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Abstract

The objective of this paper is to examine the effects of political asymmetries on
a FTA and a CU. | have shown that either a higher lobbying sensitivity to the
foreign firmor a more susceptibility of politiciansto |obbying are sufficient to lead
to a higher tariff protection at the individual country level. Under a CU, firms may
dislike any form of political dominance in the common trade policy unless
politicians do not discriminate against foreign lobbyists significantly. In contrast,
under a FTA, if politicians are very susceptible to lobbying, the results appear to
be ambiguous.

+« JEL Clasdfications; D72, F13, F15
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|. Introduction

In generd apoalitical-economy modd of trade policy, as Rodrik (1995) suggests, has
two sides: the demand side and the supply side. The demand side of trade policy
contains why and how individual preferences are gathered and channelled, and which
available policy self-interested pressure groups ask for. They may continuously enjoy
profits from protection by the reason of “socia justice,” i.e. protecting senescent
industries or infant industries against foreign competitors.! The political supply side

*Corresponding address: Professor |-Hui Cheng, Department of Applied Economics, National University
of Kaohsiung, Nan-Tzu, Kaohsiung 811, Taiwan, ROC. Email: icheng@nuk.edu.tw
[J2003-Center for International Economics, Sejong Ingtitution, All Rights Reserved.

1See Hillman (1982), Cassing and Hillman (1986), and Brainard and Verdier (1994, 1997). Also see
Cassing and Hillman (1986), Rodrik (1986), Hillman and Ursprung (1988), and M oore and Suranovic
(1992) for the choice between protectionist instruments.
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of trade policy contains politicians preferences and the policy instruments which
are used. As a result, self-interested politicians act in a manner that balances the
marginal gain from the political support of lobbyist interests against the marginal
loss to consumers.

The literature on political economy and trade has offered several explanations
for the persistence of protection in terms of the interaction between declining
industry, lobby, protection and self-interested politicians. Much of the earlier
literature modelled the lobbying activities in a “political market” and small open
economy, in which the domestic producers in import-competing industries would
invest resources in lobbying for the protection until the margina return on the last
unit of contribution was equal to its probable return producing the transfer (see
Bhagwati, 1980). The classical analysis of political and economic activities has
focused on the rent- or revenue-seeking activities and their associated costs of
distortions (see Krueger, 1974; Brock and Magee, 1978; Bhagwati and Srinivasan,
1980; Bhagweti, 1980).

A variety of models have been developed to extend research on the
determination of domestic and international policies. One line of research has
focused on domestic regulatory policy and trade policy formation. For example,
Hillman (1982) adopts the Stigler-Peltzman assumption and uses a Ricardo-Viner
framework in which government maximizes a political-support function by
balancing the changes of the welfare of two competiting interest groups. Political
support thus depends on the regulated domestic price level (see Stigler, 1971;
Peltzman, 1976).

A second line of research has emphasi zed the endogenous determination of trade
policies through a political process. If voters in democratic societies are fully
informed, the determination of trade policy would depend on the interests of the
median voter (see Mayer, 1984). On the other hand, in a representative democracy
framework, interest groups can probably enforce the lobbying pressure on
bureaucrats or legislators to influence economic policies in favour of themselves?
The approach recently developed in Grossman and Helpman (1994) combines
elements of these two lines, in which profit-maximizing lobby groups make politica

2See Hillman (1989) for a comprehensive survey of this approach. See also Long and Vousden (1991),
and Choi (2001).

SHillman (1989) and Riezman and Wilson (1995) review the literature. See also Brock and Magee
(1978), Findlay and Wellisz (1982), Rodrik (1986), Young and Magee (1986), and Magee et al. (1989)
for the political economy models.
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contributions to influence government policies, while the self-interested politicians
maximize the objective function that is linear in social welfare and total
contributions collected.

A third line of research has discussed the differences between two standard
regional integration regimes: free trade agreements (FTA) and customs unions
(CU).* From the standpoint of a single firm or industry within a country, the
benefits of protection can be significant and hence firms will have incentives to
invest effort and money into the political process to secure their benefits. When
countries form atrading bloc, one may also expect that firms would co-operate in
their lobbying in order to influence trade policy in their favour and capture more
profits in the larger (integrated) market. Thus, it is interesting to consider how
interest groups, who lobby for or against specific trading agreements, will behave.
Also, it isimportant to examine the political differences between different regimes
of preferentia trading agreements, in the presence of interest groups lobbying.

However, as noted by Krueger (1997a), in the former literature regarding
political economy, there are few papers examining the differences between FTA
and CU. Among key contributions to this are De Melo, Panagariya and Rodrik
(1993), Richardson (1993, 1994), Cadot et al. (1996), Panagariya and Findlay
(1996), Krueger (1997a), and Bandyopadhyay and Wall (1999).

