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Abstract

In this paper, we prove the existence and uniqueness of the optimal
path for a resource endowed economy with R&D. This path converges to
an optimal steady state, which is a saddle point, for each type of resources
(renewable or non-renewable). In this steady state, a finite size resource
sector coexists with other continuously growing sectors. In comparison,
the corresponding decentralized equilibrium is suboptimal and there is ei-
ther over- or under-investment in R&D from the social planner’s perspec-
tive. At optimum, positive long-run growth will be sustained regardless
type of resources used.
Keywords: R&D-based growth, natural resources, vertical innovation,
transitional dynamics.

JEL classification: 013, 031, O41.

1 Introduction

There has been a growing interest in examining the pattern of economic growth
when there is technological change and natural resources (e.g. Grimaud and
Rouge, 2003; Lafforgue, 2008; Peretto, 2012; Peretto and Valente, 2011). This
literature focuses on the interplay between economic growth and resource ex-
ploitation. In particular, it studies how the adjustment of technological change
induced by purposive research and development (R&D) investment and natu-
ral resource stock affects economic sustainability and welfare. An important
result of this analysis is that changes in an economy’s resource endowment af-
fects growth and welfare. However, the dynamic behaviour of these models is
not well comprehended since the existing studies mostly focus on the balanced
growth path.! In addition, a large portion of existing studies only pay attention

IPrevious studies often consider natural resources, R&D, and growth separately; either
between resource abundance and economic growth (e.g. Dasgupta and Heal, 1974, 1979;



to non-renewable resources. Given the trend of shifting from non-renewable
resources which are available in fixed supply to renewable alternatives in many
countries around the world (Brown, 2000), this seems inadequate not consider-
ing the impact of the latter on an economy’s sustainable development process.
Some authors even assume that the extraction of resources is costless (e.g. Gri-
maud and Rouge, 2003). This restrictive assumption rules out the possibility of
analyzing the dynamic allocation of production factors across sectors.

Our main purpose in this paper is to analyze how the adjustment in re-
source exploitation and R&D investment changes the dynamic behaviour of the
economy. To that end, we consider a general equilibrium model of endogenous
growth with R&D and natural resources. Unlike existing studies in which only
one type of resources (renewable or non-renewable) is considered, in this paper,
both types of resources are examined. The economy under consideration con-
sists of four productive sectors that are linked to each other: a research sector,
an intermediate good sector, a final good sector, and a resource sector. Labour
is the unique production input that is required for the production of knowledge,
intermediate products and harvesting of resources. Resources (e.g. iron ore), af-
ter being extracted and processed into materials (e.g. iron), are used to produce
intermediate capital goods which then serve as inputs for the production of a
final consumption good. Vertical innovation targets at upgrading the quality of
these intermediate products. This setting makes the decision on the allocation
of labour across sectors become the most important one.

Given the above setting, we first determine the optimal path of the central-
ized economy. In doing so, we use the Euler - Lagrange equation technique to
characterize the time paths of labour allocations across sectors and the dynam-
ics of the resource stock which, in turn, help pin down the dynamics of all other
variables in the economy. Given that the social planner’s objective function is
not concave (the constraints are not convex due to the growth of technologi-
cal knowledge), we use logarithms of variables, both state and control, as tools
to transform this non-convex problem into a convex one. This transformation
allows us to prove the uniqueness of the optimal solution. Moreover, such a solu-
tion always exists, based on the Dunford-Pettis Criterion. This is an important
contribution of the paper given that the issue of the existence and uniqueness of
the solution is often neglected by the economics literature dealing with continu-
ous time. The condition of having a sufficiently productive R&D sector ensures
that positive long-run growth is sustained no matter which type of resources is
used in production. Upon attaining these results, we move on to derive a unique
steady state for each type of resources. Regardless of resource type, the steady
state is shown to be of a saddle point where the dynamic system will converge
to. Again, although the optimization problem is non-concave, we are still able
to prove that the stable manifold is locally optimal.

In the socially optimal steady state, while the resource sector maintains a
finite size, other sectors experience continuing growth. While an improvement

Sachs and Warner, 1995, 1997, 2001; Lederman and Maloney, 2007) or between R&D-based
innovation and economic performance (e.g. Romer, 1990; Grossman and Helpman, 1991;
Aghion and Howitt, 1992).
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in productivity of research always increases growth and welfare regardless of the
resource type, an improvement in that of resource production only results in the
same outcome when resources are renewable. An economy endowed with renew-
able resources generally enjoys a higher growth rate than it would be in case
of non-renewable resources. In addition, positive growth is always guaranteed
regardless the type of resources used.

When examining an equivalent decentralized version of the economy, we find
that a decentralized equilibrium path is not socially optimal. At a steady state
on that equilibrium path, looking from a social optimum viewpoint, under non-
renewable resources, the decentralized economy tends to over-invest in R&D in
the long-run if the rate of time preference is sufficiently large and under-invest
in R&D if the rate of time preference is low. By contrast, under renewable
resources, the decentralized economy always under-invests in R&D.

In comparing to the related literature, a recent paper by Suphaphiphat et
al (2015) contains a framework that is similar to the one used in our paper.
However, our paper differs from that paper in several aspects. Firstly, while
Suphaphiphat et al (2015) only pay attention to renewable resources and growth
dynamics in different regimes of access control for this resource type, our paper
studies non-renewable resources as well. By doing so, we are able to compare
the dynamic time paths of the economy under alternative forms of resources.
Secondly, in Suphaphiphat et al (2015), only the decentralized economy is pre-
sented. In our paper, the social planner’s problem is also considered and this
is the central focus of our study. Although the objective function of the social
planner is non-convex, we are able to transform it into a convex one and prove
the existence and uniqueness of the optimal time path. The analysis of the
potential over-investment/under-investment in R&D of the decentralized equi-
librium as compared to the socially optimal level is also conducted.? Thirdly,
there is just vertical innovation in our paper instead of both types of innovation
as in their paper. This simplified assumption allows us to concentrate on the
more popular form of innovative activity whilst still able to explore how the in-
teraction between technological change and resource dynamics affects economic
performance. More importantly, it makes our model results more analytically
tractable. Lastly, we introduce the resource input into the intermediate good
production rather than the final good production. This modelling assumption is
aimed to capture the idea that intermediate products are more resource inten-
sive than the final goods.? It also permits us to better capture the dynamics of
the economy as the intermediate good sector summons all important decisions
of the economy: demands for resources, technological change and labour.

This paper is organized as follows. Section 2 sets out the model by describing
the basic structure of the economy. Section 3 offers equilibrium concepts for this
economy. Section 4 studies transitional dynamics, existence and uniqueness of

2The issue of under-investment/over-investment in R&D of the decentralized economy
is also investigated by Grimaud and Rouge (2003). However, the context of their paper
is different from that in our paper. In particular, they assume costless extraction of non-
renewable resources and do not study renewable resources as well as transitional dynamics.
3We would like to thank an anonymous referee for this suggestion.
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the solution to the social planner’s problem as well as that of the optimal steady
state. In addition, the optimal steady state is shown to be saddle point stable. It
is then used as a benchmark for assessing the steady state of the corresponding
decentralized economy in Section 5. Key properties of the optimal steady state
are considered in Section 6. Finally, Section 7 concludes.

2 The economy

2.1 The final goods sector

This sector is assumed to be competitive with a large number of identical firms
producing an homogeneous consumption good Y according to the following
technology:

1
Y, = / Aualdi, a € (0,1) (1)
0

where z;; is the amount of intermediate good of vintage i (indexed on a unit
interval), and A;; is a productivity parameter attached to the latest version of
that intermediate good.

The final good is taken as a numeraire (Py = 1). The final good producers’
profit function is:

1 .
Ty =Yy — [y Priricdi

where p,;+ denotes the price of intermediate good ¢ at time t. Profit maximiza-
tion gives the (inverse) demand function for each intermediate good:
Pait = aAgaf !, Vi€ [0,1] (2)

2.2 The intermediate goods sector

This sector is assumed to be monopolistically competitive. Each intermediate
producer faces the following production technology:*
MEIL;"
—M» ﬂ € [Oa 1]7 Vi e [07 1} (3)
At
Here, L;; is labour employment in industry ¢ at time ¢ and M;; is the use of
processed natural resource materials. The appearance of A;; in the denominator
is aimed to capture the fact that products of higher degree of complexity cost
more (in terms of labour and/or resources) to produce.
Profit function for the representative monopolist ¢ is:

Tit =

Teit = PeitTit — PmtMit — wyLiy

4A similar form of production function can be found in Aghion and Howitt (1998, ch.9)
and Zeng (2003).
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The monopolist’s objective is to maximize this profit function subject to the
demand equation (2) and production technology equation (3). In terms of no-
tation, p,,: is the unit price of processed material and w; is the cost of hiring
one unit of labour. After taking the first order conditions with respect to M,
and L;; and then rearranging and summing over i, we obtain:

M, = o BY: (4)
Pmt
201 _

L= 200 (5)

where M; = fol M;.di is the aggregate stock of materials used and L,; = fol L di

is the total labour employment employed for producing intermediate goods.

