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Abstract

This paper analyzes how uncertainty and the timing of its resolution influence the formation and design of
regional trade agreements. Two sources of uncertainty — in demand and costs — are considered. We compare
the case in which uncertainty is resolved “early” (before tariffs are chosen), with the case in which uncertainty
is resolved “late” (after tariffs are chosen). These cases are, in turn, compared with the benchmark case of
no uncertainty. We demonstrate that, as long as some decisions are made after uncertainty is resolved, trade
agreements have option values. These option values differ across agreements, reflecting members’ different
degrees of (trade policy) freedom to respond to changes in the trading environment. Moreover, these option
values may be sufficiently large as to lead prospective members to opt for a more flexible trading arrangement
(such as a free trade area) over a less flexible agreement (such as a customs union). Indeed, countries may
even prefer to stand alone than join a free trade area under some circumstances. Finally, we show that the
timing of the resolution of uncertainty can significantly impact the type of trade agreement that countries
wish to form.
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1 Introduction

Membership of a trade agreement (TA) usually requires a commitment to a restricted set of trade policies vis-a-vis
trading partners who may be members or non-members. For example, members of the European Union commit
to levying identical external tariff rates on imports from non-members while at the same time engaging in duty
free trade among themselves. On the other hand, members of NAFTA set external tariff rates independently
while committing to remove duties and quantitative restrictions on intra-bloc trade. To the extent that such
policy commitments are difficult to reverse, TAs reduce a member country’s ability to respond to changes in the
trading environment; a potentially costly proposition in a trading world characterized by uncertainty. In this
paper, we are primarily interested in two related questions. First, how does uncertainty influence the type of TA
that countries choose to form? Second, how does the timing of the resolution of uncertainty affect this choice?

Since Viner (1950), the costs and benefits of different types of TAs have been extensively discussed in the
literature.! More recently, particularly following the pioneering work of Riezman (1985), the choice of TA type has
been analyzed as an application of the general problem of coalition formation. Nevertheless, comparatively little
attention has been paid to the question of how countries choose between different TA designs under uncertainty.?
A notable exception is the literature on the role of TA membership as an insurance mechanism.?

In this paper, we argue that the introduction of uncertainty has significant implications for TA member welfare
that go beyond the insurance considerations already considered in the literature. In particular, we demonstrate
that uncertainty alters the cost-benefit calculus associated with TA formation in several important ways.

First, consider the welfare implications of the internal trade liberalization implied by any TA. In the absence of
uncertainty, this will benefit members provided that it is not too trade diverting. Under uncertainty, however, and
assuming that the cost of TA renegotiation is prohibitive! (due to non-trivial reputation costs®, for example),
duty-free trade among member countries has an extra cost. Namely, an additional constraint that reduces
a member country’s degrees of (trade policy) freedom in responding to shocks to the trading environment.
Alternatively put, the introduction of uncertainty necessitates the consideration of an additional source of welfare

for member countries: TAs have an option value.

IFor a comprehensive review of the TA literature see Freund and Ornelas (2010).

2There is, of course, a venerable literature on unilateral trade policy choice under uncertainty. See, for example, the work by
Dasgupta and Stiglitz (1977) and Young (1979), among others, contrasting tariffs and quotas under uncertainty. More recently,
Grant and Quiggin (1997) have looked at strategic trade policy under uncertainty.

3Under uncertainty, a trade bloc may have an insurance value for members by binding them more closely to a free trade future
with each other. Ethier (2002) refers to the insurance motive for contingency measures (i.e. unilateralism) within a multilateral
framework. Perroni and Whalley (2000) argue that small countries may seek to join regional trade agreements as insurance against
future protection. Wu (2005) distinguishes between the self-insurance and self-protection motives for trade bloc membership.

4The possibility of trade bloc renegotiation is an important issue deserving of separate analysis.

5Schwartz and Sykes (2002) argue that the costs of reneging on trade agreements are twofold; the reneging country suffers
reputation and credibility costs when dealing with the injured country in the future and also incurs costs when dealing with all other
nations aware of the breach. Maggi (1999) suggests that the dissemination of information is a primary role of the WTO, informing
third parties of trade agreement breaches and thus strengthening the enforcement mechanism of reputation costs.



Second, when trade blocs cannot be renegotiated, the impact of uncertainty varies according to the depth of
trade integration - that is, by coalition type - and this must be taken into account at the time of the coalition
formation decision. This is because, apart from the World Trade Organization’s (WTO) “most favoured nation”
(MFN) rule,® each TA type imposes a distinct set of trade policy restrictions on members. At one extreme,
standing alone affords a country the luxury of choosing its external tariffs as it pleases. While a free trade area
(FTA) permits members to choose their own external tariff rates, they must agree to: (i) free trade with their
partner and (ii) a schedule of “rules-of-origin” that determine the duty-free status of goods originating in non-
member nations but traded within the FTA. At the other extreme, a customs union (CU) requires members to
commit to: (i) intra-union free trade, (ii) levy a ‘common external tariff’ (CET) on non-members and (iii) share
the resulting CET revenue according to an agreed formula. In short, therefore, a country’s ability to respond to
changes in the trading environment is governed, in part at least, by the type of TA to which it belongs. Other
things being equal, a TA characterized by shallower integration will tend to have a larger option value.

A third welfare consideration arising from uncertainty relates to the timing of its resolution. Intuitively, the
option value of a TA can only be realized to the extent that TA members have the opportunity to respond
(optimally) to changes in the trading environment after they have occurred. In other words, for the option
value of a TA to be realized, member countries must have the opportunity to make at least some optimizing
decisions after the uncertainty is resolved. Other things being equal, a TA’s option value will be of greater
welfare significance the more decisions member countries make after the resolution of uncertainty.

Reflecting the risks associated with trade policy commitment under uncertainty, the WTO provides a role
for ‘contingency measures’ such as safeguards and anti-dumping measures. Such measures act as a ‘safety valve’
permitting TA members to temporarily, and in a WTO-compliant fashion, renege on their trade liberalization
commitments in order to ameliorate any associated adjustment costs.” Note that contingency measures are a
response to a particular type of uncertainty; that which arises from a temporary change in the trading environ-
ment. In contrast, this paper examines how countries make (irreversible) trade bloc membership decisions given
that there is a potential for the trading environment to alter permanently in the future. Moreover, since all TAs
must comply with WTO rules, contingency measures tend to be a standard feature of all types of TAs. As such
they are unlikely to explain why countries prefer one type of TA over another - a FTA over a CU, for example.

In this paper, we examine the relationship between uncertainty and TA formation in the context of a partial

6The MFN rule require countries to levy identical tariffs on trading partners.

"See WTO (2009) for a comprehensive survey of this literature. The use of contingency measures can forestall more extreme
protectionist tendencies (Bagwell and Staiger, 1990), help governments garner current domestic support for trade liberalization
when future support is not guaranteed (Bagwell and Staiger, 2005), ‘shelter’ firms in member countries from world price fluctuations
(Freund and Ozden, 2008) and solidify cooperation between members who wish to avoid being targeted by such measures (Martin and
Vergote, 2008). While the inclusion of contingency measures tends to reduce the (terms-of-trade) benefits arising from cooperation,
it allows countries to address the contractual incompleteness of trade agreements (Horn et al., 2010).



equilibrium, three-country world characterized by imperfect competition between firms. A three-stage game is
considered in which countries form coalitions in stage one,® optimal tariffs are chosen in stage two and firms
choose their profit maximizing outputs in stage three. In stage one, countries can join a FTA, a CU or choose
to stand alone. Our model incorporates uncertainty in both demand and supply. In order to remove pure
insurance considerations (which have already been addressed in the literature) we assume that all countries are
risk neutral. We examine the role of the timing of the resolution of uncertainty by contrasting two cases: one in
which uncertainty is resolved “early” (i.e., tariffs are chosen after its resolution), the other when uncertainty is
resolved “late” (i.e., tariffs are chosen before its resolution).

We analyze both the “impact effect” of introducing uncertainty into our trading world, as well as the “marginal
effect” of a change in the degree of uncertainty. We first demonstrate that, for all TA types, and provided that at
least some optimizing decisions are made after uncertainty is resolved, the introduction of uncertainty makes the
countries’ welfare functions convex in the demand and supply random variables. This convexity is the source of
a TA’s option value and implies that a country’s expected welfare increases with demand and supply uncertainty
(variance) assuming a mean-preserving spread. Other things being equal, therefore, under uncertainty countries
will opt for the TA design that permits them to best exploit this convexity. In other words, prospective member
countries will balance the option value benefit against the “usual” costs/benefits of policy coordination and free
trade that typically arise when FTAs or CUs form.

