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1 Introduction

Sunset industries are notoriously more successful at playing the political system for

trade protection and other forms of government support than are sunrise industries.

In many developed countries, declining industries such as textiles, footwear and steel

have lobbied the government repeatedly for voluntary restraint agreements, orderly

market arrangements, minimum price supports, and the like. The governments have

almost always heeded their calls, providing sizable protection and income support

long after conceding their nations' loss of comparative advantage in these activities.

Meanwhile, expanding and profitable industries such as computers and biogenetic

engineering have been much less vocal in demanding political favors. While policies to

promote such industries do exist, they are generally limited to a few small programs

to develop infrastructure and support R&D. On the whole, government trade and

industrial policy in most countries seems to impart a status quo bias to the industrial

structure and to impede a dynamic response to changing market conditions.

The ability of organized special interests to secure protective trade barriers and

other particularistic benefits has been explored in recent work on the political econ-

omy of policy formation by ourselves and others.1 Organized pressure groups can, for

example, offer campaign contributions and other forms of political backing to politi-

cians who have promised supportive policies or are willing to do so. Politicians, for

their part, are keen to be re-elected and may value the financial and other support

from the interest groups even if the inefficient policies they endorse cost them some

votes among the general electorate. But none of this explains why interests in import

or declining industries ought to be more successful in "buying" protection than those

in export or expanding industries. Indeed, Levy (1993) has shown, in an analysis

based on the model in Grossman and Helpman (1994a), that highly productive ex-

port industries ought to be, if anything, more capable of securing favorable trade

'See, for example, Magee et al. (1989), Hillman (1989), Grossman and Helpman (1994a), and

Helpman (1995).
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treatment than otherwise similar, but less productive, import-competing sectors.

Baldwin (1993) has identified an asymmetry between sunrise and sunset indus-

tries that may account for their different fates in the political game. Whereas sunrise

industries are profitable and so are attracting new investments in industry-specific

skills, plant, and equipment, the returns in sunset industries are limited to quasi-rents

to factors unable to leave. Baldwin argues that ongoing entry breeds rent dissipation;

that is, if a profitable and expanding industry were to lobby the government success-

fully for support, the extra rents would be dissipated by even greater entry than

otherwise, until the industry once again earned a normal rate of return. On the other

hand, when the factors trapped in an unprofitable and declining industry undertake

similar political activities, their successes only bring the rate of return closer to or

perhaps up to the normal rate, and so do not attract newcomers wishing to share the

rents.

This is an intriguing argument with some element of truth to it. In particular,

the relative success of sunset industries relative to sunrise industries in the lobbying

game may well have to do with the fact that the latter industries are attracting new

entrants but the former are not. However, as we show below, it is not really the threat

of rent dissipation that foils the potential political ambitions of expanding industries.

An expanding industry will lobby for supportive policies in political equilibrium even

if all participants expect only a normal rate of return at the end of the day, provided

that early and late entrants will share equally in the cost of the political action.

Rather, it is the potential for free riding that is the bugbear for expanding industries

tempted to engage in costly lobbying. If an organized pressure group cannot prevent

latecomers from entering the industry after a lobbying effort has been made and

without contributing for its cost, then the early entrants will find little incentive to

lobby in political equilibrium. This is true regardless of whether the new entrants

dissipate all of the rents from lobbying or not. The prospect for free riding, while

always a problem in collective action (see Olson. 1965), may be less insidious for



declining industries, since none of the potential beneficiaries of a lobbying campaign

will be arriving on the scene after the effort has been paid for.

Our goal in this paper is to clarify the scope and applicability of Baldwin's (1993)

argument. First, we examine equilibrium lobbying with rent dissipation but no free

riding. Then we introduce the potential for free riding, with or without complete rent

dissipation. Finally, we discuss the implications for the structure of protection. We

conclude that in distinguishing between expanding and contracting sectors, Baldwin

has identified a key variable that helps to explain political success and failure.

