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1 Introduction

Despite successive waves of democratization, a large share of the world remains under dicta-
torship. Freedom House (2024) classify 38 percent of the 195 countries in the world, covering
almost 3 billion people, as ‘not free’, or dictatorships in other words. Moreover, they argue that
there has been no forward movement towards democracy in the last two decades.* Therefore,
while an extensive literature exists to explain democratization, the most pressing challenge now
is to deepen our understanding of how countries remain entrenched in dictatorship. That is the

challenge taken up in the present paper.®

The literature on dictatorship and democratization concentrates on who has the power to
tax whom and why.® Acemoglu and Robinson (2000, henceforth AR), a cornerstone paper in
this literature, argue that the purpose of democratization is to enable the ruling elite to make a
credible commitment to the rest of society (ROS) using domestic taxation, on a sufficient scale
to defuse a threat of revolution. When the elite are in power through dictatorship, they can only
credibly commit to make transfers while they face the threat of a revolution. And any threat
of revolution will dissipate over time. If the elite do not have sufficient resources at hand to
compensate the ROS for what they could obtain through revolution, then the ROS will choose
to mount a revolution while they can. Through democratization however, the elite hand over the
power to set taxation to the ROS. In doing so, the elite make a credible commitment to continue
payments to the ROS even after the threat of revolution has dissipated, thus neutralizing the

threat of revolution.

4As alternatives to ‘Not Free’, Freedom House have two other regime categories of ‘Free’ and ‘Partly Free’.
The Freedom House measure of Not Free corresponds closely to Polity IV scores indicating dictatorship. The use
of Polity IV scores to measure dictatorship will be discussed further below.

5This is not intended as a defense of dictatorship at a normative level but as an attempt to better understand
how dictatorships entrench their positions of power. The extant literature on how dictatorship works takes two
approaches. The first, initiated by Wintrobe (1990), examines ‘the problem of authoritarian control’, and focuses
on the threat to the ruling regime from outside of the elite. The work of Acemoglu and Robinson (2000, 2006)
is influential in this approach. Income redistribution by the elite may represent a way for the elite to defuse the
threat of revolution and maintain power. But they may have to extend the franchise in order to defuse the threat
of revolution, thus losing control. The second approach considers ‘the problem of authoritarian power sharing’,
focusing on the threat to the ruling regime from within the elite. Bueno de Mesquita et al (2002) are the first
to model accountability in a framework applicable to an authoritarian regime. In their theory, the dictatorial
regime must maintain the support of a ‘selectorate’, a group drawn from the elite, in order to remain in power.
Once again income redistribution plays a critical role, but this time within the groups of the selectorate. (Their
framework can be used to consider democracy as well, where the selectorate equates to the electorate.) There is
research that combines these two approaches. For example, Llavador and Oxoby (2005) study how a cleavage in
economic policy preferences within the elite can explain not just the extension, but also crucially the restriction,
of the franchise to the rest of society.

5 Another focus is on land reform. See Horowitz (1993), and Bhattacharya, Mitra and Ulubagoglu (2019).



Although AR provide a path-breaking insight into the purpose of democratization, they do
not account for an empirical regularity that has come to light in subsequent research. This regu-
larity is that the capacity for domestic progressively redistributive taxation is not installed until
after democratization. Aidt and Jensen (2009) show this in the data for a sample of seventeen
countries from western Europe, North America, Oceania and Japan between 1815 and 1939.
To this day, dictatorships raise revenue from a mixture of trade and domestic taxes (Dodlova
and Lucas 2021), but for the purposes of redistribution they continue to rely principally on

trade taxation.”

The existence of domestic taxation does not imply the existence of domestic
redistributive fiscal capacity: tax revenues may already be committed to financing the opera-
tion of the state, while progressively redistributive income taxation remains unavailable on a

meaningful scale.

Responding to this point, Zissimos (2017) combines AR’s model of democratization with
Mayer’s (1984) Heckscher-Ohlin (H-O) model of international trade policy to produce a new
theory of trade policy under dictatorship and democratization. The logic of democratization is
based on AR, but the redistributive instrument is international trade policy and not domestic
taxation. The paper characterizes when a dictator will have to democratize as a way to neutralize

the threat of revolution, and when they can forestall democratization using trade policy.®

The purpose of this paper is to develop a framework explaining how and why dictators use
international trade policy to forestall democratization. Building on AR and Zissimos (2017), we
endogenize the threat of revolution by linking it to world food price shocks. This is significant
because the prior literature treats the threat of revolution as exogenous. In response to these
shocks, we show that dictators optimally use trade policy to defuse the threat of revolution
whenever they can credibly commit to a stream of state-contingent trade-policy concessions
sufficient to make the ROS at least as well off under continued elite rule as under revolution;

when they cannot, trade policy fails to forestall democratization.

The deeper institutional result we derive is that, although the elite can install the capacity

"Dodlova and Lucas (2021) assemble a detailed dataset covering 105 dictatorships over the period 1950 to 2004.
Their descriptive statistics show that taxes on international trade constitute a particularly important source of
revenue: they account for 29.6 percent of tax revenues under rulers who entered power irregularly and 23.5 percent
under rulers who entered regularly. Dictatorships nevertheless collect revenue from a broader mixture of taxes,
including taxes on goods and services, corporations, personal income, and land and property.

8 Acemoglu and Robinson (2006) present a model of globalization and democratization (see Chapter 10). But,
since globalization is exogenous in their model, they do not consider the choice by the ruling elite over trade
policy that is central to our analysis.



for more efficient domestic redistributive taxation, they choose not to do so. The reason is that
installing it would raise the payoffs available to the ROS under democracy and revolution by more
than it raises the maximum payoff the elite could credibly offer while retaining power. Trade
policy, though a less efficient redistributive instrument, therefore allows the elite to forestall
democratization over a substantially wider range of circumstances than domestic fiscal capacity
would. It is this political-survival advantage of trade policy over domestic fiscal capacity that

explains why trade taxation emerges as their equilibrium survival instrument.

Throughout history, sharp increases in the price of staple foods have often been associated
with political unrest. Food price spikes were a key trigger of the bread riots that preceded
the French Revolution (e.g. Lefebvre 1962, Kaplan 1976, Gawande and Zissimos 2025). More
recently, rising global food prices have been linked to the wave of protests and uprisings that
swept across North Africa and the Middle East during the Arab Spring in 2011. Empirical
evidence shows that food price spikes are systematically associated with increases in social
unrest and political instability (e.g. Bellemare 2015). In our framework, the political force of
these shocks arises from their distributional effects: because food is land-intensive and the elite
own land while the ROS own labour, a rise in the world relative price of food raises the real
income of the elite while reducing the real income of the ROS. This historical and empirical

regularity is what motivates the mechanism we formalize below.

To formalize this mechanism, the structure of society in our model mirrors that of AR, in
that society is divided into two groups: the ruling elite who form the dictatorship, and the rest of
society (ROS). The political-economy of the model is linked to the underlying economic structure
of the H-O economy, by the assumption that the elite are large landowners, while the ROS derive

their income from labor. Food is land-intensive, while manufactures are labor-intensive.

Consider how a dictatorship uses trade policy to survive the threat of revolution in a country
with a comparative advantage in agriculture. A world food price shock raises exports, increasing
domestic food prices and lowering the real incomes of the ROS, whose income derives from labor.
If the shock is sufficiently large, the ROS may find it worthwhile to incur the cost of revolution,
since democratization would allow them to impose export taxes, reduce exports, and stabilize
domestic food prices. Anticipating this, the dictatorship can instead implement export taxes
itself to keep domestic food prices low and defuse the threat of revolution. In doing so, the

regime preserves political control while delivering an outcome acceptable to the ROS without



the need for a costly revolution.

