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A The Redundancy of Consumption Taxes

Without loss of generality suppose country i € C imposes a full set of tax instruments, while the
rest of the world is passive. Now, consider any arbitrary combination of taxes (indexed by A) that

includes (i) industrial (or domestic production) subsidies, s2}, (ii) domestic consumption taxes, /1,
(iii) import taxes, tﬁ-‘ i and (iv) export subsidies, xf}‘  This set of tax instruments —which includes

consumption taxes— produces the following wedges between producer and consumer price indexes
for various product varieties:

N 1474 N N 1
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Our claim here is that the same wedges can be replicated without appealing to consumption taxes,
Tik. This claim can be established by considering an alternative tax schedule, B, which excludes

consumption taxes (i.e., 1 + TZBk = 0), but includes the following set of production subsidies, export
subsidies, and import taxes:
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It is straightforward to see that schedule B can reproduce the same wedge between producer and
consumer prices as the original schedule A (i.e., Pt = f’B). In particular,
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It also follows trivially that 155]- ¥ = Pujk = 131{} i if 1, j # i, because the rest of the world does not impose

taxes.! This equivalence indicates that consumption taxes are redundant if the government has access
to the other three sets of instruments. Note that the same can be said about production subsidies.
More specifically, the effect of industry-level production subsidies can be perfectly replicated with
a combination of consumption taxes, import taxes, and export subsidies. However, due to product
differentiation, if two (of the 2(N — 1) 4 2) tax instruments are restricted, the replication argument
fails. That is, if both production subsidies and consumption taxes are restricted, export subsidies and
import taxes cannot fully replicate their effect.

INote that the rest of the world imposing or not imposing taxes, does not matter for the redundancy of consumption
taxes. The above argument can be easily extrapolated to the case where all countries impose arbitrary taxes.



B Proof of Lemmal

Consider two policy-wage combinations, T = (s,t,x;w), and T' = (s/,t,x;w’), that differ in
uniform shifters a and 4 € R :

1+xl=a(1+x) 1+x,=1+x
1+t =a(1+4) 1+t =1+t

1+s,=(1+s;)/a 1+s ,=1+s_;°
w) = (a/d) w; W =w_;

Our goal is to prove that (i) if T € F then T" € F, and (ii) W, (T) = W,(T') foralln € C. To
prove these claims, we appeal to two intermediate lemmas. The first lemma establishes the following:
Suppose equilibrium quantities are identical under policy-wage vectors T and T’ (i.e., Qjui(T') =
an,k(T) for all jn, k). Then, the implied nominal income and price levels under T and T’ are the
same up to a scale. The second lemma is a standard result from consumer theory: It indicates the
nominal income and price levels implied by the first lemma confirm the original assumption that
an,k(T’ ) = Qjux(T) for all jn, k. Below, we state and prove the first of these lemmas for any a € R+..

P;(T') =aP;(T); P_;(T')=P_;(T)

Lemma 1. Qj, x(T') = Qjyx(T) for all jn, k = {Yi (T) = a¥; (T); Y_;(T') = Y_; (T)

Proof. Our goal is to compute nominal income and consumer prices under T and T’ starting from the
assumption that Q]-n,k(T' ) = Qjux(T) for all jn, k. We start our proof with nominal prices: To simplify

.
the notation, define 4;, x(T) = Pink Qjx(T) ™. Note that -by assumption— 8;, x(T) = ;,x(T') =
Ejn,k- First, consider the price of a typical good ji, k imported by i from origin j # i. Using Equations 6
and 7, the consumer price of ji, k under combination T’ can be related to its price under T as follows:
. - 1+t - a(1+ t;
ij,k (T/> — (Sji,k : ]l,k , w]/ _ 5]'1',]( ( ]l,k)
(1 —|—le-/k)(1 +Sj,k) (1 +xji,k)(l +Sj,k)

where the third equality follows from the fact that 1 + t;-l-,k = a(1 4+ tjjx), while w;. = wj, x;i’k = Xjijs

w; = aP;;(T),

and S;‘k = sjk (since w; € W_;, Xjix € Xx_j, and s;x € s_;). Second, consider a typical good ii, k that is

produced and consumed locally in country i. The consumer price of ii, k under combination T’ can be
related to its price under T as follows

- = 1 = 1 a ~

Pijp(T') = ‘Sii,krsglkwg = ‘Sii,km x Sw; = ab(T),
where the third equality follows from the fact that 1 + S;,k = (1+s;x)/d and w} = aw;/a. Third,
consider the price of a typical good ij, k export by i to destination market j # i. The consumer price
of ij, k under combination T’ can be related to its price under T as follows:

Lty 5 T+ tijk
i = Oijk
Tta )@ +sp) " a1+ xfp) X 5 (1+5s]y)

x_

Piji(T') = gij,k( x —w; = Py (T),

x

where the third equality follows from the fact that 1 + xgj r = a(1+xijk), 1+s;x = (1+5;,)/d, and
w) = aw;/d; while tgj x = tjix since £ € t_;. Lastly, is follows trivially that Pjn,k(T’ ) = ~]-n,k(T) if j

and n # i. Considering that P; = {Pji/

Pi (T/) = ﬂf)l’ (T) ’ P,i (T/> = P,i (T) .
Next, we turn to our claim about nominal income levels. To simplify the presentation, we hereafter

use X = X(T) and X’ = X(T’) to denote the value of a generic variable X under policy-wage combi-
nations T and T'. Keeping in mind this choice of notation, country i’s nominal income under T ie.,

P;;}, the above equations establish that



Y! = Y;(T’) is given by:
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Note that, by assumption, policy-wage combinations T and T’ exhibit the same output schedule, i.e.,
e = Qiijr Q;.l. ¢ = Qjix, and ng ¢ = Qijx- Also, recall that (T and T’ are constructed such that)

1+ t;‘i,k =a(l+ tji,k)r 1+ xfjlk =a(l+ xi]-,k), 1438 = (1+ S;/k)/ﬁ, ai‘ld wf = aw;/a, t;j,k = Eji,k‘
Considering these relationships and plugging our earlier result that (i) P;;x = aP;, (ii) Pj;, = aPj,

J
and (iii) P/

].k = 151']' k into the above equation, yields the following expression for Y/ :

w Li + Z Kl ——(1+ Szk)> apii,ini,k]

1 ~
+ 1————— | aP;Qix +
L ( a<1+tﬁ,k>> i

ik
Appealing to the balanced trade condition, ) Y (1 Thi by, kQﬂ k= 1T +t,k z],sz] k) = 0, and observ-
(1+x1]k)(1+szk)

1 a4 x) X HEEHY
1+ tz'j,k 1+ tl],k

1]sz] k]

ing that (1 + Sl"k)Pl'l‘,k = P and = Pi]-,k = Pjjx, the above equation reduces to
ij,
a
Y] = sz +a E [ ik Qiik + )P szji,k] — 3 Y. [Pii,ini,k + 2 Pij,inj,k] :
J# k J#
Invoking the labor market clearing condition, w;L; — ) x 3., PijuxQinx = 0, the above equation further

simplifies as follows

= ﬂz [ Piik Qi+ Y_ P sz]‘i,k] =alw;L; + R;| = aY;,
j#i
where R; = R;(T) denotes country i’s tax revenues under T. To bel clear, the third line, in the above
equation, follows from country i’s balanced budget condition (i.e., total expenditure = total income).
Turning to the rest of the world: The fact that Y,,(T’) = Y,(T) for all n # i follows trivially from a
similar line of arguments-hence, establishing our claim about nominal income levels:
Y(T)=a%,(T); Y (T) =Y (T)
O

Lemma 1 (proved above) starts from the assumption that an,k(T’ ) = Qju(T) for all jn, k. Our
next lemma indicates that this assumption is validated by the nominal income and price levels implied
by T and T’. Below, we state this lemma noting that it follows trivially from the Marshallian demand
function, Qjix = Dj,',k(Yl-, P;), being homogeneous of degree zero.

Lemma 2. Va € R, {511((;)):;;1(,(1:1;) = jS,k(T’) = Qjix(T) for all ji, k

Together, Lemmas 2 and 1 establish that equilibrium quantities should be indeed identical under
policy-wage combinations T and T'—i.e., Q;u x(T') = Qjux(T) for all jn, k. Hence, if T € F it follows
immediately that (i) T’ € F, and (ii) W, (T) = Wy, (T’) for all n € C, which is the claim of Lemma 1.

C Nested-Eaton and Kortum (2002) Framework

Here we show that the nested CES import demand function specified by Assumption (Al), can
also arise from within-product specialization a la Eaton and Kortum (2002). To this end, suppose that

4



each industry k is comprised of a continuum of homogenous goods indexed by v. The sub-utility of
the representative consumer in country i with respect to industry k is a log-linear aggregator across
the continuum of goods in that industry:

1
Qik :/o Ing; i (v)dv

As in our main model, country j hosts Mj,k firms indexed by w, with (), denotes the set of all firms

serving industry k from country j.” Each firm w supplies good v to market i at the following quality-
adjusted price:
Piix(v;w) = Piix (w) /9(v;w),
where fij; . (w) is a nominal price (driven by production costs) that applies to all goods supplied by
firm w in industry k, while the quality component, ¢(v; w), is good x firm-specific. Suppose for any
given good v, firm-specific qualities are drawn independently from the following nested Fréchet joint
distribution: ,
N %

Flw)=eop =Y. | ¥ ovw) ™ ,

i=1 w EQi,k

The above distribution generalizes the basic Fréchet distribution in Eaton and Kortum (2002). In
particular, it relaxes the restriction that productivities are perfectly correlated across firms within the
same country. Instead, it allows for sub-national productivity differentiation and also for the degrees
of cross- and sub-national productivity differentiations (¢, and 6y, respectively) to diverge. A spe-
cial case of the distribution where ¢y — oo corresponds to the standard Eaton and Kortum (2002)
specification.

The above distribution also has deep theoretical roots. The Fisher-Tippett-Gnedenko theorem
states that if ideas are drawn from a (normalized) distribution, in the limit the distribution of the best
draw takes the form of a general extreme value (GEV) distribution, which includes the above Fréchet
distribution as a special case. A special application of this result can be found in Kortum (1997) who
develops an idea-based growth model where the limit distribution of productivities is Fréchet, with
¢k reflecting the stock of technological knowledge accumulated by firms w in category k.

Given the vector of effective prices, the representative consumer in county i (who is endowed
with income Y;) maximizes their real consumption of each good, §; x(v) = e;xYi/ P (v), by choosing

pix(v) = ming {ﬁﬁ,k (w) } That being the case, the consumer’s discrete choice problem for each good
v can be expressed as:
min pjix (w) /z(v;w) ~ max Inz(v;w) — Infjix (w) .
w w
To determine the share of goods for which firm w is the most competitive supplier, we can invoke the

theorem of “General Extreme Value.” Specifically, define G(f;) as follows
0

O

N
Gk(ﬁi):; Y, exp(—tInpix(w)]| =Y ¥ piix(w)™
=

wer,k j=l (UElek
Note that Gi(.) is a continuous and differentiable function of vector p; = {f)ﬁ,k (w)} and has the
following properties:
i Gk() =0

ii. Gi(.) is a homogeneous function of rank 0;: Gi(pp;) = p% Gy (p;) for any p > 0;

iii. limﬁﬁ,k(w)ﬁoo Gi(p;) = o0, Yw;

iv. the m’th partial derivative of G (.) with respect to a generic combination of m variables p;; x (w),

is non-negative if m is odd and non-positive if m is even.

2The implicit assumption here is that entry is restricted, so that Mj,k is exogenous.

5



Manski and McFadden (1981) prove that if Gi(.) satisfies the above conditions, and ¢(v;w)’s are
drawn from distribution,

Ok

N %

Elp() =exp (~Ge ")) =exp [ -} | L olviw) %] |,

j=1 wEQj,k

then the probability of choosing variety w (from origin j in industry k) is given by

~ ek
@)\ 9G(p) - i - N —0\ % !
( a ) ap,-,-]f,ffw)) _ Piik (@) Piik ()% (Zw’eﬂj,k Piik (@) k) *
Gp:) o\ % '
l Y <Zw/enj,k Piix (w') 0") K

Rearranging the above equation yields the following expression for probability shares,

O s\ -0
k( ) p]l k ( ) ¢ P]l,k ¢
i Pjj P '

- _e 11/ - 0.1 . -
where Py = |:Zwl€Q/,,k Piij (') ﬂ"} and Py = [2 P].i,,f" } % . Given that the probability shares
coincide with the share of goods sourced from firm w, total sales of firm w to market i, in industry k
can be calculated as:

~ % /5 —0k
3 _ ik (w)ei kY Piix (w) Pjik
ik(w)giix(w) =piix(w - = = = eixYi
p]z,k( )q]z,k( ) p]z,k( ) Pji,k<w> Pji,k Pz',k ikli

which is identical to the nested-CES function specified by Assumption (A1), with corresponding sub-
stitution parameters 7y — 1 = & and o3 — 1 = 0.

ﬁji,k(w) =

D Firm-Selection under Melitz-Pareto

In this appendix, we outline the isomorphism between our baseline model and one that admits
selection effects. In doing so, we borrow heavily from Kucheryavyy, Lyn, and Rodriguez-Clare (2023a)
(KLR, hereafter). We rely on three key assumptions, hereafter:

i. Within-industry demand is governed by the same nested-CES utility function presented under
Assumption (Al). As in the baseline mode, 0, and <y, respectively denote the upper- and lower-
tier elasticities of substitution.

ii. The firm-level productivity distribution, G; x(z), is Pareto with shape parameter, 9.
iii. The fixed “marketing” cost is paid in terms of labor in the destination market.
iv. Taxes are applied before the markup, and operate as a cost-shifter.

Following KLR, we also assume that cross-industry utility aggregator is Cobb-Douglas, with e; ; de-
noting the constant share of country i’s expenditure on industry k. Following the derivation in KLR,
we can define the effective supply of production labor in country i as

[ Ze”‘( ﬂ:vk:l)

The labor market clearing condition is, accordingly, given by ¥ w;L;; = w;L;. With regards to aggre-
gate markup levels, we can appeal to the well-known result that the profit margin in each industry is
constant and given by the following expression:

Yon PinjkQink _ YOk
w;L; g (7 —1) (O +1) — &

i-

mark-up ~



With regards to aggregate demand functions, we can follow the derivation in Appendix B.2 of KLR
to express demand for national-level variety ji, k as
Melitz

Pir)
Qix= | & Qi
Ji Pi,k 1

. -1
where (T}(\/[ehtz =1+ {1 + O (% — 1 )} denotes the trade elasticity under firm-selection.

=1
Moreover, we can show that national-level producer price indexes are given by the following formu-
lation:
0 kWi if entry is restricted
= _ 0}{

PMehtz
—/ 1+(9k .f . f
Qij,kwiQi,k if entry is free

ij k

7

where g;;x and ng ; are composed of structural parameters that are invariant to policy-this includes

1
8 that regulates firm selection.” Abstracting from taxes, P;; = (Z P1 U") ™% is the CES industry-

level consumer price index that shows up in indirect utility V;(.). Refernng to our earlier result about
constant markup margins, aggregate profits in country i given by
7Ok
1 0, +l -0 . . .
[Melitz _ k) (1:1‘ (7’;,,k P xQij, k) if entry is restricted
! (ne=1) (8+1) =0 '
0 if entry is free

To fixe ideas, recall that we used pj to denote both (1) the scale elasticity under free entry, and (2)
the profit margin under restricted entry in the baseline model. This overlapping choice of notation
was motivated by the observation that in the generalized Krugman model, the scale elasticity (under

free entry) and the profit margin (under restricted entry) are identical and equal to y; = ﬁ This
equivalence, though, was not used to derive any of our theorems. Instead, it was only invoked to
simplify the presentation of our theorems. Evidently, under the Melitz-Pareto model the equivalence
between the scale elasticity and the profit margin crumbles. Taking note of this nuance, the Melitz-

Pareto model is isomorphic to our baseline model with the following reinterpretation of parameters:

. ﬂk
1+ ]’lkMehtZ — { k’Yk 9 .
T DT 1+ 8 (51 — 5y

The Marshallian demand elasticities in the Melitz-Pareto model are accordingly given by the follow-

ing equations as a function ¢M¢li” and expenditure shares:

k : ik
]({Zk ) _ —1- (a}(\/lehtz -1) (1 — )Lﬁ/k) ; 82;( ) _ o) ehtz)\ﬂg

In the above expressions, ¥, and o} can be taken directly from our firm-level demand estimation.
Doing so, identifies the Melitz-Pareto model’s key parameters up to a Pareto shape parameter, d;. To

obtain an estimate for ¢, we can estimate the trade elasticity, a}(v[ehtz — 1, using macro-level trade data

and standard techniques from the literature. Given the estimated trade elasticities, we can simply

recover U by plugging our micro-level estimates for 7y and oy into the expression for U}fwehtz.

D.1 The Case where Taxes are Applied After Markups

Our derivation, above, assumed that taxes are applied before the markup, and act as a cost shifter.
Below, we discuss how relaxing this assumption may affect the arguments listed above. To this end,
we focus on the spacial case where preferences are non-nested. Namely,

1+ 4 if entry is free

Mehtz =1+

if entry is restricted ’ Tk

non-nested preferences ~ oy = g, Vk € K.

Following the Online Appendix 5 in Costinot and Rodriguez-Clare (2014), the trade elasticity in the
Melitz-Pareto model with non-nested preferences is described by the following formulation:

3Unlike P, ;, the national-level indexes, P], k- are not the same as the CES price indexes defined in the main text, but this

is not problematic from the point of the isomorphism result we are seeking.



Melitz _ J 1+ 0 tax applied before markup
%k 1% ¢ taxapplied af k :
oo | pplied atter markup

Appealing to the above formulation, we can show that Theorem 1 nests, as a special case, the optimal
tariff formula derived by Demidova and Rodriguez-Clare (2009) for a small open economy in a single-
industry x two-country Melitz-Pareto model. To demonstrate this, drop the industry subscript k and
reduce the global economy into two countries, i.e., C = {i,j}. Noting that 1 — A;; = A;; in the two-
country case, we can deduce from the above formulation and Theorem 1 that

1+ t]*-ki 1 1

(Melitz —1)A; (G50 —1)A;0

*
ij
By the Lerner symmetry, export and import taxes are equivalent in the single-industry model.* Hence,
without loss of generality, we can set x;-“]- = 0. Moreover, if country i is a small open economy, then
Ajj = 1. Combining these two observations, we can arrive at the familiar-looking optimal tariff for-
mula in Demidova and Rodriguez-Clare (2009):

c—1

th =7
Jt oc—1
e

E Proof of Theorem 1

Our proof proceeds in five steps. The first four steps characterize the optimal tax/subsidy sched-
ule for country i € C under free entry. The last step demonstrates that this characterization can be
extrapolated to the case with restricted entry.

~ small open economy w/ one traded sector.

Step #1: Express Equilibrium Variables as function of IP; and w

Our goal is to characterize optimal policy for country i € C assuming the rest of the world is
passive in their use of taxes: t_; = x_; = s_; = 0. To simplify the proof, we reformulate country i’s
optimal policy problem as one where the government chooses the optimal consumer prices (rather
than the actual taxes) associated with its economy. By construction, country i’s optimal tax schedule
can be recovered from its optimal consumer-to-producer price ratios. The first step in reformulating
the optimal policy problem is to express equilibrium variables (e.g., Q;ix, Y;, etc.) as a function of (1)

the vector of consumer prices associated with economy i, P; = {P;;, Pj;, P;; }, where

P = {Pix},s P = {Pji,k}j#k; P = {Pij,k}].#i’k (E.1)
and (2) the vector of national-level wage rates across the world,
w = {wy, .., wN}.
The following lemma shows that our desired formulation of equilibrium variables follows from (a)

treating IP; and w as given, and(b) solving a system that satisfies all equilibrium conditions excluding
the labor market clearing condition.

Lemma 3. All equilibrium outcomes (excluding P; and w) can be uniquely determined as a function of P; =
{Pii/ f’jz‘/ Pi]’}/ and w.
Proof. As noted above, the proof follows from solving all equilibrium conditions excluding the equi-

librium expression for consumer prices, sz‘,k (which are encompassed by IP;), and the country-specific

balanced trade conditions (which pin down w).” Stated formally, we need to solve the following
system treating IP;, and w as given:

4The Lerner symmetry is a special case of the equivalence result presented under Lemma 1. Also, note that the market
equilibrium is efficient in the single industry Krugman model studied by Gros (1987). As such, the optimal industrial
subsidy can be normalized to zero, i.e., s} = 0.

5Note that by Walras’ law, the balanced trade condition is equivalent to the labor market clearing condition in each
country.
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1+]Ak
[optimal pricing] Pip e = Pjijw; Zﬁji,iji,k]
i
[optimal consumption] Qjnk = Djui(Yu, Py, ..PNw)
[RoW imposes zero taxes| Pjn,k = Piuk (pjn,k ¢ P;); Y, =wyL, (n#1i)
[Balanced Budget in Z] Y; = w;L; + (Pii — Pii) . Qii + (Pz — Pi]’) . Q1] + (Pz — Pji) . jS,

where “-” denotes the inner product operator for equal-sized vectors (i.e.,, a-b = ), a,b,). Since
there is a unique equilibrium, the above system is exactly identified in that it uniquely determines
Py g, Qjuk, and Yy as a function of P; and w . O

Following Lemma 3, we can express total income in country i, Y;, as well as the entire demand
schedule in that country as follows:
Y; = Y;(IPi; w); Qiix = Qjix(Pi;w) = Djix (Yi(Py;w), By, Pji) .
Recall that Dj;x(.) denotes the Marshallian demand function facing variety ji, k. Taking note of the
above representation, our main objective is to reformulate country i’s policy problem as one where

the government chooses IP; (as opposed to directly choosing tax rates). This reformulation, though,
needs to take into account that w is an equilibrium outcome that implicitly depends on the choice of

IP;. To track this constraint, we define the (]f*‘i ; W) combinations that are feasible as follows.

Definition 1. A policy-wage combination (IP;;w) is feasible iff given IP;, the vector of wages, w, satisfies the
balanced trade condition in every country n € C. In particular,

Yitn Lkek | Pjuj(Pi; W) Qi (Pi; W) — Prj i (IPy; w) Qi (P W)] =0 ifn#i
Yien Thet | Piik (Pi; W) Qi je (P W) — By Qi (P W)] =0 ifn=i

To elaborate on the above definition: The balanced trade condition for a generic country n € C

(P;w) € Fp <

can be expresses as Yjtnk [ﬁﬁn]’,kak — lnLlTﬂ(p”fer”f/k} . The expression for the balanced trade

condition, above, follows from the assumption that only country i imposes taxes and the rest of the
world is passive. We should emphasize one more time that by Walras” law the satisfaction of the
balanced trade condition is analogous to the satisfaction of the labor market clearing condition in
each country. Relatedly, take note of the equivalence between Fp and [F-with the latter being defined
in the main text under Definition (D2). Taking note of these implicit details, we now proceed to
reformulate the optimal policy problem (P1).

Step #2: Reformulate the Optimal Tariff Problem

Before proceeding with the second step of the proof, we formally present our notation for partial
derivatives. We will rely heavily on this choice of notation, especially in the subsequent steps of the
proof where we derive the first-order conditions.

Notation [Partial Derivativel Let f(x1,x2) be a function of two variables, where x; = g(x1) is possibly
an implicit function of x1. We henceforth use

(Swn)) _ s

6x1 8x1

to denote the derivative of f(.) w.r.t. x1, treating x, = %, as a constant.’

Moving on with Step 2, recall the original formulation of the optimal policy problem (P1) from
Section I:
max Wi (T;w) st. (T;w) €F (P1)

1

®Based on the above notation and the chain rule, the full derivative of f(.) w.r.t. x1 is given by

df(xy,x2) <Bf(x1,x2)) n (af(M,Xz)) dg(x1)

dxq dxq dx7 dxq




In the above formulation, T; = (t;, x;, s;) denotes country i’s vector of taxes and [ is defined according
to Definition (D2, Section ) and analogously to Fp. Our next intermediate result shows that Problem
(P1) can be alternatively cast as one where the government chooses the optimal vector of consumer
prices IP; associated with its economy. After determining P;, the optimal tax vectors, t, X', and s} can
be automatically recovered from the optimal consumer-to-producer price ratios.

*

*,xF, s} }, can be determined by solving the following problem

Lemma 4. Country i's vector of optimal taxes, {t
instead of (P1):

maX Wi(]f’i;w) = W(Yi(]f)i;w)/f)i) S.t. {

where w_; denotes the vector wages in the rest of the world under the status quo.

(P1),

Proof. The proof consists of two parts. First, we can verify that there is a one-to-one correspondence

between the optimal choice w.rt. P; = {PZ, Py, f’;k]} and T} = {t/,x}, s} }. More specifically, given
information on IP; (and the accompanying wage vector w*), we can uniquely recover the optimal
tax/subsidy rates using the following set of equations:

T ik = Py o (P;, w*)’ T Xijx = Py (P, w*) /D5, +Sik = i :
Jik\ s i k5, W ii k i k

The correspondence presented above, indicates an equivalence between choosing IP; versus choosing
T; directly. That is,

max W;(P;w) s.t. (P;w) € Fp ~ max Wi(T;w) s.t. (T;w) €.
Second, we must rationalize the constraint on foreign wages, w_; = w_;. This constraint in the two-

country case (N = 2) follows directly from Walras’ law. Beyond that, it follows from Walras’ law
and the assumption that cooperative buffers in the rest of the world preserve relative wages between

other countries, i.e., dIn (wn / wj) = Oforalln,j # i (see Appendix G for details).” O

Step #3. Deriving and Simplifying the System of First-Order Conditions
This step derives and solves the system of first-order necessary conditions (F.O.C.s) associated
with Problem P1. This system of F.O.C.s can be formally expressed as follows:

dW)
dp (Py;w)€Fp

where recall that P; = {P;;, P;;, Pj;} includes all consumer price variables associated with economy i.
To elaborate the right-hand side of the above equation consists of two terms, as implied by the chain
rule: The first term accounts for the change in welfare holding w fixed. The second term account for
the change in w w.r.t. P € IP; in order to satisfy feasibility.

Our characterization of optimal policy employs the dual approach, the presentation of which re-
lies heavily on Marshallian demand elasticities. So, for future reference, we formally define these
elasticities below.

pri(lf)l‘,' W) + VwW; - < =0, VP e P;.

7 As noted in Appendix G, the constraint w_; = W_;, holds in some canonical special cases of our framework irrespective
of cooperative wage buffers in the RoW. One can also show that the constraint w_; = W_; is non-binding at the optimum if
trade is bilaterally balanced. In particular, specify country i’s welfare as W; (P;, w;, w_;) = Vi (w;L; + R; (P;, w;, w_;) ,B;),
oW; (]f)i/wi/w—i) o

where recall that P; C P;. Taking partial derivatives w.r.t. w, € w_; and noting that Y;, = wy, Ly, yields oo

BRI- IP,',ZU[,W,; ~ - . ,
LLEAS) 0, ) Lk [Pji,iji,k] + Lk [(Pij,k - Pij,k) Qij,kﬂij,k] + Lnti Lig [(P,-,,,k — Ping) Qm,ksg:kg)] Now, suppose the gross

trade matrix is bilaterally balanced, ) [Pji,iji,k — pz’j,inj,k]- Then, one can invoke the optimality condition w.r.t. P;,

uation E. and appeal to the Slutsky symmetr ,s." = ey 54‘ "’ /einr and the demand function’s homogeneity o
(Equation E.21) and appeal to the Slutsky symmetry, e}}i¢) = ¢, oel," /eiy  and the demand f homogeneity of
(ij.k) (nj.g) aWi()
ij k k at

degree zero property ¢ i, to get “w, |]1~)i:]1~3; =0.

+ = Nijk + Lng#ike

10



Notation [Marshallian Demand Elasticities] Let Qjix = D]-l-,k(Yi,f’i) denote the Marshallian demand

function facing variety ji, k. This demand function is characterized by the following set of demand elasticities:

; oInDj;  (Y;, P;
;Z;’g) =— 151 ’%(ni; 2 ~ price elasticity
ik = 9In i (Vi il income elasticit
ik =3y, 7

where P; = {Py;,Py;, ..., Pn;} corresponds to the entire of vector of consumer prices in market i. Also, recall
from the main text that V(Y;, f’i) denotes the indirect utility associated with the Marshallian demand function,
Dji (Y, Py).

In what follows, we appeal the above definition to characterize the first-order condition w.r.t. each
element of IP;. We start with country i’s import prices, f’]-i, and then proceed to domestic and export
price instruments, P;;, and P;.

Step 3.A: Deriving the FO.C. w.r.t. Pj; € P;.

Consider the price of import variety ji, k, supplied by origin j—industry k (where j # 7). To present
the first-order necessary condition (FO.C.) w.r.t. the price of ji, k, we use P_j; x to denote all elements
of IP; excluding Pj; x:

P_jix = P; — {Pji,k} ~ entire policy vector excluding pji,k
Next, recall that W;(P; w) = V;(Y;(IP;; w), P;;, Pj;) where income, Y;(P;w) = @;L; + R;(P; w), is
dictated by the balanced budget condition. Applying the chain rule to W;(IP; w), the FO.C. w.r.t. pji,k

(holding the remaining elements of IP; constant) can be stated as follows: °
BWi(~]1~’i;w)
< apjirk >W,]P_jilk
dW;(P;; w) V(Y By) L aV;(Y;, Py) [ 9Y;(P; w) L <3Wi(]13i} w) ) dw
dIn pji,k ]Pfji,k Jdln pji,k BYZ dln pji,k W/]Pﬁ‘i,k ow 1131, dIn pji,k ]Pfji,k

(E.2)

The first term on the right-hand side of the above equation accounts for the direct welfare effects of
a change in the price of good ji, k (holding Y; and P—ji,k =P - {Pji,k} constant). The second term
accounts for welfare effects that channel through revenue-generation (holding w and IP _ jik constant).
The last term accounts for general equilibrium wage effects. Below, we characterize each of these
elements one-by-one.

The term accounting for direct price effects can be simplified by appealing to Roy’s identity,
% = —Qjik, which indicates that
a‘/l (Yir P i)

Roy’s identit ~
[Roy’s identity] IIn Py

- aV;
= —P;ixQjik (avzj) - (E.3)

8We can alternatively formulate the above optimization problem using the method of Lagrange multipliers, and by
appealing to Lagrange sufficiency theorem. In that case the objective function can be formulated as follows:

max Li(Py;w) = V;(Y;, i) + Ay (Y; — 2L — Ri(Pi;w)) .

