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ABSTRACT

Trade versus Direct Investment:
Modal Neutrality and National Treatment*

International agreements increasingly constrain the ability of governments to
use trade policies whereas few constraints apply to the use of investment
policies. Using a model in which a local and a foreign firm compete in the
domestic market, we analyse whether the foreign firm may be forced to adopt
an inefficient mode of supply (exports versus FDI) when the domestic
government is constrained in its ability to use trade policy, but is free to set its
FDI policy. We find that the foreign firm chooses the efficient mode of supply,
even under a discriminatory output tax levied on FDI. This result suggests that
the case for multilateral investment rules on efficiency grounds needs careful
evaluation.
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1 Introduction

In the last …fty years, governments have negotiated numerous agreements that

aim at liberalizing international trade. At the multilateral level, the World Trade

Organization (WTO) greatly restricts the discretion of members to raise trade

barriers. Both the WTO and regional trade agreements have increasingly come

to address policies that indirectly a¤ect trade so as to make market access com-

mitments more secure. However, much less has been done to discipline policies

that a¤ect factor mobility. Some high income WTO members have argued that

there is a need to negotiate multilateral rules for investment policies, such as the

right of establishment and national treatment for foreign investors. Arguments

in support of this position largely revolve around market access objectives: in

many sectors the preferred mode of contesting a market may be through foreign

direct investment (FDI), not exports. If rules exist on trade policy but not on

investment policy, measures imposed by governments in the latter area may dis-

tort the mode of supply choice of foreign …rms. This concern has led to policy

proposals in favor of modal neutrality.1 That is, the suggestion is that rules must

be designed to ensure that government policies do not lead to the choice of an

ine¢cient mode of supply.2

In this note we analyze the relationship between trade and FDI policy in a

market in which a domestic and a foreign …rm compete in the domestic market.3

Our main goal is to assess the potential e¢ciency gains from requiring national

treatment for foreign investors (a likely central element of any investment agree-

ment). We compare a situation where the domestic government has two policy

1See for example Hoekman (1996), Feketekuty (2000), and Low and Mattoo (2000).
2Another line of argument emphasizes the potential payo¤s to developing countries of signing

on to multilateral rules as a commitment device. See Markusen (2001) and Moran (1998) for
discussions of the potential interests of developing countries in negotiating multilateral rules on
investment policies.

3Our approach is similar to Levinsohn (1989) and Horstmann and Markusen (1992). While
we make speci…c assumptions regarding market structure and …rm behavior (i.e. …rms compete
in quantities), our central result is robust to allowing for multiple domestic or foreign …rms or
for price competition between them.
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instruments (one each for trade and FDI) with a situation where the ability to

use one of the two instruments is constrained. In practice, trade policy is already

constrained due to commitments made to the GATT, so that the interesting

question concerns the net bene…ts from also constraining FDI policy.4

In our model the market is oligopolistic and …rms compete in quantities.5 As

is well known, under such conditions, a tari¤ on the foreign …rm may result in

a globally ine¢cient outcome in the product market.6 What has not received

adequate attention, however, is that domestic policy may force the foreign …rm

to choose an ine¢cient mode of supply. For example, it is conceivable that a tax

on local production by the foreign …rm may compel it to export when actually

FDI is more e¢cient (in the absence of such a tax). It is in the analysis of this

type of potential distortion that the value added of our paper lies. We show

that the last type of distortion does not arise in equilibrium even when domestic

policy imposes a discriminatory output tax on the foreign …rm whereas trade is

free. Thus, despite the lack of national treatment under FDI, the foreign …rm’s

decision between di¤erent modes of supply does not get distorted (i.e. it chooses

the truly e¢cient mode). Although the lack of national treatment does lead

to an ine¢cient level of output relative to laissez faire when …rms are relatively

symmetric in terms of their costs of production, this distortion is mild in the sense

that the equilibrium output under FDI subject to a tax is no lower than that

which would obtain were the foreign …rm to export under a zero tari¤ regime.

4Hoekman and Saggi (2000) argue that if a good can traded at zero cost, a country’s FDI
policy loses importance such foreign …rms can evade excessive taxation or other adverse policies
by exporting from abroad. However, as we argue below, this logic leaves open the possibility
that foreign …rms are forced into adopting an ine¢cient mode of supply.

5Our assumptions are motivated by the fact that multinational …rms are found mostly in
oligopolistic industries.

6See Brander and Spencer (1984) and the large literature on strategic trade policy (surveyed
in Brander, 1995).
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2 Basic Model

We restrict attention to the domestic market that produces two goods: x and y.

