of the macro model
on both supply and demand sides mainly through expectations, but it also creates the
foundation for a monetary production economy, which is a system where the finan-
cial dimension is not a mere veil for transactions. Such a condition is essential for
aggregate demand to have a lasting role in aggregate dynamics. Finally, there is the
relationship between growth and distribution where imperfect competition affects
directly distribution through the dynamics of mark-ups and therefore indirectly the
dynamics of nominal debts. In this way, it contributes to integrate nominal and real
aspects.

The analysis can be extended in various ways. One way consists in modifying
the model so that the steady state values can also be affected by aggregate demand
and not only the transient dynamics as in the present model. Another way is to
consider in an explicit way the dynamic relationship between imperfect competition
and uncertainty. Furthermore, one can increase the complexity of the expectational
process by allowing the presence of heterogeneity (see De Grauwe 2008). One can
also examine the impact of learning on the formulations of the equations themselves
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(see, for instance, Cellarier 2008). Last but not least, it is also possible to improve the
empirical results of the model. The aim of our simulations has been more in the spirit
of stress testing than to mimic real data. The reasons for this attitude depend on the
fact that the econometric parameters are mainly biased against turbulent periods. For
these periods, there are not enough data yet. And this is the reason why simulations
and scenarios are chosen.
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Persistent Disequilibrium Dynamics
and Economic Policy

Luca Colombo and Gerd Weinrich

1 Introduction

Disequilibrium phenomena seem to be common occurrences of many advanced
economies. Starting with the Great Depression, the high unemployment rates in
Europe spanning over a decade since the mid-1970s, or the high inflation over the
1980s are just prominent examples. The Japanese recession started in the mid-1990s
and not yet fully resolved has put the combination of unemployment and deflation
on the spotlight, making clear that a liquidity trap cannot be easily discarded as a
purely theoretical possibility. Most recently, the current global recession prompted
by the financial sector crisis seems to share similar features, and many observers
and policy makers are invoking Keynesian type remedies.

Nonetheless, many economists still consider the representative agent flexible
price model as the workhorse of macroeconomics, despite its conclusions are
irremediably at odds with all the evidence on the persistence of disequilibrium
phenomena (see, e.g., Blanchard, 2000).

For instance, a key result of the flexible price approach is that of money neutral-
ity, which goes against the observed long lasting effects on output and employment
of monetary shocks. The New Keynesian literature that developed over the 1990s
(see, e.g., Ball and Romer, 1990 and Blanchard, 1990) has emphasized the role of
nominal and real rigidities in the wage and price adjustment processes in determin-
ing large aggregate effects of monetary shocks. However, most economists maintain
that the price level eventually adjusts so that money neutrality is restored. We claim
instead that the result of money neutrality in the long run should not be taken
for granted, and that the economy may remain stuck in a quasi-stationary state of
permanent unemployment, in the absence of appropriate policy interventions.!

VA state is stationary if all variables are constant; it is quasi-stationary if all real variables are
constant but the nominal variables may change.
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Building on previous work (e.g., Bignami et al., 2004; Colombo and Weinrich,
2003a), we develop a conceptual framework that endogenously allows for the
emergence of disequilibrium situations (such as unemployment or deflation), and
provides therefore for an ideal setup to investigate the effects and persistency of
shocks, and the effectiveness of different economic policies. In particular, we con-
sider an economy consisting of overlapping generations consumers, firms producing
by means of an atemporal production function, and a government financing public
expenditure through a tax on firms’ profits. Within each period prices are fixed, and
consistent allocations are obtained by means of temporary equilibrium with stochas-
tic rationing. Prices are then adjusted between successive periods according to the
strength of rationing on each market in the previous period.>

The gradual adjustment of prices and wages (and hence their inability to function
as instantaneous and perfect allocation devices and the need for quantity adjustments
to complement them in making trades feasible) is the primary mechanism to explain
the propagation and the persistent real effects of shocks. It is worth stressing that
we do not account endogenously for the reasons behind different degrees of wage
and price stickiness, but we rather rely on exogenously given rules. Although in
this perspective our approach is obviously ad hoc, it is on the other hand consis-
tent with several underlying conceptual models of price rigidities (be they in the
New Keynesian or in the Neoclassical tradition), and it allows us to effectively
parametrize the different degrees of wage and price stickiness that are observed
in reality.’

The role of price and wage rigidities is complemented by that of other fac-
tors amplifying the importance of the spillovers among markets and affecting the
reaction of consumers and firms to shocks and policy interventions. Following
Colombo and Weinrich (2006, 2008), we focus in particular on the role of con-
sumers’ expectations and firms’ inventories. Expectations are especially important
since they influence consumers’ choices and hence the response of the economy
to a shock. For instance, a restrictive shock may determine an aggregate demand
deficit and lead the economy into a state of (Keynesian) unemployment. Finding
ways to convince consumers to hold inflationary expectations — in this way increas-
ing their current consumption and hence aggregate demand — may prove a powerful

2 A natural idea is to relate the adjustment of prices to the size of the dissatisfaction of agents with
their (foregone) trades. A reliable measure of such a dissatisfaction requires stochastic rationing,
since — as opposed to deterministic rationing — it is compatible with manipulability of the rationing
mechanism and therefore provides an incentive for rationed agents to express demands that exceed
their expected trades, as argued by Green (1980), Svensson (1980), Gale (1979, 1981) and Weinrich
(1982, 1984, 1988). For a definition of manipulability see for example Bohm (1989) or Weinrich
(1988).

3 The New Keynesian literature, in particular, has investigated many possible causes for the real
rigidity of prices and wages ranging from efficiency wages (see, for example, Shapiro and Stiglitz,
1984) and countercyclical mark-ups (e.g., Rotemberg and Woodford, 1991), to coordination failure
(e.g., Ball and Romer, 1991) and credit markets imperfections (e.g., Bernake and Gertler, 1995
and Kiyotaki and Moore, 1997). Attention has been devoted as well to the sources of nominal
stickiness focusing, for instance, on menu cost (e.g., Mankiw, 1985), near rationality (e.g., Akerlof
and Yellen, 1985) and staggered contracts (Calvo, 1983).
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tool for recovering from the recession. At the same time, the explicit consideration
of firms’ inventories is important for fully assessing the impact of a shock on the
economy. Focusing again on a restrictive shock, inventories have in fact an obvi-
ous reinforcement effect: by increasing the reduction in labor demand following
the shock, inventories contribute to further depress the aggregate demand and to
favor the convergence of the economy to a quasi-stationary state with permanent
unemployment.

In the second part of the paper, we will discuss in details the direct effects and
the interplay of expectations and inventories in the propagation of shocks and in the
explanation of their persistence, as well as their influence on the outcomes of dif-
ferent economic policies aimed at resolving or mitigating the effects of deflationary
recessions.

The paper is organized as follows. In Sect. 2 we outline our base model, define a
temporary equilibrium, show its existence and uniqueness, and study the dynamics
of the economy. In Sect.3 we investigate by means of numerical simulations the
dynamic behavior of the economy, focusing on the effects of the adjustment of prices
and wages, and showing the possibility of chaotic dynamic behavior as well as the
emergence of a Phillips curve as an attractor of our dynamic system. In Sect. 4 we
extend our base model to encompass the role of consumers’ expectations and firms’
inventories, and in Sect. 5 we study the dynamic behavior of the extended economy
by focusing especially on the possible policy remedies to deflationary recessions.
Section 6 summarizes and suggests avenues for future research.

2 The Base Model

Following Colombo and Weinrich (2003a) and Bignami et al. (2004), we focus on an
economy composed of n OLG-consumers offering labor inelastically when young
and consuming a composite consumption good in both periods of their life. The
consumption good is produced by »n’ firms, using an atemporal production function
whose only input is labor. The public sector of the economy is represented by a
government that levies a proportional tax on firms’ profits to finance its expendi-
ture for goods. Budget deficits and surpluses may arise through money creation or
destruction.

The timing of the model is such that the aggregate profit I[1;,_; realized by firms in
period # —1 is distributed at the beginning of period ¢ in part as tax to the government
(taxI1;—y) and in part to young consumers ((1 — tax) I1,_;), where 0 < tax < 1.
Also at the beginning of period ¢ old consumers hold a total quantity of money M; —
consisting of savings generated in period ¢ — 1 — that allows households to transfer
purchasing power between periods.

We denote with X, the aggregate quantity of the good purchased by young con-
sumers in period ¢, p; its price, w; the nominal wage and L, the aggregate quantity
of labor. Then we get M; 4+ = (1 —tax) Il,—; + w; Ly — p: X;.
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Letting G be the quantity of goods purchased by the government and taking into
account that old households want to consume all their money holdings in period
t, the aggregate consumption is ¥; = X; + % + G. Since I1; = p;Y; — wi Ly,
denoting with TI, — TI,—; = AMSF and AMS = M1 — M, the variation in
the money stock held by producers before they distribute profits and by consumers,
respectively, we obtain AM,C + AM,P = p:G — taxTl;—; = budget deficit.

Young households first visit the labor market where they either can sell their
inelastic labor supply £°, or they are rationed to zero. Then on the goods market
they may be rationed according to the stochastic rule

xzd with prob. pyzd ,

M= c,xzd with prob. 1 — pyzd,
where xtd is the quantity demanded, p € [0, 1] a fixed structural parameter of the
rationing mechanism, ytd € [0, 1] a rationing coefficient which the household per-

d_ . .d
ceives as given but which will be determined in equilibrium and ¢, = %.
PVt
These settings are chosen such that the expected value of x; is ytd xtd, that is,
Ex; = yixd. .
The effective demand x,d ',i = 0,1, is obtained from solving
i i
d C()t — Xt d a)z — Ct Xt
max py; u | xz, 7 + (1 — pY; )u Xy, —— (D)
Xt 9, 9[
; ; i 0 _ l1—tax Il;— 1 _— .0
subject to the constraint 0 < x; < @y, where o, = —== == and 0; = o; +

%KS are real income in case of rationing and no rationing on the labor market,
respectively, and 67 = pf_ ,/ p: is the expected relative price for period 7.
The aggregate supply of labor is L’ = n{®. Denoting with L;i the aggregate

d
demand of labor and with A] = min {i—ﬁ l} the fraction of young consumers that
will be employed, the aggregate demand of goods of young consumers is

X4 = ASnxd! 4+ (1 —)Lf)nxtdo = x4 ()Lf; ﬁ, %) ,
Pt Pt
where x?% and xZ! are the effective quantities demanded in case of rationing and
no rationing, respectively, on the labor market.
Problem (1) can not be solved analytically for a generic utility function. In order
to derive analytic results, we assume that u (x;, x;4+1) = xt}’xtl;{’ and p =1 (i.e.,

zero/one rationing). Therefore, problem (1) requires to maximize the expected util-
ity yxlt ((wf —x¢) /6F) '" from which we obtain that the effective demand x¢’

is equal to ho!, which is independent of ytd and 67, although it depends on the real
income ;. The total aggregate demand of the consumption sector is then obtained
by adding old consumers’ aggregate demand M,/ p; and government demand G:
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Ytd = x4 ()Lf;oct, (1—tax) Jt,) + my + Gy,

where oy = wy/ ps, 1y = Ty—1/ pr and my = M;/ py;.

Each of the n’ identical firms uses an atemporal production function y, = f (¢;).
As with consumers, firms too may be rationed, by means of a rationing mechanism
analogue to that assumed for the consumption sector. Denoting the single firm’s
effective demand of labor by £2, the quantity of labor effectively transacted is

0 — ¢4 with prob. A¢,
"7 10 withprob. 1 — A%,

where Afl € [0, 1]. On the goods market the rationing rule is

_ v with prob. oy, )
e % d:y}  withprob. 1 —oy; , @

where 0 € (0,1),y] € [0,1] and d; = % o is a fixed parameter of the
t

mechanism whereas kfl and y; are perceived rationing coefficients taken as given
by the firm the effective value of which will be determined in equilibrium. The
definition of d; ensures that Ey, = y?y?. It is obvious that E€, = A4 4.

The firm’s effective demand ¢4 = ¢4 (f:a;) is obtained from the expected
profit maximization problem

s d\ _ d
maxy; f (ﬁt) aly
subject to

d
d o % d
0 < §azf<£t).

The aggregate labor demand is L;’l = n’ﬁfl ()/ts;oct) = L4 ()/ts;oct) and, because
only a fraction )L;i of firms can hire workers, the aggregate supply of goods is

Y= ain f (6 (i) = 70 (M)

2.1 Temporary Equilibrium Allocations

For any given period ¢ a feasible allocation can be described as a temporary
equilibrium with rationing as follows.

Definition 1. Given a real wage oy, a real profit level w;, real money balances my,
a level of public expenditure G and a tax rate tax, a list of rationing coefficients
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()/td, Vi )L;i, A3, 8, 8;) € [0, 11° and an aggregate allocation (L;, 7;) constitute a
temporary equilibrium with rationing if the following conditions are fulfilled:

(CLy = ML = 22L% (yf )

(C)Y, =yiY* (AL yfiou) = v X (M0, (1 — tax) o) + 8emy + &G
(C3) (1=23) (1 =) = 0: (1= 97) (1 = ¥) = 0;

(C4)yd (1 —8,) =0;8 (1 —¢g) =0.

Conditions (C1) and (C2) require that expected aggregate transactions balance.
This means that all agents have correct perceptions of the rationing coefficients.
Equations (C3) formalize the short-side rule according to which at most one side on
each market is rationed. The meaning of the coefficients §; and &; is that also old
households and/or the government can be rationed. However, according to condition
(C4) this may occur only after young households have been rationed (to zero).

Depending on which market sides are rationed, we can characterize differ-
ent types of equilibrium. More precisely, we indicate with Keynesian Unem-
ployment [K] an equilibrium in which there is excess supply on both markets
(Af <1,y < 1); with Repressed Inflation [ 1] one in which there is excess demand
on both markets ()\fl <1, y,d < 1); with Classical Unemployment [C] one where
there is excess supply on the labor market and excess demand on the goods mar-
ket (AY < 1, ytd < 1); and finally with Underconsumption [U] an equilibrium with
excess demand on the labor market and excess supply on the goods market (Afl <1,
vy <1).

The existence and uniqueness of temporary equilibrium is shown in Colombo and
Weinrich (2003a, pp. 9-12). In particular it is shown that the notion of temporary
equilibrium with rationing defines a unique temporary equilibrium allocation given
by (Z,,?,) = (L (o, 7s,my, G, tax),Y (o, e, my, G, tax)).

2.2 Dynamics

In order to investigate the dynamic behavior of the economy, we need to link suc-
cessive periods, which is done by the adjustment of prices and by the changes in the
stock of money and in profits. As for the latter, by definition of these variables one
immediately obtains

Hl = pl‘y(alsnlsmlstlax)_wlc(atvntvmtstla'x)
and

My = (1—tax) ;-1 + we Ly — ptyt
= (1—tax) M1 +weL; — pi Y + 8 My + & piG
= (1 — Zax) Hz_l — Ht + Sth + SzptG.
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Regarding the adjustment of prices we make the standard assumption that when-
ever an excess of demand (supply) is observed, the price rises (falls). In terms of the
rationing coefficients observed in period ¢, this amounts to

Pa1<p SV <li p>peyd <l

Wip1 <wp & Af < 1; w,+1>w,©)tfl<l.

More precisely, in our numerical analysis, these adjustments have been specified by
means of the non-linear rules:*

Vzd+5z+8z

—p2
e d .
3 ) e, ify) <1

Pir+1 = ()’tS)Ml pe. ifyl <1, pryr = (

—v
werr = ()" w25 < 1w = (AF) it Af < 1,

where (11, 12, v1 and v, are nonnegative parameters for the speeds of adjustment.
Then the adjustment equations for the real wage are

A
Q41 = Wat if (f,, Yt) e KUU,
(r) PR
Q41 = Wat if (zz, Yt) el,
3
A _
U411 = Lat if (Lt,Yt) (S C,

J/td +8z +é& TH2
3
whereas 8; = p;+1/ p; is given by

0= (y))"" if (Li.Y:)eKUU,

—HK2

d § o
o = (m if (L,.Y,) el UC.

B 3
The dynamics of the model in real terms is given by the sequence {(c, m;,
;) Yo, Where a; 41 is as above and

4 The rules we consider here are the same used in Bignami et al. (2004). In Colombo and Weinrich
(2003a) we consider instead linear adjustment rules. The different formulations of the adjust-
ment mechanisms are without implications in terms of the qualitative results emerging from the
numerical analysis of the economy dynamics.
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_DO-aL()

Tr+1 0
t

1
Mmey1 = ° [0:m; + &G + (1 —tax) ] — w41
¢

3 Complex Dynamics and the Phillips Curve as an Attractor

The dynamic behavior of the economy outlined above is described by a non-linear
three-dimensional dynamical system with state variables «;, m; and ; that entails
three subsystems (corresponding to the three nondegenerate equilibrium regimes)
each of which may become effective through endogenous regime switching.’ In
order to investigate the model dynamics one needs therefore to use numerical sim-
ulations.® We use the utility function u (x;,x;4+1) = x!x}7" and the production
function f (£) = al?, and we specify the following parameter set, corresponding
to a stationary Walrasian equilibrium as a benchmark case:

a=1, b=085 h=05 LS=100, n =100, «p=0.85, 3)

mo = 4625, my=15, G =175 tax=0.5.
As shown by Bignami et al. (2004), the dynamic behavior of the system is very sen-
sitive to the choice of relevant parameters, such as the economic policy instruments.
The complexity of the economy dynamics is clearly illustrated by the bifurcation
diagram in Fig. 1, showing the periodic (cycles of different orders) and non-periodic
(chaotic) long-run characteristics of the system dynamics for different values of the
government public expenditure G.” It is immediate to note that for G smaller than
7.5 (the Walrasian value) the economy converges to quasi-stationary states with
(Keynesian) unemployment, which illustrates the possibility of permanent unem-
ployment although prices and wages are flexible. It is also worth stressing that,
as expected from textbook theory, an expansionary fiscal policy can help driving
the economy towards full employment. However, a too expansionary fiscal policy
ends up being destabilizing, as it induces an highly cyclical and irregular dynamic
behavior, a feature that has to be added to the risk of inflation that is traditionally
associated with expansionary policy measures.

> The underconsumption regime is degenerate in the sense that it can be seen as a limiting case of
both the Keynesian and the inflationary regime.

6 Our numerical simulations are based on the software MACRODYN that has been developed by
Volker Bohm at the University of Bielefeld.

7 The figure has been obtained by using the benchmark parameter set, except for G that is allowed
to change, and by letting the nominal wages to be rigid downwards, i.e., v; = 0. All other
adjustment speeds are set equal to ;1 = py = vy = 0.4.
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Fig. 1 Bifurcation diagram for employment over government demand

The dynamic response of our economy to a shock also crucially depends on
the values of prices and wage adjustment speeds. For instance, Bignami et al.
(2004) have shown that following a restrictive monetary shock (e.g., a reduction
to mo = 40) to allow for some wage flexibility downwards helps the system to
return to the Walrasian equilibrium, as expected from textbook theory. However,
further increasing the downward flexibility of wage over a certain threshold gives
rise to irregular (chaotic) behavior with frequently high unemployment rates.® As
analyzed in detail by Colombo and Weinrich (2003a), a too high downwards adjust-
ment speed of the wage has striking implications in terms of the dynamic behavior
of employment and prices. This is evident from Fig. 2, showing an attractor in the
unemployment rate (u; = (LS — Z,) /L%) — inflation rate (v; = (Wy1 — W) /wy)
plane. In an economic perspective, it is apparent that this attractor describes a
Phillips curve.

However, it is impossible to interpret this Phillips curve as a policy instrument
in terms of a trade-off between unemployment and inflation as is commonly done.
Any point on the curve is in fact but one element of a trajectory of pairs of rates of
unemployment and wage inflation, and successive points of this trajectory may lie
far away one from the other. Thus, even if the government tried to select a specific
point on the curve in one period, in the next period already the system may go to a
very different point on the curve.

8 The threshold level of v; at which irregular behavior appears is about 0.14 (see Bignami et al.,
2004 for a more detailed analysis).
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Fig. 2 A long run Phillips-curve

4 A Model with Consumers’ Expectations
and Firms’ Inventories

The main contribution of the setup presented in Sect. 2 consists in developing (and
characterizing the dynamic behavior of) a framework in the Keynesian tradition able
to account for the emergence of endogenous business cycles, and for the possible
convergence of the economy to quasi-stationary states characterized by disequilib-
rium situations (e.g., long-run unemployment or capacity under-utilization), even
when prices and wages are allowed to adjust over time. Although providing use-
ful results both in a methodological and in an economic perspective, this basic
framework neglects several features that would be useful in using the above setup
to investigate real world situations, and evaluate the effects of different economic
policies. Improving over the modelling shortcomings of the basic setup becomes
especially important if one has the ambition to use the above approach as a lens to
interpret and investigate the effects of crises like the one we are experiencing these
days, for which Keynesian type remedies are invoked and being adopted.

In a series of recent papers, that in a policy perspective are motivated mainly by
the study of deflationary recessions (as the one that hit Japan over the 1990s), we
extend our framework to embed features allowing us to investigate the effects of
variables that provide important channels for the propagation and the persistency
of shocks, and play a prominent role in the current policy debate. In particular, in
Colombo and Weinrich (2006) we add to the basic model presented in Sect.2 the
possibility of inventories holding by firms, and in Colombo and Weinrich (2008) we
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focus on the role played by consumers expectations. In the following, we outline a
model combining both these features.

We consider the same economy as in the basic setup introduced in Sect. 2. How-
ever, as we now explicitly consider the role of consumers’ expectations, whether old
consumers hold a total quantity of money M; (consisting of the savings generated
in period ¢ — 1) at the beginning of period ¢ depends on their price expectations
for their second period of life. Since consumers may store the consumption good
bought in the first period, they will voluntarily hold money only if they expect the
good’s price to decrease. They may be forced, however, to do this in case they are
rationed in their consumption goods purchases in the first period. Firms too may
now transfer unsold units of the consumption good into the future, as we allow for
inventories holding by firms. Denoting with S; the aggregate amount of inventories
carried over by firms to period ¢, with Y, the aggregate amount of goods produced
and with Y; the quantity sold in period ¢, there results S;+1 = Y,/ + S; — Y;.

Taking expectations into account, young consumers have to decide whether to
buy the quantities x; and x;4 in periods ¢ and ¢ + 1, respectively, or buy the total
quantity x; + x;4+1 in period ¢ and transfer x;4; to period ¢ + 1. This in turn depends
on the price expectation 0f = p7,,/p;. If 6f < 1, then the consumer expects a
decrease in the goods price and hence prefers to buy x;41 in his second period of
life, while if 87 > 1 he buys everything in his first period.

The case 6 < 1 is identical to the consumer’s problem discussed in the base
model of Sect.2. As for the case §f > 1, the consumer wants to buy the total
quantity x; + x;4+1 = X; in his first period of life, and thus has to meet the budget
constraint

X+ X1 <, i=0,1.

Monotonicity of the utility function implies that his effective demand is 55,‘1 = ol
Hence, the aggregate demand of goods by young consumers in case of deflationary
expectations 67 < 11is

= Anxdt 4+ (1 - 25) nxd®

IT;— 1—1¢ II,_
=h [(1 —tax) ——L 4 ﬁaw} x4 (Af, ,w,h) (4)
)43 Dt Dt Dt

whereas in case of inflationary expectations 67 > 1 it is

= ASnx?! ( — A7) nxd0
- 1—1 IT,—
L s = xd (e SRR ) )
4 Dr 4 Dz

=(1- tax)

From (4) and (5) it is evident that the only difference in the aggregate effective
demand by young consumers implied by different expectations 6 < or > 1 lies in
the multiplicative factor T € {h, 1}. Therefore, we identify the value of t with the
corresponding expectation type.
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The total effective aggregate demand of the consumption sector is now obtained,
as in our base setup, by adding old consumers’ aggregate demand m; = M,/ p; and
government demand G-

Y4 =X (A0, (1 —tax) m, ) +my + G,

where oy = wy/py and 7ty = T1,—1/ ps.

Turning now to the production sector, we continue to assume that all firms
are identical and produce according to the production function y/ = f (¢,) =
a@?, a,b > 0. Denoting with s; the inventories held at the beginning of period ¢,
the total amount supplied by a firm is y{ = y/ + s;. As for firms’ rationing, we
assume again 0-1 rationing in the labor market and thus, recalling that Kfl is the
single firm’s effective demand of labor and A¢ € [0, 1] is the probability that the
firm is not rationed on the labor market, it follows that E¢, = A%¢¢. On the goods
market the rationing rule is the same proposed in the base model (see (2)), where
the firm’s effective supply becomes now y; = f (£¢) + s.

From the maximization of expected profits, v [ £ (€¢) + s:] — €& we get each
firm’s effective labor demand as

1
ySab\ 5
b =t (y,s;at)=(’ ) , (©6)
(243
which is independent of s;. The aggregate labor demand then is Lfl = n't?

()/ts ; oct) =14 (yts ; oct) and, because only a fraction Afl of firms can hire workers,
the aggregate supply of goods is

Y, =24n'f (Zd (y,s;a,)) +S=Y° (Af,yts;az,St). (7)

4.1 Temporary Equilibrium Allocations

For any ¢, the definition of a temporary equilibrium with rationing is now described
by the following

Definition 2. Given a real wage oy, a real profit level m;, real money balances my,
inventories S;, a level of public expenditure G, a tax rate tax and an expectation
type © € {h, 1}, a list of rationing coefficients (ytd, Vi, /\;1, AL, 6, st) e [0,1]® and
an aggregate allocation (Z,, 7,) constitute a temporary equilibrium with rationing
if the following conditions are fulfilled:

(CI) Ly =XL=20L7 (yfi);
(C2) Y, =yYs (M. yfi00.S))
= y2 X% (A o, (1 —tax) my, 7) + 8;my + &G;
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(€3) (1=2) (1=27) = 0:(1=p) (1 = pf) = 0;
(C4) yf(1=8)=0;8(1—e)=0.

The four conditions in the above definition have exactly the same interpretation as
in the base model of Sect. 2, from which they differ just for the explicit consideration
of the role of expectations and inventories. Colombo and Weinrich (2008, Proposi-
tion 1) show the existence of a unique temporary equilibrium allocation given by
@z,?t) = (E (ot,, Ty, My, St, G, tax, ‘L') s y (az, Ty, My, St, G, tax, ‘L'))

4.2 Dynamics

In this extended framework with expectations and inventories, the link between suc-
cessive periods is given by the adjustment of prices, by the changes in the stock of
money and in profits and by possible changes in the expectation type. For given t,
the adjustment of prices and wages is again such that the price rises (falls) whenever
an excess of demand (supply) is observed. More precisely, our simulations are based
on the following adjustment mechanisms:°

1—p1 (1—v8)] e ifyf <1,
— d
Pv =11 4 s 1—% pe ifyd <1, ®)
o [t=v (1=A)]we ifAS <1,
W= { [14+vs (128w, ifA? <1, ®

where (1, p2, v, v2 € [0, 1] can be interpreted as the degree of flexibility of
adjustment. The dynamics of the real wage is then described by the following
equations:

l—vl(l—kf) - =
_ f (LY K,
= (=)™ . i (Lo Yi) €
I—vi (1-2A —
V1(d t) oy if (Lt,Yz)GC,
1+/L2<1_yt +§t+SZ)
o = _1d (10)
t+1 1+ <1d Af ) o it (Zt,?,) -
1+uz(1——”t +§‘+8’
1+ vy (1-29 o
(—ts)(){z if (Lt,Yz)GU,
L=p1 (1=7f)

° Differently than in the base model of Sect.2, we consider now linear adjustment rules, to
explicitly show that our results do not depend on the non-linearity of the adjustment mechanisms.
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whereas the inflation factor 6, = p;41/ p; is given by

1=y (1—9f) if (L,Y;)eKUU,

1+u2(1_yf‘+‘;,ﬂ) if (L;.Y;)eCUIL (n

t =

The dynamics of profits, money and inventories follow from the definition of
these variables and (10)—(11), i.e.,

?l‘ —Oltzt
Tr+1 = 9—,
t
M 1 — —
mMei41 = 41 = [(1 — tax) Ht—l + WtLt — pth + StMt + StPtG]

Pt+1 Pt+1

1 - —
= 9— [(1 —tax) Tt +O{tLt — Yt + 5tmt + EtG]
t
1
=9 [8em; + &G + (1 —tax) m] — w41
t
and

yiab

b
_ b _
Sip1 =Y (Af,yts;at,S,)—Y,:Afn’a( ) + 8 —Y,,

4%
where
?l‘ :y(at,nt,mt,St,G,lax,t) and Zt :E(atsnlsmlvslsztaxsr)'

It follows that the dynamics of the model is then given by the sequence
{(or, my, 1y, St)}?o=1-

We now need to consider the possibility of expectation switching, which should
occur whenever it is required in order to keep expectations correct along a trajec-
tory of the system. To illustrate the point, consider the case in which consumers
have deflationary expectations in period ¢ (67 < 1 or, equivalently, T = h) but the
equilibrium in period ¢ is such that there is excess demand on the goods market
and thus p;4+1 > p;. The assumption t = & in period ¢ has then been incorrect
and we substitute it by 7 = 1, i.e., 6 > 1. Obviously then a different equilibrium
arises in period ¢ but we claim that the type of equilibrium is still such that there
is excess demand on the goods market. Thus, expectations have been adjusted so
as to become correct. Analogously we correct the expectations in case 67 > 1 but
the equilibrium in period ¢ involves excess supply on the goods market. The ratio-
nale for doing this is given by the following lemma, that is proven in Colombo and
Weinrich (2008).
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Lemma 1. Assume that for t = h in period t an equilibrium with ytd < 1 occurs.
Then this inequality is preserved when switching in period t to T = 1. Conversely,
assume that for T = 1 in period t an equilibrium with y} < 1 occurs. Then this
inequality is preserved when switching in period t to T = h.

Taking expectations switching into account, a trajectory of the dynamic system
is given by a sequence {(o, m;, 71, S, Tt) }oeq . It is important to stress that these
state variables are perfectly foreseen by economic agents in any period ¢, so that our
dynamic system is a truly forward looking one.'’

5 Numerical Analysis: The Study of Deflationary Recessions

The non-linear dynamic system representing the economy outlined in the previous
section is substantially more complicated than the three-dimensional one investi-
gated in Sect. 2. In particular, we now have to deal with a five-dimensional system
— with state variables o, m;, m;, S; and r; — composed of four non-degenerate
subsystems each of which may become effective through endogenous regime switch-
ing. In analyzing the dynamics of the model, we therefore need to resort to numerical
simulations. For this purpose, we consider the same benchmark parameter set used
for the base model, that is (3), corresponding to the stationary Walrasian equilib-
rium, with the addition of Sy = 0 and 79 = h, with trading levels L* = Y* =
100.

Several factors are shown to complement the role of price and wage stickiness
(flexibility) — that we illustrated in Sect.3 — in determining the dynamic effects of
a shock. The model outlined in Sect. 4, by considering explicitly firms’ inventories
and consumers’ expectations, adds further propagation mechanisms for shocks and
helps explaining their persistence.

Consumers’ expectations, in particular, have played an important role in the
policy debate. For instance, the 2008 Nobel Laureate Paul Krugman, in a series
of influential articles on the Japanese deflationary recession (see Krugman, 1998),
stressed the importance of creating inflationary expectations to overcome the liquid-
ity trap in which the country got stuck. Although our setup does not offer insights
on how to create inflationary expectations in the first place, it theoretically supports
this claim. To see why, let us start from our benchmark parameter set (3) and con-
sider a restrictive monetary shock determined by a reduction in the initial money
stock to mo = 40, keeping all other parameters and initial values at their Walrasian
levels. Letting v; = 0.025 and v, = 0.1 be the downward and upward adjustment

19Tn most cases of dynamic systems in economics, they are given by a system of implicit difference
equations, in which case an explicit solution in the sense of a (local) flow of mappings cannot be
computed analytically. On the other hand, models that avoid this problem — giving rise to truly
forward looking dynamic systems — typically are not compatible with perfect foresight outside the
stationary state. For a systematic discussion of this issue see, e.g., Bbhm and Wenzelburger (1999).
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Fig. 3 Time series when v; = 0.025 and my = 40

speeds of wages, respectively, and p; = pp = 0.1 the adjustment speeds of prices
out of the Walrasian equilibrium, Fig. 3 shows the convergence of the dynamic sys-
tem to a deflationary recessionary quasi-stationary state (o, m, 7, S, 7) entailing a
permanent decrease in employment and output.!!

Consider now a change in consumers’ expectations from ¢ = h to t = 1, that
is (ag, mo, o, So,T0) = (o, m, 7, S, 1). Expecting inflation for the next period,
young consumers demand all their planned life-time consumption in the first period,
which boosts aggregate demand and can potentially lead the economy out of the
recession. This is shown in Fig. 4 for v; = 0.025 and v, = 0.1, where the economy
returns immediately to full employment and the inflationary expectations are con-
firmed. More precisely, the percentage price inflation, ¢; = 100 (ps+1 — pr) / Ps»
remains positive over a prolonged period of time, meaning that the economy finds
itself each period in a state of repressed inflation, which confirms the validity of
Krugman’s policy suggestion.