The F.O.C.with respect to Y; entails that Ay = ag&) . Hence, the FO.C. with respect to pji,k € IP; can be expressed as

dc;(P;w) _ aVi(Y;, Pi) " A(w;L; + R;(IP;; w)) n a['i(]f)i;w)) [ _dw —0
dIln Pji,k dln Pji,k Y dln Pji,k W,I[’,j,-/k ow P dIln Pji k Piﬁ/k ’

which is equivalent to the FO.C. expressed above.
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To characterize (BYZ'(]PZ' ;w)/d1In pji,k) , note that total income in country i (which dictates total
w,IP_j

expenditure) is the sum of Wage payments plus tax revenues:’

Y (]P - sz + Z - Qm} (Pii - Pii) : Qii + Z - Qm]
n#i — n#i
production tax revenues
import tax revenues export tax revenues

Holding w and P_j; , = P; — {Pj; } fixed, P;; x has no effect on wage payments: (8 (w;L;) /91In pji,k) =
w,IP_ji k
0. The effect of pji,k on import tax revenues can be unpacked as follows:

aZn#z [( ni Pni) ’ Qni} dln Qni,g
< alnpji,k - ]sz]zk+ZZ ( ni,g — mg)Q W

8§ n#i

P, Qi dln P,
1,818 Jig
— Z Z ni qu,g Z <a In Qm,g)

8 n#i JE Pni,ani,g

w,IP_ji
(a In Qui g )
olnP jik w, P ik

The first term in the above expression accounts for the direct, arithmetic effect of Pji,k on import tax
revenues. The second term accounts for the change in revenue due to the change in country i’s import
demand schedule as a result of changing pji,k € P;. The change in demand can itself be decomposed
into two components:

<aanm-,g> _ 9 Dyy(P,Y) | 9l Dyg(Py,Yy) ( dInY; > _ b, ( dnY, )
= =~ — m,g =~ 7
i

JdIin Iin,k wib . 8lnP ik alnY, Jdin Pji,k n.g JdIn Pji,k
=ik _\,_/

Aq

(E.4)

Wr]Pfji,k /]P—ji,k

price effect income effect

(E.5)
51];’? and 17, denote the Marshallian price and income elasticities of demand. The fact that
adjustments to demand quantities depend on (8 InY;/dIn Pji,k) _ reflects the circular nature of
Wik
our general equilibrium setup. We will not unpack this term for now, as we demonstrate later that
income effects are welfare-neutral at the optimum an need not be explicitly specified.

where ¢

__HK
The last term in Equation E.4, accounts for scale effects: Noting that P; ¢ = 0y, ¢wn [Zl Tii,g Qm,g] g,
a change in the export supply of good ni, g (due to a change in pji,k) alters the scale of production in

origin n—industry g and the producer prices associated with that location. Due to cross demand ef-
fects, this change also impacts the producer price of domestic suppliers as well as foreign suppliers

in location ; # i outside of n.'Y Using the above definition for Wi, We can simplify Equation E.4 as

9The operator “-” denotes the inner product of two equal-sized vectors. Also, since we are focused on the free entry
case, for now, the profit-adjusted wage rate is equal to the actual (unadjusted) wage rate, i.e., w; = w;.
10To give an example, the producer price of goods supplied by country i in industry g (Pij,¢) respond to a reduction in
Qui g through the following chain of effects:
scale effects (11,g)

cross-demand effects ((#£i) scale effects (7,g)

Qm',g 1 Pn(,g t Qié,g T

Stated verbally, a reduction in Q,; , lowers the producer price of origin n-industry g goods in all markets including ¢ # i.
Since consumer prices in location ¢ # i are not regulated by policy, an increase in P, , is fully passed onto consumer prices
(provided that n # i), leading to a increase in Qirg through cross-substitution (or cross-demand) effects. The increase in
Qie,g, in turn, lowers the producer price of goods supplied by origin i-industry g to all markets.

l]g\lr
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follows:

aZn#i [(Pni - Pm’) : Qm] 5 ~ ]ngﬂg alnp]zg dln Qnig
_ —P.. .0 P. — 11 P C [ I =ME
< dln Pji,k Wb ]z,kQ]z,k + Z Z ni,g + Z Jln Qm,g ) ni,g Qm,g dln Pji,k

g n#i £ mngg

] w,IP

=
i (E.6)
Moving on, the effect of a change in P x on country i’s production and export tax revenues can be

unpacked as

<a Yo [(Pin _~Pin) : Qin] ) 2 B, - P, X Qiig (aln 9ii,g>
dln Pji,k w,lf’,]-i g " " dln Pji,k W,]f),j,' .

8

_22 o apmg % iy alang ah’lQﬁig
HE\ NI Qig ) o \OIBii )y NI Quig ) p \ OBk ] g

w,IP_ji

(E.7)

The first term in the above equation accounts for revenue effects that channel through a change in the
demand for domestic varieties (i.e., ii,g). The second term accounts for scale effects—i.e., a change
in Qj; ¢ alters the scale of production in origin i-industry k, and the producer prices associated with
country i in all export markets. Likewise, the change in the price of competing variaties (e.g., Qyi ¢,
where ¢ # i) affects the scale of production in country i through cross-scale effects—as explained in
Footnote 10. We can simplify the first sum in the second line of the above equation by invoking the
Free Entry condition. In particular,'!

aPin Pin Qin apin

P‘ Q /g — Ig /g /g p Q = (E.g)

; e (aln Qii,g)w,}pi ; PiigQiig \ 9 Qiig ) o S
Tin,g aPin,g Hg
— } : P O — — P O
— Tig (a In Qii,g . zz,ngz,g 1+ g zz,ngz,g/

where the last line follows from the fact that (a) ( a?:g’? g) - —H}f—igrii,g, and (b) 1, 7in,g = 1. We

i, wP;

can plug the above equation back into Equation E.7 to simplify it as follows:
9y, [( in — m) Qm] ( { Hg } ) aaniig alnpmg aanéig
= ii —— | P Qii ~— + in,g Qin ~— .
( dInPj; P Z o Ttpg] ™8) ="\ 0In Py Wb 127&1 % AT\ 9InQuig ) \ 9In Py WP
(E.10)

Note that (8 InQjj¢/dIn Pﬁ,k) p  encompasses price and income effects as indicated by Equation
w, ik

E.5. To keep track of the general equilibrium scale effects in Equations E.6 and E.10, we use wy; ¢ to

Mg

M particular, note that Py, ¢ = T, ¢ P ¢, where by Free Entry, P;; o = i ow; Q;gm' with Q; & = L in,gQin,g denoting
country i’s effective output in industry . Hence, holding w and IP_j; ; = P; — { Pj;x } constant, we can show that
Z (aln Ping ) Ting | Z <8 InPj;, 0lnQ;, ) Ting dIn P; 8 _ Hg (ES)
p din Ql],g W,P,ii,k rij,g T din Qz,g din Qij,g w Pfji,k rij,g a In Qz S 1 + Hg

where the second line follows from the fact that dIn Q; . /9In Q;; o = rij ¢, by definition.
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denote the general equilibrium inverse export supply elasticity associated with i, ¢’s . Namely,
O = Z Pif,gQiK,g dln Pif,g + Z Pji,ngi,g dln le g
" (eC Pni,ani,g dln Qni,g wib j#i Pni,ani,g dln Qm,g wi

1 w;L; dIn P, wiL; alnPﬂg o
= _ ; + Sy : ~ export supply elasticit
i gOg ; WL, Pig (a In Qg i ]; L, Tt 8Pig | 31n Quig . p PPy y

(E.11)

. . e el . JdInp; JdIn P;
The second line in the above definition derives from the fact that (M> = < SOiig ) _ for
0InQy; ¢ w.P oIn Qi g w.P:

all ¢ € C (as the price of origin i’s good sold to different locations differ in only a constant iceberg cost
shifter) and that sales shares for each origin n € C are defined as follows:

ZLEC (Pm ng g)

WyLy

o= Pni,ani,g
ni,g —
g Yiec (Pm,ng,g)

For now, we do not unpack the supply elasticity, w; ,. We relegate this task instead to Step #4 of

the proof, where we solve our full system of EO.C.s. Next, we simplify Equations E.6 and E.10 by
invoking our definition for wy; ¢, and combine the resulting expressions to produce the following

equation describing the effect of policy on total tax revenues:

~ good-specific sales share; Png = ~ industry-wide sales share.

Y;(P;; w) ) (jik)
=5 1szk+EZ ni,g 1+wni,g]Pni,g) Qm}gg ¥
( dln Pji'k W/~7ji,k ] ] 8§ n#i { e }
1 (jik) N aYi(Pi; W)
L (P = gy s ) Q] + i) ( M )

(E.12)

The uniform term A;(IP;) regulates the net force of (circular) general equilibrium income effects. It
correspondingly depends on the Marshallian income elasticities of demand:

1
Ai(P;w) = Z Z Pyig — 1+ wm,g] m,g) Qm,gﬂm,g + Z [( g T 11 Iy Pii,g) Qii,gﬂii,g] - (E13)

8§ n#i

To characterize the general equilibrium wage effects in the F.O.C. (i.e., the last term on the right-hand
side of Equation E.2), we invoke our earlier result under Lemma 4: By the targeting principle w_; is
welfare neutral at the optimum (i.e., P; = IP;), which implies that

(awi(]f)i}w)> ) dw - <an(]I~)l,W)> dw;
ow P; dIn pji,k ]Pfji,k Jw; w_;P; dIn pji,k w_. T

—iP_jik

That is, we can characterize the term that encompasses wage effects, treating w_; as given. Accord-

ingly, the term (dwi /dIn sz‘,k) - can be calculated by applying the Implicit Function Theorem
to country i’s balanced trade condition,'”
[Balanced Trade] T; (P, w) = ; [Pm-(]f’i; w) - Qni,g(le‘} w)—P,; - Qni/g(lf’i; w)} ,
n#i
while treating w_; = w_; as if it were given. This step yields the following equation

12To be clear about the notation, we can write country i’s balanced trade condition without appealing to the inner product
operator as follows: T; (P;, w) = Yoo Lnsti ( Py g (Pi, W) Qyi g (IP;, W) — ,n,gQi,1,g(]l~’i,w)> =0.
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dlnwi _ E)Ti(]f)i,w) / (aTi(]IN)i,W))
dIn Pji,k W dln pji,k w,]l:’,j,-,k dln w; V_V_,-,If’[

—idP_jik

91 ) al i
_ Zn#i (Pni 0) Qni) . <8hr‘111?]:’;<) . + (Pni O] Qm’) . <Qni © 81;11?]:’;() » ]
_ TS Wik Wik
_ (aTi(Phw)) . (E.14)
JdInw; D

W—zr]Pi

where Q,,; = {wy;}, is a vector composed of export supply elasticities (as defined under Equation
E.11) and ® denotes the element-wise product of two equal-sized vectors (i.e., a®b = [a,b,],). The

second line in the above equation follows from the fact that (8 In Qjy, o (IP;, W) /9 1n pji,k) p =0 if
w,IP_ji k

n # i. That is, if we fix the vector of wages, w, the choice of Pji,k has no effect on the demand schedule

in the rest of the world. In other words, the only way the effect of Isji,k transmits to foreign markets is

through its effect on w.!3 Now, define the importer-wide term, T, as follows:
aWi ]f)i; aVl . -1
(), ()
"7 (aTi(IP;,w)/dInw;)

Importantly, note that 7; does not feature an industry-specific subscript. Combining Equation E.14
with the expression for 7;, we can summarize the wage effects in the FO.C. (Equation E.2) as follows

oW, (IP;; w) dw
<Za‘,\;>ﬂ3 (dlnpjik>]l~) :_22[1_’_“}7115’]71 nngnzgemg:|
' ’ —jik

8§ n#i

. (E.15)
W,i,ﬂai

_ Y; (P;; w)
- Z Z [[1 + wni,g]TiPni,ani,gUni,g] < : = > .
S nti dIn Pji,k w]f’,ﬁk

(E.16)
Finally, plugging Equations E.3, E.12, and E.16 back into the F.O.C. (Equation E.2); yields the following
optimality condition w.r.t. to price instrument Pji,k e P

[FOC w.r.t. Pji,k] E E [ < ng 1 + Tz) (1 + wy; g)) ni ng,gEn]ll?]

n#i § ’”8
Piig 1 (ji k) T2 - aYz(]Pzzw)
L — A (IP;; _ =0.
(Piz',g 1+ Vg) isQiigting | +AFW) | T3y, Piik )

The uniform term A;(.) is defined analogously to A;(.), but adjusts for the interaction of general equi-
librium wage and income effects:

ZZ [(Pnl,g 1+wmg)(1+Tl)> Tlngl’llgﬂTllg

8§ n#i ni,g

+)

P_jik
(E.17)

L

1
ii,g

P O 17
(Pzzg 1+P‘g> 1z,ngz,g77n,g

(E.18)
Before moving forward, a remark on the uniform term 7; is in order. We do not unpack this term
because the multiplicity of country i’s optimal tax schedule (per Lemma 1) will render the exact value
assigned to T; as redundant. We will elaborate more on this point when we combine the FO.C.s w.r.t.
all tax instruments in step #4 of the proof.

13The partial derivative in the numerator of Equation E.14 is subject to the implicit restriction that Y, Py, x - Qi x =
w;L; is held constant. We mechanically ensure this constraints is satisfied by differentiating a reformulated balanced trade

condition, T; = ¥,z [ ni(Pi; W) - Qi g (Pi; W) — Pyj - Qpi o (P35 W)] + (X0 Ping - Qink — wiL;) = 0, where the last term in
parenthesis is zero.
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Step 3.B: Deriving the FO.C. w.r.t. P;; € P;.

Next, we derive the FO.C. w.r.t. to a locally produced and locally consumer variety ii, k. Recall
that the objective function can is given by W; = V;(Y;(IP;;w), B;;, Pj;). The FO.C. wrt. By, holding
the remaining elements of IP; (namely, P_;; = P; — {Piz-,k}) constant, can be stated as
<dW1(H~)1,W>) _ BVZ(YI,R) aVZ(Y,,f’Z) <8Y,(]1~31,w)> + (an(]f’,,w)> ] < dw >

dInD;; P oln by Y oln Py WP ow p, \dIn Dy

(E.19)
Each element of the right-hand side can be characterized in a manner identical to Step 3.A. Specifically,
the first term can be simplified using Roy’s identity. The second term, which accounts for revenue-

raising effects can be characterized using cross-demand elasticities w.r.t. J; ; instead of Pji,k. The same

goes for the last term accounting for general equilibrium wage effects. Repeating the derivations in
Step 3.A, the F.O.C. characterized by Equation E.19 can be unpacked as follows:

[FOC w.rt. Dj; ] » [( s _ (1+ 7)1+ wyi g>> Pni,gQ”ifgggliii:?]

n#i § mg
Pij g 1 (ii k) X aY;(IP;; w)
8 __ - Ai(D;; i =0,
(Pll,g 1 + ]lg) ii ngl 8<ii, + l< 1 W) ( a 11‘1 P”/k >w P

where the uniform terms, Zi(.), and 7;, have the same definition as that introduced under Equations
E.18 and E.15.
Step 3.C: Deriving the EO.C. w.r.t. Pjj; € P;.

Finally, we derive the FO.C. w.r.t. to export variety ij, k, which is sold to destination j # i in
industry k. Note again that the objective function is given by W; = V;(Y;(P;; w), P;;, Pﬁ). The FO.C.
w.r.t. pz'j,k/ holding the remaining elements of P; (namely, ]P—ij,k =P, - {Pz-j,k}) constant, can be stated
as

+)

—iik

(E.20)

dW; (P;; w) _ v, P;) N oV;(Y;, P;) [ oY;(IP;;w) N (BWi(]f’l-;w)) . dw _o
dln Pij,k Hs—ij,k Jdln Pij,k BYZ- Jdln P1],k - ow Pi dln P,']'/k 113,17 B}

w,]P,,vj,k ;
(E.21)
The first term as before accounts for the direct effect of a price change on consumer surplus. This
term is trivially equal to zero in this case, since Pij,k ¢ P;. That is, since i 7, k is not part of the domestic
consumption bundle, raising its price has no direct effect on consumer surplus in country i:
- . oVi(Y;, P;
Bgp — WiNiP) (E22)
’ dIn Pij,k
The second term in Equation E.21 accounts for the revenue-raising effects of a change in Pi]-,k € P;. To

unpack this term note that total income (or expenditure) in country i is dictated by the sum of wage
payments and tax revenues:

Y;(P;w) = wiL; + ; [(Pyi — Pyi) - Q] + (Pi — Pij) - Qyi + ; [(Pin — Pin) - Qi)

Hence, holding wages w constant, the change in country i’s income amounts to the change in import,
domestic, and export tax revenues. The effect on import tax revenues can be unpacked as follows:

aZnyéi [(f’ni - Pni) : Qm’] dln ng
= = i o) Qui
( dIn Pjj x b Z Z Ppig — nz,g) g\ 3In p1] B P

8§ n#i
dInQ
- Z Z ni ng gwn] g (alpn]8> . (E23)
8 n#i ik wib_ ijk
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where wyj ¢ is the export supply elasticity as defined by E.11. The first term on the right-hand side
accounts for general equilibrium income effects: Specifically, a change in pij,k can raise country i’s
income Y; through higher tax revenues, and alter the entire demand schedule, Q,;, = Dni,g(f’i, Y;),
in the local market. The second term accounts for scale effects: To elaborate, a change in Pi]-,k distorts
origin i’s export supply schedule in market j € C. This change alters the scale of production and the
producer prices associated with origin n—industry g that serves market j (this includes P,; , which is
associated with economy i). It also changes the scale of production and producer prices from foreign
suppliers through cross-demand effects. These changes in international producer prices, impacts
country i’s terms-of-trade by changing its import tax revenues. Also, note that since the rest of the
world (including country j) is passive in terms of taxation, their income is pinned to their wage rate
— 0, which implies that (a In Q¢ /30 Pij,k> .=

wWIE ijk

,]P,l] k

0InD,; (Y}, P;)/9In Pi]-,k = eS]]’g) Likewise, since Pl] r & P, its only effect on the demand schedule
in the local market i is through general equilibrium income effects. Putting these results together, we

can posit that

and vector w. Hence, <8Y] /d1n pij,k)

(ijk)
€ if1 =
(a In Qm,g> njg J
= = dlnY; e
dIln Pij,k WP, Mni,g <alnP1]k> 5 ift=1
! ij k

Considering the above expressions and noting our earlier definition for wy; ¢ under Equation E.11,
Equation E.23 can be simplified as

aZnyéz [( ni Pni) 'Qni] (ij,k) alnY
( alnpij’k - ;,,Z#l [a)n]g mnggfn]g } + ngl [( ni,g [1 +wn1,g]Pn1,g> an,g’?nt,g] 81an]/< WP

k) JdInY;
= - Z E [“ng n]an] gsy:]]g ] + Z Z K ni,g [1 + wni,g}Rﬂi,g) Qni,gﬁni,g] <31nPUk> . .
w, ijk

8§ n#i
(E.24)

The last line in the above equation follows from (1) the definition of w, which entails that w,, jgTnig =
Whi,gTnjg, and (2) the fact that Tnig/Tnjg = PuigQnig/ Pnj,gQnjg, since the markup is uniform across
output sold to different destinations in the same industry.

The effect of pij,k on country i’s production and export tax revenues can be unpacked as follows:'*
) ~ dln Qii g
= Z [(Pin - Pin) ’ Qin]) - Z lz,g u,g Qii,g (
<aln Pij,k 7 Wr]lsfijk dln Pz], whb_ ok
dIn Ql] g aPm %ing dIn Qijg
+ P1] sz],k + Z ( ij,g — ij,g) Qij,g ( ZZ in ngng
Jdln szk Wi, dln Ql]g Jdln Pl], Wb,
(E.25)

The first term (in the 1st line) represents the effect on domestic tax revenues that channel through
general equilibrium income effects. The second term on the right-hand side (P;;xQ;; x) represents the

direct, arithmetic effect of pij,k on export tax revenues. The third term represents revenue effects that
channel through a change in the demand for all varieties sold to destination j (i.e., ij, §). The last term
accounts for scale effects—i.e., a change in Q;; . alters the scale of production in origin i-industry g,
and modifies all the producer prices associated with that industry. As noted in Step 3.4, the last term
in Equation E.25 can be simplified using the free-entry condition, which entails that (See Equation E.9):

ob;, i
Y | PingQing | mimnd— — 8 p. O
=g .. 1,8=1.8"
= dIn Qjj ¢ wh, 1+ pe
My [(Pin = Pin) - Qin] = (Pii — Pii) - Qi + i [(Pin — Pin) - Qi) is the sum of domestic and export tax revenues.
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Also, recall from our earlier discussion that since country j # i collects no tax revenues by assumption,
(ay- /3In Py k) — 0, which implies that (a InQyj4/dIn Py k) = 3In D, (Y;, ;) /3In Py =

WAL _ijk
k)

”18

! P Mg (i1 k)
<ah115“k LA (P =P .Qin]> o = Pt Z [( g 1= 1+u]Pif,g> Qijgeijg
. wP_jik g

1 olnY;
+ Z |:< ii,g — 1+ g Pii,g) Qii,gﬂii,g:| <a 1711 P,] k) .
—ijk

w,IP_ ijk

. Plugging these expressions back into Equation E.25 simplifies it as

(E.26)
Combining Equations E.24 and E.26, we can express the sum of tax revenue-related effects as
oY;(P;; w) Hg (ijk)
( aln;)l ) B - l]le] k+2 [( 8 1 1+ R ] ij,8 Qz],g iig
ik wlP_jik
(ij ) = Y;(IP;; w)
- Z Z [wni,gpnj,anj,ggnj,g ] + Ai(lpir W) ( alln 113 ’
g n#i ik wP_jik
(E.27)

where A;(.) encompasses the terms accounting for circular income effects and is given by Equation
E.13. No we turn to characterizing the general equilibrium wage effects in the FO.C.—namely, the last
term on the right-hand side of Equation E.2. To this end, we invoke our observation based on the tar-

. L aW() . dw _ awl() ) dw;
geting principle (as stated under Lemma 4) that (—a‘lN )lf’i <d np; > - = (—awi wop \@npy ) ”k.
—1ij, —irt —ij,

The term ( dldw’ k) can be calculated by applying the Implicit Function Theorem to country
Biik ]

—ilP_jij
i’s balanced trade condition,
[Balanced Trade] T; (P, w) =) {Pm'(]f’i;w) - Quig(Pi; W) — Py - Qo (P35 w)] ,
n#i
while treating w_; = W_; as given. This application yields the following equation (Notation: (},,; =
{wn]‘,k}k is a vector composed of export supply elasticities, while ® and - denotes the element-wise

and inner products of two equal-sized vectors):

d ln~wi _ aTi(]f’i, W) y (aTz‘(]Pi/ w) >
dIn Pij,k w—ir]f)—ijk Jln Pij,k Wr]f)fjjk dln w; w_]./]f).

1

_ - aln Q; oInQ,, dlnQ,
—Pij kQijk — (Pij © Qij) ' (alnPl,;c) " + Lnti | (Pni © Qpi) - (alnp + Q) © a]nplji)w]lj ]
ij k ijk

aT,-(]f’,-,w)
JInw; WP
—1r 1

The numerator in the second line of the above equation is composed of three terms: The first term
accounts for the arithmetic effect of pji,k on country i’s trade balance. The second term account for
own- and cross-price effects that are specific to market j—the market to which good ij, k is being
exported. The last term accounts for scale effects: Specifically, a change in Pl-j,k interacts with the
balanced trade condition by modifying the producer of a generic good ni, g imported from origin i-

(E.28)
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industry g. As before, define the uniform importer-wide term, 7;, as follows

(w>w,i,ﬁ’i (%> -

i = T, (B, w) /o Inw)

Combining Equation E.28 with the expression for 7;, we can summarize the wage effects in the FO.C.
(Equation E.2) as follows:

aWi(.) dw B (i)
( ow ]I~’-. dlnpi]-k P Pl]le]kJ’_Z |:Tl l]ng]gezjg }
! ’ ijk

oY:(PP;
- Z Z [Tiwni,gpnj,anj,ges]]g } Z Z [ + wmg TiPpi g Qni,gni, g} (M) . (E.30)
ij,

8 n#i 8 n#i

. (E.29)
W,i,fpi

wlP_jik

Finally, plugging Equations E.22, E.27, and E.30 back into the FO.C. (Equation E.21); and dividing
all the expressions by (1 + T;) yields the following optimality condition w.r.t. to price instrument
pij,k S ]Pi:

5 5 1 i (i)
FOC w.r.t. B;; Bk Qiik+ 1— RIS e
[ z],k] l],le],k % ( (1 +fi)<1+.ug) Pz],g l]ng]fg ij,g
k) - aY;(P;; w
-Y'y [wmg n]an]genl]fg] + A;(P;, w) < azl( i )> =0,
g n;éz n i]"k W,]sz/k
(E.31)

where A;(.) is defined as in Equation E.18. Also, we are not unpacking the term T, for the same
reasons discussed under Step 3.A.

Step #4: Solving the System of F.O.C.s and Establishing Uniqueness

To determine the optimal tax schedule we need to collect the each of first order conditions and
simultaneously solve them under one system. For the ease of reference, we will restate the FO.C.

w.rt. to each element of P; below. Following Equations E.17 and E.20, the FO.C. w.r.t. Pgi,k € Ip;
(where ¢ =i or { = j # i) is given by the following equation:

P,
(1) 22 1= (1+5)(1+ Wuig) 5% | euigeuss’
n#i § ng
>

1 Pzz g (4i,k)
1- 1+ Cii,g&ij .8
g .”g il .S

where ¢e; , = Ism',anilg/ Y; denotes the (unconditional) expenditure share on good ni,g. Likewise,
dividing Equation E.31 by pij,sz'j,k/ the FO.C. w.r.t. export price Isl-j,k € P; is given by the following

equation:
1 Pijg \ €ijg ik
(L4 ug)(1+T) By g ) eijx 78

2) 1+ 2
- LT [ s

n#i &

To set the stage for what follows, let us emphasize four points:

+

~ olnY;(P;w
+Ai(1Pi,'W) <all(151 )> =0.
n gl,k w’]P lik

+A;(IP;,

olnY;(P;; w) _0
]‘ alnPij,k o -

) Y
w,P_jjk

(1) In accordance with the tax-neutrality result presented under Lemma 1, the optimal policy sched-
ule is unique only up-to two arbitrary tax shifters.!” That is, there are multiple optimal policy

15To be clear, the pseudo-uniqueness of the optimal policy formula is different from the uniqueness of the optimal policy
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schedules that are welfare-equivalent but differ in the average level assigned to domestic and
trade taxes—we come back to this point when finalizing our optimal policy formulas.

(2) The system of F.O.C.s labeled (1) can be solved independently of (2) to recover the optimal export-
and import-side price wedges.

(3) The trivial solution to system (1) satisfies Zi(]f’i;w) = 0. Moreover, we can invoke Lemma 1 to
show that if there exists an optimal policy schedule for which A;(IP;; w) # 0, that policy choice
is welfare-equivalent to another that satisfies A;(IP;; w) = 0—see Appendix E.1 for an formal
proof. These two observations together affirm that we can identify the full set of (welfare-

equivalent) optimal policy schedules by setting A;(IP;;w) = 0 in the FO.C.s. This particular
proposition can be alternatively stated as an envelope-type result: If the government is afforded
sufficient policy instruments, the system of F.O.C.s can be derived and solved as if the Marshal-
lian demand functions were income inelastic.

(4) We focus on interior solutions that do not assign a prohibitive price to any good (i.e., e, > 0,
V ni, g). Since prohibitive prices exclude goods from the system of FO.C.s., one may worry that
a non-interior solution that prohibits some goods but satisfies the necessary first-order condi-
tions w.r.t. the other goods is optimal. Appendix E.2 rules out the optimality of prohibitive
taxes/prices by appealing to the Inada conditions, which is standard in the literature.

All in all, these points indicate that System (1) can be solved independent of (2) and by restricting

attention to interior solutions that satisfy A;(IP;; w) = 0. Doing so leads us to a unique trivial solution
from which we can infer the remaining optimal tax schedules—all of which deliver the same welfare

outcome. To establish this claim, set A;(.) = 0 and express System (1) in matrix notation as follows:

M = Prig
1= (1+wix)(1+ Ti)pfk
1
(1i,1) (1i,1) (1i,1) (1i,1)
€185 0 ONiEnigp T K&k T ENIKENK b
. . , : _ 1 ik _
: ‘. .. : T+py p;k =0.
(Ni,K) (Ni,K) (Ni,K) (Ni,K) "
€180 - 0 ONiEnig o T CliKE R T ENIKENK :
- =\ Pnik
E, 1= (14 wnig) (14 T) 5
L Nik dk
To prove that the above equation exhibits a unique, trivial solution it suffices to show that the expenditure-
adjusted elasticity matrix, E; = [eﬁ,kg;_?;g)} .. is non-singular. The following intermediate lemma
o djkng

establishes this result using the primitive properties of Marshallian demand functions.
Lemma 5. The NK x NK matrix E; = |e;; ks(.'.ﬁ’g) is non-singular.
]t ]Z,k jk,?lg

Proof. We can appeal to Proposition 2.E.2 in Mas-Colell, Whinston, Green, et al. (1995), which indi-
cates that the Marshallian demand function satisfies ej;  =| eji,ksg.ff,’(k) | — Lngik eni,geg;,’;f) |—a prop-

erty often referred to as Cournot aggregation. Since ej; x > 0 (as we have ruled out prohibitive prices),

Cournot aggregation ensures the matrix E; is strictly diagonally dominant. The Lévy-Desplanques
Theorem (Horn and Johnson (2012)), accordingly, ensures that E; is non-singular. The lower bound on

det(E;) follows trivially from Gerschgorin’s circle theorem. Specifically, following Ostrowski (1952),

| det (El) |Z H H eji,ks](‘{f];k)‘ o Z e”i’gei(’ljii,g)‘ — I_I H Eji,k > 0.

jeC keK (n,9)#(j k) jeC ke

equilibrium. Establishing the latter is a daunting task well beyond the scope of this paper (see Kucheryavyy et al. (2023a)).
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Appealing to above lemma, it is immediate that the unique solution to the above matrix equation
is indeed the trivial solution, given by:

P P* 1
jik - itk
= =14 w;r)(1+7T); = .
It is straightforward to check that the above solution constitutes a global maximum by contradiction.
To present the logic: Since limf,l_ _eo Wi(IP;, w) — 0, the above solution identifies a vector of consumer

(E.32)

prices at home, P; € IP;, that yields a strictly higher welfare level than prohibitive prices. As such,
IP; cannot constitute a global minimum. Lastly, it is straightforward to see that if the domestic price

elements in P satisfy E.32, then
b 1
} : ii,g
— |V P: O ot:i 0| = 0.
i g (Pii,g 1+ Vg) ”ngll,gUzz,g] 0

Z Z [(Pm = 1 + Whpi g)(l + Tl)) Pni,ani,gﬂni,g
8§ n#i 2%

That is, the term accounting for general equilibrium income effects amounts to zero in the neighbor-

hood of the optimum, 4s if demand functions were income inelastic (i.e., 774, ¢ = 77;,¢ = 0) Capitalizing

on this result, we can proceed to solving System (2), knowing that A, (]Pl,w) = (. To this end, let us
economize on the notation by defining 2" as follows:

1 Pij ¢

Z: 2
= Ut pg) (1 + 1) By

Invoking this minor switch of notation, the F.O.C. specified by System (2) implies the following opti-
mality condition:

(\iik) k)
1 +Z — Ziig) Gistiis -y Z Lg n8 | = o. (E.33)

€ij ik n#i § z],k

To simplify the above expression we will appeal to the Cournot aggregation property—a well-known
primitive property of Marshallian demand as discussed earlier (see Mas-Colell et al. (1995)):

. €nj, ii,k)
Cournot aggregation] 1+ Ciig o iik) “njg ik |
[ ggregation] L | o WE#E L
Next, combine the above expression with Equation E.33, while noting that by Slutsky’s equation
i’%ssjjg) = sf;f] 8 if 1Tni,g = 1 for all ni, g. Performing these steps yields the following:

(ij.g (nj,9)1 _ ..
_Z{ l]lgel]k } 22[1+w”18 z]k } =0 V(Z],k).
We can rewrite the above equation in matrix algebra as follows:
—E;Xij — Ef]-_l]) (1(1\]—1)1( + Qi) =0, (E.34)

where X;; = [%j,k} . is a K x 1 vector. The K x K matrix E;; ~ El(]l] ) = [sg;:j,’{g) } encompasses the own-
and cross-price elasticities between the different varieties sold by origin i to market j—see Definition

(D1). Analogously, El(j_ij ) = [sf} ]](g)} et isa K x (N — 1)K matrix summarizing the cross-price elas-
’ NF,
ticity of market j's demand between varieties sold by origin i and all other (non-i) origin countries.

Q; = [Wyig] ng isa (N — 1)K x 1 vector of all import good-specific inverse supply elasticities. To invert

the above system we need to establish that E;; is non-singular, which is done under the following
lemma.

Lemma 6. The K x K matrix E;; = [ Sjjl’f)} . is non-singular.
’ 8

Proof. The proof proceeds similar to Lemma 6: The Marshallian demand function’s homogeneity of
degree zero implies that | e |— Nijk + Lngik | e’ N s | Based on this property, since 7;;x > 0,
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the matrix E;; is strictly diagonally dominant. The Levy-Desplanques Theorem (Horn and Johnson
(2012)), therefore, ensures that E;; is non-singular. O

Following the above lemma we can invert the system specified by Equation E.34 to obtain the
optimal level of X;; = [*%'j,k] X

X>'< = _1E( l]) ( (N*].)K + Ql) . (E35)

Next, there remains the task of recovering the optimal tax/subsidy rates from the optimal price

wedges implies by Equations E.32 and E.35. Noting the following relationship between taxes/subsidies

and price wedges,

Pji « _ Pk Pijje/ i

P ’ 1+Sik: =’ 1—|—xl‘]"k:7~*;
ik S Pii e/ Py

country i’s unilaterally optimal tax schedule can be expressed as follows:

1+t =

[domestic subsidy]  1+s;; =1+
[import tariff] 145, = (1+wjix) (14 T)
[export subsidy] 1+ x;; = —E_lE ~if) (1+¢). (E.36)

The last step is to invoke the multiplicity of optimal tax schedules as indicated by Lemma 1. Doing
so indicates that the uniform term 7; is redundant and need not be unpacked. To elaborate, Lemma 1
indicates that any policy schedule that includes an import tax equal to (1 4+ f; € Ry)

L+t = (14 wjige) (14 T) (1 + )
is also optimal, since it delivers an identical level of welfare to the original optimal policy schedule
specified by E.36. As such, the exact value assigned to 7; is redundant for a welfare standpoint. This
is why we did not unpack the term T7; earlier in Step #3. Lemma 1 indicates that there is another
dimension of multiplicity, whereby any uniform shift in domestic production subsidies (paired with

a proportional adjustment to w;) preserves the equilibrium. Considering these points, the optimal
policy schedule (after accounting for all dimensions of multiplicity) is given by:

[domestic subsidy] 145, = (14 px)(1+5;)
[import tariff] 145, = (14 wjix)(1+£)
[export subsidy] 14 x;; = —El.;l]gl(j_if) (1+t)),

where 1+ 5; = 1+ f; € R are arbitrary tax shifters. What remains is a formal characterization of the
good-specific supply elasticity, wj; x, which is presented below.

