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POLITICAL ECONOMY OF TRADE POLICY

Political Economy Approach to Trade Policy Analysis

Trade policy is probably the most prominent example of disregard by policy makers for recommendations based on economic theory. Despite the fact that free trade is generally shown to dominate trade regulation policies in terms of welfare, in the real world all countries practice trade barriers in one form or another. What are the reasons for this apparent paradox? One of the interpretations, especially popular among proponents of protectionist policies, states that theoretical arguments in favor of free trade are blind to important positive consequences of protection (developing infant sectors and economies, supporting industries of social, cultural, defense value, etc.). Sometimes this line of argument is further developed to criticize trade theory and theory-based policy advice for preventing less developed countries to replicate historical experience of developed countries, which are said to build foundations of their economic success on protectionist policies (Hudson, 1992).

This line of reasoning is, however, seriously flawed. Economic historians have shown that both reasons for using protectionist policies and their results had had little to do with economic welfare and development. In particular, attempts made by a number of developing countries to follow protectionist development receipts during the 1960-1970s generally resulted in economic inefficiencies and stagnation.

An alternative explanation of the widespread trade restriction practices does not challenge arguments of conventional trade policy analysis but instead focuses on incentives for policy makers to deviate from welfare-maximizing policies. This approach supposes that decisions of policy makers reflect their own preferences and interests, rather than interests of the general public. In other words, people engaged in policy making, just like people engaged in ordinary economic activities, are driven by self-interest. This means that they formulate policies in such a way as to maximize flow of benefits associated with their current position in a policy-making hierarchy and, if possible, to get a more favorable position.
In formulating trade policy, policy makers react on demands of agents who provide them with valuable resources. These agents are (a) unorganized voters and (b) organized pressure groups (lobbies). The former cast their votes in favor of decisions they consider favorable for their own welfare. Opportunities for the latter to influence trade policy are much more diverse. They can arrange either legal (electoral contributions) or illegal (bribes) monetary transfers to policy makers, finance mass media campaigns, organize public events to support or obstruct trade policy decisions (like demonstrations against the WTO accession), etc.

Interaction among policy makers, pressure groups, and voters can be viewed as a sort of political market where policy decisions are sold for political support and resource transfers. On this market, all agents are driven by self-interest and maximize their own utility functions. When trade policy is viewed in such a way, it is no more external, or exogenous for the economic system. Rather, it is determined endogenously: Economic agents enter political markets to influence trade policy, which in turn affects their position on economic markets and incentives for influencing future trade policy. The political economy approach to trade policy analysis assumes endogenous nature of trade policy formation and focuses on political and economic factors affecting trade policy decisions.

Political economy approach provides clear-cut explanations for some apparent real-world puzzles concerning deviations from free trade and inefficient choice of trade policy instruments. The key to these puzzles is the fact that policies preferred by the general public and organized pressure groups do not coincide. Interests of ordinary voters are best served by welfare-maximizing policies, while pressure groups are generally interested in redistributive policies allowing them to benefit at the expense of other agents. Thus, it is the influence of pressure groups that is generally thought to generate deviations from welfare-maximizing policy of free trade.

The puzzle of inefficient choice of trade policy instruments reflects information aspects of policy formation. Trade theory supposes that if a decision is made to support owners of specific productive factors, the optimal instrument choice is factor subsidy, the second best option is production subsidy, while trade policy measures are the least preferable, as they induce distortions not only in production but also in consumption patterns (Bhagwati (1979) ranking of policy instruments). Factor and production subsidies are, however, much more likely to fire political opposition, as their redistributive nature is more evident for both voters and pressure groups with opposing interests. As a result, indirect redistribution can be viewed as politically more acceptable, even if it induces greater economic distortions. The same logic of ‘optimal obfuscation’ (Magee et al., 1989) applies to the choice between trade policy instruments. E.g., as far as import regulation is concerned, tariffs are the most transparent in terms of their impact on welfare of producers and consumers. A shift from tariffs to import quotas and voluntary export restraints further obfuscates redistribution, but raises welfare costs for the economy. The final instrument choice is determined by the balance of political support gained from pressure group(s) whose interests are served by trade policy, on the one hand, and political support lost due to the fact that other pressure groups and voters feel a decrease in their welfare and associate it with trade barriers.

