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Abstract

This paper analyses firm’s pricing-to-market decisions in vertically differentiated
industries. We first present a model featuring firms that sell goods of heterogeneous
quality levels to consumers who are heterogeneous in their income and thus their
marginal willingness to pay for quality increments. We derive closed-form solutions
for the unique pricing game under costly international trade. The comparative stat-
ics highlight how firms’ pricing-to-market decisions are shaped by the interaction of
consumer income and good quality. We derive two testable predictions. First, the
relative price of high qualities compared to low qualities increases with the income of
the destination market. Second, the rate of cost pass-through into consumer prices
falls with quality if destination market income is sufficiently high. We present ev-
idence in support of these two predictions based on a dataset of prices, sales, and
product attributes in the European car industry.

*This paper is a substantially revised version of our work titled ”How do the Prices of Different Goods
Respond to Exchange Rate Shocks? A Model of Quality Pricing-to-Market.” We thank David Archer,
Natalie Chen, Giancarlo Corsetti, Julian di Giovanni, Linda Goldberg, Paul Krugman, Hyun Song Shin,
Georg Strasser, Frank Verboven, three anonymous referees and seminar participants at the ASSA Annual
Meeting in San Francisco, Austrian National Bank, the Bank of Spain, The CEPR/UPF/CREI Third
Annual Workshop on Global Interdependence, the CEPR/SNB Conference of Quality Heterogeneity in
International Trade, Columbia University, the European University Institute, Humboldt University, Magyar
Nemzeti Bank, Paris School of Economics, University of Munich, the Princeton IES Summer Workshop,
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