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APPENDIX A: INTRODUCTION

IN THIS ONLINE APPENDIX, we report the detailed derivations for our baseline model
with a single traded sector from Section 2 of the paper.

APPENDIX B: BASELINE DYNAMIC SPATIAL MODEL

The model environment is summarized in Table I in the paper. We begin by providing
additional derivations for capital accumulation decisions.

B.1. Capital Accumulation

Combining landlords’ intertemporal utility (5) and budget constraint (6), the landlord’s
intertemporal optimization problem is

b))
otz SZB -1y
subject to pich 4+ pi(kier — (1 — 8)ky) = riki. (B.1)
LEMMA—Lemma 1 in the Paper: We denote R, =1 — & + r;,/ pi, as the gross return on

capital. The optimal consumption of location i’s landlords satisfies c;; = s;; Rk, where s;; is
defined recursively as

v-1 _1
- - Ty \Y
tl =1+ Bw(]Ef[Ritilgil:r/l]) .
Landlord’s optimal saving and investment satisfies k.1 = (1 — s/ )Ry k.

PROOF: For notational simplicity, we drop the locational subscript. Consider a landlord
facing linear returns R, on wealth k, for all z. Let v(k,; ¢) denote the value function at time
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t; we can rewrite the landlord’s consumption-saving problem recursively as

1-1/¢
U(kt; t) (c;n}c?f] 1 L n + BEtU(kt+l; r+ 1) s.t. ¢+ ki =Rk,

where, with a slight abuse of notation, we denote landlord consumption as ¢ instead of
c* for the purpose of this proof. We guess and verify that there exists a;, s, such that
v(k;t) = M, and that optimal ¢, = ,R,k,.

1=1/4¢
Q10 g1

Under the conjecture, v, (k,; t) = =y , we set up the Lagrangian as

cl 1/¢

,Ct 1_1/¢+B]E U(kﬁl,t‘f‘l)-Ff,[Rk —C; — l+1]-

The first-order conditions imply

{c:} Ct_l/dl =&,
(ki & =Bk {"Efa; )" R
Hence,

= Bk E[a "R (B.2)

t+1

The envelope condition v, (k,; t) = &R, implies
aVWRITW Y = ¢7VYR,. (B.3)
Substituting our guess that ¢, = s,R,k, into the envelope condition (B.3), we obtain
a7V =s,.

The budget constraint implies k.., = (1 — s;)R,k,, and substituting this result into (B.2),
we get
so= B Efa "R (=)

_ 20 T — [
— g11=1+Bd [RH‘—II t+11/w]‘ Q(gg)

In the special case of logarithmic flow utility (¢ = 1), landlord’s optimal consumption
and saving rate is independent of future returns to capital, and s, = (1 — B) for all ¢, as in
Moll (2014).

B.2. Existence and Uniqueness (Proof of Proposition 1 in the Paper)

We now use the system of general equilibrium equations (10)—(16) in the paper to char-
acterize the existence and uniqueness of a deterministic steady-state equilibrium with
time-invariant fundamentals {z;, b;, 7;, k,;} and endogenous variables {v}, w;, R}, €}, k;}.
Given these time-invariant fundamentals, we can drop the expectation over future funda-

mentals, such that E, 0", =v?*

gt+1 — Vgt+1*
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B.2.1. Capital Labor Ratio

In steady state, k;,1 = k;, = k*, Ci1 = =ck =¥, and s,y = s;, = 57, which implies 1 —

s’ = B. Using these results and the capital accumulation condition in equation (11) in the
paper, we can solve for the steady-state capital-labor ratio:
ki _ B 1 —pw;

¢TI-BU-5) u B

(B.5)

B.2.2. Price Index

Using this result for the steady-state capital-labor ratio, we can rewrite the price index
in equation (10) in the paper as follows:

N
=D Faw) " ()",
i=1

1—-B(1—8)\ """ -
§ = <%> s Tni = (Tni/zi)_e-

B.2.3. Goods Market Clearing Condition

Using this result for the steady-state capital-labor ratio, we can also rewrite the goods
market clearing condition in equation (12) in the paper as follows:

(B.6)

N
E*( )1+9M ?)9(1—#) — Z §?n,(p:)9w:£:, (B.7)

B.2.4. Value Function
The value function in equation (14) in the paper can be rewritten as follows:
pr)=(5) o o= pren(Rr)
exp( l=—=) ¢, b= ) Kgexpl =v). (B.8)
p j2 Z;g p ¢

Using this solution in the definition of ¢, immediately above, we have
-8B/ B/
}:Qn ?(wp)™" k. (B.9)

B.2.5. Population Flow Condition
The population flow condition in equation (15) in the paper can be rewritten as follows:

N

N
Z glexp< “’*)qbi‘lﬁj‘, ¢i52%m,~exp<§v;‘;*>.
m=1

=1
Now using the value function result (B.8) above, we have

N

(Pe)"" (wp) b = Y Rastih (B.10)

i=1
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B.2.6. System of Equations

Collectmg together these results, the steady-state equilibrium of the model {p}, w
£¥, @7} can be expressed as the solution to the following system of equations:

i ’

erm T ) ™™, (B.11)
N
()" (wn) e =S Falpy) wie (B.12)
n=1
N
()" (wp) e (97) " =D Rl (1) (B.13)

(B.14)
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where we have the following definitions:

(1 — &)\ 00w
g = (#) ) ’Fni = (Tni/zi)765

b; ka eXp( ) Rin = (rcia/DP) ™"

We now provide a sufficient condition for the existence of a unique steady-state equi-
librium in terms of the properties of a coefficient matrix (4) of model parameters
{, 6, B, p, u, 8} following the approach of Allen, Arkolakis, and Li (2020).

ProPOSITION—EXxistence and Uniqueness (Proposition 1 in the Paper): A sufficient
condition for the existence of a unique steady-state spatial distribution of economic activity
{€:, k:,wi, R, vi} (up to a choice of units) given time-invariant locational fundamentals
{z}, b}, 7, m} is that the spectral radius of a coefficient matrix (A) of model parameters
{, 0, B, p, i, 8} is less than or equal to one.

