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1 Introduction

How does an improvement in foreign productivity affect trade flows, prices, and wages?
What are the welfare effects of import tariffs? What are optimal policies in open econo-
mies facing domestic distortions? To provide sharp answers to these and related ques-
tions in international trade, a standard approach has been to simplify the analysis by
focusing on a small open economy (SOE). In the classical literature, a SOE is defined as an
economy that takes world prices as given. In the context of modern trade theory, however,
even infinitesimally small countries have pricing power, so a different conceptualization
is needed.!

Flam and Helpman (1987) were the first to consider a SOE assumption in a new trade
model, which they used to study the effects of various trade and industrial policies un-
der monopolistic competition. Demidova and Rodriguez-Clare (2009) refined Flam and
Helpman's definition of a SOE as one that takes foreign-good prices and export demand
schedules as given, and further showed how to extend the assumption to a setting with
heterogeneous firms and selection a la Melitz (2003).> This modern version of the SOE
assumption has now been used to study the comparative statics of trade-cost shocks
(e.g., Demidova and Rodriguez-Clare, 2013), optimal trade policy (e.g., Demidova and
Rodriguez-Clare, 2009; Haaland and Venables, 2016a), and optimal industrial policy in
open economies (e.g., Bartelme et al., 2021), among several different applications.

In this paper we revisit the SOE assumption in a generalized gravity model of trade
that nests all the standard microfoundations that have been provided for such a model.
We show how one can obtain the SOE as the limit in which an economy becomes in-
tinitesimally small, although one must simultaneously let trade costs go to infinity to
avoid awkward implications in the limit. The finding that this limit yields the SOE as-
sumptions is important to formally link the results derived for the SOE to those derived
in the standard case with large economies. We illustrate the usefulness of the SOE model
by studying its implications for comparative statics and the optimal tariff.

Rather than limiting the analysis to a particular gravity microfoundation, as, for exam-

ple, Demidova and Rodriguez-Clare (2009) do with the Melitz-Pareto model, we consider

IThe fact that even infinitesimally small countries retain market power is why Gros (1987) finds that
the optimal tariff in a Krugman (1980) setting does not converge to zero as the economy’s size becomes
infinitesimally small. Alvarez and Lucas (2007) reach the same conclusion in the context of the Ricardian
model developed by Eaton and Kortum (2002) with productivity assumed proportional to country size.

2In the Krugman (1980) model, Flam and Helpman’s SOE takes as given the wage and the variety of
goods in the rest of the world. The latter assumption implies that the export demand curve is fixed but not
isoelastic. Demidova and Rodriguez-Clare (2009) instead take the wage and price index in the rest of the
world as given, leading to an isoelastic export demand curve.
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a general framework that nests the Armington and Eaton-Kortum models with external
economies of scale (EES) and the Krugman and Melitz-Pareto models with nested prefer-
ences as in Kucheryavyy et al. (2023). We also allow for the fixed trade costs in the Melitz
model to be in terms of labor in the source or destination country. This generality is possi-
ble by allowing for a positive scale elasticity and three different trade elasticities: one with
respect to trade costs, one with respect to tariffs, and one with respect to wages. Specific
models are obtained from particular combinations of these elasticities.’> For example, the
Krugman (1980) model corresponds to the case in which the three trade elasticities are
the same and the scale elasticity is the inverse of this common trade elasticity. As another
example, the Melitz-Pareto model with fixed trade costs paid in labor of the destination
country is obtained by setting the scale elasticity equal to the inverse of the trade elasticity
with respect to trade costs, and the trade elasticity with respect to trade costs equal to the
one with respect to wages but lower than the one with respect to tariffs.

Simply letting an economy become infinitesimally small in such a framework implies
that the domestic trade share tends to zero in the limit.* This not only makes it impossible
to map the SOE to data, but it also leads to the awkward implication that the SOE would
experience zero gains from optimal trade policy and infinite gains from trade.” To avoid
this, we assume that inward and/or outward trade costs go to infinity. At one extreme,
if the scale elasticity is zero — as in the Armington or Eaton-Kortum models with no EES
— then we have the outward trade costs go to infinity; at the other extreme, if the scale
elasticity is equal to the inverse of the trade elasticity — as in the standard Krugman and
Melitz-Pareto models — then it is the inward trade costs that goes to infinity. Between
these extremes, both outward and inward trade costs go to infinity at a rate determined
by the scale and trade elasticity with respect to trade costs.

The equilibrium conditions in the SOE are simple and intuitive. As illustrated in Fig-
ure 1, the equilibrium wage w is determined by the intersection of the downward slop-

ing export demand curve X (w) =D (AL?)° w™f and the upward sloping import demand

3We follow Demidova and Rodriguez-Clare (2009), Felbermayr et al. (2015), Haaland and Venables
(2016b) and Costinot et al. (2020) in modeling tariffs as demand shifters (in the terminology of Costinot
and Rodriguez-Clare, 2014). This implies that the trade elasticity with respect to tariffs will differ from the
one with respect to iceberg trade costs in the Melitz model, as was previously discussed in Costinot and
Rodriguez-Clare (2014) and Felbermayr et al. (2015).

4Gee, for example, the analysis of a SOE in Alvarez and Lucas (2007), as well as the derivation of the
optimal tariff for the Krugman (1980) model in Caliendo and Parro (2022) for the case in which the size of
one of two countries goes to zero.

SDemidova and Rodriguez-Clare (2013) argue that they can obtain their SOE (with nonzero domestic
trade share) in the Melitz-Pareto model by letting the economy become infinitesimally small, but their
analysis is incorrect as the values of wage and productivity cutoffs in the limit were miscalculated due to
wrongly assuming that the wage was strictly positive in the limit.
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Figure 1: Equilibrium conditions in the SOE
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markets on the export and import sides, respectively; A and L are productivity and labor
endowment in the SOE; ¢ is the scale elasticity; ¢, p, and { are the trade elasticity with
respect to trade costs, wages, and tariffs, respectively; and ¢ is (one plus) the SOE’s im-
port tariff. In turn, the gains from trade (equilibrium welfare divided by counterfactual
autarky welfare) are given by

GT =AY (A+ (1-7) /8) %%,

This collapses to the expression for gains from trade in Arkolakis et al. (2012) — hence-
forth ACR — if there are no tariffs (f = 1). Even with tariffs (t > 1), GT is decreasing in
A.

We can now use a simple graphical analysis to understand how different shocks affect
the wage, trade flows, and welfare. An improvement in foreign productivity or a decline
in inward trade costs would correspond to a decline in P, leading to an upward shift
in the M curve and a decline in the equilibrium wage. An increase in export demand
corresponds to an increase in D, which leads to an upward shift in the X curve and an
increase in the equilibrium wage. While the wage moves in opposite directions, in both

cases there is an increase in imports (or exports) evaluated at international prices. This



leads to a decline in the domestic trade share and an increase in the gains from trade.
Maximizing GT with respect to f yields the optimal tariff, which depends intuitively

on the values of the different elasticities, as implied by our formula

I 1
S e

Except for the Melitz-Pareto model with fixed trade costs paid in destination-country
labor, all the microfoundations nested by our generalized gravity model entail { = p and
so the optimal tariff is equal to the inverse of the trade elasticity with respect to wages,
" —1 = 1/p. The Armington, Eaton-Kortum, and Krugman models (with or without
EES, and with or without nested preferences) have p = ¢ and so the optimal tariff is
given by the inverse of the trade elasticity with respect to trade costs, as in Gros (1987) for
the Krugman model and Alvarez and Lucas (2007) for the Eaton-Kortum model. In the
Melitz-Pareto model with fixed trade costs paid in source-country labor we have p > .
Thus, consistent with Demidova and Rodriguez-Clare (2009) and Costinot et al. (2020),
the optimal tariff in this model is lower than the inverse of the trade elasticity with respect
to trade costs,  —1 =1/ p < 1/e. Finally, the Melitz-Pareto model with fixed trade costs
paid in destination-country labor entails { > p = ¢, and hence, an optimal tariff even
lower than the trade elasticity with respect to wages or trade costs, ' —1 < 1/p = 1/e.
How do these results differ in an environment with multiple sectors? First, we show
that — like in the single-sector case — the multi-sector SOE in a generalized gravity model
is obtained by letting the economy become infinitesimally small while sector-level trade
costs grow to infinity at a rate determined by the trade and scale elasticities in their sector.®
Second, we perform comparative statics analysis in the case without taxes and sub-
sidies, and show that the effects of changes in sector-specific foreign import supply or
export demand parameters, denoted by Py and Dy, have the same effect on the SOE wage
as in the single-sector case. Namely, a increase in either Py or Dy results in an increase
in the SOE’s wage. These changes are also causing labor to reallocate to sector k from all
other sectors, which is accompanied by a fall in exports and domestic trade shares and
a rise in imports in all sectors different from k. The effects of an increase in P or Dy on
trade flows in sector k are nuanced. An increase in Py results in a higher domestic trade

share in sector k, but the effects on exports and imports in sector k are ambiguous. Simi-

®Here we consider all microfoundations mentioned above except the Melitz-Pareto model with fixed
trade costs paid in labor of the destination country, as this poses some challenges that are left for future
research. Moreover, the claims that we can make for the SOE being the limit as the size of the economy
becomes infinitesimally small must be qualified in the presence of multiple sectors, as we discuss in Sec-
tion 5.1.



larly, an increase in Dy results in a rise in exports in sector k, but the effect on the domestic
trade share and imports in sector k is ambiguous. In turn, all of these competing and
ambiguous effects lead to an ambiguous effect on the SOE’s welfare, consistent with the
findings in the literature on the gains from trade in the presence of domestic distortions
(e.g., Hagen (1958) and Swiecki (2017)).

Finally, following Costinot et al. (2020), we show how to use a “micro-to-macro” ap-
proach to characterize the optimal policy in the multi-sector SOE. We find that the optimal
policy is characterized by sector-level export taxes and import tariffs equal to the corre-
sponding (inverse) foreign demand and supply elasticities, combined with sector-level
employment subsidies determined by the sector’s scale elasticity (in the perfect competi-
tion models) or markup (in the monopolistic competition models). Import tariffs are zero
in all microfoundations except in the Melitz-Pareto model, where marketing fixed costs
and selection lead to a negative supply elasticity, and hence, a negative import tariff (i.e.,
an import subsidy).

The force leading to an import subsidy in the Melitz model was pointed out by Demi-
dova and Rodriguez-Clare (2009). However, this was dominated by the standard terms-
of-trade force pushing for an export tax, and hence, the optimal policy in a single-sector
environment is still an import tariff (or export tax). Haaland and Venables (2016b) also
characterize the optimal policy in an SOE, but restrict the analysis to an economy with
two sectors: a Melitz-Pareto sector with fixed trade costs paid in the source country, and
a homogenous-good sector with constant or decreasing returns to labor. They show that
the optimal policy entails an import subsidy, an employment subsidy, and an export tax
in the Melitz-Pareto sector. In the working paper version of Costinot et al. (2020), the
authors show in an extension that the same results hold without the SOE and Pareto as-
sumptions, and with more general preferences. Our analysis with multiple sectors goes
back to the SOE and Pareto assumptions in Haaland and Venables (2016b), but is more
general in that we dispense with the outside-good sector while using the micro-to-macro
approach to connect the optimal tariff formula with more traditional concepts in the op-
timal taxation literature.

Our analysis is closely related to a contemporaneous paper by Caliendo and Feen-
stra (2024), in which they also study how to take a limit so as to achieve a SOE with a
strictly positive domestic trade share, and study the optimal tariff in that limit economy:.
We highlight three differences between the two papers. First, we develop a generalized
model that nests all standard microfoundations for the gravity model of trade (including
the case in which fixed trade costs are paid in labor of the destination countries, which
is absent in (Caliendo and Feenstra, 2024)) and then take the limit as one economy’s size



talls to zero, whereas Caliendo and Feenstra (2024) take the limit separately for each of
the different microfoundations. We view our approach as having the benefit of simplicity
and highlighting sufficient statistics that are common across all models, in the spirit of
ACR and Kucheryavyy et al. (2023). Second, we develop a simple and intuitive graphical
approach to comparative statics for the SOE, as illustrated in Figure 1. Third, by introduc-
ing three different trade elasticities (i.e., with respect to trade costs, tariffs, and wages) we
obtain a single generalized optimal tariff formula for all five microfoundations, including
the Melitz-Pareto model with fixed trade costs paid in labor of destination countries.

There is a separate literature in international macroeconomics, starting with Gali and
Monacelli (2005), that postulates a SOE to simplify the analysis of monetary policy in
an open economy. Gali and Monacelli model a SOE as one of a continuum of countries
trading differentiated goods and obtain a positive domestic trade share by separately
allowing for domestic and foreign goods in the utility function. De Paoli (2009) drops
the assumption of a continuum of countries and assumes instead that a SOE arises in the
limit as a country becomes infinitesimally small, as we do in this paper. De Paoli assumes
monopolistic competition with an exogenous measure of goods produced in each country
proportional to its size, with Home and Foreign preferences shifting towards Home goods
in such a way that in the limit both the wage and the domestic trade share in Home are
positive and finite.

The rest of the paper is organized as follows. Section 2 presents the generalized gravity
model, establishes that the equilibrium is unique, and describes how it nests the differ-
ent microfoundations. Section 3 shows how to take the limit as one economy becomes
infinitesimally small and describes the equilibrium of the resulting SOE. Section 4 studies
comparative statics and the optimal tariff for the SOE. Section 5 extends the analysis to
an economy with multiple sectors, and Section 6 derives the optimal policy result in the
multi-sector SOE with the “micro-to-macro” approach developed in Costinot et al. (2020).

Section 7 concludes.

2 A Generalized Single-Sector Gravity Model

In this section we present a generalized single-sector and single-factor trade model ex-
hibiting external economies of scale (EES) and satisfying a standard gravity equation. As
shown in Appendix B, there are five different sets of microfoundations leading to the
model equations that we present next: (i) an Armington model with technological EES;
(ii) an Eaton-Kortum model with technological EES; (iii) a generalized Krugman model
with nested CES preferences; (iv) a generalized Melitz-Pareto model with nested CES
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preferences and fixed trade costs paid in labor of source countries (the “Melitz-Pareto-
source model”); and (v) a generalized Melitz-Pareto model with nested CES preferences
and fixed trade costs paid in labor of destination countries (the “Melitz-Pareto-destination
model”). The nested CES preferences in the last three models allow for a different elas-
ticity of substitution between varieties produced within the same country and those pro-
duced across different countries. In turn, this allows the scale elasticity (defined below)

to be different than the inverse of the trade elasticity.”

2.1 Gravity, Price Index, Trade Balance, and Welfare

There are N + 1 countries indexed by 7,j,/ = 0,1, ..., N. We let w; and L; denote the wage
and labor endowment of i, A; be a productivity shifter for i, 7;; be the ad-valorem trade
cost from i to j, and tij denote one plus the ad-valorem tariff that j imposes on imports
from i. Without loss of generality, we set 7;; = t;; = 1. Trade shares A;; = X;;/ )} X);,
where X;; is j’s expenditure on varieties from i, are given by

r AN . —e =
by [Tli/ <AiLi )} w o (/A) L
e & vy —e_ —Pra’

Y tljé [le/ (AZL;P)} w ’ o Lty (mj/Ar) " w, FLY
where & = e¢. Parameter ¢ is the trade elasticity with respect to ad-valorem trade costs de-

dIn(Aij/Aj)
alnTi]'

(1)

ij

tined formally as e = — ; parameter ( captures the trade elasticity with respect

) an(A;/As ) .. .
to tariffs, { = —% ; and parameter p is the trade elasticity with respect to wages,
ij
dn(A;/A; . . .
o= —ng#;”). As discussed below, we need these three trade elasticities, along with

the scale elasticity ¢, to nest the five standard microfoundations for the gravity equation.
We henceforth assume thate, ,p > 0.
Labor market clearing is given by

wiL; = Y AjwiL, (2)
j

where

— 1 - —
Aijlti b el (7ij/ Aj) "w; L}
Zl/\lj/tl]' Zlfl;(g+l) (Tl]'/Al)_g wl_pL‘lX

(3)

’The analysis in this section follows closely the one in Kucheryavyy et al. (2023), but restricting it to
the case of a single sector while extending it to allow for tariffs and the case with fixed trade costs paid in
source labor.



is the share of expenditure that j devotes to goods from i evaluated at pre-tariff import
prices.
Turning to welfare, the price index in country j is given by
AT (9] 1
(¢ i/ tij | © o e - S
Py = g, Y [Z L Y b (/A Tw LY @)
1 1

where §; is a model-specific constant defined for each of the five microfoundations in

Appendix A. Combining this expression with (1) for i = j, the real wage is

Yi_ [ Lj r/SI s1A. LA 1/e

YiMij/ tij A

In Appendix B.2 we show that welfare (i.e., real expenditure per capita) is given by

g/e
W= O e | 1 5TIALIA VS,
P; / LiAij/ tij J I
Letting W]-A denote welfare in the counterfactual corresponding to autarky and letting
GT; =W,/ WjA denote the gains from trade, we then have

*é/&
GT; = A};l/ € [Z Aij /El-]-] . (5)
1

Taking labor of country N as the numeraire, wy = 1, an equilibrium is a wage vector
w = (wp, wy, ..., wn, 1) such that (2) holds for all i.

Proposition 1. The equilibrium exists and is unique.

The proof of Proposition 1 is provided in Appendix C and follows a standard logic.
To establish existence, we demonstrate that all conditions outlined in Proposition 17.B.2
of Mas-Colell et al. (1995) are satistied. For uniqueness, we show that the excess demand
system exhibits the gross substitutes property.

