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Abstract: The value of the easticity of substitution of capital for resourcesisacrucial
element in the debate over whether continual growth is possible. It is generally held that
the elasticity hasto be at least oneto permit continua growth and that there is no way of
estimating this outside the range of the data. This paper presents amodel in which the
elasticity is determined endogenously and may converge to one. It is concluded that the
general opinion iswrong: that the possibility of continual growth does not depend on the
exogenoudly given value of the eagticity and that the value of the elasticity outside the
range of the data can be studied by econometric methods.
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I. Introduction.

This paper is a contribution to the debate over whether it is possible to have continually
growing consumption with a finite amount of resources by substituting capital for
resources in production. In the 1974 Review of Economic Studies symposium, Stiglitz
wrote the essential neoclassical treatment. He showed that, with population growth,
technical progress, exhaustible resources and a Cobb-Douglas production function, the
competitive/optimal path would, depending on the parameter values, be characterized by
growing per capita consumption. This paper together with one by Solow, which also
used a Cobb-Douglas production function, have been the object of numerous attacks, the
latest of which isthe Georgescu-Roegen versus Solow/Stiglitz forum organized by Daly
(1997a,b). Generally two claims have been made: first, that econometric methods are
inadequate for the determination of the value of the elasticity at the crucial high capital-
resource ratios since these lie outside the range of current data and second, that materials
balance and thermodynamic methods, which overcome this problem, show that the
elagticity will eventually be less than one and that technical progress will be insufficient to
permit continual growth of per capitaincome. In the present paper a model is formulated
in which research can be directed at either maintaining a high elasticity of substitution or
increasing the efficiency of the factors of production. It is shown that the production
function will converge to either a Cobb-Douglas or a Leontief. The conclusions are first,

1Thanks go to Deirdre Herrick, to Mordicai Schechter and Joan Martinez Allier for help with the
literature, to Xavier Jarque for help with Mathematica and to Jordi Caballé for comments in the
macro workshop of IDEA. Financial support from DGCY T grants PB95-0130-C02-01 and PB96-1160-
C02-02 is acknowledged.



that econometric methods can, by confirming this tendency, predict the value of the
elasticity outside the range of the data; second, that the conclusion of the material sbalance
and thermodynamic arguments that the elasticity must eventually be less than one is
incorrect; and finally, that, while resource scarcity will not slow growth by lowering the
elasticity, it may do so indirectly because the cost of maintaining the elasticity lowers the
rate of growth of factor productivity.

The paper is organized as follows. The model and the results are set out in section |1
and the debate is reviewed in section I11. The implications of the model for the debate are
giveninthe conclusion, section IV.

Il1. The Model and Results.

The two components of the model are a CES production function in land and labour
and a generalized innovation possibility frontier (IPF) which shows how an increase in
effective quantities of factors can be had only at the cost of lower substitutability.2 The
time paths of the factor growth rates and the elasticity of substitution are generated by
choosing the values of these variables in each period to maximize the growth of income.

The IPF may be interpreted as a compressed form of an endogenous growth model.
Labour isahuman capital-physical capital aggregate and land is renewable resources. An
overlapping generations structure generates savings which are devoted either to research
or factor accumulation. Thisinterpretationis approximate since, according to the usual
assumptions, the development of these models depends on the stocks of the specific
factors which are absent from the IPF. | think that these stocks could be added, with
difficulty, to the model without changing the basic results. The IPF cannot be interpreted
as a compressed form of an exhaustible resource model since the stock of the resource
plays acrucia roleand it too is absent from the IPF. Thisis commented on at length in
the conclusion.

The nature of substitution and technical progress impose restrictions on the way in
which achangein the elasticity affects the production function. Thisisillustrated in figure
1. The lines in the figure that go through the point A are isoquants of the production
function. The point A isthe factor input bundle of the previous period. An increase in the
elagticity of substitution shifts the isoquant in the manner indicated in 1la

Figure 1 about here.
There are two conditions that this shift must satisfy : @ The point A must not move. This
Is because a change in the elasticity of substitution should not affect production if no
substitution takes place between periods. b) The slope of the isoquant at the point A
should not change. If it did, it would imply that research aimed at increasing the elasticity

2|t is more general than that of Kennedy (1964) since it includes substitution as well as factor
augmentation.



actually made production less efficient for some input ratios, which isimpossible. Thisis
illustrated in figure 1b.
The CES production function is given by

Y =a[dLT +(1-d)M-T]-Lr

whereY, L, and M are output, labour andland; a >0,1>d>0,and-1£r £ ¥ arethe
efficiency, distribution and elasticity parameters, and s = 1/(1+r) is the elasticity. The
condition that the slope of the isoquant does not change at the previous endowment point
IS
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where the variables of the previous period bear no subscript and those of the current
period bear a +. The condition that the output remains unchanged at the previousinputsis
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Let g= d éL9
the rate of growth of labour etc., called the rate of growth for short. Using (1) and (2)
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In addition, (1) implies

The IPF has the form G(I:, I\7l) = F(r) where, from this point on, r without a
subscript will refer to the current period and where G and F satisfy conditions (3),

F>0,F>0,F'<0;limF=c.
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(©)) G >0,i= IZ,I\?I; G issmoothly convex and linear homogeneous; and
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where ¢ is apositive constant, Gj isthe ith partial of G, ToL/M and smoothly convex

means that the derivitive of the slope level curve existsfor 0 < | <¥ . Lettingr © - r

represent the elasticity and measuring cost positively, -dF/dr = F' > 0 is the marginal



cost of elasticity in terms of productivity which, because d(- dF/dr )/dr =- F' > 0, is
increasing. Even when the elasticity is zero only limited factor growth is possible. Finally
the marginal cost of L in terms of M, G; /G, , isincreasing in L /M and reaches
infinity when the ratio does.

