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Trade Policy Effects with
Perfectly Competitive
Markets
Governments have long intervened in international trade by collecting taxes, or tariffs, on imported goods. Tariffs 

have a long history since they are one of the easiest ways for governments to collect revenue. However, tariffs have 

a number of other effects besides generating government revenue; they also affect the success of business and the 

well-being of consumers. And because tariffs affect the volume of trade between countries, they also affect 

businesses and consumers abroad.

16. EXPORT SUBSIDIES: LARGE COUNTRY PRICE
EFFECTS

L E A R N I N G  O B J E C T I V E S

1. Identify the effects of an export subsidy on prices in both countries and the quantity traded in
a large country.

2. Know the equilibrium conditions that must prevail in a subsidy equilibrium.

Suppose the United States, the exporting country in free trade, implements a specific export subsidy on
exports of wheat. A subsidy to exports will encourage the flow of wheat across the border. It will now
cost less to move the product from the United States into Mexico.

As a result, the supply of wheat to the Mexican market will rise, causing a decrease in the price of
wheat. Since the United States is assumed to be a large country, the price of all wheat sold in Mexico,
both Mexican wheat and U.S. imports, will fall in price. The lower price will raise Mexico’s import
demand.

The higher wheat supply to Mexico will reduce supply in the U.S. market and induce an increase
in the U.S. price. The higher price will raise U.S. export supply.

A new subsidy-ridden equilibrium will be reached when the following two conditions are satisfied:

PS
US = PS

Mex + S
and

XSUS(PS
US) = MDMex(PS

Mex),

where S is the specific export subsidy, PS
Mex

is the price in Mexico after the subsidy, and PS
US

is the price
in the United States after the subsidy. The first condition represents a price wedge between the final
U.S. price and the Mexican price equal to the amount of the export subsidy. The prices must differ by
the subsidy because U.S. suppliers of wheat must receive the same price for their product, regardless of
whether the product is sold in the United States or Mexico, and all wheat sold in Mexico must be sold
at the same price. Since a subsidy is paid to U.S. exporters, the only way for these price equalities within
countries to arise is if the price differs across countries by the amount of the subsidy.
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The second condition states that the amount the United States wants to export at its new higher
price must be equal to the amount Mexico wants to import at its new lower price. This condition guar-
antees that world supply of wheat equals world demand for wheat.

The export subsidy equilibrium is depicted graphically in Figure 7.31. The Mexican price of wheat

falls from PFT to PS
Mex

, which raises its import demand from QFT to QS. The Mexican price of wheat

falls from PFT to PS
Mex

, which raises its import demand from QFT to QS. The U.S. price of wheat rises

from PFT to PS
US

, which raises its export supply also from QFT to QS. The difference in the prices
between the two markets is equal to the export subsidy rate S.

FIGURE 7.31 Depicting a Subsidy Equilibrium: Large Country Case

K E Y  T A K E A W A Y S

< An export subsidy will raise the domestic price and, in the case of a large country, reduce the foreign price.

< An export subsidy will increase the quantity of exports.

< The export subsidy will drive a price wedge, equal to the subsidy value, between the foreign price and the
domestic price of the product.

< With the export subsidy in place in a two-country model, export supply at the higher domestic price will
equal import demand at the lower foreign price.

E X E R C I S E

1. Jeopardy Questions. As in the popular television game show, you are given an answer to a question and
you must respond with the question. For example, if the answer is “a tax on imports,” then the correct
question is “What is a tariff?”

a. The direction of change of the foreign price of soybeans when a large domestic country
implements an export subsidy.

b. The direction of change of the domestic price of corn when a large domestic country
implements an export subsidy.

c. The price of tea in the exporting country if the large exporter sets a subsidy of $0.45 per pound
and if the importer country price is $3.25 inclusive of the subsidy abroad.

d. Of increase, decrease, or stay the same, this is the effect on the quantity of wheat produced
domestically when an export subsidy is implemented by a large exporter.

e. Of increase, decrease, or stay the same, this is the effect on imports of wheat abroad if a wheat
subsidy is implemented by a large exporting country.

f. Of increase, decrease, or stay the same, this is the effect on domestic consumption of cotton if a
cotton export subsidy is implemented by a large exporting country.
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17. EXPORT SUBSIDIES: LARGE COUNTRY WELFARE
EFFECTS

L E A R N I N G  O B J E C T I V E S

1. Use a partial equilibrium diagram to identify the welfare effects of an export subsidy on produ-
cer and consumer groups and the government in the exporting and importing countries.