The objective of this paper isto examine the effects of politica asymmetrieson a
FTA and a CU. The term “political asymmetry” means either that individual
governments interacting in a certain trading bloc respond to lobbying in different
ways or that each government in atrading bloc responds to lobbying in the same way
but treats foreign lobbyists in different ways. This paper considers two cases: the
symmetric and discrimination-asymmetric cases. Regarding whether lobbyists have
incentives to co-ordinate their lobbiesin a FTA or a CU, it is hecessary to consider
three types of political environment. The first one is called the political symmetric
environment in which not only are domestic and foreign politicians equally
susceptible to lobbying, but they also deal with foreign lobbying pressures in the
same way. The second case is the political response-asymmetric environment where
the susceptibilities of the two governments to lobbying pressures are different, but
politicians' attitudes to foreign lobbyists are identical. The third case is the palitical

“The conditions under which preferential trade arrangements are likely to be welfare-improving was first
raised by J. Viner (1950). He introduced the key concepts of trade diversion and trade creation. Lipsey
(1960) provides a survey of the classical theory of customs unions. Also see Jovanovic (1992), Hine
(1994), and Baldwin and Venables (1995) for surveys of international economic integration.
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discrimination-asymmetric environment where governments are equally susceptible
to lobbying, but they treat foreign lobbyists in different ways.

In contrast to Hillman and Ursprung (1988), this paper will also discuss the case of
the lobbying co-ordination between firms inside the trading bloc.® To simplify the
model, this paper ignores the political response-asymmetric environment and free-
riding problem. Therest of this paper isorganised asfollows. Section two presentsthe
model and provides solutions to the co-operative |obbying problems under aFTA and
a CU. In Sections Three and Four, concerning the incentives for lobbying co-
operation, | will try to find the conditions under which a member-country firm has an
incentive to co-operate its lobbying with a firm in another country under a FTA and
under a CU respectively. Concluding remarks are offered in Section Five.

II. A Two-Stage Model

Assumethat there are three countries— country 1, country 2 and therest of theworld
(country 3, ROW), each with afirm producing ahomogenous product. The price of the
commodity is determined by firms competing with each other in the commodity
market, with firms making Cournot-type conjectures. Suppose that theworld market is
geographically separated into three loca domestic markets. The prices of the good
may then differ between countries. Additionally, each country levies a tariff against
firms from other countries. To obtain higher profits, firms owners may choose to
express their wishes to their own governments by lobbying. They may offer financia
supports or contribution schedules to influence the domestic price.

The politica game is atwo-stage process. At the beginning of the first stage, each
firm chooses the amount of lobbying contribution. Also, firms may co-operate with
other firms in the industry to pursue higher profits. Suppose in the first stage only
firms from countries 1 and 2 lobby, but firm 3 in ROW does not. Thisis reasonable,
sinceit ismore difficult for the supra-national government/institute of a FTA or aCU
to resst lobbying from any firm insde the bloc. At the end of stage one, politicians
st the optimd tariffs, responding to the amount of the lobby. However, ROW levies
atariff whichisonly determined by awelfare-maximising government. In stage two,
given these tariffs and taking the Cournot-type conjecture, firms compete non-co-
operatively and choose their optimal outputs for each market.

Assume that the inverse demand function of each country isidentical and takes

SHillman and Ursprung (1988) model the political competition in which foreign firms lobby domestic
politicians in order to influence the trade policy in their favour.
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the following form:
PJ':a.—ij, J =12 3; (1)

where Q; = 52X ;» and x; is the volume of the good produced by firmi and

sold in country j. Having described the basic model, | move to the anaysis.
A. Stage Two

Solving backwards, firm i chooses its optimal output x; for market j to maximise
T5(%;) in the second stage. The basic assumption of the andlysis here is that the tariff is
employed to raise the profit of theindustry. Countries 1 and 2 do not erect tariffs against
the firms in the bloc, no matter which integration regime they undertake. Thus, the
optimisation problems for both firms are the same under both the FTA and CU cases.

Assume there is only one firm from each country and the product market is
segmented from each other. The three firms compete with each other in the three
separate markets, and each firmstota profit isthe sum of individua profitsfrom each
market. As we know, since my mode is of the Brander-Spencer type (1984) in this
stage, there may be a strategic interaction between firms, e.g. explicit or tacit
collusion. To keep the following analysis smple, any form of collusion is excluded
from my model. The lobbying cost determined in stage one is an exogenous vauein
this stage, thus can be suppressed here. Also, since production is symmetric in the
modd, | just show the optimisation problem for firmsinteracting in country 1 below.
Given atariff t; chosen by government 1 in the first stage, the optimisation problem
is for each of the three firms to maximise its own profits in the first market:

|\)/(|§XI711(Q1) = (a—b(Xy + X1+ X31) = C) * X, (2-1)
|\)<|2610</721(Q1) = (& = b(X11 + Xo1 + X31) — C) - Xo1, (2-2)
“){'?ilxnsl(Ql) = (a— b(X11+ Xo1 + Xa1) — C — 1) - Xaq; (2-3)

where x; denotes the volume of the good produced by the firm from country i
and sold in country j. The profit functions (excluding the cost of lobbying) for
firms 1 and 2 in country 1 are shown (2-1) and (2-2) respectively; while the profit
function of the non-member firm (firm 3), facing a tariff t;, is represented in the
equation (2-3). The solution to the above is:

a—-c+t; « _a—c+t + _a—-c=3t,

X*11 = T X1 = a0 X1 = 0 (3)
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Obvioudy, each optimal output level is a function of the specific tariff t: both
X711 and X5 increase in the tariff level t;, but X3, decreasesin t;. Also, the volume
of the commodity sold in country 1 is less than that without tariff protection.
Without loss of generality, it is assumed that (a— c) is positive.

