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Abstract

This paper considers a North-South model of innovation in which firms
can internationally collaborate on research projects. Firms based in the
northern economy decide whether to develop innovations entirely with do-
mestic researchers or in collaboration with researchers in southern countries.
The major finding is that as the market size of the southern countries in-
creases, northern firms tend to respond by fostering North-South research
collaboration (offshoring). Innovation through global collaboration also in-
creases the wage inequality in southern countries. The relationship between

market size and wage inequality is either upward sloping or inverted U-
shaped.
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1 Introduction

Global collaborations to exploit economic opportunities at the firm and country
levels have been a prominent issue in the international trade and business litera-
ture. This paper investigates a specific mechanism of innovation through global
collaboration and its relationship to market size. In a nutshell, saving costs and
gaining synergies are now strong incentives for research firms to innovate by col-
laborating with skilled researchers in foreign countries. But firms still have the tra-
ditional alternative of using only domestic researchers. The decision of whether to
accomplish research projedtgally or globallywill depend in part on the market
size and openness of the foreign countries available for collaboration. As a for-
eign market increases in size and strength, competition for its research resources
will intensify, further accelerating the process of innovation through global col-
laboration.

My theory brings new insights into the recent widening of wage inequality
in developing countries, a key issue in the globalization debate. As shown by
the IMF (2007), over the past two decades globalization has contributed to the
increasing trends in wage and income inequality observed in most developing
countries and some developed counttie$his fact contradicts the theoretical
prediction of standard trade models (e.g., the Heckscher-Ohlin model) that grow-
ing trade integration shifts the demand for unskilled workers from skill-rich de-
veloped regions to developing regions, thereby reducing wage inequality in the
latter. This paper reconciles fact and theory in a dynamic setting by arguing that
the usual inequality-reducing effect of globalization is accompanied by an accel-
erated process of collaborative innovation, which tends to increase the level of
inequality in developing countries.

The starting point of this model is the possibility of collaboration between
different regions. This phenomenon has become increasingly common in the
R&D market, as intensively argued in the business literature (MacCormack et
al. 2007a, b). One obvious example is the creation of a joint innovative solutions
lab (OZONE) in 2008 by Oracle in California and Wipro in Bangalore. Another
example is Boeing’s 787 Dreamliner aircraft, which was developed by an interna-
tional collaboration with more than 50 partners in over 130 locations.

LAt first glance, this observation seems to be consistent with a view upheld by opponents of
globalization, that “globalization has dramatically increased inequality between and within na-
tions” (Mazur, 2000). However, as emphasized by Becker (2007), the IMF report also shows that
the poor in developing countries have become better off in that they have more to spend on goods
that they desire. Thus, increased wage inequality is not necesshalyrasult of globalization.



The economic literature has largely focused on the international disintegration
of production, along with evidence illustrating this trend (Feenstra and Hanson
1996, Campa and Goldberg 1997). Theoretical papers have addressed “issues that
arise from the choice of outsourcing versus integration and home versus foreign”
in North-South models (Antras and Helpman 2004Empirical work suggests
that “firms jointly make innovation and export-market-participation decisions”
(Costantini and Melitz 2008). Another branch of this literature links innovation
and wage inequality in a globalizing world (Verhoogen 2008).

This paper develops a simple, two-region dynamic model of innovation where
skilled researchers based in the northern (domestic) economy may collaborate on
projects with researchers in the southern (foreign) economy. The South possesses
a smaller knowledge base than the North. An international research firm chooses
the composition of its innovation program (the ratio of domestic researchers to
foreign researchers) so as to maximize the market value of the firm.

| use this framework to investigate the consequences of growing market size
and openness in the South. The major finding is that a larger labor market may
increase the wage inequality (skill premium) in southern countries, as it encour-
ages collaboration between northern and southern researchers. The long-run rela-
tionship between market size and inequality is either upward sloping or inverted
U-shaped. This result is supported in Section 4 by a discussion of the empiri-
cal evidence that globalization is accompanied by increasing wage inequality in
developing countries.

