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Preface

The literature on international trade has dealt separately with
international trade in goods and international financial capital flows,
i.e., international trade in securities. These channels of international
trade are interrelated, and there are many problems with which one
cannot deal in a satisfactory way without explicit recognition of the
interactions between them. We develop an integrated general
equilibrium framework for the analysis of international trade in
goods and securities. This framework recognizes the dependence of
markets for goods on finuncial markets and vice versa. The useful-
ness of our approach is demonstrated throughout the book by means
of applications to questions such as the effects of international trade
on resource allocation, tariff policy, and intervention in financial
capital markets. We derive new results which are important for
theoretical as well as policy oriented applications.

Our study draws mainly on two branches of economics: the
theory of international trade and the theory of financial markets. The
book is self-contained in that we provide in its early parts appro-
priate background on relevant material from these fields. It is
primarily directed to economists who are interested in international
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il PREFACE

trade or international finance, including graduate students who
specialize in these fields.

This study began in 1975 in the Department of Economics and
the Foerder Institute of Economic Research at Tel-Aviv University,
and it was continued when the first author was visiting the Depart-
ment of Economics at the University of Rochester and the second
author was visiting the Department of Economics at Northwestern
University. We wish to thank all these institutions for very helpful
cooperation as well as the Ford Foundation for supporting our work
on Chapters 8 and 11,

For comments on parls of earlier drafts, we wish 1o thank
Wilfred Ethier, Murray Kemp, Anne Krueger, and John Pomery.
Lou Golan provided editorial assistance and Hiroshi Kodaira pro-
vided research assistance. For skillful typing we wish to thank Ms.
Stelia Fedida from the Foerder Institute of Economic Research, Ms.
Virginia Bostrom from Northwestern University, and Ms. Martha
Colburn and Ms. Marjorie Adams from the University of Rochester.

Portions of this study appear in our papers “Uncertainty and
International Trade in the Presence of Stock Markets,”" Review of
Economic Studies (June 1978), " Welfare Aspects of Interpational
Trade in Goods and Securities,”” Quarterly Jouwrnal of Economics
{August 1978), and ""The Protective Effect of a Tariff under Uncer-
tainty,” Jowrnal of Political Economy (December 1978).
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Chapter 1

Introduction

For many years the main body of the theory of international trade
was confined o nonstochastic environments. This is not to say that the
importance of uncertainty was not recognized. To the contrary, on
many occasions arguments about the existence of uncertainty were used
to justify assumptions upon which a deterministic analysis was built.
For example, this procedure has been almost standard in the analysis
of macroeconomic models. in which it is assumed that the composition
of portfolios depends on the expected returns on domestic and foreign
assers, but which use models without explicit random elements.

Much of the theory of international capital flows relies on the
existence of uncertainty. Following the work of Markowitz (1959) and
Tobin (1958) on portfolio selection, studies of international financial
capital flows adopted the mean-variance approach, and concentrated
on trade in securities without explicit interaction with problems of
commaodity trade. This resulted in a situation in which the theory of
international trade in goods abstracted from trade in securities while
the theory of international trade in securities abstracted from trade in
goods. This situation continued to prevail even after elements of un-
certainty were introduced into the formal theory of international trade



2 l. INTRODUCTION

in commaodities; models that were developed abstracted from trade in
securities.

In the present study we develop a theory of international trade in
goods and securities in the presence of uncertainty. Our approach
makes use of recent developments in the theory of financial markets,
which we integrate in a systematic way into the theory of international
trade. This approach proves to be [ruitful, as we demonstrate by
analyzing a series of problems which are intimately related to the
interaction between trade in goods and trade in securities, and problems
which are related to the impact of trade in securities on the domestic
allocation of factors of production.

Thus, we demonstrate in Chapter 7 that many of the fundamental
theorems of the theory of international trade carry-over to uncertain
environments in the presence of international trade in equities, but that
they do not carry over in the absence of international trade in equities,
It may prove useful to evaluate this result in the light of the following
passage from Kemp (1976, p. 260

To anyone who has not himsell attempted to reformulate the
central theorems of trade theory to accommodate elements of
uncertainty it must seem quite extraordinary that such a refor-
mulation has not long ago been provided by others; but no one
who has made the attempt will be in the least surprised. The
recognition of uncertainty seems to have a devastating effect on
many of our most cherished propositions.

In Chapter § we show that in the absence of mternational trade in
equities a tarifl may provide protection to the exporting industry of a
small country, but that this paradoxical possibility does not arise in
the presence of international trade in equities. These two examples
demonstrate the importance of international trade in securities in the
presence of uncertainty, and we expand more on this theme throughout
the text.

We have made a special effort to present our results in a way which
will make them accessible to a wide audience. We make heavy use of
diagrams in order to clarify our arguments, and wherever possible we
use well-known diagrams from the deterministic trade literature, while
examples are used to demonstrate new results. No heavy mathematics
are used; the reader is required to know no more than calculus, [t is,
however, assumed that the reader knows some theory of production
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REFEREMNCES 3

and the theory of consumer behavior. Hence, the book is accessible to
graduate students who had a course in microeconomic theory.

In order to make this volume self-contained, we survey in Chapter 2
relevant elements from the theory of international trade, and in Chap-
ter 3 relevant elements from the theory of decision making under
uncertainty. Readers who are familiar with these subjects may begin
with Chapter 4 which provides a critical survey of the literature of
international trade under uncertainty antedating our own work. Then,
in Chapter 5, we develop our basic model in a general equilibrium
framework. There we also describe the behavior of firms and con-
sumers—investors in an economy with stock markets. Our basic model
15 presented by means of diagrams in Chapter 6. These diagrams are
then used throughout the rest of the book, The fundamental theorems
ol international trade theory are reformulated in Chapter 7. Problems
of commercial policy are discussed in Chapter 8, while gains from
trade in goods and securities are discussed in Chapter 9, In Chapter 10
we discuss issues of intervention in financial capital markets, and we
conclude with a dynamic extension of our basic model in Chapter 11.

REFERENCES

Kemp, M. C. (1976). “Three Topics in the Theory of International Trade— Distribution,
Wellare and Uncertainty.” Morth-Holland Publ., Amsterdam,

Markowite, H. M. (1959, “Portfolio Selection.” Wiley, New York.

Tobin, J. (1958). Liguidity preference as behavior toward nisk, Review of Economic
Studics 25 (February), 65-86.






Chapter 2

Elements of the Deterministic Theory
of International Trade

The purpose of this chapter is to briefly survey some of the funda-
mental elements of the deterministic Ricardian and Heckscher—Ohlin
theories of international trade, These elements will be used repeatedly
in later chapters in the construction and evaluation of the theory that
we develop. This chapter is designed for readers who have studied
international trade and need te be reminded of its basic theory, bul it
may also serve as an introduction for those who are newcomers to the
field. Newcomers are advised to read the first three parts of Caves and
Jomes (1977), including the supplements, which provide an excellent
introduction to the subject. The reader may also find useful the treat-
ment of the Heckscher-Ohlin theory in Kemp (1969). Those who are
familiar with the Ricardian and Heckscher-Ohlin theories of interna-
tional trade will find no interest in this chapter,

21 THE RICARDIAN THEQRY

The Ricardian theory, which is sometimes also called the compara-
tive costs theory, is attributed to the English economist David Ricardo,

5



6 9 DETERMINISTIC THEORY OF INTERNATIONAL TRADE

who published his version of the theory in 1817 [see the late edition of
Ricardo (1971)]. The theory is concerned with an explanation of
patterns of specialization and trade by means of relative productivity
differentials among countries. Ricardo concentrated on the production
structure, but later developments of his theory incorporated the role
of preferences in the dete rmination of international trade equilibria. We
shall present the modern version.

Consider a country that is capable of producing two goads by means
of labor. The country is endowed with L units of labor and the produc-
tion of good i requires a;,; units of labor per unit output, i = 1, 2: that
is, ay; is the constant labor—output ratio in sector i. We may represent
the production function of good i by

1) 0= fiL)=7t  i=12
where L; is the amount of labor employed in the production of good i
and Q; is output of good i.

Equation (2.1) represents the production function of a single firm or
of the entire industry that produces good i. We will refer to it as the
production function of the industry, so that L; will stand for labor
employed by mdustry i.

Assuming that the economy is competitive, producers choose labor
inputs so as to maximize profits, taking as given the observed wage
rate and commaodity prices. Hence, the demand for labor by sector i is
the solution to

(2.2) choose L; =0
to maximize
Pl

iy

— wl;

where p, is the price of good i and w is the wage rale. The solution to
(2.2) vields a labor demand function as depicted by the heavy line in
Figure 2.1 and an output supply function as depicted by the heavy line
in Figure 2.2,

For every pair of commodity prices (p,,p;) there exists a unique
wage rate at which aggregate labor demand equals the supply of labor.
Figure 2.3 shows all possible outcomes: Figure 2.3a for the case

T
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Paftips < pyjag,: Figure 2.3b for the case pyfa,; = py/ag,; and Fig-
ure 2.3c for the case po/a;, > pyfac,.
In Figure 2.3 we measure the labor of the first sector from lefi to

.right and that of the second sector from right to left. Hence. the labor-

demand curve of the second sector is the mirror image of the demand
curve depicted in Figure 2.1. Equilibrium obtains at the point of
intersection of the two labor-demand curves, and the equilibrium
points are denoted by E. Observe that in Figure 2.3b the horizontal
portions of the demand curves coincide, so that all points on the
horizontal line constitute an equilibrium, It is clear from Figure 2.3
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that the equilibrium wage rate is related to prices by
(2.3) W = max (”—‘. ﬂ)
fpy Ara

Observe also that in equilibrium all labor is allocated to the first
industry in Figure 2.3a, to the second industry in Figure 2.3c, and that
every full employment allocation of labor is consistent with equilibrium
in the labor market in Figure 2.3b. Hence, on the supply side

L
(2da) P2<2 implies @, = and Q;=0

Pir i g
a X ¥ L L.—L
24p) 2= implies 0, =% and Q,= !
1 i a1 drz

forall D=L, =L
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(24¢) P25%2 implies @, =0  and Q;=£

Bodn 4,2

The last result can also be represented with the aid of a transforma-
tion curve, Since &; = L.fa,,, i =1, 2, we have

{2'5} 'Ll' — “Lreh fo= ]! 2

Now, using (2.3}, the full employment labor constraint L, + L, = L
can be written as

(2.6) a @y + a0, =L, 2,0, =0

Equation (2,6) defines implicitly the transformation curve of the econ-
omy. This curve is represented by the straight line T'T in Figure 2.4,
with the vertical intercept Ljay, and the horizontal intercept Lo ,.
The slope of TT (toward the horizontal axis) 15 ag;/a,;, which is the
constant rate at which Q5 can be transformed into @,. In order to see
this, make the following experiment. Reduce the output of good 2 by
one unit, This wall save ap; units of labor, 1T this labor is applied to the
production of good 1, it will produce a, ,/a, , units of good 1.

Now, according to Figure 2.3, if the relative price of good 2 (p2/py)
is smaller than its relative labor requirement (a;,/4,,, which equals

0t

O 0y

c2=08 ¢, Liags
FIGURE 2.4
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the slope of the transformation curve TT), then producers will choose
to produce at point P in Figure 2.4. If the relative price of good 2 is
just equal to its relative labor requirement, then producers will be
willing to produce anywhere on the transformation curve, If the rela-
tive price of good 2 is larger than its relative labor requirement, then
they will choose to produce at P', These choices are consistent with
maximization of national income,

Consumers derive income from sales of labor services. But from
(2.3) and (2.4}, equilibrium wages are

(2.7) wL =p,Q, + p20;

Hence, the consumers' budget line is

(2.8) gy + pac: = piQy + P20

where ¢, is consumption of good i, i = 1, 2. The slope of this budget
line is py/p, and it passes through the production point in Figure 2.4,
Thus, T'T is the budget line when py/p, = agy/ay,, PB is the budget
line when pa/py < apa/ap,, and the slope of PBis py/p,. !

Suppose that all individuals are alike; they have the same prefer-
ences, labor endowments, and productivity levels. Then, we can draw
in Figure 2.4 a set of community indifference curves [see Samuelson
(1956) for a discussion of community indifference curves]. The con-
sumption point is chosen on the budget line at a point of tangency
between an indifference curve and the budget line. Thus, if py/p, <
ayzfayy, producers choose the production point P (at which @, = Lia;
and @, = 0), the budget line is PB (assuming that the slope of PR is
p2/pi), and the chosen consumption point is Ey. I pa/py = apa/fag,.
the budget line coincides with the transformation curve and the con-
sumption point is Ey. Il po/p, = aga/ag,, the production point is P
and the consumption point is E, (assuming that the slope of F'B’ is
Pa/m).

Consider now the situation in which there is no international trade.
In this case equilibrium commodily prices are those prices at which
the domestic supply of goods equals the domestic demand. This occurs
in Figure 2.4 only at the price ratio which equals the domestic marginal
rate of transformation; that is, ps/p, = a,2/a,, with consumption and
production being at E,. It is also possible to have equilibrium out put
and consumption at a corner point such as P or P, with the relative
price of good 2 falling short of or exceeding, respectively, the domestic
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marginal rate of transformation, But even in this case, of a corner
equilibrium, p./p, = a;,/a;, is an equilibrium relative price, although
not necessarily the unique equilibrium relative price, We shall abstain
from further discussing the corner equilibrium in order to concentrate
on the main issues,

tz-0;

0 e PEpepy
aadag digfay
pritdele e HS ol
TR
X
4ot
FIGURE 2.5

By changing the relative price p,/p,. we trace the excess demand
function of the economy for good 2. By using Figure 2.4, and assuming
that good 2 is normal in consumption, it is easy to see that the excess
demand function for good 2 is as described by the curve X X in Fig-
ure 2.5. It is above the horizontal axis and declining to the left of
dpy/ay, (where good 2 is imported), and it is below the horizontal axis
to the right of a;,/a,,,, although it may have there some increasing
portions. Point P corresponds to the situation in which at prices
dyz/ag, the economy specializes in the production of good 1 (point P
in Figure 2.4), while point P’ corresponds to the situation in which at
prices @/, the economy specializes in the production of good 2
(point P in Figure 2.4). Point E corresponds to the situation in which
at prices ay,/a,, the economy produces the demanded quantities of
both goods (point E, in Figure 2.4). Clearly, the equilibrium price ratio
is equal to the marginal rate of transformation.

Suppose now that there is also another country of the same lype as
the country that we have discussed so far; call it the foreign country, and
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denote its variables by asterisks. Assume also that affs/af; < dpafar
that is, the relative labor requirement for commodity 2 is lower in the
foreign country than in the home country. In this case we say that the
foreign country has a comparative advantage m the production of
good 2. This does not mean that af; < @gz; that is, the foreign country
may produce good 2 with more labor per unit output—all we say is
that its relative labor requirement is lower.

Let X*X* be the excess demand curve of the foreign country for
commodity 2. Then, its equilibrium relative price of good 2 in the
absence of international trade is a7, /af; .

Suppose that the two countries engage in international trade in
commodities under perfect competition. Labor does not move between
the countries. What will be the equilibrium relative price of good 2 in
the presence of trade? In order to find the equilibrium relative price of
good 2, we have to add up {vertically) the excess demand schedules of
both countries, XX and X*X* A point at which the combined excess
demand schedule intersects the horizontal axis in Figure 2.5 will
indicate an equilibrium price. This cannot happen 1o the right of
a;s/ay ., because for every pa/p, = ayz/ay, there 15 an excess supply of
good 2 in both countries, It also cannot happen to the left of afa/af,.
because in that area there is general excess demand for good 2. Hence,
the equilibrium relative price is hounded above by a,/a;, and below
by aiz/ais-

Suppose now that in the presence of international trade the equilib-
rium price ratio does not reach its predetermined bounds; that is,

iy i
L2 Pa _ i
arp P A

Then the home country will specialize in the production of good |
(Figure 2.3a), and by a similar argument the foreign country will
specialize in the production of good 2. Hence, every country will
specialize in production according to its comparative advantage. More-
over, every country will import the commodity in which it has a
comparative disadvantage.

Finally, observe that as long as the domestic relative factor require-
ment differs from the foreign relative factor requirement, at least one
country will specialize in production according 1o its comparative
advantage, The other country may not specialize, but if it does not,
then the posttrade equilibrium relative price of good 2 equals the
marginal rate of transformation of this country.
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22 THE HECKSCHER-OHLIN THEORY

The Heckscher—Ohlin theory of international trade is attributed to
the Swedish economists Ell Heckscher and Bertil Ohlin (Heckscher,
1919; Ohlin, 1933). Contrary to the Ricardian theory which explains
international trade by means of productivity differentials among coun-
tries, that is, mainly a technological explanation, the Heckscher—Ohlin
theory explains international trade by means of differences in relative
factor abundance, To this end, the basic Heckscher-Ohlin theory
employs the assumption of identical linear homogeneous technologies
in all countries and occasionally also identical homothetic preferences
in all countries,

Since many propositions of the Heckscher—Ohlin theory are tech-
nological in their nature, we start the discussion with a description of
the technology. Then, after describing the results which are related to
technology and factor availability, we proceed to discuss problems of
mternational trade,

Consider the home country which is capable of producing two
goods by means of labor and capital. Its production [unctions are

(2.9) @ R I Pl 2

where fi+) is a concave positively linear homogeneous function with
positive first-order derivatives, L; is labor employed by sector i, K, is
physical capital employed by sector ¢, and ; is output of sector |,
i=1,2. As in the Ricardian model, because of constanl returns to
scale, we can aggregate all firms in a sector into one unit—the sector.
We assume that both factors are essential, which means that no positive
output can be produced without using positive quantities of labor and
capital,

Given commodity prices p;, i = 1, 2, the wage rate w, and the rental

rate on capital r, every sector chooses its output and employment of
labor and capital so as to maximize profits:

(2.10) choose @ and L, K, =0
to maximize
piQi — wL; = rK,
subject to
Qn T .ﬁ“—-i- K

We assume that labor and capital are mobile within the economy,
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Due to constant returns 1o scale, the solution to this problem may be
unbounded. and it also can be written in the intensive form

(2.10a) choose ) and a, @ =0
to maximize
(p = wag, — rag )
subject to

1 = fileg, ag)

where 4, = L/Q;is the labor-output ratio and ag, = K,/O, the capital-
output ratio in sector i.

It is clear from (2.10a) that the profit maximizing problem can be
solved in the following two stages. First, choose dy, g = 0 to minimize
unit costs of production; that is,

{2.11) choose ap. g =0
to minimize
Wilp; + Filgi
subject Lo

1= Jr![ﬂ:.i-axr}

Second, compare the minimum unit costs with the commodity price py.
If unit costs fall short of p;, the Q; goes to infimty in order to make
infinite profits, and the demand for labor and capital also goes to
infinity, provided the solution to (2.11) implies strictly positive input-
output ratios. If unit costs are just eq ual to the price p;. the supply of
©, is everything between zero and infinity. Corresponding to every
quantity of output there is also a demand for inputs, Finally, if minimum
unit costs exceed p;, output supply as well as factor demands fall to
2LT0.

Let a;(w,r) and aglw,r) denote the solution to (2.11). Then, the
minimum unit-cost function is defined by

(2.12) Cilw, r) = ag(w, r)w + agdw, e, i=12

The functions ay,(*) agd ), i = 1, 2, are homogeneous of degree zero,
and the unit cost functions C;(+ ), i = 1, 2, are concave and homogeneous
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of degree one. Moreover, from the envelope theorem,

= '

{21 31‘1] I:'Crf_\-,_r} = ri_:-_;{H'. rk i=1,2
W
o w

(2.13b) DG i=nd

It is also easy to see that the labor—output ratios are increasing i the
rental rate and decreasing in the wage rate, while the capital-output
ratios are decreasing in the rental rate and increasing in the wage rate.

Assume now that for every combination of factor prices the efficient
capital-labor ratio of sector 2 exceeds that of sector 1. This need not
always be the case, but this assumption is essential in some of the
well-known propositions in the Heckscher-Ohlin theory. It is referred
to as the assumption of no factor intensity reversals. Thus, we assume

igalw, r) i ey (W, 1)
dpalw, ¥} ag (w, r)

(2.14) forall w,r=0

It is clear from the preceding discussion that the output supply
curve is like the heavy line in Figure 2.6, while the factor demand
curves are like the heavy lines in Figure 2.7; Figure 2.7a for labor and
Figure 2.7b for capital, sy{p;, r) is the value of w at which Ci{w, r) = p;,
and Fip;, w) is the value of » at which C(w, ¥) = p;, for i = 1, 2. Now,

Cilw, r)

FIGURE 2.6
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assuming inelastic supplies of labor and capital, L and K, then given
p; and r, the equilibrium in the labor market can be described by
means of Figure 2.8, just as in the Ricardian model (see Figure 2.3).
The equilibrium point is denoted by E in every case. A similar figure
can be drawn for the market for capital.

Equilibrium in factor markets obtains when factor prices are such
that aggregate demand for every factor of production is equal to its
supply, Henee, if O, and @, are the supply levels of output, the equi-
librium conditions read

(2.15a) apgiw, P10 + apalw, 1@, = L
(2.15h) agw, 10y + agslw, 1)@, = K
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From the previous discussions it is clear that at equilibrium unit costs
cannot fall short of commodity prices, for then there will be an infinite
supply of output and an infinite demand for factors of production,
which is inconsistent with the factor market equilibrium conditions
{2.15) (remember that every factor of production is essential, so that
all input-output coefficients are positive). Similarly, the unit-cost
functions ol both sectors cannot exceed in equilibrium commodity
prices, for then the supply of output is zero and so is the demand
for every factor of production, which contradicts (2.15). Hence, in
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equilibriurm,
(2.16) Ciw.r) = p;, with Q=0 if Ciw, 7 =pmn
and ;=0 il Cilw.rl=p.
i=1,2,  and strict equality
holding for at least one |
Equations (2.15) and (2.16) describe the production equilibrium con-
ditions in the economy,
Mow suppose that equilibrium prices, including factor prices, are

such that @, >0 for i=1, 2; that is, there is no specialization in
production. Then,

(2.17) Cilw, 1y =pys =12

In this case, due to the assumption of no factor intensity reversals,
there is a one-to-one correspondence between commodity and factor
prices. The relationship between commodity and factor prices is
described in Figure 2.9

Cplw ri=py

Colw, rlopy

FIGURE 2.9

We have drawn the combinations of factor prices which keep the
minimum unit costs of each sector equal to the price of its output.
These curves are convex to the origin from the coneavity of Ci(+). A
slope of such a curve is equal to the capital-labor ratio of the sector,
as the reader can verify from (2.13). From the assumption of no factor
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intensity reversals, these curves can intersect only once, which implies
unique equilibrium factor prices for given commodity prices. Hence,
there is a one-to-one correspondence between commodity and factor
prices for which both sectors just break cven. Point E describes an
equilibrium for the given commaodity prices.

Mow suppose that the price of good 2 inereases by one percent,
Then, the curve of the second sector in Figure 2.9 will shift outward
by one percent along any ray from the origin, since C;(-) is homoge-
neous of degree one, Let the dashed line represent the new break-even
curve of sector 2. Then, the new equilibrium factor prices are described
by point £ It s clear that in this case the wage rate has declined,
which means that the reward to labor has also declined in real terms,
imdependently of whether we measure the real reward in terms of good
1. good 2, or a bundle of both goods, 1t 1s also ¢lear from the comparison
ol E' with E that the nominal reward to capital has increased by more
than one percent, for point A indicates a one percent increase in the
reward to capital and E is to the right of 4. This is called the magnifi-
cation effect (Jones, 1965). Hence, the real reward to capital has
increased in terms of both goods. This proves the Stolper—Samuelson
theorem (Stolper and Samuelson, 1941), which states that under the
conditions already specified (that is, no factor intensity reversals and
incomplete specializution), an increase in the price of a good will induce
an increase in the real reward of the factor which is used relatively
intensively in the industry which produces this good and a reduction
in the real reward of the other factor of production.

Since the unit-cost functions are homogeneous of degree one, this
implies that there exist functions wip, /p) and p(py/p). where pi-) is
increasing and o -) 18 deereasing, such that for commodity prices
the nonspecialization region

(2.18a) w = pyalpaipy)
[2.18h) r=piplpai)

We have seen that in the case in which the country does not specialize
in production, our assumptions assure a one-lo-one correspondence
between commodity and factor prices. This correspondence depends
only on its technology and not on its factor endowments (we will see,
however, that factor endowments determine the region of commodity
and factor prices within which the country is incompletely specialized).
Now, il two countries trade with each other, there are no transportation
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costs. and no other impediments to trade, then commeodity prices will
be the same in both countries. As a result, if in the trading equilibrium
both countries are incompletely specialized in production and they
have identical technologies of the kind already described (including
no factor intensity reversals), they will end up with equal factor prices,
This is the factor price equalization theorem (Samuelson, 1948).

We turn now to a problem that was considered by Rybezynski{1955),
Suppose that the capital stock of a country increases but its commuodily
prices do not change. How will it affect its output structure?

Suppose, as Rybezynski did, that initially the country does not
specialize in production, and that the increase in capital does not
induce it to specialize. Then, since commaodity prices have not changed,
the equilibrium factor prices, which in this case do not depend on [actor
endowments, also do not change. Hence, producers will not change
their input-output ratios. The shift in outputs can be described by
means of Figure 2.10 in which we have drawn the combinations of
(2., @,) which satisfy (2.15a) and (2.15b) {w and r are omitted since they
do not change). These are called Rybczynski lines; their intersection,
at peint E, describes the initial equilibrium output combination. An
increase in the capital stock shifts the capital constraint line outward
in a parallel fashion, say to the dashed line, and the new equilibrium
output combination is described by point E'. Hence, the output of the

R A

Ug

FIGURE 2.10
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labor intensive industry, industry 1, declines, and the output of the
capital intensive industry increases. Observe, however, that the per-
centage increase in the output of the capital intensive industry, industry
2, is larger than the percentage increase in the capital stock, because
point A describes a proportionate increase in output equal to the
proportionate increase in the capital stock, and E’ lies to the right of 4.
This is the magnification effect (Jones, 1965). This impact of a change
in the endowment of a factor of production on the output structure is
known as the Rybczynski theorem. It states that under the above
specified conditions an increase in the endowment of a factor of
production increases more than proportionately the output of the
industry which uses this factor relatively intensively, and it reduces
the output of the other industry.

Consider now the price region in which there is incomplete special-
ization. This region can be derived as follows. Solve (2.15) for @, and
¢}, to obtain

L olw, o) | agzlw, #) K

2.19 =i it 2 et
(&%) 2 Alw, r) [a;_ltw, r) L]

! Lag (w, r)| K aglw, )

2.19b R i B W, el
i) Q2= "Aw 1) [L ar %, r}]

where A(w, r) = ag (w, riagalw, r) — agalw, riag,(w, r) = 0 for (w, r) = 0,
due 1o the factor intensity assumption.

The capital labor ratios ag,(w, r)fag(w, r),i = 1,2, are now functions
of only the wage-rental ratio w/r (due to the homogeneity of degree
zero of the input-output ratios), and they are increasing in the wage-
rental ratio, Therefore, it is clear from (2.19) that there exist lower and
upper bounds on the wage-rental ratio, @ and @ respectively, such
that 0, and @, are positive if and only if the wage-rental ratio is within
the open interval (w, @). This interval defines the factor price region of
nonspecialization.

However, nonspecialization also requires unit costs to equal com-
modity prices, which implies by (2.17) and the homogeneity ol degree
one of the unit-cost functions that

A= Pz _ Calwy 1) _ Calw/r, 1)
r Ciwrl Cylwir 1)

= &{w/r)

As a result of the Stolper—Samuelson theorem, the function £(-) 15
decreasing in the wage-rental ratio due to our assumption on relative
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factor intensities. Therefore, defining p = flw) and p = Ela), we have
v ; . J
LF € (e, @) if and only if pe(p.p)

The interval (p, ) defines the range of relative commodity prices in
which there is incomplete specialization. This interval depends on
factor endowments, since @ and @ depend on factor endowments.
[See Kemp (1969) for more details on this subject. ]

The competitive determination of the output bundle of a country
can also be represented by means of a transformation curve. For the
Heckscher—Ohlin model with differing intersectoral factor intensities,
the transformation curve can he shown to be strictly concave (o the
origin, such as TT in Figure 2.11. The slope of TT at point A is equal
to j and the slope of TT at point 4’ is equal to p. In a competitive
system the economy produces at a point on the transformation curve
at which the slope of the transformation curve equals the relative price
of good 2, that is, p = p,/p, [assuming p € (p,p]]. Through every point
on TT we can draw two Rybczynski lines, one for labor and one for
capital. For every p & (p, p) the wage—rental ratio is equal to @(p)/p(p)
[see (2.18)] and this, in turn, determines the employed input-output
ratios. Using these coefficients, the chosen outpul combination on
the transformation curve has to satisfy (2.19). We have, therefore,

Q

Slope p

Slope p

Qa2
FIGURE 2.11
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general-equilibrium supply functions along the transformation curve,
which depend on the relative commodity prices and factor endowments,
which we can express as

(2.20) O = Qip L, K), i=1,2

It is clear that Qup, L, K) increases in K, decreases in L {from the
Rybezynski theorem), and mereases in p. The function @ ,(p, L, K)
decreases in p and K and increases in L.

Due to the homopeneity of degree one of the production functions,
competitive factor income equals the value of output and there are no
pure profits, Thus, given p which is equal to the slope of line BE in
Figure 2.11, the budget line of owners of factors of production is BB,
where P is the competitively selected output combination, Aggregating
consumers into one unit, as in the previous section, we can draw a
set of indifference curves and determine the demand for goods | and
2 at the going prices by finding the tangency point between the budget
line and the mdilference curve. By varying p we can therefore trace
the commodity excess demand functions. Assuming that there exists a
point of tangency of an indifference curve and the transformation curve
with positive outputs of both goods, the excess demand function for
commodity 2 looks like XX in Figure 2.12. The autarky equilibrium
relative price of good 2 s j

Gp-0p

P=PafPy

FIGURE 2.12
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Suppose that there is also a foreign country whose variables we
denote by asterisks. The foreign country is assumed to have the same
technology as the home country but possibly different factor endow-
ments. Let X*X* in Figure 2.12 be the excess demand by the foreign
country for good 2 and let j* be the autarkic relative price for the
foreign country of good 2, assumed also to belong to the nonspecial-
ization price interval. Then by the Stolper—Samuelson theorem, the
autarkic wage—rental ratio is higher in the foreign country than in
the home country. In this case the foreign country is said to be relatively
capital abundant according to the Ohlin definition. Ohlin defined
relative factor abundance in terms of pretrade relative factor prices
(Ohlin, 1933). This is also called the value definition of factor abun-
dance. There is also a quantity definition of factor abundance according
to which a country is said to be relatively capital abundant if its
endowed capital-labor ratio is higher than n the other country (Tones,
1956-1957).

