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Environment:

Goods are produced using labor and intermediate goods:
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Here y zj ( )  is the production of good z  in country j ; v zj ( )  is the input of the aggregate
intermediate good; and � j z( )  is the input of labor.

The utility function is
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The budget constraint is

  +p z c z dz w Tj j j j j( ) ( )
0

1z = � ,

where  Tj  is the lump-sum rebate of tariff revenue.

The technology for producing intermediate goods is
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where v j  is the total production of intermediate goods in country j .



Cost minimization:

We calculate some price indices by solving cost minimization problems:

For the aggregate consumption/intermediate good in country j :
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Here q j  is the price of the aggregate consumption/intermediate good in country j .

For the good z  produced in country j :
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Here q zj ( )  is the price of good z  produced in country j  and pj  is the price of the
aggregate of the intermediate good and labor.  Notice that, if θ = 0 , p wj j= .



Patterns of production and trade
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Symmetric Cobb-Douglas case:

Suppose that η ρ= = 0 .  Further suppose that labor endowments and tariffs are equal
across countries.  Then
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Here p z1( ) is the price paid for good z  in country j .

Symmetry implies that
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We can calculate equilibrium prices:
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The value of exports is
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Tariff revenues are
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Fraction of world trade (θ = 05. )
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Fraction of world trade (θ = 05. )
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Fraction of world trade (α =10. )
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Fraction of world trade (α =10. )
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