It is also interesting to note that the degree of stickiness of the nominal wage
(and price) seems to affect the ability of inflationary expectations to restore full
employment. Figure 5 shows that, when a higher downward flexibility of the wage
rate is assumed (v; = 0.06 in the figure), the increase in aggregate demand due to
anticipated purchases by consumers is not sufficient to overcome the recession, and
expectations return from inflationary to deflationary after one period. This confirms

' The downward speed of the wage adjustment plays a crucial role. Until approximately v; =
0.018 the economy is able to return to full employment after the monetary shock, whereas for
speeds of wage adjustment larger than this it gets trapped in the underemployment situation shown
in Fig. 3 (see Colombo and Weinrich, 2008 for a detailed bifurcation analysis).
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that inflationary expectations need to be sustained over time to help escaping a defla-
tionary recession; something in the spirit of the ‘irresponsible’ monetary policy
— i.e., a monetary policy remaining expansionary even when prices start rising —
advocated by Krugman (1998).

It is finally worth noting that, for intermediate values of downward nominal wage
flexibility, multiple equilibria with self-confirming expectations will emerge (see
Colombo and Weinrich, 2008), which suggests that imposing downward wage rigid-
ity may be a useful measure to overcome a recession when inflationary expectations
alone are not enough to do so.
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Further measures that can be efficiently analyzed in our framework and com-
plement the role of inflationary expectations are based on expansionary fiscal and
monetary policies. Specifically, one such measure that received considerable atten-
tion in the policy debate has been proposed in 2003 by Ben Bernanke for the
Japanese recession. It consists in a tax reduction accompanied by a transfer of funds
from the Central Bank to the government to compensate for the loss in tax revenue.
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In Colombo and Weinrich (2003b) we formally analyze this policy and show under
which conditions it can effectively help to overcome the crisis.

By focusing on consumers’ expectations, in the above analysis we left in the
background the effects of firms’ inventories. Although a full exploration of the role
of inventories is behind the scope of this paper (we refer the reader to Colombo
and Weinrich, 2006), it is easily seen that inventories amplify the importance of
the spillover effects among markets. More precisely, following a restrictive mone-
tary shock as the one considered above and provided wages are flexible downward,
the nominal wage diminishes, which (if the decrease in the nominal wage is large
enough) implies a reduction of the real wage as well. The presence of inventories,
by increasing the fall of labor demand that in turn depresses labor income and aggre-
gate demand, crucially reinforces this reduction. Eventually the economy converges
to a quasi-stationary state with permanent unemployment, a constant low real wage
and permanent deflation of the nominal variables.'?

6 Concluding Remarks

In this paper, we outlined a truly forward looking dynamic framework that generates
a wide variety of dynamic behaviors, ranging from cycles of different orders and
complex/chaotic behavior to convergence towards quasi-stationary states where the
economy lies persistently far away from its Walrasian equilibrium.

Being capable to endogenously determine the emergence of disequilibrium situ-
ations, our setup provides an ideal framework to represent and explain the causes of
prolonged economic crises, such as the recent Japanese deflationary recession, and
to evaluate the impact of alternative economic policies aimed at resolving them. In
this sense, our modelling may also prove useful in the analysis of the effects and
consequences of the remedies that are being proposed to face the current global
recession determined by the breakdown of the financial system.

Several extensions are possible that would extend the reach of our analysis. Three
of them stand at the center of our current research agenda in this field. The first
deals with the formation of expectations. In the current framework, we focus on
the role of agents’ expectations without investigating the process from which they
arise. Accounting endogenously for the mechanism of expectations formation may

12 The dynamic behavior of the economy following a restrictive shock becomes completely differ-
ent whenever the nominal wage is rigid downward. In this case, the real wage and the real money
stock increase up to the point in which there start to be excess demand on the goods market and
excess supply on the labor market. At this point the goods price starts increasing again, which
implies a reduction of the real wage and of the real money stock until the economy converges
back to the Walrasian equilibrium. Therefore, unlike in the case where nominal wages are flexible
downward, imposing downward nominal wage rigidity may be a measure limiting the effects of
deflationary recessions.
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enrich the scope of our analysis, by further highlighting the transmission channels
of shocks and the effectiveness of alternative economic policies.

A second feature of the model that would benefit from an in-depth examination
deals with inventories. In this paper, we focus essentially on their role as a propa-
gation mechanism of shocks and as a source of spillovers between markets. At the
beginning of each period, the stock of inventories carried by a firm is simply what
remains unsold at the end of the previous period. In this capacity, inventories are
a passive element in the decision problem of firms, while it would be more satis-
factory to consider them as strategic choice variables as suggested in the literature
(see, e.g., Blinder and Fischer, 1981 and Blinder, 1982, where firms have a target
inventory level and want to keep a certain inventories-to-sale ratio).

Finally, a third aspect of our modelling that could be refined has to do with the
adjustment mechanism of prices and wages. As we discussed in the Introduction, the
mechanism by which prices and wages are adjusted between periods is exogenously
given in the current formulation of the model. On the one hand, this adds to the
flexibility of the approach, by making it consistent with a wide variety of possible
explanations for rigidities. On the other hand, in many circumstances it may be
interesting to focus on specific sources of stickiness, and endogenize them, to better
explore their implications in terms of the feedback and spillover effects arising in
the economy.

To explore the implications of these extensions and to generalize the scope of our
approach lies at the core of our current research.
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On the Transition Dynamics in Endogenous
Recombinant Growth Models

Fabio Privileggi

1 Introduction

Tsur and Zemel (2007) developed an endogenous growth model in which bal-
anced long-run growth is obtained by assuming that the stock of knowledge
evolves according to Weitzman’s (1998) recombinant expansion process and is used,
together with physical capital, as input factor by competitive firms in order to pro-
duce a unique physical good. At each instant new knowledge is produced by an
independent R&D sector directly controlled by a “regulator” who aims at maxi-
mizing the discounted utility of a representative consumer over an infinite horizon.
The optimal resources required for new knowledge production are obtained by the
regulator in the form of a tax levied on the consumers. The economy, thus, envis-
ages two sectors, a competitive one devoted to the production of the unique physical
good, and a regulated R&D sector in which the public good “knowledge” is being
directly financed by the regulator and produced according to Weitzman’s production
function.

In such framework Tsur and Zemel provide conditions under which the economy
performs sustained constant balanced growth in the long run; moreover, when bal-
anced growth occurs, they also characterize the asymptotic optimal tax rate and the
common growth rate of all variables. Hence, by endogenizing the optimal choice
for investing in knowledge production, their result generalizes Weitzman’s (1998)
endogenous growth model in which the investment in knowledge production was
assumed to be constant and exogenously determined.

In this paper we further extend the Tsur and Zemel results by studying more
accurately the transition dynamics along a characteristic turnpike curve in the
knowledge-capital state space already discussed in Tsur and Zemel (2007). For a
specific parametrization of the model and when the conditions allowing sustained
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long-run growth are met, we are able to (numerically) compute the optimal policy —
in terms of optimal consumption — and thus the optimal time-path trajectories of the
stock of knowledge, capital, output and consumption — as well as their transition
growth rates — while the economy is being headed along the turnpike curve toward
its long-run constant balanced growth behavior.

Our method is based on the standard technique of transforming the state and
control variables of the Hamiltonian describing the optimal dynamics of (a slightly
generalized version of) the Tsur and Zemel model — all diverging in the long-run —
into “detrended” state-like and control-like variables, both converging to a saddle-
path stable steady state in the appropriate space as time elapses. To study such
detrended system we apply the time-elimination method introduced by Mulligan
and Sala-i-Martin (1991) (see also Mulligan and Sala-i-Martin, 1993 and Barro and
Sala-i-Martin, 2004, pp. 593-596) so that the optimal detrended consumption pol-
icy can be calculated by means of numerical methods for ODEs; then, substituting
such policy in the ODE of the state-like variable and solving it — again numeri-
cally — with respect to time, the optimal time-path trajectories of both state-like
and control-like variables are obtained. Eventually, these trajectories are recon-
verted into time-path trajectories for the original model, thus allowing for a detailed
analysis of the transition dynamics of all relevant variables.

Two technical difficulties had to be overcome: (1) finding a proper probability
function for the Weitzman’s recombinant process suitable for the change of variables
in the construction of the detrended system of ODEs, and (2) the exploitation of a
singular point — other than the saddle-path steady state — which can be used as initial
condition for calculating specific solutions for the ODE describing the policy. Due
to the high instability of the system of ODEs characterizing the detrended variables,
we have been able to fully solve the model only for a set of values of the parameters;
more precisely, our approach works satisfactory only on a manifold of dimension
one in the parameters’ space (see Remark 2 at the end of Sect. 4).

Section 2 discusses the original contribution by Weitzman (1998) on the produc-
tion of new knowledge by combining existing ideas and its generalization to the
endogenous recombinant growth framework provided by Tsur and Zemel (2007).
The central contribution of this paper is contained in Sect. 3, where, under a suitable
choice for the functions of the model — in particular, for the probability of success
in matching pairs of ideas — we are able to transform the original diverging dynam-
ics into an equivalent system of two ODE:s in two “detrended” variables converging
asymptotically to a steady state in the appropriate space. This allows for numeric
computation of the optimal policy of both the detrended system and the original
diverging dynamics, which is implemented in Sect. 4 for a specific set of parameters’
values. Finally, after using the optimal policy obtained so far to numerically trace
out the optimal time-path trajectories, Sect.5 is dedicated to a qualitative discus-
sion of the transition dynamics thus obtained, while Sect. 6 reports some concluding
remarks and topics for future research.
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2 Endogenous Recombinant Growth

Weitzman’s (1998) knowledge production device postulates that originally unpro-
cessed (seed) ideas are blended with all other ideas available in order to generate
new hybrid seed ideas; a costly selection process permits in turn to extract from
those a subset of fertile seed ideas that are again recombined with all the existent
fertile ideas to produce yet new hybrids. This process occurs indefinitely, generat-
ing knowledge growth. The hybridization is based on matching m ideas together
and then checking whether the resulting new idea is fertile (i.e., successful). If
A(t) is the stock of knowledge available at time ¢ (measured as the total num-
ber of fertile ideas), let C,[A(?)] denote the number of different combinations
of m elements (hybrids) of A(t); i.e.: Cp[A(t)]= A@)!/{m![A(t) — m]!} [e.g.,
C>(A) = A(A — 1)/2]. Therefore, at time ¢ the number of hybrid seed ideas is
given by

H () =Cn[A@)] - CnlA@—1D]. (1)

If 7 is the probability of obtaining a successful idea from each matching, the
number of new successful ideas at time ¢ is given by (Weitzman, 1998, eqn. (2) on
p-337):

AAD) =At+D)-AO)=maH @) =7 {Cn[AD)] - Cun[A(-D]}. 2

which, in a discrete time framework, defines a recombinant expansion process of
second order representing the potential knowledge production path. Therefore, the
stock of knowledge A has the potential of growing at an increasing rate of growth
(Weitzman, 1998, Lemma on p. 338). However, potentially explosive growth is actu-
ally precluded by scarcity of resources employed in the matching process; as a
matter of fact, Weitzman (1998) reconciles his theory with standard endogenous
growth models (see, e.g., Romer, 1996, Aghion and Howitt, 1999, or Barro and
Sala-i-Martin, 2004) by showing that knowledge growth — as well as the growth
rate of GNP in real economies — is actually bounded. Accordingly, the knowledge
generation mechanism envisaged by Weitzman uses two inputs: hybrid seed ideas,
H, and physical resources, J. The latter affects the probability 7 of producing suc-
cessful ideas by increasing it with larger J for each given H, while J becomes less
productive for larger H. To summarize, 7 results to be increasing in the ratio J /H .
Thus, the production function for new knowledge A A is

AA=W (J,H)=Hr (J/H), 3)

corresponding to Weitzman (1998, (28) on p.346). Note that W in (3) is homoge-
neous of degree 1. In the sequel we shall assume the following.
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Assumption 1. The function w : Ry — [0,1] is independent of time and is
such that ©' >0, 7" <0, 7(0) =0 and nw(c0) < 1; moreover,' lim,_ o+ 7' (x)
< + oc.

Provided that J is a constant fraction of the total output y, J = sy, Weitzman
(1998) establishes that in the long run the asymptotic growth rate is a positive
constant depending on the exogenously determined saving rate s.

2.1 The Framework

Tsur and Zemel (2007), made an important refinement of Weitzman’s analysis by
endogenizing the (optimal) resources J employed in the production of new knowl-
edge.? Their model features a “regulator” who has the task of choosing the optimal
amount J to be employed in production of new knowledge — which, in turn, is
being assigned to all firms producing the amount y of a unique (physical) output
— in order to maximize the discounted utility of a representative consumer over an
infinite horizon. Output producing firms operate in a competitive environment, while
the regulator has the power to levy the exact amount J as a tax on the representative
consumer, through which, given all the H hybrid seed ideas freely available, new
useful knowledge is being directly generated according to (3), and is immediately
and freely passed to the output producing firms.

The difficulty in dealing with the second-order dynamic (2) is overcome by
switching from the Weitzman’s discrete time formulation into a continuous time
model. This allows the authors to rewrite (1) as

H()=C,[ADA@), (4)

where A(7) is the derivative of the stock of knowledge with respect to time. By
replacing A A(t) with A(¢) in (3) we obtain the analogous of (3) in continuous time:

AWy =H@®=[J @) /H@)], 3)

where the probability of generating a new fertile idea 7 still satisfies Assumption 1.
By combining (4) and (5) the law of motion for the stock of knowledge A (%) is

A)y=T@) /e[AW)]. (6)

! For simplicity, in the sequel lim,_, o+ 7’(x) will be denoted by 7/ (0).

2 Our analysis slightly departs from that of Tsur and Zemel by allowing J to be any amount of
physical capital available in the economy, while the authors constrain such resources to be only
a fraction 0 < s < 1 of the total output y. In other words, in our economy the regulator has the
power to extract resources also from existing physical capital, in addition to the whole total output
y.
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where
¢ (A) = Cp, (A) 77 [1/C (4)] @)

is the expected unit cost of knowledge production. Note that ¢(-) is decreasing and,
as knowledge keeps spreading, it converges to

Alim 9 (A) =1/7"(0) >0, (3)

where 1/77(0) is strictly positive by Assumption 1.
With no loss of generality, we shall assume that labour is constant and normalized
to one:* L = 1. The output producing firms use a neoclassical production function,

y (@) =Flk(),A@)], €
depending on aggregate capital and knowledge-augmented labour A(¢) L, for L = 1.

Assumption 2. F : Rﬁ_ — Ry exhibits constant returns to scale and is such that
Fir >0, Fy>0, Frp <0, Fga <0, Frg >0, andsatisﬁes limk_,OJr F(k, A) = 400
forall A>0.

Each firm i maximizes instantaneous profit by renting capital k; and hiring labour
L; < 1 from the households, taking as given the capital rental rate r, the labour
wage w and the stock of knowledge A. Since all firms use the same technology and
operate in a competitive market, and all households are the same, the subscript i can
be dropped and (9) can be rewritten as y = Af(k/A), where

f(x)=F(x,1). (10)

Since firms act competitively, in equilibrium their profit is zero, that is, house-
holds earn y = Af(k/A) = rk + w; moreover, the amount of capital demanded, k,
satisfies

J(k/A) =r. Y

Given that, at each instant ¢, a fraction J(¢) of the whole endowment of the economy,
k(t) + y(t), is being employed to finance R&D firms, and a fraction c(¢) is being
consumed, capital evolves through time according to

k(t)=y@)—J (@) —c(t). (12)

where it is assumed that capital does not depreciate. Since the upper bound* for J (1)
and c(¢) is jointly given by J(¢) +c(¢) < k(t) + y(¢), k(¢) in (12) may be negative.

3 Tsur and Zemel (2007) assume that the amount of labour is L, constant through time even if not
necessarily equals to one. As stationarity with respect to time of L is the strong assumption here,
normalizing labour to L = 1 has the advantage of simplifying notation at no cost.

4 See footnote 2.
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Assuming that all households enjoy an instantaneous utility u[c(?)], with u :
R4+ — Ry increasing and strictly concave, the “regulator” solves

oo

max / ule ()] e Ptde (13)
{c@®.J®} Jo

AW =T ) /¢]A®)]

k(@)= Flk(@).AO]—-J@)—c@)
subjectto { J (t) +c(t) <k (t) + F [k (t),A@)]

k(@) =0, J(@)=0, c()=0

k(0)=k0>0, A(O)=A0>0,

where p > 0 is the (constant) discount rate. Equation (13) may be interpreted as a
maximum welfare problem, where k and A are the state variables and ¢ and J are the
controls. Suppressing the time argument, the current-value Hamiltonian associated
to (13)1is

H (A k. J.c.01.92) =ulc) + 01 [F (k.A)—J —c]+J/p(4), (14

where 91, ¥, are the costates of k and A respectively. Necessary conditions are:

' (c) =t (15)
0 if 92/ (4) < %y
J=3J if 92/ (A) = (16)
k+F(k,A)—c ifd/p(A) >
d1 = pth — 01 Fi (k. A) (17)
by = pda — V1 Fa (k, A) + 9270’ (A) / [p (A (18)
lim H e =0, (19)

where J in (16) will be defined in (22). The case J = k + F(k, A) — ¢ when
U2 /@(A) > 11 in (16) can be ruled out by the Inada condition of Assumption 2.
Taking time derivative of 4 = 92 /¢(A) in (16) and using (17) and (18) gives

Fie (k, A) — Fq (k. A) /¢ (4) =0, (20)

defining the locus on the space (A, k) on which the marginal product of cap-
ital equals that of knowledge per unit cost. Equation (20) can be rewritten as
2(k/A) = ¢(A), where z(x) = f(x)/f'(x)—x, with f defined in (10), is increasing
in x; thus, (20) can be expressed as a function of the only variable A4:

k(A) =z"[p(A)] A, Q1)

1

where 7~ is the inverse of z(x).
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Differentiating IG(A) with respect to time and using (12) and (6) yields
JO=F®O-cOleAO)/ {FAO +ela0)f. @

where y(t)= F {IE[A (1)]. A(t)}, expressing the optimal investment in R&D, J (1),
as a function of the optimal consumption c(¢), when the economy grows along the
curve k (A) defined in (21); that is, when 9, (¢)/@[A(¢)] = U1 (2) in (16).

We consider the limit of (21) for large A, which becomes linear, by defining:

koo (A) = 1A +q. (23)

where, by (8), 7= 7 1/7'(0)] and ¢ is a non-negative constant. Note that IE(A)
lies above koo (A) for all A < oo, approaching ko, (A) as A increases. The intercept
q depends on the number of ideas m being matched at each instant ¢ in (4).

Proposition 1. The intercept q in (23) is zero whenever m > 2, while g >0 for
m=2.

Proof. Since koo (A) = nA + q is the asymptote of IE(A),

g= tim [k()=id]= lm {Z'p@]-="[1/7 O} 4. @4
As ¢(A) is decreasing and, under Assumption 1, bounded away from zero [specifi-
cally, 0 < 1/7'(0) < p(4) < ¢(Ao)], by Assumption 2 2 [p(A)] — z~1[1 /7 (0)]
in (24) is o[p(A)]. Thus, since, by (7), Op(A)]= O[C.(A)]= 0(A™) [i.e.,
C,(A) ~ A™ 1 for large A], if m > 2 the limit in (24) is zero, while, if m =2, such
limit must be nonzero; as z7'[p(A4)] — z7![1/7/(0)] >0 for all A< + oo, ¢>0
holds whenever m = 2. O

Another locus will be considered, that on which the marginal product of capital
equals the individual discount rate, f’(k/A) = p, which, by (11), implies r = p. As
f7(-) is decreasing, also such curve can be expressed as a function of A:

k(4) = 74, (25)

with i = (f")"!(p); that is, lg(A) is the linear function with slope 7 > 0.

The curves k (4), lgoo (A) and IQ(A) defined in (21), (23) and (25) will be labeled
turnpike, asymptotic turnpike and stagnation line respectively. The optimal invest-
ment in R&D along the turnpike k (A) defined in (22), J (¢), will be referred as the
singular policy. We shall assume the following.

Assumption 3. The instantaneous utility is CIES: u(c) = (¢'=° —1)/(1 — o), with
o> 1
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Proposition 2 (Tsur and Zemel, 2007).

(i) A necessary condition for the economy to sustain long-run growth is
0> 17 (26)

conversely, if ) < 1] the economy eventually reaches a steady (stagnation) point
on the line lg(A) corresponding to zero growth.

(ii) Under (26), for any given initial knowledge stock Ao there is a correspond-
ing threshold capital stock k*¥(Ag) > 0 such that whenever ko > k**(Aq)
the economy — possibly after an initial transition outside the turnpike — first
reaches the turnpike k(A) in a finite time, and then continues to grow along it
as time elapses until the asymptotic turnpike koo (A) is reached in the long-run.
Along koo (A) the economy follows a balanced growth path characterized by a
common constant growth rate of output, knowledge, capital and consumption
given by

Yy =(rc —p) /o >0, (27)

where roo = limg_ o0 ]f’[lgoo (A)/Al= [f'(@) defines the long-run capital
rental rate.’> Moreover, J (t) < 7 (t) for large t, and the income shares devoted
to investments in knowledge and capital are constant and given respectively by

Soo =¥/ {roo [1+ 77’ (0)]} and s% =yin’ (0)/ {reo [1 + i’ (0)]} .
(28)
If ko < k%% (Ag) the economy eventually stagnates.

Proposition 2, whose proof can be found in Tsur and Zemel (2007), establishes
that if (26) holds and ky is sufficiently high with respect to initial knowledge stock
Aoy, the economy grows along a turnpike path which, in the long run, converges to a
balanced growth path with knowledge and capital growing at the same constant rate
and with constant saving rate, thus confirming Weitzman’s result in a more general
setting.

As the case ¥, /¢ (A) > ¥ in (16) is ruled out, two optimal regimes are possible:

1. Zero R&D, corresponding to J = 0, which, if maintained forever, eventually
leads the economy to some steady state (stagnation point) on the line IQ(A)

2. A path along the turnpike k(A) — maybe started after a finite period of transi-
tion outside the turnpike — corresponding to the singular policy J in (22), which
envisages growth for all variables as time elapses and, if maintained forever,
eventually lead to a balanced growth path along the asymptotic turnpike ko (A).

Under (26) and if ko > k*¥(A4y) it can be shown that the turnpike k (A) is “trap-
ping”, i.e., the economy keeps growing along it after it is reached. Hence, there are
two types of transitions: one driving the system toward the turnpike starting from

> Note that, under (26), reo = f'() > f'(M) = f'[(f) ™" (0] =p.
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outside it, and another characterizing the optimal path along k (A) after it has been
entered. We shall focus on the latter; specifically, we shall assume that (26) holds,

implying that the stagnation line IQ(A) lies strictly above® the turnpike k (A) for A
sufficiently large, moreover, we shall restrict our attention to the case ko =k(Ap).
In this scenario ko > k*%(Ay) is certainly satisfied, as the turnpike k (A) is trapping.

2.2 Dynamics Along the Turnpike

We now adapt the optimal conditions (15)—(19) to the system’s behavior along the
turnpike k(A). All variables on the turnpike will be labeled with a “~” symbol.
Suppressing the time argument and using (22), (6) becomes

A=) -2/ [F @ +e ). 29)

where y(A4) = F[IE(A), Al= Af [I;(A)/A] with f(-) defined in (10). Equation (29)

is the unique dynamic constraintas k = k' (A)A = k'(A)[7(A)—¢]/ [k’ (A)+e(A)];

therefore, now the unique state variable is A, and, by (22), the unique control is ¢.
Thus, the “regulator” solves

max ulc (1)) e "' dt 30
max [ ule ) (30)

AW =FAO1-c0}/ R0 +¢14 01
subjectto 1 0 <& (1) <k [AM]+ 74 ()]
A(0) = Ag > 0.

The current-value Hamiltonian for problem (30) is
A =u@+d[F@-a/[F@+e@]. 6D
where ¥ is the costate variable associated with A. Necessary conditions are:
p=u @K D+e@] 6
b={o—[7 - (F W+ @)A]/[F+em]ls 63

lim H (1)e " =0, (34)

1—>00

where 4 in (33) is given by (29).

® This holds for all A >0 when m > 2, while for A large enough if m = 2.
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Since, by (20), Fa[k(A), A] = Fy[k(A), Alp(A) along the turnpike and, by (11),
7(A) = Fy[k(A), A], where 7(A) is the capital rental rate on the turnpike, y'(4) =
F(A)[p(A) + k'(A)]. Hence, dividing by ¢, (33) can be rewritten as

/9 =p—F )+ A[F () +e' W]/ [ +em]. 39

Taking time derivative of (32), dividing by ¢ and coupling with (35), under
Assumption 3 we get

éje = () =pl /o ={'[k)/a] =0} /o, (36)

where in the second equality (11) and (10) have been used.
From (29) and (36) we obtain the following system of ODEs defining the optimal
dynamics for A(¢) and ¢(¢) along the turnpike under Assumption 3:

A:{f[%(A)/A]A—E}/[/S’(A)Jr(p(A)]

é=¢ { 1 [15 (A) /A] . ,0} /. &7

Proposition 2(ii) states that in the long run the ratios A /A and ¢ /¢ obtained from
(37) converge to the balanced growth rate y = (roo — p)/0.

3 Model Specification and Analysis

We now suitably restrict the class of models under investigation.
Assumption 4. In addition to Assumption 3, the followings hold:

(i) Only pairs of ideas will be matched in the recombinant process: m =2.
(ii) The probability function i : Ry — [0, 1] of the recombinant process is

7 (x)=Bx/(Bx+1), B > 0. (38)

(iii) The production function has the Cobb—Douglas form: F(k, A) = 0k* A% =
OA(k/A)*, with0 >0and 0 <a < 1.

Clearly, 7 (-) in (38) satisfies Assumption 1; parameter  measures the degree of
efficiency of the Weitzman matching process, the larger § the higher probability of
obtaining a new successful idea out of each (pairwise) matching of seed ideas.

Since, when m =2, C;(A) = (24 — 1)/2, and from (38) we get 7~ (y) =
y/[B(1 — y)], substituting both in (7) yields the following explicit form for ¢(A):

p(A)=Q2A-1/[B2A=3)]=1/p[1 +2/(24-3)]. (39)
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As 7/(0) = B, Assumption 4(iii) and (39) yields:

k) =le/(0-a)]pAA={e/[B(1-wli[1+2/4-3)]4 @0)
oo (D) =fa/[BU-}(A+1) (e, fi=g=a/[B1-a)]) @)
) = 0a/p00 4 (ie i = (0a/p)V ™), @2)

and the growth condition (26) becomes
p<ba[f(l—a)/a]'™. (43)

It is seen from (40) that the initial condition Ag must be in the open interval
(3/2, +00), and the graph of k(A) is a U-shaped curve on it. Since the stock of
knowledge A cannot be depleted and the economy is bound to follow the opti-
mal investment in R&D policy J > 0 defined in (22), along the turnpike 4 must
grow: A(t) >0 for all # > 0. Therefore, a U-shaped k(A4) means that capital k(7)

decreases [lg(t) < 0] when ¢ is small and increases [Ig(t) > 0] for larger ¢, envisag-
ing that in early times it is optimal to take away some physical capital from the
output-producing sector and invest it in R&D, so that the stock of knowledge A can
take-off. Moreover, A>0in (29) — and thus in (37) — has important implications.

Proposition 3. Under Assumption 4, the optimal policy along the turnpike, ¢(A),
satisfies
C(A)>y(A) for3/2 < A < A*
c(4%) =y (4% (44)
c(A) <y (A) for A > A%,

where

As=l+(1/2)(a+ 1+4a+a2). (45)
Moreover, ¢'(A) < 0 in a neighborhood of A*.

Proof. By differentiating k (A) in (40) it is easily seen that the denominator of (29),
k'(A)+ ¢(A), vanishes on the unique point A* defined in (45), which belongs to the
domain (3/2, 4-00) as A® > 3/2 for all 0 <« < 1; moreover, k'(A4) + ¢(A4) <0 for
3/2<A< A% and k' (A) + ¢(A) >0 for A > A. Therefore, A(t) >0 forallz > 0
in (29) implies (44). Since it can be checked that A® is also the unique (minimum)
stationary point for the optimal output y(A) —i.e., j/(4%) =0 — and (44) states that
the graph of the optimal policy ¢(A) must intersect the graph of the optimal output
J(A) from above on A = A%, ¢’(A) < 0 must hold in a neighborhood of A*. O

Proposition 3 will be useful in handling the point corresponding to (A%, ¢(A%))
in the “detrended” system.
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3.1 State-Like and Control-Like Variables

When the economy performs sustained growth in the long run, there are no steady
states toward which the system eventually converges. Thus, we transform the state
variable A and the control ¢ in a state-like variable, i, and a control-like variable,
X, respectively, so that u(¢) and y(¢) converge to some fixed points u* and x* in
the space (i, x) as time elapses. We choose the following transformations:

p=k(A)/A=le/(1-a)]¢ ) ={a/[B(1—-a)]}[l+2/24—3)] 46)
x =¢/A, (47)

where in (46) we used (40) and (39). Hence, A is related to u as follows:
A=ao/[B(Q—-a)pu—a]+3/2. (48)
Given the “detrended” optimal policy y(u), the optimal policy of (30) is
c(A) = xlla/ (1 —a) g (A)] A (49)

Under Assumption 4(iii), from (37) we obtain the following ratios:
AJA = {9 [15 (A) /A]“ - E/A} / [12/ (A) + ¢ (A)] (50)
/e = {ea (& /A]O‘_1 - ,0} /o, (51

The growth rate of w in (46) is o/p= IG’(A)A/IE(A) — A/ A; therefore, 1=
[k’ (A) — u]A/ A, which, coupled with (50) and using (47), yields

o= [k () =] O =0 /[ () + 0 ()] (52)

As (39) equals to 2/(24 — 3) = Bp(A) — 1 and ¢'(A) = —4/[BQ2A—3)?], ¢ isa
function of ¢: ¢’ (4) = — (1/B)[2/(24 — 3)]> = — (1/B)[Be(A) — 1]?; moreover,
(39) may also be rewritten as A =1/[f¢(A) — 1] + 3/2, while (46) is equiva-
lent to ¢(A4) = [(1 — a)/a]u. Hence, By differentiating (40) and substituting these
expressions for ¢’(A4), A and ¢(A), after a fair amount of algebra k'(A) in (52)
becomes

R () = (/2B -} {68101 - ) /al p = 367 [(1 — ) Ja? 1> ~ 1}
(53)
We can now rewrite (52) only in terms of variables p and y:

u=[1— 26(1—a)p
2(1 —a) (1 4+ 20) o — 382 (1 —a)? 2 — a2

} On*—x). 4
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By (50), (51) and (46), the growth rate of y in (47)is y/x = (Oou®~ 1_p)/o—
(Ou® — x)/[k'(A) + @(A)], which, by replacing k’(A) as in (53) and ¢(A4) = [(1 —
o) /o], yields the following ODE for the control-like variable y:

|:9a/ﬂ—1 -p 2aB (1 —a) (6u* — x)
o 28(1—a)(1420) p =382 (1 —)* 2 —«x

Hence, we must study the following system of ODE:s:

2} x- (55)

p=[1-=280-0)u/Q@lOr* -y 56)
= [(Ban=™" = p) jo —2aB (1 =) (0u* = 1) / @ ()] x
where
Q) =-382(1-0) 1> +2B (1 —a) (1 + 20) p — &>, (57)
3.2 Fixed Points and Phase Diagram
Since A > 3/2, from (46) one immediately obtains the range (u*, +00), with
T=a/[f(l-a)]. (58)

for the state-like variable u, with endpoints corresponding to A — +oo0 and A —
(3/2)" respectively. In other words, u* in (58) is the steady value for variable
corresponding to long-run behavior of the economy along the asymptotic turnpike
koo (A) [* is the slope of ko (A), as seen in (41)]. The feasible set for the detrended
variables (i, y) thereforeis S = [u*, +00) x R4, where we added the boundary
w* corresponding to the asymptotic dynamics (A = +o00) of the original model.
From the first equation in (56), two loci on which i = 0 are found in S: the curve

x = ou* (59)

and the vertical line u = pu*, with ©* as in (58). Equation (59) vanishes the second
factor in the RHS of the first equation in (56), while u* is the largest (and only
feasible) solution of Q (1) —28(1 —a)u = 0, with Q () defined in (57), vanishing
the first factor in the RHS of the same equation.

From the second equation in (56), the unique locus on which y =0 is given by

X =0 — Q) (Bau™" —p) / [2afo (1 —)]. (60)
Q () turns out to have a unique (admissible) root, call it p*, satisfying

0w =-321-)’pu?+28(1—a)(l+20)p—a®>=0, (61)
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with Q(u) >0 for u* < pu < u® and Q(u) <0 for u > u®. Thus, whether the locus
(60) lies above or below the locus (59) depends on whether u* < p < u’ or > u?,
and on the sign of (Qau®~! —p). On = u*, however, they intersect, and this yields
our first steady state: (°, x*), with y* = 6(u®)%, which happens to correspond to
the point (A%, ¢(A%)) discussed in Proposition 3 for the original dynamic (37). To
see this, recall that, from (44), ¢(A®) = y(A®) must hold on the critical point 4°
defined in (45); by replacing A® in (46) and (47), we get,

1= <1+2a+ \/l+4a+a2)/[3,3(1—a)], X =0w). (62

where p® coincides with the largest (and only admissible) solution of (61).

