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Abstract

In the recent years, there have been growing
concernsamong competition authoritiesthat the
reduction in governmental barriersto trade may
not result in the expected increase in trade,
because of the development of private
anticompetitive practices. Inthe present article,
wefocusonthelink between tariffsand imports
on an intermediate market when local firmscan
react tothelevel of tariffsby adapting the vertical
structure of theindustry through mergersand/or
divestitures. We show that successful
commercial negotiationswith apartner country
that has alenient control of mergers can have
adverse effects on the exports of firmstoward
thiscountry.

Key-words: Trade policy —Antitrust — Vertical
Integration.

Resumo

Recentemente, asautoridadesqueregulamentama
concorréncia tém percebido que a reducédo das
barreiras governamentai s ao comércio pode ndo
resultar no aumento esperado do comércio, devido
a0 desenvolvimento de préti cas anticompetitivas
privadas. No presente artigo, abordamosaligacéo
entre tarifas e importagdes em um mercado
intermedié&rio, quando firmaslocais podem reagir
ao nivel dastarifas adaptando aestruturavertical
daindigriaatravésdefusdese/ou desinvestimentos.
Mostramos que negociacOes comerciais bem-
sucedidas com um pais parceiro que possuaum
controle leniente de fusdes podem ter efeitos
adversos sobre as exportagdes que empresas
realizam paraessepais.

Palavras-chave: Politicade Comércio—Antitruste
—Integracéo Vertical.
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Introduction

In arecent paper, Hamilton and Stiegert (2000)
show that afirm producing afinished product can
replicatedirect government subsidization of exports
by private contractswith itsinput suppliers. An
important implication of thisresultisthat countries
with lenient antitrust laws can be expected to
accept relatively easily the suppression of export
subsidies, since they know that local firms can
replicate these subsidies'. As a consequence,
countrieswith stringent antitrust lawsshould insst
ontheharmonization of antitrust lawsin negotiations
ontradeliberdization? . Hamilton and Stiegert thus
raise the question of the effect of the suppression
of export subsidization on international tradein
countriesinwhich vertical restraintsareregarded
without suspicion and largely accepted. In the
present paper, we examinetherel ated question of
theeffect onimportsof areductionin customduties
inacountry with lenient control of concentration.

Contrary to Hamilton and Stiegert (2000), we
consider amarket in which anintermediate good
istraded and we focus our analysis on vertical

concentration between local firms.

It is generally admitted that the structure of an
industry isdetermined endogenoudy by the private
arrangementsthat firms maketo maximize profits
given the competitive framework in which they
operate. One element of this framework is the
presence or absence of foreign competitorsonthe
local market and, inthefirst case, theleve of tariff
protectingloca firmsfromforeign competition. Any
modification in the level of the tariff is thus
susceptible to lead local firms to revise their
decisonsregarding privatestructural arrangements.
Inparticular, it canlead anon-integrated upstream
firm to merge with a downstream firm or a
vertically-integrated firmto split into two separate
entities. Theresulting modificationinthevertical
structure of the local industry may of course
reinforce the effect of thetariff reduction if the
sructural changesfacilitateforeign penetration, but
it may also opposetheeffect of areductionintariffs
if themodification of theindustria structuremakes
it moredifficult for theforeign firmto penetrate the

local market. Thisraisesthe question of whether a
reduction intariffs can effectively be expected to
lead to an increasein theimports of acountry in
which firmscan merge or split without significant
limitation through the control of (vertical)
concentration exercised by antitrust authorities.

Thereisagrowing literature on vertical integration
and trade. M ost papers examinethelink between
theloca country’stradepolicy and theleve of supply
of aforeignverticaly-integrated firm onthedomestic
market. Focusing on the intermediate market,
Spencer and Jones (1991) show how theforeign
firm’ssupply decisionisaffected by thedomestic
trade policy. In Spencer and Jones (1992), foreign
supply conditionsfor theinput (foreclosureor not)
areshownto significantly affect whether importsof
thisinput should betaxed or subsidized. InIshikawa
and Spencer (1999), importsof theinput by aforeign
integrated firm areshown to reducetheincentiveto
subsidizeexportsof final goods. Ishikawaand Lee
(1997) analyzethelink between the domestictrade
policy andthesupply strategy of aforeign verticaly-
integrated firm onthe domestic final market. Inall
of these papers, thefocusison vertical integration
intheforeignindustry. Vertical integration onthe
domestic market, when it is considered, is not
endogenoudy determined.

