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The purpose of paper is to investigate how the interplay of trade, commuting and
communication costs shapes economy at both inter-regional and intra-urban level. Specif-
ically, we study how trade affects the internal structure of cities and how decentralizing
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1 Introduction

Spatial economics has acquired new life since publication of Krugman’s (1991) pioneering paper.
Combined increasing returns, imperfect competition, commodity trade and the mobility of production
factors Krugman has formed his now famous “core-periphery” model. Such a combination contradicts
to the mainstream paradigm of constant returns and perfect competition, which has dominated in
economic theory for a long time. Furthermore, to the trade-off between increasing returns and transport
costs Krugman (1980) has added a third factor: the size of spatially separated markets. The main
achievement of New Economic Geography (NEG) was to show how market size interacts with scale
economies internal to firms and transport costs to shape the space-economy.

In NEG, the market outcome arises from the interplay between a dispersion force and an agglomer-
ation force operating within a general equilibrium model. In Krugman (1991) and Fujita et al. (1999),
the dispersion force ensures from the spatial immobility of farmers. As for the agglomeration force,
Krugman (1991, p.486) noticed that circular causation a la Myrdal (1957) takes place because the
following two effects reinforce each other: “manufactures production will tend to concentrate where
there is a large market, but the market will be large where manufactures production is concentrated.”

In this framework, however, the internal structure of regions was not accounted for. In the present
paper we consider NEG models which allows for the internal structure of urban agglomerations through
the introduction of a land market. To be precise, we start by focusing on the causes and consequences
of the internal structure of cities, because the way they are organized has a major impact of the well-
being of people. In particular, housing and commuting costs, which we call urban costs, account for
a large share of consumers’ expenditures. At this point we are agree with Helpman (1998) for whom
urban costs are the main dispersion force at work in modern urbanized economies. In our setting, an
agglomeration is structured as a monocentric city in which firms gather in a central business district.
Competition for land among consumers gives rise to land rent and commuting costs that both increase
with population size. In other words, our approach endows regions with an urban structure which is
absent in standard NEG models.

As a result, the space-economy is the outcome of the interaction between two types of mobility
costs: the transport costs of commodities and the commuting costs borne by workers. Evolution of
commuting costs within cities, instead of transport costs between cities, becomes the key-factor ex-

plaining how the space-economy is organized. Moreover, despite the many advantages provided by



the inner city through an easy access to highly specialized services, the significant fall in communi-
cation costs has led firms or developers to form enterprise zones or edge cities (Henderson and Mitra
1996). We then go one step further by allowing firms to form secondary business centers. This anal-
ysis shows how polycentricity alleviates the urban of urban costs, which allows a big city to retain its
dominant position by accommodating a large share of activities.

Creation of subcenters within a city, i.e. the formation of a polycentric city, appears to be a natural
way to alleviate the burden of urban costs. It is, therefore, no surprise that Anas et al. (1998) observe
that “polycentricity is an increasingly prominent feature of the landscape.” Thus, the escalation of
urban costs in large cities seems to prompt a redeployment of activities in a polycentric pattern, while
smaller cities retain their monocentric shape. However, for this to happen, firms set up in the secondary
centers must maintain a very good access to the main urban center, which requires low communication
costs.

Trying to explain the emergence of cities with various sizes, our framework, unlike Helpman
(1998), Tabuchi (1998) and others, allows cities to be polycentric. Moreover, in contrast to Sullivan
(1986), Wieand (1987), and (Helsley and Sullivan, 1991), in our treatment, there are no pre-specified
locations or numbers of subcenters, and our model is a fully closed general equilibrium spatial econ-
omy. As mentioned above, emergence of additional job centers is based on the urge towards decreas-
ing of urban costs, rather than consumer’s “propensity to big malls”, as suggested by Anas and Kim
(1996). Our approach, that takes into account various types of costs (trade, commuting, and commu-
nication) is similar to Cavailh¢s et al. (2007) with one important exception. We drop very convenient
(yet non-realistic) assumption on “long narrow city.” Our analysis is extended to the two-dimension

because the geographical space in the real world is better approximated by a two-dimensional space.

2 Model overview

2.1 Spatial structure

Consider an economy with G > 1 regions, separated with physical distance, one sector and two
primary goods, labor and land. Each region can be urbanized by accommodating firms and workers
within a city, and is formally described by a two-dimensional space X = R?. Whenever a city exists,

it has a central business district (in short CBD) located at the origin 0 € X (see Figure 1a).



Firms are free to locate in the CBD or to set up in the suburbs of the metro where they form
secondary business districts, SBD in short. Both the CBD and SBDs are assumed to be dimensionless.
In what follows, the superscript C' is used to describe variables related to the CBD, whereas .S describes
the variables associated with a SBDs. We consider the case where the CBD of urbanized region g is
surrounded by my > 0 SBDs; m, = 0 corresponds to the case of monocentric city. Without loss of
generality, we focus on the only one of SBDs, because all SBDs are assumed to be identical.

Even though firms consume services supplied in each SBD, the higher-order functions (specific
local public goods and non-tradable business-to-business services such as marketing, banking, insur-
ance) are still located in the CBDs. Hence, for using such services, firms set up in a SBD must incur
a communication cost, ' > 0. In paper of Cavailhes et al. (2007) more general communication cost
function K(2%) = K+k-||2°|| was used, where k > 0, and ||z°|| is a distance between CBD and SBD.
This generalization does not change the nature of our results, though analytical calculation became
more tedious. Both the CBD and the SBD are surrounded by residential areas occupied by work-
ers (see Figure 1a). There is no overlapping between residence zones. Furthermore, as the distance
between the CBD and SBD is small compared to the intercity distance, we disregard the intra-urban
transport cost of goods. Note that using the more general type of communication cost with £ > 0 leads
to consequence that in equilibrium Central and any Secondary residence zones should be adjacent to
each other. This condition is non-necessary for fixed communication cost, although the real SBD can
not be placed too far from City Center.

Under those various assumptions, the location, size and number of the SBDs as well as the size of
the CBD will be endogenously determined. In other words, apart from the assumed existence of the

CBD, the internal structure of each city is endogenous.

2.2 Workers/Consumers

The economy is endowed with L workers, distributed across the regions, where population of city g
G

is 4, 1.e., Z ly = L. In this paper our primary focus is on the intra-city cost effects and on the trade,
g=1

therefore the distribution of labor is considered as exogenous. The welfare of a worker depends on

her consumption of the following three goods. The first good is unproduced and homogeneous. It

is assumed to be costlessly tradable and chosen as the numéraire. The second good is produced as

a continuum n of varieties of a horizontally differentiated good under monopolistic competition and



increasing returns, using labor as the only input. Any variety of this good can be shipped from one
city to the other at a unit cost of 7 > 0 units of the numéraire. The third good is land; without loss of
generality, we set the opportunity cost of land to zero. Each worker living in city 1 < g < G consumes
a residential plot of fixed size chosen as the unit of area. The worker also chooses a quantity ¢(i) of
variety ¢ € [0, n], and a quantity gy of the numéraire. She is endowed with one unit of labor, which is
supplied absolutely inelastically.

Preferences over the differentiated product and the numéraire are identical across workers and

cities and represented by Ottaviano’s quasi-linear utility function

n 2

Ul a(i)i € 0n) = a [ qtirai= 5 [laoPai-3 | [aai| +a (1)

0 0 0
where «, 8,7 > 0. Demand for these products (provided that job and location are already chosen) is

determined by maximizing of utility subject to the budget constraint

n

/p(i)q(i)di +qo+ Ry(z) + Ty(x) = wy(x) +

ALR,

l,

)

where R,(z) is the land rent prevailing at location x, T,(x) is commuting cost, w,(z) is the wage,

and ARL, = / R,(x)dx is an aggregated land rent in the city g. This form of the budget constraint

zeX
suggests that there are no landlords, who appropriate the land rent, moving it out of city budget. In

other words, land is in a joint ownership of all citizen.

