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We compare the effects of two types of foreign direct investment (FDI) (viz., FDI
for trade cost saving and FDI for signaling foreign cost of production) on con-
sumer surplus, profit of the host-country firm and host-country welfare. We show
that the effects are dramatically different. If the reason for FDI is to save trade
cost, FDI (compared to export) always makes the consumers better off and the
host-country producer worse off, while the effect on host-country welfare is
ambiguous. However, if the FDI is to signal the foreign cost of production, FDI
(compared to export) always makes the host-country producer better off and
increases host-country welfare, while it makes the consumers almost always
worse off.
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1 Introduction

Many developing countries, so far protected, are now liberalizing their
policies to attract foreign direct investment (FDI). For example, India has
started to relax its policies for FDI since the early 1990s. While earlier
studies have shown that trade cost saving is a rationale for doing FDI,1 in
a recent analysis Bagwell and Staiger (2003) provide a new reason for
doing FDI, viz., they show that if a foreign firm has private information

1 We refer to Saggi (2002) for a review on the earlier works on FDI.
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about its (marginal) cost of production and competes with domestic firms,
the foreign firm can do FDI even if FDI does not reduces its cost of
production but helps to convey its true cost of production to the domestic
firms.2

While considering the effect of asymmetric information about foreign
cost of production on the production decision of the multinational
(MNC), Bagwell and Staiger (2003) are silent about its welfare impli-
cations. This paper complements Bagwell and Staiger (2003) by con-
sidering welfare effects of FDI where revealing true cost of the foreign
firm is the motive for FDI, and also compares it with the welfare impli-
cations of FDI that is motivated by trade cost saving.3

We show that if trade cost4 saving is the reason for FDI, consumers
are better off but the host-country producer is worse off under FDI
compared to exporting. Whether the host-country welfare increases with
FDI is ambiguous. FDI reduces the host-country welfare compared to
exporting when the marginal cost of the host-country firm is sufficiently
lower than the trade cost; otherwise, FDI increases the host-country
welfare.

In contrast, if the reason for FDI is to signal the true cost of the
foreign firm, consumers are almost always worse off and the host-
country producer is always better off under FDI (that reveals the true
cost of the foreign firm) compared to exporting (where asymmetric

2 One may refer to Marjit and Mukherjee (1998; 2001) for works on licensing
and FDI when the foreign and the domestic firms have different perception about
the success of the foreign technology in the domestic market or the foreign firm
has private information about the quality of its technology.
3 Recently, Mattoo et al. (2004), and Mukherjee (2004) consider the relative

welfare effects of greenfield FDI and acquisition. Albuquerque et al. (2005) show
the relevance of global factors (i.e. the factors relevant across investors (of dif-
ferent countries) and across their investments) and local factors (i.e. the factors
relevant across investors investing in the same country but not across investors
investing in different countries) in determining inward and outward FDIs in
emerging markets.
4 Though, in general, trade costs involve both transportation costs and tariff,

we consider only transportation cost in our analysis, which will avoid the effect of
tariff revenues and will make the FDI due to trade cost saving comparable with
the FDI due to signaling the foreign cost of production. If the trade cost involves
both transportation cost and tariff, it is easy to understand that, in our analysis,
FDI for trade cost saving has a further negative impact on the host-country
welfare by eliminating tariff revenue.
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information about the foreign cost remains). We also show that, for this
type of FDI, host-country welfare is higher under FDI compared to
exporting.5 Hence, the implications of this type of FDI for the con-
sumers, the host-country producer and host-country welfare are dra-
matically different from that of the FDI for trade cost saving. Therefore,
the host-country policy designed to benefit either the consumers or the
host-country producers or to increase host-country welfare should be
careful about the motivation for FDI.

The remainder of the paper is organized as follows. Section 2 considers
FDI to save trade costs. Section 3 considers FDI to signal the true cost of
the foreign firm. Section 4 concludes.