We show that when uncertainty is resolved early, a marginal change in uncertainty (second moments) can
be decomposed into a tariff-independent and a tariff-dependent effect. The former is identical regardless which
TA type forms. The latter, on the other hand, varies with TA type because the random variables influence the
different (equilibrium) tariffs associated with each type of trade bloc in different ways and, in turn, the different
tariffs affect country welfare differently. Therefore, it is only via tariffs that a change in uncertainty impacts on
the (expected) welfare ranking of TAs by prospective members - our main concern. Specifically, we show that
a marginal increase in demand or cost uncertainty of a particular TA member increases their own preference
for a CU relative to a FTA, while reducing that of their TA partner. In the case of a marginal increase in
demand uncertainty, the magnitude of the partner effect is greater while in the case of a marginal increase in
cost uncertainty, the magnitude of the partner effect is smaller. Consequently, when uncertainty is resolved early,
prospective member countries are (jointly) more likely to prefer a FTA to a CU, when their demand uncertainty
is sufficiently high or production cost uncertainty is sufficiently low. This result stands in stark contrast to

the welfare dominance of CUs predicted by most theoretical studies on TAs. Nevertheless, our prediction is

8 Assuming no renegotiations.



consistent with the fact that the vast majority of observed trade blocs take the form of FTAs.

We show that when uncertainty is resolved late, equilibrium tariffs depend on means (of the random variables)
only. Consequently, the tariff-dependent effect of uncertainty is zero: thus, only the tariff-independent effect is
relevant. But, since the latter is identical for all TA types, the ranking of TA types by prospective members is
invariant to the source or degree of uncertainty; a CU is always preferred most and standing alone least.

In the last part of the paper, we evaluate the preferred timing of tariff choice in TAs. We show that (assuming
symmetric countries) in the presence of little or no uncertainty, member countries prefer a CU most and standing
alone least, regardless of the timing of the resolution of uncertainty. As their demand uncertainty (variance)
increases, however, prospective members are more likely to prefer any TA in which they can choose tariffs after
the resolution of uncertainty. Indeed, when member demand variances are sufficiently high, member countries
will even prefer standing alone to any TA in which tariffs are chosen before the resolution of uncertainty. On the
other hand, as their cost variance increases, prospective members are more likely to prefer any TA in which they
can choose tariffs before the resolution of uncertainty. These results reflect changes in the relative importance of

the option value of TAs, as well as the usual cost/benefit calculations in standard TA models without uncertainty.

2 The General Framework - Introducing Uncertainty

Consider a world of three countries in which TAs can form. Assume that one country, Country 3 here, is “passive”
in the sense that it does not sign TAs. Countries 1 and 2, on the other hand, are “active”; they may negotiate
a bilateral TA if they wish. It is further assumed that countries 1 and 2 can choose between two alternative
types of bilateral trade blocs - a FTA or a CU. Alternatively, countries 1 and 2 may prefer to stand alone (sa).
Define the set of three possible coalition structures as Y = (sa, fta,cu).” In what follows, all three elements in
Y, including the sa case, are referred to as “types” of TAs. Consistent with WTO rules, this paper assumes that
all TA types satisfy the MFN principle.

The three countries engage in a multi-stage trade policy game. In stage one, countries 1 and 2 choose a TA,

y € Y and associated lump sum transfers, K7, ¢ = 1,2. In stage two, given the TA that has formed, all three

7
countries choose their tariffs, ¢;;, ¢,7 = 1..3, where ¢;; denotes the tariff that Country i pays Country j, and

where t;; = 0. In stage three, given the previously chosen TA and tariffs, the firms in the three countries choose

their outputs in each market. These outputs are denoted by ¢;;, the quantity that firm ¢ sells in Country j. For

9The assumption that Country 3 is passive means that we do not have to consider the case of global free trade. This simplifies
the analysis significantly as, otherwise, we would have to consider all possible coalition structures among the three countries, not
just those involving countries 1 and 2. It turns out that in this model, without uncertainty, global free trade dominates all other
types of trade agreements. On the other hand, once uncertainty is introduced, the primacy of global free trade can no longer be
guaranteed. Detailed analysis of the preference for global free trade under uncertainty is left for future research.



simplicity, we assume that there is one firm domiciled in each country.'® Country i’s firm is referred to as firm 4.

We assume that the markets are segmented. Country j's demand function is given by:

pj = aj — Qj, j = 1..3,

3
where a; > 0 is a demand parameter and Q; = Z gi; is the aggregate output sold in Country j. The technology
i=1
of the firms in the three countries is captured by their marginal (and average) costs ¢;, i = 1..3.

2.1 The Source of Uncertainty

We assume that countries face demand and cost uncertainty. Specifically, we assume that the demand parameter
vector, a = (a1,az,as3), is a vector of random variables, with means E(a;) = p,,, variances Var(a;) = o7, and
covariances, C’ov(ai,aj) = 0jjq. Furthermore, we assume that the cost parameter vector, ¢ = (01702703), is a
vector of random variables with means F(c;) = p,,, variances Var(c;) = o2, and covariances Cov(c;, ¢;j) = 0ije.
For simplicity, we assume that there is no correlation between demand and cost conditions; that is, Cov(a;, ¢;) =

0. For the purpose of comparative statics, it is useful to write the random variables as:
@i = [big + TiaCias Ci = fbic + Tic€ic, ©=1..3, (1)

where ¢;, and e;. are white noise random variables with zero mean and a variance of 1.
2.2 The Resolution of Uncertainty

In general, uncertainty may be resolved at any one of four different points of the multi-stage trade policy game.
At one extreme, uncertainty may be resolved prior to the first stage. That is, TAs, tariffs and firm outputs
are determined under complete certainty - this is referred to as the “base case” in what follows. Alternatively,
uncertainty may be resolved “early”; that is, between stages one and two. This situation, in which TA choice
is made in an environment of uncertainty, while tariffs and firm outputs are determined under certainty is,
henceforth, referred to as “Case 1”. Another possibility is that uncertainty is resolved “late”; that is, between
stages two and three. This situation, in which TA and tariff choices are made under uncertainty while firm
output choice occurs under certainty is, henceforth, referred to as “Case 2”. A final possibility, not considered
here, is that uncertainty is only resolved after all decisions have been made; that is, after stage three.!! In this
paper, it is assumed that once uncertainty is resolved, regardless of when that may be, the realizations of all

random variables become common knowledge to all players.

10 Assuming multiple firms yields little additional insight for our purposes while making the analysis more cumbersome.
' This last situation is not particularly interesting since, with risk neutrality, the countries’ welfare functions become linear in
random variables, so that only the means (and not higher moments) are important: uncertainty plays a limited role.



3 Case 1: Early Resolution of Uncertainty

In Case 1, TAs are chosen before the state of the world is known, but tariffs and firm output choices are made

after uncertainty is resolved.
3.1 Stage 3: Output Choice

In stage 3, the three firms choose their outputs simultaneously in a Cournot game given the chosen tariffs and
the TA. Given the demand functions defined in section 2 and the tariff rates chosen by each country, the profit

firm ¢ makes from selling in Country j is given by:
3
mii = la; — > anj — ci — tijlai; = mij (¢ tii a5, 1), 4,5 = 1.3, (2)
h=1

where ¢/ = (915, G25,93;5) is the vector of quantities sold in Country j.
Since markets are segmented, the Nash equilibrium quantities in Country j are obtained by the simultaneous

solution to the three countries’ profit maximization problems given by:

rr;axwij(qj,tij;aj,ci), 1 =1.3. (3)
ij

Let the Nash Equilibrium quantities in Country j, be denoted as ¢;;. It easy to show that:

la; + Z(Ck +tr;) — 3(ci +ti5)], © =1..3, (4)
ki

| =

0y = a4;5(t); a5,0) =

where t7 = (t1;,t25,t3;) is the vector of tariffs levied by Country j. Note that while q;; depends on the vectors
c and t/, it only depends on Country j’s demand parameter a; (and not apx;). The Nash Equilibrium quantities
in Country j can be written alternatively as the vector, ¢*/ = ¢* (t/; a;, ¢).
Using equations (2) and (4), the corresponding Nash equilibrium profits, denoted as 7 [t7;a;,c], can be
calculated to obtain:
_ . 1 )
mlt s a, ¢l = miglg (H5 a4, 0), iy ag, ¢ = 1—6[aj + Z(ch +tnj) = 3(ci +ti;)]%i = 1.3 (5)
heti
Whereas (not surprisingly) 7};[t/; a;, ] is decreasing in ¢; and ¢, it is increasing in cpzi, and tp; ;. Moreover,

