Singapore Management University

Institutional Knowledge at Singapore Management University

Research Collection School Of Economics School of Economics

2-2012

In Support of the TRIPS Agreement

Amanda JAKOBSSON
Singapore Management University, AJAKOBSSON@smu.edu.sg

Paul S. Segerstrom
Stockholm School of Economics

Follow this and additional works at: https://ink.library.smu.edu.sg/soe_research

O‘ Part of the Intellectual Property Law Commons, and the International Economics Commons

Citation
JAKOBSSON, Amanda and Segerstrom, Paul S.. In Support of the TRIPS Agreement. (2012). 1-57.
Available at: https://ink.library.smu.edu.sg/soe_research/1573

This Working Paper is brought to you for free and open access by the School of Economics at Institutional
Knowledge at Singapore Management University. It has been accepted for inclusion in Research Collection School
Of Economics by an authorized administrator of Institutional Knowledge at Singapore Management University. For
more information, please email cherylds@smu.edu.sg.


https://ink.library.smu.edu.sg/
https://ink.library.smu.edu.sg/soe_research
https://ink.library.smu.edu.sg/soe
https://ink.library.smu.edu.sg/soe_research?utm_source=ink.library.smu.edu.sg%2Fsoe_research%2F1573&utm_medium=PDF&utm_campaign=PDFCoverPages
https://network.bepress.com/hgg/discipline/896?utm_source=ink.library.smu.edu.sg%2Fsoe_research%2F1573&utm_medium=PDF&utm_campaign=PDFCoverPages
https://network.bepress.com/hgg/discipline/348?utm_source=ink.library.smu.edu.sg%2Fsoe_research%2F1573&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:cherylds@smu.edu.sg

In Support of the TRIPs Agreement

Amanda Jakobsson
Stockholm School of Economics

Paul S. Segerstrom
Stockholm School of Economics

Current version: February 6, 2012

Abstract: This paper challenges the conventional wisdom that the TRIPs agreement is bad for
developing countries. We present a dynamic general equilibrium model of North-South trade that
allows us to study the implications of stronger intellectual property rights (IPR) protection and
simultaneous trade liberalization. In our model, stronger IPR protection in the South (TRIPs)
leads to more innovation in the North, more technology transfer to the South and higher long-run
southern consumer welfare. The South also benefits from trade liberalization but the welfare gains
from TRIPs are considerably larger.

JEL classification: F12, F23, F43, 031, O34.

Keywords: Multinational Firms, North-South Trade, Intellectual Property Rights, Foreign Direct
Investment, Product Cycles, Economic Growth.

Acknowledgments: We thank seminar participants at Jerusalem Summer School on Economic
Growth (Hebrew University), Mainz Workshop on Trade, Growth and Wages (University of Mainz),
DEGIT-XVI (St. Petersburg University), Brixen Workshop on International Trade and Finance,
Midwest Economic Theory and International Economics Meetings (Vanderbilt University), Brown
University, and University of Bologna for helpful comments. Financial support from the Wallander
Foundation is gratefully acknowledged.

Author: Amanda Jakobsson, Stockholm School of Economics, Department of Economics, Box
6501, 11383 Stockholm, Sweden (E-mail: amanda.jakobsson@hhs.se).

Author: Paul S. Segerstrom, Stockholm School of Economics, Department of Economics, Box
6501, 11383 Stockholm, Sweden (E-mail: paul.segerstrom@hhs.se, Tel: +46-8-7369203, Fax: +46-
8-313207).



Do not steal. Do not covet anything that belongs to your neighbor. Follow the whole
instruction the Lord your God has commanded you, so that things will go well with you
in the land you are about to possess.

Deuteronomy 5:19,21,53

1 Introduction

Intellectual property rights (IPR) protection in developing countries has been a topic of debate for
many years. The Trade-Related Aspects of Intellectual Property Rights (TRIPs) agreement was
signed as part of the Uruguay Round in 1994. This agreement formally introduced intellectual prop-
erty rights into the World Trade Organization (WTO) and the world trading system. The TRIPs
agreement covers copyrights and patents but also enforcement procedures and dispute mechanisms.
Since most developed countries already had such systems in place, the implied changes in national
regulation required by the TRIPs agreement mostly affects developing countries. They have been
forced to increase their IPR protection to remain inside the WTO.

The TRIPs agreement has come in for intense criticism. As Irwin (2009, p.231) explains,
“Many developing countries complain that, unlike mutually beneficial tariff reductions, the TRIPs
agreement merely transfers income from developing to developed countries by strengthening the
ability of multinational corporations to charge higher prices in poorer countries.” In his book
In Defense of Globalization, Bhagwati (2004, p.183) describes TRIPs as “like the introduction of
cancer cells into a healthy body.” For this influential economist, the otherwise healthy body is
the World Trade Organization and TRIPs is killing it. Birdsall, Rodrik and Subramanian (2005)
concur. They write “An international community that presides over TRIPs and similar agreements
forfeits any claim to being development-friendly. This must change: the rich countries cannot just
amend TRIPs; they must abolish it altogether.”

Turning to the economics literature, perhaps the best support for this critique is provided by
McCalman (2001), who estimates the value of transfers of income between countries implied by the
TRIPs agreement. He finds that only a few countries gained from TRIPs (United States, Germany,
France, Italy, Sweden, Switzerland) and that all other countries were made worse off, including all
developing countries. But it is just assumed in McCalman’s cost-benefit analysis that there are no
dynamic benefits from TRIPs. Recently, evidence has emerged indicating that there are dynamic

benefits from TRIPs. For example, Branstetter, Fisman, Foley and Saggi (2011) study the response



of host country industrial production to stronger IPR protection. They find that following patent
reform, US-based multinational firms expand the scale of their activities in reforming countries and
exports of new goods increase in these reforming countries.

The purpose of this paper is to challenge the conventional wisdom that TRIPs is bad for
developing countries. We present a dynamic general equilibrium model that allows us to study
the implications of stronger IPR protection and simultaneous trade liberalization. For developing
countries that belong to the WTO, patent reforms done to satisfy the conditions of the TRIPs
agreement are implemented at the same time as tariffs and other trade barriers are lowered to
comply with other WTO decisions.

In the model, firms in the North (developed countries) engage in innovative R&D to develop
new product varieties, and once successful, these northern firms earn global monopoly profits from
selling the new products. Northern firms also engage in adaptive R&D to learn how to produce
their products in the lower-wage South (developing countries), and once successful, their foreign
affiliates located in the South earn even higher global monopoly profits. Southern firms engage
in imitative R&D to learn how to produce both the product varieties of northern firms and their
foreign affiliates. So over time, the production of every product variety moves from the North to the
South and international technology transfer occurs both through foreign direct investment (FDI)
and imitation. The innovation, FDI and imitation rates are all endogenously determined based on
profit-maximization considerations.

We calibrate the model to fit two benchmark cases: the 1990 benchmark (the world prior
to the implementation of the TRIPs agreement) and the 2005 benchmark (the world after the
implementation of the TRIPs agreement). Going from the 1990 to the 2005 benchmark, we are
able to replicate the large 10-fold observed increase in FDI inflows to developing countries from
1990 to 2005. Our results suggest that for plausible parameter values, TRIPs (stronger southern
IPR protection) leads to more FDI, more innovation and considerably higher long-run southern
consumer welfare. The South also benefits from the trade liberalization that occurred from 1990
to 2005 but the welfare gains from TRIPs are considerably larger. Furthermore, we find that trade
liberalization by itself has a negligible effect in stimulating FDI, so most of the 10-fold observed
increase in FDI inflows to developing countries (from 1990 to 2005) can be attributed to stronger
southern IPR protection. This big increase in FDI is the main reason why TRIPs is good for
developing countries in our analysis.

In the related literature, Helpman (1993), Lai (1998) and Branstetter and Saggi (2011) all



study the effects of stronger IPR protection using dynamic general equilibrium North-South trade
models with costless FDI. Recently, Gustafsson and Segerstrom (2011) have developed a dynamic
general equilibrium North-South trade model with costly FDI and we build on their analysis by
also incorporating costly trade. Thus, in our model, there are costs of moving production across
regions and there are also costs of moving goods across regions.

The rest of the paper is organized as follows. In Section 2, we present the model and derive
seven steady-state equilibrium conditions. In Section 3, we solve the model numerically for different
parameter values and present the results. Then in Section 4 we offer some concluding remarks.
We discuss the related literature in more detail in Appendix 1 and in Appendix 2, we present

calculations that we did to solve the model in more detail.

2 The Model

2.1 Overview

We consider a global economy consisting of two regions: the North and the South. In both regions,
labor is the only factor used to manufacture product varieties and to do R&D. Labor is perfectly
mobile across activities within a region but cannot move across regions. Since labor markets are
perfectly competitive, there is a single wage rate paid to all northern workers wy and one single wage
rate paid to all southern workers wg. Labor is employed in four distinct activities: manufacturing
of final consumption goods, innovative R&D, adaptive R&D and imitative R&D. Although labor
cannot move across regions, goods can. We assume iceberg trade costs between the North and
the South: 7 > 1 units of a good must be produced and exported for one unit to arrive at its
destination.

In this global economy, firms can hire northern workers to engage in innovative R&D with the
goal of learning how to produce new product varieties. A successful firm earns global monopoly
profits from producing a new product variety and selling it to consumers in both regions. We call
such a firm a northern firm because all production is located in the North. A northern firm can
hire southern workers to engage in adaptive R&D with the aim of transferring its manufacturing
operations to the lower-wage South (wxy > wg). When successful in adaptive R&D, a firm earns
higher global monopoly profits because of the lower wage rate in the South. We call such a
firm a foreign affiliate because production takes place in the South but a fraction of its profits is

repatriated back to its northern stockholders. Adaptive R&D can be interpreted as an index of



FDI (foreign direct investment) because it represents the cost that northern firms incur to transfer
their technology to foreign affiliates, and even when financed by southern savings, northern firms
control the amount of adaptive R&D in order to maximize their global expected discounted profits.

In addition, there are southern firms, firms that are owned and operate in the South. These
firms can hire southern workers to engage in imitative R&D with the goal of learning how to
produce foreign affiliate varieties. Once a product variety has been successfully imitated, it is no
longer profitable for the foreign affiliate to produce the variety since the southern firm has lower
production costs. Instead, the successful southern firm produces the imitated variety and earns
global profits from selling to consumers in both regions. Southern firms can also engage in a second
more difficult type of imitative R&D aimed at learning how to produce northern varieties in the
South. When successful, they earn even larger global profits from selling to consumers in both
regions. Thus technology transfer from the North to the South may occur through two different
channels: either through FDI by foreign affiliates or through imitation by southern firms of northern
products.

As illustrated in Figure 1, the model generates one-way product cycles. Each product variety
is initially developed and produced by a northern firm, its production can later shift to a foreign
affiliate as a result of adaptive R&D, and eventually its production shifts to a southern firm that
imitates the production technology. The innovative R&D activities of northern firms result in the
innovation rate g and the adaptive R&D activities of foreign affiliates result in production shifting
to foreign affiliates at the FDI rate ¢. Due to the imitative R&D activities of southern firms, foreign
affiliate varieties are imitated at the rate tg and northern varieties are imitated at the rate ¢jy. The
innovation, FDI and imitation rates are all endogenously determined based on profit-maximization

considerations.!

2.2 Households

In both the North and the South, there is a fixed measure of households that provide labor services
in exchange for wage payments. Each individual member of a household lives forever and is endowed
with one unit of labor, which is inelastically supplied. The size of each household, measured by
the number of its members, grows exponentially at a fixed rate gy, the population growth rate.

Let Lyt = Lyoedtt denote the supply of labor in the North at time ¢, let Lg; = Lgge9t denote

LGustafsson and Segerstrom (2011) present a North-South model with exogenous imitation and costless trade.
The reader may find it useful to study this simpler model first, before studying the more complicated model in this

paper.
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the corresponding supply of labor in the South, and let Ly = Ly; + Lg; denote the world supply
of labor. In addition to wage income, households also receive asset income from their ownership
of firms. We assume that R&D done in the North is financed by northern savings and R&D done
in the South is financed by southern savings, which is consistent with the Feldstein and Horioka
(1980) finding that domestic savings finances domestic investments.

Households in both the North and the South share identical preferences. Each household is

modeled as a dynastic family that maximizes discounted lifetime utility
U= / e~ (P90 I (uy)dt (1)
0

where p > gy, is the subjective discount rate and w; is the static utility of an individual at time ¢.

The static constant elasticity of substitution (CES) utility function is given by

up = [/Ont xt(w)o‘dw} : , 0<a<l. (2)

In (2), x4 (w) is the per capita quantity demanded of the product variety w at time ¢ and n; is the
total number of invented varieties at time ¢. There are four types of varieties: ny; varieties produced
by northern firms, ng; varieties produced by foreign affiliates, nj; varieties produced by southern
firms that have imitated foreign affiliates (“I” for imitation) and n¢y varieties produced by southern
firms that have imitated northern firms (“C” for copying). The number for varieties available on the
world market n; is the sum of these four types of varieties: ny = ny¢ +npe +npe +noe. We assume
that varieties are gross substitutes. Then with « measuring the degree of product differentiation,
the elasticity of substitution between product varieties is o = ﬁ > 1.

Solving the static consumer optimization problem yields the demand function:

W) e 3)

T (w) Pl—a
t

where ¢; is individual consumer expenditure at time ¢, p; (w) is the price of variety w at time ¢ and
_ /(=0) . : . .

P = [ gl "t (w)l 7 dw} is an index of consumer prices. We will shortly define one such price

index for each of the two regions. By substituting the demand function (3) into (2) and using the

definition of the price index P, it can be shown that u; = ¢;/P;. Then maximizing (1) subject to



the relevant intertemporal budget constraint yields the intertemporal optimization condition

Ct
— e 4
e e —p ( )

implying that individual consumer expenditure grows over time only if the market interest rate r;
exceeds the subjective discount rate p.