2. Calculate the national and world welfare effects of an export subsidy.

Suppose that there are only two trading countries: one importing country and one exporting country.
The supply and demand curves for the two countries are shown in Figure 7.32. PFT is the free trade
equilibrium price. At that price, the excess demand by the importing country equals the excess supply
by the exporter.

FIGURE 7.32 Welfare Effects of a Subsidy: Large Country Case

The quantity of imports and exports is shown as the blue line segment on each country’s graph (the ho-
rizontal distance between the supply and demand curves at the free trade price). When a large export-
ing country implements an export subsidy, it will cause an increase in the price of the good on the do-
mestic market and a decrease in the price in the rest of the world (RoW). Suppose after the subsidy the

price in the importing country falls to PT
IM

and the price in the exporting country rises to PT
EX

. If the

subsidy is a specific subsidy, then the subsidy rate would be S = PS
EX − PS

IM
, equal to the length of the

green line segment in Figure 7.32.
Table 7.10 provides a summary of the direction and magnitude of the welfare effects to producers,

consumers, and the governments in the importing and exporting countries. The aggregate national
welfare effects and the world welfare effects are also shown.

TABLE 7.10 Welfare Effects of an Export Subsidy

Importing Country Exporting Country

Consumer Surplus + (E + F + G) − (a + b)

Producer Surplus − (E + F) + (a + b + c)

Govt. Revenue 0 − (b + c + d + f + g + h)

National Welfare + G − (b + d + f + g + h)

World Welfare − (F + H) − (b + d)

Refer to Table 7.10 and Figure 7.32 to see how the magnitudes of the changes are represented.
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Export subsidy effects on the exporting country’s consumers. Consumers of the product in the ex-
porting country experience a decrease in well-being as a result of the export subsidy. The increase in
their domestic price lowers the amount of consumer surplus in the market.

Export subsidy effects on the exporting country’s producers. Producers in the exporting country ex-
perience an increase in well-being as a result of the subsidy. The increase in the price of their product
in their own market raises producer surplus in the industry. The price increase also induces an increase
in output, an increase in employment, and an increase in profit, payments, or both to fixed costs.

Export subsidy effects on the exporting country’s government. The government must pay the subsidy
to exporters. These payments must come out of the general government budget. Who loses as a result
of the subsidy payments depends on how the revenue is collected. If there is no change in total spend-
ing when the subsidy payments are made, then a reallocation of funds implies that funding to some
other government program is reduced. If the subsidy is funded by raising tax revenues, then the indi-
viduals responsible for the higher taxes lose out. If the government borrows money to finance the sub-
sidy payments, then the budget cut or the tax increase can be postponed until some future date.
Regardless of how the subsidy is funded, however, someone in the domestic economy must ultimately
pay for it.

Export subsidy effects on the exporting country. The aggregate welfare effect for the country is
found by summing the gains and losses to consumers and producers. The net effect consists of three
components: a negative terms of trade effect (f + g + h), a negative consumption distortion (b), and a
negative production distortion (d).

Since all three components are negative, the export subsidy must result in a reduction in national
welfare for the exporting country. However, it is important to note that a redistribution of income oc-
curs—that is, some groups gain while others lose. The likely reason governments implement export
subsidies is because they will benefit domestic exporting firms. The concerns of consumers must be
weighed less heavily in their calculation since the sum of their losses exceeds the sum of the producers’
gains.

Export subsidy effects on the importing country’s consumers. Consumers of the product in the im-
porting country experience an increase in well-being as a result of the export subsidy. The decrease in
the price of both imported goods and the domestic substitutes increases the amount of consumer sur-
plus in the market.

Export subsidy effects on the importing country’s producers. Producers in the importing country
suffer a decrease in well-being as a result of the export subsidy. The decrease in the price of their
product on the domestic market reduces producer surplus in the industry. The price decrease also in-
duces a decrease in the output of existing firms, a decrease in employment, and a decrease in profit,
payments, or both to fixed costs.