Preferences over these goods are quasi-linear:

U(x; y) = u(x) + y

where y is the numeraire good. As is well known, the above preference structure

implies that the demand for good x is a function of only its price (i.e. our model

is a partial equilibrium one). Let p(x) denote the inverse demand function for

good x.

Good x is produced by a single domestic …rm that competes with a single

foreign …rm. We study a three stage game between the two …rms and the domestic

government. In the …rst stage of the game, the government chooses its policy

stance: it announces the speci…c import tari¤ t and/or an output tax s that is

imposed on the foreign …rm should it decide to produce in the domestic market

via foreign direct investment (FDI).7 In the second stage, the foreign …rm chooses

its mode of supply (exports or FDI). In the …nal stage, the two …rms compete as

Cournot-Nash competitors.

The domestic …rm’s marginal cost of production equals cH whereas that of the

foreign …rm equals cF (under FDI) and ÁcF (under exporting). The parameter

Á captures the extent to which one mode of supply is more e¢cient than the

other. When Á = 1, the two modes are equally e¢cient whereas when Á < (>)

1, exporting (FDI) is the more e¢cient mode of supply.8

The output tax facing the domestic …rm is normalized to zero in order to

facilitate the comparison between trade policy and FDI policy. If the government

7We assume that FDI policy is an output tax for ease of exposition: the comparison between
an import tari¤ and an output tax is more transparent than the comparison between an import
tari¤ and an alternative FDI policy instrument such as a pro…t tax. Since governments can
intervene in both trade and FDI via multiple instruments, it is reasonable to focus on two
instruments that have similar e¤ects on the market equilibrium.

8Of course, exporting and FDI may di¤er in several other ways: for example, FDI may
generate technological spillovers for the local …rm. Our model abstracts from these issues and
focuses only on static e¢ciency di¤erences between the two modes of supply.
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chooses a zero import tari¤, it is said to commit to free trade in the …rst stage of

the game. Similarly, if it commits to a zero output tax on the foreign …rm under

FDI, it is said to commit to national treatment of the foreign …rm (the tax facing

the domestic …rm is zero).9

3 Analysis

To solve for a sub-game perfect Nash equilibrium, we begin at the last stage of

the game. At this stage, the two …rms compete in quantities, given the policies

set by the government and the foreign …rm’s choice between exports and FDI.

The …rst order conditions for pro…t maximization are:

p + p0xi = c
j
i

where i = H;F denotes the …rm and j = E;F denotes the foreign …rm’s mode of

supply (E denotes exporting and F denotes FDI). Note that the marginal cost

of the foreign …rm is inclusive of any tari¤ (t) or tax (s) that it faces.

Given the cost structure assumed, it is obvious that absent any policy in-

tervention, the foreign …rm opts for exporting i¤ Á · 1. To understand the

interaction between the two types of policies and to analyze equilibrium policies,

we …rst study each policy in isolation.

3.1 Trade Policy

Let x ´ xH + xF the total output sold in the domestic market. De…ne aggregate

welfare in the host country as:

W ´ ¼H + CS + rxF (1)

where ¼H = (p¡ cH)xH denotes the pro…ts of the domestic …rm; CS = u(x)¡px
denotes total consumer surplus in the domestic market; r = s or t denotes the

relevant government policy; and rxF denotes total tax/tari¤ revenue.

9We ignore the possibility of subsidies here. Note, however, that the tari¤ or the output tax
on the foreign …rm result in rent shifting much like a subsidy to the domestic …rm, so that we
need not consider subsidies in addition to these two policies.
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De…ne t¤ as the domestic economy’s optimal import tari¤, given that exporting

is the only mode of supply available to the foreign …rm. We have

t¤ ´ Argmax WE(t) ´ ¼EH(t) + CS
E(t) + txEF (t) (2)

As Brander and Spencer (1984) have shown, such a tari¤ is in general positive.

Using the envelope theorem, the …rst order condition determining the optimal

tari¤ can be written as

@W

@t
= p0

@xF
@t
xH ¡ p0xF

@x

@t
+ xF + t

@xF
@t

= 0

The optimal tari¤ balances the incentives for rent extraction from the foreign …rm

against the interests of consumers. We assume that the second order condition

is satis…ed (i.e. @2W
@2t

· 0).

