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Abstract

This paper analyzes the effective regulation of commercial lobbying activities and
focuses on the endogenous choice of regulatory institutions. The analysis uses a model
of commercial lobbying in which citizens hire lobbyists to present policy matters on
their behalf, and policymakers announce political access rules to induce citizens and
lobbyists to engage in information acquisition and make financial contributions. The
distribution of private costs and public informational benefits from commercial lobbying
can explain why commercial lobbying is widely employed, but may not be socially
efficient, and may lack public support. I derive the institutional conditions under which
a market outcome can be first-best as well as the conditions under which a first-best
institution will be self-stable or not. One result is that current lobbying regulation
may fail to be effective: unable to limit lobbyists’ and policymakers’ incentives to
substitute financial contributions for socially beneficial information acquisition. The
analysis highlights the necessity to monitor information transfers as well as financial
transfers to construct effective regulatory instruments. Additional results explain why

endogenous reforms that regulate lobbying activities may or may not occur.
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1 Introduction

The conventional wisdom of lobbying is that citizens or special interest groups may have
policy-relevant information that an imperfectly informed policymaker wishes to learn for
the benefit of society. However, lobbying and other influence activities may lead to a po-
litical capture by special interests and influence policymakers in socially undesirable ways.
Exemplary lobbying and influence activities include the strategic provision of information
as well as policy-contingent, or candidate-specific, campaign contributions.! Such activities
are usually undertaken or organized by representatives of classic special interest groups or
employees of commercial lobbying firms. The difference between the two types of profes-
sional lobbyist is that special interest groups and their advocates are directly affected by
the policy outcomes they lobby for, whereas lobbying firms provide their intermediation
services for profit to various clients.? The analysis of special interest group activities and
the regulation of their activities has been a primary focus of economic analysis.?> However,
the influence of commercial lobbyists is more and more predominant.* These lobbyists
are usually employed by law firms, government affairs firms, or consulting firms and offer
citizens, firms, and special interest groups their political contacts and expertise in legal,
political, and public relations affairs that goes beyond pure salesmanship. This paper ac-
knowledges the recent changes in lobbying activities and intends to explain the implications
of commercial lobbying for the optimal regulation of lobbying activities, and in addition to

provide empirically relevant arguments why some societies choose to regulate professional

'Further activities include the formation of coalitions, candidate endorsements, media campaigns, and
obviously corruption.

2The wide engagement in lobbying activities and the presence of commercial lobbying firms can be
confirmed by the disclosures by professional lobbyists under the Lobbying Disclosure Act (1995) which are
electronically available on through the Senate’s Office of Public Records. The data reveal that commercial
lobbyists represent the interests of a variety of companies, unions, trade groups, counties, cities, universities,
and individual citizens.

3See Olson’s (1965) seminal work for the formation of special interest groups. For the pathbreaking
work on rent seeking see Tullock (1967), Krueger (1974), and Buchanan (1980). Congleton, Hillman, and
Konrad (2008). Persson and Tabellini (2000) and Grossman and Helpman (2001) provide a detailed review
for special interest groups’ political influence activities and lobbying. See Dahm and Porteiro (2008) for an
overview of the campaign finance reform literature.

“Bertrand, Bombardini and Trebbi (2012) show, using U.S. federal lobbying data, that commercial
lobbying is, measured in terms of the share of all lobbyists and amount of revenues, rapidly growing. For
example, the share of “out-of-house” lobbyists has steadily grown from approximately 40 percent in 2000
to nearly 60 percent in 2008.



lobbying activities and other societies do not.

The influence by a few on the political process has produced plenty of public scandals
and started many public discussions about the benefits and risks of professional lobby-
ing activities. A few of these scandals and discussions have led to gradual reforms in the
regulation of professional lobbying activities. The history of lobbying regulation in the
United States goes back to the 1930s when the influence of specific industries or foreign
governments on domestic policies became a public concern.® But the first comprehensive
regulation of lobbying activities at the federal level was put in place much later with the
Lobbying Disclosure Act (1995). Additional public scandals revealed loopholes and public
pressure resulted in the Honest Leadership and Open Government Act (2007) as amend-
ments to the existing rules.® The current regulations require lobbyists to disclose their
lobbying activities, limit policymakers’ “revolving door” career ambitions,” and increase
the transparency about policymakers’ discretionary spending. Nonetheless the current
regulation does not provide transparency about lobbyist-policymaker interactions, strate-
gic information transfers from lobbyists to policymakers,® or a potential substitution of

financial transfers for desirable policy information to influence policymakers.”

5The Public Utilities Holding Company Act (1935) required representatives of holding companies to
report their activities to the Securities and Exchange Commission before lobbying Congress, the Securities
and Exchange Commission or the Federal Power Commission. The Merchant Marine Act (1936) required
representatives of ship owning companies or shipyards that received government subsidies to disclose their
income, expenses and interests. The Foreign Agents Registration Act (1938) required individuals who
represented foreign entities to register. The first general law to regulate lobbying activities at the federal
level was enacted in 1938 and applied only to the legislative branch, namely Congress. See Chari, Hogan,
Murphy (2010) for a more detailed discussion of the history of lobbying regulation in the United States.

6Jack Abramoff was one of the more enigmatic professional lobbyists, working for several lobbying firms
over time, and also well known for lucrative lobbying deals. He was the center of a public corruption scandal
and pleaded guilty to charges of fraud, tax evasion, and bribery of Congress members. The investigations
led to several investigations and convictions against policymakers, staffers, and lobbyists. See Schmidt and
Grimaldi (2005, 2006).

"The revolving door is the phenomenon of former public officials who become lobbyists and provide their
political networks and expertise to potential clients. For an empirical analysis of this phenomenon and the
networks of lobbyists and policymakers see Blanes i Vidal, Draca, and Fons-Rosen (2012) as well as Eggers
(2010).

