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Abstract

This paper argues that interests of nationals and owners of home-based for-

eign capital in the formation of a Trade Agreements (ta) are not antagonistic,

except under rather particular assumptions on initial tari�s among potential

members. Further, if initial tari�s are endogenously determined through an

industry-lobbying process, then ta that would have been immiserising in the

absence of Foreign Direct Investment (fdi), may be welfare-enhancing in the

presence of foreign-owned �rms. The rationale is linked to the e�ect that the

entry of fdi has on the pre-ta tari�, through contributions to the incumbent

government. These results may help explain recent integration programs be-

tween developed and developing countries.
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1 Introduction

During the last decade, regional integration programs ourished all over the world.

The desire to obtain better access to foreign markets under fears of a breakdown

of multilateral rules has certainly been one of the main reasons for the move from

multilateralism to regionalism in international trade negotiations. At the same time,

there has been a rapid increase in international Foreign Direct Investment (fdi) in the

developed and developing worlds.1 Another interesting empirical observation is that

North-South integration programs are now in vogue (for example nafta, mercosur

and the eu recent cooperation treaty, the association agreements between the eu

and Central Europe, or Bush's initiative for the Americas). Are these developments

related? How does the existence of fdi or Multinational Corporations (mncs) a�ect

the net gains from Trade Agreements (ta)? This paper focuses on these two questions.

An argument often put forward against ta formation in the presence of foreign

capital, is that part of the gains frommoving towards a single market may be captured

by an increase in foreign �rms pro�ts, which reduces the interest countries may have

in such schemes.2 This fear has apparently hampered regional integration e�orts all

over the world, particularly in the 1970's in Latin America.3

This paper argues that in the presence of fdi, trade integration schemes tend to

be welfare improving. Furthermore, a ta that would be immiserising in the absence

of fdi may become welfare-enhancing in the presence of fdi. Thus, it is argued that

fdi may cause ta.4 This may help explain the simultaneous surge in fdi and ta

worldwide.

Since Bhagwati and Tironi's (1980) study, it has been fully recognised that the

existence of foreign capital raises new issues when considering the e�ects of ta for-

1Ho�man (1993) notes that since 1985 fdi has been increasing at an average of 27 % per year.
2See Tironi (1982).
3See Ho�man (1993), p. 34.
4Other papers, as Motta and Norman (1996) reversed the causality to explain `who does economic

integration cause fdi?'. Baldwin et al. (1996) provide some European evidence on how the incentives

to invest in di�erent countries and regions may be a�ected by economic integration.
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mation on welfare. They show that a move towards a pure trade-creating ta may

reduce national welfare in the presence of foreign capital.5 Bhagwati and Brecher

(1980) and Brecher and Bhagwati (1981) showed that this surprising result is linked

to income redistribution from national-owned factors to foreign-owned capital in the

lines of the Stolper-Samuelson theorem.

If the assumptions of the Heckscher-Ohlin model used in these previous studies

may explain the existence of portfolio investment abroad, it cannot explain the ex-

istence of fdi.6 Markets where mncs mainly trade are generally oligopolistic. The

existence itself of fdi or mncs is not so much due to international factor reward

di�erentials, as assumed by the Heckscher-Ohlin model, but to market imperfections

that ensure larger pro�ts abroad.7 Therefore, to explore the e�ects of ta formation

in the presence of fdi, it is preferable to refer to the trade literature on imperfect

competition.

Olarreaga (1996a) has shown that the welfare e�ects of trade liberalization in the

presence of fdi obtained under perfect competition cannot be extended to imperfectly

competitive markets. Unlike in Bhagwati and Brecher's work, tari� reductions gen-

erally increase welfare in the presence of fdi. The model in this paper can be seen as

an extension of Olarreaga (1996a) to the case of reciprocal tari� eliminations (i.e., ta

formation). Thus, it basically brings into the analysis the market access aspect into

the ta partner's market, which in imperfectly competitive markets has an important

dimension. Indeed, if unilateral tari� reductions always decreased home-based �rms'

pro�ts, this is not necessarily the case when �rms face reciprocal tari� reduction given

the potential gains in the ta parnter's market.