5[5 az, ¢ is convex in ay, c.
3.2 Stage 2: Tariff Choice

In stage 2, the countries choose their tariffs given the TA in stage 1 and the known state of the world. We
define the net welfare of Country 4 (welfare minus lump sum transfers) as the sum of consumer surplus, producer

surplus and tariff revenue. Using the Nash equilibrium quantities derived above, we can explicitly write Country



i's (net) welfare in stage 3 as:

3
1 ) )
w;i(t;a,c) = §Qf2 + Zﬂz‘j [t/;a,,c + Zq}‘i(tl;ai, c)tjis (6)
i=1 j#i
3
where ¢ is the vector of all tariffs, a is the vector of all the a; terms and @} = Z 0
j=1

In order to be able to examine the choice of tariffs, we must consider the tariff restrictions implied by the

three possible TAs, y € Y = (sa, fta,cu). In what follows, we define the set of tariff restrictions corresponding

to each TA in y, as Tj,.

3.2.1 Case 1 Tariff Choice: Stand Alone and Free Trade Area

When the countries stand alone in the first stage, the tariff restrictions are simply given by the MFN rules. Thus:
t €Ty ={t:tor =t31 =1, t1a =tz2 = 5%, t13 =tz =13%, t;; =0}, i=1.3. (7)

That is, we only have three tariffs to solve for (one for each country).
If countries 1 and 2 form a FTA in the first stage, then t15 = t2; = 0. Moreover, the MFN rule requires

that t13 = t23. Thus, we have:
t € Tha={t:tig=ta =0, tgg = 5", tag = 3", t13 = tos = 5", t;; = 0}. (8)

Notice that, as in the sa case above, with fta each country chooses only one tariff. Therefore, it is unclear
whether, compared to sa, a FTA member has fewer (trade policy) degrees of freedom with which to respond to
changes in the trading environment. This, however, is simply due to the MFN rule. Without the MFN rule, a
country will clearly have greater flexibility to respond to changes in the trading environment under fta than sa.

We can satisfy the (7) and (8) restrictions, by substituting them directly into each country’s welfare function.

Define the resulting net welfare functions for sa and fta as:
w! =w;(tY, ¢, t4;a,¢) ={w;(t;a,c) : t €Ty, y=sa, fta, i =1..3,}. (9)
The three countries’ net welfare maximization problems are, now, given by:
Hi?x{wi(tzl’, t5, t4;a,¢), i =1..3, y = sa, fta}.

If we define the vector of tariffs as t¥ = (t4,t4,t4), we can write the net welfare functions as, w! (t; a, c). It is quite
straightforward to verify that for, each country, the net welfare function, wy (t¥;a,c), is strictly concave in its

own tariff and additively separable in all tariffs. As an example, the explicit solutions for w{(t¥;a,c), y = sa, fta



are given in Appendix 8.1. The separability in tariffs, which follows from the (MFN) restrictions in equations
(7) and (8), imply that tariffs are strategically neutral and, hence, we can solve for each t? separately.'?
Let the Nash equilibrium tariff in Country i be denoted as tY(a,c), i = 1..3, y = sa, fta. The explicit

solutions for ¢;Y(a, ¢) are given by:

1
xsa _ L ) -
ti*(a,c) = 1—0(3(1% Z;cl), i=1.3 (10)
e T 1 1 3 .
tift (a,c) = ?a’i - ﬁci + gc_j - 7037 ,] = 1727Z # J (11)
t;;fta(a70) = 1—(3&3 — ch)

First, note that, in both the sa and fta cases, the equilibrium tariff in Country ¢ increases with its own
demand curve, but is independent of demand conditions in the other countries. Second, the equilibrium tariff
in Country 3 is the same in both cases, (decreasing with unit costs in any country). Third, in the sa case, the
equilibrium tariffs in Countries 1 and 2 decrease with respect to all costs. On the other hand, in the fta case, for
Countries 1 and 2, the equilibrium tariff decreases with respect to their own and Country 3’s costs, but increases
with respect to the cost of their FTA partner.

Now, define the corresponding Nash equilibrium net welfare in each country as:

w;¥(a,c) = w;(t*Y(a,c);a,c), i =1..3, y = sa, fta, (12)
where t*Y(a,c) = [t7Y(a,c), 5% (a,c),t3%(a,c)] is the vector of equilibrium tariffs, for y = sa, fta. The Nash

equilibrium welfare, for country ¢, can be calculated and is given by the following quadratic functions in the

demand and cost parameters:

3

w:y = Z Z ﬁ;]y.CiCj + Z Z ’}/Zj‘lciaj + Z wlya?a Yy = sa, ftaa (13)
=1 j=1 =1 j=1 i=1

where the parameters 3, v and 1 are given in Appendix 8.2. It can be easily verified that the net welfare

*y
7

functions, w;”, i = 1..3, are convex in all the random variables. As mentioned above, it is this convexity that is

the source of a TA’s option value.

3.2.2 Case 1 Tariff Choice: Customs Union

If countries 1 and 2 form a CU in the first stage, then y = cu and t15 = t2;7 = 0. In addition, countries 1 and 2

levy a common external tariff on Country 3, t3; = t32 and the MFN rule requires that t13 = to3. Thus:

t€To ={t:tia=1to1 =0, t13 =tog = 15", t31 =32 =tey, i = 0}. (14)

12Note that since the MFN rules apply to all TAs, including the CU case, this separability arises in all three agreements, for both
early and late resolution of uncertainty.



Note that now we have seven restrictions, which means that we only have two tariffs to solve: ¢Z and t§*.
In this case, the two CU members choose only one tariff. Therefore, relative to both fta and sa, CU members
have fewer (trade policy) degrees of freedom with which to respond to changes in the trading environment.

Substituting these restrictions directly into each w;(¢; a, ¢) yields the net welfare function for Country ¢ as:

cu
wy

= w; (58, t5"%; a,¢) = {w;(t;a,¢) 0 t € Tey, i =1..3}. (15)

cu?

We assume that countries 1 and 2 jointly choose their common tariff by maximizing (a social welfare function

which is simply) the sum of their welfare:'?

w (ton, 15 a,¢) = wy(toe, 5% a,c) +wa(ton, t5%;a,c). (16)
Country 3 maximizes its welfare function as before.
The problems of the CU and Country 3 are respectively given by:
nggx{wc“(tﬁg, t5%;a,c)}, and I%X{wg(tgg, t5";a,0)}.
cu 3

Once again, the welfare functions of the CU and Country 3 are strictly concave in their respective tariffs and

additively separable in all tariffs. As an example, the explicit solution for wy (t5, t§%;a,c) is given in Appendix

8.1.

Let the Nash equilibrium tariffs in the cu case be denoted as tc"(a,c), t3“(a,c). The explicit expressions

for t*¢*(a, c¢),and t3°*(a, c) are given by:

5 1 7
tra'(a,c) = e (a1 +az) + T (c1+c2) — Tk (17)
*CU 1
t5%(a,c) = E(Bag - Zcz)
i=1

Note that t5°“(a,c) is the same as in the SA and FTA cases. Moreover, the cu equilibrium tariff is decreasing
with the unit cost of Country 3, but increasing with respect to the unit costs of countries 1 and 2. It also depends
on both members’ demand parameters.

Now, define the corresponding Nash equilibrium welfare in each country as

wi®(a,c) = wit[t**(a, c);a,c], i =1..3, (18)

%

where t*%(a,c) = [t:%(a,c),t5"(a,c)] is the vector of equilibrium tariffs. The Nash equilibrium welfare for

Country 4 can now be easily calculated and is given by a quadratic equation that is similar to (13), with the

*CU
3

superscript changed to cu instead of sa, except that now, unlike in the sa and fta cases, w " will have an

13Gince K" + K5* =0, it follows that the sum of the two countries” welfare is the same as the sum of their net welfare. See next
section (and footnote 12) for a brief discussion of the choice of this particular welfare function.

