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Abstract

This paper introduces consumption externalities into an endogenous growth
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equilibria. Contrary to the common argument in previous studies, we show
that the growth rate in a feedback Nash equilibrium can be higher than that in
an open-loop Nash equilibrium if agents strongly admire others’ consump-
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1 Introduction

In the literature on commons games, it is usually argued that the lack of agents’
commitment to their future actions leads to the so-called tragedy of the commons;
that is, if agents condition their actions on the basis of the aggregate stock of the
commons, rather than commit to their initial decisions, then it could worsen the
overconsumption aridr underinvestment of the commoh&or example, Fersht-
man and Nitzan (Ref. 2) develop a dynamic model of the voluntary provision of
public goods and show that the contribution of conditioning agents to the collec-
tive contributions aggravates the degree of the free-rider préblelmreover, us-

ing endogenous growth models, Tornell and Velasco (Ref. 4) and Shibata (Ref. 5)
show that the balanced growth rate without commitment is lower than that with
commitment This paper shows that this relationship between the growth rates
with and without commitment is vulnerable; that is, if preferences include con-
sumption externalities, the growth rate without commitment can be higher than
that with commitment.

The existence of consumption externalities is emphasized in an early work
by Veblen (Ref. 14) and validated as a determinant of aggregate consumption
by Duesenberry (Ref. 15). Moreover, many recent studies analyzedtdutseof
consumption externalities. For example, to reconcile the equity premium puz-
zle, Abel (Ref. 16), Constantinides (Ref. 17), andiGRlef. 18) incorporate the
consumption externalities into consumption-based asset pricing models. Liu and
Turnovsky (Ref. 19) examine théfects on the overconsumption phenomenain a
growth model with consumption externaliti€#\long these lines of research, we
construct a simple dynamic game model of common capital accumulation with
consumption externalities and analyze how the presence of these externalities
modifies the conventional results on the growth rates with and without commit-
ment.

2 The Model

There areN homogenous agents in our economy. They jointly produce a good by
using common capital and divide it into consumption and common capital accu-
mulation. The lifetime utility function of each agent is assumed to be additively

1Gordon (Ref. 1) is the first study that presents an example of the tragedy of the commons.

2See also Levhari and Mirman (Ref. 3).

3See also Benhabib and Radner (Ref. 6), Cozzi (Ref. 7), Dockner and Sorger (Ref. 8), Sorger
(Ref. 9), Vencatachellum (Ref. 10), Vencatachellum (Ref. 11), Dockner and Nishimura (Ref. 12),
and Luckraz (Ref. 13).

4See Ljungqvist and Uhlig (Ref. 20), Turnovsky and Monteiro (Ref. 21), and Mino (Ref. 22)
for other recent examples.



separable in time. The agent’s subjective discount rate is denotpdahy the
elasticity of intertemporal substitution is representedybyWe specify the life-
time utility function as follows>

U, = f T_ (e 7exppt)dt fori=1,...,N, 1)
on-1

wherec : R, — R, is countinuously dterentiablegc; = 3, ¢j/(N - 1); p,n €

R,,; anda € (-, 1). Here,c is the consumption of agentandc; is the level

of average consumption of other agents, which represents the externalities from

other agents’ consumption. Parameteepresents the magnitude of the external

effects of consumption. Following Dupor and Liu (Ref. 23), we define “jealousy”

and “admiration” as follows.

Definition 2.1. We say that consumption externalities indicate
1. “jealousy” if @ > O while “admiration” if @ < 0.

2. "keeping up with the Joneses” (KUJ) if(1 — ) > 0 and “running away
from the Joneses” (RAJ) if(1—-17) < 0.

The definitions of jealousy and admiration are intuitively interpreted as fol-
lows. If the utility of an agent decreases as others’ consumption rises, we can state
that his preference exhibits jealousy. On the other hand, if the utility increases as
others’ consumption falls, we state that the preference exhibits admiration. Sim-
ilarly, if the marginal utility increases as others’ consumption rises, we state that
his preference exhibits KUJ, and, if not we state that the preference exhibits RAJ.

The production technology is defined as of #lkeform, and therefore, the
dynamics of the common capital stock are

N
k=Ak— Z G, givenko, (2)
=

wherek : R, — R,, ky € R,., andA € R,,. Here,k denotes the stock of common
capital, kg is its initial value, andA is a constant productivity parameter. If each
agent chooses a symmetric strategy, we hlavec; foralli = 1,--- ,N. In this
case, from (2), the growth ratg, can be written as
o

R.

Throughout this paper, we assume the following condition.

g=A-N 3)

5This specification follows Ga[Ref. 18).



