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ABSTRACT

This article examines the influence of subnational economic interests on the for-
mation of supranational trade policy in the Southern Common Market (Merco-
sur). Accounting for differences in the relative importance of member countries,
the article argues that subnational economic interests influenced the structure of
Mercosur’s common external tariff (CET). Although the CET was negotiated
without direct input from voters or legislators, its structure reflects the interests of
geographically specific economic interests in the member countries. The results of
a regression analysis of tariffs toward nonmembers indicate that the economic com-
position of subnational political jurisdictions shaped the structure of the CET.
These findings suggest that by overlooking subnational economic interests, much
of the current literature on the evolution of Mercosur misses a critical aspect of the
policymaking process.
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espite evidence that subnational economic interests influence trade policy in
Argentina and Brazil, subnational interests are largely ignored in the scholar-
ship on the Southern Common Market (Mercosur). This research demonstrates that
the structure of the economies where voters live and work influenced the structure
of the common external tariff (CET) adopted by Mercosur in 1995. The economic
structure of the provinces (states) that an industry inhabited influenced whether it
received preferential treatment in the CET. The need to cultivate domestic support
for Mercosur’s ratification required negotiators to consider the policy preferences of
national legislators. By studying the influence of subnational economic interests,
this article extends the work of Olarreaga et al. (1999) on the structure of the CET,
as well as the research of Botto and Quiliconi (2010), Gémez-Mera (2009, 2013),
da Conceigao-Heldt (2013), and others on how domestic interests influence policy
in Mercosur.
To date, no clear connection has been made between the structure of subna-
tional economies and the structure of the CET, even though regional integration
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had a clear and uneven economic impact on subnational economies. The creation
and maintenance of Mercosur may be a top-down political process (Kaltenthaler
and Mora 2002; Carranza 2003; Malamud 2005, 2013; Hummel and Lohaus
2012), but this does not mean that domestic interests did not shape its structure or
evolution. Explaining why leaders decided to form Mercosur or their role in resolv-
ing conflicts is not the same as explaining the agreement’s structure, its evolution,
and the emergence of conflicts. If policymakers respond to political pressure from
groups with differing preferences, it is incorrect to treat them as unitary actors
(Baldwin 1991). Instead, we must look at the factors that generate their policy pref-
erences. The lack of direct and visible participation by societal actors and the legisla-
tive branch in trade and foreign policy in the region makes it easy to focus on the
executive branch. However, it is erroneous to infer a lack of influence over policy
outcomes from a lack of direct participation (Martin 2000).

Drawing on quantitative models of endogenous trade policy formation, as well
as interviews with Argentine and Brazilian politicians and negotiators, this research
demonstrates that regionalized (decentralized), nonprogrammatic parties influence
trade negotiations by giving voice to heterogeneous subnational economic interests.
Tariffs received by specific industries in Mercosur’s CET were influenced by three
factors. First, the economic structure of the geographically specific subnational juris-
dictions that elect national legislators shaped their policy preferences. This grants
subnationally important economic interests (understood as industries that play a rel-
atively large role in at least one subnational economy) political representation.
Second, because the ratification of international agreements requires legislative sup-
port, the set of politically viable tariffs for each country (the domestic winset) incor-
porated the interests of relatively important subnational economic interests. Third,
the structure of the CET represents a negotiation between member countries seek-
ing to advance their interests while satisfying the domestic winsets of all member
states. These results provide important insights into how countries with strong sys-
tems of territorial representation and political parties that cultivate votes through
the direct provision of benefits to subnational constituents (e.g., Argentina, Brazil,
India, Mexico, and the Philippines) develop their trade policies. It also helps explain
how relatively small industries can stall negotiations or threaten to cause the collapse
of trade agreements.

Understanding the influence of subnational economic interests on the structure
of the CET is critical to understanding the evolution of Mercosur. The CET set the
stage for the region’s future trade policies by entrenching some interests and disrupt-
ing others. The CET generates incentives to cooperate for industries receiving pro-
tection, while diluting demand for greater trade liberalization from other groups
(Saggi 2006). As such, the creation of a CET can increase resistance to enlargement
or further liberalization by strengthening the position of special interests the CET
protects (Panagariya and Findal 1996). Understanding the political considerations
behind the CET helps explain Mercosur’s failure to further liberalize, to successfully
conclude negotiations with the European Union, or to advance the formation of the

South American Free Trade Area.
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The article is divided into seven sections. After reviewing the literature on the
formation of Mercosur’s CET, it explores the legislators who influenced the struc-
ture of the CET. It then discusses the influence of subnational interests on policy
outcomes in Argentina and Brazil.

Paraguay and Uruguay are excluded from this discussion for reasons of space
and because the size and the relative territorial homogeneity of their economies
makes subnational economic interests difficult to separate from national economic
interests. This does not mean that territorial interests do not exist in Paraguay and
Uruguay, but they clearly cannot be treated the same way as subnational economic
interests in Argentina and Brazil. Moreover, because subnational industrial data are
not available for Paraguay and Uruguay, the quantitative models must either treat
them as single economic constituencies or exclude them. This research assumes that
Paraguay and Uruguay each represent single economic constituencies in order to
maintain them in the quantitative models.

The article goes on to explore the endogenous determinants of the trade policy
preferences of legislators and then to describe the statistical models used and their
results. A brief conclusion follows.

