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Abstract

We study a dynamic model of economic development that stems from the adoption of complementary
technologies, and where government policies can affect development paths. We consider a growing tech-
nology frontier, which is consistent with multiple distributions of technology gaps and different degrees of
technology adoption rates. We characterize equilibrium and optimal dynamic paths; surprisingly, a simple
policy that corrects for the static markup distortion equalizes these paths. A particular case with a fixed
technological frontier can be analyzed as a version of the Neoclassical Growth Model with a s-shaped
production function. We focus on the effect of markups on the long run adoption of technologies, and
on the effect of policies aimed at correcting the inefficiencies that spur from markups. A Big Push—
sustained growth towards a stable steady state—occurs when the optimal static policy eliminates (bad)
steady states. Otherwise, in spite of the existence of better steady states, the optimal policy does not
generate a transition away from the bad steady state, in spite of being feasible. Finally, we do not find

any role for policy as an equilibrium selection device.
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1 Introduction

In modern economies, the flow of new production techniques is accompanied by a continuous process where
firms replace their older, less productive, techniques with those at the technological frontier. When frontier
technologies are produced with goods, as firms adopt modern techniques the cost of adoption falls for all
firms, fostering more adoption. These complementary actions can result in the coexistence of poor and
rich economies: the poor one featuring infrequent adoption and large dispersion of production techniques,
and the the rich economy featuring frequent adoption and low dispersion of techniques. A dynamic Big
Push can result when a policy intervention, aimed at reducing the distortions arising from markups or
at coordinating actions, embarks the poor economy in a sustained development path. Understanding the
optimal development policy in this framework is the main object of study in this paper.

We provide a dynamic environment where the technological frontier advances exogenously through time,
and were firms produce intermediate goods under monopolistic competition. Intermediate goods are aggre-
gated to produce final consumption and modern technologies. At any point in time, firms can receive a free
opportunity to adopt the technology at the frontier. Otherwise, the firm must acquire the frontier technique.
As other firms adopt frontier techniques, a firm’s older technique must be replaced as the firm’s effective
productivity declines. Because investing in techniques is lumpy, firms adjust their technology in discrete
intervals, doing so whenever their technology gap to the frontier, g, is larger than G(¢). A dynamic equilib-
rium is characterized by a forward-looking optimality condition for G(t) at each ¢, and a backward-looking
distribution of gaps at t, m(g,t). Using tools from the Mean Field Games theory we characterize a dynamic
equilibrium and the planner’s problem. We show that the solutions do not coincide. First, markup distor-
tions generate a static and dynamic inefficiencies by raising the price of the intermediate aggregate.! The
static inefficiency stems from a under-utilization of intermediate inputs, which lowers aggregate output. The
dynamic inefficiency stems from a sub-optimal technology adoption policy that follows from the fact that
markups also affect the price of adoption. Surprisingly, a revenue subsidy that corrects for the markup dis-
tortion fixes both margins of the inefficiency, while an adoption subsidy can correct the dynamic inefficiency
margin. Second, there can be multiple equilibrium dynamic paths that stem from strategic complemen-
tarities among firms’ adoption decisions. Strategic complementarities manifest in the aggregate production
function: in spite a firm’s production function being concave, when complementarities are strong, ¢ > 1,
the aggregate production function exhibits a convex region as a function of m(g,¢). Multiple equilibrium
dynamic paths result because when ( is large there can be three equilibrium balanced-growth paths: one
with no costly adoption (a poor economy), one with infrequent costly adoption, and one with frequent costly
adoption (a rich economy). We show that the poor and rich equilibrium balanced-growth paths are stable,

2

while the intermediate is generically unstable.” We interpret stability of the poor and rich as paths that

! Consistent with the empirical evidence in Hsieh and Klenow (2009) and Ayerst et al. (2023), more distorted 'less developed’
economies will feature not only lower aggregate productivity, but also higher productivity dispersion across firms.

2We are yet to prove part of this statement in this general formulation of the problem, but we conjecture that this will be
the case.



should be observed in the long run: when hit by small shocks, the equilibrium allocation should return to
any of these two paths. On the contrary, the instability of the intermediate balanced-growth path provides
that we should not observe it the long run. Furthermore, because of the nature of multiple equilibria, the
rich balanced-growth path is ’'discretely’ away from the poor one. Because of their stability and discrete
differences, we consider a Big Push policy as one that is able to transition the economy from the a poor to
a rich balanced-growth path.

The multi-dimensional feature of the distribution m(g,t) constrains our ability to make further progress
within the general formulation of the model described above. As a result, we then study a particular case of
the economy where the technology frontier is fixed. Firms are born with a gap g to the fixed frontier, and can
pay the fixed cost to adopt and have a gap equal to zero. This economy maintains all the relevant features
of the more general environment, but it is simpler to analyze. In particular, rather than keeping track of
the distribution m(g,t), the relevant unidimensional state variable is the fraction of firms that adopted the
frontier technology, K (t). We interpret K (t) as the capital stock of the economy, and we show that this
economy can be analyzed as a version of the Neoclassical Growth Model, but with a convex-concave shaped
production function as in Skiba (1978) and Brock and Dochert (1983). As in the general model, there is
the potential for multiple dynamic equilibrium paths when ( is large, that manifests by the presence of
three steady states: a stable 'poor’ one with no adoption, an unstable one with infrequent adoption, and a
stable 'rich’ one with frequent adoption. Furthermore, markup distortions generate the same inefficiencies
as in the general formulation of the model. Can policy generate a Big Push? Will the planner implement
a Big Push? As described above, the presence of strategic complementarities, i.e. ¢ > 1, is necessary as it
provides the grounds for multiple steady states. Moreover, it is also necessary that there is a unique steady
state under the optimal policy. The next two cases study this.

The first case we study is one where there are multiple equilibrium steady states, but only the rich
one—corrected for markup distortions—surviving under the optimal static policy. In this case, the planner
can implement a Big Push transition from the poor to the rich steady state by setting a revenue subsidy
equal to the markup distortion. Unlike in Matsuyama (1991) where the role of policy is aimed at equilibrium
selection towards industrialization, here the optimal policy generates a Big Push by correcting the static and
dynamic inefficiencies that stem from markup distortions.?> We also show that a Big Push can be generated
with an adoption subsidy. This one is particularly interesting as the subsidy only corrects for the dynamic
inefficiency that stems from markups, and thus the policy has no measurable effect on aggregate production
on impact; rather, it only manifests through time through its effect on G(t).

The second case we study is one where there are multiple equilibrium steady states, even when corrected
for markup distortions. When the intertemporal elasticity of substitution % is low, we show that there exists
a value K such that if the initial mass of adopters K (0) is below K then the planner’s allocation converges

uniquely to the poor steady state with no adoption, and when K(0) > K then the planners’ allocation

3This also relates to Matsuyama (1995), where it is noted that a potential role for policy is to eliminate complete the bad
equilibrium.



converges uniquely to the rich steady state. This implies that the planner would not find it optimal to
implement a Big Push if the economy starts in the poor steady state. As a result, in spite the presence of
multiple steady states, there is no role for policy as an equilibrium selection tool. When the intertemporal
elasticity of substitution % is high, K is a Skiba-point. A Skiba-point is one where, if K (0) = K, there are
two dynamic solutions consistent with the planning problem, one converging to the poor steady state, and
one to the rich one. Here, when K(0) = K , the role of policy is two-fold: it corrects distortions, and it is
an equilibrium selection tool. However, as in the previous case, if K(0) is such that the economy starts in
the poor steady state, then the planner finds it optimal to correct the markup distortion and remain in the
poor steady state. As a result, the optimal policy does not achieve a Big Push, nor equilibrium selection is

a consideration. Constraining the planner to use an adoption subsidy achieves the same results.

1.1 Related Literature

Understanding the role of complementarities as the underlying mechanism for Big Push has been explored
by important contributions in the Macroeconomics Development literature. Murphy et al. (1989) advanced
a static setting where multiple equilibria results from coordination failures. In settings with multiple steady
states, Krugman (1991), Matsuyama (1991), Matsuyama (1995), Chen and Shimomura (1998) and Adsera
and Ray (1998) argue that expectations play an important role in generating multiple dynamic equilbria
and that the planner can instrument a Big Push by selecting among them. We contribute to these studies
by showcasing a model where expectations and equilibrium selection, in spite of being present, are not the
underlying cause for a Big Push. Rather, a Big Push occurs when the planner is able to correct markup
distortions and, by such, also able to eliminate undesirable long run outcomes.

Another literature within Macroeconomics Development argues that distortions are important for un-
derstanding the lack of development of an economy (Restuccia and Rogerson, 2008; Hsieh and Klenow,
2009; Bento and Restuccia, 2017), and how distortions can be amplified through the production structure
of the economy to generate amplification in static settings (Jones, 2011; Liu, 2019; Baqaee and Farhi, 2020;
Buera et al., 2021; Buera and Trachter, 2024). In our paper we analyze a fully dynamic economy subject
to roundabout production, characterize dynamic equilibria and the planning problem, and show the way
dynamics are a key consideration for a planner aiming to instrument a Big Push and correct distortions.*

Our work also relates to studies that advanced tools to study optimal control problems under the
presence of non-convexities in the production function (Clark, 1971; Skiba, 1978; Brock and Dochert, 1983;
Dechert and Nishimura, 1983). We apply these tools to study the optimal control of technology adoption
by heterogeneous firms where the aggregate production function is non-convex endogenously. Likewise,
we relate to studies pointing out to the potential for multiple equilibria arising as a result of these non-

convexities, see Buera (2009).

4 Another related paper is Aghion et al. (2024) that studies the transition dynamics to a Green economy in an input-output
economy. More broadly, our paper also relates to studies linking macroeconomic fluctuations with coordination failures. See
(Schaal and Taschereau-Dumouchel, 2023; Taschereau-Dumouchel and Schaal, 2015), and citation therein.



2 Setup

We consider an economy with a measure 1 of households and firms. The household demands a composite
of varieties and supplies labor to firms. Firms produce differentiated varieties using a constant returns to
scale technology. Firms can upgrade their production techniques to the technological frontier at any point in
time. The technological frontier is continuously evolving. We now describe the preferences and technologies

for this economy.

Preferences and Taxes. Household utility is given by

S 1-60 _
/ e Pt 7C(t) L dt ,
o 1-6

where C(t) denotes aggregate consumption at time ¢. The household also supplies an inelastic amount of
labor N in every period t.

The government uses lump sum taxes 7'(¢) to households to cover revenue and adoption subsidies/taxes
sr(t) and sq(t).

Technology adoption. The technological frontier of the economy grows at an exogenous rate «y at t. Any
firm can use k; aggregate final goods at time ¢ and adopt the frontier technology, i.e. their neutral TFP
becomes e?'. We refer to this as a costly adoption event. Furthermore, with probability ¢ per unit of time,
the firm can adopt the frontier technology without paying the fixed cost k¢. We refer to this event as a free
adoption opportunity. The firm’s productivity stays constant until the firm either pays a fixed cost again
or a free adoption opportunity arrives.

We assume that the adoption cost scales with the level of the technological frontier measured in goods,

that is /@(t) =eiv! kg where k( is a positive parameter.

Dynamics of distribution. Let m(g,t) be the density at time ¢ of the firms indexed by the technology
gap g. Let G(t) be the threshold at time ¢t at which firms will adopt the frontier technology, and therefore
their gap will be zero. Let mq(g) be the initial density at time t = 0. We derive the p.d.e. for the density

m starting with the following discrete-time discrete state approximation
m(g+dt,t+dt) =m(g,t)(1 — qdt) for 0 < g < G(t) .
Using a Taylor expansion on the right hand side, and taking limits as dt | 0 we obtain:

me(g,t) +mg(g,t) +qm(g,t) =0, for 0 < g < G(t) . (1)



We use that m is a density, i.e. 1 = fOG(t) m

to time we get the so called mass preservation condition,

(g,t)dg, for all t > 0. Differentiating this equation with respect

G(t)
0= / my(g,t)dg + m(G(t),t)G'(t) for all t >0,
0
G(t)
=m(0,t) — m(G(t),t) — q/ m(g,t)dg +m(G(t),t)G'(t) for all t > 0, (2)
0

where the second equation follows from replacing the p.d.e.. In what follows we use G’'(t) for the time
derivative of G(t). Note that, because G(t) is the upper bound of the support of gaps g and because the gap
of each firm that did not adjust moves dt with time, it follows from the definition of G(t) that G'(t) < 1.
In a period of length dt, firms that are located at g = 0 are the ones that just adopted. In other words,
the density of firms at ¢ = 0 at time ¢ can only come from adoption at ¢t — dt. If we use m(0,t) for the
density, then they are m(0,t)dg firms that have just adopted. Since we measure gaps in units of time we
can also write m(0,t)dt. Thus, m(0,t)dt is the number of firms that adopt in an interval of length d¢. Using

a(t) for the adoption rate we have:

G
a(t) =m(0,t) = m(G(t),t) + q/O m(g,t)dg — m(G(t),t)G'(t) . (3)

The boundary condition in (2) and hence the adoption rate in (3) states that the density of firms that adopt
at time ¢, denoted by m(0,t), is given by the firms that reach the threshold G(¢) at time ¢, plus all the firms
with a free adoption opportunity, plus the adoption that occurs if the threshold G(t) has decreased.

Feasibility. Aggregate consumption C(t) is net final aggregate output Y (¢) minus adoption costs,

G(t)
C(t) =Y(t) — k(t) (m(O’t) - Q/O m(g,t)d9> : (4)

where x(t) accounts for the number of final goods used by a firm to adopt by paying the cost, and where
m(0,t) is the rate per unit of time at which firms adopt the frontier technology. We subtract ¢ fOG(t) m(g,t)dg
from the adoption rate, since adoption was free from these firms.

The feasibility condition 4 implies that the distribution of gaps cannot have any mass points, i.e. that
G(t) is differentiable. This follows as, given that C(t), Y(¢) and k(t) are flows, there are not sufficient
resources in an instant to pay for the stock of adoption costs implied by a mass point.

There are two types of firms. The final good is produced by a constant return CES technology, with
elasticity of substitution 7 using each of the goods produced by the firms producing differentiated goods.
The firms producing differentiated goods use labor and the aggregate good, with a constant returns to scale
technology—where v is the elasticity of output to the intermediate aggregate, to produce their differentiated

goods.



Each firm produces a variety of goods using labor and intermediate aggregate goods. The production
function for a firm with gap g to the frontier at time ¢, hiring n(g,t) workers and using z(g,t) aggregate

intermediate inputs is,
eI ba(g, ) n(g, )", (5)

where v is the share of intermediate input, and 1 — v is the share of labor in production for each firm, and
where b = (1 — v)"~'v~" is defined to simplify the notation. At time ¢, the TFP of a firm that adopted the
frontier technology ¢ time ago is e=9)7. Net final aggregate output Y'(t) is given by gross output across

firms Q(t) minus aggregate intermediate inputs X (¢):

G(t) _1 1-1/n
QU =Y () +X(t) = [ /0 (-9 ba(g. tym(g.0) )" mlg.) dg] , (6)

G(t)
Mw=A 2(g,t)m(g,t) dg (7)

Aggregate (exogenous) labor supply N equals labor demand across firms:
G(t)
N= [ nlg.ymig.0)dg ®)
0

3 Equilibrium

We describe the equilibrium of this economy in steps.

Household Problem. The problem of the household is simple. They receive the profit from the aggregate
portfolio of firms and wages, and can borrow and lend at rate r(t) at t. Their Arrow-Debreu budget constraint
is: ~
0= / e~ o T [P O(8) — TI(t) — Nuw(t) + T()] dt
0

where r(t) is the interest rate (in terms of the numeraire), w(t) is the time ¢ wage rate, P(t) is the time ¢
price of the aggregate final good, and II(¢) are the time ¢ profits of the the portfolio of firms, and T'(¢) are
the time ¢ lump sum taxes/tranfers received by the household. This implies the following Euler first order

condition

e PO(1) 0 = Ae~ oM p(p)

where Ap is the Lagrange multiplier of the Arrow-Debreu budget constraint. Taking logs, and differentiating

with respect to time, . .
Cc(t) P(t)
r(t):p+9%+%. 9)



Firms producing final goods. Firms buy differentiated goods indexed by their gap ¢ in the amount
y(g,t) of each of the density of firms m(g,t) with gap g at ¢, and produce the final good that can be used
for consumption, as the adoption good, or as an intermediate good in the production of the differentiated

goods. Let Q(t) denote the gross aggregate output,

providing the standard input demand equation,

o= (220) "o, (1)

where the price of the aggregate final good is given by

1

G(t) pp—
J%wz[A melwm%w@] | (12)

The static problem of a differentiated good’s firm We assume that firms engage in monopolistic
competition. In period ¢, firms set their price to maximize static profits. They take as given the period price
for aggregate output, denoted by P(t), and the period wages, denoted by w(t). Their demand function is

given by (11), and the cost minimization problem is given by
min Pz + nw + A. (y — eW(t_f’)bx”nl_”) ,
z,n

with fist order conditions:

Pz = Ave’ 9 ba'n'™" | and (13)
wn = Ae(1 — )9 pavn—" | (14)

We can combine these expressions to obtain that the marginal cost is given by A, = PYw'=7el9=97. The
larger the firm’s gap to the frontier, the higher the marginal cost of the firm. Further, %C (w,Py) =X =

€70~y (t)1=¥ P(t)”. Then, we can write the firm’s static pricing problem as:

(g, t) = max (P?t)) K Q(t) {sr(t)p — e’Y(g—t)w(t)l—VP(t)y] 7

where s,(t) is a revenue subsidy/tax to the firm. If s,(¢) > 1 is a subsidy proportional to revenue, and if

sr(t) < 1 it is a tax proportional to revenue. It is immediate to obtain that the optimal price of a firm



satisfies the Lerner condition,

_ Ui 1 —t —v v
p(gat)—ﬁmevw Jw(t) 7 P(t)” (15)

Then, the maximized profits are given by

w(9,1) = (1) Q) (igg)(ly)w oty (L) (L) (16)

The technology adoption problem of a differentiated good’s firm Taking the profit function
as given, the adoption problem for the firm can be characterized using standard dynamic programming
methods. The state of the firm problem is the pair (g,t), and we let V (g,t) denote the firm’s value function

for the given state. The value function satisfies the following Hamilton-Jacobi-Bellman (HJB) equation,
r(t)V(g,t) = max{r(t) (V(0,1) — sa(t)s(t) P(t)) , 7(g,t) + Vg(g, 1) + Vilg, 1) + ¢ (V(0,8) = V(g,1))} , (17)

where r(t) is the real interest rate in (9), and 7(g,t) is the profit of firm at time ¢ with gap g in (16). The
first term in the right hand side gives the value of a costly adoption. The second term gives the continuation
in the case of at which there is no costly adoption. The value function changes with both time t and gap g¢.
The gap increases one by one with time. For a costly adoption the firm must pay x(t) final goods, where
each final good costing P(t), and were we assume that the firm is subject to a gross tax/subsidy to adoption
Sq(t). In particular, if s,(¢) < 1, this is a subsidy, in the sense that it reduces the cost paid by the firm.
Time is part of the state of the firm’s problem because r(t), P(t), sq(t), k(t) and 7(g,t) are all functions of
time. The term ¢ (V' (0,t) — V (g,t)) is the expected value of a free adoption opportunity.

We can also cast the dynamic problem of the firm as an optimal stopping time problem,

V(0,t) = max / "o 7 aru) du [m(s —t,5) +qV(0,8)] ds + e 5 T B [1V(0,7) — s, (r)s(r)P(7)] . (18)

’T'Zt t

and where the stopping time 7 can be characterized using the first order conditions of problem in (18),

0=mn(r—t,7)+qV(0,7) — (¢ + (7)) [V(0,7) — r(7)P(7)] + V4(0,7) — %SQ(T)FJ(T)P(T) . (19)

Given that for all ¢ the flow profit 7(g,t) is decreasing in the gap g, it can be shown that V' (g,t) is also
decreasing in g. This implies that the optimal firm adoption policy is of a threshold type G(t) for each t,
such that for all 0 < g < G(t) we have that

r(t)V(g,t) = m(g,t) + Vy(g,) + Vilg, 1) + ¢ [V(0,8) = V(g,1)] , (20)



and for all g > G(t) we have that
V(g,t) = V(0,t) — s4(t)s(t)P(t) , and thus 0 = Vy(g,1t) .

Since the value function is continuous, we can evaluate the previous expression at g = G(t) obtaining the

value matching condition,
V(G(t),t) =V (0,t) — k(t)P(t) for all t > 0 . (21)
If, furthermore, the value function is also differentiable at g = G(t), we obtain the smooth pasting condition,
0= V4(G(t),t) for all t >0 . (22)

We can use the expression characterizing 7 (19), and rewrite 7 it in terms of G(t). We use a change of

variables as t — ¢t + 7 and 7 — G(t) to write:

0=m(G(t),t) +qV(0,t) — (r(t) + q) [V(0,1) — sa(t)s(t) P(t)] + V3(0,7) — %(Sa(t)f’v(t)f’(t)) :

We assume value matching, i.e. that V(G(¢),t) = V(0,t) — sq(t)x(t)P(t) and, if V is differentiable at
that point, we have Vy(G(t),t)G'(t) + Vi(G(t),t) = V4(0,t) — %(Sa(t)/i(t)P(t)),

rV(G(t),t) =m(G(t),t) + q¢(V(0,1) = V(G(2), 1)) + Va(G(1), )G'(t) + Va(G(1), 1) -
Let’s subtract the p.d.e. in (20) evaluated at {t, G(t)} to obtain,
0=Vy(G®),)(G'() = 1), (23)
which gives smooth pasting for G/(t) < 1.

3.1 Temporary Equilibrium

We fix m(-,t) in period ¢t and we characterize the equilibrium conditions only involving static decisions. We

refer to this as a temporary equilibrium.

Definition 1 Fiz m(-,t) and a subsidy s,(t). The triplet {Y (t),Q(t),w(t), P(t)} satisfies the temporary
equilibrium conditions, if there exist {n(-,t),z(-,t),p(g,t)} such that:

1. Given P(t),w(t), s, (t),Q(t) the price p(g,t) mazimizes the profit of firm indexed by g, i.e. p(g,t)
satisfies (15).

2. Firm g choice of inputs minimizes cost, i.e. (14) and (13) hold.

10



3. Given {p(-,t)}, the aggregate price satisfies the zero profit condition in (12) mazimizes the profit of
firm g.

4. Labor market clearing holds, i.e. (8) holds.
5. Intermediate good market clearing holds, i.e. (7) holds.

6. Y (t) is given the by the production function, i.e. (6) holds.
The next proposition characterizes the temporary equilibrium conditions.

Proposition 1 Fiz a time t > 0, and consider the static equilibrium corresponding to m(-,t). Then, gross
output Q(t), GDP Y (t), employment n(g,t), intermediate input demand x(g,t), and real wages w(t)/P(t)

are given by:

_ N 1 Ul w(t)
A =1 sr(t) <77 - 1) P(t)’ (24)
1 n_ y w
vt =N Sn__ly) ng ’ (25)
B e—97(n—1)
n(g,t) =N foc(t) =970~V (g, t)dg (26)
)=y Zg; (27)
M — L_l ﬁ lzyt ¢® —~g(n—1) m
= [0 (5)] [/ ¢ mle, g (28)

The proof of this proposition is available in Appendix B.1. Combining (25) with (28) provides that

aggregate output satisfies

Y(t) = em7' A(s, () F(m(g, 1)) , (29)
where
and where
() (==
F(m(g.1)) = [ /O e—w—l)m(g,t)dg] (31)
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can be interpreted as the aggregate production function in the economy. Aggregate output at time ¢
expands with the technology frontier v¢, and depends on the degree of static misallocation, given by A(-),
and on aggregate production F'(m(g,t)). Dynamic inefficiencies, through their effect on the optimal choice
of the threshold G(t), will affect the distribution of m(g,¢) and thus aggregate production in a temporary
equilibrium at .