Why do dictatorships rely on trade policy rather than more efficient domestic redistributive
taxation to defuse the threat of revolution? At first sight this is puzzling: a lump-sum transfer
delivers a given level of welfare to the ROS at lower cost to the elite than a trade tax, since
trade policy also imposes a deadweight loss on the economy as a whole. One might therefore
expect the elite to prefer domestic fiscal capacity precisely because it is a more efficient way to
redistribute towards the ROS. We show that this intuition, while correct as far as it goes, is
dominated by an offsetting effect. Domestic fiscal capacity, once installed, not only changes how
the elite redistribute towards the ROS when a threat of revolution is live; it also increases what
the ROS can expect to receive under democracy, and this can widen the set of circumstances

under which they are prepared to mount a revolution in order to seize political control.

The intuition is as follows. In any period without an active threat of revolution, the elite
have no reason to concede anything, whether through trade policy or through a lump-sum
transfer, and the ROS know it. Democracy removes this constraint because, once installed,
redistribution becomes a standing feature of policy in every period rather than a concession
extracted only under duress. Installing domestic fiscal capacity therefore raises the value to the
ROS of determining the policy outcome in every period, but it only raises what the elite can
credibly offer in the periods when they are already under an active threat of revolution. Because
democracy captures the full value of the more efficient instrument while dictatorship captures
it only intermittently, installing domestic fiscal capacity narrows, rather than widens, the range
of circumstances in which the elite can forestall democratization. Anticipating this, the elite
choose not to install domestic fiscal capacity, and rely instead on the less efficient instrument of

trade policy.

Although we present the endogenous threat of revolution and the elite’s incentive against
installing domestic fiscal capacity as two separate results, they share a common structural re-
quirement. Both rely on the elite facing periods in which they are constrained by an active threat
of revolution and periods in which they are not, rather than a constant, unchanging threat of
revolution. In a stationary environment, both results collapse: with a permanent threat of
revolution, the elite could always match whatever the ROS could obtain from democracy; with
no threat of revolution at all, nothing would ever be conceded, whether by trade policy or by

lump-sum transfer. It is the alternation between these states that creates a temporal asymme-



try between dictatorship and democracy: a policy commitment made under democracy holds in
every subsequent period, whereas a concession made under dictatorship is credible only while

the threat of revolution that extracted it remains live.

Our use of world food prices should be understood at two levels in this light. At one level,
food prices provide the specific economic variable to which we link the threat of revolution,
chosen because they are readily observable and have an unusually well-documented historical
association with political unrest. At a deeper level, what our results require is only that some
economically meaningful variable generate alternating periods of heightened and reduced threat
of revolution; food prices are not the only candidate. Fuel prices, for example, have played a
comparable role in recent episodes of unrest in oil-dependent economies. Our framework opens
the door to empirical investigation precisely because it microfounds the threat of revolution in
terms of an observable economic variable; we take food prices to be the natural starting point
given the existing empirical literature linking them to unrest, but whether food prices, fuel
prices, or some other observable shock is empirically the more important driver of the threat of

revolution is ultimately a question for future research.

Our paper contributes to the literature on the emergence and persistence of inefficient in-
stitutions, and their detrimental effects on economic development. The main idea is developed
by North and Thomas (1973), Jones (1981), North (1981), Olson (1982), North and Weingast
(1989), Dixit (2004), and Acemoglu, Johnson and Robinson (2005). It is that inefficient institu-
tions emerge and persist when groups within society that prefer those institutions are sufficiently
powerful. Moreover, while alternative institutions might achieve more efficient outcomes, it may
not be possible to compensate those in power sufficiently to induce them to adopt those in-
stitutions. One branch of this literature puts political institutions centre stage, focusing on
dictatorship and democracy as different forms of government. It then considers which economic
policies emerge under different forms of government, and uses this as the basis for explaining
the form of government that emerges in equilibrium, as in Acemoglu and Robinson (2006). A
second branch takes political institutions as given and examines which economic institutions
form. Besley and Persson (2009) develop this second approach by explaining investment in legal
and fiscal capacity in terms of incentives to provide public goods such as national defence and
the prevailing distribution of political power, while treating inherited political institutions as

given.



Our paper introduces a feedback from the choice of redistributive instrument to the survival
of dictatorship. The elite can create a more efficient instrument of redistribution, but doing so
raises what the ROS could obtain under democracy and revolution by more than it raises the
maximum payoff the elite can credibly offer while retaining power. It therefore enlarges the
range of circumstances in which the elite face a commitment problem and must concede democ-
ratization. Anticipating this, the elite choose not to install domestic redistributive fiscal capacity
and continue instead to rely on the less efficient instrument of trade taxation for redistribution.
Under democracy, by contrast, the median voter already controls policy, so the political-survival
cost that discourages the creation of fiscal capacity under dictatorship is absent. The political
regime and whether domestic redistributive fiscal capacity is installed are therefore determined

jointly in equilibrium.

A different way to frame our contribution is in terms of the literature on international
trade and economic development. This literature shows that economic-institutional shortcom-
ings common in less developed countries interact with international trade in ways overlooked
by standard models of international trade. (For comprehensive reviews of the literature, see
Nunn and Trefler 2014, Rodrik 2018, Zissimos 2019, Atkin and Donaldson 2022, and Atkin et
al 2022.) These features include weak institutions such as poor contracting institutions, poor
enforcement of property rights, and an absence of institutions designed to ensure that markets
function properly, especially capital markets. Yet this literature has paid scant attention to the
interaction between international trade and the form of government that allows poor institutions
to persist. Rather than looking at the proximate links between international trade and specific
weak economic institutions that undermine economic development, our paper considers the in-
teraction between international trade and the survival of the political institution of dictatorship,

using this to infer how a weak economic institutional environment persists.

Our paper also provides a new theory of how dictators operate trade policy, showing that
this differs fundamentally from the way trade policy is understood in the classical tradition of
international economics. Ricardo (1817) argues that international trade provides an insurance
mechanism against crop failure at home: high domestic prices induce imports, stabilizing food
supply. This logic underpins the widely held view that trade liberalization improves food security
and informs policy advice given by multilateral institutions such as the World Bank. However,

our analysis highlights a political-economy force that runs in the opposite direction. When



rising world food prices threaten the political survival of dictatorships, regimes have strong
incentives to restrict exports in order to keep domestic food prices low. As observed during the
global food price shocks of 2006, such export restrictions may be attractive to individual regimes
seeking to maintain political stability. Yet their widespread use can increase the volatility of
world food prices, undermining, and potentially reversing, the stabilizing gains from trade that
Ricardo describes. This suggests the need to reconsider both the expected gains from trade
liberalization and the appropriate policy response of international institutions to world food

price shocks.

The paper proceeds as follows. Section 2 sets out the basic economic model. Section 3
introduces world price shocks and characterizes their effects on the policy preferences of the
elite and the ROS. Section 4 sets out the dynamic political game. Section 5 characterizes
equilibrium, showing when the elite can use trade policy to forestall democratization and how
the threat of revolution arises endogenously from world food price shocks. Section 6 introduces
domestic redistributive fiscal capacity and shows that the elite choose not to install it. Section

7 concludes. Proofs, where not in the main text, are provided in the appendix.

2 The Basic Model

Consider a small open economy that takes world prices as given. There is a continuum of risk
neutral agents of measure one. Each agent belongs either to the elite, denoted by €, or to the
ROS, denoted by p. The measure of the elite is § € (0,1/2), so they are in a minority, while the
measure of the ROS is 1 —6. The model has an infinite time horizon, which allows a commitment
problem to arise between the elite and the ROS under the threat of revolution. Variation in
economic outcomes over time is driven by exogenous changes in world prices and by the policy
choices of the group in power: the elite under dictatorship or the ROS under democracy. In
the basic model, we assume that there is no domestic fiscal capacity, so that trade taxes are the
only available fiscal policy instrument. In Section 6, we endogenize this restriction by allowing
the elite to install domestic redistributive fiscal capacity and showing that, under dictatorship,

they choose not to do so on the equilibrium path.

