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Abstract

What makes economic interdependence a force for peace rather than a source of strategic
vulnerability? We argue that interdependence generates both pacifying opportunity costs
and dangerous dependence, and the tension between these two forces is the key to under-
standing when economic engagement promotes peace and when it provokes war. We develop
a dynamic model of economic dependence and conflict that generates both the pacifying
and conflict-inducing effects of interdependence within a single unified framework. We show
that states use ‘derisking’ as a strategic middle path, selectively restricting economic engage-
ment to reset future leverage without destroying the gains from exchange that make peace
valuable. The theory explains why dependence-driven wars are rare yet possible. Forward-
looking leaders prefer incurring the costs of economic restraint to the catastrophic risks of
conflict. When derisking is structurally foreclosed or restrictions destroy too much economic
value, the commitment problem cannot be managed through policy and preventive war may
occur.
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Introduction

The tension between the gains from economic engagement and the strategic vulnerability it
creates defines a central problem in international order. As economic ties deepen, states with
political disputes enjoy larger gains from exchange, raising the opportunity costs of war. Yet
the same dependence that makes conflict costly can also create political leverage, allowing
one partner to exploit the other’s reliance on economic engagement. Deeper engagement
risks strategic vulnerability while disengagement sacrifices the peace-enhancing benefits of
trade.

This dependence dilemma sits at the heart of a long-standing debate in international
relations. An influential line of scholarship holds that trade partners are less likely to wage
war against one another because the economic gains from exchange would be destroyed
by conflict.! Another strand argues that economic ties can generate coercion, escalation,
and even war when states become vulnerable to economic leverage or fear of losing access
to vital markets and resources.? These perspectives capture different effects of economic
interdependence that emerge as dependence evolves over time. When dependence is stable,
the opportunity costs of losing trade and fighting promote peace. When dependence is
expected to shift, changes in leverage generate incentives for coercion and conflict. This
dynamic tension lies at the core of economic statecraft in an era where the world’s most
consequential relationships are simultaneously too valuable to abandon and too dangerous
to deepen.

This paper develops a theoretical framework that formalizes this dynamic and identi-
fies the conditions under which pacifying opportunity costs and dangerous dependence each
dominate. The model incorporates two key features. First, economic dependence deepens
over time. As states become more reliant on a partner’s goods, markets, and capital, sever-

ance becomes increasingly costly, generating growing leverage and a commitment problem.

'Kant 1939; Rosecrance 1986; Smith 1937.
2Copeland 1996; Crescenzi 2003; Hirschman 1945; Pevehouse 2004; Record 2009.



States that anticipate future vulnerability may prefer war today to future political capitu-
lation. Second, trade and investment relationships are endogenous policy choices. States
can restrict or terminate economic ties in anticipation of future risks. Because war destroys
the gains from exchange, these policies reduce not only future vulnerability but also the op-
portunity costs that deter fighting, making derisking a double-edged instrument. Whether
derisking promotes peace or war depends on which effect prevails: the attenuation of the
commitment problem or the erosion of the opportunity costs that deter fighting.

Our analysis yields three interconnected results that together resolve the dependence
dilemma. We first show that stable economic dependence produces peace. In our model,
dependence affects the cost of fighting; countries pay adjustment costs to secure alternative
trade partners if existing trade relations are lost. In negotiations, these costs generate
leverage, which shapes bargaining concessions and political settlements. Importantly, peace
prevails so long as dependence is sufficiently stable over time.

Second we find that the conflict-inducing force is dynamic. When states anticipate that
deepening dependence will erode their future bargaining position, even substantial conces-
sions may fail to offset projected future vulnerability. This generates a commitment problem
that makes preventive war attractive. States that anticipate becoming more vulnerable in
negotiations in the future may fight in the present to avoid future political losses.

Our final result explains the rarity of preventive war through endogenous trade policy.
Forward-looking states have an incentive to derisk or decouple their economic ties to maintain
peace. In our framework, derisking is the selective restriction of economic engagement to
blunt the growth of dependence without altogether destroying the opportunity costs that
make peaceful exchange valuable, and decoupling is the severance of economic ties to avoid
future vulnerability altogether. Whether derisking can prevent extortion and promote peace
hinges on their effectiveness in mitigating the commitment problems versus driving down
the opportunity cost of war. When derisking is structurally foreclosed or destroys too much

economic value, the commitment problem cannot be managed and preventive war becomes



the only escape from future vulnerability.

These findings advance the literature on economic interdependence and conflict in two
ways. First, we provide a formal dynamic mechanism linking economic dependence to both
war and peace within a single unified framework. In doing so, we establish when and why
dependence creates political leverage and how dynamic shifts in leverage can bring about
bargaining failures and conflict. Second, we demonstrate that derisking is an equilibrium
response to the dependence dilemma. Strategic restrictions on the speed and magnitude
of economic dependence endogenously resolves the tension between opportunity costs and
commitment problems. The conditions under which derisking in our analysis fails — when
there exist exogenous structural limitations on derisking restrictions or when derisking results
in the destruction of excessive economic value — define the scope conditions for dependence-
driven conflict. Otherwise, carefully managed trade produces peace.

Our theory yields insights into the emergence of derisking as a tool of economic statecraft
in contemporary global trade relations. In June 2023, the FEuropean Commission detailed
the logic of derisking as part of its European Economic Security Strategy: to “provide a
framework for a robust assessment and management of risks to economic security... while
preserving and increasing our economic dynamism.”® In a July 2025 address to the European
Parliament, President of the European Commission Ursula von der Leyen applied this logic
directly to China’s rare earth leverage: “I have already spoken about China’s domination
of the rare earth permanent magnets market. And how that can be used for economic
leverage. This is why we are developing alternative supply sources in close cooperation
with our partners. Of course, dialogue with China is also essential. We are engaging with
Beijing so that it loosens its export restrictions. Because as I said at the outset - we do

not believe strategic decoupling is in our interest. I believe that for Europe, it would be

3European Commission and High Representative for Foreign Affairs and Security Policy. European
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inefficient and ineffective. But we will continue to de-risk. Because we have learnt the
lesson. About the extent to which dependencies are vulnerabilities. And how tech, trade
and security are inherently linked. Derisking is simply a matter of European independence.”?
These developments reflect the strategic logic of the dependence dilemma and underscore the

central role of managing economic interdependence in contemporary international politics.

Related Literature

The relationship between economic exchange and conflict has been an enduring point of de-
bate among scholars of international relations. A large body of research supports the claim
that trade exerts a pacifying effect on interstate conflict. A core theoretical mechanism em-
phasizes opportunity costs: trade generates gains that are forgone when conflict disrupts
exchange, raising the costs of escalation and reducing incentives to fight.> A second theoret-
ical mechanism emphasizes information and signaling: economic linkages can create costly
instruments for communicating resolve that help avert bargaining breakdown and militarized
escalation.® Empirically, the “trade promotes peace” hypothesis is supported in prominent
dyadic analyses that report a negative association between trade and militarized conflict.”
Our study accounts for the opportunity cost of war as the loss of economic gains when fight-
ing, and reveals that it plays a pacifying role when economic dependence is deepening over
time.

A number of studies also identify conflict-inducing effects of trade pattern and trade poli-
cies. One line of reasoning emphasizes that asymmetric economic dependence—arising from

unequal gains from trade or differing costs of exiting trade relations—can be leveraged for

4Von der Leyen, Ursula. “Speech by President von der Leyen at the EP Plenary Joint Debate on EU-
China Relations.” European Commission Press Corner, speech_ 25 1764, July 8, 2025. https://ec.europ

a.eu/commission/presscorner/detail/en/speech_25_1764
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political coercion by the less dependent side, generating a security dilemma that increases
the risk of conflict.® In a formal treatment of this logic, Wagner (1988) shows that leverag-
ing economic dependence for political concessions generally requires compensation sufficient
to satisfy both parties. We extend this logic by incorporating states’ forward-looking cal-
culations about whether present compensation can offset future vulnerability from rising
dependence, showing that the compensation mechanism is inadequate when projected in-
creases in dependence are sufficiently large.

Relatedly, Crescenzi (2003) argues that states incur exit costs when they face damaged
trade relations and struggle to find new partners or adapt production to alternative mar-
kets, demonstrating that conflict can arise when one state’s exit costs are high while its
partner’s are low. Subsequent work has reinforced the idea that asymmetric exit costs can
be destabilizing and that trade can encourage low-level conflict or coercive behavior short
of war.” We build on the exit-cost idea by conceptualizing dependence as adjustment costs
incurred when access to established trade partners is lost, and we show that asymmetries in
the dynamic evolution of these costs can exacerbate tensions, whereas more balanced shifts
encourage peace.

Recent scholarship also examines how derisking policy influences the risk of conflict.
Mayer, Mejean and Thoenig (2025) develop a formal model showing that attempts to de-
crease import dependence may lead to war by lowering the opportunity cost of fighting.
Asymmetric information is at the heart of Mayer et al’s argument - states bargain under
uncertainty, and the opportunity costs of war enter their risk-reward calculations in bargain-
ing. Reduced opportunity costs make states less willing to strike a conciliatory position in
bargaining. This mechanism contrasts with the one studied in this paper. Our argument is
grounded in a complete-information environment, instead focusing on how economic depen-
dence can generate dynamic commitment problems. Thus, the present study contributes to

the literature by expanding the analysis of derisking policy’s effects on conflict to a second

8Hirschman 1945.
9Peterson 2014; Pevehouse 2004.



rationalist explanation for war; dynamic commitment problems.

Another line of work argues that trade’s impact on conflict is conditional on states’
expectations about the future strategic environment. Benson and Niou (2007) model trade
and conflict decisions jointly under incomplete information, showing that expectations about
conflict and coercion can themselves shape trade ties and that interdependence may generate
bluffing and bargaining failure rather than uniformly promoting peace. Copeland (2015)
argues that conflict may arise when states are pessimistic about their future prospects for
trade, choosing war now to secure access before losing it. Unlike Copeland, our explanation
does not point to fear of lost trade or pessimistic expectations. Rather, our model highlights
how deepening dependence — which may arise from long and beneficial trade relationships
that result in heavy specialization — can result in political leverage and incentives for conflict.

Finally, the mechanism generating war in our model is related to, but distinct from, the
economic commitment problems described in Monteiro and Debs (2020) and Bonfatti and
O’Rourke (2018). In both of these works, economic forces reshape the future balance of
power, either through hegemonic disruption'® or import dependence constraining military
production,*! leading to shifting-power commitment problems. In contrast, our study focuses
on a novel source of the commitment problem - endogenous dependence accumulation, not
power shifts. We show that preventive war can arise from anticipated continuation of trade
under increasingly coercive terms - the dependent state fights now to preserve autonomy

before its bargaining position weakens.

Model

Two countries, whom we refer to as State 1 and State 2, repeatedly bargain over a disputed
policy. The interaction occurs over an infinite number of periods indexed by ¢t = 1,2, 3....

In each period, the interaction is characterized by a commonly observed state-variable s; €

100\ onteiro and Debs 2020.
HBonfatti and O’Rourke 2018.



{T,NT} x {L,H}. The value of s; represents whether State 1 and State 2 are trading
(T') or not (NT'), and whether one’s dependence on the other is low (L) or high (H). In
every round of bargaining, States obtain extra economic benefits when they maintain an
economic relationship (7). Both the sequence of actions in each period and states’ per-
period payoff depend on the value of s;. We assume that State 1 and State 2 have an
economic partnership at the outset of the bargaining, and their economic dependence has
not shifted yet, so s; = {T, L}.

In a period in which s, = {T, L}, both states have the option to continue or sever their
existing economic partnership. If either state chooses to sever the relationship, then the
economic partnership is terminated and states incur a one-time adjustment cost a; due to
their dependence on the economic partnership, and sy = {NT, L} V¢’ > t. If both states
choose to continue the relationship, then the economic partnership is extended into the
next period. States discount future period-payoffs by a common factor § € (0,1), and we
normalize states’ dynamic payoffs by 1 — 4.

In all cases, bargaining over the disputed policy follows trade decisions. State 1 makes
an offer x; € [0, 1] and State 2 chooses to accept or reject. If State 2 accepts, then both
states receive the bargaining payoff of the disputed policy. In particular, both states also
obtain an extra benefit v from the economic partnership only if s, = {7, -}. State 1 receives
pi(ze, {T,+}) = v+ z¢ and State 2 receives us(xy, {T,-}) = v+ 1—a;. In s, = {NT,-},
neither state receives the economic benefit, with State 1 receiving puy(zy, {NT,-}) = x; and
State 2 receiving us(xy, {NT,-}) = 1 — x;. Finally, the game enters period ¢ + 1, where with
probability d > 0 that there will be an increase in states’ economic dependence, and their
adjustment costs become a; > a; in all future periods.

If State 2 rejects, then states receive their war payoff in the current and all future pe-
riods. We incorporate the idea that war affects the benefits states can capture from their
trade relationship. We use § € [0,1) to parameterize the proportion of an existing trade

relationship that is not negatively affected by fighting. This captures the idea that states



may continue trading, reaping [ proportion of the economic benefit v even though war has
broken out. Finally, states pay one-time adjustment costs depending on whether their eco-
nomic dependence has increased ({-, H}) or not ({-, L}). Formally, the war payoffs in each
state of the world are as follows.

First, the war payoff in s, = {T, L} is :

wit =p;— i+ By — (1= 0)a; (1)
where a; is replaced with o} in s, = {T, H}.
Second, the war payoff in s, = {NT, L} is:

NT,L

i =pi —C — (1 —d)a; (2)

w

where a; is replaced with a} in s, = {NT, H}."?

Gathering all this together, we can write each player’s dynamic payoff. Let o be a (pure)
strategy profile, and with a slight abuse of notation, let x;(o) be the offer made under ¢ in
period t. Further, let W;(o) be the probability of war in period ¢ under o. With this, State

i’s dynamic payoff under strategy profile o is:

(1-9) 25”[Wt(0)wi(8t) + (1= Wi(o))pi(:(0), 50)]- (3)

Key Features of the Model

A central assumption in commercial liberalism is that peaceful commerce generates mutual
gains and that war disrupts or terminates trade, thereby eliminating these benefits.'? A

prominent critique—the predation or “barbarian” logic—contends that economic exchange

12This adjustment cost is only incurred in period ¢ if trade is severed at the beginning of ¢, then V#' > t,

this adjustment cost is no longer part of the war payoff.
BMansfield 2021; Mansfield and Pollins 2001; McMillan 1997; Polachek and Xiang 2010; Polachek 1980.



does not always make war prohibitively costly because belligerents may appropriate eco-
nomic value through force, for example by seizing assets, territory or resources, or market
access. Related to this critique, recent work shows that trade between enemies may persist
during wartime when exchange does not enhance the adversary’s war—fighting capacity or
when cutting trade would undermine the state’s long-run security.!* Historical evidence
likewise documents episodes in which states continued commerce while fighting.!®> Moreover,
belligerents can reroute economic exchange through neutral intermediaries, implying sub-
stantial recomposition of trade patterns rather than complete breakdowns of commerce even
when direct trade declines sharply; in such cases, the welfare losses of war may be smaller
than conventional accounts suggest.'® Taken together, these studies suggest that war can
substantially reduce bilateral trade without necessarily eliminating commercial benefits al-
together.

Our model incorporates a more flexible view while preserving the opportunity-cost logic
central to commercial-peace arguments. Let v denote trade benefits that countries stand
to gain from trade under peace.!” We introduce 3 € [0,1) to capture the fraction of trade
benefits that persists during war: if conflict occurs while the countries maintain a trade
relationship, each retains 7 in commercial gains, so the loss of trade benefits is (1 — 3)7.
Put differently, war destroys (1 — )y of the gains from trade, which corresponds to the
opportunity-cost logic of war. This formulation nests the standard benchmark of complete
trade cessation (5 = 0) while allowing wartime commerce to range from autarky to largely
uninterrupted exchange.

We then operationalize economic dependence as the adjustment costs states incur during

4 Grinberg 2021.
15Giltner 1997; Levy 1998.
6Gowa and Mansfield 1993; Gowa and Hicks 2017.

1"We assume a common trade benefit  across both countries and both dependence stages for tractability
and to keep the analysis focused on the security implications of changing dependence rather than on het-
erogeneity in the gains from trade. This symmetry is not necessary to derive our results, which we formally

demonstrate in Appendix A.6. Thus, we opt for the simpler specification here to ease the presentation.



the transition from disrupted trade ties to the establishment of alternative relationships.
These trade-related costs reflect the substitution frictions triggered by war disruption: first,
the time and capital required to search for and secure alternative suppliers and markets—
especially when substitutes are limited by product heterogeneity or specificity—and second,
the frictions associated with reorganizing exchange after new partners are found, including
renegotiating contracts, building production infrastructure, and adapting to different stan-

dards or technologies.'®

We capture these adjustment costs with parameter a;, that are
incurred when present trade ties are severed.