DOoOMESTIC POLITICS
AND THE CET

Research on the structure of the CET attributes little importance to the political
influence of domestic economic interests. Instead, the CET is often seen as the result
of negotiations based on expert knowledge and technical issues. Botto and Quiliconi
(2010) argue that private lobbies did not take an interest in the CET until the nego-
tiations were well under way and that negotiators received little input from busi-
nesses. Only those sectors with the greatest lobbying power activated their contacts
among negotiators and ministerial officials (Botto and Quiliconi 2010). Bianculli
and Botto (2009) show that insufficient private sector input and the dearth of ade-
quate information hampered Argentine negotiators. Lacking clear technical founda-
tions for their policy positions, Argentine negotiators allowed Brazil to impose its
preferred CET (Bianculli and Botto 2009). The Brazilian government actively iso-
lated itself from societal interests (Botto and Quiliconi 2010). The creation of the
Brazilian Board of Foreign Trade (CAMEX) insulated bureaucrats from private inter-
ests and legislators seeking to influence the structure of the CET (Santos 2003).
Industrial and constituent interests were nonetheless incorporated into the
structure of the CET. Although the CET strongly reflects Brazilian industrial inter-
ests, there is no systematic evidence that Brazil unilaterally imposed a CET on the
other members, and there is evidence that the CET took into account private sector
interests (Olarreaga et al. 1999). Business interests may have been excluded from
directly participating in the CET negotiations, but members of the business com-
munity were regularly consulted throughout the negotiations (Gardini 2010). As
early as 1992, the Argentine Industrial Union consulted with the Argentine Min-
istry of Foreign Affairs on the negotiations, while the Brazilian government faced
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pressure from domestic industrial groups (Hirst et al. 1994). Legislators from
Brazil’s southern state, seeking to protect agricultural producers, took an active
interest in both intra- and interregional trade liberalization (Hirst 1996).

Beyond the formation of the CET, it is clear that domestic interests influence Mer-
cosur’s trade policy. Domestic economic interests influenced intraregional conflicts and
Argentina’s unilateral trade policy (Gémez-Mera 2009, 2013). Santana (2001), de
Castro Neves (2003), and da Conceicao-Heldt (2013) demonstrate the influence of
domestic interests on Brazil’s negotiating position on trade with third parties.

THE PROTECTION OF
SUBNATIONAL ECONOMIC INTERESTS
IN THE CET

International negotiations reflect the constraints placed on negotiators by the inter-
ests of voters. What negotiators seek during negotiations and what they are willing
to give up depends on the constellation of interests waiting at home (Putnam 1988).
Negotiations result from a dynamic process in which negotiators forge agreements
that satisfy the interests of the executive, the interests of at least a majority of legis-
lators, and the interests of their counterparts. This forces negotiated agreements to
reflect the policy preferences of legislators even though they may not have directly
participated in the formation of policy (Milner and Rosendorff 1996).

In order to generate domestic support for an agreement, governments com-
monly use protection or exceptions in agreements to appease industries and con-
stituents (Grossman and Helpman 1995). Even when they are excluded from the
negotiations because the agreement must be within the winset of all veto players, the
ratification and implementation phases give legislators significant influence over the
content of international agreements (Martin 2000).

We expect negotiators to anticipate the interests of partisan veto players and
shape their policy proposals accordingly (Milner and Rosendorff 1996). This is not
because negotiators are fully rational and informed, but because previous interactions
allow bureaucrats to anticipate support and opposition. The relative stability of sub-
national economic interests means that subnational interests may not have to lobby
for protection if they are ready to act if their interests are threatened. As such, even
without directly participating in negotiations or actively lobbying for protection, the
interests of subnationally important industries can shape the domestic winset.

Although the executive branch is responsible for negotiations, legislators’ ability
to stall ratification or to hold hostage other executive policy initiatives allows subna-
tional interests to shape trade policy. According to former Brazilian president José
Sarney, policy proposals are always sensitive to subnational interests because the
government “must have the goodwill of legislators” to advance policy; this gives sub-
national economic interests “an implicit degree of representation” in trade policy
(Sarney 2004). Ambassador Paulo Flecha de Lima, who created the Department of
Commerce in the Brazilian Foreign Ministry, could look at any trade policy pro-
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posal and know exactly which legislators would pressure the government for changes
in order to protect their state (Flecha de Lima 2004). When a policy proposal fails
to account for politically important subnational interests, it is “just the opening of
negotiations” with representatives (Sarney 2004). According to former ambassador
to Mercosur José Botafogo, Brazil’s policy positions within Mercosur were limited
by the political reality that local economic interests imposed on the government
(Botafogo 2004).

The policies advanced by Argentina’s Ministry of Economy and its negotiators
also accounted for subnational economic interests. Since the list of politically sensi-
tive products from Argentina’s provinces is well known, policymakers always tried
to balance the interests of the provinces and national policy objectives (Makuc
2004). Of course, the provinces never left the defense of their interests to chance,
and representatives regularly pressured the government (Ochoa 2004). When
important subnational industries are threatened, legislators and governors pressure
government officials for protection (Mayoral 2004). Even before the negotiation of
the CET, informal channels of political influence were well established and active
(Makuc 2004).

In the case of the CET negotiations, Argentina’s provincial governments had a
great deal of informal communication with the Ministry of the Economy. Provincial
representatives regularly used their influence to secure protection for their provincial
economies in the structure of Mercosur (Mayoral 2004). Depending on the issue at
stake, the governor, a senator, a deputy, or some other provincial representative
would ensure that the Ministry of Economy was taking into account their province’s
interests (Makuc 2004; Mayoral 2004). Of course, the long history of trade conflicts
in the region meant that provincial interests were well known to negotiators (Ochoa
2004). As early as 1991, many of the issues that would later emerge in the CET nego-
tiations were incorporated into their negotiating positions (Ochoa 2004). As such,
important aspects of the domestic winset were in place before the CET negotiations.

