
THE WORLD BANK ECONOMIC REVIEW, VOL. 12, NO. 2: 297-320

Endogenous Tariff Formation:
The Case of Mercosur

Marcelo Olarreaga and Isidro Soloaga

Mercosur appears as an interesting case study for analyzing the determinants of excep-
tions in regional trade agreements. Its member countries—Argentina, Brazil, Para-
guay, and Uruguay—intended to make Mercosur a full customs union by January
1995. This goal turned out to be too ambitious, and the Protocol of Ouro Preto and
other agreements signed in December 1994 led to a hybrid solution. Overall, out of a
total of 9,119 tariff lines, around 30 percent are subject, in at least one member coun-
try, to either external deviations from the common external tariff or internal devia-
tions from free trade. Thus an important set of holes remains under the existing agree-
ment, leading some authors to consider Mercosur an incomplete customs union.

This article compares the results of the theoretical literature on endogenous tariff
formation with evidence from Mercosur. The results show that Mercosur's common
external tariff and member countries' deviations from it and from internal free trade
can be explained by sector or industry lobbying as predicted by the endogenous tariff
literature. If a viable political economy is a key to success, then Mercosur is here to
stay.

Several analysts argue that regional trade agreements (RTAs) allow for more
far-reaching liberalization, in a regional context, than multilateral trade agree-
ments. Some suggest that the North American Free Trade Agreement or the
European Community would not have achieved their degree of intrabloc liber-
alization if member countries had relied on multilateral negotiations because
smaller groups find it easier to agree. Although it seems theoretically valid,
Hoekman and Leidy (1992) challenge this view on empirical grounds. They
argue that the same political forces that block far-reaching liberalization in the
multilateral context are also present in regional negotiations and that the out-
comes are relatively similar.

Mercosur appears as an interesting case study for analyzing the determinants
of exceptions ("holes" in Hoekman and Leidy's terminology) in RTAs. Mercosur's

Marcelo Olarreaga is with the Economic Research Division at the World Trade Organization, Geneva,
and the Centre for Economic Policy Research in London. Isidro Soloaga is with the Agricultural and
Economic Resources Department at the University of Maryland and the Development Economics Research
Group at the World Bank. The authors thank Olivier Cadot, Jaime de Melo, Isidoro Hodara, Maurice
Schiff, Alan Winters, and three anonymous referees for thorough discussions and suggestions. They are
also grateful to Sanoussi Bilal, Gary Pursell, and David Tarr for helpful comments on an earlier version.
This article was produced as pan of the World Bank Development Economics Research Group's research
program on regionalism and development.

O 1998 The International Bank for Reconstruction and Development/THE WORLD BANK

297

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

wb451538
Typewritten Text
77269



298 THE WORLD BANK ECONOMIC REVIEW, VOL. 12, NO. 2

member countries—Argentina, Brazil, Paraguay, and Uruguay—intended to make
Mercosur a full customs union (a common market as specified in the Treaty of
Asuncion) by January 1995. This goal turned out to be too ambitious, and the
Ouro Preto protocol and other agreements signed in December 1994 led to a
hybrid solution. A common external tariff (CET) was established, but countries
were allowed to deviate (upward and downward) in some tariff lines until the
beginning of the next century. Intra-Mercosur free trade has not been achieved.
Overall, out of a total of 9,119 tariff lines, around 30 percent are subject, in at
least one member country, to either external deviations from the CET or internal
deviations from free trade. Thus an important set of holes remains under the
existing agreement, leading some authors to consider Mercosur an incomplete
customs union.

This article compares the results of the theoretical literature on endogenous
tariff formation with evidence from Mercosur. Does Mercosur's CET reflect sec-
tor or industry lobbying? Are member-country deviations from the CET and from
internal free trade consistent with the literature's predictions? The answers to
these questions may provide some insight about the potential durability of the
Mercosur agreements. Tariffs and trade agreements are subject to change, but if
today's Mercosur structure of protection and its expected evolution to the CET
(and internal free trade) reflect the interests of the private sector and average
voters, then Mercosur will face fewer political challenges and may be politically
viable in the long run.

To our knowledge, this article is the first attempt to explain empirically de-
viations from the CET and from free trade within an RTA. It also analyzes the
structure of the CET in light of recent findings in the theoretical literature on the
endogenous formation of trade policy. It emphasizes these new theoretical re-
sults in the empirical sections.

Section I describes'Mercosur's tariff structure and deviations from the final objec-
tives of internal free trade and a CET. Section II discusses the theoretical literature's
predictions. Section in sets out the empirical model to be tested, and section IV
presents the empirical results. Section V offers some concluding remarks.

I. SOME FACTS ABOUT MERCOSUR

The Treaty of Asuncion, signed in March 1991, established a framework for
achieving a common market among Argentina, Brazil, Paraguay, and Uruguay,
known as Mercosur. The region represents 75 percent of the gross domestic
product (GDP) of South America (excluding Guyana), 60 percent of its popula-
tion, and 65.percent of its geographic area. This makes Mercosur geographically
the largest customs union in the world. Mercosur's geographic area is almost
four times larger than that of the European Union. Its GDP per capita in 1994
was around $3,800.

The relatively small size of member countries' national markets (Paraguay's
GDP is smaller than that of the canton of Geneva) was obviously an important
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factor calling for regional integration. Mercosur's internal market remains rela-
tively small (around half of France's GDP). Its member governments recognize
the necessity of employing Mercosur's market as a tool to integrate their econo-
mies into the world economy. The governments have made an official commit-
ment to further trade liberalization.

Mercosur signed free trade agreements with Bolivia in December 1996 and
Chile in October 1996. Bolivia cannot enter Mercosur as a full member because
it has been a member of the Andean Pact (recently renamed the Andean Com-
munity) since its beginnings. Chile, which has a uniform tariff structure, was not
interested in adapting to Mercosur's nonuniform CET structure. In December
1995 Mercosur signed a Framework Cooperation Agreement with the Euro-
pean Community, which, among other things, is intended to lead toward recip-
rocal liberalization of all mutual trade. Apparently, even China and Russia have
approached Mercosur authorities to engage in bilateral trade agreements.

Since the agreement was signed, intraregional trade has increased at an aver-
age rate of 28.5 percent a year. The increase represents three times the rate of
growth of the region's total trade and five times the rate of growth of world
trade (Mercosur Secretariat 1996).

Table 1 gives the World Bank's indicator for Mercosur's rate of integration
with the world, Mercosur, and the rest of the world. This indicator is calculated
as the difference between the rate of growth of total trade and the rate of growth
of GDP. Mercosur's GDP grew at an average rate of 1 percent in the 1980s and 3.8
percent in 1991-95. For Mercosur's member countries, the rates of integration
with the world and with Mercosur were 10 times larger in 1991-95 than in the
1980s. Thus Mercosur has been a success in terms of volume of trade.

The Treaty of Asuncion established nontrade-related objectives including co-
ordination of macroeconomic and investment policies and free factor mobility.
Member governments also see as important objectives cooperation in education
and transport policies and consolidation of the democratic process in the region.
Moreover, as suggested by Schiff and Winters (1997), trade within Mercosur
may reduce regional tensions in the framework of the nonaggression pact signed
by Argentina and Brazil. From the last column of table 1, in absolute terms, the
rate of regional integration has increased twice as much as the rate of integra-
tion with the world. This may be explained by the fact that Mercosur members
are geographically natural trading partners, that is, close neighbors. Yeats (1997)

Table 1. Mercosur's
Region

World
Mercosur
Rest of the

Rate of Integration,
1980-90

1.1
2.4

world 0.9

1980-90 and
1991-95

13.1
24.7
11.0

1991-95
Change

12.0
22.3
10.1

Note: The Mercosur countries are Argentina, Brazil, Paraguay, and Uruguay. The rate of integration
is estimated as the difference between total trade and GDP growth.

