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ABSTRACT

This work presents a mathematical model for reciprocal dumping and transboundary
pollution, under a setting of oligopolistic competition. To control emissions, governments
can establish two environmental regulation instruments: quotas and taxes. To do so, they
calculate the optimal values for these variables and implement environmental policies,
which aim to maximize the welfare function for both consumers and manufacturing
companies and improve tax revenue and the social cost of polluting. With this model, we
are able to conclude that when the social cost of polluting is high, governments should
impose a quota for the level of pollution or a tax for contaminating. However, if the cost to
abate pollution is high, the government may increase the pollution quota or reduce the
tax.

Keywords: Optimaltax; optimalquota; reciprocal dumping; transboundary and pollution.
1. INTRODUCTION

The increasing worldwide demand of goods and services is one of the causes why
companies pollute more. The dynamics of these economics that contribute to a surge of
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environmental contamination is a severe problem and adds directly or indirectly to
desertification, loss of habitat, green-house effect, climate change, increase in the average
level of oceans, decreased ozone layer, adverse health effects and a number of other
negative repercussions in the global environment [1].

Therefore, if governments establish stricter controls to reduce emissions from industries, it
can have the side effect of an increase in production costs and the price of goods, and a
reduction in investment flows, job loss among others. Thus, governments must strategically
weigh and promote a harmoniously economic development without undermining the
environment.

Furthermore, there is abundant information regarding sustainably blending economic
development and environmental policy instruments in developed countries.' But for
developing countries, the literature is scarce. It is evident that there are significant
differences between the two groups of countries.! For example, developing countries face
greater difficulties to venture into global markets, they have weak productive infrastructure
and financial resources, an increased pressure on natural resources, and their labor force is
generally less specialized. These among other circumstances underscore how the costs and
benefits of globalization are distributed differently [2]. Thus, this paper analyzes the
implementation of environmental control policies among developing countries that trade with
each other, a situation in which we can clearly include Mexico and other Latin American
countries.

During the two past decades, there has been growing interest in the intra-industry trade,
where countries export goods to each other, which are broadly similar in nature, or even
identical [7]. Intra-industry trade may be defined as the two-way exchange of goods in which
neither country seems to have a comparative advantage [8]. An interesting explanation of
intra-industry trade (on which we will focus) was elaborated by [9]: the reciprocal dumping.2

The model presented for this work assumes the existence of reciprocal dumping, that is the
bilateral trade of a homogeneous good between two countries (considering substantial
amounts of agricultural and industrial goods). This type of trade happens when markets are
segmented and there is price discrimination between producers in both countries. Hence
companies —under the assumption of separate markets— make strategically business
decisions [9]. As a result, firms often set a higher price in their domestic market than at the
international market, thus fostering ideal conditions for trade, regardless of the differences in
cost structure between the firms of both countries. Also, there are constant returns to scale
[9]. In theory, reciprocal dumping can increase the competitiveness of companies, as it
provides lower prices, and shrinks the number of monopolies or oligopolies, as they lose
their power as similar goods from abroad are imported which is positive for consumers in
both countries [9]. So, the reciprocal dumping model applies to common international trade
situations in developing countries (especially Latin America countries), because these
countries trade with each other similar or identical agricultural and industrial goods [10].

The model implements two environmental policy instruments widely used for environmental
control: quotas and pollution taxes.® Quotas involve setting a permissible emission of
pollutants, which, if overpassed, will be subject to penalties and/or fines are applied.

'For example [3-6] among others.

2Well known literature on reciprocal dumping include [9,12,13] among others, and regarding intra-industry
commerce we have [14-17] among others.

3For a detailed discussion on these environmental instruments see [6].
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Pollution taxes involve collecting certain amount of money per unit of pollution produced.
The more the pollution, the higher the tax. For both cases, the government intends to
effectively regulate the level of pollution generated by their production processes, and thus
address this market failure. The model assumes that each firm generates emissions in their
production processes, but also has the technology to bring them down. The fact that they
pollute implies an underlying social cost which is measurable and for the companies
responsible.

