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where Pj

i
 is the price of good i in country j, the parameter 𝛼(> 1 > R) is a measure 

of market size, and � > 0. Corresponding to the demands in (3a), we have consumer 
surplus (CS) for country j ∶

This CS measure implies that the benefits of each country’s consumers depend on 
a product domestically produced and two other products from abroad (either through 
imports or via appropriation from its enemy).The CS measure in (3b) may reflect 
“economic interdependence” in consumption through international trade and/or 
appropriation.

As for producers in each country, we first look at the producer surplus (PS) meas-
ures of the two adversaries A and B. The amounts of final goods that the enemy coun-
tries appropriate from each other are APPA

b
= [G
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Equations  (
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where MB
a
  and MB

c
 are given, respectively, as

Similarly, we substitute the price equations from (9), (12), and (15) into 
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We summarize their economic implications as follows:

Lemma 1  Under the protectionist regime, we have the following:

(i)
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where APPA
b
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be members of a trade institution. The adversaries become less likely to engage in mili-
tary aggression since the FTA allows each member to access the other’s market duty-free. 
This trade regime encourages each FTA member to allocate more resources to produce 
their products for exports, causing the aggregate arming to decline. In other words, FTA 
constitutes a conflict-reducing trade institution for two enemy countries. This endogenous 
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effect). Thus, an FTA between the adversaries (keeping the third party as a non-member) 
leads to lower aggregate arming than under the WFT regime.

Proposition 1 and 2 suggest that forming an FTA between two enemy countries reduces 
interstate military tensions compared to those under worldwide free trade. Thus, other things 
being equal, an FTA between adversaries constitutes an effective trade institution in lowering 
military buildups.

5 � FTA between an adversary and a third party (A and C)

We now examine the case where one of the adversary countries (say, A) forms an FTA with 
the neutral third country C
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The result (iv) in Proposition 4 has interesting implications concerning the role of a 
third party in affecting interstate conflicts. Even though establishing an FTA is based 
purely on economic advantages, a neutral third party’s economic integration through trade 
with one country while leaving the country’s enemy as a non-member ends up escalating 
their military buildups.

6 � Aggregate arming under CU

We have analyzed and compared equilibrium levels of arming allocations under four differ-
ent trade regimes when a regional trade agreement is an FTA. The next concerns how the 
ranking of conflict-related arming allocations is affected when there is a CU. For forming 
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The results in Proposition 4 and 5 reveal similarities and differences between a CU and an 
FTA in affecting the equilibrium levels of aggregate arming (relative to the tariff regime). The 
conflict-reducing effect associated with the FTA(A&B
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Appendices

A‑1: Market equilibrium condition for good a in country A

Alternatively, we have the following equilibrium condition:

The second bracket term on the LHS of Equation (a.1
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the resource-appropriation effect (i.e., the marginal revenue of arming) exceeds the output-
distortion effect (i.e., the marginal cost of arming).
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We proceed to the security stage at which A and B independently and simultaneously deter-
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The FOC for the joint payoff maximization problem is 
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