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Mathematics of Generalized Versions of
the Melitz, Krugman, and Armington
Models with Detailed Derivations

By EDWARD J. BALISTRERI® AND DAvID G. TARRP

We provide detailed textbook style mathematical derivations of an extended version
of the heterogenous firms model of Melitz (2003), as well as the Armington (1969)
and Krugman (1980) models. Our model of heterogeneous firms extends the model
of Melitz (2003) by allowing multiple sectors, intermediates, heterogeneous regions
based on data, labor-leisure choice, initial heterogeneous tariffs, multiple factors
of production, the possibility of sector-specific inputs and trade imbalances based
on data, and we incorporate global and unilateral tariff policy shocks. Although the
models in this paper are extensions in numerous directions of the Melitz trade model
of heterogeneous firms, the pedagogical approach in this paper should substantially
facilitate the accessibility of the applied heterogenous-firms model of international
trade. Balistreri and Tarr (2022) apply these models to GTAP data where they assess
the relative welfare impacts in the Armington, Krugman, and Melitz style models
of trade cost reductions in eighteen model variants. This paper documents the equa-
tions of those models, and we hope it will be a clear roadmap for understanding
and constructing modern multi-sector, multi-region international trade models that
must be fitted to data.
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1. Introduction
1.1 Motivation

This paper serves two purposes: (i) to document the extended versions of the
Melitz, Krugman, and Armington models of Balistreri and Tarr (2022) by provid-
ing the mathematics of the computer code; and (ii) to provide detailed, pedagogi-
cal mathematical derivations of those models to facilitate understanding.

The seminal contribution of Melitz (2003) has contributed to the substantial
expansion of both theoretical and empirical investigations of the impacts of het-
erogeneous firms in international trade. For applied policy modeling, however, it
is necessary to extend the Melitz model in numerous directions. Our models with
heterogeneous firms allow numerous policy relevant extensions of Melitz (2003),
including: multiple sectors, intermediates with sector use shares based on data,
heterogeneous regions based on data, labor-leisure choice calibrated to estimates
of labor supply elasticities, tariff data based on actual tariffs (as well as iceberg
trade costs), multiple factors of production, sector-specific inputs and trade im-
balances based on the data.

Our approach to the model with heterogeneous firms is in the style of Melitz,
for example, variables like firm productivity, prices and quantities are continu-
ous, there is a fixed cost of entry that must be paid prior to knowing the firm'’s
productivity, there is a fixed cost of selling in any market, and the free-entry con-
dition is the expected value of profits are zero in the steady state with a death
rate of firms. The mathematical derivations are especially detailed regarding the
extended version of the heterogenous-firms model of Melitz (2003), but this paper
also provides detailed derivations of the Armington (1969) and Krugman (1980)
models. Comments we have received on earlier drafts have indicated that even
though our version of the heterogeneous-firms model is considerably more gen-
eral than Melitz (2003), our detailed derivations have made that model more ac-
cessible. We hope this will be a clear roadmap for understanding the theory of
modern multi-sector, multi-region international trade models that must be fitted
to data.

Conceptually, we define a full policy model which includes all data, model
variants and policy instruments. Then many of the various model variations may
be thought of as special cases of the general model. For example, the general
model allows labor-leisure choice and sector-specific factors, where the share of
primary factors that are sector-specific may range from zero to one. Then the
model without sector-specific factors is a special case of the general model where
the share of primary factors that are sector-specific is zero; and the model with no
labor-leisure choice is a special case of the general model with perfectly inelastic
supply of labor.

The mathematics we lay out shows there is a subset of the equations that con-
tains equations common to the Armington, Krugman, and Melitz models. In
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these common equations, the prices of goods are interpreted as either Armington
or Dixit-Stiglitz price indices, with associated quantities available for absorption
in the economy. Beyond the equations that are common across all models, there
are some equations that are specific to the Krugman-style model and a slightly
larger set that are specific to the Melitz style model.

The remainder of this introduction is structured to provide additional con-
text for the models and their importance in contemporary analysis. In section
1.2 we summarize the key results of Balistreri and Tarr (2022). Our intent is to
highlight the importance of structure for welfare analysis of international trade
and motivate the reader to learn the details of our generalized version of the
heterogeneous-firms model. We survey the literature on the mathematics of the
three model structures we consider in section 1.3. In section 1.4, we explain that
our generalized heterogeneous-firms model allows us to explain not only the typ-
ical situation, where a minority of firms export and most firms only sell in their
home market, but also situations where some firms export without selling in their
home market. In section 1.5 we outline the body of the paper in terms of sections
and purpose.

1.2 What Model Features Indicate Different Welfare Gains Across the Structures?

To demonstrate the value of the generalized approach adopted, we begin with
a discussion of what model features distinguish the welfare gains between models
based on Melitz (2003), Krugman (1980), and Armington (1969). The well-known
paper of Arkolakis, Costinot, and Rodriguez-Clare (2012) found that in a single-
sector stylized model, in response to a global reduction in iceberg trade costs,
the welfare gains in the Armington, Krugman, and Melitz models are equal, pro-
vided the trade responses are equalized based on a gravity estimate.” Costinot
and Rodriguez-Clare (2014) showed that with intermediates in the model, the
monopolistic competition models yield larger gains than the Armington model.
Balistreri and Tarr (2022) produce a comprehensive welfare comparison between
Armington, Krugman and Melitz style models based on 18 model variants. They
assess which model features and policy instruments are important to distinguish
the welfare gains from changes in trade costs in Melitz, Krugman or Armington
style models. In Table 1 we summarize the aggregate results of Balistreri and Tarr
(2022).

Define A, K, and M as the global welfare gains from a reduction of trade costs
in the Armington, Krugman, and Melitz models, respectively. Results are shown
in columns 2-4 for holding trade responses equal across the three model structures

! Stylized model features are: one sector; one primary factor; no intermediates; no labor-
leisure choice; no initial tariffs; iceberg trade cost policy shocks; and multiple regions with
balanced trade in all regions.

2 See Balistreri and Tarr (2021) for a review of the literature on the relative welfare gains
in the Armington, Krugman, and Melitz models.

68



69

Table 1. Relative welfare gains measured in global equivalent variation: Armington gains indexed at one.

Krugman Share of

Relative Welfare Gains Melitz gains above Relative Welfare Gains
(trade responses equalized) Armington (trade responses NOT equalized”)
New or
Known Armington Krugman Melitz Armington Krugman Melitz
Result
1 2 3 4 5 6 7 8
A K M _— M _—
o L - o M =50 _ K-A A_ K _ o =50
I Global 10% reduction in iceberg trade costs adjusted adjusted 0= 458 S= 14 o” =558 o™ =558 0= 458
A.One-Sector Model K/A M/A K/A M/A
1.stylized model features? Known 1 1 1 1 1 1 1
2.stylized model with trade imbalances® New 1 1 1 1 1 1 1
3.stylized with labor-leisure choice? New 1 1.06 1.07 0.87 1 1.06 1.07
4.stylized with an intermediate good Known 1 1.35 1.43 0.82 1 1.35 1.43
5.stylized with an intermediate good and New . 161 179 078 . 161 179

labor-leisure choice

B.Four-Sector Model

(one primary factor, no labor-leisure choice)
6.with one aggregate intermediate good Known 1 1.38 1.47 0.80 1 1.40 1.49
7.with Cobb-Douglas demand for

4 intermediate goods New 1 1.55 1.72 0.76 1 1.59 1.76
8.with CES demand for 4 intermediates (o7 = 0.5) New 1 1.20 1.24 0.84 1 1.22 1.26
C.Four-Sector Model
(includes intermediates (07 =0.5) and tariff data)
9.with 1 mobile primary factor New 1 1.18 1.22 0.83 1 1.21 1.25
10.with 3 mobile primary factors New 1 1.18 1.21 0.83 1 1.21 1.24
11.with 3 primary Afz}cfors with one of them (capital) New . 116 120 083 . 118 121

20% sector-specific
12.with 3 mobile primary factors and

labor-leisure choice New 1 1.26 1.32 0.82 1 1.28 1.34
D.Policy Model®
13.Policy model except no labor-leisure choice New 1 1.12 1.13 0.88 1 1.15 1.16
14.Policy model New 1 1.17 1.20 0.87 1 1.20 1.23

II Tariff Changed: Movement to Global Free Trade
15.Policy model except no labor-leisure choice New 1 1.66 1.69 0.95 1 2.55 2.63
16.Policy model starting from uniform tariffs New . 6 6 3 . a1 6
no labor-leisure choice © 40 467 003 5 57
17.Policy model New 1 1.97 2.08 0.90 1 3.08 3.26
III Uniltaral Increases in All Tariffs to 25%
all ten six out of seven out of all ten six out of seven out of
18. Sign of the welfare change in the policy model New regions ten regions ten regions regions ten regions ten regions
positive negative negative positive negative negative

a Central elasticities equilibrate trade responses in the one-sector models, but not the multi-sector models.

b Stylized model features are: one sector, one primary factor, no intermediates, no labor-leisure choice, no initial tariffs, iceberg trade cost policy shocks, and multiple regions with balanced trade in all regions.

¢ All additional models contain data-based trade imbalances.

d This extends Balistreri, Hillberry, and Rutherford (2010) and Arkolakis and Esposito (2014) result to holding the trade responses equal and to a comparison of Krugman to Armington.

e Policy Model includes nine sectors, labor-leisure choice, one sector-specific and two mobile primary factors, initial data-based tariffs and trade balances, CES demand for intermediates with data-based shares and
elasticity of substitution of 0.5, and 10 heterogeneous regions. The monopolistic competition models contain four Armington and five monopolistically competitive sectors.

Source: Balistreri and Tarr (2022).
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and in columns 6-8 for not holding trade responses equal.3 In all model variants
beyond the stylized one-sector model of Arkolakis et al. (2012), the global wel-
fare gains from the global reduction in iceberg or tariff costs, the Melitz structure
produces the largest welfare gains and the Armington model produces the least
welfare gains.4 In these 15 model variants, the ratios of welfare impacts of columns
2-4 are bound as follows: (1.07)A <M < (4.67)A and (1.06)A < K < (4.06)A.
The Armington model understates the gravity-consistent welfare gains in the mo-
nopolistic competition models by between six percent and 367 percent depending
on the model variant.

The most important data and model features that increase the gains under
monopolistic competition relative to the Armington structure are labor-leisure
choice and intermediate inputs with intermediate shares based on input-output
accounts. Further, labor-leisure choice interacts synergistically with intermediates.
The marginal impact of labor-leisure choice on the relative gains in the monopo-
listic competition models compared to Armington is more than three times larger
in the presence of intermediates. Models that exclude intermediates and labor-
leisure choice will find welfare results in the Melitz and Krugman models much
closer to Armington.

When evaluating unilateral tariff changes, market structure is especially im-
portant. For each of the the model regions separately, Balistreri and Tarr (2022)
evaluate unilateral tariff increases to 25 percent of all tariffs below 25 percent. In
the Armington model, they estimate welfare gains for all regions due to terms-
of-trade gains. On the contrary, in the Melitz or Krugman models they estimate
welfare losses for most of regions because the product variety and productivity
effects of the monopolistic competition models work in the opposite direction of
the terms-of-trade effects. These results show that the monopolistic competition
models typically lower the implied optimal tariff compared with the Armington
model and move the policy conclusion away from protectionism. The analysis of
Caliendo and Feenstra (2022) and Balistreri and Markusen (2009) provide addi-
tional intuition and evidence consistent with this result.

Other that the first two stylized models of Table 1, we have M > K > A. For
these models, define the parameter: 0 < S = 4=4 < 1. The closer S is to one,
the closer are the results of the Krugman model to the Melitz model. Table 1,
column 5 shows that, beyond stylized models, 0.76 < S < 0.95 indicating that the
estimated welfare gains of the Krugman model are much closer to the estimated
welfare gains of the Melitz model rather than the Armington model. This suggests
that the variety effect (which is present in both monopolistic competition models)

3 See Balistreri and Tarr (2022) for a discussion of how they address the issue of whether
trade responses should be held equal and for a more comprehensive review of the welfare
comparison literature.

4 One exception is when we introduce a non-zero trade balance in an otherwise stylized
one-sector model consistent with Arkolakis, Costinot, and Rodriguez-Clare (2012).
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is quantitatively more important than the productivity gains from the selection
effect of the Melitz model in differentiating the welfare gains of the monopolistic
competition models from Armington.

On the other hand, Balistreri and Tarr (2022) find some model features that
result in little or no difference in impacts between the market structures, such as
multiple primary factors of production versus labor only. In models with multiple
sectors, they often find cases of “reversed welfare rankings” where, for individual
regions, the estimated welfare gains from the reduction of trade costs are largest
in the Armington model and smallest in the Melitz model. Parameters for the
terms-of-trade and a comprehensive variety measure are developed that explain
these reversed welfare ranking results.

1.3 Literature on the Mathematics of the Melitz, Krugman, and Armington Models

The mathematical details of Melitz (2003) are explained well in Redding (2010b)
and Redding (2010a); and Donaldson (2016) provides a pedagogical derivation of
the mathematics of the Melitz model. The basic model of Melitz must be extended,
however, in numerous dimensions to be an appropriate model for policy analysis.5

Balistreri and Rutherford (2013) provide equations that are close to our list of
equations in section 2. Balistreri and Rutherford (2013) is an important comple-
ment to this paper as it also explains calibration issues and provides computer
code for the three classes of models we consider.® Balistreri and Rutherford (2013)
do not, however, derive the equations of the models.

The paper that is closest to ours in providing details of the mathematics of
a generalized heterogeneous-firms model is Akgul, Villoria, and Hertel (2016).
Akgul, Villoria, and Hertel (2016) provide computer code for how to implement a
heterogeneous-firms model in GTAP. They also do an excellent job of explaining
the economic intuition for the equations of the heterogeneous-firms model. We
differ from Akgul, Villoria, and Hertel (2016) in that we assume that firms use
a composite input that is a linearly homogeneous function of all primary and
intermediate inputs used in variable costs. For fixed costs we assume that fixed
costs use the same composite input, whereas Akgul, Villoria, and Hertel (2016)
and Jafari and Britz (2018) assume that fixed costs use only primary inputs. In
our approach, there are variety gains but no rationalization gains in the Krugman
model. With different cost structures for fixed and variable costs, the welfare gains

5 Costinot and Rodriguez-Clare (2013) provide a mathematical appendix for their
heterogeneous-firms model using the “exact-hat” approach. The exact-hat approach has
a long tradition among CGE modelers. Johansen (1960) style models are built specifically
around proportional-change formulations (Dixon et al., 1982), and this is the standard
approach for models that utilize the GEMPACK software (Harrison and Pearson, 1996).

® The computer code consistent with our equations, which is used in the analy-
sis of Balistreri and Tarr (2022), is available for download at the following URL:
https:/ /wwwz2.econ.iastate.edu/faculty /balistreri/avkvm/model_dist_econing.zip.
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in monopolistic competition models potentially also include rationalization gains
(or losses). We illustrate in the case of the Krugman model in equation (3.28)
below.

As noted by Dixon, Jerie, and Rimmer (2018, appendix 7.3) and Bekkers and
Francois (2018), in Akgul, Villoria, and Hertel (2016) the price of the representa-
tive firm to all markets does not differ by market based on the bilateral repre-
sentative firm productivities. This simplification precludes bilateral selection.” In
our approach, the representative firm’s price depends on bilateral export cutoff
productivities as in Melitz.

Dixon, Jerie, and Rimmer (2018) provide the most comprehensive treatment
of the economics, mathematics, calibration and computer code for implementing
Armington, Krugman, and Melitz models in GEMPACK. Our approach differs
from theirs in a few respects as follows.

First, we use continuous variables in the model of heterogeneous firms (not
in the Armington or Krugman models), which is consistent with, and can be re-
lated more easily to, the theoretical literature of heterogeneous firms. By contrast,
Dixon, Jerie, and Rimmer (2018, p.11) primarily employ a discrete variable ap-
proach. All theoretical contributions in international trade of which we are aware
employ the continuous approach including Melitz (2003), Arkolakis, Costinot,
and Rodriguez-Clare (2012), Chaney (2008), Costinot and Rodriguez-Clare (2014),
Melitz and Redding (2015), Feenstra (2010), Demidova and Rodriguez-Clare (2009),
and Caliendo et al. (2020).

Second, we allow households to have a labor-leisure choice. Balistreri and Tarr
(2022) show that including a labor-leisure choice indicates substantionally larger
welfare gains in the heterogeneous-firms model relative to the Armington model,
especially when intermediates are included.

Finally, as in Melitz (2003), we employ a general probability function when
we solve for the firm’s profit maximizing price and quantity and the resulting
firm-level revenue. Similarly, our derivations of industry aggregates in terms of
the representative firm generalizes (namely the price and quantity indices, ag-
gregate revenue and profits) hold for any probability distribution in which the
representative firms’ productivities are well-defined. This is of practical impor-
tance for researchers who wish to introduce a probability distribution other than
the Pareto. For example, Fernandes et al. (2019) employ a log-normal distribution
in place of a Pareto.® Our derivations for the industry aggregates apply to the
log-normal distribution as well, so there is no need for an independent deriva-

7 See Dixon, Jerie, and Rimmer (2018, appendix 7.3) for a numerical assessment of the
impact of a lack of bilateral selection.

