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Abstract

I study how political competition affects the feasibility of free trade agreements (FTAs). I show
that the possibility of political turnover creates strategic motivations for the formation of FTAs.
Specifically, a government facing a high enough probability of losing power will have an
incentive to form a trading bloc to “tie the hands” of its successor. This incentive mitigates
inefficiencies in the incumbent’s decision to form FTAs, regardless of its bias toward special
interests. An FTA can affect the likelihood of political turnover as well. Accounting for that
effect, I show that an incumbent party with a known bias toward special interests could seek
an FTA as a commitment device toward less distortionary policies, thereby enhancing its own
electoral prospects. Overall, the analysis reveals the importance of considering the time horizon
of policymakers when studying their decision to enter in FTAs.
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1. INTRODUCTION

As of 1 August 2024, the World Trade Organization reported 369 regional trade agreements in force.
If one counts agreements on goods and services separately, the figure reaches impressive 608
agreements. As these numbers suggest, in the last 30 years membership in these agreements has
been the main form of trade liberalization worldwide. It is therefore critical to understand why
countries form and participate in free trade agreements (FTAs).

The reasons are surely diverse, but many analysts associate the formation of FTA with
“politics,” in particular electoral disputes and electoral outcomes. In the United States, this link was
probably clearest during the 1992 presidential campaign, when Ross Perrot’s platform relied heavily
on his opposition to NAFTA, which he suggested would generate a “giant sucking sound” of
American jobs and investment heading south to Mexico. Simultaneously, several observers
associated the decision of Mexico to join NAFTA as “strategic,” as a way to lock in domestic
liberalizing reforms (Fernandez and Portes 1998; Whalley 1998). More recently, in 2017, President
Trump withdrew the U.S. from advanced negotiations of the Trans-Pacific Partnership, a bloc with
11 other countries, on his first day in office, as he had promised during the electoral campaign. Still,
and despite all the attention given to the issue of preferential integration by the press, by
policymakers, and by economists, there is hardly any theoretical research linking the formation of
free trade agreements to political competition. In this paper, I make this connection explicit by
analyzing how the prospect of political turnover affects the political viability of an FTA.

The common approach to the analysis of the formation of an FTA assumes (usually
implicitly) that the governments that decide the fate of the agreement keep power indefinitely. This
assumption is inconsequential once it is also assumed that governments behave as “social (welfare-
maximizer) planners.” However, it becomes highly restrictive whenever the policies of the current
policymakers can affect the actions of its successors. Indeed, I show in this paper that, in contrast to
the relatively common view that FTAs can play a role in solving time inconsistency problems by
tying the hands of incumbent governments, these arrangements can play a role in tying the hands of
one’s opponents in the future.! And instead of a benevolent government employing an FTA to tie its
own hands in the future, I find that a government very biased towards special interests has a strong

incentive to adopt an FTA to ensure a continuation of its political rents.

1 It should be pointed out that the notion that a government may seek to form an FTA as a commitment to a
liberal policy when it may be replaced in the future by a government with different policy preferences is not entirely
new, having been discussed by Fernandez and Portes (1998), for example. However, it has not been formalized
before.



When countries form a free trade agreement, they lower the tariffs on each other’s exports,
but their duties on imports from outside the bloc remain largely unconstrained. For that reason, it is
conceivable that, rather than reducing protectionist rents, the bloc may increase them. Indeed, much
of the earlier literature on the topic focuses precisely on the possibility that governments may use
FTAs as a device to raise rents (e.g., Grossman and Helpman 1995 and Krishna 1998). Ornelas
(2005a) shows, however, that FTAs actually diminish the rents available to governments. The central
reason is that governments have an incentive to lower the tariffs on non-members subsequent to the
formation of an FTA —otherwise, inefficient rent-creating trade diversion would be generated, but
with such rents being partially captured by the exporters from bloc partners. With lower external
tariffs, protectionist rents are then partly destroyed. The direct implications of this destruction of
rents is that governments will tend to implement only the agreements that are “substantially”
welfare improving, and that only those governments weakly attached to rents will tend to engage
their countries in FTAs. The analysis of Ornelas (2005a) is static, however, and therefore cannot
account for the possibility of political turnover, which alters the workings and consequences of the
rent destruction effect of FTAs. In this paper, I take the rent destruction effect to its logical
consequences in a setting where governments are not permanently in power.?

First, I examine the implications of political turnover for the viability of free trade
agreements by extending Ornelas” model to a 2-period setting where the incumbent faces a fixed
probability of being replaced in office. In that context, I show that the prospect of political turnover
may turn an otherwise unviable FTA into a politically viable one. This possibility arises because the
incumbent government does not acquire any rents generated in the political process when it is out of
office, but its constituency is still harmed by the welfare consequences of protectionist policies.
Accordingly, it wants to constrain the ability of future administrations to create rents through
inefficient policies. This logic seems to fit well the contemporaneous justifications for Mexico’s
decision to join NAFTA in the 1990s, given that most-favored-nation tariffs in Canada and the U.S.
were already quite low, and therefore there was relatively little to gain in terms of additional market
access (Fernandez and Portes 1998; Whalley 1998). The rent destruction effect ensures that an FTA is

an effective tool to constrain the adoption of such rent-creating inefficient policies. The upshot is that

2 The model in Ornelas (2005a) assumes large countries (and therefore a country’s optimal tariff is strictly
positive) and the most standard type of market structure - perfect competition. The latter may seem restrictive, but
Ornelas (2005b) shows that the key elements of the rent destruction effect of FTAs carry over to an environment with
imperfect competition (specifically, an oligopolistic setting with a generic number of firms). This implies that the
findings of the current paper, which hinge on the rent destruction effect, do not depend on the assumption of perfect
competition.



in polities where political competition is intense, decisions about participation in FTAs are more
efficient, no matter how biased to special interests the political parties may be.

This rationale parallels the line of analysis pursued by Liu and Ornelas (2014), who consider
the complementary issue of regime transitions between democracy and autocracy. Here I adapt their
model to a democratic polity, but similar forces apply in both settings. In particular, just like the
possibility of political turnover can turn an FTA politically viable in the current model, the
possibility of a coup d'état has an analogous effect in Liu and Ornelas (2014). The analysis is related
as well to those of Maggi and Rodriguez-Clare (1998, 2007) and Mitra (2002), who also assess the
value of trade agreements as a commitment device against time-inconsistent political problems.
However, while those authors focus on circumstances in which governments want to constrain their
own future choices, I consider time inconsistency created by the possibility of political turnover.

