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Abstract

This paper develops a two-country dynamic trade model with a public intermediate
good whose stock has a positive effect on private sectors’ productivity. Under the
assumptions of one primary factor (labor), the national government that determines
the level of the public good so as to maximize the discounted sum of a representative
household’s utility, and the stock of the public intermediate good as a kind of “unpaid
factors,” this paper examines the economy’s trade pattern and the long-run effects
of trade. It is shown that in the case of Lindahl pricing for the provision of the
public intermediate good, in which each country takes the world prices as given, the
country with a smaller labor endowment, a lower depreciation rate of the public-good
stock, and/or a lower rate of time preference will become an exporter of a good which
is more dependent on the stock of the public intermediate good, and this country
will unambiguously gains from trade. We also discuss the case of Nash provision of
the public intermediate good, in which each country noncooperatively determines the
public good recognizing their effect on the terms of trade.
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1 Introduction

In economic activities, including international trade, the role of public intermediate goods
becomes more important as seen in food security, national defense, promotion of innovation
activities, transportation and communication systems, and so on. Although there have
been a number of studies examining trade models with public intermediate goods (Man-
ning and McMillan, 1979; Tawada and Okamoto, 1983; Tawada and Abe, 1984; Ishizawa,
1988; Abe, 1990; Altenburg, 1992; Suga and Tawada, 2007), all of their studies are unfor-
tunately confined in a static framework. In reality, many public intermediate goods have
a characteristic of durable or capital goods; research and development activities, national
defense, and transportation and communication infrastructures are typical examples.

An exception is the study of McMillan (1978), which considers stock effect of a public
intermediate good in an open economy. He considers a three-sector (two private goods and
a public intermediate good), one-factor (labor) small open economy with optimal supply
of the public intermediate good. It is shown that the stock of public intermediate good
determines the slope of the production possibility frontier and thus determines the pattern
of international trade. McMillan’s model is recently re-examined by Yanase and Tawada
(2012), who show the possibility of multiple steady states and history-dependent dynamic
paths. Moreover, they discuss whether trade is gainful or not in McMillan’s model.

In both McMillan (1978) and Yanase and Tawada (2012), the public intermediate good
is assumed to have an impact similar to the “creation of atmosphere” type externality
classified by Meade (1952). That is, in their models, the technology of each private sector
exhibits constant returns to scale in primary factors of production only. In one-factor
model, this assumption implies that for a given stock of the public intermediate good, the
production possibility frontier becomes linear, as in the standard Ricardian model, and
thus the economy hardly diversifies production.

There is another class of public intermediate goods, which can be interpreted as “un-
paid factors of production,” according to Meade’s terminology (1952). If the public good
is of this type, the production function of each private sector is characterized by con-
stant returns to scale in all inputs, including the public intermediate good. Following
Tawada(1980) and Tawada and Okamoto(1983) we adopt the alternative term “semi-
public intermediate good” to describe this kind of goods.! In the case of unpaid factor
type, congestion arises within an industry though not among industries. For example,
public transportation system like highways may be included in this type. The agriculture
industry uses the highway system in a certain season or region, while the manufacturing
industry uses it in a different time or region. This highway system can be considered as
a public infrastructure of unpaid factor type. Similarly, the communication system may
be supposed to be of this type. This paper focuses on this kind of public intermediate
goods and presents a dynamic trade model in which the stock of a public good has a
positive effect on private production. Following McMillan (1978) and Yanase and Tawada
(2012), we consider an open economy in which two tradable private consumption goods
and one non-tradable public intermediate good are produced by one primary input, say
labor. However, different from McMillan (1978) and Yanase and Tawada (2012), we sup-
pose that the private goods are produced under constant returns to scale with respect to
the stock of the public intermediate good as well as labor. Thus, the production possibil-
ity frontier becomes strictly concave to the origin even in the case of one primary factor.
Therefore, incomplete specialization would carry over in general even after trade.

IThe public intermediate good that has an impact similar to the “creation of atmosphere” type exter-
nality is also referred to as “pure” public good.



We begin with a dynamic two-country model in which the national government, taking
the prices of tradables as given, determines the optimal levels of the public intermediate
good by using the Lindahl pricing rule. Then, the dynamic general equilibrium of the
world economy and the steady state equilibrium are characterized. It is shown that there
exists a unique and saddle-point stable steady state if the economic fundamentals of the
two countries are slightly different. We then investigate the trade pattern of the economy.
It is shown that if the economy is initially at the autarkic steady state, after opening trade,
a country with a smaller (larger) labor endowment tends to be an exporter of a good that
is more (less) intensive to the stock of the public intermediate good. We also discuss
whether each country gains or loses from trade by comparing the steady state welfare
level under free trade with the one at autarky. It is shown that, in comparison with
the autarkic steady state, free trade raises (reduces) the steady state stock of the public
intermediate good and thereby expands (curtails) the long-run production possibility in a
country exporting a good that is more (less) dependent on the public intermediate good.
An interesting result is that a smaller country unambiguously gains from trade in the
long-run whereas a larger country may lose from trade.

We also consider an alternative situation where the governments strategically deter-
mine their provision of public intermediate goods, taking the effect of each country’s choice
on the world market into consideration. If each country recognizes the effect on the world
price, i.e., the terms of trade effect, the level of the public intermediate good in each
country can be controlled in pursuit of national interests. That is, in comparison with
the non-strategic case, the country exporting (importing) the the good that is more de-
pendent on the public-good stock would under-accumulate (over-accumulate) the public
intermediate good.

2 Model

We consider a world economy consisting of two countries, home and foreign, in which
two private and one public production sectors and one primary factor exist. The primary
factor is supposed to be labor. The public sector produces a public intermediate good with
non-increasing returns to scale technology with respect to labor. The public intermediate
good can be accumulated and its accumulated stock serves in production in the private
sectors as a positive external effect without congestion between sectors. The two private
sectors are supposed to be sectors 1 and 2 where goods 1 and 2 are produced, respectively,
under constant returns to scale technology with respect to labor and the stock of the
public intermediate good. Total labor endowment is assumed to be given and constant
over time.

