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TRADE CONTESTS WITH ACTIVE CONSUMERS

SOO JEOUNG SOHN*

This study examines a model of lobbying in international trade contests focused
on contributions of the domestic firms, the foreign firms, and consumers, and
their effect on the trade policy of government. I examine two questions related to
lobbying contributions: (i) what is the determinant(s) of lobbying?; (ii) if
consumers are active, is there any difference in the situation of the international
trade compared to the situation in which consumers are inactive? Given active
consumers and a group-specific public-good, I show that lobbying by the foreign
firms may result in reduction of trade barriers, such as tariffs. And even though
it is the international trade contest, sometimes the domestic firms and consumers
compete among themselves except the foreign firms.
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I. INTRODUCTION

The propriety for protective tariffs is still under the controversy. Nevertheless,
almost all countries have at least kind of protective tariffs. An example is the
Korean tariff policy in the spring of 2001 to protect the domestic automobile
industry: Korean producers want their government to set a tariff level of 8% on
American cars imported into domestic market, while American producers want to
set up the tariff level of 2.5% with the help of the American government. If a
certain industry has a protective tariff, then domestic producers exert efforts to
press their government for imposing a high tariff, while foreign producers exert
efforts to lower such a tariff to enter the market.

Government policies on taxes, subsidies, regulations, etc., are influenced by
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firms’ lobby. In the case of international trade, lobbying by firms plays an
important role in shaping trade policies, such as tariffs, subsidies, and quotas.
Therefore, firms have strong = incentives to lobby to obtain favorable trade
policies since firms can either have benefits or lost depending on the adopted
policies.

This article examines contests between the domestic firms and the foreign
firms regarding tariff levels when consumers also actively participate in the
contests. I show that domestic consumer group can play a role similar to the
foreign firms in trade contests.

I can classify the existing papers on lobbying in the context of trade into two
groups. One group of papers has concentrated on rent seeking in which both
firms and government are active, and, in their models, only the objective
functions of firms are considered — in these papers, each firm chooses its the
contribution and output to maximize its own profit, and government sets its
trade policy, more specifically, tariff, to maximize the weighted sum of
contributions and aggregate welfare. Examples include Wellisz and Wilson
(1986), Hillman and Ursprung (1988), Michaelis (1994), Long and Soubeyran
(1996), and Pecorino (1998). The other group of papers has also studied rent
seeking in which both firms and governments are active, but it is composed of
the objective functions of government as well as firms. Thus, this literature
shows not only the optimal lobbying contributions but also government’s optimal
tariff-setting through contributions. Papers in this group include Moore and
Suranovic (1993), Grossman and Helpman (1994), (1995a), (1995b), Helpman
(1997), Levy (1999), Coate and Morris (1999), and Mitra (1999). Helpman
(1997) formulates the political-support-function approach in order to derive a
formula for equilibrium tariff rates. He supposes that government’s political
support for a policy is an increasing function of the income gains of
sector-specific inputs and of the aggregate welfare gain. Given all this,
government chooses rates of protection to maximize its political support, from
industry interests and from consumers.

Besides such theoretical studies, Gawande, et al, (2004) investigate, centering
around foreign lobbies, the relationship between trade protection and lobbying
activity empirically. They compile data on foreign political organization using
U.S. government reports on the administration of the Foreign Agents Registration
Act (FARA), and employ primarily data from the period 1978-1982 on U.S.
manufacturing industries.. They suggest that foreign lobbying has a statistically
and economically significant impact on trade policy: The presence of an
organized foreign lobby representing a particular industrial sector appears to have
as much effect in lowering tariffs against imports in that sector as does the
presence of domestic lobby in raising tariffs. And ceteris paribus, US consumers
gain unambiguously from the presence of foreign political activity.

As mentioned above, the previous papers on trade lobbying consider only
firms’ lobbying except Helpman (1997). They do not take into account
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consumers’ lobbying to maximize their consumer surplus. But, in actuality,
government’s trade policy affects the domestic price, and this intently affects
consumer surplus, such like Helpman (1997). Therefore, consumers have
incentives to lobby.! What distinguishes this paper from those previous papers is
that I incorporate consumers’ lobbying. I would like to consider consumers as
active players not passive players in setting up trade policy. In this paper, firms
are assumed to maximize their profit functions which take account of lobbying
contributions and the expected payoffs, and consumers are assumed to maximize
their utility functions which take account of lobbying contributions and consumer
surplus. As with the previous papers, I view government as a policy maker
which pursues its own selfish interest, rather than as a benevolent one seekmg
to maximize aggregate welfare.