Spencer and Rautbitschek (1996) investigatethe
decision of domestic downstream firmstoforman
upstreamjoint venture and produce domestically the
intermediate good (at high cost) in order to reduce
the priceof imported intermediate goods. Thispaper,
asthe previously quoted ones, supposes that the
foreign firm exportsto penetrate thelocal market
and does not consider the possibility for theforeign
firmto set up asubsidiary inthe domestic country
to produceand sell intermediate goods. Therecent
evolution of theflowsof Foreign Direct Investment
(FDI) suggedsthat itismoreand moreindispensable
to consider the possibility for firmsto penetrate
foreign markets by taking FDI into account when
andyzinginternationa trade. Morethan ever before,
FDI and exportsaretwo termsof just onequestion:
how to maximizethe gainsfromthe penetration of a
foreign market. Roy and Viaene (1998) investigate
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vertical FDI by downstream firms depending on
foreignintermediate good supply, so that they can
meet their input requirementseither by investing
abroad and producing the intermediate good
interndly withintheir foreign subsidiary or by buying
the intermediate good abroad. This paper thus
analysesthetrade-off between FDI and imports,
rather than exports. Furthermore, theemphasisis
put on exchangerate uncertainty. Infact, thechoice
between FDI and exportsin acontext of imperfect
competition is investigated only in papers that
consider final markets and put forward the
competition for market share in oligopolistic
industries, rather than the endogenous vertical
restructuring of theindustry®. Conversely, thereis
also alarge literature on the strategic aspects of
vertica integration that do not consder tradepolicy*.

Noneof thepreviousy quoted modelsissusceptible
to give hintsasregardsthe answer to the question
that wewant to address. To examinethisquestion,
we develop amodel of successive markets with
imperfect competition at both levelsof theindustry
inwhich both the (vertical) structure of thelocal
industry and theway foreignfirmspenetratetheloca
market (by trade or by FDI) are endogenous. We
areencouraged to follow thisline by two important
empirical observations. Thefirst observationisthe
incredible boom experienced by the worldwide
flowsand stock of FDI inthelast years. Thesecond
observationisthat indugtriesare presently profoundly
transformed by an unprecedented wave of mergers.
Thismerger wavehastwo aspects. Ontheonehand,
local industries adapt to the increasing foreign
competition. On the other hand, more and more
firmsaremultinationa sand themerger waveresults
inthe creation of large multinational groupswith
worldwideactivity. Asaconsegquence, theSituation
onmany marketsisthat localy implanted firmswith
asignificant market power face competition from
multinationd sthet are(at leestinitidly) not implanted
locally and consider the variouswaysto penetrate
theloca market. Locd andforeignfirmsareengaged
Inastrategicinteraction that determinesboth the
structure of the local industry and the pattern of
internationd trade.
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Inour modd, alocal upstream monopolist produces
theintermediate good and suppliesadownstream
Cournot oligopoly that transformsit into thefinal
goodviaal eontief technology. A foreign upstream
firm competes with the local monopolist on the
intermediate market either by selling inthe home
country the intermediate good that it produces
abroad or by producing locally theintermediate
good, which requiresthat theforeignfirm makesan
FDI inthe home country. Thereisthusatrade-off
for the foreign firm between exporting the
intermediate good and making an FDI. Thelocal
firmasofacesatrade-off, snceit canmergewitha
downstream firm (and compensate the owners of
thisfirm) or limit itsactivitiesto theintermediate
market. Sincewe assumethat thelocal firm plays
firgt, thevertical structureof theindustry influences
theforeign firm’smarket penetration strategy and
thelevel of imports(if any) inequilibrium. Thisis
precisely what weintend to capturewith thismode!.
Import tariffsare exogenous, but comparative static
analysisallowsusto assert the effect of areduction
intariffsonimports.