2.1 Production side

Let us focus on the home country. The foreign country, whose variables are denoted with
an asterisk (*), has a similar economic structure.
The production function of each private sector is assumed to take the following form:

Vi=RYL; ™, 0<a;<1, i=1,2, (1)

where Y; is the output of good ¢, R is the stock of the public intermediate good, and L;
is the labor input in sector i. It is clear that the labor productivity in each private sector
is exhibited by 9Y;/0L; = (1 — a;)R* L;** and is dependent on the stock of the public
intermediate good R.



In the following analysis, we make the following assumption regarding the impact of
the public intermediate good to industries:

Assumption 1 a3 > as.

Because «; is the production elasticity of the public intermediate good stock in sector
i, i.e. a; = (0Y;/OR) - (R/Y;), Assumption 1 can be interpreted that sector 1 is more
dependent on the stock of the public intermediate good than sector 2. At the same time,
Assumption 1 also implies that sector 2 is more labor intensive than sector 1, as usual in
the standard Heckscher-Ohlin-Samuelson model.

The production function of the public intermediate good is expressed as r = f(Lg),
where r is the output and Lp is a labor input in the public sector. Concerning f(Lg), we
assume that this function is increasing and strictly concave (f" > 0 > f”), and f(0) = 0.
Given initial stock Ry > 0, the public intermediate good is assumed to accumulate over
time according to?

R = f(Lr) - BR, (2)

where 8 > 0 is the depreciation rate of the stock of the public intermediate good.
At each moment of time, the economy must face the following full employment con-
straint on labor:
L1+L2+LR=L, (3)

where L > 0 is labor endowment and is assumed to be given and constant over time.

2.2 GDP function

Let | = L — Lk is the sum of labor inputs in the private sectors. Then, the production
side of the economy is characterized by the following GDP function:

G(p, R,1) = max {pRO‘lL?fal +R™Ly* st. L1+ Ly= l} , (4)

1,L2

where p is a world price of good 1 in terms of good 2. Let us define the Lagrangian:
L(Ly, Ly, w,p, R,1) = pR* L1 + R*2Ly™ 2 4 w(l — Ly — L).

The first-order conditions for maximizing £ are

(1-apyt = w. o)
(1- a7 = w. )
Ly+Ly=1 (7)

Applying the envelope theorem to the GDP function, we obtain the following derivatives:3

a1pY1 + aYs

Gp:Y17 GR: R ’

G; = w. (8)

2A dot over a variable denotes time derivative. To reduce the complexity of notation, we may omit
time arguments when no confusion is caused by doing so.
3The subscripts denote partial derivatives: G, = G/dp, and so on.



Moreover, the second-order derivatives of the GDP function can be derived as follows:*

(1—0a1)(1 —ag)V1Ys

Gpp = > 0, 9a
PP (1 — an)agpYs + (1 — ag)a Yatp (9a)
aras(wl)?
GRrr = — <0, 9b
i {(I —a1)agpYr + (1 — az)an Yo} R? (90)
2
Gy =— craed <0, (9c)

(1 —a1)aepY1 + (1 — ag)ar Y
{(1 —ar)onapYs + (1 — ag)[on — (1 — )] Yo} Y5

G,r = , 9d
PR {(1 — al)angl + (1 — 042)041}/2}R ( )
w(l — ar)aeY
Gy = > 0, 9
Pl (1 —aq)agpY: + (1 — a2)a1Ys (9e)
2
G = oaywl 0. (9f)

>
{(1 — Oq)Ozszl + (1 — 062)041}/2}1%

2.3 Consumption Side

The consumption side of the economy is described by a representative household, whose
lifetime utility is given by:

U= / e P [ylog Cy + (1 — 7) log Cs] dt, (10)
0

where C; is consumption of good i (i = 1,2), p is the rate of time preference, and v € (0, 1)
is a parameter. Let us denote the household’s total expenditure at each moment of time by
FE, and assume that no borrowing or lending is permitted. Then, the household’s optimal
consumption must satisfy C1 = vE/p and Cy = (1 — v)E.

The private goods are traded between countries, while the public intermediate good is
assumed to be nontradable. In addition, we assume away the international borrowing and
lending. Therefore, national income must equal total expenditure at all points in time:
E = G(p, R,1). Substituting the household’s optimal consumption into the lifetime utility
(10), the its indirect lifetime utility is derived as

V= / e {log|G(p, R, L — L)] — ~log p + T} dt, (11)
0

where I' = ylogy + (1 — ) log(1 — 7).

3 Trading Equilibrium under Non-strategic Behavior of Gov-
ernments

In this and the next sections, we assume that governments in both countries take the world
price p as given when they determine the time paths of the stock of public intermediate
good stock.

3.1 The Optimal Resource Allocation

We characterize the economy’s resource allocation as a dynamic optimization problem
faced by a social planner. The same solution can be obtained by competitive equilibrium
with appropriate Lindahl pricing for the public intermediate good.

4See Appendix for derivation.



Consider a social planner who seeks to maximize the representative household’s indirect
lifetime utility (11) by choosing the time path of the allocation of labor to the public sector
subject to the constraint (2), taking p as given. Let us define the current-value Hamiltonian
as

Then the optimal control must satisfy

Gl(pa Ra L— LR)
G(pa Ra L — LR) ‘

oH

- - / —
oLn 0 = 0f(Lr)

(12)

Moreover, the adjoint equation and the transversality condition are, respectively, expressed
as

) _aj_ _GR(paRaL_LR)
lim e ”'0(t)R(t) = 0. (14)

t—00

3.2 Dynamic equilibrium path

At each moment in time the world market for each private good has to hold along an equi-
librium path. We assume that the two countries share the identical production technolo-
gies, meaning that the GDP function in the foreign country is given by G(p, R*, L* — L%},),
and have the same felicity function, meaning that v = +*. Then, the world market-clearing
condition for good 1, C1 + C7 = Y7 + Y7", can be rewritten as

%{G(p, R,L—Lp)+Gp, R, L* — L))} = Gp(p, R, L — L) + Gp(p, R*, L* — L}). (15)

The dynamic equilibrium of the world economy is characterized by the home country’s
dynamic equations and first-order condition (2), (12), (13), their foreign counterparts, and
the world market-clearing condition (15).