Source: Mercosur Secretariat (1996) and Camara de Industrias del Uruguay (1996).
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provides an alternative explanation based on internal and external tariff
discrimination.

The Protocol of Ouro Preto and other agreements signed in December 1994
quantified objectives and completed procedures for establishing the customs union
aspects of the proposed common market. The governments negotiated a CET for
all products but implemented it for only 75 percent of the total tariff lines in
1995. The remaining 25 percent includes mainly capital goods, computer prod-
ucts and telecommunications equipment, automobiles, and sugar, for which spe-
cial regimes have been negotiated. Convergence to the CET should be achieved at
the latest by the year 2006 for telecommunications equipment. For sugar and
automobiles, there has been no agreement on dates for final convergence. A list
of other goods—a maximum of 300 tariff lines from a universe of 9,119 (3.3
percent) for Argentina, Brazil, and Uruguay and a maximum of 399 (4.3 per-
cent) for Paraguay—should also converge to the negotiated CET by the year 2000.
Total deviations from the CET represent 16.9 percent of all tariff lines for Argen-
tina, 17.6 percent for Brazil, 23.0 percent for Paraguay, and 21.0 percent for
Uruguay. Because the CET has been implemented for 75 percent of the tariff
lines, most member-country deviations from the CET occurred for the same items
(essentially under the special regimes).

Deviations from the CET go beyond the ones specified at Ouro Preto; they
include dozens of special regimes allowing for tariff-free or tariff-reduced im-
ports as part of several promotional schemes existing in the member countries.
This is a result of preexisting preferences granted to other members of the Latin
American Integration Association (LAIA), except Chile and Bolivia, where recent
agreements have regionalized concessions formerly granted by individual
Mercosur countries, or the peculiar status of Manaos and Tierra del Fuego (tax-
free areas) that has been preserved until 2013. To make things harder, Mercosur
has made little progress in applying a truly common external trade policy. More-
over, a certain number of import quotas are still in place at the national level, in
spite of the commitment taken in the Treaty of Asuncion to eliminate quantita-
tive barriers to trade or to harmonize them when necessary, as for example
within the Multifibre Arrangement of the World Trade Organization (WTO).
However, due to the lack of reliable data, this article only analyzes the Ouro
Preto tariff agreements.

The textile sector illustrates the differences from the CET. Argentina as-
sesses tariffs for more than 600 textile items, employing "minimum specific
duties" that result in specific duties for the lower price range and ad valorem
duties for the top of the price scale. These duties are under WTO examination,
at the request of the United States. Uruguay assesses tariffs for more than
100 textile items using "precios mfnimos de exportacion" that result in a
combination of variable levies, specific duties, and ad valorem tariffs (see
Changanaqui and Messerlin 1994). Brazil originally included a number of
textile tariff items on a list of exceptions to the CET with duties up to 70
percent. It has recently begun to use the special safeguard provision of the
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textile agreement that results in quotas for specific products from specific
origins.

Article 5 of the Treaty of Asuncion calls for the elimination of nontariff re-
strictions or equivalent measures. The elimination of quantitative barriers to
trade is probably explained by the commitments made during the Uruguay Round
and not by endogenous political choice. For a discussion of the political choice
of the means of protection, see chapter 7 in Hillman (1989).

Internal tariffs (tariffs applied to imports from other member countries) pre-
exist the Ouro Preto protocol under the list of exceptions of the Treaty of
Asuncion. Almost all tariff lines outside the list of exceptions reached the Treaty
of Asuncion's target of free trade on schedule at the beginning of 1995 (see
Laird 1997). The Ouro Preto protocol decided, under what has been renamed
the "adecuacion" regime, that items in the list of exceptions should converge to
internal free trade by 1999 for Argentina and Brazil and by 2000 for Paraguay
and Uruguay. In 1996 deviations from internal free trade only corresponded to
0.2 percent of total tariff lines for Brazil, 2.5 percent for Argentina, 3.3 percent
for Paraguay, and 4.4 percent for Uruguay.

Table 2 reports average external and internal tariffs and the average CET for
1996 (simple averages of the whole and exempted universe and import-weighted
averages). The tariffs indicate that Argentina and Brazil are on average converg-
ing downward to the CET, whereas Paraguay and Uruguay are converging up-
ward to it. The simple average external tariff rates over their exempted universe
are 6.83 percent in Paraguay and 5.92 percent in Uruguay; they reach 21.39
percent in Brazil.

Mercosur's members have experienced a significant liberalization effort in
the past decade. In 1986 the average tariff was close to 80 percent in Brazil, 41

Table 2. Average Tariffs in the Mercosur Countries, 1996

Country

Argentina
Brazil
Paraguay
Uruguay
Mercosur

Average tariff
External

11.78
13.14
8.79

10.78
11.15

Internal

0.36
0.02
0.80
0.88
0.00

Average import-weighted
tar

External

13.37
15.44
5.18

11.01
11.09

iff
Internal

0.86
0.02
0.37
1.77
0.00

Average unweighted tariff
on exempt items

External'

14.33
21.39

6.83
5.92
n.a.

Internal11

11.69
10.20
24.91
19.73
n.a.

n.a. Not applicable. There are no exemptions for Mercosur.
Note: Import-weighted tariffs tend to be downward biased because sectors with high tariffs tend to

import less. For Mercosur, external tariff data are the common external tariff (CET) to be achieved once
the Ouro Preto objectives are reached; internal tariff data reflect the objective established in Ouro Preto,
that is, free trade.

a. For Argentina, 1,540 tariff lines (16.9 percent of the total universe); for Brazil, 1,605 (17.6 percent);
for Paraguay, 2,101 (23.0 percent); and for Uruguay, 1,961 (21.5 percent).

b. For Argentina, 231 tariff lines (2.5 percent of the total universe); for Brazil, 17 (0.2 percent); for
Paraguay, 293 (3.2 percent); and for Uruguay, 407 (4.4 percent).

Source: See appendix B.
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percent in Argentina, 20 percent in Paraguay, and 36 percent in Uruguay
(Mendoza 1996). Table 2 indicates that tariff levels averaged between 9 and 13
percent for 1996. Internal tariffs were particularly low for Argentina and Brazil,
calculating averages over the entire universe of more than 9,000 tariff items.
However, considering the averages over the exempted universe only, they were
close to 10 percent and reached a high of 25 percent in Paraguay. These internal
tariffs may be subject to some discussion, as suggested by an anonymous referee.
Smuggling accounts for a large share of Paraguay's trade. Connolly, Devereux,
and Cortes (1995) estimate that the unreported trade in Paraguay accounts for
58 percent of its total exports. However, the convergence to internal free trade
will reduce the incentives in Paraguay to smuggle goods to its larger neighbors.