The model isnow given by
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where G and F satisfy (3). It isadifference equation: given g, the solution to the problem
yieldsL , M andr, from which gy iscalculated.3
A steady state occurs when gis constant over time#; thisimpliesthat L, M andr are

constant over time as well. There are three types of steady states:. the ones that occur
wheng=0 or ¥; theonewithr =¥ and | = 1; and the ones withr = 0. This is

explained in the following three propositions.®

Proposition 1. For the model (4) let 0 < g < ¥. Thereis a unique steady state value of g,
g suchthatr =¥ and | = 1. All other steady state values of gmust haver = 0.

Proposition 2. For the model (4), g= 0 and g = ¥ are steady states with l=¥ando
respectively.

Proposition 3. For the model (4) suppose there exists g** such that r = 0 is the solution
to the maximum problem of (4). Then | isbounded away from O, 1 and ¥ and g** isa

steady state.

Each of these types of steady states deserves a comment. The ones associated with g =
0 and ¥ will be shown to be unstable and thus lack importance. Next, the steady state
with both factors growing at the same rate and a Leontief production function is
intuitively satisfying since, in this case, thereis no substitution of one factor for the other
and thus no need to expend resources maintaining a positive elasticity. Finaly, the result
that the only other possible type of steady state must have a Cobb-Douglas production

30ne might favor an alternative model in which the change in elasticity was costly and discounted
total income was maximized. This does not appear clearly better to me since a new technique might
easily imply that methods of substitution had to be found from scratch and, furthermore, the
uncertainty over the long run character of technical advance makes it unlikely that the effect of
current research on factor availability in the far future will weigh heavily in present decisions.
4From this point on g may also refer to the relative share of land in general.

SAll proofs are given in the appendix.



function is both unexpected and central to the debate over the long run size of the
elasticity. The intuition of thisimportant result is straight forward. Since the slope of the
isoquant at the previous endowment point cannot change, neither can the relative share.
But, because the production function is Cobb-Douglas, the relative share cannot change
during the movement to the new endowment point either. Thus it remains constant and
the system isin steady state.

The analysis of the existence of a steady statewithr = 0 and of the stability properties
generaly isdifficult and is set out in the context of the specialized IPF with

(5) G(L M) = (L 2+M 212,

Note that the conditions imposed by (3) on G are still satisfied. This IPF permits the
maximum problem of (4) to partially solved for L and M as functionsof gand r and

the corresponding specialized model to be written as

) Max H( T, g)
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The FOC of (6) givesr asafunction of g, r (g). The conditions that can be imposed on
F to ensure the existence of steady states with r = O are described by the following

proposition.

Proposition 4.
a) If F satisfies F(0)/F(0) < 0.0549 thenr (g) = O is satisfied by four values of g L/,

Vg, o1, and gp which obey 1/gp < gy <1< g < ¢, and conversely.

b) If, in addition, F satisfies -F'(0)/F(0) > 1 thenr = 0isaloca maximum at these
values of g.

¢) If, in addition to the condition of @), F satisfies h(0,g)/h(r ,g) > F(r )/F(0) for -1£ r £
¥,r 10, thenr =0isaglobal maximum at these values and they are steady states

of the model of (4) with G given by (5).

The conditions of @) and b) are the important ones. It is clear that one needs a global
condition like that of c), but it gives very little information about what is demanded of
F(r ) and, in addition, for local stability only the local condition of b) is used. With regard
to the condition of a), F/F can beinterpreted as the marginal cost of elasticity in terms of



a percentage change in factor augmentation. If thisistoo highatr = 0, it will always pay
to reduce the elasticity at this point. With regard to the condition of b), writing H =
h(r ,g)F(r ) showsthat alarge value of -F"(0)/F(0) will ensure that H, ((0,9) < 0.

The stability characteristics of the seven steady states are given in the following
proposition.

Proposition 5. For the model (4) with G given by (5), suppose that all seven steady states
exist. In this case:
a) if -F'(0)/F(0) > 1 then O, Vg, 1 and¥ areunstable, and L/gp and g arelocaly
stable; and
b)if lim driFe) Ao -
9o LIe¥ dr Ing

1 0 then lislocaly stable.

A schematic phase diagram with these characteristics is given in figure 2. A similar
phase diagram, which arises from a specific example of the function F which satisfies all
the required conditions, is given in Petith (1998). The equilibriaat B, D, and F are stable,

Figure 2 about here.

thoseat A, C, E and G are not. The equilibriaat B and D correspond to a Cobb-Douglas
whilethat at D correspondsto a L eontief. The type of production function that eventually
emerges depends on the initial conditions: if g< 1/g; or g > g1 then eventually a Cobb-
Douglas will emerge with land and labour growing at different rates; whileif /gy < g <
o1 then a Leontief will emerge with land and labour growing at the same rate.

Finally a parameter C, which indicates the level of resource scarcity, is inserted into
the IPF and its effect on the model analysed. The conventional form for the IPF would be

G(L,M,Cp)+F(Ff.C)=S

where G andF are the cogt functions, S denotes the resources available, I = -r is the
measure of the elasticity produced and Cp and Ce are the cost parameters for productivity
and eadticity. On the other hand the | PF analysed will be

(8) G(L,M)=Fr,C)C.

