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Abstract
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1 Introduction

A fundamental challenge in the research on trade policy is to understand the purpose of trade agreements. In
particular, as a prerequisite for the optimal design of trade agreements, one needs to characterize the interna-
tional externalities that can be solved by coordinating countries’ decisions (Bagwell and Staiger, |2016)). In the
context of perfectly competitive neoclassical trade models, a large literature has shown that trade agreements
solve a terms-of-trade externality. Uncoordinated individual-country policy makers try use trade taxes, such
as tariffs, to manipulate international prices in their favor. This leads to a Prisoners’ Dilemma and countries
end up with inefficiently high trade taxes in equilibrium (Bagwell and Staiger| (1999, 2016). Surprisingly, it
is still not well understood if these results on the purpose of trade agreements also apply to the workhorse
model of modern international trade theory — the monopolistic competition model with CES preferences and

heterogeneous firms (Melitz, [2003)).

Moreover, with the fall of tariff barriers during the last decades, the focus of recent trade negotiations —
both at the multilateraﬂ and at the regional leveEI — has shifted away from trade tax reductions towards
coordination of domestic policies (e.g. sector-specific policies, product market regulation, labor standards,...).
The |[Melitz| (2003]) model provides a natural framework for studying the role of these policies in the context of
trade agreements, since distortions induced by imperfect competition may lead to inefficiencies in the market
allocation, thus calling for domestic regulation (e.g., sector-specific subsidies). We investigate if domestic policies
induce additional motives for signing trade agreements beyond the classical terms-of-trade externality (Bagwell
and Staiger} |2016]). Importantly, we also investigate the distortions that arise from limiting trade agreements to
the coordination of trade taxes and study if clauses requiring coordination of domestic policies or proscribing

their use should be incorporated into trade agreements.

Our first main result is that in trade models with CES preferences and monopolistic competition welfare incen-
tives for trade and domestic policies can be decomposed into (i) consumption-efficiency wedges, (ii) production-
efficiency wedges and (iii) terms-of-trade effects. This then leads to our second main result: neither the presence
of firm heterogeneity nor the availability of domestic policies affects the standard wisdom from perfectly compet-
itive models that the only motive for signing trade agreements is the terms-of-trade externality. When countries
can set both domestic and trade policies strategically, domestic policies are set efficiently, while trade taxes are
used to manipulate the terms of trade. Our third main result is that when trade agreements only limit countries’
ability to use trade taxes strategically but do not require coordination of domestic policies, individual-country
policy makers set domestic policies inefficiently because they face a trade-off between correcting domestic pro-
duction inefficiencies and manipulating their terms of trade. In order to achieve these conclusions, we proceed

as follows.

1The Doha round of multilateral WTO negotiations deals with issues such as environmental regulation and intellectual property
rights and initially also included competition policy and government procurement.

2E.g., the European Union’s strategy is to sign ”deep” bilateral trade agreements that cover a host of areas in addition to
classical tariff reduction, such as domestic regulation, foreign direct investment and intellectual property rights. Recent examples
are the trade agreements with Canada, Korea and Japan.



Our theoretical setup features two countries, CES preferences and either a single or multiple sectors. Firms
operate under monopolistic competition and are potentially heterogeneous in terms of productivity. In the ver-
sion with heterogeneous firms we allow firm-specific productivity levels to be drawn from arbitrary productivity
distributions. Policy makers in each country can set both sector-specific trade policies (import and export taxes)
and domestic policies (labor taxes). We use the insight of |Arkolakis, Costinot and Rodriguez-Clare (2012) that
monopolistic competition models with CES preferences have a common macro representation in terms of sec-
toral aggregate bundles. This representation also makes clear that in this class of models the welfare-relevant
terms of trade are defined in terms of aggregate price indices of importables and exportables. As a consequence,
policy instruments can affect the terms of trade both by changing the international prices of individual varieties

(intensive margin) and by impacting on the measure of firms active in foreign markets (extensive margin).

We first solve for the allocation chosen by a social planner whose objective is to maximize world welfare in order
to identify the welfare wedges present in the market allocation. Following the approach of |(Costinot, Rodriguez-
Clare and Werning (2016)), we separate the planner problem into different stages: a micro stage; a macro stage
within sectors; and a cross-sector macro stage. At the micro stage, the planner chooses how much to produce of
each differentiated variety given the sectoral aggregates. We show that given CES preferences, the solution to
the micro problem always corresponds to the market allocation, i.e., relative firm size is always optimal. In the
within-sector macro stage, the planner chooses for each sector how much to produce of the aggregate bundle that
is domestically produced and consumed and how much to produce of the aggregate exportable bundle. Here,
a consumption-efficiency wedge arises between the planner and the market allocation whenever trade policy
instruments are usedEI Finally, the cross-sector macro stage is present only in the multi-sector version of the
model. At this stage, the planner determines the optimal allocation across macro sectors. The cross-sectoral
allocation corresponds to the market allocation if and only if trade taxes are not used and monopolistic markups
are offset with labor subsidies, otherwise too little labor is allocated to the monopolistically competitive sector

and a production-efficiency wedge is present.

We then turn to the problem of a benevolent policy maker who is concerned with maximizing world welfare and
can set labor and trade taxes. By using the total-differential approach to optimization, we are able to derive an
exact welfare decomposition in terms of macro aggregates that decomposes general-equilibrium welfare effects
of trade and domestic policies and simultaneously identifies the optimality conditions of the world policy maker.
Welfare effects can be decomposed into three terms: (i) a consumption-efficiency wedge, (ii) a production-
efficiency wedge and (iii) terms-of-trade effects. This decomposition is useful for the following reasons: The
efficiency terms in the welfare decomposition correspond exactly to the wedges between the planner and the
market allocation mentioned above. As a result, solving the problem of the world policy maker is equivalent
to setting both consumption and production-efficiency wedges in the welfare decomposition equal to zero.
Moreover, in the symmetric equilibrium terms-of-trade motives of individual countries offset each other at the

world level: an improvement in the terms of trade of one country necessarily implies an equivalent terms-of-trade

3Dhingra and Morrow] (2019) establish efficiency of the market allocation in a closed-economy one-sector version of Melitz under
CES preferences.



worsening of the other. Thus, terms-of-trade effects are a pure beggar-thy-neighbor incentive and hence the
world policy maker disregards them. We show that in the one-sector version of the model production efficiency is
always guaranteed and the world-policy-maker solution corresponds to the (Pareto-optimal) free-trade allocation.
By contrast, in the presence of multiple sectors the world policy maker closes the production-efficiency wedge

and implements the planner allocation using sector-specific labor subsidies.

Next, we study trade and domestic policies from the individual-country perspective. Our welfare decomposition
makes apparent that in the one-sector version of the model unilateral policies are driven unequivocally by
a trade-off between improving domestic terms of trade and creating consumption wedges, while production
efficiency is automatically guaranteed. By contrast, in the multi-sector version of the model, closing the domestic

production-efficiency wedge becomes an additional motive for individual-country policy makers.

As a preparation for the case of strategic interaction, we study how unilateral policy deviations in individual
instruments affect the terms of trade and production efficiency. We show that in the one-sector model, where
labor supply is completely inelastic, a small unilateral import tariff is welfare enhancing from the individual-
country perspective compared to free trade. A tariff improves domestic terms of trade by increasing the relative
wage. In the presence of firm heterogeneity there are two additional effects: an improvement in the terms of
trade stemming from an increase in the variable-profit share from exports and a terms-of-trade worsening due
to tougher selection into exporting. Differently, in the multi-sector model with a linear outside good labor
supply is perfectly elastic and a tariff worsens domestic terms of trade by increasing labor demand for the
differentiated bundles and triggering entry into that sector. This reduces the relative price of exportables via
the extensive margin. In the presence of firm heterogeneity there are again two additional opposing effects:
changes in the variable-profit share from exports and changes in selection into exporting. At the same time,
when starting from the free-trade allocation, a tariff improves production efficiency by increasing the amount
of labor allocated to the differentiated sector. Similarly, a labor or export subsidy also improves production
efficiency, while worsening the terms of trade. Thus, using any individual policy instrument gives rise to a

trade-off between reducing the production-efficiency wedge and worsening the terms of trade.

We also investigate the role of firm heterogeneity in shaping unilateral policies in the multi-sector model. With
homogeneous firms a small tariff is always welfare improving from the individual-country perspective because
the increase in production efficiency always dominates the negative terms-of-trade effect. By contrast, in the
presence of heterogeneous firms and selection into exporting the sign of the welfare effects stemming from
unilateral policy changes — and thus whether a tariff or an import subsidy is unilaterally beneficial — depends on
the average variable profit share from sales in the domestic market. Intuitively, if the bulk of variable profits are
made domestically, increases in domestic production efficiency dominate negative terms-of-trade effects, while
the opposite is the case if the larger part of profits arises from exporting. Thus, these results for unilateral

policy changes suggest that firm heterogeneity can affect trade policy qualitatively.

We then return to the question if domestic policies provide an additional reason for signing trade agreements

beyond terms-of-trade externalities. This would be the case if uncoordinated policy makers set them inefficiently,



thereby imposing externalities on the other country. We thus characterize the Nash equilibrium of the policy
game in the multi-sector model where individual-country policy makers set both trade and domestic policies
simultaneously. We show that the equilibrium policies consist of the first-best level of labor subsidies that
close production-efficiency wedges and inefficient import subsidies and export taxes that aim at improving the
terms of trade. This implies that domestic policies do not create any additional motive for trade agreements
since production inefficiencies are completely internalized by individual-country policy makersﬁ Moreover —in
contrast to unilateral policies — the sign of the Nash-equilibrium trade policies (import subsidies and export

taxes) does not depend on firm heterogeneity.

Finally, we turn to the design of trade agreements in the presence of domestic policies. A globally efficient
outcome requires cooperation on trade and domestic policies. We show that when trade agreements only limit
the strategic use of trade-policy instruments but do not require coordination of domestic policies, individual-
country policy makers use domestic policies both to increase production efficiency and to manipulate the terms
of trade. Specifically, we study the Nash equilibrium of a policy game, where only domestic policies can be
set strategically, while trade policy instruments are not available. In this situation, firm heterogeneity has a
qualitative impact on the Nash policies: the Nash-policy outcome depends on the variable-profit share from
domestic sales. When at least half of the profits of the average active firm are made in the domestic market
or when firms are homogeneous, the production-efficiency effect dominates and the Nash equilibrium features
(inefficiently low) labor subsidies. In this case a trade agreement that prohibits the use of both trade and
domestic policies provides lower welfare than an agreement that eliminates trade taxes but allows countries
to choose domestic policies strategically. By contrast, when more than half of the average firm’s profits arise
from exports, the terms-of-trade effect dominates and the Nash equilibrium features labor taxes. Intuitively,
the smaller the profit share from domestic sales, the more open the economy is and thus the larger the incentive
to exploit international externalities. In this case a trade agreement that prohibits the use of both trade and
domestic policies fares better in welfare terms than one that eliminates trade taxes but allows countries to
set domestic policies strategically. Finally, we show that when variable or fixed physical trade costs fall and
therefore the profit share from exporting rises, welfare gains from integrating cooperation on domestic policies
into trade agreements tend to become proportionally larger. Thus, the case for deep trade agreements that

require coordination of domestic regulation becomes stronger when physical trade barriers are lower.

The rest of the paper is structured as follows. In the next subsection we briefly discuss the related literature.
In Section [2] we describe a standard multi-sector Melitz| (2003) model expressed in terms of macro bundles. In
Section [3| we then set up and solve the problem of a planner who is concerned with maximizing world welfare.
We separate it into a micro, a within-sector macro and a cross-sector macro stage and compare each stage to
the market allocation in order to identify the relevant efficiency wedges. In Section [d] we solve the problem
of a world policy maker who is concerned with maximizing world welfare and disposes of trade and labor

taxes. As an intermediate step of solving this problem, we derive a welfare decomposition that decomposes

4This result is an application of the targeting principle, which is known to hold in perfectly competitive trade models (Ederington)
2001). Here, we show that it carries over to trade models with monopolistic competition and heterogeneous firms.



welfare effects of policy instruments into a consumption-efficiency wedge, a production-efficiency wedge and
terms-of-trade effects. We then show that solving the world-policy-maker problem is equivalent to setting all
wedges individually equal to zero. In Section [5| we turn to the problem of individual-country policy makers,
derive individual-country welfare and discuss welfare effects of unilateral policy deviations. Finally, we consider
strategic trade and domestic policies. We first characterize the Nash equilibrium of the policy game where
individual-country policy makers set both trade and labor taxes simultaneously and strategically. We then turn
to the Nash equilibrium of the policy game when only labor taxes can be set strategically. Section [6] presents

our conclusions.

1.1 Related literature

Several theoretical contributions have studied the incentives for trade policy in single and multiple-sector versions

of the Krugman| (1980]) and Melitz| (2003]) models and have identified numerous mechanisms through which trade

policy affects outcomes in these models.

Specifically, (1987) and Helpman and Krugman| (1989)) examine the one-sector version of the

(1980)) model with homogeneous firms. They identify a terms-of-trade motive for strategic tariffs, which increase

domestic factor prices. By contrast, studies investigating trade policy in the two-sector version of
(1980) — which features a linear outside sector that pins down factor prices — typically find that strategic

tariffs are due to a home market/production-relocation motive (Venables, [1987; |[Helpman and Krugman, 1989;

2011)). More recently, (Campolmi, Fadinger and Forlati (2012) allow for the simultaneous choice of labor,

import and export taxes in this model. They show that the tariff result found by previous studies is due to
a missing instrument problem. Once policy makers dispose of enough instruments the strategic equilibrium is

characterized by the first-best level of labor subsidies, import subsidies and export taxes that aim at improving

domestic terms of trade (Campolmi, Fadinger and Forlatil [2014).

A small number of studies analyze trade policy in the (2003)) model with a single sector.

land Rodriguez-Clare| (2009) and Haaland and Venables| (2016) investigate optimal wunilateral trade policy in

a small-open-economy version of (2003)) with Pareto-distributed productivity. While

[Rodriguez-Clare] (2009) identify a distortion in the relative price of imported varieties (markup distortion) and

a distortion on the number of imported varieties (entry distortion) as motives for unilateral policy,

[and Venables| (2016) single out terms-of-trade effects as the only motive for individual-country trade policy.

Similarly, [Felbermayr, Jung and Larch! (2013)), who consider strategic import taxes in a two-country version of

this model, identify the same motives for tariffs as Demidova and Rodriguez-Clare| (2009). Haaland and Venables|
(2016) also study unilateral policy in the two-sector small-open-economy variant of (2003) with Pareto-

distributed productivities and identify terms-of-trade externalities and monopolistic distortions as drivers of

unilateral policy. Finally, Bagwell and Lee| (2018) investigate the simultaneous choice of import and export

taxes in a two-country version of this model with Pareto-distributed productivities and quasi-linear utility and



argue that small trade subsidies can be welfare improving. However, they do not allow for domestic policies.

Our contribution is to show that the welfare incentives for trade policy in the previous models can be understood
using a common welfare decomposition in terms of macro aggregates. This approach makes clear that the terms-

of-trade motive is the only externality that needs be addressed by trade agreements in this class of models.

Also closely related is |Costinot et al.| (2016), who consider unilateral trade policy in a generalized two-country
version of [Melitz| (2003). Similarly to our approach, they consider the macro representation of the model and
define the terms of trade in terms of aggregate bundles of importables and exportables. They investigate
unilaterally optimal firm-specific and non-discriminatory policies and establish terms-of-trade effects as the
motive for trade policy. Their main interest is to investigate how firm heterogeneity shapes trade policy. They
show that, conditional on the elasticity of substitution and the share of expenditure on local goods abroad,
firm heterogeneity reduces the optimal tariff if and only if it leads to non-convexities in the foreign production

possibility frontier.

We consider our analysis as complementary to theirs. In particular, we show that the incentives for using trade
and domestic policies in models with CES preferences and monopolistic competition can be analyzed with a
common welfare decomposition. Their approach of using optimal tax formulas is convenient for evaluating the
quantitative impact of firm heterogeneity but makes it difficult to isolate policy makers’ welfare incentives, in
particular when the set of policy instruments is insufficient to address all distortions separately. Most impor-
tantly, while their analysis is limited to unilaterally optimal policies we consider the case of strategic interaction
and compare Nash equilibrium domestic and trade policies to the outcome of a world policy maker. Finally,
while |Costinot et al.| (2016) find that firm heterogeneity potentially affects unilateral trade taxes both quanti-
tatively and qualitatively compared to homogeneous-firm models, we uncover that the sign of the equilibrium
strategic taxes is unaffected by the presence of firm heterogeneity as long as the set of instruments is sufficiently

large.

This paper is also closely connected to the vast literature on trade policy in perfectly competitive trade models
(Dixit} [1985). We show that many insights from this literature carry over to models with monopolistic competi-
tion and firm heterogeneity. Specifically, the result that trade agreements solve a terms-of-trade externality also
applies in our context (Bagwell and Staiger} [2016). Moreover, also the Bhagwati-Johnson principle of targeting,
which states that optimal policy should use the instrument that operates most effectively on the appropriate

margin, remains valid.

Finally, there is also a close connection with the literature on trade and domestic policies in perfectly competitive
models. |Copeland| (1990) discusses the idea that in the presence of trade agreements that limit the strategic use
of tariffs individual-country policy makers have incentives to use domestic policies to manipulate their terms
of trade. |Bagwell and Staiger| (2001)) study welfare gains from integrating agreements on domestic policies into
trade agreements, arguing that while strategic policy makers would set domestic policies inefficiently in the

absence of the availability of tariffs, under some conditions WTO rules prevent this from happening since they



prohibit changes in domestic policies that undo the effects of previously granted tariff concessions. |[Ederington
(2001) considers the optimal design of self-enforceable joint agreements on trade and domestic policies and
establishes that such agreements should require full coordination of domestic policies but should allow countries

to set positive levels of tariffs, in order to mitigate incentives to deviate from cooperation.

2 The Model

The setup follows [Melitz and Redding| (2015). The world economy consists of two countries i: Home (H) and
Foreign (F). The only factor of production is labor which is supplied inelastically in amount L in each country,
perfectly mobile across firms and sectors and immobile across countries. Each country has either one or two
sectors. The first sector produces a continuum of differentiated goods under monopolistic competition with free
entry. If present, the other sector is perfectly competitive and produces a homogeneous good. Labor markets are
perfectly competitive. All goods are tradable but only the differentiated goods are subject to iceberg transport
costs. Both countries are identical in terms of preferences, production technology, market structure and size. All
variables are indexed such that the first sub-index corresponds to the location of consumption and the second

sub-index to the location of production.

2.1 Technology and Market Structure
2.1.1 Differentiated sector

Firms in the differentiated sector operate under monopolistic competition with free entry. They pay a fixed cost
in terms of labor, fg, to enter the market and to pick a draw of productivity ¢ from a cumulative distribution
G (cp) After observing their productivity draw, they decide whether to pay a fixed cost f in terms of domestic
labor to become active and produce for the domestic market. Active firms then decide whether to pay an
additional market access cost fx (in terms of domestic labor) to export to the other country, or to produce only
for the domestic market. Therefore, labor demand of firm ¢ located in market ¢ for a variety sold in market j

is given by:

Li(p) = qﬁ;“") + fuin dj=HTF (1)

where

f Jj=1
I[x JFi

it =

5 We assume that ¢ has support [0,00) and that G(¢) is continuously differentiable with derivative g(¢).



Here g;;(¢) is the production of a firm with productivity ¢ located in country i for market j. Varieties sold in

the foreign market are subject to an iceberg transport cost 7 > 1. We thus define:

2.1.2 Homogenous sector

In case the homogeneous-good sector is present, labor demand Lz; for the homogenous good Z, which is

produced in both countries ¢ with identical production technology, is given by:
Lzi = Qzi, (2)

where @Qz; is the production of the homogeneous good. Since this good is sold in a perfectly competitive
market without trade costs, its price is identical in both countries and equals the marginal cost of production
W;. We assume that the homogeneous good is always produced in both countries in equilibrium. This implies

equalization of wages W, = W; for ¢ # j (factor price equalization).

We also consider a version of the model without the homogeneous sector. In this case, wages across the two

countries will not necessarily be equalized.

2.2 Preferences

Households’ utility function is given by:
U =alogC;+(1—a)logZ;, i=H,F, (3)

where C; aggregates over the varieties of differentiated goods and « is the expenditure share of the differentiated
bundle in the aggregate consumption basket. When « is set to unity, we go back to a one-sector model (Melitz,
2003). Z; represents consumption of the homogeneous good (Krugman| 1980). The differentiated varieties

produced in the two countries are aggregated with a CES function given byﬂ

=1
e—1
Ci=1|> Cjf , i=HF (4)
JEH,F
o0 . Eil
Cij = Nj/ cij(p) = dG(p) , G,j=HF (5)
Pij

6Notice that we can index consumption of differentiated varieties by firms’ productivity level ¢ since all firms with a given level
el e—1 =
of ¢ behave identically. Note also that our definitions of C;; imply C; = [Ni f:i cii(p) = dG(p) + Nj f:jj Cij (ap)TdG(p)} !

i.e., the model is the standard one considered in the literature. However, it is convenient to define optimal consumption indices.



Here, C;; is the aggregate consumption bundle of country-i consumers of varieties produced in country j, ¢;;(¢)
is consumption by country ¢ consumers of a variety ¢ produced in country j, N; is the measure of varieties
produced by country j. ¢;; is the cutoff-productivity level, such that a country-j firm with this productivity
level makes exactly zero profits when selling to country ¢, while firms with strictly larger productivity levels
make positive profits from selling to this market, so that all country-j firms with ¢ > ¢;; export to country
i. Finally, ¢ > 1 is the elasticity of substitution between domestic and foreign bundles and between different

varieties.

2.3 Government

The government of each country disposes of three fiscal instruments. A labor tax/subsidy (71;) on firms’ fixed
and marginal costs[] a tariff /subsidy on imports (77;) and a tax/subsidy on exports (7x;). Note that 7,
indicates a gross tax for m € {L,I, X}, i.e., Tm; < 1 indicates a subsidy and 7,,,; > 1 indicates a tax. In what
follows, we employ the word tax whenever we refer to a policy instrument without specifying whether 7,,,; is

smaller or larger than one and we use the following notation:

1 i=j
Trij = (6)
THTX ) i

Moreover, we assume that taxes are paid directly by the ﬁrmsﬁ and that all government revenues are redistributed

to consumers through a lump-sum transfer.