Characterizing the (Inverse) Export Supply Elasticity, wj;x. To fix ideas, it is helpful to repeat the
definition of the export supply elasticity presented earlier:

1 w;L; dIn Pug Wy Ly dIn ng
Wik = ——— ) | == Pig ( + Y S TnigPng , (E.37)
TjikPjk g | WL\ O Qi ) e Wik InQjix ) p,

where 7y ¢ = Pyj¢Quig/ Yicc (Pm,ng,g) and ppe = Y ec (Pm,ng,g) /Wy Ly respectively denote the
good ni, g-specific and industry-wide sales shares associated with origin n € C. Also, note that the
producer price of good ni, g under free entry is given by P,; o = Tyj ¢ Pun,g, where

Hg

Pun,g = Qun,gWn Z [Tm,ng,g] Trg V(n,g)
1eC
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. . olnP,; dln P;; .. .
To characterize wj; ,, we need to characterize (al L ) = (MJ) for each origin n-industry
Jie nQjik ) w,T; 0 Qjik w,T;

g. To this end we can apply the Implicit Function Theorem to the following function:

_ kg
1+}4g

Fuig(Qtigs - ONigs Pi1,gs s PNN,g) = Pung — Onng®Wn | TigQnig + Y_ Tnt,gQueg(T—_it ©P_;) =
g 1,97 i,9r R ZARY .8 nn,g nn,gWn | tni,g<ni,g nl,g=nl,g il i
CFi 1.)"
—il

where T_;, ©P_; ~ {T]n,gP]],g}] Lig denotes the vector of consumer prices in market n # i from all

origins aside from i. The above function implicitly characterizes the producer prices in each origin j—
industry ¢ as a function of export supply levels to market i (i.e., Q1; g, .., Oni,g)- Importantly, the above
function treats both IP; and w as given, as all elements of IP; are chosen directly the by the government
in i. Accordingly, the function Q¢ (.) on the right-hand side derives from the Marshallian demand
function,

an,g(r—in OP ) = Dnz,g(P—in/Fm/ wWyLy),
P Yo

treating P;,, € P; and w, € w as given. This function accounts for the fact that any change in the
producer price of varieties associated with origin n—-industry g will affect the consumer prices and the
demand schedule in all market excluding i. The reason is that prices in international markets (ex-
cluding i) are not directly pinned down by the choice, ;. For the sake of presentation, abstract from
cross-industry demand effects. Applying the Implicit Function Theorem to the system of equations
specified by F,; « (. ), yields the following:

(aln Pll/k) e ( Py ) oFk () OFie() 17N 9Ruk() OF(.)
JdIln Qli,k w/]I)i dln QN[,k w/]f’i ah’lpnrk e Joln PNN,k B]ani,k T a]IlQNi,k
(3ln PNN,k) L ( OPNN ) OFNik() . 9FNik() OFnik() . 9FNixk()
InQuix /w p, IOk ) w p, dln Py dIn Py i dIn Qg k dIn Qnik
A;
(E.38)
The elements of the matrixes on the right-hand side of the above equation are given by
OFuir () _ 4 1 x Mk Y ), OFuir () _ ;M o
— Lj=n i nt, k7 — dj=n ik-
dln ij,k I J 1+ Uk 7 L, dln Q]'i,k J=1 Uk J

Notice that the off-diagonal elements of A; are near-zero (i.e., rm,ksgf’]f ) Tk = 0if n £ j # 1).
So, we can apply the method proposed by Wu, Yin, Vosoughi, Studer, Cavallaro, and Dick (2013) to
characterize Al._1 to a first-order approximation around ik & Ajg = 0 (for j # 1). This procedure is

detailed in Appendix E.3 and yields the following expression based on the matrix Equation E.38:

*%Vni,k

k

dln Pnn,k ~ 1+ 11';,{ Lt rm,ksfﬁ,[k )
8 In jS,k wi

n=j

T ik (e Topirmpel)) n#j
k 1 1#i "nk k
Lt i ¥ e \TFHe ST

Plugging the above expression back into the definition specified by Equation E.37, while noting that
Tnik X tjix = 0if j # i and n # i, yields the following approximation for the export supply elasticity:

_#rﬁk wiLi «— PikTi nk
Wik +ug T [1 1223 iLi ik m,kg(]n, )] .

~ - T, o Cink
1+ ﬂﬁﬁ Youti Vi k€Ejk L+ e wily =5 pjxtjie ™
For the sake of clarity, note that w; = @w; under free entry—so, we can replace w; with @w; everywhere in

the above approximation. Figure E.1 illustrates the goodness of our approximated wj; x using a rather

conservative numerical example. We simulate a two-country x two-industry economy in which trade
is relatively open and the tax-imposing country is relatively large compared to the rest of the world.
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Figure E.1: The efficacy of the approximated wj;  at predicting gains from policy
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relative size of country ¢ to the RoW

Note: the above simulation is based on a two country—two industry model with the following specifications: (2)
o1 =0y =5,(2) p1 = 0.25and pp = 0.511; (3) expenditure shares are assigned the following values A1 = 0.6,
Ao = 0.25/6, Ax12 = 0.25; A122 = 0.4/p where p is relative size.

We compute the actual gains from optimal policy for the tax-imposing country i, and compare them
to gains implied by (1) our approximated wj;  as well (2) the small open economy approximation,

wjix ~ 0. Evidently, our approximated value for wj;; yields indistinguishable results relative to
approximation-free benchmark.'®

Step #5. Extending the Derivation to the Restrict Entry Case

Equipped with a full characterization of optimal policy under free entry, we now switch attention
to the case of restricted entry. The main difference between the two cases is in how producer prices
vary with export supply: Under restricted entry, holding w = {w;} fixed, contacting the export
supply of good ni, g affects the producer prices associated with origin n through a uniform reduction
in the average markup 7i,,. Namely,

Lol In Pyig dln(1+7,)
P, e = Ql o — Wp — ( =\ omo,. '
ni,g nigq 7, dln Qm,g w,P; dIn Q”i'g w,P;

where economy n’s (endogenously-determined) average profit margin is given by
YieC LkeK [Pm,ka,k]
ZLEC ZkE]K [%ykpm,ka,k}

Another difference is that non-tax-revenue income in country i is the sum of wage payments plus
profits. Stated formally, total income in country i can be specified as follows (notation: the operator
“.” denotes the inner product of two equal-sized vectors):

L+ 7y =

Yi(lr)i;w) = (1 +ﬁi)wiLi + Z [(Pni - Pni) 'Qni] + ( - sz + ; - Qm] ’ (E-39)
—,—wz‘Li n#i n#i

In the above formulation, w;L; = (1 + #;)w;L;, stands for the sum of wage payments plus profits.

16To be clear, the above approximation is only intended for the quantitative applications. It should not be viewed as
a limitation of our theory. The optimal tax formula derived earlier in combination with Equation E.38 deliver an exact
theoretical specification for the first-best optimal policy schedule.

24



With the background information provided above, we can recycle our earlier derivations from the
free entry case to characterize the F.O.C. w.r.t. each price instrument in IP;.

First-Order Condition w.r.t. le-,k and lsii,k € IP;. To fix ideas, recall from Step #3 of the proof that the
EO.C. w.rt. Pjj . € IP; (where possibly j = i) is given by

(dw@;w)) _ V(Y Py 9Vi(Yi P) <an<n”°gw>> . (awimz;w)) _ ( dw ) o

dInPjr /- dIn Pj; Y; dIn Pj; Wb ow p, \dInPj .
(E.40)

As before, P_j;; = IP; — {pji,k} denotes the vector of country i’s price instruments excluding Pj;

—jik

Each term on the right-hand can be unpacked as in the free entry case, with one difference: holding
w constant, a change in good ji, k’s export supply affects the entire vector of prices from origin ;.

Specifically, noting that Pj; o = Q]l T J;, wj, indicates that
dIn Py _ dIn(1+7;) Vg c K.
dIn Q]z,k wib: dln jS,k wib:

Noting this distinction, we now repeat the steps present earlier to unpack each term on the right-
hand side of Equation E.40. By Roy’s identity, the first term on the right-hand side can be unpacked

as follows: ~
ViV R) _ (av>
alnpji,k N ]lk jik aY,
Recall that the second term on the right-hand side of Equation E.40 accounts for the revenue-raising

effects of policy. Specifically, taking note of Equation E.39, the effect on import tax revenues can be
unpacked as follows:

d Zn;ﬁz ( ni — Pm‘) “Qui dln Qm',g
( oln Pji,k b = 1, kQ]l kTt Z Z ( ni,g — m,g) Qm,g W i
A —jik

& n#i wlP_ik

=2 Y | PuigQuig X X BisQyis ( oP;is ) +Y PitsQits ( dPis ) <8 In an‘,g)
ni,g <ni ) .
g€K n#i 8 3 seK | j#£i P, 1anl g Jdln Qni,g wp: (eC Pif,gQif,g Joln Qni,g b, oln P]‘l‘,k W’P_ﬂ,k

P,
(E.41)

As in the free entry case, <8 InQyig/dIn Pji,k) p encompasses demand adjustments that channel
w,P_jix

through both price and income effects—see Equation E.5. We can simplify the last term on the right-

hand side of above equation, by appealing to our definition of the export supply elasticity:

O = Z Pif,gQié,g dln Pié,g + Z Pji,gQ]'i,g dln le g
" (eC Pni,ani,g dln Qm’,g w,P; iFi Pni,ani,g dln Qm,g w,P;

1 YIJI'LZ' aln (1 —|—ﬁl) Zb]L] aln(l —f—ﬁn)
_ Witi , (2GR ) e G (2R T ) E.42
rnl',gpn,g § wn Ln pl,g ( a ln Q]’li,g W ]1:" ; wn Ln ]l,gp],g a ln Qni,g w ]13 ( )

. . g . . dln P, dln(1+7
The second line indicates our focus on the restricted entry case, wherein s — (UnO+7,) .
oIn Qi oInQji k
Juk ) w,IP ] w, P

for all g. That is, holding w constant, producer prices from each origin change equal-proportionally
across all industries with the aggregate profit margin, 1 + ;. Plugging the above expression back into
Equation E.41 yields the following expression that summarizes the (conditional) effect of policy on
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import tax revenues:

O Y nti [(Pni = Pui) - Qui dIn Qi g
( dIn pji,k w]f’,]-,-k kQ]z kT Z Z ( ni,g 1+ wm,g]Pnz,g) Qnig n pji,k .

8§ n#i

P_jix
(E.43)

The effect of policy on export and domestic tax revenues can be unpacked as in Equation E.7, which

was derived earlier for the free entry case. To simplify this equation under restricted entry, we can

use the following observation:

8Pin,g Py sQins ( 0In(1+7;)
Z Pin,gQin,g (aan”g> — Z Z in,s<in,s o Qii gz N Pii,gQii,g —

! w,P; seKneC Pii,gQii,g

P;

TinsPis (i — Hg > < L+ )
— reo0; P. O: =—(1= P 0Qii o,
s;( H;C [r”,gpl,g < 1 + }/lg ll,gpl,g ll,gQZl,g 1 + ‘ug ll,ngl,g
To explain, the second line on the above equation follows from that fact that all prices associated with
economy i are included in the set ;. So, holding IP; and wages w constant, the policy-induced change

in Qi ¢ has only a direct arithmetic effect on country i’s aggregate profit margin, i.e., (%ﬂ) wp =

q’ = ; i1 g0i g 7" Plugging the above equation back into Equation E.7 yields the following equation

describing the (conditional) effects of policy on export and domestic tax revenues:

J . 1+7; 0In Qi
——— Y [Py —Py) - Q; _§: —Fip. B el
(Eﬂn Pji,k { - [( n m) an] })w]r) ) < ii,g — 1 +,ug zl,g> sz,g (Eﬂn Pji,k 3
A ik

w,P_ji g
(E.44)

Recall that (a InQyjg/dIn pji,k) . in the above equations, encompasses price- and income-related
w, il jik

demand adjustments—see Equation E.5. Taking note of this detail, we can combine Equations E.43

and E.44 to arrive at the following expression that summarizes the (conditional) effect of raising Pj; x

on country i’s tax revenues:

aY;(IP; w) ik
(é;lnlgji,k>w,~/ik ]leﬂk + ;;;éz [( ni,g — 1 + wnz,g] m,g) Qm,g n],lg }
1+ ‘ul ]zk (. aYZ(]PZ,W)
[ 0] i (35

wIP_jix
where A;(.), as before, encapsulated the circular income effects. The expression for A;(.) is specified
analogously to Equation E.13 with two amendments: (1) wy,; ¢ is redefined according to E.42; and (2)

1/(1 + pg) replaced with (14 7;)/(1 + pig)."® Next, we unpack the last term on the right-hand side
of Equation E.40, which accounts for general equilibrium wage effects. Repeating the steps presented

7Note that this argument does not extend to the aggregate profit margin in other countries. Changing the export supply
of say good ji, k with policy has a circular effect on origin j’s profit margin, ji;, which occurs because the prices associated

with economy j # i are not pegged to IP;. Specifically, a change in Qjik affects the entire vector of origin j’s prices outside of
market i. This change in prices affects the industrial composition of origin j’s output and pjina circular fashion.

18To be more specific, A;(.) is described by the following equation:

1+
APy w) = Z Z {( ni,g — [T+ wy g} mg> Qni,g"ni, g} +Z {( g T 1 _|_:: Pug) Qii,gWii,g} ’

8§ n#i

where Ji; > 0 and wy,; ¢ is given by Equation E.42 for the case of restricted entry.
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for the free entry case, while noting the differences discussed above, yields the following:

an-(lf’l-; W) dw _ jik)
( ow )“ ' <dln15ji,k>]l~, B ZZ [Tl 1+wmg) mnggemg]
—jik

Ip; g n#i

i} aY;(IP;; w)
- Ti (14 Whie) PuioQni oMni ——r
;r; [ 1 ( m,g) nz,ng,gﬂm,g] ( aln P]l,k )w’]f) )
where T; is given by E.15. Note that the above expression differs from the analogous expression
derived under free entry in the economic forces that regulate export supply elasticity, wy; . Under re-
stricted entry, the export supply elasticity governs the change in aggregate profit margins in response
to distortions to export supply. Combining the various terms on the right-hand side of Equation E.40,
yields the following simplified representation of the F.O.C. w.r.t. pji,k € IP; under restricted entry:

ZZ [( g _ 1+Tz)> manzg n]ll?

n#i § ”1/8
Pie 147, ]1 Ol % s oY;(IP;; w)
< — + A (Pjw) | ———— =0.
(Pii,g 1+ ,ug zngzlg ii, z( 1 ) alnsz’,k Wb

The uniform term A;(.) is described by Equation E.18, but with wpi g redefined according to E.42 and
1/(1 + pg) replaced with (14 7;) /(1 + pg).

+)

First-Order Condition w.r.t. Bjj (j # ). Now consider the FO.C. w.r.t. the price of a generic export
good ij, k (where j # 7). Recall from Step #3 that the FO.C. w.r.t. Pij/k € IP; is given by

dw;(P;; w) _ a‘/i(Yi,f’i)+a‘/i(Yi/f’i) 9Y;(IP;; w) +<BWZ(]P~1W)> AW =0
dlnpi]-,k P alnlsi]-/k aY; dln P;; Wb ow P; dlnpij,k Py .

—ijk ik
(E.45)
where P_j;, = IP; — {Pi]',k} denotes the vector of country i’s price instruments excluding P;; x. Build-

ing on our previous discussion, each term on the right-hand side is characterized by the same for-
mulas derived in Step #3, with two qualification: (1) The formulation assigned to wy; ¢ should be

revised to account for restricted entry (see Equation 10), (2) all equations should be adjusted to admit
anon-zero fi;, as is required by restricted entry (see Equation 5).

Without repeating all the details from Step 3, we can unpack the terms on the right-hand side of
Equation E.45 as follows: Since pij,k ¢ P; isnot part of the domestic consumer price index, dV;(Y;, P;) /9 In Pji,k =
0. The second-term on the right-hand side of Equation E.45 is given by:

E)Y (]13 ; W) ‘ug 1] k)
(alnll)l) ~ - ZJkQZ] Kkt Z |:< ig — 1 - 1+ ‘ug] ij,8 Ql],gszjg
ik wIP_jik
= aY;(P;w)
- w Quige P9 + APy w) | S )
;E&l [ ni,g 11]8 nj,.8%nj,g ] oln Pij,k i

w,IP_ij

where wy; ¢ is defined as in Equation E.42, while A;(.) is given by Equation E.13, with the necessary
adjustments described earlier.The last term on the right-hand side of Equation E.45 , which accounts
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for general equilibrium wage effects, can be unpacked as

oW;(.) dw 5 B (ij k)
< ow P . dIn pijk P o Tipij'inj’k T ; [Tipij,gQi]'/gSU’,g ]
! ! —ijk

i ) aY;(P;w
- E Z [Tiwni,gpnj,anj,gSS]]‘,?} - Z Z [[1 + wni,g}TiPni,ani,gUni,g] (azl(rd;l]k))

8§ n#i 8§ n#i

wlP_k

where T; is given by E.15. To be clear, the above formula differs from the one derived under free entry
in only how wy; ¢ is defined—see Equation E.42. Combining the various terms on the right-hand side

of Equation E.45, yields the following simplified representation of the FO.C. w.r.t. Pl-j,k e P:

3 T+ Dig) 5 (i)
B Qiint 1-— 1 === | Pi; Qi o€
it ( 01+ ) Py ) 8 i
GO | % 9Y;(IP;; w) _
R uanuut] +actm (BE) o
geK n#i ifik W/]f)—ij,k

The uniform term A;(.) is described by Equation E.18, but with wpi,¢ redefined according to Equation
E.42 and 1/ (1 + pg) replaced with (1 +7;) /(1 4+ pg).

Solving the system of FO.C. Given the tight correspondence between the F.O.C.s derived under
the restricted and free entry cases, we can repeat the arguments as in step #4 to solve the system of
F.O.C.s and establish the uniqueness of the resulting solution. Doing so yield the following formula
for optimal taxes/subsidies under restricted entry:

[domestic subsidy] 1+ 57, = (1+u)/(1+#;)
[import tariff] 145, = (1+wjix)(1+T)
[export subsidy] 1+ xj; = —E;; 1Efj_ij) (1+t).

Recall from Lemma 1 that there are two degrees of multiplicity associated with optimal policy sched-
ule. As aresult, we need not to unpack the uniform terms 7; and 7;. Instead, for any arbitrary choice of
tax shifters 1 +35; and 1 + f; € R, the following tax/subsidy schedule represents an optimal solution:

[domestic subsidy] 1+ i = (1+ ) (1+5;)
[import tariff] 145, = (14 wjix)(1+£)
[export subsidy] 1+ x;; = —Ei;l]gl(j*if) (1+¢).

The above formula is identical to that derived under free entry, with one qualification. The (inverse)
export supply elasticity wj; x has a different interpretation under restricted entry, and is given by E.42.

So, to conclude the proof, we characterize Wii k under restricted entry next.

Characterizing the (Inverse) Export Supply Elasticity. Following Equation E.42, the inverse of the
export supply elasticity under restricted entry is defined as

-1 |l (9In(1+7,) WLy dln(1+7,)
Wiix = - + A i g | | e ., (E.46)
J1 7’jz‘,kPj,k w]L] ( Jln jS,k W,]P,‘ Vgé:l ; w]L] ni gPﬂ 54 dln Q]'i,k Wr]f)i

. o Al 1+,u5 N . . . alan, _
where the second line follows from the fact that P,,; ; = Qnis T, ns which implies that (a o Qnijg > by

— (%) b, To unpack the above equation, note that (for a given IP; and w) the aggregate profit
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margin implicitly solves the following equation:
Pni(ﬁn) Qi + Zt#i Pm(ﬁn) ’ Qm(ﬁ—i)
ﬁ © Pm’(ﬁn) ’ Qni + Zt#i ﬁ © Pm(ﬁn) ’ Qnt <ﬁ—i)

gﬂi (ﬁn/Qni)
As before, ® and - respectively denote the inner and element-wise products of equal-sized vectors (i.e.,

a-b=1Y,a,b,and a®b = [a,b,],), while with a slight abuse of notation, ﬁ = [ﬁ} c The vector
Q,,; represents the export supply of goods from origin n # i to market i (which is fully determined by
IP; and w). Outside of market i, consumer prices are not directly pegged to I;. So, holding @, € w and
P;, € IP; constant, a change in 7; affects the producer and consumer price of goods supplied by origin
n to any market : # i. Accordingly, Q,,(7_;) = {Qu.x(7_;)} . in the above equation is determined by

the Marshallian demand function (treatmg wn € wand P,l € IP; as given):

Qm,k (,u—i) = Dm,k(wlLlr Pit/ P—iz (,u_i))
Taking note of this detail, we can compute (dIn(1 +7,,)/91In Qy; ) w p, Py applying the Implicit Func-

=0.

Fni(ﬁl Qni) = (1 +ﬁn) -

tion Theorem to the system of equations specified by F; (7, Q,;). Namely,

aln(1+7,) a(1+71) dF;;(.) . oF;i(.) -1 oFy; oF; ]
omQ; 7 9lQy dIn(1+5,) dIn(1+7y) dlnQy; 7 9InQy;
dIn(1+77y) 3(1+7iy) () . oFw() Oy, ... _oky
91InQy; T 9InQy; oIn(1+7;) oln(1+7y) dInQy; onQy; |
(E.47)
Next, we characterize the elements of the matrixes on the right-hand side of the above equation.
Considering that Fy;(#, Qi) = (1+J,,) — gni(#, Qui), we can unpack the elements of { 5 li?iii)ﬁ) as
10,
follows. Using vector algebra we can show that if n # 7, then
agni(ﬁ/ Qni) _ 7Pnl‘ (ﬁn) : Qni - Zt;ﬁi [Pm(ﬁn) : Ql’ll (ﬁn)] + - Zt#i [Pm (ﬁn) : Qm(ﬁn) © Em]
aln(l T V”) ﬁ © Pni(ﬁn) Qi + Zl#i {ﬁ © Pm(ﬁn) ' an(ﬁn)} ﬁ © Pm’(ﬁn) Qi + ZL#[ [1+74 O] PVH( ) Qm(l’ln)}
—(1+m,) =(1+7,) L [tn-en]
_ (1 Jrﬁ ) 7%;, © Pm’(ﬁn) ' Qni - Zz#i [ﬁ © Pm(ﬁn) ! Qm(ﬁn)} B Zgéi [ﬁ © Pm(ﬁn) ' Qm(ﬁn) © sm]

ﬁ © Pni(ﬁn) ' Qni + Zt;éi [ﬁ © Pm(ﬁn) : Qm(ﬁn)] ﬁ © Pni(ﬁn) : Qni + Zl;'/:i [ﬁ © Pm(ﬁn) : Qm(ﬁn)}

] (14+7,) . | 15 Ot-en

where ¢,; = [s%}gq is a K x 1 vector of own-price elasticities of demand. r,; = [rni,gpn,g]g is a
K x 1 vector of sales shares. The above derivation appeals to the definition of sales shares, whereby

Prij Qnik . . .
i = =k | Likewise, for an n i n
i kO k 55 Pae Qe kewise, for any n and ¢ # i, we ca

agni(ﬁ, Qni) o - Zlyéi [Pm(ﬁn) Qm(yn) © E(&)} (1 + ﬁn> Zz;éi [ﬁ © Pm(ﬁn) in(Vyz) © S(&)} ‘

In{l+7) b O Pui(,) - Qi+ T | 15 © P, - Q)]
Combining the above two equations we can characterizes each element of the matrix { 3 1?11(%{1%[)] .28
n
follows:
Fui (78, Qui) _ [ (1)
81:11(1+ﬁn;) = (1+mu,) |1 n+1e¢12; 1+P‘ "1 kPn k€ k
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The elements of the matrix { a]‘f 8[} ,can be unpacked with a similar logic. Specifically, if n # ¢ then
1 n,

aﬁf 6&. = 0. Otherwise, for any n € C we can derive the following expression:
i )L . .
Ogni (#, Qui) _ Prik Qi (V47,0 7 Pri e Qi

7

M Quik g O Pui(,) - Qui+ Lo |1 O Pual) - Quily) | 1 @ Pui(y) - Qui + Lot [ 1 © Pua(ry) - Q)|

(72, )i kP (1470,) T ni

which, in turn, characterizes every element of matrix [ aﬁf&l , as follows:
iln

OFui (#, Qui) _ Lo(14+7,) [(1 1 +Vn> rni,kpn,k} _

dln Q lik 1+ Hi
As in the free entry case, the off-diagonal elements of A; = [aiﬁﬁi_)} are near zero. So, we can
i 1n,j

once again invoke the first-order approximation proposed by Wu et al. (2013) to characterize A; '
Doing so and plugging the implied values of %g{”) back into Equation E.46, implies the following
Jt

approximation for the export supply elasticity under restricted entry:
147,
N - (1 - 1+§g) Zk T'ni kPn,k
wm,g ~ 1+ﬁn .
1+ Zk Zz;éi [1 + (1 - W) rm,kpn,kgm,k}

E.1 Redundancy of Solutions for which A; # 0

To finalize the proof, we appeal to the multiplicity of optimal taxes to show the following: If there
exists an optimal tax vector for which KZ- # 0, that tax vector can be recovered from an equivalent
optimal tax vector that satisfies A; = 0. This can be shown building on two intermediate points:

First, following Lemma 1, if T} = {t]’?‘i k7 x;*]. K sl’-‘k} is an optimal policy choice, then policy Tz.* (a) =

{t;;k (a), xi;%k (a), s:;k (a)} is also optimal for any a € R, where

* -1 * * -1
T+t (a) = (1 + tfi,k) (I+a)";  14xj,(a) = (1 + x?},k) (I+a);  1+s;(a) = <1 + Szk) (I+a) .

Second, the aggregate term A;, specified below in terms of taxes, appears identically in the FO.C.s

associated with every policy instrument:
1+ Sig
L Kl R ) eii’gﬂ“’g] '

- (14 wuig) 1+7)
Ai = Z Z [(1 - 1+ tm',g eni,g"/ni,g
Suppose there exists an optimal policy choice, T; for which Zf # 0. Analogously, let ZZ* (a) denote

8 n#i

the aggregate term collecting income effects under the equivalent policy choice, Ti* (a)—with Z:‘ =
Zl* (1), by construction. In particular,

~ 1+ wio) (14T
A=y | (- B QR
8 nei (1+a) (1 + t;;l-,g) 3

— e:: .. ,
TR

where all equilibrium variables are evaluated at rJl"l.* (a). Based on Lemma 1, all variables in the above
equation (e.g., €ui,g, Wi g, Mni g, €tc.) are independent of a—since varying a preserves real equilibrium
outcomes based on Lemma 1. Considering this, it should be the case that
. Tk . .k
lim A (a) <0; lim A" (a) > 0.

a——1 a—00
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So, following the Intermediate Value Theorem, there exists ana € (—1, o) such that ZZ* (a) = 0. That
is, if we suspect there to be an optimal policy T} satisfying Zf # 0, that policy can be recovered by
re-scaling an optimal policy, Tl.* (a), that is welfare-equivalent to Tbut satisfies Zi* (a) =0.

E.2 Non-Optimality of Prohibitive Taxes

Since prohibitive taxes exclude goods from the system of F.O.C.s, we must prove that a tax sched-
ule that prohibits say good ji, k but satisfies the FO.C.s w.r.t. all other goods is not optimal. We prove
this point separately for taxes applied to domestically-consumed goods and taxes applied to export
goods.

Prohibitive tax on domestically-consumed good ji, k—We first provide a generic proof starting from
the first principles to communicate the logic behind the non-optimality of prohibitive taxes. Then, we
provide an alternative proof invoking the system of F.O.C.s derived earlier. To articulate our generic
proof, suppose without loss of generality that good ii, k is the good not subjected to a prohibitive tax.
Utility maximization entails that dU; (Q;) / Qjif = /\f pji,k for all ji, k, where /\f is the Lagrange mul-
tiplier associated with the representative consumer’s budget constraint (P; - Q; < Y;). Assuming that
U; (.) satisfies the Inada conditions, utility maximization implies that the marginal utility associated
with good ji, k at the prohibitive price is infinitely large; and so is the marginal rate of substitution
between goods ji, k and ii, k:

oU;/0Qjik

lim ————- =
B, OUi/ 9Qiik

Pii
Let F (Q;;P;, P_;) = 0 denote the transformation frontier for country i, which reflects country i’s
production possibility frontier (PPF) augmented for its ability to transform exports to imports subject

to balanced trade. Following Dixit and Norman (1980), the relative marginal rate of transformation,

aFi,/aQ_’:i'k , is finite if the utility and production functions satisfy the Inada conditions and Qj; ¢ is strictly
oF 1/ Q/z,k 4

positive—which is the case since good i, k is not subjected to a prohibitive price. As a result,
Pjj

oU;/9Qjix _ OF;/0Qjik
20 = ,
Pij oU;/0Qiix = 9F/Qjik
indicating that (when pji,k = 00, Qjix = 0) the marginal rate of substitution between Qj; x and Qj;
exceeds the marginal rate of transformation. Hence, welfare (U; ~ W;) can be improved by increasing
the consumption of good ji, k relative to ii, k, which entails lowering the price of ji, k from its pro-
hibitive level. Prohibitive taxes, as such, cannot be optimal unless the scale or substitution elasticities
are unbounded. This result echoes the Grinols-Wong theorem that a piecemeal reduction in prohibitive
tariffs is welfare improving (see Feenstra (2015, P. 198)). The logic is that a prohibitively-taxed good
exhibits an infinitely large marginal utility. So, the gains from restoring its consumption dominate the
possible efficiency loss from cross-substitution and a lower scale-of-production on other goods.
The above point can be alternatively proven by appealing to the FO.C.s specified by Equation E.17.

Suppose all prices other than Pﬁ,k are set to their non-prohibitive optimal level. let P; = {Pji,kz P* ji,k}
denote the policy vector representing this choice of prices. Following Equation E.17, the marginal
welfare effects of adjusting pji,k in the neighborhood of P} is

oW; Pjj _ (ji k) dY;
IIn Py 1B (Pﬁ,k‘“”” (1) ) Prauis 6557 + s\ g )
: 5w,

—jik
Notice that 821;(1() < 0and 77,1 > 0, since the demand function is assumed to be well-behaved. Also,
the tax revenues from good ji, k (namely,Tj; ;) approach zero from above as Pji,k — oo. Hence, for

sufficiently large values of pji,k, it must be the case that

< olnY; ) <alnTji,k>
~ = = < 0.
Jdln Pji,k WP dln Pji,k Wr]fj—ji,k

AP _ji i
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The above equation, correspondingly, implies that 5 |]P is negative when the tax rate on good

Pji,k
ji, k is sufficiently large (or nearly-prohibitive):
s 1+ 1) (1+w~k) Wi | <o,
Pji,k ! Tt 8 In P;; ik Py

The above result reveals that lowering Pji,k/ Pjj) starting from a prohibitive price/tax rate will im-

prove welfare (W;)—asserting that a prohibitive tax, which excludes good ji, k from the system of
F.O.C.s, cannot be optimal. The same logic can be applied to show that a prohibitive tax on two-or-
more goods is not optimal either.

Prohibitive tax on export good ij, k—The price of export good, ij, k, does not explicitly enter the rep-
resentative consumer’s indirect utility function, V; (Y, P;). So, given the government’s choice w.r.t.
P; C IP;, the choice of P; ik € IP;influences welfare solely through its effect on tax revenues, which
contribute to income, Y;. Under a prohibitive export tax rate, i.e., Pz],k = oo, the export tax revenues
associated with good ij, k are trivially zero, i.e., Tijx = 0. Lowering P;;x from its prohibitive level
elevates Tj;; to a positive value and, thus, raises total tax revenues, T;.'" Lowering pij,k from its

prohibitive level, thus, raises income and thereby welfare given that dV; (.) /dY; > 0. This chain of
arguments asserts that prohibitive export taxes cannot be optimal since they yield the lowest possible
tax revenue—resonating with the conventional Laffer curve argument. The same point can be demon-

strated using the F.O.C.s specified by Equation E.31. In particular, suppose all prices other than P;;
are set to their non-prohibitive optimal level. Equation E.31 indicates that the marginal welfare effect
of lowering pij,k is strictly positive if the initial value assigned to pij,k is arbitrarily large.