ML
Y,

Plugging these results into equation (3) yields z; = 2 = ( =a V.

Plugging this result into the production function in (1) gives:
Y, = A4 (ML) (6)

t

where A; = fol A;,di is the economy wide aggregate stock of knowledge.”

2.3 The research sector

This sector is assumed to be competitive with free entry. There is only one
type of innovation aiming at improving the quality of existing intermediate
products (vertical innovation). Each time, when an innovation is successful, a
new (better) vintage of an intermediate product is introduced and replaces its
older version in the final good production. Assume that designs or blue prints
are protected by the patent law so that each successful innovator can charge a
monopoly price over their product until the next successful innovator occurs in
that industry.

With access to the stock of knowledge, research firms use labour to develop
new blueprints with a Poisson arrival rate A > 0. A successful innovation lifts
up the knowledge level by a factor u > 1. Because the prospective payoff is the
same in each industry, a same amount will be spent on vertical R&D in each
industry. If L,; is the total amount of labour devoted to doing research then
the evolution of A; can be shown as:

Ay = N — 1)L Ay (7)

With free entry, in equilibrium, marginal cost of an extra unit of labour is
equal to its expected marginal benefit:
AV = wy (8)

5Because the number of intermediate industries is indexed on a unit interval, A; coincides
with the economy’s average technology level.
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Here, V; is the value of a vertical innovation such that:
o0

t

where 7, is the instantaneous interest rate at date s, Iy = AL, is the rate of
successful innovation arrival at date s, and m,;, is the flow of operating profit at
date 7 to any firm in the sector whose technology is of vintage ¢t. In other words,
as the market for design is competitive, the value of vertical innovation is equal
to the expected present value of future operating profits to be earned by the
incumbent intermediate monopolist until being replaced by the next innovator
in the industry.

2.4 The primary or resource sector

Resources are extracted by resource firms. Following Gordon (1954) and Schae-
fer (1957), the amount of materials extracted depends on the amount of labour
input used, L,,:, and the availability of the stock of resources, R;:

M; = BLp Ry (10)

In this formulation, B is the productivity of resource production. The dynamics
of the stock of resources are as follows:
Rt = f(Rt) = Mt (11)

Here, f(R;) is the natural growth of the resources that takes the following
logistic growth form:

f(Re) =nRy (1 > };t) ;=0 (12)

where R is the carrying capacity of the environment and 7 represents the intrin-
sic growth rate of resources. When 7 > 0, the natural resources are renewable
and when 7 = 0, they are non-renewable. Combining (10), (11), and (12) deliv-
ers:

: R
Ry =R, (1 - Rt) — BLy Ry (13)

3 Equilibrium

Assume constant population and normalize the size of population to 1 (L = 1)
for simplicity. Hence, under the assumption of full employment, the labour
market equilibrium requires that:

La:t + Lrt + Lmt =1 (14)
And the goods market equilibrium dictates that:
C =Y,
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where Y; is given by equation (6).
The program of the social planner is to maximize the utility:

U= [, log(Y;).e Pdt

subject to the dynamic equations of technology and natural resources:

Ay

_— — — 1 L?" 1

&= A (15)
. Rt

We define our equilibrium in this economy as follows:

Definition 1 An equilibrium of this centralized economy is an infinite sequence
of quantity allocations {Cy, Yy, At, Rt, Lyt, Limt, Lrt}:io such that consumers’
welfare is maximized subject to intertemporal constraints facing the social plan-
ner.

Definition 2 A steady state is an equilibrium path where all variables grow
at a constant rate and the allocations of labour across the intermediate goods,
resource, and the RED sectors are also constant.

Specifically, along such a steady state, L;;, Lm:, Ly are all constant;
Cy, Yi, A, R; grow at constant rates go, gy, ga, and ggr respectively. In
this paper, we will first identify if there exists any socially optimal paths which
lead to an optimal steady state. We then analyze transitional dynamics to and
local stability around this steady state. We also contrast this optimal outcome
with an equilibrium derived for the corresponding decentralized version of the
economy. In the end, we conduct comparative statics analysis assuming the
economy is in its optimal steady state(s).

4 Characterization of optimal path(s) and local
stability of steady state(s)

4.1 Transitional dynamics of optimal path(s)

In this centralized economy, the key dynamic equations are given by those de-
scribing the evolution of technical knowledge and the dynamics of the stock of
natural resources given in (15) and (16) respectively. From these equations, we
will derive socially optimal time paths of the economy and work out conditions
for achieving the convergence to the steady state.

Let us assume that L,; and L,,; are continuous. For any ¢, L., and L,,; be-
long to the interval [0, 1]. Any solution R; to (16) is continuously differentiable.
Observe that when R(t) > R, we have R; < 0, Vt. Predicting that R(t) < R,
we can state the following:
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Lemma 1 Assume Ry < R. Then R(t) < R for all t. And, hence, log(R;) >
log(Ry) — Bt.

Proof. See Appendix.
We now summarize our first key results in the proposition below:

Proposition 1 To simplify notation, define ¢ = % Assume n = 0

and %—i— m < 1. Then the solution to the social planner’s maximization
problem is an optimal steady state that is uniquely defined as follows:

D)
¥
i B
" o(1—p)+Bp
L, = 1—Ly— Ly
Rt = Roe_BLmt
A, = Aoek(ufl)(l—imfﬁnt

Proof. See Appendix.

This proposition gives out the optimal steady state for the case of non-
renewable resources. The condition pointed out in proposition is required for
having an interior solution L, > 0. For a given set of values for p, a, 3, B, this
condition is met if ¢ is large. This implies the necessity of having a highly
productive research sector (high value of A and/or p) to move the economy
forward. Under this condition, the allocations of labour, the essential production
factor, across sectors are constant and only depend on parameters characterizing
the productivities of the research sector, the resource sector, and the rate of time
preference. Upon obtaining variables on labour allocations, the constant growth
rates of technology, output, consumption, and natural resources can be derived.

Unless otherwise stated, from now and henceforth, it is assumed that > 0.
We can now state the following lemma:

Lemma 2 Let L}, and L}, be solutions to the social planner’s mazimization
problem. Then L%, and LY., satisfy the following differential equations:

th _
Tn =Ly —p (17)
afL,, afnR ol —
paf + imt Lt ﬂ;—; * — [pall = B) + Baf] Line = %Lmt& (18)

where ¢ = A(l_aoz)l)‘_(g)_l).
Proof. See Appendix.

We have just established the equations capturing the dynamics of the two
important variables, L,; and L,,;. These equations allow us to solve for the
time paths of L;; and L,,; explicitly as stated in the lemma below:
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Lemma 3 The solutions to the social planner’s mazimization problem, L%, and

L., take the following forms:

1
Ly = s (19)

% + ¢ ert

1
Lo = * P = (20)
elo b(w)du (c1 — [y hz)e™ Jo b(“)d“da:)

where

R,
b(u) = pEINg
 p(1-p) n(1—p) ]
h(z) = 3 + B+ BL7, Xf
(I =a)AMp—-1)
YT T at-p)

cp, > 0, cy >0

Proof. See Appendix.

We proceed with the analysis of the two aforementioned forces, L,; and
L.n:, that help us pin down the transition in this centralized economy. The
properties of this transition will depend on the dynamic adjustments of the
labour allocations across sectors along the transition.

Lemma 4 Let v(.) be a continuous function, then the following applies:
t
/ ’U(aﬁ)e_ Jovwdu g, — 1 _ o J v(u)du
0

Proof. See Appendix.
This lemma is important for the characterization of the dynamic adjustments
of labour allocations. We continue to proceed with the following lemma:

Lemma 5 As soon as ¢, =0, the following condition holds:

1—
8_ 0
Lo~ L

Proof. See Appendix.

