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Abstract

We build a model of two hegemons that have valuable trading relationships with
each other and at the same time compete in exerting geoeconomic power over
countries in the rest of the world. When the hegemons trade with each other,
their optimal policy is shaped both by classic economic considerations - the
profitability of that specific trade - and by geoeconomic competition - how the
trade affects the power of each hegemon vis-a-vis the rest of the world. We show
that containment, a policy mix in which a hegemon limits sales of its inputs to
the rival hegemon and uses its power to demand that the rest of the world scales
down purchases from the rival, arises when the two hegemons offer relatively
substitutable exports, are less interdependent with each other, and have more
direct geopolitical rivalry. Countries in the rest of the world benefit, all else
equal, from hegemons containing each other since they partially squander their
power with offsetting demands. However, containment policy can also worsen

the efficiency of global production, leaving the rest of the world worse off.

Keywords: Great Power Rivalry, World Order, Economic Statecraft, Geopolitics, Export
Controls, Sanctions, Tariffs, Industrial Policy.
JEL Codes: F10, F30, F40, F50, N40, P45.

*Yale School of Management and NBER; christopher.clayton@yale.edu.

tStanford University Graduate School of Business, NBER, and CEPR; maggiori@stanford.edu.

fColumbia Business School, NBER, and CEPR; jesse.schreger@columbia.edu.
We acknowledge funding by the Smith Richardson Foundation, the National Science Foundation
(2441937), and Stanford Impact Labs. We thank Kyle Bagwell, Emily Blanchard, Matilde Bombar-
dini, Lorenzo Caliendo, Ernesto Dal Bo, Laura Doval, Jestus Fernandez-Villaverde, James Fearon, Jeff
Frieden, Bengt Holmstrom, Alexey Makarin, Alberto Martin, Pablo Ottonello, Diego Perez, Stephen
Redding, Andres Rodriguez-Clare, Enrico Spolaore, and Francesco Zanetti for useful comments.



1 Introduction

The global economy is characterized by two large hegemonic countries, the US and China,
that have valuable economic relationships with each other but also compete in exerting
power over the rest of the world. This form of interdependent geoeconomic competition
employs many of the traditional policy instruments — such as tariffs, industrial policy, and
export controls — as well as economic threats, but has different underlying motivations for
the use of these instruments than those in classic economic analysis. We provide a model
to analyze optimal policy between two competing hegemons that attempt to accommodate
or contain each other, and characterize the welfare implications for the hegemons as well as
the rest of the world.

We show that when the two hegemons trade with each other, optimal policy is shaped
both by economic motives — the profitability of that particular trade — and geoeconomic ones
— how that trade affects the power of each hegemon vis-a-vis the rest of the world. For exam-
ple, the US faces two separate motives when it considers selling advanced semiconductors to
Chinese industries. First, selling the semiconductors to China directly generates profits for
the US semiconductor industry and might also help that industry to scale up and become
more productive. Second, the semiconductors acquired from the US are used by Chinese
firms to produce other products, such as artificial intelligence, that are then sold worldwide
in competition with US Al firms. Since countries like the US and China exert their geoeco-
nomic power by threatening countries in the rest of the world with the withdrawal of access
to their respective technologies, this competition has two components. First, even in the
absence of geoeconomic threats, the downstream industries of each hegemon compete for
economic profits worldwide. Second, from the perspective of a country in the rest of the
world being threatened by a hegemon with a cutoff, the rival hegemon is the outside option.
For example, a country might not fear losing access to US technology if Chinese technology
were a viable substitute.

We show that hegemons choose to either accommodate or contain each other depending
on the relative substitutability and profitability of the exports that they can offer to the rest
of the world. A policy of containment, in which the US, for example, imposes export controls
on semiconductor sales to China and uses some of its power to induce countries in the rest of
the world to scale down purchases of Chinese downstream technology, is more likely to occur
when the two hegemons’ downstream technologies are closer substitutes and when China
is not a profitable customer for the US upstream industry. The substitutability matters
because it induces a motive for each hegemon to make the rival technology less attractive
to decrease the targeted country’s outside option. The interdependence upstream matters

because a policy of containment hurts the country imposing it more, the more profitable the



rival hegemon was as a customer.

Our model features two hegemonic countries populated by a downstream and upstream
sector as in Figure 1. The upstream sector sells inputs to the downstream sectors of both
hegemonic countries. The downstream sector of each hegemon sells its output to the rest of
the world. We assume that the downstream sector of each hegemon has an external economy
of scale so that it becomes more productive the more it produces. The rest of the world
consists of a continuum of homogeneous countries that produce using the inputs of both
hegemons.

Each country has a representative consumer and a representative government that max-
imizes its country’s welfare. The policy game takes place over two stages, the Beginning
and the Middle, while all production and consumption take place at the End. In the Mid-
dle, the two hegemons exert their power over the rest of the world. They do so, following
the framework of Clayton et al. (2026a,c), by threatening the other countries with loss of
access to the inputs (the downstream sector output) that they control. They demand that
countries in the rest of the world take a set of costly actions if they want to avoid being cut
off from the inputs. These costly actions take two forms: wedges and transfers. Wedges are
demands that the targeted country change its sourcing choices of inputs between the two
rival hegemons. Technically, they are wedges in the target country’s first order conditions in
production, the revenue of which is remitted lump-sum to the targeted country’s consumer.
These wedges help us capture a mix of taxes/subsidies or quantity restrictions that are
common in practice, such as US demands that other countries do not use Chinese telecom-
munication equipment. Transfers are paid by the targeted government to the hegemon and
can represent either direct monetary transfers, in-kind transfers, or political concessions.

Countries that are being targeted in the Middle stage decide whether to accept or reject
each hegemon’s contract (the set of threats and demands). We employ a Nash-in-Nash bar-
gaining approach, whereby each government accepts or rejects the contract of each hegemon
taking as given that it accepts the rival hegemon’s contract and the terms of that contract.
Geoeconomic competition arises in this context because in each relationship the outside op-
tion for the targeted country is the relationship with the rival hegemon. The Nash-in-Nash
structure allows for substantial tractability of the problem, but does not allow for the terms
of a hegemon’s contract to be set directly to influence the rival hegemon’s contract terms.
Instead, we capture the economics of influencing the terms of the rival hegemon’s contract
with the Beginning policy stage.

In the Beginning, both hegemons set in a Nash game an export wedge on sales of their
upstream industry to the rival hegemon. In doing so, they take into account the equilib-

rium effect in the Middle and End periods not only on prices, industries’ productivity and



profits, but also on geoeconomic power and the terms of the contract offered by the rival
hegemon. Importantly, the export wedges set in the Beginning are not revenue neutral and
each hegemon can use them to extract rents from the rival.

The two hegemons are interdependent and have a potentially profitable economic rela-
tionship with each other because they each produce in the downstream sector using inputs
from both the domestic and the rival hegemon’s upstream sectors. This economic relation-
ship gives rise to a standard terms-of-trade motive: each hegemon uses an export wedge to
exploit the finite elasticity of the rival hegemon’s demand for its upstream inputs. This is
a classic motive for trade policy and the foundation for optimal tariffs or export taxes to
maximize profits by increasing the relative price of exports compared to imports.

In a hegemonic setup, however, the terms of trade manipulation is not the only force. The
hegemon also pays attention to how the export wedge affects the inside and outside options
of the countries in its economic network (i.e., the hegemon’s power). If the two hegemons’
downstream sectors are relatively substitutable as inputs in the production function of RoW
countries, then each hegemon aims to contain its rival. The hegemon uses export wedges
to make the downstream industry of its rival less attractive to the targeted countries, thus
aiming to worsen their outside option. While this imposes direct losses on the profits of the
hegemon’s upstream industry that can no longer do as much (profitable) business with the
rival hegemon, it raises overall welfare (profits plus transfers) for the hegemon by increasing
its power over the targeted countries by more than the profits lost in its economic relationship
with the rival hegemon.

For sufficiently high substitutability, the hegemons switch to containment toward each
other. For example, the extent to which Chinese and US technology have become in recent
years closer substitutes contributes to the rise of symmetric containment policies. The US
restricts advanced chips exports to China, and China restricts exports of processed rare
earths and magnets to the US. In both cases, the aim is to impact the rival’s downstream
technology. More generally, this captures an increase in hegemonic competition whenever
an upcoming rival starts to approach the technological sophistication of the incumbent
hegemon, thus being able to serve as a viable outside option for the rest of the world.

In setting their export wedges towards each other, the two rival hegemons are taking into
consideration three effects: the classic terms-of-trade motive, the viability of the rival as a
passive outside option, and the influence on the rival’s geoeconomic policies. Geoeconomic
competition is this latter effect. For example, to build its own power, the US attempts to
induce China to do two things: (i) For China to scale down its containment policy towards
the US, and (ii) For China to scale down its attempts to resist US containment policy. In

practice, US policy aims to induce changes in Chinese policies that lower Chinese demands



that the rest of the world use more of Chinese goods and less of US goods. The presence
of stronger external economies of scale amplifies these policy decisions because they offer
greater leverage in manipulating the relative productivity of the rival hegemon.

For most of the paper, the objective function of each hegemonic government is to max-
imize its representative consumer’s welfare. However, we also allow for the possibility that
each hegemonic government also dislikes its rival having power. This helps us capture geopo-
litical rivalry between the two hegemons, albeit in reduced form. Heightened rivalry induces
the hegemon to pursue policies of containment even when they decrease its own consumer’s
welfare. This helps us capture mercantilist policies that seek to shift the power balance but
are overall zero- or even negative-sum.

We characterize how the welfare of the RoW countries is affected by geoeconomic com-
petition. The presence of a rival hegemon can help the RoW countries by providing them
with a better outside option, especially when the rival hegemons are using their power to
contain each other. Each hegemon is using some of its power to contain the rival hegemon,
but since their demands pull in opposite directions, from the perspective of the RoW coun-
try they partly offset each other. Similarly, each hegemon might use its policies to make
its industries attractive to the RoW country in an attempt to build up its own power. Yet,
since each hegemon is doing this, each hegemon is also providing the RoW country with an
attractive outside option vis-a-vis the rival hegemon, and hence improving the bargaining
position of the RoW country.

These forces capture historical episodes such as nonaligned countries during the Cold War
benefiting from competition between the US and the USSR. For example, Nasser’s Egypt
benefited by bargaining simultaneously with each Cold War hegemon that demanded Egypt
mostly form an economic and military relationship with them and not their rival. In present
times, these forces are again at play in many developing countries that are rich in mineral
resources. For example, the US and China are competing to secure a supply of minerals from
countries in the African Copper Belt. These countries, for example Zambia, are potentially
benefiting from being able to extract better terms and infrastructure financing from China
and the US who are putting forward competing offers.

In our model, however, the partial equilibrium effects above can be swamped by general
equilibrium considerations. As the two hegemons try to contain each other, they are affecting
the world production frontier. For example, each hegemon restricting the rival’s access to
its upstream goods lowers the efficiency of the world production frontier. To the extent
that the rest of the world countries suffer from this unwinding of the gains of globalization
for production, their welfare is lower. Intuitively, while all else equal these countries benefit

from the hegemons’ offsetting demands, these demands are also associated with the hegemons



destroying some of the world production efficiency as they compete with each other. The US
and China denying each other access to critical inputs can leave the rest of the world worse
off. Returning to the example of countries in the African Copper Belt, their welfare would
suffer if US-China competition were to impair the global production function sufficiently to
reduce overall demand for the minerals.

In order to characterize each hegemon’s sphere of influence, we generalize the model to
allow for heterogeneity in the rest of the world countries. Some countries for geographical or
cultural reasons have a more valuable economic relationship with one of the two hegemons.
We show that power is amplified in equilibrium with the endogenous emergence of a dominant
hegemon. Suppose that one of the two hegemons was ex-ante more likely to be powerful. For
a given exogenous difference, that hegemon uses its extra power to build more power. Each
country that agrees to shift its economic relationship toward that hegemon in turn provides
that hegemon with more power over other countries, thus amplifying its sphere of influence.
The dominant hegemon exploits this power externality in its favor, while its rival on the
margin finds accommodation more profitable. This allows us to capture the notion, all else
equal, that geoeconomic power tends to be concentrated endogenously in a few dominant

countries.

Related Literature. There is a deep literature in political science and in history on
great power competition, including in economic statecraft. Among many contributions, there
are notable ones by Hirschman (1945), Baldwin (1985), Kindleberger (1973), Krasner (1976),
Keohane and Nye (1977), Gilpin (1981), Kennedy (1987), Ikenberry (2001), Mearsheimer
(2003), Blackwill and Harris (2016), Walt (2018), and Farrell and Newman (2019). Waltz
(1979) emphasizes how economic interdependence interacts with anarchic and hierarchical
international orders.

This paper is related to an emerging literature in economics studying how multiple
hegemons compete in the economic and geopolitical sphere. Broner, Martin, Meyer and
Trebesch (2024) consider a model of spheres of influence in which two hegemons use trade
relationships to align a continuum of countries with their preferred geopolitical actions.
Meyer and Wesseler (2025) build a model of carrots and sticks being used by multiple
hegemons and confront it with data from the Cold War. Becko et al. (2025) consider
multiple hegemons using tariffs as a way to induce geopolitical alignment. Madsen and Prat
(2026) build a formal contracting model with multiple principals and a single agent and
apply it to geoeconomic competition. We build on our work in Clayton et al. (2026a,c).
The appendix of Clayton et al. (2026a) introduces a model with multiple hegemons but only

considers cases of full separability or perfect overlap between the two hegemons.



More generally there is a fast growing literature on geoeconomics including work by
Kleinman et al. (2024), Thoenig (2023), Antras and Miquel (2023), Fernandez-Villaverde et
al. (2024), Becko and O’Connor (2024), Liu and Yang (2024), Kooi (2024), Mattoo et al.
(2024), Alekseev and Lin (2024), Pflueger and Yared (2024), Egorov et al. (2025), Fernandez-
Villaverde et al. (2025), Mayer et al. (2025), and Fernandez-Villaverde et al. (2026).! We
also relate to the literature on how interdependence and war are related (Fearon (1995);
Powell (2006); Martin et al. (2008, 2012)).

The Nash-in-Nash protocol that we use is related to the theory of Horn and Wolinsky
(1988), and has been used to study trade agreements by Bagwell et al. (2020, 2021). The
linear-quadratic modeling in trade settings was prominently used by Melitz and Ottaviano
(2008) and Mayer et al. (2014), and by Bagwell and Staiger (2005) and Amador and Bagwell
(2013) to study optimal tariffs. The vertical structure that we study is related to the
literature in industrial organization on vertical integration and foreclosures (Hart and Tirole
(1990); Rey and Tirole (2007)). Many of the policy tools that we study also relate to their
classic analysis in the macroeconomics and trade literature that analyzed industrial, trade,
and capital control policies: Ottonello, Perez and Witheridge (2023), Bartelme et al. (2019),
Eaton and Engers (1992), Bagwell and Staiger (1999), Bagwell and Staiger (2001), Bagwell
and Staiger (2004), Grossman and Helpman (1995), Ossa (2014), Farhi and Werning (2016),
Costinot et al. (2014), Costinot and Werning (2019), Sturm (2022), Elliott and Jackson
(2025).

2 Model Setup

The global economy has two hegemonic countries, which are large and indexed by h €

2 There is also a unit

H = {US,CH}. We assume that the two hegemons are symmetric.
continuum of small open economies that are going to be the targets of hegemonic coercion,
which we denote m. We refer to these small open economies as Rest of World (RoW)
countries. Figure 1 provides a visualization of the global economy in this model.

Hegemon h has an upstream sector ej, with an endowment € > 0 of that sector’s good,
and a downstream sector dj that produces its own differentiated good. We denote the
prices of these sectors’ output p., and pp, respectively. Each RoW country n has a final
good producing sector that produces a numeraire final good, denoted f. The numeraire final
good is identical across countries. Each sector consists of a unit continuum of identical firms,

and hence we refer to a representative firm. Each country has a representative consumer

1See Mohr and Trebesch (2024) and Clayton et al. (2025b) for overviews of the literature.
?We study asymmetric hegemons in Section 5.
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Figure 1: This figure displays the global economic structure of the model.

and a government.

Rest of World Country n. Country n’s final goods producing sector produces the
numeraire final good out of the downstream goods d;, of each of the two hegemons. To
enable derivation of closed-form solutions, we assume production functions that give rise
to simple linear-quadratic profit functions (Melitz and Ottaviano (2008)). In particular, its
output is fn(z) = An D jcy Th, Wwhere = {x, } e is the vector of usage x5, which is the use
of sector dj’s good by sector n. In order to produce, the final goods producer needs to also
utilize the numeraire final good in the amount x5 = >3/ [Cun + 26n23] + Ky [Then Th-
The term (,, captures the efficiency of using downstream goods in production, for example
capturing transport costs. The final term on the right hand side captures nonseparability:
the hegemons’ downstream goods are separable if K, = 0, substitutes if K,, > 0, and
complements if K, < 0. Throughout the paper, we assume goods are weak substitutes,

K, > 0. The profits of a firm in sector n are?

1
II, = Z |:(An —Cn — ph)wh - 2/‘fn513}21:| - Ky H Th. (1)
heH heH
Country n’s representative consumer owns the final goods producers in her country and
consumes the numeraire consumption good only. The consumer’s budget constraint is Cy,y <

I1,,, and her utility for simplicity is Up(Cpy) = Cpy.

3We assume that x, > K, so that each firm’s optimization problem is convex.



