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ABSTRACT

In the standard common agency model of politics, the interest groups always 

lobby a single policy-making entity for policy favor. To deal with this unreality, I step in 

some issues about the trade policy making that is entangled with the multiplicity of public 

decision-makers. My study cooperates multi-agent and the common agency model to 

analyze the trade policy making under the political system that is controlled by a number 

of lawmakers. The analysis points out that the committee of symmetric lawmakers 

behaves like a single government but the equilibrium policy is not efficient. Because the 

presence of multiple players on the both sides, lobbies and lawmakers, creates the 

strategic externalities among lawmakers, it is impossible for all the players to achieve the 

optimum of their sum bliss. Moreover, focusing on the phenomena of the bipartisan 

corruption in the United States, I examine the fund-raising race between two parties in 

the bipartisan political system. If collecting political money implies that the party sells its 

service to the rent seekers, the party’s popularity will fade as its fund raising activity is 

more vigorous than its opponent’s is. The interaction between two political parties is 

modeled as a differential game. The results show that the subgame perfect equilibrium 

considerably lifts political money collecting activity compared with time consistent. This 

partially explains why the political parties ignore the public’s criticism on their soft 

money collecting activities and engage in an ever-escalating fund raising race. Finally, I 

apply the common agency model and Nash bargaining process to analyze the 

immigration policy of a small country. Our results show that, under incomplete political 

economy, the political equilibrium is to set up quantitative restrictions on the inflow of 

foreign labors. If the marginal cost of deterring illegal immigrants can be covered by the 

marginal benefit of allowing legal immigrants for entry, setting an optimal border control
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to deter the illegal immigrants from entry and simultaneously allowing a certain level of 

legal foreign labor for entry is the political equilibrium. The bargaining power of 

government does not affect the immigration policy, but in the long run it does.
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CHAPTER 1. INTRODUCTION

1.1 Influence-Driven Contribution Model

In recent years there have been considerable works devoted to developing a 

positive theory of policy-making, whose emphasis is on modeling the political process by 

which public policy is made and examining the policy that emerges as the equilibrium of 

this process. The research in this field provides a number of political economy 

approaches on its focus, such as majority voting (Mayer 1984), lobbying (Hillman 1982 

and 1988) and electoral competition (Magee, Brock and Young 1989). The modem 

democracies have two noticeable features: the political campaign contributions serve an 

important role in enhancing the politicians' chance of being elected or re-elected, and the 

activities of rent seeking have a prominent part for inducing the government to create 

market inefficiencies and distortions. However, most of the political economy approaches 

can not link satisfactorily the motive for campaign contribution to the activities of rent 

seeking. An exception is the influence-drive contribution model. It is beyond the 

approach that individual contribution is to aim on electoral outcome, while argues that 

political contributions are designed to influence the choice of policy than to influence 

election outcome. Since the individual political contribution has marginal effect on the 

election outcomes of modem democracies, the model of influence-drive contribution has 

more solid theoretic ground than the others do in building up a positive theory of policy 

making.

In the particularly appealing and useful model of Grossman and Helpman (1994), 

they portray a policy maker, who takes bid on trade policy from organized interested 

group. The relationship between government and lobby groups is modeled as a common 

agency of politics. The basic idea of this model is based on the observation that in the

1
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modern democracies the opportunistic politicians have nothing to sell but their policies, 

and meanwhile a politician's professional and personal success is often tied to financial 

contribution.

In my dissertation, I engage in three works based on the structure and ideas of

Grossman and Helpman (1994). First, I extend their structure of common agency model

to deal the multi-principal, multi-agent problem that arises in the political economy of

trade policy. Second, I expand their idea, which the politicians' success are tied to

financial contribution under the modem democracy, to expose the phenomenon that the

political parties ignore the fierce public criticism of collecting soft money and still chase

it. In the final part, I directly apply their structure to analyze the issues that are

concerning the immigration policy of a small country.

