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Summary. The aim of the paper is to explore the link between agent’s heterogeneity
and indeterminacy in a general equilibrium economy. The framework is provided by the
two-sector growth model with technological externalities of Boldrin and Rustichini (1994)
in which heterogeneous agents are introduced. We first show that the occurrence of
indeterminacy depends on the distribution in labor endowments and in shares on initial
capital among the agents as well as on preferences and technology. We find that the
sign of the effect of heterogeneity on indeterminacy is not pinned down by the standard
properties of preferences, a fact that might be surprising in view of some recent results (as
in Herrendorf et al. (2000)). However, when risk aversion is a concave or a slightly convex
function, then heterogeneity is a factor that opposes the external effects in generating
indeterminacy.
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1 Introduction

Recently, there have been claims that the occurrence of indeterminacy in models with
externalities "is overstated in representative agent models, as these ignore the poten-
tial stabilizing effect of heterogeneity” (Herrendorf et al (2000). This remark may seem
surprising from a standard general equilibrium viewpoint, as heterogeneity is usually a
source of complexity because it provides many additional degrees of freedom to the econ-
omy. On the other hand, it is also well known that aggregation of heterogeneous agents
may produce under certain circumstances an aggregate demand possessing some definite
properties (e.g., Grandmont (1992)). The aim of the present paper is to explore the link
between heterogeneity and indeterminacy in a general equilibrium model.

In the paper we show that heterogeneity may both favor or be opposed to indeterminacy
in economies with external effects. However, under some plausible conditions on risk
aversion, heterogeneity is a factor that tends to neutralize the externality as a source of
indeterminacy. The results are obtained within the framework of a general equilibrium
model of the type used by Bewley (1982) but with technological externalities. In order to
investigate the dynamic properties of the model, the technology is specified analytically
while preferences are kept general. In fact, the model we consider is similar to Boldrin and
Rustichini (1994). The major innovation is that we abandon the representative agent as-
sumption and admit non-linear utility functions. Agents may be heterogeneous in respect
to the share of the initial stock of capital and in labor endowments as well as in prefer-
ences. Due to the structure of the model, individual characteristics and heterogeneity do
not affect the steady state itself as far as aggregate variables are considered. However,
this model is sufficient to analyze the effects of heterogeneity on indeterminacy. Note
that the introduction of externalities in a model with heterogenous agents presents some
well known technical difficulties (see Kehoe, Levine and Romer (1990), Santos (1992) or
Ghiglino (2002)).

Heterogeneity has an effect on indeterminacy. However, the usual axioms on preferences
do not limit the sign of this effect. The reason is that this depends on the third and higher
order derivatives of the utility functions. Empirical data concerning these derivatives is
lacking. However, risk aversion is linked to the curvature of the utility function and
therefore to the advent of an indeterminate steady state. Data seems to indicate that risk
aversion is, at least, slightly decreasing. A condition on the first order derivative of risk
aversion is not enough to restrict the sign of the impact of heterogeneity on indeterminacy,
while its concavity or slight convexity are sufficient conditions ensuring that heterogeneity
is opposed to indeterminacy.

The tractability of the model is based on some strong simplifying assumptions. First, there
is only one consumption good and one capital good. Second, technology is restricted to
belong to some class as the production functions are analytically specified. Finally, labor
endowments are considered as exogenous parameters. The model may be used to describe
a variety of situations in which labor is provided inelastically. The first situation we



have in mind is one in which the differences in labor endowments model taxes on current
income that are included in a redistribution policy. However, the present model may also
be used to gain intuition on the behavior of a more complex model in which labor supply
is endogenously determined. In this case differences in labor endowments are a shortcut
to model the differences in the disutilities that agents associate to labor. Heterogeneity
in labor could also reflect differences in the levels of productivity across agents.

To our knowledge, this paper is the first attempt to analyze the link between indetermi-
nacy and the redistribution of capital shares and labor endowments in a general equilib-
rium model with external effects. The scope of the present paper is similar to Herrendorf
et al. (2000) as both papers analyze the impact of heterogeneity on indeterminacy. How-
ever, the two frameworks are very different as Herrendorf et al. consider a continuous
time overlapping generations economy with exogenous prices (as in Matsuyama (1991),
an assumption that eliminates most of the the general equilibrium effects. Finally, in
that model agents differ in respect to their productivity. We adopt a general equilibrium
framework with fully flexible prices. Agents are infinitely lived. Heterogeneity is in terms
of the agents characteristics which are shares in initial capital, endowments in labor and
preferences. As a special case we will focus on heterogeneity in shares only. The present
paper is also related to Ghiglino and Sorger (2002). In that paper, indeterminacy is shown
to occur in a continuous time, endogenous growth model with externalities and heteroge-
neous agents. However, their analysis fail to qualify the effects of redistributions on the
occurrence of indeterminacy. Another weakness is that preferences are bound to be log-
linear. A version without externalities of the present model is also considered by Ghiglino
and Olszak-Duquenne (2001). In that paper it is shown that with no externalities the
distribution of labor endowments and capital shares matters in the stability properties of
the steady state. In the present paper we focus instead on the link between indeterminacy
and redistribution and highlight the role played by risk aversion.

The paper is organized as follows: In section 2 the model is introduced while the equilibria
are defined in Section 3. Section 4 focuses on the dynamics followed by the aggregate
variables near the steady state and local indeterminacy. In section 5 the occurrence of
indeterminacy in the model with heterogenous agents is analyzed. Finally, in Section 6
some sufficient conditions ensuring that heterogeneity reduces indeterminacy are obtained.