10



additional term that involves the product of ajas.'* The parameters of the quadratic welfare functions in the
cu case, for Country 1, are given in Appendix 8.2. It can be easily verified that the net welfare functions,

*CU

w;

, © = 1..3, are convex in all the random variables.
3.3 Stage 1: The Choice of Trade Agreement

In stage 1, before the state of the world is known, countries 1 and 2 choose a TA. Given the countries’ risk
neutrality, they simply consider their expected welfare. Note that risk neutrality does not necessarily imply that
only the first moments matter. This would be the case only if all decisions were made before uncertainty is
resolved. In Cases 1 and 2 some (but not all) decisions are made after uncertainty is resolved and, moreover,
as was shown above, the objective functions are quadratic in the random variables. Hence, second moments do
indeed play a role.'?

In principle, we could use a general solution concept for the choice of an agreement; Nash Bargaining or the
core, for example.'® Since the specific solution concept is not the focus of the paper, we proceed (for consistency)
by using the same social welfare function that was used above; namely, the sum of the two countries’ expected
welfare.

For any y € Y = {sa, fta,cu), let the total expected welfare of countries 1 and 2 be given by:

Wly; m] {E[w"(a, )] + Ki'} + {E[wy” (a, )] + K3}

= Ewi%(a,c)] + E[wy(a,c)],

where KY + K3 = 0 and m denotes the first two moments of the distributions of the random variables a, c.!

The countries select a TA by comparing the total welfare corresponding to the three elements of Y. Specifically,

let y* be the chosen (equilibrium) agreement, Then,
Proposition 1 The agreement y* is chosen if and only if for ally € Y: Wly*;m] > Wly;m| for all y # y*

Proof. (i) If Wy*;m] > W{y;m| for all y # y*, there must be corresponding transfers, given by Kf’*, where
Kf + Kg* = 0, such that E[w:-‘y* (a,0)] + K;’* > Ew;Y(a,c)], thus y* is preferred to any another agree-
ment. (ii) If y* is chosen, it must be better than any other agreement for both countries. In other words,

we must have: E[wfy* (a,0)] + Kf* > Elw;Y(a,c)], i = 1,2, for all y # y*, where KY + KY = 0. Hence,

MHence, E(w;‘m‘) will depend on the covariance between a; and as.

151n general, higher than second moments may also play a role, but given the linearity of demand and cost in the random variables,
they do not paly a role in our model.

16In our context, both Nash Bargaining and the core are problematic. Specifically, the nature of the Nash bargaining “social
welfare function” (non-linear and multiplicative) combined with the existence of uncertainty and a multi-stage, multi-party game,
makes the solution intractable. The use of the core, on the other hand, does not always yield a unique equilibrium.

17Bach country’s expected welfare depends on the first two moments of the vectors a, ¢ because, as demonstrated in Appendix 8.2,
the welfare functions are quadratic in a,c.

11



Wy sm] = E[wi? (a,c)l+K{ + Ews (a,c)|+KY = E[w (a,c)+Ews" (a,c)] > Elwi¥(a,c)] +E[ws"(a,c)]

= Wly;m], for all y #y*.1* m
4 Case 2: Late Resolution of Uncertainty

In Case 2, demand and cost conditions are already known when outputs are chosen, but still unknown when
tariffs and the TA are selected. Hence, Case 2 differs from Case 1 in that tariffs are now chosen when the state
of the world is still unknown. Since the choice of outputs is the same as in Case 1, we can now go directly to the

tariff-choice stage of the game under Case 2.
4.1 Case 2 Tariff Choice: Stand Alone and Free Trade Area

In the sa and fta cases, the countries’ welfare functions are given by equation (9). The corresponding expected
welfare functions are then:

Elw;(t;a,¢)] = M/ (tY,m), y = sa, fta,

so that the three countries’ expected welfare maximization problems are given by:
mgx{Miy(ty,m)}, i=1.3, y = sa, fta}.
ti

It is quite simple to verify that each country’s expected welfare function, M/ (tY,m), is strictly concave and
quadratic in its own tariff and additively separable in all tariffs. As was the case in Case 1, this separability
implies that tariffs are strategically neutral, so that we can solve for each t! separately. In addition, the expected
welfare functions are: (i) functions of the first and second moments only, (ii) quadratic in the first moments, but
linear in the second moments and (iii) additively separable in all tariffs and all second moments.?

Let the (Case 2) Nash equilibrium tariff in Country ¢ = 1...3, for TA y = sa, fta, be denoted as t;Y(m).
Because of the separability in second moments, the solutions become (linear) functions of the first moments
only:

£ (1) — %[3E(ai) =Y Bl i= 1.3 (19)

Rem) = 2B(e) — g B(e) + 3 B(e) ~ SE(es), 65 =1,2,i 4]
3
) = BE@s) - Y B

181t is useful to note that while the choice of agreement is always unique, the transfers are not uniquely determined. Since our
objective is to identify the optimal trade agreement this is not a major problem here.

19That is, all the cross partial derivatives of tariffs and second moments are zero, implying that each country’s t; is unaffected by
the second moments.
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Note that, for each country, the solution is “similar” to the solution in Case 1 above, except for the fact that
here it is with respect to the expected values, rather than the actual values, of the random variables.

Now, define the corresponding Nash equilibrium expected welfare in each country, in Case 2, as:

M (m) = M![t"Y(m),m], i =1..3, y = sa, fta, (20)

(3

where t*Y(m) = [t]¥(m),t5Y(m),t3Y(m)] is the vector of equilibrium tariffs. The Nash equilibrium expected
welfare for country ¢ can be easily calculated. It is given by:

3 3
E 1y 2 111 2 E Zy 2 iy 2
nC nc nCl’IlnC ’I’La ’I’La nal’llna) + (21)

n=1 n=1
3 3
Z Z kankc + ’(/}:zyklu‘ncukc) + Z Z ’Yiy,ykp‘na/’bkw
n=1k=1

where the parameters 3, ¢, v and v are given in Appendix 8.2. Thus, the Nash equilibrium expected welfare for
Country 1 is a function of the first two moments. Moreover, it can be easily seen that it is (i) linear in all second
moments and (ii) quadratic and convex in the first moments (from the convexity of the welfare functions in the

random variables).
4.2 Case 2 Tariff Choice: Customs Union (cu)

When there is a CU between County 1 and Country 2 in the first stage, the countries’ welfare functions are given

by (15) and the corresponding expected welfare functions are

where % = (¥, t5*).

Again, we assume that countries 1 and 2 choose their common tariff by maximizing (a social welfare function

which is simply) the sum of their expected welfare:

MCU (tcu

cu)?

15 m) = MUt 45 m) + MU (tcs, 155 m).

cu? cu)

The problems of the CU and Country 3 are, now, given by:

Max{M* (¢S, t5";m)}  and hi[c%x{Mgu(tC“ 5 m)}.
3

tcu cu’

Ananlogously to the sa and fta cases, the M (¢S, t5*, m) and M$*(tSh, t5%, m) functions are strictly concave
in their respective tariffs and each is quadratic in its “own” tariff while being additively separable in all tariffs.

Again, the objective functions are linearly additively separable in tariffs and second moments, which implies that

tariffs are unaffected by the second moments.
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*CU

Let the Nash equilibrium tariffs be defined as tc*(m), t5°*(m). The explicit expressions for ¢}¢*(m),and

ti¢(m) are given by:

M) = o [Blar) + Blag)] + o5 [B(er) + Blea)] — 15 Bles) (22
3
600 = 53Blas) - Y B

These are the “same” as in Case 1, except that here we have the expected values of the random variables, instead
of the random variables themselves. Consequently, the same properties hold with respect to the means.