Hegemon h. The downstream sector dj uses the upstream goods, e, and e_p, of both
hegemons in its production process. Throughout the paper, we use the notation —Ah to refer
generically to the rival hegemon. Parallel to the production structure in the RoW countries,
output is given by fy(lp,in) = Agq(ly + in), where I}, is the use of the domestic upstream
good ey and iy is the use of the imported upstream good e_p. In order to produce, the
downstream firm needs to utilize the numeraire final good in the amount z;,; = (*"l), +
¢rivaly, 4 %Hd(l,% —l—z%) + Kglpin — &Yy yn- Each downstream firm’s production process features
an external economy of scale at the sectoral level: the unit cost of production is declining
in aggregate sectoral production y;. The parameter £ > 0 captures the strength of the
economy of scale, with a value of zero corresponding to no economies of scale. We assume
K4 > 0 so that upstream goods are substitutes in downstream production. We simplify the
exposition by setting Ay = 1, so that [, and i, are interpreted as output produced by dj
using ej, and e_p, respectively. Since each individual firm is a price taker in the continuum

of firms in its sector, the profit function of a firm in sector dj, is*

g, (Inyin) = (pn + Eyp, — € = Payen, ) ln o)
e 1 . . 2
+ (pn + €y — € — pay e, )in — if‘fd(l% +1i7) — Kalpin,

where pg, ., denotes the price that firms in sector dj, pay for good er. We define “interde-
pendence” ¢ = (%" — ("™ which measures the attractiveness of foreign sourcing relative
to domestic sourcing: higher ( represents greater interdependence. We assume ¢ < 0, so
that importing is weakly more costly.

Hegemon h’s representative consumer owns the domestic upstream good endowment
and the domestic downstream sector, with profits II;,. The consumer has linear prefer-
ences, Up(Che,,; Cht) = DeChe,, + Chy over its own upstream good and the numeraire final
good. Therefore, the parameter p. pins down the domestic opportunity cost of utilizing the
upstream good ey, in downstream production rather than consumption, that is pe, = pe.”
The consumer’s budget constraint is pe, Che,, + Chy < pej€ + Ilg, . The government of h’s
objective function loads both on its representative consumer’s utility and (potentially) on a
vector of aggregate quantities z: Up(Che,,, Chf) + vn(2). The utility term vy (z) allows us to
capture direct geopolitical objectives like the desire to shrink an opposing hegemon’s sector,
or caring directly about the power of the rival hegemons. We set vj,(z) = 0 for most of the
paper, and activate this force in Section 4.1.

Profit maximization by the hegemon’s downstream sector combined with the equilibrium

4We assume that x4 > K, so that each firm’s optimization problem is convex.
5We assume that the endowment € is sufficiently large that the consumer is marginal at a positive
level of consumption.
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relationship y; = ¥, gives rise to a sectoral supply curve®
— 5 . = 3
ph—p—ayh+52[pdhek—pe] (3)
keH

where p = %(Cow” + ¢"val) 4, measures the baseline cost of production. o = & — ’ngKd
is the magnitude of the equilibrium response of the price to increases in output, and is
increasing in the external economy of scale £ and decreasing in the production curvature
kg + Kgq. We assume that o > 0, so that the external economy of scale dominates and the
price decreases in sectoral output. We define m, = A,, — {,, — p, which captures the unit
profits of country n from utilization of good h when downstream producer d;’s good price

is equal to the opportunity cost of upstream inputs and the price impact of output is zero.

Market Clearing. The market clearing conditions for the upstream and downstream
goods of the hegemons are I, +i_j, + Che, = €, and xj, = y;, for each h € H. Market clearing

for the numeraire final good follows from Walras’ law.

2.1 Geoeconomic Policy Game

The geoeconomic policy game unfolds with a timing structure summarized in Figure 2. In
the End, production and consumption occur as in the previous subsection. In the Middle,
each hegemon h offers a contract to the government of each country n in a Nash-in-Nash
game, and countries choose which contract(s) to accept. In the Beginning, each hegemon h
can set bilateral wedges in a Nash game on sales of their upstream and downstream goods,

and on imports of the rival’s upstream good.

6See the proof of Proposition 1 for the full derivation.



2.1.1 Hegemonic Contracting in the Middle

In the Middle, each hegemon h offers a contract to the government of each country n. We
focus on contracts of h that are symmetric across RoW countries. Following Clayton et
al. (2026a), hegemon h’s contract offered to the government of country n specifies demands
for two types of costly actions: (i) a required transfer T}, from country n’s government to
country h’s government; (ii) changes in downstream good purchases from each hegemon by
country n. We represent (ii) as revenue-neutral wedges 7, = {77*", T,’;i”“l } on the purchases
of downstream goods, with equilibrium revenues rj, = T,‘jw”a:;;—i-n:”“lx*_ p, remitted lump sum
to countries n that accept hegemon h’s contract.” The transfers capture revenue extraction
by the hegemon and in practice might be monetary, in kind, or a political concession.® The
revenue neutral wedges aim to influence the sourcing decisions of the targeted countries and
can include (dis)incentives to purchase inputs from one hegemon or the other.? For example,
the U.S. might ask a country to increase the purchases of its own goods and decrease the
purchases from China. To enforce its demands, hegemon h threatens to stop exports of
sector dj, to country n in the event that n rejects h’s contract.'”

We assume that the two hegemons offer contracts in a Nash-in-Nash game in the Middle
period. That is, hegemon h offers its contracts taking as given both the terms of hegemon
—h’s offered contracts and that each country n will accept hegemon —h’s offer. The Nash-
in-Nash contracting structure (& la Horn and Wolinsky (1988)) is a common simplifying
bargaining protocol also used in international economics by Bagwell, Staiger and Yurukoglu
(2020, 2021) to study tariff negotiations. It allows each hegemon to internalize the effect of
its offer on the equilibrium, but not on the offer of the rival hegemon. This simplifies the
analysis by smoothing out the best response of h, which otherwise might involve offers that
induced the target to reject —h’s contract. However, it does not allow country n to reject
both contracts.!! This set-up does not allow for the possibility that one hegemon offers a
contract with terms that are contingent on the targeted government accepting/rejecting the

rival hegemon’s contract, or with specific terms that are contingent on the terms offered by

"The subscript identifies the hegemon imposing the wedge. The superscripts own and rival
identify purchases of that hegemon’s downstream good and the rival hegemon’s downstream good.

8In principle we also allow the transfers to be negative, i.e. a payment to RoW countries.

9The revenue-neutral wedges can capture Pigouvian taxes and quantity restrictions (e.g., Clayton
and Schaab (2022)) and are common in the macroprudential policy literature (Farhi and Werning
(2016)). Such instruments capture many government policies such as industrial policy and trade
policy. Given the rebates, the wedges most closely resemble quantity restrictions.

0Because the target of threats (a government of a small open economy) is infinitesimal in global
markets, exclusion of that country from purchasing hegemon h’s inputs does not change the equi-
librium. Hegemon A is willing to punish the individual infinitesimal government because it loses no
value by doing so.

1 This means that country n can in principle be worse off than under autarky.
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the rival hegemon. On the other hand, we employ the timing structure to instead allow each
hegemon in the Beginning period to set policies that, while invariant to whether targeted
countries accept or reject contracts in the Middle period, take into account the effects on the
terms of the contract offered by the rival hegemon in the Middle period. This set-up balances
analytical tractability with capturing the strategic interactions between the hegemons that

are important for the economics of the model.

Participation Constraints of Country n. Country n receives contracts that are
offered by both hegemons. Given the Nash-in-Nash structure, n separately decides whether
or not to accept the offer of each hegemon h, taking as given that it accepts the offer from
hegemon —h. This results in two participation constraints, one for each hegemon.

If n accepts both offers, it achieves value V,(7) — >,y Th, where

Vo(7) = max Iy(x) = > (7" + 770wy + Y i, (4)
’ heH heH

where 7 = {73, }hep is the vector of both hegemons’ wedges. If instead country n rejects h's

contract (while accepting —h’s contract), then it achieves value V.0(7_p,) — T_},, where

V(o) = s Ta((0,22,)) = 724" 4. (5)
We use the superscript o to denote outside option values when country n has rejected the
contract offered by hegemon h. For example, 2, denotes the usage by country n of the
downstream good of hegemon —h when n has rejected hegemon h’s contract; hence we write
the vector of inputs as (0,2, ) because n has been cut off by hegemon h.
The participation constraint of country n in its contracting relationship with hegemon
his given by V(1) — > 5coy Th = Vi) (7—1) — T—p, which simplifies to

V() = Th > V(1) (6)

The participation constraint with hegemon —h follows the same symmetric derivation.
Hegemon h’s Mazximization Problem in the Middle. Hegemon h takes as given the con-

tracts offered by hegemon —h and that they are accepted, and chooses its contracts to

maximize its final payoff, Uy, (Che,,, Chs) +vn(2) + T}, subject to the participation constraint

(equation 6) and to the determination of the equilibrium in the End.!?

1280 that the hegemon’s contracting problem is convex, we assume that &, — o — & > 0 and that
(kn — & —0)(kn —0)? — K2k, > 0. We assume the model parameters are such that the stability
condition (k, —0)(k, —o —&) > Kk, holds. Since each hegemon takes the rival hegemon’s revenue

11



2.1.2 Hegemon /’s Problem in the Beginning

In the Beginning, hegemon h can impose on its own firms: (i) a bilateral wedge 67 on sales
of its upstream good to the rival hegemon’s downstream sector; (ii) a bilateral wedge 6}, on
sales of its downstream good to country n; (iii) a bilateral wedge T,Zfl”“l on dp’s purchases
of the rival’s upstream good.!> The wedge revenues are remitted lump sum to hegemon
h’s representative consumer. Given the production functions, at the firm level there is full
passthrough of the wedges into the export prices. Therefore, the aim of these wedges from
the perspective of the hegemon is both to raise revenue from the rival hegemon and to affect
the production of the downstream sector of the rival hegemon that faces higher input costs
as a consequence. The hegemon chooses its wedges to maximize its final payoff, internalizing

the effect of its wedges on the contracting problem in the Middle.'*

2.2 Equilibrium Characterization

We construct an equilibrium in which at each point in time, each agent’s optimization
problem yields an interior solution, taking as given the interior optimization solutions of

other agents.'> All other allocations are determined given these wedges.
Proposition 1 In equilibrium, an optimal set of wedges of hegemon h in the Beginning and
Middle is given by

T}(l)wn = *Bﬂﬂ-n - ﬁ(g; T}:ival = YnTn — ’YCC; (7)

szal = NaTn + nCC; (8)
and 07, = T,Cffal = 0, where the scalar loadings are defined in the proof.

The simple linear quadratic structure of the global economy allows for a concise characteriza-
tion of the equilibrium in terms of key optimal-policy wedges. The rest of the paper derives
theoretical results about these optimal policies and the resulting allocations and focuses on

explaining the underlying economic mechanisms.

remissions as given in the best response problem, an off-equilibrium deviation by one hegemon to
offering an alternative contract can generate nonzero net revenues for the rival hegemon. We assume
that such revenues are remitted lump sum to that hegemon’s representative consumer.

13Tt is without loss of generality to abstract from bilateral wedges on sales of ey to dj,.

141n the proof of Proposition 1, we provide parameter restrictions such that the hegemon’s opti-
mization problem is convex and the stability condition holds.

15Tn practice, this means that we restrict to parameters such that the allocations at the inside and
outside options are positive, Iy, i, 2p, 22, > 0 for h € H. In particular, we focus on parametrization
such that the interior equilibrium constructed by Proposition 1 exists over a positive range 0 < K,, <
k for k > 0.
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3 Power: Containment or Accommodation

We show how the two hegemons optimally use the combination of Beginning and Middle
wedges to trade off economic rents earned from sales to their competitor against competition
in the geoeconomic sphere. Power competition gives rise to two possible policy regimes: a
regime of containment, in which each hegemon uses its policy instruments to build its own
power by lowering its rival’s attractiveness; and a regime of accommodation, in which the
hegemons focus on earning economic rents and promote each other’s attractiveness to the

rest of the world.

Power. We define the power of hegemon h over country n to be the maximum slack in

the participation constraint of that country vis-a-vis that hegemon, taking as given all other

aggregate quantities and prices, as well as the rival hegemon’s policies,'6

2
1 <’€n(An —Cn — pnh) - Kn(An —Cn — p”v—h))

Powery, = V,,(0,7_p) = V.2 (1_p) = — , (9)
2k, K2 — K2

where p,;, = pn +7{i;j“l and p, _p = p_p + 725" are the prices faced for the two downstream

goods by the producers in the RoW country, accounting for the rival hegemon’s wedges. This
is Micro-Power, as introduced by Clayton et al. (2026a), and captures the maximal private
value of costly actions that the hegemon h can demand of country n before its contract is
rejected. In making this assessment, country n takes as given all equilibrium aggregates,
including its outside option with the rival hegemon. In political science and in international
relations, this resonates with the notion of relational power: “A has power over B to the
extent that he can get B to do something that B would not otherwise do” (Dahl (1957)).
Power grows disproportionately in the gap between the value for the producers in coun-
try n of using hegemon h’s downstream good dj, compared to the value of using the rival
hegemon’s downstream good d_j. Those values are captured by the terms A,, — (;, — pun
and A, — ¢, — Pn,—n, which are the unit profitabilities of using each type of input. Power
decreases the more the two inputs are substitutes, that is an increase in K,,. Considering a

symmetric configuration with p,; = p, 5, then power comparative statics in K, are driven
(H’ﬂ_K")Q _ kn—Ky

K)%—KEL - Hn+Kn’
the two inputs are perfect substitutes (the limit of K,, 1 x,). This nonlinearity of power, as

by the ratio

which decreases in K, and converges to zero power when

in Clayton et al. (2026¢), plays an important role in geoeconomic competition because a rival

hegemon might be a small source of economic rents (i.e. not a profitable direct customer),

16The proof of Proposition 1 derives equation 9.

13



but still undermine much of the geoeconomic power in its role as the targets’ outside option.

Having characterized power, we now characterize optimal policy of the hegemon.

Optimal Policy in the Middle. The optimal wedge that hegemon h demands on

country n’s purchases of the rival hegemon’s downstream good d_j, is given by!”

. 1 .
ml = S (et — ). (10)
| S —

Economic Profits Building Power

This traces hegemon h’s best response, taking as given not only the wedges set in the
Beginning, but also the wedges demanded by the rival hegemon in the Middle. The first term,
—%Hzi”“l, takes into account that if hegemon h subsidizes purchases of the rival hegemon’s
downstream good in the Middle, that indirectly boosts the demand for h’s upstream good.
If in the Beginning hegemon h had imposed an export markup, Hzi”“l > 0, on sales of its
upstream good to the rival hegemon’s downstream sector, then the extra demand for its
upstream good generates economic profits for h’s upstream sector. This force helps us to
capture a traditional rationale for boosting the demand for other countries’ goods insofar as
those sectors are dependent on upstream goods that the hegemon’s economy supplies.

The crucial force in our model is captured by the second term, 2%, — x_j, that traces
how the hegemon manipulates the inside and outside options of the RoW countries in order
to build power. The term x_j is country n’s use of hegemon —h’s downstream good at the
inside option, while the term 29, is country n’s use of that same good at the outside option
in which it has rejected hegemon h’s contract and been cut off from purchasing good dp,.
Therefore, x%, —x_j, is the gap in use of good d_j by country n at the outside versus inside
options in its contracting relationship with hegemon h.

Hegemon h, in offering its contract to each RoW country, takes into account the effect of
the demanded costly actions on the power it has on all other countries. Following Clayton
et al. (2026a), the hegemon is building Macro-Power by manipulating the equilibrium in
its favor. Under the hegemon’s optimal contract, a marginal increase in its demand that
the RoW country use less of the rival hegemon’s inputs changes power over all other RoW
countries by

OVa(T) = Viy (1)l Op—n

- = (22 =)

- Dh _ (o
Op_n 0z _p,

do s %y — x_p)o. (11)

This highlights the nonlinear nature of power. As hegemon h demands that each RoW

country shrinks its usage of the rival hegemon’s inputs, not only does it build power over

I"For the derivation of this optimal policy see the proof of Proposition 1.
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the RoW countries because their outside options worsen faster than their inside option, but
it increases the marginal value of further shrinking the usage of the rival hegemon’s inputs.

Each RoW country accepts the hegemon’s demands taking as given the values of all
aggregates and prices (Micro-Power), but as all RoW countries lower their usage of the rival
hegemon’s downstream sector, that sector becomes less productive (aggregate economies
of scale kick in reverse). A less productive rival hegemon lowers the outside option of all
RoW countries. This aggregate effect, operating through equilibrium prices and externalities

(note gﬁ :Z = —0) is the origin of the hegemon’s Macro Power. Our geoeconomic framework

features a Power Externality since countries accept the hegemons’ contracts without inter-
nalizing that the actions they acquiesce to affect how much power the hegemons have over
other countries.'® In political science and international relations, it resonates with notions
of structural power in which a hegemon shifts an entire equilibrium environment in its favor
(Strange (1988)).

Equation 11 characterizes the building power motives in the optimal wedge described by
equation 10.1” The last term in equation 10 traces the effect that changes in the equilibrium
have on hegemon h’s power over RoW countries. If equilibrium price amplification is shut
down (o = 0), then the optimal wedge reduces to Tgi”al = —%9}7”‘”. In this special case, the
hegemon purely aims to extract mark-ups from the rival hegemon while not distorting the

production of RoW countries.?’

Optimal Policy in the Beginning. We next build intuition on the incentives of
each hegemon in setting the export wedge in the Beginning on sales to its rival, focusing in

particular on how anticipation of geoeconomic competition between the two hegemons affects

18The power externality is related to public versus private offers by a principal facing multiple
agents with externalities (Segal (1999)).

9Tn the proof of Proposition 1, we show that the optimal wedge on country n’s purchases of the
hegemon’s own good is 77" = —&yy, which is a standard policy motive to subsidize a sector with
an external economy of scale.

29The broader economic insights of the paper, however, do not strictly require the presence of
external economies of scale (£ > 0). Many of the effects would arise in a configuration of the model
with no external economies of scale, and in which equilibrium amplification happens via prices and

market clearing. In our setup, this corresponds to cases in which o < 0.
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the desired export wedge. The optimal ex-ante wedge of hegemon h can be decomposed as>!

