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Resumen:

El articulo desarrolla un modelo de economia politica sobre la politica comercial en la
linea de los conocidos trabajos de Grossman and Helpman (1994). En este caso la
estructura de la economia es estandar (modelo neoclasico de comercio en vez del
modelo de factores especificos usado en e articulo origina) y mas general (las
preferencias no son cuasi lineales). En este nuevo ambiente un equilibrio del juego es
derivado. Dos proposiciones resumen |os resultados relacionados a nivel de la politica
comercial establecido por los hacedores de politicay las contribuciones politicas hechas
por los grupos de consumidores activos (lobbys). Estos nuevos resultados generales son
analizados en particular en una economia pequefia abundante en un factor diferente a
trabajo, como por ejemplo pueden ser 10s recursos naturales. Tres casos son estudiados
para presentar los resultados de las dos proposiciones generales de acuerdo con los
distintos grupos de lobby activos en e juego de las contribuciones: :sindicato de
trabgjadores que permiten las contribuciones de ingreso de los trabgjadores para
influenciar la politica comercial; asociaciones de propietarios que permiten las
contribuciones de los otros consumidores en e extremo superior de la distribucion del
ingreso; contribuciones de |os dos tipos de consumidores trabajadores y propietarios.

Abstract:

The paper developed a political economy model about endogenous trade policy along
the lines of the well known contribution of Grossman and Helpman (1994). In our case
the structure of the economy is standard (neoclassical trade model instead of the specific
factor trade model of the origina paper) and more general (preferences are not
quasilinear). In this new environment an equilibrium of the game is derived. Two basic
proposition resume the results related to the level of the trade policy instruments set by
the policy makers and the political contribution made by the active group of consumers
(lobbies). This new general result is analysed in a particular small economy abundant in
afactor different from labor, e.g. natural resources.Three cases are studied to present the
results of the two genera propositions according with the different active lobby in the
contribution game :labor unions that allow the income contribution of workers to
influence the trade policy; factor owners associations that allow the income contribution
of the others consumers in the other extreme of the income distribution; contributions of
both types of consumers workers and owners.

JEL: F13, D72
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1 Introduction

The classic oposition between trade liberalisation and protectionism is con-
centrated in the efficiency effect (staticts and dynamics). The main conclu-
sion for a small country (terms of trade given) is the positive evaluation of
trade liberalisation oriented policies. Altought, economic reality shows that
proteccionist is difficult to reduce everywhere (also in small countries) and
if a government is sucesfull in a trade liberalisation process then he must
do too much effort to sustain trade reform in time. This phenomena, sug-
gested that there are deep reasons in the structure of economy and in the
way economy policies are set out that could explain the protectionism bias.
One of them is the dramatic effect trade policy has on income distribution.
Usually trade policy model describes and measures the aggregated gain from
trade but they do not give too much attention to the way different groups
are affected by the trade liberalisation process. In spite of the fact that trade
models recognise in his own theoretical structure this kind of effects. In par-
ticular, this is typical the case of the standard neoclassical model with the
link between production factors returns and commodity prices established in
the well known Stolper Samuelson theorem!.

The critical discussion of recent trends in the international economics
linked with the increment in globalisation process (more trade of goods and
services as a percentage of GDP, increment in factor mouvements) have as a
central topic this distributional effects of the trade liberalisation process (see
for example Leamer,1995 and Rodrik, 1997).

In a political economy perspective that see economy policies like an equi-
librium outcome of an economy-political system this is a relevant phenomena
to explain. How are the mechanism throught what the economies particular
interests influence trade policies decisions 7 and then, which is the endoge-
nous trade policy that emerges as an equilibrium of the game (in the sense
that no body have an incentive to deviate of this equilibrium outcome) ?.

For the first question Grossman and Helpman (1994) model was selected.
The general flavour of the model was similar to the one developed in Vaillant
(1998). The common agency structure is a good framework to specificate the
government action like an agent with the simultaneously influence of several

!The basic statment of this theorem is the following: ”if there are constant return
to scale and if both goods continue to be produced, a relative increase in the price of a
commodity will increase the return to the factor used intensively in that industry and
reduce the real return to the other factor” (Markusen, Melvin et al, 1995).



principals (interest group) that demand a specific policy action in his own
benefit. There is evidence in the literature that trade policy instruments are
defined by policy makers in a very similar environment.

The second question is the one this paper is devoted to answer and it is
developed in the next sections.

