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Abstract: Ignoring strategic interactions among final goods producers, the extant theoretical literature
shows that lower costs of imported inputs increase the exports of the final goods using those inputs.
Hence, it does not explain the empirically relevant positive relationship between the costs of imported
inputs and the export of the final goods. We use a simple Cournot duopoly (i.e., duopoly quantity
competition) with homogeneous products to show that if the exporters differ in input coefficients,
lower costs of imported inputs may increase or decrease the exports of the final goods. Thus, we
argue that strategic interdependence among the exporters can be an important factor for the positive
relationship between lower costs of imported inputs and the export of the final goods. We further
show that a lower cost of imported inputs may reduce the consumer surplus, total profits of the
exporters, and world welfare. We also show the implications of a Bertrand duopoly (i.e., duopoly
price competition) with horizontal product differentiation for our analysis.
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1. Introduction

The empirical literature, which we review in the next section, shows that lower costs
of imported inputs may increase or decrease the exports of the final goods using those
inputs ([1-5]) !. However, ignoring strategic interactions among final goods producers, the
extant theoretical literature explains only the negative relationship between the costs of
imported inputs and the export of the final goods using those inputs. The lower costs of
imported inputs increase the exports of the final goods either by improving the productivities
of the final goods producers or by diffusing knowledge about modern technologies ([1,2]) 2.

There is no theoretical paper explaining the positive relationship between the costs of
imported inputs and the export of the final goods. We fill this gap with a simple explanation
based on strategic interdependence among the exporters with different input coefficients °.

We consider a simple Cournot duopoly (i.e., a duopoly quantity competition) with
homogeneous products in which firms decide simultaneously whether to export. We
normalise the profits under no export to zero. If a firm exports, it needs to incur a fixed
cost of exporting *. The firms differ in terms of input coefficients, and they import inputs
from a competitive world market. In this framework, we discuss how a lower cost of
imported inputs affects the firms’ equilibrium outputs (i.e., export volumes) and the
incentive for export.

We show that a lower cost of imported inputs reduces the low-productive exporter’s
incentive for exporting the final goods and the amount it exports. However, a lower cost
of imported inputs may increase or decrease the high-productive exporter’s incentive for
exporting the final goods and the amount it exports.
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The lower costs of imported inputs increase cost efficiency for both firms. However,
higher cost efficiency for an exporter tends to increase its output, profit, and incentive
for export but tends to reduce the competitor’s output, profit, and incentive for export.
Since the low-productive exporter uses more inputs than the high-productive exporter, a
lower cost of imported inputs benefits the low-productive exporter more than the high-
productive exporter.

If the gain of the low-productive exporter following a lower cost of imported inputs
is significantly higher than that of the high-productive exporter, which happens if the
productivity difference between the exporters is large, the lower cost of imported inputs
may decrease the high-productive exporter’s output, profit, and incentive for export.
Hence, if the productivity difference between the exporters is large, there may be a positive
relationship between the costs of imported inputs and the export of the final goods for the
high-productive exporter.

If the productivity gap between the exporters is not large, the lower cost of imported
inputs increases the high-productive exporter’s output, profit, and incentive for export,
thus showing a negative relationship between the costs of imported inputs and the export
of the final goods.

However, following a lower cost of imported inputs, the higher benefit for the low-
productive exporter compared to the high-productive exporter always increases the low-
productive exporter’s output, profit, and incentive for export. Hence, there is always a
negative relationship between the costs of imported inputs and the export of the final goods
for the low-productive exporter.

We also show that a lower cost of imported inputs may reduce the consumer surplus,
total profits of the exporters, and world welfare.

The extant theoretical literature ([1,2]), which explains only the negative relationship
between the costs of imported inputs and the export of the final goods, ignores strategic
interactions among the exporters. As a result, unlike our paper, where the relative cost
reduction of the exporters is the important factor, in those papers, the own-cost reduction
becomes the important factor. Hence, in those papers, a lower cost of imported inputs
increases the exports of all exporters.

It is evident from our analysis that if there is a monopolist exporter in equilibrium, thus
avoiding strategic interdependence among the exporters in equilibrium, the relationship
between the costs of imported inputs and the export of the final goods is always negative
in our analysis, as in [1,2].

We show that the relationship between the costs of imported inputs and the outputs
(i.e., export volumes) shown under a Cournot duopoly holds under a Bertrand duopoly
(i.e., duopoly price competition) with horizontal product differentiation. However, unlike
with Cournot competition, the relationship between the costs of imported inputs and the
incentive for exporting the final goods is negative for both firms under Bertrand competition.
This happens because “only the low-productive firm exports” cannot be an equilibrium
under Bertrand competition due to the following reason.