Export subsidy effects on the importing country’s government. There is no effect on the importing
country’s government revenue as a result of the exporter’s subsidy.

Export subsidy effects on the importing country. The aggregate welfare effect for the country is
found by summing the gains and losses to consumers, producers, and the government. The net effect
consists of three components: a positive terms of trade effect (F + G + H), a negative production distor-
tion (F), and a negative consumption distortion (H).

Although there are both positive and negative elements, the net national welfare effect reduces to
area G, which is positive. This means that an export subsidy implemented by a large exporting country
in a perfectly competitive market will raise national welfare in the importing country.

This result has inspired some economists to argue that the proper response for an importing coun-
try when its trading partner implements an export subsidy is simply to send along a thank you note.

It is worth noting here that the World Trade Organization (WTO) allows countries to impose
countervailing duties to retaliate against its trading partners when it can be shown that an exporting
country’s government has used export subsidies.

It is also important to note that not everyone’s welfare rises when there is an increase in national
welfare. Instead, there is a redistribution of income. Consumers of the product will benefit, but produ-
cers and payers of government taxes will lose. A national welfare increase, then, means that the sum of
the gains exceeds the sum of the losses across all individuals in the economy. Economists generally ar-
gue that, in this case, compensation from winners to losers can potentially alleviate the redistribution
problem.

Export subsidy effects on world welfare. The effect on world welfare is found by summing the na-
tional welfare effects on the importing and exporting countries. By noting that the terms of trade gain
to the exporter is equal to the terms of trade loss to the importer, the world welfare effect reduces to
four components: the importer’s negative production distortion (B), the importer’s negative consump-
tion distortion (D), the exporter’s negative consumption distortion (f), and the exporter’s negative pro-
duction distortion (h). Since each of these is negative, the world welfare effect of the export subsidy is
negative. The sum of the losses in the world exceeds the sum of the gains. In other words, we can say
that an export subsidy results in a reduction in world production and consumption efficiency.
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K E Y  T A K E A W A Y S

< An export subsidy lowers consumer surplus and raises producer surplus in the exporter market.

< An export subsidy raises producer surplus in the export market and lowers it in the import country market.

< National welfare falls when a large country implements an export subsidy.

< National welfare in the importing country rises when a large exporting country implements an export
subsidy.

< An export subsidy of any size will reduce world production and consumption efficiency and thus cause
world welfare to fall.

E X E R C I S E

1. Consider the following trade policy action (applied by the domestic country) listed along the top row of
the table below. In the empty boxes, use the following notation to indicate the effect of the policy on the
variables listed in the first column:

+ the variable increases
− the variable decreases
0 the variable does not change
A the variable change is ambiguous (i.e., it may rise, it may fall)

Use a partial equilibrium model to determine the answers and assume that the shapes of the supply
and demand curves are “normal.” Assume that the policy does not begin with, or result in, prohibitive
trade policies. Also assume that the policy does not correct for market imperfections or distortions.

For example, an export subsidy applied by a large country will cause an increase in the domestic price
of the export good; therefor a + is placed in the first box of the table.

Export Subsidy Effects

Export Subsidy by a Large Country

Domestic Market Price +

Domestic Industry Employment

Domestic Consumer Welfare

Domestic Producer Welfare

Domestic Government Revenue

Domestic National Welfare

Foreign Price

Foreign Consumer Welfare

Foreign Producer Welfare

Foreign National Welfare
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Political Economy and
International Trade
Trade policy analysis is often conducted from the implicit vantage point of a benevolent dictator poised to choose 

the best policies for a country. However, decisions about which policies to apply are rarely made by a sovereign but 

instead are usually made via a democratic political process. Whenever we consider how the political process affects 

economic decision making, we call it political economy.

The political economy aspects of trade policymaking are studied briefly in this chapter. Most important is how 

the concentrations and dispersion of the costs and benefits of trade policies tend to affect the decisions.