8The New York Times obtained emails in 2009 that showed how lobbyists employed by the same law
firm and lobbying on behalf of a biotechnology company provided House members from both parties ghost-
written statements that were printed in the Congressional Record.

°The Lobbying Disclosure Act (LDA) requires lobbyists to disclose their lobbying revenues, names
of clients, and institutions of their administrative contacts but not the names of the policymakers they
interacted. Current empirical analysis uses various proxies for lobbyist-policymaker networks. Blanes i
Vidal, Draca and Fonsen (2012) use past work experience of lobbyists and policymakers, Eggers (2010) uses
party affiliation of lobbyists, and Bertrand, Bombardini and Trebbi (2012) employ campaign contributions
to politicians by lobbyists as measure. The current analysis may shed some light in Section 4.3 on why



In addition to the observed gradual reforms, an institutional comparison reveals that
the institutions that regulate lobbying activities differ widely across countries and even
within countries at the state level. Countries with a higher degree of formal lobbying
regulation, such as public registers, codes of conduct, and activity reports, are, for example,
the United States, Canada, and recently Australia. Most Western democracies have only
limited forms of regulation or none.' Irrespective of the level of regulation, a public
dissatisfaction with professional lobbying activities is present in most countries. Though
the United States have relatively strong lobbying regulations in place, there is still a lack
of satisfaction and transparency present.!! A public dissatisfaction and inability to initiate
reforms may be highlighted by the case of the European Union with its three main political
institutions. The European Parliament, with its elected members, has a mandatory registry
for lobbyists. The European Commission, with officials appointed appointed by member
states, has just recently changed in 2008 from self-regulation to a voluntary registry for
lobbyists.'? The European Council, as the representation of member states’ governments,
has no rules in place.

The main focus of this study is on commercial lobbying activities to acknowledge the
growing activities by commercial lobbyists and to close the observed gap in the literature
that focuses exclusively on special interest group lobbying.'® The current analysis addresses
two questions: what are the institutions that can achieve first-best lobbying outcomes in
a market environment, and why do we observe unregulated lobbying activities as well as
gradual reforms? To answer both questions, the analysis uses Groll and Ellis’ (2012a)

model of commercial lobbying in which lobbyists provide lobbying services for profit to

policymakers may hesitate to disclose their interactions with lobbyists.

10See Chari, Hogan and Murphy (2010) for a detailed comparison of lobbying regulation across countries.

HEor example, this is highlighted by U.S. Senator Ron Wyden’s statement about the Trans Pacific
Partnership (TPP) and the U.S. Trade Representative (USTR): “[...] And yet, Mr. President, the majority
of Congress is being kept in the dark as to the substance of the TPP negotiations, while representatives of
U.S. corporations — like Halliburton, Chevron, PHRMA, Comcast, and the Motion Picture Association of
America — are being consulted and made privy to details of the agreement. As the Office of the USTR will
tell you, the President gives it broad power to keep information about the trade policies it advances and
negotiates, secret. Let me tell you, the USTR is making full use of this authority. [...]” Statement for the
Record to the U.S. Senate, May 23rd 2012.

12The Interinstitutional Agreement on the Establishment of a Transparency Register (2011) combines
both the Parliament and the Commission registers for enhanced transparency.

3The analysis does not ignore or rule out special interest group lobbying but highlights the comparative
advantage of commercial lobbyists in comparison to internal special interest group lobbyists.



many clients and possess an expertise that allows them to make predictions about the
social desirability of policy proposals. Lobbyists can share their information findings and
transfer financial contributions to policymakers in exchange for political access that is of
interest to the lobbyists’ clients. A policymaker’s powerful position to allocate political ac-
cess across competing citizens and lobbyists allows him to request his preferred combination
of information acquisition and financial contributions, which in turn may not be socially
efficient. This potential distortion is addressed by the first question. The analysis shows
that if commercial lobbying is socially desirable, then transparency about policymakers’
and lobbyists’ financial and informational transfers can limit potential welfare distortions.
These distortions may arise from lobbyists’ and policymakers’ incentives to substitute fi-
nancial contributions for socially beneficial information. An exclusive focus on financial
contributions may fall short of identifying such a substitution.

The policymakers’ requests in an unregulated market equilibrium cause both a private
rent dissipation for citizens and lobbyists as well as a potential distortion in the quality of
political decisions. The private rent dissipation and quality of political decisions may cause
a political conflict between citizens and policymakers and gives rise to the second question.
This political conflict determines the conditions under which a first-best institution is
self-stable or not. In addition, the analysis explains the observed political stability of
unregulated lobbying activities with self-interested policymakers who do not distort the
positive welfare effects from commercial lobbying too much or by citizens who do not have
sufficient political influence to institute political reforms.

This study is related to the lobbying literature that focuses on a special interest group’s
strategic choice of providing information and campaign contributions as means to influ-
ence policymakers.'4 Early models have modeled campaign contributions as a means to

gain political access to policymakers, and the political access gained thereby as a channel

MThere is an extensive literature that examines the influence of campaign contributions on policy out-
comes. In particular, see Bernheim and Whinston (1986), Grossman and Helpman (1994), and Besley
and Coate (2001). Common for these models is that special interest groups provide financial resources to
policymakers in exchange for preferred policies. Another strand of literature assesses the role of lobbying
as information revelation. See Crawford and Sobel (1982), Potters and van Winden (1992), Austen-Smith
(1994), and Krishna and Morgan (2001) for exemplary studies. Issues in these models are the special inter-
est group’s ability to reveal credibly their private information to the policymaker, and the special interest
group’s incentive to misrepresent private information to induce desired policy choices.