Under Cournot competition, if the low-productive firm exports, it may not leave
enough residual demand to make exporting by the high-productive firm also profitable.
Hence, exporting by the low-productive firm only can be an equilibrium under Cournot
competition. However, under Bertrand competition, the high-productive firm'’s ability to
undercut price is always higher than that of the low-productive firm. Hence, we do not get
an equilibrium under Bertrand competition where only the low-productive firm exports.
Therefore, along with strategic interdependence, the type of product market competition is
also important for the relationship between the costs of imported inputs and the export of
the final goods.

We show that the implications for consumers and world welfare may also be different
under Bertrand competition compared to Cournot competition. Unlike Cournot compe-
tition, a lower cost of imported inputs does not reduce the consumer surplus and world
welfare under Bertrand competition.
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As explained above, the positive relationship in our analysis is due to the relative
benefits of the exporters following a lower cost of imported inputs. This is different from [5],
where financial constraints or exposure to uncertainty in the international market following
importing or the time lag in learning from importing reduces exports.

There is a vast amount of the literature following [6] that shows the relationship
between firm productivity and exports. In contrast to that literature, we show how firm
productivity affects the relationship between the costs of imported inputs and the export of
the final goods.

The remainder of the paper is organised as follows. We provide a review of the relevant
literature in Section 2. We introduce our model in Section 3 under Cournot competition
between the exporters with homogeneous products. Section 4 derives the relationship
between the costs of imported inputs and the export of the final goods. Section 5 shows the
implications for consumers, the total profits of the exporters, and world welfare. Section 6
concludes. We show the implications of Bertrand competition with horizontal product
differentiation in the Appendix A.

2. Literature Review

Kasahara and Lapman [1] consider heterogeneous final goods producers who simulta-
neously decide whether to export their products and whether to use imported inputs. They
develop a theoretical model with monopolistic competition in the final goods market. Using
the theoretical model, they develop a structural empirical model, which they estimate with
Chilean plant-level data for a set of manufacturing industries. They show that policies that
prevent the importation of inputs can affect the exportation of the final goods adversely.

Bas and Strauss-Kahn [2] develop a theoretical model with monopolistic competition
in the final goods market and predict that importing more varieties of imported inputs
increases the export scope, i.e., imported inputs may help to overcome and reduce the fixed
costs of exporting, and low-priced imported inputs may increase expected export revenue.
They show the empirical validity of these predictions with firm-level French Customs data.

Using Chinese data, Feng and Swenson [3] show that firms that increased the use of
imported inputs increased their exports. They find this evidence by measuring the import
activity through the transition to import, higher expenditure on imported inputs, and an
increase in the range of imported inputs.

Aristei et al. [4] find that past importing activities increase productivities and product
innovations, which help to increase exporting activities. However, the positive effect of
past importing status on the current probability of exporting disappears when controlled
for firms’ productivity and product innovations.

Using a panel of Chinese manufacturing firms, Elliott et al. [5] show a negative rela-
tionship between export and import—previous import experience reduces the propensity
to export, and previous export experience reduces the likelihood of import.

Fan et al. [7] develop a theoretical model to see an exporter’s price and quality choice
when importing inputs. They test the theory with disaggregated Chinese data to show that
a lower tariff on imported inputs increases the quality of the export. They also show that if
the scope for quality differentiation is large, a lower tariff on the imported inputs increases
the price of the export by increasing the quality of the exports significantly. However,
if quality differentiation is small or the products are homogeneous, a lower tariff on the
imported inputs reduces the price of the export due to a higher amount of export.

Although the above-mentioned empirical papers show a mixed relationship between
import and export, the theoretical models in [1,2,7] explain a negative relationship between
the costs of imported inputs and export when there is not much scope for product differen-
tiation. In contrast, we show under Cournot competition with homogeneous goods that
there can be a negative or positive relationship between the costs of imported inputs and
the export of the final goods.
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3. The Model

Assume that two domestic firms, firm 1 and firm 2, export a homogeneous good to
the world market and compete like Cournot duopolists. We assume for simplicity that the
firms export their entire outputs. Our conclusion will not be affected if the firms export
and sell their products in the domestic country as long as the markets are segmented and
the firms can charge different prices in different markets. Assume that if a firm wants to
export, it needs to incur a fixed-cost G (see, e.g., [8,9]).

Both firms use an imported input to produce their outputs. Assume that firm 1 requires
one unit of the input to produce one unit of its output, while firm 2 requires A units of the
input to produce one unit of its output, where 0 < A < 1. Since the input-productivities are
1 and %(> 1) for firm 1 and firm 2, respectively, firm 2 is more productive than firm 1. We
call firm 1 the “low-productive” firm and firm 2 the “high-productive” firm. The constant
per-unit cost of importing the input is ¢ > 0. For simplicity, we assume that no other inputs
are required to produce the final goods.