2.4 Equilibrium

Since the model is standard, we relegate a more detailed description of the setup and the derivation of the market
equilibrium to Appendix [A] In a market equilibrium, households choose consumption of the differentiated
bundles and — when available —the homogeneous good in order to maximize utility subject to their budget
constraint; firms in the differentiated sector choose quantities in order to maximize profits given their residual
demand schedules and enter the differentiated sector until their expected profits — before productivity realizations
are drawn — are zero; they produce for the domestic and export markets if their productivity draw is weakly
above the market-specific survival-cutoff level at which they make exactly zero profits; if present, firms in the
homogeneous-good sector price at marginal cost; governments run balanced budgets and all markets clear. We
write the equilibrium in terms of sectoral aggregates. This approach follows|Campolmi et al.| (2012) and |Costinot

et al.| (2016)). Specifically, the one-sector model can be represented in terms of three aggregate goods: a good

"We impose that the same labor taxes are levied on both fixed and marginal costs (including also the fixed entry cost fgz). This
assumption is necessary to keep firm size unaffected by taxes, which turns out to be optimal, as we will show in Section

8 In particular, following the previous literature (Venables| (1987), (Ossal (2011)), we assume that tariffs and export taxes are
charged ad valorem on the factory gate price augmented by transport costs. This implies that transport services are taxed.

10



that is domestically produced and consumed; a domestic exportable good and a domestic importable good.
The two-sector model additionally features a homogeneous good. This representation in terms of aggregate
bundles (i) highlights that models with monopolistic competition and CES preferences have a common macro
presentation and (ii) makes the connection to standard neoclassical trade models visible. It will also be useful
for interpreting the wedges between the planner and the market allocations and for our welfare decomposition.
Finally, the macro representation will make clear that the welfare-relevant terms of trade that policy makers
consider in their objective should be defined in terms of ideal price indices of sectoral exportables relative to

importables.
The market equilibrium can be described by the following conditions:
%
_ <, dG(p) |7 .
Pji = / l——| . 4,j=HF (7)
! l ®ji 1= Glpji)

B e—1
fii(1 = G(pji)) (ﬁ)
Z Tri(1 — G(pri) (i’;;

)
(2)-(2) ()

T sz-a—G(soﬁ))(jjj) et Y ful-Glen). i=H.F (10)

6]'1': 5 ZJ—HF (8)

> il L L j=HF, i#] 9)

j=H,F j=H,F
e—1 e _e ..
Cij = . (efij) ==t 7 wij (GijLeg)=, i, =H,F (11)
P = <a ) (efif) 7T migrri T Wiy (04jLcy) =", inj = H,F (12)
L—Lcoi— Z (PirCix) + 7;' PjiCji = 71;'P;;Cij, i=H, j=F (13)
=H,F
Z (L LC’L - 1j g (14)
i=H,F i=H,F j=H,F
(1-a) |
7= PyiCyj i=H,F 15
o > PiCiy i (15)

j=H,F

Condition defines the average productivity of country-i firms active in market j ($;;), given by the harmonic
mean of productivity of those firms that operate in the respective market. Condition defines d;, the variable-
profit share of a country-i firm with average productivity ¢;; arising from sales in market jﬂ Equivalently, d;;
is also the share of total labor used in the differentiated sector in country ¢ that is allocated to production
for market j. Condition @ follows from dividing the zero-profit conditions defining the survival-productivity
cutoffs — which imply zero profits for a country-i firm with the cutoff-productivity level ¢;; from selling in
market j — for firms in their domestic market by the one for foreign firms that export to the domestic market.

Condition is the free-entry condition combined with the zero-profit conditions. In equilibrium, expected

e—1
9t can be shown that f:(1 = G(eji)) ((PJl) are variable profits of a the average country-: firm active in market j.

11



variable profits (left-hand side) have to equal the expected overall fixed cost bill (right-hand side).

Condition can be interpreted as a sectoral aggregate production function Cj; = Qci;(Lcj) in terms of
aggregate labor allocated to the differentiated sector, L¢j, measuring the amount of production of the aggregate
bundle produced in country j for consumption in market . Condition defines the equilibrium consumer

price index F;; of the aggregate differentiated bundle produced in country j and sold in country zH

Importantly, condition defines the trade-balance condition that states that the value of net imports of the
homogeneous good plus the value imports of the differentiated bundle (left-hand side) must equal the value of
exports of the differentiated bundle (right-hand side). Note that imports and exports of differentiated bundles
are evaluated at international prices (before tariffs are applied). The model-consistent definition of the terms of
trade then follows directly from this equation The international price of imports TfilPij defines the inverse
of the terms of trade of the differentiated importable bundle (relative to the homogeneous good), while the
international price of exports TI_ijji defines the terms of trade of the differentiated exportable bundle (relative
to the homogeneous good). In addition, the terms of trade of the differentiated exportable relative to the
importable bundle are given by (TI_ijji) /(17;' P;;), which is the only relevant relative price when a = 1. Given
that terms of trade are defined in terms of sectoral ideal price indices of exportables relative to importables,
they will be affected not only by changes in the prices of individual varieties but also by changes in the measure

of exporters and importers and their average productivity levels. We will discuss this in detail in Section [5.2

Finally, is the the market-clearing condition for the homogeneous goodE and condition defines demand

for the homogeneous good, presented here for future reference.

We normalize the foreign wage, W;, ¢ = F, to unity. Thus, we have a system of 24 equilibrium equations in
25 unknowns, namely d;;, ©ji, V55, Cji, Pij, Lcs, Z; for 4,5 = H, F and W; for i = H. To close the model we
note that if a < 1, so that there exists a homogeneous sector, W; = 1 for ¢ = H, since factor prices must be
equalized in equilibrium; by contrast, if « = 1, so that there is only a single sector, Lg; = L for i = F, since

the domestic labor market must clear.

Observe that when a < 1 the equilibrium can be solved recursively. First, we can use conditions , @[) and
to implicitly determine the four productivity cutoffs ¢;; as well as the average productivity levels in the
domestic and export market for both countries ¢;;, given the values of the policy instruments. Then, we can
determine the variable profit shares of the average firm in each market d;;, since they are a function of the
productivity cutoffs only. Finally, given both ¢;; and §;;, we can recover Cj; and P;; and plug them into the
trade-balance condition and the homogeneous-good-market-clearing condition to solve for the equilibrium levels

of Lcj.

Moreover, note that under some additional assumptions the equilibrium equations also nest the one-sector and

10More precisely, if o < 1, P;; should be interpreted as a relative aggregate price index in terms of the homogeneous good.

M This definition is also consistent with Campolmi et al.| (2012) and |Costinot et al.| (2016)), who also define terms of trade in terms
of aggregate international price indices of exportables and importables.

12 Alternatively if a = 1 it states the domestic labor-market-clearing condition.
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the multi-sector versions of the [Krugman| (1980) model with homogeneous firms and exogenous productivity
level ¢ = 1. A sufficient set of assumptions is that f;; = 0 for i, j = H, F and G(¢p) is degenerate at unity. In
this case, conditions , @D and need to be dropped from the set of equilibrium conditions and
and are replaced by

1>
-1 TReT S — 1 ST e Tt (W) ]
I3 £ -1 |: Tij' g Li'Lj "5 '"Tji'Tij \ W, L.
Cij = (5—]_) Lé«jl (EfE)E_l e 1-= R 1 : y L] = H,F (16)
[TTijTij =TT }
€ 1 =
Py = (€ — 1) (efp)==* (rijTrijT))Wile;' s i,j=H,F. (17)

The remaining equilibrium conditions — remain valid.

3 The Planner Allocation

In this section we solve the problem of the world social planner who maximizes total world welfard™] given the
constraints imposed by the production technology in each sector and the aggregate labor resources available to
each country. The solution to this problem provides a benchmark against which one can compare the market
allocation, and the allocations implied by the world policy maker’s and individual countries’ policies. Moreover,
and more importantly, it identifies the wedges between the market and the Pareto-efficient allocation which —

as explained in Section 4] — will exactly correspond to the efficiency wedges in our welfare decomposition.

We solve the planner problem in three stagesﬂ using the total-differential approach. First, we determine the
consumption and labor allocated to each variety of the differentiated good consumed and produced in each
location. Next, we solve for the optimal domestic and export productivity-cutoffs, the optimal allocation across
varieties within sectors, and the measure of differentiated varieties given the allocation across sectors. Finally, in
the third stage we find the optimal allocation of consumption and labor across aggregate sectors. There are two
main advantages in following this three-stage approach: (i) it highlights the various trade-offs that the planner
faces at the micro and the macro level; (ii) it allows comparing the planner and the market allocation in a

transparent way by pointing to the specific wedges arising in the market allocation at each level of aggregation.

3.1 First stage: optimal production of individual varieties

At the first stage the planner chooses ¢;; (), l;;(¢) and ¢;; for i, j = H, F by solving the following problemﬁ

13World welfare is defined as the unweighted sum of of individual countries’ welfare. In this way we single out the symmetric
Pareto-efficient allocation.

14 Qur approach is similar to the one of |Costinot et al|(2016)) for the unilateral optimal-policy problem.

15The results of this Section are derived in Appendixﬁ
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Max u;; (18)

Leij = Nj lij(p)dG(p), i,j=H,F,
Pij

£ _
=

where u;; = Cyj, Ci; = [Nj f:i Cij(‘ﬂ)%dG(‘p)} " il () = (lij() — fij) 7>, and Nj and Ley; — defining
the amount of labor allocated in country j to produce differentiated goods consumed by country ¢ — are taken
as given since they are determined at the second stage. The optimality conditions of the problem imply the
equalization of the marginal value product (measured in terms of marginal utility) between any two varieties
o1 and g € [g@ij,oo)m

5%‘]‘ 5'(11';'(501): 5%]‘ 3%‘;’(502)
Ocij(p1) Olij(p1)  Ociz(pz2) Olij(p2)’

i,j=H,F (19)

The solution to this problem also determines the consumption of individual varieties ¢;;(¢), the amount of labor

allocated to the production of each variety /;;(¢) and the optimal sectoral labor aggregator L¢;; and allows us
to obtain the sectoral aggregate production functiorﬂ

~ Bis

Qcij(@ij, Nis Loij) = =2

Tij

{IN;(1 = Gloi)| T Lois — fIN;(1 = Gloi)| 7T}, inj = HF. (20)

In addition, the optimality conditions of the first stage are satisfied in any market allocation and independent
of policy instruments . This implies that the relative production levels of individual varieties are optimal in any

market allocation.

3.2 Second Stage: optimal choice of aggregate bundles within sectors

At the second stage, the planner chooses C;;, L¢ij, N; and @;; for 4,7 = H, F' in order to solve the following
problemﬂ

max ‘ Z Uu; (21)

i=H,F

st. Lgi = Nifp + Z Leji, i=H,F
J=H.F

Cij = Qcij(Pij, Ni, Leij), 4,j=H,F,

16Equivalently, this condition sets the marginal rate of substitution between any two varieties equal to their marginal rate of
transformation.

17"Note that condition is also satisfied in the case of homogeneous firms. In this case equation holds with ¢;; = 1,
(1 —G(pi;)) =1 and fi; = 0.

18 The results of this Section are derived in Appendix
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where u; =log C;, C; is given by () and Q;;($ij, Ni, Lci;) is defined in (20)). The first-order conditions of the

above problem lead to the following conditions:

Ou; 0Qcii  Ouj 0Qcy;

= i, j=H,F, 1 ] 22
9Cs Lo~ 90y 0Ly, 0 I # (22)
=y 9Qcyi/ONi - _ g p (23)
j= HFaQC'jz/aLC]z
0Qcji .
= = Oa 1,] = Ha F 24
D5 (24)

Condition states that the marginal value product of labor of the bundle produced and consumed domesti-
cally (measured in terms of domestic marginal utility) has to equal the marginal value product of labor of the

domestic exportable bundle (measured in terms of foreign marginal utility)lﬂ

Condition captures the trade-off between the extensive and intensive margins of production. Creating an
additional variety (firm) requires fr units of labor in terms of entry cost. This additional variety marginally
increases output of the domestically produced and consumed and the exportable bundles at the extensive margin
but comes at the opportunity cost of reducing the amount of production of existing varieties (intensive margin),

since aggregate labor has to be withdrawn from these production activities.

Condition reveals the trade-off between increasing average productivity and reducing the number of active
firms. From the aggregate production function , an increase in ¢;; on the one hand increases sectoral
production by making the average firm more productive, on the other hand it decreases sectoral production by
reducing the measure of firms that are above the cutoff-productivity level ¢;;. At the margin, these two effects

have to offset each other exactly.

By combining , and , we obtain a sectoral production function for Q¢;; in terms of aggregate labor
LCiZ

e—1

Qcji(Lei) = ( > (efji)=1 T Pji (6jilc)™71, i,j=H,F (25)

This equation corresponds exactly to condition for the market allocation. Thus, consumption of the
aggregate differentiated bundles is efficient in any market allocation conditional on the cutoffs ¢;; and the

amount of aggregate labor allocated to the differentiated sector chﬂ

We now compare the planner’s optimality conditions for the second stage with those of the market allocation.

Even in a symmetric market allocation condition is not satisfied, i.e., there is a wedge between the marginal

9 Equivalently, this condition states that the marginal rate of substitution (in terms of home versus foreign utility) between the
domestically produced and consumed bundle and the domestic exportable bundle has to equal the marginal rate of transformation
of these bundles.

20Note that the planner’s optimality conditions are also valid for the case of homogeneous firms with pi; = 1 exogenous, so
that the first-order conditions are given by and only. Equation also holds with f;; = fg, wi; = 1 and §;; =

e ()7
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value product of labor of the domestically produced and consumed bundle and the marginal value product of

labor of the exportable bundle (both evaluated in terms of marginal utility of the consuming country) whenever

T4 # 1t

Ou; OQcii  Ouj 0Qcyji
9Cy; OLcy;  0Cy; OLcys

(TTji)l_Ea l,j = H7 F, { # .7 (26)

Thus, a foreign tariff (77; > 1) or a domestic export tax (7x; > 1) imply that the marginal value product on the
right-hand side must increase relative to the one on the left-hand side, which happens when foreign consumers
reduce imports and home consumers increase consumption of the domestically produced bundle. As a result,
production and consumption is inefficiently tilted towards the domestically produced bundle@ By contrast,

one can show that conditions (23)}**| and are satisfied in any market allocation.

Alternatively, one can also compare the planner solution with the market outcome in terms of allocations. For
the heterogeneous-firm model it turns out that efficiency of the cutoff-productivity levels ¢;; is sufficient for
the market allocation to coincide with the planner solution for the second stage. Simultaneously, a distortion
of the cutoffs implies that all equilibrium outcomes are distorted. Notice that according to conditions (|7)-
distortions of the cutoffs are exclusively due to trade taxes. From @[), in a symmetric equilibrium, the

cutoff-productivity levels in the market are determined by:
=
ji ji

Thus, the cutoff-productivity levels ¢;; and ¢;; are efficient in the free-trade allocation, i.e. gofiT = @fiB, while
there is a distortion induced on ¢;; whenever trade taxes are used (when 77;; = 77;7x; # 1). In particular,
Tr;; > 1 implies that ¢;;/¢;; is too small relative to the efficient level, so that the marginal exporter is too

productive relative to the least productive domestic producer.

3.3 Third stage: allocation across sectors

The third stage is present only in the case of multiple sectors (o < 1). In this stage, the planner chooses Cj;

and Z; for i, = H, F, and the amount of aggregate labor allocated to the differentiated sector L¢; to solve the

210Observe that this wedge is present independently of firm heterogeneity.
22This condition is satisfied in any market allocation as long as the same labor tax is charged on marginal and fixed costs.
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following maximization problem@

max Z U; (27)

i=H,F
s.t. Cl = QCij(LCj); i,j = H,F
Qzi =Qzi(L— Lgi), i=H,F

> Qzi= > Z

i=H,F i=H,F

where U; is given by and , Qzi(L— L¢;) = L — Le; and Qcij(Le;y) is defined in .

The first-order conditions of this problem are given by:

0Z;  0Z;
Z oU; 0Qcji . 0U; 0Qzi
0C}; OLc; 0Z; OL¢y’

i=H,j=F (28)

i1=HF (29)

j=H,F
Condition states that the marginal utility of the homogeneous good has to be equalized across coun-
tries, implying that Z; = Z;, so that there is no trade in the homogeneous good due to symmetry. Since
0Qzi/0Lc; = —0Qzi /0L z;, condition states that the marginal value product of each country’s aggregate
1abor]§| evaluated with the marginal utility of the consuming country, has to be equalized across the three

sectors.

Note that since the aggregate representation of the model does not depend on firm heterogeneity, the planner’s

optimality conditions for the third stage with homogeneous firms are identical to those above.

Condition is satisfied in a symmetric market allocation, while is — in general — violated by the market

allocation unless (i) 7, = <=* and (i) 77;; = 1 for 4,j = H, F. Thus, the cross-sectoral allocation of labor is

inefficient unless labor subsidies equal to the inverse of the monopolistic markup are set by both countries and

trade taxes are not used.

Finally, we compare the planner solution of the third stage with the market allocation

L
LEF=aL<LEP=—22_ i—HF
Ci al < Lg; a+e— 1’ ? ) (30)
NFT — al < NFB — ol i=HF
' 8\ ! ’ Piji a ’
e = |-Gl ()] re=1) = 1= Gl (2) 7
Jj=H,F j=H,F

23We state the third stage of the planner problem as a choice between C;; and Z; (instead of a choice between C; and Z;) because
this enables us to identify the efficiency wedges in the welfare decomposition, as will become clear below. The results of this Section
are derived in Appendix@

24By construction aggregate labor already incorporates the optimal split of labor in the differentiated sector between the domes-
tically produced and consumed and the exportable bundles.

25In the case of homogeneous firms, NiFT = CE“—J% < Nl.FB = (a+05‘7£1)f’
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According to condition , the wedge in the marginal value product of labor between the homogeneous and the
differentiated sectors implies that the market allocates too little labor to the differentiated sector (LET < LEB)
and thus provides too little variety (NJ7 < NF'P). This reflects the fact that the monopolistic markup in the

differentiated sector depresses its relative demand.

3.4 Pareto efficiency and market equilibrium
The following Proposition summarizes all optimality conditions that need to be satisfied in order for the market
allocation to be Pareto optimal.
Proposition 1 Relationship between the planner and the market allocation
The market equilibrium coincides with the planner allocation if and only if:
(a)

Ou; OQcii  Ouj 0Qcyi
30” aLCii N 80]1 8Lcj¢ ’

(b) and (for the multi-sector model only)

o, _ v,

07, _ 07,
Z oU; 0Qcji _ 0U; 0Qz;
j=H

i=Hj=F

= , = H, F
(, 0Cj OLci  9Z;0Le” '

Proof See Appendix[C.5] m

Proposition (1| implies that the solution to the first stage of the planner problem always coincides with the
market allocation, so that the relative production of individual firms is optimal in any market equilibrium. By
contrast, for the market equilibrium to coincide with the solution to the second stage of the planner problem,
trade taxes cannot be operative because this would distort the consumption choice of the importable bundles.
Finally, the solution to the third stage of the planner problem (which is present only in the multi-sector model)
coincides with the market solution only when the amount of labor allocated across the differentiated sector is
efficient. This requires eliminating distortions from monopolistic markups with labor subsidies, as shown in the

next section.

4 The World Policy Maker Problem and the Welfare Decomposition

In the previous section we have derived the symmetric Pareto-efficient allocation chosen by the world planner

and have compared it with the market allocation. In this section, we solve the problem of the world policy maker
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who maximizes the sum of individual-country welfare and has all three policy instruments (labor, import and
export taxes) at his disposal. We show that, by solving the world-policy-maker problem using a total-differential
approach, we can obtain a welfare decomposition that: (i) incorporates all general-equilibrium effects of setting
policy instruments under cooperation; (ii) and consequently allows separating policy makers’ incentives driven

by pure beggar-thy-neighbor motives from efficiency considerations.

The world policy maker sets domestic and foreign policy instruments 7r;, 77; and 7x; in order to solve the

following problem:
max Z U; (31)
{053, vji, Pji, Cjis Wi =H,F
Pij, Lei, TLis Tris TXi by je g p
subject to conditions —.
where U; is defined in 7 and with the additional restrictions that 7, for i = H, F' is as defined in
@), Wi =1fori=H,Fifa<1andthat Wr =1 and L¢; = L for i = H,F if a = 1]

As a first step, solving the world policy maker problem using the total-differential approach involves taking total
differentials of and the equilibrium equations. We then substitute the total differentials of the equilibrium

equations into the objective to obtain the following welfare decomposition:
Proposition 2 Decomposition of world welfare{i]

The total differential of world welfare in can be decomposed as follows:

dU; = (32)
i=H,F
(1 V\PodChs ) lpdOs (LTLiTXi - 1) dLci Cjid(m1' Pj;) — Cijd(15;" Pij)
- TXZ) i i+ (TIz - )T” ] ¥ e—1 J Ij ~J z] Ii ~ ¢ . .
> 7 2 T + 2 7 i
i=H,F v i=H,F v i=H,F v
consumption-efficiency wedge production-efficiency wedge terms-of-trade effect

where I; = W; L + T; is household income.
Proof See Appendix[D.2] m

This decomposition implies that changes in world welfare are given by the sum of the differentials of individual
countries’ welfare and can be written as the sum of three terms: a (i) consumption-efficiency wedge; a (ii)
production-efficiency wedge and (iii) terms-of-trade effects. Note that this decomposition is valid both with

heterogeneous and homogeneous firms.

The following Proposition allows interpreting the terms of the welfare decomposition.

26In the case of homogeneous firms, conditions - need to be dropped and (]ﬁ[)-(]ﬁ[) are replaced by and .
27 A predecessor of this welfare decomposition can be found in chapter 1 of [Helpman and Krugman| (1989).
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Proposition 3 Terms in the welfare decomposition

(i) The consumption-efficiency wedge is present in the one-sector and in the multi-sector model. In the market

equilibrium this term correspond to:

oU;.
(1 —7xi)Py = 5Py — 7x; P, i=H,F j#i (33)
807;]'
oU;
9C;;

i.e., it equals the wedges between the marginal rates of substitution of domestic and importable differenti-
ated bundles and their corresponding international relative prices. Hence, this term measures the welfare
effect of distortions in the relative choice of the domestically produced and consumed versus the imported

differentiated bundle.

(1) The production-efficiency wedge is present only in the multi-sector model (o < 1). This term corresponds

to:

€ 0Qcii 15 OQcyi  0Qz;
—TLiTxi — 1 = Txi Pii—— - Pj;
e hTx i g T e T ot

i=HF j+#i (35)

i.e., it equals the wedge between the marginal value product of labor in the differentiated sector and the
homogeneous-good sector evaluated at international prices. Hence, it measures welfare effects of distortions

due to the mis-allocation of labor across sectors.

