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Abstract

I argue that an important potential benefit of international agreements is to reduce
wasteful rent-seeking activities by domestic and foreign special interest groups, through
a reduction in policy discretion. The presence of foreign lobbying generates a novel type
of international externality: by inviting wasteful rent-seeking by foreign lobbies, the pres-
ence of policy discretion itself generates a negative international externality. I examine
the potential anti-lobbying effects of three salient types of international rules: exact policy
commitments, policy bounds and non-discrimination rules. Unlike exact policy commit-
ments, which remove policy discretion and hence shut down ex-post lobbying, policy
bounds may invite ex-post lobbying and hence may forego part or all of the potential
anti-lobbying gains. I also find that policy bounds may lead to mixed-strategy equilibria
of the rent-seeking game. A non-discrimination rule can reduce rent-seeking by foreign
lobbies, by injecting a free-rider problem in the strategic interaction between these lobbies,
and under some conditions can achieve all the potential anti-foreign-lobbying gains.
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1. Introduction

Policy discretion invites wasteful rent-seeking activities by special interest groups. This insight
has been emphasized by many scholars in economics and political science, including Tullock
(1967), Krueger (1974), Bhagwati (1982), Bhagwati and Srinivasan (1982) and Magee, Brock
and Young (1989). When a government has wide discretion in choosing a policy, lobbies have
strong incentives to spend resources in order to seek access to the government and influence its
decision. In this way, inefficiencies can be caused not only by the distortion in the policy itself,
but also by the process that leads to it. This is true not only for domestic lobbies, but also for
foreign special interest groups, to the extent that the government’s policy choice has an impact
on foreign countries.

While the importance of rent-seeking activities has been widely recognized, little or no
attention has been paid to the potential role of international commitments in reducing such
activities. To the extent that they reduce policy discretion, international agreements can reduce
rent-seeking waste, an effect that I refer to as the “anti-lobbying” gains from international
agreements. The existing literature on international agreements has focused almost entirely on
the gains associated with the more efficient policies that such agreements can bring about. The
contribution of this paper is to take a first step toward a theoretical examination of the anti-
lobbying gains from international agreements. I will consider lobbying by both domestic and
foreign interest groups, thus highlighting a distinction between anti-domestic-lobbying gains
and anti-foreign-lobbying gains; the importance of this distinction will become clear shortly.

To be clear, in this paper I examine the anti-lobbying effects of some salient types of inter-
national rules taking such rules as exogenous. I do not investigate the incentives of politically-
motivated governments to commit to international rules in the first place, nor the rules that
can be expected to arise endogenously. Nevertheless, my analysis suggests a new insight re-
garding the motives for international agreements. The existing literature has highlighted two
broad reasons why governments may want to sign international agreements: one is that inter-
national agreements may serve as an escape from “prisoner’s dilemma” situations generated

by the presence of international policy externalities;' and the other is that international agree-

'In the area of trade policy, the international externality that has received most attention is the standard
terms-of-trade externality (see for example Bagwell and Staiger, 1999). In settings with market imperfections
or multinationals, additional international externalities from trade policy can arise, including profit-shifting
externalities (e.g. Brander and Spencer, 1985, and Ossa, 2014), “firm-delocation” externalities (e.g. Venables,
1987, and Ossa, 2011) and local-price externalities in the presence of multinationals (e.g. Blanchard, 2010).



ments can help governments tie their own hands vis-a-vis domestic actors, such as industrial
lobbies.? While the idea of anti-domestic-lobbying gains fits with the domestic-commitment mo-
tive for international agreements, the idea of anti-foreign-lobbying gains combines a domestic-
commitment aspect with an international-externality aspect: the presence of policy discretion
itself generates a negative international externality, to the extent that it invites rent-seeking
activities by foreign groups and the associated deadweight loss falls (at least in part) on foreign
countries.

The above observation in turn has an interesting implication. The anti-domestic-lobbying
gains can in principle be realized through a unilateral commitment, such as a constitutional
rule.> On the other hand, realizing the anti-foreign-lobbying gains may require an interna-
tional agreement, because these gains accrue at least in part to foreign countries, so in a
non-cooperative environment the domestic government does not fully internalize the gains
from reducing policy discretion. When viewed from this perspective, the idea of anti-foreign-
lobbying gains suggests an interesting bridge between the international-externality theory and
the domestic-commitment theory for international agreements.

It has been suggested by some authors (for example Gawande et al., 2006) that the presence
of foreign lobbying may reduce the welfare gains from international agreements. The basic idea
is that foreign lobbies may counteract the influence of domestic lobbies, thus bringing nonco-
operative policies closer to their efficient levels. My model highlights a force that goes in the
opposite direction: the potential for foreign lobbying can increase the gains from international

agreements, if the latter generate anti-foreign-lobbying gains.

More generally, see Maggi (2014) for a discussion of the various types of international externalities from trade
policy.

2See for example Staiger and Tabellini (1987), Maggi and Rodriguez-Clare (1998, 2007) and Mitra (2002).

3The qualifier “in principle” is important. Maggi and Rodriguez-Clare (1998, 2007) argue that it is not
always feasible for a government to make long-term unilateral commitments (e.g. constitutional changes), and
international agreements can be an easier way to mitigate domestic-commitment problems. This idea applies
to any country, but with particular force to countries that have weak domestic institutions.

4As my discussant Bob Staiger pointed out, it is not immediately obvious that an international agreement
imposing constraints on policy choices is needed to realize the anti-foreign-lobbying gains. Can such gains
be achieved by a unilateral law that bans foreign lobbying? In my opinion it is unlikely that a government
would have an incentive to make such unilateral commitment, for the very reason that the benefits from this
commitment accrue at least in part to foreign countries. Another possible way to achieve the anti-foreign-
lobbying gains might be to sign an agreement where each country commits to banning foreign lobbying. This
seems like a theoretically sound idea, but it is not obvious to what extent this kind of agreement is politically
viable and how it compares with an agreement that constrains policy choices. These are fascinating questions
that I do not pursue in this paper, since I only focus on the effects of exogenously-given international rules on
rent-seeking activities.



It is important to emphasize that, while I will often use trade agreements as the primary
example for my analysis, the main logic applies to any policy area where both domestic and
foreign lobbies play an important role. For example, consider FDI policies or product regula-
tions. It is hard to dispute that these policy areas are heavily influenced by lobbying, and given
the important international externalities exerted by these policies, it is natural to expect that
lobbying crosses national boundaries. Thus, to the extent that international agreements reduce
a government’s policy discretion, the potential anti-lobbying gains that I explore in this paper
can arise in these policy areas as well.

Next I preview my model and the main results. I consider a simple setting where a govern-
ment’s policy choice can be influenced by domestic and foreign interest groups. These groups
have opposite interests regarding the policy, thus giving rise to countervailing lobbying. The
lobbying game is modeled as a two-stage game: in the first stage, each lobby decides whether
to seek access to the government (“rent seeking”), in which case it incurs a resource cost; in the
second stage, the lobbies that have invested in rent-seeking engage in Nash bargaining with the
government. If an international agreement is in place, the same rent-seeking game described
above takes place, except that the policy is subject to the constraints set by the agreement.

To put the anti-lobbying gains from international agreements in sharp relief, I start by
focusing on the simplest and most rigid type of international rules, namely ezxact policy com-
mitments. This is a natural benchmark to consider, but international agreements rarely strip
governments completely of their policy space, thus I also focus on some common types of interna-
tional rules that preserve policy discretion along certain dimensions — namely policy bounds and
non-discrimination rules — and examine how they affect the equilibrium level of rent-seeking
waste.’

Next I focus on policy bounds, and in particular on policy caps (i.e. rules of the kind ¢ < #).
Examples of policy caps are tariff bindings for trade agreements or emission caps for environ-
mental agreements, but the analysis extends in an obvious way to the case of policy floors, such
as minimum product standards or environmental taxes. Unlike exact policy commitments (i.e.
rules of the kind ¢ = t), policy caps may invite wasteful ex-post lobbying, so their implications

are more subtle.

5The model focuses on the costs of policy discretion, generated by the induced rent-seeking waste, and
abstracts from the possible benefits of policy discretion, such as the flexibility it affords in the presence of
uncertainty (see for example Horn, Maggi and Staiger, 2010, and Mueller, 2019). More on this in the concluding
section.



