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SPECIAL INTEREST GROUPS AND ENDOGENOUS POLICIES REVIEW OF
COMMON AGENCY MODELS

The purpose of the study is on one hand to go girahe different ways to model the political

economy of policy formation, and on the other htmthke a critical look at the most commonly used
model, namely that of Grossman and Helpman, inrai@e@nalyse how it performs in capturing the
mechanics of policy formation in general sense.

The economics literature refers to a situation hiclv an agent takes an action that simultaneously
affects several principals as a relationship of mmm agency. In such situations, the principals
typically design payment schedules that give thenagn incentive to take their interests into antou
Bernheim and Whinston (1986) have formalized thehmauction game in a general framework. The
contribution of Grossman and Helpman was to apbé/ menu-auction framework to model trade
policy making. Later on, their common agency mdued found several applications on other policy
areas.

This study takes first a retrospective look at gmtmus policy models by setting the Grossman-
Helpman model as the starting point. The focusién tshifted to models that have emerged after the
introduction of the Protection for Sale article. @wnain questions arise: how does the Grossman-
Helpman model relate to earlier research on endagepolicies, and how has the common agency
tradition evolved in the theoretical literature idgr the past decade? The study is conducted in the
form of a literature review with an emphasis orotietical research literature.

As a result of the survey, it can be concluded thatGrossman-Helpman model offers a rich and
flexible way to model endogenous policies. In corigmn to earlier research, it does not suffer from
black boxes which, in contrast, are the burden aofffiformation and political support models.
However, the Grossman-Helpman model is far fromndpea complete picture of real world
interactions in the political arena. The common nageliterature that builds on the Grossman-
Helpman model includes studies with for instancedlogenous lobby formation, asymmetric
information, and hierarchical governments. Eaclthalse offers several modelling possibilities and
new insights of the political game. Some other aemed versions of the basic model, such as
dynamic settings, multiple agents, non-quasilinpeeferences and the inclusion of a foreign
government, are also briefly revised. Issues thilltlack a proper treatment in common agency
models include for instance the multiplicity ofluéncing channels, the role of feelings and emstion
the importance of credibility and reputation ashaslthe specificities of different political regas

Key words: Trade policy, Political economy, LobhyjnSpecial interest, Common agency, Menu
auction, Endogenous policy
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ETURYHMAT JA POLITIIKAN ENDOGEENISYYS — KATSAUS YHEISEN AGENTIN
MALLEIHIN

Tutkimuksen tarkoitus on toisaalta kartoittaa tapopallintaa politikan muodostusta poliittisten
paattajien ja eturyhmien valilla, ja toisaalta arda kriittisesti ndiden mallien, etenkin laajiten
kaytetyn Grossman-Helpman-mallin  sopivuutta pédtii  muodostuksen mallintamiseen ja
todellisuuden kuvaamiseen.

Taloustieteellisessa kirjallisuudessa tilannettassa agentti tekee paatoksen joka vaikuttaa
samanaikaisesti useaan paamieheen kutsutaan tileybdsisen agentin ongelmaksi. Téllaisissa
tilanteissa pa&amiehet tyypillisesti tarjoavat aglentrahallisia tarjouksia, joiden tarkoituksena on

houkutella agentti huomioimaan eturyhman intrepééitoksenteossa. Bernheim ja Whinston (1986)
ovat mallintaneet tdman menu auction-pelin fornstialileisella tasolla. Grossmanin ja Helpmanin
panos yhteisen agentin kirjallisuuteen oli hyoddjinttnenu auction-kehikkoa kauppapolitiikan

muodostuksen mallintamiseen. Heidan yhteisen agemtalliaan on mydhemmin hyddynnetty

kauppapolitiikan liséksi monilla muillakin politidn aloilla.

Tassa tutkimuksessa padhuomio on siind, miteniigatit muodostusta, ns. poliittista pelid, on
mallinnettu. Tydsséa luodaan seka historiaa ettd/pgivaa luotaava katsaus politikan muodostuksen
mallintamiseen ottamalla lahtokohdaksi Grossmarphiah-malli. Kaksi keskeista kysymysta nousee
esiin: miten Grossman-Helpman-malli peilautuu ekaipien endogeenisen politikan mallien kanssa,
ja miten Grossmanin ja Helpmanin aloittama yhteissgentin tutkimussuuntaus poliittisessa
taloustieteessa on kehittynyt teoreettisessa kagaidessa viimeksi kuluneen vuosikymmenen aikana?
Tutkimustapana on kaytetty kirjallisuuskatsaustskiteyen teoreettiseen lahdekirjallisuuteen.

Katsauksen tuloksena voidaan sanoa Grossman-Helprabiim tarjoavan rikkaan ja joustavan tavan
mallintaa politikan endogeenisyyttd. Verrattunakagsempaan tutkimukseen, Grossmanin ja
Helpmanin malli ei karsi nk. mustista laatikoisjatka ovat ominaisia mm. tariffin muodostuksen
malleille ja poliittisen tuen malleille. Toisaalt@rossman-Helpman-malli on kaukana taydellisyydesta
yrittdessaan kuvata lobbaajien ja poliitikoiden deakédymista todellisessa maailmassa. Yhteisen
agentin kirjallisuus, joka on rakentunut Grossmagirhan-mallin ymparille, siséltaa tutkimuksia
jotka kasittelevat mm. eturyhmien endogeenistd rognonista, epdsymmetristad informaatiota seka
hierarkkisia  hallintorakenteita. = Kukin  ndistd  nakbkista tarjpaa  monia  uusia
mallinnusmahdollisuuksia seka valaisevia piirt@itdiittisesta pelista. Edellisten lisaksi luodaghyit
katsaus myds muutamiin muihin uudistettuihin vahsioperus Grossman-Helpman-mallista.

Nakokulmia, joita ei viela ole kasitelty yhteisergeatin malleissa ovat mm. eturyhmien
vaikutuskanavien moninaisuus, tunteisiin ja irna#ialisuuten perustuva paatoksenteko, hyvan
maineen tarkeys lobbaamisessa seka erot instiagimissa rakenteissa maiden valilla.

Avainsanat: Kauppapotiikka, Poliittinen taloust#ed.obbaus, Intressiryhmd, Yhteinen agentti,
Menu auction
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1 Introduction

Motivation and background

The concept of economic efficiency, central in esraits, does not always go hand in hand
with the concept of political efficiency. The latieoncept, based on Magee, Brock and Young
(1989), relates a political action to the chandeslection of one of the political parties in an
economy. As an example, even though in the ligheadnomic theory, free trade would
produce a clear Pareto improvement compared t@gioh, completely free trade of goods,
services, and capital is seldom practiced in realihis is due to a large extent to special
interests in economy and politics that conductdradlicy out of the theoretical optimum.
There are numerous examples of trade disputes beptwelustrialized countries that have
come about because of national political interegtighing more than bilateral or multilateral
aggregate gains in economic tetmidagee et al. (1989) serve an illuminant stateroéhe

role of national political interests in relationgéoonomic interests:

“We have regressive policies because income ingguslpolitically efficient; we
have lobbies giving funds to parties because thatoiitically efficient; and we
have politicians using these funds to educate sotdro are underinformed, and
this is politically efficient. For decades, econetai have been stuck on the
concept of economic efficiency, but this concepba narrow to provide a proper
understanding of economic policy formation.” (Magetel. 1989, xiii)

Simply put, policy outcomes are a result of twomairces: politicians’ desire for re-election,
and special interest groups’ (SIG) desire for peticfavouring their members. Given that
political decisions and the content of policiesaluhave distributional effects in the society,
it is natural that different socio-political groupske effort in order to alter the distribution of
income to the benefit of the members of the grdighbying is attached to every level of
policy making, and special interest groups, guidgdthe welfare of the members they
represent, do not hesitate to use every possiliditinfluence the political process in their
favour. The ways to operate of special interestigscare observable, even though most of the
broad electorate do not recognize their impact afitipal outcomes, so it is technically
possible to model the political process under arétecal model which takes into account the

presence of lobbying groups.

! Classical examples include the steel tariff disphgtween the U.S. and the EU that escalated iB-2003, the
phase-out of the multi-fibore agreement between Ehe and Asian countries, or the EU’s restrictions on
American imports of genetically modified food, oged by the European public opinion.



A large body of theoretical literature has evohedund the issues of lobbying, interest
groups, and political economy, and the literatsrdivided into several subfields. This study
concentrates on the body of political economy ditere centered on common agency theory
initiated by Bernheim and Whinston (1986). Grossraad Helpman (1994) later adopted the
common agency framework and constructed a thoraugbel which offers one way to
describe the process of trade policy formation garae between a policymaker and interest
groups. Their workhorse model has afterwards iegpitumerous studies on several policy
fields. Applications of the model concern internatl trade policies (Grossman and Helpman
1995a, 1995h), electoral competition (Grossmantgigman 1996, Prat 2002), public goods
(Besley and Coate 2001), redistribution (Dixit, €man, and Helpman 1997), local public
goods and fiscal federalism (Mazza and van Winded22 Persson 1998), capital taxation
(Marceau and Smart 2002), environmental policiadt(A998), labour market policies (Rama
and Tabellini 1998), and legislative bargainingréB8en 1998, Dharmapala 1999).

Research questions and methodology

Common agency models have managed to treat thelewitigs of the political game in a
fairly rich and formalized way compared to previcasempts, which is why they have
become something of a theoretical consensus anesegirchers, although several alternative
models still exist. The goal of this study is ttsaer one fundamental question: How does
the existing research using common agency modgiuiea the endogeneity of policy

making?

To get some perspective on the topic of endogemmlisy models, | first go through
different typologies of models that have emergexlad the theory of endogenous policies.
Having done that, | concentrate on the most reardtmost renowned model of endogenous
policy formation, namely that of Gene Grossman dtfitdanan Helpman (1994). The
discussion of the Grossman-Helpman (GH) model &infmiild some thorough understanding
of the strengths and weaknesses of the model iardal evaluate its performance. More
specifically, two main topics arise out of the dission of the model: what restrictions does
the model have, and how has the subsequent red@arature been able to amend the basic

model set-up? The study is conducted in the forim sidirvey on the existing literature.



What can be concluded from the discussion of tigeestions is that the Grossman-Helpman
model is well constructed and captures the poligmnomy setting somewhat better than
substituting models such as the tariff-formatiomdtion, political support function or
campaign contribution function approach. The stilengf the GH model is that it offers
microfoundations to the objective functions of fhditician and the SIGs and thus serves a
more complete picture of the decision-making thampiedecessors. However, there are issues
that the model does not address such as the Hiararcstructure of the government,
asymmetric information, and endogenous formatiorithef lobby groups. These have been
treated within the common agency model during th&t pdecade, and the models have given

new insights of the interactions between lobbies @oliticians.

Other aspects that are scratched in this studydechmultiple agents, dynamic models, the
inclusion of a foreign government, other than thuithequilibria, and non-quasilinear
preferences. Aspects that have not yet been treatddr common agency models are for
example the combination of contribution and infotiora giving, the role of emotions and
feelings, the multiplicity of influencing channetbe internal politics of SIGs, the importance
of credibility and reputation in lobbying, and tlifferences in institutional structures.
However, ignoring additional assumptions in the gieds sometimes justified if they would

come at a cost to the traceability of the model.

Limitations and structure

Given that the regulatory conventions for lobbyamdivities are different between countries
and involve a lot of detailed information, legapeasts of lobbying are not discussed in this
study. | also intend not to cover ethical aspemtsvelfare considerations of lobbying,

something that would however be interesting to yzeal

Since the central interest of this study is to @etoverview on the way political decision
making has been formalized in theoretical modetdua policy outcomes and welfare
considerations of lobbying, through the analysishef efficiency of equilibria, are not given

explicit attention. The focus will be on models wheinterest groups use monetary



contributions to influence the decisions of a ppti@ker. Models that incorporate information

as the primary source of interest group influendebe left out of this study.

In what follows, the terms lobby group, pressureugr and interest group are used
interchangeably, and the agent in the common agemmyels is referred to either as the

politician, the decision maker or the government.

The study is organized as follows. Chapter two gmessome general aspects of lobbying and
special interest group activities. Chapter threavigies an overview on the main classes of
models that have been used to describe endogeraaiespolicy formation. It serves as a short
history behind the Grossman-Helpman model and garesdea of how it compares to the
other modelling types. The Grossman-Helpman moelfiis introduced in chapter four
along with a presentation of the menu auction fraork by Bernheim and Whinston which
offers the game theoretic backbone of the Grossdelpman model. Chapter five introduces
some subsequent research literature that has thkdmsic Grossman-Helpman model some
steps further adding more realistic assumptionis ¢ otherwise altering the settings of the
model. Some ideas for further research are laidroohapter six before drawing conclusions

in chapter seven.

2 Special interest groups and lobbying

As already stated, policies in practice are notbgemerely following the economic theory.
There are distributional consequences that pditifind hard to dismiss. This is to a large
extent due to special interest groups that wistptiiieies to be shaped in their favour. As the
members of these interest groups also represemotiees in parliamentary elections, and, as
comes clear in this and the subsequent chaptess, falancers of political campaigns,

politicians face pressure to listen to their views.

Before moving on to the activities of SIGs, we ebakk what actually is an entity termed

‘special interest group’. Grossman and Helpman 120®) define special interest groups as
groups whose members desire policies that wouldbaatonsidered desirable by the average
citizen. Thus, any minority group of citizens tishares identifiable characteristics and similar

concerns on some set of issues might be termed sigeaal interest group. With this



definition, the members of a profession compriggaup, because they share similar aims in
regard to policies that affect their vocation. Retipersons form a SIG, because their goals
for health policy and social security differ frotrose of the average voter. Environmentalists
represent a special interest to the extent that tlbacerns for the environment exceed those
of the average citizen. Similarly, all ethnic, gatius, or social groups can be considered as
representing special interests.

It must however be noted that not all SIGs are mimgal and not all groups undertake political
activities. Grossman and Helpman define an ‘orgahi8IG’ as a body that undertakes
political actions on behalf of a number of citiz@ossman & Helpman, 2001, 103). They
refer to those who are served by a SIG as its ‘neeg\bwhether or not they are formal, dues-
paying members of some organization. The difficafygetting all these ‘members’ to take
part in the organization is the essence of theudson and research of the logic of collective

action which will be shortly covered in the nexapker.

Organized SIGs undertake a variety of activitiefutther their political ends. Many of these
activities entail the collection and disseminatidrinformation but SIGs play also a large role
in political financing. The next two subsectiondiviake a look at the manifold activities of

SIGs in the political arena.

2.1 Purposes and forms of activity

Interest groups engage in a variety of activities promote their political objectives.
Grossman and Helpman have discussed the differetiianis of lobbying in their book on
special interest politics (2001). In order to gi&ebroad picture of the various forms that
lobbying activities can take, their findings arersoarized here. In general, lobbying is either
conceptualized as transmission of information antgbution payments to candidates and
parties. Another way to classify would be to divitie activities of interest groups into direct
and indirect influence, the former including infheng the behavior of policymakers while
the latter including the influencing of the behawad voters. | follow here the division made
by Grossman and Helpman (2001).

Transmission of information



Interest groups are a necessary source of infoomdtr policymakers, both because the
groups are already familiar with many of the techhiissues from their everyday
involvement in the areas where policies are detgthiand because they are prepared to
undertake research to produce information that ttheynot initially have. SIGs provide
legislators with intelligence of various sorts, luding technical information about the likely
effects of a policy, assessments of how the legistahome district will be affected, and
information on how other legislators are likelyviote. The groups are especially valuable to
those who are drafting bills, because they are llysdamiliar with existing laws and

programs and can provide assistance in wordingleggin that accords with existing statutes.

In addition to their efforts to inform and persuddgislators, many SIGs also attempt to
educate the general public. The reasons for thesati@s are much the same as for lobbying
activities. The typical voter, even more than tipidal legislator, lacks the expertise and
technical information needed to evaluate altereapwlicy proposals. For their part, SIGs are
happy to serve as educators, because by doingga#m try to shape the public opinion in a
way that will be beneficial for their cause. In®rgroup leaders also devote resources to
educating their own members. Internal communicatitom the leaders to the members
serve to alert the latter to issues that are cornégigre Congress or Parliament, and to inform

them of how they might be affected by the poliaiegler consideration.

Sometimes, although less frequently, SIGs engagkemmonstrations and protests. This way,
groups try to educate policymakers, group memlzard,the general public, all at once. A lot
of information may be transmitted indirectly sinte willingness of the participants to bear

discomfort and inconvenience signals the interddityeir feelings about the issues.

Financial contributions

Another main SIG tactic is their giving of financr@sources to candidates and parties. This
may be either a substituting or a complementingtatyy of SIGs with regard to the
information sharing. Monetary contributions proviskeentives for the lobbied politician to
deviate from a first best policy choice or from guing the wishes of a median voter. While
politicians may win elections partly because theypport popular policies, a successful

campaign also requires money for advertising ahéroéxpenses. It may therefore be in the



interest of a politician to adopt positions tha¢ against the interest of the typical voter if he

is offered a sufficiently large financial contrilbort to do so.