The representative consumer in each region has different wage income (wy > wg) and hence
different consumer expenditure. Let ¢y and cg denote the representative consumer’s expenditure
in the North and South, respectively. We treat the southern wage as the numeraire price (wg = 1),
that is, we measure all prices relative to the price of southern labor. Furthermore, we solve the
model for a steady-state equilibrium where wy, wg, ¢y and cg are all constant over time. Then
¢t/ct = 0in (4) and hence r; = p. The steady-state market interest rate is thus constant over time
and equal in the two regions.?

Due to the positive trade costs, the prices of goods differ between the two regions. Let px denote
the price charged to northern consumers by each northern firm, p};, denote the price charged to
southern consumers by each northern firm, pr denote the price charged to southern consumers by
each foreign affiliate, p}. denote the price charged to northern consumers by each foreign affiliate, p;
denote the price charged to southern consumers by each southern firm that has imitated a foreign
affiliate variety, p7 denote the price charged to northern consumers by each southern firm that
has imitated a foreign affiliate variety, pc denote the price charged to southern consumers by each
southern firm that has imitated a northern variety and pg denote the price charged to northern
consumers by each southern firm that has imitated a northern variety. In our notation, the asterisk
refers to a firm’s price in its export market, regardless of whether this market is the North or the

South. We solve for a steady-state equilibrium where all of these prices are constant over time.

2.3 Steady-State Dynamics

We will now derive some properties that must hold in any steady-state equilibrium.
Let g = nt/ny denote the steady-state growth rate of the number of varieties. From the variety

condition n; = nyt+npe+nn+ncey, it follows that the number of varieties produced by each type of

20ur earlier assumption that “R&D done in the North is financed by northern savings and R&D done in the
South is financed by southern savings” implies that there is no international capital mobility. Thus the two regions
typically have different interest rates along the transition path leading to a new steady-state equilibrium. But in a
steady-state equilibrium, the two regions must have the same interest rate because consumers in both regions have
the same subjective discount rate p.



firm must grow at the same rate g, that is, g = n¢/ny = nye/nNe = npe/nEe = 2 /N = ned/net-
Therefore, the variety shares Yy = nyi/ne, Yr = npe/ne, 1 = nre/ne, Yo = nee/ne are necessarily
constant over time in any steady-state equilibrium and satisfy yn + vr + 77 + 70 = 1.

Let ¢ = (npe + np) /nne denote the steady-state FDI rate, which is constant over time in

SE A : — nEpAnn _ g REL/M np nre/ne _YF R
any steady-state equilibrium since ¢ = ot = T Ry s s = 970 gk The FDI
rate is the rate at which production of varieties shift from the North to the South due to foreign
affiliates engaging in adaptive R&D. It is taken into account in the definition of the FDI rate that
moving production to a foreign affiliate in the South exposes the firm to a positive imitation rate by

southern firms.? Let tg = ny¢/npy denote this imitation rate of foreign affiliate-produced varieties.

Lg is constant over time in any steady-state equilibrium since 1g = Mt = 2RI/t G Ty
nFt N npe/ne TF
LN = not/nne be the imitation rate of northern-produced varieties. This imitation rate is also
. . _ a1e . . — not — not nCt/nt _ 40C
constant over time in any steady-state equilibrium since (y = ey = ner nwiine = 9
Taking the time derivative of the variety condition n; = ny; + ng¢ + npe + net, we can solve for
the northern variety share vy:

g
=7 5
N g+ o+in 5)

From the steady-state expressions for the imitation rates tg and ¢y, and the steady-state expression

for the northern variety share (5), it follows that

LN
_ ) 6
e g+é+in ()

Substituting (5) and (6) into yn +vr +v1r +vc = 1 yields yp +77 = M%LN. Using this expression
together with tg = gy;/vr, we obtain

= (i) (55) == () () @
! g+o+in g-+is r g+ o+ N g+uis)’

As expected, the variety share of foreign affiliates depends positively on the FDI rate (¢ 1= vr 1).

An increase in the imitation rate of foreign affiliate varieties increases the variety share of the
imitating I-firms at the expense of the foreign affiliates (g 7= 77 T,7vF |) and similarly, an increase

in the imitation rate of northern varieties increases the variety share of the imitating C-firms at

3To see that the term 77: should be included in the FDI rate definition, it is helpful to think about a bathtub
with an open drain that is being filled with water from a faucet. The flow of water coming out of the faucet into the
bathtub equals the rate of change in the volume of water in the bathtub plus the flow of water going down the open
drain. Likewise, the flow number of varieties that firms transfer to the South through FDI (nr: + nr+) equals the
rate of change in the number of varieties produced by foreign affiliates (ng:) plus the flow number of foreign affiliate
varieties that are imitated by southern firms (717¢).



the expense of northern firms (tx 7= v T,7n ).

Because of trade costs, the price of each product variety is different in the two regions and
and we need to define a price index for each region. Let Ppy; denote the price index for the
North and Ps; denote the price index for the South. Given the earlier definition of the price

1/(1~0)
index P, = { I e (W)™ dw} , it follows that the northern price index satisfies P]{,;U =

1

nywy 7 + nE (p*F)l_” +nn (p7) 7 + nee (pg)l_a and the southern price index satisfies Pg, 7 =
NNt (p}‘v)lf" +nppy C+nnpy © +nCtp}/TU. Using the variety shares defined earlier, we can rewrite

these expressions as
_ _ — 1— _
Py = [+ (08)' 7+ ()7 + 70 ()7 ®)

Pg, 7 = [VN PN)' 7 +EpR T vy 7+ VCplc"’} ny (9)

where the terms in brackets are constant over time. Thus P]{EU and Pé; ? both grow over time at

the rate g in any steady-state equilibrium.

2.4 Product Markets

The firms producing different product varieties compete in prices and maximize profits. There
is constant returns to scale in production. For each firm operating in the North and for each of
the foreign affiliates located in the South, one unit of labor produces one unit of output. Due
to their lack of familiarity with the southern economic environment, foreign affiliates have higher
production costs than southern firms. For southern firms that have imitated either a foreign affiliate
variety or a northern variety, ¢ € (0,1) units of labor produce one unit of output. Each northern
firm has the marginal cost wy serving the northern market and taking trade costs into account,
the marginal cost 7wy serving the southern market. Costs are lower for foreign affiliates: each
foreign affiliate has the marginal cost wg serving the southern market and the marginal cost Twg
serving the northern market. Southern firms have the lowest costs of all: each southern firm has the
marginal cost wg serving the southern market and the marginal cost 7(wg serving the northern
market.

A northern firm earns the flow of global profits 7x; = (pnv — wn) Nt Lne + (P — TwN) 3 List
where zpy; is the quantity demanded by the typical northern consumer of the northern firm’s
product and z%;, is the quantity demanded by the typical southern consumer of the northern

firm’s product. Given (3), a northern firm faces consumer demands zn; = py~cn /Py’ and

10



zh, = (Piy) 7 es/Ps; 7. A northern firm chooses its price in each market to maximize profits. It is

straightforward to verify that the profit-maximizing price in the northern market is the monopoly

price py = “X and similarily in the export market, the profit-maximizing price is the monopoly
price py, = T2 Using these prices and some simple algebra, we can reexpress the northern firm’s

global profit flow as
WN (XN =+ TXJ*V) &

(U - 1) YN nt

TNt = (10)

—0 * —0

_ Py cNLNinnt x (pN) csLsinnt

where Xy = B g and X% = e
Py, Lt N P %Ly

are population-adjusted aggregate demand
terms for northern product varieties in the North and the South, respectively. Xy and X3, are
both constant over time in steady-state equilibrium since prices and consumer expenditure are
constant over time, Ly; grows at the same rate gr, as the world population L;, and both P]{,;” and
P§7 grow at the same rate g as ny;. Hence the bracketed term in (10) is constant over time in
any steady-state equilibrium and the profits earned by a northern firm only changes because L;/n;
changes over time. L;/n; is a measure of the size of the market relevant for each northern firm.
Population growth increases the size of the market for firms but variety growth has the opposite
effect because firms have to share consumer demand with more competing firms.

A foreign affiliate earns the flow of global profits 7p = (pp — ws) xFeLst + (P} — TWs) T3y LNt
where zp; = p}”cS/P;{ 7 is the quantity demanded by the typical southern consumer of the

foreign affiliate’s product and z%, = (p}) 7 cn/Pr”

is the quantity demanded by the typical
northern consumer of the foreign affiliate’s product. Profit maximization yields the domestic price
pr = wg/a and the export price pj, = Twg/a. We assume that 7 < wy/wg to ensure that each
foreign affiliate exports to the northern market. For large trade costs, a large wage differential is

needed to justify exporting. Trade costs cannot be too high. The flow of global profits for a foreign

affiliate is
wg (Xp+7X5)| Ly
TRt = [ ( P)| Le (11)
(c—1)vr g
g %) Tenl . .
where Xp = %ff’tm and X7, = w are population-adjusted aggregate demand
PSt L PNt L

terms for foreign affiliate products in the South and the North, respectively. Following the same
reasoning as for aggregate demand for northern products, it can be seen that Xp and X7 are
constant over time in any steady-state equilibrium. Therefore the profit flow of a foreign affiliate
only changes because the market size term L;/n; changes over time.

After a product variety that a foreign affiliate produces is imitated by a southern firm (an I-

11



firm), the southern firm earns the flow of global profits 7y = (pr — Cwg) xrLsi+(p; — 7Cws) 7, Lt
where x7; = p;7cs/ Pét_ 7 is the quantity demanded by the typical southern consumer of the I-firm’s
product and =}, = (pj)” 7 en/ PJ{,;U is the quantity demanded by the typical northern consumer
of the I-firm’s product. Without competition, an I-firm would set the monopoly price (wg/a in
the southern market. But an I-firm is in competition with the foreign affiliate whose product it
has imitated. Given that the foreign affiliate cannot lower its price below its marginal cost wg, we
assume that ¢ > a, so (wg/a exceeds the marginal cost of the foreign affiliate wg. Then the limit
price p; = wg is less than the monopoly price and it is profit-maximizing for the I-firm to practice
limit-pricing in its domestic market. By setting p; = wg, the I-firm gets all the consumers and
drives the foreign affiliate out of business. In the export market, it is also profit-maximizing for the
I-firm to practice limit-pricing by setting p; = 7wg. With these prices, the global profit flow of a

southern firm that has imitated a foreign affiliate’s product can be expressed as

1-— X X5 L
S wg ( CLE 1+ X7) nf (12)

—0 * —0
_ pr csLging « _ (p}) TenLnenn
where X7 = ——T— and X7 = 1

! P;‘t Ly I P]{Itst

are population-adjusted aggregate demand terms
for the I-firm varieties in the South and the North, respectively. Note that the profits of an I-firm
only change over time because of the market size term L;/n;.

After a variety that a northern firm produces is imitated by a southern firm (a C-firm), the
southern firm earns the flow of global profits 7y = (pc — Cws)xzciLs: + (pf — TCws)xE, Lt where
ror = pales/ P;{“ is the quantity demanded by the typical southern consumer of the C-firm’s
product and z}, = (p&)" " en/ PJ{,;U is the quantity demanded by the typical northern consumer of
the C-firm’s product. Maximizing these profits with respect to p¢c yields the monopoly price Cwg /.
But the southern firm faces a competitor in the northern firm whose product it has imitated. We
restrict attention to the case where 7wy > (wg/a or equivalently Twy/wg > (/a to guarantee
that the southern firm charges the monopoly price pc = (wg/« in its domestic market. When it
comes to the C-firm’s export market, there are two cases to consider, depending on whether trade
costs are small or large. If wy > 7¢wg/a or wy/wg > 7¢/a (the small trade cost case), then the
northern firm has too high marginal cost wy to effectively compete in the northern market and the
southern firm sets the monopoly export price pf, = T¢wg/a. If wy < T¢wg/a or wy/ws < 7¢/
(the large trade cost case), then the northern firm has low enough marginal cost wy so its presence

needs to be taken into account and the southern firm sets the limit price pf, = wy in equilibrium.

12



With these prices, the global profit flow of a southern firm that has imitated a northern firm’s

product can be expressed as

X, X )] L
Tor = Cws (Xe +7Xg)| Lt ifﬂ#NZLC (13)
(c—1e ny wg T«
p — | SWsXo (wy — 7Cwg) X¢& | Lt i oy TC (14)
“ (U - 1) yc Yyc ne wg o

—0 * —0
_ pc cslsinct « _ (p5) “enLnincy
© Pé‘t 7Lt ¢ Pjirt 7Ly

. Again, profits only change if the market size
term L; / n; changes over time.

The above analysis implies that as a product shifts from being produced by a northern firm to
its foreign affiliate and then by a southern firm, the equilibrium price of the product declines in
the North (py = wy/a > pl = Tws/a > pj = Twg) as well as in the South (p} = Twn/a > pr =
wg/a > pr = wg). This price pattern is consistent with Vernon’s (1966) description of the product

life cycle, in which multinational firms play a central role.