Proposition 2 further characterizes the cost of adoption P(t)k(t), aggregate demand P(t)Q(t), and a

firm’s profit 7(g,t) in any temporary equilibrium.

Proposition 2 Using Proposition 1, normalizing wages, i.e. w(t) = 1V t, and setting the subsidy constant
through time, i.e. s,(t) = s, V t, we obtain the following in a temporary equilibrium,

1

I SR
1 Ps(t) = mo (3 7 ) 7 [0 e Dm(g. )dg | T,

_ N 1 e—v9(n—1)
3. ﬂ—(g?t) T 1-v n-1 fOG(t) e~ (=13 m(g' t)dg' "

The proposition states that several important objects do not depend depend on time and, if they do, they
do so only indirectly through m(-,t). It is interesting to note that the revenue subsidy s, does not affect the
firm’s profit w(g,t). From (16), we see that the subsidy affects a firm’s profit in three ways. First, there is
the direct effect of the subsidy, which raises the profit. Second, there is an indirect effect of s that depresses
the price of other firms, decreasing a given firm’s profit. Third, the negative effect on the aggregate price
P(t) is stronger than the positive effect on gross output Q(t), so that a subsidy depresses aggregate demand
P(t)Q(t). These three forces exactly counterbalance each other on a firm’s profit, and thus a revenue subsidy

may only affect (g, t) through its effect on m(-,t).

Definition 2 Let mo(-) be the initial distribution of technology gaps at time t = 0. An equilibrium is
given by a flow of densities {m(-,t)}, a path of thresholds {G(t)}, and a value function {V (-,t)}, such that

1. The allocation {Y (t), Q(t), P(t),C(t)} is a static equilibrium given m(-,t) for every t.

2. The path of distribution {m(-,t} and thresholds {G(t)} solves the p.e.d and boundary conditions in (1)
and (2).

3. The path of threshold G(t) solves the value function V (t,g) given the path of {m(-,t)} and {r(t)} and
path of subsidies {sq(t)}.

4. The path of interest rates and prices {r(t), P(t)} solve the Euler equation (9) of the households for
C(t) =Y (t) — a(t), where a(t) is given in (3).

The next Lemma further characterizes the equilibrium interest rate at any ¢ > 0. The lemma shows that

r(t) depends on time ¢t only through the distribution m(-, ).
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Lemma 1 In equilibrium, for t > 0, the interest rate r(t) satisfies

B cwt P . ,d 1 d
where
_ Y
p=p+ (0= (32)
G T
Z(t) = [/ t e 19N (g, t)dg fort >0, (33)
0
C(t) = e(t)er7" (34)

where Z(t) denotes the intermediate input productivity in the economy. The intermediate input productivity
depends on calendar time ¢ solely through the effect of time on the distribution of gaps g, m(-,t). A proof
of the lemma is straightforward, and follows from replacing C(t) and P(t) into (9).

Mean Field Game Formulation We can use the some of the equilibrium relationship, and obtain two
p.d.e.’s that characterize an equilibrium. We use the normalization that w(¢) = 1 and assume that the
subsidy is constant s, (t) = s,.

The equilibrium of the MFG is given by two functions {V(g,t), m(g,t)} for all £ > 0 and ¢ € [0, G()],
and paths {G(t),C(t),r(t)} for all ¢ > 0 such that:

r(t)V(g,t) = n(g,t) + Vy(g,t) + Vi(g,t) + ¢ (V(0,t) = V(g,1)),9 € [0,G(t)], t >0,

1 77 1—v 1
V(G(t),t) + Sa k0 <3T ,,7_1> Z(t) 1 ,

V(0,1)

Vy(G(t), 1) =0,

where Z(t) and 7(g,t) are defined in (33) and item 3 in Proposition 2. We remind the reader that c(t), Z(t)

and 7(g,t) are functions of time solely through the effect on m(-,t).
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4 Planner’s Problem

We first describe the static efficient conditions for the planner problem. Then we describe the full planning

problem.
Temporary Planner’s Problem. Fix the density {m(g,¢)} and maximize aggregate output Y (¢) by

choosing {z(g,t),n(g,t)} subject to (6), (7) and (8). We use a Lagrange multiplier W for (8) and replace
X(t) from (7) into (6).

y7n

a() 11 —1/7
Vmt) =max | [ (e balg. 0)7n(g.0!) " mio,t)dg
0

G(t)
0

G(t)
N [ g ymiatdg (35)
Proposition 3 The solution of the problem defined in (35) is given by:

1

G(t) e
Wim, 1) = et / e Y (g, 1) dg — e Z ()T
0

ot) = LNW(m,t, 1),

1—v
y(mat) - NW(m, t) = NelziutZ(t)ﬁ ,
e—9v(n—1)

JEO e=gv-Dm (g, t)dg
n(g, t)W(m,t) .

‘T(g7t) = 1_V

A proof of the proposition is available in Appendix B.2.
Comparing the characterization of the temporary equilibrium in Proposition 1 and the characterization

of the static planner’s problem in Proposition 3, we obtain the following corollary:

Corollary 1 Fiz any m(-,t). The static equilibrium conditions coincide with the conditions for the static

planner’s problem if and only if
If 0 <v <1, then s,(t) =7 (36)
n—
If0 =v, then s,(t) > 0. (37)

The economics behind this corollary is as follows. As it can be seen from Proposition 1 and Proposition

3 the labor allocation is undistorted for any s,(¢). This is because constant markup an isoelastic demand

14



do not distort relative labor allocations, and labor supply is inelastic. Thus, if v = 0, so that there is
no intermediate inputs, for any s the static equilibrium is (statically) efficient. On the other hand, when
v > 0, since markups decrease the price of labor relative to intermediate inputs, i.e. w(t)/P(t), then markups
uniformly decrease x(t,t)/n(g,t). Since the intermediate input is “elastically” produced, this leads to a lower
than efficient use of it. This can be seen in the expression for Y (¢) in (25) in the temporary equilibrium.
A subsidy that matches the markup, as in the corollary, corrects the equilibrium value of w(t)/P(t), and
hence reestablishes the efficient use of intermediate inputs.

An alternative way to state this corollary is to write net aggregate output as a function of the gross

R
ss,\n—1/) "~

Using this definition, the combined the expressions above, and the expression for aggregate output in (29),

corrected markup, defined as

u

we can write:

ol 1

Y (1,1) = 5 F(m(g, 1) Aln) = =9 2() 75 Alp) , where AG) =~ (i~ v) (i) o

Note that Y (1,t) = Y(m,t), so that output is equal to the optimal when the gross corrected markup is one.
It is easy to see, for v > 0, the derivative of Y with respect to p is decreasing, and crosses to zero at u =1
since A'(p) = £ % u_ﬁ_l(l — ).

The next proposition explores several properties of the solution of the static social planner problem.
The first result shows the semi-elasticity of the efficient net output with respect to reshuffling firms with
respect to their gaps to the technological frontier. The second results states that the efficient static output
is concave on the density m only if 1/((n—1)(1 —v)) < 1. The third result shows that the monopolist profit
aligns with the consumer surplus accrued through adoption under the optimal revenue subsidy. Informally,
this alignment is because with a CES consumer surplus on a good equals revenue times 1/(n — 1), and so
does the static profit. Nevertheless, without any revenue subsidy, the equilibrium revenues of the monopolist
are depressed, since the monopolist markup depresses demand.

For the next proposition, start with a density m which is strictly positive in two gaps, g1 and go. Take

two positive numbers « and €, and define m®

as a perturbation on the original density m. In particular,
we add a uniform density of height ¢ and width «, centered around gap gi, and subtract a uniform density

of the same height and width centered around gap go. For small o and € it defines the following density:

m*(g,t) = m(g,t) + € (Lyg—gi|<a2) = L{lg—gs|<aszy) forall g. (38)

€

In words, relative to m, the density m®* reshuffles probability density from a neighborhood of go to one

around g1. This experiment will turn of interest for the study of technology adoption, since we model that
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activity as one where a number of firms discretely eliminate their technology gap with respect to the frontier.

Proposition 4 Fix a density m and two points g1, go with strictly positive density. Let m©< be defined as
in (38). Then,

. 1d log Y ()| 1 e~ Y(=1g1 _ o=v(n—1)g2 (39)
im ——log Y(m“*)|e=o = ,
a=0 o de (n—1)1-v) fOG(t) e=Y=19"m(g, t)dg'
1
YV(m®) is concave in e <— ——— <1, 40
o) D) (10)
1
lim ldy(m ’ ) — Tr(gl’t) - 7T(92, t) 1 n 1-v ‘ (41)
a0 de P(t) sp(t) \n—1

A proof of the proposition is available in Appendix B.3. We discuss the proposition using the following

combination of parameters:

N
(=1 —-v)"

¢ (42)
The expression in (39) measures the increase in the social planner’s final output due to the reshuffling of
probability density. This reshuffling in density changes ) by an amount that on the difference in productivity
gaps g1 and go, normalized by the average productivity gaps, multiplied by (. Whether this change is less
than linear (i.e. concave in €), linear, or more than linear (i.e. convex in €) depends on whether ¢ > 1 or
not, as also stated in (40). The convexity of this mapping is controlled by ¢ through two mechanisms. The
first mechanism is the roundabout nature of production, captured by v. The strength of this mechanism
increases as v increases towards one. The second mechanism is that the economy features complementarities
in the production of intermediate goods. These complementarities are controlled by 1, and they increase as
1 decreases towards one. While both mechanisms operate through ¢ in similar ways, they do have relevant
differences. In particular, while the multiplier effect of ¥ as v 1T 1 is unbounded, the effect as n | 1 is
bounded. In particular, as n | 1, we have dY/de = (g2 — ¢g1)/(1 — v).

Finally, (41) connects the increase in the social planner’s final output due to the reshuffling of probability
density with static profits, measured in units of final output. We note on three important implications
of this expression. First, the relative valuation (i.e across different g’s) in the planning problem and in
the equilibrium with monopolistic competition are the same. Second, because the equilibrium profits are
depressed relative to the social planner’s valuation of the consumption flow produced by a firm with g (as
long as s,(t) < n/(n — 1)), the increase in output through reshuffling is larger in the planning problem.
Third, because the planner’s valuation and the monopolist profits are identical when the revenue subsidy
is equal to the markup, when r4(t) = n/(n — 1) the gains accrued through reshuffling are the same in the
planning and equilibrium.

Now we are ready to write the “dynamic” planner’s problem.
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Definition 3 Fiz an initial condition mo(-). The planner chooses the change in time of the threshold path

{u(t)}, where u(t) = G'(t). The objective is to maximize

o0 1-6 _
/ e_ptic(t) 1dt
0

1-40
subject to:
G(t)

C(t) = Y(m(-1),t) — k() (m(O t) — Q/O ( )d9> (43)

and the law of motion of m,
mt(gat) = _mg(g7t) - qm(.gat) forg € [OvG(t)] ) (44)
1= o t)d it 45
_/0 m(g,t)dg, for allt, (45)
G'(t) = u(t), for allt (46)

The next proposition characterizes the necessary first order conditions for the planner’s problem.

Proposition 5 Let mg be the the density with the initial conditions for the planner. Let eP*X(g,t) be the
Lagrange multiplier of the p.d.e. for the evolution of the density, i.e. (44) and e”'w(t) the Lagrange multiplier
of the mass preservation (45). Let {C(t)} the optimal path of consumption, let {G(t)} the optimal path of for
the adoption threshold, and let {m(g,t)} the density of gaps in the optimal path. Define p=p— (1 —0)1%.
Then, the Lagrange multipliers A and w satisfy the following p.d.e. and boundary conditions:

PA(g.1) = e(t)Z(t) o m(g,1) — w(t) (47)
+ Ae(g,t) + Ag(g,t) + g (A (0,8) — (g, t)) fort>0 and g € [0, G(t)]

A0, t) = e(t) ko, for allt >0 (48)
AG(t),t) =0, forallt >0 (49)
Ag(G(t),t) =0, forallt >0 (50)
0= hme")\(g, T)m (,T)forallO§g<Tlgn G(T) (51)
where
1 G(t)
c(t)=NZ(t)T-v — ko <m(0,t) — q/ m(g,t)dg) so that (52)
0
C(t) = c(t) e fort >0 (53)
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The proof is available in Appendix B.4.

The next proposition states that an optimal allocation can be decentralized as an equilibrium by cor-
recting the static markup with a constant revenue subsidy. In other words, once the static markup, and
associated real wages (and it reciprocal the price of the adoption good), are corrected, the market deter-
mined technology adoption becomes optimal. The market equilibrium without any tax/subsidy is inefficient
due to two market failures. One is the inefficient use of intermediate inputs, as highlighted in Proposition 3
and Corollary 1. This makes the temporary equilibrium inefficient, which is completely static in its nature,
and unrelated to technology adoption by definition. The second market failure is the effect of the distorted
relative price of the adoption good, i.e. the inverse of the real wage. Again, the revenue subsidy s, corrects
this market failure. Interestingly, an adoption subsidy s, can correct the effect on the relative price on the
incentive to adoption, but it does not corrects the first static inefficiency, unless, of course, v = 0 in which
case intermediate inputs are not used at all.

There are other potential differences in the planner vs market allocation. For instance, inefficiencies in
the investment of production across different goods. Or differences in the valuation of the monopolist and

the planer. But in our case, as long as the optimal revenue subsidy is in place, they do not materialize.

Proposition 6 Let {m,G,C,\,w} be the allocation and multipliers that solved the necessary firsr order
conditions for the planner problem as in Proposition 5. Then, for a constant revenue subsidy s, = n/(n—1),
or in the case of v = 0 with an adoption subsidy sq = (n—1)/n, then {m,G,C,V,r} is an equilibrium where

the firm’s value functions are:

A(g,t R t

Vi) =200y [Ten N giage Lo G
c(t)=0Zt)= Jo c(t+s)0Z(t+s)T>

where Z(t),c(t),r(t) as defined in (33), (52), and in Lemma 1 respectively depend on t solely through m(-,t),

and where the constant p is defined in (32).

A proof of the proposition is available in Appendix B.5.
The next proposition proves a kind of converse of this. It shows that, given an equilibrium, we can find

the Lagrange multipliers solving the first order condition for an interior solution of a planner’s problem.

Proposition 7 Let {m,G,C,V,r} be the allocation, value function, and interest rate in an equilibrium with
a constant revenue subsidy s, = n/(n—1), or in the case of v = 0 and adoption subsidy of s, = (n—1)/n, then,
for the same allocation, we can construct multipliers {\,w} that solve the necessary first order conditions

for the planner’s problem of Proposition 5.

Mgit) = e(t)°Z() ™7 (V(g,1) — V(G(1),1)) all g € [0,G(1)], t >0 (55)
w(t) = rV(G({),t) allt >0 (56)

A proof of the proposition is available in Appendix B.6.
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5 Balanced Growth Path(s)

In this section we analyze the equilibrium balanced growth paths. In a balanced growth path, the density
m(g,t) and the value function V(g,t) stay constant through time, so we define m(g) = m(g,t) and V(g) =
V(g,t). Likewise, the threshold G(t) is also time-invariant, so with a slight abuse of notation we denote it by
G = G(t). The price P(t) decays at the rate /(1 —v) so we represent it by P(Z) where P(t) = P(Z)e%t.
The de-trended consumption ¢(t) is constant, denoted by ¢. The interest rate r(t) is constant through time
and equal to p. The intermediate input productivity, given by the integral Z(t), is also constant through
time, so again, with a slight abuse of notion, we denote it simply by Z. We denote profits by 7(g; Z) as
function g and Z. Profits are given by,
N 1 e—97(n-1) e—97(n—1)

1—vnp—1 2zt T (57)

7(9; Z)

Given Z, the value function V and G solves the following o.d.e. and boundary conditions:

(P+ )V (9) =7(g; Z) + Vy(9) + ¢V (0) for g € [0,G] (58)
7(G) = 7(0) — suroP(2) (59)
Ve(G) =0 (60)

mg(g) + qm(g) = 0 for g € [0,G] , (61)

G
m(0) = m(G) + q /0 m(g)dg (62)

Finally, the intermediate input productivity Z, the price index P(Z), and consumption ¢(Z) are given by

1

7= [ /0 Ge_W(”_l)m(g)dg]nl , (63)
o[ ()] e
&(Z) = A(s) Z77 — ko (m(0) —q) . (65)

We can now define an equilibrium balanced growth path.

Definition 4 A balanced growth path with costly adoption is given by the value function of V(g), the density
m(g), a threshold G*, and intermediate input productivity Z* such that (58), (59), (60), (61), (62), (63)
and (64) hold.
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Solving for a balanced growth path requires to solve for the equilibrium, time-invariant, threshold rule
G*. This object is the convolution of how the optimal G of a firm depends on the equilibrium, aggregate,
threshold rule in the economy, and how the equilibirum threshold rule is consistent with the optimal G of a
firm (i.e. a fixed point). For a firm, this dependence plays solely through the intermediate input productivity
Z. Then, through aggregation, we build the fixed point and study it.

For a given Z, we are going to analyze the optimal choice of G. We denote this optimal choice as G(Z).

We define the function R(G) as an intermediate step, and notice some of its properties.

Lemma 2 Define

1 i y(n—1) ~(g+p+v(n—
RG) = —— 11— ¢ (0=1)G _ 1 — e~ (atpty(n=1))G| L 66

) q+ﬁ{ q+ﬁ+7(n—1)[ } (6
The function R satisfies: (i) R(0) = 0, (it) R(G) > 0 for G > 0, (iii) R is strictly increasing in G with
0 < R(G) < ~v(n—1)/(qg+ pe " DE (iv) R(G) = WGQ + o(G), and (v) R has an asymptote to

1/(g+p+v(n—1)). Given these properties the function R(G) has an inverse R~ : |0, W@?*l)] — [0, 00].

A proof of the lemma is available in Appendix B.7. For a firm with gap G, R(G)CZ_(”_l)N accounts
for the net gain of adopting the frontier technology, discounted at rate ¢ + p: The term 1 — e Y(1=DG ig
the productivity gain accrued from adoption, the term #}?_1) [1 — e_(‘”ﬁ‘*'”("_l))G] accounts for the
economic depreciation of the technology that follows from this technology adoption policy, and N¢Z~ =1

translates this gain into profit. The optimal threshold G solves

net cost

discounted net gain

_1
R(G)CZ~ DN = kgs, <1 (”)) =
s \n—1

At the optimal threshold, the discounted net gains from adoption are equal to the net cost. The optimal
firm’s threshold G' depends on aggregate behavior through intermediate input productivity Z. Let G(Z)
denote this optimal threshold. The next proposition uses the function R(G) to define and characterize G(Z).

Lemma 3 The optimal threshold G as a function of Z, denoted by G(Z), is the solution of:

G(Z)=R"! (7\?5 (51 <1721>)1 (2) Z(n—l)(l—o) ' (67)

If the adoption cost is large, i.e.,

o (L >> e (1> (1-1)(1-0) !
s, | — A > — , 68
N <5r (n—l ¢ g+p+yn—1) (©8)
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then the value G(Z) = +oo. Otherwise, if the cost is low, i.e., (68) is not satisfied, then G(Z) is finite.
Furthermore, in this case: (i) the function G is decreasing in Z if ( > 1, and increasing if { < 1, and (ii) the
value G(Z) is strictly increasing in ko and sq, and decreasing in s,.. For kg sufficiently small, the solution

1 approzimately given by:

1
W2 20 s |2 (T za-na-o
N L B )

The proof is available in Appendix B.8. Close-form expressions for the value function V' as a function

of Z are presented in the body of the proof.
The next lemma uses aggregation to find the relationship between the intermediate input productivity
Z and the threshold G, defining a function Z(G), and provides a close-form expression for the stationary

distribution of technology gaps.

Lemma 4 Given a threshold G, the density m(g) is given by

ge 99

m(g) = Fpp=e] for g €0,G],

and the value of Z as a function of G, Z(G), is obtained by computing the integral is:

1
Z(G) = q 1 — ¢~ (a+y(n-1)G \ -1 |

The function Z is decreasing in G.

The proof is a direct computation so it is omitted. Given Lemmas 3 and 4, a balance growth path with

costly adoption is given by the solution of the following fixed point,
G* = G(Z(G*)) and Z* = Z(G™) .

We rewrite the fixed point as the zero of an equation to analyze the existence and uniqueness of balanced
growth path. Direct use of the previous results provide the following proposition. In particular, using the
functions R(G) and Z(G) we define a new function H(G), so that a balance growth path is given by the
solution of & = H(G*), where & is an adjusted fixed cost. The proposition characterizes the cases whether
there is a unique or multiple balance growth paths. Notably, the necessary condition for multiple balance

growth paths is the presence of complementarities, i.e., { > 1.

Proposition 8 We define the adjusted fized cost &, and using the previously defined functions R and Z,
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we define the constant & and the function H as:

=5, (; <nil>) and H(G) = R(G) ¢ Z(G)~DED (70)

A balanced growth path gap with costly adoption G* is a solution of the equation: & = H(G*). We have:

1. The function H satisfies: H(0) =0, H'(0) > 0, and has an asymptote:

= oA _ q ¢t ¢
H(OO):Glg%oH(G)_QﬂLv(n—l)) g+p+yn—1)"

2. If ¢ >0 and k > H(00), then there is a balanced growth path without costly adoption, i.e. G* = oco.

3. For small k there is always a balanced growth path with costly adoption, which can be approrimated

by:
1
2(1—=v)sqako (1 7 20-v)
G~ | —— —|— . 71
v N (Sr (77 -1 )

4. If ¢ <1, the function H(G) is monotone increasing in G. Then there is at most one balanced growth

path. If & < H(co) then there is unique G* < oo, which is increasing in the adjusted fized cost .

5. If ( > 1 and v is large enough, H(G) is not monotone in G. Then if i is not too large, there are

multiple balanced growth paths.

The proposition follows directly from the previous lemmas, and thus the proof is omitted. The proposition
shows that if there are no strategic complementarities, i.e. when ¢ < 1 either there is a unique balanced
growth path with costly adoption, or if 5 is large enough the balanced growth path has no costly adoption.
The threshold for interior balanced growth path G* is increasing in the adjusted adoption cost, . Moreover,
note that the adjusted adoption cost < decreases with subsidy s,, i.e. as s, increases then k decreases and
thus G* decreases, so that the balanced growth path has more adoption.

Instead, with strategic complementarities, i.e. when { > 1, while there is always a balanced growth path
with costly adoption for low &, but there can be multiple balanced growth path with costly adoption if &
is in an intermediate range and v is large. We stress that this is a sufficient condition for the existence of
multiple balanced growth paths. It is easy to construct examples where ( > 1 and v is small, and where
multiple balanced growth paths occur.” We next provide a numerical exploration of Proposition 8. We do
so by exemplifying how the functions H and &, economic outcomes, and the set of equilibria, differ between

a parameterization of the economy with complementarities and one without complementarities.