2 FDI to Save Trade Costs

Let us consider an international duopoly with homogeneous products
where the host-country firm, firm 1, has the marginal cost of pro-
duction c, and the MNC, firm 2, has the marginal cost of production
0 � c. Technological superiority of the foreign firm may be a reason
for its lower marginal cost of production compared to the host-country
firm. It should be clear that zero marginal costs of production for
firm 2 are for analytical simplicity, and our qualitative results will
hold even if the marginal cost of firm 2 is positive but less than or
equal to c.

The firms compete in the host-country market, and the inverse market
demand function is

p ¼ a� q; ð1Þ

where q ¼ q1 þ q2 is the sum of outputs of firms 1 and 2, and p is the
price of the product. We assume that the MNC can serve the host-country
market either by exporting or by FDI. While exporting requires a per-unit
transportation cost, t, FDI requires an investment of amount F . In this
section, we assume that all the costs and the demand condition are per-
fectly known to both firms. Further, to always generate positive output for
both firms, we restrict our attention to c < a

2.

5 The intuitions for our results will be provided later in the paper.
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We consider the following game. At stage 1, firm 2 decides whether to
do FDI or export. At stage 2, the firms compete like Cournot duopolists,
conditional on the production decision of firm 2 at stage 1.

Let us first consider the game under the history of exporting. In this
situation, firms 1 and 2 maximize the following expressions, respec-
tively:

Max
q1
ða� q1 � q2 � cÞq1; ð2Þ

Max
q2
ða� q1 � q2 � tÞq2: ð3Þ

We obtain the equilibrium outputs as q�1 ¼ ða� 2cþ tÞ=3 and
q�2 ¼ ða� 2t þ cÞ=3. The profits of firms 1 and 2 are respectively

p�1 ¼ ða� 2cþ tÞ2=9 and p�2 ¼ ða� 2t þ cÞ2=9. Under export, consumer

surplus, which is q2=2, is given by CSX ¼ ð2a� c� tÞ2=18. Hence,
under export, host-country welfare, which is the sum of consumer surplus
and profit of the host-country firm, is

W X ¼ ð2a� c� tÞ2 þ 2ða� 2cþ tÞ2

18
: ð4Þ

Let us now consider the game under the history of FDI. In this situa-
tion, firms 1 and 2 maximize the following expressions, respectively:

Max
q1
ða� q1 � q2 � cÞq1; ð5Þ

Max
q2
ða� q1 � q2Þq2 � F : ð6Þ

We get the equilibrium outputs as q�1 ¼ ða� 2cÞ=3 and q�2 ¼ ðaþ cÞ=3.
The profits of firms 1 and 2 are respectively p�1 ¼ ða� 2cÞ2=9 and

p�2 ¼ ððaþ cÞ2=9Þ � F . Under FDI, consumer surplus is CSF ¼
ð2a� cÞ2=18, and the host-country welfare is

W F ¼ ð2a� cÞ2 þ 2ða� 2cÞ2

18
: ð7Þ
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Straightforward comparison of the profits of firm 2 shows that firm
2 does FDI (export) for F < ð>ÞF̂ , where F̂ � 4tða� ðt � cÞÞ=9. Note
that as ðt � cÞ increases, it reduces F̂ , thus reduces the incentive for
FDI.

Let us now compare the profit of firm 1, consumer surplus and host-
country welfare under FDI and export. Consider exporting as the
benchmark, i.e., if the host-country does not allow FDI.6 It is straight-
forward to see from the profits of firm 1 and consumer surplus that the
former is higher under export, while the latter is higher under FDI. Since
FDI saves the trade cost, it makes the MNC relatively cost-efficient, thus
reduces profit of the host-country firm compared to export. However,
trade cost saving increases cost efficiency in the industry and increases
consumer surplus.