Studies of ta formation in the presence of imperfect competition are rare. Harris

5Obviously aggregate welfare increases due to traditional gains of pure trade-creating ta. The

di�erence between national welfare and aggregate welfare is the same as between Gross National

Product and Gross Domestic Product.
6Note that in the last decade portfolio investment abroad and fdi were both multiplied by 6,

though in 1994 fdi in the world was twice portfolio investment. Figures are from Turner (1995).
7As put by Diaz-Alejandro (1970), pure competitive models are unable to explain fdi. For a

recent survey of models explaining the existence of mncs see Markusen (1995).
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(1994) notes that \after a decade and a half of e�ort, the `new' trade theory has left

the regional trade agreement problem virtually untouched".8 Obviously, the literature

on ta formation in the presence of foreign capital in imperfectly competitive environ-

ments is even smaller. There are some exceptions. Tironi (1982) graphically treated

the case of a monopolistic industry (one foreign-owned �rm) and concluded that in-

deed foreign �rms gains from integration were larger than national welfare gains when

the foreign monopolistic �rm also behaves monopolistically in the enlarged market,

since average costs decrease by more than the average price for consumers. On the

other hand, if the foreign-owned �rm is constrained to behave competitively after the

market enlargement, he shows that monopolistic pro�ts obviously disappear and na-

tional welfare gains are larger. Taking a di�erent approach, based on transfer pricing

arguments when foreign �rms are subsidiaries of a mnc located in the ta partner,

Robson and Wooton (1993) show that all gains of ta formation are captured by

foreign �rms through income redistribution from tari� revenue to subsidiary's pro�ts.

If Robson and Wooton tend to con�rm that a large amount of ta gains are

captured by home-based foreign �rms, their analysis assumes that home-based sub-

sidiaries do have subsidiaries or headquarters in the ta partner.9 Here I exclude this

possibility, and unlike Tironi, I focus on oligopolistic markets with strategic interac-

tions among �rms. Given that the subsidiary issue is excluded from the analysis in

this paper, I refer to fdi and mncs as synonymous.

I show that under imperfect competition, foreign �rms do not always bene�t

from ta10 formation and that national welfare gains may be larger than aggregate

welfare gains. However, as in most of the imperfect competition literature, results are

ambiguous, but for unusual reasons. Here it is not so much the form of competitive

8Venables (1987) and Baldwin and Venables (1995) show that in a monopolistic competitive

industry ta formation increases competition and reduces price-cost margins but the free-entry as-

sumption excludes any focus on the evolution of �rms pro�ts.
9Though they do not focus on regional trade agreements, Markusen, Rutherford and Hunter

(1995) show that gains from trade liberalisation are small when sectors are dominated by mncs due

to transfer-pricing.
10In this paper, ta is seen as a bilateral elimination of tari�s.
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rivalry among mncs that changes the results, but the initial level of protection in

integrating countries.

It is also shown that if initially tari�s are endogenously determined through a

political game, then pre-union tari�s are such that national welfare, aggregate welfare

and mncs pro�ts increase after ta formation. This may help explain the rush towards

regional integration arrangements, whereas we simultaneously observed an important

increase in fdi. It is argued that the rapid increase in fdi and the interest given to

North-South integration programs may also be related.

Section 2 explores welfare e�ects of ta formation in the presence of foreign-owned

�rms within the simplest model of imperfect competition, i.e. a Cournot model

with homogenous goods and linear demand.11 Section 3 introduces political economy

issues to explain welfare and pro�t changes following the formation of tas, where

initial protection levels are endogenously determined. Section 4 concludes.

2 Welfare changes from a TA under FDI

Regional trade agreement (ta) is here seen as a bilateral reduction in tari�s between

countries a and b. Assume that there is only one �rm in each country trading in an

international imperfect competitive market. Firm 1 is located in country a and is

owned by residents of country c (country c stands for rest-of-the-world). Firm 2 is

located in country b. As I focus on the welfare e�ects of ta in country a, the structure

of ownership of �rm 2 is irrelevant and is made explicit only when necessary. These

two �rms compete in a and b's market. To avoid issues related to trade diversion,

I assume that transport costs between a and b and the rest of the world on goods

produced by �rms 1 and 2 are high enough so that this good is not traded with c.

In country a (and b) there are only two sectors: an imperfectly competitive sector

where �rms 1 and 2 trade and a perfectly competitive sector where a composite

11The robustness of results to di�erent types of market structure is discussed in Olarreaga (1996b)

through simulation exercises.
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good, m, is traded. The imperfectly competitive sector is small in relation to the

competitive sector, so that �rms 1 and 2 cannot inuence factor prices. Factor markets

are competitive. For simplicity, I also assume that initially there are no tari�s on the

composite good and that tari�s on the imperfectly competitive traded goods are

speci�c. The price of the composite good (which is �xed by world markets) is used

as num�eraire.