Assumption 2.1. 1t holds that

e . l-a
v < Z < mln(l, T), (4)

wherey = (1 — a)(1 - 1/n).

Here, we impose Assumption 2.1 to ensure that the problem is well defined
and that the rate of balanced growth is posifive.

3 Open-loop Nash Equilibrium

We first consider a situation where agents commit to their announced actions.

Definition 3.1 (Open-loop Nash equilibrium)An N-tuple of consumption paths,
(Cy,...,cCn), is called an open-loop Nash equilibrium if, for eack il,...,N, ¢
maximizes (1) subject to (2).

An open-loop Nash equilibrium is a plausible equation concept in the situation
where agents can not observe the value of common capital at each &inke
thus, condition their strategies only on the basis of the initial value of common
capital, and precommit themselves to their future consumption paths. To solve
the problem, we define the following current value Hamiltonian:

N
__n ~a 1—% _ y
%— nTl(C,Ci ) + qlo [Ak ZC,),

i=1

whereq? is the costate variable of the common capital. The optimal conditions
for this problem are given as

G5 =, (5)

A = pqf - ¢, (6)
and

tIim g’kexp(pt) = 0. (7)

6By Assumption 2.1, the value function of each agent is well defined. Some literature studies
the case that it does not exist in finite values and refers to the several concepts of optimality.
See, for example, studies such as Stern (Ref. 24); Seierstad and Sydseeter (Ref. 25); Dockner,
Jorgensen, van Long, and Sorger (Ref. 26).

"For example, if agents have to pay extremely high value of cost to observe the current amount
of instracture accumulated in the economy, they would give up to observe the current amount of
infrastracture and adopt the open-loop Nash equilibrium.
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In equilibrium, it follows from (5) and (6) that = ¢ = ¢; foralli =1,--- ,N, and
thus, the Euler equation is given as

>
©

C
S (8)

Therefore, we have the following result.

Proposition 3.1. The growth rate in the open-loop Nash equilibrium is given by

A-p
o _
Proof. From (3), (5), and (6), we obtain the balanced growth rate in this open-loop
Nash equilibrium. O

Note that from conditions (5) to (7), we have a unique open-loop Nash equi-
librium in this model. It is also easy to show that the open-loop Nash equilibrium
is Pareto #icient. This dficiency result is similar to that derived by Chiarella,
Kemp, van Long, and Okuguchi (Ref. 27), who show, contrary to the traditional
view, that an open-loop Nash equilibrium can be sociafficeent in various situ-
ations.

4 Feedback Nash Equilibrium

We next derive the case where each agent cannot commit to his future actions.
This case can be analyzed by applying the feedback Nash equilibrium concept,
which allows agents to choose and expect optimal consumption paths that depend
on the current stock of common capital at each time.

Definition 4.1 (Feedback Nash equilibriumAn N-tuple of consumption paths,
(C1,...,Cn), Is called a feedback Nash equilibrium if, for eackil,...,N, G
maximizes (1) subject to (2) an¢g€ c;(Kk) for j # i.

Note that the feedback Nash equilibrium implies that agents can monitor the
stock of common capital, and they condition their future consumption paths on the
value of common capital at each time. We solve the feedback Nash equilibrium
by using dynamic programming. The Hamilton-Jacobi-Bellman equation of this
problem is

N
n =1\ 1-2
pUi(k) = mcf;lx UTl (cici(k) )l "+ qif (Ak— Z c,]] , (10)

i=1



whereci(k) = 3, cj(k)/(N - 1); qif = dU;/dk; and U(k), defined by below,
denotes the value function of agent

00

UM = max [ @80 explp(s-thds (1)

From (10), the first-order condition is obtained as
¢ "G = of (. (12)

In what follows, we consider the equilibrium in linear and nonlinear strategies.

4.1 Equilibrium in Linear Strategies

In this subsection, we consider equilibrium where the agents asopt the following
symmetric linear strategy.

c(k) = Bk +, (13)
wherep andy are constants. In this situation, we have the following lemma:

Lemma 4.1. If agents adopt the linear strategy defined in (13), it holds that

_ YA
wBGP:% forallt e R,, (14)
and
1
UK = 9% foralker,, (15)
WBGP

wherewggp denotes the ratio of consumption to common capital in the case that
the agents adopt the linear strategy.

Proof. From (12) it holds that in equilibrium,
1
UK) = —c(k)’ + 9, 16
K 30 (K (16)

whereé denotes an integral constant. By using (12) and (16), (11) can be written
as

Poew s (1T _ K v
o +5_(n—1 N+ A | o



Therefore, for the above equality to hold for any valué,at must hold that
o0=y=0 a7

and

p— YA

i gL

(18)

Thus, by substituting (17) and (18) into (13) and (16), we have (14) and (15),

respectively. O
From Lemma 4.1, we have the following proposition.

