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ABSTRACT

According to the conventional home-market effects, free trade will
decrease the market share for the smaller economy in the manufacturing
industries with increasing return to scale, and in the extreme, lead to
complete extinction of the industry. Departing from the original Helpman-
Krugman model’s assumption of identical technology between trade part-
ners, we incorporate technology difference in the fixed and marginal
costs to re-evaluate the home-market effect. We prove that the home-
market effects will be offset and will even reverse for the industry in
which the smaller economy has the technology advantage. More specifi-
cally, for a smaller country, the shrinkage effect of trade on its industries
will be smaller if the industry features technology advantage. If the tech-
nology advantage is extremely high, then trade will even lead to an
increase rather than decrease in its market share. We also prove that the
higher the elasticity of substitution, the greater the importance of the
marginal costs advantage, and the more likely it is that the small country
will be able to reverse the home-market effect through a marginal cost
saving.
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