Assume �rms strategic choice variables are quantities sold in each market. To

simplify the algebra, I assume that goods traded in the imperfect competitive are

homogeneous, and that both �rms have identical constant marginal costs, noted mc

and a �xed cost noted F . The price of the homogeneous good in countries a and

b are respectively noted p
a and p

b. Consumers' utility function is quasi-linear in

the composite good and quadratic in the quantities consumed of the imperfectly

competitive traded good, in both countries:

u
a = �(qa1 + q

a

2)� �=2(qa1 + q
a

2)
2 +m

a (1)

u
b = �(qb1 + q

b

2)� �=2(qb1 + q
b

2)
2 +m

b (2)

where �, � > 0 are parameters. Inverse demand functions for the homogenous good

are then given by:

p
a = �� �(qa1 + q

a

2) (3)

p
b = �� �(qb1 + q

b

2) (4)

Again, to simplify assume that initial tari�s in both countries are identical and noted

t = t
a = t

b. This is a sensible initial assumption given symmetry conditions of

demand and supply. Its implications are analysed in sections 3, and further discussed

in section 4 where we allow for di�erent initial tari�s.

Under these assumptions �rms strategic choice in a's market is taken indepen-
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dently of choice in b's market and operating pro�ts of �rms 1 and 2 are given by:

�1 = p
a
q
a

1 + p
b
q
b

1 �mc(qa1 + q
b

1)� tq
b

1 (5)

�2 = p
a
q
a

2 + p
b
q
b

2 �mc(qa2 + q
b

2)� tq
a

2 (6)

To obtain the optimal Cournot quantities, one di�erentiates �i with respect to the

strategic variables of each �rm (qa
i
and q

b

i
for �rm i = 1; 2) equalise them to zero and

solve simultaneously for the optimal quantities. Then by substituting the optimal

quantities into (3) one gets the equilibrium prices and by substituting into (5) and

(6) the optimal pro�ts. The pre and post-ta market equilibria are summarised as

follows:12

Pre-ta market equilibrium

q
a

1 = q
b

2 =
� �mc+ t

3�
q
a

2 = q
b

1 =
��mc� 2t

3�
p
a = p

b =
�+ 2mc+ t

3

�1 = �2 =
5t2 � 2(� �mc)t+ 2(��mc)2

9�
(7)

Post-ta market equilibrium

q
a

1 = q
b

2 = q
a

2 = q
b

1 =
� �mc

3�
p
a = p

b =
� + 2mc

3

�1 = �2 =
2(� �mc)2

9�
(8)

Given symmetry of demand, equal initial tari� protection and constant marginal costs

prices in both countries are equal in the pre and post-ta equilibria. This allows us to

see ta either as a mutual elimination of tari�s in segmentedmarkets or as a move from

segmented to integrated markets. Indeed as discussed by Smith and Venables (1991)

12We calculate pre and post ta equilibrium values in order to work out the discrete changes.

Partial di�erentiation may be misleading when large tari�s changes are involved.
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a mutual elimination of tari�s does not necessarily imply a move from segmented to

integrated markets. Even when both tari�s are zero, markets could still be segmented

if, for di�erent reasons, there is no consumer arbitrage between countries. This issue

is avoided here, though whenever we assume that initially tari�s are di�erent, and

therefore prices di�er across countries, it becomes a relevant issue. If this is the case,

then I assume markets are segmented.13

Changes in prices and quantities following the formation of a ta are:

�q
a

1 = �q
b

2 = �
t

3�
�q

a

2 = �q
b

1 =
2t

3�
�p

a = �p
b = �

t

3
(9)

Thus total quantities sold by �rm 1 increase, �q
a

1 + �q
b

1 = t=(3�) > 0, though

quantities sold by �rm 1 in market a fall; qa1 falls following the ta formation, as �rm

2 reaction function in country a shifts up following the elimination on a's tari�. Since

reaction functions slope down, this induces an increase in quantities sold by �rm 2

in country a and a reduction of quantities sold by �rm 1 in this country. Symmetry

implies that qb1 increases and q
b

2 falls. Moreover, total consumption in country a (and

b) increases. The reason is that in country a the slope of �rm 1 reaction function is

larger than 1 in absolute value (actually, it is equal to �2); then an upwards shift of

�rm 2 reaction function necessarily implies a larger increase of �rm 2 quantities than

the fall of �rm 1 sales in this country.14

Pro�ts variations are obtained by taking the di�erence in pro�ts in equations (7)

and (8). This yields:

��1 = ��2 = t
2(mc� �) � t

9�
+ 4t

� �mc� t

9�
(10)

where the �rst term represents the change in domestic market pro�ts and is always

13Brander and Spencer (1984), among others, forcibly argue for the relevance of the segmented

market assumption.
14It could be easily veri�ed that stability conditions are satis�ed.
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negative since � is necessarily higher than mc if producers are to enter the market.