1.2 An Extension of Common Agency Model to a Multi-Agent, Multi-Principal 
Problem

The common agency model of politics, as developed by Grossman and Helpman 

(1994), produces some keen insights in the topic of special-interest group politics. It is 

well suited to analyze the structure of economic policy across a set of industries and to 

examine the choice between various policy instruments (Dixit 1996, Dixit, Grossman and 

Helpman 1998, and Aidt 1998). In these models, the interest groups always lobby a 

single policy-making entity for policy favors. However, in reality, there hardly exists 

such a simple political system. The modem democracies are often involved legislative 

activities, which are related to the allocation of policy jurisdiction across legislators 

serving as ministers or committee chairs; in other worlds, the public policies are made by 

a number of public decision-makers.

2
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In the second chapter "Lobby and Policy Decision-Makers: An Application to 

Trade Policies", I analyze some issues about the trade-policy-makings that are entangled 

with the multiplicity of public decision-makers. Based on some recent works on multiple 

agents (McAfee and Schwart 1994, Segal 1999, and Prat and Rustichini 1999), the study 

is cooperated multi-agent with common agency to analyze trade policy-making under the 

political system that is controlled by a number of powerful legislators or ministers. The 

political process is featured by a sequence of games in which each lobby is connected 

with a number of public decision-makers. My results show that the committee of 

symmetric lawmakers behaves like a single political entity but the equilibrium policies 

are not efficient. Because the presence of multiple players on the both sides (lobbies and 

lawmakers) creates a strategic externality, it is impossible for all the players to achieve 

the optimum of their sum bliss.

1.3 Modeling the Fund Raising Race between Two Competing Political Parties

To collect political money to finance the electoral expenditure, the incumbent 

politician, portrayed as in Grossman and Helpman (1994), takes the strategy, "seeking 

rents by creating rents". In fact, no matter which party is in rule, it seems unavoidable 

that the politicians from political party collect soft money to finance campaigns. 

However, the interest groups may influence the government’s policy making via the 

political contribution, and the corruption emerges in the interactions between politicians 

and special interests. Recently, the general public has fiercely criticized that the soft 

money is a main access for interest groups to corrupting the politicians from the 

Republican and Democrat. But, in the bipartisan system of the United States of America, 

the both parties ignore the criticisms and compete the soft money to finance the 

campaigns like an arm race. The political parties fund raising race have been the public

3
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issue for a decade, but it is rare for the current economists to investigate the pervasive 

bipartisan corruption in a democracy, which the popularity and political contribution have 

impacts on the politicians’ chance of being elected or re-elected.

In the third chapter "The Dynamics of Political Fund Raising Race: A Differential 

Game", I take a close look at the phenomenon that two political parties engage in fund 

raising race in spite of the fact, which collecting political moneys hurts political parties' 

popularity. The basic model we adopt is that of Feichtinger and Wirl (1994) in which the 

incumbent party has to trade off between popularity and political money collection. In my 

model, if a party's fund-raising activity is more vigorous than its opponent is, its 

popularity gets damaged. The intertemporal interactions between the two competing 

political parties are modeled as a differential game. My main conclusion is that: (a) If the 

competing parties are very similar to each other, they trash their popularity, and (b) the 

fund raising activity is considerably higher under subgame perfect equilibrium than under 

time consistent. These provide a partial explanation of why the political parties ignore the 

fierce public criticism of their soft money collections and continue to involve themselves 

in fund-raising race.

1.4 An Application of Common Agency Model to Immigration Policy

One often observes a host country permitting some legal entries of foreign labors 

and simultaneously deterring the illegal entries of foreign labors. This observation gives 

rise to two related puzzles. Puzzle 1: An optimal policy for a small country concerning 

labor mobility is to let foreign labor in until the marginal labor product is driven down to 

the foreign wage. That implies that all foreign labor should be legally admitted for a 

national optimum. Puzzle 2: If for some reason illegal entry should be deterred, why 

allow for legal entry of foreign labors. The existing models cannot account for the

4
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simultaneous existence of legal and illegal immigrants and hence cannot answer these 

two puzzles. They either do not distinguish two types of labor or assume that legal labor 

is non-existent or outside the model (for example, Ethier 1986, Bond and Chen 1987, and

Djajic 1997).