2 Rent Dissipation

Consider a profitable economic activity in which new investments are to be made.

Let S denote the units of investment, where S may be the number of new firms that

bear the fixed cost of entry into an industry, or the value of new machines installed

in the industry, or the number of individuals who acquire industry-specific skills, or

whatever. The reward to a unit of S is V (S, r), where T indexes the government's

policy support for the industry. The policy variable might reflect, for example, the

rate of tariff protection for an import-competing industry, or the rate of export subsidy

for an exporting industry, or the rate of subsidy per unit of industry output. The

reward V(.,.) is an increasing function of the policy variable, T, and a decreasing

function of the total amount of investment, S. We normalize the policy variable so

that T = 0 indicates an absence of government support.

Let Vo(S ,T) represent the opportunity cost of a unit of S; this is the reward

that investors could earn by deploying their resources elsewhere in the economy.

The opportunity cost 170(• , •) might depend on S and T through general equilibrium

interactions. For example, if S is the number of workers who acquire sector-specific

skills and if the sector in question will be large compared to the rest of the economy,

then Vo(S, 7) might be an increasing function of 5; the more workers who train for the
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expanding activity, the fewer will remain elsewhere in the economy, and the higher

might be the marginal product of those who do remain there. The fact that the

industry is expanding (or "profitable") implies that V(0, 0) > V0(0, 0).

Rent dissipation is reflected in the equilibrium condition V(S,T) = Vo(S,T) and

in the dependence of V on S. That is, if an interest group representing the investors

succeeds in inducing the government to choose 7-- > 0, there will be more entry than

otherwise. This entry will continue until the reward to a unit of investment again

equals the opportunity cost, V,. If V, happens to be independent of S and T, then

rent dissipation will be complete; the reward to the investors will be no higher in an

equilibrium with T > 0 than it would have been with T = 0.

Now consider the following reduced-form representation of the political process.

Suppose the group of investors in the expanding industry forms a special interest

group to engage in political activity or "lobbying." At a cost of C(S, 7-) per unit of

S the group can induce the government to provide the support T. We assume that

C(S, 0) = 0 and that Cr(S,r) > 0 for all S and r.2 We will make some further

assumptions about C(S, 7-) in a moment.3

In this section we do not allow any free riding on the investors' political expen-

ditures. This may be for one of three reasons. First, it may be impossible (or very

costly) for others to make new investments or the originals to make additional in-

vestments after lobbying takes place. Second, once a lobby forms, it may be able to

prevent new entry as well as the expansion of capacity by members of the special

interest group (e.g., using production quotas). Third, it may be that late investors

can be made to share in the cost of any lobbying effort, just as if they had been

2These assumptions apply most readily to a situation of perfect competition, where an absence

of intervention would be socially desirable. Otherwise, we should normalize around whatever policy

the government would choose in the absence of pressure from the special interest group.

3The cost function C(S, r) can be derived from some explicit model of the political economy, such

as that in Grossman and Helpman (1994a). There, the interest group would need to compensate

the politicians for the political cost of deviating from the aggregate-welfare maximizing policy.



around from the beginning. In either case, we assume that all investors pay a share

of C(S,T)S in proportion to the size of their ultimate investment. The lobby seeks

to maximize the net return on investment after lobbying costs.

Will the industry participants, anticipating an equilibrium level of entry and asso-

ciated rent dissipation, lobby the government for policy support? The answer, under

fairly weak conditions, is 'yes'. Take the case where rent dissipation is complete, so

that Vo(S, -7-) equals the constant v0. Define 8*, the equilibrium level of investment

in the absence of government intervention; i.e., V(S*, 0) = vo. Now suppose that

V(S*, 0) > CT(S*, 0), that is, the marginal benefit to the industry of the first bit of

government support exceeds its marginal cost. Suppose too that the net benefit func-

tion VN(S) maxr[V(S, T) — C(S,T)1 is declining in S. This means that, as more

entry occurs, the net benefit declines even after the optimal adjustment in lobbying

effort. Then the equilibrium level of entry SN must exceed 8* and the entrants do

lobby to induce an equilibrium level of support TN > 0.

