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1 Introduction

As is evidenced by the world financial crisis since 2008, globalization has
closely interlinked business cycles in different countries with one another.
While this interlinkage has extensively been studied in the literature on
economics under uncertainty,! it has not been given much attention to in
the literature on deterministic dynamic economics. In closed-economy mod-
els, in contrast, it has been established that endogenous fluctuations can
be explained by the fundamental structure of production and consumption
without uncertainty.? Despite this, little has been known on how trade af-
fects deterministic-factor-driven periodic cycles in different countries. In this
paper we provide such an analysis considering a two-country, two-good, two-
factor general equilibrium model with CIES non-linear preferences, asym-
metric technologies across countries and decreasing returns to scale in the
production of all goods. We exhibit a global destabilization effect of inter-
national trade by proving that the openning of trade can create persistent
endogenous fluctuations at the world level while the closed-economy equi-
librium in each country is saddle-point stable.

Up to now, the lack of results in the literature is due to the difficulty
that exists, in general, in making a comparative dynamic analysis for a dy-
namic general equilibrium model with heterogenous consumers. In order
to compare pre- and post-trade endogenous cycles, it is necessary to make
such a comparison in a dynamic general equilibrium model with heteroge-
nous consumers (representing home and foreign consumers). Although, in
the representative consumer case, country-wise endogenous cycles in a pre-
trade equilibrium is determined by the representative agent’s utility func-
tion, world periodic cycles in a post-trade equilibrium can be characterized
only by a world social utility function.® The difficulty in characterizing this
world social utility function has hampered a comparison between pre- and
post-trade equilibrium paths in terms of the fundamental parameters of a
model.

In the present study, we demonstrate that this difficulty can be overcome

!See for instance Cole and Obstfeld [11], and Obstfeld [29].

2See Benhabib and Nishimura [5, 6], Boldrin and Montrucchio [8], Mitra and Sorger
[22], Nishimura and Yano [28].

3See Negishi [23], Bewley [7].



by assuming non-linear CIES utility functions. This assumption enables us
to characterize completely the local behavior around the steady state of
pre- and post-trade equilibrium paths by means of the determinant and the
trace of the matrix determining the linear approximation of the transition
dynamics. Moreover, we apply for the first time in the international trade
literature the geometrical methodology developed by Grandmont, Pintus
and de Vilder [18] to analyse the local stability properties of a two-country,
two-good, two-factor model. Such a methodology appears to be a crucial
tool when the utility function is non-linear.

Our characterization allows to reveal what we call the macroeconomic
destabilization effect of international trade. That is to say, the openning of
trade can create persisting endogenous cycles in both countries, even if in
each country’s pre-trade equilibrium, endogenous fluctuations are eventually
to disappear over time or even do not exist.* Although the possibility of the
presence of this destabilization effect of international trade has been hinted
in the work of Nishimura and Yano [26],% no proof has yet been known in the
existing literature. Contrary to all the previous papers on trade in dynamic
general equilibrium models in which the focus was on turnpike results,’
we concentrate on the instability of the steady state and the occurrence of
periodic cycles. Up to our knowledge, beside the paper by Bajona and Kehoe
[2] in which it is shown that positive trade with endogenous cycles may
occur within an Heckscher-Ohlin-Samuelson (HOS) infinite horizon model
with two consumption goods, our methodology allows to provide the first
proof of existence of endogenous fluctuations in a non-HOS optimal growth
model of international trade with non-linear preferences.

We consider a two-country, two-sector model in which producers of one
country differ from those of the other country in respect to the share of
capital and labor in each sector. Contrary to Bajona and Kehoe [2], we
then depart from the standard HOS formulation in which the technologies

4In the recent literature studying the economic growth in the very long run, interna-
tional trade is also shown to have asymmetrical effects on the evolution of industrial and
non-industrial countries. As a result it may explain the “Great Divergence” in income per
capita across countries in the last two centuries. See Galor and Mountford [15, 16].

5The existence of endogenous fluctuations is also studied but under the restrictive
assumption of a linear utility function in both countries (see also Nishimura, Venditti and
Yano [24, 25]).

6See for instance Yano [32, 33, 34, 35, 36, 37].



are symmetric across countries. In order to characterize the stability prop-
erties of free-trade equilibrium paths, we assume that the technologies are
strictly concave Cobb-Douglas functions. Decreasing returns indeed allow
to guarantee the diversification of production in each country and to get
a non-degenerate social production function at the world level. Based on
that, it is also a crucial assumption to generate the destabilization effect
of international trade. We finally assume that labor is inelastic, and that
the citizens of both countries have the same time discount factor. Although
strong simplifying assumptions are considered, this model is sufficient to
analyze the impact of a common market on the local stability properties of
the steady state.”

We consider a trade reform which is based on two levels of integration. In
the lowest level, countries are closed economies and the produced goods and
inputs are traded only on domestic markets. The highest level is obtained
after a trade agreement in which the countries trade the consumption good
and capital on a common market with no transaction costs but labor is im-
mobile. Such a sequence, built upon two polar cases, can be seen as extreme
on many grounds, but we think that the message would not be significantly
affected by generalizations leading to more complex configurations.

The geometrical analysis allows us to obtain several conclusions. First,
we show that in a closed economy, the occurrence of endogenous fluctuations
requires a sufficiently capital intensive consumption good sector to compen-
sate for the degree of decreasing returns, and a large enough elasticity of
intertemporal substitution in consumption. Second, and this is our main
result, building on the same kind of restrictions for technologies and prefer-
ences, we prove the existence of configurations in which market integration
leads to aggregate instability and endogenous fluctuations. Our main focus
is a situation in which the closed-economy equilibrium of both countries is
saddle-point stable and the reform, which consists of joining a common mar-
ket for the consumption good and capital, leads to persistent endogenous
cycles at the world level. It follows that international trade can promote
aggregate instability. To our knowledge, this paper is the first to show that,
in a non-HOS international trade model, opening to free-trade can have a
global destabilizing effect on all trading partners.

"General production functions could be considered without altering significantly our
results.



Although our paper is mainly theoretical, it is worthwhile looking at em-
pirical evidence. Building on some earlier studies by Easterly et al. [14] and
Kose et al. [21], di Giovanni and Levchenko [12] have recently investigated in
detail the relationship between trade openness and macroeconomic volatility
using industry-level data. They clearly show that countries that trade more
tend to be more volatile. This positive relationship indeed appears to be
economically significant, even after controlling for the size of both countries
and sectors using fixed effects. Building on the extreme comparison of the
closed-economy and free-trade equilibria of two countries, we provide here a
theoretical explanation of this empirical fact based on asymmetric technolo-
gies across countries and decreasing returns at the industry level.® This last
non-standard assumption also appears to be empirically relevant. Indeed,
using disaggregated US data, a number of empirical studies have shown that,
while returns to scale appear to be roughly constant at the aggregate level,
significantly decreasing returns cannot be rejected at the industry level.”?

The present paper is related to Nishimura, Venditti and Yano [24, 25] and
Ghiglino and Venditti [17]. In the first two papers, endogenous fluctuations
are shown to occur in a similar model after a trade-agreement provided
one of the two countries is characterized by persistent fluctuations in the
closed-economy case. However, the authors do not address the issue of the
global destabilizing effect of a common market. Another difference is that
preferences are bound to be linear. Ghiglino and Venditti [17] consider a
model like ours but with heterogeneous consumers instead of heterogeneous
countries. Altough the framework is similar, they focus on a different ques-
tion. The point is indeed to show that the distribution of capital shares
matters in the stability properties of the steady state and that an increase
of inequalities across agents may generate endogenous fluctuations. Such
a correlation requires non standard utility functions with a strictly convex
absolute risk tolerance and does not occur when the preferences are CIES.
In the current paper, we focus instead on the consequences of international
trade on the existence of endogenous fluctuations without considering any
wealth inequalities across countries.

The paper is organized as follows: in Section 2 the model is introduced.

8See also di Giovanni and Levchenko [13] for another theoretical explanation based on
country size and firms heterogeneity.
9See Basu and Fernald [3], Burnside [9] and Burnside et al. [10].



Section 3 discusses the stability properties of the steady-state in a closed
economy while Section 4 analyzes the effects of market integration on the
occurrence of endogenous fluctuations. Section 5 concludes and the appendix
contains all of the proofs.