Each worker commutes to her employment center — without cross-commuting — and bears a unit
commuting cost given by ¢ > 0, so that for the worker located at  the commuting cost, T, (x), is
either ¢||z|| or ||z — 27|| according to the employment center. Moreover, the wage w,(x) depends
only on type of employment center and takes one of two possible values: wage in CBD, wgc, or wage
in SBD, w*; , which is uniform across all SBDs. Thus, the budget constraint of an individual working
in the CBD is as follows

ALR,

/ Pli)a(i)di + au, + B () + o] = wf + =52, 3)
g
0



while for individuals working in the SBD, located at :1:5 , it takes the form

n

/p@ﬂwm+mm+Rﬁ@+¢WmﬁH:wf+
0

ALR,

lg

(4)

2.3 Firms

Our basic assumption on the manufacturing technology is that producing ¢(7) units of variety ¢ re-
quires a given number ¢ of labor units. One may assume that producing one unit of variety ¢ requires
additionally ¢ > 0 units of numéraire. This is not significant generalization, however, because this
model is technically equivalent to one with ¢ = 0 (see Ottaviano et al., 2002). Another option is that
production of one unit of variety ¢ requires v > 0 units of labor, thus the total labor requirement for
the firm, producing ¢(i) units of differentiated good, is ¢(q(i)) = f + v - ¢(i), where f is a fixed
production cost. This generalization will be considered in Section 5.

There is no scope economy so that, due to increasing returns to scale, there is a one-to-one rela-
tionship between firms and varieties. Thus, the total number of firms is given by n = L/p. Labor
market clearing implies that the number of firms located (or varieties produced) in city g is such that
ng = Agn, where A\, = [,/ L stands for the share of workers residing in g. Denote by H? (respectively
H*; ) the profit of a firm set up in the CBD of city g (respectively the SBD). When the firm producing

variety ¢ is located in the CBD, its profit function is given by:

1§ (1) = L,(i) — ¢ - wy (5)
where
14(i) = pgq(i) - Qgg(i) + Z gy (i ) - Qqr(7)
f#g

stands for the firm’s revenue earned from local sales () ,(7) and from exports ), (7) from city g to

various cities f. When the firm sets up in the SBD of the same city, its profit function becomes:

10 (i) = I,(i) — ¢ - w) — K. (6)

The firm’s revenue is the same as in the CBD because shipping varieties within the city is costless, so

that prices and outputs do not depend on firm’s location in the city.



SBD;

SBD; CBD SBD,
SBD4
a) Polycentric city with four SBDs b) Bid rents in Center and in representative SBD

Figure 1: Polycentric City with CBD and four SBDs

3 Urban Costs and Decentralization within a City

A city equilibrium is such that each individual maximizes her utility subject to her budget constraint,
each firm maximizes its profits, and markets clear. Individuals choose their workplace (CBD or SBD)
and their residential location with respect to given wages and land rents. In each workplace, the
equilibrium wages are determined by a bidding process in which firms compete for workers by offering
them higher wages until no firm can profitably enter the market. Given such equilibrium wages and
the location of workers, firms choose to locate either in the CBD or in the SBD. At the city equilibrium,
no firm has an incentive to change place within the city. To ease the burden of notation, we drop the

subscript g.

3.1 Land rents and Wage wedge

Let U (x) and U¥(z) be the bid rent at € X of an individual working, respectively, in the CBD and
in the representative SBD. Land is allocated to the highest bidder. An opportunity cost of land (e.g.,
for agricultural use) is assumed to be zero. Urban costs (commuting and communication) increase
with Euclidean distance, thus “efficient” shapes of both Central and Secondary residence zones are
circles tangent each other (see Figure 1a). All locations with the same distance to the corresponding
Business District (Central or Secondary) are equivalent with respect to urban cots. Without loss of
generality we assume that representative SBD, z°, resides at abscissa, then the point of tangency, y, of
residence zones, Central and representative Secondary, also belongs to abscissa. It implies that we can

limit ourself to positive half of z-axis, which represents all possible values of the bid rent functions



(see Figure 1b). Because there is only one type of labor, at the city equilibrium it must be that the

housing rent R(z) = max {\I!C(x), U (), 0}. Within each city, a worker chooses her location so as

to maximize her utility U(qo, ¢(7); ¢ € [0, n]) under the corresponding budget constraint, (3) or (4).
Because of the fixed lot size assumption, at the city equilibrium the value of the equilibrium con-

sumption of the nonspatial goods
n

/ p(i)q(i)di + go — E ™

0

is the same regardless of the worker’s location:

AL
wc—l——lR

ALR

— RY(2) —t||7|| = EC(2)) = BS(2") = w® + l

o RS(ZE”) . 75||x// . :L‘SH
for all 2/, 2", belonging to CBD and SBD residence zones, respectively. To ensure this, we assume

for now, that the share of firms located in the CBD, 6, is given, then (1 — 6)/m is the share of firms

in each SBD.

Proposition 1. For any given city population |, SBD number m, and CBD share of firms 0:

S

i) Central zone radius ¢ and SBD zone radius r° are as follows:

#¥:¢@;7ﬁ:\ﬂl_@4 (8)
™ mm

ii) The following land rent function equalizes the disposable income E for all central and suburb

residence locations x:

ol (1—0)l
R(x)=t-1r<1}§1<>§n{0,\/;—HSEH,\/W—IIJCf—xH},

where {z;] }7::1 is a set of all SBD locations.
iii) Redistributed aggregated land rent:
AL 1 t ]l 1—6)%2
_R—_/R@)dx:g. _[es/ug}. ©)

I T m
X



iv) In equilibrium there exists the positive wage wedge between CBD and SBD

m mm

which is non-negative for all 6 €

—71
1+m

For analytical proof see Appendix. Figure 2 presents the plot of function R(x) for m = 4:
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Figure 2: Rent function R(z)

In particular, rent function for CBD and representative SBD, =7, are as follows

0l 0l
C — c — . _ <C: —_—
RO () = ¥°(a) = lall) for 2l <0¢ = /2
1 —
) =) =t (L s g
mm

e
for ||z° —x|| <r¥ = a-oy

S

Their plots are central big cone and one of adjacent small cones, centered at specified location x

(10)



3.2 Urban Costs

Let’s define urban cost function as a sum of rent and commuting costs minus the individual share of

ALR
aggregated land rent ." Due to (9) and (11) these urban costs are as follows

l

ALR o1t [ 1 —0)3/?
CEZ‘I’C(@HWH—Tzt\/;—g-\/;{6’3/2+—( o,

¢ g sy ALR A=00 t 1[5, (-6 (12)

The city equilibrium implies that the identity w® — C¢ = w® — C° holds. In these terms, the wage

u

wedge identity may be rewritten as a difference between urban costs in CBD and SBD: w® — w® =

ce—Cs.

3.3 Equilibrium city structure

Regarding the labor markets, the equilibrium wages of workers are determined by the zero-profit
condition. In other words, operating profits are completely absorbed by the wage bill. Hence, the
equilibrium wage rates in the CBD and in the SBDs must satisfy the conditions II¢(w®*) = 0 and
I15(w®*) = 0, respectively. Thus, setting (5) (respectively (6)) equal to zero, solving for w* (respec-
tively w®*), we get:

wor ==, =12 (13)
¥

K
Hence w®* — w* = — > 0, due to (8). Comparing the previous formula with (10) we obtain that
¥

CBD share of firms, 6 satisfies the identity

otvVmol = K/mm + ot/ (1 — 0)l1. (14)

Admissible solution 6* of equation (14) will be referred as equilibrium CBD share.

K?
Proposition 2. i) Let [ < T

then the unique solution of equation (14) is 0* = 1 with m = 0, i.e.

902t2
city may be monocentric only;
g TK? : : : 1 :
ii) Let | > —— then for each m > 1 equation (14) has unique solution 0* € | ——, 1, i.e.
Y2t 1+m

there exists a unique equilibrium SBD share of firms.

'For technical reasons it is convenient to treat @ as some kind of rent compensation, subtracting it from costs rather
adding to wage.

10



iii) The CBD share of firms 0* decreases with respect to population |, number of SBDs m and

commuting costs t. Moreover, 0* increases with respect to communication cost K and

1
lim 6* = lim 6* = lim " = — . (15)

l—00 t—o00 K—0 1+m

For analytical proof see Appendix.

Remark. Let rM (1) = \/j and note that it is in fact a radius of monocentric city with population
™

T K?

¥ holds if and only if ¢t - 7 (I) > K. The left-hand side of this inequality is
12

[. Inequality [ <
total commuting costs of firm’s workers, residing at periphery of monocentric city in case of firm’s
location at CBD. To hire ¢ workers from periphery, firm should compensate their commuting costs in
wage. On the other hand, locating the firm at the periphery causes the lesser communication cost X'
Thus, producing on periphery (in SBD) is more efficient for new firm entering the industry. For any

2

: . K . :
given K we obtain minimum polycentric city population: ¥ = 7;%2' If city population | < ¥ the

corresponding central share #* = 1, i.e. city pattern is monocentric. It is not surprising that increasing
in commuting costs ¢ leads to lager dispersion of firms and workers. For very large magnitude of
t, communication costs K become negligible and the distribution of production across all business

centers is almost uniform.

