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The quantification of the welfare effects of trade liberalization is one of the
core issues in empirical international trade. All empirical frameworks for eval-
uating welfare effects of trade policies so far assume perfect labor markets
with full employment. This implies that changes in real welfare are due to
changes in relative prices but neglect changes in the total number of employed
workers. Although this has deepened our understanding of the effects of trade
liberalization, it does not speak to the concerns expressed by the public about
the impact of international trade on domestic employment prospects.

To capture these concerns, we derive a simple quantitative framework for
bilateral trade flows based on recently developed models of international trade
with search and matching labor market frictions. Our framework allows us
to take into account price and aggregate employment changes and to calcu-
late counterfactual trade flow, GDP, employment, and welfare changes due
to changes in both trade and labor market policies. The additional benefit
of incorporating labor market frictions into a quantitative trade model comes
at minimal cost: it only requires knowledge of the elasticity of the matching
function. Hence, our framework is easily applied to all topics where trade flow
effects are inferred, such as free trade agreements, currency unions, borders and
ethnic networks. In addition, similar to Arkolakis, Costinot and Rodriguez-
Clare (2012), we derive simple sufficient statistics for welfare, which relate
welfare changes to employment changes, changes in the share of spending on
domestic goods and the (partial) import trade elasticity.

We apply our framework to a sample of 28 OECD countries from 1950 to
2006 in order to evaluate two scenarios. First, we calculate the effects of in-
troducing preferential trade agreements (PTAs) starting from a counterfactual
world without any PTAs. Second, we evaluate the effects of a hypothetical
labor market reform in the United States. We find that, on average, intro-
ducing PTAs as observed in 2006 increases GDP about four percent more
when accounting for employment effects arising from imperfect labor markets.

Countries with only small increases in GDP, however, experience negative em-



ployment effects. On average, welfare effects are eight percent larger when
allowing for imperfect labor markets. Our second counterfactual experiment
analyzes a hypothetical improvement of labor market institutions in the United
States. As expected, GDP and welfare increase in the United States but also
improve for its trading partners due to positive spillover effects of the labor
market reform.

In our framework, changes in trade costs or labor market policies affect
labor market outcomes through changes in relative prices and income. When
trade costs fall, imports of foreign varieties become cheaper, leading to a lower
consumer price index in the corresponding country. When labor markets are
characterized by search frictions, firms have to incur costs to post vacancies
in order to find workers. The lower price level translates one-to-one into lower
recruiting costs for domestic firms. Hence, firms will ceteris paribus create
more vacancies, so that more workers find a job and unemployment is reduced.

A unilateral labor market reform which for example increases the matching
efficiency will increase the number of successful matches between workers and
firms and thus rise employment, GDP, and welfare in the corresponding coun-
try. As workers spend part of their income on foreign varieties, the increase
in income leads to higher import demand for all trading partners. This trans-
lates into lower unemployment in the trading partners, leading to a positive
correlation between changes in unemployment rates across countries.

The changes in employment and GDP directly affect bilateral trade flows.
Within our framework, bilateral trade flows can be described by a gravity
equation. The gravity equation in international trade captures the key styl-
ized facts that trade increases with market size and decreases with distance.
The empirical success of the gravity equation spurred a great deal of interest in
its theoretical underpinnings. Anderson (1979) and Bergstrand (1985) address
the role of multilateral price effects for trade flows. A more recent contribu-
tion by Eaton and Kortum (2002) develops a quantifiable Ricardian model of
international trade to investigate the role of comparative advantage and geog-
raphy for bilateral trade flows. Anderson and van Wincoop (2003) refine the

gravity equation’s theoretical foundations by including average trade barriers



to capture multilateral resistance and highlight the importance of proper em-
pirical comparative static analysis. Fieler (2011) introduces non-homothetic
preferences into the Ricardian framework of Eaton and Kortum (2002) to ra-
tionalize the fact that bilateral trade is large between rich countries and small
between poor countries. Waugh (2010) provides a complementary framework
with asymmetric trade costs to explain the cross-country-pair differences in
bilateral trade volumes and income levels. Anderson and Yotov (2010) elabo-
rate on the incidence of bilateral trade costs in the Anderson and van Wincoop
(2003) framework. These theoretical developments allow to employ the gravity
equation to infer the GDP and welfare effects of counterfactual trade liberal-
ization scenarios accounting for general equilibrium effects, which is a core
issue in empirical work on international trade.

Despite this multitude of theoretical foundations for the gravity equation,
to date all of them assume perfect labor markets. Crucially, this implies that
changes in real welfare ignore changes in the total number of employed workers
due to trade liberalization or labor market reforms. A recent, different strand
of the theoretical trade literature stresses various channels through which trade
liberalization affects (un)employment. Brecher (1974), Davis (1998), and Eg-
ger, Egger and Markusen (2012) focus on minimum wages to analyze the in-
teractions between trade and labor market policies. A binding minimum wage
prevents downward wage adjustments when a country opens up to trade. In-
stead, firms adjust the number of employed workers. Others have stressed
labor market frictions arising due to fair wages or efficiency wages (Amiti and
Davis 2012; Davis and Harrigan 2011; Egger and Kreickemeier 2009). Fair
wages or efficiency wages lead firms to pay wages above the market clearing
level in order to ensure compliance of workers. When trade is liberalized, av-
erage productivity of firms increases which leads to an increase of the fair or
efficiency wage due to rent-sharing as well as an increase in unemployment.
Finally, search-theoretic foundations of labor market frictions are introduced
into trade models (Davidson, Martin and Matusz 1988, 1999; Felbermayr, Prat
and Schmerer 2011a; Helpman, I[tskhoki and Redding 2010; Helpman and It-

skhoki 2010). In these models, workers search for jobs and firms for workers.



Once a firm-worker match is established, they bargain over the match-specific
surplus. Trade and labor markets interact via relative prices of hiring work-
ers and goods prices which affect search and recruitment efforts. While our
framework relies on a search-theoretical foundation of labor market frictions,
we employ different approaches to divide the rent between workers and firms
like minimum wages, efficiency wages, and bargaining.

Theoretically, the effects of trade liberalization on (un)employment are
ambiguous, but Dutt, Mitra and Ranjan (2009) as well as Felbermayr, Prat and
Schmerer (2011b) provide reduced-form evidence that more open economies
have lower unemployment rates on average. In contrast to these reduced-
form approaches, our structural empirical framework accounts for country-
specific general equilibrium effects and allows to quantify employment, GDP,
and welfare effects of policies.

The remainder of the paper is structured as follows: Section 1 presents the
structural gravity model accounting for employment effects and also includes
a discussion of how to calculate counterfactual employment, GDP, trade flow,
and welfare changes. Section 2 discusses the parameter estimation. Section 3
evaluates the effects of preferential trade agreements and labor market reforms

for a sample of 28 OECD countries. Section 4 concludes.

1 A quantitative framework for trade and un-

employment

While there are a great many of excellent quantitative frameworks to analyze
trade flows, we use the simplest possible way to provide a rationale for bilateral
trade between similar countries based on preferences a la Armington (1969).!
To allow for imperfections in the labor market, we introduce a simple produc-
tion structure where firms search for workers to produce a homogeneous good.

Once a firm and a worker have met, wages are determined by bargaining. As

! Consequently, we deliberately abstract from distinguishing between the intensive and
extensive margin of international trade as for example in Chaney (2008) or Helpman, Melitz
and Rubinstein (2008).



alternative wage determination mechanisms, we cover minimum wages and effi-
ciency wages in the Appendix. Both approaches are observationally equivalent
in our setting. We also demonstrate in the Appendix that our framework and
counterfactual analysis are isomorphic to a Ricardian model of international
trade along the lines of Eaton and Kortum (2002).

1.1 Goods market

The representative consumer in country j is characterized by the utility func-
tion U;. We assume that goods are differentiated by country of origin. The
quantity of purchased goods from country i is given by g¢;;, leading to the

following utility function
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where n is the number of countries, o is the elasticity of substitution in con-

U, =

sumption, and [; is a positive preference parameter.

International trade of goods from 7 to j imposes iceberg trade costs ¢;; > 1.
Profit maximization then implies that p;; = p;t;;, where p; denotes the factory
gate price of the good in country 7.

The representative consumer maximizes Equation (1) subject to the budget
constraint g; = > ., pitiiqi;, where §; = y;(1 + d;), with y; denoting nominal
income in country j and d; the share of the exogenously given trade deficit
(if d; > 0) or surplus (if d; < 0) of country j in terms of GDP.? The value of

aggregate exports from ¢ to j can then be expressed as

Bipitij =
Tij = DPitijQi; = (Tj Yis (2)

J

and P; is the standard CES price index given by P; =[S0 (Bipiti;) 7|/ 1),

*We allow for trade imbalances following Dekle, Eaton and Kortum (2007). We also
conducted all counterfactual scenarios assuming balanced trade, but our results changed
very little. Detailed results can be found in the Appendix of this paper.



In general equilibrium, the total amount of exports corresponds to nominal
income, i.e., y; = Z?Zl x;;. Assuming labor to be the only factor of production,
GDP in a world with imperfect labor markets is given by the wage bill of all
employed workers, i.e., y; = w;(1 — u;)L;. We next describe the labor market,

which determines wages w; and the unemployment rate u;.

1.2 Labor market

We model the labor market using a one-shot version of the search and matching
framework (SMF, see Mortensen and Pissarides, 1994 and Pissarides, 2000).3
Search-theoretic frameworks fit stylized facts of labor markets in developed
economies as for example the simultaneous existence of unfilled vacancies and
unemployed workers.*

The labor market is characterized by frictions. All potential workers in
country j, L;, have to search for a job, and firms post vacancies V; at a unit cost
of ¢; P; (measured in terms of the final output good) in order to find workers.
The number of successful matches between an employer and a worker, M, is
given by M; = mjL;‘le_“, where p € (0,1) is the elasticity of the matching
function and m; measures the overall efficiency of the labor market.> Only a
fraction of open vacancies will be filled, M;/V; = m; (V;/L;)™" = m9; ", and
only a fraction of all workers will find a job, M, /L; = m; (V;/L;)" " = mjﬁ;_“,
where ¥; = V;/L; denotes the degree of labor market tightness in country j.

This implies that the unemployment rate is given by®

Uj =1- mjﬁjl-_“. (3)

3See Rogerson, Shimer and Wright (2005) for a survey of search and matching models,
including an exposition of the simplified one-shot version. For recent trade models using a
similar static approach, see for example Helpman and Itskhoki (2010).

4They are less successful in explaining the cyclical behavior of unemployment and va-
cancies, see Shimer (2005). This deficiency is not crucial in our case as we purposely focus
on the steady state.

®Note that we assume a constant returns to scale matching function in line with empirical
studies, see Petrongolo and Pissarides (2001).

6Note that the matching efficiency has to be sufficiently low to ensure job finding rates
and job filling rates between 0 and 1.



After a match has been established, the firm and the worker bargain over
the match surplus. The worker’s surplus from the match is the difference be-
tween the wage the worker earns while being employed and the unemployment
benefits (b;) she receives when she is unemployed.

Denote by J7 the value of expected profit from a vacant job and J7 the value
of expected profit from an occupied job. J¥ is given by —Pjc;+M;/V;(J?—J7),
i.e., by the sum of the recruiting cost and the probability of filling the vacancy
multiplied with the surplus of filling it. J7? is given by J? = p; — wj, i.e., by
the difference of marginal revenues and marginal costs of an employed worker.
Firms post vacancies until all profit opportunities are exploited, hence J; = 0
in equilibrium. This implies that p; — w; = P;c;V;/M;. Hence, the worker’s
wage has to be strictly smaller than the value of output of the firm.

Rewriting, one finds the job creation curve w; = p; — Pjc;/(m;9;"). Tt
is increasing in the value of output and decreasing in the expected recruiting
costs Pjc;/(m;0;").

We use a generalized Nash bargaining solution to determine the surplus
splitting rule. Hence, wages w; are chosen to maximize (w; —b;)% (J? —.J7)' 7%,
where the bargaining power of the worker is given by &; € (0,1), J? = pj,
and J} = w;. The unemployment benefits are expressed as a fraction v; of
the market wage rate. Note that both the worker and the firm neglect the
fact that in general equilibrium, higher wages lead to higher unemployment
benefits, i.e., they both treat the replacement rate as exogenous (see Pissarides
2000). The first order conditions of the bargaining problem yield w; —vy;w; =
&/(1—=¢&;) (pj —wj). Solving for w; results in the wage curve w; = &;/(1 +
v;€; — 7;)p;- Due to the one-shot matching, the wage curve does not depend
on ¥;. The bargained wage increases in the value of output p;, in the worker’s
bargaining power ¢;, and in the replacement rate ;.

Combining the job creation and wage curves determines the equilibrium

labor market tightness as

1/p —1/n
pj Cj
v, = = — Q. 4
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where Q; = % > 1 summarizes the effective bargaining power of
workers. €); is increasing in the worker’s bargaining power &; and in the re-
placement rate ;. Labor market tightness decreases and the unemployment
rate increases when m; or ¢; decrease or (); increases.

The relative price p;/P; is determined by the demand and the supply of
goods. It therefore provides the link between the labor and goods market. This
can best be seen by using the wage curve to replace wages w; and Equations
(3) and (4) to replace u; in y; = w;(1 — w;)L; which leads to the following
expression for GDP:

3 <pj)l‘_‘# (Cj )#‘71
Yy, = —————p;m; | = —Q; L. D
J 1_,_%5],_%,] J P m; J J (5)

Changes in trade costs will affect the relative price and therefore influence labor

market outcomes. Decreasing trade costs for country j will directly lower the
country’s consumer price index P;, while the price of domestic goods p; is
only affected indirectly by general equilibrium effects. An increase of p;/P;
increases the marginal revenue of an additional worker relative to the cost of
recruiting her. Hence, firms will recruit more workers, thereby increasing labor
market tightness and lowering unemployment.

Given trade costs t;;, labor endowments L;, and parameters, we can use (2),
(5), the definition of the price index P;, and the general-equilibrium adding-up
constraint y; = 2?21 x;; to solve for the variety prices p; and subsequently for
relative prices p;/P;, wages w;, trade flows z;;, GDPs y;, and the unemploy-

ment rates u;.