The economy is endowed with two factors of production: land and labor. The total land

endowment is normalized to unity and is owned entirely by the elite, with each elite agent



receiving an equal share. The total labor endowment is also normalized to unity and is supplied
entirely by the ROS, again shared equally among its members. All agents within each group are

identical, and groups differ only in their factor endowments.
2.1 Production and Preferences

We consider a standard 2 x 2 Heckscher-Ohlin economy. The two goods, agriculture and manu-
factures, are intensive in land and labor respectively. Agriculture is referred to as good & because
the elite own the land. Manufactures are referred to as good p accordingly. Let p; denote the
relative price of good ¢ in terms of good p in period ¢, where t = 0,1,...,00. The corresponding
autarky and world prices are denoted by p® and py’, respectively. Output of good i € {e,p} in

period t is denoted by z;;. Factors are immobile internationally.

There is free entry into both sectors, so profits are driven to zero. Given factor endowments,
population shares, and technology, the relative price p; determines factor returns and outputs.
We therefore write the wage as w; = w(p;), the return to land as r, = r(p;), and output as
zi = 2;(py).” Per capita income of a representative member of the elite is given by yi = r(p;) /0,

while that of a representative member of the ROS is yf = w(p:)/(1 — 6).

Agents j € {e, p} are identical in terms of their preferences and discount factor 8 € (0, 1).

Agent j’s expected utility at time 0 is given by
. 0 . .
U =Eo Z Btu(cgtv C;t)7
t=0

where Eg denotes expectations conditional on information available at time 0. The instantaneous
utility function u(cgt, C;t) is strictly quasi-concave, and preferences are homothetic in each good

¢!, and cfot as standard. The resulting demand functions are identical and homothetic.'"

We restrict the set of policy instruments to trade taxes. Since there is no domestic fiscal
capacity, trade subsidies are not available.!! Without loss of generality, we assume that trade
policy is applied to good €. Depending on the country’s comparative advantage, this corresponds
to either an export tax (if € is the export good) or an import tariff (if € is the import-competing

good).

9For compactness, we suppress the dependence of z;; on factor endowments.

90ur results do not depend on homotheticity. For example, Bond, Iwasa and Nishimura (2011) use a quasi-
linear specification of demand in an H-O model and their approach could be adopted in our model as well.

1The absence of domestic fiscal capacity focuses attention on trade policy as the sole instrument of redistribu-
tion and simplifies the characterization of equilibrium.



Aggregate income in period ¢, measured in units of good p, is given by Y;. This consists
of factor income and trade policy revenue. The income of a representative member of group j
is denoted by Y;j and is the sum of their factor income and their share of trade policy revenue.
Following Zissimos (2017), we adopt the assumption of Mayer (1984) that trade policy revenue
is distributed in proportion to factor income shares. Since both factor income and trade policy

revenue can be written as functions of p;, we may write Y;j =Y (py).

The welfare of a representative member of group j € {e,p} in period t is given by the
indirect utility function

Wi = W(p, Y (pr)) = W (py).

We assume that W/(p;) is strictly concave in py, so that Wgtpt < 0. This ensures that each
group has a unique preferred price level. We define group j’s preferred price, denoted p/, as the

value of p; that maximizes th , characterized by the first-order condition Wgt =0.12

The preferred price p’ reflects a trade-off between the effect of prices on factor incomes, and
the distortionary costs of trade policy, net of the individual’s share of trade policy revenue. If
the interior solution implies a trade subsidy, then, given the absence of domestic fiscal capacity,
the feasible policy is at a corner, corresponding either to free trade or autarky. The equilibrium

outcome is characterized in Proposition 1 below.

The characterization of equilibrium involves comparing the payoffs of the elite and the ROS
under three regimes: the status quo of elite rule, the extension of the franchise (henceforth,
democracy), and revolution, whereby the ROS obtain deomcracy by force. Following Zissimos
(2017), we model revolution as a costly disruption to production. Specifically, if a revolution
occurs, then in that period only a fraction ¢ € (0,1) of both labor and land is available for
production. This implies a proportional reduction in output and income. Denoting income

under revolution by Y}%(p), we have
Yi(p) = ¢Y7(p).

In subsequent periods, full factor supplies are restored. Under this formulation, the proportional
reduction in income leaves marginal trade-offs unchanged, so that each group’s preferred price p/
is unaffected by the occurrence of revolution. We denote welfare under revolution by Wé(ﬁp) =

W (p”, Y}% (p”)). This specification will allow us to characterize equilibrium in a tractable manner.

12 A single variable in a subscript denotes a first derivative; two variables denote a second derivative.



3 World Price Shocks

To capture world price shocks, we assume that p” can take one of two values: low and high,
denoted py and pY; respectively, with pY < p%. With probability 1 — &, p* = p¥, while with
probability &, p* = pY;, where x € [0,1]. The concept of equilibrium is Markov Perfection,

where each agent’s strategy is conditioned on the state s € {L, H}, corresponding to the world

price level p¥ € {pqﬁ,pqﬁ}}g

Changes in the world price affect welfare through their impact on income and trade policy
revenue. Our assumption that preferences are homothetic implies that W (pg, Y7 (p;)) is quasi-
convex in (py, Y;j ), from which it follows that Wgtpw > 0. The key point is that the world price

p? affects Wgt only through trade policy revenue, and hence through income Y;j .

To establish this, consider first a country with a comparative advantage in good e. If the
country has a comparative advantage in good € then an increase in p; tends to increase exports
both by increasing domestic supply and reducing domestic demand. An increase in p"“ increases
this effect by raising the revenue p* — p; that the country makes on each unit exported, thus
increasing Wgt. If the country has a comparative advantage in good p then an increase in p;
tends to reduce imports, thus reducing income. But an increase in p" reduces this negative

effect on income, thus also increasing Wp,.

Since the focus of our analysis is on the implications of p¥ fluctuating over time between
py and py;, we are interested in how a change in p* affects each group’s preferred price level,
7. Define ]5@ as the value of p’/ corresponding to p¥ € {p?,p}}. We can think in terms of an
implicit function p} = P (p?), 7 € {e,p}, s € {H,L}. First consider p) at an interior solution.

By the implicit function theorem, we have

op Wi
ap:u _ _ ?tpt >0,
p W

evaluated at p; = §/, from which it follows that ﬁjL < ﬁjH If ﬁg is at a corner solution of free
trade, pé = p¥, then ﬁi < ﬁfq is immediate.'* For future reference, we formalize this result as

follows.

13Fach agent’s strategy will also be conditioned on the form of government, as explained below.
14The situation where p2 moves between an interior and a corner solution can be treated as a convex combination
of the two cases, with the same qualitative result.

10



Lemma 1. Given state s € {L, H} with corresponding world price p¥, the preferred price of a

member of group j € {g,p} is P2, where ]32 < ﬁfq.

Lemma 1 shows that an increase in the world price raises the preferred domestic price of
both groups. Intuitively, higher world prices increase the marginal return to policies that raise
the domestic price, through their effect on factor income and trade policy revenue. As a result,
fluctuations in the world price translate into systematic shifts in the policy preferences of both
the elite and the ROS. This property will play a role in what follows, as it links exogenous world

price shocks to the evolution of the political equilibrium.

3.1 Stolper-Samuelson Consistency

We impose additional structure on the relationship between world prices and group welfare. We

say that W/(p;) is Stolper-Samuelson consistent if the following two properties hold:

ps > py >l

We(pl,) > We(p)) while WP(ph,) < WP(p,),  j€{ep}

Allowing for weak inequalities in the first condition accommodates the possibility that ﬁg is a

corner solution at py .

To motivate the first property, recall from Jones (1965) that the Stolper-Samuelson theorem
implies r; > p; > 0 > wj, where r; and w; are the returns to land and labor respectively, and
a superscript * denotes proportional change. Ignoring trade policy revenue and taking p¥ as
a benchmark, an increase in p; above p¥ raises the real return to land, while a decrease in p;
below p¥ raises the real wage. It follows that members of group e prefer prices above p¥, while

members of group p prefer prices below p¥.

Therefore, a sufficient condition for pS > p? > pf is that trade policy revenue is a sufficiently
small share of total income that its response to changes in p, does not overturn the Stolper-
Samuelson effect on factor incomes. This can always be ensured by making trade policy revenue
a sufficiently small share of total income, for example by limiting the degree of comparative

(dis)advantage. This establishes the first property directly.