2 A Model of Innovation through Global Collabo-
ration

In this section, | will develop a model of innovation through global R&D col-
laboration. | consider a dynamic general equilibrium model a la Grossman and
Helpman (1991), with two regions: the research firm's home country (referred
to as the North) and a set of similar foreign countries (referred to as the South).
The two regions are integrated both financially and through trade, differing es-
sentially in their capability for innovation. In each region, the representative
consumer is endowed with the following intertemporal utility functiar: =

f0°° e P Inu,dt. The time argument will be dropped when doing so causes no
confusion. In the standard mannerjs defined as a constant elasticity of sub-

2See also Antras and Helpman (2008) and Grossman and Helpman (2002, 2005).



stitution utility function on a continuum of differentiated consumption goods:

u = (fonx(j)%ldj) ', wheres > 1. After normalizing the instantaneous

aggregate spending taat each date, dynamic optimization is found to require the
equality of the discount rate and interest rate: r,. The instantaneous aggregate
demand for good with pricep(;) is then given bye(j) = p(j) =/ [, p(j)' 7 dj.

The representative consumer inelastically supplies two types of resources: un-
skilled labor used in the creation of final goods, denoted “production workers”,
and skilled labor used for innovation research, denoted “researchers”. The North
suppliesR”Y researchers anf" production workers; the South suppli&sS re-
searchers anfl® production workers.

2.1 Global and Local Innovation

There are three possible research sectors: a global research sector, and the two
local research sectors in the North and the South. R&D firms in these sectors hire
skilled workers as researchers to create new consumption goods and sell the result-
ing innovations as exclusive licenses to manufacturing firms in the consumption
goods sector.

In the global research sector, there are potentially a number of perfectly com-
petitive R&D firms. Each global firm hires researchers from both regions, the
North and the South, in an international collaboration. To model the collaboration,
| assume that the elasticity of substitution between researchers in the two regions
is constant at > 0. An innovation requireg” units of Northern researchers and
h* units of Southern researchers such that

€ _
e—1 e—1

L= |y(AVRY) 4 (1 =) (AShS) |, 1)

wherey € (0, 1) determines the proportion of Northern researchersAinépre-
sents the cumulative knowledge stock of regidi = N, S). Since the knowl-
edge stock of a region is determined by the cumulative experience of its native
researchersd” = n and A% = n“ are assumed as standard. While R&D firms
are competitive, the unit cost of a global collaborative innovation atidldenoted

¢, IS represented by

1

= [ (/AN + (L= ) (A% @

wherew?, is the wage rate of researchers in region



What of local R&D firms in the North? Allowing fory = 1 in (2), the unit
cost of a northern local R&D activity, denoted is

,wN
d= A—g. (3)

To focus on the role of global collaboration, | assume that Southern local research
is highly inefficient. | setits costtd® = pw? /A%, wherey is sufficiently large to
ensure that < d° in equilibrium. That is, by construction Southern innovations
are not profitable in equilibrium, and this research sector plays no further role in
the model.

Let V; denote the intertemporal market value of an innovation atidatach
R&D firm decides whether or not to innovate a new consumption good. Denote by
e¢ andeP the binary choice variables of global and local R&D firms with respect
to entry; ife¢ = 1 (resp. e? = 1), a global (resp. local) R&D firm invests in
innovation during that period. If the choice variable is zero, it does not. Free entry
in the R&D markets ensures that

max (V, —¢)e =0 and max (V,—d,)e? = 0. 4
ege{(fﬁ}( L) e?e{o),{l}( e “)

Denote byn® andn¥ the numbers of goods developed by North-South col-
laboration and by the North alone & n¢ +n™). The world economy is initially
endowed withm§ > 0 andn)” > 0 goods. The market clearing constraints for the
research resource are given by

VRS 4 nN JAN = RY, hSn¢ = RS, (5)

Taking into account the condition for the South in (&f, > 0 must hold in
equilibrium, implyinge¢ = 1 in (4). The equalityV; = ¢, therefore holds in
equilibrium.