SUBNATIONAL INTERESTS
AND THE NATIONAL POLICY AGENDA

In Argentina and Brazil, regionalized parties and nonprogrammatic party-voter link-
ages allow subnational interests to hold considerable influence over policy outcomes
(Samuels 2003; Lodola 2010; Borges 2011).! In Argentina, what Gibson and
Sudrez-Cao (2010) refer to as a federalized party system results in national governing
coalitions that are little more than alliances between provincial parties (Calvo and
Escolar 2005). Although Brazilian parties have begun to nationalize, the country’s
party system remains regionalized (Borges and Lloyd 2016). During the period
under study, legislative politics in Brazil were in the hands of legislators controlled
by their local parties (Ribeiro 2013).

In both Argentina and Brazil, the regionalized nature of parties means that
presidents depend on the support of national legislators interested in providing
goods to their immediate constituents. Regionalization weakens party leaders,
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makes subnational issues a central focus of legislative careers, and provides the
means and impetus for legislators to break with their national party (Gibson 1997;
Ames 2001; Jones et al. 2002; Samuels 2003). Brazilian presidents must build mul-
tiparty coalitions, which often requires granting preferential treatment to overrepre-
sented peripheral states (Gonzélez and Mamone 2015). In order to govern, Argen-
tine presidents must maintain unity between a “metropolitan” and a “peripheral”
electoral coalition, which forces policies to reflect the interests of both groups
(Gibson 1997). This allows a single or a group of provinces (states) to veto policies
(Mainwaring 1991; Jones et al. 2002; Samuels 2003).

Although the executive in both countries retains significant control over eco-
nomic policy, small groups of legislators have been able to influence economic
policy in favor of subnational interests (Eaton 2002; Samuels 2003). Electoral con-
siderations often cause Argentine legislators to break with their national party in
order to defend the interests of relatively important industries in their provinces
(Eaton 2001; Murillo and Pinto 2014; Pezzola 2017). Eaton (2001) and Pezzola
(2017) show that small groups of legislators can override the policy proposals of the
Argentine executive when such proposals conflict with the interests of important
economic sectors in their province. This suggests that the interests of relatively
important industries at the subnational level can create veto points based on the
interests of what Tsebelis (2002) calls the partisan veto player. Because the creation
of the CET required legislative ratification, the presence of partisan veto players rep-
resenting subnational economic interests shaped the domestic winset of the CET.

Providing for subnational interests does not always require legislators to break
with their national party, but it does change how parties organize themselves. The
need to cater to subnational interests can produce a logic of legislative activity and
organization that goes beyond simple pork barrel politics and serial logrolling,
resulting in a legislature built around what Gilligan and Krehbiel (1987) call “gains
from exchange.” Party majorities form to collectively maximize the benefit of con-
trolling government while allowing legislators to satisfy the parochial demands of
their constituents. Calvo and Leiras (2012) argue that legislative party blocs exist in
Argentina to coordinate the provision of goods to subnational interests. Calvo
(2014) provides evidence of gains from exchange in the Argentine legislature.
Although scholars have not used the gains from exchange model to explain legisla-
tive activity in Brazil, Alston and Mueller (2005) and Lyne (2008) show that Brazil-
ian presidents and party leaders coordinate the exchange of fiscal transfers, as well as
of localized public and club goods (“pork”), for policy and to maintain legislative
coalitions. As such, the Brazilian legislature seems to operate under a similar organi-
zational logic.
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LEGISLATORS’ ENDOGENOUS
TRADE PoOLICY PREFERENCES

Private interests clearly influence trade policy outcomes, either because interest
groups “capture” the policymakers (Schattschneider 1935) or because political actors
manipulate trade policy in order to generate political support by providing protection
of specific industries (Magee et al. 1989). This article argues that Mercosur’s CET
reflects the preferences of subnational economic interests in Argentina and Brazil.
This is because protecting subnationally important industries allows legislators to
provide direct benefits to their jurisdictions and secure needed electoral support.

The need to generate political support within their jurisdictions should make
the policy preferences of legislators endogenous to the interests of their constituents
(Moore et al. 2013). Endogeneity may stem from the fact that voters, seeking to
protect their assets, prefer politicians who protect locally important industries
(Blonigen 2011), because the interests of voters are directly linked to where they are
employed (Busch and Reinhardt 2000) or because voters care about substantive rep-
resentation (Ansolabehere et al. 2012). Even if voters do not clearly voice their pref-
erences, their interests may still have “quiet influence” over policy (Bailey 2001).
Aware of the sensitivities of industries in their jurisdiction, legislators anticipate
those preferences. The result is trade policies that safeguard important sources of
local employment and production.

Scholars of Southern Cone politics widely agree that constituents evaluate
politicians and parties based on the direct benefits they receive. Electoral institutions
and party politics tie legislators to parochial interests and encourage them to culti-
vate electoral support through the direct provision of pork to their constituents,
rather than through programmatic national-level policy platforms (Mainwaring
1991; Ames 1995; Gibson 1997; Jones et al. 2002; Lodola 2010; Calvo and Leiras
2012; Zarazaga 2014). Although pork is a riskier means of cultivating support than
clientelism, its lower cost means that politicians will probably use a mixture of clien-
telism, pork, and public goods to secure votes (Magaloni et al. 2007).?

