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Policy Uncertainty, Trade, and Welfare: Theory and
Evidence for China and the United States'

By KYLE HANDLEY AND NUNO LIMAO

We examine the impact of policy uncertainty on trade, prices, and
real income through firm entry investments in general equilibrium.
We estimate and quantify the impact of trade policy on China’s
export boom to the United States following its 2001 WTO accession.
We find the accession reduced the US threat of a trade war, which can
account for over one-third of that export growth in the period 2000—
2005. Reduced policy uncertainty lowered US prices and increased
its consumers’ income by the equivalent of a 13-percentage-point
permanent tariff decrease. These findings provide evidence of large
effects of policy uncertainty on economic activity and the importance
of agreements for reducing it. (JEL D72, F13, F14, 019, P33)

One of the most important economic developments of the last 20 years is China’s
integration into the global trading system. The world’s share of imports from China
between 1990 and 2010 rose from 2 to 11 percent. For the United States, that
increase was even larger, rising from 3 to 19 percent. This has translated into more
than a tenfold increase in the share of US manufacturing expenditure on Chinese
goods and there is evidence that this has contributed to declines in both US prices
(cf. Auer and Fischer 2010) as well as manufacturing employment and local wages
(cf. Autor, Dorn, and Hanson 2013). shows that most of this trade boom
occurred after China’s accession to the World Trade Organization (WTO), which
has led some authors to argue that the accession may have reduced trade costs faced

*Handley: Ross School of Business, University of Michigan, 701 Tappan Street, R3390, Ann Arbor, M1 48109
(email: handleyk @umich.edu); Limdo: Department of Economics, University of Maryland, Tydings Hall, College
Park, MD 20742, and NBER (email: limao@econ.umd.edu). We thank Nick Bloom, Helia Costa, Steve Davis,
Rafael Dix-Carneiro, Robert Dekle, Brian Kovak, Justin Pierce, Gisela Rua, Tim Schmidt-Eisenlohr, Jagadeesh
Sivadasan, Robert Staiger, and Shang-Jin Wei for useful comments. We are also thankful for comments from
participants at several seminars (Dartmouth College, London School of Economics, University of Chicago,
University of Michigan, Western Michigan University, World Bank Research Group, Yale University) and confer-
ences (Empirical Investigations in International Trade, FRB Atlanta Trade Workshop, Hitotsubashi Conference
on International Trade and FDI, Lisbon meeting on Institutions and Political Economy, NBER China Group,
Policy Uncertainty Conference at Princeton University, Washington Area Trade Conference). We acknowledge
financial support from the NSF under grants SES-1360738 (Handley) and SES-1360780 (Limao). We are also
grateful for comments on preliminary results from participants at the Economic Policy Uncertainty Conference
(Chicago University 2012). Jeronimo Carballo, Frank Li, and Alejandro Graziano provided excellent research
assistance. The authors declare that they have no relevant or material financial interests that relate to the research
described in this paper.

TGo to https://doi.org/10.1257/aer.20141419 to visit the article page for additional materials and author
disclosure statement(s).

2731



2732 THE AMERICAN ECONOMIC REVIEW SEPTEMBER 2017

0.07 4

— Actual (data)
0.06 4 | = =—Counterfactual steady state (model,estimates)

0.05

0.04

0.03

0.02 7 China joins WTO (Dec. 2001)

Chinese import penetration

0.01

0 T T T - T T
1990 1995 2000 2005 2010

FIGURE 1. CHINESE IMPORT PENETRATION IN UNITED STATES: ACTUAL VERSUS
COUNTERFACTUAL UNDER POLICY UNCERTAINTY

Notes: Import penetration ratio defined as manufacturing imports from China as share of total US expenditure on
manufacturing (total shipments — net exports). Counterfactual line adjusts Chinese imports as if uncertainty rein-
troduced in any year after 2001. See Appendix B for further details.

by Chinese exporters.!| But US-applied trade barriers toward China remained largely
unchanged at that time.

We argue that China’s WTO accession significantly contributed to its export boom
to the United States through a reduction in US trade policy uncertainty. Specifically,
China obtained permanent most favored nation (MFN) status with accession, which
ended the annual US threat to impose high tariffs. China obtained temporary MFN
in 1980 and never lost it, but it came close. In the 1990s, after the Tiananmen Square
protests, Congress voted on a bill to revoke MFEN status every year and the House
passed it three times. Had MFN status been revoked, the United States would have
reverted to Smoot-Hawley tariff levels and a trade war may have ensued. In 2000,
for example, the average US MEFEN tariff was 4 percent, but if China had lost its
MEN status it would have faced an average tariff of 31 percent. After WTO acces-
sion, the Chinese Foreign Trade Minister pointed out that by establishing ““the perma-
nent normal trade relationship with China, [the United States] eliminated the major
long-standing obstacle to the improvement of Sino-US... economic relations and
trade.””?

To examine this argument, we build a model that allows us to interpret, measure,
and quantify the effects of trade policy uncertainty (TPU). We obtain structural esti-
mates of key policy uncertainty parameters and use them to quantify the implications
for aggregate prices, the welfare of US consumers, and other outcomes. We focus
on the role of TPU for investment and prices in part because of their importance in

! Autor, Dorn, and Hanson (2013) make this point and also cite other motives for this export growth. China’s
income has risen, driven by internal reforms (many in the 1990s) with a subset targeted to exports (Hsieh and
Klenow 2009; Blonigen and Ma 2010).

2¢China-US Trade Volume Increases 32 times in 23 years—Xinhua Reports.” BBC Summary of World
Broadcasts, February 18, 2002.
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the context of the MFN debate. For example, the US decision to delink MFN from
China’s human rights record was described as having “removed a major issue of
uncertainty” and MFN renewal would have an impact on investment and reexports
that “will remove the threat of potential losses that would have arisen as a result
of revocation.” US business leaders argued that ... the imposition of conditions
upon the renewal of MFN [was] virtually synonymous with outright revocation.
Conditionality means uncertainty.”” They lobbied Congress to make MFN perma-
nent (Zeng 2003). At the same time, congressional research reports highlighted the
higher consumer prices that would result if MFN was ever revoked (Pregelj 2001).
We will argue that our approach and results have broader important implications and
contribute to the growing literature on the impact of economic policy uncertainty
and the role of trade agreements.

Our model captures the interaction between uncertainty and investment by mod-
eling the latter as sunk costs and thus generating an option value of waiting. This
basic theoretical mechanism is well understood (see Bernanke 1983; Dixit 1989),
and there is some evidence that economic uncertainty, as proxied by stock market
volatility, leads firms to delay investments (Bloom, Bond, and van Reenen 2007).
In the international trade context, there is evidence of sunk costs to export market
entry (see Roberts and Tybout 1997), but most empirical research on uncertain-
ty’s impact on export dynamics has focused on exchange rate uncertainty and finds
small or negligible impacts (IMF 2010). In a general equilibrium setting, Impullitti,
Irarrazabal, and Opromolla (2013) find a sunk cost model with heterogeneous firms
and uncertain efficiency fits observed aggregate trade dynamics well.

Much less is known about the implications of economic policy uncertainty. Early
theoretical contributions to this issue, such as Rodrik (1991), recognized the diffi-
culty in measuring, identifying, and quantifying the causal effects of policy uncer-
tainty. Recent work is tackling these difficult issues. For example, Baker, Bloom, and
Davis (2016) construct a news-based index of policy uncertainty and find it helps
predicting declines in aggregate output and employment. Our focus and empirical
approach are considerably different. We use applied policy and counterfactual pol-
icy measures, both of which are observable in our setting, to directly estimate the
effects of policy uncertainty on economic activity. In order to identify the effects of
TPU, we explore both variation over time and countries (capturing the differential
reduction in the probability of a trade war after WTO accession) and across indus-
tries (since they would face different tariffs if a trade war broke out and differ in
their sunk costs).

To guide the estimation and quantification we develop a dynamic heterogeneous
firms model with TPU. We build on Handley and Limdo (2015) and extend it in
three ways. First, firms can invest not only to enter foreign markets but also to
upgrade their export technology. This allows changes in uncertainty to affect the
extensive margin (new experters) and the intensive margin (continuing exporters
with upgraded technology).! Second, the exporting country is allowed to be large

3Quotes from, respectively, “HK Business Leaders Laud US Decision,” South China Morning Post, May 28,
1994 and Tyco Toys CEO, “China MEN Status,” Hearing before the Committee on Finance, US Senate, June 1996,
p. 97.

#Evidence for both margins in China’s export boom is documented by Amiti and Freund (2010) and Manova
and Zhang (2009). Other evidence indicates that applied tariff changes can trigger within firm productivity increases
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FIGURE 2. SECTOR-LEVEL CHINESE EXPORT AND PRICE INDEX GROWTH VERSUS INITIAL UNCERTAINTY

Notes: Simple means within sector of export and price index change versus means of initial uncertainty measured
by In(7yy/7y), where 7,y and 7y are the column 2 and MFN tariff factors in 2000 in HS-6 industry V. Circles are
proportional to the number of observations used as weights in the linear fit represented.

enough to affect the importer's aggregate outcomes. Otherwise, TPU has no signifi-
cant impact on the importer. Third, entry into production is endogenous and subject
to sunk entry costs such that TPU affects the formation and reallocation of firms.
The model provides a number of insights. We highlight that TPU has both a direct
and indirect effect on firm outcomes. The direct effect of TPU is to lower entry
through an option value of waiting for exporters (fear of higher protection) and
domestic firms (fear of low protection). The effect of these entry reductions is to
increase the price index of the importer, which is central to the welfare gains from
reforms that lower TPU. This price index increase has an indirect positive effect on
exporter and domestic entry that can dominate for exporters (if initial protection is
high) or for domestic firms (if initial protection is low).

As preliminary evidence and motivation for why we require a theoretical frame-
work, consider In panel A we plot Chinese average export growth to the
United States between 2000 and 2005 by sector against the (log) difference of the
column 2 and MFN tariffs in 2000. On average, those sectors facing a relatively
higher initial tariff threat in the case of MFN revocation experienced faster export
growth and larger declines in prices, as shown in panel B. The exercise is sugges-
tive, but also raises questions regarding the identification of partial effects and the
quantification of the general equilibrium effects, both of which the model helps to
address. First, what is a theory-consistent measure of uncertainty? The model shows
it is the proportion of profits that Chinese exporters would lose if China ever lost its
MEN status. We map this to observable tariff measures and then find evidence that
our measure is relevant to exporters. Second, what are the necessary controls and
assumptions required to identify the TPU effect and what structural parameters can
we estimate? The model generates a tractable TPU-augmented gravity equation that
allows us to consistently aggregate individual firm decisions to the industry level
and identify the change in the probability of MFN being revoked. Moreover, the

(cf. Lileeva and Trefler 2010) so it is plausible that the same may happen due to reductions in TPU. This could
account for the evidence of substantial firm-level TFP growth increases in China since 2001 (Brandt, Van
Biesebroeck, and Zhang 2012).
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model generates a relationship between ideal import price indices and TPU that we
also estimate. Third, the model predicts these effects should only apply to trading
partners where TPU changed and in industries with sunk costs of exporting.

We use variation in policies, export values, and prices across thousands of prod-
ucts to estimate the effects of TPU. We find nonparametric and parametric evidence
that Chinese export growth in the period 2000-2005 was higher in industries with
higher initial TPU. The effect is robust to controlling for applied tariff and nontariff
barriers, transport costs, and sector-specific growth trends. The effect is only present
in industries with export sunk costs, which we identify by exploring persistence in
export behavior. Moreover, the effect is also robust to allowing for a broader set of
shocks than those present in the theoretical model: namely, unobserved shocks to
import demand (TPU has no direct effect on other US imports) and export supply
(US TPU toward China has no direct effect on Chinese exports to non-US destina-
tions), which rules out a large set of potential confounding factors.

We also construct industry-level ideal import price indices following Feenstra
(1994) and find larger reductions in industries with initially higher TPU. This is the
effect the model predicts due to new imported varieties (for which we find direct
evidence) and technology upgrading. The price effect is also robust to controlling
for alternative variables and unobserved import demand shocks and it is only present
in high sunk cost industries. The partial effect of reducing TPU was to lower the
average US industry price indices for Chinese imports by at least 15 log points and
the corresponding aggregate index by slightly more.

The significant partial effects of TPU on import prices leads us to quantify its
aggregate effects. In Section III we characterize the general equilibrium effects of
TPU by solving for the model in changes. We derive the impacts on firm entry, sales,
and prices (foreign and domestic) and how they depend on key features of the policy
regime: current and future tariffs and the probability of transitioning between them.
Combining this framework with a nonlinear estimate of the TPU-augmented gravity
equation, we identify the reduction in the probability of MEN revocation. To isolate
and quantify the aggregate effects of reducing TPU we then evaluate the impacts
of the estimated shock to this structural parameter. The counterfactual implies an
aggregate Chinese export increase of 32 log points, which is about one-third of the
observed growth in this period. The predicted changes in the US import price index,
domestic manufacturing firm sales, employment, and entry are also consistent with
the observed changes during this period. The counterfactual import penetration if
TPU had remained in place between 2002 and 2010 would have been substantially
lower, as shown by the dashed line in Figure 1.

We also contribute to the long-standing question of the aggregate gains from trade.
Recent work by Arkolakis, Costinot, and Rodriguez-Clare (2012) shows that import
penetration and trade cost elasticities are sufficient statistics to compute those gains
in a class of models. That is also the case for the deterministic version of our model,
and so the gains from trade, or autarky cost, provides a useful benchmark. However,
under TPU those are no longer sufficient statistics and we require the change in the
ideal price index. We estimate that TPU increased that US price index (for tradables)
by one-half as much as fully eliminating trade with China, or the equivalent of a per-
manent tariff increase of 13 percentage points. So the consumer welfare cost from
TPU was about one-half of the cost of prohibiting all Chinese imports.
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TPU plays a key role in evaluating the impacts of international trade agreements
more broadly. Promoting trade is a central goal of the WTO, but Rose (2004) argues
this institution has not succeeded whereas others argue it has (cf. Subramanian and
Wei 2007). Our work highlights a trade promotion channel that, until recently, was
largely missing from the analysis of trade agreements. The theoretical literature has
emphasized that the central role of the General Agreement on Tariffs and Trade
(GATT)/WTO is to internalize terms-of-trade effects (Bagwell and Staiger 1999).
There is now evidence that countries possess market power, so their tariffs can
affect their terms-of-trade, and exploit it before an agreement but less so afterward
(Broda, Liméo, and Weinstein 2008; Bagwell and Staiger 2011; Ludema and Mayda
2013). Moreover, the welfare cost of trade wars in the absence of such agreements
are potentially large (cf. Ossa 2014). Recent theoretical work has focused on TPU.
Limao and Maggi (2015) examine the role of risk aversion in the design and impact
of agreements that target TPU; Horn, Maggi, and Staiger (2010) and Amador and
Bagwell (2013) rely on TPU and imperfect contracting to explain a specific feature
of such agreements—the use of tariff ceilings or bindings. Handley (2014) pro-
vides empirical evidence that reducing bindings increases foreign product entry.
Our framework allows for a quantification of reducing such bindings; we also pro-
vide direct evidence of the welfare gains from reducing TPU and offer qualitatively
new predictions. Specifically, agreements that allow a country to commit to a more
stable and predictable trade policy, as the WTO claims to, can lower the probability
of large swings in protection and thus increase entry not only by foreign firms but
also by domestic ones in the import competing sector (and can also increase their
domestic sales and employment). This outcome for domestic firms is possible when
tariffs are sufficiently high, as they were when GATT 1947 was signed, which points
to one of GATT’s potential benefits.

The framework can also be applied ex ante to evaluate potential TPU shocks. We
illustrate this through a range of counterfactual exercises where the United States
unilaterally threatens to abandon or renegotiate all its trade agreements, which is
extreme but plausible under the forty-fifth US president’s administration. An increase
in the US threat of higher tariffs on all its partners would generate considerable con-
sumer welfare costs even if no tariffs were actually changed. If the threat was raised
to a level similar to what China faced then the resulting loss in US consumer welfare
would be equivalent to one-third of the cost of trade autarky.

Our research also complements the recent empirical work on the impact of
Chinese exports on developed countries. Bloom, Draca, and van Reenen (2016)
assess the impact of Chinese exports on wages and employment in the European
Union while Acemoglu et al. (2016) and Caliendo, Dvorkin, and Parro (2015) focus
on the United States. Pierce and Schott (2016) study the effects of Chinese exports
on US manufacturing employment and, as an intermediate step, they estimate the
reduced-form effect of column 2 tariffs on exports.” Our papers differ in important
ways. First, our focus is on the trade, price, and consumer welfare effects. Second,
we provide evidence for the central mechanism: sunk costs of exporting. Third,

5 Therefore, independently from us, they too follow the proposal in Handley and Limao (2012, p. 44) to estimate
the importance of “the US threat of nonrenewal of China’s MFN status and whether its elimination in 2001 (upon
China’s WTO entry) can explain the subsequent export boom to the United States.”
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we develop a theoretical framework that contributes to the literature on agreements
and gains from trade while allowing for the structural identification of parameters.
Among other things, we explore the counterfactual exercises to isolate and quantify
the aggregate effects of TPU on several outcomes and decompose them: e.g., we find
that a large fraction of the trade and price changes is explained by a mean-preserving
compression of the tariff and the rest is due to locking in tariffs below the mean.