2.2 Manufacturing and the Choice of Locus

Two international markets play a role in the model. The first is a license market
for innovations, in which the sellers and buyers are R&D firms and consumption
good manufacturers. A successful R&D (global or local) firm sells its innovation

3There are two types of innovations that differ in their production l&gbriori, each type has a
distinct value, but, as shown later, the two innovation values are combined into a single expression,
V4, in equilibrium.



as anexclusivdicense to a manufacturing firm at priée (the license fee). The
manufacturing firm then monopolistically supplies the good.

A licensed manufacturing firm freely chooses where the good is to be pro-
duced. Denote by the market value of a manufacturing firm whose production
locus is located in region* The location choice problem is represented by

max VtZ:/ e~ (Br=Rzi dr, (6)
i={N,S} ¢

whereR; is the cumulative interest up to timandr represents the instantaneous
profit of region:. The non-arbitrage condition for location choice guarantees that
each firm is indifferent to the region/* = V for any: € {N, S}. Together with

this result, (6) impliest” = 7 for anyi € {N, S}.

The second international market is a consumption good market where the sell-
ers and buyers are licensed manufacturing firms and representative consumers.
Firms in the North can produce one unit of any consumption good by using one
unit of Northern production labor, but firms in the South must usanits of
Southern production labdrThe manufacturing firm’s problem in regiaris then
mMax gy, (j).m() Te(J) = Pi(5)i(5) — T(¢)wizi(j), wherew; represents the wage
rate for production workers in regianandl" satisfies['(V) = 1 andI'(S) = =.

Due to the constant price elasticity a licensed manufacturing firm in regian

sets its monopolistic price tai = % and earns the profit’ = %

This expression, together withi = 7, yields the conditionss™ /w® = z and
m=1/(on).

2.3 Labor Markets for Production Workers

The model is closed by describing two labor markets for production workers. De-
note by#, € (0, 1) the fraction of manufacturing firms whose production base is
located in the South, which is endogenously determined in equilibrium as follows.
It is easy to verify that the aggregate demands for Northern and Southern produc-
tion workers are given byl — 9);%3 andz02=% respectively. The fractiofi is

ocwlN

determined by the labor market clearing conditions in both regions:
LS
= —. 7
¢ 2LN + LS (7)

4The choice of location is considered irrevocable, and made the first time a product is intro-
duced. However, the equilibrium of the model and the results of this paper do not change at all if
manufacturers are free to revise the locatiweach date

SThat is, a North-South productivity gap does not exist i 1.
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Equation (7) reflects the fact that an increase in the labor supplgduces the
wagew®, encouraging manufacturing in regianThe wages for production work-
ers are then determineda$’ = zé"N—jzs andw® = U(ZL"N—*}FLS) Note that factor
price equalization holds(¥ = 5) if a productivity gap does not exist & 1).

2.4 Dynamic Equilibrium

The equilibrium dynamics of this economy are quite tractable. (See the Appendix
for a detailed analysis.) Two cases exist, one with local R&D and one without. If

€

GR® < vy °R"™,whereG = (11jjg); , global and local R&D activitiesoexist

in equilibrium® I call this “the coexistence case.”@R° > y°R", the cost of a
global innovation is always less than that of a local innovatigpr: d;. Therefore,
no local R&D takes place in this equilibriumi{ = 0). I call this “the complete
specialization case.”

Before proceeding, it is useful to create a new state variable- % <1
representing the fraction of collaborative innovations, referred to as “the rate of
North-South collaboration.” | can then show from (2), (3), and (5) tifaévolves
according to an autonomous, one-dimensional differential equation:

nC {90(1—(1 ¥)AaC) — RN if GRS <y °RY
n¢

- (1 —n%) if GRS >~ RN - (8)
The variable;© stands for the growth rate of global collaborative innovatiq;%s,
and is given by
GR® if GRS <y RN
C _ C(5C) = o 1\ =1 -
g g (ny) (7(%) +(1- )(RS) ) if GRS > ~v—<RN
(9)
Figure 1 depicts two phase diagrams for (8). The lingigure 1a) represents the

coexistence case, while the curyé (Figure 1b) represents the complete spe-
cialization case. Each diagram has a unique and globally stable steady state:

S
n* = Gbeng for the coexistence case, antl = 1 for the complete special-
ization case.