Figure 1 illustrates deviations from the negotiated CET in percentage points in
Argentina, Brazil, Paraguay, and Uruguay for the 27 sectors of the International
Standard Industrial Classification (ISIC) three-digit codes. (See appendix A for
the sectors and appendix B for data sources.) The negotiated CET differs from
the external tariff due to national exceptions. Figure 1 shows that Argentina
tends to deviate upward for wearing apparel, footwear, furniture, paper and
paper products, printing and publishing, plastic products, and iron and steel.
Argentina is relatively close to the CET for the rest of the ISIC three-digit classifi-
cation. Brazil deviates upward for footwear, plastic products, machinery, elec-
tric machinery, and transport equipment and remains close to the CET for the
rest of the ISIC three-digit classification. Paraguay deviates upward for wearing

Figure 1. Deviations from Mercosur's Common External Tariff, 1996

Percentage points

• Argentina
• Brazil
• Paraguay
• Uruguay

Industrial sector, by isic product code

Note- See Appendix A for the industries corresponding to the ISIC product codes.
Source: Authors' calculations.
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apparel, footwear, and wood products. Uruguay deviates upward for textiles,
wearing apparel, and nonmetallic mineral products. Paraguay and Uruguay de-
viate downward for machinery, electric machinery, transport equipment, and
professional and scientific equipment.

Figure 1 also shows the asymmetry between the deviations in Brazil and the
deviations in Paraguay and Uruguay for the last four products of the ISIC three-
digit classification. Indeed, Brazil is a relatively large producer of these products
and deviates upward from the CET, whereas Paraguay and Uruguay are rela-
tively small producers and deviate downward from the CET. Not surprisingly,
these products have been relatively sensitive in the Mercosur negotiations on the
CET. These industries mainly correspond to the sectors where special regimes
have been negotiated, for example, automobiles, computer products, and capi-
tal goods. Uruguayan negotiators apparently put great effort in trying to lower
the CET on capital goods because Uruguay's external tariff was set at zero for
most of these products before the Ouro Preto negotiations.

Internal deviations from free trade for the four member countries are illus-
trated in figure 2. Brazil's deviations are almost nonexistent at this level of ag-
gregation. Argentina, Paraguay, and Uruguay have relatively high internal tar-
iffs. Internal deviations seem to be more important for the seven categories of
items from textiles to paper and paper products (see appendix A), with a high of
9 percent for footwear in Paraguay. Internal tariffs are also relatively high for
iron and steel and transport equipment in Argentina.

In general, tariff levels may seem relatively low, but these are simple average
tariffs at a high level of aggregation (27 sectors). For example, using the two-
digit harmonized system that includes 97 sectors, Brazil's external tariff is 70
percent for articles of apparel and clothing and 50 percent for vehicles, foot-
wear, and prepared vegetables. Internal deviations from free trade reach a high

Figure 2. Deviations from Internal Free Trade, Mercosur, 1996

Percentage points

H •

7 •

6 •

5 •

4

3 •

2 •

1

0

• Argentina
• Brazil
• Paraguay
• Uruguay

i
Industrial sector, by ISIC product code

Note: See Appendix A for the industries corresponding to the ISIC product codes.
Source. Authors' calculations.
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of 28 percent for vehicles in Argentina and for articles of apparel and clothing in
Argentina, Paraguay, and Uruguay.

n. PREDICTIONS OF THE ENDOGENOUS TARIFF LITERATURE

The theory of endogenous protection describes how a combination of agents'
preferences on trade policy and the weight given to different groups' preferences
on policy determination may translate into deviations from first-best trade poli-
cies. This literature is extremely rich and has followed different approaches.
Rodrik (1995) reviews the empirical and theoretical literature, and Rama (1994)
provides an empirical application to the region. For alternative approaches to
the theory of endogenous protection based on social insurance, see, for example,
Hillman (1989).

As recently suggested by Helpman (1995), however, the different approaches
tend to generate the same predictions. This section summarizes the main results
of the theoretical literature, starting with the general results, then turning to the
new predictions of the theoretical literature on the endogenous formation of
RTAS.

General Results

Here we focus on seven predictions of the correlates of expected cross-sectoral
variations in tariff protection. These results are well documented in the empiri-
cal literature on endogenous tariff formation (see Rodrik 1995). However, both
the theoretical and empirical results are somewhat partial equilibrium results
because they do not necessarily account for simultaneity bias. For an empirical
study that accounts for the simultaneity bias between imports and tariffs, see
Trefler (1993). Other things being equal, the level of protection received by an
industry is higher if any of the seven conditions hold.

The first condition is that the level of industry concentration is high. Rodrik
(1987) provides a theoretical justification, and Trefler (1993) and Marvel and
Ray (1983) present empirical examples. This condition captures the type of free-
riding incentives in Olson (1965). However, both empirical and theoretical evi-
dence indicates that this condition need not hold. On the one hand, industry
concentration might solve the free-riding problem. On the other hand, an in-
crease in group size may result in higher contributions of the group (see Cornes
and Sandier 1996). Moreover, the theory is not well founded in empirical mea-
sures of industry concentration, as shown by Hillman (1991) and van Long and
Soubeyran (1996). Baldwin (1984) presents ambiguous evidence on the relation
between protection and industry concentration. Bilal (1995) reviews the litera-
ture on seller concentration and protection. In general the literature presumes
that industry concentration leads to higher levels of protection, and this is con-
firmed in section IV.

The second condition is that the import penetration ratio is low. The lower
the import penetration ratio, the lower is the relative weight of consumers com-
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pared with producers in the government's objective function.1 Grossman and
Helpman (1994) provide a theoretical justification for this condition. This result
has been generally challenged on empirical grounds, as discussed by Rodrik
(1995). For empirical examples, see Anderson (1980) or Finger and Harrison
(1994).

The third condition is that the proxy for. input sales—the share of sector pro-
duction that is purchased by other sectors as intermediates—is low. Cadot, de
Melo, and Olarreaga (1997) provide a theoretical justification for this condi-
tion, and Ray (1991) and Marvel and Ray (1983) present empirical examples.
This condition captures lobbying rivalry. If sector / purchases goods from sector
i, then sector / will counter-lobby any increase in sector i's level of protection.
Thus the higher the share of sector i production that is purchased by other sec-
tors, the smaller is the endogenous tariff. As long as consumers are not orga-
nized, other things being equal, consumer goods receive higher levels of protec-
tion than intermediate goods.

The fourth condition is that the labor/capital ratio is high. For empirical evi-
dence, see, for example, Finger and Harrison (1994) and Rodrik (1995). Cadot,
de Melo, and Olarreaga (1997) explain this condition. They show that tariffs
are higher in sectors where the share of capital remuneration in value added is
large, after introducing lobbying rivalry in the labor market. A higher labor/
capital ratio, other things being equal, has two opposing effects on the share of
capital remuneration in value added. On the one hand, the direct effect tends to
reduce it, because a higher labor/capital ratio obviously implies a smaller capi-
tal/labor ratio. On the other hand, a higher labor/capital ratio implies a higher
marginal productivity of capital relative to labor, which in turn raises the share
of capital remuneration in value added. Under suitably general conditions, the
latter effect dominates the former if the elasticity of substitution between labor
and capital is smaller than 1 (which is a generally accepted value in the empirical
literature).2

The fifth condition is that the share of intraindustry trade is small. Cadot, de
Melo, and Olarreaga (1997), Levy (1997), and Marvel and Ray (1987) provide
theoretical explanations; Marvel and Ray (1987) provide an empirical example.
Cadot, de Melo, and Olarreaga (1997) argue that the larger the share of
intraindustry trade in total trade, the larger is the elasticity of import demand
for goods produced in the domestic economy. Following the Ramsey pricing
rule, this larger elasticity will make the tariff lower because the efficiency cost of
a tariff is relatively large compared with the producers' gain. Marvel and Ray

1. To see this, mJy = {c-y) I y = (c / y) - 1, where m denotes imports (or net imports), c is consumption,
and y is the level of production.

