APPENDIX A

This mathematical appendix derives the political equilibrium production and trade
policies undercooperationwith a global productionexternality.

Home and foreign country exhibit similar economic and political structures. Variables

and parameters for the foreign country are denoted with an asterisk (*). Supply for industry i in
the home country is given by Hotelling’s lemma

(AD) X (r)=Ni(R)

Each individual j maximizes direct utility

(A2) uj=co,»+ZJta(9)+ y (B,

where g; is the consumption of the numeraire gogdsdhe consumption of good i by
individual j, andug; (E) is the utility that individual j derives from the state of the environment as

determined by the externality E. The externality is global and is generated by production of one

or more nonnumeraire goods e in one or both suchC%ﬁnQ X X,) - E >0 and
oxX, §

OE (Xe. X¢) _

X E,. >0. All u;(.)are assumed to be increasing and concave function. Further

o . oug,
assume that the externality is negative, thatéré'— = ug, < 0. All consumers are assumed to

be identical and the indirect utility of a representative consumer is given by

A3) vFy.B=y+s(B )+ KB,

wherep’ =(g, d,..., § ) is the vector of consumer prices for nonnumeraire goods, and y
represents her income. Consumer surplus from all nonnumeraire goods is

(M%) s(') = Z I @ ) Z 8d .
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Using Roy'’s Identity yields individual demand for good i

_op)

d(p')=
(A5) d;(p") 0

oD

(; =D/ <0. The price

equilibrium conditions for supply and demand in the home and foreign country are

Total demand for good i in the home countrnbis= Nd, and

a
(A6a) p°= T—' g

o
(A6b) p” :r;* o

(A60) o =8¢
(Aed) " = ¢

The net revenue of the government in the home country is generated by domestic and
trade policies. Net per-capita transfer is then

(A7) r(@.0.7.0)=33 Pt DX () +43 '@ - DD~ X( P

The governments cooperate when they set production and trade policies and efficiency
requires that they maximize the weighted sum

(A8) AG+AG = A[y,, G(1.6,7 .6)+ aWr,8.7 6)]
+AS .C(r,6,1,6)+aW(r,0,T 0 )]

where A=(a, +a)and A" =(a, +a ). The first order condition for the cooperative
equilibrium is then

( ) A*(ziDLDﬁW(T’61T* ’9* )+ a]ﬁW(T,e'T* 19 ))+
A9
A(ZDL*D[;VV*(T*’Q* T1,0)+al,W( .6 .1 ,9)):0,

where 3 =1,7%,0,0*.
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Substituting in for the partial derivatives in (A9) yields

A (S0 +N(R) +N(F8T,6) +3 R+ B) + u( % X

+all {1+ M(P) + N(L6T,6) + R+ N§ B) + Nu( X %)

+AS, D0 +T(R) +NLF(2,6,1.9 ~# R+ § ) + U0 X X))
O, +S () +NT(7,0,7.6-R+ N's(B)+ N W X X)) =0

(AL0)

Adding and subtracting\'a M, and Aa I’ , and noting that labor supply is unchanged, yields

O4AL ~a)T(M +AAT( P + NTAT,0)+ R Ns B+ NG X X +

Al
“ DAL =a) () +AAN(P) + N'H(7,8, 1 -Re NG B+ NG X X} =0

Note that an international transfer R drops out of the maximization problem because it
does not affect efficiency. First consider the first-order condition for the home country’s
production policy for good i, that is f@= t;.DenotingM, = D. — X, substituting (A7) into
(A10), and then using (Al) and (A5) gives
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(AL2)

AQ, -—a)x P
or.

+A*A{Xiﬁ+(ri _])Xi %4- pisxi + pS(Ti _]) K%‘Di ?:

dpw(e ~9M, +pr(6, -0 P - x Py

A ANGE Xy anyE, x P

&’
or,

]

+A A

Al —a )X

apS* +(1, D X,

ap yxr B
or,

+AA[>§ o

]

+AA*[§3V_V(9: “DM; + (6, - (D’ %— X P

CARIN'Y E X TN B X )=

Al -a,)X g';’i_s

LA AT —J)xﬁe—p]”“i pwx+r xzp —ex?%v]
A A RO, -1 Df}r’ - X(%)]

FAANYE x% FNUE, X ‘2’%1

AN (I —a )X %

FAATT X Z’L;—e;x; ‘;‘; (T - X" ‘;’%% p']