In particular, I consider a policy cap ¢ that is binding and is not so low that it removes the
foreign lobby’s benefit from bargaining with the government (otherwise the cap is equivalent to
an exact policy commitment). A policy cap has different effects depending on whether or not
it affects the disagreement policy in the government-lobbies bargain. If it does not affect the
disagreement point, the policy cap weakly reduces the equilibrium rent-seeking waste relative
to the non-cooperative equilibrium, but it foregoes all anti-lobbying gains if the rent-seeking
costs are below some threshold levels. If, on the other hand, the policy cap becomes the new
disagreement policy, a surprising result emerges: if rent-seeking costs are below some threshold
levels, the policy cap leads to a mixed strategy equilibrium of the rent-seeking game. The basic
reason is that the foreign lobby has incentive to participate in the bargain only if the domestic
lobby does not (because only in this case it can convince the government to lower the policy
below the bound) and the domestic lobby has incentive to participate only if the foreign lobby
does too (because it wants to prevent the policy from being lowered below the cap). In this
case each lobby engages in rent-seeking with some probability, so in expectation the policy cap
reduces rent-seeking waste relative to the non-cooperative scenario, but does not eliminate it.

The model highlights a shortcoming of policy caps relative to exact policy commitments,
in that policy caps forego some of the potential anti-lobbying gains. This stands in interesting
contrast with the point made by Maggi and Rodriguez-Clare (2007), who highlight a beneficial
effect of policy caps: by inviting ex-post lobbying, a policy cap in a given sector induces the lobby
to pay contributions to the government ex-post, thus reducing the net returns from investment
in that sector, and hence reducing the ex-ante misallocation of resources. Taken together, these
results suggest that policy discretion can have two opposite effects on the inefficiencies caused
by lobbying, depending on how it affects the lobbying activities: if policy discretion induces
lobbies to make monetary payments to the government and hence lowers the net returns to
lobbying, it is beneficial; but if it induces lobbies to engage in wasteful activities, it is harmful.

In section 3, I consider a simple three-country version of the model in order to examine
the potential role of non-discrimination rules. In the area of trade policy, the most prominent
non-discrimination rule is the Most Favored Nation (MFN) rule, which prohibits governments
from discriminating across trading partners. But non-discrimination rules are relevant also in
other policy areas, such as foreign direct investment and product regulations.

In the absence of non-discrimination rules, a government is free to make policy concessions to

foreign interest groups on a bilateral basis, potentially inducing a “spaghetti bowl” of bilateral



rent-seeking activities (I owe the spaghetti-bowl metaphor to Jagdish Bhagwati).® Imposing
a non-discrimination rule, on the other hand, can reduce or even eliminate rent-seeking by
foreign lobbies, because it injects a free-rider problem in the strategic interaction between
foreign lobbies. For example, in the trade policy area, the MFN rule implies that a foreign
lobby seeking a lower tariff from the US government has to effectively lobby on behalf of all
foreign lobbies, and this may discourage foreign lobbies from engaging in rent-seeking. This
suggests that it may be possible to achieve part or all of the potential anti-foreign-lobbying
gains without removing all policy discretion, but simply imposing a non-discrimination rule.

I use my model to examine formally the above intuition. I show that, relative to the non-
cooperative scenario, imposing a non-discrimination rule weakly reduces the number of foreign
lobbies that engage in rent-seeking in equilibrium, and the reduction is strict for a range of
the rent-seeking cost parameter. Thus, for any ex-ante distribution of the rent-seeking cost
parameter, imposing a non-discrimination rule decreases the equilibrium rent-seeking waste
in a first-order stochastic sense. At the same time, however, by discouraging foreign lobby-
ing a non-discrimination rule may worsen the policy outcome relative to the non-cooperative
scenario, because as mentioned above, foreign lobbying may have a positive influence on the
policy outcome by counteracting the domestic lobby. This points to an interesting tradeoff be-
tween the anti-foreign-lobbying gains from a non-discrimination rule and its possible negative
consequences on the policy outcome.

Before proceeding, it is important to ask whether two key ingredients of my theory, namely
the presence of foreign lobbying and the resource costs of lobbying, are empirically important.

Regarding the first question, there is little doubt that cross-national lobbying is a phenom-
enon of first-order empirical importance, especially across OECD countries. For example, in
2017 at least $534.7 million was spent by foreign interests to influence U.S. policy, with South
Korea topping the list of countries, and trade policy topping the list of policy areas.” In the
academic literature, there are numerous papers that document the importance of foreign lob-
bying even before the Trump administration, for example Gawande, Krishna and Mitra (2006),
Stoyanov (2009), Gawande, Maloney and Montes-Rojas (2018) and You (2018).

6 A recent example of such spaghetti bowl is the flurry of foreign lobbying activities that followed Trump’s
announcement of the 2018 steel and aluminum tariffs, whereby a number of foreign governments and interest
groups frantically engaged the Trump administration in order to obtain bilateral exemptions to the tariffs. As
a result of this, exemptions were granted to South Korea, Brazil, Argentina, Mexico and other countries.

"See opensecrets.org/news/2018/08/foreign-interests-fara-lobby-watch-exclusive.



The other empirical question is, what is the magnitude of the resource costs generated by
lobbying? This question is difficult to answer, but there is evidence that these costs are of first-
order importance. For example, over the period 2009-2018, lobbying expenditures in the U.S.
amounted to about $34 billion (Center for Responsive Politics). This amount was roughly 10
times larger than the amount of campaign contributions (Ludema, Mayda and Mishra, 2018).
As another example, the Sunlight Foundation reports that the top 200 lobbying organizations
from 2007 to 2012 spent a combined $5.3 billion on federal lobbying. Arguably, lobbying
expenditures are at least in part wasteful, since they pay for lobbyists’ time, office space, travel
costs and other inputs in the lobbying activity; all of these inputs could alternatively be used
to produce goods and services. Incidentally, over the period 2009-2018 the number of registered
lobbysts in the U.S. varied between 10,000 and 15,000. Moreover, the resource costs caused
by rent-seeking activities arguably go well beyond the direct costs as measured by lobbying
expenditures. For example, if a firm diverts resources from investment or innovative activities
(e.g. R&D) in order to engage in rent-seeking, this may reduce its productivity. As another
example, multinationals may choose to make foreign direct investments that they would not
otherwise make if this can help them get access to foreign governments and influence their
policies.®

In the related literature, the paper that is closest to the present one is arguably Mitra (2002).
He considers a small-country government that chooses a tariff under the influence of domestic
lobbies. A producer group can get organized into a lobby by paying a fixed setup cost. Mitra
shows that the government may want to commit to free trade in order to prevent producer
groups from incurring the fixed cost of getting organized. Mitra’s fixed cost of lobby formation
plays a similar role to my domestic rent-seeking cost, but he does not consider foreign lobbying,
which plays a central role in my analysis. Also, while Mitra only allows for an all-or-nothing
commitment to free trade, I consider a wider set of feasible agreements, including exact tariff
commitments, tariff caps and non-discrimination rules. Finally, unlike Mitra, I allow the home
country to be large and face multiple foreign countries.

This paper is also broadly related to the macroeconomics literature on rules versus discretion
that was pioneered by Kydland and Prescott (1977). The anti-lobbying effects of international

commitments that I highlight in this paper may be relevant also in the context of macroeco-

8There are a few papers that examine how foreign direct investment can be used as a tool to influence policy
makers in the host country: see for example Bhagwati et al. (1987) and Blonigen and Figlio (1998).



nomic policies, and can be viewed as a further benefit of commitment in addition to the ones
highlighted by that literature.

The paper is organized as follows. In section 2, I consider a two-country model to make a
number of key points about the anti-lobbying gains from international agreements. In section 3,
I extend the model to a three-country setting, in order to examine the role of non-discriminatory

rules. Section 4 concludes.

2. A Simple Two-Country Model

I start by considering a simple two-country model. As a running example I will often consider
a trade application where governments choose tariffs, but the model is more general and can
be applied to other policy areas as well, such as investment policies, environmental policies or
immigration policies.

I consider two separable and mirror-image sectors, one where the Home government chooses
a policy and the Foreign government is passive, and another one where the roles are reversed.
In a trade application where countries choose tariffs, the Home government would choose a
tariff in one sector, and the Foreign government would choose a tariff in the other sector.

Given this simple structure, I can focus on the sector where Home is policy-active, and let ¢
denote Home’s policy. The Home government can be influenced by two lobbies: a domestic lobby
(h) and a foreign lobby (f). There are two types of cost that a lobby can incur: contributions
to the Home government, which are pure transfers; and rent-seeking expenditures, which are
resource costs.