It is immediately seen that u* < u* for all feasible values of parameters « and 3,
which means that Q (1*) > 0 must hold; moreover, using (58), the necessary condi-
tion for growth (43) can be rewritten as [fa(u*)*~! —p] > 0. Therefore, we conclude
that the locus (60) intersects the locus © = p* strictly below locus (59). Since
along such vertical line ft =0, we have found the second steady state of system

(56): (u*, x*), where x* is (60) evaluated at u = u*, specifically,

=0{a/[BA-a)}* (1 =1/0)+p/[fo (1 -a)]. (63)

Clearly, under Assumption 4 y*>0. As Ou® in (59) is increasing in p and
x*<0(u*)%, it follows that (u*, x*) lies south-west of (u®, y*). We shall see
in short that (u*, x*) is the saddle-path stable steady state to which system (56)
converges in the long-run. Hence, y* is the asymptotic slope of the optimal
consumption ¢ (A) steadily growing at the constant rate y in the original model.

As condition (43) states that p < Oa(u*)*~! must hold and, as 0 <a <1,
Bou®~! is a decreasing function of ji, there must be a unique value fi > u* such
that [fa(1)*! — p] = 0. It is clear from the last factor in the second term in the
RHS of (60) that the two loci (60) and (59) must intersect in @ = fi; hence (i1, ),
with . "

fL=Oa/p)i=a,  y=0(0a/p), (64)
is the third (and last) steady state associated to (56) From (42), i in (64) cor-
responds to the value A at which k(A) intersects k(A) in the original model. By
equating (40) and (42) [or by substituting [ as in (64) into (48)], A turns out to be

A=a/ [,9 (1 —a) (Ba/p) T2 —a] +3/2, (65)

which in turn, if replaced in (49) and using y as in (64), yields the value of the
optimal policy at the intersection point A (/f) = )ffi, of the original model.

The position of the last steady state, (i, y), depends on how large the dis-
count factor p is with respect to the parameters «, 6 and f. Since u* < u* implies
B (u®)* ! < Oa(u*)*~ 1, three scenarios may occur, all satisfying condition (43):

1. If p< Oa(u®)* 1, u < 1 and ({1, ¥) lies north-east of (1u*, x*).
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2. If p= Oa(p®)*~ !, u¥ = ji and the two steady states collapse: (i, §) = (1°, x*).
3. If Ba(pn®)* ' <p<Ba(u*)* !, u*< i< p and (fi, §) lies north-east of
(n*, x*) and south-west of (u*, x*).

We shall focus on the third case, corresponding to a scenario in which A° lies on
the left of A, on which the turnpike k (A) intersects the stagnation line k (A).

Proposition 4. Under Assumption 4 and provided that Oa(u®)* ' < p < fa
(u*)*~ 1 holds, the two fixed points (u*, x*) and (ji, §) can be classified as follows:

1. (u*, x*), with coordinates defined in (58) and (63), is saddle-path stable, with
the stable arm converging to it from north-east whenever the initial values
(u(to), x(t0)) are suitably chosen.

2. (f, ¥), with coordinates defined in (64), is an unstable clockwise-rotating spiral.

Proof. Above the locus (59) the term (Bu® — y) in the first equation of (56) is nega-
tive, while it is positive below. Q (u) in (57) is such that Q (u) > 0 for u* < pu < u?*,
while Q(u) <0 for > u’; therefore, [1 — 28(1 — a)u/Q(n)] is negative for
w* < pu<pu® and positive for > u®. Hence: if u* <pu < p®, >0 above locus
(59) and 1 < 0 below; while, if © > u’, 1 <0 above locus (59) and ft > 0 below.

Since y > 0, the sign of y in the second equation of (56) depends on the sign of
the term in square brackets in the RHS. From the sign of Q(u) we infer that for
w* << u® such term is positive above locus (60) and it is negative below, while
the converse holds for ¢ > p*. Thus, when pu* < pu < u*, y > 0 above locus (60) and
X <0 below; conversely, if u > ©*, y <0 above locus (60) and y > 0 below.

The analysis above is sufficient to trace out the phase diagram for the case
B (u®)* ! < p < Ba(u*)* !, ie., when u* < [i < p®, which is reported in Fig. 1.
Clearly, (u*, x*) is saddle-path stable; it can be guessed that its stable arm is
increasing and lying below locus (60) on the interval [p*, 1*). To check its saddle-
path stability, consider the Jacobian of (56) evaluated at (u*, x*):

p=BO(1—a) (u*)* 0
* k) o
T = _(1—“)[”(“*)Micz(“*)aﬂ’z] prpot-ayo-nen? |° ¥
(0702 o

where ¢; = (B60)%ao(1—a)(o —1), ca = Bp(a +0 —1). By (43) the terms on the
diagonal have opposite signs; hence, det[J(u*, y*)] <0 and (u*, x*) is a saddle.

As (u*, x*) lies strictly below locus (59) and the unique intersection point
between the loci (60) and (59) on the interval [u*, u*) is the fixed point (i, 1),
it must be the case that (60) crosses (59) from below on (1, y). Therefore, (fi, ) is
a clockwise rotating spiral and the eigenvalues of the Jacobian of (56) evaluated at
(fi, y) are complex. To establish instability we need to show that their real part is
positive, or, equivalently, that tr[J(f, ¥)] > 0. The Jacobian is

. 1 @ —-260-a)ilp 26(1—a)p—Q (1)
J(“’X):m _(l—a)[pQ(;l)+2zm2£9(ﬂ)°‘+p2]9(/1)°‘_1 20B (1 — ) 6 (1)
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Fig. 1 Phase diagram of =0
system (56) when ‘—1

B (i)~ < p < B (u*)* ! t r

> L

with Q(f1) >0, as u* < Qi< p. Since [@f(1)*~! — p]= 0 on (i, ¥), it is
immediately seen that tr[J (&, ¥)] = pQ () > 0, and the proof is complete. O

Remark 1. The critical point (u®, y*), with coordinates defined in (62), cannot be
classified analytically, as the Jacobian matrix of (56) evaluated at (1, x*) has some
elements diverging either to —oo or to 400 as (i, x) approaches (i*, x*), the sign
of infinity depending on the direction along which (u, y) — (1*, x°).

We have seen in Sect. 2.1 that IE(A) > koo (A) for all A (and thus for all 7); this
is consistent with p(¢) > u* for all ¢. Hence, the stable trajectory must approach
(u*, x*) from the right. We denote by y(u) such trajectory, which is the opti-
mal policy expressed in terms of state-like and control-like variables. Its slope on
(u*, x*) is the slope of the eigenvector associated to the negative eigenvalue of (66)
(see Barro and Sala-i-Martin, 2004, p. 596), that is,

() = P20 (1 =) (0 = 1) (™) + pla+ 0 = 1) () + [0/ ()]
x (w') = >
ao? (u*)*
(67)
which is clearly positive. Hence, x(u) approaches (u*, x*) from north-east in a
(right) neighborhood of p©*; consequently, along the turnpike both ratios k(A4)/A
and ¢/ A must decline in time when they are approaching the asymptotic turnpike
Under the assumption that Ho(u®)*~ Vep<Oa(n*)* Y, u*< < u*; by
translatlng [t into A through (65), it follows that the 1ntersect10n point between k(A)
and k (A) lies on the right of the singular point A® defined in (45). Therefore, by con-
dition (44) of Proposition 3, ¢(A) < 7(A), which is equivalent to y(72) < 0(1)* = .
Hence, the optimal trajectory y(u) keeps well below the (unstable) steady state
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(i, §), which thus happens to be harmless for our analysis, at least for the case’

ba(u)* ' < p< Ba(u)* "

Conversely, the steady state (u°, x*) is the most problematic as on one hand
its stability cannot be checked analytically, while on the other hand the optimal
policy y(u) must actually cross it.> However, since in our scenario (4%, k(A%)) #
(/I k gfi)), the system in the original model is not on the stagnation line when it hits
(A%, k(A*)) and thus cannot stop over it; accordingly, the detrended system cannot
stop over (u*, x*). All these “singularities” attached to (u*, y*) led us to opt for a
qualitative approach based on information gathered on a neighborhood of (1%, x*).
Condition (44) of Proposition 3 for A # A® translates into

() <0 forp* <p<p’ 68)
x () >0 )*  forp > pu’,

which, in turn, means that the optimal policy must lie below the locus (59) when
w* << pu® and above it when u > . A closer inspection of a neighborhood of
(1%, x*) in Fig. 1 shows that it is attractive on the area above the locus (59) (above
x = 0u%) and on the right of the vertical line u = u°, while it is repulsive below
x =0 and on the left of u = u®. As Ou® is increasing in u, this suggests that
the optimal policy y(u) must be increasing on (u*, y*) and the optimal trajectory
(u(t), x(¢)) must cross (u*, x*) from north-east to south-west as time elapses.

3.3 Time Elimination, Policy Function and Initial Conditions

In order to study the policy function y(u) — which is the conjugate of ¢(A) in the
original model — we apply the technique developed by Mulligan and Sala-i-Martin
(1991) and tackle the unique ODE given by the ratio between the equations in (56):

[(wBu*t —p) /o] O (W) —20B (1 — ) [Ou* — x (W]
[O (1) —2B (1 — o) ] [Op® — x (1]

where Q () is defined in (57).

The natural choice for the initial condition of (69) is the saddle-path stable steady
state (u*, x*), while the value of y'(u*) in (67) will be used to select the stable
arm outside (u*, x*). The previous analysis, however, has endowed us with another

1 (1) = x(w. (69

7A similar situation occurs when p< fa(u*)*”!, in which case E(ff) > yN(ff), and thus
%(2) > 6(1)* = 7. Only when p = Har(1*)*~!, and the two points A and A* collapse, the opti-
mal trajectory necessarily must cross the (unstable) steady state ({1, ¥); in this case, however, the
point ({1, y) = (i, x*) inherits the peculiar singularity properties of (u*, x*), thus becoming a
“supersingular” point to be handled with circumspection.

8 Condition (44) of Proposition 3 states that ¢(A4°)= 3(4*), which implies y(u*)= 6
(W)=’
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reference point, the singular point (1*, y*), which may be exploited as initial condi-
tion as well. Although the Jacobian of (56) evaluated on (1°, x*) is intractable, we
are able to compute the slope of the policy at u = u® by applying 1’Hopital rule to
the RHS of (69) evaluated at u = . Since Q(n*) =0 and [0(u*)* — y(u*)] =0,
we obtain the following quadratic equation in y’(u*):

2p0 (1 =) 1&* [ ()] — 4efo (1 — ) x* 2 (1)

A0 (w9 — p] Q' (4%) ~ 202600 (1 ~a) (!} =0, T
Substituting u® and y* as in (62) and Q’(u*) = —28(1 — a) /1 + 4o + &?

into (70) two positive real solutions appear, the largest being larger than

the slope of the locus (59) at u=pu’®. However, this happens only when

B (®)* ! < p < Ba(u*)*!; this is why we chose to confine our numerical

approach to such scenario.

4 Numeric Simulation of the Optimal Policy

By applying the Fehlberg fourth-fifth order Runge—Kutta method with degree four
interpolant method (see, e.g., Shampine and Corless, 2000) implemented through
Maple 12.02 to ODE (69), we were able to find satisfactory result only for single sets
of parameters values. We chose values for parameters «, p, o and 8 which are often
assumed in the macroeconomic literature (see, e.g., Mulligan and Sala-i-Martin,
1993): « =0.5, p=0.04 and 6 = o = 1. Note that 0 = 1 implies logarithmic
instantaneous utility. For such parameters’ values, § must satisfy the necessary
growth condition (43), which turns out to be 8 > 0.0064.

We plan to exploit the steady state (u*, x*) and the singular point (u1*, y°) [see
(58), (63) and (62)] as initial conditions in order to trace out two different curves
as numeric solutions of (69) through Maple 12.02. Both curves provide an approx-
imation for the same (unique) trajectory representing the optimal policy® y(u) for
u > w*. For the chosen parameters’ values, such two curves happen to be suffi-
ciently close to each other for a reasonably large range of © values only for a unique
admissible value of the technological parameter: § =0.0124. Since, for « = 0.5,
p=0.04,0 =0 =1 and B =0.0124, each curve provides a reliable approximation
of y(w) around its own initial condition and both match on most of the open inter-
val (u*, u%), our idea is to approximate the whole y(u) by using the first curve

9 Such trajectory is the unique true solution of (69) corresponding to the stable arm of the sad-
dle point (1™, x*) and, at the same time, crossing the singular point (u*, x*). Other solutions of
(69) may cross at most one of the two points, like, for example, the trajectory corresponding to
the unstable arm of (u™, x*), or other unknown trajectories possibly crossing the singular point
(un*, x*). We owe such clarification to an anonymous referee.
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Fig. 2 The turnpike k (A), 8001 X
the asymptotic turnpike k(A)
koo (A) and the stagnation
line k (A) for « = 0.5, 600-
p=0.04,06 =0 =1and k(A)
p=0.0124 k
400 | ko (A)
2001 /E/
15 4 4 3 4 5

A

for u close to u* and the second one for u close to (and larger than) u®, while
“joining”’them together on some “intermediate” value on which they almost match.

For our parameters’ values, (62) yields u’= 204.4503, which implies
0=0.04> 0.035= Ho(pu*)* 1, corresponding to the third scenario of Sect. 3.2, in
which A% < A. Figure 2 portraits the turnpike k (A4), the asymptotic turnpike koo (A)
and the stagnation line IQ(A) as in (40), (41) and (42); as expected, A* = 2.1514 <
2.567=A.

In view of Proposition 2, the long-run capital rental rate is roo = f'(7) =
0.0557, the long-run common constant growth rate is y = 0.0157, while the long-
run income shares invested in knowledge and capital are the same: soc = s’o‘O =
0.1408.

The steady states are (u*, y*) = (80.6452,6.4516), (i, §) = (156.25,12.5)
and (u°, x°) = (204.4503, 14.2986). Figure 3 shows the loci ft=0 and y =0 in
slim black, while the thick curves are the result of the numeric solution of (69) rep-
resenting the policy y(u): the black one uses (u*, x*) as initial condition and (67),
¥ (u*) = 0.0687, for the selection of the stable arm; the grey one has (u*, x*)
as initial condition and slope given by the largest solution of (70) on u= u’,
x'(u¥) = 0.0602. The two approximate trajectories will be labeled x*(u) and
x°(w) respectively.

Even for our choice of parameters’ values the Maple 12.02 algorithm is capable
of computing the trajectory y* () only up to a point: it actually stops at i ~ 197 <
204.4503 = u®, falling short of the singular point, (*, x*). On the other hand,
as it is clear from Fig. 3, trajectory y*(u) heavily underestimates the policy for
values of u approaching u* (i.e., far away from p*). The two curves, however, seem
sufficiently close to each other on most of the interval (u*, u), thus suggesting that
the numeric approach actually works satisfactorily for these values of parameters.

In order to estimate the whole policy y(u), for all u > u*, we shall use y*(u)
for u values close to p*, and x*(u) for p values closer to ©°. Since from Fig. 3 it is
clear that y*(ft) ~ y*(ft), we shall define the approximated policy as a piecewise
function by joining the two trajectories at the point it = 156.25 € (u*, pu*):

* * A
1) forp* <u<p a0

x(p) = A
X (p)  forp = fi
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Fig. 3 Loci ;t =0 and y =0 (slim black curves) and approximate trajectories y*(u) and y*(u)
(black and grey thick curves respectively) for « = 0.5, p=0.04, 0 =0 =1 and f =0.0124

Surprisingly, already for § = 0.0123, or 8 = 0.0125, while keeping fixed all other
parameters, the curves y*(u) and y*(u) in Fig. 3 split apart, while the range of ©
for which the numeric algorithm is able to perform starts to shrink dramatically; this
is why we take as reliable only the solution obtained for 8 = 0.0124.

Remark 2. We tried different values for the parameters «, p, o and 6; for all feasi-
ble set of values for such parameters we found a scenario similar to that described
above, at least under condition fa(u*)*~! < p < Oa(u*)*~1: only for one specific
value of parameter §, related to the choice of «, p, 0 and 6, the two numerical
solutions — y*(w) with initial condition (u*, x*) and y*(u) with initial condition
(u®, x*) — turned out to be sufficiently close to each other on a large part of the
interval (u*, u*). We conclude, thus, that the numeric approach works satisfactory
only on a manifold of dimension one in the parameters’ space.

5 Discussion

To get the approximated time-path trajectory of . we substitute the optimal policy
x(w) asin (71) into the first equation of (56), yielding the following ODE in ¢,

@) ={1-280-0)pn@)/Qn@OBOLOF —xkO®O]}. (72)

with Q(-) defined in (57), which can be numerically solved. Since y(w) in (71) is
defined piecewise, we need to choose an instant 7 > 0 on which the trajectory has
the (common) value 2 = 156.25; then, the initial value po = ©(0) will be given
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Fig. 4 (a) u(z) and (b) x(¢) fora =0.5, p=0.04,0 =0 =1and § =0.0124

by evaluating in ¢ = 0 the solution of (72) with y(-) = x*(-) and (f) = [ as initial
condition. For different f we can consider any initial value po = ©(0) > fi.

In our example we assume 7 = 36, corresponding to o =251.977 in ¢t =0.
According to (71), we define p(¢) as the solution of (72) with y(-) = x°(-) for
0<t <t [corresponding to 4 < u(t) < uo], and as the solution of (72) with
x(-)=x*(-) for t > f [corresponding to u* < u(t) < j1]. Figure 4a plots p(t) for
0 <t <400 by distinguishing the part (in grey) obtained through y*(:) for0 <¢ <
f = 36 from the part eventually converging to u* (in black) obtained by means of
x*() fort > 36.

The time-path trajectory y(¢) is then computed by letting y(t) = y[u(¢)] in (71),
with w(¢) just obtained, for all 0 < ¢ < 400. Figure 4b reports the result, again by
emphasizing in grey the part for 0 <t <7= 36.Int =0, y(0) = yo= 17.1194,
corresponding to o = 251.977, while in ¢ ={= 36, x(36) = 11.3688; clearly,
x(f) = 11.3688 < 12.5= j, as expected.

With w(z) and x(¢) at hand, we can compute the optimal consumption ¢(A) and
output y(A) along the turnpike k(A) in the original model as functions of A. By
(48) we find the initial stock of knowledge Ao = 1.9707 in ¢ =0, corresponding
to . To Ap corresponds an initial capital ko = k(Ag) = 496.57 in t =0. ¢(A)
is then obtained through (49), with y(-) defined in (71): y*(-) for Ap < A < A
(corresponding to fi < u < po), and x*(-) for 4 > A (corresponding to u* <
1 < [1). Figure 5a reports k(A), y(A) and ¢(A) just evaluated on a scale larger than
in Fig.2. Figure 5b magnifies the intersection point between y(A4) and the ¢(A4)
occurring on A%, close to Ap and to the left of A. Since on [Ao, /f] ¢(A) is being
built through x*(-) in (72), this portion of its graph is emphasized in grey, as we did
in previous figures.

The time-path trajectory of the stock of knowledge A(¢) is obtained by evaluating
(48) at u(¢) for all ¢, while time-path trajectories k (¢) and y(¢) follow by construc-
tion. The consumption time-path trajectory ¢(¢) is computed by evaluating (49) at
A(t) for all ¢. These trajectories are drawn in Fig. 6a, while Fig. 6b reports the time
path-trajectory of the capital rental rate r; once again, their dependence on the y*(-)
arm of the policy in (71) for 0 < ¢ < f = 36 is emphasized in grey.

From Figs. 2, 5a and 6a, emerges that the dynamics along the turnpike are charac-
terized by a much larger amount of physical capital than any other variable. A large
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Fig. 5 (a)c, y and k as functions of A along the turnpike; (b) ¢ and ¥ close to 49 = 1.9707
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Fig. 6 (a) Time-path trajectories of A, k, 7 and ¢; (b) time-path trajectory for 7

initial capital, ko = 496.57, compared to very few initial ideas, Ap = 1.9707, is
required to let the recombinant process to take-off. Such amount, even if for a short
time, is partially being “eaten up” by both consumption [¢(A4) > J(A4) for 4y <
A < A°] and investment in R&D, thus envisaging an initial period of decline for
capital k. Figure 5b shows that output and consumption decrease for a short time as
well; specifically, output declines until ¢ (A) hits y(A) at A = A*, and consumption
decreases until the turnpike crosses the stagnation line on A = A (see Fig. 2) at f=
36. For larger ¢ all variables start to increase, with a much higher k with respect to
all others, especially to A. For example, when A =~ 73, k =~ 6000 in Fig. 5a.

In our example, thus, sustained growth requires a large exploitation of physi-
cal resources, at least relatively to knowledge, even under a “balanced” (¢ = 0.5)
Cobb-Douglas technology. Such “asymmetry” is explained by the ratio between
the (low) price of capital — numéraire — and the relatively high unit cost of knowl-
edge production: for 8 = 0.0124 ¢(A) turns out to be significantly larger than 1, as
@(A) > limg— 00 p(A) = 1/7'(0) = 1/ = 80.6452 (see also, Figs. 8a and 8b).

Figure 6a exhibits a system which actually takes some time to take-off. Provided
that our economy starts with very few ideas (Ap = 1.9707) and sufficiently large
capital (ko = 496.57), the initial transient dynamics happen to last quite long; espe-
cially A(z) takes no less than 200 periods before becoming significant [note that
in the meantime k(¢) already started to “blow up”]. For example, it takes around
282 periods to reach the stock A ~ 73, corresponding to k >~ 6, 000. Similarly, the
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Fig. 8 (a) Unit cost of knowledge production, ¢, as a function of A4; (b) its time-path trajectory

constant ratio ¢(A4)/y(A) visible in Fig.5a — due to almost linearity of ¢(A4) and
¥(A) and which can be checked to be close to the asymptotic ratio 0.07184, cor-
responding to the saving rate Soo+ s];o = (.2816 — is actually not reached before
at least 300 periods. To conclude, Figs. 2 and 5a should be read carefully when one
introduces time: of course the economy grows along the turnpike k(4), but at a very
slow pace in early times, while keeps accelerating until it “explodes” along koo (A).
Figure 6b adds more information to the analysis: even if k is always (much)
larger than A, its productivity keeps rising in time, as confirmed by its increasing
rental rate, 7, until it reaches its asymptotic value, roc = 0.0557.
Figure 7 confirms everything in terms of rates of growth. By construction, A(z)
is the only variable with rate of growth y4 = A/A always positive, while k (1), y(7)
and ¢(7), all experience negative growth at early times, where y; = k / k, V5 = 7/
and yz = ¢ /¢ are negative. Interestingly, it can be observed that ¢(¢) reaches its
absolute minimum in 7 = 36 [corresponding to & (/f), as confirmed by Fig. 5b].
The striking feature of recombinant growth is evident in Fig. 7: all growth rates
are increasing in time while approaching their asymptotic common value y =
0.0157. This reflects the original Weitzman’s (1998) hypothesis: in early times ideas
are scarce and thus have the potential of growing at increasing rates, in the long-run
limited physical resources to be invested in R&D — with respect to the exploding
number of ideas — cools down growth to the more realistic case of constant rates.
Figure 8a shows the graph of the unit cost of knowledge production ¢(A) as in
(39), which is sharply decreasing in A for A close to Ag. Such jump, however, is
to be diluted when time is considered, as shown in Fig. 8b where ¢ is plotted as a
function of ¢, since A starts to grow significantly only after some time (see Fig. 6a).
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Investment in R&D J and investment in capital k as functions of A are plotted
in Fig.9; J is computed by using ¢(A4) and y(A), ¢(A) and k'(A) — obtained by
differentiating (40) with respect to A — in (22). From Figs. 9a and 9c, where a large
range of A values is considered, we learn that both look linear in A and have the
same magnitude, implying that they become the same well before reaching their
asymptotic (common) constant share Soo = Joo/ Voo = s’o‘O = koo/Voo = 0.1408.
Only for A close to Ay their behavior differ, as magnified by Figs. 9a and 9d.

It is interesting to compare the magnitude of J(A) and IE(A) in Figs.9a and 9d
with that of ¢(A4) and y(A) in Figs.5a and 5b: for all A — also close to Ay — the
optimal dynamics postulate relatively small investment in both factors with respect
to consumption and output. Figures 10a and 10b confirm this in terms of investment

shares, § = J /7 and 5K = k /7. Both are increasing in A and reach their asymptotic
value s = slgo = 0.1408 quite rapidly, although §% <0 for small A. Such quick
jumps to their asymptotic value is consistent with the linearity exhibited by J (A)

and IE(A) in Figs. 9a and 9c.

Also the dynamics of J (or §) confirm Weitzman’s (1998) evolution of knowl-
edge: when A — and thus seed ideas H — is scarce function (5) exhibits low
productivity; accordingly, only few resources are employed in R&D, while they
increase as A — and H — become more abundant. In the long-run are the physical
resources that become scarce with respect to knowledge — they grow slower than
what (potentially) could do knowledge — and bound the rate of investment § to its
asymptotic value seo.
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The graphs of new (successful) knowledge production, A, and seed ideas, H, as
functions of A are reported in Flg 11; the former is given by (29), while the latter is
computed from (4) using A and c, ,(A) = A—1/2. Strict convexity of H inFigs. 11c
and 11d, associated to linearity of A (also for A close to Ag) in Figs. 11a and 11b,
is consistent to formula (4), which implies quadratic growth for H when A grows
linearly. It is worth noting the difference in magnitudes between seed ideas H and
the actual successful ideas A produced out of H': such low returns are justified by
the choice of a very small value for the efficiency parameter, 8 = 0.0124, in (38),
requiring abundant seed ideas to guarantee sustained growth_ of knowledge.

To conclude, Fig. 12 shows time-path trajectories of J R lg S, Ek, A and H. Due

to slow growth of A(¢) in early times, linearity of investments J and k, and of
new knowledge A, evident in Figs. 9a, 9c and 9a, correspond to convex time-path
trajectories, as shown in Figs. 12a, 12b and 12e. For the same reason, convexity of
H in Fig. 11c becomes more accentuated in Fig. 12f; similarly, the sudden jumps
to their asymptotic value of § and §¢ in Figs. 10a and 10b is being smoothed in
Figs. 12¢ and 12d. Specifically, both need at least 200 periods before approaching
their long-run (common) constant value Soo.

6 Conclusions

The exercise performed in this paper is a very preliminary attempt to tackle the tran-
sition dynamics in the recombinant growth model introduced by Tsur and Zemel
(2007). For CIES instantaneous utility and Cobb—Douglas production in the out-
put sector, we chose a suitable function for the Weitzman’s (1998) probability of
obtaining a successful idea from pairwise matchings of seed ideas, so that the orig-
inal optimal dynamics along the turnpike, which is diverging in the long-run, can
be “detrended” to an equivalent system converging to a steady state. In the space
of the detrended variables we exploit the asymptotic steady state plus a singular
point, across which the optimal policy must get through at some early instant, in
order to numerically compute two trajectories which, for a specific choice for the
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parameters’ values, happen to be sufficiently close to each other on a large range
between such two points. By joining together these trajectories at an intermediate
point, we build an approximation of the optimal policy which must be reasonably
close to the true policy on all variables’ domain. By converting such trajectory into
the original state variable (stock of knowledge) and control variable (consumption)
trajectories, we obtain a good approximation of the optimal consumption, which in
turn, again by solving numerically an ODE, yields the transition optimal time-path
trajectories of the stock of knowledge, physical capital, output and consumption —
as well as their transition growth rates — along the turnpike.

We believe that our main technical contribution is the appropriate form chosen
for the Weitzman’s probability function defined in Assumption 4(ii), which allows
for “detrending” the original system (37) into the equivalent system (56).

If, on one hand the optimal policy obtained in Sect. 4, and used to build time-
path trajectories in Sect. 5, may clearly be of interest per se, on the other hand it is
insufficient for studying how the system’s transitional behavior is being affected by
changes in the technological parameter 8 of the probability function 7 of Assump-
tion 4(ii), while keeping fixed all other parameters’ values. In order to further
investigate this topic one needs either to improve the numerical computation of sys-
tem (56) so that the matching of the two aforementioned trajectories in the detrended
space is maintained at least on a nontrivial interval of values for parameter 8, or try-
ing a completely different approach on either system (37) or system (56) by means
of analytical tools in order to explicitly find the true form of the optimal trajectories.
One may tackle the latter by looking for some special function that may prove use-
ful in solving one of (37) or (56); see, e.g., Boucekkine and Ruiz-Tamarit (2008) for
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a recent application of the Gaussian hypergeometric functions to the Lucas—Uzawa
model. Both approaches will be investigated in future research projects.
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Political Accountability: A Stochastic Control
Approach

Michele Longo and Alessandra Mainini

1 Introduction

In a democracy elections are the primary mechanism to discipline politicians.
Indeed, policy-makers care for being in office and this affects their policy choices;
for instance, they refrain from rent-extraction in order to be re-elected and benefit
from future rents. Hence, elections provide implicit incentives that allow voters to
align politicians’ preferences with their own ones. This role is crucial because con-
stitutions do not offer explicit incentive schemes (cf. Persson et al., 1997), that is,
forms of compensation based on some performance measure as may happen in a
relationship between employers and employees.

Early political agency models, such as Barro (1973) and Ferejohn (1986), desc-
ribe the disciplining effect of elections assuming that voters are backward-looking
(i.e., re-election is a reward for incumbent’s past performance) and that the incum-
bent and the challenger are identical. This implies that even a small change in voters’
preferences makes them leave their announced voting rule.

When heterogeneity is introduced in features that are beyond the control of the
politician like in the case of competence, elections remain a device for keeping
politicians accountable but in a different way. For example, in the so-called career
concerns models, based on Holmstrom (1982) seminal work about manager’s career,
voters are forward-looking, that is, they are interested in politician’s future perfor-
mance instead of her past achievements. Citizens have beliefs about politician’s
competence and vote for the candidate that makes them better off in the post-election
period. In these models, the incumbent’s current performance provides a signal
of her future competence: hence, politicians in office might opportunistically per-
form today by refraining from rent-extraction in order to improve their re-election
probability.
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In this paper, we study a career concerns model where politicians differ in their
competence, which is not observed by voters nor by politicians themselves.! All
agents are rational, expected utility maximizers, and learn symmetrically? about
politician’s ability by observing the economy wealth which is a noisy signal of
politician’s competence. Time is continuous and divided into two periods: a pre-
election period and a post-election period. Citizens are risk neutral, get utility
from each end-of-period economy wealth and, at the end of the first period, vote
for the politician in office or a challenger randomly chosen among the popula-
tion: elections are the sole means in voters’ hands to control their utility. On
the other hand, in each term in office, the incumbent chooses a rent seeking
behaviour, which is unobserved by voters and negatively affects economy wealth,
and the size of public sector. Politicians are risk averse and derive utility only from
the rent.

The model is set in a stochastic framework where the value of the public sector
is defined by an It6 diffusion process whose drift depends on politician’s ability,
which is modelled as a random variable with known prior distribution. Moreover,
we assume the presence of a private sector with constant value. Then the economy
wealth depends on politician’s ability and results from the extent of public inter-
vention and the amount of resources diverted by the incumbent.? In this framework,
the incumbent politician maximizes her expected utility by choosing a rent-seeking
behaviour and a size of the public sector. The first period maximization takes into
account the end-of-period vote, whereas in the second and last one the problem is not
conditioned by elections. In any case, the only information available to the incum-
bent is the one generated by the economy wealth (competence is not observed) and
this makes the problem of incomplete information type.

The continuous-time choice has a threefold motivation: first, it enables the politi-
cian to build a reputation (i.e., beliefs about her future competence) through time
during the first period; second, in this setting it is possible to describe the politi-
cian’s optimal policies within the single period; third, continuous-time is amenable
to mathematical techniques such as stochastic control and filtering.

From a mathematical point of view, the analysis entails using filtering techniques
to re-formulate the problem within a complete information setting. Then, by using a
suitable change of measure and relying on the dynamic programming principle we

1 “One key issue is whether the politicians know their own types. In the case of competence, it
seems less plausible to suppose that politicians know their own capacities completely and may be
learning about this along with the voters” (Besley, 2006). “The assumption of symmetric learning
considerably simplifies the analysis, as there is no possibility of signaling. For many aspects of
politician quality, this is a reasonable assumption. For example, a new legislator is unlikely to
know how good she will be at negotiating with lobbyists and party leaders” (Ashworth, 2005).

2 Symmetric learning prevents from equilibria multiplicity typical of signaling models (cf. Rogoff,
1990).

3 Such a model specification has been widely used in mathematical finance to study consump-

tion/investment decisions in financial markets with unobservable returns (cf., inter alia, Lakner,
1995; Karatzas and Zhao, 2001; Rieder and Bauerle, 2005; Bjork et al. unpublished).
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write the Hamilton—Jacobi—Bellman equation for the value function and, at least for
the second period, we provide an explicit solution in stochastic form together with
the optimal controls. A feature of the first period problem is that part of the func-
tional to be maximized depends on a zero-one random variable (the vote outcome)
that makes the problem similar to the digital option framework.

Our analysis finds support for the traditional idea that elections lead a politician
to be opportunistically more aligned with voters’ preferences. The presence of a re-
election constraint modifies politicians’ optimal policies because they are interested
in being re-elected and not only in getting the rent. This is due to career concerns
motivations.

The structure of the paper is as follows. Section 2 describes the model. Section 3
deals with the analysis of both the first and second period. In Sect. 4 we study a
particular case. Section 5 concludes.

2 The Model

Time is continuous and divided into two periods of equal length 7 > 0: a pre-
election period [0, 7'] and a post-election period [T, 2T]. At the end of the first period
the incumbent politician runs for re-election against a challenger randomly chosen
among the population. We assume that the second period is the last: hence, the
politician in office in this period has no electoral concerns.