for the transmission of the interest group’s private information.'® More recent models fo-
cus on special interest groups’ strategic choice of information transmission and financial
contributions. For example, Bennedsen and Feldmann (2006) argue that an information
externality arises when competing special interest groups attempt to influence a policy-
maker with policy-relevant information about a single policy. This information externality
reduces an interest group’s incentive to provide information and results in a specializa-
tion of interest groups in providing information or financial contributions, depending on
the interest group’s information technology. In the current analysis citizens have policy
proposals with unknown spillovers that may be investigated by lobbyists. The lobbyists’
findings are specific for each policy proposal so that there is an externality from an enacted
policy but no informational externality. Dahm and Porteiro (2008a) focus on the observed
simultaneity of information acquisition and financial contributions. In their model a single
interest group’s gathered information may benefit or harm its aspirations. So financial
contributions may avoid a negative information effect or complement information transfers
depending on the lobbying game. In a companion paper, Dahm and Porteiro (2008b) fo-
cus on the implications of legal contribution limits for the provision of information. They
argue that limits on financial contributions make contributions as “damage control” less
effective and decrease an interest group’s incentive to gather risky information. Cotton
(2009) analyzes a policymaker who is selling policy favors in exchange for contributions
but no information provision and selling access in exchange for lower contributions and
observable information. The policymakers’ choice is driven by the policy importance. In
the analysis of this paper, the choice of information provision and financial contributions
depends on both policy importance and policymakers’ personal preferences.

In stark contrast, Groll and Ellis (2012a) provide a rationale for commercial lobby-
ing firms that offer intermediation services for profit. Citizens and lobbyists compete for

political access and over many policy proposals rather than for the direction of a single

15 Austen-Smith (1995) argues that a special interest group acquires political access to a legislator that
enables the group to transmit policy-relevant information. The legislator can use the interest group’s
willingness to buy access as a signal to form a belief about the group’s credibility. Lohmann (1995) shows
that competing special interest groups provide policy-relevant information to a policymaker and only those
with interests that conflict with the policymaker’s interests pay a positive amount to gain access and enhance
their credibility.



policy. The competition by many lobbyists for political access, which they essentially sell
to their clients, and the policymakers’ requests for policy-relevant information and finan-
cial contributions in exchange for access explain the observed simultaneity of both means.
Commercial lobbyists are indifferent per se between both means and provide credible in-
formation since they are not directly affected by the policy outcomes they lobby for and
also have only limited incentives to misrepresent information because of potential adverse
effects for other clients. Groll and Ellis (2012a,b) argue that commercial lobbyists share
characteristics with “biased experts”, who are directly affected by policy outcomes, and
“advocates”, who argue strongly for clients, but that their motivation and incentives differ
and allow policymakers to induce costly information acquisition and truth-telling without
consulting multiple lobbyists for a single issue.'® The current analysis takes advantage of
the simultaneity of information and contributions as well as the simple general-equilibrium
structure to derive the conditions for an optimal regulation of lobbying activities.!”
Finally, this study also relates to the recent literature that models political institu-
tions as endogenous choices by rational agents. One strand of the literature focuses on
the endogeneity of the political enfranchisement of agents.!® Another strand focuses on
the endogeneity of electoral rules, social choice functions, and the delegation of power.!?
Barbera and Jackson (2001), for example, focus on self-stable constitutions consisting of a
voting rule for ordinary affairs and one for constitutional changes and Aghion, Alesina and
Trebbi (2004) analyze the delegation of power and its optimal checks and balances.?? In
contrast Mulligan, Gil and Sala-i-Martin (2004) argue that the political decision-making

process might be more affected by interest groups’ influence activities than by electoral

16For a discussion of biased experts see for example Crawford and Sobel (1982) and Krishna and Morgan
(2001); for an analysis of advocates see Dewatriport and Tirole (1999).

"For an analysis of commercial lobbying with unobservable information acquisition and quality, see
Groll and Ellis (2012b). They show that policymakers engage in repeated interactions and rent sharing
with commercial lobbyists. Because of the scarcity of political access, commercial lobbyists have greater
incentives to invest in lobbyist-policymaker relationships than in lobbyist-client relationships.

8Tn particular, see Acemoglu and Robinson (2000, 2006) who argue that political elites transferred
political power to disenfranchised citizens to prevent social unrest. Other models provide explanations for
a voluntary extension of the franchise such as Lizzeri and Persico (2004) and Jack and Lagunoff (2006).

19See Koray (2000) for the endogeneity of social choice functions.

2OMore recent work by Messner and Polborn (2004) studies self-stable voting rules in an overlapping
generations framework in which young and old vote on policies that realize delayed costs and benefits.
Maggi and Morelli (2006) analyze countries’ voluntary entry decisions into international organizations and
the stability of such agreements with respect to voting rules. Trebbi, Aghion and Alesina (2008) focus on
the choice of voting rules when some electorates are part of minorities.



rules. The current analysis uses general pivotal rules and focuses on the conditions under
which a first-best institution that regulates commercial lobbying activities is self-stable,
and explains how unregulated commercial lobbying activities may cause endogenous po-
litical reforms. Bertrand, Bombardini and Trebbi (2012) focus on the overall lobbying
industry and try to disentangle whether lobbyists provide issue expertise or contacts to
policymakers. They find evidence that lobbyists’ expertise as well as personal contacts
matter. Their empirical findings support many of the assumptions made in the model.
The structure of this study is as follows. Section 2 presents the economic model. Section
3 discusses two characteristics of the unregulated market equilibrium. Section 4 derives the
first-best institution that regulates commercial lobbying activities. Section 5 highlights a
political conflict between citizens and policymakers, derives the conditions under which a
first-best institution is self-stable, and provides arguments for the empirically relevant case

of unregulated lobbying activities despite a public dissatisfaction. Section 6 concludes.