The reasoning developed here also parallels that demonstrated in the macroeconomic
political economy literature. As shown there, political competition can induce governments to act
strategically to constrain the policy options available to their successors.’ Similarly, I show here that
an incumbent government can use an FTA to ensure that policies will broadly conform to its own
preferences even if it is replaced in office. Yet, as I explain in Section 3, the welfare implications of
political competition in the present setting and in the macro political economy literature are quite
distinct. Specifically, we show here that FTAs made possible because of the possibility of political
turnover are welfare-improving.

Now, the implementation of an FTA may not only reflect the realities of political turnover; it
can also determine the likelihood of turnover. Accordingly, in Section 4 I endogenize the
incumbent’s probability of remaining in office. Conceptually, this is the main departure from the
theoretical analysis of Liu and Ornelas (2014). In that context, I demonstrate how an FTA may be
used to “steal the election platform” of challengers. In particular, I show that a party with a known
strong bias toward special interests can credibly commit to less distortionary policies by entering an
FTA. This, in turn, reduces the relative importance of welfare issues on voters’ decisions and raises
the probability of the incumbent’s staying in office. The reason is, again, linked to the rent
destruction effect: by reducing the incentives for lobbying, an FTA mitigates the electoral
disadvantage of a party known to favor special interests.

This result is important to reveal how the intuition of Ornelas (2005a)—that only

governments weakly attached to rents tend to form FTAs—can be reversed when electoral outcomes

3 See Persson and Svensson (1989) and Alesina and Tabellini (1990) for some of the seminal contributions in
that line of research.



are endogenous. Albeit at the cost of fewer rents generated in the subsequent FTA equilibrium, a
very rent-seeking incumbent could adopt an FTA to benefit electorally from “tying its own hands.” I
show that such a “reelection bias” could be strong enough to make a welfare-reducing FTA
politically viable, thus more than offsetting the rent-destructing effect. This result is related to those
of Aghion and Bolton (1990) and Milesi-Ferretti (1995), who have employed similar reasoning to
analyze the strategic use of debt policies and the choice of exchange-rate regimes, respectively. The
key difference is that here rent destruction is the cause, and the vehicle for commitment is an FTA.*

To the best of my knowledge, besides Liu and Ornelas (2014), McLaren (2004) is the only
other theoretical paper that accounts for the possibility of political turnover in the literature of
regionalism, but he emphasizes the choice of the type of agreement to be formed (whether a free
trade area or a customs union).> All other political-economy analyses of the viability of FTAs are in
settings without political competition. See, for example, Grossman and Helpman (1995), Levy (1997),
Krishna (1998), Cadot et al. (1999), McLaren (2002) and Ornelas (2005a, b). Indeed, as can be inferred
from the lack of discussion in the reviews of the literature by Maggi (2014), Grossman (2016) and
Limao (2016), we know next to nothing about how dynamic political incentives shape the decision to
form FTAs.¢ The surveys by Freund and Ornelas (2010) and by Lake and Krishna (2019) do discuss
dynamic incentives to form FTAs, but only from the perspective of long-lasting governments (or
“countries”) that consider dynamic motives to sign agreements.

Despite the scarcity of theoretical analyses of how political turnover affects the desirability of
FTAs, Rotunno (2016) provides persuasive empirical evidence for the mechanism developed in this
paper. A key empirical difficulty is that, as the theoretical results stress, the relationship between
political competition and formation of FTAs is bidirectional. Rotunno (2016) gets around that
difficulty by relying on unexpected events that increase the probability of turnover and on term
limits. He confirms that, in line with the version of our model with an exogenous probability of
turnover, FT As are more likely to be signed when the probability of turnover increases. Conconi et

al. (2014) obtain a similar result. They find that U.S. legislators are more likely to support trade

4 This result is also related to some findings in the literature on strategic delegation, as discussed in Section
4.1 thank Torsten Persson for pointing out this parallel.

5 Conconi and Sahuguet (2009) also model policymakers’ limited horizon, but to study the enforceability of
multilateral trade agreements.

6 For the economic determinants of FTAs, see the seminal contributions of Baier and Bergstrand (2004) and of
Egger et al. (2008). Egger and Larch (2008) and Baier and Bergstrand (2014) further study how previous FTAs affect
the likelihood of new agreements.



agreements when they are in their last term in office (and therefore the probability of turnover is
nearly one).

Finally, there is also an empirical literature that provides indirect empirical support for the
rent-destructing effect, which is key for the results of the paper. Essentially, that literature shows
that external tariffs tend to fall upon the formation of FTAs, along the lines of Ornelas” (2005a)
model.7 While falling external tariffs are not sufficient for the rent-destructing effect, they are

necessary for it to hold.

2. MODEL

The static model mimics the one in Ornelas (2005a), which is extended to a 2-period setting by Liu
and Ornelas (2014). The key difference is that in Liu and Ornelas (2014) we consider the possible
alternation between democracy and autocracy, whereas here we study political turnover within a

democracy.
2.A. The economic structure

I consider a 3-country, N-sector competitive economy where in each sector there is a “natural
importer” country that would import the good from the other two countries under free trade. Goods
are produced under constant returns to scale. One unit of the numeraire good 0 is produced with
one unit of labor. All other goods j = 1...N - 1 are produced with labor and a sector-specific factor.
This implies that, whenever good 0 is produced in equilibrium, the wage rate equals unity and
general equilibrium forces are absorbed by that sector.

The analysis is carried out from the perspective of a “Home” country, whose population
consists of a continuum of agents with measure L. Each agent is endowed with one unit of labor, and

specific factors are owned by a negligible fraction of the population. They have quasi-linear utilities

of the form U = q° + Z?:ll[Aqf — (¢/)?/2], which generates demand D/=A - p’ for good j.

Home is the natural importer of goods m = 1...M, country Y is the natural importer of a
subset E of the remaining goods, and country Z is the natural importer of the other (N - M - E - 1)
products. Home’s owners of the specific factor used in sector j earn m(p/), where p/ denotes the price
of good j in Home’s market. The domestic supply of each imported good m is S"(p"™) = d"p™ and the

supply of each exported good x is 5*(p”) = d'p", where d* > 4" > 0. An analogous specification applies

7 See Estevadeordal et al. (2008), Calvo-Pardo et al. (2010), Crivelli (2014), Ketterer et al. (2014), Fugazza and
Robert-Nicoud (2014), and May and Stoyanov (2015).



for the supply and demand conditions in countries Y and Z. Home can use specific import tariffs in
each import sector; other policy instruments are assumed unavailable. Let Home's tariff on imports
from country j be denoted by t;, j = Y, Z. Because all import sectors are identical, I write prices and
tariffs without sector-identifying superscripts.

