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Abstract

We propose an endogenous growth model of a decentralized economy subject to environmental
constraints. In a basic version, we consider an economy where final production requires some material
input and where research activities allow simultaneously productive firms to reduce the dependency
of their production process on this input and to improve the quality of their output. We adopt
a material balance approach and, in spite of the optimistic assumption that the material input is
perfectly recyclable (and thus never exhausted), we show that material output growth is always
a transitory phenomenon. When it exists, a balanced growth path is necessarily characterized by
constant values of the material variables, long term economic growth taking exclusively the form of
perpetual improvements in the quality of consumption goods. The material resource constraint is not
solely a long term issue since it is also shown to affect the whole transitory dynamics of the (material)
growth process. Renewable energy is introduced in an extension of our basic model. This extension
does not affect qualitatively the features of a feasible balanced growth path but make its conditions
of existence more restrictive.
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1 Introduction

An important literature testifies to the continuous debate around the physical limits to growth!. If
one considers the controversies between economists, one can schematically distinguish two antagonist
positions. The tenants of the first and most optimistic position consider that long run economic growth is
possible within a finite world thanks to substitutions between natural resources and man-made inputs and
to technical progress. This position is best epitomized by the contributions of Dasgupta and Heal, Solow
and Stiglitz to the Review of Economic Studies symposium on the Economics of exhaustible resources
(1974) but many other contributions followed. This position has been remaining very influential and the
vast majority of the contributions to the theory of endogenous growth theory did not incorporate any
environmental consideration?, which reflects indirectly that the environment has not necessarily been

considered as a key issue for long term economic growth.

The second position is much more pessimistic about the long run growth prospects in a finite world. It
was first built on a critical appraisal of the representation of the production process in neoclassical growth
theory. Following Georgescu-Roegen (1971), ecological economists (see e.g. Cleveland and Ruth (1997),
Daly (1997)) consider that neoclassical growth models rely on much too optimistic assumptions about
substitution possibilities between natural and man-made inputs and about how they can be affected
by the technological progress. Ecological economists outline in particular that the neoclassical growth
models ignore the physical laws (the conservation laws of matter and energy and the second principal of
thermodynamics) that govern the transformation process of matter and energy in all human activities,
in particular the production of goods and services®. For instance, Islam (1985) and Anderson (1987)
illustrate how thermodynamic laws limit the substitution elasticities between natural and man made
inputs and exclude in particular a Cobb-Douglas production function of all these inputs. Anderson also

shows how the material balance principle constraints the asymptotic behaviour of the production function

I'We resume here the title of the well-known controversial book by Meadows et al. (2004), first published in 1972.
Another shortcut expression to refer to the constrained capacity of the environment to sustain economic growth is scarcity

and growth, following Barnett and Morse (1963).
2The bestseller textbooks on economic growth offer a good illustration of this statement: Even in its second edition of

2004, the 600-page book by Barro and Sala i Martin does not content a word on environmental matters of any type. Aghion
and Howitt’s book only contains a very short chapter on growth and non renewable resources. The recent 900-page book

by Daron Acemoglu does not mention the environmental issues.
3 Already in the eighties and early nineties, some theoretical works in an exogenous growth setting (a.o. Ayres and Miller

(1980), Germain (1991), Ruth (1993)) proposed models consistent with the ecological economists’ criticisms and all showed
that the physical limits to growth then appeared to be much more stringent than in a purely neoclassical setting. Two
other contributions using production functions consistent with physical principles are van den Bergh and Nijkamp (1994)

and Ayres and van den Bergh (2005).



(i.e. when the man-made input tends to infinity). In the same spirit, Baumgartner (2004) proves that
the Inada conditions for material resource (a usual assumption in growth models that include a material
resource as a production factor in an otherwise standard production function) are inconsistent with the
law of conservation of mass because this law implies that the marginal and average products of a material
resource are bounded from above. In a theoretical general equilibrium setting, Krysiak and Krysiak
(2003) show that commonly used production functions (including the CES) are inconsistent with the

physical laws of matter and energy conservation.

Progressively, contributions to the theory of endogenous growth have been interested in the question of
long term growth in the presence of natural resources and/or pollution. But rather surprisingly, the
vast majority of those papers (even among the recent ones) have proposed models that disregard the
laws of physics and ignore the ecological economists’ criticisms to the representation of the production
process in the neoclassical growth theory. For instance, Grimaud and Rougé (2003, 2005), Groth (2004),
Groth and Schou (2007) build models in which the natural resource is one of the production factors of
a Cobb-Douglas technology; Stockey (1998), Hart (2004) propose growth models with pollution in which

no material flow is explicitly described.

Other contributions (see a.o. Bretschger (2005), Smulders (1995a,b, 2003), Bretschger and Smulders
(2004), Akao and Managi (2007), Pittel et al (2006)) have aimed at a more thorough representation of
the environmental constraints. Taking into account some implications of the physical laws, these authors
show that growth can be sustained in the long run thanks to investment in knowledge capital through
research and development. Even with constant flows of energy and matters, they suggest that it is possible

to derive more productivity and utility thanks to goods and services of a rising quality.

But in spite of their intention to do so, it is not clear that those papers meet completely the critics of
ecological economics. In a first instance, Krysiak (2006) underlines that the result of unlimited growth
obtained in certain models (a.o. Smulders, 1995a,b) follows from the assumption that human capital
and/or knowledge are produced without the use of matter and/or energy. It is however sure that all
activities (including R&D) require matter and energy even when these inputs are not as such embodied
in the produced output. Akao and Managi (2007) make the assumption of a Cobb Doublas technology
in a part of their paper. Pittel et al. (2006) make a technological assumption that ignores the results
of Anderson or Baumgértner (op citum). As a result, in Akao and Managi (2007) or Pittel et al (2006),
sustainable growth is characterized by a complete dematerialisation of the homogenous final output (the

material resource content of a unit of final output becoming infinitely small).

Our paper is concerned with the feasibility of sustained growth in a finite world framework where the



environment is considered as both a source (supplier of raw materials and other services) and a sink (where
wastes and pollutants end up) and where the physical laws (in particular the law of mass conservation)
and their economic implications are explicitly taken into account. It aims at bridging the gap between

ecological economics and endogenous growth models.

In our model, each final good or service is described by four explicit characteristics: on the one hand,
quantity and price as usual in economics, on the other hand, quality and physical content (in terms of
mass and/or energy). An important part of our contribution relies on the explicit distinction between
the two latter characteristics. Obviously enough, quality and physical content are not necessarily orthog-
onal characteritics: for instance, the mass of a laptop -at given computational power- can be seen as an
aspect of its quality. But the quality of a production cannot be summarized to its physical content (two
laptops with the same mass are not necessarily equally powerful, ergonomic,...). In our model, these two
characteristics will be endogenously affected by research activities from firms. By distinguishing these
characteristics explicitly, we can outline that there is a fundamental asymmetry in the way in which
technological progress can change them: on the one hand, there is a priori no upper bound on the quality
level that a production may reach thanks to perpetual improvements in knowledge; on the other hand,
there is a lower bound on the minimal physical content of human productions. All activities (including
research itself) need matter and energy. In other words, even though technological progress is a priori
an unbounded process from the point of view of the quality of the human productions, there is however
an impossibility of a complete dematerialization of the final goods and/or of the production processes of
those goods. This is the key assumption of our model. It is supported by both empirical and theoretical
arguments. Empirically speaking (or in terms of descriptive realism), final productions have and will
always have some material content: even though totally immaterial services may be developed, some
productions remain and will always remain partly material, a.o. those productions such as food, clothes,
housing, pharmaceuticals,... Furthermore, even the production of purely immaterial services requires
(man-made) capital inputs that have a minimum material content (such as tools, machines, vehicles,
cables,...). Of course, technological progress as well as the sectoral reallocations of final productions can
increase the degree of the dematerialization of human productions but a state of complete dematerializa-
tion of aggregate output and of its production process is only an intellectual curiosity. Our assumption
also receives some theoretical support as it is the logical consequence of the conclusions of the above

quoted works by Anderson (1987) or Baumgértner (2004).