5The caseR™ > GRS, where the cost of global innovation is always higher than that of local
innovation, is excluded in the following analysis. No international collaborations occur in this
case (¢ = 0), which contradicts the market clearing condition for Southern researchers. Thus,
RN < GR?® is assumed.



3 Market Size and Global Collaboration: The Ef-
fects on Wage Inequality

The previous section proposed a dynamic model of innovation through North-
South collaboration, and showed that the dynamic equilibrium of the model is
stable. In this section, | will demonstrate that North-South research collaboration
is a source of local wage inequality in the South. | use the relative sizes of the
skilled and unskilled labor markets to link the concepts of collaboration and wage
inequality. Specifically, | will show that a growing supply of skilled labor in

the South increases wage inequality in the South by accelerating the process of
innovation through collaboration.

Consider the changes implied by an increase in the southern market for skilled
researchersR®. As shown in Figure 1a, wheR”® is initially small and satisfies
GRS < ~°RN, the graph ofn®/aC shifts up from liney to the dotted line
'. The rate of North-South collaboration therefore increases, in the long run
converging to a new steady staie % > 0. If the increase is very large so that
R% now satisfiesi R° > v~ RY, the graph changes to cury€ in Figure 1b, and
the collaboration rate convergesnt = 1: g%’; = 0. Increases in the northern
market for skilled researcherB?, have the opposite effeét.

The intuitive explanation is as follows. An increase in the supply of south-
ern skilled researchers relaxes resource scarcity, reduces their wage rate, and de-
creases the unit costfor an R&D collaboration. This effect encourages global
firms to engage in North-South collaboration. An increase in the supply of north-
ern skilled researchers also reduces their wage, decreasing the costs of both global
and local R&D activities. However, the effect on local innovations is greater:

‘ 8ct ‘ (9dt

N N
owy owy

This inequality can easily be verified. From (2§ = 7°¢ ({;”5;;1. Together
R

N
wWp €

with the free entry condition = d = 3%, this resultimplies;%5; = Jx, which is
R

ad 1
smaller thanaw—g = 4¥-

Increasing the skilled labor supply in the North thus discourages collaboration.
Finally, for a sufficiently large (small) endowment for the South (North) to satisfy
GR® > v~ RN, the wage of Northern researchers is (relatively) too high for local
R&D to take place.

"Note that2zy < (=)0 for GRS < (>)y~RY.
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The long-run relationships between market size and collaboration are summa-
rized in the following proposition:

Proposition 1 The long-run rate of North-South collaboratiott;, increases with
an increase in the supply of Southern researchét$, and decreases with an
increase in the supply of Northern researche®!. The rate is100% when the
supply of SoutheriiNorthern researchers is sufficiently largesmall) to satisfy
GR® > v *RN.

Proposition 1 can be interpreted as a version ofRlgbczynski effech in-
ternational economics. To understand how, interpret the innovation market of the
present model as a two-good, two-factor market. The two goods are collaborative
and local innovations, and their flows (measured by the total number of innova-
tions) are represented [g§£ and% respectively. The two factors are the supplies
of southern and northern researchers, representétf and ™.

Figure 2 depicts the southern and northern resource constraints for innovation
activities in steady-state equilibrium (Ilné’sandN) As shown in the Appendlx
these constraints can be expressed analytlcall%;l—a& GRS — 1 and A

y~E (RN — T)- The slope of lineS (equal to—1) is shallower than that of line

N (equal to—~~¢ < —1). This difference in slopes captures the fact that the
global R&D sector uses Southern researchelatively intensivelyand ensures
the existence of a unique equilibrium at the intersection (pojrit

Figure 2 also shows the effects of increasing the endowment of either factor.
An increase in the South?f) leads to an upward shift frorfi to .S/, moving the
equilibrium from point¥ to point¥’. This change therefore increases the flow of
global innovation,%, and decreases the flow of local innovati@f},. Moreover,
if the increase inRk” is sufficiently large to meet/R° > ~°R", the case will
shift to “complete specialization.” This situation corresponds todifiewvhere the
equilibrium®” lies on the vertical axis. The same argument goes for the North: an
increase iMk" leads to a rightward shift fronV to V’, resulting in an equilibrium
shift from ¥ to ¥". It follows that% decreases an%;f} increases.