Prices in the three countries are linked by arbitrage conditions. For a generic product
imported by Home, this condition is
(1) p=pyt+tty=pz+iz

provided that tariffs are not prohibitive. Using this arbitrage condition, market-clearing requires

() D(p) -S"(p) =S'(p-tv) -D(p - tv) + S'(p - tz) - D(p - tz).
Using the expressions for demand and supplies defined above, condition (2) becomes
®) b(tz.ty) =y + (tz + ty)p,

where y=3A/(3+d"+2d") and p = (1+d")/ (3+d"+2d").

When Home is not in a free trade agreement, it follows GATT’s requirement of non-
discrimination. In that case, I denote its uniform tariff simply by ¢£. When Home is in an FTA,
imports from the FTA partner are duty free. In that case, I represent Home’s external tariff on

imports from the excluded country by tr.

2.B. The political structure

I consider that political parties seek power because there are rents for holding office, created by
transfers from the private sector whose only purpose is to influence policies. Thus, rents are specific
to incumbency.

This perspective differs from the approach that interprets transfers as campaign
contributions that can be acquired by incumbents and contenders alike, as assumed for instance by
Grossman and Helpman (1996). In that case, transfers are not beneficial per se, but because they
enhance the electoral prospects of politicians, whose gains from being elected correspond to
intangible benefits that are unrelated to the contributions received. By contrast, while recognizing
the importance of campaign financing, several authors acknowledge that those in office, in a
position to actually enact policies, usually obtain additional benefits from their interaction with
lobbies. This is the view taken, for example, by Besley and Coate (2001), who find “office rents” as an
equilibrium result. See also the pioneering analysis of Magee et al. (1989) on how lobbying by
organized groups shapes trade policy.

Political parties also care about national welfare. As in the literature of strategic debt

issuance, I consider that a party’s welfare concerns reflect the links with its “constituency,” where



the constituency of a political party is represented by the fraction s < 1 of the population that
supports the party unconditionally. The relative weight attached to social welfare in the party’s
objective function is a strictly increasing function f(s) of this share, satisfying lim f(s — 0) = 0 and lim
f(s &> 1) = . Thus, if the government represents the whole population, it will care only about
welfare issues; in turn, if the government has no real link with its electorate, it will simply seek rents.
As a consequence, a given distortionary policy will be more costly for a party, the larger its
constituency, which induces it to internalize a larger part of the distortions created by its policies.
This specification therefore presumes that the welfare concerns of a political party, stemming from
the party’s link with its constituency, are unrelated with incumbency, whereas the rents obtained
through interactions with the private sector are specific to incumbents.

Welfare generated in an import sector is denoted by W"(t), whereas V" represents welfare
generated in an export sector. The former is defined as the sum of consumers’ surplus, tariff revenue
and producers’ surplus in that sector; the latter corresponds to the sum of consumers’ and
producers’ surplus in the sector.” Welfare aggregated across all non-numeraire import and export
sectors is W™(f) = MW" (t) and WX = (N - M - 1)IW*, respectively. National welfare, W(f), aggregates
welfare across all sectors:

WERO=L+WMR) +WX=L+3M_ wm() + ¥V, w=.

The preference of a political party in office— the government —is specified as

4) G(tT) = Zﬂﬂ G T™)+ Z¥=_31¥+1 G¥,

with G*=W*/b and

() G™ (6, T™) = W™(6) +T™,

where T" denotes the transfer from import-competing sector m to the government and b = 1/1(s). I
refer to b as the “political bias” of a party. Thus, the smaller the constituency of the party in power,
the larger its political bias.

Thus, as in Grossman and Helpman (1994), this is a context in which the domestic industry,
through lobbying, compensates the government for using a technology to transform a “public good”

(welfare) into a “private good” (protection). This transformation distorts the economy and reduces

8 Note that I denote welfare in import-competing sectors as a function of the tariff, but not in export sectors.
In reality, W* also depends on tariffs, but on those imposed by foreign countries Y and Z. Since those tariffs are given
from the perspective of the Home government under any trade regime, I use this more concise representation for
notational ease.



general welfare, but benefits the politically active actors—the party in power and the domestic
industry.

In line with previous literature, I assume that producers within each industry can overcome
free-riding problems and act jointly in their lobbying activities. Because of the symmetry and
independence across sectors, I focus on a single import-competing sector. The net payoff of
producers in such a sector corresponds to the industry’s aggregate profits, n"(f), subtracted of the
transfers it gives to the local government, T".

As in Maggi and Rodriguez-Clare (1998, 2007), I model the interaction between government
and each domestic industry as a bargaining game, with the “bargaining powers” of the government
and of the producers given by parameters oo and 1 - a, respectively. If o — 0, all the surplus from the
lobbying interaction is kept by the government, while the industry gains nothing beyond what it
would already obtain without lobbying. If a — 1, the opposite happens. For interior o, government
and industry share the surplus from lobbying. Regardless, assuming that the outcome of the
bargaining process is jointly efficient, the “political tariff” resulting from this interaction is
independent of o, which determines only the distribution of the lobbying surplus. Instead, the
political tariff satisfies

(6) t? = argmax[ W™(t) + br™(t)],

where the function [W" (t) + brn"(t)] can be interpreted as the joint payoff of the government and the
industry in a representative import-competing sector. Thus, in equilibrium, policies will be more
distortionary, the greater the government’s political bias - or equivalently, the smaller its
constituency. To simplify exposition, I restrict the analysis to the case where the solution of problem
(6) is interior. This corresponds to assuming that b < by = (1+d™)(d* - d™)/(1+d")d™. Notice that,
because of the transferability of utility between government and producers through contributions,

the bargaining parameter o does not affect ¢7.

2.C. Equilibrium payoffs

In this context, Ornelas (2005a) shows that the government’s equilibrium payoff in a representative

import sector corresponds to

@) G™=—-W™(b = 0) + aPR™,
where
) PR™ = [(W™(B) + bn™ (b)) — (W™ (b = 0) + br™ (b = 0))]



denotes the “political rents” created in the lobbying process in an import-competing sector. In
expressions (7) and (8), functions W™ and n™ are evaluated at the political tariff when they are
represented as a function of b; when they are represented as a function of b = 0, they are evaluated at
the tariff that maximizes national welfare. Thus, the expression in the first parenthesis of (8)
corresponds to the maximized joint payoff of government and industry, while the expression in the
second parenthesis corresponds to the value of the same function in the absence of lobbying. The
difference between these two expressions represents the surplus that the lobbying process adds to
the combined payoff of government and industry (normalized by 1/b).