I consider a trade lobbying contest in which the domestic firms, the foreign
firms, and one consumer group compete with one another. Then the lobbying
expenditure levels are determined as the Nash equilibrium of a non-cooperative
game in which each interest group chooses its lobbying expenditure so as to
maximize net benefits. My approach focuses on features and incentives to
engage in lobbying activities given that the domestic firms prefer high regulation
on trade policy, while the foreign firms and consumer group prefer low
regulation. It has two stages. In the first stage, firms and consumer group
compete by making lobbying contributions to win their prizes. The prize for the
domestic firms is the protection of domestic market by a “high” tariff and that
for the foreign firms and consumer group is the opening of the market by a
“low” tariff. In the second stage, after knowing government’s decision on the
tariff level, the domestic and the foreign firms choose their output levels. I
obtain the equilibrium lobbying contributions of the domestic and the foreign
firms and consumer group for the expected payoffs of the first-stage, and the
equilibrium output levels for the expected payoffs of the second-stage. I show
that the lobbying contributions depend on the players’ valuations of the prizes
and their abilities for lobbying. I also show that, if there is an active consumer
group and the prize for each player is a group-specific public-good, the foreign
firms or consumer group can be a free-rider. That is, the one who has the
highest valuation on the prize makes a contribution, the other makes a zero

' Steel consumers hit Capitol Hill Wednesday to refocus attention on a trade bill that would
allow steel mill products in short supply restriction-free entry to U.S. markets and also allow
steel consumers an expanded role in future trade cases. The timing was not coincidental, coming
as it did just a week after President Bush ordered import duties of~up to 30 percent, angering
steel consumers who believe the action will severely disrupt trade and hinder downstream
manufacturers dependent on foreign steel sources. Last year, the Consuming industries Trade
Action Coalition(CITAC) introduced the Transparency and Fairness Trade Act that includes a
short-supply provision and gives downstream industries full-party status in trade cases. The bill
has broader applications than steel, which is why steel consumers and lumber manufacturers from
a dozen states met with approximately 60 lawmakers to press their trade legislation this week
(American Metal Market, 10(50), March 2002).
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contribution and thus become a free-rider. And their valuation depends on the
tariff levels. Therefore, who becomes a free-rider depends on the tariff levels.

The remainder of the paper is organized as follows. In the next section, I set
up the model. In Section III, I solve the second stage in which given the tariff
level, firms choose their output levels. In Section IV, I analyze the first stage
and obtain the equilibrium contributions of firms and consumer group. Section
V examines the relation between the tariff level and a free-ride when there are
active consumers. Finally, Section VI offers conclusions.

II. THE MODEL

The conventional domestic market has the sticky trade barrier by the very
high tariff. Thus, there is no import from the foreign firms. But, now, this
domestic market is under the pressure of the opening. Consider a situation in
which domestic government has to decide tariff policy for the market. If the
tariff set by government is “high enough,” the foreign firms cannot enter into
the market and thus only the domestic firms operate in the market. On the
other hand, if the tariff is “low,” the foreign firms earn positive profits by
entering into the market, and the domestic firms earn less profits compared with
the no-trade case. In the case of consumers, consumer surplus is higher when its
market is open, since competition among more firms decreases the domestic
price. That is, as the tariff is raised, the domestic firms obtain the gain, while
consumers undergo the loss in consumer surplus. Since they have such
conflicting payoffs, government should face the problem on choosing the tariff
level. In this situation, the domestic firms lobby for a “high” tariff level, while
the foreign firms and the domestic consumers lobby for a “low” tariff level
Given the tariff level imposed by government, firms choose outputs to maximize
their profits. Therefore, the lobbying activity in this model is the exercise of
political ~ influence over government’s economic decision-making through
contributions.