1.3 Derivation of the gravity equation

Our quantitative framework implies a gravity equation for bilateral trade flows,
which we derive in this section. We first use y; = Z?Zl x;; which summarizes

the general equilibrium nature of our model and implies market clearing, i.e.,

wa _ Z (He) = > () e @
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Solving for scaled prices §;p; and defining 3"V = Zj v, 9V = Zj y; and
income shares 6; = y;/y" and éj = ¢;/9", we can write bilateral trade flows

as given in Equation (2) as

-0
yiv; [ i
Tij = —= | == ,  where 7
=2 (H, ) 1)

1/(=0) LI U 1—c 1/(1-0)
S Y ij)
y P, = E o | = 01 5 8
’ <i=1 yW (Hi > ( )

while we substituted equilibrium scaled prices into the definition of the price

n l1—0o
il = Z(%) i,

j=1 J

index to obtain the multilateral resistance terms P;.

Note that this system of equations exactly corresponds to the system given
in Equations (9)-(11) in Anderson and van Wincoop (2003) or Equations (5.32)
and (5.35) in Feenstra (2004) assuming balanced trade, d; = 0 for all 4, even
when labor markets are imperfect.”

The intuition for this result is that GDPs appear in Equation (7). Ob-
served GDPs already include the actual number of employed people. Hence,
it still holds that total spending equals total production. The only difference
is that now total production is achieved by employed workers, not all workers,
as is assumed with perfect labor markets. Hence, even with labor market fric-
tions, we can use established methods to estimate trade costs using the gravity

equation. We summarize this result in Implication 1:

Implication 1 The estimation of trade costs is unchanged when allowing for

imperfect labor markets.

1.4 Counterfactual analysis

While trade cost parameters can be recovered without assumptions concern-

ing the labor market according to Implication 1, most researchers estimate

"Symmetric trade costs, i.e., t;; = tj;, imply I, = P, (see Anderson and van Wincoop,
2003); if trade is balanced, II; = II; and P; = P;.



gravity equations in order to evaluate counterfactual policy changes. In or-
der to calculate the counterfactual situation of a policy change, one needs to
take into account changes in GDP. When calculating counterfactual GDP, all
approaches to date neglect changes in the total number of employed workers.

For example, in the framework of Anderson and van Wincoop (2003) with
perfect labor markets, calculating GDP and corresponding shares in world
GDP is easy as “quantities produced are assumed fized” (p. 190). However, this
assumption is also very restrictive, as it implies that GDP and welfare changes
are solely due to changes in (real) prices. Hence, changes in a country’s GDP
only translate into price changes in the perfect labor market framework. Sim-
ilarly, in Eaton and Kortum (2002) the number of employed workers remains
constant.

In contrast, our model also leads to employment adjustments. When GDP
falls, unemployment will rise, which in turn will impact wages. In essence, our
model allows labor market variables to affect income. Hence, assuming perfect
or imperfect labor markets matters for the proper counterfactual analysis.

We derive and discuss in turn counterfactual (un)employment, GDP, and
trade flows. Afterwards, we discuss how to calculate welfare and derive suffi-
cient statistics for welfare along the lines of Arkolakis, Costinot and Rodriguez-
Clare (2012).

1.4.1 Counterfactual (un)employment

Noting that variety prices p; are not observed, we follow Anderson and van

Wincoop (2003) and use Equation (6) to solve for scaled prices as follows:

1o Y yWoo Y
(Bipj) ° = - tj o = g_wejnj t= g—ij, (9)
Zi:1 <ﬁ) Y;

where t; = 6’]1:[?_1. We then use the definition of u; given in Equation
(3), replacing ¥, by the expression given in Equation (4) and defining =; =
p—1

. I N [ -
m; (—C]_Qj) and k; = Z¢/Z;, where superscript ¢ denotes counterfactual
m; J

10



values:

1—p ~ 1—p
1 — s eNF P\
= =i () (—) , (10)
Uy P; P
where e; denotes the employment rate. Noting the derivation of Equation

(9) and remembering that P}~ = =.(y" /")t 7t (see the definition of

the price index and (9)), we can express the ratios of the prices and price

<0

LD

indices as functions of f; to end up with counterfactual (un)employment levels

summarized in the following implication:

Implication 2 Whereas 1in the setting with perfect labor markets
(un)employment effects are zero by assumption, the (un)employment effects

in our gravity system with imperfections on the labor market are given by:

1—p _lep

. e <f;>ma> Stk M7

j — = Kj |\ 1— ’
€j % S () T

K3 (2

j uj —uj = (L —u;) (1 —¢&).
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B
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Implication 2 reveals that a country can directly affect its (un)employment
level by changes in its labor market institutions, as reflected by changes in &;.?
In addition, all trading partners are affected by such a labor market reform due
to changes in prices as reflected by ;. Direct effects are scaled by changes in
tl_gfi)l/(lfo

relative prices pj/]5j which are proportional to (fj/ > it ), reflecting
the spillovers of labor market reforms to other countries. Changes of relative
prices due to trade liberalization therefore provide the link to the labor market.

Even with imperfect labor markets we just need one additional parameter
alongside o, namely g, the elasticity of the matching function, in order to
calculate counterfactual values. Note that p plays a crucial role for the im-
portance of the labor market frictions. As p approaches one, frictions of the
labor market disappear and the (un)employment effects vanish. A lower pu,

i.e., higher labor market frictions, leads to larger changes in (un)employment

8Note that employment changes are homogeneous of degree zero in prices, implying that
a normalization does not matter for the employment effects.

11



for given relative price changes. Additionally, all (potential) changes in labor

market policies are succinctly summarized in a reduced-form fashion in &;.

1.4.2 Counterfactual GDP

We next derive counterfactual GDPs. Using the definition of =;, we can

. . -\ (I=p)/p
write Equation (5) as y; = &/(1 + 7€ — v5)p; (p]/P]) =,L;. Now

take the ratio of counterfactual GDP, yf, and observed GDP, y;, define v; =
/(L + ;& — ;) and ©; = v§/v;. Noting that labor endowments L; stay
constant, using (9), and P}~7 =3, (y" /5" )t 7t;, we arrive at the following

implication:
Implication 3 Counterfactual GDPs are given by:
1—p

1 1
‘ . ~\Too o [ Bl=0) Sty | rUe)
imperfect labor markets: y; = (DW) VjR; (f) (W
J (tS. s
AN i

1 1
perfect labor markets: Uj = (ﬁw) e (E—j) e

with DV = (y"<3")/(5"y") indicating the endogenous change in the world
trade deficit to keep trade deficit GDP shares d;s constant. It equals one
in the case of balanced trade. In order to ensure a common numéraire, we
normalize P, = ]5f = 1, i.e., GDP changes are in terms of the price level of
the first importer in the data set.® If we assume 1 = 1 and balanced trade, we
end up with the case of perfect labor markets employed by Anderson and van

Wincoop (2003).

% As mentioned in footnote 12 in Anderson and van Wincoop (2003), the solution of the
multilateral resistance terms (MRTs) adopts a particular normalization. In general, this
applied normalization may vary between the baseline MRTs and the counterfactual MRTs.
In order to ensure the same normalization for the baseline and counterfactual scenario, we
normalize P, = ]5f =1.

12



We can now go a step further and decompose the change in GDP as follows:

1—p
1 C\ i) e\ mitey l—og n(1=o)
9 = <15W)E0 BY G (S)TT (=t ) (11)
’ T\ T\ (1) T e ’
v "\ >

K3 3

price change employment change

with the price change and the employment change as defined in Implication 2.

Let us focus on the numéraire country for a moment. As we use its price
index as our numéraire, the last expression in brackets of Equation (11) is
equal to one. Then, the equation simplifies to the change in v; (which is solely
driven by changes in exogenous parameters), to the change in the world deficit,
and to two terms that are equal except for their exponents: the price change
term rises to the power of p and the employment change term to the power
of 1 — p. Hence, the relative importance of price and employment changes
only depends on u. If u approaches zero, the labor market rigidities vanish,
and the total GDP change is due to the price change, as in models assuming
perfect labor markets. With any value of u between zero and one, the share
of the GDP change attributable to the price change is x4 and the share due
to the employment change 1 — . Hence, with u = 0.75, three-quarters of
the change in GDP are due to the price change and one-quarter is due to the
employment change. In all other countries, changes in price indices lead to
a more complex relationship. A lower price index lowers recruiting costs and
thus spurs employment. This effect is captured by the last bracket in Equation
(11). On the other hand, lower variety prices render recruiting less attractive,
which is reflected by the first term of the employment change. Hence, the
overall effect is ambiguous.

Taking logs, we can attribute the share of log change in GDP divided
1

by (DW l_g, g5, due to changes in institutions, prices, and employment as

follows:
_Ino; Inp;  Ing

= : 12
Ing:  Ing; Ing; (12)
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Alongside GDP changes, we will report this decomposition in all our counter-

factual exercises.

1.4.3 Counterfactual trade flows

Given estimates of ¢;;, data on y;, and a value for o, we can calculate (scaled)
baseline trade flows as z;y" /(yi7;) = (ti;/(TL;P;))' =7, where TI; and P; are
given by Equation (8). With counterfactual GDPs given by Implication 3, we
can calculate counterfactual trade flows as xf;y"/(yc75) = (t%/(ﬁflﬁf))1*"7
where IIf and P are defined analogously to their counterparts in the baseline
scenario given in Equation (8).!° Due to direct effects of changes in trade costs
via t;; and non-trivial changes in II; and pj, trade may change more or less
when assuming imperfect labor markets in comparison with the baseline case

of perfect labor markets.

1.4.4 Calculating welfare effects

We can express the equivalent variation in percent as follows:

geB g e p P
BV, = BT _ Y g _ gt (13)
Yi Yi P Pf

We next derive sufficient statistics for the welfare effects of trade liberalization
similar to those of Arkolakis, Costinot and Rodriguez-Clare (2012). We there-
fore consider a foreign shock that leaves the ability to serve the own market,
t;j, unchanged as in Arkolakis, Costinot and Rodriguez-Clare (2012). Addi-
tionally, we follow their normalization and set the wage in country j, w;, equal
to one. We then come up with the following sufficient statistics (see Appendix
B for the derivation):

1ONote that Pj and ]575 are homogeneous of degree one in prices while II; and f[f are ho-
mogeneous of degree minus one. Hence, scaled trade flows ;4" /(y;9;) and xijw*c /(Y5 us)
are homogeneous of degree zero in prices. In other words, they do not depend on the
normalization chosen.

14



Implication 4 Welfare effects of trade liberalization in our model with imper-

fect labor markets can be expressed as

W, = ;A7
Hence, welfare depends on the employment change, ¢;, the change in the share
of domestic expenditures, S\jj, and the partial elasticity of imports with respect
to variable trade costs, given in our case by 1/(1 — o). Note that in the case
of perfect labor markets é; = 1 and W, = 5\%(1_0
(6) in Arkolakis, Costinot and Rodriguez-Clare (2012).

When ;\jj is observed, assuming imperfect or perfect labor markets would

), which is exactly Equation

lead to different welfare predictions. The difference in the welfare change is
given by é;. Hence, assuming perfect labor markets neglects the effects on
employment and the corresponding welfare effects. Whether welfare increases
or decreases in a particular country depends on the relative magnitude of trade

creation and diversion.

2 Parameter estimation

Having set out our structural model and described how to obtain counterfac-
tual GDPs, trade flows, employment levels, and welfare, we next describe our
estimation strategy for the gravity variables and the key parameters needed for
the counterfactual analysis, the elasticity of substitution, o, and the elasticity

of the matching function, .

2.1 Estimating the gravity variables

We start by writing (7) in stochastic form as follows

Zij = %3 = exp (k — (1 —o0)Int;; — mﬁz‘lﬂ - IHPJ’PU + gij) ’ (14)
YiY;

where ¢;; is a random disturbance term or measurement error of exports,

assumed to be identically distributed and mean-independent of the remaining

15



terms on the right-hand side of Equation (14), and k is a constant capturing the
logarithm of world GDP. We employ country-specific importer and exporter
fixed effects to control for the outward and inward multilateral resistance terms
I1; and P;, respectively, as suggested by Anderson and van Wincoop (2003)
and Feenstra (2004). We then solve for the multilateral resistance terms based
on the fixed effects trade friction parameter estimates.!!

Additionally to estimating Equation (14) in log-linear form, we also use the
approach suggested by Santos Silva and Tenreyro (2006) and estimate the mul-
tiplicative version of the model using a Poisson pseudo-maximum-likelihood

estimator.

2.2 Estimating the elasticity of substitution

In principle, we could follow most of the gravity literature and merely assume
a plausible value for the elasticity of substitution as the main contribution of
this paper is providing a structural gravity framework allowing for imperfect
labor markets. However, recently Bergstrand, Egger and Larch (2012) show
how to obtain estimates for o within their proposed framework without relying
on additional data. We show here that their approach, which only relies on
trade flows and observed baseline variables, is also applicable when assuming
imperfect labor markets. We therefore follow this approach in order to obtain
an estimate for the elasticity of substitution o.

First, note that we can rewrite trade flows as given in Equation (2) by
replacing the variety price using the wage curve and observing that w; =
vi/ [(1=u;) L] as follows: ai; = ((B:(1 4 7€ — 7i)yitis) /(&(1 — i) L Py))' 7 G-
Estimation of Equation (14£sing observable determinants of bilateral trade

costs generates estimates tilj’".12 We next substitute t}j"’ in Equation (7)

~ l—0 - . ~ .
to generate Z;; and ¢,,7 in its analogue to generate Z,;. Using observed

1See Appendix C for the solution of the system of multilateral resistance terms with
asymmetric trade costs.

