NBER WORKING PAPER SERIES

THE PUBLIC CHOICE CRITIQUE
OF WELFARE ECONOMICS:
AN EXPLORATION

Timothy Besley
Stephen Coate

Working Paper 7083
http://www.nber.org/papers/w7083

NATIONAL BUREAU OF ECONOMIC RESEARCH
1050 Massachusetts Avenue
Cambridge, MA 02138
April 1999

This is a substantially revised version of an earlier paper entitled “Analyzing the Case for Government
Intervention in a Representative Democracy.” For helpful comments on the earlier version we thank Dennis
Epple, Raquel Femandez, Gene Grossman, Steve Levitt, Rohini Pande, Kevin Roberts, Richard Zeckhauser,
and a number of seminar participants. The authors are also grateful to the Suntory and Toyota International
Centres for Economics and Related Disciplines at the LSE for financial support. The views expressed in this
paper are those of the authors and do not reflect those of the National Bureau of Economic Research.

© 1999 by Timothy Besley and Stephen Coate. All rights reserved. Short sections of text, not to exceed

two paragraphs, may be quoted without explicit permission provided that full credit, including © notice,
is given to the source.



The Public Choice Critique of Welfare Economics:
An Exploration

Timothy Besley and Stephen Coate

NBER Working Paper No. 7083

April 1999

JEL No. H11, D60, D72

ABSTRACT

The welfare economic method for analyzing the case for government intervention is often
criticized for ignoring the political determination of policies. While many economists accept the
thrust of this critique, exactly when and how political determination interferes with a welfare
economic analysis is not well understood. This paper explores the logic of the critique in a specific
context, demonstrating how political determination of policy affects the case for government
intervention. We show that one form of intervention is likely to have an impact on others through
the political process. These spillover effects may even provide a justification for interventions that

the welfare economic approach would reject.

Timothy Besiey Stephen Coate
Department of Economics Department of Economics
London School of Economics Cornell University
London WC2A 2AE Ithaca NY 14853

UK. and NBER

t.besley@lse.ac.uk s163@cornell.edu



1 Introduction

In what ways should the government intervene in the economy? Welfaré economics has de-
veloped a,‘powerful method for analyzing this question which has geqerated a set of standard
prescriptions for government intervention. These include the provision of public goods and
the regulation of extemalities and natural monopolies.! Not only are these prmiptions in-
fluential in class-rooms, they have underpinned the views of generations of policy economists.
Its influence notwithstandiﬁg, the welfare economic approach has its critics. Perhaps _the
most important are Buchanan and hisv followers in the public choice ”tradition. They argue
that the approach is flawed because it ignqr&s policy determination via a political process
(see, for example, Buchanan (1962)). Thus, any political ramifications of government in-
tervention are not taken into account. We call this the public choice critique of welfare
€CONOmICs.

Many economists now accept the basic thrust of the critiqug, and it is commonplace
to acknowledge that political determination of policies may enter a caveat for the welfare
economic model.? However, exactly w_hen and how political determination interferes with
a welfare economic analysis is not well understood. Properly accounting for the critique

requires an intervention to be declared worthwhile only if social welfare with policies at their

! These are traditional prescriptions. Considerations of imperfect information provide a significant addi-
tion to the possibilities (see, for example, Greenwald and Stiglitz (1986)).

2 For example, Stiglitz (1994) in discussing the significance of his work with Greenwald, notes that
“the Greenwald-Stiglitz theorems should not primarily be taken as & basis of a prescription for government
intervention. One of the reasons that they do not provide a basis for prescription is that doing so would
require a more detailed and formal model of the government.” (p.32)



politically determined levels exceeds social welfare without the intervention.. Thus the key
problem is to understand how new interventions impact the political equilibrium.

‘To gain a better understa.ndmg of the significance of the public choice critique, this
paper explores its 1mphcatlons in a simple pubhc finance model. The model allows for both
government redistribution and pubhc good provision. In the status quo, we assume that
the government is only able to redistribute income, w1th pubhc good provxsxon left to the
private sector. We then study the desirability of augmenting the government’s capacities by
grvmg it the nght to choose the pubhc good. Thls mvolva predlctmg the levels of the pohcv
instruments that mll be selected in pohtlcal equilibrium before and after mterventxon and
determlmng whether socxal welfare is higher with state provrsmn of the public good.

Our analysrs should be contrasted with prevrous eﬂ'orts to study the unphcat:ons of the
uublic choice critique, such as Buchanan and Vanberg (1988); These have assumed that
the new instrument will be set to please the median voter and (implicitly) that the levels of
exi.sting}polricy instruments rerna.in fixed before and after the prOposed intervention. :We refer
to thrs as the medzan voter approach. to accountmg for the public chorce cntxque Holdmg
other mstruments ﬁxed is analogous to applymg a partial ethbnum assumptron to the
pohtlcal procws so that it is only necessary to consider the determination of the level of
the new instrument. An intervention is then considered to be worthwhile if it raises social
welfare (however measured)rrat the median toter’s preferred level ot the new policy. This
chastens a welfare economic analysis which assumes that the analyst can select any level of

the new policy. Political determination of the new pohcy 1s a constraint on policy choices



that makes intervention less attractive, leading to more conservative policy advice.

The key innovation of our analysis is that we model the determination of all policy
instruments that the government can control after the new form of intervention is allowed.
This allows us to consider the implications of new interventions for the levels of existing policy
instruments. We find that there are conditions under which the median voter approach is
justified. However, outside of these, neither assumption of the median voter approach should
be expected to be valid — the new instrument may be set at non-majoritarian levels and
existing instruments may change. Moreover, the conservative bias suggested by the median
voter approach need not emerge. Intervention in one dimension can be adjudged beneficial
due to its political consequences for other policy instruments.

Determining the political consequences of intervention in our set-up requires a model of
political competition that functions when there is more than one dimension of policy. To
accomplish this as simply as possible, we employ a model that is a hybrid of two existing
approaches. Following Downs (1957), we specify the main actors as two political -parties
that care solely about winning. However, instead of committing to policies, ihe parties
compete by putting up candidates for office. This follows the citizen-candidate approach
due to Osborne and Slivinski (1996) and Besley and Coate (1997a). Choosing a candidate is
a form of commitment, since the winning candidate is assumed to implement their preferred
policy if elected. This theory yields a unique policy prediction that can be computed in
examples.

The remainder of the paper is organized as follows. The next section provides the relevant



background material, briefly outlining the welfare economic approach, ‘the public:choice
critique and the median voter approach. 'Section three outlines the model. ~Section four
investigates political equilibrium with and without intervention and section five discusses
the implications of these results for the case vforA intervention. Section six discusses the
implications of sevefa.l extensions, and section seven concludes.
2 Béckground |

We are concerned with whether the government should intervene in some particular manner..
For example. whether 1t rshould provide a good, such as health insu:ance, to 1tscmzens or
whether it should tax or subsidize some activity. The welfare economic approaph employs
two key concepts. The first is that of society’s utility possibility frontier which describes the
set of utility allocations that can be attained given a particular array Qf policy instruments.
Und:érlying the frontier is a model of; the private economy describing how citizens respond
to different policy choices. The second. concept is that of a social oqien'ng which ranks the
different utility allocations available to society. This ordering is -typica,lly in the form of
a social welt"ate function, although sometimes the pa;_t:ia.l ordering xmphed by the. Pareto
Criterion is used. To evaluate the role of government, the frontier without the instrument
being available to the government (the status quo) is contrasted with what can be attained
when it is used. Intervention of a particular form is then recommended if and only if it

permits the achievement of a socially preferred utility allocation.