AR (8 -3 T X 2

AR E X By ey B xR =0
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Differentiating the price equilibrium conditions (A6) with respect; tgields

azy ¥ 0070

&i iaTi TI
(mazy PO

0Ti Ti 0Ti
(m3y P=g %

0 or.

a*
(A13d) c?p_. =0 d_

ot ' or,
Using equations (A13), and collecting terms, the first order condition for the production policy
(A12) can be written as

A( -a )X(e dp pizei)_'_
T, 0T, T,
* 6, .6 dp" _p',
A AT -1 X2 g (P Py
T, T, 0T, T,
* \ Id e ei d iW iwei
A AR (0 - (D Pg - x (B Py,
ot, T, 0T, T,
+ A AN E, X T = P00y N B X 2T
i T, T, JT,
(ALd) A(lL —a)x & 5'0
T, 0T,
+AA[(T, -1 X" e—idle—i p’]
T, 0T, T,
+AA[p"(6 -)F M" —ap‘ ]
dp 6, dp" _ p'o
+ AA N —— + N'u’ E X -
[N B X oT ( s T? )

=0.
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To getg'iivv totally differentiate the world market equilibrium condition
D.(6,p") - X (Qi piw) =-[D'(6 p") - X (Q;F}W)] , Where the asterisk stands for the variables

in the foreign country. This yields

w 7] X{ %o n"
a1y P (X! %) _ (X' %n

I, Gi(Di'-X%)wi*(D;* —X/) o.M +6 M’

whereM, =D'- X/ andM,/" =D - X/ . Differentiating the price equilibrium

conditionsp’ :% p*and p” =@ p", and using equation (15) yields

3p's — piwei(eDi,+ 6: Mi’*)

(16a) ——-=-3 —
ot T.(6,M'" +6,.M")
(16b) dL - _ ei(xi %) P, .
at, O M’ +6 M/
(1&:) &p| —_ Gi Mi p|

0, T.(OM'+6 M")

(led)y P=_OM R
96 O.M'+6 M

Using equations (A15) and (A16) and solving implicitly for the home production policies yields
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(I,-a) X

(AL (= d=- (@+a,) pX
L LM R + X g0, p(6, M+6 M),
i -X'p"% 6. p"(6.D+6 M)
_(Ii*u -a)) X/ 9/ (1 -1) X! 9%2
(@ +a}) p(6,D'+6 M") ' % (6,D/+6 M)
* oM
-(6, —1)[% @D +6 Mi’*)]
_(Nui+Nuw)E (NuE,. + N'U) E,. )ge/
p’ p:(6.D'+6 M)
(AL8) ('[__]):_(liL_CYL) X _(Iil*_a*L) Xi*%

(a+a) p’X' (a +a,) p(6,D'+6 M")
)X
piS(GiDi'+6i Mi, )

. p"e M'"
+[(6, -1 - (0, - L

[(6, =D - (6, - DII (6.0 + 6 Mi'*)]

C(NuL+ N'Y)E, (Nup+ N'uw)E,. X9
pis pis(eiDi,-l-ei’k Mi’*) .

The foreign production policy can be derived in a similar manner as the home production policy

(M9 (r-p=-Ue-a) X _(,-a) X7

(@ +a) pPX (a+a,) (6D +6,M)
-y X
pis (el Di, + ei Mi,)
. p“e, M/
(6 -1) - (8, - "9, M,
(6 =3 ~(6, DM P

C(NU+ N'W)E,. (Nui+ N'y)E X%/
p’ P’ (6;D" +6, M)
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Equatio

ns (A18) and (A19) are the same as equations (20a) and (20b) in chapter 4. Now

consider the first-order condition for the trade policy for industry i, that i e in (A10).
Substituting (A7) into (A10), and using (A1) and (A5) gives

(A20)

. 9’
Al 'a%
+ A A{XIZZ +(1 =D X, apls pi(T - Dxi'%_Di%]
+A*A{dpw(e ~)M, +p"M, +p"(6 - D(D'f;%d Xf;%
+ A ANW E X ZZ:SH N'ug Ey. X~ Zp;]
+AQL a2
+ AN X Zps +(1, =D X ip; +p7 (1, —D X" (;pe -D/ ddpg]
*ﬁg JMM+nWa—mufﬁ§—Xﬁ%§ﬂ
+ AA [N / (;p; e Ex X(ZF;:S]:O