The second property strengthens this ordering by requiring that, over the relevant range

of preferred prices, a higher price level is always welfare-improving for the elite and always

11



welfare-reducing for the ROS, regardless of which group’s preferred price is implemented. Thus,
whether policy is set at pS or at p5, movement from the low-state preferred price to the high-
state preferred price benefits the elite and harms the ROS. This is the sense in which welfare is

Stolper-Samuelson consistent in our environment.

Taking py as given, we characterize preferred price levels ;a; under a comparative advantage
in goods € and p, respectively, extending the deterministic setting in Zissimos (2017) to the case
with stochastic world prices. We discuss the case of a comparative advantage in good ¢ in detail;

the case of good p is analogous.

With a comparative advantage in good e, p* < p¥. Taking p¥ as the free trade price, the
elite would ideally prefer a higher domestic price, reflecting the increase in their factor income
as p; rises. However, p¥ < pS implies an export subsidy on good e, which is not feasible in the

absence of domestic fiscal capacity. Hence, the solution is at a corner, p5 = p¥.

Turning to the ROS, if p% is an interior solution with p® < p§ < p¥, this corresponds to an
export tax on good ¢, allowing for partial openness. Alternatively, depending on preferences,
the ROS may prefer a policy that would require an export subsidy on good p. In the absence
of fiscal capacity, this implies a corner solution at autarky, p5 = p®. Therefore, for the ROS,

p* < pE < p¥.
The analysis can be summarized as follows.

Proposition 1. Taking p¥ as given, in the absence of domestic fiscal capacity:
(i) with a comparative advantage in good ¢, pS = p¥ while p® < ps < p¥;

ii) with a comparative advantage in good p, ps = p? while p¥ < pS < p°.
S S S

Proposition 1 shows that world prices, factor ownership, and comparative advantage jointly
determine the level of openness preferred by each group. This characterization will be central
to the analysis that follows, as it determines the trade policy concessions required to satisfy the

ROS and thereby avoid revolution.

4 Dynamic Game with World Price Shocks

We now formalize the dynamic game to characterize equilibrium outcomes under elite rule (E),

democracy (D), and revolution (R). The form of government is denoted by F' € {E, D}.

12



We focus on Markov Perfect Equilibria (MPE), in which strategies depend only on the
current state (F,s), where s € {L, H} denotes the realization of the world price p¥ in one of
two states: low or high. In each period, the high-world-price state p% occurs with probability

k€ (0,1).

The game begins in period 0 under elite rule (F' = F). Within each period ¢, events unfold
as follows. First, the world price py’ € {p¥,pl;} is realized. Second, the elite decide whether to
extend the franchise. If they do, the economy transitions to democracy; if not, they set trade
policy p; = pf. Third, if the elite do not extend the franchise, the ROS decide whether to mount
a revolution. If a revolution occurs, it succeeds with probability one and leads to democracy.
Fourth, if the economy is in democracy, trade policy is set by the median voter, who is a member

of the ROS. Fifth, production, consumption, and market clearing take place.

If democracy does not arise in period t, the same sequence repeats in period ¢ + 1. If
democracy arises in period ¢, it is an absorbing state. In subsequent periods, the world price is

realized as before, and policy is set directly by the median voter.'6

Because all members of each group j € {¢, p} are identical, each group can be represented
by a single player. The interaction between the elite and the ROS can therefore be modeled as
a two-player dynamic game. A strategy specifies an action for each player as a function of the
current state (F,s). A Markov Perfect Equilibrium is a profile of strategies that are mutual best

responses.

4.1 Payoffs to Democracy, Revolution, and the Status Quo

We begin with democracy. Let V7(D;s) denote the value function for group j € {e, p} when
the state is s € {L, H}. Under democracy, trade policy is set by the ROS, so the domestic price

is p5. The payoff to democracy through an extension of the franchise is

Br B(1—k)
1-8 1-5

The first term reflects the current-period payoff, which depends on the realized state s. The

VI (D] ks s) =W (5°) + W3 () + W7 (p]) . (1)

remaining terms capture the discounted expected continuation value, where future payoffs are

151n general, Markov Perfect Equilibria are a subset of Subgame Perfect Equilibria. In our setting, the two
coincide.

% Democracy is assumed to be absorbing in order to focus on whether the elite can use trade policy to forestall
democratization. The model could be extended to allow for democratic reversal, as in Acemoglu and Robinson
(2001).
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weighted by the probabilities k and 1 — & of the high and low states.

This formulation exploits Lemma 1, which provides a one-to-one mapping between world
prices and preferred domestic prices. As a result, all continuation payoffs can be expressed in

terms of W4 (p5), s € {L, H}.

Next consider revolution. The value function is

Bk B(1—kK)
1-p 1-p

The continuation values coincide with those under democracy, since the cost of revolution is

VI (R| k;s) = Wi (92) + W (p) + W (p7) - (2)

incurred only in the current period. Because W{%(ﬁ’; ) < WI(p5), both groups strictly prefer
democracy achieved through an extension of the franchise to democracy achieved through rev-

olution. Thus, extending the franchise always has the potential to defuse revolution.

Finally, consider the status quo of elite rule. Let VJ(E,p5,p%; s) denote the value to group
j. This is given by

. 1
P ) +

This expression reflects a stationary equilibrium in which the elite set p7 when s = L and p%;

VI(E,p,ph;s) = W7 (p5) + W7 (p3). (3)

when s = H. These policy choices will be determined in equilibrium.

We will use this value function to determine whether the elite can sustain their rule by
choosing trade policy so that the ROS’s expected payoff under elite rule is at least as high as

under revolution.

5 Characterization of Equilibrium in the Basic Model

We characterize equilibrium by examining whether the elite can forestall democratization using
trade policy. The key issue is whether the elite can credibly commit to provide the ROS with at
least as much welfare as they would obtain under revolution. If not, the elite face a commitment
problem. We show that when a commitment problem arises, democratization is the only way to

avoid revolution; when it does not, the elite can use trade policy to forestall democratization.

To facilitate the analysis, we begin by assuming that the threat of revolution depends on
the state. When py = p7?, the ROS cannot mount a revolution; when pY = p%, they can.

One interpretation is that a high world price enables the ROS to overcome the collective action
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problem associated with revolution. Since py = p}; with probability «, this mirrors the standard
assumption in the literature that the threat of revolution arises with exogenous probability k.
We will later relax this assumption and show that the same equilibrium characterization holds

when the threat of revolution depends endogenously on the world price.

To characterize equilibrium, it will be useful to define V? (E | k; H) as the maximum welfare
the elite can deliver to the ROS under elite rule, given the threat of revolution: V2(E | k; H) =

VP(E,p5,ph; H). This is obtained by setting p5 = p5 and p5; = p; in (3).

Three features of this set-up are critical. First, the slope of VP(E | k; H) is either less
negative than that of V(D | k; H) and VP(R | k; H), or positive. The latter have slope

dVP(D | k; H) I6;

dk _1—ﬁ

(WeeL) = Wr@h) , (4)

whereas the slope of VP(E | k; H) is

dVP(E | 3 H) B
dk _1—5

(WP (pz) — WP (b)) -

By Stolper-Samuelson consistency, W7 (p}) > W?(p5). So V(D | k; H) is more steeply nega-
tively sloped than VP(E | x; H), or positively sloped. Second, V*(E | 1;H) = V(D | 1; H):
when x = 1, the high-price state occurs in every period, so the elite can set p5; = pf; in all
periods, replicating the democratic outcome. Therefore, the two functions V?(D | x; H) and

VP(E | k; H) have a common end point at x = 1.

5.1 The Revolution Constraint and the Commitment Problem

The third feature of the set-up concerns the relative intercepts of the payoff functions. At k = 0,
the intercept of VP(R | k; H) exceeds that of VP(E | x; H). Since VP(E | k; H) is less negatively

sloped, or positively sloped, there exists a threshold & € (0,1) such that
V/(E |k H) = V?(R | k; H),
with x < ® defining regions in which elite rule can or cannot be sustained.

