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INTEREST GROUP BEHAVIOR AND THE PERSISTENT INEFFICIENCIES OF PUBLIC POLICY
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Abstract: Although society’s goals encompass both economic efficiency and redistribution, it is important to ask whether redistribution policies are as efficient as possible. We develop a simple dynamic model of interest group behavior that identifies an agency problem between interest groups and their constituents and explicitly accounts for the role of political capital. We conclude that interest groups tend to prefer inefficient policies and that by limiting their size to increase and consolidate political influence, subsidized interests will exacerbate policy inefficiencies. We test the assumptions and predictions of our model and find that they are consistent with interest group behavior in the United States during recent decades.



1 Introduction Why do inefficient policies exist? The deceptively simple answer is that society has other goals besides efficiency, namely redistribution. But it is still appropriate to ask whether redistribution policies are as efficient as possible, especially if one shares Stigler‟s view that the primary intention of government interventions is to redistribute income.1 The political economy literature has analyzed whether interest groups give certain individuals a disproportionately greater—and possibly distorting—impact on public policies and has debated whether competition between interest groups is conducive to a “second-best” method of redistribution, given the political process (e.g., Becker (1983), Coate and Morris (1995), Grossman and Helpman (1996a), Rajan and Zingales (2000), and Persson and Tabellini (2000)). However, to the best of our knowledge, no one has looked at competition within interest groups—that is, at the interactions between constituents and the organizations that they form and the implications of these interactions for redistributive policies. In this paper, we argue that interest groups value and accumulate political capital to obtain subsidies in the long run, where political capital is defined as the stock of political influence an individual or group builds up through repeated investments (i.e., lobbying and campaign contributions) in particular policies or politicians.2 The behavior
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Stigler‟s view is reiterated in his final papers that are summarized by Friedland (2002).



Cohen and Noll (1991) provide a striking example of the effects of a stock of political capital in their discussion of the Clinch River Breeder Project. Appropriation for the project began in 1974. About two years later, it became clear that the project was a failure. Nonetheless, appropriations for it continued until 1984, in large part because of the accumulated political influence of districts that benefited from project funds. A more



2 of interest groups is governed by their constituents, who value more immediate political rents. For instance, U.S. airlines are often preoccupied with short-term profitability, whereas the interest group to which they belong, the Air Transport Association (ATA), is concerned not only with short-term industry profitability but also with accumulating influence over policymakers to ensure the future financial health of the industry. Interest groups make investments in political capital at the expense of immediate consumption, which does not necessarily raise the welfare of their more myopic constituents who exert control over them. The resulting agency problem leads certain constituencies to maintain and expand their preferential treatment by favoring inefficient redistributive policies. We then show that inefficiencies persist and grow as influential groups seek to maximize rents per member by limiting their size. Expanding on the previous example, the ATA limits its membership to the “principal U.S. airlines,” which does not include commuter carriers and general aviation. In the aftermath of September 11, the ATA lobbied the government to provide lump sum grants and low interest loans to the airline industry instead of taking a longer view and calling for more efficient policies such as reducing the airline ticket tax to reduce the marginal cost of flying and increase the demand for air travel. We conduct basic econometric tests and confirm that the model‟s assumptions and predictions are consistent with interest group behavior during recent decades; namely, greater political contributions by interest groups result in more inefficient recent example is a repository for nuclear waste that is being constructed in Yucca Mountain, Nevada in response to the entrenched interests of nuclear plants. Despite near unanimous, widespread predictions by the scientific community that it will be a technological, ecological, and financial failure, appropriations for the project continue to increase.



3 policies, and limits by interest groups on their membership exacerbate inefficiencies. In contrast to previous models, our model leads us to focus on barriers to intra-group competition. We therefore conclude that regulation of firm entry, licensing, membership fees, and the like may be a substantial impediment to efficient redistribution.



