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Optimal Trade Policy and Endogenous Timing in an Oligopoly

XU Lu'  YE Guangliang”' LIU Cheng®
(1. Renmin University of China, Beijing, China;2. Hainan University, Haikou., China;
3. Chinese Academy of Social Sciences. Beijing, China)

Abstract: This paper investigates optimal trade policy in a duopoly with spatial price discrimination in which a
domestic and foreign enterprise compete on locations. The government chooses between a uniform subsidy/tariff
(based on quantities) and discriminative subsidy/tariff (based on transportation costs or product differentiation) to
maximize domestic welfare. We demonstrate that the government’s optimal trade policy depends on the timing of mar-
ket entry. We show that a uniform quantity-based subsidy or tariff is optimal when the domestic enterprise is the mar-
ket leader, while the discriminative subsidy is optimal when the foreign firm is the leader or there is no leader. We
then endogenize the timing of firm entry and show that the domestic enterprise emerges as the leader under the sub-
game perfect Nash equilibrium. The policy implication is that the type of trade policy can either promote or harm the
competitive advantage of domestic firms. In industries with competitive advantage, the welfare-maximizing govern-
ment could gradually reduce subsidies or tariffs to expand imports and thus improve the trade balance, while in indus-
tries with less competitive advantage, discriminative policies could be adopted to support local firms until they are suf-
ficiently developed to compete against foreign firms.

Keywords: Optimal Trade Policy; Social Welfare; Spatial Price Discrimination; Endogenous Timing of Entry
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