

  A Primer on Modern Themes in Free Market Economics and Policy

  Second Edition

  John M. Cobin

  Alertness Books



A Primer on Modern Themes in Free Market Economics and Policy
	A Primer on Modern Themes in Free Market Economics and Policy	The in­tellectual pyramid of society is composed of:
	The two fundamental ideas of public choice are:
	So if there is pair wise voting, then


	Public choice analysis of monopoly and antitrust
	The theory of rent seeking
	Rent seeking’s effect in economic development and social cost
	Some evidence of rent seeking
	Voting and vote seeking
	Policy-relevant research: A note for graduate students	Table 8.1 The two-pronged critique of regulation
	General critique of regulation and planning:
	if planners are like angels, or are nearly altruists with hearts of gold and publicly-spirited or good intentions, they will still fail to plan correctly or efficiently on account of the knowledge problem, but 
	if planners are not like angels, but serve their own self interests (rather than mainly the public interest) like the rest of humanity, they will fail to plan correctly or efficiently on account of public choice problems.
	The individuals who most influence society are:
	A “rent seeking society” may be defined as:
	The development of money
	Public goods 	Table 12.2 Definition of public goods
	The four alleged types of market failure are:
	Three crucial elements in the analysis of a public policy:
	Table 13.1 Definition of the “Coase Theorem“
	The Coase Theorem says:
	“Given free bargaining and low transactions costs, voluntary actions of individuals in the market will allocate property rights to their most highly valued and efficient use. Both parties in a dispute over property rights have an incentive to move to this position. Such allocation occurs automatically without regard to how property rights are initially or legally assigned. Judicial action to allocate them generates a superfluous social cost and is itself a negative externality.” 
	or
	“When transactions costs are very low, the efficient solution occurs from free and private bargaining, regardless of how property rights are legally assigned by a court. Under such circumstances, judges cannot expect to alleviate any market failure better than the market itself, which will allocate resources to their most highly valued and efficient use.”




	Example of the Coase Theorem	The Coase Theorem and efficiency economics
	Socially adverse rulings pertaining to contracts
	Socially adverse rulings pertaining to tort
	Should the state control or define property rights?
	Allodial policy for real property rights	Transactions costs in relation to property
	Table 15.1 Advantages of allodial policy







  
    	
      Title Page
    

    	
      Table of Contents
    

  




A Primer on Modern Themes in Free Market Economics and Policy

A Primer on Modern Themes in Free Market Economics and Policy

Second Edition


JOHN M. COBIN, PhD

Alertness Books


Copyright  John M. Cobin 1999, 2009

All rights reserved. No part of this publication may be reproduced, stored in a retrieval system, or transmitted in any form or by any means, electronic, mechanical, photocopying, recording or otherwise without the prior permission of the author.

First edition 1999

Second edition 2009

Published by

Alertness Books

Greenville, SC and Jeffersonville, IN

www.alertnessbooks.com

Registration of intellectual property completed in Santiago, Chile

Registration number: 181553 (July 1, 2009)

Publisher’s Cataloging-in-Publication Data

Cobin John M., 1963-

A Primer on Modern Themes in Free Market Economics and Policy / second edition / by John M. Cobin

Includes bibliographical references and index.

ISBN 0-9725418-2-9

1. Social Choice. 2. Rent (economic theory). 3. Public interest—United States. 4. Antitrust law—Economic aspects—United States. 5. Economic policy. 6. Public choice. 7. Property. 8. Law and economics. 9. Austrian School of economics. 10. Land tenure—Law and legislation—United States. 11. Right of property—United States. 12. United States Constitutional law—Economic liberties. 13. Welfare economics. I. Title II. Cobin, John M.

HB98.C63 2009

330.15´7—dc20

July 24, 2009

174,490 words

A Spanish translation is also available from Universidad Andrés Bello, Facultad de Economía y Negocios, Fernández Concha 700, Las Condes, Santiago, Chile: Políticas Públicas: Tópicos Modernos de la Economía de Mercado para el Bienestar Social ($37 plus $20 shipping).

“The essence of Government is power; and power, lodged as it must be in hu­man hands, will ever be liable to abuse.”
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— Thomas Jefferson
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— Thomas Sowell
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— Simon Bolivar
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— P.J. O’Rourke
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— Ronald Reagan
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Preface

Free market economics has made many advances during the past thirty years. These advances are due to the maturing of public choice theory and empirical studies, along with a resurgence of interest in Austrian economic themes like free banking, market process entrepreneurship, and the cri­tique of socialism and interventionism. In addition, new avenues have opened in law and economics and regulatory studies which favor free market ideas.

The purpose of this book is to introduce and summarize some of the important advances in contemporary free mar­ket economics and policy. It is written as a document to be translated, primarily for my Chilean and Latin American students who do not read well in English, but who would like to read about free market ideas from the original sources. For that reason, the English version seems a bit rough at points. And my academic colleagues will notice the oddity of having so many long quotations in the text. Having these quotations makes sense once one understands that the main purpose of the book is to provide access to translations of original sources for non-English speakers.

But the English version should nonetheless prove useful for students in ad hoc seminars, such as the ones I regularly conduct in Europe, Belgrade and Prague in particular, just as it would for students in classic liberal summer programs such as those offered by the Institute for Humane Studies in Fairfax, Virginia, etc. Accordingly, many free market thinkers have been cited which will help acquaint the reader with many key contributors and their contributions. The book is designed for a variety of uses:


	as a textbook in an upper-division or graduate economics elective course,


	as a textbook in an economics-based social science elective for advanced undergraduates in political science, public administration, legal studies, or public policy,


	for academics, free market advocates, policy analysts, or serious intellectual readers (with some knowledge of economics or political science) who want to gain a broad understanding of free market motifs,


	as a textbook to facilitate discussion in an MBA or law school elective course in regulation, and


	in some cases, the text could be the basis for an upper-division required trampoline course in economics or business programs, especially in universities which offer electives in public choice, Austrian economics, law and economics, regulation, and public policy.




In the latter case, a course following this book would serve as a springboard to more in-depth studies, especially when the general focus is on regulation and policy. The book is purposefully eclectic, in that it does not favor any single branch of free market theory. There are five public choice chapters (1, 2, 3, 4 and 6), five Austrian economics chapters (7, 8, 9, 10, and 11), three chapters on public pol­icy themes (5, 12, and 15), and two chapters on law and economics (13 and 14).

There are many long quotations in some parts of the book so that students (or even a casual reader) may have some direct exposure to the theorists behind the ideas. This format should prove to be an effective teaching device, and hopefully encourage classroom discussion of the statements by the various free market theorists. Indeed, the quotations should be exploited for their full pedagogical value given that they will likely represent the lion’s share of many stu­dents’ direct exposure to key free market theorists—especially for student whose first language is not English. As an additional exercise, I typically require students to memorize the definitions of rent seeking, free banking, public goods, and the Coase Theorem because I think they will be useful during other courses and their academic and professional careers. I also require students to write a paper on environmental policy, using the sources brought up in chapter six as a basis, and applying their knowledge of public choice, Austrian economics, and law and economics theory.

When I teach a semester-long course covering all the topics in the text, I follow this arrangement of the material.