The above analysis suggests that the trade off between higher con-
sumer surplus and lower host-country profit may create an ambiguity
about the effect of FDI (compared to export) on the host-country
welfare. The comparison of (4) and (7) shows that W F > ð<ÞW X

provided

ðc� tÞ þ c > ð<Þ0: ð8Þ

It is clear from (8) that FDI can reduce the host-country welfare
provided c is sufficiently lower than t, i.e., ðt � cÞ > c. In this situa-
tion, FDI helps the foreign firm to save a significant amount of trade
cost and reduces the profit of the host-country firm significantly.
However, it should be noted that ðt � cÞ should be less than a� 9F

4t to
make FDI profitable. The following proposition summarizes the above
discussion.

Proposition 1: Assume that the reason for FDI is to save the transpor-
tation cost.

6 Alternatively, the comparison of FDI and exporting in our analysis can be
seen as the comparison between the situations with different costs of FDI, where
FDI occurs for relatively low cost of FDI and exporting occurs for relatively high
cost of FDI. Since the cost of FDI is the cost to the foreign firm, it affects the
consumer surplus, the profit of the host-country firm and the host-country welfare
only indirectly by affecting the production decision of the foreign firm.
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(i) The host-country producer is better off under export, while the host-
country consumer is better off under FDI.

(ii) The host-country welfare is higher under export, provided
ðt � cÞ 2 ðc; a� 9F

4t Þ.7 If ðt � cÞ < Minfc; a� 9F
4tg, the host-country

welfare is higher under FDI.8

3 FDI to Signal Cost Advantages

Let us now consider a situation where the reason for FDI is to signal the
true marginal cost of the foreign firm. Again we consider an international
duopoly with a host-country firm, firm 1, and a MNC, firm 2. These firms
compete in the host-country market, and the inverse market demand
function is given by (1). While FDI requires an investment F , we assume
that there is no transportation cost for exporting. The assumption of no
transportation cost will help us to show that FDI occurs entirely due to the
benefit of signaling the true foreign cost of production.

Assume that firm 2 has private information about its marginal cost of
production, while all other costs and the demand condition are perfectly
known to both firms. Thus, both firms know the marginal cost of firm 1,
which is assumed to be c. We assume that firm 2’s marginal cost can be
either 0 with probability h or c with probability ð1� hÞ and is a draw
from a commonly known probability distribution. While firm 2 knows its
cost perfectly, firm 1 only knows that it will be 0 with probability h or c
with probability ð1� hÞ.9 In the following analysis we use the term
‘‘good type’’ and ‘‘bad type’’ to mean the firm 2 with marginal cost 0 and

7 Note that if ðt � cÞ > c, it is immediate that the interval ðc; a� 9F =4tÞ is
non-empty whenever FDI is profitable to firm 2.
8 If ðt � cÞ < c, we have c > a� 9F =4t or the interval ðc; a� 9F =4tÞ is empty

provided 4tða� t þ cÞ=9 > F > 4tða� cÞ=9. In this situation, the relevant
values of ðt � cÞ will be less than a� 9F =4t, because, otherwise, FDI will not
occur.
9 This structure is similar to the technological asymmetry model of Bagwell

and Staiger (2003). We do not consider the case of wage asymmetry of Bagwell
and Staiger (2003), since, as shown by them, there is no separating equilibrium
for that situation. Furthermore, the consideration of technological asymmetry is
enough to contrast the effects of FDI due to trade cost saving and signaling true
cost of the foreign firm.
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with marginal cost c, respectively. Further, to generate positive output
always for both firms, we restrict our attention to c < ða=2Þ.

We consider a two-stage game. In stage 1, firm 2 decides on export and
FDI. Conditional on firm 2’s decision in stage 1, the firms simultaneously
produce their outputs in stage 2 and the profits are realized. Therefore,
from firm 2’s action, taken in stage 1, firm 1 tries to extract information
about firm 2’s marginal cost of production. At stage 2, the firms choose
their outputs simultaneously with the updated beliefs. We consider perfect
Bayesian Nash equilibrium as the solution concept. Assume that the firms
are risk-neutral.

The above game can generate the following perfect Bayesian Nash
equilibrium.