Continuing to solve backwards, | will discuss the case in which firms 1 and firm 2
maximisetheir joint profitsby co-ordinating their [obbying activities. Subsections B and
C will present the solutions of the optimal lobbying levels for a FTA and a CU,
respectively. Subsection D compares the tariff levels under a FTA and a CU.

B. Stage One — Free Trade Area

In the first stage, firms 1 and 2 choose their optimal lobbying levels. Following
the “tariff-formation function approach” of Findlay and Wellisz (1982), | model
the relationship between the amount of lobbying contribution that government 1
may receive and the resulting tariff t; as equation

t1 = hy(la, 121) = (Il + Vilot) - O, 4)

where t; is the weighted sum of lobbying contributions from firm 1 (I,) and
firm 2 (I,;) multiplied by the lobbying influence on country 1's tariff-setting (J,),
and where y; reflects the government 1's sensitivity to firm 2's lobbying relative
to that of firm 1. In this paper, &, and y; are caled as the lobbying response factor
and discrimination factor respectively. Similarly, the relationship between country
2's tariff t, and the amount of lobbying contribution to government 2 can be
represented as t, = hy(l12, 15) = (Wl12 + 12,) - &. Government j may entirely
disregard foreign lobbyists, i.e. =0, or treat them as domestic lobbyists, i.e. y =
1. Thus, it is assumed that O< i < 1.

For simplicity, | assume the marginal cost of lobbies is constant and the
lobbying cost function is identical across the trading bloc. Thus, firm i’s cost of
lobbying in country j can be specified as (1) = 8- (I;)%2; i, j =1, 2. Further, the
total lobbying cost is ssimply assumed to be the summation of the cost that occurs
in each country. Then, we can solve for the two cases under a FTA regime.

In this case, firms lobby to maximise their joint profits by optimaly arranging their
contributions to each government. The optimisation problems can be represented as

2 2 2 2 2 2
Max Z ZT[”_: Z(a—C+I‘8]jl§|1j,|2j)) __(ZPZ Z(Iij)z )
il b lpi=1 j=1 j=1 i=1j=1
The profit from the market in country 3 for both firms is excluded from the
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optimisation problems in (5), since there is no lobbying activity in country 3.
By using (4), the first-order conditions for problem (5) can be rearranged as:

A ©)

The equations in (6) indicate politicians' attitudes to lobbying: government j’s

sensitivity to foreign lobbying (y) equalsthe ratio of the margina cost of foreign firms

lobbying to that of domestic firms lobbying in country j, and then equals the relative

lobbying contributions to government j. By using (6) and the first-order conditions, it
is straightforward to present the solution of the amount of optimal lobbying:

|1Flc _ (a—c)o; |1cm _ (a—c)y»0,
4be—(1+(y)°) I &y)° 4bp—(1+(y,)°) 1 &,)°
2Flc _ (a—c)y;0, IZFZC _ (a—c)o, @)

4be—(1+ (y)*) 8)” 4bp—(1+(y)*) U &)”

where the superscript “FC” indicates the co-operative lobbying case under the
FTA regime. Country j's optimal tariff can then be represented as

cre - (=@ + (1)) ()"

L abe-(1+ (N)(G)

Second-order conditions, (3)? — 4b@ < 0, ensure that I~ are t%° optimally

determined. Similarly, assume (1 + ()?)(8)* - 4bg < 0 to rule out the negative
solution and ensure that I§¢ and t§© are positive.

j=12 )

C. Stage One — Customs Union

As under the FTA regime, outputs are determined by the competition between
firms involved in each market, i.e. output decisions are made at the firm level.
However, since both governments take part in the tariff decision, lobbying
decisionsin this stage are at the CU level. Following the ideas of Rodrik (1986),
and Bandyopadhyay and Wall (1999), | assume that the common tariff takesavery
simple linear form:

tV 0w l2lo1l22) = Bu(liln) + (1= Oh(liplz), 0<6<1 )

where 6reflects government 1's share of influence on tariff-setting, and hj(l4,12)
are defined in equation (4). In the CU, the tariff setting may entirely depend on
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government 1's attitude when 8 = 1, or government 2's when 6 = 0. Otherwise, it
is determined by the bargaining power between member governments. The
specific form of equation (9) is then

tY (1 l12l20l22) = 03 (l1a,yal21) + (1 = )Wl 1z + 122). (10)

The optimisation problems are similar to those in subsection B, except the need
to replace hy(ly,lz) with t<V(.).

By maximising the joint profits, each firm decides how much it should
contribute at each country level. The optimisation problem can be represented as.

Max Z Z 7, = M Z Z (1) (11)
i lon ppi=1 j=1 i=1j=1
Using (10) and maximising (11) with respect to the individual amount of
lobbying yields the first-order conditions which are shown in Appendix A. First,
rearranging those terms yields an expression relating the discrimination factor, the
response factor and the marginal cost of lobbying, which is identical to that in
equation (6). Additionally, we know that firm 1's lobbying behaviour follows

6 &

= 12
l, 1-6y0, (12)

Equation (12) demonstrates how firm 1 distributes its contributions to member
countries. Should the bargaining power of the domestic government be stronger, each
firm would be willing to contribute to its government more. Firm 2's behaviour is
symmetric and then suppressed here. The optima amounts of lobbying in the first
stage under a CU are:

Icc — (a 0)951 Icc — (a—C)(l—e)azyz.