Formulation of the Model Citizens and firms with common policy goals are likely to increase their political power by forming interest groups. Constituents of an interest group and the interest groups themselves seek to influence the formation and enactment of public policies that increase their utility as measured by future consumption streams. Federal public policies are enacted by Congress and implemented by executive branch institutions such as regulatory agencies and cabinet-level departments. Feasible policy change is defined by the stability that institutions provide and by the long-run interaction of those institutions with interest groups. Interest groups target specific policymakers for subsidies and do not necessarily compete with each other in a zero-sum game, as evidenced by a plethora of bills, such as transportation and agriculture appropriations, and regulations, such as textile quotas, that subsidize well-defined interests at different times, in different intervals, and under different votes or executive orders. To the extent that interest groups do compete, their constituencies guide their actions. We develop a basic model of special interests that captures two important features of the political environment that have not been incorporated into previous models of special interest politics. First, we identify and analyze a potential agency problem that arises between interest groups and their constituents because they may have different



4 objectives. Second, we explicitly account for the fact that interest groups‟ repeated interactions with policymakers imply that their behavior reflects dynamic considerations. Interest groups (agents) position themselves to engage with policymakers and to pursue their objectives by leveraging influence into preferential treatment in the near term and the long run. Constituents (principals) exert control over their interest group by directing it to support policies aligned with their most immediate or individual objectives. For example, the AARP uses its financial resources to ensure both current and future access to politicians while its constituents collectively throw their political weight at the ballot box behind policies that benefit them in the near term. Agricultural groups and trade unions have long legacies of political activism and explicit goals of maintaining their favored status in the future while farmers and labor repeatedly direct their interests to pursue protectionist goals that yield immediate benefits. This departure from standard models of interest groups (e.g., Grossman and Helpman (1996b)) is analogous to models of firms that feature separation of ownership and control. Such models indicate that agents (managers) who control the firm may pursue objectives that are not always in the interest of the principals (stockholders) who own the firm. Our analytical goal is to provide the simplest formulation of interest group behavior that, among other things, accounts for the preceding phenomena. To this end, we model interest groups and their constituents separately, with distinct objectives, and we allow interest groups to accumulate political capital, or influence, over time. We abstract from other possible functions of interest groups discussed in the literature, such as actors in elections and disseminators of information, and from possible inter-group competition because they are not essential for our purpose.



5 We make the following assumptions to develop our model: ASSUMPTION 1: Agents (interest groups) maximize their instantaneous long-run utility given by the present value of their finite future stream of consumption up to period  .3 In particular, in period t, agents maximize
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where Cj is consumption in period j and  is an agent specific discount rate. Similarly, principals (constituents) support policies that maximize their utility given by
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where  is their distinct discount rate.



Discount rates reflect interest groups‟ and constituents‟ rate of time preference and attitude toward risk. As noted, interest groups tend to be more farsighted than the constituents that they represent because they seek to cultivate and maintain political access in the long run. Indeed, an interest group is likely to exist long after certain constituents have expired (e.g., firms that have gone out of business). As predicted by the Arrow-Lind (1970) theorem, interest groups are also likely to be less risk averse than the constituents they represent. The theorem states that if organization is desirable, full insurance is unavailable, and the transaction of benefits between members and the organization is costly, then it is appropriate to distinguish between private and common 3



de Figueiredo (2004) argues that a finite time horizon is appropriate for modeling political processes because policies have well-defined “windows” of opportunity. This is appropriate because institutional characteristics of the political system such as term limits, the electoral process, and shifts in the public‟s ideology create an environment where agents will be dealing with particular policymakers up to a particular point in time.



6 discount rates, treating the latter as lower because risk is shared among a larger group of agents. Applying the theorem to the case at hand, the proliferation of special interests suggests that the organization of individuals and firms into interest groups is desirable, insurance is not offered for political outcomes, and redistributing benefits entails costs. Accordingly, we make the following assumption:



ASSUMPTION 2: Constituents discount future consumption more heavily than interest groups who represent them discount future consumption. Formally,    . 4



Consumption levels are determined by agents‟ wealth and the economic rents that they obtain through the political process. We formally define consumption at time t as:



Ct  Yt  nt Rt  at   nt at ,



(3)



where Yt represents wealth, nt is the number of members in the agent‟s constituency, Rt is the net benefit (or loss) from subsidy (or taxation) per member which is a function of at, the net expenditure on political capital per member. Net expenditures include lobbying and campaign contributions.



ASSUMPTION 3: Agents‟ political capital, or influence, It, is a stock variable and does not completely depreciate over time. In particular, it is related to the total benefits received by the group by the following equation:



4



We could explicitly consider that uncertainty has different effects on interest groups and constituents by including a stochastic component to future period consumption (for instance, in the form of income flows), but this would not alter any of the implications of our model.



7



I t  nD( Rt )  I t 1 ,



(4)



where  is the rate of depreciation of influence, and the function D captures the transaction costs and other efficiency distortions associated with redistribution.



