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Essays on Industrial Policy and Innovation in an Open Economy

Abstract

Just like people, industries have a lifecycle. My dissertation explores how trade and industrial
policy affect innovation and welfare across the industry lifecycle—often called the “product cy-

b

cle.” Recently, new frontier technologies such as artificial intelligence, robotics, and green energy
technologies have been rapidly emerging in what Klaus Schwab has labelled the ‘Fourth Industrial
Revolution’ (Schwab, 2017). This dissertation suggests that by taking into account the industry life-
cycle, policy can have a more significant impact on the welfare of not only the implementing country
but also its counterparts, compared to a time when new industries have become well-established
and mature.

In the first chapter, I develop a simple open economy model that incorporates productivity
dynamics suggested by the industry lifecycle. In this lifecycle, productivity is low and does not
grow significantly in the early stage, then after a radical innovation, it grows very fast for a while
before tapering off. The model suggests important policy implications. First, considering industry
lifecycle when designing industrial policy is important since the growth potential and degree of
externality vary depending on the stage of the targeted industry’s lifecycle. Second, policymakers
need to take into account the difference in timing when policy costs and benefits occur. The model
shows that industrial policy reduces instantaneous utility in the short run due to distortions created
by the policy, but it can increase overall welfare by accelerating innovation in the targeted industry
in the long run. Third, home industrial policy can increase foreign welfare through the terms-of-
trade effect, meaning the foreign country can benefit from the lower home product price due to
home innovation.

In the second chapter, I present a general framework for analyzing the welfare effects of indus-
trial policy when a country is hastening to catch up to the technological frontier, versus racing to
create new technologies. The model in this chapter, which incorporates industry lifecycle theory
into an open economy macroeconomic model by Corsetti et al. (2007), provides distinct welfare
implications in two scenarios: catch-up and frontier technology races. In the former scenario, the

targeted industry is nascent with high growth potential at home, but mature abroad. In contrast,
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in the latter scenario, both the home and foreign industries have high growth potential and are in
competition with each other. For the home country, a production subsidy accelerates innovation in
the targeted industry and thus can enhance welfare in both scenarios, despite a trade-off between
short-term losses and long-term gains. For the foreign country, in the catch-up scenario, a home
production subsidy unambiguously increases foreign welfare. Conversely, in the scenario of frontier
technology races, it may induce a beggar-thy-neighbor effect by delaying innovation abroad. In such
circumstances, the foreign country responds by implementing aggressive countervailing policies to
mitigate the negative spillover effects. If both countries instead cooperatively support the industry,
the welfare outcome is a Pareto improvement compared to the Nash equilibrium.

In the third chapter, I explore the reasons why many countries support industries essential for
transitioning to a green economy, despite the cost of converting to green energy and the opportuni-
ties for free-riding on other countries’ carbon abatement. By incorporating the negative externalities
from greenhouse gas emissions into the open-economy macroeconomic model developed in Chapter
2, I analyze the welfare effects of industrial policies that subsidize production of capital goods (like
solar panels or wind turbines) used to produce green energy. The model predicts that a production
subsidy for the green capital goods industry is desirable for the home country, as it accelerates
innovation in the industry and consequently green energy adoption. This acceleration at home de-
lays innovation abroad, generating a beggar-thy-neighbor effect, despite the environmental benefits
from home innovation. Thus, in a Nash equilibrium, both nations competitively raise production
subsidies, improving welfare in both countries by reducing distortions created by the subsidy and
greenhouse gas emissions. A cooperative equilibrium still yields a Pareto improvement, given the
incomplete resolution of the free-riding problem in the Nash equilibrium. To quantitatively analyze
the welfare and environmental effects of policies implemented by the US and the EU, I estimate the
innovation timing elasticity, showing for the first time that the pace of innovation increases with
the number of firms operating in an industry. The estimate is sufficiently high to shift the optimal
national policy from free-riding to subsidizing green capital goods production in the quantitative

analysis.
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CHAPTER 1

Industrial Policy in the context of Industry Lifecycle: Simple
Model

1.1. Introduction

China’s economy has grown rapidly during the last three decades, with annual real GDP growth
exceeding 9 percent from 1991 to 2021 (IMF 2022). The Chinese government has conducted a range
of assertive industrial policies for manufacturing sectors during this period, which many studies
such as Rodrik (2006), Gabriele (2010), and Felipe et al. (2013) argue has played significant role in
attaining such rapid growth.

The government continues trying to upgrade China’s industrial structure further using tools of
industrial policy. For example, Made in China 2025 is a national plan to develop China’s man-
ufacturing industry, implementing a transition from labor-intensive workshops into a technology-
intensive powerhouse. In response to such efforts by China to become a global leader in high
tech industries, many politicians and scholars in advanced economies have begun calling for imple-
mentation of new industrial policy to foster high tech industries or preserve aging manufacturing
sectors.

In this context, a central question emerges: How do these industrial policies affect the welfare
of both the country conducting the policies and its counterpart countries? In theory, when there
is an externality in an industry, the optimal industrial policy in the implementing country can
be designed in a way that the social marginal cost equals the social marginal benefit. Thus, it is
necessary to understand what externality may exist in the industry that the government wants to
support in order to study the welfare effect of the industrial policy. However, an externality in an
industry need not remain the same while the industry develops. If we can find a generalized pattern
of the development path of industries, an externality in an industry is likely to change along with

the stages of the generalized industry lifecycle. Studies such as Klepper (1996) and Akcigit and
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Kerr (2018) argue that if an industry already becomes mature, thus it is in the late stage of what
they call the industry lifecycle, then a small number of large-sized firms are likely to operate in
the industry. Such firms have a higher incentive to focus on R&D for process innovation, which is
principally designed to lower a firm’s average cost of production. Since process R&D is related to
minor innovation and the marginal effectiveness of process R&D spending usually decreases over
time, the social benefit from supporting the industry may be limited in this case.

Welfare effects of industrial policy for counterpart countries are also important factors to con-
sider. If an industrial policy decreases the welfare of its counterpart countries, those countries will
respond by taking measures to offset the effects of the policy. However, there are not many papers
that study the welfare effect of industrial policy for counterpart countries.

In this context, this paper attempts to figure out how externalities arising from innovation in
an industry change along with the industry lifecycle and incorporate the productivity dynamics
derived from it into a general equilibrium model. With the model, this paper studies the effects of
an industrial policy on the welfare of the implementing country and its counterpart countries. The
findings support industrial policies targeted towards industries in the early stages of the lifecycle
being engaged in product innovation.

There are some novelties in this paper. First, it builds a growth model that incorporates
productivity dynamics, taking into account the industry lifecycle. The growth models in existing
literature usually assume a fixed growth rate. However, such an assumption is not realistic con-
sidering that the growth rate of an industry changes over time. The second contribution is that
this paper explicitly studies the welfare effect of the counterpart country in order to find conditions
under which an industrial policy can be welfare-improving for both the country conducting the

policy and its counterpart countries.

1.2. Literature Review

This literature review pertains to both Chapter 1 and Chapter 2.

1.2.1. Industrial Policy and Welfare.
Long-run Growth. This paper builds on and contributes to the literature that studies how

industrial policy affects productivity and welfare of the home country under open economy in
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dynamic view, which includes Redding (1999) and Melitz (2005). The literature that emphasizes
innovation as the engine of growth (Romer, 1990; Grossman and Helpman, 1991; Aghion and
Howitt, 1992) is also closely related in that the main source of welfare improvement in the model
is innovation and the consequential increase in productivity. A novel feature of the model in this
paper is that the type of innovation and the effect of innovation on aggregate productivity in an
industry change depending on where the industry places along its lifecycle while other literature
assumes that the type of innovation or the parameter determining the degree of innovation in an
industry are time invariant. The model in this paper also supplements Melitz (2005) by suggesting
a plausible shape of learning curve. He suggests whether industrial policy to protect an infant
industry increases home welfare or not depends on the shape of learning curve in the industry
and the degree of substitutability between home and foreign goods, but does not present how the
learning curve usually looks.

This paper is related to the literature such as Rodrik (2006), Aghion et al. (2015), Atkeson and
Burstein (2019), Choi and Levchenko (2021), and Lane (2022) which studies the role of industrial
policy in economic growth. Especially, since empirical results of Rodrik (2006) and Aghion et al.
(2015) suggest that policies that support younger and high growth potential sectors tend to increase
the targeted industry’s productivity more, this paper complements their results. Rodrik (2013) also
provides empirical evidence that younger manufacturing sectors exhibit more rapid labor produc-
tivity growth. However, based on industry lifecycle theory and the empirical finding from Korea’s
Heavy and Chemical industry drive in Section 2.5, this paper is different in that actual productivity
increase in the targeted industry is realized with a lag after policy intervention.

From the feature of the lagged realization of productivity increase based on industry lifecycle,
this paper contributes to literature which suggests empirical evidence on short-run and long-run
welfare trade off from industrial policy (Kim et al., 2021; Choi and Levchenko, 2021). This paper
provides a theoretical foundation on the trade off between short-run distortion and long-run gain
from growth and emphasizes the importance of welfare analysis of industrial policy in dynamic
view.

Optimal Industrial Policy. Another related literature is the one that studies the optimal

mix of industrial and trade policy. Bartelme et al. (2021) and Lashkaripour and Lugovskyy (2023)



suggest optimal industrial and trade policy to maximize the welfare by exploiting the differences in
scale economies across industries and improving terms of trade in static view. Although the static
scale economies utilized in Lashkaripour and Lugovskyy (2023) also operate in the short run in my
model', my focus lies on a novel form of externality within a dynamic framework. This externality
operates through a mechanism where increased production and innovation activities among firms
in the targeted industry lead to heightened learning-by-doing and knowledge diffusion within the
sector. Consequently, it fosters radical innovation, accelerating the industry’s transition to a high-
productivity stage. Thus, importantly, this externality is related with “how quickly” innovation can
occur in the targeted industry due to industrial policy, rather than “how much higher” productivity
can increase due to industrial policy, which is the focus of the existing literature.

Bai et al. (2023) is notable for providing optimal innovation and trade policy in a dynamic
setting and elucidating the home country’s incentive to influence foreign innovation to maximize
its welfare. However, my paper distinguishes itself in two significant ways. First, the degree
of productivity increase due to innovation varies depending on the industry lifecycle, leading to
distinct policy implications in two scenarios: catching-up and frontier technology races. Second,
this paper also examines the welfare of the foreign country, thus delving into the strategic policy

decisions of both the home and foreign countries.

1.2.2. Industry Lifecycle and Innovation. This paper is related to the literature which
studies the stylized pattern of industry dynamics (Vernon, 1966; Abernathy and Utterback, 1978;
Gort and Klepper, 1982; Jovanovic and MacDonald, 1994; Klepper, 1996; Antras, 2005; Eriksson
et al., 2021). This paper contributes to the literature by incorporating the theory on how innovation
in an industry changes along its lifecycle into a canonical open macroeconomic model to analyze
its implications on the aggregate economy, while most of the literature focuses on regularities along
the lifecycle with partial equilibrium analysis.

IThere can be complementarity or trade-off between the new externality presented in this paper (dynamic scale
economy) and the static scale economies discussed in Lashkaripour and Lugovskyy (2023). For instance, suppose
a high growth potential industry has a lower elasticity of substitution across varieties within the industry (micro
elasticity of substitution) compared to other industries. In this case, if the government supports the industry to
accelerate innovation (dynamic scale economy), more labor will be allocated to the industry from other industries
in response to the policy. From a static perspective, based on Lashkaripour and Lugovskyy (2023), it implies a
reallocation of resources from industries with low scale economies to those with high scale economies, illustrating
complementarity between static and dynamic scale economies. In contrast, if the micro elasticity of substitution of
the targeted industry is higher than others, there exists a trade-off between static and dynamic scale economies.

4



In this aspect, the literature which develops a growth or trade model that incorporates multiple
types of innovations with a consideration of industry dynamics (Krugman, 1979; Klette and Kortum,
2004; Atkeson and Burstein, 2010; Akcigit and Kerr, 2018; Hsieh et al., 2021) is also closely related
to this paper. This paper contributes to the literature in two aspects. First, this paper derives
policy implications based on welfare analysis. The implications are novel in that it provides a
criteria regarding the right “timing” of industrial policy. Second, it studies how industrial policy
affects the foreign innovation and welfare as well as those for the home country. While Krugman
(1979) studies the effects of innovation in North (developed country) on the welfare for South
(developing country), his framework is appropriate for analyzing only an asymmetric case where a
developing country tries to catch up a developed country by imitation of technology. This paper
also analyzes the case where two symmetric countries compete to take the leadership in an industry

using a frontier technology.

1.2.3. Growth and International Welfare Spillover. My work contributes to literature
which studies international spillovers from productivity increases in the home country (Ghironi and
Melitz, 2005; Matsuyama, 2007; Corsetti et al., 2007). This paper makes two contributions to the
existing literature. First, it provides a theoretical framework to analyze the effects of industrial
policy targeting a specific industry by extending the model of Corsetti et al. (2007) to a multi-
industry model. Second, it suggests a novel channel through which a productivity improvement
in the home country affects foreign welfare. In my model, if there is a productivity increase in an
industry in the home country, it causes a decrease in the mass of firms in the same industry in
the foreign country. Due to shrinking of firm activity in the foreign industry, innovation will be
delayed in the industry and net foreign welfare accordingly decreases in this dynamic setting. This
channel provides the possibility of “beggar-thy-neighbor” while the other effects from the existing

literature (e.g. effects based on terms of trade and love for variety) still apply in the model.

1.3. The Model

1.3.1. Closed Economy Model. I start with a simple closed economy model. It is assumed
that there are two sectors. In sector 1, there is a continuum of industries which are in the early

stage of the industry lifecycle. Sector 2 consists of an industry where innovation hardly happens.
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An example of sector 2 could be agriculture. I will explain the meaning of being in the ‘early’ stage
of the industry lifecycle in detail in the productivity dynamics part.
1.3.1.1. Demand. The utility function of the representative consumer at time t has the fol-

lowing form.
(1.1) uler, ea) = ey,

where c1y = n X exp ( fon In c{l‘mdi) is the consumption of aggregate sector 1 product? and ¢y is
the consumption of sector 2 product. Here, cy;; represents the consumption for sector 1-industry ¢
product, and n represents the mass of industry in sector 1.
The welfare of the economy is represented by the following equation:
o0
(1.2) W = Z Blu(cyy, car)
t=0
where [ is the discount rate.
1.3.1.2. Supply. There is only one factor of production, labor, which is mobile across industries.
The total number of labor is fixed at L. Firms in the same industry have the same linear constant-

returns-to-scale production function.

(1.3) q(L1it) = a1i¢L1iy for industry ¢ € [0,n] in sector 1

(1.4) q(L2; ) = aLy for sector 2

where Ly;; is the number of units of labor used for industry 7 in sector 1 at time ¢ and Lo is the
number of units of labor used for sector 2 at time t. aq;; represents the a productivity level of
industry 7 in sector 1 at time t. I assume that the productivity level for sector 2 is fixed over time
at a.

Labor and product markets are assumed to be perfectly competitive. We can reconstruct the
supply side for sector 1 in a simpler way. Let Li; denote the number of labor units used in sector

1. The utility function is Cobb-Douglas, and the expenditure share for each industry in sector 1 is

1
2Since exp < fO" lnc{’mdi) is the geometric average of consumptions from all industries in sector 1, n X
1
exp ( fon In cﬂtdi) can be interpreted as the aggregate consumption from sector 1.

6



the same, which is 1/n. Thus, the expenditure for the product of industry i in sector 1 should be
the same for all 7. Let E denote the expenditure for sector 1-industry ¢ product. Expenditure is
the same as revenue in equilibrium. Also, since goods markets are perfectly competitive, revenue

should be the same as cost. Thus, the following condition holds.
(15) E = Pritqlit = thMt for all 7 € [0, n]

From (1.5), it follows that the number of workers used in every industry in sector 1 should be

the same in equilibrium. In other words, the following conditions must hold in equilibrium.
L

(1.6) Ly = =L for all i € [0,n]
n

By using condition (1.6), we can derive the following equilibrium conditions.

Ly
(1.7) Crip = arilaig = T

By using condition (1.7), we can rewrite the aggregate consumption in sector 1 as follows:

n 1 n 1
(1.8) cit =n X exp </ In cfitdz) = exp (/ In afitdi> Ly
0 ’ 0 '

1
Since exp < fgl Inaj; tdi) is the geometric average of productivities of all industries in sector 1,

we can derive the aggregate production function for sector 1.

noo1
(1.9) q(L1¢) = a1¢Ly1y , where a4 = exp (/ In alni’tdi>
0

Here, aj; can be interpreted as average productivity of sector 1. From now on, I will use this
sector level aggregate production function (1.9) instead of industry level production function (1.3)
for sector 1.

1.3.1.3. Productivity Dynamics. A novel feature of this model is that it does not assume
a constant growth rate for the aggregate productivity of an industry. As we have seen in the
literature regarding industry lifecycle, it is reasonable to assume that the aggregate productivity of

an industry changes as follows: Aggregate productivity grows slowly at the inception of the industry.



However, its growth rate increases rapidly after some point. Then, the growth rate declines, and
the industry’s aggregate productivity hardly grows at all in the late stage of the industry lifecycle.

To capture these productivity dynamics, I refer to Jovanovic and MacDonald (1994) regarding
how innovations happen along the industry lifecycle. Let @p;g, and @, denote the high and low
productivity of industry ¢ in sector 1. It is assumed that all firms have low productivity, @;4y, in the
early stage of the industry lifecycle. The productivity does not increase until a refinement occurs.
After the refinement occurs at time k, all firms in the industry acquires high productivity, @igh,
with probability r.

To build intuition on welfare effects of an industrial policy, suppose we start from some initial
condition where all industries in sector 1 are in an early stage. The condition has the following
meanings: refinement hasn’t arrived in sector 1 yet, and thus the average productivity in sector 1
stays at the lower bound, @jgy,.

Now, suppose that refinement in sector 1 happens at ¢ = k. Under these assumptions, the
average productivity of sector 1 will grow over time as follows. Please refer to Appendix A.1 for

how to derive (1.10).
(1.10) Sector 1: ay; = (amgh)1*(1*7’)“%1(alow)(l*r)t_k+1 ,when t > k

Jovanovic and MacDonald (1994) argues that the technology is refined from outside the industry.
Thus, the refinement is assumed to occur exogenously in the paper. However, in most cases, a huge
innovation from outside the industry cannot be applied immediately. Knowledge stock is required
to be accumulated for the application of the outside innovation to production technologies in the
industry. I assume that the knowledge stock in an industry in the early stage of the industry
lifecycle depends on the cumulative production in the industry. This assumption is based on the
learning-by-doing effect, as in Melitz (2005). Formally, the applicable refinement is assumed to

occur when the cumulative production exceeds a certain level as follows.

ASSUMPTION 1. Refinement occurs in the early stage of industry lifecycle if Qi > @Q where

Qi = Z;’:O q1,j which is the cumulative production of sector 1 until time t.

8



In the spirit of Melitz (2005), the level of productivity in this model depends on the cumulative
level of production in the sector, (). However, here, it is related with the probability of a boost in
productivity, which comes through the emergence of a refinement or dominant design that enables
standardization in production as in Jovanovic and MacDonald (1994), reflected in a higher a. Even
though the timing of refinement is stochastic in Jovanovic and MacDonald (1994), I assume that
the timing of refinement is deterministic process, as seen in Assumption 1, for simplicity. It is
important to note that a refinement does not imply any boost in productivity. It simply shifts the
sector to a state where there is a positive probability of a boost in productivity. This probabilistic
process is given by Equation (1.10) above. So in my framework, the emergence of a refinement
makes it easier for firms to make their production process more efficient, but the existence of a
refinement does not in itself make the process more efficient. We could think of a refinement as
an industry-specific thing, like the invention of the personal computer, which made it much easier
for firms to find ways to improve productive efficiency than the earlier mainframe. One could also
think of a refinement as applying more broadly to a sector. An example could be an assembly line.
This refinement in the layout of production, as it diffused over time, made it possible for a wide
variety of industries within the manufacturing sector to make their individual production processes
more efficient. For the services sector, the emergence of the internet has had a similar effect.

In this model, if an industry produces more in the early stage of the industry lifecycle, the
cumulative production of the industry increases faster and thus the refinement happens earlier. This
is the key mechanism through which an industrial policy can improve welfare of the implementing
country in this model.

1.3.1.4. Static Equilibrium. Since labor is nonspecific between the all industries, the labor

market equilibrium is as follows:

(1.11) Sector 1: wy = pisais

(1.12) Sector 2: w; = paia

where w; is the wage, and p;; is the price of the aggregate sector ¢ product at time t.
The income of the representative consumer is w;L. By combining the labor market equilibrium
condition, we can get w;L = p1;a1,L = pyual. Since the utility function is Cobb-Douglas function,

9



the representative consumer will spend fraction « of the consumer’s income for buying aggregate
sector 1 product, c1¢, and spend fraction 1 — « of their income for buying sector 2 product, co;.

Consequently, the equilibrium conditions for goods markets are derived as follows.

(1.13) Sector 1: L1y = aL

(1.14) Sector 2: Loy = (1 —a)L
The equilibrium for goods markets also satisfies the resource constraint:
(1.15) Ly + Ly =1L

The static equilibrium is the prices and wage {p1¢, p2:, w} and labor allocation {Liy, Lo} such
that equilibrium conditions from (1.11) to (1.15) are satisfied.

1.3.1.5. Industrial Policy. According to Pack and Saggi (2006), industrial policy is defined
as “any type of selective intervention or government policy that attempts to alter the structure of
production toward sectors that are expected to offer better prospects for economic growth than
would occur in the absence of such intervention.” In this paper, I assume that government wants
to promote a targeted industry and use industrial policies to achieve its goal. For simplicity, I only
analyze the effect of production subsidy among various industrial policies.

Assume that government gives a production subsidy to firms in sector 1, and the production
subsidy rate is s. I additionally assume the government corrects a lump-sum tax from the consumers
to fund the production subsidy. Since every market is perfectly competitive, the labor market

equilibrium condition for sector 1, (1.11), will change by the introduction of the policy as follows:
(1.16) wy = (1 + s)pirars

By using condition (1.16), goods market equilibrium conditions are changed as follows:

1+s -
1.17 Sector 1: L1y = L
(1.17) ector = T s
1.18 Sector 2: Lo; = 1—a)L
( ) ector o 1+as( a)

10



1.3.1.6. Welfare Effects. The production subsidy has two effects in terms of welfare. The
first effect is the static resource reallocation effect. As evident in conditions (1.13) and (1.17), the
production subsidy for sector 1 leads to increased labor usage in that sector within the economy.
Since all markets are perfectly competitive, such reallocation of resources introduces distortions
in the static aspect. This effect is further illustrated by comparing instantaneous utility with and

without the production subsidy.

(1.19) Instantaneous utility without the production subsidy: u; = a®(1 — a)'™*L
.1 . . . (1 + 5)a o l-—a7t
(1.20) Instantaneous utility with the production subsidy: u; = Tras® (1—a) L
as

It is evident that the instantaneous utility without the production subsidy, as shown in (1.19),
is strictly greater than that with the production subsidy, as depicted in (1.20).

The second effect is the early innovation effect. It’s worth noting that we begin from the
initial condition where refinement has not yet occurred in sector 1. In this scenario, the production
subsidy accelerates the arrival of refinement in sector 1. Consequently, the economy experiences
earlier productivity improvements in the dynamic aspect.

Overall, if the second effect outweighs the first, the industrial policy improves the welfare of
the economy.

1.3.1.7. Illustrative Example. 1 construct an illustrative example of the model to examine
the welfare effects of a production subsidy in the context of industry lifecycle. For the parameters
of the closed economy model, I set o = 0.5 and 3 = 0.99. The total labor supply is given by L = 1.

In terms of productivity dynamics, I assume that all industries in sector 1 are in the early stage
of industry lifecycle. This implies that the aggregate productivity in all industries in sector 1 are
currently low, @o. I set @o = 5 and @, = 10. Additionally, the productivity level of sector 2 is
assumed to be fixed at a = 10.

As explained in the model, the timing of refinement depends on the cumulative production of

the sector.
t—1
(1.21) The refinement arrives at time ¢ if Q1,1 > 50, where Q11 = Z q1,j
§=0
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Let k denote the time when refinement arrives in sector 1. The probability that an indus-
try in sector 1 can achieve high productivity after the refinement, denoted by r, is set to 0.05.
Consequently, the law of motion for the average productivity of sector 1 is as follows:

t<k:ay=aow=2>5
(1.22)
t>k: ay = 1017(0.95)“’““5(0.95)t—’<+1

Equilibrium without Policy Intervention. If there is no policy intervention, firms in sector
1 and 2 hire 0.5 units of labor, respectively, for all time period. The refinement occurs at ¢t = 21.

Equilibrium with Policy Intervention. Now, I assume that the government provides a
production subsidy to all firms in sector 1 until the refinement occurs. The production subsidy rate
is assumed to be 20%. In this scenario, before the refinement occurs, sector 1 utilizes 0.545 units
of labor, which is greater than in the case without the production subsidy. Conversely, sector 2
utilizes 0.455 units of labor.

Due to the production subsidy, firms in sector 1 produce more, resulting in the refinement
occurring earlier than in the case without policy intervention: The refinement occurs at ¢ = 20.
After the refinement, the government ceases to provide the subsidy, and thus the equilibrium
dynamics are the same as those after the refinement without policy intervention.

Welfare Comparison. When there is no policy intervention, the cumulative welfare is 452.6.
With the production subsidy, the cumulative welfare increases to 453.4. Thus, the industrial policy
is welfare-improving.

To derive implications from the results, I examine the dynamics of instantaneous utility for
both cases. Without government intervention and before refinement, the instantaneous utility is
3.54. It decreases to 3.52 when the government provides a production subsidy to firms in sector
1. This decline in instantaneous utility reflects the resource reallocation effect resulting from the
distortion caused by the production subsidy.

After the refinement occurs in sector 1, the productivity of industries in the sector increases
over time. Thus, earlier refinement should be beneficial for the economy. By implementing the
industrial policy, the refinement arrives one period earlier, from ¢t = 21 to ¢ = 20. This reflects the

early innovation effect.
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In summary, the industrial policy initially makes the economy worse off, but the long-run gains
from faster growth in the targeted industry offset the earlier loss. In this example, the long-run
gain exceeds the initial loss, making the industrial policy eventually welfare-increasing.

In this model, when either (i) the industry has high productivity growth potential (high @pgn)
or high r, (ii) learning-by-doing is strong, or (iii) the discount factor is small (high /3), the industrial

policy can be welfare-improving for the economy.

1.3.2. Two Country Model. One of the purposes of this paper is to examine the welfare
effects of an industrial policy on a country’s trading partners. To analyze this, an open economy
model is necessary. Additionally, in the model, if the country implementing an industrial policy is
small, it has no effect on the welfare of the rest of the world. Thus, I extend the closed economy
model to a model involving two large countries.

1.3.2.1. Demand. The preference is identical for both the domestic and foreign representative

consumers. The utility function of the representative consumer at time ¢ has the following form.
(1.23) u(ciy, car) = cShehs @

where c¢;; is the consumption of the aggregate sector i product at time t. Domestic and foreign
products within each sector are imperfect substitutes. Domestic and foreign goods are aggregated

in the following way.

e—1 e—1 e—1
(1.24) Sector 1: ¢y = (Clﬁ,t + le,t)

e—1 e—1 e—1
(1.25) Sector 2: ¢ = <02}§7t + 02i7t>

1
where ¢y, = n X exp < fon Incp,, tdz’) represents the aggregate domestic sector 1 goods at time ¢,

and c1p4 =n X exp < fgl In ci 7, tdi) represents the aggregate foreign sector 1 goods at time ¢t. Here,
c1in,t and cy;r ¢ represent the consumption for sector 1-industry ¢ product for the home and foreign
country respectively, and n represents the mass of industries in sector 1 which are the same for
home and foreign country. The value of ¢ measures the degree of substitutability between domestic

and foreign goods within an industry. The lower is €, the more differentiated are the domestic and
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foreign product. The welfare of each country is represented by the following equation:

(1.26) W =Y plulcy, ca)

t=0
where [ is the discount rate, which is same for home and foreign country.
1.3.2.2. Supply. There is only one factor of production: labor, which is mobile across industries
but not across countries. The total number of labor is fixed in both the home and foreign countries,
at Lj, and L ¢ respectively. All firms in the same industry within the same country have the same
linear constant-returns-to-scale production function. Applying the same logic as in the closed
economy model, I will use a sector-level aggregate production function for sector 1 instead of an

industry-level production function for this open economy model.

(1.27) Sector 1 in the home country: f(Lipt) = aintLingt
(1.28) Sector 2 in the home country: f(Lopt) = aLopy
(1.29) Sector 1 in the foreign country: f(Lif:) = aifsLlifs
(1.30) Sector 2 in the foreign country: f(Los:) = aLas,

where L;j, ¢ and L;s; are the number of units of labor used in sector ¢ at time ¢ in the home and
foreign country, and ai,; = exp (fon In a{l‘hi’tdi> and aif; = exp <f0n In a{llfi7tdi> are the average
productivity level in sector 1 at time t in the home and foreign countries, respectively. Here, ay;p ¢
and ay;7; represent the productivity of industry ¢ in sector 1 in the home and foreign countries,
respectively.

1.3.2.3. Productivity Dynamics. Productivity dynamics are the same for the open economy
model as for the closed economy model. Let @4, and @, denote the high and low productivity
levels of all industries in sector 1 in the home and foreign countries, respectively. Suppose we
start from an initial condition where all industries in sector 1 in the home country are in an early
stage, but sector 1 in the foreign country is mature. In detail, refinement hasn’t yet occurred in
sector 1 in the home country, so the productivity of all industries in the sector remains at the lower
bound, @;,,. However, refinement has already occurred in sector 1 in the foreign country, and the

productivity of all industries in the sector has reached the upper bound.
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The productivity of industries in sector 1 in the home country does not increase until refinement
occurs. After refinement occurs at time k, an industry acquires high productivity, @pgn, with
probability . Under these assumptions, the average productivity of sector 1 in the home and

foreign countries will change over time as follows.

1.31 Sector 1 in the home country: a1; = (Qnian L-(1-r)r=Ft low (1=r)t =t , when t > k
y g

(1.32) Sector 1 in the foreign country: ai; = Gpgp, for all ¢

I further assume that the timing of refinement depends on the cumulative production in the
sector. Formally, refinement occurs when the cumulative production exceeds a certain level, as

follows.

ASSUMPTION 2. Refinement occurs in the early stage of industry lifecycle if Qip > Q, where
Qint = Z?’:o q1n,; represents the cumulative production of sector 1 in the home country until time

t.

As in the closed economy model, if an industry produces more in the early stage of the industry
lifecycle, the cumulative production of the industry increases faster, leading to earlier refinement.
This earlier productivity increase in the implementing country can improve the welfare of both the
country and its trading partner in this model.

1.3.2.4. Static Equilibrium. Labor and product markets are perfectly competitive. Since

labor is non-specific across all industries in each country, the labor market equilibriums are as

follows:

(1.33) Sector 1 in the home country: wy,; = pipt@1py
(1.34) Sector 2 in the home country: wy, s = pap raont
(1.35) Sector 1 in the foreign country: wyr; = pifiaisy
(1.36) Sector 2 in the foreign country: wyr; = pafiassy

where wy,; and wy; are the wages in the home and foreign countries, respectively, and p;,; and

pift are the prices of the aggregate sector ¢ product at time ¢ in the home and foreign countries,
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respectively. Let z; denote pip+/p1 #,¢t» which is the relative price between domestic and foreign
goods in sector 1, and y; denote pap ¢/pay ¢, which is the relative price between domestic and foreign
goods in sector 2. x; and y; can be rewritten in the following way using the labor market equilibrium

conditions in the home and foreign countries.

(1.37) gy = ok L5
Wg¢t lh,t
Wht @

(1.38) Y = Zhit 22fit
Wt Q2h,t

Then, we can get the relative wage between domestic and foreign country using the above

equations.

Wh,t Q1p,t A2p,t
(1 39) = Tt = Yt
Wy Q1f, azf.t

The income of the domestic representative consumer is whi/[jh. By combining the labor market
equilibrium conditions, we can obtain wh,tfh = plh’talhvthh = pgh,taghiljh. Similarly, the income
of the foreign representative consumer is wfytljf = plﬁtalf’tljf = prytanytI_/f.

Since the utility function is a Cobb-Douglas function, the representative consumers in the
home and foreign countries will spend a fraction « of their income on purchasing aggregate sector
1 products, c1¢, and spend a fraction 1 — a of their income on purchasing sector 2 products, co.
Additionally, the domestic and foreign products from each sector are aggregated using the constant
elasticity of substitution functional form. Thus, out of the income allocated for buying products

from sector 1, the consumer will allocate a fraction % for buying domestic goods from sector 1
t

1+

o

and a fraction —t
1+

—1 for buying foreign goods from sector 1. Similarly, out of the income allocated
Ty

for buying products from sector 2, the consumer will allocate a fraction Wl‘_l for buying domestic
t
e—1
goods from sector 2 and a fraction ljitye_l for buying foreign goods from sector 2. Consequently,

t

the equilibrium conditions for the goods market are derived as follows.

1 _
(1.40) Domestic goods from sector 1: <a1h,tLh + alfyth> = aipLipy
Tt

145t
e—1

Tﬁc“l (zearngLn +arpely) = arpalgy

t

(1.41) Foreign goods from sector 1:
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1-— — 1_ -
(1.42) Domestic goods from sector 2: Toil <C_LLh + C_LLf) = alopy

y,f Yt

U=

p— ytdfh + aEf) = aL2f’t
t

(1.43) Domestic goods from sector 1:
There are two resource constraints in the model.