Whether a particular intervention is recommended can depend on the assumptions made



about the policy instruments available in the status quo. The traditional (first best) view
assumes t.hat lump-sum taxes and transfers are feasible. Under the conditions of the Second
Fundamental Welfare Theorem, the status quo frontier r%ped’.s only technological feasi-
bility constraints and there is no case for additional government intervention. Relaxing the
conditions of this Theorem generates the clasicvmarket failure argurnents forl government in-
tervention. Modern second best theory diépens& with the assumption of lump-sum taxation,
usually on the gfounds that government does not have sufficient information to implément
such tax schemes. Diamond and Mirrlees (1971) developed' the now standard case where
the government uses linear income and commodit& taxes to finance its activities and make
compensations. Mirrlees (1971) introduced the additional ﬁossibility of non-linear income
taxes. Second best analysis can support interventions thai would not be supported in a first
best world. For example, public provision of private goods may permit greater redistribution
and/or enhance the efficiency of redistributive efforts when lump sum taxes and transfers
are not availabie.

The canonical public choice critique of the welfare economic method is illustratéd m
Public Economics textbooks (see, fof example, Stiglitz (1986) Figure 5.1) using a diagram
such as Figure 1. Suppose that the frontier shifts out when the government has the power't,o
undertake a particular intervention. The welfafe economic method recommends intervention
since any utility allocation that can be achieved without the instrument can be Pareto
dominated. However, if the levels of the policy instruments will be politically determined,

the political process will select which utility allocation from the new and old frontier will be



chosen. We might begin at a point like S in the picture a.nd end up at point' like P‘ a.fter
the mstrument is introduced. This new point is not dommant relatxve to the soc1a1 welfare
contour 1Ilustrated in the dlagram Thus studying the pohtncal process can undermme the
welfare eeonomic case for intervention. Whether we desire intervention in"preetnCe therefore
depends on understa.ndxng the pohtlcal procas ‘V

The conceptual framework underlymg the pubhc choxce cntxque is one m. whxch pohcy

malung is governed by a constitution (see, for exa.mple, Bucha.nan (1987)). In: addxtxon to

speclfymg the process by whxch pohcy decxslons are made, the constltutlon restncts the

set/ form of mterventlons that government may use. Cxtlzens then wlthm the rules of
the constxtutxon to determme pohcy The questnon of whether government should mtervene

in some ma.nner 1s mterpreted as whether the constxtutlon should be a.mended to permlt such

mterventlon The role of normatlve analysis is to advnse on such amendments — recogmzmg

_that the levels of pohcy mstruments will be deterrmned by the pohtrcal process

Whﬂe thlS conceptual fra.mework is artlﬁcla.l it is a useful vehxcle for mamtaxmng a role
for normatlve mqmry about the wonomlc role of government when the poht:cal process is

taken senously From a pohcy a.na.lysls perspectxve such ana.lysxs seems appropnate when

the ana.lyst can mﬂuence only broad dxrectxons of pohcy, mthzjvexact 1mplementatlon left up

to the pohtlcal process For exa.rnple it would seem the appropnate ana.lyt:cal framework

for members of government oommxssrons charged thh recommendmg whether to pnvatxze
state owned enterpnses or mtroduee umversa.l pubhc health msurance

An analysis of government intervention that takes account of the pubhc choxce cntnque



requires a theory of policy determination to predict the equilibrium policy levels. In terms
of Figure 1, the theory must predict the move from S to P. The analyst can then compare
the utility allocations with and without intervention according to the chosen social criterion.
The median voter approach assumes that the level of the new policy instrument will be that
preferréd bs' the median voter and that the new policy instrumeni: will have no impact ;:m the
selection of the status quo instruments. The ﬁmt of these ié familiar and is the cornerstone
of the approach. The second is rarely made explicit. However, the instrument that is being
determined could not reasonably be thought of as the only policy chosen by a @vernment,
even tpough these other instruments are rarely mentioned. Hence, the rationalization is best
thought of as being that these other instruments are being held fixed.

Buchanan and Vanberg’s (1988) analysis of intervention to deal with an externaiity illus-
trates thié mef.ﬁod, Figure 2 ericts the textbook analysis of a ﬁoﬂuting industry. The goéd
is produced at constant cost ¢ and.the market equilibﬁum is Qm units. A welfare economic
approach recommends intervention using a Pigouvian tax z on the é’omds that welfare.
would.be higher if the tax were sét at z*, its surplus maximizing level. However, Buchanan
and \_'anberg argue that intervention should be recommended only if aggregate surplus at
the majority preferred level of the taz is higher than at the market equilibrium. The majority
preferred level depends on the numbers of and intercoﬁnections between 'those citizens who
consume the good, those who are polluted and those who receive any tax revel;ues rmsed
These details determine whether aggregate surplus will bé.higher at the majoﬁty preferred

level of taxation.



3 The Model

3.1 Economic Enyironrhent

There are N citizens and three goods: a private good z, labor £ and a public good g. Citizens
are endowed with ¢ units of labor time and can transforxh this into units of the 15rivat.e
good. There are thréé ability groups; “podr”,' “middle class” and “rich”, with citizens in
abﬂify group 6 € {P, M , R} producing ag units of the private good per unit of iébor, where
agr > Aa,;‘ > ap. To pxioduce one unit' of the pﬁblic good costs ¢ units of the privat.é good.
Citizens have ideﬁtical préferencés over the privaté good and labor supply, but differ in
théif public good preferences. There are HtIWO preference types; low and high, with citizens
of preference type A € {L, H} having utility functions z — $(¢) + b(g, A). The function o{-)
represents the dlsutxhty of labor and t_he function b(-) represents the “willingness to pay” for
the public good. V-Ve assume that ¢(-) is a smooth, .increasing and Strictly convex function
such that ¢’ (0) =0 and ¢ (?) > ag. The function b(-) is assumed to be smooth, increasing
and strictlyv concave in g, and to satisfy b(0,A) = 0. High Eypa have a higher marginal
valuation of Any given level of public goods; i.e., b(g, L) < by(g, H) for all g. We assume
tha.t the marginal vﬂuation of a high type is less than the unit cost of the public good, but
higher than its per capita cost; i.e., ¢ > b;(d, H)>¢/N.
" The number of citizens of type (8, A) will be denoted N} with N} > 0 for all (8, ). We
als§ let Ny denote the total number of type 6 citizens and N* the number of type A citizens.

We will assﬁme throughout that the middle class is the median group, so that Np < N/2



and Ng < N/2. In addition, we suppose that a majority of citizens have low public good

preferences; i.e., Nt > NH.
3.2 Policies

We are interested in comparing two policy regimes (or constitutions) denoted by r € {0,1}.
In Regime O (the status quo), the policy maker chooses only a redistributive instrument. This
is assumed to be a negatiye income tax scheme where the rate of income taxation, denoted
by t, is chosen with the proceeds being redistributed back to citizens m lump—§um fashion.
Such a scheme permits redistribution from higher to lower Aability groups.3 In Regime 1
(state ;mWsion), the policy maker also chooses a level of the public good z. Spending on the
public good must be financed by raising the income tax rate and/or ;educmg the u.niform
transfer. We assume the latter can be negative, which. permits 4the public good to be financed
in a uniform way; i.e., via a head tax. For notational simplicity, we suppose that the policy
maker chooses (¢, z) in gither régime, but in the status quo is subject to t.hé constitutional
constraint that 2 = 0. | |

The policy pair (t, z) is chosen at the beginning of tfxe period, anticipating market behav-
jor. Given the policy pair (¢, z), a citizen of ability type 8 will choose to earn ihcome y(t, agj
where y(t, a) = argmax{(1 — t)y — ¢(y/a)}. Government revenue will then be Ntg(t) — cz:
where F(t) denotes mean earnings at the tax rate ¢, and each individual will receive a transfer

ty(t) —cz/N . Private provision of the public good is determined via a voluntary contributior

3 We follow the literature in supposing that the constitution requires that t € [0, 1]. which prevents the
scheme being used to redistribute towards higher ability groups.



game in which each citizen simultaneously chooses an amount of public good to purchase.
Under our assumption that the marginal valuation of a high type is less than the unit cost
of the public good, the market will provide none of the public good irrespective of the level

provided by the government. Thus, a citizen of type (8, A) will enjoy a utility level of
tg(t) — cz/N + (1 — t)y(t, a0) — &(y(t, as)/ce) + b(2, ).