2. In a two-factor sector, the share of capital remuneration in value added is given by: b = rk I
[rk + wl) + 1 / [(wll rk) + 1], where r is capital wage, k is the amount of capital, w is labor wage, and /
is the amount of labor. Then 3b / d(l I k) = |1 / [(wl I rk) + I])2 \w/\r(\ + s)]), where s is the elasticity of
substitution between labor and capital and the right-hand side is larger than zero if Isl < 1. The empirical
estimation of the elasticities of substitution between labor and capital generally yield values below 1.
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(1987) suggest an alternative explanation based on intermediate inputs and
counter-lobbying. They argue that intraindustry trade essentially arises among
producers (who purchase intermediate goods), and because producers are more
concentrated than consumers, they tend to be more efficient in combating pro-
tectionist pressures. Levy (1997) argues that an increase in intraindustry trade
benefits all agents, whereas an increase in interindustry trade has the usual Stolper-
Samuelson redistributive effects and therefore is subject to more conflict and
higher lobbying pressures.

Assuming that labor markets are segmented in the sense that labor is better
conceived as being mobile across a particular group of industries than across the
economy as a whole, two additional conditions are relevant. The level of protec-
tion received by an industry is higher if either the sixth or the seventh condition
holds.

The sixth condition is that the equilibrium wage in the sector is low. Cadot,
de Melo, and Olarreaga (1997) provide a theoretical justification, and Anderson
and Baldwin (1987) and Ray (1991) provide empirical examples. Cadot, de Melo,
and Olarreaga (1997) show that the optimal endogenous tariff for each sector is
positively related to the share of specific capital in total sales. The larger the
wage in sector / (controlling for output and labor/capital ratios), the smaller is
the share of capital in total sales and therefore the smaller are the incentives to
lobby in the political game.

The seventh condition is that the share of labor in this sector is large relative
to total employment in the economy. Cadot, de Melo, and Olarreaga (1997)
provide a theoretical justification, and de Melo and Tarr (1994) present an em-
pirical example. If labor unions are organized, then the share of employment in
the sector will be larger, the larger is the political weight of this sector's labor
union. Alternatively, it may be the case that votes matter and that a high labor/
capital ratio indicates the presence of voters (see, for example, Potters, Sloof,
and van Winden 1997).

New Results on the Endogenous Formation of RTAs

The endogenous trade policy literature has recently shed some light on the
endogenous formation of RTAs. (There are other results in that literature that are
not subjected to testing here; see, for example, Cadot, de Melo, and Olarreaga
1996, Ethier 1996, Hillman, Long, and Moser 1995, and Winters 1996 for a
review.) The two results that are to be examined in the empirical section are
listed here.

First, Grossman and Helpman (1995) suggest that deviations from internal
free trade in RTAs are more likely to occur in sectors where trade creation is
more likely. This is explained by two interrelated forces. First, and perhaps
most important, from the perspective of the importing country, the political
cost of trade diversion is higher than the political cost of trade creation. This is
due to the fact that trade creation entails larger domestic price reductions in
the importing country than trade diversion, others things being equal. (Alter-
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natively, one can argue that trade-creating sectors create the import competi-
tion that harms the domestic producers' interests in a country and that are
accordingly resisted by protectionist pressures if the endogenous deviations
from internal free trade are determined by the producers' interests.) Second,
and for the same reason, from the perspective of the exporting country, the
political gains (producer gains) are higher in the case of trade diversion than in
the case of trade creation. Thus, when countries negotiate over which sectors
to exclude from internal free trade, they prefer to create exceptions for trade-
creating sectors that would result in higher costs for the importing country
and lower gains for the exporting country.

To illustrate the factors that influence the political costs of trade creation
and trade diversion, assume that the production of an exporting country in an
RTA is sufficiently large to satisfy the whole demand at world prices for an
importing country in the RTA. After the RTA is formed, domestic prices in the
importing country drop to world levels, which implies that producer surplus
in the import-competing industry is significantly reduced if this industry was
protected before the RTA is formed. By contrast, exporters in the RTA partner
receive the same price as before. If industry directly links its political contribu-
tions to the price that producers receive, such a trade-creating RTA may have
high political costs. The political cost would be smaller if the exporting coun-
try could not satisfy its partner market at world prices, in which case producer
prices in the RTA may be above world prices and some trade diversion may
exist. The idea is that trade creation, unlike trade diversion, offers no extra
benefits to the exporting producer. Ray (1987) indirectly tests this result for
the U.S. preferential agreements. He shows that these agreements have failed
to offset the protectionist bias in the United States against competitive imports
from developing countries.

Thus the first new result to be verified is that trade-creating sectors tend to be
exempted from internal free trade.

Cadot, de Melo, and Olarreaga (1996) suggest that the negotiated CET in a
customs union is a weighted sum of member countries' politically optimal tariff
vectors. The endogenous weight given to country / in the determination of the
CET in sector i equals the size of sector i in country / relative to its size in other
member countries. A country with large output in one particular industry would
lobby more aggressively to protect its large industry in the negotiations for a
CET. Technically, this result occurs because lobbies determine their contribu-
tions such that the marginal gain from a tariff increase equals its marginal cost.
The marginal gain is given by the derivative of the profit function with respect to
prices, which, in a competitive environment, equals the level of production (by
Hotelling's lemma).

Thus the second new result to be tested is that the CET is determined by the
production-weighted sum of the political economy variables in member coun-
tries. The CET in sector i mainly reflects the preferences of the member country
that has the largest level of production in sector i.
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For other new results in the literature that are not tested here, see, for ex-
ample, Cadot, de Melo, and Olarreaga (1996); Ethier (1996); Hillman, van Long,
and Moser (1995); and Winters (1996).

III. THE EMPIRICAL MODEL

The first step of the empirical study is to verify that a set of Mercosur's politi-
cal variables can explain the structure of Mercosur's CET. The CET equation is:

(1) log CET, = a0 + JT a* log

where subscript / refers to the industry (from the 27-industry aggregation of the
ISIC three-digit classification, see appendix A); CETj is the CET in sector /'; as are
parameters; &, is the share of country / = A (Argentina), B (Brazil), P (Paraguay),
or L7 (Uruguay) in total production of good / in Mercosur; PV1,^ is the political
economy variable k in sector i in country /; and u,,- is the error term. The political
economy variables are listed in appendix C, along with an explanation of how
the variables are constructed and their expected signs. The weights given to each
country's political variables should not be imposed but should be estimated
empirically (Cadot, de Melo, and Olarreaga 1996). However, given the lack of
industrial data at a high level of aggregation, this is empirically infeasible. In
section IV we discuss some alternative determinations of the CET.

The second step is to verify that member countries' deviations from the CET
can be explained by deviations in the political structure of each country from
Mercosur's political structure (weighted averages). The equation to be estimated
for each country is:

FT PV'

where ET't is the external tariff in country / for sector ;'. There are four CET-
deviation equations to be estimated, one for each member country.