More specifically, I model the interaction between the government and the lobbies as a Nash
bargain, and I assume that lobby j € {h, f} has to incur a resource cost &’ in order to access
the bargain with the government. I will refer to these costs interchangeably as “rent-seeking
costs” or “access costs.” I also assume that any access cost incurred by the foreign lobby falls
entirely on the Foreign country, so it is not relevant for Home welfare.

I now describe the payoffs of the Home government and the two lobbies. The payoff of lobby
j € {h, f}, which I denote L7, has three components: the gross payoff from policy ¢, which I
denote I17(t), the contributions paid to the government, denoted C?, and the rent-seeking cost.

I assume:

L =T0(t) - A¢ =Cl j=hf



where A7 is a dummy that is equal to one if the lobby j seeks access to the government, and
zero otherwise.

I assume that I1"(¢) is increasing in ¢, while I1/(¢) is decreasing in t. Thus the domestic
lobby and the foreign lobby have opposing policy interests.’

The Home government’s payoff has also three components: gross welfare, which I denote

Wh(t), total contributions from lobbies, denoted C, and the domestic rent-seeking cost:
G" =a (W"(t)— A"") + C,

where the parameter o captures the welfare-mindedness of the government, in the same spirit
as Grossman and Helpman (1994). Note the implicit assumption that the deadweight loss
associated with the foreign lobby’s rent-seeking activity falls on the foreign country, thus the
Home government does not care about &

The Foreign government’s payoff is denoted G = W/ (t) — A7¢/. T assume that W"(t) has
an interior maximum at #*,'° while W/(t) is decreasing in t. It should be kept in mind that
the notation above refers to a single sector, and there is a mirror-image sector where roles are
reversed.

The timing of the game is as follows. In the first stage, each lobby chooses whether to incur
the access cost. In the second stage, the lobbies that have done so engage in Nash bargaining
with the government. For simplicity I assume that the government has no bargaining power,
and if both lobbies participate in the bargain they have symmetric power.!! In case both lobbies
participate in the bargain, I allow them to compensate each other with side transfers. 1 will

focus on the subgame perfect equilibria of this game.

9 Assuming that the domestic and foreign lobbies have opposing policy interests is reasonable in settings
where the policy changes the balance of competition between domestic and foreign producers. This is the case,
for example, if domestic importers and foreign exporters of a given good attempt to influence the choice of
Home’s import barriers. It is not difficult to think of settings where the interests of domestic and foreign lobbies
are aligned, but even in this case the main qualitative results of the paper would hold.

10The unilateral welfare-maximizing tariff t* may reflect classic terms-of-trade gains from protection, or
new-trade-theory motives such as profit-shifting or firm-delocation gains.

UTf the government had positive bargining power the results would change in a fairly obvious direction: the
larger the government’s bargaining power, the less lobbies can gain from the bargain, and hence the lower the
incentives of lobbies to incur the access cost. This would decrease, other things equal, the anti-lobbying gains
from international agreements, but would not affect the key insights of the paper.



2.1. Non-cooperative equilibrium

I start by considering the non-cooperative scenario. Let us proceed by backward induction and

examine the four possible subgames:

1. Suppose only the domestic lobby incurs the access cost (A" = 1, A/ = 0). The policy

that results from the bargain in this case is
th = arg max [aW"(t) + 11" (1)] .

Note that, in a trade model a’ la Grossman and Helpman (1995), ¢, would be the analog of the
“trade war” tariff, which incorporates terms-of-trade and domestic-lobbying considerations.
Let us write the joint surplus for this bargain, which is the difference between the maximum

attainable joint payoff and the joint disagreement payoft:
Sp = (aW"(ty) + 1" (ty)) — (@W"(t*) + 1" (t")) .

Note that the disagreement policy is ", the unilateral welfare-maximizing policy: this is the
policy that the Home government would choose in the absence of any lobbying.

We can now derive the equilibrium payoffs for the two lobbies in this subgame. The domestic
lobby gets its disagreement payoff I1"(¢*) plus the full bargaining surplus S, (given that the
government has no bargaining power), net of the access cost ¢", while the foreign lobby simply

gets the profits associated with the policy t:

Lh — Hh(tw>+5h_£h
L' = 1(t,)

2. If both lobbies incur the access cost and bargain with the government (A" = A/ = 1),
the resulting policy is
thy = argmax [aW"(t) + TI"(t) + I/ (1)] .

It is easy to show that ¢,y < ¢, because I1/ is decreasing in ¢, so the participation of the foreign
lobby in the bargain pushes down the level of . On the other hand, ¢;; may be higher or lower

than tv.12

2Tn a specific-factor trade model where ¢ is interpreted as a tariff, ¢, would be higher (lower) than t* if the

h
relative domestic supply z—f is large (small) relative to the country’s terms-of-trade power. To see this, note



The joint surplus in this case is
Shf = (OéWh(thf) + Hh<thf) + Hf(thf)) — (Oth(tw) + Hh(tw) + Hf(tw)) .

Given that the lobbies have equal bargaining power, the equilibrium payoffs for the lobbies in

this subgame are:
h hipwy L h
L" = II"(t )+§Shf—§
1
L= W)+ 5t ¢/
3. If only the foreign lobby incurs the access cost (A" = 0, A/ = 1), the resulting policy is
ty = arg max [aW"(t) + I/ (1)] .

Note that ¢y < t*, since the foreign lobby prefers lower levels of ¢t and hence pushes ¢ below
the level that the Home government would choose absent any lobbying. In this case the joint
surplus is:

Sy = (aW"(ty) + I (ty)) — (@W"(t¥) + I/ (t*)) ,

therefore the equilibrium payoffs for the lobbies in this subgame are:

L" = T'(ty)
L' = )+ 8, —¢

4. If neither lobby seeks access (A" = A = 0), of course there is no bargain and the policy

outcome is tv.

We are now ready to back up and examine the equilibrium access decisions by the lobbies.
These are simply the Nash equilibria of the game summarized by the following payoff matrix
(where each entry indicates the payoffs of the lobbies (L L7) for the corresponding access

decisions):

that the tariff is the wedge between domestic and foreign price (p” = p/ +t), and the derivative of the profit

function is the supply function (%}j = y/(p)). Next notice that t,; > tv if dgth + % > 0 for all ¢. We can

it A dat" d I dp* ., dif dif  dp* dp* . eyt _dp*
thus write <= = <5 -%F =y"(1 + ), while 5= = G- - TG = y/ - Tt follows that t;y > t* if o> 1+j§:
. h _dp*
for all t. And conversely, t5y < t* if Z—f < H_;}% for all ¢.

10



Al =0 Al =1
Al =0 I (¢v), T/ (t*) " (ty), T (t*) + S; — &
Al =1 Hh(tw) + Sp — fh, Hf(th) Hh(tw) + %Shf — Sh, Hf(tw) + %Shf — ff

From inspection of the above matrix, it follows immediately that:

(i) A" = 1,Af = 1 is an equilibrium if ¢" < 1S, + II"(t*) — II"(¢;) and ¢ < 3Shs +
I/ (1) — 11 (1)

(if) A" =0, A7 = 1 is an equilibrium if ¢" > 18, + II*(¢*) — II"(¢;) and & < S;

(i) A" =1, A7 =0 is an equilibrium if £" < S, and & > 1S, + I (#*) — I/ (¢,)

(iv) A" =0, AY = 0 is an equilibrium if ¢" > S}, and ¢/ > S;.

11

The above equilibrium conditions are intuitive in one respect but non-trivial in another
respect. The intuitive aspect is that a lobby is more likely to engage in rent-seeking if its access
cost is lower. So, for example, the outcome where the domestic lobby participates and the
foreign lobby stays out is an equilibrium if ¢ is lower than a certain threshold and ¢/ is higher
than a certain threshold. The non-trivial aspect is that there may be multiple equilibria, and
a pure-strategy equilibrium may fail to exist, as one can easily verify.

The possibility of multiple or non-existent equilibria is perhaps interesting, but in this
paper I am interested in studying whether and how international commitments can lead to
a reduction in rent-seeking activities relative to the non-cooperative equilibrium, so for this
purpose it is natural to focus on the parameter region where there is a unique equilibrium in
which both lobbies engage in rent-seeking (A" = A/ = 1). The following proposition (which is
straightforward to prove) characterizes such parameter region, letting & = min{ 1Sy, +11"(t*)—
1(t;), S} and & = min{1S,, + I (£°) — T (1), Sy }+

~h ~
Proposition 1. If " < ¢ and & < ff, in the absence of international agreements there is

a unique equilibrium of the rent-seeking game, in which both lobbies engage in rent-seeking

(Ah = AT =1).