Assume that the inverse market demand function is

P=a—gq, )

where a > 0 is the demand intercept, P is the price, and g is the total output.

We consider the following game. At stage 1, firms decide whether to export or not. At
stage 2, firms choose their outputs conditional on the decision in stage 1, and the profits are
realised. If both firms decide to export in stage 1, they compete like Cournot duopolists in
the world market. If only one of them decides to export, the exporting firm is a monopolist.
If neither firm decides to export, there will be no export. We solve the game through
backward induction.

We assume for simplicity that ¢ < 5, which will ensure that both firms will always
export for G = 0. So, a firm may become a monopolist only for G > 0.

Table 1 summarises the profits of the firms under export and no export. 7] and
7ty show the equilibrium profits of firms 1 and 2, respectively, when both firms export. 77}/
and 7t} show the respective equilibrium profits of firms 1 and 2 when only firm 1 exports
and only firm 2 exports, respectively.

Table 1. Payoffs of the firms.

Firm 2 (High-Productive Firm)

E(Export) NE(No Export)
* * M
Firm 1(Low-productive firm) E(Export) (S 0
NE(No Export) 0, M 0,0

If both firms decide to export, firms 1 and 2 maximise the following profit functions
respectively to determine their outputs:

m=(P—c)1—G, m=(P—Ac)jp—G ()
We get the respective equilibrium outputs of firms 1 and 2 as:

. aA—2c+Ac , a—2Ac+c
h=—>5 1273 ®)

The respective equilibrium profits of firms 1 and 2 are

. a—2c+Ac\? N a—2Ac+c\?
= (Y g, o (2ee) "
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If only the ith firm, i = 1, 2, decides to export, the ith firm maximises the following
profit function to determine its output:

= (P=k)g:i =G, ®)
where k = cif i =1 and k = Acif i = 2. We get the equilibrium output of the ith firm as

a—k
7 == ©)

The corresponding equilibrium profit of the ith firm is

2
nM—(“;k> e @)

If a firm does not export, its profit is zero.

5c—a

_ 2
Lemma 1. Consider either c < & orc > & and A > 2%, Since (@ 2;+AC)

(a—2Ac+c) 2
9

<
< (”75)2 < (uf)w)z, we get the following equilibria:

(a) Both firms export for G < M

(b) Only firm 2 (the high-productive firm) exports for
(a 4c)2 <G< %

(c) Either firm 1 (the low-productive firm) or firm 2 (the high-productive firm) exports for

(a72g\c+c)2<G< (afc)z5

(d) No firm exportsfor (o= ’\C) <G.

(a— 2c+)\c) (a— 2)\c+c) and

<G <

Proof. See Appendix A. [J

As shown in Appendix A, all the possibilities shown in Lemma 1 occur if either ¢ < £
orc>gand A > SC . We assume in the following analysis that these conditions hold.
If we consider ¢ > £ and A< 5C £, we will not get the case (c) of Lemma 1. Since the
e T i follows easily from our analysis, we will briefly mention

implication of ¢ > £ and A<
its implications.
Figure 1 shows the situations mentioned in Lemma 1.

E NE NE NE NE
orE
Firm 1's strategy A B | C| ) G
Firm 2's strategy 1 T 1 1
E or
E E NE E NE
(a—2c+Ac)? (a—2Ac+c)* (a—c)? (a—Ac)?
9 9 4 4

Figure 1. Export decisions when either ¢ < £ orc > & and A > 2%




Games 2023, 14, 6

6 of 14

4. The Effects of a Lower Cost of Imported inputs

Now we want to see the effects of a lower cost of imported inputs, i.e., the effects of a
lower c, on the firms’ incentive to export and export volumes.

We get
9 (a—2c+Ac)?
E _ 2(a—2c+Ac)(2-7) “0
ac N 9 ’
a((u—Z)\c+c)2)
J 2a—2Ac+0)(2A 1) 1
3 =— 5 < (>)0for A > (<)§,
2
(-2
_ (a9
dc B 7 <0
9 (a—Ac)?
4 _ (a=A0A <0
dc N 2 '

Given these conditions, Figure 2, which is drawn for 5‘;;“ <AL %, 6 shows how the
ranges of G over which different equilibria occur change. The solid lines in Figure 2 show
the situations under initial ¢, and the dashed lines show the situations after a reduction in c.
Figure 2 helps to prove the following result.

: : orE : :

Firm 1's strategy 4

Firm 2's strategy

o0t B4 B Coxg & Dy 4D .