Letting v(t,8) = (1 - t)y(t, ag) + ﬂj(t) — d(y(t,as)/as) and m(z,A) = b(z,A) — cz/N, we may
write this more succinctly as v(t, 8) +m(z, ).

Let ¢*(6) denote the preferred tax rate of a citizen with ability type 6; that is, t°(0) =
afg nié.x{v(t, 8) 1t € [0, 1]}. It is clear that the rich do not desire any redistribution; i.e.,
t"(R) = Oyand‘ th;t the ‘poor prefer a higher level of redistribution than do the middle class,
ie., t“(P) > t*(M). We will assume that the middle class desire some redistribution (ie.,
t‘(j\:/I) ) > 0) which réquirw that their income be below the mean at ¢ = 0. We let 2°(})
denoté the prefen‘edrpublic goods level of a citizen with public good prefefenéé ); that is.

z*()) = argmaxm(z, A). Our assumptions imply that z*(L) < z*(H).
3.3 Policy determination
There are two political parties, A and B which compete by selecting candidates to run for

office.! The parties care only about winning; i.e., ’t.hal‘:‘ their candldate is elected. To be

4 We assume candidate competition rather than the usual policy competition because the former is much
more tractable. With candidate competition, parties are effectively restricted to selecting policy platforms
which are the optimal choice for some type of citizens. This makes strategy sets finite which guarantees
existence of equilibrium and makes computing equilibrium in applications relatively straightforward. Sub-
stantively, we believe that both the candidate and policy competition models capture some essence of the -

10



concrete, we suppose that each party receives a payoff of +1 if its candidate is elected and a
* payoff of —1 otherwise. Candidates are citizens and are characterized by their types (6, ).
No ez ante policy commitments are possible so that, if elected, a candidate of type (8. )
chooses his preferred policy vector in Regime r € {0,1}. This is denoted by (t"(6),z"(A)).
Given our assumptions, t°(8) = t'(6) = t*(6), 2°()) = 0 and 2'()) = 2°(}).

»Citizens vote for the candidate who delivers their preferred policy outcome. Thus,
in Regime r, if the parties select candidates of types (64,A4) and (65, Ag) respectively. a
citizen of type (8, A) will vote for Party A's candidate if his utility under the policy package
(t'(BA)A, z7(\4)) is larger than that under (t"(8g), z"(Ag)). We assume that indifferent voters
vote randomly with Qqual probability for each party. Voting decisions depend upon ;he
policies that elected representatives can choose. Thus, candidates’ public goodl preferences
become relevant with state intervention, and can induce citizéns to vote different_ly than when
redistribution is the only policy being chosen. This observation is key to understanding the
political consequences of new in£erventions. |

Let 77((64, A4), (05, A5)) denote the probability that Party A’s candidate wins when the
two parties select candidates of types (64, A4) and (65, Ap) in Regime r. This probability will
be 1 if Party A’s candidate attracts more votes than Party B’s; % if the two candidat‘&s tie;
and 0 otherwise. Since in the status quo, a candidate’s public good preference is irrelevant
for voters’ decisions, no confusiop arises from writing 7%(84,08) = 7°((64, A4), (858, A8))-

Each party decides what type of candidate to put forward. A (pure) strategy for Party

nature of political competition and hence that the choice between them may legitimately be made on the
grounds of tractability.

11



J € {A,B} is denoted by (BJ,AJ) Party A's expected payoff from the strategy pair
((0,.,,\4) (95, AB)) in Regune ris 21r’( ) 1, whrle Party B’s expected payoffls 1- 21r'( ) A
mixed strategy for Party Je {A B } is denoted by o, with 0;(0 A) denotmg the probablhty
that Party J selects a candrdate of type (0 A) An eq'uzlzbnum in Regune risa pmr of |
mixed strategxes (a’A,og) such that each party is maxrrmzmg its expected payoﬁ' glven the
strategy of the other party. An ethbnum (crA, 03) isa pure strategy ethbrrum if there
exlsts ((OA 4) (GB,AB)) such that aJ(OJ,AJ) 1 for J € {A B} and a mxxed strategy
ethbrmm otherwrse ‘.

It is well-known from a vast hterature that wrth two pohcy dxmensrous 1t is unhkely that
there Wlll be one ca.ndxdate tha.t beats all others pairwise — a so-called Condorcet winner. In |
that sxtuatxon, we can have cycles where, for every candrda.te type a party can put forward
there is another candldate type that the opposrtlon can use to defeat it. Thrs is when the
mxxed strategres come mto play Moreover, since ea.ch party has only a ﬁmte set of strategxes
we can be sure that mlxed strategy equrhhna e:nst Usmg a standard mterpretatron due
to Harsanyx these ethbna can be rnterpreted as the hnut of pure strategy ethbna ina
game of mcomplete m.formatxon, where there is a small amount of uncertamty about each
party s pohcv preference |

Any equlhbnum (aA,aB) in Regrme T glves rise to a probabxhty drstnbutxon over the
avarlable pohcxes We wrll use p to denote a genenc probabxhty dlstnbutlon over pohcres

and wrll denote the probablhty drstrxbutxon over pohcres in Regxme T assocxated with the

8 See Myerson (1991) pages 129-33 for a dxscusmon of thxs

12



equilibrium (04,08) by p"(04,08). Using this notation, the expected utility of a citizen of
type (6, ) in Regime r when the equilibrium is (0 4,0 5) can be written as V'(p"(04,08); 6, ,\),‘
where

V(06,3 = S [o(t,0) + m(z, o(t, 2).
(t.2)

We use a general property of the class of games that we are studying (so-called tournament
games) due to Laffond, Laslier and Le Breton (1993). They show that with a finite set
of alternatives and no ties between any distinct pair of alternatives, the eqniilibrium of a
tournament game like ours is symmetric. and unique. In our application, mhng out ties in
Regimé 1 is not restrictive and, hence we can work with the assurance that our equilibrium
has these properties. In Regime 0, ties arise naturally Because voters are indifferent between
candidate types (6,2) and (6, X'). Néﬁethel&ss, the Laﬁond, Laslier and Le Breton result
implies that any equilibrium has both parties choosing the same probability distribution
over the policy reieva.nt éhmacteristic 6. Accordingly, in either regime, there is a unique

equilibrium probability distribution over policy outcomes.
4 Political Equilibrium in the Two Regimes

To assess the desirability of state provision of the public good while respecting the public
choice critique has two steps. First, we characterize the probability distributions over policy
outcomes in each regime - p° and p'. Then, we assess whether social welfare at the utility
allocation {V(p*;6, )} exceeds that at the utility allocation {V(p°%6,A)}. Restricting at-

tention to comparison of the utility allocations generated in political equilibrium is the key

13



restriction since the political consequences of intervention are anticipated and accounted for

in the calculation. This section deals with the first step.
4.1 Political Equilibrium in the Status Quo

In this model, the status quo is extremely simple since voters care solely about a candidate’s
redxstnbutive preference. The usual logxc then 1mphes that both partxes select middle class

candxdates to appeal to the median voter. Thus we have: -

Proposition 1 In the statu.s quo, polztzcal equzhbnum involves both part:es selectmg mzddle 7
class candidates and the policy outcome is (t*(M),0).