As mentioned above, in what follows I will assume that the conditions stated in Proposition
1 are satisfied (fh < %h and ¢/ < Ef), because this case highlights more sharply the potential
anti-lobbying effects of international commitments.

In light of the analysis above, the key mechanism through which an international commit-

ment can discourage rent-seeking can already be anticipated. The key point is that a policy

11



commitment may reduce the available joint surplus for the government and the lobbies. For
example, an exact policy commitment removes policy discretion and hence shrinks the available
surplus to zero, thus neither lobby will engage in rent-seeking in equilibrium (A" = A/ = 0).
If, on the other hand, policy discretion is reduced but not eliminated, the available surplus will
be correspondingly reduced but not eliminated, thus there may still be wasteful lobbying in
equilibrium.

Next I dig deeper into the effects of international commitments.

2.2. Exact Policy Commitments

The natural starting point is to consider the most rigid type of rule, namely one that specifies an
exact policy level, say ¢4 = t. This kind of rule is not very frequent in real-world international
agreements, but it is an important benchmark to consider. Clearly, this type of agreement
removes all policy discretion, and hence it shuts down any ex-post lobbying.

To examine the welfare gain from an exact policy commitment, I first define a benchmark
notion: the “traditional” welfare gain from an agreement is the increase in global welfare
generated by that agreement relative to the noncooperative equilibrium when rent-seeking costs
are zero. Given &/ = ¢" = 0, in the noncooperative equilibrium both lobbies engage in rent-
seeking and the resulting tariff is ¢, thus the traditional welfare gain from an agreement ¢ = ¢
is W(t) — W(tny), where W (t) = Wh(t) + W/(¢).

We can now write down the total welfare gain generated by an agreement t* = f in the
presence of positive rent-seeking costs. Recall that I am focusing on the case where &" < éh
and ¢ < %f, thus in the noncooperative equilibrium both lobbies engage in rent-seeking and
the resulting tariff is still #;;. It follows that the total welfare gain from an agreement t* = ¢
is given by W(f) — W(tns) + " + ¢/, because such agreement eliminates all the rent-seeking

waste that occurs in the noncooperative equilibrium. Thus I can state:

~h ~
Proposition 2. Assume " < € and &/ < ff, so that both lobbies engage in rent seeking in
the noncooperative equlibrium. Then an agreement of the type t* = { provides “anti-lobbying”

gains of " + ¢/ in addition to the traditional welfare gains.

The anti-lobbying gains highlighted by Proposition 2 can be decomposed into “anti-domestic-
lobbying” gains — captured by ¢" — and “anti-foreign-lobbying” gains — captured by &/. One

12



reason why this distinction is important, as discussed in the Introduction, is that the poten-
tial for foreign lobbying generates a type of international externality that is novel and distinct
from the “direct” international policy externality: by eliciting wasteful rent-seeking by foreign
groups, the presence of policy discretion itself generates a negative international externality.!
This in turn suggests that realizing the anti-foreign-lobbying gains requires some kind of inter-
national agreement, because a government does not fully internalize the gains from reducing
policy discretion. This contrasts with the anti-domestic-lobbying gains, which can at least in
principle be achieved through a unilateral commitment.

This is a good juncture to discuss the relationship between the anti-foreign-lobbying gains
highlighted here and the argument made by some authors, for example Gawande et al. (2006),
that the presence of foreign lobbying may improve the efficiency of non-cooperative policies,
and hence may reduce the welfare gains from international agreements. This argument can
easily be understood within my model, by focusing on the case where there are no rent-seeking
costs (&" = ¢ = 0) . To make it concrete, consider a trade application where ¢ is a tariff; it
will become clear that the same logic applies whenever the domestic lobby pushes the policy in
a direction that hurts the foreign lobby as well as foreign welfare.

In the absence of foreign lobbying, the non-cooperative tariff (denoted ¢;,) maximizes aW"(¢)+
I1"(t). Note that t; is higher than the global-welfare-maximizing level, for two reasons: first,
the government does not take into account the negative international externality from the tariff
(W7 is decreasing in t), and second, the domestic lobby pushes for a higher tariff (IT" is in-
creasing in t). In the presence of foreign lobbying, on the other hand, the non-cooperative tariff
(denoted t;,;) maximizes aW"(t) + I1"(¢) + I1/(t). Since foreign profits I1/(t) are decreasing in
t, it follows that ¢, < t;, thus introducing foreign lobbying pushes down the non-cooperative
tariff and hence increases global welfare, unless the impact of foreign lobbying is so strong that
t is pushed to a much lower level than the efficient one.'

The above argument suggests that foreign lobbying tends to reduce the inefficiency of non-
cooperative policies. Clearly, foreign lobbying may affect also the policies selected by an inter-

national agreement. The nature of this effect will depend on how the agreement is endogenously

13But note that the foreign-rent-seeking externality is tightly linked to the standard direct policy externality:
clearly, if t had no direct externality on the foreign country, then %Hf (t) = 0 and there would be no reason for
foreign producers to lobby the domestic government.

14Tn a model of trade without market imperfections, the global-welfare maximizing tariff of course is zero,
and foreign lobbying can decrease global welfare only if it leads to a large import subsidy (a very negative ts),
a possibility that is not very realistic.
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determined — which I am not investigating here — but the argument above has a simple implica-
tion: to the extent that it improves the efficiency of non-cooperative policies, foreign lobbying
reduces the potential global-welfare gains from an international agreement, that is the distance
between the welfare level at the non-cooperative equilibrium and the maximum attainable wel-
fare level.

While the above effect of foreign lobbying is present in my model, the model also highlights
a force that goes in the opposite direction: the fact that foreign lobbying generates rent-seeking
waste tends to increase the welfare gains from international agreements. If foreign lobbying is
not feasible, the potential anti-lobbying gain from an international agreement in my model is
just &", while in the presence of foreign lobbying the potential anti-lobbying gain is &" + &7,
The net effect can go either way, and it is possible that foreign lobbying increases the maximum

potential welfare gains from an international agreement.

2.3. Policy Caps

In this section I consider a less rigid type of international rule, namely a bound on the policy t.
This is a rule that allows one-sided policy discretion. Since in the present setting an increase
in ¢ exerts a negative international externality, I will consider policy caps of the kind ¢ < ¢.
Real-world examples of policy caps are tariff ceilings for trade agreements, or emission caps
for environmental agreements. If an increase in ¢ exerted a positive international externality
instead, we would consider a lower bound for ¢, and the analysis would be qualitatively similar;
an example of a lower policy bound might be a minimum product standard or a minimum
environmental tax.

I will consider a policy cap t that is binding. Recall the assumption that £" < Sh and
¢ < %f, so that in the noncooperative equilibrium both lobbies engage in rent-seeking and the
resulting policy is ¢,s. For the policy cap to be binding, it has to be strictly lower than the
noncooperative policy level, so I consider a cap t < .

Intuitively, an agreement in the form of a policy cap may forego some or all of the anti-
lobbying gains, because it does not completely remove policy discretion and thus it may not shut
down wasteful ex-post lobbying. But the analysis will reveal further and subtle implications of
policy caps.

Let us revisit the rent-seeking game under the policy cap. First note that, in case of

disagreement at the bargaining stage, the government will choose the policy that maximizes
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welfare subject to the constraint ¢ < ¢, and since the unconstrained welfare-optimal policy is
t*, it follows that the disagreement policy is t; = min{t",t}.

Going by backward induction, let us re-examine the four subgames:

1. If only the domestic lobby participates in the bargain (A" = 1, A7 = 0), the agreed-upon
policy maximizes aW"(t) + I1"(¢) subject to ¢t < £. The cap is clearly binding, so the resulting

policy is t and the joint surplus is:
Sy = [aW"(#) + I"(#)] — [aW"(tg) + 1TI"(ta)] -
The equilibrium payoffs for the lobbies in this subgame are therefore:

L' = T(ty) + Su(t) — &"
L' = 1(1)

2. If both lobbies engage (A" = A/ = 1), the agreed-upon policy maximizes aW"(t) +
I1"(t) 4 1/ (t) subject to t < . Since { < ¢ the policy cap is binding, thus the resulting policy

is again t. The joint surplus from the bargain in this case is:

Snp = [aW" () + TI"(F) + T (D] — [aW"(t) + " (t4) + T (t4)]
The equilibrium payoffs for the lobbies in this subgame are:
L" = 1Mta) + %Shf(f) -¢&
LT = T (tg) + %Shf@ —¢f

3. If only the foreign lobby pays the access cost (A" = 0, A7 = 1), the agreed-upon policy
maximizes aW"(t) + I1/(¢) subject to ¢t < . Recall that the unconstrained optimum in this
case is by definition ¢; = arg max,[aW"(¢) + I/ (¢)], thus the agreed-upon policy is min{Z, ¢},

and the joint surplus is:

St = [aW"(min{Z, ¢;}) + I (min{Z, ¢, })] — [aW"(ta) + I (ta)] |

As a consequence, the equilibrium payoffs for the lobbies are:

L" = M"(min{Z t;})
L = TW(ts) +Sp— ¢’
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4. If A" = Af =0, there is no bargain and the policy outcome is tg4.