8 Fernandes et al. (2019) show that if the Pareto distribution is replaced by the log-normal
distribution in a heterogeneous-firms model, the trade responses (the intensive margins
in particular) more closely match the data, but the welfare results in the one-sector Melitz
model are not significantly changed by the log-normal distribution.
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tion of the form of the industry aggregates. One could follow our derivations
up to the point of solving for the zero-profit productivity cutoffs and introduce
the alternate probability distribution at that point. Notwithstanding the paper of
Fernandes et al. (2019), to date, all large-scale models of heterogeneous firms, that
we know, employ the Pareto distribution.

1.4 Where Firms Export

It is well known that among the set of firms in a country, exporting firms
are a significant minority—most firms only sell in their domestic market. Our
model is consistent with these data as iceberg costs, tariffs, and usually additional
fixed costs of exporting, all lead to a higher zero-profit productivity cutoff for
exporting than for sales in the home market. There is also evidence, however,
that there are firms that export without selling in their home market. In section
4, we show analytically that our model with heterogeneous regions also explains
situations where some firms only export without selling in their home market.
This could happen if there are large export markets relative to the home market,
relatively weak home market preferences for the product of a sector, or lower fixed
costs of exporting to some region relative to home market fixed costs. In his one-
sector model with two heterogeneous regions, Feenstra (2010, p.13) also shows
the possibility of firms exporting without selling in their home market. Our result
generalizes the Feenstra result to an arbitrary number of heterogeneous regions
and arbitrary number of sectors.

1.5 Plan of the paper

In section 2, we list the sets, variables, parameters, and instruments that are the
basis of the computer code for the models used in Balistreri and Tarr (2022). The
equations of the three models, showing which are common to all three models, are
conveniently grouped in Table 2 that appears at the end of section 2. A listing of
the equilibrium conditions presented as complementary slack condtions, as they
are coded for computation, is provided in Appendix B. Detailed derivations of the
equations are in section 3, where it is necessary to introduce numerous variables
that are not in the computer code. The more verbose notation is used to clearly
illustrate the dual versus primal representations of technologies and preferences.
Section 4 contains a proof of the cutoff productivities determining where firms
export (bilateral selection). Finally we conclude the paper in section 5.

2. Equations of the Computer Code

In this section, we list the variables, parameters, sets, instruments, and equa-
tions of the model that are the basis for the computer code of Balistreri and Tarr
(2022). This allows the reader to see exactly which equations and variables are
required to program the model without extraneous variables and equations possi-
bly confusing the reader regarding what is required for the solution of the models.
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We use the definitions of these variables in section 3 where we provide details of
the derivations of the equations. In Appendix B, we provide the equations as
arranged as complementary slack conditions (which is how the model is coded)
with some explanation of their role in the model, but without the derivations in
section 3. In table 2, we group the equations of the model into four categories:
(i) equations common to the three market structures models; (ii) those specific to
the Armington model; (iii) those specific to the Krugman model; and (iv) those
specific to the Melitz model. Since the variables listed in this section (section 2)
are limited to those necessary to solve the models, the reader will notice that there
are many variables in section 3 that are necessary for the derivations that are not
present in section 2. This is especially true in the case of the Melitz model, as that
model is solved for equilibrium conditions in terms of the representative firms. For

the derivations of section 3, however, it is necessary to introduce notation for the
full model.

2.1 Sets and indices defined

Let R be the set of all regions indexed by r or s. I is the set of all goods and
services indexed by i or j, with K C I as the subset of Krugman sectors and M C |
as the subset of Melitz sectors. We reserve the index k € K for Krugman sectors
and the index m € M for Melitz sectors. F is the set of primary factors indexed by
f, with F C F as the subset of sector-specific factors.

2.2 Variables defined

D, Indices of “full” consumption in region r, equal to one in the benchmark
equilibrium.?

Qir Indices for composite-good supply for good or service i in region r, equal
to one in the benchmark equilibrium; in Armington mode, this is an in-
dex of the Armington aggregate good; in the monopolistic competition
models, it is the index on the Dixit-Stiglitz aggregate.

Y;, Indices of composite inputs in sector i of region r that are equal to one
in the benchmark equilibrium. All primary factors and intermediates in
sector i of region r are combined into a single composite input with a
quantity index of Y;,. Under monopolistic competition, this composite
input is used for both variable costs and fixed costs. Under Armington
the price of this composite input is marginal cost which is the price of
industry i’s output. Intermediate inputs of good j that are a component
of the composite input for sector i are either Armington on Dixit-Stiglitz
aggregates.™

e,  Unit expenditure indices (true cost-of-living index) in region r.

9 With labor-leisure choice this includes the imputed value of leisure.
10 In Section 3.2.2 we denote the input quantity of Armington or Dixit-Stiglitz intermediate
good j into sector i composite input for region r as Xj;;.
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Domestic price of the composite input used in sector i of region r. For
monopolistically competitive firms it is the price of composite inputs used
for both fixed and variable costs in region .

Price of goods and services (Dixit-Stiglitz price in monopolistic competi-
tion) in sector i of region r.

Price of mobile primary factor f in region r (e.g., wr, is the wage rate of
mobile labor).

Price of sector-specific primary factor f in sector i in region r. **

Number of active firms for i € K in region r, and the number of firms that
enter for i € M.

Number of Melitz firms in sector m € M of region r selling in region s.
Gross firm-level price of Krugman firms in sector k € K from region r
selling in region s; includes firm markup, tariffs, and iceberg costs.
Firm-level quantity of Krugman firms in sector k € K from region r selling
in region s.

Gross firm-level price of Melitz representative firms in sector m € M from
region r selling in region s; includes firm markup, tariffs, and iceberg
costs.

Firm-level quantity of Melitz representative firms in sector m € M from
region r selling in region s.

Firm-level productivity of Melitz representative firms in sector m € M
from region r selling in region s.

Nominal income of region r (measured in units of the numeraire). With
labor-leisure choice, this includes the imputed value of leisure.

2.3 Instruments defined

Tirs

tirs

Iceberg trade costs, number of units > 1 of sector i from region r needed
to export one unit to region s.
Tariff rates in sector i on imports into region s from region r.

2.4 Parameters defined

do,
q Oir

]/Oir
Kjir

Benchmark value of full consumption in region r.*?

Benchmark value of composite domestic and imported supply in sector i
in region r.

Benchmark value of sector i gross output in region r.

Benchmark coefficient of intermediate input j in gross output of sector i
in region r.

™ The tilde in the definition of a specific primary factor is used to distinguish the specific
primary factor price from the mobile primary factor price. It is unrelated to the tilde in
the Melitz equations, where the tilde is related to Melitz representative firms.

2 Includes the imputed value of leisure if there is a labor-leisure choice.
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aw;; Benchmark coefficient of aggregate (total) primary inputs in gross output
of sector i in region 7.
Brir Benchmark share of primary factor f in the value-added of sector i in

region r.
7Lt Preference weight on leisure in utility.
C

7y  Preference weight on consumption of goods and services in utility.
0, Benchmark share of i in total consumption of goods and services of region
r.

c?  Elasticity of substitution in Armington sectors between goods from differ-
ent regions."

oK Elasticity of substitution in Krugman sectors.™

oM Elasticity of substitution in Melitz sectors.'5

A4 Preference weights in Armington aggregation of good i regional varieties

from region r in region s.

Preference weights in Krugman aggregation of firm varieties of good k €

K from region r in region s.

AM.  Preference weights in Melitz aggregation of firm varieties of good m € M
from region r in region s.

ol Elasticity of substitution between leisure and consumption of goods and
services.
ol Elasticity of substitution between intermediates and value added.

fX  Fixed cost (in composite input units) of Krugman firms in sector k € K
from region r.
M Fixed cost (in composite input units) of Melitz firms in sector m € M from
region r supplying to region s.
fE. Sunk entry cost (in composite input units) of Melitz firms in sector m € M
from region r.
a  Pareto distribution shape parameter.
b Pareto distribution lower support.
0  Annual probability of firm death in Melitz model.

13 In the model as formulated, we assume that all elasticities are the same across sectors.
While this is not standard practice in the policy literature, it was assumed in Balistreri
and Tarr (2022) so our analysis was comparable with the structural-comparison litera-
ture (Costinot and Rodriguez-Clare, 2014; Arkolakis, Costinot, and Rodriguez-Clare, 2012)
based on gravity. With a single elasticity it was relatively transparent to scale the Arming-
ton and Krugman elasticity across sectors to match trade responses across the structures,
which was a central condition for our research question. All of the analysis in this paper
generalizes to the relatively minor computer-code enhancement to include sector-specific
elasticities.

4 See footnote 13.

15 See footnote 13.
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Fy,

Endowment of mobile factor f in region r. (For f = labor, without labor-

leisure choice the observed labor supply is the endowment. With labor-
leisure choice this is the time endowment.)

SF fir
BOP,

2.5 Equations

Benchmark capital account surplus.

Endowment of specific factor f in sector i of region r.

In table 2 we enumerate the set of equations that are the basis for the computer
code of Balistreri and Tarr (2022). In that analysis we allow models to include
either a mixed market structure or a strictly unique market structure. Associated
with each equation is a variable, which corresponds to the complementary-slack
relationships outlined in Appendix B. For exposition we show the equilibrium
conditions in table 2 as equalities, which are consistent with our computed interior
solutions. As coded, however, the equilibrium conditions are the weak inequalities

shown in Appendix

B.

Table 2. Equations for the Armington, Krugman, and Melitz Models

Description
(link to equation
in section 3)

Algebraic expression

Associated
variable and
set inclusions

Dimensions
(set name indi-
cates number of
elements in set)

1. Equations Common to the Arm

ington, Krugman, and Melitz Models

AKM.1 Unit L o\ 170" 1/(1-¢1) D
expenditure er = [U,Lw};” +n¢ (Hielp,',”) ] vr 67 R R
function (3.1)
AKM.2 Unit cost Y.
function under _ 1T Yir
CES intermediates Cir - [ Za]’ypf’ + viel xR
G5) jeJ and r € R
B Ny 1-0T11/(1=0T)
awir (Hf‘g(p\ﬁ)(wfr) Firyep (@fir) f") ]
Note: For alternative Cobb-Douglas and single-composite
intermediate-input formulations see equations (3.3) and (B.4).
p q 33 4
AKM.3 Market clear- ac. P;.
ance for domestic q0;,Q; = d0yDy aa% + Ljer ¥0;; Yjr a% Viel I'xR
use (3.81) r r and r € R
AKM.4 Market clear- [ fir
ance for sector- Yy acj, VfeF .
specific primary SFfir = Y0irYir 9D gy icl, FxIxR
factors (3.86) and r € R
AKM.5 Market clear- w
ance for mobile — ac; ) T =~
orimary factors Ffr = Eict Y0 Yir g +d0:Dr VfEF\F (F=F)xR
(3.87) and r € R
AKM.6 Real e
Consumption and d0, Dy = “CL: vr 'E R R
Welfare (3.95) or (3.104)
AKM.7 Income _ = == Ir
(3.89) I = Lrer\) WrFpr + Eper Tier @5irSFpir VreR R

Note: full income
with labor-leisure

op,
+ Tie(\(kumy) Lser tisrCis Tisr40ir Qir 317

isr)Tisr Cis]
tresr ks PesrQksr
+ Ykek Lser Ssrfsphsriese ﬁrlf;' kst

tmsr Nmsr Pmsr msr

+ YmeM Lser T msr

+ eyga BPy

choice.

Number of equations and variables common to the three models: R x [3+F — F+1 x (2+F)]
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Table 2. Continued: Equations for the Armington, Krugman, and Melitz Models

- . Dimensions
Description Associated (set name indi-
(link to equation Algebraic expression variable and cates number of
in section 3) set inclusions elements in set)
2. Armington Specific Equations
A.8 Price index A 1/(1-c4) v Slé R
Armington sectors Pig = | Erer AL [(1+ tipg) Tipscir] ™7 and Rx (I-K-M)
(3.7) icl\(KUM)

A.g9 Market clear- P, v :’é R
ance composite Y0ir Yir = Lser Tirs10is Qis i Rx (I-K-M)
input (3.82) ’ 5 O[(T+tirs ) Tirs Cir] and
put 3. ieTl\ (KUM)
Number of Armington specific equations and variables: 2R x (I — K — M)
3. Krugman Specific Equations
o 1/(1-cKX) Qe
K.8 Dixit-Stiglitz K 10K 5
o P = [):rER/\k e Py, VseR Rx K
price index (3.22) TS s and k € K
K.9 Market clear- Ckr
ance for composite YO, Yy = gy (f,gf +Y Tk,sqk,5> VreR RxK
input (3.83) SER and k € K
K.10 Firm-level p VECR
.10 Firm-level 1K ks rek, 2
demand (3.18) s = A0k Qs ( Pirs ) SER, RExK
and k € K
K.11 Firm-level ( ) v qu
.11 Firm-leve! (b ) Ters Sher re€R, 2
pricing (3.17) Pirs = 7320 /0K seR, RExK
and k € K
K.12 Zero-profit Ny
(free-entry) f,ﬁckr =YseRr Plers Tkrs VreR Rx K
(3.20) " (gys) and k € K
Number of Krugman specific equations and variables: K x (BR + ZRZ)
4. Melitz Specific Equations
. .. 1/(1—47M) Qms
M.8 Dixit-Stiglitz M 1—ogM
- Pms = | XreR Amrs Nimrs Purs VseR RxM
price index (3.54) and m e M
M.9 Market clear- - Cmr
ance for composite YOur Yy = Jf,ﬁynm, + Z Nirs (f,%b + M) VreR RxM
input (3.85) SER Pmrs and m € M
oM Pmrs
M.10 Firm-level - Prns VreR,
demand (3.55) s = Aiirs0ns Qs ( Pre ) SER, RExM
and m € M
Tkrs
M.11 Firm-level = (1 tars) TmrsCmr VreR, RZ % K
pricing (3.52) Pmrs = —5d —1/0M) sER,
and k € K
M.12 Bilateral selec- 5 G a4l_oM VI;]'gSR
tion: zero-profit productivity cutoff My = Phrslrs 4720 ! R2x M
‘ (1 +tys)  acM sER,
(3.72) krs
and m € M
M.13 Zero expected N M _ Ny
profit: free-entry Offrcmr =Y (Nmrs ) %(VMU VreR RxM
(3.77) ser \ Tmr (14 turs )acr and m € M
. _oM Prrs
M.14 Representative- “1/a M\ /(A=)
N, 1-
firm productivity Pmrs = b (%) (H%) VSVGGRR’ RZx M
mr 4
(:79) and m € M

Number of Melitz specific equations and variables: M x (SR + 4R2)

The number of equations must equal the number of variables. Only relative
prices are determined, however, so we choose a numeraire in which all prices
and nominal income are expressed. Thus, the overall dimensions are reduced
by one market-clearance condition and one price. The market for the numeraire
good is ensured to clear by Walras’s Law, the values of excess demand across
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the general equilibrium must sum to zero. As indicated we can run the model
with either mixed market structures or strictly a unique market structure. The
overall dimensions of the models, inclusive of the numeraire, when we adopt a
unique market structure are as follows (where the set name indicates the number
of elements):

¢ Armington (K = M = ) model dimensions:
Rx [3+F—F+1Ix(4+F)].
¢ Krugman (K = I) model dimensions:
(2R*xI)+Rx [3+F—F+1x (5+F)].
¢ Melitz (M = ]) model dimensions:

(4R* xI) +Rx [3+F—F+1Ix (5+F)].

When the model is run with a mixture of market structures the overall dimensions
are dependent on the mix, but can be calculated from table 2.

3. Equations Explained

We proceed in this section to explain and derive the model equations. In sub-
section 3.1 we consider top-level consumer preferences over leisure and consump-
tion of goods and services. Subsection 3.2 considers the technology of the Com-
posite Input, which is used for both fixed and marginal cost. It is important to read
this subsection in order to understand the derivations that follow. Subsections 3.3,
3.4, and 3.5 derive the equations that are specific to the Armington, Krugman, and
Melitz models. The set of market clearance conditions are covered in subsection
3.6, and income balance and the numeraire are covered in subsection 3.7. Subsec-
tion 3.8 covers a set of details related to the regional expenditure function, and we
derive our formula for calculating Hicksian equivalent variation.

3.1 Preferences

The technology and preference equations of the computer code are described in
the dual. For intuition, we also show the primal equations in sections 3.1 and 3.2.
With the option to include a labor-leisure choice, the unit expenditure function in
region r is:

1/(1-c%)
] VreR. (3.1)

N\ 1-0ot
e = [nfwir“ +15 ([TesP)

Equation (3.1), which is equation AKM.1 of table 2, is dual to the following utility
function defined over leisure and consumption of goods and services:
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oL

oLl—1
] VreR, (3.2)

A o e
L1 o L 71—[ i
My lr i <0r ieICir >

where I, is leisure, C;, is consumption of the i-th composite good or service in
region r and 6, = []; 9?;* is the Cobb-Douglas scaling parameter used to assure
consistency between the primal and the form of the expenditure function. P,
is the price of a unit of the composite commodity of the i-th sector given by
the price indices shown below in sections 3.3, 3.4, and 3.5, which depend on
the market structure of the sector, and w,, is the wage rate in region r. The
consumer maximizes utility, subject to her income constraint given by AKM.7.
Equation (3.1) follows from substitution of the optimum values of consumption
and leisure into the utility function and using the duality identities to solve for
the unit expenditure function.'® Details of the derivation are in section 3.8 below.

