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Abstract: The number of preferential trade agreements (PTAs) has increased tremen-
dously since 1990. The natural question to ask is why. PTAs are not only about lowering
down tariffs further than the most favoured nation (MFN) tariff levels. There are many
economic and non-economic policies other than border policies that are addressed in PTAs.
Trade agreements dealing with border policies (tariffs) are referred to as “shallow”; and
those that are dealing with a broader set of policies are referred to as “deep”. Therefore,
PTAs are about something deeper. Parallel to the increase in the PTAs, trade in interme-
diate inputs has grown exponentially over past decades. Therefore, the first question that
arises is whether trade in intermediate inputs generates the need for deep integration. In
this dissertation, we show that the nature of trade in intermediate goods requires deep in-
tegration. The second question to be addressed is whether the deep trade agreements need
to be preferential. With a three-country model, we show that the deep bilateral agreements
are rarely chosen over the shallow agreements. Finally, by introducing the deep integration
in the multilateral trading system, we conclude that although trade in intermediate inputs
calls for deep integration, they do not call for deep PTAs. However, deep integration is
better implied under multilateral agreements. Therefore, the deep integration in economic

policies does not contribute to the increase in the number of PTAs.
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Chapter 1

Introduction

The number of preferential trade agreements has increased rapidly over the past couple of
decades. But why do we have so many PTAs? Article XXIV of the General Agreements on
Tariff and Trade (GATT) and its successor, the World Trade Organization (WTO) grant
an exception of the two key principles, reciprocity, and non-discrimination, to the countries
that form a preferential trade agreement. However, recent studies argue that the PTAs are
not only about lowering tariffs among the member countries!. Therefore, the PTAs should

be about something deeper.

When trade agreements are dealing with negotiations over the border policies, they
are referred to as shallow integration. This type of agreement is what we see in the
current GATT/WTO agreements. However, if the trade agreements include a broader set
of policies, specifically domestic (behind-the-border) policies, they are referred to as deep

integration. Currently, PTAs are deeper in the sense that they cover substantially more

1See, for example, [ 1, [ ], [ ],

and [ ]



provisions than the shallow ones, which focus mostly on tariff liberalization. Therefore,
the first question to ask is whether the need for deep integration is the reason for the

tremendous rise in PTAs.

Not all the deep PTAs are narrowly economic. Some of the non-narrowly economic
policies that have been addressed in the PTAs are harmonization of law, government
procurement contract, and the right to sue the government. However, these types of
provisions are hard to consider in an economic framework. Therefore, in this thesis, we
refer deep to an agreement which includes broader sets of narrowly economic provisions

such as domestic tax/subsidies.

The second question to ask is when there a need for deep integration? Parallel to the
rise in the number of PTAs, trade in intermediate inputs has been increasing in recent
years. Some studies suggest that the nature of trade in intermediate inputs calls for deeper
policy negotiations. Therefore, we continue the literature on trade in intermediate inputs
and ask if there is a need for deep integration when the trade is intermediate inputs? And
does the deep agreement need to be preferential? Finally, we ask if the deep agreements

operate better under multilateral agreements?

In the first chapter after the introduction, we answer the above questions with a three-
country model where the trade is in intermediate inputs. In this chapter, a bilateral trade
agreement is referred to as a PTA, while a multilateral agreement is when all three countries
are trading. We consider that all the countries are WTO members and ask if there is any
incentive for two of the countries to form a deep bilateral agreement? We show that the
deep bilateral agreement is rarely chosen over the shallow integration. The non-member
country’s choice of behind-the-border policy has an impact on the member countries’” PTA
formation. Further, we examine the welfare effect of deep agreements under the multilateral

trading system for each country. We show that deep agreements are essential, but it should



be multilateral.

In the second chapter, after the introduction, we address the above questions when
there is a potential hold-up problem. More specifically, we assume that the hold-up prob-
lem might arise from the fact that the input production in the exporting countries may
require a sunk investment before the trade. For example, we can assume that the produc-
tion of intermediate inputs may require installation of capacity for a feasible production,
and this capacity installation is irreversible. By examining the welfare effect of shallow,
deep bilateral, and deep multilateral agreements, we show that although deep bilateral
agreements can be chosen over the shallow agreements, countries have the incentive to

move to deep multilateral agreements.

In the last chapter, we consider a more general case of a hold-up problem in which the
contract between buyers and sellers of intermediate inputs (trading parties) is imperfect and
compare the result with the one where the contract is perfect. In particular, we consider
two alternative options for the import of intermediate inputs: outsourcing versus foreign
direct investment (FDI). The former occurs when a firm imports its required intermediate
inputs from an independent supplier and the latter happens when the firm obtains its
intermediate inputs from a wholly-owned subsidiary. Furthermore, we assumed that the
contracts between trading parties could be better enforced under FDI. Therefore, the price
of the traded inputs under outsourcing is not determined through market-clearing condition
and the trading parties bargain over the price. We show that the hold-up problem does not
play a key role in the need for deep trade agreements and the nature of trade in intermediate
inputs calls for the deep agreements. Also, we show that deep trade agreements have an
impact on the structural form of the firms; that is deep trade agreements motivate firms
to choose to outsource over FDI. However, in this chapter, with a two-county model, we

are not able to answer whether the need for deep integration motivates countries to join



PTAs.



Chapter 2

Shallow, Narrow and Deep Trade

Agreements

2.1 Introduction

Preferential trade agreements (PTAs) have become very popular, and their numbers have
increased to over 400 since 1990. As of June 2016, all members of the World Trade
Organization (WTQ) are participating in at least one type of PTA. But why are there so
many preferential trade agreements? The majority of PTAs are “deep” in the sense that
they cover substantially more policy areas than the “shallow” agreements that focus mostly
on tariff liberalization. Therefore, the natural question to ask is whether the increase in

the number of PTAs is attributable to the importance of deep integration.

In this chapter, we study whether a need for deep integration justifies the increase in the
PTAs. More specifically, we first study the reasons behind the need for deep integration.

Then, in a setting that requires deep integration, we show that deep integration should
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not necessarily be preferential, and they could operate better under a multilateral trading
system. Therefore, deep agreements cannot be considered as the sole reason for the increase

in PTAs.

Article XXIV of the General Agreements on Tariffs and Trade (GATT) and its succes-
sor, the World Trade Organization (WTO), grants an exception on the two fundamental
principles, reciprocity and non-discrimination, to the countries that form a preferential
trade agreement. Therefore, the question is whether the tariff reduction further than ne-
gotiated most favored nation (MFN) is the reason for increase in the PTAs? This article
allows a group of countries to form PTAs and discriminate between the member and non-
member countries by eliminating tariffs on “substantially all trade” between them. The
purpose of the PTA formations based on Article XXIV’s reasoning is the welfare and trade

improvements that are caused by tariff elimination.

However, PTA members are not always committed to this rule. Recent studies have
noted that the increase in the share of the world trade between PTA members and intra-
PTAs is not entirely due to the preferential tariff arrangements.

[ ] examine the possible incentives of the PTA members for a positive internal tariff
rate and conclude that the member countries benefit from not eliminating their internal
tariff on each other when they are engaged in a free trade agreement (FTA).

[ | study the import flow based on the tariff levels for the 20 largest importers,
which covers 90% of the world trade, and conclude that only 16.3% of the global trade
has a positive preferential margin. Also, they note that the share of preferential imports
with high margins (above 10%) is small for most countries other than intra-EU trade and
imports of Mexico. Furthermore, 52% of world trade is taking place under zero MFN
tariff. Thus, no preferences can be granted. Another study shows that in 2007, around

two-thirds of the tariffs with MFN rates above 15 % have not been reduced through PTAs



for 85 countries that cover about 90 % of the world trade ( [2011]). Moreover,
in the real world, the PTAs do not always lead to zero tariffs, and the tariff concession can
only be limited to a specific amount of import from the partner country. For example, a
preferential agreement between the US and Australia led to a zero tariff imported butter
from Australia only for the 3,000 tonnes per year, and the excess amount of the butter
imports is subject to the MFN tariff rate ( [2012]). Therefore, PTAs are about

something deeper.

Besides the increase in the number of PTAs, the scope of policy coverage has gone
beyond the traditional border levels. The majority of the PTAs signed after 2003 are
referred to as deep PTAs, which include at least ten legally enforceable provisions (see

[2017] for more details). [2017] noted that
European countries are involved in PTAs with the highest depth, which is mostly due
to the strong integration inside the EU. As of 2015, the EU members are engaged in 36
agreements, and each member deals on average with more than 25 provisions with its PTA
partner. The next highest depths of PTAs belong to the agreements signed by Japan
and the Republic of Korea with an average of 21 and 20 provisions, respectively. Other
countries such as the United States, Australia, Taiwan, China, and most Latin American
countries established a relatively deep relationship with their partners, although shallower
compared to European countries. Finally, South East Asian countries have the lowest

depth of agreements and mostly focused on shallow agreements.

Therefore, our main questions in this chapter are as follow: First, does the increase
in the number of PTAs attribute to the importance of deep integration? Second, why is
there a need for deep integration? Finally, does the deep integration need to be under a

preferential trading system or it can be under a multilateral one?

To answer the first questions, we need to know the scope of deep integration under

7



PTAs. Deep integration under the PTAs is categorized into two groups: non-narrowly
economic and narrowly economic provisions. The former refers to policies such as har-
monization of law, government procurement contracts, the right to sue the government.!
The latter refers to domestic (behind-the-border) policies such as domestic taxes/subsidies.
Since the non-narrowly economic policies are hard to be addressed in a theoretical frame-
work, in this chapter, we focus on the narrowly economic policies as the behind-the-border

policies.

Furthermore, trade is no more only about the final-goods. Using OECD input-output
table, [ ] concluded that trade in intermediate inputs has been
growing at an average of 6.2% for goods and 7% for services between 1995 and 2006.
Similarly, [ | concluded that in the late 1990s, intermediate goods
comprised about 60% of total international merchandise trade for many of the industrial
economies. The changes in the nature of trade, from final-good to intermediate good,
have an impact on the scope of policy coverage of trade agreements, which WTO rules
have not considered. Therefore, to answer the second question, we examine if trade in the

intermediate goods calls for deep integration.

The results presented in this chapter are using a three-country model in which we ex-
amine the impact of shallow multilateral, deep bilateral, and deep multilateral agreements
on the welfare of all countries. We consider three symmetric countries, A, B, and C,
where each country produces a non-numeraire final-good, two intermediate inputs, and
a numeraire good. For producing the final-good, each country needs to import the re-
quired inputs from the other two countries. The final-goods are consumed domestically,

and the intermediate inputs are either consumed domestically or exported to be used as

IFor more details on the harmonization of law and government procurement contracts see

[1995] and [2015].



an input for the final-good production of the other two countries. The government in each
country can impose import tariff/subsidies on the imports of intermediate inputs, and im-
pose behind-the-border policies on the domestic consumption in the form of consumption

tax /subsidy.

Starting from the Nash equilibrium, we show that the Nash equilibrium border and
behind-the-border policies are inefficiently high. As a result of that, the input trade levels
are inefficiently low. We further show that welfare improves for all countries when countries
start negotiating over the border policies. However, since the behind-the-border policies
are not negotiated under the shallow integration, we examine whether there is an incentive
for the countries to deviate from the Nash level behind-the-border policies and conclude

that shallow agreement is equilibrium.

Moreover, we introduce the possibility that two of the countries sign a deep bilateral
agreement, and we define it as “narrow deep” bilateral agreement. The member countries
of the narrow deep agreement enjoy the improvement in their welfare levels. However,
there is no binding contract between the member and non-member countries regarding
the non-member country’s behind-the-border policy, which gives an incentive to the non-
member country to deviate from its shallow level behind-the-border policies and increase
its welfare. In addition to that, the non-member deviation leads to lower welfare for the

member countries. Thus, the narrow deep agreement is not always an equilibrium.

Finally, we introduce the deep multilateral trade agreement, when all of the countries
reduce their border and behind-the-border policies to zero and conclude that the welfare
and input production levels for all of them improve under this type of agreement. This
result leads us to conclude that the rise in trade of intermediate inputs calls for deep negoti-
ations. However, deep integration is not necessarily preferential. The deep agreements are

better implied under the multilateral trading system where all countries benefit from the



trade agreement. Therefore, the inclusion of narrowly economic policies in PTAs cannot

justify the rise in these types of arrangements.

This chapter contributes to trade agreements literature in two ways: First, by consider-
ing the international trade between final-good producers and input suppliers, we show that
the policy choices of the government can affect the volume of trade and welfare in each
country. [2012] and [2008] considered the impact
of trade liberalization on the volume of the trade when trade is in intermediate inputs.
The authors studied a relationship-specific investment between the buyers and suppliers of
the intermediate inputs that led to a hold-up problem and showed that trade agreements
could alleviate the under-investment in the level of inputs that occurs in the presence of the
hold-up problem. [ | examined the impact of international trade
agreements when the policies under trade agreements are exogenous.

[ ] considered the effect of different types of trade agreements and the resulting optimal
policies on the volume of trade. In this chapter, we abstract from the incompleteness of the
contracts; thus, we ignore the possibility of the hold-up problem between the input buyers
and sellers. We show that the nature of trade in intermediate goods in itself is sufficient

to motivate countries to join trade agreements.

Our second contribution to the literature is through introducing the deep integration
and emphasizing that there need to be more profound trade agreements under such condi-
tions. [ | was the first to address the need for a deeper form of integration.
The author noted that an increase in international production networks requires agree-
ments that smooth the difficulties related to the national policies. Later on,

[ | showed that the rise of offshoring, which is accomplished with the possibility
of the hold-up problem, generates the need for deep trade agreements. Therefore, we also

contribute to the literature on the role of WTO on liberalization. [ ]
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used a two-country model and suggested that the WTO-member countries that experience
an increase in the offshoring might seek preferential trade agreements as a way to achieve
deep integration. More specifically, they concluded that the rise in offshoring and its im-
plication for international price determination challenges the effectiveness of the current
WTO approach toward liberalization. Therefore, countries that seek trade liberalization
prefer to join the preferential trade agreement. However, to examine whether deep integra-
tion is achieved under the preferential trade agreement, we need to have a third country to
see how a preferential trade agreement is affecting the member and non-member countries.
In this chapter, we introduce such a three-country model and show that the need for deep
integration cannot always be fulfilled through PTAs. That is, the deep integration through

the multilateral trading system can benefit countries more.

The remainder of this chapter is organized as follows: in sections 2.2 to 2.3, we outline
our basic model and the specific timing constraints considered in it. In section 2.4 we
introduce our equilibrium concept in the model. In section 2.5, we introduce the deep
multilateral agreement and show that all the countries can improve their welfare when the
border and behind-the-border policies are negotiated. In section 2.6, we consider the non-
cooperative Nash equilibrium policies when countries unilaterally maximize their welfare.
In section 2.7, we introduce the shallow integration and show the improvement in the
welfare of all countries when they negotiate over the border policies, given the Nash level
behind the border policies. In section 2.8, we examine the possibility that two of the
countries might engage in a narrow deep bilateral and examine if this type of agreement is

viable. Section 2.9 concludes this chapter.
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2.2 Basic Model

In this section, we construct a perfectly competitive equilibrium model of trade between

three countries: H € {A, B, C'}. Each country produces four goods: a non-numeraire final-

H

good Xy, two intermediate inputs, z;", and xf , and a numeraire good z. To produce the
final-good Xpg, each country needs to import the required inputs from the other two coun-
tries. That is, the domestically produced intermediate inputs are consumed domestically
or are exported to the other two countries as an input for final-good production. We could
easily assume that there exists a rest-of-the-world as a secondary market for the inputs
that are produced in the country H. However, to avoid the complexity of the model, we
assume that each country either consume its intermediate inputs domestically or export it

as an input for the other two countries.

The government in each country has access to border and behind-the-border policies
to affect trade in intermediate inputs between the final-good producers and intermediate

input producers.

The details on the model are described as follow:

2.2.1 Consumer preferences

The preferences of the representative consumer in country H over the consumption of four

goods can be represented by a quasi-linear utility function as:
U" =D, +u(Dx,) + w(Dyr) + u(Dyr) (2.1)

where D, is the consumption of numeraire good, Dx,, = D(px,,) is the consumption of

the final-good H, and D,n = DH(p%H) and D, = DH(px;_q) are the demand for the

12



domestically produced inputs x and a:f in country H. The sub-utility functions are
quadratic in consumption of final-good and intermediate inputs and are represented as:

2
Dx,,

U(DXH) :OéDXH + 9 5

2

2.2.2 Production

The technology for the production of the intermediate inputs in each country is represented

as a quadratic cost function with the marginal cost defined by:

CH =c+ a2 (2.2)

where ¢ > o > ¢ > 0. Therefore, each country has a comparative advantage in the
production of inputs z7 and xf . That is, the technology in each country for the production
of intermediate inputs is not the same, and only country H can profitably produce the

intermediate inputs z, v € {i, j}.

