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Political Economy: Alternative Approaches

We consider a small economy with n+ 1 goods: one outside good produced
with labor and n goods produced with labor and a sector-speci�c input.
Preferences are quasi-linear. The wage rate equals one.

For given tari¤s ti = pi � πi the indirect utility is

v (p) = `+
n

∑
i=1

Πi (pi ) +
n

∑
i=1

Si (pi ) +
n

∑
i=1
(pi � π)mi (pi ) .

Direct democracy: Mayer (1984). Here the tari¤ is determined by direct
voting.

Since there is no good result on voting in multidimensional policy spaces, he
used a two-sector HO model in which there is one import tari¤ on which
people vote.
The distribution of capital per person in the population determines every
individual�s optimal tari¤.
The equilibrium tari¤ is the median voter�s optimal tari¤ (note the special
conditions under which the median voter theorem applies).
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Alternative Approaches (continued)

In a quasi-linear economy they can vote on each tari¤ separately.

A voter with the ownership share γ of the sector-speci�c input in sector i most
prefers the price pi :

pi (γ) = arg maxp
γΠi (p) + Si (p) + (p � πi )mi (p) .

Then the equilibrium tari¤ is:

pi � πi = (γ
m
i � 1)

Xi (pi )�
�m0i (pi )

� ,
where γmi is the share of ownership of the sector i speci�c factor by the
median voter.
This has the counterfactual implication that in industries with high
concentration of ownership imports are subsidized.
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Alternative Approaches (continued)

Political support function: Hillman (1982). Here the tari¤ is determined by
a political support function that tradeo¤s economic distortions and industry
pro�ts.

In the quasi-linear economy the political support function can be expressed as

n

∑
i=1

bi [Πi (pi )�Πi (πi )] + v (p)� v (π) .

In this event the equilibrium tari¤ is:

pi � πi =
biXi (pi )�
�m0i (pi )

� ,
i.e., there is protection, and it is higher the higher the weight of the industry in
the political support function, the larger the industry, and the less elastic the
import demand function is.
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Alternative Approaches (continued)

Tari¤ formation function: Findley and Wellisz (1982). Here the tari¤ level
depends directly on the levels of contributions of supporting and opposing

groups, i.e., ti = Ti
�
CSi ,C

O
i

�
. For general tari¤ formation functions this

theory has no clear predictions. The question is where do these functions
come from and who is represented in the two groups?

Electoral competition in reduced form: Magee, Brock and Young (1989).
Here the tari¤ is determined in electoral competition between two parties,
each one committed to a policy.

The parties receive contributions that in�uence the probability of winning the
election, and trade policies also in�uence these probabilities.
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Alternative Approaches (continued)

The objective function of SIG j is to maximize

max
C Aj �0, C Bj �0

q

 
2

∑
i=1

CAi ,
2

∑
i=1

CBi , t
A , tB

!
Wj

�
tA
�

+

"
1� q

 
2

∑
i=1

CAi ,
2

∑
i=1

CBi , t
A , tB

!#
Wj

�
tB
�
� CAj � CBj ,

where q (�) is the probability that A wins the elections.

This yields a reduced form probability q̃
�
tA , tB

�
. In the �rst stage the two

parties A and B play non-cooperatively to maximize their probabilities of
winning the election.
This implies that a SIG contributes to only one party, which is counterfactual.
It also has no clear predictions about the sectoral structure of protection.
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Protection for Sale

Grossman and Helpman (1994) develop a lobbying model.

They use the quasi-linear economic model and embody it in a framework of
menu auctions.

In the �rst stage SIGs o¤er campaign contributions Ci (p) for i 2 L. The
contributions are designed to buy policies.
In the second stage the policy maker chooses the policy vector.
The policy maker chooses p to maximize

aW (p) + ∑
i2L
Ci (p),

where W (�) is aggregate welfare and a is the weight on welfare relative to
contributions.
The formulation of the government�s objective function can be justi�ed by a
model of probabilistic voting.
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Electoral Competition

Why do politicians care about contributions? Grossman and Helpman (1996)
propose a model of electoral competition that yields this behavior.