	Chapter

	Number of 90 minute classes



	1
	2



	2
	1½



	3
	2½



	4
	2



	5
	1½



	6
	1½



	7
	1



	8
	2



	9
	1½



	10
	1½



	11
	2



	12
	2



	13
	2



	14
	3



	15
	2





Given this system, the weights for each area of analysis are (roughly):








	Public choice
	34%





	Austrian economics
	29%



	Law and economics
	18%



	Public policy
	19%





However, there is always considerable overlap between the topics and students will usually spend more time studying outside class for the relatively copious law and economics and public policy portions.

My course also requires some outside readings, including (1) selections from newspapers and magazines which report relevant cases that can be applied to the class, I have used for example: Hillary E. MacGregor (1997), “City Process for Granting Permits Due for Overhaul Development: Many Say Win­ning the Right to Build Houses in Ventura Is Based On Politics and Deal-Making Rather than Good Planning,” Los Angeles Times, Ventura County Edition, Tuesday, January 21, p. B1 (Metro), (2) Highly recommended: William H. McNeill (1976), Plagues and Peoples, Doubleday (Anchor Books): New York, pp. 1-13, 33, 40, 48, 56, 59-68, 75-76, 164-165, 196, 206-207, 216, 256-257, (3) Ludwig von Mises (1996/1949), Human Action: A Treatise on Eco­nomics, Fourth Revised Edition, The Foundation for Eco­nomic Education: Irvington-on-Hudson, New York, (4) George Selgin (1990), “Short-Changed in Chile: The Truth about Free-Banking Episode,” Austrian Economics News­letter, Winter/Spring, pp. 5-7, (5) Fred Foldvary (1994), Public Goods and Private Communities: The Market Pro­vision of Social Services, Edward Elgar Publishing Co. [The Locke Institute]: Brookfield, Vermont, chapters 1 and 2, (6) Randall Holcombe (1997), “A Theory of the Theory of Public Goods,” Review of Austrian Economics, vol. 10, no. 1, January, pp. 1-22, (7) Robert Cooter and Thomas Ulen (1997), Law and Economics, second edition, Reading, Mass.: Addison-Wesley, chapters 1, 3 and 4, (8) John Robson and Owen Lippert, “Introduction: Law and Mar­kets,” chapter 1 in John Robson and Owen Lippert, eds., Law and Markets: Is Canada Inheriting America’s Litigious Legacy?, Vancouver, B.C.: The Fraser Institute, 1998, pp. 3-10, and (9) any other material I find of interest.

1 Ideas and interest groups in public choice economics and public policy

What is public choice economics?

Consider a market negotiation, including a political decision which has economic implications, between a buyer and a seller. When a deal is concluded, there is manifested an agreed upon choice for person 1 and person 2. However, when this choice also affects person 3, or persons 4, 5, 6, 7…x, then the choice is said to be a public choice.

Public policy generally involves public choices. Politi-cians, bureaucrats, judges, lobbyists, special interest groups, and similar political actors make choices and deals, compromises and arrangements. These arrangements are distilled into legislations, rulings, and executive orders which allocate scarce resources, imposing costs on certain people and conferring benefits on others. In general, all of these choices are public choices. And public choice economics seeks to study choice and maximizing behavior found within the political process. As a concept, public choice has been absorbed into the mainstream of economic thought to some extent. But it is still considered by many to be a bit of an outcast on account of its perceived nexus with classic liberalism. Nevertheless, its logic and conclusions are both simple and powerful, and can hardly be ignored.

The hard-wrought influence of free market ideas

Never underestimate the power of ideas. An idea despised in one generation can rule the world in subsequent generations. Marxism is a good example. There has been no one since Jesus Christ and the Apostles who have had more influence on the world than Karl Marx. Even Mohammad, Einstein, Jefferson, Luther, Calvin, Beethoven, Ford and Gates have failed to penetrate every corner of the world as Marxism has done. Obviously, Marxism was embellished and spread considerably by future generations of Marxian thinkers and activists such that the twentieth century and current versions are considerably different than from what Marx himself taught.

Yet Marx was basically derided and despised in his day. He was a Jew who disdained Jews. He was an odd-looking, bushy-bearded German academic who lived off of the kindness his comrade Friedrich Engels’ wealthy father in London. Who would have thought in the late nineteenth century that such a man would engender disciples that would so dramatically impact the world? And yet his ideas did influence the world. Marxian doctrine applied to twentieth century public policy resulted in the deaths of some 272 million non-combatants and the greatest destruction of the environment and private property ever known to man. Thus, one should never underestimate the power of an idea, no matter how absurd or ludicrous it may appear.

Public choice economics, along with Austrian economics, tend to be aligned with classic liberalism: small government and free markets. While their influence continues to grow, the ideas generated in these schools still tend to be disdained or ignored by mainstream neoclassical economists and policymakers. There have been several Nobel Laureates in economics from these research programs in the last 40 years: Friedrich von Hayek (1973), James Buchanan (1986), and Vernon Smith (2002). These achievements have made it harder to ignore free market theories from public choice and Austrian economics. They also add to the strong University of Chicago derived line up of Nobel laureates, whose methodology is neoclassical but whose policy conclusions tend to be similar: Milton Friedman (1976), George Stigler (1982), Robert Solow (1987), Ronald Coase (1991), Gary Becker (1992), Robert Fogel (1993), and Robert Lucas (1995). Then there is a notable line up of influential free market thinkers who did not receive a Nobel Prize, such as Ludwig von Mises, Murray Rothbard, Israel Kirzner, Gordon Tullock, Armen Alchian, Paul Heyne, Julian Simon, and many others. Obviously free market economists are not monolithic in their thought and there is often considerable, healthy disagreement between them.

Free market thought has several branches, each with dis­tinctive methodologies and research programs. Public choice has perhaps the widest appeal, given the dissemination of ideas through the University of Chicago and George Mason University in Fairfax, Virginia, that have led to the genera­tion of interest in other major research universities, such as University of California at Los Angeles, Rochester, Minnesota, Washington University, University of California at Santa Barbara, and numerous liberal arts colleges. Law and economics has likewise enjoyed a growing appre­ciation in the academy, having a particularly free market thrust in recent years, which has also impacted regulation studies. Moreover, there has been a revitalization of “Aus­trian” economics (named for the nationality of the school’s founder and chief proponents). There are now Austrian economics programs at New York University and George Mason University, plus leading Austrian thinkers at Auburn University, the University of Georgia, University of Missouri, and Florida State University, in addition to numerous liberal arts colleges and smaller schools like Pace University, Grove City College, Hillsdale College, Universidad Francisco Marroquín in Guatemala, Universidad San Pablo in Guatemala, and Universidad Andrés Bello in Santiago, Chile.

Thus, there has been growing interest in these free mar­ket perspectives. Despite the resistance encountered by free market factions from the neoclassical mainstream, the potency of their ideas has made it impossible to ignore them. Indeed, a growing number of their ideas have been and continue to be incorporated into the mainstream of economic thought. However, they have not always been welcomed with open arms. Despite the fact that several members from these tradi­tions won Nobel prizes during the 1970s and 1980s, those thinkers hardly enjoyed widespread repute during those decades. Nevertheless, winning Nobel prizes requires considerable scholarship. And there are a number of other widely-respected economists with substantial publication records in these schools, including Ludwig von Mises, Israel Kirzner, Murray Rothbard, Charles Rowley, Richard Wagner, Robert Tollison, Larry White, Jack High, George Selgin, Roger Garrison, and Gordon Tullock. Yet it is not always easy to be a leader of a new idea. Con­sider Buchanan’s frustration in a statement cited by Peter Boettke.