2 The model

In the present paper we consider a competitive two-sector economy with different types
of agents and technology externalities. Since we focus on dynamics, the model need
to be kept as tractable as possible. The technology is formalized as in Boldrin and
Rustichini (1994) but we introduce heterogeneity across agents. The externalities are



of the labor-augmenting type as detailed below. There is no joint-production and firms
produce according to constant returns production functions so that at the optimum, profits
are zero. There are two produced goods, a consumption good and a capital good. The
consumption good cannot be used as capital so it is entirely consumed. The capital good
cannot be consumed. There are two inputs, capital and labor. We also suppose that there
is instantaneous capital depreciation and that labor is inelastically used in production.
There are two firms, one for each sector. The firm in the first sector produces a con-
sumption good with two inputs, capital and labor, according to a production function
that include externalities from capital, (k! 1!, k). The externality is assumed to be a
labor-augmenting technological progress, i.e. F'(k',[', k) = F'(k',k"['). Let [ = k!
be the "effective” labor force and assume that F'! is a Cobb-Douglas production function
then F(k' 1Y) = (1M (k')'= with a € (0,1) where [!, k! are the amount of capital and
"effective” labor used by the firm of the consumption sector.

In a decentralized economy, the firm maximizes profit

Mazx p% Fl(ktha ltl) - pgflktlfl - wtltl

where p} is the price of the consumption good at period ¢, p? ; is the price of the capital
good at period ¢t — 1 and w; the price of labor at period ¢. The optimal production plan
satisfies the first order conditions

OF!
ptlﬁ = p?fl
18F1
P T

In the second sector, the externality is also a labor-augmenting technological progress so
it can be treated as above. The representative firm produces a capital good according
to a Leontief function F?(k?,1%) = Min (I?, %) with v € (0,1). The optimal production
plan for this firm is then
p = fia

There are three types of agents, a, b and c. There are N; agents of type i,7 = a,b,c.
The framework could be extended as to include any finite number of types. In each
period consumers provide inelastically a constant amount of labor w;, i = a,b,c with
Nywa+ Nywp+ New. = 1. A model in which the amount of labor provided is endogenously
determined could be analyzed but at a much higher cost. At the beginning of the economy,
each agent 7 is endowed with a fixed share 6; of the initial stock k_; of capital, with
N,0,4+ Nyb, + N.0. = 1. Consumer’s preferences are characterized by a discounted utility
function of the form

oo
U(z') = 6" wizi)
t=0
where x;; is the consumption of agent 7 at time ¢ and 2° is its intertemporal consumption
stream. We assume ¢ > 7. The instantaneous utility function fulfills the Inada condition

limo U (zi) = +o0.

Tit—



In a decentralized economy, an agent ¢ maximizes his utility function subject to a single
budget constraint

Zp%xit = Zwtwi + p2_19ik:_1 with ¢ = a, b, c.
t=0 t=0

3 Equilibria and steady states

In the present economy the first welfare theorem does not necessary hold. However, as was
recognized by Kehoe, Levine and Romer (1992), every competitive equilibrium obtained
in a decentralized economy is a Pseudo-Pareto optimum in the sense that is the solution to
the maximization of a social welfare function (see Ghiglino (2002) for some applications
of this approach). This function could be considered as the objective of a constrained
central planner. In the current section we first define competitive equilibria and then
characterize the set of Pseudo-Pareto optima.

3.1 The competitive equilibrium

A competitive equilibrium can be defined as a sequence satisfying the following definition.
Note that, due to the form of the externality the total ”effective” labor at time ¢ is the
product of the work force with k.

Definition 1 A competitive equilibrium is a sequence of prices (p}, p?, w;)i2, with p*, =1
such that markets clear for every t > 0:

o [ +17= (N wat+Npwp+Nwe) k] = ki,
o Kl tki=F2(k: |, 17)
® NyZgr+Nymp+N o Zep= Fl(ki_p l})
o k' +k* = Fk_y with k_y given
where

e () is a solution to the individual mazimization program of agent i, i = a,b,c for
(p%7pl%7 wt)z?i(]'

o (K],1]) is a solution to profit mazimization for firm j, j = 1,2 for (pt,p?, w:)52,.

In the present model, competitive equilibria are Pseudo-Pareto optimal allocations, i.e.
solutions to the maximization of a ”"social” welfare function (see example 2.1, Kehoe,
Levine and Romer (1992))



3.2 The planner’s optimum

The Pseudo-Pareto optima are the set of solutions to the planner’s problem as (4, ()
spans [0,1] x [0,1] :

Max ftaNg Z 8 g (2as) + 11Ny Z 6" up(zpe) + (1 — g — pio) Ne Z 6" ue(et)

s.t. NoZTar + Nywpy + Newey = FH (K}, 1) for all ¢
kl +k? = F?(ki |,17) for all t
I} 4172 =2 forall t

k_1 given

together with the side condition 2z, = k;_;.

For the case with no externalities, i.e. n = 0, the solutions to the above program are inte-
rior as soon as w; # 0 or #; # 0 for i = a, b, c. As shown in Ghiglino and Olszak-Duquenne
(2001) this is a consequence of the Inada conditions on preferences and technology.

Let u be a social utility function defined by

u(x) = Max /JJaNa ua(xa> + ,U/bNbub(mb) + (1 — Ha — ,ub)Nc uc<xc)
st Nyxg+ Nyxpy + Nex. =

Let T'(k,y, z) be the usual transformation function defined as the solution to
Max FYE Y
s.t. F2E2 12 >y

4+ k?=k
2=

Then the planner’s problem is seen to be equivalent to

Max Z Su(T (ky—y, Ky 21))
=0

s.t. FQ(kt_l,Z;]) Z k:t

k_1 given

The solution depends on z; and k_;. However, there is still the side condition z; =
k;—1. With the specification of production adopted through the paper the transformation
function can be written as



Tlk,y,z) = (2" —y)*(k — v y)'~°

In the sequel we use the return function V' : R, x R, X R, — R defined by
V(k,y,z) =u(T(k,y,z))

The function V' is concave in (k,y), because u and T are concave.