We present the basic framework and derive the TPU-augmented gravity equa-
tion in Section I, followed by the empirical analysis in Section II. The general
equilibrium solution in Section III is used for the structural estimation and quantifi-
cation in Section IV. The appendices contain information on extensions, derivations,
data, and robustness tests.

I. Framework and Partial Equilibrium Effects

We first describe the basic framework and firm entry decision problems, which
apply throughout the paper. We then derive the effect of TPU on these decisions
from the perspective of a small exporting country, one that takes foreign aggregate
variables as given. We initially focus on a single industry and, in Section IE, we
model multiple industries and technology upgrading, which we use to derive the
TPU-augmented gravity equation. This partial equilibrium structure is sufficient to
derive and empirically identify any effect of TPU on exports. But in order to quan-
tify its effects on exporter and importer outcomes, we allow for a large exporter and
endogenous domestic entry in Section II1.

A. Demand, Supply, and Pricing

Consumers spend a fixed share of income on a homogeneous good and the
remaining on a constant elasticity of substitution (CES) aggregate of differenti-
ated goods, both tradable. Each period consumers observe current economic condi-
tions and choose the optimal quantity of each differentiated good, g,, to maximize
utility subject to their budget constraint. The resulting CES aggregate demand
is g, = EP°"!p; 7 where o > 1 is the constant elasticity of substitution across

varieties v and p,, is the consumer price. The aggregate demand shifter, E, is the total
1

expenditure in the differentiated sector in that country and P = [ I, GQ( ) l*“] =7 is

the CES price index for the set of available varieties, €.

The supply side is also standard. There is a single factor (labor) with constant
marginal productivity normalized to unity in the homogeneous good; the latter is
taken as the numéraire so the equilibrium wage is unity in a diversified equilibrium.
In the differentiated sector, there is a continuum of monopolistically competitive
firms each producing a variety, v, with heterogeneous productivity 1 /c,. Firms know
their underlying productivity and the distribution of other firms in each market.

The consumer price, p,, includes an ad valorem tariff, 7 > 1, so exporters
receive p, /7 per unit; domestic producers face no taxes in their market. The tariff
is common to all firms in the differentiated industry. After observing 7, each firm
chooses p, to maximize operating profits taking aggregate conditions as given and
correctly anticipating their equilibrium value. We allow for an ad valorem export
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cost,d > 1, so operating profits from exporting are (pv /T—d cv) q,- This yields the
standard markup rule over cost, p, = 7dc,0/ (a — 1), and equilibrium operating
profit equal to

(1) m(a,c,) = ac)”7,

where the economic conditions faced by any exporter are summarized by
a = (r0) 7((c —1)P/d)° 'E.

B. Policy Uncertainty and Entry

Export Entry.—The timing and information relevant for export entry are the fol-
lowing. At the start of each period, surviving firms observe the state, denoted by
s, that includes information about (i) the set of firms active in the previous period;
(ii) the current realization of the policy; and (iii) all model parameters in the start of
the period. This information permits each firm to correctly infer market conditions
in that state, a,, and form rational expectations about future profits. If entry in a state
maximizes the firm’s expected profits net of a sunk entry cost, K, then it will enter
and continue to export in the following period with probability 5 < 1, the exoge-
nous probability of survival. There are no period fixed costs and thus no endogenous
exit. Since the sunk and marginal costs are known and constant, the only source of
uncertainty is the future value of market conditions and the timing of death.

The expected value from exporting for any firm v after entry is

0]

(2) He(as, c) = 7T(as, c) +E, Z ﬁtw(aé,c),

t=1

where we omit the variety subscript for simplicity; [£; denotes the expectation over
possible future states conditional on the current state’s information set.

If the firm does not expect the state to change, there is no uncertainty about eco-
nomic conditions and no option value of waiting to enter. In this case the firm enters
if its cost is below a threshold value, c¢?. This benchmark threshold is obtained by
equating the present discounted value of profits to the sunk cost:

m(a. )

o Ffeces- gt

If future conditions are uncertain then a nonexporter must decide whether to enter
today or wait until conditions improve. The optimal entry decision of a firm in state
s maximizes its expected value, given by the Bellman equation

(4) II(a,,c) = maX{He (ag,c) — K, BEI(ay, c)}

The solution to this optimal stopping problem takes the form of intervals of a over
which a firm will enter. Under reasonable assumptions on the persistence of policy
we can show that a firm will enter if economic conditions are sufficiently good.
Therefore, when a is decreasing in tariffs the solution is to enter when current tariffs
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are below a firm-specific threshold tariff. For any given a, there is a marginal firm
with cost equal to the threshold value, ¢, given by the entry indifference condition,

(5) H(as’csu) = He(as’ch) — K,
and any firms with lower costs will enter in state s.

Production Entry.—Qur estimation strategy for the partial effect of TPU on exports
is valid under alternative assumptions regarding entry into production. However, the
general equilibrium effects of TPU will depend on production entry decisions. We
model the latter similarly to export entry: to start production, a firm requires a sunk
cost, Kj, in order to activate a known technology. The firms make this decision
after observing the current realization of the policy. Thus, firms with a cost below
a certain threshold enter and continue to produce the following period with a fixed
probability, their survival rate (there are no production fixed costs). The domestic
operating profit of a home firmis 7, = aj,¢, “ wherea, = (o) ~° ((J —1) P) E
and we assume that K, > 0 is sufficiently small that the marginal home entrant
does not export. Therefore the domestic entry thresholds for home market firms can
be obtained using the expressions we derived above when evaluated at K, a; 5, and
By; specifically by using (3) if there is no uncertainty to obtain ¢, and (5) to
determine cfh.

C. Policy Regime

To characterize the effects of TPU, we propose an exogenous policy process that
captures three key states of trade policy, denoted m = 0, 1,2. Standard models of
trade policy consider permanently high or low protection states, where 7, > 7.
These extremes can capture outcomes under no cooperation (e.g., US tariffs on Cuba
or North Korea) or under a credible agreement (e.g., US tariffs on Canada or certain
WTO members). To analyze the effect of TPU we add an intermediate protection
state characterized by a temporary tariff 7, € [7-0, 7-2] that changes with probabil-
ity . Formally, the trade policy regime is characterized by a Markov process with
time-invariant distribution, denoted by A(7,,, 7).

By allowing for three states, we can capture a rich set of situations.” To address
the central questions, we can focus on a simple transition matrix where policy
is uncertain only in the intermediate state, so v > 0, and the extreme states are
absorbing./| The exact interpretation of each state depends on the setting. In our
empirical application the intermediate state captures China’s pre-WTO period when
its temporary MFEN status in the United States could change with probability v and
give way to either high protection (column 2 tariffs) with probability \,, or low pro-
tection with probability 1 — \,. So we can interpret WTO accession as a switch to
the low state in this application. Alternatively, we can interpret the WTO accession

SThese include any setting where there is some probability of (i) cooperation with negligible probability of
increases in protection (e.g., under credible agreements); (ii) partial cooperation (e.g., when protection may increase
but a credible agreement is also possible); and (iii) higher protection levels (including a trade war or even autarky).

7 This holds if A(7,,,,7) first-order stochastically dominates A(r,,,7) for m = 0, 1, which is what we use in
Appendix AA to establish the key entry results and how they generalize if the high state is not absorbing.
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as an exogenous change in policy regime, if it lead to an unanticipated change in y
(or 7;,,). Thus, we derive the effects of transitions across policy states within a regime
and transitions across regimes.

The three state process has two other benefits when considering countries starting
in the intermediate protection state. First, it captures the two key effects of agree-
ments: reducing applied protection and/or TPU. Second, it allows for the possibility
that policy worsens for either foreign firms (higher protection state) or domestic
ones (lower protection state); this generates an option value of waiting for both
types of firms. These benefits will become clearer in Section III when we decompose
and quantify the applied and TPU effects and account for the general equilibrium
responses of domestic firms.

D. Partial Equilibrium

To estimate the impact of trade policy on entry and exports, we derive the effects
on cutoffs from switching regimes or switching states and decompose the latter into
a change in applied policy and policy uncertainty.

Tariffs are the only underlying source of uncertainty and we initially focus on a
small exporting country such that changes in its exports have a negligible effect on
the importer’s aggregate variables, E and P.

The small country assumption implies that tariffs worsen export business con-
ditions only via a direct effect, and there is one distinct value of a, for each 7,
for any given value of EP?~!. Moreover, tariffs leave exporter wages unchanged
at unity in any diversified equilibrium. So we do not require additional general
equilibrium structure to derive the basic cutoff expressions. In Appendix AA we
use this to show that the solution to the Bellman equation (4) is a single value
of economic conditions above which a firm enters. Therefore, the condition in (5)
implies a distinct cutoff, cA,U, for each 7,,. The cutoff for the intermediate state, ¢ 1U ,
is proportional to its deterministic counterpart in (3) by an uncertainty factor,

U(w, 7):

(6) e [e? = Ulw,m);

(7) Ulw,7) = m] 07].

14 u(v)

If U is less than 1, then entry is reduced under uncertainty. To interpret this factor,
note thatw = (7’2 / 7'1) ~7 < 1is the ratio of operating profits under the worst-case
scenario relative to the intermediate state (given no other conditions changed). The
term u(y) = yX, /(1 — 3) is the average spell that a firm starting at the interme-
diate state expects to spend under 7,. This spell is increasing in the probabilities of
exiting the intermediate policy state, -y, and then facing a higher tariff, ),, and sur-
viving, (. Note that if v = 0 then policy is fixed in all states, thus we say that there
is policy uncertainty if v > 0. Moreover, any increase in -y implies a higher prob-
ability of a policy change but does not change the odds of the worst- or best-case
scenario. We interpret this as an increase in policy uncertainty.
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From these expressions we can see that entry in the intermediate state is lower
under uncertainty if and only if tariff increases are possible, i.e., ¢ < ¢P if and
only if 7, > 7 and u(y) > 0. Note that while TPU can lead to lower or higher
tariffs, it is only the possibility of high tariffs that affects export entry; if there is
uncertainty but tariff increases are not possible, A, = 0, then uncertainty has no
impact on entry.

The entry result in (6) reflects a specific switch in policy regime: an unantici-
pated introduction of TPU at a given tariff. We note two simple extensions that are
relevant for the empirical analysis. First, the effect of TPU on entry is monotonic
(de /dy < 0 for all 4) so we can also test for marginal changes in TPU, e.g.,
whether before WTO accession Chinese exporters faced higher TPU in years when
an MFN revocation seemed more likely. Second, we also want to understand the
effect of agreements that are anticipated with some probability, i.e., switches to state
0, and compare them to unanticipated changes in TPU. In Appendix AA we show
the cutoff in the intermediate state relative to any deterministic baseline state with
tariffs 7, is

a

(8) el Jep = Ulw, ) x (11 /7) o-1.

If 7, = 7, this expression captures the reduction in applied policy and uncer-
tainty from entering state O since, when there is no uncertainty in that state, the cut-
off is equal to the deterministic value, ¢ = c¢{. Switching from the intermediate
to the low state increases entry by reducing applied tariffs by 7, / 7y and/or TPU.
Thus, even if an agreement is anticipated with some probability, entering it can be
used to identify an unanticipated elimination of TPU after we control for applied
tariff changes.

The impact of eliminating TPU, as we have defined it, can be decomposed into
a pure risk and expected mean effect. To understand each of these, consider the
regime switch described above when we start in the intermediate state and uncer-
tainty is eliminated. If 7; was at the long-run mean of the original tariff process then
this uncertainty reduction is exactly a mean-preserving compression of tariffs, or
a pure risk reduction.® However, if 7, was below its long-run mean, as will be the
case in our application, then the reduction in ~ has the additional effect of locking
in tariffs below their expected value under uncertainty. Thus, the model will help us
quantify each of these effects.

In sum, the explicit solution for the entry cutoff in equation (6) allows us to derive
its elasticity with respect to -y, and the appropriate measure to capture the potential
losses under the worst-case scenario, w. Next, we show how to explore variation in
this measure over industries to identify the effect of TPU.

81n this three state process, if state 1 has a policy 7 equal to the long-run mean then a decrease in + induces
a mean-preserving compression of the initial conditional policy distribution, A(7;,+). This is one motive to use a
3-state process.
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E. TPU-Augmented Gravity

We derive a TPU-augmented gravity equation to estimate how changes in policy
uncertainty translate into export growth. This requires extending the baseline model
in two dimensions. First, we model the effect of uncertainty on the intensive margin
of a firm’s exports. Second, we allow for industry variation in policies, which is
necessary for our identification strategy.

Technology Upgrade.—We will focus on estimating the effect of changes in TPU
on export growth. This growth can reflect extensive and intensive margin effects
and we now show how the TPU-augmented gravity can capture both. We believe
this extends the applicability of the framework to situations where both margins
are potentially important. For example, most Chinese export growth to the United
States in the period 2000-2005 took place in HS-10 goods that were already being
exported in 2000. Some of the growth in existing products is due to new exporters
but it is also plausible that existing ones grew by investing in export activities due
to reduced TPU in the United States. We model one potential channel, irreversible
investments by incumbent exporters to upgrade their technologies. This is consistent
with the large increases in TFP growth of Chinese firms since WTO accession.”

To illustrate the main points in the simplest setting, consider upgrades that are
specific to an export market. In particular, suppose that exporters can incur an addi-
tional sunk cost, K, to reduce the marginal export cost to a fraction z < 1 of the
baseline cost d. The operating profits are then 7, = a,(z cv)lf". In Appendix AB
we show that the upgrading decision is similar to the entry decision in that it also
takes the form of a cutoff cost. The upgrade cutoff is ¢/ = ¢cL. It is proportional

1

to the entry cutoff by a constant upgrading parameter, p = [(z 1= _ 1)([( / KZ)] -
The upgrade cutoff is lower than the entry one if the marginal cost reduction from
upgrading is sufficiently low relative to its sunk cost. This implies that the marginal
entrant does not upgrade. The export entry cutoff solutions will be similar to those
we derived, but only the more productive exporters will upgrade. Since ¢ is inde-
pendent of tariffs, the elasticity of the upgrade and entry cutoff are exactly the same
with respect to tariffs and uncertainty.

Multi-Industry Aggregation.—We define an industry V as the set of firms that
draw their productivity from a similar distribution, GV(C), and face similar trade
barriers. The basic structure of the model is otherwise unchanged. Namely, the pol-
icy regime is still described by a Markov process, A(va, 7) withm = 0,1,2 and
it applies to each V. It thus captures our empirical setting such that if any industry V
moved to the agreement state (or the high protection state) then all industries would
face the same policy state.

9We are not aware of any direct evidence of the impact of foreign tariffs on Chinese productivity but Brandt,
Van Biesebroeck, and Zhang (2012) find that firm-level TFP growth in manufacturing between 2001 and 2007 is
about three times higher than prior to WTO accession, 1998-2001. Moreover, the TFP growth in the WTO period is
higher for larger firms, which is consistent with our model’s prediction that those are the most likely to upgrade. In
future work we plan to directly estimate if there is a causal effect of TPU on Chinese firm TFP.
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The export revenue in state s for firm v € Vis py, q,,/T,y = a0 (zvcv) =% once
we plug in the optimal price and quantity from Section IA, where zy, < 1 for the
upgraders and unity otherwise. The economic conditions variable, ay, still reflects
aggregate income and price index effects but it now reflects industry-specific tariffs
(and export costs). The export entry cutoff in (6) is industry-specific but otherwise
the previous cutoff results are unchanged.

The mass of exporting firms in any stationary equilibrium, characterized by a
constant mass of active firms, is equal to Ny X GV<cSU), the total number of potential
firms in industry V in the export country times the fraction of these with costs below
the cutoff. Export revenue in industry V is obtained by aggregating over firms that
upgrade and those that do not as follows:'"

9) Ry = asvd‘%"aNVU(;(ﬁvc‘v(zvc)lfgdGV(c) + f;;zfécl*”de(c) .

We assume that productivity in each industry is drawn from a Pareto distribution
bounded below at 1/cy, so Gy(c) = (¢/cy)*and k > o — 1. Under this assump-
tion we can obtain sharper predictions, nest a standard gravity model in our frame-
work, and provide precise conditions under which we can identify the impact of
uncertainty on exports. We integrate the cost terms in (9), use the definition of ayy,
and ¢, and take logs to obtain an uncertainty-augmented gravity equation,

(10) InRy = (k—o+ 1)1nusv—ﬁk1nrsv—k1ndv+ kInP

k
o—1

+ InE + In(y + Inayy.