I consider the following two-stage game. In the first stage, » identical
domestic firms, s identical foreign firms, and one consumer group lobby to
win their prizes. They choose their lobbying contributions simultaneously and
independently. The prize for the domestic firms is government’s decision to set
a high level of the tariff and thus to prevent the foreign firms from entering
into the market. The prize for the foreign firms and consumer group is a low
tariff level and thus to open domestic market. In the second stage, after
knowing government’s decision on tariff policy, the domestic firms and the
foreign firms choose their output levels simultaneously and independently to
maximize their expected payoffs. Consider the first stage. Let s; denote the

contribution of domestic firm ; in the first stage, and S represent the total

contribution made by all the domestic firms: S= 213"‘ Let y; denote
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contribution by foreign firm ; in the first stage, and let Y represent the
contribution made by all the foreign firms in the first stage: Y= 21 v;. Let x
“=

be the contribution made by consumer group. Let P(S, Y, x) be the probability
that the domestic firms win their prize, given S, Y, and x.

I assume that the probability-of-winning function for the domestic firms takes
a logit form2:

P(S, Y,x)——-m% for S+ Y+x>0

=% - for S+ Y+x=0 1)

where p>1. The parameter /S represents the domestic firms’ lobbying ability
relative to the foreign firms and consumer group. A value of A greater than
unity implies that the domestic firms have more ability than the foreign firms
and consumer group.3

Then, the probability that the foreign firms or consumer group wins is given
by

1—P(S, Y,x)=’8$—ﬁ/&_l:; for S+ Y+x>0

-1 for S+ Y+x=0 @
Domestic firm ’s expected payoff in the first stage is given by
Ii=P(S, Y, x)(ng— ng) + g — Sis 3

where 7, is domestic firm ’s expected payoff in the second stage resulting
from a high tariff, and #; is that resulting from a low tariff.

Let 11, denote foreign firm ;s expected payoff in the first stage. It is given
by

H;=(1—P(S, Y, )15 =y 4)

® This simplest logit-form probability-of-winning function is extensively used in the literature
on rent seeking. Examples include Tullock (1980), Ursprung (1990), Baik (1994), and Baik and
Shogren (1995).

* Under the Buy-American Act, the United States Government offers a 6 percent preference
for domestic supplies. This preference is raised to 12 percent in the case of small businesses and
firms in regions of high unemployment, and 50 percent for military procurement. The Canadian
Government offers a 10 percent preference based on Canadian content. The Australian
Government gives a 20 percent preference for Australian content, while the New Zealand
government gives a 10 percent preference (McAfee & McMillan, 1989).
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where 77 is foreign firm ;’s expected payoff in the second-stage resulting

from a low tariff. _
Consumer group’s expected payoff in the first stage is

o= (S, Y, 9)(CS"— CS™) + CS™ — x ©)

where CS* is consumer surplus resulting from a high tariff, and CS™ is that
resulting from a low tariff. The prize for each of the domestic firms is a
group-specific public-good— that is, if domestic firm ; wins its prize, then all
the domestic firms enjoy being candidates for the prize. The domestic firms
have the same valuation for their prize, and the same may be said of the
foreign firms.

Next, consider the second stage. The inverse demand function of domestic
market is given by p(Q =a—bQ. Let g, and g; denote the quantities
produced by domestic firm ; and foreign firm j, respectively. Then the
aggregate quantity on the market is Q= Z}lqdi—k 121 g4 Assume that there are
n
fi())(ed costs and the marginal cost is constant at ¢, where c<a.

Let 7, denote the payoff in the second stage for domestic firm ¢ 7=

p(Qaqu— cqq. And let 7, represent the payoff in the second stage of foreign
firm ; when the foreign firms and consumer group win their prize: 7;=
(Qqs—(c+Day where ¢ is a (non-negative) low tariff. And if they lose,

that of foreign firm ; does not exist.

I assume that all the firms choose their output levels simultaneously and
independently, and employ subgame-perfect Nash equilibrium as the solution
concept.

. EQUILIBRIA IN THE SECOND STAGE

After observing government’ tariff policy in the first stage, firms choose their
output levels to maximize their expected payoffs in the second stage. Concerning
the expected payoffs of the second stage, I consider two cases.