Differentiating the price equilibrium conditions (A6) with respecttyields

(A21a)

(A21b)

(A21c)

(A21d)

1

=—(60 —+ p"
o6 1 Pog TP
dp” _ 6 dp"
9 1 96,
dpi — ei pl + piw
06, 26,
dpld :9* 0plw
00 ' 96

Substituting (A21) into (A20) and collecting terms yields
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Al -a)X @ D ep)

%P xp-

'W+pW)—p.W>§—6i X

+A AT x—(e
+A A-D(8 Z‘; +p)+p'D+6 DZ‘;W]
oA AT X6 0

+p")]

+A A (6, -D(D - 'W + )]

o, 2"

A ANWE X (0, S ) + N'u;EX*X'*TTaQ']

_ 6 0PW
(A22) +A(I -a)X; > ¥

YN Z'ZW ;X ZF;W]

+AA[-D6 dp'w +D, ] dpw]
06,

. 0"

+AA[(T, -) p" X" (T.) ]

+AN[ (O -8 (I - /)

dpw>+N 0 E X (9 LYY

+AA[N'UEEXX” 20

=0.
Total differentiation of the market equilibrium condition yields

o’ _ _ (D' - %) p" M/p"
(A29 9.7~ 6.(D/-")+0 (D" -%)) oM+ M

Substituting equation (A23) into equation (A22) and solving for the difference in trade policies
yields
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-—a) X (U -a) X

-1N-(9 - :_(IiL
©mmed @+a) prr M (@ +al) prr

P’ X P X"
A24 —(r, - + ——
(A24) (T, )p M, (-9 o'T M
_(Nu; + N LL)EX X, (NL+NU)E. X
T, M P M |

Equation (A24) is the same as equation (21) in chapter 4. Equations (A18), (A19), and
(A24) determine the home and foreign countries’ production policies and the difference between
their trade policies. Substituting equation (A24) into the expressions for the production policies
(A18) and (A19) yields for the home country’s production policy

- —( —a ) X (Ii*L_a*L) X:%
(A29 (1,-)= (a+a) pX (@ +a ) p@D+aM)

-y X
Pi(6.0/+6 M)

+[ plwel Mil* _ (IiL ~ aL) Xi + (In_ ~ a*L) Xi*
PIOD+E M) (a+a,) pTM (@ ) prTM
i —n_ PX p’
(r, )QEM +(r, )pTM,
_(Nu+ NUE X (Nu+ N ) E X7y
p't, M/ p'T, M’
(N +NU)E (N +NU)E. X%
P’ pPED+EM")

Collecting terms, an implicit expression for the political equilibrium production policy for the
home country is

(@a+a.) p’X P

(A26) (Ti_D:_UiL‘aL) X, _(Nué+N*u’E*)EX.

The political equilibrium production policy for the foreign country is implicitly given by

(@ +a)) p’ X" p’

(A27) (T:_]):_(”u_al) X'* _(NUIIE+ N*q;)EX*
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Substituting equations (A26) and (A27) back into equation (A25) yields the difference of the
political equilibrium trade policies

(A28 (6,-3-(6;-9=0

Equations (A26) and (A27) are the same as equations (22a) and (22b) in chapter 4, while (A28)
is the same as equation (23).
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APPENDIX B

This mathematical appendix derives the political equilibrium consumption and
trade policies undercooperationwith a global consumptiorexternality.

Each individual j maximizes = ¢, + 3 y (¢)+ u,( B

Coj consumption of the numeraire good by individual |

Cj consumption of good i by individual |

ug (E) utility that individual j derives from the state of the environment
E externality

u; (-) increasing and concave functions

do_,uEEj =ug <0 negative externality

E:ZCek-'- C;k:icek:(N_l)(é-l-N*g

k#j k# j

7[=

d—(:e =E,=(N-1)

gTE; “E.= N’

p=(pd, pd,..... Br) consumer price vector for the home country
v(pd, y,E)=y + s(b + u:(E) indirect utility of representative consumer

n n

s(p?) = Z uld @ )l Z B d (P consumer surplus from nonnumeraire goods
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d(p")=- o"'sd individual demand for good i in the home country

D, (p’)=Nd(g') total demand for good i in the home country

oD,
apid

=D/ <0.

