Parsons, 2021

Notes: Public Choice Theory and International Trade!

1. Government Intervention and Traditional Welfare Economics

In a competitive market, consumers secure all consumer surplus and
producers secure all producer surplus.

But, if a government intervention raises prices (or restricts output), then there
1s a net loss of welfare to society (or a “deadweight loss™) and a redistribution
of wealth from consumers and producers.

Assume a competitive market with a perfectly elastic supply curve (which
means no producer surplus exists)
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Figure 1. Rent and Waste (DWL) with Gov’t Price Support (Min)

1 This section adapted from Prof. Dollery’s Notes (University of New England, Australia)



If the government intervenes in the form of minimum price legislation (above
the competitive equilibrium), then traditional welfare economics identified
two types of welfare effects:

(1) Triangular area (shaded with vertical lines) represents a loss of consumer
surplus to society, known as “deadweight loss.”

(1) Rectangular area (shaded with diagonal lines) represents a redistribution
of consumer surplus from consumers to producers in the form of a wealth
transfer.

Thus, according to traditional welfare economics, the net social loss due to
government intervention is equal to the deadweight loss. (The triangle only.)

The wealth transfer involves a redistribution of welfare from one group
(consumers) to another (producers) and not a loss in aggregate social welfare.

2. GOVERNMENT INTERVENTION & THEORY OF RENT-SEEKING

In the 1960s economists (such as Gordon Tullock) re-examined the welfare
costs of government intervention.

The theory of rent-seeking holds that economics agents will expend scarce
resources to try to capture the wealth transfer caused by government
intervention.

The theory of rent-seeking holds that these scarce resources have a social
opportunity cost because they could have been used to create new wealth
rather than simply redistributing existing wealth

Let us examine the example of government intervention in the form of
minimum price legislation



Figure 2. Potential loss with rent-seeking

The theory of rent-seeking identifies three effects of government
intervention:

(1) The triangular (RED) area represents a loss of consumer surplus to
society, known as deadweight loss.

(i1) The rectangle (ORANGE) represents a redistribution of consumer
surplus from consumer to producer in the form of a wealth transfer

(ii))In an attempt to capture the rectangular area, producers will expend
resources (less than or equal to) the rectangular ORANGE area.

The welfare cost of government intervention is thus the triangular area
PLUS the rectangular area. (I.e. both RED and ORANGE.)

In other words, if we take into account the costs of rent-seeking, then the
welfare cost of government intervention is much greater than the traditional
view has recognized.



In general, economic rent arises from the artificial barriers erected by
government intervention

Three main forms of rent-seeking can be identified:

(1) Rent-seeking aimed at securing government intervention to create
artificial rent.

(i) Rent-seeking aimed at capturing the artificial rent contingent upon
government intervention.

(ii1) Rent-seeking aimed at defending captured rents.

The deadweight and social waste costs rent-seeking depend on the magnitude
of the expected rents.

Large expected artificial rent will lead to large rent-seeking costs since more

scarce resources will be devoted to rent-seeking.

Small expected artificial rent will lead to small rent-seeking costs since less

scarce resources will be devoted to rent-seeking.

Some examples:

Type 1) US Semiconductor Industry of America (SIA)’s successful effort to
create pseudo-cartel in Japanese and world chip market in late 1980s.

Type ii) ‘dango’ (%) and other bid-rigging efforts to secure monopoly
contracts (which typically pay far higher than MC).

Type ii1) Farmers (in Korea, France, US, Japan, etc.) protesting and lobbying
to maintain high protection against imports. Labor unions in France fighting
to protect above market wages.



3. TARIFFS and TRADITIONAL WELFARE ECONOMICS

Assume we have an economy that has no tariffs on the importation of some
commodity X.

We can illustrate the position as follows in Figure 4.3:
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Figure 3. Domestic Consumer and Producer Surplus
with Free Trade
Trade takes place at the international price level Py

Domestic production will be S;, domestic consumption will be D;, and

imports will be the distance S; to D, .