E.3 Approximate Export Supply Elasticity: Derivation Details

This appendix provides a detailed derivation of our approximate export supply elasticity formula.
Our derivation, recall, relies on the approximate matrix inversion technique developed by Wu et al.
(2013). Note that the inverse export supply elasticity (when country i is the tax-imposing authority)

is
1 w;L; alnpiig Wy Ly alnpnig
ip = —— - ' Onln, tataliil , E.48
CU]Z,k i ] Z ,Ljpz,g <Bln Q]‘i,k i + Z w]L] Tnz,gpn,g Jln jS,k ) ( )

jikPik gek | Wi wp, n#i w,P;
where each of the price derivative ( 812 Q”’ i) p an be characterized using the following system:
jl
(alnP11k> < 9Pk )
InQuik /w1, I Qi ) w,p,
: = -A7'G, (E.49)
(8lnPNNk> L < aPNN’k >
dln Qqx I Qi ) wp,
where, from Appendix X, A; and C; are square matrixes whose elements are
Fi (mk) i
(A = Lot 1 3 [ 00 (Ci)yy = Ty 2
iy = b ]#ll—i—ﬂkr;i e D T T gy

Our goal is to apply Wu et al.’s (2013) approach to derive a first-order approximation for A;, which

. dln P; . . . .
is then used to compute (31;17Q,§>wp and wj; . For this, decompose A; into its diagonal, D;, and

off-diagonal, E;, such that
Ai = Di —+ Ei~

The elements of the diagonal matrix associated with A; are given by

Hi
(Di)z,l =1+ ﬂt#im nz#l [rm,kgm,k] .

19Beyond the Cobb-Douglas case, lowering the price of good ij, k can alter the revenue raised from other goods through
cross-demand effects. But total revenue always increase, in response, given Cournot aggregation.
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The elements of the off-diagonal matrix associated with A; are, correspondingly,

L if (=1)V (1=
B0 =\ P St (rngel) i £ A £

Following Wu et al. (2013), if the off-diagonal elements of A; are small, we can appeal to the Neumann
Series to approximate the inverse of Ajas

-1 -1 —1g -1
A;l~D;! - D lED;

Based on the above equation, each element of the inverse of A; can be written (approximately) in
closed-form in terms of the diagonal and off-diagonal elements of A;:

1 (1 _ (Ei)yy ) —(Ei)1p . —(Ei)1n
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Invoking the above approximation, Equation E.49 yields the following approximation for (E?llrr: glli ) .
ik / w,P;

M,
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Plugging the price derivatives specified above into Equation E.48, while noting that 7, x X 7j;x ~ 0 if
j # iand n # i, yields our approximation for the export supply elasticity:

R S
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E.4 Unilaterally Optimal Policy Net of ToT Considerations
Suppose we redo the entire proof under one restriction: Country i treats the entire vector of in-

ternational prices as given. This includes (a) all consumer prices, P_; = {pnj,k} i unassociated
Eall

with domestic consumers and (b) all producer prices, P_; = {Pnj,k} L7 unassociated with domestic
n+i

tirms. The idea here is that government presumes that cannot manipulate the consumer, pij,k/ of ex-
port goods. Nor can it influence the producer price, Pj x, of import (or non-imported foreign) goods.
Going back to the derivations presented above, we can solve this new terms-of-trade-blind problem
by discarding the FO.C.s relating to export prices (which amounts to setting Isij,k = Pjjx), and set-
ting the inverse export supply elasticity to zero everywhere. Performing these alterations yields the
following formula for optimal taxes:

[domestic subsidy] 1 +s;;, = (1+wu)/(1+#;)
[import tariff] 1+t =147
[export subsidy] 1+ xj;=1+1;.

Normalizing the tax-shifters to zero (i.e., T; = u; = 0) yields the cooperative optimal tax structures
consisting of zero trade taxes and Pigouvian industrial subsidies. So, if welfare-maximizing gov-
ernments were (i) blind to terms-of-trade gains from policy and (ii) granted a complete vector of
domestic policy instruments, they would adopt the cooperative policy choice. This point can be re-
stated as follows: When welfare-maximizing governments have sufficient policy instruments at their
disposal, their non-cooperative choice only inflicts a terms-of-trade externality on partners. So, the
sole purpose of shallow trade agreements is to remedy the terms-of-trade externality. This result is a
strict generalization of Bagwell and Staiger (2001, 2004). Notice a shallow agreement cannot resolve the
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problem of policy implementation, which is highlighted in Section III and quantified in Section VI.

F Efficient Policy from a Global Standpoint

The central planner seeks to maximize a weighted sum of national-level welfare using two sets of
policy instruments. (1) A vector of good-specific taxes which grants them the ability to set consumers
prices, P, in every location. (2) A vector of inter-country lump-sum transfers, which enables them to
control the share of each country’s income from global income. Accordingly, the planner’s choice of
inter-country transfers is summarized by « = {a;}; where a; denotes country i’s share from global

income (Y =} , Pm’,ka’,k) after transfers.

Recall that country i’s welfare is summarized by the indirect utility function, W; ~ V; (Y;,P;),
where country i’s income under the planner’s choice of policy is ¥; = «;Y. Considering this choice of
notation, the global planner’s problem can be formulated as

max ) 6 InV; (a;Y,P;),
Pa 5 ~———
Wi
where ¢; denotes the Pareto weight assigned to country i. Notice that Y; (the equilibrium income
raised by country i) does not explicitly appear in the objective function since the planner can obtain
any desired vector of national-level incomes, {Y;}, ~ {a;Y};, with an appropriate choice of transfers
subject to Y; Y; = Y, where Y is the sum of equilibrium wage payments and tax revenues across all
countries.?! Namely,

Y (P;w,Y) anLn + ZZ ( nik — ni,k) Qnik (P;Y),

where P = {P,a} denotes the complete set of policy instruments available to the central planner
and Qyix (P;Y) = Dk (P;,a;Y) with P; C P.?! Following the logic presented in Section I, we can
specify the planner’s objective function, W (P;w,Y) = Y, 6; InW; (IP; w, Y), as an explicit function of
policy, P, wages, w, and global income, Y—noting that w and Y are feasible if they satisfy equilibrium
conditions given IP. The first-order condition w.r.t. price instrument, Pji,g € P C P, can be written as

W (Pw ) [ <aann~(.)> omy | mVi() _, 1)
alnP],g - dInY;, alnPﬂg alnP],g
where the right-hand side uses the fact that Y, = a,Y, implying that alnpi”g = a? rllr},zg since a; is

a policy choice. Borrowing from our earlier derivation leading to the proof of Theorem 1, we can
specify the change in global income in response to Pj; ; as

olnY (IP;w,Y) 1 Y () iy Y (.) dInw, dY (.) dlnY
alnPﬂg Y alnP]lg — | dInw, dlnP]lg alnYdlnP]lg

1 ik

{ ]13Q118+22<[ Mk T T nzk} Qi ke mk)
dlnw,, 1 dlnY

+ Z ([wnL” meka k] dl nliu ) ZZ <|: nik — _‘_‘ukpni,k:| Qni,kﬂni,k) dl 1;3 }

ji.g n,L g
(E2)

where notice that the first term in the second line is zero given the labor market clearing condition,

WLy = ¥,k Pk Qnuk- Appealing to Roy’s identity we can formulate the mechanical consumption

20T, put it differently, the planner’s problem (as we specify it) separates the issue of restoring production efficiency from
inter-national redistribution. The former objective is attained with the proper choice of P; the latter is attained with the
proper choice of xk—a point we discuss more later.

2IThe notation Y = Y (IP; w, Y) makes explicit the circular nature of income effects in general equilibrium.
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loss from raising Pﬁlk as
5aan() 0i ~ alnV;(.)
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(F.3)

where note that ¥; = a;Y by the definition of a;, which is the country i’s optimal share of global
income given lump-sum transfers. Combining Equations F.1-F.3, and dividing by the final expression

by Y., 5,13%27% > 0 yields the following F.O.C. with respect to price instrument pjz‘,k'
dInV;

1 oi alnY Pm k (ji k)
_7W ]sz]lk+ZZ<|: 1+Vkpmk nlemk mk

tx.
i Yon 5nalnyn

Pmk dlnY .
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Optimal Policy Implementation—Next, we specify the taxes that deliver the optimal consumer-to-
producer price wedges. We also specify the optimal income shares, which implicitly determine the
optimal international lump-sum transfers. The trivial solution to Equation F.4 involves price wedges
equal to Pm',k/ Pyix = 1/ (1 + px) and income shares that ensure the term in the first parenthesis to
zero. The optimal price wedges, notice, are trade blind, indicating the optimal price wedges can be
implemented with production subsidies alone. Appealing to this basic point, the production tax and
transfers that satisfy the system of F.O.C.s consist of zero trade taxes, production subsidies that are
proportional to the industry-level scale elasticities, and lump-sum transfers such that each country’s
share of global income reflects its Pareto weight and marginal utility from income. Stated formally,

* 5aan
_ * lah’lY
1+Slk P 1+]/lk, Z]k t]lk O oy = 5 = < omv,”
ni,k Zn n9mnYy,

The Logic Behind Efficient Policy Formulas—The notion of optimal policy in our framework (as in
much of the trade policy literature) is formulated to deliver the first-best outcome from the planner’s
standpoint. The planner, in particular, is afforded sufficient policy instruments to achieve both pro-
duction efficiency and their desired level of redistribution. Production subsidies that restore marginal
cost pricing are used to achieve production efficiency, while efficient lump-sum transfers are used to
attain redistributive objectives based on Pareto weights. To elucidate this point, suppose lump-sum
transfers where unavailable. Then, implementing the efficient tax schedule T* = (t*,x*, s*) without
transfers would deliver a Kaldor-Hicks (Kaldor (1939); Hicks (1939)) improvement but not necessarily
a Pareto improvement. Still, the resulting equilibrium would be Hicks-optimal and, therefore, Pareto
efficient. To ensure Pareto improvements (relative to Laissez-Faire) without lump-sum transfers, the
optimal policy must also include non-zero trade taxes that redistribute the welfare gains from restor-
ing marginal cost pricing across countries. But when efficient lump-sum transfers are available, the
planner avoids redistribution via trade taxes as they undermine production efficiency.

Efficient Policy vs. Cooperative Tariffs—It is important to distinguish between efficient policies and
cooperative tariffs of the sort examined by Ossa (2014) and Lashkaripour (2021). Efficient policies de-
liver the global planner’s first-best outcome. Cooperative tariffs, on the other hand, maximize global
welfare in second-best scenarios, where efficient production subsidies and transfers are unavailable.
More formally, cooperative tariffs are given by

=0
. _ 5:1loe W: (t £ 48
argmaXlZ i 108 VV; ( ) S {ai,k =Y;(t) /Y (t)

So, t**, by design, mimics the first-best (or efficient) subsidies and transfers to deliver the second-

best.”” In other words, cooperative tariffs seek to improve allocative efficiency by restricting trade
(and thus global output) in low-u industries. They also seek to redistribute inter-nationally, taking

22 As we argue shortly, cooperative tariffs also internalize political economy pressures if any. Put together, these points
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into account the Pareto weights in the planner’s objective function or the bargaining weights in the
Nash bargaining formulation of the same problem.”’

Efficient Policy Under Political Economy Considerations—Our baseline model and the efficient policies
implied by it abstract from political economy considerations. What if governments assign different
political weights to say profits collected from different industries? In that case, efficient production
subsidies should take into account not only the industry-level scale elasticity (or markup) but also
its political weight. We can, moreover, refer to the discussion in Section IV to specify the politically-
adjusted efficient policy. Recall, in particular, that the political economy model is isomorphic to an
augmented version of our baseline model wherein markups are politically-adjusted and given by

y;fj’; = m, where 7; is the political economy weight assigned by the planner to profits

collected from industry k in origin i. The efficient production subsidy, accordingly, becomes s}, = p [yk

G Internal Cooperation in the Rest of the World

When characterizing country i’s unilaterally optimal policy, we treat the rest of the world as inter-
nally cooperative. Our notion of cooperation is based on the WTO'’s core principles: reciprocity and
non-discrimination (see Bagwell and Staiger (2004)). The principle of reciprocity entails that cooper-
ative countries maintain the balance of market access concessions internally. In our model, where
labor is the sole factor of production, any change in relative market access is equivalent to a change in
relative wages (see Footnote 25). Hence, to maintain the balance of concessions, cooperative countries
must adopt policy buffers that neutralize relative wage disruptions among each other. Otherwise, the
subset of countries whose relative wage improves in response to country i’s policy reap terms-of-trade
(or market access) gains at the expense of others whose relative wage deteriorates.

To formalize these arguments, we first specify the change in country n’s welfare in response to
country i’s policy, {dIn (1+x;),dIn(1+t;),dIn(1+s;)}. Suppose consumer preferences in coun-
try n # i are homothetic. Appealing to Roy’s identity, the welfare impacts of country i’s policy
shock on country n’s welfare, can be expresses as dInW,, = dInY),, — Y Ajnkenkd In pjn,k' Next, we
characterize d In Y}, focusing on restricted entry for expositional purposes. Nominal income in coun-
try i is the sum of wage income adjusted for profit payments—namely,Y,, = (1 +,) w,L,, where

W, = Y HrPnk is the employment-weighted average markup in country n.”* Taking full derivatives
from the expression for Y}, yields

1
deh:dm(Zx1+ywmw>+dmwn:X:FM»(11T>dhmm]+mm%,
k k n

where dInp, ; and dInw, respectively denote the change in country n’s employments shares and
wage rate in response to country i’s tax policy. To economize on the notation let [E, [.] and Covy, (.)

denote cross-industry mean and covariance operators with weights, {p;  }. As a matter of accounting,
Yk PnidInp, i ~ E,[dInp, ;] = 0, indicating that the first term in the last line of the above equation

can be specified as
1+ pu 1+ pg
)3 [Pn,k . (1 +Vn) dlnPn,k] ~ Cov, (1 = dlnp, ;| -

Pu—
k n

echo Ossa’ (2016) verbal argument that second-best cooperative tariffs pursue three objectives: First, they seek to improve
allocative efficiency by mimicking efficient production subsidies. Second, they seek to redistribute welfare inter-nationally
based on Pareto or bargaining weights. Third, they seek to promote politically-organized industries. Though, they are not
the first-best instrument for reaching either objective.
2Correspondingly, if the baseline economy is efficient, there exists a set of Pareto/bargaining weights (5) for which
t** = 0 —see e.g., the analytic formula for t** in Lashkaripour (2021).
Yy %Pn/,anj,k

24Recall for Section I, that 71, = = —1*—"—""_ Noting that wWyLy g =

P,; ‘1, We can rewrite 71, as
Zk,j ﬁ Pn/,anj,k n]’an]'k, ]/ln

1
T+pk
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where p,, = L, 1/ Ly is the employment share assocaited with industry k in country n.
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Next, we specify the welfare effects due to changes in consumer prices. The change in good-specific
consumers prices for goods originating from j # i is determined by the underlying wage change, i.e.,
dIn pjn,k = dInw; forallj # i. The change in consumers prices for goods originating from country i is
the sum of the direct tax change and the indirect wage effects, i.e. dIn Pin,k =dInw; +dIn (1 + xj, ).
Putting the pieces together, we can write the change in country n’s welfare in response to country i’s
non-cooperative policy as

1
dInW,, = Cov, ( —ipﬁk,dlnp,1 k> + (1 — Aj;) dlnwy,
1+ 5, ’
-y ) (?\jn,ken,kdln wj) =Y (Ainken [dInw; 4+ dIn (1 + xj,1)]) -
j#in k k
We can rearrange the above equation and decompose the various welfare terms as

Terms-of-Trade vis-a-vis Country i

dinW, = — </\indln (wi/wn) + EAni,ken,kd In (1 + xin,k))
k
1+ py
+ Cov, T dinp,, ) — ; [Ajndln (w]-/wn)] , (G.1)
n ji

Allocative Efficiency Terms-of-Trade vis-a-vis RoW

where Aj; = )k Aji ke x denotes aggregate expenditure shares.”” Following Baqaee and Farhi (2017),
Allocative Efficiency effects are defined as the welfare change net of Hulten (1978) in response to policy
shocks that do not raise revenues for closed-economy 7. The remaining terms are, by design, terms of
trade (ToT) effects. Theses can be divided into changes in ToT vis-a-vis country i and changes to ToT
vis-a-vis the rest of the world, with which country n maintains cooperation.

Extraterritorial Terms of Trade Effects—Following Equation G.1, country i’s non-cooperative policy
can disrupt country n’s ToT and balance of concessions vis-a-vis countries other than i. Consider
country j # i who is cooperative with country n. If dIn (w;j/w,) < 0, country n’s ToT improves
relative to j in response to country i’s policy. Or stated differently, the bilateral balance of market
access concessions tilts in favor of country n, which violates reciprocity. We call these “Extraterritorial
Terms of Trade Effects,” as they disrupt the ToT and balance of concessions between countries in the rest
of the world. To restore reciprocity—one of WTO'’s core principles—the rest of the world must exert
wage buffers that neutralize the extraterritorial ToT effects associated with country i’s policy.

Neutralizing Extraterritorial ToT Effects with Cooperative Wage Buffers—The rest of the world can
institute cooperative wage buffers to neutralize the extraterritorial ToT effects associated with country
i’s policy, ensuring that Aln (wj/ wy) = 0 for all n, j # i. Ideally, these policies must satisfy WTO’s
non-discrimination principle and be efficient, which effectively rules out trade tax measures. A policy
option that satisfies these requirements is a wage tax-cum-subsidy that is either revenue-neutral or
financed via an efficient lump-sum tax on residents of all countries outside of i. To elaborate, let

w;; denote the wage rate in country 7 after the implementation of country i’s optimal policy, IP;, if

25We can re-formulate the above decomposition in the spirit of Arkolakis, Costinot, and Rodriguez-Clare (2012), to clarify
that market access is fully-determined by relative wages. In particular, appealing to the CES demand system whereby

dIn <15jn,k / Pnn,k> = ﬁf,kd In (A ink/ Ann,k) , we can alternatively express the welfare effects of an external shock to economy
n as

~ 6',k )\ k
dInWy = dinY, — ) [ejxdIn Py i] + 3 [ﬁ%kd In (/\Jn )}
k ik k nn,k

1+ ek
= COUP (% dlnpnrk) + ; |:1 % dln /\ii/k:| 7
n

— 0}

where the last line follows from the adding up constraint, } ; A, xdInAj; , = 0. Notice that A;; x, by definition, summarizes
an open economy’s market access. Comparing the above representation to Equation G.1 indicates that the change in market
access can be alternatively summarized by changes to relative wages.
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no policy buffers were in place. The country-specific wage subsidy, T = {7}, ;, is allotted such
that 7"/ T]w < 1lifwj/ Q}" < wy/wj—to the point that the post-subsidy effective relative wage rates

(wy, (T) /w; (T)) remains equal to their status-quo level. Namely, w}, /w} = w; /wj for all n, j # i.

Treating the RoW as Internally Cooperative vs. Merely Passive—Treating the rest of the world as
cooperative or passive is, after all, a theoretical formality since for all practical purposes, country
i’s good-specific taxes have little-to-no effect on aggregate relative wages in the rest of the world.
We demonstrate this point numerically in Appendix H using multiple simulations of our model—
including some where country i is large. But even in theory, one can envision many settings in which
the rest of the world being cooperative or passive is immaterial. Let us provide one such example.
Suppose there is a traded homogeneous sector, kg, operating under constant-returns to scale technolo-
gies (i.e., oxg = Yko — ). Moreover, assume that sector kg has a strictly positive employment share,
i.e., oy, > 0,in every country n (with the possible exception of 7). Assuming that e, iy is sufficiently
large such that p, x, 7 0 in response to country i’s policy, ensures that w, /w, remains constant for

all n, n’ # i—even if the rest of the world is passive.”® Notice that this is a strictly weaker version of
the common assumption adopted by Fajgelbaum, Grossman, and Helpman (2011) and Ossa (2011),
among others. In particular, these studies assume that neither country i’s nor the rest of the world’s
employment in the homogeneous sector reduces to zero in response to country i’s policy (i.e., p; x, 7 0
and P, x, # 0, Vn # i). Our example, in contrast, only requires that the rest of the world’s employ-
ment in the homogeneous sector does not collapse to zero.

H Numerical Examination of Optimal Policy Formulas

This appendix illustrates the accuracy and speed of our theoretical optimal policy formulas by
benchmarking against results obtained from numerical optimization. We, more specifically, demon-
strate two points. First, our formulas often outperform numerical optimization as they identify an
optimal policy schedule that is strictly superior to that specified by standard numerical optimization
routines. The improved accuracy is especially notable when analyzing a global economy with many
countries. Second, our theoretical formulas are orders of magnitude faster than numerical optimiza-
tion at detecting optimal policy.

We must underscore two points to set the stage for our numerical analysis. First, throughout this
section, we use our approximate formula for the inverse export supply elasticity. Second, we treat
the rest of the world as passive rather than internally cooperative. As such, our numerical analysis
reveals two additional points. First, that our approximation of the export supply elasticity exhibits
great numerical precision. Second, treating the rest of the world as internally cooperative vs. passive
is virtually inconsequential. Since individual policy instruments have negligible impacts on relative
wages in the rest of the world, our optimal policy formulas retain accuracy even if the rest of the
world is passive—even if the tax-imposing country is relatively large.

Details of Numerical Simulation—We examine three hypothetical economies with N = 2, 5, and
20 countries, each containing S = 10 industries. We assume that preferences across industries are
Cobb-Douglas, with ¢; ; denoting the Cobb-Douglas weight on industry k in country i. To compute
the optimal policy, we need to assign values to the following vector of parameters/endowments,
O = {u, op, €ix,s Li}i,k' The information relating to other parameters is implicit in the value assigned

to the matrix of bilateral expenditure shares and national income levels, X = {/\ij,k/ Yi}_ - We nor-
l/]l
malize ¥; = 100 for all countries and randomly draw the remaining parameters/variables from a

uniform distribution using the RAND function in MATLAB. We repeat this 50-time for each case,
resulting in 150 simulations of the global economy under randomly-selected parameters. For each
choice of parameters, we numerically solve for the optimal policy equilibrium using (a) our theoret-
ical formulas relying on the optimization-free approach described under Proposition 1 in Section 7
and (b) using numerical optimization relying on the MPEC approach described in Ossa (2014). The
latter is the standard approach when theoretical formulas are unavailable, so we benchmark our for-
mulas’ numerical accuracy and speed against it. Our implementation of MPEC, as in Ossa (2014), uses
MATLAB’s standard optimization routine, FMINCON.

26To elaborate, the price of the homogeneous good ko must be equalized across origins. Let a, k, denote the constant unit
labor requirement for producing good kg in origin n. Price equalization entails that wy, /w,, = a,y x,/a, k,, which is constant.
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Accuracy of Theoretical Formulas

Figure H.1 compares the welfare gains implied by our optimal policy formulas to those obtained
from numerical optimization (MPEC). Each dot corresponds to one of our 150 simulations. A dot lying
on the 45-degree line in Figure H.1 indicates that our theoretical formulas identify the same optimal
policy schedule numerical optimization. Dots lying above the 45-degree line correspond to simula-
tions where our theoretical formulas (Theorem 1) outperform numerical optimization (MPEC)—that
is, they identify an optimal policy schedule that strictly dominates in terms of implied welfare gains,
which is the policy objective. The reverse is true for dots below the 45-degree line. Keep in mind that
the simulations in Figure H.1 use our approximation of the export supply elasticity and treat the rest
of the world as passive—each of which can possibly compromise the performance of our theoretical
formulas relative to numerical optimization.

Figure H.1: Gains from optimal policy: theoretical formula vs. numerical optimization
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Note: This figure reports results from 150 simulations in which parameters are randomly sampled for three cases of our
model—namely, N = 2, 5, 10, with K = 10. The y-axis reports the pre-cent welfare gains predicted by our optimal policy
formulas (Theorem 1) in a simulated model. The x-axis reports reports the welfare gains obtained from numerical optimiza-
tion conducted using MATLAB’s FMINCON routine.

Figure H.1 reveals that the prediction of our theory is virtually identical to numerical optimization
in most cases. On several occasions, our theoretical formulas outperform numerical optimization by
anon-trivial margin. These are more frequent when we simulate a global economy consisting of more
countries. We summarize this point more clearly in Figure H.2. We divide simulation outcomes into
three categories:

i. [Orange] Simulations where our theoretical formulas and numerical optimization (MPEC) pre-
‘AW]-theory—AWIMPEC‘

< 0.0025.
min{ AW, AWMPEC =

dicted comparable gains from optimal policy, i.e.,
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Figure H.2: Performance of theoretical formulas vs. numerical optimization (MPEC)
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Note: This figure summarizes results from 150 simulations with randomly-sampled parameters. The yellow bars represent
the frequency of simulations where our optimal policy formulas and MPEC (numerical optimization) predict welfare gains
that are within 0.25% of one another in terms of magnitude. The blue bars represent the frequency of simulations where
our optimal policy formulas predict welfare gains that at least 0.25% greater than those implied by numerical optimization
(MPEC). The grey bars represents the frequency of simulations where our optimal policy formulas predict welfare gains that
at least 0.25% greater than those implied by numerical optimization (MPEC).

ii. [Blue] Simulations where our theoretical formulas outperform numerical optimization (MPEC)
by at least 0.25%, i.e., AW, > 1.0025 x AWMPEC,

iii. [Grey] Simulations where numerical optimization (MPEC) outperforms our theoretical formulas
by at least 0.25%, i.e., AWMPEC > 10025 x AW™*Y,

A clear takeaway is that —for all practical purposes— our theoretical formulas either deliver compara-
ble accuracy or outperform numerical optimizations. Numerical optimization exhibits great accuracy
when dealing with only two countries. With 20 countries, however, our theoretical formulas outper-
form numerical optimization by at least 0.25% in more than thirty percent of the simulations. This
improvement is noteworthy in practice, as we are often interested in cases where country i imple-
ments trade policy in relation to tens if not hundreds of trading partners. In these cases, numerical
optimization must identify an optimal vector of policies consisting of hundreds and thousands of
free-moving policy instruments—which can compromise accuracy depending on the properties of
the underlying objective function.

Why does numerical optimization become less accurate with many countries?—Figure H.1 reveals that,
when dealing with many countries, our theoretical formulas occasionally outperform numerical op-
timization by a non-trivial margin. The reason is that with many countries and free-moving tax in-
struments, numerical optimization may detect a near-prohibitive good-specific tax rate that is non-
optimal but artificially satisfies the first-order conditions to a good approximation. Even though nu-
merical optimization identifies the appropriate policy vis-a-vis most goods in these cases, it fails with
respect to one or more goods for which it converges to a high and non-optimal tax rate. One can per-
haps navigate this pitfall by setting bounds on feasible tax choices, but it is unclear what these bounds
should be without theory. Relatedly, Figure H.2 suggests that our approximated optimal policy formu-
las occasionally underperform numerical optimization when dealing with two countries. This is a
mere reflection of our export-supply-elasticity-approximation error, which can be non-trivial when
country i is excessively large relative to the rest of the world. To elaborate, our simulation assigns the
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Figure H.3: Improvement in computation speed from using theoretical formulas
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Note: The figure compares the per-cent increase in computation speed when using our optimal policy formulas over numer-
ical optimization. Each bar represents the average increase over 50 simulations with randomly-sampled parameters.

same size to all countries. Correspondingly, country i is similar in size to the entire rest of the world
in the simulation with two countries—thereby, the possibly large approximation error.”’

The RoW being Internally Cooperative or Passive is Immaterial—When performing numerical opti-
mization, we purposely treat the rest of the world as passive—i.e., we do not restrict relative wages to
remain constant in the rest of the world. Yet our optimal policy formulas (which treat the rest of the
world as internally cooperative) deliver predictions that are virtually identical to those obtained from
numerical optimization (which treats the rest of the world as passive)—even though the tax-imposing
country is large relative to the rest of the world in our simulations. These outcomes all but corrob-
orate our previous assertion that the rest of the world being passive vs. cooperative is a theoretical
formality and virtually immaterial from a quantitative standpoint.

Computational Speed of Theoretical Formulas

Figure H.3 reveals that our theoretical formulas deliver orders of magnitude improvements in

computation speed relative to numerical optimization (MPEC). Let th°™Y denote the time it takes to
compute the optimal policy equilibrium with the aid of our theoretical formulas. Correspondingly,

let tMPEC denote the computational time required to run numerical optimization. The y-axis in Figure

H.3 corresponds to 100 x (tMPEC/ tthoery), which is the per-cent improvement in computation speed
when using our theoretical formulas over numerical optimization. Our theory delivers a more than
20-fold improvement in speed with two countries, and a more than 60-fold improvement with 20
countries. The gains will be, accordingly, greater in real-world scenarios involving many countries
(like those examined in Section 7). The improvement in computation speed is especially crucial when
determining the Nash equilibrium of a non-cooperative policy game, wherein each country’s optimal
policy must be solved iteratively as a function of others” policies. We perform such an analysis in
Section 7, where it takes us a few minutes to identify the Nash equilibrium versus many hours if we
had relied on numerical optimization.

I Proof of Theorem 2

The proof of Theorem 2 has the same basic foundation as Theorem 1. We reformulate the optimal
policy problem, expressing equilibrium variables (e.g., Qjix, Y;, etc.) as a function of (1) the vector of

27To be clear, in the two-country case, the rest of the world being passive (rather than internally cooperative) is irrelevant
and our approximation of the export supply elasticity is the only source of numerical error.
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consumer prices associated with economy i, excluding P, i.e., P; = {Pj;, P;; };*® and (2) the vector of
national-level wage rates all over the world, w = {wj, ..., wy}. To implement this reformulation of
equilibrium variables, we need to solve the following system treating IP;, and w as given:

[optimal pricing] Py x = Pji kW,
[optimal consumption] Qjnk = Djni(Yn, P1y, ...Pny)
Wy Ly +115
_ _ _ e N
[RoW imposes zero taxes| Py = Ping  (Ppi € Pi);  Yu = (14H,)waly (n#1i)
[Balanced Budget in i] Y; = (1+ ;) wili + (Pj — Pyj) - Qi+ (P;; — Pj) -Qji
. L _ LneC [Pjn ‘ ani

[avg. profit margin in j] 1+7;=

Luce [Pin- (Qu@ (1+pm))]

where “-” denotes the inner product operator for vectors of equal size. “©” denotes element-wise di-
vision of equal-sized vectors, with g = {4 };. Since thereis a unique equilibrium, the above system is
exactly identified in that it uniquely determines P;,, x(IP;; w), Qj x(IP;; W), Y, (IP;; W), and 71, (IP;; w) as
a function of IP; and w . Appealing to the above reformulation of the equilibrium, we can reformulate
the original optimal policy problem (P2) as follows.

Lemma 7. Country i's vector of second-best trade taxes, {£:*,x;* }, can be determined by solving the following
problem:

max W;(P;w) = Vi(Y;(P;w),P;) st (P;w) €Fp  (P2),
where the feasibility constraint is satisfied if, given P; , the wage vector w satisfies balanced trade in each
country:

(Biw) € Bp = Yiin Lkek | Pingk(Pi; w) Qjy i (IPi; w) — Pnj,k(]Pi}w)an,k(Pi}w)] =0 ifn#i
ir P

Yin Thea | Piige(Pi; ) Qi (IPy; w) — pij,anj,k(]Pi;w)] =0 ifn=i
The system of F.O.C.’s underlying Problem (P2) can be expressed as follows:
d . S
vai( w) + VW - ( W) =0, VP € P; = {PjiIPij} .
dpP (Pj;w)€Fp

In what follows we characterize and simplify the system of FO.C., building heavily on the results
presented in Appendix E.

Deriving the First-Order Condition w.r.t. P;;

Consider the consumer price index Pji,k € IP; associated with a good imported by i from origin
j—industry k. The F.O.C. w.r.t. this price instrument can be stated as follows:

dWi(if)i;W) . E)Vi(Yi, 131) + aVi(Yi, Pz) aYZ(if)l,W) + (aWZGPl,W)) ) dw
d ln pji,k ]f’sz‘,k 8 il‘l pji,k aYi a il‘l pji,k W,]Pﬂ‘i,k 8w If)i d ln pji,k P

(L1)
where P_ jik = P; — {pji,k} denotes the vector of price instruments excluding pji,k- The above equa-

tion is similar to what we characterized in Appendix E under restricted entry, with two distinctions:
First, country i’s government does not control the price of domestically produced and domestically

consumed varieties, i.e., P;; ¢ IP;. Second, country i’s income does not include domestic tax revenues:

Yi = (1+7)wili + (P — Py) - Qi + (Pji — Pji) - Qji.