Now, suppose that the two countries open to international trade.
Then, clearly the posttrade equilibrium relative price of good 2 must
lic between fi* and f, that is, the relative price of good 2 increases in
the foreign country and decreases in the home country. But for any
relative price of good 2 between p* and f, there is an excess demand
for good 2 at home and an excess supply of good 2 abroad. This means
that the home country imports good 2 and the foreign country imports
good 1. Hence, the capital-abundant country according to the value
definition of factor abundance, that is, the foreign country, exports the
capital intensive good, good 2, while the labor-abundant country, that
is, the home country, exports the labor intensive good, good 1. This 15
the weak version of the Heckscher—Ohlin theorem, which states that
a country will export the good whose production is relatively intensive
in the relatively abundant factor of production of the country according
to the value definition,

The excess demand functions depend not only on the technology
and factor endowments but also upon preferences. Henee, the relation-
ship between the pretrade relative commodity prices of the two
countries, even when technologies are identical, cannot be uniquely
related to relative factor abundance. Therefore, a country which is,
say, capital abundant under the value definition is not necessarily
capital abundant under the quantity definition. For example, if the
foreign country is labor abundant under the quantity definition but its
preferences are biased toward good 1, the labor-intensive good, its

._.; —
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pretrade relative price of good 2 may be lower than that of the home
country, as depicted in Figure 2,12,

If both countries have identical homothetic preferences, then a
country is capital {labor) abundant under the value definition if and
only if it 15 capital (labor) abundant under the quantity definition; In
order to see this, consider Figure 2.13. TT is the transformation curve
of the home country and P is its pretrade equilibrium. j is given by the
slope of BB. Suppose that the loreign country has the same amount of
labor but more capital, Then at the relative price ji foreign producers
choose to produce at point P*, where RR is the Rybezynski line for
capital; that is, the labor constraint line. In this case the foreign budget
line 15 B*B*, where B*B* is parallel to BB and passes through P*
Since [oreigners have the same homothetic preferences as the home
country residents, their income-consumption curve (ICC) for the
relative price p is the ray from the origin which passes through P.
Hence they choose to consume at C*. This means that at the relative
price j there is an excess supply of good 2 m the foreign country.
Therefore, its pretrade equilibrium relative price is lower than p, which
by the Stolper-Samuelson theorem implies that the pretrade wage-
t rental ratio of the foreign country is higher than that of the home
country.

So far we have assumed that both countries have the same amount
of labor. But under homothetic preferences the pretrade equilibrium

(5 I
1
ar
ICC
g
T
i (=
A 2
3
i R
1
T B B*
0 Daita
FIGURE 213
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relative price depends on relative factor abundance but not on their
absolute size. Thus, our argument was not restricted to equal labor

endowments. .
The strong version of the Heckscher—Ohlin theorem can now be

stated, Under our assumptions on technologies, if both countries have
identical technologies and identical homothetic preferences, a country
will export the good whose production is relatively intensive in the
factor of production in which that country is relatively abundant

under the quantity definition.
This completes our review of the Heckscher- Ohlin theory.
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Chapter 3

Elements of the Theory
of Economic Decision Making
under Uncertainty

In a world of certainty, actions imply in many instances unique
consequences. Therefore a choice among consequences determines a
choice among actions. However, under uncertainty, an action taken
before the resolution of uncertainty does not uniguely determine the
outcome. The outcome will also depend on the state of nature that
realizes, The meaning of uncertainty is that the individual does not
know the state of nature, although he may have a subjective probability
beliel over states of nature. In this chapter we describe some of the
results from the theory of decision making under uncertainty. For the
present purpose there can be continuum, countable, or finite states of
nature,

31 EXPECTED UTILITY, RISK. AVERSION,
AND PORTFOLIO CHOICE

Assume that it is possible to attach numbers called utilities to
consequences of actions insuch a way that the expected ntility measures
the desirability of an action (von Neumann and Morgenstern, 1944).

7
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A risk averter is defined as one who finds it unprofitable to partici-
pate in a fair gamble. A gamble is said to be fair if its expected value
to the individual is zero, Let ! and u([) be, respectively, income and the
utility of income. Confronted with a choice among actions, an indi-
vidual is supposed to choose that action which maximizes the expected
utility of income, Ew(l), where E is the expectation operator. No
saturation of individual desires implies w'(f) = 0, where () is the
marginal utility of income.

Mow consider a risk-averse individual who is offered a choice
between a certain income [, and a chance gamble in which he would
gain h, with probability = and lose h, with probability 1 — =, where
I, and h, are positive numbers. Being a risk averter, if zhy —(1 -
mih; = 0, he will choose the certain income. If this holds for all hy,
hy =0, it implies that u(-) is a concave function of ncome; that is,
w'il) = 0 (see Figure 3.1),

ull]

ull gl
wuilgrh b (i-wlully-ho) (
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Ig=ha La Tgrhy

FIGURE 3.1

Arrow (1964) and Pratt (1964) suggested the following risk-aversion
measures:

"y . |
All) = = ”,L = absolute risk aversion
Wil
"1 .
Plly=— ::,L[”} = relative risk aversion
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where (-} is the second derivative of w(-). The measure of ahsolute
{relative) risk aversion is said to be increasing if A1) = 0 [P(]) = 0]
and it is said to be decreasing if A'(1) < 0 [P(I) < 0].

It can be shown (Arrow, 1964) that if a risk-averse individual is
offered a certain income [, or a two-state gamble in which he gains
hih = 0)in state 1 and loses fr in state 2, then for small &t he will not be
indifferent between the two offers, unless the probability of state |
exceeds § (the probability associated with a fair gamble) by a number
which is proportional to A(J)., Similarly, il a risk-averse individual is
offered a certain income [; or a two-state gamble in which he gains
hly in state | and loses hl,, in state 2, f = 0, then for small h he will
not be indifferent between the two offers, unless the probability of the
favorable state exceeds 1 by a number which is proportional to P(f).

The ollowing are examples of utility functions with corresponding
measures of risk aversion:

{a) u=1—¢e"", =0

= All)=a and P{I)=al

(b) u=al—h2  ab>0, for O<l< E"h

2b 2h!
= A ey PR S o
_fi-a
icl u:l—- _,I' T az=0,
a—
i
= A”:I:F and P{l)=a

The first function exhibits constant absolute and increasing relative
risk aversion: the second function exhibits increasing absolute and
relative risk aversion: and the third function exhibits decreasing
absolute and constant relative risk aversion.

The usefulness of the measures of risk aversion can be seen hy
considering changes i the optimal portfolio selected by an expected
utility maximizer as his initial wealth changes. Consider a risk-averse
individual who chooses his portfolio so as to maximize the expected
utility of the return on the portfolio. The individual has an initial
wealth Wy, which can be allocated between two assets— one sale and
one risky. The risky asset yields a return of R(z) in state 2, per dollar
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invested in it. The safe asset yields the same return in every state of
nature, which for simplicity will be assumed to be unity. If the individual
allocates a [raction s of his initial wealth to the risky asset, his return
(income) in state « will be

Hz) = Wy + s[Rlz) — 1]W,
Therefore, the investor's problem is

(3.1) choose s
Lo maximize
Eul Wy + s[ Rla) — LWy}

[f no sign restrictions are imposed on s, the first-order condition
for a maximum is

(3.2) Eu'[li)][Rlz) = 1] =0

We can now show that purchases of the risky asset increase, remain
unchanged, or decrease with initial wealth, as there is decreasing,
constant, or increasing absolute risk aversion.

To see this define B = sW, as the total investment in the risky asset,
and differentiate (3.2) to oblain '

4B _ _ Ew[Hx)][R@) — 1]
dWy,  Eu[Ha)][Rie) — 172
By the assumption of risk aversion, the sign of the denominator of
(3.3) is negative,
Let A* = A{W,) be the value of the absolute risk-aversion measure

when the portfolio consists of only the safe asset. The numerator of
(3.3) can then be rewritien as

(3.3)

W]
RIE]
= — EA[ lNa) [ 1) ][ Riz) — 1]
= E{A* — A[Ha)]}u'[He)][Rizm) — 1]
— A*Ed'[He)][Rizx) — 1]
= E{A(Wy) — A[a)])u'[ Ha)][Riz) — 1]
where, in the last step use has been made of (3.2).

If A1) > 0, then when Riz) — 1 > 0, A(W,) < A[1{2)] and [R(x) —
1]{A(W,) — A[H=)]} < 0; and when R(z) — 1.<0, A(W,) > Al ee) ],

Eu'[li)][R(a) — 1] = E W[ )] [Riz) = 1]

R eI s T
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and [R(g) — 1]{A(W;) — A[l(2)]} < 0. Therefore, the numerator in
(3.3) is negative. Conversely, il A'(1) = 0, it can be shown to be positive.
If A'(f) =0, the numerator in (1.3} is equal to zero. This proves the
assertion.

Analogously, wealth elasticities of the demand lor assets are deter-
mined by the properties of the measure of relative risk aversion. [l can
be shown that the wealth elasticity of the demand for the safe asset is
greater than, equal to, or less than unity as relative risk aversion is an
increasing, constant, or decreasing function of wealth.'

Finally, it was shown by Pratt (1964) that a utility function u*(+) is
everywhere more risk averse than a utility function u(-) if and only if
w®(+) is o concave increasing transformation of wf+). This is equivalent
to the statement that the absolute (relative) measure of risk aversion 18
everywhere larger for «*(+) than for ui-).

32 INCREASING RISK

When is an investment venture said to be more risky than another
investment venture? Rothschild and Stiglitz {(1970) suggest three
answers to this question, Let R{z) and R'(z) be random returns on two
different investment projects. Riz) is said to be more risky than R'(ex) il

(1) Riz) is equal to RYx) plus some uncorrelated noise, that is,
R(z) = R'(z) + Z(x), where E[Z(z)|R'(z)] = 0 for all &,

(2) Given ER'(2) = ERiz), every risk averter prefers R(z) to Rizx)
that is, Eu[ R'(z)] = Eu| Rix)] for all concave ul+).

(3} Rix) and R'{z) have the same mean and R(x) has more weight
in the tails than Riz).

They proved that conditions (1)—{3) lead to a single definition of
greater riskiness; that is, conditions (1}-(3) are equivalent. When we
deal in Chapter 4 with increasing riskiness, we shall mean mean-
preserving transformations of the original distribution, as in (3), which
is also equivalent to the other two definitions of increasing riskiness
Just mentioned.

' See Arrow (19641 For an analysis of wealth effects on portfolios with more than
twi gssels, sce Cass and Stiglive (19720,
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33 MARKETS FOR RISK SHARING
A.  Contingent Commodity Markets

Imagine an economy which consists of H individuals, and in which
there are N commodities and § states of nature. In this economy,
trading takes place before the resolution of uncertainty, and individuals
can contract on the delivery of every good contingent upon the realiza-
tion of a state of nature. Thus, il individual &t buys 10 units of good 2
contingent on state 7, then he will get the 10 units of good 2 if state 7
realizes, and he will get nothing if another state of nature realizes,

Let ¢f(z) be h's endowment of good i in state o, ¢"(a) be his con-
sumption of good i in state o, and ¢*(z) his consumption vector, Then,
given contingent commodity prices g,(x), where gi{z) 1s the unit price
of good i to be delivered in state o, his budget constraint is

L N & N
(3.4) Y O¥ alakcto)s ¥ Y gdwietx),
[ R L e=1 i=]

=12 . H

Individual £'s tastes are represented by a von Neumann - Morgen-
stern utility function «"(), defined on the consumption vector al that
state ¢"fz) and the individual's probability beliefs, represented by a
vector

5
[="0), 7*2), . . ., 7"(S)], n'a) = O, Y ') =1
a=1
where n'(z) 1s individual h's subjective probability assessment of state
a. Let u*[ c"{x)] be a concave function ; that is, u{ -) exhibits risk aversion.
Expected utility of individual h, W", is a function of the contingent
consumption vector [c*(1),¢%2), ... ,c(S)]:

&

(3.5) W), ., (S)] = T @[]

=1

Individual I's decision-making problem is to choose the vector of
contingent commodity claims [¢'(1),%(2), ..., ¢%8)] to maximize (3.5)
subject to the budget constraint (3.4).

-
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In equilibrium, aggregate demand for every contingent commodity
claim has to equal its supply. Namely,
] i

(3.6) Y, el =3 oM,

et W=1
=13l =2 o8

This is exactly analogous to the certainty case, Note, however, that
the number of goods in the uncertainty madel is N instead of N in
the certainty model, since here a good is distinguished by the state in
which it is consumed in addition to its physical characteristics.

B.  Arrow Securities

Instead of markets for commodity claims. assume now that there
are securitics which are payable in money, The amount of money paid
by a security depends on the state of nature that realizes. Security «
pays 1 dollar if state » occurs or zero if a different state occurs, There
are precisely § such securities. Trade in securities takes place at the
beginning of the period. Then, when a state & occurs, trade in com-
maodities takes place.

Let (o) be the price of security #, and p(=) the price of commaodity
i in state o. Consumer f solves a two-stage decision-making problem.
In the first stage, before the resolution of uncertainty, he determines
his portfolio; in the second stage, after the resolution of uncertainty,
he uses portfolio returns to purchase commodities,

Suppose, for the moment, that the portfolio allocation [A%(1),
AY2), ..., A%S)] has been chosen by individual h, where A"x) is his
amount of security « holdings, &« = 1,2, . .., 8. Then, when the state of
nature x realizes, commodity prices [ py(x), ..., py(z)] become known.
In state  individual h solves the ordinary consumption problem:

(37 choose ¢ Mo ey "Ma), . . o) = 0
to maximize
[ cMa)]
subject to

il

Y pleeln) = AMa)
I=1
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Note that only holdings of security « provide income in state s,
The solution to this problem yields the indirect utility function
PLple), . . pala) AYa].

Turning to portfolio decisions, individual i chooses LA, A%SY]
so 4s to maximize the expected value of his indirect utility function;

(3.8) choose A1), A%2), ..., ANS)

o maximize

5
Y i a e [pyle), - .o palod: AN

e ]

subject to

¥ 3 i

Y gAY, q{st}[ ¥ pf“[ef.JE,-"{rx}—‘
a=1 =1 i=1 -3

where Y15, pil#)e/(a) is i's endowment of security a, and it equals the
value of his commaodity endowment in state o

In equilibrium the demand for good i in state « equals 1ts supply,
Hence,

H H
(39) Y et =3, eMa)

=1 =1

i=12%.,...N, a=12 .., S

In addition, the demand for every security equals its supply. Hence,

" H N
(3.10) Y A=Y ¥ oplefe,  a=L2....8
k=1 h=1i=1
To see the relationship between the contingent commodity claims
and the Arrow securities models, suppose that

{3.11) qlalpilo) = gilz)

In words, the price of security « times the spot price of commodity
i in state @ is equal to the price of a claim on one unit of commodity I
in state .

An individual facing those prices has the same opportunities under
the two sysiems. In the securities framework he can effectively acquire
a claim to a unit of commodity i in state # by paying pi(z)g(z). In the
contingent commodity claims framework he can effectively acquire a

Gl O =

e T ————
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unit of commodity 7 in state « by paying g,(x). Hence, the effective price
of a unit of a good in a given state is the same under both systems.

Arrow (1963—-1964) showed that any Pareto optimal allocation can
be realized by either a system of perfectly competitive markets in
contingent claims on commodities or by a system of perfectly com-
petitive markets in Arrow securities, provided there are sell-fulfilhing
price expectations, In the former case there are NS markets, while in
the latter case there are only N + § markets. The two svstems will be
referred to as complete market systems,

In a complete market system the existing markets reveal an objective
price for every good in every state of nature. This price is used by all
market participants to evaluate goods in states of nature. If there is
production, firms can use these prices to evaluate inputs and outputs
so that they can maximize profits as in the deterministic environment.
In such cases, producers do not bear risks; risks are borne only by
CONSUMTETS,

MNow, one may have a complete market system even if there are no
Arrow-type securities, What is important 1s to have sufficiently diverse
securities in adequate numbers so that by an appropriate combination
of these securitics an mvestor will be able to assure himself of a dollar
return in a particular state of nature and zero return in all other states,
for all states of nature. Put differently, if the existing securities are
capable of replicating the return patterns of Arrow-type securities, then
we have a complete market system. This occurs if there exist § securitics
with independent patterns of return (in the algebraic sense).

In the real world, however, there fare not enough securities to gen-
erate complete markets. We have stock markets, bond markets, etc,
but the total number of traded securities falls short of the number of
states of nature and the economy operates with less than complete
markets,

34 INDIVIDUAL DECISION MAKING
UNDER UNCERTAINTY: AN APPLICATION

In this section we elaborate on some elements of decision making
unider uncertainty in order to clarily some issues that were discussed in
previous sections in general terms. Consider a simplified economy, with
a single good, two firms, and two states of nature. A firm produces a
state-dependent output with no input, so that the firm faces no decision
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problem, The firms are owned by individuals, and individuals trade in
ownership shares before the resolution of uncertainty. After the resolu-
tion of uncertainty there is no incentive to trade in goods, because there
is only one good,

We concentrate on a single individual and shall omit, therefore, the
superscript. Since there is only one commodity, we also omit the
subscripl i.

The individual's preferences over consumption in different states of
nature are represented by

(3.12) Wlell), e(2)] = e(tufe(1)] + n(2)ulc(2)]

The construction of indifference curves between ¢f1) and ¢(2) is shown
in Figure 3.2.

cf1}

Wirll

ufetl1| ci2}

Wewi2)

ulel2)]
FIGURE 3.2

Quadrants IT and TV in Figure 3.2 depict utility as a function of
state-1 and state-2 consumptions, respectively. The line ranging from
W/n(1) to W/x(2) in quadrant 111 describes all combinations of state-1
and state-2 utility levels for which the level of expected utility is fixed
and equal to W. Point A, in quadrant 11, represents one such com-
bination. Point € in quadrant I represents the combination of ¢(1) and
¢(2) which corresponds to point A, The same expected utility level is
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also achieved from the combination which is represented by points A’
and ', Concavity of the utility function implies that the indifference
curve W W in quadrant 1, which connects points C and €', is convex
to the origin. This shows that the preference function W{-) has convex
to the origin indifference curves.

We turn now to the consumer's opportunity set. Let ¥, be the market
value of firm [, and let R () be its return (output) instate g, = 1,2
At the beginning of the period, V; is known by every trader in the
stock market but R (z) is unknown. R{x) is known only after the reso-
lution of uncertainty at the end of the period,

At the beginning of the period the consumer buys or sells propor-
tionate sharcholdings in firm f at its going market value V,. We denote
by 5, his initial share ownership and by 5, his final share ownership in
firm [ His porifolio investment is subject to the constraint

2 2
(3.13) Y V=Y 5V, =V
=1 f=1
The individual's consumption in state o equals the return on his
portfolio; that is,
2

(3.14) cle) = Y 5;R ) g=1
J=1

Suppose that it is possible to sell short the ownership shares in firms,
For our purposes a short sale is defined as an exchange in which an
individual borrows units of a financial asset at the beginning of the
period, agreeing to repay the lender the market value of these units at
the end of the period. Thus, short sales of firm f shares mean s, < 0,

In order to describe the consumer's two-dimensional opportunity
set in consumption space, eliminate the s,'s from (3.14) and substitute
them into (3.13) to obtain

R R R Ra()
(3.15) am[—[?— rfa ]“”’[T‘Tﬂ

N [Ry(1RA(2) — R (2R 1]V
Vibs

Observe that in an equilibrium all terms in brackets have to be of the
same sign. For suppose R5(2)/V. = R, (2)/V, and R,(1)/V; = R (1)/V,.
Then shares of the seeond firm dominate the shares of the first firm as
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portfolio assets and there will be an excess demand for type-2 securities.
Similarly, if the opposite inequalities hold, there will be an excess
demand for type-1 securities. Hence, the terms in brackets on the left-
hand side of (3.15) have the same sign. Now,

Ro(2) _ Ry(2)
A 7
Ri(1) | Rall)
. T %

imply
Ry(1R4(2) = Ry (2IR,(1)
and
Ryf2) _R,(2)
L S £
Ryil) _ Rill)
T

imply
RyLR,(2) = R(2IR,(1)

Hence, the terms in the brackets are all of the same sign. In the limiting
case in which the vectors of returns are linearly dependent, all the terms
in brackets are zero.

Assuming linear mdependence of the vectors of return, the consump-
tion opportunity line described by (3.15) can be represented in Figure 3.3
by line 4,4,

Point a represents the bundle which obtains from a portfolio with
zéro holdings of firm-2 shares; that is, 5, = 0 and s, = F/F,, while
point b represents the bundle which obtains from a portfolio with zero
holdings of firm-1 shares; that is, 5, = 0 and s, = ¥/V,. The line
segment which lies strictly between a and b represents portfolios with
positive holdings of firm-1 and firm-2 shares; that is, 5, > Oand 5, > 0,
while points on the line segments ad, and bA, {excluding a and b)
represent portfolios which include short sales of shares in firm-2 and
firm-1, respectively.

It is seen from Figure 3.3 that with linearly independent patterns of
returns across states and short selling, the consumer’s opportunity set
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is 04, A, for a given initial wealth V. By increasing ¥ to infinity, the
entire nonnegative quadrant becomes the consumption opportunity
set, This is equivalent to a situation of complete markets,

Mow, 1f the pattern of returns is linearly dependent, that is,
Ry(1)R412) — R,(2)R4(1) = 0, then line A, A, shrinks to a point, such as
point a, and the investor’s opportunity set with wealth ¥ becomes the
line segment Og. By increasing his wealth to infinity, his opportunity
set becomes the ray from the origin passing through point o. This is a
case of incomplete markets. Even by abandoning the assets-budget
constraint, an investor is not able to obtain every combination of
consumption; there are not sufficient market instruments to achieve it,
In this case we have, in fact, only one type of security and two states of
nature. Hence, there are too few types of securities compared with the
number of states of nature in order to enable equivalence with con-
tingent commaodity markets.

Returning to the assumption of linear independence, the consumer's
solution is represented by point E in Figure 3.3, The highest achievable
expected utility level is shown by the indifference curve W and the
maximizing expected utility bundle of state-1 and state-2 consumption
levels is given by [¢*(1),¢*2)]. The corresponding values of shares in
firms 1 and 2, 5,* and 5,*, can be determined from (3.14) by substituting
c*(1) and ¢*(2) for c(1) and ¢(2), and solving for 5, and 5.
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In order to gain more insight, an alternative way of representing the
investor's decision-making problem is now discussed, By substituting
{3.14) into (3.12), the level of expected utility can be expressed as a
function of proportionate shareholdings:

2 2
(3.16) Ulsy;5) = W[ 2. spRg(1), FZI .s'IHI{Zj]
i =

The consumer’s preferences over ownership shares in firms can be
represented by assets-indifference curves. Since W) is concave, Ui*)
is concave in (5,.%,), and we can draw a set of indifference curves
between the s,'s, which are convex to the origin,

A typical assets—indifference curve UU is depicted in Figure 3.4, A
similar indifference curve can be drawn even when the number of states
of nature is larger than 2, while the number of firms is just 2. Thus,
when two firms exist, Figure 3.4 accommodates also various situations
of incomplete markets.

[
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FIGURE 3.4

The opportunity set is described by 04,4,. The line segment ab
describes all affordable combinations of 5, and s, with s, = 0 and
s; = 0 on the boundary of this set, It corresponds to the line segment
ab in Figure 3.3, If the consumer is short in type-2 assets, that is, 55 < 0,
he must use his return on type-1 assets at the end of the period in order
to make good his obligation to repay owners of firm 2. Line 04,
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describes all combinations of s; and s, at which s, < 0, and the con-
sumer is just solvent at the end of the period in an adverse state, say
state 2, where the slope of 04, is R,(2)/R,(2) = mim[R,(i)/R,(i)].
Beyond point A, along the extension of the line 4.4, the consumer
cannot fulfill his contract in an adverse state. Similarly, the maximum
nonbankrupt amount of short sales of firm-1 assets is indicated by
point A4;. The hine segments ad, and b4, in Figure 3.4 correspond to
the line segments aA, and bA, in Figure 3.3,

A typical solution to the consumer decision-making problem is
represented by point E in Figure 3.4. At this point the assets—indifference
curve UUI7 is tangent to the budget line 4,4,. The expected utility
maximizing values of shareholdings in firm 1 and firm 2 are given by
s and s;%.
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Chapter 4

A Critical Survey of the Literature

For many years, the theory of international trade disregarded
elements of uncertainty—even though it was recognized that such
elements play an important role in reality. In particular, until very
recently, no systematic analysis was made of the impact of uncertainty
on trade and specialization. The pioncering work in this field was a
1968 paper by William Brainard and Richard Cooper, From thal
time (although with some lag), the literature on trade and uncertainty
has expanded substantially, and it is still a very active ficld of research.

This chapter surveys a large part of the literature on uncertainty
and international trade antedating our own work, It is not intended
to be exhaustive, but is a selective survey in which we discuss works
related to our own work, and results which we consider to be of interest.
This prepares the ground for a discussion of the approach to be
presented in the following chapters.

41 THE GENERAL FRAMEWORK

The first studies in this field did not consider financial markets, and
many of them were planning models rather than market models.

43
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Three types of uncertainty are considered in the literature: in prices,
in technology, and in preferences. In addition, two types of trading
decisions are considered: ex ante and ex post. In the ex-ante trading
models, trading decisions (exports or imports) are made before the
resolution of uncertainty. In particular, these models assume price
uncertainty; when an export or import commitment is made, the
price which will be paid or received is unknown. In the ex-post trading
models, trading decisions are made after uncertainty resolves.

In both types of models, input decisions are made before the resolu-
tion of uncertainty. This means that in the presence of technological
uncertainty, inputs do not determine a cerfain output level but rather
a distribution of output,

The following discussion is divided into two parts: ex-ante trading
decision models and ex-post trading decision models, In a final section,
we discuss recent contributions which discuss financial markets,

42 EX-ANTE TRADING DECISIONS

Four papers deal with ex-ante trading decisions (in which export or
import decisions are made before the resolution of uncertainty in
prices or technology): Brainard and Cooper (1968), Bardhan (1971},
Batra and Russell (1974), and Ruffin (1974a).

The general formulation of the problem in the first three papers is
as follows. Consider a country which produces and consumes (wo
goods whose outputs we denote by @, and Q. Let x be the amount
of export of the first commodity. Then, imports of the second com-
modity are x/p, where p is the relative price of the second commodity
in terms of the first commodity. Hence, consumption of the first and
second commodities is ¢, = @, — x and ¢, = Q2 + x/p, respectively.

There is a von Neuman-Morgenstern utility function ulcy, ¢;) which
exhibits aversion to risk: that is, u( ) is concave. [ Brainard and Cooper
(1968) assume that u(-) is a quadratic function, |

The technology is represented by a transformation curve Q,= FlQ;).
Production and export decisions are made before the state of the world
is known. All authors assume that the relative price p is subject 10
uncertainty, that its distribution is given to the economy under con-
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sideration by the rest of the world, and (in most cases) that the trans-
formation curve is nonrandom,

Denoting the relative price of the second commodity in state & by
plz), the choice problem of the COUntry is

{4.1) choose Q,,0; and x
to maximize

En[ﬂj - %0, + F'f:;]

subject to

lQl! QLIE s

where P is an appropriately defined set.

In the formulation of Brainard and Cooper (1968) and Bardhan
(1971), P is simply the transformation curve: in this case, the production
decisions are consistent with the utility function which is maximized.
Batra and Russell (1974) assume that production decisions are made
by maximization of expected national income, which implies that the
economy chooses a point on the transformation curve at which the
marginal rate of transformation between the second and the first
commodities is equal to the expected value of p; in this case, P consists
of this single point only. Obviously, this implies that production deci-
sions are not necessarily consistent with the utility function that is
maximized, which seems to be an undesirable feature of their model
[see also Kemp and Ohyama (1978) on this point].

The major conclusion reached by Brainard and Cooper (1968} and
Bardhan (1971) is that increased uncertaintly results in less production
of the export good; that is, more diversification in production. The
mean-variance model of Brainard and Cooper (1968) also implies that
more uncertainty results in less exports.

Batra and Russell (1974) found that more uncertainty reduces the
level of welfare (that is, the level of expected utility). This implies that
il the opening of a country 1o international trade also exposes it to
larger uncertainty, free trade may be worse than complete autarky.
The optimal policies suggested by them are

(1) price stabilization by the government to keep the consumer
relative price 1/p(a) constant at the mean of its distribution; or
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(2) a consumption subsidy to the import commodity in order to
increase its consumption.’

Batra and Russell (1974) can be criticized on two levels: general
criticism that applies to the entire class of models described in (4.1),
and criticism specific to their model. Let us begin with the latter.

Their conclusions that government intervention is needed and that
complete autarky is preferable to trade with a foreign price distribution
whose mean is equal to the autarky deterministic price ratio are direct
consequences of their assumption that production decisions are not
in line with consumption preferences [see also Kemp and Ohyama
(197%) an this point . [tiseasy tosee that in the case in which production
decisions are consistent with consumption preferences, the first-best
policy consists of no government intervention.

Moreover. even il one accepts their model, it is hard to see how
their suggested policy measures will bring about the optimal allocation.
Clearly, if the mean of the foreign price distribution is equal to the
autarky price ratio, then price stabilization at the mean will prevent
foreign Lrade, and this is a feasible policy. However, if the mean foreign
price is not equal to the autarky price ratio, then there is no guaraniee
that the expected deficit in the government budget will equal zero
(Hanoch, 1974). If the expected deficit is positive, this policy is not
feasible. If the expected deficit is negative, then it is not oplimal to
stabilize the price at the mean. In any case, Hanoch (1974) showed
that stabilization of a price with a balanced budget on average (so that
the expected deficit of the stabilizing authority is zero) is always
welfare-reducing in a case such as the one considered here.

Contrary to the Batra—Russell claim, a consumption subsidy [or
the import good is not the optimal policy in their model. Optimality
requires a shift only of the production point; one can leave export
decisions to the private sector, This can be accomplished by a producer
subsidy for the export good.

Finally, let us comment on the class of models represented by (4.1).
Observe that by deciding ex ante on the level of exports of the first
commodity, x, the level of imports of the second commodity, x/plz), is
random. This makes the consumption of the first commaodity deter-

! Brainard and Cooper (1968] also advocate government intervention, but in the
form of protection. However, their formal analysis does not provide justification for
such pobicies.
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ministic and the consumption of the second commeodity random. There
is no natural justification for the ex-ante determination of exports. For
example, it may happen that an ex-ante determination of imports,
making exports random, will provide a higher level of expected utility.
Moreover, a simultancous ex-ante determination of autonomous
exports and imports, such as in Ruffin (1974a), provides an even higher
expected utility level (see below).

In all of the models discussed so far, there 1s nothing that guarantees
that a country which is opened Lo international trade will be actively
engaged in such trade. As m the usual determimistic trade models,
there exist limiting cases in which trade will not take place. However,
Ruffin (1974a) showed that in a world in which there exist both auton-
omous exports and autonomous imports, 4 country will always actively
engage in international trade, regardless of [oreign price distributions;
he called it the nonautarky theorem.