This feature imposes a restriction on parameters, which we refer to as the ‘revolution

constraint’. Evaluating (2) and (3) at k = 0, the condition requires
VP(R|0;H) > V*(E|0;H),
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or equivalently

W () + oW () > W7 () + 25V (5. )

Although W*(pf;) > WE (p%;) because revolution is costly, Stolper-Samuelson consistency implies
WP(p}) > Wr(p3). The second effect operates through the continuation values. By making 3
sufficiently large, the future gain from replacing p5 with p} outweighs the current-period cost

of revolution, ensuring that the inequality holds.

The same effect can also be obtained by increasing p%. As shown in the argument leading
to Lemma 1, a higher world price raises p} (as well as p7 ). By Stolper-Samuelson consistency,
ROS welfare is decreasing in that price over the relevant range. Hence an increase in p}; lowers
the ROS welfare terms in (5). And because W* (p};) > W4 (p4;), the effect of an increase in p%
has a bigger negative effect on the right hand side of (5) than on the left hand side. We return
to this property below.

If the revolution constraint does not hold, then VP(E | x;H) > V(R | r; H) for all
k € [0,1]. In this case, the elite can always provide the ROS with at least as high a level of

welfare as under revolution using trade policy, and no commitment problem arises.

What is the significance of this restriction on 57 Intuitively, a relatively high value of 3
means the ROS care enough about the future that the higher welfare implied by pf relative to
P}, is worth the cost of revolution in the short run. Hence why we refer to (5) as the revolution
constraint. Note that there exists a value of 3 sufficiently large for the revolution constraint to

bind.

Now consider the elite’s options in state s = H. For xk < &, it is not feasible for the elite
to maintain the status quo using trade policy, because they cannot induce a level of welfare
for the ROS that is at least as great as under revolution: VP(E | k; H) < VP(R | k; H). The
reason is that the future high-price states are not sufficiently frequent for the elite to offset the
continuation-value advantage to the ROS from democracy. This is a commitment problem: the
elite cannot credibly promise a path of future policy that yields the ROS at least as much welfare

as revolution.

By contrast, for k > R, ‘7P(E | k;H) > VP(R | k; H), because the expected frequency of
future high-price states is sufficiently large. In that case, the elite can forestall democratization

using trade policy. Hence, the elite face a commitment problem for x < R, but not for x > %.
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The revolution constraint is therefore necessary and sufficient for a commitment problem to

arise.

5.2 The Status Quo Price

Having established that for x > & the elite can use trade policy to maintain the status quo,
we now characterize the policy they set in equilibrium. In this region of x, the elite need only
set p%; so that the ROS are just indifferent between mounting a revolution and maintaining the

status quo. We refer to this value as the status quo price, denoted p®?.

To determine p*?, define
G (p) = VP (EpL, v H) = VP (R | K H). (6)

For given p and x > &, the status quo price satisfies G(p*?) = 0. That is, the elite set p7; = p*?

to make the ROS exactly indifferent between revolution and the status quo.

We can now establish the conditions under which p*? exists.

Proposition 2. Assume that, with probability k, py = p% and the elite face the threat of
revolution, while with probability 1 — k, py = p} and they do not. Assume further that /3
and py; are sufficiently large that the revolution constraint binds in state s = H. Then for
k > F there exists a unique status quo price p*? such that: (i) p5, > p > plhy; (i) WP(p;) >
Wo(p*t) > Wo(psy); and (i) We(p5;) > We(p) > We(phy).

This result shows that the status quo price can be characterized entirely in terms of outcomes
in the high-price state, s = H, namely p} and the corresponding preferred price levels, p3; and
P

Proposition 2 implies that p°? represents a compromise between the two groups. Although
the elite could induce a higher level of welfare for the ROS by setting p5; = pf;, they need
only set p7; = p®? to make the ROS indifferent between revolution and the status quo. Both
outcomes leave the ROS better off than under the elite-preferred price level p%; = p%;. Hence
p5; > p* > plyy and WP(ph,) > WP(p*) > Wr(p3). By Stolper-Samuelson consistency, these
gains for the ROS come at a cost to the elite, so that We¢(p,) > W*(p*?) > W=(p;).
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5.3 Endogenizing the Threat of Revolution to a World Price Shock

We now relax the assumption that the realization of the world price alone enables the ROS
to resolve their collective action problem and mount a revolution. Instead, we return to the
baseline assumption that the ROS can attempt a revolution in any period, and that it succeeds
with probability one. Our objective is to recover the same characterization of equilibrium as
before, while endogenizing the threat of revolution to py € {p¥,p};}. In particular, we seek

conditions under which the revolution constraint binds only if p = pY;, and not if py’ = p¥.

We already know that the condition for the revolution constraint to bind when s = H is
given by V7 (R|0,H) > V? (E|0; H): see (5). At the same time, for the revolution constraint

not to bind for s = L, we require that,

VP (E|0;L) > V?(R|0,L), (7)

In the appendix, which contains the proof of the following lemma, we show that when s = L,
and revolution is sufficiently costly, the revolution constraint does not bind and the elite do not
face a commitment problem. By contrast, when s = H, the revolution constraint does bind and

the elite do face a commitment problem.

The key to this result is that the two conditions can be satisfied simultaneously. In partic-

ular, fix ¢ sufficiently small (so that the cost of revolution is sufficiently large) such that
WP (p1) > Wi (57) -

Then S can be chosen sufficiently small that (7) holds, because the continuation values do not
make revolution attractive in the low state. At the same time, p}; can be chosen sufficiently

large that (5) holds, because revolution is attractive when s = H.

Hence, within this parameter region, the elite face a commitment problem if and only if
py = py. In that case, they can credibly commit to a state-contingent policy that defuses the

threat of revolution. Our analysis is summarized as follows.'”

Lemma 2. Fix 1 sufficiently small that W? (p3) > WE (p]). Then there exists 3 sufficiently
small that (7) holds, and pY, sufficiently large that (5) holds.

For a proof of Lemma 2, see Appendix A.1.
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We can now characterize equilibrium.

Proposition 3. Assume values for (3, ¢, and p} < pY; such that (5) and (7) hold. For k # R,
there exists a unique pure strategy MPE with the following characteristics:

(i) If pY = pY, the elite face no threat of revolution and adopt their preferred price level, p3 ;
(ii) If pY = pY, the elite face a threat of revolution and

(a) if kK <R, the elite face a commitment problem and extend the franchise;

(b) if k > R, the elite do not face a commitment problem and respond by setting the status quo

: S
price, p4.

This result shows that in the high-threat state the elite must respond to avoid a revolution.
When x < R, the commitment problem prevents them from using trade policy, so they extend
the franchise. When x > R, they can instead neutralize the threat by setting p®*? and thereby

maintain the status quo.

The equilibrium can be illustrated using Figure 1. The vertical axis measures the discounted
payoff to the ROS, while the horizontal axis shows the probability  of the high-price state. The
short-dashed line represents the payoff under voluntary democratization, V(D | k; H), given
by (1). The long-dashed line represents the payoff under revolution, V?(R | k; H), given by
(2). The vertical distance between these two lines is proportional to the cost of revolution,
(1—9)Y*(p%). Both lines have the same slope, reflecting the effect of changes in x on expected
future welfare. The solid line shows the maximum welfare that the elite can induce for the ROS,

VP(E | k; H).