5For example, choosing 7 close to one.
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Figure 1: Balanced-growth path equilibria: H(-) and &
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Notes. Parameters : ¢ = 0.02, v =0.10, 7 =3,60 =1, p = 0.05, N = 1, and ro = 0.5. Left plot: v = 0.7. Right plot: v = 0. The
left plot presents, for ¢ > 1, H(-) as a function of m(0), and considers the case where there are two interior balanced-growth path
equilibria (and one equilibrium with no adoption, i.e. m(0) — 0), when s, = sq = 1, but where there is one interior balanced-growth

path equilibrium (and no equilibrium with no adoption) when s, = ﬁ and s, = 1. The right plot presents, for ¢ < 1, H(:) as a
function of m(0), and considers the case where there is one interior balanced-growth path equilibrium, when s, = sq = 1, and where

there is one interior balanced-growth path equilibrium when s, = 5 and sq = 1.

Figure 1 displays the functions H and &, as a function of m(0), i.e. the density of firms with g = 0. From
Lemma 4, we obtain that m(0) is monotone decreasing in G. The density of firms with g = 0 provides a
clear notion of the amount of adoption at every instant. The left panel in the figure presents the case where
there are strategic complementarities, i.e. when ¢ > 1, while the right panel presents the case when there
are not. It can be seen in the left panel that H is hump shaped. The two horizontal lines, corresponding
to the same value for kg, present different values for the adjusted 5. These two values differ in the revenue
subsidy. The highest & corresponds to the laissez faire, i.e. no revenue subsidy (i.e. s, = 1), while the lowest
R corresponds to the case with the optimal subsidy described in Corollary 1, (i.e. s, = n/(n —1)). In the
laissez faire case, there are two intersections, which corresponds to two balanced growth path with costly
adoption, and one balanced growth path with no costly adoption (i.e. G* = +o00 or m(0) = ¢). In the case
with the optimal subsidy, there is a unique balanced-growth path equilibrium, and this equilibrium requires
costly adoption. In the case with no strategic complementarities presented in the right panel, the function
H(-) is monotone decreasing towards its asymptote. For both the laissez faire and optimal subsidy cases,
provided that & is low we obtain a unique balanced growth path with costly adoption.

Table I presents some economic outcomes for the different equilibria observed in Figure 1. In particular,
it presents the equilibrium gaps G*, the expected time until next adoption for a firm that just adjusted,

output 7, intermediate productivity Z, and the density of firms at g = 0, for the different equilibria in the
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laissez faire (s, = 1) and optimum (s, = n—ﬁl) balanced-growth paths.® With strategic complementarities,
the laissez faire case exhibits three equilibrium gaps G*: there is one equilibrium where costly adoption is
frequent (G* = 7), and thus there is a significant density of firms at zero gap at every moment (m(0) = 0.16)
where these firms are expected to adopt again in 6 years, and output is 'high’ (g = 0.37 relative to optimum).
There is another equilibrium were costly adoption is less frequent (G* = 103), the density of firms at zero
gap is lower (m(0) = 0.04) where these firms at zero gap are expected to adopt again in 26 years, and output
is low (y = 0.06 relative to optimum). There is also one equilibrium with no costly adoption (G* = c0),
where the density of firms at zero gap is the lowest possible (m(0) = ¢ = 0.02) and where these firms are
expected to again in 1/q = 50 years, and where output is the lowest among the equilibria (y = 0.01 relative
to optimum). The optimal equilibrium features costly adoption. Relative to the laissez faire equilibria,
costly adoption is substantially more frequent in the optimal balanced-growth path (G* = 2), there is a
larger density of firms at zero gap (m(0) = 0.16) where a firm that just adjusted is expected to adopt again
in 2 years. Naturally, a higher frequency of adoption results in higher output too (y = 1.00). The case
with no strategic complementarities is substantially different, exhibiting little variation in outcomes from
the single laissez faire equilibrium and optimum.

To conclude the numerical exploration of Proposition 8, we study the effect of distortions, interpreted
as variations in s,, in shaping up the set of equilibrium balanced growth paths. From the definition of &
in the proposition, we have that di/ds, < 0. This implies that economies with high distortions (s, < s;)
will feature an unique equilibrium with no costly adoption, and economies with low distortions (s, > §,) a
unique equilibrium, and this equilibrium is with costly adoption. Furthermore, depending of the extent of
strategic complementarities, an intermediate intermediate level of distotions implies either one equilibrium
or three equilibria. Figure 2 presents the set of equilibria for both the cases with and without strategic
complementarities. Naturally, in the case with strategic complementarities, there is a region in the space
of s, where a small change in the distortion has a discrete effect in equilibrium outcomes. For example,
variation in distortions around s, can have massive effects in aggregate outcomes, if the economy ’jumps’
from an equilibrium without costly adoption (or the interior equilibrium with low costly adoption) below s,
to the unique equilibrium above s,.. This behavior cannot happen in the economy with ¢ < 1. If we were
to interpret s, as a policy instrument instead than a distortion, a small change in the policy change can
have large aggregate effects. Of course, this jump’ feature cannot really occur in a fully dynamic economy,
something that we tackle more carefully later on.

The next proposition shows that the balanced growth path without costly adoption is locally stable. To
interpret the proposition recall that the distribution of gaps in an equilibrium without costly adoption is

given by the density ge™%9.

Proposition 9 Assume ¢ > 0 and consider a balanced growth path without costly adoption for which the

asymptote is strictly smaller than the adjusted cost, i.e: H(oo) < K. Then, this balanced growth path is

5The expected time until next adjustment for a firm with gap ¢ and maximum gap G is equal to é [1 — eq(gfc)].
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Table I: Statistics for different balanced-growth path equilibria

Laissez faire, s, = 1 Optimum, sy = 777%1
no costly adoption low interior high interior
Maximum gap, G* (years) 00 36 7 2
Exp. Duration (years) 50 26 6 2
¢>1 Output, g 0.01 0.06 0.37 1.00
Interm. Prod., Z 0.30 0.42 0.75 0.90
Density at g = 0, m(0) 0.02 0.04 0.16 0.47
Laissez faire, s, = 1 Optimum, s} = 77%1
Maximum gap, G* (years) 5 4
Exp. Duration (years) 5 4
¢ <1 Output,y 0.95 1.00
Interm. Prod., Z 0.80 0.84
Density at g = 0, m(0) 0.21 0.27

Notes. Parameters : ¢ =0.02, v =0.10,n =3,0 =1, p=0.05, N =1, and k9 = 0.5. For { > 1: v =0.7. For ( < 1: v = 0. Output
is normalized by the Output at the optimum.

locally stable, i.e. there exist an € > 0 such that for all mg with mo(0) = q for which |A(mg)| < € where
Almo) = [~ €00 (mo(g) ~ ge) dg (72)
0

there 1s an equilibrium that converges to the balanced growth path without costly adoption.

A proof of the proposition is available in Appendix B.9.
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Figure 2: The set of balanced growth paths as a function of s,
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q=0.02, vy =0.10,0 =1, p = 0.05, ko = 0.5, N = 1.0, sq = 1. Left plot: n = 3, and v = 0.7. Right plot: n = 3, v = 0. The pink star
presents the balanced growth path at the optimum.

6 Model with a Static Frontier

We consider a version of the model with no growth of the frontier—normalized to be equal to 1, and no
free adoption opportunities, i.e. ¢ = 0. We say that a firm has a gap z if its productivity equals e™* < 1,
where z > 0. A firm in the frontier has a productivity gap z = 0, i.e. productivity equal to one. Relative to
the version of the model with growth, here gaps are expressed in terms of log productivity units instead of
time. We consider equilibria where the adoption decision follows a threshold rule. In particular, at time ¢
all firms with productivity gaps z < G (t) are yet to adopt the frontier technology. Given the threshold rule,
the state of the economy is characterized by a density mg (z) of firms with productivity gaps z € (0, G(t)]
and a mass of forms that already adopted K (t). Further, we allow firms to revert their adoption decisions.
That is, at any point in time, a firm that adopted can give up the acquired technique and return to its gap
z. Finally, we assume that the economy starts with a distribution of productivity gaps mg (z) with support
z € (0,Go| and an initial mass point at z = 0 which we denote K (0).

We being the analysis by noting that there is a one-to-one relationship between the marginal adopter
G(t) and the mass of firms that already adopted by time t— denoted by K(t) € [0,1]. This relationship

satisfies:
G(t)
K(t)=1 / mo (z)dz . (73)
0

Taking time derivatives, we obtain the evolution of the distribution of productivity z, which is characterized
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by the accumulation of mass at z = 0 and the evolution of the gap, G (1),
K (t) = —mg (G (1)) G’ (t), for G(t) >0 . (74)

For K(t) = 1, or equivalently, G(t) = 0, K(t) < 0. This follows from G(t) > 0.

As in the general model with growth, firms that adopt the modern technology incur in a cost k, measured
in units of output. When a firm adopts the modern technology, it joins the mass of firms that adopted.
Combining this with the aggregate feasibility constraint we obtain the counterpart to (4) in the general

formulation of the model,
KK (t)+C(t) =Y (t) = A(s,)F (K(t)), for K(t) <1, (75)

where, in a static equilibrium, the analogous of the aggregate production function in the general formulation

of the model in (31) is given by

¢
G(K)
F(K)= [/0 e Vg (2)dz + K| with (76)

G(K) A
Kzl—/ mo(z)dz or G(K) = M; (1 - K) ,
0

where My(-) is the CDF of myg, G is defined implicitly as a function of K in (73), and where A(s,) is defined
n (30). When K (t) = 1, feasibility requires C(t) < A(s,)F(1).

In this simpler economy, the mass of adopters K can be interpreted as the productive capital stock,
conspicuously labeled K. Indeed, the law of motion of this stock, and the intertemporal preferences, are
akin to those in the Neoclassical Growth Model. A crucial difference with the standard version, is that the
production function is only guaranteed to be concave if ( < 1. Given the relevance of the shape of the

production function, for future reference we provide expressions for the marginal product of capital,

P G(K) -1 .
CPK)=¢ / e Vg (2)dz + K (1 . e_G(K)(”_l)) >0, (77)
oK 0

x‘which for K = 0 gives

¢ (1 _ 6—00(77—1))

fOGO e=2(Dmg (2)dz

2 p)=c¢ [ / 0 Do (2) dz} - (1= e0) = p(0)
0

K (78)

where Gy is the upper bound of the support of mg. To better understand the shape of F' we compute its
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curvature:

92 /0K2F(K 1 — e~ GE)n-1) e—G(K)(n-1) 1
8/6KF E{ )¢~ G(K) AU rppreryrs Ty Sy (79)
/ (K) Jo e Umg (2) dz + K L—e =1 mo(G(K)
The curvature at the two extremes values of K is equal to:
(1 )l 1— —Go(n—1) —Go(n—-1) 1
(1) = —o00, and ©) ¢ —(n-1) ¢ (80)

F(0) - )foGO e=*(1=Nmyg (2) dz 1 — =G0 mg(Go)

To analyze the dynamics of this system, it is therefore useful to characterize the properties of the function
F(K). It is straightforward to see that F(K) > 0, F/(K) > 0, and that F(K) is bounded. As mentioned
above, the concavity or convexity on K depends on the parameter ¢. In our setup, the production function
could be globally concave or s-shaped. With this in mind, we define an inflection point K? as a value such
that F"(K) > 0if K < K, F"(K) < 0if K > K', and F"(K) = 0 if K = K*. The following proposition
gives a characterization of the shape of the aggregate production function F'(-).

Proposition 10 Assume that mo(z) > 0 in its domain. Then

1. If ¢ < 1 then F(-) is globally concave.

2. Regardless of ¢, then F(-) is concave near K = 1.

3. A necessary condition for F(-) to be convex around K =0 is that ¢ > 1.

4. If¢ > 1 and e *1=Y) /mg(2) is decreasing in z, then F(-) has at most one inflection point. Furthermore,

if 1;’/’(((()])) > 0 then then there is an interior inflection point.

5. If in addition to { > 1, either v or Gg are large enough, then L((OO)) > 0.

A proof of the proposition is available in Appendix B.10. The proposition shows that there is one inflection
point provided enough complementarities. That is, when ( is sufficiently large.

Proposition 10 gives a quite complete characterization of the shape of F'. This is illustrated below with
some figures for the case of interest. Before that we give an intuitive explanation of the forces in the model
for concavity and convexity of F' as a function of K. The force for concavity is simple, given the threshold
nature of an equilibrium, in particular that G’(K ) is decreasing. For low values of K, i.e. when adoption
is low, an increase in one unit of K moves firms with low productivity z to the frontier. Instead, for high
K, an increase in one unit of K moves firms with high productivity to the frontier. So, this force pushes
the marginal productivity to be decreasing. The force for convexity, in the case of ( > 1 has been analyzed
and explained in Proposition 4. Recall that there we fixed two gaps, and consider an arbitrary movement
of density from a one productivity to another. The concavity/convexity analyzed there was fixing the value

of the gaps, and changing the amount of density transferred.
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The case of truncated exponential mg. In this case the density my is given by mg(z) = I_XZ%ZO, with

CDF given by My(z) = 11:::;;0 . This example is particularly relevant as it preserves the same shape of the

stationary density of gaps in the balanced growth path in the model with a growing technological frontier.

In this case

{1 XG0 4 K(1 — exCo)]

R 1 —XGo 1 (] — ¢—XGo — le + —e X }

G(K) = — og [e + K(1 — e XC0)] | F(K)YS = >1<+ — LK.
X n— X —¢€

Figures 3 and 4 display the production function F(K) and the marginal product of capital 0F(K)/0K
as we vary ( for the case in which my is given by a truncated exponential. In Figure 3 we keep v fixed (in
particular, v = 0), and we vary ¢ by varying n. In Figure 4 we keep 7 fixed (in particular, n = 3), and we
vary ¢ by varying v. In each plot, the black thick line depicts the case for ( = 1. In each plot, each different
line corresponds to a different value of (. At K = 0, lines with higher values correspond to lower values
of (. As it is clear from the figures, ¢ < 1 correspond to concave production functions. While this can be
observed in the left panel of both figures, it can be easily seen in the right panels, where for the { < 1 cases,
the marginal productivity of capital is decreasing in the capital level. For ¢ > 1, the production function
is convex for low values of capital and concave for high values of capital. In terms of marginal product of
capital, this corresponds to having an increasing marginal product of capital for low levels of the capital
stock, and decreasing marginal product of capital for high values of the capital stock. In summary, for large

(, either due to high v or low 7, the production function is S-shaped.

Equilibrium for Static Frontier Case. In this section we specialize the expressions for the different

problems in the static frontier case. Profits, measured as a function of productivity gaps, are given by

—z(n—1) —z(n—1)
)= 1 ¢ = N¢ ¢ NESY

L—vn =1 (G0 =200, (3) dz + K (1) JEW e=2-Dm (2) dz + K (1)

and the price of the final good is

n—1\"1 [ 60 X =
P(t) = (sT - > / e Vg (2) dz + K () (82)
0
The value at t of a firm with gap z is given by
Vi(z,t) = mgic/ e ST (2 8) ds e I T VO (2,7) — saP (7) K] . (83)
=t Ji

Although the value function is indexed by (z,t), in this version of the model the first index is fixed unless
the firm adopts. We let V°(2,t) the value of a z firm that has adopted the frontier technology, and can

produce with it. The technology index of the firm stays with it forever. In particular we allow a z firm that
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Figure 3: F(K) and OFK) for various n
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Figure 4: F(K) and 81;%{)’ for various v
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has adopted the technology to disinvest, recovering the adoption cost, and use its original technology again.
Then,

VO(z,t) = %niui/ e~ Jir(®)dig (0,s)ds + e~ Jrr)ds V(T 2) + ks P(T)] . (84)
T>t t

The remaining equilibrium objects and definitions are the complete analog to the general case. An
equilibrium, given the density mg, subsidies s,, s,, consists of paths of {K(t),C(t),G(t),r(t), P(t),V(z,t)}
for ¢ > 0 and z € [0,1] such that: (i) given {r(t), P(t),n(¢,2)} optimal adoption is given by {G(t)},
(ii) given {K(t), P(t)}, then 7m(z,t) is given by (81), (iii) given {G(t), K(t)} prices are given by (82), (iv)
{C(t),r(t), P(t)} satisfy the Euler equation (9), and (v) the allocation {C(t), K (t), K(t)} is a static equilib-
rium.

The next proposition gives a very simple characterization of equilibrium as the solution of a system of

two o.d.e.’s for {K(t),C(t)} with an initial condition for K and a terminal boundary condition.

Proposition 11 Fix s,, s, and the initial capital K(0). A necessary and sufficient condition for an interior
equilibrium is that {C(t), K(t)} solve the following system of o.d.e.’s:

kK(t) = A(s,)F(K(t)) = C(t), for 0< K(t) <1, (85)

where K(t) <0 if K(t) =1 and K(t) > 0 if K(t) =0,

C(t) 10

—_— B rySa A r *7F K - Pl

HC(t) (Sry8a)A(s )/ﬂﬁK (K(t)) — p , where (86)
1—-v 1
B(sr, 8q) = (;Tnnl_y> P (87)
for allt > 0, with terminal condition given by
0= lim e PTC(T) P A(s,)F(K(T)) . (88)
—00

A proof of the proposition is available in Appendix B.11.

Steady States For a given mg and subsidies sg, s, an interior steady state equilibrium of the model is

given by a capital level K* > 0 such that:

pr _ 9 ,
A(sy)B(sr,5q) ar T (89)

An important corollary of Proposition 10 is the following partial characterization of the steady states.

Corollary 2 Steady States. Consider two cases:
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1. If ¢ <1, so that F(-) is strictly concave, then there is at most one interior steady state. If in addition,

F'(0) > m, there is an interior steady state.

2. If ¢ > 1, };,/((8)) > 0, and e 1Y) /my(2) is decreasing in z, so that F(-) is S-shaped, then there

are at most two interior steady states. If, in addition F'(0) > W

and there is 0 < K < 1 for which

then there is exactly

one interior steady state. Alternatively if F'(0) < W,

F'(K) > m there are exactly two interior steady states.

It is useful to analyze the local dynamics around an interior steady sate (K*,C*). Linearizing (85) and

(86) around an interior steady state we get:

K(t K(t)— K* L LI K(@t) - K*
! O _ 5O _ B(F;i . (t) . (%0)
C(t) C(t) — C* PG R 0] o -c

We denote the eigenvalues of M by o1,092. Then, we have,

p p C* F'"(K*)
—Tr (M) = —FP — Det(M) = 2=
o1+ o9 7’( ) B(ST,Sa) and o109 et( ) 9 F’(K*) ,
p/Bl(sr, 5a) £ \/(p/B(sr, 5a))2 — 42 G 700

012 =
’ 2

From here we immediately obtain the following result.

Proposition 12 Assume that the conditions in Corollary 2 so that there are two interior steady states holds

and denote them by 0 < K7 < K7 <1, with corresponding consumption 0 < C; < Cy;. Then:

1. The high adoption interior steady state (Kj;,C%) is a saddle, both eigenvalues of M are real with
o1 <0< p<os.

2. The low adoption interior steady state (Kj,C7) is a source, both eigenvalues of M have positive real

part. In particular, there is a threshold 0* given by

Sry8a)2 0% JOK?F(K})

v — 4 Bl
br=4C1 pk OJOKF(K})

>0, (91)

such that:

(a) If 0 > 0 both eigenvalues of M are real and strictly positive, 0 < o1 < m < 09.

(b) If 0 < 0* the eigenvalues of M are complex conjugates, with strictly positive real part equal to to

P
2B(Sr,8a) "
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Proposition 12 has important consequences. First, the high adoption interior steady state is saddle-path
stable, so for K (0) close to K}, one can construct an equilibrium path that converges to it. Second, the
smaller interior steady state K7 is not stable. This lack of stability provides that this equilibrium should
not be observed, since any perturbation from the steady state will make the equilibrium to move away from
it. In particular, the condition in (91) can be written as a critical value for the curvature of U(-) relative
to the curvature on F(-). As it is well known in the case of concave F(-), the speed of convergence of the
neoclassical growth model depends on this ratio, as well as on the discount factor. Less well known is that
in the S-shaped case, this quantity plays a crucial role on determining the nature of the unstable dynamics
of the lower steady state, i.e. whether the lower interior steady state is a nodal source or a spiral source.
Third, there can be multiple equilibrium paths starting from the same initial condition, as a consequence of
coordinated expectations about different future paths for prices. For instance, some of these equilibria can
have oscillatory initial behavior as in the case where § < 0* (a spiral source). Another possibility is that for
a given initial condition one can construct an equilibrium where K(¢) — 0 or one where K (t) — K7j;.

The next proposition analyzes the no-adoption steady state:

Proposition 13 Assume that

0 PR

a—KF(O) < —A(ST)B(ST,sa) . (92)

Then K* =0 and C* = A(s,)F(0) is a stationary equilibrium with no adoption (i.e. non-interior). Fur-
thermore, the no adoption stationary equilibrium is locally stable, i.e. there exists an € > 0 such that for all
0 < K(0) < ¢, there is an equilibrium path {C(t), K(t)}cjo,m for which C(T) = F(0) and K(T) = 0, i.e.

the convergence is in finite time.

A proof is available in Appendix B.12.

Figure 5 shows the phase diagrams illustrating the equilibrium dynamics of an economy featuring strong
complementarities, i.e., ¢ > 1. In each plot, the blue line depicts aggregate output A(1)F(K), the green filled
stars account for steady-state equilibria, the gray arrows provides the direction that the system {K,C} will
move to at a given point, and the black lines account for different examples of dynamic equilibrium paths.
As the figure shows, there are three steady state equilibria: (i) a steady state with no adoption, K = 0,
(ii) an interior steady steady state with low adoption, K = K7, and (iii) an interior steady state with high
adoption, K = K7;. The left panel considers the case where the elasticity of intertemporal substitution is
low (f = 0.1), and below the threshold #*, while the right panel considers the case where the elasticity of
intertemporal substitution is high (# = 1.0), and above the threshold #*. Both cases share the same steady
states, which depends only on production parameters and the discount factor p, as evident in equation (89).
As shown in the figures, the no-adoption steady state and the interior steady state with high adoption are
stable. Furthermore, the interior high adoption steady state is a saddle: locally, there is one equilibrium

path that converges to it. While in both figures the low adoption interior steady state is unstable—evident
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Figure 5: Phase diagrams: laissez faire equilibrium dynamics, s, = 1
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by the fact that the arrows push the equilibrium away from it, the case with low 6 presented in the left
panel exhibits a spiral source, while the case with high 6 does not. While we do not care per se about the
low adoption interior steady state, the differential equilibrium dynamics sourcing from it are relevant when
studying policies with the potential to transition the economy from a steady state with no adoption to a
interior high adoption steady state. Understanding the potential for these policies to achieve outcomes of

this sort is the objective of the next section.
Planner’s Problem. The sequence problem is:

o
rg?ic/ e PU(CO(t))dt subject to kK (t) = A(s5)F(K(t)) — C(t) ,
) Jo
with K (0) given. There are three necessary conditions for an optimal path that are immediate: (i) that
the optimal static subsidy is required s, = s = n/(n — 1), (ii) that the Euler equation has to hold, i.e.
the o.d.e. (86) for all ¢ > 0, and (iii) that the Transversality condition has to hold, i.e. the boundary
condition (51). As it is standard, a necessary condition for K* to be an optimal steady state is that
A(sk)F(K*) = NF(K*) = C* and that
pr _ OF(K™)

N 0K

If ¢ <1, so that F'(-) is concave, these conditions are sufficient, and together with feasibility characterize a

solution. In this case, there is a unique saddle path, so that from any K (0) there is monotone convergence
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of C' and K to the unique stationary equilibrium.