Campaign giving by special interest groups in thetédl States has long been regulated by
federal law. By the early 1970s, many of the uniand other organizations had found a way
to circumvent the restrictions imposed by the |alwey formed political action committees
(PAC) which are stand-alone organizations that ecollvoluntary contributions from
individuals on behalf of the groups and funnel therthe candidates and parties. The Federal
Election Campaign Act of 1974 introduced limitstbie size of PAC gifts, but since the early
1980s, SIGs have developed new methods for circatingethe limitations on their giving to
candidates and parties. So called ‘soft money’ Ibeesn introduced, and thereby national
parties can raise unlimited amounts from SIGs aulistribute the proceeds to the state party
organizations in states where electoral needsexeejved to be great. The state organizations
can spend the funds in a way that generally bentfé party’s congressional and presidential

candidates as well as on overhead expenses.

What do the special interest groups then buy withirthard and soft money? There is
constant debate around this question, and threen raaswers can be stated. First,
contributions have been argued to buy access —aacehfor a lobbyist to meet with a
lawmaker to present his positions. When access beigiurchased, it may be because the
legislators view their time as a scarce resourpeaddition, money can play a role in
allocating appointments if it signals to the legist something about the value of what the
group has to say. That is, these access costssacehy the politician to screen the lobbies.
Often contributions are paid already before thatipal agenda of the parliament is known.
This points to the fact that part of the contribog to politicians are made simply to get

access in case important issues from the poiniesd of the interest group get on the table.

Second, campaign contributions might also buy biggi. In many situations, a group’s
claims may not be fully credible. A legislator magk the means to verify a group’s claims,
in which case the group may be tempted to exaggelfad group puts up money to back its
words, it may signal to the legislator that its nibems indeed have strong preferences. Third,
contributions are claimed to buy pure influenceisT¥iew has been discussed a lot in the

media and there exists a wide pressure among vaierg campaign finance reform,



something that has been recently debated alsalarfé. Influence can come in many stages
in the legislative process: it may come in a spesahdelivered or in an amendment not
offered in the parliament, in the fine details @giklation, or in the form of a bill pigeon-holed

in subcommittee. Documenting that money affectscpalutcomes is however no easy task.
It is difficult to know what a bill would have loekl like or how a legislator would have voted

in the absence of contributions.

An additional remark should be made about the fofntontributions since they are not
necessarily strictly monetary. Contributions cangbeerally interpreted as something which
is beneficial for the receiver and costly for thendr. Favourable policies can thus be
implicitly exchanged for future employment, in-kisérvices (e.g. ‘wining and dining’, free

rented cars, holidays etc.), volunteer labour veneplain bribes.

This study concentrates on the models with therimnriton setting only and leaves aside
studies made on the informational lobbying. Loblgyirmsed on information transmission has
been formalized for example by Austen-Smith andghtr{1992), Lohmann (1994 and 1998),
and Bennedsen and Feldmann (2002). The informati@aring incentives of lobbies are
discussed in general sense also by Grossman arumglel (2001). A recent study of
Bennedsen and Feldmann (2006) makes a contribitioombining the information sharing

and contribution giving motives of interest groups.

2.2 Scale of lobbying in the U.S. and in Europe

According to European Commission estimates, Comarisand European parliamentary
officials face 20,000 lobbyists on a daily basisrd@ean Commission, 2001). Substantial
Europeanization of interest groups has been ocauwith an estimated 1,450 interest groups
operating at a European level instead of beingv@atn a more local scale (Greenwood,
2003). As the agenda-setter, the Commission igthmeary focus of much of the lobbying
activity. However, access to the Commission is gahebiased towards business interests. It
is estimated that business and professional orgaois represent approximately 76 per cent
of EU interest groups (Greenwood, 2003). Figurewigded by the Parliament suggest that of
the 5,039 accredited interest groups 70 per cenbasiness oriented and 20 per cent are non-

governmental organizations (European Parliame®t320



What comes to the number of SIGs in the UnitedeStathe 2000 edition of the Encyclopedia
of Associations listed more than 22,000 non-prnoi@mbership organizations in the U.S. that
were national in scope. However, only about annestd one-third of them devoted

resources to political activities. The number ajasrizations cited in the 1959 edition of the
Encyclopedia was 5,843, which suggests a significgowth in the number or organized

interests in fifty years. Another publication, Wagjion Representatives, lists more than
11,000 companies, associations, and public inteyesips that engaged representatives in
Washington, D.C. in 1999. (Grossman & Helpman, 2@)1

At least in the European and American federal lelel activities of special interest groups
are closely regulated, and groups must registensbbres officially and report systematically
about their activity. In the U.S., lobbying expemdes and activities have been systematically
registered for a long time, whereas in Europe, dndvel registry of special interest groups
has been created only recently and thus far regphas been on a voluntary basis. Currently,
the European Commission run register of interepresentatives covers 1127 pressure
group$ but there has been some criticism towards theracguwof the lobbying expenses
reported by the groups so the picture the regigitrgs is far from being a complete Anef

the total number of registered interest represeemt 60 % are classified as in-house
lobbyists and trade associations, of which comgareeresent a rough one quarter, 25 % are
registered as non-governmental organizations aimd-tanks, and the remaining 15 % are

law firms and other organizations.

To assess the influence of interest group mongylitics in concrete terms, a reference can
be made to an empirical study of Baldwin and Ma(@##0) that examines voting by U.S.
representatives on the North American Free Tradedgent (NAFTA), the Uruguay Round
Agreement, and most-favoured nation status for &hin the presence of lobbying
contributions. Using political economy models ohde policy to formulate an empirical

specification of congressional voting behavioureythfind that campaign contributions

2 Register accessed on March 2009.
® Financial Times: “EU faces challenge over lobbyiegister” on Oct 31, 2008. Some groups are claitoed

have reported imprecise lobbying expenses, anefibrer stricter guidelines are welcomed by certaiougs in
order to improve the transparency of the reporsiystem.
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received in the 1992 election from PACs influentegislators’ votes on the NAFTA and the
Uruguay Round bills (which were voted on in 1994abour group contributions were
associated with votes against freer trade whileness contributions were associated with
votes in favour of freer trade, which is in linethvthe Heckscher-Ohlin hypotheses. The main
guantitative results that Baldwin and Magee shosvthat labour contributions resulted in 67
extra votes against NAFTA and 57 extra votes agdins Uruguay Round bill, while
contributions from the business groups resultediliextra votes in favour of NAFTA and 35
extra votes for the Uruguay Round bill. This lassult would suggest that NAFTA would
have failed if business groups had made no conioibsl to representatives. These
comparative statics results were obtained by runsimulations with the model by setting
either the labour or business contributions to zgvbile the results of Baldwin and Magee
offer some proof for the claim that trade policiesuld be on sale, it should be noted that
their empirical model relies on many simplifyingsamptions and the use of several proxy

variables as well as mechanical simulation results.

3 On the models of endogenous policy theory

Endogenous policy theory is an umbrella term foraat literature that has its roots in the
public choice theory with foundational work by JamBuchanan, Gordon Tullock, and
Charles Tiebout among others. Magee et al. (198Pd8scribe a policy as ‘endogenous’ if it
can be explained by rational maximizing behaviddicomplete endogenous policy model
has both lobbying and policies endogenous, whesegaartial endogenous policy model has
only one of these two elements endogenous. A geequidibrium endogenous policy model
has both politics (the parties and the lobbies)eswhomics (goods and factor markets) based

on maximization by the actors.

Since the 1980s, there has been an upsurge inetidras well as empirical economic
studies of the behavior and political influenceimterest groups. Books by Sloof (1998),
Drazen (2000), Persson and Tabellini (2000), ands§8nan and Helpman (2001) present
surveys of theoretical studies and refer to a wealt evidence of the significance of
organized interests in the political arena. Theseeys encourage to conclude that political
economics has moved away from the common assumetiatomistic demand in ‘political

markets’, such as in the median voter model, tosvaxrdmore realistic framework with a
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pluralistic view that takes into account all theaass involved. Whereas older models rely
mainly on nonderived influence functions, the mozeent literature is more explicit on the
institutional assumptions and more uncompromisimg tbe requirements of individual

rationality.

3.1 What constitutes a good model?

This section goes through some typologies of maliteconomy models. They all deal with
endogenous trade policy, but in principle any othelicy could as well be described using
the approaches about to be introduced. The purpb#@s section is to get an overview on
models that have been constructed for endogendimesoin order to see what makes the

Grossman-Helpman model such a distinctive contiobub the political economy literature.

As illustrated in Figure 1, introduced in Rodrilko@b, 1459), in principle a political economy
model of trade policy must have four elements. tFiits must contain a description of
individual preferences over the domain of policyicles available to policymakers. Given an
underlying economic model in the form of the Heaks®hlin or specific-factors framework,
and the presumption that preferences for policyeddponly on self-interest, one can deduce
individuals’ policy rankings on the basis of th&actor endowments or sector-specific skills.
This is illustrated as box A in the figure. Secotid model must contain a description of how
these individual preferences are aggregated antheliad, through pressure groups, political
parties, or grass-roots movements, into “politid@mands” for a particular policy or another
(box B). This step involves a characterizationh&f nodes of political organization as well as
of the forms that political influence takes (lobfnyi campaign contributions, voter

registration, etc.).
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© government of trade policy
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Figure 1. Elements of a political economy model of trade (Rodrik, 1995).

The next two components have to do with the “sugdy” of trade policy. Here, the model
must first characterize policymakers’ preferencesx( C): do politicians make given
decisions because they want to get re-elected,ubecthey want to transfer resources to
favoured groups, because they have partisan preese or simply because they are
interested in maximizing social welfare? To knowwhthese preferences play out and
eventually interact with the demands for trade qylithe model finally has to specify the

institutional setting in which policy takes pladmx D).

A satisfactory treatment of all these componentsdballenging task, and none of the models
introduced in the next section provides a truly agahous picture. Each of them takes

shortcuts and leaves implicit some of the elemergstioned above.

3.2 The variety of models

Rodrik (1995) distinguishes five categories for misdof political economy of trade policy:
the tariff-formation function approach, the politicsupport function approach, the median
voter theorem, the campaign contributions approant,the political contributions approach.

Within these models, the first two adopt a so chb¥éack-box approach to the modelling of
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endogenous trade policy, representing thus pamtidbgenous policy models, while the latter

three have stronger microfoundations.

3.2.1 Tariff-formation function

Under the tariff-formation function approach, thexiff is a direct increasing function of
resources going into lobbying in favour of the ffasind a decreasing function of lobbying
resources devoted against it. No microfoundatioespaovided for the function itself. This
approach was first used by Findlay and Wellisz 209& much cited article is also that of
Feenstra and Bhagwati (1982).

In its simplest version (see e.g. Rodrik, 1986¢, thodel consists of a two-sector economy
where one of the sectors uses only labour undestantreturns to scale, while the other one,
the politically-active sector, employs labour amtter-specific capital. As long as the first
sector is active, the constant marginal produdabbur there fixes the economy-wide wage

(here assumed at unity). The tariff-formation fumetconsists of a relationship of the form
t =t(L'), whereL' is the amount of labour used by the politicallyiaesector in the lobbying

process. The endogenous level of lobbying (and énefidrade protection) is given by the

solution to the following problem:

max al p” @t ), 4L (3.1)

which maximizes the payoffs to the lobby group. Thest term characterizes the profits
attainable to the politically-active sector who éfts from a tariff applied over the products
that use the sector-specific capital. The seconmd tienotes the costs from lobbying to the
group. This approach assumes that owners of thefigpctor can perfectly coordinate their

lobbying behaviour and costlessly prevent freengdi

The model of Findlay and Wellizs (1982) has twousitly lobbies in a sector-specific factors

setting, each deciding how much labour to devothédobbying activity. The resulting tariff
level is expressed ds=t(L,,L,) with L, and L, standing for the amount of labour devoted to

lobbying activities by each of the sector-spediictors. The tariff is increasing in the import-
competing industry’s lobbying, and decreasing ia tther industry’s lobbying. Moreover,

diminishing returns to lobbying are assumed. A Neghilibrium in the two groups’ lobbying
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strategies determines the tariff. Feenstra and Baag1982) allow both labour and capital to
be used in lobbying activities, but they focus omase where only a single industry is

politically active.

3.2.2 Political support function

In models using the political support function agrh, the government maximizes an
objective function where different groups in thengeal population are given different
weights depending on their political importancetb@ incumbent government. Classical
examples of studies based on this approach arm#till(1982) and Van Long and Vousden
(1991).

The policymaker is assumed to be exposed to pallitidluence from an organized interest
group representing a particular industry, but sbassumed to take care about the efficiency
consequences of restricting trade. The ultimateathje of the government is to secure its
popularity among voters, in the hope of gettingelected. The policymaker therefore
maximizes a function which trades off the gainsrfrprotection to a given industry against

the losses to the general population. Letgngtand for the relative price of the organized
industry and p" for the relative world price, Hillman (1989) writethe government’s

objective function to be maximized, as
W™ =M [ m(p)-m(p°), p- p"]. (3.2)

The first argument captures the political-suppaootive in favour of the industry whose profit
function is included in the maximand, while the @&t represents the efficiency loss for the

economy due to the difference between national intetnational price levels. Hence, the
derivative of the first argument with respecptis positive (wherp = p”), while it is negative

for the second argument. In the expression (4.@h Industry profits and overall welfare
enter the political support function not in levddsit in deviations from the free trade

benchmarkp”. The first order condition for maximizing/™> with respect t@ is given by

M,77, +M,=0. (3.3)
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SinceM; > 0 and7z, > 0, an interior solution to this problem alwaysjuies that a positive

level of protection is provided to the industry cemed [ > p").

Van Long and Vousden (1991) provide a generalizaitiowhich political support depends
explicitly on the income levels of different groujpsa sector-specific factors economy. The
authors distinguish between three groups in a tamdgeconomy: owners of the specific
factor in sector one, owners of the specific factosector two, and owners of the mobile
factor, labour. Lettingh = 1, 2, 3 denote representative individuals freecheone of these

groups respectively, the income of each represeatatdividual can be described as follows:

I =7 (p,w)+0'(p- p)m, (3.4)
12 =m,(Lw)+o’(p- p )m (3.5)
I°=wL+0°(p-p)m (3.6)

Here good 2 is taken to be the numeraire (soghatthe relative price of good 1), ara
denotes the share of each group in tariff revedascribed by(p - pD)ml,Whereml denotes

import demand. The political support function by Maong and Vousden then becomes
W= =3aVv(pI"=v(p a,l" (3.7)
h h

wherea, are exogenous weights reflecting the politicigorsferences over the three groups.

V(p)I" represents each group’s (or representative inalis) indirect utility function.

3.2.3 Median voter

Since Anthony Downs (1957), political scientistssdaised a simple model of competition
among political parties to show how the preferenaesoters might be reflected in actual
policies. The model starts by supposing that ttaeetwo competing parties, both ready to
promise whatever will enable it to win the nextatien. The policy to decide on is one-
dimensional, such as the level of tariff rate. \rstdor their part, are supposed to differ in the
policies they prefer. All the voters can then beutjht of being put in a line in the order of the
tariff rate they prefer. The two parties want todfitne middle ground, and both will tend to
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converge on the tariff rate preferred by the medmster. The median voter model of electoral
competition has been helpful as a way of thinkibgut how political decisions are made in
the real world, where the effects of a policy onome distribution may be more important

than their effects on efficiency.

The median voter approach in trade policy deterronaivas pioneered by Mayer (1984),
who considered a direct-democracy model where d@niéf tevel is determined by voting
among the population. Using a Heckscher-Ohlin madelyer showed that each factor owner

has an optimal tariff rate whose value is uniqudétermined by the individual's factor
ownership. The exportable, i.e. good 2, is set asemaire with p,=p,=1 and
p, = p=p/(L+t)= p’(1+t). Assuming that tariff revenue is distributed in podtion to each
person’s share in factor income, individiéd optimal tariff rate is found by maximizing his

indirect utility functionV (p)1" with respect tg. This yields:

a1 aglap
pom/dp ¢ (3.6)

wherel is aggregate incomed' is individualh's share in aggregate income, adv, / dp< 0,
i.e. imports decrease as the price of the impogead increases. In the Heckscher-Ohlin
model, 0¢" /dp> 0 if individual h is relatively well-endowed in the factor that ised
intensively in the importable, and the strengthhef effect is larger the more ‘specialized’ the
individual is in that factor. Consequently, suchiadividual’s most preferred tariff will be

strictly positive. Moreover, the more open the aemog to imports and the more price

sensitive the import demand, the lower the indigitiudesirable tariff (or export subsidy).