If I am not an economist, what am I? An outdated freak, whose functional role in the general scheme of things has passed into history? Perhaps I should accept such an as­sessment, retire gracefully, and, with alcoholic breath, hoe my cabbages? Perhaps I could do so if the modern technicians had indeed produced “better” economic mousetraps. Instead of evidence of progress, however, I see a continuing erosion of the intellectual (and social) capital that was accumulated by “political economy” in its finest hours (Buchanan 1979, p. 279).



Boettke discusses the fate of such “brave individuals who buck the intellectual trends of their time” (Boettke 1997, p. 1). They pursue truth usually at great professional cost, although their contributions are often admired eventu­ally. Indeed, perhaps the ideas contained in this book will finally achieve the full recognition they deserve in public policy and the academy—in both North and South America, as well as the rest of the world. Boettke has a favorite tale by which he warns economists and other scholars not to ig­nore public choice ideas.


There is an ancient legend that has it that a Roman Em­peror was asked to judge a singing contest between two participants. On hearing the first contestant, the Emperor simply gave the prize to the second under the assumption that the second could be no worse than the first. Of course, the Emperor’s assumption could in fact be wrong. The second singer could have indeed been worse. The theory of market failure as developed in the 1950s committed the same mistake as the Emperor. Demonstrating that the market economy failed to live up to the ideas of a general competitive equilibrium was one thing, but to gleefully assert that public provision could costlessly correct the failure was quite another matter (Boettke 1997, p. 9-10).



Nevertheless, the worldwide Financial Crisis beginning in 2009 brought yet another attempt at using government policy to correct a perceived market failure. People’s faith in the state is striking, in spite of the fact that the state has so often failed to further the so-called “public interest.” Public choice attempts to explain why public policies often fail to yield the expected outcome of their designers, or why such policies were never really intended to further the public interest at all but rather some private interest.

The public choice insight of Buchanan and Tullock must be credited for changing the focus on market failure. Public choice applies economic theory to collective action, pri­marily government and public policy. That is because public choices are made when one person’s decision is also a decision for an­other person. Moreover, public choice theory suggests that people are self-interested in all choices, including public choices. Ac­cordingly, Boettke’s tale reminds us about the basic sym­metry between politics and the market, and the importance of letting both sides tell their story.

Public choice theory (and other free market theories) needs to be heard. Moreover, ideas are not without consequences—they can have a significant impact in directing the course of a field of study like economics, public policy, history, or political science. Watching the gradual advances of public choice theory manifests the paramount importance of ideas.1

The influence of ideas in academia, politics, and society

In his paper, “Economic Education and Social Change,” Boettke argues that ideas still reign. He describes an “in­tellectual pyramid of society,” in which scholars produce ideas that are distributed by policy think tanks and teachers, which are in turn passed on to the government, media, stu­dents, and businesses. Boettke’s sentiment parallels that of the famous Austrian economist Ludwig von Mises, who said that most people do not have their own ideas but parrot them from others.


Most people are common men. They do not have thoughts of their own; they are only receptive. They do not create new ideas; they repeat what they have heard and imitate what they have seen. If the world were peo­pled only by such as these, there would not be any change and any history. What produces change [are] new ideas and actions guided by them. What distinguishes one group from another is the effect of such innovations. These innovations are not accomplished by a group mind; they are always the achievements of individuals. What makes the American people different from any other people is the joint effect produced by the thoughts and actions of innumerable uncommon Americans (Mises 1969/1957, pp. 191-192).



Building on Mises, Boettke suggests that while scholars are often an under-appreciated class of producers (which is especially true in places like Latin America and Africa), their contribution is the most significant of any other seg­ment of the pyramid. Certainly both the producers and dis­tributors of ideas are necessary, and Boettke is arguing for recognition of the integrated capital structure of ideas more than the relative importance of each branch. However, like the goose and the golden eggs, there is a cardinal value dif­ference in some sense between the relatively scarce produc­ers of ideas and the multitude of more easily replaced dis­tributors of ideas. This fact holds true in spite of the exis­tence of extraordinary distributors (creating some cardinal value distinction between them as well). And the public, which relies almost exclusively on the ideas they hear from the media, receives ideas perhaps without realizing that they ultimately come from the academy (Boettke 1992, pp. 64-65). Correspondingly, Boettke cites Keynes’s famous statement about the power of ideas.


The ideas of economists and political philosophers, both when they are right and when they are wrong, are more powerful than is commonly understood. Indeed, the world is ruled by little else. Practical men, who believe themselves to be quite exempt from any intellectual in­fluences, are usually the slaves of some defunct econo­mist. Madmen in authority, who hear voices in the air, are distilling their frenzy from some academic scribbler of a few years back. I am sure that the power of vested interests is vastly exaggerated compared with the grad­ual encroachment of ideas [emphasis added by Boettke] (Boettke 1992, p. 66—quotation from Keynes, The Gen­eral Theory, p. 383).



This statement serves as an excellent prologue for public choice theory, and interest group theory in particular, as we begin to consider just how powerful special interest groups (SIGs) can be. Is the power of SIGs paramount, even exceeding the power of ideas and those who generate them? Does SIG influence exceed the influence of the entrepreneur? According to Keynes and Boettke, interest groups are ultimately driven by ideas. It is as if a voice from the past is continually reminding the progenitors of interest groups about the ideology that drives them. Thus, it may seem that ideas are dwarfed by special interests but in reality ideas still reign.




Table 1.1 In­tellectual Pyramid of Society







1. Boettke is a leader in a younger generation of scholars and an archetype of the eclectic free market thinker. He re­ceived his graduate training at George Mason University under his mentors Buchanan and some Austrian econo­mists. While Boettke is a distinctively Austrian theorist in terms of methodology, he also has a substantial apprecia­tion for public choice and other free market spheres. Thus, Boettke’s work is a good starting point for a compendium of free market themes like this book.





The in­tellectual pyramid of society is composed of: 


	Generators of ideas (scarce).




↓


	Distributors of ideas.




↓


	The masses: “common men,” “practical men.”




Ideas vs. special interests

An extreme application of public choice economics would conclude the victory of special interests over ideas, such that SIGs now rule the world. As Boettke summarizes:


Politicians are vote seekers and most voters are rationally ignorant of the vast majority of issues concentrating in­stead on those that are of special interest to them…the logic of the political process is to concentrate benefits on well-informed and well-organized interest groups, and to disperse the costs among the ill-informed and unorganized mass of voters (Boettke 1992, p. 67).



Indeed, this insight is a key implication of public choice theory. However, Boettke contends that this insight does not negate the preeminent role of ideas. Alternatively, Boettke shows that ideas produce a “climate of opinion” wherein policy activists and interest groups make decisions. Academics also retain an important role in developing appropriate rules to organize society, as well as explaining human behavior.

Boettke contends that free market ideas like public choice and constitutional economics have enjoyed considerable success in recent years, especially since the fall of the Soviet Union in 1989 and the vindication of the Austrian School. Public choice theorists have found strong empirical support for public choice theory in Western democracies too. Boettke notes that, “In many ways, free market ideas are now an acceptable part of intellectual conversation (Boettke 1992, p. 70).”

Nevertheless, special interest pressures still serve to stall reform movements and the dissemination of ideas. Boettke isolates the problem succinctly.