We normally think of pork as being provided to constituents through govern-
ment spending, subsidies, or tax breaks; however, the diffuse costs and direct bene-
fits of trade protection make it a politically efficient means of doing that (Goodhart
2014). Since vote buying is a common phenomenon in Argentina and Brazil and
relies on egotropic voters, it makes sense that voters will reward politicians who pro-
tect important industries where they live. This is especially true for industries that
are relatively important in specific jurisdictions, since their protection is highly
salient and visible to voters.

Because the aggregate costs created by trade protection are not reflected in how
egotropic constituents vote, political competitiveness induces legislators to seek pro-
tection across a multitude of industries, despite the costs to the national economy
(Lyne 2015). This can result in legislators’ exchanging protection for important
industries in their province (state) for the protection of other subnationally impor-
tant industries in other jurisdictions. In the case of Argentina, Pezzola (2017) pro-
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vides evidence of this for unilateral trade policies, and Eaton (2001) and Murillo
and Pinto (2014) find that legislators are willing to break with their national party
to protect industries important to their constituents.

Whether and how much protection an industry receives depends on multiple
factors. The political influence of an industry is a critical element in any model of
the endogenous determinants of trade policy. Yet policymakers must strike a balance
between protecting politically influential industries and the welfare effects of their
policies (Grossman and Helpman 1994). The structure of the CET, therefore,
required balancing the need to generate legislative support by protecting specific
industries with the terms-of-trade effects of protection. Protection also depends on
whether an industry seeks or needs protection (Grossman and Helpman 1994),
which, in turn, depends on the degree of its need for protection, its participation in
intraindustrial trade (IIT), and the degree of import penetration it faces. Legislators’
trade policy preferences and their political support function can, therefore, be
understood as based on three factors: the political influence of the industry, the wel-
fare effects of said protection, and whether the industry needs and seeks protection
(Grossman and Helpman 1994).

We expect the interests of subnationally important industries in Argentina and
Brazil to wield significant political influence over legislators and to shape the viable
winsets of the CET. As a result, all else equal, subnationally important industries
should be more likely to have benefited from protection in Mercosur’s CET than
industries lacking importance in the jurisdictions that they inhabit.

This does not mean that nationally important industries do not influence trade
policy or receive protection; they do. Important national industries are almost
always relatively important in at least one subnational constituency. This research
seeks to understand whether an industry’s political influence stems from its absolute
size or from its role in the geographically specific jurisdictions it inhabits. If political
influence stems only from an industry’s role in the national economy, only large
industries should benefit from preferential treatment. However, if political influence
is derived from the industry’s role at the subnational level, depending on their sub-
national importance, large, medium, and small industries may all receive preferen-
tial treatment.

Protecting an industry almost always generates adverse welfare effects. Protecting
a product with lower import demand elasticity generates a greater dead-weight loss
for society and increases the political costs of protection. For this reason, a lower
import demand elasticity is normally associated with less protection. However, if the
structure of the CET was constrained by the policy preferences of legislators protect-
ing parochial interests, no association may exist between the aggregate welfare costs
of protection and whether an industry receives protection. Economic heterogeneity
across provinces (states) makes the factors influencing the welfare of subnational con-
stituencies heterogeneous. While less expensive imports may increase the relative
income of most citizens, if trade liberalization makes domestic producers uncompet-
itive, some people in the subnational economies where those items are produced may
lose their livelihoods. Since legislators in regionalized, nonprogrammatic parties are
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mainly concerned with the interests of their immediate constituents, their sensitivity
to aggregate welfare should erode. Under these conditions, we should expect no rela-
tionship between the import demand elasticity of a product and protectionism.

The prime source of demands for protection is the ability of producers to com-
pete with imports. More competitive industries are less likely to demand protection,
since they do not greatly benefit from it (Gilligan 1997; Levy 1997). Competition
induces domestic firms to supply domestic demand at world prices. On the other
hand, industries lacking a comparative advantage are more likely to seek protection.
Therefore, the degree of tariff protection an industry receives from the CET should
be directly related to the extraregional revealed competitive advantage (RC'AP) of the
industry’s products.

Industries engaged in intraindustrial trade (II'T) have long been seen as non-
competing (Levy 1997); however, recent scholarship on IIT finds that it may induce
protection. Since firms participating in IIT produce a limited number of specific
products, lobbying essentially becomes a private good (Gilligan 1997). This
increases the likelihood of lobbying by eliminating free riders. Moreover, firms in
markets characterized by IIT may be more sensitized to the costs and benefits of
trade liberalization, making them more likely to take action.

Madeira (2013) finds that II'T generates shifts in political coalitions, reducing
the benefits of industrywide associations and inducing firms to lobby individually.
Bombardini and Trebbi (2012) argue that firms producing highly differentiated
goods should benefit from lobbying individually, since this allows for policy out-
comes specifically tailored to their interests. If we assume that individual firms will
be more likely to lobby legislators because of the difficulty of penetrating the execu-
tive branch (Magee et al. 1989), then we may expect that their interests will be well
represented in political systems like those of Argentina and Brazil, where political
competition forces politicians to provide direct benefits to their constituents. As such,
industries characterized by greater II'T should to be more likely to receive protection.

