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Free Trade Agreements and Multilateral Trade

Liberalization under a Vertical Trade Structure

Yasushi Kawabata

Abstract

This paper examines the effects of free trade agreements (FTAs) on the welfare of
member and nonmember countries as well as incentives for multilateral trade liberalization
in a three-country model with a vertical trade structure and asymmetric market sizes. We
show that an FTA between small countries increases the welfare of all member and non-
member countries, while it may hinder multilateral trade liberalization by reducing the in-
centive of a large nonmember country to support multilateralism. In contrast, an FTA be-
tween a small country and a large country makes the small member and nonmember
countries better off, but it may render the large member country worse off. The FTA fa-
cilitates multilateral trade liberalization because both member and nonmember countries

have an incentive to support multilateral free trade after its formation.
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