—

2For instance, in the model by Anderson and van Wincoop (2003), tllj_” would be deter-

mined by the exponentiated value of [(I—/Bp] Ind;; +[(1— UmUsycA]Borderij.
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unemployment and replacement rates we end up with:

—

Byt ° ( Bi(1 + %€ = ¥)yim (1 — tm) L >

A — 15
D (15)
We can solve Equation (15) for o, where v;, Ym, Li, Lm, Vi, Ym, Wi, and uy,
are observables. Following the literature, we assume that & = ¢, = 0.5. In
addition, we assume that 3; = (,,. Then, we can calculate n*(n — 1) values
of o by using all combinations 4, j, and m (m # i). As a measure of central
tendency, we use the average value of all estimates of ¢ > 1 as our summary
estimate in order to insure that trade costs do not counterfactually increase

with rising distance. We use bootstrapped standard errors for o.

2.3 Estimating the elasticity of the matching function

The other crucial parameter for our counterfactual analysis is the elasticity of
the matching function, pu. As with the elasticity of substitution, there are a
great many of plausible estimates of the matching elasticity available in the
literature. Still, we demonstrate that it is also possible to obtain an estimate
of p within our structural gravity framework relying on the cross-country-pair
variation in bilateral trade flows.

Using again Equation (3) and (4) and the definition of =;, we can write

-\ (I=p)/p
1 —u; =& (pj/Pj . As we observe u; in the baseline, we may take

ratios for two countries and the log of this ratio to obtain:

In 1=y = 1-nw In p—j& —1In —Cij
1—u, 1 pmlf’j S

We can solve Equation (16) for p, where u;, ¢; and €2, are in principle observ-

(16)

able. The unobservable variety prices p; and the price indices P; can be re-
placed by (8;p;)' =7 = (" /§" 0,117 " = (y" /§")¢; and P;=7 = 370, ;778
respectively. In our application, we assume again that 8; = 3,,. In addition,

we assume identical recruiting costs, c;, across countries as empirical measures
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of recruiting costs which are comparable across countries are hard to come by.
We can then calculate n(n—1) such values of p by using all combinations j
and m (m # j). As a summary estimate, we average over all estimated values

of y within the unit interval. We use bootstrapped standard errors for p.!?

3 Preferential trade agreements and labor mar-

ket frictions

We now evaluate the trade effects of preferential trade agreements and labor
market reforms in a sample of 28 OECD countries for the years 1950 to 2006.
The trade data are from Head, Mayer and Ries (2010). We use internationally
comparable harmonized unemployment rates as well as employment and civil
labor force data from OECD (2012). Internationally comparable gross average
replacement rates are from OECD (2007).'*

To obtain an estimable gravity equation as given in Equation (14), we need
to parameterize trade costs. We follow the literature and proxy ¢;; by a vector
of trade barrier variables as follows:

ti.7 = exp(61 PT Ajjr- 4062 In DIST;j+63CONTIG;+6,COMLANG;), (17)
where PT'A;;; is an indicator variable of preferential trade agreement member-
ship between country pair ¢j in year 7, DIST;; is bilateral distance, CONTIG};
is a dummy variable indicating whether countries ¢« and j are contiguous, and
COMLANG;; indicates whether the two countries share a common official

language.'> The data for the PT A’s are constructed from the notifications

13We use analytical standard errors for the trade cost parameters.

14 As Mexico does not have any unemployment insurance scheme but is characterized by a
large informal employment share, its labor market institutions are markedly different to the
other OECD countries in our sample. Consequently, no replacement rate data are available
for Mexico. We therefore exclude it from our analysis. For all other countries, we use
the simple average of replacement rates between 2005 and 2007 as data for 2006 are not
available.

5We do not use common colonizer indicators or similar variables regularly used in the
literature as these have very little variation in our OECD sample.
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Table 1: Summary statistics

Mean Std. Dev. Min. Max. N
x;; (cur. mn U.S.9) 2,048.991 8,950.166 0  348,420.6 38,313
GDP (cur. mn U.S.$) 386,072.995 1,143,571.923 126.99 13,201,819 43,372
PTA 0.237 0.425 0 1 44,688
In DIST 7.863 1.213  4.201 9.880 44,688
CONTIG 0.077 0.266 0 1 44,688
COMLANG 0.074 0.262 0 1 44,688

Notes: Summary statistics for the OECD sample from 1950 to 2006. The 28 countries included
are Australia, Austria, Belgium, Canada, the Czech Republic, Denmark, Finland, France, Germany,
Greece, Hungary, Iceland, Ireland, Italy, Japan, Korea, Netherlands, New Zealand, Norway, Poland,
Portugal, the Slovak Republic, Spain, Sweden, Switzerland, Turkey, the United Kingdom, and the
United States. Data are taken from Head, Mayer and Ries (2010).

to the World Trade Organization (WTO) and augmented and corrected by
using information from PTA secretariat webpages. Table 1 contains summary
statistics of the data.

Obviously, countries do not randomly sign PTAs. This has long been
recognized in the international trade literature, see for example Trefler (1993),
Magee (2003), Baier and Bergstrand (2007), and references therein. Empirical
evidence shows that the exogeneity assumption of PTAs is inappropriate when
attempting to quantify the effects of regional trade agreements. To avoid
potential endogeneity, we follow Baier and Bergstrand (2007) and Anderson
and Yotov (2011) and use a two-step estimation approach to obtain consistent
estimates of trade cost coefficients. In a first step, we estimate Equation (14)

including (directional) bilateral fixed effects, i.e., we estimate
zijr = exp (k + 01 PT Aijr + pir + ¢jr + Vi + £45) (18)

where ¢;; and ¢;; are exporter and importer time-varying fixed effects and v;;
is a time-constant (directional) bilateral fixed effect.’® Note that ¢;; and ¢,
control for the multilateral resistance terms II; and Pj, and the bilateral fixed

effect also captures the time-invariant geography variables. In a second step,

16We report results for regressions including bilateral fixed effects, i.e. v;; = vj;, and
directional bilateral fixed effects, i.e. v;; # vj;.
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we re-estimate Equation (14) to obtain estimates for the coeflicients of the
time-invariant geography variables, do to d,. We therefore use only exporter-
and importer-time-varying fixed effects and constrain the coefficient of PT' A,
01, to the estimate of the first step, o1

Finally, we use data from the last year in our sample, 2006, to estimate the

elasticity of substitution and the elasticity of the matching function.

3.1 Estimation results

We present results estimating log-linearized trade flows by OLS as well as the
Poisson pseudo-maximum-likelihood (PPML) estimator for the trade flows in
levels following the recommendation by Santos Silva and Tenreyro (2006) in
Table 11.

Columns (1)-(4) of Table 11 present results using bilateral fixed effects, i.e.,
assuming symmetric trade costs t;; = t;; which is the same assumption made
by Anderson and van Wincoop (2003). Columns (5)-(8) allow for asymmetric
unobserved trade costs, i.e. t;; # t;;, by employing directional bilateral fixed
effects. Each of these two blocks contains four specifications. Columns (1)
and (5) report OLS estimates for scaled trade flows z;;; in logs. Column (2)
and (6) present PPML estimates for the scaled trade flows in levels to control
for heteroskedasticity and zero trade flows. Columns (3) and (7) reproduce
Columns (1) and (5) for unscaled trade flows z;;,. Finally, Columns (4) and
(8) present PPML estimates for unscaled trade flows. The slightly larger
number of observations for unscaled trade flows stems from the fact that GDP
data are not available for all countries in all years where we have trade data
and control variables.

Our estimates are in accordance with well-known results from the empir-
ical trade literature. Distance is a large obstacle to trade, whereas contigu-
ity, a common language and PTAs enhance trade. Comparing the results
from Columns (1)-(4) with those of Columns (5)-(8) reveals that allowing for
asymmetric trade costs does not substantially change our parameter estimates.

Comparing with PPML estimates shows a clear pattern: distance coefficients
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are smaller in absolute values, but all other coefficients are larger (except for
the coefficients of COMLANG in specifications (4) and (8)). The differences
are larger for estimates using scaled trade rather than unscaled trade flows.
Note that in the case of specifications using unscaled trade flows, GDP effects
are captured by the time-varying importer- and exporter-fixed effects. Hence,
those specifications implicitly allow for non-unitary GDP coefficients.

PTAs increase trade by 30.60 percent (Column (3)) to 40.64 percent (Col-
umn (8)) when neglecting general equilibrium effects.!” The general equilib-
rium effects are accounted for in the counterfactual analysis, to which we turn
in Section 3.2.

Turning to the elasticity of substitution, our significant estimates lie be-
tween 2.349 in Columns (1), (3), and (5) and 2.535 in Columns (2) and (6).
These results are very much in line with recent evidence from Feenstra, Obst-
feld and Russ (2012) who report estimates for the Armington elasticity between
domestic and foreign goods of around 1 and between different foreign sources
of 3.1. As our model forces these two elasticities to be equal, we would expect
an estimate that lies in between these two estimates.'®

Finally, our estimates of the matching elasticity vary between 0.928 and
0.947 and are significant at any standard level of significance. With our
method, we find that the elasticity of labor markets in OECD countries in-
dicates a very low level of labor market frictions and a very high matching
elasticity compared to previous estimates. For example, Yashiv (2000) esti-
mates p between 0.2 and 0.6 for Israel for the years between 1975 and 1989.
A literature review by Petrongolo and Pissarides (2001) reports estimates be-
tween (.12 and 0.81 across studies focussing on several countries and time
periods. Hall (2005) finds o = 0.24 for the United States for the years 2000
to 2002. Rogerson and Shimer (2010) estimate p = 0.58 for the same data
for the years 2000 to 2009.° Even though our estimates are on the high side,

"Effects are calculated as (exp(dpra) — 1) x 100 percent.

18See Feenstra (2010) for a detailed discussion of estimates of the elasticity of substitution
in international trade.

Note that the literature reports both estimates of the matching elasticity with respect
to the unemployed, as we do, or with respect to vacancies. In our discussion, we transformed
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note that our method infers the matching elasticity from (ratios) of bilateral
trade flows using their cross-country-pair variation at one point in time. All
other estimates of the matching elasticity in the literature use time series data
on the number of matches, vacancies, and the unemployed from a single labor
market. Hence, it is not too surprising that our estimates are somewhat differ-
ent from the literature. In the counterfactual analysis, to which we turn next,

we therefore provide results for alternative values of the matching elasticity.

3.2 Counterfactual analysis

We conduct two counterfactual experiments in our OECD sample. First, we
evaluate the effects of PTAs. To this end, we compare a situation with PTAs as
observed in 2006 with a counterfactual situation without any PTAs. Second,
we evaluate improvements of labor market institutions in the United States

and Germany.

3.2.1 Evaluating the effects of PTAs

Our first counterfactual experiment evaluates the effects of introducing PTAs
as observed in 2006 compared to a counterfactual situation in which there
are no PTAs. We base our counterfactual analysis on parameter estimates
from Column (6) of Table 11 as they control for heteroskedasticity and impose
unitary income elasticities for trade flows consistent with our framework.
The results are shown in Table 3.2° Tt is organized as follows. Column (1),
“PLM %GDP”, gives the percentage change in nominal GDP in terms of the
price index of Australia for the case of perfect labor markets. Column (2),
“SMF %GDP”, gives the same change within our search and matching frame-
work. Columns (3) and (4) use Equation (12) and decompose the change in
nominal GDP of Column (2) into price and employment changes. Column (5)
reports the percentage change in the employment share for the case of im-

perfect labor markets, whereas Column (6) reports unemployment changes in

the estimates when necessary assuming constant returns to scale in the matching process.
20Tn the Appendix, we additionally provide results concerning the changes in trade flows
across countries.
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percentage points. Finally, Columns (7) and (8) report the equivalent variation
(EV) for the case of perfect and imperfect labor markets, respectively.

Table 3 reveals that all countries gain in terms of GDP when introducing
PTAs as observed in 2006. This translates into an average gain in terms of
GDP of 12.73 percent when assuming perfect labor markets. The average GDP
gain increases by 4 percent to 13.28 percent when accounting for employment
effects. Hidden behind these average effects is substantial heterogeneity. Some
countries gain substantially more than the average, for example Canada with
a gain of 20.70 percent, whereas other countries such as the United States
experience a smaller increase of 9.92 percent. The decomposition of (log)
GDP change into (log) price and (log) employment changes highlights that for
many of our sample countries, roughly 7 percent of the increase in GDP is
driven by the increase in employment. Countries with only slight increases in
GDP may even see negative employment effects, as can be seen in Column (5)
of Table 3. Typically, welfare effects are magnified when taking into account
employment effects. For example, the standard welfare estimate for Canada is
about 5 percent larger when taking into account labor markets imperfections.

To assess the fit of our model, we first compare the implied changes in
both openness (measured as imports plus exports over nominal GDP) and
in unemployment rates predicted by our model with actually observed data
for our sample. While it is straightforward to calculate these changes for
our model, we cannot, of course, observe “real-world” counterfactual openness
and unemployment rates. Thus, to compare model predictions with observed
data, we take a simple and admittedly very crude approach: we calculate the
observed change in openness and the unemployment rate as the change between

the first year for which unemployment rate data are available and 2006.2!

21 The first year is 1955 for the United States and Japan, 1956 for New Zealand, Ireland,
France, and Canada, 1958 for Finland, 1959 for Italy, 1960 for Denmark and Turkey, 1961
for Greece, 1962 for Germany, 1964 for Australia and Austria, 1970 for Sweden, 1972 for
Norway, Spain, and the United Kingdom, 1975 for Switzerland, 1983 for Belgium and the
Netherlands, 1984 for Portugal, 1989 for Korea, 1990 for Poland, 1991 for Iceland, 1992 for
Hungary, 1993 for the Czech Republic, and 1994 for the Slovak Republic. Note that all
countries either had no or only a few PTAs in place for the first year in which we observe
the unemployment rate, but all of them had experienced a tremendous increase in PTAs by
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Figure 1: Implied regression lines of changes in openness and unemployment
rates for both model and data.

Note that we standardized changes for comparison reasons. As can be seen
from Figure 1, our model replicates the average negative correlation between
openness and unemployment. The correlation between the fitted values of the
two regression lines is 0.57.