Ruffin's model can be presented as follows, By assuming, as he did,
that output levels are fixed, the choice problem is

4.2) choose x, and x,
to maximize

EH]:QL — Xy + pladxg, @y — x5 + \—jj

where x;1s the autonomous export of good j, x; = (.

It is clear from (4.2) that this model is less constrained than the
previously discussed models, since (4.2) reduces to (4,1} (apart from the
production decisions) if we add the constraint x,= (), In this framework,
Ruffin (1974a) shows that x; = x, = 0 is never an optimal solution,
provided the price distribution is nondegenerate, Observe, however,
that if plz) obtains a given value with probability one, that is, p(e) is
state independent, the nonautarky theorem does not hold for all price
values,

The nonautarky theorem can be proved as follows. Suppose we
choose x| = ra, and x, = ea,. If for e sufficiently small we can find @,
and a, such that this is preferred to x, = x, = (), then autarky is
obviously not the solution of (4.2). Define

@e) = E:e[Q, — ey + pladeas, @, — sds + ;E: :|
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Then, the derivative of ¢(-) with respect to &, evaluated at & = 0, s

(4.3) $'(0) = uy(@1. Q2) {uz[*'if"[’i] — MRS]

| 1
MRS — = |E—
+ u.[ E[!;'p{-x]]}ﬂﬂfﬂ!}

where MRS = u5(0y, @2)/uy(Qy, Q1) 15 the autarky marginal rate of
substitution in consumption.
If the distribution of p is not degenerate, then

-
ple)  Epla)
because 1/p is a strictly convex function of p. Hence, it is impossible
to have both brackets in (4.3) equal to zero, This means that a, and
a, can always be chosen so as to make ¢'(0) > 0, which implies that
some trade is always desirable.

All of the foregoing models share a common undesirable feature:
They do not have a general equilibrium representation. This important
fact is explained in the remainder of this section.

Generally speaking, price uncertainty has to be induced by more
hasic random elements, since prices are endogenous 10 the world
economy, Uncertain preferences, uncertain initial endowments, and
unicertain technology may induce price uncertainty, since cach may
cause the market clearing conditions to be state dependent.

Suppose that we introduce these elements into the models considered
in this section, and we extend the models to a many-country world.
Then, it can be shown (as we shall do) that in this case the world market
clearing conditions are state independent, This means that the endog-
enous market elearing prices are also state independent, which implies
that the institutional framework employed in these models—that is,
ex-ante trading decisions without recontracting in spot markets after
a realization of a state of the world—prevents the usual basic causes
of price uncertainty from inducing price uncertainty.

In order to demonstrate this point, consider a two-country world n
which each country is a Ruffin-type country. Denote country j by a
supersetipt j, j= 1, 2. Assume that @," and Q ,) are random initial
endowments of country j; that there exist only two states of the world,
4 = 1 and z = 2: and that n/{z), = = 1,2, are the subjective probabilities
of country j. We denote by y(x) the value of variable y in state o Now,
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country j solves the problem

(4.4) choose x,/and x.f
to maximize

=
nf[t}uﬁ[glim — x4 p()xad 04 — <, + j:ill"rJ

- £
+ ,[J”]“_r[‘gl;u' — oy + p(2xad, @242) — x5t 4+ !Fiz]]

The solution depends, of course, on all of the exogenous variables
and on prices. Let us express only the dependence of the optimal x;/'s
on prices—x/ = x/[p(1), p(2)], i=1, 2, j=1, 2—since prices are
endogenous to the world, despite the fact that they are exogenous (o
each country separately.

The eguilibrium prices are determined so as to clear both markets
for goods 1 and 2 in each state of the world. Because of Walras™ law,
it is sufficient to assure clearing of the market for good | in each
state of the world. Suppose that p(1) and p(2) are indeed equilibrium
prices: then they must satisfy

z

(4.5) ¥ 1@ — xi/[p(1), p(2)] + pla)x/[p(L), p(2)]}

I=1

2
= E Q4 (e, =12

i=1

From (4.5), we obtain

Z$= L xy [ p(L) p(2)]
Yix e, p(2)7]°

since the right-hand side of (4.6 15 state independent, p(1) = p(2). that
is, p is also state independent.”

It is clear from the preceding argument that the ex-ante trading
maodels are valid only for a single country, provided there are other
countries which engage in ex-post trading decisions. However, if it is
possible to make trading decisions ex post (that is. when prices are
already known), it pays to never make such decisions ex ante (that s,
before prices are known),

(4.6) pla) = =1;2

2 e may argue that the distribution of p is subjective. However, il the actual p
does not vary across states of the world, it is inconceivable that individuals will expect
it to vary. This is particularty true if one considers these models as long-run models
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The economic interpretation of state-independent prices is that we 1
have, in fact, future markets, In this case, Ruffin's model is identical Lo
the other models discussed in this section, since in this case x; — px;
can be considered as the single decision variable x. But this model can
be further enriched by adding ex-post spot markets—markets which
enable trade after the realization of a state of the world. If this is done,
ex-ante prices on future markets are known with certainty, whereas
spot-market prices are random.

43 EX-POST COMMODITY TRADING DECISIONS

The models which employ ex-post commodity trading decisions
embody a two-stage decision-making process. In the first stage, before
the resolution of uncertainty, each country determines the allocation
of its factors of production. In the second stage, after the resolution of
uncertainty, each country makes its consumption decisions using
foreign trade. Uncertainty may originate from technological factors,
from prices. or from preferences.

Let us start the discussion with Ricardian-type models. These were
developed by Kemp and Liviatan (1973), Ruffin (1974b), and Turnovsky
(1974), and their general form can be represented as follows.

Let |, (= 1/a,;) be the outpul-labor ratio in sector j, and let p be the
relative price of good 2. The relative price and the output-input ratios
may be random variables. Let L; be the labor input allocated to
sector j, and L the total labor endowment of the home country (L 1s
not random).

Suppose, for the moment, that the labor allocation (L, L.,) has been
chosen, When the state of the world « realizes, the relative price plx)
and outputs I,(z)L; and ls(z)L; become known. The country then
solves the usual consumption and trading-decision problem:?

(«4.7) choose ¢y.03 =10
to maximize
ey, 1)
subject to
¢y 4 plae; = lileLy + pla)lfa)l,

3 One can also make the utility function uf ) depend on the state of the world 2. This
can be interpreted as random preferences, or—as Kemp and Liviaten (1973) prefec—as
the existence of & nontradeable good whose supply is random. We do not intreduce this ]
complication because it 15 unnecessary for our discussion.

———
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The solution to this problem yields ordinary demand [unctions
¢;[pla), L)Ly + plopls(e)L, ], j = 1, 2. Substituting these demand func-
lions into the utility function u(+), we obtain the indirect utility lunction
vl -) which is defined by

(4.8) o plad, 2Ly + pladale)L, ]
= u{e [ pla), L)Ly + pladslal, ],
sl ple, (0L, + pladt(2)L,])

Now, turning to input decisions, the country chooses L, and L,
s0 as to maximize the expected value of the indirect utility function:

4.9 choose L, L;=z10
to maximize
Ev[ pla), Lylz)Ly + plodly(e)Ll, ]
subject 1o
L+ L,=L

Assuming that the utility function wu(-) exhibits risk aversion (that
is, it is strictly concave), the combinations of L, and L; which keep
the expected utility level constant at a fixed level can be represented
by a convex-to-the-origin indifference curve, provided the distributions
of at least one of the pair 1,(z) and p(a)ly(x) are nondegenerate and
they are not perfectly correlated. If these distributions are degenerate—
that is, if [;{x) and p{a)l,(2) obtain fixed values with probability one—or
if they are perfectly correlated, the indifference curves are straight
lines. A graphic solution to problem (4.9) is presented in Figure 4.1

UL represents the highest achievable expected utility level for a
country endowed with L units of labor. Generally speaking, this
country will not specialize completely in production, contrary to the
deterministic case. Ruffin (1974b) and Turnovsky (1974) provide con-
ditions which assure complete specialization. In the deterministic case,
the indifference curves are straight lines and specialization is the rule,

Observe that the indifference curves between L, and L, depend,
apart from preferences, on the distributions of the technological
parameters and prices, Changes in these distributions twist the indif-
ference curves, From this, one can see that by an appropriate choice
ol these distributions, one can make the country specialize in either
good 1 or good 2. Assuming fixed output-labor ratios, Kemp and
Liviatan (1973} and Turnovsky (1974) showed that a country may
specialize in the production of the good in which it has a comparative
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FIGURE 4.1

disadvantage (that is, the good whose relative output-input ratio is
the lowest). An example of this type is provided m Chapter 7.

This result stems from the fact that the traditional definition of
comparative advantage does not take into account clements of risk.
If, for example, the country has a comparative advantage in the second
commodity and the relative price of this commodity is random, then
insurance considerations may dictate diversification in production. If,
in addition, the preferences of the country are biased toward the first
commodity, then insurance considerations may even dictate specializa-
tion in the first commodity.

Generally speaking, the allocation of labor in this case also depends
on risk preferences and preferences over commodities. There is no
independence of production decisions from preferences, as in the
deterministic case, If there is sufficient risk aversion, one would expect
incomplete specialization to be the optimal policy—provided, of
course, that the marginal (average) rate of translormation in production
lies within some “reasonable™ limits of the support of the price distri-
bution.

We conclude this discussion with an example that demonstrates
incomplete specialization in this type of a model,

EXAMPLE 4.1 Suppose that u{*) is a Cobb-Douglas utility
function:
ufey, cq) = [yei e,

D<fi<l O<u=l, =0
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Since p < 1, the utility function exhibits risk aversion, and the degree
of risk aversion increases as u decreases,

By an appropriate choice of the constant 4, the indirect utility
function which is defined in {4.8) becomes (we omit the alphas)

elp. Ly Ly + plaLy) = p~ (1 Ly + pl; L, )

Assume that the output-labor ratios are nonrandom; only the price
ratio p = p,/p, is random. Then, the maximal expected utility level
achievable for a labor allocation (L, L) is

ULy, Ly) = Epla) ™[I, L, + pla)l; L, 1"

The indifference curve in Figure 4.1 represents combinations of I,
and L, which keep U(L,, L,) constant. The marginal rate of substitu-
tion between L, and L; along such an indifference curve is given by

1L (o
MRSI(L,, L,) = ;}T{Li. L) /;L;
1

_ o Eple)" P Ly + pla)ly L]t
1y Eple)' P Ly + plolaLa T

(L, Ly)

This implies that at the corner points A and B in Figure 4.1 the marginal
rates of substitution are

hEp(y P!

MRS(0, L) = I Ep(a)*i =1
and
- 1 Ep(a) ™
MRSEL, 0y = W

respectively, Clearly, if MRS(L, 0) < 1 < MRS(0, L}—that is, if at point

A the slope of the indifference curve is larger than one, and at point B

the slope of the indifference curve is smaller than one—then the

country will choose not to specialize in production. Now, since

. i

lim MRS(0, L) = * E .
=0 I pla)

and

1

Iy Epla)

lim MRS(L, 0) =
=i
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andsince E[ 1/pla)] = [1/Ep(z)] if the distribution of p is nondegenerate,
then il

ot Bl o

“pla) " I, T Epla)

the country will not specialize in production if it is sufficiently risk
averse. Hence, if the expected value of the relative price of commodity
1, E[1/pi=)], is larger than its relative cost ratio fo /1y, and the expected
relative price of commodity 2, Epla), is also larger than its relative cost
ratio {,/l;, then a sufficiently risk averse country will always choose
nolt to specialize in production.

Anderson and Riley (1976) analyzed the impact of uncertainty on
the choice of production and the level of welfare of a small country
that faces random foreign prices. Using the definition of the indirect
utility function from (4.8), their choice problem can be represented as

id.10) choose @, =10
to maximize 2

Ev[ ple), F(Q,) + p(e)Q;]

where F(-) represents the transformation curve, and @, = F(Q,).
The first-order condition for an interior solution is

(4.11) MRT(Q,*) = — F(Q,*)

_ Epla[ple), FIQ2") + pl)057]
Enlpla), FIQ2*) + pl2)Q*]

where — F'(+) is the marginal rate of transformation in production
(MRT), and v(-) is the marginal utility of income. Thus, the country
equates its marginal rate of transformation in production with a
weighted average of the relative price, where the marginal utilities of
income multiplied by the respective probabilities are used as weights.
To see this, rewrite the right-hand side of {4.11), using n(z) to denote
the probability of state =z, to obtain

. mlotyle) _j|
.Zi P{lﬂ[ f': 1 e o)

Anderson and Riley (1976) start by comparing the allocation of
production that obtains from (4.11) with the allocation of production
that obtains when the country faces a certain price ratio which is
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equal to the expected value of p. Using (4.11), we obtain

|
(4.12) MRT(Q.") — Epla) = por e R % + pe)0s" ]

x Cov{pla), vy[ plz), F(O2*) + plo)@.* ]}

Since in case of certainty the country will choose to produce @, al
which the MRT equals the relative price, (4.12) implies that it will
choose to produce 0, = Q,* if the covariance between p and the
marginal utility of income is negative, and it will choose 0, < Q,* if
this covariance is positive. Hence, if vy(+) increases (decreases) in p on
the support of the distribution of p, 0, < Q,* (Q; > 0,%).

Differentiating 1(+) with respect to p, and wsing the preceding
monotonicity results, they conclude that

{a) if risk aversion is sufficiently low, @, = Q,", and

(b) ifrisk aversion is sufficiently high, then §; > @,* if commodity
"2 is exported at all relevant price ratios, and @, < @,* if
commodity 1 is exported at all relevant price ratios.

This implies that sufficiently high-risk aversion assures less specializa-
tion in the case of Nuctuating prices,

Anderson and Riley (1976) also show that mean-preserving spreads
of the price distribution have an ambiguous impact on the choice of
production as well as on the level of welfare as measured by the level
of the expected utility. However, small mean-preserving spreads around
the autarky relative price have welfare-improving effects. To this we
wish to add the simple observation that any price distribution is
preferable to autarky (and hence to a nonrandom price ratio which
equals the autarky price ratio), because this assures—by the standard
gains from trade argument—a higher welfare level in every state of the
world, which means a higher expected utility level. We will return 1o
this point in Chapter 9.

Batra (1975) analyzed a Heckscher—-Ohlin type model with techno-
logical uncertainty. He assumed that the output of the first industry
depends on the value of a random multiplicative element, while the
output of the second industry is nonrandom; and that input decisions
of an industry are based on maximization of an expected risk averse
utility function of profits. This model is consistent only with the
interpretation that each sector is owned by a different group of individ-
uals. The group that owns the first industry bears the entire risk of that
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industry, since there are no financial markets to enable risk sharing
with other individuals in the economy.
The problem of the first industry is

(4.13) choose L,,.K,z0
to maximize
EU,[p, 8o} filLy, Ky} — whly = 7Ky ]

where L, is the labor input in sector 1, K, the capital input in sector 1,
U, the utility function of profits in sector |, p; the price of good 1,
fl, the random production parameter which obtains different values in
different states of the world, w the wage rate, and r the rental rate on
capital. Since there is no uncertainty in the second sector, its input
decisions are made so as to maximize profits.

From (4.13), we obtain the first-order conditions

af
A4 o by Y
(4.142) RM py 5= »
h _
(4.14b) RMp 5t =7
where
EU 'fa)@
(4.15) RM, = EU, (o)t ()

EU(x)

is, in the terminology of Sandmao (1971}, the risk margin of sector 1
Hence, the value of marginal product, which is equated to the factor
price, includes a risk margin {or, perhaps, a risk premium).

The risk margin depends on abselute levels of factor inputs—and
these in turn depend in equilibrium on, among other things, the factor
endowments of the economy. Hence, in this case the relationship
between commodity and factor prices also depends on total [actor
endowments. This means that the standard theorems such as lactor
price equalization, Stolper—Samuelson, and Rybezynski need not hold.
However, assuming that U, (-) exhibits decreasing absolute risk aver-
sion, Batra {1975) showed that the Stolper—-Samuelson theorem holds in
his framework.* The factor price equalization theorem cannot be saved

* Batra claimed 1@t decreasing absolute risk aversion 15 also sufficient for the
Rybezynski theorem o hold, However, this was disproved by Das (1577), In Chapter 7,
in the context of our model we shall provide an example with decreasing absalute risk
aversion in which the Stolper—Samuelson theorem does not hokd,
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because, as we mentioned previously, the relationship between com-
modity and factor prices also depends on factor endowments.

Mayer (1976) argued that Batra’s model is an intermediate-run
rather than a long-run model. The reason for this argument is as
follows. In the long run, the expected utility of profits of a single firm
has to be equal in both sectors, and it has to he equal to the utility of
zero profits. For if the expected utility of profits in an industry exceeds
the utility of zero profits, then new firms will enter the industry and
they will drive down the expected utility of profits in this industry. If.
on the other hand, the expected utility of profits in an industry falls
short of the utility of zero profits, then firms will leave the industry,
thus driving up the expected utility of profits of the remaining firms.
Batra did not impose this condition. Therefore, his model can be inter-
preted as an intermediate-run model in which the number of firms is
fixed in every industry.

In order to analyze the long-run case, Mayer 1976) employs a
Heckscher-Ohlin model in which there is only price uncertainty. Firms
are assumed to maximize the expected utility of profits, which implies
that for each output level, a firm minimizes the cost of production.
Hence, assuming constant returns to scale, the labor and capital output
ratios employed by a firm in industry j—d; and ay;, respectively-
depend only on factor prices ag (w, ) and ag(w.r).

In a given industry j, all firms are assumed to be identical. Therefore,
a typical firm in industry j chooses its outpul level Q; so as to solve

(4.16) choose @, =0
Lo maximize
EUA0,[pim) — aglw.r)w — agdw, el

j=1,2

The long-run equilibrium condition for a representative firm in sector
jis
(4.17) EUAO[pla) — aglw.r)w — agiw,r)r]} = a
j= 1.2
where a is the expected utility of zero profits.

Apart from (4.16) and (4.17), there are also the full-employment
conditions
(4.18) apiw, F)0* 4+ agalw, 1@ =L

(4.19) g, )0 * + gl r)@s*

Il
=
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where Q;* is the output of sector j. The number of firms in industry q
is given by 0*/2;.

Now, the first-order conditions from (4.16), together with (4.17),
provide four equations in four unknowns, The unknowns are 2,05,
w, and r, Hence, factor prices are independent of factor endowments.
This, and the factor market clearing conditions (4.18) and {4.19), imply
immediately that the Rybczynski theorem 15 valid. Moreover, for a
given distribution of commaodity prices, a change in the output of an
industry is achieved by means of a change in the number of firms n
the industry; the optimal output level for a single firm is not affected
by changes in factor endowments (SO long as there is incomplete
specialization),

Mayer also shows that the Stolper-Samuelson theorem s valid
when changes in commodity prices are replaced by changes in the ex-
pected value of commodity prices, keeping all higher moments of the
price distribution constant.

It is also clear from (4.16) and (4.17) that il two countries have (in
addition to the same technologies) the same utility functions over
profits and the same probability assessments, then if they face the same
commadity price distribution they will have the same factor prices and
the same firm size in each industry. In this case we have a factor price
equalization theoren.

44 FINANCIAL MARKETS

The papers surveyed in previous sections did not consider markets
for risk sharing, Kemp and Liviatan (1973) are an exception. They
considered contingent commaodity markets of the Arrow—Debreu type.
In this framework, countries specialize according to comparative ad-
vantage. The reason for this result is that in the presence of these
markets the value of a random return is market determined and equal
to all market participants. Hence, there is an objective valuation of
each output distribution and specialization takes place according to
comparative costs.

A recent contribution by Pomery (1976) also discusses Arrow-
Debreu contingent markets. For the one-commodity, two-stale, and
\wo-country case, he provided a detailed characterization of the pattern
of trade and the market determination of the risk premium. He showed
how differences in probability assessments as well as attitudes toward
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risk generate incentives for trading in contingent claims. The nature of
these results can be described as follows.

Consider the home country which has an endowment of elz) units
of the single good in state 2. & = 1, 2. The country solves

(4.20) choose efl) c(2) =0
Lo maximize
Wlell)e2)] = n{1jule(1)] + n(2ulc(2)]
subject to
e(1) 4 ge(2) < e(1) + ge(2)

where g = g(2)/g(1) is the relative price of state-2 contingent goods, and
#i%) is the subjective probability assessment of state .

The marginal rate of substitution between state-2 and state-1 con-
sumption is given by

m(2)u[e(2)]
(' [e(l)]

The solution to (4.20) oceurs at a point at which g equals MRS" on the
budget line. This 1s a standard result in consumer theory, and we can
represent the present solution by means of indifference curves and
budget lines, Here, however, preferences {indifference curves) between
o1} and ¢(2) depend on two things: (a) probability beliefs, and (b) atti-
tudes toward risk, since whenever ¢(2) # ¢(1) the ratio w'[e(2)]/w'[e(1}]
depends on the degree of concavity of u{- ).

Prior to international trade in contingent claims, the equilibrium
relative price in the economy of state-2 consumption is

m2)u'[e(2)]
a(Lue(1)]

4.21) MRS"[e(1),c(2]] =

{4.22)

=]

This equilibrium is presented graphically in Figure 4.2. Point E is the
endowment point as well as equilibrium consumption prior to inter-
national trade. The indifference curve of W( ) that passes through E
defines the pretrade equilibrium relative price § by its slope at E,
given by line BB,

Ohserve that the slope of every indifference curve at its intersection
with the 45" ray through the origin is just equal to the probability
ratio w2} 1), irrespective of attitudes toward risk. This is so, since at
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ell)

FIGURE 4.2

actuarially fair prices, that is, prices which are proportional to prob-
abilitics, risk-averse individuals contract so as to eliminate all risks,
thus assure themselves of a certain (state-independent) level of con-
sumption. But this means that state-2 contingent goods, where state 2
is relatively poorly endowed, will sell at a premium while state-
contingent goods will sell at a discount, compared to actuarially fair
prices.

Now suppose there is also a foreign country which is similar to the
country already described; we denote its variables by asterisks. Let §*
be the pretrade equilibrium relative price in the foreign country of
state-2 contingent goods, Then, clearly, when international trade in
contingent commodities opens, the home country will export state-2
contingent goods il § < §* and it will export state-1 contingent goods
if § = §*, where

¥ (241 [e*(2)] =

i l_]-lu"-[é*{ 1]

(4.23) q*

If both cconomies have the same endowment and attitudes toward
risk, there will be trade if and only il they have different probability
beliefs. By comparing (4.23) with (4.22), it is easy to sce that in this case
the country with the lower probability assessment of state « will export
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state-o contingent goods and it will import contingent goods in the
other state,

Suppose that both countries have the same endowment and the same
probability beliefs but different attitudes toward risk. For concreteness,
let the foreign country be globally more risk averse than the home
country; that is; »* is an increasing strictly concave transformation of
w. Then, by comparing (4.23) with (4.22), it is easy to see that § < g*
when e{l) = e(2). Hence, the more risk-averse country will export
state-x contingent goods, where o is the relatively well-endowed state.
In this case the expected consumption level of the more risk-averse
country will decline as a result of trade, while the expected consumption
level of the less risk-averse country will increase, This can be verified
by means of Figure 4.2, by observing that the consumption point of
the home country will be above AA if it is to export state-2 contingent
goods, which has to be the case since e(1) = ¢(2) in that figure. In this
case we may say that the more risk-averse country is paying a premium
to the less risk-averse country.

In another part of his dissertation, Pomery discussed trade in shares
of random endowments. This is a case of incomplete markets which
comes close to the approach that we developed (Helpman and Razin,
1975), and which is the basis for the present study. Pomery recognized
the importance of the interactions between ex-post trade in com-
modities and ex-ante trade in endowment shares, but he stopped short
of analyzing their implications. The interactions between ex-post
trading in goods and ex-ante trading in firm-ownership shares, and
their implications for resource allocation, are the central theme of the
present imvestigation,
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Chapter 5

A Stock Market Economy

1 Uncertainty elements appear in various branches of economics, and
1 they play a central role in some. For example, the theory of finance
) and the theory of insurance are concerned primarily with trade in

“risks.” The existence of risks which must be borne by economic agents
provides an incentive to develop markets for beneficial risk sharing,
Arrow {1963-1964) showed, for example, that if there exist markets for
clementary securities in all states of the world, where an elementary
security provides a return of one dollar in a particular state of the
; world and zero in all other states, then—provided price expectations
are correct—the resulting allocation will be Parcto efficient. In this
) world, firms can maintain profit maximization as their objective, since
they can use elementary security prices to evaluate distributions of
profits, or they can sell their profits in the different states of the world
on markets for elementary securities,

In practice, there are no markets for elementary securities, nor are
there sufficient securities of other types to generate complete markets,
In the Western industrial world, stock, bond, and future markets
provide the main arena for risk-sharing arrangements. Security trading
is a widespread phenomenon both within countries and across
countries.

i R
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The literature surveyed in the previous chapter had little to say
about the role of securities. It is, however, natural to consider inter-
national trade under uncertainty in a world with security markets. This
does not mean that all securities have to be traded internationally; we
may have nontraded securities, just as we have nontraded goods.
However, one would expect the introduction of security markets to
have significant effects on the theory of international trade. It permits
the analysis of a considerably wider range of problems than those
considered by earlier writers—in particular, problems which stem
from the interaction of trade in goods and securities. To proceed in
this direction, we have to integrate the theory of financial markets into
the theory of international trade. Consequently, this chapter describes
an economy with a stock market.

Our presentation rests heavily on the pioneering paper by Diamond
(1967) and on the presentation of Diamond’s model by Hart (1974). We
will put the stock market model into a framework which fits the
standard Ricardian and Heckscher—-Ohlin models of international
trade, so that by removing the uncertainty elements one will obtain
the standard trade models.

In order to keep things as clear as possible, the exposition uses a
two-sector one-consumer economy, and we discuss only the small-
country case. An extension to a world of many countries, many com-
modities, and many factors of production is straightforward.! In the
next chapter, we discuss the implications of the existence of a safe bond;
here, we assume that equities are the only available securities.

51 THE FRAMEWORK

Our economy consists of firms and consumers who operate in an
uncertain environment generated by random production technology
or random world prices. These random elements produce an incentive
to develop financial capital markets, whose existence—in the form of
stock markets—we assume. Domestic financial capital markets may or
may not be integrated into world capital markets. If domestic capital

! The stock market model generates difficulties in the presence of more than one good;
the existence of many factors of production poses no problem (Diamond, 1967 Hart,
1974, 1975 We overcome these difficulties by assuming & unique equilibrivm. This
assumplion may nol be sirong in a two-commodity world, but il is strong in a many-
commaodity world,
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markets are not integrated into world capital markets (that is, there is
no international trade in securities), they enable risk-sharing only
among domestic residents. However, if domestic capital markets are
integrated into world capital markets, they permit international risk-
sharing. Since we deal with international trade, we assume that there is
international trade in commaodities.

Input decisions have to be made before the resolution of uncertainty.
As a result, firms face random profits and cannot undertake profit
maximization, [nstead, we assume—Jollowing Diamond (1967)—that
firms choose their input levels so as to maximize their net value on the
stock market; this procedure 15 equivalent to profit maximization
whenever the relevant random elements become degenerate (that is,
their value becomes known with certainty). After the resolution of
uncertainty, returns are realized and the firms distribute them to their
final stockholders.

Individuals play # double role in this economy. In the first stage—
before the resolution of uncertainty—individuals choose (among other
things) a portfolio by means of trading in the stock market, An equity
in a firm entitles the stockholder to a share in the random return of the
firm. This share equals the inverse of the number of outstanding
equities of the firm. This is the stage in which individuals play the role
of investors.

In the second stage-—after the resolution ol uncertainty—individuals
use the proceeds from portfolios to purchase commodities. This is the
stage in which they play the role of consumers.”

Clearly, the two roles are interrelated, The ultimate goal of a port-
folio chosen in the first stage is to provide consumption in the second
stage. Hence, portfolio choice depends on preferences over consump-
tion goods—but it also depends on probability beliefs, price expecta-
tions, and attitudes toward risk.

52 FIRMS

Consider a two-sector economy which produces two commodities,
good 1 and good 2, by means of only labor or capital and labor, Each
sector is composed of identical firms, and the output of each firm
depends on its employment of capital and labor and on the state of

2 In Chapter 11 we consider a dynamic version of a stock market economy in which
individuals consume and trade in securitics simultancously in every period,
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nature that realizes. In particular, in every state of nature o, o=
1,2,...,5, the output of firm j is

{5.1) Qo) = Ot filly, Ky} for a=12,...,8

where f); is a positive-valued random variable, fi(*) a standard neo-
classical linear homogeneous production function, or a Ricardian-type
production function [in the Ricardian case, fjL;, K;) = [;L;], L; the
labor input in firm j, K, the capital input in firm j, and Q; the output
of firm j, which is also random. Since all firms in a given sector are
identical and fj(+) is linear homogeneous, (5.1) also describes the output
of the sector to which firm f belongs if L, and K; are interpreted as the
‘total factor inputs in this sector, We use this aggregation procedure,
and from now on we use sectors as the production units. The index |
is used to denote sectors; j = 1, 2,

Our technological specification has two important features, Fitsg,
the input decisions—which are not state-dependent—have to be made
before a state of nature realizes. This resembles an agricultural process
in which the land is cultivated before it is known how many inches of
rain will fall. Second, the uncertainty is of the multiplicative type; that
is, an increase in inputs increases outpul in every state of nature by the
same factor of proportionality, This feature permits a simple character-
ization of the behavior of each sector if we are willing to assume—as
indeed we are—that firms maximize their net value. By net value we
mean the value of the firm to its initial stockholders.?

We assume that no bonds exist. In this case there are lwo ways in
which a firm can finance its input costs (assuming that it has no re-
sources initially): it can pass these costs dircctly to its initial owners, or
it can float new equities. In either case, the initial stockholders bear all
factor costs, In the first case they pay all factor costs, and the value of
their equity is the entire stock market value of the firm; in the second
case they bear no direct costs, but the value of their equity is the market

¥ The assumption of multiplicative production uncertainty is maintained through the
entire study, because there is no good peneral equilibrium theory of financial markets for
nonmultiplicative encertainties. On the difficulties involved in modeling nonmultiplica-
tive unceriainties in a general equilibriom framework, se¢ Diamond [1967) and Helpman
and Razin (1978), 1t can be shown that in the case of multiplicative uncertainly, net vilue
maximization is in the hest interest of the firm stockholders independent of their prefer-
ences and attitudes toward tisk. In the absence of multiplicative uncertainty there will be
no conflict among the stockhalders if a condition called the “spanning condition™ is
satisfied (Ekern and Wilson, 1974), In more general situations stockholders will not agree
on he objective function of the firm.
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value of the firm minus the value of newly issued equities—that is, minus
factor costs. For our purpose, it does not matter which method of
financing a firm chooses; however, if it chooses to float new equities, it
is assumed that a new equity is distinguishable from an old equity so
that they can be traded at different prices. The need for this assumption
is explained below.