The second term represents the change in pro�ts made in the foreign market and is

positive if t is not too large, i.e. t < ��mc. Actually this is necessarily the case since

the prohibitive tari� (i.e. the trade existence condition) is smaller than (��mc). To

obtain the prohibitive tari� solve in country a [b], qa2 > 0 [qb1 > 0] for t, It yields:

t <
��mc

2
= t

pr
< � �mc (11)

Then �rms total pro�t variation is ambiguously signed; pro�ts of �rm 1 in b's market

increase whereas in market a they fall. However, one can solve ��1 > 0 for t in

equation (10) to obtain the maximum initial tari� level for which �rm pro�ts increase:

t
�
>

2

5
(��mc) (12)

Figure 1a illustrates the operating pro�t level given by (7) for di�erent levels of initial

tari�s.15 It shows for example that if the initial tari� level is t� then pro�ts do not

change when a and b integrate (i.e. t = 0). The idea is that when tari�s are high

then �rm 1 pre-ta pro�ts in country a are also important since it can almost behave

as a monopolist in this market. On the other hand �rm 1 pro�ts in b are small since

it faces a large cost when selling in b's market associated with the high pre-ta tari�

level. Then if a and b integrate (i.e. t = 0), �rm 1 pro�ts in country a would fall by

a large amount due to increase competition by �rm 2 that faces signi�cantly smaller

cost in selling in a after the ta is formed. But for the same reason �rm 1 pro�ts in b

increase importantly.

If the initial tari� was t�, then the two conicting e�ects on �rm 1 pro�ts cancel

out, and the level of pro�ts do not change following the ta formation. Figure 1a

also shows that �rm 1 pro�ts can fall after a and b integrate, if the initial tari� is

su�ciently large (i.e. t > 2(� � mc)=5) This would be the case if the initial tari�

15Recall that the initial tari� level is equal in both countries.
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equals the prohibitive tari�, t = (� �mc)=2, in which case �rms initially behave as

monopolist in the country where they are based. This contradicts the idea that quite

generally mncs bene�t from ta formation. The increase in competition among �rms

may actually induce pro�ts to fall. However as will be discussed later, under the

assumptions used here this is very unlikely to occur since the initial tari� needs to be

dramatically high.16

6

-

........................................
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...........................

2(��mc)2

9�

t
pr��mc

5 t
�

��mc

4�

(��mc)2

5�

t

�1 = �2

Figure 1a: Firms Pro�ts

2.1 Welfare E�ects of TA formation

To estimate welfare e�ects of ta formation, one needs to calculate the pre and post-ta

levels of utility to account for large tari� changes generated by the bilateral elimina-

tion of tari�s. Partial di�erentiation of the utility function may be misleading given

its non-linearity.

16Figure 1a also shows the initial tari� level that minimise �rms pro�ts. To obtain it, di�erentiate

total pro�ts with respect to t and then solve for t. It yields t = (� �mc)=5.
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Moreover, it is necessary to distinguish between national and aggregate welfare,

as in Brecher and Bhagwati (1980, 1981). The distinction between national and ag-

gregate welfare is the same as between Gross National Product and Gross Domestic

Product, i.e. national welfare excludes income of foreign-owned factors whereas ag-

gregate welfare includes it. Thus, in our setting, national welfare excludes �rm 1 [2]

pro�ts in country a [b] whereas aggregate welfare includes it. The idea is that foreign

�rms pro�ts are repatriated and therefore should not be considered as part of national

welfare.

Let us focus on the welfare e�ects in country a.17 This allows us to introduce

the following notation for the level of utility: u
k

j
denotes the level of utility where

k = na; ag determines whether utility is estimated at the national or aggregate level

(na stands for national and ag for aggregate) and subscript j = pre; pos determines

whether utility is evaluated before or after the formation of the ta (pre stands for

pre-ta, and pos for post-ta).