We show that, inthismodel, it isnot alwaystrue
that a reduction in import tariffsis favorable to
international tradein the sensethat theforeignfirm
exports more toward a country that lowers its
custom dutiesonimports. Local firmsreact tothis
reductioninimport tariffsand thisreactionmay leed
to amodification of the vertical structure of the
industry that can have two types of consegquences
on the level of imports. The first type of
consequences is a reduction in imports. This
reductionisshown to be caused by amodification
of theverticd structure of theindustry toward less
vertical integration that makes the intermediate
market more competitive and more difficult to
penetrate. The second type of consequencesisthat
importssmply vanish after thereduction of thetariff.
It does not mean that foreign market penetrationis
deterred, but rather that theforeignfirmfindsit more
profitableto makeadirect investment than to export
after thedecreaseintariffs. Thisquitesurprising result
isduetothefact that local firmsreact to thetariff
reduction by a vertical merger and that vertical
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integration makes competition on theintermediate
market softer, othet theforeignfirmcanfully redize
the benefitsof an FDI. Thislast result leadsusto
the conclusion that when acountry negotiatesthe
reduction of custom dutiesonimportswith apartner
country to sustain an exporting industry, it hasto be
very careful and assert what sort of control vertical
concentrationissubmitted to inthe partner country.
If astringent control on vertical concentrationis
absent inthe partner country, successful negotiations
may lead to a decrease in exports and the
implantation of loca firmsinthe partner country.

Thestructure of thearticleisasfollows: in section
2, we present the model. Then, in section 3, we
examinetheimpact of vertical integration onthe
foreign firm's decision as regards the way it
penetratesthelocal market. Finaly, insection4, we
edablishour mainresult, namdy that theforegnfirm's
level of export may bereduced, eventually to zero,
when thehome country lowersitsimport tariff.

1 A model of successive industries with
international trade

We consider acountry (the home country inwhat
follows) and a good that is both consumed and
produced in thiscountry. Itisafinal good whose
production requires different inputs. Wefocuson
one of thoseinputs and make the assumption that
the production of each unit of thefina good requires
exactly oneunit of thisintermediategood, regardless
of the quantity of other inputs, which we do not
consider. Theintermediate good isalso produced
locally, so that, inthe home country, two verticaly
related industries areinvolved in the production of
thefind good: the* upstream” industry producesthe
intermediate good and the* downstream” industry
transformsit into thefinal good. We consider that
thereare constant returnsto scalein both industries
and normalize the unit costs to zero both in the
production of the intermediate good and in the
transformation of theintermediategoodinto thefina
good. Under thisassumption, the cost supported
by anon-integrated downstream firmisexactly the
intermediateprice.

Thereisimperfect competition at both levelsof the
local industry. The upstream industry iscomposed
of just onefirm, thelocal upstream monopoly, U ,
and the downstream industry is modeled as a
Cournot oligopoly. The presence of imperfect
competitionamong loca firmscreatesthe possibility
for foreign firmsto penetratethelocal market even
inthe absence of any cost advantagefor them. We
focus on the intermediate market and consider a
foreignfirm U_interested in penetrating thelocal
intermediate market and competing with thelocal
monopoly.

Therearesevera possiblewaysfor theforeignfirm
to penetrate the local market. We consider two
ways to do it. The first one is to export the
intermediate good produced abroad into thehome
country. Theunit cost of productionintheforeign
country is assumed to be constant, but not
necessarily equal to the costinthelocal country.
Thisisinfact not essentid, becausethere evant cost
for theforeignfirmisthetotal cost of offering the
intermediate good on thelocal market, namely the
sum of the production cost and theexport cost. The
export cost corresponds mainly to transportation
costs and tariffs. We assumethat the total export
cogt, denoted by t, islarger thanthe cost of producing
thegood locally, sothat evenif theforeignfirm has
acost advantage, inthe sensethat the productionis
less costly intheforeign country, it ismore than
compensated by the export cost®. We assume that
t iscomprised between zero and Y2, which ensures
the profitability of exportsfor theforeignfirm.

