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Abstract

Bielefeld Graduate School of Economics and Management
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Doctor of Philosophy Economics

Essays in International Trade, Multinational Firm Production and

Economic Growth

by Phemelo TAMASIGA

This thesis investigates questions of international trade, multinational firm production
and economic growth. Firstly, Chapter 2 quantifies the total gains from openness such
that firms can either export to their foreign markets or carry out horizontal FDI char-
acterised by intra firm exports of intermediate inputs from parent firms to their sub-
sidiaries. This is motivated by the fact that despite empirical evidence on the rising
importance of intermediate good inputs in trade shares, literature on gains from trade
has not adequately accounted for intermediate input share in calculating total trade
gains. Intermediate input shares play an important role as they affect the trade elastic-
ity hence welfare changes, we find that gains from trade and FDI derived in this model
are higher than the current documented gains in trade literature. Chapter 3 presents
a dynamic general equilibrium model of corporate taxation of heterogeneous produc-
tivity firms that enter foreign markets via exports or setting up a multinational firm
subsidiary. This model is at the nexus of international trade models of firm heterogene-
ity and endogenous growth model without scale effects. Chapter 4 investigates inter-
national trade of exhaustible resources in a differential game over a continuous time.
When exhaustible resources are concerned in questions of economics, inter-temporal
trade offs between generations cannot be ignored as resources are depleting. Standard
static models of international trade that argue that countries trade because of differ-
ent factor endowments are not enough because resource prices change over time, and
the exhaustible resource endowment is also declining over time. It is therefore natural
to consider dynamic tools such as differential games to address economic questions of
trade of exhaustible resources. Central to our study is the result that Hartwick’s rule is

broken, i.e. not all resource rents are reinvested into capital.
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Chapter 1

Introduction

1.1 Background Motivation

Central to debates and discussions forums within economic cycles is the question, how
does globalization benefit economies? Many countries have developed policies that en-
able them to be participants in the global market, however their main concern is how
international trade and foreign direct investment (hereafter, abbreviated FDI) harm
or foster economic growth. Thus far, there are insurmountable volumes of literature
documenting both positive and negative effects of foreign direct investment and interna-
tional trade depending on the countries engaged. For example, Singh (2010) concluded
that the effects of international trade on economic growth and welfare remains am-
biguous in terms of both theoretical models and empirical research. In economics the
subject of globalisation touches the realms of growth theory and industrial organization
beyond international trade. In static models of trade and FDI there is a consensus
among economists of the gains from globalisation; that is, both consumers and firms
benefit from specialization and from the access to a broader variety of goods on the
world market. However, a theoretical debate has ensued and it questions the advantage
of globalisation through trade and FDI in dynamic set-ups. Against this background,
this thesis tries to contribute to the theoretical debate surrounding the effects of trade
and FDI, focusing in particular on the total gains from trade and FDI, implications
for economic growth through productivity changes and the role of exhaustible resources
in international trade. The following subsections; (1.1.1), (1.1.2), (1.1.3) provide brief

motivations and overview of the three essays of this thesis.
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1.1.1 Quantifying Gains from Trade and Foreign Direct Investment

with Heterogeneous Firms

The pioneering work of Samuelson (1939) showed that there are gains from trade, con-
sequently one of the pertinent questions in international trade literature is how best
to measure these gains. The workhorse empirical tool to measure the welfare gains in
international trade is the empirical gravity model of trade. There is a wide variety of
theoretical models that provide the foundation for the gravity model and interpret the
empirical patterns of bilateral trade. After the works of Samuelson (1939) all attempts
made to understand gains from trade focused on identifying aggregate relationships
through cross-country comparisons using empirical analysis. For example, Sachs and
Warner (1995) argued that open economies tend to experience higher growth rates than
closed economies. On the theory side, traditional models of trade, such as those based
on Ricardo (1821) and Heckscher and Ohlin (1991), focus on gains from specialization
by comparative advantage in settings of homogeneous firms. More recent trade models
which studies the gains from trade take a different approach, they consider firms that are
heterogeneous in their productivity levels and conclude that less productive firms exit
the market due to stronger competition from imports, as a result resources shift to more
productive firms which can then produce and sell more. The net result is an increase in
average productivity. A more recent work by Arkolakis et al. (2012) has shown that both
the traditional trade models with homogeneous firms and the new trade models with
heterogeneous firms all yield the same measure of trade gains. Arkolakis et al. (2012)’s
result is based on the assumption that only the trade elasticity and the country’s ex-
penditure share on traded goods are the two static measures necessary to measure the
gains from trade. Interestingly, the gains from trade measured in Arkolakis et al. (2012)
only considered inter-trade transactions. i.e, trade between non affiliated firms between
countries. However, Bernard et al. (2009) carried out an empirical study that showed
that a substantial volume of trade takes place within the multinational firms. This
implies that there is intra-firm trade between parent firms and their subsidiaries. This
provides an motivation to investigate total gains from trade taking into account both

inter-firm trade and intra-firm trade.

1.1.2 Capital taxation, Heterogeneous Multinational and Trade Firms

in a Model of productivity Growth

Trade theories have investigated how product variety is affected by trade flows and
multinational firm production. On the other hand endogenous growth models have

tackled question of how process innovation affects mass of diversified products. Amongst
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the first studies that combined trade and growth was the work of Rivera-Batiz and
Romer (1991), their study attempted to reconcile two seemingly contradictory views;
endogenous growth models with increasing returns as investigated by Romer (1990)
showed that trade restrictions lead to a decline in the rate of economic growth, in contrast
Grossman and Helpman (1991) showed that in some circumstances, trade restrictions
could nevertheless increase economic growth. Still, the corporate taxation effects in such
models are still missing even though it is apparent and clear in vast empirical studies that
corporate taxes affect the specialisation pattern and location decisions of firms. Egger
et al. (2010) investigated whether foreign plant ownership involves lower tax payments
than domestic plant ownership. Their empirical study concluded that foreign owned
firms paid lower taxes than domestic firms in high tax jurisdictions but higher taxes in
lower tax jurisdictions hence the opportunity to shifts profits. Hence this paper sheds
light on corporate taxation effects on heterogeneous firm productivity, economic growth

and decisions of being a multinational and trade firm.

1.1.3 Impact of Exhaustible Resources on opening for International
Trade: Hartwick’s rule and taste for foreign goods (joint work

with Anton Bondarev )

The stocks of natural resources that exist in the natural environment are both scarce
and economically useful as they are used as a component of the production process or for
consumption, either in their raw state or after a minimal amount of processing. These
exhaustible resources are characterised by uneven distribution across countries, highly
volatile prices and dominance in output and trade. Most of the exhaustible resource
rich countries are typically third world poor countries under the spell of the “resource
curse”, that is, they fail to benefit fully from their natural resource wealth, making it

difficult for governments in these countries to respond effectively to public welfare needs.

Transactions of exhaustible resource exports have been significantly on the rise and their
impact on economic growth of resource rich countries have been well documented. What
is peculiar about the study of international trade of exhaustible resources is that the
depletion of a non-renewable resource involves an inter-temporal trade-off; if a resource
is consumed today, it cannot be consumed tomorrow. These inter-temporal trade-offs
pose unique challenges for policy-makers, in part because exhaustible resources are both
essential to the production process and actually or potentially exhaustible. This implies
that trade of exhaustible resources resources has both “static” and “dynamic” economic

effects.
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Static trade theory models such as Heckscher and Ohlin (1991) emphasis that a country
will trade (export) a commodity which uses its abundant factor intensively or differences
in factor endowments will prompt countries to export commodities for which they have
comparative advantage as in the model of Ricardo (1821). This shows that endowments
of natural resources may form the basis for trade in resource rich countries. In support of
this reasoning, Leamer (1984) showed that the relative abundance of oil leads to net ex-
ports of crude oil and mineral abundance leads to net exports of raw materials. However
the main shortcoming of trade theories is that they do not directly address this problem
of exhaustibility and the inter-temporal trade-offs involved. Resource exhaustibility im-
plies that price level also changes over time so are the levels of resources extracted, this
necessitates adopting a dynamic approach that takes into account the change over time
in the availability of a finite resource. This motivates the use of dynamic games where
we are able to construct a continuous time model of international trade with resource

exhaustibility. .

1.2 Contributions and Organisation

This thesis contains three separate chapters, Chapter 2 quantifies the gains from trade
and multinational firms under a framework of heterogeneous productivities. Chapter
3 constructs a dynamic general equilibrium model of corporate taxation of firms that
enter foreign markets via FDI or trade in an endogenous productivity growth framework.
Finally, in Chapter 4 we study a continuous time differential game of international trade
in the presence of exhaustible resources. Following I provide brief synopsis of the specific

contributions of each chapter;

Chapter 2; Quantifying Gains from Trade and FDI with Heterogeneous Firms
The issue of quantifying gains from trade is of long-standing importance in international
trade. Gains from trade derived by Arkolakis et al. (2012) were shown to be the same
in all quantitative trade models under both perfect competition models such as Arming-
ton (1969) and Eaton and Kortum (2002a) and monopolistic competition Melitz (2003).
The derivation is based on the observed share of a country’s trade with itself (share of
expenditure on domestic goods), A;, and the elasticity of aggregate trade costs, ¢. In
this chapter we extend the result obtained by Arkolakis et al. (2012) by incorporating
tradable intermediate inputs within the multinational firm. Consideration of intra firm
intermediate good input is consistent with Bernard et al. (2009) as they found out that
multinational firms comprise a substantial majority of U.S. trade, roughly 90% of U.S.
exports and imports. We derive a closed form formulation for the total gains from in-

ternational trade (both arms length trade and intra-firm trade). We find out that trade
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elasticity is affected also by the share of intermediate inputs. Therefore considering
intermediate good input share magnifies the gains from trade resulting in larger trade
gains. We find out that, with trade elasticity of 4, when the intermediate share is 1/3
the gains from trade in the fashion of Arkolakis et al. (2012) is 3% while the gains from
openness is 11% the difference between our set up (gains from trade and multinational

firm intra firm trade ) and the trade only gains is 8%.

Chapter 3; Capital Tazation, Trade and FDI in endogenous productivity
Growth Model

In this chapter we contribute to the small but growing strand of theoretical research that
incorporates firm heterogeneity into models of tax policy towards mobile, multinational
firms and trade. We present an extended heterogeneous firms productivity model de-
veloped by Melitz (2003) with steady-state productivity growth but without the strong
scale effect. The model has an embedded frame work of innovation led productivity
growth developed by Gustafsson and Segerstrom (2010). Simply put, the aim of this
chapter is to provide a link between firm heterogeneity, innovation and the consequent
productivity growth implications in the presence of corporate taxes. Firstly we find that
corporate taxes have competing effects on the output level via decrease of the number
of intermediate varieties and an increase in final out put labour supply. This implies
that we get the result that for certain higher taxes we still get higher economic growth
since the labour increase in final output implies increase in output in the model. This
implies a higher economic growth due to its equivalence to the output growth, of course
this depends on the extreme possibility that the effect through the labour channel is
strong enough (dominates the effect on varieties), then higher corporate taxes may lead
to higher output growth. Secondly we find that openness to trade or multinational does
not affect the long run growth rate of the economy neither does it affect the share of
labour allocated to R&D s4. However trade liberalisation and openness to multina-
tional firm production had a level effect on mass of varieties produced M(t) | due to
slow down in variety creation. Gustafsson and Segerstrom (2010) arrives to the same
reasoning and explained that as cut-off costs decreases more firms enter export market
hence a rise in the number of available varieties but this leads to more competition and
lower profits, this in turn induces fewer firms to enter the market thus slowing down the

variety process creation.

Chapter 4; Impact of exhaustible resource on opening for international trade:
Hartwick’s rule and taste for foreign goods

We develop a model of world economy with two countries where one of them dubbed
home sells the exhaustible resource to final producers in both countries, which compete at
the final goods market. The interaction between final producers is reached via the sticky

price mechanics, whereas price continuously adjusts to produce final product quantities.
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We study the effect of opening up to trade on the home resource-abundant economy. It
turns out that resource trade may foster structural change via substitution of resource
by technology in production only if the home country is sufficiently developed and tastes
of consumers are not too much biased towards foreign goods. Otherwise open trade may
be detrimental for the home economy, since expenditures grow faster than resource rents

and the Hartwick’s rule does not hold.



Chapter 2

Quantifying Gains from Trade
and Foreign Direct Investment

with Heterogeneous Firms

2.1 Introduction

Quantifying gains from trade and foreign direct investment is a long-standing issue of
economic importance. Recently Arkolakis et al. (2012) developed a static measure of
gains from trade. The paper did not however address total gains from trade and FDI.
According to the OECD (2013) foreign direct investment (FDI) statistics report, in the
first quarter of 2013, the magnitude of global FDI inflows and outflows were 357 and 353
billion US dollars respectively (figure 2.1 shows the global trends of FDI transactions).
Furthermore, UNCTAD projected that global FDI flows could rise to $1.6 trillion in
2014, $1.75 trillion in 2015 and $1.85 trillion in 2016. The report asserted that the rise
will be mainly driven by investments in developed economies as their economic recovery
starts to take hold and spread wider. In this regard, we extend the analysis of Arkolakis

et al. (2012) by quantifying total gains from both trade and FDI.

In the same frame of mind, Ramondo and Rodriguez-Clare (2013) stated that worldwide
sales of multinational companies are in the order of twice that of total exports. Based on
this revelation, the objective of this study is to measure gains from trade and FDI (via
intra firm trade of intermediate good inputs). Where current research considers gains
from FDI and trade, their approach differs from a heterogeneous productivity framework
of Melitz (2003) and Helpman et al. (2004). For example, Ramondo and Rodriguez-Clare
(2013) estimated gains from openness based on the framework developed by Eaton and
Kortum (2002a) .
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FIGURE 2.1: Global FDI inflows from 1995 to 2013 and projections 2014 to 2016 in
Billion US$
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Generally gains from FDI include amongst others;

e Gains from resource transfer; Findlay (1978), Lall (1974), Loungani and Razin
(2001), and Romer and Frankel (1999), asserted that FDI brings physical capi-
tal, new technology, increased competition and improved methods of conducting
business. These resources are transferred into domestic firms leading to increased

average productivity, increased product and process innovations;

Employment gains; FDI has the potential to increase employment in the local
economy which leads to increased spending and increased multiplier effects in the

domestic economy;

Balance of payments effects; gains from the balance of payments effects are derived
from improvement in the capital account due to the inflows of new capital into the
host country and improvements in the current account balance because of possible

decline in imports of goods and service;

Technology spillovers; Hymer (1976) noted that technological spillovers are derived
from adopting the product, process and organizational innovations initiated by the
multinational firm. It is worthwhile to mention at this point that, in our present
study we only consider the change in per capita value of real income accruing to

consumers as the measure of gains from FDI and trade.

In our analysis, gains from openness equals the (absolute value of) the percentage change

in real income associated with moving one country from the current, observed trade
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and FDI equilibrium to a counter-factual equilibrium. Gains from trade were derived
by Arkolakis et al. (2012) as G; = 1 — ()\j)_%, comprising of two static measures;(i)
share of expenditure on domestic goods and (ii) an elasticity of imports with respect to
variable trade costs, (trade elasticity). In this study we find that there are additional
gains from FDI which is facilitated by traded intermediate inputs. Conseqliently total

1 —:
gains from trade and FDI(gains from openness) are; W; = { Ay, + A Ex) . Where €

is the elasticity of substitution, v is the ratio between wages in the destination country
where a foreign affiliate is set up and intermediate input costs. Therefore gains from

openness (Trade and FDI) are higher than gains in a trade only model as shown by
Arkolakis et al. (2012).

The set up of our model is based on the model developed by Helpman et al. (2004)
who extends the Melitz model by incorporating FDI and shows that firms sort into
exporting and FDI based on heterogeneity on their productivity levels. They predict that
only firms that are productive enough to cover the fixed cost of exporting can export.
Since the fixed cost of FDI is larger than that of exporting, firms that conduct FDI
must be more productive than firms that only export. However, we consider the use of
intermediate goods in foreign affiliates production plants shipped from country of origin
of the multinational firm. This is consistent with Bernard et al. (2009) as they found out
that multinationals comprise a substantial majority of U.S. trade, roughly 90% of U.S.
exports and imports. This will allow us to examine the relationship between trade and
FDI. This approach is closely related to Brainard (1997), Markusen and Venables (2000),
Helpman et al. (2004) who asserted that trade and FDI are complementary, i.e., a rise in
trade costs leads to a replacement of exports by FDI production in destination countries.
The standard production frameworks in Eaton and Kortum (2002a) and Melitz (2003)

provide no relationship between the intermediate input share and the trade elasticity.

A model closely related to our work is provided by Keller and Yeaple (2009), where for-
eign affiliate production used intermediate inputs in production shipped from the parent
firms. They found out that trade facilitates FDI and FDI boosts trade. A quantifiable
multi-country general equilibrium model developed by Tintelnot (2013) showed that
gains from multinational production are much smaller due to fixed costs of establishing
foreign plants. The author pointed out that these gains may increase significantly if free

entry is taken into account. Therefore we allow for free firm entry in our model.

With this framework, we conduct a quantitative analysis. We use data for the year 2009
for all U.S. affiliates and parent firms which are non banking. I use the BEA data set
which provides aggregate exports by US parents firms to all its foreign affiliates and and
aggregate imports from all US foreign affiliates to the US parents. We find out that,

with trade elasticity of 4, when the intermediate share is 1/3 the gains from trade in the
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spirit of Arkolakis et al. (2012) is 3% while the gains from openness is 11% the difference
between our set up (gains from trade and multinational firm intra firm trade ) and the

trade only gains is 8%.