To estimate the pre-ta level of utility, one needs to substitute the optimal quan-

tities in (7) into (1). This yields:

u
k

pre
=

1

18�
(8�2

� 4� mc� 2� t� 4mc
2
� 4mc t� t

2) +m
k

pre
(13)

where mk

pre
is the level of consumption of the composition good. The distinction be-

tween the national and aggregate pre-ta level of utility is determined by the di�erence

between the level of consumption of the composite good at the national and aggregate

level (i.e., mk

pre
). That is, to evaluate the level of welfare, one needs to determine the

demand for the composite good when pro�ts are repatriated (national welfare) and

when they remain in country a. Given the quasi-linear utility function in (1), mk

pre

is determined by the residual income once consumers have spent their income in the

consumption of goods 1 and 2. To see this maximise the utility function in (1) under

17Given the symmetry assumptions, results are identical for country b.
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a budget constraint with respect to m
k

pre
(recall that the price of the composite good

is used as num�eraire and units are chosen so that it is equal to one). This yields:

m
k

pre
= y

k

pre
� p

a(qa1 + q
a

2) (14)

where y
k

pre
is national or aggregate income. The di�erence, again, is foreign �rms'

pro�ts. Substituting (14) into (13), we obtain the level of pre-fta utility as a function

of tari�s and income (aggregate or national):

u
k

pre
=

1

18�
(4[��mc]2 � t[4��mc� t]) + y

k

pre
(15)

The level of utility in the post-ta formation is obtained by setting t = 0 in (15). This

yields:

u
k

pos
=

1

18�
(4[��mc]2) + y

k

pos
(16)

Now de�ne the change in welfare as �u
k = u

k

pos
� u

k

pre
. Thus:

�u
k =

1

18�
(t[4��mc� t])) + �y

k (17)

To be able to sign (17), one needs to evaluate �y
k at the national and aggregate

level. In this setting, given that factor prices are kept constant, the change in national

income is just given by the change in tari� revenue and the change in aggregate income

is given by the change in tari� revenue plus the change in �rm 1 pro�ts. Thus:

�y
na = �tq

a

2 = �t
��mc� 2t

3�
(18)

�y
ag = �tq

a

2 +��1 = �t
��mc� 2t

3�
+ t

2(mc� �)� t

9�
+ 4t

� �mc� t

9�

= t
��+mc+ t

9�
(19)

Finally, substituting (18) and (19) into (17) and after some simpli�cations, one ob-
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tains:

�u
na = t

2(mc� �) + 11t

18�
(20)

�u
ag = t

2(��mc) + t

18�
(21)

Equation (20) suggests that the change in national welfare may be negative following

the formation of a ta. Indeed, by setting the right hand side of (20) larger than zero,

and solving for t it yields:

t >
2(� �mc)

11
= t

cuna (22)

where t
cuna is the minimum tari� for which the formation of a ta increases welfare

at the national level.

Equation (21) suggests that the change in aggregate welfare is always positive

since � > mc if �rms are to enter the market. It follows that tcuag = 0, where t
cuag

is the minimum tari� for which aggregate welfare increases after the formation of a

ta.18

Figure 1b illustrates the change in aggregate and national welfare as a function of

the initial tari� level among partners (i.e., equations (20) and (21)). The change in

aggregate welfare is monotonically increasing with the level of the initial tari�. Thus,

aggregate welfare always increases following the formation of a ta, regardless of the

initial tari� among potential members. The change in national welfare is non-negative

if and only if t � t
cuna which indicates that for very low initial tari�s among potential

members there may be some welfare losses at the national level. This is due to the

loss in tari� revenue that is redistributed to foreign �rms' pro�ts and therefore not

included in national welfare.

For very high tari�s the change in national welfare may be larger than the change

in aggregate welfare (i.e., if t � 2(��mc)=5 = t
�). The reason is that for initial tari�s

18We exclude import subsidies.
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that are higher than t
�, then �rms pro�ts decline as previously discussed. Thus, as

the di�erence between national and aggregate welfare is given by foreign �rms' pro�ts,

this implies that the change in national welfare must be higher than the change in

aggregate welfare whenever the change in foreign �rms' pro�ts are negative.

6

-

...................................
t = 2(� �mc)=11 t = 2(� �mc)=5

�v
k

t

�v
ag

�v
na

Figure 1b: Change in national and aggregate welfare

These results may be seen as con�rming the fear that an important share of ta

gains are captured by mncs even in the absence of strategic transfer pricing issues.