As an additional validation of our results we compare observed unemploy-
ment rates in the first year available for our sample countries with the implied
counterfactual unemployment rates without PTAs predicted by our model (see
Figure 2). The correlation between the observed and predicted counterfactual
unemployment rate is 0.54 which is tantamount to explaining 29 percent of the
variation in the observed unemployment rate. Thus, although there is room
for improving the model fit, we are the first to explain any of the observed vari-
ation in unemployment rates by changes in international trade policy changes.

As in every trade model, the resulting magnitudes of policy changes cru-
cially depend on the exact values of the elasticities. We therefore test the
sensitivity of our results to variations in the elasticity of substitution o as well
as in the elasticity of the matching function p. In the interest of brevity, we

present only average effects in Table 4. The GDP, employment, and EV effects

2006.

25



15 20
Il

10

observed unemployment rate

10 15
counterfactual unemployment rate implied by the model without PTAs

Figure 2: Regression of observed unemployment rate on the counterfactual
unemployment rate implied by the model without PT As.

crucially depend on the values of 0 and u. When the elasticity of substitu-
tion increases, GDP, employment, and EV changes become smaller. This is
because varieties are better substitutes, making trade less important. Hence,
incepting PTAs leads to smaller predicted gains in terms of GDP, employment,
and welfare. Changes in the elasticity of the matching function p also show
a clear pattern. Lower values of p indicate higher GDP, employment, and
welfare changes. A lower p corresponds to larger labor market imperfections.
When p approaches 1 we end up in the case of perfect labor markets. The
reason for this is that larger frictions on the labor market imply that firms
have to post more vacancies in order to find a worker, effectively increasing
recruiting costs. As trade liberalization decreases the overall price level, it
also lessens a firm’s recruiting costs. This reduction of recruiting costs is more
important in labor markets with higher frictions, making trade liberalization
more attractive. Overall, Table 4 highlights that the extent of labor market
frictions plays a crucial role in assessing the quantitative impact of free trade

agreements.
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Table 3: Comparative static effects of PTA inception controlling for trade
imbalances in 2006

(1) (2) 3) @ 6 © O @

PLM  SMF  share %GDP SMF SMF SMF PLM SMF
%GDP  %GDP  %In(p)  %In(e) %é Au %EV  %EV

Australia 16.45 17.40 92.75 725 117 -1.10 1649 17.43
Austria 17.73 19.01 91.69 831 146 -1.37 20.59 22.12
Belgium 18.25 19.61 91.45 855 1.55 -1.40 21.92 23.57
Canada 20.70 22.16 90.60 9.40 190 -1.75 28.24 29.72
Czech Republic 17.29 18.50 91.95 805 138 -1.26 19.36 20.80
Denmark 16.71 17.84 92.28 7.72 128 -1.21 17.84 19.16
Finland 15.90 16.91 92.77 723 114 -1.04 15.72 16.90
France 15.70 16.71 92.88 712 1.11 -1.00 15.22 16.43
Germany 15.27 16.22 93.31 6.69 1.01 -0.90 13.77 1491
Greece 15.62 16.60 92.92 7.08 1.10 -0.99 15.10 16.24
Hungary 16.79 17.92 92.24 776 129 -1.18 18.01 19.35
Iceland 15.36 16.26 93.17 6.83 1.04 -1.00 14.28 15.29
Ireland 16.19 17.20 92.66 734 117 -1.11 16.35 17.49
Italy 15.22 16.15 93.27 6.73 1.01 -0.94 13.83 14.94
Japan 9.25 9.28 101.03 -1.03 -0.09 0.09 -1.24 -1.26
Korea 9.39 944 100.71 -0.71 -0.06 0.06 -0.90 -0.89
Netherlands 16.86 18.01 92.32 7.68 128 -1.21 17.86 19.23
New Zealand 10.49 10.72 98.70 1.30 0.13 -0.13 1.61 1.85
Norway 16.38 17.45 92.55 745 121 -1.15 16.78 18.02
Poland 16.58 17.69 92.34 7.66 126 -1.07 17.53 18.83
Portugal 16.02 17.04 92.70 730 116 -1.06 16.03 17.21
Slovak Republic 17.05 18.22 92.08 792 134 -1.14 1872 20.11
Spain 15.15 16.07 93.25 6.75 1.01 -0.92 13.86 14.93
Sweden 16.17 17.22 92.61 739 118 -1.09 16.39 17.62
Switzerland 18.50 19.89 91.31 8.69 1.59 -1.51 22.66 24.34
Turkey 15.58 16.54 93.00 7.00 1.08 -0.96 14.87 1597
United Kingdom 13.61 14.31 94.49 5.51 0.74 -0.70  9.92 10.72
United States 9.92 10.08 99.63 0.37 0.04 -0.03 0.30 0.49
Average 12.73 13.28 96.59 3.41 055 -050 7.33 816

Notes: Counterfactual analysis is based on parameter estimates from column (6) of Table 11. PLM gives
results assuming perfect labor markets. SMF gives results using a search and matching framework for the
labor market. Averages are weighted averages using country GDP as weight.
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Table 4: Average comparative static effects of PTA
inception controlling for trade imbalances for various
parameter values

PLM SMF SMF SMF PLM SMF
Fo % 9GDP %GDP  %é %Au %EV  %EV

5 4.81 16.68 1191 -9.24 275 15.25
0.2 10 2.13 711 500 -422 120 6.33
15 1.37 451 316 -2.74 0.77  3.98

5 4.81 754 275 -241 2.75 5.67
0.5 10 2.13 3.32 1.20 -1.08 1.20 244
15 1.37 213 077 -0.70  0.77 1.55

) 4.81 5.69 090 -0.81 275 371
0.75 10 2.13 252 040 -036 120 1.61
15 1.37 1.62 025 -023 077 1.03

5 4.81 5.10 030 -0.27 275  3.07
0.9 10 2.13 226 013 -0.12 120 1.34
15 1.37 145 0.08 -0.08 077 0.85

5 4.81 483 0.03 -0.03 275 2.78
0.99 10 2.13 2.14 0.01 -0.01 1.20 1.21
15 1.37 1.37 0.01 -0.01 077 0.78

Notes: Table reports average changes in nominal GDP, employment, and
the equivalent variation in percent assuming either a perfect labor market
(PLM) or using a search and matching framework (SMF) for the labor mar-
ket controlling for trade imbalances with varying elasticity of substitution
o and elasticity of the matching function u. The remaining parameters are
set to values from column (6) of Table 11.

3.2.2 Evaluating the effects of labor market reforms

In our second counterfactual experiment, we evaluate the effects of a hypo-
thetical labor market reform which improves U.S. labor market institutions.
We implement this by a 3 percent increase in &; for the United States, i.e., we
set fp.s. to 1.03. Given our estimate of the matching elasticity of u = 0.928,
this change in Ay g corresponds to either an increase of 2.8 percent in the over-
all matching efficiency m; or a 32 percent reduction of recruiting costs in the
United States. Note that within our framework we do not necessarily have to

specify the explicit source of changes in labor market institutions. The results
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of this experiment are set out in Table 5.22

Table 5: Comparative static effects of Ay s = 1.03 controlling for trade imbal-
ances in 2006

(1) (2) 3) @ 6 © O @

PLM  SMF  share %GDP SMF SMF SMF PLM SMF
%GDP  %GDP  %In(p)  %In(e) %é Au %EV  %EV

Australia 0.00 0.79 92.75 725 0.06 -0.05 0.00 0.77
Austria 0.00 0.50 98.72 1.28 0.01 -0.01 0.00 0.09
Belgium 0.00 0.48 99.41 0.59 0.00 -0.00 0.00 0.04
Canada 0.00 0.96 90.76 9.24 0.09 -0.08 0.00 1.21
Czech Republic 0.00 0.52 98.14 1.86 0.01 -0.01 0.00 0.13
Denmark 0.00 0.53 97.89 211  0.01 -0.01 0.00 0.15
Finland 0.00 0.56 97.15 285 0.02 -0.01 0.00 0.21
France 0.00 0.52 98.23 177 001 -0.01 0.00 0.12
Germany 0.00 0.52 98.28 1.72 0.01 -0.01 0.00 0.12
Greece 0.00 0.55 97.34 2.66 0.01 -0.01 0.00 0.20
Hungary 0.00 0.53 97.73 227 0.01 -0.01 0.00 0.16
Iceland 0.00 0.62 95.59 441 0.03 -0.03 0.00 0.37
Ireland 0.00 0.59 96.30 3.70 0.02 -0.02 0.00 0.29
Italy 0.00 0.53 97.81 219 0.01 -0.01 0.00 0.16
Japan 0.00 0.55 97.53 247 0.01 -0.01 0.00 0.18
Korea 0.00 0.55 97.34 2.66 0.01 -0.01 0.00 0.20
Netherlands 0.00 0.51 98.48 152 0.01 -0.01 0.00 0.10
New Zealand 0.00 0.73 93.58 6.42 0.05 -0.04 0.00 0.64
Norway 0.00 0.56 97.17 283 0.02 -0.01 0.00 0.21
Poland 0.00 0.53 97.78 222 0.01 -0.01 0.00 0.16
Portugal 0.00 0.56 96.88 3.12 0.02 -0.02 0.00 0.24
Slovak Republic 0.00 0.53 97.83 217 0.01 -0.01 0.00 0.16
Spain 0.00 0.55 97.23 277 0.01 -0.00 0.00 0.21
Sweden 0.00 0.55 97.44 256 0.01 -0.01 0.00 0.19
Switzerland 0.00 0.48 99.47 0.53 0.00 -0.00 0.00 0.03
Turkey 0.00 0.56 96.99 3.01 0.02 -0.01 0.00 0.23
United Kingdom 0.00 0.62 95.71 429 0.03 -0.02 0.00 0.36
United States 0.00 255  -16.54 116.54 297 -2.83 0.00 254
Average 0.00 1.30 55.11 4489 111 -1.06 0.00 1.10

Notes: Counterfactual analysis is based on parameter estimates from column (6) of Table 11. PLM gives
results assuming perfect labor markets. SMF gives results using a search and matching framework for the
labor market. Averages are weighted averages using country GDP as weight.

22 Again, detailed results on the heterogeneous trade effects can be found in the Appendix.
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All countries gain in terms of GDP when U.S. labor market institutions
improve. This highlights the positive spillover effects, recently theorized by Eg-
ger, Egger and Markusen (2012) and Felbermayr, Larch and Lechthaler (2009),
and documented empirically in a reduced-form setting in Felbermayr, Larch
and Lechthaler (2009). Of course, when perfect labor markets are assumed, it
is not possible to evaluate any change in them. Therefore, Columns (1) and
(7) are uninformative. The decomposition of (log) GDP into (log) price and
(log) employment changes highlights that in the United States prices fall and
all increases in GDP are due to increases in employment. For the trading part-
ners of the United States, the positive GDP effects are composed of roughly 97
percent of price changes and 3 percent changes in employment. This can also
be seen when comparing the relative magnitudes of the employment changes
reported in Column (5) of Table 5. Concerning welfare, obviously the United
States profits the most from its improvements in labor market institutions,
with an increase in welfare of 2.54 percent. However and importantly, all
other countries also gain, with the highest gains for Canada at 1.21 percent.

We also analyzed the recent German labor market reforms implemented
between 2003 and 2005.22 These reforms reduced unemployment benefits to
increase search incentives for unemployed workers and are thought to have
increased the overall matching efficiency of German labor markets.?* For our
counterfactual scenario, we reduce the matching efficiency by 5 percent and
increase the replacement rate to the level prevailing in 2003. We find that
unemployment in Germany would be about 4 percentage points higher and

GDP more than 4 percent lower were it to undo its recent labor market reforms.

4  Conclusion

State of the art frameworks for quantitative analyses of international trade
policies to evaluate the trade and welfare implications of trade liberalization

all assume perfect labor markets. However, net employment effects are at

23Results can be found in the Appendix.
24Fahr and Sunde (2009) estimate this increase to be about 5 percent.
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the heart of the political debate on trade integration. Accordingly, recent
developments in international trade theory have highlighted the link between
trade liberalization and labor market outcomes.

We build on these theoretical contributions to develop a quantitative frame-
work of bilateral trade flows which takes into account labor market frictions
within a search and matching framework. Our model allows counterfactual
analysis of changes in trade costs and labor market reforms on trade flows,
prices, employment, and welfare.

We apply our structural model to a sample of 28 OECD countries from
1950 to 2006 to evaluate the effects of preferential trade agreements (PTAs)
and labor market reforms in the United States and Germany. We find that
introducing PTAs as observed in 2006 leads to greater GDP increases when
accounting for aggregate employment effects. Countries with only slight in-
creases in GDP see negative employment effects. Our second counterfactual
analysis assumes an improvement of labor market institutions in the United
States. Average welfare effects are substantially magnified when taking into
account employment effects. U.S. GDP increases roughly five times more than
GDP of the other countries. While the United States profits the most from
improvements of its labor market institutions with an equivalent variation of
2.54 percent, all of its trading partners also experience an increase in welfare
due to positive spillover effects.

As our approach does not require any information about the labor market
except for the elasticity of the matching function, it can be easily applied to

any other field in which the gravity equation is employed.
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Appendix

A Introduction to the Appendix

In this Appendix, we present further results and robustness checks.

In Section B, we derive sufficient statistics for welfare with imperfect la-
bor markets and show that in the case of imperfect labor markets, the welfare
statistics presented in Arkolakis, Costinot and Rodriguez-Clare (2012) are aug-
mented by the net employment change.

In Section C, we derive the solution of the system of asymmetric multilat-
eral resistance equations.

In Section D, we present a variant of our model where wages are deter-
mined by a binding minimum wage instead of bargaining once the match
between a worker and firm is established. We derive counterfactual changes in
employment and show that for constant labor market institutions, calculated
employment changes are identical to the ones assuming wage bargaining as in
the main text.

In Section E, we assume that the wage setting process is determined within
an efficiency wage framwork. Again, when labor market institutions remain
unchanged, calculated changes in employment and GDP are identical to the
model presented in the main text.

In Section F, we present an alternative model setup in the vein of the
Ricardian model of international trade by Eaton and Kortum (2002) and show
that our results from the main text hold when reinterpreting the elasticity of
substitution as the technology dispersion parameter used in Eaton and Kortum
(2002).