(1.44) Resource constraint in the home country: Lip; + Lops = Ly

(1.45) Resource constraint in the foreign country: Liss + Loss = Ly

The static equilibrium consists of the prices and wages, {Din.t, Pan,t: P1f,t, P2fts Whit, Wy}, and
the labor allocation, {Lip ¢, Lonyt, Lifst, Lof+}, such that the labor market equilibrium conditions
from (1.33) to (1.36), and the goods market equilibrium from (1.40) to (1.43), and resource con-
straints, (1.44) and (1.45), are satisfied.

1.3.2.5. Industrial Policy. As in the closed economy model, I assume that the government
provides a production subsidy to firms in sector 1, with the production subsidy rate denoted as
s. Additionally, I assume that the government imposes a lump-sum tax on consumers to fund the
production subsidy. Since every market is perfectly competitive, only the labor market equilibrium

equation (1.33) will change with the introduction of the policy, as follows.

(1.46) wpy = (14 8)p1p1aing

1.3.2.6. Welfare Effects. In the home country, there are resource reallocation effects and early
innovation effects, as in the closed economy model. However, in the two-country model, there is an
additional effect: the terms of trade effect. If we assume that the home country has a comparative
advantage in sector 2, then it is a net importer of products from sector 1. In this case, an increase
in productivity in sector 1 in the home country improves the terms of trade for the home country.

For the foreign country, there is a benefit from the home country’s productivity improvement.
The increase in productivity in the home country means that consumers in the foreign country can
also purchase products from sector 1 at a cheaper price. However, under the assumption that the
foreign country has a comparative advantage in sector 1, the terms of trade for the foreign country

will deteriorate.
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In summary, for the home country, the early innovation and terms of trade effects increase, but
the resource allocation effect decreases its welfare. For the foreign country, the early innovation
effect of the home country increases, and the terms of trade effect decreases its welfare. Thus, we
can see that the early innovation effect plays a crucial role in improving the welfare of both the
home and foreign countries through industrial policy.

1.3.2.7. Illustrative Example. For parameters of the two-country model, I set a = 0.5 and
6 = 0.99. I refer to the Armington elasticity of the machinery and electronics industry estimated
using TSLS in Feenstra et al. (2018), which are 2.01 and 2.40, respectively, and set ¢ = 2. Total
labor supply is given by Ly = 1 and Ly = 1. Thus, the size of the home and foreign country is
assumed to be the same.

Regarding productivity dynamics, I assume that all industries in sector 1 in the home country
are in the early stage of the industry lifecycle. It means the average productivity in sector 1 is low,
Qlow- It is assumed that sector 1 in the foreign country is mature. Thus, a1 = @pgp for all t. I set
Qlow = 5 and Gpen, = 10. Again, the productivity level of sector 2 for the home and foreign country
is fixed at a = 10.

The timing when refinement happens depends on the cumulative production of the sector.

t—1
(1.47) The refinement arrives at time ¢ if Qqp¢—1 > 50, where Qqp¢—1 = Z qih,j
7=0

Let k denote the time when refinement in sector 1 in the home country arrives. The probability
that an industry can achieve high productivity after the refinement, r, is set to 0.05. Consequently,

the law of motion for the productivity of sector 1 is as follows:

Sector 1 in the home country: ¢ < k, a1pt = Qo = 5
(1.48)
t >k, aipg = 101 (0.95) k41 £(0.95)t K+

(1.49) Sector 1 in the foreign country: for all ¢, as, = @hign = 10

Equilibrium without Policy Intervention. In the home country, before refinement arrives
in sector 1, industries in sector 1 hire 0.407 units of labor and those in sector 2 hire 0.593 units of

labor. Thus, the home country produces 2.04 units of aggregate domestic sector 1 product and 5.93
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units of domestic sector 2 product. The foreign country uses 0.578 workers in sector 1 and 0.422
workers in sector 2. Accordingly, the foreign country manufactures 5.78 units of aggregate foreign
sector 1 product and 4.22 units of foreign sector 2 product. This static equilibrium before the arrival
of the refinement coincides with the result of the classical Ricardian model. The home country has
a comparative advantage in sector 2, and the foreign country has a comparative advantage in sector
1. Thus, the home country uses more resources for producing products in sector 2 and becomes a
net exporter of sector 2 products. In contrast, the foreign country uses more resources for producing
products in sector 1 and becomes a net exporter of sector 1 products.

The refinement happens at ¢t = 25. After the arrival of the refinement, the home country
gradually uses more labor to produce goods in sector 1, reflecting increased productivity in sector
1. Since the comparative advantage becomes the same for both countries in the long run, the home
and foreign countries will use the same amount of labor for sector 1 and 2 in the long run.

Equilibrium with Policy Intervention. Now, I assume that the government in the home
country provides a production subsidy to all industries in sector 1 until the refinement happens.
The production subsidy rate is assumed to be 20%. In this case, before the refinement happens, the
home country naturally uses more labor to produce products in sector 1 than in the case without
a production subsidy. 0.458 units of labor are used in sector 1, and 0.542 units of labor are used in
sector 2. The home country manufactures 2.29 units of aggregate domestic sector 1 product and
5.42 units of domestic sector 2 products. In the foreign country, 0.537 workers are hired in sector
1, and 0.463 workers are hired in sector 2. Thus, 5.37 units of aggregate foreign sector 1 product
are manufactured, and 4.63 units of foreign sector 2 product are manufactured.

Because of the production subsidy, industries in sector 1 produce more, and thus refinement
occurs earlier than in the case without policy intervention. The refinement happens at t = 22.
After refinement, the government stops providing the subsidy, and thus the equilibrium dynamics
are the same as those after refinement without policy intervention.

Welfare Comparison. When there is no policy intervention, the welfare of the home and
foreign countries is 927.73 and 977.08, respectively. In the case with a production subsidy, the
welfare of both the home and foreign countries increases to 930.80 and 977.37, respectively. This

indicates that the industrial policy is welfare-improving for both the home and foreign countries.
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TABLE 1.1. Welfare Comparison

w/o subsidy | with subsidy | welfare
Home 927.73 930.80 Improved
Foreign 977.08 977.37 Improved

Notes: The numbers in the cells represent the wel-
fare level in each case.

To draw implications from the results, I examine the instantaneous utility before refinement
occurs. When the government does not implement any policy and refinement has not yet occurred,
the utility of the home country is 7.867. It decreases to 7.804 when the government provides a pro-
duction subsidy to industries in sector 1. This decline in instantaneous utility in the home country
results from the distortion caused by the production subsidy. It is surprising that instantaneous
utility also decreases in the foreign country upon implementation of the home industrial policy. In
the case without the policy, the instantaneous utility in the foreign country is 9.331. However, it
falls to 9.278 when the home country implements the industrial policy. The home country produces
more products in sector 1 with the production subsidy, leading to a decrease in the relative price of
products from sector 1. Since the foreign country is a net exporter of goods in sector 1, this means
that the terms of trade worsen for the foreign country. This effect causes the instantaneous utility
of the foreign country to decrease. In summary, the industrial policy results in a welfare decrease

for both the home and foreign countries before the refinement in sector 1 in the home country.

TABLE 1.2. Temporarily Loss from Distortion before the Arrival of Refinement

Home country Foreign country
Llh,t L2h,t Up,t Llf,t L2f,t Uft
w/o subsidy | 0.407 0.593 7.867 | 0.578 0.422 9.331
with subsidy | 0.458 0.542 7.804 | 0.537 0.463 9.278

Stage

After the refinement arrives in sector 1 in the home country, the productivity of the industries
in the sector increases over time. This means consumers in both the home and foreign countries can
consume more products from sector 1 at a cheaper price. Thus, if the refinement occurs earlier, it is
beneficial for both the home and foreign countries. Because of the industrial policy, the refinement
happens faster than in the case without the policy. This effect benefits both the home and foreign

countries.
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TABLE 1.3. Gain from Early Arrival of Refinement in Sector 1 in Home Country

w /o subsidy | with subsidy
Arrival time t=25 t =22

In summary, the industrial policy initially makes both the home and foreign countries worse off
temporarily, but the long-run gains from faster growth in the targeted industry offset the earlier
losses of the two countries. In this numerical example, the long-run gain is larger than the initial
loss, and thus the industrial policy eventually increases welfare for both the home and foreign
countries. In this model, as in the closed economy model, when: (i) the industry has a high
productivity growth potential (high @ig, or high r), (ii) learning-by-doing is strong, or (iii) the
discount factor is small (high ), the industrial policy can improve welfare for both the home and
foreign countries. However, compared to the closed economy model, the terms of trade effect plays

an important role, especially for the foreign country.

1.4. Empirical Examination about Productivity Dynamics

The results from the model are based on assumptions regarding how productivity changes over
time. Therefore, I examine time series data on productivity for certain industries. Given that
many countries aim to promote high-tech industries through industrial policies, I focus on high-
tech industries such as Semiconductor and Other Electronic Components, Computer and Peripheral
Equipment, Communication Equipment, Electronic Instruments, and Industrial Machinery. I use
Multifactor Productivity data from the U.S. Bureau of Labor Statistics, spanning from 1987 to
2019.

Figure 1.1 illustrates the productivity dynamics of sector 1 in the home country without policy
intervention, as depicted in the numerical example above. The left panel illustrates the dynamics
of productivity levels, while the right panel depicts the dynamics of productivity growth rates for
the industry. As shown in Figure 1.1, in the model, productivity remains low and does not grow
significantly in the early stages of the lifecycle. However, after refinement occurs, productivity
begins to increase. The growth rate of productivity is initially very high following the refinement’s

arrival and gradually declines over time.
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10 6

(a) Aggregate Productivity Level in the Model (b) Aggregate Productivity Growth in the Model

F1GURE 1.1. Average Productivity Dynamics of Sector 1 in the Home Country in
the Model

Figure 1.2 and 1.3 display the dynamics of productivity levels and productivity growth rates
for the five high-tech industries. The solid lines represent the actual data for each year, while
the dotted lines represent the five-year moving average of the actual data. The observed patterns
closely resemble those suggested by the model for all five industries.

The analysis of productivity in high-tech industries indicates that the productivity dynamics
proposed by the model closely align with the observed data. Furthermore, in line with industry
lifecycle theory, there is likely a positive externality linked to productivity in the early stages of
industry development. This suggests that the implications derived from the model in this paper

are likely to hold validity.

1.5. Conclusion and Discussions

In this chapter, I develop a simple open economy model that incorporates productivity dynam-
ics suggested by the industry lifecycle. In this lifecycle, productivity is low and does not grow
significantly in the early stage, then after a radical innovation, it grows very fast for a while before
tapering off. This model is novel in two main aspects. First, the parameters related to innovation
endogenously change based on the stage of the industry lifecycle. This allows the model to provide
realistic policy implications. For example, if the growth rate or probability of innovation is con-

stant over time, industrial policy has permanently positive or negative welfare effects, which is not
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realistic. Second, it focuses on the welfare of other countries, a subject that much of the existing
literature overlooks.

With such advantages, the model suggests important policy implications. First, considering
industry lifecycle when designing industrial policy is important since the growth potential and
degree of externality vary depending on the stage of the targeted industry’s lifecycle. Second,
policymakers need to take into account the difference in timing when policy costs and benefits
occur. The model shows that industrial policy reduces instantaneous utility in the short run due
to distortions created by the policy, but it can increase overall welfare by accelerating innovation
in the targeted industry in the long run. Third, home industrial policy can increase foreign welfare
through the terms-of-trade effect, meaning the foreign country can benefit from the lower home
product price due to home innovation.

Despite the novelties, there is ample room for improvement in this simple model. First, monop-
olistic competition can be introduced for the market structure. This can be beneficial because (i)
the model can allow for a microfoundation for investment in innovation, such as R&D investment
by firms, for which some degree of monopolistic power is required, and (ii) by introducing a free
entry condition, the model can capture changes in the entry and exit of firms, which are important
for determining the stage of the lifecycle based on industry lifecycle theory (e.g., Jovanovic and
MacDonald, 1994; Klepper, 1996). Second, it is interesting to compare various policy tools. In
particular, since R&D subsidy targets boosting innovation activity, it is interesting to compare the
welfare effects of R&D subsidy with production subsidy and to figure out conditions under which
each type of tool is preferred. In the next chapter, I develop a general model framework reflecting

these points.
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CHAPTER 2

Industrial Policy in the context of Industry Lifecycle: Catch-Up

versus Frontier Technology Races

2.1. Introduction

Based on the discussion points in the previous chapter, this chapter presents a general frame-
work for analyzing the welfare effects of industrial policy for both the domestic economy and its
counterpart countries. This chapter demonstrates that the welfare effects depend on where the
targeted industry happens to be in its lifecycle in the home country and abroad. Especially, the
welfare analysis demonstrates that the welfare effects are very different for the foreign country in
two cases: catch-up vs frontier technology races. Subsidies that aid catch-up have positive spillovers
for trading partners, while frontier races targeting firms trying to advance a technological frontier
are more likely to have a beggar-thy-neighbor effect.

This chapter suggests a theoretical link between the growth-boosting effect of industrial policy
and industry lifecycle theory. Regarding how industrial policy affects economic growth, Rodrik
(2006) presents some stylized facts. First, he presents empirical evidence supporting the idea that
growth accelerations are associated with the increase in the share of manufacturing industries in an
economy. He emphasizes that industrial policies played an important role in successfully achieving
such structural changes in some countries such as China and India. Second, he argues that the
level of productivity with which a good is produced does converge to that of advanced countries.
Moreover, the paper argues that the lower the unit value of goods a country initially produces,
the greater is the growth the country will experience. These stylized facts suggest that industrial
policy is more likely to succeed in boosting economic growth and eventually improving a country’s
welfare when it targets innovative, young industries.

That implication can be theoretically supported by industry lifecycle theory such as Abernathy
and Utterback (1978) and Jovanovic and MacDonald (1994). The theory predicts that productivity
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in an industry remains low in the early stage of the industry lifecycle but then increases rapidly
following a radical innovation. In this context, if industrial policy encourages major innovations in a
young industry to occur earlier, the industry can accelerate the transition to the high-productivity
stage, thereby boosting aggregate economic growth. On the other hand, theory suggests that
productivity organically tapers off in an industry in the late stage of its lifecycle. Thus, if industrial
policy supports a mature industry, such a policy would not effectively stimulate economic growth.
My model is built on this theoretical background.

Another important aspect of the research question concerns how growth-stimulating industrial
policy affects the welfare of a foreign country. Existing literature studying the international spillover
from home productivity improvement (Ghironi and Melitz, 2005; Matsuyama, 2007; Corsetti et al.,
2007) suggests that the welfare of the foreign country is primarily affected by changes in the terms
of trade. Those studies mostly consider two conflicting effects for the foreign welfare. First is a
“direct effect”, whereby domestic productivity improvement lowers the prices of home products,
benefiting foreign consumers. Second is a “indirect effect” in which the domestic wage increases
relative to the foreign wage due to increased labor demand, causing the foreign countries’ terms of
trade to deteriorate. While my model encompasses these mechanisms for the international spillover
of domestic productivity increase, it introduces a novel channel through which a change in the mass
of firms in an industry influences the timing of innovation in that industry. Based on this channel,
the model suggests the possibility of beggar-thy-neighbor effects stemming from the home country’s
growth-stimulating industrial policy.

I also analyze how the foreign country responds to the domestic industrial policy. Policymakers
should consider this seriously because if an industrial policy diminishes the welfare of its counterpart
countries, those countries may respond by implementing measures to offset the effects of the policy.
I introduce a game situation where the home and foreign country compete to foster the same
industry. The Nash equilibrium in this game demonstrates the consequent policy competition in
which both countries respond to each other’s policy decisions by more aggressively supporting the
targeted industry. The analysis suggests if two countries cooperatively support the industry, the

welfare outcome is a Pareto improvement compared to the Nash equilibrium.
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The chapter is structured as follow. Section 2.2 presents model setup and Section 3.3 analyzes
the welfare effect of industrial policy under the influence of the industry lifecycle. Section 2.4
derives theoretical implications through model simulation. Section 2.5 examines Korea’s industrial
policy in 1970s to check whether the outcomes are consistent with the central mechanism of my
model. Section 2.6 compares the welfare effects of a production and R&D subsidy. Section 3.5

concludes.

2.2. The Model

I nest the model of industry lifecycle in the model of open economy spillovers by Corsetti et al.
(2007) to analyze welfare effects of an industrial policy by taking the industry lifecycle into account.

In the model, the world economy consists of two countries, home and foreign. In each country,
there are households, firms, and a government. The size of households is L in the home country
and L* in the foreign country.

Since industrial policy supports targeted industries by design, I extend the model in Corsetti
et al. (2007) to a model with two industries. Industry 1 in the home country is a young industry
with high growth potential. In contrast, industry 2 in the home country is a mature industry
where innovation has tapered off. An example of an industry like industry 2 in the model could be
agriculture.

In Case 1, both foreign industry 1 and 2 are matured. The home and foreign country can be
thought of as a developing and developed country respectively in this case. Thus, home industry 1 is
trying to catch up to the technological frontier in industry 1 in this case. I will relax this assumption
later and consider another case where the developmental states of the home and foreign country
are similar and those countries are competing with each other.

Throughout the paper, I set the home and foreign country wage as numeraire in the home and

foreign country respectively for convenience.

2.2.1. Firms. There is a continuum of firms with mass n;; in industry ¢ in the home country
at time ¢. Similarly, n;, denotes the mass of firms in industry 7 in the foreign country at time ¢.

The mass of firms in each industry in each country is endogenously determined within the model.
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There is only one factor of production, labor, which is mobile across industries. The productivity
is assumed to be the same for all firms in each industry in each country for simplicity. However, there
is a difference in productivity between industries and between countries. Under these assumptions,
the firm producing variety h in industry ¢ in the home country has the following linear constant

returns to scale production function.
(2.1) Yit(h) = a;ili ()

where [; +(h) is labor used in the production for variety h in industry i.

A firm also needs to hire % units of labor each period regardless of its amount of production.
Firms allocate this fixed cost to different activities, depending on their industry’s stage along the
lifecycle. As suggested in Abernathy and Utterback (1978) and Klepper (1996), firms in the early
stage of the lifecycle need to invest in R&D for product innovation. At this stage, a “dominant
design,” defined as a product design widely accepted by consumers, has not yet emerged. Con-
sequently, numerous firms producing different varieties enter the industry and focus on product
R&D to establish a dominant design. Once a dominant design is established, the industry transi-
tions to a high-productivity stage where the production process becomes highly standardized, and
manufacturing productivity rapidly increases. Thus, the fixed cost at this stage is primarily used
for process R&D or for the construction and maintenance of large facilities. For simplicity, it is
assumed that this fixed cost remains constant over time and is the same for all firms across all

industries in each country. Given wage wy, the fixed cost ¢;+(h) is then,

(2.2) gialhy =2 = 1

Vit v

All firms in each country sell their product to home and foreign consumers. When a firm sells
its product abroad, it entails iceberg cost, 7. Therefore, the resource constraint for home variety h

in industry ¢ at time ¢ is as follows.

(2.3) Yit(h) > Legg(h) + (14 7)L%c;4(h)
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where ¢;(h) and ci7t(h) represent the consumption of the home variety A in industry 7 at time ¢
by the home and foreign representative consumers, respectively. L and L* denote the number of
people in the home and foreign countries, respectively.

Let p; +(h) denote the price for home variety h in industry ¢ at time t in home market which is
expressed in terms of home wages, and p;'k,t(h) denote the price for home variety h in industry 7 at
time t in the foreign market which is expressed in terms of foreign wages. ¢; is the exchange rate
which is defined as the relative price of foreign labor in terms of home labor units!. The operating
profit in domestic labor units, which is revenue minus variable cost, of a home firm producing

variety h in industry ¢ at time ¢ is:
(2.4) ;¢ (h) = pit(h)cig(h)L + epi(h)c; (R)L" — Liy(h)

Similar expressions hold for the firms in foreign country.

2.2.1.1. Innovation and Productivity. A novel feature of the model in this paper is that
the productivity of firms in the industry with high-growth potential endogenously increases. As
we have seen in the literature regarding industry lifecycle, it is reasonable to assume that the
productivity of firms in an industry changes depending on where the industry is in its lifecycle
as follows: Productivity grows slowly for some time after the inception of the industry. However,
it increases rapidly after major or radical innovations occur. Then, the growth rate gradually
declines and stabilizes at a low level. To capture these productivity dynamics, I refer to Jovanovic

and MacDonald (1994) regarding how innovations happen along the industry lifecycle.

Let @; 10w and @; pign denote low and high productivity in industry 7. To build intuition for
analyzing welfare effects of the growth-boosting industrial policy in the context of industry lifecycle,

I define two stages along the cycle, “the early stage” and “high-productivity stage”, as follows.

DEFINITION 1. Industry i is in “the early stage” of an industry lifecycle, which means

i) The productivity of firms in the industry stays at the lower bound, @; oy, in this stage.
i) Firms in the industry at this stage have growth potential, as their productivity can increase

to @; pigh following the occurrence of a refinement.

IFor example, if the foreign wage is twice as expensive as the home wage when compared in a common currency,
the exchange rate, €, is 2. In a model where the home wage is the only numeraire and the world uses one common
currency (meaning the exchange rate is not introduced in the model), €; is equivalent to the foreign wage.
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DEFINITION 2. When a refinement occurs in industry i, the industry enters “the high-productivity

stage” of the lifecycle, which means

i) Upon the occurrence of a refinement in the industry, all firms immediately achieve high
productivity, aLhigh.Z

ii) Productivity of firms in the industry does not grow any more within the lifecycle.

Based on Jovanovic and MacDonald (1994) and Abernathy and Utterback (1978), refinement
is defined as a major technological innovation which creates a dominant design in the industry.
After the emergence of the dominant design, firms which successfully create or follow the dominant
design have a broad consumer base but the other firms which fail to do it exit. The surviving firms
in the industry need to produce a large quantity of their goods and start to focus their R&D on
improving manufacturing productivity. Accordingly, these process R&D efforts lead a significant
increase in productivity within the industry.

How does the refinement occur? Jovanovic and MacDonald (1994) argue that the technology
is refined from outside the industry. Thus, the refinement is assumed to occur exogenously in their
paper. However, in most cases, a huge innovation from outside the industry cannot be applied
immediately within the industry. Thus, one might reasonably assume that the timing of refinement
in industry ¢ depends on accumulated knowledge stock in the industry, Q; ;. Formally, the relevant

refinement is assumed to occur as follows.

ASSUMPTION 3. Refinement occurs at time t; when the accumulated knowledge stock in industry

i, Qit, exceeds a threshold, Q;, for the first time: Qigr > Q; and Qigr—j < Q; for0<j<tr

Additionally, I assume that knowledge stock in an industry is accumulated by firms’ activities
in the industry and thus it is increasing with the accumulated number of operating firms in the

industry as follows.
ASSUMPTION 4. Qi = Q; (fg nmdj) where Q;() is an increasing function

2As in Jovanovic and MacDonald (1994), it is more realistic to assume that firms get high productivity with a
probability after the refinement. However, since results of the model do not change qualitatively with the assumption
in Definition 2, I use the simplified assumption for convenience.
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Assumption 4 is critical to later results and is based on three motivations. First, knowledge
stock in an industry is accumulated as R&D efforts of firms in the industry are accumulated. This
is in line with Grossman and Helpman (1991) in that the commercial exploitation of technology
requires a substantial investment from firms. As mentioned in Section 2.2.1, each firm devotes its
fixed cost to product R&D before the emergence of a dominant design. Since every firm spends
the same fixed cost in the model, the total accumulated R&D efforts of firms is proportional to the

i

accumulated number of operating firms ( fot o 7 qij(h)dhdj = % fot ni jdj). In the early stage of an
industry lifecycle, firms continuously experiment to design a new consumer product. Even though
one firm cannot directly see another firm’s R&D, it can still learn from consumers’ response to
the firm’s product. Second, the timing of refinement also depends on the cumulative production
in the industry, which is related with the learning-by-doing effect in Melitz (2005). In the model,
the productivity of all firms in each industry is assumed to be the same and thus the amount of
production by each firm in an industry is also the same in equilibrium (y;+(h) = y;). Accordingly,
the cumulative production in the industry is proportional to the accumulated number of operating
firms (f(;f o yij(h)dhdj = fot o yidhdj = y; fg ni;dj). Therefore, here, cumulative industry
production is positively correlated with the probability of the emergence of a refinement or dominant
design that enables standardization in production as in Jovanovic and MacDonald (1994), reflected
in a higher industry productivity parameter, a;;. Lastly, having more firms operate generates more
competition. Aghion et al. (2015) argues that more competition in an industry causes firms to
increase their efforts to innovate, boosting productivity growth.

Based on Assumption 3 and 4, the timing of refinement in industry i, t,, is determined as

follows

. Q@)
(2.5) t=

where n; 51 is the mass of firms in industry 7 in a period in the early stage.
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2.2.2. Households. The utility function of the representative consumer in the home country

at time t has the following form.

C
(2.6) Uy = 1t_ ==l
v

where C} is a comprehensive consumption index at time t, ¢ is the intertemporal elasticity of
substitution, and I; is labor supply by the representative consumer at time t. The comprehensive
consumption index aggregates industry-level consumption indexes, Cy; and Cay, in the following

way:

o—1

1—L 1—1
(2.7) Cy = [Cl,t 7+ Cyy °]
where o is the elasticity of substitution across industries. The industry 7 consumption index, Cj,

is a composite of varieties produced in industry 7 in each country, Ch;; and Cy; 4, as follows.

(2.8) Cit =

1—% 1—% n—1
: |:Chi,t +Ci ]
where 7 is the elasticity of substitution between the origin-specific industry-level consumption
aggregates, which is referred to “macro” elasticity of substitution in Feenstra et al. (2018). Lastly,

the home and foreign industry-level consumption aggregates, C; ; and Cf; 4, are assumed to be

-

B Nt l—l ﬁ B n:,t 1_; vl
(2.9) Chit = cit(h) 7 dh ; Crip = ci(f) vdh
0 0

where ~ is the elasticity of substitution across varieties of an industry in each country, which I call
as “micro” elasticity of substitution as in Feenstra et al. (2018).% It is worth to mention that the
micro elasticity of substitution is the same regardless of industries and countries in the model. Asin
Lashkaripour and Lugovskyy (2023), if the micro elasticity of substitution differs across industries,
then each industry has different static scale economy due to the difference. Thus, when a resource

allocation changes in an economy due to industrial policy, the difference in static scale economies

3The model in Corsetti et al. (2007) assumes that micro elasticity of substitution in an industry is the same at
macro elasticity of substitution. In that case, when ~ is large, which is not unusual, industrial structure changes
too radically by productivity shocks. For this reason, I set an assumption that micro elasticity of substitution can
be different from macro elasticity of substitution. The more generalized model has an advantage that industrial
structure changes gradually by external shocks.
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across industries generate an additional welfare effect. Since this paper focuses on welfare effects
caused by hastening the occurrence of innovation (a dynamic scale economy), I abstract from policy
incentives based on differences in the micro elasticity of substitution (a static scale economy) by
making v the same across industries. I also assume v > 7 which means that varieties produced
in the same country are more substitutable than varieties produced in different countries (i.e.,
consumers view Ford and Chevrolet as closer substitutes than Ford and Fiat.)

Households own all firms in their own country. Each household receives an equal share of profits

of all firms in their country:

ni,t n2t
(2.10) m, = / My, (h)dh + / My, (h)dh
0 0

The representative consumer maximizes its utility (3.1) in time ¢ subject to the following budget

constraint?:

T
(2.11) PGy =1+ =

where T; is a lump-sum tax which I will explain in detail in the next section.
By solving the representative consumer’s utility maximization problem, the representative con-

sumer’s demand for Cj;, Chit, Crit, cit(h), cii(f), and labor supply, I, satisfies the first-order

conditions:
P\ 7
2.12 C., == C
(212) w= () o
P\ Pe\ "
(2.13) Chit = (;i) Cit, Crix = (;’t> Cit
1, 2y

(2.14) cia(h) = <pzvt(h) > O, csnlf) = (pt(f)> e

(2.15) PCS =w =1

4Since consumers do not save in the model, they maximize their current utility in each period by only considering
their current budget constraint.
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where P, P; ¢, and Pj; + are the utility-based consumer price index (CPI), the industry i composite
price index, and the country j specific industry ¢ composite price index, which are defined as the
minimum expenditure required to purchase one unit of the comprehensive consumption index, CY,
the industry ¢ composite consumption index, C;;, and country j specific industry ¢ composite
aggregate, Cj; ¢ respectively. P, P; 4, and Pj;; can be expressed as:

1

(2.16) P =[P+ P
2.17 Py = P4 Py ™
(2.17) it it +Eri

1

1
ngt T nz,t 1—~
(2.18) Py = {/0 pi,t(h)lvdh} y Priy = [/0 pi,t(f)lwdf]

Households provide labor in a competitive market both for fixed-cost related and production
activities and thus the resource constraint for labor is:
nit h nat h nit n2t
(2.19) Ll 2/ yl’t()dh—i—/ yu()dh—i—/ ql,t(h)dh—i—/ q2,t(h)dh
0 0 0 0

ai.t az

Again, similar expressions hold in the foreign country.

2.2.3. Government and Industrial Policy. In this paper, as the definition of industrial
policy in Pack and Saggi (2006)°, I assume ex ante that the government wants to promote industries
with high growth potential and uses industrial policy to achieve its goal. In this section, I first
analyze the impact of a production subsidy as an example of one type of industrial policy. I will
also examine the effect of an R&D subsidy in a later section.

Assume that the government provides a production subsidy to firms in industry 1 until refine-
ment occurs in the industry. The production subsidy rate for industry ¢ at time ¢ is s; ;. I assume

the government levies a lump sum tax from the consumers to fund the production subsidy. The

5According to Pack and Saggi (2006), industrial policy is defined as “any type of selective intervention or gov-
ernment policy that attempts to alter the structure of production toward sectors that are expected to offer better
prospects for economic growth than would occur in the absence of such intervention.”
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amount of the total subsidy at time ¢, S, is:
na;t

nit
(2.20) Sy = / s1,¢p1,t(R)y1,e(h)dh + / s2.tp2.t(h)y2+(h)dh = s14m14D14Y1¢ + S2.4M2£P2,tY2,t
0 0

Thus government budget constraint is as follows:

(2.21) sniprayie = 1y

2.2.4. Static Equilibrium. I will describe the equilibrium without any production subsidy
first and then explain how equilibrium conditions change by introducing the production subsidy.

2.2.4.1. Equilibrium without Production Subsidy.

Prices. Firms face monopolistic competition where a firm sets its price with constant markups

over marginal costs as follows:

v 1 " v 1
( ) put( ) v —1aiy Pigt, Etpz,t( )=(1+7) v —1aiy (1+ T)p%t
2.23 “(f)= ———=pF,, 21 — =1 :
(2.23) Pie(f) v ia, - (1+ r)v Ta, (1 +7)p}

where 7 represents the trade cost.
Using (2.22) and (2.23), the country j specific industry ¢ composite price index in the home
and foreign country, Pj;; and P ,, can be expressed respectively:

Ji,to

1

— _1
(2.24) Phig = pign; ;" Prip = (1+T)epini, 7

Pit
€t

1
1
1—~ * * ok T~
L ]fi,t =DitN "

(2.25) Ppiy=(1+71)

and industry ¢ composite price index in the home and foreign country, F;; and P, are:

b (o, 1 R = AR
(2.26) it =\ Piy i+ Glepy,) g T
1
_ 1-n ity T2\ T
(2.27) Py = <pf,t1 ni 1 +¢(%t)l n”t’%”)



where ¢ = (1 + 7)1,

Based on (2.16), (2.22), (2.23), (2.26) and (2.27), we can see that the utility based CPI in home

and foreign country, P; and P;", are determined by five endogenous variables, ni ¢, no, ny;, 154,

and ;.

Zero-Profit Conditions. Free entry implies that profit is zero in equilibrium. Thus, a firm’s

operating profit in each industry should equal the fixed cost in both the home and foreign country,

as follows:

(2.28)
I ¢+(h) =

pit(h)yit(h)

_ _ _ 1-n * -
1(mﬂm>17 (Bmﬁ1"<Ph>1”Ppr+¢gn<ﬁm <R¢>1”Pﬂﬂm*
Y\ Phig Py P, ! P Py !

p?,t(f)y;t(f)
Y
PLelf) w o
S DT+ (L eI
* 1= * 1= x \ 1—o x o\ 1— _
1 p@t(f) Pfi,t <Pi,t>1 P*l—wL*+¢6 —n <Pfi,t> n<szt)1 Upl—wL
~ * * * t = I——
v Pfiﬂf Py P ! P, P t
1
,U*

Balance of Payment Equilibrium Condition. I assume balanced trade in the model where

the value of a country’s imports is the same as the value of its exports. Thus, the following equation

holds in the equilibrium.

(2.30)

(L+7)L" [pra(h)et y(h)nae + paa(h)es (h)nas] = (1 + 7)L [pi 1 (Flere ()T, + 054 (Feae(f)ns,]
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Firm Size and Labor. From (2.22), (2.23), (2.28), and (2.29), the size of a firm from industry 4

in the home or foreign country, respectively, is determined as follows:

(2:31) yio(h) = Q= Dait yi(f) = O = Dagy

v v*

Based on (2.31), the amount of labor hired for production by a firm in industry j in the home

and foreign country is:

(232 () = 2 () = 1

Since every firm also hires % and vi unit of labor for fixed cost activities at home and abroad

respectively, the aggregate labor demand in each economy (L; and L}) is given by®

(2.33) oo tnag) (g, ng)
. TR R (PR 1)

v v*
From the aggregate labor demand (2.33) and the representative consumer’s budget constraint

(Pt1_¢ = Iy, Pt*l_w = [}), labor supply from the representative consumer in the home and foreign

country is determined as follow

’Y(nit + n;,t)
L*v*

(2.30) = y(nit +n2t) _ Pt1—¢7 Ir =

— P*l—w
Lv t

Definition of Equilibrium. The system of five equations, which are two zero-profit conditions
(one for each industry) in the home country from (2.28), two zero-profit conditions in the foreign
country from (2.29), and the balance of payment equilibrium (C.30), determines the five endogenous
variables, n1 ¢, noy, iy, n3,, and € as functions of exogenous variables, v, v*, L, L*, a1, agy, aj,
and a3 ;.

