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ABSTRACT

Indeterminacy in a Small Open Economy Ramsey Growth Model*

This Paper presents a small open economy version of the Benhabib and
Farmer [2] two-sector optimal growth model with production externalities. It is
shown that indeterminacy is considerably easier to obtain under a regime of
perfect world capital markets than in the closed economy variant.
Furthermore, the result is not dependent on high labour supply elasticity since
that input is fixed. The Paper also examines a variant that takes into account
external borrowing constraints and it is shown that the qualitative results on
indeterminacy remain basically unaffected by this extension.
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NON-TECHNICAL SUMMARY

Economic policy advice periodically urges less-developed and developing
countries to lift trade barriers and actively engage in international trade. The
underlying reasoning for this recommendation is perhaps as old as the
Economics discipline and stresses of one of its most central statements.
Nevertheless, a number of countries (or their leaders) remain resistant to this
advice or, as in the case of some Asian leaders, try to blame internationally
operating investors for experienced turmoil. The present Paper reflects on the
suitability of policy switching towards the opening up of markets. In particular,
we show that economies which have adopted unlimited international trading
may in fact find themselves in a conundrum of a different kind: international
capital movements and trading may have important implications of belief
formation on the fragility of an economy. That is, economies may be subject to
fluctuations that are purely consequential to self-fulfilling expectations.

Recent advances in macroeconomics have highlighted the importance of such
self-fulfilling prophecies in explaining economic instability. Models identified
with this ‘indeterminacy literature’ are able to account for business cycles and
other macroeconomic phenomena without having to rely on shocks to
fundamentals. In fact, this multiplicity of solution arises in otherwise perfectly
working market-clearing rational expectation environments. Thus, crowd
behaviour and turbulent markets endogenously originate from optimizing
behaviour. Furthermore, it has been demonstrated that the occurrence of
indeterminacy is not restricted to assumptions that are a priori unrealistic.
Moreover, very recent empirical work has demonstrated that aggregate scale
economies are perhaps increasing but close to constant. These estimated
values are simply too low, however, to give a number of existing
indeterminacy models a sufficient empirical foundation.

In this context, the intent of this Paper is to develop a two-sector open
economy model with sector-specific externalities in production. It is shown that
indeterminacy is obtained not only at lower returns to scale than in the closed
economy case but also at insignificant levels thereof. The reason for
indeterminacy in the present model is that perfect capital markets allow the
smoothing of consumption via international lending and borrowing at the world
interest rate. Accordingly, the implied irrelevance of utility curvature makes it
easier to construct alternative investment paths – the need to curtail
consumption as a consequence of investment bunching disappears.
Indeterminacy still arises from a correct path of prices in the presence of
externalities; however, these can be minimal in size. Unlike the closed
economy variant, the desire to smooth consumption must not be offset by a
sufficient amount of increasing returns.

The assumption of a constant external interest rate can be justified as long as
the country is small compared to the world market. However, there are many



situations where the rate of interest does depend on the amount of debt. We
shall therefore also consider an open economy that faces an imperfect capital
market. It will be shown that our qualitative results remain unchanged even
when the economy is facing constraint lending: indeterminacy is possible at
essentially constant returns to scale.
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Figure 4

Figure 5
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