Since the foreign …rm can always produce in the domestic market by opting

for FDI, the domestic government may face a constraint on its choice set. De…ne

tF as the tari¤ that just deters FDI on the foreign …rm’s part (as in Konishi et.

al., 1999). Since the foreign …rm’s marginal cost under exporting equals ÁcF + t

whereas under FDI it equals cF , we have:

tF = (1¡ Á)cF

Note that if t¤ > tF the domestic government is incapable of implementing its

optimal tari¤ (any tari¤ higher than tF leads to tari¤ jumping FDI). We assume

this condition holds or else the option of FDI does not have any interesting

implications for trade policy. The following lemma notes an important property

of the tari¤ tF :

Lemma 1: Domestic welfare gross of tari¤ revenue (i.e. the sum of consumer

surplus and domestic pro…ts) is identical under FDI and exporting subject to the

tari¤ tF .

The logic behind this lemma is simple. Market equilibrium is identical under

exporting and FDI so long as the costs of both …rms are the same under the two
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modes of supply. The tari¤ tF implies that the foreign …rm’s marginal cost under

both exporting and FDI equals cF . The domestic …rm’s cost is cH , regardless of

the foreign …rm’s mode of supply. Thus, equilibrium outputs of the two …rms

(and therefore price, pro…ts, and consumer surplus) are identical under exporting

and FDI. We next describe the government’s equilibrium trade policy:

Proposition 1A: Suppose t¤ > tF and Á · 1 and the tari¤ is the only policy

instrument available. Then, the government implements the tari¤ tF that just

deters FDI by the foreign …rm (i.e. domestic welfare is higher under exporting

subject to the tari¤ tF than under FDI with national treatment).10

Why does not the government impose a tari¤ higher than tF thereby inducing

FDI by the foreign …rm? The reason is that when Á · 1, exporting is a more

e¢cient mode of supply than FDI and the domestic government can collect the

cost savings the foreign …rm enjoys relative to FDI via the tari¤ tF while at the

same time ensuring that domestic consumers and the local producer are no worse

o¤ under exporting than they are under FDI (see lemma 1). As we show below,

a similar intuition applies to the case where the government is free to choose only

its FDI policy.

3.2 FDI Policy

As in the case of trade policy, de…ne s¤ as the optimal output tax on the foreign

…rm under FDI, given that FDI is the only method of serving the market. We

have11

s¤ ´ Argmax W F
H (s) ´ ¼FH(s) + CS

F (s) + sxFF (s) (3)

The …rst order condition for the above problem is completely analogous to the

case of the tari¤ since an import tari¤ is simply a tax on the output sold by the

foreign …rm via exporting. As in the case of the tari¤ tF , de…ne sF as the output

tax that just deters exporting on the foreign …rm’s part (any tax less than or

10Note that if Á > 1, the domestic government is incapable of implementing any positive
tari¤.

11Note that all pro…ts of the foreign …rm, net of the tax under FDI, are repatriated and do
not contribute to domestic welfare.
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equal to sF makes FDI more pro…table than exporting). Recall that the foreign

…rm’s marginal cost under exporting equals ÁcF whereas under FDI it equals

s+ cF . Therefore,

sF = (Á¡ 1)cF

As in the case of a tari¤, we can show a result very similar to proposition 1. Sup-

pose s¤ · sF and Á ¸ 1 and the output tax on local production by the foreign

…rm is the only policy instrument available. Then, the government implements

the tax sF that just deters the foreign …rm from switching to exporting (i.e. do-

mestic welfare is higher under FDI subject to the tax sF than under free trade).12

The intuition is the same as before: it is optimal for the government to ensure

that the foreign …rm adopts the more e¢cient mode of supply so that it can tax

the foreign …rm’s cost savings relative to the ine¢cient mode.

We now consider the equilibrium of the full game where the government is

free to choose both its trade and FDI policy.

3.3 Trade and FDI Policy

As before, the last stage simply involves Cournot competition, so we skip its

discussion. Consider the foreign …rm’s decision regarding its mode of supply.

Given the output tax s and the tari¤ t, the foreign …rm opts for exporting over

FDI i¤

t+ ÁcF · s+ cF , t · t0(s) ´ s+ (1¡ Á)cF (4)

It is clear from (4) that the two policies (s and t) are complementary: t(s) is

increasing in s. In other words, a higher output tax on the foreign …rm under

FDI allows the government to implement a higher tari¤. Note also that if t =

s, the foreign …rm opts for exporting i¤ Á · 1: in this scenario, government

policy imposes the same cost disadvantage under both exporting and FDI thereby

leaving the decision to be determined solely by the true relative cost comparison.

The government’s equilibrium policy is described in the following proposition:

12If Á · 1, the domestic government is incapable of implementing any tax under FDI.
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Proposition 1B: When the domestic government has both policy tools at its

disposal, its equilibrium policy is as follows: (i) If Á = 1, equilibrium policy is

the pair ft¤; s¤g and t¤ = s¤; (ii) If Á < 1, any pair ft¤; sg, where s > s0 and

s0 ´ t¤ ¡ (1¡ Á)cF , is an equilibrium policy and t¤ > s0; (iii) If Á > 1, any pair

ft; s¤g where t > t0 and t0 ´ s¤ ¡ (Á¡ 1)cF is an equilibrium policy and s¤ > t0.