These claims are evident from inspection of Figure 1. In the figure the downward-

sloping net benefit function is depicted as VV. Note that the net benefit exceeds

v, at S = S*. This follows from the fact that V(S*, 0) = vo, C(S*, 0) = 0, and

V(S*, 0) > Cr(S*, 0). Then the equilibrium is at point E, where VN(SN) = vo.

In the equilibrium, there is "excessive" investment, as the investors anticipate

their ability to lobby the government for support. Were no lobbying to take place, the

return on investment would fall short of the opportunity cost. But, in equilibrium, the

industry's political activities restore a normal rate of return. Evidently, the prospect

of rent dissipation does not eliminate lobbying when free riding is not a problem.

4Since V(S, 7) declines in S, a sufficient condition for VAN/ (S) to be a declining function is

Cs (S,.7) > Vs (S, 7).



3 Free Riding

Now suppose that an initial set of investors cannot prevent others from enjoying the

benefits of their political efforts. In particular, let a first wave of investors enter at

level Si. Upon entry, these investors may organize into an interest group to lobby

the government for support. There is no problem of free riding among them, and

they share the political costs in proportion to their investments. However, once the

lobbying has taken place and the government has committed to support at rate T

there is the opportunity for a second wave of investment, S2. The latecomers pay

an extra cost of 6 per unit of investment to make up for their tardiness. However,

they cannot be forced by the early entrants to contribute to the already-concluded

lobbying effort. Instead, they take a free ride.

Will lobbying take place in an equilibrium in which the early entrants correctly

anticipate the rate of protection they will collectively induce and also the extent of

late entry? We examine this question for the limiting case where the extra cost of

late entry E is positive but arbitrarily close to zero.

Let SiF and S2F be the equilibrium levels of investment at each stage in this setting

with potential free riding. Also, let rp, denote the equilibrium policy. Assuming

that there is some entry in the first stage (otherwise there is no lobbying and hence

no government support for the industry), the net income of early entrants must

equal their opportunity cost. The early entrants anticipate gross earnings per unit

of investment equal to V(SiF S2F TF) and they expect to pay C(SiF, 82F, F) per

unit of investment Sip, as a lobbying cost. Thus,

V (Si ± S2F 'TA C(S1F, S2F,TF)'-= Vo(SiF S2F 'TT') • (1)

Next consider the problem facing the organized interest group that represents the

owners of SlF • The lobby group knows that if it demands a policy T such that

V(SiF, T) — 6 < Vo(S F , 7) then there will be no late entry. Otherwise, late entry

will occur so as to ensure that the per unit return of the late entrants matches their
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opportunity cost; i.e., V(SiF 821 T) — 6 = Vo(SiF ± 82, T). Therefore, the lobby

representing the earlier investors chooses r and (in effect) a non-negative 82 to solve:

max V(SiF ± 82,T) — C(SiF, 82,r).7., S2

subject to

(2)

V (SiF + S2, T) — 6 < V0(S1F ± S2, 7) (3)

with strict equality in (3) whenever 82 > 0. Equilibrium values of early and late

investment and the policy variable are those that solve the maximization (2) subject

to the constraint (3), while also satisfying the free-entry condition (1).

At any equilibrium, the free-entry condition (1) and the lobby's constraint (3)

together imply C (SiF S2F TF) < e. But, since lobbying costs are positive for any

positive intervention, this implies that TF 0 as e 0. Evidently, as the barriers to

late entry disappear, so do the incentives for political action.

The explanation for our result is quite simple. Investors in the expanding industry

realize that they can avoid the cost of lobbying by delaying their entry. When the

penalty for delay is small, all prefer to wait rather than to bear a part of any positive

lobbying cost. The only equilibrium, then, is one where the cost of lobbying is zero.