The received wisdom in the empirical literature on protectionism is that the
likelihood of protection increases with greater import penetration (Lee and Swagel
1997; Thede 2005). The logic is that industries and employees facing high or
increasing import competition have more to gain from protection, and lobby poli-
cymakers harder to gain protection. Greater import penetration may also indicate
that the industry is in decline, further incentivizing producers and employees to
fight for protection. As such, extraregional import penetration at the product level
should have a positive association with protection.

Models of the endogenous trade policy formation often incorporate the average
wage paid by an industry. In studies of industrialized economies, scholars argue that
high-wage industries are less likely to lobby for protection (Finger and Harrison
1994). The higher an industry’s average wage, the smaller the role of capital in the
value of production, which decreases the potential losses for owners of sector-spe-
cific capital from foreign competition. Wages are also seen as a proxy for a sector’s
competitiveness. However, in developing countries, the opposite may hold for an
industry’s ability to demand tariffs. Higher-wage earners in the industrial sector
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tend to be better organized and to wield greater political clout. Given the differences
in the expected relationship between wage levels and protection, it is unclear what
association should exist between average wages and the structure of the CET.

Alternative Explanations

Models of endogenous trade policy formation normally do not consider the relative
importance of industries in the jurisdictions they inhabit; instead, they use the
absolute size of an industry in the national economy to measure its political clout.
This is because larger industries are assumed to have more resources at their disposal
to lobby and capture policymakers. Larger industries at the national level also have
an advantage in lobbying the executive branch (Magee et al. 1989), which allows
them directly to influence the executive’s policy preferences. Other characteristics of
large industries (e.g., conglomerate association, ties to politically influential families
or politicians, or international affiliations) may also grant privileged access to and
influence over the policymakers, and thereby the structure of the CET, by shaping
the domestic winsets. As such, large and nationally important industries are thought
to wield significant political clout and to be more likely to receive protection.
Some authors also employ the interaction between the size of the industry and
its concentration of employment across jurisdictions either as a proxy for the
number of jurisdictions that it inhabits (i.e., the number of legislators that represent
its interests) or as a measure of the industry’s ability to organize (Milner 1988;

McGillivray 1997; Busch and Reinhardt 1999).3

THE STATISTICAL MODEL,
VARIABLE SPECIFICATIONS,
AND DATA

During the negotiation of Mercosur’s CET, negotiators were caught between the
preferences of national legislators seeking to protect their constituencies and the
desire to reach a successful and beneficial agreement. This presented Argentine,
Brazilian, Paraguayan, and Uruguayan negotiators with the challenging task of rec-
onciling divergent domestic interests with their goal of establishing a viable CET.

To assess how domestic interests influenced the structure of Mercosur’s CET,
we could assume that each country had equal weight during the negotiations. Mer-
cosur formally gave equal weight to all members during the negotiation of the CET;
however, this formal status does not translate into equal weight during negotiations.
Smaller countries had far more to lose from a breakdown in negotiations, giving
Brazil, and to a lesser extent Argentina, greater leverage. Granting equal influence
during negotiations also implies equal interest by all countries, across all products
and industries. Given significant differences in the makeup of each country’s econ-
omy, it is reasonable to assume that each government would defer to others in some
areas and seek to influence the tariffs on products of interest at home.
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Cadot et al. (1996) suggest that the negotiated CET reflects the weighted sum
of members’ politically optimal tariffs. Olarreaga et al. (1999) build on this idea and
show that Mercosur’s CET is best explained by the production-weighted sum of the
political economy variables in member countries. Calfat et al. (2000) argue that the
weighted sum of each country’s variables provides better explanatory power and
seems more realistic. The weighted sum approach is also used to explain the struc-
ture of the European Union’s CET (Ehtlich 2009; Bandyopadhyay et al. 2011).
Therefore, the following equation is used to model the endogenous sources of trade

protection within the 1995 CET:

1%
CEY};;’ =By + B, ) efpv;;z,/e + Uy + i
c=A
where 7 refers to the industry, CET _is the common external tariff of product p in
industry 4 and 3, is a vector of the estimated coefficients of the £ explanatory variables.
The vector 0¢is the share of country ¢ in the total production of sector 7, and PV 4 is
the matrix of the £ explanatory variables for country ¢, where p:7 indicates product p and
the related industry i.* U, is the industry-dependent intercept. Data for the explanatory
variables are from 1994 or the closest year to 1995 for which data are available. Indus-
trial data are from 1993. Data sources can be found at the end of the article.

Mercosur’s CET covers more than nine thousand tariff lines, and trade data are
also available at the 8-digit level of Mercosur’s Common Nomenclature. Unfortu-
nately, industrial data are available only at a far lower level of desegregation.
Argentina’s Censo Nacional Econdmico 1994 reports industrial data disaggregated
into 166 sectors. Brazil’s Pesquisa Industrial Annual disaggregates industrial data
into 61 sectors for Brazil’s five regions.’ Paraguay and Uruguay report data at a sim-
ilar level of disaggregation, but do not report subnational data.

The difference in levels of aggregation presents two options: analysis at the
industrial level or analysis at the level of trade and tariff data. Analysis at the industry
level implies an important loss of trade and tariff information. Moreover, variation
of tariff levels within industrial sectors suggests that explaining trade policy requires
running the statistical analysis at the tariff level to account for extra- and intraindus-
try differences. For this reason, a multilevel two-sided tobit model is used.®

Variable Specifications

The seven statistical models employed to estimate the endogenous determinates of
the CET use eight variables as proxies for the three aspects of legislators™ political
support function (political influence, welfare effects, and demands for protection)
and as alternative explanations for protection. These models incorporate legislative
interests only as explanatory variables, since estimating models incorporating the
interests of the executive would require establishing arbitrary weights for the inter-
ests of each and is beyond the scope of this research.