Remark 1 (The Rybczynski effect) Proposition 1 is a version of the Rybczynski
theorem. Raising the Southern endowmeftincreases the output of Southern-
factor-intensive global R&D sectok” and decreases the output of Northern-
factor-intensive local R&D sectai”. Conversely, raising the Northern endow-
mentR" leads to an increase in® and a decrease in".

8The existence of a steady-state equilibrium is guaranteed by the assu@gtion- R . If
this does not hold, liné& passes through the shaded area and cannot intersect withi.line

8



| will now turn to the wage inequality that emerges from the North-South col-
-1 e—1\ z27
: : s (BY) = +1-n(R%) * :
laboration. Defines(RY, R¥) = <( ) — ( )_1)61 . The following
p+(v(RN>Es +H1-(rS) T )T
theorem completely characterizes the long-run wage rates of skilled researchers

in both regions. (The proof appears in the Appendix.)

Theorem 1 In the steady state equilibrium, the wage rate for Northern researchers
is given by

wN — cr(pl+1GRS) if GR® < ,-),*ERN (10)
R Y(RN)~:w(RN,RS) if GRS > y<RN
and the wage rate for Southern researchers is given by
GRS—RN . .
wy = RS (pTGRS) if GRS < y=RN | an
(1 —7)(RS) *w(RN,RS) if GRS >y RN

Equations (10) and (11) establish relationships between the supplies of re-
searchers and their wage rates. In the North, the standard negative relationship
between labor supply™¥) and wage ) always holds. The South displays dif-
ferent and more interesting behavior. As shown in Figure 3, therepizsdive
relationship between the skilled labor sup@ly and its wagevs, for small values
of R (such thatGR® < ~¢R"). As a result, the global shape of (11) is an
inverted ‘U'.

This nonlinear relationship between skilled labor suppl¥ and the wage
w¥ can be explained by considering simplified demand and supply curves in the
Southern labor market. These are depicted in Figure 4 as Iinasd S respec-
tively. An increase ink° leads to a rightward shift of the supply curve $4
which immediately decreases the wage ratg, from E down to £’ (this is the
usual price effect). The distinguishing feature of the model, however, is the dy-
namic effect that follows. Due to the Rybczynski effect (Remark 1), the rate of
North-South collaboratiom*, increases in the long run, stimulating the demand
for Southern researchers. This producesadogenousipward shift of the de-
mand curve to curvé)’. Consequently, although wage}, moves fromE down
to £’ in the short run, it rises t@&™* in the long run. This results in the positive
relationship between labor supply® and wagews, in the long run. The neg-



ative static effect and positive dynamic effect can be verified by calculating the
transitional trajectory for? implied by an increase ik”; see Figure 8.

However, for a very large supply of southern skilled researchers sug¢Ras>
v~¢RY, the story differs. There is still a rightward shift fraffito S”, as indicated
by line (1)’ in Figure 4(b), but no dynamic effect is possible because the rate of
North-South collaboratiom*, is constant at 00 percent. There is therefore no
way to produce an endogenous upward shift of the demand curve. Consequently,
the wagews moves fromE* down to £** as a result of the usual price effect. This
implies the standard negative relationship betwBérandw?,.

Proposition 2 As the population of Southern skilled researchéts, increases,
their wagew?, decreases in the short run but may increase in the long run. The
long-run relationship betweeR® andw?, is inverted U-shaped.

The purpose of this section is to clarify the relationship between the mar-

ket size vectof R, L°)1° and the wage inequalitﬁ%. Recall that the wage for
unskilled production workergy® = ﬁ, is a decreasing function df°.
Using this fact and Proposition 2, | can prove that the following relationship holds.