PROOF: We begin by deriving the sufficient condition for the existence a unique steady-
state spatial distribution of economic activity {¢%, k%, w?, R}, vi}. The exponents on the

variables on the left-hand side of the system of equations (B.11)—(B.14) can be repre-
sented as the following matrix:

—0 0 0 o

Az | f0=p) (A+6p) 1 0
| B/p -B/p 1 -B

0 0 0 1
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The exponents on the variables on the right-hand side of the system of equations (B.11)—
(B.14) can be represented as the following matrix:

—-0(1—pw) —6u 0 O

r 9 1 1 0
- 0 0 1 -1
—B/p B/p 0 P

Let A = |’A™'| and denote the spectral radius (eigenvalue with the largest absolute value)
of this matrix by p(4). From Theorem 1 in Allen, Arkolakis, and Li (2020), a sufficient
condition for the existence of a unique equilibrium (up to a choice of units) is p(A4) < 1.
We next derive a sharper sufﬁcient condition for the case of quasi—symrnetric trade and
migration costs: 7,, = 75, 7/7> and k;, = K}, K‘k?, where 7, = 7, and k!, = k%, as assumed

in our empirical application. In this case of quasi- symmetrlc trade and migration costs, we
can rewrite the system of equations (B.11)—(B.14) as follows:

Z anNan qn > (B']‘S)

p?71q11+eﬂg ZTNL Z z lqn n» (B'16)
N

g (%) =Y R Rl (B.17)
n=1
N

$i(R) =D R, RGP PE. (B.18)

From equation (B.18), we know

- i Rt 31
n=1 (bl(’k‘ld)

Multiply the left-hand side of equation (B.17) by Y | %, and move (R¢)~'¢;” x

g, "'” to the right-hand side to obtain

i RLRah on, _ Z Rk orar”
| n
= oe®) T )

URY/ b Ridlal”
. - .
~ ~d ~ ~,
> R R b Zx;xzq/wf
n=1 n=

—
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6%/
Lety; = SV R il ion

n 1 mz”;’l/(b”

then

EK/(b 271 ZK/¢na

~c g B Blp s e B/
de)i Zlejanzqn P

By the Perron-Frobenius theorem, ¢,K¢/¢; = x?fqbiﬁ qiﬁ /? for some constant x. Since the

scale of ¢; is not pinned down by the system of equations—if {¢;} is part of a solution to

the system of equations, so is {2¢;}—we can without loss of generality set x = 1. Hence,
=% (x{)" LpIPgP. (B.19)

1 l

Now we use the same strategy to reduce equations (B.15) and (B.16) down to one. Rewrite
equation (B.15) as

_ Tm npn qn
-y B
o

Substitute (B.15) into equation (B.16), then multiply the left-hand side by Y~ m:

n=l prfGEH-!

N ~s ~b
Z in nHIZn )q_nl pi—lql1+9#«+3/ﬂ¢1+ﬁ(?f)) 1~c "'d Z T p! ¢1+B +B/P”‘<’fl("‘<’ﬁ)7l
n=1 pz i

~ 1+B/ 1+B~c (~d ~ph —0 —0
Tquz qz p¢ C( ) _ Thpl OQI g

—
me Tap 2"¢l*361,',“’/”?2(?5)71 ZTM 7p, q, "
Now let ¢; = > ;;;p;f;if;;;ffﬁ (i e . We know
?;iapl C],+B/p¢1+6~c ~d Z¢17m Fp 371 ¢1L+/3q’11+3/p'~<42(?i)71’
;g™ Zwm o0 q, "
Again by the Perron-Frobenius theorem, 7 p’~'q/**/* ¢ PRe(R4)~! = y70 p7oq; ™ for

some constant y. Since p; is a nominal Varlable we can without loss of generality set
y = 1. Hence,
+B/Pd)|+,3~a~c(~d)_1(~b) 1 pfo —0u

1 KI Tl ql

P,

1+B/p+9u _plB

= p'=q ¢ e, (B.20)

o~ b
where e; = (7/k¢(d?) 1 (70) ) .
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Now substitute (B.19) and (B.20) into (B.15) and (B.18):

N
1+B/p+6p 1+8 1+B/p+6p 1+8
—0—15" 0155 ~g\ —1 ~ ~p 0, —07 g
1-20 126 a _ s ~b 1-26 126
i d)i €; (Ti ) - Tinan” d)n €,

n=1
N

bi(k!) " =Y R R G HE
n=1

We now have two sets of equations in two sets of endogenous variables g;, ¢;. We now
again apply Theorem 1 in Allen, Arkolakis, and Li (2020) for this system of two equations:

__01+9/_L+ﬁ/p _61+B
A= 1-26 1-26 |,
0 1
_pitOntBlp 1B
r= 1-26 B 120 |,
B/p B
B+p+up— ppb ppb(B +1)
= -1 = B+ p+upb B+p+upb
A=[PAZ=11 "ge-T) CUBBEY
6(B+ p+ upb) B+p+upb Q.E.D.

A sufficient condition for a unique equilibrium is again that the spectral radius of 4 is
less than or equal to one (p(A4) < 1), which is satisfied for our baseline parameter values
and symmetric trade and migration costs in our empirical application.

B.3. Dynamic Exact-Hat Algebra (Proof of Proposition 2 in the Paper)

Given an initial allocation of the economy ({l}Y,, {kio}~,, {ka}Y 1,{qu}fl\f 1>

{D,i -1}, 1), and an anticipated sequence of changes in fundamentals, {{Z;}Y, {b;/}Y,,
{i-ij,}f,vjzl , {fkij,}ff’].:l}j’il, the sol‘ution to the‘ sequential equilibrium in time differences solves
the following system of nonlinear equations:

I;tgt+2/ (kgiH—l)l/p
N

Z Dimt l:lmt+2/(kmit+1)]/lJ
m=1

Digt+1 =

b

B

. B/ N
. : Witr1 \° . . 1
Ujp1 = (bit+1 . E Digtugt+2/('<gi:+1)” >
g=1

Dit+1

N -1/60
. _ S . . l' k 1-u 2 —0
pzt+1 - imt (Tlmt+1 Wyt +1 ( ml+1/ mt+l) /th+l) )

m=1

N
th+1 = E Digtgih
i=1
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N
. . Snitt1 Wnelne . .
Wi li1 = -~ Waet1lnes1s

n=1
E SkirWirlice

k=1
. . l' ].C 1—-p s —0
. (Tmt+1wtt+1( tH—l/ tH—l) /ZlH-l)
Snil+1 = 5
. . l ].{ 1-p 2 —0
ankt(Tnkt+1wkz+]( ker1/Kieir) /Zkz+l)
k=1
g1 Sit
Sit+1 = BlpRit+l 1 —s s
it

ki[+1 == (1 - git)Ritkil:

(Rit - (1 - 8)) = M(Ritﬂ - (1 - 5)),

Witt1tir+1

where we define u; = exp(%v}‘;),1 and we use a dot above a variable to denote a time

difference: ;.1 = x;41/x;. Note that the solution to this system of equations does not

require information on the level of fundamentals, {{z; }L, {bi},, {7y} im1> {Kicdh i1 Y20