(iii) The terms-of-trade terms are present in the one-sector and in the multi-sector model. They measure the
welfare effects due to changes in the terms of trade of both countries and sum to zero in any symmetric

equilibrium, .
Proof See Appendix[D.3] =

The consumption-efficiency wedge consist of the difference between the domestic and the international consumer
price of the domestically consumed and produced bundle, (1 — 7x;)P;;, times the differential in its consumption
plus the difference between the domestic and the international price of the imported bundle, (77; — 1)7‘51Pij,
times the differential in its consumption. Proposition[3]provides an economic interpretation for the consumption-
efficiency wedge in . It represents the wedges between the marginal rates of substitution of the domestically
produced and consumed and the importable differentiated bundles and their corresponding international relative
prices. In order to avoid consumption wedges, the world policy maker should abstain from using trade taxes,
which distort consumption of the domestically produced and consumed versus the importable bundle relative
to their first-best levels. For instance — since consumers always set the marginal rate of substitution of Cj;
and Cj; equal to the bundles’ relative price P /Pij — in the presence of an export tax (7x; > 1) the first
wedge is negative. This implies that consumers allocate too much consumption to the domestically produced

and consumed bundle and too little to the imported one. Similarly, in the presence of a tariff (77; > 1) the
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second wedge is positive, implying that the marginal rate of substitution of the importable and the domestically
produced and consumed bundle is larger than their international price Tl_ilPij. Thus, consumers allocate too

little consumption to the imported bundle and too much to the domestically produced one.

The production-efficiency wedge is present only in the case of multiple sectors (o < 1). It consists of the difference
between the international producer price of individual varieties and the international price of the homogeneous
good times the differential of labor allocated to the differentiated sector. According to Proposition[3] these terms
measure the difference of the marginal value product of labor between the differentiated and the homogeneous
sector. This term determines whether the allocation of labor across sectors is efficient. To guarantee production
efficiency, the world policy maker should set the labor subsidy 77,; or the export subsidy 7x; equal to the inverse

of the firms’ mark up, (¢ — 1)/e.

Finally, the terms-of-trade terms consist of the differentiated exportable bundle times the differential of its
international price minus the differentiated importable bundle times the differential of its international price.
An increase in the price of exportables raises domestic welfare and decreases welfare in the other country, while
an increase in the price of importables has the opposite effects. At the optimum the domestic and foreign terms-
of-trade effects exactly compensate each other, so that the differential of world welfare consists exclusively of

the consumption efficiency and the production efficiency terms.

Observe that the welfare decomposition in holds independently of the number of instruments at the disposal
of the world policy maker. However, as made clear by the next Proposition, if the world policy maker can set
all three policy instruments at a time, setting all the terms in the welfare decomposition in individually
equal to zero is in fact the solution to the policy problem in . It identifies the optimal coordinated policy

that implements the symmetric Pareto-efficient allocation as a market equilibrium.
Proposition 4 Optimal world policies and Pareto efficiency
When labor, import and export tazes are available,

(a) Solving the world-policy-maker problem in by using the total-differential approach requires to set each
of the wedges in equal to zero.

(b) As a result, under the optimal policy:

auU; oU,
. BC;; _ o a0, o _ . L
(i) Txi = 1 &= Fp+P;; = 7xiPy and 171; = 1 &= =Py = 1Py for i = H,F and j # i, i.c.,
BC j 8C

the marginal rates of substitution of domestic and zmportable differentiated bundles are equal to their

corresponding international relative prices.

(ii) if a <1, S57riTxi = 1 <= 7xi Py BLCC” + IJIPN%C%CCJ’ = 6QZ1 fori=H,F and j # 1, i.e., the
marginal value product of labor in the differentiated sector is equal to the marginal value of product in

the homogeneous-good sector evaluated at international prices.

(i) if o =1, 7x; = 71, = Ti = 1, i.e., in the one-sector model the free-trade allocation is optimal and if

a<l,mx; =71 =1and 1; = % for i = H,F i.e., in the presence of multiple sectors the world
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policy maker abstains from using trade taxes and uses the labor subsidy to offset the monopolistic

distortion in the differentiated sector.
(¢) The world policy maker implements the planner allocation given that:

(i) by (b) (i) the second-stage wedge is closed, i.e.:

Ou; OQcii  Ouj OQcji . o
aC’” aLCii 80]1 aLCji’ t ’ J 7é 1

(i) in the presence of multiple sectors by combining (b) (i) and (b) (ii) also the third-stage wedges are

closed, i.e.:

ou, _ou,
0Z;  0Z;’
> oU; 9Qcji _ 0U; 0Qz;

aC;; OLc; 02 0Le; |

i=H,j=F

j=H,F

Proof See Appendix[D.4] =

The interpretation of Proposition [4] is straightforward. In the one-sector model changes in world welfare are
given exclusively by consumption efficiency wedges. Production efficiency is always guaranteed in any market
allocation of the one-sector model: the monopolistic markup does not induce any cross-sectoral distortions in the
allocation of labor because of inelastic labor supply. Note that for the case of heterogeneous firms implementing
consumption efficiency is enough to ensure that all productivity cutoffs ¢;; are optimal, since this corresponds
to closing the gap between the marginal rate of substitution and transformation within the differentiated sector
in the second stage of the planner problem (equation ) This implies that the productivity cutoffs ¢;; are
optimal in the free-trade allocation but are distorted whenever trade taxes are used. Consequently, L¢; and
N; are also efficient. Hence, for the case of the one-sector model the free-trade allocation coincides with the

planner allocation.

By contrast, in the market equilibrium of the multi-sector model, monopolistic markups do cause distortions in
the allocation of labor across sectors: the size of the differentiated sector is too small, whereas the size of the
homogeneous sector is too large. Consequently, the world policy maker can fully restore Pareto efficiency by
providing a labor subsidy to the differentiated sector. Again, implementing consumption efficiency is enough to
ensure that all productivity cutoffs ¢;; are optimal. This implies that the productivity cutoffs ¢;; are optimal
in the free-trade allocation but are distorted whenever trade taxes are used. Finally, it follows that only the

measure of firms that try to enter the differentiated sector, IV;, is too low in the free-trade allocation.

Proposition (] confirms the message from the planner problem: achieving production and consumption efficiency
requires abstaining from the use of trade taxes and, in the case of the multi-sector model, offsetting markups by

subsidizing labor. Most importantly, a key result is contained in points (a) and (c) of Proposition 4t closing the
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wedges in the welfare decomposition one by one is a necessary and sufficient condition for implementing
the Pareto-efficient allocation, which is the allocation chosen by the world policy maker. This makes clear that
the welfare decomposition in internalizes all the equilibrium constraints binding the world policy maker’s
optimal decisions in problem . For this reason, this decomposition incorporates all general equilibrium
effects and all relevant tradeoffs that the world policy maker faces when setting optimal policies. Finally, since
the world policy maker is concerned with implementing an efficient allocation, the terms in the above welfare

decomposition correspond unequivocally to consumption and production efficiency wedges.

5 Policy from the Individual Country Perspective

5.1 Individual Country Policy Maker Problem and the Welfare Decomposition

We now turn to the welfare incentives of policy makers that are concerned with maximizing the welfare of

individual countries and have either all policy instruments (labor and trade taxes) or a subset of them available.

The individual-country policy maker sets domestic policy instruments 7; € {7p;, T1s, Txi} in order to solve the

following problem:

max U; (36)
{053, w53, Pji, Cji, Wi

subject to conditions —.

where T; € {7r;, 71;,7x;} for i = H, F and taking as given {rr;, 7/, 7x;}, with j # i. U; is defined in (3],
and with the additional restrictions that W; =1 for i = H, F if @« < 1 and that Wy =1 and L¢o; = L for
i=H,Fifa=1P

Again, as a first step for solving the individual-country policy maker problem given foreign policy instruments,
we take total differentials of the objective function and the constraints and substitute them into the differential
of the objective in order to obtain the welfare decomposition for individual countries. We will then use this

decomposition to solve for the Nash equilibrium of the policy game in Subsection [5.3

281n the case of homogeneous firms, conditions - need to be dropped and - are replaced by and .
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Proposition 5 Decomposition of individual-country welfare

The total differential of individual-country welfare in can be decomposed as follows:

dU; = (37)
(1 = 7x:) PudCii + (71 — )77, PiydCy N (ﬁme - 1) dLoi N Cjid(ry;' Pji) — Cygd(;' Pyy) "y
1, I, T, v
consumption-efficiency wedge production-efficiency wedge terms-of-trade effect

where I; = W;L + T; is household income.
Proof See Appendix[E1.1] m

Note that this welfare decomposition is valid both with homogeneous and heterogeneous firms and independently
of the number of policy instruments that the domestic policy maker has at her disposal. Individual-country
policy makers care about domestic consumption efficiency and production efficiency. Moreover, they also take
into account the terms-of-trade effects of their policy choice, as these are not zero, even in the symmetric
equilibrium. Comparing the welfare decomposition with the one of the world policy maker allows us to separate

incentives aiming at achieving efficiency from beggar-thy-neighbor motives.

From Proposition [4f (b) (iii) we know that in the one-sector model the free-trade allocation is optimal from the
perspective of the world policy maker. It is implemented by abstaining from the use of taxes, which allows
setting the consumption-efficiency term equal to zero. However, for the individual-country policy maker, this
allocation is not optimal because of the presence of terms-of-trade effects. It thus follows that: first, any
deviation from the free-trade allocation must be due to terms-of-trade effects; second, any such deviation is
a pure beggar-thy-neighbor policy, defined as an increase in domestic welfare that is compensated by an equal
fall in the foreign one, i.e., a zero-sum game, because foreign terms-of-trade effects equal the opposite of their

domestic counterpart@

For the case of the multi-sector model, we know from Proposition [4| (b) (iii) that the world policy maker sets a
labor subsidy in order to implement production efficiency. By contrast, the individual-country policy maker not
only has the objective of achieving domestic production efficiency but also tries to manipulate domestic terms
of trade in her favor. Thus, her incentives to deviate from free trade are due to a combination of production
efficiency and terms-of-trade incentives. Consequently, their policy choices aim both at improving efficiency
and at achieving pure beggar-thy-neighbor effects. Observe that policies aiming at improving efficiency may also

induce externalities on the other country as a side effect.

29Costinot et al.| (2016) also emphasize that in the one-sector heterogeneous-firm model terms-of-trade effects are the only
externality driving the incentives of individual-country policy makers. Differently from us, they define the concept of efficiency
from the individual-country perspective as the allocation that a planner concerned with maximizing individual-country welfare
chooses. However, this allocation generally does not coincide with the allocation that is Pareto efficient and thus does not allow
gaining insights into the purpose of trade agreements.
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The following Corollary summarizes these observations:
Corollary 1 Individual-country incentives

(a) In the one-sector model, any deviations of indiwidual-country policy makers from free trade are due to

terms-of-trade effects.

(b) In the multi-sector model, individual-country policy makers’ deviations from free trade are driven by terms-

of-trade and production-efficiency effects.

(c) Terms-of-trade effects are the only pure beggar-thy-neighbor effects.

5.2 How Policy Instruments affect the Terms of Trade and Production Efficiency

Before studying strategic policies in Section we first analyze how unilateral policy choices affect the terms of
trade and the efficiency wedges and thereby the welfare of individual countries. We are particularly interested in
explaining the different channels through which policy instruments impact on the terms of trade and efficiency.
As mentioned previously, the macro terms of trade can be influenced both through changes in the international
prices of individual exportable and importable varieties and through changes in the measure of exporters and

importers.

Note that, when starting from a symmetric allocation, the impact of a unilateral policy change on the terms of

trade can be written as:

Cisld(rr;' Pi) = d(r;' Py)] = (38)
drr; dTrx; aw;  dW; 1 dLc; dLc;  ddys ddi; dw;; dosi;
-1 Li Xi i j Cj Ci ij ' Pij Pji
1p ... _ _ _ _
T e T ( Wi W >+5—1 Le, Lo Oy 0u | ( Pij P > ’

(4) (i) (i) (iv)

where deviations are defined as dX;/X; = gi; X%dn,;. We discuss the impact of tariffs (i.e., d7; = d7x; = 0)
in more detail and then provide results for the other instruments. Thus, a domestic tariff influences the terms
of trade (i) by changing the relative wage; (ii) by affecting the amount of labor allocated to the differentiated
sector in both countries; (iii) by impacting on the average variable profit share of domestic and foreign firms in
their respective export markets; (iv) by moving the cutoff productivity levels of domestic and foreign exporters.
Here, (i) corresponds to a a change in the price of individual varieties, while (ii)-(iii) correpond to changes in the
measure of exportables and importables. Finally, (iv), the change in the cutoff productivity levels, impacts both
on the average price of individual varieties and the measure of domestic and foreign exporters@ In particular,

an increase in the domestic relative factor price raises the price of exported varieties relative to imported ones

30An alternative decomposition splits the price index of exportables and importables into an extensive margin [N;(1 —

=~ 5jilei\ToT (g N 1 W,
G(pji))]t—¢ = (Jéjfiﬂ&) et (%) and an intensive margin lelpji(goji) = S5 (75TXiTLi) <¢j1>. Thus, d;; and Lc; only
impact on the extensive margin, and W; only impacts on the intensive margin, while ¢;; affects both margins.
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and improves the terms of trade. By contrast, an increase in the amount of labor allocated to the domestic
differentiated sector worsens the terms of trade by reducing the price index of exportables via an increase in
the number of varieties, while an increase in foreign labor allocated to the differentiated sector improves them
by reducing the price index of importables. Domestic terms of trade worsen with an increment in the average
variable-profit share of domestic firms from exports and improve in the foreign share by changing the measure
of firms that export to each market. Finally, an increase in the domestic cutoff-productivity level for exports
worsens the terms of trade both by making the average exportable variety cheaper and by affecting the measure

of exporters, whereas an increase in the foreign productivity cutoff has the opposite effect.

We first discuss the impact of a small unilateral tariff (i.e., dr; = drx; = 0) in the one-sector model (i.e.,
dLcj = dLc; = 0), starting from free trade. In the presence of a single sector, the terms-of-trade effects of a

small tariff are positive and given byP]

dw,  dw; L, [(déy;  déj dp;;  deji
P,.Ci; Lo D I [ A — L YR >0 39
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A tariff raises home’s demand for domestically produced varieties and thus, ceteris paribus, home firms’ profits
and the demand for domestic labor. Since labor supply is completely inelastic in the one-sector model, home’s
relative wage needs to adjust upward in response to a positive change in labor demand ((i)> 0), thereby reducing
equilibrium profits of domestic firms. Moreover, the increase in relative domestic income increases the share of
variable profits of firms from both countries made in home’s domestic market, which improves home’s terms of
trade ((iii)> 0). Finally, the increase in the relative domestic wage leads to tougher selection into exporting at
home and less selection in the other country, which negatively impacts on home’s terms of trade ((iv)< 0). In
the absence of firm heterogeneity the tariff exclusively raises home’s relative wage. Firm heterogeneity leads to
two additional and opposing effects: if heterogeneity mostly affects the variable-profit share from exports, terms
of trade respond more to tariffs compared to the case of homogeneous firms; by contrast, if selection effects are
large firm heterogeneity tends to reduce the response of the terms of trade by reducing the average price of
exported varieties relative to the one of imported varieties. Note also that in the one-sector model production
efficiency is always guaranteed, so the only incentive to deviate from free trade by setting a tariff is the positive

terms-of-trade effect.

Finally, we consider the impact of a unilateral export tax. Differently from a tariff, an export tax increases the
international price of individual varieties directly but reduces the demand for domestic labor and thus home’s
relative wage. In the presence of homogeneous firms, the first effect dominates leading to a terms-of-trade
improvement. By contrast, with heterogeneous firms the direct increase in the international price of individual

varieties is completely offset by a drop in home’s relative wage, while the impact on domestic and foreign

31In Appendix we sign the contribution of each component to the terms-of-trade effect for the one-sector model.
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labor shares and export cutoffs is symmetric, so that these effects compensate each other. Thus, the total

terms-of-trade-effect of an export tax is zero. The following Lemma summarizes these results.
Lemma 1 Unilateral deviations from free trade in the one-sector model

Consider a marginal unilateral increase in each trade policy instrument at a time, starting from the free-trade

equilibrium, i.e., with 7, = 71, = 7x; = 1 for i = H,F. Then:
(a) the production-efficiency wedge is zero for all policy instruments.
(b) the consumption-efficiency wedge is zero for all policy instruments.

(c) the terms-of-trade effect is positive for Tr;, positive for Tx; when firms are homogeneous and zero for Tx;

when firms are heterogeneous.

(d) the total welfare effect is positive for T1;, positive for Tx; when firms are homogeneous and zero for Tx; when

firms are heterogeneous.

Proof See Appendix[E2:3] m

We now turn to the multi-sector model (i.e., dW; = dW,; = 0). In this case the terms-of-trade effect of a small

tariff starting from free trade is negative and given by@

dLc;  dLg dé;;  doi; dp;;  dp;;
PCiy (e —1)7! (CJ - C) He—1)t (ﬂ - J) + (‘p] = %) <0 (40)
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A small tariff increases home’s demand for domestically produced varieties and thus, ceteris paribus, the profits
of home firms and the demand for domestic labor. Since wages are pinned down by the linear outside sector
and workers can freely move across sectors, labor supply is perfectly elastic. Therefore, home labor supplied
to the differentiated sector surges in response to the positive change in labor demand, raising the measure of
domestic firms and reducing their equilibrium profits. At the same time, foreign firms experience a drop in
demand and profits, leading to a reduction in foreign labor employed in the differentiated sector. These effects
impact negatively on home’s terms of trade ((ii)< 0). Moreover, in the presence of heterogeneous firms there are
two additional effects, the sign of which depends on whether firms make the larger fraction of variable profits

in the domestic (d;; > 1/2) or in the export market (0;; < 1/2)@

32In Appendix we sign the contribution of each component to the terms-of-trade effect for the multi-sector model.

33 As made clear by Lemma [4f in Appendix if we impose the standard assumption f;; > fiiTilj_E then at the free-trade
allocation the export cutoff ¢;; for j # ¢ must be larger than the domestic survival cutoff ¢;; and also d;; is always larger than 1/2.
In general, in the presence of trade taxes, at a symmetric allocation exporters might still be more productive than firms serving

only the domestic market even when f;; < fiiTilj*E. In this case ¢j; > @;; as long as f;; > fiiriljfsqus By contrast, when this

ij
condition is not satisfied §;; < 1/2 is possible. In general, at a symmetric allocation exporters are not necessarily more productive
than firms serving only the domestic market even when fj; > fiiTilj*E. When 7r7;; is close to zero (high import or export subsidies)

the export cutoff y;; for j # ¢ might smaller than the domestic survival cutoff ¢;; .
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In the first case, the tariff increases the variable-profit share of home firms and decreases the variable-profit
share of foreign firm made in their respective export markets, which worsens home’s terms of trade ((iii)< 0)
(more home exporters and less foreign exporters). In addition, the tariff leads to less selection into exporting
at home and more selection in the other country, which positively impacts on home’s terms of trade ((iv)> 0).
When §;; < 1/2 the signs of the last two effects switch, but the overall terms-of-trade effect of a small tariff

deviation from free trade remains negative.

Because the tariff increases the amount of labor allocated to the differentiated sector, it induces a positive
production-efficiency effect when starting from free trade and thus creates a trade-off between increasing pro-
duction efficiency and worsening the terms of trade. Which of the two effects dominates in welfare terms depends
again on &;;: when d;; is larger than one half, so that the domestic market is more important in terms of profits,
production-efficiency effects are dominant. Intuitively, when firms sell mostly to the domestic market, welfare
gains from improving the terms of trade are small and policy makers care mostly about domestic production

efficiency.

Analogous results hold for export and labor taxes: they improve domestic terms of trade by shifting labor away
from the differentiated sector, which simultaneously worsens domestic production efficiency. Again, the total

welfare effect depends on the magnitude of d;;. The following Lemma summarizes these findings.
Lemma 2 Unilateral deviations from free trade in the multi-sector model

Consider a marginal unilateral increase in each policy instrument at a time starting from the free-trade equilib-

rium, i.e., with 7; = 77, = 7x; = 1 for i = H, F. Then:

(a) the production-efficiency wedge is positive for Tr; and negative for Tx; and Tr;.
(b) the consumption-efficiency wedge is zero for all policy instruments.

(c) the terms-of-trade effect is negative for Tr; and positive for Tx; and Tr;.

(d) the total welfare effect is positive for Tr; and negative for Tx; and Tr; if and only if 1/2 < §;; < 1 or when

firms are homogeneous.

Proof See Appendix[E2.4] m

To summarize, the direction in which a particular policy instrument moves the terms of trade depends crucially
on the elasticity of labor supply. Moreover, when considering unilateral deviations in the multi-sector model the
qualitative impact of policy instruments on welfare also depends on firm heterogeneity. In particular, whether
unilateral policy makers would like to set a tariff or an import subsidy depends on the variable profit share
from domestic sales (analogous statements hold for the other policy instruments). However, below we show that
optimal strategic policies are qualitatively independent of firm heterogeneity as long as policy makers dispose

of sufficiently many instruments.
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5.3 Strategic Trade and Domestic Policies

After having analyzed individual-country incentives to set taxes in the absence of retaliation, we now turn to
the case of strategic interaction and let individual-country policy makers set policy instruments simultaneously
and non-cooperatively. Since we already know from the welfare decomposition that in the one-sector model
deviations from free trade are exclusively due to terms-of-trade effects, we focus here on the more interesting case
of the multi-sector model, where both production-efficiency and terms-of-trade motives are present. Moreover,
for the moment we allow both domestic policies 7r; and trade policies 77;, Txi, for i = H, F to be used.
Individual-country policy makers solve the problem described in . Similarly to the world policy maker
problem, the welfare decomposition in holds independently of the number of instruments at the disposal
of the individual-country policy maker and corresponds to the policy maker’s objective. After substituting
additional equilibrium conditions, it can be written in terms of three terms that are individually equal to zero

at the optimum. Proposition [] states this more formally and characterizes the symmetric Nash equilibrium.
Proposition 6 Strategic trade and domestic policies
When labor, import and export taxes are available,

(a) It is possible to rewrite as follows:

_ !

du;
U, T

[QciidCii + QcijdCi; + QreidLe;) (41)

where the wedges Qcii, Qo and Qpe; are defined in Appendiz[E.3.1]

(b) Solving the individual-country policy maker problem in by using the total-differential approach requires
setting Qci = Qcij = Qrei = 0.