Once the final-good producers in country H obtain the required inputs, they produce

the final-good following a Leontief production function:

Xy =min{x!, 2/} where H,I,J € {A B,C} (2.3)

R

The above production function justifies that the inputs needed for the final-good are
perfect complements, and both are necessary for the production. That is, the final-good
producers in country H have to use inputs from country I, z!, and J ,xj . Therefore, trade

over intermediate inputs involves all the three countries. Also, the intermediate input

13



exporters are not competing over the export level to the final-good producing country
directly; however, they can manipulate the final-good producers’ demand for the inputs

and indirectly impact the export levels.

We assume that the production cost of the final-good is zero, and the only cost associ-
ated with the final-good production is the cost that each firm has to pay in order to obtain

the necessary inputs from abroad. That is:
TCx, = pyi-D" (py1) + 07D (pa) (2.4)

where pfh, pH, DY (py1), and DH (ij) are the prices and demand of inputs z] and 27 in
i J

country H.

The numeraire good z in each country is produced by a constant returns to scale
technology. The supply of labor in each country is sufficiently large to have a positive
numeraire good production in all the three countries. Therefore, the equilibrium wage (the

price of numeraire good) is normalized to one for each country.

2.2.3 Government

The government in each country can choose to impose border and behind-the-border poli-
cies in order to maximize their welfare. That is, the government in each country imposes
import tariff (or subsidy) on its import of intermediate inputs, 7,,v € {i,j}, referred to
as border policies. Also, the government in each country imposes domestic policies (con-
sumption subsidy/tax) on the consumption of domestically produced inputs, o,, referred

to as behind-the-border policies.

14



2.2.4 Equilibrium

Given the equilibrium level of government policies, the consumer’s objective is to maximize
their preferences. Using, the utility function 2.1, and the sub-utility function, the market

demand for the final-good, and the domestic inputs in country H are given by:

D(pXH>:a_pXH7 DH<px§):¢_px{,{ (25)
where v € {i,7}. To justify the positive demand of intermediate good abroad, we have
assumed that a > ¢.

The final-good and intermediate input producers in each country maximize their profit,

respectively, as follow:

max{px, X — (51 + poy) Xu} (2.6)
1
max{pfyxf - cavf - é(xf)Q} (2.7)

where pfi , v € {i, 7} is the producer’s price of intermediate goods in country H. Following
the profit maximization in the perfectly competitive equilibrium model, the price of the

final-good Xy in country H can be written as:

pxy = (0L +7)+ @ +7)

where pii =c+ux; — 0y, pgj = c+xj—o0j, 7;, and 7; are the producer’s price of intermediate
inputs, and the trade tax (import tariff/subsidy) that H imposes on the imports from

countries I and .J, respectively.

The pattern of trade between all the three countries can be shown as follow:

15



It is clear from the above graph that to produce final-goods each country is required to
import inputs from the other two countries while it exports its inputs as an input for the
production of final-goods in other countries. However, since all the countries are symmetric,
we can take a snapshot of the above graph and focus on trade of intermediate inputs
between the buyer and seller of intermediate inputs for a specific final-good. Therefore,
from this point onward, we can assume that each country is once a home country (h) for
the production of final-good X that imports intermediate goods z; and x; from countries

7 and 7, respectively. The pattern of trade can be simplified as follow:

Therefore, the government in country h chooses a specific trade taxes 7; and 7; (border
policies) on its import from country i and j, which is a wedge between the local price and

international prices:

px = (pi + 1) + (pj +175) (2.8)

16



Where py,p;, and p; are the consumer price of final good X, and producer price of input
1, and input j in country h, ¢, and 7, respectively. In addition to the border policies, the
governments in country ¢ and j choose a behind-the-border policy (tax or subsidy), o;
and o, respectively. The governments redistribute the revenue from these policies in a

lump-sum fashion equally to all agents.

Therefore, equations (2.3)-(2.8) combined with the market clearing condition for each

good implies the following equilibrium prices for the final-good and intermediate inputs:

2t a)—wi—xjF oo T+ T

DPx 3
p':¢+Oé_2xi+xj+20'i_0-j_7—i_7—j
K3 3 Y
+a— 22 + 3+ 205 — 05 — Ty — T
pj:¢ a—2z;+x SUJ O —Ti —Tj (2.9)

Given the perfect competitive assumption, by equating the input producers’ prices to

the marginal cost, the world supply of inputs z; and z; are determined as:

_2(¢+Oé—30)+30i—0'j—27'i—27'j
= 3 ,
2(¢p+ a—3c)+30; —o; — 21; — 27,
I’j:
8

Z;

(2.10)

Finally, by substituting the equilibrium prices in equation (2.9) into equation (2.5), the
equilibrium demand functions can be derived as:

(a—2¢)+zi+x;—0;—0; —T; —T;

D(px) = 3
i 20 —a) + 2z, —xj+ 0, + 0+ T+ T
D(py) = HO = SN T
; 20 —a)+ 2z, —xi+o;+o; +1+ T
D(p§)=< )+ 21, 3 ’ : (2.11)
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where D(px), D(p!), D(pj), p!, and p; are the demand of final-good X, demand of inputs
x; and z; in country h,i and j, and the consumer prices of inputs in country 7 and j,
respectively. It is clear from the above equations, the import tariffs imposed by country
h increase the price of the final-good, leading to lower demand for the final-good and the
imported intermediate good in the home country. The reduction of the final-good produc-
ers’ demand for the intermediate inputs decreases the level of input productions. Also,
since the demand for the export in country i(j) has reduced, the domestic consumption
will increase. The consumption subsidy in country i(j) increases the demand for domestic
consumption, which increases the production of the inputs in the country i(j). However,
an increase in consumption subsidy increases the price of the final-good X and the demand

for the final-good decreases.

Given the quasi-linear preferences, a country’s welfare is defined as the sum of the
consumer surplus, producer surplus, and the tariff revenue (or the subsidy loss). The
country i(j) is the exporter of the intermediate inputs, and the only policy in its disposal
is the behind-the-border policy (subsidy), which is represented as a loss to the welfare.
Moreover, the producers surplus in country h is equal to zero, and the welfare is just the
sum of the consumer surplus from the final-good consumption and the tariff revenue from

the imported inputs z; and z;. The welfare for each country is defined by:

Pi
c

¢ .
Wiow, pilos, 057 73)) = / D(p)dp + / +(p)dp — 0:D(p)
P}

@ Dj .
Wi(oj,p4(06,05,75,75)) = /j D(p)dp+/ z(p)dp — a;D(pj)
p; c
Wi (T3, 75, 0x (04,0, T, T5)) = / D(p)dp + 7;D(px) + 7;D(px) (2.12)
pPx
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2.3 Timing

The structure of the relationship between the importers and exporters of the intermediate
inputs is as follows: First, the government in each country sets its policy simultaneously.
The home country h imposes border policies on its import x;,z;, and country ¢ and j set
the behind-the-border policies on their domestic consumption. Second, the input producers
in country i(j) decides on the level of input production. Finally, the final-good producers
import the required inputs from countries ¢ and j and produce the final-good X. Being
able to set the policies before any production or trade take place allows each government
to impact the welfare level of the other two countries, and also allows the input producers

to produce accordingly and avoid any hold-up problem.

We start with deep multilateral trade, where the border and behind-the-border poli-
cies are both negotiated to zero and then move to the non-cooperative Nash equilibrium,
shallow, where the negotiation is only on the border policies, and narrow deep integration,
where the negotiation is over the border policies and behind-the-border policies only for
the member countries. The timing would be the same; however, the procedure for setting

the policies are different. More specifically:

e Under the non-cooperative Nash equilibrium, each country sets its policies unilater-

ally given the policy of the other two countries.

e Under the shallow trade agreements, countries cooperate only over the border poli-

cies, and behind-the-border policies are chosen non-cooperatively.

e Finally, under the narrow deep agreements, countries continue with the shallow level

border policies, while, two of the countries, h and i, sign narrow deep bilateral trade
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agreement and negotiate over the behind-the-border policy. Also, the country j, the

non-member country, determines its behind-the-border policy non-cooperatively.

2.4 Equilibrium Concepts of Trade agreements

In this section, we define two possible scenarios for the shallow and narrow deep trade

agreements:

(i) Myopic scenario: The government in countries ¢ and j under shallow agreements
and the government in country j under the narrow deep agreements can choose
a myopic policy instead of setting the behind-the-border policy optimally. Under
the shallow trade agreement, a myopic outcome occurs when the behind-the-border
policies of both countries ¢ and j remain fix at the original Nash levels; and under the
narrow deep the myopic outcome occurs when the behind-the-border policy of the
non-member country remains fix at the one under shallow integration. The myopic
outcome results in a viable equilibrium when there is no incentive to deviate for

country i(j) from the fixed Nash or shallow level behind-the-border policies.

(ii) Strategic scenario: Given the type of the agreement, shallow or narrow deep, the
behind-the-border policies in member non-member countries is determined optimally.
Therefore, the strategic response to the negotiated policies leads to a viable trade

agreement equilibrium.

Although the myopic outcomes are not equilibrium, to see how the results change when
countries decide to keep their behind-the-border policies at the Nash levels, we consider

the myopic outcomes as well as the strategic outcomes.
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2.5 Deep Multilateral Trade Agreement

Suppose that all the governments agreed to free trade in both the border and behind-the-
border policies so that they set their policies as 7; = 7; = 0 and 0; = 0; = 0. It can be
easily seen from the equations (2.10) and (2.11) that by implying free trade level policies

the input production and demand for final-good and intermediate inputs become:

¢t a—3c

- —
D) ?@_TO‘_C
D(px) = oz+¢—c

From this point onward, for simplicity, we assume that the size of the final-good producing
country is twice as big as the size of the input exporting countries (in terms of the final-
good H), i.e @ = 2¢. Therefore, the input levels and demand function can be rewritten

as:

0
v="0 Dlpx) =5, D) =7 where 0=0p—c

Finally, by substituting the equilibrium supply and demand for the intermediate inputs
and final-good in equation (2.12), the free trade level of welfare for countries i, j and h are

derived as Wi = W7 = 50%/16 and W" = 6?/8, respectively.

The symmetry implies that each country acts as a final-good producer, who earns W"
and at the same time acts as input producer for two different types of inputs ¢ and j that
earn W and W7 from producing and consuming those inputs. Therefore, the welfare of
each country for all the good that it produces and consumes will be equal to the sum of

the welfare from the final-good and intermediate good sectors
Wh=Wwh+ W'+ Wi =362/4
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2.6 Non-cooperative Nash equilibrium

In the absence of trade agreements, each country simultaneously chooses its border or
behind-the-border policies to maximize its domestic welfare; the home country chooses 7;
and 7; to maximize W" and country i and j choose o; and o; to maximize W* and W7,
respectively. Given the timing of the model, the policies (border and behind-the-border)
have a direct and indirect effect on the prices. The direct effect can be clearly seen from the
equation (2.9). However, the indirect effect passes through the impact of policies on the
supply of intermediate inputs, which can be seen in equation (2.10). The optimal policy

for each country is derived as:

@Wh 8Wh GW, apX (%Z i 0pX (%j

g = on o amon Tas, om0
g~ 0o T op T o ae om0y 0

The best response functions are derived as:

R (a—2¢) +z; + Zj —o0; —0; — 415 (2.13)

Ufz:(&—2¢)+xi+6$j—0'j—ﬂ'—7'j (214)

Since countries are symmetric, we can impose symmetry on policies. Thatis 7; = 7, = 7

and o; = 0; = 0. Therefore, we can rewrite the above best response function as:
N\R
R _ $i—|—$j—0'i—0'j _ $i—|—$j—2(0' )

< < (2.15)

T
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R_.Ti—i‘.iﬂj—Ti—Tj _.Ti+$j—2(TN)R
B 7 B 7

o (2.16)

By substituting z; and x; from equation (2.10), the best response functions can be derived

as:
B 30 — 67
13

Finally, the equilibrium level of Nash policies are derived as:

(o) = . o"(o)

It is easily seen that %27‘2/ < 0 and %27‘27 < 0 holds and that the non-cooperative Nash

policies are maximizing welfare for each country.

It is clear from the best response function that g—; < 0. That is, if the home country
reduces its import tariff, the response of country i(j) is to raise its behind-the-border policy
and an increase in the domestic demand to compensate for the welfare loss regarding their
export. Similarly, if country i(j) increase their consumption subsidy, the home demand for
inputs ( and the final-good) will decrease, leading to the home country increasing its import

tariffs. Therefore, the border and behind-the-border policies are strategically substituted.

Following the optimal non-cooperative Nash policies, import tariff, and consumption
subsidy, we can find the equilibrium level of welfare, supply, and demand for the interme-

diate and final-good.

Lemma 2.6.1. The welfare effect of Nash equilibrium on each sector and country compared

to deep multilateral trade agreements (free trade) is as follows:
(i) WY < W Wi < W'Z-FT,WJN < WJ-FT
(ii) wN =W —WIET <0
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(iii) oV — 2T <0
Proof. See the appendix A.2. m

The inefficiently high level of the border and behind-the-border policies in the absence
of trade lead to lower total welfare for each country; therefore, the intermediate input

suppliers produce at a level lower than the efficient level.

2.7 Shallow integration

Under shallow integration, all countries negotiate over the border policies. We have con-

sidered three types of negotiation for the border policies:

e first, the border policies are chosen optimally by maximizing the joint welfare W"W =

Wy, + W, + W;, 75" = argmax, WW, where v € 1, j;

v

e second, the border policies are negotiated toward zero;

e third, the border policies are negotiated to a level lower than the non-cooperative

Nash import tariffs, t < 7.

The WTO approach towards the behind-the-border policies is justified under the terms
of trade theory literature. [2011] and [2012] have pointed that
under non-cooperative Nash equilibrium the behind-the-border policies are set at efficient
levels. Also, [2012] has shown that efficiency under free trade is achieved if and

only if the domestic policies are fixed at their non-cooperative Nash levels.

Although we are not looking for the efficient level of behind-the-border policies in this

section, we use the literature justification on the shallow level behind-the-border policies
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and consider two scenarios for the behind-the-border policies. The behind-the-border poli-
cies are either fixed at the original non-cooperative Nash levels " or individually deter-
mined by countries ¢ and j. That is, given the shallow level border policies, the government
in country i and j re-optimize their behind-the-border policies using equation (2.16):

_l’i+$j—27'

ot(r) = L

It is clear from the above equation that (dj—: < 0. Therefore, a decrease in the level of
border policy 7 leads to an increase in the behind-the-border policies. The intuition for this
result is that the border policies are determined by negotiation of all the three countries,
that is, the home country takes into account the potential impacts of its tariff on the
welfare of countries ¢ and j. However, countries 7 and j determined their behind-the-border
policies unilaterally, and they only take into account their domestic welfare. Therefore,
the government in the countries ¢ and j manipulate their behind-the-border (consumption
subsidy) to extract welfare from the home country in addition to the welfare-improving

benefits that shallow integration brings for them.

Depending on the approach toward behind-the-border policies, we can define two sets

of shallow integration strategies as follow:

(i) Myopic shallow strategies: under this scenario, the behind-the-border policies are

N However, the border policies can be

fixed at the non-cooperative Nash levels, &
negotiated optimally 7 = 7%, negotiated to zero 7 = 0 or negotiated to a positive

tariff level 7 = t < 7V. Therefore, the myopic outcomes are shown as:

o M1 =78(0),0 =a")
o ' (r=0,0=0")

25



o I, (r=to=3a")
(i) Strategic shallow strategies: under this scenario, the behind-the-border policies are
re-optimized in response to the negotiated border policies. Similarly, border policies

are negotiated in three ways. Therefore, the strategic scenarios can be shown as:

o I\(r=to=0c"(1=t))

where I'$" T'F' T, and I'$", T'Y' T, are the myopic and strategic shallow integration strate-
gies when the border policies are determined optimally, negotiated to zero, or negotiated
to a positive level less than non-cooperative Nash import tariffs, respectively. Starting

from the first type of negotiation, the optimal border policies 7;(7;) satisfies the following

first-order condition:

oWw oW, oW, Opx Ox;  Opx Oz, ow; Op; Ox;  Op; Ox;
= 1 1
o~ on T Y mon Ton 0n) T op Y oman o, om)
GWJ Gp] 8:1,3 Gp] a.flf]
— 1 — — — pr—
* 8pj ( (933'1 (97'1' + (9.1'3‘ 87’2)
The best response function can be derived as:
R 1
T; :—i(aﬁ—aj)—Tj (217)

The symmetry among countries implies that 7, = 7; = 7 and 0; = 0; = o, thus, the best

response function can be rewritten as

T =—=0 (2.18)



Therefore, it is clear from the above best response function that the optimal negotiated
shallow border policies under both of the scenarios are negative. That is, the home coun-
try’s optimal border policy is an import subsidy. Since the home country does not produce
the inputs ¢ and 7 which is required for its final-good production, the optimal policy is
import subsidy instead of import tariff to boost the final-good production.