With thisform, the analysis of the effects of C is straight forward. On the other hand a
considerable effort must be made to justify thisin terms of the conventional form.

First suppose that C is interpreted as Cp. Subtracting F from both sides of the first
form and multl plying both sides of the second by C shows that G(L M )C corresponds
to G(L M ,CandF(r,C)to S- F(r ). The interpretation of F(r ,C) is the resources
that are left over after r has been produced. In this case C should be dropped from F.



Remark 1. If Cisinterpreted as the cost of productlwty, then the |mpI|ed cost functions
GadF have the following properties: G >0, GII >0, GC >0, F'>0and F">0. In
addition F(r ,C) does not depend on C.

That is, marginal costs are positive and increasing, the cost of productivity increasesin C
and the resources that are left over after r of elasticity is produced are not affected by the
cost of producing productivity. The remark follows directly from the properties of G and
F.

Next suppose that C is interpreted as Ce. Now subtracting F from both sides of the
first form shows that G corresponds to G and F(r ,C)/C has the interpretation of the
resources left over after r of elasticity has been produced. This time considerable care
must be taken with the form of F to ensure that the implied cost function F has the
normal properties. In addition it will be convenient to allow for the possibility that F=0
for r lessthan agiven quantity, that is that a certain amount of elasticity is given free by
nature.

Define:

r*(C) =r suchthat F(r ,C)/C=Sand F(r',C)/C<Sforr'<r.
That is - r *(C) is the maximum elasticity that is available without cost when the cost
parameter has avalue C. Now consider following conditions that may be imposed of F.

F(r,C) >0 definedon-1£r £ ¥, 0<C.
Forr <r*(C):F >0,F;; <0,Fc=Fc =0.
9 Forr =r*(C):F, >0, F.= F, =0; F, =0, F_. =F/C.
Forr >r*(C): Fr =0, Fc =F/C.
There existsa C such that F(r, C)/C < Sforalr and limF(r, C)/C=S.

Here F, isthelimit of R/ (r ', C) whenr ' approachesr *(C) from the | eft etc.; note that al
thelimitsrefer tor and not C.

Remark 2. Let F(r, C)/C be interpreted as S - IE(F ,C) and satisfy the conditions (9). If
0<C £ C, then:

aFor T £-r*(C):F =0.

b) For -r*(C)<f :F>0,F, >0, F,.,>0, Fc>0.

¢) d(-r *(C))/dC < 0, and é|®rr?|i r*(C)=%¥.

That is @) for the elasticity less than or equal to the greatest free elasticity, the cost is zero;
b) for larger elasticity the cost is positive and increasing in C and the marginal cost is



positive and increasing; the maximum free elasticity falls as the cost parameter increases,
and when C = C, thereis no free dasticity.

Now with the IPF in this form the only effect of an increase in the cost parameter is to
slow productivity growth. Thisis shown in proposition 6.

Proposition 6. If the IPF (8) is used in the model (4), then the values of r , 1 and o+ ae
independent of the value of C. In addition, if Cisinterpreted either asCporasCeand r £
r*(C),then L and M are negatively related to C; otherwise they are independent of it.

Proposition 6. alows the effects of growing resource scarcity to be calculated. First
note that when C = 6, F has the form assumed in propositions 1-5. But, according to
proposition 6, g+ is independent of the value of C. Thus the results of propositions 1-5,
which concern the steady states and their stability properties, continue to hold when C <
C aswell.

L et growing resource scarcity be represented by an increase in the value of C.

Corrollary to Proposition 6. Increased resource scarcity has no effect either on the
elasticity or on the relative growth rates of factors either in of out of steady state. Let
elagticity be costly, if increased resource scarcity makes it more costly to produce either
productivity growth or elaticity, then it slows the growth of productivity of both factors
proportionally, otherwise it has no effect.

In brief, the overall picture that emerges from the model is the following. In the long
run, depending on the initial conditions, we expect an elasticity of either zero or one to
emerge. Increasing resource scarcity may slow the rate of growth of output, but it will
have no effect on the elasticity.

I11. A Brief Review of the Debate.

Stiglitz (1979 p36) notes that those who make prognostications of the future can be
divided into optimists and pessimists. In the current round of the debate over whether
economic activity is threatened by resource scarcity, the focus of the attack of the
pessimists has been the papers written by Solow and Stiglitz for the 1974 Review of
Economic Studies symposium on exhaustible resources. Both used a Cobb-Douglas
and, in addition, Stiglitz assumed positive population growth and technical progress and
showed that continual growth of per capita consumption was a distinct possibility. The
trick is that, with a Cobb-Douglas, output can grow athough the input of resources
becomes vanishingly small as long as the quantity of capital grows sufficiently.

This property of the Cobb-Douglas has been attacked by the pessimists as violatingthe
laws of physics. The essential point is that output consists of physical goods which can



not be made out of a vanishingly small amount of resources regardiess of how much
capital isavailable. This point was initially made by Geogescu-Roegen in a number of
publications e.g. (1975, 1979). It has intermittently been revived over the years with the
most notable reoccurrence being the Georgescu-Roegen versus Solow/Stiglitz forum
organized by Daly (1997a,b). Init Daly attacked, Solow and Stiglitz defended and then a
large number of interested parties made comments.