(c) As a result, any symmetric Nash equilibrium in the multi-sector model with homogeneous or heterogeneous
firms when both countries can simultaneously set all policy instruments entails the first-best level of labor

subsidies, and inefficient import subsidies and export taxes. Formally,
Tg:%l, ™ <1 and 7§ > 1.
Proof See Appendix [E:3.1] m

Our welfare decomposition allow us to interpret the Nash policy outcome stated in Proposition [6} Domestic
policies are set efficiently even under strategic interaction and do not cause any beggar-thy-neighbor effects, while
trade policy instruments are used to try to manipulate the terms of trade. As made clear by the discussion in the
last sub-section, an import subsidy or an export tax both aim at improving the terms of trade. Consequently,
even in the presence of domestic policies terms-of-trade externalities remain the only motive for signing a trade
agreement. Proposition |§| extends the result of |Campolmi et al. (2014) — who find that in the two-sector
model with homogeneous firms strategic trade policy consists of first-best labor subsidies and inefficient import

subsidies and export taxes — to the case of heterogeneous firms.
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The result that labor subsidies are set so as to completely offset monopolistic distortions is an application of
the targeting principle in public economics (Dixit, [1985). It states that an externality or distortion is best
countered with a tax instrument that acts directly on the appropriate margin. If the policy maker disposes
of sufficiently many instruments to deal with each incentive separately, she uses the labor subsidy to address
production efficiency. The trade policy instruments are instead used to exploit the terms-of-trade effect, which
is the only remaining incentive according to our welfare decomposition. Because there are two relative prices
(the one of the differentiated exportable bundle and the one of the differentiated imporable bundle relative to

the homogeneous good) two trade-policy instruments are necessary to target both.

This result implies that firm heterogeneity neither adds further motives for signing a trade agreement beyond
the classical terms-of-trade effect nor changes the qualitative results (import subsidies and export taxes) of the
equilibrium outcome compared to the case with homogeneous firms. This finding is different from the unilateral
case (Lemma , where the welfare effects of unilateral deviations in trade taxes depend on parameter values,
as summarized by the share of variable profits from domestic sales. It also differs from the results of |(Costinot et
al.| (2016)), who find in a slightly more general model that the optimal unilateral policy may not only be affected
quantitatively but also qualitatively by firm heterogeneity.

Our finding that domestic policies do not introduce new motives for trade policy coordination is closely related
to the conclusion of |Bagwell and Staiger| (1999) and |Bagwell and Staiger| (2016)), who uncover that in a large
class of economic models terms-of-trade motives are the only reason for signing a trade agreement. Proposition
|§| extends their result (i) to models with monopolistic competition and heterogeneous firms; and (ii) the presence

of domestic policies.

Finally, we turn to the optimal design of trade agreements from the perspective of monopolistic competition
models. Again, we focus on the multi-sector model, which features a clear motive for domestic policies@
Obviously, implementation of the first-best allocation requires a trade agreement that includes cooperation
on both trade and domestic policies (see Proposition . However, most trade agreements — in particular,
GATT-WTO - do not regulate domestic policies to the extent that they do not imply outright discrimination
of foreign goods@ We therefore consider a situation where domestic policy is set non-cooperatively in the
presence of a trade agreement that prevents countries from choosing trade policy instruments strategically. For
simplicity, we focus on the case of full trade liberalization, as required, e.g. by a regional trade agreement under
Article 24 of GATT-WTO, but one can also think of a multilateral agreement that prevents countries from

using trade instruments strategically, such as GATT- WTOE In the case where only domestic policies can be

34In the one-sector model the free-trade allocation is Pareto optimal and individual-country policy makers’ only incentive is to
manipulate their terms of trade. Thus, the use of any type of policy instruments (both trade and labor taxes) should be restricted
by a trade agreement.

35 GATT Article IIT (1): The contracting parties recognize that internal taxes and other internal charges, and laws, regulations
and requirements affecting the internal sale, offering for sale, purchase, transportation, distribution or use of products, and internal
quantitative regulations requiring the mixture, processing or use of products in specified amounts or proportions, should not be
applied to imported or domestic products so as to afford protection to domestic production. (...) (8 b) The provisions of this Article
shall not prevent the payment of subsidies exclusively to domestic producers, including payments to domestic producers derived
from the proceeds of internal taxes or charges applied consistently with the provisions of this Article and subsidies effected through
governmental purchases of domestic products.

36GATT-WTO features tariff bindings and prohibition of export taxes.
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set strategically, individual-country policy makers face a missing-instrument problem and there is a trade off
between increasing production efficiency (calling for a labor subsidy) and improving the terms of trade (calling
for a labor tax). Thus, it is ex ante unclear which motive dominates in equilibrium and one has to characterize

the Nash-equilibrium policies.
Proposition 7 Strategic domestic policies in the presence of a trade agreement
When only labor taxes are available,

(a) It is possible to rewrite as follows:

Q;
—dLc; (42)

du; = 7,

where the wedge Q; is defined in Appendiz[E-3.3

(b) Solving the individual-country policy maker problem in by using the total-differential approach when

T1i =Txi = 1, i = H, F requires setting ; = 0.

(c) As a result, the symmetric Nash equilibrium of the multi-sector model when trade tazes are not available and
both countries can simultaneously set labor tazes is characterized as follows: it exists, is unique and entails
positive but inefficiently low labor subsidies when the average variable-profit share from sales in the domestic
market, 8;;, is larger or equal than 1/2 or when firms are homogeneous. Otherwise, the Nash equilibrium

generically entails positive labor taxes. Formally:

(i) If 6;; > %, then there exists a unique symmetric Nash equilibrium with % <N <1

(i) If either 0 < §;; < % and € > 3*7"‘ or 22(2173:3) < < % and € < ?’*TO‘, there exist a unique symmetric
Nash equilibrium with 7 > 1;

(i) If 0 < 0y < % and € < 3_70‘ all of the following cases may occur: mon-ezistence of a Nash

equilibrium; existence of a unique Nash equilibrium with Tiv > 1; existence of two Nash equilibria.
Proof See Appendix[E3:2] m

Proposition extends the result of (Campolmi et al.| (2014)) to firm heterogeneity. Thus, if the average variable-
profit share stemming from domestic sales accounts for the larger part of profits, strategic domestic policies
feature positive subsidies. However, these subsidies are inefficiently low, reflecting the trade off between closing
the production-efficiency wedge and improving the terms of trade. Thus — while an efficient agreement requires
coordination of trade and domestic policies — in this case a trade agreement that prohibits the use of both
trade and domestic policies fares worse in welfare terms than one that allows countries to choose domestic
policies strategically. By contrast, when the variable-profit share from domestic sales falls below one half,
strategic domestic policies feature a labor tax, which worsens the allocation compared to the laissez-faire free-

trade allocationﬂ In this case a trade agreement that prohibits the use of trade and domestic policies fares

37Observe that if we impose the assumption that the export cutoff @j; for j # i must be larger than the domestic survival cutoff
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better in welfare terms than a trade agreement that allows countries to choose domestic policies strategically.
Moreover, one can show that d;; is increasing in 7;; and f;; for j # 4. Thus, as physical trade barriers fall, the
variable-profit share from domestic sales falls and may even become smaller than one half. Therefore, with low
physical trade barriers and uncoordinated domestic policies countries are more likely to end up in a situation
that is worse than the laissez-faire free-trade equilibrium. Consequently, the proportional welfare gains from
coordinating domestic policies in the presence of a trade agreement are likely to rise as physical trade barriers
fall. These insights on the welfare effects of trade agreements are summarized by the following Proposition and

the associated Corollary.
Proposition 8 Welfare effects of strategic domestic policies in the presence of a trade agreement

Assume that 17; = 7x; = 1 for i = H, F and let the average variable-profit share from sales in the domestic

market be given by d;;.

(a) When 6;; > % or in the presence of homogeneous firms, the symmetric Nash equilibrium when countries can
only set domestic policies strategically welfare-dominates the laisez-faire free-trade allocation with 1, = 1,

i=HF.

(b) When 6;; < % the symmetric Nash equilibrium when countries can only set domestic policies strategically is

welfare-dominated by the free-trade allocation with 7, =1,i= H, F.
(c) ;i is increasing in 7;; and fi;, j # 4.
Proof See Appendix[E.3.3] m
Corollary 2 The design of trade agreements in the presence of domestic policies
(a) Implementing the first-best allocation requires a joint agreement on trade and domestic policies.

(b) When 6;; > % or in the presence of homogeneous firms, an agreement that forbids the strategic use of trade
policies and allows countries to set domestic policies freely welfare dominates an agreement that forbids

countries to use domestic and trade policies.

(c) When 6; < % an agreement that forbids countries to use domestic and trade policies welfare dominates an

agreement that forbids the strategic use of trade policies and allows countries to set domestic policies freely.

6 Conclusion

Trade models with monopolistic competition and heterogeneous firm (Melitzl [2003) have become the workhorse
for positive analysis in trade theory. Surprisingly, so far relatively little research has been dedicated to the
normative implications of this framework. In particular, the question which international externalities are solved

by trade agreements in multi-sector models with heterogeneous firms and how to design trade agreements from

1
pi; at the symmetric Nash equilibrium, i.e. (z“) = (?1 ) et Tij > 1, then §;; is always strictly greater than 1/2.
kX3 kX%
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their perspective has so far not been addressed by the literature. This is reflected in the review article by
Bagwell and Staiger| (2016[), who limit their discussion of the design of trade agreements to homogeneous-firm

models.

In this paper we have made progress on several fronts. Starting with the observation that trade models with
CES preferences and monopolistic competition have a common macro representation, we have shown that this
class of models also has common welfare incentives for trade and domestic policies. Solving the problem of a
world policy maker, we have derived a welfare decomposition that decomposes world welfare changes induced by
trade and domestic policies into changes in consumption wedges and production wedges. As long as the world
policy maker disposes of a sufficient set of instruments, she closes these wedges one by one and implements
the first-best allocation. In the multi-sector model this requires using labor subsidies to offset monopolistic

markups.

From the individual-country perspective, welfare incentives for trade and domestic policies are additionally
governed by terms-of-trade incentives. This makes clear that terms-of-trade effects are the only pure beggar-

thy-neighbor externality in this class of models.

Then we have discussed how individual policy instruments affect the terms of trade. We have shown that
firm heterogeneity matters here in two respects: first, through selection into exporting, by affecting the cutoff

productivity of exporters; second, via the impact on the variable-profit share arising from sales in each market.

Finally, we have studied strategic trade and domestic policies within the multi-sector heterogeneous-firm model.
We have shown that when all policy instruments can be set strategically, the Nash equilibrium entails the
first-best level of labor subsidies and inefficient import subsidies and export taxes that aim at improving the
terms of trade. This result is qualitatively independent of firm heterogeneity. Thus, even in the presence of firm
heterogeneity and domestic policies terms-of-trade motives remain the only reason for signing a trade agreement.
Moreover, when a trade agreement prevents countries from using trade policy strategically, domestic policies
are set to balance a trade off between improving the terms of trade and increasing production efficiency. Nash-
equilibrium domestic policies — and thus, whether the strategic use of domestic policies should be proscribed by
a trade agreement — depend on the variable profit-share from domestic sales. When this number is larger than
one half, the Nash equilibrium features positive (albeit inefficiently low) labor subsidies. By contrast, when this
number is smaller than one half, the Nash equilibrium is characterized by positive labor taxes. Last but not
least, we have shown that the proportional distortions from uncoordinated domestic policies tend to be larger
when physical trade barriers are lower. Thus, the case for integrating domestic policies into trade agreements

is stronger when physical trade costs are lower.

To conclude we point out some limitations of our work and discuss directions for future research. The main
restriction of the CES framework with monopolistic competition is that markups are constant and independent
of the level of competition. Empirically, markups tend to be higher for more productive firms and pass through

is incomplete (Hottman, Redding and Weinstein, 2016). Relaxing the constant-markup assumption requires
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either to dispense of CES preferences or to introduce oligopolistic firms (Atkeson and Burstein) [2012). See

[Bagwell and Lee| (2015)) for an analysis of strategic trade policy in monopolistic competition models with linear

demand. In the presence of variable markups achieving production efficiency necessitates firm-specific subsidies
and in their absence policy makers operate in a second-best environment. A further potential extension of our

study is to analyze optimal trade and domestic policies in the presence of trade in intermediate inputs and

global production chains. Here, Blanchard, Bown and Johnson| (2017) provide some first insights.
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APPENDIX

A The Model

In this appendix we first we lay out the general model set-up. Then, we explain how to recover the set of
equilibrium conditions (i) in the presence and in the absence of the homogeneous sector and (ii) for the cases of
heterogeneous and homogeneous firms. Finally, we derive the free-trade allocation for the two-sector model.

A.1 Households

Given the Dixit-Stiglitz structure of preferences in , the households’ maximization problem can be solved in
three stages. At the first two stages, households choose how much to consume of each domestically produced
and foreign produced variety, and how to allocate consumption between the domestic and the foreign bundles.
The optimality conditions imply the following demand functions and price indices:

pij(e)] ° Pilc o
cij(p) = {]Jj((p)} Cij, Cij= {P- ] C;, i,j=HF (A-1)
Pi=|> Pyl . Py=|N / pij(so)l‘adG(@] , h,j=HF (A-2)
JEH F Pij

Here P; is the price index of the differentiated bundle in country i, P;; is the country-i price index of the
bundle of differentiated varieties produced in country j, and p;;(¢) is the country-i consumer price of variety ¢
produced by country j.

In the last stage, households choose how to allocate consumption between the homogeneous good and the
differentiated bundle. Thus, they maximize subject to the following budget constraint:

PCi+pziZzi=1;, i=HUF

where I; = W; L+T; is total income and 7T; is a lump sum transfer which depends on the tax scheme adopted by
the country-i government. The solution to the consumer problem implies that the marginal rate of substitution
between the homogeneous good and the differentiated bundle equals their relative price:

« é_ P;
1—-aCi  pz

. i=HF (A-3)

Then following Melitz and Redding| (2015, we can rewrite the demand functions as
cij(p) = pij(p) " Ai,  Cij =P A, Ci=P Ay, i,j=H,F, (A-4)

where A; = Pf_lozli. A; can be interpreted as an index of market (aggregate) demand.

A.2 Firms
A.2.1 Firms’ behavior in the differentiated sector

Given the constant price elasticity of demand, optimal prices charged by country-¢ firms in their domestic
market are a fixed markup over their perceived marginal cost (TLi%), and optimal prices charged to country-j
consumers for varieties produced in country ¢ equal country-i prices augmented by transport costs and trade
taxes

Wi

pji(p) = THTTITL g i,j=H,F (A-5)
The optimal pricing rule implies the following firm revenues:
r5i(9) = 77505 (9)cji(0) = Tripi(0) Ay = ery SrpsT W TS0 T By, i,j = HLF, (A-6)

37



1—¢
where B; = (—1) éAi. Profits are given by:
AN ()
ﬂ-ji((p) = Bj (Z/) lez ETZF]Ez TLiWifji = % - TLiWifjiv Za.] = HaF (A_7)

A.2.2 Zero-profit conditions

Firms choose to produce for the domestic (export) market only when this is profitable. Since profits are
monotonically increasing in ¢, we can determine the equilibrium productivity cutoffs for firms active in the
domestic market and export market, ¢;;, by setting m;;(¢;;) = 0, namely:

rii(@ji .
mji(pji) =0 = @ =7iWifji, 4,j=H,F (A-8)

As in Melitz| (2003), we call these conditions the zero profit (ZCP) conditions. Using (A-7)) we rewrite (A-8) as
follows:

By =75 ' Wiy S i j=H,F (A-9)

J?

A.2.3 Free-entry conditions (FE)

The free entry (FE) conditions require expected profits (before firms know the realization of their productivity)
in each country to be zero in equilibrium:

> / mi()dG(p) = 1iWifg, i=H,F
j=H,F Pji
Substituting optimal profits (A-7)), we obtain

>/

j=H,F Y ¥ii

Je

1—e
4<m ) Th o — rWifii| dG(p) = TLWife, i=H,F (A-10)

A.2.4 Firms’ behavior in the homogeneous sector

Since the homogeneous good is sold in a perfectly competitive market without trade costs, price equals marginal
cost and is the same in both countries. We assume that the homogeneous good is produced in both countries
in equilibrium. Given the production technology, this implies factor price equalization in the presence of the
homogeneous sector:

pzi=pzj=Wi=W; =1, i=Hj=F

A.3 Government

The government is assumed to run a balanced budget. Hence, country-i government’s budget constraint is given
by:

T; = (11i — 1)7{1.1P1-j0ij + (7xi — 1)T;J~1ipjicji+

+ (i = ONW; | D /

(q’“ f> Glo)+ fu|, i=HF, j+i
k=H,F PEki

Government income consists of import tax revenues charged on imports of differentiated goods gross of transport
costs and foreign export taxes (thus, tariffs are charged on CIF values of foreign exports), export tax revenues
charged on exports gross of transport costs, and labor tax revenues.
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A.4 Equilibrium
A.4.1 Equilibrium of the two-sector model

Substituting ZCP (A-9)) into FE (A-10)), we obtain:

~ e—1
> -G (2) < ge+ X 50-Gle), i=LE (A1)
j=H,F ¥ji j=H,F
where

. _ dG(gp) o
e—1

Yji = / © _— R @’j_H7F7 A-12

J [ © 1 7G((,0ji) ( )

Ji

which correspond to and @ in the main text. Moreover, dividing the ZCP conditions (A-9)), we obtain
condition @D in the main text:

1 £ £
Pii fa N (i N\ (WaNet L -
(%‘j) - <fzg> (m) (Wj TiJ’lTTz'j Yoaj=HF (A-13)

The remaining equilibrium equations are then given as follows:

Consumption sub-indices, which can be determined using (A-4)) jointly with (A-9):

e—1
_ € 1. e .
Cij = Pijs <5 — 1> ETEGTi; 17'Tij90}j W fij, 4,j=H,F (A-14)

Price sub-indices, which emerge from substituting (A-5) into (A-2):

1—¢
_ € el .
P = <5 — 1) N (1= Glig))(TigTrijrey) @5 "W, =, i,j=H,F (A-15)

Aggregate profits II; are given by II; = R; — 70;W;Lc; + 70;W;N; fg, where R; is aggregate revenue, R; =
NiYi—ur f:o 7;i(¢)dG(¢). From the FE condition (A-10) it then follows that II; = 77,W;N; fr and thus
R; = 71,;W;L¢;. Substituting the definition of optimal revenues (A-6)) into the previous condition, we get

TLiWiLoi =eN; Y Byt frpn WSt dG(p), i=H,F

21514 A
j=H,F Pji

Combining this condition with and (|A-9)), we obtain:

Labor market clearing in the differentiated sector

Lei=eN; Y fiill=Glp)) +efpNi, i=HF (A-16)
j=H,F

This can be solved for the equilibrium level of N;:

_ Lci
eXjomr i1 = Glpj)) +efe’
Combining this last condition with ([10]), plugging into (A-14)) and (A-15)) and taking into account the definition

@7 allows us to recover and (12) in the main text.
In the presence of the homogeneous sector, the trade-balance condition is given by@

N;

i=HF (A-17)

38Import taxes are collected directly by the governments at the border so they do not enter into this condition.
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(Qzi — Zi) + 11, P;iCji = 77, Py Cyj, i=H,j=F (A-18)
We can use the fact that Ej:H7F P;;C;; = P,C; to rewrite (A-3)) as:

1-
Zi:( %) Z P;Cy, i=H,F

o .
j=H,F

We can combine this equation with the trade-balance condition above and the aggregate labor market clearing
L = L¢; + Lz; to obtain:

Trade-balance condition

(1-a)

L—Lci— >N" PuCik+ 7 PyChy = 7, PiiCyy, i=H,j=F,

k=H,F
which corresponds to condition .
Finally, when the homogeneous sector is present, we also require equilibrium in the market for the homogenous

good, ie. Y . ypQzi = Zz’:H,F Z;. Combining this condition with aggregate labor market clearing and
demand for the homogeneous good (A-3)) we obtain:

Homogeneous-good market clearing condition

i=H,F i=H,F j=H,F

which coincides with condition .

A.4.2 Equilibrium of the one-sector model

When there is no homogeneous sector, i.e., when a = 1, then Z; = 0, Lg; = L for i = H,F and W; =1 for
j = F. Also, in the one-sector model we do not allow for labor taxes and we thus set 7, = 1 for i = H, F
because the free-trade allocation is efficient. Under these assumptions the equilibrium conditions simplify as
follows:

Conditions (7)-(12) remain the same but with 77; = 77; = 1 for i, j = H, F. Moreover, imposing Z; = 0,

gives:

> PCy;=0 i=HF
j=H,F

This — together with Lo; = L — makes an identity. Finally, if Z; =0 for ¢ = H, F simplifies to:
71 PiiCji =11 PiiCij, i=H, j=F (A-19)

A.4.3 From Melitz to Krugman (1980)

The Melitz model encompasses the Krugman (1980) model with homogeneous firms under the assumptions that
there are no fixed market access costs (i.e, f;; = 0 for 4,5 = H, F) and that G(y) is a degenerate distribution.
Then, without loss of generality, we normalize ¢ = ¢ = 1. Under this parametrization, conditions , , (]ED
and should be dropped from the set of equilibrium conditions.

In addition, the free-entry conditions are given by:

Z ;i = 1LiWife, t=H,F,

j=H,F
and profits are given by:
1 1-e — .
7 = By (t0Wi) ~° L ETTJ.EZ., i,j=HF

Je
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By combining these two last conditions we can solve for B; and B; as functions of W;, W; and the policy
instruments:

€
€ € e ~—1,_¢ W;
feW; [TLj —TLiTij TTji (Wj> }

e, l—e¢

Bi 1 5
_ . _
{TTijTij TrjiTij }

i=HF, j#i

Moreover, by substituting the optimal pricing decision into the definition of the price indices and observing that
N; = L¢j/(efr) we get:
1

€ 1 1 ..
P = (61) (efe) = (TijTrijT;)W;Le;t,  i,j=H,F (A-20)

At the same time, from the definition of C;;, it follows that:

e—1
. € L
CijZPij (51> eB;, i,j=HF

Substituting the expressions above for F;; and B; into the above condition, leads to:

€
_ —&,.—€ & .—€,.—1_¢ —& W;
e 1 e 1 [TTijTij TLiTrj Tig TT5iTT45 (Wj) } o
Cij=\-—) L& (efp)=! , i,j=HF (A-21)
e—1 J —e, l-¢ ¢ e—1
TrijTij T14:iTij

Thus, if the homogeneous sector is present (« < 1), the equilibrium is given by equations (A-20) and (A-21])
together with , and and the fact that W; = 1 for ¢ = H. By contrast, in the absence of the
homogeneous sector (i.e., when o = 1), the equilibrium is determined by conditions (A-19)), (A-20), (A-21]) and
the fact that Lg; = L for j = H, F.