E P B Eor P E P NE

Figure 2. Changes in the export decisions due to a lower c when either c < £ orc > & and A > 34,

and A < %

Proposition 1. Consider (i) either c < § orc > % and A > 554;“, (ii) A < %, and (iii) the
equilibrium (E, NE) occurs for G between B and C in and for G between B” and C’ in .
(a) A lower cost of imported inputs, i.e., a lower c

@) Increases the possibility of export by firm 1, but
(i)  May increase or decrease the possibility of export by firm 2.

(b) A lower cost of imported inputs

@) Increases the volume of exports for firm 1, but
(ii)  May either increase or decrease the volume of exports for firm 2.

Proof. See Appendix B. [

The reason for the above result is explained in the introduction. A lower cost of
imported inputs increases the cost efficiency for both firm 1 (the low-productive exporter)
and firm 2 (the high-productive exporter). On the one hand, higher cost efficiency for a firm
helps to increase its output, profit, and incentive for export. On the other hand, it helps to
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reduce the competitor’s output, profit, and incentive for export. However, the benefit to
firm 1 following a lower cost of imported inputs is more since it uses more inputs per unit
of output. Hence, if firm 1’s input coefficient is significantly higher compared to firm 2 (i.e.,
A< %), a lower cost of imported inputs may decrease the output, profit, and the possibility
of export for firm 2. However, the higher gain for firm 1 following a lower cost of imported
inputs increases its output, profit, and the possibility of export.

As mentioned above, if we consider ¢ > g and A < 5C4;“, we will not get Lemma 1(c).
In this situation, point C in Figures 1 and 2 will be to the left of point B. Hence, unlike the
caseof c < & orc > £ and A > 22 which we considered in Figures 1 and 2, we will not
get the positive relationship between the costs of imported inputs and the high-productive
firm’s incentive to export. However, the results for the relationship between the costs of
imported inputs and the export volumes will remain.

It is worth mentioning that if—unlike our structure in which the marginal cost differ-
ence is due to the difference in input coefficients—the firms have the same input coefficients
and face the same input costs but differ in terms of other marginal costs, the positive
relationship shown above does not occur. This is because the lower costs of imported
inputs in this situation reduce the marginal costs of both firms by the same amount, and
the own-cost effect dominates the competitor’s cost effect.

5. The Implications for Consumer Surplus, Total Profits, and World Welfare

We show in this section that an implication of Proposition 1 is that a lower cost of
imported inputs may reduce the consumer surplus, total profits of the exporters, and world
welfare. Of course, there will be situations where a lower cost of imported inputs increases
the consumer surplus, total profits of the exporters, and world welfare. For example, it
happens trivially if a lower ¢ changes the equilibrium from (NE, NE) to (NE, E). However,
we focus here on the more interesting case where a lower ¢ decreases the consumer surplus,
total profits of the exporters, and world welfare.

For our discussion, consider the case where G is between B’ and B or between C and C’
in Figure 2. In this situation, the equilibrium is (NE, E) with a higher c, but it could be (E, NE)
with a lower c. The total output under (NE, E) is qévm = %, while the total output under
(E,NE) is gM! = 58 where ¢1 < c¢p. Hence, we get M0 > gM for0 < A < & (< 1). Since

the consumer surplus for the above analysis is g, it implies that a lower c in this situation
may make the consumers worse off by changing the equilibrium strategies.

If a lower c changes the equilibrium strategies, it may also reduce the total profits of
firms 1 and 2. For example, as considered in the above paragraph, if a lower ¢ changes
the equilibrium from (NE, E) to (E, NE), the total profits of firms 1 and 2 will change from

2 2
M0 — (%) — GtoM! = (%) —G,and M0 > Ml for 0 < A < %(< 1).

Since a lower ¢ may reduce the consumer surplus and the total profits of firms 1 and
2 when it changes the equilibrium from (NE, E) to (E, NE), it may reduce world welfare,
which is the sum of consumer surplus and the total profits of firms 1 and 2 (as the input
market is assumed to be competitive) ”. This happens because if a lower cost of imported
inputs changes the equilibrium from (NE, E) to (E, NE), it creates production inefficiency
in the industry by shifting the exporting decision from the high-productive firm to the
low-productive firm.

If we have considered the situation where a lower cost of imported inputs changes
the equilibrium from (NE, E) to (E, E), it will increase consumer surplus (due to higher
competition), but it may create an ambiguous effect on the total profits of the firms (due to
the opposite effects of competition and the lower cost of imported inputs). The effects of a
lower cost of imported inputs on world welfare can also be ambiguous.