2 The model

We consider an infinite horizon perfect foresight dynamic general equilibrium
model with two countries, A and B, two factors, capital and labor, and two
goods, consumption and investment. For the description of the model in
the current Section and the analysis of the closed-economy equilibrium in
the following Section we do not consider explicitly any particular notation
for each country A and B. However, each time the two countries will be
simultaneously considered within the free-trade equilibrium, all the symbols
will be affected by a superscript A or B.

2.1 The production side

The pure consumption good, ¢, and the pure capital good, k are produced
from capital and labor with a Cobb-Douglas technology. We denote by z
and y the output of sectors ¢ and k:
x=EKMLY, y=EK) LY

with &, &, > 0 some normalization constants which will be used to modify
the comparative advantages of the countries. We assume decreasing returns
to scale in both sectors, i.e. (1 + B2 < 1 and a1 + ap < 1.19 Labor is
normalized to one, L. + L, = 1, and the total stock of capital in country 4

is given by K.+ K, = k. Moreover in order to simplify the analysis, we also
assume that capital fully depreciates at each period.'’ Goods ¢ and k are

10 A possible interpretation of decreasing returns is to assume the existence of a factor

in fixed supply such as land in the technology, namely
T = chg‘lLSZL"i*QI*O‘Z’ y = 5yK51 L52[’i*51*32

Returns to scale are therefore constant when considering this factor but decreasing with
respect to capital and labor. In such a case, the income of the representative consumer is
increased by the rental rate of land. Our formulation implicitly assumes a normalization
Lo=Ly=1

"1See Baierl, Nishimura and Yano [1] for the dynamic analysis of a two-sector closed
economy with partial depreciation.



assumed to be freely mobile between countries once trade opens, whereas
labor is internationally immobile both before and after the openning of trade.

In each country, the optimal allocation of factors across sectors is ob-
tained by solving the following program:

max EKITLE?
KaLc,Kvay ]_

st. y=EK) Ly, 1=L.+ L, and k = K. + K,

Denote by ¢+, p:, w¢ and 7 respectively the prices of the consumption
good and the capital good, the wage rate of labor and the rental rate of
the capital good at time ¢t. In free-trade equilibrium, qg“ = ¢P, ptA = pB
and r{* = 7P must hold. On the contrary, because labor is immobile across
countries, w; may differ between countries even in the free-trade case. In
the following we will choose the consumption good as numeraire and thus
adopt the normalization ¢ = ¢ = 1.

For any (k¢, y:), solving the first order conditions derived from program
(1) gives inputs K., L., K, and L, as C* functions of (k, y;), i.e. Kc(kt, Yt),
ﬁc(k’t,yt), Ky(kt,yt) and f/y(kt,yt). We thus define the social production
function as:

Tk, ye) = EcBe(ke, ye)™ Le(oe, )™ (2)
Using the envelope theorem we derive the equilibrium prices:
re = T1(ke,yt), pr = —Talke, yt) (3)

where T = 0T /0k and Ty = 9T/ 0y.

2.2 The consumption side

Each country is characterized by an infinitely-lived representative agent with
single period CIES utility function given by

1—0o

u(c) =

with ¢ the consumption level and o > 0 is the inverse of the elasticity

of intertemporal substitution in consumption. We assume that the labor
supply is inelastic.

Along a closed-economy equilibrium, the representative agent maximizes
an infinite stream of discounted utilities subject to the market clearing con-

ditions:
Ct = T, kt+1 =Yt (4)

Along a free-trade equilibrium, i.e. in an open economy, as the consumption
and capital goods are assumed to be freely mobile between countries once



trade opens, the central planner maximizes a weighted sum of each country’s
discounted utilities subject to the following market clearing conditions:

024+CtB:x24+$Fa kék1+k£r1:y£4+th (5)

Since the technologies exhibit decreasing returns to scale, the competitive
firms earn positive profits that have to be distributed back to the households
who own physical capital. It can be shown that, with an identical CIES util-
ity function in both countries, solving a planning problem in which the plan-
ner maximizes the discounted sum of utilities, under free-trade (as shown by
Proposition 3)!'2 or in the closed-economy case, subject to the social produc-
tion function (2) for each country and the market clearing conditions (4) or
(5), is equivalent to solving a decentralized problem in which the households
maximize a discounted sum of utilitites subject to some budget constraint

based on given sequences of prices and the distributed profits.

3 Closed-economy equilibrium

In a closed economy the equilibrium is derived from the following optimiza-
tion program:

+oo l1—0o
T(kt yt)
t 9
ma. —_—
th Z p 1—0
t=0
s.t. ki1 =y, ko given

with p € (0,1) the discount factor. The corresponding Euler equation is

e \7 _ _ Ti(kig1kero) (6)
ct To(kt,keq1)

A closed-economy steady state is defined by ¢; = ciy1, kt = kiy1 = ye = k
and is obtained by solving —T}(k, k)/T2(k, k) = 1/p.

Proposition 1. There exists a unique closed-economy steady state k > 0.

Note that the stationary closed-economy consumption level is given by
&= c(k, k) = T(k, F) (7)

As usual with Cobb-Douglas technologies, factor intensities are deter-
mined by the exponents of the functions: The investment (consumption)

12See also Appendix 6.5 for additional details.



good sector of country i is capital intensive if and only if 51 /82 > (<)a1/as.
Building on the contribution of Benhabib and Nishimura [6], we know that
the existence of endogenous fluctuations requires a negative cross derivative
Ti2(k, k). This property can be obtained when the following assumption is
satisfied:!?

Assumption 1. The consumption good sector of country i is capital inten-
sive with

a1Bz — agf > % ®)

Note that with respect to the case with constant returns to scale studied
by Benhabib and Nishimura [6], we need here a sufficiently capital intensive
consumption good sector to compensate for the degree of decreasing returns.

Linearizing the Euler equation (6) around k gives the characteristic poly-
nomial

Po(z) = 2? — T.(0)x + D, =0 9)
with D, = p~ 1.1 The local stability analysis is performed using a simplified
version of the geometrical method provided by Grandmont, Pintus and de
Vilder [18]. Tt is based on a particular property characterizing the product
(D.) and the sum (7;) of characteristic roots. While 7.(c) is a function of
the inverse of the elasticity of intertemporal substitution in consumption o,
D, is constant for any o > 0. Considering the (7, D) plane, it follows that
for a given p € (0,1), when o covers the interval [0, +00), 7.(c) varies along
an horizontal line, called in what follows A.. The starting point of A, is
obtained when o = 0, and under Assumption 1 we get 7.(0) < 0. The end
point is obtained when ¢ = 400 and is characterized by 7.(+00) = 1+p~1 >
2. We get in this case

1—T(+0)+p1=0 (10)
Based on these results, in order to locate the line A, we finally need to study
how 7.(o) varies with ¢. Lemma 6.3 in Appendix 6.3 exhibits a critical
value o > 0 such that starting from (7.(0),1/p), when o increases, the
point (7.(0),1/p) decreases along the A, line as o € (0,07), goes through
—oo when 0 = ¢} and finally decreases from +o00 as o > ¢ until it reaches
the end point ((1 + p)/p,1/p) which is located on the line defined by (10).
From all this, we easily conclude that the occurrence of period-two cycles

13See Lemma, 6.2 in Appendix 6.2.
MDetails are given in Appendix 6.2.



through the existence of a flip bifurcation can be obtained if and only if the
starting point (7.(0),1/p) satisfies

1+7.0)+p 1 >0 (11)
In such a case indeed, the A, line is located as on the following Figure:

1-T(o)+p1=0

1+ T(o)+p =0

Figure 1: Flip bifurcation of closed-economy equilibrium.
Inequality (11) is satisfied if p is sufficiently lower than 1 and if the following
assumption holds:

Assumption 2. The capital share of country i satisfies

1+
> 50545 (12)

It is worth noting that Assumptions 1 and 2 are independent as none of them

implies or is a consequence of the other. We derive therefore the following
proposition:

Proposition 2. Under Assumptions 1 and 2, there exist p. € (0,1) and
ac € (0,0%) such that for any given p € (0, p.), the closed-economy steady-
state k is saddle-point stable when o € (G.,+00), undergoes a flip bifurcation
when o crosses . from above and becomes locally unstable when o € [0,5.).
Moreover there generically exist saddle-point stable (locally unstable) period-
two cycles in a left (right) neighbourhood of ..