Proposition 2: (i) If the fixed cost of FDI is sufficiently large, i.e.,

F > F x, where F x ¼ cð1�hÞð4aþcð3þhÞÞ
36 , a pooling equilibrium exists

where both types of firm 2 do export.10

(ii) A separating equilibrium exists where firm 2 with the marginal cost 0
does FDI and firm 2 with the marginal cost c does export when the
fixed cost of FDI is neither very small nor very high, i.e., F 2 ðF ; F Þ
where, F ¼ ð4a�3cÞc

36 and F ¼ ð4aþ3cÞc
36 .11

Proof: See Appendix A. h

If FDI helps the domestic firm to believe that the foreign firm is a good
type, it increases the market share of the foreign firm. This benefit of
signaling gives both types of foreign firms the incentive for FDI. How-

10 By observing FDI, if firm 1 believes that firm 2 is a good type with
probability a, where a � h, both types of firm 2 always exporting will be equi-
librium. However, it can easily be checked that this equilibrium cannot stand
under the ‘‘intuitive criterion’’ (Cho and Kreps, 1987). Hence, we do not consider
this equilibrium in our analysis.
11 There are two other possible equilibriums. Both types of foreign firm doing

FDI could be an equilibrium. However, as shown in Bagwell and Staiger (2003),
this equilibrium is not immune to the ‘‘credible’’ belief in the spirit of Grossman
and Perry (1986). There is another possible equilibrium when the fixed cost of
FDI is moderate but relatively low, i.e., F 2 ðF 00; F Þ. In this situation, firm 2 with
marginal cost c can randomize between FDI and export while firm 2 with 0
marginal cost does FDI. However, we are not focusing on this equilibrium, since
it is not important for our purpose.
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ever, FDI also imposes a cost on the foreign firm. Therefore, if the cost of
FDI is very large, it is never optimal for any type of foreign firm to do
FDI, and the true cost of the foreign firm is not revealed. However, if the
cost of FDI is moderate, it pays to do FDI only to the good type foreign
firm, but not to the bad type foreign firm, since the benefit to the good
type foreign firm is higher than the bad type foreign firm. Therefore, in
this situation, the true cost of the foreign firm is revealed.

While the above proposition shows the condition for a pooling and a
separating equilibrium, it remains to see whether the range of fixed costs
specified in Proposition 2 is non-overlapping. In case of overlap, it is
important to eliminate the dominated strategy, since firm 1 never believes
that firm 2 plays a dominated strategy.

The comparison between the critical values of F shows that F x < �F but

F x�
<

F as h
�
>

h� �
�ð2aþ cÞ þ 2

ffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffi

ða2 þ acþ 7
4 c2Þ

q

c
:12

Therefore, if either h > h� and F 2 ðF ; F Þ or h < h� and F 2 ðF x; F Þ,
we find two types of equilibria. In one of the equilibria, the good type
firm 2 does FDI and the bad type firm 2 does export (Proposition 2(ii))
and in another equilibrium, both types of firm 2 do export (Proposition
2(i)). In the former equilibrium, export implies that firm 2 is certainly a
bad type, while, in the latter equilibrium, export implies that firm 2 is the
bad type with probability h. However, in both equilibria, FDI by firm 2
induces firm 1 to believe that firm 2 is good type.

However, it should be clear that FDI is equilibrium-dominated13 for
bad type firm 2 when F 2 ðF x; F Þ. Yet, when F 2 ðF x; F Þ, although
FDI is equilibrium-dominated for good type firm 2 in Proposition 2(i),
export is not equilibrium-dominated for good type firm 2 in Proposition
2(ii). If firm 2 does export and there is a belief that firm 2 is good type