Terms of Trade Direct Geoeconomic Competition
/ N own rival
grivat — L L (O o O e 2 O ()
h - e Oi_p, 802%’11@1 —h —h ae}rlival —h —h 802ival h :

- rival
07

Building Power
(12)

The first term on the right hand side is the direct effect of the export wedge and the incentives
mirror those of equation 10 for the wedges in the Middle. An increase in hegemon h’s export
wedge impacts the profits it extracts from the downstream sector of the rival hegemon in

two ways: positively on the infra-marginal units ¢_; and negatively on the marginal unit

(%). This gives rise to the standard terms of trade term of the optimal tax formula,
h .

set to the inverse semi-elasticity of foreign import demand, e€_j = —ﬁ 831;,};1. The terms
- h

of trade manipulation via an export tax is reminiscent, via Lerner (1936) symmetry, of the
motive for an optimal tariff, a tax on imports (Johnson (1953)).22 In both cases the aim of
the optimal tax is to increase the relative price of exports compared to imports.

The term labeled “Building Power” is the motive arising from offensive geoeconomic
policy, to build power over RoW countries. The term labeled “Direct” parallels the power
building motive in the Middle, while making use of a different policy instrument: a higher
export wedge in the Beginning directly raises the price of the rival’s good, and all else equal
builds power when h is containing its rival (z, — x_j, > 0). This term would be present
irrespective of whether the country —h is a competing hegemon or a passive outside option.
Indeed, Clayton et al. (2026¢,a) characterize this term to show how optimal trade policy
changes beyond the classic terms-of-trade manipulation result in the presence of geoeconomic
considerations.

The term labeled “Geoeconomic Competition” captures forces specifically arising from
geoeconomic competition. Hegemon h takes into account that a higher export wedge in the
Beginning will impact the wedges set by the rival hegemon in the Middle, which affects the
hegemon’s ability to build power. Hegemon A aims to always reduce the rival hegemon’s
containment policy (the last term in equation 12), and how much the rival fights the contain-
ment policy of hegemon h (the second to last term). Both power building motives are scaled

di_p, 1

. . . . -1 _1
by the inverse demand response of d_j, T = 2Ky

sector is able to divert expenditures due to high substitutability (K; T kq), the building

When the rival’s downstream

power motive is more muted.

21See the proof of Proposition 1.
22Gee Ossa and Redding (2026) for a modern review.
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Containment and Accommodation Policy. We define containment policy to be
attempts by hegemon h to build power by making the rival hegemon less attractive. For-
mally, these are captured by the term (2°, — x_;) and we define shorthand notation for

total containment marginal incentives tj, = 2%, — x_j. Rearranging equation 10, we have

t = ;(T}Cival n ;HZi”“l>. (13)
Total containment measures how much hegemon h depresses use of the rival hegemon’s
downstream good by country n, relative to the outside option. It optimally does so in two
ways: in the Beginning by imposing an export mark-up to the rival hegemon’s downstream
sector 492“’“1 > 0, and in the Middle by using its power over RoW countries to demand that
they shrink their usage of the rival hegemon’s input. A positive value of t;, means that
hegemon h has depressed use of the rival’s good relative to the outside option, and we refer
to this as containment. A negative value of t;, means that hegemon h has promoted use of

the rival’s good relative to the outside option, and we refer to this as accommodation. For

the rest of the paper we characterize the equilibrium values of the containment policy tp,.23

4 World Configurations and RoW Welfare

In this section we focus on how key forces (parameters) affect the equilibrium containment
policy and the welfare of the rest of the world. We focus on four forces: (i) the substitutability
between hegemons K,; (ii) the interdependence between the hegemons (; (iii) the strength
of the economies of scale £; (iv) the strength of direct geopolitical rivalry. For each force we

provide both a graphical illustration and a proposition characterizing the generic effects.

The Role of Substitutability. We start by exploring the role of substitutability of the
two hegemons’ downstream goods in production in the RoW countries. The parameter K,
in the RoW final good producer’s profit function (equation 1) controls how substitutable the
inputs provided by the two hegemons are and, therefore, influences how good of an outside
option each hegemon is for its rival from the perspective of RoW countries. The following

proposition characterizes how substitutability affects total containment, all else held fixed.?*

Z3The signs of the two subwedges 777 and 077 are not necessarily the same as ¢, since as we
discussed they target related but distinct policy motives. For example, even in containment T}Z“’“l
might overall be negative due to the economic profit force as in equation 10.

24 As discussed in the proofs, for both Proposition 2 and 4 some of the described regions can be

empty.
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Proposition 2 There is a threshold K,, > 0 such that the hegemons accommodate each
other (t, < 0) if K, < K,, and contain each other (t;, >0) if K, > K.

Proposition 2 shows that at low levels of K,, the two hegemons accommodate each other
by setting ¢, < 0. Figure 3 illustrates these properties graphically. The 3D plot in the
left panel has substitutability on the vertical axis and indeed shows that, holding constant
other parameters, the hegemons switch to containment at sufficiently high K,. The two
contour plots on the right hand side further illustrate the point while keeping constant one
of the other two parameters. To build intuition, consider the case of K, = 0, so that
the two hegemons’ inputs enter separably in the production of RoW countries. In this
case, geoeconomic competition forces are muted because, holding the effective price of one
hegemon’s good fixed, the contribution of the rival hegemon’s good cancels between the
inside and outside option values in the definition of power (equation 9). Each hegemon
focuses on extracting export rents. They do so by accommodating each other: boosting the
demand for the rival hegemon’s good by the RoW countries (T,’f“al < 0) while extracting a
markup by charging the rival an export wedge (02’”‘” > 0).%°

As K, increases the two hegemons start to face more competition from each other in
terms of being better outside options vis-a-vis one another. When the two hegemons’ goods
are sufficiently substitutable with each other, this latter force dominates and the hegemons
optimally switch to containing each other. The contour plots in Panels (b) and (c) of
Figure 3 illustrate the corresponding threshold values of K, as those that are associated
with ¢; = 0 (the black solid line). Containment is implemented in two different ways. First,
it pushes the hegemon to set export wedges that are higher than those that would have
simply maximized the direct rents extracted from the rival hegemon’s downstream sector.
Higher export wedges are driven by the desire to shrink the rival hegemon’s downstream
sector, thus making it less productive and therefore less attractive as an outside option for
the RoW countries. As an example, this captures US export controls on advanced chips that
are far stricter than those that would have simply maximized the US chip-makers’ monopoly
rents and are instead aiming to shrink China’s Al industry and lower its productivity so
that China cannot offer the rest of the world high quality AI models as an alternative to US
ones. Second, containment, for sufficiently high K, also takes the form of hegemon h using
its power over the RoW countries to demand that they use less of the rival hegemon’s goods.
The hegemon here aims to further lower the productivity of the rival hegemon by shrinking

the demand for its products. As an example, this captures US demands that countries in

25Indeed, Proposition 1 shows that at K, = 0 accommodation takes the form of a subsidy on
purchases of the rival hegemon’s good in the Middle in order to maximize rent extraction via a
positive export wedge set in the Beginning.
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Figure 3: Total Containment: Substitutability, Interdependence, and External
Economies of Scale
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Notes: This figure plots total containment ¢;, in the symmetric equilibrium as the substitutability
of the hegemons’ goods K, interdependence (, and the external economy of scale £ vary. Positive
values (red) are containment and negative values (blue) are accommodation. In panel (a), each circle
is one combination of the three parameters: its size is the magnitude of ¢; and its color is the sign.
Panels (b) and (c) plot contours of ¢, on two slices of panel (a), holding £ and ( fixed respectively.
The thick line is ¢, = 0, where the hegemons switch between accommodation and containment. The
color scale in panel (a) applies to the contours in panels (b) and (c).

its sphere of influence rely less on Chinese Al models and more on US models.

The Role of Interdependence. The trade-off between economic profits from trade
and power building is at the core of each hegemon’s decision to contain or accommodate
its rival. The next proposition shows how greater interdependence alters the hegemon’s

containment policy.

Proposition 3 Total containment is decreasing in interdependence, that is ‘g—g < 0.

26Formally, an all-else-equal increase in interdependence ¢ comes from a perturbation d¢ow" =

—d(¢"™! > 0, so that cost p does not change.
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Intuitively, greater interdependence makes foreign sourcing more attractive relative to
domestic sourcing. All else equal, as the rival hegemon’s downstream sector relies more on
imported upstream goods, the economic profits that hegemon h can earn from exports of
its upstream good rise. This leads hegemon A to shift toward accommodation of its rival.
Figure 3 illustrates this property in Panels (a) and (b). As interdependence increases, the
hegemons move more toward accommodation (larger blue dots in Panel (a)).

As interdependence rises for both hegemons, as in this symmetric model, both reduce
containment of each other. The basic intuition is that each hegemon is becoming a bigger
customer for the other, and a big customer is all else equal not worth containing as much
because containment would cause too large a loss of economic profit. An example is US chip
makers’ arguments that export controls should be lowered because the Chinese market is a

very profitable market segment for these US companies.

The Role of External Economies of Scale. We turn next to the role of economies
of scale £&. As the proposition below makes formal, the economies of scale amplify the

underlying decision to contain or accommodate in the first place.

Proposition 4 There exist thresholds Ky, K, such that: If K, < Ky, then t;, < 0 and
Yo < 0; If Ky > Ky, then ty, >0 and 92 > 0.

The external economies of scale’s amplification of the decision to contain or accommodate
is illustrated in Figure 3 Panel (c), in which higher values of £ increase the magnitude of ¢,
at high and low values of K,. The intuition is that higher economies of scale amplify the
strategic motives of each hegemon to build more power, that is both hegemons focus more
on Macro Power. Endogenous amplification of power is an important force in at least two
respects. First, as we study in Section 5, it will play a role in determining the endogenous
emergence of hegemons and spheres of influence. Second, the world economy has become
structurally more dependent on sectors with large production externalities, not just in terms
of economies of scale, but also in terms of strategic complementarities and network effects.
Examples include payment systems, information services, digitally delivered platforms, as
well as scale in physical infrastructure for both Al and transport. These externalities amplify
the strategic incentives of the hegemons, who push harder on the policy levers in an attempt

to shift the world equilibrium in their favor.

4.1 The Role of Geopolitical Rivalry

In this subsection we explore the role of direct geopolitical rivalry between the two hegemons.

We do so by studying objective functions of the hegemons’ governments that directly put
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negative weight on the Micro-Power of the rival hegemon. We do so by making use of
the separable component vy, (z) of the hegemon’s objective function that we introduced in
Section 2 but have so far set to zero. Formally, we specify v, (z) = —p/Power_y,, with p > 0
and where Power_j, is the rival hegemon’s Micro-Power as in equation 9. Therefore, each
hegemon’s government now maximizes an objective function that has both the domestic

consumer welfare and the geopolitical rivalry,
Un(Chey,> Chf) + vn(2) = peChe,, + Chy — pr/Power_p,.

While the term vy, (2) is reduced-form and ad-hoc, it helps us to capture a direct element of
geopolitical rivalry. For example, Mattoo, Ruta and Staiger (2024) extend the classic work
of Bagwell and Staiger (1999) on trade negotiation by allowing for a disutility term on the
rival hegemon’s welfare. Having the hegemons place direct dis-utility on the Micro-Power of
their rival emphasizes the ability of the rival to demand costly actions, including transfers
or geopolitical concessions, or to counteract h’s own demands for costly actions. While the
specification of vy, is ad-hoc, it keeps the focus of our model on power and how hegemons
optimally wield it. The Proposition below shows that an increase in the geopolitical rivalry,

a rise in p, leads hegemons to increase their total containment.?”

Proposition 5 Total containment is increasing in the geopolitical rivalry, that is Cg—;‘ > 0.

Figure 4 is analogous to Figure 3, but now plots the equilibrium containment policy
as a function of geopolitical rivalry p rather than the external economies of scale £&. The
effect of rivalry on containment is visible on all three panels, as bigger and deeper red dots
or areas correspond to more containment at a higher level of rivalry. Intuitively, rivalry
pushes the hegemons to pursue containment even when it is bad for their representative
consumer (and the domestic firms it owns), as long as it directly shrinks the power of the
rival hegemon. This term embeds in our model some aspects of the mercantilist zero-sum

(or even negative-sum) logic that often surfaces in international relations.

Three World Configurations: USSR-US Cold War, US-China 1990s, US-
China 2026. We find it useful to use the model to make sense, at least at a broad level,
of major economic configurations of the world economy since the last world war. This helps
us illustrate the model, and offers a lens to view the economic history and its relevance to
today. Figure 5 is analogous to Figure 4 but focuses on three specific examples.

Consider first the era of the Cold War between the US and the USSR. We think of those
two hegemons as having: (i) high rivalry (high p), (ii) low interdependence (low (), and (iii)

27 Appendix B.1 re-derives the optimal wedges and presents proofs for results of this subsection.

21



Figure 4: Total Containment and Geopolitical Rivalry
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Notes: This figure plots total containment ¢; in the symmetric equilibrium as the substitutability
of the hegemons’ goods K, interdependence ¢, and geopolitical rivalry p vary. The model without
geopolitical rivalry is the case p = 0. Positive values (red) are containment and negative values
(blue) are accommodation. In panel (a), each circle is one combination of the three parameters:
its size is the magnitude of t;, and its color is the sign. Panels (b) and (c) plot contours of ¢, on
two slices of panel (a), holding ¢ and K, fixed respectively. The thick line is ¢}, = 0, where the
hegemons switch between accommodation and containment. The color scale in panel (a) applies to
the contours in panels (b) and (c).

a relatively low level of substitutability (relatively low K,). Indeed, over this period the US
and USSR had little trade between each other, and neither relied heavily on inputs sold by
the rival. The two countries were essentially not economically interdependent (Mastanduno
(1992)).2% The military and power rivalry arose from both a deep philosophical difference on
the setup of their societies, communism versus capitalism, as well as security concerns in this
new nuclear era (Thompson et al. (2022)). It is less clear whether the two hegemons were
substitutable in production, with probably more substitutability in heavy military industries

than in consumer goods. Figure 5 shows that this configuration leads to a heightened policy

Z8See also Gopinath et al. (2025).
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of containment between the hegemons. The policy is driven by the very high level of rivalry,
which is not mitigated by a loss of a potentially economically profitable relationship between
the two hegemons. The low level of substitutability does not accentuate the incentives to
contain, which come predominantly from the rivalry itself.

Consider second the relationship between the US and China, as two potential hegemons,
in the 1990s. China at the time was a developing nation, still recovering from the Cultural
Revolution, and opening up to world markets. The low level of development in China, and
the availability of cheap labor, meant that it offered a potentially profitable opportunity for
trade with the US. China would import relatively advanced goods and export basic manu-
facturing, as in a Ricardian trade view (Schott (2008)). The US and China also appeared to
be on a relatively friendly trajectory with respect to geopolitics (Fan et al. (2026)). Indeed,
many economists thought that accommodation might lead to more ideological alignment
(149 U.S. Economists (2000)). We think of this configuration as having: (i) low rivalry (low
p), (ii) high interdependence (high (), and (iii) a relatively low level of substitutability (rel-
atively low K,,). Figure 5 shows that this configuration leads to a policy of accommodation.
The hegemons focus on boosting each other up economically to maximize the rents that
they can extract given the high level of interdependence. The fact that the two hegemons
are not good outside options for each other means that geoeconomic competition motives
are muted. Similarly, the low geopolitical rivalry leaves the two hegemons free to engage in
positive sum policies as long as each benefits.

Consider last the relationship between the US and China today, in 2026. The major
changes since the 1990s are that the geopolitical rivalry appears to be intensifying, p is now
higher, and that China with its higher level of production sophistication is now a closer
substitute, higher K, for the US than it was in the 1990s (Fan et al. (2026); de Soyres
et al. (2025)). On the other hand, economic interdependence is still high even if it has
likely changed nature, resembling more a world of specialization. Figure 5 shows that this
configuration leads to a policy of medium containment. Both the increase in rivalry and the
increase in substitutability push toward containment, one for direct power reasons and the
other because of geoeconomic competition. However, these effects are counteracted by the
two hegemons having an interdependent economic relationship.

We do not want to push these big picture illustrations too far, given the simplicity of the
model and the obvious need to refrain from taking such calibrations too literally. Yet, these
illustrations offer a theory-based way to think about major historical configurations of the
world order. For example, they caution against using the Cold War as a guiding historical
example for the present situation. A more apt historical analogy would be the Great Power

competition between England, France, Germany, and Russia in the period from the 1870s
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to the First World War. These powers were interdependent during a wave of globalization
of world goods and financial markets that most closely resembles the world after the Cold
War. They also had a varying degree of geopolitical rivalry and, being all developed nations

to some degree, a relatively close substitutability.

Figure 5: Three World Configurations
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Notes: This figure places three configurations of the world in the space of Figure 4: substitutability
of the hegemons’ goods K, interdependence (, and geopolitical rivalry p. The U.S.—Russia Cold
War combines low interdependence, high rivalry, and low substitutability. U.S.—China relations in
the 1990s combine high interdependence, no rivalry, and low substitutability. U.S.—~China relations
in 2026 combine high interdependence, moderate rivalry, and high substitutability. The dashed lines
trace each configuration’s position on the three axes. The size of each marker is the magnitude of
total containment t; at that configuration and its color is the sign, red for containment and blue for
accommodation. The faded circles reproduce panel (a) of Figure 4.

4.2 Welfare of Rest of the World Countries

We next turn to how competition between the hegemons affects the welfare of RoW countries.
We focus on how escalations in geopolitical rivalry (a rise in p) affect welfare.

Using the participation constraint with respect to hegemon h, the welfare of RoW coun-
try n is given by its outside option in its contracting relationship with hegemon h, that is
Wy, = Vo(r_p) — T_4.2Y Importantly, this outside option depends on the contract being
offered by hegemon —h, including the transfer extracted. Using the participation con-

straint of RoW country n in its contracting relationship with hegemon —h to substitute out

29The contract between a hegemon and a RoW country shares features of a two part tariff (Oi
(1971)), since it has both a price component (the wedges) and a lump sum transfer. The hegemon,
however, here uses the two parts not only to extract surplus from each country, but to manipulate
the gap between the inside and outside option of all other countries. The ex-ante wedges between
the hegemons do not share this feature since there are no lump-sum transfers between hegemons.