Finally, we treat adjustment costs as dynamic. As states become more reliant on a part-
ner’s commodities or markets, severing the trade relationship becomes increasingly expensive
because trade-flow decline is larger, equivalent substitutes of supplying or buying are scarcer,
and relocation or adaptation process takes longer, all of which can generate more costs during
the transitional process. We represent this dynamic with two parameters, a; and d € (0, 1).
Here, a; denotes the adjustment cost in a future period when dependence is deeper, and d
governs the rate at which adjustment costs rise from a; toward a;. Higher values of a or d
therefore indicate a larger magnitude—or faster growth—of dependence-related costs following
future trade disruption.

A natural question is whether the model needs both the fraction of the surplus that
survives war, , and the adjustment costs, a; and a;, since both shape how war bears
on the trade relationship. The two parameters are distinct. The parameter 5 determines
how much of the recurring trade surplus, v, states retain while fighting, so it operates
through the opportunity cost of war and is decisive for whether states sever trade rather

than fight. The adjustment cost a; is a separate, one-time cost paid when an established

relationship is dissolved, and our analysis finds that it is the growth in this cost, a) — as,

18The European gas market can illustrate these frictions: where pipeline infrastructure and contracting
arrangements lock in supply relationships, shifting away from a dominant supplier can impose substantial
transitional losses because new pipelines and sourcing capacity require years of planning, approvals, and

investment (Gent and Crescenzi 2021, p. 132-133).
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that creates the dynamic commitment problem that drives conflict. The two forces are
independent; as our analysis reveals, war can occur even when fighting destroys none of the
surplus (8 = 1), provided dependence is growing, and war never occurs absent growth in
dependence (a), = ag), whatever the value of f.

It is also worth highlighting a force that is not included in our baseline model to clarify
the scope restrictions of our analysis. Specifically, our model abstracts away from wars of
conquest such as those studied by Gent and Crescenzi (2021), in which states pursue war
because they expect that the spoils of conquest outweigh the cost of fighting. Instead, our
interest is in potential conflicts that might arise when and because states are trading with
each other and, as a result, there exist opportunity costs for fighting that create disincentives
for conflict. In the final section of our discussion of the results, we describe the results of
an extension of the model that allows for conquest. The qualitative results of our analysis

carry over to this extension.

Equilibrium Analysis

As is standard in the analysis of dynamic games, we study stationary, Markov perfect equi-
librium (MPE)." In this context, MPE amounts to subgame perfect equilibrium with two
additional requirements: that states condition their behavior in period ¢ only on the state
variable s; and that they use the same strategies in any ¢, ¢ such that s; = s4.%°

To begin, we characterize how bargaining behavior is shaped by economic dependence.
For our first two results, we focus on equilibrium behavior when states do not sever trade
on the path of play. This allows us to establish a baseline understanding of how dependence

shapes patterns of bargaining and fighting before moving on to the broader question of

whether states, anticipating the effects of dependence, choose to trade at all.

9Maskin and Tirole 2001.
200ur qualitative results of importance hold across all equilibria, including those that relax the assumption

of stationary play. A focus on stationary equilibria simplifies the presentation of the results significantly.
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Our first result focuses on two forces - one static and one dynamic. First, we demonstrate
that dependence leads states to make political concessions. The logic of this result is tied
to the classic logic of bargaining. As a state becomes more economically dependent, its
outside option of war becomes worse because it anticipates the need to pay adjustment costs,
and therefore it is willing to concede more in bargaining. Second, we show that dynamic
considerations also come into play, but in the opposite direction. When a state anticipates
that it will grow more dependent in the future, it receives concessions in the present. The
intuition for this is also straightforward. Because a state anticipates future dependence, it
must be compensated in the present lest it fight in order to prevent this dependence from

occurring. The following result formally demonstrates these forces.
Lemma 1. In any equilibrium in which neither state severs trade on the path of play,

1. in a period in which State 2 is highly dependent, s, = {T, H}, the highest demand

State 2 is willing to accept, denoted xtT’H, is increasing in al,.

2. in a period in which State 2 is not highly dependent, s, = {T, L}, the highest demand

State 2 is willing to accept, denoted 1", is decreasing in al.

This result highlights the dynamic nature of the relationship between economic depen-
dence and political concessions. The first part of the result focuses on the effect of economic
dependence in the present, when a further increase in dependence is not on the horizon.
Under these conditions, State 2 knows that its dependence entails adjustment costs in the
event of war. Accordingly, in equilibrium dependence correlates with political concessions.
The extent of State 2’s dependence directly correlates with the magnitude of the concessions
made to State 1—an increase in a, results in greater concessions. The higher State 2’s post-
shift dependence, denoted as al, the greater the political concessions State 1 can extract
from State 2. Consequently, post-shift economic dependence exposes State 2 to political

vulnerability. Importantly, this depends on an environment of stable dependence, as is the
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case in a period in which s, = {T, H}, when dependence has already increased and will not
increase further.

In contrast, if dependence is expected to increase over time, as is the case in a period
in which s, = {T, L}, State 1 is compelled to make political concessions to State 2. In
this case, higher anticipated future dependence, a}, enables State 2 to secure more favorable
concessions from State 1. Why is this? Anticipating an increase in its economic dependence,
State 2 is fully aware of the political concessions it will need to make once it becomes more
economically dependent in the future. Thus, State 2 has an incentive to demand more in
the present period to compensate it for the anticipated loss of bargaining power following
the shift in economic dependence. State 1, desiring to maintain the trade relationship and
to secure a stronger bargaining position in the future, is compelled to concede to State 2’s
demands. The disparity between State 2’s future and present economic dependence, denoted
as aj, — ay, determines the extent of political concessions State 1 needs to make to State 2. In
sum, an anticipated increase in dependence in the future allows State 2 to extract additional
concessions in the present.

With the relationship between economic dependence and political concessions detailed,
we now turn to one of our central questions: when can economic dependence lead to war?
We find that a high level of anticipated future economic dependence creates an incentive for

war. The following result establishes this formally.

Proposition 1. Suppose that o is an equilibrium in which neither state severs trade on the

path of play in any period.

If
/ 1— 1— ,
0> 1-=F)y+p+ca+ (1 -5+ dd)ay —q,
od
or, equivalently
d> (1=8)y+p+eca+ (1 —0d)ay _ 3

d(ay — as)

then under o State 2 rejects all offers in a period in which s, = {T, L} and results in war.
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As this result shows, if the dynamic shift in dependence is sufficiently high, State 2 will
reject any offer made in a period in which it is (i) trading with its partner and (ii) its
current level of dependence is low. Therefore, dynamics are important; war due to economic
dependence can only occur in our model as the result of an anticipated shift in a state’s
future dependence. As indicated in the proposition, both the size and speed of an increase
in economic dependence, drive this finding.

The first factor that determines whether dependence leads to war is the size of the
shift in dependence, represented by aj. State 2, recognizing the looming increase in its
future adjustment cost, develops a preference for engaging in war before becoming further
economically dependent on the relationship with State 1. This comes from the significant
difference between the future adjustment cost, a), and the present adjustment cost, as.
Lemma 1 shows that although its future economic dependence allows State 2 to extract
some concessions on the political issue in the present, this bargaining advantage will vanish
in the future once its dependence increases. At this point, State 2’s outside option of war is
worse because its adjustment cost has risen due to the increase in dependence. As is typical
in bargaining models, this weakens its hand in political negotiations. When the potential
shift in its adjustment cost is sufficiently large, State 2 prefers to engage in war and incur the
lower adjustment cost ay in order to prevent State 1 from exploiting its future dependence.
In this case, even conceding the entire issue in a period before increased dependence is not
sufficient to compensate State 2 for this anticipated loss. Knowing this, in equilibrium State
1 makes a non-serious offer, anticipating that State 2 will inevitably reject it.

The second factor is how quickly State 2’s increased dependence on State 1 is expected
to arrive, which is represented by the parameter d. The role of d is best understood as
a consequence of the dynamics outlined in Lemma 1. Recall that an anticipated upward
shift in dependence confers both a short-term advantage and a long-term disadvantage to
State 2 in bargaining. As Lemma 1 illustrates, d gives State 2 some bargaining leverage

over the political issue at present. However, once dependence increases State 2 loses this
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advantage, and must settle for worse outcomes in bargaining. A higher value of d implies
that State 2 loses its temporary bargaining advantage more quickly. If d is sufficiently high,
the permanent loss of bargaining power in the future outweighs the temporary gains from
the concessions State 2 receives in the present.

Moreover, Proposition 1 also yields clear comparative statics that clarify when greater
trade makes peace more likely. In particular, the war threshold varies systematically with
both (i) the gains from trade and (ii) the dynamic growth in State 2’s trade dependence.

The following result contains the findings.
Corollary 1. The propensity of war decreases as:
o The trade benefits v increases
o The dynamic change in Country 2’s trade dependence, al, — as, decreases

First, al, increases in the size of trade benefits, . Larger trade gains make the war
condition more stringent: for a given distribution of al, the set of values for which af, > a,
shrinks as ~ rises, and the corresponding probability of war declines. The intuition follows
from comparing bargaining and fighting payoffs. Higher v raises the value of peace—since
the full trade surplus is realized under a negotiated settlement—while also increasing the
economic cost of war because conflict destroys (1 — )7y of the surplus. Second, d decreases
in the temporal rise in State 2’s adjustment cost, a) — as. The key factor in Proposition 1 is
the anticipated shift in dependence, al, — as, which governs how sharply State 2’s bargaining
position is expected to deteriorate once dependence rises. When the gap a — ay is smaller,
it implies a less severe expected decline in bargaining leverage. As a result, war is less
worthwhile as a means of forestalling future vulnerability because the future disadvantage
that motivates preventive action is attenuated.

In conclusion, Proposition 1 identifies growing economic dependence as a source of inter-
national conflict. This resonates with conclusions drawn by critics of commercial liberalism

that economic dependence can manifest in tension and conflict when states exploit others’
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economic dependence to gain bargaining leverage and extract concessions. However, our
model shows that economic dependence indeed provides states with bargaining leverage over
the political dispute, but it does not generate conflict unconditionally. Instead, in our frame-
work it is the expected increase in economic dependence that drives states to fight to avert

making undesirable political concessions in the future.

Why Economic Dependence Rarely Causes War

So far, we have found that dynamic shifts in economic dependence can cause war in equi-
librium. However, wars of economic dependence are empirically rare. What accounts for
this? The key insight, which we formally outline in this section, is that trade is not exoge-
nous. Rather, states make decisions about the extent of their trade relationships, and trade
relations can be manipulated to reduce dependencies if those dependencies are expected to
result in intolerable bargaining vulnerability or war.

We present two results to study how states manage their trade relationships. First, we
consider the choice of whether to terminate the trade relationship altogether - decoupling.
In the previous section, we studied equilibrium behavior when states do engage in trade.
In contrast, this section considers equilibrium trade decisions. We show that if the total
costs of fighting are not offset by gains from economic engagement, then states will break off
trade to avoid bargaining under the shadow of economic vulnerability. Second, we consider
a less extreme form of trade policy - derisking. We show that when gains from economic
engagement are not totally dominated by costs of conflict but states are still concerned about
coercive bargaining vulnerability, then states may place limits on trade to reduce the extent
and/or speed of an increase in dependence to avoid being coerced. To do this, dependent
states choose a derisking strategy that reduces their future vulnerability and alleviates the
commitment problem dynamics studied above. However, derisking also leads to a reduction
in the current benefits of trade, potentially lowering the opportunity cost of war. Our results

detail how these two forces interact to drive peace and war under endogenous economic policy.
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Decoupling

Our first result focuses on the decision to trade in the first place. As outlined in the previous
section, trade may come at a great cost - a war to avoid increasing dependence. The following
proposition shows that if war is sufficiently costly relative to the benefits of trade, states will

forgo trade in the first place to maintain peace.

Proposition 2. If a), > @}, then in equilibrium, State 1 severs trade in state {T, L} if and

only if
VB < e+ co.
Equivalently,
Y < y ( 1-— B) + 1+ ¢
~—~ N—_——— N—_——
Total gains from trade Trade destroyed by war Direct kinetic costs of fighting

Further, if trade is severed then the equilibrium probability of war is 0.

The intuition for this result is straightforward. Trade generates economic surplus . At
the same time, war imposes two types of costs: the direct kinetic costs of fighting, ¢; + o,
and the opportunity cost of lost trade, (1 — ), since only a fraction § of trade survives
conflict. Because war is the outside option in bargaining, these costs matter even if conflict
never occurs. Bargaining outcomes are pinned to what each side would receive in war. As a
result, both the economic losses and kinetic costs associated with conflict shape bargaining
positions in peace as well as affecting states if war breaks out. The possibility of war brings
war costs into states’ decisions to trade or decouple, regardless of whether trading results in
war or coercive bargaining while trading peacefully.

The decision to decouple is thus a decision about exposure to coercive bargaining. Main-
taining trade deepens economic ties, which both brings economic benefits but also exposes
states to the economic stakes of conflict, which includes the direct costs of fighting and also

the destruction of a portion of the gains from trade. The relevant comparison is whether the
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residual gains from trade justify bearing these potential war-related costs.

When the portion of trade that survives war, £, is smaller than the total kinetic costs of
fighting, ¢; + ¢o, the economic relationship does not provide benefits that offset the strategic
vulnerability to coercion. The combined direct and opportunity costs of conflict outweigh
the effective value of maintaining trade. Under those conditions, severing trade removes the
source of bargaining vulnerability ex ante. States choose to decouple when economic gains
from engagement are insufficient to offset the strategic vulnerability created by deepening
dependence, allowing them to confront political disputes without economic vulnerability

shaping the terms of bargaining.

Derisking

Proposition 2 studies a blunt tool for avoiding war: severing a trade relationship entirely. In
practice however, states have a variety of policy levers at their disposal for managing their
trade relationships. Though these tools vary, they all have the consequence of placing limits
on either the extent or speed of an increase in economic dependence.

Decoupling refers to the complete severance of economic ties between two countries,
whereas derisking is a more gradual and fine-grained approach aimed at mitigating the se-
curity risks associated with economic engagement. Unlike decoupling, derisking seeks to
preserve basic trade ties and retain the benefits of a globally interconnected economy while
managing the commitment problem that deepening dependence creates. US National Se-
curity Advisor in the Biden administration Jake Sullivan identified the underlying problem
directly: “ignoring economic dependencies that had built up over the decades of liberalization
had become really perilous—from energy uncertainty in Europe to supply-chain vulnerabil-
ities in medical equipment, semiconductors, and critical minerals. These were the kinds of

dependencies that could be exploited for economic or geopolitical leverage.”?!

21Jake Sullivan, “Renewing American Economic Leadership,” Brookings Institution, Washington, D.C.,

April 27, 2023. https://bidenwhitehouse.archives.gov/briefing-room/speeches-remarks/2023/04
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Sullivan’s diagnosis maps directly onto the central mechanism of our theory: it is the dy-
namic accumulation of dependence over time—mnot its current level—that generates political
leverage and motivates the strategic policy response. His prescription was the “small yard,
high fence” formulation: protecting “foundational technologies” through “carefully tailored
restrictions” on exports with direct national security applications, rather than severing the
broader commercial relationship altogether. Even as the Biden administration tightened ex-
port controls on advanced semiconductors to China, it continued to recognize the importance
of the Chinese market for U.S. integrated circuit producers. This logic emerged in parallel
as an organizing principle of economic statecraft among the world’s major economies. Euro-
pean Commission President Ursula von der Leyen articulated the “de-risking not decoupling”
framing in March 2023, and within months it had been adopted across the Atlantic and cod-
ified at the multilateral level. In June 2023, the European Commission detailed the logic
of derisking as part of its European Economic Security Strategy: to “provide a framework
for a robust assessment and management of risks to economic security... while preserving
and increasing our economic dynamism.”??> The 2023 G7 Hiroshima Summit codified this
consensus, committing member states to an approach “based on diversifying and deepening
partnerships and de-risking, not de-coupling.”?3

To study such tools, in this section we extend the model to allow for this kind of fine-
grained manipulation of trade relationships to emerge endogenously. Formally, we extend
the model as follows. Prior to play in period 1, Country 2 selects a level of derisking policy

denoted 7, with 7 € [0,7] and 7 > 0.?* Although bilateral trade flows are mediated by firms,

/27/remarks-by-national-security-advisor-jake-sullivan-on-renewing-american-economic-lea

dership-at-the-brookings-institution/

22FEuropean Commission and High Representative for Foreign Affairs and Security Policy. European
Economic Security Strategy. JOIN(2023) 20 final. Brussels, June 20, 2023. https://eur-lex.europa.eu

/legal-content/EN/TXT/?uri=CELEX:52023JC0020
2337 Hiroshima Leaders’ Communiqué, May 20, 2023. https://bidenwhitehouse.archives.gov/bri

efing-room/statements-releases/2023/05/20/g7-hiroshima-leaders-communique/

24To ease the presentation by ensuring that State 2 always selects an interior value of 7, throughout we
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states shape these flows through export controls, investment screening, sectoral subsidies,
and procurement preferences, thus we model derisking as a state-level choice of 7 that governs
bilateral dependence. Following this choice, the timing, actions, and state transitions of the
game are as in the baseline game analyzed previously. The choice of 7 enters the model
through a modification of stage payoffs. In particular, we assume that as, v, and aj are
functions of the chosen value of 7. We write these as as(7),v(7), and a,(7). Throughout,
we assume that these functions are twice continuously differentiable in 7. Additionally, we
impose a set of assumptions on these functions to capture relevant features of derisking

!
da,

5 < % < 0—as a forward-looking policy, derisking reduces

policy. First, we assume that
the dynamic growth of trade dependence by imposing a stronger restraining effect on one’s
future adjustment cost.?” Second, we assume that % < 0—the higher the strength of the
derisking policy, the lower the benefits of trade.