Box 1.

High political weight of a lobby on national political market and strong opposition by foreign pressure groups can affect instrument choice in favor of less distortive production subsidies. An example of Ukrainian ferrous metallurgy illustrates the point. This sector is by far the most important in the Ukrainian economy, contributing 20 per cent of country GDP and some 50 per cent of exports, and providing employment to more than 500 thousand workers. This assures metal producers an unrivaled position on the national political market. At the same time, the sector attracts close attention by foreign competitors, as Ukraine is the 4th largest steel exporter in the world after Japan, Russia, and Germany.

As the main addressees of policy obfuscation are thus not national pressure groups but rather foreign companies, support for metallurgical sector in Ukraine is extended not in terms of trade subsidies but in indirect (debt write-offs, controlled prices on intermediate goods) as well as direct (reduction of obligations on enterprise profit tax as well as other taxes) subsidization of national producers. Despite this instrument choice, however, 43 antidumping investigations were started against Ukrainian metal exports in 1993-2001.

Another important feature of models that take into account endogenous nature of trade policies is that they generate much higher estimates of trade distortions than traditional models. E.g., estimated distortive effect of the US non-tariff barriers in 1983 appeared to be 10 times as high as that predicted by models treating trade barriers exogenously (Trefler, 1993). These facts make political economy approach especially promising for understanding origins and welfare consequences of trade policies.

Political Economy Hypotheses Concerning Trade Policy Structure

One of the most important problems addressed in the political economy framework concerns cross-country and cross-industry structure of trade policies. What factors induce countries to choose different level of trade barriers and/or apply different export promotion policies in particular industries? Political economy literature suggests a number of hypotheses intended to answer this question. Below we list the most important hypotheses.

1. The pressure group hypothesis is by far the most popular. It attaches the key role to demands for trade policies by lobbies representing sectoral interests. In the general case, producers of import-competing goods lobby for sectoral protection, producers of exportables lobby for export promotion policies, and consumers lobby for import subsidies and export barriers. The equilibrium level of trade policy variable (e.g., tariff rate or subsidy) reflects balance of interests of groups lobbying for its increase or decrease. Two factors are usually considered to be central for effective lobbying:

( opportunities to overcome the free rider problem within a group, i.e., induce all group members to devote an appropriate share of resources and efforts to lobbying activities rather than free ride on efforts by other group members, and

( potential net gains of lobbying, i.e., expected benefits from policies lobbied for net of lobbying costs.

Fewer firms in an industry and higher industry concentration are likely to make the free rider problem less acute, while higher stakes provide pressure group members with incentives to devote more resources on lobbying (these arguments are based on the classic book by Mansur Olson (1965)). It is, however, not absolute but relative power of a lobby which determines its success. E.g., pressure group consisting of a limited number of large firms in one industry can gain lower tariffs/subsidies than a loose group of small firms in another industry, if the former is opposed by equally powerful group with opposing interests, while the latter faces little or no opposition by rival pressure groups.

Box 2.

Pressure group hypothesis is widely believed to explain the phenomenon of tariff escalation, i.e. the fact that final goods are levied with higher import tariffs than intermediate ones. Consumers of intermediate goods are firms, while consumers of final goods are individuals; the former are less numerous and have higher stakes to lobby for lower tariffs on goods they buy. E.g., Russian textile producers succeeded to persuade the government to abandon its plans to raise import tariff rate on raw cotton from zero to 5 per cent in 2000-2001, while at the same time enjoying 15 per cent ad valorem tariffs on cotton cloth and compound tariffs with 20 per cent ad valorem component on cotton clothes.

2. The adding machine hypothesis stresses politicians’ desire to attract as much electoral support as possible by implementing trade policies benefiting specific groups of voters. This hypothesis suggests that chances to receive more favorable trade policy treatment are higher for sectors (a) with higher number of employees and (b) located in crucial electoral districts. This hypothesis is often complemented by the logic of the pressure group hypothesis: The degree of unionization in an industry is taken as an indicator of both pressure exerted by labor interests and reactivity of sectoral voters on trade policies (as employees in higher unionized industries are more likely to be aware of policies benefiting their industry and support them). At the same time, government is interested in minimizing voters’ discontent fueled by higher prices and other welfare-reducing consequences of redistributive trade policies.