3.1 The case when the domestic firms won in the first stage

In the case where the domestic firms won in the first stage, the foreign firms
do not enter into the market. Let the aggregate quantity on the market be
denoted @, under the condition that the domestic firms won in the first stage:

Q= Zl qa;r

The optimal output of domestic firm ; is obtained from the first-order and
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the second-order conditions for maximizing its expected payoff: 7,= p(Q) -
44— cqq- The optimal output of domestic firm ¢ is then ¢l=(a—c)/b(n+1),
and the optimal expected payoff of domestic firm 7 is 7zl=(a—)?/b(n+1)2

Since I assume that the domestic firms are homogeneous, » domestic firms’
expected payoffs in the second stage are,

RY.
Ta= === 4TS | ©)

Next, I derive consumer surplus. If there are just the domestic firms,
consumer surplus, CS®, as consumer group be facing price p=a+ cn/n+1, is
[#*(a—¢)*1/26(n+1)%

3.2 The case when the foreign firms and consumer group won in the first
stage

If the foreign firms and consumer group won their prizes, the foreign firms
enter into domestic market, then the market has more suppliers. In that case, let

us denote the aggregate quantity on the market by @, @Q,= Z1Qdi+ 21 as
It chooses ¢, and ¢, to maximize the expected payoffs: 7,=p(Q.) * qu— cqu
and  7;=p(Q,) - g5— (c+Dg; By use of the first-order and the second-order
conditions, I can derive the optimal output levels, ¢l =(a—c+mi)/
b(m+n+1) and ¢ =(a—c—t—nt)/ b(m+n+1). As previously assumed

that firms are homogeneous, # domestic firms and s foreign firms face the
same expected payoffs in the second stage as follows,

oo (a—ctmd®
e T et nt 1)
2
d 7%= m g = La=c=(n+ D" .
ner & Hm+n+1)* : (7)

From payoffs (7), I can confirm the fact that the expected payoffs of firms in
the second stage depend on the tariff level, # and the number of firms, » and
m.
It follows that as depicted in Figure 1, for tariffs, the expected payoffs of the
domestic and the foreign firms are respectively strictly increasing and decreasing.
In this case, if the expected payoffs of the foreign firms resulting from entry
are nonpositive, they should make zero contribution; they don’t participate in the
contest. Therefore, the prize for the foreign firms is a tariff less than (a— )/
(n+1), and their expected payoffs have a maximum value with free trade, max
75 ()=r1;(0). In the case of the domestic firms, the prize is a tariff more
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than (a—¢)/ (n+1), and their expected payoff, xJ;, increase in the tariff.

[Figure 1] The expected payoffs in the second stage
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In the case when domestic market opens, consumer surplus, CS™, is greater
than when not open. As the domestic price changes from a+cn/n+1 to
la+ c(n+m)+md/(m+n+1), CS™ is [(a—Im+(a—In—mtl*/2b(m+
n+1)% And the difference between CS* and CS™ becomes an incentive for
consumer group to make a contribution.

IV. EQUILIBRIA IN THE FIRST STAGE

Now turn to the first stage of the game. The domestic firms lobby for the
protection -of domestic market, while the foreign firms and consumer group
lobby for the opening.

Let 17, denote domestic firm ’s expected payoff in the first stage.

Domestic firm 7 chooses a contribution to maximize its expected payoff:

max ;= P(S,Y,x)(x—s)+ (1 —=P(S, Y, 0)(ng —s)

Si

=PS, Y, 0)nu+(1—PS, Y, 0)ng—s. ®)
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In the payoff function, P(S,Y,x) is the probability that the domestic firms
win the prize, and S is the sum of contributions of the domestic firms:

S= lei. Therefore, the probability that domestic firm ; wins the prize

depends only on the sum of the domestic firms’ contributions, not on its own
contribution. o

I first derive the reaction function of domestic firm 4, which shows its best
response to every possible contribution that the competitor might choose.

Given positive contributions of the foreign firms and consumer group,
domestic firm ’s best response is obtained from the first-order condition for
maximizing its expected payoff, domestic firm ’s expected payoff is strictly
concave in its own contribution s; and thus the second-order condition is

satisfied.
Thus domestic firm 7’s reaction function is then

S, =5\ BV (= 7= (Y40, ©)

where s;(Y,x) is domestic firm ’s best response to Y and .

In this contest, the prize for each firm is a group-specific public-good — that
is, if a domestic firm wins its prize, then all the domestic firms become a
winner. Baik (1993) shows that if the prize of a game is a group-specific
public-good, the player who has the highest valuation for the prize may
participate in the game and the equilibrium contribution level of a player whose
valuation of the prize is less than somebody else’s in his group makes zero
effect and thus he is a free rider. In this case, if 7zl — x> 7nl,— 7y, for
h=2,+,n, then domestic firm 1 makes a contribution and the rest of the
domestic firms choose zero contributions, that is, s;=S and s;=---=si=0.
That is, only the hungriest firm expends positive contribution. Baik (1993)
demonstrates that given the other groups’ equilibrium effort levels, (X*)_;
group ’s equilibrium effort level is neither greater nor less than group i’s
player-1-best response, X (1).4 Thus, in this model, it can be expressed as
s1=S5=5(1). Now, consider a case in which all players have the same
valuation. The sum of their contributions is S, and however in this case, the
domestic firms’ equilibrium contribution level is neither greater nor less than
player-1-best response: ﬁls? = S=5(1).