This equilibrium will be used in the welfare analysis for the period when the home government

stops giving subsidies following the emergence of the refinement.

6Total labor demand from a firm is 2, which the sum of the labor for production (2=1) and fixed cost activities

(%), in both industries in the home country. Similarly, total labor demand from a firm in both industries is % abroad.
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2.2.4.2. Equilibrium with Production Subsidy. When the home government gives a subsidy

to firms in industry 1, the representative firm in the home industry 1 changes its price to:

ot 1 ol 1

285 pualh) = g g = P L) = (4 7) g = (1
Also, the profit function of firms in industry 1 changes from (2.28) as follows:
(2.36)
I () — (1+ s)p1e(h)y1e(h)

v
= W 1t (h) L+ (1 +7)c] 4 (h) L]

1— 1— 1-o =1 px \ 1-0
L)) e () (D)
_1

v

The equations expressing the relationship between the size of a firm and the amount of labor
it hires for production are still given by (2.31) and (2.32).

The expression for the labor supply is also same as that in the equilibrium without a production
subsidy, but the representative consumer’s budget constraint in the home country changes to Ptl_w+

T .
Io—

'y(nl t +no t) 1—4 Ty
2.37 1, = A t) _p
(2.37) ¢ Lv t ot

Now, the system of equilibrium equations which determines the five endogenous variables, n1 4,
not, Ny, Noy, and €, as functions of exogenous variables, v, v*, L, L*, a1, as;, aj, and a3,
consists of (2.36), the zero profit condition for industry 2 in the home country (2.28), two zero
profit conditions for each industry in the foreign country (2.29) and balance of payments equation
(C.30).

This equilibrium will be employed in the welfare analysis for the period during which the home

government provides subsidies to firms in Industry 1, prior to the occurrence of refinement.

39



2.3. Welfare Analysis

In the model, the central mechanisms through which industrial policy affects the welfare of the
home and foreign country is a change in the timing of innovation in the two countries. For this
reason, a dynamic model is necessary to analyze the welfare effects of industrial policy. I assume
that the model is in continuous time and the welfare of the representative consumer is defined as

following:
(2.38) an:/ e Pt In Udt
0

where p denotes discount rate.

Since the equations in the system of equilibrium are non-linear, it is hard to provide a general
closed form solution. Thus, as in Corsetti et al. (2007), I set a symmetric initial condition where
v=v'=L=L"=a14 =at=aj, =a3, =1 and s = s* = 0. With this initial condition, there
is a symmetric equilibrium such that ¢ = 1, n1; = ng; = nit = n’Q"t, ly =10y = Ptlfw = Pt*l_d’ =
V(g +noe) = y(ng, +nj,).

I impose restrictions on ¢ such that ¢ < 1. This restriction is necessary to reflect a stylized
fact documented in industry lifecycle theory by Jovanovic and MacDonald (1994) and Klepper
(1996) that the mass of firms decreases after significant productivity improvements.” Additionally,
this condition, in conjunction with v > 1, satisfies v > 4. This implies that labor supply is not
excessively elastic in comparison to the elasticity of demand for goods, and it ensures that entry of

new firms exerts downward pressure on profits.

"In the model, when a1 increases, there are three effects: income, relative wage, and substitution effect which I
will define in detail in the next section. The direction of substitution effect is unambiguous for each industry. The
productivity increase in industry 1 makes the industry 1 composite price index decrease relative to the industry 2
composite price index. This leads the demand for varieties and the mass of firms in industry 1 to increase, and affects
industry 2 in the opposite way. However, the direction of the income and relative wage effect depends on . The
productivity increase leads to an increase in the real wage which creates the income effect. In addition, it causes firms
in the home country to demand more labor, which makes the home wage to increase relative to the foreign wage. The
direction of these two effect is the same for both industries. If ¢ > 1, an increase in the real wage leads to an increase
in the total expenditure of the representative consumer (P,C; = P}™%) and it leads to an increase in the mass of
firms in both industries. In contrast, If ¥ < 1, the income effect makes the mass of firms in both industries decrease.
Overall, in order that the mass of firms decreases in industry 1 after a productivity increase, 1) must be smaller than
1. Thus, considering all three effects, when ¥ > 1, the productivity increase in the home industry 1 causes the mass
of firms in in the industry to increase always. Since this is contrast to the stylized fact, I exclude the case of ¢ > 1.
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2.3.1. Case 1: Catch-Up. I assume that industry 1 in the home country is young and has
high growth potential. Productivity of firms in industry 1 in the home country is initially low, so
a1t = 10w = 1. After a refinement occurs at time ¢,.(s), the productivity of firms in the home
industry 1 jumps to a1; = @1 high = k > 1. It is important to note that the timing of refinement,
t,(s), depends on the production subsidy because the mass of operating firms in industry 1 varies
by the subsidy, which changes the speed of accumulation of the knowledge stock in the industry.
In contrast to the home industry 1, I start with an assumption that the home industry 2 and
both industry 1 and 2 in the foreign country are mature, which means that innovations rarely
occur in those industries and thus productivity of those industries does not change over time:
azi = aj, = ay, =1 for all £. This case is appropriate for analyzing the situation where the home
and foreign country are a developing and developed country respectively, and the home industry 1
is trying to catch up to the technological frontier in the foreign industry 1. In Case 2, I will assume

instead that the foreign industry 1 is also still young, creating a frontier technology race.

Under the above mentioned assumptions, there are two stages over time in Case 1. The stage

1 and 2 are defined:

DEFINITION 3.

o Stage 1 (0 < t < t,(s)) is a time period when a refinement has not yet occurred in the
home industry 1 (a1 =1)
o Stage 2 (t > t.(s)) is a time period after an occurrence of a refinement in the home

industry 1 (a1; =k >1)

Based on Definition 3, the welfare of the home and foreign representative consumer can be rewritten

as follows.
tr(s) oo
(2.39) W = / e P InUydt + / e P! In Usdt
0 tr(s)
tr(s) oo
(2.40) InW* = / e P InUsdt + / e P InUsdt
0 tr(s)

where Uy and Uz (U7 and UJ) denote the home (foreign) representative consumer’s utility in stage

1 and 2 respectively. In what follows, I take a first-order approximation of this model in the
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neighborhood of the initial symmetric equilibrium mentioned above and analyze the local effects of

industrial policy:

dIn W L) dnU; dt,(s)
2.41 = Lt —e PO (In U, —1 -
(2.41) R /0 e 7 e (InU; —InUy) I
Short-run resource reallocation effect Long-run gain from speeding up innovation
(2.42) dnW?_ / "0 _udinUr et (1 7 — ) )
’ ds 0 ds 2 1 ds

~~

v . . . .
Short-run resource reallocation effect Long-run gain from speeding up innovation

As it can be seen from (C.40) and (3.31), the production subsidy has two effects in terms

of welfare at home and abroad: a short-run resource reallocation effect ( fg’"(s) e‘pt%dt and

fgr(s) e‘pt%dt respectively) and a long-run gain from speeding up innovation (—e‘p“(o) (InUs —

In Ul)dtg—gs) and —e= PO (In U5 — InUf )dtggs) respectively). I will look into each effect in detail.

2.3.1.1. Short-run Resource Reallocation Effect. When the home government subsidizes
firms in industry 1, the policy affects resource allocation in both the home and foreign countries.
Since a refinement hasn’t occurred yet, there is no growth effect in this stage. In the welfare
aspect, the short-run resource reallocation effect for the home and foreign country is reflected in
the first term in equation (C.40) and (3.31) (f(fr(s) e~Pt UL gt and ng(s) e‘pt%dt respectively).
I analyze how the production subsidy affects the mass of firms, prices and the relative wage and
how such changes eventually affect the instantaneous welfare in Stage 1 at home and abroad. The
detailed method and results are presented in Appendix C.4.

Resource Reallocation. Change in the mass of firms in the home and foreign industry 1 in
Stage 1 plays a central role in determining overall welfare effects of the production subsidy in the
model. Thus, I first explain how the mass of firms in the home and foreign industry 1 changes by
the subsidy. Regarding this, there are three effects in the model: an income effect, a relative wage
effect and a substitution effect. The sign and size of the three effects for each industry are specified

as follows:

e The income effect, which corresponds to the first term in (C.73), (B.26), (C.74) and (B.28)

(=D
4(y—1)

for every industry.
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e The relative wage effect, which corresponds to the second term in (C.73), (B.26), (C.74)

and (B.28) for each industry, is ((_ )y ) (1 + 27‘75(1 )) for the both home industries and

Y=
—2;3;@ (1 + 27¢(A17w)> for the both foreign industries.
e The substitution effect, which corresponds to the third term in (C.73), (B.26), (C.74) and
=1 2¢7(n—0) ”/ 1 2¢7(n—0)
(B.28) for each industry, i 1s <0+ =0)(6=1)2 +4¢(’Y*77)> nd — ( =) (o= ) Ry oy
1 2¢7(n—0) —1 2¢"/(Ti o)
for the home industry 1 and 2, 7 (('y PG E ey ey ) and V ( ST oy ey comn ?7)>

for the foreign industry 1 and 2.

The following lemma shows that the income effect is derived from the world market clearing
condition (2.43) where the left hand side is the world consumption value and the right hand side is

the world production value in the home currency.

1— _
(2.43) Py vy ﬁtPt*l Y= P1Y14N1 ¢ + P2ty2,tnot + et(p“{,tyitnit + pZ,tyé,mZ,t)

LEMMA 1. In the first-order approxzimation of the world market clearing condition (2.43) with
respect to s, the relative wage effect cancels out between countries, and the substitution effect cancels
out between sectors. Consequently, the income effect solely solves the first-order approximation

equation.

I add an intuitive explanation for this effect. When the home government provides a 1 percent
production subsidy to firms in industry 1 (s = 0.01), firms in the home industry 1 reduce their
prices by 1 percent, as seen in (2.35). The 1 percent drop in p;; directly decreases the left hand
side in (2.43) by %W — 1) percent. This is because i) a 1 percent decrease in p;; leads to a %
percent decrease in the home utility based CPI, P, and ii) a % percent decrease in P; causes the
home demand, Ptlfw, to change by %(@Z) — 1) percent, and iii) the home demand accounts for % of
the world demand. On the other hand, the 1 percent drop in p; directly causes the world revenue,
the right hand side in (2.43), to decrease by % percent. This is because i) the revenue of the home
industry 1, p1¢y1,¢n1,, decreases by 1 percent, and ii) the revenue of the home industry 1 accounts
for + of the world revenue. Overall, the world experiences an excess demand of ¥ 1 percent. To
eliminate this excess demand, the mass of firms in all industries in both the home and foreign

country needs to change uniformly by (2’ 3@ This is because a 1 percent increase in the mass of

firms in all industries in both the home and foreign country causes the world demand to change
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by % percent and the world revenue to change by 1 percent, thereby reducing the world excess
demand by %

The relative wage effect is attributable to the change in the relative wage, €. The following
lemma demonstrates that the relative wage effect is derived from the balance of payment equilibrium

condition (C.30).

LEMMA 2. In the first-order approxzimation of the balance of payment equilibrium condition
(C.30) with respect to s, the income effect cancels out between countries, and the substitution effect
cancels out between sectors. Consequently, the relative wage effect solely solves the first-order

approximation equation.

Due to the production subsidy, more firms enter industry 1 in the home country and hire additional
labor. This results in an increase in the relative wage of domestic labor. In other words, it leads
to a decrease in €, as indicated in (B.29). The relative wage effect impacts both the domestic and
foreign industries in the opposite direction but with equal magnitude. In addition to the income
and substitution effects, €; decreases until the balance of payment equilibrium (C.30) is restored.
The substitution effect arises as firms enter and exit each industry to satisfy the zero profit

condition again, as stated in (2.44) and (2.45).
_ _ _ ] " -
1+s (pl,t(h)>1 7 <Ph1,t>1 K (Pu,)l UP17w e Py <P1,t>1 JP*17¢
5 A\ b D t Tpx *
o Ppiy Py P, ¢ Py, P; t

_ _ . 1-n _
1 (pz,tw))l ’ <Ph2,t>1 ! (Pg,t)l P gepn ( Dot (Pg*,t)l 7 ol
v\ Prot Py P ! Py, P '

" 1—’}/ * 1—77 * — * - -
1 (pif) Phiy <P1,t>1 " e, <PJ”1¢>1 ! (Plﬂf)l " piv
v\ Py Py, by ' o\ Py B '
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LEMMA 3. In the first-order approzimation of the zero profit conditions (2.44) and (2.45) with
respect to s, the income and relative wage effects cancel out between sectors. Consequently, the

substitution effect solely solves the first-order approrimation equation.

Since the production subsidy makes home varieties in industry 1 relatively cheaper, the home and
foreign consumers substitute industry 1-foreign varieties with industry 1-home varieties. This leads
to an increase in the mass of firms in home industry 1 and a decrease in that in foreign industry
1. In contrast, foreign varieties become relatively cheaper in industry 2 because of the increase in
relative wage of home labor. It leads to a decrease in the mass of firms in home industry 2 and
an increase in that in foreign industry 2. This substitution continues until the profit of firms in
industry 1 and 2 becomes the same in both home and foreign country.

Overall, by combining the three effects, the mass of firms in each industry changes as follows.

PROPOSITION 1. A production subsidy causes the mass of home industry 1, ny, to unambigu-
ously increase and that of foreign industry 1, ny 4, to unambiguously decreases. Changes in nay and

. .
Ny, are ambiguous.

PROOF. See Appendix C.4 O

The direction of the substitution effect is opposite from the two other effects for no; and the
direction of relative wage effect is opposite from the two other effects for nj,. Thus, the overall
effect of a production subsidy on ng; and n3, depends on the relative sizes of three effects. It
is important to note that any increase in n1; caused by the production subsidy leads to faster
accumulation of knowledge stock and more learning by doing in home industry 1, which eventually
makes a refinement occur faster in home industry 1.

Welfare Effect. In Stage 1, the production subsidy’s welfare effect on the home country is

summarized in the next proposition.

PROPOSITION 2. The welfare effect of production subsidy for the home country in Stage 1 is
ambiguous and it depends on the values of parameters as seen in (B.33). For example, if v — oo,
the production subsidy decreases home welfare in the neighborhood of the initial equilibrium. In

contrast, if ¢ =0 or v =mn, the welfare effect of production subsidy is positive.
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PROOF. See Appendix C.4 O

Since firms have a monopolistic power, the production subsidy makes firms’ prices in the targeted
industries closer to their marginal costs, which generates an efficiency gain in the home country. In
addition, home consumers experience a relative wage gain from the policy. However, at the same
time, they have to pay tax which the government charges to finance the subsidy. Overall, in Stage
1, the welfare effect of the production subsidy for the home country depends on the degree of those
gains and losses. For example, when markets are highly competitive (7 — o0), the welfare gain
from making the prices closer to the marginal costs vanishes. However, the relative wage, which is
mostly affected by the macro elasticity substitution (1) does not decrease a lot. Thus, the welfare
of the home country decreases by % Also, it is worth to note that the welfare effect is
always positive under autarky (¢ = 0) unlike that in the open economy since home consumers do
not pay the portion of the tax which subsidies the consumption of foreign consumers under autarky.

The following proposition summarizes the production subsidy’s welfare effect on the foreign

country in Stage 1.

PROPOSITION 3. A production subsidy unambiguously increases the foreign country’s welfare in

Stage 1 in the open economy (¢ > 0).

PrOOF. See Appendix C.4 d

For foreign country’s welfare, the home country’s production subsidy decreases foreign country’s
utility based CPI as shown in (C.78). However, it also decreases the foreign wage relative to the
home wage, which deteriorates foreign country’s term of trade. Overall, if trade is not entirely
restricted (¢ > 0), the former effect is greater than the latter one. Thus, in an open economy,
home’s subsidy increases the welfare of the foreign country.

2.3.1.2. Long-run Gain from Speeding up Innovation. After a refinement occurs, the
productivity of firms in home industry 1 jumps to k from 1. The refinement occurs earlier in
the home industry 1 by the production subsidy provided to the industry since the subsidy causes
industry-level R&D efforts and learning-by-doing effects to be accumulated faster, and accelerates

competition in the industry.
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PROPOSITION 4. A production subsidy causes the home industry 1 to move from the early stage

(Stage 1) to the high-productivity stage (Stage 2) faster.

PROOF.
(2.46)
dt(s) Ql_l(Ql) dni s1(8) dlnng 4 (s) dlnng 1(s) )
= - SU0 (o) el g (0 SR S g as sh .
15 ma(s)?  ds (s) R < . I > 0 as shown in (C.73)
where nj ¢1(s) means the mass of the home industry 1 in Stage 1. O

The following corollaries explains the direction and size of the early innovation effect.

COROLLARY 1. The early innovation in the home industry 1 by the home production subsidy

increases the welfare of the home and foreign country.

COROLLARY 2. The size of gain from early innovation in the home industry 1 depends on (1)
how much the instantaneous utility of the home and foreign representative consumer increases after
home innovation (InUs —InU; and In Uy —In U respectively), (ii) how much sooner the refinement

dtr(s)

occurs in the home industry 1 because of the home subsidy (=5~) and (iii) how long it takes to

occur the refinement without the home subsidy in the home industry 1 (t,(0)).

To build intuition for the condition (i) in Corollary 2, even though productivity radically in-
creases after innovation, I look into the local effects of a productivity increase by taking a first-order
approximation of the model in the neighborhood of the initial symmetric equilibrium. Table B.2
in Appendix B.2 shows the results.

Innovation in the home industry 1 increases both home and foreign country’s welfare to the first
order as seen in (B.42) and (B.44). Since a1, jumps a lot in Stage 2 by nature, it is necessary to see
whether the results in Table B.2 are maintained even when a; ; radically goes up. I present, through
model simulations under a reasonable parameterization, how mass of firms, relative wage, utility
based CPI and instantaneous utility at home and abroad change while a1 ; increases in Section 2.4.
The result shows that the more aq; rises, the more the both the home and foreign utility in Stage
2 increase relative to Stage 1.

Condition (ii) means that the earlier the production subsidy makes a refinement arrive in the
targeted industry, the more successful the policy will be. Equation (2.5) (¢,(s) = %(1%))) tells that

47



how much earlier an industrial policy make a refinement occur depends on how much the policy
increases the mass of firms in the targeted industry in the early stage.

The intuition from condition (iii) is that the timing that the targeted industry transits to the
high growth stage without policy supports, ¢,(0), should not be too far away from now. In other
words, the home targeted industry should not be too far from the frontier in order for the policy to
be successful. If it takes too long time for the targeted industry to achieve high productivity, the
cost by the production subsidy becomes larger and the benefit from innovation is discounted a lot.

2.3.1.3. Overall Welfare Effect. Table 2.1 summarizes the overall welfare effect of production
subsidy in Case 1. This result has two main implications for the home country. First, it suggests
that if industrial policy supports a young industry with high growth potential, it can increase
productivity growth and welfare in the long-run. This is in line with the argument of Aghion et al.
(2015). Second, despite the long-run benefit, it provides an explanation on why industrial policy
is not desirable under certain circumstances even for promoting catch-up in developing countries.
The policy is likely to cause welfare loss while subsidising targeted industry, and it takes time
before productivity actually increases. If the short-run welfare loss dominates the long-run gain
from growth, the policy will eventually decrease the home welfare. This supports the importance
of dynamic analysis for evaluating industrial policy.

In contrast to the home country, the industrial policy unambiguously increases the welfare of
the foreign country. This suggests that developing countries’ industrial policy fostering catching up

in industries which are already matured in developed countries is beneficial to developed countries.

TABLE 2.1. Summary of Welfare Effect in Case 1 (Catch-up)

Effect Home Foreign
Short-run resource reallocation effect (+)/¢)  +)
Long-run gain from speeding up innovation  (+) (+)
Overall effect (H)/)  (+)

2.3.2. Case 2: Frontier Technology Races. Now, I assume that the foreign industry 1 is
also young and has high growth potential like the home industry 1. Since the industry is operating

at the technological frontier in both countries, this sets up a race to take leadership in the industry
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through innovation. The effects of the subsidy are distinct from the catch-up situation in Case 1.
What follows explains how.

Under the symmetric initial condition, without the home country’s industrial policy, a refine-
ment occurs at the same time in the home and foreign industry 1 (¢,(0) = t*(0)). However, if the
home government gives a production subsidy to firms in industry 1, resources will be re-allocated
in the home and foreign country in response to the policy. Before a refinement occurs in one of
the home and foreign country, equilibrium is the same as that in Stage 1 (short-run) in Case 1,
implying that the short-run resource reallocation effect in Case 2 is also the same as that in Case
1.

As it can be seen in (C.73) and (C.74) in Appendix C.4, the production subsidy causes the
mass of firms in the home industry 1, ni, to increase and the mass of firms in foreign industry
1, ni,, to decrease in Stage 1. This leads the innovation to occur earlier in the home industry 1
and to be delayed in the foreign industry 1 (i.e. if s > 0, ¢,(s) < t(s)). The following proposition
formally shows the home country’s production subsidy causes the innovation in the home industry

1 to occur earlier but that in the foreign country to be delayed in Case 2.

PROPOSITION 5. Production subsidy causes the home industry 1 to move from the early stage

to the high-productivity stage but it delays the transition of the foreign industry 1.

Proor.
di(s) Q1 (Q1) dny i (s) dInng s (s)
24 = — 2 = — Rt Al B
(247) ds nisi(s)?  ds (5) ds <0
dt dt, ni g (s ni g (s)dlnni (s
(248) 7‘(5) - _ (S) 1, 1( ) 1= tr(O) 1, 1( ) 1, 1( ) >0
ds ds n 2 n o ds
where n1,4;(s) and nj  ;(s) are the mass of the home and foreign industry 1 in Stage j. O

Based on Proposition 5, three stages can be defined over time as follows.

DEFINITION 4.

o Stage 1 (0 <t < t,(s)): A refinement has not occurred yet in both the home and foreign
industry 1 (a1t =1, a7, =1)
49



o Stage 2 (t,(s) <t < ti(s)): A refinement occurred in the home industry 1 but has not
occurred yet in the foreign industry 1 (a1t =k, aj, =1)

o Stage 3 (t:(s) <t): A refinement occurred in both the home and foreign industry 1 (a1 =
k,ai,=k)

Given the above definition, the welfare of the home and foreign representative consumer can be

re-expressed as:

tr(s) tr(s) 00
(2.49) InW = / e P InUydt + / e P InUsdt + / e P In Usdt
0 tr(s) tr(s)
tr(s) tx(s) 00
(2.50) InW* = / e PIn det—{—/ e Pt anQ*dt—i—/ e P InUjdt
0 tr(s) tr(s)

where U; (U;) denotes the home (foreign) representative consumer’s utility in stage j. The local
effect of production subsidy on the home and foreign welfare in the neighborhood of the initial

equilibrium is respectively:

(2.51)
dln W B0 dnUy - dte(s) dt: (s
= e P———=dt —e PO (In U, —anl)A—e P50 (In Us — In Us) ()
ds 0 ds ds ds
Short-run resource reallocation effect  Gain from early home innovation  Loss from delayed foreign innovation
(2.52)
dInW* O dInUf dt,(s) . dt*(s)
— —pt 1 —ptr(0) * ) 2T —pt7(0) * ) 2o
= e ———=dt —e InU; —InUy)——= —e 7"/ (InUs — InU.
T ; 7 (InUy 1)~ (InU; 2) =,
Short-run resource reallocation effect ~ Gain from early home innovation Loss from delayed foreign innovation

2.3.2.1. Loss from Delaying Foreign Innovation. In the equation (2.51) and (2.52), the
analysis for the first two terms, the short-run resource allocation and gain for early home innovation

effect, are the same as Case 1. Thus, in this section, I only add explanation on welfare analysis for

the third term (—e %) (InUs — In UQ)%S) and —e PO (In U — InUy) dtiis), respectively) from

delayed innovation in the foreign country.

COROLLARY 3. The delayed innovation in the foreign industry 1 by the home production subsidy

decreases the welfare of the home and foreign country.
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COROLLARY 4. The size of loss from delayed foreign innovation depends on (i) how much
the instantaneous utility of the home and foreign representative consumer increase after foreign

innovation (InUs — InUs and InUs — InUs respectively), (ii) the length of the delay before the

refinement occurs in the foreign industry 1 attributable to the home subsidy dtégs)) and (iii) how
long the refinement takes to occur the refinement initially without the home subsidy in the foreign

industry 1 (t%(0)).

2.3.2.2. Overall Welfare Effect. Table C.1 summarizes the effects of the home production
subsidy on the home and foreign welfare. Because of the loss from delayed foreign innovation, the
production subsidy is less likely to increase home welfare compared with Case 1. However, based on
the result from in Figure 2.2a, since the degree of positive spillover from the counterpart country’s
productivity increase is relatively small, this additional negative effect does not change much policy
implications for the home country.

In contrast, the delayed innovation in the foreign country can affect quite negatively foreign
welfare. It is interesting in Case 2 that the negative effect from delayed innovation can dominate the
other two positive effects and consequently the home production subsidy has a beggar-thy-neighbor
effect. The higher the growth potential of the targeted industry, the more a home production
subsidy increases the home welfare but decreases the foreign welfare. In such circumstances, the
foreign government will respond to the home policy by conducting countervailing policy to offset
the beggar-thy-neighbor effect, which means the home and foreign country are in a game situation.

In the next section, I study under what conditions home production subsidy increases or de-

creases the home and foreign welfare through model simulation for Case 1 and 2.

TABLE 2.2. Summary of Welfare Effect in Case 2

Effect Home Foreign
Short-run resource reallocation effect  (+)/(-)  (+)
Gain from speeding up home innovation  (4) (+)
Loss from delaying foreign innovation (-) (-)
Overall effect (+)/) (+)/()
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2.4. Model Simulation

In this section, I study how production subsidy affects the welfare® at home and abroad with a

reasonable parameterizations.

2.4.1. Catch-Up Revisited. As shown in the previous section, since production subsidy in
Case 1 unambiguously beneficial for the foreign country in the model, I will focus on under what
conditions production subsidy increases home welfare in this section.

Calibration. I set parameter values which are taken from standard values in the literature.
The elasticity of substitution between domestic varieties within an industry is set at v = 4 and the
elasticity of substitution between the home- and foreign-specific industry-level aggregate is set at
n = 2.5 based on Feenstra et al. (2018). The elasticity of substitution between industries is set at
o = 1.36 following Redding et al. (2021). The trade cost is set at 7 = 0.25 following Obstfeld and
Rogoff (2001). Since intertemporal elasticity of substitution is usually set between 1/2 and 1, it is
set at ¢ = 0.75. The discount rate is set at p = 0.042.

I use an initial condition, v = v* = 1 and L = L* = 10. Initially, I assume that productivity
of each industry in the home and foreign country is set at a1, = 6.67 and az; = aj; = a3, = 10,
which reflects a situation where the home industry 1 is currently less productive than the foreign
industry 1 but is trying to catch up. I assume that productivity increases 50 percent? after the
refinement (a;; =10 if t > t,).

[ assume a function for knowledge stock reflecting decreasing marginal accumulation from firms’

activity as follows

t
(2.53) Qi = /nl,jdj
0

The threshold for the level of knowledge stock which realizes refinement in the home industry
1is set at @1 = 1.8. This makes the refinement occur around ¢ = 10 without a policy support in
the model. I will use these values of parameters as a benchmark.

8To define the welfare in equation (3.26), the utility in (3.1) should be positive. However, under the assumption
of ¢ < 1, the utility is negative in the initial equilibrium. To address this issue, I employ a different utility function,
U, = —U%, for model simulation. Since this new utility function is a monotonic increasing transformation of the
original utility function, it does not affect the analysis presented in the previous sections.

9The 50 percent growth matches the long-run treatment effect of Korean government’s HCI drive on the produc-

tivity of those industries
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Short-run Resource Reallocation Effect. As Table 2.1 shows, the short-run welfare effect of
production subsidy is important regarding whether the subsidy is beneficial for the home country or
not. Thus, I conduct an experiment to discern how home utility in Stage 1 changes as the production
subsidy rate to industry 1 varies. The simulation results using the benchmark parameters show that
the production subsidy increases home utility in Stage 1 (pre-refinement) until s = 0.08. However,
as seen from Figure 2.1a, the increase in the home utility, which is 0.1% at s = 0.08, is negligible
in size. Also, when the production subsidy rate exceeds 0.08 (s > 0.08), home utility starts to
fall increasingly rapidly. If s > 0.16, the home instantaneous utility becomes even less than that
without the production subsidy. In contrast, the foreign utility in Stage 1 is increasing further

while s increases.

% change in foreign utility in Stage 1

% change in home utility in Stage 1

2 2
0 5 10 15 20 25 30 35 40 45 50 0 5 10 15 20 25 30 35 40 45 50
Home production subsidy rate (s) Home production subsidy rate (s)
(a) Home Instantaneous Utility in Stage 1 (b) Foreign Instantaneous Utility in Stage 1

FIGURE 2.1. Instantaneous Utility in Stage 1 (Pre-refinement) while Changing Pro-
duction Subsidy Rate s

Notes: Figure 2.1a and 2.1b show how the home and foreign instantaneous utility in Stage
1 change while s increases.

Long-run Gain from Speeding up Innovation. As seen in Corollary 1, both the home and
foreign country unambiguously profit from innovation in the home industry 1 being hastened by
a production subsidy. Here, I focus on which factors affect the size of long-run gain from earlier
home innovation.

Condition (i) in Corollary 2 means that, for both the home and foreign country, the more

utility increases in Stage 2 compared with Stage 1, the more a home production subsidy increases
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both countries’ welfare. As Figure 2.2a shows, the degree to which utility increases in Stage 2 is
determined by the degree of productivity improvement in the targeted industry after innovation. I
note two implications from the result in Figure 2.2a. First, if the growth potential of the targeted
industry is high enough, the size of the utility increase in Stage 2 (post-refinement) is much larger
than the size of utility losses from the tax in Stage 1 as seen in Figure 2.1a and 2.2a.'® Second,
the direct utility gains in the home country from home innovation is much larger than its spillover
effect in the foreign country since a productivity increase in the home country causes the home
(foreign) country’s terms of trade improvement (deterioration) as seen in Figure 2.2b.

Regarding Condition (ii) in Corollary 2, a higher subsidy induces earlier innovation as seen in
Figure 2.2c and 2.2d. It is worth noting that this clearly presents the trade off between short-run
loss and long-run gain by the policy. As Figure 2.1a and 2.2d show, a higher subsidy rate leads to
larger short-term losses due to increased taxation in Stage 1 but a larger long-run gain from earlier
innovation in targeted industry.

Overall Welfare Effect. Figure 2.3 shows how the overall home and foreign welfare changes as
the production subsidy rate s increases. Using the benchmark parameters, the optimal production
subsidy rate for the home country is 0.37. Under the optimal subsidy rate, the home and foreign
welfare increase 10.1% and 2.1%, respectively. In this case, a home production subsidy increases
both home and foreign welfare and thus the foreign country does not need to respond to the home
policy.

The simulation results for Case 1 suggest that if industrial policy does not have a sufficiently
large growth-boosting effect in the targeted industry, the policy can only increase home welfare
modestly at best. This is why the timing of industrial policy is important for success of the policy.
If industrial policy supports an already-matured industry, it is hard to expect a growth-boosting
effect in the industry. This is consistent with theoretical and empirical analysis of Bartelme et al.
(2021) and Lashkaripour and Lugovskyy (2023). When considering additional policy costs such as

resource misallocation “

within” a targeted industry as argued in Kim et al. (2021), the following
policy implication becomes more apparent: policy makers need to pay great attention to how
industrial policy can boost growth of targeted industry from a dynamic standpoint as well as how

10For example, the home utility in Stage 1 decreases by 1.6% with s = 0.5 which is a high subsidy rate. In contrast,
the home utility in Stage 2 increases by 3.7% if productivity in the targeted industry rises 50% after innovation.
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FIGURE 2.2. Factors Affecting Long-run Gain in Stage 2 (Post-refinement)

Notes: Figure 2.2a and 2.2b show how the home and foreign utility, and the relative wage in
Stage 2 change while the degree of productivity improvement in Stage 2 in the home industry
1, which is percentage change in a; ; in Stage 2, varies. Figure 2.2c and 2.2d present how
the mass of firms in Stage 1 and timing of innovation in the home industry 1 change while
production subsidy rate s increases.

the policy affects economic efficiency in a static setting. In addition, where the targeted industry
is in its lifecycle is an important criterion for determining whether the policy will produce growth-
boosting effect or not.

Sensitivity Analysis. I also conduct sensitivity analyses to study under what conditions in-
dustrial policy can increase home welfare in Case 1, especially focusing on the role of the micro and

macro elasticity of substitution (y and 7 respectively in the model).
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F1GURE 2.3. Overall Welfare Change by Home Production Subsidy in Catch-up

Notes: Figure 2.3a and 2.3¢ show how the overall home and foreign welfare change while
home production subsidy rate s increases in Case 1. Figure 2.3b and 2.3d present the decom-
position of the home and foreign welfare change into ’short-run resource allocation effect’
and ’early home innovation effect’. The red line in the figures represents home country’s
optimal subsidy rate.