We assume the existence of transboundary pollution.*Transboundary pollution occurs when
the pollution flows from one country across the territorial limits to another country. In this
paper, transboundary pollution is bilateral: between the two countries that trade with each
other, and the amount of pollution has a direct link to the levels of exports of those goods.
Governments will try to control emissions on both domestic and foreign companies through
the implementation of pollution taxes and quotas.’

Accordingly, the developed model in this work determines the quota and the optimal
pollution tax for two small countries (if they have no market power in the international arena;
[11] that trade with each other with a homogeneous good under conditions of oligopoly,
reciprocal dumping and transboundary pollution.® From these values, we deducted a series
of strategic environmental policies that aim to maximize welfare of the trading countries.
Such welfare is represented by a mathematical function that includes producers, consumers,
government and the environment.

The assumptions in the applied model to common international trade situations in developing
countries (especially Latin American countries), which are not the focus of the extensive
literature regarding developed countries or the ones that present a clear distinction between
big and small countries. For instance, Mexico and Costa Rica trade with each other sugar,
and apply a pollution quota to production companies; furthermore pollutants pas or cross
between countries due to their geographical proximity. However neither country has market
power to influence the world price, thus, they can be considered small countries [10].

The environmental policy results derived from the model are simple and intuitive: if the social
cost of polluting is very high, then the government sets a zero pollution level quota to firms or
establishes high taxes, therefore emissions tend to decrease. But if the pollution abatement
costs are very high the government allows some reasonable amount of releases or
affordable taxes to businesses in order to ensure their competitiveness in the international
arena. If the marginal cost of pollution is greater than the cost of abatement, then applying
the two instruments for environmental control have the same effect: pollution is reduced to
the maximum level, that is, the government requires a zero pollution quota, or the companies
decide on their own account not to emit pollutants.

This paper describes two similar models. One that considers an environmental control tool,
pollution quotas, and another that uses pollution taxes. We include a proposition that relates
both models and lastly conclusions are presented.

“There are several studies regarding transboundary pollution and international commerce like [18-22] to name a
few.

5[22] developed a similar model in which they included another environmental policy instrument: countervailing
duties. So the present work is a continuation regarding transboundary pollution research.

®Previous works that examine environmental controls in oligopolistic models including reciprocal dumping we have
[10, 22-24]; among others.
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2. POLLUTION QUOTAS MODEL
2.1 Specifications

Lets consider the trade of a homogeneous good between two countries: Land E, under
conditions of reciprocal dumping. Country L produces the good for local consumption and
export to country E. Therefore, the production function for any particular company in country
L of the homogeneous good is:

X=X, +Xg (1)
Where,

X, is the amount of goods produced for local consumption in country L.
Xgis the amount of goods produced for export to country E.

Similarly, country E produces the good for both local consumption and export to country L.
Therefore, the production function of a company in country E is,

Y=Y, +Y (2)
Where,

Yzis the amount of goods produces for local consumption and Y; represents the goods for
export to country L.

We further assume that there are n firms in country L, and m companies in country E,
therefore demand in country L, is D;, which is equal to the combined production by its n
firms for local consumption plus the combined export production from m companies from
country E (equally for the demand in country E), so,

DL = nXL + mYL (3)
Dy = mYg + nX; (4)

We also assume that both countries have the technology to regulate their pollution
emissions. Let z, be the share of pollution per unit produced by the homogeneous good in
country L, and z; the share and pollution per unit of output of the good for country E (it is
clear that z; = 0 and z; = 0). We also assume that there is transboundary pollution between
countries so that the emissions of the firms in each country are distributed proportionally
between the emitting nation and the country with which the good is exchanged. This ratio
depends on the amount of goods that are destined both for local consumption and the export
market.” The same applies for the other nation involved in the reciprocal dumping.