We summarize here a few important properties of the redistribution function D. When an agent is a net taxpayer (i.e., R0), D  R   R , D  1, and D  0 .5 Preference distortions and transaction costs cause the cost of providing a subsidy to exceed the subsidy itself, thus reversing the inequalities from those in the taxation function. If lump sum taxes (subsidies) are used and there are no transaction costs, then behavior is not distorted, i.e., D is the identity function, so the preceding properties hold with equality for taxpayers (subsidized agents). To obtain comparative statics, we assume that D is an invertible function, simply implying that any given level of influence generates a unique level of benefits. Finally, we analyze interest group behavior under different assumptions about the ability of an interest group to manage the size of its constituency.



ASSUMPTION 4: Interest group size, n, is fixed in the short run and variable in the long run.



5



This specification of influence and the redistribution function, D, follows from Becker (1983, 1985).



8 Short-Run Analysis In the short run, constituents provide guidelines to their interest group on the forms of redistribution to pursue: namely, those that generate the greatest utility given in equation (2). Interest groups of fixed size, n, take the method of redistribution as given and choose a level of political expenditure per member to maximize their utility given in equation (1). We do not explicitly model the process of converting political expenditures into benefits, but note the existence of diminishing marginal returns to political expenditures per member (i.e.,



 2 Rt  0 , otherwise interest group spending would at2



approach infinity, which clearly does not occur). We use a two-period model (i.e.,   2 ) to analyze the interaction between interest groups and their constituents with the timing of events as follows: Two different redistributive policies are under consideration, one of which is more efficient than the other. In period 1, constituents of the interest group direct it to pursue a redistributive policy that maximizes first period utility V1 . The interest group then chooses the level of expenditures per member, a1 , that maximizes its utility U1 . Similarly, in period 2, the interest group chooses a2 to maximize U 2 . Constituents take no action in this period because they have governed interest group policy in period 1. Without loss of generality, we set I 0  0 and   0 . This choice of  makes the algebra significantly more tractable but does not change our qualitative findings. We derive the equilibrium results of this interaction using backwards induction. In period 2, the problem faced by the interest group is



max C2  Y2  nR2  na2 , a2



9 given the influence accumulation equation (4). The first order condition for the optimal level of expenditures per member can be expressed either in terms of benefits or the influence function as



R2 1 I 2   1 .6 a2 nD  R2  a2 Thus interest groups will invest to the point that a marginal dollar of political expenditure per member, a, generates a marginal dollar of political benefits per member, R. Because the incentives of the interest group and its constituents are perfectly aligned in the final period, there is no agency problem. We now turn to period 1. Interest groups select the level of expenditures that maximizes U1 taking second period expenditures as fixed. Hence, the first order condition is



R1 R   2  1. a1 a1 Rewriting the first order condition in terms of influence yields  1   I1   1.     nD R nD R  a     1 2 1  



(5)



Note that in the contrast to the second period, an extra term appears because interest groups do not simply maximize instantaneous consumption but account for the effect of current period political capital (influence) on future benefits from the government. The
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To obtain the first equality, we note that D is invertible and for any monotonic, 1 differentiable, and invertible function f, f 1  x  f  f 1 x .
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term







nD  R2 



is nonzero because a positive  captures the relatively greater



farsightedness of interest groups compared with their constituents, and because a positive



 captures the durable nature of political influence. As noted, interest groups pursue policies as directed by their constituents. Thus the critical question is whether constituents would be better off if policies employed efficient methods of redistribution. We argue that they may not because such policies encourage interest groups to engage in behavior, namely investing in political influence, which may compromise constituents‟ near-term consumption. Such behavior would not be an option if interest groups could not accumulate influence. Consider two different redistributive policies that the government proposes: DE , an efficient policy, and DI , an inefficient policy. For subsidized groups, the efficient policy requires less influence to obtain a marginal dollar of subsidy, hence 1  DE  DI . The efficient policy will therefore encourage the interest group to increase its investments in influence because the “return” on political capital is likely to be greater. Examining equation (5), the first factor is larger for efficient policies, thus



I 1 must fall, implying a1



that political expenditures increase. Similarly, Becker and Mulligan (2003) argue that subsidies with lower marginal deadweight costs lead to greater pressure by subsidized groups and elevate overall government spending. By substituting away from immediate consumption towards influence that increases future consumption, constituents‟ first period utility, V1 , decreases. Hence, fully myopic constituents will direct their interest group to support inefficient policies to avoid