2Recall that vectors P = { ~ji,k} and P;j = {pij,k} ik encompass only the export/import prices linked to economy
j#is

j#ik
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(

Taking note of these two differences, we can build on the derivation in Appendix E to simplify Equa-
tion [.1. By Roy’s identity, the first term on the right-hand side of Equation I.1 can be stated as

ovi(Y;, B;) 0 aV;
ah’lpji’k B ]lk jik BY
Without repeating the derivations, the second term on the right-hand side of Equation 1.1 reduces to
Y] (]131'} w) ) (ji k)
B.. — i, kQ]z k + Z Z ni,g 1 + wni,g)Pni,g) Qni,gE i
( dln sz,k w/]r)—ji,k S nti [ ni,g ]
14+ u; jik - aY;(P;; w
£[(-122) etz o (%)
8 Hg N ik s

where Al (IP;; w) is a uniform term (without industry subscripts) and is given by

1+

Puw 2 2 Pyi a 1 + wni,g)Pni,g) Qni,gﬂni,g] + Z [(1 - 1+ ;jl ) Pii,gQii,gWii,g} . (1-2)
8 n#i 8 8

To be clear, the above expressions can be derived by repeating the steps in Appendix E, while drop-

ping domestic tax revenues from the expression for income Y;. Likewise, the third term on the right-

hand side of Equation I.1 can be stated as

P; ]1”3_[].’]( 8§ n#i 8§ n#i

where T; is given by ].1. Combining the above equations the F.O.C. specified by Equation 1.1 can be
simplified as

2 Z [( nig (1+7)(1 +wn1g)> PﬂirSQ”i'gs%é)

n#i 8§ mg

+V ]zk NS aY'(If)','W)
+2 K y) PiigQitgerl s } + AN(D;,w) (E)lnP]k _o, (13)

wIP_jik

where A/(IP;; w) is specified analogously to A}(IP;, w), but features an adjustment for general equilib-
rium wage effects:

_ 1+7,
]Per Z Z Py; 8 1 + Ti) (1 + wni,g)Pni,g) Qni,gﬂm‘,g] + ; {(1 - HZ’) Pii,gQii,grlii,g} : (14)

8 n#i

Deriving the First-Order Condition w.r.t. P;;

Now, consider the consumer price index Pjj; € IP; associated with a good exported by i from
destination j—industry k. The FO.C. w.r.t. this price instrument can be stated as follows:

oW;(.) dw ) _ aY;(IP;; w)
a"N >~ . (dlnpi].,k> = —ZZ { 1 +(A)mq)Tz qumg n]llg } _ZZ [(1 +wni,g)TiPni,ani,g77ni,g] (al]n];ﬂ,

k )w,]f’

=]

dW; (Ps; w) _ Vi(Yi Bi) | oVi(Y,Py) 9Y;(IPi; w) +<W> AW —0
dh’lPl']',k ]f’—ij,k E)lnPi]-,k BYI ah’lpi]'/k . 8w Pi dh’lPi]‘,k ]f)—ij,k

w/]P—ij,k

(I.5)

where P_j;; = P; — {pij,k} denotes the vector of price instruments excluding P;jx. As with the

previous subsection, The above equation is similar to what we characterized in Appendix E, with two

distinctions: First, country i’s government does not control the price of domestically produced and

domestically consumed varieties, i.e., P;; ¢ IP;. Second, country i’s income does not include domestic

tax revenues. Noting these two distinctions, we can borrow from the derivation in Appendix E to
simplify Equation L.5.

Namely, since P;;x ¢ P; is not part of the domestic consumer price index in 7, 9V;(Y;, P;) /0 In P =
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9Y;(IP;; w)
dln pij,k

0. So, the first term on the right-hand side of Equation 1.5 collapses to zero. Without repeating the
derivations from Appendix E, the second term on the right-hand side of Equation 1.5 reduces to

W,]f),,'j,k g n?/:l

where Al(IP;; w) is a uniform term without industry subscripts, as defined by Equation 1.2. To elab-
orate, the above expression can be derived by repeating the steps in Appendix E, while dropping
domestic tax revenues from the expression for income Y;. Likewise, the third term on the right-hand
side of Equation 1.5 can be stated as

OW; (P;; w) dw (ijk)
< ow » \dln pij,k P ]le]k i Z [Tl z]ng] 8ijg ]
“ijk

P;

oY;(IP; w)
— Z Z [Tzwmg n]an] gsn]g } Z Z +CUnzg T nngm gMni g] (alln];z],k>

8§ n#i 8§ n#i

where 7; is given by ].1. Combining the above equations the F.O.C. specified by Equation 1.5 can be
simplified as

- 1+u; Pl]g (ij,k)
p.. . i Ji
" ( TR0+ By ) s e
I AY;(P;; w)
Y Y | WhigPjgQnjgens | + Ai(P;, W) ( =0, (L6)
gem#l[ nigFug "ngg} i by, |

w, P _ijk
where Z; (IP;; w) is given by Equation 1.4.
Solving the System of First-Order Conditions

First, note that we can solve the system specified by Equation 1.3 independent of 1.6. To solve the
system of Equations 1.3, we can rely on the intermediate observation that if

147,
(1- 1) orsoQu el + T [(Bu— 1+ 1)+ 00 0P 0 Q-] =0, a7)
1+u n#i

then, to a first-order approximation around p; ~ i, Z;(y) ~ 0. So, the optimal choice of 13;* (and

the implied tariff vector) can be determined by solving Equation 1.7 instead of 1.3.>” Before moving
forward, though, let us clarify the vector notation used to express Equation I.7. The vector operators
“.” and “©®” are respectively the inner product and element-wise product operators. The K x 1 vector

147, 1475 . . _ -
1 +P;lf = [1 +;;d s composed of industry-level The K x 1 vectors P,; = {P,;r}, and Q,; = {Quix},
encompass the consumer price and quantity associated with all of country i’s import goods for origin

(]z,k
ni,g

imported from n w.r.t. the price of ji, k.
We simplify Equation 1.7 in three steps: First, by noting that P;; = P;; and appealing to Cournot’s

n # i. Analogously, &/ ( 0 = {s )} encompasses the elasticity of demand for each the goods
4

aggregation, } ¢ [Pﬂ ©Qy- € (s k)} = _pji,iji,kr we can rewrite Equation 1.7 as

1+
1+pu

k - k 5
© Pzz ©Q- & U ) (1 + Ti) E [(1 + in) OP ©Qy; - 8(]1 ‘ + Pji,iji,k = 0. (1.8)
n#i

Second, we invoke the Slutsky Equation,”” to rewrite the first two term in the above equation. Specifi-

2Note that Equation 1.7 is essentially 1.3 with A!(.) set to zero.
3ORecalling that ej;, = pji,iji,k /Y; denotes the share of expenditure on ji, k, the Slutsky equation can be formally stated
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)
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cally, taking note that

. = k p
Miig = ik = 1 Slutsky Equation Pni,ani,geng) ]sz]zk ik g).

We can reduces the F.O.C. described under Equation 1.8 to

T+ Hg ig)
1+Z[1+ ]zk 1+T1 ZZ
8§ n#i
Lastly, we use the Marshallian demand function’s homogeneity of degree zero property, whereby 7;; x +

jik

Py
(1+ Wiy ng e(’”g)] = 0. (L.9)

Xg ]] ") =1 4 Yig ]] 2 . Invoking this property we rewrite Equation 1.9 as follows

1—|—]1 i, Pnl ni,
Z[(l—ﬁ) ﬂkg)] +Y ¥ [(1— 1+TZ)(1+wm,g)P g) s](.i,kg)] = 0.

8 8 n#i ni,g

The above equation, which should hold for all ji,k # ii, k specifies a system of FOCS that can be
expressed in matrix no notation as

(ii,1) (ii,1) m (1i,1) (1i,1) (1i,1) (i) _ = -y Pria
811’,1 O ENGK 1 7 €11 & ik Gk 7 ENiK 1= (1+7)(1+ wuig) Py
: : : 4 : . . : :
(11 K) (zz K) _ Kk (Nz K) (Ni,K) (Ni,K) (Nz K) PN, K
€1 T ENiK 1-% €11 &k Givix T ENiK -(1+7) (1 + Wy g)
.
(1.10)

Following the proof of Lemma 6 from Appendix E, we can easily show the matrix E( ) 1s invertible. We

can, thus, invert the system specified by Equation 1.10 to produce the following formula for optimal
import price wedges:

Pjik 1 i 1+
(1+7) (1 + wjig) p];* ] —1+ELEW {1 - HZ"] g (L11)
jik i

ni

where, to be clear, E_j;; = [E(]‘.i)} - and E(f) = [E(i.i)] _are respectively (N — 1)K x (N — 1)K and
ni ],1”[751 11 1’1751 5

(N — 1)K x K matrixes of demand elasticities. Note that the optimal choice w.r.t. Pj;, ensures that

Z; (.) = 0. Hence, the system of FEO.C. specified by Equation 1.6, transforms to the exact same system

we solved in Appendix E. Without repeating the details of our prior derivation, the optimal export

price wedges are given by

P**

Pijk - g(—if
[ 1+ 1] = E; "B " (1(N_1)K+Q,ii), (L12)
ijk ik

where 1(y_1)g isa N(K — 1) x 1 column vector of ones; Q_;; = [Qm-g] ntig

(1) and E;; have the same description as in Appendix E. The

“x*” notation is used to highlight the fact that we are solving for second-best price wedges. Next, we
can recover the optimal (second-best) import tax and export subsidy rates from the optimal (second-
best) price wedges implies by Equations I.11 and [.12. Specifically, noting the following relationships,

D

isa N(K—1) x 1 vector of

(mverse) export supply elasticities; and E

ik Pz] k
1+t =25, 1+ =
jik — p. 7 z], o
P]z,k Pz] k
*® (jik) (iig)
. i i,
[Slutsky equation] eﬁ,gsif/g + €ji kCiigMii,g = €ji k€ jz‘,kg + €ii gji kMji k-
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country i’s unilaterally second-best trade tax schedule can be expressed as follows:

[import tariff] 1+ tfj* =(1+7) 1+ jS) @ (1 + E:}i E(_”,Z [1 - 11?] k)

—ij 1
[export subsidy]  1+x;;" = —(1+7T) (EglEfj 1])(1 + Q,ii)) ©) [1i;{lﬂ -
To conclude the proof we can invoke the multiplicity of the optimal trade tax schedules (Lemma
1). As in Theorem 1, this feature indicates that the value assigned to 7; is redundant. In particular,
following Lemma 1, we can multiply (1 + 7;) in the above equation with any non-negative tax shifter
1+ f; € R4, and maintain optimality. That being the case, the exact value assigned to 7; is redundant
and the following describes all possible optimal tax schedules:aa

[import tariff] 1+ t:-‘]-* =(1+5) 1+ jS) © <1 + E:zli E@ [1 - m{} k>
1

. wk . —1g (=) .. 1+ Pk
[export subsidy] 1+ Xij = (1+8) (Eij Eij (1+ Q_”)> © {1 + 1 ] -

J Proof of Theorem 3

Theorem 3 concerns the second-best case where the government in i can choose only Pj;, which
is the vector of import prices (i.e., P; = {f’ji}). To prove this theorem we capitalize on two results
from Appendix [: First, the FO.C. derived w.rt. Py € P;; does not change with the unavailability
of P;; from the government’s policy set IP;. Hence, the FO.C. w.r.t. sz’,k is described by Equation 1.3
even if P;j, ¢ IP;. Second, recall from Appendix that we were able to solve the system specified by 1.3
independent of the EO.C. w.r.t. P;;. Invoking these two observations, the formula for optimal tariff in
the case studied by Theorem 3 is given by [.11:

_ _ . 1 u
Kok 1 k
Unlike Theorem 2, through, 7; is no longer redundant. Since export taxes (or equivalently P;;) are

excluded from the government’s policy set, we can no longer invoke the multiplicity implied by
Lemma 1. Instead, we have to formally characterize, T;, starting from its definition:

(), ()
L (0T;(IP;, w)/91In wi)]f’,-,w,,-. -1

Also, recall that W;(P;w) = Vi(Y;(P;w),P;;, P;;), where P;; ~ P_;; = {pji,k}.#k while income
7L

equals wage payments, plus profits, plus import tax revenues: Y; = (1 +#;)w;L; + (P;; — Pj;) - Q.
Borrowing from the results in Appendixes E and I, the numerator in Equation J.1 can be unpacked as
follows:

IW;(.) AN 9, av;\ ' vi(Y;, P;) dInPy
ot — + [ = fad .
olnw; /p o \9Y; olnw; ) p o, Y; oInP; dInw;

B o N aQ_
= Jw;L; + ( Hi ) wili + (P_j —P_j) - ( . ) ) —P;i-Qy
P;w_; Piw_;

Jdln w; Jdiln w;
— .0, _H L 99Qii N &
= nz#l [Pin - Qin] + (1 p ) OP; < alnwi)ﬂai,w,. + (P —P_y) < nw; ) g 7.2)
To be clear about the notation, % = [%ﬂ L while ® and - respectively denote inner and element-wise

products of equal-sized vectors, i.e, a-b = ) ,a,b, and a®©b = [anby],. Next, we move on to

n

characterizing the denominator of Equation J.1. Noting that T(P;,w) = Yt [Pﬁ Q)i — Pjj - QZ-]} , we
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can borrow from the results in Appendixes E and I to unpack the aforementioned term as follows:

oTi() Y 0. —P:- O _p . (99 IP;; - Qjj
(aln i pw ~\9In wi ]% [Pﬂ | Q]l . PZ] .Ql]] P;,w_; —h dlnw; Piw_; _#Zi 9 Inw; Piw_; . 0

Plugging Equations .2 and ].3 back into the expression for 7; yields the following;:

i 0Qj; P 9Q_ji
) Ynti [Pin - Qi) + (1 - %) OP; - (alr?w,-)]pi’wii T (Pii N P_ii) . (agw,—)]pi w_

T
0Q_j; aP;;-Q;;
P_"( 11)~ v ( j J>~
1\ dlnw; Pw_; Z]?él dInw; P,w

We can further simplify the above expression by invoking the FO.C. described by Equation I.8. This
equation indicates that the following relationship ought to hold at the optimum P; = P}**:

u. 20 3 90 ..
DY <1 - Hl) O P - (1 Q ) + (P~ (1+%)Py) - ( 1Q~” > =0.
:u a nP]l,k IP;F**,w_i a nP]Z,k ]f);f**[w_i

(J.4)

j#i ok
Now, we will rearrange and simplify the above relationship in such a way that will help us simply
Equation | .4. To this, we invoke the property that the Marshallain demand function is homogeneous
a]_nYl' ~ BlnP,-i,k
olnw; ~ 9lnw;

of degree zero. Combining this property with the fact that
above as follows:

W (99 5 o [ 99Q-ii _
<1 J7; ) © P <8ln wi)Pi,W_i i (P” (- Tl)Pill) <alnwi P,w_; -0

Using the above equation, we can cancel out the mirroring expressions in the numerator and denom-
inator of Equation ].4. Doing so reduces and simplifies the expression for 7; to the following;:

= 1, we can simplify the

Y (P Qi) —1 (J.5)
i = <apij-Qi,-) Yzt [Xij - (Ik + By) 1]
j i 9 Inw; P,w_
The K x 1 vector Xij = [Xij,k} . is compose of export shares, which are defined as Xijk = %

To provide some intuition, the denominator of the above equation corresponds to the elasticity of
international demand for origin i’s labor. As such, T; can be interpreted as country i’s optimal markup
on its wage rate in international (non-i) markets.

K Optimal Policy under IO Linkages (Theorem 4)

We first present a formal description of equilibrium under input-output (IO) linkages. We use the
C superscript to denote final consumption goods and the Z superscript to denote intermediate inputs.

To given an example: Q]-Ci « denotes the quantity of a “final” goods associated with origin j—destination

i—industry k, while Qﬁ i denotes the quantity of an “intermediate” goods associated with origin j-
destination i-industry k. Without loss of generality, we assume that good ji, k exhibits the same price
irrespective of whether it is used as a final good or an intermediate input good: pji,k ~ ﬁﬁ P = 15];{ e

On the production side, we impose no restrictions on how intermediate inputs are aggregated in
the production process. We, however, assume that the share of labor in production is constant and
equal to 1 — &; ; for each origin i~industry k. To track the demand for inputs, we use ); ; to denote the
gross revenue associated with origin i-industry k. Correspondingly, &; Y, denotes origin i—industry
k’s total expenditure on intermediate inputs.

Marshallian Demand under IO Linkages

We suppose that overall demand for good ji, k, which is the sum of final good demand based
on utility maximization and input demand based on cost minimization, is given by the following

demand function . ; 3
Qjik = Qjix + Qjije = Djik(Ei, Pi),
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where E; = Y; + Yo i ¢Yiq denotes market i’s total expenditure on final and intermediate input
(ni,g)

goods. To make the notation consistent with our previous derivations, we use & ik and 77jx to de-
note the price and income elasticities associated with the IO-augmented Marshallian demand function
D;ix(Ei, P;).

General Equilibrium under IO Linkages

As in the baseline model, we express all equilibrium outcomes (except for wages) as a function of
global taxes (x, t, and s), treating wages w = {w;}; as given. This formulation derives from solving a
system that imposes all equilibrium conditions aside from the labor market clearing conditions. We
formally outline this formulation below.

Notation. For a given vector of taxes and wages T = (t,x,s;w), equilibrium outcomes Y;(T), V; x(T),
P;ix(T), P;i x(T), Qi x(T) are determined such that (i) producer prices are characterized by 13; (i) con-
sumer prices are given by 7; (iii) Consumption and input demand choices are given by D; «(E;, P;),
where E; = Y; + Yo RigVigs (iv) net income (which dictates total final good expenditure by country

i) equals wage payments plus tax revenues: Y; = w;L; + R;,”' where R; are described by 8 and (v)
gross industry-level revenues are given by V; . = Y-, Py xQin -

As in the baseline model, w is itself an equilibrium outcome. So, a vector T = (t,x, s; w) is feasible
insofar as w is the equilibrium wage, consistent with t, x, and s. So, to fix ideas we define the set of
teasible policy—wage vectors as follows.

Definition (D2-I0). The set of feasible policy-wage vectors, [F, consists of any vector T = (t,x,s;w)
where w satisfies the labor market clearing condition in every country, given t, x, and s:

F = {T:(t,x,s;w) | wiLi =YY Qziji(T ZZ k(T ]zk (T); ViEC}.
ik

Before moving on to the proof, two important details are in order: First, we can easily verify that
the labor market clearing condition specified by Definition D2-10 is equivalent to the balanced trade
condition. Second, under IO linkages, the choice w.r.t. taxes (or equivalently P; = {P;;, Pj;, P;;}) may

affect the entire vector of producer prices, {Pnj,k}r through its effect on input prices. To track these

IO-related effects, let zx{:’f denotes the (possibly variable) cost share of intermediate inputs from origin
jx industry g used in the output of origin ix industry k. By Shepherd’s Lemma, the direct effect of
raising input price P on the producer price Djj . can be expressed as follows:

JL8
) 91In Pyj i (Pj; w) ig .
[Shepherd’s Lemma]| T =y V(,j,1€C); V(g keK).
JL.8 P_jiow

We use the Shepherd’s Lemma in combination with our dual approach (from Appendix E) to charac-
terize the optimal policy schedule for each country i. Recall that the optimal policy problem in our
dual approach is reformulated as

max W;(IP;w) = V;(Y;(P;w),B;) st (P;w) € Fp,
where P; = {P;, Pj;, l~’l~]~} denotes the vector of consumer prices directly linked to economy i. The

feasible set IFp is defined analogously to IF. Below, we derive and solve the system of F.O.C. associated
with the above problem, building on the results introduced earlier under Appendix E.

Tax Neutrality under IO Linkages

Our baseline characterization of optimal policy relied on the tax neutrality result presented under
Lemma 1. An analogous (but slightly different) neutrality result holds under IO linkages. To present
this result, we use operator?(.), which configures a uniform tax-shifter depending on whether the

31Note that net profits are equal top zero (i.e., TI; = 0) as we are focusing on the case of free entry.
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taxed item is used for final consumption or intermediate input use. In particular, for an arbitrary
tax-shifter, 4 € Ry, ¢ (d) = a if the taxed item is a final good and ¢ (4) = 1 otherwise.

Lemma 8. [Tax Neutrality under 10 Linkages] Foranyaandid € Ry (i)if T = (1+t;,t_;,1+x;,x_;, 1+
si,s_;; W, W_;) EF, thenT = (a(1+#)/€(a),t_;,a(1+x;)/€(a),x_;,(1+s;,)€(d),s_j;aw;,w_;) €
IF. Moreover, (11) welfare is preserved under T and T': W, (T) = W, (T') foralln € C.

The above lemma is akin to Lemma 1, but differs in one basic detail. The neutrality of uniform
trade tax adjustments (i.e., the Lerner Symmetry) holds in the IO model without qualification. The
neutrality of uniform domestic tax adjustments holds the consumption side but not on the production
side. More specifically, a uniform increase in consumption taxes is welfare-neutral in the IO model.
Accordingly, the tax adjustments that apply via € () are constructed to mimic a uniform consumption
tax hike. With the above background, we are now ready to derive and solve the system of F.O.C.s that
determine optimal policy under IO linkages.

Step #1: Deriving the EO.C. w.r.t. Pj; and P;; € IP;

First, we derive the FO.C. w.r.t. to import variety ji, k, supplied by origin j—industry k. Given that
W; = Vi(Y:(IP;;w), Pl,,P]z) the FO.C. w.r.t. pji,k ~ Pj{,k ~ Pﬁk, holding P—ji,k =P, - {Pji,k} constant,
can be stated as

oW _ Vi, B)) | avi(Y, P) (Yi(P;w) +<awi<n%w>> [ dw 0
alnPji,k P N 811115]-1-,,( BYZ alnPji,k i ow ]f)i dlnpjl-,k ]fJijik_ .

—jik w,IP_ji
(K.1)
The right-hand side of the above equation can be characterized similar to Appendix E, with two
distinctions: First, total demand for good ji, k is the sum of consumption plus input demand: Qj;x =

Q]-CZ- T Qﬁ - S0, we have to distinguish between welfare effects that channel through consumption
and those that channel through input demand. Second, we need to account for the effect of a change

in input price Pji,k ~ Pj% « on the producer prices associated with economy i. To this end, we can
invoke Shepherd’s Lemma, which implies that

dln P; ]P-;w
(a;]nkz(ﬂl)> =af  V,jieC gkeK
P w

L iy
JL8 jigr

Considering the above caveats, we can proceed as in Appendix E. By Roy’s identity, the first term on
the right-hand side of the FO.C. (Equation K.1) can be stated as

Wi P _ 5 o <av>
alnlsji,k ]lk ]lk ’

Next, consider the second term on the right-hand side of Equation K.1, which accounts for income
effects. Recall that total income in country i equals the sum of wage payments plus import, production
and export tax revenues:

Yi(]f)i; w;L; + Z - Qm] ( i — sz + Z - an] .
n#i n#i
The effect of Pj; . on import tax revenues can be derived and express exactly as in Appendix E:

O nti [(Pni = Pui) - Qui dIn Quig
( o1n pji,k s ]z kQ]z Kkt Z Z ( ni,g — 1 + wnl,g]Pm,g) Qm,g oln pji,k

8 n#i

wIP_ji g
3 3 (K.2)
The logic is that holding the vector of wages w and country i’s export prices P;; € IP; fixed, a change

in pji,k has not effect on the producer price of imports Pj; through the input-output network.
The effect of a change in pji,k on country i’s production and export tax revenues can be formulated
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( { i — Pii) - Qjjg + E [(Pin — Piy) - Qi })
n#i wiP_jix
g

all’lQl‘i,
= [( ii,g zzg)Q (ah‘lpji’f> i +Xg:2n: [ znngng

w,IP_ji

( 3P, ) (aanl,g> +(alang>
I 7
dln le .8 dlnP W,IP—ji/k dIn P]l k ]P—ji,k
(K.3)

The above expression differs from Equation K.4 (in Appendix E) in the last term on the second line.
This term accounts for the effect of raising input price 15]'1',,( ~ 13]{ . on the producer prices associated

with economy i. As explained above, we can appeal to Shephard’s lemma to simplify this extra term
as

JdIn b -
Z Z Pin,gQin,g (81 1;;5) = - E E (Qm,g m,glx ) = —Pji,kQﬁk.
Ji P

g€KneC P_jpw geKneC

Plugging the above expression back into Equation K.3 and redoing the derivations covered in Ap-
pendix E, yields the following expression for the effect of Pj;x on country i’s production and export

tax revenues:
_ He . B dln Qii,g
< e {1 1+ ugD FiigQiig <Bln Pix |

) { _
= Z[(Pin_Pin)'Qin]}> = - ]sz k+z
<a ln I)]l,k n Wr]f)fji,k jl W,]P,j,"k

(K.4)

where recall that (8 InQji¢/dIn pjz’,k) p  encompasses price and income effects a la Equation E.5
WA —jik

in Appendix E. Combining Equations K.2 and K.4, and noting that pji,iji,k — pji,kQﬁk = Fji,kai,k

yields the following expression that summarizes all the revenue-related welfare effects in the FO.C.:

(L w) 1P )0, U
(alnP]k i =~ Pt LY [ (Puig = [1+ @nig]Puig) Quigeny |
1 (ji k) = aE(lf),W)
+ 2 |:< i,g 1 + sy lzg> sz gsug } + Ai(lpi/ W) <811I11;]1,k ) : (KS)

w,IP_ji

The uniform term A;(.) accounts for circular income effects and is given by Equation E.13 in Appendix
E. Finally, the last term on the right-hand side of Equation K.1, which accounts for general equilibrium
wage effects, can be specified in the same exact way as in Appendix E:

OW;(IP;, w) ) dw _ 91In Qiig
< ow P; dIn pji,k b, =T Z Z ni anl S\ 9ln Pji,k i ’
—Ji

8 n#Z W,]P,]‘,"k

where 7; is given by Equation E.15 in Appendix E. Combining the above expressions, the F.O.C. spec-
ified by Equation K.1 reduced to

[FOC w.r.t. Pjiy] > [ <

n#i &

k
1+Tz)(1+wmg)> TlngVllggnjllg)]

~ OE;(P;w
—I—Ai(IP,',w) M =0,
alnPﬁ,k W,

Py; .8
1
ll,g Py ngz gsnﬂgk)
Pji .8 1+ g + Hg

where A;(.) is given by Equation E.18 in Appendix E. Note that the above equation has an identical
representation to the FO.C. in the baseline model. The intuition is that holding country i’s export

+Z )

P_jik
(K.6)
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prices Pij € IP; fixed, the choice w.r.t. Pﬁ/k has no first-order effect on country i’s terms-of-trade
channels through the input-output network. If good ji, k is used as an input in export good in, g, any
possible terms-of-trade gains from taxing pji,k will be internalized by the optimal choice w.r.t. Pl-n,g.
Furthermore, it is easy to check that Equation K.6 characterizes the FO.C. w.r.t. pii,k € IP; as long as
we replace ji, k with ii, k everywhere in that equation. Finally, as in Appendix E, we do not unpack
the uniform term 7; because the multiplicity of country i’s optimal tax schedule will render the exact
value assigned to T; redundant.

Step #2: Deriving the EO.C. w.r.t. Pjj; € IP;
Consider export variety ij, k, which is sold to destination j # i in industry k. Noting that W; =
Vi (Y;(P;; w), P”, P]l) the FO.C. w.r.t. pij,k/ holding 115_1-]-,,{ =P, - {pij,k} constant, can be stated as

oW, _ WGP | V(Y P (9Yi(Pyw) N <8Wi<ﬂ~’vw)) [ dw ~0.
dln Pij,k ]P—[j,k dIn Pi]',k Y; dln Pj]’,k wrﬂzj_]_]_’k ow P; dIn Pij,k ]P—ij,k

(K.7)
The first term as before accounts for direct price effects. This term is trivially equal to zero since
Pij,k ¢ P;. That is, since ij, k is not part of the domestic consumption bundle, raising its price has no
direct effect on consumer surplus in country i:

a‘/i(yi/ Pl) _
dIn pij,k

The second term in Equation K.7 accounts for welfare effects that channel through tax revenues.