1. CHAPTER OVERVIEW

L E A R N I N G  O B J E C T I V E

1. Understand the motivations of a government in determining the policies that affect interna-
tional trade.

In most economic models, it is assumed that consumers maximize utility, firms maximize profit, and
governments maximize national welfare. Although one can reasonably object to any one of these as-
sumptions, perhaps the one least likely to hold is the assumption about a government’s behavior.
Governments are rarely comprised of a solitary decision maker whose primary interest is the
maximum well-being of the nation’s constituents. Such a person, if he or she existed, could be labeled a
“benevolent dictator.” Although historically some nations have been ruled almost single-handedly by
dictators, most dictators could hardly be called benevolent.

The assumption that governments behave as if they had a benevolent dictator may have developed
out of the philosophical traditions of utilitarianism. Utilitarianism, whose roots date to writings by
Jeremy Bentham in the early 1800s, suggests that the objective of society should be to produce the
greatest good for the greatest number. The objective of individuals is to obtain utility (happiness,
satisfaction, well-being, etc.). In economic analysis, we presume that individuals obtain all their utility
from the consumption of goods and services, and this motivates the behavioral assumption that con-
sumers maximize utility. The assumption that firms maximize profit is based on the same logic. Profit
affects the income of firm owners. The greater one’s income, the greater will be one’s consumption pos-
sibilities and thus the higher will be one’s utility. Thus profit is merely a means to an end, the end being
greater utility. It is not unreasonable, then, that if the objective of individuals and firms is maximum
utility, then the objective of a government might be to maximize utility for everyone.

But even if governments do not seek to maximize national welfare, it is still a valid exercise to in-
vestigate which policies would lead to maximum utility. Indeed, most of the analysis of trade policies
does just this. Policy analysis identifies the differential welfare effects of various policies and points out
which of these will lead to the greatest overall utility or welfare.

If one prescribes policies that also maximize national welfare, then one is making the value judg-
ment that maximum national welfare is the appropriate goal for a government. If one presumes that
governments do indeed seek to maximize national welfare, then the task is to explain why the choices
that governments make are explainable as the outcome of a national welfare maximization exercise. An
alternative approach is to consider other reasons for the choices made by governments. This is essen-
tially the task of political economy models.
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political economy

A term used to describe the
interaction between the
economic system and the
political system.

representative democracy

A political system where
government officials are
entrusted to take actions that
are in the interests of their
constituents. Periodic
elections are the mechanism
that makes it work.

Political economy is a term that reflects the interaction between the economic system and the
political system. Many traditional models of the economy make simplifying assumptions about the be-
havior of governments. Keeping the model simple is one reason for the assumption of a benevolent
dictator. Political economy models attempt to explain more carefully the decision-making process of
governments. Today, most governments can be best described as representative democracies. This
means that government officials are elected, through some voting procedure, to “represent” the in-
terests of their constituents in making government decisions.

The key issue in political economy and trade models is to explain how political features in demo-
cratic economies affect the choice of a trade policy. Among the key questions are the following:

1. Why do countries choose protection so often, especially given that economists have been
emphasizing the advantages of free trade for three hundred or more years? In other words, if free
trade is as good as economists say, then why do nations choose to protect?

2. In discussions of trade policies, why is so much attention seemingly given to a policy’s effects on
businesses or firms and so little attention given to the effects on consumers?

3. Why do political discussions, even today, have a mercantilist spirit, wherein exports are hailed as
beneficial, while imports are treated as harmful to the country?

K E Y  T A K E A W A Y S

< Economic modelers often seem to assume that governments will choose policies to maximize the nation’s
welfare.

< Instead, most government policies arise from complex decision making in a representative democracy.

< “Political economy” is a term used to describe the process of government decisions on economic policies.

E X E R C I S E

1. Jeopardy Questions. As in the popular television game show, you are given an answer to a question and
you must respond with the question. For example, if the answer is “a tax on imports,” then the correct
question is “What is a tariff?”

a. The name for the philosophical ideas suggesting that the purpose of society is to create the
greatest good for the greatest number.

b. The name for a solitary leader of a country whose intention is to maximize the well-being of the
nation’s constituents.

c. The term used to describe the interaction of the political system and the economic system.

d. The term used to describe a contention that exports are good and imports are bad for a country.