The political influence of an industry is usually measured using its absolute size
in the national economy. Scholars assume that larger industries have greater political
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influence because they have more resources at their disposal to effectively lobby
politicians and back the electoral campaigns of officials who support their interests
(Milner 1988; Grossman and Helpman 1994; Lee and Swagel 1997).

While there is broad empirical support for the argument that larger industries
receive more protection, there are numerous reasons to doubt that the absolute size
of an industry has a direct relationship to the trade policy preference of legislators.
Instead, industries important to the national economy receive preferential treatment
because their size makes them important to the constituents of specific subnational
jurisdictions. Receiving preferential treatment depends on gaining the attention and
support of elected officials. Caves (1976) argues that the support of elected officials
depends on the relative importance of an industry in their constituencies. For legis-
lators, this is the industry’s relative importance in the economy of their province or
state. Whether this is because legislators vote with the economic interests of their
constituents (Arce et al. 2008), because they fear electoral repercussions from nega-
tive policy outcomes (Bailey 2001), or because they are sensitive to the interests of
import-competing firms in their jurisdiction (Baldwin 1985), there is good reason
to expect that the interests of relatively important industries at the subnational level
shape the policy preferences of legislators. Moreover, as the previous discussion has
demonstrated, we have clear reasons to believe that subnational economic interests
influence Argentine and Brazilian legislators.

Following Pezzola 2013, the relative Subnational Economic Importance, of an
industry across the provinces (states) that it inhabits measures the influence of sub-
national economic interests on the policy preferences of legislators.

Production,,
Subnational Economic Importance, = 2. ———————/n
k

GDP,

where Production, , is the value of production of industry 7 in jurisdiction £ in U.S.
dollars (USD) in 1993, GDP, is the GDP of jurisdiction # in tens of thousands of
U.S. dollars, and 7 is the number of jurisdictions.”

To take into account the welfare effects of protecting an industry, the Import
Demand Elasticity for each product in 1994, estimated by Kee et al. (2008), is used
to measure how changes in the terms of trade would influence aggregate welfare.

Whether an industry lobbies for protection plays a key role in the trade policy
preferences of legislators. The prime source of demands for trade protection is pro-
ducers’ ability to compete with imports. More competitive industries are less likely
to lobby for protection, and tariff levels should be directly related to the extrare-
gional Revealed Competitive Advﬂntdgzp (RCA ) of the industry’s products. The
RCA, for each product p in 1994 is estimated as

) 1 (X7X,,)

RCA, = (X*./X |,
? e’ Cpm

where X7 is extraregional exports of product p by country ¢, XP ¢ 1s the total exports

of product p by non-Mercosur countries, X* is country ¢’s total extraregional
exports, and X , is total exports by non- ~Mercosur countries.
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If legislative partisan veto players shaped the domestic winset of the CET, prod-
ucts characterized by higher levels of II'T should have received more protection. This
is because II'T induces firms to lobby individually, and individual firms are more
likely to lobby the legislators who represent them. To evaluate this assertion, the
Grubel-Lloyd index is used to measure extraregional IIT in 1994 at the product
level.

X — M*
-
» »
where X*and M*are extraregional exports and imports of product p.

The level of extraregional [mport Penetration  at the product level in 1993 and
the average Wages, paid by an industry are also used as proxies for the likelihood that
an industry will effectively seck protection. Import Penetration, = My, / Production,,
where M*, is imports of product p of industry i from non-Mercosur countries in
1993 and Production, is the total value of Production, of the industry (thousands of
USD) in 1993. Average Wages, = total wages, / employees,, where total wages, is all
wages paid by industry 7 (thousands of USD) and employees, is the total employment
by the industry in 1993.

The absolute size of an industry and its concentration across jurisdictions are
used as alternative indicators of an industry’s political influence. The importance of
an industry in the national economy is measured using the total value of Production,
of the industry in 1993. Following Busch and Reinhardt 1999, the Herfindahl index
of industrial employment across jurisdictions is used to estimate the Political Concen-
tration, of an industry. The index of Political Concentration, is the sum of the squared
ratio of an industry’s employment in each jurisdiction and its total number of
employees in 1993: X, (employees, , / employees ). High levels of Political Concentra-
tion, indicate that the industry is concentrated in a few jurisdictions, which should
facilitate collective action but limits the number of legislators who represent it.

EMPIRICAL RESULTS

The empirical results provide strong support for the argument that Mercosur’s CET
was influenced by the economic structure of Argentina’s and Brazil’s provinces
(states). The subnational importance of an industry is positively associated with pro-
tection. The results also indicate that policymakers were indifferent to the aggregate
welfare effects of the CET as measured by /mport Demand Elasticity , suggesting that
the CET reflects parochial interests. Products with higher levels of IIT also received
greater protection. As expected, competitive industries received less protection, and
higher levels of Import Penetration are associated with greater protection. Average
Wages, have no association with protection.

Table 1 presents the estimated coefficients of seven models of the endogenous
determinates of Mercosur’s CET.® The first model estimates the influence of subna-
tionally important industries on the structure of the CET and provides evidence
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that subnational constituent interests influence the structure of the CET. To evalu-
ate whether the political influence of an industry stems from its size in the national
economy rather than its Subnational Economic Importance, three national-level
models are estimated using only an industry’s absolute size as a producer (Produc-
tion,), its Political Concentration,, and the interaction between Productz'oni and Polit-
ical Concentration,to measure an industry’s political influence.