3.3 The Euler conditions

Using the return function V(k,y, z) the maximization program can be written as

Mazx Z(St V(k’t, ktJrl, Zt+1)
=0
s.t. (kt,kt+1) c Dt
k_1 given
Side condition: 2 = ki_q.
k
where D; is the set {(k, kio1)|F?(ks, 2)) > ki) - Let Vi(k,y,2) = av(a’ky’z) and
oV (k,y, z)
Va(k =77
2( ,y,Z) ay

In the present framework it is a standard result that the set of interior Pareto optima are
the set of {k;}; that satisfies the transversality condition lim; . 0*V;(ky, ki1, ke)ke = 0
and are solutions to the system

Vo(ke, kerr, ki) + 0Vi(Kers Kego, ki) = 0 Wt

3.4 Steady state in the capital good

At a steady state, k; = k* for every ¢ > 0. The capital k£* is implicitly defined by the
equation

Vo (k™ k" k™) + oVi (K", k", k") =0
In models with a unique consumption sector, aggregate steady state variables depend only
on the technology. Indeed, using the definition of the return function, the Euler condition
can be written as
To(k*, K™, k%) + 0T (K™, k", k") = 0
T (x,y, 2) T (x,y, 2)

where T'(x,y, z) = 9 o

and Ty(x,y, z) =



With the specification of production used in the present paper

=1 _ 1 @
Ti(k" k" k") = (1 — a) (k;l_,y>

n—1 (a—1) n—1
| 1
To(k* k" k") = — [ — = 1_

Some easy calculations gives the steady state capital as a function of the discount factor
and the technology parameters only

s =

In the present paper, total labor supply is normalized to one. It is easy to see that in
general k* represents the steady state capital normalized by the total labor supply. On
the other hand, the aggregate consumption z* can also be obtained

Tt = T(l{?*7 k?*,k*) — k?*(k?*n_l o 1>a(1 _ 7)1—0[

3.5 The steady state in individual consumptions.

At the steady state, aggregate capital depends on the total labor supply only. Indeed,
as it does not depend on the return function the welfare weights are irrelevant, and both
preferences and the way endowments are distributed among individuals do not matter.
In more general models this is not true. In particular, when there are two consumption
goods the steady state values of aggregate consumption depend on the individual welfare
weights and therefore on the heterogeneity in preferences and endowments.

As opposed to aggregate variables, the steady state values of individual consumption do
depend on individual characteristics through the welfare weights (note that at a steady
state these are easy to compute). The exact relationship is provided by the following
Lemma.

Lemma 1 At a steady state k* the individual demands are

{xi*_ 136_*7[(5(1—a)—i—a—’y)wi—i—(l—d)(l—oz)ei]

where % = k* (K" — 1)%(1 — 5)'~.



Proof: The first order conditions associated to the individual program are

Oui(ry) = vipy Vt,i=a,b
Yoo p%xit = Yioww; + 0;k_4

where v; is the Lagrange multiplier associated to the constrained maximization problem.
At a steady state z;; = z} and p} = §'p} where pj is the price of the consumption good
in period 0. The budget constraint, together with the conditions on profit maximization,

imply

oF' .. OF' . .
W(’%h) +(1- 5)92‘]@71W(k1>l1)

1-0 (&
LL’: = 1 < We; + (glkl) = W;
Do \i=o

The values of k] and [ are obtained by solving the system

B0 =k
ki + ks =k = F?(k3, 15)

k,*
and using the fact that at the optimum I = —=2. Q.E.D.
Y

Lemma 1 implies that for given technology parameters and discount factor, steady state
values in individual consumptions depend linearly on initial holdings in capital and labor
endowments. This also means that there is a linear manifold of (6;,w;);—a . associated to
each equilibrium allocation.

4 Aggregate dynamics

In the present general equilibrium model the reduced social utility function depends on the
welfare weights. Furthermore, these weights depend on the equilibrium allocations which
in turn depend on the initial conditions and on the distribution of individual endowments.
When the welfare weights are continuous functions of the initial conditions, the dynamic
and determinacy properties of the general equilibrium model with heterogeneous agents
and those of the reduced model are identical. Ghiglino and Olszak-Duquenne (2001) have
shown that when there are no externalities, continuity holds and the local dynamic and
determinacy properties of the general equilibrium model are obtained from the properties
of the planner’s problem with the welfare weights fixed at the values associated to the
steady state. Because of the externality the continuity property cannot be assumed here.
However, it will be seen that the analysis of indeterminacy can be pursued to a large
extent without this strong property. The relationship between the dynamic properties
of the equilibrium path in the aggregate variables and the properties of the social utility
function are first established. The use of these results in obtaining the properties of the
disaggregated model is left for the next section.



4.1 The role of social risk aversion

Near the steady state the behavior of the dynamic system is equivalent to the behavior of
the linearized system. The dynamic properties of the steady state are then related to the
eigenvalues of the matrix associated to the linearized system. In particular, the stability
and the local determinacy properties of the steady state depends on how the modulus of
the eigenvalues A\; and Ay compare to one.

Let the function f be defined by

f(key kg, ko) = Va(ke, ke, ki) + 0Vi(Kesa, krga, kig)-

The Euler equation
Vo (K, kg1, ke) + 0Vi(kegr, Kigo, ki) = 0

can be linearized at the steady state (k*, k*, k*) to give

of of
akt+2 akt—O—l

This equation describes the dynamic behavior of {k;}; near k*. The resolution of the
characteristic equation

of Of 1w 1w 1o . ph L

s 8kt+1(k7k’k)p+3kt(k’k’k)_0 (CE)
for p gives the eigenvalues associated to the dynamical system. As there is only one
consumption good, for a given technology and aggregate labor the steady state value of
aggregate capital is uniquely determined and does not depend on the characteristics of the
consumers. However, the stability properties of the steady state do depend on the social
utility function and therefore on the individual characteristics. The following notion need
to be introduced.

B,
(K, K k%) (kg — k°) + alf(k*, k) (ke — k) =0
t

(K K k) (ks — K7) +

(K* k" k")p® + of

Definition 2 Let u be the social utility function, u : R, — R, and R(x) the risk aversion,
R(z) = —17) e

. Let p be the inverse of the risk aversion, p = —— =

u' () R u'(z)

Note that p is negative and that p close to zero indicates a very high degree of curvature
of the utility function.