In the case of ( > 1, the three conditions above are only necessary, since the problem is not globally
concave. This case has been studied rigorously at least since Skiba (1978), who proposed the study of the
neoclassical growth model with an S-shaped production function. Further results, which gives a complete
characterization are in Dechert and Nishimura (1983) and in Brock and Dochert (1983).”7 We summarize

here the relevant ones:

1. Suppose that ¢ > 1 and consider the case in which there are two interior steady states K7 < Kj;. In

this case, K7 cannot be stable. This follows from Proposition 12 by setting s, = 1 and s, = s;.

2. Suppose that ¢ > 1, the function F'(-) is S-shaped, and there are two interior steady states Kj < K7j;.
If & < 0*, as defined in (91), then the solution K7 is not efficient, i.e. if K(0) = K the efficient
allocation moves away from K7. This is shown by considering the continuous time limit of Lemma 4
in Dechert and Nishimura (1983).

3. If F'(0) > &7, then the efficient allocation converges to the unique steady state K7; from any K(0).

6.1 Big Push with Revenue Subsidies

In this section we analyze a case where the introduction of a subsidy in an economy that is in a “trap”, an
inefficient steady state with out adoption, moves the economy to an equilibrium that is efficient, and whose
steady state is far away.

We start with a proposition about how the equilibrium steady state move as a function of the subsidy.
We consider the case without complementarities, i.e. with ¢ < 1, and the one with complementarities,i.e.
with ¢ > 1 separately.

The next proposition gives conditions under which without subsidy there exists a stationary equilibrium
without adoption, and if the optimal subsidy is implemented, the only equilibrium is one converging to
the highest interior steady state. Furthermore, the resulting equilibrium path is optimal. We view this
intervention as describing what the literature refers to a big push, since the interior efficient steady state

can be very far away from the equilibrium with no adoption.

Proposition 14 Assume that F(-) is S-shaped and that

n—1 ﬁap(0)<@<aF(0)
n 0K ~ N ~ 0K

Let the economy start with no technology adoption, i.e. with K(0) = 0.

"The setup in these papers is almost identical to the one for the efficient allocation in the model of this section. There are
minor differences, for instance, these papers typically have F(0) = 0 and Dechert and Nishimura (1983) uses a discrete time
version.
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1. If we set the subsidy to zero, i.e. if s, = s, = 1, there are two interior steady states 0 < K7 RIS

Koy

any time, i.e. K(t) = K(0) =0 for allt > 0.

(11} and one no-adoption steady state. Then there is an equilibrium where there is no adoption at

2. If we set the revenue subsidy to its static optimal level, i.e. s, = sk =n/(n—1), then there is a unique

*
T
steady state, and the unique equilibrium converges to it, i.e. K(t) — K, (s5.1} for any K(0) > 0.

3. In the case where s, = st = n/(n — 1), the equilibrium path solves the planner’s problem, i.e. the

allocation is Pareto Optimal.

Proposition 14 has the interpretation that correcting the markup distortion can cause a big push, i.e.
it can move an economy from a stable trap of no adoption, through a process of technology adoption, with
a path that implements a Pareto Optimal allocation. In particular, under the stated circumstances, an
economy can be in a stationary equilibrium without adoption in a laissez faire equilibrium, i.e. K(0) =0
with s, = 1. Furthermore, this equilibrium is locally stable. Then, consider a permanent unexpected
changed in policy that corrects the markup distortion, setting s, = sX = n/(n — 1). This policy has the

effect of an immediate permanent static gain in output, equal to a factor A(s})/A(1) where

1

i(<81:>) B i‘—”u <n . 1> o

n

Note that, for a given markup, this static effect is increasing in the share v. In particular, the static effect

vanishes if v = 0, i.e. ‘Z((Sf)) = 1.

Importantly, under the stated assumptions, the economy converges
monotonically from its non-adoption “trap” to its unique steady state with adoption. This equilibrium is
also unique, so it requires no coordination. Furthermore, the resulting equilibrium is Pareto Optimal.

Figure 6 mimics the analysis performed in Figure 5, but for the planning problem, i.e. setting s, = s.
The red curved line in both is the locus obtained from setting K (t) = 0, which corresponds to aggregate con-
sumption C(t) being equal to aggregate output A(s’)F(K). The vertical red line is the locus corresponding
to C (t) = 0. As discussed, there is a unique steady state under the optimal subsidy s, depicted by a filled
green star. The steady state is interior, and it is stable. The blue dashed line in both plots corresponds to
aggregate output in the laissez faire economy, i.e. A(1)F(K), and the unfilled green stars correspond to the
equilibrium steady states in the laissez faire economy.

Consider the following exercise. The economy is in laissez faire (s, = 1) equilibrium steady state with no
adoption. As previously discussed, this steady state equilibrium is stable. Now, unexpectedly, the optimal
policy is implemented i.e. the new subsidy is s, = s;. Either with high or low 6, there is path towards the
optimal steady state: on impact, consumption discretely falls and the equilibrium, under the optimal policy,

transitions towards the optimal steady state through the saddle path.
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Figure 6: Phase Diagrams with the Optimal Static Subsidy
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6.2 Big Push with Adoption Subsidies

In this section we describe the constrained efficient allocation, and how to decentralized it. We define a
constrained efficient allocation as the one that maximizes the utility of the representative agent, subject to
being able to being able to decentralize it as an equilibrium. The constrained is that the planner can use a
time varying adoption subsidy, i.e. a path of {s,(¢)} but it cannot use revenue tax/subsidy, i.e. it must set
sr(t) =1 for all t > 0. There are two type of inefficiencies in the laissez-faire equilibrium of our model. The
first inefficiency is present even in a static set up if v > 0, as described in Corollary 1, which implies that the
output level is lower than what is feasible given the technology in place. We refer to this as the static level
effect. The second inefficiency is dynamic in nature: the path of technology adoption differs from the what
would be optimal. Our definition of constrained efficiency aims at focusing on the second, and to ignore the
static level effect. In particular, our interest in this definition is that the adoption subsidy is often viewed as
direct tool to affect technology adoption, while the revenue tax/subsidy if often viewed as a tool to correct

the effect of monopoly power, which is static in nature.

Proposition 15 Fix the initial capital K(0). The constrained efficient allocation has a constant subsidy
that solves 1 = B(1,s}) or,
1—
salt) = st = —— < 1. (93)
1Y

The constrained efficient allocation satisfies the same properties as the efficient allocation with a aggregate
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Figure 7: Big Push with Revenue vs. Adoption Subsidies
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output Y (K) = A(1)F(K).

Few comments are in order. First, the interpretation of s} < 1 is that this is the fraction of the price of
the adoption good that the firm pays, so that a smaller value of s} is a larger subsidy. Second, note that
(n—1)/n < s& < 1, so the optimal subsidy is positive, but bounded by the markup. Third, the subsidy is
increasing in v, i.e s} is decreasing in v. Forth, by design, notice that this policy has no static effect on
output. In particular, at time ¢ = 0 the output is the same as in the laissez faire equilibrium. Importantly,

this lack of static level effect holds for any value of v. Fifth, in this case if the initial condition is

8F(0)< pK <8F(O)i
0K " A1) © 9K st

and if F(-) is S-shaped, then we will obtain a similar conclusion than in Proposition 14. The proof is
available in Appendix B.13. In particular there will be a “big push” as the economy moves from the no
adoption steady state trap to the constrained efficient allocation with high adoption. The main difference is
that in this case in the “big push” there is no static level effect. It is purely an effect due to the change in
adoption incentives. Because the adoption subsidy does not correct for the static inefficiency, the constrained
planner steady state will have lower adoption, i.e. lower K, and lower consumption than in the case with

the planner’s steady state with revenue subsidies. This is shown in Figure 7, for both low and high values
of 0.
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6.3 No Big Push with Revenue Subsidies

ADD TEXT

Proposition 16 Assume that F(-) is S-shaped and that

O0F(0) _ P
0K N’
1. If we set the subsidy to zero, i.e. if s, = sq = 1, there are two interior steady states 0 < K7 a1y <

K7, (11} and one no-adoption steady state. Then there is an equilibrium where there is no adoption at
any time, i.e. K(t) = K(0) =0 for all t > 0.

2. If we set the revenue subsidy to its static optimal level, i.e. s, = st =n/(n—1), there are two interior
steady states K {521y < K3, (55,1} and one no-adoption steady state. Then, there is an equilibrium
where there is no adoption at any time, i.e. K(t) = K(0) =0 for allt > 0.

3. Let 6 > 0" and s,(t) = s} for all t. Then, if K(0) < K7 (se1y the equilibrium converges to the
equilibrium with no adoption, i.e. K(t) — K(0) =0, and if K(0) > K7 (5213 the equilibrium converges
to the best interior steady state with adoption, i.e. K(t) — Ky se1y- Further, if K(0) =
then K(0) > K7 (213 Jor all t.

*
Asro1}

4. Let 0 < 0% and s,(t) = s} for allt. Then, there ezists a K such that if K(0) < K then the equilibrium
converges to the equilibrium with no adoption, i.e. K(t) — K(0) =0, if K(0) > K then the equilibrium
converges to the best interior steady state equilibrium with adoption, i.e. K(t) — K}}’{Sm}, and if
K(0) = K there is one path converging to the steady state equilibrium with no adoption and one path

converging to Ky, (521}

T

When pr/N is large enough, the equilibrium with no adoption survives even under the optimal static
policy. When p is high, the gains of transitioning away from the equilibrium with no adoption are heavily
discounted, and thus little is gained by following suit. Similarly, when « is high, the cost of this transition is
high. Following Dechert and Nishimura (1983), the proposition shows that if the economy begins with low
K (0) the optimal path converges to the equilibrium with no adoption but corrected markup distortion with
the optimal subsidy, and if K(0) is high the optimal path converges to the best interior steady state with
corrected markup distortion, K}k{ (s} Furthermore, if 0 is low, if K(0) = K there are two optimal paths,
one converging to the equilibrium with no adoption, and the other one converging to the best interior steady
state; in both cases the markup distortion is fully corrected. If the economy were to start with K(0) = K ,
there would be an equilibrium selection role for the planner. Interestingly, even in the presence of multiple
steady states, if the economy is initially trapped in the equilibrium with no adoption, i.e. K(0) = 0, the
planner finds optimal to correct the markup distortion by setting s, = sy but the economy remains in the

no adoption equilibrium. The next corollary makes this point.
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Corollary 3 Suppose that the conditions in Proposition 16 hold so that there are multiple equilibrium steady
states in the laissez faire and in the optimal subsidy s; economies. Then, if the laissez faire economy is
initially ‘trapped’ in the equilibrium steady state with no adoption, i.e. K(0) = 0, then the economy will

remain with no adoption under the optimal subsidy sy. In other words, a Big Push is not optimal.

A similar result follows for the constrained planner allocation, where the planner is only allowed to use
OF(0) 1
0K s*
Interestingly, because firms do not adopt, no firm uses the adoption subsidy, and thus the constrained-

adoption subsidies. Here, if < %, a Big Push is not optimal if the economy starts with K(0) = 0.

optimal allocation for the planner can be decentralized with s, = 1.
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Appendix

A Discrete time, discrete state version

In this section we discretize time and gaps as follows. We let i = 1,2,3,... index time, and j = 1,2,3,...
index gap g. Both have a step size A. In particular, we let ¢ = (i — 1)A and g = (j — 1)A for all 7 and j.
We let m; ;A be fraction of firms with gap g = (j — 1)A at time ¢t = (i — 1)A, so that m, ; has the units of

a density. The law of motion of m; ; is given by
mii1ir1 = (1 —qA) (my; —aj;) fori, j=1,2,..., (94)

where a;;A is the number of firms of type j at time ¢ that are going through costly adoption, so a;; has

the units of a density. Moreover,
0<aj; <mj;fori,j=12,..., (95)

which states that the density of adopters for a given gap at a given time cannot be larger that the density of

firms with that given gap and time.® Finally, it must also be the case that, at any time i = 1,2, ..., adding
up all fraction of firms with different gaps j = 1,2,... equals one,
> mjA=1foralli. (96)
J

Using that this condition provides that mj ;1A =1 — Zj>2 mji+14, we can use (94) to get

ml’iJrlA =1- Z (1 — qA) (mj,i - aj,i) A )

Jj=21
=14+> (1-qA)ajA—(1—qA)) myA,
j21 J21
= Z (1 - qA) aj,iA + qA Z mmA s
J21 jz1

8Notice that we can rewrite the difference equation in (94), by subtracting m; j+1 from both sides and dividing by A,

Mj41,i4+1 — Mj41,i My,i — Mj41,4
= —aqmji —a;i(l —qA)/A

A A

and if we let A | 0 we obtain that

me(got) = —my(g,t) — qm(g,t) ifa(g,t) =0,
’ —oo or not defined if a(g,t) > 0.
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where in the last step we used (96). Finally, dividing by A,

miir1 = (1 — qA) Z aji+q Z mjﬂ-A . (97)
j>1 i>1
Note that m; ;11 A is the number of firms that adopt the technology in a period of length A between times
indexed by ¢ and i+ 1. The fraction of firms that adopt the technology in a costly manner during this period
is thus given by,

m17i+1 — qujvi A = (1 — qA) Z aj’iA .
j>1 jz1

Feasibility. Consumption during a period of length A is given by:

¢

A =N Z e Y= DUDA Al A — ko | My — quMA A
j=>1 j>1

. ¢
where N (ZjZI e~ Y(n-DE-1HA mg g A) A is the output in a period of length A, and where ijl a; ;A is
the fraction of firms going over a costly adoption of the technology in a period of length A. It is immediate

to obtain that

¢
o0
C; = N Z e—v(n—l)(j—l)A mm- A — KQ ml’i+1 —(q Z mjyiA . (98)
j=1,2... j=1
A.1 Planner’s problem
The planner’s problem is given by
. c.l_g 1
maxz,é’l 1’79 A, where =

{aji} 357 1+ pA 7

given an initial {m; 1} and subject to (94), (95), (97), (96), and (98). Note that in the objective function
we adjust the discount factor 5 to be consistent with the discount rate p, and use A so that the discounted
sum of utilities converges to an integral of the discounted utilities for the continuum case.

The next proposition shows that the solution of the planner problem is of the threshold type.

Proposition 17 Let {m;;,a;;} be the solution of the planner’s problem. If a;; > 0, then for all integers

k> 0 we have that ajir; = mjik;.
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A proof is available in Appendix B.14. As in the continuum case, if there is a productivity gap for which
the planner finds it optimal to do costly adoption, every productivity gap that is larger should also adopt.

We can write the Lagrangian of the planner’s problem as follows,

(N (Z;’il e (=1)(-1)A mg; A)C — Ko (ml,i+1 —q Z?‘;l mj,iA)) 1-6

L(a,m,w, ) Zﬁz 3 A
+3 Bwi 1= m A A+ > g Y A1 = A9) (mj’iA aa) =Myttt g | A
i=1 j=1 i=1 j=1

Here we use 'wA as the multiplier of (96) at time i and use 8°A;;A? as the multiplier of (94). Note that in
general we have added the strictly positive multiplicative constant A > 0 within the sums. Relative to the
continuum case, the sum correspond to integrals, and A takes the place of both dt and dg. Further, we have
written the law of motion for m dividing it by A because this is the object that converges to a non-trivial

expression as A shrinks. Canceling A’s,

1-
<N (Z;’il e V(DDA 5 A>< — Ko (ml,i+1 — g% mj,iA)>
L(a,m,w,\) Zﬁ’ T A

+ Zﬁiwi 1- ij,iA A+ Z B Z i (1= Aq) (myi — aji) — myr1i] | A
i=1 Jj=1

i=1 j=1
The first order condition of m;; for j =2,3,... and ¢ =1,2,..., in the case where m;; > 0 is:
A Y; ,
0= 8£(a’7m W, ) Bz —98 A_i_ﬁz H()C]AQ BZWiAZ

8mjz~ mh]
+ BNji(1 = qA)A = BTN i A

where

Y; Y; e—1(n-D(-1A R
mi;  (n—1)(1-v) Py e V=D =DA m ;A

or dividing by 3’

0= o Y; e~ (-1 (G-1)A

2
v (17 — 1)(1 — y) Z?’Ozl e—7(n=1)(F’'=1)A M A A

+ Ci_elioqA2 —wj + >\j7i(1 —qA) — )‘j—l,i—l/ﬁ
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Dividing by A:

g —y(n-1H(E-DA
0= 6;9 i =) e, (-G -1A A
(n =11 —v) 30 e DU =08 my ; A
+ ci_efiqu — WD+ Xji(1=qA) = Nj—1i-1/8
Replacing by 1/8 =1+ Ap
, (-1 (G-1)A
O = c_e }/; ¢ A

P -1 —v) Y0 e DG DA m A
+ Ci_elﬁoqA —wiA + (1= gA) = Aj—1-1(1 + Ap)

Rearranging it:
A (Nj—1i-1p + Ajip)

0 Y; e~ Y(n—1(G-1)A
(77 — 1)(1 — 1/) E;’ozl e—7Y(n=1(F’'-1)A M A

+ HoQ) A—wiA+Nji—Nj1i-1

Adding and subtracting A;;_1 and dividing by A:

Aj—1,i-1p + Ajip
- e b Nii = Njic1 o Ajie1 — Aj1i-1
=c; ((77 — D1 —v) 35 e DU DA my ; A +kKoq | —wi+ X + A

As we let A | O:

_ Y (t)
b+ QN g,t) = c(t) ! [ =—2 —w(t) + Ag(g,t) + Me(g, t
P+ M) = l0)* (gomr i  80) = (0)+ A0:8) + Xl
The first order condition for mq ;41 for ¢ =1,2,... is
0= OL(a,m,w, \)
oma i1
= —/BicggﬁoA + ﬁi—’—l)\l,lurl(l — AQ)A
i i _ aY; i _
— ,3 +1wi+1A2 + ﬁ +1Ci+61 8777,1—;1_1 A+ ,8 +1CZ-+61QI€OA2

45



OYi1

Dividing it by A+ and replacing the expression for I We get:
0=—(1+A2p)c; %0+ Mir1(1 — Ag)
Y; 1
—0 i+1
: , A — w1 A
+ Cit1 ((77 — 1)(1 _ V) 2?21 e—"/("]—l)(]/—l)A —y A + HOq> Wi+1

If we let A | 0, then the second line converges to zero, and we get:

M0, 1) = e(t) kg (99)
Combining the two equations we can write:
_ g 0Y (1)
_ 0 _
(P + @)A(g,t) = c(t) omigt) gA0,) = w(t) + Ag(g, 1) + Ae(9, 1) (100)

The first order condition for a;;, if for that (j,7) then 0 < a;; < m;; is interior, is:

OL(a,m,w, \)

0< = —IBiAjJ’(l - qA)A

or

Aji =0
For those 0 = aj; < m;; then
A )
0> Elamw ) g1 ga)a
8a]~,i
or
Ozﬁﬁ(a,m,w,)\) Bixs5(1 — gA)A
8CLJ”1
or
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These three cases for the first order condition for a imply that if a(G,t) > 0 then:
AG(t),t) =0 (101)

Concavity of the planner’s period return function Let F(m,m/}) be defined as the period return

function of the planner problem, i.e.:

(N (Z?il ye 1= DE=DA . A>C — ko (mll —q Zjil mj’iA)>1_0

Note that, the constraints of the planner defined a convex set, so the planner problem is a convex if F' is
concave. We study this below.
We can write the recursive equation for the planner using a distribution m = {mjy, ma, ...} as the current

state state and m’ as the next period state, and u as the value function, as follows:

u(m) = mlz}(x)AF(m,mll)—Fﬁu(m')
m/e€l'(m
where T'(m) = {m’ :0 <m/,; < (1 - Ag)m; for j =1,2,3,... and

OﬁmﬁAzl—Zm;A}
j=1

Note that m is, in principle, infinite dimensional. We claim that u is bounded. F' is bounded.
Proposition 18 F' is concave if and only if ¢ < 1.

A proof of the proposition is available in Appendix 18.
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B Proofs and derivations

B.1 Proof of Proposition 1

We start establishing (28). We replace the optimal price given in (15) into the ideal price P(¢) given by (12)

to obtain:

1 N
o, 0 1\ /G(t) e = a=)
Py=e v | ———— w(t e’ "M m(g,t)d
(1) (%) <>[0 (9.1)dg

which gives the expression for (28).

The first order conditions of the cost minimization problem (13) and (14) give:

B0 = o) (102)

We can replace the optimal z into the production function to obtain a function linear in n as follows:

v(a,8) = 0 @) 0 i (2 iy t))
= "9 (g, t) 1 <w(t)>y

1—v

Taking a ratio for g1 = g and go =0,

y(0,1) n(0,1)
. . -n w 1—\ "
Using (15), we obtain y(g,t) = (%) Qt) = <77218T1(t) er(g=1) (%) ) Q(t). For g = g and g2 = 0,
Y(9:1) _ g
y(0,1)



We can combine these last two expressions to obtain
n(g,t) = n(0,t)e" =19

Using market clearing,

G(t) G(t)
N=/) Mmﬂm@JMQZMQﬂ/ %9 (g, 1)dg |
0 0

and using this result in the expression for n(g,t),

e—(n=1)vg

Jo @ e==1r9m(g, t)dg

)

n(g,t) = N

which is (26). Also, (27) follows by combining this last expression with (102).
Using the expression for Q(¢) in (10) together with the definition of y(g,t),

1
1-1/n

using (102),

_ (e [ = o
Q(t) = :6"{ <P(t)> [/0 (6 7 n(g7t)) m(gvt) dg] )

and using (26),

Using (28),
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Replacing this expression back into Q(t),

N 1 n w(t)
CO=1050 (n—1> P(t)

This is the expression in (24). Aggregate intermediate inputs are given by (7),

G(t) w , a0 . )
X0 :/O #(g,t)mlg,1) dg = pgl - V/O n(gt)m(g,t)dg = 1381 —N

B.2 Proof of Proposition 3
The first order conditions are:
1
G(t) 1-1 /n _1
- [ /0 (= ba(g, 0 g, ™) 7 mig,1) dg] (=" ba(g,t)n(g,6)' ™) " mlg, 1)x
e(t—g)’yt bv l’(g, t)y_ln(.g> t)l_y - m(gv t)

G(t) - i K
0| [ (bt ) T mlgitydg| (£ bt a0 ) gt
=D p(1 = v)z(g, t)"n(g,t) Y — Wml(g, 1)

We can rewrite the foc as:

2(g,t) =B(m,y,n,t) bv
n(gv t)W :B(ma y,n, t) b(l - V)

or
2(g,t) = ——n(g, )W
9,t) = 1—nlg,
Thus
U v G(t) 11 1-1/n
Y(m,t) =maxeb (1 1/) wY / (79 n(g,t)) 7 m(g,t)dg
n - 0
y G(t)
+WN - W (1 + 1 u) / n(g,t) m(g,t)dg
- 0
We use that
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v V_ _ v—1, —v v V_ 1
b<1—l/> _(1 1/) v (1—1/) T 1-v

This problem is clearly homogeneous of degree one in N i.e.:
Y(m,t,N) = N Y(m,t)

We note that the Lagrange multiplier WV is independent of N.
Setting L = 1 and taking the first order condition:

1

1
v v G() , 11 ii/7 .
W(“ 1y> | [T (g )l g (e (g, 1)) e
0

- 1—-v
Take any two 0 < g1 < g2 < G(t):
”(91,15)_%61]”(17%> = n(gzt)‘%{””@’%)
or
n(g1,t) = n(ggjt)e(gz—gl)v(n—l) or n(g,t) = n(O,t)e_g'Y(”_l)
Using 7?7 we get

G(t) Gt
N_/ n(gat)m@,t)dg—n(o,t)/ m(g,t)e 971~y
0 0

or

o1



Replacing into the objective function:

vt v G(t) 1-1 1-1/n
Y(m,t) = LN e Wim, t,1) / (6‘97 e“”("‘”) " m(g,t)dg
l=v fo e=911-Dm(g, t)dg

1
= N | "W(m,t,1)" —vW(m,t, 1)
1—v fOG(t) e—gw(n—l)m(g/, t)dg'
1-1 =17
1 57 (e om)' ™ (g, ) dg]
= N | e"™W(m,t,1)" 0 —vW(m,t,1)
1—-v f e—9v(n— 1)m(g t)dg
1
1 O e m(g 1) dg] T
= N | €W(m,t,1)" e —vW(m,t,1)
1—v f[) (t) 6*9/7(”*1)m(g’,t)dg’
1 G(t) =771
=1 VN e"W(m,t,1)" / e 9711 m(g,t) dg —vW(m,t,1)
- 0
or
1 G(t) ﬁ
Y(m,t) = 1 VN e"W(m, t,1)" / e~ 0= m(g,t) dg —vW(m,t,1) (103)
- 0

Next we solve for W(m, 0,1). On the one hand, we use the envelope in the definition of ) in (35) we get
iy( t) = W(m,t,1)
dN m’ - m7 9y

On the other hand, we can differentiate the expression (103)

1

d 1 ¢ R I ﬁ
Tt == | @Wm e | [ e g dg| = owim.)
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Equating both expressions we get:

G(t)
W(m,t) = % W(m, t,1)" [/0 e~ (g, t) dg] —vW(m,t, 1)

or

, G(t) D=
W(m,t) =et=7" / e =D m(g,t) dg
0

Thus replacing W into

1

G(t) n—1
Y(m,t) = N | "W(m,t,1)” [/ e 9711 (g, t) dg] —vW(m,t)
0

1—v

we obtain:

~ G() (n—D{IT-)
V(m,t) = NW(m,t,1) = Net=" / e 9711 m(g,t) dg
0
Also, using the expressions above, we can obtain

Q(t) = 1%NW(m t,1) .