In the present paper, we do not deal with the exhaustion of non renewable resources. This is certainly an
important issue but we think that its impact on economic growth is rather well covered by the economic

literature (at least from a theoretical viewpoint): as is well-known, the exhaustion of a non renewable



resource that would remain both necessary and essential to production (in the sense of Dasgupta and
Heal (1974)) imposes a physical limit to growth that technological progress can potentially postpone but
not remove. More fundamentally, the choice of not dealing with the case of non renewable resources is
also a modelling strategy that will allow us to stress more straightforwardly that there are physical limits
to growth even in a ideal world where human productions would only used renewable resources*. That is
the main reason why our basic model relies on an assumption of a perfect recycling of the material input.
Even in this optimistic scenario of an economy that has found renewable substitutes to non-renewable

5 remains a crucial question. Given the

resources, the scarcity of the (renewable or recyclable) resource
impossibility of a complete dematerialization of man-made productions, the finiteness of the resource
stock is in itself a limit to growth as fundamental as its possible depletion®: perpetual material growth is
simply impossible on a finite earth. But the absence of a long term material growth does no mean that
no type of economic growth is possible: we show that thanks to research activities, a long term growth
path may exist, path along which economic growth can only take the form of perpetual improvements in
the quality of the final goods. We establish the existence conditions of such a long term growth path. We
show that it may fail to exist in a decentralized framework even though it is quite feasible from a purely
physical point of view. Limits to growth do thus not follow exclusively from the sole physical constraints

but also from the interactions between these constraints and the economic behaviours of decentralized

agents.

Incidentally and in opposition to some growth theorists who argue that environmental constraints have
not been an impediment to the economic growth of the OECD countries over the last 2 centuries and
might thus only matter for the very long run, we also show that the law of mass conservation does not
only shape the type of economic growth that is possible in the long run: it may also matter in the short

and medium runs since it can affect the whole transitory dynamics of the growth process”.

Section 2 presents our basic model. The general equilibrium of the economy and its dynamics are described
in section 3. Section 4 deals with the properties and the existence of the balance growth path. In section
5, the transitory dynamics of the economy is illustrated numerically. In section 6, energy is introduced
in the model, which does not change the basic conclusion of our first model. The only possible type of
long run economic growth is qualitative. However such a long run growth regime is shown to exist under

more restrictive conditions than in the basic model.

4Akao and Managi (2007) show that another limit to growth may follow from the environmental degradation caused by

production/consumption activities.
5At a given point in time, any resource is never available without limit.
6The consequences of these two limits to growth are of course not the same.
"It is the case in our model with a perfectly renewable resource. Obviously enough, it would be even more the case in a

model with non renewable resources which can deplete during the transition process.



2 Agents’ Behaviours, Tehnological and Physical Constraints

The economy consists of two types of long-living agents: monopolistic firms and households. Monopolistic
firms produce final goods that can be purchased as investment or consumption goods. Their production
technology requires a material input and productive capital. Each period the firms take three types of
decisions: they choose a production/price policy, a research effort level and an investment level that will
determine the available capital stock in the following period. Households receive the whole macroeconomic

income, consume and save.

There are two types of markets: the markets for the monopolistic final goods market and a financial

market on which monopolistic firms borrow funds from households.

In the first version of the model, the economy is subject to only one environmental constraint: the
availability of the material resource. The evolution of the stock resource is the net flow of material
following from production on the one hand and recycling on the other hand. Each period indeed, a part
of the resource stock is extracted and enters as input into the production process; during the same period,
production and consumption activities give rise to a waste of material that can be recycled and will return
to the available stock of material at the beginning of the next period. As depicted in figure 1 below,
material waste occurs at three levels. First, during the production process, a part of the material input
is wasted (only a part of the input being incorporated into the final production). Second, the material
content of the consumption goods is wasted after consumption. Similarly, the material content of the
investment goods is wasted once capital goods become obsolete. We assume that these wastes of material

are perfectly and freely recyclable.

2.1 Description of the production sector
2.1.1 Technology

There is a continuum of monopolistic firms defined on [0,1]. A firm j € [0, 1] is the only producer of good
J, which can be used for final consumption or investment. This production requires 2 factors: a (natural)

material resource, called MR hereafter, and productive capital.

To produce a quantity y;; of good j in period ¢, firm j thus needs a quantity x;; of natural resource given
by:

Tje = [Xe + ) Yje- (1)

e > 0 is a quantity (in mass units) of MR incorporated in a unit of good j; x; > 0 is a quantity (in



mass units) of MR that is wasted during the production process. This waste is assumed to be perfectly
recyclable. Variables y; and p; are common to all firms and describe the dependency of the current
technology on the natural resource. Both variables are affected by an endogenous technical progress that
is exogenous at the firm level and follows from an external effect linked to the past research activities of

all firms (see subsection 2.2).

In period t, a unit of good j has a mass m;;. This mass corresponds to the mass of the natural resource
incorporated in good j in period t, i.e.,

mit = [bt- (2)

MR is a free common resource. Its transformation process however requires physical capital. To handle

a quantity x;; of RN, firm j needs a quantity of productive capital ,k;; given by
Tt
kit = —%- (3)

where R; is the stock of MR at the beginning of period ¢ and X; is the total quantity of MR used by
all firms during the period. The higher the extraction rate, the more the extraction process is capital
intensive. Our technological assumption captures the intuition that the cost of the exploitation of the
resource depends on the size of the available stock: extraction costs are likely to increase when a bigger
quantity is extracted and a lower stock remains available (Lin et Wagner, 2007). Numerous real examples
testify that the exploitation of natural resources (in particular non renewable resources like coal) becomes

non profitable largely before the exhaustion of the ressouce®.

2.1.2 Research and Innovation

Firms may invest in research and development. Research has an instantaneous microeconomic impact:
a firm that makes research improves instantaneously” the quality of its output, which stimulates final
customers’ demand at given output price (see sections 2.3 and 3.2). However, a firm active in research
during a given period cannot appropriate itself its research results for longer than that period. Research

results next become public knowledge.

The research process and the diffusion of its results are formalized as follows. All firms enter a given
period t with the same level of knowledge QQ;:—1, which is the public heritage of the former private research
efforts. If a given firm j then invests in research, it raises the quality g;; of its output above @;—; and

can appropriate itself the return on its current quality improvement by enjoying a larger demand from

8This argument is also in line with Meadows and al., (2004) who suggest that the limits to growth due to resource

scarcity should be understood as a problem of rising costs and not of a physical exhaustion.
9For simplicity, we assume that there is no time-to-build effect in the quality improvement following from research.



costumers during the same period. The research technology is assumed to be deterministic: in order to
improve the quality level at a level g;; above @Q;—1, the research department of firm j must be endowed

with a capital stock .k;; given by

Qt—l

where h(-) is an increasing and convex function which satisfies h(1) = 0 (no research investment is required

ki =h ( 2t ) Vit (4)

to maintain the quality level unchanged).

At the end of period t, the results of individual research activities become a public good: in the next
period, all firms will have a free access to a quality level @, corresponding to the highest quality level g;;

reached in t:

Q: =max {q¢;;j €[0,1]}. (5)

Moreover there is a dynamic external effect following from individual research efforts: the past research

efforts make the current production process less material resource consuming:

xte = x(Q-1) with x'()<0 (6)
pe = p(Qe-1) with p'(-) <O0. (7)
However, we assume that the production process cannot reach a state of complete dematerialization in

which a unit of good j would be produced from an infinitesimal quantity of MR: both functions x and p

are thus bounded from below :

li =x>0 d li =p>0. 8
oim x(@)=x and  lim u(Q)=p (®)

2.1.3 Productive capital requirements

Given (1), (3) and (4), the total capital stock requirement of firm j during period ¢ is linked to its

production and target quality levels as follows:

kit = pkjt+ okt
o x(@Qi—1) + Q1) ( qjt ) 4
= 1_ )I% + h Qt71 ‘| y]t- (9)

2.1.4 Capital stock accumulation

For simplicity we assume a unitary depreciation rate. A given firm j builds its capital stock by purchasing
and combining the different final goods produced by the monopolistic firms. There is a one period time-

to-build and if firm j purchases ¢;;; units of each investment good ¢ € [0, 1] in ¢, its capital stock in ¢ 41



will be .