2 Objectives and organisation of the paper
The present chapter has two basic objectives:

e the first one focuses on applying the political economy model of Gross-
man and Helpman (1994) to a more traditional trade model (the neo-
classical approach) with a generalization in the specification of prefer-
ences different from the quasilinear case usual in this literature.

e the second one is to obtain a new solution to compare with the results
from the specific trade model case developed in chapter 2. This will
increase the theoretical perspective to analyse particular cases of trade
policy and trade reforms. This comparison will be done in the next
chapter.

The innovation in the specification of preferences was suggested and devel-
oped by Dixit, Grossman and Helpman (1997) in a more general framework.
The endogenous trade policy in HOS model was studied in the classical paper
of Mayer (1984). The HOS model has a rich structure to develop political
economy models related with trade policy instruments. Mayer specified a
voting model of endogenous trade policy with heterogeneity in the factor en-
dowment of each consumer. Then consumers will have different preferences
about the optimal trade policy. The political equilibrium in a voting model
will depend on the median voter’s preference (median voter theorem).

The model presented in this chapter is a sort of combination of Gross-
man and Helpman’s trade policy political economy model (common agency
framework) with the Mayer approach to study the distribution implications
of the HOS trade model and the voter preferences in this context.

The chapter is organised in five sections. In section 2 the structure of the
economy is presented. A standard neoclassical trade model (instead of the
specific factor trade model of the original paper) is developed with a more
general consumer utility function in which preferences are not quasilinear.
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In this new environment an equilibrium of the game is derived (section 3)
. Two basic propositions summarize the results. They are related with the
level of trade policy (tariff instruments) set by the policy makers and the
political contribution made by the active group of consumers (lobbies). In
section 4, this new general result is analysed in a particular small economy
abundant in a factor different from labor, e.g. natural resources. In this
section , three lobby regime (different groups of consumers active in the
contribution game) are developed to present the results: labor unions that
allow the income contribution of workers to influence the trade policy; factor
owners associations that allow the income contribution of the consumers in
the other extreme of the income distribution; contributions of both types of
consumers workers and owners.

3 The structure of the Economy

The general environment of the economy is that of a standard small econ-
omy that produces only two goods with two production factors mobile across
sectors and inside the domestic economy. The economy pattern of produc-
tion and trade specialization is explained as in the Hecksher-Ohlin-Samuelson
(HOS) model. Comparative advantage (CA) comes from the relative abun-
dance in factors of production related with respect to the rest of the world.

The consumers preferences are specificated in the following indirect utility
function:

p.y') = {max u(@) : pa' <y} (1)

where: ¢ = 1, ..., I- consumers index; u- standard utility function with tra-
ditional properties (increasing function in his arguments (ug, > 0 s = 1,2)
with decreasing marginal utility in each one (ug4,4, < 0 s = 1,2) and ho-

.. d i .
moteticity; d = [ all 1— column vector of consumption; y’- income of con-
2

sumer ; p = [ P11 P2 }— row vector of domestic consumer price.
The expenditure function is:

e (p,u’) = {Hlliln pd :ut < u(d’)} (2)

The income of each consumer ¢ is:



Yy =w+rk'+7—c(p) =7 —(p) (3)
Where: w- labor price; r-capital price; k’-capital endowment of con-
sumer i; 7—lump sum transfer ; ¢’ - political income contribution to the
government; ’-gross income from contribution. As the previous equation
shows it is assumed that each consumer is endowed with the same amount
of units of labor (for simplicity without loss of generality L' = 1, V).
Consumers are heterogeneous in their factor endowments so that the
structure and the level of income of each consumer may be different. In

particular it will be relevant the capital labor relation that each consumer
has (k*).

Definition 1 The set of consumers is classified in three types (t, = w,m,o0)
according to their factor endowment relation: worker consumers (k' < k);
medium consumers (k'™ = k); capitalistic consumers (k'> > k). For sim-
plicity workers and capitalistic consumers will be assumed to be homogenous
groups (k:““ = k¥ and k' = k°, ViweZ and i,el ) and the medium consumer
18 homogenous by definition of the type.

By assumption workers have a lower level of income than owners, so the
factor endowment relation has a consequence in terms of the quantity of poor
and rich individuals in the economy. This will have consequences in trade
policy through the type of government’s preferences on the distribution of
income dimension.

Definition 2 Two subsets(i = h, z) of consumers are also defined: the active
consumers which make an income contribution to influence the economic pol-
icy of the government (c* > 0,heL,h =1,...,H); and the passive consumers
that do not have a lobby activity (¢ =0,z ¢ L,z=1,.... 7).