Let us define r = (7%, ") as the policy vector under the non-cooperative Nash equi-
librium, then Aw = W(I') — W (r) is the changes of welfare for each country moving from
non-cooperative equilibrium to the shallow integration. The following lemma summarizes

the details on the impact of shallow integration on countries:

Lemma 2.7.1. The impacts of the strategic and myopic shallow outcome on the welfare

and volume of trade are summarized as follow:

(1) Welfare improves for each country under shallow integration, Aw > 0

(i) The myopic shallow outcomes improve welfare more than the strategic shallow out-

comes

(11i) The volume of trade under the shallow outcome has increased compared to the non-

cooperative Nash levels, Ax = x(I") — z(r) > 0

(iv) The inputs are higher under strategic shallow integration
Proof. See appendix A.3. O]

From the above lemma, it is straightforward to conclude that all the countries overall
benefit from signing myopic shallow integration; that is, countries ¢ and j are willing to

keep their behind-the-border policy at the original non-cooperative levels. In fact, under
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the strategic shallow integration, the behind-the-border policy is higher than the non-
cooperative Nash levels. Consequently, the welfare of countries ¢ and j is higher under
those types of shallow integration. However, since countries are mirror image of each
other, each country is the producer of a final-good and two intermediate inputs that either
consume domestically or export to be used as an input abroad, therefore, the total welfare
is higher under the myopic shallow due to the higher welfare for the final-good sector in

such agreements.

However, countries ¢ and j might have the incentive to deviate from the myopic shallow
integration and set their policies optimally given the shallow border policies. Suppose
country i(j) deviates from o; under the strategic and myopic shallow integration, given
that the negotiated border policies 7 and the behind-the-border policy for country j(i)
remain at the shallow outcomes, the best response function of the deviating country is as

follows:
_ l’i—l-.ij —Uj —QTSh

(0" :

The details on the impact of country ¢’s deviation are summarized in the following lemma.

Lemma 2.7.2. Country i has an incentive to deviate from its non-cooperative Nash behind-

the-border policies under the following myopic outcome:
(i) WHIsh) > Wi(Tsh), with T (1 = 7" 0, = 0%, 05 = 67)
(i) WA pa) > Wi(Ty), with Ty (7 =t, 0, = 0%, 0; = 5)
Proof. See appendix A .4 O

Therefore, country i(j) has a unilateral incentive to deviate from its non-cooperative

Nash level policy. We also examine the joint deviation of country ¢ and j for each myopic
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shallow integration scenario. Following equation (2.16), countries i and j could deviate
from their myopic non-cooperative behind-the-border policy given the negotiated border

policies:
r_ Tita;—2(r)F
B 7

g

The impact of the joint deviation on the welfare of countries is summarized in the

following lemma:

Lemma 2.7.3. Starting from a myopic shallow integration, there is no incentive for coun-
tries i and j to deviate from the shallow integration outcome. Furthermore, when the border

policies are negotiated to zero, the myopic outcome improves the welfare of all countries.

Proof. See appendix A.5

]

Lemma 2.7.1 and 2.7.2 suggest that country i(j) have incentive to deviate only under
condition that the shallow border policies are non zero. Therefore, by increasing the
behind-the-border policies, they will increase domestic consumption and production and
raise their domestic welfare. Since each country is the producer of the final-good and
intermediate good, when ¢ deviates, the only change in its total welfare is coming from the
changes in the W; given that its welfare with regards to the other input sector and the
final-good sector will not change. As a result, the total welfare for the deviating country
will increase, which gives the country enough incentive to deviate. Using the results in

lemmas 2.7.1 and 2.7.2, we can obtain the following proposition:

Proposition 2.7.1. (i) There are multiple shallow trade agreements:

e The myopic outcome 1s equilibrium when the border policies are negotiated to

Z€ET0.
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o The strategic outcomes are equilibrium.
(11) The equilibrium shallow integration can be ranked as :
W(TE) > W) > W(T,)
Proof. The proof is immediate from lemmas 2.7.1, 2.7.2 and 2.7.3. O

The results in the above proposition suggest that the efficiency under free trade is
achieved when the behind-the-border policies are fixed at their non-cooperative Nash equi-
librium (myopic shallow); however, this is not the only possible equilibrium. The strategic
shallow agreements are all the viable equilibrium. The proof is immediate from lemmas

2.7.1,2.7.2 and 2.7.3.

2.8 Narrow deep integration

In this section, we aim to examine whether the negotiation on the behind-the-border poli-
cies, narrow deep integration, provides enough incentive to countries to sign preferential
trade agreements. Suppose countries ¢ and h start a bilateral narrow deep trade agree-
ment and negotiate over the level of the behind-the-border policy. The optimal negotiated

behind-the-border policy oV has to satisfy the following first-order condition:

Wi,
80'2‘

- opx  Opx Ox;  Opx Ox;
= (D(pX) + 7 +T])[30¢ + axz ao'i + 81‘] aO'Z]
-\ (Opt  Optdx;  Opx Oxy

. — D(pt L !

e g )~ D) =0

301- + 833Z ('3@- 896]- 8Ui
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Therefore, the best response function can be derived as:

ND)R: xi+x]- _Uj_7Ti_7Tj
! 16

(o (2.19)

To focus on the role of the narrow deep negotiations on the formation of the bilateral
trade agreements, we keep the border policy levels similar to the shallow agreements and

examine the effects of negotiations of the behind-the-border policies on welfare.

Similar to the previous section, we will examine three scenarios:

e first, given the fixed shallow border policies, the behind-the-border policy of the

ND —
Y=

member country is determined optimally as o arg max, Wip;

e second, given the border policies, the member countries negotiate the behind the

border policy to zero,

e finally, we allow discrimination over the border policies so that member countries

negotiate over both border and behind-the-border policies and set them to zero.

Following the equilibrium concepts introduced in the previous section, we take two
different approaches towards the behind-the-border policy of the non-member country:
the strategic narrow deep where country j sets its behind-the-border policy o; optimally
as O'JR = argmax, W/; or the myopic narrow deep where the behind-the-border policy

remains fixed at the shallow levels, 7*".

Throughout this chapter, we have assumed that all three countries are participating
in shallow integration, and then two of the countries choose to sign bilateral narrow deep
agreements. Therefore, to consider if countries have any incentive to form a bilateral narrow
deep agreement, we will start from the viable shallow agreements. We can summarize the

strategic narrow deep and myopic narrow deep strategies as follows:
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(i) Starting from the best shallow equilibrium, (7 = 0,0 = "), the following narrow
deep outcomes are obtained: Given the border policies fixed at the shallow level
policies, the behind-the-border policy for the member country (i) is either optimally

ND

determined as, o; = o;

7 or negotiated to zero, o; = 0. However, the behind-

the-border policy for the non member country is either individually determined,
R

oj = 0;'(7,0;) or myopically set as shallow levels, o; = g°". Therefore, the possible

outcomes can be summarized as:

ND( _ _ _ND . _ =sh
o I''P(r=0,0,=0;",0; =05")

o I'YP(1=0,0i=0)",0; = 0f(7,0,))

e I'M'(r=0,0,=0,0; =05°")

e I'f(1=0,0,=0,0; = (7, 09))

h o = o*"), the border policies remain

(ii) Starting from shallow agreement (7 = 7°
the same as the shallow agreements, 7 = 7%* < 0. The behind-the-border policies
among members and the behind-the-border policy for the non-member country are

determined through a similar procedure introduced in the previous case.

ND(~ _ =sh . _ _ND
o I'}V(r=7"0,=0;

i 205 = 5Sh)

o IYP(r =7 0y = 0P 0; = 0f(1,0))
o I'l(r=7"06,=0,0; =5")
o I''(r =7 0,=0,0; =0"(1,0))
(iii) Starting from the strategic shallow agreement (7 = t,0 = o*"), the border policies
are fixed at the shallow levels, t < 7. The behind-the-border policies follows the

similar procedure as previous cases.
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IN¥D(r =t,0=0NP o, =05%")

° FéVD(T =t,0= OZ-ND,U]' = UJR(Tan))

sh)

rt(r=t,0,=0,0;=0

If(r=t0,=0,0;= af(T, ai))

h o = o), the discriminatory

(iv) Following the strategic shallow agreement (7 = 7°
narrow deep lead to a zero border and behind-the-border policy for the member
countries, i.e. 7; = 0 and o; = 0. The border policies for the non-member countries
remain the same as shallow, 7; = 7*" and the behind-the-border policies are chosen

either strategically or myopically.

Dis _ _ __ =sh __ =sh
o I'¥(1;,=0,0,=0,7;, =7",0;, =)

o I'P¥(1;,=0,0, = 0,7 = 7", 0; = 0F(73, 7, 03))

(v) Following the strategic shallow integration (7 = t,o = o*"), the narrow deep out-

comes, similar to previous part, can be shown as

o ['Di5(r, =0,0,=0,7; =1,0; =0

o TPo(r = 0,00 = 0.7 = £,0, = (7, 7))

where the 7", 0%" 0VP and t are the shallow level border border, shallow level behind-the-

border, optimally determined narrow deep behind-the-border and positive shallow border

policy, respectively.

In order to see whether countries ¢ and A have an incentive to join to the narrow deep
agreements, it is enough to compare the joint welfare for the member countries under this
agreement with the one under shallow integration: that is (W")NP > (Wh)sh 4 (W#)sh,

As we mentioned earlier, countries are a mirror image of each other in the sense that
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each country is once a home country that produces final-good using two intermediate
goods inputs which are imported from abroad. Therefore, we only focus on a narrow deep
agreement between a specific final-good producer and two intermediate good suppliers.
However, the non-member country j is not committed to any agreement regarding its
behind-the-border policy and might have the incentive to deviate from the myopic shallow
level policies. The details on the level of welfare for each narrow deep scenario is presented

in the following lemma:

Lemma 2.8.1. The impact of strategic and myopic narrow deep integration of the welfare

of the member countries is summarized as:

(i) Moving from the shallow agreement equilibrium, the myopic narrow deep outcomes

improve the joint welfare of the member countries:
o WHP(TRP) > Wit(w)
o Win(Ty) > Wik(Ty)

(11) The only two strategic narrow deep scenario that increases the joint welfare of the

member countries occurs when the border policy is negotiated to t:

7 )

NP (7 =t,0;, =0V, 0; = JJR(T, 0;)) and TE (1 =t,0;,=0,0; = af(T, ai))

(11i) The myopic discriminatory narrow deep outcome improves the joint welfare of the

member countries.
Proof. See the appendix A.6 O]

Since country j has no binding contracts regarding its behind-the-border policy with the

other two countries, it has the incentive to deviate from its Nash non-cooperative policy o;
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under the strategic and myopic narrow deep integration. Therefore, country j re-optimize
its behind-the-border policy, given the negotiated behind-the-border policy o¥P and the

border policies which are remained fix at the shallow levels, as in equation (2.14):

T +x;— oy — 21"
o'd: J

J 6

The details on the impact of country j’s deviation are summarized in the following lemma.

Lemma 2.8.2. By deviating from the myopic outcome, the non-member country improves

its welfare.

Proof. See the appendix A.7 O]

Therefore, following the results on lemmas 2.8.1 and 2.8.2, the only stable narrow deep
agreements occur under an agreement with negotiated import tariffs on inputs, 7 = ¢, and
behind-the-border policies that are chosen optimally. The negotiation over the behind-the-
border policies between member countries, knowing that the non-member country responds
optimally, leads to a lower behind-the-border policy for the member countries and a higher
one for the non-member country. Consequently, in addition to an increase in the joint
welfare of the member countries, the non-member country’s welfare will improve. That is,
this narrow deep agreement is Pareto improving compared to the shallow agreement. The

above results are summarized in the following propositions.

Proposition 2.8.1. A narrow deep agreement is viable if and only if the countries start

from the least efficient shallow agreement.

Proof. See the appendix A.8 H
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Finally, we go back to the deep multilateral agreement. To check if the multilateral
agreement improves the welfare of countries, we consider two scenarios: first we check how
a deep multilateral trade agreement is going to affect the welfare of all the three countries;
second, we check if there is an incentive for countries to move from the narrow deep
agreement to the multilateral trade agreement. The results on lemma 2.6.1, 2.7.1 indicate
that moving from the shallow agreements to the deep multilateral agreements increases
the total welfare for all the countries. Furthermore, adding the results on lemma 2.8.1,
2.8.2 and proposition 2.8.1 indicate an increase in the total joint welfare of the member
countries when they move from narrow deep to multilateral deep. Therefore, we can state

the final result in the following proposition.

Proposition 2.8.2. Starting at the shallow trade agreement or the only viable narrow deep

agreement:

(1) the deep multilateral trade agreement improves the welfare of all countries;

(i1) the deep multilateral agreement is equilibrium.

The above proposition indicates that the deep multilateral trade agreements are im-
proving the welfare of all the three countries. It further suggests that when trade is in
intermediate inputs, deep integration is not necessarily improving the welfare of the mem-
ber countries. Therefore, the rise in preferential trade agreements cannot be only due to
the rise in intermediate inputs, where it requires deep integration. In fact, under the setting
presented in our model, when trade is in intermediate inputs, the deep integration is not
necessarily improving the welfare of the non-member countries. Therefore, the narrow deep
integration is not necessarily the best possible deep agreement when trade is intermediate

inputs.
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2.9 Conclusion

In this chapter, we analyzed the need for deeper trade agreements when trades are in in-
termediate goods and whether trade in intermediate inputs can explain the reasons behind

the proliferation of the PTAs in recent decades.

Our results show that when trade is in intermediate inputs, the inter-dependency be-
tween the trading parties requires agreements to be deeper than the conventional ones.
Specifically, we showed that in the absence of deep integration, the volume of trade is
inefficiently low. However, the deeper agreement not only increases the volume of trade,

but it also increases the total welfare for each country.

Furthermore, we have shown that shallow trade agreements are stable. Then given the
possible shallow integration, we let the countries join the bilateral narrow deep agreement.
To be able to focus on the role of PTAs on a deep integration, we define the preferential
trade agreement as an agreement that requires negotiation over behind-the-border policies

among the member countries.

We assumed three possible border policy negotiations and kept them fixed through the
narrow deep agreements. Under such conditions, the only potential narrow deep agreement
we find is the one with the lowest shallow welfare levels. Therefore, we concluded that trade
in intermediate inputs which are associated with a need for deeper trade agreements could

not be the sole reason for the increase in the number of PTAs.
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Chapter 3

Shallow, Narrow and Deep Trade
Agreements with a Potential Hold-up
Problem

3.1 Introduction

As it was noted in the earlier chapter, the number of preferential trade agreements over past
decades has significantly increased, and almost all the WTO members are now participating
in at least one type of PTA. Although the Article XXIV of the General Agreement on Tariffs
and Trade (GATT) has obliged the member countries to eliminate tariffs on “substantially
all trade” among the members, the members of PTA do not always apply this restriction
in their trade. Therefore, the question remains to answer is: what motivates countries to
join these types of agreements? The latter question constitutes the core theme that we

investigate in chapter 3.
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Besides the increase in the number of PTAs, trade in intermediate inputs has increased
in recent years as well. However, trade in intermediate inputs often are highly specialized
and involves relation-specific investments.. [2012] argue that the rise
in the offshoring has changed the way that terms-of-trade are determined. Since contracts
between buyers and sellers of intermediate inputs is not fully enforceable, the terms-of-trade
(international prices) are determined through bilateral bargaining between the trading
parties. Therefore, there is a possibility of a hold-up problem, which leads to an under-
investment on the customized input trading between two countries when contracts are
incomplete. [ | suggested that a deeper trade agreement could
alleviate the hold-up problem. The authors used a two-country model where buyers and
sellers of intermediate goods trade under imperfect contracts. That is, the trading parties
bargain over the price of the input and further conclude that when the trade agreement is
deep (covers both border and behind-the-border policies), the under-investment problem
can be solved. [ | have shown that when trade is in intermediate goods,
and the contracts between the trading parties are incomplete, a deep PTA can solve the
under-investment associated with the hold-up problem and potentially improve the welfare
for the member countries. However, in both of the above studies, the imperfect contract

between the buyer and seller of the intermediate good is only between two countries.

In this chapter, we continue answering the core question that we addressed in chapter
2; however, we introduce a hold-up problem to remain consistent with the literature on
trade in intermediate inputs. In contrast with the standard conventions in literature,
the hold-up problem is not the outcome of the incomplete contracts. Therefore, in this
chapter, the international price of inputs is not determined through bargaining between

the the buyers and sellers of input, which is the norm under the imperfect contract setting

1See, for example, [2017], [2012], and [2014]
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between trading parties. More specifically, we assume that the hold-up problem arises from
the fact that the input production in the exporting countries may require a sunk investment
before the trade. For example, we can assume that the intermediate input production may
require installation of capacity for a feasible production, and this capacity installation is

irreversible.

Although the capacity requirement is distinguishable in the presence of renegotiation,
to be able to compare the results from this chapter to those presented in chapter 2, we
consider a static game. At the time of the policy determination (cooperative or non-
cooperative), the exporters of intermediate goods have already produced the input for the
domestic and international consumption. Consequently, the home country can manipulate
the price of imported inputs once the input production decision has been made. Our results
indicate that an import tariff increases the production cost of the final-good in the home
country, which leads to a decrease in the input demand by final-good producers. However,
at this stage, the input producers have already produced their input, and all the production
costs are sunk. Therefore, the input producers in input exporting countries consider the

potential hold-up problem and under-invest on the level of input production.