U, =do,D, =

3.2 Technology of the Composite Input

We next explain equation AKM.2 of the model. As is common in the litera-
ture, we assume that the inputs required for both fixed and marginal costs are
identical, and the costs of these inputs may be represented by a function that is
a linearly homogeneous, quasi-concave composite function of all inputs.”” We al-

16 The assumptions of Cobb-Douglas demand for aggregate goods and services and CES
demand for leisure versus aggregate goods and services are comparable to the estab-
lished literature, including Costinot and Rodriguez-Clare (2014), Arkolakis, Costinot,
and Rodriguez-Clare (2012), Balistreri, Hillberry, and Rutherford (2010), and Balistreri,
Hillberry, and Rutherford (2011). While we adopt the standard linearly homogeneous
(constant-returns to scale) CES form for preferences over leisure and the consumption
aggregate, it is not as restrictive as one might think. Empirical labor-supply responses are
usually summarized in terms of the uncompensated and compensated elasticities, where
the elasticity with respect to money income is implied through the Slutsky relationship.
Adjusting the time endowment along with the elasticity of substitution allows one to cali-
brate to these observables. Ballard (2000) presents the theory and formulae for calibrating
the CES form to these empirical observables. Ballard specifically argues that the time en-
dowment is open to interpretation, and so it should be adjusted to indicate the appropriate
compensated labor supply elasticity. Thus, although CES imposes unitary elasticities with
respect to “full income,” the function can be calibrated to an observable income elasticity.
The CES form, of course, still imposes the strong (and unrealistic) assumption that leisure
is separable from consumption of goods and services.

7 Studies that adopt the assumption that inputs required for both fixed and marginal
costs are identical include, for example, Helpman and Krugman (1985, p.12), Costinot
and Rodriguez-Clare (2013, equation 7), Balistreri and Rutherford (2013), Dixon, Jerie,
and Rimmer (2019), and Markusen, Rutherford, and Tarr (2005, equations 5 and 6). See
also the discussion in the text regarding the alternate approach of Akgul, Villoria, and
Hertel (2016) and Jafari and Britz (2018).
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ways assume that value-added inputs combine in a Cobb-Douglas nest, but we
employ multiple treatments of intermediates. We show the case of CES demand
for intermediates in table 2 but employ multiple representations of intermediate
demand in the applied model.

3.2.1 Cobb-Douglas

With Cobb-Douglas demand for intermediates, the production technology for
the composite input in the dual is given by:

Ciy = I_I(P]'r)mﬁr H (wfr)aWirﬁﬂy H(wfir)aWirﬁf”/ (3-3)

jel fEF\F feF

where aj;, > 0 and B, > 0; and constant returns to scale requires ay;, = (1-
Yier@jir) and Yo rerp Brir = 1. The unit cost function of (3.3) is dual to the Cobb-
Douglas production function:

Y0irYir = iy (X]'ir)lxjir H (xfir)amﬁﬁr H(ffir)“wﬁf”r (3-4)
Jjel feF\F feF

where in sector i of region r, y0;Y; is the quantity of composite inputs, in the
Armington model this is simply output of sector i. We denote Xj;, as intermediate
use of the aggregate good Qj, (either Armington or Dixit-Stiglitz) from sector j
used as intermediates in sector i of region r. Inputs of mobile factor f € F\ F by
sector i in region r are denoted xy;, and inputs of specific factor f € F by sector
i in region r are denoted Xs;,. The parameter ®;, is the Cobb-Douglas scaling
parameter used to assure unit consistency between the primal and the form of
the cost function. We define the composite of inputs y0;.Y;,, where y0;, is the
benchmark value of gross output and Y;, are the endogenous variables that take
the value of one in the benchmark. This formulation makes it transparent that the
endogenous variables for which we solve directly indicate proportional changes.
Minimization of the cost of acquiring one unit of the composite input subject to
the production function in (3.4) yields the unit cost function (3.3). If there are no
intermediates, then the aj;, parameters are all zero and we only have the Cobb-
Douglas nest of primary factors.

3.2.2 Constant Elasticity of Substitution (CES)

If we assume that intermediates and a value-added composite substitute with
an elasticity of substitution ol # 1, we have the unit cost function of (3.5) which
is equation AKM.2 in table 2:
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1_oT7 1/ (1=0")

cir = |2 irPy " oy | ] ] op)Por] J ()P » (33)

IS fE(F\F) feE

where aj;; > 0 and By, > 0; and constant returns to scale in the primary factors
nest requires Y ¢cr By = 1. The unit cost function of (3.5) is dual to the CES
production function with the value-added composite as one of the inputs:

T
Y0ir Yy = 2“]1140 jir o
j€l
((TTfl)/U'T UT/(UT_l) (36)

/07 [ 1 i & ir
+D‘V\§l’i 'Br H (fr)‘Bf”H(xfir)ﬁf ,

fE(F\F) feF

where we introduce i = [1¢ ﬁ?{: as the Cobb-Douglas scaling parameter used
to assure consistency between the primal and the form of cost function. Min-
imization of the cost of acquiring one unit of the composite input subject to the
production function in (3.6) yields the unit cost function (3.5). If there are no inter-
mediates, then the aj;, parameters are all zero and we only have the Cobb-Douglas
nest of primary factors.

3.3 Armington Prices and Quantities*s

In the Armington model, the price of good i in its home market, say region 7,
is its marginal cost, which is c;,. The delivered price to region s of good or service
i includes the iceberg and tariff costs, i.e., piys = (1 + tiys) TirsCir- In the Armington
case, the price of a good or service is given by the unit cost of the constant returns
to scale CES aggregation of prices of varieties from different regions. This gives
us model equation A.8 in table 2, which we rewrite here as (3.7):

1/(1—c?)
A
Z Alrs ]- + tli’s Tli’SClT]l 7 . (37)

reR
We note that the Armington price P;; is the price of the composite good or service i
in region s available for all uses, which is for consumption or intermediates in our
model. By defining the Armington aggregate price based on absorption shares
(explained below in this subsection), we have a unique Armington price of goods

8 We discuss the Dixit-Stiglitz price aggregates in the Krugman and Melitz models in
sections 3.4 and 3.5.
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or services in sector i of region s for all uses. This facilitates exposition and is
consistent with standard gravity formulations (e.g., Anderson and Van Wincoop,
2003; Balistreri and Hillberry, 2007; and Bernard et al., 2003). It is also consistent
with the standard monopolistic-competition structure where there is a single price
index representing a CES composite of different varieties (as discussed in sections
3.4 and 3.5).

The Armington price is dual to a good that is defined by the Armington aggre-
gator function (3.8).

oA/ (c4-1)

quSQiS — Z(Aﬁs)l/aAQl(gA,l)/aA ’ (3.8)
reR

where Qs is the quantity of good i supplied by region r to region s. The Arm-
ington good in any sector i is an aggregate of the goods supplied from different
regions of the model and expresses the total quantity of an aggregate Arming-
ton good that is available for consumption and intermediate use. The quantities
supplied from the different regions are not consumed by the representative agent
or used as intermediates independently. They are demanded for consumption
or intermediates only as a component of the Armington aggregate. Given the
prices P;;, consumers and firms optimize the purchases of the aggregate Arm-
ington good based on their expenditure and cost functions, which in the initial
equilibrium determine the parameters A7 of the Armington aggregate.

We define the Armington composite quantity as 0;;Q;s, where 40;; is the bench-
mark value of composite Armington output of sector i in region s and Q;, is the
associated endogenous variable that takes the value of one in the benchmark.
Then Qj; indicates the proportional change in the Armington composite good or
service in the counterfactual equilibrium.

It is useful at this point to mention the procedure for calibrating the Armington
aggregation. To obtain CES preference weights, the A in (3.7) and (3.8) we use a
set of observed values from the benchmark equilibrium. The discussion largely
follows the presentation of calibration under the Calibrated-share Form of CES func-
tions in Appendix A." Denote by the superscript “0” the value of the bilateral
prices in the benchmark equilibrium, p%, = (1+#))70.c%. In addition, consider
the assumed benchmark price of the Armington composite, P2, which might take
on a value of one by our choice of units. Notice, however, that the bilateral prices
are rampant with potentially different bilateral distortions and transport margins.
So, although we might chose units such that the c?y = 1 in the benchmark, the
prices faced by agents in a given region s will be inclusive of idiosyncratic dis-
tortions and not be one. Let us introduce the parameter v;; as the value share

9 The calibrated-share form was first discussed by Rutherford (1995). Our Appendix A
is a set of relatively concise notes directly based on Rutherford (1995).
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of region s expenditures on good or service i sourced from region r. This is di-
rectly observable in the accounts as the gross (of distortion) expenditures on good
or service i sourced from r by region s divided by the value of total absorption
of good or service i in region s, where } . v;,; = 1 by definition. Now consider
rewriting equation (3.7) in the calibrated-share form as presented in Appendix A:

A7 1/(1=0?)

1-o
_ po (1 + tirs)TirsCir
P;; = Py rg{%‘rs ((1—i—tO)TOC0 . (3.9)

irs/ “irs~ir

Translating the added data into the CES coefficient A, yields the following cali-
bration formula:

A

A _
)\irs = Vjys (1 T tQ )TO CO ’

irs/ “irsir

1—0
Po ]

where everything on the right-hand side is observed in the benchmark equilib-
rium, except o4 which must be assumed.

3.4 Krugman Specific Equations

Total costs for Krugman firms consist of a fixed cost and constant marginal
costs of total output. As discussed above, we assume that the costs of all inputs
may be represented by a composite cost function (3.3) or (3.5). We further assume
that the inputs required for both fixed and marginal costs are identical. If the firm
produces any output, it incurs a fixed cost of f£ units of the composite input.
Firms in region r do not face an additional fixed cost of exporting to market s # r.
They do, however, face iceberg trade costs 7,s > 1. All firms in a given region
have identical costs, so we may represent total costs TCy, of all firms in sector k of
region r by a representative firm’s total cost function:

sER

TCyr = ckr (flgf + Z Tkrs‘]krs) ’ (3-10)

where the delivered quantity to a consumer in regon s is gi,; and the marginal
cost is simply c,.

We want to derive the demand for a variety of an individual firm in sector
k of region r and sold in region s. Each firm chooses to produce a unique (yet
symmetric) variety.*® Let wy, index a variety produced by an individual firm in

20 If two firms both produce the same variety (with non-zero output), they would share the
demand for that variety. Given the internal scale economies this would indicate higher
average cost relative to symmetric varieties produced by single firms. Only one firm
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sector k of region r and define the following:

ps(wy,) = the price of variety wy, in region s;
gs(wk,) = the quantity of variety wy, in region s;
7s(wyy) = the operating profit of variety wy, in region s (excludes the fixed costs
of operation); and
Virs = the set of varieties from sector k sold in region s by firms from region

r. (We subsequently show that an active firm sells its variety in all
markets, so the index s is redundant).

3.4.1 Firm price, quantity, and profit

We first write the Dixit-Stiglitz price index so that the individual firm vari-
eties appear and the prices are not necessarily equal. We allow regional prefer-
ence weights, but not firm level preference weights, and discuss calibration of the
weights below. The price index is given by:

1/(1—-cX)

Pis = Z Z )\,Ifrsps(wk,)l_”K . (3.11)

rER Wi € Vigs

The Dixit-Stiglitz price index is dual to the following technology for aggregating
firm quantities:

(eX-1)/0K

00kQis = | Y. Y. (AR gs(wyy) T 1/ , (312)

r€R Wi €Viys

where we define the Dixit-Stiglitz composite quantity as g0x;Qks. As in the Arm-
ington model, 40y, is the benchmark value of good or service i in region s (available
for absorption), and Qy; is the associated endogenous variable that takes the value
of one in the benchmark. A similar definition will apply in the Melitz model.

We seek the demand function for an individual variety, w,’(r in region s. Since
Py is the minimum cost of acquiring one unit of good or service k in region s,
and our technology is linearly homogeneous, the cost function for all varieties of
good k in region s is q0xs Qks Prs- From Shephard’s Lemma, the conditional demand
function for an individual variety is g0 kaalf’?(iﬁzi‘)'

Define Z;; as the term inside the brackets of equation (3.11) so that P, =
(st)l/(lfgk). Then

producing a given variety would be able to survive in the proposed equilibrium.
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P 1—oK 71” 1 .
Tt~ T okl (M) )
T

_ _ K
= PkSst1 (Aﬁsps(wllcr) 7 )

P \
()
"\ ps(wy,)

where in the last simplification we use Z,;l = P,fSK’l. The demand for the individ-
ual variety wy, is

K
P (%
/ K ks
Wy, ) = Agsq0 — ] -
qs( kr) krs4 ks Qks <p5(wl/<r)>
Since choice of the variety w;, was arbitrary, we may write the demand for any
variety as

K

P o
QS(wkr) = )‘frsqostks (ps((l;skr)> . (3.13)

We define prices inclusive of tariffs, but the firm does not receive the tariff
revenue, so firm-level revenue is ps(wy, )gs(wkr) / (1 + tgys). The quantity delivered
to the consumer is net of the iceberg costs, so the firm must produce T, sqs(wkr)
units for gs(wy,) to be delivered to the customer.2* Since the firm does not incur an
additional fixed cost of exporting in the Krugman model, we have the following
definition of operating profit for the individual firm in sector k of region r on sales
in region s:

7ts(w ):W
s\(Wkr (1—|—tkrs)

which is firm revenue less the variable cost of delivered product. The first-order
condition for profit maximization yields:

- Tkrsckr%(wkr>/ (3.14)

ans ((Ukr) ps(wkr) s (wkr) dps (wkr)
- + — TkrsChr = 0. .1
aqs(wkr) (1 + tkrs) (1 + tkrs) dqs (wkr) krs©k (3 5)

21 First introduced by Samuelson (1954) and independent of its realism, the international
trade literature commonly uses “iceberg” costs to model barriers to trade and transport
costs. The formulation is convenient (especially in stylized analytic models) because the
transport margin is paid in units of the good being traded, so there is no need to track a
new price or good related to transport services.
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Define the “aggregates” of the demand for a variety on the right side of (3.13) as
Tiys = AK g0k QkS(PkS)”K, such that demand for a variety is given by

05 (W) = Thrsps(wi) 7 (3.16)

The Krugman (and Melitz) model assumes large-group monopolistic competition,
in which firms assume they do not impact aggregates. This implies the firm
assumes that its price does not impact I'y,s. Using the Inverse Function Theorem
for the derivative of the demand function, for the middle term in (3.15) we have:

qs(wkr) dps(wir) _ 1 qs (W)
(L4 tirs) dgs(wir) (1 + tis) 7‘1;7}5(2’]?;

_ rkrsps (wkr)_UK
(1 + tkrs)rkrs (_UKPS (wkr>(_UK_1))
- _ Ps (wkr)
oK1+ tiys)
Substituting this term back into (3.15) and rearranging we have the price that

maximizes profit for the individual (small) firm in sector k of region r selling in
region s

(1 + tkrs)Tkrs Ckrs

ps(wi) = 1—1/0K
U'K
= ﬁ(l + tkrs)Tkrsckr
K
Pkrs = oK _1 (1 + tkrs)Tkrsckr- (3-17)

This indicates the standard markup above marginal cost for firms under monop-
olistic competition. Firms charge a constant markup above marginal costs, where
the markup increases as the Dixit-Stiglitz elasticity decreases toward one. Since
costs are identical for all firms in a given sector and region, all firms in sector
k from region r apply the same markup over costs in any market (differing by
market depending on tariffs and iceberg costs); then we may drop the firm or
variety index from the final equality of price equation (3.17) and substitute py,s
for ps(wg,). This establishes equation K.11 in table 2. Substitute py,s for ps(wy,) in
the equation for demand for a variety (3.13). We see that all firms from sector k in
region r produce the same quantity of sales in region s. Thus, we also drop the va-
riety index regarding price, quantity, and profits. In particular, all firms in sector
k of region r selling in region s face the same demand curve, i.e., gs(Wk) = Grs,
and we write the demand for any variety wy, in region s as:
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K
P \7
Gkrs = )‘kKrqustks <pk> . (318)

krs

This establishes model equation K.10 in table 2.
3.4.2 Free Entry Condition

Free entry leads to zero profits, so accumulated operating profits across all
markets just cover fixed costs. Rearrange equation (3.17), so we have Tjsckr =

Pkrs(l_l/aK)
(1+tkrs)
firm from region r on sales to a particular region s such that profits are maximized

gives us the following;:

. Substitute this into the the equation for operating profits (3.14) of any

ns(wkr) = % - Tkrsckr%(wkr)
_ PkrsGkrs o pkrs(l - 1/0K)ris
(1 + tkrs) (1 + tkrs)
PkrsYkrs