T = /0 [ (qit) ] ™ di, (10)
where 0 < @ < 1 and () is a continuous and monotonically increasing function of the quality level of the
final goods. We will note ®(g¢;) the positive elasticity of function ¢(-) with respect to ¢;. The productive

capital stock k;;11 thus incorporates the quality of the investment goods used to build it.

We assume that the productive capital stock cannot reach a state of complete dematerialization: it is not
possible to build a given level of productive capital stock from an infinitely small quantity of material

investment good. That is, the quality function ¢(-) is bounded from above:

lim ¢(q) = ¢ < oo, (11)
q—+o0

which also means that lim,_,; o, ®(¢) = 0. This assumption reflects the idea that the production process of
the material goods cannot itself be completely dematerialized: the productive tool and/or the productive
infrastructure must have some material content. Similarly, the research process at the origin of the

production of knowledge cannot rely on a purely immaterial input.

If firm j wants to use a given capital stock kji11 in ¢ 4 1, it will determine its purchases of the different

final goods so as minimize its total investment cost, i.e., it will solve

1
min / Ditljirdi
{tjir}s Jo

subject to (10) with kj;4q given.

Such a cost minimization problem is fairly standard and leads to the following investment demands:

tiit = 97 (it K)jt} kjiyr, Vi (12)
¢

where ¢ = —— and the investment price index (defined as p, such that Dikjiy1 = fol pitbjitdi) is given by

11—«
1 D 1—e¢
—_1—e it .
Py c = di. 13
! /0 Lﬂ(qn)} (13)

2.2 Consumer behaviour

We consider a representative and long-living agent who consumes the final goods and accumulates financial
wealth. She receives the whole aggregate macroeconomic income under the form of interest rate payments

and profits.

The consumer’s preferences are representable by the following intertemporal utility function'®

T
» B'In(C) with 0<pB<1
t=1

10The assumption of a logarithmic utility function is only made for analytical convenience.



The time horizon T is supposed to very long and possibly infinite. C; is a final consumption index ¢ la

Dixit-Stiglitz (1976) defined over the continuum of final goods as follows:

1
o = /0 (s )] di,

where 0 < o < 1. 9¥(+) is a continuous and monotonically increasing function of the quality level ¢;;. We
will note ¥(g;) the positive elasticity of function (-) with respect to ¢;. We assume that the welfare
impact of a rising quality level is not necessarily bounded: equivalently, the asymptotic value of ¥(q;)

remains positive, i.e., limg, oo ¥(g) =¥ >0

As the consumer’s preferences are time separable, the intertemporal consumption/saving decision can be

analysed independently of the choice of the composition of the final consumption bundle in each period.

2.2.1 Intertemporal allocation of income

Let Q; be the consumer’s financial wealth at the beginning of period ¢ > 1. The consumer chooses her
intertemporal consumption profile so as to solve the following problem where final consumption is used

as numéraire.

T
max In(Cy) 3 14
{Ct}t,...7 ; ( t)ﬁ ( )
subject to
Qt-‘,—l = Qt [1 + ’/‘t] + T — Ct,‘v’t Z 1 Ql given (15)

Qryr > 0.

where 7 is the real interest rate and 7 is the aggregate value of firms’ profits.

The optimal consumption path must satisfy the following first-order condition describing the usual con-
sumption smoothing behaviour:
L G+ ] ! t>1 (16)
il r -
Cy e T

and last period consumption must satisfy the terminal condition Qry1 =0, i.e. Cpr = (14 r7)Qr + 77.

2.2.2 Intratemporal consumption choice

For a given level of the consumption index, C}, the consumer chooses her consumption bundle so as to

minimize its cost:

1
min PpitCirdi
Cit 0

10



subject to
1
/ [V (qit)cie] di = Cf
0
where p;; is the price of good i € [0,1] in ¢.

Solving this problem is fairly standard and leads to the following optimality conditions:

Cit = wa_l(Qit) plt] Cy,Vie [0,1],
_pct

where P, is the consumption price index given by

1r D 1—¢
_l—¢ it .
Do = = di=1
! /o _¢((Iit)}

This price index is normalized to 1 since the final consumption index is used as numéraire.

2.3 Price and Research Decisions of Monopolistic Firms
2.3.1 Total demand for good j

Given (12), the total investment demand for good j is

1
/ Lijtd’i
0

djq
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where Iy =ge5 [ ki1di.

Given (17) and (19), total consumption and investment demand for good j is thus

L 1—€ 1
vt = i+ dje =¥ (q50) [%} Cr+ 9" Hgj0) [];jt} I;.
t

2.3.2 Profit maximization of firm j

(18)

During period ¢, firm j uses a predetermined capital stock level k;¢. It must choose its price policy p;:

and the quality level gj; of its current output (which amounts to determining what parts of the existing

capital stock are allocated respectively to production activities and to R&D). Moreover, firm j must

decide on its current investment level, which will determine its next period capital stock k; 1.

Firm j makes those decisions so as to maximize the following intertemporal profit function

Dpjty p k +
itYijt j,t+1
max pEALF L 4 A LAY t] Lk
{Yjt:5t 056 K5,041 o1 = Hr—l [1 +77—]

11



subject, V¢t > 1, to (20) and

1
Yyt < X(Qt_i)j)g(Qt_l) +h (5:’51)] ki (21)
gt > Qi1 (22)

kjl; QO givenn.
(21) (following from (9)) states simply that the firm’s output cannot be larger than what can be produced

with the productive capital stock (i.e., the capital stock that is not allocated to R&D)!2.

Let MCj; denote the marginal cost of production in ¢. A marginal increase in output requires more MR
(which is free) and more capital, the user cost of which is equal to p;—1 - (1 + 7¢): productive capital in ¢
is purchased in ¢t — 1 at a price p;—1 and is financed by borrowing, which implies in ¢ a total debt service
of pr—1 - (1 + r¢) per unit of capital purchased in ¢ — 1. The marginal production cost is the product of
the user cost of capital by the marginal capital intensiveness of output dy;./0k;; (which is the inverse of

the marginal productivity of capital): i.e.,

MCjt =P - (1+14) - X(Qt_i) +)Z(Qt_l) +h (quﬁ)l (23)
R t—1

where the term between brackets is also equal to k;;/y;: (see (9)).

Appendix 1 consists of the detailed resolution of the above problem. When constraint (22) is not binding
(which will always be the case under the assumption that h’'(1) = 0), the optimality conditions on the

price and quality levels can be written respectively as follows

£

pjt = - 1 -1\4 Cjt (24)
3y-t _ 819,5
L R - LA (1 Rkt Loy 2
(pjt — MCjt) Das0 Pr—1 (1 +74) Bas0 (25)

(24) corresponds to the standard monopolistic pricing behaviour: the monopolistic firm sets its price by
marking up its marginal cost of production. (25) states that the optimal quality level must equalize the
marginal benefit and cost of a quality improvement. The left-hand-side of (25) represents the marginal
income following from a marginal increase in quality: a higher quality level increases demand for good j
and thus firm j output and revenue at given price. The right-hand side of (25) represents the marginal
cost of this quality improvement: to increase quality, the firm needs to allocate more capital to its research

department and must thus support the user cost of capital for each additional unit of capital.

12Note that an optimal choice of firm j requires that constraint (21) is always satisfied with strict equality (even in t = 1
with an exogenously given ki1). Obviously enough, should the capital stock be larger than what requires production, it
would always be profitable to allocate the idle capital stock to research: this extra research effort would increase the output

quality and would thereby allow the firm to sell profitably the same quantity of output at a higher price.

12



The values of p;; and gj; that are solutions to (24)-(25) next determine the corresponding output and
investment choices. Moreover (and obviously enough), a profit maximizing firm makes no investment in

T, i.e., chooses kjr41 = 0.

For the sequel, it is useful to rewrite (25) in a more explicit way. After using (23), multiplying (25) by

qjt/yje gives

,_M_.jt:M_@.h/ d;jt qjt 9
(pit G Ta Cjtkjt Qi-1) Qi1 (26)

where ni?q is the elasticity of demand for good j with respect to its quality level. Using (20), nq]jq can be

shown to be a weighted average of the elasticities on functions ¢ (-) and ¢(-) with respect to gj, i.e.