11 the loss in utility. Of course, very farsighted constituents will direct their interest group to support efficient policies, but as they increasingly discount the future, it becomes more likely that interest groups would be pressed to support inefficient policies. For taxpayers, the analysis proceeds in a similar manner. Now, DI  DE  1 , so efficient policy generates fewer investments in influence, interest groups substitute towards first period consumption, and taxed constituencies will in all likelihood direct their agents to pursue more efficient policies.7 We can distill the preceding argument in the following statement:



PROPOSITION 1: All else equal, subsidized interest groups will respond to improvements in redistributive efficiency by shifting away from consumption to expenditures on political influence while taxed constituents will shift towards consumption. In the process, interest groups with greater foresight than their constituents will favor increased investments in influence, which may leave their constituents worse off. Thus, interest groups, especially those composed of subsidized constituents, do not necessarily pursue efficient public policies.



Although we derived this proposition from a two period model of political influence because it is the simplest specification that retains the salient features of the political environment, we stress that the qualitative results easily generalize to a model of



7



Subsidized constituents are more likely than taxpayers to prefer inefficient policies because the interest groups they form place greater priority on political capital. That is, subsidized constituents could prefer inefficient to efficient polices because current consumption may fall if interest groups invest in influence in response to efficient policies.



12 political influence with finitely many periods.8 Specifying additional periods would enable interest groups to accumulate more political influence and to find it less costly to shift from consumption to expenditures on influence. Such behavior would harden their constituents‟ opposition to efficient policies because they prefer to reap the benefits of greater influence through additional consumption. We also conducted our two-period analysis under the simplifying assumption that agents are perfectly myopic and fully discount the future. Again, proposition 1 holds even if agents are forward looking, provided they abide by assumption 3 and discount the future more than interest groups discount the future. We provide an implicit econometric test of this assumption later. Finally, our model focuses on the behavior of interest groups who pursue benefits that are not likely to be affected by the existence of other interest groups (e.g., the size of agricultural subsidies is not affected by protection provided to steel workers, and quotas on steel imports are not likely to be affected by farmers who seek subsidies). Previous research has obtained conflicting results on whether interest group competition involving taxed and subsidized interests yields efficient policy outcomes. Becker (1983, 1985) initially concluded that it did, but Becker and Mulligan (2003) subsequently pointed out that taxpayers might prefer inefficient subsidies because an increasingly efficient system of redistribution would increase the resources that are available to subsidized constituents and encourage them to intensify their political pressure to obtain additional subsidies. In addition, Dixit, Grossman, and Helpman (1997) develop a model where interest groups 8



In fact, the qualitative results generalize to a model with infinitely many periods as well, although this is less obvious because we can no longer solve for equilibrium behavior by backwards induction.



13 compete for government subsidies, and argue that such competition could generate a political equilibrium with inefficient redistribution. We do not explicitly consider these effects, but simply note that the existence of interest group competition may actually exacerbate inefficiencies because the actions of competitors could introduce more uncertainty into particular interest groups‟ optimization problems. Relatively risk averse constituents may then become even more myopic and direct their interest groups to take stronger measures to pursue consumption at the expense of influence.



Long-Run Analysis In the long run, subsidized interest groups make additional investments in political influence to maintain and expand their subsidies while their group size (n) is no longer fixed and exogenous. As shown in equation (4), additional investments and greater membership expand a stock of influence. However, as pointed out by Olson (1965), membership growth is likely to be curtailed because of the “free rider” problem. That is, as groups expand, the cost per member of producing political pressure may actually increase because members assume other members will exert pressure on their behalf. In response, subsidized groups seek to maximize benefits per member by requiring some type of license, membership fee, and so on that limits their size. Membership of a subsidized group may also be restricted by laws that are supported by interest groups (e.g., states require doctors and lawyers to obtain a license to practice). What are the implications for the efficiency of public policy if we allow interest groups to adjust their size? Because the effect of membership on political influence is the relevant margin to consider and is completely determined by the interest group, we can



14 simplify our analysis to a representative period during which interest groups choose their membership levels and political expenditures. In any given period, the interest group‟s objective can be written as



max C  Y  nR  na , a ,n



where the time subscripts have been omitted. We obtain two first order conditions with respect to the control variables a and n . The former remains unchanged from the short run analysis and is reproduced as



R 1 I  1. a nD  R  a



(6)



The latter is obtained by differentiating the objective function with respect to group size, yielding
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Implicitly differentiating the influence accumulation equation (4), we note that



R 1  I I   I s    where I s denotes the stock of influence accrued to this   n nD  R   n n  point in time. Hence, we can express the first order condition as
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Finally, noting from the first order condition in (6) that