B.4. Linearization
We now derive our main linearization results for the comparative statics of the econ-
omy’s steady state and its transition path.
B.4.1. Comparative Statics

Expenditure Shares. Totally differentiating expenditure shares (s,,), we get
N
dInS,; = 0(2 SupedIn p,u, —din pm»,>. (B.21)
h=1

Prices. 'Totally differentiating the pricing rule from equation (2) in the paper, using
equation (9) in the paper, we have

dIn p; = dIn 7, +dInw, — (1 — w)dIn y; — dIn z,. (B.22)

Price Indices. Totally differentiating the price index in equation (4) in the paper, we
have

N
dIn pu =" Sy A1 Py (B.23)

m=1

!Note that we express the set of equilibrium conditions in terms of transformed worker utility u;, =
exp(%v}‘[), whereas in Caliendo, Dvorkin, and Parro (2019), the equilibrium conditions are expressed in terms
of exp(v¥).
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Real Income. Totally differentiating real income, we have

N
dln<ﬂ> —dinw, =Y Sym[dIn 7y +dlnw,, — (1 - p)dlny,, —dlnz,]. (B24)
Dit

m=1

Migration Shares. Totally differentiating the outmigration share in equation (16) in the
paper, we get

1 N
dlIlDigt = ; |:(B]E, dvgt+1 —dln Kgit) — ZDiht(BEt dvhH—l —dIn Khit)} . (BZS)

h=1

Goods Market Clearing. Totally differentiating the goods market clearing condition
from equation (12) in the paper, and using equations (B.21) and (B.22), we have

N

[dInw; +dIn¢;] = [Z T (dInw,, +dIne,,)

n=1

N N
+ 6 Z Z TsSmi (d In 7, + dInw,,

n=1 m=1

- (1 - /"L) dIn x,,, —dlIn th) (B26)

N
— GZ T,~,,f(dln7'nit +dlnw;, — (1 —p)dlny; — dlnz,»t):|,

n=1

_ Sm'twntzm
Ti=——7".
Wil

Population Flow. Totally differentiating the population flow condition in equation (15)
in the paper we have

N
1
dInte1 =) Eg |:d Ine, + p (BE dvgyy —dInk,

i=1

N
— > Dini(BE, dvypy — dlIn Km,-,))} . (B.27)

m=1

Value Function. Totally differentiating the value function, we have
1
dv,-, = —5 dlnS,-it +dIn Wjr — dlnpii, +dIn bit + B]El dvihq — pdlnDii,.

Using the total derivatives of dIn S;;, and dIn D;;, in this expression for dv;, above, we have

N
dvit = |:d In wj; — Z Simt dIn Dime

m=1

N
+dInb; + ZDimt(ﬁEt dv,,1 —dln Kmil):| s

m=1
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where we have used dIn k; = 0. Using the total derivative of the pricing rule (B.22), we
can rewrite this derivative of the value function as follows:

N
dv, = |:d Inw;, — ZS,-mt(d In 7y + dInw,, — (1 — ) dIn x,, — dInz,,)

m=1

N
+dInb; + Y Dip(BE dvyis — dln K,,,,,)} . (B.28)

m=1

B.4.2. Steady-State Sufficient Statistics

Suppose that the economy starts from an initial steady state with constant values
of the endogenous variables: k1 = ki = Kk, Ly = €y = £, Wi, = wj, = w;, and
v;,, = Vj, = vf, where we use an asterisk to denote a steady-state value, and drop the
time subscript for the remainder of this subsection, since we are concerned with steady
states. We consider small shocks to productivity (dlnz) and amenities (dInd) in each
location, holding constant the economy’s aggregate labor endowment (dIn¢ = 0), trade
costs (dIln+ = 0), and commuting costs (dInx = 0).

Capital Accumulation. From the capital accumulation equation (11) in the paper, the
steady-state stock of capital solves

(1-B-®)x;=(1-B(1 - 6)) Lo ik

koD
dln)(jzdln(w—i)
bi

Using the total derivative of real income (B.24) above, this becomes

Totally differentiating, we have

N
diny; =dlnw; - Y "S;, [dlnw}, — (1 — w)dInx;, — dInz,],

m=1
where we have used and dIn 7,,, = 0. This relationship has the matrix representation:
(I—(1—M)S)dlnx*z(I—S)dlnw*+Sdlnz. (B.29)

Goods Market Clearing. The total derivative of the goods market clearing condition
(B.26) has the following matrix representation:

dinw, +dIn¢, =T(dlnw, +dIn¢,) + 6(TS — I)(dInw, — (1 — ) dInx, — dInz),
where we have used dIn 7 = 0. We can rewrite this relationship as
[I-T+6(—-TS)|dlnw,=—(I—T)dIng +6(I —TS)(dInz+ (1 —p)dIny,).
In steady state, we have
[I-T+6(—-TS)|dnw*
=[-(I —T)dIne*+6(I — TS)(dInz + (1 — u)dInx*)]. (B.30)
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Population Flow. The total derivative of the population flow condition (B.27) has the
following matrix representation:

dinf,,,=EdIn¢, + E(I — ED)dv,y,.
p
In steady state, we have
ding*=EdIn¢* + E(I—ED) dv*. (B.31)
p

Value Function. The total derivative of the value function (B.28) has the following
matrix representation:
dv, = —S)dlnw, + S(dInz+ (1 — p)dInx,) + dInd + BD dv,y,
where we have used dln7 = dInk = 0. In steady state, we have

dv*=(I - S)dlnw* + S(dInz+ (1 — w)dInx*) +dInb + D dv*. (B.32)

System of Steady-State Equations. Collecting together the system of steady-state equa-
tions, we have

diny* = (I — (1-w)S)" (I — S)dInw* + SdInz), (B.33)
dinw* = (I - T+ 6(I - TS))™

x (—(I—T)dIne*+ I —TS)6(dInz + (1 — p)dIn x*)), (B.34)
ding* = g(z — E)"'(I - ED) dv", (B.35)

dv* = (I — BD) {dInw* — S(dInw* —dInz — (1 — w)dInx*) +dInb}.(B.36)

B.4.3. Steady-State Elasticities

We now use equation (B.33) to substitute for dln x* in the value function (B.36) to
obtain

dv*=(I — BD) '{dInw* — S(dInw* —dInz — (1 — w)dIn x*) + dIn b}

= -BD) ' {(I—-S)dlnw* + SdInz+ S(1 — w)dIn x* +dInb}

—(I—BD) " (I+S(1—p)(I—(1—p)S) )[(I—-S)dinw* +SdInz+dInb]