) Ci d;
nt,=(E—-1)- {‘I’(th)?t + ‘P(th)?t} . (27)

yjt yjt

Using (24), (26) becomes:
jt
My-q Kjt / < djt ) djt

— —— =h | =) = 28
€— 1y Qt-1) Qi (28)

2.4 Dynamics of the material resource stock

During a given period, the change in the available stock of the material resource is the net flow of material

following from recycling activities on the one hand and the production process on the other hand.

As explained earlier, the production process and the use of the produced good lead to a waste of material:

e Material residuals are a by-product of the production process: when producing y;¢,firm j gen-
erates a quantity of residuals equal to x(Q:—1)y;+. During a period ¢, all the production activities

thus generate a total waste given by:

1

1
pZt :/0 X(Qt—l)yjtdj:X(Qt—l)/O Yjtdj. (29)

e Consumption goods are non durable goods and their consumption leads instantaneously to a
material residual. Given that the mass per unit of good i is my, the total mass of residuals

following from consumption at time ¢ is :
1 1
th :/ mitcitdi = M(Qt—l)/ Citdi. (30)
0 0

e A third flow of waste follows from capital obsolescence: At the end of period ¢, the productive
capital stocks of the monopolistic firms get physically obsolete. Since each k;; consists of investment

goods bought in ¢t —1 and each investment good ¢ has a unit mass of m;;_1, the physical obsolescence

13



of all {kj;};c(0,1] gives rise the following flow of residuals :

th = / / Mit—1ljit— 1dZd]
Pr1 ] o

p(Qe—2 / / Y(git—1 {] kjididj (31)
Dit—1

where the last equality follows from (2).

The above flows of material residuals are assumed to be perfectly and freely recyclable: they enter again
into the stock of MR at the end of the period during which they have been discharged. The dynamic of

the available stock of MR thus obeys to the following equation :
Riyi — Ry = pZv+ Zi+ w2y — Xy (32)

where X; is the total use of the natural resource by final firms: X; = fol xjdj with x;; given by (1).

3 General Equilibrium with Natural Ressource

At given Q;_; and {kjt} the general equilibrium of period ¢ is a system of prices ({pjt} , a vector

of quantities {c;, kjit1, Yji, T, Rt}j and a vector of research efforts {th}j such that

e Households’ consumption choices satisfy the inter- and intratemporal optimality conditions (16)

and (17) with a consumption price index given by (18);

e Firms take price, research and investment decisions (and thereby their output level) that maximize

their intertemporal profits, i.e., satisfy (24), (28) and (12) with a capital price index given by (13);
e final goods markets clear and satisfy (20)!?;

e the natural resource stock obeys (32).

3.1 The symmetric equilibrium in the monopolistic sector

If all final firms have the same initial capital stock k;; = k1 Vj, they all take the same decisions in period

1 and in all the subsequent periods. The monopolistic sector is characterized by a symmetric equilibrium:

Pjt =Dt qjt = ¢ and  kjp1 = kep1,V5 €[0,1]  and ¢t >1.

13By Walras law, the financial market clears as well: one can verify that the financial wealth of households is equal to

the debt of the monopolistic firms: in each period, Q¢ = ps—1k¢.
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Therefore, (18) becomes
bt

1(=p4) =—F—= or p:=1(q) 33
( t) w((h) t ( t) ( )
Similarly, the investment price index (13) becomes:

=D ¥(qr) (34)

olar)  pla)

Consumption and investment demands (17) and (19) are then the same for all goods j

Cy
Cit =C = 35
e ¥(qe) (35)
dyp—dy — % (36)
R w(ar)
where It = fol kjt+1dj = kt+1.
All firms produce the same output level y; = ¢; + d, also given by
X(Qi—1) + p(Qi—1) ( q )}1
= +h k 37
v E; Qi1 ! (37)

They use the same quantity of material resource z; = [x(Qt—1) + 1(Qt—1)] yz-

In a symmetric equilibrium, the optimality conditions on pj; and g¢;¢, respectively (24) and (28), become:

ZZ’(Qt—l) ky

O"lp(qt) = (P(Qt—l) (1 + Tt); (38>
%@ _ ’ ( qt > qt
e—1ly " Qi-1) Qi1 (39)

with « =1 —1/e and

Myg = (e—1)- [\P(qt)z + @(qt)(;j .

3.2 Dynamics of the natural resource

The dynamics of MR, (32), can thus be rewritten as:

Rio =R = X(Qutyi +u(@rr)ei + p(@r2)—— — a,
©(qe-1)

kg
= —u(Q—1) [yt — ] + “(Qtd)m

ki ki1
H(Qt_Q)iap(qtq) - H(Qt—l)@

where the penultimate equality follows from the relationship between x; and y; and the ultimate one

follows from the identities y; = ¢; + d; and (36).

The ultimate equality translates the law of mass conservation in our framework: the total quantity of
material in a closed system is necessarily constant: V¢ > 1,
k

kty1 t
Rua & Qi) ol et #Qi-2) o(q-1) M, (40)
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where M denotes this constant quantity of material. At the beginning of period ¢, a part of M is in the

stock of disposable resource Ry, the remaining part being embedded in the productive capital stock k;.

3.3 Evolution of knowledge

Since firms make identical choices, the max condition (5) becomes simply

Qt = qr. (41)

3.4 The dynamic system

In a symmetric equilibrium in the monopolistic sector and with price levels given by (33) and (34), the

whole system of equations characterizing the economy in each period ¢ > 1 can be written as follows:

1 1
c - BL+7e41] Gy (42)
Y = c+d; (43)
Cy
= 44
“ V(qt) (44)
g = L (45)

(Qt)
ke [x(qt_l)w(qt_l) (qt )]
= +h (46)

BS)

Yt 1— & Gt—1
e = [x(@—1) + plge-1)] ye (47)
M = Ritplams) (48)
T TEn @
R Bl e s ®

In each period ¢, the economy is described by 9 equations with 9 unknowns: Cy, ct, ye, di, Ry, e, qt, Tty Kt

Initial conditions are k1, qo,g—1. The terminal condition is k741 = 0 or ¢r = yr (and Cr = ¥ (gr)yr).

In the sequel, we will consider that T — .

Lemma 1

In an infinite horizon framework, the dynamics of the economy is characterized by the following

properties:

1) The material consumption-output ratio (¢;/y:) and the material investment-output ratio

16



(d¢/yi) are constant and respectively equal to

d
& af and L =af, Vt>1. (51)
Yt Yt

2) Consequently, material output y, consumption ¢ and investment d always grow at the same

rate.

3) The growth factors of capital, output, investment and consumption are decreasing functions

of the extraction rate x;/R;:

-1
ki1 apola) x(qi-1) + p(gi-1) < qt )
ke  kfye abe(a) [ 1- 1% h qt—1 ] (52
-1
ye o dy X(qt—1) + p(gi—1) qt
v d aBe(qi-1) [ - +h (%-1)] . (53)

Proof: See Appendix 2.

A few comments on Lemma 1 are useful:

e Point 1 of the lemma is a consequence of our assumption of a logarithmic instantaneous utility
function. The saving rate would exhibit a transitory dynamics under more general assumptions on

the intratemporal utility function. But this would not change the nature of our results.

e Note the negative impact of the extraction rate on the growth rates of the capital stock and output:
a higher extraction rate makes the production process more capital intensive, which decreases the
marginal productivity of capital and makes physical production (and thereby investment) more

costly.

This point illustrates indirectly that ecological constraints do not only matter in a remote long run:
they also affect the whole transitory dynamics of the economy subject to them. In the present
model, the material resource constraint (represented by the mass conservation principle) and its
impact on the extraction rate affect not only the long run growth possibilities but also the whole
transitory dynamics of output, investment,... A numerical exercise in section 5 will show that 2
economies with different material resource endowments (but otherwise structurally identical) will

experience very different transitory growth rates of material output and related variables.

e There is an instantaneous negative impact of the research effort ¢; on the growth factor of output
but also a dynamic positive impact. Indeed, physical production and research are rival activities
as far as the use of the existing capital stock is concerned: during a given time period, a bigger

research effort implies less physical production. However, past research activities make the present
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production process more efficient (via a larger ¢ and smaller x and p), which stimulates present

output growth.

e The instantaneous impact of research activities on productive capital accumulation is a priori
ambiguous. On the one hand, the instantaneous negative output effect of research lowers physical
investment. On the other hand, research improves instantaneously the quality of investment goods,

which enhances capital accumulation. In the long run however, the first effect dominates necessarily.

