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Abstract

This paper sets up a mixed oligopoly
model to reexamine the validity of the MFN
principle, taking into consideration different
firm types between DCs and LDCs, as well
as asymmetric cost functions between
state-owned and privately-owned firms.
We show that, from the perspective of
globa welfare and production efficiency, the
MFN principle may be not be justified and
may be worse than tariff discrimination.
Moreover, we aso show that a preferentially
lower tariff should be granted to the
developed country rather than the less
developed country, which contradicts the
current practice under the GSP regime.
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The ‘Most Favored Nations (MFN)
principle requires that import tariffs be
applied in a non-discriminatory manner. In
reality, however, tariff discrimination is
often exercised by countries towards
different import supplying countries, and
thus violates this principle. The Generalized
System of Preferences (GSP) is one of
examples. Whether or not the MFN
principle is better than tariff discrimination
in terms of global welfare and production
efficiency has been a focus of the literature.
Gatsios (1990), for example, utilizes a
model similar to Brander and Spencer (1985)
and shows that the MFN principle is well
justified in terms of world production
efficiency. However, he aso shows that
tariff discrimination can be an optima
outcome of non-cooperative behavior on the
part of trading countries. By imposing a
higher tariff on the more cost-efficient
exporter but a lower tariff on the less
cost-efficient  exporter, the importing
country can obtain the maximum welfare.
Since the more (less) cost-efficient exporter
usually refers to the developed (less
developed) country, this conclusion can
therefore be used to justify the exercise of
tariff discrimination under the GSP regime,
I.e,, granting the less developed country a
preferentially lower tariff.

The above result is obtained under the
assumption that firms aways maximize
profits. While this assumption is generally
true for firms in developed countries (DCs),
it may not be applied in less developed
countries (LDCs). For countries that are
less developed, especialy those that have
attempted to reform their economic policies,
it is very common to see the coexistence of
state-owned and privately-owned firms.
State-owned firms aim at maximizing the
country’s welfare and thus behave
differently from the profit-maximizing
private firms. Moreover, state-owned firms
often face outdated technology and typically

have significantly inefficient production. On
the contrary, private firms maximizing their
own profits may have the incentive to adopt
modern technology. The cost structures
between state-owned firms and private firms
are therefore different.

This paper sets up a mixed oligopoly
model to reexamine the validity of the MFN
principle, taking into consideration different
firm types between DCs and LDCs, and
asymmetric  cost  functions  between
state-owned and privately-owned firms.
The paper is organized as follows.  Section
1 is introduction. Section 2 sets up the
basic modd. Section 3 derives and
compares the optima discriminatory and
non-discriminatory tariffs. The economic
impacts for both cases are aso discussed.
Section 4 examines the conditions for the
MEN principle to be justified from the
perspective of an importing country. The
final section concludes the paper.

We show that, from the perspectives of
global welfare and production efficiency, the
MFEN principle may not be justified and may
be worse than tariff discrimination. We
also show that the discriminatory tariff rule
obtained in Gatsios (1990) still holds even in
amixed oligopoly model. That is, a higher
(lower) tariff should be imposed on the
imports from the more (less) cost-efficient
exporters. However, the policy implication
isdifferent. Contrary to Gatsios (1990), we
argue that the imports from the DC should
be granted a preferentialy lower tariff while
those from the LDC should be subjected to a
higher tariff. The above conclusions
suggest that the current practice of adopting
the GSP regime may not be a
welfare-maximizing  strategy for the
importing country.

Moreover, this paper also examines the
conditions that would justify the MFN
principle from the perspective of an
importing country. We show that, as long
as all exporters have the same technologies
(cost functions), imposing a
non-discriminatory tariff will be the optimal
strategy for the importing country,
regardless of the forms of the cost functions
and the presence of the state-owned firm.
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