12 Political Equilibrium with State Provision
We do not provide an exhaustive éha:ecteiigetiqn of political ethbnum under_etete provi-
sion. To do so, even for this simple model, would result in a much too long 5 pa:per, Instead,
we proceed in two stages. First, we‘identjify conditions umiei wiiich political ethbnum
wii:ii state provision is tliet predicted by the median»votel"’approeeh.‘ Seeqnd, we focus ou
two examples where political equilibrium witli state provieiozi' 1s rgtiier diﬂ'erent 'V and has
interesting mphcatlons for the welfa.re a.na.lysxs | “ i \ |
The propertxes of pohtlca.l ethbnum thh state provxsxon depend upon “how diﬂ'erent
groups of voters weigh up redistributive concerns against public good preferences. For ex-
ample; a poor candidate who prefers a low level of the public good may be forced to choose
between (P, H) and (M, L) candidates. Which he prefers depends upon whether the loss
from not having his preferred level of redistribution is greater or less than the loss frpui not
having his preferred level of public good. This can be approached in-general as follows. Let

14



§25 denote the gain to a citizen with public good preferences ) from getting his/her preferred
level of the public good and let A} denote the gain to a citizen of ability type 8 from getting
his preferred level of taxation rather than that which would be chosen by an ability type
6’5 Then, the type (P, L) citizen prefers the (P, H) candidate to the (M, L) candidate if
AF > Q.

This reasoning can be used to consider who will win a race between any pair of candidates.
Suppose, for example, that the race is between a middle class candidate with a low public
good preference and a rich candidate with a high public good preference. Clearly, the middle
class candidate will receive the support of type (M, L) and (P, L) citizens, while the rich
candidate will receive the support of type (R, H) citizens. Citizens of type (M, H) will vote
for the rich candidate if and only if Qy > A¥. Similarly, citizens of type (P, H) will vote
for the rich candidate if and only if Qf > AL — A}, and citizens of type (R, L) vote for the
rich candidate if A%, > ;. The electoral outcome thus depends on the numbers of each
type and on the relative magnitudes of the 2, and A} terms.

Some structure on how different types of citizens will vote is provided by the following

useful result.

Lemma 1 (i) AR — AL > AY, (i) AR~ AR > AY. and (i4i) A > AY.

Properties (i) and (ii) tell us that a poor citizen's gain from a middle class candidate rather

than a rich candidate exceeds that of a middle class citizen and that a rich citizen’s gain from

8 Thus Q; = m(z°(L), L) — m(z*(H),L), Qg = m(z*(H),H) - m(z*(L). H) and A}, = v(t*(6).6) -
w(t(8), 6).

15



a middle class candidate rather than a poor candidate exceeds that of a middle class citizen.
These properties follow from the convexity of the disutility of labor function. Property
(iii) tells us that a rich citizen’s gain from a rich candidate rather than a middle class
candidate exceeds a middle class citizen's gain from a middle class candidate rather than
a rich candidate. It reflects the fact that redistribution entails deadweight loss and the

assumption that the rich are a minority.

4.2.1 When is the Median Voter Approach Valid?

The median voter approach assumes that the level of the new policy instrument will be
that preferred by the median voter and that the new policy instrument will have no impact
on the selection of the status quo instruments. Thus, it will be valid when the equilibrium
probability distribution selects (¢* (M) . z* (L)) which will occur if and only if each party puts
forward a type (M.L) candidate. Such candidates are politically attractive — they defeat
type (P,L). (R,L) and (M, H) candidates. However, the critical issue is whether they also
defeat candidates of types (P, H) and (R, H). If they do, then a type (M, L) candidate is a
Condorcet winner in the set of candidate types and will be selected by both parties.

There are two conditions under which this will occur. The first is that in races be-
tween middle class and non-middle class candidates, differences in candidates’ public good
preferences are less important to minority voters than are differences in their redistributive
preferences. Technically, this amounts to the assumption that 24 < min{AY¥,A}l}. In

this case, poor and middle class citizens with high public good preferences will not desert
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an (M, L) candidate in favor of a (R, H) candidate. Since the (M, L) candidate is already
receiving the support of poor and middle class citizens with low public good preferences, he
must defeat a (R, H) candidate. Similarly, rich and middle class citizens with high public
good preferences will not desert an (M, L) candidate in favor of a (P, H) candidate, which

ensures the former wins.

Proposition 2 Suppose that Qy < min{AM,AM}. Then, with state provision, political
equilibrium involves both parties selecting middle class candidates with low public good pref-
erences and the policy outcome is (t*(M), 2*(L)).

The second condition for the median voter approach to be valid is that, in races between
middle class and non-middle class candidates, differences in candidates’ public good pref-
erences are more important to majority voters than are differences in their redistributive
preferences. Technically, this amounts to the assumption that Q;, > min{Af,A%}. Under
this condition, rich citizens with low public good preferences will support an (M, L) candi-
date against a (R, H) candidate. Since the (M, L) candidate is already receiving the support
of poor and middle class citizens with low public good preferences, he must defeat a (R, H)
candidate. Similarly, poor citizens with low public good preferences will support an (M, L)

candidate against a (P, H) candidate which ensures the former wins.

Proposition 3 Suppose that U, > min{A%, Af}. Then, with state provision. political
equilibrium involves both parties selecting middle class candidates with low public good pref-
erences and the policy outcome is (t*(M), z*(L)).

4.2.2 Departures from the Median Voter Approach

Departures from the median voter approach occur when non-middle class candidates with
high public good preferences can beat middle class candidates with the majority public
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good preference. This requires some asymmetry between the different types of voters. More
precisely, it must be the case that for some types of voters, differences in candidates’ public
good preferences are less important than are differences in their redistributive preferences
while for others they are more important. We now focus on two cases where such asymmetries

arise.

An Intense Minority For this example, we suppose that citizens with high public good
preferences vote according to their public good preferences, while those with low public
good preferences vote according to their redistributive preferences. This might be the case
when the public good appeals most strongly to a small but cohesive minority, such as an
ethnic, religious or geographically concentrated group. This group of citizens then become
single issue voters, always voting according to their public good preferences. The formal

assumption underlying this behavior is:

Assumption 1 (i) Qy > max{A& AP} (i1) Q. < min{A5, A¥,A¥}.

When combined with Lemma 1, part (i) implies that citizens with high public good pref-
erences vote their public good preferences, while part (ii) implies that low public good
preferring citizens vote their redistributive preferences.

To see the implications of this asymmetry in voter behavior, consider a race between a
type (M, L) candidate and a (P, H) candidate. Assumption 1 is sufficient to imply that all
of the type H citizens support the (P, H) candidate along with the (P, L) citizens. Thus, if

Ny +NP > NM + NE, the type (M, L) candidate would lose. Similarly, a (R, H) candidate

18



would defeat a (M, L) candidate if Ny + NF > NM + NF. The political equilibrium in this
case is described in the following Proposition:

Proposition 4 Suppose that Assumption 1 is satisfied and that AY < AY. Then, if Ny +
NP > NM+NBR and Ny + N > NM+ N, the political equilibrium with state provision in-
volves both parties choosing candidates of type (M, L), (M, H) and (P, H) with equal probabil-
ity. The resulting probability distribution over policy outcomes selects (t*(M), z*(L)), (t* (M), z*(
and (t*(P), z*(H)) with equal probability.