A.4.4 The free-trade allocation in the two-sector model
Using equations and , we find that

PijC’ij = 6ijLCjTTijTLjo i,j = H, F
Substituting into the trade-balance condition , we obtain:

(1-a)

L—L¢g; — Z di LekTrieToaWr + 05iLoitxiToiWs = 0 Lojtx Wy, i=H,j=F

k=H,F
In the free-trade allocation, 71, = 77, = 7x; = 1 for i = H, F'. Since the countries are symmetric, the equilibrium
is also symmetric and thus L¢; = Loy, Wy =W, =1, §;; = 6;; for i = H, F and j # 1.
Substituting these conditions, we find that

LEF =aL, i=H,F

Using this result together with (A-16) and (A-11)), we obtain

oL
e > {fji(l — G(pji)) (Zj)sl} |

j=H,

NIT =

K2

B  The Total-Differential Approach

We use the total-differential approach to optimization to solve both the planner and the optimal-policy prob-
lemsﬁ In this way, we can use the same methodology to derive all the main results of the paper: the welfare

390bserve that using this approach implies restricting our analysis to interior solutions.
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decomposition and the efficiency wedges; the world, the unilateral and the strategic policies.

We first discuss how we apply this approach to find the optimal deviations of domestic and trade policies.
Then, we explain how to employ it to solve constrained optimization problems. Finally, we derive a number of
preliminary results that we will use in the rest of the appendix.

B.1 How to apply the total-differential approach

B.1.1 Unilateral policy deviations

The unilateral deviations of each policy instrument can be determined following these steps:
(1) Take the total differential of the objective function and the equilibrium conditions.

(2) Use the total differential of the equilibrium conditions to solve for the total differentials of the endogenous
variables as linear functions of the total differentials of the policy instruments. Since we consider each policy
instrument at a time, set the total differentials of the policy instruments that are not of interest to zero.

(3) Substitute the solution of the total differentials of the endogenous variables into the total differential of
the objective function and evaluate it at the free-trade allocation. Collect all the terms and sign the coefficient
multiplying the total differential of the policy instrument to determine the direction of the optimal deviations
from the free-trade allocation.

B.1.2 Constrained optimization problems

A constrained optimization problem in n variables given m constraints with n > m can be solved using the
total-differential approach according to the following steps:

(1) Take the total differential of the objective function and the constraints.

(2) Use the total differential of the constraints to solve for m total differentials as a function of the n —m other
total differentials.

(3) Substitute the solution of the m total differentials into the total differential of the objective function. Then
the total differential of the objective function must be zero for any of the n —m total differentials (i.e., for any
arbitrary perturbation of the n — m relevant variables). Collect the terms multiplied by the n — m differentials
to find the n — m conditions that need to be zero at the optimum.

(4) The n—m conditions found in (3) jointly with the m constraints determine the solution of the n variables.

B.2 Preliminary steps for applying the total-differential approach

In this section, we derive some preliminary results that will be useful to derive the results of Sections [4] and
As explained above, the first steps to apply the total-differential approach — independently of whether the
optimal policy problem or unilateral deviations are considered — is to take the total differential of the equilibrium
equations —, which we do in Section below. Then, we evaluate the total differentials at a symmetric
allocation. Moreover, when considering policies from the individual-country perspective, as analyzed in Section
belowﬂ we set drr; = dTx; = d77; = 0, and combine the equations so as to be left with 3 equations, which
are linear functions of 6 differentials: dLc;, dCy;, dCij, drri, drr; and drx;. We can then use these 3 equations
to express 3 differentials as functions of the remaining 3. For the unilateral deviations considered in Section 5.2
we solve for dL¢;, dC;; and dCj; as linear functions of the deviations of the policy instruments drr;, drr; and
dTXilE Then, we allow only a single policy instrument to vary at a time, while setting the deviations for the
other two to zero. Differently, for the cases of strategic interaction in Section |5.3| we use the 3 equations to write
the differentials of the tax instruments, d7r;, drr; and d7x; as linear functions of the other 3 differentials, dL¢;,
dCy; and dCj;. Then, for the case of strategic interaction with a single policy instrument we set the deviations
for drr; and drx; to zero. This allow us to express d7r; as a function of dL¢; only.

In the next sections, we derive the total differentials of the equilibrium equations used in the proofs of Sections
[] and When we use them for the analysis of the individual-country policy problem we impose that

40 As shown in Section solving for the optimal world policies is much simpler, but we make use of some of the total differentials
derived in the next section.
41Tn what follows we call these the deviations for unilateral policies.
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drp; = drx; = drr; = 0. Moreover, we solve for some conditions as functions of dL¢;, dC;; and dCy; or dri,,
drr; and dtx;, depending on whether the conditions are used to solve for the deviations associated with the
strategic problems or with unilateral policies. Finally, if the conditions are used exclusively to solve for the
unilateral deviations, we evaluate them at the free-trade allocation.

B.2.1 Total differentials of some equilibrium conditions

Since the total differentials of the equilibrium equations — are extensively used in the proofs of Sections
and [4] and since they hold for both the one-sector and the two-sector models, we present them here for future
reference in their general formulation.

The total differential of gives:

- 1 gle)  ~ (@ji)“ -
d ii — ii 1-— = d iy Z,j:H,F B-1
P ST = Gleyn] G ?i (B-1)

Substituting this condition into the total differential of , we get:

il — Gpa) ey 05"
dpyi = — L ZClolei™ @i o g g i (B-2)
fiill = G(pji)les: @5

Using and (10)), this condition can be rewritten as

_ i Pji
1 — 64 i

dpj; = dpi, i=H,F, 1i#j, (B-3)

which expresses the total differential of the productivity cut-offs for the domestically produced goods in the
export markets as a function of the cut-offs in the domestic markets. Taking the total differential of (8)) combined

with and substituting (B-1) and (B-2) into the resulting condition, we get:

0is .
d(Sjl' = — J“ ((pz —+ (6 — 1))d(pﬂ, 1,] = H,F (B—4)

Pii

) pime N\, ,E Sl—e
where ®;, = 51-1-9((??);11;?)" + §jig(ffép(i;ii)i > 0,7 = H,F and j # i. Condition (B-4) states that as the
productivity cut-off rises, the corresponding variable-profit share shrinks.

Moreover, by totally differentiating , we obtain:

i £ i £ ¢y -
dpi; = %dcij —] T;j doi; — p— fcj'chj, i,j=H,F, (B-5)
ij ij j

which, using the symmetric condition of (B-4) to substitute out dd;;, becomes:

LCj(:S—].) <5—1+€_L1(I)J> Cij (6—1+‘S_L1(I)J>

For future use, we substitute the symmetric condition of into (B-4):
(5]'1‘(6 -1+ (I)i)

A = Cji <€ -1+ ﬁq’i) o

B 5]'1'5(6 -1+ (I)i)
Loie=1) (== 1+ 59)

dLCia ’La.] = H’F (B-7)

Finally, taking the total differential of @, we have:

37 g drr; dTi dW; dWl dr 37
dpij = L2dipi; + %7[ = =L - + —

© c—1 :|7 i7j:H7F7 7’7&] (B_S)

TLj TLi Wj Wi TTij

where dTTji =0if1 2] while dTTji = TXidT]j + TdeTXi if 4 75 j
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B.2.2 Total differentials of the two-sector model

In this section we restrict ourself to the case a@ < 1. Hence we can use the simplification W; = W; = 1. Under
this restriction we combine the total differentials of the equilibrium equations to find 3 conditions mentioned
above that can be expressed as functions of dL¢y, dC;;, dC;j, drr;, drr; and drx; onlylﬂ

(1) The first condition can be derived in the following way. Taking the symmetric condition of (B-§]), using
(B-3) to substitute out dy;;, solving for dy;; and finally using to substitute out dyp;;, we obtain:

©Djj (5“‘ ( e dLCi dC“) _ e (dTLi _ dTLj 4 dT]j + dTXi

(5*14’5_%(1)1)176“ 871Lol_cz 5*1()0‘”

) @9

dpjj = —
TLi TLj TIj TXi

Using (B-3]) to substitute out dy,; from we find the following expression for dy;;:

dpi; = — djjpij | € (dTLj Cdrni dTTji) i 1 ( e dLei dCi’) (B-10)
1—6j' e—1 TLj TLi TTji 1—5”8—14—671(1)1 e—1 Ly Cii
Moreover, we combine (B-6)), (B-8) and (B-10) to obtain:
T (= gy T T T 2 (5 —~ C>_0
TTij TTji TLi TLj (1—8:) (5 14+ (DZi) e Cy L¢;
Finally we impose symmetry as well as drr; = drx; = drr; = 0. This means that drrj;; = 7r;d7x; and
drrij = Tx;d7r;. Under these restrictions, we can rewrite the last equation as:
TTL _(1—5“')%4-5“':){ + (Eg OC - Lé)zo (B-11)
Li Ti Xi (176“) <€71+q)15—%) i Ci
(2) The second condition can be found as follows. First, we combine and :
PijCij = Lcj(sijTTijTLj i,j = H, F (B—12)
Second, we use (B-12)) to rewrite as follows:
Loj = al — Lei(a+ (1 —a)éitr — a(l — 044)TriTxi) (B-13)
(1= 055)7r7x5(e + (1 — ) 713)
Third, using (B-4) to find an expression for dé;; and combining it with we get:
9 dr i drr,; dry; dr i 1 (5” dC” e dL i
déjjzéjj(g—1+<1>j)[ ( Lo L T X)— ( - C)
e—1 TLi TLj TIj TXi (5_1+ Elq)z)li(sii Cz e—1 LCi
e

(B-14)

Taking the total differential of (B-13)), using (B-7)) and (B-14])) to substitute out dd;; and dd;;, imposing symmetry
and drr; = drx; = drr; = 0, we obtain:

dLCj . ( « n 5”‘6(8 -1+ ‘bz)) drx; 5”(8 -1+ (I)l) ( Oii l—a+arx; ) dC;
LCj (170[)7’]14’0& (17(5“)(671) TXi (1_5“) (6—1+%) 17(5” TXI((lfoz)Ttha) Cl
_ o+ (1 — Oé)(siiTLi — a(l — 5ii)7'Li7'Xi dLCi E(Sii(E -1+ (I)i) ( 61’1’ 1—a+ aTx;
(I=di)mrimxi(l—a)ri+a)  Loi (1—=6;(e—1)(e—14+£2) \1-ds  7xi((1 — a)7r; + @)
1l -« (1 — a)éii — Oé(l — 5ii)TXi (SiiE(E -1+ q)l) dTr;
T - (B-15)
O[-|—(]. —OZ)T]Z' (]. —(5”)7')(1(0[4-(1 —OZ)TH) (]. —5”)(6— ].) TLi

42For the sake of brevity we omit to specify for which countries the equations hold.
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In addition, we combine (B-12)) with (14)), we take its total differential, and then we substitute out dd; and dd;;
using (B-7)) and (B-14]), respectively. We then impose symmetry and drr; = drx; = dr; = 0 to get:

Orre(1 = rimxr)(e — 1+ q’j)) dry,;
e—1 ’

— (1 —a)Lgi (51'1' + (1= 8i)Trrmxi +

dietri(l — TriTxi)(e — 1+ @,
—(I—a)Le; ((1 — 0ii)TLi + Tl (e ?13)7(.[)7(; j)> Tridrx; — (1 = @) Lei(l — 0ii) Trimxidr

(1 —a)Lcidi; (Outri(l — Trimxi)(e — 1+ @) dCy; e dLg;
— (1 — 7rmxi) (e — 1+ @, _
+ 5—1+% 1—(5“ TLI( TIJTX )(6 + ) Cz 5—]. LCZ'

- (a + (]- - a)TLi(éii + (]— - 5ii)TIiTXi))dLCj — (a + (1 — OZ)TLi((sii + (1 — 6ii)TIiTXi)) dLc; =0 (B—].G)

We can then use condition (B-15)) to substitute out dL¢; from (B-16]) and to rewrite (B-16|) as follows:

(1—a)(a+ (1 —a)dumn; — a(l — 8;)TLiTx:)
- dry;
a+ (11— o)
_ (51_ 53;?2 - (011(1_ af;i;j;l (a4+ (1 —a)dumri + (1 —a)(1 — 64)TLiTriTxi) p—
dic(a+ (1 —a)rri)(e — 1+ <I>i)) e,
(e — 1)(1 — 83) 7L !
ala+ (1 —a)dutri + (1 — @) (1 — 64)TLiTriTxi)
(a+ (1 —a@)Tri)Tx4
(0 - o SR
dii(e — 1+ @) i+ (1 — a)ri)
(1—6i)(e —1+ £21) <_ 1—di
(1 —a+ OZTXZ‘)(Oé + (1 — Oé)(siiTLi + (1 — Oé)(l — 6ii)7—Li7—Ii7—Xi) dC“
- (a+ (1 —a)7r)7x3 > Cis
a+ (1 —a)dyrr; — a(l — 64)TriTx:
N [( (1 —65)(a+ (1 — a)Tri)TriTxi
0ie(e — 14 @)
(=)o - 1)(e -1+ )
dii(a+ (1 — a)7rs)
1 — i

dTLi

+ ((1 = )8 + (1 = 0u)riTxi) +

dTXi

+ (1 — CV)TLZ'(]. — TIiTXi)(]- — (5”)

- 1) (a+ (1 —a)rri(ds + (1 — 0:i)TriTx4))

1—a+ary;
(Oé + (1 - Oé)T]i)TXi

<(Oé + (1 — a)diﬁu + (1 — a)(l — 5ii)TLiTliTXi)

— (1= 6:)(1 — a)7ri(1 — TIiTXi))] dLLCC;Z =0 (B-17)

(3) The third condition can be retrieved as follows. First, we use to solve for ¢;;. Second, we substitute the
expression for ¢;; into and solve for ¢;;. Finally, we employ this expression for ¢;; together with §;; = 1—6;;,
1)

and (B-13)) to rewrite (11]) as follows:

e

(LCi(;iiTIi(LOC — Lei(a+ (1 — a)dymr — ol — 5ii)TLiTXi))) =1
Cij = Ci;
TLZ‘(OZ =+ (1 — Oz)Tu)

Taking the total differential of (B-18)), using (B-7)) to substitute out dd;; and (B-13) and (B-18)) to define,
respectively, Lc; and Cj;, we have:

_1dC.s e Lo 14 ®, Lo sty s
0 £-14G; _<d0”6 4 Cl) (1—( fle—1+%:) )<1+ Clélﬂh(l—a—l—cwxi)))

(B-18)

e Cyj Ciyi ¢ L¢; g—l)(g—l—l— ;fa A;
dLci drr; a Lei(1— 04)7ri
1—a)ditri — a(l = 6i)TLiTxi) — ——— —drxja————————
+ A, (a+ (1 —a)dsTri — o VTLiTX 1) P |y X X
L¢; 1
+ d’TLi (C((]. — O[)(s“ — (]. — 5ii)OéTX7;> + )
A; TLi
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where A; = oL — Loi(a+ (1 — @)1 — a(l — 84)7riTxi). Using (B-13]), under symmetry we can rewrite the
previous expression as follows:

78—1dC1'j7 (0% (d’l’[l‘+d’7‘x¢)+(1+ (1—0&)(51'2'—01(1—51'2')7')(1' >dTLi
B T TXi (1 =di)rxi(la+ (1 —a)mri) ) Tri

e Cy Oé+(1—0[)7’1i
(1 E(E—l—‘rq)i) (1+ 6ii(1—oz+aTXi) ) (s—ldCii _dLCi>
(e—1)(e — 1+ £24) (1= 0i)7mxi((1 = )71 + ) e Cyi Lo

a+ (1 —a)0urr — a(l — 6;)TxiTri dLc;

(1= 0s)mxiTri(1 — )i + ) L
Conditions (B-11)), (B-17)), and (B-19)) can be used to find an explicit solution for either dL¢;, dC;; and dC;; as
linear functions of drr;, drr;, and drx; (i.e., the solution for the unilateral deviations) or for drr;, drr;, and drx;
as linear functions of dL¢;, dCy; and dCjj(i.e, .the solution for the Nash problem with all policy instruments).

Conditions (B-11)), (B-17), and (B-19) also allow us to retrieve the solution for the Nash problem with the labor
tax. All these expressions are available upon request.

0

(B-19)

B.2.3 Total differentials of the one-sector model

In the special case @ = 1, i.e., when there is no homogeneous sector, we can apply some simplifications to
the total differentials defined in Note that in this case Z; = 0 and Lg; = L for 1+ = H, F so that
dZ; = dLc; = drpy = 0 for i = H, F. Also, W; = 1 so that dW; = 0 for j = F. Finally, we set 77, = 1 for
1 = H, F since the free-trade allocation is efficient in this case. After taking the differentials, we evaluate them
at the free-trade allocation (77; = 7x; = 1 for i = H, F') and we set dr7; = drx; =0 for j = F.
First, consider the case of heterogeneous firms. In this case, our objective is to retrieve 3 conditions as a function
of dWi, dC“‘, dOZ‘j, dT[i and dTXZ‘.
(1) To find the first condition, recall that (B-8) simplifies to:

_ ¥ij <

; 5
dpij = “=Ldpii — ——¢ijdWi + ——pijdrrij, i,j=H,F, i#] B-20
Pij i ¥ 1% "‘67190] TTij, %) i F ] ( )

(X3

Second, from we have:

dipii = — Pii dCy, i=H,F (B-21)
Cii (8 -1+ E_qu%)

Third, from (B-20]) we have dy;; = i-—;jdgoji — —55@j;drrj; which, using (B-3), (B-21), and drrj; = drx; when

i = H,j = F, can be written as:

j dii . :
dpjj = s T 5. 4Ci — i pjidrxi, i=H,j=F (B-22)
Ci»(5—1+ﬁ<1>i) i e

Finally, using (B-3) to express dy;; together with (B-22) to substitute out dy;; we have:

8ii 1 Oss
d = 77 y i
Yig = 75 P e e . ) 1—0i
JJ Ciile -1+ FH9;

dCi'+7E€1dTXi , i=H,j=F (B-23)

Using (B-21)), (B-23), d,; = dis, and drpi; = drp; when i = H, j = F', we can rewrite (B-20) as follows:
1-— 25” e—1 dC’ii

(1 — (Sii)dWi — (1 — 5ii)d7'li + 0;:dTx; +
(1—6is) (5 -1+ ﬁ‘bi) e Cu

=0, i=Hj=F (B-24)

(2) To retrieve the second condition, recall that simplifies to (A-19) which, using and together
with Lg; = Lfori=H,F,d;;, =1—6y fori,j=H,F, 71 =7x; =1for j =F, and 7; =1 for i = H, F', can
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be rewritten as:
L(l - 512)TX1W1 - L(l - 6jj) == 0, 1= H,] =F (B—25)

Using (B-4)) for i = j together with (B-22|) we can write:
1— 34 (5—1‘5‘&@) Cii

Taking the total differential of (B-25|) and using (B-26|) to substitute out dd;;, and (B-4) to substitute out dd;;,

we have:

diele =14+ ®i)\ Jii(e = 1+ ®;)
-1 —0u) ) " Cull—6u)2(e — 1+ =5B))

dW; + (1 + dC;; =0, i=H,j=F (B—27)

(3) We can rewrite (B-5|) by imposing dL¢; = 0, using (B-23) to substitute out dy;;, and 6;; = 1—4;; (implying
dd;j = —dd;;) together with (B-26) to substitute out dd;; we obtain:

e—1 dC” 0ii 5(6 -1+ (I)l) 52 1 e—1 dC;
—1)drx; u — 1— P, =0

e Cys +1_6ii( e—1 TX+(1—(S“‘)26—1+$CI)1‘ € e Cii
i1=H,j=F (B—28)

Conditions , , and can be used to derive an explicit solution for W;, dCy; and dCj; as linear
functions of dr;, drr;, and drx;. These expressions are available upon request.

Finally, consider the case with homogeneous firms. In this case, we need to express dW; as a function of dry;
and d7x;. For this purpose, we can substitute conditions (16 and into the trade balance (A-19)). Taking
the total differential of this condition and evaluating it at the free-trade allocation we get:

eT® T+ (€—-1)7°

AW, = — <" dr —
o4+ (217 T

drxi (B-29)

C The Planner Allocation

In this appendix we derive the main results of Section[3] First, we set up the planner problem and solve it using
a three-stage approach. Finally, we prove Proposition

C.1 The Planner Problem

The full planner problem can be written as follows. The planner maximizes:

ea
e—1

> U= YO z;="

i=H,F i=H,F | \j=H,F
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with respect to Oij7LC’ij7 Z,L', Ni, Cij ((p), lij((p), Pij, for i,j = H, F and subject to:

[o'0) 551
Cy=|N; [ es@)TdGlo)| . ai=HF
Pij
TijCij ..
lij(p) = 7 (¢) + fij, 4,3=H,F
2
Lecij = N; lij(p)dG(p), 4,j=H,F
Pij
Lci = Nife + Z Leji, 1=H,F
j=H,F
> L= Y e+ ¥z
i=H,F i=H,F i=H,F

Notice that by combining L¢;; and I;;(¢) we get:
_ * cij(p) i
Leij = 15 N; dG(p) + N; fi;(1 = G(ey)), @.j=HF
Pij

This problem can be split into three separate stages. The proof that this approach is equivalent to solving the
full planner problem in a single stage is available on request.

C.2 First stage

Here, we derive the results used in Section [3.1

C.2.1 First-stage optimality conditions

At the first stage, the planner solves the problem stated in . Taking total differentials with respect to ¢;;(¢),
lij(¢) and p;;:

* Ouy; Ou;j
dui*Z/ L —deij(0)dG(p) + —Ldpi; =0 C-1
T Jey Oci(p) s()dGe) Opij )
04ij
desip) = G EL () (c-2)
1j
o0 8LCZ-J-
N; | dli(9)dG(p) + 5 " dii; = 0 (C-3)
Pij Pij

for ¢,j = H, F. By using (C-2) and (C-3) to substitute out dy;; from (C-1f) we get:

Ouq
° 6’11” &pi; Nj L
/ dcii (o) T 0Lcy 0qi(p) deij(p)dG(p) =0, i,j=H,F (C-4)
v ! Opij  Olij(p)

This condition holds for every dc;;(¢) and therefore:

Ouij  0qi5(p) _ Ouiy
Jcij(p) Olij(p)  OLcij

for all ¢ € [¢;;,00). As a consequence:

Nj7 Z7.]:H7F

Oui;  0qi(p1) _ _ Ouyy  9qi;(pa)
Ocij(p1) Olij(p1)  Ocij(wpz2) Olij(p2)’
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for any o1 € [p;j,00) and @2 € [p;j,00) which coincides with condition in the main text.