The rest of this paper is organised as follows, Section [2.2] presents the theoretical model
describing the assumptions, technology and cost structure of domestic, export and FDI
firms, preferences and demand, and finally the firm’s decision problem. Section [2.3],
shows aggregation and equilibrium of the model. Section [2.4] shows the theoretical trade
and FDI gains derived from the model, finally section [2.5] provides the quantitative
relevance on the result by using data to calculate the total gains from openness. Lastly

the conclusion is provided in Section [2.6].
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2.2 Model

Following Helpman et al. (2004), there are N countries and H + 1 sectors. Each country
i is endowed with L; units of labour with wage rate w;. Consumers in each country
derive utility from H + 1 sectors; the first sector 0 produces a homogeneous good with
1 unit of labour per unit output and the H sectors produce differentiated products. We
assume that the homogeneous good is freely traded with wage rate equal to 1 and it is
produced under constant returns to scale which will ensures factor price equalisation as
long as each and every country produces it. An exogenous fraction of income ), 1 —

is spent on the homogeneous sector and [ is spent on the differentiated goods sector.

2.2.1 Preferences and Demand

Preferences are a Cobb-Douglas aggregate of the homogeneous good sector and differen-

tiated traded goods and CES across a continuum of differentiated goodsin h = 1,..., H
sectors. .
175 H op—1 T}ilﬁh
U=gqy ™ H </ gn(w) °n dw> (2.1)
h=1 wth

The elasticity of substitution ¢ > 1 between varieties and within the firm is the same,
hence we use the standard optimal pricing rule. We proceed in the same spirit as
Helpman et al. (2004), we drop the sectoral index A in light of the view that all sectoral
variables refers to a particular sector h that produces differentiated products. The
consumer’s problem is to maximize their utility subject to a budget constraint. This

yields the following export and FDI demand functions for the differentiated products;

—0

q(w) = 6p](;i)_g Y; (2.2)
J
Where P; is the ideal price index in country j, and p(w) is the price charged on goods.
With monopolistic competition and Dixit-Stiglitz preferences, the price charged is a
constant mark-up -%3 = p of the costs of production, therefore a firm from country i

exporting or carrying FDI in country j charges the following prices;

wﬂij

¥

pg.x (p) = (price charged by exporting firm) (2.3)

(price charged by a multinational firm) (2.4)
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where, Ex, MF refers to export and multinational firm respectively and ¢ is the pro-
ductivity of the firm. The price index P; of the aggregate bundle of exports and FDI is

the ideal price index in country j

@)= | [ (o) 0dGe) + / (pa1,) =7 dG () (2.5)
i e

The above aggregate price index can be split into price index for imported goods and

price index for foreign affiliate goods as follows, (dropping all the sector sub scripts),

M
F
Pij

P Ny | [ 6B | = (e B e

Ex
Pij

(e o]

(P = Ny | [ GG ) | = Nas) T RN @)

Mp
Pij

In both cases, the price index is a multiple of the distribution of lowest prices and mass
of varieties N, and Ny, for exports and FDI respectively from country ¢ to country
j. It is decreasing in average productivity cut-offs and number of varieties available, and
increasing in wages, transportation costs. It then follows that the aggregate price index

(2.5) can be written as the sum of equations (2.6) and (2.7) as:
- = Ex( E & Mg, E
(Pj)l 7= (Ngy)™ pin (%‘jx) + (Nmp) T2 pz’jF(Qpin) (2.8)

The aggregate price index is decreasing in cut-off productivities and total number of
varieties provided by multinational production and imports. Since the trade of final and
intermediate goods are subject to iceberg transportation costs, the aggregate price index
in an increasing function of transportation costs, and wages paid to labour in foreign

affiliate plant and country of origin.

2.2.2 Technology and Cost Structure
Domestic Firm Costs
Firms in country ¢ can enter the domestic market by paying fixed costs of entry fz, > 0

(measured in units of labour) which is thereafter sunk. Expectation of future positive

profits is the only motivation for firms to incur these sunk costs. After observing the
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productivity parameter ¢ from the distribution G(¢) the firm may start production and

pay additional fixed costs fp, > 0 with marginal costs

C== (2.9)

Depending on the level of their productivity, domestic firms have two alternatives of
serving foreign markets, either through exports or setting up a foreign affiliate in the
destination country'. Proximity concentration trade off provides a motivation for deci-

sions to either export or FDI.

Exporting Firm Costs

If ¢ is sufficiently low, a firm may decide to start exporting and pays additional fixed
costs for each export destination. These fixed costs are given by fg, > 0. The marginal

cost for an exporting firm from country ¢ to export destination j is given by

wmj

E
iY==,

(2.10)
Exports are subject to melting iceberg transportation costs 7;; > 1, i.e., 7; units have
to be shipped from country ¢ for one unit of the good to arrive in country j. As
in Melitz (2003) the marginal costs in equation (2.10) of an exporting firm increase
as the transportation and labour costs increase and they decrease with a rise in firm

productivity.

FDI Firm Costs

If a firm originating from country ¢ chooses to set up a production plant in a foreign
country j it incurs fixed costs of FDI defined as far,. These fixed costs includes among
others, the costs of setting up or acquiring a physical structure, marketing and infor-
mation and etc. Following Irarrazabal et al. (2013) we introduce intra-firm trade into
FDI to be consistent with the fact that the relationship between export and outward
FDI is complementary. However our analysis does not consider any sourcing strategies
for intermediate goods as in the case of Helpman (2006). A thorough illustration of
technological trade off between intermediate good production in the country of origin

and in the destination country is provided by Keller and Yeaple (2009).

! for analysis of gains from openness, we restrict our study hereafter only to exporting and FDI, see
Arkolakis et al. (2012), Irarrazabal et al. (2013),



Chapter 2. Quantifying Gains from Trade and Foreign Direct Investment with
Heterogenous Firms 14

Foreign affiliates from country ¢ in country j use intermediate inputs from country i,
these intermediate goods are subject to melting iceberg transportation costs 7;;. There-

fore the cost function is of cobb-douglas form given by
M 1 wi\" ((wiri; \*?
@7 g I—n
Where

0 <~ < 1, is the ratio of foreign plant labour cost to intermediate inputs used produce
goods in foreign affiliates. On the right hand side of equation (2.11) the first term
indicates the inverse relationship between the costs and productivity level in the same
spirit as the discussion under exporting firm costs. The second term shows the wage rate
in the destination country 7 and the third term is the cost of intermediate input used
in the foreign affiliate production. Note that when v = 1 equation (2.11) yield identical
marginal costs to those in the paper of export versus FDI with heterogeneous firms
by Helpman et al. (2004). From (2.11), an increase in the size of trade costs between
the affiliate and country of origin results in an increase in marginal trade costs of the
affiliate. Equation (2.11) derives from a cobb-douglas production function with a cost

share 7 for labour and 1 — « for intermediate input. This can be represented as

- ()

Having outlined the demand for the differentiated varieties, the cost structures for export

and FDI prodution, in the same spirit as Helpman et al. (2004), sales are therefore given

by the following equation:

Xy, (00) = (p”;f)) v, (2.13)

Such that v = [Ex, Mp]

2.2.3 Firms Decision Problem and Cut-off Costs and Productivities

A firm from country ¢ will serve a foreign country j if the operating profits are sufficient
to cover costs of entry (fixed costs). We get exporting and FDI firm profits respectively

as:

l1—0c
_1  pwiTi Y;
mX = pPy! (’V) = fu, (2.14)

g
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> ;ﬂ — fmp (2.15)

V(oo N7\ 177
7T£\],4F = ﬁPjU—l (pwj (w;iTij) 7) Y;

Firms will serve foreign markets through exports or FDI if the operating profits are
greater than fixed costs. Therefore the zero profit condition for exporting and FDI firms

is given by the following equations respectively:

l1—0
7Bx — 0 — P! <W¢T:> U= i (2.16)
Vw7 10
M _ pw'(wﬂ'w) Y

From the zero profit conditions of exporting and FDI firms in equations (2.16) and (2.17)

we can find the cutoff productivities as follows;

Export Productivity Cut Off

We revert to the zero profit condition for exporting forms and substitute export firm

costs from equation (2.10). We find that the productivity cut-off for exporting firms is

Pt =n ( V; ) Py wis (218)
J

where k = (3) “~' p. Firms with an export productivity cut-off in equation (2.18) have

given by;

1

just break even. Therefore firms with a higher productivity than export productivity
cut-off in equation (2.18) expect to make positive profits. This result is consistent with
Helpman et al. (2004) and with Melitz (2003)

FDI Productivity Cut-off

This is the productivity cut-off level where the firm is indifferent between exporting
and FDI. Moreover, if profits of having multinational foreign affiliates are greater than
profits accrued from accessing foreign markets through exports, then FDI is the preferred

choice. This is the same argument provided in Helpman et al. (2004).

_1
Me _ |, fyt =15 T wiry 3
Fi T Yj[(Quymij)re—t) — 1]

(2.19)
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Firms with a productivities between export and FDI cut-off productivities, i.e., between
(2.18) and (2.19) will serve the foreign market through exports only. Firms with a
productivity cut-off given by (2.19) have just break even and make zero profits if they
access the foreign market via FDI. However all firms with a productivity above the FDI

productivity cut-off expect to make positive profits as they are able to cover fixed costs.

To ensure that the FDI cut-off productivity is higher than export productivity, i.e.,

gof\jh > gogx, we assume that fMFQ?j(U_I) > fEXT(U_l).

2.3 Aggregation and Equilibrium

In this section we present aggregation of cut-off productivity levels, price indices, ex-
ports and FDI sales, in country j. There is a continuum of prospective entrants that
are the same ex-ante. To enter, they pay a sunk entry cost fg, > 0 units of labour,
w; fEy in the case of exporting firms or w; fa,. in the case of FDI firms. Thereafter,

firms independently draw productivity levels from a common distribution from a PDF

glp) = k:gkgo*(kﬂ) with positive support over (0, ..., ;) and a continuous cumulative
k
distribution G(¢) = 1 — (%) : ;i is the minimum productivity in the productivity

distribution. Productivity is assumed to be Pareto distributed and the degree of firm
heterogeneity is summarized by the shape parameter £k > ¢ — 1. This insures that the
distribution of productivity draws finite variances. Since k is an inverse measure of vari-
ance, lower values of k correspond to greater firm heterogeneity (larger variance of firm

productivity).

The Pareto distribution has a number of properties that make it analytically tractable
hence its use on models of firm selection into export and FDI markets. From empirical
evidence, it is a good approximation of the upper tail of distribution of firm sizes, this
was first noted by Simon and Bonini (1958). Pareto distribution for U.S. and European
firms used to predict FDI was estimated by Helpman et al. (2004). A key feature of a
Pareto distributed random variable is that when truncated the random variable retains a
Pareto distribution with the same shape parameter k. Therefore if entry is subject to an
endogenous productivity cut-off, the distribution of the technologies that make the cut
remains Pareto distributed. Another key feature of a Pareto distributed random vari-
able is that power functions of this random variable are themselves Pareto distributed.
Therefore, individual prices have a Pareto distribution, with a constant elasticity of

demand, so do sales, hence firm size and variable profits are Pareto distributed.

In the same vein as Melitz (2003) we let M denote the equilibrium mass of incumbent

domestic firms in each country. Firms decisions to enter into domestic industry and or
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into foreign markets via exports and FDI are based on comparing expected profits and
costs of entering the market. The probability of entry in the home market, exporting

and into FDI (conditional on successful entry) are given by the following equations

respectively:
Oip =1—G(¥]) (2.20)
G(Phr,) — G(egy)
O, = 1 —G(eD) (2.21)
~ 1=-G(¥hy,)

Onrp = e (2.22)

Using these conditional probabilities of successful entry, the mass of firms that enter
foreign country via exports and FDI are given by Ng, = 0g, N and Ny, = Oy N,
respectively. In the same spirit as Melitz (2003) we assume that the economy under
study can trade with n > 1 other countries, the world is then comprised of n + 1 > 2.
Total mass of varieties available to consumers in each country is given by the total mass

of firms competing in the country,
N = Np +nNg, +nNy, (2.23)
Weighted productivity average
p= % (N@gl;l + nNEXTlfgcﬁ%;l + nNMFT(I*U)(lfn)%v = (2.24)

Aggregate price index as a function of weighted aggregate productivity and mass of
varieties is given by P = N ﬁp(@) This price index is a decreasing as total mass
of varieties increases and aggregate productivity increases. This implies that consumer
welfare is given by W = N = pp. From this welfare function, we have (a) variety gains;
increase in consumer welfare with a rise in varieties, (b) productivity gains, higher
weighted average productivity implies that costs of production are lower hence lower

prices are charged for consumer goods.

2.3.1 Free-Entry Condition

Prior to entry, potential entrants contemplate profits they would incur if they enter and
compare the expected profits to fixed costs of entry, fg,. In a stationary equilibrium
as long as a firm is active it earns the same profits in each period. Ex-ante, Free entry
condition implies that expectation of future profits T conditional on successful entry

must be equal to the fixed costs of entry fg,. Net value of entry v(yp) at time (¢ = 0)
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given the probability of dying in each period ¢ is

(p)=FE

> (-o)iw- fEZ.] = 1_6;(‘p*)w — Iz, (2.25)
t=0

According to the free entry condition, firms will enter until the net value of entry is
driven to zero. Market shares of firms shrink as more firms enter the market until

expected profits equal cost of entry.

Where the average revenues and profits across all domestic firms earned from both

domestic, export and FDI revenues are given as:

7= mip(@) + 105,75y (2) + 1071, (©) (2.26)

Now taking into account the zero profit condition the above equation becomes

T=0(T+ fip + n0py fEx + 1Orp frip) (2.27)

™= WiD(‘P) + nHEXTrEX (90) + neMFﬂ'MF ((:0) (2'28)

These average Profits pin down the equilibrium mass of incumbent firms given as

R L
=== 2.29
A (229)

N=—_"~=
O‘(W + fDi + nHEXfEX + neMFfMF )
2.3.2 Labour Market clearing condition

The labour market clearing condition requires that total labour demand in domestic
market equal labour total labour supply, i.e aggregate revenue (derived from consumers
total expenditure on d differentiated goods) equal total payments to labour L. We then
use the labour market clearing condition to solve for the mass of firms. The labour
market clearing conditions implies that total labour used for production and the entry
cost must equal total labour endowment.We get the following expression for the mass of

firms:
Li(o = 1)(/pu)"

N; =
ko fE,

(2.30)
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2.3.3 Aggregation of Sales

We consider aggregation of export and FDI sales in order to determine the intensive and

extensive margins.

Export sales

The approach is to multiply the probability of export conditional on successful entry by

the export revenues.

G(Phr) — G(egy)
1—G(o7)

E
Xin - oc—1 pl-o

[e.e]
_ o on Y
N; /900 N——wiTij) "B dG(SDiEjX) (2.31)
j

Ex
Pij

Solving the integral and substituting for the export cut-off productivity yields the follow-
ing decomposition for total exports into intensive and extensive margins (see appendix

for derivations);

k
Pmin ok
XEx — N —_ ; 2.32
Y (‘PEX> X <k_0'+1>fEwa ( )
ext«;r:sive intensive

At the extensive margins we have the number of firms that supply foreign market via
exports and at the intensive margins we have the average sales of operating exporting
firms. The effect of a change in trade costs on export sales also yields extensive and

intensive margins as Chaney (2008) who has a complete exposition of the derivations);

dinX]x
1] S—— N———
intensive extensive

The same observations as Chaney (2008) holds, i.e., intensive margins are more sensitive
to change in trade barriers and the extensive margins are less sensitive. Consider a
situation where the elasticity of substitution is high, this implies tough competition
between firms. Lowering trade barriers will induce new and less productive firms to
enter, but low productivities implies that they are at a cost disadvantage translating into
smaller market share. Consequently these low productive firms have a smaller impact on
aggregate trade. However if elasticity of substitution is very low, competition is low and
new entrants can capture larger market resulting in larger impact on aggregate trade.
Therefore, higher elasticity of substitution magnifies sensitivity of intensive margins to

changes in trade costs, but sensitivity of extensive margins is less.
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FDI or Multinational Sales

We proceed by multiplying the probability of entry into foreign market via FDI with

revenues accrued from FDI, we get the following gravity equation

1- Gt ) 7 o Y,
Mp _ M ) o—1 -0 o \Y(o—1) ot N\l—0o J M.
X" = 1-— G(SOS Ni / ¥ (Jj 1) [(QUTZJ)V( ) 1](wi;7ij) Bpjl—o dG (")
Mg
\Pij

(2.34)

Solving the integral and substituting for the FDI productivity cut-off, we get t he fol-

lowing decomposition of extensive and intensive margins of FDI (see appendix);

k
Mrp [ Pmin ok
X" = <¢MF> Ny <k e 1> wi(fyvp — fEX) (2.35)
extensive intensive

In the same frame of mind as Irarrazabal et al. (2013), the derivation of the overall
effect of a change in variable trade barriers on total affiliate sales can be decomposed

into intensive and extensive margins as;

danij

dlnTij

——(1—y)(o—-1)—(k—o+1)xn, (2.36)

intensive extensive

Where x,. is defined as the elasticity of FDI cut-off to variable trade barriers.