In the final chapter "Immigration, Border Control and the Relative Bargaining 

Power of Government under Lobbying Process", I incorporate the common agency mode 

of Grossman and Helpman (1994) into the framework of Ethier (1986) to explain the 

puzzles mentioned in the previous paragraph. Since the model's basic setup about the 

political economy is based on the framework of Grossman and Helpman (1994), it 

inherits an extreme characteristic: the government has monopoly power in relation to 

multi-lobby. To relieve this uncomfortable feature, I further expand my one sector setting 

to multi-sector and portray the govemment-lobby negotiation as a Nash bargaining 

process. My results show that: If the production factors are not all presented by the 

lobbies, the political equilibrium is to set up a quantitative restriction on the inflow of 

foreign labors. If the marginal cost of deterring illegal immigrants can be covered by the 

marginal benefit of allowing legal immigrant for entry, deterring illegal entry of foreign 

labors to allow a certain level of foreign labors for legal entry is the host country's 

political equilibrium. Furthermore, I show that in the short run the relative bargaining 

power of the government only affects the distribution of the surplus, derived from the 

political process, between the government and the lobby; however, it affects the 

immigration policy of host country in the long run.

5
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CHAPTER 2. LOBBYING AND POLICY DECISION-MAKERS:
AN APPLICATION TO TRADE POLICIES

2.1 Introduction

In the standard common-agency model of politics, the interest groups always 

lobby a single policy-making entity for policy favors. However, in reality, there hardly 

exists such a simple political system. In modem democracies, they involve legislative 

activities, which are often related to the allocation of policy jurisdiction across legislators 

serving as ministers or committee chairs; in other words, the policy decisions are made 

by a number of public decision-makers. There are scarce works that try to integrate multi- 

decision-makers into the lobbying process.

An Exception is the work Helpman and Persson (1998). However, their 

assumption that each public decision-maker of the political system is associated with a 

particular interest group, harks back to the original common agency model, and rendering 

it unable to analyze multi-principal, multi-agent interactions. In this paper, we extend 

some recent work on multiple agents (McAfee and Schwartz 1994, Segal 1999, Prat and 

Rustichini 1999) to the common agency setting and to analyze policy-making under the 

political systems that are controlled by a number of powerful legislators or ministers.

In our model, we assume that some of the groups in society are organized and 

able to make implicit offers to influence the trade policies. The decisions of public 

policies are brought up under a US-style congressional system or a European-style 

parliamentary system by combining every individual policy proposal of lawmakers into 

the final one.

Under the collectivized decision-making process, for every public issue, there is a 

weight corresponding to the policy proposal of each individual lawmaker. The weight is

6
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exogenous and reflects the seniority of individual lawmaker in political system. However, 

to simplify our analysis, we assume that the lawmakers equally share the power of 

deciding the public policies.

Given the specific rules of political system decision-making, the political 

contributions are made strategically to influence the design of individual lawmaker's 

policy proposals and the collective policy decisions in the political system. Moreover, we 

assume that every individual lawmaker is concerned with the weighed sum of the 

aggregate social welfare and the total contribution he receives. Hence there are 

externalities among individual lawmakers because each lawmaker's utility depends not 

only on his own policy proposal but also on the other lawmakers' proposal. In this 

process, a set of lawmakers makes the decisions that affect the payoffs of a set of interest 

groups, while the lobbies can influence the decision of lawmakers by means of monetary 

inducements.

In what follows, I assume that a number of lawmakers collectively decide the 

trade policy in a small country. The economy is assumed to have the Ricardo-Viner 

structure. In Section 2.2, we portray an economy that the trade policy is a result of linear 

convex combination of the lawmakers' policy proposals. We consider that an interest 

group lobbies a trade policy committee for favors. We model the relationship between the 

committee of trade policies and the interest group as a game played through agents. 

Specifically, this game includes a principal and a set of agents. Under the assumption that 

the lawmakers are symmetric, we confirm that each lawmaker who holds passive belief 

will behave as if it were maximizing a social welfare that weighs the bliss of interest 

group more heavily. Moreover, we also show that because of the strategic externalities,

7
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the domestic prices depart from free trade more under the equilibrium policy proposal 

profiles than under the efficient policy proposal profiles.