YT T2bg-A 2 2bp—A

cc _ (a_c)edlyl, cc _ (a—C)(1—9)52.

| —2b(p—A ; 2= —Zb(p—A ; (13

where A = F(3)4(1 + (1) + (1-9%(5)%(1 + (y)?), and the superscript “CC”
denotes co-operative lobbying under the CU regime. By substituting equations in
(13) into (10), | have the leve of tariff:

cc _ (a=Cc)A
7 = 200 A" (14)
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The second-order conditions for problem (11) are 65(&,)? - 2bg< 0 and (1-8)4(5,)?
- 2b6< 0. Again, the sufficient condition for afeas ble positive solution to the system
is2bp— A> 0, i.e. assume ()AL + (W2 + (1- OS54 (1 + (w)?) — 2bp< 0.

D. Tariff Comparison between a FTA and a CU- An Example of the Co-
operative Lobbying Case

According to (8) and (14), the optimal lobbying and tariff both increase in the
response factor (4) and the discrimination factor () under both the FTA and the
CU regimes, but decrease in the production cost (c), the slope of demand function
(b), and the marginal cost of lobbying (¢). Also, the market share of member firms
increases in ) and §. This result reflects the basic setup of the model in which
politicians and interest groups follow the patterns of decision-making on lobbying
and tariff in the equations in (4) and (9).

Before | look into firms’ incentives to co-ordinate their lobbying, it is
interesting to find the condition under which a CU is likely to be more protective,
i.e. aCU tariff is higher than a FTA tariff. Regarding this issue, let us now use an
example of the co-operative lobbying case. Using (8) and (14) obtains the
condition under which the CU tariff is greater than both countries tariff levels:

1-2(1-6)° _ 31+ (W)’ _2(1-6)°_ 15
28 B 1+(p)? 120 O “ =

The I curvein Figure 1 illustrates the equivalence of country j’stariff inaFTA and
in a CU. For palitica environments that lie in areas C and D, the CU tariff is greater
than both countries tariff in aFTA, i.e t%V > t; and t°Y > t,. Otherwise, aCU would see
that its tariff is higher than one countrys tariff but lower than the others, since the tariff
system in a CU takes the form of linearity weighed by the bargaining power of each
member country: for area A, t, < tV<t,, and for area B, t; < tV<t,.

There are two points of interest in Figure 1. First, the point of tangency e at which
1+ (WH(?= (1 + (1)(S)? and 8= 1/2 suggests that neither country will see a
higher tariff after they form a CU when political environments are perfectly
symmetric, i.e. &, = &, Y1 = b, and, 8= 1/2 or when the weighted political conditions
in each country are identical, eg. y=0, y-j=1, =420 -;, and 8= 1/2. The
implication for the latter case is as follows. Suppose a local government that cares
little for foreign firms’ interests but is more susceptible to lobbying formsa CU with
aforeign government that treats domestic and foreign lobbyists the same but is less
susceptible to lobbying. In the presence of the equivalence of each country’s

I
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Figure 1. The Tariff Comparison.
AreaA: t,<t®U<t;; Area B; t;<t®V<t,; Areas C and D: t®V>t; and t®V>t,.
Inthe Figure, Ry=1+ (y)?and R, = 1 + ()%
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bargaining power over tariff setting, they will see the common tariff is as the same
as individud tariffs in a FTA.
Second, consider the political environment of point f at which 8=1and &, =0.
In this case, the common tariff-setting is completely dominated by a government
of trade liberalism, government 1. As a result, the common tariff in a CU would

equal country 1's tariff in a FTA, which is zero.®
[11. The Political Environments for the Co-operation in Lobbying

A. Under the FTA Regime

Due to the symmetric setup, the comparison of lobbying benefits in the following
is just shown for firm 1. Using (7) and (8), | derive the profit functions for firm 1.

. 8b0-(1(&)°

FN —¢)’0 -(3)°
— (/Kaz C) E 8bCP (6.L2) — - - %, (16)
[Bbo—((1+(¥1))(3))  8be—((1+(¥2))(3))

T

vo@a=o’] 2be—(8)° | 2be- (1) (5)°

mmy ; (17)
2 Dbo—((1+(1)*)(8))° 4b(p_((1+(y2)2)(52)2)%

®For more aternative discussion, see also Bandyopadhyay and Wall (1999).
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where 6N and 77;° indicate firm 1’s profit under the non-co-operative lobbying
and the co-operative lobbying cases respectively. | will compare 7N with 75° for
two cases: the symmetric and the discrimination-asymmetric cases. The relevant net
benefit functions for these cases are shown in the equations in (A2)-(A3) in
Appendix B. Note, the term “net benefit” of firm i measures the profit added by
firms co-operation in lobbying. Also, in the results below, al numerical simulations
have demand parameters. a = 5, b = 1, and cost parameters are c= @= 1.