The endogeneity of the threat of revolution to the world food price shock can be under-
stood using Figure 1. The fact that V? (E|0;L) > V*(R|0;L) implies that the intercept
of V?(E|k; L) lies above that of V? (R|k;L), and hence V? (E|k; L) lies everywhere above
VP (R| k; L). Thus, the commitment problem never arises when s = L, and there is no threat of
revolution. By contrast, when s = H and V? (R|0; H) > V* (E|0; H), the threat of revolution

emerges, giving rise to a commitment problem for the elite.'®

18From this we can also see why MPE and SPE coincide. Suppose to the contrary that there were trigger
strategy equilibria under which a dictatorship might commit to set some price other than p, even in low-price
periods. From the discussion, the elite cannot credibly commit to set anything other than p7 in low-threat states.
Only in a high-threat state does the constraint imposed by the threat of revolution render a deviation from pg,
credible, by tying policy to the ROS’s participation constraint. It follows that only state-dependent strategies are
viable on the equilibrium path, which by definition are those that support MPE.
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This is significant because the prior literature (beginning with Acemoglu and Robinson and
including Zissimos (2017)) assumes that the threat of revolution arises exogenously. By contrast,

here the threat of revolution arises endogenously in response to observable world price shocks.

6 Domestically Redistributive Fiscal Capacity

Section 2 restricts redistribution to trade taxes as the only available fiscal instrument. We
now show that, under dictatorship, the absence of domestic redistributive fiscal capacity can be
understood as an equilibrium institutional choice by the elite. To establish this, we give the ruling
elite the option to install domestically redistributive fiscal capacity (henceforth fiscal capacity),
understood as the ability to undertake state-contingent lump-sum taxation and transfers between
groups. This extends the policy environment toward that assumed in Acemoglu and Robinson
(2000), who abstract from the choice of redistributive instrument in order to focus on the
credibility of redistribution over time. Our question is prior to theirs: starting from a setting in
which only trade taxes are available, when would the elite choose to create such fiscal capacity

in the first place?

The introduction of fiscal capacity expands the set of feasible policies and gives rise to
two opposing effects. On the one hand, lump-sum redistribution is more efficient than trade
taxes, allowing the elite to transfer resources to the ROS at lower distortionary cost, thereby
potentially increasing the payoff to maintaining the status quo. On the other hand, the same
technology is available under democracy, potentially raising the value of democratization and
revolution to the ROS. The net effect is therefore ambiguous a priori: the central question is
whether the political-survival cost of installing fiscal capacity outweighs its efficiency advantage

in redistribution.

To analyze this trade-off, we model fiscal capacity as an institutional choice made by the
elite. We extend the model so that the elite can decide whether or not to install fiscal capacity:
that is, the capacity to undertake state-contingent lump-sum taxation from the elite used to

finance transfers to the ROS. Let T denote the aggregate lump-sum transfer in units of the

19Mixed-strategy equilibria can arise in this class of models when the elite face a commitment problem, involving
probabilistic democratization and revolution. Gawande and Zissimos (2025) show that such equilibria rely on the
ability of the elite to sustain promises of future democratization. If instead it is assumed that the elite will not
follow through on such promises, mixed-strategy equilibria cannot be sustained. We adopt this assumption here,
and focus on pure strategy equilibria.
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numeraire, from the elite to the ROS in state s € {L, H}, chosen by the group j € {¢,p} in
power. This formulation follows AR, where redistribution is modeled as a transfer from the
elite to the ROS, reflecting the fact that political conflict centers on the extent of redistribution
away from elite-controlled resources. We assume, as AR do, that T! € [0,T], where T > 0 is
an exogenous upper bound on feasible redistribution. This upper bound captures the idea that
beyond some point the elite can profitably obfuscate their income, thereby preventing further
taxation. Thus, even under democracy and revolution, redistribution cannot fully expropriate

the elite.

The game is as described in Section 4, with the following modification to the sequence of
events. Within a period ¢, first, the world price level pi’ € {p},p};} is realized. Second, the elite
decide whether or not to install fiscal capacity, and then decide whether or not to extend the
franchise. If they extend the franchise, there is democracy; if they do not, they set trade policy
pS and, if fiscal capacity is available, the transfer 77;. Third, if the elite have not extended the
franchise, the ROS decide whether or not to mount a revolution. If they do so, it is successful
for sure, resulting in democracy. Fourth, under democracy, domestically redistributive fiscal
capacity is installed if not already in place, and the median voter (a member of the ROS) sets
trade policy p4 and the transfer TY. Fifth, production takes place, demands are realized, markets

clear, and consumption takes place.

In this extension, we must now write income of a representative member of group j not just
as a function of prices, but of the transfer as well. To denote the presence of of fiscal capacity,
we will use the subscript C. Thus, income of a representative member of group j in state s
in the presence of fiscal capacity is given by Yl = Yg;(p&Tg ). Since T? is a transfer from the
elite to the ROS, Y§ is monotonically decreasing in T y , while Yé’ is correspondingly increasing.

Welfare is given by the modified indirect utility function
Wj = W(p87 ch’(pSv Tsj>) = Wé‘(p& Tsj)

Accordingly, holding prices fixed, W is monotonically decreasing in 7: J , while Wg is monoton-
ically increasing. Revolution is modeled in the same way as in the basic model, with income
under revolution being give by as a radial contraction of the PPF, with income, denoted by Yé R
being given by YéR(ﬁ%,TI’;) = wYé(ﬁ’;{,Tfl), and welfare under revolution being denoted by

Wi (02 Th)-
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6.1 Payoffs to Democracy, Revolution, and Status Quo in the Extended
Model

To characterize equilibrium in the extended model, we first define payoffs under democracy,
revolution, and the status quo when fiscal capacity is installed. This requires characterizing the

policies chosen by the group in power when state-contingent lump-sum transfers are available.

First consider democracy, and assume the country has a comparative advantage in good p.
Recall that by Proposition 1, the ROS prefer free trade in each state. Hence, under democracy
they set ps = p¥, s € {L, H}. With fiscal capacity installed, the ROS also choose the maximum
feasible transfer from the elite to the ROS, TY =T, s € {L, H}. Thus, when the country has a
comparative advantage in good p, fiscal capacity reinforces the democratic outcome: the ROS

obtain both their preferred trade policy and the maximum feasible lump-sum transfer.

Now consider democracy when the country has a comparative advantage in good . By
Proposition 1, in the absence of domestic fiscal capacity, the ROS preferred price level involves
protection, with p® < p§ < p¥ while it is the elite whose preferred price level is at free trade, pS
= p¥. With fiscal capacity installed, however, the ROS can combine free trade with a lump-sum
transfer from the elite. Since free trade maximizes aggregate surplus, setting ps; = p¥ increases
the resources available relative to the protected outcome p-. Therefore, provided T is sufficiently
high, the ROS can use the transfer to compensate themselves for moving from p% to free trade
and obtain strictly higher welfare: W, (p¥,T) > WP(ps), s € {L,H}. We also require that
the transfer remains below the point of full elite expropriation, Yé(pfj,?) >0,s € {L H}.
We henceforth restrict attention to values of T for which these conditions hold, so that free
trade combined with the maximum feasible transfer strictly dominates the trade-policy outcome

available in the basic model for the ROS.

It follows that, whether the country has a comparative advantage in good € or good p,
democracy with fiscal capacity entails pf = p?, TY = T, s € {L, H}.Therefore, the value of
democracy for a member of group j is

Bk s

VD | rs5) = W2 T) + 1w o T) + Z = 2w ) (®)

The specification of Vg(D | k; ) is parallel to VI (D | k; s) in (1), except that Wé (p¥,T) replaces
Wi (pf) in each state. Since WS (p¥,T) > WP(p5), the availability of fiscal capacity therefore

therefore raises the value of democracy to the ROS relative to the outcome with no domestic
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fiscal capacity.

It will be useful in comparing outcomes of democracy with and without fiscal capacity to
compare the slope of VC];(D | k;5) to the slope of VI(D | k;s), as given by equation (4). The
slope of V(D | k; H) is given by

V4D | wH) B

i 1o WEwET) - Wei, T))

Since W&(pY,T) > WE(®Y,,T), we can see straight away that, like V(D | k;s), the slope of
VE(D | k; H) is negative. We need to expand this expression further to compare the gradient to

that of VI(D | k; ).

