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Abstract
In a free-entry Cournot oligopoly model with

differentiated products and linear demand
functions, it is shown that there are losses from
trade when the trade cost is close to the
prohibitive level. Although the number of
varieties increases, there is a reduction in
consumer surplus. This occurs because trade
leads to an increase in imported varieties where
consumer surplus is low due to the high trade
cost and a decrease in domestically produced
varieties where consumer surplus is high. This
result is in contrast with results from
monopolistic competition models with CES
utility functions such as Venables (1987) and the
free-entry Cournot oligopoly model with
homogeneous products of Venables (1985).



Introduction

Krugman (1980) showed that there were gains from increased
product variety in a monopolistic competition model of trade
using Dixit-Stiglitz preferences. The size of these gains from
product variety were measured by Broda and Weinstein (2006).

Brander (1981) and Brander and Krugman (1983) showed the
possibility of losses from intra-industry trade under Cournot
duopoly when trade costs were high due to the decrease in profits
outweighing the increase in consumer surplus.

With free entry and homogeneous products, Venables (1985)
showed that there were gains from intra-industry trade. Since
free entry implied that profits were always zero, the only effect
of trade was to reduce prices and increase consumer surplus.
Venables (1987) gets the same result in a monopolistic
competition model with Dixit-Stiglitz preferences.



The Model

The model is a straightforward extension of the Venables (1985)
model to the case of differentiated products.

There are two countries labelled and .A B

The linear demand functions are derived from a quasi-linear
quadratic utility function.

The firms in both countries have constant and identical marginal
costs, , and a fixed cost, . There is free entry and exit of firms soc F

that profits are always equal to zero.

There is a trade cost per unit exported of , which may be a realk

trade/transport cost or an import tariff.



When countries open up to trade (multilateral trade
liberalisation), consumers can consume both domestically
produced varieties and imported varieties. However, the
increased competition reduces the number of firms in each
country, but the total number of varieties increases. For the case
of a real trade/ transport cost, welfare is just consumer surplus
since profits are zero, and the following can be shown:

Proposition 1: In a free-entry Cournot oligopoly model with
differentiated products, the effect of an increase in the trade
cost on welfare (consumer surplus) is positive evaluated at the
prohibitive trade cost.

This implies that there is a range of values for the trade cost
where there are losses from trade. The gain in consumer surplus
from the foreign varieties is outweighed by the loss of
consumer surplus from the reduction in the number of domestic
varieties.



When the trade cost is an import tariff, the countries receive tariff
revenue so welfare is the sum of consumer surplus and tariff
revenue. The following can be shown:

Proposition 2: In a free-entry Cournot oligopoly with
differentiated products, the effect of an increase in the import
tariff on welfare is negative evaluated at the prohibitive trade cost.

This implies that there are always gains from trade when the trade
cost is an import tariff. In this case, the loss of consumer surplus
from the reduction in the number of domestic varieties is
outweighed by the tariff revenue.

These results are illustrated in the following diagrams:
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Conclusions

It has been shown that there may be losses from trade in the free-
entry Cournot oligopoly model with differentitaed products when
the trade cost is close to the prohibitive level. The gains from the
increase in imported varieties is outweighed by the losses from the
decrease in domestically produced varieties.

Perhaps empirical work measuring the gains from product variety
should use models that allow the possibility of losses from
increased variety.