For a given externality, discount factor and technology parameters, the eigenvalues depend
on the inverse of the risk aversion of the social utility function, p, through the equality
V(k,y,z) =u(T(k,y,z)). Indeed, we have the following result.

Lemma 2 The eigenvalues associated to the dynamic system expressed in terms of the
verse of risk aversion p are

[ —Bi\/B2—4C}

N | —

P12 =



with
p(T22 + (5(T11 + T13)> + 5T1((1 + 5)T1 + Tg)

B p—

o :(15 [ 14+ —0T T3+ pThs ]

—0T7 + pThs

where T;; = T;;(k*, k*, k*), 1,5 = 1,2,3 are the second order derivatives of T.

Proof: The eigenvalues, which are the solutions of the characteristic equation (C'E), are
given by

1
pm:?[ ~ B+ VB2 —4C |
: of of . of af 4
with B = and C' = (==
Let V;; = 827‘/(14;* k*,k*). The definition of f implies that
U okok, TN P
of of of
Mk*:(s‘/iQ,Wm’k*:(S(%l‘i“/lS)‘i“/zQ and%k*:%2+‘/23
d(Vi1 + Vig) + Vao Via + Viz
d then B = dC = ——~—= 1).
and then 5V and C Vs (1)

At the steady state and for i, =1,2,3, V(k,y,2) = w(T(k,y, z)) implies that
Vi (k* k" k%)) u (T(k*, k*, k*))
’U,//(T(k*, k*’ k*)) ul/(T(k*’ k*7 k*))

Expressions (1) and (2) and the Euler equation Ty = —07} lead to the announced values
for B and C. Q.E.D.

~ T, + Ty =TT+ Ty (2).

The result of Lemma 2 is represented in Fig. 1 where p; is the eigenvalue with the smallest
modulus, i.e. | p1 [<| p2 |-

INSERT Fig. 1 HERE

A property which plays an important role in the subsequent developments is that at most
one of the two graphs p;(p) and ps(p) intersect the horizontal line drawn at —1. This is
a consequence of the fact that the branches of p;(p) are monotonous as shown in Fig. 1.
As the stability and determinacy is linked to the modulus of the eigenvalues (with 1 as
the critical value), the previous fact implies that only three cases are feasible:

10



Case A Neither py nor py intersect the line p = —1. The steady state is always determinate
and stable whatever the value of p.

Case B The eigenvalue p; intersects the line p = —1 while po < —1. Stability and instability
are possible but indeterminacy is ruled out.

Case C' The eigenvalue ps intersects the line p = —1 while 1 > p; > —1. Both (determinate)
stability and indeterminacy are possible.

These remarks lead to the following statement:

Corollary 1 For any given set of admissible parameters (o, 7y, n,0), there exists a value
of the risk aversion of the social utility function, Ry, such that for all economies with a
higher curvature, R > Ry, the steady state of the reduced model is stable and determinate.

The graph p;(p) is a representation of one member of a family of functions. The two
families, i = 1 and ¢ = 2, are obtained when the quadruples («,~,n,0) span the set
of feasible values. A change in one of the parameters is likely to modify the graph so
that different cases for (determinate) stability and indeterminacy of the steady state arise
depending on the quadruple («,v,n,d). A complete analysis would require to know how
these graphs are shifted and modified when the parameters change. The dependance is
complex and the effects of each one of the parameters are hardly separable.

The following lemma gives sufficient conditions on the parameters for the existence of a
(negative) solution p. to the equation p; = —1 for i = 1 or i = 2. In other words it gives
open sets of technology parameters and time discount factor such that changes in the
curvature may bring a change in the dynamic behavior of the economy (case B) or/and
in determinacy (case C).

Lemma 3 (i) If

or
1 _
oz>§ ;o y<l—a ; n>n

then there exists & such that for all 6 in I5 =] §,1 [, there exists p. < 0 such that pa(p.) =
—1. There is indeterminacy for p < p. and determinate stability otherwise (case C) .
(ii) If
1 1—-2
a < 3 and € a( o) Q

VI =)+ (1-20)2

or

11



a(l —2a)
VL= a)2+ (1 - 2a)2

then there exist 0. and 6.. in] 0,1 [ such that for all § in Is. =] O, ¢ |, there ezists p. < 0
such that p(p.) = —1 or pa(p.) = —1 (cases B or C).

, 1 — 2«

Proof : See the appendix.

Remark: The conditions given for (i) are necessary and sufficient while those for (i7) are
only sufficient (see the proof for details).
Lemma 3 is illustrated by some numerical examples.

Case A No negative solution. Let o = 0.3 and v = 0.12 <5 = 0.1488. Then p. = 2.2145 >
0.

Case B A solution to py = —1. Let a = 0.15, v = 0.13 and n = 0.1. Then I5. =
10.1857, 0.2973[. For § = 0.2, p. = —18.84. When p — —o0, py — —1.25
and py — —3.48.

Case C' A solution to py = —1. Let « = 0.7, v = 0.2 and n = 0.8. Then [; =|9259, 1].
For 6 = 0.95, p. = —0.3736. Then, when p — —o0, p; — —0.1278 and p; —
—0.8471.

Lemma 3 will be applied to the dynamics of the disaggregate economy in Section 5 and
Section 6.

4.2 Turnpike properties

Lemma 3 concerns the dynamic properties of the steady state when the technology, the
welfare weights (or the individual preferences and endowments) and the time discount
factor are fixed parameters. A classical result concerns the asymptotic stability properties
when the time discount tends to zero, i.e. § — 1.

Lemma 4

1
i) If « < = and v < 1 — 2« then for given technology, preferences and initial endow-
ments there exists 653 < 1 such that the steady state is stable for 63 < § < 1.

i) If a and v satisfy the hypothesis (i) of Lemma 3, then there exists a value n = 7
such that:

e if n <7 = there exists s such that the steady state is stable for all 6 > J5.