(i) Ny =1) —1
(Qijrig)7e — 1

XMp = (2.37)
In the case of FDI, the sensitivity of intensive margins to changes in trade barriers arises
due to the intermediate inputs which are traded from country of origin of the foreign
affiliate. The presence of this intra-firm trade implies that total FDI sales are inversely
related to trade costs. At the extensive margins, higher trade costs leads to reduction
in total FDI (multinational) sales. A higher elasticity of substitution in the presence of
low trade costs induces new firms to enter foreign market via FDI provided they meet
the cut-off productivity level of FDI. The higher elasticity of substitution implies fierce
competition. Lower productivities of those which meet the cut-off FDI productivity
implies that they are at a cost disadvantage and only capture a small portion of the
market, hence the impact of these low productivity firms on FDI sales is very small.
However, a decrease in elasticity of substitution implies less competition and new FDI

entrant firms can capture large market size with a large impact on FDI sales.
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Aggregate Sales (from all operations, i.e both exports and FDI)

Aggregate sales from all operations are therefore a sum of the total ex port(trade) and

FDI (multinational) sales, given by;

1—_k_
k Y; o1 o —k &
k= J - 1-=
X =N <le—"> <a—1w"”j)> (owg)™ix

l_ﬁ fMF — fE'X 1——k
<fEX i ((Qz‘ﬂz‘j)”("_l) SO

(2.38)

Aggregation of Price Index
We define aggregate price, but decompose it into export price index and FDI price index

(derivations in the appendix). This is to facilitate the derivation of the total welfare gains

which we define in the proceeding section.

2.3.3.1 Trade only Price Index

1—0o
G(eir.) — Gler.) o
Ex _ M E , o1 _\l-0o N
pEx — 1F_ = X N; /gp (7_111},]71]) dG(pij) (2.39)
i
ij

Evaluating the integral and substituting for cut-off productivities

k
- k 1\'"71 o -k __k
B ’“zNExk<Y-> Prmin (U_l“’mj> (ow;fps)) 71 (2.40)
j

FDI only Price Index

1—0
1 - G¢h,) r o
pMr _ Z T \TMp/ g o—1 =01 Q)T ] (w;ami )0 g
ij 1—-G(¢)) i / ¥ (U — 1) [(ij7ij) J(wiji;) 7 dG (pij)
Mp
Pij
(2.41)

Evaluating the integral and substituting for cut-off productivities

k k
ko (1T o B fup = foe N
PR =Ny, ——— [ = koo ———aw; 7 . F X
J Mr —o+1 <Yj> Pmin (U—le]> (ij((ﬂiﬂij)”("l) —1)>
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. Aggregate price index from all operations are therefore a sum of the total export(trade)

and FDI(multinational) price indices, given by;

G(ohr,) — G(ogy,)

— o o o
7 -Gl / 7 wime) TG ()
(2 EX
Pij
1 - G(¥hy,) T o1, 0 o o 70
TG / 7 ) Q)Y = L (wyg) TG ()
! Mg

ij

Evaluating the Integral and substituting for the cut off productivities

k
k 1\ o1 o -k k
P_k; :Nli J— - iTii . 1_,_-,-_1
j k—o+1 (Y]> <a—1(w Tﬂ)> (rw;)

. Jvp — fEx 1--k
X (f(Ex) T+ ((Qijnj)v(a—l) — 1> )

(2.43)

2.4 Welfare Analysis

We are interested in the aggregate effects of trade and FDI on the welfare measure.
Welfare is given by the per capita value of real income accruing to consumers. Welfare
depends on real labour income derived from export and foreign multinational affiliates
in the domestic market and revenues generated by home country firms set up in foreign
countries, this welfare measure is given given by:

W
w;=— 2.44
This shows that the welfare depends on the wage level in country j and the aggregate
price index of both trade and fdi P;. In the following section we will derive the expen-
diture shares of both trade and FDI as they facilitate the computation of the welfare

measure.

Expenditure Shares

Country j’s welfare is expressed by Arkolakis et al. (2012) as a function of the share
of expenditure that falls on domestically produced goods(which is equal to 1 minus the

import penetration ratio. This share, A;; under autarky is 1 ,therefore total size of gains
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from openness will be equal to 1 — A;.In the considered trade models (Armington (1969)
,Eaton and Kortum (2002b), and Melitz (2003)), the change in real income associated

with a change in iceberg trade costs with only trade and without FDI is computed as:

W=\

(2.45)
We proceed to derive change in real income associated with change in trade costs in an
environment of both trade and FDI. First we determine the expenditure shares of total
income of country j spent on foreign varieties, we give separate expositions of trade and

FDI shares and finally the aggregate share on all foreign varies(both imports and FDI).

Trade Share (Income spent on Imports)

We present here an expression of total fraction of income of country j spent on goods
from country i (trade shares) as a function of wages and labour allocated in each country
and parameters(see appendix for derivations)

,(w) 1k
(Li/fiE)SOﬁziniwi (i) % f;; 77"

By

E
A< = (2.46)

. _(ko'f(a'lfl)) 1__k_
o— — o—1
Z(ij/fvE)SOmmu Wy (T0j) % vj

v

FDI Expenditure Share

This is the total income spent on goods supplied by multinationals in the host country

(see appendix for derivations)

— (ko= k. ko
\Me _ (Li/fiE)‘Pﬁnmwi< o )(Tij)_’“(fMF—fEX)l 7T Q7)) — 1) e

ko—(o—1
J Z(ij/fvE)@fninvwa?(%) (7o)~ (frap — fEX)i;%(Qvﬂvj)W("*” —1)ite

’ (2.47)
In both the trade and FDI share, the exponent on the wages differs from the exponent
on trade costs due to the assumption that fixed exporting costs are incurred in terms of
labour in the source country. The aggregate expenditure share on all foreign varieties is
given by adding the last two expressions for trade (2.46) and FDI (2.47) expenditures.
These expenditure share expressions are then used to write the generalised welfare for-
mula in equation (2.44) as a function of expenditure shares and elasticities. Under Pareto
assumption knowing a country’s domestic share of trade and FDI and shape parameter
of the productivity distribution k is sufficient to determine welfare gains from openness.

To achieve this, we first write the export price index in equation (40) and FDI price
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index in equation (42) as a function of country j’s share of trade(FDI) with itself, its

export(FDI) wage, the export(FDI) labour allocation and parameters.

Welfare derived from Trade

1
k

—k . ) 1
W; = (ﬂ) _ [( o ) oot szinjf;;ﬁfE (L;)o=T (A\j)"* (2.48)

k—o+1

Gains from trade are given by,(the domestic trade shares in the closed economy are fixed
at )\closed — 1):
ngen
W; J =\

1
= S = (2.49)
J

5In a similar manner a change in welfare can be expressed as a function of domestic

expenditure on FDI as
Total Welfare(Gains from Openness)

—k
W o k c—1
[/‘/fk = -J = T e—1 - k? .
J <Pj> [<a—1) 7 k= 17 ming

k(e __k_ 1- -k
<(fMF_fEX)1 U_I[Q]PY( 1)_1]1 J_l+fEX 1)

=

]

=

L 1
(L) <AX4F n AEX>

Country j’s gains from openness is given by;

1
N 1 Tk
Wj = <)\]\4F + )\EX) (2.50)
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2.5 Quantitative Relevance: Theory to Data

As a final step in this chapter, we examine the quantitative relevance of our results, we
compare the welfare properties of the trade only set up as in Arkolakis et al. (2012)
and intra-firm trade within the multinationals firms. We choose standard values for
the heterogeneous firm model’s parameters based on central estimates from the existing
empirical literature. Our starting point is to specify values for the intermediate input
share (1 — 7) and elasticity of substitution o and the shape parameter of the Pareto
distribution k& and the share of expenditure on domestically produced goods A;. We
limit this quantitative analysis to the U.S. as the data on USA parent firms and their
foreign affiliates are readily and publicly available on the BEA (Bureau of Economic

Analysis) website.

We quickly point out that to obtain estimates for the shape parameter and trade elastic-
ity parameters we would need data on iceberg trade costs and tariffs. In the cases of the
Armington (1969), Krugman (1980) and Eaton and Kortum (2002a)) models, one would
estimate a gravity equation under the assumption € = k, in the Melitz (2003) case, we
have € # k. This implies that an estimation exercise of the gravity equation will have
to be carried out. At the objective of this paper is not concerned with the estimation
of trade elasticities or other model parameters, we acknowledge that this is not a trivial
exercise. The goal of this paper is to shed light on the total gains from trade and FDI

in order to enable comparison with the quantitative exercise of Arkolakis et al. (2012).

The share of domestic expenditure under autarky would be equal to one, this implies
that the total size of the gains from trade, defined as the absolute value of the percentage
change in real income as we move from the observed equilibrium to autarky, is 1 — AT
for trade only gains; 1 — )\E(%W for FDI (intra-firm trade) only gains and. In Arkolakis
et al. (2012), the calculations of the import penetration ratios are based on the 2006
edition of the OECD Input-Output Database: as imports over gross output (rather than
GDP), so that they can be interpreted as a share of (gross) total expenditures allocated
to imports. There is a difference in these two approaches; using gross outputs includes
intermediate imports while using GDP would not include imported intermediates. We

use OECD Stan database for gross outputs.

Using the BEA data base we extract intra firm exports of intermediate inputs from U.S.
parent firms to their affiliates abroad (U.S. Exports of Goods Shipped by U.S. Parents to
Foreign Affiliates) for the year 2009. The BEA estimates cover the universe of non-bank
U.S. affiliates of foreign companies. From this data set we are able to distinguish both
export level of US parent to its affiliates in the destination countries and import level

from affiliates to the Parent. We adopt the BEA definition of U.S. direct investment
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abroad as Ownership or control, directly or indirectly, by one U.S. person, or entity, of
10 percent or more of the voting securities of an incorporated foreign business enterprise
or an equivalent interest in an unincorporated foreign business enterprise. A limitation
of this quantitative analysis is data restrictions due on affiliate intra-firm trade, the
BEA data set only focuses on U.S. affiliate and parent firms data. An inoculation to
this data challenge is to use imports by U.S. parents from their foreign affiliates as an

approximation for affiliates intra-firm trade activities in the U.S.

For arm’s length export data we use the OECD STAN Bilateral Trade Database (BT-
DIXE) which provides values of imports and exports of goods. BTDIxXE was designed
to extend the BTD database which provided bilateral trade in goods by industry only.
We then proceed to deduct the intra firm trade values from the total trade values ob-
tained in order to determine the arm’s length trade values. We then assign the shape
parameter of the Pareto distribution. Anderson and Van Wincoop (2004) offer a review
studies that offer gravity-based estimates for the trade elasticity all within the range of
-5 and -10. Simonovska and Waugh (2014) estimate a trade elasticity of 4.10 or 4.27
depending on the data used. Any of these values would lead to quantitatively similar
results. Concerning the share if intermediate goods used, we take the value % which is

the most widely used in trade literature.

In the table below we compare the gains from arm’s length trade, intra firm trade and
total gains for the U.S. Here the gains from openness is the total gains from trade and
FDI. The last column is the percentage point difference between the gains from openness

and the gains from trade in the fashion of Arkolakis et al. (2012)

Gains from Openness in the U.S. for the year 2009

Parameters Gains (Arkolakis | FDI (Intra Firm | Gains from | % point In-
et al. (2012)) Trade) Gains Openness crease

k=4, v=1/3 3% 11% 14% 11%

k=4,~v=1/2 3% 12% 15% 12%

k=10,v=1/3 | 1% 5% 6,00% 4%

k=10,v=1/2 | 1% 51% 6,10% 5%

The results in this table indicate that the total gains from openness rise with the share
of intermediate goods used in the multinational affiliates. With trade elasticity of 4,
when the intermediate share is 1/3 the gains from trade in the spirit of Arkolakis et al.
(2012) is 3% while the gains from openness is 11% the difference between our set up
(gains from trade and multinational firm intra firm trade ) and the trade only gains in

the set up by Arkolakis et al. (2012) is 8%. When we increased the trade elasticity to 10
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keeping the intermediate good shares constant at 1/3 the differences in the gains from
openness and trade only gains was 3%. In the second case where the intermediate input
share is 1/2, the difference was given by is 9% when the elasticity of trade is 10. At
both trade elasticities for the same input shares we observe higher gains from openness
than in the set up with only trade gains as in Arkolakis et al. (2012). This shows that
intra-firm trade of intermediate inputs within the multinational firm is an important

source of trade gains that cannot be ignored.

2.6 Conclusion

In this paper, we have revisited the welfare gains from trade for new trade models in
the presence of multinational firm production. Provided there are positive marginal cost
savings and positive profits from multinational firm production, we get additional gains
from FDI. Therefore omission of FDI via intra-firm trade if intermediate good inputs
underestimates gains from openness relative to autarky. We anticipate that the bias is
largest in economies characterized by high intra-firm trade between parent firms and

their foreign affiliates, mostly developed countries.

The multinational affiliates used intermediate inputs provided via intra firm trade, this
gives us insights about the interaction of trade and multinational firms. Whenever v = 1,
there is no intra-firm trade of intermediate goods hence trade and FDI are substitutes
as in the case of Helpman et al. (2004)in which FDI was favoured whenever trade costs
are high(tariff-jumping). However when v = 0, an increase in trade barriers leads to
costly intra-firm firm trade of affiliates hence, affiliate profits diminish. Therefore for
low values of v, accessing foreign markets via FDI is most preferred, for high values of

~ firm will access foreign market via exports.

We carried out a quantitative analysis to verify the analytical results we obtained in
what could otherwise be thought of as the decomposition of the Arkolakis et al. (2012)
measure of trade taking into account intra-firm trade of intermediate inputs within the
multinational firm. We find ou that the total gains from openness rise with the share
of intermediate goods used in the multinational affiliates. With trade elasticity of 4,
the difference between our set up (gains from trade and multinational intra firm trade)
and the trade only gains in the set up by Arkolakis et al. (2012) is 8%. When we
increased the trade elasticity to 10 keeping the intermediate good shares constant at 1/3
the differences in the gains from openness and trade only gains was 3%. We conclude
to state that multinational intra firm trade is an important channel of trade gains, and

interaction of the trade elasticity and the intermediate good input share in our set up
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accounts for this increase in the trade gains as compared to the result of Arkolakis et al.
(2012)

In this framework there is a positive correlation between the trade elasticity parame-
ter and the intermediate good input share, hence gains from intra firm trade(FDI) are
affected by both + and e. For higher productivity dispersions, the percentage point
differences are higher between the gains from openness in our study and the gains from
trade as calculated in the fashion of Arkolakis et al. (2012) and for higher intermedi-
ate good inputs, and for the same productivity dispersion the percentage differences in
the gains are lower for low intermediate good input. It is important to note that the
trade elasticity parameter used in this study was average for all sectors. As argued by
Ossa (2015), average sectoral parameter underestimate total gains from trade, therefore
an interesting direction of future research will be to consider different sectoral elastici-
ties and different input shares by sector. Of course this depends on the availability of

disaggregated data per sector per destination country of intra-firm trade.



Chapter 3

Capital Taxation, Heterogeneous
Multinational and Trade Firms in
a Model of Endogenous
productivity Growth

3.1 Introduction

Fiscal policy affects the location decisions of firms and plays an important role in stim-
ulating innovation led growth through its effects on investment in research and de-
velopment (R&D) activities. Countries face a dilemma in determining tax policies to
maximize the benefits of trade and FDI such as productivity growth, and stable funding
for investment. As an example, emerging market and developing economies often imple-
ment tax holidays or tax exemptions in special economic zones to attract more FDI and
promote trade. However, these incentives erode tax bases, most notably of the corpo-
rate income tax. A vast amount of economics literature confirms that various types of
investment activity or the location of corporate investments and profits are responsive

to differences in countries tax regimes.

It is well documented that statutory corporation tax rates have been falling across the
G7 economies. This decline shows some evidence of convergence to main rates of between
30% and 40%. Econometric evidence points out that the main reasons of declining corpo-
rate taxes is the international tax competition for mobile capital and firms, particularly
in Europe. In a panel regression of the impact of tax structures on economic growth,
Arnold (2008) used a sample of firm-level data for 21 OECD countries over 1996-2004

29
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to find out whether firms incurring higher corporate tax rates shows any lower levels of
total factor productivity and investment compared to firms facing lower corporate tax
rates. Further studies on the impact of corporate taxation on investments is captured
on an empirical investigation by Schwellnus and Arnold (2008) who asserted that; firstly
high corporate taxes may reduce incentives for productivity-enhancing innovations by
reducing their post-tax returns; secondly, high corporate taxes may reduce incentives for
risk taken by firms with negative consequences for productivity; thirdly high corporate
taxes may reduce incentives to invest in physical capital by increasing the user cost of

capital.