Substituting equilibrium SBD share §*(m, [, t) into the urban cost function

10l t l
C — _— — . i
Cu =t T 3 \/;

and taking into account that
1—0* K
ST gl BV
m © - t\/z

which follows from equation (14), we obtain that the urban cost function

2t [6* . K
3 s 3¢

1 —
02 + (1 —0) —9]

m

In particular,

11
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Figure 3: Comparative statics of urban costs
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because in these cases 0* = 1.

Proposition 3. Function CS (1, m,t) is continuous for all m > 0, 1 > 0, t > 0 and continuously
differentiable function for m > 0, 1 > 0, t > 0. Moreover, C¢ (I, m,t) strictly increases with respect

to l and t, strictly decreases with respect to m for all | > I .

For analytical proof see Appendix. Figure 3 represents results of Proposition 3 in visual way as

simulation in Wolfram’s Mathematica 8.0.

Remark. Note that urban cost function C,, is concave with respect to [. It may reflect the fact that the
housing price at periphery of residence zone increases with [ sufficiently slow. The newcomers reside
at the periphery, where the housing rent is very small. Moreover, unlike the linear model, in two-
dimensional case this periphery enlarges as the city population grows. Though immigration increases

competition for housing, an increment of the per capita urban costs C, is less than before.

4 Inter-City Equilibrium

Until now we studied equilibrium decentralization within the city, or /ntra-City equilibrium. Let’s turn
to Inter-City equilibrium assuming that the city populations /, and numbers of SBD m, are given for
each city g. This paper focuses mainly on trade aspects, putting aside labor migration, therefore this
assumption is consistent. Some considerations on endogenezation of SBD number are discussed at the

end of this Section. Equilibrium shares of firms, 0;, located at CBD, may be obtained independently,

12



as solutions of equation (14) for each city g. These shares, in turn, allow to determine the urban costs
(g, which do not depend on inter-city trade (and even on existence of other cities). On the contrary,

wage

ng - é <p99 +Qgg(i) + Z (gs (i ) - Qgr(i ))

I#g

substantially depends on trade, as well as consumer’s utility U (qo; ¢(7), ¢ € [0, n]). Moreover, if trade
costs are too large, e.g., 7 > p, (%), export is non-profitable and firms choose the domestic sales only,

which implies

¢ _ Pggli) - ng()

’LUg ”

Now we split the study of equilibrium into two sub-cases: Equilibrium under Autarchy and Equi-

librium with Bilateral Trade.

4.1 Equilibrium under Autarchy

This case suggests that equilibrium is separately established for each city, hence we may drop subscript
g and consider the city with population [ and SBD number m. Moreover, assume that the number of
firms n is given and condition w® — C¢ > 0 holds. What determines n and how to provide this
consumers’ “surviving condition” will be discussed at the end of this subsection.

Representative consumer maximizes utility

subject to
[ Pt + a0 =€ - €.
0
First of all, recall some well-known results concerning consumer’s problem with this form of utility.

Lemma 1. Consumer’s demand is linear function

o 1 v

From ot G -

q(i) =

where P = f p(i)di is price index. Equilibrium prices and demand of representative are uniform by

13



goods

T 28+ yn’
Consumer s surplus at equilibrium is equal to

o’n(B +yn)

o= 2028+ yn)?’

For analytical proof see Appendix and/or Ottaviano et al. (2002). Using this lemma and taking

. [ ) S
into account that n = — we obtain the terms of equilibrium wage at CBD

2
WO P a?Pel :
@ (280 +1)
and consumer’s surplus
2
cg = CBp Al
2280 + 1)

which does not depend on consumer residence. Moreover sum of wage and consumer surplus (urban

gains, for short) is
a*(3B¢ + 1)1

GS = CS + u =
u T @B 1)

Finally, consumer’s welfare in CBD is a difference of urban gains and urban costs
Ve =08 +w” - CC.

Similar to CBD we may calculate the corresponding SBD’s characteristics: wage

LS5 PRl /ﬁ_ /1—9*
(2B + 1)’
s _ s 238+l 01 (1-106%)
GI =08 +u™ = 5o (w/ )

where 0* is solution of equation (14). Note that indirect utility

urban gains

VS =CS+w™ —C% =CS +uw? —CY =Vv°.

14
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Proposition 4. Wage function w®*(l) strictly increases for all 0 < | < 2% and strictly convex for
Y

[ > ﬂ Moreover,

g
Ow’* o?
: Cx _ Cx _ —
zgﬂow (1) =0, w™(0) =0, ol () y <
Urban gains G (1) strictly increase for all | > 0,
lim GS(1) = o GE(0) =0
1o u W T gy FulE) =

Proof of this proposition is straightforward from the formulas of w®*(I) and G¢(I).

“Surviving” condition

It is obvious that city equilibrium is consistent only if disposable income w®* (1) — CS (I,m,t) > 0,
which is called Surviving condition. Feasibility of this condition depends on magnitude of commuting
cost t: wage function w®* is bounded and does not depend on ¢, while urban cost C¢ (I, m, t) increases

unrestrictedly with ¢. As result, very large commuting cost makes the city formation impossible.

K  3a? K
Proposition 5. Let inequality — < i holds, then for any commuting cost t € (0, — ﬂ) and
¢ 16y oV 28¢
any given SBD number m > 0 there exist numbers 0 < lyin(m,t) < lnx(m,t) < oo, such that
inequality wC (1) — CS (I, m,t) > 0 holds if and only if lnin(m, t) < 1 < lpax(m, t). Moreover, if m' >
m, then lnin(m’, 1) = lnin(m, 1) < Lnax(my 1) < lnax(m/, 1) and 17 < 1* = lpax(my 1) < Dpax (M, 1).

For analytical proof see Appendix.

: . o :
Remark. Note that inequality — < 6~ is equivalent to
Y

2 o 1P 2K
a_:mach*(l)>05(lp7m,t):_ — =
8y 120 3V T 3p

which implies that the maximum possible wage exceeds the urban costs in the city with minimum
polycentric city population [”. The lack of this condition means that the production transfer to SBD

. . . K .
is ineffective, because per employee communication cost — is too large.

Increasing of m broadens interval [lnin(1m, 1), lmax(m, )] (to be more precise, Ly, is not affected

by changes in SBD number, while /,,,, increases with respect to m). Moreover, disposable income

15
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Figure 4: Comparative statics of the population limits

wY(l) — CY (I,m,t) and welfare VC = GY (1) — CS (I, m, t) both increases with respect to m for all
[ > I¥. Figure 4 illustrates the equilibrium existence under autarchy and comparative statics of /pay

with respect to m using simulation in Wolfram’s Mathematica 8.0.

Remark. Previous considerations show that autarchy may be very restrictive to the city sizes: city
survives only if its size exceeds the lower threshold /,;, > 0 and does not exceed the upper one /. It
is not surprising, because self-sufficient settlement of industrial type may exists only if its population
is sufficiently large. Moreover, unrestrictedly growing urban costs (in particular, commuting cost)
eventually stop the city growth. Developing of the city infrastructure (i.e. increasing in m) shifts up

the upper bound [,,.x, but cannot affect the lower critical point /.

4.2 Endogenous SBD number

The concluding remark concerns the question: How to endogenize SBD number? There is no simple
and unambiguous answer, because in practice it depends on many factors. One of the main questions
is “Who can afford the building of additional suburb?” If answer is “None”, we find ourself in setting
with predefined number of SBDs (like model of Cavailhes et al., 2007). Otherwise, we assume that
decision is up to ‘City Developer’, who takes into account the social welfare considerations. For
example, when city population reaches the upper bound /;,,.x, an increasing the number of subcenters
is urgently needed. Let’s determine the following “compelled” SBD number for given population [

and commuting cost ¢:
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m*(l,t) = min{m | | < lpax(m,t)}.

Proposition 6. SBD number m* is non-decreasing function with respect to the city population | and

commuting costs t, i.e., for all ' > 1, t' > t the following inequalities hold:

m*(I';t) > m*(I,t), m*(I,t") > m*(I,1).

Proof. The statement concerning city population [ is obvious: city is monocentric (m* = () un-
til population [ exceeds [y (0,t). By Proposition 5 upper bound . (1,t) > lnax(0, 1), thus while
I < lmax(1,m) the current SBD number m* = 1, until [ exceeds this upper bound, e.t.c. Increas-
ing in commuting cost leads to decreasing of Iy (m, t) = sup {I | w“*(I) > C(l,m,t)}, because
C%(1,m,t) increases with respect to ¢ by Proposition 3. Therefore, if | > lpna(m,t') for ¢’ > t then

to recover surviving condition we need to increase SBD number until [, (m/, ') > 1.