Next, consider foreignl firm ;’s expected payoff in the first stage. To induce
the optimal contribution for foreign firm j, which maximizes its expected payoff
in the first stage, I should derive the reaction function of foreign firm j,

* The player 1 makes effort to win the prize and the other players become free-riders.
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max [I;=(1-F(S, Y, )7y — )+ (S, Y, 0)(—y)

7

=(1—P(S, Y, x)n;—y; (10)

Foreign firm j’s reaction function shows its best response to every possible
contribution that the domestic firms and consumer group might choose. Given
their positive contributions, S and - x, the best response of foreign firm ;. is
obtained from the first-order condition for maximizing its expected payoff. Thus,
foreign firm ;’s reaction function is then.

y;(S,x)=V BSny; — B(S+x), o | (11)

where y;(S,x) is foreign firm ;s best response to S and x. If foreign
firm 1 values the prize most highly, he makes a contribution and the other
firms expend zero contributions: yj= Y= Y(1). But if the foreign firms have

the same valuation on the prize, they expend positive contributions: ]21 y;=

Y= Y(1).

Finally, consider consumer group’s expected payoff in the first stage.
Consumer surplus is CS* with probability P(S, Y,x), when the domestic firms
won the prize, and CS*™ with probability (1—P(S,Y,x)), when the group
itself or the foreign firms won the prize. Therefore, its expected payoff in the
first stage is

max [Io=P(S,Y,x)(CS"—x)+(1—P(S, Y,x))(CS™ —x)

=P(S,Y,x)(CS*— CS™) + CS™—x. 12)

Given positive contributions of the domestic and the foreign firms, consumer
group’s best response is obtained from the first-order condition for maximizing
its expected payoff. ‘ ‘

Consumer group’s expected payoff is strictly concave in its own contribution
x and thus the second-order condition is satisfied. Therefore, consumer group’s
reaction function is

(S, V)=V BS(CS™ — CS)—(8S+ V), ; 13)

where x*(S, Y) is consumer group’s best response to S and Y.

Proposition 1 of Baik (1993) implies that, to obtain the first-stage equilibrium
contributions of the domestic and the foreign firms and contribution of consumer
group, it would be considered a reduced game in which each one domestic and
foreign firm and one consumer group compete to win their first-stage prize.
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This observation is due to the fact that the prize is a group-specific public-good
prize.

Hence, to-obtain the first stage equlhbnum contributions, I only need to solve
a reduced game in which domestic firm 1, foreign firm 1, and one consumer
group compete to win their prize. Thus, in the first stage, their expected payoff
functions are given by

na=mﬁyhmi——l~ul—ﬂaybmﬂi—ﬁul

s
M= (1= P,y ) 8= =200
and IT.= P(s,, y;, %) (—7aﬂ-704%2217t)(a c— Zf) (2(1 182[?‘—l‘) —x (14)

[ first derive the reaction function of domestic firm 1. The best response of
domestic firm 1 is obtained from the first-order condition for maximizing its
expected payoff. It is strictly concave in its own lobbying contribution and
therefore the second-order condition is satisfied. Domestic firm 1’s reaction
function is then

Sl(yl,x)=%\/,8(y1+x) (5a_56+§é3)(a_c_2t) — B(y11+x) ' (15)

[Figure 2] Equilibrium given 7} >CS™— CS*

»x

Consumer group’s reaction curve

Foreign firm 1’s reaction curve

VBs(CS™—CSH— s, V Bsimp—Bs1
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Next, I should derive the reaction functions of foreign firm 1 and consumer
group. But by the characteristic of the public-good, only the one that has the
highest valuation for the prize makes a lobbying contribution to win the prize.
Olson (1965) refers to it as “exploitation of the great by the small”. It means
that the less noticeable the firm the larger its incentive to free-ride.