Uncertainty is described by a complete probability space (2, F,P) equipped
with a filtration F := (F;), 0 < ¢t < 2T, satisfying the usual conditions of P-null
sets augmentation and right-continuity. On (€2, F,P) a standard one-dimensional
F-Brownian motion (W;) and a random variable ¢ independent of (I¥;) are defined.
In this setting, we have a private sector with value constant and equal to one and a
public sector whose value evolves over time according to

dGz = Gz(&‘dt + O’dVVz), (1)

where o is a positive constant and ¢ € {0, 1} denotes competence in managing the
public sector. ¢ is assumed unknown to all agents (politicians as well as citizens),
constant within each period, and with the following Bernoulli prior distribution:

Ple=1]=p, Ple=0=1-p. )

Even though agents do not observe incumbent’s competence, they can continuously
observe the realizations of G and thus infer the true value of it. Let
RO = (F° 3)

)OgtszT
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be the P-augmented filtration generated by G and,* foreach 0 <t < 2T,
8 =E [s | f,G] )

be the conditional expectation of the incumbent’s ability at time ¢ relative to the
observable information FC. Notice that & is a FC-measurable random variable
with distribution (7r;, 1 — 77), where, forall 0 <t < 2T,

2 ::P[szll]-'tG]. ©)

Within the previous framework, which is common knowledge, the state vari-
able X (&) denotes the economy wealth and the control variables u and k represent,
respectively, the proportion of the public sector with respect to the economy size
and the instantaneous rent the politician extracts during her office which is not
observed by citizens. Therefore, if at time ¢ the initial wealth is x > 0 and the politi-
cian chooses a policy pair (us, kg) then the economy wealth evolves according to
the SDE

dXs(e) = usXs () (eds + ad W) — ksds, X () = x, (6)

where either0 <t <s<TorT <t <s <2T.

Definition 1. The policy (u, k) := (us,ks), 0 <t < s < 2T, is called admissible
at time ¢ with initial wealth x > 0 if:

e It is progressively measurable with respect to FC .
o OfusflandE[ffTu?ds]<oo.

o ky>0and E [ffT ksds] < 00.

e X;(e)>0.

We denote by .4, (x) the set of all admissible policies at time ¢ with initial wealth x
and by
Xprek (e) @

the unique strong solution of (6) with control (u, k) € A; (x).

Politicians have CRRA preferences and get utility from the rent they extract in
each instant . In the second period, the re-elected politician maximizes

2Tka
]E/ 2ds|, 0<a<l, (8
T o

4 Notice that the observable filtration F is strictly included in the “true” filtration F because of the
presence of the random variable ¢ in the drift coefficient of (1).
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over all (u, k) € Ar (x) and subject to
dXs (é1) = us X5 (61) (Erds + adWy) — ksds, Xt (1) = x, ©)

where ér is defined by (4). A control pair (u* (€7),k* (7)) € Ar (x) is called
optimal for the re-elected politician if E [I;T [(k;k ¢é1))” /a] ds] = v, (T, x),

where
2T k@
v (T,x):= sup E / —ds (10)
(u,k)e AT (x) T o

is the second period politician’s value function (or indirect utility). On the other
hand, if in the second period a new politician is in office she maximizes (8) sub-
ject to (9) with ¢ in place of &r. The optimal policies (u*(g), k™* (¢)) are defined
analogously.

We assume that the first period incumbent politician gets utility in the second
period only if re-elected, otherwise her utility is zero. If we denote by R : Q2 —
{0, 1} the .7-"7@ -measurable re-election function, that is R = 1 means voters re-elect
the politician in office whereas R = 0 indicates they vote for her opponent, then in
the first period the incumbent maximizes

Tkg 0,x;u,k
E / 55 s + Rua (T.X35% 6)) | (11)
0

o

where v, is defined by (10), over all (u, k) € Ao (x) and subject to (6) with ¢ = 0.

Voters are risk-neutral, get utility from the end-of-period wealth, and can affect
their utility only through elections. They re-elect the incumbent politician at time T
if and only if’

B I:XZZ;’_‘X;M*(@T)’]C*(@T) (éT):I > E I:XZTY,_’X;M*(E)JC*(E‘) (8)] , (12)

where x > 0 is the economy wealth at time 7.

3 The Analysis

As the model description suggests, the analysis will proceed backwards. From now
on, we drop in the notation of the state variables the dependence on the control
variables, for example, we denote the unique solution of (6) associated to (u, k) €

Ay (x) with X (¢) instead of X/*"F (e).

3 Cf., inter alia, Rogoff (1990, p. 25).
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3.1 Post-election Period

After elections, the politician in office can be either the first period incumbent,
whose updated probability of being competent is p?, that is we assume

ar=pl, 0<pl <1, (13)

or a new politician, whose probability of being skilled is p [see (2)]. Whoever the
politician in office is, she solves the same stochastic control problem. Thus, we carry
out the analysis for the new politician; to obtain the value function and the optimal
feedback controls of the re-elected incumbent, it is sufficient to write p! instead
of p.

The time homogeneous structure of the model enables us to shift backwards the
second period analysis. Indeed, if we define W, = Wiyt — Wr, ?, = FiyT,
Us := us+T, and so on, then we can formally describe the second period exactly as
before but with the time variable running from O to 7'. In this case ¢ denotes the time
elapsed from the beginning of period. For the sake of simplicity, we keep the same
notation for both periods.

In order to use dynamic programming techniques, we define, for any given
(t,x) € [0, T] x R4, the functional

o

Tk
Jr(txiuk) = E / 5 s, (14)
PR

where (u,k) € A, (x) and X () is the unique solution of (6), and the value
function
va (t,x) = sup  Jo (¢, x;uk). (15)
(u,k)e A (x)

Since the politician has access only to the information contained in F¢ and not to the
full information in F, problem (15) is not Markovian and the dynamic programming
principle does not hold.®

Now, by means of a suitable change of measure,’ we transform the partial infor-
mation problem (15) into an equivalent complete information problem.® To this end,
define the processes

Yt::W,+<§)t, 0<t<T, (16)

® From a mathematical point of view, the issue is that the F-Brownian motion (W;) needs not to be
a Brownian motion w.r.t. the “smaller” filtration FC .

7By now this is a standard technique in filtering theory (cf. Lakner, 1995; Karatzas and Zhao,
2001; Pham, 2009).

8 In fact, under the new probability measure we can represent the processes G in (1) and X in (6)
as a martingale and a semimartingale, respectively, w.r.t. the observable filtration FC.
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with Yy = 0, and

£ 1 re\2
Z:(e) 1= exp ——W,——(—) 1), o<i<T (17)
o 2 \o
Then Z;(¢) is a (P, IF)-martingale with Zo (¢) = 1 and, by Girsanov Theorem, (Y;)
is an F-Brownian motion under the probability measure PP defined by the Radon—
Nikodym derivative’ )
dP
—=Z . 18
1P 7 (¢) (18)

Observe that P and P are equivalent and that P[¢ = 1] = P[¢ = 1] = p. Moreover,
(Yy) is also an FG -Brownian motion under P (see Lakner, 1995, Proposition 4.1,
p-255). Finally, since ¢ is Fo-measurable and independent of (W;), and (¥;) has
independent increments, (Y;) and ¢ are independent under P, so that

1@[8=1|fﬁ]=1@[8=1]=p. (19)

In the new filtered probability space (Q . F.P, IE‘G) we can represent the processes

(1) and (6) as Itd diffusions driven by the G -Brownian motion (Yz). Indeed, we
have!© ) ) )
dGs =0GdYs, Gy=g (20)

and ~ ~ ~
dX; =ougX,dYs — keds, X, = x. 21)

Clearly, since we are working on the probability space (Q,]—" , ]f”), we need to

represent also the functional (14) as an expected value w.r.t. P. By observing that
T ke 5 T ke
E / —“ds|=E / Z7 (o) ds |, (22)
t o t o
where Z; 1 (¢) is the (]?’ IF) -martingale

1 2
Z7\(e) = exp (EYZ— 5(5) r), 0<t<T (23)

9P is the probability of reference in filtering theory.

10 Observe that no learning occurs in (Q,]—' B, ]FG) [see (19)] since the representation of the
observable processes in this space with respect to (¥;) removes the unobservable parts of the
drifts.
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it can be proved that!!

T ke . T k&
—1 Ky _ _ 5
E [/t Z; (s);ds] =E [/t (Qs+1—1p) - ds} , (24)

where Q; := pZ; ! (1) is driven by the Zakai equation

dQ, = (1/0) Q:dY;, Qo = p. (25)

Q; is called the unnormalized conditional probability that ¢ = 1 given the infor-
mation available at time ¢, .7-',G , and an application of the Bayes’ rule (see Karatzas
and Shreve, 1988, Lemma 3.5.3, p.193) yields the following relation with the
conditional probability 7, in (5):

E(te=13Z;" (e) | FC) _ 0:
E(Z7" (e) | FO) Or+1-p’

m = E [tiemny | 7| = 6)
where x4 is the characteristic function of the set A C €. Therefore, in the
new filtered probability space (Q . F.P, IE‘G), the equivalent complete information
problem is characterized by the two-dimensional Markov process

dXs = usoXsdYs —keds, X; = x,
27
dQs = (1/0) QsdY;, 0r=gq.
and the value function is
5 T ko
Va(t,x,q):= sup E / = (Qg’x’q +1- p) ds |, (28)
(u,k)eA; (x) r o

forall (¢, x,q) € [0, T] x R4+ x R4. The Dynamic Programming Principle holds for
this problem (see Fleming and Rishel, 1975, Chap. VI) and, under appropriate reg-
ularity conditions, yields the following Hamilton—Jacobi—Bellman (HIB) equation
for v,:

ka
0=w;+ sup %A”’k [w](x,q)—lr—(q—i—l—p)} , (29)
0<u<1,k>0 o

for all (¢, x,q) € [0, T) x R+ x R4, and boundary condition

w(T,x,q) =0, (x,q) € Ry xRy, (30)
where
uk 1 5322 14°
A" [w] (x,q) = Ea U"X“Wxx + UXGWxq + ngqq — kwy 31

11 See for example Décamps et al. (2005) and Borkar (2005).
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is the differential operator associated to the state dynamics (27). Assuming wy, <
0,'? the maximization in the RHS of (29) gives the following optimal values for u
and k:

1/(1-a)

xqw q+1—-p

u(t,x,q) = —#, ky(t,x,q) = (—) - (32
XX P

Direct substitution in (29) yields

1¢°ws,  14° —«a
0= —_ = - - 1—
Wi =S e+ 5+ @+ 1= p)

1/(1—a)

(wa) ™07 (33)

Standard homogeneity arguments and a power transformation (cf. Zariphopoulou,
2001) suggest a solution of the HIB equation (33) of the form

x“ 1—a
Wt %) = '™ (34
where £ solves )
lg 1/(—a)
O=ht+§a—2hqq+(q+1—p) s (35)

for all (z,¢q) € [0, T) x R4, with boundary condition
h(T,q) =0, gqe€R4. (36)

Under appropriate regularity and growth conditions, this non-homogeneous lin-
ear parabolic equation admits, through the Feynman—Kac formula, the following
solution in stochastic form:

| (T 1/(1-a)
Wwa(t,q) = E U (P47 +1—-p) e ds:| , 37)
t

where the process @é’q, t <s <T,solves
d P, :(1/0) &;dBg, b =dq,

with (Bj) a standard Brownian motion on (Q ,F, If", ]FG). Finally, a standard verifi-

cation argument (see Fleming and Rishel, 1975, Proposition 4.1, p. 159) will prove
that

o

B2t x.q) = — [0 (1.9)' ™" (38)

12 This will be checked later.
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and

g (i) 41— pla-o
R K .x.q) = x4 wf) . (9

are the optimal feedback control functions, where (Wz), = 0w2/dq. Observe that

Vy is strictly concave w.r.t. x, k3 > 0, and the optimal state variable X is positive
since its dynamics becomes geometric once we substitute 5 and k3 into (27).

3.2 A Re-election Rule

In order to better describe the voters’ strategy we shift forwards the optimal trajecto-
ries computed in the previous subsection. Hence, under the new probability measure
P, voters’ expected utility in the second period is

E [XZT;"” (QZT’TX’” +1- n)] , (40)

where 1 € {p, pl} [see (2) and (13)], and XT-x1 and QT’X’” are the second period
optimal state dynamics with initial condition X" = x and 01" = . Voters
are rational and choose whether to re-elect the incumbent or vote for a challenger by
comparing the expected utility they get under each choice. Define the set R C R
(re-election set) as follows:

sz[ T“’(Qz“’+1—p)]}. (41)

Observe that R is non empty (p € R) and does not depend on x. Indeed, once we
substitute the feedback controls (39) in (27), the dynamics for X becomes geomet-
ric and, as a result, for any A € R, X,7 (AN AXSr ("*9 This means that voters’

election rule does not depend on the econormc Wealth at the time of elections but
only on the incumbent’s reputation of being competent. Hence, whenever R is an
.7-'TG -measurable set, the re-election function takes the form

R—X{ OrpeR} (42)

Therefore, in the complete information setting, the first period maximization prob-
lem (11) becomes

E /T@(QOMH— p)ds + xy 0. vz<TX0x’p QO“’) (43)
o o 7 { WER} '
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subject to (27) with t = 0 and p in place of ¢, where v, is given by (28).

Remark 1. If voters’ expected utility (40) were increasing in 7, then the re-election
rule (42) would be

R = X{Q(z)_,x,pzp} or, equivalently, R = Y{z;>p}-

In other words, voters re-appoint the incumbent politician if and only if the con-
ditional probability that she is competent is higher than the ex-ante probability p.
That is, citizens vote for the more competent between the incumbent politician and
the challenger.

3.3 Pre-election Period

In this section, we see how elections make politicians accountable. Indeed, we will
show the existence of an opportunistic behaviour on the incumbent side.

In the first period the incumbent politician deals with the same problem as in
period two, except that at time 7" she runs for re-election against an opponent ran-
domly chosen among the population. Then, under the assumption of rationality,
her policies must be optimal given the voters’ re-election rule. We suppose citizens
always believe they are on the equilibrium path, that is, they believe that the incum-
bent extracts the equilibrium rent: hence, incumbent’s beliefs coincide with voters’
beliefs. Consequently, for any given (¢, x,q) € [0,T] x Ry x Ry, the politician
maximizes

fl (t,x,q;u,k)

| T ke -
=K [ / —H(QFH + 1= p)ds + X grxacgyP2(0, X7, Q’T”“"’)] (44)
t

over all admissible control pairs (u, k) € A; (x) and subject to (27), where v, and
R are respectively defined in (28) and (41). This means that the politician obtains
the second period value function if and only if she is re-appointed at t = 7. The
first period value function is

b1t x.q) = sup Ji(t.x.qiuk). (45)
(u,k)eA; (x)
Now, if 1 is smooth enough in [0, 7)) x R4+ x R4, we expect it satisfies the HIB
equation

o

k
O=w+ sup JA[W(x,q)+—(@+1-p), (46)
0<u<1,k>0 o
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where AK [w] is as in (31), together with the boundary condition

i;2(()vx’Q)v (va)ER-’era
w(T,x,q) = 47
0, (x,9) € Ry x (RL\R).

Observe that (46) and (29) have the same differential part but different boundary
conditions. Along the lines of the previous analysis we expect a solution of the

form
o

X _
w(t, x,q) = o [h(t.@)' ™, (48)
where h solves 5
lqg 1/(—a)

forall (z,q) € [0, T) x R4, with boundary condition

w2(0,9), ¢q € R,
h(T,q) = (50)
05 q € R+\R’

where w5 is defined by (37). The optimal first period policies are

. 1] - /-
ki(t.x,q) =x G hp) . (51

qhq
o2h’

uy(t,x,q) =

Proposition 1. Assume that the boundary value problem (49)—(50) admits a smooth
solution wy (t,q) on [0, T) x R4 such that

o

~ X7 .

vt x,q) = ol (t.q), (52)
forall (t,x,q) € [0, T] x Ry x Ry. Then,

ki(t,x.q) <kj(t,x.q). (53)

forall (t,x,q) € [0,T] x Ry x Ry, where ki and k3 are respectively defined by
(51) and (39).

Proof. Observe that v, > 0 [see (28)]. Hence, from the definitions of v; and v, [see
(45) and (28)] it follows

ﬁl(tvxvq) = i‘}2 (vavq)v

forall (¢, x,q) € [0, T] x R4 x R4. Then, the characterizations (38) and (52) imply

wi(t,q) = wa(t,q),
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for all (t,¢q) € [0, T] x R4. Finally,

xg+1-p"" x@+1-p)

k¥, x,q) = - < —
1(.x.q) ) 2 (.a)

=k;(t,x,q9).

O

According to traditional accountability literature, relation (53) shows that the
incumbent politician diverts less resources under electoral pressure, all other things
the same. That is, politicians interested in holding office refrain from rent-extraction
in the pre-election period in order to benefit from post-election rents. Rational vot-
ers, by maximizing their expected utility, give the politician implicit incentives
which make her more aligned with their preferences.

We conclude this section with a technical observation. The above argument relies
on the fact that the value function is smooth enough, at least in the interior of its
domain, and satisfy the HIB equation (46)—(47). These features are far from straight-
forward to establish due to the lack of continuity along the boundary att = T, and
certainly deserve attention for future research.

4 Special Case

For « = 1/2 we explicitly solve the boundary value problem (35)—(36), which
enables us to recover the second period value function v, [see (38)] and study the
dependence of the optimal policies on the variables 7, x, and g. The solution of
(35)—(36) takes the form (cf. Liu, 2007)

W2 () =a g’ +b (g -+, (54)
where a (¢), b (1), and ¢ (¢) are the solution of the system of ODEs
a 1)+ (1/0%)a()+1=0
bt)y+2(1—p)=0 (55
N+ A—-pP=0
with endpoint conditions

a(T)y=0, b(T)=0, c(T)=0. (56)
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That is
a(t)=o%(exp((T —1)/0%) —1),

b(ty=2(1-p)(T —1), (57)

E)=010=p>(T-1).

The following observations are in order:

1. k3 is increasing in . That is, politician subtracts more resources in proximity of
her end of office (thus reducing the citizens’ expected utility), all other things
the same. Hence, we should observe a decreasing level of the economic wealth
caused by this egoistic behaviour.

2. k3 is decreasing in g. Hence, more competent politicians extract lower rents, all
other things the same.

3. u}, the proportion between private and public sector, is independent of the econ-
omy size. Hence, our model specification would suggest the existence of an
optimal level of public intervention into the economy.

4. u3 is increasing in ¢. A competent politician invests more in public sector than a
low ability one.

5 Conclusions

We analyze a career concerns political agency model in a two-period continuous
time stochastic framework where politician’s competence is unobserved. Standard
filtering techniques permit us to transform the politician’s partial information prob-
lem into a complete information one. Then, relying on the dynamic programming
principle we write the Hamilton—Jacobi—Bellman equation for the value function
and, at least for the second period, we provide a solution in stochastic form together
with the optimal policies. By comparing the optimal rent before and after elections,
we find support for the traditional idea that elections lead a politician to be oppor-
tunistically more aligned with voters’ preferences. The presence of a re-election
constraint modifies politician’s optimal policies because of career concerns motiva-
tions. Moreover, for certain parameter values we solve explicitly the second period
part of the model and study the optimal policies. In particular, in absence of an elec-
toral constraint the politician subtracts more resources in proximity of her end of
office.

We conclude the paper with some proposals for future work. First, we believe that
the assumption of an economy ending at a fixed time is very restrictive although
widely used in literature. One way to overcome this undesirable assumption is
to adopt an infinite-horizon economy with an overlapping generation structure of
short-lived politicians and long-lived voters. Second, it is not clear whether the cit-
izens vote for the candidate expected to be more competent or not (see Remark 1),
and this should become even more obscure in presence of risk-averse voters. We
think that a more detailed analysis of the re-election rule R and, in particular, the
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shape and parameters’ dependence of the set R [see (41)] in case of both risk-
neutral and risk-averse voters is worthy of attention. All these are subjects for future
research.

Acknowledgements We are very grateful to an anonymous referee for suggesting several improve-
ments. We also thank the seminar participants at the MDEF 2008. All errors are solely our
responsibility. Financial support from the Universita Cattolica di Milano is gratefully acknowl-
edged.

References

Ashworth, S. (2005). Reputational dynamics and political careers. The Journal of Law, Economics
and Organization, 21, 441-466.

Barro, R. J. (1973). The control of politicians: An economic model. Public Choice, 14, 19—42.

Besley, T. (2006). Principled agents? The political economy of good government. Oxford: Oxford
University Press.

Borkar, V. S. (2005). Controlled diffusion processes. Probability Surveys, 2, 213-244.

Décamps, J. P., Mariotti, T., & Villeneuve, S. (2005). Investment timing under incomplete
information. Mathematics of Operations Research, 30, 472-500.

Ferejohn, J. (1986). Incumbent performance and electoral control. Public Choice, 50, 5-25.

Fleming, W. H., & Rishel, R. (1975). Deterministic and stochastic optimal control. New York:
Springer.

Holmstrom, B. (1982). Managerial incentive problems: A dynamic perspective. In Essays in eco-
nomics and management in honor of Lars Wahlbeck. Helsinki: Swedish School of Economics.
Reprinted in Review of Economic Studies, 66, 169—182 (1999).

Karatzas, I., & Shreve, S. E. (1988). Brownian motion and stochastic calculus. New York: Springer.

Karatzas, 1., & Zhao, X. (2001). Bayesian adaptive portfolio optimization. In E. Jouini, J. Cvitani¢,
& M. Musiela (Eds.), Option pricing, interest rates and risk management (pp.632-669).
Cambridge: Cambridge University Press.

Lakner, P. (1995). Utility maximization with partial information. Stochastic Processes and Their
Applications, 56, 247-273.

Liu, J. (2007). Portfolio selection in stochastic environments. The Review of Financial Studies, 20,
1-39.

Persson, T., Roland, G., & Tabellini, G. (1997). Separations of powers and accountability. The
Quarterly Journal of Economics, 112, 1163-1202.

Pham, H. (2009). Portfolio optimization under partial observation: Theoretical and numerical
aspects. In D. Crisan & B. Rozovsky (Eds.), Handbook of nonlinear filtering. Oxford: Oxford
University Press.

Rieder, U., & Béuerle, N. (2005). Portfolio optimization with unobservable Markov-modulated
drift process. Journal of Applied Probability, 42, 362-378.

Rogoff, K. (1990). Equilibrium political budget cycles. American Economic Review, 80, 21-36.

Zariphopoulou, T. (2001). A solution approach to valuation with unhedgeable risks. Finance and
Stochastics, 5, 61-82.



Behavioral Portfolio Choice and Disappointment
Aversion: An Analytical Solution with ‘“Small”
Risks

Enrico Saltari and Giuseppe Travaglini

1 Introduction

The standard portfolio model based on expected utility (EU) theory predicts a large
equity position for most households. Empirical analysis demonstrates, however, that
the composition of household’s wealth is characterized by a small proportion of
risky assets. A consolidated empirical literature provides measures of these financial
phenomena (Brandolini et al., 2004; Faiella and Neri, 2004; Giannetti and Koski-
nen, 2009; Heaton and Lucas, 1996; Mankiw and Zeldes, 1991; Guiso and Zingales
unpublished). For instance, in Italy over the period 1965-2006 the percentage of
stocks held by households has been on average 9% of the total wealth. Similar pro-
portions can be found in the portfolio of families in United States, France, Germany
and Great Britain.

The puzzling aspect of these data is that the excess return on equities — a measure
of the risk premium — has been often positive and even large. Dimson et al. (2002)
illustrate that during the twentieth century it was around 6% in United States, Ger-
many and Great Britain. This return was even higher and close to 7% in Italy and
France. Similar rates of return are computed by Mehra and Prescott (1985, 2003)
and Campbell (2003) over the same period for the main industrialized countries.

Loosely speaking the puzzle is the following. Given that equities yield such a
high risk premium, why do households buy so few stocks? Almost all calibrated
version of dynamic portfolio choice models with standard preferences (even when
augmented with other important ingredients like transaction costs or borrowing con-
straints) fail in replicating the previous basic facts. Indeed, given plausible estimated
stochastic processes for stock market returns, an implausibly high risk aversion is
needed to keep the investors away from stocks.

Obviously, the evolution of the excess return is also characterized by its volatility.
Dimson et al. (2002) provide some interesting data also on this aspect. The standard
deviation of the risk premium is relatively high in Italy (32%) and Germany (35%),
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whereas it is smaller and approximately equal to 20% in United States, France and
Great Britain. Thus, there is evidence to suggest that the undersized proportion of
equities in the household’s portfolio depends on how a risk-averse agent perceives
the trade-off between expected returns and riskiness.

Behavioral finance is a new approach to financial markets that has emerged in
response to the difficulties of the traditional approach. The main innovation has
been to look more deeply into preferences. Bernartzi and Thaler (1995) managed to
reconcile theory and data, by assuming that agents exhibit “myopic loss aversion”
based on the prospect theory by Kanheman and Tversky (1979). More recently Ang
et al. (2005) adopted a different, theoretically more rigorous approach to the prob-
lem. They study portfolio allocation under preferences that show Disappointment
Aversion (DA) as in Gul (1997). By calibrating stochastic processes for stocks and
bonds returns to actual US data, they simulate their model to generate reasonable
portfolio allocations even for moderate values of the disappointment aversion.

The intuition for this result is simple. Under DA the agent gives higher weight
to losses and therefore she is less attracted by risky assets. However, in contrast to
the prospect theory, the DA utility is an axiomatic theory. Perhaps, its most inter-
esting difference with respect to the more traditional behavioral approach is that the
reference point is updated endogenously by the agent without having to make any
arbitrary exogenous assumption.

Just because of the endogeneity of the reference point in the value function, DA,
although promising, does not deliver closed form solution to the optimal portfolio
choice. Thus, numerical solutions are the standard tool for studying DA preferences.
The drawback to numerical solutions is, however, that it is often difficult to deter-
mine why results come out the way they do, and this disadvantage may tend to
obscure the underlying economics.

In this paper we argue that under DA preferences it is possible to obtain an analyt-
ical solution. Basically, we present a solution to the problem of the optimal share of
risky asset. We study the case of “small” risks in a static model, delivering explicit
values for portfolio weights. The fundamental economic principles of DA prefer-
ences are particularly clear in this setting. Under DA the percentage of risky assets
in the portfolio is proportional to the ratio between the mean and the variance of
the excess return, where the coefficient of proportionality is the reciprocal of the
risk aversion. However, the mean and the variance of the excess returns do not
depend on the original probability distribution. Rather, they depend critically on
a new probability distribution which is affected by the degree of disappointment
aversion.

What is the added value of this outcome in comparison with the traditional
portfolio model? In the standard model of portfolio choice the Arrow—Pratt approx-
imation implies that the risk yields a second-order effect on welfare compared to the
effect of the mean of the lottery. So, when the risk is “small” the optimal portfolio
choice for a risk averse agent is unaffected by risk. DA utility solves this paradox.
Employing our analytical solution, we show that the share of the risky asset is coher-
ent with the evidence. One of our interesting result is that when the risk is “small”
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the DA preferences provide a share of the risky asset which is an order of magnitude
less than the corresponding share under the EU theory.

The paper is organized as follows. The next section describes the second-order
risk aversion property in the context of the EU theory. Section 3 explores the poten-
tial of changing the utility function using the DA preferences. In this section we
develop the basic model and compare the optimal shares under DA with those of
the EU theory. Section 4 extends this result to continuous random returns. Section 5
concludes.

2 The Traditional Portfolio Choice

Consider an agent with initial wealth W. His endowment can be invested in a port-
folio with risky and risk-free assets. The return of the risky asset is the random
variable xo. The riskless interest rate is equal to r. The problem of the agent is
to determine the optimal composition (W — o, ) of the portfolio where « is the
amount of wealth invested in the risky asset. The end period value of the portfolio is

W—-—a)(+r)+a(l+x0)=WA+r)+a(xe—r)=wo+ ax,

where X = Xo — r is the excess return and wo = W (1 + r).
The aim of the agent is to choose « so as to maximize expected utility U («)

max U (@) = Eu (wp + ax).

Let us assume that u (.) is at least twice differentiable with &’ > 0 and u” < 0. The
first-order condition is

U’ (a*) =F [)?u’ (wo + ot*x)] =0,

where a* is the optimal choice.

This standard model of the portfolio choice has an interesting but somewhat
counterintuitive property. To focus on what concerns us here, note that under risk
aversion the agent will purchase the risky asset if and only if Ex > 0. To see this,
suppose indeed that «* = 0. In such a case the first-order condition (which is also
sufficient because of risk aversion) reduces to

U’ (0) =u' (wo) E (x) = 0.

Since u’ (wyp) is positive, U’ (0) = 0 if and only if E (x) < 0. In other words, the
risk averse agent will prefer the risky asset if and only if the expected excess return
is positive. This is the well-known Local Risk Neutrality Theorem of Arrow (Arrow,
1965). To use the words of Arrow, if the expected excess return is positive, we are
in presence of a favorable gamble and “the risk averter [...] always takes some part
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of a favorable gamble” (p. 155). If instead the excess return is a zero-mean risk, the
agent will not hold the risky security.

The upshot is that for a risk averse agent the portfolio choice depends only on
the expected excess return, but not on the volatility. This is because when the utility
function is differentiable the risk premium tends to zero as the square of the size of
the risk.! This property was called second order risk aversion by Segal and Spivak
(1990): it implies that risk yields a second order effect on utility compared to the
effect of the mean of the corresponding lottery. Hence, when agent purchases a small
amount of risk, the expected return is of the first order, while the risk is of the second
order. This latter claim has an important role in the following discussion.

2.1 “Small” Risks and the Traditional Portfolio Choice

An analytical solution to the portfolio problem is not in general available. Suppose
we want to approximate the solution by using a first order Taylor expansion around
a = 0. The problem with this approach is that the size of the risk is endogenous. A
way-out of this difficulty is suggested by Gollier (2001) by studying the case of a
“small” risk. Following Gollier, define the excess return as

x(k)=kpu+y and E(y)=0, 1
where i > 0. In (1) when k tends to zero the excess return becomes a zero-mean
risk y so that, because of Arrow Theorem seen above, « too tends to zero. In this
sense we speak of small risks.

When k > 0, we obtain a solution for «* (k) from the first-order condition

Ex (k)i (wo + o* (k) x (k)) = 0. @)

Using a first-order expansion around the point kK = 0 and the fact that x (0) = y so
that o* (0) = 0, we get (see Appendix 1 for the mathematical details)

i’ (wo) + Ey*u” (wo) & (0) = 0. 3)
Using the approximation of a* (k) around k = 0

a* (k) = a* (0) + ka™ (0)

!'To see this most simply, remember the Arrow—Pratt approximation by which the risk premium 7
is proportional to the variance of the risk, o2 :

1
T~ EO'ZA (Wo) B

where A is the coefficient of absolute risk aversion. If we reduce the size of the risk, this will affect
the risk premium as the square of the size of the risk because of the variance.
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we can write the first-order condition as
kuu' (wo) + Ey*u” (wo) o™ (k) =0,

that is
kpw w'(wo)  E(x) 1

CEytu’(wo)  var (x) A(wo)’

where A (wp) is the Arrow—Pratt coefficient of absolute risk aversion. The optimal
amount invested in the risky asset is proportional to the ratio between the mean and
the variance and inversely related to the absolute risk aversion. This is the well-
known result obtained in a dynamic framework by Samuelson (1969) and Merton
(1990): the optimal portfolio choice is multiplicatively separable in risk aversion
and the market price of risk.

o* (k) = “4)

3 Disappointment Aversion Preferences and Portfolio Choice

In this section we propose a behavioral approach to portfolio choice by adopting the
axiomatic theory of disappointment aversion (DA) of preferences of Gul (1997). We
start employing a basic model with only two states with outcomes z; and z,. The
reason why it is useful to use another name for the excess return will be clear in a
moment. Define the disappointment-averse expected utility V («) as

V(x) = pru(wo + @z1) + pau(wo + az2) — Bpa [V (@) —u (wo + @z2)], (5)

where z; > 0 > z,. The last term in the expression (5) captures the effect of the
disappointment. When the “bad” outcome z, occurs, the agent is disappointed, and
his expected utility is reduced by a term which is the product of the disappointment
aversion 8 and the expected disappointment. Note that when 8 = 0 this expression
reduces to the traditional expected utility.

Solving (5) for V («) yields

| 148
V - p— - . 6
(@) Pll+p2ﬁu(wo+a21)+P21+p2ﬁu(wo+0622) (6)

Notice that the DA implies that V' («) depends on the modified value of the original
probabilities p; and p». These probabilities, p; m and p; %, give more
weight to the unfavorable event and less weight to the favorable one. It is convenient

to rewrite the expression (6) as
V(o) = qiu(wo + az1) + qau (wo + @z2), 7
where

1

= p— and =1-—¢q;. 8
P11+p2ﬁ q2 q1 (8)

q1
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We shall call ¢; and g, disappointing probabilities. They coincide with the original
probabilities when 8 = 0.
The first-order condition for portfolio choice with DA expected utility is

V' (a}) = qrzi (wo + afz1) + gazau’ (wo + ajpz2) = 0, )

where a7, is the optimal portfolio choice. As before, to get an analytical solution, it
is helpful to calculate the first-order condition when aj, = 0

V' (0) = q1z1u’ (wo) + qaz2u’ (wo)
=u' (wo) Ep () =0,

where Ep (z) is the expected value of z computed using the disappointing proba-
bilities. Since the marginal utility of wealth is positive, the first-order condition is
satisfied if the adjusted expected value Ep (z) , is equal to zero. Using the definitions
in (8), this implies

Ep (z) = q1z21 + q222
_E (2) + p2z22B _o
1+ p2p

Thus, in order to have O‘/*D = (0, it must be
E (@) = —pxzf or Ep(zx) =0.