2.2 Microfoundations

We finish this section by describing in Table 1 how the five different models map into the
generalized model corresponding to the previous equations. Parameter 7 is the elasticity

of substitution across varieties from different countries (applicable in all models except



Model Armington-EES EK-EES Gen. Krugman Gen. Melitz Gen. Melitz

source destination
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Table 1: Mapping the five different trade models into the general model

the Eaton-Kortum model), while ¢ is the elasticity of substitution across varieties from
the same country (applicable in the Krugman and Melitz-Pareto models). Parameter 7y is
the technological scale elasticity in the Armington and Eaton-Kortum models. Parameter
¢ is the shape parameter of the Fréchet distribution in the Eaton-Kortum model while
6 > o — 1 is the shape parameter of the Pareto distribution in the Melitz-Pareto model.

Parameter ¢ is given by ¢ = [1 +0 <ﬁ _ ﬁ)} -1

Ad-valorem trade costs T;; are equal to the iceberg trade cost T;; in all models ex-
cept for Melitz-Pareto, where instead trade costs combine iceberg and fixed trade costs,
T = (fij/ f]-]-)l/ (7=1)=1/6 Tjj. The productivity shifter A; equals productivity itself in the
Armington model (A; = A), average productivity (A; = Bl.l/ 19) in the Eaton-Kortum
model, the common firm-level productivity adjusted by the effect of entry costs on vari-
eties in the Krugman model (A; = (f?) A a;), and the lower bound of the support
of the Pareto distribution adjusted by the effect of entry costs on average productivity
—1/6 b;). Lastly, the constants SEK 5K

and (5}-\4 are model-specific constants derived in Appendix A for each of the corresponding

of surviving firms in the Melitz model (4; = ( fi )

models.

The first three rows of Table 1 highlight several points. First, we have e = { = p in
the Armington, Eaton-Kortum, and Krugman models. Second, the trade elasticity with
respect to tariffs { is larger than the trade elasticity with respect to trade costs ¢ in the
Melitz-Pareto model. Third, the only difference between the two fixed cost specifications



of the Melitz-Pareto model lies in the trade elasticity with respect to wages: ¢ < p = C in
the Melitz-Pareto-source model, while ¢ = p < ¢ in the Melitz-Pareto-destination model.
The last point will create a difference in the SOE’s optimal tariff between the two cases of
the Melitz-Pareto model, as we will see in Section 4.2.

In the fourth row of Table 1 we see that in the standard Krugman and Melitz-Pareto
models, ¢ = 1/e and hence &« = 1. However, in the generalized Krugman and Melitz-
Pareto models with nested CES preferences we may have a # 1, as in the Armington and
Eaton-Kortum models with EES (see Kucheryavyy et al., 2023).

Turning to welfare, since ¢ =  in the Armington-EES, Eaton-Kortum-EES, and gener-
alized Krugman models, while { > ¢ in the Melitz-Pareto model, expression (5) implies
that in the presence of tariffs, gains from trade given ¢ are higher in the Melitz-Pareto
model than in the other models. This is because the tariff revenue transferred to the
representative household increases j’s total expenditure, which increases the mass of en-

trants surviving in j’s domestic market, thereby lowering its price index. Formally, we

—1/e ¢/e—1
GT; = Y L .
YiAij/ tij \ Lilij/ tij

The term 1/} (A;j/tjj) captures the ratio of total expenditure to wage income in country

can rewrite (5) as

j, and is referred to as the tariff multiplier in Felbermayr et al. (2015). As long as t;; < 1 for
all i in country j, implying that there are tariff revenues, the tariff multiplier will be strictly
higher than one, 1/} ; (/\ij/ fij) > 1. This implies that the second term in the expression
above is larger than 1 in the Melitz-Pareto model since it has { > ¢, leading to larger gains
from trade in this model relative to the others, conditional on the same data and «.

3 Small Open Economy

We now use the generalized gravity model described in the previous section to obtain
a well-behaved equilibrium with a SOE. Suppose that country 0’s labor is expressed as
Lo = nLoy, where Ly is constant. We will explore conditions under which, as n — 0,
country 0 becomes a SOE in the limit.

3.1 A First Look

To understand potential problems of an equilibrium with a SOE and get an idea of how
to fix them, we first consider two popular examples with two countries (i,,/ = 0,1). Our

numeraire assumption now entails w; = 1.
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Example 1. Consider the Armington or Eaton-Kortum model without EES (i.e., a = 0).
In this case, equation (2) reduces to
-0 _—¢ —p -0 —
Adtor " Tor Wy L — Athy Ty il 6
Asi‘.—l—é e Y A€ 1= A€ —p Asf—l—g —€ WortLo- ()
Aotor oy W Ay AWy~ + Aty Ty

—An A

This is country 0’s trade balance condition, with exports on the left-hand side and imports
on the right-hand side, both evaluated at pre-tariff import prices. One can show that it
must be the case that wy — coas n — 0. The reason for this is that country 0’s wage is the
only variable that can adjust to ensure equality between country 0’s exports and shrinking
imports.® This requires country 0’s production becoming more costly as 1 decreases.

One way to resolve the issue with infinite wages is to follow Alvarez and Lucas (2007)
and assume that country 0’s productivity shifter A is proportional to n'/¢, A = nl/¢A,,
where A is constant. Substituting this into (6), multiplying both sides by 1/n, and tak-
ing n — 0, we obtain (gof&l_gr&gﬁo_ £y Ai) Ly = @WyLo, which is solved for a unique
wo € (0,00). Intuitively, productivity, and hence, exports shrink to zero as the country
becomes infinitesimally small without the need for the wage to increase to infinity. One
unfortunate implication, however, is that country 0 stops buying anything domestically,
Agp — 0, which is not empirically relevant.

We propose another way to resolve the issue of wy — o0 as n — 0. We can make
exports shrink by making them increasingly costly as n — oco. Formally, assume that

—1/¢

Top = 1~ /791, where Ty is constant. Substituting this into (6), multiplying both sides by

1/n, and taking n — 0, country 0’s trade balance condition reduces to

F1-(~—e~—p =10 _—¢
Adtor Ty Wy L, — Altly Ty N
AE L= TPy aep 10— 0m0
1 Ajw, " + Aftyy "To

This equation determines a unique equilibrium wage wy € (0,00), while also having
Ag € (0,1). Intuitively, as country 0’s labor force shrinks it also becomes increasingly
costly for country 0 to export to the rest of the world, and this prevents the wage from
shooting off to infinity without leading to its domestic trade share shrinking to zero.

Example 2. Consider the standard Krugman or Melitz-Pareto model (i.e., « = 1). In this
case, when multiplied on both sides by 1/, equation (2) leads to

8To see this formally, suppose that there is a bounded subsequence of equilibrium wages wy corre-
sponding to some sequence of n — 0. Then for this subsequence of wages, country 0’s imports go to zero
while exports are bounded away from zero. Consequently, the trade balance condition cannot hold for all
sufficiently small 7, leading to a contradiction.
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One can show that, as n approaches zero, the corresponding sequence of wages remains
bounded away from zero and from above.” The problem is that, as n approaches zero,
Aqo approaches one and Ay approaches zero. This is similar to what happens in the Al-
varez and Lucas (2007) approach described above except that here productivity decreases
endogenously through the external economies of scale in the Krugman and Melitz-Pareto
models.

To counteract the effects of decreasing productivity and shrinking exports, we propose

_1 ~
/¥31,

where T is constant. Substituting this into (7) and taking n — 0, country 0’s trade

making imports increasingly costly as n decreases. Formally, assume that 19 = n

balance becomes

10 _—espT 1
Adfr "t W Lo, Aily "To'Lh i
AfLq 1= AP Agf_l_CN_EL @woro-
1 0Wo Lo+ Ajtyy "Tola

Note that we have eliminated 7 in all terms of A1g. Since the above equation is solved for

a unique equilibrium wage Wy € (0, %), we again obtain Ay € (0,1).

3.2 General Case

The two examples presented in Section 3.1 reveal that by adjusting ad-valorem trade costs
appropriately, we can obtain a well-behaved equilibrium with a SOE where the domes-
tic expenditure share is positive (in contrast to, for example, (Alvarez and Lucas, 2007)).
Generalizing this idea to N + 1 countries is straightforward, while extending it to a gen-
eral « is slightly less so.

The general case entails a € [0, 1] with Examples 1 and 2 from Section 3.1 representing
the extremes with « = 0 and a = 1, respectively.!’ For a given trade elasticity, higher

9To see this formally, suppose that for some sequence of n — 0, there exists a subsequence of equilib-
rium wages wy converging to co. Then for this subsequence of wages, the right hand-side of (7) converges
to infinity while the left-hand side converges to zero, resulting in a contradiction. Thus, it must be the case
that wy is bounded as # — 0. One can similarly verify that there cannot be any subsequence of wages
converging to 0 as n — 0.
10All the results in this section remain valid with « < 0 or @ > 1. The case with a < 0 would arise if
there are external diseconomies of scale (¢ < 0) or if there is a fixed factor leading to decreasing returns to
labor in the Armington or EK microfoundations. One could also have a < 0 in the Krugman model with
the Benassy (1996) correction for love of variety or in the Melitz model with congestion effects leading entry
costs to increase with the number of firms serving the market as in Bhattarai and Kucheryavyy (2024). The
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values of a are associated with stronger EES, and so moving from Example 1 to Example 2
involves increasing the strength of EES. The presence of any level of EES (¢« > 0) implies
that productivity falls as country 0 becomes small, with productivity falling faster for
stronger EES (larger «). This declining productivity reduces exports of country 0, and so
makes it less necessary to increase outward trade costs as n — 0. On the other hand, this
fall in productivity implies the need to increase inward trade costs so that the domestic
trade share does not fall to zero as n — 0. This leads to the following adjustments in trade
costs with elasticities that depend on «a:

L() = TZZO,
—(1—06)/5%’0]., ] = 1,..., N/

—a/ex,, i=1,..,N.

Toj =1

To=n

In the case of « € [0, 1], these adjustments imply that both the value of exports and imports
of country 0 decrease at the same rate as n due to increases in export costs, Toj, as well as
due to diminishing productivity of country 0 in the presence of EES. At the same time, any
potential collapse in the domestic trade share resulting from diminishing productivity in
the presence of EES is counteracted by an equivalent increase in the costs of imports, 7.

With the above adjustments, the equilibrium system of equations given by (2) can be

written as
_ N
w;L; = AjpwonLg + 2 A,]w]L], i=1,..,N, (8)
=1
" " N
woLo = AgowoLg + Z (Ao]/n) ZU]'L]', 9)
j=1

Note that (9) is obtained by multiplying (2) for i = 0 by 1/1.1? In contrast to Agj, which
approaches zero as n approaches zero, Ag;/n stays positive even if n approaches zero.

The following proposition characterizes an equilibrium with a SOE as a limit of equi-
libria of the gravity model introduced Section 2:

Proposition 2. For any n > 0, let (wé”),wgn),. . .,wg\?)) be the wage vector that solves the

system of equations (8)-(9). Asn — 0 (w(()”), wgn), ey wy;)> converges to a finite positive vector

case with @ > 1 would arise if economies of scale are “strong” in the Armington or EK microfoundations,
or if the elasticity of substitution across domestic varieties is lower than the elasticity of substition across
country-level aggregates, o < 7, in the Krugman and Melitz microfoundations.
These adjustments also work if & < 0 or « > 1, with the interpretation changing in obvious ways.
12See Appendix D for a more detailed description of the equilibrium system of equations.
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w(()o), w§0) S, wg\?) such that

1. (wgo),. . .,wz(\?)> solves (2) foralli,j,1 =1, ..., N not including country 0;

2. Given (wgo)’ .. .,wz(\(]))>, wéo) solves equation

—1- 0 —1-C~—¢ [ (0)]F
AS gTO]SLDCw](' )L] w—p o E 1 zO T10€ [wi } Ltix

F1-Cpe [, 0] 77 0 0T 1l [, 0] F
Z fzj Tz]g [wi } qu( A(g)wo Loc+z 1 10 108 [wi ] L?‘

ZUOE().

N
Loy
(10)

The proof of Proposition 2 is provided in Appendix F. The proof is relatively straight-
forward but tedious. While we intuitively expect the limit of the sequence of equilibrium
wages (w(()”), wgn),. ey wz(\’;)> to solve the equilibrium system of equations obtained from
(8)-(9) in the limit as n — 0, this convergence is not guaranteed. Generally, the solutions
of a sequence of equations may not necessarily converge to a solution of the equation
obtained in the limit, even if this equation is uniformly continuous.

We prove Proposition 2 in three steps. First, we formally show that the sequence of
equilibrium wages (w(()"), wgn) S, w%?) is bounded from above, then we show that it is
bounded away from zero, and finally, we show that all converging subsequences of this
sequence have the same limit that solves the equilibrium system of equations obtained
from (8)-(9) in the limit as n — 0. The limit of (8)-(9) as n — 0 gives the two sets of
equations described in Proposition 2: the first set of equations is given by (2) reduced to
countries 1, ..., N, and the second set of equations consists of equation (9) only.

Proposition 2 has two important implications. First, from wéo) € (0,00), the SOE
has a positive domestic expenditure share (evaluated at pre-tariff import prices) A(()%) =
lim,, o A(()g) € (0,1). This allows for applications of our model with the SOE in quan-
titative analysis using actual production and trade data. Second, all variables within a
group of large countries 1 to N are determined independently of country 0. This satis-
ties Demidova and Rodriguez-Clare (2013, p. 269) SOE assumptions that the rest of the
world’s cutoff productivity for domestic sales, mass of entrants, income, and price index

are independent of variables related to the SOE.

Having established the equilibrium of the SOE as a limit of the generalized gravity
model of Section 2, we now turn to examining the properties of this limit. To do so, we
treat the wages of countries 1 through N as given and focus on equation (10). For brevity
of exposition, we dispense with the superscript “(0)” denoting the limit, e;nd drop the

(0

tildes and the country 0 subscript. Consequently, for instance, the wage w,’ becomes w,

labor allocation Ly becomes L, and import tariffs f;y become #;. Additionally, we stream-
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e/p
line notation by letting p; = [fio / <AiL§P>] w; to denote a shifter of the SOE’s price of
imports from country i, and by introducing

1~ ¢
N ty, "Ty wil;
D= 0j 0j 1+

—(C+1) _o —
j=1 ZfilAf'tij ¢ )Tij “w; °L
to denote the market access abroad, which is exogenous to the SOE. With this notation,
the expenditure shares (at domestic prices) devoted by the SOE to itself and to imports

from country i simplify, respectively, to

AtL*w—P
AMw) = - N 7-C —p
ALfw =P + 048 7 p,
and ;
ooy P
/\1 (w) 1 pl

AL+ YN F
and equation (10) reduces to

X(w) =M (w), (11)
with exports X (w) =DA°L*w™F on the left-hand side, and imports

YN A (w) /1

Mw) =1 YN (1R A ()

on the right-hand side.?
Turning to welfare, we use GT = W /W introduced in Section 2.2 as the SOE’s wel-
fare measure,

N —6/¢
GT =W/ WA =)"1/¢ (/\ +Y Ai/f,) . (12)
i=1

Without tariffs we would have A + YN, A;/t; = A + YN, A; = 1 and so the previous ex-
pression leads directly to the ACR formula, GT'/GT = (A'/A) ~1/¢ With tariffs, however,
the SOE’s welfare depends not only on A but also on A; and £; through the tariff multiplier.

- - o\ "V
131f we impose #; = f for all i, define P = (Zilil p; p) p, and use A (w) =1 — YN, A; (w), then we get

. (AL?) w
Aw) = (AL?) w P+ “Pp

and M(w) = HE%%@UL, as in the Introduction.
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The relative change in the SOE’s welfare in this case is

_g/g
N
GT'/GT = (A'/A) /¢ [A (V/A) + YA (A/A) ] <E§/Ei>] .

i=1
Thus, to obtain GT'/GT, we need to know relative changes in A, A;, and t;, as well as the
initial values of A = A/ [A + Zfil)\l/fl] and A; = (A;/F) / [/\ + Zﬁlkl/fl}, and the
two trade elasticities € and (.

4 Comparative Statics and Optimal Policy in the SOE

4.1 Comparative Statics

Figure 1 illustrates how the SOE’s equilibrium wage is determined. Curve X is downward
sloping while curve M is upward sloping, leading to a unique equilibrium wage w* at
which the SOE achieves trade balance. Now imagine a shock that improves the SOE’s
market access to the rest of the world, as captured by an increase in D. This shifts curve
X up to curve X', leading to an increase in the equilibrium wage from w* to w*’. On
the other hand, a shock that improves the SOE’s access to foreign goods, as captured by
a decline in p; for some i, shifts curve M up to curve M’, resulting in a decrease in the
equilibrium wage from w* to w*. Intuitively, an increase in D generates a trade surplus
for the SOE, and a higher wage is needed to restore the trade balance. Conversely, a
decline in p; results in a trade deficit, and the trade balance is restored through a reduced
wage. In both cases the shock leads to an increase in trade.

The improvement in market access to the rest of the world clearly increases welfare.
This follows immediately from the fact that the increase in the wage leads to an increase
in A;(w) for all i, leading to a decline in both A and

1—1/t

[\12

N
+Y N/t =

i=1 i=1

The decline in p; for some i also increases welfare if there is no variation in tariffs

across source countries, f; = t. In this case GT simplifies to
GT =AVe[A+ (1—A) /8]

Since this is decreasing in A, all we need to show is that A falls with the shock. Now, if
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t; = t then we have
1—A

1wt

(see footnote 13). Since the shock leads to a decrease in w, the fact that M(w) increases

M(w) =

then necessarily implies that A falls.!* In contrast, if #; varies across countries, a decline in
pi for some i could lead to a fall in welfare. This is because such a shock could exacerbate
the tariff-induced misallocation in the SOE’s expenditures across different origins.