They also con�rm results in perfect competition, though the mechanisms at work

are di�erent. In Bhagwati and Tironi (1980) the result is obtained through income

redistribution from foreign factors to national factors through the Stolper-Samuelson

theorem whereas here redistribution goes from tari� revenue to mncs pro�ts.

However, one should note that mncs and nationals interest in the formation of a

ta are not directly antagonistic, though there is income redistribution from nationals

tari� revenue to �rms pro�ts. If the initial tari� is in the range 2(� �mc)=11 < t <

2(� � mc)=5, then both nationals and mncs gain from ta formation. This is the

case if for example governments initially �xed tari�s by maximising tari� revenue or

aggregate welfare.
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If governments set tari�s in order to maximise tari� revenue, then their optimisa-

tion problem is given by:

R = max
t

t q
a

2 (23)

where R is tari� revenue. To solve this problem, one needs to substitute the optimal

value of qa2 in equation (7) into (23); then partially di�erentiate R with respect to t

and equalise the result to zero. Solving this for t, yields the tari� revenue maximising

tari�, noted t
tr:

t
tr =

��mc

4
(24)

Note that tcuna < t
tr
< t

�, which implies that if the initial tari� is equal to t
tr, then

both mncs and nationals bene�t from the formation of a ta.

If the government initially maximises aggregate welfare, then the optimal tari�,

denoted t
ag, is obtained by partially di�erentiating (15) when k = ag with respect to

t. Recall that the change in aggregate welfare is given by the change in tari� revenue

(i.e @R=@ta) plus the change in �rm 1 pro�ts in market a (as we are looking for the

optimal aggregate tari� in country a and markets are segmented). This yields:

@u
ag

@t
=

��mc� 3t

3�
= 0 (25)

Solving (25) for t, one obtains tag = (��mc)=3 which is larger than t
cuna and smaller

than t
�, implying that both national and �rm 1 pro�t increase following the formation

of a ta if the initial tari� is tag.

On the other hand if the government initially maximises national welfare, then

the optimal tari� is obtained in a similar way except that the change in �rm 1 pro�ts

should not be included as part of the change in national income. Then the optimal

national tari�, denoted t
na, is given by t

na = (��mc)=11. This in turn implies that,

following the formation of a ta, national welfare falls (as tcuna > t
na) whereas mncs

pro�t increases (as t� > t
na).
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Results of this section can be summarised as follows:

t
�
> t

ag
> t

tr
> t

cuna
> t

na
> t

cuag = 0 (26)

Therefore, the level of initial tari�s is crucial to detect who gains from ta.19 Deter-

mination of initial tari�s is discussed in section 3 where it is shown that if tari�s are

politically determined then the initial tari� is tag. Then as indicated by (26) both

national welfare and foreign-owned �rms pro�ts increase. This would imply that both

nationals and home-based mncs do not have conicting interest when envisaging a

ta.

In Olarreaga (1996b), it is shown that the result summarised in (26) is robust

to other types of competitive rivalry, production costs di�erentials and di�erences in

demand structure, so long as product substitutability is not too small. To abstract

from this case seems reasonable as the focus here is on oligopolistic markets, and

with low degrees of product substitutability results are closer to the ones obtained

previously for monopolistic markets by Tironi (1982).20

3 Why a simultaneous rise in FDI and TA?

The importance of the relative initial tari� di�erential has been discussed in section

2. In this section, I focus on the determination of initial tari�s to explain why some

types of ta are more likely to be formed than others in the presence of fdi.

19This inequality is also veri�ed in a setting with n �rms per country andm countries if the number

of �rms per country is not too large. If the number of �rms per country is large and considering that

under Cournot competition perceived marginal revenue is below true marginal revenue, then when

rising tari�s, domestic �rms sell `too much' in the domestic market and the domestic price may go

down. In the two country world we can show that for the inequality to hold the number of �rms per

country has to be smaller than 5.
20Further, in this paper it is assumed that �rms do not change their competitive behaviour after

market integration. Olarreaga (1996b), shows that integration, in the sense of a bilateral tari�

reduction will not lead to more collusive behaviour among �rms, except under rather implausible

assumptions.
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If the government in country a is only concerned by nationals social welfare, then

it will set a tari� equal to t
na and the formation of a ta is immiserising under all

possible scenarios considered in section 2 (tcuna > t
na). mnc's bene�t from the market

enlargement (t� > t
na). It is then di�cult to explain within the model, the decision

by country a to form a ta with b, if the government is only concerned by national

welfare and the formation of the enlarged market is nationally immiserising.