= m- (3.19)

From (3.19) we see that any firm that is active in its home market will sell in
all regions s since operating profits are positive in all regions. That is, the index
s in the set Vi, is redundant. Setting the fixed entry cost equal to operating
profits summed over all regions s yields the zero-profit condition, which is model
equation K.12 in table 2:

K PkrsGkrs
it = L oK1+ b’ 20
Associated with the zero-profit condition is ny,, the number of firms active in
sector k of region r.?*> Since there is a one-to-one correspondence between firms
and varieties, 1y, is the number of varieties in the set V.
The remaining Krugman specific model conditions are arrived at as follows.
Use equation (3.17) to obtain

22 Despite the fact that 1y, does not appear explicitly in equations (3.20), it has an intuitive
association related to the complementary-slack relationship of equation (B.10) in appendix
B. Consider that firm entry into the market is an activity (with intensity measured by n,).
The marginal cost of establishing a firm is the left-hand side of (3.20) and the marginal
benefit is the operating profits or the right-hand side. Intuitively, the activity (entry)
will intensify up to the point of zero profits. Thus, in terms of the complementary slack
condition (B.10) we have that MC(n) — MB(n) > 0, n > 0, and n(MC(n) — MB(n)) =0,
where MC(n) and MB(n) are marginal cost and marginal benefit of entry, and # is the
intensity of entry.
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Z Ps (wkr) Z pkrs = nk”plla;UK' (3‘21)

Wiy € Virs Wiy € Virs

Then substitute (3.21) into the Dixit-Stiglitz disaggregated price index, (3.11) to
obtain model equation K.8 in table 2

1/(1-0%)
[Z AkTSnk”pkrs ] : (3'22)

reR

Similarly, substitute gx.s for gs(wy,) into the Dixit-Stiglitz disaggregated quantity
index (3.12) and use

(cX=1)/ oK-1)/
Z qkr - nqul(crs ) -

Wir€ Vksr

to obtain the Dixit-Stiglitz aggregate quantity for this model

ok /(eK-1)
O.K_ UK
40ks Qs = [Z(Azﬁs)” "Knqu,(m b/ . (3-23)

rerR

3.4.3 Constant Output per Firm

It helps with interpretation of results to show that output per firm is constant
in this model. Substitute for price in (3.20) to get:

Z 01(37: (1 + tkrs)Tkrscqukrs fK ( )
K1+t = JkrChkr 3-24
seR % ( + krs)
rearranging we have
kr — Z TkrsGkrs = flg(O—K - 1) (325)

seR

Since Ty,sqxrs i the amount of output firms of sector k in region r produce for sales
in region s, the left-hand side of (3.25) is total firm output. Since the right-hand
side of (3.25) is constant, output per firm is constant, i.e., there are no rational-
ization effects in this model and results differ from Armington only due to the
Dixit-Stiglitz variety externality.

The absence of rationalization gain, however, depends on our assumption that
fixed and variable costs share the same cost structure. Some authors assume that
variable costs may be represented by a linearly homogeneous composite func-
tion of all inputs, but fixed costs only use primary inputs, (similarly treated as a
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composite input). Let the unit cost functions for variable and fixed costs may be
represented by ¢y, and c{r, respectively. In this case, equation (3.25) becomes

f
¢
Gir = ) Tslirs = fir(0F — 1)1 (3.26)
seR Ckr

The percentage change in output per firm is equal to the percentage change in
the ratio of the unit cost functions, and rationalization gains are possible.> The
problem for an applied modeler, however, is that characterization of these differ-
ent cost structures is not possible based only on the data in the social accounts.
As noted by Hertel and Swaminathan (1996, p.32), without additional industry
level data, any assumptions about these cost structures could be criticized. It is
incumbent on the modeler to make any assumption transparent.

3.4.4 The Dixit-Stiglitz externality in the dual

Consider, again, Zj; as the term inside the brackets of the Dixit-Stiglitz price in-

_,K
dex in equilibrium, equation (3.22), so that Pi; = Z;S/ (=9 Partially differentiate

with respect to 1y, for some ' € R. Given that oKX > 1, we have

1
e = 2 ()

= ﬁpkszk_sl (Akrspi;UK>

_ ﬁm{mpgf pl* <,
gf::, < 0. (3.27)

Since " was chosen arbitrarily, (3.27) holds for all » € R. This shows that the cost
of a unit of utility in region s, declines (increases) as the number of varieties from
any region r increases (decreases).

23 Akgul, Villoria, and Hertel (2016) estimate gains in the Melitz model for the world
that are 9-10 times larger than the estimated gains in their Armington model. This is a
larger ratio of Melitz to Armington gains than has been found in the literature to date,
including by Balistreri and Tarr (2022) in any of their 18 model variants. A reduction in
trade costs will have a first-order impact on the price of intermediates and a second-order
effect on the price of primary inputs. While the first-order, second-order observation is
not definitive, a new equilibrium may result where intermediate prices fall by more than
primary input prices; then c{;/ cxr Will rise and there will be rationalization gains. The
results of Akgul, Villoria, and Hertel (2016, table 4) show large scale effects in their firm
heterogeneity model, suggesting that their cost structure assumption is a component in
explaining the large relative welfare gains in the Melitz model compared to Armington.
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3.4.5 The Dixit-Stiglitz externality in the primal

In equilibrium of the Krugman model, the Dixit-Stiglitz quantity index in re-
gion s of goods in sector k may be written in the form of equation (3.23). Note
that equation (3.23) may be rewritten as a Dixit-Stiglitz aggregate of Dixit-Stiglitz
sub-aggregates of goods from the regions r. That is,

- ok /(K-1)
K_ K
qoks ka = Z ()‘kKrs)l/UKnqul(js Hre ]

L"€R

I K,l/K
- | osig e

LrE€R

, (3-28)

] oK /(K -1)

where

K K_ K ‘TK/(‘TK*D
DSisr = | (A mirtigs " | -

Now consider the impact of an increase in the number of varieties on one of the
Dixit-Stiglitz sub-aggregates.

krs

K_ K U’K/((TK—I)
DSt = (A mafss /"

= (A DD

kr Akrs
K_
= (Al{(rs)l/(aK_l)nllc:(U 1)nkr(’]krs' (329)

The cost to users in region s of all varieties of goods in sector k from region r
is iy Prrsqkrs Which increases in proportion to the number of varieties. But, since
1/(¢X —1) > 0, the value to consumers or effective supply to firms increases
more than proportionately with the number of firms. This means that for a given
expenditure on commodity k from region r, region s gets more utility if there is
an increase in varieties from r.

3.4.6 Preference weights in the the Dixit-Stiglitz Price Equation of the Krugman
model

Using our definition of the value share, vj,5, from the discussion around equa-
tion (3.9), the calibrated-share form (see Appendix A for a definition of the calibrated-
share form) of the Dixit-Stiglitz price index is

k1 1/(1—-0%)

1-0
n
Pks = Plgs E 1/krs% <pkrs> . (3‘30)

0
reR nkr pkrs
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where the superscript “0” denotes the value of the variable in the benchmark
equilibrium. Without loss of generallity, we take n) = 1 and define:>4

_ K
/\kKrs = VkVS(Plgs/pO)l 7

Substituting AX into the calibrated-share form of the CES price aggregator, we

krs
obtain (3.22), which is equation K.8 in table 2.

3.5 Melitz Specific Equations
3.5.1 Firm Basics

Since we desire to calibrate our model to real data, we generalize the model
of Melitz (2003). Among our extensions are that we allow for asymmetry among
the regions of the world, for multiple sectors, intermediates based on real data,
the possibility of alternate elasticities of substitution in the cost function of the
tirm, labor-leisure choice, multiple factors of production, both mobile and specific
factors of production, and initial tariffs in addition to iceberg trade costs. As in
Melitz (2003), we assume there is a continuum of firms each choosing to produce
a unique variety. All Melitz firms in sector m of region r incur a sunk entry cost
(equal to cyy fE,) of entering the market prior to knowing its productivity. All
these firms also incur a fixed cost of selling in any market (cy, ). Unlike in
Melitz (2003), we do not assume that r # s = fM_ > fM  This latter condition
assumes that if a firm chooses to export, it incurs a larger fixed cost of serving
any market other than its home market. With homogeneous regions, as in Melitz
(2003), this latter condition is required to produce the result that all active firms
sell in the home market, but only a fraction of them export. We show in section
4, however, that with heterogeneous regions, it is possible that some firms export
without selling in the home market. This could occur, for example, if the size
of the home market is small relative to the export market or if the preferences
of home market consumers for the product the firm produces is low compared
with preferences of consumers in some foreign markets. In our calibration of the
model, we allow the data to tell us the relationship between home market and
foreign market fixed costs. If, for example, we find in the calibration that a larger
share of firms export to a given market than sell in the home market we would
calculate the cutoff productivities such that it takes a lower cutoff productivity to
export to that market than sell in the home market. This is not a likely situation,
but possible under our formulation.

After entering the market, the firm receives a productivity level ¢, as a ran-
dom draw from a probability density function (PDF) g¢(¢@;r). There is a one-to-one

24 We have shown that the welfare results are independent of the initial value of the
number of Krugman firms. Welfare only depends on the proportional changes in 7y, not
its benchmark scale.
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correspondence between the firm’s productivity and its variety. We will thus use
the productivity draw ¢, to also index the unique variety produced by the firm
drawing that productivity level. In the first three subsections, we allow (@)
to be a general PDF of a continuous random variable that takes positive values,
subject to the convergence of the integral for the productivity of the representa-
tive firm. In section 3.5.4, in order to solve the model for the cutoff productivities
and other parameters, we restrict ¢(¢,,r) to the Pareto probability distribution
(untruncated above) with shape parameter a2 and lower bound b.

For a firm in sector m of region r producing a variety with productivity @,
and selling in region s, define:

ps(@mr) = the firm’s gross price in region s inclusive of tariffs and iceberg costs;
gs(@mr) = the firm’s quantity of sales in region s;

7ts(¢mr) = the firm’s profits in region s; an
rs(@mrs) = the firm’s revenue in region s.

Define Vs as the set of productivities of firms in sector m of region r that sell
in region s. The sets of productivity values will have different minimum values
depending on the export market s. Define TC, (@) as the total operating costs
of the firm in sector m of region r. Total operating costs for active Melitz firms
with productivity ¢, include the (constant) marginal costs of output and the
fixed cost of serving any market in which they are active, but they exclude the
sunk entry costs:

1
TCmr((Pmr) = Cmr <Z f%s + 4)7 2 Tmrs‘]mrs(?mr)) ’ (3-31)

SER mr seR
where the excluded sunk entry costs are equal to ¢y, f5,.5
3.5.2 Firm-level Prices, Quantities, Profits, and Revenue

There is a continuum of demand functions. To obtain the demand for the
variety of an individual Melitz firm in sector m of region r selling in region s, we
write the Dixit-Stiglitz price index as Py;s:

1/(1—-c™M)
_ M
Pps = [Z)\%s/ ps(@mr)' 7 Ay . (3:32)
q)mrevmrs

reR

The Dixit-Stiglitz price index is dual to the following technology for aggregating
firm quantities:

25 As in the Krugman model, we assume that the inputs required for all fixed costs and
marginal costs are identical, and the costs of these inputs may be represented by a function
that is a linearly homogeneous, composite function of all inputs. In the heterogeneous-
firms case, this assumption also applies to the sunk entry costs.
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(eM—1) /M

q0ms Qs = [Z(A%Irs)l/g[w/ v qs(gomr)(aMil)/UMdQ’mr - (333)
Pmr € Vinrs

reR

We want to derive the demand for an individual variety. Denote an individual
variety in sector m of region r as ¢,,.. Analogous to the Krugman case, we use the
linearly homogeneous property of the CES and the fact that Dixit-Stiglitz price in
(3.32) is the minimum cost of acquiring one unit of the Dixit-Stiglitz good to write
the conditional cost function as §0;sQsPms . We then apply Shephard’s Lemma
to the conditional cost function to get that the demand function of an individual
variety is 0 Qms%.
Define Z,;s as the term inside the brackets of equation (3.32) so that P, =
(st)l/(l_aM). Then
OPms  _ Aps(1— UM)Zﬁfl roy—oM
o) 1o Pl

= A%stsZnZslps(q%)_”

M

P o
()
ps(q);nr)

where we used the property that:

d (/ PS((Pmr)laqu’mr)
(Pmrevmrs
aps(qolmr)

In order to derive the demand for an individual variety with a continuum of
varieties, authors implicitly or explicitly use the property in equation (3.34).2
Given (3.34) the demand for a variety is

K

= (1—Mps(ghy) " (3.34)

M

P I
s , r) — )\Mr Oms Qums <ms> .
G5 (Phr) = AmrsG0ms Q (@

Since choice of the variety ¢;,, was arbitrary, we may write the demand for any
variety as

M

Pis 7
qs(qomr) = )\%rsqomsts (ps(ﬁ'M) . (335)

26 While clearly intuitive, the mathematical derivation of (3.34) is elusive, at least from our
perspective. We provide Appendix C as a review of what we found on the topic.
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To simplify the notation define T s = AM 40,5 Qums (Pms)‘TM. Then

9s(Pmr) = rmrsps(q’mr)_UM- (3.36)

Profit for the individual firm in sector m of region r selling in region s is:

Ps(@mr)qs(@Wmr) — TrsCmr
(1 + tmrs) Pmr

Profit maximization analogous to the Krugman case above yields the optimal price
for the individual firm:

7ts(Pmr) = s (Pmr) — Cmrfn%y (3-37)

(1 + tmrs)Tmrscmr
Pmr(1—1/0M) "
We make two observations about prices of firms in sector m of region r sell-
ing in region s. We see that more productive firms charge lower prices, i.e.,
ps(@mr)/0¢mr < 0 and, from the demand curve (3.35), sell larger quantities.
Second, in the home market iceberg costs are unity and tariffs are zero. Thus, the
firm’s export prices to market s differ from its home market price by a term that
is the product of its iceberg and tariff costs:

ps(@mr) = (3-38)

CH’ZI’

pr(@mr) = Pur (1 — 1/0M) and ps(@mr) = (1 + turs) Turspr(@mr)- (3-39)

We now derive several expressions that will allow us to calculate the bilateral
cutoff productivities for exporting to any market. From equation (3.38), the ratio
of the prices of two firms from sector m in region r active in market s, is inversely
related to the ratio of their productivities.

1 (1+tmrs)TmrsCmr /
pS(?mr) _ o (1=1/cM) Py ( O)
po(r) Wbl — g, 34
(P{nr(l_l/UM)

Revenue of the firm in sector m from region r with productivity ¢, on sales in
region s is:

ps(@mr)qs(Pmr)

(14 turs)
B ps(@mr) (Fmrsps(qomr)‘”M)
B (1 + tmrs)

rmrs S mr 170M
= ('i Efpt )) : (3.41)

rs(Qmr) =
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We note that 075 (@) / 0@y is positive, so revenue on exports to market s increases
with the firm’s productivity.

The ratio of the revenue of any two firms in sector m of region r on their sales
in region s may be expressed as a function of the ratio of their productivities and
the Dixit-Stiglitz elasticity. To simplify notation, define

(1 + tmrs)TmrsCmr Aprs
Npyrs = = .
mrs (1 _ 1/0—M) , SO ps(gamr) q)mr
Then
Amrs 170M M_l
) (92) 7 (way o
Ts <§D,mr) %js: (P/mr

Now rearranging (3.38) as

ps(q)mr)(l — 1/0'M) _ TmrsCmr
(1 + tmrs) N Pmr
and substituting the right-hand side of this expression out of equation (3.37) and
add the fixed costs of selling in region s to both sides to obtain the operating profit
of the firm in market s. Operating profits in market s are:

7

_ M
7t (@mr) + Cmrf;%s = pS(gm_:_)lZ:nEj;mr) - %1 _f_lt/mis))ps((/)mr)%(qomr)

_ Ps(Prr)qs (@mr)
(1+ fyye)o™

~ rs(@mr)
= =5

The firm’s profits on sales in market s are

rS mr
75 (@mr) = Ejj\/f ) _Cmrfr]r\z/f'S' (3-43)

Define ¢j,,; as the productivity cutoff for firms in sector m of region r selling
in region s. The productivity draw of firms does not depend on the destination
market. Due to regional heterogeneity, however, the zero-profit productivity cutoff
depends on the parameters of the export market. Therefore, the productivity value
that yields zero profit may be represented as:

* rs :;17‘5
”s(q)mrs) =0 & (0_4)1\/1) = Cmrfn%s' (3-44)
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From (3.42) take ¢’ . = ¢}, and we have

M_q

) = (o) (222)

*
(Pmrs

M_q

M
= oMo finrs (:00:1 ) : (3.45)

mrs

Substitute for 7s(@m,) from (3.45) into (3.43) for profits. We have the profits of an
operating firm as a function of their relative productivity

M

o Mcmrf r%{s ( B

- oM_1
(P;;WS mr
7ts(Pmr) = oM ) - Cmrfr%{s = Cmrfn%s [(go > - 1] .

*
(PWZT’S

This gives us the conditional profits in market s for firm with productivity ¢,

oM—1
Conr M [(;ff:«:s) — 1] >0 iff Qur > @l

0 otherwise.