Given a micro elasticity of substitution (7), a higher macro elasticity of substitution () mag-
nifies the positive effects on home welfare in two ways. First, with a higher 7, a production subsidy
causes the mass of firms in the targeted industry to increase more because of higher substitution
between the home and foreign products, which leads a refinement to occur earlier in the industry.
Second, under a higher n, the relative home wage increases more in both Stage 1 and 2 as seen in

the comparative statics results (B.29) and (B.40), and thus the home country benefits more from
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improvement in the terms of trade. It is worth mentioning that this result contrasts with the im-
plication in Melitz (2005) that the welfare benefit from a production subsidy to an infant industry
decreases with the level of product differentiation between home and foreign goods. The difference
is mainly caused by the above-mentioned effects from change in relative wage or terms of trade
do not occur in the small open economy setting of Melitz (2005). This implies that considering
changes in relative wage or terms of trade in a large-country open economy model instead of a small
open economy model provides quite different welfare implications.

On the other hand, given a macro elasticity of substitution (1), a higher micro elasticity of
substitution () dampens home welfare gains from a domestic subsidy in two ways. First, it makes
the benefit from correcting monopolistic market power in Stage 1 smaller since the inefficiency
caused by monopolistic market power is vanishing with higher v.1' Second, a production subsidy
is not capable of significantly increasing the mass of firms in the targeted industry subject to high
~. This is because the profit margin of firms in an industry with v is already low, and thus, a
production subsidy does not substantially encourage the entrance of new firms.

Figure 2.4 shows well the relationships explained above. Based on the results in Feenstra
et al. (2018) that the range of estimates of macro elasticity of substitution falls mostly between 1
and 4, Figure 2.4 indicates that a production subsidy increases home welfare under most plausible
parameterizations in the case where the targeted industry’s productivity rises 50% after innovation.
Even though a production subsidy is likely to be beneficial to the home country in this case, it
is worth noting that there is a chance, which is not negligible, that the policy decreases home
welfare. If productivity increases only 25% after the refinement, the probability that a production
subsidy worsens home welfare increases, as seen in Figure 2.4. Policy makers have to be cautious
of providing a production subsidy—especially when the substitutability between home and foreign
goods is low and thus domestic firms have difficulties expanding their market share in the export

market even with policy support.

2.4.2. Frontier Technology Races Revisited. For the benchmark case for frontier tech-

nology races (Case 2), I use the same values of parameters as the benchmark for catch-up (Case 1):

Uy the production subsidy rate exceeds %1, the subsidy is already causing distortion even in a partial equilibrium
¥

sense. In this case, higher v brings about more distortion in Stage 1.
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[ : Home (+)
I : Home (-)

FIGURE 2.4. Sensitive Analysis in Catch-up (Effect of s = 0.1 on the Home Welfare,
k=15vs k=1.25)

Notes: Figure 2.4 shows whether a 10 percent production subsidy rate (s = 0.1) increases
home welfare under & = 1.5 and k = 1.25 respectively while micro and macro elasticity
of substitution (y and 7 respectively) change. In the figure, the dotted line represents the
boundary line in the case of k = 1.5.

vy=4,n=250=136,% =0.75, 7 = 0.25 and p = 0.042. It is again assumed that v = v* =1
and L = L* = 10.

The initial productivity of each industry in the home and foreign country is set at a1, = aj, =
6.67 and ag; = a5, = 10. As in Case 1, I assume that productivity increases by 50 percent after
the refinement in the home and foreign industry 1 (a1, = 10 if t > ¢,, a7, = 10 if t > 7). Based

on the assumption of the symmetric initial condition, the knowledge stock accumulation function

is the same in the home and foreign industry 1:

t t
(2.51) Qui= | [ msi Qio= /[ ot

The threshold for the level of knowledge stock required for realization of a refinement are Q; =
Q% = 2.1 which makes the refinement occur around ¢ = 10 without any home or foreign policy

intervention.
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As shown in Figure 2.5a and 2.5b, a higher production subsidy rate causes a refinement to occur
earlier in the home industry but later in the foreign industry 1. The delayed foreign innovation

negatively affects the home and foreign welfare.
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Ficure 2.5. Timing of Home and Foreign Innovation if Home only Subsidizes a
Frontier Industry

Notes: Figure 2.5a and 2.5b show how the timing of refinement in the home and foreign
industry 1 change while s increases.

Figure 2.6 shows the home and foreign welfare change in Case 2 while production subsidy rate s
increases. In the benchmark case, the home country’s optimal subsidy rate is 0.30 and home welfare
increases by 7.1% under the optimal subsidy rate which is not much different from Case 1. This
implies that the negative spillover from delayed foreign innovation does not affect home welfare a
lot. However, under the home country’s optimal production subsidy rate, foreign welfare decreases
by 2.0%. It is also worth noting that if 0 < s < 0.68, the subsidy decreases foreign welfare. This
implies that home industrial policy is highly likely to adversely affect foreign welfare in the case of
frontier technology races.

Policy Reaction. The above result naturally provides an implication that if a country supports
a young industry with high-growth potential in which home and foreign firms are competing to take
initiative, the foreign country has to conduct countervailing policy in order for its industry not to

drop out of the race. Considering the importance of accumulation of data for recent frontier

99



20 20 20 20
Optimal subsidy rate Optimal subsidy rate
@15 | forthe home country 1 15 o 15 for the home country 15
£ i
‘©10 | 4 10 o 10 10
3 3
] — 9]
€5 15 € 5 5
o o
< <
£0 T T T T T T T T 1 O £ 0 0
[ (V]
2 &
§5 f 15 5 S -5
=] o Delayed foreign innovation|
X100 | 1 -10 R -10 F mEarly home innovation -10
M Short-run resource allocatipn
-15 -15 -15 -15
0 5 10 15 20 25 30 35 40 45 50 0 5 10 15 20 25 30 35 40 45 50
Home production subsidy rate (s) Home production subsidy rate (s)
(a) Home Welfare (b) Decomposition of Home Welfare Change
10 10 10 10
) ) Optimal subsidy rate
o Optimal subsidy rate ° for the home country
55 for the home country {5 S o5 5
ES £
o £
3 E
< )
a0 0 T T T T T T T T 1 O IS 0 0
o s}
L <
£t { = £ 5 -5
o s
an c
g ©
510 4 -10 S -10 Delayed foreign innovation -10
x ES M Early home innovation
M Short-run resource allocatign
-15 -15 -15 -15
0 5 10 15 20 25 30 35 40 45 50 0 5 10 15 20 25 30 35 40 45 50
Home production subsidy rate (s) Home production subsidy rate (s)
(c) Foreign Welfare (d) Decomposition of Foreign Welfare Change

FI1GURE 2.6. Overall Welfare Change from Unilateral Home Production Subsidy in
Frontier Technology Races

Notes: Figure 2.6a and 2.6¢c show how the overall home and foreign welfare change while
the home production subsidy rate s increases in Case 2. Figure 2.6b and 2.6d present the
decomposition of the home and foreign welfare change into ‘short-run resource allocation
effect’, ‘early home innovation effect’, and ‘delayed foreign innovation effect’. The red line
in the figures represents home country’s optimal subsidy rate.

technologies such as Artificial Intelligence and machine learning, such policy reaction becomes even
more necessary.

In this context, I analyze the equilibrium in a game situation where both the home and foreign
government set a production subsidy rate to foster domestic industry 1. In Figure 2.7, I present
the home and foreign country’s reaction curves showing each country’s optimal production subsidy

rate given any subsidy rate chosen by the other country. The Nash equilibrium in this situation
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is established at the point where the two curves intersect. The equilibrium shows well the policy
competition between two countries in which each country responds to the other country’s production
subsidy rate by more aggressively setting its own subsidy rate. It is interesting that both home
and foreign welfare increase in the Nash equilibrium compared with the benchmark case where the
home country sets its optimal production subsidy rate but the foreign country does not conduct any
policy. This is because the short-run benefit from the counterpart country’s aggressive production
subsidy outweighs the negative spillover effects on innovation for both countries.

I also show how the equilibrium changes if the two countries cooperatively conduct industrial
policy. Surprisingly, they set a higher production subsidy rate in the cooperative equilibrium than
in the Nash equilibrium. The reason for this is that each country internalizes positive spillovers
to the counterpart country when deciding its production subsidy rate. As seen in Table 2.3, the
welfare outcome in the cooperative equilibrium is a Pareto improvement compared with the Nash
equilibrium.

The above results imply that a policy competition to promote specific economic sectors can
be beneficial worldwide if the sector is young in both countries and has high growth-potential.
Interestingly, this implication is opposite to a common criticism of industrial policy that it is not

efficient for every country to foster the same industry.

TABLE 2.3. Home and foreign welfare in each equilibrium in Figure 2.7

Benchmark .
(No foreign reaction) Nash Cooperative
Home Foreign Home  Foreign | Home  Foreign

Short-run resource reallocation | -4.2% +3.7% +0.8% +0.8% | -1.8% -1.8%

Timing of home innovation | +11.8% +2.3%
Timing of foreign innovation | -0.5% -8.0% +93%  +9.3% | +128% +128%

Overall +7.1% -2.0% +10.1% +10.1% | +11.0% +11.0%

Notes: This table presents the home and foreign welfare change in each equilibrium compared with
the initial equilibrium.

Sensitivity Analysis. As in Case 1, where the home country subsidizes an industry to catch
up with frontier technology, I conduct a sensitivity analysis for Case 2, wherein the home country
subsidizes efforts to expedite the discovery of new technology. The micro and macro elasticities

of substitution play a pivotal role in determining the welfare effects of industrial policy on the
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FIGURE 2.7. Equilibrium under Policy Competition

Notes: Figure 2.7 presents the home and foreign country’s reaction functions, which show

each country’s optimal production subsidy rate given any subsidy rate chosen by the other

country.
foreign country. A higher n reduces foreign welfare, while a higher v enhances it. Given a specific
v, a high 7 facilitates substitution between home and foreign firms, accelerating innovation at
home but impeding it abroad. Moreover, a higher 7 leads to a larger increase in the home wage
compared to the foreign wage, resulting in more favorable terms of trade for the home country
and a correspondingly less favorable situation for the foreign country. On the other hand, given a
specific i, higher v implies a more positive effect on reducing the price for the foreign country due
to both the home subsidy and increased home productivity. However, it also indicates a greater
subsidy expenditure for the home country.

Figure 2.8 illustrates how the relative sizes of these elasticities influence which country benefits

from the home country’s subsidy. Considering estimates of the micro and macro elasticity of

substitution in Feenstra et al. (2018), where the former mostly lies between 1 and 10 and the
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latter mostly lies between 1 and 4, the sensitivity analysis shows that the home production subsidy

worsens foreign welfare under wide range of parameters.

5

: Home (+) & Foreign (-)
[ : Home (+) & Foreign (+)
B I : Home (-) & Foreign (+)

Effect of s = 0.1 on the home and foreign welfare, k = 1.5
FIGURE 2.8. Sensitive Analysis in Frontier Technology Races

Notes: Figure 2.8 shows whether 10 percent of production subsidy rate (s = 0.1) increases
the home and foreign welfare while micro and macro elasticity of substitution (y and 7
respectively) change.

2.5. Empirical Examination of Catch-Up

I revisit the Heavy and Chemical Drive (HCI drive), conducted by the Korean government
during the period 1973-1979, through the lens of this model. I examine the policy in a simple
event study framework to check whether outcomes are consistent with the central mechanism in
my model.

HCI Drive. The Korean government launched its HCI drive in 1973, which aimed to support
6 industries: steel, non-ferrous metal, petrochemical, machinery, shipbuilding, and electronics.
Supports included tax cuts, foreign credit allocation and providing new industrial complexes for
those industries.'?> The table in Appendix B.3 provides a detailed description of the targeted
industries. The HCI drive unexpectedly ended after the assassination of President Park in October

12G6e Kim et al. (2021), Choi and Levchenko (2021) and Lane (2022) for more details.
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1979. Among various policy supports, a tax cut is closely related to this paper. Baek and Kim
(2023) estimates the wage subsidy rate if tax supports were implemented in the form of wage
subsidies, based on the effective marginal corporate tax rate provided by Yoo (1991). Using the
method proposed by Baek and Kim (2023), production is estimated to be about 11 percent.'?
There are several reasons why the HCI drive is a good example to use for the empirical ex-
amination to check whether the policy outcomes are consistent with the central mechanism in the
catch up case in the model. First, heavy and chemical industries were literally infant industries even
compared with other industries in Korea at the beginning of the drive. During the 1960s, Korean
economy had grown, led by labor-intensive light industries such as textiles, wearing apparel, and
leather products. With the comparative advantage in light industries at that time (Lane (2022)),
the HCI drive was criticized by many economists and businesses even when President Park was
alive. In addition, since firms in Korea did not have any experience manufacturing HCI products,
some even argued the government ought to foster light industries further based on the advantage of
low labor costs. Second, different policy implications can be drawn depending on the time horizon.
The HCI drive is often considered to be a successful industrial policy in the long-run aspect (Kim
and Leipziger (1997), Choi and Levchenko (2021), and Lane (2022)). Table 2.4 presents how HCI’s
value added, labor, and capital stock share in total manufacturing change during 1970-1990. As
shown in the table, those shares significantly increased. However, as observed by Kim et al. (2021),
the policy also causes inefficiency such as resource misallocation within the targeted industries,
which was a reason why the policy was withdrawn right after President Park’s assassination. In
this context, it is plausible that there might be conflicting effects from the policy in the short-run
and the long-run. Lastly, the timing of the policy can be used to identify its impact (Choi and
Levchenko (2021), and Lane (2022)): i) the policy was partly initiated by external political event
that President Nixon announced the end of direct U.S. military support for Asia-Pacific allies in

1969 and ii) it unexpectedly ended right after the assassination of President Park.

2.5.1. Data. I compare outcomes in the targeted industries with those in the non-targeted

industries to see how resource allocation, output and productivity changed during and after the HCI

1311 this model, profit is proportional to output, and thus corporate tax can be transformed into a production
subsidy.
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TABLE 2.4. HCI’s Value added, Labor, Capital Stock Share in Total Manufacturing

Year Value Added Labor Input Capital Stock

1970 39.7% 28.3% 44.1%
1990 57.3% 43.5% 60.1%

Source: Pyo et al. (1993)

drive. For this comparison between the targeted and the non-targeted industries in Korea, I use 1)
annual data for the number of plants and workers, and valued added for 28 Korean manufacturing
industries between 1967 and 1986 from Statistics Korea’s annual Mining and Manufacturing Survey
and 2) annual data on total factor productivity for 28 Korean manufacturing industries between
1970 and 1986 from Pyo et al. (1993).

I also analyze how the wage and real exchange rate of South Korea changed relative to other
countries during and after the HCI drive. For the comparison between South Korea and other
countries, I utilize annual wage data from the Organization for Economic Cooperation and Devel-
opment (OECD) between 1970 and 1986, and annual real exchange rate data from the Bank for
International Settlements (BIS) between 1967 and 1986. Additionally, as controls, I incorporate
working population data from the OECD and monetary policy rate data from the International

Monetary Fund (IMF).

2.5.2. Empirical Specifications. As in Kim et al. (2021) and Lane (2022), I use a difference-
in-difference estimation to explore the effect of the HCI drive on output, input, and productivity in
the targeted industries compared with the non-targeted industries. The following equation is the

difference-in-difference specification I use:

(2.55) logYy = a+ Z B Di x Year{] +0; + 0¢ + €t
j={1967—1971}U{1973—1990}

where Yj; is outcome variable for industry ¢ in year t, and D; is dummy variable which is equal
to one if the industry were treated and otherwise zero. 9 industries are subject to the targeted
industries out of 28 industries (See Appendix B.3 for details). Yearg is a year dummy variable. &;
and d; are industry and time fixed effects respectively. Since I don’t include year 1972 in the set of
year dummy variables, 3; means the differential evolution of targeted and non-targeted industries

relative to 1972. Standard errors are clustered by industry.
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I also use another difference-in-difference estimation to see how the HCI drive affected wage

and real exchange rate of Korea relative to other countries.

(2.56) logYer = o + Z BrDe x Yearl] + ve + 0y + logX e, + €ct
j={1967—1971}U{1973—1990}

where Y,; is outcome variable for country c¢ in year t, and D, is dummy variable which is equal
to one if the country is Korea and otherwise zero. Yearf is a year dummy variable. §. and &;
are country and time fixed effects respectively. X, represents controls, which include the working-
age population for the wage equation and the monetary policy rate for the real exchange rate
equation. Similarly, 8, means the differential evolution of Korea and other countries relative to
1972. Standard errors are clustered by country.

Findings. Figure 2.9 plots 3; for four outcome variables from the equation (2.55), which are
labor input, number of plants, value added, and TFP, and ), for two outcome variables from the
equation (2.56), which are wage and real exchange rate, with 95% confidence interval.

The results from the difference-in-difference estimations are consistent with the model’s central
mechanisms. First, the pattern of productivity growth in the targeted industries matches the pro-
ductivity evolution described in Section 3.2.3.1. Total factor productivity of the targeted heavy and
chemical industries increased significantly relative to that of non-treated manufacturing industries
with persistence after 9 years from the implementation of the HCI drive—later than the end of the
policy. In addition, after 9 years, the total factor productivity kept increasing even though labor
input and the number of plants didn’t increase much. These imply that, as industry lifecycle theory
anticipates, 1) even though the HCI were young and had high growth-potential, some amount of
time was required for a realization of productivity improvement and 2) the productivity growth
in the targeted industries was maintained at such higher rate for a while after it outpaced that
in other matured industries. From there results, it can be reasonably inferred that the targeted
industries moved from the early stage to the high-productivity stage around 1982.

Second, the estimation results on labor input, number of plants and value added also align with
the model’s predictions on resource allocation. Figures 2.9a, 2.9b and 2.9¢ demonstrate that labor
input, number of plants, and value added of the targeted HCI increased significantly relative to the
non-targeted manufacturing industries almost immediately after the policy implementation. Similar
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to the comparative statics results in (C.73), even though productivity of targeted industry did not
significantly increase immediately after the policy support, value added significantly increased due
to increased resource usage, such as greater labor input and a higher number of firms entering the
targeted industry. After the end of the HCI drive, while labor input and the number of plants
in the targeted industries moved similarly to those in the non-targeted industries, value-added in
targeted industries continued to outpace that in the non-targeted industries due to improvements in
productivity. This suggests that the targeted industry transitioned to a high-growth stage, leading
to a significant increase in productivity compared to the non-targeted industries.

Third, the movement of Korea’s wage and real exchange rate compared with other countries is
consistent with the model’s mechanisms. Figures 2.9¢ and 2.9f show that 1) Korea’s real exchange
rate depreciated and 2) Korea’s wage increased relative to other countries right after the policy
implementation and after 1982 when the targeted industries were likely to transition to a high-
growth stage. Since the period of the HCI drive and after 1982 correspond to Stage 1 and 2
in the model, respectively, the results match the comparative statics results in (B.29), (B.32),
(B.40), and (B.43). The positive spillovers of the home country’s industrial policy for the foreign
country primarily materialize through a depreciation of the home country’s real exchange rate in
the model, as observed in Figure 2.9c. As the model predicts, foreign countries were likely to benefit
from lower prices of Korean products in both the short and long run. In the short run, industrial
policy increases the home wage, but price decreases due to subsidies dominate the effect of the
wage increase. Similarly, in the long run, improvements in productivity increase the home wage,

but price decreases due to productivity increases dominate the effect of wage increase.

2.6. Extention: Production Subsidy vs R&D Subsidy

In this section, I study how a home R&D subsidy affects innovation and welfare both at home
and abroad, compared to a home production subsidy. For this policy comparison, I focus solely
on Case 2, where both the home and foreign industry 1 are in their nascent stages and have high
growth potential—the frontier technology races scenario—but only the home country provides the

subsidy.
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F1GUuRE 2.9. Impact of HCI Drive, [1973-1979]

Notes: Figure 2.9a, 2.9b, 2.9c and 2.9d plot the estimated coefficients 3; along with a 95
percent confidence interval from equation (2.55). Figure 2.9e and 2.9f plot 3 along with
a 95 percent confidence interval from equation (2.56). The vertical lines indicate the start
and end year of the HCI drive. The shaded area represents the period after the evolution
of targeted industries’ productivity becomes significantly different relative to non-targeted
industries.
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Since the fixed cost in equation (3.12) is assumed to be devoted to R&D cost in the early stage
of the indutry lifecycle, an R&D subsidy works by decreasing the fixed cost in the model. Thus,

the zero profit condition for a firm in the home industry 1 changes to equation (2.57).
(2.57)

I, 4(h) = pLi(h)y1i(h)

v

= Pl 1 WL+ (1 e ()]

— — —c 1_77 * —0
= 1 (pzvt(h))l K <Ph7/7t>1 K (Pi’t>1 Pl_QpL + ¢ 4Phi’t <Pi7t>1 P*lf’[pL*
v\ Phig Py = ¢ et P, Py t

=(1- Sd)%

where s4 is the R&D subsidy rate. In contrast to a production subsidy, an R&D subsidy does not
affect the price of the home varieties in industry 1 and thus the pricing equation (2.22) remains
unchanged.

I again assume that the home government provides an R&D subsidy to firms in industry 1 until
a refinement occurs in the industry. Under this assumption, a R&D subsidy has different effects
only in Stage 1 (short-run) compared with a production subsidy. In more detail, it differently
affects the home and foreign welfare by changing i) the instantaneous utility in Stage 1 (U; and
Uf) and ii) the timing of refinement in the two countries (¢, and ¢}) in a different way. Thus, I
focus on how the short-run reallocation effect is different under a R&D subsidy. The comparative
statics results for R&D subsidy are reported in Table B.3 in Appendix B.4.

The results in Table B.3 show that a R&D subsidy has qualitatively similar effects with a
production subsidy. First, it unambiguously increases the mass of firms in the home industry 1
and decreases that in the foreign industry 1, which causes innovation to occur earlier in the home
industry 1 and to be delayed in the foreign industry 1. Second, R&D subsidy can either increase
or decrease the home instantaneous utility in Stage 1 while it unambiguously increases the foreign
instantaneous utility in Stage 1.

Even though the direction of the aforementioned two effects are the same for both policies,
the magnitude of those effects is different depending on which policy is implemented. For a fair

comparison, it is necessary to compare effects of two policies given the same amount of required
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tax. The following equations present the change in tax by introducing a production and a R&D

subsidy respectively in the neighborhood of the initial equilibrium.

ar- ~ dr 1

— = nyy, o— = -niy
ds v 7 dsqg v

(2.58)
From the above equations, to the first order near the initial equilibrium, the relation between

a production and a R&D subsidy rate which cause the same amount of tax is derived as follows.
(2.59) vds = dsq

Intuitively, this relationship is satisfied because the government subsidizes total revenue, which
is equivalent to % in the model, with a production subsidy while it only subsidizes the fixed cost
(%), which is equivalent to the operating profit, with a R&D subsidy. Equation (2.59) implies
police-makers can set a R&D subsidy rate at v times higher than a production subsidy rate with
the same amount of a consequent tax.

Bringing the previous results from equation (2.59), Table C.2 and Table B.3 together allows me
to compare the effects of two policies analytically. The following propositions show how the two

policies differently affect the home and foreign economies.

PROPOSITION 6. To the first order in the neighborhood of the initial equilibrium, if a production
and a RED subsidy impose the same amount of tax, i) the home utility in Stage 1 under the
production subsidy is greater than that under the R€D subsidy, and i) the RED subsidy increases
the mass of firms in the home industry 1 more than the production subsidy, and consequently iii) the

RED subsidy causes a refinement to occur more earlier in the home industry 1 than the production

subsidy.

1 4
(2.60) dU? — dU |7, -1, = §P§ Y(y=1)ds >0
(2.61) dlnnf, —dln ”il,t |17,=1,= —(v—1)ds <0
(2.62) dtt — dt? |7, =1,= t,(0)(y — 1)ds > 0
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PROOF. See Appendix B.5 O

PROPOSITION 7. To the first order in the neighborhood of the initial equilibrium, if a production
and a RED subsidy impose the same amount of tax, i) the policy effect on the foreign utility in
Stage 1 and the mass of firms in the foreign industry 1 is the same under both policies, and ii) the

RED subsidy causes the refinement to be more delayed in the foreign industry 1 than the production

subsidy.
(2.63) dU*? — du*{ |7, -7,= 0
(2.64) dlnn*}, —dln n*it |7,=1,= 0
11
(2.65) dt*? — dt*? g = — <”1( ) _ 1> £:(0)(y — 1)ds < 0
ni(2)
PROOF. See Appendix B.5 d

where a variable with superscript p (or d) means that corresponding to a production subsidy (or
R&D subsidy).

For the home country, Proposition 6 shows a R&D subsidy is more effective for increasing
the mass of firms in the targeted industry and consequently hastening innovation more than a
production subsidy. This mainly arises from two reasons. First, as mentioned above, the a R&D
subsidy rate is set at « times higher than a production subsidy with the same amount of a consequent
tax. Second, decrease in price by firms in the targeted industry in response to a production subsidy
prevents new entry to the industry in some degree.

On the other hand, a R&D subsidy causes more distortion in Stage 1 than a production subsidy
with the same amount of subsidy because it changes more the resource allocation in Stage 1. In
short, a R&D subsidy hastens the long-run innovation more at the cost of greater distortion in the

short-run. The following equation summarizes the difference in welfare effect for the home country

71



between two policies.

11 _ _
dInW? — din W |1 _q,= (v — 1) 2,0 9) (1 —e PMO)) —e PO (In Uy — In U7 )t,.(0)
< —” n - Early homfe innovation
Ort:_rI}’II%(ﬁ%bcotlilOrﬁe;eﬁ O]Satlon : Production < R&D

(2.66) - ]

_ *(1)
1e PO (InUs — In U <"1( - 1) t-(0)| ds

Delayed foreign innovation
: Production > R&D 4

Since each policy has its advantages and disadvantages compared with the other, which policy is
better for the home welfare depends on the values of parameters. If the targeted industry’s growth
potential is very high, the positive welfare effect from the early home innovation will dominate the
other effects for the home country. Thus, the higher the growth-potential of the targeted industry
is, the better R&D subsidy is for the home welfare.

Regarding the foreign country, Proposition 7 shows, to the first order, there is no difference in
the effects on the foreign utility and the mass of firms in the foreign industry 1 between two polices
in Stage 1. However, a R&D subsidy causes more faster transition from Stage 1 to Stage 2, which
makes innovation be more delayed in the foreign industry 1. The following equation shows how

differently the two policies affect the foreign welfare.

(2.67) ) _
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n
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Production < R&D Delayed foreign innovation
L : Production > R&D J

From equation (2.67), an implication can be drawn that a production subsidy is likely to be better
for the foreign welfare than a R&D subsidy because i) the direct innovation effect (In U5 — InUJ)
is much greater than the spillover effect (InUj — InUy), and ii) the mass of firms in the foreign
industry 1 drops a lot in transition from Stage 1 (nj(1)) to Stage 2 (nj(2)) due to the productivity

jump in the home industry 1. Overall, contrary to the home welfare, the higher the growth potential
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of the targeted industry is, the better a production subsidy is for the foreign welfare. Table 2.5

summarizes the welfare effect comparison between the two policies.

TABLE 2.5. Summary of welfare effect comparison between production and R&D
subsidy

Home Foreign

Effect Production R&D | Production R&D

Short-run resource reallocation effect -
Gain from speeding up home innovation =
Loss from delaying foreign innovation -

Y oA

2.6.1. Model Simulation. The analysis in the previous section implies that the growth po-
tential of the targeted industry plays an important role in determining the relative performance of
two policies. In this context, I carry out numerical exercises for two scenarios. Three conditions
are different for each scenario: productivity growth by innovation, required time for innovation
without policy, and discount rate. Table 2.6 presents the difference in those conditions in detail. 1

use the same values for all the other parameters as those in the benchmark case in Section 2.4.2.

TABLE 2.6. Conditions in two scenarios

Condition Scenario 1 Scenario 2
Productivity growth by innovation (Ziig;) 1.5 1.05
Required time for innovation without policy (¢,(0)) 10 20
Discount rate (p) 0.042 0.111

In the first scenario, relative to the second scenario, the growth potential of the targeted industry
is higher and less time is required for innovation without any policy support, and discount rate is
smaller.

Figure 2.10 shows how each policy affects the home and foreign welfare under each scenario.
For an appropriate comparison, the welfare is calculated by controlling the total amount of subsidy
the government has to provide until emergence of innovation to be the same under each policy.
The results show a conflict of of interest between the home and foreign country regarding choice
of policy instrument. If the targeted industry has very high growth-potential (Scenario 1), a R&D
subsidy performs better for the home welfare than a production subsidy by hastening innovation

more, which worsens the foreign welfare more. In contrast, the growth-potential of the targeted
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industry is not that high (Scenario 2), a production subsidy is superior to a R&D subsidy for the

home country while a R&D subsidy performs slightly better for the foreign country.
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F1GURE 2.10. Comparison of Welfare Effect: Production vs R&D Subsidy

Notes: Figure 2.10a and 2.10b (Figure 2.10c and 2.10d) show the change in the home
and foreign welfare in Scenario 1 (Scenario 2) while the overall tax amount which the home
government has to spend in Stage 1 changes under production and R&D subsidy respectively.

2.7. Conclusion

In this paper, I study how the timing of industrial policy affects its welfare effects on the home
and foreign country with a consideration of industry dynamics based on industry lifecycle theory.
To answer this question, I propose an open economy macroeconomic model incorporating industry
lifecycle theory. In this model, the home industrial policy affects the home and foreign welfare by

hastening or delaying the timing of innovation in the targeted industry.
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I derive several policy implications from the model. First, if industrial policy supports an young
and high growth-potential industry, it hastens innovation in the industry and thus has a positive
long-run growth effect. Even with the positive growth effect, overall welfare effect can be positive
or negative since the policy can cause short-run welfare loss before realization of the innovation.
This suggests the importance of welfare analysis of industrial policy in a dynamic view.

Second, home industrial policy can increase or decrease the foreign welfare, depending on
whether the targeted industry is already mature in the foreign country. If the industry is al-
ready mature abroad, the home policy unambiguously increases the foreign welfare. This result
is consistent with the positive international spillovers from home productivity increases suggested
by Corsetti et al. (2007) with the standard Dixit-Stiglitz consumption index. On the other hand,
if the foreign industry is also young and has high growth-potential, the home policy can worsen
the foreign welfare by delaying innovation in the foreign industry. This is a novel channel through
which home industrial policy causes “beggar-thy-neighbor” consequences.

Third, home industrial policy can trigger a policy competition between the home and foreign
country. In the case where home industrial policy have a beggar-thy-neighbor effect, the model
predicts that the foreign country responds by implementing more aggressive policy to offset the
negative spillovers from the home policy and take a leadership in the high growth-potential industry.
This give an explanation why advanced countries are actively seeking to support high-tech industries
in response to recent Chinese industrial policy, while they did not for China’s catching-up policy of
manufacturing industries such as steel and shipbuilding. The model suggests that if the home and
foreign country cooperatively support the high growth-potential industry in such game situation,
the welfare outcome is a Pareto improvement compared with the Nash equilibrium.

I also compare welfare effects of a production and R&D subsidy on home and foreign country.
The results show that a R&D subsidy is more effective for hastening innovation in the targeted
home industry than a production subsidy at the cost of more short-run distortion. Thus, the
higher the growth potential of the targeted industry is, the better a R&D subsidy performs than
a production subsidy by more accelerating R&D activities and competition in the industry. This

mechanism works in the opposite way for the foreign country. Since the home R&D subsidy delays
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more innovation in the foreign industry which also has high growth-potential, the foreign country
benefits much later from the rapid productivity growth after innovation.

The implications derived in this paper can be useful for policy decision making since it provides
a criteria for deciding “a right timing” to policy makers. For example, based on Vernon (1966) or
Klepper (1996), if policy makers observe that firms start to set up their production facilities in other
countries with lower wage rate, or the market share of a few large firms increases, or firms focus
on process R&D in the industry that they are considering to support, it indicates the industry is
maturing and thus it might be not good time to support the industry in aspect of long-run growth.
However, I have to admit that the measurements of industry lifecyle suggested by the existing
literature might not perfectly work for establishing industrial policy. For future research, providing

a measurement method of industry lifecycle in the context of policy can complement this paper.
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CHAPTER 3

Transition to a Green Economy: Policy Competition and

Cooperation

3.1. Introduction

Reducing carbon dioxide emissions is an urgent necessity, given that carbon dioxide is the main
contributor to greenhouse gas emissions and a key factor in global warming and climate change
(Ozturk and Acaravci (2010)). Consequently, many countries are promoting green energy-related
industries such as solar panels, wind turbines, and electric vehicle batteries. For instance, the
United States (US) passed the Inflation Reduction Act (IRA), which provides subsidies to US busi-
nesses, households, and sub-national governments for investments leading to reduced greenhouse
gas emissions. In response to the IRA, the European Union (EU) unveiled its Green Deal Indus-
trial Plan (GDIP), followed by a newly announced subsidy scheme for solar panels, batteries, wind
turbines, electrolyzers, and heat pumps.

Given that environmental issues inherently involve free-riding problems and the costs associated
with transitioning to production systems using green energy sources have been considered high,
the recent competitive implementation of policies supporting a transition to a green economy is
noteworthy. Many studies, such as Cline (1992), Nordhaus and Yang (1996), Carraro and Egenhofer
(2007), Yang (2008), Nordhaus (2010), Weitzman (2014), and Farrokhi and Lashkaripour (2021)
explain that an individual country entirely bears the costs of abating greenhouse gas emissions
but the avoidance of climate damage is a worldwide public good, which leads to strong incentives
for free-riding. In addition, Shwom et al. (2010) and Nordhaus (2010) show a common belief that
environmental policies will be costly and thus have adverse effects on the economy and employment.
In this context, this paper aims to examine why many countries are competitively promoting

the green industry and whether one country’s policy triggers reactions from others. To answer
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these questions, this paper investigates the welfare effects of recent industrial policies on both the
implementing country and its counterparts.