As long as voters differ only along a single dimengsuch as in their relative capital-labour
endowment), the median-voter theorem can be appietttermine the tariff rate that would
emerge from voting. If there are no costs to vatihg median eligible voter’s decision is the
outcome of majority voting. Therefore, under majownoting the endogenous level of trade

policy is determined as & policymaker maximized the utility of the mediaster denoted by

WM =v(p)I™, (3.9)
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with m referring to the median individual. Mayer (19843caconsiders the specific-factors
case, to show that if there are costs from votengmall industry is likely to gain protection

because other interests may find voting againsptbposed tariff increase not worthwhile.

3.2.4 Campaign contributions

In the models mentioned so far, the transfer obueses from special interest groups to

politicians does not play any direct role. ModeysNdagee, Brock, and Young (1989, chs. 3

and 9) and Grossman and Helpman (1994) have ekplaldressed the role of monetary

contributions. In Magee et al., lobbies make contions to increase the probability that their

favoured political party wins the election. In Gsogn and Helpman, as summarized in the
next section, campaign contributions are madeftoance the policy stance of the incumbent

government.

Magee et al. (1989) add two political parties amd Ibbbies to the standard Heckscher-Ohlin
model with two goods and two factors. One of theigs is assumed to be pro-trade, while
the other is pro-protection. Each lobby represengsfactor of production (capital or labour),
and makes contributions to one of the two parfiéste precisely, in line with the Stolper-
Samuelson theorem, the economy’s scarce factomiem the protectionist lobby, and the
economy’s abundant factor organizes the pro-tratdbyl. Each party’s election probability is
increasing in the campaign contributions it recgibet decreasing in the level of the policy

intervention it commits itself to.

Formally, good 1 is assumed to be capital-intensavel a parameteq measures the
probability that the pro-capital party is electddenoting by Cx and C_ the campaign
contributions made respectively by the capitaldibly to the pro-capital party and by the

labour lobby to the pro-labour party,is expressed ag(C,,C,,p,— p;,P,— P,). The pro-
capital party selectp; to maximizeq() while the pro-labour party seleqgts to maximize

1-q(0). By definition, q(Qlis increasing in own received contributions andh& pro-labour
distortion (p, — p;) , and decreasing in the contributions receivechieyather party and in the
pro-capital distortion(p, — p;). As for lobbies, they maximize the expected incomithe

factors they represent, net of campaign contriblstid_etting{rK,WK} represent the factor
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returns when the pro-capital party is in power #qde} the factor returns when the pro-

labour party is in power, the objective functioos lhoth lobbies are given by

max|ar, + (-q ), ]K -C, (3.10)
rréax[qwK +(-qw |L-C, (3.11)

The assumed strategic interactions are as folldkss:two parties play Nash against each
other, as do the two lobbies. It is further assuthetl the game is played in two stages where
the parties select their policies in the first stagd the lobbies offer their contributions in the
second. The implication is that lobbies’ contribns are intended to affect the election
outcomes but not party platforms. The equilibriumliqy is a subgame perfect Nash

equilibrium to this two-stage game. The model gatesr equilibrium levels g, andp,, i.e.

an import tariff and an export subsidy. The modetatibes how policies are borne out as a

result of electoral competition.

3.2.5 Political contributions

In the political contribution models, policies atetermined through monetary contributions
by lobbies to incumbent politicians. The most rened model in this category is that of Gene
Grossman and Elhanan Helpman (1994). The modeinsrarized here but a more detailed

presentation is provided in chapter five.

The Grossman-Helpman model deals with a singlenmi@nt government (or a representative
politician) that maximizes a weighted sum of totabnetary contributions and aggregate

welfare:
G =2 C(p)+aw(p) (3.12)
ioL
wherea (> 0) is the relative weight placed on aggregatdfave, andC, (p) represent the

contributions. The underlying economic model isttbha small open economy, where the
wage is fixed to unity due to the presence of a emaine sector which uses labour alone.

There exish additional sectors which use labour plus a spefaiitor. Some of these specific
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factors are represented by lobby groups. Each lalpipyoaches the incumbent politician with

a contribution schedule that links any chosen goliector to a pre-defined contribution level.

Each lobbyi wants to maximize its membership’s utility. Lobidy problem thus consists of
selecting contribution schedules in order to mazerthe joint net welfare of its members. By
the definition of the timing of the game, and cangrto the model by Magee et al. (1989),
lobbies are assumed to commit to their contribgtidrefore policies are selected. The
incumbent government takes the contribution scheduhs given and maximize&

accordingly.

Equilibrium consists of a vector of domestic prioegich maximizesG, plus a set of

contribution functions{Ci°(p°)} such that each of these maximizes the joint weltdréhe

lobby’s membership, given the schedules of othiebiks, and the anticipated decision rule of
the government. Grossman and Helpman rely on eed$dim Bernheim and Whinston’'s

(1986) work on common agency to show that the ptmie received by a sector is higher
when it is organized, when its output is high rgkltto competing imports, and when the

price elasticity of the competing imports is low.

3.3 Comparison of the models

The purpose of this section is to provide a sumnadirthe previous five modelling types in
order to see how they compare to each other wghrdeto the four model elements defined
by Rodrik (1995). The table below (Table 1) dessileach of the modelling approaches by
the elements it contains. As is clear from thedablo of the five models cover all four
elements at least at some depth. The median votatelnhowever, does not consider
lobbying in the first place, so it cannot be accusé not giving explicit treatment to the

actions of lobby groups.
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Individual Interest group’s Policymaker’s Institutional structure
preferences (A) actions (B) preferences (C) of government (D)

[ ] [ ]

Tariff formation
[ ] [ ]

Political support

[ ] [ ] [ ]
Median voter
Campaign . . . .
contributions
Political . . . .
contributions

Table 1. Summary of the modelling typologies

The two first models, the tariff-formation functiand the political support function, offer
only a partial view of the whole political field byeating either the political demand side or
the political supply side as a black box. The tduhction approach, while quite popular,
leaves aside the supply side of protection as tekegences of the politician are not explicitly
stated. The political support function can be vidwas the mirror image of the tariff-
formation function approach because it makes eixptite objective function of the
policymakers while leaving implicit the actions ¢éak by pressure groups to extract the
desired behaviour from them. What these black baxasslate to, however, is more

simplicity in the use of the models.

The median voter model is exemplary in that it fléy-specified political economy model,
with no black boxes among the three elements Heattodel actually treats. The assumption
of direct democracy greatly simplifies the insibatal setting but is however an abstraction
from reality: in practice, trade policy, or any ethpolicy, is rarely determined by majority
voting. The model is in fact no interest group mdaEcause the policy outcome is based on
the median individual's preferred tariff rate whishnot subject to lobbying. Therefore, the
term lobbying model, used sometimes in this studyers actually only to the four other
typologies introduced. The median voter framewarhowever widely used in literature of

political economy.
The campaign contributions model of Magee et dfil§uhe criteria of a general equilibrium

endogenous policy model defined by the authors fledvas. It includes both the political and

economic side of a country, taking thus togethditipans (or parties), lobbies, goods, and
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factors of production. The campaign contributionsdel is based on the Heckscher-Ohlin
framework whereas the political contributions modleGrossman and Helpman builds on the
Ricardo-Viner specific-factors model. The two framoeks produce different individual
preferences on trade policy; in Heckscher-Ohlin etgdfactors evaluate trade policy based
on their factor type while in Ricardo-Viner modefactors evaluate trade policy based on
their industry of employment. There has been sasearch that has tried to shed some light
on the question of which of these frameworks is enappropriate (see e.g. Scheve &
Slaughter, 2001).

In the theoretical modelling of endogenous protectin general sense, the Grossman-
Helpman model is the biggest advance as it proviskesng microfoundations to the
behaviour of both lobbies and the government. lditamh, the Grossman-Helpman model is
multisectoral so it allows a rather general analpdithe theme. On the other hand, the model
is subject for instance to the criticism that oalgmall part of lobbying activity in real politics

takes the form of financial contributions.

3.4 Logic of collective action

Lobby groups are not single entities, but rathaerset of individuals who contribute to the
group’s activities. This is of importance, becatree benefit of lobbying has the characteristic
of a public good if the induced policy change tlglodobbying affects all individuals in a
society and if it is not possible to exclude anyp&rdm it. As is common in the provision of
public goods, incentives to free-ride among loblgnmbers, or between interest groups that
share the same political preferences, may resdltnagke any joint action difficult. Mancur
Olson (1965) is renowned for having studied in @abrsense the free-rider dilemma and the
dynamics of interest group formation. As Olson pytw/hile it is in the interests of the group

as a whole to press for favourable policies, itasin any individual’'s interest to do so.

In his bookThe Logic of Collective Action, Olson discusses the purposes and chances of
organizations to get themselves organized in otdgoroduce some public good for their
members. His work is mainly structured around twoald questions: what makes collective
action possible, and what is the relationship betwgroup size and the effectiveness of the

group? He concludes that rational, self-interestedividuals will not act voluntarily to
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achieve their common or group interests. The red&sothis claim is that when interests are
shared, rational actors should prefer to free-aidé let others pay the cost of goods that will
benefit everyone. If, nevertheless, we see groutsigato further their interests, this is
possible to the extent that collective action isomepanied by private incentives to reward

contributors or to punish non-contributors.

As for the second question, Olson’s conclusionhat tgroup size is inversely related to
successful collective action, while in the cassrofll groups the collective good is provided,
but at a suboptimal level. The reason for this lreshe notion that the collective good is
likely to be provided by the individual in the gméor whom the personal gain is the largest.
The collective good is provided at the level thas targest actor is willing and able to pay
for. Then, once the member with the largest obtdagain has secured the amount he wants,
no one has an incentive to provide any more ofcthitective good (Olson, 1965, 29). The
larger the group the smaller the capacity of orneraio cover the costs, and therefore the
larger the suboptimality. If the size of the groewceeds a given threshold, no member, no

matter how large, will be able to provide any qitgrdf the collective good.

The problem of collective action can explain whyiges that seem to both produce more
costs than benefits and hurt more voters than tedy can nevertheless be adopted. This
happens when the advocates of the policy are d gnaoalp that is able to mobilize itself and
be well aware of the consequences of the polictgsomembers. At the same time the
opposing side may consist of a huge population tleets not even perceive itself as an
interest group. Consumer groups are often undersepted in the political arena, perhaps due

to the difficulty of forming an efficient interegtoup.

There is a wide body of literature deriving frone tthemes laid out by Olson. There have
been various attempts, both theoretical and engbjrto find support for Olson’s ideas, but
the results remain mixed for instance on the imddirm concentration on the protection
benefited by an industry (e.g. Pecorino (1998)ebkat and Ray (2001), Magee (2002),
Hansen et al. (2005)). Following Olson’s reasonmgye concentrated industries should gain
more tariff protection while larger sectors wittsseconcentration should have problems in

maintaining cooperation in the lobbying process.
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Even though the scope of this study does not al@va more detailed look at this literature,
it is certainly relevant to the modelling of thelipoal game between interest groups and
politicians. An adequate handling of the questicglated to the organizing capabilities of
different industries may enrich and improve these®g models. However, modelling the
endogenous formation of interest groups is probtemend in most models the free-rider
challenge is kept aside by relying on an assumptian an exogenously given part of the
citizens are able to overcome the incentive to-fide and thus manage to build up an interest
group while the rest of the people stay unorganiffell citizens were represented by interest
groups then the different lobbies would offset eatiter’'s objectives, and the political results
would be the same as if there were no lobbied & is discussed for instance in Grossman
and Helpman, 1994). The Grossman-Helpman model noieaddress the issue of collective
action, something which is subject to improvementssubsequent studies. Mitra (1999)
renders the formation of lobby groups endogenousrade policy setting, Damania and
Fredriksson (2003) do it in environmental policytisg, and Laussel (2006) builds on a

model treating the provision of public goods.

4 Common agency, menu auctions and Protection for Sale

Grossman and Helpman built their Protection foreSaticle (1994), which studies the trade
policy formation in a common agency framework, ¢ foundations of Bernheim and

Whinston’s earlier work on common agency and mamaians. This chapter introduces both
of these integral models, because they represengttine base of this study and allow us to
look in later chapters at models that go beyondehbasic’ models as | henceforth intend to

call them.

4.1 Common agency framework

The endogenous protection model of Grossman angdniéel that will be presented in the
next section is an application of a menu auctiomga which principals introduce the agent
a menu of offers for various possible actions ttiee agent can make. The theoretical
foundations for menu auctions in a common agenaynéwork are laid out by Douglas
Bernheim and Michael Whinston in a paper publisired986. This section offers a rough

introduction to the common agency and menu auctiamework. Bernheim and Whinston
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already proposed to use their model in politicalreemy settings, something which Grossman
and Helpman did a bit later in a formal mannerhgirt Protection for Sale article. Being
familiar with the idea of menu auctions helps inderstanding the steps taken in the

Grossman-Helpman model.

In the auction model that Bernheim and Whinstorouhtice, the auctioned object is not well-
defined and indivisible. They give an example ofamye government construction project
which can be composed of several distinct componentracts, and the bidders can submit
offers on more than one component and may condiifders upon the set of contracts
received. The authors focus on first-price menutians under complete information, and
they show that the auctions always result in arciefit action. ‘First-price’ refers to the
characteristic of the model that each bidder (jp&li$ pays the agent the amount announced
for the action chosen in his or her menu. The agekes the choice in order to maximize his
own payoff given the menus of offers that the biddeave named. Bidders are assumed to
have complete information on each other and omdtiens and their economic consequences

which is a restrictive but simplifying assumption.

As to the allocational efficiency of the menu aontgame, in first-price complete information
auctions of a singlendivisible object, it entails no complex thinking: equilibmurequires that
the auctioneer sell the good to the individual whatues it most highly. The Nash Equilibria
of first-price menu auctions, for their part, need not be efficientgeneral. Bernheim and
Whinston solve the problem by introducing “truthfaquilibria”, a subset of the Nash
Equilibria set, which ensure that the menu auctians always efficient. In a truthful
equilibrium, the bids of all principals correctlgflect their relative preferences for the various
alternative actions. Bernheim and Whinston prow the best response set of every principal
always contains a truthful strategy so they arecostly for principals to use. Moreover, the
truthful Nash equilibria are the only equilibria ih are coalition-proof, i.e., stable when

nonbinding communication between the principalsassible.

4.1.1 The model

The model is based on a game in which an auctiofileeragent) selects an action affecting

the wellbeing oM bidders (principals), each of whom offers a mehpayments contingent
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on the action chosen by the agent. For ease ofséigrg the following presentation and

notation of the model is based on a discussionduskel and LeBreton (2001).

Let us denote the set of principalsl%y{l,....,n} . The agent will be identified by the index

0. The possible choices of the agent are given &stA. Principali receives gross monetary
payoffs described by the functiop A:- Rwhile the functionv, A - R indicates the
utility (or disutility) in monetary units that thagent experiences in taking each possible
action. Let us denote b2" the set of subsets & including the empty set. A common

agency game is then completely described bjren2) tuple I ={ A v,,v,,...v.} .

A strategy for each principalconsists of a functior, : A - R,, that is, the principal offers
the agent a monetary reward @fa) for selecting actiom. For each actiom, the principal
gets a net payoff given by the functionwith

n(a)=v(a)-c(a). (4.1)
The agent chooses an action that maximizes helr gateff, i.e., given monetary rewards

c=(c,....c,) the agent selects an action in theMd) with

M (c) =arg ma{Zc. arv, e)} (4.2)

alA iON

For all subsetsSO2", W, (S) = mDa}\x{Zvi @)+v, (a)} is the highest joint payoff for the

igs

agent and principals in grou@and A’(S) =argma Zvi arv, 6)} is the set of actions

alJA i0s

that yield this payoff.

An outcome of the game is an ¢ 1) tuple (c”,a”) with ¢”=(c/,...,c.). An outcome is a
Nash equilibrium ifa’0OM(c”) and there is ndON, ¢ :A - R, andadM ¢ ¢ | such
that n (a) > n(a”) . In other words, the efficient equilibrium actioraximizes the joint payoff

of the agent and all the principals so that nogypial attains a higher payoff by altering his

contribution schedule given the schedules of others
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4.1.2 Truthful equilibria

The model described has two stages and it is salgedy backward induction starting from
the decision of the agent. This may result intotipled subgame perfect Nash equilibria, that
is, equilibria where the contribution schedule atle interest group is a best response to the
set of schedules of the other groups, when allggarorrectly anticipate the policymaker’s
best response. Some of these can be inefficiennh@en and Whinston have therefore
developed a refinement of the set of Nash equilibthiat selects equilibria that implement
Pareto-efficient actions. Bernheim and Whinstonehagnsidered equilibria that arise when
each principal offers the agent a payment fundtiai istruthful. A truthful payment function
for principali rewards the agent for every change in the actacty the amount of change
in the principal’s welfare, provided that the payméoth before and after the change is
strictly positive. In other words, the shape of gayment schedule mirrors the shape of the
principal’s indifference surface. In such a cas$e principal gets the same utility for all

actionsa that induce positive payments (a) > 0; the payment is just the compensating

variation.