Aggregating across all sectors and using (7), we can write (4) evaluated at the equilibrium as

) G=-W"(b=0)+ W¥+aPR,
where PR=YM_ PR™ Hence, the political party holding office obtains in equilibrium its

reservation utility, [W™(b=0) + W*]/b, added by a fraction of the political rents determined by its
bargaining power. This implies that, when in power, a political party does not internalize the
welfare distortions due to its use of the political tariff.

On the other hand, a party is not compensated by the private sector if it cannot enact
policies.” Hence, if a party is out of power, it receives none of the current political rents, and in

equilibrium its payoff H reflects only the concerns for its constituency:

— 1 1
(10) H=G(tP,0) = -W™(bosp) + W,
where byr denotes the political bias of the party in office.

2.D. Political turnover

I consider a 2-period, 2-party model of political competition. Initially, I take the probability of
reelection of the current government as given, indicated by a fixed parameter ¢ € [0, 1]. In Section 4,
I allow this probability to be determined endogenously. In either case, if the incumbent party loses
power, its rival party takes office. The two competing political parties are labeled A and B. Without
loss of generality, let A be the incumbent government in period 1. Party B takes over the government

in period 2 with probability 1 - c.

9 There would be no qualitative change in the results of the paper if one allowed parties out of power to
receive money from the private sector, say to finance political campaigns. What is necessary for the results is that the
incumbent party receives some compensation tied to what only it can accomplish, which is to implement policies.



Political parties discount future payoffs; the (common) discount factor is denoted by 3,
where & € [0, 1]. Hence, if 3 is very low, the future matters little for the parties; in the limit where &
— 0, we are back to the static case. In contrast, with a high §, intertemporal strategic considerations
become more relevant. The present value payoff of incumbent party A and of its rival political party

B are represented, respectively, as

(11) r4=6%+68[oG* + (1 —o)H4]
and
(12) r8=H? + §[oH® + (1 —0)GF],

where superscripts identify the political party. Notice that, since the political parameter b and the
bargaining power o are both idiosyncratic, the values G and H are also specific to each party.

It should be noted that an FTA can be used to affect future policies only if its reversal is
costly enough to inhibit withdrawal from the arrangement by future governments. In the main text I
simply assume that FTAs are irreversible. However, I present in the Appendix an extension of the

model in which, paralleling McLaren (2002), governments incur in “negotiating costs” when

forming (or withdrawing from) an FTA." That extension, which treats irreversibility as an
equilibrium result, shows that the rationale developed in this paper requires only the existence of a

cost to reverse established FTAs, with the strategic issues driven by political turnover becoming

more important as the costs to form/renege an FTA increase."

2.E. The decision to form a free trade agreement

The equilibrium under an FTA is entirely analogous to the one described above, the only difference
being the constraint imposed on the imports from the FTA partner. Without loss of generality, I let
Home’s potential FTA partner be country Y.

The political party in office determines its decision regarding the formation of a free trade
agreement on the anticipated impact of the agreement, implementing it if and only if the FTA
increases its present value payoff. Attaching subscript “F” to all variables when they are evaluated

under the agreement, the equilibrium payoff of political party A under the FTA corresponds to

10 McLaren (2002) argues forcefully that negotiating frictions are significant in actual negotiations of
international trade agreements. Nevertheless, all that is required in the extension is the existence of one-time costs to
implement and/or undo the FTA. These costs could be interpreted alternatively as arising from the need to specialize
towards the FTA partners (as in Maggi and Rodriguez-Clare 1998 and Freund 2000a) or from possible retaliation by
the FTA partners (as in Bond, Syropoulos and Winters 2001 and Freund 2000b).

11 Tt is worth pointing out that irreversibility is coherent with history, as preferential trading arrangements
de facto implemented are seldom turned down later on. The most salient exception to this rule is BREXIT, although it
was motivated mainly by features of the European Union that go well beyond the internal free trade of goods.

10



(13) A= GE +68[oGE + (1 — o)HE).

Now, for notational ease, let subscript “AF” represent the equilibrium change in any variable
due to the FTA. Thus, for example, W;r. denotes the aggregate welfare change in the export sectors
with the agreement, whereas Wir(b,) and W (b = 0) denote, respectively, the aggregate welfare
impact of the FTA on the import sectors under a party A ruling and under an administration whose
only concern is national welfare. The condition under which party A supports the FTA is then

rA=rA-r4>o.

Using equations (11) and (13), I;& can be rewritten as

Iiz = Gz + 610Gz + (1 - 0)HAr],
where the second term within the square brackets indicates that, in the event party A loses power, it
values the FTA in period 2 only to the extent that the arrangement affects national welfare. Using (9)
and (10) and manipulating, this expression becomes
(14) Lig = 3-[(1 + 80)WiE(b = 0) + 6(1 — o) Wik (bg) + (L + §)Wjk + (1 + 60)bactaPRIE].
Thus, the incumbent party A supports the FTA if and only if
(15) (1+8WH(b=0)+8(1 - WH(bg) + (1 + WL + (14 80)baasPRE: > 0.

Naturally, it takes two to tango: to form an FTA the Home government also needs to find a
willing partner country Y. Henceforth, I assume that there is such a country. This amounts,
essentially, to assuming that there is a country such that condition (15) holds for its government
when it forms an FTA with Home - if there is not such a country, then the questions I answer in this
paper would be mute.’2 One may also wonder about Home’s choice of partner country among those
satisfying the condition. In fact, the choice of partner does matter for WY (b,) and I';;. It is intuitive
to consider that, within the set of FT As with willing partners, Home’s incumbent will focus on either
(1) the FTA that yields the highest T'/;, or (2) all FTAs that yield I';,> 0. Regardless, the subsequent
analysis, which is qualitative, would remain identical. Hence, I keep the assumption that there is at

least a willing partner country throughout the rest of the paper.

12 Observe that, in my setup, a government is unconcerned with what happens in other countries as long as
domestic variables are not affected. Thus, the FTA partner matters for the Home government only to the extent that
improved market access to its market raises Home exporters” surplus and that domestic tariff preferences affect
Home’s welfare and political rents, but not to the extent that those variables affect the partner country. In future
research, it would be interesting to consider a setting where the Home government may care about other countries’
variables per se, for example because they may affect national security.
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3. RENT DESTRUCTION AND THE POLITICAL VIABILITY OF FTAS

I now describe the effects of an FTA on the level of available political rents and the role of the
political parameter b in shaping the welfare effects of an FTA. These results set the basis for the
analysis of the political viability of FTAs.