The corresponding Nash equilibrium expected welfare in each country can be written as:

M;Fe(m) = M (m), 5% (m), m], i =1...3. (23)

(3 cu

The Nash equilibrium expected welfare for Country ¢ can now be easily calculated and is given by equations (21),
with the superscript changed to cu instead of sa where the parameters are given in Appendix 8.2. Its properties

are the same as in the sa case above.
4.3 Stage 1: The Choice of Trade Agreement

In stage 1, countries 1 and 2 choose a TA. Again, as in Case 1, we assume that they choose their TA by

maximizing total expected welfare which, for any y € Y = {fta, cu, sa), is given by:
My;m) = {M;" (m) + K{} + {M3" (m) + K3} = M{"(m) + My" (m),

where K} + K¥ = 0. Thus, the countries select a TA, by comparing the total welfare corresponding to the three

elements of Y. Specifically, let y* be the chosen (equilibrium) agreement, Then,
Proposition 2 The agreement y* is chosen if and only if for ally € Y: M[y*;m] > M[y;m] for all y # y*

Proof. (i) If M[y*;m] > Mly;m| for all y # y*, there must be corresponding transfers, given by Kf’*, where
KV + KY =0, such that MY (m) + KY > M¥(m) + K”, thus y* is preferred to any another agreement.
(ii) If y* is chosen, it must be better than any other agreement for both countries. In other words, we must
have: MY (m) + KY" > M¥(m) + KY, i = 1,2, for all y # y*, where KV + KY = 0. Hence, M[y*;m] =

Mfy(m) —I—Ki/*—&- M;U(m) +K§’* = Ml*y* (m)+ Mz*y (m) > M{Y(m)+ My (m) = Mly;m], for all y # y*.*>° m
5 Preferred Trade Agreements with Uncertainty

In this section we examine the effects of uncertainty on the choice of TAs in both the early and late resolution
of uncertainty cases. To help illuminate the impact of uncertainty, we start with the benchmark case of no

uncertainty.

20 Again, it is useful to note that while the choice of agreement is always unique, the transfers are not uniquely determined.
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5.1 Benchmark Case: No Uncertainty

First, note that with no uncertainty, all variances and covariances are zero. Thus, the timing of the resolution of
uncertainty is irrelevant. Consequently, Cases 1 and 2 are identical. Second, to be able to compare the certainty
and uncertainty cases, we need to assign values to the variables a; and ¢; in the no uncertainty case. We follow
the standard practice and assume that the certain values are given by the means of the random variables.

In principle, given that we have closed form solutions for member country preferences over different TAs in
a certain world, we can present these preferences in simple diagrams. But, since we have six parameters (the
values of a; and ¢;, i = 1...3, taken as their means) there are twelve possible two-dimensional diagrams. Hence,
for illustrative purposes, we provide two diagrams that show TA preferences for countries 1 and 2, drawn in their

mean demands/costs space. The fixed values of the other four parameters are given in the Figures below.

E(a,)) E(c,)
10+ ] 1 08"’ ) ) ) T ) ) ) ) ) ) ) ) ]
/
FTA(1,2)
cu(1,2) / |
8 sA / 1 .l CuU(1,2)
/ | SA
Cu(1,2) I FTA(1,2)
oS/ FTA(1,2) ]
/ SA oa ]
r) [ 4
i/ , j cu(,2)
_— 02t FTA(1,2) ]
/ —
/ __—FTA(1,2) s SA
L/ - ] ,
2 o CU(1,2)
\1/\//\ /‘ L L A S‘A‘ L 00, I I | / |
2 4 6 8 10 0.0 0.2 04 06 0.8
E(A) E(c))

Figure 1: Member country preferences over trade agreement types when there is no uncertainty (all variances
and covariances are zero). We assume: i, = 1 and py, = fo, = lg, = % (left diagram); fi1, = Hog = Haq = 1
and pi5, = 3 (right diagram).

When member countries have sufficiently similar demands (everything else being identical), they prefer cu to
any other type of TA. When member demands diverge too much, however, fta is preferred. This can be seen
in the left-hand panel of Figure 1. Note that member countries will continue to prefer cu when their demands
are sufficiently similar even if their costs of production differ significantly. This can be seen in the right-hand
panel of Figure 1. While members always prefer cu in this case, if production costs diverge sufficiently, members
prefer sa to fta.

The intuition underlying the results in Figure 1 is as follows. When member countries are sufficiently similar,
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policy coordination in a CU is preferable since it allows members to extract additional rent from the excluded
country compared to a FTA (or standing alone). This is because, under fta, a member country’s optimal tariffs
depend on both its own costs (negatively) and its partner’s costs (positively). However, if countries are too
dissimilar, then the common external tariff chosen under cu will be costly in the sense that it will most likely lie
further away from each member country’s preferred (unilateral) external tariff.

In our model, when there is no uncertainty, cu and fta are typically preferred by members to sa since they
receive preferential treatment (zero tariff) under the former but not under the latter. Note, however, that the
preference for sa over fta when member costs diverge arises from the fact that trade will expand as the (very)
high-cost country imports more from the (very) low cost country. In this case, the zero tariffs associated with

fta are very costly in terms of foregone tariff revenue and so sa is preferred.
5.2 The Effects of Uncertainty in Case 1

In this section we analyze how changes in the degree and nature of uncertainty (resolved early) influence
member country preferences over different types of TAs. We examine both the impact and marginal effects of
uncertainty. To investigate the impact effect, we compare preferences over TAs under uncertainty with the case
when all second moments are zero, holding demand and cost parameters fixed at their mean values. To investigate
the marginal effect we look at the consequences of small changes in variances and covariances. The marginal
effects of uncertainty are obtained from comparative statics, using the explicit solutions given in Appendix 8.2.
Given the complexity of the model (due to the: (i) multi-stage nature of the problem, (ii) number of countries
(iii) number of random variables, (iv) existence of uncertainty), it is difficult to obtain global comparative statics
results.?! Nevertheless, we provide insights into the relationship between the nature of uncertainty and country
welfare and consequently, the choice of TAs.

First, as an example, let us consider what happens when demand (but, for now, no cost) uncertainty is
gradually introduced into the model, in a world of early uncertainty resolution. Figure 2 shows the cu/fta
indifference loci for different (¢%,,03,) pairs. For any (0%,,03,) pair, cu is preferred in the area “between” the
two “arms” of the indifference locus, whereas fta is preferred outside of this area (sa is everywhere the least
preferred). Note that the no-uncertainty case is captured by the (two arms of the) linear indifference locus
corresponding to the pair: 3, = 03, = 0. As either demand variance increases, the indifference locus moves up
(along the main diagonal), becoming curved. As Figure 2 shows, when either variance increases, countries 1 and

2 are more likely to prefer fta to cu (i.e. the former is preferred for a wider range of mean demand parameters).

218ee Appendix 8.2 for a demonstration of this complexity.
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Figure 2: The impact of demand uncertainty on TA choice, in Case 1: 03, = 02, =0, y;. = 3 Vi; 0ijo = 04jc =0
Vi, J; thaq = 1.

Figure 2 provides a simple example of the effects of uncertainty. But, even in the general model with
uncertainty, we can still obtain closed form solutions for member country preferences over TAs. The presentation
of our results, however, becomes much more complicated because we now have many more parameters (six first
moments and 21 second moments from the symmetric 6 X6 variance/covariance matrix). Thus, for example,
there are far too many possible two-dimensional diagrams. From an expositional view point it is, therefore, more
convenient to present our results in propositions, where some of the parameters have been assigned fixed values.
Specifically, in the remainder of this section, we assume that all countries are identical with respect to the mean
values of their demand and cost parameters; that is, f1;, = fly, tie = fe, 5 = 1...3.22 Tt is important to note that
by taking the countries to be symmetric, our results are, by construction, biased in favour of cu. In other words,
our conditions for preference for fta are too strict: we may be able to relax them for non-symmetric countries,
so that fta may be preferred over an even larger set of parameter values.