The authors show that the common agency game trashéul equilibrium in which all the
principals follow truthful strategies and that sua equilibrium is Pareto-efficient. By the
definition of Pareto-efficiency, the outcome isg¢hsuch that neither the policymaker nor any
SIG could be made better off by a different polatyoice or a different set of contribution

levels without another SIG or the policymaker bdiagmed.

Grossman and Helpman (2001) speak of truthful dmutibns as compensating contribution
functions. The term ‘compensating’ derives from faet that when the SIG makes positive
offers for two different levels of the policy, thdifference between the two offers
compensates for the difference in the SIG’s evalonatf the two policies. In other words, if

C(a) is a compensating function witi(a,) =c, > 0 and C(a,) =c, > 0 for somea, anda,
then U (a,c)=U(a,,c,). The term ‘compensating’ reflects the relationshgtween the

contribution functions and the economic concepHiksian compensating variation, which
again refers to the amount an agent must be paithxed) in a new situation to leave him

exactly as well off as he was in an initial sitoat{(Grossman & Helpman, 2001, 232).
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Bernheim and Whinston further proof that a SIG {hg\uasi-linear preferences) can always
design a truthful payment schedule to achieveatsigal objectives at no extra cost to itself.
Thus, the SIG’s best response always includes thfttustrategy. Dixit, Grossman and

Helpman (1997) have extended this formal proof twergeneral preferences.

One general feature of the basic common agency Imasléntroduced by Bernheim and
Whinston is that it is practically a game betwewss principals. The strategic role of the agent
is very small and the actual battle is done amdmg principals when drafting their
contribution schedules. As shown, under truthfthtsgies the agent will eventually choose
the action leading to the efficient equilibrium.igHeature is somewhat changed when the
agent is given more power, for example through abdity to set the agenda which is
discussed in chapter five.

4.2 The Grossman-Helpman model

This section provides a thorough presentation ef @rossman-Helpman model in order to

study its mechanics and find debatable issuesntitithen be picked up in later chapters.

Individuals
Let us start from a small economy that is populdagdndividuals with identical preferences
but different factor endowments. Each individualxindzes a quasilinear utility function

given by

U=x+2 () (4.3)
where x, is consumption of good 0 ang is consumption of good i =1,2,...n. The sub-
utility functions u, ([} are differentiable, increasing, and strictly coreeaGood O serves as
numeraire, with a world and domestic price equal.thet us denote by~ the exogenous
world price of goodi, while p. represents its domestic price. With these pret&agnan

individual spending an amoui consumesx =d,(p) of goodi, i =1,2,...n (where the
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demand function ofl, (I} is the inverse ofi'(x))”, and x, = E—Z p.d;(p,) of the numeraire

good. By plugging these back into the utility funotone gets the indirect utility of the form:

V(p,E)=E+s(p) (4.4)

where p=(p,, P,,....P,) is the vector of domestic prices of the nonnunmergioods and

s(p) = Zui [di(p,)] —Z pd (p) is the consumer surplus derived from those goods.

Production

Good 0 is manufactured from labour alone with canisteturns to scale and an input-output
coefficient equal to 1. The aggregate supply obilabs assumed to be enough to ensure a
positive supply of this good. In a competitive éipuium (with MC = p) the wage rate then
equals 1. Production of each nonnumeraire goodinesjlabour and a sector-specific input.
The technologies for these goods exhibit constantrms to scale, and the various specific
inputs are available in inelastic supply. With thage rate fixed at 1, the aggregate reward to
the specific factor used in the production of good@pends only on the domestic price of that

good. This reward is denoted lag(p) .

Political activity of individuals

A typical individual derives income from wages agal/ernment transfers, and possibly from
the ownership of some sector-specific input. lassumed that claims to the specific inputs
are indivisible and nontradable, and that individuavn at most one type. Those who own
some of the specific input used in producing gowdll see their income tied to the domestic
price of that good. These individuals, in additimntheir general interest as consumers in
trade policies that affect any domestic prices/ wien have a direct stake in the tax or

subsidy applicable to trade in goobd

The various owners of the specific factor usednidustryi, with their common interest in
protection (or export subsidies) for their sectoray choose to join forces for political

activity. It is simply assumed that in some exogenset of sectors, denotedthe specific-

* From the maximization of the quasilinear utiligynttion we get the inverse demand functipfix) = u'(x) .
The demand functiorx(p) (= d(p)) is then the inverse df’(X).
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factor owners have been able to organize themsett@dobby groups. The lobbies serve to
coordinate campaign giving decisions and to comoaiai the political rewards to the

government. In the remaining sectors, if any, thdividual owners of the specific factors

remain unorganized. Any individual perceives hirhssl too small to communicate political

demands effectively or to influence policy. Therefahe unorganized factor owners, as well
as all individuals who own no claims to a specifiput, refrain from making political

contributions.

The lobby representing an organized sectoakes its political contribution contingent on the
trade policy vector implemented by the governmeihce the country is small, it can
equivalently relate the contribution to the realdizeector of domestic prices instead of
political actions,a, in the Bernheim and Whinston model in the presiection. Let us
denote byC, (p) the contribution schedule tendered by lobbyhe lobby tailors the schedule
to maximize the total welfare (income plus consumsarplus less contributions) of its
members. It then collects the necessary donatioms its members in such a way as to allow
all to share in the gains from political coordiwati It will prove convenient in what follows

to express the joint welfare of the members of yoptwupi asV, =W -C,, whereW is their

gross of contributions joint welfare. We note that

W (p) = ¢, +75(p)+aN[r(p) +s(p)] (4.5)

where /; is the total labour supply (and also the labowome) of owners of the specific
input used in industry and a; is the fraction of the voting population that owsmne of this

factor.

Policy instruments

The set of policy instruments available for poldits is restricted in this model; the
government is allowed to implement only trade taaed subsidies. These policies drive a
gap between domestic and world prices. A domesiie in excess of the world price implies
an import tariff for a good that is imported and export subsidy for one that is exported.

Domestic prices below world prices correspond ag@lsly to import subsidies and export
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taxes. The net revenue from all taxes and subsidiggessed on a per capita basis, is given

by

=3 (7~ 5)| A(R) - %P | @8)

where N measures the total (voting) population apdp) =7 (p) is domestic output of

good i. It is assumed that the government redistribusg&nue uniformly to all of the

country’s voters. Then(p) gives the net government transfer to each indaid

The government

The incumbent government cares about the total lefv@olitical contributions and about
aggregate wellbeing. The government values coritoibs, because they can be used to
finance campaign spending, and they may provideratirect benefits to the officeholders.
Social welfare will be of concern to the incumbgavernment if voters are more likely to re-
elect a government that has delivered a high stdnafaliving. The utility function is meant
to capture the policymaker’'s personal preferenaes the various possible policy outcomes,
as well as her concern for her future electorabpeats. The policy chosen will affect the
politician’s chances of being re-elected if votéwek retrospectively at her record when

deciding whether to vote for her in subsequenttigles. The utility functionG([)] is assumed

to be increasing in contributions; this reflectsamsumption that the politician can use any
funds she receives from the interest group to firanampaign spending or otherwise
purchase political gain. The government’s objecfiwection is presented by the following

linear form,

G=> C(p)+aW(p) az0 (4.7)

ioL

where W represents aggregate, gross-of-contributions welfaAggregate gross welfare

equals aggregate private income plus trade taxnteseplus total consumer surplus; that is,

® The government’s welfare function could also bétem asG =a, ¥ C; +a,(W - = C,), where a, is the
ioL ioL

weight the government attachesrte aggregate welfare. MaximizinG is equivalent to maximizing with
a=a,/(a —a,), provided thata, >a, . It is assumed that this is the case, i.e. thtipans value a dollar in

their campaign coffers more than a dollar in thedsaof the public. Whether this is a correct asdiongan be
guestioned.
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W(p) = £+ () +N[r(p) +5(p)]. @38)

The centre of interest, here, is the political éguum of a two-stage non-cooperative game
in which the lobbies simultaneously choose theiitipal contribution schedules in the first

stage and the government sets policy in the seddmstdibgame perfect Nash equilibrium is a

domestic price vectop® that maximizes the governments objective takingdbetribution
schedules as given, and a set of contribution funst{C;’(p)} , one for each organized lobby

group, such that each one maximizes the joint welfs the group’s members given the
schedules set by the other groups and the ang&cpalitical optimization by the

government. The equilibrium structure of protectisrcharacterized in the next section, and
the lobbies’ political contributions that induceetipolicy choice of the government in the

section that follows.

4.2.1 The structure of protection

As noted earlier, in this economy the interactiogiween the various lobbies and the
government has the structure of a menu-auctionl@mbBernheim and Whinston limited

their analysis to situations where players bidddmite set of objects, but their main results
apply also when the auctioneer can choose frormiantmm of possible actions, such as the
level of tariffs and subsidies in the model at hafsdcordingly, the government’s choice set

of domestic price vectors is allowed here to betioonus.

Let us denote b the set of domestic price vectors from which tbeegnment may choose.

P is bound so that each domestic pripe must lie between some minimump and some

maximump'. Lemma 2 of Bernheim and Whinston implies thatilésyium to the trade-

policy game can be characterized as follows:

PROPOSITION 1 (B-W): {C(’(p")} is a subgame-perfect Nash equilibrium of the traoley

game if and only if:

(a) C’ is feasible for all U L;
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(b) p” maximizes)_ C/(p)+aW(p) onP;

ioL
(c) p° maximizes

W, (p) ~C;(p) + Y. C; (p) +aW(p) onP for every j 0L ;

ioL

(d) for every jOL there exists @' OP that maximizesZC,"(p) +aW(p) on

i0OL

P such thatC;(p') =0.

Condition (a) restricts each lobby’s contributiarhedule to be among those that are feasible
i.e., contributions must be nonnegative and notgradaan the aggregate income available to
the lobby’s members. Condition (b) states thategithe contribution schedules offered by

the lobbies, the government sets trade policy twimiae its own welfare.

Condition (c) stipulates that, for every lobpythe equilibrium price vector must maximize
the joint welfare of that lobby and the governmeyen the contribution schedules offered
by the other lobbies. If this were not the casentlobbyj could reformulate its policy bids to

induce the government to choose the jointly optiprade vector and could appropriate some

of the surplus from the switch in policy.

Condition (d) requires that for every lobby groyghere must exist a policy other than
that elicits a contribution of zero from grogypand which the government finds equally
attractive as the equilibrium poligy . This feature is related to the discussion of efuiim

contribution schedules offered by lobbies to indtheegovernment to choose the policy most
favourable to the given lobby. This topic is takgnin the next section.

Let us assume now that the lobbies set politicaksdoution functions that are differentiable,

at least around the equilibrium poipt. With contribution functions that are differentiap

the fact thafp® maximizesV, +G implies that the following first-order conditios satisfied:

oW/ (p’) 0C;(p’) £y oc (p) aGW(p")
op° op° o op° op’

=0 forall jOL. (4.9)
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However, the government’s maximization®fequires the first-order condition

Z 9C (p) + aOW(p°) =0. (4.10)
o op’ op°

Taken together, (4.9) and (4.10) imply

9C () _ WP ¢ i, (4.11)
op’ op’

Equation (4.11) establishes that the contributidmedules are locally truthful arounud; that

is, each lobby sets its contribution schedule abtthe marginal change in the contribution for
a small change in policy matches the effect ofptbkicy change on the lobby’s welfare. This
notion of truthfulness can be extended to defingbally truthful contribution schedules

which eventually imply the government to chogssuch that it maximizes the joint welfare

of the represented industries and the government.

The next step is then to characterize the equilibrirade policies that can be supported by
differentiable contribution schedules. Summind.{3.overi and substituting the result into
(4.10) gives

Zavvlo(po) +aaW(pc) =0. (412)
o op’ op’

This equation characterizes the equilibrium dorgegtices supported by differentiable
contribution functions. To get the policy outconitejs necessary to calculate both of the
terms in (4.12). They can be obtained by using pheviously given definitions and
expressions. Equations (4.5) and (4.6) can be gwdand differentiated then with respect to
p; to find how marginal policy changes affect the fawd of some lobby. The resulting
expression is then summed over dllL to derive the first term in equation (4.12). The
second term is obtained by making use of the defmiof W in (4.8) and differentiating the
resulting expression with respectgo Substituting the two expressions obtained intaZ%
allows us to solve for the domestic prices in it equilibrium, assuming that these prices

lie in the interior ofP. The result is expressed in terms of the equiliorad valorem trade

taxes and subsidies, which are defined’og (p/ - p’)/ p.
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PROPOSITION 2 (Equilibrium policies): If the lobbies use conuiibn schedules that are
differentiable around the equilibrium point, andthie equilibrium lies in the interior d?,

then the government chooses trade taxes and sedbsidit satisfy

v _l-a(z fori=12,..n (4.13)
1+t a+a \ €

wherez =y (p’)/m(p’) is the equilibrium ratio of domestic output to ionfs (negative for

exports since exports correspond to negative inspand € =-m'(p)p; /m(p’) is the

elasticity of import demand or of export supplye(ttormer defined to be positive, the latter
negative).

Proposition 2 implies that, all else equal, indestthat have high import demand or export
supply elasticities (in absolute value) will haveadler ad valorem deviations from free trade.
This is true for two reasons. First, the governmmaly bear a political cost from creating
deadweight loss (i& > 0). To the extent that this is so, it will prete raise contributions

from sectors where the cost is small. Second, évarr O, if a, > 0 the members of lobbies

as a group will share in any deadweight loss thatlts from trade policy. The owners of
specific inputs in industries other tharwill bid more to avoid protection in sectorthe

greater is the social cost of that protection.

Equation (4.13) implies that all sectors that @@esented by lobbies are protected by import
tariffs or export subsidies in the political egoilum. In contrast, import subsidies or export
taxes are applied to all sectors that have no @gdnrepresentation. In other words, the
organized interest groups collectively manage iserdhe domestic prices of goods from
which they derive profit income and to lower th&ps of goods that they only consume. The
political power of a particular organized sectoraflected by the ratio of domestic output to
imports. In sectors with a large domestic outphe, $pecific-factor owners have much to gain
from an increase in the domestic price, while tbenemy has relatively little to lose from

protection when the volume of imports is low witlgigen import demand elasticity.
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The smaller is the weight that the government @ace a dollar of aggregate welfare
compared with a dollar of campaign financing, theér in absolute value are all trade taxes
and subsidies. An interior solution remains possibbowever, even if the government cares
only about contributions (sa = 0). This is because the interest groups therasetlo not
want the distortions to grow too large. As the shafrvoters who are members of one interest
group or another increases, equilibrium rates ajtqution for the organized industries

decline. At the extreme, when all voters belongrianterest group (s, =1) and all sectors
are represented (slp =1 for all i), then free trade prevails in all markets. In tbése, the

various interest groups neutralize one anothethaban industry’s demand for protection is
matched in equilibrium by the opposing interestugs bids for a low domestic price. On the
other hand, if interest-group members comprisegigible fraction of the voting population

(so a, =0), then no trade taxes or subsidies will be appleed good not represented by a
lobby (for which I, =0). The intuition behind this is that when the pai@npolitical

contributors are few in number, they stand litbegain from trade interventions in sectors

other than their own.

4.2.2 Political contributions

The previous section characterized the structungeratiection that emerges from the political
process whenever the interest groups use contibsthedules that are locally differentiable.
This restriction on the contribution functions leavatitude for schedules with many different
shapes, and in fact the set of contribution sclesdtihat supports the equilibrium policy
vector is not unigue. Different sets of equilibriwantribution schedules give rise to different
equilibrium transfers by the various lobby groupsl ahus to different net payoffs for the
groups’ members. It is therefore interesting taetakdook at the determination of equilibrium

contributions in different political settings.

Grossman and Helpman limit their focus from thignpon only to truthful Nash equilibria.

With this restriction, and an earlier definition dfuthful contribution schedules, the

competition between the lobbies involves only aichamf scalars[ B,} which represent the

net welfare to lobbyi whenever it makes a positive contribution to tlevegnment in

equilibrium. Given these ‘anchors’, the lobby thveishes to makdd as large as possible and
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the contribution as small as possible, but withgnihg so far as to induce the government to

deviate fromp® to some alternative policy that might be damadmnijs interests.