12



e if n > 7 = the stability and determinacy can be influenced by the curvature
of the social utility function for all 6 > &, with § defined in Lemma 3.

1
ii) If a > 3 and v > 1 — «, there exists s such that the steady state is stable for all
d > 0.

Proof. A straightforward application of Lemma 3. Q.E.D.

Remark: For a weak externality the steady state always becomes stable as 6 — 1. This
result does not hold for a sufficiently strong externality.

In general equilibrium convex models the limit point depends on the distribution of initial
capital and labor, even when the turnpike property holds. However, Yano (1984, 1991,
1998) shows that the sensitivity to the initial capital shares tends to disappear as the time
discount factor § approaches one. A similar result concerning the steady states holds in
the present model. Note that the limit points concerning the individual consumptions
depend on the individual endowment in labor.

Lemma 5 When 0 is sufficiently close to one the steady states associated to different
distributions of individual holdings of initial capital lie in a neighborhood of k* = (1 —
a)ﬁ and this neighborhood shrinks as 6 — 1. Simalarly, the individual steady state
consumptions lie close to

= a1 —a)(1 =))W

Proof: From Lemma 1 with straightforward calculations.

When agents differ only in respect to their shares in the initial capital, as the discount
factor tend to one their individual consumptions converge to a common value. On the
other hand, for a given discount their relative distance is given by

vi—z; (1—a)(1-0)

e oy )

5 Indeterminacy in the heterogenous agents econ-

omy

The aim of this section is to prove local indeterminacy in the heterogeneous agents econ-
omy under scrutiny. The analysis of the previous section relates the dynamic behavior of

13



the aggregate variables to the curvature of the social utility function, the time discount
factor and the technology parameters. Heterogeneity across consumers affects the welfare
weights and then the social utility function. Therefore, determinacy and stability of the
aggregate steady state are expected to depend on the heterogeneity. Finally, indeter-
minacy of the solutions to the planner’s problem implies that there exist disaggregate
economies with indeterminate competitive equilibria.

Proposition 1 There exists open sets of parameters o, v, n, 6 and open sets of prefer-
ences such that local indeterminacy around the competitive steady state occurs for some
distributions of initial endowments or capital shares but not for others. The result holds
also if the agents have identical preferences and labor endowments.

Proof: i) In the appendix it is shown that the value of the curvature at the steady state
is given by

/! !/ !/

Ug  « U * Ue /&
p(etm 0()7 ec,waa wbvwc) = Naﬂ(ma(eavw(L)) + Nb;g<xb(0b7 Wb>> + NCJCUC(QC?(UC))

Without loss of generality, we may assume that preferences are identical so that the
subscripts can be dropped and that N, = N, = N, = 1.

i1) Assume that the coefficients «, v and 7 satisfy the assumption in case (i) of Lemma
3, and let ¢ be in I5. According to Lemma 3, these assumptions imply that p. < 0 and
that indeterminacy for the reduced model occurs for any p; < p..

Since there are no structural constraints on the first and second derivatives of the indi-
vidual utility function, except the usual sign conditions, the previous expression implies
that p; can be obtained with a suitable choice of preferences. Furthermore, since p(6,w)
depends on the derivatives of the individual utility functions evaluated at different points,
the result still holds when the preferences for all agents are identical.

Indeterminacy in the aggregate dynamics imply indeterminacy in the disaggregated model
with heterogenous agents. Indeed, given the aggregate initial stock k_; and the welfare
weights (pa, pp) there is a continuum of paths (k)52 converging to the steady state. For
each of these paths, the first order condition associated to

Max Ha ua('rat) + %23 ub('rbt) + (1 — Ha — ,ub) uc(xct)
st Tar + Ty + Tep = T (ki1 ke ki)

gives the individual consumption allocations (z4:):2, (5 )i and (z4)52,. Finally, (0,4, 6s)
is obtained from the individual budget constraint and the values of the prices and the
wages. Due to the indeterminacy there is an open interval of feasible (6,,6,) with the
same k_; and (g, pp). On the other hand, in a neighborhood of the steady state, a
small perturbation of the welfare weights will only slightly affect the path (k;):2,. Due to
the continuity of the functions involved and the fact that prices converge to the steady
state price, the interval of feasible (6,,6,) is also only slightly affected. Therefore, there
is an open set of (6,,6,) such that for each element in this set there is a continuum of
equilibrium paths. Therefore the steady state is indeterminate in the individual variables.
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i7i) As in 4i) assume that the parameters fulfill the conditions stated in i) of Lemma
3. Consider now a redistribution of initial capital shares such that all agents becomes
identical. The economy trivially admits a representative agent. In this situation, for
any ps > p. the steady state is stable (and determinate). Since, there are no structural
constraints on the first and second order derivatives of the individual utility function,
except the usual sign conditions, the preferences chosen in i) can be perturbed as to
satisfy also p = ps.

Q.E.D.
In Proposition 1, preferences are not bound to belong to some specific class. In particular,
if preferences are assumed to be CES then the derivatives of all orders are given functions
and the proof fails. However, it can still be shown that the result holds in this case,
the argument being similar to Ghiglino and Olszak-Duquenne (2001) (for the details see
Ghiglino and Olszak-Duquenne (2000)).
It should be pointed out that Proposition 1 does not concern the effects of all redistribu-
tions of initial endowments on dynamics and determinacy. Indeed, this would require to
be able to decide whether the steady state of the general disaggregated model is deter-
minate or indeterminate, a much harder task. When the welfare weights are continuous
functions of the initial conditions, the local dynamic properties of the general equilibrium
model are indeed equivalent to the dynamic properties of the aggregate ”optimal growth”
model with the welfare weights fixed at the steady state values. There might be conditions
ensuring that such strong continuity properties also hold in the present model but we do
not have a formal proof.