The second way to penetratetheloca market isto
makean FDI. Inour framework, thismeansthat the
foreignfirm buildsanew plant inthehome country to
producetheintermediategood® . The unit production
cost is then equal to zero. This strategy has the
advantage of dlowingtheforeignfirmto avoid the
export cost and, thus, to compete with the local
monopolist onanequa bads. Thereisinparticular a
tariff-jumpingargument infavor of directinvesment.
Sincedirect investment isassumed to haveafixed
cost K7, the limit value of t that ensures the
indifference of theforeign firm between export and
directinvestmentisgtrictly positiveassoon asK>0.
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The structure of the local industry is a major
determinant of thislimit value. Thisstructureis
determined by the number of firmsat each level of
theindustry, but also by the number of vertically
integrated firmsin theindustry. Whereasthenumber
of firmsin eachindustry isexogenousinthemode -
therearen downstream firmsand oneupstream firm
-, the number of vertically integrated firms is
endogenous and the foreign firm's strategy to
penetratethe homemarket may depend onthelocd
monopolist’sintegration decision.

In order to take the interaction between the two
firms structural choicesinto account, we consider
agameinwhichtheloca monopolist playsfirst and
theforeignfirm, after observing theloca monopolist’s
Integration strategy, choosesits market penetration
grategy®. Thefirst two stages of the game arethus
asfollows:

1.1 Stage 1

U, makesitschoice between vertical integration,
i.e. amerger withadownstream firm, and vertical
Separation, i.e. no merger.

We assume that the local upstream monopolist
integratesforwardif and only if vertical integration
is jointly profitable for itself and the target
downstream firm. We assume that the upstream
monopolist cannot merge with more than one
downgtreamfirm, becausewewant to analyze purely
vertical integration.

1.2 Stage 2
U_ makesits choice between FDI and export.

Then, competition takes place on theintermediate
and thefinal market. Asregardstheway markets
clear, weconsder amodd of successiveoligopolies:
upstream firmsare pricemakerson theintermediate
market, whereasdownstream firmsarepricetakers
ontheintermediate market and pricemakersonthe
final market. Thelast two stages of the game can
thusbedescribed asfollows:
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1.3 Stage 3

U, and U_ make simultaneous offers on the
intermediate market.

1.4 Stage 4

Downstream firmsmake s multaneous offersonthe
find market.

Competition is “a la Cournot” on both the
intermediate and the fina market. As regards
consumers demand for thefina good, we consider
asmpleform, namely D(p) = 1-p. Theresolutionis
based on the backward induction principle.®

2 What vertical integration changes for foreign
competitors

Itisconvenient to decomposethetotal effect of the
vertical integration of thelocal upstream firmon
market equilibrium and profits, in particular the
foreignfirm’sprofit, into threeeffects. First of al,
becausethereisdoublemargindizationinthismodel
in the absence of vertical integration, vertical
integration has a pure efficiency effect: the
downstream division of theintegrated firm doesnot
pay themarket pricefor each unit of theintermediate
good, but rather theinternal transfer pricethat is
equal tothemarginal cost of producing therequired
unit of theintermediate good. Becauseit nolonger
hasto pay upstream firms margin, the downstream
division perceives the true cost of its input and
produces moreefficiently. Vertical integration thus
leads to a decrease in the production cost of the
merging downstream firm. Thisistheroot of the
second effect of vertica integration, thedownstream
(partial) monopolization effect: the downstream
division of theintegrated firm hasacost advantage
over itsrivalsthat isexactly equal tothemarginon
theintermediate market and usesthisadvantageto
increase its market share at the expense of its
competitors. Note now that the margin on the
intermediate market isdetermined at |east partly by
thelocal upstreamfirm. Whenitisintegrated, it has
asupplementary incentiveto raisethemarginonthe
market, because this reinforces the downstream
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monopolization effect. In order to achieveahigher
level of price ontheintermediate market, thelocal
upstream firm is thus a softer competitor for the
foreignfirmwhenitisintegrated thanwhenitisnot.
We call this effect the rising rivals’ costs effect:
theintegrated firm modifiesitsreactionfunctionand
thusitsequilibrium strategy in order toincreaseits
downstream profits, at the expense of areduction
initsupstream profits.