As shown later, this condition is required for having an interior solution to
the maximization problem. Recall that the maximization problem for the social
planner is to solve:

max / E(At, At,Rt, Rt)eiptdt
0

where


matthew
Sticky Note
None set by matthew

matthew
Sticky Note
MigrationNone set by matthew

matthew
Sticky Note
Unmarked set by matthew


E(At,At7 Rt, Rt) = (1 — a) IOg(At) + aﬁlog |:’I7Rt (1 — %) — Rt:| (21)

At Ui Ry Rt
1——t (2
ANp—1 B ( R) " B3R

+a(1 = B)log (22)

Now let z; = log(A;) and w; = log(R;). From the above equation, one can
define that:

M((zt, 2, wi, ) = (1 — @)z + aff [wt + log <7](1 - i) = wt>:|

R
Zt n evt Wy
1-B)log[1— —+  — Ll )41
+of ﬁ)og{ u-1) BY TR B}
To simplify notations, we define the function:
: . 2 n ety Uy
G =1-—— —(1- = il
(2, wi, ) [ -1 BY TR B}

Given the above notations and settings, the following lemma is the corollary
of Lemma 5:

Lemma 6 When c, = 0, we have:

af a(l—p) 1
- w . + . . X =< 0
n(l— %) —wy  G(Z,w,uy) B

Proof. See Appendix.
Lemmas 4, 5, 6, and their corollary are crucial for our next main results
below:

Proposition 2 Assume Ry < R and i < 1 — B. Then the social planner’s
optimal solutions are

L;t = (23)

— S

L*

mt —

- ” (24)
€j0 b(u)du <Cl _ f()t h(l‘)67 IS b(u)dudx)

Af % %
A% = /\(u - 1)(1 - th - Lmt)

R} R} "
L :7](1 - ﬁ) _BLmt

Ry, Ay are given and

10
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_ (1—a)A(u-1)
P = Ta-p)

bu) = p+ 1

ha) = G=eMe) | gy 200 I

e = [° h(x)e Jo bwdugy

Proof. See Appendix.

Clearly, the condition % < 1 — 3 will be satisfied if ¢, and hence p and/or
A, is large, other things equal. In other words, there should be a sufficiently
productive research sector in operation. In this case, L}, > 0. As R&D is
a worthwhile investment, there is an incentive to finance this activity from
household lending. The results in the proposition imply that we can establish the
transition of this economy on the values of L}, and L}, which jointly determine
the allocations of labour, the unique production factor in the economy, and the
rates of growth of interested variables (e.g. technology, output, resources, etc.).

Remark 1 If n = 0, then L}, takes the value of the steady state derived in
Proposition 1.

In the proof of Lemma 3, it is indicated that when resources are non-
renewable (1 = 0), we have:

L:, = 1
mt — (e(1-—B) 1
(2552 4B) f+emert

where ¢,, = ¢1 — (@ + B) .% is a non-negative constant. It can be seen

that if ¢,, > 0, L+ approaches 0 when ¢ — +o00. This outcome cannot be
optimal since it results in zero production of resource materials, intermediate
goods as well as final consumption goods (recall that welfare is increasing in the
amount of final consumption goods produced). Hence, it must be that ¢, = 0
and L,, = m. This leads to our next remark below.

Remark 2 When resources are non-renewable, the economy will immediately
jump to its optimal steady state derived in Proposition 1.

Interestingly, under non-renewable resources, because stock of resources can
only decrease, the optimal action for the social planner is to get the economy
immediately to its steady state. However, under renewable resources, as the
stock of resources can regenerate itself, the best option for the social planner is
to allow the economy to gradually follow its optimal path to the steady state
(which will be computed in a subsection below).

11
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4.2 Uniqueness and existence of the solution to the so-
ctal planner’s problem

Let z; = log(A:), ws = log(R:). The maximization problem for the social plan-
ner of this economy can be written as:

o0
max / N (2, Wi, Lt Lot )ePhdt
0

where
N (zt,we, Lint, Lyt) = (1—a)ze+ Bac[log(B) + log(Limt) + wi] +a(l—3) log(Ly:)

subject to the constraints

z < A(/L - 1)(1 — Ly — th) (25)
wy < 77(]- - eR ) — BLpyy (26)

Since the function N is strictly increasing, at the optimum the constraints (25),
(26) will be binding.

Proposition 3 If there exists a solution to the social planner’s mazimimization
problem then that solution is unique.

Proof. See Appendix.

This proposition highlights the uniqueness of the solution to the social plan-
ner’s problem. It also stimulates our probe into the existence of such a solution.
That is the content of our next proposition.

Proposition 4 Assume n > 0, Ry < R and g < 1— 3. Then there exists a
solution to the social planner’s problem.

Proof. See Appendix.
We can now sum up the results obtained in Proposition 2, Proposition 3 and
Proposition 4 in the theorem below:

Theorem 1 Assume n > 0. Further assume Ry < R and £ < 1 — (3. Then
there exists a unique solution to the social planner’s problem. This solution
satisfies the system given in Proposition 2.

4.3 Long-run properties of the optimal path: convergence
to the steady state

In this subsection, we will first identify the unique socially optimal steady state.
We will then show that the optimal path obtained in the previous subsection
will converge to this steady state.

12
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Proposition 5 Assume n > 0 and

2Bp+(1-B)en—v2D
2B(1-P)¢ <1

where N\ = 4B232p? + (1 — 8)?¢*n? and ¢ = % then there exists a

unique socially optimal steady state that is described by

L, =

AN

o 2BBp+(1-B)pn—v2A
m 2B(1-B)¢

Proof. See Appendix.
Having obtained the optimal steady state for the case of non-renewable re-

sources in Proposition 1, this proposition only presents the optimal steady state

2Bp+(1-B)en—vVA .
— 2BA-Be < 1 must be

met for having an interior solution L, > 0. It can be checked that the left hand
side of the condition is decreasing in ¢, and, hence, decreasing in p and A, other
things equal. This means that for a given set of values of parameters «, 5,1, B,
if the research sector is highly productive (for a large value of u and/or A) then
this condition will be satisfied. Note that the steady state values of the two
key variables depend on parameters characterizing productivity of the research
sector, the resource sector, and the rate of time preference. As shown in the
proof of the proposition in the Appendix, these steady state values are optimal.

We next prove the convergence of the above obtained optimal paths to the
optimal steady state:

for the case of renewable resources. The condition

Proposition 6 Assume parameters are such that the optimal steady state ex-
ists. Then the dynamic system is saddle point convergent.

Proof. See Appendix.

This result indicates that in the long-run, the dynamic system will converge
to the optimal steady state at which the highest level of welfare is obtained.
Also at this steady state, allocations of labour across sectors are constant and
key interested variables enjoy constant growth rates.

5 Optimal path versus decentralized equilibrium
path

The purpose of this Section is to characterize an equilibrium path of the decen-
tralized version of the economy and contrast it with the socially optimal path
obtained above. Such an economy is described below.

For simplicity, in this decentralized economy, there is only one consumer and
four productive sectors: final good, intermediate good, natural resources, and
innovation. The consumer consumes the final good only and uses her saving to
accumulate a financial asset in an exogenous financial market.
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Final good sector

The final good Y; is produced through a production function using an inter-
mediate good: Y: = Aixf where A; is productivity parameter attached to the
latest version of the intermediate good x;. At period ¢, this sector maximizes
its profit (by normalization, the price of the final good is 1 at each period), i.e.

Tyt = mjx{AtI? - pztxt}

This delivers p,; = aAtxto‘*l.
Intermediate good sector
This sector is assumed to be monopolistic. Before conducting any production,
the intermediate good producer is assumed to borrow an amount of money from
households to finance research activity (i.e. through paying researchers a labour
income wage) which aims to improve the quality of the intermediate product.
Once the research is successful, the intermediate good producer acquires the
patent and starts producing an amount of output z; from using a quantity M; of
resource materials and an amount L,; of labour. More precisely, at time ¢, x; =
%}"ﬁ where 8 € (0,1). The appearance of A; in the denominator is aimed
to capture the fact that products of a higher degree of complexity cost more to
produce. This sector maximizes its profit: 7, = max{pyixs — PmeMs — wi Loy}
This maximization problem yields:

Dt _ OéZﬁAifotMtaﬁ_lLO‘(l*ﬁ)

xt

w; = o(1— ﬁ)AtlfaMta’ngt(l_ﬁ)_l

The net profit goes to the intermediate good producer will be 7T, = mpr — rrat
that is the profit after making the interest payment to the households.
Research sector

This sector contains only researchers who conduct research in return for a wage
income. The total wage income is w¢L,;. There is no profit accrued to this
sector.

Natural sesource sector

Resources are freely accessible. Resource firms use only labor to extract the
natural resources according to the production function My = BR;L,,; where R;
is the stock of resources satisfying the following constraints:

R, > 0

. R;

Rt S 7’]Rt(1 — T) — Mt

R

Firms in this sector maximize profit 7, = max{pmtBRtLm+ — w¢Lm,:} under
these resources constraints.
Consumer
The consumer maximizes her lifetime utility fooo log(c;)e™Ptdt under the in-
tertemporal budget constraints:

¢t + ar = riay + (Ty + Tgr + Tt) + Wi (Lt + Lyt + Lrt)
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where a; denotes the financial asset (e.g. bond) accumulated (in an exogenous
market) by the consumer and r; is an exogenous interest rate. This maximiza-
tion problem yields the Euler equation for the growth of consumption:

¢ = (Tt - P)Ct

FEquilibrium
At equilibrium we have:

¢ = Y
Lyt+ Lyt +Lyy = 1

In addition, we have my; = (1 — @)Yy; gt = mr — rear = (1l — @)Y — riay;
Tt = &2BY; — wi Ly and wy Ly = o?(1 — B)Y,.