3.3 Steady state

At the steady state, it holds that R = R* = § = * = 0. In light of (2), (12), and (13),
conditions for the free-trade, steady-state equilibrium are given by

f(Lr) = BR, (16)
_ Gr(,R,L—Lg) ,
p 5= R L), (17)
f(LR)=B"R", (18)
,0* +ﬁ* _ GR<paR 7L — LR)f/(LE), (19)

Gi(p, R*, L* — L},)

and (15).

From (16) and (17), the steady-state level of Lr can be represented as a function of p
(and the parameters 3, p, and L): Lr = ¢(p). Under Assumption 1, the following lemma
is obtained.

Lemma 1 (i) ¢/(p) > 0. (ii) There exist Lg and Ly such that 0 < Lp < Lr < L,
lim,—0%(p) = Ly, and limy,_, 1(p) = Lp.



Proof. See Appendix.

From (16), the steady-state stock of the public intermediate good is denoted as R =
f(¢(p))/B. Analogously for the foreign country, from (18) and (19), we have L}, = ¥*(p),
which has the similar properties to Lemma 1, and R* = f(¢*(p))/B*. Substituting these
expressions into (15), the steady-state, market-clearing condition is given by

y { 6 (0100 1 - w<p>) ra(n 800 1 w*@)}

p B B
=Gy (p, f(wﬁ(p)),L - @b(p)) + Gy (p, f%**(p)), L — @!)*(p)) : (20)

Let us denote the solution of (20), i.e., the steady-state equilibrium solution for the relative
price of good 1 in the world market by pss. The steady-state stocks of public intermediate
good in the home and foreign country are then derived as Rss = f(¢(pss))/8 and R}, =
f(¥*(pss))/B*, respectively. The existence, uniqueness, and stability of the steady state
is characterized by the following theorem.

Theorem 1 There exist at least one steady-state, free-trade equilibrium. If the differences
i discount rates, depreciation rates, and labor endowments between the two countries
are not very large, there exists a unique and saddlepoint-stable steady state, in which
production is diversified in both countries.

Proof. See Appendix.

4 Trade Patterns and Trade Gains

4.1 Trade patterns

Let us focus on the home country’s excess demand for good 1 in the steady state:

o) =26 (119 1 vw) - 6, (n T Lo ww). )

The foreign country’s excess demand in the steady state, ED*(p), can be analogously
defined. Let us denote the autarkic steady-state prices in the home country and foreign
country by p, and p}, respectively. Then, in the autarkic steady-state equilibrium, it holds
that ED(p,) = 0= ED*(p}). It is verified that ED(p) and ED*(p) are downward sloping
in the neighborhood of the steady-state, autarkic-equilibrium price.

Labor endowments Evaluating at the autarkic steady state, we obtain the shift in the
excess demand in response to a change in the labor endowment L as follows:

9ED()| <GpGR —GpR> fov) <Gsz —sz> (1 B W) (22

oL

G g OL G oL

W here
aqj) < Rl R(;l 4 ) /

Y _ : >0
oL (GRGGZZR . GRR) (f5)2 N (GZR _ GRTlG”) ' — Grf"




from (16) and (17).° After some calculations given in Appendix, it can be verified that
the sign of OED(p)/dL is equal to that of (ag — aq) f”. Therefore, 9ED(p)/OL is positive
under Assumption 1. Suppose that the home has a smaller labor endowment than the
foreign country: L < L*. Then, it holds that ED(p) < ED*(p) in the neighborhood of
autarkic equilibrium prices, as illustrated in Figure 1, and thus p, < p}. Hence, the home
country exports good 1 in the steady state.

P.

pSS

Pa ED"(p)

CN/n)

Figure 1: Steady-state equilibrium prices (L < L*)

McMillan (1978) and Yanase and Tawada (2012) consider a dynamic model of a small
open economy with a stock of public intermediate good in which the production technology
of each private good exhibits a Ricardian property, i.e., constant returns to scale with
respect to labor. They show that if the labor endowment is sufficiently large (small),
a small open country completely specializes in a good whose productivity is more (less)
sensitive to the public intermediate good. This implies that after opening of trade, a
country with a higher labor endowment becomes an exporter of a good whose productivity
is more sensitive to the public intermediate good. However, in the present model with a
constant-returns technology with respect to labor and the public-good stock, the result is
reversed.

Intuitively, the difference between the present model and McMillan’s model can be
interpreted as follows. In McMillan (1978) and Yanase and Tawada (2012), the private
sectors’ production function is given by Y; = g¢;(R)L;, where g;(R) is increasing and con-
cave in R, and thus each country’s comparative advantage depends on the current stock of

®See (A.16) in the Appendix for derivation.



the public intermediate good. The labor endowment affects comparative advantage only
indirectly, via the accumulation of the public good, and a country with a higher labor en-
dowment will have a higher R. Hence, a larger country tends to specialize in a good which
is more dependent on R. In the present model, by contrast, each country’s comparative
advantage depends on both R and L in a manner such that higher R (resp. L) increases
Y7 to a larger (resp. lesser) extent to Y Although a higher labor endowment implies a
higher steady-state stock of R, the steady-state relative factor endowment becomes de-
creasing in L. This implies that a country with a higher L has comparative advantage in
the labor-intensive good, which is, in turn, less dependent on R.