Whereasthefirg effect hasno directimpact onfirms
other than thetwo merging ones, itisclear that the
second and third effectsinfluencetheforeign firm’s
profitin oppositedirections. Infact, theintegrated
firmisasofter competitor for theforeignfirmonthe
intermedi ate market, but atougher competitor for
theforeign firm’sclientsonthefina market. Whether
vertical integration on the local market is at the
advantageor at the disadvantage of theforeignfirm
depends on the magnitude of thetwo effects.

Let usnow analyzein more detail stheintegrated
firm’sgtrategy ontheintermediate market. Because
itwantsthe priceto berdatively high, theintegrated
firm reactsto agiven quantity offer of theforeign
firm by aquantity offer that issmaller thaninthe
absenceof integration. We show that, in our model,
thisrisingrivals costseffect isso strong that the
integrated firmswould liketo make negativequantity
offersfor any offer of theforeignfirm. Thesenegative
offersarejust the strategic purchasesanayzedin
Salop and Scheffman (1987) and Gaudet and Van
Long (1996). Allowing for such strategies, aswe
do here', leadsto result 1.

2.1 Result 1

For any value of the parameters (n, t and K), the
local firm makes strategic purchasesin equilibrium
whenitisintegrated.

Theforeignfirmthusfacesacompetitor that usesits
market power on theintermediate market toraise
the price on thismarket in order to reinforce the
downstream monopolization effect. Thislast effect,
aswesaid, isdetrimental totheforeignfirm, asit
reducestheindependent downstreamfirms demand

for inputs. Result 2 showswhich of the downstream
monopolization effect and therisingrivals' costs
effect dominates depending on the value of the
parameters.

2.2 Result 2

Theforeignfirm makeshigher profitsinthepresence
of verticd integrationif thereareat least threefirms
inthelocd downstreamindustry.

Note that thisresult holds both when theforeign
firm makesadirect investment inthe home country
and when it exportsfrom theforeign country into
the home country. This is because, due to the
specification of themodd , theimpact of export costs
ontheforeignfirm’sprofit takestheform of aproduct
factor equad to (1-2t). Switching fromexport todirect
investment thusalowstheforeign firmtoincrease
itsprofit (grossof theinvestment cost) by a1/(1-2t)
coefficient. Itisthusvery easy to andlyzetheimpact
of vertica integration not only ontheforeignfirm’s
profit, but also on itsincentivesto make adirect
investment - measured by the difference between
the gross profit with an FDI and the profit with
exports-, and establish result 3.

2.3 Result 3

Theforeign firm hasastronger incentiveto makea
direct investment inthe home country inthepresence
of verticd integrationif thereareat least threefirms
inthedownstream local industry.

It turns out that the downstream monopolization
effect isvery strong when thelocal downstream
industry isaduopoly. Theintegrated firm manages
toincreaseitsmarket sharein alarge proportionon
thefind market, at theexpenseof itsriva that notably
reducesitsoutput and, asaconsequence, itsdemand
for inputs, in particular for the intermediate good
produced by theforeign firm. Theforeignfirmwaould
inthe duopoly caseprefer theintegrated firmto be
tougher on theintermediate market and softer on
thefinal market. However, assoon asthereare at
least three firms on the final market, downstream
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monopolizationisharder to achievefor theintegrated
firmandtherisngrivals costseffect dominatesthe
monopolization effect. Theforeignfirm benefitsfrom
vertical integration and hasastronger incentiveto
achieve adirect investment and take advantage of
lower costsinthe home market.