There are two political parties that compete in an election, A and B . Each
commits to a policy vector pK , K = A,B .
There is a continuum of voters. Voter i�s utility is vi

�
pK
�
+ ηKi if K wins the

election. Informed voters can asses this utility, where vi (�) is derived from the
economic model and ηKi is a preference for party K .
Voter i supports A if and only if vi

�
pA
�
� vi

�
pB
�
> ηBi � ηAi � ηi .

ηi is uniformly distributed on [(�1+ 2b) /2f , (1+ 2b) /2f ], where f is the
density and b is the bias in favor of B .
As a result, party A receives the fraction

sI =
1
2
� b + f

h
v
�
pA
�
� v

�
pB
�i

of votes of the informed group, where v is the mean of vi .
It is also possible to think about b as being random (a valence shock).

If there were only informed voters, party K would choose pK to maximize
v
�
pK
�
, which raises its probability of winning the elections when b is

random, or which raises its expected plurality.
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Electoral Competition (continued)

Next assume that a fraction σ of the voters is informed and a fraction 1� σ
is uninformed or impressionable. The latter group�s voting responds to
electoral campaigns.

As a result, the fraction of votes received by party A is

s = σsI + (1� σ)

�
1
2
� b + h

�
CA � CB

��
=

1
2
� b + σf

h
v
�
pA
�
� v

�
pB
�i
+ (1� σ) h

�
CA � CB

�
.

In this case K maximizes σfv
�
pK
�
+ (1� σ) hCK , and the relative weight

on welfare is

a =
σf

(1� σ) h
.

Evidently, this relative weight is higher the larger the fraction of informed
voters, the higher the density of η is, and the less e¢ cient money is in buying
votes of the impressionable voters.

() Griliches Lecture 3: Political Economy May 2009 9 / 21



Electoral Competition (continued)

Next assume that a fraction σ of the voters is informed and a fraction 1� σ
is uninformed or impressionable. The latter group�s voting responds to
electoral campaigns.

As a result, the fraction of votes received by party A is

s = σsI + (1� σ)

�
1
2
� b + h

�
CA � CB

��
=

1
2
� b + σf

h
v
�
pA
�
� v

�
pB
�i
+ (1� σ) h

�
CA � CB

�
.

In this case K maximizes σfv
�
pK
�
+ (1� σ) hCK , and the relative weight

on welfare is

a =
σf

(1� σ) h
.

Evidently, this relative weight is higher the larger the fraction of informed
voters, the higher the density of η is, and the less e¢ cient money is in buying
votes of the impressionable voters.

() Griliches Lecture 3: Political Economy May 2009 9 / 21



Electoral Competition (continued)

Next assume that a fraction σ of the voters is informed and a fraction 1� σ
is uninformed or impressionable. The latter group�s voting responds to
electoral campaigns.

As a result, the fraction of votes received by party A is

s = σsI + (1� σ)

�
1
2
� b + h

�
CA � CB

��
=

1
2
� b + σf

h
v
�
pA
�
� v

�
pB
�i
+ (1� σ) h

�
CA � CB

�
.

In this case K maximizes σfv
�
pK
�
+ (1� σ) hCK , and the relative weight

on welfare is

a =
σf

(1� σ) h
.

Evidently, this relative weight is higher the larger the fraction of informed
voters, the higher the density of η is, and the less e¢ cient money is in buying
votes of the impressionable voters.

() Griliches Lecture 3: Political Economy May 2009 9 / 21



Electoral Competition (continued)

Next assume that a fraction σ of the voters is informed and a fraction 1� σ
is uninformed or impressionable. The latter group�s voting responds to
electoral campaigns.