Each lobby must thus worry about what policy wobéchosen if it were to raise i to a
level where the government would opt to neglectiiterests entirely. Grossman and
Helpman definep™ as the policy that would emerge from political mmaization by the
government if the contribution offered by loblbwere zero, that is,

p~ =arg maxZCj p B raw p ) foi DL (4.14)

pOP oL
j#i

Lobby i will raise its B to the point where the government is just inddfér between

choosing the policyp™ and choosing the equilibrium poliqy". The following equation

expresses this indifference:

Zc} (p”,B))+aw(p™)= Zc} (p°,B;)+aw(p") foralliOL. (4.15)

B
Grossman and Helpman introduce three cases tardtashow the equilibrium contributions
are determined in different situations. In thetfaase, only one lobby group is assumed to be

politically active. The equilibrium policy vecton ithis case provides protection for sedtor
(p’>p"), and so long ag, > 0, it calls for import subsidies and export &xm all other
goods (p; < ij forj #i). The equilibrium campaign contribution of lobbys found using
(4.15), recalling that in this cage' =p", which results taC' (p°,B’) =aW(p")-aw(p-). It
can be seen that the lobby contributes an amoanidtproportional to the excess burden that
the equilibrium trade policies impose on societiie Tactor of proportionality is the weight
that the government attaches to aggregate grogareveh its own objective function. In this
political equilibrium, the politicians derive ex§ctthe same utility as they would have
achieved by allowing free trade in a world withaofluence payments. Thus, a lobby that

faces no opposition from other lobbies captures é¢méire surplus from its political

relationship with the government.
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In the second case, all of the voters are repreddnt lobby groups. The political competition
in this case results in free trade. Nevertheleash dobby must make a positive campaign
contribution in order to induce the government bhoase this outcome rather than one that
would be still worse from its perspective. Assumfog simplicity that there were only two
nonnumeraire goods and two lobbies, and using ggal®), it is concluded that both lobbies
must actively contribute to the incumbent governmienorder to support the free-trade
outcome. When all voters are active in the proadssuying influence, the rivalry among
competing interests is most intense, and the govent captures the entire surplus from the
political relationships. Grossman and Helpman grtthow that each loblhymust contribute

to the politicians an amount equal to the diffeeehetween what its rival and the government
could jointly achieve were lobhynot itself active in the political process and wiiee two

actually attain in the full political equilibrium.

In the third case, the ownership of the specifatdes is so highly concentrated that interest-
group members account for a negligible fractiorthef total voting population. The political

equilibrium in this case has positive protectiondtl organized sectors. But sincg=0 for

all i, the members of each interest group receive onhegligible share of government
transfer payments and derive only a negligible eshaf the surplus from consuming
nonnumeraire products. Thus, no lobby is willingctmtribute toward trade intervention in
any sector other than its own. The common agenall@m here is the same as for a set of
separate principal-agent arrangements betweenimdastry lobby and the government. As in

case 1, each lobby must compensate the government for the politicst ©f providing
protection (it paysa times the deadweight loss imposed by the indysaiicy p’). But with

no political rivalry between the special interestach industry group captures the entire

surplus from its own political relationship withetiyovernment.

4.3 Limitations of the model

Although the Grossman-Helpman model is widely addph political economy literature and
it offers an ingenious way to characterise theqgyoihaking process, the model is far from
being a complete picture of the reality. There baen significant progression from the
earliest lobbying models to the Grossman-Helpmamehbut certain open questions still

remain.
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First, the policymaker can only choose from twaé&olicies; taxes and subsidies. In reality,
the set of policy instruments that could be adopiedt least taken into consideration is
richer. What comes to trade policies, quotas, pctdao or consumption taxes and subsidies,
or regulatory barriers would also offer a way tovértrade to a given direction if so decided.
The authors themselves recognize this as well amtllde a short discussion of the
consideration of output subsidies within the frarogky The implications of the presence of
consumption and production taxes and subsidigseatisposal of the government are worked

out more thoroughly by Dixit (1996).

In addition to being based on perfect competitioqpioduct markets, the model does not in
this form take into account the downstream userspafcific factors. In the basic model
presented, the various industry groups oppose oather only to the extent that owners of
specific factors also protect their interests adinary consumers. In reality, there are also
numerous producers who use the specific factomaistarmediate input and who therefore
oppose any increases in the domestic price of tfamters. Whereas domestic manufacturers
support import barriers of their final productse thsers of intermediate inputs want to use
their political power against such policies. Thewdstream users of specific factors can
however be incorporated into the model, which imething that Krishna and Gawande

(2005) have done in their empirical testing of @t¢ model with American data.

Moreover, Grossman and Helpman do not address ubstiqn of lobby formation; which

industry groups manage to organize themselvesefiéztive lobbies. Their model takes the
interest groups as exogenous — some industriesrgamized and some are not. They do not
address the issue of how the utility function oé timterest groups relates to the policy
preferences of the individual members, nor do thegycern themselves with the internal
distribution of the burden for paying the contribat Rather, they simply assume that the
group has managed to overcome its collective agiimblem, and that the interest group’s

utility function represents its internally agredgextive.
What Grossman and Helpman also assume is compiiamiation between the interest

groups and the policymaker. It can be, howevet,wieen making political contributions the

interest group does not know for sure the ideokyy values of the policymaker. Inclusion of
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information asymmetry in the model might change Iledaviour of interest groups or the

policymaker and possibly also the outcome of tHepgame.

The government structure of the Grossman-Helpmaneine very simple. The model

assumes that there is only one policymaker (that mpresent a group of policymakers) who
decides on trade policies. In reality, no governmenorks that way. The governmental
structure of the European Union, for instance,dmplex with the procedure between the
Commission, the Parliament and the Council of Merss, and with various working groups
as well as committees working on the proposals.sThaking into account the hierarchical

structure of the government would enrich the bawiclel.

5 Amended Protection for sale

The previous chapter covered some shortcominghef@rossman-Helpmann model. This
chapter provides a look at some research whichsgsdbon the idea of the original GH model
but which tries to improve or amend it in differamalys in order to make the theory better
suitable for modelling the real world. In what foMls, three such issues are addressed
separately: endogenous lobby formation, asymmeiritormation, and hierarchical
government structure. Other possible aspects &#ypresented under the last section of the

chapter. The emphasis will be on the constructadrike models rather than on their results.

5.1 Endogenous lobby formation

This topic was referred to already in the discussibthe logic of collective action in chapter
four. As mentioned there, many common agency matdéds a shortcut in the treatment of
the organizing capabilities of industries by asswgrhat the share of sectors that undertake
political activities is given as an exogenous patem However, the decision to become
organized or not can be made endogenous by addirgirc new ingredients into the GH
model. Devashish Mitra’s (1999) formal handling ari endogenous lobbying model has
gained attention and has been adopted by otheristeeas well (see e.g. Krishna and Mitra
(2005), and Magee (2002)). This section also takle®k at an alternative endogenous lobby
model introduced by Didier Laussel (2006) whicHanot follows the very same idea of fixed

lobby formation costs as Mitra (1999).
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5.1.1 Endogenous lobbies by Mitra

Mitra (1999) has incorporated endogenous lobby &tion into the Grossman-Helpman
model. To do so, he adds one preliminary stagdi@éocommon agency game where inputs
owners in each sector must decide to form a lobbyai. To form a lobby, they must
collectively incur an organizational cost thates®r specific. When deciding whether or not
to get organized, the lobby groups take into acttium benefits that they can obtain in the
second stage of the political game by being orgahi&nd the losses they would incur by

remaining unorganized.

Mitra concludes that industries with higher leveisapital stock, fewer capital owners, more
inelastic demand, and smaller geographical disperare the ones that get organized. As to
the policy outcome, a surprising result he obt&nhat the equilibrium trade subsidy for an
organized group is no longer always positively tedlato the government's affinity for
political contributions; in certain cases, the lesEtrade subsidy for each organized group
turns out to be decreasing in the affinity for poél contributions. This result is in contrast to
the Grossman-Helpman result where the trade subfdyeach organized group is

monotonically increasing in the government's irgene political contributions.

The model

The basic settings of the model are identical ts¢hof Grossman-Helpman. However, Mitra
makes slightly different symmetry assumptions. etsH;, denote the set of individuals who
own theith specific factor, and each of the sets is assutbdthvem members who own

equal amounts of the specific factor.

The proportion of population that owns some factbproduction besides labour is denoted
by 6=mN/M (N is the number of sectors that produce nonnumegmcgls). It is also a
measure of the degree of equality of the ownersliiigpecific factors. From the indirect
utility function of an individual and the assumptithat each individual owns at most one
type of specific factor, the total welfare of thet of individuals owning théh specific factor

is given by

Q(p)= D 1" +7(p)+6M I N[r(p) +s(p)] (5.1)

hOH,
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For notational simplicity, it is from now on assuinghat each individual in the economy is
endowed with exactlyunits of labour. At this point, a departure is mdebm the Grossman-

Helpman framework as the number of lobbiesyill be endogenously determined.

The model has two stages. In the first stage ofgdume, owners of each kind of specific
factor decide whether to contribute to the finagoai the fixed and sunk costs (defined in
labour terms) of forming an organized lobby. Thiesed costs consist of the costs of forming
an organization, establishing links with politickarhiring professional lobbyists, building a
communications network among members, designirgharse of punishments for defaulting
members, etc. Forming a lobby can also be one Waethng closer to the government, so
that political influence can be exercised on goment's decision-making. In sectors without
lobbies, transaction costs for communicating thiersfor persuading the government are

likely to be so high that political activity doestriake place.

In the second stage, the game proceeds in the sayeas in Grossman-Helpman, with
lobbies providing the government with their truthtontribution schedules and government
setting the trade policy to maximize its objectiftenction. The problem is solved by
backward induction, and an equilibrium in this gaiséhe number of lobbies formed and

a domestic price vectqr’.

Going back to the first stage, the fixed labourt aafslobby formation for theéth group of
specific factors is denoted Wfy. Fixed costs here are heterogeneous because groeips a
assumed to differ in their organizational abilitiggoups that have formed associations for
other purposes (e.g., sharing technical know-howy rfind it cheaper to get politically
organized than other groups, and some groups magdgraphically more concentrated than

others.

Q,(n) and Q,(n) denote the equilibrium gross welfare of an orgadigroup and of an

unorganized group, respectively, when there ratebbies. In addition,C(n) denotes the

equilibrium contribution by a representative orgawi group. Now, assuming 1 groups as
organized, the members of another group decide heheto form a lobby or remain

unorganized. The provision of the fixed cost ofdplformation is assumed to be the results
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of a Nash bargaining between the group members.eMeny once the lobby is formed, the
lobby machinery can enforce perfect coordinatioroagnthe members of that group in the
collection of political contributions. There aredh possibilities that arise, and by studying
them Mitra concludes that a lobby is formed underfollowing condition:

Qo) -Q,(-1)-C() >F,, (5.2)

that is, when the net benefit from being organieeckeds the fixed costs of forming a lobby.
The groups are then ranked and indexed in ascewdi®y of their fixed costs such that

F..<F <F,.<F_, <F, <F..< <F

min =

(5.3)

Since the number of lobbies is assumed to be aomtisy the above equation means that
F'(n) > 0. It can then be shown that @ (n)-Q,(n)-C'(n) <F'(n), that is, if the net
increase in lobby welfare when being organizedegdtof unorganized increases less than the
fixed costs when the number of already organizeslgg increases, there exists a unique
Nash equilibriump®, for the number of lobbies, and it is the one #wtsfies the condition
Q. (n°)-Q,(n°)-C(n°) = F(n%, i.e. all groups with fixed costs less than or édaaF (n°)

are organized.

Mitra then assumes that there is a continuum ofnoreraire goods and the totality of them

is normalized to one so thalD[O,]] . He then defines gross and net benefits for a s&cim

lobby formation. By combining those expressions difterentiating with respect ta he
obtains that both gross and net benefits from ftionaare decreasing in the number of
lobbies already formed. Proceeding then to theraétation of equilibrium contributions of
organized sectors, Mitra obtains that the equilitoricontribution level by an organized sector
compensates for the reduction in the gross wetiithe other existing organized groups and
the reduction in the overall social welfare broughbut by the formation of that organized
group. The same result was found already in ther@ddel in the context of equilibrium

contribution payments.
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Other results of the paper are obtained by analyiile comparative statics of the model.
Mitra looks at the impacts of a change in the distion of factor ownership, in the
government’s affinity for contributions, and of clyes in industry characteristics by

loosening the symmetry assumptions between sectors.

5.1.2 Other settings

Didier Laussel (2006) builds his model with endames lobby formation on a slightly
modified version of the lobbying model of Perssd®98). In Laussel's model, interest
groups hold different fixed endowments of an ‘istracture good’ which is a complement in
the consumption of the local public good. The gsowgich benefit from larger infrastructure
endowments are proved to be the ones which becoganiaed because a relatively high
infrastructure level increases both the absoluté #re marginal utilities derived by the
members from public good consumption. The sizehef group is also an attribute that is
positively correlated with the organizing probatyilof a given group, which is in contrast to

the main Olsonian propositions.

Like Mitra (1999) in the case of the Grossman-Helprmodel, also Laussel incorporates the
lobby formation as a preliminary stage into the aloof Persson. In this first stage of the
game, similarly again to Mitra, the groups decié&¢come organized or to stay unorganized
given the expected costs they would incur and ¥peeted benefits which they would derive
from these decisions in the following stages. Abalition-proof Nash equilibrium, a lobby is
formed if and only if the aggregate expected netefies of its formation are positive.
Technically, the main difficulty is to ensure thdétese costs and benefits are uniquely
determined, that is, that the equilibrium of theas® and third stages of the game is unique.
To solve this technicality, Laussel draws on theknaf Laussel and Le Breton (2001) on the
structure of equilibrium payoffs in common agencgdels to provide a simple condition
which ensures the uniqueness of equilibrium paydfie cost-elasticity of the supply of

public good function of the government should netdrger than 2.
The model

The total number of groups is assumed tol§e= 1,2,...n), and the set of all groups &

Each group habjj identical individuals belonging to it, and so toéal number of individuals
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belonging to a group is given kE:Z N; . The utility function of a memberof groupj is
j=1

given by

U}=d+mH(gﬁ (5.4)
g,

where c‘j denotes the consumption of a private gogg,is the per capita supply of a local
public good, andz; > Ois a parameter which measures the exogenously figedapita level
of a group specific infrastructure. A higher vabfeo; enables the members of the group to
derive more utility from a given provision of thalgic good. This infrastructure good and the

public good are complements in consumption, suctioasnstance hospitals and health

expenditures. Each individual is assumed to ha@eséime income levey.

The provision of public goods is assumed to benfvea through taxes per headwhich are
proportional to the group specific observable ita infrastructure levels, that is, = 70,

wherer > 0 is a tax rate which is uniform over all groups.

The model has three stages: In the first stage,lbaesrof each groupdecide whether or not
to contribute to the cost of forming a lobby. This decision is a best regmto the decisions
simultaneously taken by the members of all otheugs. As in Mitra (1999), a lobby will
eventually be formed if and only if the aggregaéméfit accruing to its members is at least
equal to the fixed cogt. In the second stage, the organized groups chibegsecontribution

schedulesT; These schedules depend on the vegtof public good supplies to all of tire

groups, organized or unorganized. The contributjpeisl by the members of the group have

to cover the money transferred to the politiciamspd fixed cosE of lobbying, that is,

2.t =F+T(9). (5.5)

In the third and final stage, the politician sdtg fprovision of public good in order to

maximize an objective function familiar from the Gibdel.

45



The game is solved as usual by working backwar@said descriptions of the solutions to
the third and second stages of the game are laishabe Laussel’s paper. | focus here on the
formal handling of the first stage, the lobby fotioa. Laussel, like Mitra, assumes a

continuum of lobbies. The aggregate infrastrucemdowment leveQQ = No is assumed to

be continuously distributed over the inter{é_l,ﬁ].

Laussel draws the conditions for the creation dblaby by analysing the evolution of the
benefits for a group of getting organized instead of staying unorgashimédnen the set of

already organized groupslis The benefit function is defined &(A\ ,Q;) whereA _is the
aggregate infrastructure level of the already omgthgroups, and2, denotes the aggregate

infrastructure level of group By differentiating the benefit functioB with respect toA,

Laussel draws the conclusion that, with certairuamgions, the benefit for groupfrom
getting organized is a decreasing function of thmnlper of groups that are already organized,
and a strictly increasing function of its own irdtaucture level (Lemma 3). The relationBf
with respect toa, the relative weight of social welfare in the goweent’s objective

function, is not clear, but with certain generawmaptions for the functionsl (o), B can be

concluded to be a strictly decreasing functiormrofvhich conforms with the GH results.

From the Lemma 3, Laussel continues to define tlseggarate cases for the formation of
lobby groups that may arise in the equilibrium, &liwhich are qualitatively the same as in
Mitra (1999). First, all groups are organized # thenefit to any group from getting organized
exceeds the fixed costt when all other groups in the economy are alreadjamized.
Second, no group is organizedBfis lower thanF for all groups. Third, if there is in the
equilibrium a group that is indifferent betweentot organized or remaining unorganized
then all groups with a higher aggregate infrastmectievel than this group get organized

while the remainder of the groups abstain fromtjwali activity.