3. The status quo hypothesis is based on the notion of the ‘conservative social welfare function’ put forward by W.Corden (1974). Its main idea is that trade policy can serve as a sort of ‘insurance’ against shocks injuring national industries. According to this hypothesis, industries suffering from drops in world prices, incomplete adaptation to technological change and/or specific trade practices used by foreign competitors are more likely to get support than more prosperous industries.

4. The revenue maximization hypothesis addresses the fact that trade policies can generate additional budget revenues (trade taxes, auctioning off trade quotas, etc.) or additional spending (trade subsidies). If government is revenue-constrained, which is often the case in transition economies, it can use trade policy instruments to generate additional revenues and/or minimize revenue losses associated with smuggling and other illegal trade practices.

5. The foreign repercussions – trade negotiation hypothesis interprets national trade policy decisions as taken in the context of multidimensional system of economic and political interactions with other countries. Taking these interactions into account, government is likely to (a) abstain from trade policy decisions inviting retaliatory measures by foreign governments and (b) formulate policies in such a way as to increase its bargaining power and ‘trade’ future concessions for those of partner countries.

6. The ideological preference hypothesis states that ideology of the ruling party exercises a strong influence on trade policy decisions.

Box 3.

Participation in trade negotiations can delay trade liberalization if trade barriers are kept excessively high to serve as a ‘bargaining tool’. In April 2002, the Ministry of Economic Development and Trade of the Russian Federation rejected the proposal by the State Customs Committee and the Russian Association of Traders and Producers of Electrical Home Appliances and Computer Technique (RATEK) to lower ad valorem import tariffs on TV-sets from 20 to 15 per cent. Such a measure was intended to decrease profitability of illegal import schemes, but the Ministry argued that it could have weakened bargaining position of Russia in the context of the WTO negotiations.

The major problem with these hypotheses is that they are formulated on a rather ad hoc basis and do not rest on any coherent theoretical model. Moreover, they often produce equivocal predictions concerning political economy factors affecting trade policies. The most apparent example is the problem of senescent industry protection. The pressure group hypothesis predicts that high and/or rising import competition in these industries induces firms to lobby for protection, while the status quo hypothesis suggests that it is the government who monitors market situation and reacts on it. Thus, positive association (if any) between the degree of import competition and protection level says nothing about which of the two hypotheses is correct. By the same token, the fact that sectors with more intensive intra-industry trade enjoy lower protection does not allow to differentiate between the pressure group hypothesis and the foreign repercussions hypothesis: If government abstains from raising import barriers for industry goods produced abroad for fear of retaliatory measures in respect of exported good varieties, it can do so either due to the pressure exerted by domestic producers of exportables or by its own initiative.

The first coherent theoretical model of endogenous trade policy formation was put forward by G.Grossman and E.Helpman (1994). It focuses on interaction between pressure groups representing owners of factors specific to particular industries and government interested in resource transfers from these groups and welfare of the general public, attaching different weights to each of them. The model produces the following trade policy predictions.

(1) In industries represented by lobbies (organized industries), protection decreases with higher import penetration (i.e., ratio of imports to domestic production). The reason is that the less the volume of domestic production, the less specific-factor owners have to gain from a given increase in prices, whereas the higher the volume of imports, the more the economy has to lose from distortive trade policy.

(2) On the contrary, relationship between import penetration and trade protection in unorganized industries is positive. Moreover, as (a) organized industries lobby not only for protection of their own markets against import competition but also for government policies intended to lower prices on intermediate and consumption goods produced by other industries, and (b) unorganized industries are not able to defend their interests politically, in equilibrium all organized sectors enjoy import protection and export subsidies, while import subsidies and export taxes are applied to all unorganized sectors.
(3) Deviations from free trade are more likely in industries with low import demand and/or export supply elasticities, as low elasticities are associated with lower welfare losses for any given level of protection.