Ornelas (2005a) shows that an FTA moderates the role of political economy forces in the
determination of tariffs, and that the mitigation of the politically driven distortions corresponds to a
source of welfare gain that is more relevant, the more far-reaching the government’s political
motivations. Furthermore, an FTA diminishes the rents created in the lobbying process. The reason
is that, because the arrangement provides free access to the partner’s exporters, the market share of
the domestic industry shrinks, at any given external tariff. As a result, the FTA makes any price
increase due to a marginal increase in the external tariff less valuable for the import-competing
industries, lowering their incentives to lobby for higher external tariffs. In equilibrium, these lower
incentives imply less lobbying and fewer rents for the government. The following lemma

summarizes these effects.

Lemma 1. The rent destruction effect of FT As (Ornelas 2005a)
Everything else constant, an FTA
(a) improves Home’s welfare by more (or reduces it by less), the higher its government’s
political bias; and
(b) reduces the rents generated in the political process (PR,; <0), this reduction being

larger, the higher the government’s political bias.

The results in Lemma 1 allow us to analyze the conditions under which the Home
government would choose to form an FTA." It has, in particular, strong implications for the case
where the incumbent government faces no political competition.

When there is no political turnover, ¢ =1 and criterion (15) reduces to
(16) WH(b=0)+WJ +b,a,PRS >0.

We know that W,5 >0, since the preferential treatment under the FTA improves Home's terms of

trade vis-a-vis the two other countries in the E sectors where Home exports to country Y. On the

13 Naturally, an FTA is formed only if all prospective members endorse it. I conduct the discussion from the
perspective of the Home country, but exactly the same type of analysis applies also for country Y.
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other hand, W) (h=0)< 0 and PR,, <0 by Lemma 1. In turn, the condition under which the FTA
is welfare-improving when ¢ =1 is
17) Wib,)+Wi>0.

The next lemma describes the relationship between these two conditions.

Lemma 2. The static political viability of an FTA (Ornelas 2005a)
A political party that is sure to remain permanently in office does not endorse a welfare-

reducing FTA, but may obstruct a welfare-improving FTA.

Lemma 2 shows that, when we abstract from the possibility of political turnover, the set of
politically viable FTAs is a proper subset of the welfare-enhancing FTAs. The reason is two-fold.
First, the lower political rents available under FTAs reduce the attractiveness of those arrangements
for the party in power. Furthermore, since governments are compensated by the distortions
introduced by their policies, they do not internalize the welfare benefits of FTAs due to the
mitigation of the politically motivated distortions. For these two reasons, political parties that expect
to hold power indefinitely sponsor an FTA only if its impact on national welfare is sufficiently large.
FTAs that improve welfare, but not enough to compensate the government for the lower rents, are
inefficiently blocked.

I now show how the prospects of political turnover alter the political feasibility of an FTA.15

Proposition 1. The possibility of political turnover can turn an otherwise politically unfeasible FTA
into a viable one. By contrast, the possibility of turnover cannot render unfeasible an

otherwise feasible FTA.

Proof: I need to show first that T}, decreases with 6. Using (14), we have that

dFAA% 8 M M A
(18) = W0 =0) - Wi (0,) 4 bae PR ]
A

14 When b = 0, the government chooses tariffs to maximize welfare in the import sectors. Since the FTA
constrains the tariffs on imports from Y to zero, it must reduce welfare in import sectors when b = 0.

15 This result is analogous to Proposition 1 of Liu and Ornelas (2014). In the context of the proposition, when
the possibility of political turnover is determined by a fixed probability, it does not make a difference whether the
change is through the ballot box or through a coup.
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We know from Lemma 1 that PR, <0 regardless of the identity of the party in power. Lemma 1
tells us also that the welfare impact of an FTA is increasing in the political bias of the party in power,
so that WY (b=0)-W,Y(b,) <0. Accordingly, the expression in (18) is unambiguously negative
and T}, increases as the probability of turnover rises. As a result, an FTA that is politically

unfeasible when there is no chance of political turnover can become viable if the likelihood of
turnover is sufficiently large. That is, an FTA that does not satisfy condition (16) can satisfy
criterion (15) for sufficiently high 6. On the other hand, the reverse cannot happen: if an FTA is
politically viable when there is no chance of political turnover, it remains viable if a possibility of
change in government arises. That is, an FTA that satisfies condition (16) also satisfies criterion (15)

foranyc<1. ®

This result shows that the possibility of political turnover creates “strategic” motivations for
the adoption of FTAs, thereby increasing their political feasibility. Strategically supported FTAs arise
when condition (15) is satisfied but condition (16) is not:

(19) [(c=1)<0<T(c<1).

FTAs can be implemented because of strategic reasons because the incumbent government, when
out of power, does not receive any of the lobbying-related rents. In that instance, it would benefit
from a decline in the trade distortions, since the volume of rents falls because FTAs help constrain
welfare-distorting political activities. Thus, a government that believes reelection is unlikely may
establish an FTA only to constrain the policies of the succeeding ruling party. Since these strategic
motivations are more relevant when the incumbent is less likely to hold office, it follows that high
political turnover tends to incite the formation of free trade agreements.

It is interesting to contrast the strategic use of a trade agreement here and in Maggi and
Rodriguez-Clare (1998, 2007) and Mitra (2002). As in those papers, the government wants to use a
trade agreement to foreclose future inefficient outcomes. In Maggi and Rodriguez-Clare’s models,
these harmful outcomes are due to distortions in investment decisions that take place under a
protectionist regime, while in Mitra’s model they come from fixed lobby formation costs. Here, the
government’s motivation comes from the fact that lobbies generate rents only for those actually in
charge of enacting policies. Thus, if the FTA has no effect on electoral probabilities, the current

government will not want to “tie its own hands,” as Maggi and Rodriguez-Clare and Mitra argue. In
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contrast, it may want to “tie its successor’s hands,” provided that there is a sufficiently high
probability of political turnover.1®

The political biases of the incumbent party and that of its rival, as well as the incumbent’s
bargaining power vis-a-vis the private sector and the common discount factor, affect the possibility
of strategically supported FTAs. In particular, higher political biases, a higher a4, and a higher 6

enlarge the scope for such arrangements.

Proposition 2. The set of parameters under which the possibility of political turnover can turn an

FTA politically viable increases with bg, ba, oa, and 8.