C.2.2 First-stage aggregate production function

Using the functional forms, we get:

8uij 1 1
= N.C=c:s =

acij( ) JCZ]Cl]((p)

8uij € e—1
T = oy NiCheilen)
L) _ ¥

Alij(p) i

6ch‘j
Y = Nl (g5

awij J ]( J)

Plugging in these functional forms into (C-4]) we obtain:

%) e—1
-1/ E Tij Cij(pij) - _ L
cii(p — — deii(p)dG(p) =0, d,j=H,F C-5
L“<j<> S e (o)dc) (c-5)
This condition holds for every de;;(¢) and therefore:
e\ Cegleg) ™t o o
() = “fuf i j=HF C-6
@)= (:57) P i (0

Substituting (C-6) into the definition of C;;, using the definition of ¢;;, and noting that N;; = [1 — G(p;;)]N;,
we get:

_ = e \° e e e
cij(pi) % = Ny = TGy <5_1> Lij(pi) 1505, 4§ =H,F

If we substitute this back into (C-6]) we obtain:

~ —&
%w>N;*%(f>, ij—HF ()

Finally, we can aggregate the production function as follows:

°° *cijlp)  dG(p

Pij ©ij ij
—T»»N’ﬁci"drf.»zvu i,j=H,F (C-8)
= TtV = 174Veg, yJ = ) B

Pij

This leads to the aggregate production function in the main text:

~ 901, 1 _e_ ..
Qcii (Biss Njs Lews) = S {IN; (1 = Gleig)| 7T Lows = fulNi (L= Gloi)| 7T} ij = HL F,

le
where Qci;(@ij, Nj, Leij) = Cij.

C.2.3 First-stage comparison between planner and market allocation

We want to verify that the consumption of individual varieties chosen by the planner coincides with the one
of the market allocation conditional on Cj;, N;; and ¢;; being the same. Recall that the demand function is
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e ~
cij(p) = (p];iz(:")) C;j. Since the prlce index is given by Pj; = N;i~ p”(%]) it follows that pplz;fj)) = “’;-7.

Thus, we can conclude that condition ) holds also in the market equlhbrlum.

C.2.4 First-stage optimality conditions with homogeneous firms

In this case, the problem stated in simplifies to choosing ¢;;(w) and l;;(w) for ¢,j = H,F under the
assumptions that G(¢) is a degenerate distribution and that f;; =0 for 4,j = H, F.
Solving this problem gives the same condition as derived with heterogeneous firms:

Ouij  0qij(wr) Ouij  0qij(w2)

80@‘(&)1) 8lij(w1) o 8cij(w2) alij(wz)

This implies that all firms will employ the same quantity of labor and produce the same amount of each variety,
ie., lij(w) = lij and cij(o.)) = Cij Yw € [07 Nj]

C.2.5 First-stage aggregate production function with homogeneous firms
Following the same steps as with heterogeneous firms we can derive the aggregate level of consumption

Cij = N Y¢ij 1,5 = H, F, (C-9)
Hence, the aggregate production now simplifies to:

1 1 .
Qcij(Nj, Leij) = :NjailLCijv 1,7=H,F, (C-10)
ij

Where QCij (Nj, LCij) = C”

C.2.6 First-stage comparison between planner and market allocation with homogeneous firms

—€
As for the case of heterogeneous firms, it is sufficient to recall that when firms are homogeneous c;; = (;’17’, ) Cij
ij

1
and Pj; = Ni;‘s pij, which implies that condition (C-9)) holds also in the market equilibrium.

C.3 Second Stage

Here we derive the results of Section [3.21

C.3.1 Second-stage optimality conditions
At the second stage the planner solves the problem described in . Taking total differentials:

auz B
Z Z an =0

i=H,F j=H,F
dNi E dLCﬂ, ’L—H F
ij H,F
aQCz] 8@013 ~ aQCij .o
1y N L i 5 :HaF
i = N, Wit g5, Wi T gL, o b

Substituting the differentials of the constraints into the objective, we obtain:

du; OQCU B 8ch IQcij 1
> D dij dLC” > dLoki| =0
i=H,F j= HFaC” 8L aN] fE k=H,F
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Collecting terms:

Ou; 0Qcij - Ou; 0Qcij Our 0Qcr; 1
E E dp; E E — E — | dL¢gi; = -11
; : 9Ci; 99i; S . 9Cij OLcij 9Cy; ON; fg| Y 0 (C11)
J=H,F i=H,F J=H,F i=H,F k=M, F

Since (C-11) should hold for any d@;; and dL¢;; it follows that:

IQcij o
= =0, 4,j=HF C-12
0pij ( )
Ouy, 0Qcw; ou; 0Qci; . .
= = =H F
2 aCy, oN, ~Fac, aLey T

k=H,F

which leads to conditions , and in the main text.

C.3.2 Second-stage aggregate production function

Using the functional forms, we obtain the following derivatives:

[“)ui - CZ;T - (Cij
8C%j z:k:}LF‘(j : C%

0Qcji _ Pij 2=c Ly Dyji 1 .
Pt — PN = Gl 2 (1 = Gleg)) = ZE AN = Gl (257 ) =Gl g = HLF

0Qcj; 1 1 e [N:(1— G(‘Pyz)]a
20 = — F[Ni(1 = Gl;i)] 7 Legi — fialNi(1 — G(pj0)] 77 | —
95, = 7 LNl = Gl Pt L = fulNill = Gl 1) = e e
4 LG CONT (1 oo Ne 6g = HLF
ng(%z 90_71 )
9Qcji _ Pji
OLcji Tji

) ¢, ij=HF (C-13)

Leji(1— G(p;i)) 85 N

[N:(1 = G(p;))=7, i,j=H,F

Then, these conditions can be substituted into to obtain:

~e—1 ~e—1
SD Z 680 Z . .
LCji (1 - ( —e—1 : e—1 > = sz[Nz(l - G(@]l))] (1 - (%Z),:-H_l 4 EA_1)> y )= HvF

Pii — Pii )

It follows that:

e—1 ~e—1

Pii +(5—1)<P‘i ..

Leji = fjiNi(1 — G(pji)) ( : e / , Lj=HF (C-14)
Jt

Moreover, combining the derivatives above with condition (23 we obtain:

Lecji .
fe= Z [Ni(gc_ 1) - (e — l)fji(]. —G((pji))}

j=H,F

This implies that

eNife+ Y (1= G(g;i))Nifji = feNi+ Y Lcji, i=H,F. (C-15)
j=H,F j=H,F

Using (C-14) and L¢e; = feN; + Zj:H,F L¢j; to substitute out L¢oj; and fgN; in , we find:

~ e—1
Lei= Y efjiNi(1 = Glgji)) (iﬂ) , i=HF

J=H,F Ji
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We use this last condition to solve for N;:

L¢;

N; =

_ ., i=HF (C-16)
S e

We now substitute (C-14) and (C-16) into the definition to obtain in the main text.

C.3.3 Second-stage comparison between planner and market allocation

Next, we check if the optimality conditions of the second stage are satisfied in the market allocation. First,
consider condition (22)). Plugging the relevant derivatives in (C-13), we obtain:

1 (Ca\T By e = L (C) T B - Gl i HE 4
& (3) Zmn-cea = 5 (B) T ZNa-ce?n i=HE A

Now consider the market allocation. Using jointly with @, and (A-17) after some manipulations we
get:
-1

1L (Ci = Pii L L (Cji = Pji L (G i pii = Jii . C s
— TEING(L = Glei)]7T = = (L) ZEIN,Q - Glp))=T (2L —H,F,
& (%) 2wt -cea? - 5 ()T 2o -Gl (F2E) T (£) immrizi

Thus, in the market allocation:

Ou; OQcii O Ou; 0Qcji
9Cs OLcy;  20C;; OLcyi

i=H,F, j#i,

where Q2py is the wedge between the planner and the market allocation. Under symmetry:

e—1 -1
Om = (Z25) T (BT immr
Tii Qji fii

Using condition @, this can be written as Qpy = 77, 1] This leads to condition .
Next, consider the planner’s optimality condition . Using the functional forms from (C-13)), this corresponds

to (see (C-I3)):

9

j=H,F

— (C-17)

We now want to check if this condition is also fulfilled by the market allocation. Recalling the labor market
clearing condition in and that Lo; = Zj:H,F Lcji + N; fr, we obtain condition and this proves
that is satisfied in any market allocation.

Finally, consider the planner’s optimality condition (24). As shown in Section this condition can be
rewritten as . Now consider the market allocation. Appendix shows that condition holds in
the market equilibrium. As a consequence, also condition (C-8)) holds in the market equilibrium. We can then
use and substitute it in equation to obtain This confirms that this condition and then
always holds both in the planner and in the market allocation.

C.3.4 Second-stage optimality conditions with homogeneous firms

In this case, the problem is stated in where C;; = Qcij(Nj, Lcij) simplifies to (C-10) and the planner
chooses Cj, Lcij, N; for 4, j = H, F only, leading to conditions and .

C.3.5 Second-stage aggregate production function with homogeneous firms

We can use the functional forms to find the aggregate production function. As a first step, we obtain the
following derivatives:
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ou __ Gy <%>EC-‘1 i,j=HF
9Ci > h—mr Cul Ci

0Qcji 1 N.g%i L¢iji
8N7, Tji ¢ (5 - ].)7

0Qcyi 1 A

m Tji i

Substituting these functional forms into and , we obtain:

C. e—1
and
_ Leji . _
fE*Z |:Ni(5_1):|’ l*HaF (C_lg)
j=H,F

Using Lgo; = feN; + Zj:H r Lcji to substitute out the term Zj:H 7 Lcji we obtain:

Ni = LCiv
efE

We can then substitute the production function (C-10) into (C-18) to get:

i=HF (C-20)

e—1
Leji = lei_s <?> Leii, i=H,F,j#i (C-21)
J

Substituting this into the labor market clearing Lo; = fgN; + Zj:H r Lcji and using condition (C-20)), we
find that:

-1

o\t 1 A
Leji = lei_a (d) Lei (6 5 ) Z e <C’;> , 4,j=HF
J k

=H,F

Using again the definition of the aggregate production function (C-10)), we get

e—-1 —e =L 51 Cj = 1—¢ Cj = .
Qij(LCi7 LCJ) = Tij (EfE) e—1 LCj Tkj —_— s 1,] = }I7 F (0—22)
k

where Qij (LCi>LC'j) = Cij.

C.3.6 Second-stage comparison between planner and market allocation with homogeneous firms

Next, we check if the optimality conditions of the second stage are satisfied in the market allocation.
First, consider condition (C-18)), which can be written as:

1 /Cy = 1 Cji = 1 . . .
i P J— =H F
Ci<0i> Cj(@‘) o D 77

53



Now consider the market allocation. From the demand functions we get

Cii P\ °(C\'"°(PC\°
_ Ci B E i
Cji (Pj'> (Cj) (chj) ! SIS

This can also be written as:

1 (Ci\® 1 [(Cu\T 1 _ (P:\ [(PC;\ o
-~ = = — T\ 5 ) :HvFv
Ci(C) Cj(0j> T (sz) (PZC,») ' 17

In other words, in the market allocation:

Ou; 0Qcii  Ouj 9Qcyji . L
= Q =H F
9Cy 0Lcw ~ 9Cy dLey, T2 T A

where (1py = 7y (11;—) (I;Jgj) is the wedge between the planner and the market allocation. Under symmetry
Ji 1

Qpy = T,; L

ji
Next, consider the planner’s optimality condition (C-19)). We now want to check if this condition is also
fulfilled in the market allocation. Recalling the labor market clearing requires Lo; = efgN; and that Lo; =
> J=H,F L¢ji + N; fr, we obtain condition (C-19)) and this proves that this condition is satisfied in any market
allocation.

C.4 Third stage
Here we derive the results from Section

C.4.1 Third-stage optimality conditions

In the third stage, the planner chooses C;;, Z; and L¢; for 4,5 = H, F' to solve the maximization problem in
. Taking total differentials of the objective function and of the constraints, we get:

oU; oU;
‘Z dUi:_Z _Z 8Cijdcij+_z aZidZi
i=H,F i=H,F j=H,F i=H,F
0Qcij o
dCz] aLCj d Cyj» (2W) )
0Q z; .
e L iy :H7F
dQZ 8Lcl-d C (3
Z dQzi = Z dZ;
i=H,F i=H,F

Substituting the total differentials of the constraints into the total differential of the objective and rearranging
terms, we obtain:

oU; 0Qciy ~ OUL 0Q zx, ou; o . .
S an= 3 | 2 O Lo+ |2 Yilyz i=m, j=F
. 9Cu Lo | 0Z 0Ly | T 0z, 0z, T
k=H,F k=H,F |I=H,F

It follows that at the optimum each term needs to equal zero, which leads to conditions and in the
main text.
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C.4.2 Third-stage comparison between planner and market allocation

Here, we compare the market allocation with the allocation emerging from the third stage of the planner
problem. Using the functional forms, we obtain:

A .
% = Z’O‘, i=H,F (C-23)
-1
, cF
o, _ % i,j=H,F

9C;i >i—nr O
0Qcj; e Cy

= i, ] = H, I
8Lc¢ e—1 ch ) ’
0Qzi .

=-1 =HF
9Ly T

First consider condition (28)). Using the derivatives above we get that (1 — a)Z; = (1 — «)Z;. This condition is
satisfied in any symmetric market allocation.
Next consider condition . Plugging derivatives above in this condition we get:

—1
1 Cji>5 g Cj‘ 11—« .
o — : E— =——-, =HF
j:zH:,F Cj (CJ e—1 Lcj Zl

From definition (4)), it follows that:

1
Z— S i=HF (C-24)
l1—« e

We now compare this with the market allocation. We know that in the market allocation the following holds:
@ )
ZiT = PC; = Z P;Ciy, i=H,F
j=H,F

Moreover, given , and ,

fii(1 = G(pij) (i:)s_l

Pijcij - . €,1LCjo7_Lj7—Tij, Zvj = H,F (C-25)
S p (L= Glow) ()
Hence:
fi1— Gl (22)
.. ]_ _ .. rig
(6] e—1 £ Lo ij Pij (l> e—1 .

Zil " Lg; B 1 1TLj7'Tz’joL70]‘ #i —— | = Les Qsp, i=H,F,

S © S hul= Glow) (24)

where 3p is the wedge between the planner and the market allocation. Notice that in symmetric allocations:

= o \e—1
. fig(1 = Glei)) (22)
Qsp = p— 1TLj Z TTij _
j=H,F Soh—n.r fie(1 = G(pir)) (%)

e—1 |~

which implies that Q3p =1 if 77; = % and 7r;; = 1.
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C.4.3 Third-stage optimality conditions with homogeneous firms

In the third stage, the planner chooses C;;, Z; and L¢; for 7,5 = H, F' to solve a problem akin to problem
with the only difference that Qcij(Lci, Loj) is implicitly defined in (C-22). Taking total differentials of the
objective function and of the constraints we obtain conditions and (129)), like in the heterogeneous-firm case.

C.4.4 Third-stage comparison between planner and market allocation with homogeneous firms

Finally, we compare the planner allocation emerging from the third stage of the planner problem with the
market allocation. As a first step, we show that at the optimum the derivatives implied by the functional forms
are identical to those of the case with heterogeneous firms. While this is obvious for the first, the second and
the fourth condition in , it needs to be proven for 0Q¢;i/0Lc;.

Taking total differentials of condition (C-22)):

3 Cl
dQcij = ( ) LdLc,

e—1 LCj
1 170 )
Gy G 1—¢ (G . 1< (G - C; ..
‘ g k=H,F k=H,F
G\ _(G) o (oF = G\ = (o - y
d (CJ) = <CJ> Cj (Cii dC;; + Cij doij) — (CJ) Ci (ij dej + Cji dCij) , ,j=HF

Notice that at the planner optimum, where the allocation is symmetric, this last condition equals zero not only
for i = j but also for i # j.
It follows that under symmetry

0Qcji 3 Ciyi ..
6LC@' ce—1) Loy y 4] s L7

while 9Q¢;i/0Lc; = 0 as in the heterogeneous-firm case. We can now turn to the comparison between the
planner and the market allocation.
Condition is satisfied like in the case for heterogeneous firms, for condition we have to compare the
expression
e—1
Zi—% —Leit—=, i=HF
11—« €
with the corresponding condition in the market allocation. We know that in the market allocation the following
holds:

«Q .
sz:-PzCz: Z PijCZ-j, ’L:H,F
j=H,F

Moreover, from (A-20) and (A-21), we get:

£
€ e e—1_¢ W,
. [TLj —TLiTij  TTji (WJ) }

PiJCij = Lchj(TLjTTijTij) — _ 1 , i,j = H, F
ToE T TE e rE
Tij ') Tji'ig
Hence:
1 I 7€ _ rE 7_5717_5 (W € 1
« g — 3 Cj 1—¢ Lj Li'ij Tji \ W; £ — .
Zii :LCi E 7Wj(TLjTT7;jTij) ZLCl‘ Qgp, Z:I‘I,,F7
1—« 3 . e—1 LCi 7€ 7_176 - 7_571 €
J=H,F TijTij Tji ij
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where Q3p is the wedge between the planner and the market allocation. In any symmetric allocation:

[1 — 7'5717'%”]

€ 1—¢ iJ
Q3p = E ——71i(TrijTij)
) e—1 —e _l—e ¢ _e—1
j=H,F Tri;Tij T1i5Tij
which implies that Q3p =1 if 77, = 521 and 77y = 1 for 4,5 = H, F' since:
e—1 l1—e e—1 1—¢ e—1
Q Z € 5_1(7 )1_5 [1_73]‘ ] _(1+Tij )(1—%‘ )_ [Tij — Tij ] 1
3P = 7 ij 1—e e—17 1—e e—1 - 1—e e—17 —
emF € 1 e [Tz‘j — Tij ] [Tij — Tij ] [Tij — Tij ]

C.4.5 The first-best allocation

In this section, we show how to derive LEP and N/'B reported in condition . Using condition (C-24]) and
the labor constraint, Leo; + Lz; = Lo; + Z; = L, we get:

rp el

T .:H7F7
Ci €+a_1 t

which can then substituted into (C-16)) to find NF'B. Since these expressions are identical in the homogeneous-
firm model, NP is also the same.

C.5 Proof of Proposition

Proof We prove this proposition in two steps. First, we prove that conditions , and (when a < 1)
are necessary conditions for the market equilibrium to coincide with the planner allocation. Second, we prove
that if (22), and (when o < 1) hold then the market allocation coincides with the planner allocation.

(1) Suppose that in the market allocation conditions (22, or (when a < 1) do not hold. Then, not
all optimality conditions of the planner problem are satisfied in equilibrium and the market allocation cannot
coincide with the planner allocation.

)1 holds then as shown in Appendices and for the heterogeneous-firm model and Appendices
[C:2:4) and [C.3.6] for the homogeneous-firm model all the optimality conditions of the first and second stage of
the planner problem are satisfied in the market equilibrium. Moreover, if for the case o < 1 also conditions
and are satisfied, then — as shown in Appendices|C.4.2] and 7 all the optimality conditions of the
third stage hold. As a consequence, the market equilibrium coincides with the planner allocation. m

D The World Policy Maker Problem and the Welfare Decomposi-
tion

Here we prove the Lemmata and Propositions of Section [4

D.1 Lemma 3

In order to do this, we first introduce a Lemma that will be useful for several proofs below.
Lemma 3 In the market equilibrium:
-1
TxiPiiCii i 715 P;iCji
Lei Lei

=7xiTLiWs, 1=H,F, j#i (D-1)

Proof In the case of heterogeneous firms, using and , we obtain:

T = Tr; i Wi, 4,5 =H,F,
Ci
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which leads to Lemma
In the case of homogeneous firms, using and , we have that

mxiPiCii + 71 PiCyi = xamLiWiLeilf 5t i Wi S Bi+ [ 7y S5 Wi °Byl, i=H,F,  j#1i,

1]

where

€ | e e—1 W,
fEWj [TL] - TLlT” TT]»Z» (W;

1—¢ e 1} ) Z:H7F7 j#z'

B; =
e=l |\ r2fr — TS T
¥ ng (%] Tji'ig

Substituting the expressions for B; and B; and multiplying and dividing the first term in square brackets by
T4 715> we find that the terms in square brackets can be written as:

—e —€
—€,€ € — ([ W; _ -1 —€ _ _—€_& € —e (Wi
Tri TLiTTii TTj4 (Wj> Tij TTz] + T TTji Tri TLiTTijTTji \ W,
e—1 1 —&,_—€

_Tij TTU + T TT]Z

=1

Therefore, 7x;FP;;Cy + 71 ij iCji = Tx;TLiWiLc; holds also when firms are homogeneous. ®
Next, we prove Proposition [2]

D.2 Proof of Proposition

Proof The proof is organized in two steps. First, we derive the total differential of individual-country welfare
by using the total differential of the trade-balance condition and we show that this total differential leads
to condition if ﬁTLiTXidLCi = TXiPiidCz‘i + T‘r_jlpjidcji with 7 = H, F and j 7é i. Second, we show that
this condition holds in equilibrium.

(1) Substituting the definition of the consumption aggregator into the utility function , we get:

3 .
U = a— log > C’ +(1—a)logZ;, i=H,F

j=H,F

Moreover, taking the total differential of this objective function, we obtain:

1
Uy =a—= > C dC”—i—(l—a)ZdZi, i=H,F (D-2)
Ci ° j=H,F
—1/e 1/e —1/c
Note that 12—“ = Ii and aciﬁ,l _ DG Gy
f i =

(ID-2)) can be rewritten as:

P . C, /e P .. ..
= L since (C) = 5 fori,j = H,F. As aresult, condition
i i 2

7

dU; = P;;dC; dZZ7 =HF D-3
iy ;F jaC45 + I, P = (D-3)

Then, we can take the total differential of condition and of its foreign counterpar@ and use the fact that
Z; = 1-a 2 —n.r PijCij to get:

—dZ; — dL¢; + Cjid(77;' Pji) + 77, PidCyi — Cijd(rr;' Piy) — (1, Pij)dCi; =0, i=H,F j#i

43This condition can be recovered by combining (13)) with (T4)).
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Dividing this condition by I; and adding it to (D-3)), we obtain:

Py Pi; 1 1 Cj; T*.lpji Cyi B 7_11 )
dU; = TidCii + T;dcij + dei - Edz dLCZ I —Ld(r; Pi) + T dCj; — T;d(mlpﬁ) L T Li 2 g0,
P 5 Py Cji Cyj 71, Pii
= “24Cs; + (i — 1)L oy, — chZ L Py) — ZLd(rtPy) + 2LdCy, i=HF j#i
I; I; I; J I; E I;
Adding and subtracting terms, this can be rewritten as:
Py P;; dLo;  Cii ,, _ Ci;
dU; = (1 — 7xi) —dCi; + (tr; — V)77, =2 de +(= ——rpiTxi — 1) = 4 d(r;' Pji) — = d(rr; Py)
I; ! -1 I; I; J I; E
Py; 1, dCj; € dLCi . .
+TXiTidCii+TIj Pj; 7 — o TLiTXi I i=H,F j#i
Suppose the following condition holds:
TXZ‘P“‘CZC”‘ + T;ijjidei — %TLiTXidLCi = 0, 1= H,F _j 7é 1 (D—4)

If this is true, then:

P;

P dLei  Cji
dU; = (1— TXi)TdCii + (= V)t 2 dC'm + ( : o TLiTX 1> <

I; +I¢

Cyy
%d(TIzlpzj)

“d(r; Pji) —
i=HF j+#i (D-5)

This condition corresponds to condition in the main text (decomposition of individual-country welfare). In
addition, it is easy to show that this condition also leads to condition in the main text (decomposition of
world welfare). Notice that if condition holds, condition holds even with homogeneous firms and
when considering the one-sector model in which « =1 and dL¢; = 0.