4.2 Optimal Policy

From (11) we obtain (see Appendix H.1)

dnw 7+1 A
olnf;, A 1—-A

Al‘ > 0, (13)

where A =1+ p (1+ A) > 1. Intuitively, as with a shock that improves the SOE’s access
to foreign goods (i.e., a decline in p;), a decrease in #; leads to a trade deficit, so a lower
wage is needed to restore trade balance. Differentiating (12) and using (13), we obtain

(see Appendix H.1)
dInGT o I+1 A 7
1—-A A—A —A; -2 1) (A — A;) . 14
alntl \8[ +€( )] A 1_A l\ E(€+ )( 1 Z) ( )
terms—of—?rrade effect direc?:affect

This highlights the well-known tradeoff associated with a tariff: a higher tariff reduces
welfare by discouraging imports (the direct effect) but generates gains by increasing the
) 15

wage (the terms-of-trade effect).”” Equating 7=~ aln GT to zero yields the optimal tariff, which

is the same across all source countries.

Proposition 3. The SOE’s optimal tariff is the same for all source countries, t; =t , with t*
given by

l4Since Tjy (which is part of p;) includes both variable and fixed trade costs in the Melitz-Pareto model,
the analysis above can be applied to shocks in both types of trade costs in that model. This generalizes
the results in Demidova and Rodriguez-Clare (2013), who studied the case with no differences between
elasticities of substitution within/across countries (i.e., # = ¢) and no tariffs (i.e., {; = 1 for all i).

15The sign of the direct effect is non-positive if and only if A; > A;. It could be positive when A; < A;,
which is true if f; for some [ # i is so high. In that case, increasing t; toward f; could increase GT through
the direct effect. This is consistent with the literature on tariff uniformity (e.g., Hatta, 1977; Michael et al.,
1993).
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Model Armington-EES EK-EES Gen. Krugman Gen. Melitz Gen. Melitz

source destination
€ n—1 1% n—1 0¢ 0¢
g n—1 9 e K =]
o n—1 9 n=1 6|1+ -} 05
A 1 1 1 1 1
n—1 il n—1 0¢[1+ 77— 4] (1+62) [1+ A7 — 3] 1

Table 2: The SOE’s optimal tariff for the five microfoundations

A P (15)
(1+p)5-1

The proof of Proposition 3 is provided in Appendix H.1. Table 2 shows what the
SOE’s optimal tariff formula in (15) implies for each of the five different microfoundations
from Section 2.2. In the Armington-EES, Eaton-Kortum-EES, generalized Krugman, and
generalized Melitz-Pareto-source model, we have { = p, so the SOE’s optimal tariff is
the inverse of p, the trade elasticity with respect to wages. However, since in the first
three models we have ¢ = p while in the latter model we have ¢ < p, then treating ¢ as
a parameter from the data, and so the same regardless of the model, would imply that
the optimal tariff is lower in the Melitz-Pareto-source model than in the Armington-EES,
Eaton-Kortum-EES, and generalized Krugman models. Demidova and Rodriguez-Clare
(2009) and Costinot et al. (2020) explain that this is because of the decline in the import
price index associated with the increase in the variety of available foreign goods caused
by higher overall imports. This weakens the terms-of-trade gains from the tariff, leading
to a lower optimal tariff.

The generalized Melitz-Pareto-destination model is the exception to the rule that the
optimal tariff is the inverse of the trade elasticity with respect to wages. Mechanically,
this happens because the trade elasticity with respect to tariffs is larger than the one with
respect to wages, { > p, and this leads to an optimal tariff that is lower than the inverse of
o, —1 < 1/pin (15). More specifically, since { > p thent" — 1 < 1/p, implying that the
optimal tariff in the standard Melitz-Pareto model is smaller if fixed trade costs are paid
in destination countries rather than in source countries (assuming we equalize p across
the two Melitz-Pareto models). To understand this result, note that if fixed trade costs are
paid in destination countries then imports are associated with a higher demand for labor

in the importing country. Thus, a higher tariff lowers labor demand and counteracts the
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improvement in the terms of trade arising from the standard channels. Since the terms-
of-trade gains from the tariff are smaller, the result is a smaller optimal tariff.

Finally, as discussed in Demidova and Rodriguez-Clare (2009), the effect of a tariff
can be equally achieved by an export tax (a direct expression of Lerner symmetry) or a

subsidy to consumption of domestic varieties.

5 Multiple Sectors

In this and the next sections we extend our analysis to multiple sectors, indexed by k =
1, ..., K. The structure within each sector is exactly as in the previous sections, and labor
can move freely across sectors. Upper-tier preferences are Cobb-Douglas, with the share
of expenditure in country j that is allocated to sector k denoted by §; . We first introduce
a model that nests all microfoundations considered above except for the Melitz-Pareto-
destination model, which presents challenges that go beyond the scope of this paper.'®
We then show how to take the limit to obtain the SOE, and end by deriving the optimal
policy.

A multi-sector generalized gravity model of trade nesting Armington or Eaton-Kortum
with sector EES, generalized Krugman, and generalized Melitz-Pareto-source model, en-

tails sector-level trade shares given by

N Eoi (s Agg) " w; LY ”
ik = 1= —€k . —Cky g (16)
Yty (i Are) " w) "Ly

All parameters and variables with subscript k are simply the multi-sector versions of their
one-sector counterparts. Their mappings across different microfoundations are given by
the same Table 1 as in the single-sector case, with the caveat that all parameters listed in
Table 1 require an additional subscript k.!”

To achieve the first best, we allow for three policy variables: f?;,k, f;;-/k, and §jk- Here

EZ?,k =1+ tZl',k is one plus country j’'s ad valorem import tariff from country i in sector

16See Appendix A for the details on the microfoundations. In the Melitz-Pareto-destination model, coun-
try i’s total labor demand in sector k includes a component resulting from the fixed marketing costs, that is
proportional to country i’s sectoral imports. In the presence of import tariffs, export taxes, and employment
subsidies, these policy instruments directly influence this component, thereby rendering the expression for
the labor market clearing condition generally incompatible with (19). However, in the absence of policy
instruments, the Melitz-Pareto-destination model can be used as a microfoundation of the multi-sector
gravity model, as explained in Kucheryavyy et al. (2023).

17We set the trade elasticity with respect to wages as {;. This is without loss of generality because all
microfoundations considered here entail {; = py.
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k; tZ] r=1- t;;‘,k is one minus country i’s ad valorem export tax to country j in sector k;
and 5;; = 1 — s; is one minus country i’s ad valorem employment subsidy in sector k.8
Within each sector these policies can be aggregated as #;;x = ?Z'Z,kgi,k / ff;’,k.

In contrast to the single-sector case, where we allowed a € [0, 1], here we restrict ay
to lie within the range [0,1) for all k. This restriction helps us avoid dealing with corner
allocations, where L; , = 0 for some i and k, that can arise if a; = 1 19 With our assumption

ar € [0,1), the goods market clearing in sector k of country 7 entails

wiLix =Y (1/8ijx) AijcBix X, (17)
j

where X; = w;L; + Tj is the total expenditure in country j, with tax revenues given by

e —1 1-
e — \
Ty = Z {Z [ ijm AijkBixXj + —m— 771 AjikBi e Xi

k i ijk jik

(1 — §]~,k)w]~L]-/k} . (18)

Given the total labor demand in sector k of country i, L;, the labor market clearing in
country i entails

Li=)Y Li (19)
k
The consumer price of goods that country j buys from country i in sector k is given by
93 &
IR NI
c k ik
Pk =0k Xz], k. % (20)
AikLi

where Xj;x = /\Z-j,kX]-/k.zo The consumer price index in sector k of country j is given by

1 (14Ck) /e
1 €
[Z ik %"/’f] . 1)

18See Appendix A for more details on these policy instruments.

19See Kucheryavyy et al. (2023) for details. Also, strictly speaking, as discussed by Kucheryavyy et
al. (2023), the multi-sector version of the Eaton-Kortum model with EES is special. For any a; > 0, this
model supports both an interior equilibrium, where L;; > 0 for all i and k, and various corner equilibria,
where L; ;. = 0 for some set of pairs (i, k), provided that the labor market clearing conditions are satisfied.
However, these corner equilibria cannot be reached by simply letting L; , — 0, so we ignore this issue here.

2In the Armington, Eaton-Kortum, and Krugman models, we have {; = ¢, yielding the familiar ex-

pression Pjjx = 6 ( ik Tij kWi ) / (Ai/kL?,’z) (see expressions (29), (31), and (34) in Appendices A.1-A.3).
For the Melitz- Pareto -source model, see the derivations in Appendix A .4 leading to expression (47) for Pj;
therein.
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In the Armington, Eaton-Kortum, and Krugman models, we have (; = ¢, and so the
_1—1/¢

price index has the familiar expression P;; = [Zi P o ] ‘. In the Melitz-Pareto-source

model, the bilateral consumption aggregates are combined by a CES aggregator with the

elasticity of substitution 7, into a country-level consumption aggregate, and the corre-

sponding price index is Pj; = <Zi P;/;m‘ ) " Given that ne—1= m (see Ta-

ble 1), we get expression (21) for Px. Furthermore, for the Melitz-Pareto-source model,
we can use Xjix = (Pijx/Pix) e B;xX;in (20) and (21) to derive an alternative expression
for Pj,k/

g 353
1_ %k — — _
[Z o (Tja/ Agg) T SLE (22)
i

o
=

Py =6 - (BixXj)

which is also valid for the the Armington, Eaton-Kortum, and Krugman models.

5.1 The SOE with Multiple Sectors

As in the single-sector case, we assume that inward and outward trade costs in each sector
increase at a particular rate as country 0 becomes small, so that this country becomes a

properly defined SOE in the limit. Formally, we let

LO = nfo,
TOj,k = n_(l—t’ék)/sk%o].,k’ ] = 1,._., N,

=0 /€ :
TiO,k =n K/ kTiO,k/ 1= 1,..., N,

and let n — 0 while keeping the variables with tilde constant.?! Intuitively, we think of
country 0 in the limit economy as the SOE, with the other N countries as the rest of the
world. However, establishing this rigorously as we did in Proposition 1 for the single-
sector model presents some challenges here because we lack a comprehensive character-
ization of the conditions under which the multi-sector generalized gravity model has a
unique equilibrium. A full analysis is beyond the scope of this paper, but we can offer the
following limited result. Consider an equilibrium of the world economy without country
0, suppose that this is equilibrium is the limit of a sequence of equilibria with n — 0,
and further suppose that the SOE has a unique equilibrium for that rest-of-the-world out-
come. Then that SOE equilibrium must be the limit of a sequence of equilibria with n — 0.
If the rest of the world consists of one or two countries, and no country has taxes, then

21See Appendix D for the description of the system of equilibrium conditions with the transformed labor
endowment, trade costs, and model variables.
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the equilibrium uniqueness results in Kucheryavyy et al. (2023) can be used to establish
the desired result, namely the SOE equilibrium is unique and is the limit of a sequence of
world equilibria as n — 0.

As in the single-sector case, in formulating the multi-sector SOE’s system of equilib-
rium conditions, we remove the tildes and the index of country 0. As an example, in this
notation, the SOE'’s total labor endowment is denoted by L, wage is denoted by w, net
tax revenues are denoted by T, and the total expenditure is given by X = wL + T. Also,
the SOE’s amount of labor allocated to sector k is denoted by L. In addition to this, we
denote by D; the market access abroad, and by p;; a shifter of the SOE’s price of imports
from country i in sector k. Both D;; and p;} are taken by the SOE as exogenously given.??

Then the SOE’s expenditure share on goods produced in sector k of country i is

_ —Ck
Firli]

Aik =
At St L+ 1 [Fepty]

=0k’

and the SOE’s expenditure share on domestic goods in sector kis Ay =1 — Zilil Aik. The

SOE’s net tariff revenue can be written as

fig—1 u
=1

K
T=Y <Z “Sr—AirBeX + )

_ L
(1-Fx) (5/75%) " Apw LDy -1 —gk)ka> .
k=1 \i=1 lik j

The SOE’s system of equilibrium conditions consists of the goods and labor market clear-

ing conditions,

N _ ——1
wli = (Ax/5%) BeX + ) <§k/tjx,k> CARw S LD, k=1, (23)
=

Also, the SOE’s sector-k price index is given by

1

=—Ck A€k~ T %k N om o\ Tk *
5 FALwTHRLE ) (Brplk , (24)
i—1

Lk
Pk = 5k . (;BkX) £k

the SOE’s price index is P = [TX_, (Pk/[%k)ﬁ", and the SOE’s welfare is W = (X/L) /P.

22See Appendix E for the formal definitions.
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5.2 Comparative Statics

In this section, we discuss how the SOE’s wage, trade flows, and welfare respond to
changes in foreign market access and foreign-good prices. One challenge here is that,
in the presence of taxes in the SOE, comparative statics become difficult to characterize
because of the differences between consumer and producer prices and nontrivial income
effects of net tax revenues. Consequently, we limit our analysis to the case without taxes
in the SOE.

Without taxes, the SOE’s goods market clearing condition (23) becomes

wLy = AxBrwL + Ey,

with the SOE’s expenditure share on domestic goods in sector k given by

AFw kL
Aikw—gkLZk 4 fp};@k !

and where E; = Aikw_ékLz" Dy are SOE’s exports to the rest of the world in sector k, and

—1/0k
— N — N _—
Dy = YN, D and P, = (Zi: 1pi’kék)
increase in Dy or Py results in an increase in the SOE’s wage and a reallocation of labor

. As we formally show in Appendix G, an

from all sectors s # k to sector k, which is accompanied by a fall in exports and domestic
trade shares and a rise in imports in all sectors s # k.

The effects of an increase in Dy or Py on trade flows in sector k are nuanced. An in-
crease in Dy raises the SOE’s exports in sector k, but the effects on Ax and sector-k imports
are ambiguous due to competing forces. On the one hand, increased wages result in a de-
crease in the domestic expenditure share and an increase in imports. On the other hand,
increased employment in sector k rises productivity due to economies of scale, offsetting
the negative effects stemming from higher wages. Similarly, an increase in Py leads to an
increase in the SOE’s domestic trade share in sector k, but the effects on sector-k imports
and exports are ambiguous.

Turning to welfare, the presence of sector-varying production externalities in the Arm-
ington and Eaton-Kortum models, and markups in Krugman and Melitz models, implies
that there are domestic distortions, and hence improvements in foreign market access
or declines in foreign-good prices do not necessarily increase welfare — see for instance
Hagen (1958) and Swiecki (2017). Of course, as one can show by appealing to the enve-
lope theorem, if the SOE implements the optimal policy then such foreign shocks would

increase its welfare.

23



5.3 Optimal Policy

We can derive the optimal policy for the SOE via maximization of W = (w+T/L) /P
w.r.t. sector-level tariffs, export taxes, and employment subsidies. For simplicity, here we
assume that tariffs and export taxes are uniform across partner countries (we drop this
assumption in Section 6). As shown in Appendix H.2, this leads to the following result:

Proposition 4. With multiple sectors, the SOE’s optimal policy is given by

- —Ef -x - & _ _ &k
==, h=I——, 5 =5—7_,
LS T I+ ak + Ck

where t and § are shifters of the level of taxes (tariffs and export taxes) and employment subsidies

across sectors and are undetermined.

How does this compare to the result in Proposition 3 for the one-sector model? In
contrast to Proposition 3, here we allow for both tariffs and export taxes, leading to the
indeterminacy in levels captured by f. This indeterminacy is a direct consequence of
Lerner symmetry, which implies that what matters is " /*. Proposition 4 indicates that
% = %, as in Proposition 3 for p = ¢ (which holds in all models considered here,
excluding the Melitz-Pareto-destination model). In addition, 5 is undetermined because a
common employment subsidy across sectors has no effect given our assumption that the
labor supply is perfectly inelastic. Accordingly, in the single-sector model in Sections 2-4
we implicitly set § = 1 without loss of generality.?>-?*

Instead of providing some intuition for these results here, we consider in the next sec-
tion an alternative approach to the derivation of optimal policy that will more naturally

reveal the forces at play.

6 A Micro-to-Macro Approach to Optimal Policy

We now provide an alternative and more intuitive derivation of the result in Proposi-
tion 4 following the “micro-to-macro” representation developed for the Melitz model in
Costinot et al. (2020), applied here to the generalized gravity model of the SOE.

2These two sources of indeterminacy are discussed in Bartelme et al. (2021).