Consequently, the total amount of pollutant emissions (z;) in country L is given by the firms’
production in country L —for local consumption— plus the quantity imported from country E,
by multiplying each countries” quotas, we get,

7According to [25].
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ZL == nXLZL + mYLZE (5)
ZE - mYEZE + nXEZL (6)
If we consider the production marginal costs (s;) of the good for country L, and country E, sg,
we assume there are differences in the structure costs between the two countries. Such

costs are constant, and therefore equivalent to the average variable costs.®

The prices of the good in each of the countries are respectively p,, and pg, thus the benefits
of the producer are given by,

1, = (p, — s, )X, + (pg — s.)Xg (7)
Iy = (pg — sp)Ye + (. —sg)V, (8)
That is, the marginal utility for the good p, —s, regarding the production for local
consumption of country L, plus the marginal utility of the homogeneous good, p; — sz by the
export production to country E.
Also, the price of the homogeneous good in country L is a function of the level of production
of the good by domestic industries for local consumption, and the level of production of the
imported good. Thus, for simplicity and without loss of generality we can consider the
inverse function of demand as linear and expressed as,’
p. = a,— B.D.thatis, p, = a, — B, (nX, + mY,) (9)
pe = ag — PgDgthatis, py = ag — e (nXg + mYg) (10)
Let 1 be the marginal cost of abating a unit of pollution (for simplicity we assume that it is the
same in both countries); 6,and 6; represent the amounts of pollution emitted before
implementing environmental policy.1 Thus, the cost per company of abatement is given by,
v, = A0, —z) (11)
vg = A0 — zg) (12)
Hence the production unit cost for each company is,

SL = CL + A(HL - ZL) (13)

8 Implicitly, there is a number air good produced under perfect competition, and there is only one production in each
country whose price is determined in a competitive market.

®Implicitly, we considered the utility function of both countries as U; = u(XL-,Yi) + u;, where X and'Y are the goods
and y; is the expenditure on the numeraire good, i= L, E. Such approach avoids many theoretical difficulties, i.e. the
effect of income.

"“We also consider that 6,, 05, z,, z; are above what the WHO considers an allowed maximum to be considered not
harmful.
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Where ¢, and ¢ represent the technological cost component for each country.

Under these assumptions and considering that each firm establishes what amount of the
good is consumed and how much is exported, and taking into account the assumptions of
Cournot-Nash the first order maximization conditions are,

anm, _ an _ e — 0 and ZE = (15)
dxy, dXg dayy, aYg
From where we obtain the solutions for variables X;, Xg,Y; Yz,
_ (aL—sL +m(sE—sL))
XL - Br(m+n+1) (1 6)
_ (aE—sL+m(sE—sL))
Xe = mene (17)
_ (ar—sgtn(sL—sg))
n= BrL(m+n+1) (18)
_ (ag=sgt+n(sL—sg))
YE - Be(Mm+n+1) (1 9)

Therefore, the benefits for companies in countries L and E in their optimal point are given by,

I = B X{ + BpX? (20)

Mg

BpYg + BLY (21)

Important to define parameter ¢ as the marTqinaI cost to pollute which measures the damage
caused for every unit of pollution produced. !

2.2 Comparative Statics
National welfare W, for country L, is made up by consumers” surplus Cg in the country,

producers” surplus nll;, minus the total social cost per emitted pollutants ¢Z, which gives
us,

WL = CSL + Tlnz - ¢ZL (22)

If we differentiate W, and Wy from z, and z; we obtain,

awy _ d(Cs) | A1) _ d(9ZL) (24)
dzp, dzy, dzy, dzy,

awy _ An(nXp+mvy) 2An(m+1) (XL +XE) _ ( ngzpA(m+1) ___mgzgnl )

dzj, - m+n+1 m+n+1 n¢XL + Br(m+n+1) Br(m+n+1) (25)

" L ike [25] we assume that ¢ is constant, even though other authors like [26], consider that the marginal disutility is
an increasing function that depends of the firms’ production levels.
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Wg _ Csg | mllg _ 0Zp (26)

dzg dzg dzg dzg

dWg _ mA(mXg+mYg) | 2Am(n+1)(Y +YE) _ ( mepzgA(n+1) __ngzgmld )
dzg - m+n+1 m+n+1 m¢YE + Be(m+n+1) Be(m+n+1) (27)

If we analyze the effects of the pollution quota taking into consideration the differentiated
terms of the welfare function we obtain,

2.2.1 Consumer’s surplus

dCsy (M) dz, (28)

m+n+1

In this situation when the pollution quota increases then the production marginal costs and
the total costs of the firms decrease, and as a result prices become attainable for
consumers. Thus consumers’ surplus rises.