It follows that the net value of an industry (firm) equals its stock
market value minus [actor costs:

(3.2) VN=¥, —wL; —rK;, j=1,2

where ¥ is the net value of industry j. ¥ the stock market value of
mdustry j, w the wage rate, and » the physical capital rental rate.

The stock market value of the industry depends on its input choice
and on objective market conditions. Hence, an industry can maximize
only its perceived net value, which equals its perceived stock market
value Vj(*) minus factor costs. The central question is: How does it
perceive its stock market value as a function of its decision variables,
given the observed market conditions?

Suppose that a firm in sector j has chosen L;” units of labor and K
units of capital, and that this input choice has resulted in an observed
market value of V" This means that ¥, is the stock market eval-
wation of the random return B f'-'{-:x] of the firm, where R j”{fx} =
pia)0 @) fi(L,° K,"), pjl@) being the price of good j in state «, & =
L,2,....5 Since the firm is small relative to the market, it assumes
that V" represents the price of the random variable R;", and that it
may sell as many units as it wishes of this random variable withow
influencing its price. In particular, it assumes that if its return is 2R;"(x)
mstead of R;"(x), its market value will be 21" mstead of ¥;°. Under
these conditions, the perceived stock market value of the firm is

CI
Lo R s K)
L

The firm is also assumed to be a cnmpenlur in factor markets, so that
it takes factor prices as given. Henee, the decision problem of the firm
can be formulated as
(5.3) choose L. K;>0
to maximize
o

LK

VL, K;) =

o Al K) — iy = 1K,
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The decision problem of the industry is identical to that of the firm,
and we interprel (5.3) as the decision problem of the industry so that
in {5.3) j = 1, 2. The solution to (5.3) may be unbounded, which is the
usual case for constant returns to scale technologies,

Let L;* and K,* solve (5.3). The industry is said to be in equilibrium
if (L;* K;*) solves (5.3) for L,° = L* and K;° = K;*. Namely, the
industry is said to be in equilibrium if at the chosen levels of factor
inputs its resulting stock market value is such that it cannotl increase
its net value by changing its input levels.

This means that in an equilibrium in which every industry operates
at a finite level,

VL, K)

54a . = =, J=1,2
(48l ML, K) oL,

¥,  dfiL;, K) .
5.4b 4 e Ml P =1,2
() fiL.K) 0K, I

Using the fact that f(-) is homogeneous of degree one, we multiply
(5.4a) by L;, (5.4b) by K;, and add them up to obtain

{Sj} .VJ = T'FIe_j + TKJ., j = I., 2

Hence, in equilibrium, the stock market value of an industry equals
its factor costs—implying that its net value equals zero. This means
that when input costs are financed by floating new equities, the value
of old equities equals zero, Alternatively, the price of an old share
goes to zero, but the price of a new share is positive since ¥, =0 is
the value of the new shares. This is why we require a distinction between
old and new equities.*

In what follows, we assume that factor costs are borne directly by
the initial stockholders of an industry in proportion to their share of
ownership.

* This distinction is not required if f{+) is strictly concave. [n this case the equilibrium
nel value is positive, and we can caleulate the number of new equitics (which are mdis-
tinguishable from old equities) that have to be issued in order to cover factor costs as
iwly + oKV, — wh, — r&) multiplied by the number of old shares. Observe that this
goes 1o infinity in the case of constant returns to scale,
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53 CONSUMERS

Consumers are assumed to be endowed with physical capital, labor,
and [ractions of ownership in firms. Before the resolution of uncertainty,
a typical consumer sells his factor endowmenis (capital and labor) at
the going price, and buys or sells ownership fractions in firms. After
the resolution of uncertainty, he buys commaodities, using his total
returns from firm ownerships in the realized state of nature.

We assume that the economy is composed of identical consumers,
This enables us to discuss everything in terms of a single aggregate
consumer,

Suppose that our (aggregate) consumer owns the share 5, of the
equities of the first industry and the share s, of the equities of the
second industry. If there is no international trade in securities, both 5y
and s, have to be equal to one; that is, each local industry is entirely
owned by local residents. However, if there is international trade in
securities, then it may happen that 5, < 1 (which means that some of
the equities of the first industry are owned by foreigners) and that
52 > | (which means that local residents own all equities of the second
industry, plus a certain amount of foreign equities which are perfect
substitutes for the equities issued by the domestic industry 2).° Suppose,
for example, that s, = 1.5. This means that local residents own all of
the second imdustry, plus identical loreign equities equivalent to filty
percent of the equities issued by the local second industry. In any
case, in state o these equities provide an income of

(5.6) Ha) = ,0,(2) fy( Ly, K|) + Sapla)0ale) 3l Ly, Ky)
in terms of commaodity 1, where

_ Palx)
CI!:I = —
Mmie)

is the price of good 2 in terms of good 1 in state g, and (L,, K,) and
(L2, K;) represent the interindustry allocations of labor and capital,

*In n more genersl selup, one cin introduce domestic equitics which do not have
perfect substitutes abraad, s well as foreign equities which do not have perfect substitutes
at home, There isalso no necessary correspandence between goods snd 1ypes of equities
which are issued by industrics that produce them,
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Maturally, given the realization of state o, the consumet chooses

consumption 50 as to maximize his utility level subject to his budget
constraint. Therefore, he solves the following problem in state a:

(5.7) choose ¢ (2h cale) = 0
Lo maximize
ufeia), cx(o)]
subject to
oylo) + pladegle) < Ha)

where u( ) is the state-independent von Meumann ~Morgenstern utility
function,® and ¢(e) the consumption of commodity j in state o Let

edo) = ¢;[plo), H2)].  i=1.2

be the solution to this problem. ¢ pla), T zx)] is, of course, an ordinary
demand function, and we may use it to define the indieect utility
function

del

(5.8) o plard, 1] 2 wley[ ple, 1o, ealpten), )]
a=1,2,...,8

p(+) is the highest utility level that the economy (the consumer) can
achieve in state x, given the relative price ple) and income Nzl Thus,
the highest utility level that a consumer can reach in state =, for all
#=1,2,...,5, depends on the relative price p(x) which he does not
control, on firm inputs and technology which he does not control, and
on his portfolio composition (s, 5;) which he does control, The con-
sumer chooses his portfolio so as to maximize his expected utility
level subject to his assets budgetl constraint; this constraint s now
discussed,

Let the consumer's (economy’s) endowment consist of L units of
labor, K units of capital, the share 3, = 1 of the equities of the first
industry, and the share 3, = | of the equitics of the second industry.”
From sales of labor services and capital services, the consumer receives
wlL + rK dollars. However, since he has to bear the factor costs of
each industry according to his initial ownership share of the equities of

b ol -1 can be made state dependent [as in Kempand Liviatan (187 3)] without allecting
our analysis,

" The assumption that local industries are initially owned by local residents is natural
in a two-period model, This assumption is relaxed in Chapter 11, where we consider @
dynamic multiperiod extension




5.4 AN ALTERNATIVE SPECIFICATION 7

the industry, the difference between the value of his final portfolic and
the value of his initial portfolio should not exceed
2
wL + rK — ¥ Fiwk; + rK;)
=1

Hence, the consumer's assets budget constraint is

2
Vig, + Vis; s wL +rK — 3 5wl + rKj) + W5 + V5
f=1

Il

wL+rK + ¥ 5(V,—wL;—rK))
i=1

Using this constraint, the portfolio of the economy is determined
by the solution to the problem

(5.9) choose §,,5, =0
1o maximize
Evf plae), 5,8 (o) fy( Ly, Ky) + saplacola) 2l Ls, K,l]
subject o
Vysy + Vasy < wl + rK 4+ Z (V) = wLl; — rK))
=1
where E is the expectations operator, based on subjective probability
beliefs.

Before we go on, it should be mentioned that the state-dependent
relative commodity price p(z) is given to the competitive economy by
the outside world if there is international trade in commodities. If
there is no international trade in commaodities, p(2) is endogenous.

54 AN ALTERNATIVE SPECIFICATION

Trading in the stock market can be given another interpretation
which clarifies the relationship between a stock market economy and
an economy without uncertainty.

We argued that a firm in sector j sells on the stock market a random
monetary return Bz} = pylajdl J,l[a:].f;[L i K b3 However, we may also
think of sector j as producing and selling on the stock market a
product—call it a real equity of type j—which provides commodity jin
fixed proportions over all states of nature, More accurately, it provides
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the monetary value of a quantity of good j in each state of nature. One
real equity of type j provides the basket [8;(1) 8,02} .. .. i51] of
commodity j; two units of this real equity provide two such baskets;
and so on.

Industry j produces Z; = f|(L;, K;) real equities of type j. Hence,
if N is its number of outstanding equities, N;/fj(L;, K,) of its equities
command ownership over one real equity of type j. Since the individual
firm is small relative to the market, it takes as given the price of a real
equily.

Let g, be the price of type-j real equities. Then, the perceved stock
market value of the jth industry is

VL, K)) = 4;Z; = q;fiLjs K))

How do industries know real equity prices? The stock market reveals
total industry values for a given output of real equities, and cach
industry calculates its real equity price by dividing its total value by
its activity level. Thus, if industry j chooses to employ L  units of
labor services and K" units of capital services, and it observes that
this input choice results in a market value of V", then it computes its
real equity price as ¥°/f,(L,°, K,). This means that it supposes that by,
say, doubling its output of real equities, it will double its vitlue on the
stock market. Therefore, each industry chooses its inputs so as to solve
the problem [compare with (5.3)]

(5.10) choose L, K;=0
Lo maximize
. Z; — wh; —rK,
subject to
Zi= 1Ly Ky)

This is very similar to profit maximization, and it 1s well known that the
solution to this problem depends only on relative prices (see Chapter 2).

Let us now return to the consumer. When a consumer buys the
proportion s; of the shares of the jth industry, he is actually buying
s;fitL;, K;) units of real equities. We can therefore transform the
consumer’s portfolio problem into a problem of real equity purchase.

Let z; denote the number of real equities held by the consumer,
where z, = &, f;(L,, K,). Then, using (5.6), the consumer’s income in
state & can be written as

(5.11) It} = 0ylxdz, + plodthy(a)z,

P e

Py SR
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The consumer’s decision problem (5.7) need not be transformed, except
that now we use (5.11) for income instead of (5.6). Similarly, the defini-
tion of the indirect utility function in (5.%) remains valid. However. the
consumer’s decision problem (5.9)—the portfolio decision problem—
has to be adjusted, The ohjective function remains the maximization
of expected utility. But now the consumer has to choose z;and z;
{real equity purchase) instead of 5, and s,.

Since Vj = q,f(L;, K ;) and 5; = z,/f}(L;, K), (5.9) can be written in
the equivalent lorm

(5.12) choose z,,2,=0
to maximize

Ev[p(a), 8()z; + pla)f,(x)z,]
subject to

2
iy + gaza < wh+rK + Y 509,000, K;) —wL; ~7K,]
=1

55 EQUILIBRIUM

In the discussion of equilibrium we have to distingnish between
two cases: when there is international trade both in securities and
commodities; and when securities are traded only within national
borders, but there is international trade in commodities.

In the first case we assume that our (competitive) economy faces
given state-dependent commodity prices and given security prices, In
the sccond case the economy faces given state-dependent commodity
prices, while sccurity prices are domestically determined. In both cases
factor prices are domestically determined, since we assume that there
15 no international factor movement,

In equilibrium, all domestic markets have to clear. This means that
factor prices w and r settle on market clearing levels such that

{5.13a) Li+L,=L
(5.13b) Ki+ K=K

In the Ricardian model, r and (5.13b) are meaningless and have to be
disregarded.

In addition, if there is no international trade in securities, real
equity prices will be determined so as to make domestic investors



74 5. A STOCK MARKET ECONOMY

willing to fully own domestic industries. Namely,
(3.14) =2, for =1 j=1,2

Obviously, in the small-country case, no individual country market
clearing condition is required for internationally traded goods and
securities. However, lor all trading countries taken together, equilib-
rium commaodity prices and equilibrium prices of traded securitics
have to be such that these markets clear.

Using the fact that fi(+) is homogeneous of degree one, the net value
maximization problem (5.10) of the industry can also be written in
the form

(5.15) choose ay;, ag;, Z; =20
1o maximize
Z gy — way; — rag;)
subject to :
.[l'[aLj~ ax_a]' =] I:

where a;; = L;/Z; is the labor real eguity—output ratio and a,; = +
K/Z; is the capital real equity-output ratio. This is identical to the 1
problem of an industry in the deterministic Heckscher—Ohlin model, 1
except that here real equities replace commodities (see Chapter 2). ! !
In the Ricardian model, (5.15) should be replaced by :

(5.16) choose Z;=0
to maximize
Zilg; — way,)

where ap; is the labor real equity—output ratio, and is constant,
From (5.15) we have the well-known results (see Chapter 2)

(5.17a) Z;=0 when g; < Cyiw. 1)
(5.17b) Z;=[0, +x) when q; = Cjw, 1l i=12
(517¢) Z;—~ += when ¢, > Cjw,r)

where C;(-) is the minimum cost function of fj(-) = 1; that is, it gives
the minimum cost required to produce one real equity of type j at
factor prices (w, r).
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Similarly, from (5.16), we have for the Ricardian model

{5.18a) Z;=0 when  g; < way,
(5.18b) Zi=[0, + @) when ¢, = way,
(5.18¢) A ot s when gy = way,

Let q = g3/q, be the relative price of a type-2 real equity. From
Chapter 2, we know that for the Heckscher-Ohlin model there exist
functions wig), plq), Z;(q, L, K ), j = 1,2, such that if g is lhccr.[uilibrium
relative price of real equities and g, is the absolute prlcc ol a type-1
real equity, then the equilibrium supply of real equity j is Z (g, L, K),
and equilibrium factor prices are

(5.1%a) w = g i)
(5.1%9b) r=q;plg)

We also know that for given technologies with different factor
intensities, there exist ¢ and 7 which depend only on K/L; that is, the
aggregate capital-labor ratio, such that Z,(g, L, K) > 0 for q=dg=<4q
The interval (g, §) defines the nonspe»mahzatmn relative equity prices,
and within it Z,(*) is increasing in g and Z,(-) is decreasing in g.

Z () are supply functions along the transformation curve, Hence,

Ll LK)
Zq(q1 'L‘? K}

Also, due to the linear homogeneity of the functions LUhi=12
we have in the production equilibrium

(5.20) =4 for gelg.9)

(5.21) wh + rk = g,mw(g)L + q,p(g)K
=q,[Z,(g, L, K) + qZ5(q, L, K)]

By using (5.21) and the fact that in a production equilibrium the
net value of an industry equals zero [see (5.5)], the portfolio problem
(5.12) of the economy can be rewritten as
(5.22) choose z,,z, =0

o maximize

Ev pla), 8y(z)z, + pla)t,(a)z,]

subject to

Iyt gze = Zyiq Ly K) + gZs(q. L, K)
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The first-order conditions for an interior solution to this problem are
{5.23a) Enyfo)0 () —w =10
(5.23b) Euda)pla)lyla) — wg =0

where v(2) is the marginal utility of income in state «, and x the
Lagrangian multiplier of the assets budget constramnt, These two
conditions reduce o

(5.24) Evy(ee)[ platialer) — gliy{a)] = O

Since pfa) =0 foralla=1,2...., 8, (524) implies that a necessary
condition for the economy not to specialize in its portfolio 15 that the
bracketed term in (5.24) equals zero forall z =1, 2,. .., §, or that it
changes signs over the states of the world at least once.®

Suppose there is no international trade in securities. Then, the
equilibrium relative price of type-2 real equitics is determined so as
to equate the demand and supply of each Lype of real equity. Thus, g*
is the equilibrium-relative price of a type-2 real equity if the solution
to(5.22) for ¢ = g* 15 z,* and z;* such that

giti= Zla Ly K)
2= Zalg*, L, K)

If there is international trade in securities, g is assumed to be given to
our cconomy, In this case it chooses z; and 2, 50 as Lo solve (5.22); this.
may require imports of one type of real equities, and exports of the
ather type. This issue is discussed in the next chapter.

At this point the reader should be aware of the fact that our model
is consistent with the deterministic model. In fact, il one chooses
Oy(a) = Oy(z) = Lfore = 1,2,...,5,and pla) = gloralle=1,2,....8,
then one immediately obtains the well-known deterministic mode] of
international trade.

Before we proceed lo the diagrammatic exposition of the stock
market equilibrium and the balance of payments, let us repeal the
two stages of the consumer’s choice problem. In the first stage, before a
state of the world realizes, the economy chooses its optimal portfolio
by solving (5.22). Then, when the state of the world realizes, it solves
the consumption problem (5.7) with income given by (5.11). In the

U Fram (5.24), q = Eva)0, i) pla)@xy/ (2] Evia)d, (). Hence, g should be &
weighted average of plalf (=)0 (=)




5.5 EQUILIBRIUM 71

second-stage choice problem, the economy uses an ordinary preference
ordering defined on the commodity space. In the first stage, il uses a
preference ordering over real equities which is induced by the ordinary
preference ordering, probability beliefs, and the distribution of prices.
To see this, define

(5.25) U(z,, z:|p) = Ev[ pla), 8,(m)z, + plodts{x)z,]

U/i-) is the utility function over real equities. We call it the assels utitity
function. The combinations of all (z,.2,) which satisfy Ulz, 2:lp) =

constant is called an assets-indifference curve. The portfolio problem

(5.22) can also be written as the maximization of Ulz,, z:/p). subject
to the assets budget constraint,

We have added p in Ui} in order Lo remind the reader that pref-
erences over real equities depend on the price distribution. In fact,
for two alternative price distributions, say [piL), P (2o p'(5)] and
[p*1), P22 - - p?(8)], we obtain two different indifference fields in
the (z,, z;) space. A shift in the price distribution twists the assels—
indifference curves in a systematic way.”

Equipped with this information, we proceed to the next chapter.
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Chapter 6

A Diagrammatic Exposition
of Stock Market Equilibrium
and the Balance of Payments

The traditional models of international trade were extended in the
previous chapter to an uncertain environment with financial markets.
Cur simple model can be extended into a many-commodity, many-
factors-of-production world with bonds and eguities. Here we pursue
the simple version.

We develop in this chapter a simple diagrammatic apparatus which
enables us to present equilibrium in the stock market before the
realization of a state of the world, and equilibrium in commaodity
trade after the realization of a state of the world. This apparatus s
most useful in analyzing the interaction between the two equilibria,
which amounts to analyzing the interaction between trade in goods and
trade in securities.

What is very important about our diagrammatic exposition is that
it uses well-known diagrams from the traditional theory of interna-
tional trade. We believe this brings out in a clear way the relationship
between the traditional theory and its extension as developed in the
present study. In the last section of this chapter we show how to
modify the diagrams in the presence of a bond.

79
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6.1 THE BASIC PROBLEMS

Before we commence the diagrammatical exposition, it would be
convenient to repeal the two basic problems that face the economy:
the portfolio problem (5.22) and the consumption problem (5.7).

Before a state of the world realizes, individuals and firms lace a
distribution of commodity prices, a distribution ol technological
parameters, equity prices, and prices of factors of production. Given
equity prices and prices of factors of production, firms (industrics)
choose labor and capital inputs so as to maximize their net value.
Using this decision rule and factor market clearing conditions, we saw
that cquilibrium factor prices depend on equity prices [see (5.19)],
exactly as in the deterministic model. This enabled us to derive reduced-
form supply lunctions of real equities, Zdg, L, K), j = 1,2, which are
supply functions along the transformation cirve between real equity
outputs; they depend on the relative price of real equities g (= q2/q,)
and the endowment by the economy of labor L and capital K. Hence,
given g and total factor endowments L and K, industry j will operate
at the level Z;, and it will supply Z; units of real equities of type j
such that

(6.1) Z,=Zfq, LK) j=12

Now, given g and its indueed equilibrium factor prices, factor in-
come in terms of real equities of type-1 equals £ (g, L, K) + g2 a0g, L, K)
[see (5.21)]. This income provides all resources that can be spent on
equity purchase, because the net value of the initial stock holdings of the
economy is zero. This is so because the payments by each industry for
factors of production exhaust the entire market value of its stocks.
Hence, the economy chooses its optimal portfolio by solving [see (5.22)

and (5.25)]
(6.2) choose =,z,=0
to maximize
Ulz;,z2|p) = Ev pla); 0,(c)z, + ple)Os()za]
subject to
2y t+ qz; < Z4(q, L, K) + 92504, L, K)

In the second stage, after the realization of a state of the world, the
economy observes commaodity prices and uses the income [rom its
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portfolio to choose its optimal consumption bundle. This is done by
solving

(6.3) choose cylz), cqle) = 0
to maximize

uf ey (@), eafz)]
subject to
eyf) + pladeafo) < 0y(o)zy + pla)dalo)z;

where z; and =, are the solution to (6.2).

The solution to (6.3) and the supply functions (6.1) determine the
optimal trade pattern, This is so because the output of good j in state
% is 1,{2)Z;, 50 that optimal exports (imports il negative) of good j are
0(@)2; — cjla), where c;(x) solves (6.3),

Finally, observe that g is given to the home country in case there
exists international trade in securities. If there is no international
trade in securities, ¢ is determined by demand and supply conditions
in the stock market. In this case, ¢* 15 an equilibrium relative price if

(6.4} 2% = Z{4%, L, K), j=1,2

where z,* and z,* solve (6.2) for g=g* Observe also that z,* =
Zilg* LK) implies z,* = Z3(q*, L, K), and vice versa, due to the
assets budget constraint in (6.2) (Walras® law),

Now we are ready to begin the diagrammatic exposition.

6.2 NO INTERNATIONAL TRADE IN SECURITIES

We begin with an economy which is engaged in international trade
in commaodities, but which does not trade in securities with the rest of
the world. This may be the case if, for example, international (inancial)
capital flows are prohibited by law,

In this case, we may represent the equilibrium in the (domestic)
stock market by a well-known diagram (Figure 6.1), which resembles
the equilibrivm of a closed economy. This resemblance stems from the
fact that securities are not traded internationally, so that local demand
for real equities has o be satisfied by local firms.

In Figure 6.1, TT represents the transformation curve between real
equities Z, and Z;. It can be derived from the supply functions
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Z{g.L,K),j = 1,2, by varying ¢ in the nonspecialization interval [4.7]
{see Section 5.5), By varying g, the coordinates [Z (4. L. K), Z4lg, L. K]
trace out the transformation curve.

The marginal rate of substitution between Z, and Z, is
—Z\Jav L, K)Z g, L, K), and it is identically equal to g [see (5.20)].
Hence, given g, we can obtain the supply level of real equities by
finding the point of tangency between the transformation curve TT
and a straight line with slope g (a line such as Q*Q%).

We can also draw in Figure 6.1 a map of assets-indifference curves,
A typical indifference curve represents all combinations of 2, and z;
for which U{z,,z3|p) = constant, UU and U*U* are two representative
indifference curves.

The assets—indifference curves are generally convex to the origin,
due to the concavity of z(*) in income, which stems from risk aversion,
But there is also a case in which these indifference curves become
parallel straight lines. This happens when

Oifa) = Aplo)fayle),  A>0
with 4 being state independent, In this case,
U(zy, 22|p) = v pla);0y(e)(z, + A2,]]

and the slope of every assets-indifference curve is 4. This means that
the two real equities are perfect substitutes in the investor's portfolio,
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so that we have, mn effect, only one type of security. This is particularly
the case in a deterministic environment, since then ((x) = 04(z) = 1,
and plx) = p for all &, which makes the slope of the assets—indifference
curves equal to the relative commodity price p, Bearing this fact in
mind, the reader will be able to see the relationship between our analysis
and the standard deterministic model, since for 0,(x) = f5(2) = 1 and
pla) = p for all &, our model reduces to the standard (deterministic)
model.

The equilibrium in the stock market—that 15, the solution Lo (6.2)
with g* which satisties (6.4)—obtains at a point of tangency between
the highest assets—indifference curve and the real-equity transformation
curve. E.* is such an equilibrium point, and UYU* represents the
assets—indifference curve which provides the highest achievable ex-
pected utility level. The slope of 0*Q*—the tangent line to TT and
U*U* at E*—is ¢*, the domestic equilibrium relative price of real-
equity Z,. At this price, net value maximizing producers supply Z,*
and Z,"% real equities, while expected utility maximizing consumers
demand z,* and z,* real equities. Since z,* = Z* and 2,* = Z,*—that
is, the demand for each type of real equity equals its supply—E®
represents equilibrium in the stock market,

Figures 6.2 and 6.3 represent the balance of trade in two states of
the world: Figure 6.2 for state 1 and Figure 6.3 for state 2,
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The portfolio composition determines the consumer’s budget line in
each state of the world: B(1)B(1) in Figure 6.2 for state 1. and B{2)B(2)
in Figure 6.3 for state 2. Obviously, the budget line in state « is given by
the equation

¢y + plojey = Bylo)z,* + plo)fala)z;*

Hence, the slope of the budget line Bix)Bix) is plx), and the point Plx)
defined by the coordinates [#,{x)z,*, 0;(2)z,%] has to lic on the budget
line Bix)B(x). Note that in this case (of no international trade in
securities) the point [0,(2)Z,*, 05(2)Z,*] also lies on the budget line
Bix)B(z), and it coincides with P(z). This will not be the case if inter-
national trade in securities takes place.

The optimal consumption point in state # is indicated by E,*(z}; the
point at which an ordinary indifference curve is tangent to the budget
line. The optimal consumption bundle in state ot is [ ¢, *{), ¢ 2Mal)

Observe that the way in which Figures 6.2 and 6.3 are drawn
implies that the second commodity is imported in both states of the
world. This, however, need not be the case; there may be situations in
which a country imports a commodity in one state of the world and
exports the same commodity in another state of the world. In state
o, the economy imports ¢;*(x) — 0,(2)Z,* of good 2 and exports
8,(2)Z;* — ¢,*{a) of good 1. The trade account is balanced in every
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state of the world; the value of imports equals the value of exports in
every state of the world. The trade account is balanced because there
is no international trade in securities, and this necessitates zero capital
and service accounts,

The slope of O*)0*(x) in Figures 6.2 and 6.3—the translation of
@*0* from Figure 6.1 to Figures 6.2 and 6.3—is g%t (=)o)
O*2)0*(o) describes the pessible precommodity-irade endowments
that the consumer can obtain by portfolio reallocation at constant
real equity prices. Naturally, the consumer cannot choose a point on
O*112%(1) independently of his choice of a point on Q%2)0%(2),
because his choice of z, and z; uniquely determines the points on
Q¥ 1)2%(1) and Q*(2)Q*(2).

If there are only two states of the world, the 0% «)0%) line must
be steeper than the Bix)B{x) line in one state of the world and flatter
in the other state of the world, as shown in Figures 6.2 and 6.3. More
generally, the slope of O%(o)(0*(x) minus the slope of Biz)B(x) has to
change signs over the states of the world if the portiolio choice problem
has an interior solution [see (5.24)]. To sec this, assume for a moment
that Q(1)Q'(1} replaces Q*(110*(1) in Figure 6.2, Then, by reallocating
his portfolie in favor of z;, the consumer can move his precommodity-
trade endowments to a point such as P{l) on QY1)2(1) in state 1
(Figure 6.2) and P'(2) on O(2)2(2) in state 2 (Figure 6.3). In this situa-
tion, his budget line in every state « will be a line which parallels
Ble)B(a) and passes through P'x) (these budget lines are not shown
in our figures), [t is easy to see that this portfolio reallocation enables
the consumer to reach a higher utility level in every state of the world,
contradicting the assumption that (z,* 2,%) is the optimal portlolio
choice. The reader can verily that the slope of O%a)0¥(=) is larger
{smaller) than the slope of Blx)Biz) in every state of the world only
if the consumer specializes in z; (z,) in his portfolio.

At this point it is interesting 0 compare our model to those of
Kemp and Liviatan (1973), Turnovsky (1974), Ruffin (1974), and
Anderson and Riley (1976). Those authors did not present their models
in the framework of an economy with financial markets (except for
Kemp and Liviatan who considered Arrow-Debreu contingent com-
modity markets). However, it is clear [rom this section and Section 4.3
that their models can be interpreted as models with domestic stock
markets but no international trade in securities. Hence, our results
concetning economies which do not engage in international trade in
equitics also apply to their models.
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63 INTERNATIONAL TRADE IN SECURITIES

Let the economy open to international trade in securities (that Is,
real equities), and assume that the economy is a price-taker in the
international capital market, Assume also for simplicity that commod-
ity prices do not change as a result of trade in securities. No portfolio
reallocation will take place if the international price of z, (in terms of z,)
equals g*, the slope of @*Q* in Figure 6.1. Assume, therefore, that the
international relative price of z; is g and that g < ¢*.

In Figure 64 TT and E* are reproduced from Figure 6.1. The
slope of 00 is g, the international relative price of type-2 real equities,
and E,,, is the net market value maximizing production point at this
relative price. E, lies to the left of E.* (on TT) because g is smaller
than ¢*. Local producers supply Z; units of type-1 real equities and £,
units of type-2 real equities. Expected utility maximizing consumers
choose E,, as their portfolio point, where E,, is the point of tangency
between the highest affordable assets—indifference curve UU and the
assets-budget line Q0. Local consumers demand z, units of type-1 real
equities and z, units of type-2 real equitics. Hence, the opening of the
economy to international trade in securities causes our country to
exchange with the rest of the world Z, — z, units of type-1 equities for
7, — Z, units of type-2 equities (the direction of trade in securities
would have been reversed if 4 was larger that g*).