First, I consider that foreign firm 1’s valuation is greater than consumer
group’s. As shown in Figure 2, if foreign firm 1 has a much larger valuation
for the prize than consumer group, xj >CS™— CS”, its reaction curve may lie
at every point outside that of consumer group. Therefore, the equilibrium is A,
in which case, only foreign firm 1 makes a contribution, while consumer group
is a free-rider.

Then, the reaction functions of the reduced game are

31(3’1):% (5a—5c+§é‘%(af0‘*2t) BYI_%J/L for >0

‘ o 2
and yl(Sl)z\/—K%bthBSf— BSI for S]>0.

[Figure 3] Reaction curves of domestic firm 1 and foreign firm 1

BJ

ap (ratma) S1
43 4

— = (5a—5c+20(a—c—=28) _w_ _(a—c—20*

36b ' x 9b

Notes: 7y
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[Figure 4] Equilibrium given 7} >CS™— CS*

/ Consumer group’s reaction curve

Foreign firm 1's reaction curve

v

133171';]‘—’/931‘ / 1
v BSI(CS“_ CS*)_BSI

Reaction curves of domestic firm 1 and foreign firm 1 are described in
Figure 3. Since a Nash equilibrium occurs at an intersection of the reaction
curves, the subgame-perfect Nash equilibrium of the reduced game is E(s;,y;).5
So, in the case where foreign firm 1 makes a contribution, a unique
subgame-perfect Nash equilibrium of the reduced game, (s},y}), is

v o B — )Xy Bl — ma)(ap)?
(sl’yl)_( * ek %72 9 * % 72 /*
B+ ax]" T [Blr— ) + 7y

Let S* and Y* be the total lobbying contribution of the domestic firms and
the foreign firms in the subgame-perfect equilibria of the full game. Since they
are equal to domestic firm 1’s and foreign firm 1’s contributions in the reduced
game, I obtain that contributions of the domestic firms and that of the foreign
firms in the subgame-perfect Nash equilibrium in the full game are

SIf B is less than 1, the intersection in Fig3 is above the line y,=fs;. And then it
means that the probability in which the foreign firms win the contest is higher than that of the
domestic firms (see Baik, 1994).
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S =[ By — )y [Bay— D) +xy)?  and Y =[B(xh— 2=/
[ & ﬂ}l—ﬂ}}‘)+n;1*]2, respectively. Therefore, I know that the lobbying
contributions of firms depend on the valuation of the prize, = —nxy, x5, and
the domestic firms’ lobbying ability, 4.

PROPOSITION 1. The lobbying contribution of the domestic firms and the
foreign firms in the subgame-perfect Nash equilibrium depend on firms’ valuation
of the prize and the lobbying ability.

Next, I consider the case in which consumer group’s valuation is greater than
foreign firm 1’s. '

As depicted in Figure 4, given zj7<CS™—CS*, the intersection of the
reaction curves occurs at point A on the vertical axis. Therefore, consumer
group makes a contribution, while foreign firm 1 is a free-rider. Hence, I have
a reduced game in which domestic firm 1 and consumer group compete, and
their reaction functions are

sl(x)=% (5a—5c+§é‘)b(a—c;2t) Bx—%x for x>0

and x(S1)=\/ (—7a+7c-;22bt)(a—-c—2t) Bs,— Bsy for s,>0.

Let E(s},x") be an unique subgame-perfect Nash equilibrium of the reduced

game. Then it satisfies the two reaction functions above. In the case where
consumer group has the more valuation for the prize, the equilibrium lobbying
contribution is ' ‘ ’

By — ) CS™ ~ CS*) B — i) (CS™ — €CS™)?
[B(xy — i) +(CS™— CSH]? " [ Bz — 7iy) +(CS™— CSM)]

(s1,2)=( 7).

And reaction curves of domestic firm 1 and consumer group are depicted in
Figure 5. Let S* and x" be the total lobbying contribution of the domestic
firms and that of consumer group in the subgame-perfect Nash equilibrium of
the full game. Since they are equal to domestic firm 1’s and consumer. group’s

*

contributions of the reduced game, - S* and x" are equal to [B(7y—
T A(CS™ — CS')]-/ [B(mg— ) +(CS™— CS‘*)]2 ‘and [ A7l —2g)(CS™ —
CSH2/ [Alxl — i) +(CS™— CSM)]?, respectively. '
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[Figure 5] Reaction curves of domestic firm 1 and consumer group

x=fs

B — )
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'
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i