Thus, the equilibrium mixed strategy is to choose between three different kinds of candi-
dates with equal probability. Neither assumption of the median voter approach is valid. The
minority has a strong influence on policy towards the public good — it gets its preference
two thirds of the time. Perhaps more significantly, the existence of the minorif.y also affects
the redistributive outcome, in this case moving it towards greater redistribution one third of
the time. This is because the minority has to gain favor by banding together with citizens
who have particular redistributive prefereﬁceﬁ in order to defeat a majoritarian candidate.

In this example, the poor gain a redistributive benefit from the intense minority. This
reflects the assumption in the Proposition that AY < A}, which says that the middle
class vote for a poor candidate over a rich candidate when they share the same public
good preferences. If we had assumed instead that AY¥ > AY, then political equilibrium
would involve both parties choosing candidates of type (M,L), (M, H) and (R.H) with

equal probability. Thus, the key determinant of the shift in the redistributive policy is the

redistributive preferences of the middle class.
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A Rightward Leaning Middle Class Suppose now that the preferred tax rate of the
middle class is close to the zero rate preferred by the rich. Accordingly, middle class citizens
vote their public good preferences in races between middle class and rich citizens but their
redistributive preferences in races involving poor candidates. All other classes vote their
redistributive preferences in all races. The asymmetry in this example therefore arises in
races between middle class and rich candidates in which case the middle class votes accord-
ing to their public good preferences, while rich and poor citizens vote according to their
redistributive preferences. |

Formally, the required assumptions are:

Assumption 2 (i) AY¥ < min{Q,Qx}; (i) AM - AY > max{Q,Qx}; (i) AL, >
max{Q, Qy}; () AL — AL > max{Qr, Qx}; (v) AY > max{Q.,Qx4}.

Properties (i) and (ii) imply that the middle class vote their public good preference in
races between rich and middle class candidates and their redistributive preferences in races
involving poor candidates. The remaining properties, when combined with Lemma 1, imply
that poor and rich citizens vote their redistributive preferences. Lemma 1 implies that (iv)
and (v) are perfectly consistent with (i).

Under these assumptions, intervention may cause politiéal influence to switch in favor of
the rich - a rich candidate may be able to tempt sufficient middle class support if he supports
a high level of the public good. In a race against a type (M, L) candidate, a type (R, H)
candidate will receive the votes of all the rich and the middle class citizens with high public

good preferences. Thus, the (R, H) candidate will win if N® + N} > NP + NM. Similarly,
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a type (R, L) candidate will defeat a type (M, H) candidate if N® + NM > N + N}. Poor
candidates will, however, lose to both rich and middle class candidates. Accordingly, if these
conditions hold, then we will have a race dominated by the rich and the middle class as the

following Proposition shows.

Proposition 5 Suppose that Assumption 2 is satisfied. Then, if NR+ N}M > NP + N}
and N® + N}¥ > NP + N¥, the political eguilibrium with state provision involves both
parties choosing candidates of type (M,L), (R,L) and (R, H) with equal probability. The
resulting probability distribution over policy outcomes selects (t*(M),z*(L)), (t*(R), z*(L))
and (t*(R), z*(H)) with equal probability.

Again, neither assumption of the median voter approach is valid. The public goods level
is non-majoritarian with probability 1/3 and the level of the status quo policy changes with
probability 2/3. The reason is that a rich candidate with high public good preferences can
attract middle class voters who share the candidate’s public good preferences. However, the
asymmetry in the gains and losses from redistribution, imply that rich voters remain loyal

to candidates of their own class. Thus the rich reap a political reward from the intervention

and, in the process, a high level of the public good is selected some of the time.”
4.2.3 Summary
To summarize, there are conditions under which political equilibrium with intervention can

justify the median voter approach. Roughly speaking, the median voter approach will be

valid when either differences between citizens on the new policy issue are unimportant rela-

7 While this example considered a rightward leaning middle class, this is purely illustrative. Parallel
results can be obtained for the case where the middle class is leftward leaning in the sense that the desired
tax rate of the middle class is close to that preferred by the poor. This would yield a shift towards the poor’s
preferred level of redistribution together with the possibility of a non-majoritarian level of the public good.
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tive to differences in preferences over existing instruments or when they are of overwhelming
importance. Thus, our model follows common sense in suggesting that allowing the gov-
ernment to construct public lamp posts is unlikely to disturb other policies - the issue is
not divisive enough to split preexisting coalitions. At the other extreme, the decision to
fight a major war should follow the median voter’s preference and should not disturb other
policies — candidates with non-majority position will not be able to attract sufficient voters
to unsettle this.

Outside of these conditions, we should not expect either assumption of the median voter
approach to be valid. Political equilibrium with intervention is likely to produce both non-
majoritarian levels of the new instrument and changes in the status quo instruments with
positive probability. As our two examples reveal, the exact nature of equilibrium policy
cho';c& is sensitive to the precise specification of preferences and the distribution of citizens
across types. Thus, no simple rule of thumb to replace the median voter approach is available.
Nonetheless, as we shall now see, such non-standard political consequences of intervention
are important from the viewpoint of policy analysis, since accounting for them can lead to
very different policy advice than would emerge either from a pure welfare economic analysis

or a welfare political economy analysis using the median voter approach.
5 The Case for Intervention

We now turn to whether social welfare in the state provision regime exceeds that in the

status quo. For concreteness, we work with a specific social welfare function - aggregate
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utility.®  Under this specification, the socially optimal level of income redistribution is zero.
This is because redistribution generates a deadweight loss and, with quasi-linear utility, the
value of a dollar of private consumption is the same to any citizen. Following the usual
Samuelson condition, the welfare economic approach recommends intervention to provide
the public good if the sum of marginal benefits of the good at g = 0 exceeds its marginal
cost; i.e.,, Ta Nabi(0;A) > c.

To see the force of the public choice critique, suppose first that the political equilibrium
with state provision justifies the median voter approach. Since there is no impact of inter-
vention on the level of redistribution, the issue boils down to whether aggregate public good
surplus is positive at the majority preferred level of the public good. If z* (L) > 0 then this
must be true, while if 2* (L) = .0 it is not. Thus, when the median voter approach is valid. in-
tervention is warranted if and only if 2* (L) > 0 or, equivalently, if and only if Nb;(0; L) > c.
Since this condition implies the Samuelson condition, if intervention is warranted under the
median voter approach it is also justified by the welfare economic approach. The converse
will not, however, be true when Nb(0;)) < ¢ < T\ Nab1(0; A). In this case, therefore,
political economy concerns dampen the case for intervention, albeit somewhat marginally.?

In cases where political equilibrium with state provision does not justify the median voter

approach, we have non-majoritarian levels of the public good and shifts in redistribution to

8 That is, 3_(g,5) N3[v(t,0) +m(2, N)].

9 In this case, the worst that can happen is that the welfare economic approach recommends aa in-
tervention that ends up producing zero surplus. If the majority had high public good preferences and if
T\ Nam(z*(H),A) <0, it might end up recommending an intervention that generates negative surplus.
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account for. To be concrete, we focus on the case for intervention in the examples that we
worked out in the last section. We use our first example of an intense minority to show how
political consequences can hurt the case for intervention for reasons beyond those captured
by the median voter approach. Assume that N b,(0; L) > c, so that intervention is desirable
under the median voter approach, but suppose that the level demanded by the minority is
considerably in excess of that demanded by low types so that 3, Nym(z*(H);A\) < 0.