Section G presents further results on trade flow and employment changes
for the evaluation of PTAs and labor market reforms in the United States as
well as detailed results for labor market reforms in Germany as presented in
Section 3 from the main text.

Finally, Section H presents results for the counterfactual analyses in Section

3 from the main text under the assumption of balanced trade.
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B Sufficient statistics for welfare with imperfect

labor markets

Defining real income as W, = §,/P; and taking the log-derivative leads to

dInW; =dng;—dIn P;. Asy; = w;(1—wu;)L;, we can write the log-derivative

of yj as dIny; = dlnw; —u;/(1 —u;)dInu; = —u;/(1 — u;)dInu;, where the

second expression on the right-hand side follows by choice of numéraire. Noting

that §;, = y;(1 + d;) and taking d; as constant, it holds that dlng; = dIny;.
The log-derivative of P; = [Z?:l (@pitij)lﬂ] = is given by

n ot \ it \ T
dlnPj = Z ((—/BZZ; l]) dlan + (—BZ];?”) dlntw> .

i=1 J J

Using x;; = ((Bipiti;)/P;)' 7 §; and defining \;; = z3;/9; = ((Bipiti)/Py)' 7,
yields

dinP; = "\ (dlnp; + dlnty) . (19)

i=1
Noting that p; = (1 —; +v:&)/&w;, it also holds that d1np; = dln w;. Hence,
we can also write: dlnP; = > " Ny (dlnw; + dInt;;). Combining terms
leads to dInW; =dlny; —dIn P; = — lzjdlnuj = > Aij (dlnw; + dnty;).

Taking the ratio of \;; and \;; we can write \;/\;; = [(Bipiti;)/ (Bipitss)] 7
Noting that dt;; = 0 by assumption and that w; is the numeraire, so that
dw; = dp; = 0, the log-change of this ratio is given by dln\;; — dln\;; =
(1 —0)(dlnt;j + dlnp;). Combining this with Equation (19) leads to:

1 (< -
dnP; = 1_0(ZAijdlnAij—dlnAjj;Aij)

=1

Noting that §; = > ., x;;, it follows that Y A; = 1 and d) . N\;j =
Yo q,dX; = 0. Hence, Y0, Njdln);; = > 1, d)\;; = 0. Using these facts,
the above expression simplifies to dIn P; = —ﬁdln Ajj. The welfare change
dinu; + ﬁdln Aj;. Inte-

grating between the initial and the counterfactual situation we get 1nI/I7j =

Uy

can than be expressed as follows dInW; = ey
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Ine; + ﬁ In ;\jj, where e; = 1 — u; is the share of employed workers. Taking
exponents leads to VAVJ = éjj\;j%”. Moving from any observed level of trade to
autarky, i.e., Aj; = 1, yields VAVJ = ¢ (/\jj)_ﬁ. Note, however, that in con-
trast to the case with perfect labor markets considered in Arkolakis, Costinot
and Rodriguez-Clare (2012), even this expression needs information about em-

ployment changes.

C Solution of asymmetric multilateral resistance

equations
Using Equation (8), we can write II} 77 = > e i "P" 19;. Defining P; =
9~ 15"_1 leads to 1:[1_” = ZJ 1 tzlj 7B;. Similarly, P; can be written as ]51_" =

Sor b °TI77'9;. Defining t; = 6,1177" leads to P! = Y7 t1-7¢,. Now

J 1=1"1]
dividing H1 7 = 23 1 tzlj 7B, by ﬁ%"’ and using again £, = 0; H;’ ! leads to
0=t tzlj P, which can be rearranged to 6; = € >, tllj 79B;. Similarly,
d1v1d1ng P1 =", tllj 7% by ]5]-1_" and using again B, = 6, P“_1 leads to
). = B, Zz 17511] ?¢; which can be rearranged to 9~j =B >0 ltllj . 0, =
£ ZJ L i 7B; and 0, =%, >, t;7t; define a system of 2n equations that
can be solved for the 2n unknowns t; and ;.

D Minimum wages within the search and match-

ing framework

In this Section, we introduce minimum wages in our search and matching
framework. The binding minimum wage replaces the bargaining of workers
and firms that are matched. We then show that this leads to expressions for
counterfactual changes in GDP, employment, trade flows, and welfare which
are isomorphic to those in the main text.

We assume balanced trade for the following derivations. Let us first con-

sider the bounds for a binding minimum wage. If the minimum wage is above
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the wage that a firm and a worker agree upon, it is not binding and hence not
relevant. The lower bound for a binding minimum wage, denoted by w;, is

therefore given by the wage curve from the main text

B £

w; = w; = —————pj. (20)
T T4y =

The upper bound for a minimum wage, denoted by wj, is given by the job’s
output, as firms would not be able to recover recruiting costs. Hence, w; = p;.

A well defined equilibrium with a binding minimum wage w exists if w; <
w; < w;. With a given binding minimum wage, the wage curve is no longer
relevant. ¥; can be solved by using the job creation curve given in the main
text

N 1
9. — (P Wi " = 4 (21)
’ by m; ’

which corresponds to Equation (4) in the main text. GDP in country j can

be derived by replacing u; using Equation (3) from the main text and (21):

- 1—p p—1
~ pj—wi\ " (&G "
y'zwm-( ) ( ) L, (22)
J VAR Pj mj J

which corresponds to Equation (5).
Counterfactual employment can be calculated using the definition of u;
given in Equation (3) in the main text. Then, replacing 9 by the expression
p—1
¢

given in Equation (21) and defining =; = m; (m—J> " and Ry = éj/éj, we get

c (@ ~ 1w 1w
s Y (pj_ufj) ' (5> " (23)
L=y pj — w; P

Assuming that the nominal minimum wage is indexed to prices, we can express
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it as share of prices, i.e. w; = §;p;. Then the last expression simplifies to

1 c N p 1-p
— U: ~ i i . "
—E(M)T(B) (21)
1 —u, pj by
where /%; = 7;((1 - £5)/(1—=¢&;))=m/k. Equation (24) exactly corresponds to

Equation (10) in the main text except for the replacement of &; by f%;‘ Hence,

when assuming that labor market institutions (here: minimum wage levels) do
not change, we can proceed as with bargained wages to calculate employment
effects.

Note that in the case of binding minimum wages, all GDP changes are due
to employment changes. Hence, counterfactual GDP changes correspond to
employment changes.

Counterfactual trade flows and welfare can be calculated as in the case of

bargained wages.

E Efficiency wages within the search and match-

ing framework

In this Section, we show how efficiency wages in the spirit of Stiglitz and
Shapiro (1984) can be introduced into our search and matching framework by
replacing the bargaining of workers and firms with the no-shirking condition.
Note that we assume balanced trade in the following.

We first derive the asset value for a shirker, s, and a non-shirker, ns. The
non-shirker ns earns wage w; while exerting effort e;. Hence, the asset value

in our one-shot framework is given by
E;LS = wj - €j. (25)

A shirker s also earns wage w; but does not exert any effort e;. However, a
share a; of shirkers is detected by firms and gets fired, which leads to unem-

ployment. Given that in unemployment the worker earns v;w;, the asset value
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for a shirker can be written as

w; + QyW;

Ej:wj—i—oz](U]—Ej):E;: 1+aj

(26)
The no-shirking condition E™ > E? leads to £ = E* in equilibrium. Hence,

using Equations (25) and (26), the wage can be written as:

1 + O./j
w; = —————e;. (27)
Toa(l—y)
As in the case of bargaining, wages can be solved without knowledge of ;. ¥,

can be solved by using the job creation curve given in the main text:

1 + Oéj f:)jCj

T m;J; "

: 1+ o
19“:(&> (p»——j e-). 28
! Pje; Toai(l=m) (28)

Now assume that effort e; can be expressed in terms of prices p; as e; = &;p;.

Then we can simplify Equation (28) to:

L/p -1/p
p; &
(& Q. 2
v=(8) ) )

. N a.'(l— ) . .
with Q; = aj(1777j)7(zj+aj)gj= which corresponds to Equation (4).

GDP in country j can be derived by replacing u; in y; = w;(1 — u;)L;

using Equation (3) from the main text and Equation (29), and w; by using
Equation (27):

e (pj)M (Cj~)M
Y = ———e;m; | = —), L;, 30
J a;(1— ) vl P; m; J J (30)

which corresponds to Equation (5).
Counterfactual employment can be calculated using the definition of u;

given in Equation (3) in the main text, replacing ¢, by the expression given
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p—1

cj e 2 ==
Qj) and Klj = _j/aj

I
m;

1 1
1 — uf R p? o R Tw

- R 31
I—u 7 (m) <Pf) (3D)

which exactly corresponds to Equation (10) in the main text except for the

in Equation (29) and defining =; = m; (

replacement of &; by /%j. Hence, when assuming that labor market institu-
tions do not change, we can proceed as with bargained wages to calculated
employment effects.

Counterfactual GDPs can be calculated by using again e; = &;p;, which

leads to:
1—p p—1

e (3) ()
yi=——% epm (B 90" L. (32)
’ %<1—%> P\ Py m; ’

p—1

. = P 123 .
Defining =; = m; <C—JQJ) , We can write:
mj

] 1-p
e (5)
i = ————&pi | &
’ O‘J(l_%)J] P;

Now take the ratio of counterfactual GDP, y7, and observed GDP, y;, and note

[1]«

iLj. (33)

that the labor force, L, stays constant:
C B 1 1—p
O
Yj = 0" = ( ]) <FJ) Yj» (34)
pi\ “ bj j
o (3)

where 0; = 05/0; = (1 + a$)/(1 + a;)ay(1 — 7;)/[e5(1 — 75)]5;/5@5 =
Then, using Equation (9) from the main text and the fact that P,~7 =

x

Cz
@2(

Sy /ng)t}j_"fi, we end up with exactly the same expression as given in
the result in Implication 3 in the main text except for the replacement of v,
by f)j. Hence, we can calculate counterfactual GDP as in the case of bargained
wages. Similarly, counterfactual trade flows and welfare can be calculated as

in the case with bargained wages.

43



F A Ricardian trade model with imperfect labor

markets following Eaton and Kortum (2002)

In the following, we introduce search and matching frictions in the Ricardian
model of international trade by Eaton and Kortum (2002) and show that this
leads to expressions for counterfactual changes in GDP, employment, trade
flows, and welfare which are isomorphic to those in the main text. Note that
in the following we assume balanced trade.

The representative consumer in country j is again characterized by the
utility function U;. As in Eaton and Kortum (2002), we assume a continuum
of goods k € [0,1]. Consumption of individual goods is denoted by q(k),

leading to the following utility function

U, = { / 1 q(ks)Tdk} ) (35)

where o is the elasticity of substitution in consumption. Again, international
trade of goods from ¢ to j imposes iceberg trade costs t;; > 1.

Countries differ in the efficiency with which they can produce goods. We
denote country ¢’s efficiency in producing good k € [0, 1] as 3;(k). Denoting
input costs in country 7 as ¢;, the cost of producing a unit of good £ in country
i is then ¢;/3;(k).

Taking trade barriers into account, delivering a unit of good k produced in

country ¢ to country j costs

pij(k) = (&E—}{)) tis- (36)

Assuming perfect competition, p;;(k) is the price which consumers in country
j would pay if they bought good k from country ¢. With international trade,
consumers can choose from which country to buy a good. Hence, the price
they actually pay for good k is p;(k), the lowest price across all sources i:

p.(k) = min {p;;(k);i=1,--- ,n}, (37)

J
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where n denotes the number of countries.

Let country #’s efficiency in producing good k be the realization of an in-
dependently drawn Fréchet random variable with distribution F;(3) = e~ i7"
where T; is the location parameter (also called “state of technology” by Eaton
and Kortum 2002) and 6 governs the variation within the distribution and
thereby also the comparative advantage within the continuum of goods.

Plugging in Equation (36) in F;(3) leads to G;j(p) = Pr[P; < p] =1—
e~ Tileiti)) ~°1p? Noting that the distribution of prices for which a country j
buys is given by G;(p) = Pr[P; <p]=1—[[_,[1 — Gi;(p)] leads to:

Gi(p) =1—e ", (38)

where (I)j = Z?:l ﬂ (Citij)_e.
The probability that country ¢ provides good k at the lowest price to coun-
try j is given by (see Eaton and Kortum 2002, page 1748):

T; (citi;) "

- (39)

7Tij =
J

With a continuum of goods between zero and one this is also the fraction of
goods that country j buys from country . Eaton and Kortum (2002) show
that the price of a good that country j actually buys from any country ¢ is

~1/6

also distributed G;(p), and that the exact price index is given by P; = I:CIDJ

- 1
with I' = [T (24=2)] =7 where I is the Gamma function.

The fraction of goods that country j buys from country ¢, m;;, is also the
fraction of its expenditures on goods from country ¢, x;;, due to the fact that

the average expenditures per good do not vary by source. Hence,

Ti(citi;)~? Ti(citi;)~?

S . 40
&, P S Tileaty) 0 (40)

where y; is country j’s total spending.

Assuming balanced trade, exporters’ total sales (including home sales) are
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equal to total expenditure and are simply given by:

n t'—ﬂ

=1 j=1 7

Solving for Tic;? leads to:

v (42)

Tie;? = ————
n ti]' )
Zj:l o; Yi

)

Replacing Tic;? in Equation (40) with this expression leads to:

—0

o YilYj-
; (Zjl Y yj)

L1
Using P; = I'®, ? to replace ®; in both terms of the denominator leads to:

xij =

0

)

xij = 79

: YilYj.
T —0 n ij

(S0 )

J=1

Define

and note that we can express P; also as follows:

D=

_ 1 B n 7% _ n ti@ :
P o= (o) = () - (e
i=1 i=1 )y fﬁl Y
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where 0; = y;/y" with ¥ = >~ y;. Then we can write:

—0
1) yW HZP] :

Replacing —0 by 1 —o we end up with exactly the same system as in the model
by Anderson and van Wincoop (2003).
Hence, our approach can be applied to both worlds with the only difference

that the interpretation differs and the roles of # and o have to be exchanged.