Therefore the two main questions in this chapter, similar to the one in chapter 2, are:

e Does trade in intermediate inputs generate the need for deep integration?

e Does the deep integration need to be under preferential trade agreements or could

be implied under multilateral trade agreements?

However, in this chapter, these questioned are going to be answered when there is a hold-
up problem possibility. Similar to the result in chapter 2, the Nash equilibrium border
and behind-the-border policies are inefficiently high. We will further show that the welfare
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improved for all the countries when countries start negotiating over the border policies.
However, under shallow integration behind-the-border policies are not negotiated, and we
examine whether there is an incentive for the countries to deviate from the Nash level

behind-the-border policies.

Moreover, we introduce the possibility that two of the countries sign a deep bilateral
agreement, and we define it as a “narrow deep” bilateral agreement. The narrow deep
agreement improves the joint welfare of the member countries; however, since the non-
member country chooses the behind-the-border policy unilaterally, it has an incentive to
deviate from its shallow level behind-the-border policy to increase its welfare. In addition
to that, the non-member deviation leads to lower joint welfare for the member countries.
In this chapter, we can show that moving from an equilibrium shallow trade agreement, a
narrow deep equilibrium is possible. That is, aside from the need for deep trade agreement
when trade is in intermediate inputs, the potential hold-up problem gives an incentive to

countries engaged in a narrow deep trade agreement.

Finally, we introduce the deep multilateral trade agreement, when all of the countries
reduce their border and behind-the-border policies to zero and conclude that the welfare
and input production levels for all of them improve under this type of agreement. This
result leads us to conclude that the rise in the trade of intermediate input calls for deep
negotiations. Although the hold-up problem in this chapter gives rise to the possible narrow
deep agreements, deep agreements are still better implied under the multilateral trading
system where all countries benefit from the trade agreement. Therefore, the inclusion of

narrowly economic policies in PTAs cannot justify the rise in these types of arrangements.

This chapter contributes to trade agreements literature in three ways: First, by consid-
ering the international trade between final-good producers and input suppliers, we show

that the policy choices of the government can affect the volume of trade and welfare in

41



each country. [2012] and [2008] considered the
impact of trade liberalization on the volume of trade when trade is in intermediate input.
The authors studied a relationship-specific investment between the buyers and suppliers of
the intermediate input that led to a hold-up problem and showed that trade agreements
could alleviate the under-investment in the level of input that occurs in the presence of the
hold-up problem. [ | examined the impact of international trade
agreements when the policies under trade agreements are exogenous.

[ ] considered the effect of different types of trade agreements and the resulting optimal
policies on the volume of trade. In this chapter, we abstract from the incompleteness of the
contracts; thus, we ignore the possibility of the hold-up problem between the input buyers
and sellers. We show that the nature of trade in intermediate goods in itself is sufficient

to motivate countries to join trade agreements.

Our second contribution to the literature is through introducing the deep integration
and emphasizing that there need to be more profound trade agreements under such condi-
tions. [ | was the first to address the need for a deeper form of integration.
The author noted that an increase in international production networks requires agree-
ments that smooth the difficulties related to the national policies. Later on,

[ | showed that the rise of offshoring, which is accomplished with the possibility
of the hold-up problem, generates the need for deep trade agreements. Therefore, we also
contribute to the literature on the role of WTO on liberalization. [2012]
used a two-country model and suggested that the WTO-member countries that experience
an increase in the offshoring might seek preferential trade agreements as a way to achieve
deep integration. More specifically, they concluded that the rise in offshoring and its im-
plication for international price determination challenges the effectiveness of the current

WTO approach toward liberalization. Therefore, countries that seek trade liberalization
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prefer to join the preferential trade agreement. However, to examine whether deep integra-
tion is achieved under the preferential trade agreement, we need to have a third country to
see how a preferential trade agreement is affecting the member and non-member countries.
In this chapter, we introduce such a three-country model and show that the need for deep
integration cannot always be fulfilled through PTAs. That is, the deep integration through

the multilateral trading system can benefit countries more.

Finally, this chapter contributes to the literature on the hold-up problem. There is
a large number of studies that examine whether contractual arrangement can solve the
hold-up problem and the associated under-investment (See for example
[1988], [1991], and [1992]). Some other studies suggest that the hold-
up problem that arises under international trad between the buyers and sellers of input
can be solved with a proper trade agreement ( [ ],

[2008] and [2018]). In the literature, trading parties bargain over the
price of traded intermediate goods and abstract from the market-clearing condition prices.
However, in this chapter, we introduce a hold-up problem when the prices are determined
through market clearing conditions. Therefore, we introduced the hold-up problem when

the contracts are perfect between the trading parties.

Following the basic model presented in chapter 2, we have organized the remainder
of this chapter as follows: in section 3.2, we outline the timing constraints in our model.
Section 3.3 introduces deep multilateral trade agreements. In section 3.4, we consider the
non-cooperative Nash equilibrium policies when countries unilaterally maximize their wel-
fare. In section 3.5, we further introduce the shallow integration and show the improvement
in the welfare of all countries when they negotiate over the border policies, given the Nash
level behind-the-border policies. In section 3.6, we examine the possibility that two of the

countries engage in a narrow deep bilateral agreement and examine if whether or not this
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type of agreement is viable. Section 3.7 concludes this chapter.

3.2 Timing

Suppose that the producers in input exporting countries, ¢ and j, first decide on the level
of input with some expectations about the border and behind-the-border policies. Then
the government in the home country imports the required level of input to produce the
final-good. Therefore, the home country has the power to impact the price strategically
and extract infra-marginal profits from country ¢ and 7 by imposing import tariffs. How-
ever, since the inputs are already produced, the governments in countries ¢ and j can only
respond to home by imposing some production subsidies (behind-the-border policies). This
particular timing generates a potential hold-up problem so that the final-good producers
can manipulate the price through the import tariff, and impact the welfare of the export-
ing countries. In response, the government in countries 7 and j impose some production

subsidies to compensate for the welfare loss.
The timing if the model is as follows:
e First, input levels are determined.
e Second, the border and behind-the-border policies are determined.

e Third, the border and behind-the-border policies are revealed, and the consumption

and production of the final-good take place.
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3.3 Deep Multilateral Trade Agreement

Suppose that all the governments agreed to the free trade on both border and behind-the-
border policies so that they set their policies as 7; = 7, = 0 and 0; = 0; = 0. It can be
easily seen from the equations (2.10) and (2.11) that by implying free trade level policies

the input production and demand for final-good and intermediate inputs become:

¢t a—3c

_ gracd

3b — v —

Dy = PTAC
Dipx) = S

From this point onward, for simplicity, we assume that the size of the final-good producing
country is twice as big as the size of the input exporting countries (in terms of the final-
good K), i.e a = 2¢. Therefore, the input levels and demand function can be rewritten
as:

r=—, Dpx)=+ D(pl”,)zg where 0 =¢ —c

Finally, by substituting the equilibrium supply and demand for the intermediate inputs
and final-good in equation (2.12), the free trade level of welfare for countries 4, j, and h

are derived as W¢ = WJ = 502/16 and W" = 6%/8 respectively.

The symmetry implies that each country acts as a final-good producer, who earns W"
and at the same time acts as input producer for two different types of inputs ¢ and j that
earn W and W7 from producing and consuming those inputs. Therefore, the welfare of

each country for all the good that it produces and consumes will be equal to the sum of
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the welfare from the final-good and intermediate good sectors

WT=Wwh+ W'+ Wi =362/4

3.4 Non-cooperative Nash equilibrium

In the absence of trade agreements, each country simultaneously chooses its border or
behind-the-border policies to maximize its domestic welfare; the home country chooses
7; and 7; to maximize W", and country i and j choose o; and o; to maximize W* and
W7, respectively. Given the timing of the model, at the time that governments decide on
their border or behind-the-border policies, the input producers in countries ¢ and j have
produced the input. Therefore, it is clear to see from equation (2.9) that the policies only
have a direct effect on the prices. The optimal policies, 7;(7;) and o;(o;) have to satisfy

the following first-order conditions:

ow™h Opx Opx
87'1' (pX>( 87'7; ) (7_ _'_ 7_]) 87'1'
oW’ i\ ODi Ip; Ip;
do’ (p’)((?az + ) e 60’2‘ to 80i 0
The best response functions are as follow:
TZ.R: 2(.CL'Z+.’13] —O'Z‘—O'j) —5Tj (31)
)
2(x; R
o (i +x; —0; — T, — 7)) (3.2)

! 5
Since countries are symmetric, we can impose symmetry on the policies. That is
0; =0; =0 and 7; = 7; = 7. Therefore, the above equations can be rewritten as:

=22
e (3.3)
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SR 2(z; + J’;j —27;) (3.4)

By substituting z; and z; from equation (2.10), the best response policies can be derived

as:

r 0—o0 R_9—27'
2

It can be easily seen that %QTV;/ < 0 and %QTVX < 0 holds and that the non-cooperative Nash

policies are maximizing welfare for each country.

It is clear to see from the best response functions that Z—; < 0. That is, if the home
country reduces its import tariff, the response of the country i(j) to this decrease is to raise
its behind-the-border policy and increase the domestic demand to compensate welfare loss
regarding their export. Similarly, if country j(i) increases their consumption subsidy,
the home demand for the input (and the final-good) will decrease, leading to the home
country increasing its import tariff. Therefore, the border and behind-the-border policies

are strategic substitutes.

Following the optimal non-cooperative Nash policies, import tariff, and consumption
subsidy, we can find the equilibrium level of welfare, supply, and demand for intermediate
and final-good. The following lemma (similar to the results presented in lemma 2.6.1)
summarizes the impact of the deep multilateral trade agreement on welfare compared to

the non-cooperative Nash equilibrium:

Lemma 3.4.1. The welfare effect of Nash equilibrium on each sector and country compared

to deep multilateral trade is as follow:
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(i) W < WMl WN < WM N <y
(ii) WV = WN — W <0

(iii) &N = M

Proof. See appendix B.1. -

Although the level of intermediate input is the same under the deep multilateral agree-
ment and the Nash equilibrium, the high level of the import tariffs and consumption

subsidies lead to a lower welfare level for each country.

3.5 Shallow Integration

Under the shallow integration, all the countries negotiate over the border policies. Simi-
lar to the shallow integration in the previous chapter, we have considered three types of

negotiation for the border policies:

e First, the border policies are chosen optimally by maximizing the joint welfare WW =

Wi, + W; + W;, 75" = argmax, WW, where v € {i, j}.

70 'y

e Second, the border policies are negotiated toward zero.

e Third, the border policies are negotiated to a level lower than non-cooperative Nash

import tariffs, 7 < 7.

Similar to chapter 2, we assume that the behind-the-border policies are either fixed at

N

their original non-cooperative Nash levels ¢, or individually determined by countries
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and j. That is, given the shallow level border policies, the government in countries ¢ and
j re-optimize their behind-the-border policies following equation (3.4):

2(z; + x; — 27)

of(r) = -

It is clear from the above best response function that Z—‘; < 0. Therefore, a decrease in
the level of border policy 7 leads to an increase in the behind-the-border policies. The
intuition for this result comes from the fact that all three countries negotiate over the
border policies; that is, the home country takes into account the potential impacts of its
tariff on the welfare of countries 7 and j. However, countries 7 and 7 determine their behind-
the-border policies individually, and they only take into account their domestic welfare.
Therefore, the government in the countries ¢ and j manipulate their behind-the-border
(consumption subsidy) to extract welfare from the home country further than the gains

that shallow integration brings for them.

Following the equilibrium concept in chapter 2, we can define two sets of shallow inte-

gration strategies:

(i) Myopic shallow strategies: Under this scenario, the behind-the-border policies are

N However, the border policies can be

fixed at the non-cooperative Nash levels, &
negotiated optimally at 7 = 7%(0), negotiated to zero 7 = 0 or negotiated to a

positive tariff level 7 =t < 7%". Therefore, the Myopic outcomes can be shown as:

o M7 =1f(o

q
Il
Q

e I (r=0,0=0

(ii) Strategic shallow strategies: under this scenario, the behind-the-border policies are
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re-optimized in response to the negotiated border policies. Similarly, border policies

are negotiated in three ways. Therefore, the strategic scenarios can be shown as:

o (7 =18(0),0 = ofi(r = )

o I''(1=0,0=0"(r=0))

where " TF T, and " TF Ty are the myopic and strategic shallow integration
strategies when the border policies are determined optimally, negotiated to zero, and ne-
gotiated to a positive level less than non-cooperative Nash import tariffs, respectively.
Starting from the first type of negotiations, the optimal policies 7;(7;) satisfy the following

first-order condition:

OWw Opx .\ Op \OP,  Opi  Op;
= 1-— — D(pH)=—= — D(p’) =L + ==, L
87'1' <pX)< 87’1‘ ) ( l) 87’1‘ ( J)c‘?n + 8Ti$ 87'1' 3
Opx op! o,
—(Ti‘i‘Tj) 873 +O'7;a7_i +0'ja7_j =0
The best response function can be derived as:
TZ-R: —(Ui—FUj—Tj) (35)

The symmetry among countries implies that 7, = 7; = 7 and 0; = 0; = o, thus, the best

response function can be rewritten as:
rsh = —gsh (3.6)

Therefore, it is clear from the above best response function that the optimal negotiated
shallow border policy under both scenarios (myopic and strategic) is negative. That is the

home country’s optimal border policy is the import subsidy. Since the home country does
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not produce the input ¢ and j which is required for its final-good production, the optimal

policy is import subsidy instead of import tariff to boost the final-good production.

Let’s define r = (7V, o) as the policy vector under the non-cooperative Nash equilib-
rium, then Aw = W(I') — W (r) is the changes of welfare for each country moving from the
non-cooperative equilibrium to the shallow integration. The following lemma summarizes

the details on the impact of shallow integration on each country:

Lemma 3.5.1. The impacts of strategic and myopic shallow integration on the welfare and

volume of trade are as follow:

(i) The myopic shallow outcomes improve the welfare of each country, Aw,, > 0.

(i) The strategic shallow outcomes are not chosen over the non-cooperative Nash equi-

librium.

(11i) The volume of trade has increased compared to the non-cooperative Nash levels,

Az, = z(I') —z(r) > 0.
Proof. See the appendix B.2 O

From the above lemma, it is straight forward to conclude that myopic outcomes improve
the welfare of all countries. In fact, under the strategic shallow integration, the behind-the-
border policies are higher compared to the non-cooperative Nash levels. Since countries
¢ and j are individually chosen their behind-the-border policy, they set the behind-the-
border inefficiently high and extract the welfare form the home country. However, the
higher consumption subsidy increases the domestic demand and decrease the imported
input demand of the home country. As a result, the welfare of all countries is adversely

affected. However, once the border policies are negotiated, countries ¢ and j might have
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the incentive to deviate from the myopic outcome and re-optimized their policies given the
shallow border policies to earn higher welfare. Suppose country i(j) deviates from o; under
the myopic integration, given that the negotiated border policies 7 and the behind-the-
border policy for country j(i) remain at the shallow outcomes. Following equation (3.2),

the best response function of the deviating country is as follow:

0_;1: 2(1’1‘4—1']‘;0']'—27') (37)

We also examine the joint deviation of countries ¢ and j for each myopic shallow integration
scenario. Following equation (2.16), countries i and j could deviate from their myopic non-

cooperative behind-the-border policy given the negotiated border policies:

2(x; + a; — 27,
oNR _ (zi + x; — 27)

- (3.8)

The following lemma summarizes the impact of the unilateral and the joint deviation on

the welfare of countries ¢ and j.

Lemma 3.5.2. Starting from a myopic shallow outcome, there is no incentive for unilateral
or joint deviation from the non-cooperative Nash behind-the-border policies for countries i

and j.
Proof. see appendix B.3 O]

It is clear from the above lemma that shallow integration is not possible under the
strategic shallow scenario. In particular, strategic shallow, country i(j) individually deter-
mines the domestic consumption subsidy without any consideration of its impact on the
welfare of the other countries, and as a result, it could increase the welfare beyond the
non-cooperative equilibrium. That is, a higher behind-the-border policy combined with

the lower negotiated border policy results in higher welfare for country i(j) compared to
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the myopic outcome. However, each country is a final-good producer and the producer of
two different types of intermediate inputs. Therefore, the strategic shallow scenario with
higher consumption subsidy and lower import tariff worsen off the welfare of the final-
good sector. Thus, the total welfare of each country is lower under the strategic shallow

outcomes compared to the myopic shallow scenarios.

Proposition 3.5.1. Negotiated border policies under the shallow trade agreements, induce
countries to raise their behind-the-border policy and improve their domestic welfare com-
pared to the non-cooperative Nash levels only for their intermediate good sectors. There-

fore, the only shallow equilibrium is obtained from the myopic outcomes.