For this analysis, I incorporate industry lifecycle theory into an open economy macroeconomic
model from Corsetti et al. (2007), as in Baek (2023), for two reasons. First, industries that are
essential for transitioning to a green economy can reasonably be considered to be in the early stages
of their lifecycle and to have high-growth potential. This is because renewable energy usage remains
low in most countries, despite an evident trend toward increasing green energy consumption.! This
view is also supported by governments who state their expectations for the high growth potential
and growing market size of those industries as one of the major reasons to support them, in
addition to environmental urgency. Second, based on industry lifecycle theories such as Abernathy
and Utterback (1978) and Klepper (1996), it is important to note that industries in their early
stages, although possessing high growth potential, do not experience rapid growth immediately.
Rather, their productivity or quality improves gradually at first and then escalates dramatically
following radical innovations within the industry. This suggests that the benefits of industrial
policies aimed at supporting nascent industries may take time to materialize. Consequently, it is
essential to consider the welfare effects that occur during the ‘transition’ from one steady state
to another, as induced by a policy, when evaluating the overall welfare effects of industrial policy.
It is worth mentioning that Gillingham and Stock (2018) is closely aligned with the two points
mentioned above. The paper suggests that while boosting demand for the technology in the early
stages through subsidies may incur high initial costs, it can yield dynamic benefits by accelerating
the realization of economies of scale or learning-by-doing, as demonstrated by the case study of
solar photovoltaic panels.?

Taking into account environmental problems and industry lifecycle factors, the model in this
paper exhibits distinct features compared to other canonical models in an open economy setup

such as those proposed by Lashkaripour and Lugovskyy (2023), Bartelme et al. (2021), Farrokhi

IThe renewable energy usage rate was 12% in 2020 in the US and 18% in 2020 in the EU according to the Energy
Information Administration (EIA) and Eurostat.

2Gillingham and Stock (2018) suggests that (i) the demand for solar photovoltaic panels significantly increased due
to policies that provided aggressive financial support for installing rooftop photovoltaic arrays, such as the German
Energiewende and the California Solar Initiative, starting around 2002, and (ii) that this growth in sales likely led to
a substantial decrease in panel prices after about 2007 through economies of scale and learning-by-doing.
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and Lashkaripour (2021) and Bai et al. (2023). First, the model in this paper incorporates two
externalities. One is the negative externality caused by greenhouse gas emissions from production
using conventional energy. The other is knowledge spillover or industry-level learning-by-doing
in the targeted industry, which can accelerate the transition from the early stage to the high-
growth stage. These two externalities are similar to the ‘double externality’ concept in Nordhaus
(2021). I will show that the knowledge spillover and industry-level learning-by-doing act as catalysts
helping the world overcome the free-riding problem associated with the reduction of greenhouse
gas emissions. Further, the objective of industrial policy in this paper differs from those in other
studies. In this paper, governments aim to accelerate innovation in the targeted industry to leverage
the knowledge spillover or industry-level learning-by-doing and hasten the abatement of damaging
emissions. Because the innovation leads to productivity growth, this goal is ultimately linked to
economic growth. This stands in contrast to the objective of reallocating resources to maximize
gains from economies of scale in a static context, as pursued in industrial policies in other papers.
Third, given this different policy objective, the welfare effects of industrial subsidies outlined in
other canonical models still apply in this model. However, they are considered either as costs or as
supplementary benefits incurred to accelerate innovation in the targeted industry.

With these novel features, this paper contributes to the literature in three ways. First, the
model formally explains why both the home and counterpart countries are competitively supporting
the targeted industry under these circumstances. Even though each country can benefit from the
other’s innovation through (i) the reduction of greenhouse gas emissions and (ii) terms of trade
gains from accessing cheaper products from the other country, the benefits of accelerating domestic
innovation are greater due to the large economies of scale achieved by accelerated productivity
growth and a consequent expansion in domestic green energy adoption. Therefore, supporting the
green capital industry is desirable for the home country. In contrast, the home production subsidy
delays foreign innovation and has a high probability of incurring a beggar-thy-neighbor effect on
the foreign country. Thus, both countries are naturally engaged in a competitive game where each
country sets its production subsidy to maximize its own welfare, given the other country’s subsidy
level. In the Nash equilibrium, both countries end up setting production subsidies higher than the

optimal rate they would choose if the other country did not react. Yet, ironically, each country’s
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welfare level increases in the Nash equilibrium compared to the level under the optimal subsidy
given no countering subsidy abroad, due to efforts to take the lead in green technology. This
result contrasts with the conventional prisoner’s dilemma that characterizes many environmental
conservation issues.

Second, this paper estimates an innovation timing elasticity, which denotes the responsiveness
of the timing of innovation to an increase in the number of firms operating in the industry. This
elasticity provides a novel interpretation regarding the benefits of industrial policy. Even though
this elasticity is closely related to knowledge spillover, learning-by-doing, or economies of scale
within an industry, it captures such concepts in a distinct way from existing literature. Many
studies, such as Caballero and Lyons (1992), Irwin and Klenow (1994), Bartelme et al. (2021), and
Lashkaripour and Lugovskyy (2023), estimate a parameter that determines the degree of within-
industry spillover. The parameter in those prior studies is constant, regardless of the industry’s
stage in its lifecycle. Moreover, the related effects are either realized simultaneously or just one
period after resources have been allocated to the industry. In contrast, the elasticity estimated in
this paper is specific to the early stage of an industry’s lifecycle. The impact of within-industry
spillover is not immediate; rather, it serves to shorten the time required for radical innovation in
the industry. In this way, even though the policy’s role is limited only to accelerating innovation,
it can be significant when the targeted industry is in its early stage of the lifecycle.

Third, this paper provides a quantitative analysis of recent industrial policies conducted by the
US and the EU. The results are consistent with the model’s predictions that the welfare effects of
one-sided industrial policies benefit the country implementing the policy but worsen the welfare of
the counterpart. Accordingly, both countries set higher production subsidies in the Nash equilib-
rium. In this equilibrium, the welfare of both countries increases, and global greenhouse emissions
decrease further compared to the case where only one country supports the green industry. In
addition, the analysis shows that there is still a possibility for Pareto improvement and further
reduction in greenhouse gas emissions through cooperative policy.

Related Literature. This paper contributes to the literature on industrial policy, innovation,
and growth (Redding, 1999; Melitz, 2005; Rodrik, 2006; Aghion et al., 2015; Atkeson and Burstein,
2019; Choi and Levchenko, 2021; Lane, 2022; Bai et al., 2023). Among these, Bai et al. (2023)
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is the closest to this paper in two aspects: it characterizes optimal innovation and trade policy
in a ‘dynamic setting’ and focuses on the environment when ‘new technology’ emerges. Bartelme
et al. (2021) and Lashkaripour and Lugovskyy (2023) are also closely related to this paper in that
the welfare effects based on economies of scale, which arise during the reallocation of resources to
the targeted industry, operate similarly in the model presented in this paper. However, this paper
differs from the existing literature in that it incorporates the additional negative externality arising
from greenhouse gas emissions, which is the focus of the environmental literature (Cline, 1992;
Nordhaus and Yang, 1996; Stern, 2007; Carraro and Egenhofer, 2007; Garnaut, 2008; Yang, 2008;
Nordhaus, 2010; Acemoglu et al., 2012; Acemoglu et al., 2016; Farrokhi and Lashkaripour (2021)),
and analyzes the interaction between the innovation-related externality and the environmental
externality. While Acemoglu et al. (2012) and Acemoglu et al. (2016) analyze the optimal policy
path in a dynamic setup considering both innovation and the environment, these papers employ a
closed-economy model and do not examine the international spillover of the home policy and the
subsequent strategic policy responses of counterpart countries, which constitute the main focus of
this paper. Farrokhi and Lashkaripour (2021) is notable for providing an optimal policy with a
multi-country, multi-industry model in a game theory framework and comparing global welfare and
environmental outcomes under two proposals: carbon border taxes and a climate club proposed in
Nordhaus (2015). However, the paper does not consider dynamic technological innovation related
to green transition.

This paper is also related to the literature on the estimation of knowledge spillovers and
learning-by-doing within industries (Caballero and Lyons, 1992; Irwin and Klenow, 1994; Lieber-
man, 1987; Lindstrom, 2000; Thornton and Thompson, 2001; Lieberman, 1987; Bartelme et al.,
2021). Bartelme et al., 2021 is most relevant in this respect as it estimates an elasticity related to
external economies of scale (known as a scale elasticity) and quantitatively analyzes welfare gains
from optimal industrial policy based on the estimates. This scale elasticity is concerned with an
immediate change from one steady state to another in a static setting. In contrast, the innovation
timing elasticity estimated in this paper pertains to the ‘transition path’ to reach a designated new

steady state (high-growth stage). Thus, this study focuses on ‘how much faster’ the transition is
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completed, offering a novel rationale for industrial policy, as opposed to focusing on ‘how much
higher’ the level of innovation is.

This paper contributes to the literature that studies the stylized patterns of industry dynamics
(Vernon, 1966; Abernathy and Utterback, 1978; Gort and Klepper, 1982; Jovanovic and MacDonald,
1994; Klepper, 1996; Antras, 2005; Eriksson et al., 2021). Baek (2023) provides a general framework
which incorporates the theory on how innovation in an industry changes along its life cycle into a
canonical open macroeconomic model. This paper is an application of Baek (2023) to the green
industrial policy, also extending it by providing a model-based empirical specification to estimate
the sensitivity of the timing of innovation to industry lifecycle dynamics.

Lastly, this paper is related to the literature that studies the international transmission of a
home country’s productivity increase to a foreign country (Ghironi and Melitz, 2005; Matsuyama,
2007; Corsetti et al., 2007). The mechanisms in Ghironi and Melitz (2005) and Corsetti et al.
(2007) operate similarly in this model, making home innovation beneficial to the foreign country
from a static perspective.

The paper is structured as follows. Section 2 reviews the related literature. Section 3 presents
the model setup, and Section 4 analyzes the welfare effects of industrial policy. Section 5 presents the
estimation of innovation timing elasticity and provides a quantitative analysis of recent industrial

policies by the US and the EU. Section 6 concludes.

3.2. The Model

In the model, the world economy consists of two countries, home and foreign. Each country
comprises households, final goods firms, green capital goods firms, and a government. The size of
the households is denoted by L in the home country and L* in the foreign country.

The green capital goods market is crucial in the model because innovation takes place in this
market, and the government aims to accelerate this innovation within its jurisdiction. I nest the
model of the industry lifecycle within the model of open economy spillovers by Corsetti et al. (2007)
to analyze the welfare effects of an industrial policy by taking the industry lifecycle into account.

Throughout the paper, I set the home country wage as the numeraire for convenience.
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3.2.1. Households. The utility function of the representative consumer in the home country
at time t has the following form which is separable in consumption and pollution as in Keeler et al.

(1971), Cabo et al. (2015), and Hassler et al. (2016).

(3.1) U, = Oyt Un, Vit f1; Y di)

In equation (3.1), C} represents the aggregate consumption of the final good at time ¢, and [; is the

labor supply by the representative consumer at time ¢. The exponent —x ( J Ilt Yedi+ |, 11* Y di)
K t b

captures the negative externalities arising from the production activities of manufacturing sectors

3 In

that utilize conventional energy, such as fossil fuels, in both domestic and foreign countries.
this term, x represents the degree of negative externality from the production using conventional
energy while Y% and Y7 denote production from the manufacturing sector i using conventional
energy in the home and foreign countries, respectively, and I; and I} represent the cutoff index* for
manufacturing sectors using green energy in the home and foreign countries, respectively. Details
on production and the share of final goods producers who adopt green capital will be provided in
a later section.

The aggregate final good comprises agricultural and manufacturing final goods. The agricultural
good, denoted by C’,;A, is a final good and indentical across countries of origin. I include the
agricultural good in this benchmark model to facilitate tractability for analytical results, but I
remove it in numerical simulations later. In contrast, manufactured final goods, denoted by CM,
consist of final goods from a continuum of sectors. The home good differs from the foreign good
even though products in a specific sector from the same origin are identical. Consumers allocate

their consumption between these two types of final goods with consumption shares of ¢ and 1 — ¢,

as shown in the following equation.

3Since environmental issues caused by greenhouse gases are global, I assume that the degree of negative impact
from production using conventional energy is the same, whether the production takes place in the home or foreign
countries.

4These cutoff indices also represent the share of manufacturing sectors that use green energy in the home and
foreign countries.
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(32) o= (¢ ()™

The representative consumer allocates a share of expenditure 5 to domestic composite man-
ufacturing final goods and 1 — 8 to foreign composite manufacturing final goods, as represented

by:
(3.3) cM = (cp)” (e

where C’% and C’% denote the domestic and foreign composite manufacturing final goods, respec-
tively.

The domestic composite manufacturing final goods are aggregated through a Cobb-Douglas
function, using a continuum of final goods in sector ¢ that range from 0 to 1 and have a mass of

one, as follows:

1 M .
(3.4) C}]L\ﬁ — efo lnChmdz

where C’% , is the consumption of the domestic final goods from sector .

Households supply labor in a competitive market, serving both fixed-cost-related activities and
production activities. I will elaborate on this in the next section. The labor supply is determined
endogenously within the model.

Households own green capital goods firms located in the home country, which operate under
monopolistic competition, in their own country. Each household receives an equal share of the

profits from all firms in the green capital goods sector in their country:

(3.5) I, = /Ont 1Y (w)dw

where n; denotes the number of firms in the domestic green capital goods market at time ¢, and

I1Y (w) represents the profit of a domestic green capital goods firm producing variety w.

5Profits from all firms will be zero in equilibrium because firms’ productivities are identical in the green capital
goods markets, and a zero-profit condition will be imposed.
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The representative consumer maximizes its utility (3.1) in time ¢ subject to the following budget

constraint®:

T
(3.6) PCy = wily + 1T — ft

where T} is a lump-sum tax used to provide subsidies to the green capital goods industry. I will
explain the subsidy in detail in a later section.

Similar expressions hold in the foreign country.

3.2.2. Final Goods Production. Final goods markets are perfectly competitive. The agri-

cultural final good is produced with one unit of labor.
(3.7) vt =1L

For manufacturing final goods, firms in all sectors use labor and energy for production. Firms in
each sector can choose to use either green or conventional energy. If a firm decides to use green
energy, it must employ green capital, denoted by Z9, to generate the energy itself. When a firm opts
to use conventional energy, denoted by F, it can purchase this energy from the market at a price
of . Tt is assumed that productivity from using green capital varies across sectors.” Specifically,
productivity from green capital in sector 4, denoted by \;, decreases as i increases.® The production

function for final goods in sector ¢ varies depending on the type of capital used, as follows:

Y9 — 4 (L9 )a (Az.g )HY
7t 1t 2t 1t

Y',et = Ai,t (Lf,t)a (Ei,t)l_a

(2

(3.8)

where A;; represents the productivity of sector i at time ¢, Lﬁt indicates the amount of labor
employed in sector i at time ¢, depending on its energy type. E;; and th are the amounts of

conventional energy and green capital used in sector ¢ at time ¢, respectively. For simplicity, I

6Since consumers do not save in the model, they maximize their current utility in each period by only considering
their current budget constraint.

"For example, the iron and steel manufacturing industry is one of the most energy- and carbon-intensive industries.
Thus, it is more difficult for such industries to use renewable energy for their production compared to other industries.

8This implies the production cost of using green capital increases as i increases.
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assume that capital fully depreciates in each period. Firms in each sector choose whether they will
use conventional or green energy depending on their costs relative to productivity. The index for
the marginal adopting sector, Iy, serves as the green energy adoption ratio in the manufacturing
sectors. The green energy adoption ratio is determined so that the marginal adopting sector (i = I;)

has a productivity for green capital, Aj,, satisfying the following equation:

(3.9) T =Y

where P/ represents the price of aggregated green capital goods in the home country at time ¢
and 1; represents the price of conventional energy. It is worth mentioning that this mechanism is
similar to that in Helpman and Trajtenberg (1998), which studies the welfare effects of the diffusion
of a new general purpose technology. In this regard, the increase in green energy adoption can be

interpreted as the diffusion of a general purpose technology.

3.2.3. Green Capital Goods Production. The green capital goods sector is based on the
model presented in Corsetti et al. (2007). The green capital market operates under monopolistic

competition, where varieties are aggregated using the CES function.

v

nt y—1 ny -1 y—1
(3.10) 7z} = (/ 2) (w) ™ dw+/ EACTINE dwf>
0 0

where v represents the elasticity of substitution across varieties in the green capital goods market,
and n; and ny 9 indicate the mass of firms in the home and foreign green capital goods market at
time ¢, respectively. Here, w and wy denote the home and foreign varieties, respectively.

Firms in the green capital goods market only use labor for production, and the production

function is as follows:

(3.11) yi (w) = af (W)l (w)

9As in Corsetti et al. (2007), I assume that all foreign firms serve the home market, while all domestic firms serve
foreign markets.
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where af(w) is the productivity of the firm producing variety w at time ¢ and If(w) is the labor

employed by the firm. I assume that af(w) is the same for all firms in each country but can be
different across countries for simplicity.

A firm also needs to hire v% units of labor each period, regardless of its amount of production.
Firms allocate this fixed cost to different activities depending on their industry’s stage along the
lifecycle. As suggested in Abernathy and Utterback (1978) and Klepper (1996), firms in the early
stage of the lifecycle need to invest in R&D for innovation. A ‘dominant design,” defined as a
product design widely accepted by consumers, has not yet emerged at this stage. Firms forgo
alternative opportunities and operate in the early industry with low profit for some time to secure
future higher profits by inventing a dominant design. In this context, without a certain amount of
R&D investment, they are unlikely to innovate, and there is no reason to operate in the industry.'’

For simplicity, it is assumed that this fixed cost remains constant over time and is the same for

all firms in each country. Given wage wy, the fixed cost ¢/ (w) is then,

Wy 1
3.12 g — S
( ) 4 (w) Vs v

The operating profit, which is revenue minus cost, of the firm producing variety w at time ¢ is
(3.13) I} (w) = p (W) (W) + ep” (W) (w) = I (w)

where pf (w) denotes the price for home variety w at time t in the home market which is denominated
in the home currency, and pJ*(w) denotes the price for home variety w at time t in the foreign market
which is denominated in the foreign currency. e; = % represents the exchange rate defined as the
relative value of the foreign wage in terms of the home wage.

The overall model structure is illustrated in Figure 3.1.

3.2.3.1. Innovation and Productivity. Given that the ratio of global renewable energy usage
to total primary energy consumption was approximately 15 percent in 2020 according to the EIA,
and considering that many countries and international organizations, such as the US and the

EU, are targeting net-zero greenhouse gas emissions—defined as balancing the amount of emitted

10Empirical regularity, as suggested by Akcigit and Kerr (2018), supports this assumption. It indicates a substantial
decline in innovation-intensity, defined as the number of patents per employee, with increasing firm size among
innovative firms.
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FIGURE 3.1. Model Structure

greenhouse gases with the amount removed from the atmosphere—it is reasonable to expect that
the green capital industry is still in the early stages of its lifecycle.

As in Baek (2023), I assume that the productivity of the green capital industry endogenously
changes as predicted by the industry lifecycle theory such as Jovanovic and MacDonald (1994) and
Abernathy and Utterback (1978): Productivity grows slowly for some time after the industry’s
inception; then it increases rapidly following radical innovations; and finally, it gradually declines

and stabilizes at a low level. This pattern of productivity change is assumed as follows.

ASSUMPTION 5. The productivity of a firm producing variety w remains constant at the current
level af (w) until its accumulated knowledge stock, denoted by ki(w), exceeds a certain threshold, K
at time t"(w). After reaching t"(w), the firm’s productivity jumps to ag with probability p". For

simplicity, I assume that p" = 1.
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In this context, a key objective of industrial policy is to expedite the accumulation of knowledge
in the targeted industry, thereby hastening its transition to the high-growth stage. The accumu-
lation of a firm’s knowledge stock, denoted by kt(w), is assumed to depend not only on the firm’s
own R&D efforts but also on industry-wide R&D activities (or learning-by-doing). There are three
reasons why I assume that knowledge diffusion primarily occurs domestically. First, numerous coun-
tries endeavor to restrict technology diffusion in high-growth potential industries. For instance, in
recent years, the United States has implemented several restrictions on technology sales to Chinese
firms, invoking national security concerns. Central industries affected include telecommunications
(Huawei) and semiconductor manufacturing. Second, according to industry lifecycle theories as
presented in Vernon (1966) and Klepper (1996), firms are small during the initial stages of the
industry lifecycle, and the production of new products largely takes place in the innovator’s home
country. Consequently, major channels for international knowledge diffusion, such as trade (Eaton
and Kortum, 2006; Buera and Oberfield, 2020; Cai et al., 2022)!!, multinational production firms
(Lind and Ramondo, 2023), FDI (Javorcik, 2004; Fons-Rosen et al., 2017), or migration (Bahar and
Rapoport, 2018) are less likely to be in effect. Third, in a scenario where the degree of domestic
knowledge diffusion is stronger than international knowledge diffusion (Branstetter, 2001), results

of this paper do not qualitatively change. Accordingly, the following assumption is made.

ASSUMPTION 6. ki(w) = k( (qug(w)dj, fg Q?dj) where f(f q]g-(w)dj represents the cumulative
RED expenditure by firm w, and fg Q?dj represents the cumulative RED expenditure by all firms

in the green capital goods industry. k(-) is an increasing function with respect to both arguments.

Under the assumption that the fixed costs are allocated to R&D investment in the early stage,
the cumulative R&D expenditure for both an individual firm and the green capital goods industry

can be expressed as follows:

t g t 1 t g t 1
3.14 (w)dj = —dj 'dj = —n;dj
(3.14) /Oqj(w)J /OUJ,/OQJJ /Ovngy

11According to the 2012 United States benchmark input-output table (BEA), approximately 78% of domestic
usage of products associated with energy-related capital goods originates from domestic sources.
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Furthermore, following Irwin and Klenow (1994), I assume that a firm’s knowledge stock function

takes the following form:

(3.15) i (w) = (/Ot q?(w)dj)CI (/Dt Q?dj)g

Utilizing Assumption 52 and equations (3.14) and (3.15), the timing of innovation is given by:

__ G2
(3.16) t =1"(w) = vK SEED n, [

I define the innovation timing elasticity as the elasticity of the timing of innovation with respect to
the industry’s total cumulative R&D expenditure (or production), denoted by €;~. The elasticity is
given as follows:

_dlntm dlnt" G
Cdln [jQidj  dlnng G H G

(3.17) e

It is worth mentioning that the innovation timing elasticity is determined by comparing the
relative contributions of the industry’s total cumulative R&D expenditure (or production) to that of
each firm’s own cumulative R&D expenditure (or production) in constructing the firm’s knowledge
stock. This elasticity is the most important parameter for successful industrial policy in the model.

I will estimate this elasticity for quantitative analysis in a later section.

3.2.4. Industrial Policy. As mentioned earlier, this paper focuses on the role of industrial
policy in fostering growth in targeted industries. Both domestic and foreign governments offer
production subsidies to firms in the green capital industry at rates denoted by s and s*, respectively.
These subsidies aim to facilitate either a significant decrease in the price of green capital goods or
a notable improvement in their quality through innovation. Such innovation leads to a reduction
in the cost of utilizing green energy, encouraging more final goods sectors to adopt production
processes that leverage green energy. The subsidy continues either until an innovation occurs in
the targeted industry or until the other country discontinues its provision. In this paper, I examine

the impact of production subsidies as a representative example of industrial policy.'?

12Based on Assumption 5, the industry’s timing of innovation aligns with that of an individual firm (t" = ¢"(w)).
I3Refer to Baek (2023) for analysis with an R&D subsidy using a similar model to this paper.
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In addition, I assume the government levies a lump-sum tax from consumers to fund the pro-

duction subsidy. The total subsidy amount at time ¢, denoted as S, is given by
n
(319) 5= [ st = smpf )t ()
0
Thus, the government’s budget constraint is as follows:
(3.19) smupi (w)yf (w) = T}

3.2.5. Equilibrium. For convenience, I establish the following assumptions. These will be
employed in Section 3.3 to derive closed-form analytical results from the model. However, all these

assumptions will be relaxed in Section 3.4 where I move to numerical simulations.
ASSUMPTION 7. (symmetry) v=v*=L=L"=A;; = A7, =1 and ¢, = Y] = .

ASSUMPTION 8. Trading of final goods does not incur any trade costs, while green capital goods

are subject to them.

ASSUMPTION 9. ¢ > (1 —)(1 — )y and ¢ > (1 — ¢)(1 — )1}

AssuMPTION 10. 8 = ﬁ

ASSUMPTION 11. (Innovation) Before innovation occurs in a country’s green capital market,

* - . *x . —
af =af" =1 and I, = I} = I. Once innovation takes place, a and af* increase to agy and I, and

I} increase to I.

Assumption 9 implies that the size of the agricultural final goods market is larger than that
of the green capital goods market in each country. This assumption, combined with Assumption

8, ensures that the relative wage between the home and foreign countries remains constant at 1

(wZ‘ = 1, €t = 1).14.

Assumption 10 implies that the degree of home bias for the final goods is the same as that of
the capital goods. This assumption simplifies the analytic solutions in the welfare analysis.

MwWhen p>1=p(1—a)l;and p> (1 —p)(1 —a)lI{ are met, assume that no firm operates in the green capital
market in a given country due to a lack of competitiveness, leading the final goods firms in that country to import all
their green capital from the other country. Even under this scenario, with e; = 1, a positive amount of agricultural
final goods are produced in both countries given the larger size of the agricultural final goods market compared to
the green capital market in both nations. Therefore, e; remains at 1.
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Assumption 11 provides a simplified representation of the innovation dynamics discussed in
Section 3.2.3.1. While I; and I} could be endogenously determined by the productivity structure
characterized by \;, even in the short run, employing Assumption 11 is reasonable because when a
technology is in the early stage, its substitutability with the existing dominant technology is low.
This can also be observed in the estimation of ¢ in Section 3.4.3. ¢ is much higher in the early stage
than in the later stage.!> Additionally, Assumption 11 significantly simplifies the welfare analysis.

Similar to Corsetti et al. (2007), the system of equations for equilibrium can be simplified to a
system of two zero-profit conditions, (3.20) and (3.21), involving two endogenous variables, n; and
ny. Solving for these variables enables us to determine all other variables. See Appendix C.1 for

the formal derivation.

_ (48191 —a) [(p)\” AN
(3.20) 1Y (w) = S ( I ) It+¢( 7 ) It] =1
N 1+s)(1—-0)(1 -« 7" (w 1= . 7" (w 1=

where ¢ = (1 4+ 7)!~7 and T represents the trade costs, and the prices are as follows.

(3.22) pi(w) = 5 Jlrﬂy_lalg

(3.23) P (wy) = 1423*711(1,519*

(3.24) Py = (e (0 @) + omi (b (7)) ) -
529 P = (n7 (01" r)' ™+ ome ) )

The equilibrium is described in detail in Appendix C.1.

3.3. Welfare Analysis

In this section, using the equilibrium obtained in Section 3.2.5, I analyze the welfare effects of

home and foreign production subsidies on their own and the counterpart country’s welfare.

15Assumption 11 is equivalent to o = oo in the short-run (or in the early stage of the product’s lifecycle).
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The welfare functions for the home and foreign country are defined as follows:
T
(3.26) InW = / e Pt In Uydt
0
T
(3.27) InW* = / e P In U/ dt
0

where p denotes the discount rate. I set the discount factor to zero (p = 0) in this section for two
reasons. First, much of the existing literature (Cline, 1992; Stern, 2007; Garnaut, 2008) sets the
discount factor at almost zero for environmental issues, as global environmental changes inevitably
affect the welfare of future generations. This calibration is based on the idea that all generations
should be treated equally. Second, this assumption makes welfare analysis provide simpler and
more intuitive results. With a positive discount factor, results in a game where both the home and
foreign set subsidy rate to maximize their own welfare become complicated since costs and benefits
of the policy exist in both the short run and long run. Under the assumption of p = 0, I define T as
the last period!® for the welfare analysis to prevent the welfare measure from approaching infinity.
In Section 3.4, I will allow the model to have a small discount factor and infinity time horizon as
in Stern (2007) and Garnaut (2008). It is also assumed that s = s* = 0 in the initial conditions.
In what follows, I first examine the case where only the home country provides a production
subsidy to the green capital industry and assess its welfare effects. Then, I analyze how the welfare
effects change when both the home and foreign countries provide production subsidies to maximize

their own welfare.

3.3.1. Industrial Policy in the Absence of a Foreign Response. In this section, only
the home country offers a production subsidy to the green capital industry (s > 0, s* = 0). Given

the results in the comparative statics in Table C.2, the following proposition is derived.

PROPOSITION 8. In the initial conditions of s = s* = 0, the home production subsidy accelerates

home innovation (dt (dss’s )

< 0) and delays foreign innovation (w >0).

S

PRrOOF. Based on equation (C.73) and (C.74), and ¢ < 0, we can prove the following:

dt"(s,s*) _ dt"(s,s") dlnny _ dlnng dt"™ (s,s*) _ dt"™*(s,s*)dlnnf _ dInnj
& T Al s =Gty n < Oand =g = Topihe — = e —g, - >0 .

16The time T can be interpreted as marking the end of one cycle of dominant technology. With an infinite time
horizon, an industry is likely to experience several cycles of changing dominant technologies.
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This conflict regarding innovation timing serves as the central mechanism triggering policy
competition between the home and foreign countries in this model, a point that will be explained

in this section. Based on Proposition 8, I introduce three stages as follows:

DEFINITION 5.

e FEarly State (0 <t < t"(s, s*)): Neither the domestic nor the foreign green capital industries
have experienced innovation.

o Leading Stage (t"(s,s*) <t < t"™(s,s%)): Innovation has occurred in the domestic green
capital industry but not yet in the foreign industry.

o Mature Stage (t"*(s,s*) <t): Both the domestic and foreign green capital industries have

innovated.

Following this definition, the welfare functions of the home and foreign countries can be ex-

pressed as:
t"(s,s t"* (s,8*) T
(3.28) W = / In Updt + / InUpdt + / In Uy dt
0 tr(s,s*) tT* (s,8*)
t"(s,8*) t"* (s,8*) T
(3.29) InW* = / In Ujdt + / InUfdt + / In U, dt
0 tr(s,s*) t7* (s,8*)

where Ug and Ug denote the the utility level of the home and foreign countries in stage S, respec-
tively. Thus, the welfare effect of the home production subsidy can be decomposed into three parts

as follows:

dan #(s,5%) danE dt" (s, s*) dt"* (s, s*)

(3.30) dt —(InU, — InUpg) —(InUy — InUy)
S S
Short-run resource Parlier domestic innovation effect Delayed foreign innovation effect
reallocation effect
dlaWw* (U5 gl U dt" (s, s* dt"* (s, s*
(3.31) rcll - / Icll Egt— (v — )T g, _ ) 25
s 0 s ds

-~
Earlier domestic innovation effect Delayed foreign innovation effect

Short-run resource
reallocation effect

I will analyze each effect in detail in this section.
Short-run Resource Reallocation Effect. In the initial condition, the welfare effects of the

home subsidy for both the home and foreign countries are derived as follows. See Appendix C.3.1
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for the derivation and determination of the sign of each term.

t"(0,0) dl dln P 1_ 1_ 7
(3.32) / BUB gy — 0,00 | -0 _1— 1 - )i | = (0,00 P OE g
0 ds ds —~ v—1
CPL (+) Tax: (-)
109 dm Uy dIn P;
3.33 Edt =7(0,0) [ — E) =0
(33 /0 ds 0.9 < ds )

CPI: net zero effect

Equation (3.32) and (3.33) show that the home production subsidy causes home welfare to
increase but has a net zero effect on foreign welfare in the early stage. For the home country, the
second term in equation (3.32), —(1 —¢)(1 —«a)Ig, indicates the loss from collecting tax. To finance
the tax, the representative household must supply more labor, resulting in a loss of utility. Despite
this cost, the economy initially benefits more from the decrease in the utility-based CPI, which
occurs for two reasons: first, the subsidy directly reduces the price of green capital, which in turn
lowers the price of final goods produced using green capital; second, it increases the mass of the
green capital industry, further reducing the utility-based CPI. This latter mechanism aligns with
the channel described in Lashkaripour and Lugovskyy (2023), where an economy benefits from a
production subsidy by exploiting economies of scale through an increasing number of firms in the
targeted industry.'”

In contrast, the foreign utility-based CPI does not change due to the tension between terms
of trade gain and loss from economies of scale. The foreign country benefits as foreign consumers
and final goods firms can purchase cheaper final goods and green capital from the home country.
However, as seen in equation (C.74), the home subsidy leads to a decrease in the number of foreign
green capital goods firms, resulting in a loss from economies of scale. Overall, the net effect is zero.

Earlier Home Innovation Effect. As seen in Proposition 8, the home production subsidy
increases the mass of firms in the home green capital industry, thereby hastening innovation in the

industry. The welfare effect caused by earlier home innovation is derived as follows. See Appendix

(1-)(-)IE
~y—1
component (1 — ¢)(1 — «)Ig represents the size of the targeted industry, while ﬁ is the scale elasticity, as cited

in Lashkaripour and Lugovskyy (2023). Consequently, this term indicates that the positive effect in the early stage
amplifies as the product of scale elasticity and sector size increases.
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C.3.2 for the derivation and determination of the sign of each term.

dtr * — dl
(3.34) _(IHUL_anE)(CZ;S) =t"(0,0) | -InPp+InPr+ w(I—-1)YS <—€t’“ 2:E> >0
CPL (+) Less em;srsion:(Jr) —’_/
Earlier home
innovation: (+)
dtr * _ dl
(3.35) _(mUz—ang)(dS;‘” =1"(0,0) | -InP; +In P+ w(I— 1Y <_€t"" 2:’5) >0

CPIL: (+) Less emission:(+) | ~—————~—"""
Earlier home
innovation: (+)

For the home country, gains follow innovation due to a reduction in greenhouse gas emissions.
This is attributed to an increased use of green capital in the home country (I — ), leading to the
production of fewer final goods utilizing conventional energy sources. Moreover, the home country
experiences a decline in the utility-based CPI, a change driven unambiguously by two primary
factors: first, enhanced productivity in green capital production directly reduces the price of home
green capital, thereby decreasing the prices of final goods made with green capital; and second, a
surge in the number of domestic green capital goods firms—resulting from increased competitiveness
against foreign counterparts and an expanding green capital market—enhances economies of scale,
further driving down the prices of goods produced using green capital.