In such an equilibrium, the group buys no favors from the government.

Note that this result is rather extreme, for it requires early entrants to believe that

late entrants can free ride with probability one. Consider an alternative situation

in which the early entrants organize into a special interest group that lobbies for

protection, and the probability that late entry will occur is smaller than one. This

probability may depend, for example, on how easy it is to imitate a new technology,

or whether the lobby will succeed in convincing a regulator to forbid further entry.

In this case the expected reward of the early entrants equals the opportunity cost

Vo(.). As a result, early entrants lobby for protection, securing an ex-post reward

that exceeds V0(.) whenever late entry does not occur and an ex-post reward that

falls short of V0(.) whenever late entry does occur. The lower the probability of second



stage entry the higher the rate of protection. We see therefore that some protection

of an expanding industry is viable even with € = 0, as long as early entrants are not

entirely sure that free riding will occur.5

4 Discussion

It is no surprise that the potential for free riding can destroy the incentives for col-

lective action. Indeed, beginning with Olson (1965), much of the literature on the

determinants of the structure of protection has focussed on conditions that might

allow an industry to overcome the free-rider problem associated with organized lob-

bying. For example, Olson reasoned that pressure group activity is more likely to

take place when the number of members of the affected group is small, as it would

be in more concentrated industries. Pincus (1975) further argued that geographic

concentration improves an industry's prospects for overcoming free-riding, because it

facilitates coordination and monitoring of political activities.

The message of this paper, inspired by Baldwin (1993), is that sunset industries

may be better placed to overcome the free-rider problem associated with interest-

group politics than sunrise industries. In a sunset activity the potential contributors

are easily identified. They are the owners of factors stuck in the declining sector, such

as industry-specific human capital, machinery and knowledge. Since the industry is

declining, it presumably offers below normal rates of return on new investment. Thus,

there are not likely to be new entrants into the industry who can free ride on the

efforts of those with the sunk investments. In contrast, the potential beneficiaries of

any government largesse directed to a sunrise activity are not so readily enumerated.

They include, of course, the initial participants in the industry, but also those who

will enter later on. Since the industry is expanding, there is incentive for new entry

5Another possibility is that new entrants are heterogeneous and they enter sequentially, with

the most productive entering first. Then too a special interest group of early entrants lobbies for

protection even if it expects late entry to occur.
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even without supportive government policy. Latecomers often will be able to free ride

on any political activities undertaken by those who came before.

This asymmetry in the ability of declining and expanding industries to overcome

the free-rider problem in collective political action may have far reaching implications

for an economy's long-run performance. We have argued elsewhere (Grossman and

Helpman, 1994b) that innovation is the driving force behind of much of economic

growth. But Schumpeter aptly described innovation as a process of "creative de-

struction" in which new entrants destroy profits of earlier entrants. Consider this

process in the light of the political analysis provided above.

One could easily imagine a growth model in which there are some sectors that suc-

ceed in making technological discoveries in every period. This technological progress

would raise profitability in these sectors relative to the rest of the economy, thereby

creating an incipient demand for new investment. But the new investors would find

it difficult to lobby forcefully for supportive government policies, in view of the free-

rider problem associated with ongoing entry. Meanwhile, the owners of sunk capital

in sectors that do not experience rapid technological change would have incentives

to lobby vigorously for government support. By doing so, they could slow the de-

parture of mobile resources and so prevent the rapid decline of their quasi-rents. In

the political equilibrium, government intervention would serve to slow the movement

of resources to the most dynamic sectors of the economy, and to slow the rate of

long-run growth. Alternatively, organized pressure groups in the expanding sectors

might try to lobby the government for both industry support and barriers to entry,

where the latter would protect their members from free riding by latecomers. If they

were successful at this, the profitable sectors would lose their dynamism, as outsiders

would not be able to add to their productivity growth. Again, political intervention

would lead to slower growth.

