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Abstract

This thesis develops a two-stage game to investigate the strategies of
government and firms concerning negative externalities associated with
consumption. It also discusses the linkages between trade liberalization and
environmental policy, namely, the effect of tariff reduction due to trade
liberalization on environmental policy and environmental quality. Most of the
literature on strategic environmental policy only considers negative externalities
associated with production, but this thesis deals with negative externalities
associated with consumption.

Several conclusions emerge: First, the optimal pollution tax is less than the
marginal pollution damage. Second, the environmental tax increases as a
consequence of a tariff reduction. Third, if firms compete in terms of quantity,
environmental quality could be improved by liberalizing trade. Finally, if firms
compete in terms of price, when the degree of goods substitutability is low, trade

liberalization may lead to a “race to the bottom” in environmental quality.

Keywords: trade liberalization, environmental tax, consumption externality
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