2.5 Innovation, FDI and Imitation

There is free entry into innovative R&D activities in the North, with every northern firm having
access to the same R&D technology. To innovate and develop a new product variety, a representative
northern firm i must devote ayg®/n{ units of labor to innovative R&D, where ay is an innovative
R&D productivity parameter and n; is the disembodied stock of knowledge at time ¢ (the total
number of varieties that have been developed in the past). The intertemporal knowledge spillover
parameter 6 can be positive or negative. For § > 0, R&D labor becomes more productive as time
passes and a northern firm needs to devote less labor to develop a new variety as the stock of
knowledge increases. In contrast, innovating becomes more difficult at time passes when 6 < 0.
Grossman and Helpman (1991) assume that intertemporal knowledge spillovers are quite strong and
set = 1. We will instead follow Jones (1995) by assuming that intertemporal knowledge spillovers
are weaker and satisfy 6 < 1. This assumption is the key to ruling out strong scale effects. Finally,
the externality parameter 3 > 0 captures the duplicative nature of innovative R&D. When all firms
do more innovative R&D (g = n;/n; is higher), 5 > 0 means that the individual firm must do more

innovative R&D in order to develop a new product variety.
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Given this technology, the flow of new products developed by northern firm ¢ is

LRit _ nYlpit
ang?/nf  ang®

Nt =

where n;; is the time derivative of n; and [g;; is the labor used for innovative R&D by firm ¢ (“R”
for R&D). Summing over individual northern firms, the aggregate flow of new products developed

in the North is

(15)

ang® an

i [L] o
where Lp; = ). lr;t is the total amount of northern labor employed in innovative activities. Thus,
the parameter 8 measures the degree of decreasing returns to innovative R&D at the industry level.
A large empirical literature on patents and R&D has shown that R&D is subject to significant
decreasing returns at the industry level (point estimates of 1/(1 + [3) lie between 0.1 and 0.6
according to Kortum (1993), which corresponds to 3 values between .66 and 9).

In any steady-state equilibrium, the share of labor employed in innovative R&D must be con-

stant over time. Given that the northern supply of labor grows at the population growth rate gy,

nf LRt
ang”

northern R&D employment Lp; must grow at this rate as well. Dividing both sides of n; =

by n; yields
iy ' Lgy

Uz B CLNgﬁ

9

Since g is constant over time in any steady-state equilibrium, nf_l and Lp; must grow at offsetting

rates, that is, (6 — 1) % + LL—gi =(0—1)g+ gr = 0. It immediately follows that

n

g= — = . (16)

+
N
~

Thus, the steady-state rate of innovation g is pinned down by parameter values and is proportional
to the population growth rate gr. As in Jones (1995), the parameter restriction 6 < 1 is needed to
guarantee that the steady-state rate of innovation is positive and finite (given that there is positive
population growth).

We can now solve for the steady-state rate of economic growth. The representative northern
consumer has utility unys = ¢y /Pyt and the representative southern consumer has utility ug; =
¢s/Psi. In steady-state equilibrium, individual consumer expenditure is constant over time but

consumer utility nevertheless grows because the price indexes fall over time. Since both PJ{,;U and
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Pét_ ? both grow over time at the rate g, it follows that consumer utility growth is

UNt  USt g gL
u = - = — = p— . 17
g untg usy o—1  (1—6)(oc—1) (17)

With consumer utility in both regions being proportional to consumer expenditure holding prices
fixed, consumer utility growth equals real wage growth and we use it as our measure of economic
growth.

Equation (17) implies that public policy changes like trade liberalization (a decrease in 7) have
no effect on the steady-state rate of economic growth. In this model, growth is “semi-endogenous.”
We view this as a virtue of the model because both total factor productivity and per capita GDP
growth rates have been remarkably stable over time in spite of many public policy changes that one
might think would be growth-promoting. For example, plotting data on per capita GDP (in logs)
for the US from 1870 to 1995, Jones (2005, Table 1) shows that a simple linear trend fits the data
extremely well. Further evidence for equation (17) is provided by Venturini (2010). Looking at
US manufacturing industry data for the period 1973-1996, he finds that semi-endogenous growth
models (where public policies do not have long-run growth effects) have better empirical support
than fully-endogenous growth models (where public policies have long-run growth effects).

We can now define relative R&D difficulty. In the unit labor requirement for innovation

ang®/nf, the term n; "’

is a measure of (absolute) R&D difficulty. It increases over time if § < 0
and decreases over time if § € (0,1). By taking the ratio of R&D difficulty and the market size
term L;/n;, we obtain a measure of relative R&D difficulty (or R&D difficulty relative to the size

of the market).

—0 1-0
n n
f=—t—=-2 18
Li/ne Ly (18)
To see that 0 is constant over time in steady-state equilibrium, note that g =(1-0) Z—i — % =

(1-0) %5 —g.=0.

To learn how to produce a northern variety in the South, the foreign affiliate of a northern firm
must devote ap@®/n{ units of labor to adaptive R&D, where a is an adaptive R&D productivity
parameter that can be throught of as measuring the friendliness of southern FDI-related policies
and ¢ = (npy + ny) /nne is the FDI rate, the rate at which northern varieties shift to the South as
a result of adaptive R&D done by foreign affiliates. The externality parameter 3 now captures the
duplicative nature of adaptive R&D. Taking into account that adaptation is followed by imitation,

the number of varieties that have been succesfully adapted for southern production by firm ¢
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increases over time according to

Lrit _ nYlpi
arpgf/nf  ape®

Npit + Nrig =

where np; + nyie is the time derivative of the number of varieties that firm ¢ is responsible for
moving to the South and lp;; is the labor used for adaptive R&D by firm i (“F” for FDI). Summing
over individual foreign affiliates, the aggregate flow of varieties to the South through FDI is given

by
n?LFt
apg?

Npe + Ny = (19)

where Lp; = ), lpi is the total amount of southern labor employed in adaptive R&D activities.

To learn how to produce a foreign affiliate variety, a southern firm must devote a Iag /n¢ units
of labor to imitative R&D, where ay is an imitative R&D productivity parameter, tg = ny/np; is
the rate at which a southern firm imitates a foreign affiliate variety and the externality parameter
(B > 0 captures the duplicative nature of imitative R&D. When all southern firms do more imitative
R&D (the imitation rate tg is higher), # > 0 means that individual southern firms must do more
imitative R&D to learn how to produce a foreign affiliate variety. We interpret a; as measuring the
strength of IPR protection in the South and study what happens when a; changes. An increase
in a; means stronger IPR protection in the South (as in compliance with the regulations of the
TRIPs agreement). Given this technology, the flow of foreign affiliate varieties that a southern firm
1 imitates is

Urit nflr

nrit = =
afag/nf a]Lg

where lj;; is the labor used for imitative R&D by firm 7. Summing over individual southern firms,

the aggregate flow of foreign affiliate varieties that southern firms imitate is

0
: ny Ly
nrt = t ﬁt (20)

where Ly = ) .l is the total amount of southern labor employed in imitating foreign affiliate
varieties.

To learn how to produce a northern variety in the South, a southern firm must devote da [L]ﬂ\, /n¢
units of labor to imitative R&D, where d > 1 is a “distance” parameter that captures the extra

cost of imitating northern-produced varieties and ¢ = ncy/nny is the rate at which southern firms
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imitate northern-produced varieties. Given this technology, the flow of northern varieties that

southern firm 7 imitates is
0
loit oy loit

neit = =
dan?\,/nf da]L’]BV

where lg;¢ is the labor used by firm ¢ to imitate northern varieties. Summing over individual
southern firms, the aggregate flow of northern varieties that southern firms imitate is

”f Ley

daIL]BV

not = (21)
where Loy = ), Iy is the total amount of southern labor employed in imitating northern varieties.

While southern firms can do imitative R&D, we assume that southern firms are not capable of
doing innovative R&D. The conclusions reached in this paper in support of the TRIPs agreement
become even stronger if southern firms can do innovative R&D, because then there is an additional

benefit of TRIPs: more innovation by southern firms.

2.6 R&D Incentives

Let vy denote the expected discounted profits associated with innovating in the North at time ¢.
The R&D labor used to develop one new variety is ayg®/ nf and the cost of developing this variety
is wyang®/nY. Since there is free entry into innovative R&D activities in the North, the cost of

innovating must be exactly balanced by the benefit of innovating in equilibrium:

B
WNAN
o = g’ 22)
Ty

Let vg; denote the expected discounted profits that a foreign affiliate earns from producing a
variety in the South at time ¢. The foreign affiliate uses ap@®/n{ units of adaptive R&D labor to
transfer production of one variety to the South and the cost of this transfer is wgap@® /nf . The
benefit of the transfer is not the expected discounted profits that a firm could earn from moving its
production to the South vg; but the gain in expected discounted profits vgs — vn¢, since the firm
is already earning profits from producing in the North. Since the cost of technology transfer must
be exactly balanced by the benefit in steady-state equilibrium, we obtain

wsapd?

vt — ot = ot (23)
t
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When techology transfer occurs, each foreign affiliate pays its parent firm the royalty payment vy
for the use of its technology in the South, since the adaptive R&D accounts for the increment in
the firm’s value vpy — v which is less than the foreign affiliate’s market value vpy.

Let vy denote the expected discounted profits from producing a foreign affiliate-imitated variety.
To learn how to produce a foreign affiliate variety, a southern firm devotes a Ia’g /n¢ units of labor
to imitative R&D and incurs the cost wgajag / nf . Since the benefit of imitating a foreign affiliate

variety equals the cost in steady-state equilibrium, we obtain

8
wsgarst
v = ——p 2. (24)
t

Finally, let vcy denote the expected discounted profits from producing a northern-imitated
variety in the South. A southern firm devotes da IL]% /n? units of labor to imitative R&D to learn
how to produce a northern variety in the South and incurs the cost wsdan]ﬁv / nf . Since the benefit

of imitating a northern variety must equal the cost in steady-state equilibrium, we obtain

B
wgdart
ver = ——5 Y. (25)
ny

We assume that there is a stock market that channels household savings to firms that engage
in R&D in each region and helps households to diversify the risk of holding stocks issued by these
firms. Since there is no aggregate risk in each region, it is possible for households to earn a safe
return by holding the market portfolio in each region. Hence, ruling out any arbitrage opportunities
implies that the total return on equity claims must equal the opportunity cost of invested capital,
which is given by the risk-free market interest rate p.

For a northern firm ¢, the relevant no-arbitrage condition is

(TNt — wslpir) dt + Onedt + (pie + Nopi) dt (Ve — One) — (endt)une = punedt.

The northern firm earns the profit flow 7y during the time interval dt but also incurs the adaptive
R&D expenditure flow wgl g dt during this time interval. In addition, the firm experiences the grad-
ual capital gain 0ydt during the time interval dt and its market value jumps up by (vp; — vyy) for
each product that it succeeds in moving to the South. The firm succeeds in moving (np; + nyit) dt
products to the South during the time interval dt. With the probability ¢ndt the firm’s product is

successfully imitated by a southern firm during the time interval dt, in which case the northern firm
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is driven out of business and experiences a total capital loss. To rule out arbitrage opportunities
for investors, the rate of return for the northern firm must be the same as the return on an equal

sized investment in a risk free bond pvyidt. Now

0
nflpi wsapd?

npit + nrit) (Ve — UNt) = = wslp;

( Fit Izt)( Ft Nt) aF¢5 n? SUFit
and vyy = wNaNgB/nf implies that % = —9% = —fg. Thus, after dividing by vy:dt, the no-
arbitrage condition simplifies to Z—]]\\g —0g — 1y = por vng = /H;@rg%w' Combining this equation

with (22), the northern no-arbitrage condition can be written as

TNt _ wNaNgﬁ
p+0g+in nd

In this equation, the left-hand-side is the expected discounted profits from innovating and the right-
hand-side is the cost of innovating. The northern firm’s expected discounted profits or market value
is equal to its current profit flow 7y; appropriately discounted by the market interest rate p, the
capital loss term fg (capital gain if 6 is negative) and the imitation rate ty. Substituting for my¢
using (10), dividing both sides by wy and then by the market size term L;/n; yields the steady

state northern no-arbitrage condition

XN-"-TX]*V
(e=1)yN

—_— = 5g°. 26
p+0g+LN anog ( )

The left-hand-side of (26) is the market size-adjusted benefit from innovating and the right-hand-
side is the market size-adjusted cost of innovating. In steady-state calculations, we need to adjust
for market size L;/n; because market size changes over time if g;, # g or 6 # 0. The market size-
adjusted benefit from innovating is higher when the average consumer buys more of each northern
variety (Xn + 7X} 1), future profits are less heavily discounted (p |), northern firms experience
larger capital gains over time (fg |) and northern firms are exposed to a lower imitation rate (¢ |).
The market size-adjusted cost of innovating is higher when northern researchers are less productive
(any T) and innovating is relatively more difficult (9 T).

For a foreign affiliate, the relevant no-arbitrage condition is mpdt + Opidt — (1gdt) vy = pvpedt.
The foreign affiliate earns the profit flow 7g; and experiences the gradual capital gain Op;dt during
the time interval dt. However, it is exposed to a positive rate of imitation by southern firms and

experiences a total capital loss if imitated, which occurs with probability tgdt during the time
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interval dt. The earlier equation vp; — vy = %ﬂbﬁ implies that % = Z—;’Z = —fg, so dividing
t
the no-arbitrage condition by v dt yields % —bg — g =poruvp = +§5tﬂs. Combining this
equation with (22) and (23), we obtain
opr— oy = TFL wyang’ _ wsapd?
! T p+0g+s n? nY

where the left-hand-side is the increase in expected discounted profits from moving production to
the South and the right-hand-side is the adaptive R&D cost. The expected discounted profits or
market value of the foreign affiliate is equal to its current profit flow 7y appropriately discounted
by the market interest rate p, the capital loss term ¢ and the imitation rate tg. Substituting for
7wy using (11), dividing both sides by wg and then by the market size term L;/n; yields the steady

state foreign affiliate no-arbitrage condition

XF-i-TX;;
(o=1)vr

_ B8 _ B 9
P — wandg” = apdg (27)

where w = wy/wg is the northern relative wage or the North-South wage ratio. The left-hand-side
of (27) is the market size-adjusted benefit from southern adaptation and the right-hand-side is
the market size-adjusted cost of southern adaptation. The market size-adjusted benefit is higher
when the average consumer buys more of each foreign affiliate variety (X 47X} 1), future profits
are less heavily discounted (p |), foreign affiliates experience larger capital gains over time (fg |)
and foreign affiliates are exposed to a lower imitation rate (tg |). The market size-adjusted cost
is higher when foreign affiliate researchers are less productive (ar 1) and adaptation is relatively
more difficult (§ T).