Define (Yy*, ¢, af, i, M{, Rf, Af, L}, Ly, , Li;)¢ as the sequence of equilib-
rium allocations and (pZ,, pk,;, wi): as the associated sequence of prices and

wage. Along this equilibrium path, we have:

Lemma 7 For any t, Ty = max{p},,BR; L, —w;Ly,}=0. If L},, > 0 then
wi = BR{ppy-

Proof. Along an equilibrium path, the resource sector maximizes the profit
Tt = maxy, >0{phBR; Lym — wy Ly, }. Hence, the profit is zero. If L, > 0
then wy = BR;p},,. |

We state the following propositions:

Proposition 7 In this decentralized economy, at equilibrium, we have:

o = (r—pl
Y= A (28)
i} M*ﬁL*l—ﬁ
Ty = % (29)
¢ =Y
a; = riaf +wily
M} = BL;, R} (30)
21_ Y*
r;, = “4-A%W (31)
Wy
e = adjze!
P = QPPATTOMO TR0 (32)
P BR = wy (33)
. R*
R = nR; (lRt)BL:‘ntRZ‘ (34)
A; = AMp- 1)L, (35)
L,+L,+L, =1 (36)
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Proof. It can be seen that these results are rather straightforward from the
discussion at the beginning of the section. m

Proposition 8 An equilibrium of this decentralized economy does not solve the
social planner’s problem.

Proof. See Appendix.

The results indicate that a decentralized equilibrium is not optimal from a
social planner’s point of view. Given that technological progress is the main
engine of growth in this economy, this leads us to the question of comparing
the rates of growth of technology in the two steady states: on the optimal path
versus on the decentralized equilibrium path. We can summarize the results in
the proposition below:

Proposition 9 Denote p = W. If n = 0, over the long-run, the

decentralized economy tends to under-invest in RED if p — 0 and over-invest
in RED if p— p. If n > 0, over the long-run, the decentralized economy always
under-invests in R&D.

Proof. See Appendix.

This result deserves some discussion. When the economy is endowed with
non-renewable resources, the rate of time preference, p, plays an important
role in determining how much long-run investment in R&D (in a decentralized
steady state) deviates from its socially desirable level. If p is small, the cost of
the trade-off between current consumption and future consumption is small so
there is more incentive for households to lend money (for conducting R&D in
the first place). In addition, the social planner is very patient: he prefers slower
extraction of resources. As a result, the social planner directs more labour to
work in the research sector than what households would do. By contrast, if p
is large, knowing that the cost of borrowing money to finance research activity
is high (because households value current consumption more highly), the social
planner may want to direct labour away from the research sector. This act may
result in an over-investment in R&D of the decentralized economy.

However, in case of renewable resources, given that the economy will always
extract an amount of resources that is equal to the total natural regeneration of
that stock, a change in p will not affect the resource firms’ extracting strategy.
Because the social planner knows technological change is a positive externality
(due to knowledge spillovers), he wants to internalize this externality by direct-
ing more labour to research activity. This means that the decentralized economy
will exert a smaller effort in R&D than what the social planner desires to have.

6 Properties of the socially optimal steady state:
a comparative statics study

Having known that the centralized economy will converge to the socially optimal
steady state in the long-run, it will be interesting to discuss the properties of this
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steady state. In other words, we can do the comparative statics at this long-run
equilibrium and analyze possible impacts on output growth and welfare. This
section is devoted to that task.

Proposition 10 Other things equal, along the steady state for each type of
resources, output growth and welfare are increasing in parameters characterizing
productivity of the RED sector (A and u) but decreasing in the rate of time

preference (p).

Proof. See Appendix.

The results are quite intuitive. When A or u increases, it becomes more
socially efficient to invest in the R&D sector (relatively to other sectors) so
the social planner will choose a higher level of L, which then enhances growth
of technological knowledge and output. An increase in p means households
value current consumption relatively more than future consumption. In order
to produce more output to meet higher consumption demand today, the social
planner will direct more labour to work in the resource sector (L,, increases)
and the intermediate goods sector (iT increases). As a result, there will be a
fall in L, meaning lower growth of technology and output. Consumption growth
will also be lower because consumers increase current consumption relatively to
future consumption.

Because an increase in either A or y raises output and consumption so welfare
rises. However, an increase in p reduces welfare as it makes the whole path of
utility fall below the one before the shock.

Proposition 11 Other things equal, along the steady state, an improvement in
the productivity of the resource sector (an increase in B):

e increases both welfare and output growth if resources are renewable.

e increases welfare but has no impact on output growth if resources are non-
renewable.

Proof. See Appendix.

The results can be explained as follows. An increase in B makes it more
productive to extract natural resources. Equivalently, less labour is needed for
producing resource material to meet the existing market demand. Hence, the
social planner will allocate less labour to the resource sector (ﬁm decreases)
and more into the R&D activities (L, increases).® This change will increase
welfare as there is more output and consumption created. It will also increase
output growth for the case of renewable resources because the growth rate of
technology is higher. However, it does not affect output growth under non-
renewable resources. The reason is that an increase in B, on the one hand,
increases L, and, hence, technological change, will also exhaust resources at a

6 Another way of looking at this is that as the social planner always knows the optimal
level of natural resources to be R = R(1 — Bim ), he will reduce L, in accordance with the

amount of increase in B.
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faster rate on the other (the fall in Ly, is less than the increase in B). These
two opposing effects cancel out each other at the optimum.

Proposition 12 Assume parameters are such that there exists a steady state
for each type of resources then output growth is generally higher under renewable
resources than under non-renewable resources. In addition, positive growth is
always guaranteed regardless what type of resources is used.

Proof. See Appendix.

In this economy, output growth comes from two different sources: the evo-
lution of technological knowledge and the natural resource dynamics. Because
natural resources cannot grow without bound, the best trajectory that the so-
cial planner can choose is to reach the optimal level of resources at which the
rate of resource extraction is equal to the rate of natural growth. However, this
policy is only achievable in case of renewable resources. With non-renewable
resources, the rate of resource extraction always soften the rate of growth of out-
put as output needs to increase to make up for the amount of natural resources
that has been depleted. Given that technological progress is the key driver of
the economy, it in turns requires the evolution of technological knowledge be
strong enough to lift the economy up out of the stagnation trap.

7 Concluding remarks

This paper has introduced a resource sector into an endogenous growth model
with R&D investment. We have shown how the dynamic equilibrium could
be represented by a dynamic system characterized by the sectoral allocation
of labour, the evolution of technology and the dynamics of the resource stock.
We show that under plausible assumptions, the social planner can achieve a
stable transitional dynamics to a unique socially optimal steady state. In this
steady state, the stock of resources remains in finite size while other sectors
carry continuous growth.

Comparing to this optimal path, in the long-run, the equivalent decentralized
economy always under-invests in R&D in case of renewable resources. Mean-
while, it tends to over-invest in R&D if the rate of time preference is large and
under-invest in R&D if the rate of time preference is low in case of non-renewable
resources.

The socially optimal steady state has the following features. Equilibrium
growth rate in an economy endowed with renewable resources is higher than
it would be in the case of non-renewable resources. As soon as the research
sector is highly productive, positive growth is always sustained regardless type
of resources used.

We have also examined the long-run reaction of the economy to a number of
changes regarding innovative production capacity, rate of time preference, and
resource sector productivity. While an improvement in productivity of the R&D
is always growth and welfare enhancing, that of the resource sector is subject
to the type of resources that is considered.
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Results of this paper convey several important messages to policy makers. If
there is an option between alternative resources, a decision maker may wish to
use more of renewable resources in production as that policy is growth enhanc-
ing. He may also channel more investment towards enhancing R&D efficiency
in order to achieve higher permanent positive growth. Given that the decentral-
ized economy equilibrum is suboptimal, this raises the question of designing an
appropriate R&D tax/subsidy policy that helps make this equilibrium optimal.
Investing this issue would be an interesting direction for future research. An-
other future research avenue would be to examine the extent to which empirical
evidence is consistent with theoretical predictions set out in the paper.