2. SOME FEATURES OF A DEMOCRATIC SOCIETY

L E A R N I N G  O B J E C T I V E

1. Understand how and why lobbying is used to influence the policy decisions of a government.

A government represents the interests of its citizens. As Abraham Lincoln said in the Gettysburg Ad-
dress, a democratic government is meant to be by the people and for the people. Thus, in a represent-
ative democracy, government officials are entrusted to take actions that are in the interests of their
constituents. Periodic elections allow citizens to vote for individuals they believe will best fulfill their
interests. If elected officials do not fulfill the interests of their constituents, then those constituents
eventually have a chance to vote for someone else. Thus, if elected officials are perceived as good rep-
resentatives of their constituents’ interests, they are likely to be reelected. If they follow their own indi-
vidual agenda, and if that agenda does not match the general interests of their constituents, then they
may lose a subsequent bid for reelection.

Citizens in democratic societies are traditionally granted the right to free speech. It is generally ac-
cepted that people should be allowed to voice their opinions about anything in front of others. In par-
ticular, people should be free to voice their opinions about government policies and actions without
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lobbying

The activity wherein
individual citizens voice their
opinions to government
officials about government
policy actions.

rent seeking

A term used to describe the
purposeful activity of seeking
ways to shift profit or “rents”
toward oneself or a favored
group.

directly unproductive
profit-seeking (DUP)
activity

Any activity whose primary
purpose is to shift benefits
toward a particular group,
often by influencing policy
decisions. Although a DUP
activity may indirectly benefit
a producer of final consumer
goods or services, it does not
directly contribute to that
production.

fear of reprisal. Criticisms of, as well as recommendations for, government policy actions must be al-
lowed if a truly representative government is to operate effectively.

2.1 The Nature of Lobbying
We can define lobbying as the activity wherein individual citizens voice their opinions to the govern-
ment officials about government policy actions. It is essentially an information transmission process.
By writing letters and speaking with officials, individuals inform the government about their prefer-
ences for various policy options under consideration. We can distinguish two types of lobbying: casual
lobbying and professional lobbying.

Casual lobbying occurs when a person uses his leisure time to petition or inform government offi-
cials of his point of view. Examples of casual lobbying are when people express their opinions at a town
meeting or when they write letters to their Congress members. In these cases, there is no opportunity
cost for the economy in terms of lost output, although there is a cost to the individual because of the
loss of leisure time. Casual lobbying, then, poses few economic costs except to the individual engaging
in the activity.

Professional lobbying occurs when an individual or company is hired by someone to advocate a
point of view before the government. An example is a law firm hired by the steel industry to help win
an antidumping petition. In this case, the law firm will present arguments to government officials to try
to affect a policy outcome. The law firm’s fee will come from the extra revenue expected by the steel in-
dustry if it wins the petition. Since, in this case, the law firm is paid to provide lobbying services, there
is an opportunity cost represented by the output that could have been produced had the lawyers en-
gaged in an alternative productive activity. When lawyers spend time lobbying, they can’t spend time
writing software programs, designing buildings, building refrigerators, and so on. (This poses the ques-
tion, What would lawyers do if they weren’t lawyering?) The lawyers’ actions with this type of lobbying
are essentially redistributive in nature, since the lawyers’ incomes will derive from the losses that will
accrue to others in the event that the lobbying effort is successful. If the lobbying effort is not success-
ful, the lawyers will still be paid, only this time the losses will accrue to the firm that hired the lawyers.
For this reason, lobbying is often called rent seeking because the fees paid to the lobbyists come from
a pool of funds (rents) that arise when the lobbying activity is successful. Another name given to pro-
fessional lobbying in the economics literature is a directly unproductive profit-seeking (DUP)
activity .

Lobbying is necessary for the democratic system to work. Somehow information about preferences
and desires must be transmitted from citizens to the government officials who make policy decisions.
Since everyone is free to petition the government, lobbying is the way in which government officials
can learn about the desires of their constituents. Those who care most about an issue will be more
likely to voice their opinions. The extent of the lobbying efforts may also inform the government about
the intensity of the preferences as well.

K E Y  T A K E A W A Y S

< In a representative democracy, citizens have the right to both elect their representatives and discuss policy
options with their elected representatives.