Proposition 4.1. If agents adopt the linear strategy defined in (13), the growth
rate in the feedback Nash equilibrium is positive and given as

g|f3(;p =N (wSS_ wBGF’) ) (19)

whereg .., denotes the growth rate of the economy ard= A/N.

Proof. If agents adopt (13), Lemma 4.1 holds. Therefore, substituting (14) into
(3), we get

k

k_¢c_,, NWA-p)
k c

= 1_a_wN:N(wSS_wBGP),

wherewss > wpgp by Assumption 2.1. Next we check that (19) satisfies the
transversality condition. From (15) and (19), we get

Co A(l-a) - pN
U(K) = W)ZGP exp(w[l(_ p —)1,//Np ]t).
Therefore, we have
lim U(K) exp(-pt) = lim % exp((a - 1)ggget) = 0 (20)
tovoo to Ywpep
sincea < 1 andgy, > 0 by the assumptions. O



4.2 Equilibrium in Nonlinear Strategies

This subsection considers a more general case where agents adopt symmetric non-
linear strategie8.

Lemma 4.2. In a symmetric feedback Nash equilibrium, it holds that
k=zcttw & (1)
WBGP

where Ze R denotes an integral constant.

Proof. In a symmetric equilibrium, it follows from (12) that (10) can be written
as

(7 fog | Aof
pU = —1—Nq +q' Ak (22)
T]_

Here, note that from (4), the cfiwient of the first term on the right-hand side
of the above equation is positive. Therefore, since (22) is D’Alembert’s (or La-
grange’s) equation, the solution of (22) satisfies the following equation:

p—yYA
Again, using (12), we get (21). O

k=2q 7 +

The sign ofZ in Lemma 4.2 plays a crucial role in characterizing the dynamics
of the economy, as will be clear in the statement in the last part of this section.
Lemma 4.2 gives the dynamics of the economy as follows.

Proposition 4.2. The dynamics of consumption in a symmetric feedback Nash
equilibrium are characterized by (3) and
c N(A - p)(wss— w)

¢ T uN) (wom - ) (23)

wherew = c/k and

(A-pA

R )

8See, for example, Tsutsui and Mino (Ref. 28), Dockner and Sorger (Ref. 8), Sorger (Ref. 9),
Vencatachellum (Ref. 11), and Itaya and Shimomura (Ref. 29).
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Proof. Sincew = wyg is not feasible since it violates thefidirentiability ofc,
we assume thab # wyg in the following analyses. From Lemma 4.2, in the
symmetric feedback Nash equilibrium, we have (21). Rearranging (21) yields

Z:(k— ¢ )CKAP(‘H).

WBGP

Taking the logarithm of both sides of the above equation afidréntiating them
with respect td, we have

k c 1 ¢
E = [(1— a’—l//N)R + (1—170)A] A——p(_:
Therefore, by substituting (3) into the above equation, we have (23). O

Note that (23) is a necessary condition for the symmetric feedback Nash equi-
librium, since it is derived from the first-order condition (12).
Before we state Proposition 4.3, we state the following lemma.

Lemma 4.3. In the symmetric feedback Nash equilibrium, it holds that

0= N (wsgp — w) (w — wsg W
wyp — W .

(24)

Proof. Sincew = wyg Is not feasible, we assume here tha wyg. Subtracting
(3) from (23), we have

5_0 _ E_E _ N (wsep — w) (w — wss)
w ¢ k wug — W )
The above equation completes the proof. O

Therefore, the dynamics of the economy are summarized as thaMgé now
state the following proposition.

Proposition 4.3. Denoting the growth rate of consumption in the feedback Nash
equilibrium byg., we have the following:

1. In the case thatvy = wpep, the growth rate in the feedback Nash equilib-
rium is given by (19).

2. Inthe case thatyy > wegp, the feedback Nash equilibria are only the steady
states ifl — @ > N and they converge to steady states#a < N: gé -0
ast— oo,



3. Inthe case thab < wgep, the growth rate in the feedback Nash equilibrium
converges to that in the open-loop Nash equilibrium @):—> g°ast— oo,

wherewg denotes the initial ratio of c to kw = wg att = 0.

Proof. 1. Case lwg = wggp
Substitutingwy = wegp iNto (3), we have the result.