Without either policy uncertainty, Uy, = 1, or upgrading, (y = 1, (10) reduces
to a standard industry-level gravity equation conditional on aggregate expenditure
on differentiated goods, E, and the price, P (cf. Chaney 2008). The terms &y and (y
are combinations of industry parameters that are time invariant.'! Finally, all else
equal, upgrading increases export levels, as reflected in (y, but not the elasticity of
industry exports with respect to U,y. Thus, we can aggregate sales from all firms to
estimate the impact of uncertainty on their industry exports without requiring addi-
tional information on which firms upgrade.

II. Estimation and Identification

We use the model to examine how China’s WTO accession, which eliminated the
annual MFN renewal debate in the United States, contributed to its export boom to
the United States. We focus on industry exports, which will reflect both entry and
upgrading effects. The objective of this section is to identify a causal effect of TPU

'9We use the relationship ¢l = ¢cl and allow industry variation in the upgrade technology and sunk costs.
Away from stationary equilibria there are additional exporters who entered in previous periods under better

conditions.
k—o+1

1~ _ Mok 1 o—1 ok k _ K.y k
dv =7 k70+1((1ﬂ3)Kv> oo-1(oc— 1) and ¢, :1+7v(¢") .
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on exports and test if the data is consistent with some of the model’s assumptions.
We use the TPU-augmented gravity equation in (10). As we show in Section III,
this same equation holds even when the exporter is large enough to affect the aggre-
gate variables. If we control for those variables, then we can identify whether TPU
affected exports regardless of exporter size.

A. Approach

We estimate the export equation in changes for two reasons. First, it allows us
to difference out unobserved industry characteristics such as entry costs, the pro-
ductivity and mass of Chinese producers in V and the technology parameters in (y.
In the robustness tests we address the possibility that they vary over time and are
correlated with TPU. Second, we are interested in the impact of the change in uncer-
tainty after the United States removed the threat of column 2 tariffs due to China’s
WTO entry. So our baseline uses the time-difference of (10),

(11) ARy :f(%,y) b, AlnTy+byAInDy+ b+ ey,

where A In represents the difference between post- and pre-WTO periods. The
coefficient b, = —ko /(0 — 1) < 0 is the effect of applied tariffs (conditional
on the uncertainty factor). We model ad valorem export costs, dy, as a func-
tion of observable shocks given by the ad valorem equivalent of insurance and
freight, A In Dy, and an i.i.d. error term contained in ey. The changes in transport
costs allow us to identify the Pareto shape parameter, b; = —k. Any changes in
aggregate expenditure on differentiated goods or its price index are captured in
the constant term, b. The null hypothesis under the model is that prior to WTO
accession there is a positive probability of column 2 tariffs, i.e., YA, > 0, and
thus f is increasing in 7,y / 7y if the accession reduced ~. If the accession elim-
inated uncertainty then f = —(k — o+ 1) In U(Tzv/ Ty, ’y). Under the regime
switch interpretation, the model allows for v > 0 even after entry. In that case
f= (k — o+ 1) Aln U(TZV/ Tiys 'y) where changes in U reflect either changes in
tariffs or ~. In the period we consider 7,y / 71y is nearly constant within industries,
so f captures changes in 7. So in this case fis also increasing in 7, / 7.

Standard trade models with a gravity structure yield a restricted version of (11)
with f = 0 that is nested in our model. Even if uncertainty is important, our func-
tional form assumptions may not be satisfied by the data. We address this as fol-
lows. First, we provide nonparametric estimates of the impact of 7,y / 71y on export
growth. Second, we control for observed changes in policies and trade costs and
provide semiparametric estimates of the impact of policy uncertainty—imposing
only the gravity structure that is common in trade models without uncertainty. Third,
we test the model’s functional form for f and perform numerous robustness checks
(e.g., the possibility of industry-specific growth trends and unobserved demand and
supply shocks). Fourth, after introducing the general equilibrium structure we pro-
vide a nonlinear structural estimate of the corresponding term for f that we then use
to quantify the impact of TPU.

We also test if the uncertainty effect is predominant in high sunk cost industries,
as the model predicts.



VOL. 107 NO. 9 HANDLEY AND LIMAO: POLICY UNCERTAINTY, TRADE, AND WELFARE 2745

B. Data and Policy Background

We combine trade and policy data from several sources. US import trade data at
the HS-10 level for several years is obtained from the NBER Harmonized System
Imports by Commodity and Country. These data are concorded over time and used
to compute ideal price indices and aggregated to the HS-6 level for the price and
export growth regressions. We obtained US tariff schedules via the World Bank’s
WITS. The source of other policy measures we use are described in Appendix B.
The cost of insurance and freight is reflected in the import data. We convert all tariff
and transport cost data to their iceberg form (e.g., from 10 percent to In7 = In1.1).

There are 5,113 HS-6 industries in the 1996 classification; China exported in
3,617 of these in both 2000 and 2005 to the United States. The baseline analysis
focuses on the industries traded in both years so that a log growth rate exists. These
industries account for 99.8 percent of all export growth from China to the United
States in this period.'”

The following policy background is useful for understanding the timing choice
for our baseline estimates. Uncertainty remained about both China’s accession to the
WTO and its permanent normal trade relations (PNTR) as late as 2000 due to tense
foreign and economic relations. In October 2000, Congress passed the US-China
Relations Act granting PNTR but its enactment was contingent on China’s accession
to the WTO. Protracted accession negotiations and a jet fighter collision meant that
in the summer of 2001 Congress again voted on whether to revoke MFN. China
joined the WTO on December 11, 2001 and the United States effectively enacted
PNTR on January 1, 2002. This strongly suggests that uncertainty about column 2
tariffs remained at least until 2000 and that it was not reduced until 2002. We will
focus on the growth between 2000 and 2005 but show that the basic effect is present
for other relevant periods.

C. Fartial Effect Estimates of TPU on Exports

Table 1|provides summary statistics for our baseline sample. Export growth from
2000 to 2005 averaged 128 log points (Ip) across HS-6 industries, with substantial
variation across them; the standard deviation is 168 Ip. This industry variation sug-
gests that the boom can’t simply be explained by aggregate shocks. Table 1 also
shows substantial variation in column 2 tariffs across the industries.

All else equal, the model predicts lower initial export levels in the pre-WTO
period for industries with higher potential profit losses if there was a possibility of
tariff increases. If WTO accession reduces or eliminates this probability, we should
observe relatively higher export growth in those industries. For any given value of o
the industry ranking of potential profit loss is determined by 7,y / 71y so we use this
ratio to partition the sample into the columns in Table 1 labeled Low (bottom tercile
of 7y /7y ) and High TPU industries. Export growth in high uncertainty indus-
tries is 19 Ip higher, a mean difference that is statistically significant. The export

120ur baseline sample is smaller because it focuses on the 94 percent of HS-6 lines where tariffs are levied on
an ad valorem basis, other HS-6 lines have only specific tariffs. We show the results are robust to this and the zero
trade flow industries in Section IID.
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TABLE 1—SUMMARY STATISTICS BY PRE-WTO PoLIcY UNCERTAINTY

Uncertainty
Low High Total
Chinese export value growth (Aln, 2005 — 2000)* 1.16 1.35 1.28
[1.77] [1.62] [1.68]
Chinese export price index growth (Aln, 2005 — 2000)*  —0.07 —0.14 —0.11
[0.70] [0.69] [0.69]
Chinese export variety growth (Aln, 2005 — 2000)* 0.27 0.35 0.32
[0.46] [0.41] [0.43]
MEN tariff (In), 2000 0.03 0.04 0.04
[0.04] [0.05] [0.05]
Column 2 tariff (In), 2000 0.16 0.39 0.31
[0.10] [0.12] [0.16]
Ratio of column 2 to MFEN tariff 1.14 1.42 1.33
[0.09] [0.14] [0.18]
Uncertainty (pre-WTO)® 0.30 0.64 0.52
[0.18] (0.09] (0.20]
Change in MFN tariff (Aln, 2005 — 2000) —0.002  —0.004 —0.003
[0.01] [0.01] [0.01]
Change in transport costs (Aln, 2005 — 2000) —0.01 —0.002 —0.005
[0.10] [0.08] (0.09]
Observations® 1,124 2,087 3,211

Notes: Simple means with standard deviations in brackets. Low: subsample of industries in the
bottom tercile of pre-WTO uncertainty (ranked by 7,/7,); High refers to the rest of the sample.
Total includes the full sample used in baseline Table 2.

4Test of mean difference across samples significant at least at the 5 percent level.

PPotential profit loss measure if MEN revoked pre-WTO: 1 — (7/7,)7, using o = 3.

“Total observations for price index change: 2,579 HS-6 industries used in baseline Table 4. Total
observations for variety growth (number of traded HS-10 varieties with an HS-6 industry):
1,051 and exclude industries with censored varieties (traded in both 2000 and 2005). High and
low bins for price and variety are defined on the baseline sample.

growth distribution for high TPU industries first-order stochastically dominates the
one for low TPU industries, as shown by the respective kernel densities in panel A
ofMand confirmed via a Kolmogorov-Smirnov test. Panel A of pro-
vides further nonparametric evidence of this relationship by estimating a local poly-
nomial regression of export growth on 111(7'2‘/ / TW). We confirm the higher growth
in high initial uncertainty industries, via a mean test, and a nonnegative relationship
over the domain.

Semiparametric Evidence and Functional Form.—Using a semiparametric
approach, we can control for other determinants of export growth and test for spe-
cific functional forms of the uncertainty term. Several trade models yield a gravity
equation that is a special case of (11) with the implicit restriction that f = 0. We
use the residuals from that restricted estimation to determine how 7,y / 7y affects f
without imposing functional forms. Using a double residual semiparametric regres-
sion (Robinson 1988) we find that 7,y / 71y has a significant effect on subsequent
export growth net of tariff or transport cost changes. This result is robust to includ-
ing 21 sector dummies in the restricted regression to net out any heterogeneous
growth trends in Machinery, Textiles, Footwear, and the remaining 18 other sectors
that the UN defines as coherent groups of HS-2 categories.
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Panel A. Exports (Aln) Panel B. Price index (Aln)
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FIGURE 3. CHINESE EXPORT AND PRICE INDEX GROWTH IN HIGH VERSUS LOW UNCERTAINTY INDUSTRIES

Notes: Epanechnikov kernel density estimates. High uncertainty defined as the top two terciles of ratio of US col-
umn 2 to MFN tariff in HS-6 industry V. Low uncertainty is the bottom tercile. Equality of distributions rejected
with p-value of 0.001 (panel A) and 0.009 (panel B) in Kolmogorov-Smirnov tests. See text for details of price
index calculation.

Panel A. Exports: local polynomial fit Panel B. Price index: local polynomial fit
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FIGURE 4. CHINESE EXPORT AND PRICE INDEX GROWTH (Aln) VERSUS INITIAL POLICY UNCERTAINTY

Notes: Panels A and B are a local polynomial fit on In(7,,/7y), where 7, and 7,y are the column 2 and MFN tariff
factors in 2000 in HS-6 industry V. Panels C and D regress log export and log price index growth on changes in
transport costs, tariffs, and on sector dummies. The linear fit uses OLS and also includes —(7»y/7yy) >, which the
semiparametric uses as an argument of the local polynomial estimated using the Robinson (1988) semiparametric
estimator. We plot the fit against 1 — (7,y,/7y) ~ for ease of comparison with the uncertainty variable used in the
baseline OLS regressions.
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TABLE 2—CHINESE EXPORT GROWTH (US, Aln): BASELINE ESTIMATES, 2000-2005

) 2) (3) (4)

Uncertainty pre-WTO 0.743 0.791 0.716 0.734
[+] [0.154] [0.150] [0.186] [0.184]
Change in tariff (Aln) —9.967 —4.34 —7.356 —4.25
-] [4.478] [0.676] [5.060] [0.677]
Change in transport costs (Aln) —2.806 —2.893 —2.795 —2.833
-] [0.455] [0.450] [0.456] [0.451]
Constant 0.851 0.843
[0.0853] [0.0850]
Observations 3,211 3,211 3,211 3,211
R 0.03 NA 0.05 NA
Sector fixed effects No No Yes Yes
Restriction p-value (F-test) 0.204 1 0.536 1

Notes: Robust standard errors in brackets. Predicted sign of coefficient in brackets under vari-
able. Uncertainty measure uses US MFN and column 2 Tariffs to construct profit loss measure at
o = 3. All specifications employ OLS and 2 and 4 impose theoretical constraint on tariffs and
transport cost coefficients: b, = by(c/(c — 1)). Sectors defined by the 21 HS sections.

In panel C of Figure 4, we plot the resulting semiparametric fit and see it is
increasing in 1 — (7’2‘// T V)_3, the potential profit loss measure when o = 3. The
figure also shows the partial effect of this measure obtained from OLS estimation
of (11), so controlling for tariffs, transport costs, and sector trends. We see the para-
metric estimate lies everywhere within the shaded area representing the semipara-
metric 95 percent confidence interval. Because we can’t reject their equality, we will
use the OLS specifications with ¢ = 3 as a baseline from which to perform robust-
ness tests. We also test if the semiparametric fit is equal to alternative parametric
fits that are linear or log-linear in 7,y /7y, and find they are rejected by the data.
This suggests that reduced-form measures of column 2 tariffs should not be used for
quantitative predictions. Partially because the nonlinearity implies a smaller effect
of 7,y at high tariffs where trade would be negligible.

Parametric OLS Estimates.—The semiparametric evidence supports approx-
imating the uncertainty term using b, x (1 — (TzV/TIV)_3) in (11). When we
approximate Uy linearly around v = 0 and use (7) we have the following struc-
tural interpretation of b7 = [(k— o +1)/(c — 1)Ju(v)g > 0. We first present
parametric estimates of b, and check their robustness to two potentially important
sources of omitted variable bias.

Baseline.—The ordinary least squares (OLS) results inare consistent
with the structural interpretation of the parameters. In column 1 we see that b, is
positive and significant. As predicted, this implies that industries with higher initial
potential losses grew faster after WTO accession. The coefficients on tariffs and
transport costs are negative and significant. The estimation equation contains an
over identifying restriction, b, = b,0 /(o — 1), that we cannot reject. We therefore
reestimate the model in column 2 with this restriction, which increases the precision
of the estimates. One reason for the increase in precision for the tariff coefficient is
the small variation for this variable in this period.
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Sector-Level Growth Trends and Unobserved Heterogeneity—The preliminary
evidence in panel A of Figure 2 showed a positive relationship between the average
export growth and the mean of In(7,y /7 y) by sector. If most of the variation in
TPU or export growth was across sectors then we would worry their relationship
would be proxying for an omitted sector effect. To explicitly control for this possi-
bility, we reestimate the baseline including a set of 21 sector dummies. The results
in columns 3 and 4 of Table 2 are similar to the baseline and show the robustness
to potential sources of omitted variable bias, such as differential changes across
sectors in productivity, sunk costs, upgrading parameters, FDI, and Chinese barriers
on intermediates.

D. Robustness

The baseline results are robust to several potential issues, which we outline below.
The online Appendix includes the associated tables and a detailed discussion of each
issue.

Nontariff Barriers.—In Table A2 we control for changes in HS-6-level nontariff
barriers, including the removal of the Multi-fiber quotas, which does not affect the
baseline estimates.

Elasticity of Substitution, Outliers and Sample Selection.—In Table A3 we find
that the qualitative impact of TPU is robust to (i) alternative assumptions regarding
the elasticity of substitution used to construct this variable; (ii) downweighting out-
liers using a robust regression procedure; and (iii) extending the sample to incorpo-
rate zero trade flows (by calculating midpoint growth rates) and HS-6 industries that
do not have ad valorem but have specific tariffs.

Processing Trade.—In Table A3 we drop the HS-6 industries where process-
ing trade is most prevalent (Kee and Tang 2016) and continue to find a significant
impact of TPU. This specification controls for several potential omitted variables
(e.g., Chinese policy toward the input purchase, transformation, and resale of output
to a foreign firm) and indicates TPU affected a broad set of industries.

Capital /| Labor Intensity.—In Table A4 we find the TPU effect is robust to con-
trolling for capital /labor intensity and marginally stronger for industries where that
intensity is highest.

Unobserved Export Supply Shocks.—We addressed omitted variable bias thus far
by controlling for specific variables at the HS-6 level and for unobserved contempo-
raneous sector shocks. In Table A5 we control for unobserved HS-6 industry Chinese
export supply shocks common across destinations. First, we provide a placebo test
and find no effect from regressing Chinese export growth to the European Union
and Japan on the US TPU measure. Second, we pool these observations with the US
sample and include HS-6 effects and identify a positive differential growth effect of
US TPU on Chinese exports to the United States (relative to other markets in the
same industry). Thus, the baseline estimates are robust to controlling for narrowly
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defined Chinese supply shocks common across destinations, including any Chinese
policy changes induced by WTO accession and Chinese technology changes.