Figures 6.5 and 6.6 represent the new balance of payments {trade

2 L
FIGURE 6.4
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and service accounts) position in the two states of the world—Figure 6.5
for state | and Figure 6.6 for state 2.
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Points P (z) and Pyiz), the production and the portfolio points, are
the translations of E,,, and E,.. respectively, from Figure 6.4. Both lie on
the ((a)Q(x) line whose slope is now g, («)/051x). The consumer’s bud-
get line B{x)B(x), the slope of which is p(zx), passes through Pz}, the
portfolio point, because the consumer’s ex-post income derives from the
return on his portfolio. The reader should observe that, compared to
Figures 6.2 and 6.3 (the case of no international trade in securities), we
here have two points P(x) and Pylw) instead of one point P{z). This
results from the fact that in the absence of international trade in
securities, the production and the portfolio points coincide. Observe
that here, too, the slope of Q(x)Q(2) minus the slope of Blx)B(x) changes
signs over the states whenever the country does not specialize in its
portfolio. It should, however, be clear that when there exist foreign
assets with the same structure of returns as the domestic equities, and
foreigners hold these assets in their portfolios, then the slope of Q(a) ()
minus the slope of B(x) B{z) cannot be sign preserving over the states of
the world.
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The optimal consumption point in state 2 is Elx). The country
exports 1,(2)Z, — ¢,(=) units of good 1 and imports ¢;(x) — 0s(2)Z,
units of good 2 in state = (For simplicity, we have chosen to have it
import good 2 in both states of the world.) However, since P (z) does not
lic on Bix)Bix), the value of imports is nof equal 1o the value of exports.
In particular, since P,(1) lies below B(1)B(1}. the economy runs a deficit
in the balance of trade in state 1; and, since P,(2) lies above B{2)8(2), the
economy runs a surplus in the balance of trade in state 2. Naturally, a
deficit in the trade account is financed here by the excess of dividend
receipts from abroad over dividend payments to foreigners, and con-
versely for a surplus. The reader can verify that even if the economy
specializes in its portfolio, it never runs a surplus in the trade account of
all states, but it may run a deficit in all states, A surplus in all states
means that the economy gives loreigners a random gill in all states of
nature. Put differently, it engages in an unfavorable gamble, and this is
not rational, Observe, however, that the codsiderations that prevent
our country from running a surplus in its trade account in all states of
nature prevent also other countries from deing it. Hence, in an equilib-
rium of the world economy no country is able to run a deficit in its trade
account in all states of nature because one country's deficit is another
eountry's surplus, That is, there is no free lunch.
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The value of net dividend receipts [rom abroad in terms of the
export good, good 1, 1s given in state o by Fla) minus G(x), where the
dashed line that passes through P,ix) parallels B{e)B{z). This represents
the difference between the value of the portiolio point and the produc-
tion point evaluated by commodity prices, It is also possible to con-
struct examples in which a country imports all commodities in a
particular state of the world and/or exports all commodities in another
state of the world.

6.4 STOCK MARKET EQUILIBRIUM
WITH A SAFE BOND

A safe bond is a security whose return is state independent. But in
our framework, in which relative commodity prices vary across states
of nature, fixed returns in terms of commodily | mean variable returns
in terms of commodity 2, and vice versa. Since there is no money in
this system, we have to fix the return on a bond in terms of one of the
commodities, or in terms of a fixed bundle of goods.

One can, in fact, introduce two sale bonds—one in terms of com-
modity | and one in terms of commodity 2. This will be equivalent to
the existence of luture commeodity markets, in which contracts are
made for the delivery ol a good in the contracted amount, independent
of the state of nature, but in which payments are made at the time of
contracting. However, the introduction of two bonds will not enable a
diagrammatic exposition of stock market equilibrivm. We therefore
introduce only one safe bond, and choose it 1o provide a safe return in
terms of commodity 1. We also choose its units so that one bond
provides the value ol one unit of good 1 in every state of the world,
b is the number of bond holdings (b can be positive or negative), and
gy, its price in terms of type-1 real equities.

Now the portfolio problem is [compare it with (6.2)]

16.5) choose =z,,z;z0andh
Lo maximize
Ulzy, 2.0 p) = Ee[ plad; 0,0z, + pladiale)z; + b]
subject to
g3+ b < Ly(g, LK)+ g&,5lg, L, K)
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Given asset prices g and g,,, the efficient portfolio possibility frontier
is represented in Figure 6.7 by the displaced cone DAE. This cone is
tangent to the real equity transformation curve TT at point P,; that is,
0B divided by 0C equals g. In addition, 0B divided by 0A equals g,.

We can also draw three-dimensional assets—indifTerence surfaces in
Figure 6.7. An indifference surface will represent all combinations of
{z,,2;,b) for which U(z,,2;, b|p) is constant. These indifference surfaces
are convex to the origin. The optimal portfolio composition [the
solution to (6.5)] can be represented by a point on DAE at which an
assets—indifference surface is tangent to DAE.

0 1,2

FIGURE 6.7

Let us start with the case in which there is international trade in all
securities. In this case, g and g, are given 1o our cconomy and so0 is
DAE. Let Py in Figure 6,7 be the point of tangency between an assel—
indifference surface and DAE. Then, the coosdinates of Py, (2,22, B)
give the optimal portfolio composition. The coordinates of Pt
(Z,,Z3,0), give the equilibrium (and optimal) production of securities.

Figure 6.7 describes an equilibrium in which the home country has
positive bond holdings and exports both types of real equities. In this
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case it pays for the bonds with both types of real equities, This is, of
course, notl a necessary outcome; there may be equilibria in which the
country exports one of the real equities, imports the others, and has
either positive or negative bond holdings. Observe, however, that in
the presence of bonds, both local industries may be partially (or wholly)
owned by foreigners, or local residents may have some foreign shares
and fully own local industries. These possibilities do not arise in the
absence of bonds, unless we consider a dynamic setting in which stocks
of financial assets are built up by means of trade and savings (see
Chapter 11).

Suppose now that there is no international trade in securities. How
will security prices be determined?

In this case, the efficient portfolio possibility frontier is the trans-
formation curve TT. Equilibrium obtains at a point of tangency
between TT and an indifference surface. Suppose this happens at P.
Then, we can draw a displaced cone such as D AE which passes through
F and which is tangent to both TT and the indifference surface that
passes through P. The slopes of this cone give us the equilibrium asset
prices.

We have described here a case in which all securitics are interna-
tionally traded, and a case in which no security is traded internationally.
It is also possible to describe cases in which some securities are traded
internationally while others are not; we abstain from doing so here
because it is not needed for our arguments in the following chapters,
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Chapter 7

The Basic Propositions
of the Pure Theory
of International Trade Revised

It is explained in the survey of the literature (sec Chapter 4) that the
introduction of uncertainty elements into the economic system may
have devastating effects on many of the basic theorems of standard
international trade theory. However, that literature has not considered
markets for risk sharing. 1t is therefore important to reassess the fate
of these theorems in a world of uncertainty when risk-sharing arrange-
ments are allowed to take place.

When stock markets exist in situations of uncertainty, factor alloca-
tions are determined by real equity prices and factor endowments—not
directly by commodity prices, The links between the competitive allo-
cation of factors of production and commaodity prices are real equity
prices; these depend not only on commaodity prices but also on risk
attitudes and probability assessments. International risk sharing, such
as international trade in equities, will equalize real equity prices be-
tween countries: in the absence of international trade in equities, real
equity prices may not be equalized, even though trade in commodities
will equalize commodity prices. Therclore, basic trade theorems such

Y 93



04 T.  THE BASIC PROPOSITIONS REVISED

as factor-price equalization are expected to hold under uncertainty if
international trade m equities 15 allowed to take place, but not to hold
if international trade in equities does not take place.

Using the model of international trade in goods and securities and
the diagrammatic apparatus developed in Chapters 5 and 6, we shall
reformulate the central theorems of the pure theory of international
trade to accommodate elements of uncertainty. We explain why the
basic trade theorems—specialization according o comparative advan-
tage, factor-price equalization, Stolper-Samuelson and Rybezynski—
do not carry over to uncertain environments in the absence of interna-
tional trade in equities and why the Heckscher -Ohlin theorem is upset
by uncertainty regardless of whether international trade in equities
takes place. We also show that the theorems of specialization according
to comparative advantage and factor-price equalization are restored in
the presence of international trade in equities, and that there exist valid
versions of the Stolper-Samuelson and Rybczynski theorems.

For expositional simplicity we analyze a model with two factors,
two equities, and two commodities, However, recent extensions of the
standard theorems of international trade 1o a world of many com-
modities and many factors of production (Ethier, 1974; Jones and
Scheinkman, 1977) carry over to our model if international trade in
equities is allowed to take place. The results of a many-commodity
Ricardian world apply here as well,

7.1 COMPARATIVE COSTS THEORY

The comparative costs theory (which suggests that each country will
specialize in the production and export of the commodity with the
lowest relative labor costs) fails to hold when there is no international
trade in equities. The reason is that the equilibrium production vector
will then depend on preferences and subjective probability beliels, in
addition to relative commodity prices and output-labor ratios; the
technological and price risks of the country will be fully borne by local
residents, and production decisions could not be separated from
preferences, including risk attitudes,

Figure 7.1 shows a typical single-country production equilibrium
when international trade in equities does not take place. TT is the
Ricardian production possibilitics curve of the home country, and UU
its highest affordable assets—indifference curve, E, represenis a stock
market equilibrium in which the country is incompletely specialized.
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FIGURE 7,1

Now, suppose that we open the cconomy Lo trade in eqguities and
assume that countries have the same distributions of ft(z), so that they
produce the same real equities. The stock market equilibrium of the
home country in the presence of international trade in equities is
described in Figure 7.2, Observe that the assets-indifference curves in
Figure 7.2 are generally different from the assets-indifference curves
in Figure 7.1, for the introduction of trade in securitics changes gen-
erally the equilibrium distribution of commodity prices, and the

Ty Zy7lfo, 4
FIGURE 7.2
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assets_indifference map depends on the distribution of commodity
prices.

The slope of the assets-budget line QQ is g—the relative world
price of real equity 2. E; is the producers’ equilibrium point, which
indicates a complete specialization in the production of commaodity 1
and type-1 real equities. E,. is the domestic investors’ equilibrium
point. The economy imports z; umits of type-2 real equities, and
exports L, — 2, units of type-1 real equities. Therefore, il interna-
tional trade in equities takes place, each country specializes according
to its comparative advantage—which is well defined by output-input
ratios, given that the countries have the same distribution of #{x).

We now give a two-country example in which in the absence of
international trade in equities cach country specializes in the com-
modity in which it has a comparative disadvantage. Tt is clear from
our previous discussion that specialization according lo comparative
advantage will be restored with the introduction of trade in equities,

EXAMPLE 7.1 Let the utility function of the home country be
(7.1) uley.c;) = logle, + log ¢3)

and that of the foreign country be (asterisks denote variables of the
foreign country)

ey *, e5%) = }-Dc!+}1_-'z{{.1¢]t.'1]u

.2
() u=4%logll, y=>0

Hence, both countrics are risk averse.
These utility functions yield the demand and indirect utility functions
{with an appropriate choice of ¥)

(7.3a) gy =1-—1
|
(7.3b) € ==
P
{7.3¢c) v =log(l — 1 — logp)
{7.4a) g =12
{7.4b) o = [ Ip

i7.4c) = pTrE(I
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where p is the relative price of the second commodity and I stands for
income, thatis, I = #,z;, + plzzs.

Letay; and a; ., i = 1.2, be the labor- output ratio of theith industry.
We assume that the home country has a comparative advantage in
commaodity 2, that is,

(7.5) Ao e
apy  apy*
We choose
(7.6 ap, = 19, e =72 L=72
(7.7) it =20, ap* =72 L* =40

Assume that there are two states of the world with equal probabilities
(7.8) a(l) =n(2) =4

These are both objective and subjective probabilities for cach country,
We assume also that each country has the same distributions of the
technological parameters, which are

(7.9a) Bi(1)=12, (2} =3
(7.9b) fi(1) = €, )=

We show now that there is an equilibrium of the world economy 1n
which there is no trade in equities and in which the home country
specializes in the production of the first commodity while the foreign
country specializes in the production of the second commodity.
contrary to comparative advantage.

To see this, consider the allocation of resources

(7.10a) =2, =—=1, =z=Z;=0

: _“!.1
i
{T.]ﬂb,‘l 2.*:21*:{}’ :z*zzi*= =2

aps*

This implies, using (7.3) and (7.4), the following equilibrium condition
in commodity markets in state « (using only the market for good 2):

1
cale) + cfa) = —— + Balx)
plz)
= el Z, + Z:*\]
= 20,(x)
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which yields

1
(7.11) pla) = q {a}’ w12

The marginal rates of substitution between assets, evaluated at the
allocation (7.10) and equilibrium prices (7.11), are given by

Evgfa)tyla)pla)
{(7.12) MRS= Enge0 (o)
E[B (z)z, + p{cﬂﬁ’zlﬁlzi = l — log PW]] "0 y(o ) plar)
T E[0(@)z, + plads(a)zz — 1 — log pl=)] "0, ()
_ 18
72
E[p(a)] ™[ 0,(afz,* + pla)0a(a)z;*]" " " ple)0;(2)
(L0} MRS == HeaiT ~f[ifaﬁa}zi* Pz T 0,a)
el
72
Henee, for
(7.14) g = ;g ::j < :j_;::; <q*= %

producers and investors choose the equilibrium values given in (7.10),
as shown in Figure 7.3,
The equilibrium consumption levels are

(7.15a) o, la) =0 () = 1 = g(l)=1, if2) =

(7.15b)  c5() = 0a(a) = G)=2 @)=
(T.161) ¢,*@) = p)fyle) = c*N)=1, *Q@) =1
(7.16b) c,*(x) = B(x) = oMl)=¢" oMY =e

These values are, of course, consistent with the commodity market
clearing conditions. This completes the example.

So far we have discussed identical distributions of the technological
parameters, which means that technological uncertainty is industry
specific but not country specific. It may, of course, happen that two
countries have different distributions of ! {z). In this case they produce
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different real equities while producing the same commaodities. Interna-
tional trade in goods and securities will not lead to specialization in
production if there exists a positive world demand for all securities,
Furthermore, a country need not export that commodity in which its
input-output ratio is lowest. However, we argue that in this case
comparative advantage should be defined with respect to real equities-
and, thus, a country exports that real equity in which comparative
costs are lowest.

72 FACTOR-PRICE EQUALIZATION

The factor-price equalization theorem is fundamental to the
Heckscher—Ohlin theory of international trade. It suggests that {under
certain conditions) free trade in commodities is sufficient to cause
factor prices to be equalized between countries even if there are no
world markets for factors of production. This theorem fails to hold
under uncertainty in the absence of international trade in securities.
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In order to ensure factor-price equalization in our model, one has
to ensure that the relative price of type-2 real equities, g, is equalized
among the trading countries. But trade in commodities does not bring
about equalization of g even in the case in which the traditional
conditions for factor-price equalization, such as the absence of special-
ization and factor intensity reversals, hold. Consider, for example, two
trading countries which arc identical in all respects, except that the
second country has more physical capital than the first. Let the stock
market equilibrium of the first country be described by E,' in Figure 7.4,

Zy £y

=Ty Ly

FIGURE 7.4

Clearly, if the Rybczynski line for capital changes, RR, does not
coincide with the wealth—portfolio line EE of the second country which
passes through E,'—where the wealth-portfolio linc is the collection of
optimal portfolio points for given relative real equily prices and
different levels of wealth (i.e., the asset space counterpart of the income-
consumption ling)—the stock market equilibrium of the second country
would consist of a different relative price of type-2 real equities—and,
thus, factor prices will not be equalized. Differences in tastes, attitudes
toward risk, and subjective probability beliefs may also prevent
factor-price equalization.

This does not mean that factor-price equalization is never expected
to hold, For if the assets—indifference curves of both countries are
linear with the same slope, then factor-price equalization will obtain,
Neutrality toward risk by both countries makes their assets—indil-
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ference ¢urves linear but not necessarily with the same slope, unless
their ordinal preferences are the same. But even if countries exhibit
risk aversion, the equilibrinm distribution of prices may be such as to
make the assets—indifference curves linear with the same slope.

Consider, for example, the case in which two countries have Cobb-
Douglas-type ulility functions which exhibit different depgrees of risk
aversion. The ordinal preferences may also differ, Given identical
technologies, the equilibrium price distribution is in this case such that
the vector [p(l)f5(1), p(2)04(2), . . ., p(S)B,(S)] is proportional to the
vector [,(1), #,(2), . ... #,(5)]. This means that in the equilibrium the
two types of equities—real equity 1 and real equity 2—are perfect
substitutes in the investor's portfolio, implying straight-line assets-
indifference curves with a slope equal to the factor of proportionality
between the two vectors, Hence, hoth countries have the same straight-
line assets—indiference field, implying factor-price equalization under
the standard conditions,

First, let us show that proportionality of the two vectors implies
straight-line assets-indifference curves, with a slope equal to the factor
of proportionality, for every utility function. Suppose that

(7.17) Aol pla) = 20, 1x), [l e Sete. R Bl |
Then
Evylo)B3(z)pla)
MRS = — -
Epfa)f ()
¥ Eu;{nc}iﬂ,[ai}
B Eum) ()

=

Second, let us show that (7.17) is implied by Cobb—Douglas utility
functions. Let the utility functions be

(7.18) w=let e, D<f p<l
(7.19) it = e, ¥ Fle* P, DYyl
Then, the market clearing condition lor good 2 in state « 1s

(7.20)  BLOe)zy + pleyaler)zy] + F2[0 ()2, + ple)alo)z* ]
= plaply(a)i 2, + Z,*)
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It is clear from (7.20) that {7.17) holds with
N fizy + .ﬂ*'_?lt
T Zy+ Zy* — fzy — Rt

since Z, + Z,* =23+ z,* and 0 < fi, f* < 1. The Cobb-Douglas
result holds also in a many-commodity world, as one can easily verify.

We have thus shown that in the case of Cobb-Douglas-type ordinal
preferences, factor-price equalization holds under the standard con-
ditions if there is no international trade in securities, Now, suppose
that we open the economies to trade in real equities. Then, for general
utility functions, if countries have the same distribution of (),
j=1, 2, that is, technological uncertainty is industry specific and not
country specific (this is the generalization under uncertainty of the
assumption of identical production technologies between countries),
then independent of preferences, factor-price equalization will hold.
International trade in equities will equalize relative real-equity prices
across countries, and thus is sufficient to cause factor prices to be
equalized under the standard conditions.

In the Heckscher—Ohlin model, commodity trade serves as a
substitute for factor movements if countries do not specialize; this is
due to the factor-price equalization theorem. However, it is clear [rom
our discussion that in the presence of uncertainty, commodity trade
does not substitute for factor movements—but trade in goods and
securities does substitute for factor movements, provided the distribu-
tion of f{a), j = 1, 2, is the same in the trading countries in addition
to the other assumptions. That is if the conditions.of the theorem are
satisfied, the opening of international markets for factors of production
will not induce international factor Aows (Mundell, 1957).

It is important at this point to recognize the strength of the as-
sumptions which assure factor-price equalization in the presence of
international trade in equities. Apart from the standard Heckscher-
Ohlin-type assumptions, it is required that countries have identical
sectoral-specific perfectly correlated technological uncertainty. Thus,
if India and the United States both produce the same crop, then not
only do they have to have the same density function of rainfall, but also
that when in fact 66.9 inches of rain falls in the United States, then
exactly 66.9 inches of rain falls in India. This means that we can hardly
expect factor-price equalization even in the presence of trade in
equities. Clearly, if there is no trade in equities {or for this matter
even some equities), then even under very strong assumptions factor-
price equalization cannot be expected to take place.

A=0

(7.21) A
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7.3 THE STOLPER-SAMUELSON THEQREM

The Stolper—-Samuelson theorem asserts that in the Heckscher-
Ohlin model an increase in the price of a commodity induces an
increase \in the real reward of the lactor in which this industry is
relatively intensive, and a reduction in the reward of the other factor
of production, Let us consider this theorem in the present [ramework,

Assume, first, that international trade in equities does not take
place. For simplicity, consider a small country that faces state-inde-
pendent commaodity prices (that is, which are not subject to uncer-
tainty), The production technology, however, is state dependent. Let
E, in Figure 7.5 describe the stock markel equilibrium of the country,
at which the highest affordable assets—indifference curve UU is reached.

1z

FIGURE 7.5

Suppose that the relative price of the second commodity rises. This
shifts the entire assets-indifference map, In general, the marginal rates
of substitution between type-1 and type-2 real equities and the assets—
indifference curves pivol as a result of the increase in the relative price
of good 2.

If the new assets—indifference curve which passes through E, is
steeper than UU at E,, as described by U'LV, the relative price of
type-2 real equities will rise—thereby inducing an increase in the real
reward (in terms of real equities) of the factor that is used more inten-
sively in the second industry. This is the Stolper—Samuelson theorem.
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However, if the new assets—indifference curve that passes through
E, is flatter than UU at E,, as described by U”U", the relative price of
type-2 real equities will fall —and the prediction of the Stolper-
Samuelson theorem will turn out to be wrong.

The following example demonstrates a situation in which the
Stolper—Samuelson theorem does not hold.

EXAMPLE 7.2 Let the utility function be
(7.22) u = logle; + log ¢;)

This yields the indirect utility function

(7.23) D= log({; —1+log p)

which implies

Evﬂﬂt}p{_&}ﬂz(a}
Evfo)f, (=)

= E[0,(2)ple) 2, + Baloizy — 1+ log pla)] ™' fa(a)
E[0,{a)plz) 'z, + falm)zy — 1 +log pla)] TR P

(7.24) MRS =

Assume now that 0,(x) = 1 for all &, plz) = p for all o and that at the
initial equilibrium

g=a=p=1

This choice of real-equity holdings can be assured by an appropriate
choice of production technologies and factor endowments. Then, the
derivative of MRS with respect to p, evaluated at the initial equilibrium,

15
¢ MRS =N = 1 | Z
o '“M‘[E(m}) ‘(Em—x}”

i ]
=Em—Vdrm

Hence, for sufficiently large Var[ 1/8,(2)], we get

which implies a decline in the output of the industry whose price has
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risen and changes in real factor rewards which are opposite to those
suggested by the Stolper-Samuelson theorem. This completes the
example,

Now, suppose that we open the economy to trade in real equities,
Then, for our country, the relative price of a type-2 real equity is
given, Figure 7.6 describes the new stock market equilibrium; the
production point is £,, and the portfolio point is E,.. The slope of
the assets-budget line is g; the relative world price of type-2 real
equities. It can be secen that an increase in ¢ will induce resource
movements toward the second industry, and increase the real reward
of the factor that is used more intensively in that indusiry, Hence, the
Stolper-Samuelson theorem holds with regard to changes in equity
prices. It does not hold with regard to commodity prices. For if, for
example, a commaodity price goes up and equity prices do not change,
real rewards to factors of production in terms of equities do not change.

-1z 2y

FIGURE 7.6

74 THE RYBCZYNSKI THEOREM

The Rybezynski theorem points out that if commaodity prices are
kept constant but the endowment of some factor rises, the industry
using that factor relatively intensively expands—and the industry
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using the other factor relatively intensively contracts. This theorem
also fails to hold under conditions of uncertainty i there is no inter-
national trade in securities.

Consider Figure 7.4, Suppose EE stands for the wealth-portfolio line
of the home country, which is derived from the assets-indifference
curves. It is clear that the Rybczynski line need not coincide with the
wealth—portfolio line. The increase in the endowment of the factor used
more intensively by the second industry at unchanged real-equity prices
would cause output changes indicated by points on the Rybczynski line.
However, if real-equity prices are unchanged, demand for real equities
would be indicated by points on the wealth- portfolio line, which is not
an equilibrium situation. It is seen from Figure 7.4 that real-equity
prices have to change, although the distribution of commodity prices is
kept constant, in order for the local demand for real equities to match
local supply. The diagram indicates that the relative price of type-2 real
equities will decrease; in the new equilibrium, expected output of the
second industry will be larger—but the expected cutput of the first
industry need not decline.

Furthermore, from portfolio theory we know that the wgalth effect
on securities is not unambiguously positive, so the wealth-portfolip line
need not be positively sloped. Il demand for type-2 real equities re-
sponds negatively to an increase in wealth, the expected output of the
second industry could decline,

When international trade in equities is allowed, a small open
economy faces given real-equity prices. In this case an increase in the
endowment of a factor of production will generate the Rybezynski
effect because equity prices do not change Hence, in an uncertain
world the Rybczynski theorem is saved if properly reformulated;
namely, if what is kept constant is equity prices and not necessarily
commuadity prices. This is very clear if we remember that in an economy
with stock markets, production decisions depend on equity prices and
not on commaodity prices.

7.5 THE HECKSCHER-OHLIN THEOREM

The Heckscher—Ohlin theorem links the pattern of trade to factor
intensities and factor endowments. There are two definitions of relative
factor abundance—the quantity and the value definitions. The quantity
definition is based on relative factor endowments, while the value

h.‘ :: .-. His
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definition s based on relative factor prices. The Heckscher—Ohlin
theorem under the quantity definition of relative factor abundance
requires more stringent conditions than under the value definition of
relative factor abundance. We concentrate, therefore, on the value
version which states that a country exports the commodity which is
relatively intensive in the factor whose relative reward prior to trade
is lower than abroad.

That this theorem fails to hold under uncertainty, with or without
international trade in equities, is clear from the fact that the pattern of
trade may be state dependent (see Chapter 6); that is, a country may
export one commodity in some states of nature, yet import this com-
maodity in other states of nature,

Can the pattern of equity trade be linked to fuctor intensities and
factor endowments? If we were assured that the postirade relative
equity prices lie between the pretrade relative equity prices of the
country, then we could have provided an affirmative answer using the
standard argument of the value version of the Heckscher—Ohlin
theorem. The preceding condition on equity prices is satisfied if the
pretrade preferences over securities prevail also in the posttrade
situation. However, no such assurances exist. The opening af trade
changes the distribution of commodity prices, which, in turn, changes
the preferences over securities. The change in preferences may induce
posttrade real-equity prices to lie outside the pretrade bounds,
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Chapter 8

Commercial Policy

The theory of commercial policy deals with both welfare and positive
issues [Corden (1971, 1974)]. The welfare theory assesses the social
benefits and losses from tariff systems. The positive theory is concerned
with the direction and magnitude of resource reallocation effects under
the influence of tariffs,

This chapter analyzes commercial policies in the presence of un-
certainty, We analyze the general equilibrium effects of a tariff on the
allocation of resources between the importable and exportable sectors,
and welfare losses from tariffs. We apply the tools of analysis of
protection in the presence of uncertainty only to tariffs: the effects of
uncertainty on other commercial policies, such as production subsidies
and quotas, can be similarly analyzed, We begin with a brief review
of the traditional (deterministic) analysis of tariffs.

81 THE DETERMINISTIC MODEL

Assume that there are only two products in the economy—the
exportable 1, and the importable 2. From the factor endowments of

ng
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the economy and the two production functions, a production possi-
bility curve, TT in Figure 8.1, can be derived. Assume that the country
fices a given world price ratio (the small-country assumption) repre-
sented by the slope of BB in Figure 8.1. The point of tangency to the
production possibility curve of a line with such a slope determines the
production equilibrium point .

good 1

g

FIGURE 8.1

Assume that consumers are identical in tastes and endowments,
Let OI be the income-consumption line associated with the price,
ratio given by the slope of BB. Given production at P and the world
price ratio, income is 04 in terms of good 2, or 0D in terms of good 1.
Consumption equilibrium is at point C, where the income-consump-
tion line OF intersects BB,

Figure 8.1 shows that the production of good | exceeds the consump-
tion of good 1, with the excess being exported, while the consumption
of good 2 exceeds the production of good 2, with the excess being
imported. The value of exports and the value of imports are equal at
the given price ratio.

Now consider the imposition of an ad valorem tarill on imports.
A tarill raises the domestic price of good 2 relative to that of good 1.
The tariffi-inclusive domestic price ratio is indicated by the slope of
the line B'B’, The tarifl thus leads to a production shift away from
good | toward good 2; the new production point is P, This is the
production effect of the tariff. The tarifl also leads to a movement from
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the income—consumption line 0/ to the income-consumption line 01
This is the consumption effect of the tariff. Assume that the tariff revenue
is distributed back to consumers in a lump-sum fashion. The new
consumption point must be at C”, where the posttariff income-
consumption line 00" intersects the new trade possibilities line BB,
where B"B" is determined by the world price ratio and the posttariff
production point.! The lower level of income at world prices (OF
instead of 04) means that welfare losses are associated with the tariff.

8.2 PROTECTION UNDER UNCERTAINTY

We have seen that in the standard deterministic two-sector economy
the imposition of a tarifl induces a resource flow from the export ta
the import-competing industry il the external terms of trade do not
change. This is the small-country case. It is also known that in the
large-country case; that is, in the case in which the import (export)
volume of a country influences its external terms of trade, an imposition
ol a tarifl may induce a resource flow out of the import-compeling
industry and into the export industry, This is known as the Metzler
paradox (Metzler, 1949), In the small-country case the imposition of
the tariff necessarily reduces the internal terms of trade, because the
external terms of trade do not change. Since domestic compelitive
resource allocation is governed by the internal terms of trade, the
deterioration in the internal terms of trade that follows the tarill leads
to an expansion of the import-competing industry and to a contraction
of the export industry. Hence, the tarifl is protective in this case. In
the large-country case the imposition of a tarill may inerease the
external terms of trade at a rate which exceeds the rate of tarifl, in
which case the internal terms of trade will improve, thereby reversing
the direction of resource flow. If this happens, the tariff is said to
protect the export industry and not the import-competing industry.

We show in this section that in the presence of uncertainty a tariff
need not provide protection to the import-competing industry even
in the small-country case. The situation in which this may occur is
one in which there is international trade in commodities but no
international trade in securities, If there is international trade in
securities, a tarifl provides the conventional protection.

" IF the tarill proceeds were not distributed back to consumers, the consumption
point would have been ', which corresponds to the income line B'8',

/!
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This paradox stems from the fact that in our model the allocation
of factors of production is governed by equity prices, and it depends
on commaodity prices only to the extent that they influence equity
prices. In the absence of international trade in securities, domestic
equity prices are internally determined, since domestic risks are then
fully borne by domestic residents, Now, the imposition of a tariff
in a small country necessarily worsens the internal commodity terms
of trade in every state of nature. However, its impact on relative equity
prices, which determines the interindustry resource flow, depends on
whether the tarifl will shift the demand for equities toward the import
competing sector or away from it. If tariff proceeds are not redistributed
back to consumers, then the shilt in the demand for equities can go
either way, and we present an example in which demand shifts toward
the equities of the exportable industry, in which case the tarifl does
nol protect the import-competing industry. We also show that when
tariff proceeds are redistributed back to consumers, a “small” tanff
protects the import-competing industry if both goods are normal in
consumption. This contrasts with the deterministic case in which the
redistribution policy is not relevant for the protective effect of a tariff
in the small-country case (it is though important for the large-country
case),

We now turn to our model. Consider an ad valorem tariff on the
second commodity, assuming that the second commodity is imported in
every state of the world, The effects of the tarifi on the allocation of
resources between the two sectors differs according to whether inter-
national trade in securities takes place. We begin with the case of no
international trade in securities, so that domestic residents bear all
domestic risks.

A No International Trade in Securities

The tarif-inclusive assets—indifference curves (which, along with
the production possibilities curve, help determime the production of
the economy) are given by

(8.1)  Ep[(l + tplx); 0(x)zy + (1 + Dploddafe)zy + Tl 0]

= constant
where ¢ is the tariff rate (assumed to be state independent), and Tiz, 1)
the state- transfer payments. It tanifl proceeds arc redistributed back

to consumers, Tix, 1) equals tariff proceeds in state =, and it 1s equal to
zero if tariff proceeds are not redistributed.
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The tarff-inclusive marginal rate of substitution between real
equity 2 and real equity 1, assuming that the individual perceives
that the transfers he receives from tariff proceeds are not affected by
changes in his portfolio, is given by

E(l + fiplad@siehe[(1 + thpla);
O (mzy + (1 + Oplalzz + Tl 1]

E6,()n[(1 + 0p(a); 0@z,
+ {1 + Ople)@,lx)z, + Tia, 1]

(82) MRES(zy, 25510 =

Let us start with a discussion of the case in which tanll proceeds
are not distributed back to consumers; that is, the government 15
using the revenue from tariffs in order to purchase commodities which
do not influence consumer behavior or pay them out to foreigners.’
Remember that in the small-country deterministic model a tanifl
protects the import competing industry regardless of whether tariff
proceeds are redistributed. In the present case,

(8.3) T, =10 forall ¢ and pe=:1, i gi8

From (8.2) and (8.3) 1t is readily verified that a change in the tariff
rate twists the assets—indifference curves at every point (z,, z,), and
changes the margmal rate of substitution between real equities 2 and 1,
This results from the fact that the tariff changes the mean as well as
higher moments (such as the wvariance) of the distribution of the
relative nternal price of good 2.