24 At the end of Section 4 we stated that the effects of a tariff could be equivalently achieved with a sub-
sidy to consumption of domestic varieties. With multiple sectors we could certainly use sector-level subsi-
dies to consumption of domestic varieties instead of employment subsidies, but we would then still need
sector-level import tariffs and export taxes. If the subsidy 5 ak€+k 7, were applied to consumption rather than
employment, the export tax would be correspondingly smaller. This adjustment is needed to internalize
the EES on production destined to foreign markets (in the Armington and EK microfoundations) or because
producers are already charging markups on their exports (in the Krugman and Melitz microfoundations).
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Let Pkd be the consumer price index of domestic varieties in sector k and QZ the cor-
responding quantity index, let P/} be the pre-tariff consumer price index for varieties
imported from country i and Qf} be the corresponding quantity index, and let P]xk be the
pre-export tax producer price index of varieties that the SOE sells to country j and Q}C’ ;. be
the corresponding quantity index.””> As an example, in the Armington model P,f would
simply be the price of the domestic variety in sector k, P/} would be the international price
index of sector-k goods imported by the SOE from country i, and P]?fk would be the inter-
national price index of sector-k goods produced by the SOE and imported by country j,
with the corresponding quantity indices being just the actual quantities of the respective

goods. Using these definitions, net tax revenues can be written as
T=) (Fi—1)PRQik+ ) (1 - _;'C,k) P5QT — ) (1 —5) wiy,
ki k,j k

while profits are

11 = Zpk Qk —I—Zt ZSkZULk

Following the approach in Bartelme et al. (2021), we let the social planner choose taxes
and subsidies as well as quantities Qg, QZ’k, and Q}‘,k so as to maximize welfare W =
(w+TI1/L+T/L) /P2

Totally differentiating welfare, we get (see Appendix 1.2)

AL

oL
dano‘;(Rii— Qk>ko+ZZ [(1_6 ) ik~ an ]ko
+;Z i (Bl — 1= €f)) dQjlk-

ol P"
Here e}‘, P = alrI: QX is the inverse elasticity of country j's demand from the SOE in sector
dln Pm
kand €} = 5 Q‘n’f is the inverse elasticity of country i’s supply to the SOE in sector k.
In turn, derivatives 9Lk and aLx come from a function Ly : R"*N — R capturing the

Qd
total labor cost assoc1ated w1th domestlc and foreign sales. This function is given by (see

2In Appendix 1.1, we show how the SOE’s equilibrium system of equations can be expressed in terms
of these prices and quantities.

20In the approach we follow below, we first totally differentiate W, taking as given the behavior of
domestic consumers as well as foreign demand for the SOE’s goods and foreign supply of goods to the
SOE. We then consider the behavior of producers, as implied by the equilibrium conditions for the SOE’s
producer prices, to arrive at first-order conditions for tariffs, employment subsidies and export taxes.

25



Appendix 1.1)

e/ Uk e/ Sk (Crta)
Lk (QZ! Qikr ceey QN,k> - <kA—kk> 2 ] ] . (25)

Under the optimal policy, any feasible variation in {Qk, Q4 ik } (i.e., any variation
that respects labor market clearing) gives dInW = 0. As shown in Appendix 1.3, this
implies

oL . oL .
d _ o007k — Y ) PY = sw——k P — n
P = SwaQi/ F <1 €],k> ik SwaQ;C,k, i =t(1+€f), (26)

for some tariff and subsidy shifters f and 5. These are familiar optimality conditions: the
domestic price must be proportional to marginal cost, the marginal export revenue must
be proportional to the marginal cost, and the tariff must be proportional to one plus the
inverse elasticity of foreign supply.

To arrive at the optimal policies the next step is to use the equilibrium conditions for

aggregate price indices P and P7,. Combining expressions (20) (after transforming them
into the SOE notation) and (25) we can show that (see Appendix 1.4)
“k+€k>_ dLy <“k+€k> dL
P = SiW—v, [ PY = : 27
¢ ( T R o R R To &7

In the Armington and EK models “"E—tgk = 1+ 9y, capturing the gap between social

and private marginal costs arising from EES, while in the Krugman and Melitz models
MG

£k Uk 1'
the markup. Combining these expressions with (26), we obtain

capturing the gap between the price and social marginal cost arising from

~ E;(,k = {<1 - €jxlk) p ka = i_'(l + 6‘?}{) . (28)

. . . I dIn Pfy dIn P}
The final step is to derive the elasticities e}c r = T Imor QX - and € k=3 hr: o The elasticity

aln
e}‘ L = T Imor Qx captures how the export price changes with a higher export quantity and

is read off from country j’s demand curve. From equation (22) we get e]. P = %"Ckek

dIn P
Similarly, the elasticity €/} = 3 h? o captures how the import price changes with a hlgher
import quantity and is read off from country i’s supply curve. Combining X;;x = P;j xQjjx
and equation (20) we get € ik = €k /T — 1.7 Using these results for elasticities €* ik and e’ ik

ZIn all models except Melitz-Pareto, we have {; = ¢, which implies €y = O0and e}‘lk =1/ 1+ ).
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in the expressions for tariffs and export taxes in (28) finally yields

-k X r Ck m
S—m—, b, =t———+ t:
o+ g T 1+ K

— €k
S = =
Ck
as in Proposition 4.
It is instructive to revisit the first-order conditions above separately for each of the
four microfoundations we have considered. From (25) specialized to the Armington and

Eaton-Kortum models, we get

Ly 1 Lty
9Q7 T 1ty QI+ Q%

Ly 1 L
00  1+m Of+%;ThQk

and

However, since economies of scale are external to the firms, prices satisfy

_ L
P,f = S w k and P r = Sxw

Qz =+ Ej T]J,CkQ;C,k I

1

We also have that import prices are fixed, and hence, eZ . = Oforall i, k, while e}‘/ k= Trep

and thus, the optimal policy satisfies

1 —X ek

=, bp=—"—, tp =1
T+y’ T 14g

The employment subsidy makes firms internalize the external economies of scale in each
sector, the export tax makes firms internalize the terms-of-trade externalities, and there
are no tariffs because the foreign supply curve is flat in all sectors.

Next, consider the generalized Krugman model. Here firms charge the monopolistic
competition markup over marginal cost and hence

Ok k % dLy

Pl = d F P =

k o — 1Skwan an ],k 1 kwaQ

We also have that import prices are fixed, and hence, €/} = 0 for all 7, k, while €7 k= 1j =

In contrast, in the Melitz-Pareto model, {; > ¢, and so country i’s supply curve to the SOE is downward
sloping, €/}, < 0, reflecting increasing returns arising from the fixed marketing cost and Melitz selection.
Since this also applies to the SOE’s supply curve to any foreign market, the inverse elasticity of demand

-1
in any foreign market for the SOE’s exports will be higher than (1 + dl;lli’;-‘;f j"‘) = (1+gx) ! for any j,
Iz

where the equality follows from the definition of (.
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This implies that the optimal policy satisfies

_:(Tk—l —x Ex :ﬂk—l

3 , b=
k O jik 1-|—8k Nk

, Hr=1

The employment subsidy removes the markup distortion. Because of that, firms would
not be charging the monopoly price on exports, so the export tax equal to the foreign
demand elasticity is needed to get firms to exploit their monopoly power. Finally, as in
the Argminton and Eaton-Kortum models, there are no tariffs because the foreign supply
curve is flat in all sectors.

Lastly, the pricing equations in the generalized Melitz-Pareto model are the same as
in the Krugman model, but foreign supply and demand elasticities are different: €/} =

ex/lxr—1 < 0and e].x,k _ 140

T # Hl z- Iherefore, the optimal policy satisfies

T R T e T T 141 /(o —1) — 1/6,

1,

where the inequality follows from the standard assumption 6y > oy — 1. There is an

import subsidy to deal with the fact that the foreign supply curve is downward sloping.

7 Conclusion

Basic questions in the field of international economics can be more easily addressed by
considering a small open economy. We have derived the equations characterizing the
equilibrium of such an economy in a generalized gravity model as the limit in which
the economy becomes infinitesimally small, provided we simultaneously let trade costs
go to infinity at a rate determined by the magnitude of the scale and trade elasticities.
These equilibrium equations lead to a simple graphical analysis that can be used to study
comparative statics, and the optimal tariff can be derived by differentiation of a simple
function giving welfare in terms of the tariff. The comparative statics results show how
the SOE’s wage, trade flows, and welfare are affected by foreign shocks, while our optimal
tariff formula highlights the role of the trade elasticities with respect to wages and tariffs.

The results extend naturally to an evironment with multiple sectors, with some ex-
ceptions and qualifications. The optimal policy entails export taxes and import tariffs to
deal with terms-of-trade externalities and employment subsidies to deal with domestic
distortions associated with economies of scale and markups. Import tariffs are zero in
all microfoundations except in the Melitz-Pareto model, where marketing fixed costs and

selection lead to a negative supply elasticity and import subsidies. Turning to compar-
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ative statics, improvements in foreign-market access or declines in foreign-good prices
still lead to increases in trade flows, but the effects on trade and welfare are nuanced as a

result of scale economies and domestic distortions.
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Appendices

A Microfoundations of the Multi-Sector Gravity Model

In this appendix, we present five setups, four of which can be used as microfoundations
for the multi-sector gravity model introduced in Section 5 of the main text. These setups
include the Armington and Eaton-Kortum models with external economies of scale, a
generalized Krugman model, and a generalized Melitz-Pareto model with fixed costs paid
in labor of source countries. The fifth setup, a generalized Melitz-Pareto model with fixed
costs paid in labor of destination countries, does not align with the structure of the multi-
sector gravity model discussed in Section 5. However, alongside the other four models,
it serves as a suitable microfoundation for the single-sector gravity model detailed in
Section 2. Hence, we introduce a generalized Melitz-Pareto-destination model in this
appendix, explain why it does not fit the framework of the multi-sector gravity model,
and subsequently demonstrate in Appendix B.1 how it functions as a microfoundation
for the single-sector gravity model. In Appendix B we also show how to obtain the single-
sector versions of the other four setups introduced in Section 2.

Each of the five setups is mostly standard, and so we omit many details. For brevity,
we often refer to sector k of country i as sector (i, k). Also, we use the terms “sector” and
“industry” interchangeably.

Each of the five setups has a different specification for the sector-level consumption
indices. We denote the consumption index in sector (j, k) as Cjx. Above the level of
these indices, the demand structure is the same across all five microfoundations. Specif-
ically, the sector-level consumption indices are aggregated using a Cobb-Douglas util-
ity function U; = Hszle,j{’k with YK Bix = 1. Consequently, the sectoral expenditure
Xix = PjxCj is a constant fraction f; of the total expenditure X; = P;U;, where Pj
and P; = H,Ile (Pix/ ,Bj,k)ﬁf?k are the price indices associated with C;x and Uj, respectively.
In all five microfoundations, we donote by X;;; the total expenditure by consumers in j
on goods from sector (i, k). The corresponding expenditure (or trade) share is given by
Aijg = Xijr/ X k-

All five setups feature three policy instruments: import tariffs, export taxes, and em-
ployment subsidies. It helps to describe these policy instruments using consistent termi-
nology across the setups. Describing the employment subsidy is straightforward: each
unit of labor employed in industry (i, k) receives a subsidy of s;; < 1 from country-i’s
government. Thus, the total employment subsidy in industry (7, k) equals (1 —5; ) w;L;,

where s;; = 1 — s, L; is the total amount of labor employed in industry (7, k), and w; is
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the wage in country i.

To explain import tariffs and export taxes, let p;j; be the price paid by consumers
in country j for a good produced in industry (i, k). Before the good from industy (i, k)
reaches consumers in j, it traverses two borders and is consequently subject to two taxes:
country j’s import tariff, tijx > —1,and country i’s export tax t;; e < L

To elucidate, working backwards from country j to country i, before the good from
industry (i, k) crosses the border with country j, its price equals p;;x/ f?;,k, where f?;,k =
14 t7 . The government of country j collects the import tariff of t:'?,kpij,k/ f?;,k from this
price. At the preceding step, before the good from industry (i, k) crosses the border of

.. . —X —m R .
country i, its price equals f;; ;pijk { niij'k, with f;;, =1 — tzj';',k' The government of country i
collects the export tax of ticj,k Pijk/ tijx from this price.

Given the above policy instruments, we can describe tax revenues of each country j.
On the import side, country j’s expenditure on goods from industry (7, k) evaluated at
pre-tariff import prices is given by X;;/ f?;,k. This spending generates revenue for coun-
try j through import tariffs, which is given by <flr-?/k — 1> Xijx/ f?;-/k. On the export side,
country i purchases goods from industry (j, k), and the associated country j’s revenues

from export taxes are given by (1 - f;c,-,k) Xiix/ f;-ﬂl-’k. Therefore, given that the employment
subsidies in country j are given by (1 —5;x) w;L;x, the aggregate tax revenues for country

j are calculated as

Fip—1 1-1,
ijk jik
Ti=). {2 , []ETXij,k + fTX]'i,k

k i ijk Jik

— (1 -5z ijj,k} :

Finally, in all five setups, the total expenditure X; of consumers in country j is equal
to their income, which in turn consists of the wage income and the tax revenue of the
government, X; = w;L; + T;.

A.1 An Armington Model with External Economies of Scale

Each country i produces a unique good in each sector k and sells this good to all other
countries. The consumption index C; in industry (j, k) is obtained by combining goods
produced by all countries i using a Constant Elasticity of Substitution aggregator with the
elasticity of substitution 7, > 1.

All markets are perfectly competitive. Production technology features external econo-
mies of scale. Formally, firms from industry (i, k) perceive labor productivity as exoge-
nously given by Zi/kLZI’é, where A; is the exogenous component of productivity, L; ; is

the total amount of labor employed in industry (i, k), and vy is the scale elasticity.
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Let P;; x be the price paid by consumers in country j for the good produced in industry
(i, k). Given the import and export taxes, a firm from industry (i, k) selling to j chooses

its output y;; x so as to maximize its profits given by

1],kPl _ Tz;,k]/l],

k — SikWi==
tz], Yij i zAkL'yk/

Tljk =

where 5, = 1 — s;; is one minus i’s employment subsidy in sector k, and Tj; is the
iceberg trade cost. Therefore, under perfect competition, price P;; is given by

LT e

Py = —=——7—, 29
ij,k Ai,k LZ]IE (29)
where £ = f?;,ka-,k / ff;-/k is the aggregate policy index of trade from i to j in sector k.
Country j’s expenditure share on goods from industry (7, k) is given by
1- - _ — = (-1 1
o (R‘j,k) Tk - (BT cwi /A (me=1) Ll(jck )Tk
U . - - _ — \—(p—1 -1
Pk Y (tlj,lej,kwl/Al,k) (m—1) Ll(j(k )Yk
where
L — L
Mk Mk~
1— - — — (1. —1 -1
[Z P nk] = [Z (ij xTij i/ Ai) =) Ll-(,zk i’ : (30)
1

The goods market clearing condition for industry (i, k) is given by
Ex
— ij,k
SikWilix =) E%/\ij,kﬁj,k (wiLi+T;),
j ik

which can also be written as

w;Lij = Z (Miji/tiji) Bix (wilj +T;) .
j

Finally, the labor market clearing condition in country i is given by ) ; L; x = L;.
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A.2 An Eaton-Kortum Model with External Economies of Scale

Each industry k consists of a continuum of varieties w € Qy = [0,1]. Any country has a
technology to produce each of these varieties, and versions of any variety w produced by
different countries are perfect substitutes. The consumption index C;; in industry (j, k)
is obtained by combining consumption of all varieties w using a Constant Elasticity of
Substitution aggregator with the elasticity of substitution oy, > 1.

All markets are perfectly competitive. Production technology features external econo-
mies of scale. Formally, producers of variety w in industry (i, k) perceive labor produc-
tivity as exogenously given by ¢; ; (w) LZIIE’ where @, (w) is the exogenous component
of productivity, L;  is the total amount of labor employed in industry (7, k), and 7y is the
scale elasticity. The exogenous component of productivity ¢; ; (w) in industry (7, k) is in-
dependently drawn across varieties, industries, and countries from a Fréchet distribution
given by the cumulative density function G;(¢) = exp {—Bi,k¢*§k}, where B; > 0 is
the scale parameter, and ¢y > 0 — 1 is the shape parameter.

Let pjjx (w) be the price that consumers in country j would be willing to pay for the
version of variety w produced in industry (i, k). Given the import and export taxes, a
producer of variety w in industry (i, k) selling to j chooses its output y;;x (w) so as to
maximize its profits given by

Ez)'c'kp"k(a") T"k]/"k(w>
], = K71,

ik (W) = = Viik (W) — §; W ————=—,
l]fk( ) t?]?,k yljfk( ) ikWi ;i,k( ,) L;YIIE

where 5;; = 1 — s;; is one minus i’s employment subsidy in sector k, and T;; is the
iceberg trade cost. Therefore, under perfect competition, price p;; (w) is given by
Zi‘ CTii kW
KK
Pijk (W) = :
! Pik (W) L;Yzlﬁ

where F;j i = £;545; 1/ 1 is the aggregate policy index of trade from i to j in sector k.
Consumers in each country j shop around the world for the cheapest version of each
variety w in each industry k. Thus, the price paid by consumers in country j is given by
pix (w) = min; {Pij,k (w)}. The standard calculations give the consumer price index in
country j of goods that country j buys from industry (i, k),
EK7.. =.. ..
Fijk = T, (31)
Bk Lk
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where 6FX =T (1+ (1 —0y) / 8" (1=0) and T (+) is the Gamma function. The consumer

price index in country j associated with all goods consumed in industry k is given by

U
- - 0
P = 0% [} Bk (FijiTijpwi) T LiE" , (32)
i

and the expenditure share A;;x is given by

—l9k 7T = —l9k 9 Y

o (Pij,k)  Bix (BjuTijewi) L™
ijk = . o - = = 7 Oevee
Pix Y By (ByjaTijpwi) Ly

The goods market clearing and labor market clearing conditions are the same as in the
Armington model described in Appendix A.1,

wiLix =Y (Aijx/tijx) Bjj (wilj+T;),

]
Y Lix= L.
k

A.3 A Generalized Krugman Model

Each country i in each industry k is producing a set of differentiated varieties (); ; that are
purchased by all other countries. The number of varieties M, in the set (); ; is endoge-
nously determined by the free entry condition introduced below. Following Kucheryavyy
et al. (2023), we assume that consumers in country j combine varieties originating from
industry (i, k) using a Constant Elasticity of Substitution (CES) aggregator with the elas-
ticity of substitution 0 > 1 to obtain bilateral country-level consumption indices, Cijx.
These bilateral consumption indices are further combined using a CES aggregator with
the elasticity of substitution 77, > 1 to obtain consumption indices Cj.