Proposition 3 As the market size of the SoutR®, L*) increases, the wage in-

equality in the Southﬁ—%, first rises (in the coexistence case) then falls or contin-
ues to rise (in the complete specialization case). The configuration is thus either

upward sloping or inverted U-shaped.

This proposition is my core result. Its implication is that a growing labor
market in the South encourages R&D firms in the North to collaborate with the
South on innovations. This effect shifts labor demand in the South from unskilled
production workers to skilled researchers, producing a wider wage gap (skill pre-
mium) in Southern countries. One can therefore stateNbath-South research
collaboration is a source of wage inequality in the South.

4 Globalization and Wage Inequality

In this section, | relate the results of previous sections to the globalization de-
bate. In discussing the effects of globalization, | follow the analysis of Dinopou-

%It can be formally demonstrated that the static effect is negative. The proof is available upon
request.

101n this paper, “an increase {R°, L°)" is defined to mean that eithét® or L increases, or
both.
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los and Segerstrom (2004, 2007). In the last three decades, some developing
countries such as China, India, and Mexico have undertaken trade liberalization.
In the present model, the economic integration of developing economies into the
world trading system is equivalent to an increase in the market size of the South,
(R%, L%). | therefore associate globalization with an increase in the market size
of the Southt! Finally, based on Propositions 1-3, | can make the following state-
ment.

Remark 2 (Globalization and Local Inequality) When globalization increases

the market size of the developing South, wage inequality may rise in the South.
Innovation firms respond to the increased market size by fostering North-South
research collaborations, an endogenous bias that increases wage inequality in the
South.

The positive relationship between globalization and local inequality also holds
if the extent of globalization is measured by an increasi®reign direct invest-
ment in the SouthThis measure is often used in the empirical literature on glob-
alization. Noting (7), an increase {i®°, L°) leads to an increase in the fraction
of Northern firms making foreign direct investment into the South. Therefore, the
relationship between foreign direct investment and wage inequality in the South
is also either upward sloping or inverted U-shaped.

Finally, I will point out some empirical evidence on globalization and inequal-
ity. | first focus on the case of Mexico, which joined the GATT in 1985 and
embarked on a broad program liberalizing trade and foreign investment. As dis-
cussed in Kremer and Maskin (2006), from mid-1985 to the end of 1987 the share
of foreign direct investment rose froin4 percent td.8 percent of the total an-
nual investment. Over the period 1984-1990, real white-collar wages increased
13.4 percent and blue-collar wages decreaséd percent (Feenstra and Hanson
1997; Hanson and Harrison 1999). In other countries, despite their limited data,
Lindert and Williamson (2001) find that liberalization tends to be followed by an
increase in inequality. In addition, recent panel studies in the literature either find
that trade liberalization is positively associated with inequality in poor countries,
or else find no strong association (Barro 2000). All this evidence supports the
theoretical prediction of the present study.

1IA representative event would be China’s 1978 policy change joining it to the world trade
system, or Mexico’s 1985 decision to join the GATT.
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5 Conclusion

This paper has presented a two-region endogenous growth model that allows re-
search firms the possibility of choosing a North-South collaboration on innova-
tion. In this model, there is an inverted-U relationship between the population of
researchers in the developing region and their wage. This novel result relates the
globalization movement to increasing wage inequality in developing nations.

Clearly, this model could be extended in several ways. A number of restric-
tions were imposed in this paper to keep the initial analysis as simple as pos-
sible. First, it was assumed that Southern countries are highly inefficient when
innovating alone. Second, the model considers neither (incomplete) contracts be-
tween international research firms nor the distribution of benefits in a network of
research firms. Third, international financial capital flows were assumed to be
perfect. Relaxing any of these assumptions could alter the relationship between
global research collaboration and wage inequality, enriching the interpretation of
this model.