Before moving along to our analysis of this extension, we discuss how this extension
captures relevant features of derisking policy. The most important feature of our modeling
of derisking policy is that trade policy has general effects on states’ incentives. Rather than
targeting adjustment costs, trade benefits, or the speed of dependence in isolation, trade
policy necessarily influences these factors in tandem. The United States, for example, has
pursued derisking policies to insulate itself from potential Chinese supply disruptions in rare
earth materials. Efforts to accelerate investment in mining in allied countries and build a
domestic supply chain are designed to expand the set of available alternatives and reduce
the costs of shifting away from China—reducing a and d in the language of our model.
However, derisking also entails costs. It can deprive U.S. firms of access to cost-effective raw

materials and reduce bilateral trade as the U.S. shifts toward alternative suppliers, reducing

~. Costs may also arise from China’s countermeasures, such as retaliatory export controls.

o 9 0 o]
assume that § 51 T (1-9) %‘T:O >0and 3 3! - (1—96) %=

25Substantively, this amounts to an assumption that aerisking in the present carries over into the future.

_.<0

’T—

For example, if domestic production facilities become effective in the present, then this assumption states

that they also reduce future adjustment costs as well.
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All of these reduce the gains generated by U.S.-China economic engagement.

Our first result characterizes the level of derisking states choose in equilibrium.

Lemma 2. If 6 > %, then in equilibrium, State 2 sets T* = min{7,7} where T is

the unique solution to
O
87_ T=T

8(12
—(1—5)E7_%_0.

7 is the unique solution to

By(7) =c1+ e

Lemma 2 provides insight into State 2’s choice of derisking policy. The first equation is
the first-order condition of State 2’s war payoff in the first period under an existing trade
relationship; the second is the condition at which State 1 is indifferent between maintaining
and severing trade. State 2 must trade off how its choice of 7 affects State 1’s subsequent
trade decision and, given that trade outcome, which derisking level yields the highest payoff.
A higher 7 reduces State 2’s dependence cost but also lowers State 1’s incentive to maintain
trade as economic gains shrink. When states are sufficiently patient, State 2 wants to avoid
pushing derisking to the point of breaking down trade, and so chooses the derisking level
that secures the highest payoff conditional on State 1 remaining willing to trade.

It follows that State 2 chooses the feasible value of 7 that maximizes its equilibrium
continuation payoff under an existing trade relationship. On the one hand, State 2 knows
that 7 is the highest level of derisking that ensures that State 1 will not sever the trade
relationship. On the other, State 2 wants to choose the unique value of 7 that maximizes
its first-period war payoff. As a consequence of the bargaining structure of the model, in
every equilibrium State 2’s continuation value in the first period of the game is equal to its
first-period war payoff: either State 1 makes an offer of x; that renders State 2 indifferent
over war and acceptance, or State 1 is unable to compensate State 2 for its feared future
economic dependence, and State 2 rejects all offers. This implies that the optimal choice for

State 2 is the smaller value of the two thresholds.
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Given that 7 represents derisking policy, this raises an important question: does peace

or war follow equilibrium derisking?

Proposition 3. Fix 7*. If

(1= B)y(r") +p+ 2+ (1= )as(")
1= Sa(r) — aa(r)

then derisking leads to peace in equilibrium.

Otherwise, war occurs following derisking in equilibrium.

Proposition 3 shows that both peace and war can occur following derisking. As discussed
above, derisking policy aims to reduce economic dependence, and our analysis has shown
that political leverage arising from economic dependence can trigger a commitment problem-
driven war.

Given this, the occurrence of war following derisking raises an important question: what
is the causal effect of derisking on the probability of war in equilibrium? One possibility
is that wars following derisking are the result of derisking’s inefficacy. If this is the case,
derisking is simply not effective enough to overcome the commitment problem that drives
war in our model. Another, more pernicious possibility is that derisking increases the risk
of war, leading to war when it would not otherwise occur.

Fortunately, the model allows us to directly address this question by thinking through
counterfactuals under derisking and no derisking. To do this, we hold fixed the parameters of
the model and compare the risk of war under these two conditions. Drawing from Proposition

3, we define a key cutoff, D(7), as follows:

(1 =P8)y(1) +p+ca+ (1 = 5)as(r)
d(as(T) — as(7)) '

D(r) = ()

The value of D(7) relative to the speed of dependence d determines the relationship

between a given level of derisking 7 and the risk of war. The value of D(7*) compared to
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d determines whether war occurs following equilibrium derisking; the relationship between
D(0) and d is the relevant counterfactual under no derisking.

The following result shows that derisking has an overall ambiguous effect on the proba-
bility of war. Under some conditions derisking is a force for peace, but derisking may also

cause war in equilibrium.

Proposition 4. Let D(0) be the value of the dependence cutoff under no derisking, and

D(7*) be the value of the dependence cutoff under equilibrium derisking level
1. If D(0) < d < D(7*) then derisking causes peace in equilibrium.
2. If D(7*) < d < D(0) then derisking causes war in equilibrium.

3. If either max{D(7*), D(0)} < d or d < min{D(7*), D(0)} then derisking has no effect

on the probabilty of war in equilibrium.

Proposition 4 shows that derisking has a nuanced effect on the occurrence of war in
equilibrium. The logic of this result hinges on two competing forces.

The first is the logic of commitment problems. Derisking policy, by lowering the effect of
current and future economic dependence, encourages peace by ameliorating the commitment
problem. As Corollary 1 showed, decreases in a) — as, all else equal, reduce the risk of war.
In the derisking extension this quantity is a function of 7, with a%(7) — as(7) decreasing in
7. Thus, one effect of derisking is a reduction in the commitment problem caused by future
dependence.

The second force is that derisking reduces the opportunity cost of war. Any policy that
restricts or redirects economic flows to reduce dependence necessarily sacrifices some of the
efficiency gains that generate the benefits of trade. The loss of these gains reduces the cost
of fighting, as states no longer enjoy large benefits from trade that would be lost if war
breaks out. As Corollary 1 showed, decreases in 7 increase the probability of war. Thus, by
undercutting the opportunity costs of war, derisking also serves as a force that increases the

probability of war in equilibrium.
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When derisking is relatively more effective in slowing down the growth in dependence
than reducing the opportunity cost of war, then derisking should play a pacifying role. Figure
1 shows that the key threshold D(7) above which dynamic dependence triggers war increases
with the equilibrium choice of 7*. If no derisking measures are implemented (D(0)) and the
critical threshold in Proposition 3 is not met, and war occurs. However, if the equilibrium
value of 7* increases D(7) such that the critical threshold is met, then war does not occur.
Therefore, if D(0) < d < D(7*), derisking causes peace in equilibrium. The reason for this is
intuitive - derisking serves to reduce the extent of current and future economic dependence,

thus reducing the incentives for commitment-problem driven war.

Equilibrium Outcome: Peace when d < D(7)

1.00 -

War Threshold
— D(7)

Threshold Value of War

0.00 -

0 1 2 3 4 5
Strength of Economic Derisking: 7*

Figure 1. Derisking Causing Peace

Proposition 4 also shows that derisking may lead to war. When derisking erodes the
opportunity costs of conflict faster than it attenuates the commitment problem, conflict risk
rises rather than falls in equilibrium. Figure 2 illustrates this case. The key threshold D(7)
decreases as 7* increases, pushing the relationship into the conflict zone. If peace prevails
without derisking (d < D(0)) but war occurs after derisking (d > D(7*)), derisking causes

war in equilibrium.
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Equilibrium Outcome: Peace when d < D(7)

1.00 -

War Threshold
— D(7)

Threshold Value of War

0 1 2 3 4 5
Strength of Economic Derisking: 7*

Figure 2. Derisking Causing War

This outcome is an equilibrium response to the dependence dilemma. When the antici-
pated costs of future dependence are sufficiently severe, a state may rationally choose a 7*
that accepts higher conflict risk in exchange for reducing future leverage exposure — paying
the cost of a degraded relationship now to avoid a future in which deepening dependence
forecloses acceptable bargaining outcomes altogether.

The contemporary US-China relationship illustrates this equilibrium. Facing what Trea-
sury Secretary Scott Bessent and US Trade Representative Jamieson Greer described at an
October 2025 press conference as the “Chinese chokehold on the world of rare earth and rare
earth materials,” the Trump administration has pursued aggressive derisking while explicitly
preserving the broader commercial relationship.?

Bessent articulated the trade-off directly: “China’s actions have once again demonstrated

the risk of being dependent on them on rare earths, and for that matter, anything... The

26Scott Bessent and Jamieson Greer, “Treasury Secretary Bessent and U.S. Trade Representative Greer
Hold News Conference,” news conference, Washington, DC, October 15, 2025, C-SPAN video, at 15:15,
https://www.c-span.org/program/news-conference/treasury-secretary-bessent-and-us-trade-r

epresentative-greer-hold-news-conference/667157.
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world does not want to decouple, we want to de-risk, but signals like this are signs of
decoupling, which we don’t believe China wants.”>” When asked whether room remained for
a positive economic relationship despite the conflict, Greer replied: “There certainly is. The
reality is, there are a lot of areas where we can trade with the Chinese.”?® This reflects a
sharply revised upward assessment of a’ in rare earths prompted by China’s demonstrated
willingness to deploy rare earth controls as leverage across multiple disputes—revealing that
future adjustment costs are larger and more immediately threatening than prior assessments
implied. Whether the resulting equilibrium falls in case 1 or case 2 depends on whether the
increase in 7% attenuates the commitment problem faster than it erodes opportunity costs.
The logic of Proposition 4 reinforces the central finding of this section: wars of economic
dependence are rare. Derisking gives forward-looking states a policy instrument to manage
the commitment problem before it becomes severe enough to trigger conflict. Even when
derisking erodes economic value and raises conflict risk, the increase is typically bounded—
states choose 7" to maximize their equilibrium payoff, which means accepting only as much
conflict risk as the reduction in future leverage exposure warrants. The conditions under
which war actually occurs are therefore more demanding than the baseline commitment
problem alone would suggest: derisking must fail either because the chosen 7* does not at-
tenuate the commitment problem fast enough or because it is structurally infeasible, leaving
the dependent state with no administrative lever to manipulate the terms of its dependence.
It is this second condition that drives the cases we examine in the following section: one
in which derisking was available, was deployed, and preserved peace, and one in which the
structure of dependence rendered derisking infeasible and preventive war the equilibrium

outcome.

2"Bessent and Greer, “Treasury Secretary Bessent and U.S. Trade Representative Greer,” at 8:44.

28Bessent and Greer, “Treasury Secretary Bessent and U.S. Trade Representative Greer,” at 14:29.
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Discussion

In this section, we use two case studies to illustrate the logic of the dependence dilemma.
Throughout, we aim to show that the causal mechanisms identified by the formal model
operated in these cases. Our argument is that the relationship between interdependence
and peace is conditional on whether states are able to manage the growth of dependence
through derisking. Thus, our cases are intended to illustrate the logic of derisking and its
connection to conflict. To do so, we rely on evidence from primary and secondary sources,
tracing the motivations and logic of key decisionmakers when possible.? In particular, our
analysis focuses on the endogeneity of policy choices to minimize the commitment problem.
We demonstrate that the decision to derisk or resort to war is driven by the strategic tension
between preserving current economic benefits () and the need to mitigate the risk of future
adjustment costs a’ as dependence grows at rate d. When policy options exist to balance
these tensions, states choose to derisk. When these options are exogenously constrained,
rendering derisking ineffective or infeasible, states may escalate to war.

First, we argue that Taiwan’s “No Haste, Be Patient” policy illustrates a successful de-
risking equilibrium, in which a state facing accelerating dependence utilizes a coordinated
portfolio of instruments to slow the rate of vulnerability accumulation and cap future ad-
justment costs, avoiding war in the process. Second, we argue that Japan’s 1941 Southern
Advance illustrates the preventive war equilibrium. We provide evidence that Japan’s re-
sort to war was driven by the exogenous increase in its dependence on Southeast Asia and
restrictions on the effectiveness of derisking policy. With domestic substitution exhausted
and the supply base beyond administrative reach, Japan faced a choice between conceding
the fixed political stake and military conquest. To eliminate the source of external leverage
before the peaceful bargaining range vanished entirely, Japan launched an attack to seize
Southeast Asia and its resources. The contrast with Taiwan helps to illustrate the logic of

derisking we have laid out above. Taiwan derisked because its capital investment dependence

29Goemans and Spaniel 2016; Lorentzen, Fravel and Paine 2015.
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was administratively tractable. Japan could not derisk because its critical input dependence
was not.

Given that our case analysis focuses on the role of derisking, it is important to clarify the
connection between the model’s formalism and the case evidence. Importantly, our model
represents the effect of derisking on present dependence, future dependence, and the gains
from trade through the shape of the functions ay(7), a,(7), and v(7), rather than through a
single parameter. Substantively, the shape of these functions captures the overall structure
of a state’s dependence. Thus, our case analysis focuses on the multifaceted nature of
derisking, in addition to whether derisking is feasible given the structural nature of a state’s

dependence.

Taiwan’s “No Haste, Be Patient” Policy, 1996-2001

In the late 1980s and 1990s, Taiwan experienced a dramatic expansion of cross-strait eco-
nomic integration. After legalizing indirect investment in the People’s Republic of China
(PRC), Taiwanese capital flowed rapidly into the mainland. Between 1991 and 1995, ap-
proved Taiwan investment projects in China increased dramatically, and by the mid-1990s
the mainland had become the leading destination for Taiwanese outward investment.** How-
ever, in 1996, President Lee Teng-Hui launched a sequence of policies that severely restricted
this integration through investment caps, cultivation of alternative partners, and prohibition
on investment in sectors identified as sensitive.

Why did Taiwan deliberately slow integration at the moment when access to the mainland
promised extraordinary economic growth? Below, we provide evidence that Taiwanese lead-
ers anticipated that unchecked reliance on market exchange would rapidly worsen Taiwan’s
future bargaining position over the fixed political dispute of sovereignty. Rather than al-
low economic dependence to accumulate until Beijing gained decisive leverage, leaders chose

to proactively manage the trajectory of integration. Critically, the form of that dependence

39Deng 2000; Rosen and Wang 2011, p. 30; Ministry of Economic Affairs Investment Commission 1990.
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made this approach both feasible and effective. Because Taiwan’s growing exposure to China
was concentrated in outward capital investment flows, the state sat between the investor and
the destination and could intervene at any point. The parameters of integration were, in
principle, manipulable.

It is clear that Taiwanese decisionmakers perceived a connection between economic de-
pendence and political leverage. On many occasions between 1996 and 1997, President Lee
Teng-hui called for “no haste, be patient”, stressing the need to prevent economic depen-
dence from becoming a source of political vulnerability where Beijing could use “economic
means” to achieve political ends and “blackmail” the island in future negotiations.?! Security
officials echoed the concern that China’s growing integration into the global economy would
strengthen its “political influence” over Taiwan, and from a strategic perspective, Taiwan
should diversify its investments by going to countries other than China to prevent a situation
of over-concentration.®? Consistent with the logic of our model, Taiwanese decisionmakers
clearly perceived a dependence dilemma; they feared that unchecked economic growth might
become a liability, rendering Taiwan dependent on China and vulnerable to political leverage.

Consistent with our theoretical analysis, Taiwan adopted policies specifically aimed to
reduce both the speed (d) and magnitude (a}) of its increasing dependence on China. In
August 1996, Lee launched the “No Haste, Be Patient” (NHBP) policy, utilizing specific
levers to target both of these factors. That these levers were available at all reflects the
malleable structure of Taiwan’s capital investment dependence; the state retained adminis-
trative discretion over the form, pace, and destination of outward investment, and it used
that discretion deliberately.

The policy targeted the rate of dependence (d) through administrative speed governors.