In short, our analysis predicts faster growth in polities that are more resistant to

special-interest pressures, a prediction that is certainly in keeping with the historical
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evidence presented by Olson (1982) and Baumol (1990). It also points to the critical

importance of political institutions for economic growth.

_

10



4

References

[1] Baldwin, Richard E., 1993, Asymmetric lobbying effects: Why governments pick

losers, Unpublished manuscript.

[2] Baumol, William J., 1990, Entrepreneurship: Productive, unproductive, and

destructive, Journal of Political Economy 98, 893-921.

{3] Grossman, Gene M. and Elhanan Helpman, 1994a, Protection for sale, American

Economic Review 84, 833-850.

[4] Grossman, Gene.IVI. and Elhanan Helpman, 1994b, Endogenous innovation in

the theory of growth, Journal of Economic Perspectives 8, 23-44.

[5] Helpman, Elhanan, 1995, Politics and trade policy, Sackler Institute for Eco-

nomic Studies, Tel Aviv University, Working Paper No. 30-95.

[6] Hillman, Arye L., 1989, The political economy of protection (Harwood, Chur).

[7] Levy, Philip I., 1993, Lobbying and international cooperation in tariff setting,

Unpublished manuscript.

[8] Magee, Stephen P., William A. Brock, and Leslie Young, 1989, Black hole tariffs

and endogenous policy theory (MIT Press, Cambridge, MA).

[9] Olson, Mancur, 1965, The logic of collective action (Harvard University Press,

Cambridge, MA).

[10] Olson, Mancur, 1982, The rise and decline of nations (Yale University Press,

New Haven).

[11] Pincus, Jonathan, 1975, Pressure groups and the pattern of tariffs, Journal of

Political Economy 83, 757-778.

11



A

VN

1

V0

o

A

Figure 1

S* SN

 Ev- S



THP1 FOERDER INSTITUTE FOR ECONOMIC RESEARCH and
TH141 SACKLER INSTITUTE FOR ECONOMIC STUDIES

The Eitan Berglas School of Economics
Tel—Aviv University

List of Recent Working Papers

23-94 Elhanan Helpman
(Foerder) Manuel Trajtenberg

24-94 Michele Piccione
(Sackler) Ariel Rubinstein

25-94 Aba Schwartz
(Foerder)

26-94
(Foerder) Elhanan Helpman

Gene M.Grossman

27-94 Jacob Glazer
(Sackler) Ariel Rubinstein

28-94 Assaf Razin
(Foerder) Efraim Sadka

29-94
(Foerder)

30-94
(Sackler)

31-94
(Foerder)

32-94
(Foerder)

33-94
(Sackler)

Ariel Rubinstein

Oded Hochman
David Pines and
Jacques—Francois
Thisse

Neil Gandal

David T.Coe
Elhanan Helpman
Alexander W.Hoffmaister

Chaim Fershtman

1-95 Robert Becker
(Foerder) Itzhak Zilcha

Copies of the working papers or a complete working paper list of the two Institutes can be
obtained from: Mrs.Stella Padeh, The Foerder Institute for Economic Research, Tel—Aviv
University, Tel—Aviv, 69978 Israel. Fax: 972-3-640-9908. e—mail: foerder@ccsg.tau.acil

A Time to Sow and a Time to Reap: Growth Based
on General Purpose Technologies

On the Interpretation of Decision Problems with
Imperfect Recall

The Dynamics and Interrelations of Series of
Wage and Employment. Evidence from Micro Data

Technology and Trade

The Design of Organizations for Collecting
Information from Conformist Agents

Resisting Migration: Wage Rigidity and
Income Distribution

John Nash: The Master of Economic Modeling

On the Optimal Structure of Local Governments

Sequential Auctions of Cable Television
Licenses: The Israeli Experience

North—South R&D Spillovers

Survival of Small Firms: Guerilla Warfare

Stationary Ramsey Equilibria Under Uncertainty

1



7

2-95
(Foerder)