12 From the expressions of F x and F , we obtain that F � F x when
ch2 þ ð4aþ 2cÞh� 6c � 0. Define, G ¼ ch2 þ ð4aþ 2cÞh� 6c. The expression
G is quadratic, continuous and convex in h. The term G is negative at h ¼ 0 and
is positive at h ¼ 1. So, we get a value of h ¼ h� such that G � 0 as h ¼ h�.
13 Given a perfect Bayesian equilibrium in a signaling game, the message mj is

equilibrium-dominated for type ti if ti ’s equilibrium payoff is greater than ti’s
highest possible payoff from mj (Gibbons, 1992).
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with probability c, there exists c such that the payoff to the good type
firm 2 is higher under export compared to its equilibrium payoff under
FDI in Proposition 2(ii). In fact, for c ¼ h, payoff of the good type
firm 2 under export is equal to its equilibrium payoff in Proposition 2(i)
and this is greater than its equilibrium payoff under Proposition 2(ii).
Hence, the good type firm 2 is better off if it does not signal its true
type and is treated as an average firm compared to the situation where
the good type firm 2 credibly signals its true type. Therefore, the good
type firm 2 does not have the incentive to signal its true type when
F 2 ðF x; F Þ. Therefore, in this situation, the equilibrium considered in
Proposition 2(i), i.e., where both types of firm 2 export, is the likely
outcome of the game.

We have already seen that if prior beliefs are sufficiently favorable to
the good type firm 2, i.e., if h > h�, we have F x < F . Hence, for these
prior beliefs, the good type firm 2 has no incentive to signal its true type
to firm 1 as signaling imposes relatively higher costs than gains. Thus,
firm 2’s true cost is revealed if the prior belief for the good type is
sufficiently low.

Hence, if h < h� and F 2 ðF ; F xÞ, it is reasonable to focus on the
equilibrium where the good type firm 2 does FDI and the bad type firm 2
does export (i.e., cost of firm 2 is revealed). However, if F > F x, it is
reasonable to focus on the equilibrium where neither firm does FDI
(i.e., cost of firm 2 is not revealed).

Now we are in position to see the effects of FDI on consumer surplus,
the profit of the host-country firm, and host-country welfare.

Proposition 3: Consider h 2 ½0; h��.14

(i) The expected profit of the host-country firm is always higher under the
foreign firm’s cost revelation (i.e., under separating equilibrium where
only the good type firm 2 does FDI) compared to no revelation (i.e.,
under pooling equilibrium where neither type of firm 2 does FDI).

(ii) If either c or h is sufficiently low, the expected consumer surplus is
always lower under foreign firm’s cost revelation compared to no
revelation.

Proof: See Appendix B. h

14 Note that for cost revelation to occur, it is necessary that h < h�.
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Hence, if the motivation for FDI is to signal the true cost of the foreign
firm, the consumers are worse off when there is cost revelation, but the
host-country producer is better off when there is no cost revelation. This
result is in contrast to Proposition 1(i) where FDI is motivated by trade
cost saving. Hence, a government trying to protect the interests of either
the consumers or the host-country producers may need to adopt different
policies depending on whether FDI is motivated by signaling the foreign
cost of production or trade cost saving.

The reason for the above result is as follows. If firm 2’s cost is not
revealed, firm 1 treats firm 2 as an average cost firm, where the weights
are given by the probabilities. As a result, firm 1’s output and profit
become lower (higher) under no cost revelation than under cost revelation
where the firm 2 is actually a bad (good) type. Since the expected profit of
firm 1 under no cost revelation, which is ða� c� chÞ2=9, is convex in h,
it is easy to understand that the average profit of firm 1 under cost
revelation, which is ðhða� 2cÞ2 þ ð1� hÞða� cÞ2Þ=9, is greater than
firm 1’s expected profit under no cost revelation. While considering
consumer surplus, we find that expected consumer surplus under no cost
revelation is concave if either c or h is sufficiently small. But if c is
sufficiently large, expected consumer surplus is convex for relatively high
h 2 ½0; h��. The rest of the intuition follows from the property of convex
and concave functions.

Now we see the effect of cost revelation of the foreign firm (compared
to no cost revelation) on the host-country welfare.