Specifically, Holding wages w fixed, the change in country i’s income amounts to the change in

import, domestic, and export tax revenues. The effect on import tax revenues can be expressed as
follows:

Y, L [(Pi—P,)-Q,: i dnQ
( n#i [(a i i) ’“]> =22 | (Puig — Puig) Qui, <al mg)
In Pijk wloj & A " Fik ) wp. ijk

YY" h0 ( OPyig ) (aann,g) +<a1npmg
ni ni SN1. B
o AR\ 9In Qyj g 91In Py i Py alnpgk

(K.9)

Pyjx ¢ P = (K.8)

The above equation differs from Equation E.23 in Appendix E in only the last term on the second line.
This term accounts for that fact that raising the price of input good ij, k can affect the entire vector of
producer prices in the rest of the world through input-output networks. Given Shephard’s lemma we
can simplify this term by noting that

JP, -
Nk =3 Y | PuigQuig (apnl’g> / Pij e Qijk
w, P ijk

n#i gekK ij k

denotes the share of the export value associated with good ij, k that is reimported back into economy
i. Plugging the above expression back into K.9 and repeating the derivation performed in Appendix
E, yields the following:

aZn;éi [(Pnz - Pm’) 'Qni] =~ (ij,k)
- = — AP O
< dln Pij,k w]f)_,jk ij k l],lejk ;nz#l [wnz,g n],an],gsn]g }

JdInE;
+ Z Z nz 8 1 + wni,g]Pm‘,g) Qni,g’?ni,g] (a lnnP k>
i,

8 1’!751 ﬂjk

(K.10)
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Repeating the derivation in Appendix E, the effect of a change in Pi]-,k on country i’s production and
export tax revenues can be formulated as

J P, . — Mg (ijk)
(alnpij,k;[(Pln_Pm) ‘Qin]>WPilk - z]kQ1]k+Z[< ij,g — 1 1+“l/l ] 1]g> Ql]gsljg

~ 1 JdInE;
-+ |:<P, _ P../ > Q.., 17.., :| .
Eg, i,g 1 +,ug 1,9 i,g'i,g BlnPl]k zjk

C(K11)

To be clear, holding ~-i x € P; fixed, a change in Pi]-,k has no effect on the input price faced by firm

located in i. That is, (apm ¢/ oP! i k> o = 0. This point explains why the above expression is rather
—ij

identical to that derived in Appenchx E. Combining Equations K.10 and K.7, we can express the sum
of all tax-revenue-related terms as

9Y;(IPj; w) _ Mg (ijk)
(alnﬁ,.j,k wib _(1 ”k) ZJerleJFZ Pjg—[1 17+Mg]Pl]'g Qijgtijg

—ijk

, " OE;(IP;; w)
L ot ainm (100
n=+i ’

(K.12)

where A;(.) encompasses the terms accounting for circular income effects and is given by Equation
E.13. Taking note of the already-discussed distinctions between the present and baseline models
and repeating the derivations performed earlier in Appendix E, the last term in right-hand side of
Equation K.7) can be formulated as

aW() dw _ (ij,k)
( a‘ZN )' '<dlnpij,k>ﬂ-j = G = Ay ”le]k+Z[Tl IJgQ’]ggllg }

P; .
—ijk

aEi(]f)i,‘W)
_§”Z#l [lenzg l’l]gQ?’l]g‘c’n]g:| ;nz?él [ 1 +wn1g]Tz T’lng}’lZgﬂTllg:I ( alnpl]’k ) . (K13)

wlP_ijk

Finally, plugging Equations K.8, K.12, and K.13 back into the FO.C. (Equation K.7); and dividing by
(1+ 7;) yields the following optimality condition w.r.t. to price instrument Pi]-,k:

1 Pijg (ifk)
1— L (ij,
( (L+ 7)1+ pg) Py g Big Qi $Cijg

o 3 OE;(IP;; w)
“E T [onisf] + 80w 20

8§ n#i

[FOC w.r.t. Pij,k] (1 — Aij,k)Pij,inj,k+ Z
8

W,]P,i]"k
(K.14)

where A;(.) is defined as in Equation E.18. Also, we are not unpacking the term T, for the same
reasons discussed earlier.
Step #3: Solving the System of F.O.C.s and Establishing Uniqueness

To determine the optimal tax schedule we need to collect the system of first order conditions and
simultaneously solve them under one system. For the ease of reference, we will restate the FO.C. w.r.t.

to each element of IP; below. Following Equation K.6, the FO.C. w.r.t. Py (where { =ior { = j # i),
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can be expressed as

P, ik
(1) ZZ 1-— 1+T1)(1+wnzg)~lg eni,g‘e;(«z'i’g) +
n#i § Pm,g
1 P : S oInE;(IP;
E | (1 1 ot ) eneeli | 8w (SREEE) g
2 Hg Piig ik WP ik

where e,; , = Pni,ani,g /Y; denotes the expenditure share on good ni, g. Following Equation K.14, the
EO.C. w.r.t. export price pij,k is given by

1 Pijg \ €ijg ik
(14 pe)(1+T) Pyg ) eijic 78

_ g (k) P 9In E;(P;; w) _
ZZ [ ”]g +A (]P )E] < alnPij,k wib =0
P ik

(2) 1- 1]k+2

n#i §

First, note that the system of FO.C.s (1) Appealing to above lemma, it immediately follows that the
unique solution to the above equation is the trivial solution given by:

P P 1
jik _ itk
—— =14w;ir)1+7T) = . (K.15)

With the aid of the above result, we can proceed to solving System (2), knowing that Zi(]f’f, w) = 0.
To this end, let us economize on the notation by defining
1 P ¢
(T4 pug)(1+T) Py
Appealing to this choice of notation the F.O.C. specified by System (2) implies the following optimality
condition: i) i)
ij, i,

1—Ajjr+ Yo |(1- Xz‘j,g) l]’jl]g -2 Z n]j WE | <. (K.16)
8 ]/ n;él 1],k

Xijk =

To simplify the above expression we will use a well-know result from consumer theory, namely, the
Cournot aggregation, which implies:

[Cournot aggregation] 1+ Z

ZJ,g (lj,k) enJg (ij.k)
z] g Z Z Ciik n] g

g nti §
Combining the above expression with Equation K.16 and noting that by Slutsky’s equation Snig eS]] ’;f) =
l]}’l ;{g Gf 7, g =1 for all ni, g), yields the following:
gy igel] - LY (1 + @l =0 (k).
nei
We can formulate the above equation in matrix algebra as
—E;jXij — Efj‘”) (1(N71)K + Qi) —Ajj =0, (K.17)

where Xj; = [Xij,k} and A;; = [Aij,k}k are K x 1 vectors. The K X K matrix E;; ~ Egj) = {eS;Jkg)}

encompasses the own- and cross-price elasticities between the different varieties sold by origin i to

(nj.g)

market j. Analogously, El(j_ij ) = {ei].,k }k,n#ilgis a K x (N — 1)K matrix of cross-price elasticities

between varieties sold by i and by all other origin countries in market j. Q; = [wWp] ng isa (N —

1)K x 1 vector of inverse export supply elasticities associated with domestic market i. To invert the
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system specified by Equation K.17 we can use our result (from Appendix E) that E;; is non-singular,
which yields the following formulation for X;-k]- = [ X;'kj,k] 5
X;, = —Eif [Eﬁjf”) <1(N—1)K n Qi> n Ai]} , (K.18)
Now, we can recover the optimal tax/subsidy rates from the optimal price wedges implies by Equa-
tions K.15 and K.18. Specifically, noting that
P P, Pi )/ Pij
145, = %, 14 5%, = 14+ x, =242 7,
jik * T B/ P

Pji Pii)’
country i’s unilaterally optimal tax schedule can be expressed as follows:

]

[domestic subsidy] 1+ 5], =1+ g

[import tariff] 145, = (14 wjix) (14 T)

[export subsidy] 1+ x;; = —El.;l [El(j—l]) (1+0;) + Al-]} (1+71).
The last step, is to invoke the multiplicity of optimal tax schedules provided by Lemma 9. Given the
multiplicity of optimal import tax and export subsidies, the uniform trade tax-shifter, 7;, is redun-

dant. Following Lemma 1, any tax schedule that satisfies 1 + f;‘i,k = (1 + t;‘,k> %I% and 1+ f;k =

IEE%
redundant. This explains why we did not unpack the term 7; in Step #3. There is also another di-
mension of multiplicity whereby any uniform shift in final good production subsidies (paired with a
proportional adjustments final good import tariffs and export subsidies) preserves the equilibrium.
Accounting for both dimensions of multiplicity, the optimal policy schedule is given by:

(1 + x;"]-,k> 1+h and where 1 + f; € Ry, is also optimal. As such the exact value assigned to T is

[domestic subsidy] T+si=(14m) (1457)7"
[import tax] T+t =1+ wjf) 1+5) (1+ 57)
[export subsidy] 1+xj;= —Egl [E§j_ij) (1+t) +A;(1+5)(1+ 5?)} ’
&

where 57 is an arbitrary tax shifter that assumes a positive value if the taxed item is a final good and

zero otherwise. Also, recall that the elements of A;; = {Aij,k} ’ correspond to the fraction of good ij, k

that is reimported via the IO network.

L Tension Between Allocative Efficiency and ToT

This appendix provides a formal proof for two intermediate claims that motivate the conjectures
in presented in Section III.

Claim #1: If Cov (0%, px) < 0, piecemeal trade policy interventions that seek to improve the terms-of-
trade (relative to Laissez-Faire) worsen misallocation and vice versa.

Claim #2: If Cov (0}, ux) < 0, a unilateral implementation of efficient industrial subsidies in country
i (without reciprocity by partners) worsens the terms-of-trade.

Proof of Claim #1. Suppose country i is initially in an equilibrium where the government has
implemented a uniform (possibly zero) import tariff or export tax. If existing taxes are zero then
the economy is essentially operating under Laissez-Faire. Our goal is to prove the following: If
Cov (py, 0r) < 0, then any adjustment to trade policy that seeks to improve allocative efficiency (rel-
ative to the baseline equilibrium) worsens country i’s terms of trade (ToT) and vice versa. Since a
uniform import tariff is equivalent to a uniform export tax by the Lerner symmetry, we can without
loss of generality focus on the case where the initial trade policy consists of a (possibly zero) uniform
export tax. We first present our proof for the case of restricted entry, but extend it later to account for

free entry. To economize on the notation, we hereafter use 1 + % ~ (1 + x) ~! to denote the export tax
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counterpart of export subsidy, x.**

Welfare Accounting under Piecemeal Policy Change—As an intermediate step, we first characterize the
change in welfare in response to a piecemeal trade policy change, decomposing the welfare impacts
into changes in allocative efficiency and terms of trade. When preferences are homothetic, the change
in country i’s welfare in response to an adjustment to export taxes, {dIn (14 %;y)},, is the sum of

corresponding income and price effects.’®> Namely,
dIn Wi =dIn Yi — Z Z )\ni,kei’kdlnpni’k. (Ll)
k n

To formalize the tension between allocative efficiency and terms of trade succinctly, suppose that
country i is sufficiently small so that its piecemeal trade policy reform has a negligible impact on

relative wages and labor allocations in the rest of the world. In that case, dln Pii,k = dIlnw; and
dlnpm-,k ~ 0 for all n # i. Under theses assumptions, the price effects in Equation L.1 reduce to
Y, Anilkei,kdlnlsm',k = AjidInw;, where A;; = ) 4 Aj; xe;  denotes the aggregate domestic expenditure
share in country i. Next we characterize income effects, dlnY;. For this, note that nominal income
in country i is the sum of wage income, profits, and net revenues associated with export tax. In

particular,
Yi =) [(1+p) pir) wili + ) Y [%ikPinkQin ]
k nti k
where ;) is the export tax on industry k goods, which is uniform in the baseline equilibrium (i.e.,

%;r = %;) but is subsequently adjusted to improve allocative efficiency. Taking full derivatives of the
above expression yields

dlnY; = (1 — n;*) ldln <Z(1 + py) pi,k> + dlnwi]

k

x % Py k Qin k <a In P, i 41 dIn Qjp k dl . > ]
; / e e— 1 H ’
o nz#z ; [Zn’,k’ %P Qe \ Olnw; © "o P ()

where n;% = Yutilk [%; k Py kQin k) /Yi denotes the share of export tax revenues in total revenues.
One can immediately verify that the change in the (employment-weighted) aggregate profit margin

1S
1+
dIn (Z(l + Vk)Pi,k) =) [Pi,k : (1 +Vk> dlnpi,k} ,
k Hi

k

where 7i; = Y [pkpi k], recall, is our short-hand notation for the aggregate profit margin in country i.

Notice that 91In P;,, /0 Inw; = 1 under restricted entry and 91n Q;,, x/91In P, , = —0y, since country i
is a small open economy. Invoking these points, we can simplify the expression for dInY; as

dinY; = dInw; + (1 - n;?”> y [pi,k : (ﬂ) dlnpilk} 1 Y g -ordIn (14 %)), (L2)
k t k
where x;x = Piy kQinx/ Yu i [Pin’,k’Qin’,k’] denotes the share of industry k goods in country i’s export
revenues. To economize on the notation we henceforth use E,, [.] and Cov,, (.) to denote the cross-
industry mean and covariance with weights, {wi,k} .- that satisty 3 w; x = 1. Considering this choice
of notation, suppose the piecemeal trade policy reform is mean-preserving—i.e., E, [dIn(1 + &; ;)] ~
Yok [XixdIn (14 %; )] = 0. To put it verbally, the tax reform raises export taxes on some industries and
lowers it on others, while preserving the sales-weighted average export tax rate. Under this presup-
position, the last term in the above equation amounts to the covariance between o and dIn (1 + ;).

32Note that a positive export tax is akin to an negative export subsidy and vice versa—i.e,, x < 0 = ¥ > 0.
33To be clear, we assume that the baseline export tax policy does not discriminate between destination markets, with x;
denoting the export tax applied to all export good in industry k.
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In particular,
Y ik - ordIn (14 Fip)] ~ By [opd In (1 + )]
k
= Ey [O’kd In (1 + fi,k)] —Ey [O’k] “Ey [d In (1 + fi,k)] ~ COUX ((Tk ,dIn (1 + fz‘,k)) .
=0
As a matter of accounting, } ; p; xdIn p; ; = 0, so the same logic implies that the second term on the

right-hand side of Equation .2 is also the covariance between the change in industry-level employ-
ment share, d In p; ;, and the industry-level markup (relative to the mean):

1+7/‘k) ] <1+.”k )
; — d].n i ~ COU P dln ; .
; [pz,k (1 i i, Pik Y 1+ i, Pik

Substituting for the above expressions in Equation L.2 and plugging the simplified expression for
d InY; back into our original welfare formula (Equation L.1) delivers,

Terms of Trade

p 1+ g o
dInW; = (1 — nf) Cov, <1 +z’f,dlnpi,k> + [—N{KCOUX (o, dIn(1+ %)) + (1 —)\ii)dlnwi},
1

Allocative Efficiency
(L.3)
echoing the welfare decomposition provided by Bagaee and Farhi (2019) and Atkin and Donaldson
(2021). To offer intuition for this choice of decomposition, the term labeled Allocative Efficiency is analo-
gous to the deviation form Hulten’s (1978) formula in an inefficient closed economy. More specifically
suppose country i was a closed economy hit with a labor productivity shock, dIn A; ;. Following the
same steps as above, the welfare impact of this shock can be decomposed as

Hulten

1
i

where the deviation from Hulten (1978) reflects changes to allocative efficiency. Likewise, Terms of
Trade effects in Equation .3 are analogous to deviations from Hulten (1978) if country i were open to
trade but efficient. In accordance with this logic, the Terms of Trade effects in Equation .3 disappear if
Country i is closed, in which case 7r;" =1 — A;; = 0. Relatedly, Allocative Efficiency effects disappear
if the economy is efficient, in which case (1+ ) / (1+7;) = 1.

Tension between Allocative Efficiency & Terms of Trade—An export policy shock, {dIn (1 + %)},
that seeks to improve allocative efficiency must reallocate workers from low- to high-y industries so

that Cov, Gi—%’c, dIn Pi,k) > 0. If demand is elastic and well-behaved, this type of reallocation requires

that industry-level export tax reductions to be positively correlated with markups, i.e., Covy (lli—%’:, dIn(1+ fi,k))
0. Accordingly, if Cov (o, px) < 0, the export tax changes will be positively correlated with the trade
elasticity, Covy (0y,dIn (1 + %;;)) > 0. As such, an export tax reform that improves Allocative Effi-
ciency (relative to the status quo) worsens the Terms of Trade through the term Covy (o, dIn (1 + X;)).
Now, consider the remaining Terms of Trade term that accounts for general equilibrium wage effects.
Considering that Covy (0x,dIn (14 %;x)) > 0, the desired export tax alteration consists of raising
taxes in high-trade elasticity industries (where export sales are more-sensitive to tax hikes) paired with
an proportional tax reduction in low-trade elasticity industries (where export sales are less-responsive
to tax cuts). This alternation will, by design, lower overall export sales by country i—resonating with
the conventional Ramsey rule. The reduction in export sales will in turn deflate demand for country
i’s labor and its wage rate relative to rest of the world (i.e., dlnw; < 0). That is, the second Terms
of Trade term is also negative when the export tax reform attempts to improve Allocative Efficiency
relative to the status quo. To take stock: Suppose Cov (0, px) < 0 and country i is initially in a equi-
librium involving uniform (or zero) export/import taxes. In that case, improving Allocative Efficiency
via piecemeal trade policy adjustments, {dIn (1 + ;) }, coincides with a worsening of the terms of
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trade.

Second-Best Trade Policies are Industry-Blind in Krugman (1980)—When preferences are Cobb-Douglas
across industries, country i’s second-best trade policy is given by (see Section II):

1 —1) Ay -
[2nd-best import tariff] 1+t = (%= 1) A (1 + wj; k) (1+5)
It = 147 7ty
1+ JE=Th ( 1) Aii,k

(0 = 1) (1= Aiji
X = b (1= 23) (1+F),
V47 \ 14+ (o = 1) (1= A

[2nd-best export subsidy] 1+

where f; us a uniform trade tax shifter that accounts for the multiplicity of optimal policy schedules
(see Lemma 1). Following Alvarez and Lucas (2007), if country i is a small open economy, then
Aijk = Aijg = wjix — 0. Moreover, if we assume that the firm- and country-level degrees of market
power are identical a la Krugman (1980), we have 1 + u; = ;5. Consolidating these two points, we

get the following formula for the 2nd-best trade policy of a small open economy in the multi-industry
Krugman (1980) model:

- - Ok o —1\ 1+¢ 1
1+t =1+1¢; 1 = — = (1+ 1-—=,
+]1k + t; +xz], k_1< 0% >1+Vz ( >< 7
where (% = Y Pi,kgik is the sales-weighted average (inverse) trade elasticity. Evidently, the opti-

mal 2nd-best trade policy consists of a uniform import tariff or export subsidy, which is blind to
inter-industry misallocation and industry-level export market power. The logic is that any attempt
at exploiting industry-level export market power exacerbates inter-industry misallocation and wvice
versa—leaving the government with no choice but to abandon these targeted policy aspirations. This
consideration leads to industry -blind optimal trade taxes that solely manipulate the relative aggregate
wage (w;/w_;) in country i’s favor, with minimal reshuffling of resources across industries.

Proof of Claim #2. Suppose country i is initially operating under Laissez-Faire. The government
has, moreover, agreed (under a shallow treaty) to limit itself to the efficient or cooperative policy
choice specified in Section II. Our goal is to show that a unilateral implementation of efficient in-
dustrial subsidies by country i (without reciprocity by partners) causes a deterioration of country i’s
terms of trade (ToT) and even immiserizing growth. To this end, we build on the welfare accounting
formulas derived earlier. In particular, the welfare impacts of unilateral markup-correcting subsidies
by country i (i.e., s; = p) can be written as

"
AWi = dIn Wi/
Si:()

where the change in welfare in response to modest industrial policy adjustments can, as earlier, be
decomposed as

Terms of Trade

+ Mk g
dinW; = (1 — 7T )Covp <1 7 dlnplk> [—H/COUX (0, dIn(1+5;¢)) + (1 —/\ii)dlnwl} .

Allocative Efficiency

The above equation can be derived analogously to Equation L.3, with 71y denoting the share of pro-
duction tax (or subsidy) revenues that are collected from foreign consumers. Intuitively, the fraction
of tax revenues collected from domestic consumers deliver income gains that are exactly offset by the
corresponding loss from price increases. Hence, the domestically-borne fraction of the tax revenue
does not contribute to welfare changes, d In W;, beyond general equilibrium impacts on inter-industry
labor allocation and wages.

Considering this background, we can specify the sign of the Allocative Efficiency and Terms of Trade
effects (in the above equation) in response to markup/scale-correcting subsidies. The efficient pol-
icy (six =0 — s! ix = M) subsidizes output in high-y industries, relocates labor from the rest of the

economy to these industries, and thereby improves allocative efficiency, i.e., Cov, ( £ dlInp; k)
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But following the logic presented earlier: If Cov (o}, pi) < 0, it is the case that along the path of restor-
ing marginal cost pricing, Covy (0k,dIn (1+s;x)) > 0 and dInw; < 0—both of which contribute to a
deterioration of the ToT. In some cases, like the numerical example presented in Section ??, the deterio-
ration of the ToT is larger than the corresponding allocative efficiency gains—leading to immiserizing
growth in country i.

Adverse Firm-Delocation Effects when Country i is Large—When country i is excessively large, a uni-

lateral adoption of corrective industrial policies worsens its ToT through an additional channel: firm-
. . . 1—Ajix e . ..
delocation effects. To make this point, let v;; = % denote the import share pertaining to

industry k. Suppose without loss of generality that [E, [px] = 0—since following Lemma 1, we can
recalibrate the level of markups and wages in the rest of the world without changing welfare. Our
welfare decomposition, in that case, takes the following form, internalizing the effect of country i’s
policy on entry and labor shares in the rest of the world:

o B 1+ pg ‘
danl—(l T; >COUP<1+yirdlnpl,k>+

— 717" Covy (03, d1In (1+5;4)) + (1—A;) [dInw; + Covy (pr, dlnp_; )] -
Country i’s corrective subsidies, by design, relocate labor to high-1 industries in the local economy,

but have the opposite effect on labor allocation in the rest of the world. Put formally, Cov, ( 2k dlInp; k)

0, while Cov, (pg, dInp_; ;) < 0. Improving allocative efficiency with corrective subsidies, therefore
worsens the ToT through an additional term Cov, (i, dlnp_; ;), which represents firm-delocation ef-
fects. The logic is that promoting output and entry in high- domestic industries, diminishes output
and entry in high-u foreign industries—hence, the term firm-delocation. The reduction in foreign firm-

level varieties inflates the price of imports P_;; ; &< M _ V 1 thereby worsening country i’s ToT.

M Optimal Import Tariff under IO Linkages: Simple Case

This appendix elucidates the result that optimal-import-tariff-formulas—-are-IO-blind using a sim-
pler case of our model without scale economies or markups (i.e., yx = 0 for all k). To this end, we
re-derive the first-order conditions associated with the (1st-best) optimal policy problem for this spe-
cial case, focusing specifically on optimal import taxes. The optimal policy problem can be specified
as

max Wi (lf)i/ W) = ‘/1 (Yi/ PZ) ’
P

where P; = {P,;, P;; }n 7&1’ i = {P;, P }n _;» and income is the sum of wage income and taxes rev-

enues:
= w; L + Z - Pnz Qm + 2 zf - Qlf]
nti

With IO linkages, producer prices in the rest of the world depend on the after-export-tax price of
intermediate inputs supplied by country i. Likewise, producer prices in country i depend on the
after-import-tax price of intermediate inputs sourced from abroad. Namely,

Py ~ Py (W, {f’ie}n7éi) Py ~ Pip (wi, {Ppi},) -
The solution to optimal policy problem identifies a vector of optimal after-tax prices, P}, which im-
plicitly determine the optimal tax rates. For instance, the optimal choice w.r.t. tax-inclusive import

B
prices (P K € IP¥) implicitly determines the optimal import tariff as 1 + t]l P = le £ for all (ji, k). Invok-

ing our wage neutrality result, the optimal (after-tax) price of goods imported from country j (Pji,k e
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satisfies the following first-order condition:**

oW; (IP;, w) _ 9V (Yi, B;) Vi (Y, P;) aY; (IP;, w)
Jdln pji,k Jln pji,k aYi Jdln pji,k
Vi (Y, B;) | oV; (Vi Py) | « 09, JP;
= = P i1 - = : i = 0
Jdln Pji,k + BYZ ]l'kQ]l'k + ; ) Jln P ; Jdln Pji,k QM
We can simplify the above equation by appealing to Roy’s identity and Shephard’s lemma, whereby
a‘/l (Yi/ f)l> _
dln pji,k

[Roy’s identity] —P jik in,k

dP;y 5
Shephard’s 1 —L— Q= P QF .
[Shephard’s lemma] ;aln By Qir = Pji Qi x

Recall that Q% , and Q%, denote final good and intermediate input quantities which, together, deter-
jik jik & putq &

mine total quantity, Qj;x = Q].Ci,k + Qﬁk. Plugging the above envelope identities into the first-order
condition derived earlier, yields

oW; (IP;, . 9
W (Piyw) _ (B — Pr) 22| — 0

dInP jik n dIn P
the solution to which implies Pj; = P,;; (¥ 1), indicating that optimal tariffs,1 + th . =Dt /Dy, are
either zero (or uniform based on the Lerner symmetry) and, thus, blind to input-output linkages. The
logic is that, fixing export prices at their optimal level, P}, € IP;, import tariffs do not influence prices

in the rest of the world via input output linkages. More formally,

OPyi (Pi,w) 9Py =0 (Vn,j # 1)
aP‘ik asz / .
I {PZ[}é#z

This logic, however, holds only if export tax-cum-subsidies are part of the government’s policy ar-
tillery. To see this, consider the 2nd-best case where the government can only set import taxes and is
unable to control the export prices via direct export policy measures. In that case, an import tariff on
inputs is partially passed onto export prices via the IO network, influencing producer prices in the
rest of the world. In particular,

. . oP,; (P;, w
P;, & IP; — M 7'5 0.
E)Pji,k
Accordingly, the first-order condition w.r.t. Pji,k € IP; must be updated to account for tariff-reexportation,
delivering
awi (IPI'I W) _ a‘/l (Yi/ Pl) + a‘/l (Yir l31) aYl (Pi/ W)
dIn pji,k dIn pji,k aYi dIn pji,k
ovi (Y;,P;)  oVi (Y, P;) | - . 0Q,,; oP,,; oP;,
= - P Qi P, —P,) —2— — 2 Qi —
9In P]'i,k + JY; ]z,ijz,k + 7; ( ni nz) oln Pji,k oln Pji,k Q,ii ; P -Qyy
| S —

tariff re-exportation

340One can verify wage neutrality in this particular setting as follows: First, note that when the government can control

the after-tax price of all domestically-produced goods, wage perturbations are welfare-neutral conditional on domestic

demand quantities. Namely, (aalmh ) o = wiL; — Yox allnngj i0 kQiek = 0, where the last equality follows from Shephard’s

lemma. Second, policy-led wage perturbations can influence welfare by raising income and modifying the domestic demand
Q)H
P,

schedule,Q; = {Qyix} n o Dut these effects are already encompassed by the term s7=¢—. And as our following derivation

]l/k

reveals, these wage-driven income effects turn our to be redundant in the neighborhood of the optimal policy solution, IPZ*
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Simplifying the updated first-order condition using Roys identity and Shephard’s lemma, yields

= aQni aPni
P, —P,). —a _ L .Q,| =0,
rgi ( " ) 8 11’1 Pji,k 8 In Pji,k "

indicating that 2nd-best optimal tariffs (1 + ¢ ik = p:i,k / Py k) are non-uniform, with the optimal tar-
iff formula explicitly depending on input-output shares in the rest of the world through the term
oP,;/0In Pji,k- The logic can be explained as follows echoing our previous claim: Absent the gov-
ernment’s ability to set export taxes/subsidies, import tariffs on intermediate inputs are (partially)
passed onto prices in the rest of world via input-output connections, acting as an indirect export tax.
The optimal tariff formula, thus, internalizes the ToT benefits of these indirect export taxation effects.
However, when the government can directly apply export taxes/subsidies, any such benefits are al-

ready internalize by the optimal export tax-cum-subsidy choice, rendering the optimal tariff formula
IO-blind.
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N Data Appendix

N.1 Transaction-level Colombian import data from DATAMYNE INC

DATAMYNE Inc provides transaction-level trade records from 43 countries including United States,
Latin America, Asia and several European Union Member States (website: datamyne.com). Their
data is obtained from customs authorities and government agencies. Access to the transaction-level
Colombian trade data was purchased from DATAMYNE INC. in May 2014. The data were available for
manual online download in segments of 5,000 observations per download. Our final dataset covers
the universe of import transactions during 2007-2013 and contains more than 17 million observations.
The data include detailed information about each transaction, such as the Harmonized System 10-
digit product category (HS10), country of origin, importing and exporting firm IDs, quantity, f.o.b.
(free on board), and c.i.f. (customs, insurance, and freight) transaction values, freight, insurance, and
value-added tax in US dollars. As a unique feature, our data reports the identities of all foreign firms
exporting to Colombia. This feature allows us to define import varieties as firm-product combinations
rather than country-product combinations, which is the standard approach. HS product codes were
updated by the Colombian Statistical Agency (DANE) during the 2007-2013 time period, and we
use correlational tables by DANE to match product codes over time (DANE (Colombian Statistical
Agency), 2017). Table N.1 reports a summary of basic trade statistics in the DATAMYNE data.

Table N.1: Summary Statistics of the Colombian Import Data.

Statistic 2007 2008 2009 S{STS 2011 2012 2013
F.O.B. value (billion dollars)  30.69 37.25 31.17 38.47 52.00 55.74 56.90
SAE value 1.08 1.07 1.05 1.06 1.05 1.05 1.05
CLP o fax value 1.28 1.26 1.24 1.26 1.22 1.22 1.20
No. of exporting countries 210 219 213 216 213 221 224

No. of imported varieties ~ 483,286 480,363 457,000 509,524 594,918 633,008 649,561

Notes: Tax value includes import tariff and value-added tax (VAT). The number of varieties corresponds to the number of

country-firm-product combination imported by Colombia in a given year.

N.2 Cleaning data on the identity/name of exporting firms in DATAMYNE INC

Utilizing the information on the identity of the foreign exporting firm is a critical part of our em-
pirical exercise. Unfortunately, the names of the exporting firms in our dataset are not standardized.
As aresult, there are instances when the same firm is recorded differently due to using or not using the
abbreviations, capital and lower-case letters, spaces, dots, other special characters, etc. To standardize
the names of the exporting firms, we used the following procedure.

i. We deleted all observations with the missing exporting names and/or zero trade values.

ii. We capitalized firms names and their contact information (which is either email or phone num-
ber of the firm).

/

iii. We eliminated abbreviation “LLC,” spaces, parentheses, and other special characters (. ,; / @
} - & “) from the firms names.

iv. We eliminated all characters specified in 3. above and a few others (# : FAX) from the contact
information.

v. We dropped observations without contact information (such as, "NOTIENE", "NOREPORTA",
"NOREGISTRA," etc.), with non-existent phone numbers (e.g., “0000000000”, “1234567890”,
“1”), and with six phone numbers which are used for multiple firms with different names
(3218151311, 3218151297, 6676266, 44443866, 3058712865, 3055935515).
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vi. Next, we kept only up to first 12 characters in the firm’s name and up to first 12 characters in the
firm’s contact information (which is either email or phone number). In our empirics, we treat
all transaction with the same updated name and contact information as coming from the same
firm.

vii. We also analyzed all observations with the same contact information, but slightly different name
spelling. We only focused on the cases in which there are up to three different variants of the
firm name. For these cases, we calculated the Levenshtein distance in the names, which is the
smallest number of edits required to match one name to another. We treat all export observa-
tions as coming from the same firm if the contact phone number (or email) is the same and the
Levenshtein distance is four or less.

N.3 Daily exchange rate data

The database on the exchange rate between different international currencies with the Colombian
Peso and the US dollar was complied by manually downloading historical daily exchange rate data
from the BANK OF CANADA web portal (Bank of Canada (2017)). The underlying data is sourced
from REFINITIV (formerly THOMSON REUTERS). Around 2017, the BANK OF CANADA discontinued
publishing daily exchange rates for a wide set of countries. But the historical rates relevant to this
project can be downloaded via Bank of Canada’s legacy exchange rate portal.

N.4 Penn World Tables

We use PENN WORLD TABLES 9.1 (Feenstra, Inklaar, and Timmer (2021)) to obtains data on na-
tional accounts and in particular real GDP for year 2011 to construct Figure S.1. This data is in the
public domain and can be downloaded via the Groningen Growth and Development Centre web
portal (https://www.rug.nl/ggdc/productivity/pwt/?lang=en).

N.5 Exporter Dynamics Database

The Export Dynamics Database (EDD by World Bank, 2016) is based on firm-level customs data
covering the universe of export transactions provided by customs agencies from 59 countries (Fer-
nandes, Freund, and Pierola (2016)). For each country, the raw firm-level customs data contains an-
nual export flows (in current values) disaggregated by firm, destination and Harmonized System
(HS) 6-digit product. This data can be downloaded from the World Bank micro-data web portal
(https://doi.org/10.48529/agcr—yt74)subject to a agreeing to the terms of use.

N.6 World Input-Output Database (WIOD)

These World Input-Output Database contains data on sector-country flows of goods and services
for the year 2014. Our analysis uses the World Input-Output Database 2016 Release (WIOD (2021);
Timmer, Dietzenbacher, Los, Stehrer, and De Vries (2015)). The data are in the public domain and can
be accessed via the Groningen Growth and Development Centre s web portal: https://www.rug.
nl/ggdc/valuechain/wiod/?lang=en. We supplement the WIOD data with tariff data, which
are compiled and matched to WIOD entries by closely following the guidelines in Kucheryavyy et al.
(2023a; 2023b). The concordance between the HS product codes and ISIC rev 3. sector codes are from
the World Integrated Trade Solutions (WITS) by the World Bank.

O Illustrative Example for our Instrumental Variable

This section presents an example to elucidate the logic behind our shift-share instrument, pre-
sented in Section V. The example compares two major U.S. firms that dominate exports to Colombia
in product code HS58431490000 (PARTS AND ATTACHMENTS OTHER FOR DERRICKS). We have chosen
this product code because it features two of the biggest exporters to Colombia: "CATERPILLAR" and
"MACHINERY CORPORATION OF AMERICA."

The left panel of Figure O.1 shows the year-over-year change in the Peso-to-Dollar exchange rate
for each month in 2008. The right panel plots monthly export shares for "CATERPILLAR" and "MA-
CHINERY CORPORATION OF AMERICA" of HS8431490000. Notice that export patterns from "CATER-
PILLAR" and "MACHINERY CORPORATION OF AMERICA" are markedly different. The former exports
primarily in the first half of the fiscal year, while the latter exports primarily in the second half. The
prices charged by these two firms are, thus, differentially affected by aggregate exchange rate shocks.
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Figure O.1: Monthly export shares and exposure to aggregate exchange rate shocks
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Notes: The left panel reports the year-over-year change in the Peso-to-Dollar exchange rate for each month in 2009. The
right panel reports monthly export sales shares for the two largest US firms serving product code HS8431490000—namely,
Caterpillar and Machinery Corp. of America.

P Robustness Checks: Import Demand Estimation

This appendix reports three robustness checks that we described in Section V. The first check
addresses the possibility that firms set prices in forward-looking manner. To restate the issue, when
there are lags in inventory clearances, firms’ optimal pricing decisions may be forward-looking. If
true, such price-setting behaviors can violate assumption (al). To address this concern, we reconstruct
our shift-share instrument using 4 lags instead of 1. If inventories clear in at most 4 years, we can
deduce that pricing decisions do not internalize expected demand shocks beyond the 4 year mark. As

aresult, E [ﬁjkt,4(w, m) Aln ¢, jkt} = 0, and this more-stringent instrument will satisfy the exclusion

restriction. The fop panel in Figure .1 compares the estimated oj and pj under the new and baseline
estimations. Evidently, the ordering and magnitude of the estimated elasticities is rather preserved
across industries. More importantly, the new estimation retains the negative correlation between oy
and i, which is the key assumption in Proposition 1.