Empirical tests of political economy arguments are numerous and produce rather mixed findings. The most ‘consensual’ conclusions of testing ad hoc hypotheses (Rodrik, 1995) are that trade protection tends to be higher in
( labor-intensive, low-skill, low-wage, stagnant industries;

( industries with high and/or rising import penetration;

( industries producing consumer rather than producer goods, and more generally in industries producing goods for unorganized buyers;

( industries with less intensive intra-industry trade.

Ideological preferences were also found to influence trade policies (Dutt and Mitra, 2002). Generally, these results are close to predictions of the ad hoc hypotheses listed above, but there are important exceptions. Empirical works generally do not support positive association between seller concentration and protection, which is central to the pressure group hypothesis. Moreover, according to Grossman-Helpman model, it is not appropriate to consider import penetration and the degree of organization separately. A number of empirical tests of Grossman-Helpman model supported its general logic, but at the same time produced a quite unexpected result that the weight attached by the government to welfare of citizens is close to the weight attached to resource transfers from pressure groups or even exceeds it (Goldberg and Maggi, 1999; Gawande and Bandyopadhyay, 2000). The same studies reveal, however, that Grossman-Helpman model can not be treated as the only explanation of trade policy structure: Variables reflecting the logic of ad hoc hypotheses sometimes provide additional information on determinants of trade policy structure. This calls for further developments in theoretical framework for political economy analysis of trade policy.

Political Economy of Trade Policy in Russia

Trade policy in Russia since 1991 seems to be a promising field for political economy studies. On the one hand, import regulation started from zero protection level after the abolition of all import barriers in January 1992, experienced a period of protectionist zeal in 1993-1995 and displayed since then a trend toward stepwise liberalization, which culminated in import tariff reform of 2000-2001. On the other hand, by the end of the 1990s export taxes have risen to a position of one of the most important sources of fiscal revenues. Both experts and public opinion closely associate these trade policy developments with such political economy factors as private sector lobbying, revenue maximization, and interaction with international economic organizations (in particular, position of the IMF and the World Bank was crucial for abolishing the institution of ‘authorized exporters’ as well as numerous tariff exemptions favoring individual firms). A series of empirical studies allows one to formulate some conclusions concerning factors affecting trade policy decisions by the Russian government.

Testing different ad hoc hypotheses for the period 1993–1997 showed that higher import tariffs were rewarded to industries with higher import penetration, higher employment, higher share of loss-making enterprises and higher share in total imports (Afontsev, 1999; 2000). In a more sophisticated framework which assumes simultaneous determination of import flows and import barriers, it was demonstrated that such factors as industrial concentration and average output per enterprise also exercised positive influence on import tariffs, while the influence of the number of enterprises is positive (Afontsev, 2002). These results suggest a rather diversified set of forces behind import regulation policies, favoring most of the ad hoc hypotheses (see Table 1).

When Grossman-Helpman model of trade policy formation is used to explain Russian import tariff structure in 2002, the impact of import elasticities on tariff rates corresponds to theoretical expectations, while the impact of industry organization and import penetration, though statistically significant, contradicts the logic of the model. This result can be due to specific weights placed by the Russian government on different policy priorities. In an extended Grossman-Helpman model, which assumes that the government considers tariff revenues as a separate policy priority, they have the highest rank in government’s preference schedule, then follows welfare of citizens, with lobbying contributions having the lowest rank (Afontsev, 2004). The top rank of tariff revenues is consistent with the general emphasis placed by the Russian government on foreign trade taxes, and export taxes in particular. According to the original Grossman-Helpman model, export taxes are applied to products of unorganized industries only. In Russia, however, the principal objects of export taxation are fuels and metals, whose producers are known to be well-organized and politically active. The weights attached by the government to all three policy priorities are very close, which corresponds to the results of previous Grossman-Helpman model tests.

In the same study, an attempt was made to compare explanatory value of the extended Grossman-Helpman model with that of ad hoc model which included such political economy variables as import penetration, import volume, number of enterprises, and average output per firm. Results strongly favor the extended Grossman-Helpman model. One of the central predictions of this model is that the government adjusts tariff rates to dampen incentives for importers to misclassify trade articles subjected to higher tariffs for low-tariff ones. As a result, equilibrium structure of tariff rates should be more uniform than that suggested by the standard Grossman-Helpman model. Empirical study shows that this is in fact the case in Russia.
Box 4.

