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ABSTRACT

This paper studies the optimal industrial, trade, and environmental
policies for an oligopolistic market structure. First, we extend the
three-country, duopolistic, export competition model of Brander and
Spencer (1985), incorporating environmental issues. The optimal pollu-
tion tax can induce optimal pollution abatement as well as achieve the
same effects as the optimal export subsidy. The Pigouvian pollution
tax alone can shift rents from the foreign firm and correct externalities
caused by pollution. Hence, the Pigouvian pollution tax can fully
replace the export subsidy. Second, we consider a two-country, duo-
polistic, import model. In this case the optimal pollution tax is a Pig-
ouvian tax and the optimal subsidy rate makes the market price equal to
the marginal cost. The tariff generates one more effect, pollution abate-
ment, on domestic and foreign firms: Imposition of the tariff on the
foreign firm makes the domestic firm increase pollution abatement,
which in return reduces the optimal tariff rate to shift the foreign firm’s
rents. As a result, the optimal tariff rate when pollution exists is
strictly less than that in the conventional strategic trade literature
without pollution.

Key Words: pollution tax, pollution abatement, export subsidy,
tariff





