


What happens under pure multilateralism?

Viability of free trade depends critically upon the small
country:

(a) Under multilateralism, free trade is uniquely stable i
¢
er < .

(b) Or else, status quo is uniquely stable.

NOTE: By contrast, we never get status quo under bilat-
eralism.

Figure 2: Stable agreements under multilateralism
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Proposition 4: Suppose free trade is stable when t < t;
and eP¢ < z < x¢. Then,

(i) the freedom to pursue bilateral agreements is neces-

sary for achieving global free trade whenever ¢ < z <
e? and

(ii) a purely multilateral approach yields the status quo
instead of a bilateral trade agreement between the two

larger countries whenever x < ebe.

Intuition: under a purely multilateral approach, a coun-
try that is reluctant to liberalize can effectively prevent
liberalization between other countries and the removal of
such ‘veto power’ can sometimes be necessary to achieve
global free trade — if ({bc}) can be formed, country a's
outside option is worse than status quo.

Figure 3: Beneficial effects of bilateralism
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Figure 3: Beneficial bilateralism

07




What if ({bc}) is stable when t < ¢; and €%¢ < < x;?
Then, bilateralism has the following effects:

(¢) it yields global free trade instead of the status quo
when either (a) z; < = < e? or (b) ¢ < z < e? and
t >t

(¢2) it yields an FTA between the two big countries as
opposed to the status quo when either (a) x < ebc or
(b) z < e®, x <z and t < t;; and

(442) it undermines global trade liberalization by yielding
({bc}) instead of ({F}) whenever e? < = < x; and

t <1t.

Figure 4. Mixed effects of bilateralism
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Figure 4: Mixed effects of bilateralism




Under (7i¢) multilateralism benefits all countries.
Why?

In its absence, while all countries are willing to deviate
from ({bc}) to ({ F'}), this deviation is not self-enforcing
because countries a and b further deviate from ({F'}) to
({ab}). But multilateralism rules out this further devia-
tion.

Proposition 5: When multilateralism yields global free
trade instead of a bilateral FTA between the two large
countries, it benefits all countries. However, when it
yields the status quo as opposed to a bilateral FTA be-
tween the two large countries, it benefits the small coun-
try whereas it hurts the two large countries.



CASE II: Now suppose x = y < z = e, i.e. countries a
and b are smaller than country c.

Proposition 6: Free trade ({F'}) is the unique stable
equilibrium when (a) z < e®~% or (b) z < min{e?®,e®"},
(i) ({ah}) is uniquely stable if e®" < z < e*h—ab;

(iii) ({ab}) is uniquely stable if e*h—ab < .

(iv) no agreement ({®}), a bilateral FTA between a large
and a small country (i.e. ({ac}) or {{bc})) and the pair
of bilateral FTAs with the large country as hub ({ch})

are never stable.

Figure 5: Stable agreements under case 2 (r =y =3 <

Role of bilateralism similar to before.

Figure 6: Stable agreements under multilateralism
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Figure 6: Stable trade agreements under pure multilateralism
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Figure 7: Effects of bilateralism under case 2



13. Concluding remarks

Paper analyzes the debate regarding FTAs in an environ-
ment that explicitly models the process of FTA formation
and allows each country to form more than a single FTA.

There exist circumstances where global free trade obtains
as an equilibrium only if countries are free to form bilat-
eral FTAs. Literature has somewhat overlooked this.

FTAs can deliver welfare improving trade liberalization
when multilateral free trade is infeasible.

For bilateral FTAs to emerge as stable equilibria and for
multilateralism to really matter, need some heterogeneity
across countries.

Similar results hold under oligopolistic intraindustry trade
(Saggi and Yildiz, 2006).

Current research: an alternative view of multilateralism
and incorporating endogenous tariffs.