As a result, the fraction of votes received by party A is

s = σsI + (1� σ)

�
1
2
� b + h

�
CA � CB

��
=

1
2
� b + σf

h
v
�
pA
�
� v

�
pB
�i
+ (1� σ) h

�
CA � CB

�
.

In this case K maximizes σfv
�
pK
�
+ (1� σ) hCK , and the relative weight

on welfare is

a =
σf

(1� σ) h
.

Evidently, this relative weight is higher the larger the fraction of informed
voters, the higher the density of η is, and the less e¢ cient money is in buying
votes of the impressionable voters.

() Griliches Lecture 3: Political Economy May 2009 9 / 21



Protection for Sale: General Considerations

The set L is the set of SIGs. SIG i�s welfare is given by:

Ui = Wi (p)� Ci (p).

The policy maker chooses p to maximize

aW (p) + ∑
i2L
Ci (p).

First assume that there exists one policy instrument (p is a scalar) and one
interest group.

The model can be solved by considering a standard principal-agent setup, in
which SIG is the principal and the policy maker is the agent, and (p,C ) are
the SIGs instruments to in�uence the agent.

After �nding the solution, we will show how to implement it with a
contribution function C (p).
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One Policy Instrument and One SIG

The following �gure depicts the solution:
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One Policy Instrument and Many SIGs

In the presence of many SIGs de�ne

G�i (p) = aW (p) + ∑
j2L, j 6=i

Cj (p).

If SIG i o¤ers no contributions, the policy maker maximizes G�i (p). This
results a policy p�i and an indi¤erence curve G�i in the �gure below,
de�ned by

G�i (p) + C = G�i
�
p�i
�
.

C

|

iG −

tp += π
ip −

I

'I
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Many Policy Instruments and Many SIGs

Now there can be multiple equilibria. But if all SIGs play compensating
contribution functions, then there is a unique equilibrium, the compensating
equilibrium, in which the equilibrium policy is

po = argmax
p
= aW (p) + ∑

j2L,
Wj (p).

The same applies when there is a policy vector p, in which case a
compensating contribution is given by

Ci (p, ki ) = maxfWi (p)� ki , 0g.

The resulting equilibrium policy vector is

po = argmax
p
= aW (p) + ∑

j2L,
Wj (p),

and the equilibrium contributions are

Coi = maxfWi (po )� koi , 0g.
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One Policy Instrument and One SIG (continued)

koi is SIG i�s best response to the other SIGs�choices. That is:

(po , koi ) = arg maxpo ,koi
Wi (p)� Ci (p, ki )

subject to

aW (p)+ ∑
j2L, j 6=i

Cj
�
p, koj

�
+Ci (p, ki ) � maxq

"
aW (q) + ∑

j2L, j 6=i
Cj
�
p, koj

�#
.

Bernheim and Whinston (1986) argue that �truthful Nash equilibria� are
focal; they are coalition proof.
A weaker requirement is �locally compensating (truthful) contributions,� that
is

rCi (p) = rWi (p) .

The FOC of the politician is

arW (p) + ∑
j2L
rCj (p) = 0.

Therefore po satis�es

arW (po ) + ∑
j2L
rWj (po ) = 0.
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Protection for Sale: Quasi-Linear Model

The politician maximizes a weighted sum of aggregate welfare and the
welfare of the individual lobbies:

po = argmax
p
= aW (p) + ∑

j2L
Wj (p).

In the quasi-linear model:

Wi (p) = `i +Πi (pi ) + αi

n

∑
j=1
(pj � πj )mj (pj ) + αi

n

∑
j=1

Sj (pj ),

where αi is the fraction of the people who own sector i�s speci�c input (there
is specialization in ownership).