B.3 Proof of Proposition 4

From the definition of Y(m,t) in Proposition 3,

log [fOGe_'Y(”_l)g)m(g)dg—i—e( !711+§‘//22 ~1(n-1)g4g — f922+5//22 _7(’7_1)9dg>]

log Y(m*®) =1In (N e%’j +

(=11 =)
Differentiating with respect to € and evaluating at € = 0,
@ rogyimen| L dnap e = [y 0o
de = =10 -v) & e =D (g)dg ’

dividing both sides by «a, and taking the limit as «a approaches zero provides (39).
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For (40) we begin by computing the second derivative of ) with respect to € and evaluate it e = 0,

2
d2
de?

(me)

7 4 1 [fOG 6_7("_1)gm(g)dg} DA
o {“"”“‘”V } -D1-v)

2
+a/2 +a/2
% /g1 / e—v(ﬂ—l)gdg_/én / e N9g4 | .
g1—a/2 g2—a/2

It is now immediate to see that ) is concave in € only if m < 1, which is the condition presented in
(40).

Following similar steps as above

Xt —~(n— —~(n—
1 N eT—v y(n-1g1 _ p—v(n—1)g2
lim — 7d Y(m*) ¢ ¢ ¢

a—0 o de

= . ,
—0 m=-1)1-v) UOG 6_7(77_1)9m(g)dg] T=m=D{-7)

or,

=0 :Mivle)ii’/) {elﬁutljjy - i 1 |:ST(t) (77;1)] 1_1"}1 77(91715)13&;(92,0 ’

i P (nil)]l_lu ’

where we used the expression for the profit in Proposition 2, and the expression for w(t)/P(t) in (28). The

expression that we obtained is that one in (41).

B.4 Proof of Proposition 5

As a preliminary step we write:

dt

/ (Y 0,0) = s)m(0,0) 7 g, 0dg))  ~1
0 ‘ -

dt

/oo vy (D020 0) = molm(0,) — [ mig.0)dg)) 1
, © -~ 1-6

where

1
(n—=1)(1-v)

G(t)
N / e =D (g, t) dg so that
0

<
—~
2
\.PF
~
)
=
Il
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We attach a Lagrange multiplier e ”!\(g,t) to the constraint (44) for each (g,t), a Lagrange multiplier

e Plw(t) to the constraint (45) for each ¢, and a Lagrange multiplier e ?!£(t) to the constraint that G(t) =

u(t).

The solution of the planner problem is attained by computing max, g, miny , zetq £(m, G, ul, w, &)
where the Lagrangian is defined as:

v (P 0.0) = ro (m©0.0 — 0 J§7 mig.t)dg)) <1
L’(mGu)\wf)—Th_I)H e 1—6 «

0
Gt)
lim / | M@0 g, + mg(a.0) + amlg. )] dode
T

_ G(?)
+ lim e Plu(t) 1—/ m(g,t)dg| dt
T—o00 0 0

+ lim Te—ﬁtg(t) [u(t) — G'(t)] dt

T—00 0

We will use integration by parts to rewrite the the Lagrangian. In particular
G(t) ”
lim / / t) [mu(g,t) + my(g, t)] dgdt
T—o0

G(t)
:Tlim / / e P'N(g, t)my(g,t dtdg+/ / e P'X\(g,t)my(g,t)dgdt
— 00

Gt)
=~ fim / / e P [=pA(g, )m(g, t) + M(g,t)m(g,t)] dtdg + lim e " A(g, tym(g, t)|;=) dg
—00 T—00 0

o T
~ lim / / PN (g, ym(g, D)dgdt — Tim [ e=P\(g,ym(g,1)|7=5 Dt
T—o0 0 0 T—o0 0

1-6
T Yy 1),0) — t)d -1
L(m, G u, \,w, &) = hm e ﬁt( 20,0 = o 1_:f0 g)) dt

~ Jim. / / e~ Pm(g, 1) [aMg, ) + PN(9:1) — Me(9,£) — Aglg,1)] dodt

- jm [ P (g, tymlg. 0t dg — tim [N om0l
T G(t)

+Tlggo ; e Plw(t) [1 —/0 m(g,t)dg] dt
T

+ Jim [ (6(0) - 7€) GO + EOu(D)] i = Jim e PGS
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The first order conditions with respect to m(g,t) for t > 0 and g € (0, G) are:

0 =e 7 -o__0 . 9
Fmtg ) L Grudw.8) = €77 (C(0) ™7 5 sV (m( 1), 0)di + groC () "dt

— e P [gA(g.t) —w(t) + pA(g, 1) — Ae(g,t) — Aglg,1)] dgdt <0

a .

am(g’t)ﬁ(mv )‘7:u7 G) =0if m(g,t) >0
.where ¢(t) = Y(m(-,t),0) — ko(m(0,t) — q)
0 - N “ —g'v(n—1) / / o ! —gv(n—1)

(9m(g,t)y(m("t)> = m [/0 e m(g',t)dg'] e dg

_ Z(t)ﬁ - N e—9v(n—1) dg

(-1 —-v) fOG(t) e~ 97~ m(g',t) dg’
= Z(t)77 n(g.1)

for t > 0 and g € (0,G(t)).

We can thus rewrite this first order condition when m(g,t) > 0 as:
1 _
PA(g.t) = c(t) " Z(1) T m(g,1) + Ag(g. 1) + Ae(g, t) + aroc(t) " — w(t) —aA(g,1)

Now we take the first order conditions with respect to the boundary terms

6 —
= _ —pt _ _0
0 3m(0,t)£(m’ Gaua)\,uhf) e /\(O,t) /{Oc(t) dt
8 —
= — Pt
0 8m(G(t),t)£<m’G’u’ A w, &) e PIA(G(t), t)dt

From here we conclude that:
A0,1) = roc(t)™?, and AN(G(t),t) =0

The first order conditions with respect to u(t)

au(t)ﬁ(m’ G u, \w, &) = e Pe(t)dt =0

So we conclude that :
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The first order condition with respect to G(t):

d
0= mﬁ(ma Ga u, )‘7 w, 5)
0

= et G Y ml,8),00dt + e o) ro gm(G (1), Dyt

— e m(G(1), £) [gMG(),1) + w(t) + PAG(E), £) = M(G(8), 1) = \g(G(1), )] dt
— e Dg(G(O), OM(G(E), 1) + A(G(E), Hmy (G(1), )] dt
+ e P &(t) — pE(t)] di

Note that

1
G (n—DH(1—v) -G _
% _ymt) = /(t)e—gv(n—l)m(g’t)dg ! eIt m(G(t),t)
IG(t) 0 o' e (g, 1) dg
1 N e—G)v(n-1)
— m(G(t), ) Z(t) T
O 02O G D= 0) (80 ot (g 1) dy

— m(G(t),0)Z(t) ™ m(G(t),t)

Replacing this expression and using the first order conditions with respect to m(g,t) we have:

0= — e P M\ (G(t), Hm(G(L), ) + MG(), )ymy(G(1), 1)) dt
+e P [&(t) - pe(t)] dt

using that A(G(t),t) =&(t) =0allt >0
0= X (G(1), )m(G(1), 1)

B.5 Proof of Proposition 6

Using Proposition 5 we start with the Lagrange multipliers A and w satisfying;:

PA(g.t) = c(t) P Z(t)T 7(g. ) + Ag(g.1) + Mg, t) — w(t) + a(M0, 1) — A(g. 1))
A0, t) = koc(t)™?
AMG(t),t) =0
Ag(G(t),t) =0
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We define A as follows:

Ag,t) = —— +x(t) and Q(t) = T
c(t)0Z(t)T c(t)0Z(t)T
The boundary condition from A above implies:
AGH),1) — A0, ) = ko Z(t) T
Ag(G(t),t) =0
Dividing the p.d.e. for X by c(t)*eZ(t)ﬁ,
FA( 1)~ x(8) = 79 8) + Aglgst) + — 900t 4 g(A(0,1) — Alg1)
c(t)=0Z ()T~
The time derivative of A is:
)‘t(g7 t) d
At s = 1 )\ 5 —_— 1 t
(9,1) 0020 +Ag: 1) R + xe(t)
_ At(g’ t)
()0 Z(t) ™
A c(t)™? v a 1 ¢
+Alg.t) (e 2077 ) = iz T
At(g’ t) _ ﬁ
= e Mot g o (<0 Z0T) ol

Replacing back into the p.d.e:

(p - %log (C(t)‘eZ(t)l—l"D A(g,t) = m(g,t) + Ag(g,t) + Ae(g, 1)

+px(t) = xe(t) = Qt) + q(A(0, £) — Alg, 1))

Letting x(t) be:

Then we get:

Il /—‘\
|
&
—
o
o
/N
o
—~
Y
SN—
&
N
—~
oy
SN—
]
<
N———
~__
=
—
<
~
S~—
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Note that by Lemma 1 we have:

d

_ d ) _1 - d 1
p— o log <c(t) Z(t) ) = p+0—log C(t) — 7= log Z(!)
=r(t)

Thus letting V(g,t) = A(g,t) we have found that this function solves the p.d.e for the HJB equation for
g € [0,G(t)] in (20) as well as value matching and smooth pasting in (21) and (22).

B.6 Proof of Proposition 7

We start with the p..d.e. and boundary conditions for the firm’s value function in an equilibrium, which is

given by:

r(OV(t) =m(g,t) + Vyg(g, t) + Vi(g.t) + ¢ (V(0,t) — V(g,t)) for all g € [0,G ()], t >0
V(G(t),t) = V(0,t) = /QOZ(t)*ﬁu
‘/H(G(t)7 t) =0

and where r satisfies

1 d
— —InZ(t) .
1—thn (*)

d
= D —1
r(t) =p+ edt n c(t)

We will construct A and w satisfying the p.d.e. and boundary conditions described in Proposition 5. We
guess, and proceed to verify, that the expression (55) and (56) solve the relevant p.d.e. and boundary
conditions.

Using value matching and smooth pasting for V' given by (21) and (22), the expression in (55) for A
immediately implies (49) and (50) holds. It remains to be shown that the p.d.e. for V' in (20) implies that
A and w defined in (55) and (56) solve the p.d.e. in (47). We turn that next.

Multiplying both side of the p.d.e. for V above by c(t)_eZ(t)ﬁ we obtain:

rOAW®) + OV (G),8) = e(t) " Z() T 7(g,1) + Ag(9, )
()0 Z(t) T Vilg, 1) + g (M0, ) — Mg, 1)) for all g € [0,G(t)], t >0

_l’_

We differentiate with respect to time the expression (55). We obtain:

Mlg,t) = (V(g,t) — V(G(t), 1)) %c(t)-ezu)ﬁ ()0 Z() T (Vilg,t) — Vi(G(1), 1)

99



or

elt) P Z(1)TF (Vilg, 1) — VilG(D), 1)) = Al, 1) — (V(9,1) = VIG(0), 1)) welt) 0 2(1)
= Nl0,1) — (A1) = MG0), 1)) - (e(t) 0 2(1) )

= A9, 1) — (Mg, 1) = AG(?), 1) (p — (1))

where we use the guess for A\ and the form of the equilibrium interest rate. We replace this term back into

the p.d.e.:

F(OAE) +r(OV(G(1), 1) = c(t)  Z(t) =7 m(g,1) + A (g, 1)
+Ai(g,) + (r(t) = P)(A(g, ) = MG(1), 1)) + ¢ (A0, 1) — Mg, 1))

Simplifying the term r(¢)A(g,t) in both sides:

PA(E) = e(t) P Z(H) T (g, 1) + Aglg:1) + Mg, D) + g (M0,1) — Mg, 1))
+ (r(t) = P)AG(2), 1) — r()V(G(D), 1)

We use that in our guess A(G(¢),t) = 0, so we define w(t) as in (56). Thus we get:
1
PA(t) = c(t) P Z(8) T m(g,) + Ag(g: 1) + Me(g:t) +a (A(0,) = A(g, 1)) — w(t)

B.7 Proof of Lemma 2

(i) and (ii) follow immediately. For (iii) and (iv) let’s write R as:

RG) = <1 _ e 10 =) e G 1)) ,
qg+p+y(n-1) q+p

o (fee (1) (1))

with the obvious definition of a and b. We have:

% (@ i b) (%ewa (7 —1) + (1-e)) = . (7€ — =) 5 0

a i (e (1) (1) %acﬂ +0(G?)

60



Thus

0 < R/(G) < ’}/(’I’] - 1)677(7171)(}'
q

+p

(v) follows from a straight computation.

B.8 Proof of Lemma 3
The solution of (61) and (62), for a given G is:

qe99
m(g) = 1_¢edC
Given m, we can solve for Z as a function of GG, which defines the following function:
Note that Z is a decreasing function of G, since v > 0 and n > 1.
Now we turn to the solution of the function V(-) and the scalar G as function of Z. (58) is a constant
coefficient first order o.d.e. Its solution is the sum of the particular solution plus the solution of the

homogeneous equation, i.e.
V(p) = VP(g) + Acl?t0)9

for an arbitrary constant A. We guess a particular solution of the form:
VP(g) = Boe 1719 4 )

for two constants By, 51. Replacing this into the o.d.e.:

(= _ N —gy(n— (=
(q+P)Boe™ "9+ (p+ q)B1 = A=) = 1)Z77—1€ 9=1) _ (5 —1)Boe Y1719 1 gV (0)

From here we can solve for 8y and (57 as:

N q
— and 5, = V(0
b G- - -nze AT 0
Now we use the o.d.e. at g =0, i.e.:
_ N
VO = Tz O (104)
N

A(p+q) — Bo(n—1)y (105)
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We can write the o.d.e. at g =10

N

VO =Tz

+V4(0)

We eliminate V' (0) in terms of 3; from above to get:

q+p N

A=) =Dzt AP +a =l =1

b1

Next we manipulate this equation to solve of 81 as follows:

N

N

pin L — T - nzrt T AT ) - e -z
Pt = u)(nN— Tzt AT AT l/)(nN —1Z7 g+ Esn%l(?— )
Pt f = (1- u)(nN— 1)Zn—1 < - (q+§7n+_71(277— 1))> F Al
pﬂlq:ﬁ - y)(nN 1)Zn-1 q+ﬁij;(ﬁn —p HAPHD
ﬁlZ T - y)(nN— 1)Z1-1¢ +p+17(n ST
e y)(nN— DZ7 g+ p+17(77 5t

Now we use value matching: V(0) — V(G) = squkoP(Z)

V(0) = V(G) = By (1= e1070F) 4 4 (1 - er0)€) (106)

Thus, A is equal to:

sakoP(Z) — Bo (1 — 6_7(77_1)0)

A= 1— erta)G

(107)

Finally, smooth pasting V,(G) = 0 gives us:
0= (g + D) AT — (3 — 1))ge 1

Notice that this implies that A > 0. We can replace A to obtain one equation that links G with Z.

sakoP(Z) — Bo (1 — e*V("*l)G)
1— e(ﬁJFQ)G

(q 4 ﬁ)e(Q-‘rﬁ)G ( > _ V(Tl B 1)1806—%17—1)6'
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Thus:

(q+ p)ela+PC (Saﬁop(z) — B, (1 _ efv(nfl)G)) — (5 — 1) foe "1~ 1C <1 _ e(ﬁ+q)G>

or

(q+ p)el P s k0 P(Z)
= (v(n — 1)) Boe Y1~ 1E (1 - e<ﬁ+q)G) + Bo (1 - e—%ﬂ—l)G) (g + p)eto)G

or

(g + )P, k0 P(Z)
= B0 (= 1)1 (1= ePH09) + (17 00E) (g 4 el

Now we can replace 5y to obtain:

(q+ p)el TP ko P(Z)

_ N

(g p+an—1))A—v)(n-1)Zn!
(7(n — 1))e~ 7~ DE (1 _ e(ﬁ+q)G) + (1 _ e—w(n—l)G) (q+ p)ela+P)C

X

(q+ p)el " P saro(g + p+v(n— 1)1 —v)(n - 1)P(2)2"

= N |y(n — 1)e (-G (1 _ €(ﬁ+q)G> i (1 _ e—v(n—l)G> (q+ ﬁ)e(qmc}
(¢ + P)sario(q +p+(n—1)(1 —v)(n - )P(Z2)2""
- N [’7(77 —1)e 1 1E ( (¢+p)G ) (1 — ¢ (n=1) ) (¢ + ﬁ)}

sako(q+p+(n—1) (1 —v)(n—1)P(2)2""

=N [me—v(n—l)G (e—(q+ﬁ)G _ 1) i (1 _ 6—7(7;—1)0)]
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Replacing P(Z) we get:

st atr = )= | ()] 20 i)

_ me—w(n—m (@96 _1) 4 (1= cr0r-0)

This equation can be rewritten as:

1
R(@) = "0s, [1 (’7)} = m=1(=0)

108
Pl (108)

where R is defined in (66) The properties of the solution G(Z) follow immediately from Lemma 2.

B.9 Proof of Proposition 9

The proof of this proposition proceed in steps.

1. We solve for the path of the density m from an arbitrary initial condition, assuming that G(t) = oo

for all t.
2. We compute bounds at each ¢ for the difference on Z(t) and Z as a function of A(my).

3. We compute bounds at each t for the difference on ¢(t), P(t)x(t), m(g,t), and eJoT(94s and their

balanced growth values as a function of A(mg), under the assumption that G(t) = oo for all ¢ > 0.

4. The stability result then follows directly by a continuity argument, since all the elements that define
the value function are arbitrary close to their balanced growth values. That is, we can use these

bounds to bound the gain on the deviation of the policy.

The first steps are developed as separate lemmas.
The first lemma construct the path of density m. In particular, consider the case where G(t) = 400 but

there is an arbitrary initial distribution. We want to solve
me(g,t) +mg(g,t) +gm(g,t) =0 for all g,t >0 (109)

for g € [0,00) with initial condition mq(g). Assume that mo(0) = ¢, that [;~mo(g)dg = 1, and that
mo(g) — 0 as g — oo at a exponential rate. For mass preservation, we must check that for all ¢:

o0

0

d o0 o0 o
0=- m(g,t)dg = / my(g,t)dg = —/ mg(g,t)dg — q/ m(g,t)dg
0 0 0
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Provided that m(-,t) has right and left derivatives, and that m(-,t) is continuous, mass preservation requires

that: m(0,t) = q.

Lemma 5 Take an arbitrary initial condition that satisfies mo(0) = q. The continuous solution for m of

the transport equation (109) with initial condition, m(g,0) = mo(g), satisfying mass preservation is:

qe %9 ifg<t

m(g,t) =
mo(g—t)e 4 ifg>t

From this lemma it is clear that for each g, the density m(g,t) converges to its steady state value

gexp(—qg) in finite time,i.e. after ¢t > g.

Lemma 6 Let Z(t) the path of productivity in an equilibrium without costly adoption, and let Z be its steady

state value. Then:
Z(t)T™t — 2171 = e7 t A(myg) where a = y(n —1) + ¢

We collect here the objects that enter into the definition of the objective function for the firm described
in (17) and (18):

N 1 ev9(n-1)
C1l-v -1 Z(@)!

m(g,t)

All the expressions above are functions of Z(t). The first expression is consumption when there is no costly
adoption, which we only include to bound the second expression, which is the discount function. The
latter enters directly in the firm objective function. The third expression is the cost of adoption. The last

expression is the flow profits of the firm.

Proof. (of Lemma 5) The solution



First we check that the transport equation holds in the interior of each of the cases. For g < t then:

mi(g,t) = I'(t — g)e™ 9D 4 gI(t — g)e 99~ and
mg(g,t) = —I'(t — g)e 3~ — 2qI(t — g)e~ 12971

thus the p.d.e. holds in this domain. Also notice that for. For g > ¢

my(g,t) = —J' (g —t)e " —qJ(g — t)e” " and
mg(g,t) = J' (g —t)e” "

which also satisfies the p.d.e in this domain. Now we use the boundary conditions to determine I and J.

One of the boundary conditions is that m(g,0) = mg(g) for all g > 0. For this we use:
mo(g) = J(g) for all g > 0
Now we use that the second boundary condition, namely that m 0, t) = q for all ¢ > 0. For this we use:

q= I(t)eqt forallt > 0 or
I(t) = qe % for all t > 0

Thus, replacing the expression for I and J our proposed solution is:

(0.1) qe %9 ifg<t
mig,t) =
mo(g —t)e " ifg>t

Finally, fix ¢ and consider the two branches of the proposed solution for g >t and g < t:

e if g <t
limm(g,t) = 1 g
g1 mo(0)e 9 if g >t

Note that these two expressions are the same, i.e. m(g,t) is continuous, provided that mg(0) = ¢, which is

a property that we assumed. ®m
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Proof. (of Lemma 6) In an equilibrium without costly adoption we can then compute the path of Z:
(e @]
Z(t)"" = / e 90" Vm(g, t)dg
0

t e8]
— / qe 90D+ gg 4 eqt/ e Dim(g — t)dg
0 t

Thus, letting barZ the value in the steady state without costly adoption:

Z@)nt -z = eqt/ e—9v(n=1) (mo(g — ) — qefq(g*t)> dg
t

_ o—tlr(n=1)+0) / = ~(g—tr(n—1) (mo(g - qe—q(gfw) dg
t

— ¢ t(n=1)+q) / e—9v(n—1) (mo(§) — qequ;) dg
0

B.10 Proof of Proposition 10

The proof of this proposition follows quite directly from utilizing the expressions (79) and (80). Item 1
follows directly from (79). Item 2 follows directly from (80). Item 3 follows directly from (79). Item 4 it
uses the stated assumptions right hand side of (79) is monotone increasing in K, and hence F”(-;s,) can
cross zero only once. Item 5, using (80), gives sufficient conditions for F”(0)/F’(0) > 0, and using 4 gives

its existence.