CS™—CS* (mg+ ) s
: 4B 4

s — o5t ={=TatTct+20(a=c=20)

Notes: b

V. ACTIVE CONSUMERS, TARIFF LEVELS, AND FREE-RIDERS

The existing papers on lobbying in the context of international trade consider
that the domestic and the foreign firms compete with one another to win their
prizes by making contributions. They do not consider consumers’ decision except
Helpman (1997). But consumers do not always allow government policy on
trade. Rather, consumers try to defend their consumer surplus by making
contributions. In the case where there are active consumers, I obtain interesting
results. , ' ' _

Whether the foreign firms can earn positive profits by entering into domestic
market or not depends on the tariff levels. In this model, by equation (11), I
obtain that when the tariff level is (a—c)/2, profits of the foreign firms are
equal to zero. Thus, the critical value of tariff is (a— ¢)/2. All levels above
this critical value are consistent with the protection of the market, and all levels
below the critical value imply the opening. That is, the prize for the foreign
firms and consumer group is that the tariff level is set less than (a— ¢)/2.
Note that their prize is a group-specific public-good. This fact makes possible
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that, if they have a different valuation on the prize, one of them is free riding
on the other. That is, one who has the highest valuation on the prize makes a
contribution. From the Section III, I know that this valuation of the prize
depends on the tariff levels.

If the tariff is between (a—c¢)/14 and (a—¢)/2, consumer group has more
valuation, CS™— CS">7}. Thus, consumer group makes a contribution, while
the foreign firms become free-riders. If the tariff is less than (a—c¢)/14, the
foreign firms have more valuation, 77 >CS™— CS". Then, the foreign firms

make contributions, while consumer group is a free-rider. If the foreign firms
and consumer group expect the tariff to be higher than (a—¢)/2, then none of
the foreign firms and consumer group will make a contribution, and the
domestic firms won’t make a contribution. ~

It is due to active consumers that the foreign firms can be a free-rider. If
there are no consumers, the foreign firms necessarily make contributions to win
their prize. But, as my model, if there are active consumers, even though it is
the international trade contest, the domestic firms and consumers compete among
themselves, except for the foreign firms. That is, in the case of trade contests,
if there are active consumers, the foreign firms, one of the competitive firms,
have the advantage in the lobbying contribution toward the decision of trade
policy. Extremely, they will be able to become a free-rider.

PROPOSITION 2. If there are active consumers, the foreign firms rather than
the domestic firms can have the advantage in trade contests.

PROPOSITION 3. If there is an active consumer group and the prize is a
group-specific public-good, which one of the foreign firms and consumer group
can be a free-rider, and whether who becomes a free-rider depends on the
expected tariff levels.

Proposition 3 can be interpreted that if there are active consumers, the foreign
firms can achieve their object without effort, as the proverb goes “One man
sows and another man reaps.”

As mentioned by Damania & Fredriksson (2000), the formation of a lobby
group may not be feasible because each firm has an incentive to free-ride on its
rival’s lobbying contribution. Therefore I can consider collusion that influence the
ability to overcome free-rider problems in the formation of political lobby
groups.

“VI. CONCLUSIONS

I have considered a rent-seeking contest in which players cdfnpete to win
their prizes, focusing on lobbying contributions made by the players.
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The contest is a two-stage game in which the domestic firms, the foreign
firms, and consumer group first compete to win their prize, the high tariff for
the domestic firms and the low tariff for the foreign firms and consumer group,
and then after knowing government’s policy on the tariff, the domestic firms
and the foreign firms choose their output fo maximize the expected payoff.

I have found the following. First, the first-stage contributions of the domestic
firms and those of the foreign firms in the subgame-perfected Nash equilibrium
depend on firms’ valuation of their ‘own prize, and the lobbying ability, 4.
Second, if there are active consumers in trade contests, the foreign firms, one of
the two competitive groups, have the advantage in the lobbying contribution
toward the decision of trade policy. Third, if there is an active consumer group
and the prize is a group-specific public-good, which one of the foreign firms
and consumer group can be a free-rider, and whether who becomes a free-rider
depends on the expected tariff levels. Such like this, because each firm has an
incentive to free-ride on its rival’s lobbying contribution, I can consider collusion
that influence the ability to overcome free-rider problems in the formation of
political lobby groups. This is an interesting subject. I leave that for future
research. '
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