Public Choice – Economic Rents, and Rent Seeking
Gordon Tullock and Economic Rent Seeking
Example 1:  The Indian Beggar Example


The transfer of Resources from one to another


The destruction of Real Resources to create that Transfer

The “Healthy Beggar”

Donor, -100 baht

Beggar, +100 baht

The “Crippled Beggar”

Donor, -500 baht

Beggar, +500 baht, - leg (value to beggar, < 400 baht)

Society on net has lost one leg……

Or, society has gained, since both of us voluntarily engage in the transaction….

The example of two beggars, with swords….

Example 2:  D.I.V.O.R.C.E.

The wealthy man and his stay-at-home wife.
Example 3:  A real world example; The Taxi Medallion

NYC after the end of WW II – and the 1932 medallions

The housing shortage, the return of veterans – housing prices rising

The Taxi shortage, and the influx of new drivers (elastic supply) 

Situation:  Inelastic (but growing) Demand; elastic supply


Stagnant wages, rising housing prices….

Question:  How to preserve the income of Taxi Drivers?

Solution 1:  Price Controls…..


A price floor on taxi fares



Industry earnings, vs. individual earnings.



Overproduction and surpluses when price controls are created




New entrants into the market, attracted by higher wages
Solution 2:  Unionization……


Form a taxi-driver union – all drivers must be part of a “guild” (profs, Lawyers)



How to form, and enforce, such a guild given a low skill job?



The problem of cheating, “non-unionized” taxi-drivers




Thailand and taxi-fleets

Solution 3:  Monopoly

In order to increase prices, supply has to be limited
Medallions (originally, $50)
A NYC Taxi Medallion is a license that you affix to your taxi, showing that the taxi can legally pick up and drop off passengers in NYC.  Physically, it is a ten inch or so disk, welded onto the taxi (check still attached)….., they could be traded on secondary markets.

It serves the effect of creating MONOPOLY RENTS in NYC Taxis

Quick review of Monopoly


A monopolist can increase revenue, and decrease cost (thus increasing profits) by supplying the market with less of a good than is socially optimal.


By restricting supply, price goes up.



Under what conditions can a monopolist operate?


Natural Monopoly (very low MC)

Predatory Monopoly (game theory Barrier to Entry)

Cartels (collusion among all producers – no new entrants)
Graph of Monopolists

Note the Deadweight loss (gains from trade that are never made)


And the transfers….(consumer surplus transferred to producers)

Dissipating the transfer…..


Three ways of dissipating it –



The effort of the potential recipient



The effort of the potential granter



Third party distortions

· By other government bodies

· By others looking to “purchase” the rents

· By others who engage in different activities

Example:  Cell Phone Services


A legitimate market activity?  Is bandwidth limited?


Towers, interconnectivity, regulating the monopoly, etc.


How to sell licenses?



The recipient will attempt to maximize their chances




Through what means?





(the west Virginia example….)




Outright bribery is rare, but mostly a transfer



The granter will attempt to maximize “public welfare”




What is public welfare?




Above board activities – lobbying, research, etc.




Below table activities – bribes, etc.




Wasteful activities, getting the position….



Third parties will react




TOT – wants to run cell phones itself





But that would cannibalize its core business




Other providers, want in on the action….





The larger the monopoly rent, the more “entry”




A modified auction – where every bid is accepted




And the rest of the market reacts as well….

Some issues:

“Efficient” rent seeking


Government granted monopolies that desire efficiency



The old monarchial models…


The efficient transfer scheme… 



Social Security in the U.S.

    If you are directly redistributing money, you want it done efficiently


The Auction Mechanism



Rent-Seekers must compete with one another



Bamoul – negative entrepreneurship




What happens to society, when entrepreneurs rent-seek?





Tobacco Litigation in the U.S.


Are Rent-Seekers risk adverse, risk neutral, or risk takers?


How stable are Government monopolies 



An honest politician – one who stays bought

Some empirics about Rent Seeking


Early estimates for India and Turkey



7%, and 15%, of economic activity, respectively



Seriously large numbers….



The effects of international trade, and the problem of protectionism..




The “measurable” costs of protectionism – actually low





Protectionism as a proxy for bad policy





Or the hidden costs of rent-seeking?


Why it is so hard to measure rent seeking

Recall chapter 2:  even when govt. provides public goods, there are distributional consequences…

Back to taxis:

Graph of the NYC taxi market after Taxi-Medallions were added.


A less elastic supply curve, which became progressively less elastic (more inelastic) over time



Some elasticity remained – you could drive existing cars longer…

But over time, demand kept shifting out


And the price of Taxi medallions rose

Taxi Medallions as a source of economic rents


They create a barrier to entry in the NYC taxi market


What taxi drivers could never do themselves, the government does for them.

The problem of Transitional Gains


How to reform the system



Abolish the medallions (or issue more of them)



Re-purchase the medallions


But how to deal with the loss of high paying jobs?



Medallions and Florida…

Rent Seeking

How did this system come into being?


The destruction of economic resources, to enact a transfer
The Harbinger Triangle Debate:


Calculating the loss from monopoly

A model of Competitive Rent Seeking….
Rent Seeking Model – Competing for government created rents….

U = Y (utility is measured in monetary units, so utility is equal to income)

I = Amount invested in “capturing” rents

n = number of rent seekers

assume that all potential players face symmetric costs and opportunities, they are all risk-neutral, and there is free entry into the game…..

E(Y) = 1/n(Y – I + R) + ((n-1)/n)(Y - I) = Y

In the above, expected gains from the rent (your probability of winning times costs of playing plus benefits of winning --- less the costs of playing and not winning) are equal to expected gains from not participating.  If your gains from participating could be greater, you would join the game….. 

(Y – I + R) + (n – 1)(Y – I) = nY

This leads to …. R = nI 

And thus, all rents are dissipated……

What if we relax the assumptions?

If we assume rent seekers are risk seekers or risk adverse?


If they are risk takers, they will value R above potential losses; More rent will dissipate


If they are risk adverse, they will value R less then the potential looses, they will dissipater less of the rent….

Logically, the smaller the rent relative to asset of the rent-seeker, the more likely the rent seeker is to compete, even when he/she is risk adverse.

If we assume that there is no free entry and exit?

The rents dissipated are smaller, the more rigged the game is, the less likely others are to compete for the rents, and thus the less the winner needs to invest to win

If we assume that the chance of gaining the rents is a function of I?  

Then the game usually has no fixed strategy – multiple equilibria exist.  

Example II:  Regulating the natural Monopoly

Assume a vote maximizing politician

V = Votes received, a function of….

Both the regulated Utility R, and consumers who loose utility as the price rises C

V = V(UR, UC) where dV/dUR > 0 and dV/dUC  > 0

Assume utilities for both the regulator (the bureaucrat(s) who actually regulate the utility, and consumers have linear utility, R and L

UR = R,    and UC = K – R – L    where K is an arbitrary constant….

The vote maximizing politician wants to set Price (P) such that he maximizes votes

Or

Some Implications:

The cost of organizing producers and consumers is not symmetric – the cost of organizing one producer is much less than of all consumers.  Over some range, then dV/dUR will exceed dV/dUC    (application – free trade) 

Note though, we will not end at the Rent maximizing point:  where dR/dP = 0

The two right hand terms lead to an intermediate solution

This implies that oligopolistic industries are not attractive to regulate, since they are already at the intermediate price between the purely competitive price and the monopolistic price.  (application – the phone company, airlines, trucking and agriculture)
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