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Bilateral Conflicts: Theory and Applications

Chen Xiao', Ju Jiandong®, Ma Jie’ and Zheng Jie'

(1. School of Economics and Management, Tsinghua University, Beijing 100084, China;
2. PBC School of Finance, Tsinghua University, Beijing 100083, China; 3. School of Inter-
national Trade and Economics, University of International Business and Economics, Beijing
100029, China)

Abstract: A more aggressive unilateral diplomatic policy could gain more trade benefit, at the

cost of slowing down development. This paper established a two-country game theory framework

aiming at solving for the optimal diplomatic policy. With the help of a reduced form model, we

find the optimal unilateral aggressiveness appears not monotonic regarding to the other country's

policy, but an inverse-U shape instead. There exists a stable and unique Nash equilibrium,

where home's conflict policy keeps leveling up as foreign grows, but demonstrates a U shape

corresponding to own development, rationalizing the necessity of adopting low profile for small

countries. In equilibrium, bilateral relationship generally represents five stages, decided by

relative level and relative growth ratio of national strength. When model is brought into discus-

sion upon the evolution of bilateral relationship regarding China-US, China-India and China-

Japan from 1960 to 2015, we think China-US relationship is stepping into the third stage, and

China-India relationship has already been in the fourth stage, while China-Japan is in the third

now. Thus we can expect the deterioration of China-US and China-Japan relationship and a spiral-

ing up of China-India relationship in the near future.
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