6 When heterogeneity works against indeterminacy

Heterogeneity is one of the main macroeconomic indicators of the microeconomic structure
of the economy. Our aim in this section is to link indeterminacy to heterogeneity. There
are several difficulties. The first is that heterogeneity is a concept that is not uniquely
defined. When agents have identical preferences, a good indicator of heterogeneity is the
spread of initial endowments in capital shares and labor. If we furthermore assume that
only shares in initial capital (or labor endowments) differ, the agents can be distributed
on the real line. An homogeneous economy is then an economy that has a distribution
of shares (or labor endowments) picked around some value, while in an heterogenous
economy these are widely spread. This notion agrees with the definition of heterogeneity
given in Herrendorf et al. (2000), Definition 3. In the present model, there are three types
of agents, so that an heterogeneous economy has an equal number of agents of each type,
while an homogeneous economy has mostly all agents of the same type.

That heterogeneity so defined may have an effect on indeterminacy is a consequence of
Proposition 1. In fact this link is expected to hold under general conditions (see Corollary
1). However, it may also be seen that the usual axioms on preferences don’t limit the sign
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of the effect. The reason is that the occurrence of indeterminacy depends on the third and
other high order derivatives of the utility functions. Standard assumptions on preferences
do not put any limitation on these and empirical data is also lacking. However, these
higher order derivatives are linked to risk aversion. And the properties of risk aversion
are better known from an empirical point of view.

Several results can be obtained. When relative risk aversion is equal across individuals and
constant, i.e., when preferences are identical across individuals and CES, heterogeneity
is shown to play no role on indeterminacy or instability. When risk aversion is a strictly
concave function, homogeneity is a source of indeterminacy or instability. When risk
aversion is a strictly convex function homogeneity is still a source of indeterminacy or
instability, provided the second derivative of risk aversion is sufficiently small. As data is
compatible with concave or slightly convex risk aversion, one may think that in realistic
models heterogeneity may help to restore determinacy in economies with external effects.
This agrees and extend the results in Herrendorf et al. (2000).

Proposition 2 Assume that agents are characterized by identical preferences with risk
aversion R(x). If R(z) is a strictly concave function, then homogeneity is a source of
indeterminacy or instability. The same result hold if risk aversion is a strictly convex
function with 2R"*(z)/R(x) > R"(x), while if the latter inequality is reversed, heterogeneity
becomes a source of indeterminacy or instability. Finally, if the parameters o, v, n, §
satisfy the conditions in Lemma 3 (i), then all the results above concern indeterminacy
(and not instability).

Proof: Assume that preferences and labor endowments are identical across consumers,
uq(x) = up(z) = ue(x) = v(zr) and w, = wp = w. = w. The proof of Proposition 1
shows that the reaction of the curvature of the social utility function to a change in
individual consumption depends on the inverses of the individual risk aversion. Corollary
1, and the discussion therein, show that in order to analyze the effect of heterogeneity
on indeterminacy or instability it is sufficient to compare two stylized situations: 1) The
economy is homogenous, there is one agent of each type, N, = N, = N, = 1; and 2)
there is only one type of consumer, i.e. N, = 3. The exact value of the individual capital
shares is irrelevant for the proof, as long as 2} (6,,w) < z}(0p,w) < xi(6.,w). We take
0, =1/6,0, =2/6 and 6. = 3/6. Consequently, we need to compare

/ / /

Phe = (2" (1/6,w)) + —(2"(2/6,w)) + —(2"(3/6,w))

with
!

pho = 3= (2" (1/3,w))

Three cases need to be analyzed depending on the properties of risk aversion.

16



(i) When preferences are identical across consumers and risk aversion is constant, R;(z) =
R so that v'(z;)/v"(z;) = —1/R, the effect on the parameter p is additive and weighted
by the number of consumers. In this case, there is no impact on either stability or
determinacy of the steady state and heterogeneity is neutral.

(77) Assume that preferences are such that risk aversion is a concave function over the
relevant range. Since (v'(z)/v"(z)) = (=1/R(z)) = —(R*(z)) ' R/(x) we obtain

(v'(2) /0" (2))" = (=(R*(2)) "' R (2)) = 2(R*(x)) ' (R'(2))* + (—(R*(2)) ' R"(2)) > 0

i.e., a strictly convex function. In this case,

Pho <phe <0

and indeterminacy is more likely in the homogenous economy then in the heterogenous
economy.

(7i1) Assume instead that risk aversion is a convex function over the relevant range. In this
case, provided [2(R*(x))™'(R/(x))?] < |- (R*(x)) " R"(z)] or 2(R(z))~ (R'(x))* < R"(x),

we obtain

(v'(2)/v" ()" = 2(R*(x)) " (R (2))* + (=(R*(2)) " R"(x)) < 0

i.e., a strictly concave function. As a conclusion,

Phe < Pho <0

and indeterminacy is more likely in the heterogenous economy. On the other hand, if
2(R(z))"Y(R'(z))? > |R"(x)| then indeterminacy is more likely in the homogenous econ-
omy.

Finally, if the parameters satisfy the conditions in Lemma 3 (i) then the steady state is in-
determinate for any sufficiently small social curvature. In this case, the results obtained so
far are related to indeterminacy.

Q.E.D.
The above results are consistent with the view that the importance of indeterminacy in
models with externalities are overstated in the literature. Indeed, we have found plausible
circumstances for which heterogeneity is a factor that tends to neutralize the externality
as a source of indeterminacy. It should be pointed out that in our model, heterogeneity
in individual productivity are not explicitly taken into account. However, as we allow for
heterogeneity in labor endowments, our model can be reinterpreted as to include different
levels of individual labor productivity.
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8 Appendix

8.1 Proof of Lemma 3: Existence of the roots

First, remark that p; = —1 and p, = —1 are satisfied simultaneously only if p; =
—-B++vB?—-4C —B—+vB?>—-4C . .
= py = = —1 (the choice of the sign depends on

2 2
the convention | p; |<| pe |). This implies vVB? —4C = B—2 =0 and C = 1. This is a
non generic situation.
Now, p1o = —1 & £V B? —4C = —(B — 2). This implies B — C' = 1. Using Lemma 2
which gives the values of B and C' in terms of p, we obtain