Tt (@) = (3.46)

For firms with productivity values below the zero-profit cutoff, the firm will not
sell in market s. That is, 4s(@mr) = 0 if @pr < @jiys-

3.5.3 Aggregate and Representative Firm Variables

In this subsection we derive the aggregate price and quantity indices, industry
revenue and profits for each sector and region of the model in terms of the rep-
resentative firm. After entering the market, the firm receives a productivity level
@mr > 0 as a random draw from a continuous probability density function g(¢yr).
Even though there is a continuum of heterogeneous firms operating on any bi-
lateral link in which firms are active, the key to solving the model is to describe
the equilibrium in terms of a single firm on each active bilateral link.?” That is,
the distribution of firms on a bilateral link is not part of the market equilibrium
conditions. The market equilibrium on a particular bilateral link is represented as
a function of a single firm. The model is equivalent to a model in which all firms
selling on that bilateral link have the same productivity as that single firm we call
the representative firm.

For the definition of the aggregate variables and the bilateral representative
firms, we may retain generality of the PDF defined as a continuous random vari-
able that takes only positive values, subject to the constraint that the integral in
equation (3.50) below converges. The other integrals below also converge if (3.50)
converges. Define the continuous probability density function (PDF) of the posi-

27 By bilateral “link” we refer to a bilateral export-import trading relationship.
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tive productivities faced by firms in sector m of region r as g(¢r), and let G(@yr)
be the cumulative distribution function for this PDF. Given that firms from sector
m of region r are not active in a market s for ¢, < ¢3,.., G(¢},s) is the probability
that the firm is not active in market s. Then the probability that the firm is active
in market s is:

1- G((P;ﬂs) = /jo g((l)mr)dq)mr- (3-47)

Let y be any real number with y > ¢},,.. We seek G(y|ly > ¢;,,,), the conditional
distribution function for the random variable ¢,,, conditional on ¢, > ¢;,,;. For
notation, let C be a subset of the set of possible outcomes of a random experiment,
and Pr[C] be the probability of the event C (or the probability measure of the set
C). Define the sets:

A ={@mw|om <y} and B = {@ur|@mr > Ppyrs }-

We have AN B = {@umr|@iys < ¢mr < y}. Note that for any y > ¢j,,,, the con-
ditional probability of A given B (denoted Pr[A|B]), is equal to the value of the
conditional cumulative distribution function. i.e.,

Glaly = pivs) = PrIAIB] = "
We have
GCyly = ¢mrs) = W
[0 8(@)dg
~ 1-G(urs)
_ [T 8lem) g, (3-48)

Prurs 1- G(q)%rs)
Then the conditional PDF of productivities, conditional on the firm of sector m in
region r being active in market s, is (at each point of continuity of g(@m) ):

g(q)mr ifq)mi’ > q’;ﬂ’s

> oF = 1-G(@purs) - X
g(qomrkomr = q)mrs) {0 otherwise. (3 49)

Representative Firm Productivity: Define the productivity of our representa-
tive firm from sector m in region r that is active in export market s as @,,;s where



Journal of Global Economic Analysis, Volume 7 (2022), No. 2, pp. 66-139.

© oy §(@mr) V-1
Dinrs = i d . .
P |: Pinrs P 1- G(q);;ﬂs) e (3 50)
The productivity of our representative firm is indexed by the destination market
since the zero-profit productivity value cutoff, ¢;,,,, depends on the destination

market. We may rewrite (3.50) as:

~oM_1 < Mg g(q)mr)
mrs mr * d mr- ( . 1)
¢ ¢ 1- G((Pmrs) ¢ 3

@:lvs

We make repeated use of (3.51). In this form, it is evident that (anA:S_l is equal

to E[¢% | @mr > @l the mathematical expectation of ¢% ! conditional on
Pmr > Qhys2® Substitute the particular productivity value for ¢, for ¢, into
(3.38), the optimal price equation of the firm gives us

(1 + tmrs)TmrsCmr o Amrs
fpmrs(l - 1/0M) N fpmrs '
which is equation M.11 of table 2, where we use the notation fus = ps(Pmrs).>
Similarly, for quantity, revenue and profits, define §urs = Gs(Pmrs); Fmrs = 1's(Pmrs);
and 7Tys = ns(gbmrs)-

The Dixit-Stiglitz Price Index in Terms of the Representative Firms Prices:
Using our conditional PDEF, rewrite the Dixit-Stiglitz price index of (3.32) as fol-
lows:

Ps(Pmrs) = Prmrs = (3-52)

28 Melitz (2003, footnote 9) interprets this productivity as a weighted harmonic mean,
weighted by relative productivities. We do not judge the economic interpretation of this
productivity value as important. What is important about it is that it allows us to solve
the model in the sense that we may derive industry variables in terms of it. Dixon,
Jerie, and Rimmer (2018, section2.2), however, provides an economic interpretation of this
productivity.

29 As Dixon, Jerie, and Rimmer (2018, p.180-181) noted first, Akgul, Villoria, and Hertel
(2016, equation 12) make assumptions that reduce the generality of the heterogeneous-
firms model. That is, they assume (in our notation) that

~ ~ Cmr

= = —————= VsE€R,
Pmrs Pmr fpmr(l — 1/0-M)
where they define @, as the average productivity of firms in sector m of region r. That is,
the price of the representative firm in sector m of region r does not differ by destination
market based on the representative firm productivity. This is unlike in Melitz and in our
equation (3.52), where the representative firm and its price differs by destination market.
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1/(1—cM)

Pys = [ZA%M NmrSPS(q’mr)liUM Md(/’mr ’ (3:53)

reR Prurs 1- G(@Zﬂs)

where N5 is the mass of firms in sector m of region r that sell in region s. We
use (3.38), (3.51), and the definition above that ps(@m:) = Amrs/ @mr to simplify
the value of the integral in equation (3.53). The simplification is as follows:

[ee]

Nmrs s\ Pmr ligMMd mr — NmI’SA}nrgM/oo gffilMd mr
(Pz*nrs p <(P ) 1 - G(qofnrs) q) @ go 1 - G(qo;ﬂ,s) Q

_oM M _
:NmrsAIU(PU 1

*
mrs

mrs mrs
~ 1—-oM
= WNmrsp ( Qomrs)
~1—oM
= NursPiurs -

Substituting NyspL,¢ " for the integral in (3.53) to rewrite the Dixit-Stiglitz price
index as

1/(1—oM)
] , (3-54)

1M
Pys = [ZA%’SNMVSP}W;T

rER

which is equation M.8 of table 2. Equation (3.54) represents the industry aggregate
price index in terms of the representative firm alone. We do not need to employ
the distribution of productivities to characterize the industry price index. Since
0Pyis/ ONyys < 0, the Dixit-Stiglitz price index for good m in region s declines in the
mass of varieties for any region r. This is analogous to the Dixit-Stiglitz externality
indicated for the Krugman model of homogeneous varieties (see sections 3.4.4 and
3.4.5 for a more detailed discussion).

The Dixit-Stiglitz Quantity Index in Terms of Representative Firm Quanti-
ties: In (3.35), choose @y = @urs; then the demand for the representative variety
is:

Ps o oM
= rmrspmrs . (3'55)

qmrs - qs(qurs) - /\%fsqomsts < =

mrs

which is equation M.10 in table 2.
Analogous to the Dixit-Stiglitz price index, we may use our conditional PDF to
rewrite the Dixit-Stiglitz technology of equation (3.33) as:
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(eM—1) /M

qomsts = Z(/\%rs)l/gM mrsq%?il)/aMqu)mr
r€R (P;;ws 1 - G(qomrS)
(3.56)
From equation (3.36) we have gs(@m,) = Fmrsqs((pmr)‘”M, and from equation (3.40)
we have ps(qollmr) = ps((P,mr)qolmr/qD/,mr‘ Choose qurs = (P,mr and §0mr = goumr in
equation (3.40), then we have

ps(@mr) = PS(GT’mrS)M- (3-57)

mr

Substituting from equation (3.57) into (3.36) to obtain:

M

9s(@mr) = qs(Prmrs) (qurs> . (3-58)

mr

Substituting from equation (3.58) into the integral of equation (3.56) we have

o]

Nursqs(Pmr (oM =1)/0" g((Pmr)
Prs 7 (qp ) 1- G(?:ws)
8(@mr)

% Prmr 1- G(q);;ws)

— INmrsYs ~mrs (UMil)/UM ~1UM/OO Jm*lMd mr
qs(Prrs) Prnrs , e L

AQmr

= Noursfls(Fmrs) @D/, (3:59)
Substituting from (3.59) for the integral in (3.56), the Dixit-Stiglitz aggregate quan-
tity may be written as a function of representative firm quantities:

oM
oM_q oM
qomsts = [Z()\%s)l/aMNmrsq:s(qurs) oM ] . (360)

SER

Aggregate Industry Revenue in Terms of Representative Firm Revenues: Us-
ing (3.41), the the expected revenue for an individual firm in sector m of region r
on sales in region s, conditional on the firm being active in region s, is:
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Elrs(¢m)] =E [ps“qmjr)?;(r:pmr)]

Linrs /oo 1—oM g(@””’)
= s\ Pmr ———d mr
T+ b Jos, P TG g ™

M
_ rmi‘SA}nrg /oo M1 &(Pmr)

1 + tmrs ¢7nr5 " 1 - G((Pinrs)
_ CorsAgard - om_1

1 _|_ tmrs ¢m75

Fmrs

B 1+t
=175 (Qbmrs)
= Tmrs- (3-61)

APy

M

Ps (Gbmm)l_g

For aggregate revenue, R, for all firms in sector m of region r on sales in region
s, we must aggregate over the mass of firms. This is:

Rurs = o Nmrsrs(q)mr)%dqomr = Nmrsrs((pmrs)~ (362)
For aggregate revenue for all firms in sector m of region r on total sales to all
regions, R,;;, we must aggregate over all regions. This is:

Rmr = Z Nmrsrs(qurs)- (363)

sER

Aggregate Sector Profits in Terms of Representative Firm Revenues: For ag-
gregate profits, we use (3.43). The conditional expected profits for an individual
firm in sector m of region r on sales in region s are:

El7ts(@mr :/oo |:rs(§9mr) — Cmr ,% g(GDmr) APy
[ (go )] (anrs (TM f ? 1_G((P;knrs) go

_ rs((f)mrs) ¢ fM
- oM mr /) mrs

= Tis (gbmrs)

= Tlrs-
For aggregate profits for all firms, I1,,s, in sector m of region r on sales in region
s, we must aggregate over the mass of firms:

Hmrs == Nmrs ns((Pmr)M

d mr — Nmrsns ~mrs . ( .6 )
(Pz*nrs 1_G((P$nrs) (P ((P ) 3 4
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For aggregate profits for all firms in sector m of region r on total sales to all
regions, I1,,,, we must aggregate over all regions. This is:

Hmr = Z Nmrsn's(qurs)- (365)

sER

Summarizing these four aggregate relationships, we have:

1/(1—cM)
1M
(354) Pms: [ZAnAfrstrSp}nrg ] y
reR
oM
M1 M1
(3-60)  G0ms Qs = [Z(/\%s)””MNmrs‘Js(was) - ] ;
SER
(363) Ry = ZNmrsrs(qurs) ;
SER
(365) Hmr - Z Nmrsns((Pmrs)-
SER

These four equations allow us to represent the industry aggregates in terms of
the representative firms alone. We do not need to employ the distribution of
productivities to characterize the industry aggregates.

3.5.4 The Pareto Distribution

The free-entry equilibrium condition, the zero-profit productivity cutoffs and
the representative firm productivity level depend on the probability density func-
tion (PDF). We assume that productivity is a random variable with a Pareto PDF
that is untruncated above. A Pareto distributed random variable X has strictly
positive constants a and b with the PDF

llba > b
x) = xa+1 X - Yy
3(x) {0 otherwise.

The cumulative distribution function (CDF) for the Pareto distribution is

b a
e = )1 (8) x=v
0 otherwise.

Taking x = ¢;,,; in the CDF for a Melitz firm m in region r and using equation
(3.49), the conditional Pareto PDF (conditional on the productivity exceeding ¢,,)
is

103



Journal of Global Economic Analysis, Volume 7 (2022), No. 2, pp. 66-139.

a * a *
g((Pmr) _ (Paz;:tl (quﬁm) (zam-ﬁ) §0mr 2 (Pmrsf ( 66)
@) i >
Pmrs 0 otherwise.

3.5.5 Selection or Zero-profit cutoff

We first solve for zero-profit productivity cutoff for selection into each market
in terms of the representative firm productivity. Take @,.;s = @ur in (3.45) to get

~ oM—1
(@) = Mt (T} 667
qomrs
Given the conditional Pareto PDF, we may derive the ratio of the productivity of
the representative firm to the zero-profit productivity cutoff. The productivity of
our representative firm is:

mrs mr

1
~ OO m_1 8\ Pprs oM
(Pmrs = [/* qggw ! (:Za—i-l) dqomr]

1
o oM__ oM
= Jatoim)” [ ol g

1
. [a—i—l—aM]wM

mrs
a

(3-68)

where we assume that ™ —a — 1 < 0 or equivalently a > o — 1 for the integral
to converge.3° Then, we have

~ oM_1 M1
mrs a+1l—-o
) - 659

Substituting (3.69) into (3.67) to yield:

30 (M—a-2) glo oD o0 ' gl Y
Taking the integral f . Pmr domr = “r—— O = (limg,, oo | "R -
(‘P ) oM_g—1 ((P )U'M*afl M . .
) = T where we assume that 0 —a — 1 < 0 for the limit term to

converge, in which case it equals zero.
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-1
N a+1—oM
rs(qpmrs) = O'Mcmrfy%{s [] or

a
N a+1—oM
Cmrfr%s = 1s(Prmrs) [ M ] . (3-70)
aoc
From (3.55), we have that §s = Iiys ﬁ,‘n‘fSM, then
s T pl-oM
PmrsqQmrs L mrsPmrs _ Vs((pmrs) — P (3.71)

1+ tirs 1 + tmrs

where we use (3.61). So we may replace representative revenue in (3.70) with
product of representative price and quantity over tariff revenue, yielding (3.72):

frsimrs [a+1— oM
— st S[ ] (3.72)

M
c =
m"fmrs 14+ tmrs IZU'M

Equation (3.72) is the zero-profit productivity cutoff condition in terms of the
representative firm’s profits, which is equation M.12 in table 2.

3.5.6 Free Entry

We use the various aggregates derived above for the firm’s expected profits,
revenue, price and quantity. The conditional expected profits for an individual
firm in sector m of region r on sales in region s are:

E mr
E[7ts(omr)] = W - Cmrmers
= (m — Cor fnrs (3.73)

conditional on ¢, > ¢;,,;. Following Melitz (2003), we assume that these profits
are steady-state profits. But there is an annual probability of death of the firm
0 where 6 € (0,1), so that 1 —J is the probability of survival. The conditional
expected profits into the indefinite future of a potential entrant into sector m of
region r on sales to region s are:

i(l — O E[7ts(@mr)] = E[ﬂsE;Pmr)]
=0

(3-74)

o

1 ﬁrmsqrms M *
3 [m - Cmrfmrs:| Pmr 2 Prss
otherwise.
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A potential entrant will realize these profits with probability [1 — G(¢},)]. The
free-entry equilibrium condition is that the conditional expected profits into the
indefinite future of a potential entrant summed over all markets just equals the
sunk costs of entering the market:

1 ~rms ~7’7’VZS
5o ([1 = G(@ms)] [UMPGL) - CmrmersD = Cor fr- (3.75)
SER rms

Since in the steady state equilibrium [1 — G(¢;,,s)] is equal to the share of entering
firms in sector m of region r that are active in market s, we have:

. N,
[1 - G(q)mrs” = nmrs'
mr
Then we rewrite (3.75) as
1 Nmrs ﬁrmsqrms M o E
5 Z ( oy [U'M(l ¥ trms) — Cmrfars | | = Cor four- (3.76)

SER

From (3.72) we can substitute c,, M. out of (3.76) and simplify. This gives us
equation M.13 in table 2, the free entry condition of the model equations:

A DimrsGmr UM -1
5f‘r§lrcmr = Z ( s) Posdnes ) (3.77)

S\ ) (L s )acM

The free entry equilibrium condition is that the sunk costs of entering the market
just equals the conditional expected steady-state profits into the indefinite future
of a potential entrant summed over all active markets.

3.5.7 Representative Firm Productivity Level

The Pareto (CDF) is, again,

b a
=1 (3) x=b
0 otherwise.