(7)



I  nD  R  , we substitute this a



result into equation (7) and obtain 1



I   I   R  a     D R   . n   a  



(8)



15 The left hand side of this equation gives the net subsidy (or gross tax) that the interest group obtains per member—that is, the difference between what the member receives from the political process and what the member pays for in political influence. The second factor on the right hand side has the intuitive interpretation of the influence generated by the average member, D  R  , minus the influence generated by the marginal 1



member,



I  I  , while the coefficient,   , captures the “dollar cost” of additional n  a 



influence. In other words, net benefits (or gross costs) per member are proportional to the difference between the average and marginal member‟s contribution to influence. Naturally, subsidized groups prefer a large difference and limit group size to ensure that the average member‟s contribution to influence is high. Taxed groups prefer a small difference because the value of the difference is negative; hence, they favor an increase in group size so that the marginal member‟s contribution to influence approaches the average member‟s contribution to influence. To put our finding a different way, the accumulation of influence over time manifests itself through a combination of increases in group size, n, and benefits per member, R (which are generated by political expenditures, a). If the average member contributes less influence than the marginal member (a gap which exists for a taxpaying group) then gains in influence, which are associated with closing this gap, will largely be due to increased membership instead of additional political expenditures. Conversely, if the average member contributes more influence than the marginal member (which we expect for a subsidized group) then gains in influence will largely be due to additional political expenditures instead of greater membership (because the “dollar cost” of



16 influence is relatively low). In sum, we have derived a behavioral response by interest groups to the well-known “free rider” problem:



PROPOSITION 2: Subsidized and taxpaying groups attribute growth in political capital both to direct investments in political influence and increases in membership. In the long run, taxed groups prefer to accrue influence by increasing group size, while subsidized groups obtain greater net benefits per member by increasing investments to accumulate influence and by restricting membership. Hence, in all likelihood, subsidized interest groups will be smaller than taxpayers.



This response to the free rider problem is similar to that found in Becker and Mulligan (2003), but it has important dynamic welfare implications that we pursue here. If an efficient and inefficient redistributive policy were under consideration, the interest group would, in the long run, strictly prefer the efficient policy.9 However, constituents of the interest group would be even less likely in the long run to support the efficient policy because the lower cost of influence would imply further long term substitution from consumption to expenditures on political influence—which, as indicated, reduces constituents‟ utility. The dynamic tendency of subsidized interest groups to increase and consolidate influence through investments and membership restrictions widens the gulf between principals‟ and agents‟ objectives. Hence, our conclusion that the agency problem leads to inefficient policies in the short run is likely to be more severe in the 9



The result follows from our short-run analysis, which found that an interest group would be strictly better off with more efficient redistribution if the value of n was fixed. By the envelope theorem, allowing interest groups to re-optimize by choosing a new n cannot decrease utility.



17 long run because interest groups are free to adjust their size. We can summarize this idea in the following proposition:



PROPOSITION 3: Subsidized interest groups‟ responses to free riding further promote less efficient redistribution polices over time.



In sum, we have shown that subsidized interest groups, as dictated by their constituents who seek to maximize near term consumption per member, will provide persistent support for inefficient policies through their expenditures on political influence and limits on membership. We now turn to the data to test the validity of our predictions of interest groups‟ behavior and the implication of this behavior for public policy.



Econometric Tests of the Model’s Predictions A fundamental premise of our theoretical model is that special interests benefit from their expenditures on political influence; that is,



dR  0 . Thus, before testing the da



main propositions, we verify that such investments result in policies that have a positive effect on subsidized interests. Little empirical evidence on this relationship exists in the economics and political science literature (Persson and Tavellini (2000), Ansolabehere, de Figueirdo, and Snyder (2003), and Mann (2003)).10 Given the limited data that are available, we take a crude
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Ansolabehere, de Figueirdo, and Snyder summarize studies that tend to find that campaign contributions have little effect on roll call votes. But it is difficult to characterize such votes as supporting or opposing policies that may benefit subsidized