< Lobbying is the process of providing information to elected officials to influence the policies that are
implemented.

< A directly unproductive profit-seeking (DUP) activity is any action that by itself does not directly produce
final goods and services consumed by a country’s consumers.

CHAPTER 10     POLITICAL ECONOMY AND INTERNATIONAL TRADE 307

© 2011 Boston Academic Publishing, Inc., d.b.a FlatWorld. All rights reserved.

fw
ba

inc



E X E R C I S E

1. Jeopardy Questions. As in the popular television game show, you are given an answer to a question and
you must respond with the question. For example, if the answer is “a tax on imports,” then the correct
question is “What is a tariff?”

a. The term for a democratic system in which government agents are entrusted to take actions in
the best interests of the voting public.

b. The term used to describe activities to petition the government for particular policies.

c. This type of lobbying does not incur an opportunity cost of forgone production.

d. This type of lobbying does incur an opportunity cost of forgone production.

e. The term used to describe the extra revenues earned because of successful lobbying efforts.

f. The term describing the purposeful effort to direct money away from others and toward oneself.

g. Economic activities defined by the acronym DUP.

308 INTERNATIONAL ECONOMICS VERSION 1.0

© 2011 Boston Academic Publishing, Inc., d.b.a FlatWorld. All rights reserved.

fw
ba

inc



7. THE LOBBYING PROBLEM IN A DEMOCRACY

L E A R N I N G  O B J E C T I V E

1. Recognize some of the problems and pitfalls of policy choice in a representative democracy.

There is a real problem with the lobbying process in democratic societies. Even though lobbying is a le-
gitimate process of information transfer between constituents and government decision makers, it also
produces some obvious disparities. Whenever policy actions generate concentrated benefits and dis-
persed costs, the incentives and abilities to lobby are significantly different across groups. Potential be-
neficiaries can often use the advantage of small group size and large potential windfalls to wield dispro-
portionate influence on decision makers. Potential losers, whose numbers are large and whose expected
costs per person are quite small, have almost no ability to lobby the government effectively. Thus, in a
democratic society in which lobbying can influence decisions, decisions are likely to be biased in the fa-
vor of those policies that generate concentrated benefits and dispersed losses.

Unfortunately, and perhaps coincidentally, most policy actions taken produce concentrated be-
nefits and dispersed losses. In the case of trade policies, most protectionist actions will cause concen-
trated benefits to accrue to firms, whereas losses will be dispersed among millions of consumers. This
means that protectionist policies are more likely to win political support, especially when lobbying can
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directly affect legislated actions. Protectionism can easily occur even though the sum total effects of the
policy may be negative.

In many countries, a protectionist tendency is reflected in the type of trade policy procedures that
are available by law. Escape clause, antisubsidy, and antidumping policies are examples of laws de-
signed to protect firms and industries in particular situations. In evaluating these types of petitions in
the United States, there is no requirement that effects on consumers be considered in reaching a de-
cision. Clearly, these laws are designed to protect the concentrated interests of producing firms. It
would not be surprising, and indeed it seems likely, that the concentrated interests of businesses affec-
ted the ways in which the laws were originally written. The absence of a consumer lobby would also ex-
plain why consumer effects are never considered in these actions.

K E Y  T A K E A W A Y

< Democratic governments are more likely to choose policies that generate concentrated benefits and
dispersed losses, regardless of whether the sum total effects are positive or negative.

E X E R C I S E S

1. Suppose a small country implements a tariff on chicken imports. In the table below indicate whether each
group is a winner or loser and whether the effects on that group are concentrated or dispersed.

Political Economy Effects of a Tariff

Name of Group Winners or Losers Concentrated or Dispersed

Chicken Producers

Chicken Consumers

Taxpayers or Recipients of Government Benefits

2. Suppose a small country implements an export subsidy on soybeans. In the table below indicate whether
each group is a winner or loser and whether the effects on that group are concentrated or dispersed.

Political Economy Effects of an Export Subsidy

Name of Group Winners or Losers Concentrated or Dispersed

Soybean Producers

Soybean Consumers

Taxpayers or Recipients of Government Benefits
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