An alternative assumption is that given revenue constraints in developing coun-

tries, governments may set tari�s at their tari� revenue maximising level. In this

case, the initial tari� (ttr) is larger than t
cuna. Then ta formation increases national

welfare and mncs pro�ts. However, one cannot explain within the model the forma-

tion of ta since the government loses: in trade-creating ta, assumed throughout this

paper, there is no tari� revenue left. The same conclusion is reached if we assume that

the governments objective function is the sum of tari� revenue and national welfare.

Moreover, in this case the tari�-revenue-concerned government initially �xes a tari�

below t
cuna and national welfare falls when the ta is formed.

However, the literature on trade and political economy has an alternative ex-

planation to the formation of tari�s. Firms lobby for protection in order to ensure

larger pro�ts, whereas governments (or political parties) respond to �rms demand

for di�erent possible reasons. Consider, as in Grossman and Helpman (1994), that

the incumbent government accepts lobbies' contributions to �nance their political

campaign. Then to apply directly Grossman and Helpman's political equilibrium for

tari�s to our setting we need to assume that there exist several mncs operating in the

host country.21 The utility function is quasi-linear on m
a and additive and quadratic

on quantities produced by mncs:

u
a =
X

j

�(qa1 + q
a

2)j � �(qa1 + q
a

2)
2
j
+m

a (27)

21If there is only one �rm, the endogenous tari� will be set through a bargaining process so that

the non-cooperative equilibria of Grossman and Helpman may not apply.
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The additive form allows us to abstract from substitution e�ects in consumption be-

tween goods produced in the host-country by di�erent mncs. On the other hand, we

still assume that in each j sector the home based mnc (�rm 1j) faces competition

from a foreign competitor (�rm 2j). Assuming that all �rms (1j and 2j) have identi-

cal marginal costs and given demand symmetry, all politically determined tari�s are

equal. Then as in Bernheim and Whinston (1986) assume that all lobbies (mncs)

move simultaneously, as multiple principals in the political game, by facing their com-

mon agent {the government{ with contribution schedules conditioned on the vector

of domestic prices.22 In the �rst stage of the political game, lobbies announce their

contribution schedule to the government and in the second stage the government sets

trade policy and lobbies donations are paid.23 Then the government in country a

chooses tari�s by maximising:

w
na =
X

j

Cj + u
na (28)

where Cj is the contribution schedule of the mnc in sector j; wna is the government

objective function and u
na the national utility function as before.24 Then if as in Bern-

heim and Whinston (1986) contribution schedules are truthful, @Cj=@tj = @�1;j=@tj.

That is, the marginal cost for the mnc of a slight increase in tari�s (i.e., the increase

in contributions to the government) equals its marginal gain (i.e., the increase in

mnc's pro�ts).

We then have that the �rst order condition to the government problem in sector

j is given by:
@w

na

@tj
=

@�1;j

@tj
+

@u
na

@tj
=

@u
ag

@tj
(29)

22Note that here there is no quid-pro-quo fdi as in Bhagwati (1987) where foreign-owned �rms

lobby for lower protection.
23Baldwin (1993) suggests that the enforceability assumption (i.e. lobbies pay after trade policies

are announced) may not be necessary in a repeated game setup.
24To simplify, I assume that social welfare and contributions have the same weight in the govern-

ment objective function.
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The problem of the politically concerned government is then identical to the problem

of the government concerned with social aggregate welfare. We then have that the

politically determined tari� equals tag. In section 2 we have seen that t
ag

> t
cuna.

Then if the initial tari� was politically determined, then the formation of a ta in-

creases national welfare. Equivalently and under the same conditions it increases

mncs pro�ts (i.e. t
�
> t

ag). Thus, under these assumptions the formation of a ta

could be endogenously explained since all agents in the economy bene�t from it.

Now, within this setting we explain why the increase in fdi in the last decade

may have raised the interest that host-countries had in ta. Suppose that initially

country a had no �rms producing the imperfectly traded good and that all foreign

�rms (owned by residents in country c) are located in country b and selling in both

a and b markets. Then the (endogenous) tari� in a will be given by t
na. The reason

is that as there are no �rms in a, then there are no contributions to the government.