In contrast to the traditional portfolio model, the amount of wealth invested in the
risky asset is now equal to zero if and only if the expected excess return is equal to
the expected disappointment —p,z, > 0 times the disappointment aversion . So,
under DA it might be better not to invest in the risky asset even when the expected
return of the gamble is positive. As a final point, note that if disappointment aversion
is zero, then z reduces to x.

3.1 “Small” Risks and Disappointing Aversion

To find an analytical solution to the portfolio choice under DA preferences, we now
proceed as in the previous section. As before, we study the portfolio choice for small
risks. But now for “small risks” we mean that when k tends to zero the expected
excess return tends to —p,728 > 0, and not to zero as in the traditional portfolio
choice.

Thus, write the excess return as

z=ku+e,  where Ep(g) =0. (10)
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Note that the distribution of ¢ depends on § since the probabilities of the two states
(g1 and g5) now reflect disappointment aversion. When disappointment aversion is
equal to zero, however, ¢ coincides with y so that z = x.

As before, expanding the first-order condition (9) around k = 0 and using the
fact that z; (0) = &; implies a}, (0) = 0, we get (see Appendix 2 for the details)

pi’ (wo) + u” (wo) ey (0) (q167 + g263) = 0. (11)

Finally, using the approximation a7, (k) = a7}, (0) + kajj (0), we get the optimal
portfolio choice”
N Ep(z 1
ap (k) = ——— .
2O = ars @ A
It is interesting to compare the two solutions of the optimal shares in the two
alternative frameworks:

E (x) 1
var (x) A (wo)

Ep (2) 1
varp (z) A (wg)”

a* (k) =

and ap (k) = (12)
Inspecting the two formulas makes clear that they are equal when 8 = 0. Thus, the
DA preferences are one-parameter generalization of the preferences based on the
EU theory. From the previous conditions we can easily compute the share of wealth
invested in the risky asset

o (k) E(x) 1 oy () Ep@ 1
wo  var (x) R (wg)’ wo  varp (z) R (wo)’

where R (wp) is the coefficient of relative risk aversion.

3.2 An Example

To make clear the implication of our results for the portfolio choice, it can be of help
an example.

Assume that the utility function is CRRA, u (w) = Wll:;’ with 0 < y < o0, so
that the coefficient of relative risk aversion is y. Since it is reasonable to assume that
relative risk aversion is somewhere between 1 and 4, we set y = 2. To simplify, we

2 Notice that
Ep(@ =ku+Ep(e) =kp and varp(2) = qie] + ¢263

since
Ep(e) =qie1 +q262 =0
by the relationship (10).
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also normalize to one the final value of the wealth invested in the riskless asset, so
that wo = 1. Finally, assume that the deterministic component of the excess return
is u = 0.08.

To begin with, suppose that the distribution of the excess return is generated by
the following binomial process

y1 =0.1, y,=-0.1, with p; = p, =0.5.

Under EU and setting k = 0, we know that the optimal portfolio share of the risk
asset is zero, @™ = 0, because the risk premium is zero.

We now introduce a disappointment aversion degree equal to § = 1, a value con-
sistent with that of Tversky and Kahneman (1991). Then, under DA the probabilities
become

1 1 1+ 8
14 pab

@i1=pi——— =7 and g2 =p

_ 2
"I+ paB 3 3

Clearly, to have an optimal share of the risky security equal to zero under DA,
ie. af, = 0, we must change the outcomes in such a way that with these new
probabilities we have again a risk premium equal to zero. One way to do this is to
add the expected disappointment to the first outcome while leaving unchanged the
other:

P2
er=y1—PB—r2=02, &=y,
P1
where we named ¢ the new random variable thus created. Note once again that with
B = 0, the two random variables y and & coincide.
The excess return is now defined using ¢ and thus z:

z=ku +e.

Making use of this definition and setting k = 0, we get the following mean returns
under the two alternative assumption of EU and DA preferences

E(z)=E() =005 ad Ep(z)=Ep(e)=0,
whereas the variances are
var (z) = 0.0225 and varp (z) = 0.02.

Thus, for the two different preferences the optimal shares of the risky asset are

" E@ 1
aF =

1 Ep(z) 1 _0
var (z) y

=111 and «f @y
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Thus, if the mean of the excess return is equal to 0.05, the EU theory implies a
share greater than 110% of total wealth. On the contrary, we discover that under DA
preferences the share reduces to zero.

Assume now that k = 0.1. This small change affects expected returns

E () =ku+ E (¢) = 0.058

and
Ep () =ku+ Ep (¢) = 0.008

but does not affect the variances. In this case the shares are respectively
o =129, ap=02.

In short, the difference remains very large.’

4 Continuous Random Variables

Up to now we have assumed that agent faces a two-state random variable. This raises
the question whether the optimal decision found above also holds with continuous
random returns. We will now verify that this is true.

4.1 The Certainty Equivalent

Let’s assume that the uncertain return of the risky asset is a continuous random
variable. The disappointment-averse utility function (5) is now defined as

Vi) =Eu(w)]-p /_ [u(we) —uw)] f (2)dz, (13)

where for brevity we write w = wo + az and w, = wg + oz, is the certainty
equivalent. There is no substantial difference between this definition and the one we
gave in the two state model. Here, as before, the negative events are scaled down by
the factor . What really changes is what we mean with “negative” or disappointing
events.

3 If we solve numerically the first-order condition, we have for k = 0
a* =121, af =0,

whereas for k = 0.1
o =145 «af =0.207.

Comparing these results with those obtained in the text, it follows that the approximation works
well.
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Here disappointing states are those whose realization are below the certainty
equivalent. In the two states world there was no problem in defining which is the
bad state: it was simply that with the smallest payoff. With continuous random vari-
able disappointment arises when the realization is below the certainty equivalent,
which as we will see in a moment is itself an endogenous variable.

By definition, the certainty equivalent w, is the amount of wealth that would
leave the agent indifferent between that payoff and the lottery, that is

uwe) =V(a).

Substituting in (13), we have

wve) = E[u(w)] — / L Ove) —u W) f () d (14)

or

u(wc)={1+ﬁ/_:f(z>dz}_l{E[u(w)1+ﬂ/_:u(w>f(z>dz}. (1)

This utility function computes the value of the certainty equivalent when preferences
are characterized by DA. As before, when 8 = 0 the previous definition reduces to
the traditional expected utility. When 8 # 0, the same equation implicitly defines
the new probability distribution under DA. Indeed, expression (15) is equivalent to

fZ:OM(W)f(Z)dZ N A+B) [ uw) f()dz
1+ B[ f@dz 1+ B2 f)dz

u(we) = (16)

Comparing this last condition to the one of the binary model, i.e. (6), we can easily
check that the assumption of continuous random return does not affect the qualita-
tive results obtained earlier. In both models the DA assigns an higher weight § to
the unfavorable events, i.e. those with payoffs smaller than the certainty equivalent
we. The new probability distribution is given by

S (@)

iy TerrE R
fo (@@= (17)
1+8)f Q) ,
T, f a2 < Ze-

4.2 The Portfolio Choice

Note that the definition of the certainty equivalent w, in (15) depends on «. This has
two implications. On the one hand, we cannot compute the certainty equivalent w,
without knowing the optimal portfolio choice . On the other, the optimal o depends
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on the certainty equivalent w., which is unknown at the outset. This means that with
continuous distributions the optimal portfolio choice under DA is characterized by
the presence of two endogenous variables.

If w, were known, (13) could be solved for in the same way as in the stan-
dard expected utility framework. The only difference would be that for states below
we, the utility has to be scaled down by B. However, w, is itself a function of the
outcome of optimization (that is, w, is a function of ). Hence, we must solve simul-
taneously two equations to compute the optimal values of o and w.. One is given
by (14). The other by the first-order condition.

The DA investor’s problem can be solved by maximizing V' («) over o

maxV (o) = maxu (w¢)
o o
which from the definition of w, (15) implies4

Elz/ W]+ 8 /_ZC [z W)] f(2)dz=0 (18)

or by (17)
Ep (zu’ (w)) =0.

Hence, to get the optimal values for w, and o we must solve the system of equation
(15) and (18).

4.3 DA Preferences with Continuous Distributions and “Small”
Risks

As before, to find an analytical solution we assume that the excess return has the
form
z=kpu+e

so that when k tends to zero the optimal portfolio choice is equal to zero as well.
From our previous discussion we know that o7, = 0 implies that £ (¢) > 0 in such
a way that Ep (¢) = 0.

To determine this critical value in the case of continuous distributions, we focus
on the first-order condition for a}, = 0. Since this condition is a function of the
certainty equivalent w,, we have also to use (14). Setting to zero the portfolio choice,
we have

0 ymo + B [ [0l o] £ @z =utnn) + 8 [ w) £ @z

4 The derivation of the first-order condition is not so simple as it might appear because the certainty
equivalent w, also depends on the portfolio choice . See Appendix 3 for a formal derivation.
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which is obviously satisfied when w, = wy. That is, when ap = 0, the cer-
tainty equivalent coincides with wy, the final value of wealth invested in the risk-free
asset.

We now use this result in the first-order condition, (18). Taking into account that
we = w = wo + az with w, = wop, implies z. < 0, we set to 0 the upper limit of
the integral.

With this in mind, the first-order condition becomes

0
i (wo) E (2) + Bl (wo) / f @dz=0

or .
E(z)—i—ﬂ/ z2f(z2)dz=0 (19)
or also
o f (@ 0 S @
E = d 1
b (2) /0 Z1+,3f_ooof(z)dz z+( +l3)/—oozl+,3f_ooof(z)dz z
+00
:/ 2fp (2)dz =0,

where the distribution fp (z) is defined as before with z. = 0.
Assuming as above small risks and expanding the first-order condition around
k =0, we get

0 = EQeu (wot+aj, (0)¢)

+[;u/ (wotaj, (0) &) +eu” (wo + o (0) &) afy (0) p
+&2u” (wo + a3y (0) £) oy (0) }k
0
—i—ﬂ/ eu' (wo +ap (0) ) f (e)de
0
+,3|:/_ pu' (wo + ap (0) ) f (e)de

0
+/_ eu” (wo + o (0) &) af, (0) uf (e)de

oo

o

0
_|_/ e?u” (wo + o (0) &) afy (0) f () d8:|k} ,

where use has been made of the fact that z (0) = .
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Since a7, (0) = 0, the previous condition can be rewritten as

0 0
0 =u (wo) [E (e) + ﬂ/ sf (s)ds} + kpu' (wo) [1 + ,3/ ef (e) ds}
0
+ku" (wo) ay (0) |:E (2) + ,3/ 21 (¢) d£i|.

Notice that by (19) the first term on the right-hand side is zero. Thus, the first-order
condition simplifies to

E (82) +,3f_ooo 2 f(e)de

0=pu—A4 (0
e — A (wo) ap (0) L+ B of () de

which, given the distribution (17), becomes
0= p— A(wo) ey (0)varp (e), (20)

where as before varp (¢) is the variance of ¢, given the distribution fp.

To obtain an analytical solution in this set up, we use the same approximation
used above, i.e. @}, (k) = aF, (0) + kajy (0). Hence, the optimal portfolio choice
under DA and with continuous probability distributions is

" ku 1
0y = —————
D= Varp () A (wo)
ED (8) 1

"~ varp (g) A (wo)’
4.4 An Example

Let’s suppose the excess return follows a normal distribution. We will calibrate the
volatility of the distribution setting it equal to 15%. If as before 8 = 1, the solution
of the equation

0
E(8)+,3/_ ef (e)de =0

is £ (¢) &~ 0.041. This means that ¢ is characterized by the normal distribution
N ~ (0.041,0.0225) . Assume now that the utility function is Bernoullian, u (w) =
In (w). When k = 0, we get two different expected values for the two alternative
distributions

E(z) = E(e) =0.041, Ep(e) =0,

whereas the two variances are equal.
Using the same normalization as before for wy and the CRRA utility function
with a coefficient of relative risk aversion equal to 2, the optimal portfolio shares
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are respectively
o ~0.92, ap =0.

Suppose instead that & = 0.1 and & = 0.08, so that the new means are E (z) =
ku+ E (¢) = 0.049and Ep (x) = ki + Ep (¢) = 0.008. The optimal shares in
this case are’

o =1.098, of =0.177.

5 Conclusions

In this paper we have proposed a behavioral approach to portfolio choice by adopt-
ing the theory of disappointment aversion of Gul (1997). We have shown how
disappointment aversion affects the optimal portfolio choice when risk is small.
The analytical solution we found has a functional form very similar to the tradi-
tional result of Samuelson (1969) and Merton (1990): the optimal percentage of
wealth invested in the risky asset is equal to the product of the market price of
risk and the reciprocal of risk aversion. However, under DA the probabilities are
appropriately modified by disappointment aversion. These probabilities capture the
effect of disappointment: the outcomes below the certainty equivalent are weighted
more heavily than the outcomes above. In this perspective, any risk averse agent
will prefer to reduce the amount of risky asset held in the portfolio over the amount
predicted by the expected utility theory. This result allows to accommodate the puz-
zling prediction of the standard portfolio model where the proportion of the risky
asset is a rather large proportion of the financial portfolio.

The model presented above may appear narrow. It captures something about the
belief of the agent in a static context, but do not provide a prediction in a dynamic
framework. Our future aim is to extend this basic model to a dynamic context.

Appendix 1

This appendix contains the mathematical details for the portfolio choice and “small
risks” under EU. We first rewrite the first-order condition using the definition of
xtk)y=kp+y

E [x (k) u' (wo + o™ (k) x (k))] = 0, (21)

where we write x (k) to highlight that the excess return depends on .

3 Solving numerically the first-order condition, we have for k = 0
a* =09, of =0,

whereas for k = 0.1
a* = 1.066, az; = 0.18.

Comparing these results with those obtained in the text, it turns out again that the approximation
works very well.
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Using a Taylor expansion around the point k = 0, (21) can be written as

E{x(0)u' (wo + o™ (0) x (0)) + [t (wo + ™ (0) x (0))
+x (0)u” (wo + o (0) x (0)) o™ (0)
+ [x O u” (wo + * (0) x (0)) ™ (0)]k} =0
Since x (0) = y so that «* (0) = 0 (because E (y) = 0), the first-order condition

becomes
' (wo) + Ey*u’” (wo) a* (0) = 0

which is (3) in the text.

Appendix 2

This appendix contains the mathematical details for the portfolio choice and “small
risks” under DA. Expanding the first-order condition (9) around k = 0, we get

qi{z ()’ (wo + a2y (0) 21 (0)) + [’ (wo + ey (0) 21 (0))
+21 (0) u” (wo + oy (0) 21 (0) @y (0) i + [z (OF & (wo + ¢y (0) 21 (0)) &y (0)]k}
+q2{z2 (0) u (wo + a (0) 22 (0)) + [’ (wo + o (0) 22 (0))
+25 (0) u” (wo + a3y, (0) 22 (0)) @}y (0) it + [z2 0> u” (wo + a3 (0) 22 (0)) @}y (0)]k} = 0.

Since a7, (0) = 0 and z; (0) = &;, this reduces to

1 [ (w0) + 30 (o) (0]
s [ (w0) + 3 (o) ) (0)] = 0.

Finally, remembering that ¢; + ¢> = 1, the first-order condition can be further
simplified by letting

il (wo) + u” (wo) ey (0) (q163 + g263) =0

which is (11) in the text.

Appendix 3

This appendix contains the formal derivation of the first-order condition with DA.
The derivation is as follows. Start from the definition of V (&)

Efu(w)]+ B [ [uw)] f () dz.

Vi) = L1 B [ Qdz
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Ye=Wo e substitute in the

Taking into account that w = wgy + oz, so that z. =
upper limit of the integrals and rewrite V' («) as

we—wQ

V(@) = E[u(w)]+ﬂfv o [ f @) dz

1+B8 )¢ f(dz

The first-order condition is

av @ _ Elad o) — B (o) f o) + BT (@ W) f () dz
da D

u u d c
LEl) BT - e £ @) B @) =0, @)

WhereD—1+,3f f(z)dz

Noting that
DV (@ = Dutw) = Eluw]+5 [ * Wwonlf @dz
we can rewrite the expression (22) as follows
av @ _ ER o= BEE 0 we) f o) + B [l W] S ) dz
do D
u(;”)ﬂw‘ 2 o) =0,
which further simplifies to
T plw] [ [ f @dz=0.

which is the first-order condition (18) in the main text.
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A Simple Agent-based Financial Market Model:
Direct Interactions and Comparisons
of Trading Profits

Frank Westerhoff

1 Introduction

In the recent past, a number of interesting agent-based financial market models have
been proposed. These models successfully explain some important stylized facts of
financial markets, such as bubbles and crashes, fat tails for the distribution of returns
and volatility clustering. These models, reviewed, for instance, in Chen, Chang,
and Du (in press); Hommes (2006); LeBaron (2006); Lux (in press); Westerhoff
(2009), are based on the observation that financial market participants use different
heuristic trading rules to determine their speculative investment positions. Note that
survey studies by Frankel and Froot (1986); Menkhoff (1997); Menkhoff and Taylor
(2007); Taylor and Allen (1992) in fact reveal that market participants use technical
and fundamental analysis to assess financial markets. Agent-based financial market
models obviously have a strong empirical microfoundation.

Recall that technical analysis is a trading philosophy built on the assumption
that prices tend to move in trends (Murphy, 1999). By extrapolating price trends,
technical trading rules usually add a positive feedback to the dynamics of financial
markets, and thus may be destabilizing. Fundamental analysis is grounded on the
belief that asset prices return to their fundamental values in the long run (Graham
and Dodd, 1951). Buying undervalued and selling overvalued assets, as suggested
by these rules, apparently has a stabilizing impact on market dynamics. In most
agent-based financial market models, the relative importance of these trading strate-
gies varies over time. It is not difficult to imagine that changes in the composition of
applied trading rules - such as a major shift from fundamental to technical trading
rules - may have a marked impact on the dynamics of financial markets.

One goal of our paper is to provide a novel view on how financial market par-
ticipants may select their trading rules. We do this by recombining a number of
building blocks from three prominent agent-based financial market models. Let us
briefly recapitulate these models:
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e Brock and Hommes (1997, 1998) developed a framework in which (a continuum
of) financial market participants endogenously chooses between different trading
rules. The agents are boundedly rational in the sense that they tend to pick trad-
ing rules which have performed well in the recent past, thereby displaying some
kind of learning behavior. The performance of the trading rules may be measured
as a weighted average of past realized profits, and the relative importance of the
trading rules is derived via a discrete choice model. Contributions developed in
this manner are often analytically tractable. Moreover, numerical investigations
reveal that complex endogenous dynamics may emerge due to an ongoing evo-
Iutionary competition between trading rules. Note that in such a setting, agents
interact only indirectly with each other: their orders have an impact on the price
formation which, in turn, affects the performance of the trading rules and thus
the agents selection of rules. Put differently, an agent is not directly affected by
the actions of others.

e InKirman (1991, 1993), an influential opinion formation model with interactions
between a fixed number of agents was introduced. In Kirman’s model, agents
may hold one of two views. In each time step, two agents may meet at random,
and there is a fixed probability that one agent may convince the other agent to fol-
low his opinion. In addition, there is also a small probability that an agent changes
his opinion independently. A key finding of this model is that direct interactions
between heterogeneous agents may lead to substantial opinion swings. Applied
to a financial market setting, one may therefore observe periods where either
destabilizing technical traders or stabilizing fundamental traders drive the mar-
ket dynamics. Note that agents may change rules due to direct interactions with
other agents but the switching probabilities are independent of the performance
of the rules.

e The models of Lux (1995, 1998) and Lux and Marchesi (1999, 2000) also focus
on the case of a limited number of agents. Within this approach, an agent may
either be an optimistic or a pessimistic technical trader or a fundamental trader.
The probability that agents switch from having an optimistic technical attitude
to a pessimistic one (and vice versa) depends on the majority opinion among
the technical traders and the current price trend. For instance, if the majority of
technical traders are optimistic and if prices are going up, the probability that pes-
simistic technical traders turn into optimistic technical traders is relatively high.
The probability that technical traders (either being optimistic or pessimistic)
switch to fundamental trading (and vice versa) depends on the relative profitabil-
ity of the rules. However, a comparison of the performance of the trading rules
is modelled in an asymmetric manner. While the attractiveness of technical anal-
ysis depends on realized profits, the popularity of fundamental analysis is given
by expected future profit opportunities. This class of models is quite good at
replicating several universal features of asset price dynamics.

Each of these approaches has been extended in various interesting directions. There
are also alternative strands of research in which the dynamics of financial mar-
kets is driven, for instance, by nonlinear trading rules or wealth effects. For related
models see Chiarella (1992); Chiarella, Dieci, and Gardini (2002); Day and Huang
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(1990); de Grauwe and Grimaldi (2006); de Grauwe, Dewachter, and Embrechts
(1993); Farmer and Joshi (2002); Li and Rosser (2001, 2004); Rosser et al. (2003);
Westerhoff (2008); Westerhoff and Dieci (2006), among many others.

In this paper, we seek to recombine key ingredients of the three aforementioned
approaches to come up with a simple model that is able to match the stylized facts
of financial markets and that offers a novel perspective on how agents may be influ-
enced in selecting their trading rules. In our model, we consider direct interactions
between a fixed number of agents, as in Kirman approach. However, the switching
probabilities are not constant over time but depend on the recent performance of the
rules. To avoid asymmetric profit measures, as in the models of Lux and Marchesi,
we define a fitness function along the lines of the models of Brock and Hommes,
i.e., we approximate the fitness (attractiveness) of a rule by a weighted average of
current and past myopic profits. Replication of the dynamics of agent-based mod-
els is often a challenging undertaking, which is why these models are sometimes
regarded with skepticism. A second goal of our paper is thus to come up with a set-
ting for which replication of our results is rather uncomplicated, even, as we hope,
for the (interested) layman.

Our paper is organized as follows. In Sect. 2, we present our approach. In Sect. 3,
we show that our model may mimic some stylized facts of financial markets. We
also explore how a change in the number of agents and in the frequency of their
interactions affects the dynamics. In Sect. 4, we check the robustness of our results.
The last section offers some conclusions.

2 A Basic Model

Let us first preview the structure of our model. We assume that prices adjust with
respect to the current excess demand. The excess demand, in turn, depends on the
orders submitted by technical and fundamental traders. While technical traders base
their orders on a trend-extrapolation of past prices, fundamental traders place their
bets on mean reversion. The relative impact of these two trader types evolves over
time. We assume that agents regularly meet each other and talk about their past trad-
ing performance. As a result, traders may change their opinion and switch to a new
trading strategy. In particular, the time-varying switching probabilities depend on
the relative success of the rules. Numerical simulations will reveal that the fractions
of technical and fundamental trading rules evolve over time, which is exactly what
gives rise to interesting asset price dynamics. Now we are ready to turn to the details
of the model.

As in Farmer and Joshi (2002), the price adjustment is due to a simple log-linear
price impact function. Such a function describes the relation between the quantity of
an asset bought or sold in a given time interval and the price change caused by these
orders. Accordingly, the log of the price of the asset in period ¢ 4 1 is quoted as

Pipy=Pi+aWEDE + WED]) + o, (1)
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where a is a positive price adjustment coefficient, D¢ and D¥ stand for orders
generated by technical and fundamental trading rules, and W€ and W denote
the fractions of agents using these rules. Excess buying (selling) thus drives prices
up (down). Since our model only provides a simple representation of real financial
markets, we add a random term to (1). We assume that « is an IID normal random
variable with mean zero and constant standard deviation o*.

The goal of technical analysis is to exploit price trends (see Murphy (1999) for a
practical introduction). Since technical analysis typically suggests buying the asset
when prices increase, orders triggered by technical trading rules may be written as

DE = b(P, — Pi—1) + Bi. )

The first term of the right-hand side of (2) stands for transactions triggered by an
extrapolation of the current price trend. The reaction parameter is positive and cap-
tures how strongly the agents react to this price signal. The second term reflects
additional random orders to account for the large variety of technical trading rules.
As in (1) we assume that shocks are normally distributed, i.e., 8 is an IID normal
random variable with mean zero and constant standard deviation .

Fundamental analysis (see Graham and Dodd (1951) for a classical contribution)
presumes that prices may disconnect from fundamental values in the short run. In the
long run, however, prices are expected to converge towards their fundamental val-
ues. Since fundamental analysis suggests buying (selling) the asset when the price is
below (above) its fundamental value, orders generated by fundamental trading rules
may be formalized as

Df =c(F,—P)+y. 3)

where c is a positive reaction parameter and F is the log of the fundamental value.
Note that we assume that traders are able to compute the true fundamental value of
the asset. In order to allow for deviations from the strict application of this rule, we
include a random variable y in (3), where y is IID normally distributed with mean
zero and constant standard deviation o

For simplicity, the fundamental value is set constant, i.e.,

F, =0. “)

Alternatively, the evolution of the fundamental value may be modelled as a random
walk and we will do this later on. However, in order to show that the dynamics of
a financial market may not depend on fundamental shocks, we abstain from this for
the moment.

We furthermore assume that there are N traders in total. Let K be the number of
technical traders. We are then able to define the weight of technical traders as

we = 5)
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Similarly, the weight of fundamental traders is given as

N — K;
wlF=__" 6
t N (6)

Obviously, (5) and (6) imply that W, = 1 — W,C.

The number of technical and fundamental trades is determined as follows. As
in Kirman (1991, 1993), we assume that two traders meet at random in each time
step, and that the first trader will adopt the opinion of the other trader with a certain
probability (1—4§). In addition, there is a small probability € that a trader will change
his attitude independently. Contrary to Kirmans approach, however, the probability
that a trader converts another trader is asymmetric and depends on the current and
past myopic profitability of the rules (indicated by the fitness variables A€ and AF,
which we define in the sequel). Suppose that technical trading rules have generated
higher myopic profits than fundamental trading rules in the recent past. Then it
is more likely that a technical trader will convince a fundamental trader than vice
versa. Similarly, when fundamental trading rules are regarded as more profitable
than technical trading rules, the chances are higher that a fundamental trader will
successfully challenge a technical trader. Thus, we express the transition probability
of K as

Kioi 41 with probability p;t | = ¥=Ki=1 (s + (1= §F 7 K

K: = { K;—; — 1 with probability p;- , = £i= (S +(1—8)C7F Nk 1)’

Ki—1 with probability 1 — p* | — p~

(7)

where the probability that a fundamental trader is converted into an technical trader
is

0.5+ 1 for A > AF

(1 _ 8)F—>C
0.5— A otherwise

(8)

and the probability that a technical trader is converted into a fundamental trader is

0.5+ A otherwise
respectively.
Finally, we measure the fitness (attractiveness) of the trading rules as
= (exp[P:] — exp[Pi—1]) D, + dA[ . (10)
and
= (exp[P/] —exp[Pi-1]) D, + dA[,, (11)

respectively. Formulations (10) and (11) are as in Westerhoff and Dieci (2006)
which, in turn, were inspired by Brock and Hommes (1998). Note that the fitness



318 F. Westerhoff

of a trading rule depends on two components. First, the agents take into account the
most recent performance of the rules, indicated by the first terms of the right-hand
side. The timing we assume is as follows. Orders submitted in period # — 2 are exe-
cuted at the price stated in period  — 1. Whether or not these orders produce myopic
profits then depends on the realized price in period ¢. Second, the agents have a
memory. The memory parameter 0 < d < 1 measures how quickly current myopic
profits are discounted. For d = 0, agents obviously have no memory, while for
d = 1 they compute the fitness of a rule as the sum of all observed myopic profits.

3 Some Simulation Results

The dynamics of international financial markets display certain stylized facts (Cont,
2001; Lux and Ausloos, 2002; Mantegna and Stanley, 2000). These universal fea-
tures include (1) a random walk-like behavior of prices, (2) the sporadic appearance
of bubbles and crashes, (3) excess volatility, (4) fat tails of the distribution of returns,
and (5) volatility clustering. To be able to replicate these properties, we have selected
the following parameter setting:'

a=1,b=0.05c¢=002d =0.95¢=0.1,1=0.45 0% = 0.0025,
of =0.025, 07 = 0.0025.

In the remaining part of the paper, we explore the dynamics of the model for differ-
ent values of N. In particular, we increase N from 25 to 100 and to 500. In addition,
for the case N = 500 we consider that there is more than one direct interaction
between agents per trading time step.

3.1 Setting1: N = 25

In our first experiment, we assume that there are only N = 25 agents. Of course, in
real markets we usually observe a much larger number of traders. In the first step, it
can be assumed that these agents reflect the trading activities of larger trading insti-
tutions or of groups of agents who collectively behave in the same manner (think,
for instance, of group pressure). However, in the next subsections we increase the
number of agents.

The seven panels of Fig. 1 aim at illustrating what kind of dynamics our model
may produce for a limited number of speculators. In the top panel, we see the

!Interested readers should note that calibrating agent-based financial market models may be a
time-consuming and pain-staking trial and error process. Some initial progress in estimating such
models has recently been reported by Alfarano, Lux, and Wagner (2005); Boswijk, Hommes, and
Manzan (2007); Manzan and Westerhoff (2007); Westerhoff and Reitz (2003); Winker, Gilli, and
Jeleskovic (2007).
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Fig. 1 The panels show the evolution of log prices, the returns, the weights of technical analy-
sis, the distribution of the returns (the dotted line gives the corresponding normal distribution),
estimates of the tail index, and the autocorrelation coefficients of raw and absolute returns, respec-
tively. The simulation is based on 5,000 time steps and N = 25 traders. The remaining parameters

are specified in Sect. 3

development of log prices. As can be seen, prices move erratically around their
fundamental values. There are periods where prices are close to the fundamental
value but occasionally larger bubbles set in. A prominent example is given around
time step 4,000, where the distance between log prices and log fundamental values
is about 0.5, implying a substantial overvaluation of about 65%.
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In the second panel, returns, defined as log price changes, are plotted. Note that
extreme price changes are often larger than five percent, although the fundamental
value is fixed. A constant fundamental value naturally implies that the entire volatil-
ity should be regarded as excess volatility. The third panel depicts the evolution of
the weights of technical and fundamental trading strategies. As can be seen, there
is a permanent evolutionary competition between the rules. Neither technical nor
fundamental trading rules die out over time. We will come back to this soon.

In the two panels below, we characterize the distribution of the returns. Let us
start with the left-hand panel. The solid line represents the distribution of the returns
of our model, whereas the dotted line visualizes a normal distribution with identical
mean and standard deviation. A closer inspection reveals that the distribution of
returns of our financial market model has more probability mass in the center, less
probability mass in the shoulder parts and more probability mass in the tails than
the normal distribution. Estimates of the kurtosis support this view. However, the
kurtosis is an unreliable indicator of fat-tailedness.

For this reason, we plot estimates of the tail index in the right-hand panel, varying
the number of the largest observations from 0% to 10%. For this particular simula-
tion run we obtain a tail index of about 3.7 (using the largest 5% of the observations).
We found for other simulation runs that the tail index hovers around the range from
3.5 to 4.5, which may be slightly too high on average. Most tail indices estimated
from real financial data seem to range between 3 and 4, and are almost always
captured by the interval 2-5 (e.g., Lux 2009).

In the last two panels, we plot the autocorrelation functions for raw returns and
for absolute returns, respectively. Absence of significant autocorrelation between
raw returns suggests that prices advance in a random walk-like manner. Despite
the sporadic development of bubbles and crashes, it is thus hard to predict prices
within our model. However, the autocorrelation coefficients for absolute returns are
clearly significant and decay slowly. The autocorrelation coefficients are even pos-
itive for more than 100 lags. This is also in agreement with the second panel, and
is a clear sign of volatility clustering, as observed in many real financial markets.
From Fig. 1 we can also understand what is driving the dynamics of our model.
Comparing the second and the third panel reveals that periods where technical
analysis is rather popular are associated with higher volatility. Also, bubbles may
be triggered in these periods. The trend-extrapolating (and highly noisy) nature
of technical analysis has obviously a destabilizing impact on the dynamics. Note
that technical analysis is quite profitable during the course of a bubble. As a result,
more traders learn about this due to their interactions with other traders. Since tech-
nical analysis consequently gains in popularity, bubbles may possess some kind
of momentum. A major shift from technical to fundamental analysis may be wit-
nessed when a bubble collapses. A dominance of fundamental analysis then leads
to a period where prices are closer towards fundamental values and where volatility
is less dramatic.?