Arnold et al. (2011) provide strong evidence that firms in less profitable industries are
affected differently to those in more profitable ones, they are unable to assess whether the
overall effect of corporate taxation on productivity growth is positive, negative or zero.
Up until that paper, the productivity effects of taxation on firm behaviour had usually
been inferred from their effects on indirect channels such as R&D and capital investment.
According to Bernard et al. (2007) firms - even in a narrowly defined sector - differ vastly
in their size and productivity. This empirically observed heterogeneity has become a core
element of recent theoretical and empirical research in various fields of economics and
international trade literature based on the seminal theoretical contribution by Melitz
(2003). It is therefore very clear that, the heterogeneity of firms is also relevant to the
design of corporate tax policies across countries. The existing theoretical literature on
international corporate taxation has largely been confined to settings where all firms are
identical. Even though there are several findings in the literature on the relationship
between firm size, growth and innovation, however none have investigated how these
are affected by corporate taxes. Against this background the focus of this chapter is to
study the link between heterogeneous multinational and trade firms, innovation and the
consequent productivity growth implications in the presence of corporate taxes. The
eminent importance of such a study is further highlighted by Chu et al. (2015), who
stated that it would be interesting to study the relationships among innovation, growth,
and taxes using an R&D-based endogenous growth model proposed by Romer (1990),
Grossman and Helpman (1991), and Aghion and Howitt (1998), as will be the approach
in this chapter.

There are several strands of literature at the nexus of trade and public finance that
derive optimal tax policies in models with heterogeneous firms. Pfliiger and Stidekum
(2013) analyse optimal equilibrium subsidies to market entry in an open economy model
of policy competition. Davies and Eckel (2010) analyse tax rate competition for interna-
tionally mobile, heterogeneous firms, whereas Krautheim and Schmidt-Eisenlohr (2011)
derive Nash equilibrium tax rates when the location of firms is fixed but profits can be

shifted between countries. These papers, however, focus on tax rate competition and do
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not endogenise the simultaneous determination of productivity growth led by innovation
activities, corporate taxation and investment decisions. In addition these papers only
pay attention to static steady states and gives no intuition on dynamic analysis of the
effects of corporate taxation on productivity growth as they take productivity to be

exogenously given.

We present an extended version of the model of Helpman et al. (2004) with firm het-
erogeneity and trade with steady-state productivity growth driven by innovation in the
spirit of Gustafsson and Segerstrom (2010). They set up a model of heterogeneous firm
productivity embedded in an R&D led endogenous growth model without scale effects.
Previous works in new trade theory and growth has featured scale effects which are
proved to be at odds with empirics for example, Baldwin and Robert-Nicoud (2008). In
the model developed by Baldwin and Robert-Nicoud (2008), the steady-state produc-
tivity growth rate is an increasing function of population size, which implies that larger
economies should grow faster. This strong scale effect property is present in all early
R&D-driven endogenous growth models, including Grossman and Helpman (1991), but
it is clearly at odds with empirical evidence. As Jones (1995) has pointed out, there have
been no upward trends in the productivity growth rates of the United States, France,
Germany or Japan since 1950 in spite of substantial increases in population size and
R&D employment. In response to this critique, a variety of R&D-driven growth models
have been developed that do not have the strong scale effect property, including Jones
(1995), Segerstrom (1998) and Howitt (1999).

Based on the model in this study, we find out that high corporate taxes may reduce
incentives for productivity-enhancing innovations by reducing their post-tax returns.
Moreover we find out that higher corporate taxes raise the interest rate and lowers the
fraction of workers in the innovation sector. There are however competing effects of
taxation on the output. The rest of this paper is organised as follows, section [3.2]
presents the setup of the theoretical model and the assumptions used, section [3.3]
presents the solution of the model and the results in the form of propositions, finally

section [3.4] presents the main conclusions of the paper.

3.2 Theoretical model of trade and FDI with firms hetero-

geneity, innovation-led growth and corporate taxation

3.2.1 Model Setup and Assumptions

We set up a heterogeneous productivity model of trade and FDI in the same spirit as

Melitz (2003) and Helpman et al. (2004). The production structure in the economy is
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set up in a similar manner to Jones (1995). The endogenous growth approach without
scale effects is in the spirit of Gustafsson and Segerstrom (2010), i.e the growth rate
along the balanced growth path is not an increasing function of population size. Jones
(1995) argued that the presence of strong scale effects is at odds with time series data
suggesting that Gustafsson and Segerstrom (2010) is superior from empirical point of

view.

House-holds and Labour Supply

The economy of each country comprises of a fixed measure of households L = L(0) with
an infinite horizon. Initially each household has one member, but the household size
grows at an exogenously given exponential rate n, hence at every point in time there
is L(t) = L(0)e™ individuals. Each individual inelastically supplies one unit of labour
(there is no dis-utility from work) meaning that labour/leisure trade off does not enter
the preferences. Labour is employed either in the production of final good Ly (t) , or in
innovation L(t). We assume perfect mobility of labour across sectors in the economy
but not across countries such that wages are equal in the R&D and final good sector.
The reward for labour is the wages w;. Preferences are identical across individuals and
households. Consumer preferences are similar in both countries and household maximize
infinite lifetime utility, taking the growing number of household members into account,

the inter-temporal utility of the household is defined by;

1—

1
00 <
U= e*(P*n)tht (3.1)
1-1
t ¢

where p is the rate of time preference, ( denotes the inverse of the elasticity of inter-
temporal substitution, Cj; is the consumption of the final good. Household income
comprises of labour income, interest payments on assets of the household and profits
from firms in the intermediate goods sector. These incomes sums up to the out produced
Y. The income is used for consumption and investment undertaken by firms in the
intermediate good sector. Therefore household maximises infinite time horizon utility

(3.1) subject to an inter-temporal budget constraint

v(t) = w(t) + (1 —7)r(t) —n)v —c(t) + T (3.2)

such that w denotes the wage rate, r denotes the interest rate(pre-tax return on assets), v
denotes the assets, n is the growth rate of population, T" denotes transfers from the gov-
ernment, 7, denotes the tax rate for asset income. Whereby the following transversality

condition holds
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Jim veap {— /Ot(a ) — n)d,s} >0 (3.3)

The above equation is the usual or standard household’s no Ponzi game condition, that is
fulfilled for a time path on which assets grow at the same rate as consumption, necessary

conditions are also sufficient.

Government

The government in our economy receives tax revenues from capital income taxes. In this
model we abstract from neither government spending nor public provision of services,
i.e., government spending neither enhances welfare nor raises production possibilities
on the economy. The reason for that assumption is that we neglect any distortions
resulting from variations in government spending. Inclusion of public capital in the
production function would have consequences on the productivity growth, however we
want to explain productivity growth effects of innovation without a parallel mechanism
that affects productivity growth of the factors used. The Ricardian equivalence holds;
that is, government taxation does not affect household decisions. We also assume that
the government rebates all the taxation revenues immediately to the households, hence
it is not important to monitor the asset position of the government. Therefore we make
an underlying simplifying assumption that government collects taxes and returns them
as lump sum to households. The per period budget constraint of the government is given
by:

Tor(t)v(t) = T(t) (3.4)

Innovation

New varieties are introduced by R&D and innovation i.e., firms first employ researchers
to develop a new variety. Firms generate knowledge by carrying out innovations, it takes
br(t) units of labour to generate one unit of knowledge. Assuming identical production
functions in producing intermediate varieties in the same spirit as Baldwin and Robert-
Nicoud (2008) an entrant is required to hire by F; workers and pay the associated wage
bill wbyFy. The fixed costs of innovation F7 measures the strength of barriers to entry.
Expected value of the firm is equal to total innovation cost. Free entry condition implies
that when there are positive profits, more firms enter into research and development of
blue prints for intermediate goods thereby driving down the value of innovation until
profits are set to zero. The basic set up of the innovation is adopted from Gustafsson

and Segerstrom (2010).
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Recall that it takes by units of labour to generate one unit of knowledge. Then b; is
treated as a parameter by firms but it can change over time due to knowledge spillovers.
L(t)"

1) = Gl 6 MM L7 &9

where Mp and Mg are the number of varieties produced in the home and the foreign
countries. Symmetry implies that Mp(t) = Mp(t) = M, where My is the total number

of varieties produced in each economy. Therefore we can re write (3.5) as:

L(t)"
(1+ \PMP Ly ()0

br(t) = (3.6)
where L(t) is the total labour endowment in the economy, L;(t) is the labour devoted
to production of new blue prints in the innovation process A € [0, 1] is the intensity of
international knowledge spillovers. A = 0 corresponds to no international spillovers and
A =1 corresponds to perfect international spillovers. The parameter ¢ < 1 is an R&D
parameter that measures the strength of inter-temporal knowledge spillovers, if ¢ = 0
then there are no inter-temporal knowledge spillovers, if ¢ > 0 researchers experience
standing on the shoulders of giants effect and benefit from past innovations and become
more productive in creating new knowledge as the stock of knowledge increases. For the
case ¢ < 0 researchers become less productive in creating new knowledge, they face the

fishing out of ideas effect.

Intermediate Goods Sector

We consider intermediate good producers with heterogeneous productivities, this is a
point of departure from endogenous growth literature which usually assumes homoge-
neous technologies between producers in the intermediate goods sector. There is a large
pool of potential entrants into this sector and each potential entrant faces sunk costs of
F. After obtaining a blue print, each firm draws firm specific marginal costs a; from a

stationary Pareto distribution

Gi(a) = Pr(a < a) = /Oag(a)da _ <a)k . ac o ai] (3.7)

a;0

where the shape parameter is denoted by k and the scale of the distribution is denoted
a;o. This distribution relates firm productivity and firm size. When the shape parameter
is lower firms are more heterogeneous,i.e there exists an inverse relationship between

heterogeneity and the shape parameter k. For the mean and variance of the distribution
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to be finite we assume that k& > 0. There is only one chance for an intermediate firm to

draw the unit cost parameter and it remains the same there after.

Essentially potential intermediate producers decide on devotion of resources to develop
intermediate goods. Then the firms draws its costs and decide whether to supply the
domestic market or foreign market via trade and FDI. Consider a firm that develops
a new variety at time ¢, let ap be the unit labour requirement that is incurred by
a firm that is indifferent between incurring the fixed costs by Fp of serving only the
domestic market and immediately shutting down production process. Let ag, be the
marginal costs that a firm incurs if it decided to serve the foreign market via exports
with additional fixed costs of b;Fg, and, let ag,, be the marginal cost that the firm
incur when it decides to access the foreign market via FDI with additional fixed costs
of biFg,,

To guarantee non negative average net profits for MNEs, the per period fixed costs Fit,
c € {d,z,j} satisfies the following condition:

ﬁF'it < TPy < Fye Vi€ {i,jh,j#i (3.8)

(2

An intermediate firm has monopoly over production of its variety, that is, it is advanta-
geous for each firm to produce a distinct variety and charge a monopoly price instead of
entering into direct competition with other firms by manufacturing an identical variety.
As production does not feature economies of scope (fixed costs has to be paid per va-
riety), firms will not produce more than one variety. Assuming that there ia free entry

into consumption good production the result is a well known monopolistic competition

market structure.

Final Goods Sector

The final out put Y is produced using labour and a continuum of intermediate goods.

This production function is analogous to that of Romer (1990);

Y, = AL;jP/ r(w)%dw, 0<® <1, (3.9)

weN

where Ly, denotes labour employed in the final good production. A > 0 denotes a
measure of exogenous aggregate productivity which is non R&D driven. The set of
available intermediate goods is denoted Q and x;(w) is the quantity of intermediate
variety w. The elasticity of substitution between intermediate goods is given by € = ﬁ.
The final good is treated as the numeraire and sold at unit price, i.e Py, = 1, for purposes

of this analysis we assume that the final good is non tradable.
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3.3 Solution of the model

In this section I present the solution of the model, I describe equilibrium properties
that hold. We first define the decentralized equilibrium is a sequence of allocations

{¢t, K,Y,L, Ly L1, z,G};2, and prices {pis, ws, r};=, and policy {7, } such that for all ¢;

1. households maximize their lifetime utility, i.e., ¢;, v; solves the household problem

2. competitive final goods firms choose {mit}év andLy to maximize profits taking

prices as given.
3. Lj, solves the research and development firm problem taking V,w as given
4. K, satisfies fONt ridi = Ky
5. Y= (147 g o)
6. wy clears the labour market; L;(t) + Ly (t) = L(t)
7. r; clears the capital markets
8. Ly = Loe™
9. the government budget constraint is balanced i.e., 7,r(t)v(t) =T

10. Monopolistic intermediate good firms maximize their profits by choosing {pit}gv:if)

3.3.1 Household optimization problem

Inter-temporal maximisation of lifetime utility (3.1) by a representative house old subject
to the budget constraint (3.2) yields the standard Euler equation which shows consump-
tion growth rate as the depending on the difference between the interest rate r and the
rate of time preference p. .
= =m)r—p) (3.10)
The households of all countries have equal access to an international financial market,
leading to a common interest rate across countries, and common motions for the evo-
lution of household expenditure defined by equation (3.10) above. Output growth is

driven by growth of inputs and technology.

This implies that the growth rate of output and capital in steady state does not depend

on tax rates. This is one of the distinguishing features with endogenous growth models
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of Romer and Frankel (1999), Grossman and Helpman (1991) which all indicates that
strong scale effects so that growth rate may be influenced by tax rates. Since capital
grows at the same rate as consumption and output, capital income taxes do not affect

balanced growth rate of consumption. The growth rate of consumption is given by;

Ct

ge=—=C((1 —7m)re — p)
Ct

— gy —n (3.12)
g

w_ctr
1—7,

This equation shows that the steady state interest rate depends on the tax rate applied
to capital income.Higher capital income taxes raises the interest rate. Higher interest

rates lower the present value of future profits.

3.3.2 Intermediate good sector Profit maximization

A firm with cost a(w) from country ¢ maximizes its operating profits by choosing its
optimal price p.; for ¢ € {D, Ex, Ep} to serve the domestic and foreign markets via

export and multinational firms respectively. The firm problem is given by;

max (pei(w) — 77a(w))zei(pci)) (3.13)

Pei(w
where z € {0,1} such that z = 0 in the case of domestic and multinational firms and
z = 1 in the case of exporting firms with iceberg trade costs of 7. The optimal prices
for country ¢ firm to serve the domestic market, export and set up horizontal MNE is
thus given by the following respectively;

a(w) Ta(w) a(w)
P PEx; = T PEy; = P

PDi =

The above prices are constant mark-ups over the marginal costs. Now substituting the
prices into the profit equation given by (3.13) together with the demand given by (C.1)
yield optimal profit;

1-®

_ 1 2
ro= (152) (Fate) AT et (3.14)
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3.3.3 Final Good Profit Maximization

We assume a perfectly competitive final goods market, therefore marginal products
are rewards for the factors used in production of the final good. From the first order
conditions we determine the (factor prices) wages and the price of the intermediate

goods;

Y, -0 / ® (1-9)Y;

Ly =1—®L do=—""— 0<d<1 3.15
8Lt e % weN, o (UJ) “ LYt ’ = = ( )
odY; 1-® o1
X, =pw) = <I>LYt (x¢(w)) — @Y, = K\ P, (3.16)

where the wages are denoted by w; and the price is denoted by p(w) for the good w.
Since we consider monopolistic competition in the intermediate goods sector, the price

in (3.16) is not affected by price settings of other intermediate good producers. We have
1
that Kt = f

w

cq T(w)d(w) and P;; = (waQ p}j_ﬁdw> 7 is the price index of the economy.

Summing over the differentiated input varieties we obtain the aggregate price index

associated with the intermediate sector:
Pi=| Y [ ot (3.17)
i=H,F VY%

Note that the price of final good is taken as the numeraire this implies that:

(53) (@

Equation (3.15) implies that the wages can be written as:
1 e =2
wp=A"T%(1—-@)p1-2p'" " (3.19)

subsequently Equations (3.15), (3.19) implies that:

Y, = AT TR OTE P(1) T Ly (1) (3.20)

Final good producers decide on the optimal amount of the intermediate inputs, taking

prices of the intermediate goods as given. Solving the maximisation problem yields home
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country’s demand for variety w;

o) = B i = ([ poraw) (321)

Where p(w) is the price of variety w, taking into account the distribution function of pro-
1

ductivity levels of the firms we can re-write the price index as P = ( f:o p(p)=€dG (go)) e

3.3.4 Entry and Exit Decisions
Cut-off Productivity Levels

First it is important to note that in contrast to the model of Melitz (2003) who assumes
an exogenous death rate for all firms to enable steady state transitions in response to
trade, we employ the notion of innovation to facilitate transition between steady states.
Assume that entrant’s entry costs are financed by issuing equities. The return on these
equities is given by the usual arbitrage condition. Denoting 7;(a) the instantaneous

profits of the firm j -
Vit(a) :/ e_f(s_t)ﬂjt(a)ds (3.22)
¢

where 7 = [”7(v) denotes the cumulative interest rate up to the time s > ¢, Vj(a) is
the market value of firm j. Differentiating (3.22) with respect to time ¢, the dividend

payments and capital gains have to equal to common return on either asset.

7jt(a) + Viela) = reViela) (3.23)

In an environment with taxes on capital income, the above equation implies that capital

gains from value of intellectual property are taxed, this gives the following equation;

T4t Vjt(a)
l—7m)re=1—7y)5 + 3.24
Solving for Vj:(a) gives
1 —7y)m; j .
Vit(a) = (1= 70)mje(ae) where j=D,Ex,FEy (3.25)

Vji(a)’
(1 —71y)re — Vj-:(a)

Equating the value of the firm to the costs we obtain;

Vji(a) = wby(t)F; such that j=D,Ex,Ey (3.26)
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Substituting the profit function given by (3.14) gives the entry condition into the do-

mestic market, as follows

(1—7,)A%(1 — @)Ly, ®* a;°
(1—7)r — (ngg + %)

— whi(t)Fp (3.27)

For firms accessing the foreign market via trade the value function is as follows:

(1 —7,)A%(1 — ®)oLy, p2o-1gl-o
- .(t; ——EX by (t)Fpy (3.28)

where ¢ = 7177, with (0 = 0 describing the case of autarky and ¢ = 1 describing free

trade)

The observation that not all firms export implies that the (ap > ag,) and the costs

associated with foreign market entry are higher than domestic. Therefore we get the

_1
D _ (FEX>”1 (3.29)

afEX Fpo

following;:

Finally for the firm entering via FDI we have:

(1 - 7)A7(1 = @)Ly, @ lag 7 wiy,(Fp,, — Fpy)
(=)= (5+2) L-o

(3.30)

In a similar fashion dividing (3.30) by (3.28) gives the ratio of FDI cut-off costs to that

of exporting firms.