— (I —BD) '[dInb+ (I - (1-w)S) (I —S)dInw* +SdInz)]. (B.37)

We now use equation (B.33) to substitute for dIn x* in the wage equation (B.34) to obtain
(I-T+6(I-TS))dlnw*
=—I—-T)dIne*+ (I —TS)6(dInz + (1 —p)dInyx*),

(I-T+6(I-TS))dlnw*
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=[-(I -T)dIn¢* + (I - TS)fdInz
+(I—=TS)0(1 —w)(I — (1—pw)S)” (I - S)dInw* + SdInz)],
(I-T+6(I—TS))dInw*
—[-(I - T)dIne* + (I —TS)6(I + (I — (1 —p)S)" (1 - w)S)dlInz
+ (I =T$)0(1—p)(I— (1 - wS) (I = S)dInw"],
(I-T+6(—-TS))dnw*
= —(I-T)dIng* + (I —TS)6(dInz + (1 — ) dx*)
=—(I—-T)dIng* + (I — TS)6dlnz
+(I—TS)0(1 — ) (I — (1 — )S) " ((I - S)dInw* + Sdinz)
= —(I-T)dIne" + (I —TS)O(I + (I — (1 —p)S)" (1—p)S)dinz
+(I-TS)0(1 —w)(I— (1 —w)S) " (I —S)dInw*
(I—T+0(I—-TS)(I—(1—p)(I-(1—-p)S) (I-S5))dnw*
= —(I-T)dIng* + (I — TS)(I — (1 - w)S) " dlnz,
(I—T+60(I—-TS)((I—-(1-w)S)" —(1—p)(I-(1—-p)s)"))dnw’
=—(I—T)dIne* + (I — TS)(I — (1—w)S) " dlng,
(I—T+6(I—-TS)u(I—(1-pw)S) )dnw*
= —(I-T)dIng* +6(I —TS)(I — (1 —w)S) ' dlnz. (B.38)

Collecting together the capital accumulation equation (B.33), the population equation
(B.35), the value function (B.37), and the wage equation (B.38), we have

dv* = (I — D) [dInb+ (I — (1 - w)S)” (I - S)dInw* + SdInz)], (B.39)

dinw* =[I =T+ 6(I — TS)u(I — (1—w)S) | '[-(I — T)dIne*

+0(I—TS)(I—(1—p)S) dinz], (B.40)
diny* = (I—(1-wS) [ -S)dInw* + SdInz], (B.41)
dlne* = g(z — E)"'(I - ED)dv". (B.42)

We now show that we can further simplify this system of equations. We begin by defining
the following composite matrices:

G=(I-E)'(I-ED)I-pBD)™",

0=(-(1-ws)", (B.43)
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M=(TS-1I),
which implies the following relationships:

I+(1—-p)SO=0,
I-1-pw)o(I—-8)=1+(1—-wn)0S—(1—pn)0=pno.

Using these definitions and relationships, we can rewrite the wage equation (B.40) as

(I-T-6M)dInw*

=—(I—T)dIne* — 0M[dInz+ (1 — w)O(I — S)dInw* + (1 — p)0SdInz],
[I-T—-6M(I—-(1—-p)OI—-S))]dlnw*

=—I—-T)dIn¢*—6MOdInz,
dinw* =[I =T+ 6(I = TS)u(I — (1 - N)S)" | [~ - T)dIne*

+0(I—TS)(I — (1—p)S) " ding],

dinw*=[I-T - 6uMO]'[-(I — T)dIn¢* — MO dInz]. (B.44)

Using the value function (B.39), we can rewrite the employment equation (B.42) as
dlne* = E(I —E)'(I-ED)(I-8D)™"
p

x [dInb + (I — (1—w)S) " [(I - S)dInw* + SdInz]].

Using the capital accumulation equation (B.41) and our definitions (B.43), we can further
rewrite this employment equation as

dine* = P G[diny + dinb). (B.45)
p

Using the definitions (B.43), we can rewrite the capital accumulation equation (B.41) as
follows:

dlny* = 0[(1 —SI—-T - 0M,u0)_1<—(1 — T)EG[dlnX* +dInb] — 0M0dlnz>
P
+Sdlnz},

[1 +0(I—-8S)(I—T—6Mu0)™ (I - T)%Gj| dln y*
=[[0S - 60 —S)(I—T — 6MpO)'MO]dInz

—0(I—-8S)(I—-T—6Mupo)'(I — T)%Gdln b]. (B.46)
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We thus obtain the following representation of the steady-state elasticity of the endoge-
nous variables in each location with respect to a shock in any location (omitted from the
paper for brevity).

PROPOSITION A.1: The general equilibrium response of the steady-state distribution of
economic activity {w?, v}, €%, k*} to small productivity (d1n z) and amenity shocks (dInb) is
uniquely determined by the matrices {L*, K™, W=, V= L" K", W", V"*\, which depend
solely on the structural parameters {is, 0, B, p, u, 8} and the observed matrices of expenditure
shares (S), income shares (T), outmigration shares (D), and inmigration shares (E):

dlne L™ L
dlnk* K~ K"
dinw | = [ w= | dInz+ Wh dInb. (B.47)
dInv* |48 |

PROOF: The proposition follows from the value function (B.39), wage equation (B.44),
population equation (B.45), and capital-labor equation (B.46). In particular, from the
population equation (B.45) and the capital-labor equation (B.46), we have

-1
L* = EG[I +0(I—-S8)I—T—6Mp0) (I — T)EG]

P P

x (0S—60(I—S8)(I—T - 6Mp0)'MO),

-1
L = EG - EG[I +0(I—-8S)(I—-T—6MpO) (I - T)EG]
P P P
x O(I—8)(I—T — 6Mu0)™'(I — T)EG.
p

From the capital-labor equation (B.46) and population equation (B.45), we have

K= = [1+ EG] [1+ oI —-8SI—-T—-6Mu0)'(I - T)EG}l
P p
x (0S —00(1—8)(I—-T —6Mp0)"'MO),
K™ =L" - [1 +0(I—-S)I—T—-6Mupo) (I — T)%G]_l
x O(I—S)(I—T - 0Mp0) (I - T)%G.

From the wage equation (B.44) and population equation (B.45), we have
W#*=[I-T-6MuO]'[-(I - T)L*™ — 6MO],
Wr=[I-T—-60MuO]'[-(I — T)L™].

From the value function (B.39) and the wage equation (B.44), we have

V== - BD) " (I—(1—p)S) [(I-S)W+5],
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VP =(I—-BD)"' + (I —BD) (I —(1—wS) " (I-S)W".