2 The Economic Model

The structure of the economic model follows the commercial lobbying model by Groll
and Ellis (2012a). A society with population T consists of citizens, ¢, lobbyists, [, and
policymakers, p, such that T'= C'+ L+ P. Each citizen has a single policy proposal which, if
enacted, will yield a private benefit of 7¢ > 0 and create a social spillover of e°, e¢ € {s, —s}
with s > 0.21 A policy proposal with a positive spillover would be socially desirable whereas
one with a negative spillover would be socially undesirable — that is 7¢ — s < 0.22 A policy
proposal’s social desirability is unknown to society ex ante, but each society member knows
the exogenous probability for a positive spillover, p(e*) and the complementary probability
for a negative spillover, p(e™) = 1 — p(e™). Overall, the expected social value of any policy

proposal is positive.?? A policy proposal can be presented to a policymaker either directly

21The role of a citizen can be extended to any entity with private benefits from an enacted policy proposal
such as a firm, organization or special interest group that has solved its collective action problem.

22This echoes Buchanan (1980), who noted that “profit seeking” and “rent seeking” may be the same
activity, and similarly motivated, but the consequences are either socially desirable or socially undesirable.

2These spillovers can be interpreted as externalities or impure public goods. Examples for such policies
are projects that require a legislative change of current laws or an administrative support such as special
permissions or exemptions, which are common in tax, antitrust, and immigration issues.



by a citizen or indirectly by a lobbying firm, which operates for profit. Lobbyists have
a verification technology that allows them to provide policy-relevant information and the
ability to provide financial contributions to policymakers. Policymakers announce political
access rules to citizens and lobbyists, aP(.) and @'?(.), and enact all presented proposals.?*
Policymakers are appointed by some constitutional rule that is common knowledge.

The actions by lobbyists and the interactions between policymakers and lobbyists are
unobservable to citizens. Notwithstanding, citizens can observe the amount of political
access, @', and the number of clients, n!, for each lobbying firm I. Policymakers are able
to observe both the lobbyists’ investigation efforts and returned verification signals.?> All
individuals know the exogenous probabilities related to the lobbyists’ verification technolo-
gies.

There are three markets. The lobbying labor market has no barriers to entry and
there is perfect arbitrage in citizens’ and lobbyists’ equilibrium payoffs. Citizens may hire
a lobbyist in a perfectly competitive lobbying market at a market equilibrium fee of k.
Lobbyists offer verification efforts and financial contributions to policymakers in exchange
for political access. These exchanges have agency characteristics. This framework accounts
for the necessary characteristics of commercial lobbying activities when both information
acquisitions and financial contributions are possible, and it provides a simple general-

equilibrium structure. The next sections provide further details.

2.1 Citizens

Each citizen decides whether or not to become a lobbyist. Since there are no barriers to
entry, a citizen’s decision to enter the commercial lobbying industry depends simply on the
expected payoffs for citizens and lobbyists — that is E[I1¢] z E[ITY] for all ¢ and .

Each citizen who does not become a lobbyist will realize the private benefit of the policy

proposal if it is enacted by any policymaker and enjoy a share of aggregate spillovers. A

24This relates to policymakers who act as “gatekeepers,” who can design political access rules to allocate
the scarce time across citizens and lobbyists in exchange for resources. This relates to Grossman and
Helpman (1994) where policymakers receive policy contingent payments.

%51n this sense policymakers act as informed supervisors, who do not possess an independent verification
technology but are competent enough to grasp provided information. This notion is similar to Milgrom and
Roberts (1986), Laffont and Tirole (1990, 1991), and Bennedsen and Feldmann (2006).



citizen’s direct presentation, if access is gained, is costless. If a lobbyist is hired to present a
policy proposal, then the citizen has to pay a service fee of k for the intermediation service.

It is assumed that a citizen hires only one lobbyist. The payoff for citizen c is then

A
% e if ¢’s proposal is presented directly,

_l’_
A
% > e if ¢ is unsuccessful or politically inactive,
I = e=1 (2.1)
¢ —k+ % Z e¢  if ¢’s proposal is presented by [, or
=1

A
—k+ % > e if ¢’s proposal is passed to [ but not presented.
c=1

Citizens are incompletely informed and if their individual participation does not affect
the number of enacted proposals, A, then spillovers do not affect a citizen’s decision.
Political access is uncertain. For the direct approach citizens use the aggregate political
access available to citizens, A°, and the number of competing citizens for this access, to
form an expectation. For the indirect approach a citizen uses a firm’s political access to

policymakers, @', and the firm’s number of clients, n!, to form an expectation.

2.2 Lobbying Firms

Each lobbying firm is represented by one lobbyist and has n! clients who each pay a service
fee of k. A lobbyist may present policy matters on clients’ behalf to policymakers depending
on I’s political access. A lobbyist’s political access is a' = Z a'? to p' political contacts.
Besides verified, m'?, and unverified policy proposals, u'®, alic_)ll)byist may transfer financial
contributions of £ to each p', which can be aggregated to f! = i fr.

Lobbying firms possess an verification technology that returnspz: 1signal zr,x € {zt, 27},
which improves the firm’s information about a policy proposal. If the signal is positive, 2™,
then it is more likely that the proposal’s spillover is positive than without an investigation
p(eT|z™) > p(et); a negative signal, 22—, increases the likelihood of a negative spillover,
ple”|z7) > p(e™). Investigated proposals with a positive signal have a greater expected

social value than unverified proposals; verified proposals with a negative signal have a

negative expected social value. The expected social values are common knowledge and can
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be summarized to

plet]a) (7 + 8) + ple|a™) (x¢ — ) > p(e™) (7 + 5) + ple) (7° — )

> 0> plet|a™) (7 + )+ ple”|z7) (7€ — s). (2.2)

There are processing costs that occur for each policy proposal that is accepted by a
lobbying firm. These costs are represented by the increasing convex cost function G(n')

with G’(0) = 0. The verification of proposals incurs costs that are represented by the
l

P
increasing convex cost function F(m!) with F’(0) = 0, where m! = Y m/?.26
p=1
Lobbying firms also receive a share of aggregate spillovers; hence, a lobbyist maximizes

the payoft of

P! A
I = knl — G(nl) — F(ml) = 3 7 + %Zec. (2.3)
p=1 c=1

with respect to the number of clients and subject to the political access granted by policy-
makers. The political access is conditional on verification efforts and financial contributions
and follows from policymakers’ access rules. It is assumed that there are sufficient lobby-
ists such that each may neglect the effects of their own entry-exit decision on aggregate

spillovers.