It is worth noting that if Assumption 2 does not hold or if p € (p., 1),
inequality (11) is not satisfied and the closed-economy steady-state is saddle-
point stable for all ¢ > 0. However, damped fluctuations exist when o €
[0, 0%) as both characteristic roots are negative while monotone convergence
holds when ¢ > ¢*.16 Graphically we obtain the following Figure:

5We get in this case 5. < 0.
161f Assumption 1 does not hold, the closed-economy steady-state is saddle-point stable
with monotone convergence. Indeed, o becomes negative and the A, line is only defined



1+ 7Z(o)+p =0

Figure 2: Oscillating/monotone convergence of closed-economy equilibrium.

The intuition of Proposition 2 can be summarized as follows. Consider
an instantaneous increase in the capital stock k;. This results in two oppos-
ing forces:

- Since the consumption good is more capital intensive than the in-
vestment good, the trade-off in production becomes more favorable to the
consumption good. The Rybczinsky theorem thus implies a decrease of the
output of the capital good y;. This tends to lower the investment and the
capital stock in the next period kiy1.

- In the next period the decrease of ki1 implies again through the Ry-
bezinsky effect an increase of the output of the capital good y:y1. Indeed,
the decrease of k;11 improves the trade-off in production in favor of the
investment good which is relatively less intensive in capital. Therefore this
tends to increase the investment and the capital stock in period ¢t +2, k9.7
This mechanism requires a sufficiently capital intensive consumption good
sector to compensate for the degree of decreasing returns and a large enough
share of capital in the consumption good sector.

However the properties of preference also matter. The existence of persis-
tent cycles requires first that the agents accept fluctuations in their consump-

in the positive orthant.

7"The restriction on the capital intensity difference across sectors is compatible with
recent empirical evidence. Building on aggregate Input-Output tables, Takahashi et al.
[30] have shown that over the last 30 years the OECD countries have been characterized
by a consumption good sector that is more capital-intensive than the investment good
sector. See also Baxter [4] for similar results.

10



tion levels. This requires that the elasticity of intertemporal substitution
in consumption 1/0 is large enough. But endogenous fluctuations require
also that the oscillations in relative prices must not present intertemporal
arbitrage opportunities. For instance, possible gains from postponing con-
sumption from periods when the marginal rate of transformation between
consumption and investment is high to periods when it is low must not be
worth it. This configuration is obtained provided that the discount factor p
is low enough.

It is worth noting at this point that, based on similar mechanisms, more
complex behavior of optimal paths, i.e. periodic cycles of any period or even
chaos in two-sector models,'® and Hopf bifurcations in n-sector models with
n > 3,9 may occur. Our results are therefore compatible with more realistic
aggregate fluctuations.

4 Free-trade equilibrium

Assume there exists a free-trade equilibrium for this economy. Denote by
M\, i = A, B, the country i’s marginal utility of wealth associated with the
free-trade equilibrium. Given X\ = (A, \P), let us define the following social
welfare function

W ks, ys; A) = max 1 (cf)'e 4+ L (cB)—e

ef B kAKE ypyp A 0=0) AT (-0)
st e+ B < TAGRA, y) + TB(RE, yF)  (13)
k4 kP <k and yt +yP <u

On the one hand, the first welfare theorem allows to use this social plan-
ner’s problem to solve for equilibrium. On the other hand, the Negishi [23]
approach states that in an economy with heterogeneous agents, the set of
Pareto allocations can be obtained by solving a social planner’s problem with
a utility function as given by (13). The competitive equilibrium is, then, the
Pareto optimal allocation obtained using the “right” set of weights. How-
ever, under the assumption of CIES utility functions which are identical
across the two countries, we can show that the free-trade allocation does
not depend on the particular values of the weights (since certain marginal
rates of substitution need to be equalized across countries).

8Gee for instance Boldrin and Montrucchio [8] and more recently Yano [39)].
9See Benhabib and Nishimura [5], Venditti [31].

11



Proposition 3. An equilibrium aggregate consumption path under free-
trade, ¢, is determined in such a way that it may solve the following maxi-

mization problem:

max 3 pf(cr) '~ (14)
t=0

st < TARY u) + TP (kE y)0) (15)
kP < ke (16)
vty > (17)

kiv1 = w (18)
ko = kit + k& given (19)

2

Once the aggregate consumption path, c:, is determined, the two countries
consumption paths, 0;54 and ctB , are given by

(cf', cP) = < (1) CLi > . (20)

/A H1/ABY” 6 AT (1/AB)”

This Proposition shows that an equilibrium aggregate consumption path
under free-trade, c;, is obtained independently of the marginal utilities of
wealth of countries A and B, A and AP, in that equilibrium. Once the ag-
gregate consumption path, ¢, is determined, the two countries’ consumption
paths, c{f‘ and cP, are derived in such a way that the aggregate consumption
good may be devided proportionately to
(1/24)7 (1/A8)°
(1/A4)7+(1/AB)7 (L/A4)7+(1/AB)7

The first order conditions corresponding to the optimization program

(14) give:

and

Cg [TlA(ktAvyiA) - TlB(ktBath)] =0= Cg [TQA(kzévyf) - T2B(ktBath)] (21)
with ¢; = ¢f* + c¢P. Solving these equations gives k! = k*(k;,y¢) and yi =
y'(ke,ys) for i = A, B, and we get

—c l1-0o
Vike,ye) = Cg = [TA(kA(k?ta Yt), yA(ktvyt)) + TB(kB(kuyt)yyB(kta yt))]

The social planner problem is then equivalent to maximizing a discounted
value of the period function V' (k;, v;), and a free-trade equilibrium can then
be obtained as an equilibrium path derived from the following optimization:

12



+oo
max ZptV(kt, Yt)
t=0

Yt

sit. ki1 =y, ko= k:(f‘ + kB given
From the first order conditions (21) and the envelope theorem we get the
Euler equation

(Ct+1>a _ TEEB (ke ki), yB (ke keto))
Ct TP (kB (ki ke +1),y7 (ke ket 1))

TP (kA (kg1 ke42),y72 (ke ket2))
T3 (kA (ko ke 1),y (ke ke 1))

(22)

Let us denote £* the solution of
TE KB (k) B (k" k%) 1 TPAEAEE)yA (R k"))

S TPRB(R k)P (R k) T e T TR RAGR Ry A (R k)

(23)

The steady-state k* gives the total stationary amount of capital at the world
level. The allocation of capital across the two countries has to be determined.

4.1 Stationary free-trade allocation

Let us denote by Xj, ./\/l; and N X’ respectively the exports and imports
of good j = ¢,y, and the balance of trade for country i = A, B. We focus
on a free-trade allocation k* = k4* 4+ kB* in which one country, say A, is
characterized by net imports of capital, i.e. k4* > y?* while country B
is characterized by net exports of capital, i.e. kP* < yP*. The associated
stationary consumption levels are then derived from the assumption that
the balance of trade is in equilibrium in each country, namely

NXA =X —pM} =0, NXP =pxP — ME =0

and are such that country A is characterized by net exports of consumption,
ie. ¢ < T while country B is characterized by net imports of con-
sumption, i.e. ¢®* > TP*. Let us consider a particular solution satisfying
a symmetry property such that k4* = @y4* > y4* and kB* = yB* /0 < yB*
with 6 > 1 a given constant. In the rest of the paper, we will consider
economies with parameter values for which such an equilibrium exists. We
introduce the following restriction:

Assumption 3. of + o'gP > oft 4+ o3

Let us denote § = 1/pB8. The following Proposition provides conditions for
the existence of this particular free-trade allocation:

13



Proposition 4. Under Assumption 3, let E8 = 5’;3 = 1 and consider a
constant 0 € (1,0). The free-trade allocation k* = kA + kB* with

A

2 1
A — of Bf )1—6A [ A, pA ,@M,@ﬂﬁ _ ., Ax
R0 (a? et af—anpmppn ) |y (BT | = by

(24)

ay P +(af By —ad’ B7)pBr 0

N B, B1——p
b8 = ( ooy )r {(pﬂf@jl +03 ] s _ g

is a solution of equation (23) if and only if EX = EA* and 5&4 = 5;* with

o B B, B_ B__A
[ag B0+ (af 55 —af B1)pB] "2 of (af BF)*2 (1-ppP o)1 T2 1 (kBT 1

Ax __
£ = A¢ AgAyedt Aol +ald 1] BaB . ( BaB_ . BaB\ aBgloy
a (g B) 2 (0—pB7) 1 2 [az By +(a7 B —a5’ BY ) pB 9]
B(_gA
B P ﬁzl(,ﬁlgl ) 1_pA (25)

i B,,B]—%

g — (papason papmars [wfe)ﬂl e } isf
=

ﬂA
(pﬁA)ﬁf‘H’ﬁ‘( oiag ) :
! af o+ (af 8 —agspsf

Moreover, the associated free-trade allocation of consumption is such that
CA* — TB* and CB* — TA*.