Unobserved Import Demand Shocks.—If US import demand increased in indus-
tries with higher uncertainty, then the baseline estimates could be biased upward.
Such shocks would also increase US imports from other countries and cause them
to be correlated with the TPU measure. However, in Table A6 we find no evidence
of this. US import growth from nonpreferential trade partners was not significantly
affected. Pooling these imports and those from China allows us to control for HS-6
effects and thus any unobserved US import demand shocks. The differential effect
of TPU on Chinese imports is positive and significant. We perform a similar test
focusing on a specific control, Taiwan. This country also acceded to the WTO in
January 2002 but unlike China it never faced an annual renewal process for its MFN
status so the model would predict little or no effect of TPU. The results in Table A6
support this prediction.

Pre-Accession Growth Trends.—The baseline focuses on export growth over the
period 2000-2005. Any pre-accession growth trends correlated with TPU could bias
these estimates. In Table A7 we find no significant effect of the uncertainty measure
in 1996 on Chinese export growth to the United States in the years 1996-1999. We
then extend the baseline sample to include the pre-accession period and perform a
difference-in-differences estimation—we find the baseline estimates are robust to
controlling for HS-6 specific growth trends.

Timing of TPU Shocks.—In Table A8 we provide estimates from a yearly panel
in levels between 1996 and 2006 and find a similar effect to the baseline. Moreover,
the timing of the effect matches the WTO accession. The increased growth in higher
TPU industries only becomes significant in 2002. We find lower import levels in
the period 1996-2001 in industries with higher TPU but that effect is similar across
those years suggesting that, prior to WTO accession, minor changes in the legisla-
tion or in the relations between the United States and China did not significantly
affect Chinese firms’ beliefs about losing the MFN status. '

E. Additional Evidence: Sunk Cost Channel

The baseline provides an average elasticity of exports to TPU across all indus-
tries. We now test if that elasticity is only present in industries with sunk costs of
exporting, as predicted by the model. Doing so requires a measure of those costs
and, since none is readily available, we estimate it by exploiting variation in the
persistence of exporting over time. A standard approach (Roberts and Tybout 1997)
is to use firm-level data to estimate a probability model where, after conditioning

13 These insignificant changes in -y during the period 1996-2001 are also consistent with the lack of variability
in the vote share to revoke MFN status in the House of Representatives. According to the Congressional Quarterly
Almanac, that share increased slightly from 33 percent in 1996 to 40 percent in 1997 and remained around that level
(except for 2000, 34 percent). We also constructed and found that a news index of US TPU did not fall significantly
during the period 1996-2002 but did so between 2002 and 2006, both of which are consistent with the panel esti-
mates of changes in . We thank two referees for these suggestions.
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on firm characteristics to capture their current incentive to participate, any correla-
tion with lagged participation provides evidence of sunk costs. We apply a similar
approach but use HS-10 product data and estimate export persistence parame-
ters, b{*', industry-by-industry.

In online Appendix C4 we argue that the estimates appear reasonable and provide

additional details on the estimation and identification.'4 We classify industries as
sunk

having relatively higher sunk costs if their #-statistic for by is higher, which indi-
cates we can be more confident of rejecting b = 0. More specifically, the top

two terciles of the regression sample with higher 7-statistics are classified as higher
sunk cost relative to those in the bottom tercile.

In panel A of|Table 3| we find no effect of TPU on Chinese exports in low sunk
cost industries (column 1). In contrast we find a positive and significant effect for
the high sunk cost subsample (column 2). This provides strong evidence for the
model’s option value of waiting uncertainty channel.

The heterogeneity of TPU due to sunk costs is not driven by its correlation with
import demand shocks. US imports from Taiwan are not significantly affected by
TPU either on average (Table A6) or in either sunk cost subsample (Table 3, col-
umns 3 and 4). Moreover, in the last two columns of Table 3, we pool Taiwan and
China and include HS-6 effects to control for the possibility that sunk costs have
some unobserved correlation with the uncertainty measure. We find a positive and
significant differential effect of TPU on Chinese trade (relative to Taiwan) in high
sunk cost industries but not in low."

The heterogeneity of TPU due to sunk costs is also not driven by its correlation
with export supply shocks. Recall that we found no average effect of US TPU on
Chinese exports to the European Union. In panel B of Table 3 we also find no dif-
ferential effect of TPU on Chinese exports to the European Union between high and
low sunk costs (columns 3 and 4). When we pool Chinese exports to the United
States and European Union in columns 5 and 6 and include sector-country and HS-6
industry dummies, we find a positive and significant differential effect on China’s
export growth to the United States in the high sunk cost industries and none in the
low, as the model predicts.'¢

In sum, there is strong support for the sunk cost channel and the effect is robust
to controlling for unobserved demand and supply shocks.

F. Partial Effect Estimates of TPU on Prices and Entry

Prices.—The model predicts that a reduction in TPU lowers the ideal consumer
import price index due to the entry of new varieties and a reduction in the prices of
existing ones if there is technology upgrading. For industry V in state s this index for

14To minimize the impact of the episode we study on the persistence estimates, we use data for the pre-acces-
sion period, 1996-2000, and focus on the effect of lagged export participation on current export participation for
each HS-10 product-country variety for all US nonpreferential trade partners, excluding China.

15 These estimates also include a full set of sector-country dummies with standard errors clustered on industry.
The significance is similar when using 500 bootstrap replications to account for the generated regressor.

16We employ the same sunk cost measure as in panel A, which requires only a similar industry ranking of these
costs when exporting to the United States or the European Union.



2752 THE AMERICAN ECONOMIC REVIEW SEPTEMBER 2017

TABLE 3—US IMPORT AND CHINESE EXPORT GROWTH: SUNK COST HETEROGENEITY
AND UNOBSERVED SHOCKS, 20002005

China Taiwan Pooled

US imports from: Low High Low High Low High
Sunk cost sample: (1) (2) (3) (4) (5) (6)

Panel A. US import growth (Aln): robustness to unobserved HS-6 import demand shocks in high versus low sunk
cost industries

Uncertainty pre-WTO (US) —0.611 1.105 —0.593  0.0486
(0.393] [0.280]  [0.414] [0.297]
Uncertainty pre-WTO (US) x 1(China) 0.0663  1.026
[0.517]  [0.383]
Change in tariff (Aln) -9.59 —-120 —6.699 —19.3
(1330]  [7.107]  [11.91]  [6.484]
Change in transport costs (Aln) —228 —4.51 -321 =518 —-1.12  —4.67
[1.200] [0.743]  [0.892] [0.724]  [0.880] [0.797]
Observations 759 1,519 759 1,519 1,518 3,038
R? 0.08 0.09 0.13 0.11 0.32 0.43
Sector x country fixed effects Yes Yes Yes Yes Yes Yes
HS-6 fixed effects No No No No Yes Yes
us EU-15 Pooled
Chinese exports to: Low High Low High Low High
Sunk cost sample: (1) (2) (3) (4) (5) (6)

Panel B. Chinese export growth (Aln): robustness to unobserved HS-6 export supply shocks in high versus low
sunk cost industries

Uncertainty pre-WTO (US) 0.0363  0.816 0.492  —0.336
[0.313] [0.263] [0.302] [0.241]
Uncertainty pre-WTO (US) x 1(China) —0.444  1.144
[0.409] [0.315]
Change in tariff (Aln) —2.659 —7.703 5.845 —12.43 —1.15 —-9.563
[11.49] [5.803] [6.075] [3.166] [5.881] [3.876]
Observations 975 1,945 975 1,945 1,950 3,890
R? 0.047  0.037 0.066  0.05 0.03 0.04
Sector x country fixed effects Yes Yes Yes Yes Yes Yes
HS-6 fixed effects No No No No Yes Yes

Notes: Robust standard errors in brackets clustered on HS-6 industry in columns 5 and 6. Uncertainty pre-WTO is
defined as in the baseline US sample. Total sample in columns 1 and 2 reduced relative to Table 2 because sunk cost
estimates not available for all HS-6 industries. The change in the US MFEN tariff does not vary across nonpreferen-
tial partners and is not identified in panel A when HS-6 industry effects are included. The uncertainty coefficient
is also not separately identified for non-Chinese imports in panel A or non-US exports in panel B. For panel A, the
sample is the subset of HS-6 products with trade in 2000 and 2005 for US imports from both Taiwan and China. For
panel B, the sample is the subset all HS-6 products with trade in 2000 and 2005 exported by China to the United
States and European Union.

1/1—0
/ 17 In online Appendix C5,

an exporter x is defined by Py, = [ Jaz, (Pvs) 1‘”]
we establish that changes in this index between 2005 and 2000 have an exact
log-linear representation in terms of uncertainty and trade costs, yielding

(12) Alnpv,x:—(a—fl— )(—1nUV)+bfA1an+b5A1an+bP+ev,

7 These reflect the consumer prices inclusive of any tariffs and transport costs. A change in this price index
could still be consistent with a negligible change in the aggregate US price index if the expenditure share on those
goods is negligible.
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TABLE 4—CHINESE PRICE INDEX AND VARIETY GROWTH (US, Aln), 2000-2005

Price index Variety
(1) (2) 3) (4) (5) (6) (7 (8)

Uncertainty pre-WTO —0.284 —0.217 —0.418 —0.483 0.0736 0.0606 0.243 0.200

[0.0689]  [0.0828]  [0.173] [0.223] [0.0309]  [0.0380]  [0.0722]  [0.0907]
MEN tariff (Aln) 5.137 0.560 9.839 6.829 —5.170 —4.066 —3.196 —2.792

[1.608] [1.682] [4.313] [4.497] [0.957] [1.024] [1.179] [1.185]
Transport cost (Aln) —0.435 —0.460 —0.477 —0.465 —0.227 —0.200 —0.514 —0.504

[0.254] [0.248] [0.626] [0.620] [0.0909]  [0.0897]  [0.165] [0.160]
Observations 2,579 2,579 907 907 2,579 2,579 1,051 1,051
Industry sample HS6 HS6 HS4 HS4 HS6 HS6 HS6, HS6,

uncensored uncensored

R? 0.02 0.06 0.02 0.06 0.03 0.06 0.03 0.07
Sector fixed effects No Yes No Yes No Yes No Yes
Uncertainty price impact (Aln)*
Average price —0.15 —0.11 —0.22 —0.25
Aggregate price —0.17 —0.13 —0.25 —0.28

Notes: Robust standard errors in brackets. All specifications employ OLS. Constant or sector fixed effects included
but not reported. The dependent variable is the In change in the ideal price index of Chinese varieties sold in the
United States between 2000 and 2005 calculated at the industry level; see online Appendix C for details. Sample:
we use the subset of industries where value and quantity data are available and price changes are defined for at least
one HS-10 variety in 2000 and 2005 for the industry (HS-6 in columns 1-2 or HS-4 in columns 3-4). The HS-6
sample trims outliers in the 2.5 percent tails of the dependent variable. Columns 7 and 8 exclude censored HS-6
industries, i.e., those where all their HS-10 categories had positive trade in both periods (these observations contain
no information about whether the number of firms exporting in that industry changed).
“Uncertainty impacts are weighted effects of all industries. For average effect the weight is the mean of the uncer-
tainty variable. For the aggregate we weight the uncertainty by the ideal CES price index relative weight of each
industry as described in online Appendix C.

where b contains the aggregate terms and ey, is an error term. Higher initial uncer-
tainty, i.e., lower U, generates lower price changes because k > o — 1 (for a finite
first moment of exports). We use the same linear approximation of In Uy as the OLS
gravity estimates of equation (11).'®

We compute the change in the price indices for each industry using the approach
in Feenstra (1994), which captures the new varieties and changes in the price of
existing ones. We define varieties at the HS-10 product-country level, as in Broda and
Weinstein (2006). We continue to assume a common ¢ so any correlation between
the price change and our measure of TPU does not reflect variation in the elasticity.

Similarly to export growth, we first provide nonparametric and semiparametric
evidence. First, the distribution of price changes is lower for high TPU industries
and present across the full range of TPU, as seen in panel B of Figures 3 and 4.
Second, in panel D of Figure 4, we show the result is also present in the semipara-
metric estimates after controlling for tariffs, transport costs, and sector effects.

presents the estimates for equation (12) showing that industries with
higher initial TPU indeed had larger price reductions. In column 1 we see the uncer-
tainty effect estimated at the same level as export growth, HS-6, is significant and
robust to controlling for sector effects (column 2).'” The partial effects of uncertainty

k—(o—1
18 Thus, In Uy ~ —%(1 — (rv/ 7 V)’3) and the estimated OLS coefficient is b7 = —ug%

)2
19 The number of observations is lower than the gravity regressions because quantity is not always consistently
observed and because the price index is only defined for HS-6 industries where at least one variety is traded in both

periods, which may introduce a sample selection bias. Any such bias should be mitigated by recomputing the price
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on prices are the following. First, using column 1, the average reduction in the price
index is 15 log points at the mean of initial TPU. Second, the aggregate import price
index change is a weighted average of the industry-level changes; applying those
same weights to the estimates of TPU in each industry we obtain its impact on the
aggregate import price index: 17 log points.

The baseline price index results are also robust to controlling for HS-6
industry-specific shocks, e.g., to tastes and quality. We apply the approach used to
control for import demand shocks in Table A9. For each HS-6 we compute an addi-
tional aggregate import price index, which reflects all nonpreferential partners trad-
ing with the United States and pool them with the Chinese observations to estimate
the differential effect of TPU. The first column of Table A9 shows that industries
where Chinese exporters faced higher initial TPU had larger price reductions if the
good was imported from China but that same measure of TPU had no significant
effect on the price index measure from the remaining countries. In column 2 we find
a significant differential effect of TPU on the Chinese goods prices even after con-
trolling for HS-6 effects. We find similar results in columns 3 and 4 when we restrict
the control group to Taiwan. All the results control for sector-country growth shocks
and cluster standard errors at the HS-6 level.

Evidence on Channels: Entry, Upgrading, and Sunk Costs.—The price index
effects are the relevant ones for consumer welfare. But we can provide some addi-
tional evidence for the entry and upgrading channels and the role of sunk costs
highlighted by the model.

The model predicts that at least a fraction G(c3) of Chinese firms in industry
V export to the United States. In Section IB, we derive an exact log-linear repre-
sentation of entry in terms of uncertainty and trade costs that yields the following
estimation equation:

(13) Alnny = k(=InUy) +b'Alnty+ bjAInDy+ b + ey,

where b captures aggregate changes and ey is an error term. The predicted signs
match those for the export equation. Using the changes in the number of traded
HS-10 products as a proxy for entry, we find TPU reductions lead to entry in the
same sample where we found it reduced the price index. Moreover, all other vari-
ables are significant and have the predicted sign (Table 4).?°

Directly testing the effect of TPU on upgrading requires data on export technol-
ogy expenditures, which are not available. Nevertheless, we can provide indirect
evidence. In the absence of upgrading, the model predicts no effect of uncertainty

change at a higher level of aggregation. In column 3 we do so and regress it on the HS-4 average of the TPU and
trade cost measures, which yields a stronger effect of TPU. We focus the quantification and robustness on the more
conservative HS-6 estimates.

29The magnitude of the uncertainty coefficient in column 5 of Table 4 is attenuated toward zero because entry
is measured with error when we use product data. The attenuation reflects measurement error whenever a true
variety is defined at a level finer than the HS-10, thus we do not use these estimates for quantification. This issue is
potentially important in industries where all HS-10 categories within an industry already had positive trade in both
periods, so the growth in the number of measured variety is zero but true variety may have increased or decreased.
We address this in column 7 by dropping those industries; the sign and significance are similar to those in the full
sample but the impact of uncertainty triples.
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TABLE 5—CHINESE PRICE INDEX AND VARIETY GROWTH: SUNK COST HETEROGENEITY
(US, Aln), 2000-2005

Price index Variety
(1) 2 G3) (4)
Uncertainty pre-WTO
x High sunk cost indicator —0.449 —0.320 0.096 0.082
[0.0816] [0.0923] (0.0423] [0.0485]
x Low sunk cost indicator [~0] —0.009 —0.062 0.019 0.030
[0.118] [0.130] [0.0396] [0.0471]
MEN tariff (Aln) 4.429 0.332 —4.710 —3.788
[1.610] [1.687] [0.950] [1.012]
Transport cost (Aln) —0.446 —0.465 -0.217 —0.196
[0.253] [0.248] [0.0896] [0.0888]
High sunk cost indicator 0.165 0.103 0.029 0.029
[0.0793] [0.0810] [0.0324] [0.0345]
Constant —0.047 0.055
(0.0658] [0.0230]
Observations 2,579 2,579 2,579 2,579
R? 0.02 0.06 0.04 0.07
Sector fixed effects No Yes No Yes

Notes: Robust standard errors in brackets. All specifications employ OLS. Dependent variables
and sample described in notes to Table 4. High sunk cost indicator is 1 for industries in top two
terciles of export sunk cost estimates ranked by z-statistic, as described in text.

on the prices of continuing varieties. The ideal price index for Chinese imports in
industry V is composed of a weighted average of changes in unit values of HS-10
varieties traded in 2000 and 2005 plus a variety growth term. If a reduction in TPU
only operated by inducing export entry, then the model predicts an increase in the
continuing variety component for industries with higher initial TPU, i.e., an increase
in average prices since the entrants would be less productive. In online Appendix
Figure A2 we find the opposite.”! This evidence that continuing varieties have sub-
stantially lower prices in industries with higher TPU is not consistent with a basic
version of our model where TPU only affects entry (nor one with quality upgrad-
ing); the finding requires a channel whereby reductions in TPU lower the prices of
continuing varieties. One such channel is export technology upgrading.