3-95
(Sackler)

4-95
(Foerder)

5-95
(Foerder)

6-95
(Sadder)

7-95
(Foerder)

8-95
(Foerder)

9-95
(Sackler)

Neil Gandal
Shane Greenstein

Oved Yosha

Yishay Yafeh
Oved Yosha

David M.Frankel

David M.Frankel

Pierfederico
Asdrubali, Bent E.
Sorensen & Oved Yosha

Yoram Weiss

Rebecca Henderson
Adam B.Jaffe
Manuel Trajtenberg

10-95 Daniel M.G.Raff
(Foerder) Manuel Trajtenberg

11-95
(Foerder) Itzhak Zilcha

12-95
(Sackler)

Jean—Marie Viaene

M June Flanders

13-95 Aba Schwartz
(Foerder)

14-95
(Foerder)

15-95
(Sadder)

16-95
(Foerder)

Elhanan Helpman

Assaf Razin
Efraim Sadka

Ami Navon, Oz Shy
& Jacques—Francois
Thisse

Adoptions and Orphans in the Early Microcomputer
Market

Diversification and Competition: Financial
Intermediation in a Large Cournot—Walras Economy

Large Shareholders and Banks: Who Monitors and How

Commitment and Capital Taxation with an Infinite
Horizon

Search with Telephones and Differentiated Products

Channels of Interstate Risksharing: US 1963-1990

Growth and Labor Mobility

Universities as a Source of Commercial Technology:
A Detailed Analysis of University Patenting 1965-1988

Quality—Adjusted Prices for the American Automobile
Industry: 1906-1940

Multiple Uncertainty, Forward—Futures Markets and
International Trade

Plus Ca Change.. .Plus c'est (Presque) La Meme
Chose — A Review of Barry Eichengreen's Golden
Fetters

The Interrelation of the Time Series of Wage and
Employment at the Firm Level, Common Features and
Contrasts -

The Size of Regions

Public Debt in Israel: Policy Lessons

Product Differentiation in the Presence of
Snob and Bandwagon Effects

11



17-95
(Foerder)

18-95
(Sackler)

19-95
(Foerder)

20-95
(Foerder)

21-95
(Sackler)

22-95
(Foerder)

23-95
(Foerder)

Arthur Fishman

Arthur Fishman

Arthur Fishman

David M.Frankel

Ran Spiegler

David M. Frankel

Ariel Rubinstein
Amos Tversky and
Dana Heller

24-95 Zvi Eckstein
(Sackler) Kenneth I.Wolpin

25-95
(Foerder)

26-95
(Foerder)

27-95
(Sackler)

28-95
(Foerder)

29-95
(Foerder)

30-95
(Sackler)

31-95
(Foerder)

Michael Kahneman

Roberto Serrano SE
Oved Yosha

S.Rao Aiyagari
Toth Braun and
Zvi Eckstein

Benjamin Bental
Zvi Eckstein

Eran Yashiv

Elhanan Helpman

Gene M.Grossman
Elhanan Helpman

Imperfectly Informative Equilibria for
Signalling Games

Search with Learning and Price Adjustment
Dynamics

A Theory of Price Inertia

A Pecuniary Reason for Income Mixing

Coordination and Matchmakers

A Simple Model of Creative Bargaining

Naive Strategies in Competitive Games

Estimating the Effect of Labor Market
Discrimination on Black—White Differences
in Wage Offers Using a Search—Matching—
Bargaining Model

A Model of Bargaining Between Delegates

Decentralized Information and the Walrasian
Outcome: A Pairwise Meetings Market with
Private Values

Transaction Services, Inflation and Welfare

A Neoclassical Interpretation of Inflation and
Stabilization in Israel

The Determinants of Equilibrium Unemployment:
Structural Estimation and Simuluation of the
Search and Matching Model

Politics and Trade Policy

Rent Dissipation, Free Riding, and Trade Policy

000

111