Whilethe essential idea of the pessimists is easy to grasp and has often been alluded
to, the fashioning of a convincing argument is a considerable challenge which has not
often been attempted: It must be shown that regardless of what happens in the future, the
laws of physics imply that continuous growth is not possible. Basicaly there are two
approaches, materials balance and thermodynamics, both of which were mentioned by
Georgescu-Roegen (1975). The materials balance approach concentrates on the finite
quantity of material available on earth, while the thermodynamic approach is based on the
fact that production lowers the amount of energy available in a closed system.

The only formal model that uses materials balance to show that continual growth is
impossible is that of Gross and Veendorp (1990). They adopt Stiglitz's framework,
define output in terms of the exhaustible resource, assume that output can not be greater
than the resource input and then show that continual growth of output and consumptionis
not possible. Thisin itself is not unexpected, given the finite quantity of resources. What
IS surprising, however, isthat they then add technical progress, the factor that, in Stiglitz's
model, allows growing per capita income, and show that in most cases continual
consumption growth still is impossible. | think that the result is flawed, but it is
impressive and deserves more interest than it seems to have received.

There are two forma models which attempt to use thermodynamics. The second, by
Islam (1984), adds resource scarcity to Houthakker's (1955) demonstration from first
principles that the production function must be Cobb-Douglas. He shows that, with this
addition, the elasticity of substitution between resources and capital must be less than one
for large outputs. The ideais deep and engaging but the presentation is obscure in the
extreme and has not been followed up.

Thefirst by Ayres and Miller (1980) is, to my mind, the only completely convincing
formal argument that perpetual growth of consumption and output is impossible. They
accept the equivaency of energy and matter and measure all output and all inputsin terms
of negentropy (ameasure of energy available). Technical progress increases the efficiency
of production but, since output and inputs are measured in the same units, there is an
upper limit: the output cannot contain more negentropy than the inputs. Their conclusion
Is that once the minerals of the earth's crust have been exhausted, production cannot
exceed the amount of energy received from extraterrestial sources. Thus, in spite of
technical progress, continual growth of production and consumption isimpossible.
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All three of these contributions derive production functions in which the elasticity of
substitution is less than one. The papers by Gross and Veendorp and by Ayres and
Miller, which are the ones well connected to the debate, then show that this makes
continual growth of consumption and production impossible and that technical progress
can not reverse this conclusion. Finally they both see their contributions as rebuttals of the
Solow/Stiglitz position. These papers are far from being the most polemic, but | think
they must be seen as the heart of the pessimist position.

The pessimists have centered their attacks on a caricature of the optimists and have
shown no awareness of the considerable change that has taken place within this camp.
For this reason and since no summary of the positions of the optimists exists,® it isworth
while reviewing the positions of Solow, Stiglitz and a third contributor to the
symposium, Partha Dasgupta

The basis of Solow's optimism, an optimism which has always appeared as a
justification for the framework in which he analyses intergenerational equity, has changed
considerably over the years. In (19744) and (1974b) he thought that continual growth of
consumption could be sustained by capital-resource substitution since the elasticity
appeared to be greater than one. Then, in anumber of papers, (1986), (1991) and (1992),
his position gradually shifted. In his (1997) note, he still mentions the possibility of
capital-resource substitution, but his emphasis is elsewhere. He thinks that growth can be
supported "for along time" by two types of technical progress. that which increases the
output of renewable resources like fisheries, and that which alows the use of plentiful
exhaustible resources like the devel opment of nuclear fission.

Stiglitz's (1974a) and (1974b) models generated continual growth but contained no
justification for the assumption of unitary elasticity. However in his (1979) paper he
completely clarified his position which has, despite some later ambiguity, remained
unchanged to the present. He divided the question of continual growth into two: under
what conditions was it possible? and are these conditions empirically satisfied? He
thought that his (1974 ) papers had answered the first: the elasticity of substitution had to
be at least one and the rate of technical progress had to be sufficient. He thought that only
econometricians could answer the second and this only within a horizon of between
twenty five to one hundred years. Within this time range he was optimistic about the size
of the elasticity since there was no evidence that the share of resources was increasing.

After this he changed his tack and wrote three papers, (1981), (1982) and (1983) with
Daspupta and other authors which utilized the backstop technology. With this one invests
in research and, after atime, a substitute of infinite supply is found for the exhaustible
resource. The example given was the technical-break through which allowed the
substitution of plentiful coal for increasingly scarce timber in nineteenth century British

6For example, two recent surveys, Toman, Pezzey and Krautkraemer (1995) and Stern (1997)
contain no detailed description of the optimists' positions.



11

iron manufacture. Since research can be thought of as capital accumulation, this is a
complex combination of resource-resource and capital-resource substitution. Unlike pure
capital-resource substitution it depends on there being a plentiful supply of aternative
resources and, for this reason, it does not justify perpetual growth. On the other hand,
given the availability of resourcesin general, it isan argument in favor of a very long
growth horizon.

After this Stiglitz left the issue and only has returned briefly in his (1997) note. In it he
mentions resource-resource substitution which is a clear reference to the long run
backstop argument. But then he insists that the horizon of fifty to sixty years is the
important one and, within this, he emphasizes the importance of technical progress that
increases the efficiency of resource use and his optimism over the possibility of capital-
resource substitution. Thus, with some ambiguity, he seems largely to have returned to
the position he took in his (1979) paper.