“The main objective of praxeology and economics,” Ludwig von Mises wrote, “is to substitute consistent cor­rect ideologies for the contradictory tenets of popular eclecticism.” But such a substitution does not occur just by winning the battle of ideas. Ideas are intertwined with interests, and for the substitution of correct ideologies for false beliefs, ideas must not only be developed but must be utilized to reconstruct the basic rules of social inter­action when opportunities arise (Boettke 1992, p. 73—citing Mises, Human Action, p. 185).



Pariahs of economics

Boettke identifies the major “Virginia School” economic contributions of Buchanan that previously led some to consider his work way­ward. These include a retreat from mathematical methods and a revitalization of moral philosophy that reopened a nexus for Austrian economics and modern political econ­omy. The Austrian School has emphasized case study and apodictic methodologies for policy and economics, rather than the static and statistical techniques used by mainstream theorists (see chapters 7 and 8). Austrian School and Virginia School public choice founders share a common disdain for the overuse of physical science methods in economics, on account of the subjective nature of the data available to analyze human action.

For instance, Hayek emphasizes the “essentially subjec­tive character of all economic theory,” where “social phe­nomena can be recognized by us and have meaning to us only as they are reflected in the minds of men” (Hayek 1979, pp. 54, 58; cf. 44, 46, 48-49, 51). Buchanan split with the more quantified Chicago tradition and adopted a similar methodology as Mises and Hayek. According to Buchanan, the goal of economics is to show “how choices are made in non-equilibrium settings will generate shifts toward equi­librium.” He especially points to the subjective nature of opportunity costs and sunk costs, since “objectively-meas­ured marginal outlay is not a veritable expression of genu­ine opportunity cost” due to the subjective nature of choice, which is “a purely mental event” (Buchanan 1969, pp. 49, 50, 46, cf. 47-48).

Mises had earlier decried the trend toward mathematical economics. Traditional market-clearing equilibrium models, beyond their proper use in simple abstraction and classroom exercises for “undergraduates,” are characterized by Mises as “inconceivable, self-contradictory, or unrealizable,” eas­ily resulting in “fallacious syllogisms” which spawn “ster­ile” diversions and distortions (Mises 1966, pp. 236, 237, 333, 350).1 Mathematical economics, with its “constant re­lations,” cannot describe reality, but “only a hypothetical and unrealizable state of affairs” and, consequently, it is “a useless piece of mental gymnastics” (Mises 1966, pp. 353, 354). As Boettke notes, many public choice theorists in the Virginia tradition have a similar view, although much less vituperative or extensive (mathematical methods are still used by many public choice theorists). Boettke states:


Standard economics is trapped within a static framework that cannot deal with the important issues of political economy. As a result, modern economics seems to be losing its ability to shed light on economic problems and in the process losing the meaning of its mission (Boettke 1994, p. 245).



Economics is a philosophical science, not a physical sci­ence. Thus, equilibrium models may have some usefulness but only when one recognizes their limits. The focus should be on the process of exchange rather than maximization (Boettke 1997, p. 8). Boettke points out the major outcomes of this metamorphosis.


Before Public Choice it was commonplace in economic theory to postulate an objective welfare function which “society“ sought to maximize, and to assume that politi­cal actors were motivated to pursue that objective wel­fare function. The Buchanan/Tullock critique amounted to simply pointing out that (1) no objective welfare func­tion exists, (2) that even if one existed “societies” do not choose, only individuals do, and (3) that individuals within the political sector, just as in the private sector, base their choices on their private assessment of costs and benefits. Many major insights of modern political economy flow from these three elementary propositions, including the vote motive; the logic of dispersed costs and concentrated benefits; the shortsightedness bias in policy; and the constitutional perspective in policy evaluation. Politics must be endogenous in any reason­able model of economic policy-making, and reasonable political processes are not something to be romanticized (Boettke 1997, p. 10).



The end of the romantic vision of government

Buchanan and Tullock led the way into developing public choice economics and thus dramatically undermined traditional conceptions in public policy theory and political science. As Boettke summarizes, “Buchanan burst the romantic vi­sion of politics that dominated political science and was re­flected in the mainstream economics treatment of market failure theory and public economics in general during the 1950s to 1970s” (Boettke 1997, p. 2). Concurring, Tullock, the other leading public choice thinker, describes the public choice theory of economics as the “invasion of political science by the economists” (Tullock 1988, p. 1). Public choice says that politicians and bureaucrats, far from being altruists, act as any other economic agent in the market­place or society. As Jerry Ellig, another eclectic Aus­trian–public choice scholar notes:


Government leaders respond to political pressures, re­gardless of the consequences for the “public interest.” Government officials do so, not because they are inher­ently corrupt or evil, but because of the political incen­tives they face (Ellig 1994, p. 8).



Boettke applies the same reasoning to economic policy.


Economic policy, therefore, can not be modeled with the assumption that government is operated by a benevolent despot. Recognition must be made of the fact that politi­cians, like the rest of us, are purposive actors pursuing their own self interest (Boettke 1994, p. 246).



Buchanan has also given a synopsis of the affect of public choice on economics, politics, and political science.


What are the rewards and penalties facing a bureaucrat located in a hierarchy and what sorts of behaviour would describe his efforts to maximise his own utility? The analysis of bureaucracy fell readily into place once this question was raised. The mythology of the faceless bu­reaucrat following orders from above, executing but not making policy choices, and motivated only to forward the ‘public interest’, was not able to survive the logical onslaught [from public choice thinking]. Bureaucrats could no longer be conceived as ‘economic eunuchs’. It became obligatory for analysts to look at bureaucratic structure and at individual behaviour within that structure (Buchanan 1991, p. 37).



In sum, the nature of man does not change on account of passing through the test of the ballot box or by receiving a political appointment. For years scholars in disciplines like political science and history presumed that most men who succeeded in being elected to office would reasonably be the “cream of the crop”—able to govern his fellow man with virtue—and subordinating his own self-interest motives for publicly-spirited ideals. Paradoxically, the mass of self-interested and often selfish voters would evidently elect such a virtu­ous man from their own dissolute ranks. Democratic proc­esses and majority voting may thus bring about optimal so­cial results, especially when “the voice of the people” has been heard through large voter turnouts.

Public choice economists have dispelled this romantic notion. They promote a simple but radical idea. They extended the work of Adam Smith in The Wealth of Nations (1776) and other economists to conclude that being elected or ap­pointed to office does not affect man’s nature. Men still pursue their own self-interest in the political arena just as men in the private sector would.


Table 1.2 Principal themes of public choice







1. Mises (1966) further contends, “What they are doing is vain playing with mathematical symbols, a pastime not suited to convey any knowledge” (p. 250). Moreover, “The mathematical method must be rejected not only on account of its barrenness. It is an entirely vicious method, starting from false assumptions and leading to fallacious inferences” (p. 350). And, “Statistics is a method for the presentation of historical facts concerning prices and other relevant data of human action. It is not economics and cannot produce economic theorems and theories” (p. 351).





The two fundamental ideas of public choice are: 


	All people, including politicians, bureaucrats, and regulators, serve their own self-interest (that does not mean that they are selfish necessarily). The errant ro­mantic or quixotic vision of the state is devastated by applying the fundamental self-interest doctrine of Adam Smith.


	The logic of concentrating benefits on well-informed and well-organized interest groups, and dispersing the costs among the ill-informed and unorganized mass of voters.




Furthermore, public choice scholars discovered a simple phenomenon of political life that can be explained with economic tools. Self-interested actors, whether they are in the private or public sector, will maximize profits by working to concentrate benefits from public revenues or beneficial regulation. The costs of these benefits are widely dispersed over millions of uninformed taxpayers and voters in society, each of which bear an insignificant part of the overall cost.