In Russia, misclassification problem appeared to be quite acute in the late 1990s, when both economic analysts and officials of the State Customs Committee complained of substantial losses in tariff revenues. Among the most commonly cited examples were, e.g., misclassifying chicken (25 per cent ad valorem tariff rate) for turkey (15 per cent rate), TV-sets (compound tariff rate with a 30 per cent ad valorem component) for consumer electrical machines (20 per cent ad valorem tariff rate), flowers (25 per cent rate) for greenery (5 per cent rate). Given the fact that import tariff revenues constituted 9 to 11 per cent of the total federal tax revenues in 1998–1999, widespread misclassification was generally considered to become rather dangerous for revenue-constrained Russian government. In fact, misclassification affects not only tariff revenues but also revenues from the VAT and excises on imported goods. Total revenues from these three import taxes equaled 24–25 per cent of total tax revenues in 1998–1999. Coping with the misclassification problem was one of the major goals of a profound import policy reform of 2000–2001.

In September, 2000 the Russian government approved the new concept of customs and tariff policy. On November 27, 2000 the government revised the Customs Tariff in lines with this concept. The principal innovations were as follows:

( abolition of the seven-grade system of ad valorem import duties (0, 5, 10, 15, 20, 25, 30 per cent) in favor of four-grade one (5, 10, 15, 20); other ad valorem rates and ad valorem components of compound tariff rates can be applied only in exceptional cases;

( unification of tariff rates within broad classification groups.

In 2001, further steps in this direction followed. Import duties on 610 commodity groups were changed as of October 1, 2001 and on 140 more commodity groups as of January 1, 2002, with some 80 and 90 per cent of changes, respectively, being of liberalizing nature. The results of the tariff reform were built into the new Customs Tariff of 2002. In the same year, special investigation by the State Customs Committee reported that the new structure of tariff rates did in fact decrease stimuli for import misclassification of electronic appliances.
The revealed preference ranking of the government provides important information for formulating politically acceptable trade policy recommendations to improve general welfare. They can be placed in the context of general political economy arguments concerning the choice of welfare-maximizing policies.
Factors of More Effective Trade Policy Choice
In addressing the question of welfare-improving policy reform, political economy literature concentrates on forces behind distortive trade policies and opportunities to limit their influence. Three major factors favoring less distortive policies are the following:

(1) emergence of new political market actors with a policy demand for free trade;

(2) internal policy commitments and institutional mechanisms;

(3) external obligations concerning trade policy.

The first factor appeared to be especially important for transition economies and particularly the CIS countries during the 1990s, when new actors entered their political markets. On the one hand, the demise of the state monopoly over foreign trade gave birth to private importing companies interested in lowering import barriers. On the other hand, international actors like regional economic associations and international economic institutions generally insisted on trade liberalization. Foreign investors engaged in export-oriented projects are also likely to lobby for freer trade, while for import substitution projects the opposite can be true (for example, foreign investors in Russian car industry are known to favor higher tariffs on foreign cars).
Box 5.

In Kyrgyzstan, lobbying by importers and position of international economic organizations were crucial for the WTO accession in 1998. Since the beginning of the 1990s, Kyrgyz importers succeeded to devalue import regulation system by converting free economic zones to channels of free importation. Credits extended by international financial institutions were crucial for the Kyrgyz government to finance huge budget deficits (which exceeded 10 per cent of GDP), further undermining government incentives to follow protectionist policies (Mogilevsky, 2002). On the contrary, participation in the CIS Customs Union did not exercise liberalizing impact on trade policies, as no participant of this regional block was interested in lobbying for liberal regional trade regime. This differentiates integration patterns in the CIS from those in the EU that strongly influenced trade policy in the CEE countries and the Baltic states.

Among internal policy commitments, tariff unification is by far the most widely discussed (Tarr, 2002). There is a number of political economy arguments favoring uniform tariffs.