Remark. Although this mechanism of endogenezation is not perfect, that theoretical comparative stat-
ics is fully supported by empirical evidences (see MacMillen and Smith, 2003). Anyway, it determines
rather the endogenous minimum of SBD, which may be increased by some another reason, for exam-

ple, to increase social welfare, i.e., total indirect utility of the city population.

Parametric Example

Consider the numerical example of how may change the inner structure of city under increasing of
population size. Parameter values are chosen as follows: ¢ =5, K =4,t=1,a =6, =4,7 = 1.
Under these assumptions the lower bound of the city population /,;, ~ 0.75 is very small and once the
city is grounded it starts to attract people, e.g., from rural neighborhood. Moreover, disposable income
w — C, increases very quickly with respect to city size [ at early stage, then it reaches the maximum
and go down to zero when population size is close to upper population bound /. (). Its magnitude
depends on city structure, 1.e., number of SBD. For example, monicentric city reaches its maximum
at [y (0) & 97.5, while for m = 3 the upper bound (or city capacity) is much larger, . (3) = 156.5.
The plots of disposable income for m = 0, 1, 2, 3 are presented at Figure Sa.

However, taking into account Consumer’s Surplus along with Disposable Income we obtain that

the resulting Consumer’s Welfare (i.e., Indirect utility) V' = C'S' + w — C,, tends to grow further with

17



25 :
20 :
15 :
101

05

w-C,

12

10

Inex(0) oD Imac) Imac(3)

b)

50 100 150

Figure 5: Disposable income and Welfare

18



respect to population size. It implies that there is a strong incentive for City Developer to increase the
SBD number m, which in turn raises the city capacity. Of course, this expansion could be done “in
advance”, i.e., before the population size reaches the maximum. It is not so easy to predict, however,
when it happens, thus the “cautious strategy” of City Developer is presented at Figure 5b by bold line,
i.e., an additional SBD appears only if capacity of the city is exhausted. Moreover, we have assumed
that the building of new SBD is costless, but this is not the case in real world. Thus, the expansion
m — m + 1 will be well-grounded when per capita effect (welfare gap) reaches the maximum, i.e.,
at current [, (m). It can be easily observed that this welfare leap quickly decreases with any next

expansion of city structure, which eventually stops the increasing of the city population.

4.3 Bilateral Trade Equilibrium

The current subsection tell us what changes if trade comes to the place. To simplify description, assume
that there are two cities, Home and Foreign. Let A be the share of workers residing in Home city, then
populations of both cities are [; = AL and [ = (1 — \)L, respectively. Moreover, the equilibrium
masses of firms are ny = ly/p = A -n,np = lp/o = (1 — X) - n, where n = L/ is a total
mass of firms in the world. Demands of Home representative consumer for domestic and imported

differentiated goods, ¢ (7) and gry (i) respectively, are determined as solution of consumer problem

max U(qo; q(7),7 € [0,ng + np))

subject to
nyg ng+nE
/pHH(i)qHH(i)di + / pra()qry()di + ¢ = By = w$ — CS. (17)
0 ny

Similarly demands of Foreign representative consumer, ¢z (7) and gy ¢ (7), are determined as solution

of
max U(qo; q(i),1 € [0,ng + ng|)
subject to
ng ng+NE
/PFF(i)QFF(i)di + / pur(D)qur(i)di + g = Ep = v — Cf. (18)
0 ng
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Facing these demands, firms maximize profits

Iu(i) = AL - pru(i) - qua (i) + (1 = AL - [par(i) — 7] - qur(i)
Ip(i) = (1 = AL - prr(i) - qrr(i) + AL - [pru(i) — 7] - qra(i)

and obtain optimal (equilibrium) prices and quantities. Zero-profit condition (13) determines equilib-
rium wages. It should be mentioned that bilateral trade is profitable only if trade costs 7 are sufficiently
small: pyp(i) > 7 and ppy (i) > 7. The following results are well-known, see, for example, original

papers of Ottaviano et al. (2002) and Cavailh¢s et al. (2007).

Lemma 2. Trade equilibrium prices are uniform by goods

- ) . 208 + Tyng (0) . 200 + Tyng
1) = = 1) = =
Punu Pum 2(25 +’Yn) Prr Prr 2(25 +’Y”)

Pur =Prrt 50 Pri = Prn + 3
as well as equilibrium demands
1) = = o — —n , = R
dHH duH B+n | Pun 23 F|» 9rn = 490H 23
i) = = a— —ngl, = —
4drr 4drr B+ PrFr 23 H|> 94F = 4FF 23
Consumer s surplus
a’n a

CSn = 3 P nE A+ Dy - nE] +

(B+vn) B+n

1 v

* 2 * 2 * * 2
+%' [(Phe)” - w + (Drp)” - ] _—25_(5+7n>'[pHH‘nH +Pru M
Bilateral trade is profitable if T < 205
ilateral trade is profitable if T < T = —
p trade = 53 1~y

For analytical proof see Appendix.

1—MNL
g for np and — for n we obtain the equilibrium prices and quan-
2 2

tities for the Bilateral Trade Equilibrium. We focus on the Home city only, considerations for Foreign

AL
Substituting — for ny,
¥

city are similar, mutatis mutandis. Without loss of generality, we may assume that L < [y, (mpy),

which implies, in particular, w$*(1) > CY(1). It allow us to consider the whole unit interval (0, 1) as
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a set of admissible values for \ instead of truncation (0, [y (mm)/L).

Bilateral trade changes magnitudes of wage, consumer’s surplus and indirect utility in comparison
to autarchy case. To discriminate these cases, we add 7 to notions of values, which are affected by
trade. Recall that urban costs C,, () does not depend on 7. The following results are well-known (see,

for example, Ottaviano et al. (2002) and Cavailh¢s et al. (2007)).

Lemma 3. Home Equilibrium wage

BeoL

C'* _
v (A T) = (28¢ +~L)?

(a+%(1—x))2-x+ ((a—7>—ﬂ(1—x))2-(1—x)]

is strictly concave function, increasing at A = 0.

Home Consumer s Surplus

oL al
(Be+~L)  Po+L

CSu(\, 1) = 5 P - A+ ppg - (1= A)] +

L N2 N2
+ % ) [(pHH) A+ (Ppy)” (1= A)]

VL
2B¢ - (B +~L

o i - At Py (L= N 20)
is strictly increasing and concave function of \.
Proof is straightforward (though tedious) from Lemma 2.

Proposition 7. i) There exists 0 < 7% < 7,41, such that for all T € (0,7*) inequality w*(\) >
C.u(X) holds for all \ € (0,1).

ii) There exists 0 < 7" < 7,1, such that for all T € (0, 7**) indirect utility with trade
V(A7) = CSu(A,7) + wi" (A, 7) = Ol ()
exceeds the corresponding utility under autarchy Vg(\) = CSy(\) + w§*(\) — CS4(N) for all

Ae(0,1).

For analytical proof see Appendix. Typical results of simulation are presented at Figure 6.

Remark. Proposition 7(i) implies that sufficiently free trade cancels the lower bound of city size [,
i.e. small cities could survive, trading with the larger ones. It looks like small city became quasi-SBD

for large one, replacing communication cost with trade cost. On the other hand, trade cannot cancel
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w — C, under Autarchy V = CS+w-C,with Trade

V = CS+w- C, under Autarchy

w—C, with Trade

a) Disposable Income with Trade b) Welfare with Trade and under Autarchy

and under Autarchy

Figure 6: Autarchy and Trade

the upper bound, or maximum city capacity. Thus, all considerations endogenous SBD number from
subsection 4.2 are still valid. This proposition cannot be generalized for all 7 € (0, 75 4e)- Computer

simulations show that for 7 sufficiently close to 7y, 4o both statements, (i) and (ii), are violated.

S Equilibria under Variable Labor Input

Assume that production of one unit of variety ¢ requires v > 0 units of labor additionally to the fixed
input f > 0. Thus the total labor requirement for the firm, producing ) () units of differentiated good,
is p(Q(7)) = f + v - Q(i). Similarly to previous consideration we consider two cases: Autarchy and

Bilateral Trade.