Proof. See the appendix B.4 n

3.6 Narrow deep integration

In this section, we aim at examining whether the negotiation on the behind-the-border
policies, a narrow deep integration, provides enough incentive to countries to sign pref-
erential trade agreements. Suppose countries ¢ and j start a bilateral narrow deep trade
agreement and negotiate over the level of behind-the-border policy. The optimal negotiated
behind-the-border policy oV has to satisfy the following first-order condition:

OWip
(9ai

op! Op;
on O
80'1' aO'i

Opx
aai

— ~Dlpx) 5 ~ (1+ D) — ) =0

Therefore, the best response function can be derived as

1 4 (3.9)

(o
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To focus on the role of the narrow deep negotiations on the formation of the bilateral
trade agreements, we keep the border policy levels similar to the shallow agreements and

examine the effects of negotiations of the behind-the-border policies on welfare.

Similar to the previous section, we will examine three scenarios:

e first, given the fixed shallow border policies, the behind-the-border policy of the

member country is determined optimally as ¢V = arg max, Wi;

i

e second, given the border policies, the member countries negotiate the behind-the-

border policy to zero,

e finally, we allow discrimination over the border policies so that member countries

negotiate over both border and behind-the-border policies and set them to zero.

Following the equilibrium concepts in chapter 2.4 , the non-member country can take
two approaches to set its behind-the-border policy. First, the strategic narrow deep where
country j sets its behind-the-border policy o; optimally as UJR = arg max, W7: second, the
myopic narrow deep where the behind-the-border policy remains fixed at shallow levels, 5°".
Throughout this chapter, we continue assuming that all three countries are participating
in shallow integration, and then two of the countries choose to sign a bilateral narrow
deep agreement. Therefore, to consider if countries have any incentive to form a deep
bilateral agreement, we will start from the viable shallow agreements. We can summarize
the strategic narrow deep and the myopic narrow deep strategies as follow:

(

(i) Starting from the shallow equilibrium (7 = 7%(0), 0 = V), the following narrow deep

outcomes are possible: Given the border policies fixed at the shallow level policies

ND

)

75" < 0, the behind-the-border policies are either optimally determined as o; = o
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or negotiated to zero, 0; = 0. However, the behind-the-border policies are either

individually determined, o; = O'jR<T, ;) or myopically set as shallow levels o; = k.

h

where %" = V. Therefore, the possible outcomes can be summarized as

ND(. _ =sh - _ _ND _sh
o P (r=7"0,=0; =)

o IYP(r=7" 0y =0P 05 =0f(,0,))
o M (r=7"0,=0,0; =05")

o IE(r=7"0,=0,0;=0f(,04))

(ii) Starting from the shallow agreement (7 = 0,0 = &%), the border policies remain zero
as in the shallow. The behind-the-border policies among the member countries and
the behind-the-border policy for the non-member country are determined through a

similar procedure introduces in the previous case.

ND(— _ _ ND . _ =sh
o I''P(r=0,0,=0,",0;=05%")

o '"P(r=0,0,=0NP 0; = jR(T,O'i))

e I'M'(r=0,0;=0,0; =5°")
o ''(1=0,0,=0,0; = Jf(T, 0i))

(iii) Following the shallow agreement (7 = t,0 = "), the following outcomes can be

derived:

ND(_ _ ish - _ _ND — _ =sh
o I')V(r=t"0,=0,"" 0, =0")

o IYP(r =1"0; = 0P, 05 = of(7,07))
o ['I'(r=1t"0,=0,0; =5")

o '(r=t"h0,=0,0; = Jf(T, gi))
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(iv) Following the shallow agreement (7 = 7%(c),0 = %), the discriminatory narrow
deep lead to a zero border and behind-the-border policy for the member countries,
i.e. 7, = 0 and o; = 0. The border policies for the non-member countries remain
the same as shallow, 7; = 7*" and the behind-the-border policies are chosen either

strategically or myopically.

Dis _ _ __ =sh __ =sh
o I'V¥(1;,=0,0,=0,7; =7",0; =3"")

o I'P%(1;,=0,0, =0,7; = 7", 0; = 0F(73, 7, 03))

(v) Following the strategic shallow integration (7 = t,0 = ¢”), the narrow deep out-

comes, similar to previous part, can be shown as

Dis _ _ _ T __ =sh
o I'2¥(1,=0,0,=0,7; =t,0;, =)

o I'P¥(1;,=0,0,=0,7; =t,0; = Uf(TnTj,Uz'))

In order to see whether countries ¢ and h have an incentive to join to the narrow deep
agreements, it is enough to compare the joint welfare for the member countries under
this agreement with the one under shallow integration: that is (W")ND > (Wh)sh 4
(W?)sh. Since countries are the mirror image of each other, we only focus on a narrow deep
agreement between a specific final-good producer and two intermediate good suppliers.
However, the non-member country j is not committed to any agreement regarding its
behind-the-border policy and might have the incentive to deviate from the myopic shallow
policies. This deviation could lead to lower joint welfare for the member countries, and
subsequently, the narrow deep agreement under such circumstances is not viable. That is,
knowing that the country j would deviate from its shallow level behind-the-border policy,
the member country will not engage in the narrow deep agreements. The details on the

level of welfare for each narrow deep scenario is presented in the following lemma:
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Lemma 3.6.1. The following myopic outcome improves the joint welfare of the member

countries:

(i) The non-discriminatory Myopic:

Co(r=1t,0;=0"P 0, =5°") and T, (1 = 0,0; = 0,0; = 5°")

(1) The discriminatory Myopic :

Dis(r, =0,0, = 0,7, = 7", 0; = 5*") and TD*(1; = 0,0, = 0, 7; = ", 0; = 5°")

Proof. See the appendix B.5 O]

Proposition 3.6.1. Once the countries coordinate over a shallow agreement that lets them
keep their behind-the-border policies at their non-cooperative Nash level, a narrow deep

agreement that improves the welfare of member countries is possible.
Proof. See appendix B.6. O]

As it is noted in the above proposition, we can find narrow deep agreements under
each possible shallow scenario. Therefore, countries ¢ and j have an incentive to negotiate
over the behind-the-border policy among each other, which leads to a level lower than
the shallow (non-cooperative Nash) level. That is, this narrow deep agreement lets the
government in the country ¢ reduce its consumption subsidy, which leads to an increase in
the demand of country h. Although a lower consumption subsidy reduces the consumer
and producer surplus in country i, the government earns higher revenue and consequently
the total welfare in both countries will increase. Since the equilibrium shallow agreements
are not from the first-best outcomes (the myopic outcomes), the possible narrow deep
agreement is a second-best equilibrium. Therefore, if we restrict our model to the strategic

outcome, the shallow integration is not going to be chosen over the Nash equilibrium from
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the first place; thus, the narrow deep agreements are not possible. Therefore, the question
that might arise is whether countries engaged in deep integration under a multilateral

setting?

Therefore, we need to check if the deep integration is viable under multilateral trade
agreements. Following the results in section 3.3, we can conclude that the deep multilateral
agreements can improve the welfare of all countries, and none of the countries have the

incentive to deviate from those agreements.

Proposition 3.6.2. Although a deeper trade agreement under the preferential trade agree-
ment improves the welfare of countries, countries are able to earn higher welfare with deeper

multilateral trade agreement.
Proof. see the appendix B.7 O

As the above proposition suggests, the deep multilateral trade agreements are improv-
ing the welfare of all the three countries. Therefore, the narrow, deep integration is not
necessarily the best possible deep agreement. Countries can improve their welfare by com-

mitting to a deep agreement under the multilateral trading system.

3.7 Conclusion

In this chapter, we further introduced the possibility of a hold-up problem when trade is
in intermediate inputs. However, in contrast with the literature, we did not assume an
imperfect contract setting between the buyers and sellers of the intermediate input. We
considered that the production of the intermediate input requires some capacity installa-

tion for feasible production. Consequently, at the time that government in the final-good
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producers in one country and the input producers in another country decide on their border
or behind-the-border policies, the intermediate input has been produced. Therefore, the
final-good producers can hold intermediate input sellers by imposing border policies. Since
the input production is fixed, the input producer countries try to alleviate the impact of

the border policies by imposing behind-the-border policies.

Similar to chapter 2, we analyzed the need for deeper trade agreements when trades are
in intermediate goods. Our first set of results indicated that when trade is intermediate
input, in the absence of deep integration, the volume of trade is inefficiently low. However,
the deeper agreement not only increases the volume of trade, but it also increases the total

welfare for each country.

We have further shown that under the shallow integration, given the fact that countries
are allowed to keep their behind-the-border policies at non-cooperative Nash levels, the
welfare of countries improves. We have also introduced, the possibility that two of the
countries start a bilateral narrow deep agreement and negotiate over the level of behind-
the-border policies and concluded that a deeper trade agreement is possible under the

preferential trade agreement.

However, a deep trade agreement is not at its efficient level under the preferential trade
agreements. That is, a deeper negotiation under the multilateral trade system is the most

efficient equilibrium outcome for all of the countries.

We further focused on the need for input production before the determination of the
policies to insert the hold-up possibility into our model. However, we plan to build a new
model in the future to introduce stronger assumptions for the hold-up problem, since the
need for capacity and the sunk cost associated with it is more distinguished in a dynamic

setting game which allows renegotiation into the model.
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Chapter 4

Trade Agreements and the
Endogenous Structure of

Multinational Firms

4.1 Introduction

Trade in intermediate inputs has been increasing in recent decades. Using OECD input-
output table, [ | have shown that trade in intermediate inputs has
been growing at an average of 6.2% for goods and 7% for services between 1995 and 2006.
Similarly, [ | has concluded that in the late 1990s, intermediate goods
have comprised about 60% of total international merchandise trade for many of industrial
economies. Although many papers study trade in intermediate goods, very little work has
been done on the role of trade agreements when trade is also in intermediate inputs. Trade

in intermediates takes two forms: outsourcing and foreign direct investment (FDI). The
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former occurs when a firm imports its required intermediate inputs from an independent
supplier, and the latter happens when the firm obtains its intermediate inputs from a
wholly-owned subsidiary. Based on data from the U.S. Census Bureau in 2009, 47% of the
U.S. imports are in intermediate goods. The share of intra-firm transactions (FDI) in U.S.
imports of intermediate goods is 46%, and the share of arm’s-length trade (outsourcing)
is around 52% ( [2011]). Given this, it is crucial to understand what
makes firms choose one of the approaches mentioned above, their decision-making process,

and the impact of a given decision on the enterprise.

[2004] have studied the impact of tax treaties on the size of the
bilateral foreign direct investment (FDI) activity between two countries. While the au-
thors have not considered the organizational choice of the firms, their study shows that
the existence of different tax systems motivates countries to change the size of the FDI

ownership.

The General Agreement on Tariffs and Trade (GATT) and World Trade Organization
(WTO) were mainly designed to reduce tariffs among member governments, and they
have been successful in reducing them through several rounds of negotiations. Other than
import tariffs, there are several non-tariff trade barriers to trade flows. These barriers are
categorized into two groups: border non-tariff measures (such as import quotas, import
licensing, export taxes and subsidies), and behind-the-border non-tariff measures (such
as domestic legislation on production, internal taxes, and domestic subsidies). Although
the member countries do not negotiate over the level of non-tariff policies directly, the
GATT/WTO contains several obligations to limit the use of various forms of this kind of
policy. The GATT/WTO’s lack of approach toward behind-the-border policies is called
shallow integration. Hence, GATT/WTO members always choose the unilaterally optimal

level of behind-the-border policies. However, trade in intermediate inputs does not always
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generate efficient policy choices by trading parties. The incomplete contract between buyers
and sellers of intermediate inputs can impact the volume of trade in the intermediate goods
and negotiation of trade measures other than the border policies or what is known as deep
integration, which can induce the optimal level of inputs ( [ ]). Therefore, given
the rise in trade in intermediate inputs, it is reasonable to ask whether GATT/WTO

treatment should move toward deep integration.

To answer this question, we adopt the following general framework. Let us consider
a partial equilibrium environment with two small countries, home and foreign, who trade
an intermediate input. All final-good producers are located in the home country, and
production of the final-good requires imported inputs from the foreign country (input

suppliers).

The intermediate inputs are specifically produced for the production of the final-good;
this leads to a relationship-specific investment between the two parties. Final-good produc-
ers have two alternatives for obtaining the necessary amount of intermediate inputs. They
can import intermediate goods from an independent supplier and engage in arm’s-length
trade, or they can import it from a wholly-owned subsidiary in the foreign country and
engage in an intra-firm trade. When the final-good producers outsource their input, they
have to pay a fixed cost (such as search cost) to find a suitable intermediate input supplier.
Because of international transactions and different judicial systems, the contract between
two parties is hard to enforce. As a result, the ex-ante contracts are not enforceable, and the
international terms of trade between the buyers and sellers of the intermediate inputs are
determined by bilateral negotiations and are not controlled by market-clearing conditions.
On the other hand, with intra-firm trade, there is more control over the process of input
investments, and the supply of intermediate goods exactly meets its demand. Therefore,

the contract is perfect, and there is no chance of a hold-up problem, and consequently, no
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under-investment happens. However, production may be more costly due to a higher need
for supervision. In addition to that, the associated fixed cost, composed of the expenses
of searching for an appropriate input supplier, and the costs of setting up an organization,

generates higher fixed cost compared to outsourcing it.

To overcome the under-investment problem, final-good producers and intermediate in-
put suppliers sign trade agreements, determining the particular level of import subsidiza-
tion; moreover, this gives an incentive to foreign suppliers to invest and provide the required
level of intermediate inputs. Intuitively, the optimal trade policies under the trade agree-
ment act as a tool to solve the under-investment problem that exists in outsourcing. Since
there is no inefficiency when final-good producers choose FDI, trade policies do not affect

the associated investment level.

[ | investigate the importance of import tariffs on intermediate
goods on ownership choice, and they find that unilateral trade policies on inputs improve
social welfare by mitigating the hold-up problem. Government intervention can lead to an

inefficient organizational choice toward outsourcing.

Several authors have studied the optimal sourcing decisions and organizational form in
an international context; most notably [2006], [2003],
and [2008]. [2012] explore the choice between outsourcing
and FDI by focusing on the nature of the capital required by the subsidiary. The authors
differentiate between physical and knowledge-based capital and further conclude that firms
that are more physical capital intensive tend to engage in outsourcing while firms that are

more knowledge capital intensive tend to own a subsidiary.

In this chapter, we focus on two critical features of trade in intermediate inputs. First,

introducing endogenous trade policies on intermediate inputs trade has an impact on the
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ownership trade-off of firms. The difference in governance costs and production costs
provides some incentives for multinational firms to switch the ownership and gain higher
profit. Therefore, trade taxes and policies, as a source of cost differences between the
trading countries, have an impact on the firm’s choice of ownership. We will further focus
on the production cost differences as the main difference in firms’ ownership and introduce

trade tax differences to analyze the impact on ownership.

Second, the nature of trade in intermediate goods raises the question whether the rules
and norms of the General Agreement on Tariffs and Trade (GATT) and its successor the
World Trade Organization (WTO), which are mainly for final-goods, are still appropriate
when so much trade is in intermediate goods. We show that trade between intermediate
input suppliers and buyers involves opportunistic behavior that can lead to an inefficient
trade volume of the intermediate inputs. To eliminate this inefficiency trade agreement

should go beyond the expected GATT/WTO final-good international trade policies.

The results presented in this chapter follow the work of Antras and Staiger (2012).
The authors studied trade agreements in the presence of offshoring. They further showed
that trade agreements provide enough motivation for trading parties to overcome under-
investment in intermediate goods. Moreover, by comparing Nash policies with policies
under trade agreements, they find that the role of the trade agreements is different from
what the literature represents and further conclude that in the presence of offshoring the

deep integration is needed.

There are two significant differences between the work that we present in this chapter
and that of the [ |. First, we consider vertical foreign direct invest-
ment as alternative ownership for final-good producers in the home country. Particularly,
the final-good producers import intermediate inputs within their boundaries and engage

in intra-firm trade. Second, we assume that the contract between a parent firm and its
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foreign subsidiary is perfect. As a result of that, there is no under-investment on the level
of intermediate inputs, and international terms of trade between two parties satisfy the
market-clearing conditions. As a result, this has an impact on the requirements for deep

integration.

The first result of this chapter shows that both the final-good producers’ profit and
welfare increases with trade agreements, motivating the final-good producers to choose
outsourcing over FDI ownership. Regardless of organizational type, final-good producers
find it optimal to impose behind-the-border policies to manipulate the price of the final-
good and, consequently, the profit of their trading parties. Intuitively, the need for deep
integration is not limited to the case of outsourcing with imperfect contracts between

buyers and sellers.

The second result of this chapter investigates an endogenous choice between outsourcing
and FDI in the presence of deep trade agreements. We show trading in intermediate
goods, and the interdependence of buyers and sellers in any organizational choice requires
negotiations behind-the-border policies. Although the input investment under outsourcing
is inefficiently low, the extra cost (fixed and production cost) associated with the FDI

ownership makes some final-good producers choose outsourcing over FDI.