The large sums or regulatory benefits will be carefully guarded by the relatively small group on which they are bestowed, while largely ignored by the masses who stand so little to gain (in term of tax savings, for instance) by taking the time and effort to protest. The former are like flies and mosquitoes, bothersome to the latter but not worth taking too much time to stop. In other words, they impose a relatively small cost that is not worth expending a lot of effort to eliminate.

Political scientists William Mitchell and Randy Simmons have noted that economic analysis of politics has been handicapped by a popular romanticized view of govern­ment. “The problem is that few economists have applied their powerful tools for analyzing market processes to an analysis of government processes” (Mitchell and Simmons 1994, p. 35). Consequently, as Tullock summarizes, public choice analysis begins with a fundamentally different ap­proach that is superior to traditional analyses.


For this approach, the government is not a romanticized generator of public goods or a protector of virtue but simply a prosaic [mundane] set of instruments for pro­viding certain types of goods and services that may be hard to provide. Instead of thinking of the government as something that stands above the market, public choice theorists regard the government and the market as paral­lel organizations sharing a basic objective: filling the demands of the citizens (Tullock 1994, p. xiii).



Indeed, the recent “flourishing state of the field [of public choice]” (Tullock 1994, p. xiv) is testimony to the power of its conclusions. This flourishing has produced seven important research programs or ideas that comprise modern public choice theory. Each of these ideas will be considered in the following chapters of this book:


	Intensified interest group activity (chapter 1)


	Demosclerosis (chapter 1), related to interest group activity and vote seeking


	Regulatory capture (chapter 2)


	Rent seeking (chapter 3)


	The transitional gains trap (chapter 3), related to rent seeking, perverse incentives, and vote seeking


	Vote seeking (chapter 4)


	Perverse incentives (chapter 6)




Interest groups and gridlock

Interest group theory

Public choice theory focuses on the impact of SIGs. Rowley, citing Wagner, suggests that, “constitutional parchment, however unanimously it was ever once en­dorsed, cannot be sustained if the guns of special interests are targeted uniformly against it. Property rights that define thine and mine are not easily maintained even by the mini­mal state” (Rowley 1993, pp. 52, 88).1 Constitutional parchment may not be very stalwart when it must contend with the guns of special interests. As Mitchell and Simmons potently summarize:


Public choice scholars have shown that governments do not easily fix market failures; they usually make things worse. The fundamental reason is that the information and incentives that allow markets to coordinate human activities and wants are not available to government. Thus, voters, politicians, bureaucrats, and activists who believe themselves to be promoting the public interest are led by an invisible hand to promote other kinds of interests (Mitchell and Simmons 1994, p. 39).



They describe these other kinds of interests as the “small groups who benefit from government expenditures [who] have more incentives and cheaper means of organizing than do the diffused taxpayers” (Mitchell and Simmons 1994, p. 49). So voters prefer to contribute to powerful interest groups who then do a more efficient and effective job of in­fluencing politicians. Mitchell and Simmons have summed up the situation circumspectly.


Rational citizens in pursuit of private desires quickly learn the superiority of organized groups over individual pursuit of welfare through the ballot box. By organizing into an interest group, voters can pursue their goals with great efficiency. The interest group provides a division of labor, specialization, and the power of concentrated passion and incentives. Surely, by coordinated effort, two people can lift more than the sum of what each might lift independently (Mitchell and Simmons 1994, p. 62).

Interest groups do not…seek public goods for the nation but more private goods for themselves that could not be gained in the private economy. [They] seek to have in­come and wealth distributed to themselves. And because hundreds of billions of dollars can be redistributed, inter­est groups are only too willing to make political invest­ments of a substantial magnitude (Mitchell and Simmons 1994, p. 63).

The political process not only promotes inefficiency but is skewed to advance the interests of those who are better off (Mitchell and Simmons 1994, p. 81).



William Shughart adds the following synopsis of the basic tenets of interest group theory.


Public policymakers are not benevolent maximizers of social welfare, as assumed by the market failure model, but are instead motivated by their own self-inter­ests…Thus, the interest-group theory is not a theory about how government should work, but rather it is a theory about how government does work, based upon the application of the tools of positive economic science to the analysis of political choices (Shughart 1990, p. 37).

It [interest-group theory] applies to any situation in which the monopoly power of the state can be mobilized selectively to benefit one group at the expense of others (Shughart 1990, p. 38).



Moreover, the private gains realized by those who re­ceive transfer payments from the government are far less than the cost incurred by society. But this fact is of no great concern to any economic actor who subordinates collective interests to his own interests. Thus, individuals and firms find it profitable to form SIGs that can make “good” use of the political process machinery for its members’ benefit.

Furthermore, there is a benefit available for “brokers” of wealth transfers in the process; that is, the lobbyists, politi­cians, bureaucrats, and suppliers who profit, by pecuniary or other means, from interest group activity. In this sense, regulation and antitrust policies can be viewed as benefiting their own constituencies by securing direct wealth transfers or indirect gains by erecting barriers to entry. In addition, a firm may be able benefit handsomely if the services of a public law enforcement agency can be used against com­petitors or potential entrants, and the firm is thus able to transfer the cost of litigation to taxpayers (see Shughart 1990, pp. 41, 43, 46, 48). As Tollison argues, this brokering is done through legislative and regulatory processes.


In the interest-group theory, the supply of legislation is an inverse demand curve. Those who “supply” wealth transfers are individuals who do not find it cost effective to resist having their wealth taken away. In other words, it costs them more than one dollar to resist having one dollar taken away. This concept of a supply curve of legislation or regulation suggests that costs of political activity to some individuals exceed the potential gains (or avoided losses). The supply of legislation is, there­fore, grounded in the unorganized or relatively less-or­ganized members of society. Who runs this supply-demand process? The individuals who monitor the supply-demand process are politicians, bureaucrats, and other political actors. These individuals may be con­ceived of as brokers of legislation, and they essentially act like brokers in a private context—they pair deman­ders and suppliers of legislation (Tollison 1988, p. 343).



Interest group theory can be examined from the perspec­tive of both capture theory (with antitrust applications) and rent seeking. The former theory considers the benefits firms obtain by capturing the vehicles of regulation, while the latter theory considers opportunities for individuals or firms to use the political process to create artificial scarcity (and thus demand for their services or products). The next two chapters consider each of these perspectives in succes­sion.

Demosclerosis

The flurry of interest group activity leads to other public choice phenomena. Jonathan Rauch has written extensively about demosclero­sis, an idea first promoted by Mancur Olson, to explain what he calls “government’s gradual collapse into manic [uncontrolled] maladaptation” (Rauch 1996, p. 18).2 He suggests that the apparent gridlock in the political process caused by interest group pressures is a misperception. Actually, Rauch thinks that American politics and govern­ment are anything but in a condition of gridlock. “Ameri­can politics has never been more responsive, indeed more capricious, than it is now. Washington has never been more eager to react to every passing electoral mood” (Rauch 1996, p. 17).

Rauch’s idea of demosclerosis is sim­ply an extension and application of the public choice theory of concentrated benefits and dispersed costs. SIGs work very hard to retain antiquated programs and as a result they never get cut. The fact that reform is popular will not likely cause a change. This stagnation is especially true when vote-seeking politicians prefer not to cut programs that will upset a block of voters represented by special interests.