2.3 Policymakers

Each policymaker enacts a number of policy proposals given his finite time endowment,
AP All policymakers enjoy an ego rent from holding office, 8, potentially receive financial
contributions, f*7, from their I? lobbying contacts, and enjoy a share of aggregate spillovers
from all enacted policy proposals. Since there are P policymakers, the number of enacted
policy proposals aggregates to A < PAP enacted policies. Each policymaker p does not
possess an independent information technology but can announce a(.) and a'(.), which
determine the political access for citizens and lobbying firms. The provision of verification

efforts and financial contributions by lobbyists may affect these access rules. The parameter

1

p
26Unverified but presented proposals, which can be aggregated to u! = > u'P, cause processing costs but
p=1
no verification costs.
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a with a € [0, 1] represents the policymaker’s valuation of financial contributions.?” The

policymaker p maximizes the payoff of

P A
1
Hp = 6 + « E flp —+ T E ec (24)
=1 c=1

subject to the time constraint for allocating political access across citizens and lobbyists
— that is AP > ip: a? + fj @', The benefits from allocating scarce political access across
citizens and lobgflists diﬁl’e:rlfor two reasons: First, citizens can only present their own policy
proposal, but lobbyists can provide policy proposals and additional desired resources to a
policymaker. Second, policymakers observe lobbyists’ verification efforts and signals and

can enforce their access rules by denying political access when necessary.

3 Market Equilibrium

The unregulated market equilibrium is characterized by demand equals supply in the mar-
ket for commercial lobbying services, perfect arbitrage in the lobbying labor market, and
a Nash equilibrium between policymakers in choosing agency contracts for lobbyists. The
number of policymakers follows from a constitution with P = P. In the following sec-
tions two characteristics of the unregulated market equilibrium are discussed to motivate
the current analysis for the effective regulation of lobbying activities and observed institu-
tional differences. The derivation and complete characterization of the equilibrium can be

found in Groll and Ellis (2012a).

2TThis valuation can be interpreted as the policymaker’s degree of dishonesty or the effectiveness of
financial contributions. These financial contributions and their valuation can be seen broadly in the absence
of direct money transfers. Contributions account for all costs that lobbyists bear and are not related to
the representation of clients or information acquisition. These expenditures benefit policymakers who do
not have to value them equally. Examples would be fundraising campaigns, networking events, gifts of
air travel, or charities that benefit policymakers and are organized or funded by lobbyists to gain political
access.

12



3.1 Political Access, Enacted Policy Proposals and Financial Contribu-

tions

Each policymaker takes the lobbying service fee, k, the size of each firm, n!, and the
number of lobbyists, L, as given, and determines the allocation of time, AP, across citizens
and lobbyists. A policymaker expects to benefit via spillover shares from any unverified
or positively verified proposal and from financial contributions. Policymakers have no
incentive to allocate time to citizens as long as lobbyists provide sufficient proposals and
comply with their access rules. The access rules for lobbyists consist of a required level
of verification effort, m', the number of policy proposals to be presented, P, and a
financial contribution, f, from each lobbying contact.?® A policymaker has to respect
the lobbyist’s participation condition and cannot force his own lobbying contacts to absorb
economic losses.

The policymaker’s requests (', a'P, flp) can be summarized as follows.?”

Proposition (Groll and Ellis, 2012a). If o > 0, then a policymaker extracts all available
private rents from their lobbying contacts. How the policymaker extracts rents depends on

the parameter values and takes one of four possible forms:

1. If the solution is at a corner with respect to verified proposals, then all approved policy
proposals received positive verification signals. All remaining rents are extracted by

policymakers via financial contributions.

2. If the solution is at a corner with respect to verified and unverified proposals, then
then the solution to the policymaker’s problem involves lobbyists verifying m® pro-
posals, which exhaust a lobbyist’s financial resources, and presenting those proposals
which received a positive verification signal together with sufficient unverified propos-

als to exhaust access. No rents are extracted via financial contributions because of a

28The number of unverified proposals presented by a lobbyist to a policymaker can be written as u'? =
a'? — p(zt)ym'r.

2For the analysis of a perfectly honest policymaker with a = 0 see Groll and Ellis (2012a).
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sufficiently small a. The amount of verification at the firm-level is determined by

F | me + Zmlh =nlk — Z " — @ (nl> — E[II¢|private ben.]. (3.1)
h#p h#p

3. If the solution is interior with respect to verification and financial contributions, then
the policymaker’s problem involves lobbyists verifying m* proposals, and presenting
those proposals which received a positive verification signal together with sufficient
unverified proposals to exhaust access. All remaining rents are extracted by policy-
makers via financial contributions. The amount of verification at the firm-level is

determined by

verification technology (+)
7\

# + + T —|pt + - 30
mT=m| a , T, s ,p@”),pler|z7),ple |x7), pleT),ple . 3.2
T s plar) pler]z”), ple”|z7), ple”), p(e”) (3.2)

N ) I CO NG

4. If the solution is at a corner with respect to financial contributions, then all approved

proposals are unverified.

3.1.1 Sources for Potential Market Failure

The sources for a potential market failure can be manifold.3! The two main concerns are
that policymakers do not internalize all costs of lobbying activities when they request ver-
ification efforts, and that the policymakers’ preferences and requests distort the socially

32 The first externality arises when policymakers take

optimal level of verification efforts.
only their individual spillover shares and the lobbyists’ participation constraint into ac-
count, but ignore aggregate spillover effects and the costs of processing policy proposals.