By institutionalizing a US$50 million cap on individual projects and requiring multi-level

31Lee 1996; Lee 1997; Gellman 1997. The Chinese-language original of Lee’s address is archived at the

Academia Historica, Taipei.
32Tanner 2007, p. 53; Lin 2002.
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inter-ministerial approvals, the state created a bureaucratic bottleneck.*® The MAC justi-
fied these “thick” approval processes as a security necessity; by increasing the administrative
time required for capital transfer, the state attempted to reduce d. The policy also tar-
geted the ceiling of future adjustment costs (a}) through sectoral bans. The administration
specifically prohibited investment in high-tech R&D and large-scale infrastructure.** The re-
jection of the proposed Formosa Plastics power plant project was emblematic of this logic, as
large-scale capital-intensive infrastructure investment would have given Beijing precisely the
leverage over deeply embedded Taiwanese capital that the policy sought to prevent. Labor-
intensive manufacturing was permitted to move; capital-intensive investment that would
have deepened political exposure was not.

A complementary instrument targeted adjustment costs through the cultivation of out-
side options. Launched in 1993 and reinvigorated alongside NHBP in 1996, the “Go South”
policy (Nanziang Zhengce) sought to redirect Taiwanese investment toward Southeast Asia
in order to reduce the mainland’s share of Taiwan’s total exposure.®® Rather than restricting
the terms of integration with Beijing, it aimed to build the alternative markets and produc-
tion networks that would lower the cost of any future disengagement. The policy achieved
only limited results; Taiwanese capital proved difficult to redirect, and the 1997 Asian fi-
nancial crisis disrupted several target economies.?® Its partial failure does not diminish its
significance in illustrating the logic of our theoretical framework. Rather, consistent with
our theory, Go South illustrates that Taiwan’s derisking strategy was a coordinated portfolio
of instruments rather than a single lever, each targeting a distinct parameter of the model.

Our theoretical analysis also sheds light on why alternatives to NHBP were ultimately not
pursued. Below, we focus on two counterfactual policies that were considered by Taiwanese

decisionmakers, but ultimately discarded: a move toward independence and full economic

33Deng 2000.

34Chung et al. 2005; Deng 2000.
35Lin 2016, p. 60; Roy 2003, p. 217.
36Lin 2016, pp. 94-95.
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decoupling. By identifying the logical path through which policies are and are not chosen,
formal models are particularly well-suited to consider counterfactual policies, illuminating
why they were not chosen.?”

In response to Taiwan’s growing economic ties to China, pro-independence advocates
argued for moves toward formal independence despite the growing risk that China would
eventually possess overwhelming coercive leverage. A formal declaration of independence
would have likely triggered a high-cost military confrontation; in the logic of our model,
this represents a preventive conflict intended to resolve the sovereignty dispute while the
state still possesses the material autonomy to resist. By escalating in the present, these
actors sought to forestall a future where the bargaining range had vanished due to asym-
metric dependence. However, the high opportunity cost of war (1 — )+, combined with the
demonstrated military asymmetry of the 1995-96 crisis and the constraints of democratic
accountability, rendered this option unattractive. The NCCU trend data confirm that across
all waves from 1994 through the late 1990s, the “independence as soon as possible” category
consistently attracted only a small fraction of respondents, approximately 5-6 percent, while
large pluralities clustered in status-quo-preserving categories.®

Full economic decoupling from China was another option that was considered but ulti-
mately discarded. This strategy was championed by a coalition of Democratic Progressive
Party activists, labor organizations, and economic nationalists who argued that any degree of
dependence made future political concessions inevitable. However, the “present-mindedness”
of the median voter, who prioritized the immediate economic benefits () of cross-strait re-
lations, created a political ceiling for this strategy. The NCCU data show that in the
mid-1990s, respondents consistently assigned substantial value to economic exchange, with

full decoupling enjoying little support relative to the status-quo-maintaining options.?® This

domestic misalignment between the preferences of the security elite and the electorate led the

37Bueno De Mesquita 2020; Fearon 1991; Levy 2008.
38Election Study Center, National Chengchi University 2026; Rigger 2001, p. 165.
39Flection Study Center, National Chengchi University 2026.
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administration to select the NHBP derisking strategy. Importantly, and consistent with our
theoretical analysis, opposition to total severance was driven by an acknowledgement that,
though it would eliminate external leverage, this reduced leverage would come prohibitive
domestic economic cost.

In sum, Taiwan’s NHBP policy is consistent with the logic of derisking that emerges from
our theoretical analysis. Anticipating that unchecked integration would increase Beijing’s
future leverage, leaders adopted a coordinated portfolio of instruments to slow the rate of
dependence accumulation, cap the adjustment cost through sectoral restrictions, and build
outside options through Go South. These instruments were available because Taiwan’s de-
pendence was in outward capital investment, a form of integration the state could administer,
restrict, and redirect. Faced with prohibitive war costs and democratic constraints, Taiwan
utilized that structural advantage to manage the trajectory of dependence rather than accept

total vulnerability.

Japan’s Southern Advance, 1941

Beginning in the early 1930s, Japan sought to draw the Netherlands East Indies (NEI) into
a subordinate political-economic relationship under its leadership. For most of the decade
Japan pursued this aim through trade and diplomacy, and it did not turn to military force
until the decade’s end. Why did Japan choose a risky and costly military advance to achieve
what it had long sought by peaceful means?

Below we argue that, consistent with the logic of our model, Japanese leaders feared that
growing dependence on Dutch oil would rapidly worsen their future bargaining position over
the very subordination of the NEI they sought. Japan’s options to mitigate this growing
dependence through peaceful derisking policy were infeasible because of the structure of
its dependence, which was concentrated in a single non-substitutable commodity. Conse-
quently, Japan chose war to restructure the underlying economic environment and forestall

the coercive leverage it anticipated.

32



Importantly, the case of Japan during this time period corresponds to the structure of
our formal model. First, there existed a fixed, high-stakes political dispute understood by
both parties over the political and economic control of the Netherlands East Indies, which
Japan sought to bring under its direction, while the Dutch sought to preserve their autonomy.
Second, Japan faced growing dependence on NEI for oil supply. The expanding embargo
of the U.S. rapidly closed off Japan’s major import sources, driving up Japan’s resource
dependence on Southeast Asia, especially NEI. Third, Japanese leaders held forward-looking
beliefs, acknowledging that this increasingly dependent relationship would weaken Japan’s
bargaining position as it pursued control over the NEI. Fourth, Japan possessed options that
correspond to our model: it could continue to bargain under worsening dependence, attempt
derisking, or initiate preventive conflict.

Japanese planning documents in late 1930s set out concrete designs on the Netherlands
East Indies, aiming to eventually incorporate NEI into its “Greater East Asia Co-Prosperity
Sphere”; which amounts to an exclusive regional bloc under Japanese leadership. Japan’s
aims reached far beyond commerce into the domestic political economy of the Indies, in-
cluding the entry and settlement of Japanese nationals, mining rights even in government-
reserved areas, fishing rights in territorial waters, Japanese-run air, shipping, port, and

40 In

submarine-cable services, and preferential treatment for Japanese firms and goods.
sum, Japan sought command over the Indies’ immigration, natural resources, transport,
communications, and finance—the very levers by which a state governs its own economy.
The Netherlands Indies government saw its autonomy at stake and resisted. This aware-
ness ran back to late 1939, when Ambassador Grew, US Ambassador to Japan, informed
the US Secretary of State that a Dutch newspaper reported the Secretary of the Japanese
Legation’s declaration that “Japan intends to demand in the Dutch East Indies the same

rights as Soviet Russia has recently secured in the Baltic States, and he is reported to have

added that the Netherlands, lacking adequate force, could do nothing about it.”** The chief

40Van Mook 2010, pp. 67-71.
“1The Ambassador in Japan (Grew) to the Secretary of State, Tokyo, February 15, 1940, in Foreign
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Dutch negotiator judged Japan’s “ultimate objective” to be their “subjection ... under the
direct rule or the supreme leadership of Japan”.*?> The Netherlands authorities resisted both
the specific demands and the principle behind them. They refused “any attempt to link
the yen with the guilder, any control or inspection of harbors, navigation, imports and ex-

2943

ports, production, or any other internal and external functions of this country,”* and treated

44 More fundamen-

“the entry of Japanese nationals” as a matter of domestic jurisdiction.
tally, they rejected the very claim that the Indies belonged in Japan’s order and insisted
the Indies “could not be regarded as falling within any co-prosperity sphere under Japanese
leadership.”*® Other foreign observers likewise suspected that Japan meant to bring the NEI
under its control. In January 1941, the U.S. Secretary of State, Cordell Hull, feared that
Japan might pursue a strategy that mirrored the one Japan had already pursued elsewhere
in Asia, remarking that “the military group in Japan is undoubtedly out for general domi-
nation in that entire southern area, a fact they really avow rather than disavow, and that
probably in due course both Indochina and Thailand will be brought under the sovereignty
of Japan just as Manchuria in Asia.’*6

The policymaking logic of Japan mirrors the logic of equilibrium play in our theoretical

model. Japanese policymakers focused on the interaction between the speed of interdiction
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(d) and the catastrophic future trade dependence on NEI (a)) caused by a potential oil cutoff
from the West. By the late 1930s, the United States alone supplied roughly 80 percent of
Japan’s total oil imports, with the NEI providing most of the remainder.*” Because of Japan’s
military expansion into China, the U.S. issued an embargo on aircraft and aircraft parts
beginning in July 1938, and later extended this embargo to a wide variety of aviation-related

1.#8 This expanding embargo list indicated to Japanese leaders

materials, scrap iron and stee
that the eventual cutoff of U.S. oil supplies was inevitable. As the United States progressively
tightened its export controls on strategic assets, Japan’s outside options left Southeast Asia
as the only alternative supplier. Consequently, Japan’s anticipated dependence on NEI for
oil rose sharply.?? By early 1941, the consensus among Japanese elites was that Southeast
Asia had become Japan’s sole viable region for supplying needed war materials.”® For Japan,
the writing on the wall was clear; its dependence on access to Southeast Asian markets would
only increase as time went on.

Japanese officials grasped that the longer they bargained from a position of growing
dependence, the less they could expect to obtain by bargaining at all. In the 1940-41 ne-
gotiations, Japan’s first mission leader Kobayashi told the Dutch that oil was “a matter of

751 and his successor Yoshizawa also expressed to Japanese

life and death for the empire,
Foreign Minister Matsuoka the slim prospects of obtaining entry permission for Japanese
enterprises.”® In May 1941, bargaining positions began to harden. Japanese Vice Foreign

Minister Ohashi perceived the Dutch’s “stiffening attitude” and in return recalled their ne-

gotiator and, according to the US Ambassador to Japan, intimated that Japan “might be

47Copeland 2015, p. 178.
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compelled to take further steps which they strongly dislike to take.”®® In the language of our
model, Japanese leaders recognized that NEI's bargaining leverage would increase as Japan’s
future dependence on it deepened, creating worsening counterfactual bargaining terms for
Japan.

Finally, why did Japan, unlike Taiwan, choose conflict to deal with this growing depen-
dence? Our theoretical analysis provides an answer; derisking is not a panacea. Rather,
derisking can only work if states are actually able to gain access to alternative trade part-
ners, increase domestic production, or take other steps to reduce future dependence. Japan
lacked the ability to effectively implement such policies due to the sectoral character of its
dependence. Japan’s dependence was on a single physical commodity—oil-produced in spe-
cific geographic locations, transported through vulnerable sea lanes, and replaceable only
through industrial processes Japan had not yet mastered. Japan could not slow its mili-
tary’s consumption of oil through bureaucratic approval processes, nor could it redirect its
import dependence the way Taiwan redirected its outward investment through Go South.
The structure of the dependence foreclosed the instruments the model identifies as the path
to derisking.

We see further evidence of this in a previous, failed attempt by Japan to pursue peace-
ful derisking; Japan had, in fact, attempted the one form of derisking policy available to
it. Embodied in the 1937 Seven Year Plan and the Synthetic Oil Industry Law, Japan’s
synthetic-fuel program was projected by the U.S. Embassy in Tokyo to make the country
60 percent self-sufficient in gasoline by 1943-44.>* This was a genuine effort to reduce fu-

ture dependence by building a domestic substitute for imported oil. It failed. Even at its

53The Ambassador in Japan (Grew) to the Secretary of State, Tokyo, May 24, 1941, in Foreign Relations
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peak production in 1944, Japan’s synthetic-fuel output was roughly 6 percent of the plan’s
target and a small fraction of the country’s wartime needs.”® The program collapsed due
to insufficient industrial capacity, a shortage of the catalytic and alloy metals required for
high-pressure hydrogenation, and competition from the war economy for the same labor
and materials the program required. With domestic substitution exhausted, there was no
diversification instrument that the state could use to manipulate both d and a;.

Since derisking through diversification was structurally infeasible, and derisking through
import substitution had already failed, Japan faced a choice between accepting an ever-
weakening bargaining position over its goals in the NEI and initiating preventive conquest.
Though a peaceful policy of bargaining would have maintained the benefits of trade Japan
enjoyed in the short-term, Japanese leaders viewed long-term concessions as an existential
capitulation of its regional status.”® Thus, peaceful acquiescence to growing economic de-
pendence essentially ensured severe concessions Japan would have to make in the future.
Consistent with the logic of our model, the decision for southward advance was triggered by
the knowledge that viable derisking alternatives had been exhausted and that the trajectory
of deepening dependence would only create a worse bargaining counterfactual.

Historical evidence confirms that the decision for war was driven by the anticipation of
this future dependence rather than a reaction to deprivation caused by U.S. sanctions. By
August 1940, the Japanese Navy had concluded that Japan would be obliged to seize the
NEI by force.’” These assessments preceded the full U.S. oil embargo by nearly a year. On
July 2, 1941, twenty-four days before Roosevelt’s executive order freezing Japanese assets,
the Imperial Conference formally adopted the “Outline of National Policy in View of the
Changing Situation,” which committed Japan to southward advance even at the risk of

war with the United States and Britain.”® This decision was reached while oil still flowed
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from the United States, before the financial freeze of July 26, 1941, and before the formal
oil embargo of August 1, 1941. In late 1941, Japan put its long-standing Nanshin-ron
(“southward advance”) doctrine into practice. Japan’s Southern Army launched a series of
rapid operations in a deliberate sequence through which it advanced southward to seize the
region’s most valuable oil assets.

To conclude, our model highlights that Japan’s Southern Advance was a strategic instru-
ment used to resolve the dependence dilemma before the peaceful bargaining range collapsed
entirely. Anticipating that unchecked U.S. interdiction would lead to a catastrophic increase
in future adjustment costs on NEI (a), — as), and having exhausted the one domestic instru-
ment available for reducing af, the Japanese leadership opted for preventive conflict. We
interpret Japan’s decision to seize Southeast Asia as reflecting the logic that Japan would
grow increasingly vulnerable to coercion in future bargaining over its political objectives as
its dependence on Southeast Asian resources deepened. Further, we have focused on Japan’s
attempts at derisking, arguing that war was ultimately the result of structural constraints
that prevented Japan from managing its dependence through economic policy.

As such, our coverage of this case complements existing treatments such as Copeland
(2015). Copeland reads the Pacific War as the product of Japan’s pessimistic expectations
about future U.S. trade: as Washington maintained the oil embargo to push Japan south
rather than north against the Soviet Union, Tokyo struck to escape impending economic
strangulation. Our treatment of the case shares Copeland’s view that it was the dynamics of
dependence, rather than dependence as a static condition, that drove the decision for war.
Our interest, however, lies in a different part of the story. Copeland’s account turns on what
Japan feared would be taken away; ours turns on what Japan could, or could not, do about
it. Our coverage of this case has thus focused on derisking — whether a state can manage the
trajectory of its dependence by peaceful means before the leverage that dependence creates
becomes problematic. Our account has focused on the inefficacy of derisking due to the

nature of Japan’s dependence. Thus, our novel focus on Japan’s failed attempts to derisk
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allows for an illustrative comparison with our coverage of Taiwan’s successful derisking.

Extensions and Robustness

We also investigate a series of robustness checks, and show that our main findings still
hold in those extensions. We describe these extensions briefly below and relegate formal
presentations and extended discussion to corresponding sections in the Appendix.

Our first extension, presented in Appendix A.2, shows that our main results are not
sensitive to the ultimatum bargaining protocol. We study an extension with a random
proposer, in which each state has some chance of making a proposal in each period. Our
main findings hold. Further, this provides insights about relative dependence. Sufficiently
asymmetric growth in dependence —where one state’s dependence grows much faster than
the other’s — can lead the faster-growing dependent state to launch a preemptive war or
pursue decoupling.

Our second extension incorporates military conquest for economic gains, including the
idea that states fight to capture material benefits even when a trade relationship is absent.
This is described by the conquest extension model presented in Appendix A.3 in which states
can extract a fraction of trade benefits through force regardless of the status of trade. The
main finding is that war occurs in equilibrium when those trade benefits are sufficiently
war-exploitative. This extension also speaks to war incentives stemming from competition
to control markets that provide states with material benefits and political advantages.®

Our third extension relaxes the assumption that war disrupts trade permanently. We
model war such that, with some probability, trade resumes in the following period rather
than being lost forever, which raises the prospects for war by lowering its cost. This does
not alter our qualitative results, but it makes their presentation more cumbersome, so we

retain the simpler specification in the text. This extension can be found in Appendix A .4.