Domestic consumers will secure the area given by the large, upper triangle
in YELLOW. This is the consumer surplus.

Domestic producers will secure the area given by the smaller, lower triangle
in BLUE. This is the (domestic) producer surplus



With no tariffs, the government will secure zero revenue.

Now, suppose a tariff of t is imposed that raises the price from Pw
to Pt .

If domestic consumption of X and domestic production of X are too small to
affect the world price Pw (the so-called, “small-country case”) then we can
illustrate the effects of the tariff as follows in Figure 4.4:
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Figure 4. Effects of a Tariff (Traditional Welfare Analysis)

Consumer surplus falls by the amount of the area: a+b+c+d.

This consumer surplus is distributed as follows:

Area a (LIGHTER BLUE) represents a transfer of consumer surplus to
producer surplus

Area b represents a loss of consumer surplus due to a production distortion

(i.e., the higher costs accrued by producers in increasing domestic production
from S1 to S2.)



Area ¢ (GREEN) represents the tax revenue gained by the government
through the imposition of the tariff.

Area d represents a loss of consumer surplus due to domestic consumption
falling from D1 to D2.

According to the traditional welfare economics analysis,
the net welfare loss contingent upon the imposition of a tariff is thus: b + d

Area b (cost of production distortion)
Area d (loss from reduced consumption)

Area a is not a net loss since it represents a transfer of consumer surplus from
consumers to producers (and so society is not worse off)

Area c is not a net loss since it represents a transfer of consumer surplus from
consumers to the government in the form of tax revenue.

4. TARIFFS & THE THEORY OF RENT-SEEKING

We have seen that tariffs increase the welfare of producers since they secure
some consumer surplus

The problem with the traditional welfare economics analysis of tariffs is that
it does not consider the costs associated with rent-seeking by producers who
stand to gain by the imposition of tariffs.

That is, we can expect domestic producers to engage in rent-seeking behavior
to try to get the government to impose tariffs on imports.

If we consider the social costs associated with rent-seeking, then we have to
modify the traditional welfare economics analysis



Refer to Figure 5 below:
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Figure 5. Effects of a Tariff (with Rent-seeking)

When we take into account rent-seeking, the net welfare loss to society is
thus:a+b+d

The tariff now has the following effects:
Area b (cost of production distortion)

Area d (loss from reduced consumption)

Area a (now ORANGE) 1s now a net loss since it represents a transfer of
consumer surplus from consumers to producers and producers will expend
area a worth of resources on rent-seeking (and so society at large is even
worse off).

Area c is not a net loss since it represents a transfer of consumer surplus from
consumers to the government in the form of tax revenue.



Final comment on Rent-seeking

Actually, the term “rent-seeking” labeled as such by trade economist, Anne
Krueger, and the related concept of DUPs (Directly Unproductive activities)
used by the trade economist Jagdish Bhagwati can be applied to many
(indeed any) activities in which individuals or groups are expending scarce
resources to shift (typically government) funds/resources/money in their own
direction.

Other examples of “rent-seeking”:

*  Smuggling [expends resources to avoid high tariffs, or import bans
proscribed by government].

* Demand for Barrier-free buildings [lobbying by disabled groups to
increase spending on facilities which directly benefit them].

» Japanese dentist association efforts (bribery included) to increase
“point system” for national insurance.

* Students protesting (and not going to class) and demanding lower
tuition at state university.

* Professors protesting for high wages at state university.

* Gangs asking for “protection” money from local shopkeepers.

The point here is not to automatically equate rent-seeking with “bad” things.
Rather, it is to be aware that because government expenditure (and
regulatory) decisions made are “public choices” and are susceptible to
influence by lobbying and other efforts, an additional amount of waste (aside
from any deadweight loss due to the distortion the government intervention
itself causes) will almost certainly occur as well.
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For English-English definitions of the same, see below.

rent:

1. Economic rent: The premium that the owner of a resource receives over and above its
opportunity cost.

2. The payment to the owner of land or other property in return for its use.

rent-seeking:

The using up of real resources in an effort to secure the rights to economic rents that arise
from government policies. In international economics the term usually refers to efforts to
obtain quota rents. Term introduced by Krueger 1974.