The last step is to verify that member countries' deviations from internal free
trade can also be explained by the political structure of each member country.
The equation to be estimated for each country is:

(3) log IT/ = Y0 + J r i »og PVh + yn+1TC/ + u{

where IT', is country ;'s internal tariff in sector /', and TC{ is the expected level of
trade creation in the importing country / in sector /. Ideally, there are four inter-
nal tariff equations to be estimated, one for each country.
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IV. RESULTS

There are nine equations to be estimated. Equation 1 determines the CET, equa-
tion 2 (for the four countries) determines member countries' deviations from the
CET, and equation 3 (for the four countries) determines member countries' devia-
tions from internal free trade. Because the error terms in these different equations
turn out to be correlated, we use a seemingly unrelated regressions (SUR) tech-
nique. The correlation between the error terms is probably due to omitted vari-
ables, like the influence that the World Bank, the International Monetary Fund, or
the WTO may have over trade policy and other environmental variables in these
countries. However, the industrial data lack disaggregation: each member country
has only 27 sectors (observations). Therefore, a panel estimate for external devia-
tions from the CET and internal deviations from free trade seems more appropri-
ate. We estimate these panel regressions using a SUR technique. Panel estimation is
not possible for the CET because, by definition, the CET is common to all member
countries. We estimate equation 1 using a SUR technique including the external
and internal deviation equations for each country. All equations are estimated
over the whole tariff universe (that is, the full range of tariff lines aggregated to the
27 sectors of the ISIC three-digit classification).

The endogenous variables in all equations reported here are import-weighted
average tariffs. The explanatory power of the whole set of regressors improves in
all equations when import-weighted tariffs are used rather than simple averages to
translate the eight-digit harmonized tariff system data into the three-digit classifi-
cation system of the United Nations Industrial Development Organization (UNIDO;

see appendix A for sectors and appendix B for details on data). The results of the
analysis exclude primary products and only correspond to industrial products. In
the four member countries, industrial imports account for no less than 80 percent
of total imports. All regressions are run in a double-log form except for the net
import penetration term (which can take negative values).

Determining Mercosur's CET

This section explores alternative determinations of the CET to test indirectly
the prediction that the relevant variables in the determination of the CET are the
production-weighted political economy variables (Cadot, de Melo, and Olarreaga
1996). It then reports the SUR estimation of the CET equation.

ALTERNATIVE DETERMINATIONS OF THE CET. TO examine alternative deter-
minations of Mercosur's CET, we test whether the Mercosur political variables
have a better explanatory power than any other combination of member countries'
political variables. To this end, we use the Davidson and MacKinnon (1981) /
non-nested test. (An unfortunate feature of this test is that, in testing whether
one set of regressors is more appropriate than another, it allows rejection or
acceptance of both sets of regressors.)
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Table 3 gives results of the Davidson and MacKinnon test. The first row, for
example, tests the hypothesis that Argentina's political economy variables taken
alone are as appropriate a set of regressors as Mercosur's weighted average of
political economy variables. In the first column, we report the ^-statistic coeffi-
cient obtained for the first hypothesis, that is, assuming that Argentina's politi-
cal economy variables are a better set of regressors than Mercosur's. In the sec-
ond column, we report the ^-statistic coefficient obtained for the second
hypothesis, that is, assuming that Mercosur's political economy variables are a
better set of regressors than Argentina's. In the case of Argentina, the first hy-
pothesis can be rejected, whereas the second hypothesis cannot be rejected with
99 percent confidence. This implies that Mercosur's set of regressors has better
explanatory power. When both ^-statistics are statistically significant or insig-
nificant, the test is inconclusive. When only one of these tests is significant,
a conclusion can be drawn. The last column in table 3 specifies the better-
performing sets of regressors.

Two main conclusions follow from the results of the Davidson and MacKinnon
non-nested tests for the determination of the CET. First, Mercosur's political
variables (weighted averages) have a higher explanatory power than those for
Argentina, Paraguay, or Uruguay taken one by one. Mercosur's political vari-
ables also have greater explanatory power than any combination of these three
countries. Second, the analysis does not reject the hypothesis that the set of
regressors for Brazil by itself, or any combination that includes Brazil, is as ap-
propriate as Mercosur's political economy variables (weighted averages). This
result from the non-nested tests indicates that Brazil had an important role in
determining Mercosur's CET. Because Brazil represents, in all sectors, at least 70
percent of Mercosur's production, it is not surprising that the CET closely reflects
Brazil's interests.

These results may be seen as an indirect test of the proposition that the CET
should reflect a production-weighted average of member countries' political vari-

Table 3. The Explanatory Power of Different Sets of Political Economy
Variables in Determining Mercosur's Common External Tariff

The political economy variables that are
assumed to be the better set of regressors jf,e better-performing

Country Country set Mercosur set set of regressors

Argentina 0.69 3.47"* Mercosur
Brazil 0.91 1.06 Inconclusive
Paraguay 1.44 3.85"* Mercosur
Uruguay 0.37 3.46'" Mercosur
Argentina and Brazil 1.13 1.47 Inconclusive
Argentina, Paraguay, and

Uruguay 0.33 2.49" Mercosur

* * Significant at 95 percent.
*** Significant at 99 percent.
Note: Results are based on Davidson and MacKinnon (1981)/ non-nested tests.
Source: Authors' calculations.
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Table 4. Estimation of the Common External Tariff for Mercosur
Regression including Regression including only

Variable" all variables significant and robust variables

2.49"*
(6.57)
0.58"*

(3.74)
-0 .41 '

(-1.77)
0.14"

(2.02)

Constant

Labor/capital ratio

Wage

Industry concentration index

Net import penetration ratio

Input sales proxy

Labor union proxy

Intraindustry trade proxy

R2

F-test of SUR
Number of observations0

2.47
(6.26)
0.67*

(3.42)
-0.40*
(-2.02)

0.21*
(2.37)
0.43b

(1.23)
-0.33b

(-0.84)
0.06b

(0.57)
0.03b

(0.42)
0.58
222"

27

0.51
224"

27

* Significant at 90 percent.
** Significant at 95 percent.
*** Significant at 99 percent.
Note: The dependent variable is log (CET). All independent variables are in logs except for the net

import penetration ratio. The regression is estimated using a SUR technique. Standard errors are White-
robust, ^-statistics are in parentheses. The R2 is estimated using the covariance matrix of the residuals.

a. For variable construction, see appendix C.
b. The coefficient changes sign when performing an outlier analysis over the 27 observations.
c. The 27 observations are for the 27 industries listed in appendix A.
Source: Authors' calculations.

ables (Cadot, de Melo, and Olarreaga 1996). Therefore, in the remainder of this
article, we consider the CET for Mercosur as being the production-weighted av-
erage of member countries' political economy variables.

ESTIMATION OF THE CET. Table 4 reports the results of the SUR estimation of
the CET.3 The first column in table 4 shows the results when the regression includes
all the explanatory variables discussed in section II, whereas the second column
gives the results when only the significant and robust variables are included. It
appears that the most statistically significant variables in the determination of
the CET are the labor/capital ratio, the wage level, and the index of industry
concentration. The proxy for input sales is statistically insignificant, as are the
import penetration ratio, the labor union proxy, and the intraindustry trade
variable. All coefficients have the expected sign except for the import penetration

3. The SUR estimates for internal and external deviations are relatively less efficient than the ones
obtained with a panel technique and are not reported here.
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ratio and the intraindustry trade variable. In addition, all the insignificant variables
change signs in an outlier analysis over the 27 observations.

The explanatory power of the political variables is relatively high and ac-
counts for 58 percent of the CET total variation in the first column of table 4 and
51 percent in the regression on only the significant and robust variables.