2 What causes the everlasting competition between the trading strategies? Since prices fluctuate
randomly it is hard for traders to make systematic and consistent long-run profits, i.e., the difference
in the fitness of the two competing rules oscillates somehow around zero, which, in turn, causes
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3.2 Setting 2: N = 100

Now we turn to the case with N = 100 traders. Figure 2 may be directly compared
with Fig. 1, since it is based on the same simulation design. The only difference is
that the number of traders is quadrupled. As indicated by the third panel, the pop-
ularity of the trading strategies now varies only very slowly over time. Therefore,
there are extremely long periods where one or the other trading strategy dominates
the market, which has some obvious consequences for the dynamics. For instance,
between time steps 1,500 and 2,700 the majority of traders rely on fundamental
analysis, and hence we find a period where prices are more or less in line with fun-
damental values and where absolute returns are rather low. Afterwards, technical
analysis gains in strength and for the next 2,000 time steps volatility is elevated.
Since the model is calibrated to daily data, 2,000 time steps correspond to a time
span of about 8 years. Although some stylized facts may still be replicated for
N = 100 agents, the dynamics of our model appears less convincing than before.
Apparently, to generate realistic dynamics, the popularity of technical and funda-
mental trading rules has to vary more quickly, at least from a technical point of
view. If there are only 25 traders, it may — in an extreme scenario — only take 25
time steps to accomplish a regime change from pure technical to pure fundamental
analysis (or vice versa). An increase in the number of agents naturally increases the
duration of such a complete regime switch. As seen in Fig. 2, regime changes may
take a very long time if the number of agents is equal to 100 (of course, internal
and external factors delay regime changes). In the next section, we try to show that
this is not directly a problem of setting the number of agents too high. To achieve
a reasonable fit of actual market dynamics with our model, the relation between the
number of agents and the number of direct interactions between them per trading
time step has to be within a certain range.

3.3 Setting 3: N = 500

Let us increase the number of agents up to N = 500. In addition, let us assume
that there is not only one direct interaction between the agents per trading time step
but that there are 20 contacts. Clearly, we now always run the interaction part of
the model 20 times before we iterate the trading part of the model. As a result,
the whole system may then again complete a full regime turn from pure funda-
mental to pure technical analysis (or the other way around) within 25 trading time
steps.

Figure 3 presents the results. The qualitative similarities between Figs. 1 and 3
are striking. We recover bubbles and crashes, excess volatility, fat tails for the dis-

repeated swings in opinion. Put differently, if one of the rules outperformed the other one, it would
also dominate the market. In addition, traders may change their opinion independently of market
circumstances.
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Fig. 2 The same simulation design as in Fig. 1, except that we now consider N = 100 agents

tribution of the returns, absence of autocorrelation for raw returns, and volatility
clustering, i.e., our model again mimics key stylized facts of financial markets
quite well.

Two further comments are required. Note first that periods of high volatility may
or may not be associated with bubbles and crashes. It may thus happen that prices
fluctuate wildly around fundamental values. We consider it interesting that there is
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Fig. 3 The same simulation design as in Fig. 1, except that we now consider N = 500 agents
and 20 direct interactions per trading time step

not a strict one-to-one relation between high volatility and bubble periods.® Finally,
although the model once again generates a distribution which deviates from the
normal distribution, in the sense that there is more probability mass in its tails, the

3 This implies that technical analysis may also outperform fundamental analysis in a non-bubble
period; otherwise its weight — which is mostly driven by the agent (imitative) learning behavior —
would not have increased.
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fat-tailedness could be stronger. For the underlying simulation run we compute a
tail index of 4.3. Other simulation runs generate indices between 3.5 and 4.5, as was
the case for N = 25 traders.

4 Robustness of the Dynamics

In this section, we test whether our results are robust. First, we explore the impact of
different random number sequences on the dynamics of our model. Next, we assume
that the fundamental value is not constant but follows a random walk. Finally,
we study the consequences of financial market crashes by introducing extreme
shocks both in fundamental values and in prices. However, instead of perform-
ing a larger and more sophisticated Monte Carlo study to check the robustness
of the dynamics of our model, we restrict ourselves to presenting and discussing
some additional simulation runs. The reason for doing this is that we strongly
believe in the strength of the human eye, which has a remarkable ability to iden-
tify both regularities and irregularities in time series. It is also instructive to inspect
single simulation runs. Phenomena such as bubbles and crashes or volatility out-
bursts are infrequent, irregular phenomena, and by measuring them with certain
statistics their true nature is at least partially lost. Nevertheless, we ascertained
that a more elaborate statistical analysis would also confirm the robustness of the
dynamics.*

4.1 Random Number Sequences

Let us start with the issue of different random number sequences. Figure 4 displays
four repetitions of the first three panels of Fig. 1. The only difference between Figs. 1
and 4 is that we have exchanged the seeds for the random variables. Note that all
simulation runs are characterized by an endogenous competition between the trading
rules. Volatility clustering is always visible, whereas bubbles and crashes may be
absent for longer time periods or may evolve on a smaller scale. However, and this is
one of the reasons why we should pay attention to these simulation runs, the panels
show us that even after a very long time period without significant mispricing the
next bubble may be just about to kick in. This warning may have a philosophical
attitude but, given the common sense of policy makers, it seems important to us to
note that even a stable period of, say, 10 years does not guarantee that the future will
also be stable. A major bull or bear market period may just be days away without
much forewarning.

4 Also modest changes in the parameter setting do not destroy the model ability to mimic actual
asset price dynamics reasonably well.
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Figure 5 extends the analysis for N = 100 traders. In all simulation runs we see
that the degree of volatility clustering is presumably exaggerated. The reason for
this is that swings in opinion take too much time. Finally, Fig. 6 demonstrates that
our model may generate realistic dynamics for a scenario with N = 500 agents and
20 direct interactions per trading time step.

4.2 Evolution of the Fundamental Value

So far, we have assumed that the fundamental value is constant. In the following, we
explore the dynamics of our model when the fundamental value follows a random
walk. To be precise, the log of the fundamental value now evolves as

Fr=F_1+n

12)
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The fundamental shocks 7 are normally distributed with mean zero and constant
standard deviation ¢”.

How do fundamental shocks change the dynamics of the model? It may be
surprising to see that the statistical properties of our dynamics are more or less inde-
pendent of (12), as is visible in the two scenarios depicted in Fig. 7. In the top three
panels, the standard deviation of the fundamental shocks is 67 = 0.0065 while in
the bottom three panels it is 67 = 0.013. Since the standard deviation of the returns
of Fig. 3 (with a constant fundamental value) is about 0.013, we thus assume in the
first (second) scenario that the fundamental shocks are half as volatile (as volatile)
as these returns. Apart from that, the simulation design remains as it was in Fig. 3,
i.e., there are 500 traders and 20 interactions per trading time step. We also rely on
the same random number sequences. Of course, due to the evolution of the funda-
mental value also the course of the price is affected, yet its statistical properties are
quite robust. Interestingly, the volatility is not amplified through the fundamental
shocks. For both scenarios we obtain volatility estimates which are close to 0.013.
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Fig. 6 Four repetitions of Fig. 3 using different random number streams

4.3 Financial Market Crashes

Finally, we investigate how the dynamics of our model reacts to extreme market
crashes. In the first three panels of Fig. 8, we assume that the log of the fundamental
value is 0 until time step 800 but then drops sharply to —0.5. Apparently, this cor-
responds to an extreme negative fundamental crash. Everything else is again as in
Fig. 3. The top panel reveals that also the price crashes, yet not as quickly. It takes
about 450 time steps (which corresponds to a time span of almost two years) before
prices have reached their fundamental value again. Afterward, prices fluctuate in a
similar way as in Fig. 3, expect that the price level is now shifted downwards. In
the bottom set of panels, we introduce a price crash, i.e., we hold the fundamental
value constant but set the price of period 800 equal to —0.5. After this (exogenous)
price crash, the market remains for some time strongly undervalued but then prices
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Fig. 7 The same simulation design as in Fig. 3, except that the fundamental value (given by the
gray line) now follows a random walk with a standard deviation of 0.0065 (top set of panels) and

0.013 (bottom set of panels)

recover and the dynamics become again comparable to the dynamics represented in
Fig.3. To sum up, both crash scenarios have a temporary impact on the dynamics.
In the long run, however, the model dynamics apparently digests such crashes and

then behaves as usual.
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Fig. 8 The same simulation design as in Fig. 3, except that the log of the fundamental value (the
log of the price) is set to —0.5 in the top set of panels (bottom set of panels) in period 800

5 Conclusions

The goal of this paper is to develop a simple agent-based financial market model
with direct interactions between the market participants. When the traders meet each
other within our model, they compare the past success of their trading rules. Should
an agent discover that his opponent uses a more profitable strategy, it is quite likely
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that he/she will change his/her strategy. Simulations reveal that such a setting may
incorporate a permanent evolutionary competition between the trading rules. For
instance, there may be periods where fundamental analysis dominates the markets.
Prices then fluctuate in the vicinity of their fundamental values. However, at some
point in time a major shift towards technical analysis may set in and the market
becomes unstable. Besides an increase in volatility, spectacular bubbles and crashes
may materialize.

Moreover, we have demonstrated that our model may generate realistic dynam-
ics for a lower or higher number of traders. However, in the latter case we have
to increase the number of interactions per trading time step. Otherwise the relative
importance of the trading rules is not flexible enough due to the assumed tandem
recruitment process. Of course, one could also consider increasing the number of
agents further, say, to 5,000 traders. Realistic dynamics may still be recovered
as long as the number of contacts between the agents per trading time step is
appropriately adjusted.

One interesting extension of the current setup may be to consider that (also) the
probability that an agent changes his opinion independently from social interactions
is state dependent. One could, for instance, assume that the probability to switch
from a technical to a fundamental attitude is relatively high if fundamental analysis
outperforms technical analysis. In this sense, the agents would then (also) display
some kind of individual economic reasoning behavior. Another worthwhile investi-
gation may be to consider different technical trading strategies instead of the simple
trend-continuation rule we have assumed in the present paper. How do the dynamics
look like if technical traders apply moving average rules with longer time windows?
Moreover, we consider only random meetings between agents in our model. It would
be interesting to see a setup in which agents have a social network. Interactions and
the resulting dynamics may, for instance, be studied for a simple lattice or more
complex network structures.

Finally, we would like to point out that, with a bit of experience, it is quite simple
to program our model. It should therefore be possible, even for interested laymen, to
reproduce the dynamics of our model. From a scientific point of view, replication of
results is important. Everything required for such an exercise is given in our paper.
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Global Bifurcations in a Three-Dimensional
Financial Model of Bull and Bear Interactions

Fabio Tramontana, Laura Gardini, Roberto Dieci, and Frank Westerhoff

1 Introduction

In a previous paper Tramontana et al. (2009), we developed a three-dimensional
discrete-time dynamic model in which two stock markets of two countries, say
H(ome) and A(broad), are linked via and with the foreign exchange market. The
latter is modelled in the sense of Day and Huang (1990), i.e. it is characterized by a
nonlinear interplay between technical traders (or chartists) and fundamental traders
(or fundamentalists). In the absence of connections, the foreign exchange market
is driven by the iteration of a one-dimensional cubic map, which has the potential
to produce a regime of alternating and unpredictable bubbles and crashes for suffi-
ciently large values of a key parameter, which captures the speculative behavior of
chartists. Such a dynamic feature, first observed and explained by Day and Huang
(1990) in their stylized model of financial market dynamics, can be understood with
the help of bifurcation analysis: an initial situation of bi-stability (two coexisting,
attracting non-fundamental steady states around an unstable fundamental equilib-
rium) evolves into coexistence of cycles or chaotic intervals within two disjoint bull
and bear regions, which eventually merge via a homoclinic bifurcation. By intro-
ducing connections between markets (i.e. by allowing stock market traders to be
active abroad), the endogenous fluctuations originating in one of the markets spread
throughout the whole three-dimensional system. It therefore becomes interesting to
investigate how the coupling of the markets affects the bull and bear dynamics of
the model. With regard to this, in Tramontana et al. (2009) we already performed a
thorough analytical and numerical study of two simplified lower-dimensional cases,
where connections are either totally absent (each market evolves according to an
independent one-dimensional map) or occur in one direction (a two-dimensional
system evolves independently of the third dynamic equation). Also a short analysis
of the stability of the equilibria of the three-dimensional model was there started,
arguing that the global (homoclinic) bifurcations may still be a characteristic of the
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dynamics. This investigation is precisely the object of the present paper. We shall
analyze the dynamic behavior of the complete three-dimensional model, following
the approach adopted in Tramontana et al. (2009), based mainly on the numeri-
cal and graphical detection of the relevant global bifurcations. Although analytical
conditions for such global bifurcation, mainly homoclinic bifurcations, are difficult
to be formalized, their existence and occurrence can be numerically detected. As
it is standard in the qualitative study of dynamic behaviors, the transverse cross-
ing between stable and unstable sets of unstable cycles, leading to homoclinic
trajectories, give numerical tools which may be considered as proofs in a given
numerical example.

The structure of the paper is as follows. In Sect. 2 we briefly describe the three-
dimensional model of interacting stock and foreign exchange markets. The main
results regarding the lower-dimensional subcases explored in Tramontana et al.
(2009) are summarized in Sect. 3. Section 4 deals with the dynamics of the complete
three-dimensional model by discussing, in particular, the steady state properties
and the existence of multiple equilibria (Sect.4.1), the homoclinic bifurcations of
the non-fundamental steady states (Sect.4.2) and of the fundamental equilibrium
(Sect.4.3), and the so-called final bifurcation (Sect.4.4). Section 5 concludes the

paper.

2 The Dynamic Model

This model describes the joint evolution of two stock markets (denoted as H and A),
denominated in different currencies, and the related foreign exchange market. While
the two stock prices (PtH and P,A, respectively) adjust over time depending on the
excess demand for stock generated by national and foreign fundamental traders, the
exchange rate! (S;) depends on the excess demand of currency H . The latter consists
of (i) demand for currency by heterogeneous speculators (technical and fundamen-
tal traders) who explicitly focus on the foreign exchange market and (ii) demand
for currency by stock market traders who invest abroad, who obviously buy/sell for-
eign currency to conduct stock market transactions. In the following, we denote as
FH_ F4 and FS the fundamental values of the two stock prices and the exchange
rate, respectively. Assuming, for the sake of simplicity, a linear price impact func-
tion, prices in the three markets jointly evolve according to the following laws of
motion:

PH =P +a" (DT + DFY), (1)

Pfy = PtA+aA(D1‘§:‘}+D}4}f), (2)

'Here we define the exchange rate as the price, expressed in currency A, of one unit of
currency H.
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PA
Ste1= St +d(PH DR — - D + DZ, + D). 3)

t
where a®, a4 and d are positive parameters, and where the demand terms appearing
on the right-hand sides of the above equations have the following definitions and

meaning:

. DII,!{'I =bH(FH —pH), b >0, is the demand? for stock H by the fundamen-
tal traders (or fundamentalists) from country H.

. DII,!";‘ =cH[(FH —PH)y+yH(FS - S,)],cf =0,y" > 0,is the demand for
stock H by the fundamental traders from country A.

. D}‘}“t‘ = bA(F 4_ PtA), b4 > 0, is the demand for stock A by the fundamental
traders from country A.

. D}‘;’I;I = cA[(FA - PA) + )/A(Fl—s - Slz)], ¢4 =0,y4 > 0, is the demand for
stock A by the fundamental traders from country H .

. Dg,t =e(S; — F%),e >0, and D;?-’t = f(FS—58;)3 f >0, are the demands
of currency H by chartists and fundamentalists, respectively, who enter spec-
ulative positions in the foreign exchange market. In particular, chartist demand
coefficient, e, turns out to be an important bifurcation parameter in our analysis.

The following additional comments about agents’ demands are useful:

(1) Fundamentalists seek to profit from mean reversion, so that they submit buy-
ing orders (positive demand) when the market is undervalued (the price is
below fundamental) and selling orders (negative demand) when the market is
overvalued.

(2) In addition, foreign fundamentalists may also benefit from exchange rate move-
ments, and therefore their demand function also includes a term that is depen-
dent on the observed mispricing in the foreign exchange market; in particular,
traders from H to A take into account the reciprocal values of the exchange
rate and its fundamental.

(3) In the foreign exchange market, chartists believe in the persistence of bull
markets or bear markets and therefore optimistically buy (pessimistically sell)
currency H as long as the exchange rate is high (low). Fundamentalists seek to
exploit misalignments using a nonlinear trading rule. As long as the exchange
rate is close to its fundamental value, fundamentalists are relatively cautious,
but the greater the mispricing, the more aggressive they become.

(4) Finally, P,H D }1 ‘;1 represents the demand for currency H generated by stock
market orders from A to H, and symmetrically PtAD}‘;I;I is the demand for

currency A generated by stock market orders from H to A: the latter is

2 The demand for stock is given in real units.
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converted into an amount of currency H of opposite sign, via the reciprocal
exchange rate SL
t

By specifying all of the demand terms in (1)—(3), we obtain a three-dimensional
dynamical system with the following structure
sz-il-l = GH(PtHs St),
Ser =G (P, S PP, )

P, = GA(St. PA).

In particular, for ¢ = ¢4 = 0 the structure of the system (4) simplifies into
three independent dynamic equations, Ptlil =GH (PtH ), Six1 = G5(S)), Pt“_lH =
GA(P,A), of which that for exchange rate S is nonlinear (of cubic type), whereas
the two stock prices PH and P4 evolve linearly. More interestingly, for ¢4 = 0 but
cH > 0 the system is of the type

PH =GH(PH. S,

Si+1=G5(PH,Sy), 5
Ptf—li-l = GA(PzA)s

that is to say, P4 decouples from the system, whereas P and S co-evolve in a two-
dimensional nonlinear dynamical system. Both such lower-dimensional subcases
were analyzed in detail in Tramontana et al. (2009). The main findings of such an
analysis are summarized in the following section.

3 Summaries of the 1D and 2D Models

In this section, we recall the main results regarding the simplified, lower-dimensional
subcases analyzed in Tramontana et al. (2009).

3.1 One-Dimensional Case

In the absence of interactions, ¢ =¢4=0, each market evolves as a one-dimensional

dynamical system. Stock markets are represented by simple linear equations and in
each of them the unique fundamental steady state is globally stable, at least for rea-
sonable values of the price and demand adjustment parameters. The law of motion
of the foreign exchange market is nonlinear, determined by iteration of a cubic map,
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with three fixed points: namely, two non-fundamental steady states, say Py and P;,
relative to each of the two unimodal branches of the cubic map, surrounding an
unstable fundamental steady state (O). The map is symmetric with respect to the
fundamental value, which is why the bifurcations involving P; and P, are synchro-
nized. The bifurcation analysis with respect to parameter e highlighted the route to
chaotic bull and bear dynamics of the model. The (synchronized) period-doubling
bifurcations of P; and P, followed by the usual cascade of flip bifurcations and
the homoclinic bifurcations of the two steady states, lead to the coexistence of two
symmetric intervals (around P; and P,, respectively), each characterized by chaotic
dynamics (in the sense of chaos of full measure on an interval). Due to the nonin-
vertibility of the map, within this range of values of parameter e the basins of the
two coexisting attractors have a disconnected structure, each being made up of an
infinite sequence of intervals which alternate on the real line with that of the com-
peting attractor. For higher values of parameter e, the two attractors and their basins
merge together via a homoclinic bifurcation of the fundamental steady state O.
After this point, the exchange rate dynamics, previously confined to below or above
the fundamental value, depending on the initial condition, wanders within a unique
chaotic interval around the fundamental steady state, alternating bull and bear mar-
ket episodes in an unpredictable manner. A final bifurcation then occurs when the
unique attractor touches the border between its basin and the basin of infinity, Boo,
after which the generic trajectory is divergent.

A crucial tool for the bifurcation analysis, strictly associated with the nonin-
vertibility of the map, is represented by the critical points (local extrema and their
iterates), which are at the boundary of chaotic intervals, and their contacts with the
unstable steady states.

3.2 Two-Dimensional Case

By introducing a partial connection between stock markets A and H (namely, by
allowing investors from country A to trade in country H ), the latter turns out to coe-
volve with the foreign exchange market (whereas market A is still decoupled from
the system). As a result, we have a system of two coupled equations, one linear
and one nonlinear. In particular, in the nonlinear equation for the exchange rate we
also have a feedback from stock market H, which makes the dynamics even more
intricate. One difference with the one-dimensional case is that now a unique steady
state exists for small values of e. Another difference is that the symmetry property
is lost. Apart from this, in the two-dimensional case we still observe the same mul-
tiple steady state structure (when e is large enough) and a similar sequence of local
and global bifurcations. More precisely, we highlighted the homoclinic bifurcations
that involve the saddle equilibria P; and P, first (albeit now in an asynchronous
manner) and then the fundamental equilibrium O. Due to this sequence of bifurca-
tions (also called interior and exterior crises in Grebogi et al. (1983), the system
has a transition across different dynamic scenarios: from coexisting attracting bull
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and bear chaotic regions, to the disappearance of one of them, to the merging of
the two regions into a unique wider chaotic area. The resulting dynamic outcome is
a coupled bull and bear market behavior of stock price H and the exchange rate,
which may switch across different regions of the two-dimensional phase space with
apparently random behavior. In all cases, the bifurcation mechanisms are basically
due to contacts® between invariant sets — such as stable manifolds of saddles — and
the boundary of chaotic attractors, the latter being made up of portions of critical
curves of the noninvertible two-dimensional map (see Mira et al., 1996). Finally,
also the bifurcation leading to the disappearance of the unique chaotic attractor is
similar to that of the one-dimensional case. Such a two-dimensional analysis has
been largely carried out with the help of numerical simulation and graphical visual-
ization. In particular, the tool of the critical curves has suggested how the basins of
attraction may acquire a disconnected structure.

4 Analysis of the 3D Model

In this section we deal with the complete three-dimensional model, mainly with
the help of numerical simulation. Our analysis will show that the dynamic phe-
nomena highlighted in Tramontana et al. (2009) also persist in the full model, and
can be detected and understood by extending the approach and techniques used in
the lower-dimensional cases to a three-dimensional setup. In particular, we are also
able in the full model to detect and explain the sequence of local and global bifur-
cations that determine the transition between different dynamic regimes: namely,
from a unique attracting fundamental equilibrium to coexistence of attracting non-
fundamental equilibria, to more complex coexisting attractors, up to the homoclinic
bifurcations which bring about a regime of bull and bear market fluctuations,
first established by Day and Huang (1990) in a one-dimensional setup, character-
ized by apparently random switches of prices across different regions of the phase
space.

In the full model, stock market traders from countries A and H are allowed
to trade in both markets, i.e. ¢ > 0 and ¢4 > 0. In this case, the two stock
prices and the exchange rate are all interdependent, and the model has the complete
structure (4). The system (4), expressed in deviations* from fundamental values,
x =(PH —FH) y = (S - FS)and z = (P4 — F4), is represented by a map
T : R® — R3 that takes the following form:

3 Following Mira et al. (1996) we call contact bifurcation any contact between two closed invariant
sets of different kinds. A contact bifurcation may have several different dynamic effects, depending
on the nature of the invariant sets.

4 Although we work with deviations, in all the following numerical experiments we have checked
that original prices never become negative.
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Xep1 = x; —afl [(BF + cH)x, + cHyHy,],

Vi1 =y —d| T (xe + FE)(x, + yH yy)

yi + FS FS(y: + F9)

(6)

Zt)_eyt +fyt31|’

Al A A A, A Yt
Z =Zr—da b +c%)z — ¢ —e————— |-
t+1 t |:( )l Y FS(yt+FS):|

The model is not tractable analytically. Apart from the fundamental fixed point,
say O = (0,0, 0), whose existence can be immediately checked, we cannot solve
explicitly for the coordinates of further possible non-fundamental equilibria, nor
can we obtain easily interpretable analytical conditions for their existence. A brief
discussion of the steady states is provided in the following subsection.

4.1 Fixed Points and Multistability

By imposing the fixed point condition to (6), we obtain the following system of
equations

(bH+cH)x+cHyHy=0, @)

H H H a2+ FA 0y Yy ) 3 _
¢ (x+F )(x+)/ )+c y—i—FS(V FSO 1 F5) z) ey+ fy° =0,
y (3)

b+ ct) -yt ———— =0. 9

( +c )z cy 5O 1 F5) 9)

We observe from (7) and (9) that any steady state must belong to both the plane
of equation:

- (10)
y=——5
qH
and the surface of equation
A y
2=q" ——<, 11
q o1 FS) (11
where Hon a
s Y P s
©ObH 4 H” A+ cHFST

This implies that when the steady state exchange rate is above the fundamental
value (y > 0), steady state price A is then above the fundamental value (z > 0),
whereas steady state price H is below the fundamental value (x < 0), and vice
versa. From now on, we will label the region y > 0, z > 0, x < 0 as the bull region
andregion y < 0,z < 0, x > 0 as the bear region. By substituting (10) and (11) into
(8), we are able to express condition (8) in terms of the steady state (deviation of)
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price H only, as follows:

x|: U (bHFH - %) + M(x)i| =0, (12)
(g™) q
where oS o 4 4
FSFA - F
M(x) = bAquAq x(q + )

(" FS —x)3

Therefore, besides the fundamental solution x = 0, further possible solutions
are the roots of the expression in square brackets in (12). Note that for ¢4 = 0, and
therefore g4 = 0 and M(x) = 0, the x-coordinates of further possible steady states
are the solutions of a quadratic equation, and their existence was discussed in detail
in Tramontana et al. (2009).

In contrast, if ¢4 > 0, it becomes impossible to solve (12) analytically. When
¢4 is small enough, we may expect a steady state structure qualitatively similar to
that of the two-dimensional subcase ¢4 = 0, with two further steady states initially
appearing simultaneously in the bull region, via saddle-node bifurcation.®

However, if ¢4 is large enough, as is the case of the following numerical exper-
iments, as we shall see, it is difficult to detect the appearance of further equilibria
and their initial location with respect to the fundamental. We remark that the ana-
Iytical investigation of the local stability properties of fundamental fixed point

O = (0,0,0) is also a difficult task. The Jacobian matrix evaluated at O is
given by
1 —afl(? 4 cH) —at iyt 0
AFA A dCAFA
H - H HpH, H | € v
J(O) : —dc" F 1—d|:c Fy +—(FS)3 ] s
atcAya o
0 (I.;‘—S)Z 1—a (b +c )
13)

and its eigenvalues (which are roots of a third-order polynomial) cannot be solved
for explicitly. Nor can we write down tractable analytical conditions for the eigen-
values to be smaller than one in modulus. We shall now study the local and
global bifurcations via numerical investigation, supported by our knowledge of
the model behavior in the simplified, two-dimensional case. In fact, as we shall
see, the analysis performed in Tramontana et al. (2009) provides important guide-
lines for understanding the dynamic phenomena occurring in this more complex
three-dimensional model.

With the parameter setting used in following numerical simulations (as well as
with other similar constellations of parameters) we do not observe the appearance
of the non-fundamental equilibria via saddle-node bifurcation. Instead, a pitchfork

5 Moreover, in this case, in which market A decouples from the system, (11) reduces to z = 0.
® This is also confirmed by numerical simulations.
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bifurcation of the fundamental steady state seems to occur, leading to the appearance
of two new stable equilibria, one in the bull region and one in the bear region, at
the same parameter value at which the fundamental becomes unstable.” The situ-
ation resulting from the local bifurcation of the fundamental steady state is in any
case qualitatively the same as for the two-dimensional subcase. That is, the phase
space is shared amongst the basins of attraction of two non-fundamental equilib-
ria, separated by the stable set of the (saddle) fundamental steady state. From now
on, the bifurcation sequences involving the two coexisting equilibria (or, more gen-
erally, the two coexisting attractors) follow paths similar to those observed in the
two-dimensional model, albeit involving stable and unstable manifolds in higher
dimensions. In this paper we confirm and strengthen almost all of the results of
the two-dimensional case, albeit via numerical simulations only. We shall describe
various kinds of homoclinic bifurcations, following the same scheme of the study
carried out in Tramontana et al. (2009).

Our base parameter selection is the following: al =041,b7 =0.11, ¢ =0.83,
FH —=4279, yH =0.3,d=0.35, f=0.7, FS =6.07 (which are the same param-
eters used in the simulations in Tramontana et al. (2009), enabling a direct com-
parison), a4 =0.43, b4 =0.21, ¢4 =0.9, y4 =0.36 and F4 =1.1. In order to
sufficiently distinguish the model from the two-dimensional case studied in Tra-
montana et al. (2009) (where ¢4 is zero), we have chosen a value of ¢4 that is
much further away from zero, and even higher than ¢ . Bifurcations similar to
those described below are observed with several other parameter constellations.
The numerical analysis performed in the Appendix shows that O loses stability
when one eigenvalue becomes equal to 1 at e >~ 0.125. We argue that this corre-
sponds to a pitchfork bifurcation, because we observe the simultaneous appearance
of two further equilibria, which we denote as P; (in the bear region) and P, (in
the bull region). Figure 1 shows the asymptotic dynamics in the three-dimensional
phase space for increasing values of e. We can see that the fundamental fixed point
is unstable and that two new stable fixed points exist. The stable fixed points are
located on opposite sides with respect to plane y =0 (i.e. S = FS), as shown in
Fig. 1a. Since only one eigenvalue of J(O) becomes larger than 1, while two other
eigenvalues are real and still smaller than one in absolute value, the fundamental
equilibrium is a saddle with a one-dimensional unstable manifold (made up of two
branches, connecting O with P; on one side and O with P, on the opposite side),
while the stable set W of the origin is a two-dimensional manifold, which sepa-
rates the two basins of attraction of the two coexisting fixed points. In other words,
the frontier of the basins of attraction of P; and P,, say B; and B,, respectively,
includes surface W.

Moreover, it is easy to see that divergent behavior is also possible, so that the
basin of divergent trajectories, Boo, also exists (and will be involved in the final
bifurcation, as we shall see below). The structure of the basins after the appearance

7 We remark that this is just numerical evidence, and we cannot exclude the existence of a sequence
similar to that described for the 2D model (i.e. a Saddle-Node bifurcation immediately followed
by a Transcritical), occurring in a very narrow range of parameter e.
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(a) (b)

(c) (d)

Fig.1 Coexisting attractors for increasing values of parameter e and other parameters according to
our base selection. In (a), e = 0.89, the attractors are two stable fixed points P; and P;.In (b),e =
2.43, there is coexistence of the stable fixed point P, and a stable 2-cycle. In (¢), e = 3.576,
one chaotic attractor (blue, in the bear region) consists of a unique piece (after the homoclinic
bifurcation of the fixed point P;) while the other chaotic attractor (red, in the bull region) is made
up of two disjoint pieces, on opposite sides with respect to the fixed point P,. In (d), e = 4.1841,
both have become one-piece attractors, and the light grey one approaches the stable set of the
fundamental fixed point in the origin. The boxes are centered in O and the range of all axes is
[—3,+3]

of the two new attractors is shown in Fig. 2, where a cross section of a plane through
the fundamental fixed point O = (0, 0, 0) is considered. The value of the parameter
ise = 0.89, as in Fig. 1a, and two attracting fixed points coexist. In the cross section,
the different grey tonalities belong to different basins of attractions. We denote in
grey the basin of the fixed point P; (in the bear region). The basin of fixed point P,
(in the bull region) is light grey, while points generating divergent trajectories, and
thus belonging to the basin B, are shown in dark grey.
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Fig. 2 Cross section along a plane through the fundamental fixed point O = (0, 0, 0). The value
of parameter is e = 0.89, as in Fig. 1a. The box is centered in O and the range of axes is [—3, 4-3]
for all state variables. In the cross section, different colors denote different basins of attractions.
Basin B of the fixed point P; is in grey, basin B, of the fixed point P, is in light grey, basin B
is in dark gray

As already conducted in Tramontana et al. (2009) of our study, we analyze the
sequence of bifurcations occurring when parameter e is increased. We first show
a bifurcation diagram of the asymptotic behavior of state variable y as a func-
tion of parameter e. The diagram (Fig. 3) highlights how a sequence of bifurcations
very similar to those observed in the two-dimensional case also occurs in the three-
dimensional case and, as expected, in an asynchronous manner (because in the full
model, as well as in the two-dimensional subcase studied in Tramontana et al., 2009,
there is no symmetry with respect to the origin). In Fig. 3a, the initial condition is
taken close to the fixed point P;, while in Fig. 3b the starting point is close to the
other fixed point P,. The global bifurcations first involve the attractor associated
with equilibrium P; (in blue) and then that associated with P, (in red).

4.2 Homoclinic Bifurcation of Equilibria P, and P,

As noted above, after their appearance, both locally stable fixed points undergo
a cascade of flip bifurcations (in an asynchronous manner), leading to chaos (see
Figs.3 and 1). In particular, in Fig. 1c we can see that the attracting set in the bull
region (in red) is still made up of two disjoint pieces, located on opposite sides with
respect to the unstable fixed point P,, while the second attractor, located in the bear
region (in blue), is already a one-piece chaotic attractor. Although we do not have
the coordinates of the unstable fixed points P, and P,, we can state that in this
case (Fig. 1c) fixed point P; is already homoclinic, at least on one side, because
it belongs to the invariant chaotic area (and it is probably located on its bound-
ary, as it occurs in the 2D model), while the fixed point P, is not yet homoclinic
(because it is not jet included in the chaotic area), although it will be involved later
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Fig. 3 Bifurcation diagrams of y vs. parameter e, ranging from 0 to 5.5. The range of e is sub-
divided into different intervals. In interval A the only attractor is the fundamental equilibrium O.
Its pitchfork bifurcation occurs at e >~ 0.125, after which two new stable equilibria appear. In
(a) the initial condition is close to the fixed point Py, in (b) it is close to P,. In interval B we
observe a complete route to chaos for each fixed point. The homoclinic bifurcation of P; occurs
at e(lBC) 2~ 3.56, which results in the one-piece chaotic attractor in light grey. The homoclinic
bifurcation of P, occurs at e(lBC) 2~ 3.6, leading to the one-piece chaotic attractor in dark grey.
In interval C there is coexistence of two one-piece chaotic attractors. The upper bound of interval
C corresponds to a homoclinic bifurcation of the origin. In (a) the light grey chaotic attractor dis-
appears at the first homoclinic bifurcation of the origin, which occurs at e(lc py = 4.185, so that

for any e in interval D (e(lc py < €< e(zD ) the unique attractor is the dark grey one. The second

homoclinic bifurcation of the origin occurs at e(ZD gy = 4.3 and leads to an explosion of the chaotic
attractor into a wider region (in grey). This unique chaotic attractor exists up to its final bifurcation
atey =~ 5.03
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(i.e. for larger e) in a homoclinic bifurcation, causing the reunion of the two pieces
of chaotic attractor around P,. Figure 1d indeed shows the situation existing after
both the first homoclinic bifurcations of equilibria P; and P, have occurred.