( Uniform tariffs radically diminish incentives to lobby for higher protection, as it can be raised only for all commodity groups. Thus, lobbyists favoring higher tariffs on goods they produce would face also higher tariffs for goods they consume.

( They decrease tariff evasion by importers, as opportunities for making profits on misclassification of higher-taxed goods for lower-taxed ones disappear. This makes uniform tariffs a preferred option for both legal importers and domestic producers interested in suppressing illegal imports (see Box 3) as well as the government eager to prevent losses in budget revenues.

( Administrative costs of collecting uniform tariffs are lower, and opportunities for corruption in customs sphere are more limited, further raising government interest to this trade policy option.

Box 6.

Wide-scale tariff unification reforms are not common in the world practice, the most important example being that of Chile (Edwards and Lederman, 1998). In Russia, tariff reform of 2000–2001 can be considered in terms of a limited liberalizing tariff unification (i.e., simplification of tariff structure associated with a general decrease in tariff rates and their unification within broad commodity groups). Empirical analysis in the framework of the extended Grossman-Helpman model shows that government’s desire to increase budget revenues by suppressing misclassification of goods induced tariff structure to be more uniform in 2002 than it would have been otherwise. Nevertheless, government still applies too high tariff rates to intensively misclassified goods, especially in various subsectors of chemical industry, machine-building, and food industry. This finding points to the significant room for further steps in the direction of more uniform tariff structure (Afontsev, 2004).
Institutional commitments include establishment of impartial decision-making authorities less dependent on vested interests and political ideology. The US International Trade Commission is sometimes cited as an example (Baldwin, 1985). In transition economies, however, chances to assure true impartiality are rather low. For instance, Commission on Protective Measures in Foreign Trade and Customs and Tariff Policy in Russia is known to be highly sensitive to pressure by producer lobbies. E.g., in 2002 it recommended to raise import tariffs for used cars in order to protect Russian car producers who are not able to win competition even with ‘second-hand’ foreign-produced cars.

Inefficiency of internal institutional mechanisms stresses the role of external policy commitments taken in the context of whether international agreements and organizations (like GATT/WTO) or regional trade blocks. These commitments radically decrease opportunities to deviate from agreed-upon structure of trade policies, thus limiting risks of adopting welfare-reducing national policies. At the same time, political economy approach stresses the fact that these agreements are themselves results of bargaining on international political market, and as such can embed distortionary policy obligations induced by lobbying, especially in case of regional trade agreements (Grossman and Helpman, 1995a, 1995b; Messerlin, 2001).

Political economy approach is thus providing more realist policy explanations and policy advice by taking into account actual preferences of political actors instead of assuming their preference for maximizing general welfare. Though political economy models have still not reached the degree of theoretical and empirical sophistication characteristic of traditional trade theory models, they provide useful insights into real-world trade policy decisions and mechanisms to improve their efficiency.

Table 1. Testing Ad Hoc Hypotheses about Import Tariff Structure in Russia, 1992-1997

	
	Actual statistically significant influence
	Expected influence

	
	
	Pressure group hypothesis
	Adding machine hypothesis
	Status quo hypothesis
	Revenue maximization hypothesis

	Import penetration
	Positive
	Positive

higher import competition increases incentives to lobby
	Positive

higher import competition increases voter sensitivity to protection
	Positive

higher import competition reflects adverse economic conditions
	

	Number of enterprises
	Positive
	Negative

higher number of enterprises aggravates free rider problem in a lobby
	Positive

(if number of enterprises correlates with the number of employees)
	
	

	Employment size
	Positive
	
	Positive

employees are voters whose support is mobilized by protection
	
	

	Seller concentration 
	Positive
	Positive

higher concentration 

alleviates free rider problem in a lobby
	
	
	

	Share of loss-making enterprises
	Positive
	Positive

lower profits increase incentives to lobby
	
	Positive

lower profits reflect adverse economic conditions
	

	Average output per enterprise
	Positive
	Positive

higher output means higher stakes and more resources available for lobbying
	
	
	

	Share in total imports
	Positive
	
	
	
	Positive

higher imports mean higher income for a given tariff rate


Sources: Afontsev, 1999, 2000, 2002.
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