Let p;;x (w) be the price that consumers in country j pay for variety w € ;x produced
in industry (i, k). Then demand in country j for variety w € ); is given by

—0]
i (@) = pijk (@) ) " Xijk
ik B Pijk Py’

where
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is the price index of varieties produced in industry (7, k) and sold in country ;.

In all countries and industries, producers of varieties engage in monopolistic compe-
tition. The efficiency of production in industry (i, k) is the same across all varieties w and
is given by 4;. Given the import and export taxes, a producer of variety w in industry
(i, k) selling to j chooses its price p;;x (w) so as to maximize its profits given by

t Pk (W) _ TiipYijk (w)
ik (W) = %yiﬁk (w) — Si,kwi%f
ij,k i,

subject to the demand y;;x (w) = cjjx (w). Heres;x = 1 — s, is one minus i’s employment
subsidy in sector k, and T;;  is the iceberg trade cost. The solution of this problem implies

tij K Tij kWi

33
Hilik (33)

Pijx (w) =

where p =1—1/0; € (0,1), and t;;; = f;?/k@-,k / ffc]-/k is the aggregate policy index of trade
from i to j in sector k. At this price, the maximized profit is

SifWi Tij Cijk (w)

7T+ —
ijk (w) o — 1 a1

and thus the total profit of country-i’s producer of variety w across all destinations j is
given by

Si kW Tij kCij k (W)
]Znij,k (w) = o —1 ; ] ai,k :

Let f{; denote the fixed entry cost in industry (i, k) in terms of i’s labor. Assuming free-
entry in any industry (i, k), we have 5, ,w; ik = LTtk (w) for any variety w € Q; ;, where
we took into account i’s employment subsidy in sector k. Given the above expression for
Y ik (w), we get

T ()
Y R (o 1) £

" a;
i 1,k

Observe that the left-hand side of this equality is the amount labor hired for production

in sector (i, k). Using this, the labor market clearing condition in industry (i, k) gives

Tij kCij ke (W)
Lij = / {ZL +fie,k} dw = oy f{ M.
wGQi,k

i ajk
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This implies M¢, = Lix/ (0iff,).
Using price (33) and Mf v = Lix/ <(7k ffk) , we get

f-'k?--kw-
_ K ik Tij kWi
Pij = o) - i T

F o —1
ajk ( ? ) Li,k

(34)

1
where 68 = ok yk L. This implies that the price index associated with the consumption

index in industry (j, k) is given by

1

1 S . I = R
k = 5k . Zaﬂk o1 (ti]',k?i]'/kwi) k Li,];( , (35)

and the trade share is given by

/S
1—n M1 ( ce (m—=1) 7 T
\ (Pij,k> Tk < i,k) ( ikTij 1) Lij
ij,k = P: = ’7k 1 m—1°
ik ’7k 1 (1) ;T
L4y (fl,k> C (BTian) Ly

The goods market clearing and labor market clearing conditions are the same as in the

Armington model described in Appendix A.1,
wiLix =Y (Aijx/tijx) Bjj (wilj + T;),
j

Y Lix= L.
k

A4 A Generalized Melitz-Pareto Model with Fixed Marketing Costs

Paid in Labor of Source Countries

Each country i in each industry k can produce a set of differentiated varieties (); ;. The
number of varieties M in the set (), x is endogenously determined by the free entry con-
dition introduced below. Among all varieties from the set (); , only a subset of varieties
Qijx € ) is available in a particular country j. As in the Krugman model described in
Appendix A.3, demand in any industry (j, k) has a nested CES structure: varieties from
a particular country i are combined into a bilateral consumption index C;; x using a CES
aggregator with the elasticity of substitution o > 1; and bilateral consumption indices

are combined into a consumption index C;; using a CES aggregator with the elasticity of

39



substitution 7 > 1.
Let pjjx (w) be the price that consumers in country j pay for variety w € ();;; produced
in industry (i, k). Then demand in country j for variety w € Q) is given by

i (@) = (P”k—(w)> Xijk (36)

DPij Py’

where .

1 1_‘7k
pijk (w) % dw]

Pijx = [ /
weyjk
is the price index of varieties produced in industry (i, k) and sold in country ;.

In all countries and industries, producers of varieties engage in monopolistic compe-
tition. The efficiency ¢;x (w) of production of variety w € ; from industry (i, k) is
independently drawn across firms, industries, and countries from a Pareto distribution
given by the cumulative density function G; (@) =1 — (b;x/ (p)ek defined for ¢ > b; ;. As
is standard, we assume that 6, > o, — 1.

In order to sell a variety in country j, a firm from industry (7,k) needs to pay fixed
marketing costs f;; x in terms of the labor of country i. Given the import and export taxes,
a producer of variety w in industry (i, k) selling to j chooses its price p;ix (w) so as to

maximize its profits net of marketing costs,

Fijpij (w) Tk (W)
Tij (W) = %yiﬁk (w) — Si,kwiw — SikWifijks
ik i,

subject to the demand y;jx (w) = cjjx (w). Heres;x = 1 — s; is one minus i's employment
subsidy in sector k, and T;;  is the iceberg trade cost. The solution of this problem implies

b kT kW0
ik (W) =—"—, (37)
Pik () Hipi (w)

where pp =1—1/0; € (0,1), and t;;4 = EZ?,kgi,k / f;;-,k is the aggregate policy index of trade
from i to j in sector k. At this price, the maximized profit is

_ 1

Siktijk

Tijk (W) = =27 Pijk (@) Cij (@) = Si0ifijpe (38)

Within industry (i, k), firms serving country j are those capable of earning non-negative

profits in j. These firms have efficiencies exceeding the threshold ¢;;«, derived from the
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condition 7t;j k (w) = 0. Substituting (36) and (37) into (38), and solving for @ijx from
mijx (w) =0, gives

1

L

Piix = Hi EE g1 Tikwi [ X | (39)

ik .
J e Hijk Pijx \ oxwifijx

Given the Pareto distribution of efficiencies ¢; s (w), we find

1 (60— (o —D\ & T _ ~ e BRI U o)
Py =t (—k (gkk )> Fijp Tty (M) Pijje L (40)

Substituting this into (39) and solving for ¢;;, we get

(@) ~O _ O~ (-1 1 Xijx/ tijk
bij Okok My wifijk

Using this, we can find the number of varieties in the set ();; ;,

_9 -
Pijk\ " O — (ox — 1) Xijx/tijk
Mijj = (1 — Gik ((Pi]',k)) f,k = <_bik ) f,k = 0,0 : Wi fik . 41)

Noting that p;jx (w) ¢jjx (w) in the expression (38) for 7;;x (w) is the expenditure of
country j on variety w € ();;, we can integrate the expression for 77;;; (w) over all vari-
eties w € () to get

SipXijk/tik  _
ik (w)dw = ——= — 5, . w; fi: kM -
[y, Tt @) P sy

Substituting expression (41) for M;; into this, we get

O'k—l _ -
i (w)dw = — -5 1. Xii 1/ tii ke 42
/CUEQijk 1],k( ) Qkak ik k! bijk ( )

As is standard, we assume that in order to enter industry (i, k), producer of variety w

pays entry cost f/, in terms of country i’s labor. Under the free entry condition, we get

5 kwlfz kMz k— Z/ 7'[1], dw'
1]k
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Substituting (42) into this, we get

_ X0/t
Ok 1 . Z lj,k/ l],k’ (43)

M¢. ¢ =
l,kfl,k gkak w;

]
where the left-hand side of this expression is the amount of labor used for entry in indus-
try (i, k).

Next, the amount of labor employed in production of variety w € (};;x pruchased by
country j, is given by £;jx (w) = TijVijx (w) /@i (w). Multiplying the right-hand side of
this expression by p;jx (w) /pijx (w) and using (37) in the denominator, we get

_ ’ ’ 3
bijk (w) = ok —1 Pijk (w)ylﬂ’f (w) / ijk
Ok w;

Integrating this over all varieties w € (), we get

o —1 Xijx/tijk
/ bijk (w) dw = K — : g (44)
weﬂi]'/k Uk wl

In addition to the production labor, country i employs labor to pay marketing costs in
each country j. The amount of labor employed for these marketing costs is given by

O — (o —1) Xijx/tijk
Gkak w; ’

Mijkfijx = (45)
where we used expression (41) for M;;.

Let L; x be the total amount of labor employed in industry (i, k). Adding up all uses
of this labor given by (43), (44), and (45), we get the goods market clearing condition in
industry (i, k),

wiLik = ) Xij/ e
J

Substituting }_; Xi; x / Eij,k from here into (43), we get

e

O — 1 Li,k
ik — " e

Ok o flek

(46)

The labor market clearing condition is the same as in all other models, } x L;x = L;,
and we only need to use (40) to derive expressions for P;;x and P;; without ¢;; s, and then
use these expressions to derive trade shares A;; ;. For that, substitute expressions (39) and
(46) for ¢;jx and Mf x into the expression (40) for P;;x, and solve for P;; ;. from the resulting
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expression to get
1

M v 1—i (7 L A
Pk = OMEX; (ti]]‘.,kTijlkwik /Ai,k> L, (47)
0 B oo 1
M — k. k %1, =1 rlk— — 1 1
where (5j,k = (kal 1> O M Sijk o = 1+ =1 5 > 1, and

_ 1
Aig = [fix] % bixs
Tk = (k! fii)"™ " Tije

Expression (47) for Pjj corresponds to expression (20) in the main text. We also have
e — 1= (14 1 [&Be]) [Gx6k] " — 1, where

Ck = [1+ <77k1_1 — ak1—1) ek}_l € [0,1].

Given the definitions in Table 1, this implies 17y — 1 = (1 + (x) /&, — 1. Therefore, P;; =
71—\ 1/ (1=1)
(Zi P i]',knk)

Substituting X;;x = (P;jx/Pjx) 1=k X i into (47), and solving for P;;x, we get

can be written as (21) in the main text.

S e R (e—1)0kCk /—, Okl &

Substituting the above expression for P;.;m‘ into P].lk_ =y, P;-;Uk, and solving for P;;, we
get
1
. —0,8 Ok
M v1— L kSk
Pi = MX | Y (fi’},kfij,kW? / Ai,k) L;f’,;] : (48)
i

Finally, trade shares are given by

_ —0kCk
bk , Ck
(B w7 Au) LG,

Ajip = (L) = _
Ji 2 - —OkGr
" )W <t;§',lej,kw;k/ Al,k> L5

A.5 A Generalized Melitz-Pareto Model with Fixed Marketing Costs

Paid in Labor of Destination Countries

The setup is almost the same as in the Melitz-Pareto model described in Appendix A.4
with fixed costs paid in labor of source countries. The only difference is that fixed mar-

keting costs are paid in labor of destination countries. However, this difference has non-
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trivial consequences for the labor market clearing condition.
The profit of producer of variety w from industry (i, k) selling its variety in country j

is now given by

£ kPijk (@) _ TiikYik (w)
Tijk (W) = == Vijk (W) = Sjpwj——7———

— §',kw f i k-
ijx ik (w) PR

Here, the last term involves the wage of country j and, for consistency with other micro-

foundations, one minus j’s employment subsidy in sector k, denoted as 5;; = 1 — sy,
ensuring that the employment subsidy for all labor from one country is funded by that
respective country.”® The solution of this problem implies the same price as in the Melitz-

source model,

b K Tij ki
() = ST 49
Pij () Wk @i (W) )

where pp =1 —1/0; € (0,1) and £ = f?;,k%,k / E;‘,k- The maximized profit is
1
Siktijk

Tk (W) = o Piik (w) ciji (W) =5 xwifii k- (50)

Solving for the cutoff efficiency @;; from 7;; (w) = 0, we get

1

1 e Taoaw; [ X %t
o -1 /= — =1 —(Tk—l Z],k 1 Z],k
@ik =t (Six/Six) % 1L : (51)
bR TR TR Py \ ovwifij

The bilateral price index Pjjx has the same expression as in the Melitz-Pareto-source
model (see (40)),

(O (o =D\ % T _ ok ERETR G ).
P = pi " (—(9k )> Lij i Tijwib; " o TG Pijje L (52)

Substituting this into (51) and solving for ¢;;, we get

bi,k OkUk Mf,k wj f ijk

28 Alternatively, employment subsidies for marketing costs can be paid by the source country. In this case,
the term 5; yw; f;; x in the expression for profits will be replaced by §; yw; fij . As we do not derive the first-
best policy for the Melitz-Pareto-destination model in this paper, we do not know which policy instruments
are necessary to achieve the optimal outcome. Consequently, neither specification for the employment
subsidies is inherently superior to the other.
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Using this, we can find the number of varieties in the set ();;,

AN 0, — (0. —1) (5ix/5i /
Mijk:<@> e k— (o —1) (5ix/5jx) Xij ijk- (53)

k=
bik g Yy wifijk

Integrating the expression for 7t;;  (w) over all varieties w € (), we get

SipXije/tijk
ﬂ..’k (w) dw - 7 U S.,kw'f“,kM“,k'
/(UGQI']'/;{ g (Tk ] 17 Y

Substituting expression (53) for M;; x into this, we get the same expression as in the Melitz-
Pareto-source model (see (42)),

Uk—l

i (w)dw = ——= 51 X;i ¢/ tii k. 54
/‘UGQijk z],k( ) 9k(7k ik k/ Vijk ( )

The free-entry condition in industry (i, k) is given by
SikwifixMiy Z / ”11 k(W) dw.

Substituting (54) into this, we get the amount of labor used for entry in industry (i, k),

-1 Xiix/ tij k
M fo = % L (55)

0o 5 i
which is the same expression as in the Melitz-Pareto-source model (see (43)).

The amount of labor employed in production of all varieties w € ();j; produced in
industry (i, k) and pruchased by country j, is also given by the same expression as in the

Melitz-Pareto-source model (see (44)),

1 X/
/ gij,k (w) dw = Tk . l]’k ‘ 1]’k. (56)
(UEQZ‘]‘,k Ok w;

Finally, the amount of country-i’s labor employed to pay marketing costs for imports from

country j is given by
Vi (8j/5ix) Xjix/ tjik

Miikfiif = — (57)
7i, sz, w;
where v = %, which is different from the corresponding expression in the Melitz-

Pareto-source model (see (45)).
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Let sz be the amount of labor employed in industry (i, k) for production and entry.
Using (55) and (56), we get

wilP = (1 =) Y Xiju/ tij
j
which could potentially serve as the counterpart of the goods market clearing condition

in the generalized gravity model of Section 5.
The labor market clearing condition is given by

ZL +ZZ k (5i)c/5ij) Xjije/ tik 1,

Z

which in general is different from the other models. The issue is that this condition is
directly affected by the policy instruments. Without policy instruments (;; ik =1 £ ik =1
and s5;; = 1, for all i, j, and k), we have the same setup as in Kucheryavyy et al. (2023).
In this case (assuming that expenditure of country i is equal to its income, X; = w;L;), we
can write the left-hand side of the labor market clearing condition as

ZL + Z k 2/\]1 kBixwiLi = ZL (kaﬁi,k> L
k

and thus the labor market clearing condition can be written as

Zsz = (1 - kaﬁi,k> L
P

This differs from the labor market clearing condition in the other models just by a con-
stant on the right-hand side. This is inconsequential for equilibrium and welfare analysis.
However, in the presence of the policy instruments, the different form of the labor mar-
ket clearning condition in the Melitz-Pareto-destination model potentially has nontririval
consequences for equilibrium and welfare analysis as well as for policy analysis.

Another nontrivial feature of the multi-sector Melitz-Pareto-destination model, dis-
tinguishing it from the other four models, is its reliance on a current account balance
condition instead of the trade balance condition. This means that trade balance is not
necessarily maintained in the Melitz-Pareto-destination model. Formally, the current ac-
count balance condition for country i can be expressed as
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X]z k

Sy ey ) Ry By B

TS e T5 ik T b TS5 tij

On the income side, the left-hand side of (58) consists of country-i’s exports and the in-
come earned by country-i’s labor from abroad for employment in marketing (see expres-
sion (57)). On the expenditure side, the right-hand side of (58) comprises country-i’s
imports and the payments made by country i to foreign labor. As evident from expres-
sion (57), the value of country-i’s exports does not necessarily equal the value of imports,

Y X Xij e/ T 7 e L Xji e/ i e

B Microfoundations of the Single-Sector Gravity Model

With the exception of the Melitz-Pareto-destination model, the four setups presented in
Appendix A result in the same (up to relabeling) system of equilibrium equations de-
scribed in Section 5. This system of equations is given by the trade shares (16), tax
revenues (18), goods market clearing conditions (17), and labor market clearing condi-
tions } ; L;x = L;. Transitioning to the single-sector version of this system, as presented
in Section 2 with ad-valorem import tariffs as the sole policy instrument, is straightfor-
ward. Here, the labor market clearing condition becomes unnecessary, and the labor en-
dowment L; replaces labor demand L; in both the goods market clearing condition and
the expression for trade shares. Removing the sector index k and substituting fi]- = f?;’k,

fﬁ-’k =1,and 5;, = 1, we derive the single-sector system of equilibrium conditions:

w;L; = Z ()\1]/?1]) (w]L] + T]) , (59)
j
R o
T il—" o (60)
Yty (wj/ Ar) wy tL
T, = Zfif—_lm (w;L; +T)) (61)
j 7. i \Wikj T 4j) -

i 1

Expression (60) for trade shares is already in the form as presentented in Section 2 (see
expression (1) there), with the difference that the trade elasticity with respect to wages in
(60) is ¢ instead of p. This is because p # ¢ only in the Melitz-Pareto-destination model,
which we describe below.
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Solving for T; from (61), we obtain

1
Ti=|=——=—-1|wL;, 62
! (ZiAij/tij ) ™ (©2
where we used ) ; A;; = 1. Substituting this into the goods market clearing condition (59),
we have
wl-Li = ZAi]'w]'L]',
j
where -
A = AZ]—/t”
YR

These are the same expressions as in Section 2 (see expressions (2) and (3) there).