Proposition 4 shows that by changing the constants £4 and 5;‘, we can
construct economies satisfying the symmetry property for different values of
o< (1,0).

4.2 Endogenous fluctuations under free-trade

We focus on local stability results when the consumption good is sufficiently
capital intensive to compensate for the degree of decreasing returns. As in
the closed-economy case, such a capital intensity configuration is associated
with endogenous fluctuations. We introduce the following restrictions along
the free-trade allocation:

Assumption 4. In countries A and B, the consumption good is capital
intensive with

ApA _ ApA _ aiB3o(l-af—ag)
arfy — e B > Sameam (26)
and BB B B
BB BpaB « orBy(l—of—o7)
arfy — > Wem e 27)
Linearizing the Euler equation (22) around k* gives the characteristic
polynomial
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Py(x) :x2—7}(0)w+Df:0 (28)
with Dy = p~1.20 As in the closed-economy case, the local stability analysis
is performed using the fact that while 7¢(o) is a function of the inverse of
the elasticity of intertemporal substitution in consumption o, Dy is constant
for any o > 0. Based on Proposition 3, our methodology allows again to
apply the geometrical method of Grandmont, Pintus and de Vilder [18] to
the local stability analysis of a two-country general equilibrium trade model.
Proceeding as in Section 3, we easily conclude that the occurrence of period-
two cycles through the existence of a flip bifurcation can be obtained if and
only if the starting point (75(0),1/p) satisfies

1+7;0)+p ' >0 (29)

Inequality (29) is satisfied if p is sufficiently lower than 1 and if the following
assumption holds:

Assumption 5. The capital shares of countries A and B satisfy

A - 0-B{—BsH+28{ +84
O T (30)
and
B 1-BE—pB+0(288+52)
O > T aelaEapy (31)

We derive therefore the following Proposition:

Proposition 5. Let § € (1,0). Under Assumptions 3-5, there exist p; €
(0,1) and o5 € (0,0%) such that for any given p € (0,py), the free-trade
steady-state k* is saddle-point stable when o € (G5, +00), undergoes a flip
bifurcation when o crosses oy from above, and becomes locally unstable when
o € [0,5f). Moreover, the optimal path at the world level is generically
characterized by saddle-point stable (locally unstable) period-two cycles in a
left (right) neighbourhood of 5.

Proposition 5 provides conditions on the technologies of both countries
for the existence of endogenous fluctuations at the free-trade steady-state
which are similar to those given in Proposition 2. As our result imposes
a lot of conditions on the parameters, one may wonder whether there
exists a non empty set of parameters satisfying these conditions. The

20Details are given in Appendix 6.7.
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following numerical illustration allows to prove the non-emptiness of this set.

Ezample: Let us consider the following parameters’ values: af = 0.66,
ad = 033, B = 0.3, 85 = 0.69, of = 0.67, of = 0.32, 3 = 0.31,
B8 =0.68. When 6 € (1,1.67), Assumptions 3-5 hold with these values.

Proposition 5 shows that the sets of parameters values for which the
closed economies and the free-trade economies have cycles are not the same,
and therefore, the long run equilibrium behavior of the free-trade economy
may be different from the equilibrium behavior of each of the economies in
isolation. As a result, we derive the following two Theorems which are the
first main results of the paper, and which prove that endogenous periodic
cycles can occur at the world level in two different circumstances. It is
worth noting that in the following, in order to compare the equilibria of
the closed and free-trade economies, the closed-economy steady state refers
to the steady state of the closed economy 7 with the same technological
parameters £ and 5; as the free-trade economy.

Theorem 1. Let 0 € (1,0) and Assumption 3 hold. Assume that in country
A, (30) in Assumption 5 holds, and, for any given p € (0,1),

afﬁ{‘(l—af—a‘;) af,@?G(l—a‘f—agl)

AnA  ApA
(mam(ipat) ~ 1F =~ 0500 > =2 a) (32)

If in country B, (27) in Assumption 4 holds and
B 1487 33
o > 3EPap) (33)

then there exist py € (0,1) and 6y € (0,0%) such that for any given
p € (0,py), the optimal path at the world level is generically characterized
by saddle-point stable (locally unstable) period-two cycles in a left (right)
neighbourhood of &, while the closed-economy steady-state in economy A
s saddle-point stable with monotone convergence for any o > 0. Business
cycle fluctuations then translate across national boundaries as in economy
B there generically exist period-two cycles in a neighborhood of G2.

For a given value of § € (1,0), and thus given values of the technol-
ogy parameters, Theorem 1 proves that endogenous fluctuations arise under
free-trade while the capital importing country A is characterized by a saddle-
point stable closed-economy steady-state with monotone convergence. How-
ever, the closed-economy equilibrium in country B is also characterized by
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period-two cycles. International globalization and market integration then
generate a contagion of the capital exporting country’s endogenous fluctua-
tions and have a destabilizing effect on the capital importing country. Note
that decreasing returns in the consumption good sector of country A are
necessary for this international transmission of cycles since condition (32)
cannot hold if 1 — af — a4’ = 0. The Assumption 1 — af' — a4’ > 0 means
that our result requires large enough decreasing returns in the consumption

good of country A.

Theorem 2. Let 6 € (1,0) and Assumption 3 hold. Assume that in country
A, (30) in Assumption 5 holds, and, for any given p € (0,1),

62 (- O‘1 _0‘2 O‘1 ng 01— aiq_aé‘l)
(amipty > 0 Pe —az B > S G e (34)

If in country B, (27) in Assumption 4 holds and

_ AP —BY 7 +0(287+57) (35)
2(87+05F) 26(B7+55)

then there exist py € (0,1) and G5 € (0,0‘;2) such that for any given

1
>ab >

p € (0,p5), the optimal path at the world level is generically characterized
by saddle-point stable (locally unstable) period-two cycles in a left (right)
neighbourhood of &, while the closed-economy steady-state in economy A
is saddle-point stable with monotone convergence for any o > 0. Opening
to free-trade then creates persistent business cycle fluctuations as the closed-
economy steady state in economy B is also saddle-point stable for any o > 0.

Theorem 2 proves that endogenous fluctuations arise under free-trade
even though saddle-point stability holds in both closed-economy countries.
Now, international globalization and market integration create new oppor-
tunities for periodic cycles, and have a global destabilizing effect on all the
trading countries. Note here that decreasing returns in the investment good
sector of country B are also necessary for this global destabilizing effect
since condition (35) cannot hold if 1 — 8 — 38 = 0. The Assumption
1- ﬁlB — BQB > 0 means that our result also requires large enough decreasing
returns in the capital good of country B.

The intuition for the existence of persistent fluctuations at the world level
is of course similar to the one derived in a closed economy. As suggested by
Proposition 5, we need a sufficiently capital intensive aggregate consumption
good sector and a large enough share of capital in the aggregate consumption
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good sector to generate oscillations of the capital stock on the production
side, a large enough elasticity of intertemporal substitution to allow the
consumers accepting fluctuations in consumption, and a low enough discount
factor to prevent intertemporal arbitrage opportunities. However, now the
equilibrium is defined from the free-trade allocation across countries. As
a result, the technological conditions may be less restrictive than in the
closed-economy case.

Indeed, for country A which imports capital, the consumption good sec-
tor needs to be less capital intensive at the free-trade equilibrium than at the
closed-economy equilibrium. This condition can then be satisfied while at
the same time the consumption good sector in the closed-economy country
A is not sufficiently capital intensive to generate oscillations of the capital
stock. Moreover, for country B which exports capital, the share of capital
in the consumption good sector needs to be lower at the free-trade equilib-
rium than at the closed-economy equilibrium. As a result this condition can
be satisfied while at the same time in the consumption good sector of the
closed-economy country B, the share of capital is not sufficiently large to
generate persistent fluctuations of the capital stock.

In order to understand the transition between the closed-economy
equilibrium and the free-trade equilibrium, assume that both countries are
initially at their respective closed-economy steady state. When the countries
open up to international trade, the new steady states are characterized by
imports of capital good but exports of consumption good in country A,
and conversely for country B. When saddle-point stable cycles occur at
the free-trade equilibrium, each country will jump on the saddle-path that
converges towards the period-two cycles.