The probability that the firm’s productivity is greater than or equal to ¢y, is
(b/ @}ys)", which in equilibrium equals the share of entering firms that are active
in market s. Thus, we may solve for ¢;,,., from

b a —1/a
R L

90;17‘5 nmr nmr

Using (3.69), and substituting from (3.78) for ¢;,,; we have
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- Nmrs ~1/a a+1-— O'M l/(liaM)
Prrs = b | —— — : (3-79)

Ny

This is equation M.14 from table 2 of the model equations.
3.5.8 Preference Weights in the Dixit-Stiglitz Price Equation of the Melitz Model

We may relate the preference weights in (3.54), the Dixit-Stiglitz price index
of the model, to value shares of absorption in the benchmark data v;,s.3* In the
Melitz case, the calibrated-share form (see Appendix A for a definition of the
calibrated-share form) of the Dixit-Stiglitz price index is

1/(1—c™)

~ 1-oM
_PO [Z mrstrs (Ifgnrs) ] . (3.80)

reR mrs Pinrs

where the superscript “0” denotes the value of the variable in the benchmark
equilibrium. Without loss of generallity, we take NY,; = 1 and define:

M

Amrs = Vmrs (Pms/pmrs)
Substituting AM into the calibrated-share form of the CES price aggregator, we
obtain (3.54), which is equation M.8 in table 2.

3.6 Market Clearance Conditions
3.6.1 Supply and Demand Balance for Domestic Use

The total quantity supplied of good or service i in region r is 40;,Q;,. In equi-
librium, this must equal the sum of consumer and intermediate demand. Since
we have linearly homogeneous preferences, the compensated demand function
for final goods is obtained by applying Shepard’s Lemma to the unit expenditure
function and multiplying by total final demand in the economy. This gives us the
tirst term on the right-hand side of (3.81). For demand for good i as an input
in sector j of region r, we apply Shepard’s Lemma to the unit cost function for
inputs in sector j and multiply by total demand for intermediates in sector j. Sum
over all sectors j to arrive at the second term on the right-hand side of (3.81). The
market clearance conditions of supply and demand are given by

31 The value share, vj,5, is defined for the Armington case and applied in equation (3.9).
The definition is the same in the Melitz case. We simply replace the sector index i with
m € M for a Melitz sector.
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aer acjr
— + 0, Y ——. .81
yapir ]gy ir ]rapir (3 )

qoir Qir = d0,D

Equation (3.81) is equation AKM.3 of table 2. In (3.81), the price depends on the
market structure of the sector. The price index P;, is defined by A.8, K.8, or M..8 of
table 2, depending on whether the market structure is Armington, Krugman, or
Melitz.

3.6.2 Market Clearance for Composite Input i of Region r under Armington

Under Armington, the unit cost of good 7 in region s is given by (3.7):

1/(1—0c?)
P = | Y AL+ tirs) Tirscir]) 7 VseR and i€ I\ (KUM),
reR
and the associated price of good i from region r sold in region s is (1 + tjs) TirsCiy-
Applying Shephard’s Lemma to the unit cost function and scaling by total demand
for good 7 in region s, gives us the demand for good 7 from region r in region s:

oP;
1+ tirs)TirsCir] ‘
Since under Armington the use of the composite input in sector i is equal to output
of the sector (see section 3.2) this is also the derived demand in region s for the
composite input i from region r. Summing over all regions s for good i from
region r gives us total demand for composite input i from region r:

qoisQis a[(

IP;
05 Qi l '
Y 4 Q51T b0 T

sER

Firms in region r, must ship T;,; units of good i to region s for one unit of good i to
arrive in region s. Incorporating the additional composite input required to cover
the iceberg costs gives us our market clearance condition for composite inputs
used in Armington goods:

op;
y0;r iy s; Tirs04s Qis ST o)ty
This is equation A.g of table 2. It is important to point out that under Armington
the composite input, which trades at a market price of ¢;, Vi € I\ (KU M), derives
its demand from the Armington aggregation activities across the destination s
markets. This is the right-hand side of (3.82). For Krugman and Melitz goods,
however, the composite input, which trades at a price ¢;, Vi € (KU M), is used

VreR and i € I\ (KUM). (3.82)
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as the single input to Krugman or Melitz firms. Under monopolistic competition
demand for the composite input comes from summing across the individual firms’
input use as indicated in the subsections 3.6.3 and 3.6.4 that follow immediately.3

3.6.3 Market Clearance for Composite Input k in Region r in all uses

For the monopolistic competition models, we must account for the use of the
composite input for both variable and fixed costs. Given the cost function in
(3.10), use of the composite input by Krugman firms for its variable costs for its
sales to all markets is equal to Y g Tirsqirs- Krugman firms also incur a fixed
cost of operating which is also defined in units of the composite input. Then
X+ Yoer Thrsirs is the total use of the composite input by a single firm in sector
k of region r. Supply and demand balance for the total use of the composite input
in a Krugman sector in region r is:

YO Yy = Mgy (f,g + Z Tkrsﬁkrs) Vr € R and k € K. (3.83)

seR

This is equation K.9 of table 2.
3.6.4 Market Clearance for Composite Input m in Region r in all uses

We first want to find the amount of the composite input required for variable
costs to produce the output of all firms in sector m of region r on their sales in
region s. We use the notation developed above:

—_oM _ oM M

QS((Pmr) = rmrsps(QDmr) 7= | PPRAY 7 (P;'m‘/
where Tyrs = AM 0,5 Qus(Pais)” and Ayyrs = % The amount of the
composite input required for variable costs by a firm in sector m of region r with

Tmrss (qpmr)
Pmr

productivity ¢, for their sales in region s is . Aggregating over all firms

in sector m of region r on their sales in region s, we get

32 Shephard’s Lemma does apply to the Dixit-Stigliz price indexes under monopolistic
competition to derive firm-level demand as presented in sections 3.4 and 3.5, but this is
not demand for the composite input directly. Demand for the composite input comes
from summing across the individual firms” input use.
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NmrsE |:Tm”5q5(q0m”):| = NmrsTmrsr A_UM N qoz;\: g(Q)my d(Pmr

mrs+ imrs %
Ql)mr (P;zrs q)mr 1 - G ( qomrs)
—oM M1
= WNmrs TmrsrmrsAmrs Pinrs
m 1
_ ~ —0
= Nmrs Tmrsrmrs Ps ( Pmrs ) qﬁ

mrs

. -
— Nmrs mrs [’lS ((Pmrs> . (384)
Pmrs
In addition, we must account for the use of the composite input to cover the fixed
costs of operation and sunk entry costs. Summing over all markets, gives us the
Melitz market clearance condition for the composite input in sector m:

o
YO0 Yor = OfE iy + Y Nours <f%s + mfsqmrs> Vr€R and m € M. (3.85)

sER mrs

This is equation M.g of table 2.
3.6.5 Market Clearance for primary factors

The demand for a sector-specific factor of production f used in sector i of
region r is obtained by applying Shephard’s Lemma to the unit cost function of
sector i of region r. The unit cost function is defined by either (3.3) or (3.5).
Given linearly homogeneous technologies, we scale the demand by total use of
the composite input to obtain the total demand for the specific factor.

(3.86)

This is equation AKM.4 of table 2.
For primary mobile factors of production, we account for demand across all
sectorsi € [ and r € R:

— ac‘
Fq = 2 ,yoirYirﬁ +d0,D,
r

iel

de,

Sws, (3.87)

Leisure demand is given by the final term on the right-hand side, which is non-
zero only if the factor is labor and we have chosen a non-zero elasticity of labor
supply. This yields equation AKM.5 of table 2.

3.7 Income Balance and the Numeraire

The model is based on relative prices (the model is homogeneous of degree
zero in prices). We define the numeraire as the price of a unit of utility in the
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United States, i.e.,
eusa = 1.

All prices are relative to this numeraire. Nominal income and any added nominal
reports are understood to be measure in units of the numeraire.

For income balance we must have nominal income equal to expenditures of the
representative agent in region r. Income equals the value of factor endowments
plus any tariff revenue plus the net value of any capital account surplus in the
benchmark equilibrium, where we hold the net capital account surplus constant
in any counterfactual.

Z ws, Fy

fe(F\F)
+ Z wairSFfir
feF i€l

oP;
+ Z ZtZSVCZST'ZST’quVQIY =

ie(I\(KuM)) S€R O[(1 + tisr) TisrCis]

tksr”kspkerksr
DI
keK seR 1+ tysr
tmermsrﬁmsrqmsr
+ Z Z 1+ tsr
meM seR

+ eysa BOP;.. (3-88)

This is equation AKM.7 of table 2.

The first two terms on the right-hand side of (3.88) are the values of mobile
factor endowments and sector-specific factor endowments, respectively. With no
labor-leisure choice, the initial total labor supply is the endowment. With labor-
leisure choice, the endowment of the representative agent is the total time endow-
ment; then income is “full” income, as it includes the imputed value of leisure.
The third term is the value of tariff revenue collected in all Armington sectors.
The quantity demanded in region r of imports of good or service i € (I\ (KUM))
from region s is

op;,
a[(l =+ tisr)TisrCis] ‘
For each unit of good i from region s that arrives in region r, exporters charge for
the melt, which is T, > 1 units for each unit that arrives. The tariff in region r is
assessed on the value c¢;; T, per unit.
The fourth term is tariff revenue collected in Krugman sectors. The customs
value of imports from all Krugman firms in sector k of region s into region r equals

qoirQir
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ks Prsrksr/ (1 + trsy). We then apply the tariff rate on these imports and aggregate
over all regions and Krugman sectors.

The fifth term is tariff revenue collected in Melitz sectors. Using equations
(3.61), (3.62) and (3.71), the customs value of imports from all Melitz firms in
sector m of region s into region r equals:

N | PABID) | () = N | B 89
To obtain the fifth term in (3.88), we apply the tariff rate to the value in (3.89) and
sum over all Melitz sectors and regions.

The final term allows for non-zero trade balances based on the data. A trade
deficit augments the income available to the representative agent to spend on
goods and services. We hold the trade deficit constant in any counterfactual to
avoid providing a permanent free lunch that would distort the welfare analysis.

This model is designed to contribute to the literature on the relative welfare
gains of market structure. To maintain comparability with the key papers in
this literature, in particular Arkolakis, Costinot, and Rodriguez-Clare (2012) and
Costinot and Rodriguez-Clare (2014), we subsume all investment and government
demand in consumption. Therefore, we do not have an accounting of investment
or government demand in the model. All final demand is included in the expeni-
ture function for the representative agent.

3.8 The Consumers’ Expenditure Function, Indirect Utility, and Hicksian Equivalent
Variation

In this section, we derive the regional consumer’s expenditure function and the
formula for Hicksian equivalent variation with and without labor-leisure choice.

3.8.1 Expenditure function with no labor-leisure choice

We first derive the expenditure function for the case of no labor-leisure choice.
The goal is to show that equation (3.1) is consistent with consumer optimization
over goods and services when 7% = 0. We can do this from the familiar primal
utility maximization problem and then use the duality identities to specify the
expenditure function. Start with the primal objective

1
6,

where to simplify notation in the absence of a labor-leisure choice we define

U, = do,D, = H, [ Hielcf;‘r] , (3-90)

H, = (n©)V/ (@ “~1) which is a monotonic increasing transformation of our utility
function that allows us to choose appropriate units associated with utility. Maxi-
mization of U, = d0,D; subject to the budget, Z, = Y ;; P;;C;;, yields the optimum
consumption values:
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GirIr
P,

Indirect utility in region r (where p, is the vector of prices) is

G, = (3.91)

1 0,7, \ %
Vf(prrzf) = Hr lerHiEI < Pi >

I,
— Hr ( ) ) 7 (3'92)
Hielpg"

where the final term uses the fact that [7]; If ir = 7, and the definition of 6, =

inr"r. Now use one of the fundamental duality identities (Varian, 1992, p.106) to
find the expenditure function. We use V,(p,, E-(p,, Uy)) = U,; then we replace Z,
in (3.92) with the expenditure function as follows:

Vi(p, E-(p,,Us)) = U, = d0,D,

E , U
H, (W) = U,
[Lig P

u )
Er(py,Ur) = 57 ety (3.93)

The expenditure function is linear in utility (a result of linearly-homogeneous
preferences), so we can specify the unit expenditure function

1 .
er(pr) = EHZIEIP;:‘”

1
_ Ci L 0;
=1y 1-e HiGIPl'rlr

_ [,75 (Hielpf;r)ML] ﬁ (3.94)

Equation (3.94) is the right-hand side of equation (3.1) under the special restric-
tion that 7 = 0. Thus we have shown that (3.1) is a proper unit expenditure
function that embeds the optimizing behavior of consumers. We could have ar-
rived at exactly the same unit expenditure function by minimizing expenditures
and substituting the compensated demand functions back into the objective. In an
equilibrium we will have income equal to expenditures and given our derivation
of the unit expenditure function in (3.94), with e, = ¢,(p,) from (3.1), we can re-
arrange (3.93) to directly derive equation AKM.6 of table 2 in terms of the model
variables. That is, we already have
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0:
Hielpirlr

which yields the following in terms of the model variables:

7
do,D, = =". (3.95)
er
For completeness the compensated demand functions [#;(p,, U;)] in the special
case of no labor-leisure choice are given by

9,
_ @Hjelpjr]
B Hr Pi ‘

3.8.2 Expenditure function with a labor-leisure choice

hir<pr’ u”)

(3-96)

With a labor-leisure choice the consumer’s optimization problem is more com-
plex. We take advantage of the fact that the Cobb-Douglas subutility function
on non-leisure goods is separable and linearly homogeneous. This allows us to
apply two-stage budgeting where we define the price index (P¢) and quantity of
subutility (C,) as follows:

0
Prc = Hielpi

ir
r

1 .
CI’ = @HZGICSV

By the preceeding derivations in section 3.8.1 we can show that PC is an ideal
price index

C .
= = P,C;, st. 1=
Pr=Prp) = min [; s

er Hiel C?;’] ’
where the only deviation from section 3.8.1 is that we make the monotonic trans-
formation such that the coefficient H, is eliminated in the derivation of the unit
expenditure index. We now substitute the subutility quantity (C;) into equation
(3.2) to give us the primal objective in leisure and the composite of goods con-
sumption:

Ur == dOrDr -

LL aLL—l CL Lzl oL—1
U S P O . (3-97)

Let the total time endowment in region r be denoted L, = I, + L, where L, is

114



Journal of Global Economic Analysis, Volume 7 (2022), No. 2, pp. 66-139.

labor supply. Income from labor is wi,L, and denote non-labor income IrNL. In-
come from labor services and non-labor income will equal expenditures on goods
and services (excluding leisure):

wy, L+ 1IN = PEC,.

Taking the imputed value of time as part of full income, we define full income as

T, = wil, + PCC,. (3.98)

We maximize (3.97) with respect to / and C subject to expenditures on leisure
and commodities being equal to full income (equation 3.98). This is the usual CES
optimization, yielding:

7, [ P\ 7, [P\
¥ _ L+r r « _ CcLr [ v
Iy =, P, (er> and C; =1, P (RC) , (3.99)

where the new price index P, over full consumption is defined as follows:

oL 1—ob | 1-oF
Py = [ﬂfwb” +4 Py }

1—ot ﬁ
} (3.100)

—ot 91';'
= [ﬂerI{rU +17rc (HiEIpir)

Substitute the optimal values of I, and C; into (3.97) gives us the indirect utility
function:
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I (P ot Vil_ ' 1 P, ot ”if ”Zil
L; LLr r c,r [, ctr r
Vilp,, Lr) = |1, ( P, <wL> ) +7 (m P, <7’F> )
L LTLZl L VLE Ui’L,]
Ir i Pr (% o c Pr (% o
F1H (@) e ()
oL ok
L;?r [m wh; "+ P "}
I Pr oL
P, Pr
_ 713: (3.101)

Now using the duality identity that V,( P E.( P, U,)) = U, we derive the expendi-
ture function. Replacing income in indirect utility with the expenditure function,
we have:

Vr(pr/ E"(pr’ u”)) = U, = d0,D,

Er(p ’ ur)
r =Uu,
Py
E(p, U,) = UPr. (3.102)

The expenditure function is linear in utility (a result of linearly-homogeneous
preferences), so we can specify the unit expenditure function e,(p,) = E,;(p,, 1) =
E.(p,, U;)/U, to give us equation (3.1) in its general form to include a labor-leisure
choice, which we reproduce here as (3.103):

oL 1/(1—c")
[775 P (I_LGIPZ;’) ] : (3-103)

Just as in the case with no labor-leisure choice we can derive AKM.6 in table 2
by noting that equilibrium income equals expenditures and our derivation of the
unit expenditure function, where e, = ¢,(p,) from (3.1). From 3.102 we have
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E/(p, Ur)
U, = ———-7,
r Pr
which yields the following in terms of the model variables:

d0,D, = & (3.104)

er

3.8.3 Money Metric Indirect Utility and Equivalent Variation

In this section we outline our specific choice of units for utility and its relation-
ship with our welfare or Equivalent Variation reports. In sections 3.8.1 and 3.8.2 we
derive equation AKM.6 in table 2, which is the preceding equation (3.104):

d0,D, = Q
er

where ¢, = ¢,(p,) is the minimum expenditure required to obtain one unit of
utility (true-cost-of-living index), d0; is the initial value of aggregate final demand,
D, is a variable that takes the value of one in the initial equilibrium.