Some additional restrictions about the active consumers set will be de-
veloped in next section.
The aggregated income function of the economy is:

r(p,v) = {mgx pzr: ®(z,v) = 0} (4)
Where: p' = Pl — 1 - domestic producer price; p* = P2
' D2 pr(1+1) ’ P
rest of the world relative price are given (small economy assumption); ® - is a
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traditional production frontier with the assumption of production functions
in each sector with substitution between capital and labor and free mobility

of both factors between sectors and constant returns to scale; r = l il 1-
2

good vector produced in the economy; v = [ :1
2

1— factor endowment vector

of the economy.

Each production function is of the form z; = F*(Lg, P’;) with F'* homoge-
nous of degree one and s =1, 2.

The domestic prices are affected by the trade policy, in this case (with
only two goods) it is exhaustively characterised by the import tariff ¢ (Lerner
symmetry).

The supply functions come from the revenue function (using the envelope
theorem):

T1 (pa 'U)
5
T2 (pa 'U) ( )
Applying Roy’s identity we have the marshallian demand functions in the
following equation:

p = x(p, U) =

N U VR
d ) 7 — i 14 — 1 9 ; 6
From the expenditure function we obtain the compensated demand func-
tion (Hicksian):

i __ i\ dl(pvuz)
€p—d(p,u)_ alg(p,ui)

The following relation between the two demand functions holds:

e ady (p,u’ 8d1§pgui2
- put ou (O — oy
€. odo(p,u®) °°Y° Odo p3u12
u ou oyt
. o 1
where: e, = -
yl
The trade functions are:
m=y d —z= (7)
i ma



The global income collected by the government using the tariff (tariff
income) is given by the next equation:

T = p*tmy (8)
The lump sum transfer produced by the income tariff will be:

T
==

L

The government objective function (GOF) is a mix of a benevolent objec-
tive (the government takes care about the well being of each of the consumers)
and a particular political objective (income contributions).

G=g(Q,0)
Ql
where: Q= = ; C =Y " with g > 0 and goi > 0
. h
QI

In this chapter this general specification will adopt this particular func-
tional form:

g=(1- )20+ C )

where the weight is between zero and one.
The income and expenditure of the economy will be in equilibrium, so
the following condition holds:

Y =Lw+rP +T =x1 +poxa +T = dy + pods

Contributions from the lobby group to the government are transfers that
do not affect income besides the way that equilibrium trade policy does.



4 The Contribution Game

4.1 The structure of the game

The Game will have two stages. In the first one, active consumers must decide
the contribution schemes that they are going to give to the Government to
influence his policy decisions. In the second stage the Government establishes
the trade policy, taking into account its objective functions that combines
the benevolent objective (aggregated welfare) with the particular one (income
contribution of the active consumers).

In this chapter the set of active consumers are assumed exogenous (H is
given). It is also assumed that to be able to influence the government, it is
necessary to be a member of a subset of consumers with the same incentives
(lobby group). The institutional restrictions that allow to justify this assump-
tion are not modeled. So in our model, if a certain type of consumer (for
example a worker) is active (he/she participates in the contribution game)
all the consumers of the same type will be active also. Contributions are
made by the lobby (the aggregated active consumers of certain type) and it
is identical for all members of the lobby. The restriction that it is imposed
is that:

chv = Vh € ty.

4.2 Equilibrium

An equilibrium of the game must satisfy a set of conditions (see chapter 2).
First, each principal (consumer with some particular endowment of produc-
tion factor) must be maximising his/her objective function:

{t', k(1) } e argmax Q(p(t), 4" (¢, p(1))) (10)

such that the agent (government) incentive constraint (IC) and the par-
ticipation constraint (PC) are satisfied.

o IC
te arg max g(Q(t), C°(t))
t

J

where: C%(t) = {{co}j#h ,c} for some ceC"



e PC

gt~ @)}, 0) < gt {C?(t)}#hty ) (1)

J#hy

where: t~"e arg max g(Q(t), {C'Jo(t)} . ,0), VhyeL.
t JFhty

This game has multiple subgame perfect Nash Equilibrium. In this case
it is applied the same refinement of equilibrium that Berheim and Whinston
(1986) suggested in their article: to select equilibria that implement Pareto
efficient actions. The concept of efficiency is restricted to the available set of
actions.We use the more general version of the problem developed by Dixit,
Helpman and Grossman (1997) where preferences are not quasilinear as in
the present chapter.