% 1
a — o—1
Bu _ ((FEM FEx)Q) (3.31)
aEX FEX(l - Q)

Cut-off costs can be determined by using the zero profits conditions obtained from
equations (3.27), (3.28), (3.30). The threshold values of ap, ag, , ag,, can be determined
by finding the marginal firm that pays fixed costs to enter and make zero profits. The
marginal costs of domestic firms is higher than that of firms serving foreign markets
through exports and FDI and has the lowest fixed costs among all the operating firms,
this implies that ap, < By, < QEy,- This translates to the notion that all firms
with marginal costs less than domestic threshold (a < ap,) will serve the domestic
market. Moreover, the most productive firms have an opportunity to sell to foreign
markets via FDI followed by exports. Tariff jumping motive of setting up a multinational
subsidiary in the foreign country implies that there no ice berg trade costs incurred by

the multinational firm, however the trade off is incurring larger fixed costs of setting
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up a subsidiary plant. A firm chooses to set up a foreign subsidiary rather than simply
exporting when the gains from avoiding trade costs outweigh the costs of maintaining

capacity in foreign markets.

Free Entry Condition

As in Melitz (2003), in addition to the cut-off conditions the free entry condition has to
hold in equilibrium. While the monopolistic competition features monopolistic pricing,
market entry is not restricted. The free entry condition implies that firms can develop a
new variety and by free entry condition the ex-ante expected profit of developing a new
variety must equal the cost of innovation. Without this free entry condition, infinitely
many firms would enter the market if the expected value of market entry was higher
than the costs, on the other hand if the expected value of market entry was lower than
the cost, there would be no incentive for any firm to develop new varieties. The expected
market entry is given by the sum of expected pay-offs from the domestic and the foreign
markets (via trade and FDI) net of fixed costs of entry into the markets, this must equal

the cost of developing a new variety.

/OaD {VD(“) - wbIFD] dG(a) + /aaEX {VEX (a) — wbrFEy |dG(a)+ (3.32)

En

/OaEM [VEM (a) — wbIFEM] dG(a) = wbr(t)(t)F(t) (3.33)

Equation (3.33) simply states that the expected value of net profits in the local and
foreign markets via trade and FDI must be equal to the cost of variety creation. This

condition can also be expressed ex post conditional on the probability of successful entry

as follows;
/aD |:VD(CL) — wb[FD:| MMDtdCL + /aEX |:VEX (a) — wb[FEX gj(a MEXdCL—I-
0 Gi(apt) agy, Gjilapy) — Gjlag,,)
(3.34)
M gj(a) _
VEy (a) — wbiFg,, | 5————MEg,,da = wby(t)Fr(t) (3.35)
0 Gj (aEX)
where % is the density function conditional on firms survival, G (aEXg)j—(ng(aEM) is
the density function conditional on the distribution of foreign exporters and G;]gég) )
X

is the density function conditional on the distribution of firms accessing the foreign

market via FDI. The conditional distributions of the intermediate firms are governed by
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the cut-off costs. The number of firms are given by the product of the density functions
conditional on distribution (conditional probabilities) of exporter firms and FDI firms

multiplied by the total number of firms available in the domestic country.

In the same vein as Melitz (2003), we proceed by calculating the probabilities of MNEs
and exporters conditional on the surviving firms in the domestic market respectively as

follows

Bp = G(a;) probability of being in the domestic market in country i (3.36)

G(aEx) - G(G‘El\l)
G(a;)

probability of being an exporter conditional on surviving firms

BEx =
(3.37)

_ G(GEM)
7o T G

probability of being a multinational firm conditional on surviving firms

(3.38)

Using these conditional probabilities of successful entry, the mass of firms that enter

foreign country via exports and FDI are given by

Mg, = g, Mp mass of exporting firms (3.39)

Mg, = BE,,Mp mass of firms entering via (3.40)
This implies that the total mass of varieties are given by
M = Mp + BexMp + BE, Mp (3.41)

Substituting equation (3.27), (3.28), (3.30) into the free entry condition given by equa-
tion (3.35) we get the following

@ [(1—7,)A%(1 — @)Ly, 2> la;°
/ (1= 7)A7(1 = @)Ly, 9D wbi(t)Fp | dG(a)+ (3.42)
0

(—m)r— (B +12)

/aEX (1 —7,)A%(1 — ®)oLy,®* " lag °

X — wbr(t)Fgy | dG(a)

ag,, (1 — TU)T — (% + %)
a o 20—1,1-0
o [ (B DI e e O~ o) ) ) < )7
0 (1—7’07“—(2—;—1—%) 1-p
(3.43)
This simplifies to;
A=n)A =PIy /5 (3.44)

w

(1 —m)r — (3 +2))
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i 1 G(aEX (t)) - G(G’El\/l (t)) G(CLE]\/I (t))
P By + ot Fo (FoBG e ) o, (S )
F(t)=F <a)k+F + F <aEX(t))k+F <aEM(t)>k (3.45)
"\ ap() DREx  Cap(t) v\ Tap(®) '

apy » GEx a(a) GEN L ga(a)
A E/ at—o 7 (a) da + / at=o 3 da+/ A da (3.46
= ?J. Galap) ™ " Jo Galap) ™ 349)

Enm

As in Gustafsson and Segerstrom (2010), we define A; as the average marginal cost
weighted by the expost distribution of successful entry that considers the variable trade

costs. F} is the expected cost of innovation in units of knowledge

The flow of varieties is determined by the labour devoted to R&D divided by the labour

units required for successful innovation.

M(t) = (3.47)

Where Ly = > l;; is the sum of all the R&D carried out by firms in the economy. The
denominator contains the expected costs of new variety and time (¢). Equation (3.47)

implies that the steady state rate of innovation is therefore given by;

M) L) LI+ N
Y= M@ T Fo(Mp  FMIOL()

(3.48)

Aggregation

Using the average productivity equation (3.46) and the domestic and foreign profit
maximizing prices into the the price index we can then find a closed form solution to
the aggregate price index. Following Gustafsson and Segerstrom (2010) in steady state

the CES price index in equation (3.17) can be written as;

P =My [ e G+ M) [ pilan) e

ar
M ap)t—e 9a(2) da
EM/O pEM( F) Ga(QD)

= (6 - 1>16M(t)A(t)16

=dlM@)A®)

(3.49)
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This equation shows that the price index is affected my the mass of varieties M, elasticity
of substitution and the average productivity. Higher levels of varieties drives down the
price index and the higher elasticity of substitution also pins down the price index.
Output is given by equation (3.9), taking into account the cut-off productivity, output

can be aggregated as:

ap . ap
Yii =A;L; (/ XD(CL)(I) gi(a) Mpda —|—/ XE(CL)(I) 9(a) MEgda+
0 ap

Gi(aiit) G(CLE) — G(CLF) (3 50)
o & g(a) ‘
[ X Gaye)
Y = ATTOT0 Ly My Al (3.51)

where we recall that € = ﬁ is the elasticity of substitution between the intermediate
goods and M;; = Mp(t) + Mg, (t) + Mg, (t) is the total number of intermediates.
And X (jz) representing the intermediate goods produced by each firm 4 is produced

according the following costs

In the same spirit we recalculate the wages from equation(3.15) given by:
w=(1—-®)ADVMA Ly (3.52)

This equation implies that the wage rate grows at the same rate with (M) the number

of varieties (£ = %—g = g) and From average cut-off costs we can then re-write (3.50)

as follows:
Yy = ATF®T5 Ly My AL (3.53)

In the same fashion we can rewrite the intermediate goods using the price index 3.5
12 -1
X(A)=AT-29T-2 [y AT-2 (3.54)

This denotes the intermediate goods produced by an average intermediate goods firm

that serve a country 4 and the total cost for intermediate goods is represented by:
Lip = i My Xi(Aqt)
- 1 2 =1
= aitAli(I) =0 Ly Mz Aj 1= (3.55)
—€

= %Y
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Final Goods sector equilibrium

Income can be used to generate intermediate goods or for consumption purposes;
Y=I+C (3.56)

where C' is the total consumption and [ is investment into production of intermediate
goods. We have already derived investment into intermediate goods given by equation

(3.55). This implies that consumption is therefore given by: C' = (1 — ®2)Y

Labour Market Equilibrium

In this model labour is used in the innovation and in production of final output. The
labour market in this model is perfectly competitive. Aggregate labour in this economy
is the sum of labour allocated to the final good production and Ly and labour allocated
to the R&D sector L.

L=Ly+ L (3.57)
From equation 54 this is given by:
L= ng[(t)MD (3.58)
Recall that )
M, L; Li(t)(1+\)®
g=—t= = T (3.59)
My Fbi(t)Mp FM,
This implies that
: L; Li(t)(1+\)®
M, = = 2 3.60
T Fb(b) FM—9 (3:60)
Hence the growth rate of innovations in steady state is given by:
by L M Lr
—=Kk=——¢p——(0—1)— 3.61
R s R (3.61)

Taking into account that in steady state the growth rate of innovations is equal to the

growth rate of the population we can re-write the above equation (3.61) of innovation
growth rate as follows (where % =n= %),

bF (k=64 1)n— g (3.62)
br
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3.3.5 Steady State Equilibrium
Steady State Cut-offs

In steady state the cut-offs for the domestic, export and multinational firm are respec-

tively given by:

(1—1,)®a5 ' Ly

_ o—1
A—r)r+0=1)g— (=41 A7 brfp
(1 —7,)®aS ' pLy 1
= MA“ ', F 3.63
A—r)r+0—1)g—(k—0+1)n brhx (3:63)
(1 —7,)®a$ 'Ly _ MA7 ' (Fg,, — Fiy)
A-1)r+@—-1Dg—(k—0+1)n (1—p)

Therefore substituting the steady state given by (3.63) into the free entry condition
(3.44), we obtain;

(1—-7,)®Ly
l—m)r+(@—-1)g—(k—0+1)

= MpbF (3.64)

We now proceed to use the above equation (3.64) to solve for the steady state value of

labour allocated to the final good production and we obtain;

L 1FbMp
Y_CI)(I—TU)

(1—=m)r+(p—1)g+ (0 — Kk —1)n] (3.65)

And the total Labour in this economy is given by:

FbrMp

L=ty +li=7"""5
- Iy

{r(l — 7))+ (Pl —7)+ o —1)g+ (0 — Kk — l)n} (3.66)

The steady state share of labour allocated to the R&D sector is given by:
L 1
sp= L= (3.67)

== [”"”; "D L (1/¢+¢— 1)]

Where s4 is the share of labour allocated to innovation activities in the model.
Proposition 3.1 (Labour allocated to innovation (L;) is decreasing in taxa-

tion).

From this equation (3.67) it is clear that higher capital taxes raised the interest rate but

reduces the share of labour used in innovation sector, more over the share of intermediate



Chapter 3. Corporate Taxation, Heterogeneous Multinational and Trade Firms in a
Model of Endogenous productivity Growth 47

inputs in production declines. This implies that higher tax rates leads to a decline in
number of varieties along a BGP. This is shown by deriving the number of varieties

along the BGP Mp;
1
L97rs9 (14 NP3

M7, =
Dt 7 I

(3.68)

In this model the only source of productivity growth is the expansion of intermediate
inputs. Therefore it is worthwhile to note that trade and multinational production only
affects the intermediate variety by changing the fixed costs and knowledge spillovers and
the capital tax which in turn affects the labour allocated to production of intermediate

goods.
Proposition 3.2 (The growth rate).
Expansion of intermediate goods is the only source of productivity growth, therefore,

output growth rate and aggregate consumption are all equal to the rate of productivity

growth given by

. ! Y i
g _1/c+<1><1—n>+¢—1<q’(1_7”>[ P

—p—(0—K— 1)n> (3.69)

According to (3.69) it is clear that there are two implications, firstly public policy changes
that affect trade liberalization has no effect on the growth rate, this result is also obtain
by Segerstrom (1998). This is due to the fact that the iceberg trade costs 7 does not
appear in equation (3.69). Secondly the taxation rate affects the steady state growth
and the magnitude of the fixed costs incurred in accessing foreign markets either via
trade or FDI.

Proposition 3.3 (Impact of capital taxation on growth rate are non linear:
we deduce that in a high tax economy with high productivity firms, the
sensitivity of economic growth to an increase in taxes is magnified, whereas

it is dampened in the case of low tax economy with low productivity firms).

A close inspection of equation (3.69) shows that the impact of low capital e taxes on
long run growth rate is low or minimal, however increasing taxes leads to rise in the
marginal effect of taxation on growth. In our current model the non linearity arises from
the heterogeneous firm productivities. In a low capital tax economy, increase in taxes
results in exit of low productivity firms. The reasoning is as follows, low productivity is
a cost disadvantage, any cost disadvantage translates into large losses of market share.
These less productive firms can capture only a small market share. The impact of those
new entrants on aggregate growth rate is small. In the case of high productivity firms,

in a high tax economy, an increase in taxes leads to a large decline in growth rate.
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Comparing the above result to Segerstrom (1998) recall the definition of the growth rate

=

My Lp L)1+
M, Fb[(t)MD FMt1_¢

g= (3.70)
log differentiating with respect to time and setting the growth rate equal to zero in

steady state along a balanced growth path we obtain:

(0 —Kk)n

=4 (3.71)

gx =

That is, the growth rate is dependent on population growth rate and on the level of
technological spillovers. There are some restriction, i.e 8 > k and ¢ < 1. This growth
rate only shows that rate of innovation depends only on exogenous variables. It follows
that the steady state share of labour devoted to R&D is obtained by substituting the
growth rate along a balanced growth path (3.71) in equation (3.67) to obtain

1

sy =
L+ 3 [(pfen_)g)?) + 1/4]

(3.72)

It is clear that a higher capital taxation 7, decreases the amount of labour devoted to
innovation activities as output (final good) production becomes more labour intensive.
Moreover higher the elasticity of substitution and higher share of intermediate good
inputs increases the share of labour in innovation. However the steady state s% in (3.72)
shows that neither export fixed costs or FDI fixed costs affect the share of labour devoted

to innovation.

Proposition 3.4 (Growth rate of output and consumption are equal to growth

rate of productivity gy = g = g.).

On the growth rate of output, first we turn to the price index and real consumption in
steady state. Log differentiating the price index in equation (3.49)with respect to time
and recalling that A is time invariant gives the steady state growth rate of the price

index

I (0—r)n
-~ -l -9)

Recalling that € > 1,this implies that along a balanced growth path the price index is

gp = <0 (3.73)

falling.

Recall that ;

Y —ATsd s LMATS
12 =1 (3.74)
y=AT-291-2 (1 — SA)MAl—@
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More over we derived that C; = (1 — ®2)Y; — ¢; = (1 — ®?)y;. Bearing in mind that in
steady state all variables are constant except for the number of intermediates Mp, the
growth rate of consumption is equal to the growth rate of output. In this model creation
of intermediates drives the productivity growth, if innovation activities stop, then both

output and consumption growth also stops.

Moreover we observe from (3.74) that the growth rate does not depend on tax rates.
This is s distinguishing feature of semi endogenous growth models. In contrast, first
generation growth models such as that Romer (1990), Aghion and Howitt (1992) all have

scale effects such that the growth rate of output may be influenced by tax instruments.

Proposition 3.5 (Effect of corporate taxation on output).

From (3.74), we deduce that there are competing effects of the corporate tax on the
out put; an increase in financial taxes lowers N but increases the fraction of workers
producing the final out put, i.e (1 — s4) rises as the the corporate tax increases. If the
effect through the labour channel is strong enough (dominates the effect on N), then
higher corporate taxes may lead to higher output growth. This result of positive impact
of corporate taxes on out put growth was also a result in Uhlig and Yanagawa (1996).
In the same vein Chen et al (2016) argued that in the case of tax shifting from labour
income to capital income tax, raising capital income taxation increases the steady state

equilibrium growth rate.
Proposition 3.6 (Endogenously determined variables F, ap,ag,,,ag,, are con-

stant for all t, they are solely dependent on exogenous parameters).

We already pointed out that the productivities are distributed Pareto, therefore it is

convenient to define that

> 1 (3.75)

We therefore define the weighted average productivity as;

B ap B i [325% B (a) AE )\ _ g(a)
Ale:/ aleg(a) da+p/ ql—e 9j da+/ qle_YI da
0 Gi(ap) agy, Glapy) — Glag,,) 0 Gjlag,,)

= ﬁﬁlab_e(l + Qg +Qgy,)

(3.76)
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B 1-p
where Qp, = p° (%‘) and Qg,, = (1 —p)? <FEMF_;EX> The equilibrium values

for the cut-offs are given as;

a*:a|: Fl(ﬂ_l) :|k
b Fp(1+Qp, + Qg,,)
1
o FI(/B_l)(QEX "’—QEM):|IC 3.77
% _a|: FEX(1+QEz+QEM) ( )

[ Fi(8—1)(Qpy + 5,,) ]i
(FEAJ_FEX)(1+QEx+QEM)

The analysis of the cutoff productivities above shows that F, ap, Apy, O, are time
invariant , and solely dependent on exogenous parameters, this implies that the weighted

equilibrium is also time invariant and also a constant.