We now turn to the Melitz-Pareto-destination model and show that its single-sector
version yields the same (up to relabeling) system of equations as the one presented in
Section 2.

B.1 A Generalized Melitz-Pareto Model with Fixed Marketing Costs

Paid in Labor of Destination Countries

Continuing from where we left off in Appendix A.5, the single-sector version of the cur-
rent account balance condition (58) for country i is given by

Zf—l] +VZ% = Z;_]l +VZ%/
i L i L i L i L

withv = &= (9(2,_1) , which is equivalent to the trade balance condition Zj Xii/ f]-,- = Z]- Xij/ f,-]-.

Next, expression (57) for country-i’s labor employed to pay marketing costs for im-
ports from country j is given by M;if;; = v (in / f]-i) /w;. Summing across all source

countries j and using the trade balance condition, we obtain

vy Xij/tij
w;j '

RUTE
j
This is the key step that allows us to derive the system of equilibrium equations for the

Melitz-Pareto-destination model, aligning it with the system of equations in the single-
sector gravity model of Section 2. Subsequent steps follow from this derivation.
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The single-sector versions of expressions (55) and (56) for labor used for production
and entry are given by
1 « Xij/tj

0’_
ere __ X
Miff = =5 ; o (63)

1 X/
/ Eij((u)da):g = .Z].
wEQi]'/k o w

Adding up all uses of labor, we get the goods/labor market clearing condition,
ZUI'LZ' = ZXZ]/EZ]
j

Given that X;; = A;; (w;L; + T;), this is the same condition as (59).
Next, substituting )W Xij/ f,']' = w;L; into (63), we get

c—1 L;
M¢ = p—
! O ff

Substituting this and the single-sector version of expression (51) for @;j into the single-
sector version of expression (52) for P;;, using X;; = (Pij / P]-)l_77 Xj, and solving for P;;

from the resulting expression, we get

n—1 (1_1)96
1— —oz (P X : —6¢
p. " = [(5}\4} ( / ) <t§j’fi]’wi/Ai> L;;,

1] w]

D=

o, A= by #6170, and 7; = (f;/f;)' " T, with

oo (2o e

1 1
=14+ ——-—=->1.
L + 7 9>

oc—1

where (5}.\’[ = (i — 1)

Substituting the above expression for Pl.l]f” into P].lf77 =Y P%.*n, and solving for P;, we
get

A=

—0¢ -
Pj = 5}\/[ x] ] [Z ( Tijwi/Ai> LZC] ’ (64)
1
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Finally, trade shares are given by

) . —oz
A = (ﬁ)l " (fmwsa) L

ii =\ p. = —0¢
X (ﬁjlewz/Az> L}

7

J

which corresponds to expression (1) in Section 2.

B.2 Price Indices and Welfare

The country-level price index encompassing all five microfoundations in the single-sector

case can be written as

€

(L1 _(&_ __ e _
P 7 (o) ) DR () | 63
1

where x; = (wjLj + Tj) / (wjL;). Indeed, in the multi-sector versions of the Armington,
Eaton-Kortum, and Krugman models, the country-level price indices are given by expres-
sions (30), (32), and (35) derived in Appendices A.1, A.2, and A.3, correspondingly. Their
single-sector version is given by expression (65) for { = p = e. In the multi-sector version
of the Melitz-Pareto-source model, the country-level price index is given by (48) derived
in Appendix A.4. Its single-sector version is given by expression (65) for { = p. Finally,
setting p = ¢ in (65) yields expression (64) for P; in the Melitz-Pareto-destination model,
as derived in Appendix B.1.

Next, expression (62) for T; is valid for all five models in the single-sector case. Substi-
tuting this expression into x; = (w;L; + T;) / (w;L;), we get xj = (¥; Aij /1)) ~!, and thus
(65) can be written as

_ o —(8-1) [ A/t
P]' = 5]w] Z L]'
1

This is the same expression as expression (4) in Section 2.

ol

-1

™ =

[Z;f (zj/ Ai) " w; pL?‘]

Finally, for all five microfoundations, welfare in country j is given by W; = (w;j + T;/L;) / P;.

Again, using expression (62) for T; we get



C Proof of Proposition 1 (Existence and Uniqueness of a

Single-Sector Equilibrium)

The equilibrium system can be rewritten as

where z;(w) is country i’s excess labor demand function implied by (2),

7 (w) = (Z Ay (w) wyL; ~ wL) /wi.
]

We first show existence of a wage vector w >> 0 such that z; (w) = 0 for all i. For that
we show that the excess labor demand function z; (w) = (zo(w), z1(w), ..., zn(w) ) defined
for all w > 0 satisfies the properties in Proposition 17.B.2 of Mas-Colell et al. (1995): (i)
z(w) is continuous; (ii) z(w) is homogeneous of degree zero; (iii) w - z(w) = 0 for all w
(Walras’ law); (iv) there exists s > 0 such that z;(w) > —s for all i and for all w; (v) if w™ —
w?, where w® # 0 and w? = 0 for some i, then max {zo (w™),z1 (w™), ..., zn (W™)} — co.

Properties (i) to (iii) are obvious, while property (iv) is obtained by letting s be larger
than max; L;. For property (v), consider a wage vector w’, where w? = 0 for some i, and
w? > 0 for all I # i. Then for any j,

1 (/) (@) 71

lim Ay (w™) = J ’
ij - __ _ _ __ _ _
o Y (il A ()P L+ By (g 40 (@) 0
1
VB (/A1) (09)” L ity ) (/A0 7 () TP L
=1.
This implies that

lim z; (w") = Ay (w()) L+ ZAi]‘ (w0> w]QL]-/w? —L;
wm —s et
T
=) w/L;j/w}
J#

:OO,
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which verifies property (v). Since Proposition 17.B.2 constitutes a set of sufficient condi-
tions for Proposition 17.C.1 of Mas-Colell et al. (1995), there exists an equilibrium wage
vector w >> 0 such that z (w) = 0.

We next show uniqueness. For that we show that z (w) satisfies the gross substitutes
property in Definition 17.F.2 of Mas-Colell et al. (1995): if w' and w are such that w; > wy
for some | and w! = w; for all i # I, then z;(w’) > z;(w) for all i # 1. With differentiability,
dz;(w)/ow; > 0foralliand [ # i ensures the gross substitutes property. Direct calculation
gives

0z;/dw; = {[Ail + (aAﬂ/awl) wl] L;+ Z (E)Al]/awl) w]L]} /wi
7

j

Noting that w; for | # i appears only in the denominator of

1 —e —
Ao — ij (e (ti7/ A1) " w; PLE
b (6 —&_ —pra’
Lty " (/A w Pl

we immediately have dA;;/dw; > 0 for all i, j, and I # i. This implies that dz;(w) /dw; >
0 for all 7, j, and I # i. Since the gross substitutes property is a sufficient condition
for Proposition 17.F.3 of Mas-Colell et al. (1995), there exists a unique equilibrium wage
vector w > 0 such that z(w) = 0.

D Transformed System of Equilibrium Conditions

In this appendix, we apply the labor and trade cost adjustments outlined in Sections 3 and
5 to derive the transformed system of equilibrium equations for the generalized gravity
model. We first focus on the multi-sector version before transitioning to the single-sector
version.
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D.1 Multiple Sectors

In the multi-sector version of the gravity model, the labor and trade costs adjustment are

given by

Ly = nfo;
T =n WA, j=1,..,N, k=1,...,K

Ty =n %%, i=1,...,N, k=1,..., K

Defining Zo,k = Lo /n, trade shares (16) can be written as

€ @k C «
A Azl;ctl]k 1]k kL k
ik = TlASkt CkT—fikw CkLl’ék +Z A t CkT koo @kL“k
k*0j,k 07,k *0 =1 k*ljk ljk *1
i,j=1,...,N, k=1,...,K;
A A t §k~ Ekgp §kL1Xk
Oj,k k*0j,k O]k 0

n e 7 Ck~—¢k @k Qg —Ck Ck “k
A Eoji T Wo Lok + Ly Akl i1 oy Ly

j=1,...,N, k:1 LK

€ 4 g o
Ainp — AzlictIOkk zOk kL k
0k = ASk 5T Ckw @kLle +Z A t ?k% Ekgp CkLle
0,k°0,k 70 =1 10,k “10,k *"1
i=1,...,N, k=1,. K'
g kT
Aoox = Ao kSOkka Lo’
A = §
Agkksogkwo gkLak +rr 1A thkleOkwl gkL“k

k=1,..,K

The sectoral goods market clearing conditions (17) can be written as

A
w;Li = n_ lOkf)ok <ZUOL0 + To) + Z ,B]k (w]L + T)
tzO j=1 z],

i=1,...,N, k=1,...,K;

j=1 07,k
k=1,...,K;
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-~ N Aogix/n
x (wolo+To) + ) O;]k Bix (wilj +Tj),

(66)

(67)

(68)

(69)

(70)

(71)



where

K N
= Z {nToj’k + Z Tij,k — (1 — §j,k) w]'L]‘,k} , j=1...,N; (72)
K
): ):TzOk — (1= 50) woLox (73)
k=1 li=1
with
i —1 1—F;
Tijk = i AijBik (Wi + Tj) + —= AjixBix (wili + Ti),
tijk ik
l’] ]" 4 NI k - ]-/ 7 K/
~ foik—1 Agix 1—Fox IS
Tojk = —— - —=PBix (wiLj + Tj) + —=AjoxPosk <w0LO + To) ,
toj k n tio k
i=1,...,N, k=1,...,K;
~ Fox— 1 = s LRk Aoik
Tiox = S AioxBoy (woLo + To) ok 20k g (il + T,
tio toi n

i=1,...,N, k=1,...,K

The labor market clearing conditions (19) can be written as

K

Li=) Ly i=1...,N; (74)
k=1

~ K ~

Lo=)_ Loy (75)

From (20), the adjusted bilateral price indices associated with country 0 can be written

as
ék 93
~ Gt e & <50kt0]k/t0]k “ gt %
Pojr=n % Py = (Xoju/n) % =/ [Pfk] g (76)
AO,kLolk
j=1,..,N k=1,..,K
~ §k+2‘k*€k 1_45;k m %
Pox=n % Pyor=>ook- (Xiox/n) * (tio,kPi,k> , (77)

i=1,...,N, k=1,...,K;
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~ St —2k 1_& §(§ kwgk
Pooj=mn % Poog = dok- (Xoox/n)" * ——= " (78)

AO,kLO,k

k=1,...,K;
where

P = O ST, (79)

- 7 ~ ex/ Ck
Pix = <Sz’,k/ tfo,k) [Tio,k/ <Ai,ka,k{)} w. (80)

Here, we can use Xojr/n = (Agjx/n) Bjx (wiLj+ Tj) for j = 1,...,N, and Xjox/n =
AiokBok (wofo + To) fori=0,1,...,N.
Next, let us define adjusted bilateral quantity indices associated with adjusted bilateral

price indices ﬁOj,kl Eo,k, and ﬁoo,k as

~ Xoir/n

Qup= 2", j=1,.,N k=1,.K (81)
Poj

~ X,

Qiox = ZE"‘/”, i=1,...,N, k=1,...,K; (82)
Pio k

~ X

Qoo = %),k/”’ k=1,...,K (83)
Poo k

Substituting the above definitions of on,k, Qio,kz and Qoo,k into (76)-(78), and solving for
ﬁOj,k/ ﬁio,k/ and ﬁOO,k/ we get

— -m =X
~ K1 (SO,ktOj,k/ tOj,k) wo

o (% x . _ .

Pojx = Qoj i el Pk 1= L,....N, k=1,....K; (84)
0k 0k

By = 6% . O F i=1,...,N, k= K; 85

0k = C0,k Qz’O,k i0,kPi ks t=L....N, k=1,..., K (85)
~ £ A1 5w

_ 50 4 0,kWo B
POO,k — éo,kk : QOS,k W, k — 1, oo ,K. (86)
0k 0k

Using the definitions of ﬁOj,kl 15;0/;{, ﬁOO,k! on/k’ QiO,k: and éoo,k/ we can write the goods
market clearing condition (71) in sector k of country 0 alternatively as

N

SokwoLox = PooxQoox + Y Egj,kPOj,kQOj,k / fg},k, (87)
=1
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and expression (73) for the adjusted net tax revenue of country 0 as

To=)_ {Z lo—m PioQiox + Z e i ——2=PojQojk — (1 — Sox) woLoy ¢ - (88)

k=1 Li=1 Lok =1 ‘tojk

Substituting expressions (84) and (86) for 130]-,;{ and ﬁoo,k into the above expression for the
goods market clearing condition, and after doing some algebra, we get

8k 8k

Sk S
FTl4ar /T U _Z
Loj ™ = do)Agx" Q “Q OOk + 2 Ay o]kP], (89)

In Section 6 and Appendices 1.1 and I, we also use the inverse foreign demand curve
from the point of view of the SOE. To get that inverse demand curve, we use the expres-

sion 1

-1
Qojj = Ojk(”Ck)/Sk Pj, (1+€k)/€kX (90)

where Qp;x is the quantity of country-0-sector-k good demanded by country j. In the
Armington, Eaton-Kortum, and Krugman models, we have {; = ¢, and expression
(90) turns into Qgjx = P()] ?{" 1PS"X k- In the Melitz-Pareto-source model, (90) is Qpjx =
Py; i ZkPm‘ 1X]-,k. Thus, in all m1cr0foundations that we consider here, expression (90) has a
familiar form.

Solving for Py; x from (90), we get the inverse demand curve

1+§k £k
148
PO]/k - Q0]k D] 1%

where

1- k-
x 1+zk T+
=P (91)
The transformed version of this expression is

1+(:k7£k

Pojk = Qo Do (92)

Finally, country-0’s adjusted price index in sector k can be written as

T o1 =048 /&
PO,k =n €k PO,k - —|— Z 10k ,
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or alternatively as

1

_ —Ck| K
it L () Y| T e
i=1

Z

_ L%
Poy = S - (BoxXo/n)

The adjusted SOE country-level consumer price index can be written as

ZK ﬁOk(CkJr“k fk) K

=11 (ﬁo,k/ ,BO,k> o (94)

k=1

Py =

Then, given the welfare in country 0 in term of unadjusted variables, Wy = xowg/ P, the
adjusted welfare can be written as

~ —yK, /Sk(ékt:k*fk) Wo = Xo/ Lo

Wy =n — 95
0 B, (95)

where Xy = Xo/n = woLo + Tp.

D.2 Single Sector

In order to get single-sector versions of expressions (66)-(69) for trade shares, replace labor
demand L;; with labor endowment L;, remove the sector index k, and substitute f,-]- = f?;,
f;»ci = 1,and s; = 1. Additionally, to encompass the Melitz-Pareto-destination model, use
p instead of { for the trade elasticity with respect to wages.

Expenditure shares (3) evaluated at pre-tariff import prices can be written as

AEF (@‘*‘1)1. w, Psz

Ajj = i l] ] i,j=1,..,N; (96)
i ngl ng
Ao Agt @H)T w, pL"‘
. - (é-l—l) J (C+1 ) — b ] =1,..,N; (97)
! n Aty Toj Wy leX T Zl lAStlJ Tj w, pLQX
AT (§+1) pL,X
Ajp = o T @ e T LN (98)
Asw, PLE + YN 145, T w, LY
A€ PLa
foo = . (99)

1 .
Afwg 'Ly + XL 1A€tzo(é T, Ly
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Trade balance conditions (2) can be written as

. N
w;L; = AjpwonLo + )_ Ajw;Lj, i=1,..,N, (100)
j=1
_ _ N
woLo = AgowoLo + ) (Aoj/n) w;L;. (101)
j=1

Expressions (100)-(101) correspond to expressions (8)-(9) in the main text.

E SOE Equilibrium System of Equations

The equilibrium system of equations for the single-sector version of the SOE is obtained
from expressions (97)-(99) and (101) by setting n = 0 or, more formally, by taking the limit
as n — 0. This system is detailed in Section 3.2.

In this appendix, we focus on the equilibrium system of equations for the SOE in the
multi-sector case. We present a set of equilibrium conditions in a form that facilitates
the analysis of equilibria and comparative statics. This set of equilibrium equations is
the direct counterpart of the equations in the single sector case introduced in Section 3.2.
In Appendix I, we provide an alternative (and equivalent) set of equilibrium conditions
better suited for the optimal policy analysis discussed in Section 6.