18 approach here by defining policies that benefit subsidized interests as federal appropriations that “designate tax dollars for a specific purpose in circumvention of budget procedures”—referred to as pork-barrel spending by Citizens Against Government Waste.11 Comprehensive data on lobbying expenditures are unavailable, so expenditures on political influence only include campaign contributions. Both variables are measured at the federal level and we assume that our basic unit of observation is generated every two years in accordance with the federal election cycle. Campaign contributions could increase pork barrel spending because elected officials seek to raise money from a diverse set of interests, some of whom can be satisfied by earmarked legislation. Coefficient estimates of a regression of lagged political contributions on pork-barrel spending are presented in table 1. The first column reports ordinary least squares coefficients, while the second column reports coefficients from a second-order mixed autoregressive moving average regression (ARMA(2,2)).12 Consistent with our analysis, political contributions have a positive effect on pork-barrel spending in the subsequent budget, and the effect is statistically significant and robust to the alternative specifications. Turning to the main theoretical results, Proposition 1 indicates that an increase in redistributive efficiency will cause interest groups to exert greater political pressure by



groups. In addition, a major benefit of campaign contributions is they may prevent certain policies from ever being formulated and subjected to a vote. 11



Of course, there are federal expenditures in the budget that subsidize particular interests. We include only pork-barrel spending in this estimation because we wish to avoid any ambiguity about which expenditures subsidize interests. 12



We specify the model as a second-order process because consecutive elections— presidential and midterm—take on different importance. Extending the dependence to a third or fourth-order process did not significantly alter our findings.



19 shifting from consumption to investments in influence. We test this proposition by examining the effect of changes in the efficiency of the tax code on political contributions. As noted by Becker and Mulligan (2003), commonly used measures of redistributive efficiency are constructed from the flatness of the income tax structure. We employ three different measures of tax code efficiency: the Gini coefficient of the posttax income distribution (a larger Gini coefficient implies greater post-tax income inequality but presumably more efficient taxation), a measure we call Becker-Mulligan A, which is the ratio of more efficiently collected tax revenue to less efficiently collected tax revenue (e.g., the ratio of revenue from the payroll tax and revenue from other taxes that are less distorting than income taxes to total tax revenue), and a measure we call Becker-Mulligan B, which is the ratio of the effective average tax rate to the effective tax rate of the top decile (a larger ratio implies a flatter tax structure). As shown by the regression results presented in table 2, an increase in taxation efficiency causes interest groups to increase political contributions.13 Generally, the effect is statistically reliable and robust to alternative ways of measuring the efficiency of the tax code. As pointed out in the theoretical model, because interest groups‟ greater expenditures on influence in response to efficient policies may reduce constituents‟ current consumption, constituents tend to prefer inefficient policies. In this environment, we develop the idea in propositions 2 and 3 that inefficiencies associated with political



13



Due to limited observations, we estimated MA(2) coefficients (i.e., skipped an observation) in specifications (1) and (3) because it is more likely that errors will be correlated with previous errors of the same type of election, for example, presidential, than with errors of a different type of election. We were able to estimate MA(1) and MA(2) coefficients in specification (2). The inclusion of a time trend mitigates the necessity of including autoregressive terms and conserves degrees of freedom in estimation on such a small sample.



20 pressure by interest groups are exacerbated by their efforts to curb free riding. Specifically, proposition 2 states that while subsidized interest group membership increases over time, its growth is restricted in response to concerns with free riding. To verify this empirically, we examine a panel of twelve major subsidized interest groups and characterize their membership growth over time. We include casinos, commercial banks, computer and internet services, health professionals, insurance, labor, lawyers, oil and gas, pharmaceuticals and health products, securities and investments, telecommunications, and tobacco because they are well-organized, lobby extensively at the federal level for policies that are favorable to them, and exhibit membership that is well-defined and measured by the US Commerce Department‟s Bureau of Labor Statistics. Table 3 presents linear and quadratic projections of membership growth rates over time. In the first two columns, the linear growth rates clearly diminish, and the effect is statistically significant. But in the third and fourth columns, we observe an initial increase in growth rates, which is quickly overtaken by a larger, negative, quadratic term. All of the results persist when we include interest group specific fixed effects. By diminishing over time, the pattern of interest group growth rates is consistent with the second proposition. The pattern is also consistent with anecdotal evidence such as education unions restricting membership and extracting payments from nonmembers to punish free riding and industrial consolidation in agriculture effectively restricting free riding.14



14



The U.S. Supreme Court has affirmed the action taken by education unions in Lehnert v. Ferris Faculty Association (1991), citing “government‟s vital policy interest in labor peace and avoiding „free riders‟.” [500 U.S. 507,508] In agriculture, Cargill, the largest