The views of the third of the optimists, Partha Dasgupta, are characterized, first, by a
consistently long run perspective, second by a move from optimisim to pessimism over
the elasticity and third, by the reverse move with regard to technical progress. Dasgupta,
along with Geoffery Heal wrote one of the 1974 symposium papers and a book in 1979.
The (1974) paper noted that the elasticity of substitution was important for planning, that
on current evidence its value was greater than one, but that there was no way of knowing
its value for resource-capital ratios outside the historic range (p206). In the book the
position is strengthened. Their justification of the assumption of a constant population,
the finite size of the world, shows that they are focusing on long run problems. They
identify the elasticity of substitution asthe key variable: if it is greater than one there is no
problem whileif it is less there is no way to avoid doom (pp 199-200). They think that
the backstop model is the correct way to model technical progressin relation to resources
but are generally pessimistic: " Perpetual technical progress, while unlikely, is not an
absurd notion” (p199 and also p206). With regard to the size of the elasticity, they are
equivocal but generally optimistic. They note (p206) that currently the value seems to be
greater that one but they caution against extrapolation. Then, in their discussion of
thermodynamics, they say that these considerations imply an elasticity less than one
(p211). But immediately after this they justify their continued use of the Cobb-Douglas
by arguing in an unclear way that energy isincluded in capital so that the shapes of the
isoquants can not be determined by thermodynamic considerations. Thus, while the
argument is muddy, the tone is decidely optimistic with regard to the size of the elasticity
of substitution.

Dasgupta then moved away from optimism about the elasticity of subtitution between
capital and resources and toward optimism about the possibility of sustained growth
supported by technical progress which permitted the substitution of exhaustible resources
which are scarce by those which are plentiful. First between 1977 and 1983, he
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coauthored at least four papers on the backstop technology, (1977), (1981), (1982) and
(1983). Then in 1993 he published what might be called a position paper on the subject.
He started by clearly identifying himself as an elasticity pessimist, claiming that, for high
resource-capital ratios, the elasticity of substitution wasless than one, citing in support
(with a short memory lapse) the section on thermodynamics in his joint book. Then he
made three points. First, the substitution that is important is not capital-resource but that
of plentiful for scarce resources, a process which requires increases in technical
knowledge. Second the working of markets will provide incentives for the prerequisite
technical progressto take place. And third, that the totality of mineralsin the earth's crust,
with the exception of phosphate rock (1300 years), fossil fuels (2500 years) and
manganese (13,000 years) are sufficient, at the current rate of use, for at least the next
million years. Thus Dasguptas position is, with the recycling of phosphate and
manganese and the development of cheap energy sources, that the world should not
experience problems due to resource shortages in thistime scale.

To summarize the development of the three optimists: Solow and Dasgupta moved
from the position that perpetual growth was possible because of capital-resource
substitution to the position that growth is possible for a long period, a million years
according to Dasgupta, because of a combination of capital investment in research and
resource-resource substitution. Stiglitz flirted with this view, but has largely returned to
the position that the hundred year horizon is the only one of interest for predictions and
that, within this horizon, technical progress and the elasticity of substitution are such that
there will be no resource scarcity induced crisis.

What isthe actual state of the debate? Pezzey (1992 p339) has characterized it as being
between two models, one which permits sustained growth (eg. Dasgupta and Heal
(1979)) and one that does not (eg. Ayres and Miller (1980)) and then calls for empirical
research to decide which assumptions are more justified. | disagree. Rather | think that it
isthelevel of the time scale that distinguishes the participants and that it is disinterest and,
at times, incomprehension rather than disagreement which characterizes the debate. At the
lowest time scale come Stiglitz, a large group of resource econometricians and the
advocates of sustainability, whose works are respectively reviewed by Slade, Kolstad and
Weiner (1993) and by Toman, Pezzey and Krautkraemer (1995) and Stern (1997). Each
of these participants has shown only minimal interest in the works of the others. In
particular it is noteworthy that the econometricians, althought they have the techniques (if
perhaps not the data) have completely eschewed any attempt to answer the elasticity
guestion that Stiglitz posed. At the next level come Solow and Dasgupta and at the last
level, where material balance and thermodyanmic considerations become important,
come the pessimists for whom, some what unjustly, Georgescu-Roegen and Daly may
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be taken as spokesmen.” Georgescu-Roegen (1979) agrees that econometric techniques
cannot be used for long run elasticity estimation but criticizes Stiglitz's hundred year
horizon as being too short to be of interest and claims that material balance and
thermodynamic methods will allow the longer horizon to be studied. Solow (1997),
replying to Daly's (1997a) call for the use of these tools, states that the required time
horizon is too long for the results to be of "practical interest”. One would expect that
Daly, in his reply (1997b), would argue that the horizon is, indeed, short enough. But
instead he reacts as if Solow were at the last level and was merely unaware of the
difficulties that this causes for his Cobb-Douglas production function. The same inability
to engage the opponent characterizes Ayres and Miller's (1980) criticism of Stiglitz's
hundred year horizon and Gross and Veendorp's (1990) criticism of the optimist position
generally. They use the tools of the last level to attack the optimists without seeming to
realize that it is the relevance of the level that must be defended. At the level where
material balance and thermodynamic considerations become important, everyone who
has expressed an opinion is aready an elasticity pessimist.

I'VV. Conclusion.

In this section two issues are treated: first the relevance of the model of section 11 to the
debate described in secton I11; and second, the contribution that the model makes to that
debate.