The equilibrium conditions presented here are obtained from (67)-(69), (71), (73), and
(75) provided in Appendix D.1 by taking the limit as n — 0. To formulate the resulting
system of equilibrium conditions, let

om %1 ~—¢&
764]

Dy = Bix(WLi+T), j=1,..,N k=1,... K
]/k — _ _ ],k 1+ i) ] 7 74Ny ’ 7 AN,
Z{ilA?,kktlj,lgclej,lgckwl L

_ N &/
denote the market access abroad, and let p/; = <§z‘,k / th,k) [Tiolk / <Ai/kL?I’;)} e w; de-

note a shifter of the SOE’s price of imports from country i in sector k. The definition of p}}
is the same as expression (80) in Appendix D.1. Both D x and p}'} are taken by the SOE as
given. Dropping the tildes and the country 0 subscript, the SOE’s expenditure share on
goods produced in sector k of country i can be written as

_ —Ck
[t%,kPTk}

_7 _ =0k’
AS, Yo G+ X [T ]

Aik =
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and the SOE’s expenditure share on domestic goods in sector kis Ay = 1 — Zfil Aik- The
SOFE’s net tariff revenue is given by

T = < E?jk_l Sy Y (s 7\ Atk ~Gep
= 2 2 T)\i,kﬁk (ZUL + T) + 2 2 (1 — tj,k) <Sk/t]~/k> Ak w Lk Dj,k
k=1i=1 ik k=1j=1
K
- Z (1 - §k) ka.
k=1

With these expressions, the SOE’s system of equilibrium conditions is given by the goods

and labor market clearing conditions,

N NGl
wli = (A¢/5) B (WL +T) + ) (gk/tﬂk) k
j=1

Alw SL¥Diy, k=1,...,K;

K
Y Ly=L.
k=1

Also, using expressions (93), (94), and (95) for ﬁo,k/ Py, and Wy, we can write the SOE’s

sector-k price index as

1

| N —o| %
Pe =0 (BiX)" 5 |5 Apw Sy + ) (%Wk) k] ’
i=1
the SOE’s price index as P = [T~_, (P¢/ Br)P¥, and the SOE’s welfare as W = (X/L) /P,
where X = wL + T is the total consumer expenditure in the SOE.

F Proof of Proposition 2 (Convergence in the Single-Sector
Case)

As shown in Proposition 1, for any n > 0 there exists a unique equilibrium. This implies
that there is a well-defined sequence of equilibria associated with a sequence of n as n —
0.
For compactness of exposition, let us define
ay = AT, VL i =1, N;
e () ey .
agj] = Agtoj(g )Tost‘(’)‘, j=1,..,N;
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ap = AETVESELY, =1, N;

— AT
1100 = AOLO

With these definitions, expressions (96)-(99) can be written as

A ajjw; * 1N
= i,j=1,.,N;
l] — —n’ 7 7 7 7

naojwop + Z{ilaljwl P

. oy P
AO] _ aojWy =1 N:
— = - 5 —. J=1..N;

nagiwy " + Y2145,
—-P
a;ow; )

Ajg = = i=1,.,N;

—-P N —p’
agoWy " + Y Z1a10W,
—p
aoowo

AOO — .
—_ N J—
aoowy ” + L 4w,

Consider any sequence of positive numbers {n,} - ; such that lim, . 1, = 0. Let us
use superscript “(1,)” to denote the values of all variables in equilibrum of our gravity
model with n = n,. In particular, let wlr) = (w(()”*),wgnr),. . .,wz(\’;’)> be the vector of
equilibrium wages solving (100)-(101) for n = n,.

Part 1: Wages do not explode. Suppose that the sequence of equilibrium wages of coun-
try O, {w(()”’) }:0_1, is unbounded. This implies that there exists a subsequence of equilib-
rium wages of country 0 that goes to infinity. Formally, there exists a subsequence of
numbers {m, } - C {n,},-, with lim, e m, — 0, such that lim, e wémr) = oo.

Recall that we take the wage of country N as a numeraire and normalize wg\'; ) =1 for

all n,. We can write

Alm) an:

= L I

M g+ X5y g™ ™| ang g™ |
and

Almr) _ 200
00 N - T r p T p ’
a0 + E{\illalo [w(()m )/wl(m )} + ano [w((]m )}

Since the last term in the denominators of A(()T’) /m, and A(()gl’) goes to co as r — oo (given

our assumption that p > 0), we get that lim, [ A(()’]ﬁr) /mr] =0forj=1,...,N, and
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lim, oo A = 0.
Consider the case with N = 1. Since wémr) is the equilibrium wage of country 0, the
trade balance condition of country 0,

(1= A% ) wf™ Lo = [Af /m] Lo,

holds for each r. But as r — oo, we get that the left-hand side of the above expression
goes to infinity, while the right-hand side goes to zero, leading to a contradiction. Thus,
(my)

it cannot be the case that lim, . w; "’ = o0, and so the sequence {wén’) }oo ) is bounded.
r=
Now consider the case with N > 1. In addition to supposing that lim, .« wémr) =
oo, suppose that for some k € {1,...,N — 1} sequence { [Agzr)/mr} w}gmr)} . is un-
r=
bounded. Let {m}} -, C {m,} =, be a sequence such that lim,_, m, = 0 and
lim [AGe" /m}| wf™) = co. (102)

r—00

Since as we have argued above lim,_; [A(()Zl’) / mr} = 0,wealsohave lim,_, [Aé’:é) /m’ r} =

0. Then (102) implies that lim, wlgm;) = oo. Furthermore, we can write

(mp) g () Aok .
[Aok /mr] Wy Loy [wl((m;)} -1 +Zz an {wo /wz r)]P [wlgm;)]l

This allows us to see that the only way we can have (102) is to have

. (m;) r _ _
rh—>n§) [wo /wl } [ } =0forl=1,...,N. (103)
. (m)\ *© . (myr) _
Since {wo }rzl is a subsequence of { p}rzl and lim, .o w, ~ = oo, we also have
(my) _

lim; ;o wy "’ = co. Therefore, lim, [ (m r)] = oo and so (103) impies that

lim [wl(m;)} o [w,((mé)} ! =0forl=1,...,N.

r—00

This in turn implies that

hmA(k)wl(( ) = lim — —— —— —— = .
AT P ] )
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Consider then the trade balance condition of country N,

08) o T 3 A L) )
LN = ANOV womrLO +]; Aer ’a)] r L]
The left-hand side of this condition is a finite number that does not depend on r. At the

same time, given that lim,_, Ag\’ﬁ;)wl(cmr) = 00, the right-hand side of this condition goes

o0
toooasr — co. We get a contradiction to the supposition that { [Aé’:r) / mr} w}gm,) } ) isan
r=

unbounded sequence. Thus, { [A((;]?") / mr} w,((mr) }oo . isbounded forallk=1,...,N — 1.
r=

Finally, consider the trade balance condition of country 0,

(1-A%") wi™'To = ]é A5 fme| ™)L,

The left-hand side of this condition goes to oo as r — oo, while the right-hand side is
()%

bounded, which leads to a contradiction. Therefore, {wo } ) is necessarily bounded.
r=
Using a similar argument, we can show that, foranyi =1,..., N — 1, the sequence of
(o)
equilibrium wages of country i, {wl(nr)} Y is also bounded.
r=
Part 2: Wages do not go to zero. Suppose that there exists a subsequence of equilibrium
wages of country 0 that goes to zero. Formally, suppose that there exists a subsequence of
numbers {mr}jil - {nr};ozl, with lim;_, m, = 0, such that lim;,_, w(()mr) = 0. The trade

balance condition for country 0,

(1 — Aég”)> wém’)fo = Ji [A(()?lr)/mr} w]('mr)L]',

then implies that lim, e [A(()T’) / mr] w](mr) = 0 forallj € {1,...,N}, so that both the

left-hand side and the right-hand side of this condition converge to zero. But then, since
wg\rln’) = 1 for all r, we get that lim, [Agﬁ) /mr} =0.

Next, we can write A(()nlf[) /m, as
A(mr)

— <ma>0N (mr)]P (m)]P” (104)
My meaon + 0t {wo " w, r] +annN {wo ’]

The first and the last term in the denominator of the above expression go to zero as r — co.
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Then, if N = 1, we get that lim; [A(()r;\l,’) / mr} = 00, a contradiction. Thus, it cannot

happen that lim; w(()mr) = 0 in the case with N = 1.

Consider the case with N > 1. Given that lim, [A / mr] = 0, it has to be the case
that at least one of the terms in the denominator of expression (104) converges to infinity.
Hence, lim; oo [wo /wl ’)]p = oo for atleastone ! € {1,...,N —1}.

We can write Ag\lj r) foranyj=1,...,N as

ool

Al —
N my) P
myag; —{—Zl 141 [wo /wl }

The numerator of the above expression converges to 0 as r — oo, while the denominator

p
convergres to co, given that lim, [wo /wl ’)} = oo foratleastonel € {1,...,N —1}.

Thus, lim, e Ay =0forallj=1,...,N.
Finally, c0n51der the trade balance condltlon of country N,

_ N
Ly = Ay wg™ m Lo+ Y AG wi™ L

L. (105)
j=1

The first term on the right-hand side of (105) goes to 0 as r — oo because Ag\jo) € [0,1]
r) (my) () 1
Nj ¥

the right-hand side of (105) also goes to 0 as ¥ — oo because lim;_,« A%’) 0 and,

for any r, and lim, .« w( = 0 and lim; . m, = 0. Also, each term A on
y 0 ]

as we have shown in Part 1, sequence {w](m’) }Z is bounded for each j = 1,...,N.
Thus, the whole right-hand side of (105) goes to 0 as r — co. At the same time, the left-
hand side of (105) is a finite positive number that does not depend on r, which leads to a
contradiction. Thus, the sequence of equilibrium wages of country 0, {w(()n’) }:0_1, cannot
have any subsequence converging to 0.

Using a similar argument, we can show that, forany i =1,..., N — 1, the sequence of
(nr) *©

equilibrium wages of country i, {wi }rzl, cannot have any subsequence converging to

0.

[ee]

Part 3. Convergence. Part 1implies that the sequence of equilibrium wages {w(”f) } .
r=
is bounded. Therefore, it has at least one converging subsequence.

Take any converging subsequence {w(’”r) }Oo . of the sequence of equilibrium wages,
r=
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where {m,} > C {n,} - and lim,_,c m, = 0. Let

w0 = (wéo),wgo),...,wg\?)> = lim w(™),

Part 2 implies that wfo) > Oforalli = 0,1,...,N. This, in turn, implies that we have
well-defined limits

0)]17°
(0) (m) _ "M [wi ] -
A = lim A — ¢ (0,1), fori,j=1,..,N; (106)
ij roso0 N (0) Y
Lty )"
0[] "
A<g>_1gnA<0> : 0__; i € (01), fori=1,.N; (107)
r—00
a0 w(()) + Y a0 wl( )
(0)]F
apog |W
AY =tmalm = [0} € (0,1); (108)
00 ™ reo™ 00 (0]7F N (0)]7°
oo |Wy " | + Y2140 w7
as well as
—-p
AY) = lim —— = ][ 0] € (0,00), forj=1,..,N. (109)

Substituting the vector of equilibrium wages w(") into the equilibrium equations

(100) for countriesi = 1,..., N, and taking the limit r — oo, we get equalities

N
V=Y AYw L, i=1,.,N, (110)

where both the left-hand side and the right-hand side are finite positive numbers. Given

(0)

the expression (106) for A:;’, the equalities (110) can also be viewed as a system of equa-
p ij q y q

tions in wages, (w1, ..., wN),

—p
01]

L=y

—t—wlL, i=1,.N,
=1 L aiw,

—p

that is solved for (wy, ..., wN) = (wgo)’ cey wz(\(;)). This system of equations, is of course,

the equilibrium system of equations for our gravity model that consists of countries
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1,...,N only and does not include country 0. We know from Proposition 1 that this
system of equations has a unique solution (given our normalization wy = 1).
Next, substituting the vector of equilibrium wages w (") into the equilibrium equilib-

rium equation (101) for country 0 and taking the limit r — co, we get equality

~ ~ N ~
w0\ = AWV, + 21 Ay wL,
]:

where again both the left-hand side and the right-hand side are finite positive num-
bers. Given the expressions (108) and (109) for A(()%) and /~\(()(])-) and for a fixed vector
( (0) (0)

Wy, .., Wy ) of wages of countries 1,..., N, we can view this equality as an equation

in wage of country 0, wy,

(0)
- N Ll()]'ZU- L]
—woLo+ ¢ ) ! -
- 0)] P 4 0)] P
apow P + Z%\Lﬂlo [wl( )} j=1 Z%\Llalj [wl( )}

—p
AooW —p

woLop =

(0)

that is solved for wy = w, . It is easy to see that this equation in wy has at most one

solution. Indeed, we can rearrange it to get

N (0) N
Y aw - ap; _

Y—1410W, woLo = Z 0j _ w(O)Lj wg o (111)
00Wg 1=1410W) =1 i [wl }

The left-hand side of (111) is an increasing function of wp, while the right-hand side is a
decreasing function of wy. Thus, there can be only one wy that equates the left-hand side
and the right-hand side of (111).

Collecting our results, we get that any converging subsequence of equilibrium wages
converges to the same limit. This implies that the sequence of equilibrium wages itself
converges to this limit. The wage vector (wgo)’ e, w&?) of countries 1, ..., N obtained in
the limit constitutes the equilibrium o)f the economy with countries 1,..., N only. Given

(0

this wage vector, the wage vector w; ’ of country 0 obtained in the limit constitutes the
equilibrium of the SOE.
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G Comparative Statics in the Multi-Sector SOE without

Policy Instruments

Existence and Uniqueness. Equilibrium existence and uniqueness in the SOE model
for ax € [0,1] without taxes and subsidies has been established by Kucheryavyy et al.
(2023, Section 4.7 in the Online Appendix). Here we repeat the proof for a; € [0,1) for
completeness, and to use this proof as a starting point for the comparative statics analysis.

Without policy instruments, the SOE’s goods market clearing condition (23) becomes
ZULk = )\k,BkWL + Ek, (112)
where E;, = Aikw’gk Lz" Dy denotes SOE'’s exports in industry k,

AFw Lk
A = €k — T3 T Xk —Ck (113)
Afw=e L+ P,

is the SOE’s expenditure share on domestic goods in sector k, and where Dy = Zj]\i 1Djk
B VA
and Py = [Z{i 1P kék] ‘ Dividing both sides of the goods market clearing condition
by wL;*, we get
AFw

Alikw—gkLZk + 'Pk*§k
For fixed w, Dy, and Py, and for a; € [0,1), the left-hand side of (114) increases with Ly,
while the right-hand side decreases with Ly if ay € (0,1), and is a constant if &, = 0.

170(]( _
L, ™=

BiL + AFw 1Dy (114)

Furthermore, as L ranges from 0 to oo, the left-hand side of (114) also ranges from 0 to
oo, while the right-hand side is bounded from above and away from zero. Therefore,
there exists a unique positive finite L; that solves (114). Thus L; can be regarded as a
function of w, Dy and Py, implicitly defined by equation (114). We denote this function by
Ly (w; Dy, Px) but drop the dependence on w, Dy and P} in most expressions for brevity.

Observe that for a fixed Ly, as w goes to 0, the right-hand side of (114) goes to oo, and
as w goes to oo, the right-hand side of (114) goes to 0. Therefore, as w ranges from 0 to oo,
Ly (w; Dy, Px) ranges from oo to 0.

Differentiating (114) with respect to In w, In Dy and In Py, yields

JdlnL
[(1 — ) why + “k/\%ﬁkwq alnuf = —Ck (1 = Ap) ABrwL — (1 + i) Ei,
JolnL
_ 2 ko
[(1 ay) wly + ockAkﬁkwL} D, = F
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alnLk
dln

[(1 — ) wly + (xk/\iﬁkwL} = [ APl

These expressions imply that Ly (w; Dy, Px) decreases in w and increases in Dy and P.
Next, we can write the SOE’s labor market clearing condition as

Y L (w; D, P) = L (115)
K

Given that the left-hand side of (115) decreases in w and falls from co to 0 as w increases
from 0 to oo, there is a unique w that solves (115).

Effects on Labor Allocations and Wages. We have for any k and 7,

dlnLk_5 olnL, JdInL;y dlnw
dinD, ~ “™*9In Dy + dlnw dInD,’
dlnLk_(s dinL, JInL;y dlnw
AP, 9P, 9lnw dinP,’

(116)

(117)

where 6, is 1 if r = k, and 0 otherwise. Differentiating (115) with respect to D, and P, for
somer =1,...,K, and using (116) and (117), yields

Z dln L . dinw 1 dlnL,
olnw ) dinD, ~  '9lnD,’
alnLk> dlnw dlnL,

(ZLkalnw

These expressions imply that dInw/dIn D, > 0 and dInw/dIn P, > 0. Then, going back
to expressions (116) and (117), we get dInLy/dInD, < 0 and dInLy/dIn’P, < 0 for all
k # r. In turn, these results combined with the labor market clearing condition imply that
dInLy/dInDy > 0and dInL;/dIn Py > 0 for any k.

dInP, __LralnPr'

Effects on Trade Flows. Differentiating trade shares A, yields

1 dinA, dlnw dIn L
1=, 4D, “amD, " “ZmD,’ (118)
1 dIn Ay dlinw dinLy (119)

1— A dInP, Orkbk = Sk, T Mg,
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and differentiating exports Ey, yields

dll’lEk . 1 dln/\k

dIn D, = onDr+ 1— A dlnD,’
dlnEk . 1 dln)tk
dinP, §’k§k+1—/\k dinP,’

Consider dIn Ay /dIn D, and dIn E; /d In D, first. Since, dInw/dIn D, > 0 for all r and
dinLy/dInD, < 0 for r # k, we get dInAy/dInD, < 0 for r # k. From here, we also
immediately get that dInE;/dInD, < 0 for r # k. At the same time, the effect of an
increase in Dy on Ay is ambiguous.

If diInAy/dInDy > 0O, then dInE;/dInDy > 0. Suppose that dInA;/dInD; < 0.
Adding up goods market clearing conditions (112) across k, using the labor market clear-

ing condition ) ; Ly = L, and rearranging terms, gives the SOE'’s trade balance condition,

(1— M) BrwLl+ Y (1= Ar) Brwl = Ex+ Y E,. (120)
r#k r#k

The first term on the left-hand side of (120) is increasing in Dy because w is increasing in
Dy and 1 — Ay is increasing in Dy by our supposition. The second term on the left-hand
side of (120) is also increasing in Dy. Thus, the whole left-hand side of D is increasing
in Dy. At the same time, the second term on the right-hand side of (120) is decreasing
in Dy. Therefore, it must be the case that the first term on the right-hand side of (120)
is increasing in Dy. Thus, we get that Ej is increasing in Dy regardless of whether Ay is
increasing or decreasing in Dj.