(source: Prof. Deardorff’s online glossary:
http://www-personal.umich.edu/~alandear/glossary/

rent-seeking: expending real (scarce) resources to arrange to receive a transfer. “Rent”
here doesn’t refer to what people pay to use a house or a piece of land; it means, roughly,
consumer surplus or producer surplus. (From O’Flaherty’s City Economics.)

capture theory: the failure of regulatory agencies to effectively (or efficiently) regulate
as the regulated group (often an industry) “captures” the regulators. This may in part
because only the people who are well-informed on technical matters of regulation are the
regulated parties (industry); and partly because the regulators often get lucrative jobs in
the regulated industry after they leave their regulatory positions. (From J. Stiglitz,
Economics of the Public Sector.) [This can occur anywhere but would be called
“amakudari” in Japan.] A third possibility would be direct payment to regulators
(typically illegal) in return for favored treatment. Or simply, after many years of working
closely with that industry biased sympathies may arise toward the industry rather than
arms-length, objective regulation.

Public choice theory: the analysis of collective decision making by voters, politicians,
political parties, interest groups, and many other groups and individuals. (From R.
Miller’s Economics Today.)

lobbying: to conduct activities aimed at influencing public officials and especially
members of a legislative body on legislation. transitive verb 1: to promote (as a project)
or secure the passage of (as legislation) by influencing public officials 2: to attempt to
influence or sway (as a public official) toward a desired action. (source: MerriamWebster
dictionary. Note: lobbying is one type of rent-seeking activity.)



Parsons, 2010

How is “Rent-seeking” different from simply “Money and Politics” (Bif & &)

* Rent-seeking typically (but not always) relates to activity by private persons to
affect decisions (laws, regulations, subsidies, tax cuts, etc.) made by public
officials, in an attempt to gain more benefits for themselves. So, it does typically

relate to the “politics” (Bii5). (Note: organized crime, which does not have to

relate to the government, can still involve rent-seeking, e.g. “wasteful crime war”
to establish monopoly drug sale “rights” in Mexico, Colombia, New York City,
Tokyo, etc.)

* Rent-seeking does not have to involve money. It can involve the use of ANY
scarce resource (labor, time, money, etc.). Farmers who take time off from work
to protest WTO liberalization are rent-seekers (seeking to preserve their producer
surplus due to high tariffs), and are using their scarce resources (time) to protest,
rather than to make rice.

* Rent-seeking could be viewed by society as “good” or “bad”, while to economists
view it from a “positive” (ZEGE) (objective, value-free, point of view).
Relatedly, rent-seeking does not have to be, and often is NOT illegal, although
rent-seeking activities that are illegal certainly also exist. An example of an illegal
rent-seeking activity would be #f8& (wairo, or bribery), i.e. paying money to a
politician or bureaucrat to change policy to benefit the person giving the bribe (the
rent-seeker.) Society also generally views this as “bad”. However, if the US sugar
industry gives money to support a politician’s election campaign (in Florida, or
Niigata, or Bordeaux), this is typically LEGAL. But, to an economist, this is also
rent-seeking. This is part of lobbying and typically not illegal, depending on
HOW the money is given and used. Many people feel this is also “bad”, but not
illegal; to an economist, the concern is not so much if it is good or bad (because
this can be very subjective), but whether or not it is less or more efficient than
other ways to allocate resources. In other words, how can we reduce the
ADDITIONAL waste caused by rent-seeking, whether that rent-seeking be illegal
or legal?

o Example 1: suppose the Japanese dental association pays some member of
the LDP 1,000 man yen (illegally, in cash) to try to get them (LDP H R 3%)

to change the insurance system so that the dentists can get more money paid
for their services; if successful, the dentist would receive 10,000 man yen
in (rents, or new excessive profits).

o Example 2: The Yokohama City subway workers go on strike for 1 month.
The subway system cannot be used by anyone for one month. The subway
workers are successful and get a pay rise of 1%.

o Inexample I and 2, which is illegal? Which is not? Are they both examples
of rent-seeking? Which involves more waste? Is there any waste at all in



example 1, or simply a transfer of wealth? Where is the wealth transfer fo
and from in both cases?