The objective function of the government is then given by:

@w
na

@tj
=

@�1;j

@tj
+

@u
na

@tj
= 0 +

@u
na

@tj
=

@u
na

@tj
(30)

Thus, the problem of the politically concerned government in the absence of con-

tributing �rms is identical to the problem of a national welfare maximiser government.

Thus, the optimal endogenous tari� in this case is tna. The rationale for a tari� in

the absence of �rms producing in countries a is based on terms of trade e�ects. Note

that tna is smaller than t
cuna implying that national welfare would fall following the

formation of a ta. Country a would then rationally refuse any trade integration

program. The reason is that the terms of trade loss implies that the consumer gain

cannot overweight the tari� revenue loss.

Then assume that a host one foreign-owned �rm. The endogenous tari� in country

a would be tcuna < t
ag
< t

�. Thus, both mncs and nationals in a would bene�t from

the creation of ta, which is then endogenously explained. This implies that after the

entry of fdi, countries a and b gain from a mutual elimination of tari�s (assuming
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that the same political game in country b and that all �rms in country b are owned by

residents in country c). The reason is that contributions by the foreign �rm to country

a's political process compensate the government in country a for the terms of trade

loss due to the formation of the ta. Therefore the presence of fdi makes ta more

attractive which may explain the simultaneous increase of these two phenomenons in

the last decade.

Alternatively, one can explain the simultaneous rise in fdi and ta formation by

comparing incentives to form a ta when all �rms are owned by domestic residents

to incentives when �rms are owned by foreign residents. fdi can then be seen as

foreigners acquiring domestic �rms. When all �rms are owned by domestic residents,

then the problem of the politically concerned government in country a becomes:25

@w
na

@tj
=

@w
ag

@tj
=

@�1;j

@tj
+

@u
ag

@tj
=

5(� �mc)� 7t

9�
= 0 (31)

Solving (31) for t, yields t? = 5(��mc)=7. The reason why the initial tari� is higher

in this case than in the case where �rms are foreign owned, is that in this case �rms

pro�ts enter twice into the governments objective function: �rst as contributions to

the government as before and then as income to nationals into the welfare function

as the �rms are domestically owned. Note that t? > t
� which implies that �rms in

the imperfectly competitive sector will loose from the formation of the ta, given that

the initial tari� is su�ciently high. Thus, the formation of the ta will be politically

unfeasible if all �rms are owned by domestic residents.

On the other hand, if �rms are foreign owned, the optimal initial tari� is tag and

as seen before both mncs and national will bene�t from the creation of a ta, which

will then be politically feasible.

If these interpretations of tari� setting are plausible, one has a potential clue to

the observation of increasing fdi and interests in ta noted in the introduction. The

25Note that in this case aggregate welfare equals national welfare as there is no fdi.
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increasing presence of fdi in developing countries may explain the rising interest for

regional trade arrangements between the developed and developing world. To see

this, just assume that country a is a developing country with initially no foreign �rm

producing in its territory. fdi to the developing country will then make the prospects

of a ta more attractive.

4 Concluding remarks

An argument often put forward against ta formation in the presence of fdi, is that

gains from ta are captured by foreign-owned �rms, whereas national welfare is un-

changed or falls. It is shown that this line of reasoning is not justi�ed when �rms

trade in oligopolistic markets. Under reasonable assumptions both national welfare

and foreign-owned �rms pro�ts gain from the creation of an enlarged market. It fol-

lows that if trade policies are endogenously formed, then the increase in fdi and the

number of regional integration arrangement in the last decade are probably related

facts. Indeed if foreign-owned �rms gain from ta formation they will tend to lobby

in the host country for the formation of this enlarged market. As shown in section

5, if in the absence of fdi the national government has no interest in forming a ta

(because initial tari�s would be already relatively low), after the entry of fdi, this

possibility becomes more attractive and both nationals and foreign-owned �rms gain

from it.

If it was often suggested that ta formation attracted fdi due to the prospects of

higher pro�ts in larger markets, this paper shows that the reverse is also true: fdi

attracts ta due to the prospects of higher gains for nationals in the presence of fdi.

The paper also helps explain why North-South trade integration programs emerged

in the last decade based on the increasing presence of North fdi in the South. The

idea is that if endogenous tari� are equal then both regions gain from integration,

whereas if tari�s are su�ciently di�erent one country may lose. fdi from the North
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to the South tend to equalise initial tari�s and both regions gain from ta formation.

Again, fdi attracts ta.
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