There is an important nuance regarding cardinalization in AKM.6 or (3.104).
In section 3.8.2 we show that U, = V,(p,, E;(p,, U;)) = Z:/e,(p,). This expression
may be derived with utility as an ordinal indicator. Our utility function, however,
is cardinal since we define utility equal to final demand: U, = d0,D,. To see this
note that in the benchmark, since D, = 1, we must have U, = d0, = Z,. Final
demand and income are fixed at their observed levels in the benchmark, so this
equality will fail to hold with a positive monotonic transformation of utility. That
is, for equation AKM.6 or (3.104) to be consistent with the data, we must choose
units of utility such that the initial value of the unit expenditure function is equal
to one: ¢! = ¢, ( p?) = 1.33 We show below that this choice of units yields a simple
and convenient model report of equivalent variation, because at a benchmark with

e? = e,(p?) = 1 indirect utility is measured in a money metric. That is,

v,(p?,10) = I) = d0,D, = do,,

where by definition D, = 1 at the benchmark and so drops out of the final term.

33 The level of utility equals the value of full consumption under the appropriate calibra-
tion of - and #¢ such that e,(p,) = 1 at the benchmark. Let v> be the benchmark value

share of leisure in full income for region r, w(L)r be the benchmark wage, and Prco be the

L_ L1
benchmark value of PS, then setting 7+ = v} (w? )’ ! and n¢ = (1 —vk) (P,CO)U
gives us a scaling of units such that utility equals the value of full consumption and

er(p,) = 1 at the benchmark.
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Now consider the definition of the money metric indirect utility function as
presented by Varian (1992, p.110). In our notation this is

:u"(pr; p;/ I;) = Er(P,, Vr(P;/I;))

Varian (1992) explains that y,(p,; p,, Z}) indicates how much money one would
need at prices p, to be as well off when faced with a different price vector p.
and income level Z]. Let us take the initial price vector as the basis for evaluation
p, = p°. Thus, under our choice of units and linear homogeneity, money metric
indirect utility is given by

/
(PR3l T2) = el POV, T) = - = dOLD.
e(pr)

So any numeric solution of 40,D, at an equilibrium with price vector p/ and in-
come level Z/ gives us money metric indirect utility evaluated at initial prices, p°.
At this point we can drop the prime notation, because the initial price vector is
distinguished with a “0” superscript.

Now consider the textbook (Varian, 1992, p.161) definition of Hicksian Equiva-
lent Variation:

EV, = w(p% p,, To) — w(pl 00, ID).

It follows that at a numeric solution we calculate equivalent variation as

E‘/y - dOTDy - dOy — dOr(Dr - 1), (3.105)

or equivalently using equation (3.104) we express the same report in terms of the
change in real income

T
EV, =L 1710, (3.106)

er

In the case that we have a labor-leisure choice it is important to note that income
measured by Z, includes the imputed value of leisure. Z, is full income, which
will exceed measured income as wy, L + IrNL in the accounts. This does not change
the theory behind our measure of EV,. With a labor-leisure choice, the ratio of
EV to benchmark measured income will not be equal to D,. To report EV as a
proportion of measured benchmark income one needs to use the full report of
%JF’I’NL to account for the difference between Z° and wr,L + ZNt. Of course, the
ratio of EV to benchmark full income is still equal to D;.
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4. Market Productivity Cutoffs: Impact of Market Size and Preferences

For firms in any region r of our model, we derive the condition for the ratio of
the zero-profit productivity cutoff in any of its export markets s to the zero-profit
productivity cutoff condition in its home market:

Pinrs
q):;lﬂ’

We show that iceberg costs and tariffs lead to a higher zero-profit productivity
cutoff for exporting than for sales in the home market. Further, if there are higher
fixed costs of exporting compared to fixed costs of selling in the home market, then
relative fixed costs as well as tariffs and iceberg costs all lead to the Melitz (2003)
result (under homogeneous regions) that exporting firms are a proper subset of
firms that sell in the home market. This supports the stylized fact that exporting
tirms are a minority of total firms in any region. With heterogeneous regions,
however, we could find that some firms find it profitable to export to some markets
without serving the home market. For example, Jakubiak et al. (2006) surveyed
510 Ukrainian firms that export to the European Union. They report that about ten
percent of these firms report that they do not sell in Ukraine. This could happen
if there are large export markets relative to the home market or relatively weak
home market preferences for the product of a sector. Feenstra (2010, equation
19) derives a similar condition for a one-sector model with two heterogeneous
regions. We extend Feenstra’s result to an arbitrary finite number of sectors and
regions.

From equation (3.44) we have 75(@},s) = oMy, fM. and 7, (¢f,,) = cMepm fM, .
Then, the ratio of the revenues at the zero-profit productivity cutoffs is:

rs((P:”IVS) — ff%s

Tr ( g0:171’> f r%r .
Consider the ratio of the revenue of firms from region r with productivities ¢,
and ¢;,,, on sales in their home market r. Equation (3.42) holds for all destination
markets s € R, in particular, for the home market. In (3.42) substitute ¢, for
¢" . and ¢, for ¢, . We have that

(4.1)

T’r((P;knrs) — (gp;ws)gM_l‘ (4‘2)

Ty ( (P:Fnrr) q);rr

We want to express the ratio of the cutoff productivities in terms of parameters.
Using equation (3.41), and recalling that t,,, = 0 and T, = 1, we have
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T _
rs(@mr) = 1+mtr:1rs PS(‘Pmr)l o
T M
= 1 —f—mtr;rs [(1 + tmrs)Tmrspr(q)mr)]l 7
Lirs 1—oM rmrrpr(q)mr)ligM
= 1+t
T, [( + mrs)Tmrs] T+ e
o rmrs _U.M 1_0.M

= (1 + tirs) Turs Tr(@unr)

mrr
= lFmrsrr(qomr)/ (43)

where to simplify notation we define

T M q1_ .M
Y, = r’““(1+tmr5) A S
mrr

Divide both sides of (4.3) by ¥ to obtain

r r
rr(Pmr) = sé(f::ls) Y Quir,

and, in particular,

Substitute % for r+(¢},) in (4.2) and use (4.1) to get

* * oM—1 M
Ts ((Pmrs) ( Prrs > fmrs
= ‘Fmrs - . . )

(@) \ @ [t (44

Rearranging, we have

1 1 1
* M TM_1 M oM _1 M oM _
¢m7’5 — ( fmrs > — <fmrs ) (1 + tm]/s) M1 Tmrs (I‘m?’l’ ) 1 . (4'5)

M M
(P;’H’T ‘Fmrsfmrr fmrr I‘mrs

The iceberg costs and the tariffs lead to a higher zero-profit productivity cutoff for
exporting than for sales on the home market. If the fixed costs of exporting are
higher than the fixed costs of serving the home market, these would also lead to
a smaller share of firms in a sector of a region exporting. Thus, these parameters
on the right-hand side of (4.5) are consistent with the stylized fact that exporting
firms are a significant minority of total firms of a region and exporting firms are
larger. On the other hand, anything that contributes to
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rmrr

rmrs

being less than one could lead to some firms exporting without serving their
domestic market. With the definition of I';,;,s the ratio is

Toirr _ Mooy @0 Quur Py
Linrs AM.<q0msQums P r%jsw

Notably, for firms in small home markets, there may be sufficiently large export
markets such that the zero-profit productivity cutoff for exports is lower than
the home market zero-profit productivity cutoff; this would result in some firms
exporting without selling in their home market.

(4.6)

5. Conclusion

While the work of Melitz (2003) is seminal, it is necessary to extend that model
from its simplifying assumptions to make it suitable for applied general equilib-
rium policy modeling. The first objective of this paper is to extend the Melitz
(2003) model in numerous directions such that it may be used in an applied gen-
eral equilibrium policy context and to provide detailed pedagogical derivations
to substantially facilitate the accessibility of the generalized model. Our model
of heterogeneous firms extends the model of Melitz (2003) by allowing multiple
sectors, intermediates with shares based on data from the input-output tables,
heterogeneous regions based on data, labor-leisure choice, initial heterogeneous
tariffs as well as iceberg trade costs, multiple factors of production, the possibility
of sector-specific inputs and trade balances based on data. In addition to shocks
to iceberg trade costs considered by Melitz, we incorporate global and unilateral
tariff policy shocks. Redding (2010b), Redding (2010a), and Donaldson (2016)
provide good pedagogical derivations of the basic Melitz model, but not the ex-
tensions mentioned above.

Although there are papers in the literature that provide mathematical deriva-
tions of many of the extensions of the heterogeneous-firms models we consider
(e.g., Costinot and Rodriguez-Clare, 2014; Akgul, Villoria, and Hertel, 2016; and
Dixon, Jerie, and Rimmer, 2018) our approach is more detailed or pedagogical
and, in some cases, depending on the alternate approach in the literature, more
general (e.g., labor-leisure choice) or closer to the theoretical literature begun by
Melitz (2003). We have provided detailed textbook style mathematical derivations
of an extended version of the heterogenous firms model of Melitz (2003), as well as
the Armington (1969) and Krugman (1980) models. Comments we have received
on earlier drafts of this paper have indicated that, although our version of the
heterogeneous-firms model is considerably more general than Melitz (2003), our
detailed derivations have made the heterogeneous-firms model of international
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trade more accessible.

The second objective of the paper is to document the models of Balistreri and
Tarr (2022). Balistreri and Tarr apply these models to GTAP data where they assess
the relative welfare impacts in the Armington, Krugman, and Melitz style models
of trade cost reductions in eighteen model variants. This paper documents the
equations of those models and provides a summary of the key results.

Conceptually, there is a full policy model which includes all data, model vari-
ants and policy instruments. Then many of the various model variations that are
considered in Balistreri and Tarr (2022) may be thought of as special cases. For
example, the general model allows labor-leisure choice and sector-specific factors,
where the share of primary factors that are sector-specific may range from zero to
one. Then the model without sector-specific factors is a special case of the general
model where all primary factors of production are mobile; and the model with no
labor-leisure choice is a special case of the general model with a variable elasticity
of labor supply.

The mathematics we lay out in table 2 shows that there is a set of equations
that is common to the Armington, Krugman and Melitz models. The difference in
these common equations in that set is that the interpretation or mathematics of the
industry prices and quantities are the Armington aggregates or the Dixit-Stiglitz
aggregates. Beyond industry prices and quantities, there are some equations that
are specific to the Krugman style model and a slightly larger set of equations
that are specific to the Melitz style model. We hope this paper will be a clear
roadmap for understanding and constructing modern multi-sector, multi-region
international trade models that must be fitted to data.
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Appendix A. Constant Elasticity of Substitution Calibrated-share Form

This appendix outlines the basic calibrated-share form of constant-elasticity-
of-substitution (CES) functions. The presentation is a condensed version of the
pedagogical treatment by Rutherford (1995), which is intended to help students
simplify empirical calibration procedures. Other authors have developed an anal-
ogous CES form for analytic work, calling it the normalized CES function (Growiec,
2013). We will focus on a linearly-homogeneous CES production technology. Of
course, the treatment ports directly into a representation of homothetic prefer-
ences, where cost functions are recast as expenditure functions. The treatment in
this appendix is generalized, and the notation is apart from the rest of the paper.

A textbook presentation of the CES technology for producing y with a vector
of inputs, x, will take on a form analogous to

1/p
y(x) = <Zocz-xf ) : (A.1)

The cost function, which conveniently embeds the firms’ optimization over inputs,
is given by

1/(1-0)
Clry) =y (Z ai-’f}") : (A2)
1

where o = 1/(1 — p) indicates the constant elasticity of substitution and the r; € r
are input prices. In the context of an empirical calibration of the «; to a benchmark
equilibrium this form is inconvenient. The formulae that transform the data into
the parameters are non-linear and inherently dependent on our choice of scaling—
or units choice—for the observed variables. One thing we can leverage, however,
is the fact that linear homogeneity allows us to factor out any positive scalar, ¢,
such that:

1/p
o= (Ept) 43

where B; = a;¢ . A common simplification is to choose ¢ such that ) ; f; =
1 making it clear that the coefficients represent input weights. Note that these
weights are still dependent on the units we use to measure inputs. Further, the
new parameter ¢ translates the non-linear term into the specific units with which
we choose to measure output y.

Consider an alternative ¢ that equals the observed quantity of output at an
established benchmark equilibrium, y°. The B; will take on a unique and convenient
relationship with the input data under this rescaling, and the non-linear term will
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Table A.1. Typical calibration data

Observed Reference | Reference
Value Quantity Price
vont — poyo yo po
ofm; = r9x) Vi X Vi r) Vi

be equal to one at the benchmark. To see this consider table A.1, which includes
typical data as observed in the social accounts. The convention of labeling gross
value of output as vom and factor inputs as vfm; is derived from the GTAP database
notation. In table A.1 prices and quantities embellished with a superscript 0 are
benchmark data where the balance between price versus quantity is a result of
choice of units. With these data we can also calculate a key summary parameter—
the benchmark value share of inputs:

Zj Fix; Py
where the last equality holds for micro-consistent data, in which revenues are
disbursed as input payments (p%y° = Y r? x?). Note that the new share parameter,
0;, is unitless, and thus independent of the scale in which we chose to measure
inputs. We can, of course, use the conditional input demands evaluated at the
benchmark (with zero profits) to directly calibrate the a; in terms of the data and

the added value share 6;. Conditional input demand is given by

=)y (L2 o

Ti

where ¢(r) is the unit cost function which has a benchmark equilibrium value of
po. Evaluating equation (A.4) at the benchmark equilibrium and inverting to solve

for a; we have
0,0 /.0\" 0\"*
XY Yy
‘ 0. A.
i p°y° <X?> l (x?) (A5)

Now let us define B; = 6;(x?)° = a;¢ " where ¢ = y°. Substituting the B; and ¢
out of equation (A.3) using their definitions gives us what Rutherford (1995) calls
the calibrated share form:
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- \* 1/p
y(x) =y° [ZGi <xO> ] : (A.6)

The corresponding cost function (in calibrated share form) would be

1/(1-0)

(1-0)
Cr,y) =p"y [ZGZ' (;) ] : (A7)

1

where we take advantage of the fact that

0 o—1 0 1-0
_ y _a P
a=n (%) -of5)

As an extension to this basic presentation consider benchmark distortions in
the form of input taxes. The reference prices and calibrated value shares need to
take into account cost minimization is on a gross-of-tax basis. Let the gross-of-tax
input price faced by producers be given by (1 + t;)r;. The reference price would
include the benchmark markup: (1+ )Y, and the value share would be given by

(1 + 8)rix?
Py
The cost function extended for input taxes would be

0;

A+t )7 Vi)
C(ry) = Poy {Zj:ei (W) ] . (A.8)

Linear homogeneity indicates that all of the information about the technology
can be captured in the unit cost function:

1/(1-0)

(1-0)
1 i)ti
c(r) =p° {Zei (%) ] : (A.9)

1

Input demand using the calibrated-share conventions is found by applying
Shephard’s lemma. Conditional input demand for good i equals the output level
times the partial derivative of the unit cost function with respect to the gross-of-tax
input price of good i:
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xi(ry) = ya[(fi?)r]
e () a0
e ()
S AR (W)

In application we often arrange the unit cost function as an equilibrium condi-
tion, such that price equals marginal cost (zero unit profits):

1/(1-0)

(1-0)
0 (1 + ti)i"i
p=p"1) 6 ( . (A.11)
{ =\ (14970
We can also use this to show the popular exact-hat form. Define p as the propor-

tional change in p between the benchmark and counterfactual equilibrium. We
divide through by p® (which might be one by our choice of units) to get

1/(1-0)

(1-0)
R (L+ti)ri
= O | 5% . A2
' {?l((m?)r?) ] A

The convenience of the calibrated-share form of the CES technology is notable
in that we can go directly from the accounts to the functions as represented in the
computer code simply by calibrating (calculating) the 60; (and assuming a value
for 0). This avoids the tedious non-linear and scale dependent formulae for the «;.
Credit for insights gleaned from this appendix should be attributed to Rutherford
(1995). Blame for mistakes and added confusion lies with the authors.

130



Journal of Global Economic Analysis, Volume 7 (2022), No. 2, pp. 66-139.

Appendix B. Equations as Implemented in the Computer Code

In this appendix we itemize the equations of the computer code as applied by
Balistreri and Tarr (2022). The model is formulated as a mixed complementar-
ity problem in the Mathiesen-Rutherford tradition (Rutherford, 1999). The equi-
librium conditions are coded as a set of complementary-slack conditions of the
form:

f(x) >0, x>0, and xf(x) =0,

where x is a vector of endogenous variables and x is a particular positive variable
associated with the function f(x). So, for example, we would have market clear-
ance as excess supply is greater than or equal to zero which is complementary
to a positive price. Excess supply is consistent only with an equilibrium that has
a zero price for the associated good. If the price is positive then excess supply
must be zero. To simplify the presentation we use the L symbol to indicate the
complementarity. So we present

f(x)>0Lx>0.

In section B.1 we present the equations that represent preferences and transfor-
mation technologies. These can generally be thought of as zero-profit conditions
for constant-returns-to-scale activity, where the marginal cost of the activity is
given by its cost or expenditure function and the marginal benefit is given by the
price of its output. The equations specific to the Krugman and Melitz models are
presented in sections B.2 and B.3. Market clearance equations are presented in
section B.4, and finally the income balance equations are presented in section B.s5.

