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Abstract

Around 42% of US international trade and 40% of world trade occurs between related firms. Therefore
it is important to understand both the determinants of global sourcing decisions (i.e. trade with a related
party or at arms length) and whether different global sourcing schemes generate heterogeneous responses
to shocks. Understanding the implications of such heterogeneous responses is particularly important
in environments with considerable uncertainty where such shocks can be large and/or frequent, such
as during the recent “great trade collapse” (GTC). I examine whether related party exporters respond
to aggregate shocks differently from those that export at arms length and how changes in uncertainty
affects the optimal sourcing decision. In order to do so, I first present motivating evidence on the trade
dynamic of U.S. firms distinguishing between sourcing forms during the GTC. Among other things, I find
that the average drop in total exports due to the extensive margin is 2.25 times bigger for non-related
parties than related parties, while the opposite holds true for the intensive margin. I then develop a
dynamic model of global sourcing in which heterogeneous firms have to pay sunk costs to entry and exit
foreign market and face demand uncertainty. I show that: (i) integration and entry into export markets
is reduced when demand is uncertain, (ii) sourcing strategies impacts the exit decision and integrated
firms wait longer before exiting exports markets, and (iii) uncertainty generates heterogeneity in how
firms respond to demand changes for both entry and exit margin across sourcing schemes. I argue that
these differences across sourcing strategies in terms of entry and exit margins and responses to aggregate
shocks are important in terms of welfare and trade dynamics.
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