F.1 Counterfactual GDP in the Eaton and Kortum (2002)
framework with perfect labor markets
We assume that there are no intermediates and one unit of the final good is

produced with one unit of labor, hence ¢; = w;. Equation (42) can be written

as

Solving for w; leads to:
- 11
w; =702 0, 11

As y; = w;L;, the change in GDP is given by y{/y; = w§/w;. Hence,

ye T'T7 (65)”
i W)

O (o) () (&)é
% I

where £; = 6,117,

F.2 Counterfactuals in the Eaton and Kortum (2002)

framework with imperfect labor markets

We assume that there are no intermediates and 3; units of the final good k are

produced using one unit of labor. For simplicity, we omit the product index &
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in the following. Denoting the net price earned by the producer by p; = pi;/ti;,
the total surplus of a successful match is given by 3;p; — b;, while the firm’s
rent is given by 3;p; — w; and the worker’s by w; — b;. Nash bargaining leads

to w; — b; =& /(1 — &) (3:ps — w;). Using b; = y;w; and combining leads to

& &i

L=+ & L — 7+ & (43)

w

Firms create vacancies until all rents are dissipated. The free entry (zero

profit) condition is given by M;/V;(3:p; — w;) = P;c;. Rewriting leads to the
job creation curve

P Pic;

mﬂ?;“ mﬂ%_u

w; = 3iPi — (44)

We can combine Equations (43) and (44) to write the wage paid by a firm as

_ &i Pic;
L=y = Gmid

w; (45)
The wage paid by a firm producing variety k is solely determined by parameters
and aggregate variables and does neither depend on its variety-specific price
nor on productivity. Hence, as wages are equalized across firms, Equation (44)
then implies that also ¢; is the same across firms, irrespective of the variety
they produce. Hence the job creation and wage curve are the same for all firms
and we can thus determine aggregate labor market tightness vJ; as the locus of

intersection of both curves:

1/p —1/p
¢; C;
() Ge) w

Equation (42) can be written as

i 0; =
Tie;? = Y = a— 7% ()

i 0
n tij n n—g ( tij
2= w5 Y il (B) 0
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Solving for ¢; leads to:
SO R
¢, =L071T70, °T1; (47)
As y; = w;(1 — u;) Ly, the change in GDP is given by v¢/y; = (1 — uf)w§/[(1 —

u;)w;] and replacing w; by & /(1 — v + 7:&)¢; leads to

1

v (=TT (69 (1) (1 — 3+ i)
vi (1- uz’)fTﬁ@;%Hz‘_lﬁ(l — ¢ 4+ EE5)
(1—uf) (62)77 (119) " €6(1 — 7 + &)
(1= us)6; *TI6(1 — 7 + 7€)

(1 —wf) &1 —vi+%&) (6 K
(1 =) &(1 =77 +7%&) <f) | (48)

where £; = 6,117,
For the change in employment (the first fraction on the right-hand side
of Equation (48)) the same relationship holds as is given in the main text in

Equation (10) when we remember once more that —¢ = 1 — . Hence, we end

n _l-p
c g\ e 0% no
% ok (F) <—Z’ I > , (49)
Yi i )y (tfj) t¢

7 (2

up with

which is the same relationship as given in Implication 3 in the main text when
we remember that we assumed balanced trade and again replace 1 — o by —6.
Besides counterfactual employment, also counterfactual trade flows and

welfare can be calculated as in the main text.

G Further results for counterfactual analyses

G.1 Further results for introducing PTAs as observed in
2006

This section reports additional results for the counterfactual analysis presented

in Section 3.2.1 in the main text.
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Tables 6 and 7 report goods trade changes for perfect and imperfect labor
markets, respectively. Trade changes are heterogeneous across importers and
exporters. To summarize this heterogeneity, we present quantiles of calculated
trade flow changes across all destination countries for all exporters. Both tables
report the minimum and maximum changes, along with the 0.025, 0.25, 0.5,
0.75, and 0.975 quantiles. Comparing numbers across columns for each row
reveals the heterogeneity across importers, while comparing numbers across
rows for each column highlights the heterogeneity across exporters.

In general, every country experiences both positive and negative bilateral
trade flow changes. For example, the introduction of PTAs as observed in 2006
implies that the change in trade flows for the United Kingdom is larger than
11.94% for 25% of all countries importing goods from the United Kingdom.
Turning to the trade flow results of our model with imperfect labor markets
(Table 7), we find a similar pattern for trade flow changes. Again, changes are
heterogeneous across importers and exporters and, again, small and remote
countries experience larger changes. The implied trade flow changes differ
from the case with perfect labor markets but are of similar magnitude.

The employment effects of incepting PTAs from column (5) of Table 3 in

the main text are illustrated graphically in Figure 3.

.2 Further results for a labor market reform in the U.S.

Table 8 summarizes the trade effects of the hypothetical labor market reform in
the U.S. presented in Section 3.2.2 in the main text. A labor market reform in
the United States spurs trade changes across the whole sample. The effects of
exports by the United States range between -0.98% and 0.08%. Effects across
other exporters range from -0.98% for Australia to 0.77% for Belgium and
Switzerland. On average, 50% of trade flow changes are larger than 0.41%. The
size pattern of the spillover effects of labor market reforms in the United States
clearly depend on the distance from and trade volume of the corresponding
country and the United States.

The employment effects of the counterfactual U.S. labor market reform
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Table 6: Heterogeneity of comparative static trade effects of PTA
inception with perfect labor markets and controlling for trade imbal-
ances in 2006

Changes in exports in percent by importer quantiles

Exporting country Min.  0.025 0.25 0.5 0.75 0.975 Max.

Australia -30.19 -29.69 -24.57 -23.39 -21.97 20.12 20.37
Austria -32.09 -30.93 -3.37 0.47 2.42 6.46 7.02
Belgium -32.84 -31.70 -4.21 -0.65 1.29 5.27 5.83
Canada -33.64 -33.57 -31.02 -30.04 -28.74  4.98 9.92
Czech Republic -31.44 -30.27 -2.45 1.44 3.41 7.48 8.05
Denmark -30.58 -29.40 -1.23 2.70 4.70 8.82 9.40
Finland -29.34 -28.14 0.53 4.46 6.57 10.76 11.35
France -29.03 -27.82 0.98 4.93 6.93 11.25 11.84
Germany -28.36 -27.14 1.94 5.92 7.89 12.27 12.90
Greece -28.91 -27.70 1.15 5.11 7.06 11.44 12.03
Hungary -30.69 -29.51 -1.38 2.54 4.54 8.65 9.23
Iceland -28.49 -27.28 2.46 5.79 7.85 2256 24.66
Ireland -29.78 -28.58  -0.08 3.82 5.91 10.08 10.66
Italy -28.27  -27.05 2.06 6.05 8.02 12.44 13.04
Japan -17.92 -17.34 -11.32 -996 -8.41 4.63 4.83
Korea -18.20 -17.52 -11.49 -10.00 0.20 24.21 24.32
Netherlands -30.80 -29.63 -1.54 2.37 4.36 8.47 9.05
New Zealand -20.24 -19.67 -13.83 -12.48 -10.85 16.41 19.42
Norway -30.08 -28.89 0.18 3.44 5.67 19.84 21.89
Poland -30.37  -29.19  -0.93 2.94 5.01 9.14 9.72
Portugal -29.53 -28.33 0.27 4.19 6.29 10.47 11.06
Slovak Republic -31.08 -29.91 -1.94 1.97 3.95 8.04 861
Spain -28.17  -26.95 2.21 6.20 8.18 12.60 13.20
Sweden -29.75 -28.56  -0.05 3.86 5.95 10.12 10.70
Switzerland -33.20 -32.07 -3.32 -0.46 0.95 14.50 16.45
Turkey -28.84 -27.63 1.97 5.28 7.33 2198 24.06
United Kingdom -25.67 -24.41 5.76 990 11.94 13.58 13.61
United States -15.89 -15.80 -12.57 -11.10 -9.54 19.13 21.00
Average -28.33 -27.31 -3.78  -0.52 1.68 12.35 13.36

Notes: Counterfactual analysis based on parameter estimates from column (6) of Table 11 in
the main text.
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Table 7: Heterogeneity of comparative static trade effects of PTA
inception with imperfect labor markets and controlling for trade im-
balances in 2006

Changes in exports in percent by importer quantiles

Exporting country Min.  0.025 0.25 0.5 0.75 0.975 Max.

Australia -29.96 -29.51 -24.58 -23.37 -21.98 20.31 20.56
Austria -32.05 -3091  -3.69 0.19 215 6.21  6.79
Belgium -32.82 -31.69 -454 -0.95 0.99 5.00 5.58
Canada -33.61 -33.54 -30.97 -29.83 -28.67 5.28 10.21
Czech Republic -31.39 -30.23  -2.75 1.17 3.15 725 7.84
Denmark -30.52  -29.35  -1.52 2.45 445 861 9.20
Finland -29.26  -28.08 0.26 4.20 6.34 10.57 11.17
France -28.98 -27.79 0.66 4.61 6.67 11.00 11.61
Germany -28.32  -27.12 1.59 5.59 7.57 12.02 12.65
Greece -28.83 -27.64 0.87 4.84 6.81 11.24 11.85
Hungary -30.63 -29.47  -1.68 2.29 429 843 9.02
Iceland -28.37 -27.16 2.25 5.63 7.69 22.69 24.83
Ireland -29.66 -28.47  -0.30 3.62 9.75  9.95 10.56
Italy -28.21 -27.01 1.75 2.75 7.73 1221 12.82
Japan -17.61 -17.08 -11.28 -9.86 -833 496 5.19
Korea -17.90 -17.28 -11.47  -9.96 0.38 24.35 2447
Netherlands -30.76 -29.60 -1.86 2.10 4.09 8.23 882
New Zealand -20.03 -19.51 -13.88 -12.50 -10.91 16.62 19.63
Norway -30.00 -28.82  -0.09 3.22 5.48 19.89 21.98
Poland -30.31  -29.14  -1.23 2.65 4.76 893  9.52
Portugal -29.44  -28.26 0.01 3.94 6.08 10.29 10.89
Slovak Republic -31.03 -29.87 -2.24 1.71 3.69 781 840
Spain -28.09 -26.88 1.92 5.93 7.92 1240 13.02
Sweden -29.68 -28.50 -0.33 3.58 5.71 9.92 10.52
Switzerland -33.18  -32.06 -3.64 -0.73 0.69 14.45 16.44
Turkey -28.74 -27.55 1.71 5.07 712 22.04 2417
United Kingdom -25.55 -24.30 5.52 9.67 11.73 13.34 13.37
United States -15.99 -1590 -12.64 -11.14 -9.63 19.34 21.20
Average -28.25 -27.24 -401 -0.72 149 12.26 13.30

Notes: Counterfactual analysis based on parameter estimates from column (6) of Table 11 in
the main text.

22



Table 8: Heterogeneity of comparative static trade effects of
ku.s. = 1.03 controlling for trade imbalances with imperfect la-
bor markets in 2006

Changes in exports in percent by importer quantiles

Exporting country Min. 0.025  0.25 0.5 075 0975 Max.

Australia -098 -091 -0.10 -0.06 -0.01 0.08 0.08
Austria -0.34 -0.27 050 058 0.62 0.72 0.72
Belgium -0.30 -0.23 055 063 0.66 0.76 0.77
Canada -097 -097 -049 -045 -040 -0.31 -0.31
Czech Republic -0.39 -032 046 054 058 0.68 0.68
Denmark -041 -0.34 044 052 057 0.66 0.66
Finland -047 -040 038 046 051 0.60 0.60
France -0.38 -031 047 055 0.58 0.69 0.69
Germany -0.37  -0.30 047 055 059 0.69 0.69
Greece -044 -037 040 048 053 0.62 0.62
Hungary -042 -035 043 051 056  0.65 0.65
Iceland -061 -054 027 032 036 045 0.45
Ireland -0.54 -047 034 039 044 052 0.52
Italy -041 -0.34 044 052 057 0.66 0.66
Japan -044 -0.38 040 048 053 0.62 0.62
Korea -046 -039 039 047 052 061 0.61
Netherlands -0.36 -0.29 048 056 0.60 0.70 0.70
New Zealand -0.85 -0.78 0.03 0.07 0.12 0.20 0.21
Norway -046 -039 038 046 051 0.60 0.60
Poland -041 -0.34 043 051 056  0.65 0.65
Portugal -048 -041 036 044 049 0.58 0.58
Slovak Republic -041 -0.34 044 052 057 065 0.66
Spain -045 -0.38 039 047 052 061 0.61
Sweden -044 -037 040 048 053 0.62 0.62
Switzerland -0.29 -0.22 055 063 0.67 0.76 0.77
Turkey -047 -041 037 045 050 0.59 0.59
United Kingdom -0.60 -0.53 028 033 037 046 0.46
United States -098 -091 -0.10 -0.06 -0.01  0.07 0.08
Average -0.50 -044 033 041 045 0.54 0.54

Notes: Counterfactual analysis based on parameter estimates from column (6) of Table
11 in the main text.
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from column (5) of Table 5 are graphically illustrated in Figure 4.

G.3 Evaluating the effects of counterfactually undoing

the recent German labor market reforms

In the following, we present the results of counterfactually undoing the recent
labor market reforms in Germany as alluded to in the last paragraph of Section
3.2.2 in the main text.

Table 9 presents the main results, and Table 10 the corresponding trade
effects. As can be seen, undoing the German labor market reforms would in-
crease unemployment in Germany by about 4 percentage points, and welfare
would be more than 3 percent lower. Most importantly, we see that abolishing
German labor market reforms would have negative spillover effects in all trad-
ing partners of Germany. Whereas the net effect on unemployment rates in
the trading partners is negligible given our parameter estimates, welfare effects
are not: Austria’s welfare would be about 0.9 percent lower without German
labor market reforms. This is also reflected in the trade effects reported in
Table 10. Austria’s exports would change between 0.5 and 1.2 percent across

its importing partners. Again, trade effects are heterogeneous across countries.