4.2.1 Trade Policy Truthful Equilibrium

The first order condition (FOC) of the objective function of each active con-
sumer gives this result:

o0
Tl QF+ Q@ = ()°) =0 (12)

Using Roy’s identity , QF = —Q"d}; then:
()’ =7/ —p'ds
Contribution in the equilibrium must be locally true, so the relation with
prices must be the same as the relation that consumers welfare has with
prices over the marginal utility of income 2. Then we select a particular
strategy that always fulfils the optimum condition, this is the globally truth-
ful strategy:
c(t, Q") = max(0,7"(t) —e (t, Q")) (13)

The FOC of the incentive constraint is:

g o0 .
— =) ——gai+t ) goa(c) =0 (14)

see that ¢ = z, h.

2See Definition 3 and 4 and Proposition 2 and 3 in Dixit, Grossman and Helpman
(1997).
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Studying the particular GOF (see 3.9) it is possible to derive those two
equations:

go: =(1— )

Ger =

Definition 3 The ratio between the marginal utility of contribution to mar-
ginal utility of individual © utility in the GOF is defined as:

_ 9 _
B ga= N (1-) (15)

Where it is true that s > 0 by the assumptions made on the value of

a
-

Proposition 1 In the HOS framework with the GESH political economy model
the endogenous trade policy is given by the following expression:

1 LDy
_mQt Z Qyz + QLE

(16)

~

(s ; (Y Qe (K — k) + o Ehj (K — k:))(ﬁ% ~1))

where: 7- is the elasticity of factor price r to p; 5, = in,D 2_ is the partic-
ipation of good 2 in total income; L* =Y L.
h

Proof.
h
As % = 0 then applying in the FOC incentive constraint(3.15):

dg O o
ot _Ez: o Te2 (@) =0

h

For the consumers z that are not active in the contribution game, the
change in their welfare when tariff changes is the following:

GQZ z Z—Zz Z (—Z k* 97z
ot = +nyt = Qy<yt —p'd;)

11



The change in contribution is:

()" =7, —e(p(t), (")) =7} — p"(d3)"

The change in gross income as tariff change is:

Uy = wi + ik + 7 (17)

where the change in lump sum tariff income as tariff changes is given by

mo+me, t)p*
Tt:( 2tma )p”

2
Then it is possible to show that:

> Qe ((wp + 1pk?) + (ma + tma,) — ¢ D)

+s Z ((wp 4 rpk®) + (Mg + tmy,) — ¢" D)
h
=0

where: ¢ = y7
From the previous equation it is possible to obtain the endogenous trade

policy in equilibrium:

S Qekt 4o Yk

2 1u+ (wp + 7= L
(1 + tO) B epm meo P P Z Qyz + SLL
§Qy2¢z+ §3h¢h
D, ) (18)

Z Qyz + SLL"

— T
whereg ,m, = #22.

Differentiating the global income in ¢ it is obtained the next expression
is obtained:

meo = D2 — L(wp + Tpl{?> (19)

Substituting this result in 3.19 the alternative expression of the tariff is
obtained. H

12



4.2.2 Political Contribution Truthful Equilibrium

To obtain the political contribution equilibrium, we use the participation
constraint to derive the contribution that each of the active consumers must
do to influence the government decisions:

ZQ’ )+ > () + D I
h#jty Jty €LY
)2 Q")+ Y et QNE%) +0 (20)
h’#]ty

where: t"7we argmax (1 — )X W) +1—- ) X Qt,y")+ X

t Z h?'éjty h?'éjty

c(t,Q"(t%)) is the optimum trade policy for the government when the con-
sumers of type ty are not active.

Proposition 2 The aggregated political contribution that an active type of
consumers (lobby group) will do in equilibrium is given by the following ex-
pression:

oW — u Z< QF(1%9) — Q1)+ Z ("= QP () — (0, Q" (°)))

i h#jty

where: C% = LWc%: ty = w, m, o.
Proof.

From 3.21 and considering the assumption related with the structure of
the game then the following result is obtained:

S( e(t®9, QM%) — e, Q" (%))

o = B S0 - a4 22

- Lty
K2

(21)
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5 Analysis of the results

5.1 CA and Pattern of specialisation

In this section the case of a particular small economy (SE) is analysed. The
relative price to the rest of the world is taken as given. There are only
two production factors natural resources (”°) and labor (L). Sector one is
intensive in the use of natural resources and sector two in the use of labor
(k1 > ko) The small economy has a comparative advantage (CA) in sector
one because it is relatively abundant in natural resources so:

Py < Ph

where: p®-autarchy prices.

A trade specialisation pattern characterised by exports in sector 1 and
imports in sector 2 is expected.