5.1 Equilibrium under Autarchy

Note that Lemma 1 was proved regardless of the labor input type. Thus for city g with population [

and number of firms n,, the equilibrium demand of representative consumer is q; = while the

_a
2B+yng?

total autarchic demand is ) =1, - q; = QB%' On the other hand, the labor market equilibrium
g
lg

condition implies that equilibrium mass of firms satisfies n;, = ——————. Thus n}, as a (unique)

fro-a;

positive solution of equation

_— lg B 2Bly + vy - ny
g = —

fHo- g (2Bf+avly)+f-ny

which is equivalent to

~f - nz + (28f + avly — vly)n, — 261, = 0.
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Thus n} = n*(l,), where

n*(l) =

=™

[(A-l—1)+\/(A-l—1)2+B-l], 1)

- 2
72 ﬁ?v’ B = ﬁ The only specific factor is the size of city population /,. For the

particular case v = 0 we obtain the well-known linear expression for the mass of firms n; = [,/ f.

where A =

The following considerations are common for all cities, therefore, we drop the city subscript g.

on* [ on* o*n*
Lemma 4. Let v > 0, then n*(0) = 0, 8—73 > 0, &(n*) = povs (;72 <1, a; < 0. Moreover,
lim n*(1) = oo forv < X and lim n*(l) = Sforv > 2
l—o0 [0 l—o0 av — 7y Y

Proof is straightforward from the formula (21).

Remark. The main difference from the case of fixed labor requirement is that for sufficiently large
magnitude of variable labor input v the mass of firms is limited even if the city population size in-
creases indefinitely. The following thought experiment may clarify this conclusion. Assume that new
inhabitant comes to the city she increases demand for differentiated goods ) as well as supply of la-
bor. Potentially, increasing in labor supply positively affects the mass of firms n. On the other hand,
increasing in demand of all varieties of differentiated good require additional labor to produce this
increment, to be more precise, it requires v workers per unit of variety. In turn, it negatively affects
the mass of firms n. Thus, for sufficiently large values of v even the unrestricted labor inflow will be
“consumed” by industrial sector without increasing in mass of firms. The following fact reflects the

same tendencies for total demand of differentiated good.

Corollary. Total demand Q*(1) = [ - ¢*(n*(1)) is inelastic with respect to the population size l, i.e.,

£(0) = L0 _ 2+ (A& ) m ()

“o o 28 + () €(0.1)

Now we can determine the equilibrium wages of CBD and SBD-employees in the city

. L-p* ¢ o?fn*(1)

Cl: —

T T @

ey ([T [1=g)
" @) e
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as well as consumer’s surpluses for both center and periphery

Q2B+ () (0)
S0 = @50y

which does not depend on consumer residence. Moreover, sum of wage and surplus (urban gains, for
short) is

02(38 +n* (1)) - (1)
205 + ()’

GY() = CS(l) +w(l) =

Total Mass of Firms Under Autarchy

Let each of the cities 1 < g < G with population [, established an equilibrium mass of firms n, =

G
n*(ly). What is a total mass of firms Z ng in comparison to n*(L) — the mass of firms in city with
g=1
G
joint population L = Z l4? Note that in the case v = 0 we obtain
g=1

G G I I
an = Z?g = 7 =n"(L),
g=1 g=1

1.e., total mass of firms does not depend on distribution of population. The case v > 0 is completely
different.
e}

Proposition 8. Let v > 0, then an > n*(L).

g=1

For analytical proof see Appendix.

Remark. This result is quite natural, because Autarchy implies that local firms have no outer com-
petitors and the total mass of firms under the more uniform distribution of population is greater then
under total agglomeration. However, this variety of goods is almost useless for consumers, because

only local varieties are accessible.

Urban costs

An equilibrium labor requirement per firm o} = *(l,), where

av -1 av -l
* l — - 7
70 f+25+7n*(l) f+ﬂ-[(Al+1)+\/(Al—1)2+B-l
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An equilibrium CBD share of firms, 6, in city g satisfies the identity

©*(ly) - t\/my0l, = K\/m,m + ¢*(l,)t\/ (1 — 0)l,,

Note that ¢} increases with respect to /,. Indeed,

av -l Qv

e (l) = f+ Bt E e

n*(l)

and it is sufficient to prove that 5 decreases with respect to (:

<0

ol l [2 N [2

due to Lemma 4. It implies that function [ - (¢*(1))? strictly increases from 0 to co and equation

TK? TK?
— 2 <~ l: *—22
t (*(D)"

has unique solution (.

Proposition 9. i) Let [, < I¥ then the unique equilibrium CBD share is 0, = 1 withmg =0, i.e. city
may be monocentric only,
i) Let l, > IV then for each m > 1 there exists the unique equilibrium CBD share v, €

1
()
1+my

iii) The CBD share of firms 0, decreases with respect to population l,, number of SBDs mg, and

commuting costs t. Moreover, 9; increases with respect to communication cost K and

. ) ) 1
lim 6 = lim 6" = lim 6" = )
lg—oo 9 t—oo 9 K—0 9 1+ My

Proof of this statement is the same as one of Proposition 2 with the only difference in comparative

statics with respect to [,. See additional consideration to the proof of Proposition 2 in Appendix.
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5.2 Trade Equilibrium for “Almost Equal” Cities

Once again turn to the case of the trade between two cities, Home and Foreign. Let A\ be the share
of workers residing in Home city, then populations of both cities are [y = AL and [ = (1 — \)L,
respectively. Note that Lemma 2 was proved regardless of the labor input type. Thus for cities H and

F with masses of firms ny and np, correspondingly, the equilibrium prices are

208 +T1ynp

_ 2aB+T1yng

(1) = pi ) =ph. = ,
pHH( ) Prm ( ) Prr 2(25 +’Y”)
T

2

T
a)

Pir = Ppp + >p*FH:pEH+2

where n = ny + ng, while equilibrium demands

QHH(@) =4y = 3+ _Oé —Pumg T %TLF y dpg = dgg — ﬁ
1) = = a— —ng|, = - —
drp drp B+n | Prr 28 H|> 9gFr = 4rF 23

Now the equilibrium masses of firms n};, n}. may be obtained as solutions of the following equation

system:

B AL . (1- XL
fro- AL gy + (1 —=NL-qp) — fH+v-OL-ghy+ (1= NL-gpp)

(22)

ng

which are, in fact, the full employment conditions. Unfortunately, for v > 0 this system has no closed
form solution, we can obtain such solution only for very specific values of \.

Let A\ =1, thennp =0 and

L L L
= . . 0* - . af+1yn T - Ll
frv-L-gyy f+ Bisn (a N 22(§Z+jmf - ﬁ”F> F+ 2550
As result we obtain
(1) = 2 [(A-L—1)+\/(A.L—1)2+B.L},
Y

—av 2 . . . . .
i l, which coincides with autarchy mass of firms. This is quite natural,

28f 7 T Bf

where A =
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because for A = 1 there is no difference between Autarchy and Trade.
Now consider the case of equal cities, i.e., A\ = 1/2. Equilibrium masses of firms n},(1/2),

n5(1/2) are solutions of

L L
e 777’ = * * ’
2f +v-L- (g5 + Thr) g 2f +v- L (gpy + d5r)

ng

This system has the closed form solution

nE(l/Q):n*F(l/Q):% (AT~L—1)—|—\/(AT‘L—1)2+B-L], (23)
_7—(a—l)v_ TV _2_7
WhereAT_TfQ_A+W>A’B_ﬂf.

Lemma 5. Jacobian matrix J of the equation system (22) is non-degenerate at A\ = 1/2, vy = 0.

Direct calculations show that Jacobian determinant of equation system

nua-(f+v-AL- g+ (1 =ML gpp)) = AL, np-(f +v- (AL - ¢y + (1= AL - qrpp)) = (1=A) L,

which is equivalent to (22) is det J = i—z > 0.

Lemma 5 and Implicit Function Theorem imply that there exists neighborhood A of (g, vg), such
that system (22) is solvable for all (A, v) € A and its solutions ng(\), ng()\) are differentiable func-
tions of all parameters. Substituting these implicit functions into formulas for p}; and ¢;; we obtain

the equilibrium prices and quantities.

Proposition 10. There exists a neighborhood A of (Ao, vo), such that for all (\,v) € A the masses of

firms ny and nr satisfies the following conditions:

* *
onjyy on’.

i) ng—l;nF>ngl) ii) aA@iO,a—)\aiO, 5L >80* 3L >8()*
o O nNp . Ny Ng . U 3
iii) o <0, a7 < 0;iv) B <0, 5 <0,v) 5 > 0, o >0

For analytical proof see Appendix.