2.2.2 Firm's profit

dnll; = (M) dz, (29)

m+n+1

When pollution quota increases, companies are benefited since they can reduce production
costs, raise exports and overall competitiveness, and foster job creation. The result is an
increase in producers” surplus.

2.2.3 The social cost of polluting

d(@Z,) =n (X, + Xy + LD ) (30)

BLBE(m+n+1)

Clearly by increasing the pollution quota its levels are added in the environment and thus the

social cost and the cost of polluting also rise, that is Z—Z> 0. Likewise a reduction inz;

decreases contaminants to the environment, which is positive result for a country.

Given the symmetry of the model the same reasoning is valid for z; and the three
components of the welfare function for the foreign country.

2.3 Optimal Pollution Quotas

We can calculate z; and z; by deriving

aw aw
—L=0and —£=
dZL dZE
By solving the simultaneous equations for z; and z; we obtain,

o= A2M+1)(BL(m+1)X+mBgY)+BL(n+1)D+mPEDE))—d(m+n+1)(BL(n+1)X L +mBEYE) (32)
L= PpA(m+n+1)

7t = 2(2(m+1)(Be(n+1)Y +nBLX)+Bp(m+1)Dg+nB D)) - (m+n+1)(Be(m+1)Yp+nBLX1) (33)
E pA(m+n+1)
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Since the parameters of the previous equations are by definition positive, z;, is determined
by the intensity of the parameters A and ¢ which determine the positive or negative sign of
the optimal quota that the government imposes on firms.

From the previous equations we can see two generic settings: when ¢ > 1 and when 4 >
¢which can be expressed through the following two propositions.

Proposition 1. For a non-cooperative equilibrium, the quota that maximizes welfare is:
If¢p > Athenz; =0

Therefore if the marginal cost to pollute is greater than the abatement costz;would be
negative and hence z; = 0. This meaning that the marginal cost to pollute is higher and the
government would prioritize the social cost of polluting over the other elements in the welfare
function, such as firms” profit (which increase the cost of production) and consumers’ surplus
(who have an impact due to the increase in the final price of goods).

Proposition 2. The maximum welfare quota in a non-cooperative equilibrium would be:
IfA>» ¢thenz; >0

In this case,A increases singinficantly and thus the abatement cost is not inexpensive in
economic terms and the government would allow a certain polluting quota for companies to
be competitive and not have an additional marginal production cost. Also, consumers would
not be affected since prices would not increase substantially. In this scenario, the
government authorizes firms a certain amount of positive pollution z; > 0 even if this implies
a higher amount and therefore favors the firms and consumers benefits above the harmful
effects on the environment.

If none of the previous conditions are met, then the magnitude of the optimal quota will
depend on the value of the other parameters to calculate z; and its interrelations. Still the
sign and intensity of z; is ambiguous and is contingent on multiple factors.

3. THE MODEL FOR A POLLUTION TAX
3.1 Specification

The model is basically similar to the previous so X, Y, n, m, D;, Dg, ., ps, ¢ A and @ are
defined in the same way.