The former may cause a verification effort at the firm-level that is inefficiently low; the

301t follows from % =p(at) 5 [pletlat) — ple|zt) — p(e) + ple7)] .
31Groll and Ellis (2012a) provide a detailed normative analysis of the market equilibrium and discuss
each potential market failure in more detail.
32There is a third potential market failure. Citizens and lobbyists do not internalize the benefits from
spillover shares into their choices. This may lead to lower investments for lobbying activities, and as a

consequence to fewer available resources for the socially desired verification of policy proposals.

14



latter may cause a verification effort that is inefficiently high.3?

Finally, policymakers have the ability to control political access. Each policymaker
has preferences over improved spillover shares and financial contributions. These personal
preferences and the policymakers’ political access rules may distort the social benefits
from commercial lobbying activities. The distortion arises when policymakers substitute
financial contributions for verification efforts, for personal gain. This is more likely for

higher values of «, lower spillover shares, and lower expected gains from verification.

3.2 Private Rent Dissipation

Citizens attempt to approach policymakers to realize the private benefit of their policy
proposals at no cost, whereas lobbyists compete for political access for lobbying profits.
This competition for political access allows policymakers to extract resources in exchange
for their scarce time. In this competition lobbyists have a resource and capability advantage
and gain all available political access. So citizens decide whether they want to hire a
lobbyist or give up their policy proposals. In a symmetric equilibrium, all citizens are
clients of commercial lobbying firms and their willingness to pay is the expected benefit

from an enacted policy proposal and equals the marginal cost of processing proposals at

S l
the firm-level — that is C' = n'L and }Zﬁf ¢ =k= % for every .34

Proposition 1. All expected private rents for citizens and lobbyists are dissipated. How-

ever, not all social rents are dissipated.

The competition for political access by citizens and lobbyists as well as the resource
requests by self-interested policymakers extract all expected private rents from citizens and

lobbyists.?> However, not all expected social rents are dissipated since citizens and lobby-

33The costs of verifying proposals affect the market for commercial lobbying services and lobbyists’
participation condition for the political access market. The policymaker’s marginal decision how to extract
available lobbying rents is unaffected.

34The first statement follows from the entry condition. If a citizen would exist who is not a client of a
commercial lobbying firm, then this citizen would realize no expected private benefit and, given that G(.) is
increasing and convex, could contest the lobbying industry at a lower cost per client. Hence, in equilibrium,
each citizen must either be a client or become a lobbyist. The second statement follows from the expected
benefit of passing the policy proposal to a lobbyist where a citizen uses the lobbyist’s access to policymakers
and the number of the lobbyist’s clients to form an expectation about the likelihood that the proposal is
presented.

35This result is similar to the rent-seeking literature, in which a Tullock (1980) contest induces individuals
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ists do not internalize the spillover effects into their lobbying decisions and policymakers
may earn financial contributions. The benefits for citizens and lobbyists from commercial
lobbying activities depend entirely on the quality of spillovers and policies enacted by self-
interested policymakers. As shown in (3.2), the quality of spillovers and enacted policies
depends on the policymakers’ verification requests and is summarized by FEle|a]. The
market equilibrium payoffs for citizens and lobbyists are

pPAP

E[I] = — Elefla] = E[I'#] (3.3)

and for policymakers

E[ITP*] = 0 + af? + PTAPE[eﬂa]. (3.4)

4 First-Best Institutions

This section takes up the point of a potential market failure and proposes the institutional
elements that may achieve efficient market outcomes. The analysis starts with defining the
institutional elements of interest and derives then the elements for a first-best institution in
a market environment in two steps: first, a fictitious social planner who wants to maximize
social welfare and can employ all resources solves for the socially optimal distribution of
political access and level of commercial lobbying; second, the analysis derives additional
institutional conditions under which the social optimum can be a market equilibrium.
The social optimum depends on the social desirability of commercial lobbying and there
are two possibilities. The analysis derives two institutions with both a larger number of
policymakers and zero level of commercial lobbying or a smaller number of policymakers
and a positive level of commercial lobbying. The analysis highlights the importance of

evaluating the effectiveness and social benefits from an information provision by commercial

competing for a prize to expend resources such that with an increasing number of competitors these political
investments equal the prize. Here, in the presence of policy spillovers competition for private rents may lead
to incomplete social rent dissipation. It is also similar to Cotton (2012) who shows how a policymaker can
extract all rents from a wealthy lobbying interest group in a contributions-for-access environment whereas
a less-wealthy interest group receives no access but enjoys private rents. Here, citizens and commercial
lobbyists are homogeneous but they also do not invest of all their resources in lobbying activities. The
result shows that heterogeneous agents are not necessary for incomplete rent dissipation.

16



lobbyists. Transparency rules that focus exclusively on financial transfers from lobbyists
to policymakers - and do not also ask “What have you learned from a lobbyist?” - may

fall short as means to limit welfare distortions.

4.1 Institutions

The analysis abstracts from a detailed discussion of voting rules and the delegation of
power for collective decision-making.?® The institutional elements of interest describe the
number of policymakers, available political access to citizens and lobbyists, and the legal
constraints on lobbying activities within a constitutional framework. The constitutional
framework could be, but is not limited to, a democratic constitution with presidential,
parliamentary, or direct democratic voting features, or a bureaucracy with government

agencies. An institution that regulates lobbying activities is defined as follows.

Definition 1. An institution I is a set of elements (]3, Ac Al g, f) with P € [0,T], A° €

[0, A7), Al € [0, AP), g € [0,1], and f € [0, 0).

The institution I determines the number of policymakers, P, defines potential con-
straints for policymakers to allocate political access across citizens and lobbyists, A¢ and
Al describes potential responsibilities for policymakers to request a certain expected qual-
ity of policy information from commercial lobbyists, ¢, and may regulate the ability of
policymakers to receive financial contributions from lobbyists, f. The expected quality of
policy information that is provided by a lobbyist to a policymaker, ¢, depends on the share
of verified policy proposals with positive signals amongst all presented policy proposals —
that is ¢ = p(x;:#. Here, f can be interpreted as a limit on the financial contribution a

policymaker can receive from a lobbyist.