Both, home and foreign country exhibit a similar structure. Variables and parameters for the
foreign country are denoted with an asterisk (*). The price equilibrium conditions for supply and
demand are

(Bla) p=6pg"

(Bl pF*=6 p'
(Blg p' =14p
(Bd) p'*=1/4
The net revenue of the home government is

(B2) r(r,6)=+3 p(r. -DD(p)++3 p'(6, - DID(R) - X( M-

The governments cooperate when they set production and trade policies and efficiency
requires that they maximize the weighted sum

(B3 W= AG+ AG= Ay, ©(1,6,7,6)+ awr,0,r 6 )]
+A[S .C(1,6,T,8)+aW(1,0,7.,8)]

where A=(a, +a)and A" =(a| +a ). The first order condition for the cooperative
equilibrium is then

A*(ZiDLDBV\{(r,G,T* 0 )+ da ,Wr.o,r 6 ))+

(B4)
A(ZiDL*DﬁW*(T*!e* ,T,9)+ aDﬁW(T* ,9 ,T ,9))20,

whereg =1,7*, 0, 6*.
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Substituting in for the partial derivatives in (B4) yields

A (SO +N(R) +N[(T87,6) +3R+ $ ) + u( % X))

+all, {1+ S TI(P) + N(56T,8) + Re N§ B) + Nu( X X))
+ASL O {0+ +NLF(T, 0,19 - R § ) + W X )
w001+ S TP +N T (1.6,7.8 ~R+ N's()+ N u( X X)) =0

(B9

Adding and subtractingh'a M, and Aa I’ , and noting that labor supply is unchanged, yields

DA —a)N(R) +AAN( P + N7 87,6)+ R Ns )+ N B
OAAIL —a) () +AAN(F) + N'H(T,8, 79 - RN P+ N B} =0

Since the transfer R just cancels out, equation (Alla) becomes

DA —a)N(R) +AAN( Y + Nz 87,0)+ Ns )+ NU 1B

BAy
&9 DAL o) T(R) + AN P) + N'H(T,8, 7.6+ N6Ep)+ NI B} =0

whereg = r,7*,6,6*. First consider the first-order condition for the home country’s
consumption policy, that is fog = r,. DenotingM, = D, - X, gives
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P’

A(l —a )X
( iL L) Iﬁ-[i
* ﬁp's dps s s dps dpd
+A A X 2 +(1, -1)D, ==+ p°D, + p’(1, - ) D'=- - D, =
N IdTi (TI ) Idrl pl I p (TI ]) IdTi I dTl]
op! op’
+A A{ (9 “DM, +p"(6, - (D' Xi';)]

or.
+A A NU(N- 1)d '+Nqu ddp]

(B7) .
. o Op°
+A(l. —a )X 2
; or,
. . op° . LopT L . op° . op”
+A X —/—+(7. -1)D —+p°(7r. -1 D’ —-D '
A['o"ri(')'o"ri p'('])'o"'ri 'é'Ti]
PP op;
+AA[ (9 DM +p"(6 -)(D" ——- X )]
orT. oT.

. - op” - op’
+A" AN N-Dd ——+Nu Nd—]=0
AN (N =D G+ Ny NG o]

Differentiating the price equilibrium conditions (1) with respectoyields

7% op"
(B89 5-=05
ey =g P
gr, ' dr,
p! ap’ "
B8 — =70 —/—+0 p
(B8c) ot T, ot P
ot ot

Using equations (B8), and collecting terms, the first order condition for the consumption policy
(B7) can be written as
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0"|0

Al —a )X (6,

+A*'A{Xi(9i dl)_
dTi i i
+A A6 p"D +1.6, Dloﬁ,pi —BiDidL+6iDidL—DidL—Xi9 o’ + X o’ —]
or, or, ar, or, or, ' or,
+A*A{ p|w(9i _1)(Di,(9i p|w +Ti9i dpl ) - ,9 dp ——)]
or, ot,
. ap” e ey 0P
+A ANU(N-D (6, P +1,6, 1) + NuN'd'7,6, 1]
(Bg) d . i i
FA(LL —al) X 6 2
or,
An X P prg Plipie P _pa P
or, oar, T, Ti
FAA(T -) P D'T.6 'Z'+(e ])p(D’TG - X" 90,,'2)]
+AA[DE P g P g Py dp]
ot, ot or, or,
¥ '+Nu Nd(6, g’ + ref;p) 0.
And thus : |
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A, -a)x 02
T

“A AT, =0, 5" D6, B +7,0, %)
o L O

+A*A{ NLé( N_:D d(al d +Ti0i ?:—I\:V) + NU’E N’ q”T:gi %]

(B10) '
C v 9P
+A(l, —a )X 6 —
or.