Remark. Note that most of this comparative statics is quite natural and predictable. Mass of firms is
positive affected by local share of population A and by total world population L, while both fixed f and
variable v labor requirements affect negatively. Moreover, increasing in trade cost 7 positively affects

the mass of firms, because it weakens the competition with imported goods. The only novelty is that
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ni +ny > ni (1) for v > 0 and \ sufficiently close to 1/2. It means that the more uniform spatial
distribution of population provides more varieties of differentiated good, then the total agglomeration.
In other words, the more tough competition under total agglomeration decreases the total mass of
firms in comparison to the more uniform spatial distribution of people. This effect appears only in
model with non-zero variable labor requirement v > 0. If labor requirement does not depend on the
produced quantity (), the total mass of firms is independent on the labor distribution across cities. It
should be mentioned also that the massive computer simulations allow to suggest that in fact A =

(0,1) x (0,+00). However, the general analytical tractability of this model is still questionable.

6 Conclusion

Paradigm of linear city is well suited for both actual “long narrow cities” and monocentric “two-
dimensional”, because in this case location may be characterized by scalar value — distance from
Central Business District. In case of polycentricity — especially, with multiple Secondary Business
Districts — linear model can’t include all range of possibilities, being limited at most by two SBDs.
Two-dimensional polycentric model, presented in this paper, lacks this disadvantage, while it is still
tractable and intuitive. The results obtained in presented paper are of two kinds: some of them are
common for both linear and two-dimensional models, while other are specific for two-dimensional
model with several Secondary Business Districts. We discuss here these results, focusing on the spe-
cific ones.

Proposition 2 on Existence and Uniqueness of equilibrium CBD share implies that polycentric
structure may exists only if population of city exceeds the certain threshold, i.e., too small city cannot
bear the burden of polycentricity. This natural result is not 2D specific, nevertheless, it contains the
statement that city with population beyond this threshold, could have any number of SBDs. Moreover,
increasing in this number implies that per capita urban costs strictly decrease (see Proposition 3). It
results in increasing (ceteris paribus) of disposable income and indirect utility of the city residents,
therefore, developing of the inner city structure may be an important policy instrument.

It is obvious, that positiveness of disposable income is necessary condition for city residents. One
of results obtained in this paper is that disposable income is positive if and only if city population is
not less than strictly positive lower threshold a do not exceeds the finite upper bound (see Proposition

5). It means that the effective production (with increasing return to scale) cannot be developed on
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the base of too small settlement, and, vice versa, very large city cannot survive because of too heavy
burden of urban costs. Increasing in SBD number shifts up the upper threshold (i.e., increases city
capacity), therefore, extensive development of the city structure can be an effective policy instrument
for sufficiently large cities (see Proposition 5). It cannot help, however, small cities to survive as
industrial settlements.

Changes in city structure is mainly an instrument of inner policy, while change in trade openness
may results outwards. Moreover, sufficiently high level of trade openness (i.e., sufficiently small
trade costs) shifts down to zero the lower threshold of city population (see Proposition 6). It means
that under condition of almost free trade, small cities could survive as satellites of large ones. Another
benefit of sufficiently free trade is that real wage (indirect utility) increases for residents in all cities,
not depending on their sizes (see Proposition 6), although this effect is more significant for small cities.
It increases the relative attractiveness for the labor inflow. This inflow may result in overpopulation
of city with given number of SBDs. To avoid this overpopulation, City Developer may increase
the current SBD number, which increases city capacity. Mechanism of determining of endogenous
minimum SBD number was suggested in Section 4.2, which is consistent with empirical evidences

(see Proposition 7).
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7 APPENDIX

Table of Symbols:

* t —marginal commuting costs

* K — communication costs

* f > 0—fixed labor requirements

* v > 0 —marginal labor requirements

* o —total labor requirements per firm (p = f + v - Q for v > 0)
* 7 - trade costs

» L —overall population

» (G — number of regions, g € {1,...G}

Subscript g may be dropped for separated city

* [, —population of city g
* mg, —number of SBDs in city g

* ngy —mass of firms in city g

d € {C, S} — type of business district (Central or Secondary)

. xj € X —location of (representative) SBD in city g

d

* wy —wage of workers in district d of city g

« T1¢(7) — profit of firms in district d of city r

Rg(x) — rent function in district d of city g

* C4,(Ig,my) —urban costs in district d of city g

6, — share of firms in CBD of city g
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Proof of Proposition 1

The land supply in equilibrium should equalize (inelastic) land demand

w- () mem (%) =101,

S

where r“is radius of central zone, r° is radius of single suburb. On the other hand, for given CBD’s

share of firms, 6, the labor market clearing in CBD (without cross-commuting) implies 7 - (TC) 2= 0.

Therefore,

y:TC: /ﬂ7 T’SI (1—0)l’ H.TS||:TC+TS: ,ﬂ—l— (1—0)l
s m ™ mm

The budget constraint of an individual residing at point  and working in the CBD implies that

ALR
() = + == = () — o]

whereas the budget constraint of an individual working in the SBD is

ALR
E%(z) = w + — - U9 (z) — t||z — 27|

Note that equalizing condition E¢(z) = E¥(x) = const implies ¥°(z) = A, — t||z||, ¥¥(x) =
Ay — t||x — 2°||, where A;, Ay do not depend on z. On the other hand, worker living at the border
of the CBD residential area (i.e., at the point y = r¢ of the SBD residential area closest to CBD, see
Figure 1b) is indifferent to the decisions of working in the CBD or in the SBD. Moreover, for the
border location ¥ an identities U (y) = ¥U¥(y) = 0 hold, because there is no difference for landlord

where to rent out this plot of land: to Central city, to Suburb or for agricultural use. Therefore,

Alzty:t\/ﬂ, Ay=t- (2% —y) =t (1=6)i
m mm

As result, we obtain

AL 1

W =+

e

X
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Note that no need to integrate actually this function. We may simply apply the well-known formula

1
of the cone volume V' = gwh -2, where h is a hight and 7 is a radius of the base of cone.

0l 1—-0)l
Moreover, an identity £ (y)—E*(y) = 0 implies w® —w® = A;—A, = t- (\ [— —1/ (m—)>
s >

It means that the difference in the wages paid in the CBD and in the SBD compensates exactly the

worker for the difference in the corresponding commuting costs. The wage wedge w® —w? is positive

1
as long as 6 > T thus implying that the size of the CBD exceeds the size of each SBD.
m

Proof of Proposition 2

There is one-to-one correspondence between ¢ € [0, 1] and o € [0, g] given by 6 = cos® . Substi-

(61 [(1—0)
oty — = K + ot a-o
m mm

we obtain, after simple transformations, the following one

tuting it into equation

i K
F(a,l,m,t) :=cosa — e \/_ = 0. (24)
v m Spt\/_
Note that,
K K?
Kyr <1< [>1F= Wz -
sot\/ =t
and
or ) cos «
= —sinw < 0.

da Vm
Consider three possible cases:
i)l < (¥ then F(a,l,m,t) < (cosa — 1) — S\"‘Fa < 0 and equation (24) has no roots.
ii) { = (” then F(a,l,m,t) = (cosa — 1) — % = 0 if and only if cosa = 1, which implies
0* = 1.
iii) [ > (¥ then F(0,1,m,t) = 1— O—ﬂ— > 0 ndF( ,m, ) =0— — L Kym
) otV 2’ Ny

, 2] of equation(24) and 6* = cos® o*.

< 0. Thus
there exists unique root a* € [0

Accordingly to Theorem on Implicit Function Derivative, we obtain

da*  OFjol  Kym-l: 0
ol OF/oa  2pt(sina + =) '
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It implies that 6* (1) = cos? (a*(1)) is decreasing function. Similarly,

. 3
oa* oF sina-m~z

= T 9F T : cosa J
om Sa  2sina+ <22)

thus 6*(m) = cos? (a*(m)) is also decreasing function. Furthermore,

da*  OF[ot  Kym-l: 0
315 aF/aOé QOtZ (Sina+ %> )

thus 6*(t) = cos? (a*(t)) is also decreasing function with respect to ¢. Finally,

da* oFjot N3

0K~ OF[da _@t\/Z~ (sina—i—%)

<0,

thus 6*(t) = cos? (a*(t)) increases with respect to t.
To obtain the limit value of #* is sufficient to note that equation (24) for [ — oo, t — oo, K — 0

transforms into

which is equivalent to

m-cos?a =sina =1 — cos® a,

1
implying #* = cos? a* = ———. On the other hand, K — oo implies [ — oo, therefore m = 0 and
1+m

0* =1 is a unique outcome.