Deviations from the CET and front Internal Free Trade

We estimate the deviation equations using a fixed-effects model and a SUR
technique. Table 5 reports the results. The overall explanatory power of the
political variables oscillates between 21 and 51 percent for internal deviations,
depending on whether industry and country dummies are included. For external
deviations, the explanatory power is 49 percent. The relatively low explanatory
power of the internal deviations regression is probably due to the fact that Brazil's

Table 5. Deviations from Mercosur Objectives, 1996

Variable'

Constant

Labor/capital ratio

Labor union proxy

Net import penetration ratio

Industry concentration index

Trade creation term

R1

F-test of SUR
Number of observations1

F on country dummies
F on industry dummies
F on all dummies

Deviations from internal free trade
Industry and

country dummies

0.14
(0.03)
-0.87
(-1.07)

2.35'"
(3.25)
-0.01

(-0.56)
1.43*

(1.71)
0.85*

(1-72)
0.51
216'"
108
1.86
1.12
1.49

No
dummies

3.45
(1-37)
-0.41

(-0.54)
2.04*"

(3.29)
-0 .02"
(-2.10)

0.08b

(0.12)
1.18'"

(4.75)
0.21
216 ' "
108

Deviations from CET,
industry and country

dummies

-0.27'
(-1.76)

0.15 '"
(2.85)
0.09"

(2.42)
0.0001"-b

(2.09)
0.11"

(2.13)

0.49
216 ' "
108
2.99"
1.69"
1.78"

* Significant at 90 percent.
** Significant at 95 percent.
*** Significant at 99 percent.
Note: CET is the common external tariff. The dependent variable is the log of the internal tariff or the

log of the external tariff/CET ratio. All independent variables are in logs except the net import penetration
ratio. The regression is estimated using a fixed-effects model and a SUR technique. Standard errors are
White-robust, r-statistics are in parentheses. The R2 is estimated using the covariance matrix of the
residuals.

a. For variable construction, see appendix C.
b. The coefficient changes sign when performing an outlier analysis over 12 potential outliers identified

following Belsley, Kuh, and Welsch (1980).
c. For each of the four countries, there are 27 industries (see appendix A).
Source: Authors' calculations.
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(and to some extent Argentina's) internal deviations from free trade are rela-
tively rare (Brazil deviates in only 3 of the 27 sectors). For the same reason, we
performed an outlier analysis following Belsley, Kuh, and Welsch (1980) to check
for the robustness of results reported in table 5.

INTERNAL DEVIATIONS FROM FREE TRADE. The first column in table 5 reports
the results of the internal deviations regression including country and industry
dummies. The second column reports results without dummies, because neither
country-specific nor industry-specific effects are significant at a 95 percent
confidence level, according to F-tests.

Industry-specific effects may be insignificant because the adecuacion regime
for internal deviations from free trade has been inherited from the Asuncion
Treaty, where no special regimes per sector existed and different member coun-
tries could deviate from internal free trade in different products. Country-
specific effects may be insignificant because this term is correlated with the trade
creation variable, given the difference in size of the domestic markets of
Mercosur's members.

The trade creation term, the labor union proxy, and the index of industry
concentration are the significant political economy variables in the explanation
of internal deviations from free trade (all above the 95 percent level, not includ-
ing dummies). The statistically significant coefficient obtained for the trade cre-
ation variable confirms Grossman and Helpman's (1995) view that sectors with
high levels of trade creation tend to be exempted from internal free trade. The
precision of the trade creation term is reduced (although the coefficient is still
significant at the 90 percent level) when dummies are introduced. This result is
probably due to the fact that the potential trade creation term is correlated with
country dummies. Given the size of its internal market, Brazil faces much lower
trade creation than the other member countries. The only significant dummy
variable is the one for Brazil, which has a negative coefficient. This result seems
reasonable because the effect of internal trade barriers should depend on the size
of the domestic market in each member country. For instance, Brazilian produc-
ers can easily inundate Uruguay's domestic markets, whereas the reverse is not
possible.

Both the import penetration ratio and the labor/capital ratio are insignifi-
cant in the first column in table 5. The labor/capital ratio is probably insignifi-
cant because Mercosur's smaller members (Paraguay and Uruguay) set the
barriers to internal free trade, and these countries tend to be relatively less
capital abundant than the larger members (Brazil and Argentina). Smaller
members set barriers in capital-intensive sectors to protect their markets from
larger members. Thus the labor/capital ratio may capture something different
than what was expected in section II. Results are reported for regressions ex-
cluding the three variables—the wage variable, the proxy for intraindustry
trade, and the proxy for input sales—that are insignificant at the 90 percent
level in all the regressions.
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DEVIATIONS FROM THE CET. The third column in table 5 reports the results of
the external deviations regression with both industry and country dummies. The
presence of both industry and country-specific effects cannot be rejected at the
95 percent confidence level. The statistical significance of industry dummies may
suggest that Mercosur members mainly deviate from the CET under the special
regimes in the industries discussed in section I. (It is not possible to introduce
dummies for these regimes given the level of aggregation of industrial data.) The
statistical significance of the country dummies suggests that different members
tend to deviate differently, as discussed in section I.

The labor/capital ratio, the index of concentration, the labor union proxy,
and the import penetration ratio are the important political economy variables
in the explanation of deviations from the CET. The import penetration ratio does
not have the expected sign, but this is a rather common empirical result, as
discussed in section II. We also introduce a variable calculated as the share of
extra-regional imports in total imports (not reported here). It corresponds to the
trade creation term in table 5, although it is defined differently than in the inter-
nal deviation equations. The idea is that high levels of extra-regional protection
may occur in sectors with high shares of imports from non-Mercosur countries.
This term is statistically insignificant; therefore we report results without in-
cluding this variable.

The labor union proxy has high explanatory power in determining the devia-
tions from internal free trade and from the CET. As the deviations were negoti-
ated within the countries, labor unions may have had more weight in determin-
ing them than in determining the CET, which was negotiated at the regional level.
Alternatively, the difference in explanatory power may indicate that the relative
size of the industry helps to explain not the formation of the CET but only devia-
tions from internal free trade and from the CET within countries.

All industry dummies have a positive coefficient (not reported here). The
dummy for the scientific equipment sector of the ISIC classification is dropped
from the regression, implying that all other sectors have a relatively higher de-
viation from the CET than that sector. The coefficient is significantly different
from zero at the 99 percent level in wood products, printing and publishing,
petroleum refineries, and transport equipment. Because these sectors do not nec-
essarily reflect the comparative advantage of Mercosur countries, the (down-
ward) convergence to the CET tariff probably tends to reduce trade diversion in
the region, as preference margins are reduced.

The downward convergence to the CET is not necessarily true for Paraguay
and Uruguay. However, these countries are relatively small trading partners com-
pared with Argentina and Brazil, and, therefore, their influence on the overall
picture can be minimized. The upward convergence of Mercosur's small mem-
bers to the CET is confirmed by the signs of the country dummies in the external
deviation equation. Indeed, the country dummies for Paraguay and Uruguay
have negative coefficients, whereas the country dummies for Argentina and Bra-
zil have positive coefficients. This confirms the fact that generally Brazil and
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Argentina are downward-converging to the CET and that the opposite is true for
the small members of Mercosur.