Under the assumptions of Proposition 4, there is a gain from intervention if

3 Nole(t"(P): 6) — v(t*(M);8)] + (23 Nam(z*(H); ) + Y Nam(z*(L); )] > 0.
] A A

The first term is the change in social welfare resulting from the increase in the tax rate from
t*(M) to t*(P), while the second term (in square brackets) is expected public goods surplus.
The first term can be shown to equal f:..((;% t - N -g(t)dt - the negative qf the increase in
the excess burden of the tax resulting from the tax hike. It therefore reflects the social costs
of the possible increase in redistribution. The second term may also be negative because of
the possibility that intervention generates the minority’s preferred level of the public good
which, by hypothesis, generates negative aggregate surplus. If this second term is negative,
then there is clearly no case for intervention. If it is positive, then these expected public good
benefits need to be weighed against the costs of higher redistribution. For our purposes. the
key point to appreciate is how the possibility of changes in other instruments and in non-
majoriterian levels of the new instrument yields a much weaker case for iﬁtervention than

that suggested by the median voter approach.
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Turning now to our second example of a rightward leaning middle class, we show how po-
litical consequences can help the case for intervention. Suppose that the Samuelson condition
is not satisfied (3, Nab1(0; A) < c) so that there is no welfare economic case for intervention.
This implies that the optimal level of the public good is zero for type L citizens and that
5 Nam(z*(H); A) < 0. Allowing intervention to provide the public good can be shown to
be welfare enhancing if

2 M N.FWd > (H) - T Nab(z(H), )
0 re{L.H}
The term on the left hand side is twice the reduction in the excess burden of the tax which
would result from a change from rate t*(M) to t*(R) = 0. The term on the right hand
side is the reduction in aggregate surplus resulting from providing the public good at the
minority’s preferred level. It is perfectly possible for this inequality to be satisfied, in which
case intervention is desirable on the grounds of its beneficial redistributive consequences.

This example shows that accounting for the public choice critique need not dampen the
case for in@ervention relative to a welfare economic approach. This is because the politi-
cal process does not select the socially optimal redistributive policy prior to intervention.
Moreover, it is the political consequences of intervention that provide the justification for
intervention. While state provision of a public good may seem like & rather blunt instrument
for reducing redistributive taxes, it is the only feasible way of doing so given that policy out-
comes are determined via the political process. The reasoning hés a Machiavellian ring to

it. However, it is a consequence of incorporating political economy concerns into the welfare
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economi¢ framework in this way.!°
6 Discussion

We now briefly discuss some extensions of our simple model which further enhance our

understanding of the implications of the public choice critique.

6.1 Multiple Status Quo Policy Instruments

Our model assumes that there is only one status quo policy instrument. This implies that
a Condorcet winner exists in the status quo policy regime. The validity of the median
voter approach then simply boils down to whether, in Regime 1, (M, L) is a Condorcet
winner in the set of candidate types {P, M, R} x {L,H}. This observation generated the
sufficient conditions in Propositions 2 and 3. With muitiple status quo policy instruments,
the existence of a Condorcet winner is less likely in the status quo, suggsting that assessing
the political consequences of intervention might be more challenging. While this is certainly »
true, the conditions under which the median voter approach is valid do generalize.

Thus, consider a genéralization of our model where ¢ is a multi-dimensional vector of
status quo policies and is-.a (possibly) multi-dimensional vector of characteﬁstics. As above,
type @ citizens have pfeferenc&s over the status quo policies v(t,8). Let the set of citizen
preference types over the status quo instruments be denoted ©. For any given probability

distribution over policies p, let p; and p, denote the implied probability distributions over the

10 The particular conclusion that reduced redistribution is good is an artifact of our specification of indi-
vidual and social preferences. One could equally construct examples where interventions are supported for
their political consequences because they increase the level of welfare enhancing redistribution.
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status quo instruments and the public good, respectively. Then, the political consequences
of intervention will be as described by the median voter approach if (i) p}(2*(L)) = 1 and
(ii) p! = p?. The first condition says that the majority preferred level of the public good is
selected with probability one, while the second says that the probability distribution over
the status quo instruments is the same as in Regime 0.

Assume that no Condorcet winner exists in the set of candidate types © in Regime
0.1'  Then, political equilibrium in Regime 0 will involve parties mixing over the set 6f
candidate types © and the public good preferences of the candidates will be irrelevant. For
the median voter approach to be valid, both parties must continue to put forward (with
the same probabilities) candidates with the same type of preferences over the status quo
issues but who have the majority preference on the public good. To see when this will
occur, let 2 C © denote the set of candidate types selected with positive probability in the
status quo equilibrium.’?  Suppose that for all 8 € Q the following condition is true: if 8
defeats 6 € © in the status quo, then (6, L) defeats (¢, H); i.e., 7%(8,6') = 1 implies that
71((9, L), (¢, H)) = 1. Then it is straightforward to show that equilibrium in Regime 1 will
involve both parties mixing (with the same probabilities) over the same type of candidates

as in the status quo, except that these candidates will all be of type L.!®

11 If, in Regime 0, there exists a Condorcet winner 8" in the set of candidate types O, then the median
voter approach is valid if and only if (¢, L) is a Condorcet winner in the set of candidate types © x {L, H}
in Regime 1.

12 The set § can be bounded in a number of ways. For example, it can be shown to be a subset of the
uncovered set. See Laffond, Laslier and Le Breton (1993) for more details.

13 To see this, suppose that Party A is playing according to this strategy and consider the problem faced
by Party B. If Party B always selects type L candidates, then it can do no better than use the same

27



Sufficient conditions for the median voter approach can be obtained by considering the
circumstances under which the above condition will hold. Appropriately generalized, the two
conditions developed in Section four remain sufficient. The first condition is that in races
between candidates of types § € 2 and ¢ € ©/{6}, differences in candidates’ public good
preferences are less important to minority voters than are differences in their preferences over
the status quo issues. Thus, in races between candidates of types (6, L) and (¢, H), type
H citizens will continue to vote as they would have done in the status quo. Accordingly.
70(0,8') = 1 implies that «*((6,L), (¢, H)) = 1. The second condition is that in races
between candidates of types 8 € 2 and & € O, differences in candidates’ public good
preferences are more important to majority voters than are differences in their preferences
over the status quo issues. Thus, in races between candidates of types (6, L) and (¢. H),
the type (6, L) candidate will receive all the votes of the type L citizens and hence will win.

It is therefore trivially the case that #%(6, 6') = 1 implies that »!((8.L), (¢, H)) = 1.

6.2 Non-separable Policy Preferences

An important lesson of our analysis is that introducing an additional policy instrument can
lead to changes in the levels of existing instruments with significant redistributive conse-

quences. We have demonstrated this in a model in which the two instruments in question

are separable — citizens’ willingness to pay for the public good is independent of the income

strategy as in Regime 0 with respect to candidate preferences over the status quo instruments. Since both
parties are offering candidates of type L, the new issue is neutralized and only candidate positions with
respect to the status quo policies matter. The situation is therefore strategically identical to the situation
in Regime 0. The only issue, therefore, is whether Party B would wish to select a candidate of type H It
would only have an incentive to do this if there existed some 6 € Q and some 8’ such that 7%(8.64') =1 and
x((8,L),(¢, H)) = 0. The above condition guarantees that such a 8 does not exist.
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tax rate. In a world in which policies are related through non-separabilities in preferences,
the same phenomenon can arise for a different reason.!* To illustrate this, consider an envi-
ronment with public provision of a private good studied, for example, by Epple and Romano
(1996), Fernandez and Rogerson (1997), and Gouveia (1996). Suppose that there are two
homogeneous groups — rich and poor, with a single publicly provided private good, such as
health care, financed by a proportional income tax. Suppose further that the constitution
bans the private purchase of health care, meaning that citizens cannot “top-up” the publicly
provided quantity. Consider the policy question of whether the constitutional ban should
be lifted and the government should be granted the discretion to decide whether or not to
impose the ban.