With regard to the relevance, if we think in terms of generic models, the one of this
paper and the one on which the debate is based belong to different groups. According to
the first, resources are a constant flow of services while according to the second, they are
a finite quantity of services. When there is no technical progress and no population
growth the two groups differ in an important way. For the first, it is obvious that a
constant per capita consumption may be maintained, while for the second it may be
maintained only if the elasticity of substitution is at least one (Stiglitz 19744a). Thus, while
one might claim that the present model has implications for the size of the elasticity in
exhaustible resource models as well, in the context of no technical progress or population
growth one can not use the present model to discuss directly whether constant
consumption is possible in the context of exhaustible resources.

However the situation changes radically in the context of technical progress and
population growth: the exhaustible resource model can be made to approximate the fixed
flow of services model. Although the following statements are slighty speculative, it is
difficult to see how they could be very wrong. Theideaisthat in the exhaustible resource
model one choosesthe initial quantity and the rate of fall of aresource so that the resource

7One need only read the contributions of the interested parties in the forum to get a flavor of the
disagreement in the pessimist camp.
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will be just used up at infinity. By choosing both of these close to zero one can
approximate a constant resource flow as closely as desired. When one then addstechnical
progress one has a resource flow that approximately grows at the rate of technical
progress. Thus the flow of services from resources has approximately the same character
in both types of model.

In this context one can see how the relation between the elasticity of substitution and
the possibility of constant per capita consumption is the same in both types of models:
First, in the Cobb-Douglas case, constant per capita consumption is possible only in the
case in which the rate of resource augmenting technical progressis greater than the rate of
population growth. Stiglitz (1974a prop.4) showed this for the exhaustible resource
model and it is easy to show for the constant land model. Second, if the elasticity of
substitution is less than one, then each factor has a distinct rate of technical progress.
Once again in both cases the rate of growth is that of the slowest growing factor. This
would imply, in both cases that the rate of growth of output and consumption would be
limited by the rate of technical progressin resources. Third, if the elasticity of substitution
IS greater than one, then resources are not important in either model. 1t follows that once
one has introduced technical progress and one wantsto talk of long run behavior, little is
gained by treating the more complicated case of exhaustible resources. In both cases the
issues are the elasticity of substitution and the rates of technical progress.

With regard to the contribution to the debate, it is that the elasticity of substitution
should converge to either zero or one. Thus, for all time scales, we should expect that the
production function will approximately be either Leontief or Cobb-Douglas. This goes
against the positions of all the participantsin the debate with the exception of Stiglitz who
considered only a hundred year horizon. How can al of these participants have been
wrong?

First, there are the group who view the elasticity of substitution as a parameter to be
established by econometric techniques. It is a common opinion of this group that these
techniques can not establish the value of the parameter for the high capital-resource ratios
that will be relevant for the future exactly because we do not, now, have datain that range,
e.g. Georgescu-Roegen (1979), Dasgupta and Heal (1979 p206) and Slade, Kolstad and
Weiner (1993 p959). This lack of long run relevance might be thought to excuse the
absence of econometric attempts to answer the elasticity question. But this general
position isincorrect. The argument of the paper provides a testable hypothesis: if thereis
adifference between the rates of growth of resources and the capital-labour aggregate
then one ought to observe a convergence of the elasticity.8 If this was confirmed, one

8Stevenson (1980) is the only attempt that | know of to test the consequences of having a | PF.
However the test was performed on micro data, only concerned productivity growth rates and,
although the results were in the right direction, they were statistically insignificant.
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would have econometric evidence that the long run value of the elasticity is one, even
outside the range of the data.

Second, thereisalarge group of pessimists that hold that for high values of thecapital-
resource ratio the elasticity of substitution must be less than one for materials balance or
thermodynamic reasons. These include Dasgupta (1993 p1115), Ayers (1978 chap.3),
Ayers and Miller (1980), Gross and Veendrop (1990) and clearly Daly (1997a,b). The
model impliesthat these authors are incorrect as well in the sense that, depending on the
initial conditions, the elasticity may well be one. Since this conclusion seem to fly in the
face of physical scienceit requires some justification.

How can a growing quantity of output be made with a vanishingly small quantity of
resources? The answer lies in what we mean by output. Both Ayres and Miller (1980)
and Gross and Veendrop (1990) defined output in terms of aphysical characteristic. They
were forced to do thisin order to demonstrate that continuous growth was not possible.
But output is, rather, an index of a bundle of goods which change with a movement along
an isoquant and which are only related by the fact that they all give the same utility to the
consumer.® It is not hard to imagine that, as one moves along an isoquant, the bundle
changesin such away that a constant utility is produced by a vanishingly small amount
of resources so long as the amount of capital is sufficiently large. This point was first
made by Ayres (1978, chap.3) and reiterated by Stiglitz (1997 p267). What the model of
this paper has shown is that technical progress will be just such as to reveal those
techniques which ensure that the elasticity of substitution will be exactly one.

Apart from indicating where the positions of the participants may be incorrect, what is
the positive contribution of the paper to the debate? It is to show that the size of the
elasticity is completely irrelevant to the question of whether constant or growing per
capita consumption is possible. To put the point as strongly as possible consider the
following. Suppose the production function is Cobb-Douglas, the capital-labour
aggregate is growing much faster than land and, due to an increase in the cost of
producing elasticity connected with increasing resource scarcity, the rate of growth of
output has dropped below that of population growth. From the perspective of the
participants in the debate one would be tempted to say,” Itslucky that the elasticity is one
because, if it fell even dlightly, the rate of growth would drop precipitously to that of
land”. But this statement completely misunderstands the situation since it is exactly the
increased cost of keeping the elasticity equal to one that has caused the problem in the
first place.