Three “full” models include indicators of political clout at both the subnational
and national levels. Estimating the national-level and full models allows us to com-
pare the explanatory power of Subnational Economic Importance,against more tradi-
tional measures of political clout. Making this comparison helps determine whether
the political influence attributed to industries stems from the importance of the
industry in the national economy or, as argued by this research, that a large part of
the political influence normally ascribed to nationally important industries stems
from their relative importance in the political jurisdictions they inhabit.

In all the models where Subnational Economic Importance, is present, it has a
positive relationship with protection. The logged values of Subnational Economic
Importance, range from 1.19 to 5.49, which means, ceteris paribus, that the industry
with the greatest subnational clout has, on average, an estimated tariff 18.8 percent-
age points higher than the industry of least subnational importance. Since the CET
was bound between 0 percent and 20 percent, the Subnational Economic Importance,
not only has a statistically significant association with protection, it has a clear sub-
stantive importance. This provides strong evidence that an industry’s relative impor-
tance in the provinces (states) it inhabits was more likely to obtain protection.

To better understand the role that subnational economic interests play in deter-
mining trade policy outcomes, it is worthwhile to examine one of the many indus-
tries that received more protection than we would expect, based on its importance
in the national economy (Production). For instance, model 2, which uses only Pro-
duction, as a measure of political influence, appreciably underpredicts the level of
protection received by producers of TVs, radios, and other communication equip-
ment, an industry with low values of Production,. This is because the composition
of the jurisdictions where production of communication equipment is located gives
the industry greater political clout than its absolute size (Production) would suggest.
A sizable portion of the industry is located in the economically less robust states of
northern Brazil, which gives the industry a high value of Subnational Economic
Importance, in Brazil. Portions of the Argentine industry are also located in the
smaller economies of Salta and Rio Negro, increasing its Subnational Economic
Importance, to Argentine legislators.

Since the policy preferences of legislators are endogenous to those of their con-
stituents, we can assume that legislators from northern Brazil and from Salta and
Rio Negro sought to protect this industry. For this reason, the subnational model
(model 1) closely predicts the level of protection the industry received. The indus-
try’s subnational importance gave legislators from northern Brazil and from Salta
and Rio Negro a clear stake in defending the industry. The economic interests of
their constituents influenced the composition of the domestic winsets of Argentina
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and Brazil. As a result, negotiators should have hesitated before advancing a CET
that jeopardized the interests of producers of communications equipment.

Models of the endogenous formation of trade policy typically use an industry’s
absolute size (importance) in the economy (Production) to measure an industry’s
political clout. To compare the explanatory power of an industry’s Subnational Eco-
nomic Importance, with that of the industry’s importance in the national economy,
several models were estimated incorporating the absolute size of an industry (Pro-
duction)) as an explanatory variable. In Models 2—4, which exclude Subnational Eco-
nomic Importance,, the coefficient for Protection is positive and significant, which fits
with the expectations of traditional models of trade protection. However, in the full
models (models 5-7), the importance of the industry in the national economy (Pro-
duction;) is not statistically significant, but the estimated coefficient of Subnational
Economic Importance, remains statistically significant and substantively large. This
indicates that the subnational importance of an industry provides a better indicator
of an industry’s political influence than its absolute size.

This conclusion is buttressed by the maximum likelihood tests of model 5
against the subnational and national-level models. The addition of Production to the
subnational model (model 5 vs. model 1) does not significantly increase the fit of
the model, but the addition of Subnational Economic Importance, to the national-
level model increases the overall fit (model 5 vs. model 2). We can also compare
model 1 and model 2 using their Bayesian information criterion (BIC). The smaller
BIC of model 1 indicates that the subnational model more accurately represents the
process behind the formation of the CET.

We may be tempted to assume that the explanatory power of Subnational Eco-
nomic Importance, stems from a few nationally important industries with subna-
tional bases and that influence really comes from an industry’s role in the national
economy. If this were the case, we would expect Production; to be statistically signif-
icant in models 57 and the maximum likelihood test to indicate that adding Pro-
a’uftionl. to the subnational model improved the model’s fit. Moreover, if the influ-
ence of Subnational Economic Importance, stemmed only from a few nationally
important industries with subnational bases, the cross-validation errors of model 1
would not be lower than those that take into account an industry’s role in the
national economy. The lower cross-validation errors of model 1 compared to model
2 indicate that subnational interests better explain protection over a wide range of
products and industries.

The statistical significance of Subnational Economic Importance, and the supe-
rior fit of model 1 are not the only evidence that subnational economic interests
influenced the structure of the CET. When subnational economic interests influ-
ence policy outcomes, policies are less likely to consider aggregate national welfare,
and the terms-of-trade effects of protection should not influence the structure of the
CET. As expected, across all models, the coefficients for Import Demand Elasticity
are statistically insignificant. This provides evidence that the structure of the CET
was not significantly influenced by aggregate welfare effects and suggests that the
CET catered to parochial interests.
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Across all models, products characterized by higher levels of II'T benefited from
greater protection. The incentives for firms to form and support industrywide
organizations are contradicted by II'T. Lacking the size and organization to penetrate
the executive branch, individual firms tend to seek representation through their leg-
islators. When policymakers cater to geographically specific constituencies, individ-
ual firms and industries that are important at the subnational level are more likely
and better able to lobby for protection, which increases the likelihood of protection
for protected goods characterized by higher levels of IIT. As such, the positive and
significant coefficients of / TT, suggest that subnational economic interests shaped
Mercosur’s CET.