(Tog — Tho — Tz + 0(T1y + Ths))p + 011 (6T + 2T + 2T3)

B-C=1«
(S(pTlg + TlTQ)

=1

Solving for p gives the solution

B 20T (Th (1 +0) + T3)
Toy —Tho — Tog + 0(Th1 + Ths — Th2)

Pe

Some tedious calculations show that

Q(9)

Pe = a(Sx*m (%)
with
Q) =01-a)1+n)+(1—0a)+nla—"7)
f(8) =ad®> +bs+c
and

a=(1—a)(1—-2a)(1+mn)
b=—la(l =n)(1 = 20a) + (1 +1)(2 - 3a)]
c=9(1+n)+a(l-n)
The value p. is an acceptable solution for the equation p; = —1 provided it is strictly
negative (as it is the ratio of the first derivative v’ and the second derivative u” evaluated
at the steady state).
As the numerator is always strictly positive, f(0) need to be negative. Since, the concavity

of f plays a role in the proof, the two cases a < 3 and a > 3 should be treated separately.
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1
Case A: o < 5

In this case, f is convex, with a > 0, b < 0 and ¢ > 0 implying that f(0) > 0. There are
2 possibilities to obtain f(d) < 0.

e Existence of an interval included in |0,1[ on which f is negative. The sufficient
conditions are a positive discriminant for f with roots between 0 and 1. As the
analysis is tedious, we give conditions on the parameters such that: f(1) > 0, the
critical point of f is positive and the product of the roots lies between 0 and 1.
These properties are sufficient to prove the result.

e Existence of a value ¢ in |0, 1] such that f(§) < 0 on ], 1[. This requires a positive
discriminant and f(1) < 0.

a) Sign of the discriminant A of f
A can be considered as a polynomial function of degree 2 in 7:

A(n) =adn* +bn+c

with:
@ =yl -a)=(a=7)(1-2a)+4y(1 - )1 -20)(a-7)
bV =2[v*((1—-a)*+ (1 —2a))* — a?(1 — 2a?)]
¢ = (1= 20 a-+7) + (1 - a)?)

If (and only if) all the coefficients are positive then the function A(n) is positive for all

values of 1. d is clearly positive under the assumption a < 3 b’ is positive only if

1-2 Y
ol @) =7%. As 7 < 1 — 2« the ratio 7

VI —a)?+ (1 - 20)2 1 — 20
1. Finally, ¢ is always positive for all value of a and . Under these assumptions, the
discriminant A being positive for all values of n, there exist two roots d. and d...

b) Position of the roots J. and J.. in relation with the interval | 0,1 [.

v > is always smaller than

b
Since the critical point ~5a is positive, f is convex and f(0) > 0.both roots are positive.
a

In order to find their position relative to 1, the sign of f(1) as well as the value of the
product of the roots 9.0.. need to be analyzed.

b.1) Sign of f(1)

By definition, f(1) = (1 —2a —v)[n(1 —7)+ 1 —2a —~]. Then f(1) is positive if:

e (1-2a—+v)>0and n(l—v)+1—2a—~ >0, which is equivalent to 1 —2ac—~ > 0
giving 1 — 2a > 7.

e (1-2a—7)<0and n(l—7)+1—2a—~ <0, which is equivalent to 1 — 2a < ~
1 —2a—7

and n < —
|

:=1. However, as v < a. the first condition implies o > 3
The f(1) is negative if:

20



. . 1 _
v > 1—2a (implying a > §> and n > 7.
The results regarding f(1) can be reorganized as:

1
e f0<a< - thena<1—2a,s0othat y <a<1-—2«a
= f(1)>0

1 1
o If 3 <a< > two possibilities arise:

(1) y<1—-2a = f(1)>0
(17) 1 —2a <y < a: the sign of f(1) depends on the externality: f(1) is positive
for n <7 and negative for n > 7

b.2) Study of the product 6.6,
The product of the roots d.0.. is equal to E. Then the following relation holds:
a

yet7) =1 —-a) —2a)
y(e=7)+ (1 -a)l-2a)

When v < 1 — 2, the numerator of 7 is negative while the denominator is positive, so
that 77 is negative. As 7 is

§<1¢:n> = 7]

c
a value between 0 and 1, the assertion n > 7 is always true, and 0.0, = — < 1.
a

1
When v > 1 — 2a, we have that v > 7 (as ¥ < 1 — 2«a) and o > 3 (because of the

assumption
v < «). Here as v > 1 — 2 we always have 7 > 7.

The externality plays a crucial role and is necessary to choose 1 > 7j to obtain f(1) < 0.
As seen

before, the existence of 0, and d. in |0, 1] still requires > 7. However, as v > 1 —2a we
always have 77 > 7. Therefore the conditions > 77 and 7 < 7 can never be satisfied
simultaneously.

1
b.3) Conclusion for the case o < 3

There are three possibilities:

(1) 4. and d,. smaller than 1: true if f(1) > 0 and 0.0 < 1.

(17) 9. < 1 and 6. > 1: true if f(1) < 0.
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(7i7) d. and 6. larger than 1: true if f(1) > 0 and 6.0, > 1.

Then we obtain:

1
e Proof of lemma 3 (ii): When v < 1—2a (here 0 < o < 5) we have that f(1) >0

and that 0.0.. < 1. Then there exist d. and d,.. are in | 0,1 [. Therefore, there exist
an interval in ]0, 1[ on which p. is negative (the first set of conditions in Lemma 3

1
(ii) are due to the fact that the assumption v < « is binding for o < §)

e Proof of Lemma 3(i), first set of conditions): When v > 1— 2« the externality
must be chosen larger than 7 in order to have a negative solution p. in which case it
exists ¢ in 0, 1[ such that f(§) > 0 on |4, 1[. Otherwise, p, is strictly positive. Note
that 7 is smaller than 1 under the previous assumptions.