(2) What remains to show is that in equilibrium condition (D-4]) is always satisfied. We first consider the case
of firm heterogeneity and then turn to the case of homogeneous firms.
With heterogeneous firms, first, notice that equation implies:

aC; oC; 0C;
Pde’l:P it dL i Pz ﬂd(sz Pz ﬂd i ] :H,F
J J a cji Ci =+ J 86 J + J a(sz 801 1,7

Then, showing that in equilibrium (D-4)) is always satisfied is equivalent to showing that:

0Cy 004 0C;;

iPii=—"dL¢; iPii——dpy; i P ddy; D-6
TX 9Ly ci +7Tx Dous Wi +Tx 0. + ( )

0C,; 0C; _ aC; € ) .,

+ T,leﬂaLﬂ dLoi + 775! Py &p;i dpji + 77 Py a&g ddji = —7mnitxidles, i=H,F j#i

To see why this is the case, notice that by condition (D-1f) and the fact that by (11 gLCé = Ll , we get:
aC; € . .,

Txi Py 57— 8[/02 dLCz + 7_]] P]z 8LJ dLc; = - 17_Li7_XidLCia 1=H,F J 7& g (D_7)

Therefore, in order for (D-7)) to hold for the case of heterogeneous firms, it must be that in equilibrium:

aCs aCs b 005 L a0y, . o
Txi Py —— I doy; + Txi Piji —— D dyii + TIJ i 95, ——ddj; + Tr; Pji—— Do dpji =0, i=HF j#i
To prove this result, first consider that by (B-4)):
ac;, oc, C e
sy 4+ S5 g = S |1 - O+ (c—1))| doyi, i,j=H,F
8(5]1 J + 8‘:0]1 SDJ ©ji e—1 ( + (6 )) SDJ 2,7
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Hence:

oC
0

0C;; 0Cy;
——ddy; iPii—
(96“‘ 5 * ™~ a(Pn

- |: e—1 (‘I)i+(6_1)):| (TXiPii(;dWii+TIJ Jl d@ﬂ) , 1=HF J 7&1,

0C;

Txi P d@zz + Tjjlpjz 2 d(SJ’L + lelpjz (9(,03 d‘sz’
ji

which by and can be rewritten as:

acu aczz —1 6031 acﬂ
TxiPii 96,1 ——dby; + TxiPii—— 8901'2 d‘ﬂu + TI] Ji 8(5 dé]l + TIJ ji a(P]z
3 (5“ 1— 51’1‘ . . .
= xiTLiWilci |1 — — (@i + (e —1)) ?d@n‘ + deji | i=H,F j#i

Finally, recalling (B-3|), we can conclude that, as postulated, this last condition is equal to zero in equilibrium
forall0<a<1.
Similarly, in the presence of homogeneous firms first condition leads to:

ac;, ac;, o
Pjidei = Py aLcjlchz + P 8W dW 1,7 =H, F

Hence, in this case we can claim that (D-4)) holds if

p) aCy; L 9C b 0Ci e o o
TXZPZ’L (9ch dLCz + TXZ i aw dW + T[] P]z 8L dLCz + T[J ji 8W dW - _ ITL’LTX’LdLCZ7 = Ha F J 7& ¢

At the same time, condition (D-1)) and by . adgél =5 L“ hold in equilibrium also in the case of homoge-
neous firms, implying that (D-7) is valid too. As a consequence, for the last equation above to hold it must be
that in equilibrium:

aCy; e
TXz i 8W dW + T]] Ji 8W

This is indeed the case since by (16| . ) and :

AW, =0, i=HF j+#i

9C;; - oC. ETXiTE T Wi "Lei  emxitiiTL; Wi "Lei
R AW, + 7 P =AW, = L - e =0 i=HF j#i
TXZ i 8W TI] ji 6W TE’ZT}J £ _ TT_]ZE e— 1 TTiEjTl'lj € _ TT]ZE e— 1 J 7&

D.3 Proof of Proposition
Proof We prove Proposition [3| point by point.
(i) From conditions (A-1)) and (C-23) it follows that in the market equilibrium:

9C;,; _ L . .,
aUl _P"7 z_H7F’ j#z7

Using this condition to substitute for either P;; or F;; in the consumption-efficiency wedge in condition ,
leads to the conditions postulated in .

(ii) If there is only one sector, then dL¢; = 0 and the production-efficiency wedge is absent. In the presence of
two sectors to see why condition holds in the market equilibrium it is sufficient to substitute the derivatives
in (C-23) into condition (D-1)) and to take into account that in this case W; = 1.

(iii) This point is straightforward. m

60



D.4 Proof of Proposition
Proof We prove Proposition [4] point by point.

(a) The constrained problem in can be reduced to a maximization problem in 28 variables (22 endogenous
variables plus 6 policy instruments) subject to the equilibrium conditions —. As a first step, we take the
total differential of the objective of the world policy maker. In Appendix we showed how — once combined
with the total differential of other equilibrium conditions — this total differential can be rewritten as in .
Then, notice that condition is a function of 6 total differentials only, namely dC;; and dL¢; with 4,5 = H, F.
At the same time, the number of policy instruments available to the world policy maker is also equal to 6. This
implies that at the optimum condition must be equal to zero for any arbitrary perturbation of C;; and Lc¢;
since for any arbitrary dC;; and dLc; the total differential of the 22 equilibrium conditions allows determining
all the total differentials of the other 22 variables. Put differently, at the optimum all the wedges in (32) must
be zero.

(b) Points (b) (i) and (b) (ii) follow directly from conditions and of Proposition[3] To show point (b)
(iii) it is sufficient to notice that if 774 = 7x; = 1 and S57x;7; = 1 for i = H, F then 77, = %1 fori=H,F.
(¢) Since by point (b) (i) 7x; = 71; = 1 for i = H, F then by the condition in point (c) (i) must be satisfied
too. To prove point (c) (ii) first notice that if v < 1 by (b) (i) and (b) (ii) 7x; = 77; = 1 and 77;<=* for i = H, F

. . . - . : U, S,
and thus the allocation chosen by the world policy maker is symmetric implying that gg = 9z, for i # j.
Second, observe that from the derivatives (C-23)) and condition it follows that in equilibrium:

oU;

o¢,; __@ LijZi iy
— = — P 1,j = H7F
% L—a)_yrPuCi !

Moreover, substituting this condition into the condition in point (b) (ii) and taking into account that 7x; =
71; = 1 for ¢ = H, F we get the next condition:

Z 9C;; 0Qcyi _  9Qzi i HF
Pt g—gj OLc; OLc;’ ’

From this — given the symmetry of the allocation implemented by the world policy maker — the second condition
in point (c) (ii) follows directly. m

E Policy from the Individual Country Perspective

Here we prove the Propositions and Corollaries of Section [bl For these proofs it is useful to recall that e > 1,
0<a<1l,0<d;<1,®;,>0,and Lg; > 0.

E.1 Individual Country Policy Maker Problem and the Welfare Decomposition
E.1.1 Proof of Proposition

Proof Please refer to Proof [D.2] which goes through even for the individual-country policy maker. m

E.2 How Policy Instruments affect the Terms of Trade and Production Efficiency
First we state and prove two Lemmata. The first one identifies conditions for §;; > 1/2 with ¢,5 = H, F. The
second one signs the contribution of each component to the terms-of-trade effect of condition .

E.2.1 Lemma 4 and its proof

Lemma 4 Let f;; > fiiTilj_E fori#j andi= H,F. Then at any symmetric allocation:
(i) 0;; > 1/2 if trade tazes are ineffective, namely such that Tp;; =1 fori,j = H, F.
(i1) ;s < 1/2 only if there are export or import subsidies such that Tp;; < 1 fori,j=H,F.
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Proof We prove this lemma point by point.

(i) Using equations (7), (8) and (9), imposing symmetry of the allocation and of taxes and 77;; = 1, we obtain
S et TG T g N = g =

Sii= |1+ ” W and (:‘;”) = (?l) TijTri; - Since (i”) (?’) 7;; > 1 by assumption

. S ot dG(p) S et dG(p)
it follows that W < 1. Thus 1+ Tllj Em < 2 and §; > 1/2.

fii = =1
ij TTij Joo #=1dG () fii TijTTij -
Then if 77i; > 1, wji > i since fji > fut; 1=¢ " As a result, f o LdG(p) < f K2 LdG(p) and thus

S22, o7 G ()
1+ Tzlj Eji]olsfld(;(i) < 2 and hence §;; > 1/2 Therefore, 0is < 1/2 only if TTij < 1. m

(ii) We prove this point by contradiction. Suppose that 7r;; > 1. Combining again conditions ,
foo &e— ldG(QD) -1 3
and (9) and imposing symmetry we get §;; = {1 + T rnE SCOTR A and <:’Z?T) =

E.2.2 Lemma 5 and its proof

Lemma 5 Consider a marginal unilateral increase in each trade policy instruments at a time, starting from the
free-trade equilibrium, i.e., with 7p; = 171 = T7x; =1 fori = H,F. Then:
a) In the one-sector model deviating from the free-trade equilibrium induces:
g
(i) aw, _ dv‘:,[;" > 0 when drr; > 0 and drx; = 0;

i

dW; de

W — < 0 when drp; =0 and drx; > 0;
(i) ‘?ZJ d(s” > 0 when drp; > 0 and drx; = 0;
d;—f? — % =0 when dr;; =0 and drx; > 0;
i3 i
(iii) % — % < 0 when drr; > 0 and drx; = 0;

d“’” df“ =0 when drr; =0 and dryx; > 0.
(b) In the multz sector model deviating from the free-trade equilibrium induces:
(i) dloj _ dLL—CC_‘ < 0 when drr; > 0 and drx; = 0;

Lcj
chj

— % > 0 when drp; =0 and drx; > 0;

(ii) Lis ‘”ﬂ <0 iff 6;; > 1/2 when dr; > 0 and dryx; = 0;
s, daﬂ

7, > 0 iff 6;; > 1/2 when drr; =0 and drx; > 0;
(iii) df—; — % > 0 4ff 8 > 1/2 when drp; > 0 and drx; = 0;
%7 — % < 0 4ff 8 > 1/2 when dr; =0 and drx; > 0.

Proof We prove Lemma [f] point by point.

(a) In the case of the one-sector model we can prove points (i), (ii) and (iii) as follows:
(i) Combining conditions (B-28)), (B-27) and (B-24)) we find at free trade:
AW = A pdrr; + Arxidrx; (E-1)

0iidrrie(®i+e—1) o .
911 ®ie+(e—1)(1—0;;+d:i(e—1)) >0and Arx; = —1 < 0;

(ii) Recall that déj; = —dd;; for 4,5 = H, F and j # i . Then we can use (B-26) and its symmetric counterpart
to obtain:

where A,;; =

déij _ déji
5ij 5ji

= B;ndrri, (E-2)
67;1'6(1)7;]'(6714*@7;) .
T 8P+ (e—1)(1—8:+6::(e—1)) <0;

(iii) Using the solution for dCj; found in point (a), condition (B-23) and their symmetric counterparts we
obtain:

where B,; =

deij  deji

= FT[idT]i (E-3)
Pij Pji
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dii€Pij
0i;Pie+(e—1)(1—08;3+0::(e—1)

where I'; 7, = — y < 0
(b) In the case of the two-sector model we can show points (i), (ii) and (iii) in the following way.

(i) Combining (B-15), (B-11)), (B-17) and (B-19)) together with the restrictions 7, = 77, = 7x; = 1 and
drr; = drr; = dr1; = drxj = 0 we obtain:

dLc;  dLe;

— = AT id i AT id i E-4
Lcj LCi ;AT + X:aTx ( )
_ (1=6:i)[(e=1)(1—a+28;: (e~ 1+0))+26;;c®;]  (1=8:)[(1—adii+o(1—6::)+26:i (e—1)) (e—1) +26;;;]
E)Vhere A= — S G T = <0and Arx; = (s — = >

(ii) Recall that §;; = 1 — d;;, implying that dé;; = —dd;; and dé;; = —dé;;. Using and (B-14)) to compute
dd;; and ddj;, and combing them with (B-11f), (B-17) and (B-19) together with the restrictions 7, = 71, =
T7x; = 1 and dr; = drp; = dr7; = d7x; = 0 we obtain:

doij _ dozi _ r1idTr + Zrxidrx (E-5)
51’]’ 5ji

where Z,1; = —Zrxi = — “gjggfgz‘;{;gjjf;i) <0iff 6 > 1/2;

(iii) First, we use (B-3) and to compute dypj; and (B-10) to compute dy;; and we impose symmetry.
Second, combining these conditions with (B-11), (B-17) and (B-19) together with the restrictions 77; = 7; =
Tx; = 1 and dr; = drpj = dr7; = drx; = 0 we get:

Cf:;] - d;p: = H;pdrr; + Hexidrx (E-6)
where H, 1, = —H,x; = m >0iff 6;; >1/2. m
E.2.3 Proof of Lemma 1
Proof We prove Lemma [I] point by point.
(a) From Proposition I (iii) we know that the free-trade allocation is Pareto optimal in the one-sector model,

implying that the production-efficiency wedge is zero for all policy instruments. Formally, in the one-sector model
dLCi =0in .
(b) When 77; = 7x; = 1, the consumption-efficiency wedge in is zero for any dC;; and dC;;.

(¢) In the case of heterogeneous firms, we can substitute conditions (E-1)), (E-2)) and (E-3)) into and impose
dLc; =0 and 77 = 7x; = 1 for ¢ = H, F and dW; = 0 for j # i to obtain:

Cij [d(TIjlpjl) —d(r1;' P;y)] = ©,1; dri,

_ L(1—6;3)8::e((e—1)%+e®;)
Where GTIi - (6—1)[(8—1)(1—5;:-‘1-2”(6—2;-‘1-56”{),] > 0'

Similarly, in the case of homogeneous firms, condition can be simplified by setting dLc; = db;; = dp;j = 0
and 77, = 7x; = 1 for ¢ = H, F and dW; = 0. Then, we can use condition (B-29) to get:

Cij [d(ﬂulpﬂ) —d(r;" P;j)] = Lrpidrri + Irxi drx,

where I, 1; = >0 and I p; > 0.

etr® _ er®
T+(2e—1)7¢ T T4+ (2e-1)7¢

(d) This follows from the previous points. m

E.2.4 Proof of Lemma 2

Proof We prove Lemma [2| point by point assuming at each point to be at the free-trade allocation where
TLi =Tri = Txi = 1.
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(a) Using conditions (B-11)), (B-17) and (B-19)) we can rewrite the production-efficiency wedge in as

( c 7L~ 1) dLc; = Erpidrr + Erxidrxi + Erpidrrs,
-

where E,1; = % [(e = 1D)((1—a)(1—20;)+¢) +eP;], EBrx; = —%[(5 -1+ di(a+

20;;(1—a)+e—3))+0;e®;] and E;1; = Loy (8*1)[251‘21'(5“"2)(;i;§;;)(22(5;_01)*24)]*2(1*51‘1‘)51‘1‘8‘1’1' . To see why E.r; >0
it is sufficient to notice that (1 — «)(1 —2;) +e= (1 — a@)(1 — dy) + e — (1 — @)d;;. What remains to show is

that: (i) Erx; <0 and (ii) E,r; < 0.

(i) A sufficient condition for E,x; < 0is E,xi(0;) =1+ 6y(a+e—3)+204(1—a) >0forall 0 <d; <1. In
what follows we show that this is the case.

First, consider that E,x;(d;) is quadratic in d; with FIT/XZ((LZ) = 4(1 — a) > 0 (i.e., the function has a
minimum) and the minimum is equal to min B, x;(6;;) = E, x;(¢,a) = — (1+a)2z;(if';)a)a+52. Second, note that
E,xi(6:;) > 0 for both §;; = 0 and §;; = 1 since E,x;(0) = 1 and E,x;(1) = ¢ — a > 0. This implies that
if £ ;(0) >0 (E.y,;(1) <0), then E,x;(5;) is monotonically increasing (decreasing) and always positive for
0 < §;; < 1. Therefore, the two necessary conditions for E, x;(8;;) < 0for 0 < §;; < 1 are E;Xi(O) =e+a—-3<0
and F;Xi(l) =¢e¢+1—-3a>0,ie, max{l,3a — 1} < € < 3 — a. Hence, the last step to demonstrate that

E.x;i(0;) >0 for all 0 < §;; <1 is to show that EJTWXZ-(E,@) > 0 always when max{1l,3a — 1} < e < 3 —a. Let’s

=M =M =M
call ET)éi({—:) the partial derivative of F_y;(¢) w.r.t. €. Note that ET)éi(a) = ﬁ decreases in ¢ and is greater

than zero as long as € < 3 — a. This implies that E_ y,(¢, «) increases in € in the admissible parameter range.

What remains to do is then to evaluate the sign of E%Q—(s, a) at the minimum admissible range for €. There
are two cases. If & > 2, then € = max{1,3c — 1} = 3a — 1. Instead if a < 2, then ¢ = max{1,3a — 1} = 1. In

4—a(4+a)
W . Note

that Fgﬁ(l,a) >0 for o' < a < a® where o' = =2 — /2 < 0 and o® = —2+2v/2 > 2. As a consequence,

F%(i(l,a) > 0 in the relevant parameter range 0 < a < 2. We can thus conclude that if Ex;(0;;) has a

minimum for 0 < §;; < 1, such a minimum is always positive.

(ii) A sufficient condition for E,1; < 0is E,1;(0;) = —1—8;i(2e +a—4)+20% (e +a—2) < 0 forall 0 < §;; < 1.
In what follows we show that this is always the case.

First, note that F.1;(d;) is quadratic in &;; with E;’Ll((?”) = 4(e — 2 + «a) and its critical point is equal
to Eiwu(aa) = -5 - 8(*+2a+6)' Second, observe that E.1;(0) = —1 < E,;(1) = —(1 —a) < 0. As a

—n il

consequence, if E_;.(d;) > 0, F1;(0;) has a minimum for 0 < §;; < 1 and it is always negative in this range.
Thus, what remains to show is that E,1;(d;) < 0 even when E/TIM((F“-) < 0i.e., when ¢ < 2 — a and E,1;(d;)

has a maximum. Two scenarios are possible. If ¢ > 2 — 3, then E (1) = —4+3a+2 > 0. As a result,

the first case, EJXXZ»(SQ —1,a) =2a—1 > 0 always for & > 2. In the second case, E%ﬁ(l, a) =

E,1:(5;) is monotonically increasing and thus always negative for 0 < §;; < 1. Instead, when 1 < ¢ < 2 — %a,
E,1i(8;) has a maximum for 0 < &;; < 1. Hence, the last step is to show that such a maximum is always
negative. Notice that Ej,(e,a0) =0fore' =1 -1 —a—% ande? =1++/1—a— 5. It is easy to see that
el <1 and that £2 > 2 — %a, ie., Eﬁ/[m(s, «) never changes signin 1 <e <2 — %a and 0 < a < 1. To complete
—M
the proof it is then enough to show that £ ;,;(e,®) < 0 at one point in our interval. For example, if o = 0.5,
—M
e=12<2-3aand F,;(1.2,0.5) = —0.49 < 0.
(b) Tt is easy to see that the consumption-efficiency wedges in are zero for all policy instruments when

Tri = Tx; = 1.

(¢) At the free-trade allocation we can use conditions (E-4)), (E-5) and (E-6) and impose dW; = 0 and 77; =
7x; = 1 for i = H, F to rewrite terms of trade effects in (38) as:

Cij [d(TI_]lPﬂ) — d(TI_iIPi )] = ZT[idT[i + ZTXidTXi + ETLidTLi7 (E-?)
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_ Lei(1=6:)[(1=d:s)(e—1) (A —a+(e—1+a)28:;)+0::£Pi]

where ¥, = =26, )2 (e=1)2 Yo = LCi(l—éu)[(E(Iilgii)iz—(i?5‘32—1)-"—62511‘1’“] and
2
Yoxi = LCi(l—‘sw)[(5—1)(5m+26(13113(7526.1.))-§221r(11)(21 51@))(1—25%1)”5”5@’]. If is easy to show that ¥,7; < 0 in the relevant

parameter range. To see why X7, > 0 it is sufficient to observe that € — «(26;; — 1) > 0 for all 0 < §;; < 1.
Therefore, what remains to demonstrate is that ¥, x; > 0.

A sufficient condition for X, x; > 01is X, x;(8:i) = 6i + 202 (e — 1) + (e + (1 — 6;)) (1 — 28;) > 0 for 0 < §;; < 1.
First, consider that ¥, x;(d;) is quadratic in d;; with i:xl-(&i) = 4(e — 1+ ) > 0 i.e., the function has a

de(ate—1)—(14a)?
8(e—1+a)

Yoxi(0) =e+a>e—1=Xx(1) > 0ie., Y,.x4(;) is positive at both ends of the relevant interval.

Then, there are two cases. If ¢ < 352

decreasing and always positive for 0 < §; < 1. By contrast, if ¢ > 252, then EIT +i(1) > 0 implying %, x; ()

reaches a minimum for 0 < §;; < 1. However, when ¢ > ?’_TO‘ then ¥_v,(0;) > 0. Indeed, in this case

de(a+e—-1)—(14+a)?>452%(a+252 -1) - (1+a)? =2(1—-a?) > 0.
(d) Combining the effects found at point (a), (b) and (c) we find that can be rewritten as:

minimum and this minimum is equal to min %, x;(6;;) = X, x;(6:) = . Second, observe that

E/TXi(l) = 2+ a—3 < 0 implying X,x;(6;;) is monotonically

1
dU; =— KE i 1> dLos + Cyi (d(r; Pya) = d(ThlP”))]
=—[Erndrr + Erxidrx; + Erpidrr; + Srndrn + S xidrx + Srridrr)

=T [Qrridrri + Qrxidrxi + Qrpidreril (E-8)

Lci(1-04i)[6iie—(26i:—) (1~ _ Lei(1=68:)[(1—28;)(1—a)— (184 _
el (2)1[5”_61)((5 0 W=l gy > 0, Q. = 2o )[((25“_1))((5 1)) U=l — 0 and Q,,; =
LC’i[(l 25u)( ) (1 511)

@0i-1(e=1) <0 iff d;i > 1/2. To see why this is the case first note that the denominators of all
these coefficients are positive iff ;; > 1/2. Moreover, the numerator of ,; is always positive since d;; > 26;; — 1
for d;; < 1, while the numerators of ), x; and §,7; are always negative since 1 —20;; <1 —9;; and 1 —a < ¢
and as a consequence (1 —20;;)(1 —a) — (1 —0;)e <0. m

where Q,; =

E.3 Strategic Trade and Domestic Policy

In this section we prove Propositions [6] [7] and [§] which state the main results on strategic policies when all
policy instruments (Proposition @ or only labor taxes (Propositions [7| and [§]) are available. In both cases, we
solve the Nash problems using the total- differential approach described in Appendix |Bl We focus on symmetric
Nash equilibria in the two-sector model for which o < 1 and W; = W; =1 for ¢,j = H, F.