Depreciation rates The shift in the excess demand in response to a change in the
depreciation rate of the public-good stock § is derived as

_ (GGr S ovlp)  f\ (GG %(p)
p=pa_< pG GpR) (ﬁ op B2) ( g sz) B’ (23)

OED(p)
B

where

o _ (95 — Grr) £ - Gy
9B (GRTC?R—GR@ %Jr (GIR_ G%ﬁ?“) = Gri"

After some calculations given in Appendix, it can be verified that dED(p)/98 > 0 under
Assumption 1. Suppose that the home country has a lower depreciation rate of the public-
good stock than the foreign country: 8 < *. In this case, it holds that ED(p) < ED*(p)
in the neighborhood of autarkic equilibrium prices, and thus p, < p:. The home country
exports good 1 in the steady state. The intuition behind this result is straightforward.
Other things being equal, a smaller S implies a higher steady-state stock of the public
intermediate good, which leads to higher relative supply of good 1 under Assumption 1
and thus lower relative price of good 1 under autarky.

Discount rates The shift in the excess demand in response to a change in the discount
rate p is derived as

OED(p) _ (GGRr frovlp) (GG Y (p)
dp p:pa_< G GpR) B dp ( G Gpl) dp 24
where
o Gy

T - < 0.
dp (GRGGZLR _ GRR) % + (GIR _ G}é?ll) = Grf"

From (A.9) and (A.10) it holds that G,Gr/G — Gpr < 0 and G,G;/G — Gp; > 0 under
Assumption 1. Therefore, it follows that 9ED(p)/0p > 0, i.e., an increase in p shifts ED(p)
upwards. Suppose that the home consumer is more patient than the foreign consumer:
p < p*. In this case, it holds that ED(p) < ED*(p) in the neighborhood of autarkic
equilibrium prices, and thus p, < p;. The home country exports good 1 in the steady
state.

The intuition behind this result is as follows. Other things being equal, a smaller
p implies that people are more patient and put weight on future consumption than the
current consumption. The future consumption can be enhanced by the accumulation of
public intermediate good, which augments outputs of the final goods in the future.

To sum up, we establish the following theorem regarding each country’s trade pattern.




Theorem 2 Other things being equal, (i) the country with a smaller (larger) labor en-
dowment, (ii) the country with a lower (higher) depreciation rate of the public-good stock,
and/or (iii) the patient (impatient) country exports (imports) the good that is more depen-
dent on the public-good stock in the steady state.

4.2 Gains from trade

Let us denote the autarkic steady-state stock of the public intermediate good in the home
and foreign countries by R, and R}, respectively. Suppose that the home country exports
good 1 in the free-trade, steady-state equilibrium, i.e., p} > pss > pg. Then, from Lemma
1 it holds that Rss > R, and R}, < R}. That is, in comparison with the autarkic steady
state, trade liberalization increases the steady-state stock of the public intermediate good
in the country exporting a good that is more dependent on the public-good stock, while
it reduces the public-good stock in the other country.

Theorem 3 The country exporting a good that is more dependent on the stock of the
public intermediate good unambiguously gains from trade in the long run, in the sense that
the country enjoys the higher steady-state welfare under free trade than under autarky.

Proof. Let us define the expenditure function as

E(p,u) = émél {pC1 +C2 st. ~vlogCi+ (1 —7)logCs > u}.
1,02
It is easily verified that E, > 0. Let us also denote the steady-state utility level under
autarky and free trade by u, and uss, respectively. In light of (??) and (??7), we have the
following expression:

E(pSSa uss) - E(ps& ua)
= G(pssa R557 lss) - (pssyla + }/2(1) + (psscla + C2a) - E(pss’ ua)a (25)

where [44 is the free-trade, steady-state level of [, and Y;, and C;, are autarkic steady-state
level of output and consumption, respectively, of good i = 1,2. From the definition of the
expenditure function, it holds that pssCia + Coq > E(pss, uq). Using the GDP function,
the second term in the right-hand side of (25) can be rewritten as G(pss, R, lo), where [,
is the autarkic steady-state level of [. Because the stead-state labor input in the public
sector is rewritten as Lr = f~1(BR), the effect of an increase in R on the maximized GDP
for a given price level can be derived as

B

Gr(p, R, L~ {71 (BR)) = ZGilp. R, L — {1 (BR))
~ Gr(p RoL— {7 (3R)) = = Grlp. R.L— £~ (3R)
P -1
- " _Grp,R L R)) > 0, 26
o+ B r(p f(BR)) (26)
where we used (17). Eq.(26) implies that G(pss, Rss, lss) > PssY1ia + Y2q. To sum up, it
follows that the sign of (25) is unambiguously positive, and thus uss > ug. O

For the country importing a good that is more dependent on the stock of the public
intermediate good, international trade reduces the steady-state stock of the public inter-
mediate good and thus the steady-state national income evaluated at the post-trade prices.
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If this reduction in the national income outweighs the efficiency gains from specialization
and exchange, the country will suffer steady-state losses from trade.

Notice that the above discussion on gains/losses from trade is from a long-run view-
point; we have focused on the comparison of steady-state welfare levels. Let us now
discuss the welfare effects of trade along the transition path. Suppose that home country
exports good 1 and that both countries are initially under autarky and open international
trade. Then, in the short run, both countries enjoy welfare improvement because their
consumption possibilities expand. Along the transition path, however, the stock of public
intermediate good increases over time in the home country and decreases in the foreign
country. This implies that the home country continues to improve welfare, but in the for-
eign country the instantaneous welfare decreases over time and may be lower than autarkic
welfare after a certain point in time.

4.3 Possibility of loss from trade: An example

As indicated in the previous subsection, the country importing a good that is more depen-
dent on the stock of the public intermediate good may suffer a lower steady-state welfare
than under autarky. In this subsection, we demonstrate this possibility by considering a
simplified version of the model.

Let us consider a more simplified version of the model, where

o f(Lr)=Lr— L%/2,

e o =a>0=as,

e L=L"=1, and

o §* =\ and p* = A\p, where A > 1.

That is, we assume that only good 1 is dependent on the stock of the public intermediate
good and the two countries are identical except for the rates of depreciation and time
preference. From Theorem 2 (ii) and (iii), the home (foreign) country becomes an exporter
of good 1 (good 2).6 This assertion is verified in this example. Let us define ¢ = (1 —

a)lTTaapé. Then, as shown in the Appendix, we obtain”

qw:¢m+ﬁﬂu+ﬁ?5ju_awm} G5 = Mar  Gss = VAda, (27)

and thus ¢, < gss < ¢jr.