In Figure 8.2, point £.° denotes the pretarifl stock market equilib-
rium in which the pretaniff assets—indifference curve Uyl is tangent
to the production possibilities curve TT If the posttariff assets—
indifference curve, which passes through the initial point £,°, is steeper
than UL, like LS U, the new equilibrium must be at a point on
TT to the right of E,”; that is, resources are moving away from sector |
and into the import-competing sector, sector 2, which is the standard
case. Il the posttarifl assets—indifference curve which passes through
E.% is flatter than U,U,, like U,Uy, the new eguilibrium must be at a
point on TT to the left of E,°; that is, resources are moving away from
the importable goods sector and into the exportable goods sector. In
the second case, a tariff does not protect the import-competing sector,
contrary to the deterministic case. The following is an example in

* The first case oceurs if, for example, the government uses tarifl proceeds to provide
* public services, and the utility function is additively separable in private and public gnods.
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By
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FIGURE 8.2

which this paradoxical result occurs. This is essentially the same as
Example 7.2 which shows thal the Stolper—Samuelson theorem does
not hold.
EXAMPLE 8.1 Let the utility function be
u = loglcs + log o)

This yields the indirect utility function

I
p= ]ng{“ i 1+ Tog[tl + Ejp]}

where | stands for the consumer’s disposable income. This implies
[using (8.2) and (8.3)]
E[BL{M}(I == ”_11'5'{&]'_ 2, + Byla)z, — 1
+ log(1 + t)pla)]™ ' Oyle)
E[8 (o)1 + 8)" 'pla) ™"z, + Os(z)z; — 1
+ log(1 + 0)p()] ™ *By(2)(1 + 1)~ "plo) ™
Assume now that 0,(x) = 1, 8,() = 1, for all &, ple) =1 for all o, and
that at the initial equilibrium

MRS(z,, z;3:1) =

t=10

A P
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These initial conditions imply that commodity | is exported in all states,
since initially ¢, = p = 1 < #,{a)z, = f,(x). The stockholders’ choice of
these real equity holdings can be assured by an appropriate choice of
production technologies and factor endowments. Then, the derivative
of MRS with respect to t, evaluated at the initial equilibrium, is

d MRS(z,, z5; 0) 1 A Ly
L S PO - S i O R
it 5 i {2) [ (GLEHJ) (Fﬂuffi})

1 1

Hence, for sufficiently large Var[1/8,(x)], we get

d MRSz, 231 0) <0
ot

This implies that, for a *small” tariff, U,U, in Figure 8.2 is the post-
tariff assets—indifference curve, Therefore, the imposition of the tariff
leads to a contraction of the imports-competing industry and an
expansion of the export industry.

In the absence of uncertainty, the variance of 1/0,{z) is zero and the
paradoxical result does not arise, In the presence of uncertainty, the
paradoxical result can arise because of the negative effect that an
increase in ¢ has on the demand for type-2 real equities, holding their
returns constant. This can be seen as follows. Write the indirect utility
function as

v =log{fy(a)(l + 8 'z, + 2, — 1 + Bt}

where B{1) = log(l -+ t). It can be shown that an increase in B re-
duces the demand for type-2 real equities. Now, an increase in the
tarifT rate has two eflects. It increases B, resulting in a decline in the
demand for type-2 real equities, and increases the return on type-2 real
gquities, resulting in an increase in its demand. The first effect, which s
a negative income-type effect, dominates in this case when Var[1/6,(z)]
is large enough. This completes the example.

Consider now the case in which taniffl proceeds are redistributed
back to consumers. In this case, state-a transfers (that is, the tanff
rate times the value of imports) are implicitly given by
(84) Tlo 1) =tpla)ies[(1 + t)pla; Bz, + (1 + 1)

w (a(2)ple)z; -+ Tie, t)] — 020002 3[gi0)]}
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where ¢5() is the second commaodity demand function, and 4(1) is the
equilibrium relative price of type-2 real equity. which is a function of the
tariff rate, Notice that from (8.4), we gel

(8.5) T, ) =10

dTix, 0)

e pla)fes] pla); 042z, + yla)pla)z,]

= 030 Z[ 401 ]}

That is, a zero tariff rate obviously must give rise to a zero amount of
tarifl proceeds, and the rate of change in the tarniff proceeds for a small
tariff is equal to imports evaluated at world prices.

We show now that if both goods are normal, the paradoxical result
cannot appear in the case of a small tariff. In order to see this, dil-
ferentiate (8.2) with respect to ¢ and evaluate it at ¢ = 0 using (8.5)
to obtain

ﬁMRSlz.,za:ﬂ}__ 1 . i
ot B el
+ Euvy o) pla)] 8afa)

+ Evgla)[ pla)]?e,la)04(2)
— MRS(z,, 23; O)[ Evyy(a)plac) ()
+ Evyla)plaey(o)d(=)]}

where vy, is the derivative of ¢y with respect to its first argument. *
MNow,
i =uey)
bjp = Upp = o = — gty — Oy

where ¢y = ey /a1 and peyy = 1 — ¢4, Substituting these relationships
in the above expression, we get

0 MRS(z,, 23: 0) L
e B .
ot Eoia)iya) (Ea@p@) (e, («)

+ MRS(z,. 200 Eu ey (o) plode i)

(8.6)

If both goods are normal, the marginal propensities to spend on the
goods are positive and the expression in (8.6) is positive. This mcans
that for normal goods a small tarill will twist the assets—indifTference
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curves in Figure 8.2 50 as to make them steeper, as from U,U, to
U, Uy, and thus provide protection 1o the importable goods sector.

At this point it is useful to reconsider the relationship between the
Stolper-Samuelson theorem and the protective effect of a tarill. In
the deterministic Heckscher-Ohlin model, it is customary to use the
Stolper-Samuelson theorem in order to show that tariff protection
increases the real income of the factor that is used relatively intensively
in the import-competing industry, and that it reduces the real income
of the other factor, The argument is as follows. According to the
Stolper-Samuelson theorem, an increase in the relative price of a
good induces a resource movement into the industry whose relative
price increased and away from the other industry. This resource flow
increases the real income of the factor that is used more intensively
in the expanding industry and reduces the real income of the other
[actor. Now, a tarifl raises the domestic relative price of importables
and thus simulates the Stolper-Samuelson effect.

However, in Chapter 7 we provided an example (Example 7.2) in
which, in the case of no international trade in equities, an increase in
the price of a good leads to a low of resources away from the industry
that produces that good, causing a decline in the real income of the
factor used relatively intensively in that industry and an increase in
the real income of the other factor. This example had one normal and
one neutral good, so that according to (8.6) if we were Lo use the data
of the example in order to evaluate the effect of a tariff with tarifl
revenue redistribution, we would have found that the tariff is protective
in the sense that it increases the output of the import-competing
industry and the real income of the factor used relatively intensively
in that industry. I, however, tarifl proceeds are not redistributed, the
effect of a tariff is in line with the Stolper-Samuelson effect. We see,
therefore, that under uncertainty the Stolper-Samuelson effect is not
necessarily the same as the tarill effect. This divergence stems from the
fact that in the case of a tarff with revenue transfers, the revenue
transfers generate income effects on the demand for assets which are
absent in the case of an exogenous price change. These income eflects
are nol important for the determination of the direction of resource
flows in the deterministic model, but they are important under uncer-
tainty. This is why the Stolper-Samuelson and the tarifl effects coincide
in the deterministic model but not in our stochastic model.

Finally, observe that an equity subsidy, that is, a subsidy given 1o
an industry at the financing stage, will unambiguously induce the
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expansion of that industry. In Figure 8.3 we reconstruct the initial
equilibrium shown in Figure 8.2, the real equity-price ratio being q.
A subsidy to sales of real equity 2 decreases to ¢° the relative price of
real equity 2 to investors, and drives a wedge between that relative
price and the marginal rate of transformation ¢", leading to a new
equilibrium E.'. Thus, resources will move away from sector 1 and
into sector 2 regardless of the subsidy’s size,

slope "

slope q'

b Py

FIGURE 8.3

B. International Trade in Securities

Consider the case in which the economy trades with the outside
world in both commaodities and securities. By the small-country
assumption, without a tariff, commodity prices and sccurity prices
are given to the home country, A tarifl raises the local price of the
importable goods; but how doés a tariff affect the stock market value
of the importable-goods industry?

Since a tariff at a rate of 100¢ percent increases the price of the
second commodity by 100¢ percent in every state of the world, it
increases by 100¢ percent the return on each unit of 1ype-2 real equities.
It is therefore clear that if the price of type-2 real equities does not
change, it will become very attractive to foreign and local investors—
who will shift their portfolios from foreign type-2 real equities to the
local ones. This will result in a 100 percent increase in the price of
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local type-2 real equities in order to eliminate profitable arbitrage,
The local type-2 real equity provides a return of (1 + it alahplz) in
every state o, while the foreign type-2 real equity provides a return
of O3(z)ple) in state . Hence, one unit of local lype-2 real equity is
now equivalent to (1 + 1) units of foreign type-2 real equities.

This means that the price of local type-2 real equities has increased
from g to (1 + t)g. Thus, following a tarifl, resources move away from
the exportable-goods industry and into the importable-goods industry,

83 WELFARE LOSSES FROM TARIFFS

In the standard deterministic model it does not matter whether
tariffs are specific or ad valorem since every specific tariff has an
ad valorem equivalent. In the case of uncertainty, and in particular
in our model, it is important whether the tariff is spectfic or ad valorem,
A state-independent ad valorem tariff has a specific tarifl equivalent
which is state dependent, and conversely, a state-independent specific
tariff has a state-dependent ad valorem tariff equivalent. But a state-
independent ad valorem tariff does not change the structure of returns,
whereas a state-independent specific tariff, or its state-dependent
ad valorem equivalent, change the patterns of returns, This difference
is important and we will expand on it at a later stage. (Observe also
that in a deterministic inflationary situation, the two tarifls are not
equivalent unless the specific tariff is indexed to the price level)

We now turn to an analysis of the welfare implications of com modity
trade taxes under uncertainty, We continue to assume that the second
commadity is imported in every state of the world. Let us start by
considering the case in which international trade in securities does
not take place,

In Figure 8.4, point E." denotes the pretariff stock market equilib-
rium at which the community reaches an expected utility level U U,

Suppose that an ad valorem tariff is imposed on imports, twisting
the assets-indifference curves. For the present purpose, it is irrelevant
whether the tariff rate is state dependent. In Figure 8.4, the posttariil
production and portiolio point is E, at which the economy reaches
an expected utility level U'U", In Figure 8.5, the posttariff consumption
equilibrium point is E/(z), at which the indifference curve et (e) is
tangent to B'{x)B'(a). The slope of B'(x)B'(a) is (1 + fipiz), where ¢ is
the tarifl rate. Given the posttariff production point Px) and the
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amount of tariff revenue returned to consumers, the consumers’ budget
line is BBz, Bla)Biz) is the trade possibilities ling in stale o, the
slope of which is p(x). The posttariff consumption pomt E;{x) 1s al the
paint of intersection of Ble)B(z) and B'(2)B(x). Observe that the second
commodity is imported,

Welfare losses from the tariff are demonstrated through a backward
movement from the posttariff equilibrium to the pretarifl equilibrium
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in two separate steps. In the first step, the production and portfolio
composition of the economy do not change from the posttarifl equilib-
rium, but the tarill is removed; this will be shown to involve a welfare
gain. In the second step, the economy adjusts its production and
portfolio; this will be shown to involve an additional welfare gain, The
analysis is carried oul under the assumption that foreign commodity
prices do not change.

First, consider the pretariff assets-indifference curve that passes
through E, in Figure 8.4, which is denoted by UU. Given that pro-
duction and portfolio compesition, without a tariff the economy con-
sumes at point E,{x), which lies on a higher indifference curve wio)u(x) in
every state of the world (Figure 8.5). Therefore, the assets- indifference
curve UL indicates a higher level of expected wtility than does U0
Hence, the first step toward free trade involves a welfare gain.

Second, consider the [ree-trade equilibrium E.” in Figure 84, in
which the pretariff assets—indifference curve UYU" is tangent to the
production possibilitics curve, Obviously, U°U" indicates a higher
level of expected utility than does UU, Hence, the second step toward
[ree trade involves an additional welfare gain,

Mow consider the case in which the economy trades with the
outside world in both commodities and securities, The new pretarifl
stock market equilibrium is depicted in Figure 8.6.* E2 is the produc-
tion point, E is the portfolio point, and U%U° indicates the pretarifl

! We assume, although it is not necessary, that type-2 securities are imported,
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expected utility level. The slope of the Q@ line is g, the price of a type-2
real equity in terms of a type-1 real equity.

As already explained, a tariff at a rate of 100t percent, which in-
creases the return on each unit of type-2 real equity by the same
percentage, will result in a 100r percent increase in the price of a local
type-2 real equity,* This means that the price of local type-2 real
equities is now (1 + ©)g. On the horizontal axis, we measure type-2
real equities in local terms. This means that if the economy imports,
say, 100 units of type-2 equities in local terms, it imports in fact
100(1 + ¢) units of foreign type-2 equities.

We can now analyze the effect of a tanff by means of Figure 8.6,
A tarifl generates two effects. First, the assets-budget line changes its
slope from ¢ to (1 + t)g and becomes Q'Q" instead of Q0. The new
production point is now E,,. Second, the tariff generates a new indif-
ference field, as already explained. U'U” is the highest tariff-inclusive
assets—indifference curve which passes through E.., the posttariff
portlolio equilibrium point. UU is the pretarifl assets-indiflerence
curve which passes through E;_.

It is clear that in the situation described in Figure 8.6, the tariff
reduces welfare—because U'U" represents a lower expected utility
level than does UL, due to the argument based on Figure 8.5, and the
cconomy will move to a still higher assets—indifference curve U®U™in
the free-trade situation. However, this need not be the case. Using the
same notation, an alternative situation is depicted in Figure 8.7, Here
we see that the economy can choose a portfolio, represented by the

* Mote that the tarill actually generates a new type of assel. But in the simple case
discussed above, the relurns on the new assel are a linear combination (with all the weight
on the type-2 loreign real equity) of the returns of the pretarifl existing assets. More
generally, when the tariff rate is state dependent, the new assel may provide returns which
either are or are not & lincar combination of the returns of the pretan( existing assets,
In the former case, the so-called “spanning condition”™ is satisfied [see, in particular,
Ekern and Wilson (1974) ], and the value of the new security will be a linear combination
of the values of the existing securitizs. But in the second case, the value of the new security
cannot be derived from the prices of the pretarill existing securities, 'Whenever the
spanning condition 15 not satisfied, it is not possible to prove gencially that a taniff reduces
wellare, becanse the new type of seourity penerated by the tarifT has a positive welfare
effect due toats increase of the attainable consumption set. Observe also that this problem
does not exist when there is no international trade in securities ; in this case, the now type
of nsset generated by the tanfl replaces the old asset, and our proof of welfare loss applies
irrespective of whether the spanmng condition is satisfied. These remarks are relevant in
particular for comparisons of specific with ad valorem tarnifls, but we do not consider this
issue here.
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point E;_, which was not feasible in the pretariff situation. Hence, it
cannol be seen from the geometrical analysis that the tarif-inclusive
assets—indifference curve which passes through E.. represents a lower
expected utility level than does U°U°, Nevertheless, we now show by
means of simple calculus that a tariff necessarily reduces welfare in
this case—the case of an ad valorem state-independent tarifl rate in
the presence of international trade in goods and securities.

Let cY{z) and ¢(x) be the optimal two-dimensional consumption
bundles, corresponding respectively to the posttarifl and pretariff
situations. From concavity of the ordinary utility function u{-), we have

b

87 ¥ weule®] < ¥ a@ufc)]

s
+ 2 m(x) Vule@@)][ez) — cfxl]
a=]

where nl2) is the subjective probability of state , Vu[-] is the gradient
vector [ the vector of partial derivatives of w(-)], and the last term on the
right-hand side of (8.7) the inner product of the two veclors.
From the standard consumer first-order conditions, we know that
Vu[ela)] = nyla)[1, pla)]

where vz) is the marginal utility of income in the pretariff situation in
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state o Hence,

5
(8.8) ¥ mlo) Vulela)][c'e) — ela]
a=1
L. ]
= ¥ almylm)ey'(z) + pla)es'(a) — oyle) — pledesfal]
a=1

Let(z,', z,")and (z,, z,) be the posttariffand pretariff optimal portfolios,
Then, we have from the consumer budget constraint

(8.9 oa) + plajegla) = 0(x)=, + Oalz)pla)z,
and

(8.10) ¢ Ma) + (1 + Oplodesla) = 0y(x)z," + O3la(1 + fpla)zy’
+ tpla)[ey' () — O2(2)Z,"]

where Z,' is the posttarill production of local type-2 real equities, and
the last term on the right-hand side of (8.10) is the tariff proceeds.
=," is expressed in terms of local type-2 real equities.”
Substituting (8.9) and (8.10) into (8.8), we get
¥
(#.11) Y wfz) Vule(@)][c'(=) — el)]

a=1
3

= ¥ aleul@)[8,(x)z + Oa(a)plalz,
L

— 0 (w)zy — Os(a)pla)z; + tpladdyla)z,' — Z2]
From the assets—budget constraint, we have
{8.12) i (l Fi)gzsf = Z (1 + g2yt
(8.13) o+ gy =2 + qZ;

where Z; is the pretariff production of type-j real equities. Substituting
(8.12) and (8.13) into (8.11), and making use of the first-order condition
for the optimal portiolio choice, (5.24), we obtain

5

(8.14) Y mio) Vulela)][ i) — elz)]
1

a=

5
=(Z,'+qZ,' — Z, —gZ;) ¥, mlx)p(x)0,(x)
a=1

* Imparts of foreign type-2 real equities (if they are impotied) are {2, — 22001 + 1)

...ll:I T " 4

——
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From net market value maximization (the tangency of the Q0 and
the Q" curves to TT in Figure 8.5), we have

Zlr g2y — 2, — g2y =0

Thetefore, the right-hand side of (8.14) is negative, which, together
with (8,7), implies

5 %
¥ mleulcx] < ¥ mlaulel)]
=] a=]

This proves that the posttariff expected utility level is smaller than the
pretariff expected utility level.

In Appendix A, it is shown that the following represents the change
in expected utility resulting from a small tariff:

2
i8.15) EE E {u,:ajp{a}[c"zp[a}pm — DylxlgZ5q)]

2
+ vyle) [ plo)0y000) — 0, (z)g]? [i—fﬁ = zthl] }

where 5 (x) is the pretarifl own price effect of the compensated demand
for ¢ in state o, which is negative; Z,'(q) the derivative of the general
equilibrium supply funetion of type-2 real equities with respect to g,
which is positive; vyle) the pretarifl income derivative of the marginal
utility of income in state «, which is negative due to the concavity of
w(*); and dz,/di the derivative of the demand for type-2 real equities
with respect to the tariff rate, evaluated at ¢ = 0.

It is clear that (8.15) is negative, so that a tariff incurs a welfare loss.
Also observe that in the certainty situation described by & ,{x) = 8,(x) =
1 and plx) = g, for all o, this expression reduces to

=

5 o {5, — Z3)

which is the conventional measure for welfare losses from tarifls.
The first term in the parentheses (c§,) represents the consumption
effect, while the second term (Z,’) represents the production effect.
In the present context we have, in addition to the consumption and
production effect, a portfolio effect, which is represented by the second
part of (8.15).
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Chapter 9

Gains from Trade

There are gains from international trade in a world of full certainty
becausc trade enlarges the set of consumption opportunities of a
country. This chapter shows that under conditions of uncertainty the
same reason implies gains from trade for a small country even though
we do not allow for complete risk-sharing arrangements,

We shall consider gains from two types of trade: in commodities
and in securities. This we shall consider for both small and large
countries as well as for situations in which commodity trade is restricted
by tariffs. We shall see that the deterministic argument concerning
gains from trade cannot be used in all these situations, but welfare
gains from trade can still be proved in some of them,

9.1 GAINS FROM TRADE FOR
A SMALL COUNTRY

Let us start with the small-country case. We use the diagrammatic
apparatus developed in Chapter 6 to demonstrate the presence of
gains from international trade in commodities and securitics. The

127
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analysis involves two stages: first, starting from complete autarky,
international trade in commodities is introduced ; second, the economy
opens to international trade in securities,

The pretrade position of the country is represented in Figure 9.1
by point E," at which the assets-indifference curve U, U, is tangent to
the real-equity transformation curve TT, The autarkic position for
the state of the world e is represented in Figure 9.2 by the production
and consumption point P%z). The relative price of good 2 is endoge-
nously determined within the country, and is given by the slope of the
indifference curve uyla)uglz) that passes through point P%(z).

¥|.2| -

0_ 0
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%275 41}
FIGURE 9.1

MNow suppose that we open the economy to international trade in
goods. Allowing for international trade in commodities at a relative
price shown by the slope of the line Blie)B(x), the home country could
export #,(2)Z," — ¢,'(a) units of good | to obtain ¢,z — Hala),"
units of good 2 without changing the production composition, and
thus improve its state-z wellare position to the level shown by the
indifference curve uy'{e)uy’(2), This gain in welfare in every state of
the world, which necessarily implies an increase in the level of expected
utility obtained from the original portfolio, is represented in Figure 9.1
by a new assets—indifference curve U/,,'U," which passes through the
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original production—portfolio point E.°, This curve is a member of a
new map of assets—indifference curves denoted by primes. '

The highest achievable expected utility level is shown by the assets-
indifference curve U,'U7,’, and the new production—portiolio point
which is common to this curve and to the real-equity transformation
curve is E,.

The total gain [rom commodity trade can therefore be decomposed
into

(1) the gain attributable to consuming at prices different from the
original home prices—the movement from the assets-indif-
ference curve U, Uy, to the assets—indifference curve U,'U ', and

(2) the gain attributable to the change in production and port-
folio—1he movement from the assets—indifference curve U, U
to the assets—indifference curve U'U,"

! Mote that for any portiolio (=, z2) the stope of the new assets indifference curve
evaluated al this point would vsually be different from the slope of the original assets:

indifference curve, hecause the marginal rate of substitution between 2, and 2, is generally
a function of the distribution of prices.
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Observe now that so far we have not used the small-country
assumption, This means that our argument about gains from com-
modity trade applies to both small and large countries, interpreting
the slope of B(a)B'(x) as the postcommodity-trade state-o equilibrium
relative commodity price.

Mow let us return to the small-country case, and let the economy
open to international trade in equities at a relative real-equity price ¢
which is lower than the pretrade relative real-equity price. Commodity
prices are assumed to remain the same; that is, in evety state o the
relative price of good 2 remains the same. In Figure 9.3 the presecu rities-
trade position of the country is represented by the point E,' (recon-
structed from Figure 9.1). Allowing for international trade in real
equities, the production point moves from E/ to E,,(at E,, the marginal
rate of transformation equals g) and the portlolio point moves from
E. to E,,, thus improving the welfare position of the country to the
level shown by the assets—indifference curve U, U, A similar welfare
improvement can be exhibited for a q larger than the initial one.
Hence, international trade in securities at security prices different
from the home prices in the presence of only trade in commodities
necessarily improves welfare.

The result of this section implies that there are pains from inter-
national trade even if large uncertainties are invelved. To see this,
consider a small country which does not have any technological

i
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FIGURE 9.3
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uncertainty; that is, f(z) = fi0z) =1 for all a=1,..., 5 Without
international trade in goods and securities, this country faces certain
commodity prices, and the composition of its consumption and
production are state independent: in other words, the country lives
in a standard world of full certainty, Now, suppose our country is
opened o international trade in commodities with random [oreign
prices; our proposition states that the country will gain from inter-
national trade independently of how wildly foreign prices Quctuate.
If, in addition, it opens to international trade in equities, it will expern-
ence additional welfare gains.

In Section 9.3 we shall discuss gains [rom restricted trade for a
small country, and m Section 9.4 we shall discuss gains from trade for a
large country.

92 AN IMPROVEMENT IN
THE TERMS OF TRADE

A well-known proposition in the deterministic trade theory is that
an improvement in the terms of trade of a country is always desirable.
We shall now consider this premise under conditions of uncertainty,

Consider an improvement in the terms of trade in some state of the
world. Two ex-post (state-z) free-trade situations—before and after
the improvement has ocewrred-—are shown in Figure 9.4 for a given
portiolio [z, z3).

It is seen that the improvement in the terms of trade shifts the
budget line from Bia)#iz) to B'(x)#3«), and results in a welfare gamm—
the movement from indifference curve ufzhu(z) to indifference curve
e (o)

Assume, first, that international trade in equities does not take place.
Figure 9.5 represents the expected utility change for this case. Point
E, is the stock market equilibrium point before the improvement in
the terms of trade takes place. The indifference curve UL represents
the expected utility level in this situation. Now suppose that the terms
of trade improve in some states of nature. The gains in welfure in every
state that were exhibited in Figure 9.4 imply a change in the assets—
indifference field such that the new assets-indifference curve passing
through the initial portfolio peint E, in Figure 9.5, U"U", indicates a
higher level of welfare than does the old assets-indifference curve
passing through that portfolio point, UU, Hence, even il domestic
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investors da not change their portfolio composition, they will be
better off. But with the new terms of trade, E, is no more the stock
market equilibrium point. If equity prices do not change, then in the
situation described in Figure 9.5 there will be an excess demand for
type-2 real equities and their relative price will go up. Point E,’ describes
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the new equilibrium point.* Since U’'U’, which passes through E,'
represents a higher expected utility than U™, the change in portfolio
composition introduces an additional welfare gain,

When international trade in equities takes place, we cannot know
a priori whether an improvement in the terms of commodity trade of
the country leads to a welfare gain or loss, unless the terms of equity
trade have not changed. If the terms of equity trade remain the same,
then there is a welfare gain whose existence is easily established by
the same method as in the case of no trade in securities (except that in
the present case, production will not change and only the portfolio
composition will change),

It s, however, very unlikely to have changes in relative commaodity
prices without changes in relative equity prices. The precise relationship
between the movement in the terms of commodity and equity trade
depends on the nature of the disturbance that triggered the change.
For example, suppose that type-1 real equitics are imported, If g falls
(that is, there is a deterioration in the terms of equity trade), the loss
from that change may more than offset the gain resulting from the
improvement in the terms of commaodity trade. As a result, the country
may suffer & net loss,

9.3 GAINS FROM RESTRICTED TRADE

In this section we consider the gains from trade in the presence of
a tarifl at a fixed rate. The level of the tariff rate is arbitrary, call it 1,
but is kept constant throughout the analysis. The present discussion
includes the special case ¢ = 0; that is, unrestricted commodity trade.
We will show that:

{a) I tarifl proceeds are not redistributed back to consumers,
then restricted trade in goods is preferred by consumers to
complete autarky, and restricted trade in goods and unre-
stricted trade in securities is preferred by consumers to only
restricted trade in goods,

ibj If tarifl proceeds are redistributed back to consumers, then
restricted trade in goods is preferred by consumers to complete
autarky,

* Point E,' necd nol be (o the right of £, as one can see from Example 7.2 The

indifference curve UL may happen to be flatter than U0 at E,. This, however, does
not change the present wellare srpument,
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{c) If tariff proceeds are redistributed back to consumers, then
restricted trade in poods and unrestricted security trade is
preferred by consumers Lo complete autarky.

We were not able to show, in the presence of a redistribution of tariff
proceeds, that trade in goods and securities is preferred by consumers
to trade in only commodities. We believe that in this case trade in
securities may be harmful, although we were not able to construct an
example which demonstrates it. The reasons for our beliel will be
explained later.

A, Gains from Restricted Trade
when Tarifi’ Proceeds are not Redistributed

For the case in which the tariffs are not redistributed back to
consumers, the argument of Section 9.1, concerning the gains from
trade, applies. The reason is that the results of Section 9.1 depend
neither on the structure nor on the source of the structure of prices
with which consumers are faced when trade opens up. In the present
case consumers are faced with new commeodity prices (1 + t)plx),
where plz) is the world relative price of good 2.

B. Gains from Restricted Trade in Goods
when Tariff Proceeds are Redistributed

Let ¢(a) and c(z) be the equilibrium consumption bundles corre-
sponding to the posttrade and pretrade situations. From the concavity
of the utility function «(-), we have

5 5

(9.1) Y mlwulela] — Y mlemca)]
1 1

= a=

3
< ¥ mlo) Vuleta)][ele) — )]
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where n(x) is the subjective probability of state o, Vu(-) the vector of
partial derivatives of u(+), and the last term on the right-hand side of
{9.1) the inner product of two vectors.
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From standard consumer first-order conditions, we have
9.2) Vil ()] = ufer O[1. (1 + £)p(a]

where vz, 1} is the marginal utility of income in the posttrade situation
in state e, and 1 1s the tariff rate.
Substituting (9.2) into{9.1), we get

L

5

19.3) Y omleulcl)] — ¥ mia)ul et(e)]
1

=1 a=

&
= 2 ml@ufa, ) eylx) + (1 + Ople)eaa)

g |

—ey'(a) = (1 + thplades'(a)]

Let (z,% z,") be the posttrade equilibrivm portfolio vector, and
(£, £;) the pretrade equilibrium production (portfolio) vector,
From the consumer budget constraint,

94)  oi'(2) + (1 + thplefes’la) = Oy(m)z," + Byla)(l + Opla)z;’
+ IF{{:] [C}_I{a} - ﬂ;{u}zil]
Assuming that commodity 2 is imported in all states,” the last

term on the right-hand side of (9.4) is positive [or all &, given t > 0.
Hence

(G4a) o) + (1 + Ople)es'(e) > Gz, + a1 + tiple)z,’
No commodity trade implies
(9.5) el = Oi{)Z;,  i=1,2

while no international trade in securities after trade in commodities
takes place implies

(.6} L"r = Zr =", i=1.2

where ¢' 1s the posttrade domestic equilibrium relative price of real
equities of type 2.