We now derive two propositions that, for Case 1, relate the nature and degree of uncertainty to the preferred

TAs of countries 1 and 2.23

Proposition 3 Consider a world in which the only uncertainty relates to the demands of TA members and this

22In addition to our assumtion in Section 2.1 that Coov (a;,c;) = 0.
231n the following propositions, we assume that lump sum transfers are possible between Countries 1 and 2.
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uncertainty is resolved early (Case 1). Then, there exists a value v (which depends on p,, lt,, 0124 and is defined
in Appendiz 8.3) such that: (i) the ranking of TAs is: cu = fta = sa if 03, + 03, < v, and fta = cu = sa if
2

o3, + a3, > v, (ii) an increase in either o3, or o3, makes it more likely for fta to be preferred to cu, (iii) the

attractiveness of fta relative to cu decreases with p, and o124, but increases with p,.2*
Proof. See Appendix 8.3. m

Proposition 4 Consider a world in which the only uncertainty relates the costs of TA members and this un-
certainty is resolved early (Case 1). Then, there exists two values v;, i = 1,2, (which depend on i, fi., 012. and
are defined in Appendiz 8.4), such that: (i) the ranking of TAs is: (a) fta = cu = sa if 03, + 03, < v1, (b)
cu = fta = sa if vi < 03, + 03, < va, (¢c) cu = sa = fta if o3, + 03, > va, (ii) an increase in either o3, or
03, makes it less likely for fta to be preferred to either cu or sa, (iiia) ranking (a) becomes more likely when p,.
or 034, increase, but it becomes less likely when p, increases, (iiib) ranking (b) becomes more likely when i, or
025, increase, but less likely when p, increases, (iiic) ranking (c) becomes more likely when . increases, but less

likely when either p, or o3, increase.

Proof. See Appendix 8.4. m

Propositions 3 and 4 imply that, when uncertainty is resolved early, TA members prefer:

(a) fta to a cu when either (i) demand uncertainty in member countries is sufficiently high or (ii) cost uncer-

tainty in member countries is sufficiently low.

(b) sa to fta when cost uncertainty is sufficiently acute (the ranking of fta versus sa may be important because

for reasons exogenous to the model, e.g., political, a customs union may not be feasible).

(¢) cu to sa always.

To better appreciate the results above, it is useful to note that, in Case 1 (since optimal tariffs are functions of
the random variables), a marginal change in any country’s demand or cost variance has both tariff-independent
and tariff-dependent effects on expected welfare (see Appendices 8.1 and 8.2 for the decomposition of the overall
effect). It is easy to confirm that, for each country, the coefficients of the tariff-independent effects are identical
(for all second moments) for each type of TA.2> In other words, any change in the ranking of TA types (by
member countries) arising from a marginal change in either Var (a;) or Var (¢;) must be attributed to the tariff-

dependent effect and hence, related to the different optimal tariffs chosen under each type of TA (which, in turn,

24Note that each strict preference becomes an indifference when we have an equality instead of an inequality (for the parameter
range). The same is true in all the following propositions.
25Gee Appendix 8.1.
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imply that changes in uncertainty affects these tariffs differently and furthermore, changes in the different tariffs
affect welfare differently).2¢

Note that Propositions 3 and 4 explain both the rankings of different TAs and the effects of marginal changes
in uncertainty on these rankings. Proposition 5 below further elaborates and helps us understand the effects

of marginal changes in uncertainty. Specifically, calculating the magnitudes of the tariff-dependent effects of a

marginal change in Var (a;) or Var (¢;), i = 1,2, on countries 1 and 2 (the TA members), reveals that:

Proposition 5 In Case 1, a marginal increase in the demand or cost variance of a TA member: (i) increases
their own preference for cu relative to fta while decreasing that of their partner, (ii) the magnitude of the latter
(i.e. partner-country) effect is greater for marginal changes in demand uncertainty and smaller for marginal

changes in cost uncertainty.

Proof. See Appendix 8.5. m

Given that TA members are assumed to maximize total joint expected welfare, and given our assumption that
lump sum transfers are possible between members, Proposition 5 implies that a marginal increase in Var (a;),
i = 1,2 will make countries 1 and 2 jointly more likely to prefer fta over cu. On the other hand, a marginal
increase in Var (¢;), ¢ = 1,2 will make countries 1 and 2 jointly more likely to prefer cu over fta.

Of course, uncertainty can also change via a marginal change in (member) demand or cost covariances; that
is, 0jjq O 0jjc. Such changes also influence country welfare through both tariff-independent and tariff-dependent
effects. Once again, for each country, the tariff-independent effects of a marginal change in covariance are identical
across different TA types. In other words, any change in the welfare ranking of TAs by member countries must
be due to the tariff-dependent effects and, hence, the related to the different optimal tariffs chosen under each
agreement type.

Propositions 3 and 4 reflect the preceding discussion and confirm Proposition 5. In Proposition 3, as the
variance of member demands increases, member countries increasingly prefer fta to cu. In Proposition 4, however,
as member cost variances increase they are more likely to prefer a cu instead. Moreover, Propositions 3 and 4
demonstrate that, in Case 1, covariances play a crucial role in determining member preferences over TA types.
In particular, fta is more likely to be preferred if either: (i) member demands are negatively correlated or (ii)

member costs are positively correlated.

26This can be seen in Appendix 8.1 where differences in the Bi’s are due to differences in the t¥s, but also, differences in the
Bi’, functions themselves. In fact, it is straightforward to calculate the size of the tariff-dependent effect of a marginal change in
uncertainty. First, the magnitude of the total effect of a marginal change in variance on any member country’s welfare is given by
the coefficient of the relevant af or c% terms in the welfare functions derived in Appendix 8.2. For example, for a marginal increase

in Var (a1), Country 1’s welfare increases in total by % in sa, 1—54 in the case of fta and by 284—7312 in the case of cu while Country
2’s welfare increases in total by Wlo under sa, 4;49 under fta and 214—6372 under cu. The difference between these total effects and the

tariff-independent effects yields the magnitudes of the tariff-dependent effects. For example, in the case of fta, a marginal increase

in Var (a1) yields a tariff-dependent effect of % (ie., 2= — ) on Country 1 and % (i.e., 4;49 — 1—16) on Country 2.

714 32
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Proposition 4 also shows that, in Case 1, sa will be preferred to fta (but not to cu) if member cost variances
are sufficiently high and/or member costs are sufficiently negatively correlated. This result is analogous to the
no-uncertainty case illustrated in Section 5.1. The more different are member costs, the greater the foregone
tariff revenue implied by fta. In the case of cu, however, the welfare benefits of policy coordination still outweigh

the welfare costs of this foregone tariff revenue.
5.3 The Effects of Uncertainty in Case 2

Since, in Case 2, tariffs depend only on the means, it is clear that, here, marginal changes in uncertainty only
have a tariff-independent effect, but no tariff-dependent effects on (expected) country welfare. In Case 2 (unlike
in Case 1), therefore, tariffs play no role when there is a marginal change in the degree or nature of uncertainty.
As such, the comparative static (expected) welfare impacts of such changes are identical across all TA types.
This is confirmed by inspecting the equilibrium welfare functions in Appendix 8.2 and noting that the relevant

coefficients on the o2

)

o2, and 0. terms are identical for all TA types. Proposition 6 summarizes these results.

Proposition 6 Consider a world in which there is demand and/or cost uncertainty and this uncertainty is

resolved late (Case 2). The ranking of TAs is, then, cu = fta = sa, ¥V a, ¢, and for all o2,, ofc, Oijas Oijes Vi, J.

Proof. See Appendix 8.6. m

Proposition 6 shows that, in Case 2, the welfare ranking of different TA types by prospective member countries
does not change with the nature of uncertainty. In particular, cu is always the most preferred TA type and sa is
always the least preferred. Intuitively, any option value associated with TA flexibility is less prominent in Case
2 than in Case 1 since, in the former case, member countries do not have the opportunity to choose their tariffs

optimally after the uncertainty has been resolved.
6 Preferred Timing of Tariff Choice in a Trade Agreement

In this section, we investigate the preferred timing of tariff decisions by TA members (rather than the preferred
agreements themselves). As in Section 5, we take all countries to be identical with respect to the mean value of
the demand and production cost parameters, i.e. u;, = p, and p;. = p.. The second moments, however, can
differ across countries.

We derive two propositions. Proposition 7 considers member-country preferences over the timing of tariff
choice in a TA when there is only demand uncertainty. Proposition 8 relates to the timing of tariff choice in the
presence of cost uncertainty only.?” Let y(j) denote an agreement of type y = sa, fta,cu in case j = 1,2 (early

and late resolution of uncertainty).