Consumers are heterogenous in the level and the structure of income as it
was assumed in section 3. There are three types of consumers: workers (w);
medium consumers (m); and owners of the other production factor (o). As
we know from the traditional distributional results of the HOS model, each
group will have a different preferred trade policy. In this section, we will
analyse the general results of section 4 (the endogenous trade policy for a
G&H political economy but in HOS model) in our particular economy. Three
lobby regime are studied using the two propositions derived in the previous
section: labor unions that make the income contribution of workers; factor
owners associations that make the income contribution of the consumers in
the other extreme of the income distribution; contributions of both types of
consumers, workers and owners.

5.2 Trade policy voting preference

In this subsection, the optimal unrestricted trade policy for each type of
consumer is derived, that is the preferences that each type of consumers have
over the trade policy instrument set. The results will be a benchmark case
for the comparison with the equilibrium of the game in the different lobby
regime. The objective function to maximise is the indirect utility function of
each type of consumer:

max Q% (t) (22)

14



Proposition 3 In a voting political economy model assuming concavity of
the indirect utility function in price as in Mayer (1984), the trade policy each
type of consumer will prefer is the following:

ty L.(F/B, — 1)(/{:“/ — k)rDs
" T, )Y (23)

Proof.
From the FOC of 3.23 it is shown that,

QY + QW =0 = (UY/QF) +y, =0
then using Roy identity and equations 3.18 and 3.20,
—®%W . Dy.L + L.(w, + rp.k") + (Dy — L.(w, + rp.k)) + t.mg, =0

Simplifying terms after some calculations 3.23 follows. B

The result is comparable with the one Mayer shows in his paper. The
workers prefer a tariff on imports, owners a subsidy on exports and the
medium type consumer prefers free trade. See that by Stolper Samuelson
theorem 7 < 0.

One important difference is the way lump sum transfers are specified in
both cases. In fact Mayer uses a lump sum specification that is neutral from
the income distribution point of view. In the present model, the lump sum
is a fixed and identical quantity of income that is transferred to each of the
consumers of the economy (see section 3).

5.3 Labor unions (LU) lobby group

In this subsection the endogenous trade policy will be derived in the case
in which a when the particular small economy has only workers Unions as a
lobby institution, so the active consumers are those that have an endowment
of natural resources relative to labor smaller than the mean of the economy.
In this case, applying proposition 1 the endogenous trade policy will be the
following:

w1 LDy
b —my, (L™ + QoLe)/(sL¥) + 1 (24)
(™ + r(ﬁ% — D)k — k)1 —Q2/s))

15



where: cn- income contribution from workers and no contribution from
factor owners; Q0¥ = (itv.

Proposition 4 When worker union are the only active lobby group in the
particular SE a sufficient condition to have a tariff on import sector (the
one more intens in the scarce factor labor) as an endogenous trade policy
1s that the Government has sufficiently high marginal utility on the income
contribution from the lobby group ().

Proof.

By Stolper Samuelson theorem 7 < 0 and (k¥ — k) < 0 by definition ,
so a sufficient condition to have a tariff as an endogenous trade policy when
only workers unions are active is that:

(1-9/35) >0«

> (€
The others terms of 3.25 are all positive and so they are not considered
to study the sign of the trade policy. B
Applying proposition 2 to this case it is possible to obtain the political
contributions in equilibrium:

e = U ;w) (- o) (25)

where: Q™" :Z Qi(p””);an :Z Qi(pcn).

The trade policy when nobody makes contributions (nn) comes from the
optimisation of the government utility function in this situation:

t"™ eargmax (1 — )Q(¢)
t

With some calculations it is possible to show that:

1 L.DY .
i, (L + L) (L) + 10 B,

tnn

D(E* = k)(1 = Q/)))

(26)

As Q7 > ) because y* < y° then the no contribution trade policy
is a tariff (" > 0). Government has only this instrument for an income
distribution policy so in spite of the well known result that any trade policy
different from free trade has an efficient cost to the small economy considered,
the government optimum policy will be to impose a tariff.

16



5.4 Factor owners unions (OU) lobby group

In this subsection the symmetric case is analysed. The endogenous trade
policy when owner unions are the active lobby group comes from the following
equation:

1 L.D
" = 2 . (27)
—my, (L™ + QL) /(sL°) + 1

(" + <ﬁ— — (K = k)(1 - Q¥/3))

where: nc- no income contribution from workers and income contribution
from factor owners.

Proposition 5 A necessary condition to have a subsidy on the import sector
(the same as a subsidy to the export sector) is that the Government has a
sufficiently high marginal utility on income contributions of the lobby groups

().

Proof.