Remark Substituting ¢ = ¢ss into each country’s steady-state equilibrium level of labor
input in the public sector, we can conclude that both Lr > 0 and L} > 0 hold only if

(I+ay)B+(1—ay)p
(1 —ay)(p+B)

In the following analysis, we assume that this condition is satisfied.

>\ > 1. (28)

6 Alternatively, we can consider a situation in which the labor endowments differ between countries (e.g.,
L =1and L* = 1+¢, where ¢ > 0. Theorem 2 (i) and 3 can be verified under this alternative specification,
although the calculation becomes more complicated.

"Because both o and v are between 0 and 1, 1 — ary > 0.
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Denoting the steady-state welfare level by u = vlog Cq + (1 — 7y) log Cs, we obtain the
welfare comparison result in the home country:

A=D1+ a)B + (1 — av)p] } EERERNY

29
Theorem 3 purports that the home country obtains unambiguously higher welfare under
free trade than under autarky. This assertion is also verified because ugs > u, holds.®
However, for the foreign country, the following expression holds:

A=D1 —ay)(B —p)} 1
28

the sign of which ambiguous. In particular, if p becomes higher (i.e., people are more
impatient), the sign of (30) is more likely to be negative.

Yanase and Tawada (2012) add the gains-from-trade analysis to McMillan’s (1978)
model with a pure public intermediate good and show that a country unambiguously
gains from trade in the long run only if the country has a comparative advantage in a
good with productivity more sensitive to the public intermediate good; if the country has a
comparative advantage in a good with productivity less sensitive to the public intermediate
good, the economy may lose from trade in the long run. In the present model, we obtain
the similar result. However, in their model, the country that gains (resp. may lose) from
trade is the larger (resp. smaller) country measured in labor endowments. By contrast, as
implied by Theorem 2, the country that gains (resp. may lose) from trade is the smaller
(resp. larger) country in the present model. In this sense, we can conclude that the results
on gains/losses from trade obtained in Yanase and Tawada (2012) are not robust and are
dependent on the property of the public intermediate good.

uss—ua:log{1+

_20‘7 log \, (30)

uzs—u(’;:log{l—l—

5 Trading Equilibrium under Dynamic Nash Provision of
Public Goods

We have so far assumed that the national government in each country is a price taker in the
world commodity markets and the public intermediate good is provided by the government
using the Lindahl pricing rule without strategic motives In this section, we consider a
situation in which the governments act strategically in providing the public good; i.e., the
governments noncooperatively determine the scale of the public intermediate good supply,
recognizing that it can affect the international prices.”

The market-clearing condition for good 1, i.e., (15), derives the equilibrium price of
good 1 as a function of the public intermediate-good stock in each country and the total
labor allocated to private sectors in each country; let us denote p = P(R, R*,[,1*). Under
Assumption 1, the function P has the following properties:

169 6l 161 p)

s P, *) — L .
L =Gy +G2) +p(Gpp + G) 1 7 (L =) (G + G3) + p(Cyp + G2y)

Ppiy =

The governments no longer take the world price p as given; rather, they take into
account the effects of the change in the resource allocation at each moment in time and

8The right-hand side of (29) is continuous in X, becomes zero if A = 1, and strictly increasing in .
In a static model, Shimomura (2007) proves that if governments determine the levels of public goods
noncooperatively, free trade is beneficial to all countries.
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the stock of public intermediate good on the price. The home government’s problem is
to maximize welfare (11) subject to the dynamics of the domestic public intermediate
good (2) and p = P(R,R*,L — Lg, L* — L7}). Note also that each government recognizes
that the rival country’s choice of consumption and production of public intermediate good
can affect the world price. In this sense, there exists dynamic and strategic interaction,
and thus the trading equilibrium is characterized as a differential game between national
governments that determine the appropriate levels of their domestic public intermediate
goods.

In the following analysis, we assume for simplicity that each government uses an open-
loop strategy, in which the government chooses the whole time paths of the choice variables,
taking the time paths of rival’s choice variables as given, at the beginning of the game.

5.1 The open-loop Nash equilibrium
The current-value Hamiltonian for the home country’s problem is now defined as
H(Lg,R,0; Ly, RY)

=log[G(P(R,R*,L — Lg,L* — L), R, L — Lg)]
—~log P(R,R*,L — Ly, L* — L’}) + T + 6 { f(Lr) — BR} .

Then the optimal controls and adjoint equations must satisfy

oH _ / _ G+ (Gp —1G)P
. oH  Gr+(G,—1G)Pr
0 = pb R = (p+B)o G . (32)

The foreign government solves the similar problem to the home country’s and deter-
mines the time paths of the foreign variables. The dynamic equilibrium of the world
economy is characterized by a profile of each country’s open-loop strategies, i.e., an open-
loop Nash equilibrium.'®

5.2 Steady state

The steady state of the open-loop Nash equilibrium must satisfy (16), (18),

_ Grp+(Gp, —1G)Pr

8= G —an | ), (33)

and

%+ (G5 — 7G*) Pg-
G + (G — 4GPy

Because the derivatives, e.g., Gg, G, Pr, and Fj, involve the price function P and the
GDP function G, the formal analysis of the steady state becomes much more complicated
than the analysis in the non-strategic case. Therefore, let us provide some rough but
heuristic discussions on the properties of the steady state in the presence of strategic
interactions.

o+ B = F(L3). (34)

10The open-loop Nash equilibrium is founded on the assumption that each player can make a credible
precommitment (Long, 2010). An alternative equilibrium concept is a Markov-perfect Nash equilibrium,
in which each player’s current action is conditioned on the state vector (in the present model, R and R*).
The Markov-perfect Nash equilibrium satisfies subgame perfection.
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Let us compare the steady-state conditions (33) and (34) with those in the non-strategic
steady-state equilibrium, i.e., (17) and (19). First of all, notice that the left-hand side
of these respective equations, the sum of the discount and depreciation rates, can be
interpreted as the long-run marginal cost of providing the stock of public intermediate
good, whereas the right-hand side, shadow value of the public-good stock measured by
labor, can be interpreted as the marginal benefit of the public intermediate good. Other
things being equal, the existence of the terms of trade effect changes the marginal benefit
of providing the public intermediate good. Specifically, comparing (17) and (33) in light
of the facts that G = (1 and G, = Y7, we have