Tosumup, vertical integration may influencethe
foreign firm’smarket penetration strategy intwo
ways. It may induce an FDI in the sense that the
foreignfirmwould export intheabsence of vertical
integration, but preferstoinvest whentheloca firm
isintegrated. This may happen for a number of
downstream firms at least equal to three. To the
contrary, it may deter investment and, as a
consequence, induce export, but only if the
downgtreamindustry isaduopoly. Of course, vertica
integration may aso havenoinfluenceontheforeign
firm’smarketing strategy, either becauseit always
exports - FDI isblockaded, maybe dueto avery
highfixed cogt - or becauseit dwaysinvests, inwhich
casetheloca firmwill accommodate entry.

3 The effect of lower tariffs on the level of
imports with endogenous vertical integration in
the local industry

For thispart of theanaysis, itisconvenient tothink
of theforeign firm’strade-off between export and
directinvestment intermsof thevaluest ,(n,K) and
t(n,K) of thetotal export cost that maketheforeign
firmindifferent between export and direct investment
respectively whentheloca monopolistisintegrated
and whenitisnot. Aslong asthe structure of the
locd industry isexogenous, theseva uesof theexport
cost determinetheforeignfirm’spenetration Srategy
forany n, tand K. Intheabsence of integration, for
example, theforeignfirmmakesan FDI if t>t (n,K).
Assoon aswetakeinto account thefact that local
firmsdo not smply wait for theforeignfirmto adopt
adrategy, but anticipateit by adapting the structure
of thelocd industry, theforeign firm’spenetration
strategy isdetermined by thevaluesof n, t and K
both directly, asprevioudy, and indirectly, through
theinfluence of these parameterson the Structure of
thelocd industry. In particular, thetota export cost
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influencesboththeforeignfirm’spenetration Srategy
for each structure of the local industry and the
structureof thelocal industry itself. For thisreason,
theimpact of amodification of the export cost on
the foreign firm's strategy is sometimes quite
unconventional, asisstated inresult 4.

3.1 Result 4

Whenthevertical structureof thelocal industry is
endogenoudly determined by thevaueof n, K and
t, areduction intheunit export cost may leadto a
reductionin the quantity exportedin equilibriumor
even to theabandonment of the export strategy, the
foreign firm switching to the direct investment
strategy to penetratethelocal market.

A reduction in t may of course have the usual,
expected effect: it may increase the exported
quantity. What result 4 establishesisthat thereare
also cases where the variations of t induce
counterintuitive effectson exports. Asit should by
now beclear, thisisrelated to theimpact of t onthe
sructureof thelocal industry.

Let usfirst explainwhy areductionint may reduce
the exported quantity. Assumethat K isvery large,
sothat theforeign firm hasno other choicethanto
export, whatever the structure of theloca industry
is. Essentialy, whentiscloseto s, theforeignfirm
exportsavery limited quantity of intermediategood
and thedownstream firmsdepend on thelocal firm
for their input supply. Itisoptimal for theupstream
firm to integrate forward and to monopolize the
downstream market. Whentisequd tozero, vertica
integration isnot necessarily optimal for thelocal
firm, astheforeignfirm can supply thedownstream
firms at low cost. The monopolization of the
downstream market isthusvery partial. Assoon as
there are at least five firms in the downstream
indugtry, itisoptimal for thelocal firmnot tointegrate
forward. Asaconsequence, thevaluet® of t such
that thelocal firmisindifferent between integration
and separationiscomprised between 0 and Y2for n
larger than or equal tofive. Figure 1 describesthe
equilibrium of thegamefor every K andtwhennis
larger or equal to 5.
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Figure 1 —Industry structureand pattern of tradein equilibrium (n=5)

K

Now consider two valuesof t, t, larger thant® and
t, lower thant®, and assumethat thesetwo val ues
are very close to each other and to t°. When the
export cogtist,, theforeign firm facesanintegrated
competitor that is soft on theintermediate market,
but tough on thefinal market. Whenthe export cost
is t,, the foreign firm faces a non-integrated
competitor that istough ontheintermediate market,
but soft onthefina market. It turnsout thet it exports
lower quantitiesthan it would do inthe presence of
integration, becausetherising rivals costseffect
would dominate the downstream monopolization
effect. Thus, for t=t,, theforeign firm exportsless
whentheloca firmisnotintegrated thanwhenitis.