The role of the group size is taken into discussipmoting that one of the assumptions in the
model was that the level of infrastructure perwdlial is uniform across groups. Therefore,
as the results indicate an increasing probabilitygetting organized as the aggregate

infrastructure endowment level of the group is hiighis straightforward that larger groups
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become organized in equilibrium while smaller onesain unorganized. Assuming further
that F would increase less than proportionately with gheup size, only large groups would
be organized in the equilibrium. These results watlash with the hypotheses of Olson on

the group size and collective action.

A different treatment of endogenous lobbying isecétd by Felli and Merlo (2006) who
endogeneize the number of lobby groups by assuthatghe incumbent politician selects the
interest groups she wants to bargain with. Theidehdoes not represent the common agency
tradition so it is not in the interest of this sguth go through it in detail. However, the
approach of Felli and Merlo differs from the uswedy of making the number of lobbies
endogenous so it is instructive to give a shortraany here. The authors consider a citizen-
candidate model of electoral competition that siiddh the work by Besley and Coate (2001).
The political process is modelled as a multistagme that begins with the citizens’ decisions
to participate in the political process as candidator public office. Given the set of
candidates, citizens vote in an election that $efé® winner to choose policy for one period.
After the election, lobbies try to influence thelipg choice of the elected candidate through
monetary contributions. Given the set of existingldies, the elected candidate, however,
chooses the coalition of lobbies she will bargaithwOne of the main results of the model is
that in equilibrium, no elected candidate everudels all lobbies in the bargaining process.
Thus, not all lobbies are active in the game, louthis model it is due to some factor

independent of the organizing capabilities of thteriest groups.

5.2 Asymmetric information

All of the models referred to so far are completimation models where uncertainty or
asymmetric information plays no role. In particulpoliticians are assumed to be perfectly
informed about the characteristics of pressure ggoand the latter in turn to have full

information about the political preferences of demi makers and about the economy-wide
consequences of policy choices. In practice, ndnthese assumptions is realistic. There
might be incomplete information of the weight tktize politician puts on social welfare, of the
politician’s ideological strength or of his poligreferences as well as of the distribution of

power in the government’'s decision-making proc@dse case of asymmetric information
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within common agency models is discussed for exanyl Le Breton and Salanié (2003),
and Martimort and Semenov (2007, 2008).

5.2.1 Models by Martimort and Semenov

Martimort and Semenov (2007) introduce asymmetniorimation on a decision maker’s
preferences in a common agency model where intgmestps use nonlinear contribution
schedules for two purposes: to compete for the taeservices, and to learn about his
preferences, that is, for screening the politiciabe authors deal with two kinds of
asymmetries: horizontal asymmetries, in which therancertainty on the decision maker’s
ideal policy point, and vertical asymmetries, inievhthe ideological strength of decision
makers is unknown which translates into uncertaioy how much they value monetary

contributions.

The authors draw two main conclusions. First, asgtnin information redistributes

bargaining power between interest groups and thigéigiem in non-trivial ways. As such,

asymmetric information is an important ingrediemekplain some systematic biases of policy
outcomes towards either some interest groups or dibeision maker. Second, under
asymmetric information, interest groups no longamtdbute for a policy change as much as
what it is worth to them under complete informatiémstead, the groups’ contributions are
lower to incorporate a discount related to theititgbto solve the asymmetric information

problem. This discount might be so large that samsups may prefer to abstain from
contributions to decision makers who are seen ah#wd to influence. Different groups do
not suffer in the same way from paying this disdoand this is reflected in the resulting

influence on the political process.

In the vertical differentiation, decision makerade off social welfare maximization against
the monetary contributions they receive from tHebies. They have the same ideal policy but
differ in terms of the weight they give to ideolggwhich is private information. The
equilibrium policy in this case may be systematcdliased towards the weakest interest
group, the one whose preferences are further away the decision maker in the policy
space. In the horizontal differentiation, decisiakers differ in terms of their most preferred

policy and have private information on this parasnefThe equilibrium policy might be

48



systematically biased towards the decision makdgal point featuring some status quo bias
of economic policy. Contributions in this case amall, sometimes even nonexistent when

horizontal uncertainty is large enough.

The underlying model
Two interest groups (IG)P, and P, are assumed to influence a policymaker through
monetary contributions, and the politician setslcy g in a one-dimensional spade, has
an ideal point located a&; = a + b, whereasP,’s ideal point is located a&, =—a. The
politician’s ideal point is a#. The IGs and the politician have quasi-linearitytfunctions,
given by, respectively

V, =—1(q—a,.)2 -t fori=1,2

2 (5.6)

U=-L(@-07+t+t,

where [ is a scale parameter capturing the intensity @ pholitician’s ideological
preferences towards his own ideal point, @ndlenotes non-negative contributions. Under

horizontal asymmetric information, politicians @iffin terms of their ideal point8. Under
vertical asymmetric information, politicians havestsame ideal point but differ in terms of

their ideological biag5.

The game proceeds like a standard common agencg gatim interest groups moving in the
first stage and the politician in the second. Untmmnplete information, the efficient policy
q"(8, B) , which maximizes the joint payoff of the interegbups and the politician, is a
weighted average of the different players’ idealingo with weights reflecting their
ideological biases:

b+ g6

rOn=

(5.7)

Whenb > 0, this policy is biased toward®’s ideal point, which is further away from the
politician’s own ideal point tha®,'s®. P; is therefore referred to as the weak principathwi
P, being the strong principal. The efficient outcomeuld be implemented using truthful

contribution schedules, following the terminolodyBernheim and Whinston (1986).

® The politician’s ideal point is assumed to beatitd in point 0 on the same axis with the prinaipal
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Vertical asymmetric information
The politician has now private information on tregmetel3 but this ideological bias is not

too strong; S is assumed to be uniformly distributed Eﬂh,ﬁ] whereB < 1. For simplicity, it

is assumed that the politician’s ideal potht= 0. This setting results in an equilibrium

g°(B) which is upward distorted with respect to firstigg0, 3) :

g%(p) = >q"(0,8), with equality only at3 = 8. (5.8)

b
2+38-26
The politician always gets a positive payoff in gigtium, and the weak principal’s marginal

contribution is greater than that of the strongg@pal.

Each IG clearly wants to push the policy towards ¢dwn ideal point. In the absence of the
other group’s contribution, this requires a gredlewer) transfer when the politician has a
strong (weak) ideological bias. A strong ideologimias translates here to a high valuef
This being said, under asymmetric information, he tabsence of the other group’s
contribution, a politician with a low ideologicailds would be tempted to exaggerate this bias
to receive greater contributions from the 1G. Thisuld leave a positive information rent to

politicians having small ideological biases.

When, instead, 1Gs compete for favours, both dHege contributions to the politicians with
a small 8. Politicians with stronger ideological biases fihdow attractive to pretend having
less. Because IGs have opposing preferences edblerafcan only mitigate the equilibrium
policy that the other would induce being alone.sTiniakes the policy less sensitive to the
politician’s ideological bias. To limit the extrant left to politicians with stronger ideological
biases, both IGs offer contributions which haves lestigating power compared to what they
offer when knowingg. This is true for both principals but the strong @woes so even more.
As the contributions are designed to counter tHeerolG’s preferences, the weak IG’s
marginal contribution is greater because the stargis close to the politician in the policy
space. At equilibrium, the chosen policy is thusvapd distorted for all typeg < S. Vertical
asymmetric information thus redistributes the banigg power somewhat in favour of the

weakest IG. The assumption that the IGs are asynmieé. b > 0) is crucial here. Otherwise
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the first-best efficient policy would always be thgent’s ideal point even under asymmetric

information.

Horizontal asymmetric information

Under horizontal asymmetric information, the poldan’s ideal pointd is private information

and drawn uniformly from an interv@—d, 5]. To simplify the model, both IGs are assumed

to be symmetrically located around 0, thatbis; 0. The politician’s ideological preferences

are now assumed to be sufficiently pronounced.

To understand the impact of horizontal asymmetrfiormation, it is first useful to think d®;

as being the only IG around. It is first assumeat th> 0, that is, whatever the agent’s ideal

point the IG’s preference is more extreme. Undemmasetric information, more extreme
politicians who are closer #,’s ideal point would like to appear more moderatgiasp the
high contributions thaP; would offer for more moderate politicians. To aldhis, P;
increases the distance between the policy suggestedoderate types and his own ideal
point. Reducing the information rent of extremistificians calls for distorting the policy in
the direction of the agent’s ideal point and payliegs transfer to moderate types. However,
P, is constrained in doing so by the fact that thigip@n may always refuse any contribution
and choose the status quo policy. Asymmetric infgrom undermines significantly the
influence of IGs as soon as horizontal uncertaimtyrge enough. As they are symmetrically
located around the agent’s expected ideal poimterad the IGs gains anything from this bias

contrary to the case of vertical uncertainty.

Martimort and Semenov (2008) continue from whewgrtprevious article stayed and give a
more comprehensive analysis of a common agency gaher asymmetric information. This

article builds on the model introduced in the poer¢i paper and enriches it by looking at
numerous alternative settings and strategies thatlmccur in the policy game. The authors
divide the analysis into several subproblems. ot swith, interest groups (assumed to be
two) form a coalition giving rise to two alternaivscenarios. In case the politician’s

ideological bias @) is weak (i.e. low in value) then the optimal pgliis inefficient and

distorted towards the politician’s ideal poifit Moderate politicians get information rent by

exaggerating their policy stance, whereas politigiavith an extreme viewpoint do not gain
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any rent. In case the ideological bias is strofigig high) then the coalition of interest groups

does not contribute at all and the optimal polioincides with that of the politician’s ideal.

In the presence of competing interest groups, thram scenarios arise. First, a laissez-faire
equilibrium results when there is a strong ideatagbias combined with a large horizontal
uncertainty. In that case the politician puts digant weight on ideology, and the interest
groups’ ideal points lie both within the intervadfohed by the most extreme possible views of
the politician. As a consequence, there is no dmrtion from either of the interest groups,
and the politician implements his ideal policy. Ewehen the ideological distance between
the politician and an interest group is small, ldtéer cannot ensure that the former will only
follow his own recommendation because there isrtmeh uncertainty in the politician’s
preferences which may be too distant from thosd®@roup. This result is the same as in the
Grossman-Helpman model with all sectors represdmyem lobby who ultimately cancel each

other out.

Second, when the degree of polarization betweemtbeest groups increases (or respectively
the horizontal ideological uncertainty of the poldn decreases), the market for influence
becomes segmented with interest groups on botls siflthe political spectrum being linked
in exclusive relationships with decision makers vene sufficiently close ideologically. The
authors call this situation @artition equilibrium of type 1. By definition, in this equilibrium,

principali offers a positive contribution only on a non-emptipsetQ. of the interval of the

politician’s possible policy stances. Moreover, tpencipals’ areas of influence are

disconnected, so that they do not overlap eachr.otheartition equilibrium of type 1 is

symmetric when there existsJ(0,8) such thatQ, =[-d,-7] andQ, =[r §] Between

these two subsets is the at@g:[—r,r] where none of the principals contribute. Thushéf

realized stance of the politician is sufficientiytreme and thus falls in either of the interest
groups’ subsets, that group is able to influence final policy choice by contributing.
Otherwise, for moderate politicians for whoéh falls on the intervalQ,, the equilibrium
policy is equal to the politician’s ideal point mvhich case she would not obtain any
information rent. A partition equilibrium sharesnse common features with the laissez-faire
equilibrium. In both cases, the decision maker migh freed from the principals’ influence

but in the partition equilibrium this happens onlgen the politician is sufficiently moderate.
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Interest groups are now able to exercise unchagngfluence when their ideological
distance with the politician is small. The mostrerte politicians are thus linked in exclusive

relationships with nearby groups.

Third, a modification from the previous scenariopaatition equilibrium of type 2, arises

when the politician’s horizontal ideological un@enty decreases further. Now, both interest
groups suffer less from not knowing the agent'Sgrances, and even moderate politicians
receive positive contributions from both interesbups. The influence areas of the interest

groups thus overlap. A partition equilibrium of & is symmetric when there exists

70(0,9) such thatQ, =[-d,7] andQ, =[-7 §] The overlapping area, where both groups
simultaneously contribute, is given Y, n Q, =Q,. In such a case, the equilibrium policy

reflects the preferences of both groups only foderate politicians and is otherwise biased

towards the preferences of the nearby group foersatreme politicians.

In summary, Martimort and Semenov list some cerglaments that are highlighted in both
of their papers. Firstly, under asymmetric inforimat competition between interest groups
leads to huge inefficiencies in policy choices. rEhalways exists a strong bias towards the
politician’s ideal point. If ideological uncertainis very large, transaction costs become also
large and interest groups might refrain from cdmitions. When the politician’s ideological
bias is strong and there is sufficient horizontatertainty, interest groups may not contribute
to a politician whose ideal point lies too far aweym their own preferences. The market for
influence is segmented with exclusive relationshipsveen politicians and interest groups

whose preferences are close in the political spectr

As horizontal uncertainty decreases, the areasfloieince of competing interest groups begin
to overlap. More extreme legislators continue tech most contributions though they may
still receive contributions from opposing groupsor Fexample, one should expect older
decision makers whose views are better known to gaire support from both sides of the

political spectrum.

If the decision maker’s ideological bias is not &toong, possibly due to the fact that the

policy at stake is sector specific and has litpeal for the general public, interest groups
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always contribute. However, the nature of competiis highly dependent on the amount of
ideological (horizontal) uncertainty. When grougecd much uncertainty they are more
congruent and the pattern of contributions mayemtfsome cooperation. On the other hand,
with less uncertainty on the politician’s ideologpmpetition induces interest groups to raise

contributions even for the most extreme politicians

5.2.2 Other settings

Le Breton and Salanié (2003) add asymmetric inftionanto a common agency model in an
abstract policy space. They depart from the basiing of Grossman-Helpman by assuming
that the type of the politician is not common knedde. This is done by inserting into the
model the assumption that a parameter the weight of social welfare in the politician’s
payoff function, is private information to the pgalian. Technically, this assumption
transforms the original common agency game intmm@mon agency game with adverse
selection. This reflects the view that lobbyistsnad know for sure how costly it is to buy the

favour of a politician.

In the first section of the paper, the authors eomr@te on a binary setting where the
politician can choose among two possible decisiotise status quo or an alternative policy.
In this setting, the society can be divided into twatural interest groups: those who gain and
those who lose when moving from one decision toatiwer. As a conclusion, the proportion

of ‘bad’ politicians (with a lowa ) must be above some critical value depending en th
characteristics of the two groups and the magnitwidthe stake. If there are too few bad
politicians, supporters of the efficient decisiom® avilling to endorse the risk of losing in

return for lower contributions to the politicianhd authors also study the free-rider problems
of lobby group formation in the light of the Olssnhypotheses. In that respect the model

would also belong to the category of endogenousyldbrmation discussed earlier.

The model setup

A politician must choose between two policiesanda, This choice affects the payoffs of

principals identified by the subscriptThe payoff of the agent and the principals depesrd
the policy selected and on monetary transfers.set@f principals is partitioned into two sets

according to whether they prefer the first or teeand policy alternative. In the first sét,
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principals are characterized by their surpiiis 0 if a, is chosen instead @. In the second

set, |, principals are characterized by their surplis> 0 if a, is chosen instead af.

The total surplus of principals if policg is chosen is denoted By, and it is further
assumed that
A=W, =W, =>V,->V, >0. (5.9)
iol, i0l,

Following from this, the efficient decision is naay.

In the two-stage game that follows, each principatead of being represented by a lobby
group, is assumed to act alone and to offer a ibanion to the politician. This serves as a
way to avoid the free-rider problem of group forroat In the second stage, the politician
selects the decision which maximizes his payoffirdef as a sum of total welfare of
principals V) weighted bya and the total amount of transfer®.(If decisionay is chosen,
principal P; getsV, -T, if i1, and -T, otherwise. The politician getsW, +>  T,. For
simplicity, it is assumed that a transfer is paydabprincipal only if his preferred decision is

selected. Thereforel; =0 foriOJl,, and T, =0 foriO1,.The efficient decision will then be

selected if
ab+>y' T, 2 YT, (5.10)

idl, il
In other words, the efficient decision is obtairiethe transfers for choosing policy 1 do not
exceed the value of transfers for choosing poligyud the aggregate welfare gain from the

efficient policy choice.

Incomplete information on a
It is now supposed that is a random variable whose distribution is comrkoowledge but

whose realization is known only to the politiciahem the game begins. More precisetyjs

drawn from the interval[c_r,c‘r] (a =0), with cumulative density functioir and density

functionf which is assumed to be positive on the whole vatierA politician of typea will

select the efficient decision i is above some threshot), :
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YT DT,

iol; iol,

A

a> =aq,. (5.112)

After denoting byT the vector of transfers, the principals’ payoffdétions are:

N,(T)=(, -T,)F(a,), wheniOl,

- _ (5.12)
n(m=V,-T,)A-F(a,)), wheni 1,

This means that principalwho belongs td; pays a positive contribution and receives a net

payoff of M, (T)only when a is below the thresholdr,, thus with probability F(a,). A
principal belonging td, receives a payoff ofl1,(T) when a > a,,that is, with probability
(L-F(a,)). The authors then determine the transfErsandT, paid by principals in both

interest groups and substitute them into the espyag5.11) in order to obtain the condition

for the policy outcome to be the efficient oiag)(

In a more general case, with more than two polloyiaes, the common agency problem with
adverse selection is more complicated, and Le Bratal Salanié are not able to provide a
full characterization of efficiency. Instead, thelgrive disjoint necessary and sufficient
conditions for an equilibrium to be efficient. Theoportion of ‘bad’ politicians is important

in the general case as well.