Example: The following numerical illustration allows to prove the
non-emptiness of the set of parameters satisfying the conditions of Theorem
2. Let us consider the parameters’ values: a{‘ = 0.65, a? =0.11, ﬁlA = 0.28,

5 =0.72, of =0.79, of = 0.20, BB = 0.25, 8P = 0.5. All the conditions
of Theorem 1 are satisfied when 6 = 2.5, and the closed-economy steady
state is saddle-point stable in both countries while international trade
generates a global destabilizing effect at the world level.
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It is important to note here that our results fundamentaly rely on the fact
that we depart from the standard HOS framework in which the technologies
are symmetric across countries. In this case indeed we have 4 = &5,
5&4 = Ef, ozf‘ = af and BZA = ﬂZB, 1 = 1,2, the free-trade stationary
allocation is identical to the closed-economy steady-state so that there is no
trade in the long-run, and Assumptions 4 and 5 imply Assumptions 1 and
2. As a result, persistent cycles at the world level are obtained provided
persistent cycles also exist in the two closed economies.

Based on a similar argument, this property also explains why decreasing
returns are also fundamental to get a destabilization effect of international
trade. If we assume that the production functions are all linearly homo-
geneous, the production side of our model is a special case of the HOS
model with freely internationally mobile capital. In the static context, this
model was originally studied by Kemp [20] and Jones [19]. In the dynamic
context, it was studied by Nishimura and Yano [27]. An important feature
of this model is that, in general, one country completely specializes in one
sector while the other country tends to be incompletely specialized. In such
a framework, international trade does not modify the dynamic properties
of the equilibrium with respect to the closed-economy case.

Theorems 1 and 2 show that opening to free-trade can have a destabiliz-
ing effect on both partner countries. However, it is important to note that
under different conditions, opening to free-trade could also have a stabilizing
effect. We derive indeed from Theorems 1 and 2:

Theorem 3. Let 6 € (1,0) and Assumption 8 hold. Assume that in country
A, Assumption 1 holds with

0(1—B1*—B5")+25{+83 A 1454
2030+ 55) =N AGEa (36)
and in country B, Assumption 2 holds with

af P (1-af —af) BjaB _ . BpaB - ofpf(1—af-af) 37
(U—aP)—paPe) ~ O1P2 ~ a2 AT > T ma e 7

for any given p € (0,1), then both countries are characterized by the possible
existence of period-two cycles in the closed-economy case, while saddle-point
stability always holds at the world level.

Theorem 3 shows that there also exist technological configurations under
which countries that would have cycles when closed experience a stable
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steady state under free-trade.

To confirm that opening to free-trade can have a destabilizing effect on
both trading countries, we may now focus on the impact of the elasticity of
intertemporal substitution 1/¢ on the existence of business cycle fluctuations
at the world level. To simplify the formulation, let us assume that the
returns to scale are constant in the consumption good sector of country B,
ie. 1 —af —alf =0, and let us slightly modify Assumptions 4 and 5 as
follows:

Assumption 6. In countries A and B, the consumption good is capital
intensive with

af‘ﬁé“(l cxf cx 0‘1 ,8549(1 —o —aé“)
(1—af)(1- PBA >a1 /82 /81 (1-af)(0—pB)

for any given p € (0,1).

Assumption 7. The capital shares of countries A and B satisfy

A 0(1—B{ —B4")+26{*+ 53"
1 2(8+53h)
d
an oF (1_513—ﬂ23+0(2,(313+ﬁ23) 3+613> (38)
1 20(87+55) »o4

Assumptions 6 still implies that in the closed economy A, the optimal path
monotonically converges toward the closed-economy steady-state for any
o > 0. The modified condition (38) in Assumption 7 leads to a positive
flip bifurcation value 2 for country B in the closed-economy case so that
the closed-economy steady-state is saddle-point stable for any o > 2. The
following Theorem, which is the second main result of the paper, shows that

5B may be as small as possible.

Theorem 4. Let 0 € (1,0), 1 — o — af) =0 and Assumptions 3, 6 and 7
hold. There exist € >0, py € (0,1) and 6§ > c_ff > 0 such that if

orfy — gy (2+p(1J(rlﬁ 6)1 )2()E§+p) ’2+p(1J(rB1ﬂ)1 ST 6) !
then for any given p € (0, py), the optimal path at the world level is generi-
cally characterized by saddle-point stable (locally unstable) period-two cycles
in a left (right) neighbourhood of G ¢, while the closed-economy steady-state
is saddle-point stable for any o > &2 in both economies. Persistent endoge-
nous fluctuations at the world level occur for lower values of the elasticity
of intertemporal substitution in consumption than in a closed economy.
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This Theorem shows that for a given elasticity of intertemporal substitu-
tion in consumption such that ¢ > &2 for which the autarky steady state
is saddle-point stable in both countries, international trade and market in-
tegration can again create new opportunities for aggregate fluctuations by
generating endogenous cycles at the world level when ¢ is in a left neigh-
bourhood of G, i.e. with a lower elasticity of intertemporal substitution in
consumption.

5 Concluding comments

In a perfect foresight model with two countries characterized by Cobb-
Douglas technologies with decreasing returns and CIES non-linear prefer-
ences, we have investigated the way endogenous fluctuations may spread all
over the world through international trade. Our main result shows that even
in a situation in which the closed-economy equilibrium of both countries is
saddle-point stable, a trade reform, which consists of joining a common mar-
ket for the consumption good and capital, can lead to persistent endogenous
cycles at the world level. To our knowledge, this paper is the first to show
that, in a non-HOS international trade model, opening to free-trade can
have a global destabilizing effect on all trading partners.

6 Appendix

6.1 Proof of Proposition 1

We start by characterizing the first partial derivatives of the social produc-
tion function.

Lemma 6.1. The first partial derivatives of T'(k,y) are given by:
Tl(k,y) = 5ca1(a2ﬁ1/A)O‘2 (k 79)041-1-042—1

Tylky) = —TE5G0 (o G/ A) g =P
where
A = abik+ (a1f2— azfh)g
B _ _ Ey(anfa) 2 K2
g = g(kay) - {Ky € [O’k] such that y = [a2ﬁ12+(0152—a251)1{y}52
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Proof: The Lagrangean corresponding to program (1) is:
L= EKGLY + (&KL — )
+ wi(l = Lo — Lyt) + (ke — Kep — Kyt)
The first order conditions are such that:
Ecart KOTILO2 —p =0, E.anKM L' —w =0
EpBKITILE =0, Epfk) Ly —w=0

Using K. =k — Ky, Ly =1 — L., and merging (40)-(41) we obtain:

LC Oég,ﬁl(ki — Ky)
(a1f2 — azf) Ky + azfik

I a5 K,

Y (012 — af) Ky + ik
K. = k-K,
K, = gky =g

where
_ _ & (a1ﬁ2)ﬁ2K51+52
g(k:,y) = {Ky S [O, /{3] such that Y= [a2512+(a152_a351)[{y}52

To simplify notation let:
A = afik + (1 fz — azf)g
From (40), (42) and (44) we obtain:
Ti(k,y) =1 = Ecar(k — g)*1 72 (agh1 /A)2
and from (41), (43), (45) and (48):

A)e —1,1-81—
~To(k,y) = p = EG (23 (b — g)rer g =P

From (48) and (49) we finally derive

To(k,y) = ~ "5 (cn o/ ) ~Pog! =2

We may now prove Proposition 1. Using (46) we derive
TQ(ka y) = _Tl(k> y)y%

(47)

(48)

(49)

O

(50)

It follows that at the closed-economy steady-state Ky = g = pSiy = pPk.
Solving Ts(k, k) + pT1(k, k) = 0 finally gives the expression of the steady-

state, namely
B2

T — £ =5 =
k= <a2ﬁ1+(a1a512*20¢2ﬁ1)951) ' [5y(pﬂl)ﬂ1+ﬁ2] =
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6.2 The characteristic polynomial in a closed economy

We start by characterizing the second partial derivatives of T'(k,y):

Lemma 6.2. The second partial derivatives of T'(k,y) are given by:

_ Ti(ky) [ [(A—o1)(a182—aaf1)—azBe](k—g)—(1—a1—az)on Bek
Tulk,y) = k—g { az(B1+P82)k+(a1f2—a2P1)g }

Tia(k,y) = hiky) g {7(170‘1)(&1'3270‘231)(k*9)+(17041*ag)alﬁgk}

k—g yB1 as(B1+062)k+ (a1 B2—a2P1)g

k, 2
Too(k.y) = ~ 552 (38)

% { (1=B1=PB2)(k/g)azp1(k—g)—(Bi—a1) (a1 fa—az81)(k—g)+(1—a1—az)a1 B2k }
a2(B1+062)k+(a1P2—a2p61)g

with |H(k,y)| = T (k,y)Tez(k,y) — Tha(k,y)? > 0.