36The reader is referred to Buchanan and Tullock’s (1962) influential work and Congleton and Sweden-
borg’s (2006) review of democratic constitutional design.
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4.2 First-Best Institution

Suppose a fictitious social planner cares about social welfare as the sum of individual

payoffs. This can be written as

s __ < c - l " D
M=) M+ T+ ) I (4.1)
c=1 =1 p=1

and can be summarized in expected terms to

L

L
E[II*] = Ax® = > F(m) = > G+ PO+ (a-1)> f'+E

=1 =1 =1

A

> eC] : (4.2)

c=1

where social welfare depends on all enacted policy proposals; costs of commercial lobbying;
ego rents and financial contributions for policymakers; and all policy spillovers.

When maximizing the expected social welfare with respect to optimal lobbying activ-
ities and the optimal number of policymakers, lobbyists, and citizens, it can be shown
that the social optimum depends on the social desirability of commercial lobbying. If
commercial lobbying is not welfare-enhancing, then the social optimum is described by no
commercial lobbying activities and there are only citizens and policymakers; if commercial
lobbying is welfare-enhancing, then the social optimum is described by a positive level
of commercial lobbying and there are citizens, lobbyists, and policymakers. The detailed
derivation of the social optimum can be found in Groll and Ellis (2012a). In the following,

the characteristics of the social optimum describe the elements for a first-best institution.

4.2.1 Commercial Lobbying is Socially Undesirable

If commercial lobbying is socially undesirable, then the socially optimal number of pol-
icymakers follows from the notionss that all unverified policy proposals are, in expected
terms, welfare-increasing and that lobbyists contribute more to social welfare as citizens
providing policy proposals. Therefore, sufficient policymakers shall be appointed to office

and approve a maximum of policy proposals. To sum up, PA? = C and T = P+ C. Given
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these results the socially optimal number of policymakers and citizens is

T AP
and C* =

P = .
AP +1 Ar +1

(4.3)
The implications for a potential first-best institution when commercial lobbying is

socially undesirable can be summarized as follows.

Proposition 2. If commercial lobbying is socially undesirable, then institution I* with

P=pP* A= AP, AL =0, §=0, and f =0 is a first-best institution.

Policymakers would be required to allocate all their time to citizens and enact any
policy proposal independent of their private incentives. If all political access is allocated to
citizens, then there is no reason for citizens to hire lobbyists, and the institutional elements
that regulate quality of information and limits for financial contributions, ¢ and f, are not
binding.

The expected sum of individual payoffs in the absence of commercial lobbying is
E[II**] = C*7° + P*0 + P*APE[e°] (4.4)

— with C* = P* AP and an expected spillover of E[e“] = s[p(et) — p(e™)] per enacted policy

proposal .37

4.2.2 Commercial Lobbying is Socially Desirable

If commercial lobbying is socially desirable, then the net benefits from commercial lobbying
should be maximized. Therefore, policymakers should allocate all their time to lobbyists
and ask only for verified proposals with positive signals. Citizens do not receive direct
political access and should pass their proposals to lobbyists who verify all of them. This
can be summarized to PA? = p(x*)Lm, C = nL, and n = m. The existence of financial
transfers depends on the degree of dishonesty or effectiveness. If financial contributions
are socially wasteful, o < 1, then they should be banned; if financial contributions are

just pure transfers, a = 1, then the social optimum would be unaffected and would not

37Using the previous results, (4.4) can also be written as E[IT°*] = %ﬂﬁc]w,
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require a contribution limit. The concern about financial contribution limits is two-fold:
they should ensure that financial transfers do not affect the distribution of political access
or substitute for policy information, and they should actually favor direct contributions
instead of socially undesired in-kind transfers. The socially optimal verification efforts at

the firm-level are

verification technology (+)
m*=m | _s_,p(a"), ple’|z7), ple”|zT), p(eT), p(e7) | 2 (4.5)
~ o —— ——— N N~
® ® O I CO RS

Given T' = C' + L + P and the previous conditions the socially optimal number of

policymakers is

+ *
e _ p(z ) T'm _ (4.6)
p(zt)m* + AP + APm*
The socially optimal number of citizens and lobbyists is
TAPm* T AP
™ = d L™= . 4.7
p(zH)ym* + Ap + Appr pztym* + AP + AP~ (47)

The implications for a potential first-best institution of socially desirable commercial

lobbying can be summarized by the following proposition.

Proposition 3. If commercial lobbying is socially desirable, then institution I** with P =

- - _|=0ifa<l ’ S
P, Ac=0, A =AP, g=1, and f s a first-best institution.

>0ifa=1
The institution I** would maximize the net benefits of socially desirable commercial
lobbying and result in the best expected quality of enacted policy proposals since all of
them would have been verified and have received a positive verification signal.
The expected sum of individual payoffs in the presence of commercial lobbying can be

summarized as

E[II*] = p(a*)C™ ¢ — L* (F(m*) + G(m*)) + P*0 + P*E[ela*]  (4.8)
%1t  follows from the first-order condition %”1}5] = 731;5:51) - 8G(m;j;;,‘l+m

pa™)s [p(et|zt) — ple”|z*) — p(e®) + p(e)].
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with p(z7)C** = P* AP and C** = L*m*. The expected quality of spillovers is E[e¢|zT] =

s[p(et|z) — p(e~|x™)] per enacted policy proposal.®

4.2.3 Choice of First-Best Institution

The selection of the first-best institution depends on the social desirability of commercial
lobbying and follows immediately from the welfare outcomes of E[II**] and E[II***] from

(4.4) and (4.8). Comparing both levels of government, it can be concluded that

T p(z™)T'm*
pP* = P = 4.
AP 41 ” p(xT)m* + AP + APm* (4.9)

for m* > 1 and 0 < p(x*) < 1. That is, the socially optimal number of policymakers is
smaller in the presence of commercial lobbying. This follows intuitively from the notion
that lobbyists will verify all clients’ policy proposals and only present those proposals that
have received a positive verification signal. The verification and portfolio selection by
lobbyists therefore requires fewer policymakers.