A striking feature of table 5 is that estimated elasticities tend to be much
higher in the internal deviations regressions than in the external deviations re-
gression. The coefficient of the labor union proxy, for example, is 20 times larger
in the internal deviations regressions. It might be that smaller members of
Mercosur tend to deviate more often than larger members (internally and exter-
nally), and lobbies in smaller members are certainly more concerned about in-
ternal barriers than external ones. In other words, it might be useless for Uru-
guayan producers, for example, to obtain a high external tariff if Brazilian
producers can enter their market without facing any barrier.

However, this result may be better explained by the statistical techniques
employed and the data structure. Internal deviations are calculated in absolute
terms because the optimal situation implies internal tariffs that are nil. Exter-
nal deviations are calculated from an optimal situation in which the CET is
always positive, and thus the endogenous variable in the external deviation
regression is taken in relative (percentage) terms. The standard deviation of
the endogenous variable in the internal deviation equation is 20 times larger
than the standard deviation of the endogenous variable in the external devia-
tion regression, which in turn may partly explain differences in the size of the
estimated coefficients. Because some results may be driven by a small number
of large deviations, we perform an outlier analysis following the procedures of
Belsley, Kuh, and Welsch (1980). The main results in all regressions are robust
to the exclusion of potential outliers (results that are not robust are noted in
tables 4 and 5).

To summarize, political variables seem to explain the deviations from the CET
and from internal free trade in Mercosur countries. Further, achieving the Ouro
Preto convergence (that is, internal free trade and convergence to the CET) would
probably make the region more trade creating and more open.

V. CONCLUSIONS

In its first five years, Mercosur achieved an important degree of integration
not only within the region but also with the rest of the world. It also succeeded
from a volume-of-trade perspective. Intraregional trade increased at an average
annual rate of 29 percent and total trade increased at 9 percent, compared with
a 6 percent increase in world trade since 1991 when the Treaty of Asuncion was
signed.

Mercosur seems to enjoy a relatively high level of protection against the
rest of the world. Its negotiated CET is around two times higher than the tariff
levels in the Organisation for Economic Co-operation and Development (OECD).
However, Mercosur's average CET as established in Ouro Preto is only 0.1
percentage point higher than Chile's average tariff (this decade's Latin Ameri-
can example) and eight times lower than Brazil's average tariff in 1986. The
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larger members of Mercosur are adjusting downward to the CET. In 1996 aver-
age external tariffs were 0.8 and 2.0 percentage points higher in Argentina and
Brazil, respectively, than in Chile. This adjustment signals a liberalizing effort.
It also indicates that the region will be more open once it achieves the Ouro
Preto objectives.

The new results of the literature on the endogenous formation of RTAs seem to
be reflected in Mercosur's structure of protection. First, as predicted by Cadot,
de Melo, and Olarreaga (1996), Brazil has an important weight in Mercosur's
tariff structure, given Brazil's significant share of Mercosur's production (and
the intergovernmental aspect of the decisionmaking process). Second, as pre-
dicted by Grossman and Helpman (1995), internal barriers to free trade tend to
be higher in the potentially trade-creating sectors. Convergence to the Ouro
Preto objective of internal free trade will therefore lead to more trade creation.
This may turn out to be a difficult process as deviations from internal free trade
reflect lobbying pressures in member countries.

The Mercosur countries need to make a serious political commitment to the
Ouro Preto objectives. However, insofar as Mercosur's tariff structure and espe-
cially the CET reflect the political economy of the member countries, they may
achieve convergence more easily. Tariffs are subject to changes, but ensuring
that they respect political preferences in member countries will facilitate con-
solidation of the integrating effort.

In sum, whether Mercosur is a step in the right direction may remain an open
question, but this article shows that Mercosur is apparently here to stay.

APPENDIX A. ISIC CODES FOR THE 27 INDUSTRIES IN THE ANALYSIS

311 Food products
313 Beverages
314 Tobacco
321 Textiles
322 Wearing apparel, except footwear

323 Leather products
324 Footwear, except rubber or plastic
331 Wood products, except furniture
332 Furniture, except metal
341 Paper and paper products

342 Printing and publishing
351 Industrial chemicals
352 Other chemicals
353 Petroleum refineries
354 Miscellaneous petroleum and coal products

355 Rubber products
356 Plastic products
361 Pottery, china, earthenware
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362 Glass and glass products
369 Other nonmetallic mineral products

371 Iron and steel
372 Nonferrous metals
381 Fabricated metal products
382 Machinery, except electrical
383 Machinery, electrical

384 Transport equipment
385 Professional and scientific equipment

APPENDIX B. DATA

The Mercosur Secretariat provided data on common external tariffs (official
tariffs for 1996, announced in December 1995). We obtained member coun-
tries' external and internal tariffs from the country governments: for Argentina,
decree no. 998/95 (December 29, 1995) and resolutions no. 649/96, 370/96,
111/96, and 735/96; for Brazil, decree no. 1767 (December 29, 1995); for Para-
guay, decree no. 12056 (December 29, 1995); and for Uruguay, decree no. 466/
95 (December 29,1995) and decrees no. 242/996, 282/996, and 316/996. Tariff
data are aggregated at the eight-digit level of the harmonized system (9,119
items). Trade data sources are national accounts (COMTRADE), also aggregated at
the eight-digit level of the harmonized system (1994 data). We obtained the best
(and more aggregated) industrial data for Mercosur countries from UNlDO's three-
digit database (average from 1987 to 1993). They are disaggregated into 27
sectors (see appendix A). To convert data from the harmonized systems into
UNIDO three-digit data, we used a filter provided by Jerzy Rozanski at the World
Bank.

APPENDIX C. VARIABLE CONSTRUCTION AND NOTATION

Endogeneity problems can be important, as suggested in a study by Trefler
(1993), because most of the exogenous variables may also be functions of tar-
iffs. Due to data restrictions, the empirical section does not deal with endogeneity
problems. All of Mercosur's political economy variables are constructed as the
sector-production-weighted sum of member countries' political variables as dis-
cussed in section II. Alternative specifications for Mercosur have been tested and
are discussed in section IV.

The following variables are used in the analysis. All variables are in logs ex-
cept for the net import penetration ratio.

• Tariffs, endogenous variables, are constructed from import-weighted
averages in the eight-digit harmonized system that correspond with the
UNIDO three-digit classification.
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• The industry concentration index is calculated as (number of firms in the
whole economy)/(number of firms in sector /'). The expected sign is positive.

• The net import penetration ratio is calculated as (imports - exports)/(gross
output). The expected sign is negative. In estimating the equations for
external tariffs, we use extra-Mercosur trade to calculate this variable,
whereas in dealing with internal deviations from free trade, we employ
intra-Mercosur trade.

• The proxy for input sales (the share of production sold to other sectors as
intermediate goods) is calculated as (value added)/(total output) in sector i
divided by the economywide average (value added)/(total output). The
expected sign is negative. The idea is that a relatively high share of value
added in total output in sector / (with respect to the economywide average)
indicates that sector i purchases a relatively small amount of intermediate
goods, which suggests that, on average, the rest of the economy purchases
a relatively high amount of good / as an intermediate. Although this is not
a good proxy, data restrictions make it impossible to construct a better
one. This may explain why the variable does not perform well in the
estimation.

• The labor/capital ratio is calculated as (number of employees)/(value added
- labor costs). The expected sign is positive.

• The intraindustry trade proxy is calculated as [(imports - exports)2/(imports
+ exports)2]0-5. As with the net import penetration ratio, intra- and extra-
Mercosur data are used when necessary. The expected sign is positive.