Sincet, andt, arevery closeto each other and the
local firmisintegrated when t=t, it follows (by
continuity of exported quantities) that theforeignfirm
exportslesswhent=t,, thanwhent=t , althought,
islower thant,.

Let usnow explainwhy areductionint may induce
aswitchfromexporttodirectinvesmentintheforeign
firm’s penetration strategy. Figure 2 describesthe
vertica structureof theloca industry and the pattern
of internationd tradein equilibrium dependingon K
andtwhennisequal to 3or 4. Thevauet* issuch
that thelocal firmisindifferent between vertical
integrationwithalocally implanted rival and vertica
separation with an exportingforeignrival.

Figure 2 - Industry structureand pattern of tradein equilibrium (3=n=4)

t

I VI+FDI .

VI+E
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Let usconsider avalue of K comprised between
K, and K, and have a closer look at how the
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equilibrium evolves when t ismodified. See
Figure 3.

Figure 3 - Industry structure and pattern of tradein equilibrium (3=n=4; K =K=K.)

t

8]

For thevaluesof nand K that we consider here,
thelocd firmfindsit optimal to beintegrated when
it facesalocally implanted competitor or when the
foreign firm exports, because the downstream
monopolization effect dominates the cost of
strategic purchases. Whent=t,, larger than both't_
andt , theforeign firm makesan FDI whatever
thelocal firm’sintegration decisionis. Thelocal
firm thusintegrates. For t=t , lower than botht
andt, thelocal firmfindsit optimal tointegrate,
sincetheforeign firm exportsin any case. Now
consider ava ue of t comprised betweent , andt,
Thelocal firm facesatrade-off. If it integrates, it
can benefit from the downstream monopolization
effect that dominatesthe cost of therisingrivals
costseffect, but it facesanimplanted rival instead
of aforeign firm exporting from abroad. It appears
that both can be optimal, depending ont. When
t>t*, thelocal firm prefersto remain separated,
because foreign competition with exportsisvery
soft. Consideringt, larger thant* andt, lower than
t*, itisnow easy to assert the effect of areduction
intfromt,tot, ontheforeign firm’'s penetration
strategy: it switches from export to direct
investment. Thisisnot dueto the reduction of t,
but to the structural changesinthelocal industry
induced by thereduction in export cost.

The ability of local firmsto modify the vertical
gructureof theindustry through privatearrangements
allowsthemtoreact to areductioninimport tariffs
and thusmakesit difficult to antici pate the effect of
thisreduction ontheleve of imports. We show that
local firmsmay react toareductioninimport custom
dutiesby splitting in order to makeit moredifficult
for foreignfirmsto penetratetheloca market. They
maly also react by vertically integrating in order to
accommodate the foreign penetration of the
intermediate market. In both cases, thereductionin
tariffs leads to areduction in imports. From the
foreign country’ sviewpoint, thereductioninimports
tariffs in the domestic country is not profitable
because of the absence of an efficient control of
concentrationsin thiscountry. In particular, the
foreign country shouldins st not only onareduction
intariffs, but a so on astringent control of vertical
mergersif it doesnot want to seeitsfirmsmoveto
the domestic country.