Note that the matrices of steady-state elasticities {L*, K**, W=, V=, L**, K>, wW"*, V"*}
are linear combinations of the structural parameters {¥, 0, B, p, u, 6} and the observed
matrices of expenditure shares (S), income shares (T'), outmigration shares (D), and in-
migration shares (E). Therefore, the steady-state changes in the endogenous variables
{w?, vf, £;, k7} in response to productivity and amenity shocks are unique (up to a choice

of numeraire for wages). Q.E.D.

As the expenditure shares () and income shares (T) are homogeneous of degree zero

in factor prices, we require a numeraire in order for solve for changes in wages. We choose
. . . N N _

the total labor income of all locations as our numeraire () ,_, wili => " g =q=1),

which implies g*dIng* =YV g dIngr = Y~ qf% =YV dgr =0, where ¢* is a row
vector of the steady-state labor income of each location. Similarly, the outmigration
shares (D) and inmigration shares (E) are homogeneous of degree zero in the total pop-
ulation of all locations, which requires a choice of units to solve for population levels. We
solve for population shares, imposing the requirement that the population shares sum to
one: Y r, ¢; =€ =1, which implies £*dIn£* =YV ¢dIn¢: =0, where £ is a row vector
of the steady-state population of each location.

B.4.4. Derivations of the Linearized Equilibrium Conditions

We suppose that we observe the initial values of the state variables (£, ko) and the trade
and migration share matrices (S, T, D, E) at time ¢ = 0, which need not correspond to
a steady state of the model. Throughout the following, we use a tilde above a variable to
denote a log deviation from the steady state implied by the initial fundamentals (the “ini-
tial steady state”), such that ;1 = In y;.1 — In x7, for all variables except for the worker
value function v;.; with a slight abuse of notation, we use v;, = v;, — v} to denote the devia-
tion in levels for the worker value function. We consider stochastic shocks to productivity
(dInz,) and amenities (dIn b,) in each location, holding constant the economy’s aggregate
labor endowment (dIn ¢ = 0), trade costs (dIn7, = 0), and commuting costs (dIn &, = 0).

Population Flow (equation (20) in the Paper). The total derivative of the population
flow condition (B.27) relative to the initial steady state has the following matrix represen-
tation:

C1=EC, + g(z — ED)E,T,,,. (B.48)
Capital Accumulation (equation (18) in the Paper). Note that in a deterministic steady

state, BR* =1, and s* ! =1 + B¥(R*)¥~'s*~!, thereby implying s* = 1 — B. We now lin-
earize (B.4) relative to the deterministic steady state (let ¥, =Inx, — Inx*),

14+ B (R (R /RY)" s,
1+ .39;:1

s~ —E,In

1+ 1L(Rt+1/R*)lpi1 (9«'t+1/9*)71
= —E, In — B
1+p/(1-pB)
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~ B n(1+ B((Rea/RY)" = 1)+ B((s01/57) " — 1))
=BES — (¥ — 1)BER,,1,

a=zz+§z+§=/zz+§t - (‘p_ 1)Et2ﬁsﬁt+sa
s=1

- 1-8

kl+]=%t+kt+(1_9t)=%t+ﬁt_ §

=k +R + %(w —DE, Y BRi. (B.49)

s=1

We now derive TLH. Note R;, =1 — 6 + r;;/ pir, and we know in steady state B(1 — 6 +
r*/p*)=1and r*/p*=B~' + 8 — 1. Thus,

1—5+rit/Piz)
1-064+r"/p*

=In(B(1 =8 +7r (ru/r" =1+ 1)(p""(p*/ P — 1+ 1))))
~In(1+ Br/p*((ru/r" = 1)+ (p*'(p"/ pu — 1)))) = Br*/ p* (Fie — D)
=1 =B =0)(7— pu) = (1 = B(1 = 8)) (Wi — Pir = Xir) (B.50)

where we have used x;; = k;;/¢;; and r;, = ]’T"wi,ﬁi,/k,-,. Note (B.49) and (B.50) imply

ﬁ[t = ln(

ki =k +(1-B(1-8))
N o~ o~ 1-8 N e ~ ~
X (wt — P~ Xt) + T(lv[] - 1)Et218 (wt+s “Pis — Xz+s) : (B51)
s=1
Value Function (equation (21) in the Paper). The total derivative of the value function
(B.28) relative to the initial steady state has the following matrix representation:
"l;t - 17)[ - ﬁt + Zt + BDEt‘i;t+l' (B.52)
Goods Market Clearing (equation (19) in the Paper). The total derivative of the goods
market clearing condition (B.26) relative to the initial steady state has the following ma-
trix representation:
i, + £ = T(, + &) + 6(TS — 1)(, — (1 - W ~ %),
where we have used dIn 7 = 0. We can rewrite this relationship as
[I-T+0(I—TS)]@,=[—I-T)&+ 6 -TS)(Z +(1-wx)] (B.53)

Price Index (equation (17) in the Paper). We obtain the equation (17) by substituting
(B.22) into (B.23) and stack into a matrix to obtain

B, =S(® -7 — (1—p)(k — £,)). (B.54)
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System of Equations for Transition Dynamics Relative to the Initial Steady State. Col-
lecting together capital dynamics (B.51), goods market clearing (B.53), the population
flow condition (B.48), the value function (B.52), and the price index equation (B.54), the
system of equations for the transition dynamics relative to the initial steady state is

kii=k +(1—B(1—8) (W —p, —k +E)

1- e . =~
+ (1 —B(1 - 6))TB(¢ - DE, ZBS(wl+S — Do —kips + L), (B.S5)

s=1

W=[I-T+0I—-TS)] [-I-T)t+6(I-TS)(Z +(1—-w5i)], (B.S56)

C=EC, + g(l — ED)E%,41, (B.57)
%= — 8)iW, + 8%+ (1 — w)SX. + b, + BDE, 1, (B.58)
po=8(® -7 - (1-p)k-2)). (B.59)

B.4.5. Equilibrium Conditions in Terms of the State Variables

We now reexpress the equilibrium conditions (B.55) through (B.59) and solve for the
law of motion of the endogenous state variables (£, and k,). For notational convenience,
we reexpress the state variables as labor and the capital-labor ratio (¢, and x,), but note
that a law of motion for capital can always recovered since k; = ¢; x;;- We begin by using
the wage equation (B.56) to substitute for dInw, in the value function (B.58):

B=[U-S[I-T+6I-TS)] ' [-(I-T)E
+0(I—TS)(Z: + (1 —p)x:)]
+ 8%+ (1 — w)SX, + b, + BDE3,,1],
B=[-I-S)[I-T+6(I-TS)] " (I-T)E (B.60)
+ (=) [S+0I-S)[I-T+6(I-TS)] " (I-TS)]X.
+[S+0UI-S)[I-T+06(I—-TS)] (I-TS)]Z