In Section 2.3, we introduce multi-agent into our model. Since each lawmaker 

holds passive beliefs, she or he is isolated as a common agency in the lobbying process. 

Thus, the entangled interactions between multi-principal and multi-agent are resolved by 

imposing constraint on the agents' beliefs. It is different from the work of Grossman and 

Helpman (1996), in which they imposed some specific beliefs to the principals. The 

results of our analysis reinforce the result of Grossman and Helpman (1994).

Overall, the analysis points out that the committee of symmetric lawmakers 

behaves like a single government but the equilibrium policies are not efficient. Because 

the presence of multiple players on the both sides creates a strategic externality, it is 

impossible for all the players to achieve the optimal of the sum bliss of interest groups 

and lawmakers. Moreover, the strategic externality also makes the interior solution hard 

to find.

2.2 The Model

Consider a small economy that the populations size N. In this economy each 

individual has a utility function

u(h) = h0 + 2 > A )  (2.1)
/=i

where ht is the consumption of product i and ut is an increase concave function. He 

spends his income to consume n+1 kind of goods. Good 0 is produced with labor alone 

and serve as numeraire, whose price is equal to unity. Each non-numeraire sector / uses 

labor and the sector specific capital to produce good /. With the wage rate fixed at one,

8
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the aggregate reward to the specific factor used in produce good / depends on the 

domestic price of that good, pi. This reward is denoted by n,(pt).

The consumer surplus from good / for an individual is St zu , 

where d,(p,) is an individual's demand for good /. The net import demand function is 

denoted by mt = (p,), where y,(pt) is the domestic output of good i. The

net revenue from sector fs tariffs or subsidies that is expressed on a per-capita basis, is 

given by /•(/>,)s  (pt - p*)[di( p J -y t ip J /N ]  wherep* is the world price for goods i.

Consequently, we can define ad valorem trade taxes or subsidies to be /, = (p, -  p*)/p*.

Moreover, suppose that the government redistributes the tariff revenue equally to every 

individual in a lump-sum fashion.

We can express the joint welfare, gross of the contributions, as

Wt =qt +*, +a,AT{]TS,(/>,) + £/;(/>,)}
f=i f=i

where p  is a vector, (pi, p^ ... ,pn). The first term on the right hand side qt is the total 

labor supply of the specific input used in industry r, and the last term represent their share 

in tariff rebates and in consumer surplus, in which at is the fraction of the population that 

own factor /. The aggregate gross welfare W equals aggregate income plus trade tax 

revenues and total consumer surplus; that is,

W(p) = (P) + N & S M + (Pi)} •
(=1 1=1 /=! (=1

Now, consider an economy in which the professional and personal success of a 

politician under the institutions of representative democracy is tied to the financial 

contributions of some special interests. We assume that in some exogenous set of sectors,

9
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denoted L, the specific-factor owners have overcome the free-rider problems and been 

able to organize themselves into lobby groups. More specifically, the set of interest 

groups is denoted asL = {1,2,...,/}.

Moreover, we assume that the interest groups can make deals with a set of 

lawmakers, denoted Z = {1,2,.../}. To simplify our analysis, we assume that the 

domestic price of product in sector / is decided by a linear combination of the individual 

lawmakers’ policy proposals. In this simple linear process, the lawmaker / s tariff 

proposal about sector / is denoted by Py eA,y where Aff is a continuous compact subset of

R, real number; that is A,y = [£(/,/>/;]. Let the vector Pt ={PiX,Pnt...,Pix)& A(I x...x Ate 

denote the lawmakers’ policy proposal profiles concerning the domestic price of sector 

/’s product. Let A( = IIy=IA,y and P = {PU..PH). Moreover, let Ay s  II"=1Atf. Let

P‘ = (Pl,...,Pll) e A; denote the lawmaker/s policy proposal vector.