If a lower c does not change the equilibrium strategies, it will make the consumers better
off, even if a lower ¢ may reduce the equilibrium output of firm 2, which may happen under
(E, E) 8. For equilibrium (E, E), we have seen a negative (ambiguous) relationship between
the cost of imported inputs and export volume for firm 1 (firm 2). If we look at the effect of
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a lower c on the total outputs of firms 1 and 2, we get % = aaicl + % = %ﬁ)‘ < 0. Hence, a

lower cost of imported inputs will reduce the price in the export market by increasing the
total outputs of the exporters and, therefore, will make the consumers better off, although
it may reduce the equilibrium output of firm 2.

If a lower ¢ does not change the equilibrium strategies, it may, however, reduce
the total profits of the firms. Consider the equilibrium (E, E). In this situation, the to-

2 2 .
tal profits of firms 1 and 2 are m* = 7] +7m; = (a=2ctAc) ;(”_ZAHC} . We get aalc =
—2(@a(14+A)+c(-5+(8—-5M)A)) > 0for2c < a < 5cand 0 < A < 4

— % v/ “2+36’Z+36CZ, implying that a lower c reduces the total profits of firms 1 and 2 in this

situation ?. However, % < 0if either a > 5c or 2¢ < a < 5¢ and “f{ﬁc — 11—0,/“2”’6?%36@
<AL

If the equilibrium is (E, E), we get that a lower c increases the consumer surplus but
may reduce the total profits of firms 1 and 2. The world welfare for equilibrium (E, E) is
WW* = L (842 —8ac(1+A) +c2(11+ A(—14 + 114))). We get UW" = 1(—4a(1+A)

+c(11+A(—14+111))) > Ofor2c < a < Y€ and 0 < A < 247c — 2, [ =2=18gedlse

implying that a lower ¢ reduces world welfare in this situation. We get avgzv* < 0 if either

a> U orde < g < U and 267 _ 2 [~ IMesE ) g

If a lower cost of imported inputs does not change the equilibrium, it can still re-
duce world welfare, and this happens because a lower cost of imported inputs creates
production inefficiency. A lower cost of imported inputs reduces the marginal cost of the
low-productive firm more than the high-productive firm, which helps the low-productive
firm to steal business from the high-productive firm. This effect is similar to [10], where a
marginal cost reduction in the high-cost firm may reduce welfare.

The following proposition follows from the above discussion.

Proposition 2. (a) A lower cost of imported inputs may reduce the consumer surplus, total profits
of the exporters and world welfare by changing the equilibrium strategies.

(b) If a lower cost of imported inputs does not change the equilibrium, it increases the consumer
surplus but may reduce the total profits of the exporters and world welfare.

6. Conclusions

While the empirical evidence on the relationship between the costs of imported inputs
and the export of the final goods is mixed, the extant theoretical literature explains only
the negative relationship. This is because the extant theoretical literature ignored strategic
interdependence between the exporters.

A simple Cournot duopoly (i.e., duopoly quantity competition) with homogeneous
products of the exporters helps to explain both the negative and positive relationships
between the costs of imported inputs and the export of the final goods in the presence of a
fixed-cost of exporting and different input-productivities of the exporters. The lower costs
of imported inputs increase (may increase or decrease) the incentive for export and the
export volume for the low (high) productive exporters. Thus, we contribute to the literature
by providing a simple theoretical explanation for the positive relationship between the costs
of imported inputs and the export of the final goods, which is theoretically unexplained
so far.

We also show under Cournot competition that a lower cost of imported inputs may
reduce the consumer surplus, total profits of the exporters and world welfare.

We show the implications of Bertrand duopoly (i.e., duopoly price competition) with
horizontal product differentiation in Appendix C. We find that a lower cost of imported
inputs does not decrease the possibility of export but may reduce the export volume.
Further, unlike Cournot competition, we find that a lower cost of imported inputs does
not reduce the consumer surplus and world welfare. Hence, the positive relationship
between the costs of imported inputs and the incentive to export the final goods, and lower
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consumer surplus and world welfare following a lower cost of imported inputs depend on
the types of product market competition.

We have considered a duopoly model with a linear demand function for our analysis,
which has helped to show our results in the easiest way. However, it must be clear from
the intuitions that our results will hold even under general demand functions and in an
oligopoly model. In our analysis under Cournot competition, the driving force for the
positive relationship between the costs of imported inputs and the export of the final goods
is the relative cost reduction in the high-productive firm and in the low-productive firm. If
the relative cost reduction is significantly more in the low-productive firm compared to
the high-productive firm, a lower cost of the imported inputs may increase or decrease
the incentive for export and the export volume for the high-productive firm by reducing
the residual demand for the high-productive firm significantly. This is for the strategic
interactions between the firms and not for the demand function or for the number of
firms. Hence, our qualitative results are expected to go through under non-linear demand
functions and in an oligopolistic market.