5 Conclusion

Theanalysispresented in thisarticle showsthat,
when competition is imperfect in the domestic
market of acountry, thecommercia partnersof this
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country should not daimvictory too early whenthey
obtain areductioninthe custom dutiesonimports
in this country. This is not because local firms
grategicaly choosetheir pricesand outputs- indeed,
thisfeature doesnot changeanything to thefact that
areductioninimport tariffsleadsto anincreasein
imports-, but rather becauselocal firmscan merge
or split and changethe structure of theloca industry
inaway that isfavorableto them, with significant
consegquencesonthelevel of imports. Of course, a
reduction in custom duties does not necessarily
inducestructural changes. Tothe contrary, thereare
many casesinwhich no structural change occurs
and imports increase as expected. However, we
show that thereare d so circumstancesinwhich the
tariff reduction induces endogenous structural
changesinthelocd industry that dramatically modify
the competitive context of foreign market penetretion,
sothat foreign firmsexport lessor smply ceaseto
export and switchto an FDI strategy. In such cases,
thereductionintariffsiscounterproductivefromthe
foreign country’spoint of view, in particularinthe
casewherelocal firmsstop thelocal production of
thegood assigned to export and settlesinthe partner
country. Thisundesirableeffectisal themorelikely
asfirmsinthepartner country canmergemoreeedly.
In other words, the performances of the antitrust
authoritiesin the control of concentration in the
partner country should be considered with attention
in commercial negotiations, since it is the only
protection against the perverse effectsthat we put
inlightinthisarticle?
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Notas

! The International Competition Policy Advisory
Committee notes in its fina report: “Nations may
promise open marketsasfar asthe stateis concerned
and undertake substantial liberalization commitments
with respect to governmental practices, but at the
same time allow, by action or inaction, blockage of
their markets by firms' anticompetitive restraints’.
Similar statements can be found in the Report of the
American Bar Association (ABA) Sections of
Antitrust Law and International Law and Practice
Concerning Private Anticompetitive Practices as
Market Access Barriers, that also provides severa
examples of such situations.

2 Since the Singapore 1996 ministerial, a Working
Group on the Interaction between Trade and
Competition Policy exists within the WTO. More
recently, this topic was discussed at the November
1999 WTO talks in Seattle. However, a
comprehensive multilateral competition policy
agreement apparently cannot be expected in the near
future. On the role of international organizationsin
general and the issue of amultilateral agreement on
competition policy withintheWTO in particular, see
ICPAC (2000).

3 See, in particular, Smith (1987), Horstmann and
Markusen (1987) and Motta (1992).

Eric AVENEL
Corinne BARLET

4 See, in particular, Salinger (1988), Ordover, Saloner
and Salop (1990), Hart and Tirole (1990), Gaudet and
Van Long (1996), Avenel and Barlet (2000).

5 We assume that eventual export subsidies, thus
reducing the total export cost, are not so great as to
givetheforeign firm a cost advantage over thelocal
firm.

¢ Acquiring an interest in local firmsisimpossible,
except if it consists in acquiring an interest in the
domestic monopolist, which would have no effect on
the equilibrium. Licensing, in this static context of
perfect information, is, from the local monopolist’s
point of view, equivalent to the setting up of a
production unit by theforeign firm.

" If K is so high that direct investment cannot be
profitable, theforeign firm exportsfor t=0.5 and does
not penetrate the local market for t>0.5.

8 This timing seems more likely than the opposite
one. The local firm, already set up, can anticipate
and take into account the foreign firm's entry, while
theforeign firm, not yet present on the market, cannot
easily actin order toinfluencethelocal firm’'sstrategy
in afavorable way.

° Expressionsand proofsarein an appendix available
from the authors.

10 |f drategic purchases are not allowed, the firm
foreclosesits downstream rivals. The results are not
gualitatively different. SeeAvenel and Barlet (1999).

1 Note that when exports are replaced by FDI, the
foreign firm may benefit from lower tariffs, making
more profitsasanimplanted firm than asan exporting
firm with the previous level of tariffs. However, we
do not include the profits made in the local country
by the foreign firm in the foreign country’s welfare,
since we ignore what part of this profit goes back to
the foreign country. The welfare of the foreign
country is thus reduced and the foreign country is
armed by the FDI.

2 There are two main possibilities to challenge
anticompetitive practices taking place in a foreign
country: positive comity and extraterritorial antitrust
enforcement. However, none of these appliesto the
control of concentration between firms operating
exclusively on aforeign market.
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