APPENDIX
A. Dynamics in the coexistence case

By differentiating (2) with respect tawX , w?), we obtain

N = (l]i)nl and h° = ((1_—57)0> (n€), (12)

Wg Wgr

Using (12), the free entry conditian= d can be rewritten as

N 1 € T 1

wR _ry e—1

i g , 13
= (amy) ~

The relation»’¥ = n — n®, (12), and (13) can be used to cancel dttfrom both

sides of (5). The resulting relationfs= R + R® (%) " AC = g, whereg
stands for the growth rate of total innovation. A second differential equation is be
obtained by substituting= w¥ /n, (13), and (12) into (5), namel§E =GR’ =
¢©. These differential equationg,andg®, are used to derive (8) and (9).

Define a new variable representing the total value of all innovatiorsnV .

The Bellman equation is obtained from (6) and-= 1/on asv = (p+ g) v — %

12



In the steady-state equilibrium, singe= 0, v* = = i oF It is straightforward to
show that a dynamic path fof¢) and its initial valuey(0) are uniquely determined
by the transversality condition.

B. Dynamics in the complete specialization case

It will be first shown that¥ = OwhenR > & .From (2), (3), (5), and (12),

-
i (12 () (8~ o)
V. Hence,¢ < 1 for anyn™ > 0 if and only if the < evaluated ab™ = 0 is
Iess than 1—or equwalentlg; < 7“‘” Thus, Whep(% <95, § < 1forany
nN >0 (notlng > 1). This argument proves" = 0.

The dynamlcs oh? in the complete specialization case will now be shown.
Noting »"¥ = 0, the relative wage of international researchers becoﬁ%es:
= (R€) = (7;-@)7 This, together with (2), (12) and (5), implies thi =
g°(n°) asin (9). Becausé = AC”C if nV =0, g =n%"(n"), andn’ evolves
according to the equatloﬁg = ¢9(n%)(1 — nY) as in (8). The dynamics of

v obey the same differential equation that was derived for the coexistence case,
except thay = n%g¢° (n°).

€

) B , Which is decreasing in

C. Proof for Theorem 1

For the coexistence case? is equal tov* = m due to the free

entry conditionV = d andg* = GR®. Together with (5), (9) and (12), the
free entry condition: = d implies thatw$ = wNa%(1 — 4)G=. Substituting
(10) into this equation yields; = Stz note thatn* = %
For the complete specialization case, free entry ensurescorlyV, implying

1

1N\ e—1
wh = vy <7+ (1—7) ((nc) (ﬁ—ﬁ) ) ) , where use has been made

of (2), (5), and (12). After using (9) with* = 1 andv* = m, this equation
results in (10) and (11).

D. On the configurations of the curves in Figure 3

13



Fix RN, and consider the coexistence case withe (£, f:é) = (61,0n).

Note that by differentiating (11% OwhenR® < <RN + /(RN)2 + pRN)

A A pnorl there are three possible cases: -66@ < 0 globally holds ifA < é;,

(b)g > 0 globally holds ifA > 64, and (C)aRs < 0for RS = A holdsifé;, <
A < 6. Case (a) does not exist because< ¢, implies (RN)2 + pRN <0,
a contradiction. For Case (b > 6y implies RN (1 — 27°) < 4%p. If 1 < 297,

A > 6y (i.e., 2% > 0) holds, and ifl > 278 A > 6y holds whe

Case (c) corresponds to> 27° andRY > 52 5o To summarize, whem < 27 ,
the conflguratlon is upward sloping, and thn> 2+¢, it is upward sloping for

RN < 172"5 and inverted U-shaped fdt" > 17295.

E. Formal derivation of the steady-state resource constraints

In the coexistence case, taking into account the free entry conditiend,
combining (5) and (12) into a single expression resulﬂ%;,?n: v (RN — Ul

This is the steady-state factor constraint for the North. Sihee v < 1, the
slope of IlneN in Figure 4 is less than-1. Next, using equatlons 5), (12) (13)

andc = d, = = GR"a“ can be derived. This implies th&t GR—E" in
the steady state, sineg = chg(—llv By rewriting the Northern constralnt as
RN = 78£+% and incorporating this expression m’f;le % we obtain

an equation fofS: the Iine% =GRS — % whose slope is-1.
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