Lower world welfare and lower consumer surplus following a reduction in the costs
of imported inputs shown in our analysis are also expected to hold in an oligopoly model
with non-linear demand functions. Whenever a lower cost of imported inputs reduces the
high-productive firm’s incentive for export and changes the equilibrium export decision
from a high-productive firm to a low-productive firm, it may reduce the consumer surplus
and world welfare. If the lower cost of imported inputs does not change the equilibrium,
the business stealing by the low-productive firm from the high-productive firm, which is
responsible for reducing world welfare in our analysis, remains under a general demand
function and in an oligopolistic market.

A simple duopoly model helps to explain both the negative and positive relationships
between the costs of imported inputs and the export of the final goods. We show it under
exogenously given productivity differences between the firms. A natural extension of this
paper will be to determine the relationship between the costs of imported inputs and the
export of the final goods in the presence of endogenous productivity differences. In this
respect, one may consider the symmetric and asymmetric R&D capabilities of the exporters.
We leave this issue for future research.
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Appendix A. Proof of Lemma 1

For (NE, NE) to be a Nash Equilibrium, we need H{VI = -G < 0 and
”éw = (a%\c)z — G < 0. Since 0 < A < 1, (NE, NE) is the Nash equilibrium if (”%‘6)2 < G.
(E, E) will be a Nash Equilibrium if 77 = Wz ~G>0and 5 = (%%ﬂz _
G > 0. Since 0 < A < 1, (E, E) will be a Nash Equilibrium if G < MZ.
For (NE, E) to be a Nash Equilibrium, we need nﬁw = (”%M)Z

% (a72c+/\c)2 (a72c+)\c)2 (a—Ac)?

(a—c)®
1

-G > 0and
<G<
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(a—c)?

Finally, for (E, NE) to be a Nash Equilibrium, we need 0 < 7 = ““°~ — G and
2 2 2 2
T, = W -G < Oorw < G < % whichhappensif%—
2
Wzgﬂ = — (5”*49“6) (5““6*4M) > 0 for A > %4, Given the condition that ¢ < 4

and 0 < A < 1,wecan get A > 564;” if 5C4_“ <0 or 554;” >0 and A > 554 2. Therefore,

C C

(E, NE) may occurif ¢ < 2orc>2and A > 2-2.0

Appendix B. Proof of Proposition 1

a< (11—2;+Ac) 2) 5 ( (a—ZQCJrC) 2)

(a) Export possibility: We get % = —2(”72”9)‘ AR=Y) <, = =
a( (tl—c)2 > a( (ﬂ—/\c)2 )

B NN 7/ Y MDA ('3 Ry P R NG A (15 S}

Hence, a lower c moves A to A, B to I%’, CtoC'and DtoD'.

(i) For firm 1: Consider that firm 1 does not export if G is higher than point A in
Figure 2. Since a lower ¢ moves A to A’, a lower c increases the possibility of export by
firm 1.

Now consider equilibrium (E, NE), i.e., firm 1 exports, if G is between points B and C
in Figure 2. Since a lower ¢ moves B to B and C to C’, a lower ¢ increases the possibility of
export by firm 1.

The above discussion shows a negative relationship between the costs of imported
inputs and the possibility of export by firm 1.

(if) For firm 2: Consider that firm 2 exports for G less than point D in Figure 2. Since a
lower c moves D to D’, a lower c increases the possibility of export by firm 2.

Now consider equilibrium (E, NE), i.e., firm 2 does not export if G is between points
B and C in Figure 2. Since a lower ¢ moves B to B” and C to C’, a lower ¢ decreases the
possibility of export by firm 2 when the equilibrium is (E, NE) for G between points B and
C and between points B" and C’.

The above discussion shows the possibility of positive and negative relationships
between the costs of imported inputs and the possibility of export by firm 2.

(b) For the equilibria (E, NE) and (NE, E), differentiating the equilibrium outputs of
firms 1 and 2 with respect to ¢, we get % = —% <0, % = —% < 0, which show a negative
relationship between the costs of imported inputs and export volumes when a firm behaves
like a monopolist in the export market.

For the equilibrium (E, E), differentiating the equilibrium outputs of firms 1 and 2 with
respect to ¢, we get aaicl = % <0, aaif = % >0 for A < % Hence, there is a negative
relationship between the costs of imported inputs and export volume for firm 1, but the
relationship between the costs of imported inputs and export volume is positive for firm 2
if A< 3.