24



—T_, = V2(m,) — Vi(7), we write the RoW country’s welfare as the sum of its two outside
options (one with each hegemon) net of its inside option, Wy, = >, 4, Vi2(7-p) — Va(7).
Intuitively, the welfare of country m increases with the value of its outside options, and
the inside option is subtracted to account for transfers that each hegemon extracts.3? The

following proposition characterizes how changes in the rivalry p affect welfare.

Proposition 6 RoW country welfare is strictly concave in p, that is dzzg" < 0. If the two

hegemons are accommodating each other, that is tp, < 0, then welfare is strictly increasing

in p, that is dg\;" > 0.

RoW welfare is concave in rivalry, as illustrated in Figure 6. Panel (a) shows the concave
shape of W, in p, holding fixed the values of substitutability and interdependence, so that
welfare is at first increasing in the rivalry before eventually declining when the rivalry gets too
strong. The black dot marks the rivalry level that maximizes RoW welfare, which we denote
p*. The gray surface in Panel (a) plots the set of p* for different values of substitutability
and interdependence. The second part of Proposition 6 highlights that the threshold p*
always lies in the containment regime: if the two hegemons are accommodating each other,
then an increase in rivalry necessarily increases RoW welfare.

Intuitively, concavity arises from two competing effects on RoW welfare. On the positive
side, as the rivalry escalates, each hegemon both promotes its own good and contains its
rival’s good. These opposing demands partially offset each other, and each hegemon depletes
some of its own power in trying to contain its rival, leaving RoW countries with relatively
higher outside options. This captures the notion that hegemons waste some of their power in
demanding opposing actions to the benefit of RoW countries’ bargaining positions. Recent
examples include the US and China competing over mineral resources in Africa, with each
hegemon demanding that the minerals be sold preferentially to itself and not the rival (e.g.
the Lobito Corridor US-driven project to secure minerals from Africa’s Copper Belt, and
the competing TAZARA railway project from China with similar aims). Historically, this
also captures the benefits to Nasser’s Egypt of offsetting demands and competition between
the US and the USSR during the Cold War.

However, the same containment policies of each hegemon from the escalating rivalry
(Proposition 5) also induce a loss in efficiency of the hegemons as each rival tries to shrink

the other. The loss in efficiency manifests in a higher effective price of the goods that the

39Note that in principle RoW welfare in this model can be negative. It is a consequence of the
Nash-in-Nash bargaining protocol in which the country does not consider deviating to accepting
none of the two contracts offered by the hegemons. We took a simple but extreme case in which the
two hegemons have all the bargaining power, since they make take-it-or-leave-it offers. Appendix
B.3.2 relaxes this assumption.
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hegemon sells: d[p%;gwn] > 0. The higher prices lower the welfare of the RoW countries by

increasing the cost of production. Once the rivalry p is sufficiently large, the loss of economic

efficiency dominates, and RoW countries are made worse off by further escalations.

Figure 6: Rest of World Welfare and Geopolitical Rivalry
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(a) Welfare curves and the p* surface (b) Where more rivalry raises welfare

Notes: This figure plots the welfare of RoW countries W,, as the substitutability of the hegemons’
goods K, interdependence (, and geopolitical rivalry p vary. In panel (a), each curve plots W,
against p at one level of interdependence, holding K,, fixed. Each curve is drawn above the dashed
line at its own values of K, and (, in rescaled units. Welfare is hump-shaped in rivalry, and the dot
marks the welfare-maximizing level of rivalry p*. The surface plots p* across all values of K, and (.
In panel (b), each circle is one combination of the three parameters, and its size increases with W,,.
Green circles lie on the side of the p* surface with p < p*, where an increase in rivalry raises RoW
welfare. Orange circles lie on the side with p > p*, where an increase in rivalry lowers RoW welfare.

Intuitively, as the two hegemons’ rivalry becomes very high, the hegemons turn to mer-
cantilist policies that destroy the total size of the pie (the world economy’s production
frontier), as long as they perceive these policies to damage the power of their competitor
more than what they lose. The RoW countries suffer in this scenario because their welfare
loads on the state of the global economy.?!

Figure 6 Panel (b) illustrates the hump-shaped welfare relationship across the 3D plot.

To the left of the p* surface, at low rivalry, welfare increases as p rises. In these configurations

31Tn this subsection we focused on a supply-side notion of production efficiency so that the inef-
ficiency manifests as higher prices. The model could be extended to have a Keynesian demand-side
inefficiency. For example, the countries in the rest of the world might have industries the output
of which is demand-determined by exporting. If containment policy of the hegemon generates a
fall in world demand, then the rest of the world would suffer from lower exports and output. This
could capture, for example, the case of countries that are commodity exporters and exposed to world
demand cycles.
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of the model, the green dots, the rivalry is sufficiently low that a little more rivalry is
actually positive for the RoW welfare. To the right of the p* surface, the orange dots are
configurations of the model parameters in which any further increase in rivalry decreases
the RoW welfare. The shape of these two regions shows that higher substitutability and/or
lower interdependence reduce the level of rivalry that can be introduced before the RoW

welfare starts to decrease.

5 Heterogeneous Hegemons, Power Amplification,
and Sphere of Influence

The core model presented thus far featured a homogeneous mass of RoW countries, but in
practice some countries are more likely because of geographic or cultural reasons, for exam-
ple, to be closely tied to one of the two hegemons. In this section we introduce heterogeneity
in RoW countries to study how a hegemon’s “sphere of influence,” the set of countries over
which a hegemon has more power than its rival, arises endogenously. In doing so, we also
characterize how the power externality amplifies potentially small differences in the primi-
tive ability of two candidate hegemons to become dominant in equilibrium. If one hegemon
has a given power differential with its potential rival, it will exploit it to build more power
in equilibrium. As each country enters the sphere of influence of that hegemon, it is used
to build yet more power over other countries. The model, therefore, provides a core mecha-
nism for the endogenous emergence of hegemons with a larger sphere of influence than the
primitive characteristics would imply in the absence of power amplification.

Formally, let m € [0,1] index the RoW countries. RoW countries potentially differ in
their technology parameter A,, and in their costs (,,; of importing from each hegemon.
For example, some countries may be more closely tied economically to one hegemon for
geographic or cultural reasons (e.g., lower broadly-defined trade costs). To enable a tractable
aggregation, we assume that the parameters «,, = k,, and K,, = K,, are homogeneous across
all m. We use the n notation for shared parameters to maintain a parallel notation to the
baseline model. The production function of RoW countries is analogous to that in the

baseline model, so that the profits of a firm in the country m are

1
I, = Z |:(Am - th - ph)xmh - 2’{n1’%1h:| - K, H Tmhs (14)
heH heH

where z,,,; denotes the usage by a country m firm of hegemon h’s downstream good. Parallel

to the baseline model, we define m,,;, = Ay — Gun — Pn to be the natural profitability of
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m for using good h, where pp, = %Zkeﬂ De + %(ng” + C}"Li”al) captures the primitive cost
of production of hegemon h’s downstream sector when there is no impact of output on
the sectoral price.?? Variation across RoW countries in 7, is the source of heterogeneity
we focus on below since it helps us capture the value of an a-priori relationship between
country m and each of the two hegemons, with a higher 7, providing for a more profitable
relationship.

We delegate to Online Appendix B.2 the derivation of the equilibrium and optimal
policies in this heterogeneous set-up, and we focus here on the core results and intuition. The
model is extremely tractable and features an aggregation to an as-if representative country
whose natural profitabilities are equal to those of the average country in the heterogeneous

population, 7, = fl Tmhdm.

m=0
If the average profitabilities are symmetric, that is T, = T_j, and hegemons’ cost pa-

rameters pe, , Cp", C};iml

are symmetric, then the equilibrium wedges are the same as in the
case in which the two hegemons were facing homogeneous RoW countries in the previous
sections. If the average profitabilities differ across the two hegemons, the aggregation still
allows us to characterize the model as if there were a representative homogeneous RoW
country with different profitabilities with the two hegemons. In either case, hegemon h’s

Tﬁ%n,ngal are constant across RoW countries. However, the

optimal demanded wedges
equilibrium purchases z,,; vary across countries m according to their natural profitabilities.

Compared to the symmetric case, asymmetries induce the more dominant hegemon
(with higher average profitability 75) to shift towards containment while the less dominant
hegemon shifts towards accommodation. This is a manifestation of the nonlinearity of power
discussed in Section 3: the more dominant hegemon has a stronger incentive to contain its
rival to further build its power, while the less dominant one has lower prospects for competing

over power and so shifts towards focusing on economic rents.

Spheres of Influence and Endogenous Emergence of a Dominant Hegemon.
We define each hegemon’s sphere of influence as the set of countries that hegemon h has
more power over than its rival. In this heterogeneous set-up, hegemon h’s Micro Power (the

analogous concept for the homogeneous case is equation 9) over country m is given by:

1
\/Powerhm = \/Powerh + 2571(/{% — K?l) </€n(7rmh - ﬁh) - Kn(ﬂm,—h - 71——h)) (15)

32We assume that 0 < m < 7, < T, < oo so that natural profitability is bounded (away from
0).
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where Powery, is h’s power over the representative average RoW country. Intuitively, (square
root) power over country m starts from (square root) power over the average country, and
then adjusts based on whether country m is relatively more economically tied to h or —h than
the average country. Hegemon h has more power over countries that have more profitable
economic relations with it (1 m,,5) and, when K, > 0 and downstream goods are substitutes,
have a worse outside option due to lower profitability from using the rival’s downstream good
(b Tm,—h)-

Equation 15 highlights that hegemon h’s sphere of influence is determined by the prevail-
ing equilibrium, since power over the average country is determined not only by primitive
differences in the natural profitabilities of the two hegemons but also by the endogenous
equilibrium prices and policies that result from geoeconomic competition. In Figure 7, we
illustrate how the sphere of influence of each hegemon depends on endogenous amplification.
Panel (a) shows the spheres of influence (i.e., the countries over which each hegemon has
relatively more power) for the two hegemons when hegemon US has a natural profitability
advantage over hegemon CH (i.e., Tys > Tcop). The blue and red shaded regions are the
respective spheres of US and CH, while the solid black line is the boundary of countries
over which the two hegemons have equal power. A specific country m is characterized by
a location (7, s, Tm,cr). The natural pole of the US hegemon is on the top left: those
countries that have relatively high 7, s and low 7, cg. China is the symmetric pole in
the bottom right.3 Panel (a) shows that even when external economies of scale are small,
the average profitability advantage of US expands its sphere into some countries that are
more economically tied to CH than US (i.e., those below the 45-degree line).

Consider a country with characteristics 7, = 7, — e, and m,, _p, = T_j, where ¢, is
set such that Powery, ,, = Power_y, ,,. The shifter ¢, captures how far hegemon h’s sphere
expands into countries whose natural profitability with h is below average. In a model
parametrization with symmetric hegemons, we would have g5 = 0 (i.e., the black line in
Panel (a) would be the 45-degree line). Starting from the case of symmetric hegemons, we
show that a small increase in the natural profitability of the average country with hegemon

h expands h’s sphere of influence by

dEh
— =1 .
dmy, +Wh

The expansion starts from the direct effect 1 of the higher natural profitability (i.e., countries

33Note that the graph is not centered at zero, and the choice of a circle is purely illustrative. One
could for example map the regions into a globe, by using latitude and longitude to measure distance
between countries, or map using a gravity equation a more multidimensional object into the notion
of baseline profitability.
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on average have higher natural profitability with k), and adds in terms wy, > 0 that result

from equilibrium amplification. In particular, wy can be decomposed as

wh = 4l - Y- L gt dlth —t—n) K, d[ro%" + 50 :(Tﬁwn + %Qﬁﬁal)]_

dmy, kn + K, dmy, Kn + K, dmy,
Equilibrium amplification wy, is comprised of three (weakly) positive effects that each con-
tribute to wy, > 0.3* The first term captures increases in attractiveness of the hegemon’s
own good coming through the effect on prices. As natural profitability rises, demand for h’s
downstream good rises, pushing down its cost through the external economy of scale and in
turn increasing h’s power relative to —h. This effect would be there even if the hegemons
did not employ any strategic geoeconomic policy. The second and third terms capture am-
plification from the policy responses of each hegemon. The second term captures changes in
the containment policies. As the natural profitability of A rises, hegemon h shifts towards
containment whereas its rival shifts towards accommodation. This makes h’s good even
more attractive relative to its rival’s, and amplifies the expansion of h’s sphere of influence.
The final term captures the net increase in attractiveness of each hegemon’s own good (their
own subsidy net of the export wedge of their rival). The increase in natural profitability
also leads —h’s good to be promoted less (7" %9};”“1 rises) while h’s good is promoted
more, further reinforcing the equilibrium amplification.

Intuitively, the exogenous increase in hegemon h’s attractiveness to RoW countries in-
creases its Micro Power all else equal. Hegemon h makes use of this extra power to build
even more power. It does so by inducing countries to shift their economic activities toward
itself and away from the rival hegemon. Each country agrees to do so, based on its private
cost of shifting production, but without internalizing the extra economic dependency on
hegemon A that this induces. Indeed, hegemon h exploits the power externality to shift
the overall equilibrium in its favor. The rival hegemon, given its relatively lower exogenous
profitability, finds it optimal to accommodate some of these changes because (compared to
before the shift) it would be too expensive to use its own reduced power to contain the
rival hegemon’s strategy. The power amplification therefore shifts the sphere of influence
further in favor of the more attractive hegemon than would have occurred in the absence of
amplification.

Figure 7 Panel (b) shows that the expansion of hegemon US’s sphere of influence is
amplified as the external economy of scale increases: the equal power boundary shifts down

and to the right at higher £.3° The intuition is that a higher external economy of scale

34 Appendix B.2 shows each of these effects is weakly positive.
35 Appendix B.2 shows that this is a generic property: starting from the case of symmetric hege-
mons, the same marginal increase in US natural profitability induces a larger increase in US’s sphere
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provides a better opportunity for the dominant hegemon to build Macro power and shift
the balance of power in its favor. More generally, the endogenous amplification of small
differences in the ex-ante attractiveness of potential hegemons provides a foundation for the

endogenous emergence of dominant hegemons out of a set of potential rivals.

Figure 7: Spheres of Influence and External Economies of Scale
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Notes: This figure plots the spheres of influence of the two hegemons across RoW countries that
differ in their profitability from using each hegemon’s good: 7, 175 for the US good on the vertical
axis and m,, cg for the Chinese good on the horizontal axis. Each disc is centered on the average
country, and the US has a small advantage in average profitability. Countries in blue are in the US
sphere of influence, meaning the US has more power over them than China does, and countries in
red are in China’s sphere. Darker shading indicates a larger gap in power. The solid line marks the
countries over which the two hegemons have equal power. Panel (a) has a low external economy of
scale £ and panel (b) a high one. The dashed line in panel (b) reproduces the equal-power line of
panel (a).

Our multiple hegemon framework is tractable and could be extended in many directions.
Appendix B.3 discusses some very interesting possibilities: (i) allowing for hegemons to
invest in R&D to develop a different production function; (ii) having the rest of the world
engage in economic security policy and form alliances; (iii) bargaining and coercion between
the hegemons; and, (iv) repeated games and the impact of geoeconomic competition on

future economic rents and current commitments.

6 Conclusion

In this paper we introduce a model of geoeconomic competition in which two hegemons

both have a profitable trading relationship with each other and compete with each other

of influence when the external economy of scale is larger. Formally, wy, is increasing in &.
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in exerting power over the rest of the world. Hegemons trade off the economic rents they
can earn from selling upstream goods to their rival, against the fact that more efficient
production enables their rival to better compete in geoeconomic power over countries in the
rest of the world. We show that the model gives rise to regimes of containment, in which
a hegemon tries to weaken its rival through a combination of export wedges and demands
that countries in the rest of the world buy less of the rival’s goods, or accommodation, in
which a hegemon promotes its rival and focuses on economic profits. A hegemon is more
likely to contain its rival when the goods they use to form economic threats against the
rest of the world are more substitutable in the rest of world countries’ production; when
the two hegemons are less interdependent with each other; and when the geopolitical rivalry
between hegemons is higher. We characterize how geoeconomic rivalry affects the welfare of
the rest of the world: at low levels of rivalry the rest of the world benefits due to its better
bargaining position, but as rivalry increases further the rest of the world starts to suffer
from the loss of economic efficiency in the world economy induced by the stronger attempt
of each hegemon to contain the rival. We relate the model to both the current U.S.-China

rivalry and to previous episodes of great power competition.
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Appendix

A.1 Proofs

A.1.1 Proof of Proposition 1

Before deriving the optimal contract and export wedges, we start by deriving the price and
demand schedules in hegemon h’s downstream sector dp, which are central to that analysis.
The downstream firm chooses [, and i, taking aggregate output y; as given. Accounting
for the wedge 0} ; on downstream sales, its first-order conditions are

_ Cown

Kalyp + Kqin = pn — 0hq + Eyp,y — Ddpep s

. Cm'val

Kdin + Kqln, = pn — Oq + &), — Ddpe_p,-
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The prices paid for the domestic and imported upstream goods are pg, e, = Pe and pg,e_, =

De + T ,’;ﬁ;’“’ + G’j}l’al. Summing the first-order conditions and using I, + i, = yn = y;; gives
~ n 1 rival 1 rival
Ph =D — OYp + ehd + §Thd + ie_h s (Al)

where we defined p = %(Cow” + C"”i“al) 4+ pe and 0 = &£ — %Kd, Defining ¢ = ¢own — (rval

subtracting the first-order condition for [ from that for i;, and rearranging gives

1 C _ T}’/L‘é'lval _ erjgal
o= — A2
th = 5Yn g — Ky) (A.2)

A.1.1.1 Derivation of Contracting Wedges in the Middle

The welfare of hegemon h is W), = p.e + Hzi”ali_h + g, + 1, + T;;ff“lih + 07 ;yn, which
includes all tax rebates (the last two terms). If the participation constraint of the RoW
country did not bind, hegemon h could increase its transfer and be strictly better off, so
that T, = V,, — V2. Following Clayton et al. (2026a,c), we employ the primal approach of
representing hegemon h’s optimization problem in terms of allocations, and then back out

the implementing wedges 7. In particular, the FOCs of RoW country n,
knxp + Kpr_p = Ay — G — P — T](;wn - Tzi;l)al’ (A3)

for a given allocation determine the implementing wedges. Expressing the participation
constraint via the primal approach and using that hegemon h’s wedges are revenue-neutral,

we have

1 .
Ty = Z |:(An —Cp — pk)xk - iﬁnxi - Tzz;:alxh - Tz%nx—h - K, H Tk
keH keH

1
g { (A= G o = 7%~ (e (A4
—h

Therefore employing the primal approach and market clearing xj, = yp, we write

max Wy, = pe€ + Gzimli_h + Tﬁfl”“lih + O qyn + 14, + T
X
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internalizing the determinations of pj, (equation A.1), iy, (equation A.2), Tj, (equation A.4),
lp, = xp, — iy, and yp, = xp, and where

lhyin

Iy, = maX{(Ph — 0y + Eyi — O — Pe)ln + (b — Ofg + Eyi — ¢ — Be)ip,
1 . .
- gttt 4 ) = (I 0 in — Kalhin |
We can now take the first order conditions.