Additional considerations for Proposition 9

The fact that ¢ is an increasing function of [ does not affect almost nothing, except the comparative

statics with respect to /. Indeed,

sina K7
Vo te(D)VI

F(a,l,m,t) := cosa —

increases with respect to I, because (l) and V/1 are positive increasing functions of I. Therefore,

da*  OF/0I

o oFoa "
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and 6* = cos® o* decreases with respect to /.

Proof of Proposition 3

Let y(1) = 0*(l) - [, then y is an implicit function defined by equation

Gl ) = Vi - === 2 =0

ot

which is equivalent to equation (15). Thus

R ) R

ol ol /) oy Vm(l—y) + /Y ’
moreover BT < 0 by Proposition 2. It implies that function
2t [0*(l,m,t)-1 K

¢ = —/———— 4 — (1 =0"(1,m,1)).

C1’LL (l7m7t) 3 T +390 ( (7m7 ))

increases with respect to [. Let’s prove that C([) is continuously differentiable at [ = I¥ =

2t |1
Indeed, for all | < (¥ the urban cost function C¢ (1) = 3 \/j , hence
™

aCE([P . ): §0t2
ol IrK’

Note that 0*(I*') = 1 and

o0 ()-1) 1o, oy _ vir _
o T e

on the other hand,
CHORD)

00*
P __ P P * (1P
B (1" +0)=1 T (1" +0)+67(1").

(ZA
2 (I" +0) = 0, therefore

8( @>
oce o 2t ™) s et?  9CT  p
g L0 =g g 0= = (=0
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2t |0l oCcc
Recall that for [ < [* the urban costs C’C SV therefore —% = (. Moreover, for [ > [”
T m

ocS  aCC oo

om 09 om’

*

om

where

< 0 by Proposition 2 and

83090 3\/_\/7( got\f )>0

K
7T2 and 6 < 1. Therefore
t2

because [ > [F =

ocs  acs o

om ~ o9 om ¥

Moreover, 6*(17') = 1, hence

oce . t Nir VTK
g L F0=3 ?(1 gpt\/l_P) b

which implies that
oce . o0 oc¢
om0 =50 g U

P 10)=0,

i.e. the urban cost function is continuously differentiable with respect to m.

Let y(t) = 0*(¢) - t, then y is an implicit function defined by equation

b= - Vi SV

which is equivalent to equation (15). Moreover,

oH \/_ ! >0 8—H:——t <0
ay 2\/— -y ot 24/t —y 7

therefore

dy OH /O0H
a—‘(a a—y)”'

It implies that function ¢ - /6*(t) = +/y(t) increases with respect to ¢, as well as 1 — 6*(I,m, t).
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Therefore, urban costs function

2t [0*(l,m,t)-1 K
C _ 2 3 110y (1= p*
C (l,m,t) I A — + —390 ( 0*(1,m,t))

also increases with respect to ¢, increase with respect to ¢.

Proof of Lemma 1
From budget constraint (7)

%:E—/mmma

substituting it into utility (1) we obtain the following FOC:

n

ou , Ny N
aﬂw—a—ﬁ«w—v!«wm—mw—a ©3)
and after integrating:
an — (B+9n) [ qi)di — [ p(i)di = 0. (26)
o]

Let .
P = /p(z')di
0

denote price index, then (27) and (28) imply

o 1 vy

“Erm B G "

ati) (B+n)p

Now turn to firm’s problem p(i)q(i) — max, from the corresponding FOC we obtain that equilibrium

price

B @ v
i) =r=3 {ﬁ+vn+(ﬁ+7n)ﬁ F

On the other hand,

P = /p*(i)di =np",

0

37



thus equilibrium prices and quantities are, respectively,

af (i) » Q
= — N=q¢" = ———.
28 +n 1 1 28 +n

Consumer’s surplus for this equilibrium with linear demand may calculated standardly and it is equal

to

1 a’n n w2)  on
CS_Q<(5+7”)+(B+WL)@)> Bm’

Substituting the previous term for p* we obtain that

. o?n(B+n)
N TC T e

For more details see original papers of Ottaviano et al. (2002) or Cavailhes et al. (2007).

Proof of Proposition 5

Note that wage w®*([) is bounded function, while urban costs increase unrestrictedly with respect to /,

hence, w* (1) — CS (I, m) < 0 for all sufficiently large I. Moreover, w® (0) = C¢ (0, m) = 0, while
ow* a? 9C¢ o o '
5l 0) = = <3 (0, m) = 400, thus w“*(I) — Cy/ (I,m) < 0 for all sufficiently small | > 0.

It implies that set of [ guaranteeing “the surviving condition” w®* (1) — CY (I,m,t) > 0 is subset of

some interval [lin(m, 1), lnax (M, )], Where Lyin(m, t) = inf {{ > 0| w*(l) — CY (I, m,t) > 0} >0
and lax(m, t) = sup {{ > 0 | w*(I) — CS (I,m,t) > 0} < oo. It remains to prove that this subset
is nonempty and inequality w*(l) — C¢ (I, m,t) > 0 holds for all I € [lpin(m, 1), lnax(m, )], at least

K
fort € (O,— ﬂ)
© \ 28p
Note that

Ty 30&2 ™™y Cx* (1% OZ2 2t Ty C (7% C (7%
<—\|—=2t< — | =S v (") =—>—=/——=C,/(",0,t) > C, (I",m,t
¢\ 28¢ 167\ 28 ) 8y 3V 20¢p ( ) ( )
2
for all m > 0, where [* = ﬂ is the “maximum wage” population size. It implies that “surviving”

2

set of city population is non-empty and l,,.x(m, t) > [*. Moreover, inequality — < % ensures that
2 g

equation
Bl 2K

w (1) = — =
(2Bp+1)" 3¢
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has two real positive roots

2.2 a 2
(2562 - 4prp) 7 \/ (2582 - 4p70) — 165292

-
12 52
2K 2
and w* (1) > . if and only if I; < | < ly. In particular, [* = 2o € (1, 1y) because w*(I*) =
¥ Y
max w*.
Note that

K 2
— = ly.
25¢ \/ < \/ 2752 -

Let [; < I¥ < I, then inequality w®*(I¥) > = CY(I1”,m) holds, which implies that [ni,(m, ) <

?w
[P, On the other hand, if I > I, > [* then w®*(I*) > =— = CY(I*,m) > CY(I*, m), which also
implies that Iy, (m, t) < IF.

Assume at first that m = 0 and consider set of positive roots of equation

Cx o QQBQO'Z _ C 2t i
W) = o e = Ol =y

Dividing both sides by v/I and substituting 2 = /I we obtain the equivalent equation

302 Bpy/m -z =2t (2B + ’YI2>2 — 8tf%p? — 3’ B/ - x + 8tBypx? + 2t = 0.

Sign of coefficients changes twice, hence, this equation has either 2, or 0 positive roots, due to
Descartes’ rule of signs. On the other hand, w®*(I*) > CS(I*,0,t) and w®*(l) < CS(1,0,t) for
sufficiently large ¢, i.e., there is at least one positive root. It implies that these roots are [, (0, ¢) and
Imax (0, 1), respectively, and w* (1) — CS (1,0,t) > 0ifand only if | € [l;in(0, 1), lmax (0, 1)]. Moreover,
it was proved that I, (0, ) > I* and 1 (0, 1) < 17,

Now let m > 0, then CS(I,m) = CS(l,0) for all [ € [0,iF] and CS(I,m) > CS(l,0) for all
[ > (M by Proposition 2. Let’s show that equation w®*(l) = C%(l,m,t) also has two positive roots
Imin(m, ) and lpax(m, t), such that w*(l) > CY(I,m,t) if and only if I € [lnin(m, 1), lmax(m, 1)].
Indeed, CS(I,m,t) = CY(1,0,t) for all I < I, thus lyin(m,t) = lmin(0,t) € (0,17). There is no
roots in interval (Ipin(0,1), lmax (0, 1)), because CE (1, m,t) < CY(1,0,t) < w®*(l). Therefore, there

is a unique root of equation w* (1) = CS (I, m, t) on interval (I (0, 1), +00), because w* (1) strictly
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decreases for all | > I, (0,¢) > I*, while C€(1,m, t) strictly increases on (0, +00). This completes

the proof of proposition.