The foreign country shares the emission reduction gains observed in the home country, even
though its own greenhouse gas emissions remain unchanged. It also benefits from improved terms of
trade. A decline in competitiveness leads to a reduction in the number of foreign green capital firms,
resulting in losses from economies of scale. However, the advantage of accessing more affordable
final goods and green capital from the home country outweighs the negative effects of reduced
economies of scale. This outcome regarding international welfare spillover from home productivity
improvement aligns with the findings presented in Ghironi and Melitz (2005) and Corsetti et al.
(2007). Taking into account these effects, the foreign country also benefits from earlier home
innovation.

Delayed Foreign Innovation Effect. The home production subsidy causes the number of

operating firms in the foreign green capital industry to decrease, and this delays innovation in the
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foreign green capital industry. The welfare effect related to this is represented in the equations

below. See Appendix C.3.3 for for their derivation and determination of the sign of each term.

dtT* * 7 dlnn*
(3.36) —(InUp — In UL)(SS’S) = 17(0,0) |~ Py +In P+ w(I— )Y <_eﬂ 28”E>
CPL: (-) Less emi;gion: (+)
Delayed foreign
innovation: (-)
(3.37)
dty(s,s*)

—(InUy; —InU7) .

_ dlnn
=17(0,0) | ~InPj; + P} + w(I— DYF <—etr 28”E><0

CPIL: (+) Less emission: (+)
Delayed foreign
innovation: (-)

Foreign innovation has two conflicting effects on home welfare. First, the loss of comparative
advantage decreases home welfare. When a foreign country succeeds in innovation and catches up
to home productivity, the home country loses its comparative advantages in the green capital goods
market. Since the home green capital firms already possess high productivity, the negative effects
from a loss in global market share and a consequent decrease in economies of scale dominate the
terms of trade gains stemming from the foreign innovation. This is notable as it contrasts with
the impacts of earlier home innovation on foreign welfare. Furthermore, this effect aligns with the
findings in Bai et al. (2023). The model in Bai et al. (2023) suggests imposing higher tariffs on the
sectors where the home country has comparative advantages. This aims to discourage innovation
efforts in foreign sectors and delay their catch-up. Second, the home country benefits from the
reduction of greenhouse gas emissions by the foreign manufacturing sectors. Thus, the overall
effect of foreign innovation depends on the relative magnitudes of these two conflicting effects.
Finally, the welfare effects from delayed foreign innovation are opposite because the net impacts of
the previously explained two effects are delayed.

Foreign innovation unambiguously boosts foreign welfare, as the foreign country benefits not
only from reduced greenhouse gas emissions but also from a decline in the utility-based CPI due
to enhanced competitiveness of its green capital goods firms. However, since these advantages

materialize later, the effect of delayed foreign innovation diminishes foreign welfare.
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3.3.1.1. Overall Welfare Effect. By summing the above explained three effects, the overall
welfare effect of home production subsidy for the home and foreign country is determined. The fol-
lowing proposition shows that in the initial condition, the home production subsidy unambiguously

increases home welfare.

PROPOSITION 9. (The necessity of industrial policy) In the initial condition of s = s* = 0,

din W
W 0.

PROOF. See Appendix C.2.1 ([l

Intuitively, this result occurs because 1) the gain from its own innovation is greater than the
welfare effect of foreign innovation (InUz, — InUg > InUpr — InUp) and 2) the degree to which

the home production subsidy accelerates home innovation is greater than that of delaying foreign

dlnt, dint?
> ).
ds

innovation (—%*g

In contrast, a home production subsidy has the potential to decrease foreign welfare, as demon-

strated in the following proposition.

PROPOSITION 10. (Beggar-thy-neighbor) When s = s* = 0, if the following condition is satisfied,

dln W*
T < 0.
dlnnj dlnn -
(3.38) (—In Py; + In Pf)egr E > (~InP} +1nP}) <—6t7" ¥ E) 4+ —er (k(I = DYY)
S S
; Net gain
The absolute value of loss in CPI o Lo
in the mature stage in tgcfulrc}alfﬁngiéage from less emission
PROOF. See Appendix C.2.2 O

As Proposition 10 demonstrates, in the initial condition, the direction of the welfare effect of
a home production subsidy on the foreign country is not definite. The left-hand side of the above
inequality (3.38) represents the absolute value of the foreign country’s loss experienced through the
utility-based CPI by its delayed innovation.

Meanwhile, the terms on the right-hand side illustrate the gains that the foreign country derives
from earlier home innovation. As elucidated above, this gain encompasses reductions in the utility-
based CPI. Furthermore, even though the home and foreign countries experience an equal degree of

gain and loss in terms of greenhouse gas emissions (k(/ — I)Y,?) from earlier home innovation and
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delayed foreign innovation, the degree to which the home production subsidy accelerates home in-

novation is greater than that by which it delays foreign innovation (— dldr;" > dlc?sti ). Consequently,

there exists a net gain from an environmental aspect.
Accordingly, the overall welfare effect of a home production subsidy on foreign welfare is con-
tingent upon the balance of these losses and gains.

TABLE 3.1. Summary of Welfare Effects of One-Sided Home Production Subsidy

Effect ) Home(_) - - Fo(lie)llgn o
resousrlzz(e)zrglf(l)lcnation Scalet Tax, ToT] (+) ToT?t Scalel 0
homeEiirrllioe\fation %zg?gﬁtgg};} ToT} (+) '5001;17 Scale| (+)
foreied o | Sealet  ToTL €Ot (4)/() | ToTt Broductiitd, ()
Overall effect %ﬁfﬁgftggﬁ Tax, ToT|  (+) %OOT;E Pro%lé;tlivfm, (+)/()

Table 3.1 summarizes the welfare effects of a home production subsidy with no foreign reaction.
It is worth discussing why the benefit derived from its own innovation is substantially larger than
the welfare gain from the other country’s innovation in this model. First, green capital goods
function as a ‘general purpose technology’. After innovation, the adoption ratio of green capital
goods in the home country rises from I to I. Since energy use is essential for production, an increase
in productivity of this general purpose technology, coupled with its expanded usage, significantly
impacts the overall manufacturing sectors through the input-output linkage. This mechanism is
akin to that described in Helpman and Trajtenberg (1998). Second, ‘home bias’ plays an important
role. As the domestic market size for green capital goods expands ((1—¢)(1—a)l — (1—¢)(1—a)I)
due to innovation, domestic firms in the targeted industry benefit exclusively from the growth in
the home market, owing to home bias. This dynamic is evident as an increase in I; results in a
surge in the number of domestic green capital goods firms while concurrently reducing the number
of foreign green capital goods. Consequently, home bias enhances the gains from economies of scale.

It is also important to mention the importance of taking into account the industrial lifecycle
and the innovation timing elasticity when designing industrial policies. The model suggests that the

success of the industrial policy hinges crucially on the speed at which the policy fosters innovation
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in the country, especially when the targeted industry is in its nascent stage. This can be formally
demonstrated in the model by the fact that the net growth effect, which is the sum of earlier home
innovation and delayed foreign innovation effects, is proportional to the innovation timing elasticity.
This also indicates that the greater the innovation timing elasticity, the more aggressively the home
country should offer production subsidies, and the more vigorously the foreign country should adopt
counterbalancing policies or even more actively support its industry.

In this context, I will introduce a game situation in the next section where both the home and

foreign countries provide a production subsidy to maximize their own welfare.

3.3.2. Policy Competition and Cooperation.

Policy Competition. When each country provides a production subsidy to its green capital
goods firms, it affects the welfare of the other country by affecting resource allocation and thus
innovation timing in the industry. Thus, I will find a Nash equilibrium in this game situation where
each country maximizes its welfare by choosing a production subsidy rate, given the other country’s
production subsidy rate. I will again focus on the symmetric condition, s = s* > 0. The following

proposition and corollary show the Nash equilibrium of the game.

PROPOSITION 11. (Policy competition) Under the condition of symmetric production subsidy

(s = s*), there exists a unique positive value § satisfying % = 0. The value of 5 is given by
1 dinW |S_S*_0
(339) §= 100 o dlnng
(1 - L)(l - Oé)l ds |s:s*:0
where dlgsw |s=s*=0 represents the welfare effect under the initial condition s = s* = 0.

PRrROOF. See Appendix C.2.3 g

COROLLARY 5. When s = s* = 3, dlgsw = dlg;f/* = 0, which means that these subsidy rates

satisfy Nash equilibrium.

Proposition 11 indicates that, up to s, there is an incentive for each country to increase its
production subsidy more than the other country does. This result is interesting in the context
that, even though there is an incentive for free-riding in the game—a situation that arises because

each country not only benefits equally from reducing greenhouse gas emissions regardless of where
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the reduction occurs, but also experiences gains from terms of trade based on the other country’s
innovation without bearing any cost—every country ends up striving to reduce greenhouse gas
emissions. This is because the benefits of earlier innovation, securing a larger share of the global
market, and exploiting economies of scale'® derived from an increase in the mass of operating firms
outweigh the benefits of free-riding.

Policy Cooperation. I analyze how welfare effects change when the home and foreign countries
cooperatively adjust their production subsidies to the same degree. The following proposition and
corollaries demonstrate that the cooperative equilibrium is Pareto-superior to the non-cooperative

equilibrium.

PROPOSITION 12. (Policy cooperation) When the home and foreign country cooperatively change

, o, e — Je*) dlnW _ dinW*
subsidy rates (s, = s = s* and ds, = ds = ds*), dse . ds:

>0ats=s"=3.
PROOF. See Appendix C.2.4 O

COROLLARY 6. The optimal cooperative subsidy rate is greater than the optimal independent

subsidy rate (5 < $¢).

COROLLARY 7. The welfare under the cooperative equilibrium is Pareto improved compared to

the welfare under the Nash equilibrium.

When each country sets its production subsidy independently, the marginal cost of the policy
incrementally increases as the subsidy rate increases. This is because, when a country aims to make
its firms more competitive through higher subsidies, despite these firms having the same produc-
tivity as those in the foreign country, additional distortion is created. This distortion is eliminated
when the two countries coordinate their production subsidies. Proposition 12 implies that, when
the two countries set their production subsidies cooperatively, innovation occurs marginally later
compared to a scenario where independent policies are set at the same subsidy rate level. However,
both countries can benefit more by eliminating both the additional distortion and the loss caused

by delaying the other country’s innovation.

18These benefits also indicate the high risk of falling behind in the essential industry.
101



Moreover, since the benefit of the cooperative policy outweighs its cost for each country at the
subsidy rate in the Nash equilibrium, s, they are incentivized to extend their support for the green
energy industry. Consequently, innovation occurs more swiftly in both countries compared to the

Nash equilibrium.

3.4. Quantitative Analysis

In this section, I quantitatively analyze how recent industrial policies supporting the green cap-
ital industry affect both home and foreign countries. I use the US and the EU as representatives of
home and foreign countries, respectively, given that these regions are actively supporting industries
related to the transition to a green economy.

The innovation timing elasticity is the most important parameter in determining the welfare
effects of industrial policy in the model. Thus, I first estimate the parameter based on the model.
Then, I use this estimate to quantify welfare gains from unilateral versus cooperative action. Finally,
I rerun these counterfactuals with several adjustments: I make the relative wage fully endogenous
by removing the agricultural good that anchors it, introduce the production of capital goods used
for conventional energy, and generalize consumption preferences from Cobb-Douglas to generalized

CES.

3.4.1. Estimation of Innovation Timing Elasticity.

3.4.1.1. Data. For the estimation of innovation timing elasticity, I require industry-country
data for each year on the following variables: the share of the industry’s export value relative to
the total export value in that industry, the number of operating firms in the industry, and the wage
level in the industry. To obtain this data, I use two data sources: UN Comtrade Database and the
UNIDO Industrial Statistics Database, which I explain in detail.

UN Comtrade. I obtain data on the share of export value for an industry in a country rel-
ative to the total export value for that industry from the UN Comtrade Database. To maintain
consistency in the share over time, I initially fix the set of countries under consideration to prevent
fluctuations in the share due to changes in the countries included in the data. Based on value-added

data from the UNIDO Industrial Statistics Database, I select 67 countries that account for 98.7%
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of the total value added in the dataset. The list of selected countries is provided in Appendix C.6.
Accordingly, T only use data on transactions occurring between these countries from 1962 to 2020.

Since both the importing and exporting countries report transactions, theoretically, there are
two data entries for a single transaction. Following the approach of Feenstra et al. (2005), I prioritize
using the importing partners’ reported data whenever possible. If this data is unavailable, I use
the export data reported by the exporting country if available.

For industry classification, I employ the SITC classification, as it allows for analysis over the
longest time period. To merge this data with the UNIDO Industrial Statistics Database—which
utilizes the 2-digit ISIC Rev 3 classification for industries—I match the 4-digit SITC industry codes
to the 2-digit ISIC codes using a matching program provided by Liao et al. (2020). Subsequently,
using the 2-digit ISIC classification, I calculate the share of export value for an industry in a country
relative to the total export value for that industry for all the years under consideration.

UNIDO Industrial Statistics Database. The UNIDO Industrial Statistics Database pro-
vides data from 1963 to 2020 for 174 countries, including annual output, value-added, gross fixed
capital formation, employment, wages, and the number of establishments across 23 manufacturing
industries. The dataset adheres to the 2-digit ISIC Rev 3 system for industry classification. For
the estimation, I utilize the data on the number of establishments and wages. Given that the raw
data are reported in U.S. dollars, there is no need for currency conversion, facilitating direct usage
of the data.

Step 1: FEstimate Industry-Country Innovation Indicator. I estimate the innovation
timing elasticity in three steps. In the first step, I estimate the innovation indicator, which captures
both the quality and productivity levels, for an industry in a specific country within a given year. 1
refer to Khandelwal et al. (2013) for this estimation, who utilize trade data to estimate the quality
of products in various industries. Their approach hinges on the intuition that, conditional on price,
a product with a higher quantity is perceived to be of higher quality.

I adopt their intuition with some variations. Firstly, I aim to capture not only quality but also
productivity improvements. Therefore, rather than controlling for price, I control for production
cost, using wages as a proxy. Secondly, I rely on the export share in the global export market,

data derived from the UN Comtrade Dataset, instead of quantity. This is because the latter is
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often missing or inconsistently reported, making it difficult to construct reliable and sufficiently
long continuous time series. Thirdly, I control for the number of operating firms to better capture
an (average) firm’s innovation capacity. Thus, the underlying principle of the methodology in this
paper is that a higher share in the export market, conditional on production cost and the number
of establishments, indicates higher quality or productivity of an average firm.

Building on the intuition described above, I derive the equation for estimating the innovation
indicator. Similar to Khandelwal et al. (2013), assume that products from industry k are globally

aggregated in the export market in the following way.

N ~—1
(3.40) Qe = [Z(gik,t@k,tﬂ]

i=1
where ()i ; denotes the composite product of industry & in the global export market at time t. Q¢
denotes the aggregated products produced in industry k in country ¢ at time ¢, and §;;, ; represents
the average quality of products produced in industry k& in country i at time ¢. N stands for the
number of countries in the global export market. Then, the innovation indicator for industry k in
country i can be derived from the share of exports from industry k£ in country ¢ out of the total

global export value in the industry, s, as follows:

i 1=y
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where Py ; and Py ; represent the price for the industry k-composite product in the global export
market and the price for the aggregated products produced in industry k in country ¢ at time ¢,
respectively. Additionally, n ¢, Wik +, and a;i+ denote the number of firms, the wage level, and the
productivity level in industry k in country 7 at time ¢. It is worth mentioning that identifying the

innovation indicator is identical to identifying productivity in the model in Section 3.2. Despite
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the model not accounting for quality differences, as demonstrated in equation (3.41), the change in
the innovation indicator has the same welfare effect as a change in productivity.

Taking the log of equation (3.41) yields the following expression:

(3.42) Insips+ (v — 1) Inwg —Inngs = (1 —7)In 5 j T+ (v = 1) In&ppams + (v — 1) In Py

In equation 3.42, (v — 1)In Py is replaced with the industry-year fixed effect as it is common
to all countries in industry k at time ¢. Additional country-year fixed effects are incorporated to
control for other nationwide shocks. Consequently, the innovation indicator can be estimated as

the residual from the following OLS regression, assuming a specific value for ~:
(3.43) Insipy + (v — 1) Inwigy — Innggy = g + dise + €iny

where 0y ; represents industry-year fixed effects, and J;; represents country-year fixed effects.
Based on Lashkaripour and Lugovskyy (2023), I set v = 4.71. This value represents the

average of the estimates for the manufacturing sector’s elasticity of substitution across countries

in Lashkaripour and Lugovskyy (2023). After the OLS regression, the logarithm of the innovation

indicator is derived as follows:

- Cik,t

(3.44) In &g raiks = o

In Appendix C.7, I provide Figure C.1, which shows the innovation indicators for industries in
the United States, for reference.

Step 2: Identify Industry-Country Innovation Timing. With the log difference of the
estimated industry-country innovation indicators, denoted as d In §ik7a\ik,t19, I calculate two separate
metrics. The first metric, Ll; ¢, represents the average growth rate of the indicator over the last
10 years, spanning from ¢t — 10 to ¢t — 1, and the second metric, F'I;;, illustrates the average growth

rate over the subsequent 10 years, from ¢ to ¢t + 9. The formulas are as follows:

Sy 10 A0 ik ik s S dIn g atin s
4 Ll = =, Flj, = = 2
(3 5) ik,t 10 ) ik,t 10

19This indicates the growth rate of innovation indicators.
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Then, the innovation timing is identified as the year when the difference in the average growth
rates between the last and the following 10 years, denoted as F'I;,; — LIy, is largest for each
industry-country time series. Given that the average length of the time series for the industry-
country innovation indicator is about 27 years, it is reasonable to assume that there is only one
lifecycle within each series.

To ensure robust identification of innovation timing, I have implemented several measures.
First, I exclude industry-country observations where the FI;;, value is negative at the identified
innovation timing, as this cannot be considered indicative of innovation. Second, I omit the iden-
tified innovation timings for industry-country pairs if their F'l;,; — LI, value at the identified
innovation timing?° falls within the lowest 10 percent of all such values across industry-country
pairs. This decision is based on the fact that the cutoff for the lowest 10 percent of the differences
in the average growth rate between the last and the following 10 years is about 1.7 percent. There-
fore, if the increase in the average growth rate during the 10 years after the identified innovation
timing is smaller than this cutoff, such cases are not considered indicative of innovation. For the
robustness check, I modify this cutoff and examine how the elasticity of innovation timing changes.
As indicated in Table 3.2, the elasticity does not vary significantly with different cutoff values.

Step 3: Estimate the Innovation Timing Flasticity. From the above steps, I obtain
the estimated industry-country innovation timing, denoted as t,. This is used to estimate the

innovation timing elasticity. Building on equation (3.16) the following equation is derived:

Rik + L In nyyg

1 In
G+ G2 ¢+ ¢

(3.46) Int}, =Inv, +

To apply the above equation in regression analysis, I need data reflecting the knowledge stock
threshold for innovation for each industry-country pair, denoted as K;. I assume that Kj, is

determined as follows:

(3.47) In f_{zk =0, +6;+(1n gik,toaik,to

2075 explained, this value is the largest for each industry-country time series.
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where A, 1 @ik, represents the initial level of the innovation indicator, and 6; and 6; represent
industry and country fixed effects, respectively.

Applying equation (3.47) to equation (3.46), equation (3.46) can be reformulated as:

¢2
In &g 1o ikt + = Innyg,

6 0;
Int),, =Inv, + k G G ie
1+ Q2

? 3
(3.48) G+G G+G G+G

= Intj, = 6 + 6 + B1In &g Qik 1y + B2 Innyp + e,

where Jy represents industry fixed effects, and 0; represents country fixed effects.

To proceed to the final step of the estimation, I once again compile data for n;; from the UNIDO
Industrial Statistics Database. Given my focus on knowledge spillover within industries, I choose
to use ‘establishment share’—defined as the ratio of the number of establishments in industry
k in country ¢ at time ¢ to the total number of establishments in country i at time t—rather
than using the absolute number of establishments. This choice is based on the possibility that a
smaller country with a more concentrated industry could potentially experience greater spillover
effects despite having fewer establishments compared to a larger country. To reflect the cumulative
knowledge stock and avoid pinpointing the innovation time based on shocks specific to a given year,
I calculate a 10-year average of this establishment share, encompassing the period from ¢ — 10 to
t" — 1, to use for n;.

Additionally, I select industries that correspond to the green capital goods sector in the model.
For this purpose, I use energy-relevant trade data provided by the International Trade Administra-
tion. First, I collect all ten-digit HS codes under categories including renewables, thermal power,
and the battery supply chain. By matching these HS codes to 2-digit ISIC Rev 3 codes, I identify
the sectors of Chemicals, Fabricated Metals, Machinery and Equipment, Computers and Electron-
ics, Electrical Machinery, Motor Vehicles, and Other Transport Equipment as the green capital
goods sectors.

Using this dataset and the estimation equation (3.48), I obtain the estimation results, which
are presented in Table 3.2.

In the baseline case represented in column (1) in Table 3.2, as mentioned earlier, I use v = 4.71

and set the cutoff value for the differences in the average growth rate between the following and

107



TABLE 3.2. Estimation Results for Innovation Timing Elasticity

log of innovation time

(1) (2) (3) (4) () (6)

v=4.71 ¥=25 vy=17.5 v =10 v=4.71 v=4.71
Cutoff fpr lowest 10% lowest 10% lowest 10% lowest 10% lowest 5% lowest 25%
innovation
log of initial -0.410 -0.363** -0.356 -0.168 -0.588** -0.223
innovation (0.292) (0.146) (0.356) (0.405) (0.279) (0.375)
indicator
log of -0.303*** -0.334*** -0.225** -0.235** -0.309*** -0.258**
establishment (0.085) (0.082) (0.092) (0.093) (0.083) (0.106)
share
Observations 215 211 203 206 226 173
R? 0.461 0.493 0.468 0.444 0.446 0.512

Notes: Standard errors in parentheses. * p < 0.10, ** p < 0.05, *** p < 0.01. The estimation
includes industry fixed effects and country fixed effects. For the results presented in columns
(1), (2), (3), and (4), the CES parameter «y varies while the cutoff for innovation is set at the
lowest 10% of FI, — LI, ; which is calculated based on Equation (3.45). For the results
in columns (5) and (6), the innovation timing data consist of values above the lowest 5%
and 25% of FI;;; — LIy ., respectively, while the value of the CES parameter + is fixed at
4.71.

the last 10 years, which is considered indicative of innovation, at the lowest 10%. For a robustness
check, I alter these values and examine how the estimate of innovation timing elasticity varies.
As shown in Table 3.2, the estimates are significant across all specifications and do not change
significantly depending on the values of v and the cutoff for innovation, ranging from -0.23 to -0.33.

Based on equation (3.16), the innovation timing elasticity reflects the relative contribution
of industry knowledge spillover from the industry’s overall R&D efforts to the construction of a
firm’s knowledge stock; however, it does not provide information about the return to scale of R&D
expenditure. According to the estimation result in baseline case, it can be interpreted that about
30% of a firm’s knowledge stock is constructed from industry knowledge spillovers, making the
firm’s own R&D expenditure about 2.3 times more important than industry knowledge spillover.
This implies that while knowledge spillover plays an important role in the accumulation of a firm’s
knowledge stock, the firm’s own R&D effort is essential for innovation.

The results for the initial innovation indicator, ,31, indicate that this estimate is not statistically

significant in many specifications, including the baseline specification. This suggests that while
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industries with higher initial levels of productivity or quality appear to innovate faster, the time
required for industry-wide radical innovation is not significantly influenced by these initial levels of

productivity or quality.

3.4.2. Model Generalization. In this section, I generalize the baseline model in Section 3.2
by aligning it more closely with other canonical models, such as Lashkaripour and Lugovskyy (2023)
and Bartelme et al. (2021), and by relaxing all the simplifying assumptions made in Section 3.2.5.

For this purpose, first, I introduce another capital goods sector that produces capital goods for
conventional energy sources as in Hotte (2020). In the baseline model, the economy experiences
only benefits from increasing economies of scale in the green capital sector as it transitions to a
high-growth stage. By introducing a conventional capital goods sector, the gains from innovation
are reduced compared to the baseline model, as the economy also experiences losses from decreasing
economies of scale in the conventional capital sector. It is noteworthy that the elasticity of substi-
tution across varieties in both the green and conventional capital goods sectors is set to the same
value, a detail I will explain in the calibration section. Consequently, there is no incentive to reallo-
cate resources for maximizing economies of scale, as described in the mechanisms of Lashkaripour
and Lugovskyy (2023) and Bartelme et al. (2021). In this context, the policy environment is more
conservative in the static aspect compared to those in the referenced papers.

Second, I ensure that the green energy usage ratios, I; and I, are endogenously determined
at all stages. To account for this, I introduce the following productivity structure for green energy

adoption:
(3.49) i = M1 —1i)7

where ) is a constant, and o is the parameter governing the degree of increasing difficulty in green
energy adoption as the industry index % increases.
Third, I relax the assumption of constant relative wages by eliminating agricultural final goods.

The relative wage is now determined by the ensuing balance-of-payment equilibrium condition.
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Fourth, I endogenously determine the consumption shares of domestic and foreign manufactur-

ing goods by introducing the following CES structure.
v e = A
(350) Ct = <Ch,t n + Cf,t K )

Lastly, I allow a positive discount rate and an infinity time horizon.

Detailed equations for the generalized model are provided in Appendix C.8.

3.4.3. Calibration. Using the estimates from the previous section, I set the innovation timing
elasticity, €, to -0.30. Regarding the degree of productivity increase after innovation, I use a
30% productivity growth rate post-innovation in the green capital industry (a9 = 1.3). With this
productivity improvement after innovation, the model matches the projection in Nijsse et al. (2023)
of a relative price decrease in green capital goods compared to conventional energy in the long run,
corresponding to the stage where both the US and the EU succeed in innovation in the green
capital goods sector. I set the required time for a transitional innovation in the initial equilibrium,
where the US and EU do not provide any subsidies, at 12 years for the US and 8 years for the
EU, respectively. This is based on a similar identification method used in Section 3.4.1, utilizing
the projected renewable energy shares in the US and EU from Nijsse et al. (2023). For o, the
parameter determining the difficulty of green energy adoption, it is reasonable to assume that green
energy adoption does not significantly change due solely to production subsidies before innovation,
but becomes more flexible after innovation. To reflect this, I estimate o in the early stage using
historical prices of green and conventional energy provided by International Energy Agency (IEA)
and o in the leading and mature stage with the projection data for the green and conventional
energy prices provided by Nijsse et al. (2023). The estimate of ¢ is 4.45 in the early stage and
1.14 in the leading and mature stage, respectively. The extent to which negative externality from
carbon emission reduces welfare in the initial equilibrium is set at -2% based on the estimation
using the social cost of carbon provided in Nordhaus (2017).

Apart from the aforementioned parameters, I choose parameter values based on standard values
found in the literature. I set discount rate, p, at 0.1% according to Stern (2007). Based on
Lashkaripour and Lugovskyy (2023), the elasticity of substitution between varieties in the green

and conventional capital sectors is set to v = 6.40. This value represents the average elasticity of
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substitution across varieties for the seven sectors: Chemicals, Fabricated Metals, Machinery and
Equipment, Computers and Electronics, Electrical Machinery, Motor Vehicles, and Other Transport
Equipment. For the elasticity of substitution across countries in manufacturing final goods sectors,
I set n = 4.71, also based on Lashkaripour and Lugovskyy (2023). This value is the average
elasticity of substitution across countries for manufacturing sectors. Based on energy expenditure
share date from OECD (2022), I set the energy cost share at 1 — a = 0.12. Data from the Energy
Information Administration (EIA) and Eurostat indicate that, in 2018, the renewable energy share
of total energy production was 0.12 in the United States and 0.21 in EU countries.

Industrial Linkage Structure. For counterfactual analysis, information on the industrial
linkage structure between the US and the EU is necessary. This includes several key shares: the
share of home-produced final goods in total final good consumption; the share of domestic sales in
total sales of home-produced final goods; the share of home-produced capital goods in total capital
formation; the share of sales to the domestic market in total sales of home-produced capital goods?!;
and the share of export value for each type of capital goods and final goods in total exports.

To get data on these shares, I use OECD Inter-Country Input-Output (ICIO) Tables for the year
2018. Since I focus on the welfare effects between the US and the EU, I only use the input-output
linkage between the US and the EU. To obtain shares related to final goods, I use data on final
consumption expenditure of households, non-profit institutions serving households, and general
government from domestically produced products and products imported from the counterpart
country. To obtain shares related to capital goods, I use gross fixed capital formation data from
domestically produced products and products imported from the counterpart country.

Information on parameters and industrial linkage structure data used for the quantitative anal-

ysis is summarized in Table 3.3.

3.4.4. Counterfactual Analysis. For the counterfactual analysis, I employ the method pre-
sented by Dekle et al. (2008). As in Bartelme et al. (2021), it is assumed in the equilibrium observed
in the ICIO dataset for the year 2018 that both the US and the EU do not provide production

21T assume that for both green and conventional capital goods, the share of home-produced capital goods in total
capital formation and the share of sales to the domestic market in total home-produced capital goods are the same.
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TABLE 3.3. Parameters and Economics Linkage Structure

Parameters Description Value Source
€4r Innovation timing elasticity -0.30 Estimation
ag Innovation effect 1.3 Estimation (Nijsse et al., 2023)
o Green energy adoption friction | 4.45 / 1.14 | Estimation (IEA, Nijsse et al., 2023)
N Environmental externality -2% Estimation (Nordhaus, 2017)
p Time discount rate 0.1% Stern (2007)
v CES parameter for capital goods 6.40 Lashkaripour and Lugovskyy (2023)
n CES parameter for final goods 4.71 Lashkaripour and Lugovskyy (2023)
l—a Energy cost share 0.12 OECD (2022)
Im't1‘a ! Description US EU Source
conditions
Io (I50) Green energy usage ratio 0.12 0.21 EIA, Eurostat
¢ (t%) Required time for innovation 12 8 Estimation (Nijsse et al., 2023)
s{fl (sﬁ) Final goods domestic demand | 0.93 0.97 OECD ICIO
sﬁ (s?}) Final goods domestic sales 0.96 0.94 OECD ICIO
sin (s77) | Capital goods domestic demand | 0.92  0.97 OECD ICIO
Sph (57¢) Capital goods domestic sales | 0.97 0.93 OECD ICIO
sie (s?e) Final goods export 0.37 0.66 OECD ICIO
77 (s7) Green capital export 0.02 0.05 OECD ICIO
si” (5%) Conventional capital export 0.11 0.29 OECD ICIO

Notes: Innovation effect refers to productivity growth in the green capital goods sector after
innovation. For the parameter governing the difficulty of green energy adoption (o), the
first value is applied in the early stage and the second value is applied in the leading and
mature stages.

subsidies. The detailed system of equations that determines counterfactual changes is provided in
Appendix C.9.

Figure 3.2 and Table 3.4 show several equilibria under various scenarios and the welfare changes
in each scenario. The results offer a compelling explanation for why the US and the EU are
actively and competitively supporting essential industries for a transition to a green economy. If
each country conducts industrial policy without any reaction from the other, the optimal subsidy
rates would be 0.23 and 0.18 for the US and the EU, respectively. However, when each country
attempts to set its subsidy rate to maximize its own welfare, while taking into account the other
country’s subsidy, there is a Nash equilibrium. In this equilibrium, both the US and the EU set
a higher subsidy rate, which is 0.3 for the US and 0.25 for the EU, than in the scenario where

each implements a production subsidy alone. This outcome arises because the welfare gain from
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a country’s own innovation significantly outweighs the welfare gain derived from free-riding on the
other country’s innovation. This can be demonstrated by examining the welfare effects in scenarios
with optimal subsidies and no reaction from the other country. In those scenarios, the welfare gain
from advancing its own innovation stands at 3.44% and 1.51% for the US and the EU, respectively,

while the welfare gains from the other country’s earlier innovation are only 0.34% and 0.83%.
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FIGURE 3.2. Equilibrium in Various Scenarios (e = —0.3)

Notes: Figure 3.2 presents the US and the EU’s best functions under the generalized model,
which show each country’s optimal production subsidy rate given any subsidy rate chosen
by the other country.

The results also indicate that if each country implements an optimal subsidy and the other
country does not respond to the policy, the policy can have a beggar-thy-neighbor effect. The
EU’s optimal subsidy decreases the US’s welfare by 0.62%. This is because the loss from delayed
innovation by the EU’s subsidy is large for the US, amounting to -1.26% for the US. Interestingly, the
EU is much less damaged from delayed innovation by the US’s subsidy (-0.69%) than the US, which

allows the EU to have a positive welfare change by the US’s subsidy even though it is small. This
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TABLE 3.4. Welfare of the US and the EU in Each Equilibrium

US only EU only Nash Cooperative
UsS EU UsS EU UsSs EU US EU

Early | -0.13% +0.73% +0.30% +0.22% | 4+0.39% +1.30% | -0.33% +0.91%
Leading | -0.18% -0.69% +40.34% +1.51% | +0.27% +1.25% | +0.42% +1.83%
Mature | +3.44% +0.83% -1.26% -0.31% | +3.37% +0.82% | +4.04% +0.98%
Overall | +43.12% +0.87% -0.62% +1.42% | +4.05% +3.40% | +4.13% +3.76%

Notes: This table illustrates the variations in the welfare of the US and the EU at each scenario
compared to the initial equilibrium under the baseline model.