Appendix

Proof of Lemma 1

We will prove this lemma by method of contradiction. To that end, assume there
exists tg such that R(ty) > R. For any ¢ > 0 which satisfies R 4+ ¢ < R(to),
there exists ¢ € (0, t9) such that R(t) = R +¢. Now define:

I.={te0,t]: R(t)=R+¢}

Since R; is continuous, the set I. is compact. Let t; = max{t : ¢t € I.} then
t1 < to. Evaluating the dynamics of resources at time ¢1, we have:

Rt)\ _ ne
<R(t)>t =% ~BLn <0

Hence, for t' € (t1, to) that is close enough to ¢1, we have R(t') < R(t;) =
R+¢ < R(to). In this case, there must be t € (¢, to) such that R(tz) = R+e¢.
This implies to € I, and t, < t; < t' which is a contradiction. Therefore,
R(t) < R for any t.
From equation (16), we have:
dlog R
dt

since L,,; < 1. By integrating this inequality we get log(R;) > log(Ry) — Bt.

Z _BLmt Z -B

Proof of Proposition 1
We will prove this proposition in two parts. In the first part, we prove that
there exists a unique steady state that solves the social planner’s maximization
problem. In the second part, we show that this steady state is optimal.

Using (6) and (10), the utility function can be rewritten as:

U= [ log(Al B LA RIPLIN D). ertdt
On the steady state, we now have R, = Rye *PLm where Ry is the initial stock
of natural resources. With a note that [;*te™*'dt = = and [~ e Fldt = %,

02
the utility function on the stedy state is:
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pU = (1 —a)log(A4g) + aflog(B) + aBlog(Ly,) + aBlog(Ry)
- Ml@bamg“fL”+“‘“VW—2ﬂ—Lm—Lm

L, and L,, will be chosen to maximize this utility functions. The first order
conditions give:

P _apl=p) _p
L= Do "¢ (37)
-i/m _ afp _ Bp (38)

Ap—1)(1 -a)+BaB  o(1-0)+ BB

where ¢ = % Clearly, L, >0and L, > 0. Hence, the value of L, is:

P Bp
¢  »(1-0)+Bp (39)

When L, > 0or £ m < 1 we automatically have 0 < L, Ly, L, < 1.

With these obtalned results, we can calculate the growth rates of technology and
natural resources along the steady state as follows:

Rt — Roe*Bﬁmt
Ay = Ager =D =Ln—Lo)t

To prove that this solution is optimal, we compute the following:

AU =
limy_ o [ M 10g (Atl—aBaﬂ i;ﬁéf%;ﬁfl*ﬂ)) ertdt — [T log <A1 o go 0 poff po(1- )) .e—ptdt]

Using integration by parts we have:

fOT log (fltl_o‘) e Pidt = {f%e’m log (Atl_o‘)] + f )e’pt (1—a) A‘é‘dt
fOT log (]:2?6> e Ptdt = [ ; et log( aﬁ)] + fT ! _ptaﬁ%dt
f log (A; ™) .e~Ptdt = {—;e Ptlog (A}~ O‘)} +fT Le=rt(1 —a)A‘dt

fOT log (R:&m) .e"Pldt = [—%e*m log ( 0‘5)] + fT 1 —ptaﬁ%dt
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In addition, applying the inequality = > log(1 + z) we have:

log(fzz) =log(1 + Lm@;fm) < Lmi:f"”

Hence

Ly Lyt—Lm
—oflog(Fnt) = —af. St

or
af [IOg(imt) - log(Lmt)} > aﬁ.%
Similarly, the following holds:
a(l - B) [log(!izt) - 1og(th)} > (1 = ). Lat=Lat

Inserting these results into the equation for AU and observing that:
[—le_pt lo (fll*”‘)rroo = [—le_”t lo (1411*"‘)]-~_ocJ = Llog (A57%)
P &\ 0 P &\ 0 p 108 Lo

-t ()] = -t ()] - o (1)

we get:
AU > [ Lempt(1—a) At + [T Lemrtap Bt + [ et Los=Loe gy 4
t t . mt .
Jo = erta(l = B). eterdr — [F Lemrt (1 — a)qedt — [ Lertapftde

Using (37) and (38) then:

o Lt = MeZDUZVEBOD (L — L)

o1 — B) Letter = M DO 02808 ([, — L,y)

Plugging these results in, we can figure out that AU > 0.

Proof of Lemma 2
The maximization problem for the social planner of this economy is to solve:

max / E(At,At,Rt,Rt)e_ptdt
0

where

E(At,Ah Rt, Rt) = (1 - O[) lOg(At) + aﬁlog |:’I7Rt (]. - RRf> - Rt:| (40)

At n Ry Rt
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Considering interior solutions, we have the following Euler-Lagrange equations

d | oL oL

| = et — = ot

dt {aAtG } aAte (42)
d | oL oL

| et _ = -pt 4
dt [aRte } 6Rte (43)

The LHS of (42) is given by:

pefpta(l_ﬂ) 1 . et (1-B)

L i 7
)\(/,L — ].) Atht Athta rt T, )\(/,L — ].)th

while its RHS is equal to:
11—« n a(l—p) Lrte—pt

At Lact At

e~ Pt

Equating the LHS with the RHS gives:

al-p) 1 1 Low
PN —1) LMJFLMO‘(1 ﬂ))\(u—l)Lmt_l @

or 4
L,
pa(l=F) +a(l = B) 7% = (1= a)Mp—1La
Further simplifying leads to:
L, L—a)\(p—1
L (1=au-1)
th O[(l - /8)

xt

Using the notation that is previously defined % = ¢ then:

Fet = oLy — p

Similarly, the LHS of (43) is:

Pt | Oéﬁ Oé(l—ﬂ)
pe { BRiLyy | BRiLyy

B \ R2,  L.RZ" BR,L2, BR2L

a(l — 5)th a(l—p) B

+ et

and its RHS is:

e Pt

af 2R, a(l—=0) [ n R,
——n(1-= |+ —— =5 - ==
BL .+ R: R Lyt BR BR?

Now equating LHS with RHS noting % = @ to get:
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paf + 2kme 4 2Bl (oo (1 — B) + Baf) Ly = L0 Ry

Proof of Lemma 3 )
Consider equation (17), we write T = ﬁ to obtain T = pY — . After sloving
this simplified differential equation we get:
1
Lit = zrcemr
where ¢, is a constant such that ¢, > 0.
To get the functional form of L7, we transform equation (18) to obtain:

Lint+ (p+ 28) L = (2052 4 B 4 20200 12,

- : ’ - —B)R:
To simplify notations, define b(t) = p + % and h(t) = w + B+ %.

The above equation now becomes:

Lot + b(t) Ly = h(t)L2,,

Let z; = ﬁ (noting that L,,; # 0) then 2, = —%ﬁ—”i. This is equivalent to
. m mt

Ly = —#L2,. Substituting results into the above equation and simplifying

gives:

2 — b(t)ze = —h(t)
The homogeneous equation takes the form:
2 —b(t)zy =0
This equation yields the homogeneous solution as (noting that z; # 0)
b(uw)du

t
2n = credo

Returning to the original non-homogeneous equation given above (h(t) # 0),
assume that a particular solution exists and takes the following form:

Zp = v(t).ef(f b(u)du

where v(t) will need to be determined. Substituting this into the LHS of the
non-homogeneous equation yields:

b b(t)zp = 0/ (1) "M L (t)els () —b(tyu(t)els B = yf (1)els blu)du
The function v(t) must be chosen so that:
v/ (t)edo bdu — _p(¢)

or equivalently

V' (t) =

6)3 b(u)du

Upon taking integral we get:
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— fo “ b(u)du dx + co

For simplicity, set ¢ = 0 then z, = —elo blwdu f Jm b(u)du dz = —elo bt f h(x)e™ Jo bwdugy,
The general solution to the non-homegeneous equatlon will be:

2 =2p + 2p = credo bwdu _ o5 blu)du fot h(xz)e~ Jo blwdu g,
Thus,

L* 1
mt — f(g b(u)du (Cl_j-ot h(z)e™ I b(u)dudm)

where ¢; > 0 is a constant. It can be shown that in the special case when 1 = 0,
we have:

Ly,

_ 1
t (1-p) 1
(552 4B) s temert
where ¢,,, = ¢1 — (# + B) .% is a non-negative constant.