Using the homotheticity of the indirect utility function, we may write the preceding expres-

sion as
B w Ial w w 2al w
“1-3 [(YP(py) +T)WP(pg) — (YP(pi) + T) W*(piy)] -
Using (4), the difference between the two slopes is therefore given by
B w w w w
T Y W) ~ Y)W (o)
= YOGRIWPG,) + Y )W)
B = w w

- mT WP (pL) — WPpH)]-

Define

As =YPEOWP (L) =Y (p)WP(ps),  se{L, H}.

The term Ag measures the welfare loss to the ROS from replacing their preferred trade-policy
outcome with free trade in state s. Using this notation, the difference between the two slopes
becomes

s

-5 (AL — A + T (WP(p) — WP(p)] -

If this entire expression is negative then Véf(D | k; H) is more steeply negatively sloped than

VP(D | k; H).

First consider the case in which the country has a comparative advantage in good p. By
Proposition 1, p§ = p¥, s € {L, H}, and hence A; = 0, s € {L, H}.The difference between the

two slopes therefore reduces to

LT - W)
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By Stolper-Samuelson consistency, W*(p}) > W*(p};) so this term is strictly negative. Hence,
when the country has a comparative advantage in good p, VCP(D | k; ) is more steeply downward

sloping than V?(D | k; s).

Now consider the case in which the country has a comparative advantage in good . By
Proposition 1, p® < ps < p¥, As > 0, s € {L, H}. By the maintained restriction on T, fiscal
capacity more than compensates the ROS for this welfare loss in each state: TW?(p¥) > Ag,
s € {L, H}. This establishes that democracy with fiscal capacity gives the ROS higher welfare
than democracy in the basic model in both states. To compare slopes, however, we require an
additional lower-bound restriction on 7. In particular, we restrict attention to values of T such
that

AL — Ay <T (WP(pp) — W*(pg)) -

This condition is automatically satisfied when A; < Apg. Otherwise, it requires T to be suffi-

ciently large.

Combining these restrictions on T', we have:

T>max{ Ay Af max{A; — Ag,0} }

We(py) We(py) Wept) — We(pg)
The first two terms ensure that fiscal capacity raises the ROS payoff from democracy in each

state. The third term ensures that V5 (D | k;s) is more steeply downward sloping than V?(D |

K; s), when the country has a comparative advantage in good e.

Next consider revolution in the presence of fiscal capacity. As in the basic model, the
value function for revolution is obtained by replacing the current-period welfare term under
democracy with the corresponding welfare term net of the cost of revolution. Since democracy
achieved through revolution implements the same policy choices as democracy achieved through
an extension of the franchise, the continuation values coincide with those under democracy with
fiscal capacity. Thus, VC];(R | k;s) is obtained from Vé(D | k;s) by replacing the current-period
term Wé(pé”,?) with WéR(pg”,T), where

Wé’R(p;UaT) < Wé’(péuvT)

because revolution is costly. Hence, as in the basic model, both groups strictly prefer democracy

achieved through an extension of the franchise to democracy achieved through revolution.

24



Next, consider the effect of the introduction of fiscal capacity on the status quo of elite
rule, denoting this by 175 (E|k; H). The key point is that fiscal capacity does not alter the
underlying credibility logic governing elite rule. As in the basic model, the elite can credibly
commit to concessions only in states where they face a threat of revolution. Hence, when s = L,
continuation values remain determined by the elite’s preferred policy choices. When s = H,
however, the elite may credibly implement the ROS’s preferred policies, in order to defuse the

threat of revolution.

The structure of the value function under elite rule therefore remains the same as in (3),
except that the set of feasible concessions when s = H is now expanded by the presence of fiscal
capacity. In particular, wherever the elite can credibly commit to implement the ROS preferred
policy, the welfare terms W?(p5) are replaced by W& (pY, T), reflecting the fact that democracy
and revolution with fiscal capacity implement free trade together with the maximum feasible

transfer to the ROS.

To see how fiscal capacity affects g, first compare the difference in the intercept of VCp (D |

k;s) to VP(D | k;s) at k = 0. Using (1) and (8):
VED | 0;H)-VP(D|0;H) =

WA T) ~ WP () + 1o (WEET) - W2(). Q

The first term reflects the current high-price state, while the second term reflects the continu-
ation value from future low-price states. By contrast, under elite rule, the maximum feasible

inducement to the ROS rises by only
V& (B|0;H) = VP (E|0; H) = Wa(pl, T) — W (pf).

The reason is that fiscal capacity allows the elite to raise the current high-price payoff to the
ROS, but it does not allow them to credibly commit to the ROS-preferred policy in future low-
price periods. In those periods, the elite revert to their own preferred policy as in the basic

model.

Thus, at x = 0, fiscal capacity raises the payoff to democracy and revolution by more than
it raises the maximum payoff the elite can induce for the ROS under the status quo of elite rule.
The difference between VA(D | 0; H)—V?(D | 0; H) and V£ (E| 0; H)—V? (E| 0; H) is therefore:

g

1-3 (We(pE, T) = Wr(p7)) > 0.
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Now consider the same comparison at x = 1. In this case, s = H in every period. Since
the elite face the threat of revolution in every period, they can credibly commit to the same
policy combination as democracy, namely free trade together with the transfer T. Therefore, the
maximum feasible payoff the elite can induce for the ROS coincides with the payoff to democracy.
It follows that the increase in the payoff under elite rule at k = 1 is given by (9). Hence, at k = 1,

the there is no difference between VC];(D |1, H)—VI(D|1;H) and 1~/Cp (E|1;H)—V* (E|1; H).

In summary, the introduction of fiscal capacity raises the value of democracy to the ROS
more than the status quo of elite rule, because under democracy the ROS’s payoff is raised in
every period, whereas under elite rule it is only raised in the high-price periods. In addition,
having shown above that the (negative) slope of VZA(D | k; H) is steeper than that of V?(D |
k; H), we can now also conclude that the (negative or positive) slope of 175 (E|k; H) will not

increase by as much as VA(D | k; H).

It remains to determine the value to the ROS of revolution with fiscal capacity, and compare
this with democracy. Since, under fiscal capacity, the cost of revolution disrupts production but
does not reduce the transfer T, the gain from fiscal capacity in the period that revolution happens
is —pAg +TWP(pY), while recall that under democracy it is —Agy +TW*(p%). Otherwise, the
respective payoffs to democracy and revolution under fiscal capacity are identical. In the case
of a comparative advantage in good p, we have p5 = p%, and hence Ay = 0. Therefore fiscal
capacity raises the current-period payoff from revolution by the same amount as it raises the

payoff from democracy.

In the case of a comparative advantage in good e, we have p* < pf < p¥, and hence
Ap < 0. Fiscal capacity therefore raises the value of revolution by more than it raises the value

of democracy in this case.

The key comparison, however, is not between democracy and revolution, but between rev-
olution and the maximum feasible payoff that the elite can induce for the ROS under the status
quo. Under fiscal capacity, democracy and revolution give the ROS access to the fiscal-capacity
package in all future states. By contrast, under elite rule, the elite can credibly implement this
package only in high-threat states. In low-price states, they revert to their own preferred policy.
Hence fiscal capacity increases the payoff to democracy and revolution by more than it increases

the maximum payoff the elite can credibly induce under elite rule.
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It follows that the threshold value of &, call it K¢, shifts to the right. Consequently, fiscal
capacity enlarges the range of the parameter space over which the commitment problem arises.
Recall that the value of K¢ is determined by the intersection between the payoff to revolution
and the payoff to maintaining the status quo, here in the presence of fiscal capacity. It is the
fact that the payoff to revolution increases by more than the payoff to maintaining the status
quo that implies k¢ must shift right. This in turn increases the range of the parameter space
for which the elite will not be able to forestall democratization using trade policy, leaving them

no option but to extend the franchise.

The characterization of equilibrium hinges on the elite’s decision at the second stage. Even
while the form of government remains a dictatorship, fiscal capacity cannot raise the elite’s
payoff. Because T? is by construction a transfer from the elite to the ROS, any positive transfer
leaves the elite with less income to spend on their own consumption. At best, by setting the
transfer to zero, they can reproduce the trade-policy outcome characterized in Proposition 3.
Since the elite are unambiguously worse off under democracy than under elite rule, they have no
incentive to install fiscal capacity. Hence, given the option, the elite choose not to install domestic
redistributive fiscal capacity on the equilibrium path, and the characterization of equilibrium

remains exactly that of Proposition 3.