FOC in zj,. The FOC in z},, by Envelope Theorem, is

Olpn + &y
a:lih

i Ipn
Th+ An = o —pr — TR — Ky — Kpz_p, — Dp,
h

.01
0=l o+ Oha +

Using the country n FOC 77" = A, — (n — pp — Tfi,f“l — kpxp — Kpx_p, we have

PO — _gq, (A.5)

A __ Lown 1, __rival n
where we define 77" = 77" + 5Tha @+ 0y

FOC in z_;,. The FOC in z_}, is

Di_p + T;L"ival - ap—h
8$_h a:L‘_h

0 = gjval (_p —22y)

Ji_p __ 1
dr oy =2 and

Op_pn _

ox_p %

Using

. 1 .
T,Z’”“l = —592“’“1 +o(z2), —x_p) (A.6)
Solving. We have a system of five equations for each hegemon: the hegemon’s optimality

conditions (A.5 and A.6), the country n FOC (A.3), the price (A.1), and use at the outside

. ATL_C’IL_p— _Tgwn . 3 A~
option, 22, = = h—h_ To solve, we substitute out for x%,, 7',7;7’”“1, Ph, Thp = —%7’,‘1’“’",
and y, = xp, obtaining

~own __ 5 50_ 1 rival Knﬂn ~own

Th = — T — 79_,1 — T_h >

o —0 — ¢ (kp —0)(kp —0 — &) 2 (kn = 0)(kn —0 =€)

where we defined 7, = A, — ¢, — p. Substituting in the counterpart equation for 74",

1 . K 1 .
~ M M ! n l
TN = =B, — By o 3 0" — Ky, —grve

(kn = 0) (k0 —o =€) 2"
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where we defined M = (Hn_g)(ii'{";fgyr o, and By’ = (nnff)(;(l;i);iz)_i_(ﬁ()nnnﬁ'

Finally, using the FOC for 7 ’"“’al and substituting out for 22, and x_j, we have

rival 0+ Kn 1 rival g O-(K‘n — 0= g) ~own
- 29 ) m 75 AT
Th PR + KanJF oy T_h (A7)

Derivation of Equation 9. Take hegemon h. Defining 7, = A, — (u — Pnn, Where

Dnh = Dh T+ Trzval and DPn,—h = P—h + 7_31571’ then Power), = Vn(O, T—h) - V#(T—h)’

ThyT_p 2

N ~ K
Vn(0,7-4) = max {Whlvh + R pr oy — o (ah +aty) - Kna:hx_h} +7r_h,

VT?(T—h) = max {fr_hx‘lh — ?(;g‘ihy} +7r_p.
S

~ ~2
At the outside option, the first-order condition yields 22, = T;;nh and V,2(1_p) = g;
Knfth—Kn_p

At the inside option, the first-order conditions of country n yield z;, = =*=5—7%—" and

Va(0,7-1) = 2(K2 — Kg) BT o) B

(knftn—Kn#t_p)?

which is equation 9.
2kn(K2—K2) q

Subtracting the outside-option, we have Power;, =

A.1.1.2 Derivation of Ex-Ante Wedges

Recalling the ex-post maximization problem, we now maximize W), over the ex-ante wedges
( ;L"zl”“l 05 40 9””‘”) Analysis simplifies substantially due to Envelope Theorem applied over

the ex-post primal optimization, that is we are now solving

max  {maxW}.
rrival on Q’rzval x
Thd hd’

Importantly, 7_j is a function of szal but is constant in T{L’Zi”“l v The FOC in 7'””‘” is

, o1
. 1 h .
0 = 1 + Tg&va 87’52}"11 — 1p.
Therefore, we have T,Zzl”“l = 0. Next, the FOC in 6}, is
0=y — Ipn Ipn

Yn — 2om Th
ooy’ o0y,
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The right hand side is equal to zero given market clearing, and so we normalize 0}, = 0.
Together, these imply that 77*" = 7747,
Finally, the key FOC in 9};@“‘”, by Envelope Theorem, is

) i I orown 87.rival
— rival h 0 P—h —h —h
0=ip+ eh ag;ival + (x*h o J)_h) <a€zival + 802@’1}(11) — Th aezival
piaiigs dip, 11 Op_n _ 1 o1 1_ 1 1_ 1 ival

Substituting ae;iv};l = SRy 892iv’al =g andip =32 h+ 550~ s mg On

1 ) 1 1 1 1 orown a,rm'val

grival _ o 4 - —h _ —h
g — Kg 5T-h T35 2 g — ch + (@2, —w h)<2 + goyival $h80;f”“l
or°
Using the derived wedges in the Middle, we have amval = —% ﬁéw o and
67-:“]”1 U(H'n_g—é‘) o 1 K, .
agzi};al = Ekn agfival = Qg(ﬁn_o-o—) ﬁe g, S0
1 rival 1 1 1 1 K,o
=_—x = x%, —x_
Py 5 h+2f€d—KdC+( “h h) - B Y el )59
Using 27— z_p = L(sfioel4 Loyion) = 3 Lgpioa 4 L | o0 roun i g, = _Lroun,
2 , 11-8Mo . 1 1
0rwal 4 - [ erwal rown + N 1—
i Kgoh 5, T C . (1= 63" 0)
Kkp — 0 — 6 oum 1 Fown Kno M
1—
N R RS e L

(A.8)

Conwvezity and Stability. We first derive conditions for convexity and stability, then solve for

the equilibrium. Substituting in for 7", 749",

rival 1 0+ +(n—0—8B"0c .y 1 Kno .y oy, 1 M
% ‘w[ nn O e — o) 7 +nn<1‘59 "H””
1 1

+ = _ ezival
wﬁd—KdC 0=

where ¢ = s Kd+ 11- 6: ’39 {a+£+( —o— &)Y o+ &m ji);z;ig £)ﬁ9 }20 and

= 1}}62(;2,1%,)(21%0 5 E+ (kn — §)ﬁé\/la %U. From here, we obtain the condition for

concavity 1 > 0 and stability |¢| < 1.
Equilibrium Optimal Export Wedge. Returning to equation A.8 and using symmetry, we
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own __ _—own _ _ QM 1 o rival
have 77" = 729" = — B0 [m, + 5-%50;"""] and therefore

1 (H”_UHK”(I_H% ) 1
rival __
Hh _90|:(Kn_0)(ﬁn_g_§)+Knﬁn 7rn+"£d_KdC:|

(kn—0)+Kn(1— 758} 0)

where ¢ = w(l—}—qb) > 0. We therefore define szal = Npmp+neC for n, =
and e = > 0.

1
5 (kn—0)(kn—0—&)+Knkn

Sﬁﬁd Kd

Deriving Equilibrium 73" Substituting in for 77*"

, @ and M we obtain

<4(nn —0) + (kg — Ka)(1 — ,Béwa)>7rn +0¢

own __ —f

2(kg — Kq)p {(,«;n —0)(kp—0—&) + Knmn] .

We thercfore define 7" = — o, — ¢ for fr = &gt o) Hra KU hre)

Be = 52(%4—1@) o= U)(Hn e K] 0. Note that g, > 0 is required for the allocation

> 0 and

to be interior since xj = —%Tﬁw" and since 7, > 0 and ¢ < 0.
. gep 1 _own __ (4("‘%*U)JF(“d*Kd)(I*BéMU))WHJﬂTC
Deriving Equilibrium xp. We have xp, = —ETh T Ry (im0 ) (o —8) T Knrn]

Deriwing Equilibrium Tgi”“l. Using equation A.7 for T,?”“l and the solutions for 92“’“[, TP,
rival o

we write Ty, = YpTn — ’YCC for 7, = Z m%nw — ff(’i%g—f)ﬁw and Yo = o+EKn %77( +

Rn KRn Kn
o(kn—0— f B
nng ¢

A.1.2 Proof of Proposition 2

Starting from the country n FOC (equation A.3) and substituting in pp,

1 ... .
(i + Ko — o), = 7in — 7" — 07— 7T

Using the hegemon’s optimum, t;, = %(T,’;“’al + %Hzi”“l) and 7" = —&xp,, we have t, =

%wn — %(/’in — o0 — &+ K,,)xp. Substituting in optimal xp, derived in Proposition 1, we have

(4Kn — (kg — Kq) + (ka — Kd)ﬁliéfZ)Q)m - <'€n —o—&+ Kn)C
th = . (A9)
2(kg — Kd)go((/fn —0)(kp—0—&) + Knlin>

To show that t; has a single crossing property, observe that its denominator is strictly

positive. We show single crossing by showing that the numerator Ny, (K,) = (4Kn — (kg —
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Knﬁéwaj

Kg)+(ka—Ky) e >7rn— (ﬁn—a—g—i—Kn)C, is increasing in K, and satisfies N}, (0) < 0.

To show that the numerator is increasing in K,,, we have

o? d[Knﬂéw]

e (kp —0) dK T

Tk, <4+(Hd—Kd)

o? d[KnﬂéM]
E(kp —0) dK,

)Wn—C > (kg — Kq)

: I[KnB5"]
which follows from ¢ < 0 and 7, > 0. To show that R > 0, we have

K8y
87”‘) = &(kn —0)(kn —0 —§)

(Fn — 0)2("‘% — 0 — 5)2 + KTQLI{%

(50 = )20 = 0 = €02 = (12 2

>0

Therefore, N, is increasing in K,,. We conclude by showing that Nj(0) < 0. We have
Np(0) = —(kq— Kg)mn— | kn—0—E )¢ so we need to show that (kg— Kg)m,+ mn—a—f)c >
0. To show this, we show that i_p > 0 at K,, = 0 implies precisely this condition. Using

in(0) = 324(0) + %mrleC - %,{dEKd g"val(0) and Proposition 1, we have

(4(/% —0)+ (kg — Kg)(1 — 6(9/10))7% +0(¢ .

in(0) -1 i1 ¢
2 2(kqg — Kg)p(kn — 0)(kn — 0 — &) 2kq — Ky
1 1 1 1 1
B 2/<Ld—Kdg0|:(/in —U—f)ﬂn—i_ /ﬁ:d—KdC]
Using at K, = 0 that ¢ = ¢ = Hd_QKd—i-% lf;ﬁé\f:_%a(nn_o)(in_g_g) and g} = m,

11 2 +1—ﬁé\/la 1 Lt
Z_h_41/1 kg — Kg Kp — O (/ﬁn—a—g)ﬂn kg — Kg

Finally, since v > 0 we have

2 11-pMo 1 1
0< = — =0
ki—Kqg 2 kpn—0 2 (kp—0)(kpn—0—&)

I 1 +11—5é\40 _nn—a—ﬁ 1 11

- £ kKg—Kqg 2 kp—o0 £ kg—Kqg 2&

</<cn—a+§ 1 +11—,6’é\/[a
f Hd—Kd 2 Rp — O

Therefore, interiority i_, > 0 requires that (nn—la—g) T + Hd_l 7;¢ > 0. Hence Np(0) <0

and t, < 0 when K, = 0. Therefore, t;, also has single crossing in K,, (note that the region

of containment may be empty). This concludes the proof.
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A.1.3 Proof of Proposition 3

Using the proof of Proposition 2, we have ;Ch = fin—0 L+ Ky < 0.
)+Kn’fn>

2(kg—Ka)e| (kn—0)(kn—0—E&

A.1.4 Proof of Proposition 4

Starting from ¢; (equation A.9), we rearrange ¢ to write

2 +1<mn—a—£+Kn><1—6£%>—a+g(f,fig)ﬁ%
kg— Kq 2 (kn —0)(kn —0 — &) + (Knkn)

We then write the denominator of ¢, as

KnB) o? } o+(Kn—0—E+ ) [4(/-@”—0)4—(/@4—[((1)(1—%”0)] :

D= | 4Kn—(ra—Ka)+(ra—Ka) g =5

Recall from the proof of Proposition 2 the notation t;, = %/ for N = Np(K,) = <4Kn —

M 2
(kg — Kq) + (kg — Kg) K(T;’B_U) )Wn - </~gn —o—&+ Kn> (. To ease exposition, write

M 2
N =4K, — (kg — Kgq) + (kq — Kd)g((,:fe_i)
A =4d(kn — o) + (ka — Kq)(1 — B§"0)

so that D = Qo + (kp, —0 — &+ Kp)A and N = Qmr,, — (Kn—J—€+Kn>C. Differentiating,
D24 — YD 92N Since U = Llm,+2¢ and 92 = O+ Ho — 20+ (5 —0 — {4+ Kn) %,

dtp s
D22 = —n, +2 Q n—0— K,)A
it <d£7r+C><a+(/€ o—§&+ )>
s dA
(Q+CZ§U_QA+( —O’—f—l—Kn)(ig)(Qﬂ'n—<I€n—0'—€-|—Kn>C)
. d M Ky M 2
Using % =—4— (kg — Ky) [5';5 7 and Ugg =(k d—Kd)jf[g(Hﬁe )] simplifying yields
dt d d
2%%h _ o — S o
D it [Q+(nn o—¢+ K,y) €:|N+|:2Q+d§( o f—l-Kn)}ath

Amn+o(
Qo+ (kn—0—E+Kn)A

which uses xp, = (Proposition 1). The proof strategy is as follows:

1. In Step 1, we show that Q+ (k, —o0 — &+ K, ) < 0, so that the first term is negative
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when N < 0 and positive when ' > 0. Combined with Proposition 2, this means
that the first term is negative for K, < K,, and positive for K, > K,.

2. In Step 2, we show that 22 + %(/{n — o0 — &+ K,,) is negative at K,, = 0, increasing

in K,, and crosses above zero.

Step 1. To verify that Byr = — [Q + (kp—0—E+ Kn)cgg} > 0, substituting in we have

By =4(kp — 0 — &) + (kg — Kq) [1 + (kn — o0 _£+Kn)d[5é‘40] _ Knﬁé\%?]

dé f(’%n - U)
M 1 d[ﬁéwa] Ko
>t = K)o (o = -+ ) g S =
We have
1 d[ﬁé\/[a] B 1 d E(kp —0)(kn —0 —&)o
o e e e - o o
{+o (kp — 0)2(kp — 0 — €)2 + (Kpkn)? d[(ﬁn_a)c(lgn_a_é)}
- &o (kn — 0)2(kp — 0 — €)% — (Kpnkin)? (kn — 0)(kp — 0 — &)
1 1
>g + ;

which follows from d[(””fa)ég"wb@] < 0. Therefore since K, —20 = Kk, —0 — &+ LZKGZ > 0,

1 1 1 1 o
By > (kg — Kq)B3! —o-O( s+ =)+ K+ =-————])| >0
> = Kaal'o im0 =0+ 7) + Ko+ - o5 )
concluding Step 1.
Step 2. We next show that By = 20 + %(Iin —o0—¢+ K,,) is increasing in K,,, negative

at K,, =0, and eventually turns positive. We have

Knﬁé\/IJQ

B2:2<4Kn(/{de)+(K‘de)§(H_o.) [ —

) R p—

First, we have Ba|k,—0 = —2(kq — K4) < 0. Next, we have

dBy d [ KB} o? d [ Knfy'o®
T _2<4 + (5a = Ka) [5(%0_ O’)D (K = Ka) g [ﬁ(mLe—CJ’J
d2 Kn M 2
+ (Hd - Kd) dden [g(ﬁfa_i-)] (l‘in — 0 — § + Kn)

43



d KnBMO.Z d KnﬁA/IO'Z d2 Knﬂ‘MO'z
We therefore look to show that zz— [ﬁ(n:—a) ] >0, ¢ |:§(f€n9—a) } > 0, and gz [5(%9—0)] >

0, which together imply that g% > (. First, we have

("fn_U_S)U2 dig (Hn_U)Q(Nn_U_f)Q

d[ B)lo? & [(“” 0T 5)02} T G0 (0O (Knrn)?
dg [ﬁ(ﬁn - a)] - (n = 0)?(kn — 0 = £)* = (Knkin)?

2(kn—0)(kn—0—8) ((Hn—a—§)+2(nn—a)>
(Hn — 0 = 5)02{3 + (kn—0)%(kn—0—E€)2—(Knkn)? o f'in—zU—f}
(Hn - U)Q(Kn -0 — 6)2 - (Knﬁn)2
2

- ) 2 2(kn—0 =& +2(kn —0)
" (kn —0)2(kn — 0 = )? = (Knkn)? | o (kn —0)(kp —0 = &)
>0
Next, since % > 0 we have ﬁ [Z’;ﬁ‘f;;] = f(ﬁﬁé:ii) + E(I::iza) % > (. Finally, we have
d? K, éWJQ _d éVIO'Q LK d? é\/[(72
dKnd£ ‘f(“n - U) B dﬁ g(ﬁn - U) ndKnd£ g(ﬁn - U)

d [d /BéMO'Q
~ KndKn [d{ [5("% - ‘7)” =

which follows since & [(HH 7 (m,—al— 97 Knnn)z} > 0 and since we showed above that

M 2
d% [%} > 0. Therefore, we have gﬁi > 0.

Finally, we have By > 2<4Kn — (kg — Kd)>, so By > 0 for K,, > KdZKd.