The payoff matrix is thus the following:

Al =0 Al =1
Ah =0 Hh(td), Hf<td) Hh(min{f, tf}), Hf(td) + Sf — ff
Al =1 [ 1I"(ty) + Sp — €, (&) | I"(ta) + $Shy — &', T (tg) + 15 — &/

It is important to observe that the imposition of a policy cap changes the lobby participation
game in two ways relative to the noncooperative scenario. First, it reduces the joint surplus for
the government and the lobbies that choose to participate in the bargain, although it may not
reduce it to zero. Second, it may change the disagreement policy: if ¢ < t*, the disagreement
policy is lowered from t* to t.

Next note that, if the policy cap becomes the new disagreement policy (¢ < t*), this wipes
out the joint surplus available when the domestic lobby participates in the bargain. To see this
recall from the analysis above that, if the domestic lobby is in the bargain, the cap is binding.
This in turn implies that, if the policy cap is the disagreement policy, then S, = 0. On the
other hand, if the foreign lobby is the only one participating in the bargain, the joint surplus
Sy may be positive.

With these observations in hand, I can now characterize the equilibrium of the full game
and evaluate the anti-lobbying effects of the policy cap. We need to distinguish between two

cases:
Case A: the policy cap does not affect the disagreement policy (t > t*).

In this case, the disagreement policy remains t; = t* and the agreed-upon policy is min{t,¢;} =
ts, so the payoff matrix above is qualitatively similar as the one in the non-cooperative scenario,
except that the joint surplus terms (S, S, and Sys) are uniformly lower. Also note that the
joint surplus is strictly positive regardless of which lobbies participate. Thus, if the lobbying
costs €/ and ¢" are below some threshold levels, the unique equilibrium is for both lobbies to
engage in rent-seeking. In this case, the use of a policy cap generates no anti-lobbying gains.
More generally, the policy cap weakly reduces the number of active lobbies relative to the

non-cooperative scenario. I can thus state:

Proposition 3. Suppose t > t“, so that the policy cap does not affect the disagreement

policy. Then the policy cap weakly reduces the equilibrium rent-seeking waste relative to the
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non-cooperative equilibrium, but it foregoes all anti-lobbying gains if ¢ and £" are below some

threshold levels.

Case B: the policy cap becomes the new disagreement policy (t < t*).

Recall from the previous section that, when only the foreign lobby participates in the bar-
gain, the policy level is pushed below the welfare-maximizing level (t; < ¢*). If the policy cap
is so low that ¢ < t;, then in all subgames the cap is binding and ¢ is the disagreement policy,
so the joint surplus is zero in all subgames, and hence the unique equilibrium is A" = A/ = 0.
This is not a very interesting case: the policy cap is so low that the discretion it leaves is
irrelevant, so it is equivalent to an exact policy commitment ¢ = ¢. I will thus ignore this case
in what follows, and focus on the case ty <t < t*.

If t; <t <t the policy cap may have a surprising effect: if the rent-secking costs ¢/ and
¢" are sufficiently small, the policy cap kills any pure-strategy equilibrium of the rent-seeking
game, and only a mixed-strategy equilibrium survives. To see this, suppose ¢/ and &" are
infinitesimally small. In this case, A" = A/ = 0 cannot be an equilibrium, because the foreign
lobby can profitably deviate and seek access. Also the outcome A" = 0, A7 = 1 cannot be an
equilibrium: given that the foreign lobby participates in the bargain and pushes t below the
cap, the domestic lobby wants to enter the fray and prevent this from happening. Further,
A" =1, A7 =1 cannot be an equilibrium: if both lobbies are in the bargain the policy is at the
cap, but the foreign lobby can profitably deviate by getting out of the fray, because it will save
the rent-seeking cost and the policy will still be at the cap. Finally, A" = 1, A = 0 cannot be
an equilibrium: if only the domestic lobby is in the bargain, the policy is at the cap, and the
foreign lobby will want to enter in order to push ¢ down.

Intuitively, the simple reason for the non-existence of pure-strategy equilibria is the follow-
ing: the foreign lobby has incentive to engage in rent-seeking only if the domestic lobby does
not, because only in this case it can convince the government to lower the policy below the
cap t; and the domestic lobby has incentive to participate only if the foreign lobby does too,
because in this case it wants to prevent the policy from being lowered below ¢. At a basic level,
what kills pure-strategy equilibria is a key asymmetry: given the opposite policy interests of
the two lobbies, the policy cap is binding for the domestic lobby but not for the foreign lobby.

In this case, there is only a mixed-strategy equilibrium in which each lobby pays the access
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cost with some probability.'® In expectation, then, the policy cap will reduce the rent-seeking
waste relative to the non-cooperative scenario, but will not eliminate it.

The following proposition summarizes:

Proposition 4. Suppose t; <t < t“, so that the policy cap becomes the disagreement policy
(but is not so low that it is equivalent to an exact policy commitment). Then, if ¢ and " are
sufficiently small, there exists only a mixed strategy equilibrium of the rent-seeking game. In
this case, the expected rent-seeking waste is lower than in the non-cooperative scenario, but

strictly positive.

It is worth noting that the result of Proposition 4 extends beyond the simple model I consider
here, and applies more generally to the effect of a policy cap when there is countervailing
lobbying. For example, it would apply also to a model of tariff-setting where there is no foreign
lobbying but there is countervailing lobbying between final-good producers and intermediate-
good producers about the tariff choice.

Before moving on, it is worth highlighting the contrast between the point I am making here
and the point made by Maggi and Rodriguez-Clare (2007) regarding tariff caps. When applied
to the case of tariff caps, the present model highlights a shortcoming of this type of rule, namely
that it may invite wasteful ex-post lobbying. In contrast, Maggi and Rodriguez-Clare (2007)
highlight an advantage of tariff caps: by inviting ex-post lobbying, a tariff cap in a given sector
induces the lobby to pay monetary contributions to the government ex-post, thus reducing the
net returns from investment in that sector, and hence reducing the ex-ante misallocation of
resources. These results should be seen as complementary. Taken together, they suggest that
policy discretion can have opposite effects on the resource misallocations caused by lobbying,
depending on how it affects the lobbying activity: to the extent that it induces lobbies to
make monetary payments to the government and hence lowers returns to lobbying, it is a good
thing; to the extent that it induces lobbies to engage in wasteful activities, it is a bad thing.
The relative importance of wasteful activities versus pure transfers in the lobbying process is a

fascinating empirical question in its own right.

151t is a well-known result that a mixed-strategy Nash equilibrium always exists in a game of this type.
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3. The anti-lobbying effects of non-discrimination rules

In this section I consider another salient type of international rule that is present in many
existing international agreements: a non-discrimination rule. This is a rule that prohibits
a country from discriminating across foreign partners. This kind of rule is meaningful in any
policy area where policies are by nature bilateral, and therefore can be applied in discriminatory
ways, for example trade policies, investment policies, product regulations or migration policies.

To examine the effects of nondiscrimination rules on equilibrium rent-seeking activities, 1
now modify the model and consider a simple three-country setting. I will argue that a simple
non-discrimination rule can reduce or even eliminate the rent-seeking waste caused by foreign
lobbying.

Consider a world comprised of the home country and two symmetric foreign countries. For
each foreign country k € {a, b}, the home government can choose a bilateral policy t*. This
could be for example a bilateral tariff, or a bilateral investment tax, or a bilateral immigration
barrier. I define a non-discriminatory policy as one that satisfies t* = t* = t.

The two foreign lobbies face the same access cost £/. To simplify the analysis and focus
sharply on the key points, I assume in this section that the domestic lobby has zero cost of
access: ¢" = 0. Under this assumption, it is a dominant strategy for the domestic lobby
to participate in the bargain with the government, so I can take a shortcut and fix A" = 1
throughout the analysis, and focus on the access decisions by the foreign lobbies.