Mike Felgenhauer (2007) treats information asymiasetas well although in a somewhat
different model of common agency where the equilioris reached by using mixed rather
than pure strategies. In the model, it is assurhatla policymaker has to choose among two
alternatives and has private information aboutwkefare maximizing option, i.e. his optimal
policy point. The decision maker responds to thiies’ contributions, but also cares for the
socially best alternative. These preferences areorad in the auction: in order to win with
certainty, a lobby has to outbid its rival at least a constantA, where A reflects the
policymaker’s preference for the social optimumh@tise the policymaker chooses her
ideal point and collects the bribes from the cqroesling interest group. Lobbies are assumed
to have identical valuation for their preferredipi@s so that the information transmission

purpose of contributions is left aside.
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The model
There is a policymaker who has to decide upon potidhat may be either 1 or 0. The
policymaker is an expert, who knows which decis®hest for society, but this knowledge is
her private information. Ex ante, each of the peficis welfare maximizing with equal
probability. The policymaker has a valuati@n>Ofor choosing the social optimum. Her
utility function is given by

u=Ay+t, +t, (5.13)

wheret; is the contribution from interest grogpandy is a dummy which gets the value of 1

if the socially best policy is chosen and zero nthee.

There are two interest groups=0,1, who prefer either policy 0 or 1, respectively. Bot
groups have the same valuatiéh for their preferred policy. The utility functionsf the
groups are given by, =6x-t, andu, =8 (- x -t, The timing of the game is the same as
usual, but before the contribution offers from I@sbthe policymaker privately observes the

welfare maximizing policy.

Felgenhauer shows that an equilibrium in the gasrieund only in mixed strategies, and any
equilibrium in mixed strategies implies welfare fii@encies. Surprisingly, however, these
inefficiencies are found to be the same for diffiérievels of the decision maker’s valuation
A for the best policy. Thus, in the class of mixadategy equilibria, if there were two

candidates for the policy make’s job, an electosteuld be indifferent between the two,

even if one of them intrinsically cares more fog gocial optimum.

Epstein, Milchtaich, Nitzan and Schwarz (2007) adixce an appealing idea which the
existing common agency models have neglected: ibdilely to be asymmetric information
concerning the power distribution within a set otemtial sources of power in a legislative
structure. Interest groups may have a list of gakdecisive agents but no firm information
regarding the identity of the decisive agent — thee target of their efforts. From the
contestants’ point of view, resources directednt® wrong agent are simply a waste. Under
such uncertainty, it makes sense to direct reseurcseveral potential “power centers”. The

essential question is then how much effort to ek how to allocate it among the potential
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power centers. Epstein et al. have treated this iop symmetric lottery contest, but the idea

could well be transferred also under a common ageradel.

5.3 Hierarchical governments

Another significant matter that the basic GH madieés not address is the fact that political
decisions are taken on several levels with parthef decision power delegated from the
government to lower, executive levels enjoying sategree of autonomy. Examples of such
structures are offered by a combination of a lefisk and a bureaucracy, a president and a
parliament, or the board of directors and an exeeubfficer in a firm’s governance.
Furthermore, besides targeting policymakers atudfit tiers within a single governmental
body, interest groups may target them at diffegmternmental levels like the municipal,
state, or national level. This implies that comipati among lobbies extends from a single tier
to several tiers making lobbying more complex tlhmaosual formalizations. So far, however,

hierarchical decision making has been discusseelatively few common agency studies.

5.3.1 Models by Mazza and Van Winden

In Mazza and Van Winden (2008), policies are tisulteof the choices made by two agents
within a hierarchy. A legislator decides on the geidto be successively spent by a
bureaucrat. Both agents are lobbied by one or twerést groups. The combination of
sequential decision making and lobbying implieg tha interaction between the agent at one
tier and the interest group(s) depends on the exgghbetween the same interest group(s) and

the agent at the other tier.

Mazza and Van Winden remind that the existence oftiple opportunities to influence
decision making needs not be as advantageous fortemest group as it may seem at first
sight. For example, a multi-tier process of decisimaking could increase lobbying
expenditures because a group might need to infeienore agents in order to obtain a
favourable policy. The outcome of lobbying is alsore difficult to predict. Lobbying a
policymaker may trigger responses by decision nsakéeother tiers whose behaviour cannot

be completely controlled through the policymakexttis lobbied.
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The model of Mazza and Van Winden is summarizedoisws. At the higher level, a
legislator ) decides on the size of the tax revenue needédance two public goods, each
of which is consumed by a different group of peojlds interested in the welfare of the
different groups as well as in the contributionsyttcan offer. Moreoverl. has distinct
preferences concerning the allocation of the budgebss the public goods, but this is
effectively decided at a lower level, by a bureau@8). B can only disregard the preferences
of L at a personal cost, for example, in terms of ¢cgpeaspects or loyalty. HoweveB, may

be compensated by the interest groups for skevii@dptidget allocation to a certain direction.

The model setup

Mazza and Van Winder consider an economy whereishaials are divided into two groups,
of sizen; andn,. The members of each group derive utility frompdsable income and the
consumption of a group-specific pure public gag8dfinanced by tax on gross incomey,.
Thus, individual utility is given by, =(1-t)y, +h (G ) fori =1,2. The supply of the public
goods results from the policy choices made by twiolip agentsL. andB, at different levels.

L chooses while B determines the shame(or 1s) of the resulting tax revenue to be
allocated for the production of5; (or Gp). Public goods are produced according to
G, =sRandG, = (ks R An interest group wishing to influence decision making offers a
contribution schedul€, (t) to L and a schedul&, (s) to B. A net welfare function for group

subtracts the lobbying expenditures from the aggeegtility of the group:
V. =U,(st)-C (t)-E(s), i=12 (5.14)

The objective function of the legislatbris given by
R=> LG+ 8vi(st), I;.81 >0, (5.15)

where |, reflects the ‘shadow price’ that groupfaces when lobbying., | indicates the
preference ok for social welfare relative to contributions, afddenotes the political weight

of groupi. Lobbying requires that the net benefit from ilLtbe positive, that is, the shadow

price of lobbying should be sufficiently low (i.€. sufficiently high) compared tb's interest

in the group’s welfare.
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As for the bureaucrat, he is assumed to have thsilpbty for some opportunistic behaviour
with lobbies. On the other hanB,is constrained by’s objective function. This may be for

example due to bureaucratic loyalty or career core8 chooses in order to maximize

P, = hE(s)+bR.(st), b b >0, (5.16)

where b reflects the shadow price of lobbyily b indicates the weight th& attaches to the

objective ofL, that is, the degree of indirect controllobverB. From the objectives df and

B it follows that a group is only able to lobByif b >blg.

The timing of the game follows the usual manner, with theiks announcing their offers in
the first stage and the decision maker maximizing hezablp after that. Now the game is

however played twice in a row, first at the upper tied then at the lower one.

Monopsonistic lobbying
It is first supposed that group 2 does not take partibylimg activity and so there is only one
lobby group, andC, = E, = 0. A subgame-perfect equilibrium at the lower tier is maplef

a policy-contribution pair(s’, E}) such that the interest group makes a truthful contribution,
while the policy selected b maximizesP, given the contribution schedule offered by the

lobby. The superscrigtis used to denote the case when there is lobbyingtgdiiom the

side of group 1. As usual, for any giveandC,, the equilibrium maximizes the joint welfare
of the lobby andB, ands' is thus determined by

bU,(s)+blouU,(s)=0, (5.17)
where the subscrigtdenotes partial derivative with respecstdhis equation can be seen as

a maximization of a weighted gross political welfare tiorc where the organized interest

group benefits from a larger weight than the unorganizedipg2 (ag >bl8). As a

consequence, lobbying increases the group’s share of/érall budget and the group has an

incentive to lobbyB.
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The problem at the upper tier is solved in a similar marta&ing into accouns andE,

from the earlier stagé.'s optimal policy is implicitly determined by

L[U, () -Ey(t) ]+16,(t'") =0. (5.18)

Using the equation fat’s objective function and the fact that the lobby payatribution
C, that leave4 indifferent between the tax rate and the rate" that would be optimal folc

in the absence of lobbying at his tier, Mazza and Vandéfirshow that the group 1 will not

loose from lobbyind. even if it already lobbieB.

Some conclusions can be drawn from the results ofaheegFirstly, lobbying can be harmful
to both policymakers. Although each decision maker is jostpensated for giving in to the
lobby, the fall-back outcome is changed by lobbying atdther tierL can never gain from
lobbying at the lower tier because both the contributiarid o B and the policy change it
induces there represents a net lossLfomhe effect of lobbying at the higher level on the

welfare ofB can be positive or negative, depending on its effe¢cherax rate and the sign of

the impact of the tax rate on the contributign paid to B.

Competitive lobbying and comparative statics

After the benchmark case of only one contributing lolgbyup, Mazza and Van Winden
discuss the implications of competitive lobbying, with both egéeigroups being politically
active. The basic mechanics of the model remain the sdtheugh competition among
interest groups produces somewhat different outcomesalfoactors. In contrast to the
monopsonist case, under competitive lobbying both decisiakera may benefit from
lobbying. On the other hand, competitive lobbying may éeimental to both lobby groups
as they find themselves in a prisoner’s dilemma vatibying being the dominant strategy at

each tier.

The authors consider also some comparative staticawbetiive lobbying. They make three
remarks: (i) The reaction &f to an increase in a group’s effectiveness in lobbfamgay be
to reduce the level of overall budget directed to thesipian of the group’s public good

(through a decrease in the tax rate). So, althouglo@pgs able to increase the share of the
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budget spent on its public good, the absolute levahefbudget may decrease through a
reduction in tax revenues inducedlbyThis is the same intuition as found in Mazza and Van
Winden (2002) where they conclude, in a similar gameingetthat centralization of
policymaking in the EU level may lead to a smaller EWidget than under a decentralized
structure. The federal budget, in that case, represefdsmaof incentive scheme to limit

lobbying expenditure at the lower agency level.

(i) An improvement of group’s effectiveness in lobbyind. induces group to shift
resources td.'s tier if its own effectiveness in lobbyinlg is sufficiently higher relative to

groupj. (iii) For any givent andC, a stronger influence af on B (largerb) has no effect on

B's policy but reduces lobbying expenditu(&’+E;). The latter result may be reversed

through a positive effect df on t”(and thus on the level of tax revenues to be allocatdd
positive effect may come about because it indicesbetter regard the preferenced of his
may in turn boost lobbying expenditure Brand give one reason why lobby groups may be
more interested in lobbying bureaucrats than legislatons. fact, as the authors note,
competition for influence at the bureaucratic tier may kwas a perfect substitute for

legislatorial oversight.

5.3.2 Models with an agenda setter

When treating the hierarchical processes in policy makinig, practical to make use of
decision making structures including an agenda sefieis is the focus of for example
Dharmapala (1999) and Bergemann & Valimaki (2001). rbiagala (1999) adopts the
Grossman-Helpman model to analyze decision making byldéiges committees. He aims to
compare two possible institutional structures through whitdgislature may choose taxes or
subsidies for each of the economyissectors. The first of these involves empowering a
committee to decide simultaneously on the policies rgjath all sectors. This is called a tax
committee approach (TC). The alternative structure lu@# establishingn separate
specialized committees each one deciding only ovepdliey imposed for its own sector, in
isolation from the other sectors and committees. This isreef¢o as specialized committee
structure (SC).
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As the TC has the power to decide on the entire vg@ctdrproducer prices, it is able to offer
subsidies to the organized sectors at the cost of anep sectors which would be imposed
taxes. In contrast, SiCchooses onlg; which means that the committee cannot affect policies
on other sectors than its own. Under the SC stru¢hee, lobbies have to decide to which
committees they should direct their lobbying efforts. Diegrata approaches the problem by
studying the two extreme cases between which the optiretegies must lie: either all
organized groups lobby all specialized committees or tteaa group chooses only one

committee to lobby.

In analyzing the policy outcomes in the TC and SC regirbésmrmapala notes that the
internal decision-making processes of the committeesuisiat for the results. Thus, he
analyses separately three different characterizationsh@f committee decision-making
process: the agenda setter dominated (A), majoritakgnand universalistic (U) processes.
In the A model, one member of the committee is exogsly selected to be the agenda setter.
He has the power to make a proposal which the other déeermembers are not allowed to
amend. In the M model, all members have the right to npagposals and amendments to
others’ proposals. Each decision is based on a votefdhhaws a majority rule. In the U
model, each decision maker enjoys exclusive propasa¢pover a subset of the committee’s

sphere of jurisdiction, and these proposals are \axaihst a reference option.

Agenda setter dominated committees are assumed to tcofdisnembers who seek to

maximize a weighted sum of monetary contributions smelal welfare. Considering first a

TC model, Dharmapala denotes Ip/" the vector of producer prices enacted by the

committee and byp”™ the proposal made by the agenda setter. The gameegu®as
follows. In the first stage, organized groups lobby tlgenala setter by offering her
contribution schedules conditioned A" . In the second stage, the agenda setter chooses a

policy to propose to the committee. The policy is chosemdgimize an objective function
familiar from the GH model with attention given to botimtrdutions and social welfare. In
the third stage, the agenda setter bargains with the otimebeng of the committee by making
them take-it-or-leave-it offers conditional on theirevah the final stage of the game. Each

committee member maximizes an objective function inclgdioth social welfare and the
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transfers offered by the agenda setter. In the fingestthe committee votes qf'"" against

the default alternative of undistorted world priges

The game is solved using backward induction. Dharmapakes the proposition that the

unique equilibrium of the committee voting game is fomadimbers to vote for the proposal

p"™. Thus, the outcome which emerges from the vot@S= p”". The agenda setter

anticipates this, and maximizes her welfare by choosm§ accordingly, given the

contribution schedules offered by the interest grolipthe first stage, when the lobby groups
use truthful strategies, the optimal policy maximizesjtint surplus of the agenda setter and
the lobbies. The maximization problem yields results whiehiratine with those obtained in
the GH model.

Under the specialized committee structure, the legislaisirelivided into n separate
committees. It is first assumed that all organized grosipsultaneously lobby all the
specialized committees. The timing of this game is as folldwst, all groups lobby
committeei’s agenda setter, A. Then, A chooses a proggfSal In the third stage, A offers
transfers to the other committee members, and finallyctimemittee votes on the proposal.

Letting p”* be thei’th producer price enacted when all organized groupsyld®6 i,

Dharmapala shows that the result from the game is identicdlat arising from the TC

structure.

However, as Dharmapala remarks, lobbying is constraiyelansaction costs and issues of
credibility. Developing a relationship of credibility with @mmittee, let alone witn
committees is costly, and these transaction costs, wdriehikely to be increasing in the
number of committees lobbied, will be balanced againsexipected benefits from lobbying.
As a result, groups can be expected to lobby someydiwll committees. Thus, Dharmapala
introduces a case with restricted lobbying where eaohpgiobbies only one specialized
committee. The timing is now as follows. Tl SC is lobbied by’th group if that group is
organized; otherwise, it is not lobbied at all. In other eetpthe game is similar to that in the
previous case where an agenda setter, instead of h#bged by only one group, was

lobbied by all groups. Solving the game follows thusghme principles as in the both cases

64



discussed earlier, with the result being also analogoukatoobtained earlier. A different
result follows if the agenda setter in $@oes not face any lobbying. Then she selects the

producer price for the sectbto be identical to the world price.

The treatment of majoritarian and universalistic committekbewe the same lines as in the
agenda setter dominated committees so it is not worthwhgpelb out a detailed description
of those models. After studying the outcomes of all thegaixes that arise out of the three
committee decision-making processes combined with bothCaamd an SC regime,
Dharmapala draws the conclusion that the tax committeetsteuis likely to give rise to

lower subsidy levels than the specialized committee streictur

Bergemann and Valimaki (2001) apply a dynamic commaen@g model to a game of
agenda setting. The motivation for the dynamic model sireicis the fact that political
choices are rarely made only once, and the future iatpits of a current decision are often
more important than the immediate impacts of the poliddeslynamic perspective is of
particular need, if the politician and the lobbyists cannohrmd to future actions and
transfers. The authors first introduce a very simple syo@ommon agency model with only
two time periods. In the first stage, the agent chotisesactions that are available in the
second period. The common agency game itself, withéhefspossible actions determined
earlier, is played in the second period. Given thaatfent initially decides on the actions that
form the basis for the choice in the second stage, thme gasembles technically an agenda
setting game. The authors conclude from this simple nmtbdélthe outcome of the game is
efficient if the agent can be lobbied in both staged,the payoff to the agent is higher in this
game compared to a static, one-period game. This reatare of the model carries over to

more general dynamic models as well.