Proposition 4: The expected host-country welfare is higher under the
cost revelation of firm 2 (i.e., where only the good type firm 2 does FDI)
compared to no cost revelation of firm 2 (i.e., where neither type of firm 2
does FDI).

Proof: See Appendix C. h

If the true cost of the foreign firm is not revealed, the host-country firm
gets its output ‘‘wrong’’ (i.e., its output is not a best response to the output
choice of the correct type of the foreign firm), but it gets the output
‘‘right’’ when true cost of the foreign firm is being revealed. This dis-
tortion in the output choice under no cost revelation creates lower host-
country welfare compared to the situation of cost revelation. The above
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result is in contrast to Proposition 1(ii) where FDI may reduce the host-
country welfare.

4 Conclusion

While earlier works consider trade cost saving as an important reason
for FDI, recent work shows that signaling true cost of the foreign firm
can be the motive for FDI. We compare the effects of these two types of
FDI (i.e., FDI for trade cost saving and FDI for signaling foreign cost of
production) on consumer surplus, profit of the host-country firm and
host-country welfare. Our results suggest that the effects are dramati-
cally different. Hence, government policies trying to attract FDI should
be cautious about the reason for FDI, and need to adopt policies
accordingly.

If the reason for FDI is to save the trade cost, FDI (compared to
export) always makes the consumers better off and the host-country
producer worse off. The effect on host-country welfare is ambiguous.
If the FDI is to signal the foreign cost of production, FDI (compared to
export) always makes the host-country producer better off and increases
host-country welfare, while it makes the consumers almost always
worse off.

We have used a simple Cournot duopoly model with homogeneous
products to show our results. However, it should be clear that our main
qualitative results could hold even for a more general model with
nonlinear demand and costs, more host-county firms, differentiated
products and different types of product market competition (for in-
stance, Bertrand competition). The foreign firm’s incentives for FDI to
save the trade cost or to signal its true cost of production remain even in
this general model. Furthermore, since our comparison on expected
profits, consumer surplus and welfare in the signaling model depend on
the convexity and concavity of these functions, our qualitative results on
expected profit, consumer surplus and welfare remain, provided the
shapes (i.e., convex or concave) of these functions are similar to our
analysis. However, the analysis would be significantly different if there
are more competing foreign firms deciding on FDI, since in this situ-
ation we have to consider the strategic effect of investment by different
foreign firms. This issue and the related issues are on our future
research agenda.
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Appendix

A Proof of Proposition 2

(i) Consider the following strategies and beliefs. Strategy of both types of
firm 2 is exporting. Firm 1’s posterior beliefs are the following. Firm 1
believes that firm 2’s marginal cost is 0 with probability h and firm 2’s
marginal cost is c with probability ð1� hÞ. Consider that firm 1 believes
that firm 2 is good type if firm 2 does FDI.

Operating profits (i.e., revenueminus total variable cost) of the good type
and bad type firm 2 are p2 ¼ pðqÞq2 and p2 ¼ ðpðqÞ � cÞq2, respectively.
Expected profit of firm 1 is p1 ¼ hðpðqð0ÞÞ � cÞq1 þ ð1� hÞ
ðpðqðcÞÞ � cÞq1, where qð0Þ and qðcÞ denote total outputs in the market
when firm 2 is considered to be good type and bad type, respectively.

Payoffs of firm 2 under export and FDI are as follows. If good type

firm 2 does FDI, its net payoff is ð2aþ2cÞ2
36 � F , while its net payoff

under export is ð2aþcþchÞ2
36 . Therefore, good type firm 2 prefers export,

provided

F >
cð1� hÞð4aþ 3cþ chÞ

36
¼ F x:

If bad type firm 2 does FDI, its net payoff is ð2a�cÞ2
36 � F , while its net

payoff under export is ð2a�2cþchÞ2
36 . Exporting is preferable to the bad type

firm 2 provided

F >
cð1� hÞð4a� 3cþ chÞ

36
¼ F xx:

We find F x > F xx. Therefore, if F > F x, the above strategies and beliefs
form the equilibrium where both types of firm 2 are exporting.