59Gent and Crescenzi 2021.
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Our fourth extension focuses on distribution of the gains from trade. A natural question
is whether states could manage the commitment problem by bargaining over the division of
the trade surplus rather than only over the political issue. In Appendix A.5 we allow exactly

this and show that it does not eliminate the possibility of war.

Conclusion

In relationships where deep economic engagement coexists with unresolved political disputes,
interdependence produces a dilemma that deepens over time. Exchange raises the costs of
conflict while concentrating leverage in the hands of the less dependent side, gradually weak-
ening the bargaining position of the more exposed state. This paper shows when this dilemma
can be managed and when it cannot. States need not choose between full engagement and
full severance. They can derisk by selectively restricting ties to slow the accumulation of
future adjustment costs while preserving enough of the gains from trade to maintain the
opportunity costs of conflict. Derisking works when the structure of dependence gives the
exposed state control over the scale and trajectory of its exposure. When restrictions erode
opportunity costs faster than they mitigate the commitment problem, derisking increases
conflict risk, which a state may rationally accept to limit future vulnerability. Where the
structure of dependence denies these instruments, derisking cannot resolve the dilemma.
Our model generates two outcomes from a single theoretical framework: managed inter-
dependence that sustains peace and unmanaged dependence that leads to preventive war.
The commitment problem that leads to dependence and conflict and the pacifying effects
of trade stemming from opportunity cost of war are not competing forces from competing
theories. Rather, they are two faces of the same relationship, and which one dominates
depends on whether the trajectory of dependence can be managed through policy before
it becomes acute enough to make conflict rational. Taiwan’s No Haste, Be Patient policy

illustrates the first path. Administrative control over the terms of capital dependence let
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Taiwanese leaders slow the buildup of future vulnerability while preserving the relationship
that made peace valuable. Japan’s Southern Advance illustrates the second. Dependence on
a single non-substitutable commodity, with no domestic substitute and a supply base beyond
administrative reach, left the commitment problem unmanageable and made preventive war
the equilibrium outcome. Interdependence may sustain peace, but not because integration
is inherently safe. Deepening ties can indeed produce preventive war. Peace holds when
states can manage their exposure, and this capacity is determined by the structure of the
relationship.

These results speak directly to contemporary economic statecraft. The US derisking pos-
ture in rare earths in 2025 reflects a revised assessment of the severity of the commitment
problem. China’s escalating use of export controls revealed that adjustment costs in this
sector are larger, more immediate, and more usable as leverage than previously assumed.®
Production disruptions followed. Ford temporarily halted Explorer output after a supplier
ran short of rare earth magnets.®r Goldman Sachs estimated that disruption to just 10 per-
cent of rare-earth-dependent production could wipe out $150 billion in economic output.®?
When the commitment problem is assessed as more severe, accepting greater economic costs
to attenuate it becomes the equilibrium response. This logic is reflected in the Trump ad-
ministration’s January 2026 Section 232 proclamation on processed critical minerals, which
explicitly links rising dependence to vulnerability. The proclamation finds that “as of 2024,
the United States was 100 percent net-import reliant for 12 critical minerals, and 50 percent

or greater net-import reliant for a further 29 critical minerals,” even as “demand for critical
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minerals is rapidly increasing and will continue to increase”™—circumstances it characterizes
as “a significant national security vulnerability that could be exploited by foreign actors.”®?
On this basis, the administration pursued a set of measures to reduce import reliance and
build alternative supply chains, including negotiations with trading partners and the po-
tential use of trade restrictions. Whether this resolves the dilemma or elevates conflict risk
turns on a calculation the model identifies but prior theory does not: whether restrictions
are eroding the relationship’s deterrent value faster than they are reducing future leverage
exposure. That calculation is complicated by a structural asymmetry specific to rare earths,
where building alternative supply chains takes years while the economic costs of restriction
are immediate.

These results yield direct implications for economic statecraft. National Security Advisor
Jake Sullivan’s “small yard, high fence” captures the intuition behind derisking, but the
model shows that its implementation turns on a tradeoff that policy discussions leave implicit.
Policies that reduce future leverage exposure also destroy current economic value and weaken
the opportunity cost deterrent. Whether derisking stabilizes the relationship or raises conflict
risk depends on the balance between these effects and the pace at which future adjustment
costs accumulate. The model identifies three configurations policymakers should watch for.

The first is a single yard that is correctly targeted but so economically vital that restrict-
ing it erodes the deterrent even when targeting is precise. Advanced semiconductors and
rare earths illustrate this. In rare earths, Chinese processing dominance is near total and the
bilateral gains at stake are large. In advanced semiconductors, fabrication is concentrated
in Taiwan and increasingly the United States, coordinated export controls limit what that
ecosystem can supply to China, and the Chinese market accounts for a substantial share of

global revenue for firms in the supply chain. In both sectors, even well calibrated restrictions
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impose substantial immediate economic costs.

The second is the expansion of economic controls across multiple yards. Each restricted
sector may be justified by a leverage concern, but together they can destroy a large share of
the economic value generated by the broader relationship. As these losses accumulate, the
deterrent weakens and conflict risk rises even though each measure appears well targeted.

The third configuration is structural infeasibility. When dependence is concentrated
in a non-substitutable commodity or production process that the dependent state cannot
administer, redirect, or replicate domestically, derisking is not a calibration problem but an
impossibility. Japan in 1941 faced this configuration. Oil dependence was concentrated in a
geographically captive, externally coercible supply base with no viable domestic substitute,
and the commitment problem was confronted directly through force. Whether a relationship
faces structural infeasibility depends on the tractability of the dependence.

The world’s most consequential economic relationships are often entangled with its most
consequential political disputes. Growing interdependence in these relationships generate
both the opportunity costs that sustain peace and the leverage dynamics that can unravel
it. Our theory shows why this tension persists, when it can be managed through derisking,

and when it cannot.
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A Proofs

A.1 Lemmas & Propositions in the Baseline Model

Lemma 1. In any equilibrium in which neither state severs trade on the path of play,

1. in a period in which State 2 is highly dependent, s, = {T, H}, the highest demand

State 2 is willing to accept, denoted xtT’H, is increasing in al,.

2. in a period in which State 2 is not highly dependent, s, = {T, L}, the highest demand

State 2 is willing to accept, denoted xtT’L, is decreasing in aj.

Proof. In s, = {T, H}, consider a strategy profile, o, is a stationary Markov perfect equi-
librium in which neither country severs trade. In the bargaining stage, Country 1 offers
(xtT’H, 1— :L‘tTH), Country 2 decides to accept or reject.

If Country 2 accepts, it receives the division of the political issue 1 — a:tT’H, and the
additional trade benefit v since neither country severs trade, and the game enters the next
period characterized by the same s;. Countries discount future period-payoftf by a common
factor § € (0,1) and countries’ dynamic payoffs are normalized by 1 — ¢. Formally, Country

2 receives the continuation payoff
V= (1= o)+ 1 —a ) + 61

implying Vo' = v+ 1—2". If Country 2 rejects the offer, then war occurs and Country 2's

war payoff consists of three parts: (i) it pays the one-time adjustment costs for trade losses

1



due to war, (1 — d)aj; (ii) it retains some trade benefits that survived the war disruption,
[ry; (iii) it obtains the war utility over the political issue, 1 — p — ¢z according to canonical

results in ultimatum bargaining models. Formally, it receives the continuation (war) payoff
Wy =1—p—ca+By—(1-0)dj

Country 2 accepts Country 1’s proposed offer (xtT’H, 1— xtTH) if and only if VQT’H > W2T A
implying

< (L=By+p+e+t(1-0)ah=iny

and 27 g > 0 obviously. Conditional on making an offer, it is easy to prove that Country 1
has no incentive to deviate from making 27 4.

Now, Country 1 has to decide whether to make this offer or any non-serious offer that
Country 2 rejects and leads to war. If Country 1 offers 27y which Country 2 accepts,
Country 1 receives the division of the political issue 27y, and the additional trade benefit
in the current period. Then the game enters the next period characterized by the same s;.

Formally, it receives continuation payoff
Vit = (1= 8)(y + &) + V7"

implying V"% =~ + Zr . If Country 1 makes a non-serious offer, then Country 2 would
reject it and war occurs, and Country 1 receives its war payoff that also consists of the same

three components. Formally, it receives the continuation (war) payoff
W =p—ci+ By = (1-0)a;
Country 1 prefers to offer (Zr y,1 — &7 y) if and only if VP > wh implying
¢4 e +2(1 = B)y + (1 =) (a) +ay) >0

which holds always. Thus, in s, = {T, H}, any equilibrium characterized by trade and high
dependence, there is always peaceful bargaining between Country 1 and Country 2, Country

1 offers (Zr p,1 — Zr ) and Country 2 accepts
Trg=1=B)y+p+ca+(1—0)ay

which is increasing in aj.

In s, = {T, L}, consider a strategy profile, o, is a stationary Markov perfect equilibrium



in which neither country severs trade. In period t+1, s, transits to {7, H} with probability
d, and remains the same with probability 1 — d. In the bargaining stage, Country 1 offers
(xtT’L, 1— :U;‘F’L), Country 2 decides to accept or reject.

If Country 2 accepts, it receives the division over the political issue and the additional
trade benefits in the current period, knowing that in the next period, it will receive the same
continuation payoff if the game is characterized by the same state-variable, s,.; = {T, L},
and it will receive a different continuation payoff if the game transits to the different state-

of-the-world, s,y = {T, H}. Formally, Country 2 receives the continuation payoff
V= (1= 8)(y + 1= ") + 8[dp"" + (1= d)1,"]

V2T’H is characterized in the previous analysis which equals Country 2’s war payoff in s; =
{T,H}. Then

(1=8)(v+1—a™) +dd[l —p—ca+ By — (1= 8)aj]
1-6(1—d)

TL
V2 =

if Country 2 rejects the offer, then war occurs and Country 2’s war payoff consists of three
components. The first two are identical to those specified earlier, while the third differs,
capturing the one-time adjustment cost reflecting its low dependence on Country 1, (1—4)as.

Formally, it receives the continuation (war) payoff
Wyt =1—p—ctfy—(1-0d)ay

Country 2 prefers to accept Country 1’s proposed offer (a:tT’L, 1— mtTL) if and only if VZT’L >

Wg L implying
2t < (1= Py +p+ca+ (1 —0d)ay —dd(ah — az) = &1,

This offer is feasible when 27, > 0, otherwise Country 1 has to concede the whole political
issue and make a positive transfer in order to reach a peaceful settlement with Country 2.
Since the size of the political issue is normalized to one, the most Country 1 can offer is
one-the value of political issue. This means Country 2 will reject any offer made by Country
1 when Zr; < 0. From now on, assuming &7 € (0,1).

Country 1 then has to decide whether to make 21 ;, or any non-serious offer that Country

2 rejects and leads to war. If Country 1 offers Zp 1, it receives the continuation payoft

ViPE = (1= 8)(y + @) + 6dV"T +6(1 — d)V"



TH . . : . .
V" is characterized in the previous analysis. Then

1—0)(y + drp) + 0dV;"
1-0+0od

v _

if Country 1 makes a non-serious offer, then Country 2 will reject it and war occurs, and

Country 1 receives its war payoff. Formally, Country 1 receives the continuation payoft
Wit =p—ci+ By - (1-0a
Country 1 prefers to offer 27, if and only if VlT’L > WlT L' which implies
ci+c+2(1—=0)y+(1—0)(a; +az) >0

which holds always. Thus, in s, = {7, L}, in any equilibrium characterized by peaceful
bargaining between Country 1 and Country 2, Country 1 offers (7,1 — &7.1) and Country
2 accepts

trp=0=08)y+p+ca+ (1 —0)as — dd(ay — as)

which is decreasing in a}. This completes the proof. O

Proposition 1. Suppose that o is an equilibrium in which neither state severs trade on the

path of play in any period.

If
, 1— 1— /
0> 1=F)v+p+c+(1—0+dd)as —d,
od
or, equivalently
d> (I1-=B)y+tp+c+(l—0a _

d(ay — as)

then under o State 2 rejects all offers in a period in which sy, = {T, L} and results in war.

Proof. Suppose there exists an equilibrium o such that neither country severs trade on the

path of play. Lemma 1 shows that
Erp=01=08)y+p+ca+ (1 —08)ay—dd(ay— ay)

271 < 0 when

. (1—6)7+p+c§d+(1—5—|—5d)a2 z

In this case, the most Country 1 can offer Country 2 is the whole political issue. If




Country 2 accepts the whole political issue, it receives the continuation payoff

(1=0)(y+1)+dd[l —p—co+ By — (1 —d)as)

TL
V2= 1—68+46dd

if Country 2 rejects the whole political issue, it receives war payoff

Wat =1—p—co+ By—(1—0)ay

Country 2 prefers to accept 27z, if and only if Vool > wilr, which implies that

i < (1=B)y+p+ca+(1—0+dd)ay _Z

od

which contradicts the assumption that a, > a}. Thus, Country 2 prefers to rejects the whole
political issue when its future adjustment cost is sufficiently large. Thus, there is no peaceful
bargaining between Country 1 and Country 2 when a), > ab. If neither state severs trade in
the equilibrium, then the bargaining outcome is war. Rearrange the terms of a} and put d

on the left-hand side, the condition for war is equivalent to

(1=8)y+p+ca+(1—=0)ay
d(ay — az)

This completes the proof. O]

d> d

Corollary 1. The propensity of war decreases as:
o The trade benefits v increases
o The dynamic change in Country 2’s trade dependence, ay — aq, decreases

Proof. Lemma 1 and Proposition 1 establish the conditions under which there exists an
equilibrium featuring war on-the-path-of-play. Bargaining breaks down and war ensues when
as > ab or d > d. The comparative statics w.r.t v and a}, — ay shows how likely war will
happen in equilibrium given fixed values of a}, and d.

(i) Differentiating the thresholds with respect to ,

oa, 1-0 od  1-8

v sd Y 9y T S —a)

> 0,

since § < 1,6 € (0,1), d > 0, and a}, > ay. Both @), and d increase with v—a), or d has to
exceed a higher threshold for bargaining to break down—thereby shrinking the range of a,

and d in which war occurs.



(ii) Holding as fixed and differentiating d with respect to a},

od (=B trptat+d-—10Ha “0
oaly d(ah — ag)? '

Thus d decreases in the dynamic difference between a, and as—if al, — ay becomes smaller,
then d becomes larger, so d must exceed a higher threshold to trigger bargaining failure,
which means war is less likely to occur on the path.
Since both derivatives are strict, the set of values of d (respectively a)) for which the war
condition holds strictly shrinks in each case.
This completes the proof.
O

Proposition 2. If a) > @,, then in equilibrium, State 1 severs trade in state {T, L} if and

only if
VB < ¢+ co.
Equivalently,
¥ < v(1 = 5) + c1+co
~—~ N——— N—_——
Total gains from trade Trade destroyed by war Direct kinetic costs of fighting

Further, if trade is severed then the equilibrium probability of war is 0.

Proof. Suppose o is an equilibrium in which a), > d,, the previous analysis shows that the
bargaining between countries fails and war occurs if neither country severs trade.
Fix Country 1’s strategy at this stage as ‘Trade’. Then, if Country 2 severs trade, it

receives the continuation payoff
VNTE =1 —p—cy— (1= 8)ay

if Country 2 extends trade, then neither one severs trade. Previous analysis shows that at the
bargaining stage, Country 1 will make Country 2 just indifferent between accept and reject.
In other words, Country 2 will receive a payoff equivalent to its war payoff in s, = {T', L}.

Formally, Country 2 receives the continuation payoff

Vit =1—p—c+pBy—(1-0)a

NT,L
V ’

it is easy to verify that V2T’L >V, always holds, Country 2 always extends trade.