Appendix.

9This can be formalized using the notion of an exact quantity index which is explained by Diewert
(1993) for example.
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Proof of Proposition1. Let f(AI) be the dlope of thelevel curve of G. Define g* © - f(1).
Letg< g* . Thetangency condition between GandH is

(A1) f(1)=-glr+L.

This defines the function g(gr ) = 1 with the followi ng properties: JQ!)T g=1,9g <0,

limg, =0and limg =1. Writethe maximand as
g® g* r®¥

1 T g u'Fl F(r)
81+g(g(g, )) +1+QE| G(g(g,r),l)'

Thenasg® ¢ , lim H,>0sothatr ® ¥ andl® 1; and similarly if g> ¢

Next supposethatg*** ¢* isasteady state such that, asg® g*,r ® ¥. Then ®1
and, from (Al), gAIf+1® g*. Since g® g**, 1"® 1 and the difference equation of (4)
impliesthat g** isnot a steady state, contradiction.

Finally suppose that thereisasteady state g*** g* such that r * 0. If 1 =1 then (A1)
impliesthat g** = g+, whileif 12 1then 1% 1 so that g** is not a steady state by the
difference equation of (4).

Hgr)°

Proof of Proposition 2. Letg® 0. That g = 0 is a steady state will follow from the fact
that gir ® 0 and the difference equation of (4).

r ® ¥  suppose r ® r* <¥,thenH ® L and the solution |sclearlyr =¥,
contradiction. 1 ® 1* ® 1 since if not (A1) would be violated. Thus glf®¥ and if
glf® Othen| ® 1* 1< 1*<¥: |fg|r ® ¥ then (A1) implies | ® 0, contradiction;
iIf glr® 0 then (Al) implies 1 ® 1* < ¥, and writing the maximand as

2 1 1 rQ'FA - .
L ® L showsthat g® 1 can not be the limiting solution..

To prove the proposition multiply the expression for ﬁ, by G[Yr/F and set it to

zero, where[] is the expression in square brackets in the definition of H . This gives

1 -1 1 -r -1 1 -r-1 F G|:
=In[]=+[] "——qg Ing+[] " —— rg, +r —- —r
=+ 1+g Y N [l 1vg? UTTE- G
Jr+ly 1
where a calculation shows g, :_Lnln' Suppose that g @ 0. Then g7 ® O;
f'+(r +1)gd

andasog® g*, 1<g* <¥ andthe smoothness of G imply that r g, approaches afinite
non-zero limit. Thus the first three terms on the RHS of the previous equation approach
zero while the last two approach a positive limit, contradiction.

Proof of Proposition 3. (A1) withr =0 givesthe boundson [ , the steady state follows
from the difference equation of (4).

Proof of Proposition 4.
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Part @). The FOC can be written as* 10
F(r.g°arg+> f(r Q=0

where

q(r ’g) — F(( )) ( 1/(2+r)+ 91/(2+r ))

fra=fra+ f(r@)
£ .9 = gU0*2) 1n( 1J1rg gr/(2+r)+1?rg)_

When r =0, the FOC takes the form*

(A2) B9 (1ng2

where F =F(0)/F(0).

Firstletg> 1. To find the condition on F such that (A2) will have solutions, plot the
RHS and the LHS of (A2) for various values of F. Thisisdonein figure Al. The point

Figure A1 about here.
of tangency isat g = P where the slopes are equal and (A2) is satisfied. These two
conditions imply that
(A3) Ing=2"+ grl
gl

This can be solved for ¢f. From (A2) the corresponding vaue of F is F* = .0549.%
From the graph and the specific forms of the LHS and the RHS it follows that there are
two solutions, g1 and gp when F<F*.

Nextlet g< 1. If (A2)issatisfied by g, it is also satisfied by 1/g Thus if F<F*, Ugp
and 1/g; are also solutions.

Finally, it is clear from the graph that the existence of the four solutions imply that
F* < .0549.
Part b). Calculations and the condition of b) show that*

(A9 F(0.0) <~ (n0)'g* 1 (ng) 7 <0

On the other hand, from the manipulations* that lead to the construction of F from
H/{r =0, we seeimmediately that

H = [(119)2/« +2)+(19w)2/(r +2)] -@r+2)2rF(r )(@2/(2“)91/(2”),: r .9
SinceF (0,g) = 0 at g = ¢ €tc., for these values of gwe have that H;((0,9) is given by

Lim 1 g 1
® 0{ [(1Tg)2/(r +2)+(E3)2/(r +2)] -@r+2)2r p(r )(@2/(2”)91/(2” )} Fr(0,9

where an application of I'Hospital's rule shows that the limit term is positive. Thus (A4)
impliesthat Hy <O for g= g etc..

10An asterisk indicates points at which routine cal culations have been suppressed. They are set out
in Petith (1998).
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Part c. Obvious.

It is convenient to start the proof of proposition 5 with the following lemma.

Lemma. Let the condition of a) of proposition 4 be satisfied, if - F*(0)/F(0) > 1 then
r'(e)>0,r'(q) <0, r'(Mg) >0, r'(Vgp) <0.