As the economist Mancur Olson has shown, society in­herently generates goody-hunting, demand-making inter­est groups (lobbies basically) much faster than it gets rid of them. The lobbies stream to Washington seeking to win and then defend some subsidy, regulation, or tax break. The more eagerly government scrambles to keep everybody happy, the less able it is to pluck these barna­cles from its sides. So it succumbs to a kind of living rot…Stuck with all of its first tries [at various regulations or programs] virtually forever, government loses the ability to end unsuccessful programs and try new ones. It fails to adapt and, as maladaptive things do, becomes too clumsy and incoherent to solve real-world problems (Rauch 1996, p. 18, cf. Mitchell and Simmons 1994, pp. 53, 76).



One important implication of Rauch is that special interest groups tend to become permanent fixtures; entrenched in their objective capacity to influence government. The so­lution is to (1) put pressure on entrenched lobbies by ex­posing them to competition via trade and deregulation and (2) get rid of many government programs, thereby freeing captured resources and also defunding the lobbies that capture them (Rauch 1996, p. 18).

Summary of main public choice insights

In sum, basic public choice insights challenge the naive view of government, and question the veracity of the popular notion that “markets can row but government must steer” (Mitchell and Simmons 1994, p. 34). These insights include the vote-seeking motive, the rational ignorance of voters, demosclerosis, the role of SIGs (with rent seeking and capture theory), perverse incentives, and the constitu­tional imperative.3 Each of these insights provides theoreti­cal and/or empirical support for the theory of public choice. Shughart provides this synopsis:


As James Buchanan artfully defined it, public choice is “politics without romance.” The wishful thinking it displaced presumes that participants in the political sphere aspire to promote the common good. In the conventional “public interest” view, public officials are portrayed as benevolent “public servants” who faithfully carry out the “will of the people.” In tending to the public’s business, voters, politicians, and policymakers are supposed somehow to rise above their own parochial concerns.

In modeling the behavior of individuals as driven by the goal of utility maximization—economics jargon for a personal sense of well-being—economists do not deny that people care about their families, friends, and community. But public choice, like the economic model of rational behavior on which it rests, assumes that people are guided chiefly by their own self-interests and, more important, that the motivations of people in the political process are no different from those of people in the steak, housing, or car market. They are the same human beings, after all. As such, voters “vote their pocketbooks,” supporting candidates and ballot propositions they think will make them personally better off; bureaucrats strive to advance their own careers; and politicians seek election or reelection to office. Public choice, in other words, simply transfers the rational actor model of economic theory to the realm of politics.

Two insights follow immediately from economists’ study of collective choice processes. First, the individual becomes the fundamental unit of analysis. Public choice rejects the construction of organic decision-making units, such as “the people,” “the community,” or “society.” Groups do not make choices; only individuals do. The problem then becomes how to model the ways in which the diverse and often conflicting preferences of self-interested individuals get expressed and collated when decisions are made collectively.

Second, public and private choice processes differ, not because the motivations of actors are different, but because of stark differences in the incentives and constraints that channel the pursuit of self-interest in the two settings. A prospective home buyer, for example, chooses among the available alternatives in light of his personal circumstances and fully captures the benefits and bears the costs of his own choice. The purchase decision is voluntary, and a bargain will be struck only if both buyer and seller are made better off. If, on the other hand, a politician proposes a project that promises to protect the new homeowner’s community from flooding, action depends on at least some of his neighbors voting for a tax on themselves and others. Because the project’s benefits and costs will be shared, there is no guarantee that everyone’s welfare will be improved. Support for the project will likely be forthcoming from the owners of houses located on the floodplain, who expect to benefit the most. Their support will be strengthened if taxes are assessed uniformly on the community as a whole. Homeowners far from the floodplain, for whom the costs of the project exceed expected benefits, rationally will vote against the proposal; if they find themselves in the minority, they will be coerced into paying for it. Unless the voting rule requires unanimous consent, which allows any individual to veto a proposal that would harm him, or unless those harmed can relocate easily to another political jurisdiction, collective decision-making processes allow the majority to impose its preferences on the minority. Public choice scholars have identified even deeper problems with democratic decision-making processes, however (Shughart 2008).



An example supporting public choice: Arrow’s theorem

Perhaps one of the most fundamental examples of theore-tical support for public choice is provided in the following application of Arrow’s Impossibility Theorem. Three peo­ple are to vote on how to allocate a scarce piece of land. They are asked, “Should the land be used as a school, a park, or a garage?” Let S = school, P = park, G = garage.4 The three voters have the following preference scales:

Person 1: S > P > G

Person 2: P > G > S

Person 3: G > S > P






1. Rowley is citing Richard E. Wagner (1987), “Parchment, Guns and the Maintenance of Constitutional Contract,” in C. K. Rowley, ed., Democracy and Public Choice: Essays in Honor of Gordon Tullock, Basil Blackwell: Oxford, pp. 105-21; Richard E. Wagner (1988), “Agency, Economic Calculation and Constitutional Construction,” in C. K. Rowley, R. D. Tollison and G. Tullock, eds., The Political Economy of Rent-Seeking, Kluwer Academic Publishers: Boston, pp. 423-446; and Richard E. Wagner (1993), Parchment, Guns and Constitutional Order, Shaftesbury Paper Number 3, Edward Elgar Publishing: Aldershot and Brookfield, Vermont.



2. Rauch says the term demosclerosis is his “nickname” for this phenomenon.



3. I.e., the distinction between policy within politics or policy as examination of the rules, where policy within politics is analogous to post-constitutional analysis and its concern is with self-interested strategies.



4. Adapted from Boettke‘s overview lecture on public choice at Liberty & Society—Academic, a seminar sponsored by the Institute for Humane Studies, Belmont, California, 1995. Also cf. Mitchell and Simmons 1994, pp. 77-78.





So if there is pair wise voting, then

S vs. P → S wins 2 to 1

P vs. G → P wins 2 to 1

Following the law of transitivity (if A > B and B > C then A > C) we would expect that if we run S vs. G that S would win. However, in this case G wins 2 to 1, meaning that the law of transitivity is violated (because S > P and P > G but G > S). Moreover, the rationality of the political process is brought into question and, consequently, the theory of public choice is vitalized. As Shughart explains:


It has been recognized at least since the time of the Marquis de Condorcet (1785) that voting among three or more candidates or alternatives may fail to select the majority’s most preferred outcome or may be prone to vote “cycles” producing no clear winner. Indeed, Kenneth Arrow’s “impossibility theorem” shows that there is no mechanism for making collective choices, other than dictatorship, that translates the preferences of diverse individuals into a well-behaved social utility function. Nor has any electoral rule been found whose results cannot be manipulated either by individuals voting insincerely—that is, casting their ballots strategically for less-preferred candidates or issues in order to block even worse outcomes—or by an agenda setter who controls the order in which votes are taken (Shughart 2008).



Indeed, through his impossibility theorem (developed in 1950), Arrow had shown that the idea of optimizing social welfare could only work by authoritarian imposition.


If we exclude the possibility of interpersonal compari-sons of utility, then the only methods of passing from in­dividual tastes to social preferences which will be satis­factory and which will be defined for wide range of sets of individual orderings are either imposed or dictatorial (Rowley 1993, p. 8).1



However, Rowley points out that this fact has hardly de­flected “leading contributors to social choice theory from social engineering ventures which Hayek has termed ‘syn­optic delusion’” (Rowley 1993, p. 9, cf. pp. 18, 19).2 Rowley traces the history of attempts to deflect the strong implication of Arrow: “Scientists as well as moral philosophers not infrequently will clutch at straws to pro­tect their own programmes from logical devastation” (Rowley 1993, p. 14). Thus, there remains much work to do in public choice and in other free market research programs if the errant trends within a rather ossified social science paradigm and its resulting inter­ventionist policies are to be curtailed.