We assume firms in both countries have the same technology to abate pollution. Therefore z
is the amount of unit of pollution produced by the homogenous good in countries Land E.
Accordingly,the total amount of released pollution Z, for country L is given by the production
for local consumption by the country’s firms plus the imported production from country E
multiplied by their quotas, therefore,

ZL = TlXLZ + mYLZ (34)
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Similarly, the total amount of released pollutants Z for country E is given by,

If t, and t; are the taxes for each unit of released pollution for both countries L and E then
the cost for a firm regarding the emission of pollutants is,

v,=A0—-2)+ t,z (36)
And the cost of pollution emission for a firm is expressed by
If we consider the costs ¢, and c; as the components of the marginal cost determined by
technology and the market of the good for both countries, we assume there are differences
in their cost structures and they are constant and therefore equivalent to the average
variable costs. In this way the unitary production cost for company X, and Y; is,

s, =c¢c,+AO—2)+ ¢,z (40)

Sp=cg+ A0 —2z) + tgz (41)
And the unit production cost for each firm is,

SL = CL + 1(9 - Z) + tEZ (42)
Under these circumstances z is the amount of emissions per unit of product that firms
establish unilaterally, since decreasing the amount of emitted pollutants can mean
considerable savings regarding their pollution taxes.
Therefore, when the abatement cost is higher than the pollution tax, firms do not profit if they
reduce their emissions, so they would rather keep paying the corresponding tax (the amount

they keep polluting per product unit is 8). If on the contrary they decided not to pollute, and
pay the cost of abatement and not the tax, it can be expressed by,

(0 ift,tp =2
Z= {0 if t,,tp <A (44)
And therefore,
(e A8 ift, =2
5= {cL +t,0 ift, <A (45)
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e +A0  if tg >

{cE +t:0 if tp <A (46)
5= { Tis iﬁi,’jiii (47)
se={2 00 WL (48)
2 ={ox,0 4 my0 i o % (49)

Z5 = {mYEH f nX;6 ii Z z i :11 (50)

Calculating the optimum tax is pointless when t;, = A2 and t; = 4, in this case the amount of
pollution is zero, regardless of the tax amount. But when ¢, < Aand t; < 4 firms prefer to
pay the tax and there is no pollution emission reduction. In this case W does depend of t.

The price for the good for each country isp, andpg, therefore producers benefits are given by,

1, = (p — s.)X, + (pe — SL)Xg (51)

g = (pe — se)Ye + (p, — SpY, (52)
That is,

I, = (p, —c, —t,.0)X, + (pg — ¢, — tz0)Xg (53)

Iy = (pp — cg — tg0)Yg + (b, — cg — ,0)Y, (54)

Furthermore the price of the homogenous good for country L is a function of the level of
production of the good by local industries for local consumption, and the level of production
of the imported good. For simplicity we can consider the demand inverse function as linear,

pL=a,— D, (55)
p, = a, — B, (nX, +mY,) (56)
pe = ag — PeDg (57)
Pe = ag — fp(nXg + mYg) (58)

Therefore the national welfare W, for country L is given by the consumer’s surplus Cg;, plus
the producer’s surplus nli;, plus the pollution tax collected t;Z;, minus the total social cost
for emission of pollutants ¢Z;, hence,

W, =Csp +nll, +¢,Z;, — PZ, (59)

Equally, the welfare for country E is expressed by,
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Under these assumptions and considering that each firm establishes what amount of the
good is consumed in the country and what is exported. Using the Cournot-Nash

assumptions the first order maximization conditions are,

axy, dayp,

an, _ 0 allg _
a, _ g g
dXg dYg
From which we obtain the solutions for the variables X; ,Xz,Y;,Ys

mSg—sp+ap—msy,

XL=

Br(m+n+1)
_ ag-mSp—-Sp+msg
XE -
Be(m+n+1)
_ ap—nSg—Sg+nsy
YL -
BrL(m+n+1)
nSp—Sg+ag—nsg
YE = =

Be(m+n+1)

The benefits for companies in countries L and E in their optimum point are given by,

I, = B X7 + BeX?
Iy = ﬁEYE2 + ﬁLYL2

3.2 Comparative statics

(61)

(62)

Important to remember that national welfare W, and W for countries L and E is defined by,