Allowing the government the power to relax the ban will lead to a rightward shift in
the Pareto frontier. If the ban is relaxed, holding constant the rate of taxation, those who
choose to top up in the private sector are better off, while those who choose not to are
unaffected.’® However, a version of Figure 1 can easily be generated. Suppose that the
rich are in a majority so that a rich citizen always makes policy choices. In the status-quo,
when topping up is banned, the rich desire a positive amount of publicly provided health
care. This not withstanding, the income tax finance of this will mean that the rich will pay

a higher share of the cost than the poor. Thus, the public program will disproportionately

14 We thank Raquel Fernandez for drawing our attention to this possibility and suggesting the example
to follow.

15 This assumes that the publicly provided private good is produced at constant cost so that there are no
pecuniary externalities.
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benefit the poor. If the government is given the right to lift the ban, rich citizens will want
to exercise this right and their demand for state funded health care will be diminished, even
eliminated. This could well make the poor worse off and the result would be like a move
from S to P in Figure 1. Thus, the introduction of the new instrument (the ability to relax
the ban) leads to a dramatic change in the level of another policy, namely, publicly provided
health care.

It shc;\xld be clear that, while this result has a similar flavor, its logic is quite different
from that developed in this paper. The key assumption is that the level of the new policy-
(i-e., whether or not the ban is in place) alters the demand for the other policy (publicly
provided health care). Notice that this change occurs without any shift in the political
equilibrium: the two parties put forward the same type of candidates throughout. It is
purely a consequence of the non-separability of preferences with respect to the two policy
instruments: the demand of the rich for publicly provided health care affects the level of the
new policy (i.e., whether or not the ban is in place). Thus non-separabilities in preferences
provide an additional reason why an analysis which takes into account political determination

can produce dramatically different recommendations from a welfare economic analysis.
6.3 Rent Seeking

It is common to hear that introducing additional roles for government is bad because it leads
to additional rent seeking. This happens if those whose welfare is affected by this instrument

attempt to influence how it is used. Such influence activities will, so the argument goes,

30



be wasteful and this should properly be set against any benefits from an expanded role for
government. Our model does not capture this because it assumes that policies are determined
via a pure form of political competition where citizens have influence only through their
votes and these votes are made by fully informed rational voters. Nonetheless, it would be
straightforward to extend the analysis to investigate the impact of rent-seeking, although the
outcome would be sensitive to modeling assumptions. We briefly consider two possibilities
here.

Following Besley and Coate (1997b), we could suppose that the elected leader would
be lobbied by interest groups after gaining office. Essentially, such groups would offer the
policy-maker bribes in exchange for moving policy in a preferred direction. Citizens as
voters would anticipate this lobbying and this might affect their preferences over candidates.
This could change the political consequences of intervention. For example, if citizens who
preferred a high level of the public good formed a lobby under state provision and were a
large enough group, then any type of candidate would end-up choosing the same level of
the public good.!® Since all candidates would deliver the same public good outcome, only
preferences toward redistribution would matter to voters and the middle class’s preferred
outcome would prevail. Hence, even though the public good would favor the high preference
group, there would be no shifts in redistributive taxation. The bribes paid in equilibrium

would be a form of redistribution, but should not properly be considered as waste.

16 The reader is referred to Besley and Coate (1997b) for a detailed discussion of the workings of this type
of model.
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An alternative approach would be to follow Grossman and Helpman (1996) in supposing
that lobby groups give campaign expenditures that influence how citizens vote. Interest
groups then contribute to the campaigns of their preferred candidate to increase the prob-
ability that he or she wins. This leads parties to bias their selection of candidaté towards
types who a.ttra.ci interest group support. Supposiﬁg again, that the citizens who preferred
a high level of the public good form a lobby under state provision, a party who did not
select a type H candidate receives no campaign oﬁntributions and would lose votes. If the
lobby were sufficiently powerful, then both p#rties would select a type H candidate. Again,
political competition would reduce to one dimension with the middle class’s preferred level
of redistribution prevailing. Here, it would be legitimate to regard the resources used in lob-
bying as waste and thev welfare loss from tlns should be considered when deciding whether
to introduce the public good.

Both these formulations suggest that incorporating rent seeking lessens the likelihood
of shifts in the status quo policy instruments. However, we assumed that only one group
of citizens would lobby and that lobbying would take place only if state provision were
undertaken. With existing lobbying activity over the status quo policy instruments, then
the implications of introducing new interventionskare likely to be more subtle. Moreover.
introducing the new instrument may alter the composition of lobby groups in some way.
Hence, it is not clear that levels of status quo policies would remain the same or even that
the total amount of influence activities would increase. We leave it to future research to

investigate these issues more fully.
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6.4 Alternative Models of Policy Determination

The idea that new interventions can have spillovers on existing policies is not an artifact
of our particular model of policy determination. Rather it is a feature of multi-dimensional
political competition in representative democracies. From the considerable literature on
multi-dimensional collective choice problems, it is clear that there are no good reasons for
supposing that existing dimensions of policy should remain stable when the portfolio of
available policies is expanded. Thus, spillover effects would be expected in any model which
attempted to deal squarely with the multi-dimensional nature of political competition.'?

Only if policies were determined with separate elections on each issue might we not expect

the kind of spillovers that we have identified.
6.5 Comparing Policy Regimes

Finally, we note that the lessons of our model for the analysis of the case for government
intervention may apply more generally to the comparison of policy regimes. For example.
Cremer and Pestieau (1998) compare two regim&s for social security provision assuming that
the policy parameters are determined in political equilibrium by the median voter. This
analysis implicitly assumes that other policies are unaffected by which ever social security
regime is in place. However, one could imagine shifts in voter coalitions on redistribution

of the kind illustrated here. Similar issues might arise in discussing means testing versus

17 Our earlier paper used a pure citizen-candidate approach to generate policy outcomes and showed
that both non-majoritarian policy choices and shifts in redistributive policy could result from government
intervention to provide a public good.
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universal provision in anti-poverty programs and different regimes for education finance.
Investigating whether the forces that we have illustrated are important for policy regime

comparisons is an interesting avenue for further research.
7 Conclusion

When policies are determined in political equilibrium, evaluating the case for the govern-
ment to use a particular policy instrument should involve a consideration of the political
consequences of introducing that instrument. This is a central insight of the public choice
literature. Existing attempts to consider the implications of accounting for political de-
termination in policy analysis have taken a one-dimensional, majbritarian view. Here, we
have grappled with the obvious reality that particular interventions are typically part of a
broader portfolio of policy instruments and that, consequently, new interventions might have
both spillover effects and produce non-majoritarian outcomes. The result is an improved
understanding of when and how political ’determination interferes with a welfare economic
analysis. The paper has provided insights into when the median voter approach may be
appropriate and into the nature of the policy outcomes which emerge when it is not. It
has also shown that the spillover effects on other instruments provide new arguments for
introducing particular policy interventions. Even a policy instrument without an obvious
welfare economié rationale can change voter coalitions and shift the policy equilibrium in a
welfare improving direction.