For class discussion

With their theories of self-interest and SIGs, economists not only broke with traditional political science theories, they have also challenged received views of history. (1) Were the black slaves in antebellum America generally treated as badly as depicted in Harriet Beecher Stowe’s Uncle Tom’s Cabin (1853)? What were the views of economists Robert Fogel and Stanley Engerman in Time on the Cross: The Economics of American Negro Slavery (1995/1974) regarding the efficiency of slavery? (2) The pre-Railroad United States relied largely on canals across the Appalachian range to connect the eastern seaboard with the Mississippi and Tennessee valleys. Who provided the manual labor to build the canals in the South? (3) What can we learn from public choice insights regarding SIGs and self-interest with regard to these institutions and events?
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2 Capture theory and antitrust

The essential research implications of public choice

Public choice theory contributes to social science research and policy analysis with some straightforward, profound tenets. First, public choice applies economic theory to collective action, primarily government and politics. Second, public choices are made when A’s decision is also a decision for B, and/or vice versa. Third, as is typical in economics in general, public choice theorists argue that people are self-interested in all choices, including public choices. Fourth, while retaining neoclassical economic tenets of individual welfare maximization in the analysis of public choices, public choice derives far different hypotheses than otherwise. Public choice begins with the neoclassical axiom of subjective individual wealth maximization, but it departs from the neoclassical tradition by endogenizing government or, more generally, collective action, as a means to increase or decrease wealth. Hence, what remains is a rivalrous or even a dichotomous means for achieving well-being.3

Building on these tenets, one of the major public choice insights became the logic of concentrated benefits and dispersed costs, which effectively demonstrates the conflict between good politics and good economics. Thus, the myopic bias in policy making is highlighted. Policymakers prefer short term and easily identifiable benefits at the expense of long term and largely hidden benefits. They also prefer costs that are long term and/or not easy to identify, e.g., deficit finance, inflation, “takings,”4 etc.).

Mitchell and Simmons point out that government regula-tion is not all that it is cracked up to be by mainstream social scientists, planners, and policy analysts. They contend that allowing free markets is the best means to attain socially-beneficial ends.


[W]elfare economists see government as merely a means to achieving the normal ends of consumption and utility maximization. That is, it facilitates the allocation of resources desired by consumers…The solution to these perceived ills [caused by corporate manipulations and “incorrect” values generated by the market against the common interest]…is the expansion of government… [However], government is not the frictionless plug welfare economists blindly propose as a means of stopping the losses caused by markets…Instead of being “government by the people,” politics is often an intense competition for power to benefit particularized interests at the cost of wider society. Instead of politics ennobling participants, it promotes myth making, suppression and distortion of information, stimulation of hatred, and legitimation of envy…The solution from the Left and the Right is straightforward—elect, appoint, or hire honest, well-trained people and government will function smoothly, efficiently, and fairly. Our analysis is entirely different. It exposes the problems of government as being far greater than those that might be caused by incompetent or grasping political actors. A government and polity composed entirely of saints would produce results approximating those we currently get from admittedly imperfect political participants. These problems will continue unless the rules of the game are changed…Recognizing the failures of government to promote widely shared values must be accompanied by a renewed acceptance of markets, property rights, and prices (Mitchell and Simmons 1994, pp. 211, 212, 213).








1. Quoting Kenneth J. Arrow (1950), “A Difficulty in the Concept of Social Welfare,” Journal of Political Economy, Vol. 58, p. 342.



2. Rowley sees the intrusion of constructivist rationalism, part of what Sowell calls the “unconstrained vision,” as the key problem of modern welfare economics and the implications drawn from it. Conversely, the “constrained vision,” which champions methodological individualism, can be traced through the writings of scholars such as David Hume, John Locke, Adam Smith, Alexander Hamilton, Edmund Burke, Carl Menger, Ayn Rand, Mises, Hayek, and Buchanan. Man can be expected to behave well not because he is perfected but because of the egocentric constraints of his nature.



3. Summary from email messages by Ed Lopez (August 28th and September 4th 1996).



4. Regulatory “takings” are the noncompensated reduction in a real property’s value (up to 90%) due to a proactive policy or a judicial ruling which restricts the land’s use.





Public choice analysis of monopoly and antitrust

Public choice insights naturally led to a new understanding of monopoly creation. Tollison and Wagner argue that monopoly can be either “accidental” or “intentional,” although they mainly use the former as a heuristic contrivance. They suggest that most (if not all) monopoly is “something that people seek intentionally, as through investing in legislative favors” (Tollison and Wagner 1991, p. 58). Indeed, beginning with Tullock, economists have treated monopoly as intentional, “in that it results from people trying to acquire monopoly positions” (Tollison and Wagner 1991, p. 61) via rent seeking (see chapter 3). Rent seeking is a term coined by public choice economists which describes the practice of seeking private benefits (e.g., favorable legislation, subsidies, or government funding) from democratically elected governments through legal and politically viable avenues such as lobbying or bidding on (and competing for) concessions. These activities result in a net loss of social welfare.

Tollison argues that antitrust theory has a weak foundation because it “rests on the public interest theory of government” where “judges and antitrust bureaucrats are assumed to operate in the public interest” (Tollison 1985, p. 905). In order to correct this deficiency, Tollison tries to “achieve a positive understanding about how antitrust decision makers behave” (Tollison 1985, p. 906). In the end, he embraces a very different perspective than policy scholars and planning models traditionally provided. Tollison describes the impact of public choice in policy research.


“Public choice” refers to a revolution in the way government is analyzed. Before public choice, government was treated as exogenous to the economy, a benign corrector of the market economy when it faltered. After public choice, the role of government in the economy became something to be explained, not assumed. As a result of the public choice revolution, economists now place government failure alongside market failure as a useful category of analysis. What is public choice? I advance my own particular answer to the question. Public choice is an expansion of the explanatory domain of economic theory. Traditional economic analysis uses the apparatus of economic theory to explain the behavior of individuals in private settings. Public choice represents the use of standard economic tools (demand and supply) to explain behavior in nonmarket environments, such as government. This expansion of economic theory is based on a simple idea. Individuals are the same people whether they are behaving in a market or nonmarket context (Tollison 1985, p. 906).



The hypothesis is simply that individuals promote their self-interest in all environments or circumstances. Thus, the idea that markets are guided by private interest while government is guided by public interest is merely a fantasy (Tollison 1985, p. 907). All government action, or public policy, is guided by private interests and utility-maximizing individuals who use the notion of public interest to cover the real interests involved. Hence, pursuing the so-called public interest, no matter how well-intentioned, is merely a ruse to mislead the public or voters into accepting legislation, executive orders, and judicial rulings that further well-disguised private interests. Monopoly power grants and the supposed means to break it—antitrust regulation—are prime examples of this phenomenon.

Table 2.1 Monopoly problems

Monopoly power arises by two means:


	accidentally or from market failures, and/or


	intentionally or from government failures.