The second check addresses the possibility that, in the presence of cross-inventory effects, AIn ¢, jkt
may encompass omitted variables that concern firms’ dynamic inventory management decisions.
These decisions internalize exchange rate movements, which may violate the identifying assump-

tion (a2), i.e., [E [A In Sjt(m) Aln G%jkt} # 0. To address this concern, we reestimate the firm-level
import demand function while directly controlling for changes on the annual exchange rate. In that
case, [E [ij,t (w) Aln Puwjkt | Aln Ejt] , and the exclusion restriction will be satisfied insofar as dynamic

demand optimization is a concern. The middle panel in Figure P.1 compares the estimated o} and
prunder the new and baseline estimations. Evidently, the ordering and magnitude of the estimated
elasticities is rather preserved across industries. More importantly, the new estimation retains the
negative correlation between o} and py, which is a crucial statistic for the welfare impacts of policy.
The third check addresses large multi-product firms that export multiple product varieties to
Colombia in a given year. Suppose a multi-product firm w exports many products including prod-
ucts k and g to Colombia in year ¢. If demand shock are correlated across the varieties supplied by

this firm (i.e., [E [A In ¢yt Aln (ijgt} # 0), Assumption (a2) may be violated despite each variety’s

market share being infinitesimally small. To address this issue, we reestimate the firm-level import
demand function on a restricted sample that drops excessively large firms with a within-national mar-
ket share that exceeds 0.1%. The bottom panel in Figure P.1 compares the estimated o} and piunder
the new and baseline estimations. Evidently, the ordering and magnitude of the estimated elastici-
ties is rather preserved across industries. More importantly, the new estimation retains the negative
correlation between oy and py, which is a crucial statistic for the welfare impacts of policy.
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Figure P.1: Robustness checks to address challenges to the identification of oy, and py,
Constructing IV using 4th Lags
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Q Estimating the Import Demand Function in Levels

Our preferred estimates for y; and oy are obtained by estimating a firm-level import demand
function in first-differences—see Section V. The first-difference approach for estimating elasticities
in this context can be traced back to the seminal work of Feenstra (1994) and Broda and Weinstein
(2006)—although both studies rely on country-level rather than firm-level data. Another body of lit-
erature estimates the trade elasticity by fitting a country-level import demand function in log-levels,
while controlling for appropriate fixed effects (e.g., Hummels, Lugovskyy, and Skiba (2009); Caliendo
and Parro; Shapiro (2016)).

Recently, Boehm, Levchenko, and Pandalai-Nayar (2020) have outlined the advantages and disad-
vantages of each approach: On the one hand, the first-difference approach performs better at handling
the identification challenge poised by endogenous policy choices and omitted variable bias. On the
other hand, the first difference estimator—at least when applied to country-level data—may not nec-
essarily identify the long-run elasticity, which is the desired target for static trade models.

These issues pose a lesser problem for our firm-level estimation. We articulate this claim in two
steps. First, we detail the long- versus short-run dilemma identified by Boehm et al. (2020), and explain
why the same dilemma does not necessarily plague our firm-level estimation. Second, we establish
our claim empirically by re-estimating our firm-level import demand function in levels. This exer-
cise encouragingly confirms that our estimation in levels yields very similar results to our baseline
estimation in differences.

The dilemma facing country-level estimations. Country level trade flows—which are traditionally
used to estimate the trade elasticity—can be decomposed as follows:

Xijik = NjikPji ki
where ij‘,k denotes gross sales corresponding to origin j—destination i—industry k; Pji k4jix denotes aver-

age sales per firm (i.e., the intensive margin) and Nj; » denotes the total mass of firms associated with

transaction ji, k (i.e., the extensive margin). Accordingly, the long-run trade elasticity is composed of
an extensive and an intensive margin component:

trade elasticity ~ OnXjx _ _alnNk dIn pji ;i
y aln(l + tji,k) - aln(l + tji,k) a]n(l + tji,k) ’
en £

The issue raised by Boehm et al. (2020) concerns the fact that researchers do not separately observe
Nji; and pj; kqjix in country-level datasets. A standard solution to this limitation is to assume away
firm-selection (i.e., set Njix = Nj). Under this assumption, one can recover the trade elasticity by
estimating an import demand function that controls for N; , with origin-industry fixed effects. Crudely
speaking, this solution is analogous to omitting the extensive margin component, i.e., setting ¢, = 0.

In practice, however, Nﬁ,k may feature a bilateral element that accounts for firm-selection and
which varies with the bilateral tariff rate—even after we control for a full set of origin and destination
fixed effects. As noted above, traditional techniques that estimate the import demand function in
levels with origin/destination fixed effects, are unable to account for the bilateral nature of Nj; ;. As
such, traditional log-level estimators often suffer from an omitted variable bias.

Boehm et al. (2020) argue that we can overcome the omitted variable bias by estimating the
country-level import demand function in differences rather than levels. Under this approach, how-
ever, one must employ long differences (over a sufficiently long time horizon) to credibly estimate
the extensive margin component, ¢,. Nonetheless, the long-difference estimator may still fall short if
tariff changes occur unevenly over the time-differencing horizon. In such cases, a correction must be
applied to the estimated trade elasticity to account for lumpy longitudinal tariff changes.

Importantly, these limitations do not plague our firm-level estimation. We directly observe firm-
level sales and need not to infer changes in Nj;; from changes in country level trade flows. Our
data explicitly encompasses information on Nj;x and our identification strategy relies on the cross-
sectional variation in firm-level variables within importer-HS10 product—year cells. With this level of
disaggregation, our estimation is closer in spirit to the Industrial Organization literature on markup
estimation. This literature routinely uses first difference estimators to recover markups (see, for ex-

65



ample, equations 17-19 and related discussion in De Loecker and Warzynski (2012)). These markups
estimates have been routinely used to discipline steady state models in the Macroeconomics literature
(e.g., Bagaee and Farhi (2020b)).

Re-estimating our firm-level import demand function in levels. Above, we presented a concep-
tual argument that (compared to traditional country-level estimations) firm-level estimations should
yield relatively similar results whether the import demand is estimated in levels or in first differences—
provided that appropriate instruments are employed to adequately handle reverse causality. To illus-
trate the same point empirically, we re-estimate our firm-level import demand function in levels with
two-ways fixed effects. We then compare the two-ways-fixed-effects estimates for py = ﬁ and oy with
our baseline estimates. The estimating equation in log-levels can be expressed as follows:

O — 1

Y —1

] InAj (w) + Bﬁt/ + op(w) + ujke- (Q.1)
HS10-year FE  Hg10-firm FE

Recall that ¥ = g denotes gross firm-level sales value; 7 denotes the consumer price which includes

taxes and tariffs; A; 1 (w) denotes the within-origin jxproduct k expenditure share on firm-level variety

w; Dy accounts for product-year fixed effects, while ¢ (w) accounts for product-firm-origin fixed

effects. The above equation differs from our baseline estimating equation in that the firm-product
fixed effect, ¢;x(w), is not differenced out. Instead the equation is estimated in levels.

As in the baseline case, we estimate the Equation (Q.1) using a 2SLS estimator. To this end, we
modify our original shift-share instrument to make it consistent with the fixed-effects estimation,
which is conducted in levels. The new instrument is calculated as follows

In%;(w) = (1—0) Inpjp(w)+ [1 -

12
Zi(w) =Y sjx—1(w,m)InE; (m)
m=1

where s; ;1 (w, m) denotes the lagged share of Month m sales in firm w’s total annual export sales.
Ejt(m), as before, denotes the exchange rate (between Origin j’s currency and the Colombian Peso)
in Month m of the current year. The other instrumental variables are adjusted accordingly, to be
consistent with our estimation that is conducted in levels rather than in differences. .

The estimation results are reported in Table Q.1. The estimated values for o and py = T

1 are encouragingly similar to the baseline (first-differences) estimates. Most importantly, the new
estimation quasi-maintains the ranking of industries in terms of the underlying degree of national-
level market power (0) and firm-level market power. Later, in Appendix Y, we recalculate the gains
from optimal policy using the newly-estimated y;’s and o3’s. Encouragingly, the implied gains are
starkly similar to those implied by our baseline estimates.

R Comparison of Scale Elasticity Estimation Techniques

This appendix overviews the various approaches to scale elasticity estimation, offering some
perspective on the advantages of our indirect estimation technique. To provide a fair description
of the existing techniques, we use an extended theoretical framework that accommodates (i) scale
economies due to love-for-variety a la Krugman (1980), (ii) scale economies due to Marshallian exter-
nalities, and (iii) diseconomies of scale due to quasi-fixed factors of production. To this end, we begin
this appendix by introducing a richer firm-level production function that accommodates Marshallian
externalities and quasi-fixed inputs.

General Production Function—Firm w located in origin i-industry k employs labor (L) and quasi-
tixed inputs (F) using the following production function:

Gij (@) = Qi) (W) (Li,k (w)' Pk Fi (“’)ﬁi'k) x L.

Quasi-fixed inputs (F; x (w)) correspond to land, physical capital, or industry-specific human capital,

the supply of which is fixed at the industry-level, i.e., Y, F;x (w) = F;k. The last term in the pro-
duction function accounts for Marshallian externalities, whereby the TFP of firm w increases with
industry-wide employment, L;, at a constant elasticity .
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Table Q.1: Two-ways fixed effects estimation results

Estimated Parameter

B o—1 Weak
Sector ISIC4 codes o —1 =T Uk Obs. Ident. Test
Agriculture & Mining 100-1499 4563 0.698 0.153 10,762 3.07
(1.739) (0.132) (0.089)
Food 1500-1699 2.476 0.927 0.374 17,594 5.01
(0.818) (0.050) (0.284)
Textiles, Leather & Footwear 1700-1999 3.256 0.685 0.210 110,925 59.94
(0.297) (0.023) (0.024)
Wood 2000-2099 2.093 0.893 0.427 5,282 2.12
(1.812) (0.200) (3.541)
Paper 2100-2299 7.858 0.895 0.114 35,058 2.00
(3.953) (0.154) (0.177)
Petroleum 2300-2399 2.080 1.028 0.494 3,675 1.53
(0.342) (0.081) (1.584)
Chemicals 2400-2499 4.738 0.913 0.193 127,946 29.71
(0.496) (0.031) (0.071)
Rubber & Plastic 2500-2599 4.025 0.664 0.165 101,730 9.95
(0.791) (0.062) (0.045)
Minerals 2600-2699 3.390 0.681 0201 173432 20.03
Basic & Fabricated Metals 2700-2899 (0453) (0.036) (0.035)
Machinery 2900-3099 4.402 0.710 0.161 257,788 19.88
(0.662) (0.044) (0.034)
Electrical & Optical Equipment ~ 3100-3399 0.756 0.609 0.806 246,597 19.25
(0.221) (0.015) (0.238)
Transport Equipment 3400-3599 2.156 0.514 0.238 147,772 1137
N.E.C. & Recycling 36003800 (0462 (0052 (0.053)

Notes. Estimation results of Equation (16). Standard errors in parentheses. The estimation is conducted with H510 product-
year fixed effects. All standard errors are simultaneously clustered by product-year and by origin-product, which is akin to
the correction proposed by Adao, Kolesar, and Morales (2019). The weak identification test statistics is the F statistics from
the Kleibergen-Paap Wald test for weak identification of all instrumented variables. The test for over-identification is not
reported due to the pitfalls of the standard over-identification Sargan-Hansen ] test in the multi-dimensional large datasets
pointed by Angrist, Imbens, and Rubin (1996).

Aggregation of Firm-Level Prices into Industry-Level Prices Indexes—Cost-minimization and profit-

T . . d;; — .
maximization imply that firm w sets a price equal to p;,, x (w) = ( ik ) Sk gy~ Pr Uf.3 ¥ L:P’,; Variable

Te—1) gix(w)
v; , denotes the unit price of the quasi-fixed input in industry k, which per cost minimization satisfies
Uik = %wf—m Supposing that preferences have a nested-CES parameterization (per Assumption
’ ik

A1), we can use the logic in Section I to aggregate firm-level prices into industry-level price indexes
subject to free entry (M;x = L; /i fx)- Doing so yields the following producer price index for goods

67



associated with origin i—destination n-industry k,

1
P = <’Yk) 1in,k wiL, k(’Ykl +¢k>+[5k/ R1)
=1 @i "
where ¢; encompasses constant parameters including (average) firm productivity. Our baseline Krug-
man model is a special case of this equation, in which ¢, = By = 0. Though, as we argue shortly, our
estimation of the scale elasticity is insensitive to 8y = 0. Based on Equation R.1, the scale of employ-
ment, L;, affects producer prices through increasing-returns to scale (i.e., Jacobian (love-for-variety)
+ Marshallian externalities) and decreasing returns to scale due to quasi-fixed inputs. More specif-

ically, dIn Py, , /0InL; = — (ﬁ + l[)k) + Bk, where the sub-elasticity (ﬁ + l/)k) accounts for

increasing-returns to scale that disrupt allocative efficiency, while By accounts for decreasing-returns
to scale that do not undermine allocative efficiency given equilibrium constraints. Hence, for policy
analysis, it is crucial to separately identify the former sub-elasticity from the latter—as the degree of

allocative inefficiency depends solely on the sub-elasticity (% + l[)k). The following remark for-
malizes this point.

Remark 1. For policy evaluation, it is useful to separately identify ﬁ + ¢y from Bi. The logic is that if
vklfl + ¢ = 0, the market equilibrium is constrained-efficient irrespective of By, and there is no scope for

improving allocative efficiency with policy. Correspondingly, the corrective gains from policy depend on the
dln Pin, .
dIn Li,kk :
M = (76— 1)~ + Py ~ scale elasticity
~—

N\ —

following notion of scale elasticity that differs from the reduced-form elasticity,

Jacobian (love-for-variety) Marshallian

The above remark is an immediate corollary of the First Welfare Theorem. In particular, letting
Y« — o0 and P = 0, our theoretical model reduces to a simple Arrow-Debreu model to which
the fundamental welfare theorems apply. Our emphasis on p # dInP;,,/dInL;, as we elaborate
shortly, speaks to one of the possible techniques for scale elasticity estimation, which infers yj from
the reduced-form elasticity, In P;, , /dIn L; .

Section III unveiled another consideration when estimating scale elasticities. We, in particular,
argued that the cross-industry covariance between the scale elasticity (yy) and the trade elasticity (o)
is a crucial determinant of policy outcomes in open economies. Hence, it is advantageous to estimate
these elasticities in a manner that ascertains mutual consistency.

Remark 2. Policy outcomes in open economies depend on the cross-industry covariance between the scale and
trade elasticities, i.e., Cov (i, 0% ). So, for policy evaluation, it is advantageous to jointly estimate yy and oy, in
a way that ascertains mutual consistency.

Taking these remarks into consideration, we describe three techniques for estimating scale elas-
ticities and identify their advantages and disadvantages. We begin with the indirect (demand-based)
estimation technique developed in Section V of this paper.

Technique 1: Firm-Level Demand Estimation (Indirect)

Firm-level demand estimation can identify the scale elasticity, insofar as scale effects are driven by
love-for-variety a la Krugman (1980). Demand estimation can also simultaneously identify the trade
elasticity, 0y, which is advantageous considering Remark 2. To unpack these points, let us revert to our
generalized Krugman model for a moment while retaining the assumption that production exhibits
diseconomies of scale (i.e., B;x > 0). In this setting, which widely used for trade policy analysis, the
scale and trade elasticities become

~ scale elasticity; 0 ~ trade elasticity.

k:
: Yk —

The reason we can infer yj from demand parameters is that the scale elasticity in Krugman (1980)
reflects the extent of love-for-variety—the social benefits of which are not internalized by firms’ entry
decisions. Recall from Section I (Assumption A1) that the nested-CES demand function facing firm w
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can be written in terms of sales (¥ = p x g) as follows

~ 1—% A 1—0}
5 ik (w) Pyik
ik (W) = Gnik (w) <17n;5(> (;) Yk
ni k ik

One immediately notices that estimating the above function simultaneously determines the scale elas-
ticity (ux = 1/ (7 — 1)) and the trade elasticity (o). To perform the estimation, we take inspiration
from Berry (1994) and rearrange and log-linearize the above demand function to obtain our estimating
equation:

N - o — 1
In Xni k (a]) = (1 — O'k) In Pik (w) + (1 — ’Yi — 1) ln)\m',k (C(J) + Di,k + Eink (w) ,
where A (w) = % is firm w’s observed conditional market share within nest (in, k); D; x

account for importer-industry fixed effects; and the demand residual ¢;, y (w) encompasses good-
specific demand-shifters and measurement error. Our identification of the demand function relies
on a shift-share instrument that constitutes a firm-specific cost- or supply shifter—see Section V for
specific details.

Advantages and Disadvantages of Technique 1—One advantage of our the indirect (demand-based)
estimation technique is that it simultaneously identifies o} and p—which is useful for policy eval-
uation following Remark 2. Moreover, our indirect estimation technique is robust to the presence
of diseconomies of scale, as measured by B;. Our estimation technique is not merely limited to the
Krugman (1980) model either, and can also identify the scale elasticity in the more general Melitz
(2003)-Pareto setting (see Appendixes D and R.1). A clear limitation of our approach is that it does
not directly leverage scale-related moments, making it unable to identify Marshallian externalities, as
measured by .

Technique 2: National Labor Content Supply Estimation (direct)

The genesis of this technique is the observation that the producer price index, Py, x, can be regarded
as the of price of country i’s labor services in destination n. Under this interpretation, the product of

the trade and scale elasticity can be recovered from the labor content supply elast1c1ty, n Iz” * insofar

as production involves no quasi-fixed inputs (Bx = 0). As for the actual estimation, the trick is that
even though aggregate price indexes (P;, ;) are unobserved, they can be proxied by aggregate sales.

To sketch out the logic, let X;,, x = P, xQ;, x denote gross sales which satisfy the gravity equation in
our framework. In particular,

1 1
1= 1n Xm = <'}’k_1 + P — ,5k> InLiy+Djy+ Dy + Pij s

where D;  and D,, ; are labor—size—adjusted exporter and importer fixed effects and ¢, x is the bilateral
resistance term. Suppose D; = D;+ D+ sf‘k and ¢;, = qu + P + s?n  Where ¢ and £P are mean-
zero. Appealing to the above equation and noting that - 1 + . = g, we can produce the following
equation relating gross industry-level sales to employment size,
1
1-— (%%

In) " Xinx = (i — Br) InLix + Dx + Dj + ¢, (R2)
n

where D; = D; +1InY,, (exp (¢in)) and Dk = Dy +1InY, [exp ()] are country and industry fixed

effects, while the error term, ¢;, collects e ik (production cost shifters) and s kS (trade cost shifters).

Notice that ¢;  is akin to a supply shock here, but this interpretation rests on the implicit assumption
that bilateral resistance terms have no demand-driven component. Importantly, the left-hand side
variable in Equation R.2 can be regarded a proxy for the price of country i’s labor services in industry

k. To elucidate this connection, note that ), f(m K= lel kUk Yo [Tm' kni K (13‘7"_1) Y, k} where T,,; . col-

lects all tax instruments associated with triplet in, k. It then follows that — ln You Xingk ~ Piix + i

where 6, =}, [Tm k@i k ( ;Tk 1) Yn,k} can be broken down into components that are absorbed by

Dy, D;, and ¢; . Putting the pieces together, Equation R.2 can be regarded as a supply function for
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country i’s labor services, with ¢; ; representing idiosyncratic supply shocks.
One can utilize macro-level sales and employment data to estimate the following combination of
parameters based on Equation R.2:

aann Xin,k
W ~ (= Br) (o — 1)

Identification in this case relies on plausibly exogenous demand-shifters that are orthogonal to ¢; ;—
see Bartelme, Costinot, Donaldson, and Rodriguez-Clare (2019) for one such application. The product
of the trade and scale elasticity can be, subsequently, recovered from (py — Bx) (0x — 1) insofar as pro-
duction involves no quasi-fixed inputs, i.e., By = 0. To isolate the scale elasticity (yx) from the trade
elasticity (0 — 1), one must additionally rely on externally-estimated values for the trade elasticities.

Advantages and Disadvantages of Technique 2—This technique can detect Marshallian externalities
as it directly leverages scale-related moments. This is a notable advantage, but comes with certain
limitations, at least in the context of policy evaluation. Technique 2 cannot separately identify the
scale elasticity, g, from B;—which, following Remark 1, can be problematic for certain applications.
Another possible drawback is Technique 2’s inability to isolate the scale elasticity from the trade elas-
ticity. This technique instead recovers the product of the two elasticities, and is mute about the sign
of Cov (px0ox ), which Following Remark 2 is an important statistic for trade policy evaluation in open
economies.

Technique 3: Production Function Estimation

This technique is an augmentation of the standard production function estimation technique. Sup-
pose we posses firm-level data on real output, q; x (w), and input quantities, X; x (w) = {L;x (w), Fix (w), ...}
We can, then, estimate the following log-linear production function, which includes industry-level
employment as an additional covariate to identify the Marshallian component of the scale elasticity,
Pr:

Ingi (w) = By - InXijp (W) + PrIn Lij +eix (w) -
The residual term ¢; (w), in this specification, encompasses idiosyncratic firm productivity shifters
and measurement error. The above function can be all but impossible to estimate at scale given the
scarcity of firm-level data on real input and output quantities. To bypass this challenge, existing ap-
plications of the production function technique often estimate an aggregate version of the above equa-
tion that regresses industry-wide output, Q;x = ¥, i x (w), on input quantities, X; y = ¥, X x (w)—

see e.g., Basu and Fernald (1997). The scale elasticity is then recovered as i =} ¢ (ﬁ f,k) — 1, where

f indexes production inputs. Under this approach, Q; x and X are calculated by deflating nominal
sales and cost data using price indexes calculated by statistical agencies. The identification challenges
relating to production function estimation of this sort are well-documented in the literature, so we
refer readers to Ackerberg, Caves, and Frazer (2015) for a comprehensive synthesis of these issues.

Advantages and Disadvantages of Technique 3—The production function technique can detect Mar-
shallian externalities, similar to Technique 2. It is also robust to the presence of quasi-fixed inputs,
like Technique 1. Despite these appealing properties, the production function technique exhibits cru-
cial limitations given its reliance on externally-constructed price indexes. This approach can credibly
identify the scale elasticity, yk, only if the price indexes constructed by statistical agencies have ad-
equately accounted for product quality and love-for-variety—which is often not the case. Another
disadvantage of this approach is that it relies on domestic production data, meaning that the same
data cannot be used to identify the trade elasticity (o — 1). Instead, one must rely on completely dif-
ferent data to estimate (0} — 1), which can compromise mutual consistency as emphasized by Remark
2.

R.1 Love-for-Variety: Krugman vs. Melitz
As discussed earlier, the demand parameters, 7, fully determine the markups and scale elas-
ticities in our baseline Krugman model (i.e., yy = ﬁ). Section [ also noted that the relationship

between demand parameters and markups/scale elasticities is amended in richer environments. One
such canonical case is the Melitz-Pareto model where firms incur a fixed overhead cost to serve indi-
vidual markets. Following Appendix D, the markup and scale elasticities in this environment depend
on the shape of the Pareto firm-level productivity distribution, ¢, in addition to demand parameter,
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Yk- In particular,

Vi
Te—1) (G +1) =&
Y%
(=1 (G+1) =0
net of fixed cost payments. From a policy standpoint, the fraction of the markup paid to cover

[Melitz-Pareto Model] URE = ( 5
k
To provide some intuition, the adjusted markup,

Yk
=1’
fixed costs is not a source of misallocation. In fact, if fixed cost payments consume the entire gross
markup, the market equilibrium will be constrained efficient. We present a quantitative analysis of
the Melitz-Pareto model in Appendix Y, elaborating more on the model’s implications. Below, we
discuss other settings in which the markup and scale elasticity values depend on factors other than
the demand parameter .

R.2 Markups under Alternative Market Conducts

Our analysis thus far assumed that firms compete under monopolistic competition. Beyond this
case, markups depend not only on demand parameters but also the conduct parameter. The markup
associated with goods from origin i-industry k is, in particular, given by

Tk

T —1

where v; ;. denotes the conduct parameter. Following Weyl and Fabinger (2013),(1) v;x = 1 under
monopolistic or Bertrand competition, (2) v;; = 0 under perfect competition,” and (3) Vi = 1/N;g
under Cournot competition. In the spirit of Berry, Levinsohn, and Pakes (1995) and Berry (1994), our
main analysis recovered markups from demand parameters by setting v; = 1. We also discussed, in
detail, how our optimal policy results change if we were to assume perfect or Bertrand competition
instead.

Below, we discuss how our quantitative results may be be impacted by Cournot competition.
The crucial takeaway from our baseline markup estimation was that trade elasticities and markups
are negatively correlated across industries. This pattern may weaken or even reverse if the number
of firms,N;, is systematically correlated with ;. We investigate this possibility, using the World
Bank’s EXPORTER DYNAMICS DATABASE (EDD) described in Fernandes et al. (2016). The publicly-
available version of the EDD features data on firm-level exports provided by customs agencies from
60 countries for the 1997-2013 period. One of these datapoints is the number of exporters per origin

and HS6 product code, from which we can infer N; . Using this information, we update our baseline

markup estimates as, p;; = Nl, ke 7:51

then regress the our estimated trade elasticity (cx — 1) on the Cournot-compatible markup values to
investigate wether the negative correlation is persevered.

The results reported in Table R.1 indicate that the negative relationship between the trade elastic-
ities and firm-level markups are robust to relaxing the monopolistic competition assumption with
Cournot competition. The negative relationship becomes slightly weaker but remains significant
and strong, nonetheless. Note once more, this structural relationship is the crucial driving force be-
hind our quantitative findings that center around immiserizing growth. As detailed in Section III, if
Covy (0x, ix) < 0, non-cooperative second-best trade policies are ineffective at correcting misallo-
cation in domestic industries and cooperative domestic policies trigger immiserizing growth unless
they are internationally coordinated.

corresponds to the gross markup,

Hik = Uik X

to make them compatible with Cournot competition. We

R.3 Scale Elasticities under Arbitrary Love-for-Variety

In our baseline Krugman model, there is a one-to-one link between the degree of firm-level market
power and the love-for-variety in each industry. Bagaee and Farhi (2020a) demonstrate that this link
has deep root, beyond CES models. This tight link, however, can be broken by introducing arbitrary
love-for-variety into the CES demand aggregator a la Benassy (1996). In particular, suppose the sub-
national CES aggregator in industry k is adjusted as follows:

Tk

1 V-1 Tl
Qiiy = N?kx/ ir(w)gie(w) " dw .
ik ik weh, (P]z,k( ) diik ( )

/

%Likewise, under Bertrand competition with homogeneous sub-products, v;; = 0.
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Table R.1: The tension between ToT and sectoral misallocation under Cournot competition

dependent: trade elasticity (ox — 1)
Wik = ﬁ X W?fl -0.138*** -0.138*** -0.279***
(0.0111) (0.0111) (0.0157)

Year fixed effects No Yes Yes
Origin fixed effects No No Yes
Observations 3,221 3,221 3,221
Note: This paper relationship between the firm-level markup under Cournot competition, ﬁ X ,ygf 7, and the

trade elasticity, ox — 1. Data for N; are from the World Bank’s Exporter Dynamics Database. Parameters o}
and -y are from the demand estimation conducted in Section V, where k denotes a WIOD industry. *** denotes
significant at the 1\ % level.

Parameter ¢ regulates the love-for-variety as measured by the number of firm-level varieties, Nj.

The above CES aggregator coincides with our baseline CES aggregator if ¢ = 0. It is straightforward
to check that firm-level markups are unaffected by ¢y, as individual firms treat N; as given when

setting their prices. The scale elasticity, however, should be adjusted as follows:

[Krugman+Benassy] Ui = Y ! 1"~ markup 1+ = (1 + 711) (1+ k) ~ scale leasticity
k— k—

_1

=1

ing efficiency are, accordingly, amplified. Notice, markup heterogeneity is no longer necessary to

justify policy intervention. The heterogeneity in ¢ is sufficient, which echos Epifani and Gancia’s

(2011) findings in a single-sector economy.

Estimating the love-for-variety parameter, g, with sales and price data is, however, challenging.
In our firm-level estimation, N]glkc will appear as an origin-and-industry-specific demand shifter and

The optimal domestic subsidy in this case is 1 + s; = (1 + ) (1+ k), and the gains from restor-

will be absorbed by our extensive set of fixed effects. Estimating ¢; with national-level sales and price
data faces the same complications as external economies of scale. In particular, one cannot purge
elasticity, ¢x, from the diseconomies of scale elasticity without explicit data on quasi-fixed factors of
production. As detailed in Section V.E, the latter elasticity does not contribute to inefficiency and must
be excluded from the optimal Pigouvian subsidy.

S Examining the Plausibility of Estimates

In this Appendix we examine the plausibility of our estimated parameters from a different angle.
We show that when our estimated parameters are plugged into a workhorse trade model, they resolve
the income-size elasticity puzzle. This puzzle, as noted by Ramondo, Rodriguez-Clare, and Saborio-
Rodriguez (2016), concerns the fact that a large class of quantitative trade models—including Krug-
man (1980), Eaton and Kortum (2001), and Melitz (2003)—predict a counterfactually high income-
size elasticity (i.e., the elasticity at which real per capita income increases with population size). One
straightforward remedy for this counterfactual prediction is introducing domestic trade frictions into
the aforementioned models. This treatment, however, is only a partial remedy. As shown by Ra-
mondo et al. (2016), even after controlling for direct measures of internal trade frictions, the predicted
income-size elasticity remains counterfactually strong.

To test macro-level predictions, we first produce economically-representative estimates for o and
Hr. We do so by pooling data across all manufacturing and non-manufacturing industries and esti-
mating Equation 16 on theses two pooled samples.The estimation results are reported in Table S.1,

and imply that o ~ 3.8 and % ~ 0.66 across manufacturing industries. For the sake of comparison,

the same table also reports estimates produced using the standard OLS estimator.
To understand the income-size elasticity puzzle, consider a single-industry version of the model
presented in Section I. Such a model implies the following expression relating country i’s real income
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Table S.1: Pooled estimation results

Manufacturing Non-Manufacturing

Variable (log) 2SLS OLS 2SLS OLS
Price,1 — o -2.766%*  (0.203*** -5.540%**  (0.102***

(0.186) (0.004) (0.706) (0.007)
Within-national share, 1 — u(c — 1) 0.340%**  (0.816*** 0.167***  (0.804***

(0.010) (0.002) (0.033) (0.010)
Weak Identification Test 259.91 28.83
Under-Identification P-value 0.00 0.00 .
Within-R? 0.78 0.73
N of Product-Year Groups 21,416 8,903
Observations 1,130,742 204,828

Notes: *** denotes significant at the 1% level. The Estimating Equation is (16). Standard errors in brackets are robust to
clustering within product-year. The estimation is conducted with HS10 product-year fixed effects. The reported R? in
the OLS specifications correspond to within-group goodness of fit. Weak identification test statistics is the F statistics
from the Kleibergen-Paap Wald test for weak identification of all instrumented variables. The p-value of the under-
identification test of instrumented variables is based on the Kleibergen-Paap LM test. The test for over-identification is
not reported due to the pitfalls of the standard over-identification Sargan-Hansen J test in the multi-dimensional large
datasets pointed by Angrist et al. (1996).

per worker or TFP (W; = w;/ P;) to its structural efficiency, A;, population size, L;, trade-to-GDP ratio,
Aji, and a measure of internal trade frictions, T;;:

1

W=~ A LA 7T oL (S.1)
The standard Krugman model assumes extreme love-of-variety (or extreme scale economies), which
implies y = 1/ (0 — 1) and precludes internal trade frictions, which results in 7; = 1. Given these two
assumptions, we can compute the real income per worker predicted by the standard Krugman model
and contrast it to actual data for a cross-section of countries.

For this exercise, we use data on the trade-to-GDP ratio, real GDP per worker, and population size
for 116 countries from the PENN WORLD TABLES in the year 2011. Given our micro-estimated trade
elasticity, o — 1, and plugging 7;; = 1 as well as 4 = 1/(c — 1) into Equation S.1, we can compute
the real income per worker predicted by the Krugman model. Figure S.1 (top panel) reports these
predicted values and contrasts them to factual values. Clearly, there is a sizable discrepancy between
the income-size elasticity predicted by the standard Krugman model (0.36, standard error 0.03) and
the factual elasticity (-0.04, standard error 0.06). To gain intuition, note that small countries import
a higher share of their GDP (i.e., posses a lower A;;), which partially mitigates their size disadvan-
tage. However, even after accounting for observable levels of trade openness, the scale economies
underlying the Krugman model are so strong that they lead to a counterfactually high income-size
elasticity.