4 Balance Growth Path

4.1 Properties of a BGP

We define a balanced growth path of the economy with a material resource constraint as a growth path
characterized by a constant and positive growth rate of the level of knowledge and a constant growth

rate of each of the variables y, ¢, d, k, , R and C.

Let ¢ be the constant growth factor of knowledge along the BGP, i.e., § = (¢:/q1—1)BGP-

Lemma 2

Along a BGP,

1. Final productions and the productive capital reach their highest level of dematerializa-

tion: asymptotically,

BGP BGP BGP _
) = wx(g) = x and  ¢(q) — ¢

and the elasticity of ¢(g) with respect to ¢ tends to zero: ®(q) Bep 0;

2. The asymptotic resource input-output ratio is constant and equal to

x
(t) =X+ (54)
Yt/ Bap

3. Material variables, i.e. output y;, the natural resource requirement x;, consumption c¢;
and investment d; have the same growth factor as productive capital k;y1. Asymptot-
ically, it is the following decreasing function of the extraction rate E = & / R and the

growth factor of knowledge §:

e\ (ke [xFe ]
() s~ (i) o2 125 00 - o




Proof
1. follows directly from (8) and (11): If ¢ exhibits a positive and constant growth rate, ¢ — 400 and
functions x(q), p(q) and (q) tend toward their respective asymptotic value.
2. follows obviously from point 1 and (47).

3. Using point 1 of lemma 2, (52) becomes (55) and the growth factor of output (53) has the same

BGP value. From lemma 1 and point 2 of Lemma 2, this is also the growth factor of ¢;, d; and x.

QED

Lemma 3

A balanced growth path has one of the two following asymptotic features :
e cither the growth rate of the material variables (y:, ct, dt, @) and the capital stock k¢i1
is nil and the extraction rate is constant and strictly positive;

e or the growth rate of y;, ¢, di, x; and ki1 is strictly negative and the extraction rate is
nil.

Proof

Assume first that all material variables grow at a strictly positive rate: in particular, d would then become
larger and larger, which would violate sooner or later the law of mass conservation (48) (M = R+ pd;_1).

Hence, either d is constant along the BGP or it grows at a strictly negative rate.

e If d is constant, Lemma 2 implies that all material variables are constant as well. (48) then implies

a constant available resource stock R;. The extraction rate is thus constant as well.

e If d grows at a negative rate along the BGP, d tends progressively towards zero and, from lemma
2, k, y, ¢, x tend towards 0 as well. Asymptotically, (48) implies that Ry — M: the extraction rate

thus tends towards 0.

QED

In the sequel, the first (resp. second) possible path will be labeled positive (resp. negative) BGP, in short
PBGP (resp. NBGP). Proposition 1 hereafter analyses the properties of a PBGP. Section 4.3 will discuss

its feasibility and conditions of existence.
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Let H(§) be defined as

Note that H(1) = A'(1) = 0 and H'(§) = h"(§)§ + h'(§) > 0 since h(-) is an increasing and convex

function.

Proposition 1

In the presence of a limited but perfectly recyclable essential material resource, material
output growth can only be a transitory phenomenon: perpetual economic growth can only take
the form of perpetual improvements in the quality of the consumption goods. That is, along a

PBGP of the decentralized economy:

1. Material variables y, ¢, d, R, x and the productive capital stock k are constant

2. The growth factor of knowledge is
g=H""(paf(l - ap)¥) (56)

and implies perpetual improvements in the quality of the consumption goods;

The extraction rate is
. +
Fo1- _XTHE
paf —h(q)

3. The perpetual improvements in the quality of the consumption goods are the only source

(57)

of long term growth of the consumption index Cy and the representative agent’s intratem-

poral welfare.

Proof

1. follows from lemma 3.

2. Given lemmas 1 and 2, the optimality condition (50) writes as follows along a PBGP:
k
Ha = (2) (2) w
Yt/ Bgp \Yt/ Bcp

Using successively k; = pd;, (51) and the first point of this proposition, this last equality becomes

(58)

H(Gg) = @ab(l—ap)y, (59)

which leads to (56). Since function H is nil when ¢ = 1 and strictly increasing in ¢, (56) defines a

unique value of ¢ > 1.

20



(57) follows straightforwardly from equation (52) where the growth factor of productive capital has

been set 1.

3. is a mere implication of the first two points of the proposition.

QED

Intuitively enough, note that along a (P)BGP, the growth of knowledge implied by (56) (and thereby the

growth rate of the consumption index) is an increasing function of ¥ and @:

e WU: the more the improvements in the quality of the consumption goods are sensitive to the research

effort, the stronger the incentive to invest in it.

e ¢: the more physical investment is productive, i.e., the more productive capital is dematerialized
(alternatively, the less a given productive capital stock depends on physical investment), the less
the research effort is costly (in terms of foregone physical production) and the stronger the incentive

to invest in it.

e The growth rate of ¢ is however a non monotonic function of the saving rate o/ it is increasing
in the saving rate if /3 is not too high (i.e., not larger than 1/2)!4; it is decreasing otherwise.
This ambiguous impact of the saving rate appears rather clearly in the optimality condition (50).
A higher saving rate implies a stronger capital accumulation and a higher capital/output ratio,
which contributes to increasing research ceteris paribus. However, along a BGP, the only impact of
research is the improvement in the quality of consumption goods. From this perspective, the lower
the output share allocated to consumption, the weaker the long run incentive to make research.
When the consumption/output ratio is low enough (or the saving rate high enough), this second

effect dominates and an extra increase in the saving rate further weakens the incentive for research.

Proposition 2

Along a PBGP, material variables are linear functions of the material resource endowment:

1Tndeed,
d(0fe(l — af)v)

_ 1
(o) =¢(1—-2aB8)¥ >0< af < 5
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i.e,

R S(EYM  with 0<X(E) = _X*E <1 (60)
X+ u+abpk
i = EX(E)M (61)
- = M M
j EX(E)—— < —— 62
g ( )K+H e (62)

and d = o, k = papBy, ¢ = (1 — ap)j.
Proof

Using successively d;/y; = a3, (47) and lemma 2, one can rewrite (48) as follows

Tt
X+p

E
R, [1+aﬁ“ t]
X+ H

M:Rt+ﬁdt = Rt+ﬁaﬂ

Along a PBGP, E, = F and the last equality above leads straightforwardly to the constant value of R
given in (60). ¥(E) is monotonically decreasing in E, with £(0) =1 and 1 > %(1) > 0. Using £ = z/R
(resp. (47)) and (60) leads to (61) (resp. (62)).

QED

4.2 Digression on limit cases with unbounded material growth
Proposition 3

Perpetual growth of material output y, consumption ¢ and investment d would occur in the

two following particular cases:

1. The available quantity of material resource is unlimited, i.e., M — o0;

2. Technological progress allows firms to produce final goods characterized by a complete

dematerialization: i.e., 4 — 0 and x — 0.
Proof

It is easy to verify that in cases 1 and 2, the value of y in proposition 2 tends towards +oco, which reflects
that output then grows at a strictly positive rate along a BGP. In both cases, it is not difficult to show

that the growth rate of the technological knowledge remains given by (56) whereas FE = 0. Moreover, in
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case 1,

<k515+1> ___ abp (63)
ke Jpep X+ p+h(Q)
whereas in case 2,
(kt“) _ abe (64)
kt BGP h (Q)
QED

Note the following two points.

1. In these two cases, our model behaves as a fairly standard endogenous growth model. In terms of

descriptive realism, these 2 cases seem however unlikely: Case 1 is impossible in a finite world; Case
2 would basically amount to saying that technological progress could ultimately free the production

process from the laws of physics.

. Even though technological progress allowed productive capital to reach a state of complete demate-
rialization (i.e., p — 00), material variables would nevertheless remain bounded (except in the two
particular cases discussed just before). If ¢ — oo, an infinite capital stock could asymptotically
be built from an infinitely small quantity of investment good, which would imply that all mate-
rial production could then be allocated to consumption; moreover, with an infinite capital stock,

the extraction could tend to 1. However, final output would remain bounded unless a complete

dematerialization of final productions was possible.