Proof: Recall that by definition of g we have the identity:
yloaBik + (a1f2 — azfr)g)™ = &} (a1 Ba) g™ 7 (51)
Total differentiation gives after simplifications:

o{dyA + Baylasrdk + (a1By — asBr)dgl} = (B + Ba)yAdg
We then get

_ dg __ 2829

91 = Gk T a(Bi+B2)k+(a1Be—azBr)g (52)
_ dg _ Ag

92 = dy T yBilaz(BitBa)k+(a1B—azB)g]

The second partial derivatives of T'(k, y) are obtained by differentiating (48)
and (49):

T11<k’y) _ _(1—al—a2;c(i;g1)T1(k,y) _ 042[02,314—(041,32;&231)91@1(k‘:y)
Tia(k,y) = (1—a1—7€2_)§2T1(k7y) _ a2(a1ﬂ2—a2Agl)92T1(k7y)
ng(k,y) _ (1—a1—7€2_)ng2(k,y) + (1—/31—52;92T2(k7y)

+ (B2—az)(c1f2—a201)g2T>(k,y)
A

The final expressions of these derivatives are obtained after simplifications
built on (50) and the fact that

_ _ Ag _
9-kot = LEEEIRHa ety — Y0192
1 _ _ a2,32(k—9)+A
an = az(B1+082)k+(a182—a21)g
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Strict concavity of the production functions implies that the determinant
of the Hessian matrix of T'(k,y) satisfies |H(k,y)| = Ti1(k,y)Te2(k,y) —
Ta(k,y)* > 0. O

From (42), (44) and (47), we get
¢ = £k — gyes (232)™ (53)
Consider the following notations
c1 = 0c(k,y)/0k, co = 0c(k,y)/dy

We easily derive from the envelope theorem
cr =Ti(k,y), ca=To(k,y) =-T1(k,y)5 (54)

Consider now the closed-economy steady-state with ¢ = pBiy = pBik. We
then have co = —pTi(k,y) and total differenciation of equation (6) gives

ko |1+ op | 4dhpr [ 22 + D0 (14 p) ] v dk, [t 40| =0
t+2 +OpET12 T ARt pT12+T12 U( +’0)5T12 T aky P+UET12

with Ty = Ty (k, k) and Ty, = Tji(k, k), 4,k = 1,2. Straightforward compu-
tations finally give the characteristic polynomial:

Po(z) =2? -~ T.(0)x + D, =0 (55)
Wlth Tll T22 T2
D, = %7 ’]'C(O-) _ _Tiz pTi2 T(2 p) cTyo (56)
1+Up57_i2
and
Ty — Tulkk) _ 1 [1 _ azfB2(1—ppP1)
Tz = Tia(kk) p (1—a1)(oaB2—a2B1)(1—pf1)—(1—c1—az)o B2
Ty — Teo(kk) 14 (1—pB1)[e2(1—B1—B2)+p(1—B1) (o1 B2 — 2 B1)]
pTi2 = pTia(kk) pl(1—a1) (a1 B2—a2f1)(1—pB1)—(1—a1—a2)a1 2]
7 _ Tkk)?* ai a2 (B1+62)+(a1B2—a281)pbi]
el — cTia(kk) pl(1—a1)(c1fa—a2f1)(1-pB1)—(1—a1—az)a1 fB2]

The last expressions are obtained from substituting ¢ = pBiy = pfik into
the second partial derivatives of T'(k,y) given in Lemma 6.2. ]

6.3 The function 7 (o)

Note first that under Assumption 1,

T.(0) = -7 — p% <0and To(+o0) =1+ p~ 1 >2 (57)
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Lemma 6.3. Under Assumption 1, there exists o} € (0,400) such
that T.(o) is continuous and monotonically decreasing in o over [0,07) U
(02, +00). Moreover, lims o Tc(0) = —00 and lims—.x, Tc(0) = +o00.

Proof: Straightforward computations from (89) give
72 1+p(1+ 70+ 222)

/ _ '] Tia  pTy2
’Z;(O-) - ET12 sz 2
orars
(58)
ay[ag(B1+B82)+(e Bo—anB1)pB11(1=pB1)(1=PB1) [ +p(ay Ba—asBy)]
_ pl(1—ap)(agBa—agB)(1—pB1)—(1—aj —ag)aj f]? 0
- T*2 2 <
1
=

Consider now the expressions of 7.(0) and T2/¢T5 given in Appendix
6.2. We first derive that Tjo < 0 and thus T2/¢Tiy < 0 if and only if the
consumption good is capital intensive with

12 — agf > w% (59)

1—-on
As the right-hand-side is an increasing function of p, TZ/¢Tis < 0 for any
p e (0,1)if
a1f2(l1—a1—a2)
R ==y
This gives Assumption 1. Under this condition, there exists a critical value

o} as defined by

g

« _ _&ho _ (1—aa)(a1fe—a2B1)(1—pf1)—(1—a1—az)ai B2 (60)
c T T pTE T aifaz(B1+62)+(a1B2—az261)ppi]

such that the denominator of 7;(¢) is equal to zero when o = o). Moreover,
when o = ¢, the numerator of 7;(o) is equal to

T Too _ l4p _ (A—pB1)(1—p1)[ca2+p(a1fB2—a281)]
Tia  pTi2 p pl(I1—a1)(c1B2—a2f1)(1—pB1)—(1—a1—az)a152]
which is negative under Assumption 1. It follows that limg ., Te(0) = —0
and hma-_,o-:Jr T.(0) = +oo. ]

6.4 Proof of Proposition 2

Based on Figure 1, we only need to show that 1+ 7.(0) + 1/p > 0, i.e.

hele) = 8-
= 2(1+P) _ (1*,051)(17,81)[a2+p(a1[32ia261)] S 0
p pl=an)(enfa—azf)(I-ph1)—(1—a1—az)aif]

Consider the second partial derivatives of T'(k,y) evaluated at the closed-
economy steady-state given in Appendix 6.2. When p = 1, we have by
definition
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(1 —1)<T11 Tl?)( 1)
he(1) = a=Tu=Tm _ _ Tiy T -1

T2 T12

Under Assumption 1 we have Tj2 < 0 and thus h.(1) < 0. On the other side,
we get lim,_ he(p) = 400 if and only if 2a1 (81 + f2) — 1 — B > 0. This
gives Assumption 2. Therefore, under this condition there exists p. € (0,1)
such that h.(p) > 0 for any p € (0,p.). We then conclude from Figure 1
that when p € (0, p.), there exists . € (0, 0}) such that the closed-economy
steady-state k is saddle-point stable for all o € (&.,+00). The existence
of period-two cycles when o crosses ¢, from above follows from the flip
bifurcation theorem. The bifurcation value &. is obtained as the solution of
1+ 7.(0)+1/p =0 and is equal to

I4p Ty Ty

P _Tﬁingz _ 2(1+p)[(1—a1)(eaf2—a2f1)(1—pP1)—(1—a1—az)a1 3]

2(14p) 5’22 2(14p)on o2 (Br+B2)+ (a1 B2 —azf1)pB1] (61)
(A=pp1)(A=P1)[az+p(a1B2—c261)]
2(1+p)aafaz(B1+P2)+(a1B2—az2B1)pB]

Oc = —

O

6.5 Proof of Proposition 3

In a dynamic equilibrium, as is well known, a weighed sum of all consumers’
utilities is maximized over all feasible paths, and the weight attached to each
consumer’s utility is equal to the inverse of the marginal utility of wealth
(see Negishi [23], Bewley [7], and Yano [35] and [38]). This implies that

1 & 1 &
A Z prut(cef) + B Z pluP(cP) (62)
t=0 t=0

is maximized over all feasible path, that is to say, the following holds (see
Yano [35] and [38] for a proof).