Now considerdIn A /dInP,and dInE;. /dInP,. AswithdInA;/dInD,anddInE;/dIn D,,
it is easy to see that dIn Ay /dInP, < 0 and dInEx/dInP, < 0 for r # k. Suppose that
dInAr/dInPy < 0. Then dInE;/dInP, < 0. But these two effects then imply that the
left-hand side of the trade balance condition (120) is increasing in P, while the right-hand
side is decreasing in Py, a contradiction. Thus, it has to be the case that dIn Ay /d In P, > 0.

At the same time, the effect of an increase in Py on Ej is ambiguous.

Effects on Welfare. Without the policy instruments, the SOE’s price index (24) in sector

k becomes )

& 7]
Pe = & (BrwL) {Aikw_gksz + P Ck] .

Using expression (113) for Ay, this can be written as
Py = G- (Bel)! S/ wA L A,
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and so the real wage is given by
W . w _ K L“k,Bk/gkA_ﬁk/Sk

k=1

where

k
B
AP

K _ —(1-%)p
sznél:ﬁkﬁikﬁk/% (%) ( k)

k=1
is a composite parameter. Letting W denote welfare in the counterfactual corresponding
to autarky and letting GT = W/W* denote the gains from trade, we then have

K B/ ek
Ly ) ¢ —Bi/e
GT=]] (=% A Prlex,
H (ﬁkL k

where we used the fact that in autarky SOE allocates ;L units of labor to industry k.

Therefore,
dInGT iakﬁk dinLy & B dlnig
dIn D, _k:1 &g dInD, /= e dInD,’
dInGT iakﬁk dinLy & B dlni

H Optimal Policy in the SOE

H.1 Single Sector

The SOE wage is given by the solution to (11), which can be written as

X(w) = (1—-A(w)) wL, (121)

with X (w) = DA*L*w~F and

B AfL*w =P
M) = N T
ASLfw™P + Y0 Pi

Logarithmically differentiating (121), and denoting ¥ = dIn x, we obtain

— b = [—%} A+ . (122)
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Logarithmically differentiating the definition of A(w), we obtain

At (123)

=

K:—pu—AMH4§+n_

1

I
—_

where 1)
A = ti pi b
AcLrw e 4 YN F P

-

is the SOE’s import expenditure share from i evaluated at pre-tariff import prices. Substi-
tuting (123) into (122), and solving for @, we get

I+1 A
A 1—A

1

N e
@ = AL, (124)
=1

where A =1+ p (1+ A) > 1. This implies (13) in the main text.

Next, expression (12) for the gains from trade is

_\—(/¢
GT = A 1/e (A+z£i12»,-/ti) ,

where
im0
I °p.
A (w) = L
AtLfw=P + 3 00t 7y
ASLOC —p
A (w) -

ALt o

are the expenditure shares (at domestic prices) devoted by the SOE to imports from coun-
try i and to itself. Logarithmically differentiating these expressions, we obtain

ST = 1A (AL YN (A _T) A,
and

o~ o N -

A= — (Cfi — ApW — Z)\lCtl) , (126)
=1

- N o

k:—@@—mﬁ—ZmaO. (127)
=1
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Substituting (126) and (127) into (125), and after doing some algebra, we get

C+1D) Y (hi—A)E (128)

GT=Lp-A+g@a-n)a-
€ i=1

mm\;

Combining (124) and (128), we obtain (14) in the main text.

Let us now turn to the proof of Proposition 3 in the main text. The first-order condition

for welfare maximization with respect to t; is given by

d0InGT _p (+1 A ¢ B
alnt € [1 A+ g (A /\)] A HAZ E (g + 1) ()‘z Az) =0. (129)
Given the definitions
A= 1\/[\ — and A; = A;'\]/ti —,
A+ Y M/t A+Yo A/t

wehave A + YN 1 A;/f = A/A and

A Al
(/\-FZAZ/ILZ) ti—1] =A; (Kti—l).
I=1

Substituting the above expression for A; — A; into (129), and cancelling out A;, we get

/\i—Ai:A,‘

,0 (+1 A ¢ A
1—-A A=A 2 1)(—ti—1) =0.
Since f; is the only term in the above expression that depends on i, this implies that f; is
the same across i, and sowe canuse t; =t foralli =1,..., N.
Getting back to (129), after we sum itacrossi = 1,..., N, and use 21 1Ai=1—Aand

YN A =1-A, we get
p C[1-A+C(A-A) ﬂ —§(§+1) (A—7) =0.
Using A =1+ p (1 + A), and after doing some algebra, this can further be simplified to

(1-A)pA—(1+p)T(A—A)=0.
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Finally, substituting
A A

TATYN A A+ (—A) /R

into the above, and after doing some algebra, we get

I 1-_ P
-l (1+p)l—p

H.2 Multiple Sectors

To simplify the algebra, we assume that the SOE imposes uniform tariffs on imports from
all sources, lek =t for all i, and levies the same export tax on goods destined for all
markets, E;C,k =  for all j. Consequently, the consumer price index for imports in industry

N
k becomes <t21> ’ Py %, and the export demand in industry k collapses into the term

—\ —(Gkt1) _
<§k/t;> ¢ w kL * A Dy, where P, G —yN P, k *and Dy = Z].Iil D
We can write the SOE tax revenue as

K
T=Y (T +T+TH), (130)
k=1
where
B —1
" = kt (1—Ag) Bx (WL +T),
k
=X Sk ~ ap g€
T = (1-%) (;) w G ASD,,
ty

Then the SOE’s goods market clearing condition in sector k,
Sk ~a _gk Nk A€k
ka —ﬁk (ZUL + T) + tk Lk Ak Dk,
can be written in terms of T}", T]', and TkL as
Sk Ak [

[
Th = kK _pmy Tk
-1k 1A o1k T1oE

T (131)

Using (130), (131), and the SOE’s labor market-clearing condition L = ) ;L to rewrite the

72



SOE’s household budget constraint X = wL + T, the SOE system is summarized as

W = X/ (LP),
X=wL+T=Y/Z,
-t 1 1 5 B
Y = (YX+YL),YXE’<_ ko2 pxyl=_ . 5 7L7_y Pk
L) =T g e S g g e =

_ &k _ék Kp -X gk _gk L _ /=
T} = A%w GL%Dy (1—tk> ) TE = (5 — 1) wiy,

ti
P =TT (P/Br),

K
—m ~Ck —Ve
Py = & - (BeX)' o/ (gk_gkAlikwgksz + [tﬂ Pk_ék) /

——Ck A€k —CrT X
s, FAfw gkLk"

M = —Ck !
R A I

L=) L.
k

Simply applying the local hat algebra X = d1nx to the SOE system, the logarithmic
change in the SOE’s welfare is given by

~  JdInW _ olnW- dIn Wom 0ln W=x dlnW-
Ut TerriCh BETry sl BE v L B vy L Dy el
olnW Y uBuln/€n L Br

IR _ y | &hPhERLER ([ yxp oy L) PRy |

dnw & XZh,Bh/tZZ< k Ck k) e KCk

dInW _ YBnln/en
IlnLy — XyBn/ty

olnW /€ [
o= Dbl (e vy xBe) B g,
dln ty XZhﬁh/th ty €k

—F t
AW _ YuBila/en (C B )

(Y,f(xk + YkL> + f—:/\kock,

olnfy  Xuubu/fy F\7 R
olnW _ YBnln/en
olnse — XY, Bu/t)

Br

€k

(_Yszk + YkL> — —AiCk-

This implies that the optimal policy should satisfy the following first-order conditions
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_dnWolnw ZE)anBlnLh_i_alnw

dlnw 9Int'  5*0InL,oInt’  olnf’
_0lnWolnw +Zaan81nLh n olnW
- dlnw JInfy 4¢0InL, dlnf  9lnk’
_ dnWolnw +Zaan81nLh n dln W
- dlnwdln5,  440InL, dln5,  9Ing;’

(132)

(133)

(134)

Note that w and L; are endogenously determined from the goods and labor market-

clearing conditions.
We guess and verify that the optimal policy entails

- /€ t
b =te/le = L/ e =%
XYBn/ 1

and

e - & olnW

-k 5 B_7 = — =0.
G o T4 dlnt,

Then, at the proposed optimal policy, we can easily verify that alnfv glfr‘lg: = %llrr‘lzuv

and

dln WA o+ Ck_ Lk’\
ZalnL __Z Ex

If 5p = Sex/ (ax + Ck), then the above expression becomes

BanA

wlLs
ZalnL :_Z

L,=0,

=0,

where the last equality follows from the labor market-clearing condition L = ) ; Li. This
establishes that (132), (133), and (134) are satisfied at the proposed optimal policy.
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I Optimal Policy through Micro-to-Macro Representation

I.1 An Alternative System of Equilibrium Conditions in the Multi-Sector

Case

For the SOE described in Section 5.1, the price indices re, Pl.”i, and P].xk are defined in terms
of adjusted price indices 1300 kr 1310 k, and 130] L as Pkd = lim,_g 1300 k P} = limy, 0 1310 k/ f% ko
and P* ik = = lim,_,o POJ W/t t0] « with the expressions for Poo K on r, and P0] k given by (84)-
(86). Thls yields

P A P | o B
pl=op - [Qf]% s L T, (135)
m = [Qn]% 'S, (136)
%k_l x ’%k ’g*k
B = | Q)™ (3u/Bk) AL Hwpl (137)

£k
where S = 5, g" - Pi is a foreign supply shifter exogenous to the SOE. Quantities Qk, ik

and ka are defined as Qk = lim,_,o Qoo K Q] k= = lim,_,o on o, and Q = = lim,,_9 on .
with the expressions for Qoo,k, on,k/ and QO],k given by (81)-(83).
The SOE’s price index in sector k can be written as

S T (14Ck) / €x
P = ([Pd] T 4y kPl “*@k)“k) : (138)

i=1

and the aggregate price index is given by P = [TX_, (P/ ,Bk)ﬁ k
The SOE’s version of expression (89) for Zo,k is

£k k\ THep/Cy
Li (5%4 g [Qk}g’%ZA el "]“) , (139)

j=1

which is simply another way to represent the goods market clearing condition,

siwLy = PAQT + Z t]k Qe
]_
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The net tax revenue of the SOE is given by

K (N, .
T=Y {2 (ti/k - 1) QU+ (1 - tj,k) P5Q% — (1-5) ka} . (140)
k=1 i=1

The SOE’s expenditure share on goods produced in sector k of country i is given by

1
[ET,(P.";(] () e
7 1,
Aig = , (141)

1 -1
[Pd) () e - N [f?kPl{';(] 1= (14 /e

while the SOE’s expenditure share on domestically produced goods in industry k is given
by Ay = 1 —Y_; Aj . The supply-equals-demand conditions that determine quantities Qg,
Q?fk, and Q}"k are

PIQY = Ak (WL +T), (142)
P Qi = BrAix (wL+T), (143)
,”fkgsk .
Gtk
=[x " D (144)

where the last condition is the limit as n — 0 of (92), with E;k = lim,,_,9 (D]’.fk / fg}lk> and
D]?ik given by (91). E;k is a foreign demand shifter exogenous to the SOE.

An SOE equilibrium is given by prices P¢, IJJ?fk, and P/}, quantities Qf, ;‘ r and QY
labor allocations L, and wage w such that: prices satisfy (135)-(137); labor allocations
satisfy (139); quantities satisfy (142)-(144); and the labor market clears, Zszl L, = L.

1.2 Welfare Maximization by the Social Planner

Here we use the conditions introduced in Appendix I.1. Welfare is given by

wol_wtI/L+T/L
P P ’

where [ is the income per capita,

k=1

N
M=), {PﬁQZ + Z% ErPiQix — §kWLk} (145)
]:
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are aggregate profits, T are net tax revenues given by (140), Ly is given by (139), and

P=TIK,(P/ ,Bk)ﬁ ¥ is the aggregate price index, with the price index in sector k given by

(138). The social planner chooses policy instruments 3y, ]}, and f;." - as well as quantities

Q,‘f, i and Q}‘/ ; 80 as to maximize welfare. This is done by taking the SOE’s demand for

domestic and foreign goods as given by (142) and (143), the foreign demand for the SOE’s

goods as given by (144), and the supply of foreign goods to the SOE as given by (136).
Log differentiation of welfare yields

K
dinw = @+ dH/IL AT/L ¥~ g dInp.. (146)
k=1

Expression (138) for P, implies

N
dIn P = AdIn P + Y AjpdIn (E5PR), (147)
i=1
where A; is given by (141) and Ay = 1 — Zfil Aj k- Substituting expressions (145), (140),
and (147) for I1, T, and d In P into (146), and multiplying both sides on IL, we get

K K N K
IL-dinW = Ldw+ Y d {PlQf} + Y Y d {E PR - Y d {siwLi}
k=1 k=1j=1 k=1

K N K N

+ Y Ya{E-nement+ Y ya{(1-7,) Pran
k=1i=1 k=1j=1
K
=) d{(1-5)wL}
k=1
K K N
— Y BAkILdInP{ — Y Y Bk ILd In (FPY) -
k=1 k=1i=1

Using
4{PiQf} = PlaQ] + PiQfdn P,
(B} +d {(1=F) PRQI} = P + Piufudin P

K K K
Ldw — Z d {S_kZULk} - Z d {(1 - §k) ZULk} = —w Z dLy,
k=1 k=1 k=1
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we get

k k

IL-dInW = ZP,?ko+ZPngd1nPk+ZZP dek-l—ZZP ¢ QfdIn P
=1 =1 k=1j=1

K K N
—w) b+ ), ) d{(H 1) PRQik)
k=1 k=1i=1

K K N
— Y BAkILdIn P — Y Y BAiILd In (FIPIL) .

k=1 k=1i=1

Also, P{Qf = BxAxIL and E/\ P Q" = BrAxIL, and thus

PIQdIn P — BMILdIn P =0,
d{(Fk = 1) PRQIk} — BrdixlLdIn (FPiR) = (B — 1) PRdQf — PiiQfjd In P,

which gives

K K N K N
IL-dInW = Z PeaQ] + Z ZP]?fde}‘,k +) ) PiQidIn P

k=1j=1
K N
_w Z dLy + 2 Z PdQY k21 2133;((2;{1,{01 In Pf%.
=11=

Given the expression (144) for foreign demand for the SOE’s goods, we have

ln Px
where €7 k= 1?2‘@ k. Similarly, given the expression (136) for foreign supply of goods to
the SOE, we have
. " APl
ixdIn Py = zkdl Qm szk_e ikd Qi

where €/} = g — 1. The above two expressions then give

IL-dInW = ZP,?koJr
k=1

—ZUZde

ngle
1=

-,
I
—_

X X X
— ely) P Qy

MN
Mz

(Fx — 1 —€fy) PldQll.

=
Il
—_
~.
I
Uy

N
o



Finally, expression (139) implies that Ly = L (Qg, Q’f’k, cee, Qﬁr,k) , and thus we have

oLy 8Lk
—d
L= Q! Q"+¥
Therefore,
K oL K N oL
IL-dInW = Pl _wk ) g 1—¢% ) PY — kg
o £ (- nigyJact+ £ |0 5wt o
K N
+Y Y (B —1—ef}) PidQ
k=1i=1

I.3 Derivation of (26)

We consider three different types of variations that determine optimal subsidies, export
taxes, and import tariffs.

First, consider a variation in Q,‘f while adjusting Q¢ to maintain Y Ly = L. This entails

aLk aLl
dQ —dQ4 =0,
aQ¢ ~F Tagd Tt
hence dIn W = 0 implies
Pl 9Ly /aQf
Pd oL /an '

Using

V2]

oLy \
<ot (v5gs)
1

P? = 5wdl; /9Q4.

we then have

Using (27) we then get 5 = (%) 5.
Next, consider a variation in Q;‘/k while adjusting Qdk to maintain Y, Ly = L, and Q;’fl

to maintain trade balance } Y P]?ka ik =Y,y Pfi i~ This entails

oLy ko oLy

oQ4 BQ’“ Qi
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and
(1 — e}ik) kAQ e + (—1—€fy) P14dQY =0

Combining these equations with dIn W = 0 yields

oLy /9Q~
kdk—];ik — {(1 _ e%fk> Py,
aLk/an Ir Jr

where f = . This can be rewritten as

1—|—e

F(1—efy) Pl = 5wdLe/9Q%,

as in the text.
Finally, consider a variation in Q7 while adjusting Qf"; to maintain trade balance.

This entails
e (=1 —e€) dQi + Py (=1 —e€f4) dQfy = 0.

Combined with d In W we then have

Pln,ilfiqulanifl +P ktzdezk -
From these equations, we then get

I.4 Macro Pricing Formula

oL oL
From (25), =—=% and s~& are calculated as
Crtog ga{a -1 d %k_l
N e o A e AR S
Q¢ Crtap \ K O \ Ak Ay
Xk € £k
& 4 ETAd] et
= L Or/ Ay) “k
§k+lxk k ( k/ k) |:Qk:|
and
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NS S &
OLi _ e (M) F e (TGO 0T
Q7 Gk T k Ck Ak Ag

€k €

& Li% x5 /A & | x i_l
T oty ko DR " '

Combining these with (135) and (137), and noting that p;‘k = (5]‘?’;(/ Sk bk — (5]?1;(/ Tk [T]xk] Sk/gk,

07,k
we obtain (27).
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