CONCLUSIONS

The creation, maintenance, and evolution of Mercosur have largely been seen as a
top-down process dominated by presidents. This research argues that subnational
economic interests directly influenced the structure of Mercosur’s CET by shaping
the domestic winsets of member countries. Protection was granted to industries of
relative subnational importance because the welfare of those industries influenced
the policy preferences of the legislators who ratified Mercosur. The structure of the
CET was clearly influenced by domestic interests that had deep roots in the subna-
tional economies where voters live and work.

The quantitative analysis of Mercosur’s CET indicates that subnational eco-
nomic interests influenced the structure of the CET. The statistically insignificant
coefficients for Import Demand Elasticizy indicate that policymakers were indifferent
to aggregate welfare effects of the CET, suggesting a need to cater to subnational
economic interests. The positive association between //7 and protection suggests
that firms often lobbied individually and, given the difficulty for individual firms to
penetrate the executive branch, that they used their access to legislators to influence
trade policy. The statistical and substantive significance of Subnational Economic
Importance, indicates that the structure of subnational economies influences which
industries received protection and that relatively important industries at the subna-
tional level have greater political clout.

These results not only provide a clearer understanding of the role of domestic
interests in the creation of Mercosur, they also inform the evolution of the agree-
ment. There is no reason to believe that policymakers’ sensitivity to subnational eco-
nomic interests began or ended with the negotiation of the CET. It makes sense that
subnational interests also influenced Mercosur’s negotiations with other countries
and economic blocs. Legislators’ need to provide direct benefits to their geographi-
cally specific constituencies provides subnational economic interests with significant
influence over the evolution of Mercosur and has helped generate and maintain a
particularly shallow form of integration.

The decision to create Mercosur may have been a reaction by presidents to
changes in the international environment and domestic macroeconomic condi-
tions, but it would be incorrect to assume that the same factors that led to its cre-
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ation also determined its structure and evolution. Mercosur’s failure to evolve and
expand clearly stems from domestic factors (Malamud 2013). The lack of support
for further integration may stem directly from the entrenchment of subnational
economic interests behind the CET. Legislators seeking to protect their con-
stituents may hinder executives’ ability to form the political coalitions necessary for
further liberalization.

While the aggregate welfare of member countries may benefit from the estab-
lishment of a true customs union, further liberalization, greater integration with the
rest of Latin America, or the successful negotiations with the EU, powerful and
entrenched subnational interests probably present insurmountable hurdles in attain-
ing these goals. Sensitivity to the economic interests of specific geographic con-
stituencies significantly restricts the flexibility of negotiated outcomes by allowing
small economic groups to influence and hold hostage negotiations because of their
importance to subnational representatives.

In countries like Argentina and Brazil, as well as India, Mexico, and the Philip-
pines, where the interests of subnational constituencies play a significant role in pol-
itics, we cannot fully understand trade policy without a clear understanding of how
the constellation of subnational economic interests influences the political feasibility
of policies. As long as electoral politics are dominated by regionalized, nonprogram-
matic political parties elected in territorially specific geographic constituencies, we
should not expect the influence of these interests to dissipate.

NOTES

I would like to thank Umut Aydin, Julieta Sudrez Cao, Soo Yeon Kim, three anonymous
reviewers, and the editors of this journal for their helpful comments and insights. Earlier ver-
sions of this paper were written while visiting Reed College. This research is framed within
the Millennium Nucleus for the Study of Stateness and Democracy in Latin America, project
No. RS§130002.

1. The term regionalization is used instead of decentralization (nationalization) to focus
on how local parties organize themselves and the degree of control that national party leaders
have over provincial (state) parties. The term also helps distinguish the organizational logic
of local sections of the party from the more common definition of nationalization: the extent
to which parties compete with similar strength across subnational constituencies.

2. Magaloni et al. (2007) distinguish only between clientelism and public goods in their
discussion of “portfolio diversification,” but candidates and parties may also use targeted
redistributive policies and club goods.

3. See Caves 1976; Fordham and McKeown 2003 for a discussion of the use of an
industry’s geographic concentration as a measure of importance.

4. Other weights were used, and the results can be found in the web appendix. Sectors
with fewer than 20 tariff lines have been excluded from the analysis.

5. Brazil’s states are separated into five regions: Center-West, Northeast, North, South-
east, and South. See the web appendix for a full list of industrial sectors under consideration.

6. A multilevel tobit model is used to account for the CET’s lower (0 percent) and
upper (20 percent) limits. Clustered standard errors are unavailable for multilevel tobit

models in STATA.
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7. GDP, is rescaled to avoid negative logged values. See the web appendix for further
discussion of this measure. Because of their size, Paraguay and Uruguay are considered a
single “subnational” unit (7 = 1). See the data sources.

8. There is no reason to believe that the characteristics of a product or of an industry
have a linear relationship with protection. An extra million dollars of production has a greater
impact on a small industry than on a very large industry. In the same way, highly competitive
industries gain little from an increase in their RCA. For this reason, the log values of Subna-
tional Productionl., Pmductioni, and Wages,, are used. Given that RCA , can take the value of
zero, the inverse hyperbolic sine (asinh) is used.
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