The Symmetric Case

Consider the case in which the political environments for lobbyists are
symmetric, i.e. &, = & = dand y; = y» =Y. By using the equations in (16) and (17),
the relevant expression of the net benefit for firm 1 can be represented as.

son{ 7 — 7™} =sgns 1+y)o
[(4bg—(1+ V) 3)(8bg—(1+)O)

A positive sign in equation (18) means firm 1 can benefit from co-ordinating
lobbying with firm 2. Since we need to assume (1 + (¥)?) (J)?< 4bg and
(L+ (%) (&)*< 8bg to rule out the negative solutions to the co-operative
lobbying and the non-co-operative cases under a FTA. As aresult, the right-hand
side of (18) is always non-negative. Also note that in this case firm 2's net
benefit from co-ordinating lobbying is the same as firm 1’s. Thus, member-
countries’ firmsin the FTA regime would be willing to co-operate |obbying with
each other.

The right-hand side of (18) also depicts that the benefit from co-ordinating
lobbying, 7f:° — 7", increasesin dand y. That is, the more susceptible politicians
areto lobbies (e.g. alarge 9J), the more benefit firms may have from co-operating
in lobbying. Also, the less domestic governments discriminate against foreign
lobbyists (e. g. y - 1), the more benefit firms expect to have from co-ordinating
their lobbying, except when politicians reject al lobbying, i.e. d = 0.

é,ym [0, 1] (18)

The Discrimination-Asymmetric Case

| now consider the discrimination-asymmetric case in which member
governments are equally susceptible to lobbying (e.g. d; = &, = 9), but their
attitudes to foreign interest groups are different (e.g. y1 # y»). By plugging dinto
(16) and (17), the relevant expression of the net benefit of firm 1 from co-
operating lobbying can be represented as:
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sgn(7C — My = sgn{ (A2 =D - (W) - DA+ (W)
((4b—(1+ (11)*)3)(8bP— (1 + (1)) )
80¢2— (1)") = (3= (1)) (L + (1)) &
((4b@—(L+(1:))3) (80P~ (1 + (1)) 9))

When politicians reject all lobbying (i.e. d=0), the right-hand side of (19)
equals zero. That is, the net profits from co-operating and non-co-operating
lobbying are indifferent. Based on simulation results, for this case arise in the
lobby-response factor d may increase firm 1's incentives to co-ordinate |obbying
in generdl, if disnot too large. However, when the response factor distoo large,
firms' incentives to co-ordinate their lobbying may aso depend on the vaues of
the discrimination factors y; and . To further explain the idea, | now offer two
examples. d=1and d = 1.5.

For the case where dis not too large, e.g. d = 1, the graph of the function in
the right-hand side of (19) can beillustrated asin Figure 2. As one can seg, firm
1 is aways willing to co-operate in lobbying with firm 2. Given a y,, arisein
y1 increases firm 1's net benefit. The result implies that the less domestic
politicians discriminate against foreign lobbyists (i.e. arise in y;), the more
lobbying contributions the domestic government can get from interest groups,
and then erect a higher tariff against outsiders. As a result, the domestic firm is
more willing to co-operate in lobbying with the foreign firm to capture more
profit. Also according to these simulations, given a y;, firm 1's lobbying benefit
from co-operation increases in y, when y, is less than 0.73~0.75, and then
decreases in V..

For the case where dis large, e.g. 0= 1.5 the relationship between firm 1's net
benefit from co-operation and the discrimination factors ()) is more complicated.
Based on the simulation result, firm 1's benefit from lobbying co-operation
increasesin ys, given a ys; while it decreasesin y;, given a y». Note that the second-
order conditions rule out the range 0.88 < < 1. The graph of the function in the
right-hand side of (19) isillustrated in Figure 3, noting that the axes of y; and
are located differently from those in Figure 2. As | have found, firm 1 iswilling to
co-ordinate lobbying with firm 2, except in the case where the political environment
is located within area D. For the case where both y; and y, are large, e.g.
y, 0[0.72,0.88] , the result is reported in Table 1. One would be aware that firm
1 can capture an extremely high benefit from co-operation in lobbying when both

54 ¥ O[0,1]. (19)
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Figure 2. The Discrimination-Asymmetric Case under a FTA:
Vi * Vo and 0=1.
A positive but not too large value of J (e.g. d=1) increases firms' incentives to co-operate.

The figure shows that firm 1 is always willing to co-operate in lobbying with the other
member firm. The other parametersherearea=5, b=1,c=1,¢=1.

B0-0.2 @0.2-0.4 §0.4-0.8 @0.6-0.8 @0.8-1

et Benefin

y1 and y are very large, but the net benefit is very sensitive to the asymmetry of
the discrimination factors, i.e.|ys — y4| . In fact, firm 1's benefit from co-operating
in lobbying significantly increases in (), — y1) in this case.

One implication of the discrimination-asymmetric case under the FTA regimeis
that lobbyists prefer to face the political symmetry if co-operation in lobbying is
alowed. As one can seein Figures 2 and 3, areas near the dotted curves consist of
al the political environments for which both firms' net profits from co-operation
in lobbying are nearly equivalent and always non-negative. Unless the
compensated transfer of lobbying benefit between lobbyists is allowed, a
deviation far away from the dotted curve may lead to significantly unbalanced
profits between both firms in the case of asmall 9, or results in one firm enjoying
a large benefit while the other firm suffers in the case of alarge o.