In the bifurcation diagram in Fig. 3 we plot the asymptotic behavior of the state
variable y, as e varies in the range [0, 5.5]. In the interval of values of e denoted by
A, the only attracting set is the fundamental equilibrium O. Its pitchfork bifurcation
occurs at e ~ 0.125, after which we have the appearance of two further stable
equilibria. In (a) the initial condition is taken close to the fixed point P;, while in
(b) it is taken close to the fixed point P,. The fixed points are stable up to their flip
bifurcation, which occurs for P; first, and then for P,. In the interval denoted by B
we observe the typical route to chaos for each fixed point, and the parameter values
e(lBC) and e(ZB c) are the homoclinic bifurcation values of P; and P, respectively,
at which the reunion of two pieces into one single chaotic attractor takes place.
In the proposed example, we first observe this bifurcation in the bear region, at

e(lBC) ~ 3.56 (leading to the one-piece chaotic attractor in blue), and then in the

bull region, at e(zB o= 3.6 (leading to the one-piece chaotic attractor in red).

The coexistence of two disjoint attractors in the bull and bear regions is coupled
with an increase of complexity in the structure of the related basins of attraction 5;
and B,. An example is shown in Fig.4: in (a) we show the two disjoint attractors
and in (b) a cross section through the origin shows the basins in different colors. By,
in pink, is the locus of initial points converging to the chaotic attractor in blue, and
B>, in orange, is the locus of points converging to the chaotic attractor in red, while
the gray points belong to basin Bs,. Note that the basins are now disconnected:
within the region that approximately coincides with basin B; of Fig. 2 there are now
also points belonging to basin B, and to Bo; at the same time, points belonging
to basin 3; and to B, are now located in the region previously belonging to basin
B, in Fig. 2. This phenomenon is again due to contact bifurcations of the basins of
attraction with critical sets (critical surfaces, in this three-dimensional case). That
is, denoting by J(x, y, z) the Jacobian matrix of the map (6) and by S C_; the locus

Fig. 4 Coexisting attractors at e = 4.1841. The boxes are centered in O and the range of axes
is [=3,+3]. In (b) a plane through the origin O is shown, along which different colors denote
different basins of attraction, as in Fig. 2
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of points defined by the equation det J(x,y,z) = 0, this set plays the same role
of the critical points x™"; and xﬁﬁ in the one-dimensional map corresponding to the
subcase ¢ = ¢4 = 0, and to the critical curve LC_; in the two-dimensional map
corresponding to ¢4 = 0, both analyzed in Tramontana et al. (2009). The image of
S'C_; under map 7T gives a surface, SC := T (SC—-y), which is responsible for the
contact bifurcations of the basins of attraction. In the 3D phase space this critical
surface S'C separates regions of points with a different number of rank-1 preimages.
When basin B; (or basin B,) touches the critical surface SC and then crosses it, a
portion of the basin, say H’, enters a region of the phase space whose points have a
higher number of preimages, thus leading to the appearance of new portions of the
basin. Such portions consist of the region (volume) 7~!(H’), located around the
critical surface SC_y, and of its further preimages.

4.3 Homoclinic Bifurcation of the Fundamental Equilibrium O

The coexistence of two attractors located in two disjoint bull and bear regions ends
at the first homoclinic bifurcation of the origin. The section of the basins of attrac-
tions in Fig.4b shows that the chaotic attractor in the bear region, colored blue, is
very close to the boundary of its basin 1. Moreover, we know that the frontier of
the two basins B; and B includes the two-dimensional stable set W, of the funda-
mental fixed point O, which is now a set with a complex structure. Thus, from the
closeness of the chaotic area to the origin we can argue that in the parameter situa-
tion shown in Fig. 4b we are already very close to this first homoclinic bifurcation
of the origin (while the second one is due to the other chaotic attractor, which is still
far from the origin).

At the fixed point itself the stable set W is a surface tangent to the plane gener-
ated by the eigenvectors associated with the two stable eigenvalues of the Jacobian
matrix J(O). A portion of this plane (tangent at the origin to the surface WJ) is
shown in Fig. 5, at e = 4.1841 (same parameter value as in Fig. 4). At this value the

Fig. 5 Coexisting attractors
for e = 4.1841 (as in Fig.4)
and a portion of the plane
through the origin O, tangent
to the stable set W)
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eigenvalues of the Jacobian matrix J(O) are given by & = 2.1725, & = —0.5341
and &3 = 0.5216. The eigenvectors associated with eigenvalues &, and &3 (less than
1 in modulus), say v, and v3, respectively, are given by

—0.6066 —0.2582
va=| —0.769 |, v3=| —0.2836
—0.2017 —0.9235

and the tangent plane is generated by these two vectors. We can see that in Fig. 5
the tangent plane is already crossed by the chaotic attractor in blue. This means that
we are not far from the parameter value at which a contact with surface Wj occurs.
Since one branch of the unstable set W, of the origin tends to the chaotic attractor,
the contact of the chaotic attractor with the stable set of the origin is also a contact
between the unstable set W, and the stable set W, leading to the first homoclinic
bifurcation of the fixed point O.

After the contact, the stable and unstable sets have infinitely many transverse
intersections. However, the chaotic set associated with the origin is not observ-
able in the asymptotic dynamics. In fact, as a result of this bifurcation we have
the disappearance of the chaotic attractor in the bear region. That is, the previ-
ous light grey chaotic attractor has now turned into a chaotic repeller, which also
includes homoclinic trajectories on one side of the origin. We recall that a contact
bifurcation causing the disappearance of a chaotic attractor always lives a chaotic
repeller in its place in the phase space. This chaotic repeller is formed by all the
unstable cycles previously existing in the chaotic set, and the related stable sets, or
insets (see Mira et al., 1996 for further details). Thus although in Fig. 6a we observe
only one attractor on one side of the stable set of the origin, we know that on the

(a) (b)

Fig. 6 (a) Unique chaotic set in the bull region, at e = 4.208, after the first homoclinic bifurcation
of the fundamental equilibrium O. (b) Unique chaotic set covering both the bull and bear regions,
at e = 4.761, after the second homoclinic bifurcation of the fundamental equilibrium O. Boxes
are centered in O and the range of axes is [—3, +3]
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other side a chaotic repeller exists, and its existence may be put in evidence when
a contact between the existing chaotic attractor and the origin occurs (at another
homoclinic bifurcation of the origin). We may observe the chaotic repeller via the
long chaotic transient of trajectories starting from initial conditions in the old B,
area: they remain in the old region for several iterations before converging to the
chaotic set in the bull area.

For this reason, the interval labelled C in Fig. 3a (where two one-piece chaotic
attractors coexist) ends with the first homoclinic bifurcation of the origin, which
occurs at elc py = 4.185, when the chaotic attractor in the bear region disappears
and the generic initial condition in that region then converges to the dark grey attrac-
tor, in the bull region. Similarly to the two-dimensional case, a range of values of
the parameter e exists such that the chaotic attractor located (approximately) in
the region S > FS (y > 0), colored dark grey, becomes the only attractor in the
phase space (see Fig. 6a). From the asymptotic behavior, shown in Fig. 6a, we can-
not observe the chaotic repeller, which we know exists. The chaotic repeller will
again be observable after the second homoclinic bifurcation of the origin, which
occurs at e(zD B = 4.3, leading to an explosion of the chaotic attractor into a wide
region of the phase space, as shown in Fig. 6b.

From Fig. 6a we can see that the tongues of the dark grey chaotic set increasingly
approach the fundamental fixed point, and thus we are very close to the second
homoclinic bifurcation of O. This bifurcation involves a contact between the branch
of W that converges to the chaotic attractor in the bull region and the surface
representing the stable set Wg. The result of this bifurcation is an explosion of
the chaotic set (which includes both the previous chaotic attractor and the previous
chaotic repeller), as shown in Fig. 6b.

This brings about a major change of the dynamics. Whatever the initial condi-
tion is (from either the bear or the bull region), the trajectory will wander in both
regions, jumping from one to the other after an unpredictable number of iterations.
An example of the resulting fluctuations of the state variables is given in Fig. 7.
The dynamics we obtain are much more intricate than those observed in Day and
Huang (1990). The reason for this is that there is a feedback process from the foreign
exchange markets on the stock markets and from the stock markets on the foreign
exchange market. The first feedback process generates endogenous dynamics in the
stock markets, where otherwise no dynamics would be observable.

The second feedback process may be interpreted as deterministic noise impacting
on the evolution of the exchange rate. Also, the three markets demonstrate excess
volatility and endogenous bubbles and crashes.

4.4 Final Bifurcation

After the above-described second homoclinic bifurcation of the origin, the region
of the phase space covered by the chaotic dynamics becomes wider as parameter e
increases. The oscillations of the trajectories increase in amplitude, and we approach
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Fig.7 Trajectories of the state variable x (deviation of stock price P from the fundamental price
FH), y (deviation of the exchange rate S from the fundamental exchange rate F 5, z (deviation of
stock price P4 from the fundamental price F4), obtained at e = 4.75

a catastrophic situation, after which trajectories will be mainly divergent. In Fig.3
this bifurcation is revealed by the existence of a unique attractor, colored grey, which
covers both chaotic regions and exists up to its final bifurcation at e y >~ 5.03. The
final bifurcation is again given (as in the one- and two-dimensional cases studied
in Tramontana et al., 2009) by a contact of the chaotic attractor with the frontier of
its basin of attraction. We recall (see Mira et al., 1996) that a contact between an
invariant set and the basin of divergent trajectories always leads to a final bifurca-
tion, because the invariant set will no longer exist after the contact, and almost all the
points whose trajectory was previously trapped into the invariant set will then have
divergent trajectories. In our example this is shown in Fig. 8 where, for a specific
value of e close to the final bifurcation, we represent the attractor in black and its
basin of attraction in light grey.® Dark gray points, as usual, denote points belonging

8 For a better visualization, the region of the three-dimensional phase space represented in Fig. 8
also includes a set of points that are not economically meaningful (the bottom part of the cube and
of the related sections), but the attractor and the contacts that give rise to the final bifurcation all
belong to the economically relevant zone.
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y=295

y=-14

Fig. 8 Chaotic attractor at e = 5.02 and four different sections of the three-dimensional phase
space through planes of equation y = k. The dark gray points belong to Boo, and thus generate
divergent trajectories; the light grey points belong to the basin of attraction of the attracting set (in
black). The bottom part of each section corresponds to initial conditions that have no economic
relevance (z < —F A), included only for better visualization of the basins. The contacts occur in
the meaningful region

to basin B Figure 8 shows four different sections with planes of equation y = k.
In the first hyperplane (at y = 3.8), the boundary between the light and dark gray
points is a simple line, and this section is still far from the chaotic attractor. In the
second cross section (at y = 2.95), the boundary has become more complex, and
the attractor is crossed: the section of attractor belonging to the plane, still inside
the light grey area, is close to the frontier, in the points indicated by an arrow. In the
third section (at y = 1), the attractor again appears a long distance from the border
of the basin. Finally, the last section (at y = —1.4) again suggests that a portion of
the attractor is close to the frontier, in the points indicated by the arrow.

The contact between two invariant sets of different nature (the chaotic attractor
and the frontier of its basin) leads to the final bifurcation, which will leave a chaotic
repeller instead of the chaotic attractor. That is, after this final bifurcation the model
is no longer meaningful, as the generic trajectory in the phase space is a divergent
trajectory (maybe after a long chaotic transient). The chaotic repeller survives in a
set of zero measure, almost inaccessible, and includes all of the unstable fixed points
and cycles, as well as all of their stable sets.



Global Bifurcations and Bull and Bear Interactions 351

5 Conclusions

In this paper we have furthered the study of a dynamic model started in Tramontana
et al. (2009), where two stock markets are linked with each other due to the trad-
ing activity of foreign investors. Connections occur through the foreign exchange
market, where demand for currencies, and consequent exchange rate adjustments,
are generated partly by international stock market transactions and partly by the
trading activity of heterogeneous foreign exchange speculators. The model results
in a three-dimensional nonlinear dynamical system, which is able to generate the
typical bull and bear dynamic behavior already detected and discussed by Day
and Huang (1990) in a one-dimensional financial market model with fundamen-
talists and chartists. The previous study was mainly devoted to the derivation of
the model and a thorough analysis of its dynamic behavior in simplified one- and
two-dimensional cases, corresponding to situations in which the three markets are
at least partially disconnected, due to restrictions to the trading activity of foreign
investors.

This present paper is focused on the dynamic behavior of the complete three-
dimensional model. We have presented a study of the full model carried out mainly
by numerical simulation and graphical visualization, suitable to reveal contact bifur-
cations between invariant sets of different nature. Following the road map provided
by the analysis performed in Tramontana et al. (2009), and taking advantage of
the techniques employed in the 1D and 2D cases, we have seen that the homo-
clinic bifurcations also occur in this complete model. Thus, as expected, also in
the 3D case it turns out that the typical bull and bear dynamics — with seemingly
random switches of stock prices and exchange rates across different regions of the
phase space — result from a sequence of global bifurcations involving both the non-
fundamental steady states and the fundamental equilibrium of the model. Our results
thus extend such dynamic mechanisms, which provide a simplified yet intrigu-
ing explanation for the emergence of bubbles and crashes in financial markets, to
higher-dimensional setups.

Appendix

Given the parameters selection used in this work (i.e. al = 041, b7 = 0.11,
c? =083, FH =4279,y# =03,d =035, f =0.7, FS =6.07,a4 = 0.43,
b4 =0.21,c¢4 =0.9,y4 = 0.36, F4 = 1.1), from (13) the Jacobian matrix of the
three-dimensional map evaluated at the fixed point O = (0, 0, 0) becomes

0.6146 —0.10209 0
J(O) : | 1.2430495 0.6265274 + 0.35¢ 0.057084
0 0.003781256  0.05227
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so that we look for the necessary and sufficient conditions for O to have all the
eigenvalues less than one in modulus, roots of the characteristic polynomial

A+ AN+ A+ A3 =0,

where
Ay = —1.7638 — 0.35e¢,

Az = 0.9067 4 0.398055e,
Az = —0.1348 — 0.1124e.

Following Farebrother (1973) the eigenvalues of the polynomial given above have
to satisfy the following conditions (equivalent conditions can be found in Gandolfo,
1980, Yury’s conditions in Elaydi, 1970 and Okuguchi and Irie, 1990):

(i) 14+ A1+ Ax+ A3 >0,
(ll) 1—A1 + A, — A3 >0,
(ii) 1= Ay + Ay As — (A3)2 > 0,
(iv) Ay < 3.

In our case condition (7) is satisfied for e < 0.125 (approximate value). Condition
(ii) becomes 3.8053 4 0.8605¢ > 0 and is obviously satisfied for positive values
of e. Condition (i i) is satisfied for e < 3.3096 and e > 3.54, while condition (i v)
is satisfied for e < 5.258821. Starting from values of the parameter e positive and
close to 0 and increasing its value, the first condition which is violated is (i), so that
e = 0.125 is the bifurcation value at which the fixed point loses stability.
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A Framework for CAPM with Heterogeneous
Beliefs

Carl Chiarella, Roberto Dieci, and Xue-Zhong He

1 Introduction

The Sharpe-Lintner—-Mossin (Sharpe 1964; Lintner 1965; Mossin 1966) Capital
Asset Pricing Model (CAPM) plays a central role in modern finance theory. It
is founded on the paradigm of homogeneous beliefs and a rational representative
agent. However, from a theoretical perspective this paradigm has been criticized on a
number of grounds, in particular concerning its extreme assumptions about homoge-
neous beliefs, information about the economic environment, and the computational
ability on the part of the rational representative economic agent.

The impact of heterogeneous beliefs among investors on the market equilibrium
price has been an important focus in the CAPM literature. A number of models with
investors who have heterogeneous beliefs have been previously studied.! A common
finding in this strand of research is that heterogeneous beliefs can affect aggregate
market returns. However, the question remains as to how exactly does heterogeneity
affect the market risk of risky assets? In much of this earlier work, the heterogeneous
beliefs reflect either differences of opinion among the investors? or differences in
information upon which investors are trying to learn by using some Bayesian updat-
ing rule.® Heterogeneity has been investigated in the context of either CAPM-like
mean-variance models (for instance, Lintner 1969; Miller 1977; Williams 1977; and
Mayshar 1982) or Arrow—Debreu contingent claims models (as in Varian 1985; Abel
1989; 2002; and Calvet et al. 2004).

! See, for example, Lintner (1969), Williams (1977), Huang and Litzenberger (1988), Abel (1989),
Detemple and Murthy (1994), Zapatero (1998) and Basak (2000).

2 See, for example, Lintner (1969), Miller (1977), Mayshar (1982), Varian (1985), Abel (1989,
2002) and Cecchetti et al. (2000).

3 Typical studies include Williams (1977), Detemple and Murthy (1994) and Zapatero (1998).
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In most of the cited literature, the impact of heterogeneous beliefs is studied
for the case of a portfolio of one risky asset and one risk-free asset (for example,
Abel 1989; Detemple and Murthy 1994; Zapatero 1998; Basak 2000; and John-
son 2004). In those papers that consider a portfolio of many risky assets and one
risk-free asset, investors are assumed to be heterogeneous in their risk preferences
and expected payoffs or returns of the risky assets (such as Williams 1977 and
Varian 1985), but not in their estimates of variances and covariances. The only
exception seems to have been the early contribution of Lintner (1969) in which
heterogeneity in both means and variances/covariances is investigated in a mean-
variance portfolio context. As suggested by the empirical study of Chan et al.
(1999), while future variances and covariances are more easily predictable than
expected future returns, the difficulties in doing so should not be understated. These
authors argue that “while optimization (based on historical estimates of variances
and covariances) leads to a reduction in volatility, the problem of forecasting covari-
ance poses a challenge”. Therefore, a theoretical understanding of the impact of
heterogeneous beliefs in variances and covariances on equilibrium prices, volatil-
ity and asset betas is very important for a proper development of asset pricing
theory.

Different from the above literature, various heterogeneous agent models (HAMs)
have been developed to characterize the dynamics of financial asset prices result-
ing from the interaction of heterogeneous agents with different attitudes towards
risk and different expectations about the future evolution of asset prices. One of
the key elements of this literature is the expectations feedback mechanism, see
Brock and Hommes (1997, 1998). We refer the reader to Hommes (2006), LeBaron
(2006) and Chiarella et al. (2009) for surveys of recent literature on HAMs. This
framework has successfully explained various types of market behaviour, such as
the long-term swing of market prices from the fundamental price, asset bubbles
and market crashes. It also shows a potential to characterize and explain the styl-
ized facts (for example, Chiarella et al. 2006b; Gaunersdorfer and Hommes 2007;
and Farmer et al. 2004) and various kinds of power law behaviour (for instance,
Lux 2004; Alfarano et al. 2005; and He and Li 2007) observed in financial markets.
However, most of the HAMs analyzed in the literature involve a financial market
with only one risky asset* and are not in the context of the CAPM. In markets
with many risky assets and heterogeneous investors, the impact of heterogeneity on
the market equilibrium and standard portfolio theory remains a largely unexplored
issue.

This paper is largely motivated by a re-reading of Lintner’s early work and recent
development in the HAMs literature, in particular, our recent work Chiarella et al.
(2006a). Although Lintner’s earlier contribution discusses how to aggregate het-
erogeneous beliefs, the impact of heterogeneity on the market equilibrium price,
risk premia and CAPM within the mean-variance framework has not been fully

4Except for some recent contributions by Westerhoff (2004), Chiarella et al. (2005, 2007) and
Westerhoff and Dieci (2006) showing that complex price dynamics may also result within a multi-
asset market framework.
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explored. The main obstacle in dealing with heterogeneity is the complexity and
heavy notation involved when the number of assets and the dimension of the het-
erogeneity increase. It might be this notational obstacle that makes the paper of
Lintner hard to follow, and renders rather complicated the analysis of the impact
of heterogeneity on market equilibrium prices. In this paper, we reconsider the
derivation of the traditional CAPM in a discrete time setting for a portfolio of
one risk-free asset and many risky assets and provide a simple framework that
incorporates heterogeneous beliefs. In contrast to the standard setting we consider
heterogeneous agents whose expectations of asset returns are based on statisti-
cal properties of past returns and so induce expectations feedback. Different from
Chiarella et al. (2006a) where beliefs are formed in terms of the payoff, we
assume that agents form their demands based upon heterogeneous beliefs about
conditional means and covariances of the risky asset returns. The market clearing
prices are determined under a Walrasian auctioneer scenario. In this framework
we first construct a “consensus” belief (with respect to the means and covari-
ances of the risky asset returns) to represent the aggregate market belief and
derive a heterogeneous CAPM which relates aggregate excess return on risky
assets with aggregate excess return on the aggregate market wealth via an aggre-
gate beta coefficient for risky assets. We then extend the analysis to a repeated
one-period set up and establish a framework for a dynamic CAPM using a “mar-
ket fraction” model in which agents are grouped according to their beliefs. We
obtain an exact relation between heterogeneous beliefs and the market equilibrium
returns and the ex-ante beta-coefficients. The framework developed here could be
used for further study of the complicated impact of heterogeneity on the market
equilibrium.

The paper is organized as follows. Section 2 derives equilibrium CAPM-like
relationships for asset returns in the case of heterogeneous beliefs and relates a
“consensus” belief about the expected excess return on each risky asset to a “con-
sensus” belief about expected market return, via aggregate beta coefficients. There
follows a discussion about the wealth dynamics and the beta coefficients, and how
they relate to the heterogeneous beliefs about the returns on the risky assets. Finally
this section also considers explicitly the supply of the risky securities, and derives
equilibrium prices, and relates the aggregate beta coefficients to the market equi-
librium prices. Section 3 extends the analysis to a repeated one-period set up and
obtains a dynamic, “market fraction” multi-asset framework with heterogeneous
groups of agents, which generalizes earlier contributions by Brock and Hommes
(1998) and Chiarella and He (2001, 2002), and highlights how the aggregate ex-
ante beta coefficients may vary over time once agents’ beliefs are assumed to be
updated dynamically at each time step as a function of past realized returns. The
framework is different from that of Chiarella et al. (2007), which uses a mar-
ket maker mechanism to arrive at the market price, as here we use the Walrasian
auctioneer scenario. Section 4 concludes and suggests some directions for future
research.
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2 The CAPM with Heterogeneous Beliefs

The present section generalizes the derivation of the CAPM relationships, as car-
ried out for instance by Huang and Litzenberger (1988, Sect.4.15), to the case of
investors with heterogeneous beliefs about asset returns. Some of the ideas con-
tained in the present section are adapted from Lintner (1969), where aggregation of
individual assessments about future payoffs is performed in a mean-variance frame-
work. However, different from Lintner (1969), the aggregation is explicitly given
by constructing a consensus belief, which greatly facilitates the establishment of the
CAPM with heterogeneous beliefs.

Consider an economy with many agents who invest in portfolios consisting of
a riskless asset and N risky assets with N > 1. Let ry be the risk free rate of
the riskless asset and 7; be the rate of return of risky asset j, j = 1,2,..., N.
Following the standard CAPM setup, we assume that the returns of the risky assets
are multivariate (conditionally) normally distributed and the utility function u; (x)
of agent i is twice differentiable, concave and strictly increasing, i = 1,2,...,1.
Let Woi be the initial wealth of agent i and w;; be the wealth proportion of agent i
invested in asset j. Then the end-of-period wealth, W;, of agent i is given by

N
VVi:Wg 1+rf+Zw,~j(Fj—rf) . (1)
=1

Following Huang-Litzenberger (Sect. 4.15), the maximization of the expected util-
ity of the portfolio wealth of agent i is characterized by the first order condition:

E; [u;(W)] E; [F; — rf] = —E; [u] (Wy)] Covi(Wi. 7)) )

forany j = 1,2,..., N, where E;(-) is the conditional mean and Cov;(:,-) is the
conditional covariance of agent i, characterizing the heterogeneity of the agents in
their beliefs. By defining the global absolute risk aversion of agent i

6 = —E; [u (W)]

E; [M;(WJ] ’
condition (2) becomes
07 E; [F; —rs] = Covi(W;: 7)),  j=1,2,...,N. 3)
Note that by its definition in (1)
N

Covi(l/’l\;},?j) = Wé Zw,-kCov,- (Fk,f‘j).
k=1
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It follows that the conditions (3) can be rewritten with vector notation as

07 (Ei[f] —rpl) = W Riw;, (4)
where F = [F1,72,....7x] ", 1 =[1,1,...,1]T e RN, w; = [wi1,wiz,...,win]",
Q= [Gisjk]NxN’j’k =1,2,...,N,and 0; jx := Cov; (Fj,fk),i =1,...,1.
We assume that the ; (i = 1,2, ..., ) are positive definite and thus invertible. It

follows from (4) that the optimal portfolio w; of agent i is given by’

1
wi = — 077 (Ei[f] —rsl). (5)
WO

Let Wio = Z;‘I=1 W{ be the total wealth in the economy and w, be the propor-
tions of the total wealth in the economy invested in the risky assets. The market is
in equilibrium when the condition

1
WinoWa = Y Wow; 6)

i=1

is satisfied.® Let W, represent the random end-of-period wealth in the economy.
Similarly to Huang and Litzenberger (1988, Sect. 4.15), we define the rate of return
T'm on the aggregate market wealth as the one which satisfies

1
Win = Wi = Wo(l + ). (7

i=1

Substituting (1) into the right hand side of the first equality of (7) and performing
some algebraic manipulations we find that 7, can also be rewritten in terms of
aggregate wealth proportions as

Fm=rr+w, (F—rs1). (8)
Then we have the following result when the market is in equilibrium.

Proposition 1 Let ® = (Zil=1 Qi_l)_l. Define a consensus belief in the covariance
matrix and the expected return vector, respectively, as

3 The optimal portfolio w; of agent i is only implicitly defined by (5), because in general §; =
0; (w;) will depend on w;. Nevertheless, at this stage we are interested in equilibrium relationships
involving aggregate beliefs, which do not require w; to be made explicit.

% The condition (6) is in monetary units, it can also be expressed as aggregate demand (in quantity
terms) for risky assets equals aggregate supply (also quantity terms) on dividing throughout by the
equilibrium price.



358 C. Chiarella et al.

1 -1
Q, = (@Z@;lsz;l) , 9)

i=1
1
Eq[f] = 02, ) 67'Q7 Eif]. (10)
i=1
Then, when the market is in equilibrium:

(1) The vector of proportions W, of the total wealth in the economy invested in the
risky assets is given by

1

" 0@, (E.[F] —rr1). (11)

W, =

(2) The expected return on the aggregate market wealth

Eq(Fm) =15 + OWno0y . (12)
where
O m = Wi RaWa (13)
is the variance of the aggregate market wealth return.
(3) The expected returns of the risky assets satisfy
Eolf] —rfl = B (Eq(Fm) — T5), (14)

where

1
Ba=(arBaz- Pam)' = - RaWa  fa;j = 0ajm/0gm (15

a,m
Proof. See the appendix

Note that the existence of the consensus covariance matrix 2, follows from
the fact that, in (9), Slgl is a convex combination of positive definite matrices
Sli_l, which implies that SZ;I is also positive definite, and therefore nonsingu-
lar. Note also that when the consensus belief is replaced with the objective and
homogeneous belief, Proposition 1 results in the standard CAPM. When agents
have heterogeneous beliefs, the consensus beliefs defined in Proposition 1 provides
an explicit way to aggregate the heterogeneous beliefs, under which the standard
CAPM-like relation (14) holds under the heterogeneous beliefs. Note that @ W,
can be interpreted as the aggregate relative risk aversion of the economy in equi-
librium. In particular, when 8; = 6y fori = 1,2,...,1, we have ® = 6,/ and
OWno = 6o(Wimo/ 1), measuring the relative risk aversion of an agent at the aver-
age wealth level. The market equilibrium condition (6) allows a non-zero supply of
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the riskless asset in the economy. If a zero net supply of the riskless asset is assumed
when the market is in equilibrium, we then obtain the following corollary.

Corollary 1 In market equilibrium, if the riskless asset is in zero net supply in the
economy, then the risk-free rate r r is given by

_ 1T Ey[F] — OWino
1me 11 '

ry (16)

In this case the return T, on the aggregate market wealth becomes the return on
the market portfolio of the risky assets, and the variance O’im becomes the variance
of the market portfolio of the risky assets.

Proof. Tt follows from lTwa = 1 and (11) in Proposition 1 that
OWpmo = 1T Q1 (E,L[F] — 7 f1). (17)
Solving for r ¢ leads to the result.

Corollary 1 shows that the equilibrium risk-free rate r s is determined endoge-
nously when the riskless asset is in zero net supply in the economy. It in fact depends
on the aggregate relative risk aversion coefficient ® W,,,o and the consensus beliefs
in the expected return and the variance-covariance matrix of the risky assets.

In order to understand the impact of the market wealth on the risk premia and
beta coefficients of the risky assets, we provide the following result.

Corollary 2 In market equilibrium, the expected return of the economy is given by

. 1 . - .
Ea(Fn) = 11 + g (Ealf] = ry D@ (Ealf] - rfD. (18)

the variance is given by

2 _ 1 < To-1 -
%t = ey BalFl = 7y DT 95 (Ealf] = 1D, 19

and the beta coefficients can be rewritten as

_ ®Wm0
 (Ealf] = rp ) TR (EalF] — r£1)

Ba (Eq[F] —rpl). (20)

Proof. In market equilibrium, (18) follows from (11) and the result E, (7n) = r ¢ +
w;r(Ea [F] — r£1) [see (37) of the appendix]; (19) follows from and (11) and (13);
and (20) follows from (11), (15) and (19).

Corollary 2 expresses the equilibrium relationships where the riskless asset is
not necessarily in zero net supply. If the riskless asset is in zero net supply the
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equilibrium relationships turn out to be explicitly independent of the total wealth in
the economy.

Corollary 3 If the riskless asset is in zero net supply in the economy, then the
expected return of the market portfolio of the risky assets is given by

(Ealf] = rs D) TR (Ealf] = 1)

Eq(Fm) =rf + - . , (2D
1TQ N (E [F] —rs1)
the variance of the market portfolio of the risky assets is given by
g2 = Ealfl—rsDTR (Ealf] —rs1) )
o TR (Eq[F]—rpD))?
and the beta coefficients can be rewritten as
1"Q Y EL[F]—rr1) 5
B, o Pl iD v, )

T (Ealf] = 1 )R (E[f] - /1)

Proof. When the riskless asset in the economy is in zero net supply, we have that
(17) holds. Using this to replace ©® W, with lTSZ;1 (Eq[r]—ry1)in (18), (19) and
(20), we obtain (21), (22) and (23), respectively.

It is interesting to note that, when the risk-free rate r ¢ is given exogenously and
the riskless asset is not in zero net supply, the expected return and variance of the
economy and the beta coefficients of the risky assets with the economy’ depend on
the total wealth in the economy. However, when the riskless asset in the economy
is in zero net supply, the return of the economy is given by the return of the mar-
ket portfolio of the risky assets. Consequently, the expected return and variance of
the market portfolio and the beta coefficients of the risky assets with the market
portfolio do not depend explicitly on the wealth. This difference, generated from
the restriction that the riskless asset in the economy be in zero net supply, has the
potential to explain the impact of heterogeneous beliefs on the risk-free rate and
risk premium puzzles. We refer the reader to He and Shi (2009) for further discus-
sion of this issue. To obtain the equilibrium prices of the risky assets, we assume
that agents have CARA exponential utility of wealth functions, so that the global
absolute risk aversion of agent i, 6; = —E; [u}(W;)] /E; [u,(W;)], and hence the
aggregate risk aversion ®, are constants. Let z : = [z1,22,...,zx]" be the positive
supply vector (number of shares) of the risky assets in the economy and denote by
Z :=diaglz1,72,...,2n] the (N x N) diagonal matrix whose entries are the ele-
ments of z. Then the market equilibrium prices of the risky assets can be determined
according to the following corollary.

7 Note we distinguish between beta of the economy when the riskfree asset is not in zero net supply
and the beta of the market (obtained when the riskfree asset is in zero net supply).
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Corollary 4 Let po = [po1. Poz.- ... pon]" be the vector of the prices of the risky
assets when the market is in equilibrium. Then

1
po=Z7'07'Q; " (Eo[f] —rpl) =Z7' Y 67'Q7 (Ei[F] - rp1) (24

i=1
and the beta coefficients can be written as

WmO

B, = —"0
“ piZR.Zp,

Q,Zp,. (25)
In particular, when the riskless asset is in zero net supply in the economy,
Q4Zp,. (26)

Proof. Given the positive supply of the risky assets in the economy, the prices of the
risky assets when the market is in equilibrium satisfy the condition Wy,ow, = Z p,.
Substituting w, from (11) into the last condition, we obtain the first equality in (24),
the second follows by use of (10). Replacing E,4[r] — r 1 with ©R,Z p, in (20)
and (23) we then obtain the expressions (25) and (26) for B, respectively.