B.11 Proof of Proposition 11

The o.d.e. (85) is feasibility. Next we turn to the necessity of (86) and of the terminal condition (88). We

will return to sufficiency below.

Necessity of (86). We obtain the o.d.e. (86) from the first order condition for adoption of the marginal
firm at each time, replacing the expressions for the profit functions 7 (z,t) for the marginal firm and = (0,t),
and using the Euler equation to replace the interest rate r(t). The boundary condition (88) is necessary for
the finite value of V(0, ).

We expand into the details to obtain (86). First we consider the case of adoption. The first order

condition with respect 7 of problem (83) is:

I r(5)ds (2t +7)—r(t+7)e” ST r(3)ds [VO (z2,t+7)— P(t) Sa/i]
e BT [0 oy 4y Pt 4 7) san} =0
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which simplifies to:
m(z,t+71)—r(t+7)[VO(2,t+7) — P(t)sqr] + [V;O (z,t+7) — P(t—i—T)sam] =0 (110)

A firm with this 2z at time ¢ finds it optimal to adopt at time ¢ 4 7. Defining the value of z for the marginal
adopter at time ¢ as G (t) gives:

(G (t),t) —r () [V (2,8) = P (t) sar] + V (2,1) — P (t)sqk =0 (111)
Using that the time derivatives of the value function is:
V02 (2,t) = =7 (0,t) + 7 (t) VO (z,t) for all z and ¢
evaluated at z = 0 we get
(G (t),t) —r(t) [VO (z,t) = P (t) sqk] — m(0,8) + 7 (t) VO(z,t) — P (t) sqk = 0
cancelling terms

7(0,t) — (G (t) ,t) = r (t) P (t) sqks — P (t) Sak

dividing by P(t)sqr and rearranging

r(t) =

Sak P(t) P(t)

equating r(t) to the expression given by Euler equation (9)

_ @) | P
T(t) =P + 9% + %
we obtain:
Ct)  P(t) 1 7(0,t)—7x(G(t),t) P(t)
PCW TP s PO TP
simplifying:

Ct) 1 w(0,t)—n(G(t),1)

Ct) ~ sar 0 R
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Using the expression for 7(z,t) for z = G(t) and z = 0 and the one for P(t) to obtain:

1 — ~GO)@-1)

7w (0,t) — 7w (G (t),t) N 1 <S17—1
P(t) 1-v)(n-1) \""

e
N n ) G(t) ,—2(n—1) =
[fo e~ 2=Dmyg (2) dz + K (t)

and replacing into the previous expression we obtain

GC (t) . 1 N (3 n— 1) ﬁ 1— e—G(t)(n—l) L,
O L AR AN [fG(t) e=*(1=Ymg (2) dz + K (t)} e

Finally, the derivative of A(s,)F (K) with respect to K computed in (77) is

1 = ey
sOF' (K:s.) = [ sr1=1 v N 577_1 - (1 - )
A(s))F (K s,) ( 1= )(1—u><n—1><’" n > (I etrtmg (2)a:+ K]

Thus

Now we sketch the analogous case of dis-investment on technology corresponding to problem (84). the proof
follows the same steps as the adoption case, so we only sketch them. the first order condition for the optimal

time to dis-invest gives, after a simple cancellation:
7(0,t) — 7 (t) [V (2,t) + P (t) sak] + Va2, t) + sqrP(t)
We also have r(t)V (z,t) = m(z,t) + Vi(2,t), which replacing it back into the f.o.c yields:
7(0,8) — 7 (t) [V (2,t) + P (t) sqk] — 7 (2,t) +7 () V (2,8) + P (t) 545 =0
Denoting the z which is indifferent as G(t) and cancelling terms we get:
7 (0,t) — 7 (t) P (t) sqk — 7 (G(t),t) + P (t) 545 =0

which is the same expression as for the adoption case. The remaining steps to get the o.d.e. 86 are identical,
so we omit them.

Now we turn to show that the boundary condition (88). For V(0,t) to be finite we require the tail of
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the integral to go to zero, i.e.
0= lim e~ Ji 7)ds; (0,7)

T—o00

Since 7(0,7") is bounded below and above, we require:

0= lim e Ji 7(=)ds
T—o00

Replacing r(s) from the Euler equation we have:

_/Tr(s)ds——/T (p—i-ﬁc(s) +P(S))d3——p(T—t)—010gC(T)—logP(T)

C(s)  P(s) C(t) P(t)

Thus,

—0
e ftT r(s)ds _ e—P(T_t)_GIOg ch)) —log };(({)) — e_P(T_t) <C(T)> P(t)

Using the for expression for P(T") and F(K(T);s,) get:

Thus

0 :Tlim e~ Ji Ty (0,7) which is equivalent to
—00

1
0= lim e ”7 (C(T))"% —— which is equivalent to

T—o0 P(T)
0= lim e T (C(T)) ™" Als,) F(K(T))

Sufficiency . Now we turn to shock that these conditions are sufficient for an equilibrium. In particular,

we take path that solves the o.d.e. system and relevant boundary conditions and recover the path of prices

P(t) and interest rates r(¢) using (82) and the Euler equation in (9), respectively. By construction the

path solves the first order conditions for the household and firms problem. The first order condition for

the household problem, together with the boundary condition (88) are sufficient for the path to be optimal.

The first order condition for the adoption (or dis-investment) are also satisfied by construction. The next

lemma shows that, when {P(t),r(t)} are constructed as indicated above, the corresponding times solve the

firm’s problem.
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Lemma 7 Let {K(t),C(t)} solve the o.d.e’s (85) and (86). Let {P(t),r(t)} be defined using (82) and (9).
Then the threshold G(t) that solves the first order condition of the firms adoption or dis-investment problem

achieves the optima.

Proof. (of Lemma 7)

We will consider first the objective function for the adoption problem f(z,t), and then the analogous
dis-investment problem. We will let t*(2) a time for which f;(z,t*(z)) = 0, i.e. t*(z) satisfies the first order
condition of the firms’ problem. We will restrict ourselves to objective functions evaluated at path of prices
and interest rates which comes from solution to the o.d.e.’s. We will show that such objective function is
strictly locally concave at t*(z). Because this property holds at any solution of the first order condition,
the firms’ objective function is single-peaked, and hence the time that satisfies the fist order condition is an
optimum.

A solution of the o.d.e.’s that is continuous in time can either start at a steady state (and stay there),
or it cannot reach a steady state in finite time. Because of this we will treat two cases separately, first the
case where K (t) # 0 for almost all times, and then the case where the economy starts at steady state. For

the first case we will show that

fu(G(), 1) = —(n— 1)W(G(t)’t)ﬂlf(g)(’t)

We will treat the stationary solutions separately.
Adoption case. Let f(t,z) be the objective of a firm for the adoption problem is:
¢ s ~\ J= t ~\ 7~
f(t,z) = / e~ Jor()dig (z,5)ds + e~ Jo r(3)ds [VO (2,t) — 5o P (t) K]
0
Taking the derivative w.r.t. t we get:

fi(t,2z) =e” Jir(3)ds
X [W (z,8) =7 (t) [VO (2,t) — P (t) sak] + [V;O (et)— P (1) SaFaH

Using that the time derivatives of the value function is:

VP2 (2,t) = =7 (2,t) + 7 (t) VO (2,t) for all 2z and ¢
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so we get:

fi(t,z) =€ Jir(3)ds
" [W (2,8) =7 (&) [V (2,) = P (t) sar] + [Vto (z,1) — P (1) saFJH

_ oJor(d)ds [W (2,) — 7 (0,8) + r(£)P (£) 0k — P (1) sa/-i]

Using the Euler equation:

r(t)P(t)sqk = P(t)sqkp + QgggP(t)sa/ﬁ + P(t)sqk

Thus

filt ) = e J3r(3)ds [W (2,t) = 7 (0,t) + P(t)sqk <p+ 982;)

The o.d.e. which is necessary condition in equilibrium gives:

(9(0;8 n p) P(t)sak = 7 (0,1) — 7 (G (1) , 1)

or

B (928+p> P(t)sar —m (G (1), 1) + 7 (2,) = 7 (2,1) — 7 (0,1)

Replacing it back:

filt ) = e~ @S

C(t)
= e ST [ (2 ) — (G (1), 1)]

We can differentiate again with respect to time to get:

filt, 2) = —r(t)e o [x (2, 8) — 7 (G (1) ,1)]
4 e Jor(3)ds [m (2,1) — 1 (G (1), 1) G(t) — 7 (G (1) 1)
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If we evaluate it at z = G(t) then

fult,G(t) = —e~ lo @80 (G (1) ,1) G(1)

Recall that G(t) = _mﬁg()t)) S0

SO

K(1)

ult, G(0) = —(n = Dye” bR (G (0),0) s,

where K (t) > 0, as we are considering the case of firms adopting the frontier technology.
Now we consider the case where K(0) = K* and C(t) = C* are a stationary interior solution of the

o.d.e.’s. In this case the derivative of the objective function gives:
filt, 2) = 7P [1* (2) — 7" (0) + pP"sqn]

where P* 7*(z) and 7*(0) are the steady state versions of the price and profit functions. It is immediate
that f(z,t) is either strictly increasing in time (for high z), strictly decreasing in time (for low z ), and

constant for a particular z.

Dis-investment case Now we consider the problem of firms that wants to dis-invest. Again, let f(¢, z)

be the objective of a firm:

t t ~\ 7~
f(t,2z) = / e~ Jo (0, 5) ds + e o TOE [V (2,4) + 5,P (1) K]
0

Taking the derivative w.r.t. t we get:

ft(t7 Z) — e fg r(3)ds
X [Tr (0,8) — 7 () [V (2,8) + P (t) sak] + | Vi (2,8) + P (1) sanH
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Using that the time derivatives of the value function is:
Vi(z,t) = —m(2,t) +r(t) V (2,t) for all z and ¢
we get

fi(t,z) =e" Jir(3)ds
x [w (0,8) =7 (2,t) — <7“ (t) P (t) sqk — P (t) SM)}

Using the Euler equation:

r(t)P(t)sqk — P(t)sqk = P(t)sqakp + GgggP(t)sa/i

thus,

filt,z) = e Jo TGI8

X [71' (0,t) —mw(z,t) — (p + 988) P(t)SaK,]

Using the o.d.e. which is necessary condition in equilibrium gives:

(058 + p> P(t)sqr =7 (0,t) — 7w (G (t),1)

we obtain
Jilt,z) = el 7O [x(G(t), ) — 7 (2,0)].

Using the same steps as before, we obtain

K(t)

Fult, G(8) = (n — 1™ b 7O (G (8) 1) oL

where K (t) < 0, as we are considering the case of firms that are dis-investing.
Now we consider the case where K(0) = K* and C(t) = C* are a stationary interior solution of the

o.d.e.’s. In this case the derivative of the objective function gives:

filt,z) = e [77 (0) — 7" (2) — pP" sar]
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where P*,7*(z) and 7*(0) are the steady state versions of the price and profit functions. It is immediate
that f(z,t) is either strictly increasing in time (for low z), strictly decreasing in time (for high z ), and
constant for a particular z.

B.12 Proof of Proposition 13

We begin by showing that the no-adoption stationary equilibrium, C(¢) = A(s,)F(0) satisfies all the relevant
conditions if (92) holds.

For this we need to go back to the proof of Proposition 11 and modify it suitably. The first order
condition for 7 in (110) holds with inequality, so that (111) becomes,

7 (L) = (8) [V (0,8) — P (t) sak] + Vi (0,8) — P (t) sak < 0 ,

since G(t) = 1. The Euler equation for C and the equations for profits and OF /OK still hold with equality,

so this means that replacing them we obtain:

¢ (1) 1—v 1 dF (0)
6)C'(t) = (;Tn"l —y) Sqk Alsr) ok -

Since by feasibility at K = 0, then K > 0, if

1—v 1 OF(0)
- <
(1 7 1/) ok A(sr) oK = p

ST

then C(t) = 0 satisfies all the sufficient conditions.

On the stability, the proof follows from examining the phase diagram. In particular, given the assump-
tions, we can show that there exists a € > 0 such that for all 0 < K(0) < ¢, there is a path {C(t), K(t)} for
t € [0,7] with T < oo which satisfy the o.d.e. given by (86) and (85) for 0 < ¢t < T for which C(T') = F(0, s;)
and K(T) = 0. To see this, we reverse time defining 7 =ty —t or t = t9 — 7 and define ¢(7) = C(tp — 7) and
k(t) = K(to—7). The o.d.e. for {c, k} are obtained by multiplying by minus one the expression for the time
derivatives of C, K. We then run the system for {c, k} with initial conditions ¢(0) = F'(0;s,) and k(0) = 0.
At 7 =0, in the ¢, k plane, the system starts vertically up. Since the k = 0 locus is upward slopping with
finite slope, for any 7 > 0 the system is in the quadrant for which %C(T) > 0 and %k(T) > 0. By reversing

time again, so that we go back to ¢ instead of 7 we found the desired path.
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B.13 Proof of Proposition 15

Let’s consider the planner problem where aggregate output is A(1)F(K) but the planner can directly set
the path {C(t)} subject to feasibility C(t) + kK (t) = A(1)F(K(t)) for all t > 0. This is a relaxed problem
with a larger feasible set, since we are not checking that the allocation can be obtained as an equilibrium.
The final step is to notice that the first order necessary conditions of this problem coincide with the ones

for an equilibrium where B(1, s4(t)) = 1, or s4(t) = s.

B.14 Proof of Proposition 17

The proof proceeds by a contradiction argument. Suppose that a; ; > 0 and there is an integer £ > 0 for
which a;4r; < mjyr,;. We will find an alternative policy with the same measure of adoption at all times
but with higher consumption in period i + 1. We will denote the new policy by {a;;}. To set this policy,

let the strictly positive scalar € be defined as:

1 .
€= 5 min{aji, Mjrk; = Qjti} >0

The policy a is identical to a at all times and gaps, except for (j,4), (j+1,i+1),(j+k,7) and (j+k+1,i+1).

In particular we let:

aji = @ji — €
Aj+1i+1 = ajt1i+1 + €(1 — Ag)
Ajthi = Qjth,i T €

Ajrkt1,it1 = Qjrkt1,ir — €(1 — Ag)
Letting m the new process for the fraction of firms, we have that:

Mjt1it1 = Mjr1i41 + (1 — Ag)e
MjtktLitl = Mjrki1irl — (1 — Ag)e
but for all other j'," we have mj; # = mj ;. Clearly Yi1i(mit1) > Yig1(miy1), and thus &1 > ciq.
B.15 Proof of Proposition 18

If ( <1, and 6 > 0, then F' is the composition of concave functions, and hence concave.
if ( > 1, then we the F' is not concave, regardless of . In particular, we can show that the function is

not quasi-concave. Recall that F' is quasi-concave if the upper contour set is convex. To show that if { > 1
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the function is not quasi-concave, define

(NMC — Kox + moq) -0

QM. ) = 0

To find the upper contour set fix ¢ > 0, define

(NMS — ko(z — q))l_e ct—?

€= : >

or equivalently:

Q° = {M,.%‘INMC—K,()(JI—Q) >c
- {M,x M > (2;0) = (W)UC}

Since 1 (+; ¢) is strictly concave for ¢ > 1, then Q° is not convex.

C Linearization of the KFE

In this section we give an expression for a perturbation of the density m with respect to an initial distribution
and a path of adoption.

The perturbation is done around a the steady state density m : [0, G] corresponding to a balance growth
path. Consider a perturbed initial condition mq(g,€) = m(g) + ew(g) where w is a bounded function. Let
also define G(t,€) be a path G differentiable on time for each e. In particular consider a path of G(-,¢€)

parametrized by the function Gy and the number € that satisfies:
G(t,e) = G+ €eG(s) for all s > 0 and €

For any e and ¢, the value of G(t, €) is the upper bound of the support of m(-,t,¢€).
Fixing a number e, a function w(g) and a differentiable path G(t), we are looking for a solution of the

p.d.e.:
me(g,t,€) +mg(g,t,€) + gm(g,t,e) =0 for all t >0, g € [0, G(t,€)] (112)
with initial condition:

m(g,0,€) = mo(g,e) = m(g) + ew(g) for all g € [0, G(0, €)] (113)
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and for each ¢ we have mass preservation:
G(t,e)
/ m(g,t,e)dg =1 for all t > 0. (114)
0

For future reference we note that if € = 0, then m(g,t,0) = m(g) for all g € [0, G]. This holds because
if e =0, then mo(g) = m(g) and G(¢,0) = G. Note that this also implies my(g,t,0) = mgy(g) for all g.
We define the derivative with respect to € of the system the system given by (112), (113) and (114). We

use the notation:

. 0
m(g7 t) = &m(g’ ta €)|6=O‘
The following lemma describes the p.d.e. and boundary conditions that / must satisfy.

Lemma 8 Fiz a differentiable path G(t) for t € [0,T] and initial condition w(g) for g € [0,G], which

satisfies
o G
0 = m(G)G(0) + /0 w(g)dg and (115)
W(G) — m(0,0) = £(0) = m(G) [G’(O) +4qG(0)] . (116)
Then (g, t) must solve the p.d.e.:
i (g,t) + 1mg(g,t) + gm(g,t) =0 for allt >0, g € [0,G] (117)
with initial conditions given by:
1m(g,0) = w(g) for g € (0,G] (118)
and lateral boundary conditions:
m(G,t) —m(0,t) = £(t) = m(G) |G'(t) + qG(t)| for allt >0 (119)

The initial condition w(-) and G(0) has to satisfy the condition (115) because G is the derivative of
G(0,¢€), the upper bound of the support of m(-,0, €), with respect to e. Condition (119) is obtained by using
the time derivative of an analogous condition for any ¢ > 0. Taking the limit as ¢ | 0 we obtained (116).
Note that, in principle, we allow 1m(g, 0) to differ from w(g) only at g = 0, which is reflected in the domain of
condition (118). We can regard that, given G/(0) which is determined in (115), the value of G/(0) determines
the density m(0,0).
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Proof. (of Lemma 8) (117) follows directly from differentiating (112) with respect to e and evaluating at

e = 0. Differentiating (114) with respect to € and evaluating at ¢ = 0 we obtain:

G
0 = m(G)G(t) + /0 m(g,t)dg =0 (120)

Evaluating this equation at ¢ = 0 we obtain (115). Differentiating this equation with respect to time we

obtain
_ G
0=m(G)G'(t)+ | 1u(g,t)dg =0
0

Replacing 7 from (117) we obtain

o G G

0= m(@)E ) ~ [ inglgthdg —aq [ (o )dg
0 0

_ ~ G — ~
0= m(G)C(t) — /0 g (g, D)dg + gm(G)C(0)

(GG (t) — m(G, t) +m(0,t) + ¢gm(G)G(t)

which gives (119). =

Given this lemma, we can solve for m as in the next proposition.

Proposition 19 Fir two differentiable functions w : [0,G] — R and G : [0,T] — R satisfying (115) and
(116). The solution for m : [0,G] x [0, T] — R, differentiable on g € (0,G),t € (0,T), and t # g+ (k—1)G}
for integer k, whose p.d.e. and boundary conditions are described in Lemma 8 is given by:

wig—te ® ift<g<G

m(g,t) = (121)
M(t—gle ® f0<g<t

where
FI
M(t) ==Y e/ TDm(G) |G/ (t - jG) + ¢G(t — jé)} +w(G+ LG —t) fort>0.
j=0
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and thus M(t — g) is given by:

1Z
M(t — g)e " = Z e 19D m(@) [G'(t— —jG) —i—qé(t—g—j@)}
+ e*th (G+[FG—t+yg) (122)

fort > g, g € [0,G]. If the boundary condition in (116) holds with w(0) = m(0,0), then the function

m :[0,G] x [0,T] = R is continuous and solves the p.d.e. in a weak sense.

Few comments are in order. First, if w(0) # m(0,0), the solution of 712(0,¢) is discontinuous at t = Gk for
any integer k > 1. Second, if w(0) = m(0,0), then the initial conditions (115) and (116) jointly determine
G(0) and G'(0).

Proof. (of Proposition 19) Since the p.d.e. for m is a constant coefficient, homogeneous transport equation,
its solution is given by:
wlig—te @ ift<g<G

(g, t) = = (123)
M(t—gle? if0<g<t

for some function M, which will be chosen to satisfy the lateral boundary condition. By construction, the
initial condition is satisfied, i.e. m(g,0) = w(g) for all g. We will check that given the properties of M the
lateral boundary condition is satisfied for all ¢ > 0. We verify the lateral boundary conditions recursively.

First we solve for t € [0, GJ:
m(G,t) —m(0,t) = [w(G —t) — M(t)] e = £(t) or M(t) = w(G —t) — e?{(2),

where £(t) = m(G) |G/ (t) + qé(t)} .
For all t > g we define M recursively:

t)y=e " [M(t—G)— M(t)] or M(t) = M(t—G) —e?L(t).

Replacing this expression for large ¢

M(t) = —e®0(t) — et — G) + M(t — 2G)

continuing this substitution gives:

M) =S ettt — jG) + w (G+ 151G —t) fort >0.
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Evaluating this expression on t — g, gives the solution for t > g and g € [0, G]:

t—

S

L=z

e*Q(gﬂ'é)ﬁ(t —g—jG)+e Tw(G+ L%j@ —t+g).

(e

M(t—g)e™™ = -

<.
Il
o

Next we show that m is continuous everywhere. We do this in two steps.
Step 1. Given that 7(g,t) is defined by two different functions in different regions, we check that it is
continuous at g = t for g € [0, G]. For these combinations we compute:

limm(t,g) = e ¥“w(0) and limm(t,g) = e Y M(0)
tlg t1g

Thus continuity requires that w(0) = M (0). Direct computation evaluating the expression for M (¢) gives
M(0) = —£(0) + w (G) Then, if the boundary condition (116) holds with w(0) = 1(0,0) then 7i(g,t) is
continuous at (¢, 9) = (g,9).