WL ZCSL+nnL+tLZL_¢ZL
If we differentiate W, and W from t; and tz, we get,

awy _ d(€sy) | d(nily) | d(tpZy)  d(@Zy)
daty, daty, daty, daty, daty,

t102%(m+n) $6%(m+n)
BrL(m+n+1)  Br(m+n+1)

awy _ _ 0mXp+my)(m+n)  26nBLX, +O(nX, +mY,) —
= L L

dty, m+n+1 m+n+1

awg _ d(CSg) + dnllg) | d(tgZp) _ d($Zg)
dtg dtg dtg dtg dtg

tg82%(m+n) ¢62(m+n)

awg __ 0(nXg+mYg)(m+n) __ 20mBEYg + H(TLXE + mYE) _

dtg m+n+1 m+n+1 Be(m+n+1)  Bp(m+n+1)

The pollution tax has the following effects in terms of W,

(69)

(70)
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3.2.1 Consumers’ surplus

6(nXp+mY)(m+n)
m+n+1

d(cs,) = ( )dt, (75)

In this case, when pollution taxes decrease then production marginal cost and total cost for
the firms fall and consumers benefit of lower prices and thus consumers’ surplus increases.

3.2.2 Companies’ profit

d(nlly) = (— 2f’”ﬂ) dt, (76)

m+n+1

When the pollution tax decreases, which companies favored since they can reduce their
production costs, exports are promoted, competitiveness is increased and job creation is
stimulated. That is producer’s surplus grows.

3.2.3 Tax revenue

92
d(t,Z,) = (HDL — LT (m+n)) L

Br(m+n+1) (77)
The effect of the pollution tax regarding tax revenue is ambiguous, since increasing
production translates into higher tax income due to the amount of emitted pollution, however,
the pollution tax increase translates into a production cost rise and therefore the combined
effect is uncertain.

3.2.4 The social cost for polluting

d(¢z,) = (- 2200 4y, (78)

Br(m+n+1)

Evidently decreasing the tax increases the level of pollution so the social cost also
increases. The same way an increase int, reduces pollution.

The analysis for t is similar to the above, if we consider the foreign country in terms of Wy
due to the symmetrical character of the model.

3.3 Optimal Tax.

To calculate t; and tj;, we consider,

W — 0 and LXE (79)
dty, dtg
The derivatives were calculated by solving t; and t; we get,
= BL®Dy—2nX1f1L)
L= 4) + 6(m+n) (80)
_ BE(DE—2mYEPE)
tg = ¢ + 6(m+n) (81)
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Since all the involved parameters in the previous equation are by definition positive, we can
conclude-regarding the tax- that if the marginal cost to pollute is too high then the optimum
value for t; as well as tzare positive. If we consider that the social marginal cost to pollute is
high then the government will value more the harmful effects than the other welfare
components in the function that involve consumers, producers and the government through
tax collection. Which can be expressed in the following proposition.

Proposition 3. In a non-cooperative equilibrium, the pollution tax that maximizes welfare is,
If$p > 0,thent; >0,t5; >0

Considering that the function of W is not necessarily continuous with respect to t, and how
we define s;,sg,S; and Sg the only possible discontinuous pointis t = 4.

We focus our analysis in the possible discontinuation of W in t = 1 and using lateral limits
(44), (45), (46), (47), (48), (49) and (50) we get,

lim,_+ W, =CS, +nll] +t,Z, — ¢pZ, (82)
lim,_;+ W, = CS; + nll} (83)
lim_ ;- W, =CS, +nll] +¢t,Z, — ¢pZ, (84)
lim,_;- W, = CS, +nll} + A(nX,0 + mY,0) — p(nX,60 + mY,0) (85)
lime_;- W, =CS, +nll; + (A — p)(nX,0 + mY,6) (86)

From (83) and (86) we get,
lim,_;+ W, — lim;_,- W, = (¢ — D) (nX,6 + mY,0) (87)

From where we can conclude,

lime_+ W, —lime_-W;, >0 if g >2 (88)
lim_+ W, = lime,-W, =0 if ¢=2 (89)
lime_+ Wy —lime_;-W; <0 ifp <A (90)

With a similar reasoning we get,
lim,_;+ Wg — lim;_;- W = (¢p — 1)(mY6 + nXz0) (91)

From where we conclude that,

lim, s Wy — limey-Wp =0 if ¢ =24 (93)
lim, s Wy — lime- Wy <0 if <A (94)
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Which we can express with the following proposition,

Proposition 4. If ¢ > A then the tax is t},t; = 4 and therefore there are no emissions of
pollutants. If ¢ = 4 then the tax is tj,t; < A4 and there is no reduction in the emission of
pollutants.