In we examine whether the baseline price and entry effects are stronger
in high sunk cost industries. We interact the TPU measure with indicators for high
and low sunk cost industries, defined as before. We find significant effects of TPU
on prices and entry for high sunk cost industries but no significant effects for low,
as the model predicts.

In sum, we have documented a strong and robust relationship of TPU on export
values and prices of Chinese goods sold in the United States and provided evidence
for the channels highlighted by the model. The nonnegligible share of expenditure
on those goods suggests this episode affected aggregate outcomes in the United
States. To quantify these we model the general equilibrium effects of TPU.

2I'The local polynomial fit in Figure A2 of the continuing variety component against TPU shows a significant
negative relationship, which is also robust to controlling for changes in tariffs, transport costs, and sector effects in
a parametric setting similar to the one used for the full price index in Table 4.
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III. General Equilibrium Effects of Policy Uncertainty

To quantify and decompose the GE effects of TPU, we now allow countries to
be large enough to affect aggregate outcomes in their export market. We exam-
ine consumer welfare and firm outcomes such as entry investments and sales. The
exposition focuses on the key equilibrium conditions and the intuition for these in
a single industry setting. In online Appendix D we provide details on the derivation
of certain expressions and the multi-industry extension. We show that with limited
information the model can be used to examine counterfactuals beyond the Chinese
episode such as the impact of US TPU against all its trade partners. In Section IV
we employ this structure and the estimated structural parameters to examine the
implications for China’s WTO accession.

A. Setup

These extra assumptions allow us to determine aggregate expenditure, E,, and the
price index, Py:

Al. There is no borrowing technology available across periods.

A2. Individuals are either workers or entrepreneurs, with mass L and N, respec-
tively. Entrepreneurs are endowed with a blueprint embodied in the marginal
cost, ¢,, and receive the profits of their variety and any lump-sum rebates of
tariff revenues.

A3. The period utility reflects a constant expenditure share on differentiated goods
equal to ;x> 0 for workers and zero for entrepreneurs.

A4. There are two countries with identical preferences.

Under these assumptions, TPU does not affect aggregate expenditures, which
allows us to focus on the effects via the price index; the latter are important in our
empirical setting and in understanding welfare effects for consumers. To see this we
highlight the following implications. (i) A1 implies that current expenditures must
equal current income each period for each individual. (ii) A2 implies that the only
source of worker income is the wage, which is pinned down at unity—by the mar-
ginal product of labor in the numéraire—provided the population in each country
is sufficiently large for the numéraire to be produced in equilibrium. (iii) The con-
stant equilibrium wage and A1-A3 together imply that expenditure on differentiated
goods is constant: E; = pL for all s; so the price index is the only aggregate endog-
enous variable that is uncertain in each country. (iv) The indirect utility for workers
is fuP; " in each state.”” (v) A3 implies that entrepreneurs have linear utility so
the entry decision of risk-neutral entrepreneurs is obtained by solving the Bellman

22The constant is i = wl " (1— u)(]’“) where / is the labor endowment and w = 1 in equilibrium.
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equation defined in Section IB.?3 (vi) A4 rules out third country effects, mostly for
expositional reasons.*

The price index for differentiated goods in state s depends on imported and home
varieties, (0, = € U

(14) P77 = szx( vs)lﬂ7 dv = fQS.x<deCV/P)170 dVWLfQS,,l(Cv/P)l*U dv,

where p = (0 — 1)/0. Before deciding to enter, firms form rational expectations
about the expected price index, Py. In equilibrium P{ = P, given the following
information structure. At the start of each period ¢ a surviving firm knows its cost, c,,,
and there is a common knowledge information set, denoted by i,, that includes:
(i) the fixed exogenous parameters of the model including the survival rate and the
time invariant set of potential varieties in each country, €2; (ii) the structure of the
model including the entry decision rules; (iii) the current realization of the policy;
and (iv) the equilibrium set of varieties sold in each market in the previous period,
denoted by €2,_;. The state, s, is defined by the combination of the realized policy
atrand €, ;.

We define the equilibrium as the following set of prices and quantities in each
country and state s: (a) a demand vector for the differentiated and numéraire good,
q,; (b) a market entry decision for each differentiated firm v and a distribution of
active firms, ), with prices, p,; (c) an expected and actual price index, P{ and Pg;
and (d) labor demands for the differentiated and numéraire goods and a wage, that
satisfy the following conditions: (i) the numéraire good market clears; (ii) workers
maximize utility subject to their budget constraint taking their factor endowments
and all prices as given; (iii) entrepreneurs maximize utility subject to their budget
constraint taking as given their factor endowment, technology, wage, Py, the policy
regime (A) and its lump-sum revenue, and all other information in ig; (iv) P, = Py
due to rational expectations (see online Appendix D); and (v) the labor market
clears.

Since TPU now affects the price index there will be aggregate uncertainty and
transition dynamics after policy shocks. We derive key analytical results for cutoffs,
to compare with the partial effects, and for the price index, to compare with the lit-
erature on the aggregate gains from trade. We then provide a numerical solution for
the model using exact changes.

B. Equilibrium Entry, Prices, and Welfare

We focus on exact changes, 5, = y,/y,—the ratio of some outcome y in state
s and its baseline value. To fix ideas we choose a baseline with a deterministic

23Namely, equation (4) evaluated at a, K, (3 for the export decision to the home market and the same equa-
tion evaluated at ag,, K),, 3, for domestic production entry. We can interpret the exogenous discount factor in the
Bellman equation as the survival probability of the entrepreneur or more generally the product of that probability
and the probability of survival of the invested entry capital. We rule out the possibility that entrepreneurs are credit
constrained by assuming that their endowment ¢ is always at least as high as the sunk entry investment so they can
always self-finance this cost in a single period even if it exceeds that period’s operating profits.

241f third countries don’t face tariff shocks themselves in this market then they can be included since any shocks
to their competitors’ tariffs affect third-country firms only via the price index and so they react similarly to domestic
firms.
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policy 7 = 7,80y, = y(Tb, v = 0). Using the demand expressions and (14) we

rewrite the aggregate price change as a function of the price changes in imports,
1/(1-0)

P, ., and domestic varieties P, ;, —where P ; = [ fQ“,< W)lf"dv] for

i = x,h, as follows:

(15) (ﬁs)l_” —1(h) "+ (-1 ()" foralls.

The weight, I = 7,R, / E,, is the share of expenditure on imports in the baseline,
i.e., the import penetration ratio (online Appendix D.1.2).

Any firm with costs below the relevant cutoff in state s serves the market as
do other surviving firms that previously entered under better conditions. Therefore,
the varieties that determine each P;; can reflect the entry cutoffs in that state and
prior ones. The expression in (15) reflects this hysteresis due to sunk costs as does
the quantification. The latter focuses mainly on comparing stationary equilibria and
so does the exposition below. Stationary equilibria are characterized by a constant
mass of active domestic and foreign firms in each market and thus constant price
indices for any given 7,. The stationary price index is then P,, = P(cm,c,Z,Tm),
which evaluates (14) at the cutoffs for each state.?” Similarly, the domestic compo-
nent of the price index is P, , = Ph(c,f,) so its change, f’m’ » depends on changes
in the domestic entry cutoff, ¢,, ,. The import price index is P, , = Px(cm, Tm) and
therefore }A’m’x depends on the change in the cutoff and also in tariffs if 7,, # 7,

The key analytical results do not rely on a specific productivity distribution but
the estimation and quantification uses a Pareto, and in this case we obtain

A\ l—0
(16)  (P,) = 1(7)"7 (@) 4 (1= 1) (8,) ) forall m.
The equilibrium price change depends on entry changes for which we now solve.

Deterministic Policy Baseline.—If the policy is expected to remain at
7,, then the price index is P. = P(cn? e h,Tm), which evaluates (14) using
the available varieties. An exporting firm serves this market if its cost is below
cP (P,,If , Tm), as given in (3). A domestic firm serves the market if its cost is below

1
P (PR) = [am/((1—B) K]

Each firm’s investment to serve a country is independent of the price index in
another country.”§ We can then solve for the price, production, and export cutoffs
by finding the unique solution to the three equations defining the equilibrium value
of these variables in each country. In online Appendix D.1 we show that higher
tariffs increase the equilibrium price index, dP”/dr > 0, reduce export entry,
dcP/dr < 0,and increase domestic entry,dcy /dr > 0.Replacing the equilibrium

251f T > 0 periods ago the tariff changed to 7,, then the stationary equilibrium is given by the value of
yT_m(Tm). In a stationary equilibrium there is still exogenous death but it is exactly offset by entry thus leaving the
firm mass unchanged.

26The separability arises because the equilibrium wage is constant and the marginal domestic entrant pays the
sunk cost after knowing its productivity and is assumed to be unproductive enough that it never exports.
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cutoff changes into (16) we obtain the following price index change in any state m
as a function of policy changes and baseline import penetration:

(17) B = |1(3,) " + (1 —1)]7% for all m.

Consumer welfare changes in this model are given by (i’,,[,’ ) ~# and we can com-
pare them to the cost of autarky, which is [VVm = (13,5) *“] 2 o0 = (1- I)“/k.
Autarky is costlier, or equivalently the gains from trade with a given country larger,
the higher the initial import share from that country, /, and the lower the trade cost
elasticity, k. Thus, the expression for deterministic welfare gains from trade for con-

sumers in our model is similar to those obtained in a broader class of static trade
models (cf. Arkolakis et al. 2012).?”

Uncertain Policy.—We now allow for three policy states. Switching out of the
intermediate state occurs with probability v and can worsen conditions for foreign
firms (higher protection) or domestic ones (lower protection). Either switch leads
to gradual exit and transition dynamics as the price index adjusts up toward its sta-
tionary value. So entry decisions will depend on the expected transition paths for
economic conditions.

The export entry cutoff relative to the deterministic baseline, 7, is ¢, = ¢{’/c/,
is still obtained by solving the optimal stopping problem in Section IB but now tar-
iffs also affect the price index, P (online Appendix D.1.3):

a

(18) & = Ulwg,y) x Py x (7)) 713

(19) Ulwg.n) = MI

14 u(y)

The effect of uncertainty if we hold tariffs fixed is obtained by setting 7, = 1. We
note two differences relative to the small exporter. First, there is a price change,
captured by P,. Second, the average operating profits under the worst-case scenario
relative to state 1 are now wg = (72 / 71) ~7g, where

(20) e=( —ﬂ)éﬁf(%f)g_l,

and P, 7/ P, is the relative price index 7 periods after switching to high protection.
So g is the average change in profits due to aggregate price changes after a transition
to high protection. With a small exporter g = 1, whereas now it will typically differ
from unity. Our solution will show that this does not overturn-the direct tariff effect,
i.e., we continue to have (TZ/TI)*”g < landthus U < 1.8

27Equation (17) also applies to a model with multiple exporters to this market if they face deterministic tariffs
and have the same distribution parameter, k. We use / equal to either the aggregate import share (complete autarky)
or the import share of a specific country (partial autarky).

2830, conditional on the price index change, we continue to obtain the TPU-augmented gravity equation (10); the
main difference is that the coefficient on 7, / 7 reflects u x g, whereas it reflected only u in the small exporter case.
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Next we solve for the change in domestic entry. With sunk costs of domestic
entry, K, > 0, the domestic cutoff change, ¢, , = c{/3/ch) is

(21) ¢ = Ulgn,) x Py
i
1+ uy(7) gn| o
22 U , = |\ 5

) o= (-my (%)

T7=0

The relevant domestic TPU factor is now U, which depresses domestic entry. The
intuition is similar to export entry, except that the worst-case scenario for domestic
firms is the low protection state. Starting in the intermediate state the expected dura-
tion of low protection is u,(y) = (1 — A;) 8,/(1 — 3,) and the expected change
in profits after that transition, g,. After a transition to low protection the domestic
price index falls and thus so do domestic profits, hence g, < 1.

Sunk costs generate transition dynamics after moving from the intermediate state.
A switch to the low protection state triggers immediate entry of exporters and a
lower price index; over time domestic firms die and fewer reenter due to the lower
price index. Thus, the price index overshoots: it jumps down on impact and then
increases along the transition (Figure A4). The switch to high protection increases
the price index both on impact and gradually over the transition, as fewer exporters
enter.

Replacing the export and domestic entry cutoffs into (16) we obtain the change in
the stationary price index in the intermediate TPU state relative to the deterministic
baseline:

Qo by = 1) (- n ]

When U = U, = 1 we obtain the deterministic expression in (17). The price
change due to TPU alone, if 7; = 1, increases the price index due to its effect
on foreign firms, U < 1, and domestic ones, U, < 1. Therefore, the intermediate
TPU equilibrium must contain fewer foreign firms, fewer domestic firms, or both.
The general equilibrium entry effects are perhaps less obvious. TPU has a direct
negative effect on foreign and domestic entry, which pushes up the price index; so
the net impact of TPU is to lower entry if the direct uncertainty effect is sufficiently
strong. These opposing effects may imply that foreign and domestic entry move in
opposite directions. If the intermediate tariff, 7, is very close to its low protection
value, 7y, then TPU increases domestic and lowers foreign entry. This will be the
case in our application to China and occurs because the domestic firms were already
close to their worst-case scenario of low protection. Conversely, if 7, were close
to 7,, then there would be more foreign entry under TPU and less domestic entry.
In sum, the general equilibrium analysis will allow us to quantify key effects
and highlights qualitatively novel implications of TPU. Notably, TPU can reduce
domestic entry, which is not possible in a similar setting with a deterministic tariff.
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Moreover, when this domestic entry reduction is sufficiently large it implies that
consumer welfare is below the permanent autarky level, as one of our counterfactual
exercises shows.

C. Solution

To characterize and quantify the effects of TPU, we solve a multi-industry version
of the model for the complete sequence of prices and entry decisions. We describe
the key elements and solution approach here.

Inputs: The model and its solution require:
* a set of exogenous parameters: © = {k, o, A(Tm , 7), 0, ﬁh};
* baseline equilibrium import shares: I = {IV(Tb, v = O)}, where I(Tb, v = 0)
= ZVIV(TIJ’ Y= 0>

Equilibrium: The entry conditions (18) and (21) and U, U, yield a system of
equations for:

ethe relative stationary price index in the intermediate state,

Pl(g, gh> @,I) in (24);

* the sequence of relative prices after a switch to low or high protection, respec-
tively i)o, T(gh ,P,,0, I) ,in (20) and i)z, T(g, P,,0, I) , (45) in online Appendix
D.1.2;

* the average profit change due to prices after a switch to high or low pro-

tection, respectively g(IA’z,T/IA’l,G) in (20) and gh(IAJO’T/IAJI,G) in (23),
where P denotes a price index relative to the baseline, e.g., 132,T = Py 1/ Py

Solution: T(0,1) = {Pl;g;gh; (1321;130, T) ;OZO} is found by:
* fixing a set © consistent with our estimation and data /;

e iterating n times until we obtain a fixed point such that T(")(@,I)
= T(e,1).

To understand the approach, recall that entry requires firms to incorporate
expected changes in profits caused by tariffs and prices. To solve for prices start-

ing in state 1, the solution algorithm uses the upper bounds g 0 = (PZD / PID) .
and g;EO) = (Pé) /PlD)U_l, which we compute using the deterministic equation in
(17). Using these we compute the initial values for P, and the paths (ﬁ’z, i Py, T) ;C:O,
which are then used to update g and g,. We iterate until the g’s and thus the other
elements of the solution converge.

We use the following inputs. First, we choose 2005, a post-agreement year, as
the baseline and use it to measure the import expenditure shares, Iy, and tariffs,
Toy- Second, we require values for O; the elasticities can be estimated (as we show
below); 3 and (3, are obtained from annual export and domestic firm survival rates
data. The tariffs for each of the three states are observable in the China episode
(71y is the 2000 MFN and 7,y the column 2); we use these unless stated otherwise
for specific counterfactual exercises.



2762 THE AMERICAN ECONOMIC REVIEW SEPTEMBER 2017

To solve the model we also require the expected durations embodied in u and
uy,. One contribution of this paper is to identify these parameters and quantify the
role of TPU in China’s WTO accession, which we do in Section IV. But first we
analyze the model’s behavior under alternative parameters.