2. Case 2wq > wpeep
See Appendix.

3. Case 3wq < weep
It follows from (24) thatw < O for all w < wegp and thatw = 0 atw = 0.
Since this impliesv — 0 ast — oo, Proposition 4.2 gives

ooC  (l-a-yN)wye 1-y’

where the right-hand side is the same as the growth rate in the open-loop
Nash equilibrium. Therefore, it satisfies the transversality condition under

Assumption 2.1.
|

Figure 1 is the phase diagram in the case thatel< N. The solid curves in
Figure 1 depict the loci of capital and consumption satisfying (21) corresponding
to various values abyg in Proposition 4.2. The BGP line plots the locus of capital
and consumption in the case thaf = wgsp, and the curves above and below the
BGP line depict the loci in the case thad > weep andwo < wpep, respectively.

The SS line depicts thie = 0 (w = wsg) locus, and thusk > 0 when a path is
located below the line arkl< O when it lies in the area above the line. The slope
of the SS line is larger than that of the BGP line by Assumption 2.1. It should also
be noted that the SS line in the case that> wggp lies in the area below the UB
line. The UB line plotsw = wyg, at which the slope of the peaks of the curves
drawn from (21) become infinite.

The case thatvg = wpgp corresponds to the balanced growth path. Note
that a balanced growth is realized only whep = wggp. Here, it should be
noted that the growth rate in this case coincides with (19), and thus, it satisfies the
transversality condition.

In the case thai, > wggp, Since the paths in the area above the UB line
move up in the north-west direction along the curves drawn from (21) and reach
the vertical axis in a finite period, the equilibrium paths drawn from (21) must lie
between the UB and BGP lines. Moreover, since the paths between the UB and
SS line move down in the south-west direction and the paths between the SS and

10



0]

_UB
.77 ss
LT BGP
a=-057n=4/3,p=05A=1N=2 k

BGP: ¢ = wpepki, SS:¢ = wsski, UB: ¢ = wysk:

Figure 1: Dynamics for feedback Nash equilibrium
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BGP line move up in the north-east direction along the curves, the equilibrium
paths converge to the SS line. This implies there are infinitely many feedback
Nash equilibria which converge to corresponding steady states.

In the case thaby < wgep, the paths must be below the BGP line and move
up in the north-east direction along the curves. Along these curves, the growth
rates converge to the balanced growth path in the open-loop Nash equilibrium.
Therefore, we find that there also exist infinitely many nonbalanced growth paths
in the feedback Nash equilibriurtf.

5 Comparison of the Growth Rates in Open-loop
and Feedback Nash Equilibria

5.1 Linear Strategies

As Tornell and Velasco (Ref. 4) and Shibata (Ref. 5) illlustrate, in an economy
without consumption externalities, the balanced growth rate in the feedback Nash
equilibrium is lower than that in the open-loop Nash equilibrium. In this section,
we show that the existence of consumption externalities may destroy this relation-
ship between the two equilibrium growth rates.

Theorem 5.1. Under Assumption 2.1, it holds that

f o
9sep ~ 9

if and only if
a<1-N. (25)

Proof. To compare the growth rates in the open-loop and feedback Nash equilib-
ria, presented in respectively, (9) and (19), we calculate therence:

f WBGP
gBGP—gozl_l//(l—a’—N). (26)
Since the first multiplying term is positive by Assumption 2.1, the growth rate in
the feedback Nash equilibrium becomes higher than that in the open-loop Nash
equilibrium if and only if (25) holds. O

®Note that these equilibrium paths are not Markov perfect since the domain of each path does
not span the entire state space. However, we can easily extend the strategy to be made Markov
perfect. For example, by extending the strategy to (21) with wggp if K > Knax, Wherekmax
denotes a maximum value kfsatisfying (21), it can be Markov perfect. See also Clemhout and
Wan Jr. (Ref. 30) and Shibata (Ref. 5).

105ee also Shibata (Ref. 5).
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Note that under (25), we can always choose the valyd@atisfy (4); that is,
we can prove that in this model, there exists a situation in which (26) is positive.
SinceN > 1, (25) states that the growth rate in the feedback Nash equilibrium is
higher than that in the open-loop Nash equilibrium if preferences exhibit admi-
ration to other agents’ consumption. This result shows that although the growth
rate in the feedback Nash equilibrium is lower than that in the open-loop Nash
equilibrium as generally argued, the presence of strong admiration reverses the
conclusion.