The idea of the game is that the agent has the powet thesagenda by selecting a subset of
an exogenously given set of feasible actions. Thioorsedn the initial period. Then, in the
subsequent period, the principals bid on the actions eragienda, like in a static menu-
auction game. The principals are however allowed taente the same agent in his selection
of the agenda in the initial period, which extends threeyaver two periods and thus makes it
a dynamic game. More formally, in period O, each ppalcbids on the subsét chosen by

the agent from the set of feasible actions. The ageeives a reward(A) from principali if
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he selects the subsitfor the second stage. The choiceAdk costless to the agent and it has
no immediate payoff consequences for the principale. @fentual choice of the agent in
period 1 is, however, restricted to the sul¥sethe main difference of the model to the basic
static common agency model is that by selecting an aatieyt the agent can change the
nature of competition among principals tomorrow. The agaturally prefers such a subset
of actions that increase competition among the principatlse second period and thus give

rise to higher equilibrium payoffs to the agent.

5.4 Other aspects

This section takes up briefly some additional issueshthe¢ aroused academic discussion in
relation to the basic GH model to show that there still rers@veral debatable topics within
common agency models. As mentioned in the previousoseddergemann and Valimaki
(2001) have analyzed the common agency frameworkdypnamic setting where the game
extends over several time periods. Dynamic common agsnagopted also in the work of
Bellettini and Ottaviano (2005) who consider interaction betwaesrlapping generations
and policymakers in a model where competing generatimestmesources to lobby either for
the maintenance of the current technology or for tlogptoh of a new one. It is assumed that

the young prefer innovation and progression while theraj@neration is more conservative.

Prat and Rustichini (2003) remark that, given that modemadracies are characterized by a
multiplicity of public decision makers, the assumption ofiraque politician in common-

agency models is unrealistic. They introduce a gameoofplete information with many

principals and many common agents. Each agent ma#tesision that affects the payoffs of
all principals, and each principal offers monetary trarssto each agent conditional on his
action chosen. Technically the game set up is analogatin® tosual common agency game,
although now principals offer contributions to severalndgesimultaneously. The authors
assume that the transfer from a principal to an agentlysconditional on the action chosen
by the given agent. However, it is recognized that thesfearcould also depend on the
actions chosen by other agents in which case agentslvmane an incentive to influence

each other’s choices.
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In the paper of Kirchsteiger and Prat (2001), the asthek whether the truthful equilibrium
laid out by Bernheim and Whinston is the only reasanalgjuilibrium. They claim that the
truthful equilibrium may be quite complex and it is difficior players to arrive at the truthful
strategy equilibrium. Moreover, if a principal is not sureatvthe other principals are doing,
playing truthful may be risky. The standpoint of Kirchségigind Prat is to see principals
behaving in a simpler way. Instead of making positiveersf on all, or most, possible
alternatives as the truthful equilibrium requires, eachcjpa makes only one strictly
positive offer on the alternative that she hopes to geth & strategy is called natural and, if it

exists, the corresponding equilibrium is also natural.

Dixit, Grossman and Helpman (1997) develop a morergéned version of the Grossman-
Helpman model. Their main concern is the common agendelsocassumption of a quasi-
linear utility function for individuals which they claim isappropriate by not allowing one to
analyze the distributional concerns of policy making. Sigeasi-linearity implies constant
marginal utility of income for individuals, utility is assewh to be perfectly transferable
between players in the common agency framework. Byitieh, utility is transferable if one
player can transfer part of his utility to another playé&hout altering the total utility of the
group of players. It is thus assumed that an additionalofimoney is valued equally by all
players. Quasi-linearity therefore makes the agent’srectimdependent of the distribution of
payoffs among the principals. Often however, wealthy aondr players may derive a
different utility from the same amount of money, and ialitg, politicians often care about
income inequality. The authors remind that in many ecoa@pplications money itself is
transferable but the players’ payoffs are not linear oney. Their paper generalizes the
common agency theory to handle such situations. Theettditility function of individuals is
assumed to be strictly increasing and strictly concave inmiec@and the marginal utility of
income goes to infinity as a given lower bound to incomapjsroached. The authors show
that, even when utility is not transferable across playbesagent’s actions in equilibrium

still achieve a jointly efficient outcome.

Krishna and Mitra (2005) study the impact of unilateral tigukralization by one country on
its partner’s trade policies. Specifically, they are inteteste examining the question of
whether unilateral trade liberalization by one countryl@@uduce reciprocal liberalization by

its partner in the absence of any communication or regnt between the two countries.
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They find that such unilateral liberalization by one coutizg the effect of increasing the
incentives for the export lobby in the partner countrfotan and to lobby effectively against

the import-competing lobby there for lower protection.

The model of Krishna and Mitra considers a small opemamy that trades with a large
partner. The production side of the economy is assumednsist of the production of three
goods: an import-competing good, an exportable, amidiraeraire good that uses labour
alone. Each individual owns some of the specific facsedun the production of either of the
goods. Formation of organized lobbies itself is treatedeisg endogenous, as in Mitra
(1999). Free trade is the policy outcome if both industdes organized. In the initial

situation, the import-competing sector in the small countmejmesented by an organized
lobby but the exportable sector is not. Consequently, thetgos trade policy vector, being

determined between the import-competing group and thermgmest, is characterized by
import tariffs and export taxes; the latter aimed to lowetirgglobby’s cost of consuming the

exportable good.

In this context, unilateral liberalization by the large partmuntry is shown to increase the
incentives for the formation of an export lobby in the kmauntry. This happens for two
reasons. First, a higher world price of the expoea@jbod, which is induced by the
liberalization, makes the existing trade policy vector moostly for the export lobby.
Secondly, at higher export prices, the import-competiblpy has incentives to lobby for a
trade policy vector even more biased against the expoftihgy, further raising the
incentives for formation of the export lobby. Once fodnthis export lobby then competes
with the import competing lobby in trying to reduce doneegtriffs and export taxes.
Unilateral liberalization by one country therefore hasrategic effect on the relevant groups

in the partner country so that ultimately freer tradéésdutcome.

6 ldeas for further research

The preceding chapters have looked at early researa@ndogenous policy theory, at the
emergence of the Grossman-Helpman model on the faondaif Bernheim and Whinston,
as well as at more recent research based on comneoieyag? natural next step is then to

look for aspects that the existing literature has not geered. In the pursuit of a common
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agency model which would track the dynamics of real wpdtitics, certain issues remain
undiscovered. For instance, policies treated in theefsodre often chosen simultaneously
with other policies, so this interdependence may neec talen into account. In addition,
there is a need for more studies with a dynamic framew@t would take into account the
long process of certain policy matters and the dimersfi@ommitment to contribution offers
and policy choices.

One basic assumption in common agency models is that @& monetary contributions as
an influence tool. However, lobbying can also consistrafismitting useful information to
politicians, or, more specifically, of combined formstbése two activities that are usually
treated as each others’ substitutes. It is not yet welknstood which way of influencing an
interest group prefers, and what the relevant condifionthis choice are. A recent example
of a model treating interest groups as providers of bdtrmation and contributions is the
paper of Bennedsen and Feldmann (2006) which, hawelees not apply the common
agency framework. Their idea could nevertheless be deped in such a setting as well. The
paper investigates what mix of instruments an interest gsbapld choose, and how the use
of one instrument affects the effectiveness of the offtee. authors identify an information
externality that raises the cost of offering contributicansd it is shown that this indirect
search cost reduces the group’s incentive to gathernwation when contributions are
allowed.

The model set up of Bennedsen and Feldmann is thevioljo interest groups and a decision
maker are uncertain about some aspect of a policgidacidepending on the true nature of
the uncertain aspect, the decision maker prefers athaeyutcome that favours an interest
group or one that harms it. The interest group hasliigy to gather information that may
reduce the uncertainty, and it may therefore be in thigiguo$o provide the decision maker
with useful information. The interest group will naturally ordggther and transmit the
information if it is in its interest to do so. Alternatively axiditionally, the interest group may
take advantage of the decision maker’'s ignorance ahucénher to choose the favourable

outcome by offering campaign contributions.

Collecting information and deciding not to provide it to theisien maker is information in

itself, and a rational decision maker will make use ohilependently of whether the interest
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group’s search for information is observed by the sleni maker, the collection of
information creates an informational externality when it el decision maker to infer that
the group is knowledgeable and is withholding its infdiam In conjunction with

contributions, however, this information externality irages the cost of bribing the decision
maker ex post. The information externality eventually cedua single lobby group’s
incentive to search for information. The results are sligtiferent in the presence of

competitive lobbying.

Moreover, as van Winden (2003) points out, therenau#tiple means and multiple channels
for exercising lobbying, more than just contributionsl amformation transmission. He adds
structural coercion and representation on the listucgtral coercion refers to constraints on
the behaviour of a policymaker which are not relatedfioence attempts. The behaviour of
voters forms a constraint of this type. Through tlse wf endorsements, or campaign
contributions after policies have been determined, estegroups may affect voting and
thereby influence the political process. In case ofesgmtation, interest groups try to get
their interests directly represented among the policemsakhis may be achieved in different
ways: through multiple positions and penetration whéoe,example via an election, a
position of policymaker is obtained, or through ‘revolvingps’ (i.e. offering future career
opportunities for politicians), or even through the depwlent of social ties and affective

bonds with politicians.

There are no common agency models yet incorporatirgg threeans of influence. Extension
of the so-called citizen-candidate model of representatiraodracy (see e.g. Besley and
Coate, 2001) may be helpful, though, to deal with theepation aspect. Real world
representation of SIGs in the legislative process ieaiefd in the fact that the European
Commission’s expert groups, which play an important rolhénearly stages of EU decision
making, welcome outside input at the drafting stagesThierest groups that get consulted
are given a privileged access in the legislative procesa.damsequence, these expert groups
are a major focus for lobbyists (representing mainlyinmss interests), who often succeed in

getting a seat or even a position of dominance therg(Cate Europe Observatory, 2007).

Reputation and credibility are issues that are often emm@uhgizthe context of lobbying.

Although the Commission is considered open and accesaibiaterest group’s effectiveness
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in influencing policy directly is determined by its ability tst&blish a positive reputation in
the European political process (Coen, 2007). That ishégxtent to which it can establish its
reputation as a provider of reliable, issue-specific aad-Furopean information. As an
example, Nokia has managed to successfully build uppatation of a reliable source of
information which has given it a remarkable power in drgfiolicies that affect its own

business environment (Kauppalehti, Jan 22, 2009).

In the case of Nokia, two aspects are pronouncedibiigdand direct influencing. In the
turn of the millennium, Nokia started to lobby the Commisgioectly instead of relying on
professional lobbies, and today, Nokia is among the f@myFinnish companies that have
managed to influence the EU legislation. In fact, the garere of some 200 private lobbying
agencies of firms in Brussels reveals that direct inflirenhas gained support and that the
corporate lobbying activities are becoming more andremprofessional. After the
establishment of a private lobbying agency in 1994, Ndiaa managed to build up
credibility and a solid reputation in relation to the Commissind is now able to have its say
in issues that are related to its business activity. Thedijlslity and a good reputation clearly
improve an interest group’s stand in the game, so itf@trporating this aspect into the
models might offer new insights. A more widespreadaisi/namic common agency settings

may be useful in addressing this topic.

Persson, Tabellini, and Roland (2000) discuss the instiltialifferences between a
congressional regime of the U.S. type and a parliamem&gime of the European type.
According to them, lobbying is quite fragmented in the teébhiStates as interest groups
interact mainly with individual lawmakers. In Europe, on thieer hand, interest groups are
generally larger and have more symbiotic relations with pdlipeaties. This pattern could
reflect the differences across political regimes: presidertizgressional regimes have
greater separation of proposal powers among indiviggaslators, whereas the institutions of
parliamentary regimes produce legislative cohesion irficitme of stable coalitions within and
across parties. This being said, models focusing on pailaking in a country with a certain
political regime should pay attention to the specificities m itistitutional structure of the

government which determines to some extent the rol@etndties of SIGs.

71



Other issues to be still taken into account include for elarthg impact of emotions and
feelings in decision making, and the internal dynamidatefest groups. Affective social ties
in the interaction between a policymaker and an interesipgwould not only imply that the
former may be willing to benefit the latter without compeiosa but also that the interest
group may care about the interests of the policymakeraddition, interest groups are
commonly assumed to act as single, unitary actors. N&less, the internal cohesion and
dynamics of group members has an impact on the lobgbsfificiency of the group, so SIG

heterogeneity on this dimension may be as well beithulraddition to the models.

7 Conclusion

This study has reviewed models of endogenous policgryhend in particular the most
recognized contribution to the literature, namely themon agency model of Grossman and
Helpman (1994). The aim has been to build a fairly drpecture of how the Grossman-
Helpman model compares with preceding endogenous polidelsiand how the common
agency tradition has developed in theoretical literature shecantroduction of the Protection

for Sale article in the early 1990s.

The political contribution approach of Grossman and Heipm@as an advancement in
relation to earlier approaches for treating endogenalitical decision making in that it
provided stronger microfoundations for the governmeatd lobbies’ objective functions. It
also offered a pluralistic view of the political decisionsiftuding all actors involved in the
process; the government or politician, interest gragsvell as all sectors of the economy.
As a consequence, the model does not include black beke&h some of its earlier
counterparts were guilty of. One central process is howéeated as exogenous; the
equilibrium number of organized interest groups is takegiwen and thus the factors that
drive the formation of lobby groups lack a comprehengreatment in the Grossman-

Helpman model.

This shortcoming, as well as some other abstentire feality of the basic model, have
however been discussed in later research literatureisshe of endogenous lobbies has been
tackled insightfully by Mitra (1999) whose augmented versié the Grossman-Helpman

model has gained recognition and a kind of status astéimelard model of endogenous lobby
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formation. The essence of Mitra’s work was to add prdiminary stage to the GH model,
where SIGs decide whether to get organized and facéx#ugk costs, but also the lobbying

possibilities, that it brings about.

Other issues added to the basic model include asymmatdomiation and hierarchical
government structure both of which have attracted aéaeademic contributions during the
21 century. Asymmetric information may actualize as uncegtabout the weight that the
politician puts on social welfare, about the politician’soldgical strength, about his policy
preferences, or about the distribution of power in theegument’'s decision-making process.
The treatment of structural hierarchies offers also eroms alternatives for modelling
purposes, as the hierarchy may come about in theradEpe of a legislature and a
bureaucracy, a president and a parliament, or a @hti@nsus a municipal tier to name only a
few. Common for the results obtained from the modebsting information asymmetries and
hierarchical governments is that in both of the settings theemcing power of SIGs is

clearly weakened in the political process.

Other aspects that have been given attention in re@@nion agency literature are for
example the inclusion of a foreign government or multiglends in the model, the analysis of
non-quasilinear individual preferences, other than trutbdémtributions and equilibria, and
dynamic game-theoretic settings. All these contributions hariehed the basic Grossman-
Helpman model and proved its usefulness in more gesetahgs than mere trade policy

formation.

The multiplicity of existing models speaks of the multiplicityfafms that lobbying can take
and the complexity of political decision-making processduus, it is natural that there
remain still issues that the existing common agency modeis heglected. Some ideas and
thoughts that have surfaced while going through theesed literature were spelled out in
the last chapter in order to offer some kindling for furttesearch. There seems to be a need
for more research with a dynamic perspective andanfore models that combine contribution
offers with informative lobbying. Research also needgotdeyond the common assumption
of exogenously given groups that are of fixed size la@have as unitary actors. Despite the

general recognition of the Olsonian hypotheses on tigic lof collective action, the
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formation, dynamics, and internal politics of interest groamgsalso still generally neglected

topics in common agency models.

Besides contributions and information transmission, otherdand channels of influence,
such as interest group’s penetration into actual politias$ sacio-emotional ties to politicians,
could also be discussed in common agency models. Fudherthe tendency of individuals
to base their decisions on feelings and emotions insteeational reasoning, could generate
new insights if parameterized in the models. Finally, crétitzind reputation building seems
to be crucial in real life lobbying so that this aspect, @laith other aspects arising out of
empirics, could get more accentuated in theoretical relsea

As a final remark, while a long list of neglected topicc@mmon agency models could be
drawn, there remains a trade-off between the inclusiomeafistic, often complicative

assumptions, and the traceability of the model. Thesefibis sometimes justified to leave
aside certain additional assumptions, however realisic ight be, that seem to weaken the
message or the ease of use of the model. This shatudaity not discourage further research

on the topic of special interest groups and their inflaengolicy formation.
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