AT, -0 5 T 7,0, 2

Y. - ARVRAY” .\
FARLE D (D76, G =X 6,0

ARIN G (N =D d 7.0 Poe N i Nd(o, 5 +7,6, 2oy =0

To getgﬁ totally differentiate the world market equilibrium condition

D(1.60")-X @ R =106 §) - X(6 P). Thisyields

apiW —_ M i' piW

(B11) = - _,
or. 6 M' +6 M/

Whereer :.[.i [)Ir _ )(ir and Mi,* — TT [)I,* _ )(i'* '
Substituting equation (B11) feo;lp;‘ collecting terms, and then solving for the consumption
T,

policy in the home country yields
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(I, -a,) X _(.-a)) 6, X

(B12) (1, -3)=- e — -
(at+a) p'(6, X' -6 M) (a+a)p'd(6X -6M)
. T e oM
@Dy gy O IO My ]
_Ué(N—l)_Ug N _ NuI'E Di’*fiei _ UE(N* -1 D|*T*i9i

p'e.  p'e pe@x -gM) po@x -6 M)

The foreign country’s consumption policy can implicitly be derived in a similar manner as the
home country’s consumption policy. The resultis

(. -a) X (1, -a,) 6,X

@+a) p'@ X" -6 M) (a+a) p'd(E X -6 M)

T.6°D’ . 6. M’
v oy HO =D =(0 - N
ei(eixi _QM ) ei(eixi _eiM )
_W(N - _uN_ N'yDre  _ u(N-D)D78

p'6; p'o, peE@E X -OM) po@EX -6M)

(B13 (r,-3=

=(t, -1

]

Equations (B12) and (B13) are the same as equations (26a) and (26b) in chapter 4.
Now consider the first-order condition for the home country’s trade pélicy
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dps
a0,

Al —a)X

- dpis - E s - 'ﬁ— ﬂid
+A IA{Xiﬁ-'-(Ti ]')Di +pi(Ti ])Dl 00 Didei]

A A{dpw(e “DM +p' M + (e J)(D";'; X'ng)]

* —p g PN N g P
FAANU(N=D 4o+ NUN o 50 ]

(B14) .
+A(l, —a)X; ‘;'?9
+AATX ﬁﬂ“(fi -1)D, dﬁ+ p*(r, -3D" da%d -b da%d,*]

+AA[NU(N-Dd dF;+Nu qup =0

Differentiating the price equilibrium conditions (B1) with respec@toyields

op’ op”
Bl5a L= (0 ——+
( ) T Ti( 6 p")
(B15b) ‘?L = 6_|0L
6. 1 96,
! ap"
Bl5c) —— =6, .
( ) 26 ¥ +p"

(B15d) P =g 9P
90 '8

Substituting equations (B15) into (B14), using the market equilibrium condition and collecting
terms yields
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AQ. —a )X @ P g9

28
A A X0 T nW>—D.(rieg‘;+rpW> £0@ 2 +p)-00 2 +p)

i o 0pw 0pw o, &
+A A(t, DGpD(TBaQ +Tp)+p'D-p' X+ D9 ae, Xeﬁ& idei]
A A0, -0, 0= X8 T+
A ANG(N-D T8, P+ )+ NN 7.6 )

(B1§ o i
AL -a)X 6
+aa[xg P —pre P iprg P _pg X

06 06, d0, 00,
FAR[(T J)prD*(efa“W]

Y Y o M A
+ASTD0 S0 =D G =X 0 50X S (0 ~0p (D 18 G - X8 00

FAAIN Y (N -0 76 Zf; N & Nd(r,6 %'i 720

Total differentiation of the market equilibrium condition yields

op" _ (D/-*)p" ___ M'p"

d—ei B ei(Di’_ X%)+ 9:(Di'* - X%) ) 9i |\/li, + ei’k Mi,* |

Substituting (B17) into (B16) and then solving implicitly for the difference in the home and
foreign countries’ trade policies gives

(B17)
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0, -n-( -p=-Lza) X { ma) X
(a+a|_) piWMi’ (a +aL) piWMi,