I continue to assume that the bargaining power is shared evenly by the lobbies that partic-
ipate in the bargain.

The home country’s gross welfare function is now denoted W"(t%,°), the gross profit func-
tion for the domestic lobby is II"(¢?,t°), and the gross profit function of foreign lobby k is
I1%(t* t=*), where the index —k indicates the foreign lobby other than k. Note that, given the
assumed symmetry of foreign lobbies, I1%(¢,t) = TI°(¢,t). With a slight abuse of notation, I will
denote II(¢,¢) the foreign lobbies’ common profit function given a symmetric policy ¢.

I assume that: (i) the domestic lobby’s profit I1" is increasing in each t*; (ii) foreign lobby
k’s profit IT* is decreasing in t* and increasing in ¢~*; and (iii) a uniform increase in ¢ hurts each
foreign lobby: %H(t, t) < 0. As a concrete example, in a trade application where the policies
t* are tariffs, the domestic lobby is the group of import-competing producers and the foreign

lobbies are the groups of foreign exporters, the meaning of these assumptions would be that
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import-competing producers prefer higher tariffs on both foreign countries, exporters from each
foreign country prefer a lower tariff on their own products but a higher tariff on exporters from
the other country, and exporters from each country dislike uniform tariff increases.

I am now ready to launch into the analysis. I will first characterize the noncooperative
equilibrium, and then examine the effects of a nondiscrimination (ND) rule that imposes the

constraint ¢t = t* = ¢ on the home country’s policies.

3.1. Non-cooperative equilibrium

Let us examine the rent-seeking game in the noncooperative scenario. Given the assumption
¢" = 0, so that we can set A" = 1 throughout, we have a symmetric game between the two
foreign lobbies. Let us proceed by backward induction and examine the four possible subgames.

In what follows, the subscripts of the policy ¢ indicate the foreign lobbies that participate
in the bargain, while the supercript of ¢ indicates the foreign country that the policy applies
to, and I use no superscript when the policy is non-discriminatory; thus, for example, t° is the
policy that applies to foreign country b when only foreign lobby a is in the bargain, t,, is the

symmetric policy that emerges when both lobbies are in the bargain, and so on.

Focus first on the subgame where both foreign lobbies are in the bargain (A% =1, A* = 1).
Given that the foreign lobbies are symmetric, the agreed-upon policies are symmetric and
given by

tay = arg max Qup(t, 1),

where Qg (t,t) = aW"(t,t) +11"(¢,t) + 2I1(¢, t) is the joint payoff of the government and all the
lobbies.

Noting that the disagreement policy is the (symmetric) unilateral welfare-maximizing policy,

which I denote t*, the joint surplus for the bargainers can be written as:

Sab = Qab(taba tab) - Qab(twv tw)a
The equilibrium payoffs for the foreign lobbies in this subgame are therefore:

1
L* = LY =TI(t",t") + 3 = ¢’

Next focus on the subgame where only foreign country a participates in the bargain (A“ =1,A"= O) .

Note that, since foreign lobbies are symmetric, the subgame (A“ =0,A" = 1) will be analogous.

20



The agreed-upon policies in this case are

(t%, %) = arg max Qa(t, 1),

a’”a

where Q,(t%,t°) = aW"(t2, %) + I1" (¢, t°) + 11%(¢%, #°) is the joint payoff of the bargainers.

Now the joint surplus is

S = Qu(t%,1°) — Qu (£, 1Y),

and the equilibrium payoffs for the foreign lobbies are:

1
L* = H(t“’,t“’)+§Sa—§f
Lb = T2, ¢).

a’”a

Finally focus on the subgame in which no foreign lobby participates in the bargain (A“ =0,A" = 0) .

The agreed-upon policy in this case is symmetric and given by:
to = arg max Qo(t,t),

where Qo(t,t) = aW"h(t,t) + I1"(t,t) is the joint payoff of the government and the domestic
lobby.

The equilibrium payoffs for the foreign lobbies in this subgame are:

L* = L" = (to, to)

Having derived the subgame equilibrium payoffs for the foreign lobbies, I can now move

backwards and examine their equilibrium access decisions.

The first question is: under what conditions is it an equilibrium for both foreign lobbies to
access the bargain (A% =1, A* =1)?

This requires that a foreign lobby have no incentive to deviate and step out given that the
other foreign lobby participates in the bargain. I will write down this condition only for lobby

a, since the condition for foreign lobby b is equivalent (given symmetry):
f w 4w 1 afga 4b of
&< TI(t ,t)—l—gsab—ﬂ(b,tb)zg.
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Intuitively, this no-stepping-out condition is satisfied if the access cost &/ is sufficiently low.

The next question is: under what conditions is it an equilibrium for a single foreign lobby
to access the bargain? Let us consider the possible equilibrium (A* = 1, A® = 0); by symmetry,
the condition for (4% = 0, A’ = 1) to be an equilibrium is equivalent.

This requires that (i) lobby b have no incentive to step in, which in turn requires: T1°(¢2, t) >
(v, tv) + %Sab — ¢/, and (ii) lobby a have no incentive to step out, which in turn requires:
(Y, #*)+3S8,—¢& > I(to, o). It is then direct to verify that the condition for (4% = 1, A® = 0)
to be an equilibrium is:

&<, (3.1)

where &/ = II(t", ¢*) 4+ 1S, — I(to, to) and %f has been defined above (note that TI%(¢¢, t}) =
I1°(#°, t) by symmetry). Intuitively, the equilibrium can entail rent-seeking by a single foreign
lobby only if the access cost lies in some intermediate range, because if the access cost is very
low both lobbies will want to step in, and if the access cost is very high neither lobby will
want to do it. Note that the interval (é’f, E‘f) may be empty, which is the case if 1.5, — %Sab <
T (to, to) — TTO(2, 25).

Finally, under what conditions is it an equilibrium for both foreign lobbies to stay out
(A* =0, A’ = 0)? Clearly this is the case if

1 _
¢ > T, 1) + 55~ T(to, o) = &

Notice that the equilibrium number of foreign lobbies that participate in the bargain is
unique, and in particular, it is equal to two if & < éf, one if é’f <& < Ef, and zero if &/ > Ef.

Thus the total rent-seeking waste in equilibrium, which I denote RS7, is given by

2! it ¢f <&
RS =¢ o gt ¢ < < ¢!
0o if ¢ >¢
Also note that the equilibrium rent-seeking waste is non-monotonic in &7: it is initially increas-
ing; then it jumps down when &' crosses the first threshold éf, because the number of active
foreign lobbies drops from two to one; then it starts increasing again; and finally it jumps down
to zero as &/ crosses the second threshold Ef, because the number of active lobbies drops to

zero. (Again, notice that the interval (é‘f, Ef ) may be empty.) Figure 1 illustrates.
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Figure 1
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3.2. Impact of the non-discrimination rule

Let us now revisit the rent-seeking game under the ND rule, which imposes the constraint
t* = b,

First note that, in the absence of lobbying the ND rule is not binding, because the foreign
countries are symmetric, so the unilateral welfare-maximizing policy is symmetric: t¢ = t* = %,
Therefore the ND rule does not change the disagreement policy. However, the ND rule will

impose a binding constraint on the bargain when only one foreign lobby participates.

Consider first the subgame where both foreign lobbies participate in the bargain (A% = A’ =
1). In this case the ND rule is not binding, given symmetry between the foreign lobbies, so
the outcome is exactly the same as in the absence of the ND rule: the agreed-upon symmetric
policy is t4, the joint surplus is Sy, and the equilibrium payoffs for the foreign lobbies are
Lt = LP =TI(t",t*) + 1S — &

Next consider the subgame where only foreign lobby a participates (A% = 1, A® = 0). Since

foreign lobbies are symmetric, the subgame (A“ =0,A" = 1) will be analogous.
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The agreed-upon (nondiscriminatory) policy in this case is:

thNP = arg max Qu(t, 1)

where Q,(t,t) = aW"(t,t) +11"(¢,t) + 11%(t, t) is the joint payoff of the parties at the bargaining
table; this is the same as in the absence of the ND rule except that the policy is constrained to

be nondiscriminatory. The joint surplus in this case is

SIP = (P XP) — u(r” 1)
and the equilibrium payoffs for the foreign lobbies are:
1
L — Ha(tw’tw) + §SCJLVD _ é‘f
Finally consider the subgame where neither foreign lobby participates in the bargain (A% =

0, A’ = 0). Clearly the outcome of this bargain is not affected by the ND rule, so the agreed-
upon policy is ¢y and the equilibrium payoffs for the foreign lobbies are L* = Lb = TI(t, to).

