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Abstract 

 

The monopolistic competition model in international trade offers three sources of gains from 

trade beyond that of traditional comparative advantage: an endogenous expansion in product 

variety; a pro-competitive reduction in the markups charged by firms; and the self-selection of 

more efficient firms into exporting. Recent literature on trade with heterogeneous firms has 

emphasized the third of these effects, while the first two effects are ruled out when using a Pareto 

distribution for productivity with a support that is unbounded above, and no fixed costs. The goal 

of this paper is to restore a theoretical role for product variety and pro-competitive gains from 

trade by using a bounded Pareto distribution for productivity, and to demonstrate their empirical 

importance. For the U.S. economy over 1992 – 2005, we find that product variety and the 

reduction in markups jointly contribute about 75% to the increase in welfare resulting from trade 

expansion, whereas an upper bound to the selection effect is that it contributes the remaining 

25% to the increase in U.S. welfare. 
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