4.3 Feasibility of a PBGP and existence of decentralized PBGP

We now analyse the conditions of existence of a PBGP in our decentralized economy. We deal with this

issue in two steps: we start by analysing the feasibility of a PBGP from a purely technological /physical

point of view. Next, we examine to what extent the decentralized behaviours of the economic agents

restrict the existence conditions of a (decentralized) PGBP.

We first define more precisely the concept of feasibility of a BPGP :

Definition

A PBGP is said to be feasible if the following conditions are satisfied :

0 < < (65)
y

0 < E<1 (66)

1 < g 0<h(q) (67)



In order to determine the conditions under which a PBGP is technologically /physically feasible, we set
aside the model equations describing the decentralized agent’s decisions (i.e. the optimality conditions
on consumption, price and research) and we focus on the feasibility conditions that follow from the
technological and physical constraints (46), (47), (48) and the accounting identities (43), (44), (45).

Along a PBGP, this system of 6 equations can easily be reduced to the following relationship:

d N X T
- =h(q)+ =. 68
<py @ 1-F (68)

For a given value of the saving rate d/y € [0, 1] (d/y being constant along a PBGP), (68) defines a negative
relationship between F and ¢ which reflects that research and physical production (or extraction) are
rival activities as far as the use of the available capital stock is concerned: the higher the extraction rate,

the higher the capital requirement per unit of output (i.e. the higher the ratio (x +p)/(1 — E)), so the

~N

lower the capital stock available for research and the lower h ()

Proposition 4

1. A feasible PBGP can be associated to any couple (E, ) of the positive orthant that

satisfies the inequalities

_xte

0 < E<1 — (69)
¥
N Xtp
0 < h(g)<p—=——=. 70
@ <P-1—F (70)
2. A necessary condition for a PBGP to be feasible is
> x+p (71)

In other words, there is certainly no feasible PBGP if the efficiency of physical investment
(equivalently the highest degree of dematerialization of the productive capital stock) is
too small relatively to the highest degree of dematerialization of the physical production,

ie. if o < x+p.
Proof

1. The positivity constraints in (69) and (70) are straightforward (see definition of a PBGP). The
upper bound on E in (69) follows from (68) where d/y = 1 and § = 1 or h(§) = 0. The highest
feasible extraction rate would indeed be reached if output was fully allocated to investment (unitary
saving rate) and if the whole available capital stock was allocated to production/extraction activities

(no research investment).
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Since the saving rate is constant and in [0, 1], the left hand side of (68) is in [0, ¢] and the following

inequality must thus hold

X+ u ~
0<==+h < p.
- (@) <®

The left inequality will be necessarily satisfied since E <1 and h(G) > 0. The right inequality is

equivalent to the right inequality in (70).

2. If (71) does not hold, the upper bounds on E and h(§) in (69) and (70) are negative, i.e., no PBGP

can exist.
QED

Figure 1 illustrates this proposition graphically. In the case of a unitary saving rate d/y = 1, the

relationship (68) becomes the curve h(q) = ¢ — 15:%, which determines the frontier of the domain of

the feasible values of E and h(§). This domain consists of all the couples (E,E) of the positive orthant
under this curve. If (71) does not hold, the intercept of the curve is negative and this domain is empty.
If it holds, feasible couples (E ,h(§)) exist and a fully informed central planner could choose one of these

couples (and the corresponding saving rate) in order to maximize a chosen social objective.

The necessary condition (71) has an intuitive interpretation. If it did not hold, the economy would not
be able to sustain a constant capital stock level even in the scenario which is the most favourable to
capital accumulation, i.e. a scenario in which 1) the existing stock would be exclusively allocated to
productive activities (no research investment), 2) the extraction rate would be nil and 3) final production
would only be allocated to investment (unitary saving rate). Assume indeed that a given k could be a
stationary state capital stock level. In the scenario just described (§ =1, E =0, d/y = 1), output (and

thus investment) would be j = d = k - (x+p)h

The capital stock of the following period would be
od=k-¢- (x+ p)~* and would thus be necessarily smaller than k:if ¢ < (x + u), the capital stock can

only decrease through time.
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Figure 1: Domain of feasibility of the PBGPs
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We now analyse the existence conditions of the decentralized PGBP characterized in 4.1.
Proposition 5

1. A decentralized PBGP exists if and only if

(h (@) =) h (H™" (paB(l — aB)¥)) < Gaf — (x +p) (72)
2. A necessary condition for a decentralized PBGP to exist is a sufficiently high saving rate

af, i.e.,

ap> X8 (73)
®

Proof

1. The condition on &(§) follows from the constraint that E must be positive: from (57), this requires

that x + pu > @af — h(¢) > 0, which is equivalent to (72).

2. If (73) did not hold, the right-hand-side of (72) would be negative, h(§) (but also E) being con-

strained to be negative as well.
QED

Conditions (72) and (73) are quite intuitive. From lemma 1, we know that the growth factor of the
capital stock is given by (52). Along a PBGP, one must have k;11 = k, i.e. a unitary growth factor of
the capital stock. Since the expression of the growth factor of k in (52) is decreasing in the extraction

rate, the following inequality must thus hold:

(kt“) :%:1<L“ﬁ
BGP

ki X h(g) X+ p+h(q)

1-E

which is equivalent to (72). If (72) did not hold, the right hand side of this inequality would be smaller

than 1, which would imply that the capital stock would decrease through time, the economy moving then
along a NBGP. Such a situation would occur if the saving rate of the economy was too small, given the

research effort simultaneously developped by the firms.

The necessary condition (73) is equivalent to the inequality (72) in the case where h(g) is nil: it reflects

that the scenario of a NBGP would be unavoidable if the saving rate was too low to maintain the capital

stock constant even when no investment in research is made. Indeed, in the absence of any research

effort, the investment level d necessary to keep the capital stock constant at a given value k is such that
+pu] 7t

X u} i

k(= ¢d = gafj) = gaf3 {1 —
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If (73) does not hold, the term that multiplies k at the right-hand-side is smaller than one even in the

most favourable case where E = 0 (and thus a fortiori for any positive E).

The comparison between the necessary conditions (71) and (73) makes clear that a decentralized PBGP
may not exist even though the domain of the feasible PBGPs is not empty. If the saving rate in the

decentralized framework, a3 < 1, is such that

X+u
of3

no decentralized PBGP exists although there exist feasible PBGPs. One can note here that the likelihood

> Q> X+,

of such a situation is higher

e the more decentralized agents are impatient (the lower ()

e the stronger the goods market imperfections (the lower «).

(72) also shows that an overinvestment in research can be a second motive for which a decentralized
PBGP may fail to exist even though there are feasible PBGPs. The existence of a decentralized PGBP
does not only require a sufficiently high saving rate: it also needs that a sufficiently large part of the

saving be allocated to the accumulation of productive capital.

5 Transitional dynamics

Although some aspects of the transitional dynamics can be characterized analytically, a more thorough
exploration of it requires a numerical analysis. Since we only aims at a qualitative exploration, we want

to limit the space dedicated to the choice of the calibration.

We choose the following functional forms which satisfy the model assumptions:

hiz) = [a—1]", v>1
U(g) = qf, withn>0
wa) = p+ qouoq:g’ with pig > p >0
x(a) = x+ qOquzx’ with xo > x >0
ela) = P—a %q: P with 0 < g0 <.
Hence, ¥(q;) = n and B
P(qr) = %-
Y —4do—g
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The discount rate § has been set to 0.98 and e (or «) has next been set to obtain a saving rate of 20%
(i.e., @ = 0.2/8). The technological parameters v, 1, u, x and @ has been chosen so as to satisfy the

existence condition of a PBGP and to induce a stationary growth rate of ¢ equal to 3%.

Tn © X ®
1] 0.015 | 0.055 | 0.386

We set o = 5p, Xo = 5X, ¢o = ¢/5.

The material resource stock M has been successively set to 200 and to 300 in order to compare the

transitory dynamics of 2 economies that differ only in their resource endowment.