For a southern firm imitating a foreign affiliate variety, the relevant no-arbitrage condition is
wredt + Orpdt = pvpdt. The southern firm earns the profit flow 77 and also experiences the gradual
capital gain ¥pdt during the time interval dt. The rate of return for an I-firm must equal the
rate of return on an equal sized investment in a riskfree bond pvdt in order to rule out arbitrage

opportunities for investors. Recall that vy = wsa]Lg / nf, which implies that % = —#g. Dividing

the no-arbitrage condition by v dt yields Z—ﬁ — 6g = p and then solving for vy yields vy = pfrfég.

Combining this equation with (24), we obtain

T wsaug
p+ g n?
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Substituting for 77 using (12), dividing both sides by wg and then by the market size term L;/n;
yields the steady state no-arbitrage condition for I-firms
(1= (X +7X7)

I

B
_ ' 2
3 09 arolg (28)

For a southern firm that imitates a northern variety, the relevant no-arbitrage condition is
mordt + vordt = pucedt. During the time interval dt, the C-firm earns the profit low w¢y and
experiences the gradual capital gain voydt. As for the other types of firms, the rate of return for
the C-firm must be the same as the return on an equal-sized investment in a riskfree bond. Recall
that ver = wsdan’]g\, / nf , which implies that z—g’; = —#fg. Dividing the no-arbitrage condition by

vedt yields % — 0g = p and then solving for vey yields

p+0g  nf

TCt dea[L]ﬁv

The southern firm imitating a northern variety will base its pricing decision in the export market
on the size of trade costs and hence there will be one steady-state no-arbitrage condition for each
of the two trade cost cases described earlier. In the small trade cost case, the southern firm can set
the monopoly price in the northern market without having to fear competition from the northern
firm whose variety it has imitated. In the large trade cost case, the southern firm needs to take
competition from the northern firm into account and practice limit pricing in its export market.
Substituting for 7o using (13) and (14), dividing both sides by wg and then by the market size

term L;/n; yields the steady state C-firm no-arbitrage condition:

((Xe+rXE) ¢
_(o=bye  _ dal&lﬁv i YN > 5
p+0g wg @
gy + e wy _ 7¢
o—1)vc YC 8 . N
= dajd f— < —. 29
p+0g Ut ' ws (29)

2.7 Labor Markets

Labor markets is perfecty competitive and wages adjust instantaneously to equate labor demand
and labor supply. In the North, labor is employed in either innovative R&D or in production. Each

innovation requires ayg”/ n? units of labor, so total employment of labor in innovative R&D is
1—6

Ty
Ly

. —o * ) 7egL .
gﬁ%Lt = andg'tPL,. Northern firms use enbne | T(pN) C5TSt inits

(ang?/nf) fu = an PR PL
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of labor for each variety produced and there are mpy; varieties produced, so total employment

. . . pZenLyen py) “esLsinn
in northern production is 2% gl,ﬁt Nty T( i) ST — = (XN +7X}y) Lt. As Lyt denotes the
Nt St

supply of labor in the North, full employment requires that Ly; = andg' ™ L + (Xn + TX3) Ly

Evaluating at time ¢t = 0 yields the steady-state full employment of labor condition for the North:
Lyo = |anog' P + Xy +7X5%| Lo. (30)

In the South, labor is employed in adaptive R&D by foreign affiliates, imitative R&D directed
towards foreign affiliate varieties, imitative R&D directed towards northern varieties, foreign affiliate
production, and southern production by the two types of imitating firms (I-firms and C-firms).
Each variety transferred to the South by a foreign affiliate requires ap¢®/ nf units of labor, so total
employment in adaptive R&D is (ap¢®/nf) (vp; + nys). Each foreign affiliate variety imitated by
a southern firm requires ajag /n? units of imitative R&D labor, so total employment in imitative
R&D directed towards foreign affiliate varieties is (aug /nd)nge. Similarly, each northern variety
imitated by a southern firm requires dan?\, /nf units of labor, so total employment in imitative

R&D directed towards northern varieties is (dan% /n?)nct. Turning to production in the South,

. . “ZcsL py) “enLn X:L . .
a foreign affiliate uses pFPf(,St + T( F)Pl,g t = ‘fﬁft + 7=k ' units of labor for each variety
St Nt

produced and there are np; varieties produced, so total employment in foreign affiliate production

(% + T%) nr = (XF +7X5) Ly. A southern firm imitating a foreign affiliate variety uses

—0o * —0 L
¢ <p1 cshst 4 7 (r7) “en Nt) = (XIQ + TX}*%) units of labor for each variety produced, and

Pie Pr° nry

there are nj; such varieties produced, so total employment by I-firms is (X fnLTtt + TX?%) ny =

. . . -7 ) TenlL
¢ (X1 + 7X7) L. Asouthern firm imitating a northern variety uses ¢ (pcpfsf“ + 7 (pC)Plff,V Nt) =
St Nt
¢ (ch% + TXé«%) units of labor for each variety produced, and there are ncy such varieties
produced, so total employment by C-firms is ( (chL—Cft + TXénL—Cft) not = C(Xo+7X5) Ly, As

Lg; denotes the supply of labor in the South, full employment requires that

5 5 dap
a . . aIL . CL[L . * * *
Lgt = l:;(f (Nt + Mope)+ nGS nri+ neNnCt+(XF +7Xp) LitC (X7 +7X7) Li+C (Xo +7X¢) Le.
t t t

Using the definitions of ¢, tg, ¢y, 6 and evaluating at time ¢ = 0, we obtain the steady-state full

22



employment of labor condition for the South:

Lso = (aFcf)HB N+ alb}g+ﬁ v+ da[bzlvw ’YN) dLo

+[Xp+7Xp + (X1 +7X7 + Xo +7X5)] Lo. (31)

2.8 Aggregate Demand

To solve the model, we need steady-state values for the aggregate demand terms Xy, Xy, X7, X7,

Xc and X Solving for the ratio Xy /X5, yields

py’enLninne L o ~ —o .
Xy Eh ()T ()T (I) g (T) et
Xpo () TexLymee  \Pp/)  nrp/me o \TGE) g4 w/ ¢

= gt+o+in gtis
PNt 7Ly

and by doing similar calculations looking at other ratios, we obtain that

XN:X}(%)GQJ”S
1\ g+
XJ*V:XF(m) =3
1 g
E
« g
1\ ¢g
Xr=xu(=)
=% (3) %
1\ (g+1tg)t
ro= A (c) . <z>gS) :
and .
Xt Xp(8) gk =
5=
X ()7 e i < €

2.9 Consumer Expenditure and Asset Ownership

To determine consumer expenditures cy and cg, we need to specify who owns the firms and how
wealth is distributed between the North and the South. We assume that R&D done in the North
is financed by northern savings and R&D done in the South is financed by southern savings. Then
in equilibrium, northern firms end up being owned by northern consumers, southern firms end up

being owned by southern consumers and foreign affiliates end up being jointly owned by consumers
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in both regions.

Let Apny denote the aggregate value of northern financial assets and Ag; denote the aggregate
value of southern financial assets. The aggregate value of all financial assets is A; = Any + Agy =
NNtUNt + NEUF: + N + negves. Since consumer savings within the South finance the R&D
investments in the South, Ag; = npy (Vpe — UNt) +nrrvn +nower. Substituting into this expression

using the firm values (23), (24) and (25), we obtain

Agy = wsdLy |yrapd” + ’Yfafbg + ’chan?v} :
Since An: = Ay — Agt = nyeUNt + nFrUNt, substituting into this expression using the firm value
(22) yields

Ayt = wnLi (Vv + ) andg®.

Let a;; denote the financial asset holdings of the typical consumer in region i (i = N,S). The
intertemporal budget constraint of a typical consumer in region ¢ is CLLit = w; + pai — ¢; — gr.ai. In
any steady-state equilibrium where the wage rates w; are constant over time, we must have that
a;; = 0 and it follows that ¢; = w; + (p — g1) @i For the typical northern consumer, ay; = Ant/ Lyt
and for the typical southern consumer, ag; = Agy/Ls;. Setting wg = 1 and wy = % = w, it

follows that typical northern and southern consumer expenditure levels are given by

L
CN =W [1 +(p—9gL) (W~ +7F) GN59ﬁLO] (32)
NO
and
L
cs=1+(p—gr)o [vmmﬁ +yrardy + ’ycdan]’ﬂ L—SOO (33)

Having solved for consumer expenditures ¢y and cg, we can determine the ratio Xj/Xp and

simplifying yields the steady-state asset condition

X _ (PF) en Lo Py (34)
Xr py/) cs Lso Py,°
where )
Py v (P3) 7 +vepE T 4+ vipy 7 +veps ©

- 1-0o

Py” N T+ 0) T+ (03) T +ve (08)

is constant over time.
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Thus, solving this model for a steady-state equilibrium reduces to solving a system of 7 equations
[(26), (27), (28), (29), (30), (31), (34)] in 7 unknowns [w, 0, ¢, tn, ts, Xp, X}, where the
7 equations are: four R&D conditions (innovative, adaptive, two imitative), two labor market

conditions (North and South) and one asset condition.

3 Numerical Results

3.1 Parameter Values

The system of 7 equations in 7 unknowns is solved numerically. We calibrate the model to fit the
world in 1990, prior to the signing of the TRIPs agreement, and in 2005, after its implementation. In
our computer simulations, we used the following benchmark parameter values: p = 0.07, o = 0.714,
gr =0.014,0 =072, Lyo =1, Lso =2, (=0.9, 8 =1, 7 = 1.54 for 1990 and 7 = 1.33 for 2005,
ay =1, ap = 100.5, d = 261, a; = 2.96 for 1990 and a; = 11.8 for 2005.*

The subjective discount rate p is set at 0.07 to reflect a real interest rate of 7 percent, consistent
with the average real return on the US stock market over the 20th century (Mehra and Prescott,
1985). The measure of product differentiation a determines the markup of price over marginal cost
1/a. Tt is set at 0.714 to generate a northern markup of 40 percent, which is within the range of
estimates from Basu (1996) and Norrbin (1993). The parameter gy, is set at 0.014 to reflect a 1.4
percent population growth rate. This was the average annual world population growth rate during
the 1990s according to the World Development Indicators (World Bank, 2011). The steady-state
economic growth rate is calculated from g, = g/ ((c — 1) (1 — 6)). In order to generate a steady-
state economic growth rate of 2 percent, consistent with the average US GDP per capita growth
rate from 1950 to 1994 (Jones, 1995), the R&D spillover parameter 6 is set at 0.72. Since only the
ratio Lyo/Lgo matters, we set Lyg = 1 and Lgyg = 2 so Lyo/Lso equals the ratio of working-age
population in high-income countries to that in middle-income countries (World Bank, 2003). The
cost parameter ( is set at 0.9 so southern firms have 10 percent lower production costs than foreign
affiliates. Empirical studies on patents and R&D suggests that there are significant decreasing
returns to R&D at the industry-level. Given that point estimates of 1/(1 + 3) lie between 0.1 and
0.6 (Kortum, 1993), we set 8 = 1 which yields the intermediate value 1/(1 + 3) = 0.5.

During the time period 1990-2005 when the TRIPs agreement was being implemented, North-

South trade costs were falling. We use the micro-founded measure of bilateral trade costs developed

4The MATLAB files used to solve the model can be obtained from the authors upon request.
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by Novy (2011) that indirectly infers trade frictions from observable trade data. By linear extrapo-
lation of the bilateral trade cost estimates between the US and Mexico in 1970 and 2000, we obtain
a tariff-equivalent of 54 percent for 1990 (7 = 1.54) and 33 percent in 2005 (7 = 1.33).

The remaining parameters are the R&D productivity parameters ay (innovation), ar (adap-
tion), a; (southern imitation) and the “distance” parameter d that captures the extra cost of
imitating northern-produced varieties. Since only the relative difference between the R&D produc-
tivity parameters matters, we can normalize ay to 1. The parameters ar = 100.5 and d = 261
are set so FDI and imitation start off being equally important modes of international technology
transfer (the FDI rate ¢ equals the northern imitation rate ¢ in the 1990 benchmark), and north-
ern consumer expenditure is 2.5 times as large as southern consumer expenditure (cy/cs = 2.5).
The average US-Mexico consumption-share adjusted GDP per worker ratio during the time period
1990-2005 was around 2.5 (Heston, Summers and Aten, 2011). The parameter a; is our measure
of IPR protection in the South. Stronger IPR protection makes imitation more difficult; hence
stronger IPR protection is captured by a higher a;. We set a low value for ay in 1990 to capture
weak IPR protection in the South prior to the TRIPs agreement. By setting a; = 2.96, we obtain
a high southern imitation rate tg = .25 in the 1990 benchmark (one out of four products produced
by foreign affiliates is copied each year). Finally, we set a higher value for a; in 2005 to capture
stronger IPR protection after the implementation of the TRIPs agreement. In particular, we set
ay = 11.8 so the model is consistent with the evidence of a ten-fold increase in the FDI inflow to
developing countries between 1990 and 2005 (UNCTAD, 2011).

In the model, the FDI inflow to developing countries is captured by Lp; (the total amount of
southern labor devoted to adaptive R&D activities by foreign affiliates multiplied by the southern
wage rate wg = 1). Rewriting (19) using the definitions for the FDI rate ¢, the relative R&D
difficulty 0 and the variety share of northern firms vy, the FDI inflow measure can be written as
Lpy = ngﬁnyda rLi. The ratio Lg¢/ Ly is constant over time in any steady-state equilibrium so we

obtain

Lro = ¢ PyndarLo.

In 1990 the FDI inflow to developing countries (including transition economies) was 34.9 billion US
dollars and in 2005 the FDI inflow was 363.4 billion US dollars (UNCTAD, 2011). This represents
a roughly ten-fold increase in the FDI inflow to developing countries measured in current prices.