We can now characterize the endogenous absence of domestic redistributive fiscal capacity

under dictatorship as follows.

Proposition 4. Assume values for 3, v, and p} < p%, such that (5) and (7) hold. In
addition, assume that the economy and game are as characterized in the extended model. On
the equilibrium path, the elite choose not to install fiscal capacity, and the characterization of

equilibrium is the same as that of Proposition 3.

Note that the equilibrium outcome will not be identical to that in our original model. The reason
is that the ROS will install domestic redistributive fiscal capacity when they gain democracy,
and will use this to tax the elite, hence raising the payoff to the ROS of democracy through
extension of the franchise and revolution relative to the original model. If fiscal capacity were
installed, the range of values of x over which the elite face a commitment problem would expand:
we denote the resulting counterfactual threshold by K¢, which exceeds . The elite anticipate

this and therefore never install fiscal capacity on the equilibrium path.
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Figure 2 illustrates the effect of introducing domestically redistributive fiscal capacity. Fiscal
capacity raises the payoff to democracy and revolution by expanding the set of feasible redis-
tributive policies once the ROS control policy. Under dictatorship, however, the same policy
package can be credibly implemented only in high-threat states. Consequently, fiscal capacity
raises the payoff that the ROS can obtain from democracy or revolution by more than it raises

the maximum feasible payoff that the elite can induce under the status quo.

Geometrically, this shifts the ROS’s payoff to revolution upward relative to the payoff of
the status quo, and increases the (negative) slope of the former relative to the latter. This
moves the threshold value of x from K to Kc. The range of parameter values over which the elite
face a commitment problem therefore expands. In this sense, the introduction of domestically

redistributive fiscal capacity makes dictatorship harder to sustain.

This result is significant because it relaxes our assumption that the ruling elite use only
trade policy and establishes this as an endogenous outcome. It also sharpens the distinction
between dictatorship and democracy: under democracy, the median voter already controls pol-
icy, so installing fiscal capacity creates no more attractive alternative regime and carries no
analogous political-survival cost. Under dictatorship, by contrast, an absence of domestic redis-
tributive fiscal capacity is instrumental to the elite’s survival, because installing it would widen
the credibility gap between what the elite can offer while retaining power and what the ROS

could extract once they hold it.

7 Conclusion

This paper has developed a framework for understanding how and why dictators use interna-
tional trade policy to forestall democratization. The immediate mechanism is that observable
external shocks alter the distribution of income and hence the threat of revolution. Trade policy
allows the ruling elite to make concessions when that threat is acute while retaining control
of the state, provided those concessions can be made credible. The deeper result is institu-
tional. Dictators may rely on trade policy not because more efficient domestic redistributive
instruments are beyond their reach, but because creating such instruments would strengthen
the political alternative to dictatorship. An inefficient instrument can therefore be politically

valuable precisely because it limits what the ROS could gain by replacing the regime.
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This perspective suggests a broader interpretation of inefficient economic institutions un-
der authoritarian rule. State marketing boards, administered procurement systems, multiple
exchange rates, quantitative restrictions and discretionary price controls are commonly justified
as ways to stabilize markets, secure strategic supplies or respond to crises. Our framework raises
the possibility that their inefficiency may also serve a political purpose. By limiting the redis-
tributive capacity available to those who might gain control of the state, such arrangements may
narrow the range of circumstances in which the elite face a commitment problem and must ex-
tend the franchise. Whether authoritarian rulers deliberately choose relatively inefficient policy

institutions for this reason is a natural question for future research.

A related extension would broaden domestic fiscal capacity beyond its purely redistributive
role in the present model and give it a direct benefit to the elite. Fiscal capacity may be
needed to finance the administration of the state, national defence, public goods or responses
to crises. The elite would then face a genuine institutional trade-off. Building fiscal capacity
would increase the resources available to sustain the state, but it would also strengthen the
redistributive capacity available to the ROS after they gain political control. This would make
it possible to study when the demands of state-building induce dictators to accept the political
risks created by more efficient fiscal institutions. It would also connect the present framework

more directly to the literature on the origins of fiscal and state capacity.

The analysis has deliberately treated democracy as an absorbing state. This allows us to
isolate how a dictatorship forestalls democratization, but it rules out the reverse transition.
A natural extension would allow political leaders in established democracies to weaken broad-
based domestic fiscal institutions and replace them with more discretionary or border-based
instruments. Such a framework could examine whether a shift away from income taxation and
towards trade taxation can form part of a strategy of autocratization, rather than merely being
a consequence of it. It would also allow the availability of fiscal capacity and the political regime

to evolve jointly in both directions.

World food prices provide one observable source of variation in the threat of revolution, but
the mechanism is more general. Fuel prices, financial crises, pandemics and other shocks may
also generate periods in which the political value of redistribution changes sharply. The Covid-
19 pandemic provides one suggestive example of a related question. During the pandemic,

freedoms normally associated with democracy were eroded across a wide range of countries,
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including established democracies such as the United States (Economist 2020). Established
democracies also temporarily resorted to export restrictions and direct administrative controls
that departed from their normal reliance on domestic fiscal instruments. For example, the United
States banned exports of respirators to Canada and Mexico (Bown 2022).2° Future research
could examine when emergencies make such instruments attractive even under democracy, how
temporary these departures are, and whether they produce lasting changes in the relationship

between economic and political institutions.

The central empirical task is to identify which shocks generate politically salient threats
and whether dictatorships respond through trade policy in the manner predicted by the model.
More broadly, the paper points to a two-way relationship between state capacity and political
development. Political institutions shape which economic instruments the state builds, but those
instruments in turn shape the survival of political institutions. Efficiency-enhancing reform may
therefore be politically destabilizing, while institutional backwardness may sometimes be chosen

rather than inherited.

29Bond (2023) provides a theoretical analysis of why many governments imposed unilateral trade policy actions
on pandemic-essential products in response to the COVID-19 pandemic. His analysis shows that a shift in
government priorities from those of producers towards those of consumers is the explanation most consistent with
the stylized facts.
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Appendix

A Analytical Results (For publication in supplementary appendix)

A.1 Proof of Lemma 2.

First we must show that (7) holds when p¥ = pY. Formally, this involves showing that
VP (E|k;L) > VP (R|k, L) for all & € [0,1]. Note that V*(E|0;L) > V?(R|0,L) guaran-
tees VP (E|k; L) > VP (R|k, L) for all k € [0,1]. Using (2) and (3), V? (E|0;L) > V* (R|0,L)

can equivalently be written,

W) > WEGH) + W 3h).

So there exists no value of x € [0,1] at which V? (R| x; L) > V? (E| k; L); there can be no threat

W? (p1) +

of revolution when py = pY.

Two parameter restrictions ensure that (7) holds. First, consider what would be required
to make the first term on the left hand side larger than the first term on the right hand side.
Although W? (ﬁ’i) > WP (p3), we can ensure W* (p7) > Wh (ﬁz) = yW?r (ﬁﬁ) by making
sufficiently small. That is, the cost of revolution must be sufficiently high. Next, compare the
second terms on each side. While W* (p7) < W? (ﬁ’z), each is pre-multiplied by 5/ (1 — ) so we
can assume that § is sufficiently small that the inequality holds. This is, in effect, the opposite
condition to the one we assumed for s = H. We are assuming that when py = p¥, the ROS
are not sufficiently patient for the net gain from revolution to be worthwhile, partly because the

cost is relatively high, and partly because the ROS discount the future at a relatively high rate.

Next we must establish that (7) will hold for s = L, while simultaneously (5) holds for
s = H? Recall from our discussion of the revolution constraint that, fixing £, we can always
find a value of pY; sufficiently large that (5) holds. So (5) will hold at the same time as (7)

providing the world price shock is sufficiently large. [
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