Proof: To prove these results, it suffices to show that the cross-derivative of the function b,I'};,
which gives the criterion for the political viability of FTAs, with respect to the probability of
reelection, o, and each of the parameters bg, ba and a4, is negative. This would imply that an increase
in (1 - o) would have a greater impact on the viability of the FTA when bg, ba, a4, and & are higher.
The b,T’/;, function is represented in the left-hand side of (15). We have that

dz(bAFAA}) — _5 dWA]\Ig(bB) < 0
dob, db, ’
d2(b,TA)
# = WM (b= 0)— WM(by) + basPRA: < 0,
2 A A
Mzé‘om PR} +b, PR <0, and
dob |
OIS _ 5 prY, <0
dO'daA A AF 4

where all inequalities follow from Lemma 1. Thus, if any of these parameters rises, an increase in the
probability of turnover (i.e., a reduction in o) enlarges the set of parameters under which criterion

(15) is satisfied. m

The intuition behind Proposition 2 is as follows. The more biased toward special interests
party B is, the larger the distortions it would create if it held power. In that case, the role of FTAs in
moderating distortions and enhancing welfare is magnified (Lemma 1), so a larger bp makes the

incumbent more inclined to use an FTA to limit the rent-seeking activities of its potential successor

16 T show in the next section, however, that if an FTA can alter the reelection probability, the incumbent
government may want to form an agreement to “tie its own hands” as well.
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as the probability of turnover increases (o falls). Similarly, as & rises and future payoffs become more
valuable, curbing distortionary policies of one’s successor becomes more important as ¢ decreases.
Now, if the incumbent government is itself very receptive to the politically generated rents, or if it
has a strong bargaining power vis-a-vis the private sector in the division of rents, the incumbent will
in general be unwilling to forgo the possibility to obtain rents. This effect is diminished, however,
when the incumbent’s probability of keeping power falls, since in that case the loss of rents will be
borne mainly by the future government.

An important implication of the strategically supported FTAs identified in Proposition 1 is
that, as those endorsed for non-strategic reasons (when c = 1), they too enhance (expected) national
welfare. Hence, if FTAs do not alter the probability of reelection, political competition

unambiguously enhances efficiency in the decision to adopt FTAs.

Proposition 3. For given o, all FTAs that are made viable by the possibility of political turnover

enhance expected national welfare.

Proof: The expected present value of the welfare impact of an FTA is
Q,; =(1+3)W(b,)+d(1-c)WN(b,)+(1+3W,;.
This expression differs from the left-hand side of (15) in two ways: it does not have the term

containing PR, in (15), and it replaces W, (b=0) with W, (b,). Now, since Lemma 1 tells us that
PR, <0 and that W} (b=0)<W/(b,), it follows that condition (15) = Qar > 0. Therefore, for

given o, a strategically adopted FTA necessarily enhances expected national welfare. B

Thus, some of the socially desirable FTAs that would not be politically viable because of the
rent destruction effect can become politically feasible if the incumbent perceives a large enough
chance of losing power. The intuition for this result is clear. A welfare-improving FTA can be
politically infeasible because of the rents it takes away from policymakers. But if the incumbent
believes reelection is unlikely, the loss of rents would be incurred mainly by its successor. This
would make the gains from less distortion relatively more important in the incumbent’s assessment,
and could compel it to implement the agreement. On the other hand, welfare-reducing FT As that are
not feasible with ¢ = 1 remain infeasible also when reelection is not guaranteed. The upshot is that
polities characterized by strong political competition make their decisions about participation in

FTAs more efficiently. This result is consistent with the empirical findings of Anderson and Yotov
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(2016), who estimate large efficiency gains for most countries forming FTAs during the 1990s, and
only small losses for the few countries that lose with FTAs. Baier et al. (2008) deliver a similar
message.

As indicated in the Introduction, the idea that governments can manipulate state variables to
constrain their successors’ choices was first advanced in the macroeconomics political economy
literature. Prominent examples in that line of research are the pioneering contributions of Alesina
and Tabellini (1990) and Persson and Svensson (1989), who employ such a rationale to study the
politics of debt issuance. A similar reasoning is employed here to show that a government faced
with the prospect of being replaced might want to limit the ability of its successor to create rents
through interactions with the domestic industry. I show that an FTA can be an effective tool for that
purpose.

There are also important differences between the approaches pursued here and in the macro
political economy literature. For instance, whereas heterogeneous preferences for the competing
political groups/parties are typically central for the results in that line of research,'” I require no
heterogeneity in the preferences of distinct political groups.' Instead, the strategic motive for the
establishment of an FTA relies on the capacity of an incumbent party to use an FTA to constrain the
ability of future governments to pursue distortionary rent-creating policies.

There is also a fundamental distinction regarding the welfare consequences of “binding the
successor’s hands” here and in the macro literature. A key insight from the latter is that political
competition introduces “strategic inefficiencies” in the policymaking process, because it prevents
governments from fully internalizing the welfare impact of their policies."” By contrast, I show that
political competition compels governments to internalize a larger part of the welfare consequences of
a trade agreement. Thus, here political competition creates instead “strategic efficiencies,” being

helpful from a social standpoint.

17 For example, Alesina and Tabellini assume that the competing political parties differ with respect to their
preferences over the composition of public expenditure, while Persson and Svensson assume that they differ in terms
of their preferred level of public expenditure.

18 T do allow the two political parties to have distinct preferences, characterizing them with possibly distinct
parameters b and o.. But while this provides additional flexibility to the model, it is not required for the results.

19 In Alesina and Tabellini (1990), e.g., the incumbent government tends to accumulate debt beyond the
socially optimal level in order to raise the cost of the funds necessary to finance the successor’s preferred public
spending policy.
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4. FTAS WITH ENDOGENOUS PROBABILITY OF REELECTION

The formation of an FTA can influence also the likelihood of turnover. To show how this can happen
and its consequences, I now add a probabilistic voting mechanism to the previous setting.

To highlight the distinct forces that arise with endogenous electoral outcomes, I focus on
situations where the incumbent party has a smaller constituency than its rival (the analysis would
nevertheless proceed analogously if one reversed this assumption). Thus, let the incumbent party A
have a constituency made up of a fraction sa < V2 of the electorate, while its rival party B is
supported by a fraction s € (sa, 72) of the electorate. Following Milesi-Ferretti and Spolaore (1994), 1
assume there is also a fraction (1 - s4 - sg) > 0 of voters who are “unattached” to political parties and
need to be persuaded before each election.

All voters are rational, forward-looking, and aware of the economic positions of the two
parties. Since bj is an inverse function of s;, the party with broader representation (B) selects a policy
more in conformity with the interests of the population at large than the more narrowly represented
party (A). Neither party can commit to any platform that is inconsistent with its type. The loyal
voters have objectives identical to the parties they support. The unattached voters, by contrast, base
their choices on two dimensions: (1) “welfare prospects,” which depend on the (fully anticipated)
welfare impact of the economic policies to be enacted by each party; and (2) “non-economic issues,”
representing exogenous or non-economic aspects of public policy that are relevant to those voters. I
allow the preferences of the unattached voters to differ with respect to the latter, so they vote
heterogeneously.