Monopoly can be either short term (normal and beneficial) or long term (abnormal and damaging)

With respect to antitrust cases, Tollison wondered why antitrust bureaucrats repeatedly prosecute the same firms (about 25% of all antitrust action is for repeat offenses). Perhaps the bureaucrats are minimizing costs, or maybe offenders find it worthwhile to violate repeatedly. He noted that in studying the organizational behavior of antitrust branches of the U.S. government, Katzman found “that the desire to gain trial experience biases FTC lawyers toward shorter and less complicated initiatives as opposed to the FTC economists” who want longer and more complex ones (Tollison 1985, p. 909).1 Thus an incentive existed to prefer repeat prosecution. Tollison went on to cite other evidence that antitrust enforcement has little nexus with the traditional economic conception of social welfare. In fact, there is evidence “that antitrust is at least partly a veil over a wealth-transfer process fueled by certain relevant interest groups” (Tollison 1985, p. 910, 911).

Antitrust policy is usually rational from a public choice perspective, inasmuch as it can purposefully provide a buffer against losses when demand for a firm’s products falls. Indeed, it is rational since it can be used as a means for interest groups to benefit. Given that the apparatus of the political process makes benefits available, it is rational that cost minimizing economic actors will seek to use those means to enhance profit maximization. Quite often, doing so is best facilitated by directing regulation with the organizational efficacy and efficiency of SIGs.

Capture theory

Given the economic incentives available to producers, it is likely that they will form interest group coalitions to “use the apparatus of public regulation for their own gain” (Shughart 1990, p. 38). They can “capture” their regulators and procure benefits derived from regulation. By concentrating benefits into special interest groups that seek beneficial regulation, while dispersing the costs of the regulation over a wide range of consumers or taxpayers, they are able to direct the regulatory process. Such analysis falls under the public choice classification known as “capture theory.” Shughart summarizes some of the benefits available.


As a result of its lobbying advantage, industry can therefore often successfully use the political process to secure for itself such regulatory favors as direct cash subsidies, control over the entry of new rivals, restrictions on the outputs and prices of complimentary and substitute goods, and the legitimization of price-fixing schemes (Shughart 1990, p. 38).



With the romanticized view of the state destroyed by Buchanan and Tullock, economists in the Chicago School, notably George Stigler and Sam Peltzman, began to develop congruent theories of regulation that matched the new view of political actors. As Stigler argued, policies can be recognized as originating to benefit private interest groups, perverting any public interest origins since the policy-makers have been captured by politically proficient groups. At its origins, it is plausible that economic regulation was sought by firms in order to use the political process to increase profits, while passing the costs to taxpayers and consumers. But in contemporary society, policy-makers are aware of the advantages of managing, selling, and distributing political favors. Thus, they too can use regulation for political gains. Moreover, Mitchell and Simmons point out that professed legislative or regulatory reform movements may simply be means for legislatures to reload discharged favors, and thus benefit politicians who are able to provide more goodies and so attract industrial customers.


The enactment of [tax] rate reductions, elimination of loopholes, and simplification of rate schedules in fact support our analysis. Congressional politicians have in effect wiped the slate clean so that they may once more “auction” off tax exemptions and other privileges. (Mitchell and Simmons 1994, p.58)



A simple capture is costless to political actors in the sense that it merely requires a policy maker to grant political favors, as if with a stroke of his magic wand. Peltzman improved capture theory by modeling the tradeoffs legislators face between gains in political support (from granting favors) and losses in political support (from explicitly or implicitly taxing other groups). A crucial implication is that the losing groups are not taxed as much as the winning groups would like (i.e., as would maximize their political profits).” Regulators can be captured by a firm or industry exercising undue influence on the policies of the regulators, even by selecting or controlling the regulators themselves.2

Table 2.2 Means of regulatory capture

Two means of capturing regulators:


	Suggest and create a new committee which favors a firm or industry, or


	Influence or buy (even bribe) a current committee in order to achieve the same thing.




Chicago School work in regulatory theory

Although generally supportive of regulation and antitrust policies, Chicago school economists actually pioneered what would become the essential criticism of such regulation. Stigler argued that “regulation is acquired by the industry and is designed and operated primarily for its benefit” (Stigler 1971, p. 1). In fact, regulation may be viewed as either a resource or a threat to any industry. It may provide defense against both market forces and harmful rent seeking activities by other actors, or offense against a firm’s present or potential competitors. Stigler noted four particular policies which are sought by industries or firms.


	Cash subsidies for firms or complimentary industries.


	The erection of barriers to entry against rivals.


	The suppression of substitutes for its own products.


	Price fixing—e.g., preventing payments for special services or price controls in order to foster higher than competitive returns.




However, Stigler also noted three elements of the political process which limit the effectiveness of industries or firms in seeking these things.


	Dispersion of political power in the market, notably small firms in regulated industries have more political power than they otherwise would.


	Bureaucratic red tape makes such actions costly and time consuming.


	Powerful outside interests add to the policy process.




Stigler states: “The industry which seeks political power must go to the appropriate seller, the political party… [which] has costs of operation…The industry which seeks regulation must be prepared to pay with the two things a party needs: votes and resources” (Stigler 1971, p. 12).

Stigler later considered the political benefits available from industrial interest groups, as Tollison summarizes:


Stigler suggested that an asymmetry of firm sizes, products, and interests in an “industry” tends to promote more effective collective action by the industry (e.g., a larger association budget). He argued that participation is mandated by the desire to protect specialized industry interests (Tollison 1988, p. 342).3



Peltzman built on Stigler’s premise, noting that his theory may be used to determine broadly “the optimum size of political coalitions” and highlighting the fact that a small group with a large per capita stake will dominate large groups with diffused interests (Peltzman 1976, p. 212). He concludes:


The central question for the theory then becomes to explain this regularity of small group dominance in the regulatory process (and indeed in the political process generally). The way the question is posed already foreshadows one of the results of the theory. For in Stigler’s model, unlike most market models, there are many bidders, but only one is successful. There is essentially a political auction in which the high bidder receives the right to tax the wealth of everyone else, and the theory seeks to discover why the successful bidder is a numerically compact group. The answer lies essentially in the relationship of group size to the costs of using the political process (Peltzman 1976, p. 213).



Peltzman went on to create a formal mathematical model of regulation (building on Stigler’s basic model), in which he shows that the “supply-demand apparatus can be converted into a constraint on regulatory behavior” (Peltzman 1976, p. 240). Some of his more significant implications include: (1) regulation being weighted toward consumers during expansions and producers during depressions, (2) that producer protection will lead to consumer protection over time, (3) that profitable regulated firms will tend to have the lowest prices, (4) that regulation reduces systematic and diversifiable risk, and (5) that regulators have an incentive to limit entry by restricting new firms who would cater to low-cost customers but to be more tolerant of new firms who will tend to suppress differences in the elasticity of demand (Peltzman 1976, pp. 226-232, 235-239).

Such earlier work provided theoretical support for public choice tenets that would be developed in the late twentieth century. They presented a new way of looking at regulation.

Antitrust origins

Stigler argues that a political market exists for regulatory action (Stigler 1975, pp. x, xi). According to public choice theory, firms have an incentive to capture their regulators, which is in fact what occurs.

Indeed, historically, regulation has its roots in private industry rather than the efforts of shrewd legislators (High 1991, p. 1). Hence, it is plausible that rent seeking produces regulation in order to promote private interests at taxpayer expense (High 1991, p. 2). There is evidence that certain businesses benefited from regulation in the nineteenth century, strategically using public policy to






































































