Proof of Lemma 4
We have:

v(z)e Jo vwde — _ d (e & du)

dx
Hence, it follows that:

t
/U(x)e—fg’v(u)dudx [ [6 fo v(u)du:|
0

= 1—e" fot v(u)du

=t

=0

Proof of Lemma 5

Let ¢, = 0 First, since L, > 0, Vt we must have ¢; > fooo h(z)e™ Jo bw)du g
1

Let A = * Lé‘i -, we have L_; =(1- ﬂ)%. Tedious computations lead to:

—f(; b(u)du _ @(1 - ﬁ) 77(1 - B)QPR(t)] - t—f(f LIéz)dm
h(t)e [*ﬂ + B+ TR e’

Using Lemma 4 we obtain:

t t
/ h(:l?)67 Io b(u)du g, — B/ e Iy b(w)du g, + M (1 — e Je b(u)du>
0 P

0

so that
B

*
Lmt

t
,801(3[5 b(u)du _ ﬁBefOt b(u)du/ e Iy b(u)dudl‘ _ @(1[)_ ﬁ) efot b(u)du + 90(1p— ﬁ)
0
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Therefore

t
A = —ﬁCle'fOt b(u)du + ﬁBeft; b(u)du/ e~ I b(u)dudx + 90(1 - 5) efot b(u)du
0 P
t
= _gej'g b(u)du (Cl _ B/ o= Jo blwdu g, <P(1—ﬂ)>
0 pB
Since
o0 x
> / h(z)e™ o blwdugy,
0
_ B/OO e IS b(u)dudx + (p(l - 6) |:1 — N jg b(u)du:|oo
0 pB 0
we get
t
e — B/ effom b(u)dudx o SD(]- ~ ﬂ)
0 pB
> B/Do o i b(u)du g, _ ‘P(l - B) -a J3° b(u)du
B t pB

> B / e~ Jo blwdugy -
t

since e~ Jo~ b(Wdu — (0 Thus, A < 0.

Proof of Lemma 6
We have n(1 — %) — Wy = BLpyt and G(Z¢, we, ) = L. Hence

B af N a(l - p5) xl _ —a,6+a(1—ﬁ)
T](l — %) — li)t G(ét,wt,u')t) B BLmt Bth

1—
B Lwt Lmt
where the result obtained in the second line comes from Lemma 5.
Proof of Proposition 2
Part of the proof for this proposition has been done in Lemma 3. Here we

only need to show that the solutions to the system of differential equations of
Proposition 2 are optimal. We have:

c; = B/ e~ Jo b(wdu g, + M 1 — e~ Jo~ b(w)du
0 pB

_ B/Oo o I bydu gy, P =)
0 pB

since e~ Jo~ b(w)du — Hence, it follows that
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t t
o — / h(a)e I8 bdugy  — o _ B/ o S bu)du g, o(1—p) n (1 — ﬁ)e_ Ji blu)du
0 0

pB pB

= B /OO e~ Jo bwdu g, 4 Me— St b(w)du
t pB

Therefore 1

L =
mt Befot b(u)du ftoo e— Jo blw)du g, + %B‘)

Obviously, L}, < w(fi’(jﬁ). Now observe that

efot b(u)du /OO e~ IS b(u)dudm — /OO e~ N b(u)dudl,
t t

o0 1
< / opla—t) g, _ 1
t P

Thus, L},, > §+¢1(12ﬁ) = Bﬁ+$€1*ﬁ)' Since L}, + L}, < 1, we need to impose
P P

that 5

p p

—+ ——m <1

¢ (1-p)
or equivalently

L <1-—-p

Again, let z; = log(A¢) and wy = log(R:)

M(z, 2, w,w) =(1—a)z+ af {w + log <7}(1 — e};")> — w] (44)
+ a(l—ﬂ)log(l—ﬁ—%(l—%)—i—%) (45)

The maximization problem is to solve:
o0
max / M (24, 2, wy, g )ePhdt
0

Considering interior solutions, we have the following Euler-Lagrange equations:

d [OM oM

| ot _ T —pt

dt {azt ¢ } 9z € (46)
d [OM oM

| ot _ A7 —pt

dt {awt € :| 8’LUt © (47)

Let )
vy = (1-—F_mg e
G(z,w,w)(l =) B(l R)JrB)

26


matthew
Sticky Note
None set by matthew

matthew
Sticky Note
MigrationNone set by matthew

matthew
Sticky Note
Unmarked set by matthew


One can check that (46) can be written as

d a(l—p) 1
dat ( e 1)~ Gw,w

)eﬂt) =(1-a)e (48)

while (47) can be written as:

d ap a(l=p) 1\ _,
dt[(_n(l—e”)—w+G(z,w,w)Xﬁ)‘f ] (49)

(o e e ) o

e}%")iw

We will show that

o

lim [M (2, 2%, wx, %) — M(2, 2,w,b)] e P'dt >0
T—+o0 0

where z; = log(4;), w; = log(R}), 2 = log(4;), w; = log(R). The variables
A¥, R} are given in the statement of Proposition (2). The variables A;, R;
satisfy the dynamic equations (15) and (16).
We have

Mz, 2%, wk, wx) — M(z, 2, w,w) >

(1 =)z —20) + af(w; —wi) +

ol =5) - )4 (v e ClCl off wy —w
cerar i e (RS G k] TR
= (1—a) (2] —z)+af(w] —w off — o(1-5) D _ew yew
- (1 )( t t)+ 5( t t)+<n(1_ %)_w* G(Z*,w*,lb*)B) R( + )
_ O‘(lfﬁ) 1 Z*—Z O‘(lfﬂ) w*_w _ O‘ﬂ W —’Lb
GG w5 M- D e e anB T ey S

On the one hand, we have:
—e” e > —e" (W —w)
On the other hand, from Lemma 6, we have:

af a(l —p)
(77(1 ey e G(é*,w*,w*)B) >0

R

Hence

*

af al-p)
n(l - %) —w* G wr,uw*)B
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and
M (2%, 2k, wk, k) — M(z, 2, w,w) >

N B S
-t =20~ 5= g )

* 066 Oé(l—ﬁ) UBRT * Oé(l—ﬂ)
Fadti _wt)_<n(1 e g G(z'*,w*,w*)B> BTG 0B
af L
- g —ar
Let
T
A = / [M (2%, 2%, wk, %) — M(z, 2,w, )] e Ptdt > Ip + Jr
0
where
_ T * Oé(l _ﬂ) 1 - % 3 —
Iy = /0 [(1 —a)(z —2) — M= 1) G(2*7w*,w*)(z - z)} e~ Pt
o r * aﬁ Oé(l - 5) N w* * —pt
T _/0 [aﬂ(wt ) = (n( —en Tw GewnanB ) < RS W T

G(*,w*, v*)B

T 1— T
+/O M(u}* —w)e_”tdt—/o n(l_qﬁ_,(vﬁ? —wy)e "t

Computing I, we get:

Using (48), we have:

P )}

—pT

Alp—1) {G(é*vw*,w*)

T
_ 1-8) zh—zr

z*zept} :fa( T -

G =2 | = TN 1) G o o)

e

since 25 = 2o = log(Ao) and G(45, wg, ) = Ly = 5. Observe that we have:

G(ip, wp,wy) = Lyp = ;

log(Ap) < 27 < log(Ag) + A(p—1)T
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and
log(Ao) < 27 <log(Ao) + A(u— 1)T

Therefore, we obtain:

lim Ir =
T—l»r—{-loo T 0

Now consider Jr. We have:

Jp = /OT aﬁ(wé‘—wt)e‘ptdtJra(lB_ 5) {[(w: _wt)e_pt]

G2, w*, w*)

T
_ [aﬂ(wj — wt)eﬂt} 4 fOT af(wy — wt)% (
n( 0 n(

o
1_5“}% )—lb*

Now using (50), and observing that G(£*, w*,w*) = L%, n(1—
and w = wy we get

Jr =

1 _
{Q(BL;@ B BOZLIB;;J (wp —wr)e=?

We have: )
log Ry — bT <log R} = w <logR

log Ry — bT' <log R = wp < logR

which implies -
log Ry — bT)e T < wie T <log Re PT
T

(log Ry — bT)e_pT < wpe P <log Re *T
Hence, we can induce that:
lim wie ?" = li T =0

These imply:

lim Jpr=0
T—+oco
And finally, we obtain:
lim Ar>0
T—+oco

That is the end of the proof.

Proof of Proposition 3
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Observe that N is concave and the constraints (25), (26), (27) are convex.
Assume that (z¢, wt, L, Lat), (25, wy, L2, L") are two solutions with zg =
2, wo = wj. We have

o= Mp—1)(1~-Ly, — L)
et

wy = 77(1 — T) — BLmt
eWt

Wy = ’I’](l - = ) — BLmt

and
v = / N (s 00, Lty Lot)e—tdt = / N (), Ly, Ly)e#tdt
0 0

Since log(Lmz), log(L,+) are strictly concave we must have Ly,s = L, ,, Lyt = L',

and, hence, z; = 2}, w; = w;. Since zg = 2{), wo = w{, we obtain z; = z}, w; = wy.