Stage

result suggests that the loss from delayed innovation is larger for the country without a comparative
advantage. Industrial linkage data in Table 3.3 indicate that the EU has a comparative advantage
in both the capital goods and manufacturing goods sectors. This interpretation is supported by
the observation that the innovation timing in the green capital goods sector in the US is delayed
by about 1 year (from year 12 to year 13) due to the EU’s policy, while the timing in the EU is
delayed by about 0.5 year (from year 8 to year 8.5).

Additionally, it is notable that the cooperative equilibrium leads to a Pareto improvement,
increasing the welfare gain from 4.05% to 4.13% for the US and from 3.40% to 3.76% for the
EU. This finding aligns with results observed in games concerning the environmental issues in
the existing literature. In many cases, environmental issues are likely to give rise to a free-riding
problem, preventing any entity from taking appropriate measures to resolve the environmental
problems even though they could improve their utility by addressing the issue cooperatively. Thus,
a cooperative policy is desirable even though such cooperation is hard to maintain (Nordhaus and
Yang 1996; Carraro and Egenhofer 2007; Yang 2008; Farrokhi and Lashkaripour, 2021). Similarly,
since the free-riding problem is not entirely resolved in the Nash equilibrium, there exists a potential
for Pareto improvement through cooperative policy. However, it is also important to note that the
scope for improvement through cooperative policy in this case is limited, as both countries have
already established high production subsidies as a result of their competition.

Lastly, this analysis sheds light on the environmental effects of industrial policy, in addition to
the welfare effects. The numbers in Table 3.5 represent the reduction in greenhouse gas emissions as
a proportion of total emissions over 13 years (from 2018 to 2030) in the initial equilibrium.?? Since

22This can also be interpreted as a yearly decrease in global greenhouse gas emissions by that amount over 13
years.
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it is desirable for each country to support the green capital industry, greenhouse gas emissions
decrease in any equilibrium. However, this reduction is not substantial when only one country
supports the green industry; although such a policy accelerates a country’s own innovation, it also
delays that of the other country. The former leads to a decrease in emissions, while the latter causes
an increase, yielding a net effect that is not significantly large. As shown in Table 3.5, greenhouse

gas emissions decrease much more significantly in both the Nash and cooperative equilibria.

TABLE 3.5. Change in Greenhouse Gas Emission in Each Equilibrium

\ US only EU only \ Nash \ Cooperative
Greenhouse gas emission | -7.76%  -1.34% [-11.77% | -14.39%

Notes: This table illustrates the changes in the global greenhouse gas emis-
sion at each equilibrium compared to the initial equilibrium under the base-
line model.

3.4.4.1. Shift from Free-riding to Active Subsidizing. The most significant difference
between the results of the quantitative analysis in this paper and those found in the existing
literature is that each country actively provides support to the green capital goods sector, even
without any arrangement for cooperation. This international policy dynamic leads to a faster
decrease in carbon emissions, contrasting with a situation where each country opts for free-riding
on another country’s efforts to resolve environmental problems. This difference is primarily due to
the existence of knowledge spillover and the potential for faster innovation. Consequently, the extent
of each country’s efforts depends on the magnitude of this externality, which can be characterized
by the value of the innovation timing elasticity. In this context, I will examine the role of the
innovation timing elasticity in-depth.

For this purpose, I first investigate how each country’s optimal policy changes when there is no
externality to hasten innovation timing in the green capital goods sector, meaning ¢, = 0. Figure
3.3 presents the results for equilibria under various scenarios with the condition of e = 0.

The best response function of the US and the EU is clearly different from that in Figure
3.2. First, each country chooses a much smaller subsidy rate across all scenarios. Second, each
country does not respond significantly to the other country’s increase in production subsidy. This
is evidenced by the observation that the subsidy rate only increases from 0.09 to 0.10 for the US

and from 0.09 to 0.11 for the EU in the unique Nash equilibrium. In contrast, in Figure 3.2, within
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FIGURE 3.3. Equilibrium under Various Scenarios (e = 0)

Notes: Figure 3.3 displays the best-response functions for the US and the EU under the
generalized model with ¢, = 0. These functions indicate each country’s optimal production
subsidy rate, given any subsidy rate selected by the other country.
the range of multiple Nash equilibria, if one country increases its subsidy rate, the other country
responds by increasing its subsidy rate by the same amount.

To derive intuition, I also construct a simple competitive game where the US and the EU choose
between two options: free-riding (s = 0) versus active subsidizing (s = 0.41, s* = 0.35)?%. Table
3.6 shows the payoff matrices of this game under various values of ;.

In the case of ¢ = 0, since there is no externality related to innovation, free-riding becomes
the dominant strategy for both the US and the EU. Thus, choosing free-riding by both countries
is the unique Nash equilibrium. This result aligns with the documented difficulties in overcoming
free-riding problems in the setting where only environmental externality exists (Nordhaus and Yang

1996; Carraro and Egenhofer 2007; Yang 2008). In the case of ¢, = —0.15, due to the externality

23These are the subsidy rates chosen by the US and EU in the cooperative equilibrium with ;- = —0.3.
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TABLE 3.6. Competitive Game between the US and the EU under Various e

(A) €Egr = 0

EU
5% =0.00 s* =0.35
s = 0.00 (0%, 0%) ] (0.61%, -2.01%)

US 041 [389%, 1.22%) (-0.39%, 1.09%)
(B) e = —0.15
FU
s* =0.00 s* =0.35

s =0.00 0%, 0%) | (-2.09%, -1.80%)

Us s =0.41 | (-2.03%, 0.49%) | (2.01%, 2.49%) |
(C) €Er = 703
EU
s =0.00 s* =0.35

5 =0.00 (0%, 0%) (-1.85%, -0.49%)

s =0.41 | (0.76%, -0.60%) | (4.13%, 3.76%) |

Notes: Subtables (a), (b), and (c) represent the payoff matrices of the US and the EU under
the conditions of ¢;r = 0, ¢, = —0.15, and €¢;» = —0.3, respectively. In each cell, the first
value is the payoff of the US, and the second value is the payoff of the EU. The bordered
cells represent the Nash equilibrium in each game.

US

from knowledge spillover, free-riding is no longer a dominant strategy, and there are two Nash
equilibria: either both countries free-ride or both actively subsidize. In the case of ¢ = —0.3,
the timing elasticity is high enough such that active subsidizing becomes the dominant strategy
for the US, and choosing active subsidizing by both countries is the unique Nash equilibrium.
These results demonstrate that the estimated innovation timing elasticity is sufficiently high to
shift national optimal policy from free-riding to active subsidizing. Additionally, considering the
externality related to growth potential, which varies depending on the lifecycle stage of an industry,

is important for designing industrial policy.

3.5. Conclusion

This paper aims to explain the reasons behind an interesting phenomenon: many countries are
competitively supporting industries essential for a transition to a green economy, despite the policy

costs and the possibility of free-riding. This phenomenon indicates that each country has strong
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organic incentives to implement industrial policy—incentives that outweigh the costs stemming
from the policy and benefits of free-riding. As many governments emphasize, these incentives stem
from the high-growth potential and growing market size of the targeted industries. Industries may
possess such high-growth potential exclusively in the early stages of their lifecycle. For this reason,
industry lifecycle theory needs to be incorporated into the general equilibrium models of industrial
policy focused on the green energy transition.

The policy aimed at fostering a transition to a green economy is inevitably linked to another
source of externality: greenhouse gas emissions. Accordingly, the model in this study incorporates
two sources of externality: knowledge spillovers within the industry and environmental external-
ities. Among these two types of externalities, the former plays a crucial role in triggering policy
competition between countries. The central mechanism behind this competition is that a domestic
production subsidy accelerates the timing of innovation in the home country while delaying it in
the foreign country. This dynamic aligns with Bai et al. (2023), where a country aims to enhance
its own welfare by influencing the innovation efforts of other countries. Furthermore, this dynamic
highlights the importance of analyzing the welfare effects of domestic policies on other countries, a
topic that has received less emphasis in most of the existing literature but is a focal point in this
paper. This emphasis is particularly persuasive, given that it is unrealistic to assume that foreign
countries will remain passive in response to attempts by the home country to stifle R&D efforts in
promising sectors.

This paper also sheds light on the importance of welfare analysis during the transition from
one steady state to another. In the model, even though the outcome in the steady state is the
same regardless of policy intervention, the welfare effect from policy is substantial. This is some-
what surprising, given that the innovation timing elasticity is not large—estimated to be around
-0.30—and firms play a significantly larger role in accumulating knowledge stock. This occurs be-
cause if innovation takes place earlier in an industry in one country, it negatively impacts the same
industry in the counterpart country. Thus, even though the foreign industry eventually innovates,
the transition period—when the foreign country has yet to innovate—becomes longer, and the
benefits of taking the lead first become larger. In this regard, the innovation timing elasticity can

provide important information for designing industrial policy.
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The model in this paper can be used to study more general issues. One example is the welfare
effects arising from the evolution of new technologies, such as Artificial Intelligence. The mechanism
for endogenous technology adoption, similar to Helpman and Trajtenberg (1998), can capture the
welfare effects of emerging new technologies within the context of an open economy. I hope this

model can be applied to analyze many other interesting topics.
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APPENDIX A

Appendix for Chapter 1

A.1. Deriving dynamics of average productivity of sector 1, aj;

As defined in a1 = exp < fon In a{{”mdi), a1+ represents the geometric average productivity of all
industries in sector 1. After the refinement occurs in sector 1, r percentage of low productivity
industries are transformed into high productivity industries in each period. The table below shows
the change in the proportion of high productivity industries and low productivity industries in

sector 1 over time subsequent to the refinement occurring at t = k.

TABLE A.1. Proportion of High and Low Productivity Industries after a Refinement

Time High Productivity Low Productivity
k r 1—r
k+1 r+r(l—r) (1—1r)?

k+2 r+r(l—r)+r(l—r)? (1—r)3

t>k+2|r A -ry =11 —n) ] (1)t

By utilizing the time path of the proportion, we can derive the geometric average productivity

of all industries in sector 1 as follows.

(A1) a1y = (ahigh)1_(1_74)1‘/_“1(m)(l_r)t_kJrl , when t > k
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APPENDIX B

Appendices for Chapter 2

B.1. Comparative Statics for Change in s

An equilibrium with a production subsidy at each period is given by {nj ¢, na, Ny 4N 4 €¢} that
satisfies the following five equations: the zero profit condition for industry 1 in the home country
from (2.36), the zero profit condition for industry 2 in the home country from (2.28), two zero profit
conditions for each industry in the foreign country from (2.29) and balance of payment equilibrium
from (C.30).

As in Corsetti et al. (2007), I set a symmetric initial condition where v =v* =L =L* =a1; =
agt =aj, = a3, =1 and s = 0. With this initial condition, there is a symmetric equilibrium such
that e, =1, ni e =nor =nj, =n3,, L =1 = Pt1_¢ = Pt*l_w =vy(n1t+ngs) = ’y(n’{7t+n§7t). I take
a first-order approximation of this model in the neighborhood of this initial symmetric equilibrium
and analyze the local effects of industrial policy.

For computational convenience, I extend the system of equilibrium into 24 equations with 24 en-
dogenous variables. These variables include the mass of firms in each industry, {n1+, n2,nj,n3,},
the exchange rate (€;), the composite bundle of home varieties and the composite bundle of for-
eign varieties for the home representative consumer in each industry, {Ch1 ¢, Chat, Cri4, Cra,e}, the
composite bundle of home varieties and the composite bundle of foreign varieties for the foreign
representative consumer in each industry, {C’;‘Ll’t, ot Chi 0;2715}’ the price index of the compos-
ite bundle of home varieties for the home representative consumer in each industry, {Ph1 ¢, Prot},
the price index of the composite bundle of foreign varieties for the foreign representative consumer
in each industry, {P}*Lt, P;Q,t}’ the composite prices index in industry, {P1¢, Pa, Py, Ps 4}, utility
based CPI, {P,, P/}, and the real exchange rate, RER;. I take a first-order approximation of the

system with respect to s and obtain the following equations.

121



NIp1t I NnCp1t + ¢ hl,t

(B.1) (2:36): ¥(1+¢) +7(1+¢)— ds ds

dln P dInC, dInCy
N Rt i n h2,t + ¢ h2,t

(B.2) (2:28): (1 +6)— ds ds

dlIn P} dIn C% dinC
fl,t+ f17t+¢ n f17t

(B.3) (2.29): v(1+ ¢) I Is P 0
dln P# dInC% dlnC
(B.4) (2.29): v(1 + ¢) dsf 2t 4 dsf 2L 1 g “dsflt —0
(B.5)
dinPypyy dInChyy dlnPuy, dinChy, dlne, dlnPr, dinCp,; dinPr  dinCpyy
9 9 9 k — 2 9 Y 9 9
ds + ds + ds + ds ds + ds + ds + ds + ds
dInChyyp dln Py ¢ dln Py dln P,
(B.6) (212), (213), (215): — =5 = ——— ==+ (= 0)— (0 =)=
dInChray dIn Py, dln Py dln P;
(B.7) (2.12), (2.13), (2.15): 15 = -0 15 +(n—o) 7 (o — ) T
(B8) (2.12), (2.13), (2.15) dlnCyy 4 dlne  dInPp, o )dlnPLt o d})dlnPt
. . . .15): = — - —0 o—
’ ’ ds s s n ds ds
(B.9) (2.12), (2.13). (2.15): dInCyoy  dlneg  dInPyy, o )dlnP27t o wdlnPt
' AT AT ds — s s 19 s o ds
B.10) (2.12), (2.13), (2.15): LA — : —0)———= — ) ———L
(B.10) (2.12), (213), (2.15); — 1t =y T TLAL L () T2 My (o)
(B 11) (2 12) (2 13) (2 15) Clh’lC;;Q’t . dh’lﬁt _ dlnPhQVt +( _ )dlnngt +( _ w)dlnPt
' o AT AT ds = ds " ds n-o ds 7 ds
dlnC% dln P? dln P} dln P*
. fLe it . el 014 . t
(B.12) (2.12), (2.13), (2.15): Is = -7 Is +(n—o) 75 + (o0 =) 7
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(B.13)

(B.14)

(B.15)

(B.16)

(B.17)

(B.18)

(B.19)

(B.20)

(B.21)

(B.22)

(B.23)

(B.24)

dinCh,  dnP, dIn Py,
(212), (213), (215): — 555 = —p— 5 4 (= 0)— = + (0~ ¢)
dln P, 1
(2.18), (2.35); Wnthe 1 dlnmge

ds 1—~ ds

dlnPth 1 dlnngt
2.18): == :
(2.18) ds 1—v ds

(2.18): dln Py, , 1 dlnnj,
o ds 1—~ ds

(2.18): dlnP}“Q,t: 1 dlnnj,
o ds 1—~ ds

dlnPLt dlnPth 4 ¢ <dln6t i dIn P;l,t

(217): (1 +¢) ds - ds ds ds

dhlPZt dlnPhgﬂf +¢ dlne; . dlnP}th
ds ds

(2.17): (1 + ¢) = - b

(2.17): (1+ ¢) =

)
)

dln Py, dlnPJZ“Lt L <_dlnet . dlnPth>

ds ds ds ds

dlnPZ*t dlnp}bt dlnet dlnPhgt
2.17): (1 == : — :
(2.17): (1+9) ds ds +¢< ds + ds >
2dlnPt _ dlnPl,t + dlnPQ’t
ds ds ds
2dln P _ dlnPﬁt N dln Py,

ds ds ds

dRER; dlne n dinPf  dln Py

ds ds ds ds
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I obtain the results presented in Table C.2 by solving the aforementioned system of 24 equations.

Additionally, I follow the same procedure to obtain the results shown in Table B.2 and Table B.3.

TABLE B.1. Comparative Statics: Production subsidy

dmm¢:;Fv—nw+xv—n¢<1+?WU—wg

ds 20y=v)  2(v—v) A
(B.25) L <U N 2¢7(n — o) )] >0
v—o (v =)@ —1)?+4d(y —n)
dlnng, 1[(yv—Dy (=19 29¢(1 — v)
(B 26) ds 2 |:2(’7_¢) - 2(7_¢) <1+ A >
' 71 <a+ 2¢y(n — o) >]
y—o (v—0o)(¢—1)?+4¢(y —n)
dlnni, 1[(y=1¢ (y=1)¢ 2v¢(1 —¢)
_7—1< 2¢7(n — o) >}<0
v=o \(y—0)(¢—1)>+4¢(y —n)
dinng, 1[(v=1¢p (y—-1)¢ 279(1 —¢)
(B 28) ds _2 |:2(’Y_¢) 2(7_7!)) <1+ A >
' Lol < 2¢y(n — o) )]
Y=o \(y—0)(¢—1)?+4é(y—n)
(B.29) Clgljf:_;[(n_w)(l_¢) 1(77_1)(1+¢)}'7 <0
dinP; 1 1 dlnni; dlnng, 1y Yy —1)¢p
el G e R R e (e | R
dnP;y 1 1 dlnni, ~dlnny,\ 1 ~ [¢p(y—1)¢
(B.31) ds _21—1/)< ds T ds >__2'y—w A ]SO
(B.32) dRCiRt _ éib(lgﬁb)v >0
(B.33) % =P (dlz;spt + ;) = %Pfﬂ” [ij (1 - W”; 1)¢) - 1]
(B.34) % = —Pt*l_w% >0
(B.35) A=(2n=1Dy =yl =)+ 2¢p(y —n) —v¢ >0
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B.2. Comparative Statics for Change in a;

TABLE B.2. Comparative Statics: change in aq

(B.36)

(B.37)

(B.38)

(B.39)

(B.40)

(B.41)

(B.42)

(B.43)

(B.44)

(B.45)

(B.46)

dnnmy, 1 [_(7— DA-v) =10 -9) <1 _ 290y - 1)¢>
2

dInay 2(y =) 2(y =) A
y-1/ 2¢(y —=1)(n — o)

IEETAM 1+(7—J)(¢—1)2+4¢>(v—n))]
dinngy 11 (=10 —-¢) -DA-9) (1 2y - 1)¢>
dlnaj; 2 2(y =) 2(y =) A

=l 2¢0(y —1)(n — o)

— 1+(7—0)(¢>—1)2+4¢>(v—n))] <0
dinni, 11 (y=DA-9) (-1)A=%) (. 2¢¢
dlnau_Z[ 2(y — ) * 2(v =) <1 A)

1 20(y —1)(n — o)
- <v—a><¢—1>2+4¢w—n>ﬂ <0

dlnng, 1] (v=D(1-9)  (=DA—-%) (. 26(y— 1)
dlnau‘z[ 2v-9) T 3t -0) (1 A )

N1 2¢(y = 1)(n — o)
+7—0 ((7—0)(¢—1)2+4¢(7—77)>}

dine, _ 1 -9)1-6)+(-DA+ (-1 _ <_1 0)
5

dlnay 2 JAN
dnpP, 1 1 (dlam,  dlung) _ 17-1 LY —-1)¢
dlna;; 21—1 ds ds 27— A
dinpPf 1 1 (dlany, dlnng,\ 149 —1 [¢(y—1)¢ <
dlna;, 21—1 dlnai; dlnay, 29— A -
dRER; _1¢(1—-9¢)(y—1) >0
dlnayy 2 AN
dU1 1—9 dh’lpt
=P, 0
dnay o dlnayy ~
d[]ik 1_,¢,dh’lPt*
E— o _ >
dlnai, ¢ dlna; — 0

A=(2n—1Dy =91 = @) +2¢p(y —n) =79 >0
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As in Section 2.3.1.1, I add an intuitive explanation on how resource allocation is affected by
an increase in aj . When productivity increases in the home industry 1, as in the short-run (Stage
1), there are three effects: an income effect, a relative wage effect and a substitution effect. Again,
Equation (2.43) helps to understand an income effect. 1 percent increase in productivity of firms
in the home industry 1 leads to change the world demand by %W —1). However, since the home
government does not give subsidy anymore, there is no direct change in the right hand side. Thus,
with the assumption ¢ < 1, the excess supply exists by %(1 — ). To clear the excess supply, the

mass of firms in all industries in both the home and foreign country needs to uniformly decrease
by (74*(17)91;)1/}).

The relative wage effect causes the mass of firms in the home industries (n;; and ngy) to
decrease and that in the foreign industries (nj, and n3 ;) to increase. After innovation, the increase
in productivity in the home industry 1 leads home firms to demand more labor and thus the relative
wage of the home labor increases. This is represented by a decrease in ¢ in (B.40). With ¢ < 1,
when real wage increases, the mass of firms decreases.

The substitution effect is qualitatively the same as that in Stage 1. The increase in productivity
in the home industry 1 makes the industry 1 home varieties relatively cheaper than the industry 1
foreign varieties. Thus, the home and foreign consumers substitutes the industry 1 foreign varieties
with the industry 1 home varieties, which increases the mass of firm in the home industry 1 and
decreases the mass of firms in the foreign industry 1. In contrast, the decrease in ¢; leads the
home and foreign consumers to substitute the industry 2 home varieties with the industry 2 foreign
varieties. Because of this substitution, the mass of firms in the home industry 2 decreases and that
in the foreign industry 2 increases.

By taking the three effects into account together, the mass of firms in the home industry 2,
na, and that in the foreign industry 1, nj,, unambiguously decreases. Changes in ni; and nj,
are ambiguous since the direction of the substitution effect is opposite from the other two effects

for n1,; and the direction of the income effect is opposite from the other two effects for nj ;.
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B.3. List of Treated and Untreated Industries during HCI Drive

Industry Name

o
Q

Manufacture of food products
Manufacture of beverages
Manufacture of tobacco products
Manufacture of textiles, except apparel
Manufacture of wearing apparel
Manufacture of leather and fur articles
Manufacture of footwear
Manufacture of wood and of products of wood and cork; except furniture
Manufacture of furniture
Manufacture of pulp, paper and paper products
Printing and service activities related to printing
Manufacture of chemical products
Manufacture of other chemical products
Manufacture of refined petroleum products
Manufacture of coke and briquettes
Manufacture of Rubber
Manufacture of Plastic
Manufacture of ceramic products
Manufacture of glass and glass products
Other non-metallic mineral products
Manufacture of basic iron and steel
Manufacture of basic precious and other non-ferrous metals
Manufacture of fabricated metal products, except machinery and equipment
Manufacture of machinery and equipment n.e.c.
Manufacture of electronic and electrical equipment
Manufacture of transport equipment
Manufacture of medical, precision and optical instruments
Other manufacturing

22K 22222 < <K 2K 22222222222
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B.4. Comparative Statistics: R&D subsidy

TABLE B.3. Comparative Statistics: R&D subsidy

(B.47)

(B.48)

(B.49)

(B.50)

(B.51)

(B.52)

(B.53)

(B.54)

(B.55)

(B.56)

dinnyy 1 y—1 v—1 2¢¢>(1—¢))
dsq 2 [2@—@ 3w (”
v—1 20(n
+fy—a<1+(7—0)(¢ +4¢7 n)]

dlnngy 1] -1 v—1 2w¢ 1—
2|2

dsq (=) 27— )
-1 2¢(n
’Y—U<1+(7—U)(¢ +4¢7 nﬂ
dlnn‘it_l[ -1 41 ( 21/1¢1—
dsq 2 |2(v—v) 2(v—1)

z—i ((’V—U)(sb%( 1)? +>4¢(v 77)”

dlnng’tzl[ y=1  y-1 <1+2w¢<1—w>>
dsq 2 [2(v=4) 2(v—9) A

z_i ((7 - <7)(¢>2¢(1)2 +)4d>('v - n))]

dine _ 1n—9)(1—9)+ -1 +0)
dsg 2 A

—+

<0

dinP; 1 1 (dlnnl,t+dlnn2,t_1>:_1|: 1 <1_¢(7—1)¢>]<0

dsy 21— dsy dsy 2 |y— A
dnpPr 1 1 dlnni, N dinnz,\ 1 1 [¢(y—1)¢ <0
dsg _21—1/) dsg dsg - 2y — A -

dUl 1= dh’lpt 1 1 1—p 1 ’(/}(’y— 1)¢
— = —P, — 4+ =) ==P, — (1l -—— -1
dsq t < dsq +2> 270 |y A

dUik «1— wdlnPt

— =-P >0

dsq t dsg

A=02n—1)[y =91 =) +2¢p(y—n) =79 >0
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B.5. Proof of Proposition 6 and 7

I derive the difference in policy effects on the variables of interest by utilizing the previous results
from equation (2.59), Table C.2 and Table B.3 together. For a suitable comparison, I calculate the
difference under the condition that the total amount of subsidy, which the home government must

provide until the occurrence of the refinement, is the same for both policies.

= L [ (1B g e[ (s T,
S R (RS A ) Y (OGRS 2
_ %pﬂ(y ~1)ds >0
(B.58)
dlnn?, — dlnnd,
% [;Z'Y_—lﬁ)] i g(yv_—li/ﬁ (1 " Q’W(lﬂ_ ﬂ})) i 'Z:i <0 CE 0)(?7( 2+ 4¢ v =) >] “
-3 [2(1_—% i 2(77_—2» <1 - w) 1= <1 e —o><¢2¢(n +4¢> " )] o
[ (o) 2
= [2(77_—1@@ " 2(77_—2)) (1 + 2 w>> " J:clf <1 e —0)(¢2¢(n o+ do(y—n) )] e
=—(y—1)ds <0
(B.59) AP — dtd = —1,(0) (dlnn’;t dIn t) = 1,(0)(y — 1)ds > 0
(B.60)
AU — dusd — %Pt*lfw [7 j . <¢(7£ 1)¢>} ds — %Pt*lw [7 i - (@D(’Yg 1)¢>} ds,

129



1 1 2¢
_2[2@—@_2@—@ <1+ A >_z—0((7—0)( & +4¢'y n) o

1 v—1 1 206(1 — 1) ~1
_2[2(1—1&) 2(1—1#) <1+ A >_Z—U((v—0)( +4<M n) dsd

L{(y=1¢ (y=1) 279(1 — ) —1 2¢

2[2@—@‘2@—@ <1+ : A >_3—0<(7—0)( & +4<M n) @

1] =1 1 206(1 — 1)) 1 B
_2[2&—@_2&—@ <1+ A )‘3—0((7—0)( +4<M n> =0

dtP — dtr? = — (Zl Z(;) - 1) (dtP — dtd) —t,(0) Z;g; (dln n?, - dlnn*cllt>

(B.62)

— % — %

I
|
N
S| S
— %
Sl ey ! £
| —
DN =
SN— | ~— N—

— 1> tr(0)(y —1)ds <0

130



APPENDIX C

Appendices for Chapter 3

C.1. Equilibrium

Prices. Prices for green capital goods are set by imposing a constant markup over marginal

costs as follows:

1 v 1 1 v 1
C.1 " = — 7 =p!" =(1 —— =0 "
©1)  p) = Tty ol @) =) = () T g = (4 ()
) 1L v 1 plw) L 4 1 ;
CQ g = —_— :g :1 :1 g
(©2) '(er) = Tty e e = P = (e e = (7l )

where 7 represents trade cost, and prices with an asterisk are denominated in foreign currency.
The price of aggregated green capital goods for each country is as follows:

1 1

(03) 1Dtg _ (nt (p?(w»l—’y + an:(etp?*(wf))li’Y) -y _ (nt (pf(w))l—v + an:(pf*(wf))l*V) -

(C.4)

Py — (ni‘ (! (wp) "+ émy (p?e(f)>l_7> - (mf (")) ™7+ dme (B ()7 -

where ¢ = (1 + 7)1
Prices for agricultural final goods are 1 in both the home and foreign countries (PtA =1, PtA* =
1). By solving the manufacturing final goods firms’ cost minimization problem, their prices are

determined for the home and foreign countries by

1 _ _
Py, = o (1= D e = T R e e o N | Ry
it
C.5 "
( ) M 1 —« —a+1,, 11—« —a —a+1,) 1—« .
Pyiy= a1 -a) (o =a (1-a) P L <
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1 - - :
Py = ——a (1 —a) @t INTIPITTY = 0o (1 - ) NPT 0<i< Iy

1 _ - )
P = o (1—a) Tyt = oo (L—a) e Iy <
it

)

The home and foreign aggregated manufacturing final goods price are

1 .
(C?) Pszwt = efo In Py, di
1 M= g
(08) P]\{* _ efo In P % di

The composite manufacturing final goods price in the home and foreign country are

(€O PM=pP )t (B (ePM) T = 5P (- g (BM) (PO

€t

pM\ P -
(C10)  PM =B g (P} ( ) =872 =p) P (P (P)
The utility-based CPI is given by
(C.11) Po=0t (1 — ) (P
(C.12) Py =M1 — ) (P

Final goods Markets. By solving the representative consumer’s utility maximization problem,

we derive the following final goods demands:
(C.13)
Aggregated final goods: C; = P!, Cf = Pt

(C.14)

Agricultural final goods: CA =1, C/* =

(C.15)
1-— 1—1¢)(1— 1—)(1—
Home manufacturing sector ¢ goods: C’%t = #7 }]L\ﬁ = L= 0= Bler = d=9( =)
, PY , pM pM
hit hi,t hit
(C.16)
1-— 1—¢)(1- 1—¢)(1-
Foreign manufacturing sector ¢ goods: C%;’; = %, %t = ( I A) = ( ) f)
’ PMx > e PM* PM*
fi,t thfit fit
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Accordingly, the equilibrium conditions for the final goods markets are as follows:

(C.17) Agricultural final goods: YA + V;A* = CA + 0"
(C.18) Home manufacturing sector i goods: Ylkt = C%t + C,%I, ke{g, e}
(C.19) Foreign manufacturing sector ¢ goods: szt* = C’%’t‘ + C%t, ke {g,e}

Green Capital Goods and Conventional Energy Market. By solving the final goods firm’s cost
minimization problem with green capital as its energy input, the following demand for green capital

goods varieties w and wy is derived.

(C.20)

AN 1 AN 1 g\~ I
Zf(w) = % thdi, zf*(w) = % Zg:di _ % Zg:di
Pt 0 " etPtg 0 % Ptg 0 i,

gx\ —7 I ge\ =Y ol gx\ =Y I
P ¢ . ei(1+7)p t . (1+7)p t .
Ztg*(wf) = (Ptg*> /0 Zig,fd% Ztg(wf) = ( Py : 0 Zig,tdl = P! : 0 Zig,talZ
t

The demand for aggregated green capital from sector ¢ in the home and foreign countries, denoted

by Z], and fo:, is given as follows:

I-a)1-¢f (A-a)d-0)d=Fle _(1-0a)d -1

(C.22) z), = P + 7 = 7
_(-a)(1-08  (-a)l-01-8) _(1-a)1-0)
(C.23) Z% = P - o B =

Thus, the equilibrium conditions for the green capital goods markets are:

(C.24) vi (W) = 2 (w) + (1 4 7)2f" (w)

(C.25) Y (wy) = 20" (wy) + (1 + 7)2] (wy)

For the conventional energy market, where it is assumed the supply is perfectly elastic at prices
¢ and 9} in the home and foreign countries, equilibrium is determined by the demand side. The
demand for conventional energy from sector ¢ that decides to use conventional energy is as follows:
(1—a)(1—2)

&
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(C.27) o o) Gl
’ (on
Zero-Profit Conditions. Free entry into the green capital market implies that a firm’s profit will
be zero in equilibrium. Thus, a firm’s operating profit in each industry should equal the fixed cost
in both the home and foreign countries, as follows:
(1 + s)pf (w)yf (w)
v

S g w
CLI) Lt ) + (1 4+ 7)af @)

(1+8)(1- (- a) (p;w)l Lo (pp(@)l I;] 4

v
(L4 s*)p{" (wp)yi" (wy)
v

(1+ S*Lpf*(w]f) [ztg*(wf) +(1+ T)zf(wf)]

(L+s)(1-0)(1-a) <pf:é;:f>>1‘” I+e <pf*1§;f>>1” It] _,

8
Balance of Payment Equilibrium Condition. I assume balanced trade in the model, whereby

I} (w) =

(C.28) =

" (wy) =

(C.29) =

the value of a country’s imports equals the value of its exports. Thus, the following equation holds

at equilibrium.

MM+ (1 =01 = B) + (L+7)plzf (w)ne = M + (1 = 0)(1 = B) + (1 + 7)p{" 2 (wy)nj

A ) bl prup!” (wy)' 7
(Pg*)1= (Po*)t=

(C.30)

= MM+ (1—0)(1—a)lf = M/ + (1-0)(1—a)l;

where M (= maxz[0, C# — Y,A]) and MM (= max[0, C* — Y,A*]) represent the quantity of agricul-
tural final goods imported in the home and foreign countries, respectively.
Green Energy Adoption. The green energy adoption ratios in the home and foreign countries,

denoted by I; and I}, are determined as follows: I; and I} satisfy the following equations.

P? P!
(C.31) L < fori<I, o<t forl, <i
AIt )\]t
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9* PQ*
/\* <f for i < I}, ) < R for I} <i
I I;

(C.32)

Resource Constraints. For the home and foreign countries, the resource constraints are given as

follows, respectively:

N 1 ne
lthif}Jr/D aPY; d7,+/1 ap,fgtyiftdwr/o yt( ©) o +/0 g (w)dw
t

at

(C.33)
=1 > Yii+ (1= oty

I * ! i (w f) K.
lt - zt +/ anz *Yg di +/ anz r}/zet*d +/ dw +/ Qf (wf)de
(C.34) 0 I o al

=1l > zt T+ (I —)a+yng

Tax. From Section 3.2.4, the tax used to finance the production subsidy is determined in the

home and foreign countries, respectively, as follows:

(C.35) Ty = snupf(w)yf (w)

(C.36) Ty = s™nip!" (wr)yi" (wy)

Definition of Equilibrium. A general equilibrium with the home and foreign production subsi-
dies, {s,5*}, consists of the home and foreign outputs, {Y;*,Y}* %yi (w)} and {y A, Yk*,yt (wy)}, the
home and foreign labor supply, {/;,/;}, and the home and foreign final goods demands, {C;,C* Chi t,C’% N
and {C},C{* ,CMx C e M2 and the home and foreign green capital goods demands, {z{ (w),z{ (w¢),Z 7}
and {27 (wf),2!" (w), i,t}7 and the home and foreign conventional energy demands, E;; and E7,,
and the mass of the home and foreign capital goods firms, n; and n;, and the home and foreign
green capital usage ratio, I; and I}, and the home and foreign prices, { P;,P, P}% ,P}’fZ t,P D (w)}
and {P{",P Pft 7sz t,Ptg* N (wy)}, and the home and foreign tax, T; and T}, such that equation
(C.1)-(C.36) hold.!