Proof: From the FOC, whenr =0

v Fg(0.9
(A) r'o =- F (00
Tedious calculations* show
(A6) Fg(09 = 81+g(lng) gl/2 [(Ing) -2].
Thus, from (A4)

o en (@ )
(A7) signr'(g) =sign Fg=sign 81+g(Ing) [(Ing) ] .
From (A3)
_ (@-1) _ V-1

and furthermore, letting f(g) = In(g) (;-_1) ,we have
(A9) f'(g =In(g) (g+1)2 1 g+1 20agz21.

(A7), (A8), (A9) and the location of ¢P relativeto g1 and g from the proof of a) of the
previous proposition now demonstrate the lemma.

Proof of Proposition 5.
Part @). Theloca stability conditionis

d
(A10) 1> H%* >1.
Differentiating (7) and settingr =0 gives
do: 1 .
(All) dg =1~ 29(nar’(@.

Existence, part @) of proposition 4 and the condition of this part allow the use of the
lemma which, together with (A10) and (A11), showsthat 1/g; and g; are unstable.
Next consider the local stability of g=0. At L/gp
d(g.- 9) _ do.
dg dg
by (A1l) and the lemma. Sinceg: = gatg= 1/gp, g+ > gimmediately to the left of 1/gp.
Thus g+ > gon 0< g< Llgp since, on thisinterval, there are no steady states and g+ is a
continuous function of g. Thus g= 0 isunstable and similarly for g=¥.
Now consider /g and ¢p. From the lemma for these values of g, the stability

conditionis 1-% (Ingr'(g > -1,0r ing r'(g <4.Now

-1<0
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ingr (@ = L2

1
< QXIng)8 1+g(|ng) 9‘1/2[(”19) '2][(| @Zgyzfﬂ)ﬂ g)g-'-il.]-l

=3[ra) 572l [ang gy ] 2< 4
from (A4), (A5), and (A6). Thus 1/gp and g arelocally stable.

Part b). Differentiating (7) and using proposition 1
Lim dg+ Lim 2 :
(A12) 0®1dg = g 1r® ul - (2ar2 P (g ©}.
1 l

+I'

Multiplying F by r2 and dividing it by g +g°" gives the FOC as
0=G(r)+G*(r,g where G*(r) =r2F(r)/F(r) etc. A calculation shows* G*¢(u,1)
=0 and
2r gZ/(2+r)
G = (ar)3 (g2 (097

sothat (r 2Ing)G**; ® Oasg® landr ® ¥.Thusasg® landr ® ¥,
2L PEN (g @= o o O

(2+1)? (2+r)? [r 2In@](G'r+G**r)
by the condition of b). This showsthat g= 1 is stable by (A10) and (A12).

® 0

Proof of Remark 2.

a) and b) are straight forward.

c)ForC',C"< C,considerr'=r*(C),r"=r*(C"),r'<r". Theideaisto go fromr ",

C'tor™", C"; thelimit of Dr /DC will give dr */dC. Break themove into r ',C' to r ',C" and

thenr',C" tor ",C". Thefirst and second moves give approximately

[- F(r',C"),/C"(C"-C") and [Fc(r',C")/C"][r *(C")-r *(C")]. Since the sum of the

changesin F/C is zero we have
dL* lim r'(c)-r’(C)

- lim Hr *(C),C")/C" _F(r*(C"),C")/C
dc cec  C'-C  cec F(r*(C)C)  FE((C)C)
which provesthefirst part.
To prove the second part suppose that thereisa ¥ suchthat r *(C)£ T for al C < C.

Notethat ifrq> T then
F(F.C)/C=F(r,.C)/ C=S>Fr,C)/ C=[FF,C)/T] +}§[F,(r.6) /Clar,

where theintegral is positive and bounded away from zero since F(r,C ) > 0 for all r.
On the other hand, the existence of f(F(r,C)/C)fIC atr = T, C =C implies that
F(T ,C)/C approaches F(T,C)/C as C approaches C which contradicts the previous
line. This proves the second part.
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Proof of Proposition 6. Just as in proposition 1, the first order conditions can be solved
for | =g(gr) which does not depend on C. In the same way as before the maximand can

then be written as

ée1
gl+g
Thefirst order condition isthen
H F/ C+HF, /C=00 HF+HF, =0.

First let C be interpreted as Cp, then the first order condition is independent of C by
Remark 1. Next let C be interpreted as Ce so that the conditions (9) are imposed on F.
Thenifr >r*(C) orr =r*(C) and wetake the limit of the derivitive of the maximand
as r approaches r *(C) from the right, we have that F, = F,= 0 and that F/C is

independent of C. If r <r*(C) orifr =r*(C) andr approachesr *(C) from the left Fc
=Fcr= F.= F4 =0. Thusin both cases the first order condition is, again, independent

(g(g,r))-r s 9 U HrO/C, H(r,g)F(r,C)/ C.

H(g,r)° 1+g¥§ G(g(g’r )’1)

of C. Thisprovesthefirst statement.
To prove the second, note that A
M=—— Frc)yC ™oLk /c-FICY).
G(a(gr).1) iC G
Let C beinterpreted as Cp, then ‘ﬂl\7| /1C <0 by Remark 1. Next let C beinterpreted as Ce
so that conditions (9) hold. ﬂl\7l MC<O0ifr <r*(C) orifr =r*(C) and the partid is
taken from theright sincethen Fc = F. = 0.11 Otherwise M /IC = 0 since Fc = Fe =

F/C. Since | isi ndependent of C, the same statements hold for ‘HI: /C.
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a) Possible Isoquant Shift

b) Impossible | soquant Shift
Figure 1.
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Figure 2. The Phase Diagram for Model of Equations (6) and (7).
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