Given Country 2’s strategy of ‘Trade’; if Country 1 severs trade, it receives the continu-
ation payoff

VL —ptey— (1= 6)ay

if Country 1 extends trade, then they keep trade. Previous analysis implies that at the
bargaining stage, bargaining breaks down and war occurs. Formally, Country 1 receives the
war payoff

Wit =p—c+8y—(1-08a

Country 1 prefers to extend trade if and only if VlT’L > VlNT’L, which implies ¢; + ¢o < [B7;

Country 1 severs trade if ¢; + ¢; > [, or equivalently,
Y<y(l=B8)+ca+e

This completes the proof. O
Lemma 2. If 6 > az(?;%, then in equilibrium, State 2 sets T* = min{7,7} where T is
the unique solution to

Iy

87_ T=T

8&2
-6 o
(1-8) 52| =0

s

7 1s the unique solution to
B’Y(’f') =+
Proof. Country 2’s continuation payoff in s, = {7, L} is

Vi(r)=1—p—c+ By(r) — (1 — )as(m)

Country 2 chooses the value of 7, that maximizes VQT’L. To ensure the existence of a solution,
assuming Country 2’s continuation payoff function is strictly concave in 5. The following is

a sufficient condition for strict concavity

82’}/ 02a2
Bz <(1=0)5 (A.1.1)
Further, the following assumption guarantees an interior solution
vy das 0y day
— > (1—0)— — <(1—-96)— Al12
567‘7’0 ( ) or 7':0’ 687— T=T ( ) or T=T < )

assuming A.1.1 and A.1.2 hold.
At the beginning of the game, State 2 picks a derisking level, 75, that maximizes its war

payoffs when there is trade and there is not trade (decoupling), respectively. State 2’s war

7



payoff under decoupling is
Vil (m) =1 —p—co— (1 = 8)az(r)

From the analysis of Proposition 2, Country 1 decouples if and only if 5y(m) < ¢; + ¢
and keeps trade otherwise. Let 7 satisfy the indifference condition in State 1’s decoupling

calculus
By(T) =c1 + ¢

V1o € (7,7, By(m2) < c1 + co, State 1 decouples; V1, € [0,7), Bv(T2) > ¢1 + o, State 1 keeps
trade. Suppose Country 1 keeps trade in an equilibrium, let 7 satisfy the F.O.C of VJI'(73)
ins, ={T,L}

Given Country 1’s strategy, Country 2 chooses the optimal value of 73: it chooses either
the value of 7, that maximizes VI (73), or the value of 75 that maximizes Vi}(7), depending
on which one yields it a higher equilibrium utility.

First, consider the case 7 < 7, implying 5v(7) > ¢1 + ¢o. If 79 = 7, Country 2 receives

its war payoff in s, = {T', L}
Vi (7) =1 —p—co+ By(7) — (1 = d)as(7)

The strict concavity of V| guarantees that V7 € [0,7], Vi (1 = 7) > VJI (o = 7). Thus,
State 2 will not deviate to V75 € [0, 7], 7 # 7. For V7, € (7, 7], it must be Svy(75) < ¢1 + ca,
leads to decoupling by State 1. If 75 = 75 > 7, State 2 receives it war payoff in s, = {NT, L}

Vil () =1 —=p—co— (1 = d)az(7y)
arg max,, V;*(1}) = 7, State 2’s payoff under autarky is

Vi () =1—p—c2— (1= d)as(7)
7 and 7 are the equilibrium candidates of Country 2’s derisking choice. 7, = 7 if and only if
Vi (7) > ViA(T)

(1 =0)ax(7) > (1 = 0)ax(7) — f(7) (A.1.3)

State 1 keeps trade. Otherwise, 75 = 7, State 1 decouples.

Second, consider the case 7 > 7, implying 57(7) < ¢1 + ¢o. If 79 = 7, State 2 will receive



its war payoff in s, = {NT, L}
VA7) =1—p—c—(1—d)as(7)

noting that 7 = 7 can not hold in equilibrium because V7} > 7 is a profitable deviation for
State 2 , since ay(72) decreases in 1. In fact, V7o € (7, 7] leads to decoupling by State 1, by

the same analysis, State 2 chooses 7 to maximize its war payoff under autarky V;(7)
Vi (T) =1—=p—cy— (1= d)as(7)

V1, € [0, 7], it must be 8v(my) > ¢1 + co, State 1 keeps trade, State 2 receives its war payoff
ins, ={T,L}
V' (12) =1 =p—ca+ By(m2) — (1 — 0)ax(s)

By strict concavity of VI in 7y, arg max,, Vi (12) = 7. State 2 receives payoff

Vi (1) = 1—p—ca+ By(F) — (1 = §)as(7)

7 and 7 are the equilibrium candidates of Country 2’s derisking choice. 7, = 7 if and only if
Vi (7) > Vi (7)
(1 =0)ax(7) > (1= 0)az(7) — By(7) (A.1.4)

State 1 keeps trade. Otherwise, 75 = 7, State 1 decouples.
A.1.1 and A.1.2 together implies that

(1 =0)ax(7) = fy(7) > (1 = )ax(7) — B(7)

thus if
By(7) > (1 = 6)ax(7)

in all cases, Country 2’s equilibrium choice of 7 never causes decoupling by Country 1.
Let 7% = min{7, 7}, in equilibrium, Country 2’s chooses 7, = 7*. Since v(7) = ¢ + ¢q,

equivalently

This completes the proof. O

Proposition 3. Fix 7*. If

(1=05)y(")+p+ca+ (1 —=0)as(r")
d(ag(T*) — as(1*))

9

d<




then derisking leads to peace in equilibrium.

Otherwise, war occurs following derisking in equilibrium.

Proof. After choosing 7*, the analysis of the subsequent interactions remains the same. To
see whether peace or war occurs after choosing 7, re-write that the condition of war in
Proposition 1 as a function of 7*
1— * 1—9 *
1o LA dptet (=Dl _p
0(ay(7*) — az (7))
denote the right-hand side of the inequality as D(7*). Fix 7%, if d < D(7*), then there is

still peaceful bargaining in equilibrium; if d > D(7*), then previous analysis implies that

bargaining fails and war occurs in equilibrium. This completes the proof. O]

Proposition 4. Let D(0) be the value of the dependence cutoff under no derisking, and

D(7*) be the value of the dependence cutoff under equilibrium derisking level
1. If D(0) < d < D(7*) then derisking causes peace in equilibrium.
2. If D(t*) < d < D(0) then derisking causes war in equilibrium.

3. If either max{D(7*), D(0)} < d or d < min{D(7*), D(0)} then derisking has no effect
on the probabilty of war in equilibrium.
Proof. The effect of 7* on the bargaining outcome and the probability of war, is indicated by

the direction of the first-order derivative of D(7*) with respect to 7*. dD(7)/0T is positive
if and only if

oa 0 0 0
3 (52 - G2 ) 0= pne+p+at 0= 0am] < [0 -n3+0-052] 6(d0) - alr)
which can be expressed in the form of
9 (mF(r) < L G(r) (A.L5)
87' n T 87' n T 1.

where F(7) = ay(7) —ay(7) and G(7) = (1 —B)y(7) +p+ca+(1—6)ay(r). This means, com-
pared with the scenario when no derisking measures are implemented (D(7 = 0)), whether
7* increases or decreases the war threshold D(7*) depends on if 7* is more effective in miti-
gating the dynamic rise in Country 2’s adjustment costs or reducing Country 2’s opportunity
cost of fighting and present dependence cost.

For now, assuming A.1.5 holds, that implementing derisking measures increases the value

of D(7). Denote the critical threshold when no derisking measures are implemented as

10



D(0). Further assuming that without derisking measures, the dynamic growth in Country
2’s dependence is large enough to cause bargaining failure and war, d > D(0). Then, after

choosing the optimal 7*, there are two cases.

o If D(0) < d < D(7"), then after derisking, peace occurs in equilibrium, and specifically,
implementing derisking measures decreases the probability of war since war would

happen otherwise

o If max{D(0),D(7*)} < d, then after derisking, war still occurs in equilibrium, and
implementing derisking measures has no effect on the probability of war in equilibrium

since war likewise happens without derisking measures.

When the dynamic growth in Country 2’s dependence is not significant enough to cause

war without derisking measures, that is, d < D(0), there is only one case.

e d < min{D(0), D(7*)}, then with derisking, peace still occurs in equilibrium, and
implementing derisking measures has no effect on the probability of war in equilibrium

since peace likewise happens without derisking measures.

The last step is consider the scenario in which A.1.5 does not hold, in other words, the
reverse of it holds that implementing derisking measures decrease the value of D(7). As
before, assuming without derisking measures, the dynamic growth of Country 2’s dependence
is sufficiently large to cause bargaining failure and war, d > D(0). Then, after choosing the

optimal 7%, there is only one case:

o max{D(7*),D(0)} < d, then with derisking, war still occurs in equilibrium, and im-
plementing derisking measures has no effect on the probability of war in equilibrium

since war would still occur without derisking measures.

When the dynamic growth in Country 2’s dependence is not significant enough to cause war

without derisking measures, that is, d < D(0), there are two cases:

o If D(7*) < d < D(0), then after derisking, war occurs in equilibrium, and specifically,
implementing derisking measures increases the probability of war since there would be

peace without derisking measures.

o If d < min{D(7*),D(0)}, then after derisking, there is still peace in equilibrium, and
implementing derisking measures has no effect on the probability of war in equilibrium

since peace likewise happens without derisking measures.

This exhausts the cases of discussion and completes the proof.
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A.2 Extension: Randomized Proposing Power

In this section, we study the extension that both states have the power to make proposals.
In each period, with probability 7, Country 1 is selected to make the offer and Country 2
decides to accept or reject; with probability 1 — w, Country 2 is selected to make the offer
and Country 1 decides to accept or reject. We show how the proposing power coupled with
growing economic dependence influence the bargaining leverage, the risk of war and the
decision to sever trade.

Throughout the analysis, we denote the identity of the selected proposer, i € {1,2},
which is an element in the state-variable s;. When the trade tie is severed, the state-variable
is characterized by s; = {NT,i}, i € {1,2}; when there is trade, the state-variable is
characterized by s, = {T'} x {L,H} x {1,2}. We focus on the stationary Markov perfect
equilibrium.

We present four main results. Proposition A.2.1 shows that the peace still prevails
after the increase in trade dependence and the severance of trade; Proposition A.2.2 shows
that before the increase in trade dependence, the peaceful equilibrium offer—those will be
accepted by the receiver—mow depends on the symmetry of the dynamic shifts between
countries’ adjustment costs; Proposition A.2.3 shows that large asymmetric dynamic shifts
of trade dependence can cause bargaining failure and potential conflicts; Proposition A.2.4
shows that when both sides have the proposal power, large asymmetric dynamic shifts of
trade dependence drive countries to preventively sever trade ties to preserve future bargaining
positions even if they can peacefully bargain at present. Overall, our analysis shows that the
extension with randomized proposing power does not qualitatively change the results in the

main model.

Proofs

The first result shows that there is always peaceful bargaining after trade severance (s; =
{NT,i}), and there is always peaceful bargaining and trade after the increases in economic
dependence (s; = {7, H,i}).

Proposition A.2.1. With randomized proposing power:
e Countries always peacefully bargain after the severance of trade.
e Countries always peacefully bargain and trade with each other after the increases in

economic dependence.

Proof. Suppose s; = {NT,1}, in which Country 1 is the proposer. In the bargaining stage,

12



if Country 2 accepts the offer (z,1 — z¥), it receives the continuation payoff

Vi = (1= 0)(1 =) 4 o[r V5™ o+ (1= m) V5™ ]
(1= 0)(1 =) +0(1 = mVE"™"

NT
Vo = 1—orm

where V,NT" is Country 2’s continuation payoff when Country 2 is the proposer; if Country

2 rejects the offer, it receives the war payoft
W =1—-p—cy

’ — NT' _
Country 2 accepts any VT such that VNT > WM implying 2N < 1-VNT' + (1=0m)(Vy  —tptes)

-5
It is easy to verify that in equilibrium, it is optimal for Country 1 to offer

(1= om)(Vs" — 1+ p+ca)
-5

— ,
xi]VTzl_‘/éNT+

in any equilibrium, Country 2’s continuation payoff is no less than its war payoff, so VN7 >

—

1 — p — ¢y always. Then it is easy to verify that ¥ > 0 obviously, which implies that
Country 2 will never reject Country 1’s offer ;gV\T in s; = {NT, 1}, so there is always peaceful
bargaining when Country 1 is the proposer.

Suppose s; = {NT,2}, in which Country 2 is the proposer. In the bargaining stage, if

Country 1 accepts the offer (xN7",1 — zNT"), it receives the continuation payoff

VAT = (1= 0)aM + 0[a VN + (1 — )V
YT _ (1- 5)SE£VT, + onVNT
! 1—-6(1—m)

where V;¥T is Country 1’s continuation payoff when Country 1 is the proposer. If Country

1 rejects the offer, it receives the war payoff

W1NTZP—01

/ / . . / e _VUNT
Country 1 accepts any 27" such that VNT > WNT implying 2M" > p—c; + %
In equilibrium, it is optimal for Country 2 to offer

— ) —c — VN
N = p— ) + m(p 1015 )

by the same argument, in any equilibrium, Country 1’s continuation payoff must be no less

13



than its war payoff, so VT > p — ¢; always, implying z; N < 1 obviously. Thus, Country 1

T'in s, = {NT, 2}, so there is always peaceful bargaining

will never reject Country 2’s offer mN
when Country 2 is the proposer. This completes the proof that there is always peaceful
bargaining between Country 1 and Country 2 after the severance of trade.

Next, suppose s; = {T, H, 1}, Country 1 and Country 2 are in the high dependence stage,
they keep the trade tie and Country 1 is selected to be the proposer. In the bargaining stage,

T.H

if Country 2 accepts the offer ( i e ), it receives the continuation payoff

VI = (1= 8)(y+ 1 — al ) 4 8V 4 (1= m) V|

(1=08)(y+1 -zl +6(1 —m)Vn™

VT,H —
2 1—orm

where VQT’H/ is Country 2’s continuation payoff when Country 2 is the proposer in s; =

{T, H,2}; if Country 2 rejects the offer, it receives the war payoff
Wyt =1—p—cy+By—(1-0)dj

Country 2 accepts any a:tTH such that V2T’H > WQT’H, implying 7 < p+ ¢y + (1—-05)y+
(1—0)ay+ 5(1 ) (V — Wy, In equilibrium, Country 1 will offer

T o(1 —

T =pto+ (1= p)y+(1—6)ay+ )<VTH' Wy

1—96
by the same argument, in any equilibrium, VzT’Hl > WzT H always, implying x?’H > 0 ob-
viously. Thus, Country 2 will never reject Country 1’s offer mtTH in s, ={T,H,1}. VQT’HI
depends on the equilibrium offer made by Country 2 in s, = {T, H,2} which will be charac-

terized later, denote that equilibrium offer as xTH.

Suppose s; = {T, H,2} in Wthh Country 2 is the proposer. In the bargaining stage, if

T,H'

Country 1 accepts the offer (z}" 11— g ), it receives the continuation payoff

VP = (1= 8)(y + 2™ + o[V 4+ (1 — V]

i _ (L= 8)(+ wt ) omvH
o 1—-6(1—m)

if Country 1 rejects the offer, it receives the war payoft

W = p— ) 4+ By — (1 = 0)d,
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Country 1 accepts any :EtT’H, such that VlT’HI > WlT’H,, implying a:tT’H/ >p—c—(1=0)y—

(1—6)a) — %(VlT’H — WY In equilibrium, Country 2 will offer
T.H / om T,H T,H'
Ty :P—Cl—(l_ﬁ)’Y_(l_é)al_m(Vi - W)

by the same argument, in any equilibrium, VIT’H > WIT A always, implying xtTH < 1 obvi-
ously. Thus, Country 1 will never reject Country 2’/s\offer el in s, :AiT, H,2}.

Suppose there exists an equilibrium in which ng e (0,1) and " € (0,1), then the
offers can be explicitly characterized. Assuming z; " € (0,1) implies VP =y 41 —p+
e+ (1—pB)y+ (1 —0)a). Then,

Th o0(1 —m) 1—orm

= p+ S+ (1= By + (1= Sl + = [+ (1= By + (1 - )l

—

assuming x; 7" € (0,1) implies V;'"" = 4+ p—+c3 + (1 — B)y + (1 — §)d),. Then,

TH 1-0(1—m)

z " =p T3 [01+(1—B)7+(1—5)a'1]—1515[02+(1—6)7+(1—5)a'2]

since VlT’H > Wi H Country 1 prefers to offer x?\H rather than a non-serious offer; VQT’H/ >
Wy ’Hl, Country 2 prefers to offer 7 ™" rather than a non-serious offer.

As to trade decision in s; = {T, H, 1}, suppose Country 1 extends trade. If Country
2 severs trade, it receives 1 —p — co — (1 — §)al; if Country 2 extends trade, it receives
1—p—co+ py— (1 —9)d,, thus Country 2 always extends trade. Then, back to Country
1, if it severs trade, it receives p 4+ ¢y — (1 — d)a}; if Country 1 extends trade, it receives
Y+p+co+ (1 —05)y+ (1 —d)al, thus Country 1 always extends trade.

As to the trade decision in s, = {T, H, 2}, if Country 2 severs trade, it receives 1 — p +
c1 — (1 —0)al; if Country 2 extends trade, it receives y+1—p+c; + (1 — )y + (1 —4§)a), thus
Country 2 always extends trade. If Country 1 severs trade, it receives p — ¢; — (1 — §)aj; if
Country 1 extends trade, it receives p — ¢; + v — (1 — 0)a), thus Country 1 always extends
trade. This completes the proof that Country 1 and Country 2 always peacefully bargain
and trade after the increase in economic dependence.

—

o € (0,1) and 2" € (0,1) implies the following condition

citea+2(1—p0)y+(1—-0)(aj+ay) <1—9§ (A.2.1)
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The second result characterizes the equilibrium offers before countries enter the high
trade dependence stage, that is, s, = {T, L,-}. The key insight is that in any equilibrium
characterized by peaceful bargaining, the symmetry of the dynamic growth in adjustment

costs factors into the equilibrium offer that countries make.