+ b, + BDE/V,41]
which can be rewritten more compactly as

’i;t = Azt + Bi;t + CEt + 3t + BDEzgtH:
=—(I-S)[I-T+06(I-TS)] (I-T),
» (B.61)
B=(1-w{S+0I-S[I-T+6(I-TS)] I-TS)},

C=S+0I-S)[I-T+6(I-TS)]" (I-TS).
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Iterating equation (B.61) forward in time, we have

T =E, ) (BD) (Aless + BXoss + Chors + bis). (B.62)

s=0

Using equation (B.62) to substitute for v,,, in equation (B.57), we obtain the following
autoregressive representation of the log deviations of population from steady-state value

(£,):

2't+1 - EZ, = |: (I - ED)E, Z(BD) (A£t+x+1 + BXss+1 + CZigsin + bt+s+1):| (B.63)

s=0
Likewise, capital dynamics (B.55) can be rewritten as (noting w, — p, = AL, + Bx,+C%)):

X+l =X, + €+ (1 - B(1 - 8))(4L, + (B - D)X, + CZ))

+(1=p1 =) P -1

X B Y B (Al + (B— DX,y + Ciy)- (B.64)

s=1

B.4.6. Proof of Proposition 3 in the Paper

We suppose that agents learn at time ¢ = 0 about a one-time, unexpected, and perma-
nent change in productivity and amenities from time ¢ = 1 onwards. Under this assump-
tion, we can write the sequence of future fundamentals (productivities and amenities)
relative to the initial level as (Z;, b,) = (Z, b) for t > 1.

PROPOSITION—Transition Path (Proposition 3 in the Paper): There exists a 2N x 2N
transition matrix (P) and a 2N x 2N impact matrix (R) such that the second-order difference
equation system in equation (22) in the paper has a closed-form solution of the form:

¥.1=P% +Rf, fort>0, (B.65)

where X, = [ ] isa 2N x 2N vector of the state variables; f, = [ | is a 2N x 2N vector of the

shocks to ﬁmdamentals and {P, R} are 2N x 2N matrices that depend only on the structural
parameters {5, 6, B, p, u, 8} and the observed trade and migration matrices {S, T, D, E}.

_ PROOF: We prove the proposition using the equivalent representation of €, and X, =
k;— Zt as the state variables, where Y, is the vector of capital-labor ratios in each location.
Since agents expect fundamentals to be constant for all # > 1, we can drop the expectation
signs in equations (B.63) and (B.64) and write (Z,, b,) = (Z, b):

(I —ED)™ (€1 — EL) = f > (BDY (Alisos1 + BXissss + CZ+5),  (B66)

s=0

Xeor + L1 =X, + €+ (1= B(1 - 8)) (4L, + (B - DX, + C7)
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(1= pa-a) L w1

o0

x Y B (AL + (B-DY,,, + C3). (B.67)
s=1
Analogously,
(I = ED) ™ (€2 — Elisa) = f D (BD)(Alssss2 + Biwssa + CZ+ D), (B.68)

s=0

)~(t+2 +Zt+2 = X/H—l +Zl+1 + (1 - :B(l - 8)) (AZIH + (B - I)X/t+1 + CZ)

(- p-9) 5w

X Z B’ (AZ,+S+1 + (B = DXs501 + CZ). (B.69)

s=1

Multiply (B.68) by BD, subtract from (B.66), and rearrange to obtain

BD(I — ED) 0,y = HBD(I —ED)'E+(I—ED)"' — gA}Zm — (I - ED)'EY,
_ EBEM _ chg_ EZ]
p P p

Likewise, multiply (B.69) by B, subtract from (B.67) to obtain
B(X/Hz +Zt+2) = (_I - (1 - :8(1 - 8))A)Zt + (_I - (1 - :8(1 - 6))(3 - I)):\;t
+H(A+BI = (1-B1-8) (¥ —1-BY)(B~ D)X
+((1+ B — (1= B(1L = 8)) (¥ — 1= Bir)A)Esy
—(1-B(1-98))y(1-B)CZ.

Stacking these two, second-order difference equations, we obtain

[BD(I—ED)—1 OHEH}:[YH le} [EH}
BI BI| | Xis2 Yor Yo | Xen

~ B B e~
e, o01[z], |-2c -=I|[Z
“[o o) [;,H_ﬁ;, {;Mb]’ (570

B B

Yy =BD(I - ED)'E+ (I - ED)™" — =4, Y, = —"B,
p p

Y= [(1L+ B+ (1- B - 8)) (W — 1 BY)I - [T - T +6(I - TS)] "I - T)].
Y, = [(1 +:8)I - {(1 - B(l - 5))(‘!’ -1- Blp)
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x [(1=w){S+ 6 —S)[I-T+ 0 -TS)]" (I -T8)} -1]}],
©,=-(I—ED)'E,
Ou=—T+(1-B1—-8)I-S)(I-T+06(I-TS)) (I-T),
Op=-I—(1-p(1-9)

x (1= w){S+ 0T —S)(I-T+6(I-TS)) (I-TS)}-1),

H=y(1—B)(1-B(1—8)[6(I—S)I—-T+6(I—-TS)| ' (I-TS)+S5].

We first conjecture the linear closed-form solution (B.65) and substitute it into the
second-order difference equation (B.70) to obtain a matrix system of quadratic equations.
We next solve this matrix system of quadratic equations and confirm that our conjecture
of a linear closed-form solution is indeed satisfied. Using our conjecture (B.65) in the
system of second-order difference equations (B.70), we obtain

(PP’ —TP-0) [%,] +[(¥P+W¥ -T)R-1I] [ﬂ =0,
- ! Yu Yo
W= [(BD)(IBI ED) [;’I} , TI'= |:Y21 Y22j| , (B.71)
B B
1O 0 | —=C —=I
®:|:®21 ®2zi|’ H=|:_pH 5 :|

For the system (B.71) to have a solution for | )‘;’t ]#0and [%] # 0, we require
WP —-TP-0=0, (B.72)
R=(¥P+W_T)'IL (B.73)

Following Uhlig (1999), we can write this first condition (B.72) as the following gener-
alized eigenvector-eigenvalue problem, where e is a generalized eigenvector and £ is a
generalized eigenvalue of E with respect to A:

EAe=Ee,

r o )
ol el
If e), is a generalized eigenvector and &, is a generalized eigenvalue of = with respect to
A, then e, can be written for some & € X" as

where

|
=)
|

Assuming that the transition matrix has distinct eigenvalues, which we verify empirically,
there are 2N linearly independent generalized eigenvectors (e, ..., ey) and correspond-
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ing stable eigenvalues (&1, ..., &), and the transition matrix (P) is given by
P=0OAQ™,

where A is the diagonal matrix of the 2N eigenvalues and ) is the matrix stacking the cor-
responding 2N eigenvectors {e,}. The impact matrix (R) in the second condition (B.73)
can be recovered using

R=(PYP+WV¥-I)"II,
and our conjecture (B.65) is satisfied. Q.E.D.