Intuitively if the marginal cost to pollute is high, then the social cost to pollute is a priority
over the other terms of W, which causes the pollution tax to be higher than the abatement
cost, and naturally companies decide not to contaminate. On the contrary, if the marginal
cost to pollute is not excessive with regards the pollution abatement cost then t is smaller
than the abatement cost, and thus firms decide not to reduce emissions.

We must remember the fact that for quotas, firms cannot decide how much to contaminate,
but it is the government who establishes the pollution limit. However with taxes, companies
can choose two possible options: not to emit pollution or reduce to a minimum the amount
they emit; in such a way that if ¢ > A, firmswill decide reducing to a maximum their pollution
emissions exactly as expressed in proposition 1. This observation is resumed in one last
proposition.

Proposition 5. Establishing quotas and taxes on companies as an environmental policy has
the same results in W when marginally the cost to pollute is higher than the cost of
abatement.

4. CONCLUSION

Governments must promote economic development and at the same time assure a
sustainable development of their resources. Therefore they must implement a number of
environmental policy measures on firms without affecting productivity and controlling
pollution to acceptable levels. So governments cannot impose strict policy instruments, since
this would translate into higher production costs in detriment of their productivity and foreign
direct investment.

Our work develops a Cournot oligopoly model under reciprocal dumping conditions for two
small countries. The firms involved in this type of international commerce share part of their
production for local consumption and the rest they export. Companies in both countries
through their production processes pollute, however they have the technology to decrease
emissions. The model uses two kinds of control as environmental policy instruments:
environmental quotas and pollution taxes.

Lastly, we assume transboundary pollution between both countries, this means that part of
the emissions affect the local country and another part impact the foreign one with which
commerce is carried out (emissions are evenly distributed regarding the amounts of the
produced good, for local and foreign consumption). With these assumptions we present our
conclusions.

Regarding pollution quotas, if the cost of abatement is high in comparison to the social cost
to pollute, the government will allow firms certain amount of emissions. Companies favor
this, since they can reduce their production costs with a positive impact on competiveness
and benefit consumers and producers. However if the social cost to pollute were high in
comparison to the abatement cost, then the best policy would be to impose firms a zero
pollution quota. This means the government will prioritize the potential harm to the

298



Bravo and Ramirez; AJAEES, Article no. AJAEES.2014.4.003

environment, even if production costs have to rise and thus consumers final price. For the
second scenario, if the abatement cost were too high in comparison to the marginal pollution
cost, then the government would allow a certain amount of pollution, accordingly production
cost decrease, which firms favor, “profit and consumers” price. Nonetheless emissions
increase significantly and so does the social cost for pollution.

Regarding pollution taxes, if the marginal cost to pollute were high, then the government will
impose a tax to emissions, so it would care more for the possible negative impacts of
pollution above the marginal production costs. This would affect consumers’ prices of the
goods. Equally, if the marginal cost for polluting is higher then the abatement cost, then the
optimal tax has to be higher than the cost of abatement, thus firms decide not to pollute.
Since it would be more costly to pay the tax than to reduce emissions. In the opposite
scenario that the marginal cost to pollute were less than the abatement cost, then the
optimal tax would have to be less than the cost, and firms would not reduce their emissions,
since they would not have the economic incentive to do so, and it would be less expensive to
pay for their emissions.

Therefore, this work highlights the importance of regulating as much as possible the pollution
emissions of firms, in a way that will favor their competitiveness and also consumers benefit
from it.

COMPETING INTERESTS
Authors have declared that no competing interests exist.