Lemma 6.4. An equilibrium consumption path under free trade, (cf,ctB),
solves the following mazimization problem:

1 & 1 &
max | > plut (et + F > P (ef) (63)
t=0 t=0
st +cf < TRy + TP (R, yP) (64)
kP < ke (65)
vty > (66)

for given kq.
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Since all resources are utilitized efficiently along an equilibrium, Lemma

6.4 implies that, in each period, the two countries’ consumption path (c;f‘, ctB )

maximizes

177 1 () (67)

subject to
AP =¢, (68)
given that ¢; is the world consumption path in equilibrium. Since we assume
A( A) _ (CA)I—a B) _ (CB)l—O'

B
u(c —— and u” (c —

, the Lagrangean associated with this
periodwise optimization problem can be, after dropping subscript ¢, written

as
CA 1—0o CB 1—0o
L= )\LA( 110 +A%( lla +7(CA+CB_C)' (69)
From this, we obtain the FOC as follows:
s ()7 =1, (70)
5 (B) 7 =1, (71)
and
AP = (72)
This implies that
o __ 1
v = (1/)\A)U+(1/)\B)U ) (73)
A_ ()
c = (1/AA)U+(1/AB)UC7 (74)
and
B_ ()
< = A (75)
By solving these expressions, we obtain
)%AUA(CA) + A%UB(CB) = pct e, (76)
where

_oa (e YT apie
H= 1= \ 3 \ /327 +(1/38)" AB I\ (1/A4)7+(1/AB)7 '
This implies that, under free trade, an equilibrium aggregate consumption
path maximizes

S o e (77)
t=0

over all feasible aggregate consumption paths from kg. Once the aggregate
consumption path, ¢, is determined, an equilibrium consumption path for
the countries, (cf, cP), is determined by the above FOC. In other words, each
country’s consumption path depends on the marginal utilities of wealth, A4

and \5.
]
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6.6 Proof of Proposition 4

A steady-state is obtained as a solution (k4, k%, 44,45, k) of the following

system
T3 (k% y*) + pT (K y?h) = 0 (78)
TP (K7, y") + pT1 PPy%) = 0 (79)
T (k4 %) = TP (K%, 9%) = 0 (80)
T3 (k% y*) — B(kB y?) = 0 (81)
AP =yt 4P = & (82)

with ¢4 4 ¢B = TA(kA, k4) + TB (kB kPB). We get from equations (78)-(79)
the following property for a steady-state under free-trade:

Lemma 6.5. At a steady-state under free-trade, the following relationship

holds: A B

yAsE — yBpE ~ P
Proof: The first order conditions (80)-(81) show that TJA(/{A,yA) =
TjB(kB,yB), j = 1,2. Since Ts(k,y) = —Ti(k,y)g/yB1, we derive that
g2 /yA B = gB/yBBP. Consider now the Euler equation (22) evaluated at
a steady-state under free-trade. We get —T»(k,y) = pT1(k,y) and the result

follows. ]

We may now prove Proposition 4. Consider equations (78)-(82). We know
from Lemma 6.5 that equations (78) and (79) imply g = pfiy, i = A, B.
Assume then that k4 = 0y* and k% = 3P/ with § > 1 some constant.
It follows from (82) that k4 = 0kZ, y& = 0y4 and g = pB{k4/0, g% =
pBPEBO. Substituting these expressions into (46) with K, = g and solving
for k, i = A, B, gives

A

* ABAN T25A a Al
K= 0(%>1 o [Sj(pﬁf)ﬁl +52}1 5
by 5B o8] iz (83)
pBr = (ofBZ )P | & (070 T | 1
o\ 7

with
(I)ﬁ =0y 6149 + (a 55‘ - 0“24514)/)[314 and q)jeg = Q3 51 (a FBQ — 0y 51 )PﬁlBe

Assuming 55 = 1, we derive from (83) that k4* = AkP* if and only if
0 € (1,1/ppP) and 5&4 = S{f* with
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P a-pfH 1_pA
_ 3B —5
can _ _(ofBg/eg) A [(pﬁf‘@)ﬁf 57 ] =6 (84)
- A
Y (ea S (afpgje) ?

Considering T} (k, y) in Lemma 6.1 with £Z = 1, equation (80) is satisfied if
and only if @ € (1,1/pBP) and €4 = £4* with
(@)°% af (af BF)°F (1-ppPo)°T +oF 1 (kBx)of —of

A A A B
aft (ag' B2 (0—pBH) T T2 TH (@) 2

£l = (85)
Then, since from (78) and (79) we have Ti(k,y) = Ta(k,y)/p, i = A, B,
equation (81) also holds.

Country 4’s production of the consumption good is derived from (2) as
T* = T(k*, k™). We know that country A imports capital goods while
country B exports capital goods: ./\/l‘y4 = (6 — 1)y and Xf = (%) yB.
In order to have a balance of trade in equilibrium, country A has to export
consumption goods while country B has to import consumption goods. Let

1n > 1 be such that

cAx — % < TA*, ¢B* = yTB* > TB*
It follows that

X (52) T, M2 = (- 7

Therefore, the balance of trade is in equilibrium in each country if N X4 =
XA~ p/\/l;4 =0and NXB = pr — MB =0, or equivalently

(0 - Dpy** = (52 T4, (%50 pyP = (- )T

with p the relative price of the investment good. Taking the ratio of these
expressions yields T4*/TP* = 5. Now let £F = Sf =1 and £4 = &2,
5; = 5?;4* as given by (84) and (85), and consider T'(k,y) as defined by (2).
We get 5

Ax o (G*PﬁA) Bx — Bx
with n = aP(0 — pB{") /(1 — pBPH) > 1 for any 6 > 1 under Assumption
3. Therefore, we conclude that

cAx — TB*, B — 77TA*

The result follows assuming 6 € (1,0) with 6 = 1/pBP.
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6.7 The characteristic polynomial under free-trade

At a steady-state under free-trade we have y* = k*. Let us introduce the
following notations:

T(k,y) = TA (k" (k,y),y* (k,y) + TP (P (k,y), yP (kyy)  (87)
and 7.7 = T;;(k*, k"), 4,5 = 1,2. We thus have ¢* = T (k*, k*) and

T (keye)' =

V(ke,ye) = T
Total differenciation of equation (22) gives
T*Z T* 7'* T*Q 1 7'*2

dhivs |1+ ope | + dhert |78 + 7 — o1+ p) | + ke |2 + 0 2| =0

Straightforward computations give the characteristic polynomial

Pi(z) =a? —Ts(o)z+ Dy =0 (88)
Wlth T* T T*2
— 722 4o (1+4p)
D=5, Tjlo) = - (89)
P 1+o k|
pC*Tl*Q

and T = TP (KRS K,y (k" k%) = TPEB (R k), yP (K k*)).  We
know from Nishimura and Yano [26] that:

Lemma 6.6. Along a free-trade equilibrium, the second partial derivatives
of T (k,y) satisfy the following:

Tu(k,y) = & [THKy)IHPED y2) + THED, ) HAE, )]
Tio(k,y) = & [Tk v HP (K2, yP)| + THED, ) HA R, y )]
Toa(kyy) = & [Tk y)HP (K2, yP)| + TH kP, o) HA (K, y )]
where
[H (K y')| = TH(K,y") (K y') — Tip (K, y')* > 0
O = [THK,y") ++TH KD, yP)] [T (A, y?) + TE(K5,yP)]

2
= [THEA ) + TEEP, yP)]" >0

Final simplifications give:

T4 T yHIHE P BT (KPP HA (R y?)|
75 T3 (kA y ) HB (kB yB) |+ T8 (kB yB) [ HA (kA y4)]|
T TRy HE RP yP) |+ TE (kP yP) | HA (A )|
rT p|TH (kA yA) [ HB (kB yB)|+TE (kB yB) | HA (kA ,y4)|]
2 OT (kA (k* k™) ™ (k* k*))?
T o [T15 (kA yA) [ HB (kB yB) |+ T (kB yB) [ HA (kA y4)]]

30



6.8 The function 7;(o)

Note first that under Assumption 4
T _
Tf(O):_T}; —pT* <0and Tf(+o0) =1+p 1 >2

Lemma 6.7.  Under Assumption 4, there exists o; € (0,400) such
that Ty(o) is continuous and monotonically decreasing in o over [0,07%) U
(0}, +00). Moreover, limg g T(0) = —oc0 and limg g5 T.(0) = +o0.