Summarizing the argument. We have shown that DQ% = By N+ Box, D where By > 0,
Bs|k, -0 < 0, B2|Kn:% > 0, g% > 0, and z,,D > 0. From Proposition 2, there is
a threshold K, such that t,, N < 0 <= K, < K,. Accordingly, there is a threshold
Ky < K, and a threshold K, > K, (the regions might be empty) such that ¢, 4t <0 for

dg
K, < Ky and t, ‘ilt—é"‘ > 0 for K,, > K,. This concludes the proof.
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Christopher Clayton = Matteo Maggiori  Jesse Schreger
October 2026
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B.1 Geopolitical Rivalry

B.1.1 Proof of Proposition 5

Using equation 9, for interior allocations

on(2) = —pr/Power g = — [men Cu = pn — Ty K (A — o — p — 70

where p = \/ﬁp. Using n’s FOC, kpxp + Kpr_p = Ay — G —pp — 77" — Tf",f“l, we
have vy,(2) = —p| (k2 — K2)z_p, + K, 70" — KnTﬁi;L’al] . Following the proof of Proposition

1, we write h’s optimization problem in the Middle as
max Wy, = pee + in”ali_h + T,’;ffalih + Ohqyn + 114, — p [(ﬁ;i — K2)x_p + k7" — Knrﬁ’}f“l]
x

1 .
T Z [(A” — Cn = Pr) T — 2’%35%} — privaly, — %y g — K, H Tk
keH keH

1
— max {(An — G —pop — T, — an(xoh)Q}

o
TZp

internalizing the same relationships for py,, iy, l, Tp, 1, as from that proof. The first order

condition in zj, is the same as before, 77" = —&x,. The first order condition in z_j, is also

the same up to the additional derivative in vy (z), 770 = —1g7vel 4 o(2°, —x_p,) + p(k2 —

1 ~own

ival —
7ratand xp, = —E TR

K?2). Applying the same steps to substitute out for %, T

ot [ore 2502 - K3 .

(kn — 0 —&)(kp —0) _(/@n—o—g)(/{n—a

~20WnNn

)T_h .

%I;)wn:_ ¢ Tip —

Kp—o0—¢&

And finally, substituting in the counterpart equation for 799" and substituting out for p,

M /1 2 _ K2
Kn/{/n 0rivalj| +B7r 2'%”('%71 Kn)

1
(p—0)(kip—0— &) 21 Kp — O

1 .
woun — _gMp _ gMo [20”2‘11 — p

B.1



The wedge on the rival’s good is

) K +o1 o o(kp—0—=¢). K2 — K2\ /2
Trwal n T grwal s n own n n
h Kn 2 h + Kn ot Kné Ton 2K, p

Optimal Beginning Export Wedge. As in the proof of Proposition 1, we are solving
MAX rival gn gmuz{maxx Wh}. Importantly, the rivalry term vj,(z) = —p[(k2 — K2)z_j, +
/fnv"’“’" K T””“l] does not directly depend on the wedges Tﬁ&”“l hy (i.e., the rival’s wedges
depend on 77""). Applying Envelope Theorem, the first order condition in T,’l'if“l is 0 =
in + T””“l 831«%(11 i, as before, so that T””“l 0. Similarly, the FOC in 6}, is 0 =

Yh — Yn + 3ph (yn — ), which holds identically. We normalize 6}'; = 0 as before, implying
that 79" = 77%" as before. Following the proof of Proposition 1, the FOC in 0}7”“[ is

vl vl
S O R WOl S o
' a@mval —h —h aezival 892@'1%1[ h 69;‘Lival p|kn aezival n 802ival
a own
Following the same substitutions as in the proof of Proposition 1 and using a;-'rwal =—3 69
p) rival
and T;[;,ll = 1_Kno gMy;1 we obtain the counterpart of equation A.8,
07 2 E(kin—0) 0
M
gm'val + 11 — /86‘ Jerival 1 oum + 1 5é\40_ﬂ- + (1 - Béwo—)(’%n — 0 — g)Toum
kg — Kq h 2 Rn 4 5 - Kn " §kn —h
¢ T}‘l’w”Knaﬁé\/la R K20

n M
: |

The convexity and stability conditions are the same as before, given the rivalry term p
appears only in the constant term. We therefore move directly to solving the symmetric case.
pM 7571(& —-K2)

Employing symmetry, 7" = 77"+ p, where 700 = —gM [wn—i—ﬁ{ grival]

Kn—0
is the form from the baseline model. Substituting i 1n,

kg — Kq * & (kp —0)

2 . 11-pMo 1 —0— 1
Qrwal_‘_i ﬂ@ Qrwal S Kn — 0 E(l—ﬁé”o‘) gf(K

TR T T Sk
<C + (Ka — Kd)ﬁfﬂ)

1
+ —m (1= Bylo) +

n

kg — Kq

INote that o(2 ), —z_) = 70al 4 J0pival — p(k2 — K2) = — 2 Lppivel 4 2 g, 4 olin—0=8) foun,
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knKnpno—(kp—o Kp—0 fnt En—o) K o)
—(o46)+ mnK (Ew U)s)( S gM e gM 1 (k2 —K2) [ 5( e }6

riné fin =0 2nin (1%, —K7)

this is identical to the baseline model with ¢ replaced by ¢+ (kg — Ky) BpB p, and so we obtain

where Bf = . Note that

(Kp —0) +Kn<1 — U+£59 >

- 1
grval — — [ T + ¢+ 530} :
h 0| (kn—0)(kn —0 — &) + Kpkp " Kka— Ky P
Derivation of xp. Substituting 9,’;“"” into 77" and using xj, = —%Tﬁw”,

(4(/-% —0)+ (kg — Kg)(1 — 55,‘40)>7rn + ¢

Iy =

2(0ia = K| (0 = 0) 0 = 7 = ) + Ko

K2 2
o(ka—Kq) /in-f—ig(ﬁ’:fa) +2n =

p

K%:l M
59 o
P G )

R kn (k5 —K7)

) ST [T

Derivation of ty. Starting from the country n FOC at symmetric allocations (/in -0 —
£+ Kp)ap, = mn — 36077 — 7rival and substituting in 777 + 107! = g1), 4+ (k2 — K2),

we have t;, = %Wn — %(Hn —0—&+ Kz — %\/ ”%Q;n . Substituting in for xj, we obtain

K, BM o2 lfﬂn(’i%—K%)
(4Kn - ("’id - Kd) + ("fd - Kd) {(nﬁ—a) >7rn - (’in —o—§+ Kn)c + QTFP
t, =

2(05a = K (0 = 010 = 0 = ) + Ko

where I' = 4(ky, —0 — &) + (kg — K4)(1 — ©) and © = <(/{n—a—£—|—Kn)mn+ (/1%4—(/{”—

_ K,o /Béwg dtp, :
o— &K, o) | mZokz To show a > 0, we need to show that I' > 0. The proof is

divided into two cases.

Case 1: © <1+ % In this case, we have

2(/4?71—0'—5) _4I€d—Kd

(Hd_Kd)(@_1)<(Kd_Kd) 5_0. - Hd‘i‘Kd

(’fn—g—g) 34("%_0_5)
and therefore I' > 0.

Case 2: © > 1+M To show that I' > 0, we aim to show that ﬁ@;g < nd4Kd‘

]VI

K2k2o o
~ for ¥ = [0+2§+ [(ﬁn—a 5)4'5,% )2 (ko= 5)]59 ] wn€
g < ¥, from which the proof follows. Defining B =

Since ¢ > 0, then ¥ < -

. We aim to show that

S}
5o
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(kp—0—§)
: 2(kn—0—=¢) M =
(we show below that B > 0), since © > 1+ ==——= then ;"0 > ——F>—. Therefore,

A
©-1
v -
Kp—0o—¢&
K2kko ] M ]Bé\/la
=|o4+2+ |(kn—0 =&+ Lt o
R R R e ] i
. o+¢ B BBéVIU
bn(kpn—0—8&) kp—0o—¢&
1 K2Kk20 ]
> ——|(kn—0— &)+ nn
(el -0t i g
2(kp —0 =) o+ 2 B? 1 v
1 B - -
<jL E—o )+ Kn& Kp —o —& Bﬁgg
1 2(kp —0 =) 2 Kn B? kn—0o—&1
(1 B_ =
>{£< + E—o )Jr/in—a—f kp—0—&kp—0—E& Kn BBGU
Kn 2(kp —0 =) ol kn—0—€1
My 75 2B — n Y TS 2 )
= R L
where we have defined B = B_—2—. Therefore we need to show that g(B) > 0 for
g(B):"‘g‘<1+w>+2B—BQ. Note that we have
o — K2 + k2 Bnfin? 4 (g, — 0 — Kg”””—kmn—a— K?
p_fn-0 52 E(kn—0) ( f)g(ﬁnﬂ,) ( §) >0

KRn /{n(l{"% - K?%)

and therefore B > 1. Therefore, ¢'(B) = 2(1—B) < 0 within the relevant range of parameters.

The positive root of g(B) is given by Bt =1+ /1 + %” (1 + W) (the lower root is

negative), so we need to show that B < B*. Since r, K, < (k, — 0 — &)(kn — 0),

(kn —0— &+ Kp)kn + <ﬁ%+(nn—a—§)Kn>m

Kn

B—-1= -1
k2 — K? Kp—0—¢&
(kn—0—&)(kn—0o) (kn—0—&)(kn—0) (kn—0—&)(kn—0)
(Hn707£)2(5n70)2 Kn Kn Kn Kn e
ki + ki —0—& + kn—0—E& + Kn &(kn—o)
<

(1 _ Wn”fg?("énﬂ) (1 + Wn"é?("vnd))
Kp—0 | O kn—0—8)%(kn—0 o
<ffn+§><1+(f€%()> Hy;70+% Iin<1+é§>
< n

< <
<1 . (nn—a—ﬁ)(nn—a)> <1 + (nn—a—f)(nn—a)> 1— w o —{—5

Kn
n
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where the last inequality follows since (kp,—0)(0+§) —kno = {(kpn—0—&)+(§—0)(0+&) > 0.

Therefore, B < 1+ U+ (1 +35 > It suffices to show 1 + U+ <

ote

o 1+ 36\?
ABEI+(1+@'+I%TL>|: mﬂ—(l—i—&—i—ﬁ:n)(A 20)]>o
1—0 oc+1

where 6 = 7 <1 and Ay = ”"_Tg_g > 0. First, ABlz,—0 =1— 162> 0. Since 0 <6 < 1,

OAB 2% o 2 1+16\? -
=1 1 -2 1 2-2| =0
9k +1_(}+< +U+/€n>|:1_& <&+1> > + 0+ kn

Therefore, AB > AB|z,—o > 0. Therefore, B < B*. Therefore
therefore I' > 0, concluding the proof of Case 2.

Putting together Cases 1 and 2, we have ’g{’; > 0, concluding the proof.

ote

<\If< and

’H Rd— Kd

B.1.2 Proof of Proposition 6

Using symmetry, RoW country’s welfare is W,, = 2V,?(7_},) — V,,(7). By Envelope Theorem,

dVO(T ) d[P—h+Tow7L] dr_ an( ) . d[p_h_,'_Tgwn_i_Triual]
do . dp x?y + dp * and d = 2 d};) .
dWh, d[p h+ Tiz}‘lm] drrival
= (BT e b0 z_p)).
i ( i (2% —2—n) + i (0—=_p)

Proof of strict concavity. Differentiating again, we have

Wy _2<d[p nt T2 dxy, —aon] drjval dx_h>

dp? dp dp dp dp
rival d Town
Using the country n FOC and symmetry, dT’CLlp _ _de- h;; } — (kn + Kn)d‘r”’. Using
. . d g L d Jrown d rival d (i d .
the outside option, Z—p’ = —Kln [phdip” we have T’glp = :th/fn — (kn + Kp) = ’ and
d>W dz®,  dx_p\ dt do_p\?
2n — o — s, hoy ) %h K, h
dp dp dp ) dp dp
Proposition 5 proved that ‘g—: >0, o (). First,
d(L‘h . 1 H% - K% g dth <
dp kp—0—&4+ Ky 2Kp kp—0o—&+4+ K, dp
d _ own
So it remains to show that ;h < 0, which also establishes that [p%pth] > (. Since
da?,, iy den dy 3R KR 4k —0—&)+(ra—Ky)(1-O)
dp dp 7 dp Kn ’

2(kg—Ka)e | (kn—0)(kn—0—&)+Knkn
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(k- K.q) K2 2 _ g2
. ;M(ng@(z;Wwdm)mmg‘@ R R L
h

dp

,and © =
2(ka—Ka)p [(Hn—a)(ﬁn—a—éHKwn}

MU
((ﬁn —0—E&+ Kp)kn + (ﬁ% + (kp —0 — §)Kn> g(£"00)> H?_Kﬁ, we have

,1dx(ih _ 40'4‘5

— (kg — Kd)iﬁéwig [(/ﬂ?n —o0—§+ Ky)knp

dp Kn kn K2 — K2
K,o K20 K2 — K2
2 n n n n
G —OK, | —nr
- <’€n * (,{n 7 5) n> g("fn - U) U<Kn * g("{n - U) * o ):|

T

%“n(”%_K%)

where T = ] . Defining J = (ky, — 0 — &+ Ky)kn + </£3L +

2(kg—Kaq)p [(nn—a)(nn—a—f)—i-Kn/in

(kp —0 — f)Kn) Ao a(nn + é(KE‘U y + H%;KTQL), we have

E(Hn_o') Kn—0O
i + (52 — K2)(20 + €) = ngg) (m (i — 5)0) < (5 — 20 — sm) >0

where the final inequality comes trivially if k, — 20 — £ > 0, and comes otherwise since

(kn — 20 _5)("57;_ 0 = &) (kn —0) > /12—0:2 = kn(kin—0) >0

/1,21—%(/1”—20—5)}(,1 > mi—i—

Therefore, J > —m, and therefore

Kn

-1 dx?, < _i (4(0 +&) — i(Iid — Kg)(20 + 5)Bé\/lg>

dp Rn n
_aM M
Next, using 0 < ¢ < deKd + %1 5: o g}in(g (o 4 ), we obtain
Bé\/la < & Akp+ kg — Ky & 6Ky,
2f+0' /ﬁ:d—Kd 2£+O'I£d—Kd

where the last line uses kg — Ky < 2(§ — 0) < 2ky,. Therefore,

_,dz?, 1 6(20 +&)E\ 1 [do? +2¢?
T < (e -G = () <o

dx® . . .
and therefore Z*h < 0. This concludes the proof of strict concavity.

Proof that welfare increases under accommodation. Suppose that ¢, < 0, that is 22, <
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. drrival dlp_p+T1o%" dz. d o dlp_r+ own
- Using =g5— = — s hdﬂT = = (Fn + Kn) flph nd tlph - _H%L[Phd#)
aw. dz® dz_p,
dpn = 2</<;n dphzv‘ih — (kn + Kp) i x_p

dr_p < dwih d si h
dp “dp ana since as snown

Since 22, < x_p, since from Proposition 5 0 < %‘ and so

dxz® dx? dx
—h —h .0 —h
above — i > 0, then — ap Tin <~ T—h Therefore,

d —
W, - 2d93 h
dp dp

dx_y,

T_p (Hn — (kn + Kn)> = 2K, z_p >0

where the final inequality follows since from above da;;h < 0. This concludes the proof.

B.2 Heterogeneous Hegemons

In this appendix, we formally characterize the equilibrium with heterogeneous hegemons
(Section 5).

Construction of the Equilibrium. As in the main text, we construct an equilibrium
in which at each point in time, each agent’s optimization problem yields an interior solution,
taking as given the interior optimization solutions of other agents. To streamline the deriva-
tions, we omit the bilateral wedges 0", and T,’;fi”al, which as in the baseline model would be
set equal to zero. We define ¢, = (%" + Pe, — (C1% + pe_,) to be the interdependence of

hegemon h.>

Proposition 7 In equilibrium, an optimal set of wedges of hegemon h in the Beginning and
Middle is given by

Tl(l)rur}Ln — 7_gwn _ ngnﬁh + B;ivalf_h + ngnCh + ﬁgivalc_h (Bl)
Tgi};al — Tgival — Vﬁwnﬁh + ’Y;ivalf_h + ,ygwngh + 'ngalg—h (BQ)
Hzival — _ngwnﬁh + n:rivalﬁ_h _ ngwnch + ngivalc—_h (B?))

where the scalar loadings are defined in the proof.

Total Containment. The next proposition shows the comparative statics of total con-
tainment in the average country’s characteristics.

Proposition 8 Let K,, > 0. Hegemon h’s total containment ty, is increasing in Ty, and
decreasing in T_p,.

2In the baseline model, symmetry p., = p. meant that the difference in upstream goods prices
dropped out of (.
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Spheres of Influence. In our setup, the presence of externalities means that small
differences in fundamentals can amplify to large differences in the power of the two hegemons.
To make this point precise, we analyze how a hegemon’s sphere of influence is amplified by
changes in fundamentals. As described in the main text, we consider the “boundary” country,
which we denote mg, over which the hegemons have the same power. Formally, we define
country mg to have profitability m,,, = 7, — €, from using h’s good and profitability
Tmg,—h = T—p, from using —h’s good, where €, is such that the two hegemons’ Micro-Powers
are equated given the equilibrium of Proposition 7,

Powery, n, = Power_j, - (B.4)

The proof of Proposition 9 shows that this threshold is proportional to the gap in (square
root) power of the two hegemons over the representative country,

2k (K7, — K3)

Ep = <\/Powerh — \/Power_h>.

Kn + Ky,

At a symmetric parametrization, €, = 0 since the two hegemons have equal power over
the representative country. To illustrate how power is amplified, starting from a symmetric
parametrization, consider the effect of a small natural profitability advantage of hegemon h.
This could arise, for example, if hegemon h is more technologically advanced or faces lower
transport costs. The proof of Proposition 9 shows that

d&?h

—=14w B.5

dfh h»y ( )
where wy, captures the equilibrium power amplification. Intuitively when wy, is larger, small
asymmetries generate large power imbalances, pushing more countries towards the sphere
of influence of the hegemon with the advantage. We now show formally that d&“—g > 0.