With the chosen calibration, a numerical computation shows that the dynamic model satisfies the
Blanchard-Kahn condition for the existence a saddle-path property. We checked numerically that the
economy converged towards a PBGP. We also checked numerically that if the parameter values were
chosen so as to violate the existence condition of a decentralyzed PBGP, the economy converged towards

a NBGP.

The figures below illustrate the transitory dynamics of the material output y;, the knowledge level ¢,
and the extraction rate F; in two economies, one with M = 200 and the other with M = 300. The 2
economies are otherwise identical and have the same initial (predetermined) capital stock and stock of

knowledge, both initial stock lying well below their respective PBGP level.

Because of the scale effect linked to the material resource stock, the two economies have different long
run output (and capital) levels. In both economies however, the length of the transitory episode during
which material output grows is the same, which means that the material growth process is stronger in the
more generously endowed economy than in the other one. As the two other figures show, this transitory
difference in the material growth rates does not follow from differences in research effort'® but from
differences related to the evolution of the extraction rate. The better endowed economy faces a less severe
resource constraint and has therefore a lower extraction rate, which means lower extraction/production
costs; accordingly, the marginal productivity of capital is higher during the transition dynamics and the

dynamics of the capital accumulation is thus stronger.

In their debates with ecological economists, orthodox growth economists are used to say or write that a
growth model that ignores environmental constraints might still provide an acceptable representation of

the growth process in the short or medium run'6. Our simple simulation suggests that this claim is at best

15The exponential process that g follows (or the negative exponential process of 1/q in the figure) is exactly the same in

the two economies.
16For example, in his reply to a rather polemic paper by Daly (1997), Stiglitz (1997) writes that the criticisms of the
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Figure 2: Transitory dynamics and material resource endowment
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wishful thinking. The environmental constraints (and the related physical laws) do not only shape the
very long run growth process: they can also affect the whole transitory dynamics of the economy. Some
will argue that environmental considerations do not seem to have constrained very severely the growth
process of the Western world during the 19th and 20th centuries. Our analysis suggests however another
interpretation, which would certainly seem perfectly trivial to physicists and other natural scientists: past
economic growth has not been built out of the physical laws and the environmental constraints and it
has thus been affected by them. Had the available environmental resources been different, so would have

been the growth process.

6 An extension

Energy has been ignored in our basic model. If energy (more precisely exergy) is as essential to production
as matter, a major difference between these two factors is that energy is not recyclable. As a supplier of

energy, the environment has also limited capacity.

This section introduces energy in our basic model by modifying the description of the productive tech-
nology as follows. The final production process requires a material input as before but also some energy:

to produce y;¢, a firm j consumes a quantity of energy given by

ejt = C(Qi—1)yjt (74)

where ((Q:—1) is the quantity of energy consumed per unit of good j. As x and p, ¢ is common to all firms
and depends on the level of technological knowledge measured by . It makes technology less energy

depending (¢’(-) < 0) but function () is bounded from below:

lim ¢(Q)=¢>0.

Q—+o0
This assumption reflects that production will always remain an energy consuming process, even asymp-

totically.

During each period, the economy we consider receives a finite flow F of perfectly renewable energy such as

solar energy'”. Energy is thus immaterial and, when consumed, it is assumed to be completely dissipated

environmental economists to the traditional growth models arise finally “from a lack of understanding of the role of the
kind of analytical models that [he and others] have formulated. They are intended to help us to answer questions like for

the intermediate run -for the next 50-60 years, is it possible that growth can be sustained”.
17By ignoring non renewable energy resources (such as fossil fuels), we make here a modelling assumption that allows

us to disentangle the respective impacts of the availability of material resources and the one of energy. In any case, non

renewable energy resource could only play a transitory role in our model.
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as heat in the environment without damage. F is assumed to be a common resource the access to which is
free. Its captation and exploitation process however requires productive capital: to transform a quantity

e; of energy, firm j requires a quantity of productive capital .k;; given by

e

ekjt =g (%) €jt (75)

£t

]_.) measures the

where e; = fol ejidj is the total quantity of energy consumed by all firms. Function g (
quantity of capital necessary per unit of energy: g is supposed to be positive, increasing and convex:
g(0) =go > 0,9 > 0,g” >0 and g(1) — +o00. Energy costs are thus increasing in both the quantity of

energy to capture and the degree of exploitation of the available energy flow e;/F, denoted F} hereafter.

The total capital stock used by firm j during period ¢ is now:

kjt = pkjt+ rkjt+ ekjt
- MO tr@e ( Qq) T C(Qi)g ()| e (76)

Following the same reasoning as for the basic model, it is easy to show that the whole system of equations
characterizing the symmetric equilibrium consists of equations (42) to (45), (47) to (50), and the two

following new equations:

% _ X(Qtfll)j'l/;t(chfl) +h<qtqj1)+<(%1)g(Ft):| (77)
ee. = C(@—1)ye- (78)

Lemmas 1, 2 and 3 and proposition 1 can be reformulated rather straightforwardly in this extended

model.

e Lemma 1 holds basically unchanged (to the exception of the expression of the capital growth factor

which is modified since k;/y; is now given by (77).

e Lemma 2 can simply be supplemented as follows: along a BGP, { — ¢ (point 1); the energy output
ratio is constant (e:/y¢)sce = ¢ (point 2); the consumed energy e; grows at the same rate as the

material variables (point 3).

e Lemma 3 now integrates that along a PBGP, the consumed energy e; and the rate of exploitation
of the available energy flow, F}, are constant whereas along a NGBP the two exhibit a negative

growth rate.

Along a BGP, the exploitation rate of the energy flow, F}, can be expressed as an increasing function of
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the extraction rate of the natural resource, E;. Indeed, using successively (78), (48) and (62), one gets

F = %yt
_ S Mo ey
= X?EE(E) = F(E) (79)

One checks easily that EX(E) is increasing in E, so that F'(-) > 0 and F(0) = 0.

We can reformulate proposition 1 as follows:

Proposition 6

The PBGP of a decentralized economy with a limited but perfectly recyclable essential material

resource and a limited but renewable energy flow is characterized by:

1. constant material variables y, ¢, d, R, x, e and productive capital stock k,

2. a growth factor of knowledge given by (56) and implying perpetual improvements in the
quality of consumption goods,
3. a constant extraction rate, E, which is the solution to

afp = 2L 1@+ o (F(B)). (50)

and a constant exploitation rate of the available energy flow, F = F(E)

4. Material output is given by

_F(E) . o s M . JF M
yfig ]:EZ(E)X+M<IH1H{C,+M}.

[

Proof

The proof follows the same reasoning as for the basic model and propositionl. Point 1 is a mere reformu-
lation. Point 2 states that the growth factor of knowledge is the same as in proposition 1. In our model
indeed, the presence of energy does not affect the optimality condition on the individual research effort.
Concerning point 3, it is easy to check that the solution to (80) is necessarily unique if it exists (see
feasibility condition in the following proposition). The upper bound on y given in point 4 corresponds
to what can be at most physically produced per period given on the one hand the available energy flow
and the energy intensiveness of the production process and, on the other hand, the available material

resource stock!'® and the resource intensiveness of the production process.

18This second lower bound is actually lower as a fraction of M is embedded in the existing productive capital stock and

is thus not available for current production.
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There remains to check whether the PBGP is feasible, i.e., to determine the conditions under which

0<E<land0<F<1.

Proposition 7

1. A PBGP ezists if and only if

(h (@) =) H™" (paB(1 — af)¥) < paf — (x + p) — ¢9(0). (81)
2. A necessary condition for a PBGP to exist is a sufficiently high saving rate, i.e.,

X+ p+¢g(0)
> = .
2

af (82)

The proof follows the same reasoning as in the basic model. We have also checked numerically that if

inequality (81) is satisfied, the model indeed converges to a PBGP.

Note that (82) is a more restrictive condition than (73): the more so, the more production is dependent on
energy (the higher ¢) and/or the more energy exploitation is capital intensive (the higher g(0)). Similarly,
and obviously enough, the conditions for a long run material growth turn out to be even more restrictive

than in the basic model:

Proposition 8

Perpetual growth of material output y, consumption ¢ and investment d would occur in each

of the two following particular cases:

1. The available quantity of material resource and the available flow of energy are both

unlimited, i.e., M — oo and F — oc;

2. Technological progress allows to develop a production process that does not consume any
energy and creates final productions characterized by a complete state of dematerializa-

tion: i.e., ¢ — 0, p — 0 and x — 0.