27Tn this section, for simplicity we also assume that 12, = 0.
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Proposition 7 Consider a world in which the only uncertainty relates to the demands of TA members. Then,
there exists values g;, i = 1...4 (which depend on u,, 1. and are defined in Appendiz 8.7), such that the ranking

of TAs is as follows:

cu(1) = cu(2) = fta(l) = fta(2) = sa(l) = sa(2) if o3, + 03, < g1
(2)if g1 <of, +03, <92

= sa(2) if gy <o%,+03, <gs
(2)if g5 <ot +03, < g4
(2) if o2, + 03, > g4

Proof. See Appendix 8.7. m

Proposition 8 Consider a world in which the only uncertainty relates to the costs of TA members. Then, there
exists values b;, i = 1...4 (which depend on p,, p. and are defined in Appendiz 8.8), such that the ranking of TAs

s as follows:

(2) = cu(1) = fta(2) = fta(l) = sa(2) = sa(1) if o3, + 03, < by

(2) (1) (1) if by < o3, +03. < bo
cu(2) = fta(2) = cu(l) = sa(2) = fta(l) = sa(l) if by < 0%, + 03, < b3

(2) (2) (1) if b3 <o+ 03 <bs
cu(2) = fta(2) = sa(2) = cu(l) = sa(l) = fta(l) if o2, + 03, > bs.
Proof. See Appendix 8.8. m

Propositions 7 and 8 demonstrate that, in the presence of little (or no) uncertainty, member countries are
predisposed to prefer cu most and sa least regardless of the timing of the resolution of uncertainty. The option
value of TA flexibility is very low in such cases.

As uncertainty rises, these preference orderings alter. Proposition 7 shows that as demand uncertainty in-
creases, TA members increasingly prefer any TA in which they can choose tariffs after the resolution of uncer-
tainty. When demand uncertainty is sufficiently high, countries even prefer standing alone to any TA in which
tariffs are chosen before the resolution of uncertainty. These results once again reflect the fact that the option
value associated with TA flexibility is most valuable if member countries have the opportunity to choose their
tariffs optimally after the uncertainty has been resolved (i.e. as in Case 1). On the other hand, as cost uncer-
tainty rises, Proposition 8 shows that prospective TA members increasingly prefer any TA in which tariffs are

chosen before the resolution of uncertainty.
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7 Conclusion

This paper analyzes how the nature of uncertainty, as well as the timing of its resolution, influence the choice of
TA’s. Using a partial equilibrium, imperfect competition model of trade we demonstrate that, provided members
can make some optimizing decisions after uncertainty is resolved, there is an option value associated with all
types of TA. In deciding which type of TA to form, member countries balance the option value of the TA against
all the other costs and benefits associated with policy coordination and free trade that typically arise when
TAs form. Contrary to most of the existing theoretical literature on regional TAs, but consistent with observed
behavior, we show that countries will often prefer shallower trade integration to deeper trade integration. In
particular, when uncertainty is resolved early, a FTA will be chosen in preference to a CU when member demand
uncertainty is sufficiently high or member cost uncertainty is sufficiently low. When uncertainty is resolved late,
we find that prospective member preferences over different TA types are invariant to the nature of uncertainty; a
CU is always preferred. Our results also have implications for the preferred timing of tariff choice by prospective
TA members. As their demand uncertainty increases, prospective members are more likely to prefer any TA in
which they can choose tariffs after the resolution of uncertainty. On the other hand, as their cost uncertainty
rises, prospective members are more likely to prefer any TA in which they choose tariffs before the resolution of

uncertainty.
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8 Appendix

8.1 Explicit solutions for Country 1 welfare, w;(tY;a,c), Case 1

Let us define: Aq(a,c) = 32a1 24 L 36 Zak + 3201 -5 chak+ 3 Z Zchak ZClck+3—72 ZZchck -

k#1 k#1 h#1 k#£1 k#1 h#£1 k#£1
16@101 16 Z Cray,
k#£1
3
B (t**;a,c) = %altf“ - % Zc T % ts“ + 7 Z ts“ % Zaktza + % chtza — i Z Zchtza
j=1 k#1 k#1 k#£1 h#£1 k#£1
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B{ta(tfm; a,c) = %mt{ta 16 1tfm + - tfta 6c tfte :2))1 gfta2 4 L gfta2 4 ltgt'ﬂ + %aztgta - tfta —
Sert] + et + £ el 1> cht“a
h#i h#1
B (1% a,¢) = $artt —merti+ oot — Lestt — 43 (tew)? +1 (t§“)2+%a2tgz Tast§i+3eitt -1y ept
h#1

Then, the explicit expressions for Country 1’s welfare as a function of tariffs, in Case 1, (equations (9), (16),
with fta/cu between Countries 1 and 2), wi(tY; a,c), y = sa, fta, cu, is given by: wi* = A;(a,c) + B{*(t5*; a, c),
wi' = Aj(a,c) + B (/% a,¢) and w§ = A (a,c) + BE(t; a, ¢).

Note that the BY(tY;a,c) functions are concave in Country 1’s tariff, spareable in all tariffs and linear in all
the random variables. But, in addition, the By (tY;a,c) functions themselves also differ for different y’s (TAs),

namely: for equal values of t¥ = t, we have: Bi(t;a,c) # BY(t;a,¢), if z # y.

8.2 Explicit solutions for equilibrium member-country welfare (E(w;?), M;¥): Case
1 and 2

The solutions for equilibrium expected welfare of Country 1 for each TA, in Cases 1 and 2, are given below.
These provide the parameter values in: equations( 13), the corresponding equations for fta and cu in Case 1
and equations (21) in Case 2 (for the sa, fta and cu cases). The solutions are similar for Country 2.

Case 1:

E(wi*) = E[w;(t**"(a, ¢); a,c)] = E[2a1? + 15022 + 1503 — 2c1a1 — 570c1a2 57001a3 150201 + 5¢202 +
%czag — %003a1 + %c;;ag + 5—3003a3 + %612 + 2—75622 + 2—75032 ggclcg ggclcd + %316263]

B(w™™) = Blw(t*/"*(a,¢);a,¢)] = E[Za1? + s5as? + 1h5a3% — Ec1a1 — S cra0 — & c1a3 + 22 coas + Scaas —

1 4 3 9637 13819 1591 . 2 _ 3373 941 1823
7C3a1 + 75C3a2 + 55303 + 630001 + 4410002 + 20003° — F150C1C2 — Tos0€1C3 + 7350 C2¢3]

E(wi®) = Elw;(t*"(a,c);a,c)] = E[2847312 + 2146372a2 + 100a5 + 1216a1a2 %Clal :;201@2 57()Cla3 -

1 15 3 521 621 . 2 1049 899 271
76 C201 T 75 C2a2 + 55C203 — 3863@1 + 3863“2 + 5003“3 + 190061 + 190062 + 15003 950 C1€2 — g35C1C3 T G55 C2C3]

Tariff-independent and Tariff-dependent Effects of Uncertainty:
For example, consider the effect of o1, on F[wi"], y = sa, fta,cu. First note that E[w]"] is given by (using
the expressions for w?, in the previous Appendix): FE[w;(t*Y(a,c);a,c)] = E(A1) + E[BY(t*Y;a,c)], where the

random variables are given by equation (1) above. Thus (using equation (1)), a change in ;. has both tariff-

dE[w1(t*Y(a,c);a,c)] _

independent and tariff-dependent effects on expected welfare. This is can be seen as follows: T

IE[w, (tY(a,c);a,c)

- a OE[w1 (t*Y(a,c);a,0)] Ot*Y(a,c) dey _ OE[A1] | [OE[BY(t*Y;a,c)] + OE[BY (t*¥;a,c)] at*y(a,c)]ﬂ = tariff-

]
+ ot*sa(a,c) dcy doie 001 +[ Oc1 at*Y (a,c) dcy doi1e. —

independent effect+ tariff-dependent effect.?® Note that since every ¢;? includes all ¢}s, but not all a}s (sa and
fta cases include only the “own” demand parameter, whereas cu includes both members’ demand parameters),

cost uncertainty effects are more complex than demand uncertainty effects.’