3.3.6 Steady State Effects of Openness (Trade Liberalisation and FDI)

In this section we proceed to examine the steady state impact (long run effects) trade
liberalization an and FDI which can occur either through a fall in variable trade costs or
fixed costs of foreign market entry. The degree of openness can be measured by changes
in (Qg, ) and Qg,,. That is effects of oneness can be measured by changes in the iceberg
transportation costs 7 and the fixed costs of reign market entry via trade or FDI Fg,
and Fg,,.

e \1P Foo—Foo \ 1P
Recall that Qp, = o? <;§j‘> where, p = 717¢, and Qp,, =(1 —p)fB <EMFI EX)

In order to study the effects of openness on Growth separate them by first looking at

effects of Trade Liberalisation and thereafter effects of Attracting MNEs.

Effects on Trade Liberalisation

In the same spirit as Gustafsson-Segerstrom (2010), Figure 1 shows that trade liberal-
isation implies that (g, increases due to a decrease in ice berg trade costs 7 | or a
decrease in the fixed costs of entering foreign markets through trade Fg, . when govern-
ments change corporate tax rates, by virtue of firms heterogeneity in the composition
of their capital stock, investments financing and involvement in foreign markets, they
induce heterogeneous effects across firms. The partial derivatives of Qg,, with respect

to p and Fg, are given as;

My _ Omy o Oy

_ Qpy
o P O =(1-p)=—= (3.78)

Fg,
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FIGURE 3.1: Degree of Trade openness as a function of p and Fixed costs of export,
taking k=4 and ¢ = 2
Figure 1 clearly depicts that if the infinitely increasing the iceberg trade costs (7 —
00,< p — 0), or increasing the relative fixed costs of export firms to domestic firms
labelled as F'z, this implies that the trade openness (g, — 0) and the economy is

closed due to prohibitively high costs of doing trade.

Effects on Multinational Firms

We consider the fact that part of the MNEs fixed costs are policy related. Therefore the
MNEs fixed costs are treated as a policy variable for the number of firms that enter the

foreign markets via setting up subsidiary plants.

8QEJW < 0 aQE}\l

—— <0 3.79
dp OFg,, — Fpy ( )

Figure 2 clearly depicts that if iceberg trade costs are infinitely decreasing (7 — 0, <
p — 00), or increasing the relative fixed costs of FDI fixed costs to domestic fixed costs
labelled as F'm, this implies that openness to multinational firms decreases as shown by

the negative derivative in the first part of equation (3.79).

In terms of the impact of trade costs on openness to trade and openness to multinational

. . o0N o0
firms we derived two opposite effects ;,X => 0 and % < 0. Then we must address
which of the two is the dominationg force. To address this conundrum, we study the

find the sign of the first derivative of total openness i.e

a(QEX + QE}\/I)
dp

>0 (3.80)
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FIGURE 3.2: Degree of Openness to Multinational Firm as a function of p and Fixed
costs of export and Fixed costs of setting up a multinational firm, taking k=4 and ¢ = 2

The above equation shows that the openness to trade is the dominating effect as the

derivative is positive

Effect on Cutoff Levels

We already proved that the cutoff unit labour requirements do not change over time,
i.e, they are constant. In a trade only model without multinational firms, Trade liber-
alisation (Qp, ) increases the minimum productivity required to enter into the domestic
market aq 1 and lowers the productivity to start exporting (ag, 1). This result is anal-
ogous to Gustafsson-Segerstrom (2010); Chaney (2008) and Melitz (2003). This implies
that when trade barriers are decreased, exporting becomes cheaper and firms with lower
productivities can afford to enter the export market, this implies that the cutoff for

entering export market (ag, 1) increases.

dap 1 agpy Jag,

= <
op E1+Qp, aQEX|FEX

apy

T ke (1—-Qp,)

(3.81)

, const

Next we study how this result compare to our present set up with multinational firms.
This implies that we need to study the impact of openness on total weighted productivity
which is a composite of both export and multinational productivity. This leads to the

following proposition,

Proposition 3.7 (The effect of a Openness on the average weighted produc-

tivity.).

At the aggregate level, trade liberalisation leads to overall productivity increases. This

of course depends on fulfilling the endogenous sorting criteria, i.e., FEX < 717¢. We
M
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establish this proposition by taking the first derivative of the weighted productivity A.
Moreover we establish that a decrease in the fixed costs of entering foreign market via

FDI increased average weighted productivity.

OA OA OA OA
a0 G <0 g <Y aE

<0 (3.82)

We can interpret the above equation as follows, trade liberalisation makes exporting
to be cheaper and induces firms that did not initially export but closer to the export
cut-off productivity to start exporting, this increases competition since the number of
imported varieties lowers domestic market shares in every market. Furthermore a decline
in the both the export fixed costs and FDI fixed cots increases the average weighted
productivity. Reducing the FDI costs paves a way for the most productive export firms
next to the FDI productivity threshold to engage in FDI which increases competition .

This induces tougher selection and increases productivity.

Proposition 3.8 (The effect of a Marginal Increase in 7, in the growth rate

of the economy is negative.).

Arithmetic computation gives

;Tgv <0 (3.83)
Although the sign of the first derivative is negative, it is key to state that a rise in the
tax corporate taxes depresses growth for lower values of elasticity of substitution (lower
level of intermediate goods) and but accelerate growth for higher values of elasticity
of substitution, this translates into inverse relationship between market power and tax

corporate taxes.

3.4 Conclusion

Differences that persist between multinational firms, such as their size, investments and
innovation levels are usually the mechanisms established in trade literature as some of
the determinants of multinational firms location decisions. In this paper we contribute to
literature on heterogeneous firm productivity and taxation by investigating the corporate
taxation effects on multinational and trade firms. We build a model that modifies Romer
(1990), Jones (1995) and Gustafsson and Segerstrom (2010) by incorporating what we
term corporate taxes (tax on financial income). We then carry out an analysis of the
economy whose growth is driven by innovation activities. We then explore how corporate
taxation affects such an economy in the presence of firms that operate in the domestic

market and foreign market either via international trade or via foreign direct investment.
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Firstly we find that corporate taxes have competing effects on the output level via
decrease of the number of intermediate varieties and an increase in final out put labour
supply. This implies that we get the result for certain higher taxes we still get higher
economic growth since the labour increase in final output implies increase in output in
the model. This implies a higher economic growth due to its equivalence to the output
growth. Secondly we find that openness to trade or multinational does not affect the
long run growth rate of the economy neither does it affect the share of labour allocated to
R&D s4. However trade liberalisation and openness to multinational firm production
had a level effect on mass of varieties produced M (t) | due to slow down in variety
creation. Gustafsson and Segerstrom (2010) arrives to the same reasoning and explained
that as ag, increases more firms enter export market hence a rise in the number of
available varieties but this leads to more competition and lower profits, this in turn
induces fewer firms to enter the market thus slowing down the variety process creation.
On the other hand openness to trade and multinational firm production diverts resources
from product innovation as more units of knowledge are needed to cover the fixed costs
of market entry hence lower productivity growth. This is a very important result in
the dynamic set up as compared to the result in the static set up model of Helpmann
(2004) which pointed out that trade liberalisation and openness to multinational firm
production are always growth enhancing. To avoid monotony and repetition, we indicate
that a paper by Gustafsson and Segerstrom (2010) quantifies the overall effect even
though their setup is only restricted to trade.



Chapter 4

Impact of exhaustible resource on
opening for international trade:
Hartwick’s rule and taste for

foreign goods

The problem of exhaustible resources traded by resource abundant countries and the
effects on economic growth is of long standing importance in economics. van der Ploeg
(2012) points out that natural resource rents worldwide now exceed $4 trillion per an-
num, amounting to some 7 percent of global GDP, and Ruta and Venables (2012) claims
that (non-renewable) resources account for 20% of world trade. Hence understanding
the growth effects of natural resource revenue in an open economy cannot be overem-

phasised.

Static trade theory models following Ricardo, like one of Heckscher and Ohlin (1991)
emphasis that a country will trade (export) a commodity which uses its abundant factor
intensively or differences in factor endowments will prompt countries to export com-
modities for which they have comparative advantage. This shows that endowments of
natural resources may form the basis for trade in resource abundant countries. The
main shortcoming of trade theories is that they not directly address this problem of ex-
haustibility and the inter-temporal trade-offs involved. Due to resource exhaustibility,
prices change over time so are the levels of resources extracted, this necessitates adopting
a dynamic approach that takes into account the change over time in the availability of a
finite resource. Recently some dynamic arguments have been established for example by
Bajona and Kehoe (2010), but still effects of exploitation of natural resources in the open

economy are missing. In support of this view, World Trade Organisation report (2010)
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stated that the traditional model of trade like of Heckscher and Ohlin (1991), does not

directly address the inter-temporal trade-offs involved in resource exhaustibility.

Therefore understanding the impact of trade on exhaustible resources requires adopting
a dynamic approach that takes into account how finite resource stock varies over time.
Exhaustibility of finite resources requires analysis of how the resource stock dynamic
impacts production and prices and therefore the application of dynamic games frame-
work seems quiet natural here. In light of this view and motivation, the objective of this
paper is to analyse the impact of exhaustible resources on opening up for international
trade. We construct a dynamical theoretical framework of international trade with two
countries and three sectors (final good producers, intermediate good and resource sec-
tor). In our study, exhaustible resource is used in production of final output like in
model of Sethi (1979) with resource monopoly optimizing over the price of the resource
and not its extraction rate, like in seminal paper of Hotelling (1931). We determine
price evolution of the finite resource and final output when a small country opens to
trade. Moreover, we explore the extent to which exhaustible resource constraints can be

overcome by substitution and technological change.

The findings of our investigation are that when a resource abundant country opens up
to trade, demand for intermediate goods rises boosting technical change. This result is
obtained from direct comparison of evolution of intermediate goods demand under both
regimes (autarky and trade). Secondly trade opening leads to an increase in rate of
capital accumulation derived from non renewable resource revenue in the open economy
regime. Moreover opening of the domestic market leads to the switch in the mix of factors
being used for production, as the resource price increases overtime due to exhaustibility,
final good producers substitute it with intermediates in the long run boosting technical
change and total factor productivity due to new varieties of intermediates goods being

produced.

Our novel result is breakage of Hartwick Rule in a dynamic frame work of exhaustible
resource trade. In principle Hartwick rule shows that when resource rents are reinvested
in physical capital, consumption levels could be sustained. However in this paper we
find out that in the case of a trading resource abundant country, not all resource rents
are re-invested into the capital accumulation. This stems from consumer’s bias for
foreign products, that is, the more home consumers like foreign products, the more
likely expenditures will increase higher, than resource revenues. Therefore opening up
to trade may benefit home country only if it is not too much backwards and there is

some support of home produced products.

This paper contributes to several strands of related literatures studying optimality of

resource extraction and effects on economic growth. The first strand is the Ramsey
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type growth models, like those of Stiglitz (1974), Dasgupta and Heal (1974) and Garg
and Sweeney (1978). The second strand is the endogenous growth models like of Schou
(1996), Aghion and Howitt (1998), Scholz and Ziemes (1999), Barbier (1999), Grimaud
and Rouge (2003). Unlike in our analysis, both strands of literature do not consider
impact of trade on resource price changes and extraction paths, final output price evolu-
tion or capital accumulation via trade. According to Todo (2003) developing countries
usually rely on foreign direct investment(FDI) as a major source of technological de-
velopment. We suggest that another channel which received less attention in models
of economic growth is international trade, through which there is improved technical
change (through the switch of the mix of intermediate good inputs and exhaustible
resources) and increased resource rents. The third strand is the literature on what is
termed the ”resource curse” as established by Sachs and Warner (1995) , which depicts
a negative relationship between countries natural-resource abundance and dependence
and their economic growth. In our paper we show that opening to trade may benefit
the resource abundant country only if it is not too much backwards and there is some

support of home produced goods.

While most studies of endogenous growth with exhaustible resources focus on an isolated
economy without trade and or FDI, a few studies related to our present work involving
natural resources and trade have been carried out. A model most closely related to
our work is presented by Gaitan and Roe (2012). Though they consider an infinite
time horizon of trade with exhaustible resources, the key focus of their study is distinct
from the objective of our paper. Their main aim was to show plausible conditions
under which the interdependence of countries through trade can give rise to the resource
curse. In their study they do not explicitly account for resource price determination in
autarky and in trade as we have demonstrated in this paper by applying the open loop
strategies. Moreover they abstract from intermediate goods driving technical change,
but they compare capital accumulation under closed and open economy. Finally we
account for breakage of Hartwick’s rule in when a resource abundant country is opened
to trade, which is not the aim of their exposition. A more recent study is by Yenokyan
et al. (2014) who investigated economic growth with trade in factors of production. They
concluded that trade in goods can raise growth rates of trading partners without any
technology transfer or international transfer. Our study departs from their approach
by considering technical change induced by intermediate goods used in final output

production.

The rest of the paper is organised as follows, section [4.1] presents the model, section
[4.2] contains the solution (with technical steps in Appendices), in section [4.3] we obtain
main results and propositions of the paper, in section [4.4] we provide the conclusion

and discuss possible extensions of the idea of this paper.
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4.1 Model

Consider the world economy with two countries, home, h and foreign, f. Home country
possesses an endowment of exhaustible resource which is used in production both in
home and foreign countries. The economies of both countries are otherwise symmetri-
cal: there are representative households consuming final product being made in both
countries, final goods producers, intermediate goods sectors and resource sector. Inter-
mediate goods are produced in the Romer-fashion but we assume constant variety of
available intermediaries technologies in the basic set-up. We describe each sector of the
home economy in turn since it is our main focus. Derivations for foreign economy are

symmetric and can be easily made.

4.1.1 Households

Consumption is represented by the representative household who supplies L units of
labour. As it is already standard (see for example Peretto and Connolly (2007)), we
assume that the population is constant and equal in both countries of mass Ly ; = 1.
We also assume that wage is equal across countries and is a numeraire such that w = 1.
The only source of income for the households is the resource rent plus interest payments
on savings. All of the income may be either consumed or saved: i.e a representative
household owns the resource stock with associated revenue stream prR. Letting r; =
ry = in the same spirit as Gaitan and Roe (2012) such that interest parity condition

holds, the flow budget constraint of the representative household at home is:
Ah =rA, +prR+1—pE}. (4.1)

Where Ej, is the expenditures in the home country, E; is expenditures in the foreign
country, pgr is the resource price, R is the amount of exhaustible resource, Aj, and Ay
are the household asset holdings in the home and foreign country respectively. In the

foreign country the budget constraint is the same but without resource rent:
Af:TAf+1—pEf. (4.2)

The only capital in this economy are financial assets of households which are not de-
preciated. This assumption is not crucial and cannot influence any results of the paper

except for the initial conditions on capital (assets) accumulation.

The household maximizes lifetime utility over an infinite time horizon subject to the

inter-temporal budget constraint and the usual No-Ponzi-game condition. We assume
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a constant discount rate and CES preferences preferences over goods provided by the

home and foreign country. Thus the household maximizes

??t/mé”Twaﬁwie{th (4.3)
P 0

where Cj is a consumption at country ¢ resulting from the combination of home produced
final good and foreign traded good:
1 x=1 1 X=17 35
Ci=[eF ()5 + (1 - (€)' T (4.4
and utility is logarithmic:
U(C;) =InG; (4.5)

Note that x denotes the inter temporal elasticity of substitution between home and
foreign consumption goods, ¢ and (1 — ¢) denote preferences over home and foreign
goods respectively, where ¢ is the home bias; ¢ € [0, 1]. A consumer also derives utility
from consuming imported goods, the more the bias is, the less a representative household

prefers imported goods.

4.1.2 Final goods sector

In this sector there exist home and foreign producers. They use resource being extracted
in the home country and a range of intermediate inputs (country-specific) in production

technology:

N;
T n .Y : . .
Y; = /0 QULAjRY, i € {h, f},j € [0:y], (4.6)

O<n<l,0<y<l.

Where The sum of i and « are in principle total factor productivity. labour being used

inelastically with L = 1.

The instantaneous profit function for final producer in country ¢ is given by:

N;
i = pY; — /0 P, Quidi — prRi —1, i € {h, f}. (4.7)

where last term appears due to labour costs.



Chapter 4. Dynamic Model of International Trade and Exhaustible Resources (written
with Anton Bondarev) 60

We assume that the resource is traded by the home country to both home and foreign
firms and the price pg is the same for both final sector producers at home and abroad,

but varieties of intermediaries are in general different and non-tradable across countries.

The equilibrium price at time ¢ is related to industry output by means of a linear inverse

demand function:

p=(t) = (a = Yu(t) = Y;(1)) - (4.8)

We assume that the actual market price, p(t), at time ¢ is not equal to its equilibrium

level p°(t), but moves towards it following a first-order adjustment process, i.e

p(t) = sla—p—Ya(t) = Y;(0)], (4.9)
The speed of adjustment is captured by parameter s, with 0 < s < cc.