H Results with balanced trade

The following Tables present the results for the same counterfactual experi-
ments as presented in Section 3.2 in the main text but we assume balanced
trade throughout, i.e. y; = y; and éj = 0;. Results basically remain the same,
both qualitatively and quantitatively. Note that imposing balanced trade also
affects the estimates for o and pu, whereas the estimated trade cost coefficients

do not change by construction (see Table 11).
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H.1 Introducing PTAs as observed in 2006

Table 12 presents the results from incepting PTAs as observed in 2006 starting
from a counterfactual situation without any PTAs assuming balanced trade.
Tables 13 and 14 present the changes in trade flows for both perfect and

imperfect labor markets, similar to Tables 6 and 7.

H.2 Different parameter values for elasticities

Table 15 presents the robustness checks for different parameter values for the

elasticity of substitution and the matching elasticity assuming balanced trade.

H.3 Evaluating the effects of a labor market reform in
the U.S.

Tables 16 and 17 present the results from the counterfactual labor market

reform in the U.S. assuming balanced trade.

H.4 Evaluating the effects of counterfactually undoing

the recent German labor market reforms

Tables 18 and 19 present the results of counterfactually undoing the recent

labor market reforms in Germany assuming balanced trade.
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Table 9: Comparative static effects of undoing recent German labor market
reforms controlling for trade imbalances in 2006

(1) (2) 3) @ 6 © O @

PLM  SMF  share %GDP SMF SMF SMF PLM SMF
%GDP  %GDP  %In(p)  %In(e) %é Au %EV  %EV

Australia 0.00 -0.02 92.75 7.25 -0.00 0.00 0.00 -0.03
Austria 0.00 -0.35 82.14 1786 -0.06 0.06 0.00 -0.89
Belgium 0.00 -0.29 82.44 17.56 -0.05 0.05 0.00 -0.72
Canada 0.00 -0.01 98.28 1.72 -0.00 0.00 0.00 -0.01
Czech Republic 0.00 -0.22 82.44 1756 -0.04 0.04 0.00 -0.56
Denmark 0.00 -0.22 82.59 1741 -0.04 0.04 0.00 -0.55
Finland 0.00 -0.09 84.05 1595 -0.02 0.02 0.00 -0.23
France 0.00 -0.13 83.00 17.00 -0.02 0.02 0.00 -0.34
Germany 0.00 -4.58 -37.14 100.89 -4.63 4.16 0.00 -3.13
Greece 0.00 -0.08 83.99 16.01 -0.01 0.01 0.00 -0.21
Hungary 0.00 -0.12 83.20 16.80 -0.02 0.02 0.00 -0.30
Iceland 0.00 -0.08 84.47 15.53 -0.01 0.01 0.00 -0.20
Ireland 0.00 -0.05 85.86 14.14 -0.01 0.01 0.00 -0.12
Italy 0.00 -0.09 83.56 16.44 -0.02 0.02 0.00 -0.24
Japan 0.00 -0.03 92.24 7.76 -0.00 0.00 0.00 -0.04
Korea 0.00 -0.03 91.42 858 -0.00 0.00 0.00 -0.05
Netherlands 0.00 -0.21 82.72 1728 -0.04 0.04 0.00 -0.53
New Zealand 0.00 -0.02 92.76 724 -0.00 0.00 0.00 -0.03
Norway 0.00 -0.12 83.57 16.43 -0.02 0.02 0.00 -0.29
Poland 0.00 -0.20 82.61 17.39 -0.04 0.03 0.00 -0.49
Portugal 0.00 -0.07 84.47 15.53 -0.01 0.01 0.00 -0.17
Slovak Republic 0.00 -0.12 83.13 16.87 -0.02 0.02 0.00 -0.31
Spain 0.00 -0.08 84.19 1581 -0.01 0.01 0.00 -0.19
Sweden 0.00 -0.12 83.49 16.51 -0.02 0.02 0.00 -0.30
Switzerland 0.00 -0.24 82.24 1776 -0.04 0.04 0.00 -0.60
Turkey 0.00 -0.09 84.07 1593 -0.02 0.01 0.00 -0.21
United Kingdom 0.00 -0.09 84.21 15.79 -0.02 0.01 0.00 -0.22
United States 0.00 -0.03 91.18 8.82 -0.00 0.00 0.00 -0.05
Average 0.00 -0.43 78.53 1852 -0.39 0.35 0.00 -0.39

Notes: Counterfactual analysis based on parameter estimates from column (6) of Table 11. PLM gives
results assuming perfect labor markets. SMF gives results using a search and matching framework for the
labor market. Averages are weighted averages using country GDP as weight.
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Table 10: Heterogeneity of comparative static trade effects of un-
doing recent German labor market reforms controlling for trade
imbalances with imperfect labor markets in 2006

Changes in exports in percent by importer quantiles

Exporting country Min. 0.025  0.25 0.5 0.75 0.975 Max.

Australia -0.25 -0.25 -0.08 -0.02 0.18 0.56 0.59
Austria 049 049 062 071 0.81 1.15 1.17
Belgium 034 034 047 0.56 0.66 1.14 1.19
Canada -0.25 -0.25 -0.10 -0.05 0.16 0.54 0.57
Czech Republic 0.18 019 032 041 0.51 1.01 1.04
Denmark 0.18 019 031 040 0.50 1.00 1.03
Finland -0.10 -0.09 0.03 0.13 0.34 0.72 0.75
France -0.01 -0.00 0.12 021 042 081 0.84
Germany -0.02 -0.02 0.11 020 041 0.80 0.83
Greece -0.12 -0.12 0.01 0.11 031 0.70 0.72
Hungary -0.04 -0.04 0.09 0.18 040 0.78 0.81
Iceland -0.12 -0.12 0.01 0.11 031 0.70 0.73
Ireland -0.20 -0.19 -0.02 0.03 024 0.62 0.65
Italy -0.10 -0.10 0.03 0.12 034 0.72 0.75
Japan -0.24 -0.24 -0.07 -0.01 0.19 0.58 0.61
Korea -0.24 -0.23 -0.07 -0.01 0.20 0.58 0.61
Netherlands 0.17 017 030 039 049 099 1.02
New Zealand -0.25 -0.25 -0.08 -0.02 0.18 0.56 0.59
Norway -0.05 -0.04 0.08 0.17 039 0.77 0.80
Poland 013 014 026 035 045 095 0.98
Portugal -0.15 -0.15 -0.02 0.08 0.28 0.67 0.70
Slovak Republic -0.03 -0.03 0.10 0.19 040 0.79 0.82
Spain -0.14 -0.14 -0.01 0.09 0.30 0.68 0.71
Sweden -0.04 -0.03 0.09 0.18 0.40 0.78 0.81
Switzerland 022 023 035 044 0.55 1.04 1.07
Turkey -0.12 -0.11 0.01 0.11 0.32 0.70 0.73
United Kingdom -0.11  -0.10 0.02 0.12 033 0.71 0.74
United States -0.24 -0.24 -0.07 -0.01 0.19 0.57 0.60
Average -0.04 -0.04 0.10 0.18 037 0.77 0.80

Notes: Counterfactual analysis based on parameter estimates from column (6) of Table
11 in the main text.
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Table 12: Comparative static effects of PTA inception assuming balanced trade
in 2006

(1) (2) (3) @ 6 © O @

PLM SMF share %GDP SMF SMF SMF PLM SMF
%GDP  %GDP % In(p) % 1In(é) %oé Au  %EV  %EV

Australia 16.69 17.64 92.78 722 118 -1.11 16.69 17.64
Austria 18.31 19.61 91.78 822 148 -1.39 21.05 22.60
Belgium 18.79 20.17 91.53 847 1.57 -1.42 2237 24.04
Canada 21.05 22.53 90.63 937 192 -1.77 28.68 30.16
Czech Republic 17.82 19.06 92.04 796 140 -1.28 19.74 21.19
Denmark 17.25 18.40 92.37 7.63 130 -1.23 1819 19.54
Finland 16.44 17.48 92.87 713 116 -1.05 16.04 17.24
France 16.26 17.30 92.97 7.03 1.13 -1.02 15.56 16.79
Germany 15.65 16.61 93.39 6.61 1.02 -0.91 13.94 15.10
Greece 16.22 17.23 93.01 6.99 1.12 -1.01 1545 16.62
Hungary 17.30 18.46 92.33 7.67 131 -1.19 1834 19.70
Iceland 15.88 16.80 93.27 6.73 1.05 -1.01 14.54 15.56
Ireland 16.63 17.65 92.77 723 118 -1.12 16.52 17.67
Italy 15.69 16.64 93.37 6.63 1.03 -0.95 14.05 15.17
Japan 9.59 9.62 101.02 -1.02 -0.09 0.09 -1.27 -1.29
Korea 9.74 9.79  100.70 -0.70 -0.07 0.06 -0.92 -0.91
Netherlands 17.20 18.36 92.39 7.61 129 -1.22 18.06 19.44
New Zealand 10.79 11.02 98.71 1.29 0.13 -0.13 1.63 1.88
Norway 16.80 17.88 92.64 736 1.22 -1.16 16.99 18.23
Poland 17.14 18.28 92.43 7.57 128 -1.09 1790 19.23
Portugal 16.55 17.59 92.80 720 117 -1.07 16.33 17.52
Slovak Republic 17.57 18.77 92.18 7.82 135 -1.16 19.06 20.47
Spain 15.73 16.67 93.35 6.65 1.03 -0.93 14.15 15.24
Sweden 16.70 17.77 92.70 730 120 -1.10 16.71 17.96
Switzerland 19.06 20.48 91.40 8.60 1.61 -1.53 23.11 2481
Turkey 16.11 17.09 93.10 6.90 1.10 -0.97 15.15 16.27
United Kingdom 14.21 14.93 94.57 543 0.76 -0.71 10.20 11.02
United States 10.26 10.43 99.60 0.40 0.04 -0.04 035 0.54
Average 13.14 13.70 96.61 3.39  0.56 -0.51 7.68 832

Notes: Counterfactual analysis based on parameter estimates from column (6) of Table 11. PLM gives
results assuming perfect labor markets. SMF gives results using a search and matching framework for the
labor market. Averages are weighted averages using country GDP as weight.
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Table 13: Heterogeneity of comparative static trade effects of PTA
inception with perfect labor markets assuming balanced trade in 2006

Changes in exports in percent by importer quantiles

Exporting country Min. 0.025 0.25 0.5 0.75 0.975 Max.

Australia -29.91 -29.39 -24.14 -22.93 -21.50 20.63 20.88
Austria -32.29 -31.15  -3.53 0.33 2.32 6.34  6.92
Belgium -32.98 -31.85 -4.26 -0.68 1.28 5.27 5.84
Canada -33.36  -33.29 -30.74 -29.71 -2840 5.31 10.25
Czech Republic -31.59 -30.44  -2.53 1.37 337 744  8.03
Denmark -30.75 -29.59  -1.33 2.61 4.64 876 9.35
Finland -29.55 -28.36 0.39 4.27 6.47 10.66 11.26
France -29.27 -28.08 0.78 4.68 6.78 11.10 11.70
Germany -28.33  -27.12 2.13 6.08 8.13 12.56 13.19
Greece -29.21 -28.01 0.87 4.77 6.80 11.19 11.80
Hungary -30.83 -29.67  -1.45 2.50 4.52 8.64  9.23
Tceland -28.68 -27.47 2.32 5.69 7.78 2241 24.49
Ireland -29.82 -28.64  -0.00 3.87 6.05 10.23 10.83
Italy -28.39 -27.18 2.04 5.99 8.04 1248 13.09
Japan -17.98 -17.37 -11.23 -9.95 -827 4.67 4.89
Korea -18.25 -17.56 -11.42  -9.90 0.20 24.38 24.49
Netherlands -30.68 -29.51 -1.23 2.72 4.75 8.88 9.47
New Zealand -20.18 -19.59 -13.61 -12.24 -10.61 16.46 19.44
Norway -30.08 -28.90 0.31 3.61 5.87 20.00 22.03
Poland -30.59 -29.42  -1.11 2.72 4.88 9.01 9.61
Portugal -29.71  -28.52 0.16 4.03 6.22 10.40 11.01
Slovak Republic -31.23 -30.07 -2.01 1.91 3.92 8.02 861
Spain -28.45 -27.24 1.95 5.89 7.95 1238 12.99
Sweden -29.93 -28.75  -0.16 3.71 5.89 10.06 10.66
Switzerland -33.36  -32.24  -3.42  -0.52 0.91 14.38 16.31
Turkey -29.03 -27.84 1.81 5.16 7.24 21.80 23.87
United Kingdom -26.03  -24.79 5.39 9.47 11.59 13.17 13.19
United States -15.79 -15.71 -12.48 -10.97 -9.45 19.02 20.88
Average -28.44 -27.42 -3.80 -0.55 1.69 12.35 13.37

Notes: Counterfactual analysis based on parameter estimates from column (6) of Table 11.
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Table 14: Heterogeneity of comparative static effects of PTA inception
with imperfect labor markets and assuming balanced trade in 2006

Changes in exports in percent by importer quantiles

Exporting country Min. 0.025 0.25 0.5 0.75 0.975 Max.