Adjusting the FDI inflow in 1990 for population growth and inflation from 1990 to 2005 generates
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an expected FDI inflow of 59.7 billion US dollars for 2005.%> The ratio of the observed FDI inflow to
this expected FDI inflow yields a six-fold increase in the FDI inflow to developing countries during
the time period 1990-2005 that can be attributed to policy changes (the decrease in 7 and increase
in ar). So we set ay = 2.96 in 1990 and a; = 11.8 in 2005 to assure a small FDI inflow Lgq in 1990

and a six-fold increase in Lgg by 2005.

3.2 The Main Results

The model is solved numerically using the benchmark parameters discussed in Section 3.1. Columns
1 and 2 of Table 1 show the results for the 1990 and 2005 benchmarks. Going from the 1990 to the
2005 benchmark, the model is able to replicate the large 10-fold observed increase in FDI inflows
to developing countries from 1990 to 2005 (Lpg increases from .015 to .089, a 6-fold increase).
The model can also account for large North-South wage differences. In the 1990 benchmark, the
northern wage wy is 2.34 times as high as the southern wage wg (wy/wg = 2.34).

During the time period from 1990 to 2005, WTO-member developing countries implemented
stronger IPR protection but also reduced their trade barriers. In order to disentangle the welfare
effects of stronger IPR protection and trade liberalization, we solve the model for two counterfactual
scenarios. In the first counterfactual, presented in column 3 of Table 1, it is assumed that trade
costs are at their 2005 level (7 = 1.33), but that southern IPR protection remains unchanged from
its 1990 pre-TRIPs level (a; = 2.96). This would be the case if trade liberalization had followed
the same path as in our benchmark scenario, but the TRIPs agreement had not been implemented.
In the second counterfactual, presented in column 4, trade costs are kept at the same level as 1990
(7 = 1.54), but southern IPR protection is at the 2005 post-TRIPs level (a; = 11.8). This would
be the case if the TRIPs agreement had been implemented but not accompanied by lower trade
costs.

We find that both the North and the South are better off in the post-TRIPs scenario (comparing
columns 1 and 2). Our measure of long-run consumer welfare in the North uyg increases from 364.7

to 394.3 and our measure of long-run welfare for the South ugg increases from 142.0 to 163.1.° The

"From 1990 to 2005, the US GDP implicit price deflator increased by 38.4 percent (Federal Reserve Bank of St
Louis, 2011). During the same time period, the world population grew by 23.4 percent using the 1.4 percent annual
population growth rate. Multiplying the observed FDI inflow in 1990 by the population growth and inflation over
the period generates the expected FDI inflow in 2005 in the absence of any policy changes.

SWelfare is measured as the consumer utility for the representative consumer at time 0 (uno = cn/Pno and
uso = ¢s/Pso). Steady-state consumer expenditures for the typical northern and southern consumers were derived
in (32) and (33). The steady-state price index in each region depends on (i) a constant component of variety shares
and product prices, and (ii) the number of varieties n¢. For welfare comparisons across steady-states for different
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gain is proportionally larger for the South, where consumer welfare is 15 percent higher in the
post-TRIPs case and the northern gain is 8 percent. Taking only lower trade costs into account
and setting southern IPR protection at its 1990 level (column 3), the resulting lower price indexes
leads to some welfare gains for both northern and southern consumers (uyg increases from 364.7 to

378.4 and ugg increases from 142.0 to 149.2). If instead the model is solved holding North-South

(1) (2) (3) (4) (5)
1990 2005 (A) (B) (C)
7=154 | 7=133 | 7T=133 | =154 | 7=1.33
ar =296 | ay =11.8 | a; =2.96 | a; = 11.8 | a;f = 500

wn/wg 2.34 2.17 2.32 2.18 2.22
1) 22.01 22.57 22.01 22.57 23.46
10} .002 .004 .002 .004 .006
LS .250 .049 .250 .049 .001
LN .002 .000 .002 .000 .000
YN 942 .925 .942 .925 .885
YE .005 .035 .005 .035 112
Y1 .024 .034 .024 .034 .003
Yo .029 .006 .029 .006 .000
Lro .015 .089 .015 .089 .263
CN 2.75 2.56 2.73 2.58 2.65
cs 1.10 1.07 1.10 1.07 1.15
cn/cs 2.50 2.39 2.49 2.40 2.31
Pno .0075 .0065 .0072 .0068 .0063
Psg .0077 .0066 .0074 .0069 .0064
UNQ 364.7 394.3 378.4 379.4 418.2
U0 142.0 163.1 149.2 155.6 180.4

Table 1: Pre- and post-TRIPs benchmarks and three counterfactual scenarios

trade costs at the 1990 level but assuming that southern IPR protection is at its post-TRIPs level
(column 4), consumer utilities in both regions are substantially higher than in the 1990 benchmark
scenario, and closer to the 2005 post-TRIPs benchmark scenario (uyg increases from 364.7 to 379.4
and ugo increases from 142.0 to 155.6). Stronger southern IPR protection not only enhances the
welfare gains from lower North-South trade costs - most of the welfare gains over the time period
can be attributed to stronger IPR protection.

To understand what is driving these welfare gains, we first look at the equilibrium effects of
TRIPs. In response to stronger southern IPR protection but not to trade liberalization (comparing

columns 1 and 4), the southern imitation rate ¢g falls from 0.250 to 0.049 and the northern imitation

1/(1-6)

scenarios, we evaluate the price indexes at time 0 using no = (6Lo) , which follows from the definition of 4.
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rate ¢y falls from .002 to almost zero. Faced with this lower imitation risk, northern firms choose to
increase their adaptive R&D spending and transfer production to foreign affiliates at a faster rate
(the FDI rate ¢ increases from .002 to .004). Consequently, world production is redistributed from
the North to the South as the variety share of northern firms vy falls from .942 to .925 and the
share of world production in the South (v + 77 + 7¢) increases from .058 to .075. As production
is transferred to the South, northern resources are freed up from production activities, causing
downward pressure on the northern wage rate (wy/ws decreases from 2.34 to 2.18). Northern
firms respond by employing more workers in innovative R&D), leading to a temporary increase in the
innovation rate. In the long run, the innovation rate reverts back to its steady-state level g = g1, /(1—
0), which is pinned down by parameter values and is not affected by policy changes. However, the
temporary increase in innovation means that relative R&D difficulty becomes permanently higher
(6 increases from 22.01 to 22.57). Comparing relative R&D difficulty in the two counterfactual
scenarios (columns 3 and 4) confirms that it is the TRIPs-induced redistribution of production and
not trade liberalization that leads to more innovation.

We are now in a position to understand the welfare effects of TRIPs, in particular, why the
South benefits from stronger IPR protection. When ay increases due to TRIPs (from 2.96 to 11.8),
southern consumer utility ugo increases by 10 percent (from 142.0 to 155.6). Using the equation
uso = c¢s/Pso, we can decompose this 10 percent increase into a 2 percent decrease in southern
consumer expenditure c¢g (from 1.10 to 1.07) and a 12 percent increase in the inverse southern price
index Pg; (from 129.87 to 144.93). We discuss first why ¢s = 1+ (p — g1) §[yrard® + yrardy +
’ycda]L]ﬁV]LL—SOO changes and then why Py = [yn (p}‘v)1_U+7Fp}w_f’+71p}_”+70p10—0]1/(0*1) .n(l)/(f’_l)
changes.

Southern consumer expenditure cg falls because there is a drop in the total market value of the
firms that southern consumers own. This change is mainly driven by what happens to southern
firms that have imitated northern products (the C-firms). Due to stronger IPR protection, the
number of such firms shrinks drastically (yc decreases from .029 to .006) and their total market
value falls as a result (dycda IUJBV decreases from .76 to .12). When there is a drop in the market value
of the assets that southern consumers own, these consumers have to cut back on their expenditures.

However, the 2 percent decrease in southern consumer expenditure is dominated by the 12
percent increase in the inverse southern price index, implying that TRIPs makes southern consumers
better off. There are two reasons for the favorable change in the southern price index. First, because

stronger IPR protection leads to more FDI (¢ increases from .002 to .004), more production moves
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from the higher-wage North to the lower-wage South (yxy decreases from .942 to .925) and southern
consumers benefit from being able to buy more products at lower prices ([vy (p%)' 7 + YEpR © +
VIp}fo +70p};70]1/ (@=1) increases from .322 to .348). Second, because stronger IPR protection leads
to more innovation (J increases from 22.01 to 22.57), southern consumers benefit from being able
to buy a greater variety of products (né/ =1 increases from 401.13 to 415.70). And the increase
in innovation is ultimately driven by the increase in FDI, which leads to more production moving
from the North to the South, depressing the wages of northern workers and stimulating northern
firms to do more R&D.

To summarize, we find that TRIPs (stronger southern IPR protection) leads to more FDI (¢
increases from .002 to .004), more innovation (¢ increases from 22.01 to 22.57), and considerably
higher long-run southern consumer welfare (ugp increases from 142.0 to 155.6). The South also
benefits from the trade liberalization that occurred from 1990 to 2005 but the welfare gains from
TRIPs are considerably larger (ugo only increases from 142.0 to 149.2 due to trade liberalization).
Furthermore, we find that trade liberalization by itself has a negligible effect in stimulating FDI
(Lpo increases from .0149 to .0150), so most of the 10-fold observed increase in FDI inflows to
developing countries from 1990 to 2005 can be attributed to stronger southern IPR protection (L g
increases from .0149 to .0892 when only a; is raised). This big increase in FDI is the main reason
why TRIPs is good for developing countries in our analysis.

The final column of Table 1 shows what happens when southern IPR protection is very strong
(ay = 500, which has approximately the same effect as a; = +00). Both imitation rates fall to
almost zero (tiy = .000008, tg = .001) and we get the highest FDI rate (¢ = .006). Consequently, a
large part of production is transferred from the North to foreign affiliates in the South (v increases
to .112) and the share of southern firms almost disappears (y; + v¢ = .003). The interesting thing
about this case is that we obtain the best long-run outcome for southern consumers (ugo increases
to 180.4). Developing countries benefit from TRIPs and they would benefit even more with very

strong southern IPR protection, essentially eliminating imitation.

3.3 The Implications of Alternative Parameter Values

In other dynamic general equilibrium models of North-South trade by Helpman (1993), Lai (1998),
and Branstetter and Saggi (2011), it is assumed that FDI is costless. In these models, a northern
firm can transfer production to a foreign affiliate in the South without incurring any costs. We

assume that FDI, just like innovation and imitation, is a costly activity. A foreign affiliate must
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devote labor to adaptive R&D to learn how to produce the parent firm’s product variety in the
South.

For comparison with these earlier models, we solve our model for low-cost and costless FDI.
Costless FDI corresponds to setting arp = 0 in our model. In this exercise, we set 7 = 1 to
facilitate comparison with the above-mentioned literature (all of which assume costless trade) and
to guarantee that the assumption 7 < wy /wg continues to be satisfied (this assumption guarantees
that foreign affiliates export their products back to the North). As shown in columns 1 and 2 of
Table 2, the assumption of costless trade hardly changes the variety shares but generates lower price
indexes as expected. Columns 2 to 5 shows the results of assuming less costly FDI, captured by
lower values of ap. We find that lowering ar causes the North-South wage ratio to fall drastically
(wn/wg decreases from 2.134 to 1.788 to 1.199). In the special case of costless FDI (column 5), the
northern wage rate is only 1.3 percent higher than the southern wage rate (wy/wg = 1.013). Thus,
the standard assumption of costless FDI appears to be very strong —an issue that to our knowledge
has not been pointed out in the related literature. When FDI is costless, so much production is
transferred from the North to the South that the North-South wage difference becomes very small,
negligible compared to the large wage differences that we observe between developed and developing
countries.

Technology in our model is transferred from the North to the South through both FDI and
imitation. We began this section by choosing 1990 benchmark parameter values to guarantee that
FDI and imitation are equally important modes of international technology transfer (tn/¢ = 1).
We now explore how things change when this property is relaxed. In particular, we are interested
in what happens when imitation is more important than FDI as a mode of international technology
transfer. Do we still find that stronger southern IPR protection (TRIPs) increases consumer welfare
in both regions? In Table 3, we present results from studying three cases (tx/¢ =5, tn/¢ = 2 and
tn/¢ = 1) to show that the model can generate three different outcomes.

To obtain the 1990 benchmark parameter values (underlying the results in column 1 of Table
1), we used three properties (tn/¢ = 1, cy/cs = 2.5, 1g = .25) to determine three parameter values
(ap = 100.5, d = 261, a; = 2.96). To obtain an alternative 1990 benchmark where tx /¢ = 5 (the
imitation rate ¢y is five times as large as the FDI rate ¢), we proceed correspondingly and solve
for the values of ap, d, and ay that satisfy 1y /¢ =5, cy/cs = 2.5 and g = .25. These calculations
yield ap = 373, d = 149 and a;y = 3.52, given that the other parameter values are the same as in the

original 1990 benchmark. The results with this alternative benchmark are presented in column 1
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(1) (2) (3) (4) (5)
2005 Costless FDI

7T=1.33 T = T = T= T=1

ap =100.5 | ap =100.5 | ap =25 | ap = 0.5 ap =0
wn/wg 2.166 2.134 1.788 1.199 1.013
1) 22.57 22.57 24.22 38.55 56.68
10} .004 .004 .009 .058 .146
LS .049 .049 .026 .006 .004
LN .000 .000 .000 .000 .000
YN .925 .925 .850 464 .255
YF .035 .035 .097 474 .694
Y1 .034 .035 .051 .061 .050
Yo .006 .006 .003 .000 .000
Lgo .089 .090 116 .089 .000
CN 2.56 2.52 2.13 1.56 1.47
cs 1.07 1.07 1.08 1.06 1.01
cn/cs 2.39 2.35 1.98 1.47 1.46
Pno .0065 .0058 .0043 .0016 .0009
Psg .0066 .0058 .0043 .0016 .0009

UNQ 394.3 437.9 493.2 961.6 1668.1

ug0 163.1 186.2 249.2 652.1 1144.9

Table 2: The steady-state equilibrium implications of less costly and costless FDI

of Table 3 and the effects of a marginal increase in a; from 3.52 to 4.0 (holding all other parameter
values fixed) are presented in column 2.