With the subgame equilibrium payoffs in hand, I can now move backwards and examine the

equilibrium access decisions of the foreign lobbies under the ND rule.

As above, let us start by asking under what conditions it is an equilibrium for both foreign
lobbies to access the bargain (A% = 1, A” = 1). This requires that a foreign lobby have no

incentive to deviate and exit the bargain, which in turn requires:
1 N
& < I 47) 4+ 28w — (P 27) = &

Next, when is it an equilibrium for lobby a to participate and lobby b to stay out (A® =
1,A®> = 0)? This is the case if: (i) lobby b has no incentive to step in, which requires:
PP tNP) > (¢, ¢) + 55w — ¢/, and (ii) lobby @ has no incentive to step out, which
requires: II(#%,#%) + $SNP — ¢/ > Tl(ty, ). Thus the condition for (4% = 1, A’ = 0) to be an

equilibrium, and by symmetry also for (A* = 0, A’ = 1) to be an equilibrium, is
~ 1 1 _
Evp = TUE",#) + 30 — TP 827) < & < T, 1) + 5507 — M(to.to) = ENp

Note that the interval (E{VD, E{VD) may be empty, which is the case if SN — 25, < II(to, to) —

(N, £3P).
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Finally, the condition for (A% = 0, A* = 0) to be an equilibrium is

1 _
&> T 1) + 550 () =

Note that, just as in the noncooperative scenario, number of foreign lobbies that engage in
rent-seeking in equilibrium is unique: it is equal to two if & < éfv p, one if é{v p <& < E{VD,

and zero if £/ > E{V p- Thus the equilibrium rent-seeking waste under the ND rule is:

26/ it &<y
RSkp = ¢oif %{VD <¢ < g{vp
o it ¢>¢&,

Next I argue that imposing the ND rule decreases both access-cost thresholds relative to the
non-cooperative equilibrium (g\, p < éf and E{V p < Ef), thus it reduces (weakly) the number of
foreign lobbies that engage in rent-seeking.

This follows from two observations. First, it can be shown that ITI°(tYP tND) > T1°(¢e, ¢8):
in words, the ND rule increases the payoff of a foreign lobby that stays out when the other
foreign lobby participates.!® This implies immediately that g\, p < é’f. And second, note that
SND < S,, because imposing the ND constraint lowers the available surplus when only one
foreign lobby is in the bargain, and hence S{V p < Ef.

We can conclude that the ND rule weakly reduces the number of foreign lobbies that incur
the access cost, and hence the total rent-secking waste, for any given &/. Furthermore, the
reduction in the waste is strict for a range of ¢/, Figure 2 visualizes this point, by contrasting
the RSY (&) function with the RS/(¢f) function. The figure focuses on the case in which
éf < E{v p, but it is also possible that ff > E{V b, in which case imposing the ND rule may cause
the number of active foreign lobbies to drop from two to zero.

Another way to describe the impact of the ND rule on the equilibrium rent-seeking waste
is to think of &/ as a parameter that is ex-ante uncertain. In this case it is straightforward to
show that, for any ex-ante distribution of ¢/, imposing the ND rule decreases the equilibrium

rent-seeking waste RS/ in a first-order stochastic sense. I can thus state:

16To see this, note that in the absence of the ND rule, if only lobby a participates the agreed-upon policies
maximize aW"(tq,ty) + (¢4, tp) + 11 (¢4, t). Clearly, this leads to t¢ < 2. In the presence of the ND rule,
the agreed-upon tariffs maximize the same objective, but under the constraint t, = ¢;. Given that the objective
function is concave in t, and t,, imposing the equality constraint leads to a higher ¢, and a lower t;, and as a
consequence I1° increases.
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Figure 2

Proposition 5. Relative to the non-cooperative equilibrium, imposing the ND rule weakly
reduces the number of foreign lobbies that engage in rent-seeking in equilibrium for any &/, and
the reduction is strict for a range of ¢/. Thus, for any ex-ante distribution of &', imposing the

ND rule decreases the equilibrium rent-seeking waste in a first-order stochastic sense.

The broad intuition for this result is that the ND rule injects a free-rider problem in the
strategic interaction between the foreign lobbies, and more specifically, it modifies the rent-
seeking game in two ways: first, it increases the payoff of a lobby that stays out of the fray
when the other one engages in rent-seeking, and this increases the incentive to deviate from an
equilibrium where both foreign lobbies participate in the bargain; and second, it reduces the
available surplus when only one foreign lobby is in the bargain, and this decreases the incentive

of that lobby to stay in the bargain.!”

1"The logic of this result is reminiscent of the well-known free-rider problem in trade negotiations caused by
the MFN rule, but there are some differences. First, in the present context free-riding occurs in the process of
ex-post lobbying, not in the process of negotiating the international agreement, so free-riding is not necessarily
a “problem”. Second, the nature of the free-riding issue is somewhat different. The free-riding issue caused by
the MFN rule in trade negotiations occurs because a country that participates in the bargain must make trade
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The final observation is that, while imposing the ND rule reduces wasteful rent-seeking,
there is no guarantee that it increases global welfare, and the reason is that it may worsen the
policy outcome relative to the non-cooperative scenario. This is because, as argued in section
2.2, foreign lobbying tends to push non-cooperative policies closer to their efficient levels. Thus,
to the extent that the ND rule induces one or both of the foreign lobbies to disengage, it may
lead to a worse policy outcome.

To make this point clear, consider the case in which the ND rule leads to a drop in the number
of active foreign lobbies from two to zero. In this case, under the ND rule the policy is symmetric
and maximizes aWW" + II". This policy is higher than the global-welfare-maximizing level,
because (i) the government does not take into account the negative international externality
from the policy on W and W, and (ii) the domestic lobby pushes for a higher level of ¢. In
the absence of the ND rule, on the other hand, both foreign lobbies are active, so the policy is
symmetric and maximizes aWW" + I1"* + 1% + T1°. Since foreign profits (II* 4 I1°) are decreasing
in t, it follows that removing the ND rule pushes down the level of ¢, and hence increases global
welfare, provided the reduction in ¢ does not go too far.

The above observation points to an interesting tradeoff between the anti-foreign-lobbying
effects of an ND rule and its possible adverse effects on the equilibrium policy level. It is
worth highlighting, however, that the beneficial effect of foreign lobbying on the policy outcome
depends on the assumption that Home’s policy affects foreign lobbies and foreign welfare in the
same direction. But it is not hard to think of policy domains where this is not the case. For
example, a tax on direct investment from a foreign country may hurt producer lobbies in that
country, but it may increase welfare in that country by inducing those producers to invest more

locally (if for example there are local agglomeration externalities).

4. Conclusion

In this paper I have argued that an important potential benefit of international agreements
is to reduce wasteful rent-seeking activities through a reduction in policy discretion. This
suggests that in future work attempting to quantify the gains from international agreements, it

would be desirable to take their anti-lobbying effects into account. In the area of international

concessions, while a country that stays out does not. Here the lobby that participates in the bargain may get a
higher payoff than the lobby that stays out: to see this, suppose t'? > ¢*; then the participating lobby gets a
side transfer for accepting an increase in ¢ relative to the disagreement policy t*, so it gets a higher payoff than
the non-participating lobby.
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trade, for example, this could conceivably lead to larger estimates of the gains from trade
liberalization than the relatively small numbers that the literature has found so far (see e.g.
Arkolakis, Costinot and Rodriguez-Clare, 2012). And while my theory applies in a natural way
to trade agreements, its logic is more general and applies to a variety of domains of international
cooperation.

To examine the anti-lobbying effects of international agreements, I developed a simple model
in which domestic and foreign interest groups can influence policy decisions by incurring real
resource costs. Another key ingredient of the model is that domestic and foreign groups have
opposite policy interests, thus giving rise to countervailing lobbying. One of the reasons the
distinction between domestic and foreign lobbying is important is that the potential for foreign
lobbying generates an international externality which is distinct from the standard “direct”
international policy externalities: by inviting wasteful rent-seeking by foreign lobbies, the pres-
ence of policy discretion itself generates a negative international externality. This in turn sug-
gests that achieving the anti-foreign-lobbying gains requires an international agreement, since
the domestic government does not fully internalize the gains from reducing policy discretion.
This contrasts with the anti-domestic-lobbying gains, which can in principle be realized by a
unilateral commitment.