B. Under the CU Regime

This section compares firm 1s profit under the non-co-operative lobbying case
and the co-operative lobbying case in the CU regime. Now use the equations in
(10), (13) and (14) to obtain for firm 1s profit functions:

moN = =0 by (68)° - ((1-6):5,)0). (20)
2(2bp—-A)
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Figure 3. The Discrimination-Asymmetric Case under a FTA:

Y% pand 6=1.5.

A large value of o (e.g. d = 1.5) may lead to an ambiguous result. For this case, given a
smaller y; and alarger y», firm 1 may have strong incentives to co-operate in lobbying with
firm 2. The other parametersherearea=5, b=1,c=1, ¢= 1. Also see Table 1 for the case
where both y; and y» are large.
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me = K220 (40 (08)2-((1-6)1:5)?), (21)
2(4bg-A)

where the superscripts “CN” and “CC” denote the non-co-operative and co-
operative lobbying cases under the CU regime, respectively. The relevant net profit
functions for these cases are shown in the equations in (A4)-(A5) in Appendix C.

The Symmetric Case

Now, consider the case in which the political environments for lobbyists are
symmetric except for asymmetry in bargaining power (6),i.e. =& =Jdand y, =
o= V. Then using the equations in (20) and (21), we have the relevant expression
of the net benefit for firm 1:

son{ 7" - "} = sgn{(4bg(2—y’)(1-26) + (1+ V) &)

—((3=y)(1-20) +2(1 + ) &) (& + (1- 6)1) (L + y)*) &Yy, 6010, 1].
(22)
When 8= 0, 65€ - 65N = 0: under the political environments in which policy-
makers do not care for interest groups at al, firms' benefits from non-co-operating
and co-operating in lobbying are equivalent. From (22), if >0, y= 1, and the
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second-order condition for the CU regime is satisfied, firms are willing to co-
operate in lobbying. Otherwise, the situation depends on the values of the
parameters, d, 8 and y, in the modedl.

Suppose each country’s bargaining power to set the common tariff is identical,
i.e. 6= 1/2. Then, the right-hand side of (22) can be simplified as 1/4 - (1 +
V) F(4be - (1 + y»)&) , which satisfies the second-order condition, being always
positive. That is, for political environmentsin which the CU member countries are
equally susceptible to lobbying and have the same power to set up a common
tariff, lobbyists should be aways willing to co-ordinate their lobbying to capture
more profit.

Consider the case where foreign government dominates the common trade
policy of the CU, i.e. 6= 0. From (22), the domestic firm would like to co-operate
whenand the second-order condition “ & < 2bg/ (1 + )" are satisfied. Since 4bg
(2-1A1((3 - WA + D) is greater than 2bg/ (1 + A) except when y = 1, the
domestic firm is always willing to co-operate in lobbying. In contrast, suppose the
domestic government dominates in the CU, i.e. 6 = 1. From (22), the domestic
firm would like to co-operate in lobbying with the other firm only when (3y* - 1)(1

Figure 4. The Symmetric Case under a CU:

0=%»=0 ;1=yp=0.75.

The symmetric case under the CU regime: y= 0.75. Pointsin areas C and N satisfy the second-
order condition (S.0.C.), and in areas U and C 7f5° — 77" > 0. Thus, area C consists of all the
political environments for which firm 1 wantsto co-operate in lobbying with firm 2. Inarea N,
firm 1 refusesto co-operate. The other parametersherearea=5,b=1,c=1, p=1

S— Zero ———-s0C.
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Figure5. The Symmetric Case under a CU:

0=%=90; h=)p=0.25

The symmetric case under the CU regime: y= 0.25. Pointsin areas C, C* and N satisfy ¢ -
N > 0, but only area C consists of al the political environments for which firm 1 wants to
co-operate in lobbying with firm 2. In area N, firm 1's profit is negative, co-operation in
lobbying is not feasible. The other parametersherearea=5,b=1,c=1, ¢p=1.

____ ero -———-S0C.
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| | | I U |
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+ 1A < db@2y— 1) and & < 2bg/ (1 + /). Asaresult, in political environments
where politicians do not discrim)i}nate against foreign firms significantly, e.g.
0.707 < y<1, and if 3°< 4bp(2y —1) , firms should be willing to co-operate
in lobbying. 1+ ‘;)(3‘;+ 1)

For the genera case where member governments' bargaining powers in tariff-
setting in a CU are unequal, Figures 4 and 5 show the graphs of (22) for two
values of the discrimination factor, i.e. y= 0.75 and y = 0.25. The vaues of the
other parameters used in my simulationsarea=5,b=1,c=1, and ¢= 1. Each
solid curve on these figures corresponds to the zero benefit of firm 1. The
boundaries of the second-order condition are shown by the dotted curves. In
Figure 4, points under the zero-benefit and the second-order condition curves, area
C, represent all the political environments for which co-operation in lobbying
benefits firm 1, when y=0.75. In contrast, the zero-benefit curve of firm Lisapair
of hyperbolawhen y=0.25. In Figure 5, pointsin areas C, U, and C* satisfy 75° -
N > 0, but only for the environments in area C firm 1 would try to co-operatein
lobbying. Also, based on simulations, the zero-benefit curve of lobbying flatters
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when yincreases. For the case y = 1 where politicians absolutely treat foreign
firms as domestic firms, because of the symmetry of the setup, firms can be
expected to co-operate with each other.