Proposition 9 FEquilibrium power amplification is increasing in the size of the external
economy of scale, that is dd% > 0.

B.2.0.1 Proof of Proposition 7

The derivations of the price and demand schedules of dj, follow the same structure and yield

_ 1 i
Ph =Dn — OYn + 59%’” (B.6)
1 1 1 ;
— - o Qrwal B.7
ih 2yh+2ﬂd_Kd<Ch “h ) (B.7)

where the baseline price is now py, = % > ke Pey + %(ng” + C;“Lival ) and hegemon h’s inter-

dependence parameter is now ¢, = (3" + pe, — (C;i”“l + Pe_, ). Higher ¢; makes foreign
sourcing more attractive relative to domestic sourcing, taking upstream prices into account.

3Because equal level shifts T,k — Tmok + € leave g, unchanged, it is without loss of generality
to define the baseline from 7, and to only shift the profitability of h.
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Optimal Policy in the Middle. Following the proof of Proposition 1, we write h’s
objective in the Middle as

Ena}]f Wh = Pe,€n + ezivali,h + 1,
Im
1 1 9
+/ |: E |:(Am - ka - pk)xmk - 2"€nmmk:|
m=0 Lycy

rival own
= Tl hm@mh = Ty Tm,—h — Kn H xmk] dm
keH

1
1
— / max {(Am ~ Cm,—h = D—h — Tl ) Ty — 2mn(xg%h)2}dm

m=0 Lo —h
internalizing the determination of pp (equation B.6), iy (equation B.7), I, = yn — ip, and

1
Yn = [, _o Tmndm = xp,, and where

Iy, = max{(ph + &y, — G — De )ln + (o + Eypy — ngal — De_y)in

lhyin
1 . ival - .
— §I<;d(l}21 + l}%) - Gr_}{“lzh - Kdlhlh}

FOC in x,,;. The first order condition in x,,; is

Opn + &y;) Y opn
0= ZPL TSy, pown / L
oy, fum =0 OYn /
. 1 .
Using fj:() xjpdj = yp, we have .
Thm = —&Yn
which is therefore the same for all m. We denote 77*" = —£y;, this common value.

FOC in zp, —p. The first order condition in x,, — is

wal Oi—h ; op_n [!
0= erwal + Trwal _ / Ti_p — 22 dj
h 8y—h hm 3y—h j:[)( 75 7 h)
Qi_p 1

Ty =2 and

Op_n __
ox_p

Using -0,

T2

. 1 . 1
rival __ rival o .
Thim, O +o | (af _p— xj—n)dj

rival

The RHS does not depend on m, so 77"

is the same for all m. We denote T,’;i”“l =

1 prival 1 o) . . :
—50;0% + o fj:0<$j,—h — xj_p)dj this common value.
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Solving. Define average outside option demand to be

1 An —Cn, p—p—T°
%, = fm:O Ty, _pdm = hﬁn - . Using the first order condition of m,

l
EnTmh + Knﬁm,—h = Ay — Cmh — Ph — TTZ;:C;L - T}(z);vmn

integrating over m we have by market clearing and defining A, = frZ:O Apdm and Cup
analogously,

Knxh + Kpr_p = — Cnh — Trwal T}(an'
Then using market clearing z;, = y;, we can solve as-if there were a representative country.
Defining 7, and substituting out for py, z9, 7 ;L"“’“l and xp = —%T,‘l’“’" we obtain
Tgwn — _ 5 T — 50’ 1 Mﬁal Knkn TO’Lﬁ’n
Kp—0—& (kn—0)(kn—0—&)2 ~ (kn —0)(kn —0—&) ~

Substituting in the counterpart equation for 79" and simplifying, we obtain

1. - 1.
o = — M\ (k, — o)7g + 029”2‘“] + K, 8" [(nn — )T _p + 050};“’”

where Bé‘/[ = (Kn_(f)(f&:i)a(’i%;’__(gmnp and Eé\/[

= finé
(’in_o')2(HH_J_E)Q_(KTL“TL)Q ’
Export Wedge in the Beginning. The FOC in 6% by Envelope Theorem, is

l ai,h a[p h+Toum] 67{2;;(1[

0=1i_ h+ 97’2”‘1 aezival B aezwal (x_h o x(ih) o aezival Zh

which uses symmetry of the Middle wedges across countries and the definitions of the

01 op_
representative-country variables. Using demhﬂl = _%nrle’ 6;:1.@’;1 = 2, and substituting
h

in for i_;, we obtain

1 ) 1 1 1 1 Hrown 87.7"ival
emval -~ o _ x - f'h o f'h
P A P e h)<2 gt ) T gy
The derivations of the Middle wedges above yield (%Wml =— Bé\/[ %o and
9 iwal o(kn—o—E&) OT2W" o(kn—0—
6;;7'2“’ _ alx e ) 89T£ivaz — o e Ok nﬂ a so we have
1 1 11 o—§)

pival _ Zp 4o 0 g, T — 0 =8
0" = 2x_h+2/<cd—K Cnt (@ —n)5 <1 By > P

n

— fa
Fog — Kd nﬁ@
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Substituting in 2%, —z_) = %(Tgi”al + %sz“l) = —%é@;’f”l + éf_h + Mngz—ngl;lm and

_ _1_own
Trp = .ﬁTh s

2 grival + 11 — Bé\/laerival _ Tﬂlﬁn C-n + (1 - ﬁé\/lo—)(ﬁn —0 = é)Tzlﬁn
ka—Kq " 2 Ky £  ka—Kq ki
M —
+ lTﬁwnJ(”” —0-§) KMo+ (= By"o)Tn
5 EKJH Hn

Substituting in for 77" from above and using ﬁéw = W@W, we have

- (kn—0) o+€+(nn—a—£)BMa> E+K2BM o%kn
BM (rn—0—8) < ’ ’

(kn —0) +1- B)o

inval _ ¢ Kiné o T_h
1 Kngé\/[(a + 5) f + (Hn — 0 — 5)65‘40 — 1 1 i pgrival
_ J P 5 (Kn — O')ﬂ'h + a?d — KdC—h ¢9—h

where 1), ¢ are given as in the baseline model. Substituting in the counterpart equation for
9’“_%‘” and simplifying, we have

e;ﬂlival — _ngwnﬁh + ng@'valﬁih _ ngwnch + ngivalcih

where the coefficients are given by

rival __ 1 1—5%0‘ Kngy(g+§)§+(,€n_a_£)5éwo_
N _7!)(1 — ¢?) { P + ¢ ol ¢ (kn —0)
N BM (kp — 0 = &)(kin — 0) (Fon —U)(U—i—{—i— (Kn Uf)ﬁé”“)f-i-f(%ﬁé”a%n}
kn& Py
own __ (]5 4 _ Y
i (1_¢2)0w</€d—Kd(Km o)+ (1= 5 U))
rival 1 1 1
¢ 1—¢2 ¢ kg — Ky
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wn

Since Ky, > 0, we have n? ,nzi”al > 0. To show that n2*" > 0, from concavity we have

2 11— 8Mq
L1l h

O<¢:/<;d7Kd 2 Ky
~ Kp—0)l0o+ &+ (Kp—0 — Ma) + K amn
Ao (ot o) KOt
K’né K'né- 2
2 +11—@%_B%mn—a—s)(“"‘“)("“)1
T kg—Kg 2 Kn, Kn& Kn, 7
_ 2 11-fifo 1o+ lemoitimeetagil
Kg—Kgqg 2 Kkp—o0 2 (kn — 0)knp
2 11-8ylo
T kg—Kqg 2 kp—o0
and therefore n2*“"™ > 0.
To show that 7."% > 0, we have
: 1 11
rival = |1 pM
kp—0)|lo+&+ (kp—0 — + K28M o2k,
oo )+ 84'a )¢ + K33’ .
3 kn& "
B — 0 = )(en — 0" (o +¢)
1 11 u
> —— —fByo
1_¢2wl€n|: gﬁn :|
1 5 v (B —0 =80+ (kn —0)¢
1_¢2¢’{n o 3
>0

Equilibrium Middle Wedges. We substitute in the solution for ;7% into 79" to
obtain

own Bown— +6rwalﬂ_ h+ﬂgwn< +Brzval<~_h
where 57orum — _Bé\/l |:(K, —U)‘FUén;wal nEg 2,’7211)717 B;ival /BM érhorwn_‘_KngéV[ (Hn_

)+0_ 1n;2val:| 5gwn — _50 ok 1 ngwal nlge 2ngwn and Bgival — /39 2ngwn+KnB0 %nrwal

Anf n,—h —P— 7Tgwn .
We use rjival = —Lgrival 4 g(20, — 2_;) and 2°, = n, hﬁn hoh to write
rival _ _1 kn t0 Kn (U + 5) Fown

. [
grival 4 — 7 ) 4 oD 2w
2 kg Kn kné
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from which substituting in we obtain

Trwal ,y;)rwnﬂ_ + ,77rrwalﬂ_ b+ ,YC n(h + ,Yzwalg_
where ,yown — lnn+an0wn+ o(kn— 2 ) Brwal ,eral lnn+anrwal + L 4 g :‘in 0' f Bown
™ Kn ? ™ 2 Kn ™
,ngn _ %H»,;jl-o' own 1 U(Hlng €) Bzwal and ,ymval %H,};—:O’ rival + U(H%ng £) ﬁown
B.2.0.2 Proof of Proposition 8
Using t), = —%éﬁziml + éﬁ,h + 7“"5,;; $r o and TOY" = —Bé” |:(/€n —o)T_p+ %092“’“1] +
Kngév[ [(nn —o)Th + %UGT%“Z] , we write
11 . 1
b, = — 7707"11)(1[ =
h 2 Kp, h + I{nﬂ- h
Kn —0 — 5 M — 1 erival K aM — 1 erival
N B |(kn = 0)T—p + 500" | + Knfly" | (kn — o) + 50075
n

Comparative Static in 7_;. We have

oty, 11 (1 N Kn _; — £ﬂ£40> agzival K2k

Of_n 2k Om_p  (kn—0)2%(kn — 0 —&)2 — (Knkn)?
K — o — 1 aerwal
+ nig nﬁé)w*
Ekn 2 O7_p
rival aerwal
Using Proposition 7, for K,, > 0 we have e = nrval > 0 and - < 0, so
that 8%1 < 0, completing the proof.
Comparative Static in 7,. We have
oty 11 bin—0 =&y \ OOk, —o—€ =y 1 o0l
Zh 22 (TS K _ -
Ty, 2 Kvn< + & /30 7 o7y, + Eknp n/BQ (Hn U) + 20 o7y,
rival 8 Tlval .
Using Proposition 7, for K,, > 0 we have Bhﬂ —ng¥" < 0 and = prival > 0, so

that g% > (0, completing the proof.

B.2.0.3 Threshold Country

Deriving Power. Power is given as in equation 9 by

2
<Hn(Am — Gmh — Ph — Twal) Kn(Am - Cm,fh ~DP-h— Tf"}‘j"))

2 2
26n, Ko — Kn

Powery, ,, =
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We can therefore write

\/ Powery, , =

1
Bn(Tmh — 7o) — Kn (T —p — 71— + v/ Power
QHH(H%—K,%)< (Tmh — Th) (T, —n h)) V h

where Power;, denotes power over the average country.

Threshold Country. Defining the threshold country mg by \/ Powery, ,,, = \/ Power_p, m, ,

we substitute to obtain

Do (R2 — K2)
kn + K,

Ehp —

<\/Powerh — \/Power h)

At a symmetric allocation, e, = 0. Using pp, = ﬁh—ayh%—%@’jg“l andt_p = %(%HTZGZ—G—TT;;M),

1 .
\/2/% - K2 YW Power), = ki (Th + oyn — ot_p) — Kn(T—p + 0y_p — 50};’”‘” — 7o),

Therefore considering the effect of a small increase in 7y, local to a symmetric equilibrium,

de
du_ dt_ d[Town+ e'r'wal]
where we have wy, = a<§§r’;} - é%hh) + Sk <g% — dﬂh> + ijkﬂ( i
d[rown erzval o
[7h ;h }> USIHg 7_Mval o‘+:n lerwal _|_ 7Th + U(M‘;ng 9 T}?wn’
Kn rival Kn own 1 rival g — K ol rival
_ T + — 7 — 0 —0 = s 0
b + K, " Fin + K " yh+2_h kn + Ky h+/~€n+K2_h
0(kn —0—=&) + Kp&+0(kn+Kpn) oun
+ Th
§(kn + Ky)

and so we get wp = — |:,Lgn-iKn + HIEZ-KC'; 1<n;zval_‘_noum)_|_ U(Hn—ff—?(:ﬁf(‘:;’(ﬁn+f(n) dﬂ (Tgwn

T"w")] We have

Rn

(ki = 0)(kn — 0 =€)

Substituting in for ﬁé” , we have

1 .
ot = (B + Ky /BGM)[(H” 0)(F—n—7n) + 50 (65 - e’f;j“l)]

dlrgn — 724 ¢

= - Kn 10_ own rival
e (s ey o] (GRS G AR )
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which substituting in and simplifying yields

(Kn§ + ok + Kn)> (i — o) + 0(Kphin)

1
J/in—U—f +Kn§+01‘ﬁ7n+Kn 1 riva own
+< ( ) 5 ( )o+(0—Kn)>2(m L2

where we have defined D = (k,, — 0)(kp — 0 — &) — kK, > 0.

B.2.0.4 Proof of Proposition 9

We start by simplifying wy. Define G = % +1-— ﬁé\/l o > 0 (where the inequality follows

from ¢ > 0). Simplifying the coefficient 7% using Bé” = kn B /[(Kn — o) (ki — 0 — €)] and
substituting in for ¢ and ¢ gives

1—Bé\/[a+/£n—a< 4 +1—5§%_2¢>+2(Hn_g)¢¢2
g

(1= Py =

Kn o kg — K4 Kn
G —2(kp — 0)(1 — ¢?)
= . .
Since 72" = ¢G/[(1 — ¢?)o¢], summing and simplifying yields
O rival own G
Fon — 0) 4 = (v gy = T

Define

(kn —0)o + Kp(kn — Ky)
D

& 20— o)1= 0)

>0, Y=1
e +

> 1,

and let Y =Y — %(1 — R). Collecting terms in wy, and substituting in for nr#el 4 pown,
we have

Y - K, .
1w = | Kyt T (1 — o) + 2 (7 + 12"
(kn + K)o Kp — O 2 (B8)
K [ oY — Kn} Ky Y .
= —F K, + = = =.
(K'n + Kn)a Kn + Ky, R
Substituting in for ﬁéw, 1, and ¢ gives
1-R=-"\kp—0—K,+K,[1+2)8Mc| > 0. (B.9)
DG 19
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Thus 0 < R < 1. We first show that R is strictly decreasing and Y is strictly increasing.

" d(B) o)
By the proof of Proposition 4, & 0. Hence

4 d(pM D
dG: (590)<0’ dD

¢ ka—Kg o dE dg

—(kp—0 — &) — 2(kp, — ) < 0.

The numerator on the right-hand side of (B.9) is positive and strictly increasing in & since
K, <kp—0—¢&and £ > o imply

dlo(kn — 0 — K,)]
dg§

and since K, 0(1+0/€)B) o is nondecreasing, since o, o /¢, and 3} o are positive and strictly
increasing. Since D and G are positive and strictly decreasing, it follows that % < 0.

In the definition of Y, the term with numerator (k, — o)o is strictly increasing: its
numerator has derivative x, — 20 > 0, while D is strictly decreasing. Differentiating the

remaining term therefore gives

=kp—20—K,>&—0>0,

dy Ky (ki — Kp)(3kn — 30 — €)

Fa o > 0. (B.10)

Suppose first that oY > K,,. Substituting in for l/}, we can write

Y n
v (v S (L)
R o J\R
dy

Both factors in the product are nonnegative and have positive derivatives, since GE > 0,

do — 1 and % < 0. The right-hand side therefore has a positive derivative, so (B.8) implies

dg¢
d(;"—sh > 0. This case includes K,, = 0 and oY = K,,.

Suppose instead that oY < K. Since R is positive and strictly decreasing, it is enough
to show that Y is positive and strictly increasing. Since o,Y > 0, then in this case we must
have K, > 0. Using the definition of Y,

Kn>O-Y>Owg_I(n)_

Dividing by K, and using K, < k, — o — &, we obtain
D > o(ky — Ky) >0(§+0).
To complete the bounding arguments, define

_ o _ o +o0)
g(”s)ﬁéw”l)( e >

A P pr———

Since D > (£ + o), then 0 < BMo < € < 1.
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Verifying that Y > 0. To bound }/}, write

First, to show that Y > 1, since £ < 1 we have

-0
V>Y - K"
" DG
Next since 1 —59 o > 0 in this case, then G > (K”iKU) and so
> Kp — 0O (/@n—a)a+Kn(/{n—Kn—”d_TKd)
Y>Y—KHW:1+ D >1

:‘id—Kd
where the last inequality follows since k, — K, >0 +&>&—0 = %Kd.

Verifying that d > 0. Recall that we have

vy _dy dR
¢ d¢ "de”

Since we have already shown that & dg > 0, we aim to appropriately bound dR . We have

dR 1+ K.% dDG] R

d¢ ~ DG d¢ DG
1 4 1 K, dt R d(BMo)R
=—|—R-—= —— n—0— 2(ky — — —
G<F&deR D>+DGd§+<(” o -8 +2Ax U)>D+ i G
Following the bounding argument from the prior step, we have
kag — Kq
O<R<—— B.11
<R< = 5= (B.11)

and therefore

dR K, dl R dB)o)R
% < pot (om0 2m—0)) 5+ TG
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Next, for £ = U(ﬁjt}){ , we have
n n >

D(”w —0)(kn — 0 — &)

4 knKp

0<%_ £+ 30 _d££_£. (H”_a)%?z_o'—f)
dg_ RnKn ng 1 HnKn
D<1+ (’in_a)(’in_g—g)> * (/in—a)(/»gn_g_é“)
_&+30_dD ¢ _ 3k,

"D T #D°D

Next bounding the derivative in ﬁéw o= 64—%8’ using parallel arguments we have

B3"0] _o+& 1dD
d ~ D Dd¢

3kn — 20

d
0< o)

Béwa<

Using the bounds on the derivatives and the bounds on G and R, we obtain

dR KRqg — Kd

dRr - ka—Ka fa — Ka
d¢  4(kp — o)D?