Next, we assume that each lawmaker j  has equal power on the setup of domestic 

prices, and thus his tariff proposal for sector /, Py is weighed by l/z. Then, we can write 

the domestic price in sector / to be

A - 7 & V -2 /=i

The sector / lobby raises money from its members to influence the policy outcome 

p. Its political contributions depend on the policy proposal vectors proposed by individual 

lawmakers. Unlike the standard common agency model, the interest groups in our model 

may lobby more than one lawmaker. Let Qj(Pij,..,P$) be the contribution schedule 

offered by lobby i to lawmaker j. The joint welfare of lobby group i ’s member can be 

expressed as

10
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K=frt - Z  c, .  (2.2)
y=i

Each lobby maximizes the total welfare of its member via their contribution schedules. 

Each lawmaker cares about the total level of political contributions and the well being of 

the general public. As in Grossman and Helpman 1994, we choose a linear form for the 

lawmaker/  s objective function, namely

G ,= ± C ,+ a ,W {P )  (2.3)
i= l

where a, is a parameter that represents the marginal rate of substitution between welfare 

and contribution.

The non-cooperative game takes place in two stages: first the lobbies 

simultaneously pick out their political contribution schedules, and each lobby r makes 

each lawmaker j  an offer Q  which is privately observed by the lawmaker. Lawmaker j  

observes his own contribution schedule vector Q = {C//}/d offered by the lobbies and 

forms beliefs rj(Cj) about the contribution schedules made to the other lawmakers. In the

second stage, the lawmakers propose policy proposals simultaneously.

We focus on the Perfect-Bayesian Equilibrium, in which each lawmaker sets a 

policy proposal vector to maximize his objective Gj contingent on given contribution 

schedules and his beliefs. Each lobby / sets up a set of contribution schedule vectors to 

maximize the joint welfare of its members, taking the other lobbies' schedules as given.

2.2.1 One Interest Group and Lawmakers

We start our analysis by studying the case in which there is a unique interest 

group g  and a number of individual lawmakers z. Here, the game is similar to the 

unobservable game of McAfee and Schwartz 1994. The lobbies offer political

11
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contributions to the lawmakers simultaneously and secretly, and the lawmakers never 

learn the others' deals. Each lawmaker f s  object function is Q , + ajW(P) and the lobby

group g’s joint welfare is Wg -  ,Crf .

In this two-stage game, we focus on the pure-strategy, perfect Bayesian-Nash 

equilibrium. When a lawmaker receives an off-equilibrium-path offer, arbitrary belief can 

be assign to the unobservable offers made to others. Then, the multiplicity of equilibria 

appears. To construct an accurate and complete prediction, we need to pin the belief on 

out-equilibrium-path on some certain domain. Following the suggestion of McAfee and 

Schwartz, we assume that the lawmakers interpret any unexpected offers as trembles and 

believe that they are uncorrelated. In other word, each lawmaker hold so called passive 

beliefs: when a lawmaker receives a political contribution different from what is expected 

in the candidate equilibrium, he believes that the other lawmakers face their equilibrium 

political contributions.

Consider the lobby g's incentive to deviate from an equilibrium outcome 

{C0 } JCZ, {Pt }ie{1(1(. Since the lobby group can offer zero contribution to any lawmaker

whose policy proposal is free trade for all sectors, we can focus on the deviations in 

which all lawmakers accept their offers. Holding passive beliefs, each lawmaker j  makes 

policy proposal P  = {PjJ t and accepts political contribution Ca  if and only if 

CB +aJW(PJ,P~J)ZajW(p*,P~J) where P~‘ is the others' policy proposal vector.

The lobby g’s optimal deviation should maximize the welfare of its member subject to 

these participation constraints:

12
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subject to Ct  +ajW(PJ,P~i ) > ajW{p*,p-J) for all j e Z

( {Ca };6z» }ie{u ,<.)) >s an equilibrium outcome if and only if the lobby does not want to

deviate from it; that is, it solves this program.

Given any P, the lobby g  will set its political contributions so that the cost of 

implementing this policy proposal is the minimum. Consequently all the participation 

constraints must bind. We can use the binding constraints to express the political 

contributions in the lawmakers' utility, and substitute them into the objective function. 