The Discrimination-Asymmetric Case

Now let us examine the discrimination-asymmetric case, i.e. 5= ,= 0 but y;
# y, under the CU regime. Using (20) and (21), and replacing and with to obtain
the relative expression of the net benefit from co-operating lobbying for firm 1.

son{ 75" -} = sgn{(4b@2(y1)*-1) 6 + (2—(v,)*)(1- 6)°)-
((3(y)?=1)8%+ (3= (1)) (1 - 6)*)A) &}y, 80 [0, 1] (23)

where A = (P(1 + ()% + (1 — 8)%(1 + (y»)?))&. When &= 0, the right-hand side
of (23) equals zero. That is, when politicians ignore lobbying pressures from
foreign interest groups, a firm’s profits under the non-co-operative and the co-
operative cases are identical. When 0> 0, afirm’s net benefit from co-ordinating
lobbying would depend on y;, ¥, 0 and 6.

To keep things simple, let ;= 1. Then, the numerical value of y» here would
indicate the sensitivity of government 2 to firm 1's lobbying relative to that of
government 1 to firm 2's. Asaresult, from (23) it can be seen that a domestic firm
would prefer to co-operate lobbying when:

(1)< ((2bp+ (1 - 6)°F) — J(2bg+ (1 6)°8))* ~ FB)/ (1~ 6)J) .

where B = 4bg(& + 2(1- 6)) - (26°+(1- 6)) (26 + 3(1- 6)*)&. Also the
second order condition ensuring positive values of the amount of |obbying and the
common tariff in this case is: (y)*< (2bg - (6 + (1-9)*®) | (1 - 6)d)~

To avoid confusion, | focus the numerical values of ()5)? on the range from zero to
one. In Figure 6, | present an example where d = 1.5 in which the solid curve and the
dotted line trace out the zero-benefit function of firm 1 from co-operating lobbying and
the second-order condition under this case, respectively. As one can see, only pointsin
area C contain al the political environments for which co-operative lobbies benefit
firm 1. A move downwards from point R a which correspondsto (15)* = 0.781 (i.e. 1
=0.88) and 6 =045 leads to arise in firm 1's benefit from co-operative lobbying.

Asin the FTA regime, the results of the discrimination-asymmetric case under
the CU regime imply that interest groups could easily co-ordinate their lobbying
in the political environments where lobbying is overall symmetric across the
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Figure 6. The Discrimination-Asymmetric Case under a CU:

0h=5=0=15; p=1

Points in areas C and U consist of all the po environments for which firm 1 wants to co-
operate in lobbying with firm 2: p$¢ - 7Y > 0. However, only area C satisfies the second-
order condition (S.0.C.) The other parametersherearea=5,b=1,c=1, ¢= 1.
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economic integration area (&, = & = d and y; = y» = ) and where the two
governments have equal influence over the common trade policy (6 = 1/2).

V. Co-operative Lobbying in a FTA or
a CU-An Example of the Symmetric Case with
Unbalanced Bargaining Power

This section uses an example of the symmetric case to show the conditions
under which lobbyists have incentives to co-operate lobbying under the CU
regime, but not under the FTA regime. It also represents the political environments
in which lobbyists are willing to support a co-operation project. To smplify the
comparison without aloss of generality, | only consider the case where y=0, i.e.
where lobbying the foreign government is invalid. In the numerical simulation |
have the demand parameters. a = 5, b = 1, and the cost parametersc = ¢ = 1.

Figure 7 illustrates the combinations of different and that result in the different
possibilities of co-operation in lobbying. Consider first the symmetric case under
the FTA regime. Due to the symmetry of the setup, the domestic and the foreign
firms have the same profits. Points under the horizontal dotted line at on this
figure thus indicate that lobbyists will prefer to co-ordinate their lobbying, when
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Figure 7. A Comparison of Co-operative Lobbying in a FTA and a CU:

The Symmetric Case and y= 0.

Areas C; and CC consist of the palitical environments for which firmi is always willing tc
co-operate lobbying with the other firm under the FTA and the CU regimes. In area A;, firm
i co-operates under the FTA regime, but will not when the political integration of countries
ischanged to a CU. The other parametersherearea=5,b=1,c=1, ¢=1.
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the second-order condition of co-operative lobbying is satisfied.

Next, consider the zero-benefit curve of co-operative lobbying for each firm
under the CU regime. The zero-benefit curve of firm 1isapair of hyperbolas that
locate at the upper-right in the top and the left-hand side in the bottom in this
figure. Similarly, the other pair of hyperbolas on this graph depicts the zero-benefit
curve for firm 2.” The combinations in the area under the dotted curve satisfy the
second-order condition of co-operative lobbying for the CU regime. For political
environments that lie in areas C; and CC, firm i can be expected to co-operate in
lobbying with the other firm under the CU regime.

Suppose the two governments decide to enhance their trading agreements from
aFTA toaCU. In Figure 7, Areas C; and CC consist of the combinations of &
and 6 for which firm i is aways willing to co-operate in lobbying with the other
firm under the FTA and the CU regimes. For the political situation that liesin area
A;, firm i will co-operate under the FTA regime, but will not when the political
integration of countries is enhanced in a CU. In contrast, for environments in the
area between &, = 4bgand & = 8bg, firm i will not co-operate in lobbying either

"The relative expression of firm 2's net benefit function of co-operative lobbying can be found in
Appendix D.
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under the FTA regime or under the CU regime. Point e corresponds to the
numerical values of 6 =1/2 and 0 = 2.