Proposition A.2.2. Before the increase of economic dependence, in any equilibrium in
which_countries peacefully bargain and trade with each other:
o afF = pt D ey 4 (1 By (1= 8)an] 4 52 o+ (1 B+ (1—8)as] — dd[m{ahy—a) — (1-7) (0 —an)]
o 2yt = p— G2 et (1B y(1=0)ar] = 5 [ea+(1=B)y+(1=8)aa] ~8d[m(a5 —az) —(1—)(a} —ar)]

Proof. Starting with s; = {7, L,1} in which Country 1 is the proposer. In the bargaining

stage, if Country 2 accepts the offer (z]"*,1 — 2", it receives the continuation payoff

1 —=8)(y+1—al") + 6[mdVy™™ + (1 — m)dvy ™ +7(1 — V" + (1 — m) (1 — d) V")

1=y 41— + ordVy ™ +6(1 — m)dVih ™ + (1 — m)(1 — d)Va" Y
1—om(1—d)

T,L
Vs

TL
V2 =

where VQT’U is Country 2’s continuation payoff when Country 2 is the proposer in s; =

{T, L, 2}; if Country 2 rejects the offer, it receives the war payoff
Wyt =1—p—co+ By —(1—0)az

Country 2 accepts any xtT’L such that VQT’L > WQT ik V2T’Ll depends on the equilibrium
offer made by Country 2 in s; = {T, L, 2}, denote that equilibrium offer as 2*. Moreover,

assuming A.2.1 holds such that ;""" € (0,1) and z;""" € (0, 1).
Suppose there exists an equilibrium in which states peacefully bargain before the increase

of economic dependence. To explicitly characterize the equilibrium offers in s, = {T, L, 1},

from now on, assuming /" € (0,1) and 27" € (0,1). 27" € (0,1) implies V;"* =

y+1l—p+ca+(1—75)y+ (1 —0d)a. Then

- §(1 — 7 1—om
el = p+ (1 — )[cl+(1*5)’7+(1*5)‘11]+ 1-3

[c2+(1=B)y+(1=0)as]—dd[m(ay—az)— (1—m)(a) —ay)]

— —

by construction, z; '~ € (0,1). 2P > 0 implies

e+ (1A (1 =d)ar)+ T ea (1= )1+ (1= d)aa] = &

dd[m (a5 —az)—(1—m)(a; —a1)] < p+

—

:U,?’L < 1 implies

(1 —m) 1—dm

dd[m(ay—as)—(1—m)(a)—a1)] > p—1+ T [cr+(1=8)y+(1—0)a1]+ T

[ca+(1=B)y+(1-d)az] = A
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thus 2" € (0,1) if and only if

A < dd[r(ay —az) — (1 —7)(a] —a1)] < A

Country 1 will receive VlT’Lj Y+p+c+ (1 —0)y+ (1 —3d)ag. It is easy to prove that
Country 1 prefers to offer xtT’L rather than bargain non-seriously, and that both countries
prefer to trade with each other.

Then in s, = {T, L,2}, in which Country 2 is the proposer. In the bargaining stage, if

Country 1 accepts the offer (a:tT’Ll, 1— xtT’L/), it receives the continuation payoff

VY = (1= 8)(y + 20" + o[ndViPH 4+ (1 = m)dViP 4 w1 - )V (1 - 1)1 - )V

(1= 8)(y+ 2zl + oxdV"? +6(1 — 7)dV"™ + 67 (1 — d)V,"E
1—0(1—7)(1—d)

VT,L/ _
Y=
if Country 1 rejects the offer, it receives the war payoft

W —p— ¢+ By — (1= 6y

Country 1 accepts any :U;‘F’L/ such that VlT’U > WlT = el e (0,1) implies VlT’L =~v+p+

o+ (1—=p0)y+ (1 —9)az. Then

o= 2O T (4 By (1=8)a )~

1-96 —sleat (1=B)y+ (1-8)az) —dd[m ()~ az) ~ (1-m)(a) ~a )]

by construction, ;" € (0,1). ;" > 0 implies

1-0(1—m)
1-4

dd[m(ay—az)—(1—m)(ay—a1)] < p— [e1+(1=B)y+(1=0)ar]— 1615 [e2+(1=B)y+(1-0)az] = A/

zl" < 1 implies

1-0(1—m) om

Sl (ah—az)—(1=m) (@) —a1)] > p—1==—p " e+ (1= B+ (1=0)ar |~ T =ea+(1-F)r-+(1-B)aa] = A

thus ;" € (0,1) if and only if

A" < dd[m(ay — az) — (1 —m)(a) — ar)] < A

Country 2 will receive VQT’LI =y+1-=—p+ec+(1—=78)y+(1—3da. Itis easy to prove
that Country 2 prefers to offer xtT’L rather than bargain non-seriously, and that both states
prefer to trade with each other. - -

It is easy to verify that A > A’ and A’ < A. Thus, 2" € (0,1) and zi" € (0,1) holds
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if and only if

A < dd[m(ay —az) — (1 —7)(a) — ar)] < A

where A < A’ implies
Cl+C2+2(1—6>"}/+(1 —5)(a1+a2) <1-9 (A22)

which obviously holds under the condition A.2.1. This completes the proof. O

The third result shows that anticipated shifts in economic dependence still causes bar-
gaining failure and war, with the key insight that now the bargaining outcome depends
on both countries’ dynamic trade dependence. Specifically, the asymmetry of the dynamic
growth in countries’ adjustment costs determines whether bargaining breaks down. As be-

fore, countries sever trade to avoid war when the opportunity cost of war is sufficiently high.

Proposition A.2.3. Before the increase of economic dependence,

o Suppose o is an equilibrium in which neither country severs trade on-the-path-of-play,
large asymmetric dynamic growth in countries’ future dependence cause bargaining fail-

ure and war, specifically:

— Insy = {T,L,2}, Country 1 fights when éd[r(a}—a2) — (1 —7)(a} —a1)] < p—1— =004 [e;

(1=B)y+ (1 —d)ar] — Z%[cr + (1 — B)y + (1 — §)as], Country 2 will sever trade if B < %

— In sy = {T,L,1}, Country 2 fights when dd[m(ay, —az) — (1 —m)(a} —a1)] > p+ %_}W)[Cl +
(1-08)y+ (1 —9d)a) + W[CQ + (1= pB)y+ (1 —0d)az], Country 1 will sever trade if

citce
< a2

o Anticipating the bargaining failure, countries will sever trade to avoid war when the

opportunity cost of war is sufficiently large.

— Ins; ={T,L,i}, Country i will sever trade if 8 < %
Proof. In s, = {T, L, 2}, suppose there is an equilibrium in which 2" > 1, meaning Country
1 rejects any offer made by Country 2 in s; = {7, L, 2}. Then, this implies VQT’L =1—-p—
ca + By — (1 — )ag. By previous analysis,
TI 0d(1 —m)

ZIJt = p+ﬁ [Cl"‘(l-ﬁ)’}“ﬁ‘(l-é)&l]"‘

1— 6+ 06d(1— )
1-6

[e2+(1=B)v+(1=0)az]—dd[r(ay—az)—(1-7)(a) —a1)]
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There only exists the equilibrium in which 27" > 154, implying

dd(1 —m)
1-9§

1—6+6d(1—m)

dd[m(ay—az)—(1—7)(a}—a1)] < p—1+ s

[e1+(1=F)r+(1-0)as ]+

[co+(1=B)y+(1—6)a]
Country 2 accepts any offer 27", and Country 1 offers z;"* = 1in s, = {T, L,1}. Then in
sy = {T, L,2}, in which Country 2 is the proposer. If Country 1 accepts the offer, it receives

the continuation payoff

pro_ (=8 + aDFY 4 smdviiH + 5(1 — m)dviPt 4 67(1 — d)ViEE
! 1—0(1—m)(1—d)

—

x;‘r’L > 1 implies

pre_ (L=0)(r+1)+ srdVi™ ! +5(1 — m)dvit™ + 6(1 — m)(1 — dyv"Y
o 1—on(1l—d)

plug in VIT’L,, yields

i :7+5w(1_d)+[1_57(1—d)]x?”+M n

(V)

if Country 1 rejects the offer, it receives the war payoft
W~ e+ By — (1 oy

Country 1 accepts any :EtT’LI such that VlT’L, > WlT ’L/, implying in equilibrium Country 2
L T.L

offers ;" = x;" such that
[1—67r(1—d)];?’i :p—§7r(1—d)—*_+;7rd[C1+(1—,3)’y+(1—6)a1]—16L_d(5[Cz-i-(l—ﬂ)’y—&-(l—é)az}—5d[7r(a'2—a2)—(1—7r)(a'1—al)]

by construction, z; " > 1, implying

%j;ﬂd [ClJF(l*ﬂ)'YJF(l*‘S)al]*Mid [co+(1—=B)v+(1-b)az] = Ay

dd[r(ah—as)—(1—7)(a)—a1)] < p—1— T3

This shows that when Country 2 is selected to be the proposer before the increase in trade
dependence, Country 1 cares about its future dependence on Country 2 relative to Country
2’s future dependence on itself, knowing that in the next period, there is some chance that

Country 2 will again be selected to the proposer, by which time its own dependence has rise

—

64xtT’L has three cases: when Country 2 rejects all offers; Country 2 accepts a valid offer; Country 2

accepts all offers. It turned out that only the last case can constitute an equilibrium in the case xtT’L >1
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to a) that will be exploited by Country 2 in the political bargaining. Country 1 weights this
vulnerability against the chance of itself being selected as the proposer in the next period
and exploiting Country 2’s future dependence aj. If the former consideration outweighs
the latter—when a} — a; is sufficiently large, then Country 1 will reject any offer made by
Country 2 in the present, and resort to military force to avoid future political vulnerability
due to its significant future dependence on Country 2.

Anticipating the bargaining failure and the resulting war, in s, = {7, L, 2}, if Country 2
severs trade, it receives 1 —p+c¢; — (1 — d)ag; if Country 2 extends trade, war occurs and it

receives 1 —p — ¢ + By — (1 — §)ay. Country 2 prefers to extend trade if and only if
l—p—c+py—1=08az>1—p+c—(1—=0d)ay — c1 + o < By

Country 2 severs trade if and only if ¢; + ¢ > [7. Thus, in any equilibrium in which

bargaining breaks down in s; = {T, L, 2}, Country 2 severs trade if 5 < %65.

In s, = {T, L, 1}, suppose there is an equilibrium in which xtT’L < 0, meaning Country 2
rejects any offer made by Country 1 in s, = {7, L,1}. Then, this implies Vit =p—c +
pv — (1 —d)ay. By previous analysis,

T _1—5—|—5ﬂ'd

T = e (1B (18] — et (1= B+ (1~ )] ~6lw{ay—a) ~ (1) e —an)]

0

There only exists the equilibrium in which :ctT’L < 0%, implying

1By (-]~ et (1 By + (1~ D]

dd[m(ay—az)—(1—m)(a) —a1)] > p 1—46

Country 1 accepts any offer xtT’L/, and Country 2 offers z;“ = 0in s, = {T,L,2}. Then in
s, = {T, L, 1}, in which Country 1 is the proposer. If Country 2 accepts the offer, it receives

the continuation payoff

1=y +1 -2l + omdVy " +6(1 — m)dVym ™ +6(1 — o) (1 — d)Va-F
1—6m(1—d)

T.L
V2 =

xtT’L < 0 implies

(1=8)(y+ 1)+ omdVy™ +6(1 — m)dVv,™™ + om(1 — d)V;o*
1—6(1—m)(1—d)

—

65Clountries peacefully bargain in s, = {T', L, 1} since z; "~ > 1.

T.L
‘/2 =

Gfo’L has three cases: when Country 1 rejects all offers; Country 1 accepts a valid offer; Country 1

—

accepts all offers. It turned out that only the last case can constitute an equilibrium in the case x;‘F’L < 0.
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plug in VQT’L/, yields

1—0+4dd
I

(1 —m)d
1-9¢

Vot = 40 (1—m) (1=d) +[1-6 (1—m) (1—d)] (1~ )+ (V' iy
if Country 2 rejects the offer, it receives the war payoff

Wit =1—p—co+ By —(1—0)ay

Country 2 accepts any z; "~ such that V;** > W"" implying in equilibrium Country 1 offers

x?’L = a:f’L such that
15w -l = pt 22D ey (1) (-0)ar - Cm D ()4 (1-5)az] (e —a2)—(1-m) (e ~a)]

—

by construction, ;" < 0, implying

0d(1 —7)

sd[m(al—az)—(1—7)(d,—a1)] > p+ 5 1 —0[1— (1 —m)d]

1-9

[ec1+(1=B)y+(1-d)a1 ]+ [ca+(1=B)y+(1—8)az] = Ay

This shows that when Country 1 is selected to be the proposer before the increase in
trade dependence, Country 2 cares about its own future dependence on Country 1 relative to
Country 1’s future dependence on itself, knowing that in the next period, there is some chance
that Country 1 will again be selected to be the proposer, by which time its own dependence
has risen to aj that will be exploited by Country 1 in the political bargaining. Country 2
weights this vulnerability against the chance of itself being selected as the proposer in the
next period and exploiting Country 1’s future dependence a}. If the former consideration
outweighs the latter—when af, — a5 is sufficiently large, then Country 2 will reject any offer
made by Country 1 in the present, and resort to military force to avoid future political
vulnerability due to its significant future dependence on Country 1.

Anticipating the bargaining failure and the resulting war, in s, = {T, L, 1}, if Country
1 severs trade, it receives p 4+ ca — (1 — )ay; if Country 1 extends trade, war occurs and it

receives p — ¢ + 7 — (1 — §)a;. Country 1 prefers to extend trade if and only if
p—ca+py—(1-=0)a>p+ca—(1—=0d)ay —c+c<py

Country 1 severs trade if and only if ¢; + ¢ > [7. Thus, in any equilibrium in which
bargaining breaks down in s, = {7, L,1}, Country 1 severs trade if § < %67. This

completes the proof.

67Countries peacefully bargain in s, = {T, L, 2} since a:tT Lo,
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The last proposition delivers a new result on endogenous trade decisions. In particular,
large asymmetric dynamic growth in trade dependence not only causes bargaining failure
and war—as illustrated in the previous result, but also drives countries to sever trade in

order to preserve their bargaining power even if they can bargain peacefully.

Proposition A.2.4. Before the increases in economic dependence, large asymmetric growth
in countries’ future dependence can cause trade severance even if countries can bargain peace-

fully over the political issue.

o Ins,={T,L,1}, Country 1 extends trade when A* < dd[r(al —az) — (1 —7)(a] —a1)] < A; Country
1 severs trade when A; < dd[mw(ay — az) — (1 —7)(a) —a1)] < A* even if countries peacefully bargain.

e Ins, = {T, L,2}, Country 2 extends trade when A" < §d[r(al —as) — (1 —7)(a} —ay)] < A**; Country
2 severs trade A** < §d[r(ah — az) — (1 — m)(a} — a1)] < A" even if countries peacefully bargain.

—

Proof. In s, = {T, L, 1}, suppose there is an equilibrium in Wllich 2" > 1, such that Country
2 accepts any offer in s; = {T', L, 1}, so Country 1 can offer et =1 (keep the whole political
issue for itself); further assuming that 27" € (0,1), such that countries peacefully bargain
in s, ={T, L,2}.