Specifically, let each unattached voter i cast his vote for party A if and only if
(20) i+ > [V (Bs) + WX - IWM(ba) + WY,
where 1 denotes the relative popularity of party A in terms of the non-economic issues and p; is an
idiosyncratic parameter representing the bias of elector i toward party A. The two parties observe
neither n nor p;, but know their distributions. I denote the distribution of n by F(n), assuming only
that it is non-constant in the neighborhood of the initial equilibrium. For concreteness, I assume that
the subject-specific parameter p; is uniformly distributed in the range [, 7;], with ¢ > 0.

Provided that not all unattached electors vote for the same party, there will be a “swing
voter,” i, whose parameter ;- is such that
(21) pie = WM(0g) = WH(ba) -,

Voters with subject-specific parameter p; > p+ vote for A, whereas those with subject-specific

parameter p; < i+ vote for B. Thus, the fraction of unattached voters who choose A is given by
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1/2¢ 1 )
(22) [¢dv = ¢[2—¢ - ui*} %—o[Aa-n],

"
where A = [W"(bg)- W™(ba)]. The total fraction of voters supporting party A corresponds then to
(23) vi=s, 4 (1=s, = sp)ls - oA -m).
Party B, in turn, captures a share of voters equal to v =1 - vA, Party A’s probability of reelection is
thus given by ¢ = prob{vA > 4}. After some rearranging, this probability can be rewritten as:
(24) c=prob{n>A+M}=1—F£A+MJ.

29(1 =5, —s5) 20(1 =5, —s5)

Expression (24) clarifies the factors that would improve party A’s reelection prospects: a
smaller difference between the constituencies of the two parties, (ss - sa); a larger fraction and/or
more dense distribution of unattached voters, ¢(1 - sp - sa); and a greater advantage in the non-
economic issues, 1.2 However, in this probabilistic voting model with rational and informed voters,
these are all fixed parameters from the perspective of the political parties. Accordingly, the
incumbent party cannot alter its reelection prospects unless it credibly commits to implement
distinct policies. | now show that an FTA can play the role of such a credible commitment device.

An FTA alters ¢ through its effect on A. By reducing the incentives of any government to
distort the economy, the arrangement reduces party A’s disadvantage in that respect. This shifts the

election’s probabilistic outcome toward party A. Proposition 4 proves this claim.

Proposition 4. By engaging the country in an FTA, party A lowers A, thereby enhancing its own

electoral chances.

Proof: It follows directly from (24) that a reduction in A improves . Hence, it remains to be shown
only that an FTA decreases A. This happens if and only if

[WFM(bB)+W;(]_[WF]\A(bA)+WFX]< [WM(bB)+WX]_[WM(bA)+WX]r
which is equivalent to WY (b,)<W,} (b,). Since bg < ba by construction, this inequality follows from

Lemmal m

Proposition 4 illustrates a commitment role played by an FTA that is distinct from the one

analyzed in the previous section. Rather than “tying its successor’s hands,” the incumbent

20 Note that, since party B has a larger constituency by assumption, the argument of F(.) in equation (24) is
always positive.
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government may now form an FTA to “tie its own hands,” since that would improve its likelihood of
electoral success. The argument relies essentially on the voters viewing the incumbent party as
relatively weak in one of the electorally relevant dimensions. If the incumbent is able to credibly
reduce its disadvantage on that issue, it improves its own electoral prospects. The proposition shows
that an FTA can be an effective instrument for such a commitment.

Now, despite the electoral benefits, the incumbent party A may still not find it worthwhile to
implement the FTA. This can happen if party A were sufficiently opposed to the arrangement in the
absence of strategic motivations. In such a case, it would need to weight the gain from an increased
prospect of reelection against the loss from having the FTA in place. The condition under which
party A supports the arrangement in this case is

(25) G} +98[c,G! +(1-6,)H}]>G" +§[cG" +(1-6)H"],

where or denotes party A’s probability of reelection with the FTA in place. The left-hand (right-
hand) side of (25) represents the incumbent’s expected utility with (without) the FTA.

Denote the increase in the reelection probability due to the FTA by car = or - 6 > 0. Then,
subtracting 8[cG; +(1-o)H/] from both sides of (25) and re-organizing, the condition can be

rewritten as
GfF + S[GG;qF +(1-o; )HfF >80, (H? - G?)
(26) 5o

N (by) W (0= 0) = b0, PR
A

where the equality follows from definitions (9) and (10) under an FTA. The left-hand side of (26)
represents the impact the FTA would have on party A’s expected payoff if the arrangement did not
affect o, as assumed in the previous section. But party A’s incentives to adopt the FTA are now
enhanced by the arrangement’s effect on its probability of reelection. Accordingly, even if the FTA
reduces party A’s expected payoff under a fixed o, party A may still benefit with the agreement if its
chance of keeping office increases enough. This can be seen by noting that the right-hand side of (26)
is unambiguously negative, since W," (b,) < W," (b =0) and PR} > 0.

The possibility to use FTAs to improve reelection prospects can, however, generate an
“excess of incentives” for integration. That is, in contrast with the results from the previous section,
welfare-reducing arrangements can now become politically feasible. The next proposition

demonstrates this possibility.

Proposition 5. When FTAs improve the government’s probability of reelection, the government can

endorse arrangements that would reduce expected national welfare.
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Proof: Using definition (10), the condition under which the government supports the FTA, given in
(25), can be rewritten as
(27) b,Ga +b,8[c,G} —cG*]>8[(1-c)W" (b)) + W)= (1—c, ) (WM (by) + W],
whereas the condition under which the FTA improves welfare (in expected terms) is equivalent to
08) Wi (ba) + Wi +8[or (W' (b,) + Wi ) —o(WY (b)) + W]
>8[(1-c)W™(by) + W™)—(1—o,)(WM(by) + W)

Note that the right-hand sides of expressions (27) and (28) are identical. Suppose then that, as before,
the FTA enhances welfare whenever the incumbent government supports it. If so, the left-hand side
of (28) would need to be unambiguously greater than the left-hand side of (27):

Wb +WE +8[c, WM Db,)+WX)—os(W™(b,)+W*)]>b,Gi +b,8[c,GL —oG"].
Using definition (9), this inequality can be rearranged as

Wi (b)) — Wi (b=0)+0,b, PRy ]
>8[c, (W (b=0)+0a,b,PR})—c WM (b, )+W"(b,)-o(W"(b=0)+a,b,PR")].