The weight in the social welfare function is 1 for an individual who is not
represented by an interest group and 1+ a for a represented individual.
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Determinants of Protection

Solving for the equilibrium trade tax then delivers:

pi � πi =
Ii � α0
a+ α0

Xi�
�m0i

� , or pi � πi
pi

=
Ii � α0
a+ α0

�
1

µi εi

�
,

where Ii is an indicator variable that equals 1 when i 2 L and 0 otherwise,
α0 = ∑

i2L
αi is the fraction of people represented by SIGs, µi = mi/Xi is the

import penetration ratio and εi is the import demand elasticity.

Protection is positive if and only if a sector is �organized.�
Protected sectors are a¤orded larger protection when fewer people belong to
SIGs and the policy maker places lower weight on welfare. When α0 = 1 there
is no protection.
Among the protected sectors, sectors with a smaller import penetration ratio
and smaller import demand elasticities are more heavily protected.
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Empirical Implementation

Goldberg and Maggi (1999) propose an empirical implementation of the
protection-for-sale model, by exploiting cross-industry variation in trade
protection.

There is little variation in tari¤s, so Goldberg and Maggi use nontari¤ barriers
(NTBs); coverage ratios.

Because the demand elasticities εi are not measured accurately, they estimate

εi ρi =
Ii � α0
a+ α0

�
1
µi

�
,

where ρi is the coverage ratio, and it replaces (pi � πi ) /pi .
They de�ne a sector as organized if its PAC contributions exceed a certain
level (an identifying assumption).

They regress εi ρi on 1/µi for organized sectors and for not organized sectors.

The estimates are precise and the model has substantial explanatory power.

The estimates imply α0 � 85% and a � 50� 70 (very high).
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Empirical Implementation (continued)

Gawande and Bandyopadhayay (2000) use a similar methodology, except for
the identi�cation of organized groups. They too obtain a high a.

Mitra, Thomakos and Ulubaşoµglu (2002) estimate the model on Turkish
data, during and after the military regime. They use tari¤s and NTB
coverage ratios. a and α0 are higher in the post military regime period.
McCalman (2004) estimates the mode for Australia, using tari¤s.

Comparing estimates in the late sixties and early nineties, he argues that the
model predicts well the policy of trade liberalization (an increase in a and α0
and the role of sectoral characteristics).

Mitra, Thomakos and Ulubaşoµglu (2006) provide a sensitivity analysis for the
U.S. tari¤s and NTB coverage ratios.

They argue that all importing sectors should be treated as organized.
Estimating the equation

εiµi ρi = β � Ii � α0
a+ α0

,

they argue that:

1 The data do not reject the hypothesis that β is the same for what in previous
studies was taken to be organized and not organized sectors.

2 Kolmogorov-Smirnov tests of the distribution of the LHS variable do not reject
the hypothesis that the distribution is the same in the two groups of sectors.
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Empirical Implementation (continued)

Mitra, Thomakos and Ulubaşoµglu propose to estimate β and to trace the
combinations of a and α0 implied by this estimate:

() Griliches Lecture 3: Political Economy May 2009 19 / 21



() Griliches Lecture 3: Political Economy May 2009 20 / 21



Equilibrium Contributions

Consider a compensating equilibrium. In this event:

Coi = Wi (po )� koi

=

"
aW

�
p�i
�
+ ∑
j2L, j 6=i

Wj

�
p�i
�#
�
"
aW (po ) + ∑

j2L, j 6=i
Wj (po )

#
.

Case I: Suppose there is only one organized interest group, i.e., L = ff g .
Then po 6= π. Moreover:

kof = Wf (po )� [aW (π)� aW (po )] and C of = aW (π)� aW (po ) .
In this case the interest group extracts all the surplus from its interaction with
the government. Government welfare is aW (π).

Case II: Suppose L = f1, 2g , α0 = 1, n = 2. Then p0 = π.

With everybody represented, competition between the interest groups cancels
out, so there is no protection.
Yet all sectors donate money:
C oi =

�
aW

�
p�i
�
+Wj

�
p�i
��
�
�
aW (π) +Wj (π)

�
> 0.

Now the government extracts the entire surplus.
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