B.4.7. Properties of the Transition Path

We now use the eigenvalue-eigenvector representation in Proposition 3 in the paper to
establish some properties of the transition path toward the new steady state.
B.4.8. Convergence Dynamics versus Fundamental Shocks

In particular, we now consider the case in which agents at time ¢ = 0 learn of a perma-
nent change in fundamentals (Z, b) at time ¢ = 1. From Proposition 3 in the paper and

equation (B.65) above, the initial impact of the productivity (Z) and amenity (Z) shocks in
the first period is

37'1 == R‘?

More generally, the impact of these productivity and amenity shocks in period ¢ > 1 is

%1 =P% +Rf = (Z PS) RY. (B.74)
s=0

If the spectral radius of P is less than one, a condition that we verify empirically, the
summation lim, ., >_._, P’ converges, and we can rewrite the impact of the productivity
and amenity shocks in period ¢ > 1 as

¥ = (i})s —~ i P5>R} = (I - P*'Y(I — P)"'RY.
5s=0

s=t+1

From this relationship, the new steady state must satisty

lim % = x*,, — X5 = — P)"'Rf,

initial —
t—00

where (I — P)~'R coincides with the explicit solution for the changes in steady states in
Proposition A.1 in Online Appendix B.4.3:

(I-P)'R= [LZ Lb] :

K° K’

Using Proposition 3 in the paper, we can also decompose the evolution of the spatial
distribution of economic activity across locations into the contributions of convergence
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toward steady state and shocks to fundamentals. In particular, from Proposition 3 in the
paper, we have

X, =PX,_, +RJ},
%1 =PX._,+RSf,
%, = PX, + Rf,
Xo=PX_y,
where the last equation at ¢t = 0 differs from the others, because agents become aware at
time ¢ = 0 of the shock to fundamentals a time ¢ = 1, after they have migrated between

time ¢ = —1 and time ¢ = 0. Taking the difference between the equations for time ¢ and
t — 1, we have

Inx, —Inx,_, =P(Inx,_; —Inx,,) =P '(Inx; —Inx,) = P'(Inxo — Inx_;) + P"lRfN.
Therefore, we have

Inx,—Inx_;=[lnx, —Inx, ]+ [Inx,_; —Inx, 5] +---
+[Inx; —Inxg]+[Inxy —Inx_4]
=[P'(Inx, —Inx_;) +Pt*1Rf] + [P (Inxy —Inx_,) +P”2Rfj|
+--4 [P(nxo —Inx_,) + Rf] + [Inxg — Inx ]

t t—1
= " P'(Inx,—Inx_;) + Y _P'Rf, (B.75)
s=0 s=0

which corresponds to equation (24) in the paper.

B.4.9. Spectral Analysis of the Transition Matrix P

We now show that we can further characterize the economy’s transition path in terms
of the lower-dimensional components of the eigenvectors and eigenvalues of the transi-
tion matrix (P). We have already shown that we can decompose the dynamic path of the
economy into one component capturing shocks to fundamentals and another component
capturing convergence to the initial steady state. Therefore, for the remainder of this
subsection, we focus for expositional simplicity on an economy that is initially in steady
state.

Eigendecomposition of the Transition Matrix. 'We use the eigendecomposition of the
transition matrix, P = UAV, where A is a diagonal matrix of eigenvalues arranged in
decreasing order by absolute values, and ¥ = U™". For each eigenvalue A, the Ath column
of U (u;) and the hth row of V' (v},) are the corresponding right and left eigenvectors of
P, respectively, such that

)\huh = Puh, )\hv}l = 'U/hP
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That is, u;, (v),) is the vector that, when left-multiplied (right-multiplied) by P, is propor-
tional to itself but scaled by the corresponding eigenvalue A,.> We refer to u, simply as
eigenvectors. Both {u,} and {v} are bases that span the 2/N-dimensional vector space.

We next introduce a particular type of shock to productivity and amenities that proves
useful for characterizing the model’s transition gynamics. We define a non-trivial eigen-
shock as a shock to productivity and amenities (f ;) for which the initial impact of these
shocks on the state variables (Rf ;) coincides with a real eigenvector of the transition
matrix (u,) or the zero vector. The eigenshock that corresponds to each eigenvector u,
can be recovered as f w =1 '"(WP + W — INu,. Additionally, P has an eigenvector
u=[1,...,1,0,...,0] with a zero eigenvalue (A; = 0), because the population shares
sum to one, and thus one of the 2N dimensions of the state space is redundant. Recall
that all matrices involved in this operation and the eigenvectors of the transition matrix
(u1,) can be computed using only our observed trade and migration share matrices (S, T,
D, E) and the structural parameters of the model {i, 8, B, p, u, 6}. Therefore, we can
solve for the eigenshocks from these observed data and the structural parameters of the
model.

Using our eigendecomposition and definition of an eigenshock, we can undertake a
spectral analysis of the economy’s dynamic response to shocks.

PROPOSITION—Spectral Analysis (Proposition 4 in the Paper): Consider an economy
that is initially in steady state at time t = 0 when agents learn about one-time, permanent

shocks to productivity and amenities ( f = [%]) from time t = 1 onwards. The transition path

of the state variables can be written as a linear combination the eigenvalues () and eigen-
vectors (uy,) of the transition matrix:

X = ZFRf Z

where the weights in this linear combination (a;) can be recovered as the coeﬁ?czents from a
linear projection (regression) of the observed shocks (f ) on the eigenshocks ( f )

t

uhvhRf Zl— u,a,, (B.76)

PROOF: The proposition follows from the eigendecomposition of the transition matrix:
P =UAV, which implies P* = Y2 A3 u,v}, and hence

X, = ZPSRf i(Zx\’uhvh)Rf Z(Z)\h>uhvhRf Z

To decompose any observed shock ? as a linear combination a of the eigenshocks {7(,,)},
let F denote the matrix whose Ath column is the Ath eigenshock. Then Fa = f <= a=
(F'F)~'F f, which implies that a can be recovered as the coefficients from a regression of
f on the eigenshocks. Q.E.D.

uhvhRf

We now show how this proposition can be used to characterize both the speed of con-
vergence to steady state and the heterogeneous impact of shocks across locations.