The above discussion shows that the relationship between the costs of imported inputs
and export volumes is negative for firm 1 while it can be negative or positive for firm 2. [J

Appendix C. Bertrand Competition

Consider Bertrand competition with horizontal product differentiation between firms 1
and 2. To ensure that both firms receive positive profits, we consider differentiated products
under Bertrand competition. Assume that the market demand functions faced by firms 1
and 2 are, respectively

g1 =a—p1+eppand gy =a— pr+ep; (A1)

where p;, g; are the price and output of the ith firm, i = 1, 2, and & shows the degree of
product differentiation with 0 <& < 1.
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If both firms decide to export, firms 1 and 2 maximise ©; = (p1 —¢)q1 — G,
my = (p2 — Ac)qa2 — G respectively to determine their prices. We get the respective equilib-
rium prices as:

N 2+4¢e)a+ (24+er)c 2+¢e)a+ (e+2A)c
pi = Grelar Gurehc , @rdatler2ie (A2)

The respective equilibrium outputs and profits of firms 1 and 2 are

. 24ea+(2+re—2)c , (2+ea+ (A+e—2A)c
= 4 — g2 r 2= 4 — g2

(A3)

=

9 2
<(2+8)a+4(_82€2+)\82)0> -G, m= <(2+8)”+4(€_2/ZZ+82/\)C> -G. (A4)

If only the ith firm, i = 1, 2, decides to export, the ith firm maximises 77; = (p; —k)q; — G
to determine its price, where k = cif i = 1 and k = Ac if i = 2. We get the equilibrium price

of the ith firm as
M_ Atk
pi = 2

(A5)

The corresponding equilibrium output and profit of the ith firm are, respectively,

(A6)

nM—(”_k>2—G (A7)

Lemma A1. We get the following equilibria:

(2+€)u+(£/\+£2—2)c 2
4—¢2 )

(a) Both firms export for G < <

2
2+¢)a+(eA+e2—2)c
4—¢?

(b) Only firm 2 (the high-productive firm) exports for <(

2
24-¢)a+(e+e2A—21)c —c)? —)e)?
<G<(( )> and (a4c) <G<%.

4—¢?

2
(c) No firm exports for % < G.

2
Proof: For (NE, NE) to be a Nash Equilibrium, we need 7'({\/I = % -G < 0and
2 2
M = A G < 0. Since 0 < A < 1, (NE, NE) is the Nash equilibrium if “ < G.

( (2+e)a+(£2+)\572

(E, E) will be a Nash Equilibrium if 17 =

4—¢2

%
-G > 0 and

. (2+£)a+(82/\+£72/\)c
o = 4—¢2

2
) —G > 0. Since 0 < A < 1, (E, E) will a Nash Equilibrium if

4—¢2

G < ((2+e)a+(5/\+£22)c> 2

2
For (NE, E) to be a Nash Equilibrium, we need nﬁw = % —G > 0 and

2 2
7Tik _ ((2+s)a+(g2+)\52)c> G <0or ((2+2)a+(52+/\82)c> <G < (a_zl)\c)z‘

4—¢2 4—¢2
2
Finally, for (E, NE) to be a Nash Equilibrium, we need 0 < n{w = @ — Gand
7_[; _ ((2+e)u+(£2)\+e2)\)c)2 ~G <0, or ((2+e)a+(szA+82A)c>2 <G < (a;c)zl which

4—¢2 4—¢2
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_g2 - _
happens if £(2+E);(+2€452;C +2)c <A< (8+2¢ 82()2” 8(4;6 &%) .Sincec < Fand 0 <e <1, we

2
2+e)a+ (4—e+2 2 2+¢€)a+(e2A+e—2A
getl < il 8);(2(_82; 0)c , implying (a C) < (( o)e ES_EZ ‘ )C> . Therefore, (E, NE)

cannot be a Nash equilibrium. [J

Lemma Al is different from Lemma 1. Lemma 1 shows that “only the low-productive
firm (i.e., firm 1) exports” can be an equilibrium under Cournot competition. In contrast,
Lemma A1 shows that “only the low-productive firm exports” cannot be an equilibrium
under Bertrand competition. The reason for this difference is explained in the introduction.

Figure Al shows the situations shown in Lemma Al.

E NE NE
Firm 1's strategy A l D G
Firm 2's strategy
E E NE
2
(2+e)a+(ed+e2—2)c\’ (a— Ac)
4 — g2 4

Figure A1. Export decisions under Bertrand competition.

Now we want to see how a lower cost of imported inputs affects the firms” decisions
3 < (2+s)a+(£2+/\£—2)c 2

2 > e @oe)e o (1Y)
—€ o 2 e)a € &e—
3 = —2(2-¢ — Ae) 12 <0, 3

< 0. Given these conditions, Figure A2 shows how the ranges of G over which
dlfferent equilibria occur change. The solid lines in Figure A2 show the situations under
initial ¢ and the dashed lines show the situations after a reduction in c.

to export. We get
_(a=Ac)A
2

E : NE : NE
Firm 1's strategy A T4 D i D
Firm 2's strategy 2 ;? G
E : E : NE

Figure A2. Changes in the export decisions due to a lower c.