One solution to the income-size elasticity puzzle is introducing internal trade frictions into the
Krugman model (i.e., relaxing the 7;; = 1 assumption). Ramondo et al. (2016) perform this task using
direct measures of domestic trade frictions. Their calibration is suggestive of 7;; o L7, Plugging
this implicit relationship into Equation S.1 and using data on population size and trade openness,
we compute the model-predicted real income per worker and contrast it with actual data in Figure
S.1 (middle panel). Expectedly, accounting for internal frictions shrinks the income-size elasticity.
However, as pointed out by Ramondo et al. (2016), the income-size elasticity remains puzzlingly
large.

We ask if our micro-estimated scale elasticity can help resolve the remaining income-size elasticity
puzzle. To this end, in Equation 5.1, we set the scale elasticity to y = a/ (0 — 1) where « is set to
0.65 as implied by our micro-level estimation. Then, using data on population size and trade-to-GDP
ratios, we compute the real income per capita predicted by a model that features both domestic trade
frictions and adjusted scale economies. Figure S.1 plots these predicted values, indicating that this
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adjustment indeed resolves the income-size elasticity puzzle. In particular, the income-size elasticity
predicted by the Krugman model with adjusted scale economies is statistically insignificant (0.02,
standard error 0.03), aligning very closely with the factual elasticity.

T Mapping Second-Best Tax Formulas to Data

In this appendix, we present an analog to Proposition 1, but for second-best trade taxes under
restricted entry (as specified by Theorem 2). As in Section VI, we assume that preferences have a CES-
Cobb-Douglas parametrization. We use the “xx” superscript indicates that a variable is being evalu-
ated in the counterfactual second-best optimal policy equilibrium. We assume hereafter that countries
do not apply domestic subsidies in the factual equilibrium, i.e., s,y = 0 for all n € C. Using the
hat-algebra notation and the expression of the good-specific supply elasticity, wj; x (Equation 10), we
can write the second-best tax formulas in changes as follows:

1+ (or — 1) Ay ki

T+7 A
1+ 1+;ﬁ1 (o — DAjigAiik

[optimal import tax] 1+ t]l = (1 + w]*l*k)

(k= 1) Lot [(1 + wmg)/\nj,k}\nj,k} < 1+ 1 >

[optimal export subsidy] 1+ x;} = —
v 1+ (o — 1) (1 — Ayixhijx) P

+ 1

. S . 1+ t;“z*k S 1+ x;“j*k
[change in taxes] 1+s;, =1; T+t = 1 ; T+ xijp = /
+ t]l,k

. T.1
o

Since the rest of the world is passive in their use of taxes, 1+s,x = 1+#j,x = 1+ x,% = 1 for

all n # i. To determine the change in expenditure shares, ﬁji,k, we need to determine the change in

consumer price indexes. Invoking the CES structure of within-industry demand, we can express the
change in market i—industry k’s consumer price index as
1

N F6, 17\
[price indexes] I3 = Z Anik ?ﬂlk@n ) (T.2)
n=1 1+ Xni k
Given Pi,k, we can calculate the change in expenditure shares /A\jilk and revenue shares 7;; ; as
i 1%
[expenditure shares] /A\ji,k = /ik Wi 131.‘7}’;_1
1+x ik
— — -1

14+ Xk, N T+x0.

[revenue shares| 7 = (/\]l’)\ji,kYi> ( ?]n’)\jn,kl/n . (T.3)
1+ tji,k =11+ tjn,k

The change in wage rates, ®@;, and labor shares, p; ;, are dictated by the labor market clearing (LMC)
condition, which ensures that industry-level sales match wage payments:

— A .
[LMC] (1 + 7 )DiwiL = ) Z = t“ AijAij e YiYi (T4)
jeCkeK jik
where the output-weighted average markup in the counterfactual equilibrium is given by
T A .
- YjeC LkeK W/\i]‘,k)\ij,kej,kyjyj
+H = (T.5)

ko
1+xﬁk

Zjec Y keK [(Hyk)(l ;rtﬁk)/\ij,k)tij,ke]',ijYj]
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1

Figure S.1: Resolving the income-size elasticity puzzle
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The change in national expenditure, Y;, is governed by the balanced budget (BB) condition, which
ensures that total expenditure matches total income from wage payments and tax revenues:

1—(1+x5)
~ _ k A o k 3 >
[BB] Y;Y; =+(1+ ‘M Y;w;L; + ;Z ( ]lt**k i, k)\ji,kei,kYiYi + Hﬁ*kl]/\ij,k)\i]’,ke]‘,ky]'y]) . (T.6)
Jj# 71, 1],

Equations T.1-T.6 represent a system of 2N + NK 4-2(N — 1)K independent equations and unknowns.
The independent unknowns are, namely, @; (N unknowns), Y; (N unknowns), pix (NK unknowns),

T+t jix (N —1)Kunknowns), and 1+ x; xjjx ((N — 1)K unknowns). Solving the aforementioned system

is possible with information on observable data points, ID, and estimable parameters, ® = {py, 0% }.
Once we solve this system, the welfare consequences of country i’s optimal policy are also fully de-
termined. The following proposition outlines this result.

Proposition 1. Suppose we have data on observable shares, national accounts, and applied taxes, ]D={/\ji,k/ Tii ks €ikr Yi, Wil

and information on structural parameters, @ = {py,0r}. We can determine the economic consequences of
country i's second-best optimal policy by calculating X = {?i, Wi, Pij, 1+ tig, 1+ xij,k} as the solution to
the system of Equations T.1-T.6. After solving for X, we can fully determine the welfare consequence of country
i’s optimal policy as
W, =Y,/ H Pz’j];k, (VneC)
ke

where Ign,k can be computed as function of X and data, D, using Equation T.2.

U Additional Details about the World Input-Output Database

This appendix presents additional details about the World Input-Output Database analyzed in
Section VI. Table U.1 describes our aggregation of WIOD industries into 16 industries. To summarize
the information in this table, we aggregate the "Agriculture” and Mining” industries into one non-
manufacturing industry. We also follow Costinot and Rodriguez-Clare (2014) in two details: First, we
aggregate the "Textile” and 'Leather” industries into one industry. Second, we lump all service-related
industries together treating them as one semi-non-tradable sector.

Following Proposition 1 in Section VI, we need data on observable shares, national accounts, and

applied taxes (D = {/\ji,k/ Tiiks €iks Qi Yi, Wili, Xij k, tﬁ’k'si’k}jik) to compute the gains from policy.

The WIOD reports data on trade values, Xj;x = Pj;xQjix, for each origin j-destination i-industry
k. The aggregated version of the data covers N = 33 countries (including the rest of the world)
and K = 16 industries. Below, we describe how each element in ID is computed based on Xiik and
our estimated values for y;. Assuming that countries impose no taxes under the status-quo, we can
compute national income and the wage bill in each country i as follows:

K N . .
Y- = i % X,its w:L: = Zk:] Zn:l Xin,k lf el’ltry 1S free
i L niks iki YR OYN ﬁ X if entry is restricted

Next, we can compute the within-industry and industry-level expenditure shares for each market i
based on the following calculations:

N N
X]z k . . anl Xni,k o anl Xni,k
oy — 9 N = Y. .

Zn 1 Xni, k Eg Yn—1 Xni,g !

Lastly, we can compute the within-industry revenue share and the industry-level labor share in each
country using the following equations:

N
o Xin,k . o anl Xin,k
Tink = SN < 7/ Pik

N T vK N :
anl Xin,g Zg:l Zn:1 Xin,g

Ajig =
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Table U.1: List of industries in the World Input-Output Database

WIOD Sector Sector’s Description Trade Ealsticity | Scale Ealsticity
1 Agriculture, Hunting, Forestry and Fishing 6.227 0.143
2 Mining and Quarrying 6.227 0.143
3 Food, Beverages and Tobacco 2.303 0.393
4 Textiles and Textile Products 3.359 0.294

Leather and Footwear
5 Wood and Products of Wood and Cork 3.896 0.229
6 Pulp, Paper, Paper , Printing and Publishing 2.646 0.320
7 Coke, Refined Petroleum and Nuclear Fuel 0.397 1.758
8 Chemicals and Chemical Products 3.966 0.232
9 Rubber and Plastics 5.157 0.140
10 Other Non-Metallic Mineral 5.283 0.167
11 Basic Metals and Fabricated Metal 3.004 0.209
12 Machinery, Nec 7.750 0.120
13 Electrical and Optical Equipment 1.235 0.552
14 Transport Equipment 2.805 0.129
15 Manufacturing, Nec; Recycling 6.169 0.152

Electricity, Gas and Water Supply

Construction

Sale, Maintenance and Repair of Motor Vehicles and Motorcycles;

Retail Sale of Fuel

Wholesale Trade and Commission Trade, Except of Motor Vehicles

and Motorcycles

Retail Trade, Except of Motor Vehicles and Motorcycles; Repair of

Household Goods

Hotels and Restaurants

Inland Transport
16 Water Transport 11 0

Air Transport

Other Supporting and Auxiliary Transport Activities; Activities of
Travel Agencies

Post and Telecommunications

Financial Intermediation

Real Estate Activities

Renting of M&Eq and Other Business Activities
Education

Health and Social Work

Public Admin and Defence; Compulsory Social Security
Other Community, Social and Personal Services

Private Households with Employed Persons
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V  Quantitative Analysis with Exact Formulas

Our optimization-free quantitative approach in Section VI relied on approximate formulas for the
export supply elasticity. The same analysis, however, can also be conducted with exact formulas. In
this appendix, we demonstrate this point and show that both approaches deliver virtually identical
output. Though, our suggested approximation saves computation time to a notable degree.

As a starting point, we appeal to our exact formula for the (general equilibrium) export supply

elasticity,”

Wi = 1 WiLip'k <alnPﬁ,k> +anLnr p . (all‘lpm‘,k>
jLk = ] 71 Vi, - 71 'ni,n, -
rikPjk | wil; IIn Qjix wyp, 1 wiL; dInQjix wYB;

As detailed in Appendix, < g 11: 5 "’; ) v is a partial derivate holding constant the vector of wages,
k7 w,Y,IP;

income, and “consumer” prices associated with economy i. The matrix consisting of these par-
tial derivatives can be evaluated by inverting a system of equations as specified by Equation E.38.
Namely,

(fﬂnl’n,k) ( OPy ) () . Fu() TN fRul) . R
dln Qli,k W,Y,IPI‘ dln QNi,k W/YIIPi Jln Pll,k dln PNN,k Jdln Qli,k Jdln QNi,k
( 9In Py k ) ( OPNN ) OFnik() . OFNik() OFNik() . 9FNik()
I Quix Jwy P, IOk ) w,y,p; dIn Py dInPynk dIn Qq;x dIn Qi
A
Hk

where Fy; 1 (Qix Pr) = Punk — Gunk®n [Tuik Quik + Loz Tk Quex] % = 0, with the corresponding
derivatives specified in Appendix E.

With the above background, we now explain how the quantitative procedure explained in Section
VI.A can be re-done without appealing to approximation or numerical optimization. In summary,
one must now solve the exact optimal tax formulas in conjunction with the equilibrium condition in
changes. The exact optimal tax/subsidy formulas can be expressed as

1
Pii kP ki k)
(0r = 1) Xpzi {(1 + tZi,k)}‘nj,kAnj/k]
1+ (o — 1) (1 — Ajixhijx)

Z?JZZUILI ~ *« d\]nw”Ln ~ ~ *
Do L, LikPik ik + Z Do Lo nikPn kT nikfn ki
JYIE nti V%It

[optimal import tax] 14t =1+

7

[optimal export subsidy] 1+ x:’kj,k =

* *
14 — 14t — 14y
1+si = ; 1+t = ~; 1+ xj = ——. A
ik 1+ Si jik 1+ tji,k ij k 1+ xi]',k ( )
*
The variable s; ik = (311278’”:) P refers to the partial price derivatives evaluated in the counter-
’ jik /w,Y,P;

factual optimal policy equilibrium. The entire matrix of s, j i 'S can be recovered with information on
structural parameters and the change to observable share variables. Namely,

~1 L S

Mk N A1k o AINK Ty "1k ik 0
: . : =—|In— : : : : ’
Nk T PNNk ANLk 't ANNk 0 e TRTNIA NGk

where the elements of the first matrix on the right-hand side are

Hk 3 5
pje = Njsi——— Y [(lnzﬂfk — (0 —1) /\jf,k)\jé,k) rné,krnf,k} :
L e i
Solving Equations (A) and (B) alongside the equilibrium conditions specified by Equations 18-21 in

36Notice, the above expression for w jik precludes cross-industry effects, given our Cobb-Douglas utility parameterization
across industries.
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the main text determines the entire vector of counterfactual outcomes after the imposition of optimal
taxes/subsidies. The following proposition summarizes this point.

Proposition 2. Suppose we have data on observables, ID = {Aﬁ,k, Tii ks €ijr O gr Yir WiLi, Xij ks Ei ks Si’k}jik'

and information on structural parameters, @ = {py, 0r}. We can determine the economic consequences of
country i's optimal policy by calculating X = {Yi, Wi, Pij, 1+ Sik 1+ tjix, 1+ xi]-,k} as the solution to the
system of Equations consisting of (A) and (B) plus equilibrium conditions 18-21. After solving for X, we can
fully determine the welfare consequence of country i's optimal policy as
Wi:Yi/ Hﬁ;;ék, (Vn EC)
keK

where ﬁi,k is determined by Equation 18 as a function of X and data, ID.

Using Proposition 3, we recalculate the exact gains from optimal policy and compare them with
the baseline gains implied by our approximate formulas. The results are displayed in Table V.1 for se-
lect countries. These are relatively large countries for which our approximation is more suspect. One
immediately notices that our approximate formulas deliver identical numbers to the exact formulas.

The intuition, as explained in Appendix E, is that the matrix Ay = {ﬂn]‘,k} is sufficiently sparse. To

put these results in perspective, Table V.1 also reports the gains implied by the small open economy
optimal policy formulas. These formulas are presented in Section II. The small open economy as-
sumption is markedly more error-prone, as it attributes “zero” import market power to each country
irrespective of market size and import composition.

Table V.1: Gains from policy: exact vs. approximate optimal tax formulas

Exact Formula Approximated Formula Small Open Economy Formula
Country AW AW Error AW Error
BEL 1.3088% 1.3088% 0.00% 1.3007% 0.62%
DEU 1.7117% 1.7113% 0.02% 1.6885% 1.37%
NLD 1.3547% 1.3547% 0.00% 1.3450% 0.72%
NOR 1.1889% 1.1889% 0.00% 1.1757% 1.12%
USA 1.5283% 1.5278% 0.03% 1.5178% 0.69%

Note: The data source is the 2014 World Input-Output Database (WIOD, Timmer et al. (2015)). Policy outcomes in the small
open economy case are calculated using the optimal policy specification under 12.

W  Elucidating the Tension between ToT and Misallocation

This appendix shows that the inefficacy of 2nd-best non-cooperative trade taxes stems from the
tension between terms-of-trade (ToT) and misallocation. Our quantitative analysis, recall, indicated
that 2nd-best trade taxes can replicate less than 40% of the gains from the 1st-best policy choice, which
combines trade taxes with Pigouvian subsidies. In what follows, we argue that this apparent lack of
efficacy is not a universal feature that merely reflects the targeting principle. Instead, it is an empirical
result based on our estimated trade and scale elasticity values.

To establish this point, we artificially raise Cov (0%, i) and recompute the gains from 2nd-best
trade taxes. We then calculate the efficacy of 2nd-best trade taxes as the ratio of the corresponding
gains relative to the 1st-best policy choice. Each iteration maintains the estimated vector of trade
elasticities and adjusts the scale elasticities (or firm-level markups) to artificially inflate Cov (o, pk)
relative to its estimated value. Throughout this appendix, we report results for the case of restricted
entry, noting that similar results hold under free entry.

The results reported in Figure W.1 confirm that 2nd-best trade taxes become increasingly more
effective as Cov (o, py) is artificially inflated. Under our estimated parameters, Cov (oy, px) ~ —0.60
and 2nd-best trade taxes can replicate less than 40% of the 1st-best gains from policy. When Cov (o, i)
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is artificially raised to —0.35, 2nd-best trade taxes can replicate close to 60% of the gains from 1st-best
gains from policy. When Cov (0%, ) is raised further to 0.30, the efficacy of 2nd-best trade taxes im-
proves to 80%. These results indicate that the inefficacy of 2nd-best trade taxes is not an exclusive
reflection of the targeting principle. While one expects a less-than-100% efficacy based on the target-
ing principle, 2nd-best trade taxes become a remarkably weaker substitute for Pigouvian subsidies
under lower values of Cov (0%, p).

Figure W.1: 2nd-best trade taxes become more effective as Cov (i, 0y ) is artificially inflated

Estimated parameters [] Artificial parameters

Efficacy of 2nd-Best Trade Taxes

-0.65 -0.35 0.20
Cov(n,,0,)

Note: The data source is the 2014 World Input-Output Database (WIOD, Timmer et al. (2015)). Each bar reports the average
welfare gains when countries implement their 1st-best policy without retaliation by partners. The artificial parameters are

constructed by fixing ¢ to its estimated values and adjusting pto artificially inflate Cov (j, 0% ).

We repeat the same exercise to elucidate the immiserizing growth effects of unilateral policy
markup correction. In particular, we artificially raise Cov (o, px) and recompute the consequences
of unilateral markup correction. Each iteration maintains the estimated vector of firm-level markups
(or scale elasticities) and adjusts the trade elasticities to artificially inflate Cov (o, jx) relative to its
estimated value. This choice ensures that the degree of inter-industry misallocation remains approxi-
mately the same despite the change in Cov (0%, py).

The results reported in Figure W.2 indicate that immiserizing growth effects fade and even reverse
as Cov (0y, pix) is artificially inflated. Under our estimated parameters, where Cov (0%, px) ~ —0.60,
unilateral markup correction prompts immiserizing growth and lowers welfare. When Cov (o, p)
is artificially raised to —0.35, unilateral markup correction no longer triggers immiserizing growth.
When Cov (0, py) is raised further to 0.30, unilateral markup correction becomes a promising policy
choice as it restores allocative efficiency and improves the ToT at the same time.

X Country-Level Exposure to Immiserizing Growth

This appendix digs deeper into the immiserizing growth effects of unilateral industrial policy.
Recall from section sec: Tension that immiserizing growth presents a grave challenge to industrial
implementation in open economies. In Section III, we reported the extent of immiserizing growth for
the average country. Here we unpack these numbers. First, by reporting immiserizing growth effects
on a country-by-country basis. Second, by highlighting that trade-to-GDP is a crucial determinant of
the extent to which countries experience immiserizing growth.

Figure X.1 displays welfare consequences when countries implement corrective policies without
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Figure W.2: Immiserizing growth effects diminish as Cov (uy, 0y.) is artificially inflated

Estimated parameters [| Artificial parameters

(9]

~

w

N

=

o

%AW (unilateral markup correction)

-0.65 -0.35 0.20
Cov(n,0,)

Note: The data source is the 2014 World Input-Output Database (WIOD, Timmer et al. (2015)). Each bar reports the average
welfare change when countries undertake unilateral markup correction without reciprocity by partners. Thea artificial
parameters are constructed by fixing p to its estimated values and adjusting oto artificially inflate Cov (pg, 0% ).

reciprocity by trading partners. The results in Figure X.1 highlight two rudimentary points: First,
while most countries experience a deterioration of welfare, a few do not. But even for those few coun-
tries dampened gains from correcting misallocation than if they were operating as closed economies.
Second, trade-to-GDP (measured as the value of imports divided by GDP) is strongly associated with
the intensity at which countries experience immiserizing growth. Figure X.1, moreover, reveals that
countries not experiencing immiserizing growth tend to trade relatively more with each other. Hence,
even if these countries adopt corrective industrial policies, it does not spare others from immiserizing
growth—hence the importance of multilateral coordination of corrective policies via deep agreements.

Y Gains from Policy Under Alternative Assumptions

In this appendix we quantify the gains from optimal policy under three alternative scenarios, com-
paring them to the baseline gains reported in Section VI. In each case, we contrast the new policy gains
with the baseline gains along the two dimensions: First, in terms of the gains from first-best trade and
industrial policies. Second, in terms of the effectiveness of second-best trade taxes at replicating the
first-best outcome.

Y.1 Gains Implied by the Melitz-Pareto Model

Suppose the data generating process is consistent with a Melitz-Pareto model that accommodates
tirm-selection effects. In that case, Theorem 1 characterizes the optimal policy under the following
reinterpretation of parameters—see Appendix D:

, 1+ L if entry is free
1 + ykMelltZ — { ﬂk’)/kﬁk y
(re=1) (% +1) =0

9 |
149 (Ukl,l - 7k1,1)

To compute the gains from policy we, therefore, need estimates for o, 7k, and ;. We have already
produced estimates for the former two parameters. To estimate ¢, we can first recover (T}c\/[ehtz using
a standard gravity estimation a la Caliendo and Parro (2015). To explain the estimation procedure,
suppose tariffs are applied before markups and industrial and export subsidies are zero (xj;x = sjx =

0 for all 7, j, k). In that case, the national-level import demand function transforms into the following

Melitz
. , Lo Yy =1+
if entry is restricted k
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Figure X.1: Higher ggdlﬁ is associated with stronger immiserizing growth from unilateral corrective policies
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welfare gains when a country undertakes unilateral markup scale without reciprocity by partners.

industry-level gravity equation:”

—0 Melitz 1— U_Melitz

N . 1
Xjik = PiixQjik = PjeQijtyy © (I+tiip) %,

Melitz Melitz Melitz Melitz Melitz :
L _1—Uk 1—(7k _ _ 1—0’k 1—0’k 1_(7Mehtz
where ®;; = L].,k a w; and O = ¥, |G i, Toik (LT +tpip) % eirYik

can be viewed as the exporter and importer fixed effects in the standard gravity estimation sense.
To produce our final estimating equation, we assume that iceberg trade costs are given by InTj; =
Indj; x + €jix, where (i) djix = djjx is a systematic and symmetric cost component that accounts for
the effect of distance, common language, and common border, while (ii) ¢ jikisa random disturbance
term that represents any deviation from symmetry. Invoking this decomposition, we can produce the
following estimating equation for any triplet (j,i,1):

N XjijXinjXnjx (UMehtZ B 1) n (14 i) (T i i) (1 + tyjix)

Xii e Xk K jn : (T tij0) (1 + tuig) (1 + Ejn k)

The left-hand side variable, in the above equation, is composed of observable national-level trade val-
ues in industry k. The right-hand side variable is composed of observable industry-level tariff rates.
The error term ¢, x = Gk(sij,k — €ik T €ink — Enik t Enjk — € jn,k) encompasses any idiosyncratic vari-
ation in non-tariff barriers. Under the identifying assumption that applied tariff rates are orthogonal

Ejin k-

to €jink, L., E [tji,k Sji,k} = 0, we can estimate (T}{\/[elitz by estimation the above equation with data on

37The assumption that tariffs are applied before markups, amounts to saying that tariffs act as a cost-shifter. Alternatively,
if tariffs are applied after markups, they act as a demand shifter. In the latter case, the elasticity of trade with respect to tariffs
diverges from the trade elasticity in its standard definition—see Costinot and Rodriguez-Clare (2014) for more details.

82



Melitz-Pareto Model

Figure Y.1: The gains from policy under the Melitz-Pareto model
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trade values, in,k, and applied tariffs, t;;;, from the WIOD and TRAINS-UNCTAD datasets. After

estimating (f}(\/[ehtz, we can recover ¢ for our previously-estimated values for o} and yj (which are
reported in Table 3):
P a.llc\/lelitz -1
k— .
A~Melit 1 1
1 + ((Tk o — 1) (’)/k*l - O'k*‘l)

For the analysis that follows, we borrow the estimated values for U,l(\/[ehtz from Lashkaripour (2020a;

2020b), which is based on the 2014 WIOD and TRAINS-UNCTAD datasets. After pinning down

all the necessary parameters, we simply evaluate and plug cr}cvlehtz and ykMehtZ into our optimal tax

formulas to compute the gains from optimal policy. The process is akin to that outlined in Section VI.
Importantly, one should note that without our micro-level estimates for oy and py, it is impossible to

recover both (T}cwehtz and ‘ukMemZ from macro-level trade and tariff data.

The optimal policy gains implied by the Melitz-Pareto model are reported under Figure Y.1. The
results indicate that accounting for firm-selection (& la Melitz-Pareto) magnifies the gains from the
first-best trade and industrial policy schedule. Moreover, accounting for firm-selection dampens the
efficacy of second-best trade taxes at replicating the first-best policy gains. If anything, these results
indicate that our baseline claim that trade taxes are an ineffective second-best substitute for industrial

subsidies is strengthened once we account for firm-selection effects.

Y.2 Gains Implied by the Fixed-Effect Estimates for j/; and oy

Our baseline estimation of the gains from policy in Section VI utilized the first-difference estimates
for uy and ox—these estimates were reported under Table 3. In Appendix Q (under Table Q.1), we
reported alternative estimates for yj and oy based on a two-ways fixed-effects estimation of the firm-
level import demand function. In this appendix, we recompute the gains from policy using these
alternative estimates for y and oy.

The implied gains from optimal policy are reported under Figure Y.2. The fixed-effects estimates
for o} and yy imply (on average) smaller gains from first-best trade and industrial policies. This
outcome drives from two main factors: First, the fixed-effects estimates for py exhibit smaller het-
erogeneity across industries. As such, they imply a small degree of misallocation in the economy
compared to the baseline estimates. Second, the fixed-effects estimates for o} are generally smaller
and imply larger unilateral gains from terms-of-trade manipulation.
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Fixed Effects Estimates for n, and o,

Figure Y.2: The gains from policy under alternative estimates for oy and iy
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Another takeaway from Figure Y.2 is that second-best trade taxes exhibit a greater degree of ef-
ficacy compared to the baseline case. This outcome reflects two issues: First, the corrective gains
from policy are a smaller fraction of the overall first-best policy gains, once we plug the fixed-effects-
estimated values for ox and p,. Second, the fixed-effects-estimated values for oj and pj exhibit a
smaller negative correlation relative to the baseline estimates. As explained in Section IV, the less
negative Cov (0%, jix ), the smaller the implicit tensions between the terms-of-trade-improving and cor-
rective gains from trade taxation—hence, the greater efficacy of second-best trade taxes.

Y.3 Assigning Alternative Values to ji; and oy for the Service Sector

Our estimation of 0 and iy in Section V relied on transaction-level trade data, which is scarce for
(semi-non-traded) service industries. To address this issue, our baseline estimation of the gains from
policy normalized the aforementioned parameters in service-related industries as follows:

o =11, U =0 if k € Service

The value assigned to oy for service-related industries is less consequential for our estimated wel-
fare gains. The reason is that oy governs the gains from terms-of-trade manipulation. However,
under the status quo, there is little-to-no trade occurring in service industries. With little-to-no ser-
vice trade under the status quo equilibrium, the scope for terms-of-trade manipulation is limited in
service industries—all irrespective of the value assigned to 0.*"

The value assigned to i, however, can have a profound effect on the estimated gains from optimal
policy. To elaborate on this point, recall that one function of optimal policy (in our framework) is
to correct misallocation due to markup heterogeneity. The degree of misallocation can be crudely
measured as the cross-industry variance in markups, i.e., Var(p;). Data indicate that the service

38This outcome is an artifact of the CES parametrization of import demand. Specifically, in response to a change, %, in
trade taxes, the post-tax-change expenditure shares remain zero if start as zero in the initial equilibrium—all irrespective of
the trade elasticity values. Stated in mathematical terms,

A A, 1-0i
. Ajij (Tji,kwj)
lim  Ajie = T
Yo Ani (T k@n)

=0 Vo > 1.

Since Aj; x & 0 in services, trade taxes have little-to-no ability at improving the terms-of-trade, as doing so requires policy to
shrink exports/imports in the service sector away from their factual level.
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Conservative Choice of p, in Services

Figure Y.3: The gains from policy when the service sector is modeled more conservatively
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sector constitutes a non-trivial fraction of total output in each country. So, the value assigned to the
service sector’s i is a non-trivial determinant of misallocation, as measured by Var ().

As indicated above, our baseline analysis assumed that the service sector is perfectly competitive.
This assumption, which is rather standard in the quantitative trade literature, amounts to setting
ux = 0 for any service-related industry, k. In this appendix, we contrast our baseline results with those
obtained under the alternative but extremely conservative assumption that y in services equals the
average Jix in traded (non-service) industries. This assumption is conservative because it artificially
deflates Var () and, accordingly, dampens the corrective gains from optimal policy.

The gains computed under our conservative treatment of the service sector are reported under
Figure Y.3. As expected, the gains from first-best policies are relatively lower under the conservative
treatment—simply because the conservative value assigned to the service sector markup artificially
lowers the degree of misallocation and the scope for policy intervention. Relatedly, second-best trade
taxes are also more successful at replicating the gains obtainable under the first-best policy schedule.
The intuition is that the corrective gains from policy constitute a smaller fraction of the first-best policy
gains under the conservative model. Hence, the inability of trade taxes to replicate corrective gains
becomes less consequential.

Z The Gains from Policy Under Artificial Parameter Values

Under what parameter values will our framework predict larger gains from policy? To answer this
question, we simulate an artificial economy (with artificial values assigned to oj and ) to examine
the degree to which the gains from policy inflate under more extreme parameter values. Our theory
indicates that the gains from optimal policy are regulate by two key statistics:

i. The variance in the industry-level scale elasticities, Var [log p].

ii. The average level of the (inverse) industry-level trade elasticities, IE { aklfl] .

The first statistic governs the extent to which countries can gain from restoring allocative efficiency.
To explain this statistic, we can appeal to the Hsieh and Klenow (2009) exact formula for distance from
the efficient frontier. Considering that preferences are Cobb-Douglas across industries, the distance
from the efficient frontier in each country (net of trade effects) can be approximated to a first-order as

1
Distance from efficient frontier ~ EVar [log py] -
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The average level of yy is, however, inconsequential. To convey this point, suppose we multiply all
the markups by some number 2 € R,. Since this change is akin to offering a uniform industrial
subsidy a to all industries, then it preserves real welfare based on Lemma 1.

The second statistic determines the degree of national-level market power and, thus, governs the
degree to which countries can gain from ToT manipulation. To explain this statistic succinctly, con-
sider a country that is sufficiently small in relation to the rest of the world. Following Theorem 1, the
average optimal trade tax for this country is given by

Avg. optimal trade tax ~ E [ ! ] .
O — 1
If ;. — oo for all k, the average optimal trade tax approaches zero, leaving no room for unilateral ToT
improvements. Conversely, as 0 approaches 1 the average optimal trade tax increases and so do the
implicit gains from unilateral trade restrictions.*’
Noting the above background, we recompute the gains from policy by artificially increasing Var [log ]

and decreasing [E [ﬁ} , starting from our estimated vectors of {oy} and {4 }. The results are re-

ported in Z.1 for a select set of countries—namely, the United States, China, Indonesia, and Korea. The
graph indicates that the gains from policy nearly double if we artificially raise Var [log y| by a factor

of two. A similar effect is borne out if we artificially raise IE [%} by a factor of about two. An ap-

parent pattern, here, is that the gains from policy exhibit similar sensitivity levels to Var [log ] across
governs the gains from ToT-improvement which are smaller (by design) for larger economies like the
United States or China. The gains for restoring allocative efficiency, however, depend less on size and
more on a country’s industrial pattern of specialization under the status quo—see Kucheryavyy et al.
(2023a) for the role of specialization patterns.

These findings provide a platform to compare our estimated gains with alternatives in the litera-
ture. Our finding that the gains from restoring allocative efficiency are large sits well with the findings
in Bagaee and Farhi (2017) that eliminating sectoral markup-heterogeneity in the U.S. economy can
raise real GDP by 2.3%.%0 Bartelme et al. (2019), however, estimate smaller gains from similar policies.
To understand these differences, note the formula for distance from the efficient frontier. Also note
that true value for the scale elasticity, /"¢ = i + 1, where y denotes the elasticity of Marshallian
externalities. Accordingly, the true distance from the frontier can be approximated as follows:

all countries, but different sensitivity levels to E [ This pattern is expected, because E

1
‘CTrue ~ EVar [log (wk + .uk)]

Our analysis like Bagaee and Farhi (2017) sets ¢ = 0, and measures the degree of allocative inef-
ficiency as £LL%%Var [log (yx + px)]. This approach can lead to an overstatement of L if iy is neg-
atively correlated with firm-level market power, y;.*! In comparison and as noted in Section V.D,

the degree of misallocation in BDCR’s analysis is measured as ﬁBCDR%%Var [log (,’Mk + P — ﬂ) } ,

-1
where By is the share of industry-specific factors in production. This approach can understate £ when
there are significant diseconomies of scale due to a high .
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