One of the advantages of the expressions for the beta coefficients in Corollary 4 is
that we can use the market information about the observed beta coefficients and mar-
ket prices to estimate the market consensus covariance matrix 2 ,, which may not be
observed or difficult to estimate in a heterogeneous beliefs market. The implications
of this observation for empirical studies is left for future research.

3 A Dynamic Market Fraction CAPM

The present section first sets up a framework for a market fraction model with het-
erogeneous beliefs, which extends contributions developed by Brock and Hommes
(1998), Chiarell and He (2001, 2002) and He and Li (2008) in the simple case of a
single risky security to a multi-asset framework. We then extend the framework to
a repeated one period dynamic CAPM model. Related, but different, studies of the
CAPM with heterogeneous beliefs can be found in Bohm and Chiarella (2005) and
Bohm and Wenzelburger (2005).

Assume that the I investors can be grouped into a finite number of agent-types,
indexed by h € H, where the agents within the same group are homogeneous in
their beliefs £y [r] and R, as well as risk aversion coefficient 6. Denote I, h € H,
the number of investors in group / and nj := I,/ the market fraction of agents of
type h. We then denote by s := (1/1)z the supply of shares per investor. Note that,



362 C. Chiarella et al.

-1
instead of using the aggregate risk aversion coefficient ® := (Z{zl 0" 1) it is

convenient to define the “average” risk aversion 6, as

-1
0, = (Z nh9h_1> ,

heH

where obviously 6, = 0. It follows from Proposition 1 that the aggregate beliefs
about variances/covariances and expected returns can be rewritten, respectively, as

-1
Q, =061 (Z ot Eolf] = 0294 Y 06y, 25" EnlF].
heH heH

Finally, by defining S = diag(si, s2, ..., Sn), the equilibrium prices in (21) can be
rewritten as

Po =S710,1R;" (EalF] —rpl) = S7' D " np6;, ' R (ER[F] — 7 £1).
heH

We now turn to the process of formation of heterogeneous beliefs and equilib-
rium prices in a dynamic setting, from time ¢ to time ¢ + 1. In doing so, we take
the view that agents’ beliefs about the returns r;+ in the time interval (z,¢ + 1),
which are formed before dividends at time ¢ are realized and prices at time ¢ are
revealed by the market, determine the aggregate demand for each risky asset at
time ¢, which in turns produces the equilibrium prices at time 7, p;, via the mar-
ket clearing conditions. Of course, once prices and dividends at time # are realized,
the returns r; become known. More precisely, we assume that agents’ assessments
of the end-of-period joint distribution of the returns ;. are formed at time ¢ before
the equilibrium prices at time ¢ are determined. These beliefs remain fixed while the
market finds its equilibrium vector of current prices, p;. In particular, the heteroge-
neous beliefs (or assessments) of agents about the mean and covariance structure
of Ty are functions of the information up to time ¢ — 1, which can be expressed

as functions of the realized returns r;—j, r;—», ..., for any group, or belief-type
heHpB

Rpe = [Covie(Fjrt1.Tre+1)] = Rp(Cr—1. T2, .. ), 27

Eps[tr41] = fh(rimr, 102, ..), (28)

where obviously similar representations hold also for the aggregate beliefs 2, ;
= [Cova,;(Fjt+1,Tkr+1)] and Eq;[F;41]. The market clearing prices at time ¢

8 We use Ej(Fi141) to denote the expectation of 7, formed at time ¢ by the agents of group h.
Similarly for the notation Covy; (Fj 41, Tk s+1)-
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become

pr =S ) nu0, Ry (Ep[Fea] — 1), (29)
heH

or in terms of the consensus beliefs,
pr =S80, (Eay[Fiq1] — 77 1), (30)
where r f; is the riskfree rate over the time period from ¢ to ¢ + 1.

Next, note that the return r;; on asset j, realized over the time interval (t —1,¢)
is given by

) d:
Fie = Djt +dje 1,
Pjr—1
where d;; denotes the realized dividend per share of asset j, j = 1,2,...,N. We

can rewrite realized returns in vector notation as
—1
r, =P (p +d;) -1, (31

where d;: = [d1,,day, .. .,dN,,]T, and P; := diag(pis, p2y,-.., pPn,t)- Equa-
tion (31), via the market equilibrium prices (29) and the beliefs updating (27) and
(28), gives the return r; as a function of r;—1, r;—5, ... and of the realized dividends
d;, which are assumed to follow an exogenous random process in general. Thus the
dynamics of prices and returns are determined by both the endogenous dependence
of returns on past returns in (31) and the exogenous stochastic dividend process.

We summarize below the dynamical system that describes the market fraction
multi-asset model in terms of returns, where the market clearing prices are used as
auxiliary variables

Proposition 2 For the market fraction model, the equilibrium return vector of the
risky assets is given by

r; =F@ 1.1/, ... ;d,) = P,__ll(Pt +d,) -1,

where
P =S Y b R Epalfi] — ),
heH
= diag(pis. P2, PNt), Rpy = Rp(ti—1.71—2,...), and Ep(Fr41) =
fr,(ri—1,11-2,...). Moreover, at the beginning of each time interval (t,t + 1) the
expected returns under the aggregate beliefs (based on information up to timet — 1)
satisfy a CAPM-like equation of the type

Eq:[tii1] — "f,tl = ﬂa,z(Ea,z(fm,z+l) - ”f,z),

where Fm,¢+1 is the rate of the return of the aggregate market wealth over the time
period from t to t + 1 defined by Wm 1 = Wm (1 + Frm41), and Wm ; is the
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aggregate wealth in the economy at time t. Under the dynamical consensus belief,
the rate of return on the aggregate market wealth is given by

Fng41 =T g + (Eau[Fr1] —rpe) TR 1(Fa1 — 11

1
OWpn s
and the “aggregate” beta coefficients are given by

OWpn s

Ba: = . n .
O (Bau[Fr1] = 1) TR (Eau[fr1] — 10 1)

(Ea,t [f.t-}—l] — rﬂtl).

As in the discussion of the static framework in Sect. 2, in the case of zero net
supply of the riskless asset the relationships in Proposition 2 do not depend explicitly
on the wealth in the economy. Thus we can state

Proposition 3 If the riskless asset is in zero net supply over the time period in the
economy, then the equilibrium risk-free rate is given by

1T Ea[Fra1] — OWpny

rﬂt=

1"e;i
Consequently,
P (Ea,t[f't+1] - rf,tl)TQ;}f't+1
g1 = = —
" (EaulFeir] —rp)TR 11
and
(Eapl[fr41] —rp) TR, -
Bu ‘ e (Eaulfi1] = r7:1).

 (Eaultrs1] = 1) TR (Eay[Fg1] — rpe1)

Note that the “aggregate” betas are time varying due to time varying beliefs about
both the first and second moments of the returns distribution.

4 Discussion

Unlike the traditional paradigm of the representative agent and rational expecta-
tions, recent literature has directed a great deal of attention to a new paradigm of
heterogeneity and bounded rationality. The new paradigm provides a platform for
analysing the complicated market behaviour that comes from the interaction of het-
erogeneous, boundedly rational and adaptive agents and for explaining empirical
anomalies which are a challenge for the traditional paradigm. It becomes clear that
heterogeneity and bounded rationality play very important roles in our understand-
ing of economic behaviour, in particular, their impact on the financial market. It is
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widely recognized that heterogeneity can have a significant impact on asset pric-
ing. As one of the fundamental asset pricing equilibrium models, the CAPM plays
a very important role in modern finance and economics. However, the framework of
the traditional paradigm makes it difficult to examine the impact of heterogeneity
and bounded rationality on asset pricing. This paper provides a framework for the
analysis of CAPM within the new paradigm.

The main obstacle in dealing with heterogeneity is the complexity and heavy
notation involved when the number of assets and the dimension of the hetero-
geneity increase. Within the mean-variance framework with heterogeneous beliefs,
this paper overcomes this obstacle by constructing a consensus belief explicitly in
order to characterize the market aggregation of the heterogeneous beliefs. Based
on the consensus belief, we are able to set up a general framework for the CAPM
to incorporate heterogeneous beliefs. We also extend the framework to a repeated
one-period dynamical market fraction model. Within this framework, we are able
to characterize exactly the relationships between market belief in equilibrium and
heterogeneous beliefs, between the market risk premium of each risky asset and its
beta coefficient, and derive the dynamics of beta coefficients and market equilibrium
prices.

The framework provided in this paper can be used to examine the impact of var-
ious types of heterogeneity and bounded rationality on market prices and risk. For
example, we may use the framework to explore the following questions: how do
the optimistic or pessimistic views of agents and their confidence about their views
influence the risk-free rate, equity premium and market price of the risk? which
belief or investment strategy will have significant impact on the market equilib-
rium price? Recent HAMs literature that considers portfolios of one riskless asset
and one risky asset demonstrates that bounded rational behaviour of heterogeneous
agents can cause the market to be more complicated and less efficient than the stan-
dard paradigm allows for, generating many of the stylized facts and observed market
anomalies. Within the framework of the dynamic CAPM with multiple risky assets,
we can examine if the traditional diversification effect still holds. We can also study
how learning and adaptive behaviour of heterogeneous agents contribute to the sur-
vivability of agents and market volatility. In particular, it would be interesting to
know if the framework for the dynamic CAPM can be used to explain empirical
evidence on the time variation of beta, which measures the time varying risk of
risky assets. We believe that the framework established in this paper can be used to
tackle such questions and issues, all of which we leave to future research.

Appendix

Proof of Proposition 1. With the optimal portfolio w; defined by (5), we sum (5)
across i and obtain

1 1

Y oWwiwi =Y 677" (EifF] - rf1). (32)

i=1 i=1
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In market equilibrium, it follows from (32) that the proportions of the market wealth
invested in the risky assets are given by

, 1
Wowi = —— Y 607'Q7 (Ei[f] —rsl). (33)

1
Wg = —
¢ WmO WmO

1 1
i=1

i=1

Using the “consensus” belief about the variance and covariance matrix of returns,
Q2 ,, defined in (9) of Proposition 1, we have

I
e;'=0) 6'e" (34)
i=1
-1
where we recall that ® = (ZiI=1 0 1) . Then it follows from (33), (34) and
the “consensus” belief about the market aggregate return, E,[r], defined in (10) of
Proposition 1 that

1
1
Wq, = W_ ( E OZ_ISZI_IEl[f'] —®_1lerf1)
m0

i=1

1
1 i
= oW Osz;l (@szaZ(a,.—lsz;lEi[r]—rfl)
m

i=1

1 _ -
= oW Q! (EalF] —rf1),
from which
v = g (Ealfl = 1/1). (35)
Then, with the consensus belief, the variance of the market return ag’m =w]Q,w,
is given by
1 -
%um = G-V (Ealfl=r1). (36)
and from (8) the expected market return is given by
Eo(fm) =17 +wy (Eq[F] —rs1). (37)
Both (37) and (36) imply that
Eq(Fm) =15 = OWinoo ,,, > 0, (38)

that is, the aggregate expected market risk premium is proportional to the aggregate
relative risk aversion of the economy and the market risk.
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It follows from (35) and (38) that

Eq[Fl—rs1=

E (7 —
Lallm) =17 9 e, (39)

a,m

The entries of 2 ,w, represent the aggregate covariances between the return on each
risky asset and the return on the aggregate market wealth,

Quwy = [04,jm], Oa,jm = Covg(Fj,Tm), Jj=12,...,N

so that (39) can be rewritten componentwise as

~ Oa,j ~ .
E () —rf = %[Ea(rm) —rsl, j=12,...,N, (40)

a,m

where 04, jm/ aaz,m = fBa,; represents the aggregate beta coefficient of the j-th risky
asset. Equation (40) is the traditional CAPM relation generalized to the case of
heterogeneous beliefs. The vector B, := [Ba.1.Ba.2.--..Ban]' of the aggregate
beta coefficients in (39) is thus given by

1
ﬂa: D) Qow,. 41)

a,m
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Optimal Monetary Policy for Commercial Banks
Involving Lending Rate Settings and Default
Rates*

Simone Casellina and Mariacristina Uberti

1 Introduction

In the modern industrial economies, the interest rates dynamics are influenced by
the decisions of the Money Authority. With these decisions the Central Bank of
a country wields a direct control on the trend of short-term interest rates and,
through this way, it is in a position to influence indirectly the long-term interest
rates. Typically the Money Authority resorts to this possibility with the aim to limit
the fluctuations of the main economic variables. So that an immediate connection is
established between the trend of the interest rates and the macro-economic variables
with respect to the Central Bank, that is institutionally to have an influence.

Within this framework, for example, the monetary policy rule introduced by
Taylor (1993) provides the short-term interest rate as a function of the inflation
rate and a measure of the business cycle. This approach is supported by the assump-
tions that the main objectives of the Central Bank are the control of the raise in
prices as well as the real economy fluctuations. The efficaciousness of this relation
— that explains in a simple way the behaviour of the short-term rates — has fostered
empirical as well as theoretical studies.

One of the more interesting aspects is the analysis of the links between the short-
term and the long-term rates. In fact, the Central Bank can influence the behaviour
of the short-term rate but the decisions involving investments or financing in durable
goods (for example, the purchase of a house) depend on the long-term rates. There-
fore, it is important to study how the monetary policy decisions influence the whole
term structure of interest rates.
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Recently, Casellina and Uberti (2008) have taken into account a model involved
by Svensson (1997) to show that the Taylor rule is the optimal policy rule of a
dynamic programming problem where the preferences of the Central Bank are
represented by a suitable quadratic intertemporal loss function. In particular, they
extend Svensson’s model (Svensson, 1997) including the long-term rates through
a relation introduced by Campbell and Shiller (1991). From an economic view-
point, thanks to this extension, it is possible to describe the case where the Central
Bank’s control variable does not influence straight on the real economy. In Casel-
lina and Uberti’s model (Casellina and Uberti, 2008), the observed output gap! y; is
assumed to depend on the dynamics of long-term interest rate I, and this last vari-
able depends on the observed short-term interest rate 7; as well as the expectations
of the future short-term interest rate E;r;41. For the proposed dynamic optimization
program, the optimal policy function for the Central Bank turns out to be

re=r+7+¢1(m-1— )+ P2yi-1 + P3ei—1 + ¢a (li-1 — 7-1)
+ w181, + W282 + W3E3 + W44y, M

that is a generalization of Taylor’s rule where m is the inflation target that for the
Central Bank guarantees the best development of the economic system; r is the
equilibrium real interest rate; m; and y; denote inflation and output gap at date ¢,
respectively; I; denotes the long-term nominal interest rate and e; is the exchange
rate;? ¢ i J =1,...,4, are the deviations of the corresponding variables from the
equilibrium values where, since

€4

o =1 — %("z + Eiret1)-
wy4 represents the optimal response with respect to a shock acting on long-term
interest rate.

Through this relation (1), it is possible to point out how the Central Bank can
wield an effect on the economic system. Moreover, this model suitably allows us to
study the role of expectations on the inflation rate and the spread between short-term
rate and long-term rate.

On the other hand, from an empirical viewpoint, there are many studies where
the effects of the long-term interest rates on the policy rule are investigated.

In particular, Christensen and Nielsen (2005) estimate a VECM with one cointe-
grating relation including Federal funds rate, long-term interest rate, unemployment
and inflation and they find a positive, highly significative, relation between short
and long-term interest rates. Gerlach-Kristen (2003) points out that the traditional
Taylor Rule is unstable when estimated on euro area data and forecast poorly out of
sample. They present an alternative reaction function finding a significant role for

! The output gap is the difference between the observed output and the potential output at date 7.
21t is the amount of domestic currency for one unit of foreign currency.
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the long rate and they argue this can be explained by seeing long-term interest rate
as a proxy for the public’s perception of long run inflation.

Casellina and Uberti (2008) stress that the proposed model gives a suitable
description of the links among short-term interest rate — the control variable of the
Central Bank — and all, except one, of the other variables of the economic system
considered. In fact, the long-term interest rate enters in the policy function with
a negative sign and this result contrasts with commonly used assumptions, as in
McCallum (2005), or with empirical findings, as in Gerlach-Kristen (2003).

In this paper, starting from the above results, the linkages between the dynam-
ics of short-term and long-term interest rates are analyzed from a new perspective:
through the determination of the lending interest rates, the Commercial Bank reac-
tions to the business cycle perturbation are examined closely, according to the
monetary policy decisions of Central Bank where the short-term rates are fixed
through Taylor type rules.

Concerning this, it is significant to look at the observed data series relating to
Italy. In particular, as a reference rate we consider the EurIRS (Euro Interest Rate
Swap) rate, daily estimated by the European Banking Federation as a mean rate to
which the main European banking-houses draw up swap as coverage of interest risk;
moreover, the EurIRS rate is frequently used as basic rate to calculate fixed-rates,
for example, those of loans: for the validity period of the loan, a fixed-rate can be
offered as the EurIRS added to a variable spread depending on the bank, from 0.5%
to 3%. In Fig. 1, the charged mean rate for the mortgage loans is compared with the
EurIRS up to 25 years. It can generally be noted that the dynamic of the banking
lending interest rate follows that of the reference EurIRS rate; the correlation of the
changes between the two data series is equal to 0.75. Nevertheless, the observed
spread is not a constant (see Fig. 2).

Fig.1 Comparison between the mean lending rate and the EurIRS rate
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Fig. 2 The observed spread between the lending rate and the EurIRS rate

As Stiglitz and Greenwald (2003) notice, a monetary policy theory that doesn’t
take into account the rule of the banking-houses is destined to fail. In particular,

a central function of banks is to determine who is likely to default and, in doing so, banks
determine the supply of loans. In recent years, the increasing interest in financial stability
as an autonomous policy target has encouraged the analyses of the linkages between the
macroeconomic conditions and the banks behaviour. The goal is to assess to what extent
macroeconomy affects banks’ performance (cyclicality) and whether, in turn, banks actions
affects the macroeconomy, reinforcing cyclical fluctuations (procyclicality).

However, the change in the behaviour of the banks, through the business cycle,
is not explicitly modelled. Few studies assess the role that macroeconomy uncer-
tainty plays in determining the behaviour of the banks. Therefore, as Marcucci and
Quagliariello (2008) notice, the current state of the art is unsatisfactory for two
main reasons: (1) no attempt is made in order to model how the banks management
varies in changing macroeconomic environments; (2) the effect of the uncertainty
regarding future macroeconomic conditions is typically neglected.

Moreover, as regards the areas of recent research in chaotic economic dynam-
ics, we refer to Rosser (1999, 2000) for a wide review of different approaches also
involving Policy and Institutions where the motivation of his researches “is the
hope that not only deeper understanding of the nature of dynamic processes will
be achieved, but that improvements in forecasting in actual markets and economies
will be achieved”.

In the model proposed in this paper, we refer to a Commercial Bank that fixes
the level of rates on investments applying a spread on short-term rate where this
last rate is determined by the policy rule of Central Bank. Besides, the long-term
interest rate dynamics are determined including also the business cycle effect on the
investment portfolio risk of the Commercial Bank.
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The advantage of this approach is to include into the monetary policy model
the default rate’ that is not usually involved in the studies traceable in literature,
though it has a remarkable significance for the Commercial Banks (as a reference,
see Stiglitz and Greenwald, 2003 and the references quoted therein).

The aim is to give a theoretical support to the empirically observed relation
between the control variable of the Commercial Bank and the long-term interest
rates given by the market (Christensen and Nielsen, 2005; Gerlach-Kristen, 2003).
In fact the optimal behaviour of the Commercial Bank is derived as the optimal
solution of an original proposed quadratic stochastic dynamic optimization program
which represents the minimization of an intertemporal loss function of the Commer-
cial Bank. Moreover, this optimal solution can be looked at as an extension of Taylor
type rules.

The proposed model is calibrated by the VAR approach with respect to the Italian
quarterly data series from 1990 to 2007. This data base is remarkable because the
Bank of Italy collected the data in a systematic way and a very long period of time
is covered. The equilibrium as well as the optimal paths of the control variable are
numerically studied (Dennis, 2004). The analysis of these dynamics with respect to
temporary shocks on the variables of the proposed program gives significant results,
in particular, as regards an explanation of the observed changes in the yield curve
slope during the cyclical phase of the economy. The variations of the spread between
long-term and short-term interest rates are explained through the behaviour of an
institution (the Commercial Bank) that, in taking its decisions, takes into account
the level of the default rate.

The paper is organized as follows. The perspective of the Commercial Bank
is outlined in Sect.2: the notation and the basic assumptions are introduced in
Sect.2.1; the demand of firms and the decisions of the Commercial Bank are
developed in Sects. 2.2 and 2.3, respectively; the proposed intertemporal model is
outlined in Sect. 3 and the optimal solution is attained in Sect.3.1; in Sect. 4, the
data used in the implementation of the model are described as well as the simula-
tions based on the model and the comparative results are gathered; Sect. S presents
the conclusions.

2 The Perspective of the Commercial Bank

2.1 Notation and Assumptions

Let L; be the total amount of the investments of the bank towards one client at
time ¢ (loans, financing, ...). We assume that the Commercial Bank* re-finances
at any date to pay the short-term interest rate r; that is directly controlled by the

3 In this paper the default rate is the ratio between doubtful loan and total loan.
4 From now on, we refer to Bank for Commercial Bank.
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Central Bank, where r is the equilibrium value, and the Bank lends funds at the
lending interest rate (i.e. long-term interest rate) iy = r; + d;.

In the absence of default, the total profit P, = (i; —r;) L, of the Bank depends on
the applied spread and the total amount of the investments. We can assume that the
Bank wishes to maintain the applied spread d; at a fixed level d and this assump-
tion is motivated by two reasons. First, with the underlying hypothesis of imperfect
competition or monopoly, a variation in the spread generates two conflicting effects:
on the mean yield of every investment and on the numbers of clients of the Bank.
Then the level d can be considered as the level that maximizes the total yield before
doubtful loans. On the other hand, if the default rate is introduced in the analysis and
it is assumed that it also depends on the interest rates, we note that the Bank cannot
indefinitely increase the spread because this rises the default risk (see Stiglitz and
Weiss, 1981 for a well known analysis on this adverse selection process). As we will
see in the following, if a constant target is fixed for the applied spread, the equilib-
rium level of the default risk can be determined by suitable links among doubtful
loans, investments and interest rate. Then, the target d for the spread can be con-
sidered as the value that maximizes the preferences of the Bank with respect to the
yield and the risk.

As regards the default rate, if D; is the financing total amount that at any time
goes to default (i.e. the doubtful loan) it expresses a loss for the Bank® and therefore
the default rate can be so defined

DR, = 2" 2

t= T 2)

The relation (2) can be regarded as a risk measure of the Bank’s credit portfolio

and moreover, since the relation among the default rate, the doubtful loans and the
investments is non-linear, also the quantity

log DR; = log D; —log L, 3)
can be considered as an alternative risk measure.
In this paper, we assume that the investment and the financing depend on some

macroeconomic variables at any date ¢, in particular, on the interest rate i;, the
inflation 7; and the output gap y; as a measure of the business cycle.

2.2 Firms: The Demand Side

The investments depend on the decisions of firms and such decisions take into
account the evolution of the macroeconomic conditions. Let Ex;+1 = E (x;41]2¢)

5> We assume a Loss Given Default of 100%.
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be the expectation of x;4; that a rational decision maker estimates, given the
information €2; available at date ¢.

We assume that the investments depend on the expected values of the output gap
Ey;+1 as well as of the real interest rate Ei;+1 — Emr41

InL; = Zt = bot + blEyt+1 + by (Eit+1 — Eni4q),
bo, b1 > 0; by <0,

where by is the equilibrium growth rate of the investments.
For the doubtful loans, we assume that they are functions of the output gap® y,
and of the real interest rate i; — m; so that the following relation holds

InD; = Dy = aot +ayy;—1 +az (iy—1 — m—1) ,
aop, dy > 0; a; < 0.

The quantity a; y;—1 + a2 (i;—1 — 7;—1) describes the deviation from the trend
apt. A cyclical phase of slowdown (y; < 0) will induce an increase in doubtful
loans. There will be the same effect as a consequence of an increase in the interest
rate. "

In equilibrium we have y; = O and i — 7y = r + d — 7 and then D; = aot +
az (r +d — m). As regards the growth rate we get that, in equilibrium conditions,
1%rD— ’l ~ ago and since %% = %%D% = ao this last parameter is the percentage
variation of D; induced by a variation of y;.

With regard to the default rate, we assume that the Bank is not in a position to
distinguish the clients that will pay off the debts from the ones that will not pay them
(if it would be the case, the bank never should work at a loss and the default rate
would be null); moreover, the Bank knows that a share of the given credits will not
be refunded and that this share is influenced by the behaviour of the real economy
and by the level of interest rates therefore, according to (3), the following relation
holds

InDR; = DRy = ar1yi—1 + a2 (is—1 — w—1) = b1 Eyip1 —ba (Eisy1 — Emiqr).

“)
In order that the default rate doesnll)urst (or it turns negative), we have to assume
aop = by. The equilibrium level is DR = (a; — by) (r + d).

Relation (4) points out the trade-off between a bigger profit that the Bank can
obtain increasing the spread and the higher risk that this implies. In fact, if the Bank
increases the interest rate (by means of an increase of the spread) then also the
default rate raises _

dDR;

od, az — by > 0;

® The output gap is the deviation of the real economy from a situation of full employment of the
production resources.
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for example, if a, = 0.001 and b, = —0.001 a rise of 10 basis points in the spread
implies an increase of the default rate of 2%.

Therefore, we can assume that an adverse risk institution wishes to maintgi\rl the
default rate at a fixed level that will be equal to the equilibrium value (D = DR).

3 Commercial Bank

In the following we assume the Bank’s preferences depend on the deviations from
the spread target d and from the equilibrium value D of the default rate so that the
objective function of the Bank can be described as

U = A(d; —d)* + (1 —A) (log DR, — D)?, 5)

where A, 0 < A < 1, is a weight that expresses the relative importance of the
two components that characterize the Bank’s utility function. Referring to the above
assumptions, the first component of (5) can be guessed as a relative to profit while
the second one relative to risk. So, for increasing values of A the Bank is less risk
adverse.

The control variable d; of the Bank must act along two directions: (1) the spread
of the Bank must be maintained around to a fixed level d such that the net yield is
preserved to a desired level and (2) the risk (i.e. the default rate) must be closed to
the given value D consistent with the target on yield.

4 The Model

Following the above outlines, the model for the Bank can be formalized into this
quadratic dynamic optimization program

+o00
min )" 4 [x (d, —d)? + (1= 1) (log DR, — D)Z] : 6)
I t=0

DR; = a1yi—1 + s (ir—1 — 7—1) — b1 Eyi1 — b (Eir1 — Emeta)
=anyr1+axn (i1 —m1—r—d),
7w =7 +azyr-1 +azn (En4 — ),

=
|

rp=r+n+anEyiq1+asn (Engr —n) +asgs (Eijgp1— Empr—r —d),
iy =71+ dy,

az < 0; asz1,ds1,as2,a41,042,a43 > 0,

where 0 < 8 < 1 is the intertemporal discount factor.
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The constraints for the output gap y; and m; depict a closed economy (IS-LM
curve and augmented Philips curve). The fourth constraint involves the dynamic of
the short-term interest rate r; as the optimal monetary policy rule (1) that minimize
the Central Bank loss function of a dynamic optimization intertemporal program on
infinite horizon (Casellina and Uberti, 2008); it has a similar structure to Taylor rule
types, where the spreads from the equilibrium values are pointed out.

The deviation of the business cycle from the equilibrium level depend on the
variations, in real terms, of the interest rate on investments. The rate of inflation
strays from equilibrium 7r as a response of the trend of the real economy and of the
expected inflation.

The level of the short rates r; is determined from the Central Bank on the basis of
a monetary policy rule: the short rates are increased as a response to an overheating
of the economy or to the expectations of an increase of the inflation rate. In a full
employment situation and in the absence of deviation from the inflation rate with
respect to the target i, fixed to the Central Bank, the equilibrium level of the short
rate is r + i, i.e. the inflation rate plus a spread. When r; > r + r this indicates that
the Central Bank is reacting to an overheating of the real economy (y; > 0) or to an
inflationary shock (;r; > ). As suggested by Gerlach-Kristen (2003), the response
function of the Central Bank depends also on the changes of the long-term rates.

4.1 Optimal Solution

The proposed model (6) is a quadratic intertemporal dynamic program and it is well
known that this type of program is relatively tractable and that the corresponding
value function is a quadratic form while the optimal policy function is linear (see,
e.g. Montrucchio and Uberti, 2001 for a theoretical perspective). As regards the
aim of this paper, the numerical approaches for the program (6) is suitable because
it enables us to study the optimal paths for the control variable also with respect
to temporary shocks on the variables of the economic system. Therefore, Dennis’s
algorithms (Dennis, 2004) are adapted to solve the program since they allow the
constraints to be written in a structural form rather than in a state-space form (see
also Casellina and Uberti, 2008).

The optimal behaviour for the Bank with the quadratic intertemporal utility
function (5) as in the proposed program (6) turns out to be

di=d+yiyi-1+y2(iic1—mo1—r—d),
y1 > 0; y2 <O0.

It is noteworthy that also for the Bank and not only for the Central Bank, the
optimal solution can be looked at as an extension of Taylor type rules.
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5 Data and Comparative Results

The proposed model is calibrated on the basis of the vector auto-regressive (VAR)
approach with respect to the Italian quarterly data series from 1990 to 2007. Data
regarding the macroeconomic variables comes from the national accounting system,
data on loans and doubtful loans comes from the Base Informativa Pubblica (BIP)
of the Bank of Italy. The Bank of Italy keeps a data base containing data on the bank
loans over 75,000 euro and on all the doubtful loans.

The results we attain from the comparison between the dynamics obtained with
the proposed model and the ones empirically observed are particularly interesting
thanks to the peculiarity and the wealth of the data base of the Bank of Italy, since
the data are collected in a systematic way and covering a very long period of time.

As regards the equilibrium, this is achieved with both a43 < 0 or a43 > 0 and
there is an univocal effect on the optimal behaviour of the Bank: if a43 < 0 the
parameters have absolute values less than the ones of the case a4z > 0.

Throughout a recession phase (negative output gap) the demand of funds
decreases while it increases the quote of loans that go into the state of default
(Fig. 3). Consequently, the default rate rises. Following the policy rule, the Mone-
tary Authority reduces the short-term interest rate with the aim to whet the economy.
Also the lending interest rate reduces but in a more considerable way (the spread
decreases) trying to limit the default rate (Fig. 4).

It is also significant to analyze how the optimal paths of the spread (the control
variable) can vary with respect to a temporary shock on the economy.

In Fig. 5 the Central Bank, following the policy rule, rises the short-term interest
rate after a positive shock on real economy. Since the default rate decreases, the
Bank increases the spread so the lending interest rate increases more than the short-
term interest rate. This implies an increase of the slope of the yield curve. Figure 6
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Fig. 3 Reactions of default rate and output gap
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Fig. 5 Estimated optimal impulse response to a positive shock on y,

shows the opposite situation: a negative shock on real economy leads up to become
flat the yield curve, this appends because the Bank reduces the spread trying to
reduce the default rate.

Figures 7 and 8 show the dynamic effect of a shock on the inflation rate. This
kind of shock influences real economy through two ways: the first one modifies the
real interest rate while the second one induces a variation of the short-term nominal
interest rate through the policy rule of the Central Bank. A positive shock on the
inflation rate reduces the real interest rate and this produces an incentive on real then,
because the default rate decreases, the Bank increases the spread. In the opposite
situation, a negative shock on the inflation rate induces a reduction of the spread
through the increase in the default rate.
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6 Conclusions

In this paper the behaviour of the Commercial Bank is analyzed regarding the
granting of a credit with respect to the changes of macroeconomic conditions.

Since the Central Bank does not directly control the credit market but can only
try to influence it indirectly by controlling the short-term interest rates, this research
focus attention on the transmission mechanism between the control variable of the
Central Bank, i.e. the short-term interest rate, and the interest rate charges from
Commercial Banks.

If it is assumed that at any time the Commercial Bank re-finances itself paying
the short-term interest rate — the one controlled by the Central Bank — and it lends
money at a higher interest rate, then the control variable of the Commercial Bank is
the spread between the lending interest rate and the re-financing interest rate.

The aim of the Commercial Bank is to hold this spread close to a fixed target d
that guarantees the maximization of Bank preferences with respect to the yield and
the risk. An increase of the rates implies also an increase of the default probability,
and for the Commercial Bank this produces a trade-off between the yield and the
insolvency risk.

A shock in the real economy (slowing of economic growth) directly influences
the variables involved into the objective function of the Commercial Bank: the
demand of money and the default probability. A price shock has an indirect influence
given by the variation of the re-financing rate.

In the model developed and analyzed in this paper, the Commercial Bank — which
knows the adjustment mechanism of the system — must react to these shocks by
changing the spread reconciling the objectives to maintain the profit at a given
level and to control the risk. To study the dynamics of the involved variables, the
problem is modelled as one of intertemporal dynamic programming whose optimal
path solution is the optimal behaviour rule of the Commercial Bank.

The main result of this paper is that the proposed model offers an explanation
of the observed changes in the yield curve slope during the cyclical phase of the
economy. The variations of the spread between long-term and short-term interest
rates are explained through the behaviour of an institution (the Commercial Bank)
that, in taking its decisions, takes into account the level of the default rate.
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