I focused on three salient types of international rules: exact policy commitments, policy
bounds and non-discrimination rules. An exact policy commitment is a natural benchmark
and has straightforward implications: since it completely removes policy discretion, this type
of rule shuts down ex-post lobbying and hence eliminates all rent-seeking waste. Policy bounds
have more subtle effects, because they may invite ex-post lobbying and therefore may forego
part or all of the potential anti-lobbying gains. An interesting implication of policy bounds
is that they may lead to mixed-strategy equilibria of the rent-seeking game. I then exam-
ined non-discrimination rules in the context of a three-country extension of the model, and
argued that this type of rule can reduce rent-seeking by foreign lobbies, by injecting a free-rider
problem in the strategic interaction between these lobbies. Under some conditions a simple
non-discrimination rule can achieve all the potential anti-foreign-lobbying gains from an inter-
national agreement.

The model presented above is just a first step toward a more complete theory of the anti-
lobbying effects of international agreements. One important limitation of the model is that

international rules are taken as exogenous. While this approach is useful to examine the impacts
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of various types of international rules on equilibrium rent-seeking activities, it leaves open
some important questions. First, to what extent do governments have incentives to commit to
international rules in the first place? One issue, for example, is that governments may not want
to give up much discretion ex-ante if they can use such discretion to extract rents from lobbies
ex-post (for example in the form of contributions). Second, to the extent that governments do
have incentives to make ex-ante commitments, could they do so through unilateral commitments
(e.g. constitutional rules), or would an international agreement be needed? And in the latter
case, what specific rules will the agreement specify?

Furthermore, a meaningful analysis of the endogenous design of international rules would
need to consider also the benefits of policy discretion, which I have not considered in the basic
model above. For example, the model stacks the deck in favor of exact policy commitments
and against policy bounds, since it abstracts from the flexibility advantages that policy bounds
may have in the presence of uncertainty (Horn, Maggi and Staiger, 2010; Mueller, 2019).

There is another question that arises when considering the endogenous determination of
international rules: lobbies may engage in rent-seeking not only to influence ex-post policy
choices, but also to influence the ex-ante agreement. Is it possible that such ex-ante rent
seeking activities might offset the anti-lobbying gains that I highlighted above? It would be
interesting to examine this question formally, but at the intuitive level I would argue that,
while some wasteful rent-seeking should be expected at the agreement negotiation stage, the
magnitude of ex-post rent-seeking waste is likely to be higher, because ex-ante lobbying occurs
once and for all, while ex-post lobbying occurs repeatedly over a long period of time after the
agreement is signed. In other words, the ex-post rent-seeking costs in my model should be
interpreted as the present discounted value of rent-seeking costs over a potentially long period
of time. If one is willing to assume that the ex-post rent-seeking waste is larger than the ex-ante
rent-seeking waste, the net anti-lobbying gains from an agreement will still be positive.

As T already mentioned, the model can be applied to a variety of policy areas, but additional
insights could be gained by imposing more structure and focusing on a specific policy area.
Consider for example the case of international trade agreements. In a trade application of the
model, one could allow for a broader set of policy instruments beyond tariffs, such as export
instruments and production subsidies. In this case a tariff agreement may have limited success in
reducing rent-seeking waste, because special interest groups may focus their lobbying efforts on

policies that are not covered by the agreement, thus a question that arises is: how comprehensive
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does an international agreement have to be in order to realize significant anti-lobbying gains?

Finally, extending the model to allow for heterogeneous firms and firm-level lobbying would
open it up to further fascinating questions. For example, suppose that engaging in rent-seeking
makes a firm less productive, because the firm diverts resources away from investment and
innovative activities. Then rent-seeking activities would affect trade not only indirectly, as
they lead to more import protection, but would also have a direct negative impact on a firm’s
export performance. And as a consequence, a trade agreement would affect the volume of trade
not only through the traditional channel of lowering trade barriers, but also through a new

channel, because reducing rent-seeking would lead to higher firm productivity.

30



5. References

Arkolakis, C., A. Costinot and A. Rodriguez-Clare (2012), “New Trade Models, Same Old
Gains?” American Economic Review, 102(1), 94-130

Bagwell, K. and R.W. Staiger (1999), “An Economic Theory of GATT,” American Economic
Review, 89(1), 215-248

Bhagwati, J.N. (1982), “Directly Unproductive, Profit-seeking (DUP) Activities,” Journal
of Political Economy, vol. 90(5), 988-1002.

Bhagwati, J. N., R.A. Brecher, E. Dinopoulos and T.N. Srinivasan (1987), “Quid Pro Quo
Foreign Investment and Welfare: A Political-Economy-Theoretic Model,” Journal of Develop-
ment Economics, vol. 27(1-2), 127-38.

Bhagwati, J.N. and T.N. Srinivasan (1982), “The welfare consequences of directly-unproductive
profit-seeking (DUP) lobbying activities: Price versus quantity distortions,” Journal of Inter-
national Economics, Volume 13(1-2), 33-44.

Blanchard, E. (2010), “Reevaluating the Role of Trade Agreements: Does Investment Glob-
alization Make the WTO Obsolete?” Journal of International Economics, 82(1)

Blonigen, B. and D.N. Figlio (1998), “Voting for Protection: Does Direct Foreign Investment
Influence Legislator Behavior?”, The American Economic Review, Vol. 88 (4), pp. 1002-1014.

Gawande, K., P. Krishna and M.J. Robbins (2006), “Foreign Lobbies and U.S. Trade Policy,”
The Review of Economics and Statistics, vol. 88(3), pages 563-571

Gawande, K., W. Maloney and G. Montes-Rojas (2009), “Foreign Informational Lobbying
Can Enhance Tourism: Evidence from the Caribbean,” Journal of Development Economics, 90,
267-275

Grossman, G. and E. Helpman (1994), “Protection For Sale,” American Economic Review,
Vol. 84, No. 4, pp. 833-850

Grossman, G. and E. Helpman (1995), “Trade wars and trade talks,” Journal of Political
Economy, vol. 103(4), 675-708

Horn, H., G. Maggi and R. Staiger (2010), “Trade Agreements as Endogenously Incomplete
Contracts,” American Economic Review, vol. 100(1), pages 394-419

Krueger, A. O. (1974), “The Political Economy of the Rent-seeking Society,” American
Economic Review 64: 291-303.

Kydland, F. E., and E. C. Prescott (1977), “Rules rather than discretion: The inconsistency

31



of optimal plans,” Journal of Political Economy 85:473-491.

Ludema, R.D., A.M. Mayda, and P. Mishra (2018), “Information and Legislative Bargaining:
The Political Economy of U.S. Tariff Suspensions,” The Review of Economics and Statistics
100:2, 303-318

Magee, S. P., W. Brock and L. Young (1989), Black Hole Tariffs and Endogenous Policy
Theory, Cambridge University Press

Maggi, G. and R. Ossa (2019), “Are Trade Agreements Good For You?”, mimeo.

Maggi, G. and A. Rodriguez-Clare (1998), “The Value of Trade Agreements in the Presence
of Political Pressures,” Journal of Political Economy, Vol. 106, No. 3, pp. 574-601

Maggi, G. and A. Rodriguez-Clare (2007), “A Political-Economy Theory of Trade Agree-
ments,” American Economic Review, Vol. 97, No. 4, pp. 1374-1406

Mitra, D. (2002), “Endogenous Political Organization and the Value of Trade Agreements,”
Journal of International Economics, vol. 57(2), pages 473-485

Mueller, P. (2019), “Afraid of Commitment: Why small countries join flexible trade agree-

” mimeo.

ments,

Ossa, R. (2011) “A New-Trade Theory of GATT-WTO Negotiations”, Journal of Political
Economy, 119(1), 122-152

Ossa, R. (2014), “Trade Wars and Trade Talks with Data,” American Economic Review,
Vol. 104, No. 12, pp. 4104-4146

Staiger, R. and G. Tabellini (1987), “Discretionary Trade Policy and Excessive Protection,”
American Economic Review, 77 (5), pp. 823-37.

Stoyanov, A. (2009), “Trade Policy of a Free Trade Agreement in the Presence of Foreign
Lobbying.” Journal of International Economics 77 (1): 37-49.

Tullock, G. (1967), “The welfare costs of tariffs, monopolies, and theft,” Western Economic
Journal, 5, 224-232

You, H.Y. (2018), “Dynamic Lobbying: Evidence from Foreign Lobbying in the US Congress,’

mimeo.

32



