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Introduction

- So far, we have made little effort to provide a realistic description of the role played by firms in 

international trade

- In the Ricardian and Heckscher-Ohlin model, we assumed firms to be atomistically small. In the 

Krugman model, we assumed firms to be all the same

- In this lecture, we will discuss a body of research which focuses on the role played by firms in 

international trade

- The main theme will be that firms are heterogeneous and that this heterogeneity matters for 

understanding international trade
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Overview of the lecture

- Present some facts about firm heterogeneity and international trade

- Sketch the Melitz (2003) model which captures these facts

- Discuss what firm heterogeneity implies for the gains from trade

- Link our insights to the policy discussion surrounding micro, small, and medium-sized enterprises 

(MSMEs)
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Facts

1) Few firms export

2) Exporting firms are different

3) Trade liberalization raises industry productivity
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Facts – Few firms export

– Only 4 percent of US firms were exporters in 2000. Among these 4 percent, the top 10 percent 

accounted for 96 percent of total US exports

– Only 18 percent of US manufacturing firms were exporters in 2002. Remember that manufacturing 

goods account for the bulk of US exports

– The percentage of firms that export is higher in more skilled-labor intensive sectors, giving rise to a 

pattern of inter-industry trade consistent with the Heckscher-Ohlin model

– The percentage of firms that export is positive in all sectors, giving rise to a pattern of intra-industry trade 

consistent with the Krugman model
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Facts – Few firms export (contd.)
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Source: Bernard et al (2007)
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Facts – Exporting firms are different
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Source: Bernard et al (2007)

- Exporting firms outperform non-

exporting firms along a number of 

dimensions

- In particular, they

- are larger

- are more productive

- pay higher wages

- are more capital intensive

- are more skill intensive 
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Facts – Exporting firms are different (contd.)

– Are exporting firms more productive than non-exporting firms because exporting is a challenging activity 

only high-productivity firms can master?

– Or is it instead because exporting makes firms more productive through some sort of learning-by-

exporting?

– The consensus view in the empirical literature is that the causality mainly runs from productivity to 

exporting and not the other way round

– One fact is that high productivity tends to precede exporting in the time series which is suggestive of 

selection into exporting
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Facts – Exporting firms are different (contd.)

– The finding that exporters are more skilled-labor intensive implies that Stolper-Samuleson effects may 

be at work within industries

– In particular, the relative demand for skills is then likely to rise following trade liberalization thus pushing 

up the skill premium and inequality

– This is another example of how Stolper-Samuelson like effects may be partially responsible for the 

recent increase in inequality even though the textbook Stolper-Samuelson effect is not
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Question:

What was the other example of how Stolper-Samuelson like effects may be partially responsible for the 

recent increase in inequality?
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Facts – Trade liberalization increases industry productivity

– Low-productivity firms tend to contract or even exit following trade liberalization while high-productivity 

firms tend to expand

– The reason is that trade liberalization subjects import-competing firms to more import competition while 

giving export-oriented firms more export opportunities

– One implication of this is that trade liberalization increases industry productivity by reallocating resources 

from less to more productive firms
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Facts – Trade liberalization increases industry productivity (contd.)

– Pavcnik (2002), for example, considers Chile’s trade liberalization of the late 1970s and early 1980s. 

She finds that Chile’s manufacturing productivity increased by 19 percent due to this trade liberalization

– Two-thirds of these 19 percent were due to a reallocation of resources from low-productivity to high 

productivity firms. The remaining one-third was due to firm-level productivity increases

- Similar findings emerge from a large number of studies of trade liberalization reforms in other developing 

countries, such as Turkey (1984), Cote d’Ivoire (1985), Mexico (1984-1990), and India (1991)

- Moreover, Trefler (2004) finds that the Canada-US Free Trade Agreement (1989) increased labor 

productivity in Canada’s manufacturing sector by about 6 percent overall
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Melitz model

– Melitz (2003) has extended the Krugman model to account for these facts. While the details of the Melitz 

model are complicated, its basic story is easy to understand

– The Melitz model differs from the Krugman model in two key respects. First, firms are assumed to be 

heterogeneous in terms of productivity. Second, firms are assumed to face fixed costs of exporting

– Such fixed costs of exporting are meant to capture that firms must learn about foreign markets, adapt 

their products to meet foreign regulations, set up new distribution channels, and so on
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Melitz model (contd.)

– Because of these fixed costs of exporting, only the most productive firms find it profitable to export. This 

explains facts 1) and 2)

– Since only the most productive firms export, only the most productive firms expand following trade 

liberalization thereby bidding up factor prices and forcing the less productive firms to contract. This then 

explains fact 3)

– Just like the Krugman model, the Melitz model can again be combined with our earlier models of 

comparative advantage

– If you think of world trade through the lens of a Ricardo-Heckscher-Ohlin-Krugman-Melitz model, you 

think the way most trade economists now do
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Gains from trade

– The original interpretation of the Melitz model was that the domestic productivity gains resulting from 

resource reallocations constitute a new source of gains from trade

– Indeed, the conventional wisdom was that the “new” import variety and domestic productivity gains 

predicted by “new” trade models simply magnify the “traditional” comparative advantage gains

– This conventional wisdom was questioned in an influential paper by Arkolakis et al (2012) which we 

already came across in Topic 3

– Their main point is that the same gains from trade formula applies in a whole range of so-called gravity 

models, i.e. models delivering a gravity equation of the sort discussed in Topic 1
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Gains from trade (contd.)