The problem of final producers thus involves instantaneous profit maximization with re-
spect to the demand for intermediate products (capital) and inter-temporal optimization

with respect to the resource demand.

4.1.3 Resource sector

In our simple model, the resource sector is a monopoly, owned by the households. The
behaviour is thus described by a standard resource-extraction model. The profits are
given to consumers, who own this sector. In the same spirit as Dasgupta and Heal
(1974), and Hartwick (1990) the firm extracts resources without any costs and offers
them to the firms of the final-goods sector for a price pr per unit, not differentiating
across countries. Letting S(¢) denote the resource stock at time ¢ and assuming no

storage we have resource constraint

So > /O " Rt (4.10)

The deterministic evolution of S(t) is described by total extraction equal to the demand
from both countries:
S(0) = So; S = —R=—Rj) — R} (4.11)

where, RE and R? are the exhaustible resource demand for the home and foreign country
respectively. Since storage is not possible, the quantity supplied to the market at any
time is equal to the total quantity extracted. The extracted resource is completely
homogeneous across all firms, hence there is no product differentiation in the resource

sector. Since we assume costless extraction, discounted profit to be maximized is given
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by
PR

max/ pRRe*fOtr(T)d(T)dt (4.12)

where r denotes the interest rate.

4.1.4 Intermediate producers

The intermediate goods sector consists of a variety N; of products. We assume the
range of existing intermediates to be constant, Nh, ¢ = 0 in both countries to simplify
the analysis. Every variety is owned by a single firm, which is interpreted as R&D
firm in standard dynamic case. All such monopolists have homogeneous technology of
producing variety at hand. The production function for monopolist j in country i is

given by

N;
Qij = Kij, / Qijdj = Vi;j € [0; Ny (4.13)
0
thus the total assets stock is used for production of intermediaries (capital).

In each country, each firm j in the intermediate good sector maximizes the present

discounted value of profits flow:

Vij = max/ e " pq,;Qij — riKilds (4.14)
PQ;; Jt

and establishes the equilibrium price for each individual intermediate product given the

demand from the final producers sector.

4.2 Solution

4.2.1 Households

The maximization problem of the household, (4.3) subject to (4.1) or (4.2) yields demand

for homogeneous final product. Households solve the problem in two steps,

1. They decide how to allocate expenditures between imports and domes-
tically produced goods.
Let E; be the aggregate consumption expenditure in country ¢ = h, f. The instan-

taneous expenditure constraint is given be

En = pnChn +05Crn (4.15)
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Ey =pyCrs+ pnChy (4.16)

No trade friction implies that the law of one price holds across countries,
Ph=Dpf=Dp (4.17)

thus prices of final goods sold at home and foreign countries are equal.

2. Agents choose the time profile of expenditures by maximising present

value utility.

max/ e "ln i : dt; (4.18)
¢ Jo PXp! X+ (1 —p)xpl=x
subject to (4.1) for the home country and to (4.2) for the foreign country.

Optimality conditions give the standard Euler equation in which at each moment
in time the rate of growth of expenditures on consumption is equal to the difference
between the instantaneous interest rate and the rate of time preference.

gz =ri—p i€ {h,f} (4.19)
Assuming equal interest rates across countries, r;, = ry yields equal growth rates

of expenditures.

4.2.2 Final producers

Final producers are facing the consumers demand, C},, C'y and optimize over demand for
resource, RiD and demand for intermediate products, Qz‘[;" The total resource demand is
dynamic and has to be chosen by both firms, but demand for intermediaries is obtained

via maximization of the instantaneous profit functions.

We solve this problem in two steps.

1. Demand for intermediate products.

Perfect competition and profit maximization implies that marginal products are
equalised to factor prices. The demand for the jth variety of intermediate input

in country ¢ can be written in the well known Dixit-Stiglitz form:

Q@ 'R} —pq,, =0; (4.20)
1

n Y =0 Pfj
PQy; fO pik;#jdk
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Note that € = 1;7 is the elasticity of substitution between varieties . The demand
(4.21) is the downward sloping for each intermediate input j and is known to the

monopolistic intermediate producer.

2. Demand for the exhaustible resource.

The only dynamic choice variable for both foreign and home final producers is the

resource demand. The dynamic problem for both firms is thus:

00 N
max/ et <pYi — / PQ,; Qijdi — prRP — 1) dt, (4.22)
RP Jo 0
s.t.
p=sla—p—Y, — Yy (4.23)

where Q;; is given by (4.21) and output is given by (4.6) for the home firm and

the same for the foreign firm.

In non cooperative games there are basically two strategies that can be applied; open
loop strategies and feedback strategies. Open loop equilibrium means that strategies
implemented by the players must be functions of time alone where as feedback (closed
loop) strategies are functions of time and the state. Closed-loop solutions to differential
games are mainly considered in the special case with linear dynamics and quadratic
costs. In this paper we employ the open-loop equilibrium concept we derive resource
demand through application of the Maximum Principle for both countries. The system
of equations is highly non-linear, therefore open loop strategies as opposed to closed loop
will enable us to obtain analytically tractable solution. Closed loop strategies will be
analytically challenging and require numerically approaches such as collocation methods
of value function estimations. Details can be found in the Appendix C.2. The optimal
demand for the resource is

v (M) -\ e g\ T
RP = — () N, 7 <> (4.24)
—1 PR PQ

a function of final product’s price p and the shadow costs of production ;. Provided
the resource demand is a differentiable function, we can reformulate the problem to get
rid of shadow costs in the system. For that we use F.O.C. (C.16) to express A; through
resource demand and price and then make use of (C.21) to get the differential equation

on resource demand as a function of resource price, giving (C.24) in Appendix C.2.

. aY; 1 (85/1. )2
: PR oR, O
i ( -1+ 7”)> 2y, (a—Y_i—(2+7)p) a2y; (4.25)
PR 62R1i PR 82Rl1'
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From equation (4.24) is trivial to deduce that an increase in the resource price pr leads
to a decline in the resource demand. Increasing varieties of intermediate inputs N
would imply that a monopolist charges a lower price pg which gives rise to an increase
in resource price. The net effect is a decrease in non-renewable resource demand. As
the substitution parameter 1 increases (more intermediates inputs substituting resource
inputs) ppr rises hence less resources are demanded by final good producers confirming

the above assertion.

4.2.3 Resource extraction

In this section we solve for the price and the quantity demanded of the intermediate

good. Profit maximization problem in the resource sector becomes :

max / h prOR()e Joridm g, (4.26)
s.t

/ " R < S(0) (4.27)
S=-R (4.28)

with R = R,? + R}j . The application of Maximum Principle (details in Appendix C.3)
yields constant price growth rate to ensure infinite time of total extraction: Thus the

growth of resource price is proportional to the interest rate:

PRr Y

) +v-1
Pr_, 0777 (4.29)
This is consistent with Hotelling (1931) rule that the optimal extraction path of an
exhaustible resource is one along which the exhaustible resource price increases at the
rate of interest times the ratio of total productivity and intermediaries (which are sub-
stitutes to the resource). This is a no-arbitrage condition equalizing the returns between

the exhaustible resource and other assets.

4.2.4 Intermediate goods producers

The producer maximizes profit function:
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maxmg, (Qij) = poQij — rKij (4.30)
ij
s.t.
Qij = Kij;j S [0 : NZ] (4.31)

Since every intermediate producer is a monopolist in his/her own product, the firm
optimizes over the price with the demand given by (4.21). From this the price for every
intermediary may be defined and turns to be equal across intermediaries (since there is

no technical change and homogeneous technologies for all of them).

X
r = (qﬁ—v) (4.32)

Substituting for Qp we get the optimal pricing rule of a constant mark up over the

marginal cost
r

PQij =PQi = (4.33)
Due to product symmetry, prices in all sectors are identical, The only parameters affect-
ing prices are r and 1. We assume interest parity such that r; = r_;, which implies the
equal growth rates given by the Euler equation (4.19). Low values of n allow monopolist
to charge a higher mark up and earn higher revenues and profits. 7 captures intermediate

input share in output, low values of 1 presume less demand for intermediate inputs.

We can substitute for pg and rewrite QP as:

1 1
e 2 i
D Ui t=n Ui K 2¢,,—€
Qij = (mR;Y) = (7,37) = *r Ry, (4.34)
where € = ﬁ Now substituting for the pricing rule in the profit function we get

N;
7= / injQijdj —rK; = 7726—1T1—5R:7 _ nQe—Tl—eREW
0 (4.35)

=(1-n) / PQi; Qijdj = r / Qijdj
0 n 0

That is, monopolist profits at every instance is (1 —n) share of revenue. Thus with > 1

the R&D sector is making losses and economy collapses.

4.2.5 Equilibrium, market clearing

consists of:
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1. Final goods market clearing Cj, + Cy =Y}, + Y7;

2. Capital market clearing for every country K; = fONi Qijdj;

D.

3. Intermediaries market clearing for every country Qi; = Q;7;

4. Resource market clearing, R = Rf + RJI? .

Now observe that the resource price growth rate is constant, (4.29). Thus the resource

demand dynamics (4.25) are transformed into

Vie {hf}: R = (ﬂJrZ_l - (1+r)> Ri—

n
1 7\ L gl P\ L

—la-N (L) RS -(2 — N (L) R 4.36
pR<a Z(T) B (+rm>7+n—lz r Z (430

and substituting for output and resource price solution (which is a straightforward mono-

tonic solution for the ODE (4.29)) one gets the triple of equations, which describes the

evolution of the world economy:

: —1
= (IR ) ) R

n
1 _pnty-t N RS
1 ety (a—Nf (n ) "R _(2+r)p) R <n) TR (437)

Po T
. —1
sz (7’7+Z —(1+T')> Rf—

_n n
1 _paty=1y 772> I-n 1 ¥ <772> - X

—e ¥ a— Ny | — R™ — (247 —N¢ | — R,"; (4.38
” ( h ( ’ h ( )p v -1 f f ( )

ol 772 1%71 ol 172 1%71
b= a_p_R;"<T> Nﬁ—R}"(r> Ny ). (4.39)

where pg denotes the initial price for the resource.

The evolution of the world economy with two countries and open trade for exhaustible

resource and final product is thus given by the triple (4.37), (4.38), (4.39).

It is clear that under autarky the resource demand from the foreign country is zero and

the system is reduced to:

. +n—-1 1 _,nty-1, % 7]2 1—n
RA:<7“7 — 1+T>R — —e v a—(24+r ——F N, ( R
h ~ ( ) | B 20 ( ( )p)7+77—1 h



Chapter 4. Dynamic Model of International Trade and Exhaustible Resources (written
with Anton Bondarev) 67

where superscript A denotes autarky regime. If the trade for resource is absent as well
as for final product the dynamics of the home economy is characterized by the couple
(4.40), (4.41).

4.3 Results

We analyse here the comparative dynamical behaviour of the system under open trade
of the resource and under autarky, when the resource is traded only within country as
well as the final product. It is relatively straightforward to see from the price dynamics,
(4.39), (4.41) that opening the national markets may either decrease or increase prices
of the final product and subsequently change the total demand for the resource. This

in turn characterises the usage of intermediaries (capital and technology).
We start by defining the steady states of both systems.

Proposition 4.1 (Steady states existence).
Steady states for both systems (4.39), (4.37), (4.38) and (4.41), (4.40) exist only if

yHn>1 (4.42)

otherwise resource demand has increasing growth rates until the full exhaustion of the

resource.

Indeed observe that only under this condition the exponent in resource demand equations
have negative power yielding contraction in time. Non-autonomous ODE systems may

have steady states only if their non-autonomous part is a contraction. Hence the result.

This means prices and resource demand may be stabilized in the system if economy
(both domestic and abroad) has high enough overall productivity. In this case the
accumulation of capital can substitute for resource in production and thus demand for
resource will stabilize at some level as well as prices. If instead, productivity is relatively
low, there is not enough additional savings to replace resources in production and rising
demand for goods (because of higher income of households) would lead to resource
demand increase and thus price increases up to the point when the resource is fully
exhausted. At this time no production will take place, since we assumed Cobb-Douglas

production technology.



Chapter 4. Dynamic Model of International Trade and Exhaustible Resources (written
with Anton Bondarev) 68

4.3.1 Autarky

The steady state for the autarky is defined by stable price for final product and stable

demand for the resource.

The implicitly defined steady state level of resource demand under autarky results from

substituting (4.44) into (4.43) and observing that the demand is stabilized only when

1. Economy is productive, e. g. v+ n > 1;

_pnty=l
2. The fluctuations of demand stop, e. g. e T .

If the total factor productivity is lower than 1, v 4+ n < 1 demand cannot be stabilized.,
=l
since the non-autonomous part does not vanish at infinity, e TS L 50 and the

system explodes. If conditions above hold, there exist three different steady state levels
of resource demand: one of them trivially sets demand to zero, another one is close to
zero and the last one is non-trivially set at some positive level. These follow from the

algebraic properties of the polynomial (4.43), which has up to 3 real roots.

n

r—————14+7)| R, ——(a—2+7r — Ny | — Ry)t= =0,
(P ) R - o @) e () (i

(4.43)

n

2\ 1—9
P =a— (RHT <Z> " N (4.44)
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4.3.2 Opened trade

The steady state for the system under trade is defined similarly from the system (4.37),(4.38),(4.39)
under the condition of productive economy and thus vanishing exponent in resource de-

mand equations:

<ﬂ+2_1 e r)) RO

n n
1 2\ 1T—p 2\ 1—n
(a—Nf (™) "<R§?>11n—<z+r>p0> e () w0

Po r
-1
(PR ) -

n n
1 n?\ T v 0 n?\ T o
“|a=-NO (L RO — (2 +r)p°© NO< R 1T=7 =0
p0< h<r> (h) ( )P ~tn—1 f , (f)

2\ 14 2\ 4
p°=a— (R))™ (”) " NC (R <”> Y2 (4.47)
T

with superscript O denoting the open trade regime.

As it can be seen, the same is true for the opened system. The difference comes from the
boost in resource demand and lower price for the final product experienced by home final
producers. At the same time under the open trade revenues of resource monopoly are
growing, increasing the households income. This income is then used for faster capital

accumulation and higher production of existing varieties.

For simplicity of further analysis we assume that varieties which are produced at home
and abroad are fixed and are not changed as a result of opening trade, that is N,’;‘ =
N, }? = Ny, N }4 = NJQ = Ny thus only the level of production of each variety , Q;; may

change. We start with the direct comparison of two steady states for the home economy.

Compare first steady state price levels in the opened and closed economy. The difference
is given by

n

2\ T e e e
pt 0= (1) (BN 4 )N - (BTN ()

which is the difference between home output under open trade and autarky plus foreign
output. This difference can be negative (thus final product price increases) only if the
home output fall more due to foreign competition then the total foreign output. This
could be true only if the home economy is relatively large comparing to the rest of

the world (foreign) and representative households preferences are biased towards foreign
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final product. In this case the resulting reduction of home output is so strong, that it
is not compensated by foreign output and final price increases instead of decreasing due

to increased competition.

Proposition 4.2 (Steady states prices comparison).

The steady state price decreases after opening up trade, pA — p© > 0 if:

1. The home final output at least does not decrease under trade,
O\ A1
(R)™5 — (BT > 0 (4.49)
2. The home output decreases to a lesser extent than the foreign output increases:
ON1T25 Ay O\ 125 A1 O\
(Ri) =0 — (Ry) ™7 <0, Np|(R) =7 — (Ry) 77| < (Rf) 17 Ny (4.50)
otherwise the final product price increases, p* — p° < 0

This is a straightforward conclusion which does not need formal proof. Since our main
goal is to study how the opening trade would affect the developing country, we assume
Ny /Np, > 1 meaning the rest of the world is more developed. This increases the likelihood
of final price to decrease as a result of opening trade. From this observation we deduce

a corollary:

Corollary 4.3. The higher is the technological distance between home and foreign coun-

try, N¢/Ny, the more final price reduction have to be expected from opening trade.

Now we analyse the changes in the resource rent, which governs the capital accumulation

at home.

Proposition 4.4 (Resource rent).

1. The price of the resource does not change from opening up the trade as long as

r¢ = rp and production technologies are the same, Ny = np, Y = Va:
PR = i (4.51)

2. The resource rent under open trade (as long as resource is available) is higher than

under autarky by the factor of

prRC — prR* = pr (RY + (R}, — R}})) > 0. (4.52)
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Proof is made by:

1. Checking the resource price movement equation which is independent of country-

specific parameters, (4.29);

2. Done by checking resource demand (C.26) with zero and non-zero foreign demand

and observing from proposition 1 that home demand changes is negative.

Thus the resource rent grows from opening trade as long as the final price drops (the
home country is technologically significantly backward) and technology is not super-
productive 7 < 1. Resource rent may also grow if the final price grows but technology

is very productive, since the relationship in Proposition 1 is reversed.

Observe that the quantity (Rh)l%v governs the home demand for each of the interme-
diaries expressed in terms of resource demand. As long as 7 < 1 intermediaries are
complements with the resource and increase in resource demand leads to the increase
in intermediaries usage too. However if n > 1 which means more productive technolo-
gies, the increase in resource demand will actually decrease intermediaries usage, making
them substitutes. This of course holds only as long as prices both for intermediaries and
the resource have fixed schedules, that is, 7, = 7. Otherwise the home economy would

adapt its interest rate to the world one, making intermediaries cheaper.