When trade costs are zero (i.e. Á = 1), the domestic government is able to

implement welfare maximizing tari¤ and tax levels t¤ and s¤. When faced with

the policy pair {t¤, s¤}, where t¤ = s¤, the foreign …rm is indi¤erent between

the two modes of supply. Since both modes are equally e¢cient from the social

viewpoint, policy intervention does not result in the foreign …rm adopting an

ine¢cient mode of supply. When Á < 1, exporting is more e¢cient than FDI in

the absence of policy intervention. For a policy pair {t¤, s}, where s > s0, to not

result in an ine¢cient mode of supply, the foreign …rm should choose to export

facing any such pair. Indeed it does. The reason is clear: since s > t¤¡(1¡Á)cF ,

it must be that ÁcF + t¤ < cF + s. When exporting is more e¢cient, domestic

welfare is higher under an optimal import tari¤ than under FDI subject to the

optimal output tax. The reason is same as that highlighted in proposition 1: a

more e¢cient mode of supply allows the domestic government to extract higher

revenue. Consequently, the domestic government implements an output tax that

is high enough to support its optimal tari¤ while at the same time ensuring that

the foreign …rm indeed chooses to export. The interpretation of part (iii) of the

above proposition is analogous to part (ii).

As should be expected, having two instruments at its disposal does alter the

outcome in favor of the domestic government since it can implement a tari¤ (tax)

as high as it can under the scenario where the foreign …rm does not have the

option of exporting (FDI). What the analysis above informs us is that, regardless

of whether the government has only one or both policy instruments at its disposal,

policy intervention does not result in the foreign …rm adopting an ine¢cient mode
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of supply even though the two modes may di¤er signi…cantly in their e¢ciency.13

4 Implications for Rule Making

Currently, most countries are free to chose their FDI policies whereas tari¤s

are bound under the GATT. Our results indicate that the ability to serve the

domestic market via exports shelters the foreign …rm and naturally constrains the

domestic government from implementing its optimal policy. Most importantly,

such a policy never results in the foreign …rm adopting an ine¢cient mode of

supply.14

The main implication of our analysis is that constraining the domestic gov-

ernment’s FDI policies has primarily distributional consequences: it will lose its

ability to extract rents from the foreign …rm. This is not to say that policy in-

tervention with respect to FDI will never have e¢ciency consequences. Clearly,

one can construct models in which it does. In fact, even in our model, such

intervention creates an ine¢ciency in that too little output is produced. Thus,

when cF = cH , an output tax on the foreign …rm lowers world welfare. Our main

point here is that it is in the interest of the domestic government that the foreign

…rm adopt the truly e¢cient mode of supply so that policy intervention will not

create a distortion in at least this dimension.

What happens if the domestic government can implement its optimal FDI

tax (i.e. s¤ < sF )? Proposition 1B indicates that the foreign …rm still adopts

the more e¢cient mode of supply (it will do FDI only if s¤ + cF < ÁcF ) so that

constraining the government’s investment policy again has mainly distributional

consequences.

13As in Brander and Spencer (1984), it is easy to show that world welfare (sum of foreign
…rm’s pro…ts and aggregate domestic welfare) declines due to domestic policy intervention when
the …rms have relatively equal marginal costs of production. When the foreign …rm is relatively
ine¢cient, a tari¤ or a tax under FDI can improve world welfare by allocating a greater share
of the world output to the lower cost (domestic) …rm.

14Of course, the availability of other instruments (such as pro…t taxes) may require modi…-
cations of our main result.
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5 Conclusion

This note evaluates the validity of one of the e¢ciency arguments in favor of

multilateral rules for investment policies. We …nd that the intuition of policy

analysts who argue in favor of modal neutrality and call for WTO rules to be ex-

tended to investment policy is not supported in the context of a simple model of

oligopolistic interaction. The implication is that e¤orts to continue the process

of multilateral liberalization of trade need not be complemented by an invest-

ment agreement if the concern relates primarily to possible distortions of mode

of supply choice. Of course, our model is very simple and abstracts away from

some important considerations such as the nature of the policy equilibrium in a

multi-country world. Yet, the insight it delivers (i.e. it is in the interest of a host

country to ensure that policy intervention does not distort the mode of supply)

would remain valid in a more complex model.
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