* This assumption is needed when restricted trade i compared 1o no trade, bul is
net needed when free trade (that is, 1 = 0} is compared to no trade
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Substituting (9.4a), (9.5) and (9.6) into (9.3), and using the first-order
conditions for the portfolio composition problem [see (5.23)], we get

& 5

(9.7) ¥ mlaulela)] - Y mleulcta)]
1

=1 a=
=
< ¥, nla)nle, O[0(2)Z,

a=1

+ (1 + Hpley ) Z; — 0402, — (1 + Opla)i{n)Z,']

3
=(Z,+¢2Z; - Z,' - 'Z)) E el 1)

x=-l

=0

r
The last inequality follows from net market value maximization, which
implies Z, + ¢'Z, — Z,' — ¢'Z,' < 0. This completes the proof.

C. Gains from Restricted Trade in Goods
and Unrestricted Trade in Securities
when Tarifl’ Proceeds are Redistributed

The proofis similar to that in Section B above except that superscript
t now denotes the variables associated with trade in both goods and
securities, and instead of (9.6), we have

(28] '+ gzt = g2

where ¢ is the foreignly determined relative price of type-2 real equities,

We return now to the comparison between trade in goods and
securities and trade in commodities only with a redistribution of
tariff proceeds. When consumers make portfolio decisions, they do
not take into account the impact of the peortfolio composition on
tarill revenue which affects their welfare level. Hence, they choose a
suboptimal portfolio. This is true regardless of whether trade in
securitics takes place. Therefore, we here compare two second- (third-7)
best situations, and we do not know which is preferred by consumers.
The reader can check that the proofl of Sections B and C cannot be
used to prove superiority of trade n goods and securities over trade
in goods only.
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9.4 GAINS FROM TRADE FOR
A LARGE COUNTRY

We explained in Section 9.1 that there are gains from commodity
trade regardless of whether the country is small or large. Here, we
discuss, therefore, only the problem of gains from security trade for a
large country.

The potential loss from security trade for a large country lies in the
possibility that as a result of trade in securities its terms of commodity
trade will be adversely affected in at least some states of the world.
We cannot exclude this possibility, neither could we prove that at
least some countrics have to gain from security trade,

It has been shown by Hart (1975) that in an economy with incom-
plete markets, the addition of a market may be harmful to all market
participants. Since our model is a model with incomplete markets,
although not exactly like the model used by Hart, his resull suggests
that there may well be circumstances under which free trade in com-
maodities only will be preferred by all countries, or at least by some,
to free trade in goods and sccurities,
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Chapter 10

Efficient Intervention
in Financial Capital Markets

In this chapter we present three arguments for intervention in
financial capital markets, and we analyze the optimal policy for each.
In the first case, the country possesses monopoly power in security
trade. In the second case, unremovable tariffs exist and their impact
cannot be counteracted by means of intervention in commeodity
markets. In the third case, there exists a risk of default on foreign
security holdings,

10,1 FIRST-BEST TAXATION OF EQUITIES

We present here an argument for equity taxation which is the
counterpart of the optimal tariff argument. For this purpose we assume
that our country has no monopoly power in commodity markets;
that is, it faces given commodity prices in every state of the world.
In addition, let us assume that there are no restrictions on trade in
commodities. Should the government intervene in this situation in

139
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international capital flows? We want to show that the answer is nega-
tive if the country has no monopoly power in equity markets, and
positive if it possesses such power.

First, consider the case in which the country is a price taker in
equity markets. Its stock market equilibrium is described in Figure 10.1
(a reproduction of Figure 6.4); E,; is the production point, and E,,
the portfolic composition point.

I Iy

L

FIGURE 0.1

Suppose that taxes (subsidies) are imposed on the purchase of
equities, and their proceeds are redistributed in the form of lump-sum
transfers. Then, investors will be induced to choose a point on QQ
which may differ from E,.. Obviously, the investors’ welfare level is
reduced il they choose a point which differs from E.

Now, suppose that taxes (subsidies) are imposed on the sale of
equities, the proceeds of which are redistributed in a lump-sum fashion.
Then the production point may move away from E,,, but the terms at
which equities are exchanged with the rest of the world will remain
equal to the slope of Q. Hence, the portfolio composition will have
to be chosen from points on a line which is parallel to, and not higher
than, Q. Obviously, this means that welfare does not improve as a
result of such policies, and it may even deteriorate,

It is also clear that there exists no combination of taxes (subsidies)
on purchases and sales of equities which increases welfare. Hence,
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since taxes (subsidies) on equity imports (exports) can be conswdlered
as combinations of taxes on purchases and sales of equities, they also
cannot lead to a wellare improvement.,

Mow consider the case in which the country has monopely power
in equity markets but not in commodity markets. This may happen if,
for example, in the rest of the world there are no perfect substitutes for
domestic real equities of type 1 (the exported equities), but there are
perfect substitutes for domestic type-2 real equities. This happens
when f4(2) is the same at home and abroad, but #,(%) has a different
distribution at home and abroad. For the diagrammatical exposition
it 15 then convenient to assume that local residents find it unattractive
to hold foreign type-1 real equities. Let us represent that moenopoly
power by a foreign offer curve 00 in Figure 100.2; an offer curve which
i5 not a straight line,

rgal equily 1
A

= real equity 2

FIGURE |12

Following Baldwin's well-known exposition (Baldwin, 1948, 1952),
we can superimpose the offer curve on the diagram in Figure 10.1 and
shide its origin along the transformation curve in order to generate the
portfolio possibilities locus—curve CC in Figure 103 CC is the col-
lection of external points of the offer curve, the origin of which is
slided along the transformation curve.

E, the point of tangency between an assets-indifference curve and
CC, is the optimal portfolio composition. P is the production point
which enables the attainment of £, Q¢ is the price line at which eguities
are exchanged with forcigners at the optimal allocation (optimal only
from the point of view of the home country).
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I, L,

FIGURE 10.3

By construction, the slope of the transformation curve at P equals
the slope of CC and UU at E, and they are larger than the slope of Q0.
Therefore, a tax on imports of type-2 real equities at a rate which equals
the difference between the above-mentioned slopes will support the
optimal allocation.

10.2 A SECOND-BEST ARGUMENT
FOR EQUITY TAXATION

It is clear from previous discussions that in the absence of impedi-
ments to trade, a country which has no monopoly power in commaodity
and security markets will do best by maintaining a [rec-trade policy.
Since tariffs are a fact of life, it is of interest to know what type of
policies should be followed in their presence, provided they cannot be
removed or neutralized indircetly by means of policies in commodity
markets. This question was previously posed by Kemp (1966) and
Jones (1967) in the context of international movements of physical
capital (that is, international factor movements) in a deterministic
world, They showed that in the presence of unremovable tanffs, and
no possibility of intervening in commodity markets, the second-best
policy generally calls for taxes or subsidies on earnings from domestic
physical capital invested abroad or on foreign physical capital invested
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in the home country. This statement is valid even il the home country
has no monopoly power in foreign trade,

In this section we analyze optimal intervention in financial capital
Aows in the presence of unremovable tarifls and the absence of feasible
policy toals for intervening in commaodity markets. We show that it is
optimal to tax sales of equities by the (commaoditly) import-competing
industry at the tariff rate, and that taxation of equity purchases may or
may not be required. I required, it 15 not possible to determine whai
type of equity should be taxed (we continue to assume that there is no
international movement of factors of production). The equity tax fully
reverses the resource flow into the import-competing industry that was
induced by the tariff, so that the production pattern is restored to that
prevailing in a regime of free trade. We also show that in the case in
which ordinal commeodity preferences can be represented by a Cobb
Douglas utility function, it is optimal to abstain from intervention in
equity purchases. The same result obtains for every utility function n
the limiting case of full certainty. A discussion of this result in relation
to the standard theory of international trade is provided at the end of
this section,

Let us start the analysis by solving the optimal portfolio composition
and the production point on the transformation curve, Then, we shall
determine the structure of security prices which supports this allocation.
From this price structure, we shall be able to derive the required taxes
on sales and purchases of equities.

The planning problem of the portfolio composition and the choice
ol a production point can be represented as'

(10,1} choose z,,2,. 4, =0
Lo maximize
Ev[pla); 0y(x)z, + pladlalodz; + Tl zy, 22, Z5)]
subject to
2, + Gz, < 2(Z,) + G2,

where Fle) = (1 + f)pix), §=(1 + t)qg, 15 the tarifl rate, and 2,[2”
the functional form of the transformation curve. (See Chapter 8 for a

' Here we assume that tarill proceeds are redistributed back to consumers. 11 tari
proceeds are not redistributed, then it is easy to see that the second-best policy calls
for no intervention in the security market. However, if tariff proceeds are wsed Lo supply
public services and these influence the utility level, owr qualitative results still hold.
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discussion of the relationship between tariffs and the price structure.)
As the reader can see, this formulation assumes that the second com-
maodity is imported in every state of the world.

Tiw, zy,22.Z) describes the functional relationship between tariff
proceeds—which are redistributed in a lump-sum fashion—portfolio
composition, and the production pattern. T(*) is implicitly defined by

(10.2)  Tle.z,,23,Z5) = tpla}{c.[pla); O0i(a)z, + Pla)bylu)z,
4 Tl zyi22: 23] = BaledZs )

From (10.2), we obtain

, OT . tpla)0(z)ey(e)
ko) 0z, T 1 = tp(a)eale)
oT | tpla)plo)fa(a)esia)
(10.3b) 0z, = 1 = tpla)ealx)
aT iplee)tyle)
3 s 0= —7 s
(10:3%) 52, Y= "1 = p@ea@

¢4 is the derivative of ¢, with respect to income. Hence, assuming
that both goods are normal and that the tariff rate does not exceed
100 percent, we have

q—T[m]}U. i=1,2
Zj

and

ar

e

BZ;I )
For notational convenience, we have suppressed all arguments in the
functions except for the state of the world. This procedure will be
followed throughout the present discussion.

Using p as the Lagrangian multiplier, the first-order conditions for

an interior solution of problem (10.1) are

dT

(10.4a) E u[{a}]:B,{a] +
E?'Zl

[a}}—n=0

(10.4b) Epyfx) [ﬂﬂt}ﬁg{a} + g {u}] — g =0
x
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o~

T =
(10.4¢) Evy) (:z (o) + (@ + 2,) =0
2

where 2,' = d2,/dZ, is the negative value of the marginal rate of
transformation.

Producers choose a production point at which the marginal rate of
transformation equals the relative real-cquity price faced by them; that
is, they consider the relative selling price of real equities. Thus, without
tariffs and other interventions, production will take place at Z,% such
that

(10.5a) q=-212,"

With the tarifl and no intervention in capital markets, they will choose

Z5' such that

{10.5b) g<f=—2,(Z5)

Since the transformation curve is concave, (10.5a) and (10.5b) imply
Tz

Now, letting Z37 stand for Z, which solves (10.1), (10.4c) implies

I ar. . ot
{10.5¢) g+ . Evy(z) 7 (x)= —2Z,(Z%)

Hence, since the second term on the left-hand side of (10.5¢) is negative,
(10.5h) and (10.5¢) imply

Z% < Z,

The tarifl protects the second industry, inducing it to attract more
resources than it would have attracted without the tariff. In this case,
optimal intervention in capital markets requires that a tax be imposed
on sales of type-2 real equities in order to discourage the overexpansion
of that industry. The tax per equity should be

1 dT
(10.6) = =3 Eryiz) iz ()

in terms of type-2 real equities, as one can see from {10.5c).

If r < 1g, the equity tax only partially reverses the resource flow
induced by the tariff; if T = 1g, the equity tax overcompensates for the
resource flow induced by the tariffl. We now show that = 1g, which
means that the optimal equity tax just offsets the impact of the tariff
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on the pattern of production, implying
2 =2,
In order to prove that T = tg, we substitute (10.4b), (10.3b), and
(10.3c) inta (10.6) 10 obtain
Tl Er-‘,iﬂt]ﬁﬂiﬁfiz -
i IE#,;M[?MJH!{M + (0T{a)/Pz3) ]
1 BP0 — o]
Eve)pla)faa0 1 = tpla)esle]

= Iq

Mow let us see the implications of an optimal portlolio composition.
From (10.4a) and (10.4b), using {10.3a) and (10.3b), we obtain

Enfe)pla)taa)[ | — tp(aeai)] ™!
Evfx)0,(a)[1 = tpla)epiz)] ™’

However, if § is the relative real-equity price for investors, then an
investor who considers the redistributed tanifl proceeds as lump-sum
transfers will choose a portfolio composition which equates his mar-
ginal rate of substitution between z, and z, to §. Hence, his portiolio
choice satislies '

(10.7) 7=

Eno)pia)0,(x)

10.8 ih
G 1= (@0, (2

In general, the right-hand side of (10.8) may be #arger than, equal to,
or smaller than the right-hand side of (10.7), both evaluated at the
optimal allocation. 11 it is larger, then the optimal policy calls for a
tax on the purchase of type-2 real equities, IT it is smaller, the optimal
policy calls for a subsidy on the purchase of type-2 real equities.

Now consider a special case in which commodity preferences can be
represented by a Cobb-Douglas utility function

{10.9) e e =(el "M, 0<B p=<l

It can be verified that the function representing the demand for the
second commodity, derived from (10.9), is given by
. |
{10.9a) cala) =8 _-:-u J
pla)

where [(a) 15 the disposable imcome in state @
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Differentiating {10.9a) and multiplying by ip(=), we obtain
i
10,90 i ' =
[ ) plajeyiz) = fi E

Substituting (10.9b) into (10.7) vields § = §. This means that when
commodity preferences are represented by a Cobb-Douglas utility
function, the optimal policy calls for no intervention in the purchase
of real equities.

Although we do not know which type of real-equity purchuses
should be taxed in order to support the optimal allocation, we can
show that if equity purchases of the import-competing industry have
to be taxed, the tax rate should be smaller than the tarifl rate, This is
equivalent 1o saying that the investors™ relative real-equity price §
should be larger than the producers’ relative price .

In order to prove the last statement, divide (10.7) by (1 + ¢) to obtain

= En(ep@0,()[1 + 1 — Ple)cyfo)]

T Enfa)0y(@[1 — tpla)enfz)]

_ Enfa)plada(@)[1 + {1 — my(2)}]

Evfa)0 ([ 1 — tpladealz)] !

_ Evfa)p(@)lala)[1 + tmy(=)] !
Evy(a)0y(2)[ 1 = tple)eqfa)]
Hl‘ﬂ&}ﬁ{,ﬁ_ﬂ“zlﬂ:

EIQIHH-’,[M

=§
where (%) is the marginal propensity to consume commodity i in
state o, which is positive due Lo our normality assumption. The last
equality is obtained from (10.8).

The analysis of this section can also be applied to the case of no
international trade in securities, In that case, it can also be shown that
the investors' § should exceed the producers’ relative real-equity price.
Since there is no trade in securities, the wedge between the investors’
and producers’ prices can be secured by a tax on the purchase of type-2
real equities. In this case, however, we cannot determine the impact of
the tax on resource flows between the two industries,

Let us conclude this section by examining our results in the limiting
case ol full certainty. In this case, (10.7) and (10.8) imply § = g; we also
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.

have i = pand g = p, with assets-indifference curves which are straight

lines with slope B. The stock market equilibrium of an economy is

described in Figure 10.4,

Ty Z" =y

&

P Lg%y
FIGURE 10,4

Production takes place at E,, where the marginal rate of trans-
formation equals 4. Q0 is the assets-budget line whose slope is §
[=(1 4 t)g = (1 + t)p]. The assets-indifference curves are represented
by lines which are parallel to Q. Hence, any point along 00 is an
optimal portfolio point, so line {0 also describes portfolio income,
However, consumers receive lump-sum transfers which egual tanfl
proceeds, Disposable income is represented by BB, where BB is parallel
to @@, and the consumer chooses E,_ as his optimal consumption
bundie,

Mow, commodities are exchanged with the rest of the world at p
units of good 1 per unit of good 2. The line E_E, , whose slope is p
{ = g}, represents these trading opportunities. Hence, the situation de-
scribed in Figure 10.4 is an equilibrium situation. It is also clear from
Figure 10.4 that the allocation (E,,, E.) is optimal, provided no
intervention is permitted in commodity markets,

In more traditional terms, Figure 10.4 describes a situation in which
producers of commodity 2 pay a commodity tax whose rate just equals
the tariff rate. This is, of course, the optimal policy i only producers
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can be taxed. In the certainty case, the stock market obviously plays no
significant role, but we have chosen o present this discussion m order
to show the connection between our analysis and the traditional one,

103 OPTIMAL INTERVENTION IN THE
PRESENCE OF CONFISCATION RISKS

In this section we consider a rather unorthodox problem which is
intimately related to international trade in securities, 1t can be argued
that investments abroad are not equivalent to domestic investments,
because foreign investments bear the additional risk that their returns
may be confiscated. Will market forces fully take into account this
possibility, or is there room for a welfare-improving intervention in
capital markets?

Keynes expressed the following view on this issue®:

Consider two investments, the one at home and the other abroad,
with equal risks of repudiation or confiscation or legislation re-
stricting profit. It is a matter of indifference to the individual
investor which he selects, But the nation as a whole retains in the
one case the object of the investment and the fruits of it; whilst in
«  the other case both are lost. If a loan to improve a South American
Capital is repudiated, we, as a nation, still have the houses. 1f the
Grand Trunk Ralway of Canada fails its shareholders by reason
of legal restriction of the rates chargeable, or for any other cause,
we have nothing. I the Underground System of London fails its
sharcholders, Londoners still have their Underground System.

Keynes identifies here a divergence between private and social
benefits in foreign investments, which can be corrected by public
intervention. We show that in a related problem in which there is a
positive probability of confiscation of returns on foreign security
holdings, & subsidy should be given to exported securities. This is
required in order to correct external effects which exist in such situations
and which put a wedge between marginal private and social valuations,
The precise nature of these externalities will now be explained.

? See Kemp (1964, p. 2001 It does not seem 10 be important whether we deal with
foreign seeurity holdings or direct investment abroad
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Consider a situation in which the international flow of profits is
discontinued with probability «. This can result from a foreign con-
liscation of the returns on foreign security holdings of the home country.
We shall assume that in such cases the home country retaliates by not
paying out dividends to foreigners and that these dividends are paid
out to local stockholders as lump-sum iransfers,”

We assume that the probability of the suspension of dividend flows
is independent of the state of the world which realizes, as well as of the
volume of security trade. Usually, one may expect = to depend on the
volume of equities exchanged between the home country and foreigners,
IT foreigners are averse to control by the home country over their
industries, the probability of their suspending dividend fows may
increase with the share of ownership of foreign industries by the home
country. On the other hand, the larger the exchange of equities, the
more foreigners will lose as a result of such a disruption. Henee, it is
not clear how n changes with the volume of equity trade, so we assume
that it is constant.*

The assumption that & does not depend on the state of the world is
more disturbing. One can expect confiscation in the states of the world
in which the net flow of dividends is favorable to the home country
{remember that in some states of the world the home country gets a net
inflow af dividends, while in other states it experiences a net outflow).
But by the same argument, the hame country may also wish to discon-
tinue dividend payments in some states of the world,

Now, il every country confiscates dividend payments in states of
the world which are unfavorable to it, security trade will be eliminated.
We assume here that foreigners initiate a confiscation after the exchange
of securities takes place and before the realization of a state of the world.
If the confiscation decision is known before trade in securities takes
place, it eliminates the incentive to trade in securitics—a case which is
not interesting. Hence, the confiscation decision is assumed to take
place only after the exchange of securities, On the other hand, the fact
that the confiscation takes place before the realization of 2 makes the

U IF foreign-owned dividends are confiseated and paid out to local stockholders
according to their relative shares in domestic indusiries, the problem is not significantly
different, but the optimal policy is modificd.

* The same argument applics (o Bhagwati and Srinivasan [1976) who consider a
disruption of trade in commodities. I the probability of trade disruption is sssumed to
depend on the volume of equity exchange with the rest of the world, there ts an argument
for intervention which is similar to the one discussed in the first section of this chapter
{concerning the monopoly power of a country in trade).

L Sy
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disruption-nondisruption distribution independent of the distribution
of a.

Since the home country is small, we assume a given distribution of
commodity prices, and that this distribution is independent of whether
dividends are confiscated,

Maturally, the confiscation problem is more relevant for a large
country than for a small one. However, our purpose is to isolate factors
which may require intervention in capital markets and which do not
stem from monopoly power. Il a country has monopoly power in (rade
in securities, there is a elear case for an optimal tax on security imports
which is similar to an optimal tarill, as shown in the first section of this
chapter.

We now present the formal model. If m, the probability of confisca-
tion, is equal to zero, then an owner of one equity of type j pays q;
and receives the vector of returns [p,(1)6,(1), ..., p,(8)2,(8)]. This is
independent of whether the equity owner is a domestic or foreign resi-
dent, and of whether he is a holder of a domestic or foreign equity.

If @ is positive, we have to distinguish between foreign and domestic
residents, as well as between [oreign and domestic equities. A domestic
resident holding a foreign real equity of type j receives the vector
[0,....,0] with probability = and the vector [ p(1)0,(1), . .. ,p5)0(S)]
with probability 1 — 7. (This can also be looked upon as if the number
of states is doubled, but we shall not adopt this approach.) A domestic
resident holding a domestic real equity of type j receives the vector
[p0)6(1), ..., p(S)8,(S)] with probability one.

A foreign resident holding a domestic real equity of type j receives
the vector [0, .. ., 0] with probability z and the vector [p 1381}, .. ..
pi(S)(5)] with probability | —m.

Let g;f be the price of a foreign type-j real equity. This is the price
which a foreign resident {as well as a domestic resident) has to pay for
this sceurity.

Let ;" be the price that foreigners are willing to pay for a do-
mestic real equity of type j. The prices satisfy ¢;" = g, because a
foreign owner of a foreign type-j real equity gets more than a foreign
owner of a local type-j real equity in case of confiscation, and gets the
same in case no confiscation takes place.

Finally, in case confiscation takes place, local residents receive
lump-sum transfers which are equul 1o the locally confiscated dividends.

If there is no intervention in financial capital markets, producers
choose a production pattern [Z2,(Z,"), Z,"] at which the marginal rate
of transformation equals g,/q¢,", assuming that type-2 real equities are
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imported.® ¢, is the price of domestic type-2 rea} equities. (We shall
relate it to g, and ¢, after presenting the consumer problem.) On the
other hand, domestic investors solve in equilibriom the problem

(10.10) choose z,% z,% z,F.zF =0
(o maximize
nEe plak; @y(a)z," + plo)By(miz," + Tla)]
+ (1 — mEe[pla); By()zy" + 2,5) + p@ala)iz;" + 7))
subject to
g1 2.t + gzt + 4,52, F + 4,72, 2 ‘IJLZJ{ZQ,{I] + g2 25"

T} consists of confiscated foreign dividends in case confiscation takes
place, z;* 15 domestic holdings of domestic type-f real equities, and
z;" is domestic holdings of foreign type-j real equitics, j = 1,2,

Observe that for the proposed prices and pattern of trade to reflect
an equilibrium situation, z,* = Z," has to solve (10.10), and z," which
solves (10.10) has to be positive. Hence, since a unit of z," provides a
higher marginal expected utility than a unit of z,", the fact that the
investor chooses positive quantities of both of them implies g, > g,F
(= g2")

Now, since ¢," = g,* and a unit of z," provides a higher marginal
expected utility than a unit of 2,"%, the investor will choose to abstain
from foreign purchases of type-1 real equities; that is, z," = 0 solves
(10.10).

The investors take T(z) as given {as a lump-sum transfer). But 7{x)
depends on the pattern of production and aggregate portfolio composi-
tion. In particular,

(10.11) T(w) = 0,(@)[2,(Z4) — 2,%]

where we substitute Z," for Z, in (10.10), The right-hand side ol (10,11}
describes the dividends that have to be paid out to foreign investors in
state o« in the absence of confiscation (remember that [oreigners invest
only in the first industry).

It can be seen now that the competitive equilibrium is inefficient.
When a domestic investor considers a marginal increase in 7, he does
not take into account its effect on T(z). However, if the community

increases z,% confiscated foreign dividends will decline. Hence, the

* We have chosen a particular pattern of trade in securities in order to simplify the
exposition. It is also possible to use the apposite pattern of rade
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price ¢, underestimates the marginal cost of an increase in z,"; that is,
the social marginal cost of holding 2,"% exceeds the private marginal
cost of holding z,". This means that optimality requires that the investor
pay more than g," for domestic type-1 real equities, It is also efficient
in this case to have the producers’ price equal the investors’ price, since
there are no external effects between producers and investors. Hence,
the optimal policy calls for a subsidy to exports of equities (type-1 real
equities if we assume that the optimal policy does not reverse the pattern
of security trade). The optimal subsidy equals the social value of the
decline in T{z) which results from a marginal increase in z,%. Hence,
the optimal subsidy per equity is

1 ;
(10.12) sub,= 3 aEu[ pla); 0,(2)z, + plodfsimza + T(a)]0,(x)

where p is the marginal expected utility of wealth, and everything is
evaluated at the optimal allocation. For a detailed derivation of this
result, see Appendix B,

It 1s difficult to assess the impact of the optimal policy on resource
allpcation, The transition from an equilibrium without intervention to
an equilibrium with optimal intervention involves both real-income
and substitution effects. These effects may work in oppasite directions
as far as resource allocation is concerned,

Considet, for example, domestic holdings of domestic type-2 real
equitics, (The following discussion relies on compensated demand
functions.) The increase in real income (expected utility) associated with
the transition from a suboptimal to an optimal allocation may increase
or decrease the demand for this security, because in portfolio problems
the income effect is not unambiguously signed [see, for example, Cass
and Stiglitz (1972)]. In addition, we have two price effects. The increase
in the price of z;" generates a substitution effect whose nature is
unknown; it is nol clear whether the optimal price of z," is larger or
smaller than ¢,, so cven the own-price effect cannot be evaluated.
Since local holdings of local type-2 real equities are just equal o 7,
this means that the flow of resources in the production sectors is also
ambiguous,

The difficulties just described can perhaps be best demonstrated by
means of Figure 10.5. EF represents the transformation curve between
Z, and Z,. The slopes of FG and H1 are g,%/q,", describing the rate
of exchange of z," for z;* through foreign trade. This is determined by
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L
AT 41

FIGURE 10.5

the rest of the world. The ruled surface EFG represents the boundary
of the feasible portfolio set of the economy,

Suppose that D is the equilibrium point without intervention, and
that the circular line ABCD describes the intersection of EFG with the
indifference surface which passes through D.® The indifference surface
has to cut into EFG in the direction of the z," axis, because the marginal
social valuation of z," is smaller than the private one. The private
valuation in terms of z," is represented by the slope of JK at D (= the
slope of EF at H) and, in terms of z,%, by the slope of HI (= the slope
of FG) at D. It can also be shown that the slope —dz,"/dz," of the
indifference surface at point D is smaller than the slope of LM at D.
Hence, ABCD has to have a portion below LM. (It need not, however,
have the portion to the right of JK.)

Now, the optimal point is somewhere within the circular line
ABCD. If it happens to be to the right of JK, then the transition [rom
D to the optimal point involves a decline in the output of the second

® This mdifference surface consists of all the combinations of (z;%, 2;", 22" for which
nEpla): 002,227 + pla)y(a)zy] + (1 = mEu[pla); 8 )zt
+ pladitiaiz;t + 2551 = constant

at the equilibrivm expected utility level, Orbserve that il is convex to the origin. The
surface EFG is implicitly defined by

a5t ot — a2t =0

(=g a5 i=0
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industry and in local type-2 real-equity holdings. However, local
holdings of loreign type-2 real equities increase, and so do local and
foreign holdings of local type-1 real equities. 1T the optimal point
happens to be within BCD; local holdings of forcign equitics and
foreign holdings of local equities both decline, while resources move
from the second to the first industry, It is also easy to see what happens
when the optimal point is either in ABD or below LM, so we shall not
describe it, Mote, however, that when the optimal point lies to the lell
of BD, the export subsidy to type-1 real equities leads to a decline in
the output of industry 1, while when the optimal point lies below CD,
the optimal policy increases the exchange of securities with the rest
of the world.
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Chapter 11

A Dynamic Reformulation

So far our analysis was confined to a two-period world; after the
second period the world ceases to exist or just repeats itselll In this
framework there is no trade-off between consumption and portfolio
investment. Although the choice of portlolio is dictated by preferences
over consumption, it is not possible to increase consumption at the
expense of security purchase. This means that savings, as defined in
the usual sense, are absent, Hence, this model has some static features.

In this chapter we suggest a dynamic extension in order 1o remedy
these shortcomings. Qur extended version contains an infinite horizon
and introduces explicitly the trade-off between present period con-
sumption and savings. We shall show that the dynamic version pre-
serves some important characteristics ol the two-period model. We
shall also present an example which illustrates an equilibrium structure
of the dynamic model.

1.1 THE MODEL

Let the intestemporal von Neumann-Morgenstern utility function
of the home country be

(11.1) U= @) O<b<l

=14
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where & is a discount factor {which is equal to one over one plus the
rate of time preference) and superscript t denotes a variable in time 1,
For example, ¢,' is consumption of the first good in period ©. This
convention is also used below.

We denote now by o' a state in period t. A state of the world is
described by the infinite sequence (2!, o, ..., of,...). We assume
that the set of states and the distribution over it are the same in each
period. Put differently, o' can be considered as an identical indepen-
dently distributed random variable for all r,

We assume also that equities are one-period securities. This means
that the purchase of an equity today entitles its holder only to the
equity’s share in profits tomorrow. After the distribution of profits,
the equity has no more economic value, In every period, firms issue
one-period equities in order to finance factor payments.

Given the portfolio composition from period ¢ — 1, (27!, 24 "),
portfolio income in state ' i period t is

(11.2) ') = py' )8,y (@)2 T + pa' (o) 02y

The income of factors of production in period r, in state ', is equal to
the value of newly issued equities by the home firms:

(11.3) Z'a') = q," (o'W Z, [q'te)] + ()2 [ g ()]
(We omil factor endowments (L, K) in writing the supply lunctions
Z[- 1)

The home country can choose in peniod (-state &' consumption
and new equity purchase whose total value does not exceed portlolio
plus factor incomes. Hence, the period r—state &' budget constraint is

(1L4)  py"eey (o) + pa'le b (o)) + g (o) [ 2, (") + gf(2")z,0a)]
= pa'()0, (o))" 4 pa'le)0,lat) !
+ g (@ Z, [q'o)] + ()2 3[4 ()]
= 2'{a') + Z'{o)

In our two-period model, we had two numeraires; a numeraire for
the first period and a numeraire for the second period. The only
relative prices that mattered were relative commodity prices and
relative security prices. There was no significance to a price of a good
in terms of a security, or vice versa. This was of course a result of the
structure in which securities were traded in one period and goods
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were traded in another period; goods and securities were never traded
simultaneously,

Now the situation is different, as one can see from (11.4), Goods
and securities are traded simultaneously in every period. Observe,
however, that in the case of certainty it is still true that the relative
price of goods is equal to the relative price of securities; the relative
price ol securities today has to be equal to the relative price of goods
lomorrow {[rom arbitrage considerations). Suppose also that in the
case of certainty the relative price of goods is the same in every period.
Then the relative price of equitics today equals the relative price of
goods today. Does this imply that commodity prices equal equity
prices? The answer is no, since the difference between the increase over
time in the absolute price levels of goods and securities reflects the
interest rate, which is positive due to time preference,

The problem of the economy now is to maximize the expected
value of {11.1) subject to the infinite sequence of budget constraints
(11.4) This is a dynamic programming problem which can be solved
by means of Bellman's principle of optimality,

Let V({7 ", &5 %, o') be the maximum of

E 2_, (8Y "l e (e, ¢alz)]

subject to (11.4) with 7 substituted for t. Then, we have by the principle
of optimality (omitting &' from &', ¢3!, 2,', 22"
(115 Vi L2t e
=max[ule;, ex) +d E P8 20t ], o=0,1,...
3"1

subject to the single-period budget constraint (11.4) and (¢,', ¢, =",
2:) = 0. An a'"! below E indicates that the expectation is over o * ',
This implies that, given the functions ¥'(-),t = 1,2, ... . the economy

chooses consumption, savings, and its portfolio composition so as to
solve in period r and state o' the single-period problem
(11.6) choose ¢ '(a'), ;'(a'), 2y'(a'), 22" (') = O

Lo maximize

Ur[t.ll[mr}. :,lr{zr}‘ zlf{!!}. zl’t:‘r]]

= ufe,"(a') )'lo')] + & f-l | - 5 - 2 el

subject to (11.4)
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U'(-) represents the preferences of period ¢ over consumption and
equities. We now present a diagrammatic exposition of the solution
to (11.6). However, before we do so it may prove useful to consider the
accounts of the balance of payments in this setup.