From the (4.21) it follows, that under open trade the demand for intermediate products
as a substitute for resource is higher, since the resource demand is lower. This result
is in tandem with a widely held view in literature that introducing new intermediate
goods leads to an increase in total factor productivity(TFP) and causes growth. Thus
the opening of the domestic market leads to the switch in the mix of factors being used
for production, boosting technical change. This last is reflected in higher levels of Q;,
since the price ratio between the resource and intermediaries becomes more favourable

for the latter.

Proposition 4.5 (Structural change under open trade).

When the resource abundant country opens the trade, then:

Forn < 1:
1. If r, > 1y the demand for intermediate products increases, boosting technical
change. through cheaper capital;

2. If 1, <1y the opposite effect occurs, making intermediaries relatively more expen-

sive and the economy more resource oriented;
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3. If r, = ry intermediaries usage may decrease at home, following the resource
demand.

It is interesting to note that it is not always good for technical change in the home
country to open up trade. The effect would depend on the relative price of capital at
home and abroad and on the productivity of technology. If capital at home is scarce
which is often the case for developing countries, structural change may be ignited by
the change in relative price of technology and resource based factors. However if the
technology is more productive, the effect would be reversed, since additional revenue will
increase resource expenditures and not the intermediaries demand. However this can be
the case only for n > 1, which means collapse of the home economy without technical

change. Thus we restrict ourselves only to the case of n < 1.

This may be demonstrated by direct comparison of evolution of intermediate demand
(4.21) under both regimes. The ordering would follow for the case of Ryl > RY in the
steady state.

Proposition 4.6 (Hartwick’s rule in the economy under open trade).

Due to Proposition 1 Hartwick’s rule does not always hold in the opened economy: not

all resource rents are re-invested into the capital accumulation.

Proof follows from the fact that consumption expenditures may increase after opening
trade, E,? > E;?, both under decrease and increase of final price, depending on the taste
for foreign goods , 1 — ¢ parameter. Then it is possible to find such a configuration of

parameters space, @, p, 7,7, r that simultaneously
Ef > Ej, prR% < prR* (4.53)

hold. This is sufficient for Hartwick’s rule to fail.

Observe that we do not discuss here how generic is the situation of Hartwick’s rule
breakage. This would require much more detailed simulations and parametric analysis.
However some raw estimations point to the key role of elasticity ¢. The more home
consumers like foreign products, the more likely expenditures will increase higher, than
resource revenues. This is indeed the case for many developing countries: taste for
foreign products is high, and demand for resource is low since the rest of the world is
more technologically advanced. Thus we claim that according to our analysis, the open
trade may benefit home country only if it is not too much backwards and there is some

support of home produced products.
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4.4 Conclusion

In this paper we have studied the consequences of opening up to trade in a resource
abundant economy, with particular attention on technical change, resource rents, capital
accumulation. The dynamic game, two country approach adopted in this paper allows
us to study trade effects and exhaustibility of non renewable resources in a unified

framework.

Our approach is different from endogenous growth models that study a closed economy
and do not take into account opening to trade. We summarise the main results of the
paper as follows; Firstly opening to trade leads to a switch in the mix of factors of
production. That is, opening to trade leads to more extraction of exhaustible resources
to supply both the home and foreign market, as resources get exhausted the resource
price rises and intermediate goods substitute for exhaustible resources in production and
thus demand for resource will stabilize at some level as well as prices. In the case of
relatively low productivity, there is not enough additional savings to replace resources in
production and rising demand for goods. This in-turn leads to resource demand increase

and thus price increases up to the point when the resource is fully exhausted.

Secondly, resource rents grow from opening trade as long as the final price drops (this
occurs when the home country is technologically significantly backward) and technology
is not super-productive n < 1. Resource rent may also grow if the final price grows but
technology is very productive. More over, As long as long as the parameter governing
technology (productivity) 7 < 1 intermediates are complements with the resource and
increase in resource demand leads to the increase in intermediaries usage too. However
if n > 1 which means more productive technologies, the increase in resource demand will
actually decrease intermediaries usage, making them substitutes. This gives the fourth
conclusion; under open trade the demand for intermediate products as a substitute for

resource is higher, since the resource demand is lower.

A final important result is in relation to Hartwick rule, in this study we were able to show
that not all resource rents are re-invested into the capital accumulation as claimed by
Hartwick rule. This stems from consumer’s bias for foreign products, that is, the more
home consumers like foreign products, the more likely expenditures will increase higher,
than resource revenues. Therefore opening up to trade may benefit home country only

if it is not too much backwards and there is some support of home produced products.

From the model and the results above, we infer policy implications and recommendations
for the developing exhaustible resource country. Firstly opening up to trade may boost
home direct investments through faster capital accumulation and will benefit consumers

without harming domestic industry. The higher is the current resource stock, the more
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beneficial such a policy may be. We argue that larger initial exhaustible resource stocks
leads to increased capital stock in the long run for the resource abundant country since
they receive trade proceeds of the exhaustible resources to the foreign countries. Larger
revenues may in turn be used as FDI replacement to stimulate consumption, this is in
the same spirit as Asheim (1986) who asserted that resource-rich economy can allow

itself to use revenues arising from resource exports to finance additional consumption.

Lastly investing in R&D in extraction technology might offset the depletion of today’s
resources, this is a possible extension to our model. Stuermer and Schwerhoff (2013)
found out in their study that resource stock may be increased through R&D investment
in extraction technology, they argue that even if non-renewable resource use and pro-
duction increase exponentially, resource prices might stay constant in the long term.
In the same spirit, WTO (2010) reported that allowing for technological change in the
extractive sector can effectively increase the supply of resources by contributing to new

discoveries and allowing extraction of stocks that could not be reached before.

The are several extensions that could be investigated using our framework. The model
allows for immediate extension of results on arbitrary n of resource-importing countries.
The extension of the number of exporting countries is non-trivial, since if one allows for

strategic interactions between them, the cartel collision behaviour may be observed.

It is also interesting to study the effects of price discrimination for the resource monopoly,
as it is frequently the case: home producers enjoy lower prices than foreign ones. In our
set-up such a discrimination may indeed boost home country revenues and thus capital
accumulation, but the decrease in foreign output would drive prices for the final product
higher and decrease the utility of households. Thus the price discrimination should be
treated with caution while might be implemented if the difference in home and foreign

technologies, represented by the level of available varieties is big enough.

Moreover, the process of technical change need not to be restricted to the growth in the
level of usage of existing intermediaries. One could also assume dynamic character of
N}, Ny in the spirit of Peretto and Connolly (2007), Belyakov et al. (2011) or Bondarev

(2012). However this extension should require rather challenging analytical elaboration.

The limited capacity of the resource seems to play no role in the current model, because
the time of extraction is not optimized upon by the resource monopolist. However
this time of full exploitation should play an important role in the decision of how much
resource to export to foreign country and at which price. Moreover the market structure
of the resource should be paid more attention. The existence of oligopolistic structure

is common for resource abundant economies and is a matter of ongoing debates. This
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structure may be modelled by the means of usual dynamic oligopoly with the application

of the same Differential games apparatus.



Appendix A

Gains from Trade and FDI with

Heterogenous Firms

A.1 Aggregation Price Index

A.1.1 Trade Only Price Index
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Under assumption of Common Pareto distribution this becomes
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Evaluating the integral and substituting for cutoff productivities
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A.1.2 FDI only Price Index
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ij
(A.4)
Under assumption of Common Pareto distribution this becomes
o
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e
(A.5)

Evaluating the integral and substituting for cutoff productivities
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(A.6)

A.1.3 Aggregate price index of all foreign varieties

For the Aggregate price index of all foreign varieties supplied via exports and FDI we

start with the following integral
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Evaluating the Integral and substituting for the cut off productivities

k

1_ﬁ g -k k k —_ P
Pj_k = Ny (;j) (H(wmj)> (ow;) o1 <f(£x)lcfl + ( Jatr — Jbx e

g o+l (QTij)V(U—I) 1
(A7)
A.2 Aggregation of Sales
A.2.1 Export sales
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Under the assumption of a common Pareto distribution for all countries, this becomes:
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Evaluating the integrals we get

X — k 1 A [E man —heotl j o 1
E o— ® Y .
in <k‘ —o+1 mm) in < PEx > P]-l_o ( 1-— Uwijnj) (A.10)

supply capacity market capacity

Using the export productivity cut-off the last equation above can be re-written as:
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Equivalently this can be re-written as:

k
Pmin ok
XEx — N - ; A.12
ij (@Ex) Ex (/{:—a—l—l)fEij ( )
extensive inte‘nrsive

The effect of trade costs on export sales yields the extensive and intensive margins as

dinX]x
nT;j —— N———
intensive extensive

A.2.2 FDI or Multinational Sales

1- G((,O* ) o— o —0o o— -0 Y;
X5 = W(A{.SNMF / @ 1<ﬁ)1 [(Q4y735) Y = 1 (wijmiy)' 7 B—L5dG (o3 ")
t Mp 7
ij
(A.14)

Under the assumption of a common Pareto distribution for all countries, this becomes:
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(A.15)

Evaluating the integrals we get
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(A.16)

Using the FDI productivity cut-off the last equation above can be re-written as:
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In the same spirit as the trade case(export) this can be re-written as;
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Following Irarrazabal et al. (2013)The overall effect of an increase in variable trade
barriers on total affiliate sales can be decomposed into intensive and extensive margin

as ;

danyF

dinmy, — 4z leZ -k ot D (A.19)

intensive extensive

Where xf4; is defines as the elasticity of FDI cutoff to variable trade barriers.

(i) Dy =1) — 1
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A.2.3 Aggregate Sales(from all operations, i.e both exports and FDI)
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A.3 Expenditure shares
A.3.1 Trade Share(Income spent on Imports
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Using the solution for the equilibrium mass of firms derived from the labour market

clearing condition and free entry condition we get
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Using the export cutoff productivity
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Using the solution for the equilibrium mass of firms derived from the labour market

clearing condition and free entry condition we get
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A.3.3 Aggregate Expenditure share

The aggregate expenditure share on all foreign varieties is given by adding the last two

expressions for trade and FDI expenditure shares
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Capital Taxation, Heterogeneous
Multinational and Trade Firms in
a Dynamic Model of Endogenous

productivity Growth

B.1 Profits of the home, export and FDI firms

e Domestic firm maximisation problem

max_pp, (w)p,(@) - a(w)ep, () (B.1)

This yields price as a constant markup over the marginal costs

(2

a(w) (B.2)

pDZO__l

and the revenue of this domestic firm are given by

Rp(w) = A% Ly,®* ~1q(w!79) (B.3)

This implies that the domestic firm profits are given by

7p(w) = A%(1 — II) Ly, ®* ~La(w! ™) (B.4)
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e Trade firm maximisation problem

max pp, (w)TE, (W) — a(w)rpe, (w) (B.5)
PEz(W)(¥)

This yields price as a constant mark-up over the marginal costs including the

iceberg costs 7

pp = a(w)T (B.6)

oc—1

and the revenue of this exporting firm are given by

R, (W) = A% Ly, ®%7 17179 (w!79) (B.7)

This implies that the exporting firm profits are given by

g, (W) = A7(1 — @)Ly, ®* 17177q(w! ) (B.8)
e FDI firm maximisation problem

max  pg,, (W)TEm, (W) — a(w)zgm, (W) (B.9)
PEm(W)(¥)

The multinational firm price is also a constant markup over costs, and in the same
fashion as for the domestic and trade firm we specify the price, revenue and profits

as follows.

PE, = ——aw) (B.10)

and the revenue of this domestic firm are given by

Rg,, (w) = A7 Ly, ®*7 la(w!' ™) (B.11)

This implies that the domestic firm profits are given by

7g, (W) = A%(1 — ®) Ly, ®*7 ta(w' ™) (B.12)



Appendix C

Impact of exhaustible resource on

opening for international trade:

Hartwick’s rule and taste for

foreign goods

C.1 Derivation of the Euler Equation

First derive the Indirect Utility
Lets rewrite the utility U(C) as

1

U(Cisy i) = n (Clh 4+ (1= 9)C, )" i € {h, f)
The consumers’ budget constrained choice problem has the Lagrangian
L =U(Cy,C—i;) = AN(E; — pCi; — pC_i;)

The demand functions then satisfy the familiar tangency condition:

MRS; CPCZ_I _ Py
MRS_ii  (1—¢)C?.t  pii

—i

Solving the equation for C'_;; in terms of C;; we get:
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(C.1)

(C.2)

(C.3)

(C.4)



Appendix C. Impact of erhaustible resource on opening for international trade:
Hartwick’s rule and taste for foreign goods 85

1

Remember that x = then substituting C_;; into the expenditures we get

1-p>
B X
pCii + pC_i; = pCi; + pCi; <(1 ¢¢)> =E; (C.5)
E; (p/w)X
Cii = - \X  oXpl=X + (1 — o)X T P (C.6)
p+p(7w> PXpt X+ (1 —)Xp

By symmetry the demand function for the foreign goods consumed at home is given by

o (p/(1—))~X
O = T+ (- g

E; (C.7)

The corresponding indirect utility function is therefore given by

_ B
B s T R
max/ e "ln - — | dt; (C.9)
¢ Jo PXPIX 4 (1 — p)xplx

subject to (4.1) for the home country and to (4.2) for the foreign country. Optimal-
ity conditions give the standard Euler equation in which at each moment in time the
rate of growth of expenditures on consumption is equal to the difference between the
instantaneous interest rate and the rate of time preference.

g =ri—p i€ {h, [} (C.10)
Assuming equal interest rates across countries, r;, = ry yields equal growth rates of

expenditures.

C.2 Derivations for final producers

The (current value) Hamiltonian functions for final producer in country i is:

N;
H; = pY; — /0 PQi;Qijdj — prRi — Ai (sla —p = Yi(t) — Y=i(1)]) , (C.11)
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substituting in it for Y; from (4.6) and normalizing s = 1 for simplicity

= (m [ )

(C.12)

Ni Ni
H;,=0p {RZ/ Q?jdj] —/ PQ;,; Qijdj — prR; + \i |a —
0 0

N_;
(7, QZU@>]
0

and then for Q;; from (4.21) one may write down explicitly Hamiltonian as a function

of resource for both firms :

Hi=p

R} /ONi <[pQ Rv] %)"Czj - /ONi ([;;Rnr"ydj ].(0.13)

Assuming similar prices for all the intermediates, pg,; = pg we can integrate over and

)\i[a—p—

obtain
_n_
= [ n 1%77 7]717 1= = (n 1%71
H; = pRik" <> — Rl K N; —prR; + X\ila—p— Rilin <> N;—
PQ PQ PQ
(C.14)
N

R" <> N_;|. (C.15)

pPQ
Taking F.O.C for resource demand:
OH -1 = v [y = v 4

i Rl N (L) T pTa [ N:— N - RN,
aRz 1_ 7 PO 1_77 i 0 i—PRTA; 1_77 i 7
(C.16)
Equating the derivative to zero we get resource demand as a function of prices:
% (T
—-n —-n n
pR_17 RN, ip<77> _)\i<n> — X ;
-n PQ yze] yze)
_n_
e B I=n
pe= RN () - v < (©17)

__
D v ol (= N) — 0\ T e (o \ T T
R = RS v N, — (C.18)
n PR PQ

which is (4.24). Expressing A; from (4.24) through resource demands yields

PR
XNi=Dp— E— o ] (C.19)
— -n
LRI (L)
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Costate equations are given by:
;
. OH.: 1 =
o=t = T xR (L) (C21)

Op Pq

Given resource demand, (4.24), the evolution of shadow costs is defined by prices and

itself:

ol
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and the same for A_;. At the same time we may make use of (C.19) and (C.20) to

express dynamics of resource demand for each country from (C.21):

. . 1 1—n
Ai =1\ — oH; =(r+1)N— R;Ylfn (77) ] N; =
PQ

dp
_n_
PR 'Y% n t=n
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PR 7R PR TR

Yielding the resource demand dynamics as a function of itself, final price and outputs

of both producers (which are in turn also functions of resource demand).

Evolution of the price itself is:

N_;

N;
p= <a_ PR /O Qi — 1 | Q"ijdj) (C.25)
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C.3 Resource price determination

The total demand for resource is

N e 11— 17
R (2 (N (p—An) —m TN (p—Ap)—m\ ™
S \1-n\p h
Q PR PR

(C.26)

The optimization for resource monopolist is carried out with respect to price of the
resource, since demand is given and no market segmentation is assumed. Current value

Hamiltonian is:
H = prR — ArR (C.27)

with R given by (C.26). Differentiation w. r. t. pg yields price proportional to shadow

costs of extraction:

OHE OR OR
Dt Ryppt .28
OpRr pR@;DR " opr ( )

with derivative of resource demand proportional to the demand itself

on
Opr

n 1- _
- )1< - <" T () ) T e
1-n"pr \1—n \pg PR
__b
((p—Af)—TI)l =
PR !

¥ 1
_(1_17)7
— N PR

R,

we define the price of the resource:

7y

— (=R = Ar/pr) + R=0, (C.29)
A
ARFZO T (C.30)
PR n+y-1
The dynamics of the co-state is:
. OHE
)\R:r)\R—i =rAR. (C.31)

oS
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transversality condition is given by

lim pr(t)R(t)e™ o™ = g (C.32)

t—o0
Thus the growth of resource price is proportional to the interest rate:

—1.
e

1 ; 1
_ =y pr_ nty -1 (C.33)
vy y PR v

PR

giving (4.29).
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