The remainder of this chapter is organized as follows: in section 4.2, we present the base
model of organizational production choice where we introduce foreign direct investment into
the framework of [ |. In section 4.3, we study the impact of deep
trade agreements on the ownership choice. Section 4.4 describes the shallow trade policies
where behind-the-border policies are determined unilaterally. In section 4.5, we study the
Nash equilibrium trade policy options when governments maximize their national welfare.
Finally, we discuss the motives and roles of trade agreements under each of the ownership

category. Section 4.6 concludes the chapter.
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4.2 Basic Structure

Consider an economy with two small countries, home and foreign, and a large rest of the
world. Consumers in the home and foreign country have identical preferences over a given

final-good and a numeraire good, represented by:

Ul=d +v(d) vV >00"<0 (4.1)

where ¢ is the consumption of the numeraire good that is traded freely and enters linearly
into the utility function. The production of one unit of the numeraire good requires one
unit of labor, and the market for this good is perfectly competitive with the wages being
normalized to one in both countries. The labor supply in both countries is sufficient so that
there is positive numeraire production in both countries. The consumption of the final-
good, c{, increases the utility at a diminishing rate, that is v > 0, v < 0. The demand
function for each good is given by ¢ = D(P}!) and ¢, = E — P.D(P,), respectively, where
D(.) is the inverse of u/(.); E is the total income of a representative consumer and P

represents the price of the final-good.

Production of the final-good requires intermediate inputs using the technology function
y(x) = y/x, which transform inputs to the final-goods. Suppose that the home country
is allocated with a unit measure of the final-good producers, while the foreign country is
allocated with a unit measure of intermediate inputs suppliers. The final-good producers
in the home have no market power; that is, the price of the final-good is determined in
the world market. The quantity of the final-good is set such that the world price of the

final-good is equal to one.

The final-good producers in home obtain inputs from the foreign input suppliers, and

they have two alternatives: they can either outsource the required inputs from independent
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foreign suppliers or import them from the wholly-owned subsidiaries in the foreign country.
In the former, the home producers and foreign suppliers engage in an arm’s-length trade,
and the provided inputs are customized to the need of buyers and have no value to other
producers. In the latter, two parties are involved in international intra-firm trade or FDI

ownership.

The nature of the bilateral contract between buyers and sellers of intermediate goods
is different under each of the alternatives. Under outsourcing, contracts are incomplete
and not enforceable ex-ante, and intermediate inputs, suppliers can hold up the final-good
producers. The cost of the input investment will be sunk at the time of the contract, and as
a result of that, the foreign suppliers may increase the price of the input. The price of the
input is not determined through the market, and contract parties bargain over the price
and surplus. With FDI, however, ownership final-good producers and input suppliers are
supervised under one entity and contracts between them are complete, and market-clearing

conditions determine the price of the traded intermediate goods.

4.3 Deep Trade Agreement

4.3.1 Deep Free Trade

We start by analyzing what organizational type would a final-good producer choose when
intermediate inputs and final-goods are traded at no cost. Due to incomplete contracts, the
price at which the intermediate inputs are sold to buyers is determined ex-post; thus, input
suppliers under-invest on the intermediate goods. Outsourcing is leading to an inefficiently
low volume of input trade that can be eliminated if the final-good producers choose FDI.

The equilibrium ownership is characterized by sub-game perfect equilibrium based on the
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following stages:

Stage 1: Final-good producers decide on the ownership structure, and pay the fixed

cost associated with each type.

Stage 2: The level of intermediate inputs is determined by (a) foreign suppliers in

outsourcing; (b) home headquarters in FDI.

Stage 3: The share of surplus for each party is decided by (a) bargaining in out-

sourcing; (b) previous agreement in FDI.

Stage 4: The final-good producers import the input and produce the final-good and

payments are paid as agreed upon in stage 3.

The timing in the model is slightly different based on the type of ownership. Under
outsourcing, in the second stage, foreign input suppliers decide on the level of investment
in intermediate inputs. In stage 3, buyers and sellers bargain over the price of the inter-
mediate inputs and the level of joint surplus. However, under FDI, in stage 2, each of
the multinational firms decides on the input investment level. In stage 3, the profit of the

multinational firms will be divided between the parents and their subsidiaries.

In stage 4, the final-good has been produced and sold at a home price P; (since there
is no cost to trading P = P}’ = P;). Now consider that a final-good producer outsources
intermediate inputs, and in stage 3, the final-good producer and input supplier bargain
over the price of inputs and their surplus. The Nash bargaining problem, which is the
solution to Rubinstein bargaining model, is as follows:

max  (Piy(z) — pua)®(pea) = (4.2)

Pz
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Where P; is the price of the final-good, p, is the price of the input, and « and (1 — «)
are the bargaining powers for the final-good producer and the supplier of the intermediate
inputs, respectively. The above problem is solved to find the bargaining price of input

which is equal to:
(1 —a)Py(z)
x

Pz =

The share of the final-good producer from the joint surplus will be equal to a P y(z), and
the share of the foreign input supplier will be (1 — ) P{y(x). Moving back to the second
stage, the foreign input supplier decides on the level of input investment by maximizing
his profit:

max (1 —a)(Py(x)) —x (4.3)

The marginal cost of intermediate inputs is assumed to be one. The first-order condition
of the above problem is then equal to Piy/(z) = =~. With y(z) = \/z and P, = 1, the
input level provided by the foreign supplier under outsourcing will be equal to:

(1-a)?

To = 1

The profit function for the home final-good producer, in equilibrium, is presented as:

i = o(P{Ty(x)) — Fo = of

—)—Fo (4.4)

where Fy is the fixed cost associated with the outsourcing, which is considered to be the

cost of searching for an appropriate input supplier.

Under FDI, however, the total profit of the multinational firm distributed between
parent and its foreign subsidiary with fractions 5 and 1 — 3, respectively. Going back to

stage 2, the level of input investment is determined by maximizing the total profit of the
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multinational firm as follow:

max Py(x) — A\ — Frp; (4.5)

Where A is the marginal cost of the input production in the foreign subsidiary; as
a result of higher supervision in the FDI ownership, the input production has a higher
marginal cost compared to the outsourcing. As the marginal cost of production under
outsourcing is equal to one, to show the marginal cost under FDI is higher, we can set
A > 1. Fgp; is the fixed cost involved with the setting up of a foreign subsidiary, and
it is considered to be higher than Fp. The first-order condition of equation (4.5) gives
Py (x) = )\, and with the production function represented as y(z) = \/z, the equilibrium
level of input will be equal to xpp; = ﬁ. The final-good producer in home earns a fraction
of 3 of the total profit, shown below:

" = B(PlTy(x) — Xe — Frnr) = flg5 — Fron) (4.6)

Finally, in the first stage, the final-good producer decides on the ownership structure. The
final-good producer chooses outsourcing over FDI if the profit is higher when the required
input is outsourced, 784 > w5P1. This can be rewritten as:

11—«
2

o ) — Fo >/8($_FFDI)

The final-good producer’s profit and its organizational structure depending on the fixed
cost, marginal cost, and share of the surplus. The result of the above equations is summa-

rized in the following proposition.

Proposition 4.3.1. Under free trade, the final-good producers choose outsourcing over
FDI iff
% -+ 2<FO — BFFDI) < CY(l — Oé) Va € (0, 1)
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Proof. See the appendix C.1 m

Intuitively, under free trade, FDI is chosen only when the share of fixed cost for the
final-good producers is less than what they should pay as outsourcing (fixed) search cost.
As [ increases, the share of the fixed cost under the FDI becomes larger compared to
With

the outsourcing, and the final-good producers choose FDI if Fp — 8Frp; < %

Frpr > Fp this condition holds only for small FDI marginal cost, A € (1,2).

World welfare that is the sum of the home and foreign social welfare is presented based

on the organizational type of the final-good producers as:

l—-a (1-a)?

WY =cost(Pfy+cst (P +75 479 = csH(PEY+osT(P]) + o
(4.7)

1
Wepy = CS" () +CS"(P) +my” +-mpP! = CSH<P1H)+CSF(P1F)+E_FFDI (4.8)

Under the free trade and with a fixed price for final-goods, the consumers’s surplus
remains the same for each ownership type. Therefore, world welfare is higher under out-
sourcing if the producers’ surplus is higher compared to FDI. That is WY > W}, if

75 + 79 > pbPl 4 7 LDT

Proposition 4.3.2. Under free trade, world welfare is always higher if final-good producers

choose to outsource.

Proof. See the appendix C.2 m

The above proposition indicates that although outsourcing the level of the investment
on input is less than what firms can get under the FDI, the higher fixed cost and production

cost associated with the FDI lead to a lower level of world welfare.
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4.3.2 Deep Integration

We can further study the impact of deep trade agreements on the ownership structure of
final-good producers. We consider two sets of policy instruments: the border and behind-
the-border policies. Let 711 and 71" be the trade tax (border policy) on intermediate inputs
imposed by the home and foreign country, respectively. Moreover, assume that the home
country imposes a behind-the-border policy 7' on the final-good. The timing of the model

is then as follows:

Stage 1: Final-good producers decide on the ownership type, and pay the fixed cost

associated with each type.

Stage 2: The social planner selects 7{! on the final-good, and 7% on the home import

of the intermediate inputs, and 77" on the foreign export of the inputs.

Stage 3: The level of intermediate input is determined: (a) by the foreign supplier
under outsourcing; (b) by home headquarter under FDI.

Stage 4: The share of surplus for each party is decided by (a) bargaining in out-

sourcing; (b) previous agreement in FDI.

Stage 5: The final-good producers import the input and produce the final-good, and

payments are paid as agreed on in stage 4.

The backward induction follows the same procedure as in the previous case. Suppose
a final-good producer chooses outsourcing to produce the final-good and needs to buy
intermediate inputs. Thus, after finding an appropriate input supplier, the two trading

parties bargain over the price of input and the level of joint surplus. The Nash bargaining

72



problem is then presented as:

max ([1+ TlH]y(x) — DT — me)a(pzx)[l_o‘]

T

where the price of the final-good is now equal to 1 + 7f/ and 7, = 77 + 7" is the trade
cost of intermediate input. The main reason behind considering the sum of trade policies
on intermediate goods is that in the world welfare, it is only the sum that matters. The
resulting joint surplus would be equal to (1 + 7#)y(z) — 7,z. Based on this surplus, the

foreign input supplier decides on the level of input such that it maximizes his profit:
max  ((1—a)((1+7)y(x) - 7x) - 2)
The first-order condition and the equilibrium level of input are equal to:

(1—a) 1+ (x)=(1—-a)r +1 (4.9)

(1 =) (1 + 7))
4((1 = a)r, + 1)2

The level of input under outsourcing ownership depends on trade taxes on intermediate

To —

inputs and the behind-the-border policy on the final-good. The final-good producer imports

xo and produce the final-good and earn:
g = ol(1+my(z) — x) — Fo

However, when the final-good producer chooses to offshore input under the FDI owner-
ship from a wholly-owned subsidiary, contracts are perfect, and the multinational firm
earns (1 + 7{1)y(z) by selling the final-good. The cost of production for each unit is the
sum of marginal cost, \,, and the trade tax on input. Therefore, the total profit of the

multinational firm becomes:

mrpr = (1 + TlH)y(x) — (1w + Nz — Frpy
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The multinational firm determines the level of input by maximizing the above total profit.

Then first-order condition and the resulting input investment are:

(147 (x) — (T + ) =0 (4.10)
(AT
TFDI = —4(% )2

The profit is distributed between the final-good producer and its subsidiary by share of
and (1 — f3), respectively. Therefore, the parent firm in the home country and the foreign

affiliate earn the following profits:
m !t = B((1+7y(x) — (7o + Na — Frpr)

mp = (1= B)((1+7")y(x) = (o + N)a — Frpr)

In the second stage, the optimal trade policies are determined by maximizing the world

trade welfare. The home and foreign welfare under outsourcing are given by:
Wh = ocSt(PHY + ny + 7 [Dy(P) — y(2)] + 7H2
Wh = 0SS (PP + 7p + 75
The world welfare which is the sum of home and foreign social welfare is given by:
Wy =wl +wg =os?(pl) + cs* (Pl +y(x) + ' Dy(PF) —x— Fp

The world welfare is a function of border and behind-the-border policies. The efficient

level of polices, ¥ and 7, are determined from the following first order conditions:

owW oz n OD1(P[)

1 1 1
oww , ox
S (1 (x) = 15— =0 (4.12)
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A simple analysis of the equations (4.9), (4.11) and (4.12) shows the optimal policies as:

=0 (4.13)

(4.14)

The world welfare under the FDI is given by:
Wipr = CS"(P") + CST(P) + y(x) + 7' D(P[") = Az — Frp;

The efficient level of policies under the FDI is simply obtained through the following first-

order conditions:

oww , Ox
(W () = N) =0 (4.16)
0T, 0T,

Using equations (4.10), (4.15) and (4.16) the following optimal policies can be derived:
=0 (4.17)

T, =0 (4.18)

With the optimal level of policies, it is straight forward to get the foreign supplier’s level

of investment as: z¢ = }l and zfP! = ﬁ under the outsourcing and FDI, respectively.
Following these investment levels, the final-good producer earns 74 = aﬁ — Fop by

choosing outsourcing and wfi,,; = B(4 — Frpr) by FDI.

Back to the first stage, the final-good producer decides on its type of ownership by
comparing the profit under each case. That is, the final-good producer chooses the out-
sourcing over FDI if 74 > 7#,,. The condition for choosing outsourcing over FDI is then

presented as:

4(1—:3)) — Fo > 5(% — Frpr)
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Proposition 4.3.3. Under the optimal negotiated trade policy (i) with SFrpr — Fo —
% > 0 final-good producers are better off by choosing outsourcing over FDI Vo, (ii) with
BFppr — Fo — % < 0, the final-good producers choose outsourcing only if their bargaining

power « is large enough.

It is easy to show that there exists a threshold for the final-good producers’ bargaining
power, &, where the final-good producers with a larger bargaining power choose outsourcing
over FDI. The question that may arise here is whether signing trade agreements have an
impact on this threshold. Since trade policies under deep integration are the same as those
under free trade for firms with FDI ownership, to answer this question, it is enough to
compare the final-good producers’ profit who choose to outsource under free trade and

trade agreements. The following proposition summarizes the answer to this:

Proposition 4.3.4. Outsourcing is chosen over FDI for a wide range of parameter values

under optimal deep integration.

Proof. See the appendix C.4 n

Introducing optimal constrained trade policies solves the under-investment problem of
outsourcing. Consequently, in the presence of trade agreements some firms that did not
involve in outsourcing before finding outsourcing more profitable and, thus, the bargaining

power threshold will decrease.

Finally, we compare the world welfare under the two cases of outsourcing and FDI.
The world welfare would be higher under the outsourcing ownership if WY > W},,. The

world welfare, considering the efficient level of policies, is represented as:

1
WY = cSs® (P + CST(PF) + 1~ Fo
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1
Wipr = CS"(P) + CST(P]) + o~ Fror

Therefore, outsourcing leads to higher world welfare if:

1—A
—— < Frpr — F
B\ FDI o

Proposition 4.3.5. In the presence of negotiated trade policies, world welfare is always

higher under outsourcing ownership.
Proof. See the appendix C.5 O

The world welfare for final-good producers who choose FDI remains unchanged under
the free trade and efficient trade policies. A comparison of WY between free trade and
negotiated trade policies indicates a higher level of world welfare is linked to the latter
case. Thus, signing trade agreement between trading parties leads to an increase in the

outsourcing ownership and the level of the world welfare.

4.4 The shallow Trade Agreement

4.4.1 Shallow Free Trade

We can further analyze the ownership structure of firms under the shallow consideration;
that is, final-good producers and intermediate inputs suppliers only negotiate over the
border policies, and final-good producers can unilaterally decide on the behind-the-border
policies. The comparison between shallow and deep type of policies can answer the ques-

tions about the application of shallow versus deep integration.

Following the conventions of section 4.3 we start with the free trade equilibrium. Un-

der shallow free trade, the trade in intermediate inputs is free. However, the final-good

7



producer decides on the level of policy on the final-good unilaterally. The timing of the
model is similar to the case of deep free trade; the only difference is that after the first
stage, the home country selects a behind-the-border policy, 71, on the final-good. Using a
similar approach, under outsourcing, the trading parties bargain over the price of interme-
diate goods and their joint surplus. The Nash bargaining problem and the associated joint
surplus is as follow:

max (14 7)Pry(x) = pex) (pex) =

a(l+ ") Pry(z)
Moving back one stage, the foreign input supplier decides on the level of input investment
by maximizing its profit:

max (1—a)(1+7HPy(x) —x

The optimal level of input investment is derived as:

(1— o) +7)?
4

To =

Similarly, the headquarter of the multinational firm, under FDI, decides on the level of

intermediate inputs by maximizing the total profit:

a(l —a)(l—7f

2
9 ) —fo

1o = a(l+m")y(x) — Fo =

max (1 + 7'1H>P1y<X> — Xx — Fppr
The level of investment is further derived as:

(1+7H)2

TFDI = IN2
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Under the shallow free trade, the level of intermediate good depends on the behind-the-
border policy. The final-good producer imports the intermediate input and produces the
final-good. The associated profit under outsourcing and FDI is shown as:

a(l —a)(1 —7f)?

m8 = a(l + r{")y(x) — Fo = ;

_FO

(1+7{7)?

mipr = BI(L+7y(x) — Az — Frpr) = f( )

- FFDI)

In the second stage, the home country sets 71 unilaterally by maximizing the home
welfare function. For simplicity, we consider the final-good is only produced and consumed

in the home country. Thus, home welfare is presented as:
Wl =Cs?(P) + 78 + 7' Dy(P) = CS" + a(1 4+ 7)y(x) — Fo + 7' D1(P))

By using the first-order condition of the latter equation, the unilateral behind-the-border

policy can be shown as:

2

H
m +a(1—oz)+oz(1—oz)2—2

1 (4.19)

Similarly, the home welfare and the level of behind-the-border policy under the FDI be-

come:
1+ 7H)?
WFI?DI = C'SH(Pl) + 5% — BFrpr + TlHDl(Pl)
H B
= — 4.2
) - (4.20)

Regardless of the ownership, the sign of the behind-the-border policy is negative, which
leads to a lower level of intermediate inputs and profit for final-good producer. Also, the
final-good producer can manipulate the price of the final-good to extract bargaining surplus
from foreign suppliers. As a result of that, under outsourcing, the final-good producer sets

i such that the price of the final-good becomes negative. That is, outsourcing is not
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possible with shallow free trade. A multinational firm (with prohibited behind-the-border
policy) can choose shallow free trade when mshellow > gdeep A comparison of these two
cases indicates that final-good producer earns a higher profit under deep free trade. The

above results are summarized in the following proposition:

Proposition 4.4.1. (i) The only possible type of ownership under shallow free trade is
FDI;

Y

(1) A multinational firm always prefers deep free trade.