E.3.1 Proof of Proposition [6]
Proof We prove Proposition [f] point by point.

(a) First, we write the differential of the terms-of trade effect in in terms of dL¢;, dCy;, dCy;. For this
purpose, we use the differentials of the equilibrium conditions derived in Appendix — imposing symmetry
and the restrictions drp; = drp; = dr7; = d7x; = 0 — to evaluate each component of the terms-of-trade effects
as decomposed in . In particular, we use: conditions (B-15) and (B-16]) for term (ii) (differential of the
amount of labor in both countries allocated to the differentiated sectors); conditions ) and ( - jointly
with the fact that dd;; = d5“ for term (iii) dlfferentlal of the average-profit shares in the export markets) and

conditions (B-3)), (B-6) and (B-10) for term (iv) (differentials of the export productivity cut-offs). Finally, we
employ (B-11f), (B-17)) and B 19)) to substltute out drp;, drr; and dtx; to obtain:

Cjid(TI_jlpji) — Cijd(TI_ilpij) = ECiidOiz’ + ECiijij + ELCidLC'L (E—g)

where:
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(efif) =T TLiTx
(Leibis) =T diile — 1)
(€ — 1)[(1 — 04)(6 — 6ii)7-Li(6ii =+ (1 — 5ii)TIiTXi) =+ aéh(e — 1) + OéE(l — 5ii)TLi7'Xi] =+ (5”‘5[04 + (1 — Oé)TLi]‘I)i

Yo = —

Sisla+ (1 — )] — (1 — 0u)mamxala + (1 — @) (1 — 83 7r] — E=ERE 5[0+ (1 — a) 7]
> _ (Efz'j)ﬁTijTLiTXi
Cij = 1
(Lei(l = 0i4)) =T wij
[(e — 14 8u) (@ + (1 — a)diirri) — (1 — dip)(ae + (1 — @)(1 — §i5)7ra)mrixi — HEEZERD (1 — @)y + )]
(6iH — 1) (e = 1) = 0sie[(1 — a)7ri + (e — 1 + @)
TLitxi | (€ = 6i) =971 (85 + (1 — 03a)Tramxs) + @by + a=S5 (1 — 053)TriTxi + bii e=qyz (a + (1 — )7 s
5i¢(a + (1 — Oé)(siiTLl') — (1 - 6Z‘i)TLiTX1‘(OZ + (1 - Oz)(l - (S“)T]l) - 6fi (Oé + (1 — OZ)TLi)(E -1+ (I)l)

€

Yrci =

where Y¢ii, Ycij, and Xrc; have been simplified using equations —. Moreover, IT = (1 — §;;)(a + (1 —
a)7r)TLiTxi and H = a4+ (1 — ) 7ri[6i + (1 — 6::)71i7x4]. Condition (E-9) allows us to write as follows:

1
dU; =— |:(1 — TXi)PZ‘Z‘dC“' =+ (T[i — 1)7—[;1Pijdcij =+ (gf:-lTLiTXi — 1) dLc; + Cﬂd(TFJIPﬂ) — Czjd(TMIRJ)]

I;
1
=T [EciidCi; + EcijdCij + EpcidLC; + X c4dCii 4+ Xc4ijdCij + EpcidLo)
1
=7 [QcidCii + Qei;dCi + QreidLes) (E-10)
K3

where Ecyi = (1 — 7x4)Pu, Ecij = (t1i — 1)17;'Pyj, Erei = =57m0imxi — 1, Qci = Ecii + Sci, Qcij =
Ecij + Xcij, and Qpcoi = Epci + Xpci- Condition (E-10]) corresponds to condition in the main text.

(b) The constrained problem in can be reduced to a maximization problem in 25 variables (22 endogenous
variables plus 3 policy instruments) subject to the equilibrium conditions —. In point (a) we showed how
— once combined with the total differential of the equilibrium conditions — the total differential of the objective
of the individual-country policy maker can be rewritten as in 7 i.e., as a function of 3 total differentials
only, namely dCy;, dC;; and dLc; with ¢ = H, I and ¢ # j. The number of policy instruments available to the
individual-country policy maker is also 3. This implies that at the optimum condition must be equal to zero
for any arbitrary perturbation of dCj;, dC;; and dLc; . Indeed, given any arbitrary perturbation of dCy;, dC;;
and dL¢; the total differential of the 22 equilibrium conditions allows us to determine all the total differentials
of the other 22 variables. Put differently, at the optimum all the wedges in must be zero, i.e., in the Nash
equilibrium Qrc; = Q¢ = Qci; = 0. In what follows, we simplify each of these wedges even further to make
them tractable.

First, consider Qcij = Ecij +Xcij. Using and imposing symmetry, the consumption-efliciency wedge Ec;;
in can be written as:

(Tri — 1)(5fij)5%157'ij7Li7'Xi
(Lei(1 = 8i)) =T (e — 1)y

Eci; =
Then, recalling condition (E-9) we obtain

ﬁCz‘ﬂijTLﬂxi(sfij)ﬁ
0ii(e = D)(Lei(1 = 6:3)) =7 [(65H — ) (e — 1) — 656((1 — @) + @) (e — 1+ ®;)]

Qcij =

where
Qcij = (e—1)((e = 1)(1 = 65)H + e713(6;H — 1)) — 0y5e(e — 1+ @) (1 — &) 7pi + @) (e —e + 1), (E-11)

Second, consider Q¢ = Ecy + Xow. Again using , the consumption-efficiency wedge E¢y; in (E-10]) can
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be simplified as:

1
(Txs — 1)(efi) =T eTLi
(LCi(sii)ﬁ(E —1)pis

Eci =

Therefore, by (E-9)

ﬁCii(gfii)ElﬁTLi(LCiéii)iﬁ(5 — 1)72901‘_1'1
dii(a + (1 — a)ditri) — (1 — 03i)Trimxi (o + (1 — ) (1 — 844)715) — 7(6_5%{}7")6(04 + (1 —a)7rs)

Qcii =

)

Qcii = (1 —7x4)[e(e — D) (0si(a + (1 — a)dsmri) — (1 — 635)Trimxi(a + (1 — ) (1 — 8:)711))
— (e =1+ ®)*(a+ (1 — a)71)]
—7xil(e = 1)(e(1 = )1ri (05 + (1 — 03s)Trimxs) — (1 — )0ss7rs (s 4 (1 — 04s) TriTxs)
+ ady(e — 1) + ae(l — 6)7mriTxi) + due(a+ (1 — )71r:) D] (E-12)

Finally, consider Qrc; = Frci + Xnci- Combining the production-efficiency wedge in (E-10) and condition
(E-9) we obtain:

Qroile —1)7!
(5“‘(0[ + (1 — Oé)éiiTLi) — (1 — §ii)TLiTXi(a + (1 — Ol)(l - 67.1)7_11) - gii (Oé + (1 - OA)TLZ')({:‘ -1+ (I%)

Qreoi =

where
QLCi = (5”(5 — 1)TLi7—Xi[a + (1 — Oé)TLZ‘((S“‘ + (1 — 5ii)TliTXi) — E(Oé + (1 — Ot)TLi)]
— (6 — 1)[5”(06 + (]. — ()é)(siiTLi) — (1 — (5”‘)7'1/7;7')(2'(0[ + (]. — a)(l — 5“)7'[1) — (5”'5(& + (]. — Ck)’TLl')]
— (timxi — D)due(a+ (1 — a)71:) ®; (E-13)

Notice that from (E-11)), (E-12) and (E-13)) we can conclude that Qrci = Qcii = Qcij = 0 iff Qroi = Qi =
ﬁCij =0.

(¢) For the case of homogeneous firms see |Campolmi et al.| (2014). For the case with firm heterogeneity, first
recall that from point (b) in the Nash equilibrium

Qrei = Qeii = Qeij =0, (E-14)

where Qrci, Qcii, and ﬁCz‘j are defined in , , and . These wedges are functions of 8 variables
only: Tri, Tri, Txi, Piir Pij, Pii, Pij, and 6;. Observe that once we impose symmetry and we take into
account that 6;; = 1 — d;; also conditions — are functions of these variables only. Therefore, we can fully
characterize the symmetric Nash equilibrium using the 3 conditions in jointly with the 5 equilibrium
equations @—. In what follows we use the superscript N to indicate that a variable is evaluated at the Nash
equilibrium.

To prove point (c¢), we proceed in 3 steps. First, we show that in the Nash equilibrium it must be the case
that Tiv = % Second, we show that Qpc; > 0 always when 7x < 1 and 71, = TL{V. Therefore, when a Nash
equilibrium exists it must be such that 7§ > 1. Finally, we show that QCU < 0 always when 77 > 1, 7x > 1
and 77, = 7. Hence, when a Nash equilibrium exists it must be such that 7/ < 1.
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(1) We use Qrci = Qcii = 0 to solve for 7, and 7; and we obtain two sets of solutions, (17, 71) and (72, 77):

e—1

L (1= a)d%(e(1 —7x) + 7x) — aeTx + dye((e — 1+ a)rx —€)
(I —a)(1—08;)7x[e(1 —6i) + duTx (e — 1)]

(51'2'5(8 -1+ Oé)(E(TX — 1) — TX)q)i

=

+ (1 — Oé)(l — 5“)(6 — 1)27')([8(1 — (S“) + 5”'7')((6 — 1)]
2 1+e(e—24+9;)
L= 7Y D1 — a)(e —0u) +all —0)mx] + (1 — a)ed;
2 07
=T l-«a

Note that 77 < 0, which is outside the admissible range for 7;. Thus, the only possible solution is (T%i ),
implying that when a Nash equilibrium exists, it must be that Tiv = 5;—1 We can thus substitute Tév into Qp¢i,

_ — ) . =N =N =N . .
Qcii, and Qc;; (labeling these expressions 17 o;, Q¢y;, and Q,; respectively) to obtain:

N N 3
Qrei = Qe + Qe

where

ﬁfw = (e — 1)?[65i(e — (e = D71x)(e — (1 — @)85) + dsi(e — Drx (1 — @) (1 — 63)777x)
+e((1 = di)(a+ (1 — a)(1 = 6i)71)7x)]

Qo = 6iie(e — 1+ a)(e — (e — 1)7x)P;

ﬁgfij =(e—1)[6ue—1+a)(e(l — 1) — 1)+ dumr(ae + (e — (1 —a)) + (1 —6i)(e — 1) (a + & '6;4(1 — a) (e — 1))
+(1 —0:)(e — D17y (5_1(1 —a)e—1)(1—-¥9y)—a—(1—a)(1 - 5“')7'1)}

g, = 6isle — 1+ a)(e(1 — 1) — 1),

N —N . =N =N .
Note that Q¢,;; and Qp; are collinear. In the next steps we thus use only Q. and Q,; to characterize the
Nash equilibrium for the remaining two instruments, 7§ and V.

(2) First, observe that € — (¢ — 1)7x > 0 iff 7x < -=5. This implies that when 7x < _=5 then both ﬁijCi >0

and Qi)&; > 0. Therefore, ﬁfw > 0 for all Tx < implying that there cannot be a Nash equilibrium in

£

1
this region as it will never be the case that Q;-; = 0. Thus, in the Nash equilibrium it must be the case that
R > =5 > L

(3) What remains to show is that 7V < 1. We prove this by contradiction. Assume 7V > 1. In the previous

. . . . =P

point, we already showed that 7§ > 1, thus if 7 > 1 also 7V7% > 1. First, consider that Qci; < 0 when
7N > 1. As a consequence, a necessary condition for the Nash equilibrium to exist in the region 71 > 1

. . N . N .
is that there exist a 77 > 1 such that Qg,; > 0. To see whether this is the case, observe that (g,; is
linear in « since d;; (as implicitly determined by conditions —) is independent of . Moreover, when

a=0 ﬁg@j = (e = 1)?[-6u(1 — & + e(r1 — 1) (e — 633)) — (1 — 6:5)%(1 + (77 — 1))777x | < 0 while when o = 1,
ﬁéfij = —(e — 1)?[(rr7x — 1)(1 — 6;;) + dise(r7 — 1)] < 0. This implies that ﬁéfij < 0 for all 77 > 1. Therefore,
ﬁgij < 0 for all 77 > 1 which contradicts our original hypothesis of a Nash equilibrium with 7V > 1. Thus, if a
Nash equilibrium exists it must be such that 7V < 1. =
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E.3.2 Proof of Proposition [7]
Proof We prove Proposiiton [7] point by point.

(a) When only labor taxes are available 77; = 7x; = 1 and drp; = drx; = 0 for ¢ = H, F. Therefore, the
consumption-efficiency wedges in are absent. Hence, to prove this point it is sufficient to rewrite the
term-of-trade effects as a function of dL¢; and then to add them to the production-efficiency term. For this
purpose, we follow the same approach used in point (a) of Proof We use the differentials of the equilibrium
conditions derived in Appendix[B.2.2]to evaluate each component of the terms-of-trade effects as decomposed in
(38)) with the difference that in this case we do not only impose symmetry and drr; = dr; = dry; = drx; =0
but also the restrictions dr;; = drx; = 0. Moreover, given these 3 restrictions and the system of 3 equations
(([B-11), (B-17)), and (B-19)) in 6 variables (drr;, d7y;, drxi, dLci, dCi;, dC;;) we are able to express drr;, dCj;,
dC;; as a function of dL¢; only. This allow us to obtain:

with:
5, = L= 0ot (1= )7 (@20 = (A +e(ri = 1)) —emni) = Wac(a+ (1= )ma)®] )0
T (5 — ]-)Edz
Ydi = (E 1) [( — )(1-}-2(5”‘(8—1))(Oz+(1—a>TLi)+(1—a)(1—2(5ii)(a(TLi _1>_6iiTLi)]
+2(1 = 65)0ue(a+ (1 — )7L P4 (E-16)
Then, in this case case condition can be simplified as:
1 €
dUi :Ti c_ 1TLi -1 dLCi + Cjidpji — Cideij
=T [E dL¢; + X;dLey]
?1 dLci (E-17)

(2

where Q; = E; +X; and E; = =571; — 1. Condition (E-17)) corresponds to condition in the main text.

(b) Characterizing the Nash problem when only labor taxes are available means solving the constrained problem
in imposing 77; = 7x; = 1. The problem can be reduced to a maximization problem in 23 variables (22
endogenous variables plus 1 policy instrument) subject to the equilibrium conditions —. In the previous
point we showed how to rewrite the total differential of as in namely as a function of one total
differential only, dL¢c;. The number of policy instruments available to the individual-country policy maker is
also one. This implies that at the optimum condition must be equal to zero for any arbitrary perturbation
of L¢; since for any arbitrary dL¢; the total differential of the 22 equilibrium conditions allows determining all
the total differentials of the other 22 variables. Put differently, in the Nash €2; = 0. Note how we can rewrite
Q; as:
0=t

(e —1)Za

where
= (- D[ +e(rmi — 1)L = 6:i)(1 — a+28;5(c — (1 — ) (e + (1 = )71)
(1 — Oé)(l 2(5ii)(a(TLi — 1) — 5ii7—Li)) — (1 — 5”)(04 + (1 — Oé)TLi)ETLi]
+2(1 = 6)0ue(a+ (1 —a)mri)(e — (1 — @) (7 — 1), (E-18)
Given this last condition we can conclude that Q; = 0 iff Q; = 0.

(c) For the homogeneous case see (Campolmi et al| (2014). For the heterogeneous case first, note that Q; is
a function of 6 variables: Tr:, @i, Vij, Pii, Pij, and ;. Second, under symmetry and when 77, = 7x; = 1,
the equilibrium equations — give us 5 conditions, which provide a solution for @, vji, Yii, ©ji, and dy
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independently from 7,;. Hence, condition -
;=0 (E-19)

jointly with conditions — allows us to fully characterize the Nash equilibrium when only the labor
tax is available. For what follows, note that £2; can be conceived as a quadratic polynomial in 77, (called
Q;(;)). Differently from the Nash problem with all instruments, the symmetric Nash-equilibrium policy
will not affect the profit-share from sales in the domestic market and thus J;; can be determined indepen-
dently of 77;. Moreover, Q;(0) < 0 for 0 < d;; < 1 and ©;(0) = 0 when §; = 0 since Q;(0) = —(¢ —
1)2Oé [(]. - 5”)(1 -+ 25”(04 +e— 1)) - (]. - 2(5”)(1 - O[)}—20[(1—5ii)5ii6(a+6—1)¢2’ and both ].—(5” > 1—2(5”
and 1 —a+26;;(a+e—1) > 1—a. In addition, ;(521) = —(1—6;;)(a+e—1) [(e = 1) + 20, (v + £ — 1)®;] e~ 1.
Hence, (== &1y <0 for 0 < 8 < 1 and ﬁz(%) = 0 when é;; = 1. Moreover, observe that €;(1) = (26; —
1)(e —1)[(1 —6is)(e — 1 + @) + 6;(1 — a)]. As a consequence, Q;(1) > 0 iff 6;; > 1. Finally, take into account
that Q) (71:) = 2(1— a)dse [(€ — )i (61) + 2(1 — 6 (a + £ — 1)®;] where @, (6;3) = 20;4(2—a — ) +2e+a —3
is linear in d;; and can be characterized as follows: w;(0) =2¢e +a -3 >0iff ¢ > ?’_TO‘, w;(1)=1—«a >0 and

w;(0;;) > 0 iff §;; > % Now, we are ready to prove points (i)-(iii) point by point.

(i) Consider the case &;; > 1. This implies that €;(1) > 0. Recall also that Q;(7z;) is quadratic, with

Q; (O) < 0 and Q;(¢%) < 0. Then, on the one hand there exist only two zeros of Q;(71:). On the other hand,

if Q (TLl) > 0 and Q (71i) is convex, these zeros are such that TL < 0and &= < TL < 1. However, 77, > 0
by assurnptlon Hence, as long as 6;; > 2 5 and Qi (i) > 0 there exist a unique symmetric Nash equilibrium,
namely £+ < 7N = 72 < 1. Therefore, what remains to show in order to prove point (c) (i) is that ﬁ//(TLZ) < 0
when d;; 2 . Note that if £ > 32 then by linearity ;(d;;) > 0 for all 0 < §;; § 1. Instead 1f e < =52
then w;(d;;) > 0 for all % < 4;; < 1. However, we can show that % <3 Indeed
% 1 iff 2;1; 2 < land e +a—2 < 0 when ¢ < 252, Therefore, in thls case % < L iff

2¢ + @ — 3 > £ + a — 2. This inequality holds since € > 1. As a consequence, w;(d;;) > 0 for all % <6y <1,
which implies that Q;(7z;) is convex in this parameter range.

(if) Now consider the case §;; < 1. In this case Q;(1) < 0. In the previous point we have already argued that

Q;(7r;) is convex when either & > —a or when 22te=3_ < 4. < 1 and e < 352, Since Q;(11;) is quadratic

2(e+a—2)
Q;(0) < 0and Q;(5=1) <0, there eX15t two zeros of Q;(7r;) such that 71 <0 and 73 > 1. Again, we can exclude
71 < 0 since 77, > 0 by assumption. As a consequence, there exists a unique symmetric Nash equilibrium with
N=r2>1.
(iii) Finally, consider the case 0 < §;; < % and € < ?’_TO‘ When this is the case w;(d;;) < 0, and
one cannot determine whether Q;(7r;) is convex or concave, implying that one cannot characterize the Nash
equilibrium. Thus, all of the following cases can happen: non-existence of a Nash equilibrium, a unique Nash

a 2et+a—3
equilibrium with 7V > 1, two Nash equilibria. Note that (2(558“*2)) = _Z(Ei;i2)2 < 0, implying that the
cutoff point for w;(d;;) < 0 decreases with e. Indeed, limeﬁli—Ta % =0 and lim._,; % = % [ |

E.3.3 Proof of Proposition
Proof I We prove Proposition [§ point by point.

(a) First, consider the case of heterogeneous firms. According to Proposmon when 6;; 2 and only domestic
policies are available any symmetric Nash equilibrium is such that <= L < TL < 1. Hence, a sufH01ent condition
for the Nash allocation to entail higher welfare than the free-trade allocation is that in a symmetric equilibrium
individual-country Welfare is monotonically decreasing in 77;. In other words, we need to demonstrate that in a
symmetric equilibrium 4 p— Ui < as long as 77; > £=L. To show this result, first observe that dU = dU - dELCZ.
Second, consider that the total differential of the utlhty in 1.) can be written as in condition Then if we
combine this total differential with the total differential of and (14| . departing from a syrnmetrlc allocation
we get:

P. P. 1
dU; = —="dCi; — =+dCyj + ——dLc;
U, 1. C T, C’JJr T, C
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Moreover, it can be shown*!| that under symmetry dC;; = fcl ﬁch,» for 7,j = H, F. By substituting these

conditions into the differential above and taking into account conditions and we obtain:

1
dUl = — (&ji]_TLi - 1) dLCz (E—QO)

This last result follows directly from the fact that symmetric deviations of the labor subsidy from a symmetric
allocation do not have an impact on the cut offs ¢;; and on the market shares d;;, implying that terms-of-trade
effects are zero. Moreover, consumption-efficiency wedges are also zero since import tariffs and export taxes are
absent. Hence, changes in welfare in condition are equal to the production-efficiency effects only. Finally,
it can be shown that:

dLCi _ (1 — OZ)LCi < 0
drr; Oé-‘rTLi(l—Oé)
This allows us to conclude that jﬁf = —% (EflTLi — 1) #gla) <0 as long as 77; > % Moving to the

homogeneous-firm set up, it is easy to show that when starting from a symmetric allocation condition (E-20)

still holds. Moreover, |(Campolmi et al|(2014) have already proved that also in this case ‘ZQC? = % < 0.
L1 TLi

e—1
I

(b) In point (a), we just showed that % <0 as long as 7; > and independently of the value of §;;. As

a consequence, according to Proposition E when 6;; < % , the symmetric Nash equilibrium is welfare dominated
by the free-trade allocation.

(c) By taking the the differential of conditions , and @D with respect to f;; and 755, it can be shown that:

— 14 ®;)8;(1 — i D6 (1 — )i, "5,
daii — (E + 1)6 ( 6 l)dTij + ( )SD J 90 J
Tij (e—=1)fi

which confirms that d;; is monotonically increasing in both 7;; and f;;. ®

dfi;,

44The proof is available on request.
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