Proof of Lemma 2

From budget constraint for the Home consumer (17)

Ny ng+ng
@ =F— /pHH(Z)QHH(Z)dZ - / pru(i)qrm(i)di,
0 ng

substituting it into utility (1) we obtain the following FOC for Home:

U = a— Baun(i) — 7 [fo”H qun(§)dj + [ qFHO‘)dJ] = prn(i) =0,

Oqmm (i

(27)
aqf:—;UI(i) =a— Beru(i) — v [fgnH quu(j)dj + f:,ernF QFH(j)dj] —pru(t) =0,

and after integrating:

ang — B [3" quu(i)di — yng [fonH qrr(j)dj + f;;JmF QFH(j)d]} — [ pru(i)di = 0, 28)

anp — B [ qra(i)di — ynp [fonH qur(7)dj + f:;JmF QFH(j)d]} — I3 pra(i)di = 0.
Let - np

Py — / prn(i)di + / prn(i)di
0 0

denote price index, then summing two equation of (26) we obtain

nH ng+ng
an — (8 +n) /(]HH(j)dj + / qru(j)dj| — Py =0,
0 ny
where n = ng + npg, or

nH ng+ng P
NP NP an — g
dj + / dj = ——.

/QHH(J) ] qru(j)dj B om

0 ng
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Substituting this into and (26), we obtain

1
quu(i) = 5f—7n - BPHH(Z') + m - Py
1
qru (i) = 3 fyn — BPFH(Z) + m - Py
Similarly
1
0er ) = o = e Gy
1
qur(i) = 3 fvn - EpHF(i) + m - Pp
where - -
[ |

Now turn to firm’s problems I (i) — max, [(i) — max, where

In(i) = AL - puu(i) - quu(i) + (1 = AL - [pur(i) — 7] - qur(i)
Ir(i) = (1 = N L - prr(i) - qrr(i) + AL - [pra(i) — 7] - qr(i)

From the corresponding FOCs we obtain that equilibrium prices are

" N % — Oéﬁ J '
Prun(i) = Pyy = 2(%—0— yn) * 2(8 +n) i
s . a Y . T
Pru(t) = Py = 2(86+9n)  2(B+7n) i 2

Prr) =Pir = 505y Y 3G )
L af 8 T

Pirr(i) = Pirr = 2B +m) 208+ m) Pty

On the other hand,
ng ng ngy ng
0 0 0 0
which imply
afn+ (B +yn)tng
Py =
28 4+yn
P afn+ (B +yn)tng
m 28 4+yn
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The Home Consumer’s surplus with respect to both domestic and imported differentiated goods is
CSuy =ngApgy +nrlArm,

where Ay, Appy are consumer’s surpluses with respect to specific domestic and imported varieties,

i.e., areas of specific orthogonal triangles:

Ay == : _
HH 2QHH B+ n Punr
FH — 2QFH —,6—1—771 Prm | -

Substituting ¢35, ¢y > P> Py and Py we obtain after transformations

a2n (0%

CS = — . * . + * . +
H 9 ( 3+ 7n) 3+n [pHH NH T Pry nF]
b [Oh)? i+ ) - 1] — o g - o + Dy - )
23 26+ (B+n)

The trade profitability condition p};p > 7, pry > T implies

. _2aﬁ+7'ynp>7 . _2a5+7'ynH>T

which is equivalent to

203 203 } —a

7 < min ,
{2B +yng’ 26+ ynp

Thus 7 < « is necessary condition for bilateral trade. On the other hand, max {ny,ny} < n, therefore

. { 203 203 } 203
min , >
28+ yng 28+ ynp 268+ n

and inequality is 7 < Typ4e = is a sufficient condition for profitability of bilateral trade.

284+ yn

Proof of Proposition 7

Note that

2
w$(0) = Pyl (1—T-w> >0 =C%0)

(28 +vL)?
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2ab¢p

for all 7 < Ttrade = m

Moreover, substituting 7 = 0 into (19) we obtain

2
L
Pl 1) > 0% > €O

i N = G D)

forall A € (0, 1), because L < lyax(myr). Thus, for all sufficiently small 7 < 7* inequality w$*(\) >
C%% () holds for all A € (0,1).
Let

AN T) =Ve(\, 1) = Va(A) = (wi (A, 7) + CSu(\, 7)) — (wif"(A) + CSu(N)) .

We are about to prove that A(\,7) > 0 for all A € (0, 1) and sufficiently small 7 > 0. Note that

A(1,7) =0 and

_ L(2pLpy(a —37)(a —7) + 6¢%B%(a — 7)? + L*~%71?)
A0 = 408208 + L)? '

Quadratic equation
20LBy(o = 37)(a = 7) + 60°F%(a — 7)* + L**7* = 0

has no real solutions with respect to 7, while A(0,0) > 0. It implies that A(0,7) > 0 = A(1, 7) for
all 7. Now we are about to prove that A(\, 7) is decreasing function. Note that

0A B ©La?B(6p8 + Ly\)

M0 = 2(2¢8 4 LyA)? <!

O\

A
for all A € (0,1). Thus, for sufficiently small 7 < 7** inequality 2—/\()\, 7) < 0 holds for all .

Proof of Proposition 8

First assume that G = 2, i.e., there are two autarchic cities, H and I, with population [ = AL,

lp = (1 =X)L, where A € (0, 1), we obtain

nHzg[(A-L-A—1)+¢(A-L-A—1)2+B-L-A},

(29)
[(A-L-(l—)\)—l)Jr\/(A-L-(1—/\)—1)2+B-L-(1—>\)]

e

ngp =
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while the mass of firms in joint city is

n*(L) =

= |

(A-L—1)+\/(A-L—1)2+B-L]

Note that inequality ng + ng > n*(L) is equivalent to

VA LXN=12+B-L-A+(A-L-1-XN—-12+B-L-(1-X)>

>1++(A-L—12+B-L
Both sides are positive, thus squaring this inequality, we obtain the equivalent one, which is, after

collecting terms:

VAL AXZI2+B-L-N-((AL-1-XN—-12+B-L-(1-X\) >

> A2 N-(1-N++(A-L-12%+B-L

Squaring this inequality once again, we obtain

(A2L2 - X241+ (B—2A)L-)\) - (A2L?2- (1 —=MN)24+1+(B—-2A)L-(1—)\)) >

?

> AL N2 (1= N2+ (A2L2 + 1+ (B —2A)L) + 2A% L2\ - (1 — \)\JA2L2 + 1+ (B —2A)L

which is equivalent to

2
AL (B;2A> +2 (B_QM) — A% > A%\ /A2[2 + 14 (B - 2A)L
v — Qv

This inequality obviously holds for A = 0, thus we assume that A # 0. Recall that A = 5

2 B —2A
B:l,hence = piael)

Bf 2 28f

('y—av)z’y+ova+2<fy+ow)2_(ﬁy—ow)2>
26f 26 f 268f 268f
2 2
v = au Y=o 7t av
>< 257 ) \/( 257 ) S VT

> A, which transforms the previous inequality into
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Also, it is sufficient to prove the last inequality, taking into account that v > 0. Indeed,
Y — v 274—041} v+ av 2 Y — av 2
L.H.S. = L+2 —
( 26f ) 26f ( 26f ) < 26f )
_ (7—0&1)274_041)L+2<7—0w)2_ (W_av)Q_ (7_av>2 (7+OA)L+1) B
26f 26f 26f 268f )\ 28f 26f B
2 2
¥ — v v+ av
= L+1) =
( 26f ) \/< 261 )
2 2
¥ — Qv Y+ av Y+ av
= 1+ L| +2- L
(261“)\/ (mf > 257
2 2
¥ — av vy — v v+ av
L24+1+2- L=RH.S
>( 25 f ) \/< % f ) 26

Now the general case can be proved by induction

G-1
lg> +ng > n*(L)

G G-1

_ *
E ng = E ng+ng>n
g=1 9=1

g=1

Proof of Proposition 10

Due to Lemma 4 and Implicit Function Theorem we have to prove all statements for A = 1/2 only.

i)

ny(1/2) +np(1/2) —n*(1) =

:g (A, —A) - L++(A,-L—12+B-L—/(A-L-12+B-L| =
P N (A, - L—12—(A-L—1)? _
2 (A, - 4) L+\/(AT-L—1)2+B-L+\/(A-L—1)2+B-L
A A (A, - L—1)+(A-L—-1) _

=5 A —A) L 1+\/(AT-L—1)2+B-L+\/(A-L—1)2+B-L
v VA L1+ B L+ (A LD+ /(A L-1?+ B-L+(A-L-1)
CAyf VA L—-12+B-L+\/(A-L-1?+B-L

>0

because \/(A, - L—1)2+B-L>|A,-L—1,,\/(A-L—12+B-L>|A-L—1].

i1) Direct calculations show that

on’ L
—()\0,1)0) = —%(Ao,ﬂo) = ? > 0

The rest of inequalities for ii), as well as for iii)-v) are straightforward from (23).
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