Interestingly, columns 1 and 2 show that it is no longer the case that stronger southern IPR
protection increases consumer welfare in both regions. In fact, we find that stronger IPR protection
decreases consumer welfare in both the South and the North (when a; increases from 3.52 to 4.0,
ugo decreases from 139.6 to 137.1 and wuyo decreases from 359.83 to 359.76). There is a problem
with these numerical results, however. When a; increases from 3.52 to 4.0, vy increases from
939 to .942 and vr + 5 + Yo decreases from .061 to .058. Thus stronger IPR protection leads
to the North exporting more products and the South exporting fewer products. This is the exact
opposite of what Branstetter, Fisman, Foley and Saggi (2011) find when they look at the effects of
stronger IPR protection in developing countries. As we mentioned in the introduction, they find
that developing countries export more products after IPR reforms.

Next we consider the case where (/¢ = 2 (the imitation rate ¢y is two times as large as the
FDI rate ¢). To obtain benchmark parameter values that generate this outcome, we follow the
same procedure as described above. We solve for the values of ar, d, and a; that satisfy ty/¢ = 2,

en/es = 2.5 and 1g = .25. These calculations yield ap = 166, d = 190 and a; = 3.2, given that
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(1) (2) 3) (4) (5) (6)
IN/Pp=5 INJp =2 /o =1
arp = 373 arp = 166 arp = 100.5
d =149 d =190 d = 261
ar =352 |a;=401| ar=32 |a;=4.0 ar =2.96 | a;=4.0
wy /wg 2.45 2.47 2.39 2.39 2.34 2.29
1) 21.87 21.85 21.94 21.96 22.01 22.11
10} .0005 .0006 .0011 .0013 .0015 .0021
LS .250 .226 .250 .199 .250 172
LN .0027 .0024 .0021 .0017 .0015 .0011
YN .939 .942 .940 .943 .942 .941
YF .002 .002 .003 .005 .005 .009
Y1 .008 .010 .016 .020 .024 .030
Yo .051 .046 .040 .032 .029 .020
Lro .007 .009 011 .018 .015 .027
CN 2.87 2.90 2.80 2.80 2.75 2.69
cs 1.15 1.14 1.12 1.11 1.10 1.08
cn/es 2.50 2.55 2.50 2.54 2.50 2.49
Pno .0080 .0081 .0077 0077 .0075 .0073
Pgg .0082 .0083 .0079 .0079 .0077 .0075
UNQ 359.83 359.76 362.3 363.4 364.7 367.7
U0 139.6 137.1 140.9 139.3 142.0 144.2

Table 3: Alternative 1990 benchmarks

the other parameter values are the same as in the original 1990 benchmark. The results with this
alternative 1990 benchmark are presented in column 3 of Table 3 and the effects of a marginal
increase in ay from 3.2 to 4.0 (holding all other parameter values fixed) are presented in column 4.

In the tnx/¢ = 2 case, we find that stronger IPR protection decreases consumer welfare in
the South but increases consumer welfare in the North (when a; increases from 3.2 to 4.0, ugg
decreases from 140.9 to 139.3 and uyq increases from 362.3 to 363.4). Thus, without changing any
assumptions, just by appropriately choosing benchmark parameter values, our model can support
the conventional wisdom that TRIPs is bad for developing countries and only benefits developed
countries. However, we encounter the same problem with the ¢y /¢ = 2 case as with the ty/¢p =5
case. Stronger IPR protection leads the North to export more products and the South to export
fewer products (when ay increases from 3.2 to 4.0, yx increases from .940 to .943 and vyr + 77 + v¢
decreases from .060 to .057).

Finally, we present the ¢ty /¢ = 1 case in columns 5 and 6. Column 5 just reproduces the earlier
results from column 1 of Table 1 and column 6 shows the effects of a marginal increase in a;. In

this case, we find that stronger IPR protection increases consumer welfare in both regions (when
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ay increases from 2.96 to 4.0, ugg increases from 142.0 to 144.2 and upg increases from 364.7 to
367.7). Furthermore, stronger IPR protection leads to the North exporting fewer products and the
South exporting more products (when a; increases from 2.96 to 4.0, vy decreases from .942 to .941
and vr + 1 + Yo increases from .058 to .059). Thus, of the three cases that we study in Table
5, only the ¢tx/¢ = 1 case is consistent with the evidence that developing countries export more

products after IPR reforms.

4 Concluding Comments

This paper challenges the conventional wisdom that the TRIPs agreement is bad for developing
countries. We present a dynamic general equilibrium model of North-South trade that allows us
to study the implications of stronger IPR protection and simultaneous trade liberalization. In the
model, firms engage in innovative R&D to develop new product varieties in the North and foreign
affiliates of these northern firms engage in adaptive R&D to learn how to produce these product
varieties in the South. There are also southern firms that can engage in imitative R&D to learn
how to produce both the product varieties of northern firms and their foreign affiliates. So over
time, the production of every product variety moves from the North to the South and international
technology transfer occurs both through FDI and imitation.

We find that stronger IPR protection in the South (TRIPs) induces foreign affiliates of northern
firms to increase their R&D expenditures and results in a faster rate of technology transfer within
these multinational firms, consistent with the empirical evidence in Branstetter, Fisman and Foley
(2006). As a result of TRIPs, more product varieties end up being produced in the South and
exports of new products increase, consistent with the empirical evidence in Branstetter, Fisman,
Foley and Saggi (2011). TRIPs also stimulates innovative R&D spending by northern firms and
results in faster economic growth in the South, consistent with the empirical evidence in Gould and
Gruben (1996). When we solve the model numerically for plausible parameter values, we find that
TRIPs leads to significantly higher long-run southern consumer welfare. The welfare gains from
the trade liberalization that has occurred are not nearly as large as the welfare gains from TRIPs.

Many years ago, Deardorff (1992) developed a partial equilibrium model where imitation is
immediate and costless in the absence of IPR protection. He showed that as more of the world
is covered by IPR protection, the additional innovation that can be stimulated by the resulting

monopoly profits of patent-holding innovators becomes smaller and smaller. Eventually the benefits
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from more innovation are outweighed by the loss of consumer surplus from monopoly pricing. Thus,

when the innovating country is sufficiently large, the imitating country is better off not protecting

intellectual property. Based on this analysis, Deardorff (1990) concluded that “patent protection is

almost certain to redistribute welfare away from developing countries” and he added, “If I could be

convinced that a patent system would be the magical key to unlocking the secret of development

for those who need it most, then I would gladly change the conclusion of this paper. But at the

moment I do not see how that case can credibly be made.” It has taken a long time but this paper

is our response.
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Appendix 1: Related Literature

In this appendix, we review the related literature about TRIPs in more detail. We discuss models

without FDI, models with costless FDI, models with costly FDI and evidence about TRIPs.

Models without FDI

The first models of North-South trade and IPR protection provided support for the conventional
wisdom that TRIPs is harmful for developing countries. The first such model was Chin and Gross-
man (1990), who used a global duopoly structure where a northern firm had the capacity to innovate
and a southern firm could costlessly imitate the production process invented by the northern firm in
absence of IPR protection. There is innovation and imitation in this model, but no FDI. The gain
from IPR protection in the Chin and Grossman model comes from additional expected monopoly
profits for the northern firm, which stimulates further innovation. While the North always benefits
from IPR protection in the South, the South itself is found to benefit only when the prospects of
cost-savings through R&D are quite substantial or when the South comprises a sufficiently large
share of the overall market for the good. The interests of the North and the South generally con-
flict, with the South benefiting from the ability to pirate technology and the North harmed by such
actions.

Deardorff (1992) presents another partial equilibrium model where imitation is immediate and
costless in absence of IPR protection. In his model, imitation results in perfect competition and
there is a continuum of new products that can be invented. All consumers have identical preferences
and all firms have the same marginal cost of production. Deardorff finds that as more of the world
is covered by IPR protection, the additional innovation that can be stimulated by the resulting
monopoly profits of the patent-holding innovators becomes smaller and smaller. Eventually the
benefits from more innovation are outweighed by the loss in consumer surplus from monopoly
pricing. Thus, when the innovating country is sufficiently large, the imitating country is better off
not protecting intellectual property. Based on this analysis, Deardorff (1990, p.507) concludes that
“patent protection is almost certain to redistribute welfare away from developing countries.””
Diwan and Rodrik (1992) present a partial equilibrium model of IPR protection with the new

feature that consumers in the North and South have different preferences. The two regions therefore

"At the end of his paper, Deardorff (1992, p.50) does point out that “information about many new inventions is
not costlessly transmitted abroad, and that extending patent protection may therefore be beneficial to the extent
that it stimulates the transfer of technology.” However, he does not develop this insight further.

38



compete with each other to encourage the development of technologies most suited to their needs.
Innovation only takes place in the North while imitation takes place in both regions. The reason
for the South to implement IPR protection in their model is to encourage innovation in the South’s
preferred range of products. Diwan and Rodrik find that a reduction in preference differences
between the two regions reduces the optimal level of patent protection in the South and that “free
riding on the North makes eminently good sense” in the absence of preference differences.®

Partial equilibrium models do not allow for any feedback effects on labor demand, wage rates
and consumer expenditures, or any general equilibrium price effects which in turn have real effects
on consumer welfare. Helpman (1993) presented the first welfare analysis of IPR protection using a
dynamic general equilibrium model of North-South trade. In this model with innovation, imitation
but no FDI, innovation is a costly activity that takes place in the North and imitation in the
South is costless. The typical northern consumer buys goods for consumption but also saves and
invests in firms that engage in innovative R&D (the development of new product varieties). The
typical southern consumer spends all of her income on consumption. Starting from a steady-
state equilibrium, Helpman finds that the South loses from a marginal decrease in the exogenous
imitation rate and the North loses as well if the imitation rate is sufficiently small. Thus stronger
IPR protection (a lower exogenous imitation rate) is bad for developing countries in this model.

Grossman and Lai (2004) study a dynamic general equilibrium model with two countries (North
and South) that are both capable of innovating. The two countries differ in market size and in
their capacity for conducting innovative R&D. The North has a larger market for newly innovated
products and a larger endowment of human capital which is necessary for innovation. Imitation is
costless when it occurs and due to special assumptions about consumer preferences, no economic
growth occurs in equilibrium (regardless of what patent policies countries adopt). Solving for a
Nash equilibrium in patent policies, Grossman and Lai show that patent protection will be stronger
in the North than in the South. Among patent policies that generate the same overall incentives
for global innovation, the North fares better and the South worse, the stronger is patent protection
in the South. Grossman and Lai also conclude that a treaty like TRIPs that essentially harmonizes
patent policy may well benefit the North at the expense of the South.

From our perspective, the main drawback of the above-mentioned models is that there is no

FDI. In these models, no international technology transfer takes place within multinational firms.

8We consider it to be a strength of our model that we assume identical consumer preferences in the two regions
and can still show that the South benefits from stronger IPR protection (TRIPs). Given the analysis in Diwan and
Rodrik (1992), the case for TRIPs becomes stronger if there are North-South differences in consumer preferences.
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FDI is central to our explanation for why TRIPs is good for developing countries.

Models with costless FDI

Helpman (1993) also presents a second model with costless innovation, costless imitation and cost-
less FDI. Innovation takes place at a constant exogenous rate in the North and once a northern firm
has innovated, it can costlessly form a manufacturing subsidiary in the South to take advantage
of lower labor costs there. For a firm that innovates, the risk of imitation is assumed to be inde-
pendent of whether the firm produces in the North or in the South. Starting from a steady-state
equilibrium, Helpman finds that the South loses from a marginal decrease in the exogenous imita-
tion rate (stronger IPR protection) and the North loses as well if the imitation rate is sufficiently
small. In this model, costless FDI leads to factor price equalization: there are no wage differences
between the North and the South in equilibrium.

Of the papers that we have discussed so far, all support the perspective that TRIPs is probably
bad for developing countries. With Lai (1998), we start to encounter a more favorable view of
TRIPs. He presents a dynamic general equilibrium model of North-South trade with costly in-
novation, costless imitation and costless FDI. Northern firms do innovative R&D to develop new
product varieties and then choose whether to produce in the higher-wage North or in the lower-
wage South. Unlike in Helpman (1993), Lai assumes that for a firm that innovates, there is only
a risk of imitation if the firm produces in the South. If the firm produces in the North, it earns
monopoly profits forever. With these new assumptions, Lai finds that stronger IPR protection (a
lower southern imitation rate) leads to a higher rate of innovation and a higher rate of technology
transfer to the South. These conclusions continue to hold in a more general model with imitation of
northern products if the FDI rate is sufficiently high. But the opposite conclusions hold if imitation
is the only mode of international technology transfer. Lai does not comment on which case is more
relevant (FDI or imitation as the dominant mode of international technology transfer) and does
not study the welfare effects of stronger IPR protection.”

Building on Lai (1998), Branstetter and Saggi (2011) have recently developed a dynamic gen-

eral equilibrium North-South trade model where imitation is treated as a costly activity and the

9We showed in Table 3 that when imitation and FDI start off being equally important modes of international
technology transfer, stronger IPR protection leads to a higher rate of innovation and a higher rate of technology
transfer to the South, making southern consumers better off. However, when imitation starts off being five times
more important than FDI as a mode of international technology transfer, stronger IPR protection leads to a lower
rate of innovation and a lower rate of technology transfer to the South, making southern consumers worse off. We
argued that the first case is more relevant.
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southern rate of imitation is endogenously determined. They assume that imitation only targets
multinationals in the South and in effect shut down the imitation channel for international technol-
ogy transfer. Focusing on the case where costless FDI is the only mode of international technology
transfer, Branstetter and Saggi find that stronger IPR protection results in a lower southern im-
itation rate, a higher northern innovation rate and a higher rate of technology transfer to the
South. These effects are interesting and suggest that stronger IPR protection (TRIPs) may benefit
southern consumers, but Branstetter and Saggi do not provide any welfare analysis.

