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Abstract

We extend theliterature on bilateralism and multilateralism by introducing tariffsin athree-country version
of the standard Heckscher-Ohlin trade model and allowing majority voting to determine the nature of trade
agreements. Contrary to perceived wisdom, our analysis indicates that, in the presence of endogenously
determined tariffs and strategic policy interactions, the formation of a customs union (CU) may undermine
internal support for multilateral free trade when such trade is politically feasible initially. This possibility
arises because the majority of votersin potential CU members prefer abilateral agreement over global free
tradewhich, inturn, they find superior to atotally non-cooperative traderegime. However, our analysisaso
revealsthat the formation of aCU may enhance the collective market power of its constituent policymakers
(median voters) sufficiently, so that the majority of votersin the outside country who initialy did not favor
multilateral trade liberalization now find it appealing. Lastly, the paper identifies and analyzes some of the
determinants of these possibilities, including the relative size of trading partners, relative endowments, and
the distribution of factor ownership.
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