D. Outcomes and Policy Experiments

We solve the model under alternative policy regimes to explain its key mecha-
nisms and illustrate its applicability to a range of trade policy questions. The main
counterfactual is one where the United States unilaterally abandons its trade agree-
ment commitments against all its trading partners and adopts a regime similar to the
one it used for China prior to 2002. This is a potentially useful benchmark to illus-
trate the qualitative effects of TPU and is also not implausible under the forty-fifth
US president.*”

We allow for alternative policy regimes as follows. Recall thatu = vy, 5/(1 — [3)
and u, = v(1—X))3,/(1 — B3,). To focus on the uncertainty parameter we
use A\, = 1/2, so high and low protection are equally likely and then solve the
model under all possible v € [0, 1]. The policies 7y, 71y, and 7,y are set equal
to their simple means when computing 7, and 7, which implies we only require
aggregate import penetration.”” The remaining parameters are given in Table A11.
We proceed in three steps:

(i) Evaluate the effects of switching policy states within a regime, e.g., a tran-
sition to the low protection state, and decomposing them into a TPU and an
applied policy component.

(ii) Perform counterfactual analysis of switching policy regimes, e.g., the effects
of introducing TPU under different applied or threat policies.

(iii) Calculate gains from trade under TPU and draw implications for trade
agreements.

Effects of Switching Policy States.—The total change in the stationary price index
between state 1 and 0, where we interpret the latter as an agreement, can be decom-
posed into a TPU and applied policy change as follows:

S _ P P, p
25 Ph=—=(—]|xX1{—].
() = D <P1D> <P5

TPU Applied 7

To obtain the TPU component we solve the model for 1311 at each possible v, and
then divide it by the applied policy component, PP /P = PP computed from (17).

29For any given set of parameters, the qualitative impacts of TPU are similar to those we later obtain for China
alone. But since aggregate import penetration is larger when introducing TPU on all partners (0.25 in 2005), it
typically generates stronger aggregate impacts on the United States.

30In the application to China (Section IV) we use: (i) specific parameters implied by the estimation; (ii) 71y
and 7,y as the ratio of the 2000 MEN and column 2 tariffs, respectively, to the 2005 MFN tariffs in each industry V;
and (iii) Chinese import penetration in each industry V.



VOL. 107 NO. 9 HANDLEY AND LIMAO: POLICY UNCERTAINTY, TRADE, AND WELFARE 2763

Foreign varieties 1511A (left axis)

N -0.98

. A . -0.96
-~ Domestic varieties Py, (right axis)

-
—_——_——

T T T T T T T T T 0.94
0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 1

Policy shock arrival rate (v)

FIGURE 5. DOMESTIC AND FOREIGN VARIETY PRICE INDICES (Counterfactual Introduction of US TPU on All Partners)

Notes: General equilibrium solution of the model for each variable’s growth relative to deterministic baseline if
the United States introduces TPU in 2005. Solutions computed from estimated and other parameters in Table A11.

We can decompose the impact of TPU on entry and all other variables similarly.
The tariffs in 2005 and 2000 were very similar so 77 and thus PP are close to 1.
Therefore, in and in the first column of we graph the TPU com-
ponent for different outcomes against all possible ~.

Aggregate price index increases by as much as 5 percent if v = 1 with almost
one-half occurring even at moderate uncertainty, v = 0.25 (panel A).

Foreign sales and entry fall by as much as 35 percent (sales) and 60 percent
(entry) if v = 1. Even moderate uncertainty generates a considerable reduction in
entry, 40 percent (panel D).

Domestic sales and entry sales increase by up to 12 percent if v = 1. Entry is
only initially increasing in TPU but at sufficiently high ~ the direct effect of TPU,
U, starts to offset the indirect price effect (panel G).

We break the price index change into its foreign and domestic components in
Figure 5. The decline in foreign variety entry due to TPU causes the foreign compo-
nent to increase by as much as 30 percent. This large change is partly offset in the
aggregate price index by the decline in the price index of domestic varieties.

Effects of Switching Policy Regimes.—Different events can trigger a change in y
without any change in a state or tariff values. For example, in the years leading up
to WTO accession Chinese exporters may have changed their assessment about the
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probability of that outcome. Alternatively, if the United States abandoned its trade
agreements but left its tariffs unchanged then we could examine it as a change in 7.
The graphs just described also allow us to evaluate such counterfactuals by simply
taking the ratio of the outcomes at different -y since P,(v')/P,(7) = Py(v')/Pi(7).

An alternative counterfactual regime is one with different threat tariffs. To exam-
ine this we continue to fix 7; = 1.04 and now also fix v = 0.25 and then com-
pute P, and PP by solving the model at all alternative counterfactual values of 7,.
We allow 7, € [1.04,1.38] so it ranges from 7 to the maximum value of 7, in our
sample. We obtain the TPU component for prices using (25) and do the same for the
other outcomes.

The middle column of Figure 6 shows that TPU has the strongest effects on
entry and sales at the highest threat tariff. Reductions in 7, have opposing effects on
domestic and foreign entry and thus on their respective price indices. But the import
price index effect always dominates; as reflected in the monotonically increasing
effect of TPU on the aggregate price as we raise 7,. At the highest 7, introducing
TPU implies an increase in the price index that is about one-third of what would
result if the United States reverted to autarky. The autarky cost is shown by the
straight line and is computed using (17).

Finally, we consider the impact of TPU under alternative applied tariffs, e.g.,
if the United States did abandon its trade commitments and reverted to a tem-
porary tariff above the 2000 MFN level. We fix 7, and « and solve the model
for 7y € [7y,7»]. The results in the last column of Figure 6 reflect two effects of
increasing 7. First, at higher 7; the import penetration on which TPU acts is lower.
Second, higher 7 implies a relative decrease in the threat for foreign varieties and
the opposite for domestic varieties. Introducing TPU can reduce both foreign and
domestic entry at high enough tariffs, as shown in the last column of Figure 6 and
summarized here.

Aggregate price index is higher under TPU at all 7; (panel C).

Foreign sales and entry both fall with TPU when 7y is close to 7 (as seen before)
since the possibility of high protection implies a substantial tariff increase. This neg-
ative effect of TPU is reversed when 7; approaches 7,. At that point foreign exporters
have little to lose if the policy switches to 7, and thus the direct price effect (due to
lower entry of domestic firms) dominates (panel F).

Domestic sales and entry both increase with TPU when 7 is close to 7 (as seen
before). But if 7 is above 1.1 then TPU reduces entry because the direct effect,
from lower U, eventually offsets the indirect price effect. At high enough 7;, TPU
reduces domestic sales (panel I).

In this exercise, the long-run mean is 7, = M7 + (1 — /\2) 7o = 1.21 so
introducing TPU at that point is a mean-preserving spread of the policy. Therefore
the outcomes in the last column of Figure 6 evaluated at that tariff level show the
pure risk effect of TPU, which leads to lower entry: both foreign and domestic. In
Section IVA we extend this approach to decompose the effects of TPU on China into
a pure risk and mean effect.
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FIGURE 6. AGGREGATE PRICE, SALES, ENTRY (Counterfactual Introduction of US TPU on All Pariners)

Notes: Model solution for a variable’s growth relative to deterministic baseline if the United States introduces TPU
in 2005 using parameters in Table A11. For panels B, E, and H, the threat tariff (7,) ranges from the mean observed
MEFN tariff of 1.041 to the column 2 tariffs of 1.38, both in 2000. For panels C, F, and I, the applied tariff (7;) ranges
from the simple mean of the observed MFN tariff in 2005 of 1.038 to the column 2 tariffs in 2000 of 1.38. Aggregate
import weights and import penetration are adjusted for the counterfactual 7, relative to observed values in 2005. For
B the price change from increasing uncertainty or autarky is computed relative to a fixed applied 7; = 1.041. For C
the autarky price change is computed over 7y € [1.038; 1.38].

Gains from Trade, Value of Agreements, and Tariff Bindings.—What are the
implications of these results for the value of trade agreements and some of their key
features?

An immediate implication is that if agreements reduce TPU then they increase
consumer welfare via aggregate price reductions. How important are these price
effects of TPU relative to say imposing prohibitive tariffs? This depends on the pol-
icy regime. At the baseline value of 7; autarky generates a price increase of about
6.8 percent; the effect of TPU is one-third of that when v = 0.25 and two-thirds if
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~v = 1 (panel A of Figure 6). This suggests an important value of agreements that
eliminate such uncertainty.’"

Can the cost of TPU ever exceed that of autarky? In the last column of
Figure 6 we see that it may, depending on the initial tariff. The price effect of
autarky, (P3>’T'm—>oo = (1 — ITI)”/ k is decreasing in 7; because at higher tariffs
there is lower import penetration and thus a lower cost of eliminating trade. At
high enough 7, the cost of TPU is higher than that of autarky because TPU reduces
domestic entry by so much that it eventually leads to less entry than autarky.

The possibility that TPU is costlier than autarky relies on TPU reducing domestic
entry. In this exercise that occurs above 77 = 1.1. During most of the GATT era the
US simple average tariff has been below 1.1, but it was around 1.22 immediately
preceding GATT, in 1947 (Bown and Irwin 2015). So if GATT 1947 reduced the
probability of a trade war, which was one of its objectives, then the model suggests
it may have increased both foreign and domestic entry investments and realized a
large fraction of the possible gains from trade (since at ; = 1.22 the price effect of
TPU is close to that of autarky).

Our counterfactual results can also provide support for the central role of tariff
bindings in the WTO. Countries negotiate maximum tariffs in the WTO and commit
not to exceed those bindings but are otherwise free to set their applied tariffs. We
can reinterpret v as the probability of changing tariffs anywhere below the binding
and 7, as the potential maximum levels and examine the effect of changes in the
latter.’4 By 2005 the US applied and tariff bindings were almost the same, so this
would match the outcome when 7, = 7; in the middle column of Figure 6, where we
see that increasing that binding decreases welfare and trade.

In sum, this section illustrates how the model works qualitatively, how it can be
applied more broadly and indicates there is an important role for trade agreements.
We now turn to a specific episode where we can estimate the uncertainty parameters
and quantify the effect of an agreement.

IV. Structural Estimates and Quantification

NLLS Structural Estimates.—We identify the key structural parameters to
quantify the effects of TPU via nonlinear estimation. This approach differs from
Section Il in two ways. First, the gravity equation is still (10) but the uncertainty fac-
tor, Ul (wvg, 7), now reflects a general equilibrium factor common to all industries.
Second, we now use f ( ) = —(k —o+ 1) InU (wvg, V) and the exact definition of
U instead of an approximation around no uncertainty to rewrite (11) and obtain

T2y
14 b, (m)
(26) AlnRy = by,In T b + b, Alnty+by;AInDy+ b+ ey.

3n our setting, the welfare effects for US consumers would be similar if other countries retaliated and intro-
duced uncertainty on US exporters (the latter would then have lower profits). This is due to the separability of mar-
kets, fixed wage and the assumption that the marginal domestic entrant knows its productivity and is not an exporter.

32We can reinterpret the model as corresponding to three different states between members of the WTO: in state
1 countries have discretion to set tariffs anywhere at or below the binding, 7, and a probability v\, they will use
the discretion and set 7,; state O corresponds to giving up any such discretion.
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2000-2005
NLLS OLS NLLS OLS
©) 2 ®3) 4)
Uncertainty (pre-WTO) 0.903 0.686 0.712 0.567
[+] [0.324]  [0.150]  [0.345]  [0.185]
MEN tariff (Aln) —6.678 —6.464 —6.446 —6.34
-] [1.26] [1.266] [1.268] [1.270]
Transport cost (Aln) —4.452 —4309 —4298 —4.227
-] [0.84] [0.844] [0.845] [0.847]
Constant 1.598 0.877
[0.109] (0.0845]
Observations 3,043 3,043 3,043 3,043
R? 0.02 . 0.04 .
Sector fixed effects No No Yes Yes
Number of coefficients estimated 3 3 23 23
Restriction test 0 = 3 (p-value) 0.11 NA 0.98 NA
Restriction test b, = by X o/(o0 — 1) (p-value)  0.335 0.373 0.72 0.818

Notes: Standard errors in brackets. Columns 1 and 3 use nonlinear least squares and columns
2 and 4 use ordinary least squares. Predicted sign of coefficient in brackets under variable.
Sample: all specifications exclude transport cost outliers, as measured by changes in costs
that exceed the top or bottom quartile by more than three times the value of the interquar-
tile range. Uncertainty measure uses US MEN (7;) and column 2 tariffs (7,) to construct the
profit loss measure. This is approximated by 1 — (7;/7,)? under OLS. For NLLS we do not
approximate and use instead the general function In(1 + b, x (7,/7,)7) where b, is estimated
as described in the text. The four specifications in the columns restrict o = 3. We test this by
relaxing the restriction in two additional NLLS specifications; we report the p-values in the
second to last line at which we can’t reject the restriction. We also impose the restriction that
b, = by x o/(c — 1). The last row reports p-values from the test of this restriction.

The parameters have the following structural interpretation: b, = —k and
b, = —ko/(oc—1), b, =u(v)g, b, = 0, and by, = —(k— o+ 1)/(c — 1). One
componentof U, 1 + 57 /g = 1+ u,islog-separable and does not vary by industry
so we cannot identify it separately from the constant, b. The nonlinear least squares
(NLLS) regression yields estimates for 157, by, and b. We impose two theoretical
restrictions: by, = ((bd +b, — 1))/(19(7 —1)and b, = byb, /(b, — 1); as before we
impose b, = 3 but we will now test it.

Column 1 of |Table 6| provides the NLLS estimates. For comparison with ear-
lier results, we ‘trans~f0rm the estimate for 57 = 0.736 into its OLS regression
counterpart, b = b (—b;— b, +1)/(b, — 1) = 0.90. The point estimates are
comparable to the OLS counterpart (column 2) and similar when we control for
sector effects (columns 3 and 4). But below we show the partial equilibrium OLS
estimates overestimate the trade effects.’”

33 Given that the NLLS estimation relies on the model structure and the variation in the transport cost variable
to identify k, we minimize the potential influence of outliers by focusing on the subsample without transport cost
outliers, as measured by changes in costs more than three times the interquartile range value beyond the top or bot-
tom quartile value of the baseline sample. The estimate for & in this subsample is higher (under NLLS or OLS) than
the baseline, which suggests that the transport cost for some products contained measurement error and generated
attenuation bias.
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Consistency with Model and Other Evidence.—Before using these estimates, we
ask whether they are consistent with the model and other evidence. The signs of all
estimated parameters are those predicted by the model. We also run the NLLS base-
line specifications by individually relaxing b, = byo /(0 — 1) or b, = 3. We fail to
reject either of these restrictions and report p-values in the last two rows of Table 6.
Our choice of 0 = 3 is typical in trade estimates and the partial elasticity of exports
to tariffs in the absence of uncertainty, —6.6, is close to previous estimates that use
similarly disaggregated US trade and tariff data (cf. Romalis 2007).

Under a Pareto productivity distribution with shape parameter k, export sales
without uncertainty are also Pareto but with shape k/(c — 1). The 95 percent
confidence interval for our estimate of the sales distribution parameter is b, /(o — 1)
is [1.4,3.1]. The estimate is larger than 1 and it satisfies the model’s requirement for
a finite first moment of sales, which we did not impose. The magnitude is similar to
that in other studies using firm-level data.”

The other parameter central to the quantification is u: a Chinese exporter’s
expected duration of a spell under column 2 prior to WTO accession. This reflects
the exporters’ beliefs for an event that never occurred so we can’t defend any par-
ticular value. Nevertheless, the bounds on our estimate are reasonable and consis-
tent with the model. To fix ideas, consider a Chinese firm that starts exporting in
2000. Since firm-level studies suggest an expected export duration of between 6 and
7 years, our estimate implies that those firms expected to spend at least 10 percent
of their exporting spell under column 2.7

We also estimate the probability of transitioning from state 1 to 2, given
by Ajp = A Using the definition of I;w and u we obtain the estimate
A2 = (1 — B)/B. The estimation does not restrict this parameter and yet we still
find that it is bounded in the unit interval for reasonable annual probabilities of firm
survival, 3. The point estimate using the value for 3 employed in the general equi-
librium derivation, is A, = 0.13.76

In the presence of endogenous domestic firm entry we require those firms’ beliefs
of the expected duration of an agreement, u,, for quantification. We are unable
to identify this parameter empirically using US firm entry or sales data because
the relevant uncertainty factor, U,, does not vary across industries (all the tariff
effects work through the price index). Therefore, we parametrize u;, by defining
a = u,/u. We choose o = 4 as the central value, which implies that before the
agreement, a US firm expected to spend 4 times as long under the WTO state than
a Chinese exporter expected to spend under column 2. In Section IVA, we show
that the quantification results are not very sensitive to alternative feasible values
of o .3738

34Eaton, Kortum, and Kramarz (201 1) obtain an aggregate estimate of 2.46 using French exports; Hsieh and
Ossa (2016) obtain a range from 1 to 1.44 over industries using Chinese firm data.

35The exit rate for new Chinese exporters is 0.16, implying a survival of 6.25 years (Ma, Tang, and Zhang
2014); our quantification employs 1 — 3 = 0.15.

36When &t = 0.73 then ), :0.731%’ € (0,1]if B € [0.42,1).

370ur estimate of v\, = 0.13 implies that A\, € [0.13,1] and so, after applying the discount factor values,
the range consistent with the estimates is @ € [O, 12], for which we report sensitivity. For the central case, « = 4,
we obtain A\, = 0.28.