In 2009, Ichiro Ozawa’s political campaign of the Minshuto party received funds from a
construction company, Nishimatsu, indirectly through two other political support groups.

This may be illegal in Japan. However, this would not be considered illegal in the US. US
firms can donate directly to political campaigns (but they must report it). However, in the
Ozawa case, or in the US, both would be considered rent-seeking.

Which Political Fund Control Law (US or Japan) do you think is “better”? More efficient?
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Logrolling (Vote-trading): one possible reason for too many “Bridges to Nowhere”
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Table 1: Losses from Logrolling (Vote-trading)

Gains of losses to Individual/Region

A (Hokkaido) B (Niigata) C (Tokyo) Net
Issue 1: +20 -15 -15 -10
Wakkanai Road
Issue 2: -15 +20 -15 -10
Sado Tunnel
Issue 1&2 +5 +5 -30 -20

Suppose we have two projects. One which benefits people living in Hokkaido, but no one
else (Issue 1: “Wakkanai Road”) and one which benefits people in Niigata (Issue 2:
“Sado Tunnel”).

Also, assume we have only three voting members of parliament, Mr. A from Hokkaido,
Mr. B from Niigata, and Ms. C from Tokyo.

Table 1 above shows the possible outcomes and net benefits or losses to all members and
their respective constituencies.

With majority rule voting, and only three representatives, 2 or more people must vote for
the Issue/project for it to get funding.

Issue 1: only benefits Mr. A, so rationally, Mr. B and Ms. C should not vote for it. It
would be a waste of taxpayers’ money and their money.

Issue 2: same. Only Mr. B (Niigata) would want to vote for it.

So, neither the road nor the tunnel should be built.

But, with logrolling, or vote-trading, Mr. A and Mr. B might reach a deal. If A
(Hokkaido) promises to vote for Issue 2 (Sado tunnel), and B promises to vote for Issue 1

(Wakkanai tunnel), then both would have a net gain. (+5, +5)

However, Ms. C and the people in Tokyo lose (-30), and have to pay for wasteful projects
in Niigata and Hokkaido. And, overall Japan loses because +5+5-30 equals -20 net.

This is a potential problem with democracy and economic efficiency.
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Suppose we have two projects. One which benefits people living in Hokkaido, but no one else
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Also, assume we have only three voting members of parliament, Mr. A from Hokkaido, Mr. B
from Niigata, and Ms. C from Tokyo.

T, LHED AKX, A0 BK., HIO CKDO3IADEAB LI WAWEIRELET T,

Table 1 above shows the possible outcomes and net benefits or losses to all members and their
respective constituencies.
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With majority rule voting, and only three representatives, 2 or more people must vote for the
Issue/project for it to get funding.
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Issue 1: only benefits Mr. A, so rationally, Mr. B and Ms. C should not vote for it. It would be a
waste of taxpayers’ money and their money.
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Issue 2: same. Only Mr. B (Niigata) would want to vote for it.
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So, neither the road nor the tunnel should be built.
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But, with logrolling, or vote-trading, Mr. A and Mr. B might reach a deal. If A (Hokkaido)
promises to vote for Issue 2 (Sado tunnel), and B promises to vote for Issue 1 (Wakkanai tunnel),
then both would have a net gain. (+5, +5)
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However, Ms. C and the people in Tokyo lose (-30), and have to pay for wasteful projects in
Niigata and Hokkaido. And, overall Japan loses because +5+5-30 equals -20 net.
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This is a potential problem with democracy and economic efficiency.
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