Let X'(«') be the value of commodity sales in period t and state o'
of the home country. X'(«') depends on the allocation of factors of
production in period  — 1 and the realization of commadity prices
and the technological parameters in period 1

X'{e') = py (o), (2)ZY 1 + pa'(a)0a0a' )2 :
X'(o) is also equal to the dividend payments of the industries of the
home country in period f and state o',
Let

C'{a') = py(at)e, (o) + pa'lef)es' ()
be the value of consumption and

Kl{af] o 41'{-1']21”:9{'} 4 ‘Ilr[.:cl}:zl':.a:r}
the value of security purchase in period 1 and state &', Then, using the

definitions of z'{a’) and Z'(z'), dividend mcome and [actor income | see
(11.2) and (11.3)], {11.4) can be rewntlen as

(11.7) C'a') ~ o) + K'lo) = Z'(x) =0
Adding and subtracting X'(«') from the left-hand side of (11.7), we got
(11.8) [C'(o') — X'(a)] + [X"(a') — 2'(e)]

+ [K'#') — Z'(e')] =0

Equation (11.8) represents the balance of payments accounts. The
term in the first set of brackets represents the trade account deficit, the
term in the second set represents the service account deficit (net
dividend outfllows), and the last lerm represents the capital account
deficit (net equity purchase). The sum of the deficis in the trade and
service accounts is C'(a!) — 2'(«') and it is equal to the deficit in the
current account. If there is no international trade in securitics, then in
equilibrium, Z = z/, i = 1, 2, and the deficits in the capital and service
ACCOUNtS are Zero.

11.2 A DIAGRAMMATIC EXPOSITION

For the purpose of the diagrammatic exposition, let us aggregate
consumption into the Hicks composite good Clia’). Then, we can
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z)ta", 2"

clal

230, 23"}

FIGURE 11.1

represent the budget constraint of the economy (11.4) by the plane
ABC in Figure 11.1. The construction of this plane is as follows, Its
slopes have to reflect relative prices. Hence, because of our aggregation
of consumption, the slope of CB toward the C'(&') axis is 1/g," ('), and
the slope of AB toward the same axis is 1/[ g, (o }g"(2')| = 1/g5'(2). The
slope of AC toward the z,'(¢") axis is ¢'(«'). It remains, therefore, to
determine only the height of the plane. This can be done by choosing
a feasible point at which (11.4) is satisfied with equality.

We have drawn in Figure 11.1 the transformation curve between
Z,"and £, Given ¢'(2), production is chosen al point P, at which a
ling parallel to AC is tangent to the transformation curve. Clearly,
since z'{o') = 0, the economy can choose a portfolio which consists of
(7, Z:') and consume the income from dividends: that is, choose
C'la’) = ='[o'). This choice is represented by point R, where R lies ona
horizontal line through P and the distance between R and P equals
=),

We can now impose the preference map generated by U'(-) on
Figure 11.1 in order to find the optimal portfolio and consumption
point [U'(} has to be modified in the usual way in order to represent
aggregate consumption .
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I there is no international trade in equities, then equilibrium security
prices are such that the optimal point is R. In this case investors hold
the domestically issued equities and the value of consumption equals
portfolio income, just as in the two-period model. The deficits in each
ol the three balance of payments accounts are zero,

If there is international trade in securities, then any point on ABC
¢an be an equilibrium point, If the equilibrium peint is to the right
of DE, that is, C'{e) > ='(2'), then there is a deficit in the current
account and a surplus in the capital account. I the equilibrium point
lies to the left of DE, then there is a surplus in the current account and
a deficit in the capital account.

11.3 THE BASIC PROPOSITIONS

It is clear from the discussion in the previous section that our
conclusions from Chapter 7, concerning the basic propositions of
international trade theory, are valid in the present framework. If
there is no international trade in securities, countries need not specialize
according to comparative advantage in the Ricardian model, and in
the Heckscher—Ohlin model factor prices need not be equalized, and
the Stolper-Samuelson and Rybezynski theorems need not hold. If,
however, there is international trade in equities, these propositions are
restored. One has to be careful only to formulate the Stolper—
Samuelson and Rybczynski theorems in terms of equity prices instead
of commodity prices, Observe that an important [eature of the two-
period model is preserved here; that is, the allocation of production
resources depends on relative equity prices (which in turn determine
factor prices) and not on commodity prices. This happens despite the
fact that consumption does take place simultaneously with production.

An additional remark on the Stolper-Samuelson theorem is in
order. In the two-period model with trade in equities, an increase in
the price of an equity, other things being equal, increases the real
reward of one factor and reduces the real reward of the other factor,
where real rewards are measured in terms of equities. However, given
a constant distribution of commodity prices, the gaining factor can
increase proportionately its equity holdings and thus assure itsell of
more consumption in the second period in every state of the world.
In the present context, the gaining factor can buy in the present period
both more equities and more consumption.
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114 AN EXAMPLE

We present now an example of a two-country world for which we
are able to work out a stationary equilibrium. In this equilibrium the
commodity prices have a genuine distribution which is the same in
every period, while equity prices are constant over time and across
states, The allocation of factors of production and the composition of
portfolios are also constant over time and across states, but consump-
tion and commaodity trade levels are random variables with an identical
independent distribution in every period.

Let the temporal utility functions of the home and foreign countries
be

{11.9) ey, cal = —11 — [ log{l — f) — filog f
+(l—filogey + Bloge,, 0<f<1

(L0} w¥(e,®, e%) = —(1 — f1*) log(l — f*) — fi* log fi*
+(1—fYloge® + p*loges®, O<fi* <

and let f,z), i = 1,2, be (genuine) independent identically distributed
random variables which are the same for both countries, Every country
has its own transformation curve between real equitics, These transfor-
mation curves are summarized by the supply functions Z(g), £ *g*),
i=1,2{see Chapter 5),

Let us begin with the case in which there is no international trade
in securities. In this case z; = Z{g), z* = Z;%g*), i = 1, 2, is satisfed
in every equilibrium. This implies that the value of consumption of
each country is equal to its portfolio income. But, under these circum-
stances, commeodity market clearing conditions imply the same struc-
ture of returns on both types of equities, as we have shown in Chapter 7
[see (7.20) and (7.21)]. In particular, it is shown there that in this case

[TF 11) Halz)pala) iz, 4 oz,
A HI:I}{!]{E} N Zs + 2 — Pry— Bz
=4
=qg*

i5 a neeessary condition for equilibriom [see (7.17) and (7.21)].
We want to show that there is a stationary equilibrium in which the
portfolio composition of cach country is constant; state and time
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independent. In this case, since there is no international trade in
equities, (11.11) implies

(11.12) q = q*

_ Bz + 2%
(1= fiZa(a) + (1 — f1)Z:*(a)

Now, since Z,(g) and Z,*(g) are declining in g and both reach zero
for sufficiently high values of g, and since Z;(g) and Z,%(q), are in-
creasing in g and both reach zero at a sufficiently low value of g, there
is a unique value § for which (11.12) is satisfied. It is therefore clear
that if there is an equilibrium of the type for which we are looking,
it has to satisly

(11.13) g=g*=7
(11.14) 2l =2, =Zq), j=1,2
(11.15) Z¥ =ZX = Z*0), i=1,2

(11.16) 0,(a ) ps' (o) = py" (o) (),
a3 8y eeOufin

We are free to choose a numeraire in every state—period combina-

tion, The normalization we choose is

1
(11.17) P1r{1j}=m, Sl [ AR U & | i e
1

This together with (11.16) implies

(11.18) p;’[m’}=ﬁj. I T AT
2

Hence, the distribution of our prices is stationary; it is the same in
every period.
It remains to determine the absolute prices of equities. Let

(1.1 gy =9 = g2=4q

1 IEU} f-j'l* = = tjz* = !ﬁtq
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It remains to show that there exist V()1 =0, 1,..., such that z;f(e') =
Zi=1,2and
1= ﬂ‘][p,'{u’}ﬂltu_’bf] + pa'le . ) 2, ]
poled)
=1 = UZ, +FZ)0,(a"),

g =L 8 t=0kn

(11.21) ') =

PIZy + §Z,5)0,4o')
- .
S, S WS

(1122 el =

solve (11.5) for the home country, and that there exist F*(-), 1 =10,
l,... ,suchthat z2'(e’)=Z.*, (= 1, 2, and

(11.23) ¥} = (1 — FENZ ¥ + G220, (),
=t et F=0 100

W{T W T W 1
(11.24) ety = s +—’_:-’(—’ b
£

e sty =l

solve (11.5) for the foreign country. It is easy to see that the commodity
market clearing conditions are satisfied and that consumption levels
are identically distributed in every period.

We show the solution to (11.5) only for the home country. The
preof for the foreign country is the same.

Let #'(:) be

(11.25) V' b e =i N )
log[0,(2')]" ~ [ 01le") ") "

i
g E log[8,(20]" ~*[ 6500 ] %) "

+ ﬁ log[dZ, + §Z,)

+(1 = &) + g2 Y,
il e RSN, ety L FRi
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Then, it is casy to sce that

(11.26) EWV(Z Y, 244 o) = ﬁ E log[0,(e)]" [ B0 ()"

+

| .
+ (1 = &)= + 325 1]

The reader can now verify that E,.V(Z,, Z,, #") is the expected value
of the discounted sum of utilities at our proposed allocation. The
reader can also verify that, using (11.25), our proposed allocation solves
(11.5) for our proposed prices. Hence, our prices and allocation
constitute an equilibrium,

Owr stationary solution can be represented in the framework of the
two-period model, This is done in Figures 11.2 and 11.3. Each country
has straight line assets-indifference curves with slope §. These indifl-
ference curves are drawn in Figure 11.2a for the home country and in
Figure 11.2b for the foreign country, Each country spends its income
from dividends on consumption. Hence, it spends on sccurities its
factor income. But given equity prices, producers choose the production
point at the tangency of a line with slope § to the transformation curve.
This line describes factor incomes and investors choose their portfolios
on this line, Since assets—indifference curves are straight lines with
slope §, investors are indifferent between all points on the factor
income ling, and they may as well choose the points of tangency, E,
and E*, This choice is repeated in every period independent of the
state that realizes.

Figure 11.3 describes the state-z stationary consumption choice [or
the home country (the same applies to the foreign country).

Portfolio income in state o is given by the budget line 88 whose
slope is polal/p (x) = G (a)/0 (). The consumer chooses his optimal
consumption at the point ol tangency of his temporal indifference
curve and this budget line—point E,. This choice depends only on the
state that realizes; il the same state realizes in two different periods,
then consumption and commodity trade will be the same in both
periods.

It is now interesting o examine the structure of prices in our
example. We have seen that relative equity prices are the same in both
countries, It is therefore clear that factor prices in terms ol equities
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are also equal in both countries if they have the same production func-
tions and no country specializes in production. Commeodity prices are
certainly equal in both countries because of the trade in commodities.
But does this imply that factor prices in terms of commoditics are
equalized? The answer is not necessarily so; that is, although relative
equity prices are the same, equity prices in lerms of commodities need
not be the same, 1tis clear fram (1119} and (11,200 that equity prices are
equalized if and only il both countries have the same rates of time
preference; that is, 8 = §*, Il the rates of time preference are the same,
there will be both equity and factor price equalization, and if the rates of
time preference differ, there will be neither equity nor factor price
equalization [see Stiglitz (1970) for a discussion of factor price equaliza-
tion in a deterministic dynamic model]. Observe, however, that in the
formulation of the example we have not required the production
functions to be the same in both countries: we only required the same
risk structure in the same sector of each country,

Consider the trade-off between present consumption and consump-
tion in the next period. The consumer can buy a real equity of type 1
for & dollars. This amounts to a sacrifice of the present consumption
of d/ple') = 88 (') units of good 1, given state ', The real equity
provides a sure return of one dollar in every state of the next period
The purchasing power of the dollar in terms of good | depends,
however, on the state that will realize in the next period, and it is
equal to 1/py(z' ') = #,(z'* ") in state o' *'. This means that the con-
sumer can replace the sure consumption of 5 (a') units of good |
today with the random consumption tomorrow of (="'} units of
good 1. A similar calculation reveals that the sure consumption of
dtl{') units of commodity 2 today can be traded for a random con-
sumption of 04a’* ') units of commedity 2 tomorrow.

Consider the case in which there is international trade in securitics.
It is clear from the discussion in the last two paragraphs that if both
countries have the same rate of time preference, then the no security
trade equilibrium is also an equilibrium in the presence of international
financial markets. However, if the rates of time preference differ, our
no security-trade equilibrium cannot be sustained in the presence of
international financial markets, because with trade in sccuritics the
equity prices of the home country cannot differ from foreign equily
prices, What is then the nature of a stationary equilibrium when
countries have different rates of time preference? We shall show that
in this case there is an equilibrium price structure which is similar
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but not identical to the price structure in the case of no trade in
securities. But now the common price of type-1 real equities equals the
largest discount factor; that is, if § = 6*. then gy = &, and the country
with the lowest rate of time preference (largest discount factor) holds
all financial assets. The other country holds no financial assets in this
steady state and it consumes its factor income.

Assuming, without loss of generality, that the home country has a
lower rate of time preference: that is, 8 = §*, the equilibrium price
structure is (the same prices prevail in both countries)

(1127 gy =4d>9*
4y = o
!

"(a') = ; %) Y R S, ot
(11.29)  p)'(a") XS o =1 S

Uy =..._t}.. L= S ;-
(11.30)  py(a) i NS s 1
(11.31) Z, = Zj). i=1,2
(11.32) 23 =ZMp), i=1,2
(11.33) 5=2,+ 20 i=1,2
(11.34) v =0, =12

(1L35) ') = (1 = P2, + GZ; + (1 = SNZ,* + §2,%)]0,(x"),
.8

a=12.. i=01,...

(1136) ety = PL21 82, + (1 = 0(2,* + §2,%)]0,(«)
- 2 -— — A

i
T Bk R R 1 i ) N

(1137 ') = (1 = fS(Z,* + §2.%)0,(x),
R o 5 T

B*S(Z,* + §Z,%)0,(a)
7 )
dl=1,2. .8 =01,

(11.38) o) =
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Substituting the commodity demand [unctions into the commuodity
market clearing condition, we obtain, using (11.31)-(11.32),
fi/l:_:n + E{l - :5}}3 + &fi*]1Z,*§)

(1= PZa + [1 = (1 — 0)f — 3F*]Z, %)

There is a unigque § lor which (11.39) is satisficd (the prool is the same
as that used to prove unigueness of §), and this is the equilibrium price
of type-2 real equities in terms of type-1 real equities, Observe also
that a comparison of (11.39) with (11.12) implies

(11.40) 427 as pEp*

tl

(1139)  §

Henee, i the home country has a stronger preference for the second
commodity than the foreign country, the relative price of type-2 real
equities will now be larger than in the case of no trade in securities
and so will be the relative price of commodity 2, and il the foreign
country has the stronger preference for the second commodity, g will
now be lower and so will be py(2)/p,(=). If both countries have the same
preference, then § = § and there is no change in ¢ as a result of the
opening of international trade in equities. The reader can also see that
in this case the price structure of the home country becomes the
equilibrium price structure,

It remains to show that there exist functions V'(+) and ¥V*(-) for
which the solution to (11.5), given the price structure, is (11.33)—(11.38),
We present now the functions ¥*'(+) (the functions ¥'(-) are the same
excepl that asterisks are omitted from the variables), and the reader
can verily that the equilibrium allocation solves (11.5);

(1 |4I} ¥ ‘:{"*‘ =1 73“_ l.,ﬁ‘.‘]E [,r'ttsTr- l':.Er t1'1”.|
= log[0,(«')] k= o] Ly

o i S e

—_.ﬂi" 'E.‘ IUE[“LWHL ’ l_nﬂ'—"j]p hﬂ A
1

+'IT— |Ug[f)[/‘1 + q2 ")

+(L=d)zt"" + 424" )]

=r=1121---151 ;=U,I....

Finally, let us comment on the likelihood of the existence of sta-
tionary solutions of the type presented in the example; that is, stationary
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solutions in which equity prices and factor allocations are state and
time independent, We believe that this type of a stationary equilibrium
will rarely exist, and that it may well be the case that the logarithmic
utility function is the only one that yields it, The shape of the production
functions is nol important for this matter,

Our belief is based on the following reasoning. A necessary condition
for (11.6) to have a solution with a state-independent portlolio choice is

fa)  to have a wility function for which the marginal utility of
income depends only on income, and
ib) to have state-independent income,

FFor income to be state independent, prices have to be proportional to
the inverse of the technological cocflicients. which seems to us can
happen only with a Cobb-Douglas-type utility lunction. However, for
a Cobb-Douglas-type utility function toe have the marginal atility of
income depend only on income, it has to be logarithmic.
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Appendix A

Derivation of Equation (8.15)

Consider the highest utility of the home country as a function of
the tariff rate

(A1) o, 1) = u[{l + thplads Oy la)z () + ﬂz{ajp{a}zzfif}
+ Ta, 1))
where T{(-), which represents tarifl proceeds, is implicitly defined by
(A2) Tz, 1) = tpla)ica[(1 + Ople); Oyla)z,(r)
+ O(e)pia)z, (1) + T, )] — Ox(2)Z,[(1 + 1)g])

and where z,(1) is the domestic demand for type-1 real equities, and
=,'(t) the domestic demand for type-2 real equities measured in units
of foreign type-2 real equities [ z.7(1) = (1 + r)za(1)].

From the assets—budget constraint

00 + g2 10 = 201 + 0y
BZ 0+ ng] + 0+ 0g2a[01 + ng]
which implies
(A3) N t) = Oyle)z () + dale)pla)za"(0) + Tie, ¢
= =) Z[(1 + t)q] + [Oalz)pla) — Oyle)g]=s"1) + Tlx 1)
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MNow, for small tariff rates, the welfare loss from the tariff can be
approximated by the second-order Taylor expansion of &z, ) around
t = 00, which is

(Ad) E[#le, t) — Bz, 0] = tER(2,0) + 102Ei (2, 0)
In order to evaluate (A.4), we frst differentiate (A.2) with respect to

r, using (A.3), in order to calculate T, 1);

[ ;
(A.5) T = I__EI {ea—0:2; + 'r[-F"'-zp

+ gegl Z; + eyllyp — 0,4)25, — 40,2}

where ¢, is the derivative of ¢; with respect to its first argument, a
prime indicates a derivative of the supply lunctions Z,, and we use the
identity

Z[0 + 0g] + (1 + 0gZ,T(1 + g] =0
From [A.5),
(A-6) T\, 0) = plog[eaar, 0) — 0,(x)Z ()]

Using (A.6) and the Slutzky decomposition ¢, = €5, — €564, (A.5)
yields

(A7) Tylz, 0) = 2| pla)’es,la, 0) — gpla) (2025 (4)
+ plajesde, O)[0a)pla)
— 0y (e)q][ 2400 — Z:(q)])
Equation (A.1) can also be written in the form
(A8) Bler, 1) = o[(1 + Ople); He, )]

Differentiating (A8) twice, we get {(using the property of the indirect
wtility function du/d[(1 + t)p] = —uyc; and the Slutzky decomposition)

(A9) Bio 1) = vz, D[ 12 1) — pladeala, 1)]
(A10)  Byles 1) = nylet, O Lo, 1) — plae)*clybae, 1)
+ pla)eqle, t)eylz, 1)

= pladesfo, M fo, 1)] + [mglee, Dpla)
4+ ogles e, O][ 1z, 1) — pladesan 1)]
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Mow,

(-5( 5 U[f-']_}

I:I" = Ul‘l = ﬂI

= =UyCs — Yy

which, when substituted mto (A 10), yields
(A1) Balas ) = syl [z, 0 — pla) eSale, 1]
— 2ula, Dpladesyle, O], 0 — plaleyla, 1))
+ wylo, D[ (e, 1) — pladesla, 1)]?
Using (A.3), we calculate
(A12) e, 1) = By (x)gZ [ (1 + thg]
+ [Oxadpla) = B(xdq]2hle) + Tila 1)
(A.13) Lol 1) = 0 (o) 22T + 1]
+ [05(z)ple) — O,(a)g]2b, (1) + Tlee, 1)

Take (A.6), (A7), (A.12), and (A.13), and substitute them into (A.11)
to abtain

(A1) (2, 0) = sy, O pla)*csyl3 0) — gpla)t,Z5'(q))
+ vylat, O)[Oxf)pla) — 04T [25(0) — Za(q)]?
+ vyfot, O)[e0) pla) — Oy (e0)g ][ 25(0) — aZ'(q)]
Take (A.6) and (A.12) and substitute them into (A.9) to obtain
(ALS) 6o 0) = bylz, O)[ 03 fx)pla) — 0, (2)q][2540) = Z(q)]
Since Evyfa, 0)[0,(x)plae) — 0,(2)q] = 0 for an optimal portfolio choice
[sec (5.26)], substitution of (A.14) and (A.15) into (A4) yields
(A6) E[f(a, 1) — iz, 0] = $e3{Eva, 0)pia)] pla)esyle, 0)
— gl (g)] + Evglet, O 0pled pla)
= ’Hlfﬂ'-}‘f]z[:rhm} ~ sztﬂ]’l

which is (8,15), since at 1 = 0 we have 25, = dz,/dt.






Appendix B

Derivation of the Optimal Policies
for Section 10.3

We derive here the optimal policy in the presence of a probability
of confiscation. The notation is the same as in Chapter 1.

The optimal production pattern and portfolio composition is a
solution to the following problem:

(B.l} choose z,%12,%2,%, 2,F.Z,
to maximize
nEu] pla); 0,(x)2 (Z3) + pla)fs(a)Zs] + (1 — m)Ev] pala);
Ma)z," + 2,F) + pladBaladiz," + 2,5)]
subject to
(i) 9" [Z,(Z2) — 2" ] + 42" [Z2 — 22" ] = 9,2, + 42"
(i) ZiZ)=zd Zy=ak
(i) zhzF=0, =12

The lefi-hand side of (i) represents proceeds from sales of local
equities to foreigners, while the right-hand side of (i) represents spending
on foreign equities. One cannot sell more than Z; real equities of type j
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[(ii)] to foreigners, and both local and foreign equity holdings have to
be nonnegative [(iii)].

In case of confiscation, local residents receive all the returns on
locally produced real equities; this is why only Z;'s appear in the
first term of the objective function. In case of no confiscation, the same
returns are received on both local and foreign equities of the same type;
thisis why z,* + z," appears in the second term of the objective function,

Denoting by p the multiplier of (i) and by p;, j = 1. 2, the multipliers
of {ii}, we obtain the following first-order conditions (the comple-
mentary slackness conditions are not presented, although we shall use
them later):"

(B2) (1 — mEvz. 2)psenlile) — pgt — <0,  j=1,2
(B.3) (1 — mEnz, apladlyfo) — pg" <0,  j=1,2

(13.4) rEv(Z, 2)[ 0202, + pla)iy(a)]
+ g, "2, + ;") + M2+ =0

and (i)-{iii}, where p,(a) = 1 and py(a) = pia). The niz, o) and (2, a)
are the marginal utilities of income in state & when confiscation does
not and does take place, respectively. The marginal rate of transforma-
tion between Z, and 7, is — Z,".

First, observe that the home country should not sell both types of
real equities to foreigners. Suppose it does so; then (ii) is satisfied with
strict inequalities, and p, = jt, = 0. Since g7 > ¢, this implies that
(B.3) holds with strict inequality for j = 1, 2, implying z," = 2,F =0
(the complimentary slackness condition). This in turn imphes thal
(i) holds with strict inequality which means that g = 0. But (B.3) cannol
hold for p = 0, a contradiction. Hence; " = Z,(Z,) and/or z," = Z,.
Without loss of generality, we assume that z," = Z,, which means
that the second industry is owned entirely by local residents. Now if
in addition, z," = 2Z,(Z,), then there is no trade in securities. This is a
possible solution, but we shall concentrate on the more interesting
case in which trade in securities does take place. Hence, we assume

l‘u:zL e gzz
2t < Z)(*Z,)

' We nssume an interior solution for Z, which is in fact constrained to be 0< 2, =
max |2 |2 (2. = 0l
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where asterisks indicate optimal values. From an argument which is
similar to that showing that 2t < Z,(Z;) and z,b =72, i5 not a
possible solution, one can show that in the present case

LA S

*:]Fz ﬂ

*:II" =}
which means that the country is not buying abroad equities of the
type that it sells to foreigners (type 1): it buys from foreigners equitics
of the other type, those issued by the industry that it fully owns; and
it owns part of the industry whose equities are exported.

This solution implies the following binding conditions from (B.2)
and (B.3):

EH.EHJ (1-— 'JTJEJ.:'E‘_-‘. uu}llﬂ.' - 1#{.“1. =0
{B.2h) (1 = mEnl*z, e)p(a)0,(x) — *uq," — ity =0
(B.3a) (1 — m)Eu*z, a)piz)fa(x) — *pg," =0

with *p > Oand *p, = 0.
From (B.2b) and (B.3a), we obtain

(B.5) Yr ="l —gx") = 0
Substituting (B.5) into (B.4) and solving for — 2, (= MRT), we obtain

MRT = —*2, = "EZ, 2)p()03(0) + *uq,"

(B.6) nE(*Z, a)0, () + *uq, -

In case 7 = 0 (that is, there is no danger of confiscation), MRT =
45" /gy " But in this case, g =q," =g, for j=1, 2, and we obtain the
result from Chapters 5 and 6.

Using (B.2a) and {B.2b), we can also write (B.6) in the form

(B.7) MRET = —*2,°

_ Elm(*Z. ) + (1 — mho*z, o) | plochl z(e)
T E[m(*Z, a) + (1 — mhe(*=. )]0, (e0)

which is similar to (5.23) (with —2Z," = g}, but here the marginal
utilities of incomeare a weighted average of the marginal wtilities in
case of confiscation and no confiscation, where the weights are the
corresponding probabilities,
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Suppose, for the moment, that the optimal production point has
been chosen, Let us see how a market economy can achieve an optimal
portfolio composition.

The investor's problem is given by
(BB) choose z525%z5 5"

Lo maximize

nEo| pla); 0y02)z," + pla)0y(@)z," + T{a)] + (1 — m)Ee] pla);

0,()(z; - 4+ 2,F) + pla)Byl) (5% + =.F)]

subject to

) g2+ gz 4+ @ SY

i) 2tz F e =20
where g 15 a consumer price, and (since we have one degree of freedom
in the choice of prices) we have chosen g," = ¢,"; that is, we have
chosen z," as the untaxed security; Y is net wealth, and it equals the
value of (Z, Z,) al producer prices in terms of the numeraire, minus
net taxes or transfers imposed on or distributéd by the government;
and Tz} is the lump-sum transfer defined in (10.11).

Denoting by 1 the multiplier of (i), we obtain the following first-

order conditions for the consumer problem:
(B3)  mEwnll, w)ple)flilx)
+ (1 = mEv(2, a)pe)0ilx) — Ag; <0, j=1,2
(B.1) {1 — mEn2, 2)00,(x) — ig," =0
(B.11) (1 — m)Euf2, 2)pla)@ylz) — Ag," <0

and (i)—(ii). t(l, ) is the marginal utility of income in state o in case
of confiscation, while (2, «) is the marginal utility of income in state
il confiscation does not take place,

The optimal values of the decision variables are given by

Ly ="2,>=0
zi- =0
=270
z,F=%2,F=0
73t =2 .F
vll, o) = o(*Z, 2)
vd2; ) = p%z, &)
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Substituting these values into (B9)-(B.11), we obtain (using the
complementary slackness conditions)

(B9a) aEv(*Z, alpla)fia)
+ (1 — m)Evy{*z, a)p;la)@lo) — ¥ig; =0, j=1,2

(etom) (1 = m)Ey(*z, 2)0y(a} — *7g," = 0
(B.11a) (1 = mEu(*z a)p(e) (%) — *4g," = 0
By comparing (B.11a) with (B.3a), we get
(B.12) ;i

In this case, a comparison of (B.10a) with (B.3), using (B.12), reveals
that there is no need to tax purchases of foreign type-1 securities.
Hence, we choose

(B.13) o' =aq"
By comparing (B.%a} with {B.2a) and (B.3a), using (B.12), we obtain

|
(B.14) gi — = o nEy(*Z, a)l), (%)

; 1
(B.15) 4; — 4" = o nEvy(* Z, o) plee) B ()
Now, let d; be the price of equity j that a local producer receives.
Then, il we choose
| .
(B.16) "'E.r' = *,!] E[R!‘ﬂtz, o) + “ — ?t}r-]f*Z. ﬁJ]Pj{&]ﬂ;{ﬂl

J=1,2

it is clear from (B.7) that the optimal production point will be chosen.
In addition, by comparing (B.16) with (B.9a), using (B,12), we have

(B.17) g;=d;, =12

Henee, producer prices should be the same as investor prices.
Let

| 2 ’
(B.18) sub, = & mEu(*Z alp (o)0,(z), = 1.2
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Then from (B.13)—(B.17), we get the optimal price structure

(B.19) dy =g, =q," + sub,
(B.20) dy=g2=4q," + sub,
(B.21) g =q,F

(B.22) g;F =¢,F  (numeraire)

It is now easy to see what the optimal taxation policy should be,
The government should provide a subsidy on equity exports. The
subsidy should be sub, per real equity of type |, The wedge between
2l = d;) and g," will be generated by market forces, since s, also ex-
presses the premium that the private sector puts at the margin on z,*
over z," [compare (B.11a) with (B.9a) for j = 2].
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