3Knkin + (kn — 0)(3kn — 30 — &) + (3kn — 20) 1

Using kg — Kq < 2(§ — o) < 2 and 3k, — 20 = 3(ky, — 0) + 0 < 4(k, — 0), we have
8a-Ra (35, — 20) < 2¢(kn, — o). Using this and D > 0, we have

dR kg — Ky
dié_ < W(B/ﬁln —30'—€)

Having bounded %, we conclude by showing that % > 0. Following the bound here and
in equation B.10, we have

ay dy dR K, (3kn — 30 — &) kg — Kq
— = ——-K,— -K,— —— 0
€ dE rae T D? fin = fin 5 )~
where the final step follows since k, — K, — ’”_TKU’ > 0.
In sum, we have shown in this case that d;—gh = Rni"Kn <11§(ﬂ;/ — };d?), with 17, R> 0,

% > 0, and % < 0. Therefore, ‘Zj—g > 0 in this case.

This concludes the proof.

Showing w;, > 0. We conclude by showing that w;, > 0, and indeed that each com-
ponent of the decomposition is weakly positive. Using the decomposition derived above

@ ) _ % _ dy—h Kn dtih _ dt—h
under “Threshold Country,” we have w, = o i dﬂ) + oy e ( o = +

. We therefore aim to show that each of the three

K (d[ngnJr;ezival] _ d[Tgwn+%9ri}1lzal}

n _
kn+Kn dmp, dmp,

terms in wy, is non-negative, and one is strictly positive.
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The term O’(S% - dgg:). We show that 3%—2 > 0 and ddz%_hh < 0. Recall that y, =

é 7", Then, using Proposition 7, we have

_ __—pown _ — K riva Kn own 0
dﬁh 557‘( f |:56 |:( ) + 0277ﬂ + 60 o5 777r >

dy*h 1 own Py 1 riva
b b o] <o

where the inequalities follow from 77%% > 0 and n2*" > 0.

The term o + e %’L — (g:h > . This term is weakly positive from Proposition 8.
own rival own rival own rival
The term I_?}( Al dthg ]_ d dtha h > We show that V = d[Tdt—he] >0
own rival
and U = % < 0. Using Proposition 7, we have
1-8Mo
U= ﬁoum + n;zval 60 ( Ky — ) + 256 Un;zval n/89 o= ngwn
, 1 1-8Mo . 1
V= el = S = = T B (e — ) 4 B o !
G—2(kn— 1—¢?
Substituting in for 77 = (5(172;‘320 %) and Nt = a ¢2) G, we have
G M M
V:m KnBy o —(1— B4 0)o
Kn — 0 M M G (1—8y"0)G = 2¢(rin — 0)
U=- 1— - K = — oV

Therefore, it suffices to show that V > 0 and (1 — 810)G < 2¢(ky, — ).
If 6é\/1 o0 >1,then V >0 and U < 0 follow immediately, so consider instead the case in
which Bé‘/f o < 1. Following the proof of Proposition 9, define

(= (14—2)%\/10.

Since ﬂé\/la <1 and o <&, then £ < 2.
We first show that G(1 — B} o) < 2(k,, — )4. Since (kp —0)(kin —0 — &) — (Knkin) > 0,

knkp

.
0 Kby = o =Y km =0 =8

Byt < By

Substituting in for 1, and using this bound together with ¢ < 2 and K,, < k,, — 0, gives

G—Q(Iin—a)d): (Hn—U)BéWU—FKTZLBéVIG(E—l) < (Hn—U—FKn)ﬁé‘JJ < 2(/€n—a)ﬁé\/lg

§ § §
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In this case, ﬁé\/la <1 and kg — K4 < 2€ imply

A(kp — 0) - 2(kp — a)'

G >
kg — Kq 3

Putting these bounds together, we have

2(kp — 0)
§

which proves that G(1 — 8)1o) < 2(k,, — 0)y. Combined with the lower bound on G, it also
implies that

G — 2(kn — o) < B o < GBYa,

G(1-BMo) 1-pMo
> .
2(kin — o) 3
We use this bound to show that V' > 0. Substituting in for ¢¥)¢ and using ﬂé\/[a < 1 and
o <&,

P >

o= Ko B)lo(o +€) (1 L ‘”‘%g%) _ KaBylo(o +&)(kn —0) _ KnBy'o

28kn 3 B 2§2’€n - §
Since ¢ > 0, then combining the bounds on v and ¢ gives

o(1— B o) < g¢ < KB o

and therefore we have V' > 0. Therefore since G(1 — 8} o) < 2(k, — o)1, since ¢ > 0, and
since V' > 0, we have U < 0, concluding the proof.

B.3 Possible Extensions

B.3.1 Extension: Technology

We extend the model to allow a hegemon to innovate its technology prior to the rivalry.
To do so, we incorporate a “Before” period, occurring prior to the Beginning, in which each
hegemon is able to invest in technological development. We build on the heterogeneous
hegemons extension of Section 5, focusing on the representative (asymmetric) country.

Formally, hegemon h’s downstream technology is defined by a state Lj, € {L, L}, which
governs the cost parameters (7*"(Lj) and C};i”al(Lh) of its production process, the cost
parameters C,,(Lp) of the representative RoW country, and the substitutability K, (L) of
the hegemons’ downstream goods, where L = (Lp, L_p,). In the Before period, each hegemon
invests in technology development. In particular, hegemon h can choose the probability
zn, € [0,1] of developing technology L, with quadratic utility cost %%Z}% for v, > 0. To
simplify the exposition, we focus on one hegemon, h, that is best responding to a hegemon
—h that has chosen to innovate the L technology for sure, z_; = 1.

Denote Wy, (Ly, L) to be the welfare of hegemon h when it realizes state L and its rival
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realizes state L. Then, the maximization problem of hegemon h in the Before period is

_ - 1
max 2y Wi (L, L) + (1 — 2p)Wi(L, L) — =ynzi.
2 €(0,1] 2
The optimal investment of hegemon A at interior solutions is
* 1 T T T
2y = . (Wh(L, L) —Wy(L, L)> (B.12)
h

The following result characterizes how innovation changes in response to exogenous param-
eter perturbations.?

Proposition 10 Consider a perturbation to an exogenous parameter b in the state (L, L).
The impact on h’s optimal innovation is

Direct Effects Economic Profits
dzi  OWR(L,L)  Oi-n rival dQT_iﬁal )
Zh grival _
arn o oy b "

B <67”’;;al drrival ggrival > - <3[p_h +Town] orown derived

- - t B.1
b oorvl db B oorvl db >h (B.13)

Building Power

Equation B.13 highlights the impact on innovation incentives coming through the economic
profits and power building motives. We focus in particular on the effects of export controls
on innovation.

Effects of Export Controls on Innovation. We focus on how the prospect of
export controls by the rival would affect hegemon h’s incentives to innovate. As a thought
experiment, suppose that, starting from its optimal export control from the perspective of
the Beginning, US could credibly commit to impose a larger export control on CH in the
event that CH innovated the L technology. The effect of this larger export control is

Building Power

Economic Profits

dz* —— aTrival orown
CH . Us Us
ocH d@rival = \_ZCH, +- 697‘ival TeH + a@rival ten - (B14)
USs Us Us
<0 ~———
>0 >0

Equation B.14 reveals competing effects on h’s innovation from changes in the rival’s export
wedge. On the one hand, when the L-technology makes CH’s downstream sector very import
dependent, a higher Beginning export wedge by US discourages innovation. On the other
hand, the higher export wedge also increases the economic profits that US earns from sales
of its upstream good to CH, shifting US towards accommodation. The US shift towards

4Perturbations in the low state are analogous, and perturbations affecting both states result in
linear combinations of these effects.
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accommodation increases CH’s power, and motivates CH to increase its innovation rate (the
second term in equation B.14). This building power motive is further amplified when CH
will also be pursuing containment when technology L is developed, for example if technology
L makes US and CH’s goods closer substitutes. In these cases, although the direct effect
of increasing costs of exports pushes down the innovation rate, the building power effect
pushes CH to innovate more and may undermine the efficacy of the export control.

This extension also brings up interesting issues on limited commitment and time incon-
sistency in policy. A benefit of committing to lower export controls is that it discourages
technological innovation in the rival. However, the time inconsistency problem arises be-
cause once the rival has not innovated, the ex-post incentives are to increase the export
controls.

B.3.1.1 Proof of Proposition 10
In the Before period, applying Envelope Theorem we have

dWi(L,L)  OWy(L,L) Qi_p | (Opn 14075\ der_igali
a b P an !

db ob b + 5 db
1 rival rival rival rival
Opy, 140" orry arrival ggriv
* / 0 |:_ <8b + 5 db + ob - agiizal db Tmh
<3p_h aroyn  grown dgrivel

rival
+ 0}

m=

ob ob + 697;1';;0] db > (-f[;m,—h - $m7_h):| dm

Applying the definitions zj, = fl Tppdm and z°, = frizo g, _pdm, we have

m=0

WET)  OWAT,T) | @i A0Vl 0Tl il ggripe
= + 0, —— — ih — Th

db ab ab  db b oorvl db
Op_p,  OToy™  9roym dgrivel .
U T e @ )T

from which the result follows using ¢, = 2%, — x_j.

B.3.2 Bargaining Weights and Weights on Transfers

The Nash-in-Nash structure means that country n cannot choose to reject both contracts,
that is, country n only chooses whether to accept both contracts or reject one of them. In our
setup, rejecting both would yield country n’s autarky payoff of zero, so that country n would
be better off accepting both compared to rejecting both if W, = >, V,2(1_1) — Vo, (1) > 0.°
In this appendix, we relax the take-it-or-leave-it structure of the offers by allowing for
reduced-form bargaining weights, which will help to increase the surplus to country n and

5Because goods are substitutes, this tends to hold for fixed hegemon wedges, but can fail in part
because of the wedges.
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make the joint deviation less attractive. We also allow the hegemons to put welfare weights
on transfers that are not equal to one.%

Formally, we assume that the hegemon places a welfare weight A > 0 on transfers, so
that the hegemon’s welfare is Uy, (Che,,, Ch ) +vn(2)+AT},. We also introduce a reduced-form
bargaining weight 1 € [0,1), so that country n retains a fraction p of the gap between its
inside and outside options. Therefore, country n’s participation constraint in its relationship
with hegemon h is now

Va(7) = T 2 V) (7-n) + 1(Va(7) = Vi) (7-1))-

The case of ; = 0 is the baseline model, while as p rises the hegemon’s ability to extract
transfers becomes more limited. For this extension we assume transfers are restricted to
be nonnegative, that is Ty > 0, to ensure that all else equal higher p directly tightens the
participation constraint.

For illustration, consider the case of the baseline model in which v (2) = 0. In this case,
using the binding participation constraint to write transfers as T, = (1—p) (Vi (7)=V,2(1-1)),
we can write the hegemon’s utility as

Un(Cheps Cng) + A1 — p)(Viu(T) = V7 (T-1))-

When A(1 — p) = 1, this objective function collapses to that of the baseline model (with
the added restriction of transfer nonnegativity), since the higher value of transfers exactly
offsets the reduction in the hegemon’s bargaining weight. In this case the strategic incentives
of the hegemons are exactly the same even when country n has more bargaining power, so
the interior equilibrium of Proposition 1 is the same but the RoW countries achieve higher
welfare compared to the case of p = 0. When A\(1—pu) > 1, the value of transfers is relatively
high, and the hegemons would have more incentive to extract transfers relative to collecting
economic rents.

B.3.3 Discussion of Further Extensions

Bargaining and Threats Between Hegemons. We extend the baseline model to
allow for bargaining and threats between the two hegemons. At the start of the Beginning,
before export wedges are implemented, the two hegemons can bargain over three terms: (i)
the export wedges {057} },c3 set in the Beginning; (ii) the contracts {75, T }rep offered in
the Middle; and (iii) a side payment Ty g cm from CH to US, with Tyscr < 0 capturing a
side payment from US to CH. We assume that the hegemons can commit to the terms of
the bargain.

Let szal’o denote the export wedge that hegemon h will implement if bargaining breaks
down, and write 0° = {Hziml’o}hey.[. This wedge might be set with or without commitment,
and we sketch the incentives in its determination below. If bargaining breaks down, these

6 An alternative would be to introduce a participation constraint that checks for the deviation to
autarky, essentially imposing that the gains from trade have to be positive for each RoW country.
This is similar to a common agency setup in which rejecting both offers (nonparticipation) was an
option (Bernheim and Whinston (1986)).
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wedges are implemented and the hegemons offer contracts in the Middle as in the baseline
model, resulting in hegemon welfare Wy (6°).

We assume equal bargaining power, so that, fixing °, the Nash bargaining solution
solves

max [WUS + TUS,CH — W;}S(@O)] . [WCH — TUS,CH — Wng(eo)]

ival
{050 T new, Tus,cH

subject to the determination of equilibrium in the End, the bilateral participation constraints
of RoW countries, V,,(7) — T, > V,2(7_p,) for h € H."

Because of the presence of the side payment, bargaining results in a “grand coalition” in
which the hegemons jointly choose policies to maximize their combined welfare:

~ max Z Wh,
{67°v 7, Th b hen hen

subject to equilibrium in the End and the RoW countries’ participation constraints.

There are a few interesting consequences of this grand coalition structure. First, coop-
eration eliminates the incentive to manipulate terms of trade solely to redistribute economic
rents between the hegemons, since those transfers are zero sum. Second, the hegemons
jointly choose policies to build power in their relationships with RoW countries. They re-
tain incentives to increase the gaps between the inside and outside options of the targets so
that they can extract transfers. As a consequence, the hegemons still balance the desire to
make each good more attractive to increase power in one relationship against the fact that
the same good serves as the outside option in the other relationship.® The grand bargain
makes each hegemon internalize the effects of its containment policies on the rival hegemon’s
welfare.

Finally, we sketch the hegemons’ incentives when choosing the threatened wedge 6
The allocation that maximizes combined welfare is not affected by 6°, but the side payment
is given by

rival,o
h .

Wen =Wy (6°)  Wus — Wes(6°)

2 2 ’
Consequently, the US benefits from threats that increase its disagreement payoff relative to
China’s. In particular, a threat that lowers China’s disagreement payoff more than the US’s
improves the US bargaining position.

We assumed that the disagreement wedges affect only disagreement payoffs, leaving the
feasible policies and welfare under agreement unchanged. Threats can therefore change the
division of surplus but leave the realized equilibrium unchanged. These types of asymmetric
threats are consistent with the observed use of semiconductor export threats by the U.S.
and rare-earth export threats by China in bargaining (Clayton et al. (2025a)).

TuscH =

"There are also participation constraints of the hegemons, Wy s +Tus,cu > Wgg(0°) and Weg —
Tus,ca > W (0°), which we assume are slack given the threats 6°.

8 A distinct extension would allow the two hegemons to consolidate their exclusion threats, offering
each RoW country the choice to accept both contracts or lose access to both hegemons’ goods. The
target’s outside option would then be autarky, normalized to zero in the baseline model, so extraction
would depend on the gap between the target’s inside option and autarky.
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Anticoercion and Economic Security. Another important extension is to allow for
countries to pursue economic security policies. We sketch how to extend the model first to
incorporate economic security by the targets of coercion. We then sketch an extension in
which the hegemons pursue economic security vis-a-vis each other.

To capture economic security policies by the RoW countries, we could extend the setup
by assuming that each of these countries can in the Beginning choose investment between
hegemon-reliant technologies or home alternatives as in Clayton et al. (2026¢). We could
assume that there is a fixed factor that can be allocated between a nontradeable production
sector and the country’s tradeable sector, with a greater factor allocation increasing the
productivity of that sector. The RoW country would be motivated to allocate its factor in
ways that reduce each hegemon’s power over it.

To capture economic security policies between the two hegemons, we could extend the
model by assuming that each hegemon can allocate a local factor between producing its own
upstream good and producing an alternative to the upstream good of its rival. Assuming
each hegemon is relatively less efficient at producing the alternative, each hegemon has an
incentive to rely on purchases of its rival’s good for economic reasons, but would also have
an incentive to invest in its home alternative to circumvent its rival’s export wedge or to
influence its rival’s offered contracts in the Middle. Even if the two hegemons are bargaining
as sketched above, each hegemon might have an incentive to invest in its home alternative
in order to increase its bargaining power vis-a-vis its rival by blunting its rival’s economic
threat. For example, this might capture Chinese incentives to develop its own advanced
semiconductor industry if the U.S. imposes a high export wedge to China in that industry
for geoeconomic competition reasons.

Finally, one could consider RoW countries forging coalitions in their bargaining against
the hegemons. The incentives for coalition building are both to secure better outside options
and to reach an economic size in which the coalition internalizes the impact of the hegemons’
contracts on the equilibrium. A coalition makes it potentially harder for the hegemons to
build Macro Power as studied in Clayton et al. (2026b).

Commitment. In models with a single hegemon, the hegemon can benefit from com-
mitments to limit its own behavior in order to deter economic security policies by its targets
(Clayton et al. (2026¢)). It would be interesting to extend our setup to allow for economic
security policies and commitments by the hegemons over their coercion. We conjecture that
the prospect of a rising competitor might mute the incentives of an incumbent hegemon
to commit itself to more limited coercion. Intuitively, if a rising competitor will erode the
rents that the incumbent can earn from its geoeconomic power, the incumbent’s motivation
to preserve these rents by adhering to rules will be lowered, and the incumbent might start
turning more extractive even towards its aligned countries. It is also interesting to consider
the relative incentives of the two hegemons to structure rules, as well as when rules are
adopted globally (e.g., commitment to limit coercion of all countries) versus within a more
contained area (e.g., commitment only over aligned countries, over whom the rival hegemon
cannot easily compete).
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