38We also solved a special case of the model without domestic entry costs, so there is a constant mass of
active domestic producers, which is independent of u;,. We find similar export value effects, and the effects for the
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A final cross-validation of the NLLS estimates is to ask if the implied uncer-
tainty measure, Uy, can predict the observed industry price index changes exactly
as predicted by (12) in Section IIF. Recall that we found larger price reductions
in industries with higher initial TPU by using a linear approximation to Uy. Our
objective here is to test a more specific structural implication of the model. We
regress the observed changes in prices on tariff and trade cost changes and on
(k/(oc —1) —1)(=InUy), where the latter is constructed using the NLLS esti-
mates obtained using the export data. The uncertainty measure thus constructed is
predicted to have a coefficient of —1 on price changes and we estimate it to be
—0.96 (SE 0.21). Thus, the estimates from the export equation predict the effect of
TPU on prices well.

A. Quantification: Exports

We quantify the effects of TPU changes, decompose them into a pure risk and
mean effect, perform different counterfactual experiments and provide an ad valorem
tariff equivalent cost of TPU. Table A1l summarizes the parameters we use based
on our estimates and auxiliary data.

We quantify the effect of reintroducing uncertainty in 2005 on Chinese export-
ers. Qualitatively, the outcomes for Chinese varieties are similar to Section IIID
but there are two differences worth noting. First, export entry and sales reflect the
response of Chinese varieties whereas the domestic entry and sales reflect both US
and other non-Chinese varieties.”” Second, we now account for variation in policy
across industries. The main quantitative difference is that in Section IIID we did not
have the uncertainty parameters and so described a range of TPU impacts. We can
now use our estimates for China to pinpoint a particular value for each outcome. We
now contrast these GE point estimates to the partial effect estimates and place them
into perspective relative to the observed changes during this period.

In the discussion that follows, we quantify the effect of reintroducing TPU in
2005, e.g., R;/RP for exports, and interpret its inverse as the impact of TPU reduc-
tion. We present all results using log changes.

Average Effects: General versus Partial. —The average log change from increas-
ing TPU is given by

(27) Evlanv/RlDV = ]Evln<Uv)k7(071) +klnP1/P1D

aggregate price index are only somewhat stronger than under endogenous domestic entry (because the absence of a
domestic extensive margin is partially offset by a larger intensive margin impact).

39The US firms respond to the general equilibrium price index changes, as they did in the two-country model,
but so do any other non-Chinese firms that face constant trade barriers in the United States. It is simple to show that,
because we are solving for changes, this is the outcome from extending the model to multiple countries as long as
all non-Chinese firms face a common o and k, as is typical in this type of model, and a similar expectation of the
duration of the low protection state, u,.
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TABLE 7—IMpPACT OF TPU REDUCTION ON CHINESE EXPORT VALUE AND PRICE
(US, 100 x Aln), 2000-2005

Policy uncertainty reduction estimates

General )
Partial effect equilibrium effect Data equivalent

Average Aggregate  Average Aggregate Average Aggregate

Export value 36 40 28 32 112 73.0
Export price —15.2 —17.2 —14.8 —17 —26 —13

Notes: The first four columns are the model estimates for the growth in Chinese export value
(or price) due to TPU reduction. The general equilibrium employs the coefficients from NLLS
export estimates in column 1 of Table 6 and uses the model to incorporate the price index
effects. The partial effect estimates ignore the price index effect and use OLS estimates for
exports (column 2 of Table 6) and prices (column 1 of Table 4). The data equivalents for
exports use the observed Chinese export growth (average or aggregate) and subtract nomi-
nal growth in the aggregate US expenditure on manufactures to account for nominal effects
and aggregate expenditure shocks, which are held constant in the model prediction. The price
growth data equivalent uses the average from Table 1 (or its aggregate using ideal weights)
and subtracts the corresponding average (or aggregate) for non-Chinese varieties (used in
Table A9) to account for common nominal shocks. The difference in the price data equivalent
is mostly driven by the Chinese differential average and aggregate price growth.

The direct effect is —30 log points and the price index effect is 2 log points. Therefore
the model implies that the reduction in TPU in the period 2000-2005 led to an aver-
age export increase of 28 log points, as shown in|Table 7,*

We can contrast this with the partial effect from the linear estimation. The lat-
ter assumes no price effects and a linear approximation to U so the estimated par-
tial effect counterpart to (27) is simply —bVOLS X ]EV(I — (1ay/ T1V>73) = —36 log
points. Thus, the implied partial effect on exports due to a TPU reduction is more
than 20 percent higher than the GE effect. All subsequent exercises focus on the GE
nonlinear estimates.

Aggregate Effects.—We now turn to aggregate effects of TPU for exports. The
direct uncertainty effect, —In (UV) k=(o-1), ranges from about 0 to 57 log points and
there is also considerable dispersion in export shares. So we weight each uncertainty
factor by the relevant expenditure share to compute the growth of total expenditure
on Chinese goods due to TPU. The aggregate effect is 32 log points, so higher than
the average one;*!

(28) R, /R = In)_ rP(Uy)* "V 4 kInpP,/PP.
\%4

The quantification implies that TPU can account for over one-third of observed
changes on expenditure in Chinese goods. The counterfactual holds income and

40We compute (UV) k~(o—1) using the estimates in column 1 of Table 6, the implied & = 0.73, and each 7y/7y.
The price effect term uses the multi-industry version of (24) at fixed tariffs and the decomposition given in (25).
The effect is not sensitive to alternative values of «, it ranges from 29 to 30 log points if &« = 6 or O respectively.

“IThe appropriate weight to evaluate the TPU component is the import share at 7; that would have been
observedify = 0,78, = 71yRE, /X 7y RE,. Since these are not observed we compute them by using the observed
initial equilibrium imports, R{}, the model implied deterministic change due to tariff changes, #,y, and the estimated
tariff elasticity, b,. Thus, we obtain 5y, = 7,y RS (#1)" /S 71y RE (F1v)" since the aggregate effects cancel out.



VOL. 107 NO. 9 HANDLEY AND LIMAO: POLICY UNCERTAINTY, TRADE, AND WELFARE 2771

aggregate US expenditure on differentiated goods constant, so it also applies to the
growth in the share of US tradables expenditure on Chinese goods, i.e., the growth
in Chinese import penetration. In Table 7 we report this share increased by 73 log
points so TPU can account for over one-third of that growth.

For any given level of aggregate expenditure, the effect of TPU on import penetra-
tion growth is the same as its effect on imports. So introducing TPU in 2005 would
reduce penetration from 4.5 percent to 3.3 percent. The effect of TPU can depend on
the baseline year’s expenditure share, which may vary for exogenous reasons. Thus,
we calculate the TPU effect on import penetration for each year after the agreement
as the baseline and plot them in Figure 1. The solid line shows the observed import
penetration, which tripled between 2000 and 2010. The dashed line is the GE coun-
terfactual showing that penetration would only have doubled if TPU had remained.

Mean-Risk Decomposition.—In Section IIID, we describe how to decompose the
effect of an agreement into a change in applied policies and TPU. The latter TPU
effect can be further decomposed into changes in the mean versus changes in risk.
To show this, we rewrite the impact of a change in  evaluated at the pre-agreement
applied tariff level, 7y as

Ry (70, T1v) _ lnRv(’Yofﬂ

T lnRv(Vo,Tlv) _lnRv(’Yl,Tlv) '
Ry (71, 7v) Ry(71,7v)

Rv(% 5 ?V) RV(% ) 7_—V)

_I_

(29) 1In

The first term on the right is the growth in exports due to credibly securing tariffs
at their long-run expected value, denoted by 7y, a reduction in v will then work as a
mean-preserving compression in tariffs, which we label the risk effect. If 7y, < 7Ty
then eliminating uncertainty reduces the expected value of tariffs and this lock-in
effect is captured by the term in brackets, which is positive when the initial tariffs
are below the long-run mean, as is the case in our application.

To quantify the risk effect we require the counterfactual long-run tariffs, 7. Prior
to the agreement these are 7y = A\ 7oy + (1 — Az) Toy and can be computed using an
estimate of \, and the observed values for 7,y and 7. In Section IIID, we showed
that the TPU effect can be computed at any counterfactual 7, so setting 7, = Ty we
compute In[Ry (7, Ty)/Ry(71,7y)] by industry. We then aggregate these changes,
using the expenditure weights evaluated at 7. This yields a risk effect of TPU for
exports equal to 23 log points, which is 71 percent of the total. The substantial share
due to risk arises because even if we start at the higher mean tariffs the threat of
moving to 7, entails a doubling of tariffs on average.

Ad Valorem Equivalents: TPU versus Applied Policies.—To compare the effects
of TPU with other policies, we calculate ad valorem tariff equivalents (AVE) of TPU
on exports and other outcomes. The AVE is defined as the deterministic log change
in the uniform tariff factor, In A, that generates the same change in an outcome y as
TPU. Formally, A, solves

(30) y(TlAy,'y = 0) = y(m,v > 0).



2772 THE AMERICAN ECONOMIC REVIEW SEPTEMBER 2017

TaBLE 8—IMPACT ON CHINESE AND US OUTCOMES OF TPU REDUCTION AND
CORRESPONDING TARIFF AD VALOREM EQUIVALENT (100 x Aln), 2000-2005

AVE Aggregate
(tariff equivalent) change
Chinese (real) export value [—| 5.0 324
Chinese export entry and investment [—] 9.4 61.2
Chinese export price index [+] 6.1 —16.9
US price index (manufacturing) [+] 13 —0.5
US consumer welfare [—| 13 —0.4
US (real) domestic sales (manufacturing) [+] 5.9 —13
US domestic employment (manufacturing) [+] 7.3 -1.2
US firm entry and investment (manufacturing) [+] 1.8 —04

Notes: Quantification uses NLLS estimates (column 1, Table 6). AVE (ad valorem equivalent)
refers to the equivalent tariff reduction that would induce the same change in outcome x in the
deterministic model with no uncertainty as the TPU reduction does. See text for details of cal-
culation. Equivalents for outcome x in any period after uncertainty changes but applied policies
remain unchanged. Reported values reflect differences in steady-state outcomes between pol-
icy states. [—/+] denotes sign of derivative of column variables with regard to tariff.

If we divide both sides by the baseline value for exports R(Tl Y = 0) then the
expression on the right-hand side yields the 32 log point change previously derived.
The left-hand side will then reflect the change in exports due to a deterministic tariff
change, both the direct and indirect effect via prices. Solving for the AVE we obtain
InAp = 5 log points ( So the export AVE was higher than the US applied
average tariff in 2000.

B. Quantification: Entry, Prices, and Welfare

We now quantify the aggregate effects of TPU on entry, US price indices, and
additional domestic outcomes. We then compare their magnitude with other pieces
of evidence.

Aggregate Price and Welfare.—The overall price index increase from reintroduc-
ing TPU in 2005, In P, / P?, is 0.52 log points.* In Table 8 we show this is equivalent
to a deterministic tariff increase of 13 log points using (17) and the AVE definition
in (30). This is roughly one-half of the price index increase predicted by the model
if there was no TPU and the United States stopped all imports from China in 2005.

Increasing TPU from an initial equilibrium with a (counterfactual) long-run mean
tariff increases the price index by 0.515 log points—almost the same as increasing it
at the lower MFN tariffs. This implies the lock-in effect defined in (29) from elim-
inating TPU on the price index is close to zero because it generates an increase in
foreign varieties that is offset by fewer domestic varieties.** Thus, the pure risk cost
of TPU on the price index is large.

42We compute it using the multi-industry version of (24) at fixed tariffs and the decomposition given in (25).

43This does not mean that changes in tariffs have little effect on the price index. In fact, the price impact of
increasing tariffs to their mean in the absence of uncertainty is 0.43 log points. However, if we lower those tariffs
back down under uncertainty the price index will fall by almost as much so the net lock-in effect is close to zero.
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These price index effects also apply to the (stationary) effect of TPU on con-
sumer welfare because it is simply —zx In P, / PP. Namely, the welfare cost of TPU
in 2005 is almost one-half that of going to autarky with China. The price index AVE
also applies to consumer welfare. Thus, the effect of a TPU increase on the price
index and welfare is equivalent to permanently raising the average tariff factor on
Chinese goods in 2005 from 4 to 17 log points.

The AVE and autarky comparisons for welfare are relative magnitudes and so
independent of the US expenditure share on manufacturing, . To provide an abso-
lute effect and place it in context of other large trade shocks, we use the 2005 US
expenditure on manufacturing as a share of tradables expenditure and obtain a wel-
fare cost of TPU of 0.45 log points. This is over one-half the cost that Costinot and
Rodriguez-Clare (2014) calculate for North America under a worldwide trade war
with a uniform tariff of 40 percent. The TPU effect is also substantial when com-
pared to another reference point for the magnitude of gains from trade: Broda and
Weinstein (2006) estimate the real income gain from all new imported varieties in
the United States between 1990 and 2001 to be 0.8 percent. Neither incorporates the
role of uncertainty.*

Other Outcomes.—In our setting, the price AVE also applies to various outcomes
of incumbent US firms in the differentiated sector, namely their domestic profits,
sales, and employment, which are affected by uncertainty and tariffs only indi-
rectly via the price index. The aggregate effects of TPU on domestic firm outcomes
also reflect changes in entry decisions. The latter depend directly on uncertainty
so their AVE is different from the one for the price index, as shown in Table 8.
Reintroducing TPU in 2005 would increase US firm entry by 0.44 log points: equiv-
alent to a 1.8 log point increase in tariffs. The effect on aggregate domestic sales
is about 1.3, equivalent to a tariff increase of 5.9. Finally, TPU increases domestic
quantities and employment in the differentiated sector by 1.2 log points, equivalent
to a 7.3 log point tariff increase on Chinese goods, a sizable permanent tariff change
in the context of recent US agreements.

How do these outcomes relate to observed changes in the period 2000-2005?
To answer this we identify the differentiated sector with manufacturing, and the
numéraire with the remaining tradable sectors (agriculture and mining), as is stan-
dard. In this period, we observed a reduction in both gross and net entry of manu-
facturing establishments. According to the Business Dynamics Statistics Database
(US Census) the manufacturing gross entry rate was 7.9 percent and gross exit was
8.7 on average between 2002-2006. We also observed an expansion outside of the
manufacturing sector, both in terms of establishments and employment. The sign of
these observed changes is predicted by the model after a reduction in TPU.

The quantification can also account for a nontrivial fraction of US manufactur-
ing employment and domestic sales reallocation. Our counterfactuals hold total
employment, L, constant and therefore we should interpret the model’s prediction

44 Over 98 percent of Chinese exports to the United States are manufactures. As is standard in most trade mod-
els, neither our quantification nor the other ones discussed here take services into account. However, the model
and calculations do take into account the large fraction of nontraded goods since many of the differentiated goods
are produced by firms that are not productive enough to export. This is reflected in the relatively low values of US
imports/consumption captured by the import penetration.
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as applying to the manufacturing employment share in the tradable sector. Our esti-
mates imply the reduction in TPU in the period 2000-2005 caused this employment
share to fall by 1.2 log points (Table 8) and the observed reduction was 3.3 log points.
The US sales counterfactual holds total manufacturing expenditure, £ = pwlL,
constant and implies a 1.3 log point reduction in the US firms’ share of manufactur-
ing expenditure; the corresponding observed reduction was 3.3 log points. Thus, the
reduction in TPU can account for at least one-third of the reallocation of domestic
manufacturing sales and a similar fraction of its employment share in tradables.™

Export Entry and Price Index.—We conclude by comparing the quantitative
implications for export entry and prices with other information.

The model predicts that at least a fraction G( csl‘]/) of Chinese firms in V export to
the United States under state s. The growth in this cutoff is given by (18) and its TPU
component is obtained by holding tariffs fixed. Therefore, under a Pareto distribu-
tion, the growth in the number of exporters is simply k times that expression. Thus,
we can compute the average entry effect of TPU as

(31) Eylnnyy/nfy = KEylnUy + InP,/PP).

On average TPU had reduced entry by 54 log points. This is also the change in the
number of firms that upgrade since the fraction of exporters that do so is indepen-
dent of uncertainty in this setting.

The aggregate entry and upgrading effect is 61 log points, which is sizable rel-
ative to the growth in the number of Chinese firms exporting to the world over the
period 2000-2005 (83 log points, Ma et al. 2014).*¢ The AVE for entry is nearly
twice as large as for exports (Table 8). Moreover, when we apply the decomposition
in (29) to entry we find that most of the TPU effect on entry is attributable to a risk
reduction.