Much remains to be done in terms of understanding the political consequences of new or

34



changed roles for government. Theoretically, the model of political competition presented
here might usefully be applied to analyze the choice between alternative policy regimes in
other contexts. It would also be interesting to explore such effects empirically. There are
many instances in which technological or constitutional changes have changed the role of
government and it would be interesting to investigate whether these changes could be shown

to have had significant political consequences of the sort identified here.
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8 Appendix

Proof of Lemma 1: We begin with parts (i) and (ii). By definition
AY = v(t"(M), M) - v(t*(R), M),
and
Af - AL = v(t* (M), P) - v(t*(R), P).
So, recalling the definition of v(¢*(¢), 6) and defining the function
CE@) = (1-(M)(E(M),a) + £ (MTE (M) - $y(t*(M), a)/a) -
[(1 - £ (R))y(t*(R), a) + t*(R)B(t*(R)) — $(y(t*(R),a)/a)],

it is enough to show that £(ap) > £(aas). Using the Envelope Theorem,

¢'(y(t* (M), a)/a)y(t*(M),a) _ ¢'(y(t"(R),a)/a)y(t"(R),a)

a? a?

§(a) =

Since y(t*(M),a) < y(t*(R),a) and ¢" > 0, this expression is negative. Hence the result.

The proof of (ii) is similar.

For (iii), imagine changing the tax rate from the rich’s preferred rate t*(R) = 0, to the

preferred rate of the middle class t*(M) > 0. The gain to each middle class citizen (in units

of the private good) is AY; the gain to each poor citizen is Af — A%; and the loss to each

rich citizen is A%,. The presence of deadweight loss implies that the sum of gains must be

smaller than the sum of losses, so that

NRAR < NMAM 4 NP[AF - AP).
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Part (i) of the Lemma then implies that NRAY, < (NM + VP)AY which, since (N My

NPF)/NR® > 1 implies the resuit. B

Proof of Proposition 2: To prove the proposition it suffices to show that, under the
condition, a type (M,L) candidate is a Condorcet winner in the set of candidate types
{P, M,R} x {L,H}. Under these circumstances, it is clear that both parties choosing a
type (M, L) candidate is the only possible political equilibrium. As observed prior to the
Proposition, a type (M, L) candidate must defeat candidates of types (P.L) and (R, L) and
candidates of type (M, H). Thus, it remains to show that a type (M, L) candidate also
defeats candidates of type (P, H) and (R, H).

The condition implies that (M, H) citizens will vote for a (M, L) candidate over a (P,H)
or a (R, H) candidate. By Lemma 1, it also implies that (P, H) citizens will vote for a (M, L)
candidate over a (R, H) candidate and that (R, H) citizens will vote for a (M, L) candidate
over a (P, H) candidate. Thus, a type (M, L) candidate will attract the support of all the
middle class and poor in a race against a type (R, H) candidate and all the middle class and
rich in a race against a type (P, H) candidate. This implies that a type (M, L) candidate
must defeat candidates of type (P, H) and (R, H). B
Proof of Proposition 3: Again, it is enough to show that, under the condition, a type
(M, L) candidate must defeat candidates of type (P, H) and (R, H). The condition implies
that (P, L) citizens will vote for a (M, L) candidate over a (P, H) candidate and that (R, L)

citizens will vote for a (M, L) candidate over a (R, H) candidate. Thus a type (M, L)
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candidate will receive the support of all citizens with low public good preferences in a race
against a type (P, H) or (R, H) candidate. Since the majority of citizens have low public
good preferences, this implies that a type (M, L) candidate must defeat candidates of type

(P,H) and (R,H). B

Proof of Proposition 4: We must demonstrate that, under the conditions of the Propo-
sition, there is a unique political equilibrium in Regime 1 (o4,08), such that f“ = og and
oa(M,L) = g4(M.H) = oo(P, H) = 1/3. We begin by describing the outcomes of races be-
tween the different candidate types. Outcomes of races between two distinct candidates who
sharé either the same public good preferences or the same Ability type are straightforward
to compute. In the latter case, the candidate with low ﬁubljc good preferences wins. In the
former case, if one of the candidates is middle class he wins. In a race between a poor and
rich candidate, the poor candidate wins since the middle class vote for the poor candidate.
This is a consequence of the assumption that AY < AY.

It remains to understand races between candidates who differ in both dimensions. As

argued priOI to the statement of the Proposition, we have that
(M, L),(P, H)) = ='((M.L),(R. H)) =0.
Moreover, under the conditions of the Proposition,
(M, H),(P,L)) = =*((M, H),(R, L)) = «*((R, H),(P. L)) = '((P, H), (R, L)) = 1.

This information is presented in Table 1, which describes the probability that Party A wins
for all possible candidate pairs put up by the two parties.
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Since there are no ties between any distinct pair of alternatives, we may use the Laffond,
Laslier and Le-Breton result to conclude that there exists a unique political equilibrium.
Thus, to prove the result we need only show that the proposed strategies constitute a political
equilibrium. To see this, suppose that Party B is playing according to the proposed strategy
and compute the payoff to Party A from each of its pure strategies. Using Table 1, it is
straightforward to verify that the strategy (R, L) yields an expected payoff of —1; strategies
(P,L) and (R, H) yields a payoff of —1/3; and strategies (P, H), (M, L) and (M, H) yield
an expected payoff of 0. Thus, the proposed strategy is a best response for Party A. Since
the game is symmetric, the proposed strategy is also a best response for Party B when
Party A is playing according to it. We conclude that the proposed strategies are a political

equilibrium. M

Proof of Proposition 5: We must demonstrate that, under the conditions of the Propo-
sition, there is a unique political equilibrium in Regime 1, (¢ 4,05) such that o4 = og and
caA(M,L) = 04(R,L) = co(R,H) = 1/3. As in the proof of the previous proposition, we
begin by describing the outcomes of races between the different candidate types. Outcomes
of races between two distinct candidates who share either the same public good preferences
or the same ability type are as described in the proof of Proposition 4 except that in a race
between a poor and rich candidate, the rich candidate wins since the middle class vote for
the rich candidate.

It remains to understand races between candidates who differ in both dimensions. Since
middle class citizens vote according to their redistributive preferences in races involving poor
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candidates, we have that
='((M,L),(P,H)) = ='((M, H),(P,L)) = «*((R,L), (P, H)) = ='((R, H),(P, L)) =
Moreover, as argued prior to the Proposition,
(R, L), (M, H)) = ='((R, H),(M, L)) = 1.

This information is presented in Table 2, which describes the probabilit:y that Party A wins
for all possible candidate pairs put up by the two parties.

Since there are no ties between any distinct pair of alternatives, we may again use the
Laffond, Laslier and Le-Breton r&plt to conclude that there exists a unique political equilib-
rium. Thus, to prove the result we need only show that the proposed strategies copstitute a
political equilibrium. To see this, suppose that Party B is playing accordmg to the ptoposed
strategy and compute the payoff to Party A from each of its pure strategies. Using Table 2.
it is straightforward to verify that the strategies (P, L) and (P, H) yield an expected payoff
of —1; the strategy (M, H) yields a payoff of —1/3; and the strategies (M, L), (R, L) and
(R, H) yield an expected payoff of 0. Thus, the proposed stfategy isa best response for
Party A.‘ Since the game is symmetric, the proposed strategy is also a best response for
Party B when Party A is playing according to it. We conclude that the proposed strategies

are a political equilibrium. B
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Party B

(p,L) | (P,H) | (M,L) | (M,H) | (R,L) | (R,H)

(PL) |4 1 0 0 1 0

(PH) |0 1 1 0 1 1

Party A} (M,L) |1 0 1 1 1 0

(MH) {1 1 0 i 1 1

(RL) [0 0 0 0 L 1

(RH) |1 0 1 0 0 i
TABLE 1
Party B

(PL) | (PH) | (ML) | (MH) | (RL) | (RH)

(PL) |1 1 0 0 0 0

(PH) |0 1 0 0 0 0

Party A | (M,L) |1 1 i 1 1 0

(MH) |1 1 0 3 0 1

(RL) {1 1 0 1 1 1

(RH) |1 1 1 0 0 3
TABLE 2
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