See again that by Stolper Samuelson theorem 7 < 0 and (k° — k) > 0
by definition 1, so a necessary condition to have a subsidy on import as an
endogenous trade policy when only owners unions are active is that:

1-Q7/s) >0 —— > ()
(1-97/2) > 0 & s > ()

The others terms of 1.24 are all positive and so they are not considered
to study the sign of the trade policy B

In this new case applying proposition 2 it is possible to obtain the political
contributions in equilibrium:

e (28)

where:Q™" =32 Q' (p™); Qe =2 Q' (p™).

17



5.5 LU&OU

The third case to analyse is when both Unions exist (workers and owners
of the other factor). In this case antagonist groups offer different amounts
of income to the government to influence trade policy decisions. Clearly
workers seek protection to the import sector (tariffs) and the owners the
opposite (subsidy). Applying proposition 1 is possible to derive the following
equation:

.1 L.D:Y L°
! —my, QL™ [(s(Le + L™)) + 1((L0 + Lv) (29)
(co’ + 7“(ﬁ—2 —1)(k° = k) + m(cff + T(ﬂ—Q = 1)(k” = k)))

The trade policy outcome shows a counter balance between the two lobby
activities so this will imply less distortions in the economy. In the equilibrium
with both unions active the trade policy is a function of the average of the
most preferred tariff that each of the two groups has. But from the point of
view of the welfare interest of the lobby group they must do contribution to
neutralise the influence of the other lobby but this income contribution will
not be entirely traduced in a movement of the trade policy in the desired
direction. Then surely the conjecture is that they will be worse than in the
situation where they only play a bilateral game with the government and
also than the situation when nobody does a contribution. In a very different
economy environment related with the model of chapter 2 the results relative
to the lobby welfare are similar. Again a prisionner’s dilemma outcome
emerges (see simulations in chapter 4).

See that the endogoneous trade policy in this regime can be written in a
more ilustrative way, doing some caluclation in 3.29 and using 3.23:

pee _ OU/1g5) + 1)) + () (5 /rg0) + V(L —7(1)} (30)
{(QpLm)/(s(L + L°)) + 1}

where: y(t) = ﬁ
But 3.30 can be simplifying observing that:

t2(E)y(t) + (1 — ()" () = 0

18



In a regime with both lobby groups active the endogenous trde policy
always will be a tariff as the following expresion show:

pee _ 1 L.DyY
e, (Q /o)L + (Lo + L)
where: O = L°.c° + L*.cS5.
Then to find the political contributions it is necessary to apply proposition
2 to this third case:

(C*) (31)

e = U= @) - ne)) + L) - o)
FLO(c(t", Q0(t)) — e(t°, Q0 (1)) (32)

e = U= ) - mae)) + (@) - o)
L (™, QP (1)) — o1, (1)) (33)

Where: ¢ optimal tariff to the government restricted to the case when
the worker union does not participate in the contribution game and the
other lobby does not change the welfare level achieved and so has the same
contribution schedule;t™- similar definition as in the previous case.

See that the utility level to guarantee the government participation and
the trade policy associated with it are different from the utility level that the
Government obtained and the trade policy that was selected in the equilib-
rium with only one lobby group active. The notation with an over-line of the
variable ¢ is chosen to highlight this difference.

Analytically those trade policy are:

" €arg max (1= Y(L™Q™(t)+ L () + L°Q°(t))+  L°c(t, Q°(t)) (34)

" carg max (1= ) (L™ (1) + LOQ°(4)+ L0 (1)) + LUe(t, 2" () (35)
see that Q°(t°) = Q°(t, c(t, Q2°(t*)) and Q* () = Q¥ (¢, c(t, Q™ (t)).
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In this third case, to solve the participation constraint and to obtain the
political contribution of each lobby group, it is necessary to find a solution
to this new problem to obtain the level of utility that the government would
obtain when one lobby group does not participate and the other lobby have
exactly the same contribution schedule as in the case where both were active.
This is the welfare level the Government must achieve to participate in the
game with both players.

From the FOC of 3.29 and 3.30 the trade policy levels are derived. The
final expressions are identical to equations 3.21 and 3.24 and both differ in
the contribution that the active lobby makes in each case. The government
could threat each lobby to make a bilateral arrangement with the other lobby
and finally this determines the utility level that will be obtained by the
government.