1
Case B: a > — (Proof of Lemma 3(ii), second set of conditions)

In this case, f is a concave function with f(0) > 0. This is sufficient to prove the existence
of the roots d. and J... Let § be the unique positive root. If f(1) is negative then § is in

1
10, 1[. First, note that « larger than 5 implies 2a + v — 1 > 0. Then, from the expression
20+v—1

for f(1) given above, f(1) < 0 for n > 1
-7

= 7. Finally, 77 is smaller than 1 only

ify<1l—a.
Q.E.D.

8.2 Proof of Lemma 3: Identification of the roots
Since for p — —oo both eigenvalues are negative, B is clearly positive. Then, the con-

—B+ VB2 —4C —B—/B2—4C
2

and py = 5 . From the

vention | py |<| po | implies p; =

fact that the graph of p; is upward sloping as p — —oo (and inversely for ps) it follows
that

lim p; < —1<= lim vB?2—-4C < lim B —2

p——00 p——00 p——00

lim py >—-1<= lim —vVB2—-4C > lim B —2
p——00

p——00 p——00

If lim B —2is negative then lim p; > —1 and any solution p. is a solution to ps = —1.
p——00 p——00
Similarly, if lim B —2 > 0 then lim py; < —1, and p, is a solution to p; = —1.
p——00 p——00
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Study of lim B —2

p——00
The limit can be considered as a function of 9, all others parameters («,~,n) being
fixed (indeed, the eigenvalues p; are functions of p members of a family generated by the
parameter 0). Using the definition we obtain,

: T

pkrfnooB 2= 0425T12g(5)
with ¢(6) = (1 — a)(1 — 3a — an)d® + (o — (1 — 2a0) — na(a — 7))o + >
As T and Ty, are both negative, we focus the analysis on the sign of g(§) on |0, 1[. As we
are only concerned by ¢’s such that the solution p.exists, we assume that the conditions
of Lemma 3 (i) are satisfied, i.e. § in I.
Let g(8) = ad? + bd + ¢, with ¢ strictly positive. Clearly, g(d) is not strictly negative on
the interval ]0, 1] because ¢ > 0.
Two cases need to be considered depending on whether ¢ is concave or convex. This
property depends on the sign of the coefficient a. We have:

1 -3«
a>0<=n<

=TNa

1
It is easy to see that if o < 1 then n, > 1 and n < n,. Consequently, a is strictly positive,

Vn, and ¢ is convex.

11
Ifa€}4,3[and77<77a,thena>0.

Finally, if o > 3 a <0,V n, because 7, is negative.

1
Consider first & > — together with the others conditions given in Lemma 3(i). As g is

concave, the sign of g(1) need be analyzed. We have
g(1) = (2a+v—1)> —a(l —7)n
The sign of g(1) can be expressed in term of 7:
e g(1)>0=mn<7
e g()<O0=mn>n

On the other hand, the conditions of Lemma 3 (i) imply an externality n larger than 7.
It is easy to verify that under the assumptions of Lemma 3 (i), we have ) < 77 implying
g(1) < 0.

Therefore, when o > 3 the function g¢ is negative on an interval ]d,, 1[, with d, > 0. On

the other hand, Lemma 3 (1) imply the existence of § such that p, is negative for all J in
10, 1[. It can be shown that ¢ is larger than d,. Therefore, the assumption of the existence
of p. implies then g(d) < 0, for all ¢ in Is.
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1
To conclude, under the assumption a > —, the eigenvalue p, will then be larger than -1

when p tends to infinity. Therefore, there is indeterminacy for p < p..

Consider now the conditions given in Lemma 3 (ii). A detailed characterization of all the
possible cases is feasible, but tedious. Instead, we give numerical examples showing that
both cases can occur within the feasible range of parameters.

1
For a < 7 85 seen before, the coefficient a is positive, so g is convex. Let o = 0.2 and

v = 0.16. Then for n = 0.1, the function g is strictly positive on Is., while it is strictly
negative if n = 0.9. Therefore both cases can arise, but the second case needs a sufficiently
high externality, which depends on « and 7.

For a between — and —, the sign of a varies with the externality. For « = 0.3 and v = 0.2,
g(0) > 0if n = 0.1, but g(d) < 0 for n = 0.5 on Is.
Finally, for a > 3 and v < 1 — 2a, the function g can also be either positive or negative:

for a = 0.35, v = 0.2 and n = 0.1, g() is positive, while it is negative for n = 0.5. Again,
it is the increase in 7 that shifts the graphs of p;and py upward (from case B to case C).
Q.E.D.

8.3 Proof of Proposition 1 (i).

The social utility function is defined by
u(x) = Max ,uaNa ua(xa) + My UbNb(xb) + (1 — Ha — ﬂb)Nc Uc((‘r - Naxa + Nbxb)/NC)

The first and second order derivatives of the social utility function can be related to
the derivatives of the individual utility function of the agents. Indeed, the first order
conditions associated to the maximization problem that define the social utility function
give

\Ifl(a:a,xb,x; fas y) = taNa Ug(Ta) — (1 — pg — ptp) Na w,((x — NaZq + Nyap) /N.) =0
‘I’Q(Z‘ayxb,l‘; Has ,ub) = Ny Ué(xb) - (1 = fa — Mb)Nb U/c((x — Noxq + Nbxb)/Nc) =0

Then the following expressions are easily obtained

W(z) = (1= pa—m) u((x — Noto + Nowy) [Ne) = ptalNa tg(2a)
u”(m) = paNa ug(xa) dg;

where x represents the aggregate consumption. The implicit function theorem applied to
U allows to express x, as a function of x near the steady state (z}, z;, 2*). In matrix form

we can write,
1 1\ 1
Ozq ov oV ol
gw — Ozq 8301% oz,
Oxp ov?  9v o2
ox Ozq Oz oxr
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Some straightforward computations give

/ ( *) 8552 Mcﬂbug(xg)u/c/@Z)
X T = =
‘ Or  pappNeug () )ug(25) + prapteNoug (2 )ud (27) + popieNauy () uy ()

where p. =1 — g — ftq-

The result then follows from the definition of p. Q.E.D
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