Intuitively, the presence of jealousy implies that the utility of agents decreases
with an increase of the others’ consumption. This suggests that the presence of
jealousy is a factor raising their current consumption and reducing their contri-
bution to the accumulation of common capital. On the other hand, the presence
of admiration implies that their utility increases with increase of the others’ con-
sumption, suggesting that admiration is a factor raising contribution to the accu-
mulation of common capital. It shows that the growth rate in the feedback Nash
equilibrium, where agents can change their consumption on the basis of others’
consumption, may be higher than that in the open-loop Nash equilibrium if the
degree of admiration is strong enough. Alternatively, the presence of admiration
can also be interpreted as the other source of the free-rider problem, since they
can enjoy utility from others’ consumption. In this sense, it can be said that the
growth rate without commitment becomes higher than that with commitment if
the free ride on others’ consumption is stronger than that on the common capital
accumulation.

Finally, we make the following remark.

Remark 5.1. The relative magnitude of the two growth rates is irrelevant to
whether preferences exhibit KUd({L — ) > 0) or RAJ @(1 - n) < 0).

Remark 5.1 follows from the fact that (25) does not include the intertemporal
elasticity of substitution.

5.2 Nonlinear Strategies

Finally, we compare the open-loop Nash equilibrium and the nonlinear feedback
Nash equilibrium. It is obvious that the growth rate in the open-loop Nash equi-
librium is higher than that in the feedback Nash equilibrium in the long run in the

case thaZ < 0, where consumption and capital stock converge to a steady state.
In the case thaZ > 0, the growth rate of common capital converge#tsince

w converges to 0. We have the following theorem on the rate of consumption
growth.

13



Theorem 5.2. There exist infinitely many nonlinear feedback Nash equilibria such
that

gl >¢° forallteR,

if and only ife < 1 - N andwg < wggp.

Proof. Rearranging (23), we have

. A-p (1-p)A-(1-y)Nw
I = Ty - pA-(T-a—yN)w’

The above equation implies thgt > ¢° if (1 — ¥)N < (1 — @ — ¥N), that is,
a<l1l-N. m|

Therefore, we find the same condition for the ordinal relationship between
growth rates to be destroyed as in the case that agents adopt linear feedback strate-
gies, (25), even if they adopt nonlinear ones.

6 Conclusion

This paper introduced consumption externalities into a dynamic game growth
model of common capital accumulation. Contrary to the general argument that
the growth rate in a feedback Nash equilibrium is lower than that in an open-loop
Nash equilibrium, we showed that in our model, the growth rate in the feedback
Nash equilibrium under both linear and nonlinear strategies could be higher than
that in the open-loop Nash equilibrium if agents strongly admire others’ consump-
tion, while a conventional relationship is maintained between the two growth rates
if the agents envy others’ consumption.

14



Appendix

Proof of Proposition 4.3 in the Case thatvg > wpgp

We first consider the case thatIr > N. Noting thatwss > wys > wggp in this case, we
investigate (24) by classifying four cases.

1. wQo > Wss
In this case, it must hold that
w > wo >0,

and thus, it follows from (3) that

l—;SA—Nw0<0.

Therefore, the value dfreaches 0 in finite time. Since this implies that (21) cannot
hold for anyc € R, at some finite time, we do not classify this case as feedback
Nash equilibrium.

2. WSS = wWo
In this case, we have _
w=k=¢c=0 forallteR,.

Since this case obviously satisfies the transversality condition and (21) toe all
R,, it must be classified as a feedback Nash equilibrium.

3. wss > wWo > WyUB
In this case, it follows that

) N (wyug — w wss— W) W
0 < (wuB — waep) (Wss — wo) U _g.

wyB — Wo

Therefore, the value ab reachesvyg in finite time, where the right-hand side of
(24) diverges and (21) is not satisfied.

4, wWyUB > Wo > WBGP
In this case, it holds that

o N (wo — weep) (Wss— wuB) wBGP .
wyB — Wo

0.

Therefore, the value ab reachesvyg in finite time, where the right-hand side of
(24) diverges and (21) does not hold. Thus, it cannot be classified as a feedback
Nash equilibrium.

Therefore, in the case that-la > N, we have only the steady states as feedback Nash
equilibria.

We next consider the case that-lo < N. In this casewys > wss > wecp by
Assumption 2.1. We investigate (24) by classifying two cases.

15



1. wQ > WyUB
In this case, it holds that
w > wp >0,

and thus, it follows from (3) that
E <A- Na)o < 0.

Therefore, the value dfreaches 0 in finite time. Since this implies that (21) cannot
hold for anyc € R, at some finite time, we exclude this case as a feedback Nash
equilibrium.

2. wyB > WQ > WBGP
In this case,

w<0 ifwy> wss
and
w>0 |if wo < Wss
Thereforew — wssast — oo, where
w=k=¢=0.

The transversality condition is obviously satisfied in this case.

16
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