- 1 L.DyY

"= —my, (QML™ + QUILw)/(s°L°) 4+ 1° (36)
(™ 4 r(ﬁ% — 1)k = k)(1 - Q/5°))
¢ = max {0,7°(") —e (£, () } (37)
W 1 L.DyY
o= —meg, (L™ +QoLe)/(LYs™) + 17 (38)
(™ + r(é — D)k — k)1 —Q/5"))
™ = max {0,7"(t™) —e (t7, Q" (t)) } (39)

An equilibrium in trade policy and political contribution has as necessary
condition to satisfy the system of seven equations (3.26, 3.27, 3.28, 3.31,3.32,
cC cc,tnc,cnc’ tcn,ccn)

3.33, 3.34) that determine the seven unknown variables (t*,c,c5
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6 Efficiency and distribution issues

6.1 General results

The characterisation of the efficiency properties of the political contribution
game equilibrium in a general framework (Dixit, Grossman and Helpman,
1997) is the most relevant recent result of the common agency literature
applied to political economy issues.

For the strategic players (active lobbies (principals) and the government
(agent)) the truthful equilibrium is Pareto Efficient (proposition 4, D&G&H).

The efficient result is extended to all the consumers set (corollary 2 to
proposition 4, D&G&H) organised and not organised in lobby groups, given
the contribution equilibrium of the lobby group. As the contributions are
given in the equilibrium level and the strategic are truthful then the utility
level of the lobby group are given. If there would be any opportunity to
improve the welfare level of the non organised consumers then the government
could raise also his own welfare level so this will not satisfy the statement of
proposition 4.

This results are used to study government policy making (the political
economy of the tax and transfer problem) in section 3 of Dixit, Grossman
and Helpman (1997) article. If a government could choose in a general set
of instruments that includes distorsionary taxes (taxes and subsidies to do-
mestic production and/or domestic consumption) and lump-sum transfers,it
will always choose the last one (by corollary 2 of proposition 4).

The proof is clear in verbal terms. With lump sum transfers, it is always
possible to replicate the welfare level of each type of consumers using any
distortionary taxes and obtain a positive income to the government. Any
government that could choose instrument without restrictions in the policy
instruments set will never use distorsionary taxes. The use of those kind
of instruments could not be an equilibrium because it would not satisfy the
government incentive constraint and so the efficiency properties of the equi-
librium.

But this result must be discussed taking into account the distribution
perspective.The equilibrium could be efficient but the consumer welfare, for
some types of government, (considereing organised and/or not organised con-
sumers) could be very low relative to the no contribution outcome (not re-
stricted maximum from an aggregated welfare point of view). So the equi-
librium with lump sum transfers is efficient but all of the consumer groups
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could be worse off in than any other equilibrium obtained with restrictions
over the policy instruments set (for example if the government could only
uses trade policy as we impose in the previous section of this chapter).

This result is relevant because, in general, if the political economy of
policy makers instrument decisions is the one derived from the contribution
model, it would be rational for consumers (citizens) to sustain rules (intro-
duce in a democratic way, e.g. establishing constitutional or legal restraints)
that imply some kind of limits over the policy instrument set available to the
government. Note that this result would imply a deeper way of explaining
the protectionist bias. It shows that protectionism arises not only as a so-
lution to the endogeneous trade policy problem assuming that government
could only use this type of instrument. In the next section, it will be justified
why consumers would in fact prefer to constrain government policy actions
to use only distortionary instruments as it is the case of trade policy.

6.2 Results in the HOS model

6.2.1 The Government problem (incentive compatibility restric-
tion)

Without any restriction in the policy instrument set the Government problem
is to choose a set of lump sum transfer that solves the following maximisation
program:

{Ti}iel e argmax (1— )

Ti

{ ; QZ(TZ)—|— % Qh(’]’h, CO(Th, Qh) }
)

such that .
Z 7" =0 (budget constraint)

V= J(1- )=s+ yls) =0, (s) (41)

where: 7%- are consumer specific non distortionary lump sum transfers ;
Q, ! is the inverse of the marginal utility of income and it exists by assump-
tion about preferences.

In this particular case it is easy to show that the government problem has
a solution identical to the following auxiliar problem when two or more lobby
group are active (see proposition 6 in Dixit,Grossman and Helpman,1997):
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{yl}ige argmax (1 — ) Z Q)+ C (42)

yt,C
such that

> y' + C < L (budget constraint)

where: m = w + rk- is given in this small economy.
From the FOC of 3.40 it is shown that:

Q; =s<=yls) = Q;l(s) (43)

From the budget constraint in both problems it is possible to derive the
income (contributions) the government can capture:

C'= (m—y(s)L (44)

where: it is assumed that y(s) < 7 for s < z.

This last result depends in the assumption that y$© = y<° = y(s). Later
in the next sub section this assumption will be derived when we find the
political contribution in this regime and the proof of the equivalence of the
solutions of both problems will be completed.