As shown in Figure 7, for political environments in area CC both firms will
continue to undertake lobbying co-operatively, and see higher profits with the
move from a FTA to a CU. The implication of the above is that the more
equivalent influences in the formation of the CU tariff from the two governments
are, the more likely firms will co-ordinate their lobbying under the CU regime. If
the common trade policy is mainly influenced by one country, such a dominance
may reduce the incentives of its own firmsto co-operate in lobbying with the other
firm. But, when politicians treat foreign lobbyists more like domestic ones (e.g.
large y), firms’ zero-benefit curves of co-operative lobbying would be flatter (see
Figures 4 and 5). In this case, the effect of the domination of one country over the
other in the tariff-setting declines, and co-operation in lobbying is more feasible.

V. Conclusion

In my two-stage model, trade policy is endogenoudy influenced by lobbying
pressures and politicians are assumed to be selfish. My model also alows for
conditions for which foreign lobbying pressures can matter in the determination of
trade policy, and tries to identify the conditions under which interest groups may
co-operate in lobbying across countries. | have shown that either ahigher lobbying
sensitivity () to the foreign firm or amore susceptibility of politiciansto lobbying
() are sufficient to lead to a higher tariff protection at the individual country
level.

In the discrimination-asymmetric case under the FTA regime, the
susceptibilities of the two governmentsto foreign lobbying pressures are different,
but the domestic and the foreign politicians respond to lobbying with the same
sensitivities. My results show that when the lobbying response (9) factor is small,
firms always have incentives to co-operate no matter how much politicians
discriminate against foreign lobbyists. In contrast, if politicians are very
susceptible to lobbying (alarge d), the results appear to be ambiguous (see Figures
2 and 3).

Some comments on the model here are in order. Firstly, my results rely on the
values of parameters employed in simulations, which should be interpreted
qualitatively rather than quantitatively. In redlity, it is obvioudly difficult to judge
which levels of lobbying are high and which levels are low. Secondly, my model
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has attempted to comprehend the role of the political asymmetriesin trade policy,
particularly with regard to co-operative lobbying. The strategic interactions are not
allowed for between firms such as explicit or tacit collusion. Thirdly, | model the
relationship between lobbying and trade policy from the lobbyists viewpoint.
Also, my model includes neither uncertainty nor asymmetric information.
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Appendix

A. The First-Order Conditions of the Co-operative Case under a CU.
(6%(3)° - 209l + E(3)*Wilr + A1-0)310x(el12 + 122) = —(@ =€) 6.
630yl + (B(3)* (1)~ 2b@z1 + &1 — B) A1 Bo¥i(Yl12 + |22) = ~(a = ) B .

(1 - O &(lu + Yiln) + (1 = B)%(5)X(1)*— 2bPl1o + (1 = O (D)=
- (@-0ol- 9y

1 - 90l + Vilz) + (1= 645l 12 + (1 - 6)7(5)* — 2b@)l, =
-(@-c)(1- 62 (A1)

By using Cramers rule, we can obtain the optimal amount of co-operative
lobbying in the first stage under a CU. The solution to (A1) is shown in (13).

B. The Net Profits from Co-operating Lobbying for Firm One under a
FTA.
The SymmetricCase: , =, =dand yy = p = V.

2O = 2b@f(a—c)’(1+ ) 001, (A2
(4bp—(1+ y))&)(8bo—(1+y)&)
The Discrimination-asymmetric Case: 6, = d, = d and y # .
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S = bf(a o (ERH200) =1 ~ (B =D+ (1)) &
((4bfp— (1+(y1)°5)(8bp— (1 + (1)) &)’

L _8002(1)° = 1) - (B= (1)) + (1K)

&, y010,1]. (A3)
((4bp— (1 + (12)°8)(8be—(1+ (1)) &)’

C. The Net Profitsfrom Co-operating L obbying for Firm Oneunder a CU.
The SymmetricCase: = =dand yy = ppb = V.

T[CC—T[CN :b a—c)’
2

b2 /)(1-26) + (1+V)8) ~((B=)(1 - 29)+2(1+y)62)Ag52
0 ((2bp-A)(4bg—A))’
y, 600, 1]; (A4)

where A = (2 +(1-0))F(1+Y).

The Discrimination-asymmetric Case: 6, = o,=dand y; Z V.

£ N = b (a—c) D4b<p((2(y1)—1)62+(2+(y2) )(1 6)°)
' 2 ¢ ((2bg—A)(4bg-A))’

(B~ 1) + 3+ (1)) (1= 0))AL.
((2bg—A)(4bg-A))* 0

where A= (4(1 + y1)*+ (1 - O%(1 + (»))) &

¥, 6010, 1] (A5)

D. Firm Twos Net Benefit from Co-operative Lobbying under a CU: The
Symmetric Case.

£C _ N = bef(a—c) D4b(p((2y 1)(1- 26)+(1+y)62)_
D ((2bg— A)(4b(P A))?

(3 —1)(1— 29)+2(1+f)92)A552’ v, 00[0.11: (A6)
((2bp—A)(4bp— A))? O

where A = (82 +(1-0))F(1+ V).
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