• Wages per sector are calculated as (labor cost)/(number of employees). The
expected sign is negative.

• The labor union proxy is calculated as (number of employees in sector /')/
(total number of employees). The expected sign is positive.

• The trade creation term is calculated as (intra-Mercosur imports)/(total
output). The expected sign is positive.

REFERENCES

The word "processed" describes informally reproduced works that may not be com-
monly available through library systems.

Anderson, Kym. 1980. "The Political Market for Government Assistance to Australian
Manufacturing Industries." The Economic Record 56(153):132—44.

Anderson, Kym, and Robert E. Baldwin. 1987. "The Political Market for Protection in
Industrial Countries." In Ali M. El-Agra, ed., Protection, Cooperation, Integration,
and Development. New York: Macmillan.

Baldwin, Richard. 1984. "Trade Policies in Developed Countries." In R. W. Jones and
P. B. Kenen, eds., Handbook of International Economics. Amsterdam: North-
Holland.

Belsley, David A., Edwin Kuh, and Roy E. Welsch. 1980. Regression Diagnostics: Iden-
tifying Influential Data and Sources of Collinearity. New York: Wiley.



Olarreaga and Soloaga 319

Bilal, Sanoussi. 1995. "The Political Economy of Regional Integration: The Demand for
Trade Protection." Working Paper 95-26. University of Birmingham, England. Pro-
cessed.

Cadot, Olivier, Jaime de Melo, and Marcelo Olarreaga. 1996. "Regional Integration
and Lobbying for Tariffs against Non-Members." CEPR Discussion Paper 1448. Cen-
tre for Economic Policy Research, London. Processed.

. 1997. "Lobbying and the Structure of Protection." CEPR Discussion Paper 1574.
Centre for Economic Policy Research, London. Processed.

Camara de Industrias del Uruguay. 1996. Boletin Estadistico Trimestral 3. Montevideo.
Changanaquf, Federico, and Patrick Messerlin. 1994. "Administered Protection: Refer-

ence Prices and Minimum Export Prices." In Michael B. Connolly and Jaime de Melo,
eds., The Effects of Protectionism on a Small Country: The Case of Uruguay. Wash-
ington, D.C.: World Bank.

Connolly, Michael B., John Devereux, and Mariluz Cortes. 1995. "The Transshipment
Problem: Smuggling and Welfare in Paraguay." World Development 23(6):975-85.

Cornes, Richard, and Todd Sandier. 1996. The Theory of Externalities, Public Goods,
and Club Goods. Cambridge, U.K.: Cambridge University Press.

Davidson, Russell, and James G. MacKinnon. 1981. "Several Tests for Model Specifica-
tion in the Presence of Alternative Hypotheses." Econometrica 49(3):781-93.

de Melo, Jaime, and David Tarr. 1994. "Industrial Policies in the Presence of Wage
Distortions: The Case of the U.S. Auto and Steel Industries." International Economic
Review 34(4):833-51.

Ethier, Wilfred J. 1996. "Regional Regionalism." Department of Economics, University
of Pennsylvania, Philadelphia. Processed.

Finger, Michael, and Ann Harrison. 1994. "The MFA Paradox: More Protection and
More Trade?" International Economics Department, World Bank, Washington, D.C.
Processed.

Grossman, Gene, and Elhanan Helpman. 1994. "Protection for Sale." American Eco-
nomic Review 84(4):833-50.

. 1995. "The Politics of Free Trade Agreements." American Economic Review
85(4):667-90.

Helpman, Elhanan. 1995. "Politics and Trade Policy." CEPR Discussion Paper 1269.
Centre for Economic Policy Research, London. Processed.

Hillman, Arye L. 1989. The Political Economy of Protection. London: Harwood Aca-
demic Publishers.

. 1991. "Market Structure, Politics, and Protection." In Elhanan Helpman and
Assaf Razin, eds., International Trade and Trade Policy. Cambridge, Mass.: MIT
Press.

Hillman, Arye L., Ngo van Long, and Peter Moser. 1995. "Modelling Reciprocal Trade
Liberalization: The Political Economy and National Welfare Perspectives." Swiss Jour-
nal of Economics and Statistics 131(3):503-15.

Hoekman, Bernard, and Michael Leidy. 1992. "Holes and Loopholes in Regional Trade
Arrangements and the Multilateral Trading System." Aussenwirtschaft 47(3):325-
60.

Laird, Sam. 1997. "Mercosur: Objectives and Achievements." Staff Working Paper TPRD-
97-002. World Trade Organization, Geneva. Processed.



320 THE WORLD BANK ECONOMIC REVIEW, VOL. 12, NO. 2

Levy, Paul I. 1997. "A Political Economy Analysis of Free Trade Agreements." Ameri-
can Economic Review 87(4):506-19.

Marvel, Howard P., and Edward J. Ray. 1983. "The Kennedy Round: Evidence on the
Regulation of Trade in the U.S." American Economic Review 73(l):190-97.

. 1987. "Intraindustry Trade: Sources and Effects on Protection." Journal of Po-
litical Economy 95(6):1278-90.

Mendoza, Mario. 1996. "Which Mercosur Anyway?" Boletin de Integracao Latino-
americana, edicao especial (December):32-36.

Mercosur Secretariat. 1996. "Informe de actividades, 1995-1996." Montevideo.
Olson, Mancur. 1965. The Logic of Collective Action: Public Goods and the Theory of

Groups. Cambridge, Mass.: Harvard University Press.
Potters, Jan, Randolph Sloof, and Frans van Winden. 1997. "Campaign Expenditures,

Contributions, and Direct Endorsements: The Strategic Use of Information and Money
to Influence Voter Behaviour." European journal of Political Economy 13(l):19-32.

Rama, Martin. 1994. "Endogenous Trade Policy: A Time-Series Approach." Economics
and Politics 6(3):215-32.

Ray, Edward J. 1987. "The Impact of Special Interests on Preferential Trade Conces-
sions by the U.S." Review of Economics and Statistics 69(2):187-95.

. 1991. "Protection of Manufactures in the United States." In David Greenaway,
ed., Global Protectionism: Is the U.S. Playing on a Level Field? London: Macmillan.

Rodrik, Dani. 1987. "Policy Targeting with Endogenous Distortion: Theory of Opti-
mum Subsidy Revisited." Quarterly Journal of Economics 102(4):903-10.

. 1995. "Political Economy of Trade Policy." In Gene Grossman and Kenneth
Rogoff, eds., Handbook of International Economics. Vol. 3. Amsterdam: North-
Holland.

Schiff, Maurice, and L. Alan Winters. 1997. "Regional Integration as Diplomacy." CEPR
Discussion Paper 1690. Centre for Economic Policy Research, London. Processed.

Trefler, Daniel. 1993. "Trade Liberalisation and the Theory of Endogenous Protection."
Journal of Political Economy 101(1): 138-60.

van Long, Ngo, and Antoine Soubeyran. 1996. "Lobbying for Protection by Heteroge-
neous Firms." European Journal of Political Economy 12(l):19-32.

Winters, L. Alan. 1996. "Regionalism versus Multilateralism." Paper presented at the
Centre for Economic Policy Research (London) conference on regional integration in
La Coruna, Spain, April 1996. Processed.

Yeats, Alexander. 1997. "Does Mercosur's Trade Performance Raise Concerns about
the Effects of Regional Trade Arrangements?" Policy Research Working Paper 1729.
Policy Research Department, World Bank, Washington, D.C. Processed.