21 Proposition 3 states that by restricting membership, interest groups tend to exacerbate redistributive inefficiency. We have already found that political (campaign) contributions result in greater pork-barrel spending, which increases redistributive inefficiency. Unfortunately, pork-barrel spending on specific groups is difficult to measure, but campaign contributions by specific interest groups have been compiled by the Center for Responsive Politics since 1990. Thus, we test proposition 3 by running a regression of campaign contributions on membership growth rates for the twelve interest groups noted above. Recall, the basic unit of observation is generated every two years in accordance with the federal election cycle. Estimation results for two specifications are reported in table 4. In both specifications we include interest group fixed effects, and in the second specification we include a dummy variable to identify years when a presidential election was held. We find that campaign contributions increase—thereby generating redistributive inefficiencies— as interest groups slow the growth of their membership and that the effect is statistically significant. It is important to point out that if interest groups were able to act solely on their preference for efficient policies, then it is unlikely that constituents would be able to govern their actions to exacerbate inefficiencies. Thus the results in table 4 constitute an implicit test of Assumption 2—constituents discount the future more than interest groups



grain producer in the United States, recently purchased the second leading producer, Continental Grain. In addition, the four largest meat packing firms now account for 80 percent of cattle slaughter and 70 percent of sheep slaughter.



22 discount the future—as well as circumstantial evidence that is consistent with the agency problem that underlies our model. 15 Turning to some specific policies, our findings are consistent with growing subsidies to an increasingly concentrated agriculture industry, which increases the welfare costs of inefficient redistribution, and with growing rents in law and medicine, which are created by a licensing requirement for practitioners in these professions and by the inefficient government policies that these professions support (Winston and Crandall (2007)).



Final Comments We have developed a theoretical model that shows subsidized interest groups contribute to inefficient policies by making investments in political influence and by limiting the size of their membership. We have also obtained crude empirical evidence that is consistent with these propositions. Our analysis indicates that the notion of incomplete contracts between constituents and their interest groups is an important feature of special interests politics that should be subject to further theoretical and empirical research.



15



As an additional test of Assumption 2, we allowed the effect of membership growth rates to vary by industry thus capturing the possibility that industries with more disparate constituencies and greater intrinsic risk —and hence greater differences between the constituents‟ discount rate  and the interest group‟s discount rate  —would have the largest negative relationships between membership growth rates and inefficiency. We found this to be the case for industries with large average beta coefficients (a standard measure of risk in the finance literature), such as computers and internet, telecommunications and securities and investments, but the differences across industries were not statistically significant at conventional levels perhaps due to the limited sample size. In any case, the coefficients themselves provide some additional support for the plausibility of Assumption 2.



23 There has been long standing interest in reforming federal campaign-finance law, in part to limit the influence of interest groups on public policy.16 Our analysis suggests that redistributive inefficiencies may also be reduced by policies that spur competition within interest groups. For example, by eliminating entry restrictions, deregulation improved efficiency and reduced rents to interest groups such as labor and certain firms that were protected from competition. In all likelihood, eliminating barriers, such as licensing and certification, to work in certain professions would also produce efficiency gains by reducing the average benefits per member from expenditures on political influence, which would make inefficient policies less attractive to represented constituents. To be sure, the mechanisms that have enabled interest groups to limit their size are often thought to provide benefits (e.g., licensing may improve the quality of services provided by practitioners). It may be appropriate to reevaluate the social desirability of these mechanisms in light of their negative effects on interest group behavior.
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Mann (2003) provides an overview of the Bipartisan Campaign Reform Act of 2002.
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Table 1. Political Contributions and Pork-Barrel Spending, 1952-2004 (Newey style robust standard errors are in parentheses below coefficient estimates). Dependent variable is amount of pork-barrel spending in the budget. a



Variable Lagged political contributions b



OLS 0.017 (0.004)



ARMA(2,2) 0.0013 (0.0006)



1



--



2



--



0.628 (0.154) 0.337 (0.156)



Autoregressive coefficients



Moving average coefficients



1



1.566 (0.094) -1.00 2 (0.001) Constant -3.57 2.30 (1.83) (2.31) Number of observations 26 26 2 R 0.37 0.71 a Data on pork-barrel spending are compiled by Citizens Against Government Waste. For each year since 1991 CAGW has combed through the discretionary portion of the federal budget, and taken the sum of the value of appropriations that “designate tax dollars for a specific purpose in circumvention of budgetary procedures.” We estimated values for pork-barrel spending prior to 1991 by extrapolating from the CAGW data and confirming these figures with our estimates of pork-barrel spending from the discretionary portion of the federal budget. The data are available at http://www.cagw.org/site/PageServer?pagename=reports_pigbook2004. b