Proof. See the appendix C.6 O]

4.4.2 Shallow Integration

We can further analyze the firm’s ownership structure under shallow integration. Particu-
larly, home final-good producers and foreign input suppliers only negotiate over the border
policies, while behind-the-border policies are determined unilaterally by the home country.

The timing of the model will be as follows:

Stage 1: final-good producers decide on the ownership type and pay the fixed cost

associated with each type.

Stage 2: Social planner selects 777 on the home import of intermediate inputs, and

F

7, on the foreign export of the inputs.

Stage 3: Home country observes 77 and 71" and then chooses 7 on the final-good.

Stage 4: The share of surplus for each party is decided by: (a) bargaining in out-

sourcing; (b) previous agreement in FDI.
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Stage 5: The final-good producers import the input and produce the final-good and

payments are paid as agreed on in stage 4.

To characterize the equilibrium, we start by analyzing the case of outsourcing. Taking
a similar approach, the joint surplus would be equal to (1 + 7{)y(z) — 7,2. Based on this
surplus, the foreign input supplier maximizes his profit; the level of input investment in
this stage is equal to the one on the deep integration. Moving back to stage 3, the home

country decides on the level of 7f7. Home welfare function is shown as:
Wy = CS?T(PH) + a((1 + 7 y(2) — 7p2) — Fo + 7Dy (P + 72

The following reaction function can be derived using the first-order condition of the above

welfare function:

() =7 () = —“%_55”) >0 (4.21)
0Py

Back to the second stage, social planner decides on the border policies by maximizing the

world welfare:
WW =CS"+ 08" + (1+ 7 (1.)y(x) — x — Fo + 7' (7,) D(P,) (4.22)
Using the first order conditions from the equation (4.9) and (4.21) we can derive the

following equilibrium policies:

a(a? — 2a + 3)
2(1 — «)

<0 (4.23)

Ty = —

" a(l — a)
T- =
' 2-a(a?—2a+3)—all —a)
Similarly, following the same procedure for firms with FDI ownership we have:

5
T

>0 (4.24)

(4.25)
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Ty = —5(252— D (4.26)

It is easy to show that, final-good producers under outsourcing prefer deep integration;
that is, they earn higher profits. Under FDI, the home country always sets 7{;0 to
ensure gain for both the parent and its subsidiary. When the home share of total profit
is large enough, however, the foreign country set taxes on intermediate input trade to
decrease the earnings for the final-good producer, which can impact the profit of the final-
good producers. That is final-good producers with a small share of surplus prefer shallow

integration. The above results are summarized in the following proposition:

Proposition 4.4.2. The credibility of deep versus shallow integration depends on the or-

ganizational structure of final-good producers.

The above proposition indicates that the multinational firms with a small share of
surplus prefer to sign trade agreements on traded goods while being able to set the behind-
the-border policies unilaterally. This shallow integration compensates for the lower share

of profit and motivates the intra-firm trade.

4.5 Non-cooperative Nash Policies

In this section, we integrate the unilateral trade policy choices of the home and foreign
governments and compare the resulting Nash equilibrium policies to those negotiated effi-
cient policies. Comparing optimal Nash policies with the negotiated one reveals the role
and importance of trade agreements. The timing of the model is similar to the one in
section 4.4. The only difference here is that in stage two, the home government selects a

behind-the-border policy 7{f on the final-good and trade tax 77 on the imported input;
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simultaneously, the foreign government selects a trade tax7!” on the exported input. The

home welfare under outsourcing is represented as:

Wg = CS"(P) +al(1+m{")y(x) — mpa] — Fo + 7' [Di(P{") —y(2)] + 7.1

The home country unilaterally decides on its trade policies by maximizing the welfare

function; then the first-order conditions are derived as:

o T oPH —(1—a)y(x)+[(c(l+7") =)y () —alr) +71, )+ T, ]TlH =0 (4.27)
owHt , I 7 O
i (l-a)rx+[(a—1=-a)y(z)+ (1 —a)r, —ar, ]_8Tf =0 (4.28)

Given the foreign country trade policy, the best response policy functions in the home

country are given by :
(1 —a)z[“2 — y/(x)]

H\BR _ _
(m)™" = aD(P]T)
| ale |
H\BR _ @~ (1 =)'y (2) _x ar)
()™ = l—« oz " l—«
orH
(TxF)BR _ %f

2 H\2
Given y(z) = /z and zp = %, the best response functions can be written as:

H\BR __ —i(1—a)?
<H)R_1+a—®@+iu_@2 (4.29)
()" = o af‘(z —*3 = (4.30)

(riypr . 20 Ly loan (4.31)
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Figure 4.1: Best response function of trade policies under outsourcing.

The above equations indicate that the optimal level of behind-the-border policy on the
final-good depends on the sum of the home and foreign country taxes on input and the
bargaining power. Therefore to find out the sign of 7, it is necessary first to determine

the sign of 7,. The Nash input trade tax 7, is, therefore, is determined using the

and (TH)BE,

()"

It can be seen from figure 4.5 that the foreign export policy is always positive, but the
home import trade policy on intermediate goods can be positive or negative. The intercept
of the home’s best response function depends on .. That is, the Nash trade policy on input
is positive with small enough bargaining power and negative otherwise ( with a < 0.41,

7, > 0 and witha > 041, 7, < 0). Thus, the sum of these policies, 7., can be either
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positive or negative, depending on the bargaining power. However, we can easily show

that the sign of the behind-the-border policy on the final-good is always negative.

The same procedure can be followed for the case of FDI ownership. The home welfare
function is presented as: Intuitively, the level of trade tax on intermediate goods depends
on the bargaining power of the final-good producers. Under outsourcing, a final-good
producer seeks to obtain an appropriate amount of intermediate inputs and earns profit
from selling the final product. Therefore, the unilateral trade policies are imposed to
motivate the intermediate suppliers to invest efficiently. However, the fact that the surplus
is shared between the two trading parties, and the surplus depends on the price of the
final-good, motivates the home country to impose some production subsidies to reduce the

price of the final-good.
Witpr = CS"(P{)+Bl(1+7{ )y(2) = (o + N = Fe DI+ [Dy(P]) —y(2)] + 77w (4.32)

Then the Nash policies are derived form the following first order conditions:

owH oD (P 0

o+l ) - (1= B)y(a) +(8 - (L= O )+ (1= D) N - ] 5y =0
- , (4.33)
(L= B+ [(8 = (L= By (@) + (1= A)rf = BA = Brl5 5 =0 (4.34)

For a given value of foreign trade policy the best response functions are given as:
(L= B~ y@)

1 - |0Dy
| 8P1H |

_ B0 =pr @)z BN BT
() = - 1—51 _82—;,+1—5+1—B

Simultaneously, a foreign country unilaterally set its trade policy by maximizing its welfare,

and as a result, the following is derived as:




B

Figure 4.2: Best response function of trade policies under FDI.

H
Given y(z) = \/(z) and 2pp; = 1 1;:& )2, the above best response functions can be written

as:

H\BR __ _%(1_ﬁ)
() A+ I1-5) (4:35)

(ry)PF = %Tfl + %A (4.36)
von —(—8)  B1-p) B1-8)
O = s taeme-9 T Tehe-5" (437

The Nash input trade tax 7, is determined using the (71)B% and (77)BE. The figure

below shows the Nash policy:
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As can be seen in the above figure, the sign of the unilateral Nash trade taxes imposed
by the home and foreign governments is positive. In particular, with perfect contracts
between parent firms and their foreign subsidiaries and no under-investment on input,
trading parties in the home and foreign country seek for some revenue by imposing import

tariff and export tax, respectively.

Finally, the sign of the behind-the-border policy remains negative, as in the case of
outsourcing. Although the parent firms and their subsidiaries are under one entity, the
fact that they have to share their profit gives an incentive to the final-good producers to

extract marginal profits from their foreign affiliates.

Therefore, regarding the ownership structure, the Nash behind-the-border policies make
the price of the final product inadequately low; moreover, the trade taxes on input under
FDI would be higher than optimal levels. Thus, comparing the results with the one from
the previous section indicates the role that trade agreements play on fixing the inefficiencies

associated with unilateral trade policies. The above results are summarized as follows:

Proposition 4.5.1. The Nash unilateral policies can be categorized in two groups:

(1) Border Nash policies that depend on the organizational type. (a) Under the outsourc-
ing, the home country imposes import tariff if its bargaining power is less than a
threshold, o < «, and imposes import subsidy otherwise. Simultaneously, the foreign
country imposes an export tax on the intermediate inputs. (b) Under the FDI, the
home country imposes an import tariff on input, while simultaneously, the foreign

country imposes an export tax.

(11) Behind-the-border Nash policies. Regarding the ownership of final-good producers, the

home county sets production subsides on the final-good.
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Proposition 4.5.1 indicates the existence of the under-investment associated with out-
sourcing will invoke import subsidization when the bargaining power is large enough and
will set import tariffs with small enough bargaining to gain some revenue. Moreover, the
trade taxes on input under FDI would be higher than optimal levels. However, regardless
of the ownership structure, the Nash behind-the-border policies make the price of the final

product inadequately low.

The trade agreements liberalize the behind-the-border policies under both types of own-
ership and direct the border policies toward the optimal levels. Therefore, it is reasonable
to conclude that trade agreements under GATT /WTO should move toward deep integra-
tion. The reasons behind the need for deep integration are the nature of intermediate
goods and how the two trading parties are attached. However, as proposition 4.3.5 states,
WTO shallow integration can still be applicable for firms with FDI ownership and with a

small share of the surplus. This can be referred to as FDI in developing countries.

4.6 Conclusion

In this chapter, we studied the impacts of endogenous trade policies on the organizational
structure of firms. If the required input is ideally provided with FDI ownership, then the
final-good producers can avoid hold-up problems associated with outsourcing and choose
the FDI. However, our results show that the extra cost linked to intra-firm trade leads to
outsourcing and remains as an alternative for the final-good producers. Furthermore, the
introduction of the trade agreements solves the under-investment problem associated with
outsourcing. Therefore, all other factors remain the same, the final-good producers choose

to outsource the inputs.

Our work is also related to the recent literature on the consideration of deep integration
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by the GATT/WTO ( [2012], [2010] and [2015]).
Although our findings are consistent with those in literature, our main result indicates that
deep integration is needed no matter what organizational type a firm chooses. The deep
integration is not limited to the case of imperfect contracts, and the nature of trade in

intermediate goods requires the need for the behind-the-border intervention.

We further focus mainly on the general form of the vertical FDI and how this alternative
is affected by trade agreements. However, the fact that FDI has been increasing in recent
years invites the question of whether distinguishing between greenfield and mergers and
acquisition types of FDI impacts the decision of the final-good producers, and what would

be the role of trade agreements in this new environment?
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Appendix A

Proof of Lemmas in Chapter 2

A.1 Welfare Derivations and Analysis

Using equations (2.9), (2.10), and (2.11) we are able to derive the welfare function from
equation (2.12) as a function of border and behind-the-border policies (7;, 75, 05, 0;) as fol-

low:

Wios, pi(on, 037 73)) = / D) + /mx@i)—am(pé)

¢ _ Pj .

Wy plononmin) = [ Do)+ [ alw) - D)
P; c

Wi(7i, 75, px (03,04, 7, 75)) = / D(px) + m:D(px) + 7;D(px)

Px
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where

¢ i 1 369+1401+3U+6TZ—|—67’
CSi(Tth)O'hO-j) = . D(pl) — 5( 24.7 ])2
p;
* 1,120 — 60; — 60; — 127, — 1275
CSX(Ti7Tj7O-i70-j) - D(pX) = 5( 21 ])2
pPx
bi 169+3U¢—O’-—27'2-—27—.
PSi(ri, 75,00, 05) = / z(p:) = 5 8 )2
(120 — 60; — 60; — 127, — 127;
Tri(Ti7Tj7O-i7O-j) - TlD(pX> = T( o 227 7y T])
7 oF) 366+14UZ—|—30'—|—6TZ+67
Rh(Ti7Tj70i70j) = O-’D<pz) = ( o J ])

A.2 Proof of lemma 2.6.1

Using the above welfare function and the optimal non-cooperative Nash equilibrium, the

welfare and the input production levels for each country can be shown in table A.2.

Type x Wh we Wi wT
Feetrade : 777 = 0,0 =0 | 0.750 | 0.1250% | 0.31262 | 0.3126% | 0.7496?
Nash : ™ =50/36,0 = 0/6 | 130/18 | 0.1156% | 0.28562 | 0.2856? | 0.6860>

Table A.1: Summary of welfare and intermediate input levels under free trade and Nash

equilibrium

It is straight forward from the results in the table to show:

WET > W > Wit > wh > wir > w)l
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A.3 Proof of lemma 2.7.1

Using the above welfare functions, to form Wy, = W, + W, + W, and equation (2.18), it is
straight forward to derive the optimal shallow border policies. Furthermore, the behind-
the-border policies are either fixed at the original non-cooperative levels or optimally de-
termined from equation (2.16). Then, it is easy to derive the welfare of each country under
different shallow integration scenarios. The welfare and the input production levels for

each country can be shown in table A.3.

Type st wh we Wi wt
Ish(—6/12,0/6) 50/6 0.0410% | 0.3476% | 0.3476% | 0.7366>
I'r(0,60/6) 196/24 | 0.0860% | 0.3216% | 0.32162 | 0.7296>

T'F(0,36/13) 216/26 | 0.0736% | 0.3186% | 0.31862 | 0.71062
Tsh(—36/20,36/10) | 96/10 | —0.0256% | 0.3656% | 0.36562 | 0.7056>
I,.(0/12,6/6) 36/4 | 0.1116% | 0.2986% | 0.29862 | 0.7076>
I.(6/12,50/26) | 596/78 | 0.1046% | 0.2976% | 0.29762 | 0.6986>

Table A.2: Summary of welfare and intermediate input levels under shallow integration

It is straight forward to see the following ranking for the welfare and input production

levels from the above table:
o Wr(TsM)y > Wr(TE) > Wr(TF) > Wr(T,,) > Wr(T3h) > Wr(Ts) > Wr(r)
o Wi(Ly) > Wi(Ts) > Wi(PE) > W(LE) > Wy,(Tsh) > W, (Tsh) < Wi (r)
o Wi(T3M) > Wi(T3h) > Wi(TE) > Wi(TEF) > Wi(T,,) > Wi(Ty) > Wi(r)
o (") > x(Ish) > z(TF) > 2(TF) > 2(T,) > x(T,,) > x(r)
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It is clear from A.2 and A.3 that Awil > 0,Az? > 0, Az > 0 for all the shallow trade

agreements.

A.4 Proof of lemma 2.7.2

Following equation 2.14, we are able to find the behind-the-border policies of the deviating
country,;. Therefore, using the above welfare, and the optimal policies, we are able to

summarize the results on the production and welfare in the following table:

Type ! z; Wi W W;
Tk, (—0/12,130/46,0/6) | 1210/138 | 1130/138 | 0.03246% | 0.35260% | 0.33762
TF,(0,110/46,6/6) | 1136/138 | 1080/138 | 0.07962 | 0.2276% | 0.2496”
T'F,(0,36/13,30/13) 210/26 | 216/26 | 0.07362 | 0.31862 | 0.3186>
T*h(—30/20,36/10,30/10) | 90/10 | 96/10 | —0.0256% | 0.3656% | 0.36502
T,,0(0/12,90/46,0/6) | 1056/138 | 1030/138 | 0.10762 | 0.298962 | 0.2966”
T.(0/12,50/26,50/26) | 590/78 | 590/78 | 0.10462 | 0.2976% | 0.2976°

Table A.3: Summary of the input production and welfare when country ¢ deviates

sh sh d F F
where I'°", (7", o, 0;), Fmd(r

[(7, 08 0;) are the myopic and strategic policy vectors when country i deviates. Let’s

define AW (T'?) =

d

joi,05), Tyna(7, 07, 05), T

d

A.3 and table A.4 to see that AW(I'*",) > 0 and AW (T,,4) > 0.
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A.5 Proof of lemma 2.7.3

From equation 2.16 and the optimal shallow border policies, we are able to derive the wel-

fare of each country when the countries ¢ and j deviates from their myopic non cooperative

policies.