Now, adding o[W" (b =0)-W/(b,)+a,b,PR/] to both sides of this inequality and manipulating,
it can be rewritten as

(1+80)[WE(b,)-WEb=0)-0a,b,PRi]>8c,[WNM(b=0)-WM(b,)+a,b,PR!].
Lemma 1 ensures that the left-hand side of this expression is positive, but the right-hand side is also
positive. Thus, if oxr is sufficiently large, this inequality will not hold, contradicting the assumption

that the arrangement enhances welfare whenever the government supports it. B

The intuition behind Proposition 5 is as follows. Governments value incumbency because of
its associated “office rents.” We know from Lemma 1 that an FTA reduces such rents. Therefore, this
rent destruction effect diminishes governments” willingness to enter in FTAs, generating a bias
against the formation of these agreements, relative to the socially optimum. Now, if an FTA
enhances the probability by which a party will acquire those rents in the future, it creates a bias in
the opposite direction, making that party excessively eager to adopt the arrangement, vis-a-vis the

socially optimal decision. The net effect will depend on the relative magnitudes, with the “reelection

bias” prevailing if the increase in the probability of reelection (cx) is high enough.®! In that case,

21 It is worth noting that an “excess of incentives” to institute FTAs relies on the incumbent being more rent-
seeker than its contender. This case highlights the role of endogenous electoral outcomes in (possibly) turning
welfare-reducing FT As into politically viable ones. Yet it should be clear that if the assumption regarding the sizes of
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agreements that lower both national welfare and rents can be politically viable, because they make it
more likely that the incumbent will acquire (some) rents in the future.

As pointed out in the outset, this rationale relates to the line of research that focuses on the
manipulation of state variables for electoral purposes, as well as to the literature on “strategic
delegation.” The latter emphasizes that agents can delegate responsibilities to another party to
circumvent time inconsistent policy problems. This reasoning has been applied for example to
monetary policies (Rogoff 1985) and to the capital levy problem (Persson and Tabellini 1994).22
Interestingly, the welfare implications of “tying your own hands” here and in that line of research
are entirely distinct. While the strategic delegation literature shows that a government’s
commitment to tie its own hands can solve inefficiency problems, I show that it can turn an

otherwise politically infeasible welfare-reducing FTA into a politically feasible one.

5. CONCLUDING REMARKS

This paper shows how the “economics of politics,” and in particular the possibility of political
turnover, shapes the political viability of free trade agreements. Political turnover is a central
characteristic of democratic systems. Nevertheless, little is known about its relationship with the
viability of free trade agreements. Relying on the “rent destruction” effect of FTAs identified in
Ornelas (2005a) and carrying through its logical implications in an environment marked by political
uncertainty, I show how political competition, by altering the implications of the rent destruction
effect, can help to explain the timing and the consequences of free trade agreements. I find, in
particular, that political instability creates strategic incentives for the adoption of FTAs. Overall, the
analysis indicates that one must account for such an uncertainty to fully understand the political
determinants of FTAs, as well as its welfare consequences.

The results of the paper are presented primarily as a contribution to the theory of
preferential trade agreements, but they are also closely related to the broader literature that studies
the consequences of political uncertainty. Previous authors have evaluated the impact of political
instability on, e.g., the management of debt, the timing of tax reforms and the viability of

stabilization programs. The present analysis indicates that, in contrast with the typical findings in

the two parties’ relative constituencies were reversed, the bias toward too little incentives to form FTAs introduced
by the rent destruction effect would be reinforced, and again only welfare-improving FTAs would become politically
viable.

22 In the context of the regionalism literature, Facchini et al. (2013) consider how strategic delegation in
customs unions affects the desirability of FTAs vis-a-vis customs unions. Their key point is that, under the latter, the
need to coordinate external tariffs induce voters to delegate power to more protectionist representatives.
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the macroeconomic applications, the effects of political uncertainty on the viability of FTAs can be
benign, as the possibility of turnover can induce the formation of otherwise unfeasible welfare-
enhancing FTAs. Yet the goal of this paper is not to provide an exhaustive examination of the
relationship between political uncertainty and the viability of free trade agreements, but rather to
offer the initial step toward such understanding. The need of further theoretical research to
investigate these links in more detail is warranted.

On the empirical side, recent research by Rotunno (2016) has shown that higher political
turnover induces more participation in FTAs, as the model predicts. Assessment of whether
participation in FTAs affects political turnover, as the model also predicts, is still in need of

empirical scrutiny.?

23 The exception is Liu and Ornelas (2014), who find that FTAs make democracy last longer. However, there
is no such evidence for political turnover within democracies.
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Appendix - FT As with Political Turnover and Endogenous Irreversibility

In this Appendix, I extend the analysis of Section 3 to show that the irreversibility of an FTA can be
viewed as an equilibrium outcome. The extension is simple and maintains all the results of that section
unaltered. An analogous development could be carried out for the results of Section 4 as well.

McLaren (2002) argues forcefully that negotiating frictions constitute an important element
defining the political feasibility of trade agreements. Accordingly, I assume that any government has to

incur in “negotiating costs” to either establish/join an FTA or to withdraw a country from a previously
established FTA. Letting % (A") denote the negotiating costs that a government would have to incur to

have its country participating in (withdrawing from) an FTA, where both A and 1" are positive constants
measured in terms of the numeraire good, the first condition required for “strategically adopted” FTAs
becomes

(A1) [A(c=1)—-A1<0<TA(c<1)—2
ol =1)<A<ILil <1).

This condition simply generalizes condition (19) for cases when A > 0.
But the successful establishment of an FTA requires also that party B does not undo the FTA, if it
gets in office. This non-reversibility condition corresponds to

(A2) GE>GE - =GB > -+,

Under (A1), if condition (A2) does not hold, party A would suffer a payoff loss with the agreement in
period 1 while not having the FTA in place when it wants, in period 2. In addition, party A would also
have wasted resources worth A of the numeraire good when creating the FTA. Clearly, in this case party
A would not establish the agreement. The complete irreversibility assumed in the main text corresponds
to the limiting case in which A" — o. When 1" is strictly positive but finite, the incumbent government
engages the country in an FTA for strictly strategic reasons if and only if conditions (A1) and (A2) hold.
That is, requirement (19) is replaced by the more restrictive (A1) and by the additional requirement (A2).
Note also that, while both A and A" can be significant, non-reversibility could arise in equilibrium
even if either A = 0 or A" = 0. Moreover, and more importantly, while this extension makes the simple
point that negotiating costs reduce the general attractiveness of FTAs, it also indicates that the rationale
behind an arrangement established for strategic reasons remains virtually unaltered by such costs. In

particular, none of the forces behind the results in the paper are qualitatively altered.
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