By previous analysis, xtT’L > 1 implies

%[m%—(l—ﬁ)“ﬁ-(l—é)al]ﬁ- 11__5;

—

dd[r(ay—az)—(1—m)(a) —a1)] <p—1+ [ca+(1=P)y+(1=d)as] = A

Then, it is easy to verify that in this case, Country 2 always extends trade. If Country 1

extends trade, it receives the continuation payoff

pre_ (L= 0)(y+1) +dmdVi™" + 5(1 — m)dVi"™" + (1 — ) (1L — )V
o 1—on(1l—d)

if Country 1 severs trade, it receives p + ¢y — (1 — d)ay. Country 1 prefers to extend trade if
and only if

o

dd[r(aj—az)—(1-m)(a—a1)] > p—l+ea—y—(1-8)ar— 7 O —m) + émd

1-90

% ler+ea+2(1-B)y+(1-8) (a1 +az)] +

Then in s, = {T, L,2}, in which Country 2 is the proposer. If Country 1 accepts the

offer, it receives the continuation payoff

(1= (y+ 2l 4 oxdv™ + 6(1 — m)aV"™ + 6m(1 — d)V,"F
1—0(1—m)(1—d)

T,L'
VP =
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if Country 1 rejects the offer, it receives the war payoff

W —p— ¢+ By — (1 =6y

—

since assuming z; " > 1, plug in the recursive format of VlT’L yields

omd
1-90

1— , :
15_2&[&/1” =[1—6n(1 —d)z;" +

/ od /
(V= 17_5‘/1T’H +7+6m(l—d)

Country 1 accepts any xtT’Ll such that VlT’U > Wl ’L/, implying in equilibrium, Country 2

T,L TL
offers x;’” = x;” such that

;ﬁi _pr= 1—dd[n(al, — a2) — (1 —m)(a] — a1)] 1o (I—d+dmd)fer + (1 = B)y+ (1 —dai] dmd[ez + (1 — B)y + (1 — d)az]

1—on(l—d) (1= )1 —on(1—d)] (1= 0)[1—on(1—d)]

by assumption z; " € (0,1). ;" < 1 implies

. , 1—0+0nd ond
bd[m(ay—az) —(1-)(a) ~a1)] > p—1—————"=[e1+(1=B)y+(1-d)ar]— - [ea+ (1=B)y+(1-d)az] = Ay
:ctT’L > ( implies
1—-6+dnd omd -

dd[m(ay—az)—(1—-m)(a) —a1)] < p—om(l—d)— [e1+(1=B)y+(1=0)ar] -

[ca+(1=B)y+(1=0)ag] = Ay

1-9 1-9

It is easy to verify that A; < A obviously, and A < A, holds under assumption A.2.1.
Thus, z1'* > 1 and ;"% € (0,1) hold if and only if

Ay < ddlm(ay —az) — (1 —m)(ay —a)] <A

It is easy to verify that A* < A obviously, and A* > A, implies 5 < % Then in
s; ={T,L,1}, when 8 < %, A; < A* < A, Country 1 extends trade when

A* < dd[m(ay —ag) — (1 —m)(a] —a1)] < A
Country 1 severs trade when
Ay < dd[m(ay — az) — (1 —7)(a) — ar)] < A* (A.2.3)

It is easy to verify that in s, = {7, L, 2}, both countries prefer to trade with each other.
Thus, in the equilibrium that countries peacefully bargain in s, = {T,L,1}, Country 1

severs trade if the growth in its trade dependence is significantly larger than Country 2’s,
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as outline in A.2.3. Together, this holds when there is asymmetry in the dynamic evolution
of countries’ adjustment costs—Country 1 faces a relatively larger future dependence—but
the differential between their dynamic growth of adjustment costs is still bounded®®.
The proofs in s; = {T, L, 2} follows a similar logical flow. This completes the proof.
O

The main model does not yield this result because when countries can bargain peacefully
and Country 1 is the proposer, it always wants to extend trade which enables it to not
only exploit Country 2’s future dependence and but also reap bargaining surplus. This
changes once we give them equal proposing power. When Country 1 is the proposer in the
current period, it can obtain all current bargaining surplus. However, it is aware that this
privilege may switch in the next period if Country 2 is selected to the proposer then, in
which case Country 1 face the exploitation of its future dependence by Country 2. It is due
to this disadvantaged scenario that in the present period, Country 1 is concerned about the
dynamic growth in its adjustment costs and wants to sever trade in advance even if there is

peaceful bargaining between them.

68if the diff-in-diff of the adjustment costs is further below Ay, this only influences the off-path outcome,

Country 1 severs trade on-the-path.
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A.3 Extension: Economic Conquest

In this section, we study an extension model in which countries can use military conquest to
capture trade benefits either after trade is lost or when there is not trade tie between them.
We identify the conditions under which wars of conquest will happen in equilibrium. In the
analysis below, we use ¢ € [0, 1] to capture the amount of economic benefits that can be
seized by the winning country in the war, all else being the same as in the main model.

We present three main results. Proposition A.3.1 shows that countries sever trade to avoid
the high trade losses due to war, but they use military conquest to re-capture trade benefits
if those benefits are war-exploitative. Proposition A.3.2 shows that such military conquests
do not happen always, there exists conditions under which sever trade can engender peaceful
bargaining. Proposition A.3.3 shows that if those trade benefits are more war-exploitative,
countries will fight over those benefits even when there is no dynamic growth in economic
dependence.

Suppose there is no trade, countries can obtain ¢y when defeating the opponent in war.

Thus, countries war payoffs in s, = {NT, - }are:

W =p(1+qy) =1 =p—c1+pgy
Wy =(l-p)+a7) —ca=1-p—c+(1-pay

It is easy to prove that analysis regarding the conditions for bargaining failure remains the
same, as in this extension, whether trade benefit is conquerable only affects the trade decision
stage.

We first show whether there can be peaceful bargaining in s; = {NT,-}. In the bargaining

stage, Country 1 makes an offer (z¥7,1 — 2N, if Country 2 accepts, it receives
VT = (1 =0)(1 —af™) + oV
implying V;NT = 1 — 2N if Country 2 rejects, it receives war payoff
Wl =1—p—c+(1-plgy
Country 2 accepts z'7 such that

)" <pte—(1-p)gy =Ty
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Country 2 will reject any offer made by Country 1 when x3, < 0,

P+

thus Country 2 accepts 3y if ¢ < (’1”;27, Country 2 rejects any offer made by Country 1 if
9= (ﬁgv
Assuming ¢ < (ff;%, so T is a feasible offer that Country 2 is willing to accept. If

Country 1 offers x}, it receives
Vi =pt+e-(1-pay
if Country 1 makes a non-serious offer that Country 2 rejects, it receives

WNT =p—ci +pgy

citc +02

Country 1 prefers to offer x3, if and only if ¢ < ; Country 1 prefers to make a non-

serious offer that leads to war if and only if ¢ > cl+c2.

The first result shows that when ¢ is sufficiently high, there can be war after trade
severance. This stands in contrast with the result in the main model in which there is always
peaceful bargaining after trade severance and when countries address solely the political

issue.

Proposition A.3.1. When 8 < 8 and q > q, if growing economic dependence causes bar-

gaining failure, then countries sever trade and fight over the trade benefit.

Proof. From the analysis of the main model, assuming a}, > a, such that growing economic
dependence causes bargaining failure between Country 1 and Country 2. In addition, as-
suming ¢ > min{ Cl+02, (11”+;2 } such that countries fight to recover lost trade benefits.

At the trade-decision stage, suppose Country 1 extends trade. If Country 2 severs trade,

it receives
WNTL l—p—co+ (1 —=p)gy — (1 —=9)ay

if Country 2 accepts to trade, it receives
Wit =1—p—cy+ By —(1—0)ay
Country 2 prefers to sever trade if and only if
Wyt < W = B < (1= p)g
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if 5> (1 — p)q, Country 2 prefers to trade with Country 1.
Suppose Country 2 prefers to trade with Country 1, then if Country 1 severs trade, it
receives
WY =p—c1 +pgy — (1= )ay

if Country 1 extends to trade, it receives
Wit =p—eci+8y—(1-0)a
Country 1 prefers to trade if and only if
W > Wi = 5> pg

if B < pq, Country 1 prefers to sever trade.
In all, as long as 8 < max{(1 — p)q, pq}, one of the countries will sever trade. Therefore,

define ¢ = min{q:c?, (ff;%} and 3 = max{(1 — p)¢,pq}. When ¢ > g and g < g, if

bargaining fails due to large shifts in Country 2’s economic dependence, then countries

sever trade due to low f—fighting while trading is not cost-effective because of the large
trade losses. However, because of high ¢—considerable potential of recovering lost economic
benefits through military conquest, countries fight and trade severance does not maintain

peace. L]

The second result shows that anticipating bargaining failure due to large shifts in eco-
nomic dependence, there exists conditions under which countries sever trade and peacefully

settle the political dispute.

Proposition A.3.2. When ¢ < ¢ and § < max{(1—p)q, M}, if growing economic
dependence causes bargaining failure, countries sever trade and then peacefully bargain over

political disputes.

Proof. Assuming q < min{%, (ﬁiz(gv}’ then Country 1 and Country 2 can peacefully bar-
gain over the political dispute after trade severance. In addition, assuming a), > af such that
growing economic dependence causes bargaining failure between Country 1 and Country 2.

At the trade decision stage, by previous analysis, Country 2 will be willing to trade if
and only if

B> (1-p)q

otherwise Country 2 will sever trade. Suppose Country 2 is willing to trade with Country 1,
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then if Country 1 severs trade, it will receive

Vi =pto—-1-poy—(1-8a

if Country 1 extends to trade, it will receive
Wit =p—ci+ 8y - (1-0a
Country 1 prefers to extend trade if and only if

c1+ e — (1 —p)gy
5

Il
@

fy>c1+co—(1—p)gy— 5>

Country 1 prefers to sever trade if and only if 3 < 3. Thus, when 8 < max{(1l —

P)q, M}, one of the countries prefers to sever trade.

—(1— .
M}, countries sever trade due to

low S—war causes large losses of trade benefit, and then peacefully bargain over the political

Therefore, when ¢ < ¢ and § < max{(1—p)q,

dispute due to low g¢—small potential of recovering lost economic benefits through military

conquest. O

The third result shows that given a high ¢ and a favorable balance of power, countries will

fight over trade benefits even without growing economic dependence, that is, in s, = {NT, -}.

Proposition A.3.3. Ifp > ¢, q > 1% and 3 > ”JFTCZ, then Country 2 will sever trade and

fight over economic resources even if its economic dependence does not grow over time.

citca  _ptea
v 7 (I-p»y
the economic benefits should trade be severed. Under the assumption p > ¢, we have

Proof. Assuming ¢ > min{ } such that countries have incentive to fight over

61:62 < (fi“;%. Further assume that there is no growing economic dependence between
Country 1 and Country 2, their adjustment costs are a; and as.
By previous analysis, Country 2 is willing to trade if and only if 5 > (1 — p)gq, otherwise

Country 2 will sever trade. For Country 1, it is willing to extend trade if and only if
y+p+ea+(1=0Fy+(1—=0az>p—ci+pgy—(1—0)a;

which yields
catoaty+A-Fy+{A-d)lata) _ .

q
py
it is easy to verify that ¢* > 1 obviously. Thus, ¢ < ¢* always and Country 1 is always
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willing to trade with Country 2. This is because without growing dependence there is always
peaceful bargaining over the political issue and Country 1 leverages Country 2’s dependence
for concessions over the political issue and enjoys all bargaining surplus.

However, given a high ¢, Country 2 may not want to be exploited by Country 1, instead,
Country 2 may have the incentive to sever trade and obtain economic resources through
fighting if the balance of power also favors Country 2.

This can happen if ¢ > 1%,~ As long as § > ”J“TCQ, then % > (ﬁisv‘ Thus, Country 2
will sever trade and fight over economic benefits if ¢ > % and > ”TCQ.

O
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A.4 Extension: Non-absorbing War

In this section, we study the extension model in which war is not state-absorbing. With
probability m, states receive war payoff in the current and all subsequent periods; with
probability 1 — 7, states receive war payoffs in the current period, and trade resumes in the
next period. We demonstrate that assuming war only temporarily disrupts trade benefit
does not increase the incentive of fighting.

We focus on the peaceful bargaining equilibrium, and show that neither player has in-

centives of one-shot deviation to fighting before increases in economic dependence.

Proofs
Proposition A.4.1. In s, = {T, L}, m <1 does not increase the probability of war.

Proof. 1f State 2 accepts the offer (a:'tT’L, 1— :L'tT’L), it receives the payoff

V= (1= 8)(y +1—ay") +6[aVy" " + (1= d)Vy™]
where V;"" =1 —p— ¢y 4 8y — (1 — 6)d, by previous analysis, implying

(1=0)(y+1—alt)+sdv,H
1—6+4dd

T.L
VZ =

If State 2 now rejects the offer in the current period and then revert to accepting the offer

from the next period, its payoff from the one-shot deviation is
W = xl = p— ey + By — (1= 8)as] + (1 = m)[(1 = 6)(1 = p— ca + By — (1 = 8)aa) + V"]
A one-shot deviation for State 2 is not profitable if and only if W,"* < V5,
1= (1 =m)a)[l —p—co+ By — (1= d)as] + (1 —m)Vy"" < Vp'F
implying

vt <pt ot (1= B)y+ (1 —d)ay — dd(ah — ap)

which holds as the same offer when m = 1, thus State 2 has no profitable deviation.
Suppose a), < a} such that xtT’L > (. It is optimal for State 1 to offer xtT’L =pt+c+(1—
B)y+ (1 —d)ay — dd(aly — az). State 1’s continuation payoff is

(1= 8)(y + ") + dav""

TL
it = 1—6+0dd

=v+p+ce+(1—=07y+(1—-70as
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If State makes a non-serious offer, its one-shot deviation payoff is
Wit =alp—ci+ By — (1 =8)a]+ (1 =m)[(1 = 8)(p— e+ By — (1 = d)ar) + 6V
State 1 has no incentive of one-shot deviation if and only if VlT’L > WlT *implying
cg+e+2(1=0)y+ (1 —0)(a;+az) >0

which holds as all terms are positive by assumption. Therefore, State 1 has no incentive to
deviate. This completes the proof.
O
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A.5 Extension: Bargaining over the Trade Surplus

In the baseline model each state receives a fixed trade benefit v in every trading period.
Here we let the states bargain over the division of the trade surplus alongside the political
issue. In each trading period the total surplus is a divisible amount I" > 0: State 1 proposes
a division of the political issue, = € [0, 1], together with a division of the surplus, allocating
itself g € [0, '] and State 2 the remainder I" — g; State 2 then accepts or rejects. The baseline
corresponds to a surplus that is split equally, I' = 2y with ¢ fixed at v. War payofts are
unchanged from the baseline. Because war follows the rejection of a proposal, the proposed
division g does not govern wartime exchange; during conflict each state retains g times its
baseline share of the surplus, 5I'/2 = 37, independent of g. All other elements of the game

are as in the baseline. Write State 2’s war payoffs as
wyt =(1=p) =+ By—(1—0)az,  wy™ =(1—p)—ca+py—(1-06)dj

Our main result of this extension is that allowing for bargaining over v does not rule out
commitment-problem driven war. Rather, the incentives of State 2 to fight given sufficiently
high growth in economic dependence persists even if the players are able to bargain over a
reallocation of the trade benefits. Thus, our qualitative results persist even under endogenous

division of the trade surplus. The following result shows this formally.

Proposition A.5.1. In the extension with a divisible trade surplus I', define

T.L T.L
&/div:a2+1+r—w2 ddiv:1+r_w2 .
2 od ’ d (ah — as)

If aly, > ab™ (equivalently d > dW), then in every Markov perfect equilibrium in which they
trade on-the-path-of-play, State 2 rejects all offers in any period with s, = {T, L} and war
occurs, including the offer that allocates to State 2 the entire political issue and the entire

trade surplus.

Proof. Fix a Markov perfect equilibrium. In {7, H} dependence is absorbing and the stage
game is that of the baseline; State 1 holds State 2 to its reservation, so State 2’s continuation
value is wa " | independent of any prior division of the surplus.

Consider a period with s, = {7, L}. In any single period State 2 can receive at most the
entire pie, a flow of 1 +I'. Hence the most generous peaceful continuation value State 2 can

be promised in {7, L} is obtained by granting it the whole pie until dependence shifts:
V= (1= 0)(L+ 1)+ 6|dwy™ + (1 - d) V],
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where with probability d the state transitions to {T, H}, yielding w2T’H, and with probability

1 — d it remains in {T', L}, where State 2 again receives at most 1 + I". Solving,

1—0)(1+1)+ddwy ™

max_(
V2 = 1—6+4dd

Rejecting yields war from the current period onward at the low adjustment cost, a payoff of
wQT’L. War is unavoidable precisely when even the maximal offer is rejected, Vy"** < wQT L

Using wQT’L — wQT’H = (1—9)(da — as),

1—|—F—w§’L
od ’

T,L

Ve <yt = 14T <wy +0d(ay — ay) < ay > ay +

which is a,1"; rearranging in d gives d V. Further, note that the threshold is finite for every
finite I'. Finally, since wy " does not depend on ay while wQT’H — —00 as a, — 00, the set of

ay satisfying the inequality is nonempty. O]
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A.6 Heterogeneous gains from trade.

Our baseline imposes a common surplus v for both states and both dependence stages.
Relaxing this does not alter the qualitative results. Suppose State 2 receives v, from the re-
lationship (and retains 57, during war). Because the preventive-war condition is determined
by the dependent state’s participation constraint, the war threshold of Proposition 1 simply

substitutes 7 — vo:
L, (=Pt pt+e+(1—-06+dd)as
ay = 5d .

State 1’s trade benefit v, enters only its decision to maintain or sever trade (Proposition 2),

not State 2’s war calculus.

Allowing the benefit to rise with dependence (75 > 72) only reinforces peace, since the
additional surplus available in the high-dependence stage raises the value of a negotiated
settlement. In every case the comparative statics of Corollary 1 are preserved: war becomes
less likely as the relevant trade benefit grows.

In summary, allowing for heterogeneous gains from trade—whether across countries or
across stages of dependence—does not eliminate the mechanism behind our finding, which
holds as long as the dependent state’s adjustment costs grow faster than its gains from trade.

The constant-y assumption therefore simplifies exposition without driving the results.
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