_(-[i _1) pi Di +(Ti* _1) pi Di

piW I\/li' piW '\/li”k
(B18) -
U (N-1)DT, u N DT,
piW Mil piW Mil
LUND''76,  ug (N -1)D"1.6, .
"o M/ e M/

Equation (B18) and is the same as equation (27) in chapter 4. Equations (B12), (B13), and (B18)
implicitly determine the home and foreign countries’ consumption policies and the difference
between their trade policies. Substituting equation (B18) into the expressions for the
consumption policies (B12) and (B13) yields for the home country’s consumption policy

9 oyl X e ax
(a+a,)) p'@ X' -6 M") (a+a,) p6@6 X -6 M)

_(Ti* _1) Ti6i2 I:)i’* .

ei (el Xi’ _ei M, )

oM (,-a) X (.-a) X

Tgox -am ) (@ra) p'M (@ +a,) prM”
p'D .. pD
T e
DT WN-D+Y'N) DRE (N +U (N -D)
p" M/ p'e; M
(U(N-D+ W N)_D'T.6 (Ny + (N -1)
) pé, o opeeXx -aM)

Collecting terms, yields an implicit expression for the home country’s political equilibrium
consumption policy

(l,-a) X, _(ug(N-)+u N)

(a+a.) p’X/ P’ '

(B20) (r,-1)=-
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Similarly, an the political equilibrium consumption policy for the foreign country is given by

(1 -a,) X/ (U (N =D+ U N)
(@+a’) p*x”- ps '

(B2) (r;-9=

Substituting equations (B20) and (B21) into equation (B18) and collecting terms yields the
difference of the political equilibrium trade policies

(I,-a) X (. -a) X

(a+a) p'X' (a +a) p X"

(B22) (6,-)-(6; - 9=

Equations (B20) and (B21) are the same as equations (28a) and (28b) in chapter 4, while
equation (B22) is the same as equation (28) in chapter 4.
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APPENDIX C

Proof to the proposition made in section 4.4. (Footnote 75)

Proposition.

Suppose governments have production and trade policies available, and the elasticity of output
supply for the home and foreign industry is constant. Further assume that in the noncooperative
equilibrium the importing country’ import demand is less elastic than the exporting country’s
import demand. Then, importers (exporters) are worse (better) off under free trade than under
noncooperation.

Proof.
Under noncooperation the equilibrium production and trade policies are implicitly given by (with

similar expressions for the foreign industry)

o hma) X _(,-a) 1

(C) (r,-)= (a+a,) p° X' (a+a)) €,
M _1
(C2) (6, -1= oM E

Under cooperation the equilibrium production and trade policies are implicitly given by (with

similar expressions for the foreign industry)

(I, -a,) X

T e e

(C4) (6,-D-(6 -)=0Q

In equilibrium the producer price for the home industry is

(€5) =2 p(r,..6,.6)
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And thus

dp’ = 9. 90" dr, ——Bie‘ dr, +
T, 0T, T,
(C6) 6 op” 6. dp”
9P g + Plgg + 8P 4g.
r. 00. T T, 00,

iﬁiﬂdrj
T, 0T,

From equations (C1), (C3) and assuming constant supply elasticities, it follows that the
production policies do not change from noncooperation to cooperation. dfhtsir’ = 0, and

equation (C6) becomes

€7y dp =P g9 +Pgg + 9P 4o
T 00 T T, 06,

The market clearing condition yields

" _ _ (D' -7%)p" ____ M'p"
(8 20, Qi(Di’ - X%)-'- QI(Di'* - X%) O M+ 9. Mi’* )

Substituting (C8) and a similar condition fgﬂw into (C7) and collecting terms yields
06

' . "M/ g, OMT 4y
0 M O M oM +0 M
~M " (6.d6° +6 d6)

6 (O6M'+6 M)

(C9)

The denominator of (C9) is negative, and the sign of (C9) depends on the sign of the numerator.
In particular, the following holds

(C10) z=6.do +6 do, > 00 9P <o
p

Under free trade, which is consistent with a negotiated outcome (C4), the following holds

115



Thus, using equation (C2) together with the expression for the foreign trade policy Z can be
expressed as

M M’

(Cll) Z=-— - S

Suppose the home (foreign) country is importing (exporting) good i. Then Z is positive if and
only if in the noncooperative equilibrium the home import demand is less elastic than the foreign
import demand. Q.E.D.
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