Proposition Al. Consider Bertrand Competition.
(a) A lower cost of imported inputs increases the possibility of exports by firm 1 and firm 2.
(b) A lower cost of imported inputs
(i) Increases the volume of export for firm 1, but
(ii) May either increase or decrease the volume of export for firm 2.

Proof. (a) Following the procedure used to prove Proposition 1, we can prove this result by considering.

(b) For equilibrium (NE, E), differentiating the equilibrium output of firm 2 with
respect to ¢, we get aqz = —% < 0, which shows a negative relationship between the costs
of imported inputs and export volume for firm 2 when it behaves as a monopolist.
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For equilibrium (E, E), differentiating the equilibrium outputs of firms 1 and 2 with

24 Ae—2 2\—27
%:7(8 +_; )c<0,%:7(8 +€)c> (<)0for A < (>)5£

respect to ¢, we get n 2 a2
Hence, the relationship between the costs of imported inputs and export volume is negative
for firm 1, but it may be positive or negative for firm 2. [J

The intuition for Proposition Al is similar to that of Proposition 1.

Now we discuss the implications on the consumer surplus, total profits of the exporters
and world welfare.

Unlike Proposition 1, Proposition Al shows that a lower c increases the incentive for
export. It is immediate that if a lower ¢ moves the equilibrium from (NE, NE) to (NE, E), it
increases the consumer surplus, total profits of firms 1 and 2 and world welfare.

If a lower ¢ moves the equilibrium from (NE, E) to (E, E), it can be shown that it
increases the consumer surplus (due to higher competition) and total profits of the firms
(since more firms bring more varieties) although more firms increase the fixed costs of
export. Hence, a lower c increases world welfare also'’.

Now we consider the situation where a lower c does not change the equilibrium. It is
immediate that if the equilibrium is (NE, E), a lower c increases the consumer surplus, the
profit of the exporter and world welfare.

Now consider the equilibrium (E, E). In this situation, it can be shown that a lower ¢
increases the consumer surplus and world welfare but has an ambiguous effect on the total
profits of firms 1 and 2.

The next proposition follows from the above discussion.

Proposition A2. (a) If a lower c changes the equilibrium from (NE, NE) to (NE, E) or from (NE,
E) to (E, E), it increases the consumer surplus, total profits of the exporters and world welfare.

(b) If a lower c does not change the equilibrium, it increases the consumer surplus and world
welfare but creates an ambiguous effect on the total profits of the exporters.

Although a lower cost of imported inputs reduces the marginal cost of the low-
productive firm more than the high-productive firm and induces business stealing by the
low-productive firm from the high-productive firm, the intensified price competition helps
to increase consumer surplus and world welfare.

Notes

1

Using firm-level Indian data, Goldberg et al. [11] discuss a related issue. Rather than considering the effects on exports, they look
at the effects on new product development. They show that a lower tariff on imported inputs increases new product development
by Indian firms.

Rather than considering the effect on the amount of export, Fan et al. [7] show the effects of a lower tariff on the imported inputs
on export quality and export price. A thorough discussion of the related literature is contained in Section 2 below.

There is a vast literature on international trade using oligopoly models. However, that literature did not address the question
discussed here. We are not going to review that literature here but refereeing to [12], which shows the role of oligopoly models in
international trade and the references therein.

As mentioned, e.g., in [8,9], exporting activities require a significant amount of sunk costs.

- 2 —c)?
We focus on the pure strategy equilibria. However, there is a mixed strategy equilibrium for %MH) <G< %. Since

the consideration of the mixed strategy equilibrium will not add much to our purpose, we concentrate on the pure strategy
equilibria only.
This condition holds for ¢ < §.

For simplicity, this discussion did not consider the tariff rate in the cost of imported inputs. Otherwise, world welfare will also
have a component of tariff revenue.

If the equilibrium is either (E, NE) or (NE, E), only one firm exports, and it follows from Proposition 1 that a lower c increases the
output of that firm.

If the equilibrium is either (E, NE) or (NE, E), only one firm exports, and it is immediate that a lower c increases the profit of
the exporter.
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10

The demand functions mentioned here can be found from a representative consumer’s utility function U = ﬁ (a(1+¢)(q1 + q2)

*%) Hence, the consumer surplus is CS = U — p1q1 — pa2q2, and world welfare is WW = U — cq; — Acqa.
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