One paper that does provide welfare analysis is Iwaisako, Tanaka and Futagami (2011). They
present a North-South quality-ladders model without transitional dynamics where innovating north-
ern firms can choose to engage in costless FDI and become multinationals. All technology transfer
occurs through FDI and they study a special case of IPR protection which is patent breadth.
Iwaisako, Tanaka and Futagami show that, as long as the northern labor force is large enough rel-
ative to the southern labor force and innovative R&D is productive enough, consumers in both the
North and the South experience welfare gains from stronger patent protection. Broadening patent
breadth allows multinational firms to charge higher quality-adjusted prices and obtain higher prof-
its, stimulating northern innovation. In this model, imitating firms do not themselves produce in
equilibrium but their presence forces quality leaders to practice limit pricing.

From our perspective, the main drawback of the models by Lai (1998), Branstetter and Saggi
(2011) and Iwaisako, Tanaka and Futagami (2011) is that FDI is costless. In the real world, FDI
is measured in terms of its costs. From 1990 to 2005, the FDI inflow to developing countries
increased from 34.9 to 363.4 billion US dollars (UNCTAD, 2011). We calibrate our model to match

this evidence and it would not be possible to do this using a model with costless FDI.1°

Models with costly FDI

Recently, Gustavsson and Segerstrom (2011) have developed two North-South trade models with
costly FDI. In the first model, there is costly innovation, costly FDI and costless imitation. This
model is relatively simple and can be solved analytically. Gustavsson and Segerstrom find that
stronger IPR, protection leads to more innovation and more FDI. In the second model, there is

costly innovation, costly FDI and costly imitation. This model is more complicated and is solved

10 Also, when we solved our model for the costless FDI special case, we found that this assumption leads to so
much production being transferred from the North to the South that the northern wage rate was only 1.3 percent
higher than the southern wage rate. Explaining large North-South wage differences becomes a problem when FDI is
assumed to be costless.
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numerically but the results are the same for plausible parameter values. Again, they find that
stronger IPR, protection leads to more innovation and more FDI.

In an earlier paper, Glass and Saggi (2002) obtained the exact opposite result. They developed
a North-South trade model with costly FDI and found that stronger IPR protection leads to less
innovation and less FDI. However, as Gustavsson and Segerstrom (2011) point out, the Glass-Saggi
result is not robust to allowing for decreasing returns to R&D. The Glass-Saggi result holds when
constant returns to R&D is assumed but ceases to hold when a realistic degree of decreasing returns
to R&D is assumed (see their Table 5). According to the empirical literature, R&D is subject to
significant decreasing returns at the industry level (Kortum, 1993).

In this paper, we build on the analysis in Gustavsson and Segerstrom (2011). As is usual in the
North-South trade literature, they assume that there are no costs to international trade. We extend
their second model by incorporating trade costs. We present a dynamic general equilibrium model
of North-South trade where there are costs of moving production across regions (costly FDI, costly
imitation) and there are also costs of moving goods across regions (costly trade). With this model,

we can study the implications of stronger IPR protection and simultaneous trade liberalization.

Evidence about TRIPs

FEmpirical support for the view that TRIPs generates dynamic benefits by promoting innovation
and economic growth can be found in Gould and Gruben (1996). They use cross-country data
on patent protection, trade regime and country-specific characteristics and find evidence that IPR
protection is a significant determinant of economic growth. Countries with stronger IPR protection
tend to have higher average yearly per capita GDP growth from 1960 to 1988. Furthermore, the
effects are slightly stronger in relatively open economies. They attribute this to the linkage between
innovation and IPR protection playing a stronger role in more competitive (open) markets. These
results are consistent with our model’s implications (ay 7= 0 T,uso 1).

Recently evidence has emerged suggesting that TRIPs also generates other dynamic benefits.
Branstetter, Fisman and Foley (2006) study how international technology transfer within US-based
multinational firms changes in response to IPR reforms in developing countries. They find that
due to IPR reform, royalty payments for technology that has been transferred to foreign affiliates
increase and the R&D expenditures of these foreign affiliates increase. In another paper, Branstet-
ter, Fisman, Foley and Saggi (2011) study the response of host country industrial production to

stronger IPR protection. They find that following patent reform aimed at strengthening IPR pro-
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tection, US-based multinational firms expand the scale of their activities in reforming countries
and exports of new goods increase in reforming countries. This evidence suggests that IPR reform
enhances, rather than retards, southern industrial development.

These results provide further empirical support for our model’s implications. In our model,
stronger southern IPR protection leads to a permanent increase in the rate of technology transfer
to the South within multinational firms (a; 7= ¢ 1) and a permanent increase in adaptive R&D
spending in the South by foreign affiliates (a; 1= Lpo T). Whenever technology transfer within
a multinational firm occurs, the foreign affiliate pays its parent firm the royalty payment vy for
the use of its technology in the South, since the adaptive R&D accounts for the increment in the
firm’s value vpy — vy which is less than the foreign affiliate’s market value vpy. It follows that
stronger IPR protection leads to more royalty payments as Branstetter, Fisman and Foley (2006)
find. Stronger southern IPR protection also leads to more goods being produced in the South
(ar 7= vF + 791 +vc 1). Thus, our model is consistent with the evidence in Branstetter, Fisman,
Foley and Saggi (2011) that patent reform is associated with an overall expansion of industrial
activity and higher exports of new goods in developing countries.

Empirical support for the view that TRIPs is bad for developing countries can be found in
McCalman (2001). He estimates the value of income transfers between countries implied by the
TRIPs agreement. For each country, the net transfer is defined as the increase in the present value
of patent rights held by residents of the country less the increase in the present value of patent rights
granted by that country. Using data for 29 countries, McCalman finds that only a few countries
gained from TRIPs (United States, Germany, France, Italy, Sweden and Switzerland) and all the
other countries were made worse off, including all developing countries. However, it is important
to note that this analysis is conducted for a given set of innovations, so the benefits of any increase
in innovation in response to the TRIPs agreement are not taken into account. Also the probability
of technology diffusion does not depend on the strength of patent protection, so the benefits of any
increase in FDI in response to the TRIPs agreement are not taken into account. It is just assumed

in McCalman’s empirical estimation that TRIPs does not have any effect on innovation or FDI.
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Appendix 2: Solving The Model

In this appendix, calculations done to solve the model are spelled out in more detail.

Households

The static consumer optimization problem is

@) /ont z(w)dw st g(w) = prw)ri(w), ¥(0) = 0, y(ne) = e

where y(w) is a new state variable and y(w) is the derivative of y with respect to w. The Hamiltonian
function for this optimal control problem is

H = ay(w)® + y(w)pr(w)a:(w)

where 7y(w) is the costate variable. The costate equation %—Z = 0 = —¥(w) implies that y(w) is

constant across w. %—Z = az(w)* 1 + v pi(w) = 0 implies that

Substituting this back into the budget constraint yields

nt nt Qa 1/(1-a) a 1/(1=a) rny l—a—1
= w)xs(w)dw :/ w <> dw = () / w) - dw.
' /0 pr{w)ae(w) 0 pi() — - pi(w) - 0 Pr()

— 1 : _l1l—a—1 _ —«
Now o = 1 implies that 1 — o = 75— = -,

¢ B (a)l/(la)
Jo pe(w)=odw — \—y '

It immediately follows that the consumer demand function is

SO

W) e 3)

&L (w) Pl—a
t

where P = [ [;" pt(w)' 7 dw] Y129 i an index of consumer prices.

Substituting this consumer demand function back into the consumer utility function yields

ng «a e a ng

U = /xt (W) ¥dw| = /pt (ug_a)act dw| =¢ /pt ((Cld_)a)a dw
0 B 0 B

0

Taking into account that —oca = =% =1 — o, consumer utility can be simplified further to

e o

Ct _ Ct _o1: Ct _ Ct

e o] gt
t

0
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or
Inu; =Ine¢ — In P,

The individual household takes the prices of all products as given, as well as how prices change over
time, so the In P; term can be ignored in solving the household’s dynamic optimization problem.
This problem simplifies to:

e}

max /6_("_9L)t Inc; dt s.t. Qy = Wy + Ty — gr.ag — ct,
ct
0
where a; represents the asset holding of the representative consumer, w; is the wage rate and ry is
the interest rate.
The Hamiltonian function for this optimal control problem is

H = 6_(p_gL)t Inc; + N\ [wt + ria; — grag — Ct]

where \; is the relevant costate variable. The costate equation —)\t = %ZI = A¢ [r+ — gz] implies

that )
At
—=gr -
A gr t
OH/0c, = e —(p=9)tL _ N, = 0 implies that e~ (»— gL)t L — ). Taking logs of both sides yields
—(p—gr)t—Inc¢ = ln A¢ and then differentiating with respect to time yields
( ) Ct /'\t
— — —_— = — = —7r
pP—4gL c A gL t
It immediately follows that '
Ct
U 4
e Tt —p (4)

Steady-State Dynamics

We will now derive some steady-state equilibrium implications of the model.
First, we solve for vy. By differentiating the variety condition ny = nyt + ngr + npe + nee, we
obtain that

ng = NNy +NpEe+ N+ e
E _ %nm n nEe + N NN n noe NNt
n nNt 1t NNt n nNt Nt
= gIN + 9N + NN
= (9+9o+wn)N
and solving for vy yields
W= (5)
g+ o+ N
To solve for ¢, note that
gLe; g+o+un
IN=9— =gy =70(9 + ¢+ tn),
TN g
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from which it follows that

LN
=—. 6
= ot n (6)
We can also solve for yr and ;. Substituting into yn + vr + 71 + v¢ = 1 yields
g LN
————+wtut———— =1
gtotw T g et
or 5
+y=—.
YF T Gt d+in

Since g = gy7/~vr implies that v = g7y7/ts, substituting yields

0y (Y
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It immediately follows that

= (i) () o= () ) "
g+é+wv/) \g+is P \gto+mv) \g+is)”

Because prices differ between the North and the South, we need to define a different price index
for each region. Let Py be the price index for the North and let Pg; be the price index for the
South. Given the earlier definition of the price index P; = [ Om pt(w)l_"dw] v (1_0), it follows that
the northern price index satisfies

Pl—a _ = ( )lfod
A belw w

nywy ” +ned(pp) 7+ n () 4+ ne(pl)
= yvmpy ” +vEne(pr) 7 + ()7 + von(pE)
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l1—0o
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T

where the term in brackets is constant over time. Likewise, the southern price index satisfies

Pét_” = / pt(w)k”dw
0

nne(PN)7 + nEwp T+ ;7 + nepg ©
= wni(pn)' "7 + g T+ yrmip; C +yomps ©
= [wON)' "7 +vEpE T+ %+ veps %] ne

where the term in brackets is constant over time. It follows that both P]{,;" and Pé; 7 grow over
time at the rate g in any steady-state equilibrium.

Product markets

A northern firm earns the flow of global profits

Nt = (pN — wn) N e + (P — Twn) T List
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where z ¢ is the quantity demanded by the typical northern consumer of the northern firm’s product
and %, is the quantity demanded by the typical southern consumer of the northern firm’s product.
From the earlier demand function, it follows that zn; = py”en /Py, % and ok, = (i) cs/Pa; °.
Hence, we can write a northern firm’s global profit flow as:

PN enLng

Nt = (PN — wN) plo + (py — TwN)
Nt

Maximizing my¢ with respect to py yields the first-order condition

OmNt
OpN

=[1-0)py +ownpy ']

which implies that (1 — o) py” + ow ij\,gfl = 0 since we know that %@ # 0. Dividing by py~
Nt

yields (‘;‘)—NN =oc—1or
ocwN ~ WN
PN = = —.
oc—1 o'
To demonstrate the second equality, first note that o = ﬁ implies that ¢ — 1 = % = 1.

It follows that -Z; = (12=)/(v%;) = 1. Similarly, maximizing 7x; with respect to p} yields the
first-order condition

0T Nt
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which implies that (1 — o) (p) ™" + oTwy (py) 7 " = 0. Dividing by (p%) ™7 yields % =oc—1
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OTWN TWN

*_ p—
pN_J—l o

Plugging the prices back into the profit expression, we obtain
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where we have used that é —1=:% - g—:l = ﬁ It turns out to be convenient to reexpress
profits by multiplying the RHS by %Z—Ni%
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St t
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same rate g as ny;. Thus we can write mx; more simply as:

WN (XN —|—7’X?§,) L
TNt — —

(U_I)VN n

A foreign affiliate earns the flow of global profits:
Trt = (pF — ws) tpeLst + (pp — Tws) T Lvt

where 2y = pp7cs/ Pé; 7 is the quantity demanded by the typical southern consumer of the foreign
affiliate’s product and =3, = (p}) " en/ PJ{,;U is the quantity demanded by the typical northern
consumer of the foreign affiliate’s product. Hence, we can write a foreign affiliate’s profit flow as

—0 *x \—O
P csLst p cN Lyt
Tr = (PF — Ws) pra + (pp — TwS) (F)Pl_a
St Nt
Maximizing 7g; with respect to pp yields the first-order condition
O Ry _ 17 ¢sLst
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owg wg
pF = = —.
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Similarly, maximizing 7p; with respect to p7 yields the first-order condition

cN Lt
l1-0o
Py,
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= [(1 —0)(py) 7 +oTws (p}:“)igil} =0,
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which implies that (1 — o) (p5) ™" + oTws (p&) 7' = 0. Dividing by (p%) 7 yields =0 —1
or
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We assume that Twg < wy so each foreign affiliate exports to the northern market. The trade costs
parameter 7 cannot be too high. Plugging the prices back into the profit expression, we obtain

wg pr eslsy | (Tws (p%) " 7enLine
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Now vp = &t is constant over time, Xr = Pl is constant over time since Pg, ” grows at
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(p})igCNLNtnFt
Py, Lt
same rate g as ng;. Thus we can write mg; more simply as:
wg (Xp+7X5)] Lt
Tt = .
(c-Dw |

the same rate g as np¢, and Xy, = is constant over time since P]{,;” grows at the