{GR(C1Y1)PR _GR}f/(L )= (C1 —Y1)(GprG; — GpGR)
G- (Ci-v)PR G 7T TG (G - Y)RYGI(Gyy + Gy

f'(Lr),

where G,rG| — GG R can be rewritten as

wY1Ya (o — a2)

> 0.
{(1 — ()él)O[Qle + (1 — QfQ)OélYQ}R

GprGi — GpuGr =

Therefore, if the home country exports good 1, which is more intensive to R, the marginal
benefit of the public intermediate good becomes smaller. Because the marginal benefit is
decreasing in Ly (see the proof of Lemma 1), this implies that in comparison with the non-
strategic case, the home government has an incentive to under-accumulate the public-good
stock. It is also verified in a similar manner that the foreign country over-accumulates
the public-good stock compared with the non-strategic case if the country imports good
1. These under- and over-accumulation are due to the terms of trade effect; because an
increase in the stock of public intermediate good augments the relative output of good 1,
its relative price will fall. The exporter country will suffer a deterioration in its terms of
trade, and thus the country has an incentive to reduce the public-good provision in order
to reduce the welfare loss.

6 Concluding Remarks

In this paper, we have dealt with a dynamic two-country model of international trade
accommodating a semi-public intermediate good. In the case where the government in
each country acts as a price taker in the world commodity market, we revealed that if the
economy is initially at the autarky steady state, a country with a smaller (larger) labor
endowment, a lower (higher) depreciation rate of the public-good stock, and/or a lower
(higher) rate of time preference exports (imports) a good that is more dependent on the
stock of the public intermediate good. We also showed that the country exporting the
good that is more dependent on the public-good stock unambiguously gains from trade in
the long-run but the country importing that good may lose from trade in the long-run.

We also considered an alternative situation where the governments strategically de-
termine their provision of public intermediate goods, taking the effect of each country’s
choice on the world commodity market into consideration. Because of such a terms of
trade effect, in comparison with the non-strategic case, the country exporting (import-
ing) the good that is more dependent on the public-good stock would under-accumulate
(over-accumulate) the public intermediate good.

We should notice that most of the existing studies concentrated on national public
intermediate goods so far. On the other hand, in reality, international public goods are
increasing recently. For example, railway and highway constructions are carried out across
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national boundaries. Various communication systems become available also across bound-
aries. Even national defense becomes international in some regions by making a military
alliance. Thus, of more importance is to accommodate international public intermediate
goods into the present model and re-examine the trade theorems. There seems to be much
work to do once our attention is directed to this sort of extension.
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Appendix

A.1 Properties of the GDP function
Substituting (5) and (6) into (1) and (7) yield

1—ay)py, ] ™
Y, — R [( a1)p 1} 7 (A1)
w
-«
Y, = R*? (1 -02)Ys ’ (A.2)
w )
(I—a)pY1 + (1 —a2)Ys = wl. (A.3)
Totally differentiating egs.(A.1), (A.1), and (A.3), we have
& 0 =27 [dv GdR + =2 dp
0 2 Lx) Y| = 2dR . (A.4)
(I—ay)p 1—ay —I dw —(1 — a1)Y1dp 4+ wdl
Solving (A.4) for dY;, we obtain
’LUY1Y2 {(1—al)a2dp+ (1—al)o¢1a2pY1+(1;%o}¢/2)[a1—(1—a1)a2]Y2dR+ (1—31)a2dl}
4y, = 7 e : (A.5)

(]. — al)angl —+ (1 — OéQ)OélYé

Because G, = 9Y1/0p, Gpor = 0Y1/0R, and G, = 9Y1/0l, (A.5) derives the first, fourth, and
fifth expressions in (9).
In order to obtain Ggrr and Ggy, let us solve (A.4) for dYs with dp = 0:

w}/15/2{(1—041)[DLQ—(1—0[21{]041%]}2}/1—&-(1—&2)0(1042}/2dR+ (1—33)0&1 dl}

dY, = A.6
? (1 —a1)agpYs + (1 — az)a1Ys (4.6)
Because Gr = (apY1 + a2Y32)/R, it follows that
oYy aYs
apGE + S ) R — (apY) + a2Ys)
GRR _ ( oR oR )R2 , (A7a)
a1 8Y1 (65) 8Y2
= —p—+ ——=. A.Tb
Cr =R/ YR (A.7b)
Substituting (A.5) and (A.6) into (A.7), we obtain the second and last expressions in (9).
Solving (A.4) for dw with dp = dR = 0, we have
2
dw = Q1020 dl. (A.8)

(1 — Otl)OQle + (1 — 042)011YQ

Because G; = w, it follows that G;; = dw/dl and thus we obtain the third expression in (9).
Finally, let us provide some calculation results that are useful in the subsequent analysis:

Gy — GG _ (01 — ag)Juwin Yo , (A.9)
G {(1T = ap)agpYt + (1 — az)an Yo} (pY1 + Y2) R
Gt = GZ*GI ~ o {a- a1)ozzp}(f(:ir_(lm)zz;lof?ﬁ}(pyl +Y2)’ (410
_ 2
G = GZGZ T {(1 - 041)042]?1(/?1—!- (10[2—) ai?o}zg}(pﬂ + Y2)R <0 (A.ll)
Gpr = Glé?lp —{a- al)o(zj];Y: f&y ﬁga%}R’ (412

Under Assumption 1, the signs of (A.9) and (A.12) are positive, whereas the sign of (A.10) is
negative.
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A.2 Proof of Lemma 1
(i) Substituting (16) into (17) yields

_ Gr(p f(Lr)/B,L = Lr)
Gl(pa f(LR)/ﬂv L— LR)