Proof: Straightforward computations from (89) give

T TS
w2 1t+p| 1+ 1*1+—22)
T’(U) — le p( 5 ' rT
f oM T1*2 2
[1—&-0/)@}
AlgB T{] | Tsh A T3
97—*2 T12|H | 1+p 1+#+p’1%‘% 2|H I 1+p 1+ 11+ ,1?2
_ 1 i2 i2
- A\ 7B B A[]? %2 2
o* [T12|H +TE1H ‘] [1.:,_(7,) ZT* ]

with |H4| > 0 and |[HZ| > 0. Under Assumption 4 we get for any p € (0, 1):
7A — _T{(k4/0)p {(Paf‘)(af‘ﬁz —a3' B (0—pBi )~ (- ai' —agh)ad! 5‘9} <0
12 kA—g#A fag (B +52 )+(af B3l —ag Bt )pﬁ1

T = 1A% { Qoof)afoh oAl (0 ofialif ) _ g
12 kB—gB ay (51 +62 )+( _042 ﬁl )pﬁ

and

E TA p(1— ,31 )( 52 _0‘251 )+a2 [/62 +(1 51 52)‘9]
o (14 7+ ) = 0 080 e ST i et edieddgn > 0

o (14 T+ Z) = (1 - ppPo) 2 ipol ey P @5 4157 o > 0

1-ay )(0‘]13/32 —Qy 51 )(1 Pﬂ 0)—(1— 0‘1 —Qy )0‘1

It follows that 7;(c) < 0. Moreover, there exists a critical value o7} as
defined by

T c* TAlHB|+TB|HA‘
of = Ti%’ _ o 12p®(TlA);2 ] (90)

such that the denominator of T¢(o) is equal to zero when o = o%. When
o = o}, the numerator of 7y(o) is equal to

Iy Ty 14p 1|y 1 75
Ty P R R PT;
T4 14 B
g [veo (1 ) et e (14 2 )
Iz TA|HE[+TEBHA]

which is negative for any p € (0,1) under Assumption 4. It follows that

hmo'—>a';7 Tt(0) = —o0 and limg_n,;;+ T;(0) = +oo. -
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6.9 Proof of Proposition 5

Proceeding as in the case of the closed economy, we only need to show that
1+ T5(0)+1/p >0, ie.
_ O+p) Ty Ty
hf(p) - P 7—1*2 /77—122*
12 12 12 > 0

P15
p[T{A | HB |+ T HA]

When p =1, we have

(1 1) T4 T 1

* * * T* T* _].

h (1) — 27712_7—].1_,2—22 e 12 22
I 115 11y

Under Assumption 4 we have 7% < 0 and the function 7 (k,y) as defined
by (87) is obviously strictly concave so that hy(1) < 0. We also get:
A A
1+p(1- T - 28) =201+ 9)
Ty pTi5
(O0—pB1") [p(1=B1") (o B3 —af' 6" )+04 165" +(1- 51 1) 0]

(1—af)(af B —ag' B{) (0—pB) —(1—af' —ag)ai B0

T3 T2
1+p(1—T—E—p;é) = 2(1+ p)

B
(1-98P0) [p(1-68)(af BF —a§ 5)+ 5 (095 +1-50 58|
(1—af)(af BF—af BP)(1-pBP0)—(1-af —af)al 67
and thus under Assumptions 4 and 5

- g T{é) _ 20 ({454 281 - B8~ (1-B{ 510
;5% 1+’0<1 T pTiy) — (I—af)(af B8 —ag' B —(1—af' —ag')ai' B3

>0

lim 1 +p( T TQ%) _ _2aP0(BP+8P)-0(288 +5F)—(1-BF —BF)
p—0 TG T 0|(1-af)(af By —af B)-(1-af —af)af 67

>0

It follows that lim,_.q hf(p) = +00. Therefore, there exists ps € (0, 1) such
that hy(p) > 0 for any p € (0,pf). We then conclude that when p € (0, py),
there exists o € (0,07%) such that the free-trade steady-state k* is saddle-
point stable for all o € (77, 400). The existence of period-two cycles when
o crosses oy from above follows from the flip bifurcation theorem. The
bifurcation value ¢ is obtained as the solution of 1+ 7¢(0) + 1/p = 0 and

is equal to
= — P 12 P12
Uf — - 2(1+ ) TI*Q
P) cwrw
€412 (91)
A A B B
e e e P R L s o
_ P Ti5 rTi P Ty rTio
= 2(1+0)B(T7)?
]
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6.10 Proof of Theorem 1

Let us introduce the following notations:

afa(l—an—0s) _ zi offfo(l—afi—ag) _ 4 afBf(l-af-af) _ -p
(I-o1)(I-pf1) — 7L (1—af)(0-p{) — 727 (1-aP)(1-68F) — 72

1467 _ B 1=BP-BP+0020P+0F) _ B
28E+85) — 730 20(6B+5%) - 4

In the proof of Proposition 2, assume that inequality (59) applied to country
A is not satisfied, i.e. o'y — as'pt < Z{ for any given p € (0,1). Tt
follows that the closed-economy steady-state of country A is saddle-point

stable with monotone convergence for any given p € (0,1). Consider then
condition (26) in Assumption 4. Straightforward computations give Z{! >
Z{‘. It follows that all the conditions of Proposition 5 for country A may
be satisfied for the free-trade steady-state while the closed-economy steady-
state is characterized by monotone convergence for any o > 0.

For country B we have Z8 < ZL for any given p € (0,1) and 28 > ZP
since § > 1. It follows that if aP 8P —af B8 > Z8 and of > ZB| then all the
conditions of Proposition 5 for country B are satisfied along the free-trade
steady-state while the closed-economy optimal path is also characterized
by endogenous fluctuations (period-2 cycles) in the neighborhood of the
flip bifurcation value 2. As a result endogenous fluctuations arise at the
world level while country A is characterized by monotone convergence in the
closed-economy case. ]

6.11 Proof of Theorem 2

Consider the same characterization for country A as in the proof of Theorem
1. Then all the conditions of Proposition 5 for country A are satisfied for
the free-trade steady-state while the closed-economy steady-state is charac-
terized by monotone convergence for any o > 0.

If for country B, o8 — ofpP > 2B and ZP > of > ZP| then all
the conditions of Proposition 5 for country B are satisfied along the free-
trade steady-state while the closed-economy optimal path is characterized
by saddle-point stability with damped fluctuations or monotone convergence
depending on whether 0 < ¢5*. As a result endogenous fluctuations arise
at the world level while both closed-economy countries are characterized by
saddle-point stability. ]
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6.12 Proof of Theorem 4

Consider the bound 52 and 7 as defined by (61) and (91) respectively. We
get oy > &8 if and only if

B B
T 1+p 1 Ty 14p 1 T
|: A|HB‘( p_ 11 2) TB‘HA|( P 11 22 ):|

_ PLio 15
o(T1)?
o (92)
—BTB(I-HJ,i, Ty )
7B~ 1B
S 12 i2

Using the fact that along the free-trade steady-state with £8 = Sf = 1
EA = £M%, 5;/4 = E;* and 0 € (1,0), we have k4* = y?*, kB* yB
kA* — 0]{33*, o = CA* —{—CB* — TA* +TB* and Tt]A(kA7yA) ( B
B
Q3

)

j =1,2, we derive after tedious computations that when 1 — aB — =0,

1
inequality (92) is equivalent to the following

aj 1

1 <9 B + 1— pﬁ ) |HB| 2(1+p)[(1—0¢‘14)(05‘i4,@2 —ag' ) (0—pB) —(1-af' —agh)ai AG]
e) A (0—pB7) 0ag (B +83")+(af B3 —ad BB

_(0=pB [p(1=B) (of B8 — ﬁl )+a2 65 +(1- —53")6)]
fas' (B +,8§‘)+( A —ad BB

+ |HA|

2(14p)af (P BP—aB BP)— [pu BE)(aBBE —aBBP)+°L (9ﬁ§+1—ﬁf—ﬁ§)}
< Qg (/81 +f82 ) (al 52 —0Qy ﬂ1 )p,BlBQ > >

(1— ﬁB)(a?ﬁzB—agBﬁlB)[Qer(lJrﬂlB)— (1+p)a1] (1-BFP)af
PP1 O‘lB [O‘g(ﬁlB'i_BQB)'i'(a{BBQ —Qy ﬂl )/’61 ]

The modified condition (38) in Assumption 7 implies that 2 + p(1 + 85) —
2(1+ p)af > 0 for any p € (0,1). Moreover, there exists ¢ > 0 such that if

B (1-8F)aF (1-8F)aF
of B — oFBF € (smeam st T Traea) St )

the right-hand-side is positive but lower than the left-hand-side. The result
follows. ]
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