Type z x; W, Wid W;
Ish (—6/12,76/26) 670/78 | 0.02560% | 0.3420% | 0.34262 | 0.7096>
I'",(0,30/13) 2160/26 | 0.0736% | 0.3180% | 0.3186* | 0.71062
[,.(0/12,50/26,50/26) | 590/78 | 590/78 | 0.1046% | 0.2976% | 0.2976>

Table A.4: Summary of the input production and welfare when countries ¢ and j deviate

It is clear from the above table that AW (T'5",) < 0, AW, (TF,) < 0 and Wj(;(T,na) < 0.
Therefore, there is no incentive for the joint deviation from any of the myopic shallow out-

come.

A.6 Proof of lemma 2.8.1

Following equation (2.19) and the optimal shallow border policies,we are able to summa-
rize the welfare of each country when the countries ¢ and A sign a narrow deep bilateral

agreement.

It is clear from the table A.6 and A.3 to see the narrow deep outcomes that improve

the joint welfare of member countries as follow:
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Type z; x; W, w; W, wih
rND(0,116/24,0/6) 966 /126 1016/126 0.09562 0.31462 0.3276° 0.4096°
ri¥P(0,0/12,360/12) 96/12 100/12 0.08662 0.30962 | 0.32902 | 0.3956%

rf(0,0,660/23) 3360/46 3960/46 0.09462 029762 | 0.33602 | 0.39162
rk (0,0,0/6) 3560/48 396/48 0.10562 0.30202 | 0.33302 | 0.4076
rND(_36/20,470/20,36/10) 1830/210 1910/210 —0.02162 0.362602 0.37262 0.34162
r¥P(-30/20,530/240, 870 /240) 224/240 2076/240 —0.02402 | 0.3576% | 0.3976% | 0.33302
F 2 2 2 2
rf (-36/20,0,36/10) 630/80 750/80 —0.0076 0.3320 0.3960 0.3250
rf(-36/20,0,396/115) 180/230 2190/230 | —0.009802 | 0.3290% | 0.3960% | 0.32002
rND(9/12,116/1638, 50/26) 1250,/182 12776/1638 —0.00362 0.29462 | —0.48362 | 0.29162
r¥P(6/12,0/180,390/180) 2466 /360 2846 /360 0.12562 0.28302 | 0.3096% | 0.4096%
F 2 2 2
rF(g/12,0,56/26) 4270/624 8760/624 0.1290 0.2830 0.3100 0.413
rf(6/12,0,50/23) 9460/138 1090/138 0.12602 0.2822 0.31062 0.40802
rDis(g, 0,-30/20,30/10 6360/80 7560 /80 0.07962 0.332602 0.396602 0.41162
m
rDbis(o,0, -360/20,276/92) 13476/1840 | 16176/1840 0.04602 0.29762 0.40362 0.34002
Dis 2 2 2 2
rPis(0,0,6/12,56/26) 550,78 12560/156 0.0490 0.2920 0.3260 0.3420
rbis(0,0,60/12,6760/276) 26160/368 17960/276 0.03162 0.31802 —0.073 | 0.34002

Table A.5: Summary of the input production and welfare levels under Narrow deep agree-

ments

W(rNP(0,116/126,6/6)
W(rf(0,0,6/6)

W(TNP(-36/20,47/210,360/10
W(r¥P(6/12,60/180,390/180

)
W(IE(0/12,0,560/26)
W(IE(0/12,0,50/23)

)

W(r2%(0,0,-36/20,36/10

A.7 Proof of lemma 2.8.2

)
)
)
) >
)
)
)

0,6/6))
0,6/6))
—360/20,360/10))
Is"(0/12,560/26))

W (I3 (
W (I (
W (I (
W(Irs"(6/12,50/26))
WIS
W(Is"(6/12,560/26))
W (I's"(—-360/20,360/10))

From the results in table A.6, it is straight forward to the following results:

ND

Starting from the first narrow deep outcome (7 = 0,0; = 0;'", 0, = osh), the non mem-
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ber country earn a higher welfare by deviating from the fixed shallow level behind the

border policies, i.e. response optimally to the other policies: W]-d(T = 0,0, = oD, a}j =
ofi(r,0:)) > W;(t = 0,0, = 0P 0; = 5°"). However, this deviation lead to a lower

joint welfare for the member countries. Therefore, the myopic outcome is not equilibrium.

h ND

Similarly, starting from narrow deep agreement (7 = 7°", 0; = o

NP g, = %), the non

member country j has incentive to deviate form the fixed shallow level behind-the-border
policy and respond optimally to the border and member countries’ behind the border pol-
oND 5d

y O

4 = of(r,0:)) > W;(r = 7", 04,0;). However, the joint

icy, Wit = 7", 0; =
welfare of the member country will decrease and the member countries wont choose this
agreement,i.e the myopic outcome is not equilibrium. Finally, similar to the previous cases,
under the discriminatory myopic outcome, the non member country earn higher welfare

by deviating from the fixed shallow level behind-the-border policies. Therefore, non of the

myopic outcomes are equilibrium.

A.8 Proof of proposition 2.8.1

The proof of this proposition is immediate from the results on lemma 2.8.1.
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Appendix B

Proof of Lemmmas in Chapter 3

B.1 Proof of lemma 3.4.1

Using the above welfare function and the optimal non-cooperative Nash equilibrium, the

welfare and the input production levels for each country can be shown in table A.2. It is

Type x wh we Wi wt
Freetrade : 777 = 0,07 =0 | 0.750 | 0.12562 | 0.31262% | 0.3120% | 0.7496?
Nash : ™ = 0/6, oV = 6/3 | 0.750 | 0.06060% | 0.2566% | 0.2560* | 0.58362

Table B.1: Summary of welfare and intermediate input levels under free trade and Nash

equilibrium

straight forward form the results in the table to show:

Wit >wh >wi > wh > wi > wh
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B.2 Proof of lemma 3.5.1

Using the above welfare functions, to form Wy = W), + W; + W;, and equation (3.6),
it is straight forward to derive the optimal shallow border policies.
behind-the-border policies are either fixed at the original non cooperative levels or opti-
mally determined from equation (3.4). Then, it is easy to derive the welfare of each country

under different shallow integration scenarios. The welfare and the input production levels

for each country is summarized in table (B.2).

Furthermore, the

Type T Wwh W Wi wt
[t (—0,0) 00 00 00 00 00
Th(—0/3,0/3) | 0 | —0.2220% | 0.44467 | 0.4446% | 0.66662
rf(0,6/2) 70/8 0.0316% | 0.2656% | 0.2656° | 0.56162
rr(0,6/3) 50/6 0.05560% | 0.3056% | 0.3056% | 0.6666>
[.(0/12,0/3) | 190/24 | 0.0726% | 0.2796% | 0.2796% | 0.6316>
T,(0/12,50/12) | 13016 | 0.0520% | 0.2606° | 0.2606? | 0.57262

Table B.2: Summary of welfare and input levels under shallow integration

It is straight forward to see the following ranking for the welfare and input production

levels from the above table:

o Wy(T3h) = Wp(D}),) > Wp(Dy) > W(r) > Wp(Ly) > Wyp(LF) > Wp(T$)

° Wh(Fm) > Wh(r) > Wh(l—‘gl) > Wh(l“s) > Wh(FSF) > Wh(Ff,’}) > Wh(l“ih)

o Wi(T, sh) > Wi(TE) > Wy(T,,) > Wi(r) = Wi(TE) > W;(T)
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o 2(I'") > 2(TE) > x(T,) > z(T),)

It is clear from table (B.1) and (B.2) that Aws" > 0 only for the myopic shallow policies.
When the border policies are negotiated optimally, the strategic outcome is not possible

and the behind-the-border policy cannot fully re-optimized. Therefore, 0 — oo, 7 — o0

and z — o0.

B.3 Proof of lemma 3.5.2

Following equation (3.2), we are able to find the behind-the-border policies of deviating

country, i. Therefore, using above welfare, and the optimal policies, we are able to sum-

marize the results on the production and welfare as follow:

Type xsh s Wwh (Wi)d wi (We)sh
Tt (—0/3,0,0/3) | 150/12 | 150/12 | —0.2086% | 0.3126° | 0.3686% | 0.4446?
TF (0,50/9,0/3) | 330/36 | 200/36 | 0.03862 | 0.2696% | 0.2876> | 0.30562
T,.(0/12,40/9,0/3) | 50/6 | 76/9 | 0.06162 | —0.0662 | 0.0096% | 0.27962

Table B.3: Summary of welfare and input levels when country i deviates

where T's", (75h
m

when country i deviates. Let’s define AW (I'?) = W;(I'4) — W;(T"). Tt is straight forward

) 17

from results on tables B.2 and B.3 to find AW (I'?) < 0.

Using equation (3.4) and the above welfare, we are able to determine the input produc-

tion and welfare levels when countries ¢ and j jointly deviate from their non cooperative
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Nash levels.

Type

x® Wwh

we Wi wT

h = —0/3, 0"

=50/6 | 96/8

—0.1906?2

0.2930% | 0.29362 | 0.3966>

Table B.4: Joint deviation

It is straight forward to see from the results in tables B.3 and B.3 that once a unilateral

deviation of country i(j) from shallow outcome lead to a lower welfare level for the deviating

country:

Wi(r
Wi

)
W;(TE(0,0/3,50/9) <
m(0/12,0/3,50/12))

)

(T2 (—360/3,50/6) <

W;(T3(—36/3,360/3))

W;(T3m(0/12,36/3))

( sh
Wi
(
Wi (

m(—
(—36/3,30/3))
(
(—

Is"(—360/3,30/3))

.

B.4 Proof of proposition 3.5.1

The proof is immediate from the results on lemma 3.4.1, 3.5.1 and 3.5.2

B.5 Proof of lemma 3.6.1

From the above table it is straight forward to derive the following results:

A narrow deep outcome is possible if

Wi(r,0)
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Type achD xj-VD wh wi wi Win
ND 2 2 2 2
rND(—-0/3,170/15,6/3) 130/10 | 96/10 | —0.2026 0.2486 0.3546 0.0456
rND(_g/3,220/21,160/21) | 176/14 | 150/14 | —0.1816% | 0.2116% | 0.2860> 0.0362
rNP(3/176, —26/17,36/17) | 196/34 | 296/34 0.11062 0.2466% | 0.26002 | 0.35762
s
rf(-6/3,0,0/3) 70/8 250/24 | —0.21802 0.3962 0.4962 0.17162
r¥(-6/3,0,100/9) 70/9 46/3 —0.2160% | 0.3276% | 0.32762 | 0.11162
NP (9/5,0,20/5) 30/5 46/5 0.10062 0.26062 | 0.2606% | 0.3606°2
ST,0
rND(50/33,-0/33,6/3) 410/66 | 530/66 0.11962 0.26462 | 0.2900% | 0.38462
T
ND 2 2 2 2
TND (0, theta/3, theta/3) 56/6 50/6 0.0556 0.3056 0.3056 0.3606
rNP(0,26/7,46/7) 116/14 | 130/14 0.04062 0.2906% | 0.2700% | 0.33162
¥ (0,0,0/3) 176/24 76/8 0.08662 0.29362 | 0.34002 | 0.38062
rf(o,0,26/3) 20/3 0 0.05562 0.27862 | 0.2800% | 0.33362
T'm(0/12,20/15,6/3) 436/40 | 496/60 0.09562 0.288602 | 0.2900% | 0.38362
rs(6/12,20/21,110/21) 196/28 | 250/28 0.07862 0.2776% | 0.2670% | 0.35502
I'm(6/12,0,6/3) 20/3 56/6 0.11162 0.2776% | 0.30602 | 0.38862
I's(0/12,0,560/9) 230/36 | 116/12 0.08462 0.26962 | 0.2690% | 0.25462
rDis0,0,-60/3, theta/3) 196/24 | 236/24 | —0.2436% | 0.3356% | 0.4056% | 0.31067
rbis(0,0,-6/3,86/9) 136/18 76/6 -0.04962 0.29962 | 0.29962 | 0.25062
2% (0,0,60/4, theta/2) 50/8 76/8 0.09362 0.2656%2 | 0.266602 | 0.35962
rbis(0,0,6/12,6/3) 116/16 | 410/48 0.10162 0.28562 0.3262 0.38662
rbis,0,0/12,1160/18) 7460/72 | 236/24 0.07262 0.2736%2 | 0.2736% | 0.34562

Table B.5: Summary of welfare and input levels under narrow deep integration

Starting from a shallow integration with policy set (7,0) = (—6/3,60/3) a narrow deep
outcome is possible if the non member country set its behind-the-border policy fixed at the
non cooperative Nash and country ¢ re optimize it’s shallow border policies accordingly,
(1,0i,05) = (50/33,—0/33,6/3). In addition, if we allow discrimination, a narrow deep
outcome with (7;, 0, 7;,0;) = (0,0,—6/3,0/3) is possible. Following the results in table
B.5, these two outcomes are equilibrium and there is no incentive for countries to devi-
ate from these two outcomes. Similarly, starting from shallow integration with policy set
(1,0) = (0,6/3) a following narrow deep outcome is equilibrium: (7,0;,0;) = (0,0,6/3).

Finally, starting from the shallow integration with policy set (7,0) = (6/12,6/3) the fol-
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lowing outcomes are equilibrium:

(1,04,05) = (0/12,20/15,60/3)
(r,00;) = (0/12,0,6/3)
(TZ',O'Z',T]‘,O']') = (0,0,Q/]_Q,Q/?))

It is worthwhile to note that, in all the outcomes that we let the optimal response for both
the border policy and the non member behind the border policy, the level of the border
policy turns to be higher than non cooperative Nash, which made the narrow deep outcome
unattainable. Also, we consider a narrow deep discriminatory outcome with non zero
border policies. However, the best response function for the negotiated border and behind
the border policies among member countries are linearly dependent. To obtain a result,
we consider the following approaches: first, we consider o; = 0 and find 7; = 77(75, 0y, 0);
second, we consider (1; = 0) and find o; = o®(7;, 7;,04,0;). The first approach leads to
a border policy greater than the non cooperative Nash, and consequently, the outcome is

not available.

B.6 Proof of proposition 3.6.1

Following the results in table B.5, it is straight forward to see that there is no incentive for
deviation of the non member countries when they choose theirs behind the border policies

at Nash levels. Therefore, the narrow deep outcome under such a setting is equilibrium.
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B.7 Proof of proposition 3.6.2

Following the results in table B.1, it straight forward to show that deviation of country
i(j) from the-behind-the border policy, or country h from the border policy lead to the
non-cooperative Nash levels with lower welfare. Therefore, there is no credible deviation
from the deep multilateral outcome. Also, by comparing the result from table B.1 with the
one from B.5, we conclude that there is no incentive for countries ¢ and h to deviate from

the deep multilateral trade agreements to form narrow deep bilateral trade agreement.
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Appendix C

Proof of Lemmas in Chapter 4

C.1 Proof of proposition 4.3.1

Final-good producers choose outsourcing over FDI when 7§ > 78, = a(1 — a) — % -

Q(FO — 6FFDI) >0 N’a € (0, 1)
With % + 2(Fo — BFppr) < 0 the sign of the above equation is always positive and with
% + 2(Fo — BFppr) > 0 be large enough the sign turns negative.

C.2 Proof of proposition 4.3.1

World welfare is higher under outsourcing if # —Fp > ﬁ — Frpr. With o € (0,1), and
A>1and Frpr > Fp it can be shown that the above inequality always holds. Thus, the

world welfare is always higher under outsourcing.
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C.3 Proof of proposition 4.3.2

The proof is immediate from the argument in the text.

C.4 Proof of proposition 4.3.2

Final-good producers earn higher profit if % —Fp > @ — Fp. This equation holds

for any bargaining power, a € (0,1). That is, (7Z)°F > (r)I'T = 2&:3)2 > 1.

C.5 Proof of proposition 4.3.5

Wg’ =CSH4+C8F + }l — Fp and WI%I =CSH 4+ CSF + ﬁ — Frpr. The consumer surplus
in both countries is the same under the outsourcing and FDI ownership and with A > 1

and Fp < Fppr; therefore, it is obvious that the world welfare is higher under outsourcing.

C.6 Proof of proposition 4.4.1

(i) Since p; = 1 + 71, thus 7/ > —1. Under outsourcing is is easy to show that 7{ is
less than -1 since a(1 — a) + a(l — a)? — 2 < 0. Under FDI, however, 7 is always

higher than -1. Therefore, shallow free trade is only possible under FDI.

(ii) (wfp,)shallow > (gH ydeer — % > £ which does not hold. Thus, firms do not

choose shallow free trade.
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C.7 Proof of lemma 4.4.2

The proof is immediate from the argument in the text.

C.8 Proof of proposition 4.5.1

The proof is immediate from the argument in the text.
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