(ii) Consider the following strategies and beliefs. The good type firm 2
does FDI and firm 1 correctly infers that firm 2 is good type when
observing FDI. The bad type firm 2 exports and firm 1 correctly infers
that firm 2 is bad type when observing export. Under these strategies and

beliefs, if good type firm 2 does FDI, its net payoff is ðaþcÞ2
9 � F , while its

net payoff under export is ð2aþcÞ2
36 . Therefore, the good type firm 2 prefers

FDI, provided
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F <
ð4aþ 3cÞc

36
¼ F :

If the bad type firm 2 does FDI, its net payoff is ð2a�cÞ2
36 � F , while its net

payoff under export is ða�cÞ2
9 . Hence, the bad type firm 2 prefers export,

provided

F >
ð4a� 3cÞc

36
¼ F :

The above strategies and beliefs form a perfect Bayesian Nash equi-

librium (PBNE) provided F2ðF ; F Þ. We obtain a non-empty interval

ðF ; F Þ. One can also say that if F2ðF ; F Þ, the above strategy and belief

form a PBNE if firm 2 with the marginal cost 0 does FDI and firm 2 with
the marginal cost c does export. h

B Proof of Proposition 3

(i) When the foreign firm’s (i.e., firm 2’s) cost is revealed, profit of firm 1

is ða�2cÞ2
9 with probability h and is ða�cÞ2

9 with probability ð1� hÞ. Thus,
the expected profit of firm 1 under firm 2’s cost revelation is

hða�2cÞ2þð1�hÞða�cÞ2
9 . Yet, if firm 2’s cost is not revealed, the expected profit

of firm 1 is ða�c�chÞ2
9 . A comparison of firm 1’s expected profit shows that

firm 1 is always better off under firm 2’s cost revelation compared to no
cost revelation.
(ii) If firm 2’s cost is revealed, expected consumer surplus is

hð2a�cÞ2þð1�hÞð2a�2cÞ2
18 . If firm 2’s cost is not revealed, expected consumer

surplus is ð4a�4cþ2chÞ2þ9c2hð1�hÞ2
72 .

Considering h 2 ½0; h��, we find that expected consumer surplus under
cost revelation is always lower than that of under no cost revelation if
either c is lower than a critical value or h is lower than a critical value
over the region ½0; h��. h
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C Proof of Proposition 4

If firm 2’s cost is revealed, the good type firm 2 does FDI and the bad
type firm 2 exports. Therefore, prior to the decision of firm 2, firm 1
knows that with probability h it will observe FDI and with probability

ð1� hÞ it will observe export. Therefore, the profit of firm 1 is ða�2cÞ2
9 with

probability h and the industry output is ð2a�cÞ
3 . And, the profit of firm 1 is

ða�cÞ2
9 with probability ð1� hÞ and the industry output is ð2a�2cÞ

3 . Hence,

the expected profit of firm 1 is hða�2cÞ2þð1�hÞða�cÞ2
9 and the expected con-

sumer surplus is hð2a�cÞ2þð1�hÞð2a�2cÞ2
18 . Hence, the expected host-country

welfare under cost revelation of firm 2 is W d
s ¼

6ða�cÞ2þ3c2h
18 .

Next, consider the situation where the cost of firm 2 is not revealed,
i.e., both types of the foreign firm export. If firm 2’s cost is not revealed,

firm 1 produces hða�2cÞþð1�hÞða�cÞ
3 . The output of firm 2 is ð2aþcþchÞ

6 with

probability h and it is ð2a�2cþchÞ
6 with probability ð1� hÞ. Hence, the

expected profit of firm 1 is ða�c�chÞ2
9 and the expected consumer surplus is

ð4a�4cþ2chÞ2þ9c2hð1�hÞ
72 . Therefore, the expected welfare of the host-country

is W d
p ¼

12ð2ða�cÞ2þc2h2Þþ9c2hð1�hÞ
72 . We obtain W d

s > W d
p . h
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