*Note that P need not be symmetric. This eigendecomposition exists if the transition matrix has distinct
eigenvalues, a condition that we verify is satisfied empirically. We construct the right eigenvectors such that
the 2-norm of u,, is equal to 1 for all 4, where note that viu;, =1 if i = & and is equal to zero otherwise.
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Speed of Convergence. 'We measure the speed of convergence to steady state using the
conventional measure of the half-life. In particular, we define the half-life of a shock f
for the ith state variable as the time it takes for that state variable to converge half of the
way to steady state:

|xl[ - xl00| 1

_—— > = B.77
A X [By — ¥l — 2 ®.77)

where X;oo = x* . — x*

i,new i,initial *

We begin by considering the speed of convergence for nontrivial eigenshocks, for which
the initial impact on the state variables corresponds to a real eigenvector of the transition
matrix. For these eigenshocks, the state variables converge exponentially toward steady
state, and the speed of convergence depends solely on the corresponding eigenvalue (A).

PrROPOSITION—Speed of Convergence (Proposition 5 in the Paper): Consider an econ-
omy that is initially in steady state at time t = 0 when agents learn about one-time, permanent

shocks to productivity and amenitiei ( f = [%]) from time t = 1 onwards. Suppose that these
shocks are a nontrivial eigenshock (f ;,), for which the initial impact on the state variables at
time t = 1 coincides with a real eigenvector (uy,) of the transition matrix (P): Rf ;) = u;. The
transition path of the state variables (x,) in response to such an eigenshock (f ) is

2N1 1—A2
Vi = 1— A,

u, = Inx,—Inx,=Au,,

and the half-life is given by t,-(l/ 2) (}) = — 1027 for all state variables i =2, ...,2N, where [-]

Ina, 12
is the ceiling function. The eigenshock with associated eigenvalue of zero has zero half-life.

PROOF: If the initial impact of the shock to product1v1ty and amenities on the state
variables (R 7 ) coincides with a real eigenvector (R f (w = W), We can rewrite equation
(28) in Proposition 4 in the paper as follows:

2N t /\l 1 /\[

~ A, -
xt:Z<1—)\ )uhvhRf Zl u,vuh T, uy,

where we have used vju, =0 for i # h and viu, = 1 for i = h. Taking differences between
periods ¢ 4+ 1 and ¢, we have

1_/\t+l I—At
X — X
1+1 t= 1— A, u, — 1—2A,

uy,

which simplifies to (1 — A,)(¥41 — X,) = (1 — Ap)Ajuy,. Therefore, (X, — X,) = Ajuy.
Noting that ¥, = Inx, — Inx},,,, we have Inx,,; — Inx, = A} u,,. This implies exponential
convergence to steady state, such that for each location i, x;’—tl = exp(A,u;;,). Using the
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half-life definition (B.77), we can solve for the half-life as

1—Aj

— Uy

1=\, 1 1 1 In2

—_— = — A== In-=t¢lnA t=— .

I R A InA,

1- Ah !
Imposing the requirement that 7 is an integer, we obtain t = — [IL“AZI 1, for all state variables
i=2,...,2N,where [-] is the ceiling function. O.E.D.

B.4.10. Two-Region Example

In Section 3.3 of the paper, we illustrate our spectral analysis using a simple example
of two symmetric locations that begin in steady state. By location symmetry and trade
and migration frictions, the expenditure and migration share matrices (S and D) are both
symmetric and diagonal-dominant, with T = § and E = D. In this section of the Online
Appendix, we provide a further characterization of the four eigenvectors of the transition
matrix (P) in this simple example. Following the Proof of Proposition 3 in Section B.4.6
of this Appendix, we provide this characterization using the equivalent representation of
¢, and x, = k, — ¢, as the state variables, where Y, is the vector of capital-labor ratios in
each location.

As discussed in the paper, the four eigenvectors of the transition matrix (P) in this
example take the following simple form:

1 0 1 1

1 0 -1 -1

0 ’ 11 { 5 _f ’ (B78)
0 1 —{ 3

for some constants ¢, & that depend on the model parameters and the trade and migration
share matrices (S=T, D =E).

We now provide a further analytical characterization of the properties of these four
eigenvectors. We know u is an eigenvector of P iff

NPu=ATu+ Ou (B.79)

for some constant A, which is the corresponding eigenvalue. ¥, I', and © are all 4 x 4
matrices from equation (22) in the paper. It is thus easy to verify by brute force (for
instance, using Matlab symbolic toolbox to express V¥, I', ® as a function of model pa-
rameters and the entries in the S and D matrices) that [1, 1,0, 0] is an eigenvector with
eigenvalue 0 and [0, 0, 1, 1] is also an eigenvector. The eigenvalue corresponding to the
latter is 1 — (1 — B(1 — §)) if landlord’s intertemporal elasticity of substitution () is
equal to one (logarithmic preferences). More generally, for values of the intertemporal
elasticity of substitution () different from one, the eigenvalue (1) corresponding to the
eigenvector [0, 0, 1, 1]’ is the solution to the following quadratic equation:

(B+(1-B)(1—X)+X) —J(B+w(1— B)(1—X) + X) —4X
28 ’

where X =1—u(1 - B(1-19)).
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We can similarly verify that [1, —1, 0, 0] and [0, 0, 1, —1]' are not eigenvectors. By sym-
metry, and because the eigenvectors form a basis, the remaining eigenvectors must take
the form [1, -1, {, —¢] and [1, —1, =&, £] for some constants £, £. To find the corre-
sponding eigenshocks, use

wpP -TP-0=0, (PP+W-T)R=1II

Hence, for any eigenvector u with the corresponding eigenshock 7 such that Rf = u, it
must be the case that

~ 1 1
If=(PP+W¥-Tu= X(/\\IurlIrP2 —TP)u= X(/\\Ir+(~))u.
Because eigenvectors and eigenshocks are scale-invariant, we can ignore the constant %
and write the eigenshocks as

F=I"'A\V + O)u.

One can then verify that the eigenshock corresponding to u = [1,1,0,0] is f=
[0,0, 1, 1], while the eigenshock corresponding to u =[0,0, 1, 1] is f =[1,1,0,0]. One
can also verify that generically [0, 0, 1, —1]’ is not an eigenshock (since the first two en-
tries of II"' (AW 4+ @)[1, —1, £, — ] are generically nonzero). Since the eigenshocks must
span the vector space, by symmetry the two remaining eigenshocks must be of the form
[1,-1,¢,—c] and [1, —1, d, —d] for some constants c, d.
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