The negative effects of TPU on entry and upgrading imply increases in the price
index for Chinese varieties. Comparing (15) and (16), the change in the import
index for each industry when holding tariffs fixed is Pyy,, = (&y)'"+-1. Thus, the
average effect of TPU across industries is

(32) EvlnPIV’x/Ple’x = (1 — %) (]Evanv"‘lnPl/PlD>,

which is simply a rescaling of the entry effect in (31). Using the NLLS estimates
obtained with export data we compute the terms on the right-hand side and find an
average price effect of 15 log points. The aggregate price effect is 17 log points and
is obtained by aggregating the computed industry effects using the theoretically con-
sistent weights in (28). These average and aggregate effects are reported in Table 7

45 A more complete analysis of the effects of TPU on US firm entry and employment requires extending the
model to account for features such as the input-output linkages analyzed by Acemoglu et al. (2016).
46 The a te entry effect tes th ion in (28) using the entry elasticity for U. Th dit
ggregate entry effect recomputes the expression in using the entry elasticity for U. The expenditure
weights used are the relevant ones to obtain the effect of changes in entry on prices.
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and are similar to the estimates in Section IIF when using the empirical counterpart
to this price index.

To compare the price effects to a relevant data counterpart, we control for nom-
inal and other shocks common across varieties by focusing on relative prices. The
quantification implies a reduction of 17 log points for the price index of Chinese
varieties in 2000 to 2005 and a negligible impact for non-Chinese varieties. This is
close to the relative ideal price index reduction we measure in that period.*’

V. Conclusion

We assess the impact of trade policy uncertainty in a tractable general equilib-
rium framework with heterogeneous firms. Increased TPU reduces investment in
export entry and technology upgrading, which in turn reduces trade flows and real
income for consumers. We apply the model to China’s WTO accession and use it to
estimate and quantify the impacts of reducing the TPU faced by Chinese exporters
when the United States ended its annual threat to revert to Smoot-Hawley tariffs.

We derive observable, theory-consistent measures of TPU and estimate its effect
on trade flows, prices, and welfare. We find a large and robust effect of reducing
TPU on China’s export growth to the United States. The same measure of TPU does
not predict China’s exports to other major industrial countries or US import growth
from its other nonpreferential trade partners. The reduction in TPU lowered Chinese
industry export price indices, as the model predicts. Both the export and price effects
of TPU are strongest in industries with high sunk costs of exporting.

Using the estimates of the structural parameters we compute the exact changes
in price indices and the effect on entry and sales of domestic and foreign firms. Had
the MFN status been revoked, the typical Chinese exporter would have faced an
average tariff of 31 percent. The removal of this threat had large effects on Chinese
export entry, about 60 log points, and export growth, 32 log points. The quantifica-
tion indicates the reduction in TPU decreased US manufacturing sales and employ-
ment by more than one percent, but also lowered the price index and thus improved
consumer welfare by the equivalent of a permanent tariff decrease of 13 percentage
points on Chinese goods—a substantial amount of effective protection.

Our findings also point to a broader role of agreements in reducing TPU and
generating aggregate welfare gains. For example, if the United States unilaterally
threatens to abandon or renegotiate all its trade agreements and raises the tariff
threat to a level similar to what China faced, then the US consumer cost would be
equivalent to one-third of the cost of trade autarky. Moreover, for a range of applied
tariffs an increase in TPU may leave consumers worse off than autarky. Therefore,
events such as Brexit and threats to renegotiate agreements can undermine their
value even if they lead to no applied policy change.

Future work could explicitly model, quantify, and decompose the relative impor-
tance of alternative channels through which TPU may operate (e.g., intermediates
and offshoring) as well as its impact relative to that of alternative sources of Chinese

47We measure the latter using the industry price index changes in Section IIF and aggregating them for ; = China
or US nonpreferential trading partners using their respective log change ideal weights, A InP; = vav’ AlnPy .
We obtain AP — AP,y = —0.6 — 12
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export changes in own trade policy or the partial dismantling of central planning. It
could also be useful to structurally quantify the labor market effects of TPU in the
presence of frictions. More generally, our research points to the value of specific
data-rich settings to identify the effects of policy uncertainty on economic activity
and shows these potentially substantial effects should not be ignored.

APPENDIX A. THEORY APPENDIX
A. Entry under Partial Equilibrium
Proposition 1 derives the equilibrium entry expressions and related results in

Section ID. We employ a more general policy transition matrix and show the special
case in the text is obtained when \,, = 1:

A A2l 0
(33) M= Xy A =1—79 M|
0 0 1

PROPOSITION 1 (Policy Uncertainty and Export Entry, Small Exporter): Under
a regime A(Tm,’}/) with policy uncertainty and where tariff increases are possi-
ble, 7, > T and u(’y) > 0, the entry cutoff in the intermediate state, ¢, is

(A) unique and ¢’ = ¢ U(w,), and U is given by (7);

(B) lower than the deterministic, c{ < c?, and decreasing in policy uncer-
tainty, dc /dy = dU/dvy < 0;

(C) lower than the cutoff in the low state, c{ < ¢{ = ¢ and

cl /el = Ve = U(w, ) x (71/7-0)*0%1.

To prove the uniqueness of the industry cutoff in (i), we first establish sufficient
conditions for a unique tariff below which each firm enters. We say A(Tm, 7) exhibits
uncertainty persistence if A(Tm H,’y) first order stochastically dominates A(Tm,’}/)
form = 0, 1, which is satisfied by (33).

LEMMA 1 (Entry Threshold): For any given policy regime A(,,,~) that exhibits
uncertainty persistence, and each firm c from a small exporting country, there is a
unique threshold tariff per state, 75(7, C), below which a firm enters into exporting.
PROOF OF LEMMA 1:

Rewriting (2) recursively we have IL(a,,c,7) = m(a,,c) + BEIL(a;,c,7).
Substitute in (4) to obtain

(34) M(ag,c,v) — I, (a,,c,v)+ K = max{O,ﬂES[H(alé,c,’y) — He(a_;,c, fy)] — ﬂ(alg.,c) + K};

(35) V, = max{O, BE,V; — n(ag,c) + K(1 — ﬂ)},
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where the option value of waiting is V, = I(a,,c,v) — I, (a,c,v) + K
and E,V, = }Es[H(a§,c,7) —1L(a;,c,7) —|—K].

(i) Entry by firms from small exporting countries have no effect on the importer
aggregates. Thus, for given Eand P wehavea, = EP° 7, 707 (o0 — 1)"71

so BV, = [VydA(v, 7| 7).

(ii) Because —m(ay,c) is increasing in 7, it is more attractive to wait at higher
tariffs because the second element of (35) and therefore V; would be higher,
all else equal.

(iii) Since A exhibits uncertainty persistence we have [V, dA('y, | T+ 5)
> [V, dA(v, 7| 7) if Vj is increasing in 7.

Given (iii), if we start with an increasing V; the fixed point to this iteration is also
increasing in 7. By properties (ii) and (iii), SE, V; — m(ay, c) is increasing in 7, so
there is some TE(")/, ¢) below which the firm value is higher if exporting and above
which the opposite is true. B

PROOF OF PROPOSITION 1(A):

Lemma 1 shows that each firm v has a single tariff entry cutoff 7¥(v, ¢,). All firms
have different cost but face the same 7 and + in the industry so there is a unique
entry cutoff for any given 7,,, ¢V (Ton»7). and only those with cost below this enter
into exporting.

To show ¢ = ¢ U(w,v) we first derive II(a,,c < ¢,v) if s = 1. Starting
with (35) and taking the expectation over the possible states we have

(36) E,Vi= A s1[BE1 Vi — m(agr.c) + K(1 = B)] ife < ¢

)\S S
= Ay, 511 [ﬂ<1—5+)1\;:113+1[[((1 - 5) - 7T(as+1,c)]> - 7T(LZS+1,C) + K(l - 5)

_ )‘s,s-&-l
= m[lf(l — ) = m(aysi.¢)] .

where the second line uses (35) and takes the conditional expectation starting at
s+ 1:

(37)  Ee1Vi = Aprsit|BEsr Vi— mlagr.c) + K(1 = B)] ife < ¢!

o )‘s+1,s+l
N 1 - ﬁ)‘s-‘rl,s-‘rl [K(l B ﬁ> B 7T(as+1 ’C>] ’
D

We can then show by contradiction that ¢’ < ¢P. Suppose instead that cU > ¢!
so the marginal deterministic firm has nonpositive option value of waiting at s
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under uncertainty, i.e., V,(c?) < 0. By definition m(a,,c”) = K(1 — ) and so
VS(CSD) = max{O,ﬂEsV‘Q(csD)}. Moreover, 7r(as+1,csD) < K(1—-03) when

Ty < Tsy1, Which implies that E;V; > 0 and therefore VS<CSD> > 0. This contra-

diction implies that ¢V < ¢P.

The marginal firm at s under uncertainty has
38)  V(cY) = 0 = max{0, BE,[Vi(c!)] — n(a,.c?) + k(1 - 5) }

and we can solve for ¢ by equating the second term in curly brackets to zero and
simplifying to obtain

U
(39) ﬂ-(asv CSU) + ﬁ)\s s+1 lﬂ-(aS-H 0 Cs )

— o ﬁ)‘x,erl
— BAitst1 K(1=9) <1 - ) -

I - ﬂ)“v+l,‘v+l

Starting ats = 1, replacing 7 using (1) and simplifying we obtain the cutoff expres-
sion (6) in the text

al(CIU>lo[1+ B az] :K(l—ﬁ)<1+ B )

1—BAp % 1 — By
a(e!) 1+ un @] = K1 - 8)(1+u()
B a = 14+ u(y)w =
(40) o = (K(ll—ﬁ)) - < 1+ u(y) ) '

The last line uses the expressions given in the main text: w = ay/a; = (/1) 7,

—1_ _ — By
V= 1 )‘119 /Y)\Z - )‘127 and u(’Y) T 1-Fn
PROOF OF PROPOSITION 1(B):

Since c{/c? = U we must show U < 1 if and only if tariff increases are pos-
sible. From the definition in (7) we obtain U < 1 if and only if u(y)w < u(7y),
which is true if and only if 75 > 7, and v\, > 0 so that u(y) > 0. Since

et = ¢l U(w,~) (part A) we can use (7) to obtain

where in the text we assumed A\, = 1.1

dinc/ dInU(w,") _ 1 U w—1
(41) v dy -7 dv _0—11+u1+uw<0’

where the inequality holds only if w < 1 < 7 > 7andu(y) > 0.8

PROOF OF PROPOSITION 1(C):

If7, > Tyandu > Othenc! < cP,(partB).Since Aoy = 1wehavec) = cf.
If 7, < 7 then ¢ < ¢f (from (3)) and therefore ¢/ < ¢ < ¢f = ¢f. Using
¢l from part (A) c/c® = U(w,~) x (¢P/cb) = U(w,7) x (11/79) 7T, where
the last equality uses (3), and the definition of a, for fixed E and P. m
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B. Upgrading Cutoffs

After paying the initial export entry cost, K, the firm can incur an additional K, to
lower its marginal export cost by a fraction z < 1 of the industry’s baseline variable
export cost d. Its operating export profits become 7, = a,(zc,) 179 50 they grow
by a factor z'~7 — 1. If policy is deterministic, a firm will be indifferent between
upgrading or not if its marginal cost of production is cZ2, which is defined by

71'(%,103) - ﬂ-(asvcs?) = Kz(l - ﬁ)

1
aS(Zlig - 1> !
K, ’

cl =

We consider a sufficiently high fixed cost of upgrading such that only the most
productive and thus only a fraction of exporters upgrade. This implies that the
marginal entrant into exporting will not upgrade and therefore the entry cutoff, ¢,
is still given by (3). In this case the upgrade cutoff is proportional to the entry
cutoff by an upgrading parameter, ¢, which is independent of the policy. Thus,
we have

ch K17
43 = — 6= |(z"77=1 —] < 1.
(43) B=0=|T-ng

Below we show that if only a fraction of exporters upgrade then under uncertainty
we also obtain an upgrade to entry cutoff ratio equal to ¢. This is a result we use in
the aggregation and estimation. Given the similarities with the entry decision, here
we just outline the main steps and modifications to incorporate upgrading.

In order to use the entry cutoffs derived in the text we must ensure that ¢ is
sufficiently low to ensure that even the most productive marginal entrant would
never upgrade, i.e., even a firm that is indifferent about entering under the worst
policy state would never upgrade when conditions improved. Formally, the condi-
tion for the upgrading parameter to be sufficiently low if ¢ < ¢ and ¢ is defined by
céﬁ(aﬁ) = ¥, where ¢/ is the entry cutoff under column 2 tariffs previously derived
and céé(qﬁ) is the upgrade cutoff under the agreement state.

At a given state s a firm will be just indifferent between upgrading if it has cost ¢,
which is implicitly defined by the equality of the expected value of exporting using
the upgraded technology net of the sunk cost and the expected value of waiting
while using the old technology:

(44) I, (4. ) = max{IL, (a,.2¢) — K. AE T, (al. o)}

The upgrade factor z multiplies the cost in the expression of operating profits for
each period after upgrading. The key differences relative to the entry decision are
that a firm that has not upgraded makes positive export profit today. Moreover, in the
following period the firm either transitions to the same state or to column 2 tariffs, in
which case it continues to use the initial technology, or transitions to the agreement
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state, where it will upgrade. Since z is state independent it is straightforward to show
that the expected value of exporting under the new technology is

(45) M,.(a,zc,,) = z' I, (a,c,) foreachs.

When a is decreasing in tariffs (7) the solution is to enter when current tariffs are
below a firm-specific threshold tariff. The cutoff at any particular @ must satisfy the
following upgrade indifference condition:

(46) I1,. (as,zcg) — K, = I, (a cslzj) for each s.

Solving this yields ¢{, = U(w, 7) ¢ and thus the elasticity with regard to the
uncertainty factor is the same as the entry cutoff’s. Moreover, the relationship
u D

between the cutoffs is C—IU = LIDUM

cy cq U(w, 7)

tional to the entry one by a fixed factor that is independent of policy, we can replace

it to derive the structural industry gravity equation that aggregates without requiring
knowledge of which firms actually upgrade in the industry.

= ¢. Since the upgrade cutoff is propor-

APPENDIX B. DATA APPENDIX

* Change in Ad Valorem Tariffs A Inty: Log change in 1 plus the statutory ad
valorem MFN tariff rate aggregated to the HS-6 level between 2005 and 2000.
Source: TRAINS via WITS

e Change in AVE Tariffs A InTy: Log change in 1 plus the ad valorem equivalent
(AVE) of the MFN tariff rate at the HS-6 level between 2005 and 2000. For
specific tariffs, the AVE is given by the ratio of unit duty to the average 1996
import unit value. Source: TRAINS for tariff rates and COMTRADE for unit
values via WITS

* Column 2 Tariff my: Log of 1 plus the column 2 tariff rate at the HS-6 level. For
specific tariffs at the HS-8, base year unit values from 1996 used for all years
to compute the AVE tariff and then average at the HS-6 level. Source: TRAINS
for tariff rates and COMTRADE for unit values via WITS

» Uncertainty Pre-WTO: Measure of uncertainty from the model 1 — (7'2v /T v) -
computed using year 2000 column 2 and MFN tariff rates.

* Change in NTBs: Indicators for temporary trade barriers in-force including
anti-dumping duties, countervailing duties, special safeguards, and China-
specific special safeguards. Data are aggregated up to HS-6 level. Source: Bown
(2015)

* Change in MFA: Indicators for in-force Multi-Fiber Agreement on Textiles
and Clothing (MFA /ATC) quotas aggregated to the HS-6 level and concorded
through time. Source: Brambilla, Khandelwal, and Schott (2010)

e Change in Transport Costs A lnDy: Log change in the ratio of trade values
inclusive of costs, insurance, and freight (CIF) to free on board value (FOB).
Source: CIF/FOB ratios constructed at HS-6 level using disaggregated data
from NBER
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* US Import Growth: Change in log US imports by HS-6 industry between 2000
and 2005. Source: NBER

* Chinese Export Growth (Non-US Destinations): Change in log Chinese exports
by HS-6 industry between 2000 and 2005 to Japan or EU-15 (members of EU
by 1995). Source: COMTRADE

* Chinese Variety Growth: Change in log count of HS-10 products exported to
United States within each HS-6 industry from 2000 to 2005. Source: NBER

* Chinese Price Index Growth: Change in log ideal price index of exports to the
United States by HS-6 industry from 2000 to 2005. Source: Authors calcula-
tions described in online Appendix C.5

* Sunk Cost Classification: Indicator for top two terciles of industries according
to their export sunk cost estimate. Source: Authors calculations described in
online Appendix C.4

» Import Penetration in Manufacturing: US manufacturing imports over US
expenditure on manufacturing, R¢y, ,/ E,, where E, is total manufacturing ship-
ments (US Census Bureau) less net manufacturing exports (USITC).

We use the published UN Statistics Division concordances to map the HS 2002
codes into the HS 1996 to match the policy data with the trade data over time. To
compute price indices we also match the ten-digit level import flows over time, for
which we use the method in Pierce and Schott (2012). We then aggregate up to the
six-digit level of HS 1996 when constructing price indices or product variety counts
as needed and described in online Appendix C.5. A small fraction of HS-10 codes
are reassigned across multiple HS-6 and can’t be tracked longitudinally without
arbitrary aggregation in which case we drop them for all years.
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