--



Disclosure of contributions to federal candidates or parties was required by law beginning in 1979. To extend our data series, we assumed that total campaign expenditures are roughly equivalent to total political contributions. Disclosure of campaign costs for federal elections to the Federal Election Commission was required by law beginning in 1971. But political scientist Alexander Heard made estimates of the costs of presidential campaigns of 1960, 1964, and 1968, based upon research and interviews with campaign managers. Heard‟s estimates for the presidential campaigns during the 1960s and data reported to the FEC up though1996 are from John C. Green, ed., Financing the 1996 Election (Armonk, N.Y.: M. E. Sharpe, 1999), p. 19. Data reported to the FEC for the costs of presidential campaigns in 2000 and 2004 are from David B. Magleby et al., eds., Financing the 2004 Election (Washington, D.C.: Brookings Institution Press), p.71. Data for costs of congressional campaigns from 19722004 are from Magleby, p. 75. Values back to the 1950s were obtained by simple extrapolation of these data and were aligned with Heard‟s rough estimates for presidential campaigns during the 1950s.



Table 2. Redistributive Efficiency and Political Contributions (Newey style robust standard errors are in parentheses below coefficient estimates.) Dependent variable is ln(political contributions) (billions of dollars).a



Variable Gini coefficient of posttax incomeb,d Becker-Mulligan Ac,d Becker-Mulligan Bc,d



(1) 11.66 (3.02) ---



(2) --



(3) --



4.42 (0.35) --



-33.18 (19.36)



Moving average coefficients



1



--



2



1.00 (0.03) -0.02 (0.04) 1.76 (2.61) 12 19802002



Time trend Constant Number of observations Years in sample a



-1.99 (1.42) 1.00 (0.005) 0.04 (0.002) 2.39 (0.26) 22 19642004



-1.00 (0.01) 0.08 (0.03) 4.35 (0.64) 13 19802004



See the note to table 1 for data on political contributions.



b



We use post-tax Gini coefficients for households, provided by the Bureau of the Census, available at http://www.census.gov/hhes/www/income/histinc/rdi5.html. c



Becker and Mulligan (2003) develop alternative measures of redistributive efficiency. The first measure, which we call Becker-Mulligan A, is given by: (social security tax revenue + payroll tax revenue +sales tax revenue)/(total tax revenue). The historical tax revenue data come from the Congressional Budget office. One place to find them is in “The Budget and Economic Outlook: Fiscal Years 2007 to 2016,” p. 142, available at http://www.cbo.gov/ftpdocs/70xx/doc7027/01-26-BudgetOutlook.pdf. The second measure, which we call Becker-Mulligan B, is given by (effective average tax rate/effective tax rate of top decile). d



The measures of tax efficiency are lagged one period.



Table 3. Interest Group Growth, 1990-2006. (Robust standard errors by industry cluster are in parentheses below coefficient estimates.) Dependent variable is interest group growth rate. a



Variable Year b Year2 b Group fixed effects Constant Number of observations R2



(1) -0.003 (0.001) --



(2) -0.003 (0.001) --



No 0.035 (0.014) 180 0.03



Yes -0.014 (0.015) 180 0.32



a



(3) 0.005 (0.004) -0.0004 (0.0002) No 0.010 (0.022) 180 0.04



(4) 0.005 (0.004) -0.0004 (0.0002) Yes 0.039 (0.021) 180 0.33



We measure interest group size with industry employment data from the Bureau of Labor Statistics‟ Current Employment Statistics surveys. b



1990 has been rescaled to 1, 1991 to 2, etc.



Table 4. Political Contributions and Interest Group Size, 1990-2006. (Robust standard errors by industry cluster are in parentheses below coefficient estimates.) Dependent variable is political contributions in millions of dollars. a



Variable Membership growth rate b Presidential election dummy Interest group fixed effects Constant Number of observations R2



(1) -20.6 (9.92) -Yes 6.93 (0.23) 84 0.69



(2) -19.2 (11.1) 8.16 (3.96) Yes 2.30 (2.31) 84 0.71



a



Political contributions data by “interest group,” which are aligned with the occupational categories in the Bureau of Labor Statistics data noted in table 3, are compiled by the Center for Responsive Politics. The data originate from legally-required reports filed with the Federal Elections Commission. The data are available at http://www.opensecrets.org/industries/index.asp. b



See the note to table 3 for data on interest group size.
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