(11)

After a product variety that a foreign affiliate produces is imitated by a southern firm (an
“I-firm”, where “I” stands for Imitating), the southern firm earns the flow of global profits

e = (pr — Cws) xreLst + (p7 — 7Cws) 7, LNt

where 1y = p; 7cs/ P;{ 7 is the quantity demanded by the typical southern consumer of the I-firm’s
product and x5, = (p7)" 7 en/ P]{,;U is the quantity demanded by the typical northern consumer of
the I-firm’s product. Thus,

py csLst (p7)”7 en L
T = (pr — (ws) L=+ (pf — T¢wg) L
P P
St Nt
Maximizing 7wy with respect to py yields the first-order condition
o _ 17 csLst
— = |(1=0)p;? +oCwgp;° =0
8p[ [( )p[ C Sp] ] P§;J 9
which implies that (1 —o)p;° + oCwsp;?* = 0. Dividing by p;? yields U%}’S =o0—1or
pr = Uffwf = C% This is the monopoly price that the southern firm would charge if it had

no competitors. We assume that ¢ > «, so QfTS exceeds the marginal cost of the foreign affiliate

wg. Then the limit price
pbr = ws

is less than the monopoly price and it is profit-maximizing for the southern firm to practice limit
pricing in its domestic market. (Once the product is imitated, the imitator is in competition with
the foreign affiliate. The foreign affiliate cannot lower its price below its marginal cost wg. At
pr = wg the imitator still makes positive profits but drives the foreign affiliate out of business.)
Maximizing 7r; with respect to p} yields the other first-order condition:

cNLnt
1-0o
Py,

It~ (1= o) )+ orcus ()] Nt <,

op; -
which implies that (1 — o) (p5)™" 4+ orCws (p}) 7' = 0. Dividing by (p})™7 yields ”5% =oc—1
or pj = U;wals = % This is the monopoly price that the southern firm would charge in the
export market if it had no competitors. But it is competing against the foreign affiliate whose
product it has imitated. Since Ta# exceeds the marginal cost of the foreign affiliate Twg, it is
profit-maximizing for the southern firm to set the limit price

P = TWg
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in its export market. Plugging the limit prices back into the profit expression, we obtain

pr7csLs;
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same rate g as ny;. Thus we can write 77; more simply as:

the same rate g as ny, and X7 = is constant over time since PJ{,;U grows at the
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After a variety that a northern firm produces is imitated by a southern firm (a “C-firm”, where
“C” stands for Copying), the southern firm earns the flow of global profits

ot = (pc — C’lUS)fL’CtLSt + (p*c - Tcws)x*CtLNt

where z¢; = pes/ P;;" is the quantity demanded by the typical southern consumer of the C-
firm’s product, and z§, = (p§) " en /P]{,;” is the quantity demanded by the typical northern
consumer of the C-firm’s product. We write the C-firm’s profit flow as

po’csLst p&) " enLit
rot = (po — Cws) VSISt (. — rug) W) Cke
P, Py
Maximizing 7wy with respect to po yields the first-order condition
omer - —o—17 ¢sLst
= [(1 = 0)pa7 + oCwsps” =0,
which implies that (1 —o)ps7 + JCwspgf’*l = 0. Dividing by p,? yields % = o0 — 1, and

rearranging gives the monopoly price

_ oCws _ Cws
o—1 a
But the southern firm faces a competitor in the northern firm whose product it has imitated. We

restrict attention to the steady-state equilibrium where 7wy > QfTS or 7o > é to guarantee that
the southern firm charges the monopoly price pc = (wg/« in its domestic market. Maximizing ¢y

with respect to pg, yields the first-order condition

cN Lt
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which implies that (1 — o) (p) 7 + oCws (p) "' = 0. Dividing by (p%) ™7 yields or¢ws/ply =
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o —1 and rearranging gives the monopoly export price p§, = ”;wals = % But southern firm faces

a competitor in the northern firm whose product it has imitated. There are two cases to consider,
depending on whether trade costs are small or large. If wy > % or ‘:’U—];’ > %C (the small trade
cost case), then the northern firm has too high marginal cost wy to effectively compete in the
northern market and the southern firm sets the monopoly export price in equilibrium:

s ey 7

*_
bo o ws o«

If wy < % or TN < %C (the large trade cost case), then the northern firm has low enough
marginal cost wy so its presence needs to be taken into account and the southern firm sets the
limit price in equilibrium:

w
Pe = WN it =~ < T—C
wg «
In the small trade cost case,
pc’csLst o) enLnt
ot = (pc— CwS)CPT + (pe — TQUS)(C)Pl_U
St Nt
Cws pc’esLsy | (TCws pe) 7 enLg
= (oz — (wg Cpl—a + o — 17Cwg —( C)Pl—o—
St Nt
_ Cws |pcTcsLs n T(PE)_U CNLNt]
= - -
oc—1 Pg Py
Cws | pc’csLsincy (&) “enLnency | Ly
= 1-0o +7 -0 ngot ”
o—1 Pg, " Ly Py, 7 Ly e
—0o * —0 L
Since X¢ = %7 X5 = w and y¢o = % are all constant over time in steady-
PSt Lt PNt Lt t
state equilibrium, the profit flow for a C-firm is:
wg (X XA L
7TCt:|:C s(Xe+T C):|t ifw—NZT—C. (13)
(c—1)ve L wgs «Q
In the large trade cost case,
pe’csLst (p¢) "7 enLnt
ot = (pc— ng)cpﬁ + (P& — TCwS)CPT
St Nt
~7cgL ) %enL
_ <§:s B ng) PCPIS_*USt + (wy — rCuws) (pC)P1—5 Nt
St Nt
ws pe’csLst pe) 7 enLy
. St Nt

(p&) “enLninct | Ly

1—0o nce *
PNt Ly L

ws pe’csLsine
= [C C O 4 (wi — TCwg)

o—1 Py L
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and it follows that the profit flow for a C-firm is:

— X*
- CwsXc | (wy —7Cuwsg) XG] Ly i wN _TC (14)
(0 —=1)ve gl n ws  a

Innovation, FDI and Imitation

Given the innovative R&D technology, the aggregate flow of new products developed in the North
is
R?LRt

aNgﬁ

where Lp, = ), lrit is the total amount of northern labor employed in innovative activities. Sub-

stituting for g = %, we obtain
7:Lt _ ngLRt
an ()7 /(ne)?
9+ﬂL
Y AL Rt
(T12) .
0 1/(1+8)
. [nt+ﬁLRt]
n = |——— .
an

R&D Incentives

For a northern firm, the relevant no-arbitrage condition is

:p—i-Hg—i-LN_ nY

TNt wNaNQB
UNt .

Substituting for m; yields

wy (XN+7XY) L,

(c=Dww  nme wyang’
p+0g+in n?
Xn+7XY 1-0
(0-Dn — an Ny &
p+0g+in Ly

Thus the steady-state northern no-arbitrage condition is

XN+TXY
(e=1)yN 8

=andg”. 26
p+ 09 + N Nog ( )

For a foreign affiliate, the relevant no-arbitrage condition is

mre  wyang”  wsapg®

0

VpE — UNt = =
PN T ¥ 09 + s nY ng
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Using the foreign affiliate profits from earlier, we can write this as:

wS(XF—l—TX}) L
@—1nr _n  wnang”  _ wsapg”
p+0g+1s n? nf
Xrp+1Xp 1—06 1—6
(c—D)vr WN = Ty 8 _ y 8
— —a = a .
NTpY P @

p+0g+1s ws
It follows that the steady-state foreign affiliate no-arbitrage condition is

Xp+rX%
_obw wandg”® = apddP (27)

p+0g+ts

where w = % is the northern relative wage.
For a southern firm imitating a foreign affiliate variety, the relevant no-arbitrage condition is

B
Tre  Wsajlg

v = =
“ p+0g nY

Using the southern firm profits from earlier, we can write this as:

ws(1-0)(X1+7X7) 1, 3
VI n _ Wslrtg
p+0g nY
(1=¢)(X+7X7}) 1—g
VI — a; ny L/B
p+0g L °
It follows that the steady-state I-firm no-arbitrage condition is
(1= (X1+7X3)
2 =a ]5L§. (28)
p+0g
For a southern firm imitating a northern variety, the relevant no-arbitrage condition is
71' dagl’
Ct wsaayt
voy = = .
“T 4 g n?
In the small trade cost case,
ot _ wgda [L]ﬂv
p+0g n?
(ws(Xo+7X5) 1, s
(o=D)vc ne deaILN
p+0g nY
C(*(XCt;'XE‘) n1,9 5
o—I)vc ¢
———=— = da L
p+0g LN
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It follows that the steady-state C-firm no-arbitrage condition is

((Xot+rXE)
(o-ye  _ da[(SL]ﬁV if wN > E (29a)
p+0g wg @
In the large trade cost case,
Ot B wgdart'y
p+0g nY
Cws X, (wy—TCws)X& | L
(Uuisl)vi* + o | e _ wgday L’]gv
p+0g n?
(Xe (w=TO)X& 1-6
e~ e — da; B
It follows that the steady-state C-firm no-arbitrage condition is
Xo 4 (w—TOXE TC
(o=lhe 0 —dasld i X< (290)
p+0g wg a’

Labor Markets
Full employment of labor in the South implies that
5 dapd

0 nct+(XF +TXF) Lt+< (X[ +7—X])Lt+C (XC —|—TXC)L

apd? . ., oan
Lst = ——— (upe + o) +—5> N
Ty Ty Ty
1—-6
Now, using § = ntL—t, IN = Z’gi = ”Fﬁix“ and 1g = %, southern R&D employment can be
written as
apd® . ardy  daply
o (e + ) + —5> N 7 nct
g g Ty
8 (. . 1— 1—
arp®” (Npy +npe) NNt N e nEe Ny not NNg N
= ¢ ( ) : Lt—l—anﬁ MR Lt—l—dauﬁ—— L t
nnt ng Ly nry g Ly nye e Lt
+
P ynoLy.

= apdPyNOL + an?ﬁfydet + dan]lv

It follows that
Lg; = KQF¢1+67N +a1L *BVF +da1LN 7N> S+ Xp+17Xp+ (X1 +7X] + X+ 7X5)| Ly

and evaluating at ¢t = 0 yields the steady-state full employment of southern labor condition
Lsy = <aF¢1+ﬁ’YN + CLIL e+ daILN ’YN) dLg

(Xrp+7Xp+ (X1 +7X7 + X+ 7X5)] Lo.

o4
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Aggregate demand

We need to solve for steady-state values of the aggregate demand expressions Xy, Xy, X7, X7,

Xc and X(. The calculations

pr’enLninne Y o~ o g
X Pl _<PN> m/m_(cy) W (TY7 e (T)79Ets
T U A A
Nt Ht
. (k) TesLsinne Y P i , i
XN:Pslt”Lf:(pN) ”Nt/”t:(a> W:<1> _ gtetiv  _ 1> g+ts
A % pr nre/m 0 o T g+¢¢+w s T ¢
t
p; “csLsing . L . é s 3
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. (#) TenLyenn o . e i
N A () e ()T (1) s (1)
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N F w ¢
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1\
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1\ (g +1ts)tn
Xo=xp(g)
¢ b9
In the small trade cost case (72 > 6,
S «
(pe) “enLnincy —o .
Xo o Pt (po> S el (1>”9+¢5—Vw: (1><9+Ls>w
x* \ 7 n TW .
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In the large trade cost case (Z—g’ < 8,

X5 _ (pc> nou/ne _ (ww)"vc (L) lats)ey

X7 Pr npy/ny % YF aw bg
Thus -
1
X;;:X;<> (gt pown ¢
¢ bg ws o«
and
ag
Xé:X;(T)M A
aw og wg o

Consumer Expenditure and Asset Ownership

The aggregate value of all financial assets is the total value of firms:
Ay = ANt + Ase = nNONe + nEEe + npvn + negoet.

The aggregate value of southern financial assets Ag; is given by

Ast = npt(vpe — UNt) + v + Notvet

wgapgbﬁ wgafbg wsdaufi]
= MNF¢ 0 nre 0 + nct 9
Ty Ty 1y

g nret ng nr g nct

] LtiaF¢B +tws— Ltfang T ws— Li——

nyg Ly nt ny Ly ¢ ng Ly Ny

= wS5Lt’ypaF¢ﬁ + ws5Lt’y[a1Lg + ws(sLt’yCdaIL]ﬂV

= wsdLy |yrard” + yiardy + 'ycdamﬁv} .

dan?\,

The aggregate value of northern financial assets Ay, is given by

Ane = A —Ase

[MNtUNE + NEtvE: + npvre + newet] — e (Ver — UNt) F v + nerved]

NNtUNt + NELUNG
= (nnt+nFe) U
wyang® Ly

= ng + n
('7N t T VF t) nth

n
= wyL (y +F) an—5—9g°
ny Lt
= wy L (yv +r) andgP.

Northern consumer expenditure cy is given by

ey = wn+(p—gL)ant
An
= w+(P—gL)Lt
Nt
wyn L + andg®
— ot (p— g N ¢t (\N +7r) andyg

Ly
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L
CN =W [1 +(p—gr) (N +F) GN(SQBLO] : (32)
NO

Likewise, southern consumer expenditure cg is given by

cs = ws+(p—gL)as:
Agy
(p—yg )LSt
5L s s day?
wsOLy |yrapd® +yrarig + yodarty
= 1+(p—9gr)

Lst

Lo

Lso’
Having solved for consumer expenditures ¢y and cg, we can determine the relationship between

Xr and X7

B

cs=1+(p—gr)0d [VFCLFQS’Q +rartg + VCdaILJ‘H (33)

(py) “enLninp:
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and simplifying yields the steady-state asset condition

X _ <1> ey Lo Poy” "
Xr 7) c¢s Lso Py,”’
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