B.1 Technologies and preferences

With the option to include a labor-leisure choice, the unit expenditure function
is given by:

_ 1 1/ (1=ct)

1—0
nlwl=o" 4 yC (]‘[ Pﬁ"’) —e,>0 L D, >0. (B.1)

iel

If 7L = 0 labor supply is perfectly inelastic; then the unit expenditure function
reduces to only the Cobb-Douglas preference nest over goods and services. Equi-
librium condition (B.1) is consistent with AKM.1 in table 2 and equation (3.1) in
the text.

The production technology for the composite input in the dual is given by one
of the following formulations. We always assume that value-added inputs com-
bine in a Cobb-Douglas nest, but we employ multiple treatments of intermediates.
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If we assume that intermediates and a value-added composite substitute with an
elasticity of substitution o7 # 1 we have the cost function of (B.2),

1
T 1-0T

Zﬂéjirpjlfﬂ +air | [ [(wp)Prir TT (@) Pr —¢cir >0L1LY; >0,
j€l f¢F feF

1-0

(B.2)
where aj;, > 0, Bsir > 0, and L¢er Brir = 1. This equilibrium condition is con-
sistent with AKM.2 in table 2 or equation (3.5) in the text. If there are no inter-
mediates, then the aj;, parameters are all zero, ay;; = 1 and we only have the
Cobb-Douglas nest of primary factors. If 7 = 1, we have the cost function of
Cobb-Douglas technology in (B.3):

[ TP TT (g ) Prett =Tt T (@gip) e 2% | =iy >0 L Y > 0. (B.3)
i€l 27 feF

This equilibrium condition is consistent with equation (3.3) in the text.

Two important numerical papers in this field, Balistreri, Hillberry, and Ruther-
ford (2011) and Costinot and Rodriguez-Clare (2014), assume a single-composite
intermediate in each sector of each region. Then, for example, steel is used in
the same proportion in automobile production as in the accounting sector. While
apparently unrealistic, Balistreri and Tarr (2022) assess the implications of this as-
sumption for the relative gains from trade in the Armington, Krugman and Melitz
models. Under the assumption of a single composite intermediate in each sector
and region, the price of intermediates is the unit expenditure function, and the
cost function is shown by (B.4):

<er)2j Wjiy H(wﬁ)ﬁﬁr(lfﬂjﬂﬁr) H(wfiy)ﬁfir(lfij wjir) | >0 L Y, >0, (Bg)
feE fef

where ¢, is given by equilibrium condition (B.1). In the case when we do not have
any intermediates, the a share parameters in the above equations would all be
zero.

The next set of equations indicate aggregation of varieties consumed or used
as intermediates in region s. For the Armington structure, we have the condition
for optimal supply of the composite good or service (Q;;) available for absorption:

1/(1—c?4)

_oA
Z /\Z{Lr‘s[(l + tirs)TirsCir]l 7 —Ps>0 L Qis >0, (B-5)

reR
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This equilibrium condition is consistent with A.8 in table 2 and equation (3.7) in
the text. If we assume a monopolistic competition structure, the dual price is
either a Dixit-Stiglitz aggregation of Krugman firm-level varieties, as:

1/(1—cX)
] —Ps >0 L Qs >0; (B6)

[ Z )\ki‘snkr pkrs

reR

or (as we show in section 3.5 ) an aggregation of Melitz representative firm vari-
eties as:

1/(1—c™)
[Z )\nl\frstrsﬁ#rg ] - Pms 2 0 L Qms Z 0. (B7)

reR
Equilibrium condition (B.6) corresponds to K.8 in table 2 and equation (3.22) in
the text; and (B.7) corresponds to M.8 in table 2 and equation (3.54) in the text.
B.2 Krugman specific equilibrium conditions

Excess supply for a variety produced by an individual firm in region r and
sold in region s must be greater than or equal to zero, with the associated variable
being the firm-level price:

K

2 o
Gkrs — /\]Ifrsqostks (pks > 2 0 L Pkrs Z 0. (BS)

krs

This equilibrium condition corresponds to K.10 in table 2 and equation (3.18)
in the text. Faced with demand for its variety, given in (B.8), a firm supplying
anything will supply a quantity that equates marginal cost to marginal revenue:

(1 — 1/‘7K)Pkrs
1+ tirs

where (B.9g) reorients the standard markup condition in K.11 and equation (3.17)
into a (marginal cost less marginal revenue) complementary-slack condition asso-
ciated with firm-level supply. Free entry leads to zero profits, so firms enter until
the cost of establishing a firm equals the accumulated quasi-rents that firm earns
across all markets:

ThrsChr — > 0 L krs > 0/ (Bg)

K Pkrskrs
Cier — — >0 1L n, >0 B.10
fkr kr S;{ 0’1((1 +tkrs) fl kr — ( )

This equilibrium condition is consistent with K.12 and equation (3.20) in the text.
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B.3 Melitz specific equations

The Melitz model posits an infinite number of firms corresponding to a con-
tinuous distribution of firm productivities. Nonetheless, the Melitz equilibrium is
defined by a single firm (variety) on each bilateral trade link. That is, the distribu-
tion of firm productivities does not appear in the market equilibrium. The market
equilibrium on a particular bilateral link is equivalent to a model in which all
firms selling on that bilateral link have the same productivity as that single firm.
For that reason, we call the firm with the productivity in the market equilibrium
the “representative” firm. This should not be confused with the representative
firm in a Krugman model, where all firms are actually identical. For details of the
derivation starting from the distribution of all firms, see section 3.5.

Excess supply for a variety produced by the representative firm of r selling in
region s must be greater than or equal to zero, with the associated variable being
the price of the representative variety:

M

Pms 7 ~
>0 L Puys > 0. (B.11)

Gmrs — An]\frsqoms Qs < =

mrs

This equilibrium condition corresponds to M.10 in table 2 and equation (3.55) in
the text.

Similar to (B.g) we have a complementary-slack condition associated with the
quantity supplied by the representative firm:

TimrsCmr . ﬁmrs(l - 1/UM>
Prrs <1 + tmrs)

Again this condition reorients the standard markup condition in M.11 and equa-
tion (3.52) into a complementary-slack condition where the first term is marginal
cost and the second term is marginal revenue.

Next we specify the condition that determines selection into each bilateral mar-
ket. The marginal firm will earn zero profits. With a Pareto distribution and shape
parameter 4, the zero-profit productivity cutoff condition applied to the represen-
tative firm is as follows

>0 L Gus >0. (B.12)

fM Cr — a+1-— UM ﬁmrsqmrs
mrs-mr aU'M (1 —I'-tmrs)

Firms select into a market up to the point that the cost of setting up operations in
that market (fM.cy,) equals the expected revenue. Condition (B.13) corresponds
to M.12 in table 2 and equation (3.72). For details on the derivation of (B.13), and
in particular how we are able to specify it in terms of the representative firms
revenues, see the derivation of equation (3.72).

The next condition determines how many firms enter (take a productivity

>0 L Ny >0. (B.13)
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draw). Equilibrium requires that a potential entrant have zero expected profits
from potentially multiple markets; then expected profits across multiple markets
just equal the annualized sunk costs of establishing a variety. With § as the rate of
tirm death, this requires that:

E Nmrs ﬁmrsqmrs(UM - 1)

ofhan — B () B et 20 L w0, Gy

as derived in equation (3.77) in the text (M.13 in table 2). Again see the derivation

of (3.77) to see how we are able to characterize expected profits in terms of the
representative firms in each market.

The final variable needed in the Melitz formulation is the productivity of the
representative firms in each market.

~1/a My /(1M
Qbmrs =b (Z\Tmrs) <ﬂ+10'> 1 Gbmrs > 0/ (B-15)

Ny a

where the parameter b is the lower support on the Pareto distribution and thus
@mrs > 0. Although @, is associated with condition (B.15), the condition is defi-
nitional, so we write it as an equality with @;,,s > 0. Condition (B.15) corresponds
to M.14 in table 2 and equation (3.79) in the text.

B.4 Market Clearance

We choose notation that makes explicit that we solve for percentage changes
in variables. In the case of the supply of i in region r (from both domestic and
imported sources) we write the quantity supplied as 40;,Q;; this is its value of
supply in the benchmark times a scalar endogenous variable that has a value
of one in the benchmark. Then the endogenous variable, for which we solve,
Qir, is the proportional change in supply. Similarly, we define the production
of composite inputs y0;,Y;, and utility d0,D,, so that the change in the solved
variables (times 100) are the percentage changes in composite inputs and utility.

We first establish the market clearance conditions for supply and demand of
goods and services available for domestic use. The demand for goods and services
is derived by applying Shepard’s Lemma to the consumption and production tech-
nologies. The market clearance conditions for the goods or service with price P;,
are given by:

de ac;
qoirQir - dOrDrir - Zyojryjri >0 L Py =>0. (B~16)

ob; il oP;,
In words the complementary-slack relationship indicates that for positive prices
supply (the first term) equals demand (the second and third terms). The market
clearance condition (B.16) corresponds to AKM.3 in table 2 and equation (3.81) in
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the text.

Next, we establish market clearance for the production of composite input i in
region r and all of its uses in all markets. Under Armington market clearance is
given by:

op;
0.Y: — Tirs70i5Q; !
YVUir Lir s;z irsqUis zsa[(l ¥ by ) TirsCi]
This corresponds to A.g in table 2 and equation (3.82) in the text. For the monopo-
listic competition models, we must account for the use of the composite input for
fixed costs as well as variable costs. Under Krugman we have

>0 L ¢, >0. (B.17)

yokrYkr — Niy (fkli + E Tkrs‘]krs) 2 0 L Ckr 2 0. (B'IS)
sER
This corresponds to K.9 in table 2 and equation (3.83) in the text. Under Melitz

we have

g
yoermr - 5f£rnmr - Z Nmrs <f%s + W) 2 0 L Cmr 2 0. (B-19)
SER (Pmrs
This corresponds to M.g in table 2 and equation (3.85) in the text.
For sector-specific primary factors, the market clearance condition is:

acir

STfir - inrYir%
r

>0 L wg >0, (B.20)

which corresponds to AKM.4 in table 2 and equation (3.86) in the text. For primary
mobile factors of production, we account for demand across different sectors:

— aciy dey
— Y, — 2 > ;> =
Fyr iezlyozryzrawfr dOrDrawfr >0 L wp >0 for f=L
_ ac;
Ff — ZyoirYirai >0 L wp; >0 for f#L (B.21)
i€l Wer

In the first instance of (B.21) market clearance is for labor, and if we have labor-
leisure choice in the model the added term indicates demand for leisure. Equilib-
rium condition (B.21) corresponds to AKM.5 in table 2 and equation (3.87) in the
text.

In all of our model variations except one, intermediates are modeled as in either
equation (B.2) or equation (B.3); then the quantity associated with real consump-
tion is fully exhausted in final demand, giving us the market clearance condition
for the final demand good as indicated by equation (3.104) in the text (or AKM.6
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in table 2):

T
mﬂn=2120¢_@20 (B.22)

r

where D, is an index on utility, Z, is nominal income, and changes in Z, /e, is
Hicksian equivalent variation. In the one model where we assume a single com-
posite intermediate input as in equation (B.4), however, some of the consumption
good is used in production. In that special case, market clearance for the aggregate
consumption good is given by

% 50 1 e >0 (B.23)
aier = ey = .23

7
dOrDr - = - ZyO]rY]r
e je
and Hicksian equivalent variation remains the change in Z, /e,.
B.5 Income balance and the numeraire

The model is based on relative prices (the model is homogeneous of degree
zero in nominal prices). We define the numeraire as the price of a unit of utility
in the United States:

€ysa = 1. (B.2g)

All price are relative to this numeraire.

In terms of units of the numeraire, we must have nominal income equal expen-
ditures of the representative agent in region r. Income equals the value of factor
endowments plus any tariff revenue plus the value of any capital account surplus.
With no labor-leisure choice, the initial total labor supply is the labor endowment.
With labor-leisure choice, the endowment of the representative agent is the total
time endowment; then income is “full” income, i.e., it includes the imputed value
of leisure. In addition to factor income there is tariff revenue across the three types
of goods (Armington, Krugman, and Melitz). The model includes a constant bal-
ance of trade constraint measured in international transfer units. This enters the
agent’s income as either a positive or negative nominal transfer depending on if
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the region has a benchmark trade deficit or surplus. Nominal income is thus

I, = wafFfT+ ZZZUfZ,,SFer (B.25)
feF feFiel
+ Y ) tiscisTisq0i,Q; Py
e S isrCis TisrVir \<ir 3 [<1+tz’sr>TisrCis]

tksrnks pksqusr
+ )
keKseR 1+ tisr

+ Z Z therSrperquT

meM seR T+ tinsr
+ e, 80P, 1 Z,>0

For any nontrivial agent added to the model we can be sure that Z, > 0, so we
simply present (B.25) as an equality associated with Z, > 0.
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Appendix C. Differentiating Under the Integral

We have not seen a published proof of the property proposed in equation (3.34).
Some authors cite Dixit and Stiglitz (1977) for proof, but that paper exclusively
employed a finite number of varieties. In an earlier version, Dixit and Stiglitz
(1974) employed a continuum of varieties; but (3.34) was asserted without proof
in that paper. We first summarize the intuition for this property; the on-line proofs
we have found follow. For intuition, suppose we have a sum of a finite number of
varieties as in our Krugman model:

S= Z PS((Pmr)ligM

Pmr< Vinrs

The partial derivative of this sum with respect to a particular term (or variety)
ps (@) is

dS _ M I \—C
aPs(Q%r) - (1 v )pS((Pmr)

which is the right-hand side of equation (3.34). The partial derivative of this sum
is unchanged for any finite number of varieties. Heuristically, as the finite number
of varieties becomes very large, this partial derivative should approach the partial
derivative of the continuous case in (3.34). This, however, is not a proof.

We refer the reader to three proofs available on-line. The first proof applies
a theorem in the calculus of variations applied to CES optimization problems
with a continuum of commodities. It is due to Bhattacharya (2014), available at:
https:/ /economics.stackexchange.com/questions/210/consumer-optimum-in-an-
economy-with-a-continuum-of-commodities

The second proof builds on the intuitive argument above. At the link to Bhat-
tacharya (2014) above, Alecos Papadopoulos argues that, based on a theorem by
Craven (1970) we may differentiate the integral as if it were a finite sum.

A third proof attributed to Elias (2016) relies on the concept of a functional
derivative and is available at: https://economics.stackexchange.com/questions/14
068 /regarding-a-consumption-aggregator-how-do-i-differentiate-under-the-integra
l-si?noredirect=1&lq=1.

M

139


https://economics.stackexchange.com/questions/210/consumer-optimum-in-an-economy-with-a-continuum-of-commodities
https://economics.stackexchange.com/questions/210/consumer-optimum-in-an-economy-with-a-continuum-of-commodities
https://economics.stackexchange.com/questions/14068/regarding-a-consumption-aggregator-how-do-i-differentiate-under-the-integral-si?noredirect=1&lq=1.
https://economics.stackexchange.com/questions/14068/regarding-a-consumption-aggregator-how-do-i-differentiate-under-the-integral-si?noredirect=1&lq=1.
https://economics.stackexchange.com/questions/14068/regarding-a-consumption-aggregator-how-do-i-differentiate-under-the-integral-si?noredirect=1&lq=1.

	Mathematics of Generalized Versions of the Melitz, Krugman, and Armington Models with Detailed Derivations
	Introduction
	Motivation
	What Model Features Indicate Different Welfare Gains Across the Structures?
	Literature on the Mathematics of the Melitz, Krugman, and Armington Models
	Where Firms Export
	Plan of the paper

	Equations of the Computer Code
	Sets and indices defined
	Variables defined
	Instruments defined
	Parameters defined
	Equations

	Equations Explained
	Preferences
	Technology of the Composite Input
	Cobb-Douglas
	Constant Elasticity of Substitution (CES)

	Armington Prices and Quantities
	Krugman Specific Equations
	Firm price, quantity, and profit
	Free Entry Condition
	Constant Output per Firm
	The Dixit-Stiglitz externality in the dual
	The Dixit-Stiglitz externality in the primal
	Preference weights in the the Dixit-Stiglitz Price Equation of the Krugman model

	Melitz Specific Equations
	Firm Basics
	Firm-level Prices, Quantities, Profits, and Revenue
	Aggregate and Representative Firm Variables
	The Pareto Distribution
	Selection or Zero-profit cutoff
	Free Entry
	Representative Firm Productivity Level
	Preference Weights in the Dixit-Stiglitz Price Equation of the Melitz Model

	Market Clearance Conditions
	Supply and Demand Balance for Domestic Use
	Market Clearance for Composite Input i of Region r under Armington
	Market Clearance for Composite Input k in Region r in all uses
	Market Clearance for Composite Input m in Region r in all uses
	Market Clearance for primary factors

	Income Balance and the Numeraire
	The Consumers' Expenditure Function, Indirect Utility, and Hicksian Equivalent Variation
	Expenditure function with no labor-leisure choice
	Expenditure function with a labor-leisure choice
	Money Metric Indirect Utility and Equivalent Variation


	Market Productivity Cutoffs: Impact of Market Size and Preferences
	Conclusion
	Appendix A
	Appendix B
	B.1
	B.2
	B.3
	B.4
	B.5

	Appendix C