– Specifically, they show that the gains from trade formula we derived in the Armington model also applies 

in mainstream versions of the Ricardian model, the Krugman model, and the Melitz model

𝐺 = λ−
1
𝜀

– λ denotes the own trade share, that is the share of domestic goods in total expenditure. 𝜀 denotes the 

trade elasticity, that is the partial elasticity of trade flows with respect to trade costs

– In the Armington model and the Krugman model, the trade elasticity is given by 𝜎 − 1 so that the formula 

is exactly the same as in Topic 3

– In mainstream versions of the Ricardian model and the Melitz model, it is instead given by a parameter 𝜃
which captures the dispersion of productivities across industries or firms 
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Gains from trade (contd.)

– This result means that if we calibrate these models to the same trade elasticity and own trade share 

(which seems sensible), they all predict the same gains from trade

– This suggests that the extensive margin adjustments (i.e. adjustments at the entry and exit margin) 

featuring so prominently in the Melitz model do not affect the gains from trade 

– Intuitively, this is because domestic variety losses exactly offset the import variety gains and import 

productivity losses exactly offset the domestic productivity gains

– Trade liberalization allows additional foreign firms to enter into exporting (import variety gains) which are 

less productive than incumbent foreign exporters (import productivity loss). It also forces some domestic 

firms to shut down (domestic variety losses) which are less productive than surviving domestic firms 

(domestic productivity gain)
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Gains from trade (contd.)

– The Arkolakis et al (2012) equivalence result is a theoretical result which is based on common but strong 

modeling assumptions

– Hsieh at al (2020) relax some of these assumptions and study the extensive margin effects of the 

Canada-US Free Trade Agreement (CUSFTA) empirically

– They find that Canada lost more from the exit of Canadian firms than it gained from the entry of new US 

exporters thus actually experiencing negative “new” gains from trade

– However, they also find that Canada still gained from CUSFTA overall since the tariff cuts reduced 

import prices substantially
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MSMEs in trade policy: efficiency versus inclusiveness

– Micro, small, and medium-sized enterprises (MSMEs) feature prominently in today’s trade policy 

debates, but academics and policymakers approach the issue from almost opposite angles

– Academic perspective: Trade liberalization forces small firms to exit, raising aggregate productivity 

through reallocation — an efficiency-driven view

– Policy perspective: MSMEs should be supported to participate more actively in international trade, as 

they employ many vulnerable and underrepresented workers — an inclusiveness-driven view

– Both views can be partly reconciled if policy initiatives are seen as efforts to lower the fixed costs of 

exporting for MSMEs, enabling small firms to export despite their scale
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MSMEs and inclusive employment

– MSMEs are commonly defined by employment thresholds — fewer than 10 employees (micro), fewer 

than 50 employees (small), and fewer than 250 employees (medium)

– The International Council for Small Businesses (ICSB) estimates that MSMEs account for 90% of 

businesses, more than 70% of employment, and 50% of GDP worldwide (probably upper bounds)

– A recent quote from the head of the International Labor Organization (ILO) captures the sentiment in 

much of the policy community:

– “MSMEs are not merely engines of growth, they are also catalysts for social justice. By generating 

employment for nearly 2.3 billion people, particularly for women, for youth, and marginalized 

communities often excluded from formal economic structures, MSMEs are crucial in advancing 

inclusive growth, productive employment and decent work.”
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Obstacles for MSME participation in trade

– According to the WTO’s World Trade Report 2016, survey evidence points to the following key obstacles 

faced by MSMEs seeking to export:

– Limited access to information: SMEs often lack reliable knowledge of markets, regulations, and 

business partners

– Costly requirements: Compliance with standards and certification involves high fixed costs, especially 

when rules differ across markets

– Burdensome customs and logistics: Lengthy procedures, complex documentation, and high per-

shipment transport and handling costs raise the fixed costs of exporting for smaller firms

– Lack of trade finance: SMEs face tighter credit conditions and limited access to trade-related 

financial instruments
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Opportunities for MSMEs in a changing trade landscape

– But the policy community also frequently highlights two key opportunities for MSMEs seeking to 

participate in international trade

– Digital trade: Online platforms and digital tools reduce fixed costs of market access, improve 

information and logistics, and allow MSMEs to reach global customers directly

– Global value chains: By supplying inputs or services to larger firms, MSMEs can participate in trade 

indirectly, gaining access to foreign markets, technology, and skills
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Examples of policies supporting MSME participation in trade

– WTO Working Group on MSMEs: Encourages members to share good practices, improve access to 

trade information (e.g. Global Trade Helpdesk), and integrate MSME needs into WTO work

– SPS and TBT Agreements: Promote transparency and regulatory cooperation on sanitary, phytosanitary, 

and technical standards, helping MSMEs meet compliance requirements more efficiently

– Trade Facilitation Agreement: Streamlines customs procedures, reduces documentation, and enhances 

predictability — directly lowering fixed trade costs for MSMEs

– The WTO, in partnership with the International Finance Corporation (IFC), convened a round-table on 

supply chain finance (SCF) to support MSMEs in emerging markets
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Conclusions

Slide 23

– Few firms export, exporting firms are more productive, and trade liberalization increases industry 

productivity

– These facts can be explained by the Melitz model which adds firm heterogeneity and fixed exporting 

costs to the Krugman model 

– While it is tempting to think that the Krugman and Melitz model capture “new” import variety and 

domestic productivity gains, lowering import prices is still the main benefit of liberalizing trade

– The policy community emphasizes enabling MSMEs to participate more fully in international trade, 

recognizing their vital role in employing vulnerable and underrepresented groups
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