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Market structures for
Armington-Anderson-type gravity



Market structures

1. Perfect competition
2. Endowment economy

3. Monopolistic competition



Case 3 - Monopolistic competition

+ Suppose each country produces its differentiated variety at constant marginal cost
Ci

+ ... but chooses allocation in order to maximize profit, given CES demand

+ Optimization problem is now
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Case 3 - Monopolistic competition

+ Plugging in constraint into maximand yields
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Case 3 - Monopolistic competition
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« country charges constant markup over marginal costs

— if elasticity of substitution increases, markup decreases

« Substituting back into demand
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Armington-Anderson-type gravity

+ Perfect competition
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« Endowment economy
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Armington-Anderson-type gravity

- Powerful yet very simple model (hopefully!)
+ Caveat: ad-hoc assumptions

— CES demand

— Countries produce a distinct variety
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