If we reconsider the discussion of subsection 4.3 for this model with energy, it appears that the domain
of feasibility of the PBGPs in the presence of energy is smaller than in the basic model. Indeed, in
the presence of energy, the technological /physical constraints (47), (48), (77), (78) and the accounting

identities (43)-(45) imply the following relationship:

SR (). (83)
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This expression must be compared with the equivalent relationship (68) in the basic model: the curve
describing the frontier of the domain of feasible PBGPs in the model with energy is moved downwards

(since (g (F(E)) > 0) with respect to the equivalent curve in the initial model.

The value of § determined by (83) at given FE is feasible only if the saving rate is high enough, i.e.

1, xbet00) »

2

Given that the saving rate is smaller than 1, a necessary condition of the existence of a feasible PBGP is

thus

@ > x+p+¢g(0). (85)

Once again, the comparison between conditions (85) and (82) shows that a decentralized PBGP may not

exist in economies where the set of feasible PBGPs is not empty: if the saving rate a8 < 1 is such that

X+ p+¢g(0)
af

no decentralized PBGP exists although some PBGPs were feasible.

> @ > x + pu+¢g(0),

7 Conclusions

We have proposed an endogenous growth model of a decentralized economy where final production re-
quires an essential material input. Following a material balance approach and making technological
assumptions fully consistent with the material balance principle, we have shown that material output
growth is always a transitory phenomenon even though the material input is perfectly recyclable. When
it exists, a balanced growth path is necessarily characterized by constant values of the material variables,
long term economic growth taking exclusively the form of perpetual improvements in the quality of the
produced goods. Even when balanced growth paths are feasible from a technological /physical point of
view, a decentralized growth path may not exist (i) if the saving rate of the decentralized agents is too
weak or (ii) if their research effort is too high. Moreover, the material resource constraint has been shown
to matter as well in the shorter run since it can also affect the whole transitory dynamics of the (mate-
rial) growth process. As an extension of our basic model, we have introduced energy as another essential
input. This generalization does not affect qualitatively the features of a feasible balanced growth path

but makes its conditions of existence more restrictive.

Even though our model describes material growth as a transitory phenomenon, it relies on very optimistic

assumptions: we have supposed that recycling is free and perfect and that energy is perfectly renewable;
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we have ignored the environmental damage linked to production/consumption activities and the possibil-
ity of tresholds in the assimilative capacity of the environment. Less optimistic assumptions about these
matters are likely to affect the features of a balanced growth path and to reduce further the domain of

feasibility of such growth paths. Such topics are left for future research.
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Appendix 1: Monopolistic Firms’ Behaviour

Using (21) and (20) to express kj; and y;; as functions of ¢;; and pj;; and associating the multiplier v;;
to the constraint (22), we write the Lagrangean of the profit maximization problem as follows:
- X(Q)+ (@), (4
_ jt+1
Li=) p {Pjtyjt — D (H +h ( ]5; )) Yit+1 + vie - (@5e — Qt—l)}

1 X
t=1 Ret1

1

with pp = ——.
& Iy (1+77)

It admits the following first order conditions:

g}ijt = pt-1 {ﬁt_lylj];gzy)i] +pt [yjt +pjt gzji] <0;
p;t = 0 and pjtgpii =0,Vt>1 (86)
g+ > 0 and qjtgqﬁji =0, Vt>1 (87)
oL,
aTjt = ¢t —Q-1>0; vp >0 and  vj[gjr — Qi—1] =0, VI > 1 (88)

Obviously enough, p;y = 0 cannot be a profit maximizing choice. Hence 0L;/0p;; = 0. Similarly, (88)
and the initial condition @y > 0 imply that g;z > Q¢—1 > Qo > 0 for all ¢, so that 0L;/0q;: = 0.

After simplifying the discounting factors in (86) and (87) and multiplying (86) (resp. (87)) by pji/yjt
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(resp. g;¢/y;t), we thus rewrite the above system as follows: V¢ > 1,

Djt ayjt) k <p7t 8y7t>
+ — = 1 + T - ] 89
( Yjt Opjt ( )i 1 Yjt Opjt (89)
qjt aygt th _ { gt djt 3th / ( qjt ) qjt ]
Lt 29t 1, = (L+r)fry |2 DYt 4, 90
bit yie 0qe 7y ( )P Yjt Yt Ot Qi—1) Qi1 (90)
Gt —Qi—1 > 0; vy >0 and vy lgie — Qi—1] =0, (91)

where the unknowns are gj¢, pji, vj¢ for ¢ > 1 and kj; for t > 2.

As the price elasticity of demand gj; is —e, (89) describes the usual monopolistic pricing behaviour

k.
Pro1(1+ 1) =2, (92)

Pt =
o -1 Yjt

which is equation (24) in the main text.

A few simple algebraic manipulations allow ones to write (90) as follows:

_ kit 4t _ 4Gt \ 4t
it — D1 (1+7 J] +v 2t = (147 h'( J J 93
|:pjt Pr—1( t)yjt ny q gtyjt ( )Di—1 01 1) Ois (93)
where 77, > 0 is the elasticity of y;; with respect to gj, i.e.,
qjt ayjt - q]t <3C]t 8djt>
= = +
Yjt aqjt aqjt aqjt

- - (v a0 ) [gﬂectwe—?(qﬁ)@'(qﬁ) [;’]1)

_ ol ¥l e 9a50) djt]
[e —1] |:th D(as2) it + ;¢ o(a50) Uit .

Equation (93) makes obvious that the assumption h'(1) = 0 is a sufficient condition for an interior
solution for ¢;; for all ¢ > 1, i.e. an optimal value of ¢j; > Q;—1. Indeed assume v;; > 0: (91) then
implies ¢jz = Q¢—1 (or ¢;:/Q¢+—1 = 1) and the right and side of (93) becomes nil. Since the optimal price
behaviour implies that the first term of the left hand side of (93) is strictly positive, a nil value of the

left hand side would require that v;; < 0, which is a contradiction.

Using v;; = 0 and the optimal price behaviour, (93) may be as follows:

it gt 6_1p y]th/<(bt) qjt

e Vi Qi-1) Qi—1

which can easily be rewritten as equation (28).

Appendix 2: Proof of Lemma 1

1. Using (44), the optimality condition on consumption (42) can be rewritten as

Cty1 _ LCD)
Ct =h+ THI)?/’(%H).

(94)
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Using (94) one-period lagged, the optimal pricing rule (49) becomes

ve  Y(qe-1) .
a(‘p(q“l)ki Y (tre)
- %Cil. (95)

After substituting k; by (45) and using next (43), (95) becomes:

apdt = Y=L g

Ct Ct—1

Let z; be the inverse of the consumption-output ratio, i.e. z; = y;/c¢;. The last equation above is a

first-order linear autonomous equation in z:

zi_1 = afz + 1.

A particular solution of this equation is the constant value

1
1—ap

2:

The general solution of the autonomous equation is z; = A(a8) ™t + Z where A is a constant which

can be identified using the terminal condition zp = 1:
— 1 — =T 3
zr=1=A(afB)”" +2.

Thus, 4 = (af)T(1 — 2). Consequently, the inverse of the average propensity to consume evolves

as a monotonically decreasing function of time:

1— (aﬂ)T+17t
 1-af

Zt =

(96)

If the time horizon of agents is infinite (T — o0), z; is always constant and equal to Z; the investment

rate (or saving rate) is then constant as well and equal to d/y =1 —c¢/y =1 — af.
. The second point of lemma 1 follows obviously from 1).
. Using (45) and (51),

ki1
Yt

= afBp(qt)- (97)

Using the equality
kivr  Kiga ke

Yt ke ye
and (46), (97) can be recast as (52). Using (45) again, kiv1/kt = (p(qe)de)/(¢(gs—1)di—1), which

allows to rewrite (52) in order to obtain the growth factor of output (53). Given point 2) of Lemma

1, this is also the growth factor of investment and consumption.
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