Australia -29.68 -29.21 -24.15 -22.91 -21.51 20.83 21.08
Austria -32.25 -31.12  -3.84 0.06 2.04 6.10 6.70
Belgium -32.96 -31.84 -459 -0.98 0.98 5.00 5.59
Canada -33.33  -33.27 -30.68 -29.62 -28.34 5.61 10.54
Czech Republic -31.54 -3040 -2.84 1.11 3.11 722 7.82
Denmark -30.69 -29.54 -1.63 2.36 439 855 9.16
Finland -29.47 -28.29 0.11 4.01 6.24 10.47 11.09
France -29.22  -28.04 0.46 4.37 6.52 10.85 11.47
Germany -28.29 -27.09 1.78 5.74 7.81 1230 12.94
Greece -29.13  -27.95 0.59 4.51 6.55 11.00 11.62
Hungary -30.77  -29.62 -1.74 2.25 4.27 842 9.03
Iceland -28.55 -27.36 2.11 5.53 7.62 2253 24.65
Ireland -29.70 -28.53  -0.22 3.66 5.89 10.10 10.72
Italy -28.33 -27.13 1.73 5.69 7.75 1225 12.88
Japan -17.65 -17.10 -11.17 -9.80 -818 5.02 5.26
Korea -17.94 -17.31 -11.39 -9.84 0.40 24.53 24.65
Netherlands -30.64 -2949  -1.56 2.44 447 863 9.24
New Zealand -19.97 -19.43 -13.67 -12.26 -10.66 16.68 19.65
Norway -30.00 -28.83 0.03 3.38 5.68 20.04 22.12
Poland -30.53  -29.37  -1.40 2.44 4.64 880 941
Portugal -29.62 -2845 -0.11 3.78 6.01 10.23 10.85
Slovak Republic -31.17  -30.03 -2.31 1.65 3.67 779 840
Spain -28.37 -27.18 1.67 5.62 7.69 1218 12.82
Sweden -29.86 -28.69  -0.44 3.43 5.60 9.86 10.48
Switzerland -33.33  -32.22 -3.73  -0.79 0.65 14.33 16.30
Turkey -28.94 -27.75 1.55 4.95 7.03 21.86 23.97
United Kingdom -25.92  -24.68 5.15 9.24 11.38 12.93 1294
United States -15.89 -15.81 -12.55 -11.02 -9.54 19.23 21.08
Average -28.35 -2735 -4.03 -0.75 1.51 12.26 13.30

Notes: Counterfactual analysis based on parameter estimates from column (6) of Table 11.
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Table 15: Average comparative static effects of PTA
inception assuming balanced trade for various param-
eter values

PLM SMF SMF SMF PLM SMF
B9 9GDP %GDP %é %Au %EV  %EV

5 4.86 16.76 11.90 -9.23 2.75 15.23
0.2 10 2.15 713 500 -422 120 6.33
15 1.38 453 316 -2.74 0.77  3.98

5 4.86 7.60 275 -241 275 5.66
0.5 10 2.15 3.35 1.20 -1.08 1.20 244
15 1.38 215 077 -0.70 077 155

) 4.86 5.75 090 -0.81 275 3.71
0.75 10 2.15 2.55 040 -0.36 1.20 1.61
15 1.38 1.64 025 -0.23 077 1.03

5 4.86 5.15 030 -0.27 275 3.07
0.9 10 2.15 228 013 -0.12 120 1.34
15 1.38 147 0.08 -0.08 077 0.85

5 4.86 4.89 0.03 -0.03 275 2.78
0.99 10 2.15 2.16 001 -0.01 1.20 1.21
15 1.38 1.39 0.01 -0.01 077 0.78

Notes: Table reports average changes in nominal GDP, employment, and
the equivalent variation in percent assuming either a perfect labor market
(PLM) or using a search and matching framework (SMF) for the labor mar-
ket with varying elasticity of substitution ¢ and elasticity of the matching
function p.
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Table 16: Comparative static effects of <y g = 1.03 assuming balanced trade
in 2006

(1) (2) 3) @ 6 © O @

PLM  SMF  share %GDP SMF SMF SMF PLM SMF
%GDP  %GDP  %In(p)  %In(e) %é Au %EV  %EV

Australia 0.00 0.79 92.78 722 0.06 -0.05 0.00 0.79
Austria 0.00 0.51 98.69 1.31 0.01 -0.01 0.00  0.09
Belgium 0.00 0.49 99.36 0.64 0.00 -0.00 0.00 0.04
Canada 0.00 0.96 90.80 9.20 0.09 -0.08 0.00 1.23
Czech Republic 0.00 0.52 98.12 1.88 0.01 -0.01 0.00 0.14
Denmark 0.00 0.53 97.88 2.12 0.01 -0.01 0.00 0.16
Finland 0.00 0.56 97.15 2.85 0.02 -0.01 0.00 0.22
France 0.00 0.52 98.20 1.80 0.01 -0.01 0.00 0.13
Germany 0.00 0.52 98.25 1.75 0.01 -0.01 0.00 0.13
Greece 0.00 0.55 97.32 2.68 0.01 -0.01 0.00 0.20
Hungary 0.00 0.54 97.71 2.29 0.01 -0.01 0.00 0.17
Iceland 0.00 0.62 95.60 440 0.03 -0.03 0.00 0.38
Ireland 0.00 0.59 96.29 3.71 0.02 -0.02 0.00 0.30
Ttaly 0.00 0.53 97.79 2.21  0.01 -0.01 0.00 0.16
Japan 0.00 0.54 97.50 2.50 0.01 -0.01 0.00 0.19
Korea 0.00 0.55 97.32 2.68 0.01 -0.01 0.00 0.20
Netherlands 0.00 0.51 98.45 1.55 0.01 -0.01 0.00 0.11
New Zealand 0.00 0.73 93.60 6.40 0.05 -0.04 0.00 0.65
Norway 0.00 0.56 97.17 2.83 0.02 -0.02 0.00 0.22
Poland 0.00 0.54 97.76 2.24 0.01 -0.01 0.00 0.17
Portugal 0.00 0.57 96.87 3.13 0.02 -0.02 0.00 0.25
Slovak Republic 0.00 0.53 97.81 2.19 0.01 -0.01 0.00 0.16
Spain 0.00 0.55 97.22 2.78 0.02 -0.01 0.00 0.21
Sweden 0.00 0.55 97.43 2.57 0.01 -0.01 0.00 0.19
Switzerland 0.00 0.48 99.41 0.59 0.00 -0.00 0.00 0.04
Turkey 0.00 0.56 96.98 3.02 0.02 -0.02 0.00 0.24
United Kingdom 0.00 0.62 95.73 4.27  0.03 -0.02 0.00 0.36
United States 0.00 2.54  -16.66 116.66 2.97 -2.83 0.00 2.54
Average 0.00 1.30 55.06 44.94 1.11 -1.06  0.00 1.10

Notes: Counterfactual analysis based on parameter estimates from column (6) of Table 11. PLM gives
results assuming perfect labor markets. SMF gives results using a search and matching framework for the
labor market. Averages are weighted averages using country GDP as weight.
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Table 17: Heterogeneity of comparative static trade effects of
ku.s. = 1.03 with imperfect labor markets and assuming balanced
trade in 2006

Changes in exports in percent by importer quantiles

Exporting country Min. 0.025  0.25 0.5 075 0975 Max.

Australia -098 -091 -0.10 -0.05 -0.01 0.08 0.08
Austria -0.36 -0.29 048 056 0.60 0.71 0.71
Belgium -0.31 -024 053 060 0.65 0.74 0.75
Canada -0.98 -098 -049 -045 -040 -0.31 -0.31
Czech Republic -040 -0.33 044 052 056  0.67 0.67
Denmark -041 -035 043 050 056  0.65 0.65
Finland -047 -040 037 045 050 0.59 0.59
France -0.39 -032 045 053 057 0.67 0.67
Germany -0.39 -0.32 045 053 057 0.68 0.68
Greece -046 -039 038 047 052 061 0.61
Hungary -043 -036 041 049 055 0.64 0.64
Iceland -061 -0.54 027 031 036 045 0.45
Ireland -0.55 -048 033 038 043 0.52 0.52
Italy -042 -035 042 050 0.55 0.64 0.64
Japan -044 -037 040 047 053 0.62 0.62
Korea -046 -039 038 047 051 0.61 0.61
Netherlands -0.37 -030 047 054 059  0.69 0.69
New Zealand -0.85 -0.78 0.03 0.07 0.12 0.21 0.21
Norway -047 -040 037 045 050 0.59 0.59
Poland -042 -035 042 049 055 0.64 0.64
Portugal -0.50 -043 035 043 048 0.57 0.57
Slovak Republic -042 -035 042 050 055 0.64 0.65
Spain -047 -040 037 046 051 0.60 0.60
Sweden -045 -038 039 047 052 0.62 0.62
Switzerland -031 -024 053 061 065 0.75 0.75
Turkey -049 -042 035 044 049 0.58 0.58
United Kingdom -0.60 -0.53 028 032 037 046 0.46
United States -098 -091 -0.10 -0.06 -0.01 0.08 0.08
Average -0.51 -045 032 039 044 0.54 0.54

Notes: Counterfactual analysis based on parameter estimates from column (6) of Table
11.
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Table 18: Comparative static effects of undoing recent German labor market
reforms assuming balanced trade in 2006

(1) (2) 3) @ 6 © O @

PLM  SMF  share %GDP SMF SMF SMF PLM SMF
%GDP  %GDP  %In(p)  %In(e) %é Au %EV  %EV

Australia 0.00 -0.03 92.78 7.22 -0.00 0.00 0.00 -0.03
Austria 0.00 -0.39 82.93 17.07 -0.07 0.06 0.00 -0.91
Belgium 0.00 -0.31 83.13 16.87 -0.056 0.05 0.00 -0.73
Canada 0.00 -0.02 99.31 0.69 -0.00 0.00 0.00 -0.00
Czech Republic 0.00 -0.25 83.41 16.59 -0.04 0.04 0.00 -0.57
Denmark 0.00 -0.24 83.44 16.56 -0.04 0.04 0.00 -0.56
Finland 0.00 -0.11 85.05 1495 -0.02 0.02 0.00 -0.23
France 0.00 -0.16 84.19 1581 -0.02 0.02 0.00 -0.34
Germany 0.00 -4.58  -37.40 101.08 -4.63 4.15 0.00 -3.11
Greece 0.00 -0.10 85.33 14.67 -0.02 0.01 0.00 -0.21
Hungary 0.00 -0.14 84.42 15.58 -0.02 0.02 0.00 -0.31
Iceland 0.00 -0.10 85.40 14.60 -0.01 0.01 0.00 -0.20
Ireland 0.00 -0.07 87.07 1293 -0.01 0.01 0.00 -0.12
Italy 0.00 -0.12 84.98 15.02 -0.02 0.02 0.00 -0.24
Japan 0.00 -0.03 91.78 8.22 -0.00 0.00 0.00 -0.04
Korea 0.00 -0.04 91.06 894 -0.00 0.00 0.00 -0.05
Netherlands 0.00 -0.23 83.49 16.51 -0.04 0.04 0.00 -0.54
New Zealand 0.00 -0.03 92.76 724 -0.00 0.00 0.00 -0.03
Norway 0.00 -0.14 84.54 1546 -0.02 0.02 0.00 -0.29
Poland 0.00 -0.22 83.58 16.42 -0.04 0.03 0.00 -0.50
Portugal 0.00 -0.09 85.83 14.17 -0.01 0.01  0.00 -0.18
Slovak Republic 0.00 -0.15 84.35 15.65 -0.02 0.02 0.00 -0.32
Spain 0.00 -0.10 85.59 1441 -0.01 0.01 0.00 -0.19
Sweden 0.00 -0.14 84.46 1554 -0.02 0.02 0.00 -0.30
Switzerland 0.00 -0.27 83.31 16.69 -0.04 0.04 0.00 -0.62
Turkey 0.00 -0.11 85.25 14.75 -0.02 0.01 0.00 -0.22
United Kingdom 0.00 -0.11 85.21 14.79 -0.02 0.01 0.00 -0.22
United States 0.00 -0.04 91.25 875 -0.00 0.00 0.00 -0.04
Average 0.00 -0.44 78.90 18.15 -0.39 0.35 0.00 -0.39

Notes: Counterfactual analysis based on parameter estimates from column (6) of Table 11. PLM gives
results assuming perfect labor markets. SMF gives results using a search and matching framework for the
labor market. Averages are weighted averages using country GDP as weight.
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Table 19: Heterogeneity of comparative static trade effects of un-
doing recent German labor market reforms assuming balanced
trade with imperfect labor markets in 2006

Changes in exports in percent by importer quantiles

Exporting country Min. 0.025  0.25 0.5 0.75 0.975 Max.

Australia -0.26 -0.26 -0.10 -0.05 0.15 0.53 0.56
Austria 0.53 054 065 074 084 1.18 1.20
Belgium 037 037 049 058 068 1.15 1.20
Canada -0.26 -0.26 -0.13 -0.08 0.13 0.50 0.53
Czech Republic 0.22 023 034 043 0.53 1.02 1.05
Denmark 0.21 0.22 033 042 0.52 1.01 1.04
Finland -0.08 -0.08 0.04 0.13 0.33 0.71 0.74
France 0.02 002 0.14 023 043 0.81 0.84
Germany 0.01 0.01 0.12 0.21 0.42 0.80 0.83
Greece -0.10 -0.10 0.02 0.11 0.31 0.69 0.72
Hungary -0.01 -0.01 0.10 0.19 040 0.78 0.81
Iceland -0.11  -0.10 0.01 0.11 0.31 0.69 0.71
Ireland -0.18 -0.18 -0.02 0.03 0.23 061 0.64
Italy -0.08 -0.07 0.04 013 034 0.72 0.75
Japan -0.26 -0.25 -0.10 -0.04 0.16 0.54 0.57
Korea -0.25 -0.24 -0.09 -0.04 0.17 0.54 0.57
Netherlands 0.19 0.20 0.31 040 0.50 0.99 1.02
New Zealand -0.26 -0.26 -0.10 -0.05 0.15 0.53 0.56
Norway -0.03 -0.02 0.09 0.18 0.39 0.77 0.79
Poland 0.16 0.17 0.28 0.37 047 0.96 0.99
Portugal -0.13 -0.13 -0.01 0.08 0.28 0.66 0.69
Slovak Republic -0.00 0.00 0.11 0.20 041 0.79 0.82
Spain -0.12  -0.12 -0.00 0.09 0.30 0.67 0.70
Sweden -0.02 -0.02 0.10 0.19 040 0.77 0.80
Switzerland 0.27 027 039 047 0.57 1.06 1.09
Turkey -0.10 -0.09 0.02 0.12 0.32 0.70 0.73
United Kingdom -0.09 -0.09 0.02 012 0.32 0.70 0.73
United States -0.25 -0.25 -0.09 -0.04 0.17 0.54 0.57
Average -0.02 -0.02 0.11 0.19 037 0.77 0.79

Notes: Counterfactual analysis based on parameter estimates from column (6) of Table
11 in the main text.
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