Since ajW(p*,P'J) is constant in this program, the policy proposal vector {Pi 

can be sustained in equilibrium if and only if the vector satisfies the following condition:

W 'r,(.F)+'Za,W(.P‘,P ‘ ). (2.4)

Let £1 denote the set in which every policy proposal profile satisfies (2.4) and is an

t  ^
interior solution. When Atf is an interval and ffrg( P ) + ^ a Jffr(P/ tP~/ ) is continuous in

;=i

p j p - i ) quasi-concave in P, the set for (2.4) is not empty (see the proof in the 

Appendix 2 of Segal 1999). The program of (2.4) is equivalent to the following

condition:

for all j  e  Z. As a result, the program (2.4) says that, in equilibrium, the lobby's political 

contribution will induce each lawmaker j ,  who holds passive belief, to behave as if he 

were maximizing a social welfare function that weighs the interest group's welfare more 

comparing with those not so represented.

13
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We can interpret the program (2.4) as each lawmaker j  puts weight 1 + ay on 

sector g  and ay on the others. The results show that each lawmaker's optimizing behavior 

is similar to that of the single policy-maker in Grossman and Helpman (1994).

Now, we can portray the interior equilibrium trade policy supported by the 

differentiable contribution schedules. Given the differentiability and the fact that the 

equilibrium is in the interior, we have the first order conditions for (2.4):

where the operator V applied to a function denotes the gradient vector of the partial 

derivatives of the function with respect to the vector argument that appear as the subscript 

of the operator.

From Eq. (2.S), we can evaluate the effect of each lawmaker's marginal policy 

proposal change on the various groups' welfare by separately calculating VWg(P) and

VW(PJ,P~J) and combining them. For interest group g we have

where mg(j>g) ^ N d g{j>g) ~ y g{pg) is the net import demand function. Eq. (2.6) states

that an increase in the lawmaker/s domestic price proposal of sector g  above the free 

trade level can increase the interest group g’s welfare. However, each lawmaker / s  

marginal policy proposal only has a partial effect on the domestic price of sector g  that

I

VWg (P) + 'jraJVW(Pi ,P~i ) = 0 (2.5)

(2.6)

depends on his power in political system, and hence the marginal effect is discounted by

l/z. Moreover, for the aggregate welfare, we have

(2.7)

14

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



Eq. (2.7) shows that the marginal deadweight loss, which is caused by each lawmaker f s  

policy proposal change, increases as the economy is more distorted.

Plugging (2.6) and (2.7) into (2.5), we have:

0 - a t )yt (Pt )+ a t (Pt (j>g)+aj(Pt ~P't )r»i (Pt ) = 0. (2.8a)

For / * g, we have

- a ty ,ip ,y+«,(/>, - p 'W i iP t ) +(!,[(#, - p ' W M  = 0. (2.8b)

Eqs. (2.8) tell us that if aj is not identical for all j ,  there does not exist a pure strategy, 

interior Bayesian Nash equilibrium. However, if ay is equal to a constant a for all j  e  Z, 

the first order condition of (2.4) with respect to /*, will be identical. Therefore, we 

assume that every lawmaker is symmetrical for the rest of our analysis.

Since the lawmakers have the same objective function, the policies of the political 

system are the same as that of a single policy-making entity. Furthermore, in equilibrium, 

the trade policy satisfies

X - i z a i  (2.9)
1 + / ,  a + a t e(

where if / = g, h  = 1; otherwise, // = 0. In (9) s, = y tip,)/m,ip,) the equilibrium ratio of 

domestic output to import and et =m,(pi)p ilmi(pt) is the elasticity of import demand

or export supply. Eq. (2.9) is identical to the equation for the equilibrium tariff rate found 

in Proposition 1 of Grossman and Helpman (1994).

Dixit et al. (1996) argue that if the government’s objective weighs positively the 

well being of all members in society, then the efficiency for the government and lobbies 

can be achieved under the lobbying process. However, in this secret game, the efficiency 

that the relevant parties or players succeed in maximizing their joint surplus is not

15
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