REFERENCES

1. United Nations Environment Programme. Global Environment Outlook 5.Environment
for the future we want. Malta: Progress press Ltd; 2012.

2. Krugman PR, Obstfeld M. International economics: theory and policy. 6th edn.Boston:
Addison-Wesley; 2003.

3. Cropper ML, Oates WE. Environmental economics: a survey. J Econ Lit.
1992;30(2):675-740.

4. Martinez J, Roca J. Ecological and environmental economics. Mexico: Fondo de
Cultura Economica; 2003. Spanish.

5. Goulder LH, Parry IWH. Instrument choice in environmental policy. Rev Envi Econ
Poli. 2008;7(2):152-174.

6. Sandoval S. Policy control and environmental regulation. Exp Econ. 2010;25:115-127.
Spanish.

7. Rowthorn RE. Intra-industry trade and investment under oligopoly: the role of market
size. The Econ J. 1992;102:402-414.

8. Helpman E, Krugman PR. Trade policy and market structure. 1%'edn.London: MIT
Press; 1989.

9. Brander JA, Krugman PR. A reciprocal dumping model of international trade. J Int
Econ. 1983;15(3-4):313-321.

10. Espinosa RS. Foreign direct investment, reciprocal dumping and politics. Ph D Thesis.
University of Essex; 2004.

11.  Appleyard DR, Field AJ. Economia Internacional. 4™edn. Madrid: McGraw Hill; 2003.
Spanish.

12.  Brander JA. Intraindustry trade in identical commodities. J Int Econ. 1981;1(1):1-14.

299



13.
14.

15.

16.

17.

18.

19.

20.

21.

22.

23.

24.

25.

26.

Bravo and Ramirez; AJAEES, Article no. AJAEES.2014.4.003

Weinstein DE. Competition and unilateral dumping. JInt Econ. 1992;32(3):379-388.
Balassa B. Intra-industry specialization: a cross-country analysis. Eur Econ Rev.
1986;30(1):27-42.

Krugman PR. Increasing returns, monopolistic competition and international trade. J
Int Econ. 1979;9(4):469-479.

Lancaster K. Intra-industry trade under perfect monopolistic competition. J Int Econ.
1980;10(2):151-175.

Grubel H, Lloyd PJ. Intra-industry trade: the theory and measurement of international
trade in differentiated products. 1> edn. New York: John Wiley and Sons; 1975.
Copeland BR, Taylor MS. Trade and transboundary pollution. Ame Econ Rev.
1995;85(4):716-737.

Ludema RD, Wooton I. Cross-border externalities and trade liberalization: the strategic
control of pollution. Can J Econ. 1994;27(4):950-956.

Copeland BR. Pollution content tariffs, environmental rent shifting, and the control of
cross-border pollution. J Int Econ. 1996;40(3-4):459-476.

Benarroch M, Thille H. Transboundary pollution and the gains from trade. J Int Econ.
1999;55(1):139-159.

Sandoval S, Coronado S. Dumping reciprocal contaminacion transfronteriza y politicas
medioambientales. Nat Des. 2011;9(1):21-37.

Palomera M. Politicas ambientales en la presencia de inversion extranjera directa y
fusiones. Master Thesis. University of Guadalajara, Spanish; 2004.

Kayalica MO. Lahiri S. Strategic environmental policies in the presence of foreign
direct investment. Envi Res Econ. 2005;30:1-21.

Kayalica MO, Kayalica O. Transboundary pollution from consumption in a reciprocal
dumping model. Glo Econ J. 2005;5(2):1-14.

Asako K. Environmental pollution in an open economy. The Econ Rec.
1979;55(4):359-367.

© 2014 Bravo and Ramirez; This is an Open Access article distributed under the terms of the Creative Commons
Attribution License (http://creativecommons.org/licenses/by/3.0), which permits unrestricted use, distribution, and
reproduction in any medium, provided the original work is properly cited.

Peer-review history:
The peer review history for this paper can be accessed here:
http://www.sciencedomain.org/review-history.php?iid=499&id=25&aid=4615

300