Step 2. Given the use of the floor function in the definition of M, we check that if the boundary condition
(116) holds with w(0) = m(0,0), then function M is indeed continuous around the points of discontinuity
of the floor function. In particular fix g € (0, G), fix k as a strictly positive integer, and let § > 0 as a small
positive real. Let t(§) be parametrized by § as follows: t(§) = g + (k — §)G. Thus

E—1 ifdé>0
k ité=0

In this we can compute M (t(5) —t) as:
M (t(0) — g)e~ ™)

k
== e 1IHKG - §G) + e O (G + kG — kG)
§=0

k
= Z e~ 1HE (K — §)G) 4 e 99HEG), (G)
j=0
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and for § > 0:
M(t(6) — g)e

_ e 1O (k- 8)G — jG) + e O (G + (k — 1)G — (k — 6)

)

= =N e 1O (k- §)G - 6G) + e~ UHE=0C) (5G)

Now we can take the limit:

k—1
lim M(t(6) — g)e” 90 = =" 720t g((k — §)@) + e~ 19H*E) (0)
j=0

Finally, we can compute the difference:

M(t(0) — g)e—qt(O) — lim M (¢(5) — g)e—qt(é)

6}

k —
Z e—1(g+iG)yp — §)@) + e~ U9HEG), (G)
7=0

k—1 ) )
+Y e M9HE((k — §)G) — e"19TRE)y, (0)
j=0

= ¢~4(g+kCG) [—£(0) +w (G) —w (0)] =0

which is zero, given the boundary condition.
Verifying that m is a weak solution. Since, by construction, m is continuous, but not differentiable for
t = g+ (k — 1)G for integer k, we check that the proposed solution solves the p.d.e. in weak sense. The

function m solves p.d.e. in a weak sense if

a
0—/ / m(g,t) [—hi(g,t) — hg(g,t)Jrqh(g’t)]dgdt—/O h(g,0)w(g)dg

for all h € CY([0,G] x [0,T]) and such that h(0,t) = h(G,t) = 0 for all ¢ > 0, and h(g,T) = 0 for all
g € [0,G]. Alternatively, this is the set of functions h which are zero outside a compact support which is
included in (0, G) x [0,T), and differentiable.
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We will show that:
K LG G
0= Z/(k / m(g,t) [~h(g,t) — hy(g,t) + qh(g, )] dgdt—/o h(g,0)w(g)dg

where we are assuming, to simplify the computations, that 7 = KG for an integer K. Take an integer k
with 1 < K, then define

kG
Iy = /(k / (g, t) [=hi(g,t) — he(g,t) + qh(g, t)] dgdt
where the proposed solution found for m(g,t) can be written as:

t—qg)e 1 ift>g+Gk—1
(g 1) = ug(t —g)e ift>g 7( ) (124)
up_1(t—gle”® ift<g+G(k—1)

where, as shown above since (g, t) is continuous, then ug(G(k — 1)) = ug_1((G(k —1))) and where u; and
uj_1 are differentiable functions defined in the interior of each of the domains. The functions u;’s are related
to our proposed solution as follows. Since Mm(g,t) = e %w(g—t) for t < g, then ug(t —g) = w(g —t), or just
ugp(x) = w(—=x) for all z € [~G,0]. For k > 1 we have M (t —g) = up(t —g) forall g+ G(k—1) <t < g+ Gk
and g € [0, G].

Taking an arbitrary k, we can rewrite the integral I} as:

kG
Iy, :/(k / m(g,t) [—hi(g,t) — hg(g,t) + qh(g,t)] dgdt

(k=1)G+g kG
:—/ / ] m<g7t)ht(g7t>dt+/ (g, (g, t)dt| dg
0 (k—1)G (k—1)G+g

kG t—(k—1)G G
(b )é /0 ﬁ@(g,t)hg(g,t)dg+/ (g, t)hg(g,t)dg| dt

t—(k—1)G
G
—i—/ / qm g,t)dgdt
G 0
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Now we use the form of the proposed solution for m in terms of ¢ and the the functions u; and uj_1:

G (k—1)G+g kG
Iy = — / / up_1(t — g)e” Thy(g, t)dt + / ug(t — g)e"he(g,t)dt | dg
o |Jw-na (k=1)G+g

kG t—(k—1)G G
- / / up(t — g)e "hy(g, t)dg + / Cup—1(t— g)e” "hy(g, t)dg| dt
f— 1)G t—(k—-1)G

0
/ /OG qmn(g,t)h(g,t)dgdt

We can integrate by parts the first four terms of I:
I, =
(k—1)G+g
/ /k (uf_q(t — 9) — qui—1(t — g)) e h(g,t) dtdg
/ / x(t—9) —QUk(t—g)) e h(g,t)dtdg
-1 G+g

k—1)G _ A
_/O [ukfl(t— D (g, DT 1yt — g)eh(o, 1 ;z’(f,f_l)mg} dg

e = (k—1)C a
B [ _ /0 U;C(t - g)e_qth(ga t)dg + / B U%_l(t - g)e_qth(g, t)dg dt

k—1)G t—(k—1)G

kG
- / B e L L0 b L

/ / q(g,t)h(g,t)dgdt

Using the definition of m we can cancel the terms proportional to ¢ obtaining:
I =

G (k—1)G+g kG
/ / (- g)e T h(g, tydt + / dy(t — g)e~"h(g, t)dt | dg
0 (

k—1)G (k=1)G+g

G _
- /0 (k-1 = 9)e™ ™ hl(g, =16 + unlt = 9)e T hig DI 164, ] do

kG t—(k—1)G G
- / _ / it — g)eTh(g, t)dg + / d(E— g)eTh(g, t)dg | dt
(k-1)G | Jo

k—1 t—(k—1)G
hG t (k HG t
_ _ q _ —-q
/(MG [kt = 9)e™ " h(g. )l5 uealt = 9)e g )T o] at
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Using that h(0,t) = h(G,t) = 0 and that ug((k — 1)G) = up_1((k — 1)G) then the last term is zero, and
thus:

k
(k—1)G+g kG
/ / - 9 hg e+ [ it g)e h(g. | dy
(

k—1)G+g

_ =(k-1)G - =kG
- / (w1t = 9)e ™" hl(g, =)0 + ult = 9)e " h(g DIZES 16y, | dg

kG t—(k—1)G G
- /( /0 dy(t — g)eh(g, t)dg + / oy (— g)e " h(g, t)dg| di

k-1)G t—(k—1)G

The first and the third terms of the previous equation are equal and of opposite sign, so we have:

G
I = - /0 (w1t = 9)e ™" b, =)0 + unlt = 9)e ™ h(g DIZEE 1, | dg

Using that ug_1((k — 1)G) = ug((k — 1)G) we have:

G _ G _
Iy = / w1 ((k — 1)G — g)e 1" VCn(g, (k — 1)G)dg — / wp(kG — g)e" ™" (g, kG)dg
0 0

Thus we have:

/ / (g, t) [=he(g,t) — he(g,t) + qh(g, t)] dgdt = ka
3 / upa((k = 1)G — g)e "¢ DCh(g, (k — 1)G)dg
k=
P
Z/ up(kG — g)e" (g, kG)dg
=1

G G B - _
_ / uo(—g)h(g,0)dg — / uk(KG — g)e~tCn(g, KG)dg
0 0

where the last line uses that K — 1 terms enter with opposite sides of the two sums. Using the boundary

condition on the h’s, namely that h(g, K) = 0 for all g € [0, G] we have:
K kG
Z/ / 1m(g,t) [=hi(g,t) — he(g,t) + qh(g,1)] dgdt

Ie. G
0 0
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where the last line uses the definition of ug in our proposed solution. Thus. we have verified that our
proposed solution is weak solution of the p.d.e.

D Linearization of the HJB equation

In this section we give an expression for a perturbation of the optimal threshold as a function of the future
path of productivity, prices and interest rates.

We start defining the perturbations from a steady state for the path that affect the firm problem. In
particular we define the following paths for ¢ € [0, 7T :

Z(t,e)=Z+eZ(t), r(t,e) = p+er(t) and P(t,e) = P+ €P(t), for t € [0,T] (125)
where € is a scalar, and Z ,7 and P are perturbations, i.e. arbitrary paths. For technical reasons, the
notation allow for the perturbation to stop at finite T', but we can, if needed, take T" — oc.

We consider the value function V(g,t, €) and optimal threshold G(¢,€) which satisfy:

r(t,e)V(g,t,e) = m(g, Z(t, €)) + Vi(g,t,€) + Vg(g, 1, €)
+q(V(0,t,€) —V(g,t,€)) for g € [0,G(t,¢e)] and t € [0,T], (126)

satisfying value matching and smooth pasting:

V(G(t,e),t,e) =V (0,t,e) — kP(t,€), for t € [0,T] (127)
Vy(G(t,e€),t,e) =0, for ¢t € [0,T7, (128)

and where we force that at ¢t =T the continuation of the firms’ value is the steady state one:
V(g,T,€) =V(g) for g > 0. (129)

We note that for e = 0 the paths are constant equal to the steady state values, and hence the value function

and policy are the ones that correspond to that steady state, namely V(g),G.
We define V and G as follows:

A~

d _
Vig,t) = £V(g,t, €)|e=o for g € [0,G] and ¢ € [0, T

Gty = LGt o))y for t € 0,7].

de
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Proposition 20 Consider the problem of a firm facing arbitrary paths as described in (125). The derivative
of the optimal threshold at each time t is given by:

A V (Gv t)
G(t) = —L—=- for allt € 0,7
—Vi(G)
Solving for these two derivatives we get:
~ a(t) _ A A _
Gt)= — 2 = +e PGt + G 130
)= g (t+G) (130)

with G(1) = 0 for 7 > T, and where

G R G B B t+7
a(t) = / e EOTR (7, Z)Z(t + T)dT — / e~ aATR (1, Z) ( / f(s)ds) dr
0 0 t

+ [72(0,2) = 72(G, 2)] Z(t) + wP'(t) — (p + @)xP(t) — wPF(t) (131)
Proof. (of Proposition 20) Differentiating the HJB in (126) with respect to € we obtain:

(p+Q)V(gvt): t(g,t)—i—vg(g,t)—i—g(g,t)
g(g,t) Eﬁ'z(g,Z)

for g € [0,G] and t € [0, 7], and differentiating the boundary conditions with respect to e:

V(G,t) = V(0,t) — kP(t), for t € [0,T] (132)
V,0(G)G(t) = —V,(G, 1), for t € [0, T, (133)

where we use smooth pasting, i.e. that V,(G,t) =0 in (132). The corresponding terminal condition is:

V(g,T) =0 for g > 0. (134)

We are interesting in solving for the path G as a function of the paths Z, P, #, the number Vgg(Z) and
the path for derivative Vg(@, .). To obtain this last path we will solve for the level of V(g,t) and then
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differentiate with respect to g. The solution, for a given path {V(0,t)}, is given by:

~

ftt_ﬁé e~ P08 (g —t 4 7,7)dr

+e~(PH)(G=9) [V(O, G—g+t)—kP (G—g+ t)} ifo<t<T-G

I e PTG (g —t+7,7)dr ifT-G<t<T
To verify that this is the solution, we can compute the derivatives with respect to g and ¢ in each of the two
cases. For 0 <t < T — G we have:

R R o _ tngrC:Y B .
Vilg.t) = —8(g.1) + 5(G.t — g+ C) - / PN (gt 4 7,7)dr
t

t—g+G B R B _ R _ R _
%%p+@/a 64“®“ﬂ5@—t+ﬂﬂdr+€@”mkwﬁﬂ&G—g+ﬂ—nP%G—g+ﬂ}
t

~ _ t—g+G
Volg,t) = =5(Git =g+ G) + / e PHOTNG) (g —t 4 7,7) dT
t
_ o (pta)(G—yg) [Vt (07é —g+ t) _ kP (C_; g+ t)}
+ (5 + q)e”PrOE=9) [f/ (0,G—g+1t) —rP(G—g+ t)}

Thus adding them:

‘Z&(gat) + ‘A/g(g?w = _S(g7t)

t—g+G . o ) B .
+(p+q) (/ e~ PTG (g —t 4 7,7) dr + e~ (PHD(E=9) [V (0,G—g+t)—rP(G—g+ t)])
¢

so that the p.d.e. holds in this case. In this case for ¢ = G we have that V(G,t) = V(0,t) + xP(t)
so it satisfies the lateral boundary condition. A similar —and simpler— calculation holds for the case of
T=G<t<T.

Differentiating the solution for V with respect g and evaluating it at G we have:

V,(G,t) = —S(G,t) + kP () — Vi(0,8) + (5 + q) [f/ (0,¢) — kP (t)}
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Thus, to evaluate V,(G,t) we need to solve for V(0,t) and V;(0,t). For this we evaluate the solution to
V(g,t) in g = 0 to obtain the following integral equation:

s(t)+q ftt+é e~ (Pra)(T=t)y/ (0,7)dr + e_(ﬁJrq)GV(U, G+t) f0<t<T-G
V(0,t) =
(t) + (thT e~ (PrOT=0V (0, 7) dr fT-G<t<T

where s(-) is given by

JG et 0mS (7.t 4 7)dr — e~ PTOGRP (G+1) HO<t<T -G
s(t) =
ftT e (P0G (r — ¢ 1) dr ifT—-—G<t<T

and where S(-) is given by
S(g.t) = 72(9, 2)Z(t) = V(9)7(1) (135)

Now we can compute the derivative of V(O, t) with respect to ¢ obtaining:

p

()+qe_(/3+q)éf/(0 t+@)—q (0,t)
+(q¢+ p) [ — e~ PTGV (0, G+t)}
Vi(0,8) = 4 +e <P+q>@f/(0 G+t) if0<t<T-G
se(t) + (g + p) [V(o,t) - s(t)] — gV (0,%) T -G<t<T

It is convenient to define ¥ as:

and using the expression for Vt(O, t) we obtain:

—si() + (q+ p)s(t) + e PTICH(t 4+ G)  f0<t<T -G
o(t) = (136)
—s¢(t) + (¢ + p)s(t) ifT-G<t<T

This gives 0(t) for each t as the solution to a converging difference equation with known terminal condition.
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Now we can replace back #(t) = pV (0,t) — V;(0,t) into the expression for V,(G,t) to obtain:

V(G t) = —72(G, 2)Z(t) + F()V(G) + kP’ (t) — (5 + q)sP (t) + 0(t)
Now we express the term in 9(¢) given by
—s¢(t) + (g + p)s(t) = a1 (t) + az(t) + as(t)

The first term contains the expressions involving P and equals

N —

dy(t) = e~ (a+P)C [mﬁ’(t +G) = (p+ P+ G)

The other two terms are the integrals of S. Given the expression fore S(g,t) as a product of a function of

g, denoted by f times a function of ¢, denoted by y we can write them as:

G G
a;(t) = (¢ + p) /0 DT F(7)y(t + 7)dr — /0 e T f ()Y (¢ + 7)dr

for ¢ = 2,3. Using integration by parts we obtain:

G _
ai(t) = /0 e~ @D P (Yy(t + T)dr + FO)y(t) — e @HIC F(G)y(G)

— A

If we take f(T)y(t + 7) = 7z(1, Z)Z(t + 7) thus:
G — — A — A —\ — — A —
as(t) = / e THITR A (7, Z)Z(t + T)dT + 72(0, 2) Z(t) — e~ PR 4(G, 2) Z(t + G)
0

Finally if we take f(7)y(t + 7) = =V (7)#(t + 7) we obtain:

as(t) = — /0 ¢ e~ @DV (Pt + T)dr — V(0)7(E) + UGV (Q)i(t + G)

We can integrate by parts again, to obtain:

as(t) = /0 ¢ e~ @A [V (1) — (g + p) V(7)) < / . f*(s)ds) dr

t

_ t+G ~
— e @Gy (@) ( / Pt + s)ds) —V(0)#(t) + eIV ()it + G)
t
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Note that (q + p)Vy(g9) = m4(g, Z) + Vye(g) that V(G) = V(0) — kP and that V,(G) = 0, so we can write:

as(t) = — /O R ( /t HTf(s)ds) dr

— V(G)P(t) — kPHt) + e~ @ISV (@Y7 (t + G)

Thus we have:

—s4(t) + (a+p)s(t) = a(t) = ar(t) + as(t) + as(t)

= 72(0, 2)Z(t) — V(G)#(t) — kPP(t)

where we use that P(t) = Z(t) = #(t) =0 for t > T.
Defining a(t) as:

Note that:

+ e (@+n)C [nﬁ’(t +G) — (p+q)kP(t + é)} - [nﬁ”(t) — (p+q)KP(t)
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Thus, for any integer J > 1

J—1 ) J-1 N
Z 6—(q+ﬁ)de(t +jG) = e—(q+ﬁ)JGa(t + j@)
j=0 j=0

= V(G)i(t) +72(G. D)Z(t) = kP () = (5 + )rP(1)]

L V(@) + TG) — 74(G, 2) 2t + TG + [K;P'(t + )= (5+q)rP(t+ j)]

Then

F V(G + JG) — 77(G, 2)2(t + JG) + |wP'(t + J) — (5 + @)wP(t + J)}

Setting J = | T5t] +2

Vy(Got) = e~ ot + 5G)
7=0

Finally, differentiating the o.d.e. for V and using smooth pasting, we get —V,,(G) = 7,(G

| T +1 )
G(t) = — =~ > e W%t + @)
7=0

or

with G(t) =0 for t > T
This finishes the solution of G(). m
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E Alternative Derivation of G(t)

In this section we derive a integral equation in G (t). We start first with a representation of the first order
condition for G(t), and then we differentiate with respect to a path of 7, P, Z. The Bellman equation for a

firm is:

‘/(907h0==IH&XJ/ e~ Jlrtr@Idn [ o0 sty 5) + qV (0, 5)] ds

T2to Ji,

+e ftg [g+7(s)lds [V (O, 7_) — K (7—) P (7—)} . (137)
for all gg,to. Using the envelope theorem, the derivative of the value function with respect to time is

Vi (g0, to) = — [ (90, t0) + ¢V (0,%0)]
T*(go,to) s
— / et [qH(u)]duwg (g0 + s —to,s)ds
to
+ g+ 7 (t0)] V (90, to) - (138)

for all go, to, where 7*(to, go) is first time that a firm that at (go,to) decides to adopt the technology. The

first order condition of the problem in (137) with respect to 7 and evaluating it at 7 = 7*(go, o) is given by

0=m(g90+7—t0,7) +qV(0,7) = (¢g+7 (7)) [V(0,7) =k (7) P(7)]

FY0.7) - SR PO

Evaluating the first order condition at go + 7*(go,t0) — to = G (t) and 7*(go,to) =t

0=m(G(t),t)+qV (0,t) = (g +7 (1) [V(0,8) — & (t) P (t)]

FV0.0) — S s () P (0],

Evaluating V; (0,%0) at t = tp and gy = 0 from (138), we obtain:

7*(0,t) R
V0 == [r (0.0 +aV (0.0 = [ e K, (s

+g+7@)]V(0,¢).
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for all t > 0. In words, G(t) is the value of the gap for the firm that adjust at time ¢. Substituting this

expression into the first order condition we have
0=m(G(),t)+qV(0,t) = (g +r (1) [V(0,1) — s (t) P ()]
7*(0,t) R
- / e i [q+r(“)]d“7rg (s —t,s)ds
t
d

Hg+r@®))V(0,1) - — [x () P (t)].

Canceling terms

0=n(G(t),t) =7 (0,t)+ (g +7r(t)k(t)P(t)

7*(0,t) s d
— e~ Jelatr@lduy (o t,s)ds — — [k (t) P(t)],
. g dt

Including e explicitly in the notation, G(t, €) satisfies for all ¢:
75(0,t;€) : G (77 (0,t;€) ,¢) = 7 (0,t;€) — t.

for given paths Z(t,¢), P(t,e) and r(t,e). Consider the optimal threshold G (t,¢), and using 7 as the profits

as function of g and Z, we can write
0 =7 (G (t,e),Z (t,) — 7 (0, Z (1,0)) + (g + 7 (t,2)) P (¢, )
T*(t€) s
- / e i [q”(“’a)}duﬁg (s —t,7Z (s,e))ds
t
FLpe) (139)
R
e 7
Differentiating the last equation with respect to ¢
G (77 (0,t,e),e) 12 (0,t,¢) + G (77 (0, t,¢) &) = 72 (0,1, ¢)

- [ (€)|e=0 notation, then
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Differentiating (139) with respect to ¢ and evaluating at ¢ = 0,

G(t) = ﬁgcéc(;,)z e GG (1 G)
where
7_Tgc(bgi)z) s (é, 7) {[”Z (0,2) =72 (G, 2)] Z (t)

This completes the alternative derivation.

F Structure of the Linear System

Proposition 21 Given a differentiable path G = {G(t)};> 0, and the initial condition w = {w(9) }gep,a-
the linearization of feasibility and the law of motion of m is summarized by two linear functions C and Z.
For each t > 0, the linear function C; maps ({C’(s) Lo {G"(s) §:0> and w into ¢, and the linear function
2, maps {G(s)}o_y and w(g) into Z(t), i.e. &(t) = Ci(G, G, w) and Z(t) = Zi(G,w) given by

Z(t) 1 I R o I(t) .
— = = = 1-v = — >
7 — and ¢(t) = ACZ 7 kom(0,t), for allt >0
where
L& i
m(0,5) = — m(Q) Z e~ WG [G"(s —jG) + qG(s — j@)} +e Pw(G+ [5]G —s), foralls>0
j=0
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and where

G _ t
I(t) = e~latyn=1))t (/ ev(nl)gw(g)dg> + (1 _ e*v(nfl)G) / e~ (@ =D)E=5) 50, 5)ds
0 0
; t .
- qe_V(”_l)Gm(G)/ e (T =D)E=5)Q(s)ds for all t > 0
0

The expressions above define the coefficients of the linear functions. In the case of Z, it is given by the
sum of two integrals of the paths of G and G’ between 0 and . Furthermore, in the case of ét, the linear
function also includes the sum of finitely many values of G and ¢/, evaluated at points between 0 and ¢. The
backward-looking nature of these two functions comes from the forward propagation of the law of motion

of the density m.

Proposition 22 Using the expression for Proposition 21, one can write an explicit expression for z(t) as

function of the path G(s) for s €10,t] as:

5 —(gty(=)t | (G awa 3 €
Zg) e o [ / e D9 (g)dg + (1 - 016 / % (G + )G~ 5) ds
ot
B }m(G)e_V(n_l)G/ e~ (@t =D)t=5) ¢ G(s)ds
I(n—1) 0
<1 _ 6—7(77—1)@> _
B =D e~ (@Dt 5 (@) x
¢
LéJ_l G+1G J = A 2
/ Z elatv(n—1))s—qGk [G’( — kG) +qG(s — kG)} ds
=0 JjG =0
. La )
. /MG 050Gk [ (s — kG) + Gis — KG)] ds (140)
GG k=0
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Solving it completely we obtain

, ~(@tym-)t [ (G - [ ~ A
Z(_t) _¢ [/ e =194 (g)dg + (1 - 6_7(77_1)G) / eY(=Dsyy (G+&IG —s)ds
0

Z I(n—1) 0
1 - ~ [ ;
- _ 7 —(n-1)G —(g+v(n=1))(t=s) d
Tn— 1)m(G)qe /0 e G(s)ds
t
- g _ pt—kG -
+ %m(G) (1 - 677(7771)6;) Z quk/ e~ @Y I=D)E=kG=5) G (5)ds (141)
k=0 0
15 Fel

+ T 1 1)m(@) (1 _ e—w(n—l)@) Z e~ 4Gk (a7 (=) (t=kG) G () — Z e~ Gk ¢ (t — kQ)

= k=0 k=0

As a corollary of this proposition, using the expression (140) and fixing G/(0) we obtain the following
comparative statics on the path of Z. Let {G.(t)}L, for 7 = a,b be two paths with G/(t) > G4(t) and
G4(0) = G4(0), then the corresponding paths for Z satisfy Z,(t) > Zy(t) for all t € [0, T].

If we consider the case of ¢ = 0, the expression (140) gives Z(t) as a function of G/(0) and integrals of
the path of Gs. Regardless of the value of ¢, the expression in (141), is obtained by explicitly solving these
integrals. The expression in (141) is useful for setting the integral equation whose solution is the equilibrium
fixed point.