28Note that dE[wy (t*%¢ (a,c);a,c)]/do1c = dconsmer surplus/do1c + dtotal profits/do1c + dtariff revenues/doc.
29For example, in Appendix 8.1, E[B;®(t°%; a, c)], contains two terms (E(%alt‘f‘l), fE[% (tfa)z]) involving 014, but o1 is included
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Case 2:

Ml*sa = 5_3 (U%c + p’%c) +33 32 (020 + MQC) +35 32 (USC + MSC) + % (U%a + :u‘%a) + 1_16 (U%a + M%a) + 1_16 (Uga + :u‘%a) -

% (012C + ILLlcllQC) - Z (Uldc + /’Llcﬂ’dc) 176 (0236 + MQCMgC) + %N’%a 400 N’2a 400”5(1 5#1(1:”‘16 - 5_70M2a:u‘16

7 111 ,.2 1 3 3 31 49 2 1 3 3
7%#3&”10 - m:ulc - E:ulaIUQC + ENQ@.UJQC + %HB@.UJQC - m,uchUQC + W.UQC - E:ula.uﬂc + %HQ(L.UBC + %HB(L:UEC
31 49 49 2
— 200 M1cM3e + 200 M2cH3c + 300 M3¢

M*fta gg (Ulc + Mlc) +33 32 (UQC + #20) + 3_72 (Ugc + N’gc) + % (O'%a + N’%a) + % (U%a + M%a) + %() (Uga + Mg(l) -

=

1_(7; (012(‘ + :ulc.UQc) 7 (0130 + .Udlc:u?)(*) =+ 1_76 (0—230 + ,u201u“30) + %Hla + 71 784 ,u2a 4010 :U’Z23a - %:ulalu’lc - %:U“Qa:ulci

7 9529 20 3 33377 1 4 3
EN&;MIC ~ 50400 Mlc + m/@aﬂ% =+ m:uiia:u% - 25200”10”% + 352800M2c - 7/’[’1(1/"(‘30 =+ El”’QalJ’Sc =+ mﬂ3aﬂ3c+

1397 11141 4153
8400 Hick3e — 58800 Haclac + 39200 :U'dc

Myt = 53 (0% + #3e) + 35 (08 + 13e) + 55 (03 + 13e) + 5 (oo + #2a) + 75 (030 + 413a) + 15 (030 + 113a) —
7 17 7 : 47
%6 (0120 + :U/lc/”’2(:> 16 (0130 + Mlcl”’3c) + 16 (0230 + /’[/20/"(‘30) + %M%a =+ %H‘%a - %H‘%a - %Mla/”’lc_‘_
7
%ﬂmﬂ% - +1l6 (093¢ + pocttze) + %ﬂ%a + %Mm 4001“’3(1 76M1aﬂ1c+ %?6,“1@#211 - :;_glhalhc — g M3attic

1477 1 15 3 317 843 2 5 3 3
1520()”1(* + 76 H1aM2c + 76 H2aM2c + 50 M3a2c — Teo0 H1cH2ce + 15200 H2¢ — 35H1aM3c + 3520 3¢ + E.UBaIUBCJF

883 1157 1643
7600 H1ch3c — Tao0M2cH3c T T5200 :u3c

8.3 Proof of Proposition 3

Given the sums of expected welfare of Countries 1 and 2, in Cases 1 and 2 (defined by Wy;m], and My;m] in
Sections 3.3 sand 4.3), we define the differences in Countries’ 1 and 2 total expected welfare, for y = sa, fta, cu,
as follows.?® In case 1, let: D!, ta = Wleu,m] — W fta,m], D, o = Wlcu,m] — W [sa, m] and D}misa =
W(fta, m]—W [sa,m]. Similarly, in case 2, let: Dcu fta = Mlcu,m]—=M [fta,m], D?, , = M[cu, m]—M [sa,m]
and DJ%m_Sa = M|[fta,m] — M [sa,m].

Assume that there is only demand uncertainty. Define v = %0 2 + 170—12; (o — MC]Z . Therefore, for Case 1

and assuming that p;, = p, and p,;, = p, Vi, it is straightforward to show that Va, c: Dcu fta > 01f 03, +03, <w,
2 . 2
Déu sa > 0if 02, + 03, > =209, — 22 [, — p.)” and D}m_ o > 0 since 02, + 03, > —2[u, — p.]” . From

the definition of v it is clear that dv/du, > 0, Ov/Ou,. <0, Ov/do12, > 0, which proves part (iii). W

8.4 Proof of Proposition 4

Consider Case 1, where there is only cost uncertainty. Define v; = %0120 — % [, — uc]2, Vg = 33075420125 +
% (1t — )7 - Tt is straightforward to show that Va, c: Diuifm > 0if o2, +03, > v1. Dgu s >0 if 03,403, >

—2012c — 2 [y — )’ Djio e > 01if 07, 4 03, < va. The effects of changes in ji,. fi., 0124 0n v1 and vy (thus,

in six terms (féE[cltf‘z], ,% (tf”)Q , % Z (1‘,2‘1)2 , % Z c1t3?).
k#1 k#1
30Note that fta and cu can only be formed by Countries 1 and 2.
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the range of the three regions) follow directly from the definitions of v; and v,.H

8.5 Proof of Proposition 5

Consider Case 1. Let D, fta = Elwi®(a,0)] - E[w}’*(a,c)]. Tt can be shown that for i,5 = 1,2: a;‘h# >
0, aDa% e >0, aD;“;lf‘a < 0 and % < 0. Moreover, it can also be shown that for ¢,j = 1, 2: 6D8;‘i2 Jta
D

8.6 Proof of Proposition 6

For Case 2 we have: (i) Dfuiﬁa = oo [t — 1)’ >0,V a,c and for all o2, 0%er Oijay Tije, Vi, J. (i) D2, o0 =

o [y — 1)” >0,V a,c and for all o2, 0%es Tijas Tije, Vi, j. (iil) D]%m_m = 3tk [u, — 1)> >0,V a,cand for

all o2

2 . .
ia’ cha Oijas Uijcuv%j'.

8.7 Proof of Proposition 7

— 1136

= 312 e — 1) g =22 [phg — 1.)” . With demand uncertainty:

Define g1 = 969 [:U’ :U’c] y 92 =0, g3 = 752 [

(1) Wleu,m] — M[cu;m] = 3= [03, + 03, + 20124] >0, (2) Weu, m] — M|[fta;m] =

2272[p, —p.)* +625[07 , +03,]+1250012,
30400

1024, —p1,.)> +1225[0F , +03,]+245020124

59584 >0, (4)

>0, (3) W[cu,m]—Mlsa;m] =

_ 12 o2 152 > ) >
W fta,m] — Mlcu; m] = 512[p, Mc;9%9269[ tat034] ( - ) 0, if 02, + 03, ( < )gl, (5) W(fta,m]— M|[fta;m] =

12 52 152
ks o3+ 03] 0, (Wﬁmd Misa;m) = A2 mslotetobal} 5 o (7) Wisa, m] — Mieu; m] =
—1136[u, —p )2 +57[0F,+03, > 3{ —752[u, —p )2 +49[02 403,
2 u15200 1at+05 ( > 1f01a+02a< - )g4,(8) W{sa, m|—M]|fta;m] = { Iz u39200 [ofa+03a]}

>
( < ) 0,if o2, +02, ( ) 93, (9) Wlsa,m]— M[sa;m] = g5 [03, + 03,] > 0. The proposition follows directly

from these conditions and from those in Propositions 3 and 6.l

8.8 Proof of Proposition 8

I’

2 2 2 : .
Define by = 298 [11, — p. )™, bo = 1852 () — 11 )7, b3 = 38 [1, — 11", by = vo— 3205, With only cost uncer-

—p 2= ol.to
tainty: (1) Wlcu, m]— M[cu;m] = =25 [0, + 03] <0, (2) Wleu, m]— M[fta;m] = 64001k HC]”QE)Z%[ iotoh]

S < 2 o o > <
< - )Oifafc+a§c< > )bl, (3) Wlcu, m| —M|[sa;m] = 568[u, Mclmé’»()l?[ iot+o3.] ( =z >Oifo'%c+o'%c( > >b3,
—57600[u, —p. ]2 —316597[c3 403, ] <

(4) W[ftaa m} - M[CU, m] 3351600 < 0
10152[p, —p.]>—16633[05 403 | [ >
<

N

[ ] _ 16633[0’1 +0’2r]

Wlfta, m] 176400

(6) W(fta, m]—M([sa;m] = 176400

—568[, —p1.)° —589[07 403, ]
7600

0if o2, +03, ( > ba, (7) Wisa, m|—M|[cu;m] =

— 2 9|07 02
< 0, (8) Wsa,m] — M{ftarm] = 2t Z0lASA] < o (9) Wisa,m) -

Mlsa;m] = % [Ulc + JQC} < 0. The proposition follows directly from these conditions and from those in

Propositions 4 and 6.1
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