Proof of Proposition 4
We have 2 = A — 1)L, > 0. Hence z(t) > z9 = log(Ap). We also have
0 <2 < A(u — 1) which implies z(t) < zp + A(pr — 1) and hence

|2(8)] < lz0] + Ap — 1)t (51)

Thus

—+oo +oo
/ |z(t)|ePtdt < / (|z0] + Mp — D)t) e Ptdt = iy (52)
0 0
and
+oo +oo
/ ()] ertdt < / A — D)edt = o (53)
0 0

Since Ry < R we have —B < w < 7. Hence
] < B+n (54)

wo — Bt <wy <wo +nt

This implies

/ Tttt < / " [wol + (+ B)t] et = pg (55)
0 0
/oo lir(t)|e”*tdt < (B +n) /0o e Ptdt =y (56)
0 0
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It is obvious that

> 1
/ Lye Pldt < = = ps, (57)
0

e 1
/ Lye Pidt < — = ps (58)
0 P

The Criterion [; N'(2,w, Ly, Ly)e P'dt is concave in (z,w,Ly,, L) and is
bounded above by a constant, which is equal to %x (1 —a)us + afus + af|log(B)|],
when (z,w, L, L,,) satisfy (25), (26), and (27). Denote v as its supremum.
Now define (2", w™, L, L), as a sequence such that lim, 4 [, N(2",w", L7, L") =
v. From (51)-(58) and since L,, € [0, 1], L, € [0, 1], by using Dunford-Pettis Cri-
terion (Dunford and Schwartz, 1966) one obtains that the sequence (2", w™, 2™, w", L7, LT),
is in a relatively compact set for the weak topology o(L'(e~*tdt), L°). Hence,
it weakly converges to (z*,w*, ¢*,¢*, L*  L*). Using the same argument as in
d’Albis et al (2008), we obtain that ¢* = 2* 1¢* = w*. Since weak convergence
implies pointwise convergence we have:

# = Ap-1)(-, - L)
e

T 1-—=)—BL!

Wt = n(l- )= BL,

That means (z*,w*, L , L) is feasible.

One can easily check that fooo N(z,w, Ly, L,)e™Ptdt is continuous with re-
spect to (z,w, Ly, L) for the strong topology L!'(e~*'dt). Since this func-
tion is concave, it is upper semi-continuous for o(L!(e=*!dt), L>°). Thus, v <
Jo S N(z*,w*, Ly, Ly, )e~*dt. This actually proves v = [ N(z*,w*, L}, Ly, )e*tdt
and (z*,w*, LY , L") is the optimal solution.

Proof of Proposition 5
In the optimal steady state, we have A; = Age!94 where Ay is the initial level
of technology and g4 is the constant rate of growth of technology. Given that

the rate of growth of resources grp = r]( — %) — BL,, is constant on the

steady state then R=R (1 - B %”) is also constant. Note that the condition

0< L, < £ must hold for R > 0.
The utility in the steady state is:

U

(1-— a)/ [log(Ao) +tgA]e*ptdt+aﬁ/ log(B)e *tdt
0 0

+ ap / log(Ly)e™Ptdt + o3 / log(R)e™"tdt
0 0

+ a(l-p0) /000 log(L,)e "t dt
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Using [~ te™rtdt = % S emrtdt =1 and noting g4 = AMu — 1)L, = A\(u —
1)(1 = L, — Lyy,) the above utility functlon becomes:

pU

(1 — a)log(Ag) + aBlog(B) + aBlog(Lm)

+ aBlog(R) + aflog(l — %) +a(1 - B)log(L,)

(1 -a)AM(p—1)1 - Ly — L)
p

+

We now maximize U with respect to f/z and f/m The first order conditions
with respect to these choice variables give:

B 1 (A =—aA(p-1)
o Bi. L. alp (59)
and
jo—_ =8 _»p (60)

I=—a)Ap=1) ¢
The left hand side (LHS) of equation (59) is increasing in Ly, equal 2 when
L., = 0 and approaching +oo when L,, — . The right hand 51de (RHS)

B

is, in contrast, decreasmg in Lm7 approaching +oco when L,, — 0 and equal
% %g(p“l) when L, = = #. Hence, this equation has a unique solution
Ly, € (0, %)

Actually, equation (59) can be solved explicitly to get the expression of Lo
Indeed, rearranging (59) gives a quadratic equation of L.,

BA(u—1)(1 = a)L2, = [2Bafp + Mp — 1)(1 — )] Ly + afpn =0

Noting that ¢ = % this equation can be rewritten as:

B(1—B)pL?, — [2Bfp+ (1 — B)gn] Ly + Bon =0

This equation has two distinct real roots but one of them has to be ruled out
due to violating L,, < 2.7 The accepted root is Ly = QBB’);S(I?)B";Z_\/Z where
A =4B%?3p? + (1 - 6)2<P2172 .

Having obtained L and Lm, we can calculate Lr =1- L - L, =1-—
% Since L, > 0, L., > 0, the condition L, > 0 or % <
1 is sufficient for L., L,,, L. < 1. Using these results, the growth rates of tech-
nology, natural resources, output, and consumption are calculated as follows:

ga = A(M - 1)I:r

7The ruled out root is Ly, = 22282 ‘;g\/\(& 11))((11 (Z))"J”ﬁ
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gr =0

gy =g9c =1 —a)ga=(1—-a)\(pu—1)L,

Proof of Proposition 6
We consider dynamic equations (16) and (18). We can write them as follows

R

— = G(Ln, R

R, (Lt Be)
L"Lt
— = H(Ln, R
Lmt ( ! t)

where

G (L, Re) = (1 = 1) — BLyn

H(Lmt7 Rt) = ‘pa(l_f;"’_Baﬁ Lmt + (Zy(ﬁlgz/i)lgl/mth P Lgf

The steady state (I:m7 R) is solutions to the system:
G(Lmt7 Rt) == 07 H(Lmtv Rt) = O

However, we can introduce the variables w; = log(R:), v = log(Lmt). To

simplify notations, we drop the time subscript ¢ unless there is a confusion. The
dynamic system becomes:

O = {W(1*%)+Bﬁ} eV + ([IJZTBI);B

The steady state satisfies:

w

n(l— )~ Be =0

[w(l—ﬁﬁ)JrBﬁ} ev 4 1=B)n v

e —p— e =0

R

The Jacobian matrix of the system is:

_ne" — Be?
J= R ‘
- I: (/132?])?7] ele — % [W(I*%)JFB/@} eV + (;2;6})_%7] eveW ‘|

Let A1 and A9 be eigen values of vector J then they will be solutions to the
following equation:

N —tr()A+det(J) =0

It can be seen that A\; and Ay will satisfy:
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)\1 +>\2 = —t’l”(J)

Al)\g = det(J)

Evaluating at the steady state value, we obtain:

tr(J)=p
det(J) = n}e;’ |:Bev ((I—B[z)*Lfn _ 1) —p— nle;}
Because ((1;’% - 1) < 0 according to Lemma 5, det(J) < 0. This means

that A\; and Ay take real value with A\; > 0 and A2 < 0. The steady state is a
saddle point. Since the problem is not concave, we will prove that the stable
manifold is actually optimal.

Now take a feasible path on the stable manifold and close to the steady state.
Denoting it by (z*,w*), we have:
1
ejg b(u)du (Cl _ f(f h($)€7 I b(u)dudx)

* —
mt

in which ¢; > [° h(z)e™ Jo *Wdudy and

(1—a)A(p—1) n(l—-p) R;

h(x) G + B+ N x5
(=) p=1) n(l-PB3y R;
= +B+ ~Z

We claim that ¢; = fooo h(z)e~ Jo dlw)du g Indeed, we have

/OO h(l‘)67 Is b(u)dudSC _ B/OO e~ I b(u)dudz + M
’ 0 B

Assume ¢y =a+ B fooo e Jo bwdugy 4 % with a > 0 then

- oo
@fot b(u)du (Cl ) 4 / h(z)e™ Iy b(u)dudl.> = aef(f bu)du . Befot b(u)du/ e~ Jo bwdu g, + (‘dlp;m
4 t

> aelo bWdugy 400 whent — +o00

Therefore L}, — 0 when ¢ — 400. Because we are on the stable manifold at
which L}, converges to a strictly positive value, we have a contradiction. Thus
1 = [ h(z)e Jo Mgy and

1

A p— !
t Be]g b(u)duft e~ Is b(u)du, 7. + %
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We compute again
T
Ap = / [M(z%, 2%, wx, w*) — M(z, 2, w,w)] e Ptdt
0

where (z,w) is a feasible path. The technique in the proof of Proposition 2 can
be used again to obtain:

Ap > Ip + Jr
where
a(1—B) 1 ] al=B) zh—zr _p
Ir = — *_ 20— P
TN [G(é*,w*,w*)(zt S P Vo) Ry 73
and

We still have:
2z = zo = log(Ao)
x _p
La:O T
and
limy oo I =0

We also have: B
log Ry — b1 <log R} = wy <log R

log Ry — bT < log Ry = wr <log R
which implies ~
(log Ry — bT)e T < whe T <log Re™*T
(log Ry — bT)e_pT < wpe P <log Re *T

Because L}, converges to a steady state which is strictly positive, we get:

lim JT =0
T—4+oc0

This means that the optimal path locally converges to the steady state.