Proof. (of Proposition 22) We can replace the expression for 72(0, s) into the one for Z(t) to obtain:

= Z U oo [ [€ e
Z(t):TF e /0 e w(g)dg

+ (1 _ 6,7(,7,1)@) /t e~ (aty(n=1))(t—s) ,—gs , (G+12]G—s) ds}
0

Qi

Z 1
Tn—l
Z
T

_ t
qev(nl)Gm((‘;)/ e~ (=)= G (s)ds
0

N <1 _ ef'v(nfl)@> e~ @Y=t (G x H(t; G)
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Z(t)  1e-latr-D)t /G‘ r-1)g
—— = = e w d
Z T o1 ; (9)dg

_ t
_ 1 1q6—7(n—1)0m(@)/ e~ @ =DE=9)G(5)ds
Ui 0

1 (1 _ efv(nfl)é> e*(qﬂ(n*l))tm((‘;) X H(t; @)]

where

t —~ ~ — ~ —
= / elat(n=1))s g—akG [G’(s — kG) + qG(s — kc;)} ds

\ \
=)

H(t; Q)
t
lgl-1 , (+1)G A B (G+1)G . _
= Z 4Gk / @Y= G (s — kG)ds + g ) eIt Q (s — kG)ds
j=0 k=0 3G 3G
& :
+) eack [/ el =D G (s — kG)ds + q/ a1 =13 (s — kG ds
t A~ t =
k=0 lalG lala
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t
it G+@ ) , GG . .
= Z eI (g +y(n—-1) [ =D G(s — kGQ)ds +q | A=V G (s — kQ)ds
j=0 k=0 JG §G
151
I S etk [ @y =DGIIE G (5 4+ 1 — k)G) — T 0=D)IC G ((j — k:)é)}
j=0 k=0
L%J T t A B t ) ~
+Y e (g —1) /t =D G(s — kG)ds + g /t et G(s — kG)ds
k=0 L lalé lala
TR .
1+ N7 e 4Gk | latv(n-D)t & (t—kG) — et (n=IFIGE A (LéJ@ _ ké)]
k=0 -
H(t:G)
t
It e . _
=—y(n—1) Z eTdGk [ =D G (s — kG)ds
j=0 k=0 i
151
+ Y emack [ (@Hr-D)GHE G ((j 41— k)G) — e@rr=D)G G (( k:)@)}
j=0 k=0
5l
—y(n—1) e Gk /t ) TG (s — k@) ds
k=0 lgle
15 .
+ oGk [6(q+7(n—1))té (t—kG) — et n=IFIG A (L%JG _ k@)]
k=0
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or

H(t;G)
t
St G
= —(n—1) > ek [ @ =1)s G (s — kG)d
=0 k=0 G
lGI-11G1-
T Z —qGk [ (g+~(n 1))(]+1)G‘G« ((] +1— k)é) _ elatr(n=1)) G‘é (( kz)é)}
k=0 j=k
t
L5 _ ot
—v(n—1) quk/t ) eIV G (s — kG)d
k=0 LGl
t
L& t A
n Z e—9Gk | la+r(n—1)t & (t — kG) (@ty(-IFIG & (L%JG _ k@)]
k=0
or
H(t; )
¢
SRR B Al e ) )
== 1) 30 Yo [ s - 1Gas
=0 k=0 3G

|~ k)G) - (q+v(n—1))k@@(0)}

Qs+

N Z e—qG’k[ -GG G (| L

5 t
Z qu/ ) eI G (s — k@) ds
k=0 Feale

E _
Z [ (a+y(n=1))t & (t—kG) — €(q+v(n—1))LéJG@ (L%JG _ kG)]
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pr

H(t; G)
¢
Wt e L
=—y(n—-1) Z e Gk /_ e d =D Qs — kG)ds
j=0 k=0 G
L&
Z e~ 4Gk elatr(=1)FG G (0)
k=0

k=0 Glé
L&)
+ Z e—1Gk (a+y(n—1))t (3 (t — kG)
k=0
or
H(t; G)
t t
lal-1 -l (+1)G ) )
C 1) S eaGk / T et DG — kG ds
k=0 j=k JIG
L&)
— " e 9Gkelatr(=1DKG ¢ ()
k=0
gl
—y(n-1) e_qu/t ) eI =sGQ(s — k@)ds
k=0 e
L&)
+ Z e—1Gk (a+y(n—=1))t (& (t - kG)
k=0

101



or

or

L&)

_ t . _
H(t;G) = —y(n —1) Z quk/_ a1V Q(s — kG)ds
k=0 kG

L&
_ Z e~4Gkelatr(1=1)FG G (0)
k=0

.t t R
— (0 — 1)e LG / G — [ £]G)ds
lal&

15
+ Z e—1Gk (a+y(n—=1))t (3 (t _ k:@)
k=0

or

t

L&)
H(tG) = —y(n—1) ) e 29" / a5 — kG ds
k=0

kG
Fel Fel
_ Z e~ 4Gk elat1(=1DKG G (0) + Z o 4Gk (gt (=1))t & (t — kG)
k=0 k=0
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Replacing H into the expression for Z(t) we get:

7 —(g+y(=1)t | (G gt B
th) _€ b [/ e—W(U—l)gw(g)dg+ (1 _ e—’y(n—l)G) / (=1, (G+ I
0 0

Qlew
| I—
Q)
\

w
SN—
QL

9

Z I(n—1)

_ t
_ m((j)qev(nl)G/ e~ @ =DE=5)G(5)ds
I(n—1) 0

1&)
% m(G) (1_6 v(n—1) )Ze qu/ ~at=D)E=9) G (s — k@)ds

Fel Fel
+ T 1 1)m(@> (1 _ efv(nfl)@) Z e~ 1Ck e~ (atr(1=1)(t=kC) G (0) — Z o 4Gk ¢ (t — kG)
= k=0 k=0

We use change of variables for each k. s’ = s — kG. Using this change of variables, the original lower bound

s = kG, becomes s’ = 0, and the original upper bound s = t becomes s’ =t — kG. Thus

/ ~@ D)9 G (s — kG)ds

kG
/ (@) kG 3 ) !

We can thus write:

Z(t) e (aty=D) G —1)g AN [ _
SO wla)d 1 — e Y—1G / Y(n=1)s,

Q)
|
®
S—
QL
V2

]

Qlw

_ t
L (@)ge G / e~ @ (=1)(-9) 3 (5)ds
0

I(n—1)
B _ L%J _ t—kG o
% m(QG) (1 _ e—w(n—l)G> Z e—qu/O e~ (et =D)(=kG=5") G5\ d '
k=0

L&) L&)

+ I‘(nl_ 1)77‘1((?) (1 - e‘”("_l)é) D e e @D G (0) = Y7 e 1R G (1 - k)
k=0 k=0

Proof. (of Proposition 21). Define

G(t,e)
I(t)e) = / e 1 N9m(g, t, €)dg
0
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Then

é =~ N
D 10, leco = 1(t) = / D49, t)dg + eV ()G (1)
€ 0

We can now differentiate this with respect to time:

<

—
o~

S~—

G ~ A
I'(t) = / e 795, (g, t)dg + e YV R(G)G
0
G —~ — A
- / 09 (_grin(g, 1) — iy (g, )) dg + e~ VG m(G)E (1)
0

= —q/OG e 1 9r(g, t)dg — y(n — 1)/0 e 71D (g, t)dg

— e DGR (G 1) 4+ m(0, 1) + e YNGR (GG (2)

= —lg+7(n—1)] /OG e V94(g, t)dg + (0, 1) — e V(G 1) + eV m(G)G (1)
=~ lg+(n— 1] (1) = e NCR(E)G()) +

+m(0,1) — e DG R(GL ) + e TG (GG (1)

We can use the boundary conditions for m:

So we get:

P(t) = =g+ (= DV () +10(0,0) (1 e DF) = ge 0 D5 (G G(r)

We can write this simply as:

So its solution is:

A

t
I(t) = e 1(0) + / e~ *t=9)p(s)ds where a = ¢ + v(n — 1) and
0

b(t) = (0, 1) (1 - e—%n—l)@) — qe D8R (GG (1)
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Define Z, P and ¢ in terms of I(t) and (0, t)

/(n—
Z(t,e):Z<I(t’€>>l 1), thus Z(zﬁ):ZL )

I n—1 1"
. ) 1 1 Z(t) )
c(t,e) = AZ(t,€))T=v — ko(m(0,t;€) —q) = ¢&(t) = Al Z1-v 7 kom(0,t), thus
-V
eft) = acz= 10 (o,

Finally, the solution for m(0,t) is given in Proposition 19. =

Proposition 23 Given a differentiable path ¢ = {¢(t)}i>0, and one for Z = {Z(t)}i>0, the linearization

of the optimality conditions for the firms and for the households are summarized by a linear functions G.

For each t > 0, the linear function G, maps ({Z(s) 2 {é(s) 2, {é(s) Sit,) into Gy. The linear function
G(t) =G, (Z, ¢, é’) is given by

Ze—] lg+p)G ( —i: ?)

7 (G, 2)

where:

_al)___ (n—1)(1=0¢) Ve 1) Z(1) (n—1)G /HG o latptr(n—1))(s 1) ZES)
74 (G, 2) Y(n—1) Z ¢ Z
~DG _ o~ lptdG ¢ . [tG .
i { eY—1)G _ o—[p+d] @ g /t+ L= Dl(a—0) @ds
t

g+ptyn—1) ¢

P (1) }
7, (G.2) ¢

Proof. (of Proposition 23). The proof takes the expression for G given in (130) from Proposition 20, and
iterates forward to obtain the first equation. The remaining part of the proof rewrites the expression for

a(t) so that it only depends on Z,¢ and ¢
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Using that 7(t) = o) + Hé,ét)

s w00 -2 @220

+/tt+G o~ la+l(s—1) [Wgz (s —¢ Z) Z (s) — 7, (s 1 Z) (15(8) ]; P@))

G A N
g / T a0z (-1, 2) <C(8)—C(t)> ds
t

c

to rewrite the expression for a(t) we get:

A
—(q+ p)RP (t) — 6RPS (;) }
Using that :

D 7 D 71!
i O T T (GRS ()
Zilfu 1—V Z

we obtain:
ﬁgc(tg,)z) > (é, 7) {[ﬁz (0,2) ~72(G.2)] Z (1)
—I—/HG e latpl(s—1) [ﬁgz (s —t, Z) Z(s) + 7, (s _t, Z) 1 (Z(s) — Z(t))

1—v
t+G Ale) A
o [ eleneng (st z) (S DY g
t C

+(g+p)RP; ! ZZEt) —GRPéI(;)}

Now we use that 7 satisfies:

N 1 e v9-1) L
T—onp—1 zri ° T4(9,Z) = —y(n — 1)7(yg, Z)

27(0.2) _ (n—1)_

(g, Z) =

7g2(9,2) =1 = 1) =2 = ———=—(9,2)
a5 N 1 1-—eGm-D)
W(O,Z)—W(G,Z)Zl_y p— Zn
72(0,2) — 72(G. 7) = (”; Y (7(0,2) - #(G. 2)) = 712 (7,(0, 2) — 7,(C. 2)
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So that:

a(t)
74 (G, 2)
- (é’ 7 {[72(0,2) - 72 (G.2)] Z (1

t+G . _ N
+(n— 1)/ e la+pl(s—1) [—wg (s —t, Z) 7 + 7y (s —t, Z)

_9/ e~ latpl(s— t)— (s—t,2) (é(s)_é<t)> ds

+(q+p)/<;P1iVZZEt) —Gﬁpé/(t)}

Ta(s—t,Z2)[1—( ==~ —7

t+G A A .
_9/ ’ A0z (5 1, 7) (C(S)_C(t)> ds — orpl®
t

ﬁg(zc(;)Z) g (c1: 7) {_(77 —1) (7(0, 2) - 7(G, Z)) ZZ(t) +(n—1)C(q+p) =pZl
— [(77 — 1)g/tt+G e~ laAs=5 (s — ¢, Z)ds Zét)
e 5

—w-na-g [ elez, (o —1,2) 2
-0 /HG e_[q+ﬁ](5—t)7‘rg (s — Z) (é(s) - é(t)> ds — egpé/(f’)
t C

Note that the first order condition (139) at a steady state gives:

t+G
7(0,2) —7 (G, Z) =(q+ p) kP - /t etz (5t Z)
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Replacing the steady state into the expression for « :

ﬁg(zg)z) - (é 7 {(n—l)(l—g)( 0,2) - 7(G. Z )ZZ(t)
+n-1)(1-¢) /t+Ge—[‘I+ﬁ1(5—t>7—r (s—t,2) Zés)ds
t

t—i—@ N A A
+9/ e_[qﬂﬂ(s_t)ﬁg (S —t, Z) (C(S)C(t)> ds + GR'PC it) }
t
We can rewrite this as:

) (7(0,2) %G, 2) Z(t) | ["C _inenTols—t.2) Z(s)
—= = —(77—1)(1—(){ = (. 7) > +/t e~ latAls=D) ds}

t+G )  /ae) s -
_7_79(22) {/t IR (= 1.2) <()c(t)) ds + kP it) }

From the previous expressions:

7(0,2) -G, 2) 1 7,(G.Z2)—my(0,2) 1-—emVE
7 (G, Z) =1 (G, 2) y(n—1)
Ty (5 —62) _ L-1)G—(-1)

74 (G, 2)

replacing them back into a(t):

‘Zé )Z) (=1 (1=0) { (1 -ty ) () /t gt Gn1) Zé@ds

Y(n—1) Z
a . R R o
-0 {/t+ e~ latpy(n=D](s—)+Gy(n-1) (c(s)—c(t)) ds + ic’(t) }
t & T,

We have:
1— e—[ﬁ+q+v(n—1)@>

g+p+vy(n—1)
Y (=1G _ ~[p+dlG

q+p+yn—1)

t+G - _ - (
/ o~ latptv D)5 +Gr(n1-1) gg _ Hn-1)C
t
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a(t) W06 1\ Z (1) na 7Y s st 2(5)
W—(U—Uﬂ—(){( S =1) ) 7 — UG/t e latprr (=1 ~ }

-G e _ rt+G A
H,{e”(" ¢ —ePHICet)  pne / o—la+prrm-D](s—t) &) 5
t

qg+p+y(n—1) ¢ c
__RP 6’(t)}
7, (G.Z) ¢

The case of § = 0. Step 1. We write the coefficients for the linear equation fo G as a function of future
values of Z (s) for s > t. This summarizes the optimal choices of firms and households as obtained in
Proposition 23.

We can write G(t) as follows:

where
b(s —t) = —(n—1)(1 — ()Y~ ¢~ (P+a)(s—t) 677(n71)<87t{%m) and

y(n—1) G
0 ift—s# GL%J

b(s—t)=B(s—t)=0if s <t

~ s—t ~/=
Bls—p = {17 D0 - QG TP gy =61t
s—1t)= ,

Without loss of generality we let 7 = K G, where K is a positive integer. Then we can write, more

compactly:

K- &)

Vo (t+v Zt+jé)
G(t)_/o b() 2 v + Z G) ———
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where

b(w) = — (5 — 1)(1 — ()11 ~praw TV (=LEIE) g

(DG | Z|G(p : A
Blo) — 4 @~ DA - Ot O it = Gl
]

0 if v# G|

= Qle

Step 2. We write the coefficients for the linear equation fo Z as a function of past values of G’(s) for

s < t and also w’s. This summarizes the solution of the Kolmogorov forward equation as obtained in
Proposition 21.

2(t) _ el -G [ =Dy (G4 121G
AR (TR /0 e w(g)dg—{—(l—e )/06 w(G+[2]G—s)ds
ot
— 1 m(@)qev(nl)G/ e~ (@ =DE=5)G(5)ds
I(n—1) 0
t
_ el _ t—kG _
+ l_m(@) (1 _ e—v(n—l)G> Z e—qu/ 6—(q+w(n—1))(t—k‘G—8)G(s)ds
I k=0 0
15 15
4+ - 1 m(G) (1 _ efv(nfl)é) Z oGk o—(a+y(n=1)(t=kG) ¥ (0) — Z oGk ¢ (t — kG)
1(77 - 1) k=0 k=0
We can write:
Z(t) G t . L%J o - X
& = / h(t,g)w(g)dg + / n(t—s)G(s)ds+ » N(kG)G(t — kG)+ M(t)G(0)
0 0 k=0
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where

é ~
/0 h(t, 9)w(g)dg

G
: 1 le(quv(nl))t ( / 6”("1)%(9)‘”)
n— 0

1
I
B t
+ (1= er08) et ieseiny (G4 516 - )d%
0

L1 (1) /G —y(n-1)g
In—1 0

|
~i =
3
| |~
—_
)
|
o
+
=
3
=
=
—
N
! o\
Q
)
=
3
=
)

&
—
Q
N—

o8
<)

N——

_1 1 e~ (@+y(n—1))t /G e Y7094 (g)dg
In-1 0
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Fixing an interval s € (iG, (i + 1)G), doing a chain of variables g = G +iG — s,

Using that ) Z'Lfo

11 —(g+y(n—1))t ¢ —y(n—1)g
=3 ¢ w(g)dg
n—1 0

| lezue A
+<1_€—v(n—1)G> Z ev(n—l)(GHG)/ée—v(n—l)gw(g)(_dg)
i=0
_ G+ LGt
+<1_e—v(n—l)G> ev(nl)(LéJCHG)/_ *lal e~ (=19, (g)(—dg)]
€]

_ _ _ rG
— e I=1)G e (n=1)Gi+G —v(n—=1)g
+ (1 e ) z; /0 e w(g)dg

_ _ _ G
1— 6—7(7;—1)@) Y —DG (-G E)
G+ E1G—t

G
1 e~ (a+y(n=1))t [(/ e—v(n—l)gw(g)dg>
n—1 0

] e lg—1 ]
1 e—v(n—l)G> G -1)G ( / e—w(n—l)gw(g)dg) S i

0 i=0

= E_Le—(tfrv(n—l))t /é e Y1194 (g)dg
I'n—1 0
L1)G

+ e =194 (g) dg]

/N

~il =

+

(
+<1_ (- 1)@) V(-1 A (-1)G L% / ¢

e Y119y (¢) dg
G+ §1G—t

U -1)Gi _ (1- 0 IEG) /(1 00 1G) s > G

(1 _ e'v(nfl)téj@>
(1 _ ev(n—l)@)

(1 _ e—w(n—l)é) Y (n-1)G — (evm—maé _ 1)

¢ 1 1 —(g+y(n-1))t ¢ —y(n—1)g
L/hmwwmwzl e | e (g
0 n— 0

G
Y-DIE]G _ 1) ( / e“””gw(g)dg) Li>cy
0
G

( 70— 1)G) e (1=1Gr(n-1)Glg] e 1709y (g) dg]

G+ §lG—t
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and Thus we have:

We also have (NEW PROPOSED VERSION)

m(G) (1 - e"y(”_l)é) 1{5§t_k@}e_qéke_(‘1+7(77—1))(t—k@—8)

m(Q) (1 - ew(nfl)é) 1{kgtés}efqékef(q+ﬂy(n71))(tfkéfs)
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TO BE REVISED (OLD VERSION) We also have:

qe VDG g (G)e (et (=) (E=5)

1%
(1 — 677(7771)@> Z oGk o—(a+7(n—1))(t—kG~s)
k=0

_|_
=]
3

~il = =2

3

1

ge 11~ DGm(G)e~ (et (=) (=)

—_
~

175

e~ 4Gk (gt (n—1))kG

[

) o—(a+y(n=1))(t—5)

+
Nl = =2

3

|
2
|
Q
—
—
|
('U‘
=
3
=
Q
T
o

1

Q)
S

qge~ (=1

Q)

Je~ (@t (n=1)(t=s)

(

—_
~

el

V(=G

[

_l’_

N2 NI = NIRRT NI = N2
S
Q)
—
—_
|
('b‘
2
=
IaY

) o—(a+y(n=1))(t—5)

e
i
o

1

ge 11~ DGm(G)e~ (et (=) (t=5)

=
—_

=D HG

eY(n—1)G _q

(e (1 _ e—v(n—l)é) o—(a+7(n=1))(t—s)

+

|
S

(G)ge (1= e~ (aty(n=1))(t=s)

=
|
—

+
S
3

e~ 1 (1=1)G —(g+(n=1))(t~s) (ev(n—l)tt’@“rljé _ 1)

S S NTe) (1 = G ) emlata e 3 =kl (1)

I(n—1) -

t

el

_ 1 (@) (1 _ 6—7(n—1)é> o~ (a+r(n-1))t Y (n—1)kG
I(n—1) pr

0
J
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Using that Z Y(n=1)Gk — (1 O 1-DG(LE J“)) / (1 _ ev(n—l)@)

1 — Y(=DE(LEI+1)

M(t) = m(G) (1 - e—v(n—l)G) e~ (a+y(n=1))t T

l—e"/(” DG(LEI+1)

1— e’Y(U‘DG

(
(

__1 m(G) (ev(nfl)GL%HJ _ 1) e~ 1(=1)G = (g+y(n—1))t
(

Using (115)
MH)G0) = _":441444,<67(n—1)GL%J __e—v(n—l)@) 6—(q+70r—D)tJ/ w(g)dg
0

We can write:

a ; ) L&) o B
= [ negstas+ [ n()G(e = + 3 NGt - KG)

where

_ Yn-1)Gl &) _ (-G —(g+vy(n—1))t
f(n -1) ( N € ) €
1
e (aty(n=1))t y(n=1)G| & Y(n-1)G _
1 e [1 + (e 1)

1{g>G+L G- t}] e~ Y(n—1)g

.
I(n—1)

_ 1L g amn(aLgl- (n-1)G —y(n-1)
i1 {14 (000 — 1) Ly g gy | o0

_67(77—1)<é|_%j —t) + e—'y(n—l)(t—i-@) }

(ev(n—l)étéj _ 677(77*1)@> e~ (gt (n—1)t

Replacing the expression for G

R KG—t+r 5 _r v .,
Gt—r)= /0 b(v) Z(tZJr)dv + B(iG) Z(t—r+jG)
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into the one for Z we get: We can write:

Z(t G .
P = [ttty + 210600
N . k-5 . _
t K G—t+r _ G B _ ;
+/ n(r) / bw) 2=V gy Bl 2T i
A 0 Z P Z
&) K G—t+kG : . KﬂtigéJ / 7+ 3G
Y NG / p(o) ZEZRGE) B(iG) 2 =FG+IG)
k=0 0 Z §=0 Z

Discretized version. Consider a discrete grid for time T = {0, A, 2A,..., T — A, T}.

A=G/kand T =KG

where k and K are integers. So that each grid point is separated in times units by A. The time horizon T is
chosen to be an integer multiple of G. We can write G as a vector of J = kK dimensional vector. Likewise

we can consider Z a J dimensional vector. We can write:

<

=
Gi=Y b ’fofori:L...,there

<.
Il
o

b(jA)A + B(jA)  for j=0,1,...,J and j = kG for integer k

b =
’ {b(jA)A for other j =0,1,...,J
2 &
7] = Hj(w) =+ (Mj —i—ﬁj)G(O) + Zﬁz Gj_z' for j = 1, RN J where
i=0

B n(iA)A + N(iA) fori=0,1,...,J and i = kG for integer k
n; =

n(iA)A for other i =0,1,...,J

M; = M(jA) + 7 for j=1,2,...,J

Where G(0) is given by the initial conditions, and where Z(0) = 0. We can collect the b’s into a J x .J upper

triangular matrix denoted by B, and likewise we can collect the entries of 7’s into a J x J matrix denoted
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by N. Thus, the linear system becomes:
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