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Abstract
This paper analyzes the international transmission and welfare implications of productivity gains and
changes in market size when macroeconomic adjustment occurs both along the intensive margin of trade
(changes in the relative price of existing varieties of tradable goods) and the extensive margin (creation and
destruction of varieties). We draw a distinction between productivity gains that enhance manufacturing
efficiency and gains that lower the cost of firms' entry and of product differentiation. Countries with lower
manufacturing costs have higher GDP but supply their products at lower international prices. Instead,
countries with lower entry costs supply a larger array of goods at improved terms of trade. Output growth
☆

We thank our editor Eric Van Wincoop, two anonymous referees, Péter Benkzúr, Caroline Betts, Christian Broda,
Diego Comin, Roberto De Santis, Jonathan Eaton, Fabio Ghironi, Andy Levin, Thierry Mayer, Marc Melitz, Tommaso
Monacelli, Assaf Razin, Jaume Ventura, Kei-Mu Yi, and many seminar and conference participants for the useful
comments. We thank Kris Nimark and Christopher Tonetti for excellent research assistance. Corsetti's work is part of the
Pierre Werner Chair Programme on Monetary Union at the Robert Schuman Centre of the European University Institute, as
well as of the Research Network on ‘The Analysis of International Capital Markets: Understanding Europe's Role in the
Global Economy’, funded by the European Commission under the Research Training Network Programme (Contract No.
HPRN-CT-1999-00067). Martin's work received financial assistance from the Institut Universitaire de France,
CEPREMAP and the Centre d'Economie de la Sorbonne (CES). The views expressed here are those of the authors,
and do not necessarily reflect the position of the Federal Reserve Bank of New York, the Federal Reserve System, or any
other institution with which the authors are affiliated.
⁎ Corresponding author. International Research, Federal Reserve Bank of New York, New York, NY 10045, United
States.
E-mail addresses: giancarlo.corsetti@eui.eu (G. Corsetti), philippe.martin@univ-paris1.fr (P. Martin),
paolo.pesenti@ny.frb.org (P. Pesenti).
0022-1996/$ - see front matter © 2007 Elsevier B.V. All rights reserved.
doi:10.1016/j.jinteco.2006.08.005

100

G. Corsetti et al. / Journal of International Economics 73 (2007) 99–127

driven by demographic expansions, as well as government spending, is associated with an improvement in
international relative prices and firms' entry. While trade liberalization may result in a smaller array of
goods available to consumers, efficiency gains from deeper economic integration benefit consumers via
lower goods prices. The international transmission mechanism and the welfare spillovers vary under
different asset market structures, depending on trade costs, the elasticity of labor supply, and consumers'
taste for varieties.
© 2007 Elsevier B.V. All rights reserved.
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1. Introduction
A common view in trade and growth theory is that an increased supply of domestic goods is
associated with the deterioration of a country's terms of trade, as the additional domestic supply is
absorbed by international markets at falling prices. By the same token, stronger internal demand
for domestic output reduces a country's supply of exports and improves its international prices. A
key welfare implication is that domestic productivity gains are transmitted positively to the
country's trading partners worldwide, thanks to changes in relative prices.1 If the set of goods that
a country produces and exports change over time, however, the tenet that a growing economy
must experience weaker terms of trade is questionable. As argued by Krugman (1989), when
domestic producers take advantage of enhanced productivity to change the attributes of their
products, that country may enjoy the benefits of technological progress without experiencing any
fall in its international prices.
Recent contributions to the literature have revisited the traditional wisdom from both a
theoretical and empirical standpoint. The conventional view is espoused by Acemoglu and
Ventura (2002), who emphasize that the association of capital accumulation with deteriorating
terms of trade is an important factor contributing to a stable world income distribution. Yet, their
empirical analysis unveils a positive correlation between terms of trade and human capital,
interpreted as a proxy for product innovation. Hummels and Klenow (2005) document that richer
countries tend to export more product varieties and benefit from stronger terms of trade.2 This
finding is corroborated by country-studies such as Kang (2004) for Korea. The quantitative
analysis by Ghironi and Melitz (2005) also predicts terms of trade appreciation in response to
productivity shocks which symmetrically reduce production costs and the costs of firms' entry. In
the VAR analysis in Corsetti et al. (2005, in press), productivity shocks (identified via long-run
1
This pattern of international transmission is clearly consistent with the Harrod–Balassa–Samuelson hypothesis,
according to which countries with higher productivity growth in the tradable sector experience an increase in the relative
price of their nontradable goods. Provided that the elasticity of substitution across tradables produced at home and abroad
is sufficiently high, these countries will also experience an appreciation of their real exchange rates. Thus highproductivity growth in tradables may simultaneously cause appreciation of the real exchange rate and weakening of the
terms of trade.
2
The role of goods variety in international trade is emphasized in Gagnon (2003), which documents that the growth of
U.S. bilateral manufactured imports is strongly correlated with the average growth rate of GDP of the exporting countries.
This study provides evidence that the puzzling differences in estimated income elasticities of imports and exports across
countries, as pointed out by Houthakker and Magee (1969), may be attributed to the omission of variety effects in import
demand.