IThere are 42 endogenous variables and 42 equations since the following equations each contribute two: (C.13),
(C.14), (C.15), (C.16), (C.20), (C.21).
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Similar to the approach taken in Corsetti et al. (2007), the equilibrium system of equations
defined above can be simplified to two key equations: (C.28) and (C.29). These equations involve
two endogenous variables, n; and nf. Solving for these variables allows us to determine all other
variables using the equations (C.1)-(C.34). By solving equations (C.28) and (C.29), we derive the

following solution.

(14 8)(1— p)(1 = a) I + 631} — STTA(I; + I})

(037) ny = 7 1 + ¢2 _ (SfyAryfl + S,fyAlf,\/)qs
(C.38) e (s =p)(1—a) I +¢°L — STA (1 + 1)
. ' v 1+ ¢2 — (S7TA1 + S ALl-)¢

g
— 1l+s = 4
where S = T and A = il

The solution of the equilibrium is summarized in Table C.1.
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TABLE C.1. Summary of Equilibrium

Home Foreign
n, — A48)(1=0)(=a) Lt [; —S—TATT$(Ie+1}) nt = A4s90-0)(-0) [4¢*1=STAT $(1i+1})
t = v 1+¢2—(STATT1S7AT)¢ t— v 1+¢2—(STAT 1S 7AT)$
g _ 1 ~v 1 g _ 1 v 1
pi(w) = THsy—1af ¢ (wr) = T+s* y—1al"

1

= (e Gl@)' T 4 oni @l @) )T R = (i (0 ) T om0 e)) )

0<i< It ) P;\Z/[Z( = Oz_a(l — O[) Oé—i-l)\zqflptg*l—a

I <, P}ft* =a %1 — ) oty

0<i< I, P =a (1 —a)otretpsi—
I < i, PM, = a=%(1 — a) "oty

pM — oJo m PR di pMx _ Jo mP}di
,t

8 1-8 B 1-8
PM = 01— )=+t (BM)" () PMs = gB(1 - g)~#+1 (P)” (PY)

Pr=ut (1= (P By = (1= )L (P

By, = 1-e)-0

« _ (I—a)(1—u)
= Efy = ——
1—a)(1—e * —a)(1—e
Ziqt ( )( ) th — € P)g(* )
Aw) = (%) J 20 () = (L) 7 2t
147 g%\~ I . * *
Ztg(wf) = (%) 0 thdz 2/ (wr) = (pq*> fot Zlgtdz
Clr=1 o
1 1—)(1
ol = B2, oty = U=i=p) oiy = 422, Cf” (=g
Ct == ti Ct - Pt* 1
yf(w) =z} (W) + (1 + 1)z (w) i (wy) = 2" (wr) + (1 +7)2/
Chzt+chzt7k€{gve} Y;Ift* szt+szt?k€{gae}
VA =l (1 R
Ty = 81?; T = 811:*15
lh=1+1T; lf=1+17

0<t<t,I,=1 0o<t<t* Ir=1
tr<t, ;=1 trr <t I} =1
S=1ts 4=2

- 1+4s*? ay
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C.2. Proofs

C.2.1. Proposition 9. Based on the results of comparative statics in Table C.2, Y} is fixed
in each stage in each country. Thus, the total global greenhouse gas emission in each stage is given
by f[lt Y di+ fllt* Vidi = (1 1)V + (1 —I})Y;, where Y;¢ denotes the fixed amount of production
using conventional energy.

When s = s* = 0, based on equations (3.32), (3.34), and (3.36), the welfare effect of a home

production subsidy on the home country can be expressed as follows:

(C.39)
dl dln P I i

_ dlnn’
+ (= In Py +1In Py + w(T — D)YY) <—eﬂ E”Eﬂ
S

(1-0)(1—a)lg - dlnng
=t ~InPr+InP I—DYF) | —ep
(0,0){ e + (-InPL+WnPp+r( - DY) | —& o
_ dInny,
+ (- Py +InPr+r — DY) —er y
S

Based on the comparative statics in Table C.2, the welfare can be reexpressed as follows:

dln W
ds

= 17(0,0) {(1 _(LL(:)O‘)IE +(—In Py +1n Ppg) <—etr

‘I‘(*lnPM +h’lPL) <€tr

dlnnE>

ds
(C.40)

)MUI)Y;B} >0

Based on the results presented in Appendix C.3.2 and C.3.3, we have —In P;, + In Pg > 0 and
—InPy + In P;, < 0. Therefore, we can conclude that the welfare effect of a home production

subsidy on the home country near the initial equilibrium is positive. B

C.2.2. Proposition 10. When s = s* = 0, based on equations (3.33), (3.35), and (3.37), the

welfare effect of a home production subsidy on the foreign country can be expressed as follows:

dln W* dlnnE>

ds

=t"(0,0) | (- In P} + In Pg + (I — I)Y) (_Etr
(C.41)

- dinnt
+ (= Py, +1n Pf + w(T — I)YY) <—etr Z”Eﬂ
S
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Additionally, using the results in Table C.2, we can find the condition under which a home

production subsidy worsens foreign welfare as follows:

dln W*
<0
ds
- dl dlnn*
(C42) = (kT = DY) = (~In P} +In Phlep —2 — (= In P+ In P})ep 2 < 0 &
dlnnj dl _
(—In P, + lnPE)etr% > (=10 P} +In P})er 2;”5 — e (K(T = DY)

C.2.3. Proposition 11. Based on equations (3.32), (3.34), (3.36), and the results in Table
C.2, the welfare effect of increasing the subsidy rate under the symmetric condition (s = s*) on the

conducting country can be rewritten as follows.

(C.43)
dnW dIn Pg s 2y6(1—1)(1 —a)lg
T t(s,s)(— I —(1—L)(1—O¢)IE—1+8 107 )
—t"(s,5")er (—In Py +In Py + s(I — I)YY) dlg:E
—t"(s, 8" )€ (— In Py +InPp, + x(I — DYf) %
1 a1 - 00— 5 296(1— (1 - a)lp
_t(s,s){<1+s =1 —(1—L)(1—0¢)IE—1+8 (e )
_ 2
— 1+S€tr (—lnPL—i—lnPE—l—n(I—DYie) <1+(1_/Yf;)2>
— 2
T * 1 1 dln W 8 s 2’Y¢(1_L)(1_O‘)IE
=) TS v 00 d |, Trs YTl 1-¢)2 ]
o N 1 1 dnW s 2v¢ _ B
=S TS E0.0) ds |y Tt (1 a2 u o0 o

To see how this welfare effect changes while increasing s, I first take the derivative of @ with

respect to s as follows.
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R 1 dlnWw
ds (1+5)2¢7(0,0) ds

1 2v¢
o (e 400w <o

s=s*=0

Since Proposition 9 shows dlgsw |s=s*=0> 0, it can be proven that @ |s=s*=0> 0. Thus, it can
be proven that there is a unique s which satisfies @ = 0.

Then, I take the derivative of dl;‘SW with respect to s as follows.

dln W
d ds

(C.45) -

dt”ss @4—257"35 @
din W

Since (s, s*) > 0 and 4 (S ) <, 2 L < 0aslong as @ > 0. Additionally, when @ =0,
dan dan
d = t0, and when @ <0,

dlnW _
satisfies “5n-=0.

< 0. Accordingly, it follows that there is a unique s which

From equation (C.43), 5 is solved as follows.

- 1+ —"_ (1=l =-a)lg| =0
[14—575’"00 ds | y_g 1+8( +(1_¢)2>( (1 — ) E]
2v¢ 1 dlnW
1+—" Ja-1l-aVp=— """
(C46) - < * (1 - ¢)2> ( L)( a) E tT(O’O) ds s=s*=0
1 dlnW 1 dln W
700 ds  ls=s=0 00 ds ls=s7=0

o (1+%) (1_L)(1—06)IE: (1= -a)lg

dlnn

|s s*=0

C.2.4. Proposition 12. Based on the comparative statics in Table C.3, the welfare effect of

a cooperative production subsidy change at s is as follows.

(C.47)
dIn W o dPg  dlg\ _ . dlng
a5t | =1"(s,9) < Toc dsc> t"(8,5)err (—In Pyy + In P 4 26(1 — 1)Y%) Toc
_ 1 (1= —-a)lg
— ¢ — (=) —a)
t(s,s){<1+8 o 1-0)(1—-a)lg

1 1 = - 5i
T 11 (”Y — 1<1n[_ InI) +Inay + 2K<I_I)Yie)}
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Using equilibrium s at equation (C.46), the above equation can be expressed as follows.

dln W o1 y1—=0)(1—a)lg _
— ¢ — (1 1—0)(1—a)l
| e (T e oo
—€tr< L 1(lnI—1nI)+lnaH+2f<;(I—I)Yf>}
-
o 1 1-v(1-a)lg _
—t(s,s)1+8[< po— s1—0)(1—-a)lg
—€r (—InPp+InPg+ k(I = D)Y) — e (—InPryy +In Py + k(1 — 1)Y)]
pis L | (=00 e W=UDIE — (1 - 1) (1~ a) I
=1t"(5,5 - — - 2
29¢
(C.48) —eir (~In Py +In P+ (T — D)YF) (14—
. t M L L)L, 1+ 2v¢
(1-9)2
1 1 A5 -1
=1"(s,3) - ( e )(I—L)(l—a)IE
1+s5|[\y—1 1_|_(1j$)2
279
— e 1— 2
—epr (=In Py +In Py + k(T — D)YY) <1+ 1i (?Lg))]

1 (712@5)2
= 7(3,5) —— - (1-)(1—a)lg
1+5 (’7_1) <1+ (121(?)2)

29¢

—er (— T-DYe _ (=97
e (—InPy+InPp+r(I-1)YF) [ 1+ 5 >0
L+ e

Since both the first term and the second term in the equation above are positive, we can prove

that%:M>0a‘cs:s*:§.l

*
ds¥

C.3. Welfare Effect Decomposition

C.3.1. Short-run Resource Reallocation Effect. By taking the derivative of the short-run

resource reallocation effect with respect to s for both the home and foreign countries in the initial
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equilibrium, we obtain the following two equations.

t"(0,0
/ ( )e*f’tdlniUEdt = 1(1 _ e*ptz(ovo))dlniUE
0 ds P ds
1 s7dYe dYex
= 1(1 — 6_pt;(0’0)) _dlnPE _ dli _ /{/ i E + B di
(C.49) P ds ds 1\ ds ds
. 1 r dln P
— _ _ Pt (070) _ E — (1 — _
p(l e PtaB0)) [ h (1-0)(1 a)IE}
- 1(1 _ e*ptZ(0,0))(l —)(1—a)lg -0
p (v=1)
t"(0,0 * *
0 ds P ds
1 » dln P%  dl} L /dye dY°r
C.50 — 21— Pt 00)y | _ E_ g / iE LB g
( ) p( e ) ds ds " T ds + ds !
r dln P
p( )

Based on the results from the comparative statics in Table C.2, we can determine that % >0

dinUp
and 75 =0.

C.3.2. Earlier Home Innovation Effect. First, the earlier home innovation effect for the

home and foreign country can be expressed as follows:

— e—ptg(0,0) (ln U; —In UE)(#C(ZO’O) _ _e—ptg(llo)tr(o7 O)Etr (ln U, —In UE) dl;l ng
s S
g - 1
(051) = _e_ptg(O’O)tT(O’O)EtT‘ [_ In P, +In Pp — IQ(Q T l)yvie + IQ(Q . 21)}/26] d an
S
— _e_Ptg(O,O)tT(O’O)GtT [_ In PL +1n PE + KZ(T . l)Y;e] dlz:E
_ o rty(0,0) (InUf —In Ug)dt(jﬂs) _ _e—pltg(o,o)tr(07 0)er (InUF — In U%) dl;l ng
§ S
9 |
(C.52) = —e %00 (0,0)epr [~ In P} +In Py — k(1 — )Y + (1 — Ip) Y] dzﬂ
’ ' s

dlnng
ds

= —e 500 (0,0)epr [~ In P+ In Py + w(T — )Y{]

To determine the sign of the welfare effect, we must inspect the sign of —In Py, + In Pg and

—In P} +1n Pp,. Using the solutions in Table C.1, we can derive the following closed-form solutions
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for the price of aggregated green capital goods in the early and leading stages for each country:

(C.53) Py — o PI — <1n U=00=9) g+ ¢)I>
1=y g
(C.54) InPf = <1n (1= -a) +1n (@ —¢+¢° - aHW_léf)Q)I)
' Foa- y 1+¢2— (@ T +ag' ")o
(C.55) Py — (m 1-9t-a)  (O-ag'¢+an’"¢"— ¢2)I>
. L 1—7 0 1+ ¢2 _ (aH'yfl +6H1—'y)¢

where @y represents the productivity level after innovation.

By applying the above closed-form solutions for the price of aggregated green capital goods,

—In Pr, + In Pg can be expressed as follows:

C.56
| _) In Py 4+ In Py = 0= Ll)il(; O‘)Iv - (m (‘ii; __‘i’;fljraf;;lf;;] (14 ¢)I)
(1— L)(llljs)(l —1I) : i 1 <ln (ciHJ:;—_q?azfl—ﬁf;l—j;;f Cm(+ </>)I>
(1- L)(lllc;)(l—l) . i (0~ y)
G Li(}r; a)qﬂ’y i : <1n (11_+ag;:1£;alf:lcfl_j;;ﬂ —In(1+ ¢)I>
_ - ;)Srld)— a)Ify ! - (ln (fi 1; — é;ﬁ;fg_i@ —In(1+ ¢)>
O (e e e 0 9)
(1- L)(ll:tz)(l_l) - i (A ng) (1- Ll)ilqs_ oz)I’y i (0T —1nJ)

L= -a)el 1 (m (L—an ‘¢ +an""'¢’ — ¢*)

1+¢ v-1 1+ ¢2 — (ag’' +ay'=)ep —ln(1+¢))>0

~ T\, di
where \ = %f 7 : represents the average productivity of using green capital for the manufacturing

sectors located between I and 1.
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g a7 a0~
Given that In (ff¢2 G 1+C;};1 "/)¢) In(14+¢)>0,1In (H‘;’; (zzH’Ya{{—}-aH =3 ) _In(1+¢)<0
and ag’ ' — ¢+ ¢ —ag?’1¢? > 1 —ag’ " to +ag?’ " '¢? — ¢?, it can be concluded that the sign
of —1In Py, + In Pg is positive.

By using equations (C.53), (C.54) and (C.55), —In P} + In P}, can be written as follows:

PPy = 4T ;)E:; O‘”y i : (m (11 1‘;’;’?2;?{1:2;;;?;) —In(1+ ¢))
_ —_ a1 — 3 _ gy 142
oo (S
N
(1—wu£rgwf—nvilOn}_mAﬂ+(1—qg;aMJ7il@nf_mn

I take the derivative of —In P} + In Py, with respect to ay, and its sign is shown to be positive,

as follows.
(C.58)
d—InPf+InPf) (-1 -a) [ —ay'2¢ a2
dayg - 1+¢ (1 —ay’ ¢ agr! —¢)
(I-0)(1-a)1 2_ayg )¢
1+<75 <1+¢2 (ag” ' +ag'~ 7)¢>
(1-0)d—-a) v 2¢> (ag”?—ay )¢
1+ ¢ (CZHV 51 + ¢ — (ag" ! +GH1’Y)¢)
-1 -a)(1+e)L g~ 1¢ ay’t-1) (@' —ag' )¢
a 1+ <25 ( (1- aH” ') (@p " — ) " a1+ ¢ — (@ag"* +aH1”)¢)>
(1-9(-a) o~ 2¢> @ —an )¢
1+ gi) <a - 1 +¢2— (ag’~ '+ aHlfy)Gﬁ)
C(1— (- a)e(1+ @)L a1
a 1+¢ (aH 1 —CLH7 'o) (@t ¢))
(1= —a)e(I = 1) n % (g% —ag )¢
1+¢ (CLH7 1—¢ " 14 ¢? — (GH71+GH17)¢> >0

It is easy to demonstrate that —In P; +1n Pz, = 0 when @y = 1. Consequently, we can confirm
that —In P} +In P, > 0.
Taking into account all the results above, we can demonstrate that the early home innovation

effect is positive for both the home and foreign countries.

144



C.3.3. Delayed Foreign Innovation Effect. The delayed foreign innovation effect for the

home and foreign country can be expressed as follows:

s dt™ (s, s* o Al ng
_ e~ Ptg*(0,0) (InUp — In UL)C(Z?S) = —c (O,O)tr(O’ 0)err(InUny —InU) E:E
% ¥i 1 1 i
(C59) = —e 75" C0y (0,0)¢p [~ In Py +In Py — 5(2 — 2D)Y¢ + (2 — T — Y] L1E
4 v ds
Tk T dl ;
= —e "5 00 (0,0)er [~ In Pyr + In P + k(T — I)YY] 2”1@
s
. dt (s, 5" . dInnj
_ Pty (0,0) (ln U;\} —In Uz)(js’s) = e Pl (O,O)tT(U, O)Gtr (111 Uj\% —In Uz)%
% ¥i 1 dl i
' — Pt (00470 0)er [~ In +InP; —xk(2-2N)Y° +k(2—-1-1)Y, nn
(C 60) ptg*(0,0) 47 | P;\} 1 Pz IY;E I Iifze dSE

dlnny
ds

= —e P 00¢(0,0)er [~ In Py + In P + k(T — I)Yf]

Again, to determine the sign of the delayed foreign innovation effect, we need to inspect the
signs of —1In Py +1In P, and —1In Py, + In P/, Using the solutions from Table C.1, we can derive
the following closed-form solutions for the prices of aggregated green capital goods in the leading

and mature stages for each country:

_ 1 1-9l-a)  (@ag" ' =¢+9¢°—au"'¢*)I
(C.61) In P} = — <ln S +In 1+6%— @n ' +ang ) )
(C.62) Py = (hl (1=4( o) +1In (L—an ¢ +am ¢’ - ¢2)I>
. L 1—7 0% 1+ ¢? — (aval +5H177)¢

By applying the above closed-form solutions for the price of aggregated green capital goods,

—In Py + In P, can be expressed as follows:
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(C.64)
(-1 -a)T 1 s @t =g P —a )T
—InPy +InPp = 1+o Po— <ln(1+¢)0H7 I—1In 1+ ¢2— (@’ +ag )¢ >
(1-0)1-a)¢l 1 g —ag e +ag et — ¢
+ 1+ 0 ’Y_1<ln(1+¢)a1ﬂ I —1In 1+¢2_(6H771+6H177)¢ )
(1-0)(1 - a)¢(I - 1)
* 1+¢

(InXA —InAj)

I take the derivative of —In Py +1n Pr, with respect to @y, and its sign is shown to be negative,

as follows.

d(=InPy+InPr) _ (1_L)(1_a>1< 1 (@2 —an e )

dag ag  1+¢2—(@g” ' +ag')o

(1 — L)(l — 04)7 ( EHV_Q aH7_2¢2 )
1+¢ ap’ ' —¢  1-ay ¢
_(1-4 —a)f( (1+¢)(1+¢° —2ay""'9)
B 1+¢ ap(1+ ¢ — (@g" ' +ag')o)
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N 1+ ¢ ag(l+¢2 — (ag’~ ' +ag'=")o)

Cag ' (l—ag e — (@ = 9)9)  an' (¢ —¢°) >

(C.65)

au(@am’ ' —¢)(1 —ag’"19) ap(l—ap’ '¢)
(-0 -a)r <_ (1—ag" ' —(ag"' — ¢)p)(1 + ¢)¢?(@y? — 1)
o 14+ ¢ aH(l + (bQ — (EH’Y_1 + aHl—V)qﬁ)(aHW—l — ¢)(1 — aH7_1¢)
n ag’ (1 —¢)*!(1 —ag" '¢— (au’ ' — ¢)9) ag’ (o -9 > <0
ag(l+¢? — (ag’ P +ag!™)¢)(ap’t — )1 —ag't¢) au(l—ag’1¢)

It is easy to demonstrate that —In Py; +1n P, = 0 when @ = 1. Consequently, we can confirm

that —In Py +1In Pr, < 0.
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By using equations (C.54), (C.55) and (C.63), —In P; + In P}, can be written as follows:
(C.66)

11— —a) 1
14+¢ v—1

1 _aH’Y—lé_i_aH'y—l(bS _ ¢2>

— P + P} =
B U 1+ 02— (ag? ' +an' 7)o

(m (1+¢)ag” ' —In

(1-0)A-a)I -1)
1+¢
(1-)(-a)pl 1

1+¢ 1—x

- 1—)(l—a)l 1
(Inh —nAp) + Ll)(+¢ %) —

VY ap’ ' =9+ ¢° —ag" ¢’
(ln (1+¢)ag” " —In T+~ (@ +aH1_“/)¢> >0

(lnT— lnl)

Given that ag’™' — ¢ + ¢3 —ay'1¢? > 1 —ayg" 'o +ag’ '¢> — ¢, In(1+ Plag? ! —

1-a ~y—1 o Y—1 43 42 _ _ = y—1_ 3_=_ v—142 .
In 1+C;§_(Esz{{+aﬁ,7;z; >0, and In (1 + ¢)ag? 1 —In ﬁf&_(;;;‘fu%’;lﬂ% < 0, it can be concluded

that the sign of —In Py, + In P; is positive.
Overall, the delayed foreign innovation effect is ambiguous for the home country since it benefits
from reduced greenhouse gas emissions from the foreign manufacturing sectors, but it suffers losses

from the Utility-based CPL. In contrast, the delayed foreign innovation effect reduces foreign welfare.

C.4. Comparative Statics for Non-cooperative Change in s under s = s*

As shown in Appendix C.1, an equilibrium with a production subsidy at each period is rep-
resented by the set {ns,nj,}, which satisfies the zero-profit condition for both the domestic and
foreign green capital goods firms.

I assume a symmetric condition where v = v* =L = L* = q(w) = af(w) = 1, I, = I} = Ig
and s = s*. Given these conditions, there is a symmetric equilibrium such that n; = nf, l; =1} =
yn; = yn; = 1. I then take a first-order approximation of this model in the neighborhood of this
symmetric equilibrium and analyze the local effects of production subsidy in the early stage.

For computational convenience, I extend the system of equations describing equilibrium to
include 6 equations with 6 endogenous variables. These variables include the mass of firms in both
the domestic and foreign green capital goods sectors, {n, n;}, the price of aggregated green capital
goods, {P7, P#*}, and the utility-based CPI, {P;, P;'}. I take a first-order approximation of the
system with respect to s and obtain the following equations.

(1 +¢)
1+s

din Pg

(C.67) (C.28): + (7= Do—r 0

dIn P}
+ (v - 1)719

147



dIn PY*

(C.68) (C.29): (y — 1)T +(y—-1)¢ 7

dlnPg _dlnng 1=
ds  ds 1+s

dlnny

(C.69) (C.3): (1—~)(1+0) —

+9¢

dinP7"  dlnny dlnng  (1-—7)¢

(C.70) (CA): (L=7)(1+8)— o .

(C.71) (C.11): dlZSPE =(1-1)(1- a)BIEdlnPg +(1—-0)(1—a)(1l— B)IEdh;Sng
dln P dln PY* dln P?

(C.72) (C.12): % = (1—)(1 - a)Blg I;SE +(1-0)1-a)1-p)g ZS L

By solving the aforementioned six equations, I obtain the solutions presented in Table C.2.

TaBLE C.2. Comparative Statics for Non-cooperative Change in s under s = s*

dlnng 1 2v¢
‘ = 1
(C.73) ds 1+s[+(1—¢)2]>0
dlnn? 1 2v¢
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dln P{ 1 Y
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(C.76) P - 1i=9) -0
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(C.78) 5 =0
dInY?, dln P¢ 1 (1-
LB E _ 7~ )
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C.5. Comparative Statics for Cooperative Change in s under s = s*

In this Appendix, I analyze the local effects of a production subsidy in the early stage when
both the home and foreign countries cooperatively adjust their production subsidies to maximize

joint welfare (s = s* = §). In this scenario, the system for the first-order approximation is modified

as follows.

(C.83) (C.28): 7(11::5) t (- 1)d13§P§ (- 1)¢dh;§§* 0

(C.84) (C.29): w +(y— 1)6“25%* oy 1)(2561135% 0

(C.85) ©8) (=) + ¢ BTE_ dhns Ay {1 =2+

(C.86) (C.4): (1—)(1+ ¢)dh;f§* _ dlzgnjz‘; . (bdlzgnp; ¢ _¥)+(13+ )

sy can: B2 g as M L - — )0 - g EE
©s9) (12 B g0 — a0 - - )i - pretnLE

By solving the aforementioned six equations, I obtain the solutions presented in Table C.3.
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TABLE C.3. Comparative Statics for Cooperative Change in s under s = s*

dlnng dlnnp 1

(C.89) s dse 1ys 0

(C.90) dlzf%:dh;fg:_lisvjl<o
(C.91) dlsz:dlzfﬁz_lisv(l—;)(_ll—a)bf <0
(C.93) dlnY; _ dInYf g 0

ds ds
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C.6. Country List Used for Innovation Timing Elasticity Estimation

I provide a list of countries used for estimating innovation timing elasticity in Table C.4. These

countries account for 98.7% of the total value added in the UNIDO Industrial Statistics Database

for the year 2020.

TABLE C.4. Country List Used for Innovation Timing Elasticity Estimation

Algeria

Argentina Australia Austria
Bangladesh Belarus Belgium Brazil
Canada Chile China Hong Kong
Taiwan Colombia Croatia Czechia
Denmark Egypt Estonia Finland
France Germany Ghana Greece
Hungary Iceland India Indonesia
Iran (Islamic Republic of) Ireland Israel Italy
Japan Kazakhstan Lithuania Luxembourg
Malaysia Mexico Morocco Netherlands
New Zealand Norway Pakistan Peru
Philippines Poland Portugal Puerto Rico
Qatar Republic of Korea Romania Russian Federation
Saudi Arabia Singapore Slovakia Slovenia
South Africa Spain Sweden Switzerland
Tiirkiye Thailand Ukraine  United Arab Emirates
United Kingdom United States of America Viet Nam
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C.7. Innovation Indicators

I present innovation indicators for the U.S. manufacturing industries in Figure C.1. Data for

other countries are available upon request.
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Ficure C.1. Innovation Indicators for the US Manufacturing Industries

C.8. Generalized Model

In the generalized model, I make four changes. First, I introduce a conventional capital goods
sector in which firms produce capital goods that are used with conventional energy. Similar to the
green capital goods sector, the production function of a firm producing a variety w® in this sector

takes the following form.

(C.94) yi (W) = ag (W)l (w)
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Conventional capital goods are aggregated using a CES aggregator, similar to the green capital

goods sector, as follows.
e nf e e =t e nf* e e =L e ’Yj
(C.95) 7z = ; 2z (w®) 7 dw +/0 zi (WF) 7 dw§

~

ng* —1 ng —1 -1
(C.96) 78 = ( / 25w T dw + / zf*(we)”vdwe>
0 0

where v represents the elasticity of substitution between varieties. I set « to the same value as that
in the green capital goods sector.

As in Hotte (2020), it can be assumed that if a final goods firm uses conventional capital,
it should also use a natural resource as an additional input. Assuming that 3 units of labor

are required to obtain a unit of natural resource, N;;, and given the production function Y =
b

_ _ . Le,\(1=¢)
1411-7,gLf’t°‘§NZ-o‘t(1 £)Zf’tl*a, the function can be rewritten as Y% = Ai,thtC“E ( ;t) thlfa =
%Lit&Zitl_a. Thus, the production function with conventional capital retains a similar form

as that with green capital, as follows.

(C.97) Vi = A (L5, (25)°

2

Second, I ensure that the green energy usage ratios, I; and I, are endogenously determined
at all stages. To account for this, I introduce the following productivity structure for green energy

adoption:
(C.98) A = A(1 =)

where ) is a constant, and o is the parameter governing the degree of increasing difficulty in green
energy adoption as the industry index ¢ increases.
Third, I exclude agricultural final goods so that the relative wage varies due to production

subsidies or productivity increases. Accordingly, the balance of payment equilibrium condition
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changes as follows:

PRCRY + (L 7)pf 2 (w9)nf + (1 + 7)pz; (w°)nf + D
(C.99)

— e [PHECH + (1 pf awnf” + (L4 7)pf 2 (wh)n]
where D represents the trade deficit of the home country. As in Bartelme et al. (2021), I assume
the trade deficit does not change as we move to the counterfactual equilibrium.

Lastly, manufacturing final goods are aggregated using a CES function instead of a Cobb-

Douglas function, as follows:
M e e n—1

where 7 represents the elasticity of substitution between the home and foreign aggregated manu-

facturing final goods.

C.9. Exact Hat Algebra for Counterfactual Analysis

The relevant equations for the welfare change caused by production subsidies or productivity
changes are as follows: the zero-profit conditions for home and foreign green capital firms (equations
(C.28) and (C.29)); the zero-profit conditions for home and foreign conventional capital firms; the
aggregated green capital goods prices in the home and foreign countries (equations (C.3) and (C.4));
the aggregated conventional capital goods prices in the home and foreign countries (equations (C.95)
and (C.96)); tax in the home and foreign country (equations (C.35) and (C.36)); the utility-based
Consumer Price Index (CPI) in the home and foreign countries (equations (C.11) and (C.12)); the
equations for green energy usage determination in both the home and foreign countries; and the
welfare function for both the home and foreign countries. Accordingly, the following equations are
used for counterfactual changes in the early stage.

(C.101)  (1+s)" [(159)7—1(pM)l—n(P)"—lfs;’;L + &7 (Po) L (P I(Pryn =l (] - S;I;L)} =1
(C.102)

(Peyr=L(pMyn=1(pyn-1 (11—_II€)0> S & (Pe)r=L(PMxy1=1(pryr—1 (11—_IZ§> (1-s?)=1
0
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(C.103)
(1+5%)7 [(pb*)v—l(pM*)l—"(zﬁ*)n—lf*s?} 41 (Por) L (pMyLn(pyn-1f (1 — s;f})] =1

(C.104)
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(C.117) FeI(PM Py (L - 59— 55)

(C.118) T = 1 _T_ 8(1 —a)lgn
(C.119) T = fs* (- wr
(C.120) Ug = P_le_TEN%fl
(c121) Uy = T I ==

where C' and C* represent the average change in price in sectors that use conventional capital
in the initial equilibrium but change their production method because using green capital became
cheaper, in the home and foreign country, respectively. In addition, sff, s¢¢ and s£€ denote the share

of export value from the green capital goods, the conventional capital goods, and the manufacturing

final goods out of total export value in the home country, respectively. Accordingly, 1 —sff —s5¢ —she

represents the share of the trade deficit out of the total export value in the home country.
For the assessment of welfare changes relative to the initial welfare level after innovation in
the green capital goods sector of either the home or foreign country, four equations are modified.

Specifically, equations (C.101), (C.103), (C.105), and (C.107) are changed as follows:

(C122) ™t (o) (PMY TPy s 4 & (Po) T (PP (1 - 7| =1

(C.123) a;w—l [(ij*)'yfl(PM*)l—n(p*)nflf*s?} + éf'y(pb*)'yfl(p?\/[)lfn(p)nflj(l _ 37}})} =1

(C.124) (P9)'™7 = a) 'n¥*s%; + a; e e (1 - 575)
(C.125) (Po)! ™7 = a3~ 'nd*s3G + a) e o (1 — 575)

Additionally, since the government no longer provides a production subsidy at these stages, equa-
tions (C.118) and (C.119) are not used.

Related to welfare changes after innovation, three cases can be defined. The first case is where
the home green capital goods sector has innovated, but the foreign green capital goods sector has
not yet (U;;l for the home country and U}Il for the foreign country). The second case is where the
foreign green capital goods sector has innovated, but the home green capital goods sector has not
yet (ULQ for the home country and U;’-jz for the foreign country). The third case is where both the
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home and foreign green capital goods sector have innovated (U}V[ for the home country and lf]’\"/[ for
the foreign country).

Lastly, we can compute the overall welfare effect using the four effects mentioned above for the
home country (UE, Ui, Urs, UAM) and the foreign country (lfg, UAzl, UAEQ, U;’\‘/‘,), respectively. If it
is assumed that the US is the home country and the EU is the foreign country, there are 10 cases

based on the initial condition in Table 3.3, as follows:

®t2<t§”07 7]N”0<tr7 ;‘<t20

. I (O ﬁ(efptz_efm}o) (Uh) RIS < U ) 5 (77 —ertho)

@ ty, < tho, tho < thos tho <t} :

(0127) W _ UE% (1767”2) UA l(efptziefpt’}(g <UAL1> %(e—pt?o_e*pt;lo) (U}J) %(e*pt;;o_e—ﬂtf)

1’

@ ty, <t th <o, tho <tho:

C.128 . . . N L(ePtro_eeth
( ) W U %(1—6_“2) UA %(e‘ﬂti—e_”tf) UA %(e_ptf —e_ptf0> UM 4 <6 ¢ 0)
= UVUE L1 M =
UL
@t?<tr, t2<t;0, ;0<t20:
(C.129)
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For the overall foreign welfare effect, the same equations hold with a star for every variable.
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