Totally differentiating (A.15) and rearranging, we have

{(GRGlR — GRR) (fl)Q + (Gm - Gg?”) - GRf”} dLgr

p+8 F(Lr). (A.15)

G B
GrG GrG
- (GRp e l”) f'dp+ (Gm - e ”) faL
/
(GG o NI Vs - Guap, (A.16)
G B2

From (9), (A.13), and f” < 0, the coeflicient of dLg in (A.16) is positive. Also, from (A.12), the
coefficient of dp is positive if @y > as. Therefore, dLr/dp > 0 holds under Assumption 1.
(ii) In light of (8) and (A.3), (17) can be rewritten as

- @ . _ (capY1 + a2Y2)Bf'(Lr)(L — LR)
PP =g ) = A a0 + (1 a2V F () (8.17)
from which we have:
. Gr s Bf'Y(Lr)(L — Lg)
?}IB% Ef (Lr) = 1—as f(Lr) 7
. Gr, o 5]”(1/3)([/ —Lg)
plggo af (Lr) = 1—oay f(Lg)

Under Assumption 1, it holds that lim, ¢ %’ff’(LR) < limy, 00 %ff’(LR). In addition, both
lim,, o %’ff’(LR) and limp_, %’ff’(LR) are decreasing in Lg:

d(Bf'(Lr)(L — Lr)/f(Lr)] _ B{(L — Lr)f" = f'1f = (L = Lr)(f')*}

<0.
dLp f?
Therefore, the solution for Lg that satisfies (A.17) in each limiting case (i.e., p — 0 and p — o0)
is uniquely determined, as illustrated in Figure Al. |
G tim %
1

p—o0

Figure Al: Determination of Lg and Lp
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A.3 Proof of Theorem 1

Let us define the left-hand side of (20) by (;(p) and the right-hand side by (r(p). It is easily
verified that

;%CL(]’) =co, lim Ce(p) =0,

f(LR)} o F i [f(L*R)
PER) (- ppytmen 4 | LA2R)
] et 5
Because both ¢z (p) and (gr(p) are continuous in p, it follows that there exist at least one solution
for p in (0,00). Differentiating (1 (p) and (r(p), respectively, and rearranging in light of (A.15),
we have

lim Cr(p) =0, lim Cr(p) =

p—0 p—o0

[e5]
} (L* — L) > 0.

G =2 {p (galw/ + g*am*’) e+t Y;>} , (A.18)
/ . (p+BGG (B GG L\
Cr(p) = Gpp + G2, + <szG;R _ sz> W+ (P - lG*RpR _ sz> W (A.19)

From (9), (A.12), and Lemma 1, it follows that (R (p) > 0. Therefore, that if ¢} (p) < (R (p) holds
at the equilibrium price such that ((p) = (r(p), the equilibrium is unique. From (A.18) and
(A.19), we have

* * *G*G* ,
CL(p) = Crlp) = (va ’“LBGZG”R+GPI> ¢/+(W’g«P +8" GG *>w*

pB' B Gr pBNT B Gy g

2

’Y * *

_ ;(YQ +Y5) — (Gpp + Gp). (A.20)

Let us assume that the two countries are identical: L = L*, § = 8%, and p = p*. Then, the two
countries share identical GDP function, and thus the world market-clearing condition (r,(p) = Cr(p)
implies that v/p = G,/G. Substituting this into the first term in the right-hand side of (A.20), we

have
VP _ PHBGIGR y_fp(Gp  Gur _ GiGpr\\ .,
(p 5Gl 3 Gn + Gpl Y = AN G G+ Gpl Cr Y.

From (A.9), (A.12), and Lemma 1, the above expression is shown to be negative, and so is the
second term in (A.20). Therefore, ¢} (p) < (r(p) and thus there exists a unique solution pss in the
symmetric case.

We next turn to the stability of the steady state. The dynamic system of the world economy
is described as

R = f(Lr) - BR,
R = f(Ly) = B,
- Gr(p,R,L — LR)
0=t = G R L~ L)
Nk * %\ 1)k GR(p7R*7L*_LE)
O G R L T
0= %{G(p, R,L—Lg)+G(p,R*,L* — L)} — Gp(p, R, L — L) — Gp(p, R*, L* — L%).

Notice that Ly is dependent on R, 6, and p, and given (12), the following derivatives are obtained
as follows:

0Lr _ Gr—0fGr Girp—<E&= >0
OR — 0Gf"—0f'Gi+Gy  0Gf"—0fG+Gy ~
OLrp Je ~0
90—  OGf"—0f'G,+Gy ~
dLg G —0f'G, Gy — Giln

p— = .f .
Bp 0G —0FCi+ Gy 0GT —0fG 1 Gy 0 1 >
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Assuming that the two countries are identical and linearizing the dynamic system around the
symmetric steady state, we obtain

R [fSF-8 0 fEGE 0 fUSITR-R

R 0 -8 0 [ PG |R R

'9 = 5R 0 59 0 5p 0 — Q ) (A21)
6* 0 or 0 Y Sp o* — 0~

0 XR XR X6 X6 Xp 0

where

1 G2 GrG oL
5RE—{GRR—R+( - l_GRl>R}a

G G G OR
dog=p+pB— é (GZGI -G l) aaLTR,
6y = —é {GRp - GIZ,GP + <G2Gl - GRI> aaLpR}a
XR = GpgR —Gpr + (sz - GZGZ) aa%%,
Xo = <Gpl - GZGZ> 857;,
e (- ) )

Let us denote the above matrix by J and the corresponding eigenvalues as z, which is determined
by the characteristic equation

Qz)=|J—=

cocoo o~
cocooro
cor oo
o~ oo o
cocoocoo
I
=

After tedious calculations, the characteristic equation can be rewritten as Q(z) = 2Q;(2)Q2(z) = 0,
where

oL oL
N(2)=2%—pz+ (f/abé2 — B) S — f’a—;éﬁg,

e {88 (3.,
(o) P o) ) (50.))
o ) (57
- (fgf +Gpp) [( e —6) 5 —f’%LfaR} |

The constant term of 21 (z) can be rewritten as

/aLR /aLR
(#5 —8) o= 5 0n
_ f(fLrdLg R 10Lg [, GrG
= ( FOR In 1) (P +8)+ =35 (f Grr = BGR — p— ) : (A.22)
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which is unambiguously negative because of the concavity of f. This indicates that the two
solutions to € (z) = 0 have opposite signs. Next, the z2~term of Q5(2) is negative:

GpGl 6LR Y1Y2
(Gpl_ G ) dp _(pG +Gpp)
B 1 G,G1\? (VYs
= 0Gf"—0f'G+ Cu <G”l G ) - < e +G””> <0

Moreover, since the sign of (A.22) is negative and

G,G OLgr OLgr
(G"” G ><89 % o 59)

_ G,G OLpR l GrG)p OLp
= (Gpl G ) {39 G <GRp G + (p-‘r,@)iap >0,

the constant term of Q5(2) is positive. Therefore, the two solutions to Q5(z) = 0 also have opposite
signs. To sum up, there are two positive characteristic roots and two negative roots. Because there
are two state variables, R and R*, it follows that the steady state is a saddle point.

Finally, we can check that £(0) # 0. It follows that the implicit function theorem ensure us
that even if the economic fundamentals of the two countries are slightly different with each other,
the existence, uniqueness, and stability of the steady state are established (Chen et al., 2008). O

A.4 Signs of OED(p)/OL and O0ED(p)/0p
Substituting the expression for 0¢/JL into (22), we have

_ {(GRZ - G’éi?”) (% — GpR) + (G;&G, - sz) (GRTCLJLR _ GRR)} (f[;)z
P=Pa (GRTCZ;ZR - GRR) (f/;)z + (GZR - GRT?”> f'=Grf"
(%~ Gy) Grs”

(GRTCL;”? - GRR) (f,;)2 + (GZR - G?;icf”) fr—Grf"

However, from (A.9), (A.10), (A.13), and (A.14), it is verified that the first term in the above equa-

tion becomes zero. Moreover, from (A.10), the term (G’E;G’

1. Then, it follows that the sign of dED(p)/JL becomes nonnegative.
Substituting the expression for 9y /9 into (A.10), we have

((0n25) (58 ~un) (5~ 6) (o))
r=pa (ndie — Grp) U2+ (Gin — Sa8) ' — Grf”
(5G4 (56 cu) o (58 Gu)euts

(Gncim - Grp) Y5+ (Gin — “880) 1= Grp”

OED(p)

oL

(A.23)

- Gpl> is positive under Assumption

OED(p)

op

N (A.24)

Again, the first term in the above equation becomes zero. Moreover, from (A.9) and (A.10), the

terms (GPGGL — Gpl) and (% -G, R) are positive and negative, respectively, under Assumption

1. Then, it follows that the sign of OED(p)/d5 becomes positive.

A.5 Equilibrium in the simplified model
The GDP function in the simplified model is derived as

— arl—a _
G(p, R,1) _gli); {pR L7+ Ly st. Li+ L l}

1—a

=(1—a) = aps R+1. (A.25)
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The second-order derivatives of the GDP function become

l—«

1—a 1—a
Gp=0-a)«apa R, Gpr=(- a) = apa, Gp=Grr=Gr =Gy =0.

Using (A.25) and f(Lg) = Lr—L%/2, we obtain the steady-state conditions of the home country’s
optimal resource allocation:

2

L
LR_TR:/BRa

p+pB=q(l—Lg),

where we used a variable transformation ¢ = (1— a)lfTaapé. Solving the above equations, we have

1
LRzl_M’ R:<1_p+ﬁ>(l+p+ﬁ)' (A.26)
q 26 q q
Similarly for the foreign country, solving the optimal steady-state conditions
L*Z
Ly — 2R = ABR",
Ap+B)=a(l— L),
e bt Ap+5) L[ Mot [, Meo+)
. p+ . { p+ } { p+ }
S A VLA e S AV O S R A N A27
f q 2)3 q q (A.27)
The autarkic equilibrium condition in the home country is
ay(qR+1—Lg) =qR
Substituting (A.26) into the above equation and solving for ¢, we obtain
_ \/(p+ﬂ){(1+av)5+(1av)p} (A28
“ 1—ay ' '

Similarly, in light of (A.27), the autarkic steady-state solution for ¢ in the foreign country is derived
as

£ \/ (p+ B +1aj)oﬂ; (1—a)p} (A.29)

The steady-state equilibrium condition under free trade, (20), is rewritten as
ay(gR+1—Lg)+ay(gR*+1—L%) =qR+qR"

Substituting (A.26) and (A.27) into the above equation and solving for ¢, we obtain

_ \/A(p+5>{<1 +ay)8+ (1= a7)e} (4,30
Ss 1 _ a/y M

The steady-state welfare is

u="ylogCy + (1 —7)log Cy
=log(¢qR+1—Lg) —aylogqg+T, (A.31)

where I' = v{aloga + (1 — a)log(1l — @)} + vlog~y + (1 — v)log(1l — ). Substituting (A.26) and
(A.28) into (A.31), we obtain the autarkic steady-state welfare as follows:

1-— 1
wy = Owlog p+B +oz’yl
2 1—ay 2

og{(l+ay)B+ (1 —ay)p}+T. (A.32)

21



Substituting (A.26) and (A.30) into (A.31), we obtain the steady-state welfare under free trade as
follows:

1—ay p+8  l1+ay
= 1 - 1 1+ +(1-
5 087 oy D) 0g{A[(1 +ay)B+ (1 —av)pl}

uSS

26

In a similar manner, from (A.27), (A.29), (A.30), and (A.31), the steady-state welfare under
autarky and free trade, respectively, in the foreign country are derived as

1-— 1
up = Lo 0g 210 1EO% 00014 98+ (1— an)p} — aylog A+ T,
2 1—ay 2
« _l-—ay —p+B l+ay
g 5 BT 5 108{A(1 +a7)f + (1 — av)p]}
+10g{1 L a=nd gﬁ‘”)(ﬁ_”)} +T. (A.34)
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