6.2.2 The no contribution regime

In this case the consumer specific lump sum transfers are:

Tl =0; T =T — Ty, Ty =T — T,

Q™ = Q(r)L, G = (1— Q™ (45)

This results characterises the maximum the aggregated welfare could
achieve without restrictions in the instrument sets and without contributions
of the consumer groups that could influence policy makers decisions.

Proposition 6 For some types of government (< _) the no contribution
outcome
(TTLTL Tnn TTLTL, an, Gnn)

m’» w o

could be obtained as an equilibrium of the contribution game.
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Proof.

It exists a _ such that y(z) = m. For any type of government with equal
or greater preferences in the benevolent objective ( < _ and 5 < ;) then
y(z) > 7 and so contributions in equilibrium will be zero. B

6.2.3 The regime with one or more active lobby (cn,nc,cc).

In this sub section it is assumed that the type of government implies positive
contributions (> _). Using 3.39 it is possible to derive the no participation
consumers lump sum transfers in the different regime:

T =yls) -7 (46)

From the budget constraint comes the consumer lump sum equilibrium
of the active lobby in the cn and nc regime is obtained:

(T L™ + 7S L°)

Tw — — Lw
ne (TmLm + TZCLM)
Ty = —
Lo

Applying the participation constraint condition of the equilibrium in the
bilateral regime (cn and nc) the results are:

o = ( _L ) (™ = Q™ (7)) (LY + L™) — LO(Q"(70°,c2) = Q™)) (47)

e = U= J((m — Qm(r ) (I + L) — LP@n(rin ) — ™) (48)

w LW w1 YW
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In the regime where both lobby groups are active, taking account that
the lump sum to the medium consumer group is always the same then from
the budget constraint we obtain:

LY 1. + Lot =LY ror + Loyt = LY.,  + L°.10° (49)

The political contribution when the two lobbies are active is *:

Lo (Tnc _ ch)

i = T i) - e +

: e —To (50)
Czc _ (1 — )(QO(TZC) _ Qo<7_zc7 Co)) + Lw(TZ)n — Tfuc) (51)

Lc
It is possible to verify that a solution in contribution comes from the next
pair of equations:

Lo (,rnc o ch)

cc o 0 52
g = Ko (52
cc L (T1cun — Tzcuc)
¢ = T

Then the income that each lobby group would receive when both compete
for the government transfers are the same that each would receive if they do
not any contribution as we assume in the previous sub section:

y(s) =y = ys° (53)

See that in the case where the active consumer groups are more than one
the possible lump sum transfers that satisfy the equilibrium condition are
infinite. But the income net of contributions it is unambiguously determined.

So using the budget constraint it must be true that:

O = 1765 + L7 = ( — y(s)) L

3See that:

(5% (7)) — o155, Q(7e%)) = 0 + 75 — (77 + 75 — o) —
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As the prices are always the same, because no distorsionary tools are used,
then to compare welfare outcomes in the differents regimes it is sufficient to
study the income outcomes. Joining results it is possible to show that:

T+ Ty, = Ty = =T, — =

7T = T = (o)

The incentive to participate (measured as the difference in income when
the active lobby contribute minus the income it will obtain in the no con-
tribution outcome) for both lobby groups when no one makes contributions
is always positive. If not contribution will not be an equilibrium because a
deviation pay: the active lobby could fix contribution in zero increasing own
welfare and the government achieve the same welfare level. Then it will true
that the following inequalities hold:

Tw — Cuw > T

nc

To

- >To"
Finnaly the prissioner dilemma outcome comes from the following rela-
tions:

Yo =yl =y =yls) <y =r1"=nr<=C>0

In figure 2 many of the main conclutions of the chapter are summarised.
Two types of outcome are identified: the ones derives from in section 3 and
4, where the government is restricted to use trade policy instruments (noted
with the right superscript r); and the ones obtained when the government
without any restriction select to use consumer specific lump sum (noted with
the right superscript nr).

In both cases with and whithout restriction over the policy instrument
set, the prisionner dilemma problem is present. The equilibrium is pareto
dominated (considered only the consumer perspective) by the no contribu-
tion outcome. On the other side the government always has an incentive
to play the contribution game with more than one lobby group. Finally the
equilibrium with restriction and contribution of both lobby groups could give
an aggregated welfare level (and also for each lobby group which is not shown
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in the present figure) better than the one that could be obtained when the
government is constrained to use any instrument and so it chooses specific
consumer lump sum transfers.
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Efficiency and distributive efects
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Where: r- restricted action policy set for the government (example trade policy); nr- no
restriction over the instrument set so the government uses consumer specific lump sum
transfers.
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