Proof of Proposition 8
2 *
Consider an equilibrium of the decentralized economy. Since p},, = = fIY’ and
t
2 *
x _ o2(1-p)Y,
L:ct - = w* 4

, on the one hand, we have:

wi _1-8 My 1-8 BL,R;

X
Dint B L3, B Ly,

and on the other hand from Lemma 7, we have:

*
Wy

*
Pt

— BR;

These imply:
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L = % L3

Now we check if this equilibrium satisfies the social planner’s maximization
problem or not. In doing so, assume that this equilibrium solves the social
planner’s maximization problem. In that case, we should have L}, = i and
x _ B rx _ B
mt =1pLla =155
Using relation (18) in Lemma 2, we get:

it bk J 1-— B == =——L R
paﬂ =+ R [@a( ﬁ) + O[ﬁ] 1— 6 © L;tR mt-lt
or
afBnR{ B p B Ry
b ke 2 1— Baf] —— L — a1 = pyn——=Z
pod + =~ [pa(l = ) + Ba] £ L = a1 - Bt
This implies g fgjg = (0 which is a contradiction.

Proof of Proposition 9
We first consider the case of non-renewable resources where n = 0. Denote
L, LY, LY as allocations of labour across sectors at decentralized equilibrium
steady state. Because these labour allocations are constant in steady state, we
drop the time subscript for simplicity.
From (34) we have:
Ry = Roe BEm? (61)

and
Ay = A=D1t (62)

By successive substitution, we have:

2 < a—1
L = o’(1= B)Aui from(31)and(28)
Wt
201 _ Brs1—p] !
—p— A=A | M/ L; from(29)
Wi At

2 2—«
A =B AT ) o) pra-1a-)

Wt
(1= B)AF* 51
= —~ [t e L;(O‘_l)(l_ﬁ)from 33
Pmt BRy ¢ ( )
012(1 _ ﬂ)A?—@Mtﬁa_ﬂL;(a_l)(l_ﬁ)

2 from(32)
a2BA e NP (=P pR,

(1—3)AM Ly 0P
BBR;

36


matthew
Sticky Note
None set by matthew

matthew
Sticky Note
MigrationNone set by matthew

matthew
Sticky Note
Unmarked set by matthew


Hence

1— B)A;BY" PR ~PLx1-8
pe = 120 tﬁBRRf — from(30)
t
1

B(l —~BAB PR L P

Now using (61) and (62) then this becomes:

1 * *
L2 B = B(l — B)Age DLt p=F ReBe=BBLyt [x1=0 (63)

Since L} is constant, we must have:

Au - 1)L = BBL, (64)
Relation (63) becomes:
1
L3P0 = (1= ) ABT R Ly (65)

Combining (64), (65) and (36) we get an equation for L:

1 1—
1 g TP [ A —1)]%F _«i=2
—(1—-B)AB"R," SC 2 LT 4 LE=1 (66
ﬂ( 6) 0 0 6B + r ( )
The LHS is strictly increasing in L, equals to 0 if L} = 0, and greater than 1
if L* = 1. Hence, there exists a unique solution L € (0, 1).

Proposition 1 gives the values of labors on the steady state of the optimal
path. In particular, we have:

o (P, B
o <<p+s0(1—ﬁ)+3ﬁ>

@

Alp—1)
3B

L+ |

Let p satisfy 0 = 1 — (g—l—m) or p = W, Then 1 —

(é + m) >0« p<p. If pisclose to 0 then L, is close to 1 and tends

to be larger than L. In this case, an under-investment in R&D will happen in
the decentralized economy in the long-run and technology will grow below the
socially desirable rate. By contrast, if p is close to p then L, is close to 0 and
tends to be smaller than L*. This implies an over-investment in R&D of the
decentralized economy in the long-run and technology grows faster than what
the society desires to have.

For the case of renewable resources, everything stays the same except now
n > 0 and Ry = nRt( — %) — BL,,+R;. In steady state, given that L7,
is constant and the growth rate of R; is also constant, we can deduce that

R* = (1 — %) R. Using (30), we get:
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L2 P = 11— ) AB O RIL:P

Note that this implies A; constant in steady state or L} = 0.
Recall that under the socially optimal steady state (presented in Proposition
5), we have:

Fo_1_ p _ 2BBp+(1-Blen—vVL

Ly=1-¢ B e 0
This means that the decentralized steady state entails an under-investment in
R&D in the long-run in the case of renewable resources.

Proof of Proposition 10

(i) When resources are renewable:

When A (or p) increases, the RHS of (59) decreases while its LHS does not
change. The graph of the RHS shifts down implying that L,, decreases. It is
obvious that in this case I:m decreases. Hence, I:r increases since ﬁr =1- ﬁz —
Ly,. As a result, gy increases.

When p increases, L, increases as per (60). The graph of the RHS of (59)
shifts up while the LHS does not change implying an increase in Ly,. Therefore,
L, decreases and, thus, gy decreases as well.

As for the welfare effects, we have:

o 1z9ﬁ,n[a5_ Baf3 (l—a))\(u—l)}
o p O\ |L, n-BLn p
1 0L, [a(l1=p) (L-a)A(p-1)
- f”[ L, p }
N <1—a>(u—1;gl—Lz—im)

Observe that the first two terms are equal to zero along the optimal steady

state as per (59) and (60). Hence, 2¥ = (1_a)(“_1)(21_£‘”_ﬁ’”) > 0. Similarly,

we have g—g = %ﬂ > 0 and ?T[;{ — ,%Uf (1*a)(u*12)(317ﬁ17im) < 0.

(ii) When resources are non-renewable:
It is obvious from (37) and (38) that when A (or ) increases, L, and Ly, both
decrease meaning L, increases and gy increases (because gy = (1 — a)A(p —
I)I:T — aﬁBﬁm). By contrast, when p increases, L, and L,, both increase
implying L, decreases and gy decreases.

Regarding the welfare effect, we have:
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oU 1 0L [aﬂ _ Bap (l—a))\(ﬂ—l):|
oA pON L, p p
1 0L, [a(l -6 (1—a)\(p— 1)}
+ - =
p OA L, p
L 0=0)E= 0= L= L)
2
p
With a note that the first two terms are zero according to (37) and (38) then
?T[,{ = (1_(1)(”_1)(21_L"_L’") > 0. A similar result applies for u as %—Z =
(=a)MA-Le=Lm) - ( However, 2 — — 1y — @BBLlm _ (A=a)(u=1(=Lo=Lm) _

p? > dp p p3 p3
0.

Proof of Proposition 11

(i) When resources are renewable:

From (59) and (60), it can be seen that an increase in B does not affect L.
However, it reduces L., as the graph of the LHS of (59), which is increasing in
Ly, shifts up while the RHS of that equation, which is decreasing in L,y,, stays
the same. Hence, L, rises and so does gy -

With respect to welfare, using (59), we have g—g = o‘gém 1 __B =

Lm n_Bilm,
(1—a)A(p—1) L,
p?B

> 0 meaning welfare rises with B.

(ii) When resources are non-renewable:
Plugging the values of L,, and L, from (38) and (39) into the equation for the
growth rate of output along the BGP we obtain:

gy =Ap—1)(1—-a)—ap

It can be seen that B does not appear in the result for gy. Hence, an increase
in B does not have any impact on long-run output growth.

As for the welfare, we have 9% apﬁ {% - LTM} From (38), it can be figured

out that L,, < £ Therefore, 2 aB > 0 or U is increasing in B.

Proof of Proposition 12
Under renewable resources, output growth is:

gY:a(1_5)¢_ap+w

where A = 4B2%a?3%p? + (1 — 8)?¢*n%. Under non-renewable resources, output
growth is:

gy =a(l=B)p—ap
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Clearly, /A — (1 — 3)pn > 0 implying a generally higher output growth for
renewable resource case. The two rates are equal only when /A —(1—3)en =0
or § = 0 meaning there is absolutely no utilization of natural resources in
intermediate good production.

Obviously, along the optimal steady state for renewable resources, output
growth is non-negative. Along the optimal steady state for non-renewable re-
sources, output growth may be negative if:

(1-B)p = L=l <

However, this condition violates what stated in Lemma 5 so negative growth

will not occur. Hence, we always have A\(u — 1) > 2 implying that as soon as
the R&D sector is sufficiently productive, positive growth will be sustained no

matter what type of resources is employed for production.
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