Using (4.4), (4.8), and (4.9), the welfare trade-off between the institution I* with
a larger number of policymakers and a ban on commercial lobbying activities and the

institution I** with a smaller government and commercial lobbying can be summarized to

private rents spillovers cost of commercial lobbying
(P* — P*) (0 + APn®) + AP (P*E [¢] — P*E [e“|2]) + L™ (F(m*) + G(m*)) 2 0.

(+) (?) +)
(4.10)

This condition can be broken down into the following. First, in the absence of commer-
cial lobbying there are more policymakers who enjoy ego rents and enact policy proposals,
which yields more private rents. Second, in the absence of commercial lobbying there are
more policy proposals enacted but the expected quality of each spillover is less than if the
proposal would have been verified — that is P* > P** but E[e‘] < E[e|zT]. The difference
of aggregate spillover effects depends on parameter values. Third, commercial lobbying re-

quires resources. It can be concluded that if informational gains from commercial lobbying

T(p(z+)m* (9+Ap(7rc+E[ec\er]))pr(F(m*)#»G(m*)))

39q; 3 s Skx]
Similarly, (4.8) can also be written as E[II°**] = ST m T AP AP .
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do not outweigh larger private rents from a larger government and the costs of commercial

lobbying, then the institution I* is first-best. If they do, then I** is first-best.

4.2.4 Veil of Ignorance

The first-best institution can be implemented by founding fathers or proposed by them to
society members who evaluate the proposed options “behind a veil of ignorance.”?? It is
assumed that all individuals are risk-neutral when they make a choice under uncertainty.
If individuals do not know their identities ex ante, but know that commercial lobbying
is socially undesirable, then all of them evaluate their individual expected payoffs behind
a veil of ignorance and expect an individual payoff of
C* pP*

B[] = S B[ 4 - B[] = %E[HS*], (4.11)

which is the expected payoff from being either a citizen or a policymaker and is equal to
an identical share of the optimal social welfare.*!
If individuals do not know their roles, but know that commercial lobbying is socially

desirable, then each individual expects a payoff of

C** *kk *k

L P 1

which is the expected payoff from being either a citizen, lobbyist, or policymaker, and
equals an identical share of social welfare.*?

Both circumstances can be summarized as follows.

Lemma 1. No individual has an incentive to oppose a first-best lobbying institution I* or

I,

Proof. See the Appendix A.1. O

49This criterion for collective decision-making goes back to Harsanyi (1953) and was named and extended
by Rawls (1971). Buchanan and Tullock (1962) discuss the costs of collective decision-making and external
costs (costs that an individual bears because of a personal disagreement with a collective decision). The
collective decision-making behind a veil of ignorance reduces external costs ex ante and can implement a
social choice with unanimity.

4See (4.13) and (4.14) for a detailed description of individual payoffs. E[IT**] follows from (4.4).

*28ee (4.17), (4.18), and (4.19) for a detailed description of individual payoffs. E[I1***] follows from (4.8).
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Each individual expects an equal share of social welfare from behind a veil of ignorance.
So whenever social welfare is maximized the expected individual payoff is maximized as

well. An individual would have no incentive to oppose such a social and individual outcome.

4.3 Individual Compliance with First-Best Institution

In a next step, the analysis focuses on the individual incentives to deviate from the so-
cially desired behavior. These incentives help to identify the potential need for additional
transparency rules or regulation to achieve a first-best outcome in a market environment.
Suppose that founding fathers (or society members who vote behind a veil of ignorance)
have implemented an institution I* or I** but that individuals behave according to their
self-interests. It can be shown that additional transparency rules might be required to
constrain policymakers’ resource requests and to limit financial transfers and information

transfers from lobbyists to policymakers.

4.3.1 Institutional Ban on Commercial Lobbying

Suppose commercial lobbying is not welfare-enhancing and the institution I'* with a larger
government P* and a ban on commercial lobbying, A" = 0, is socially desirable and has
been implemented. Citizens and policymakers observe their roles and expected payoffs. All
citizens shall attempt to approach policymakers directly and policymakers shall grant all
political access to them. Hence citizens can enjoy the full private benefits of their policy
proposals, and citizens and policymakers alike enjoy a share of aggregate spillovers from
policy proposals, which are all unverified. The socially optimal expected payoff for a citizen

is

pPrAP

B[] = ¢ + Elef] (4.13)

and for a policymaker

P*AP
B[P =0 +

Ele9). (4.14)

A citizen could deviate from this behavior in a market environment in two ways:*> A

“3Every citizen has an incentive to use available political access because of 7 > 0. This is independent
of I* that specifies whether a citizen is required to present a policy proposal or a policymaker is required
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citizen could attempt to hire another citizen to act as a lobbyist who provides a verified
policy proposal to a policymaker,** or could act as a lobbyist for another citizen. Both
potential deviations require that a policymaker has a corresponding interest in reallocating
political access and granting it to a designated lobbyist.

A policymaker could also deviate from the socially efficient behavior in two ways: A
policymaker could require verification efforts in exchange for political access, or could
require financial contributions in exchange for political access.*® Both actions imply that
a policymaker would reallocate political access from citizens to a designated lobbyist and
violate AP = A°. A citizen would then have the choice between complying with the

policymaker’s request or being politically inactive.
Proposition 4. A citizen has no incentive to deviate from the institutional rules of I*.
A policymaker has an incentive to deviate from the institutional rules of I* if

p(zT)Elef|zt] > 2E[e] and p(xt)m > F(1) + G(1) (4.15)

and would require verification efforts in exchange for political access or if

o (1 (5 + 2>1 (4.16)

and would require financial contributions in exchange for political access.
Proof. See Appendix A.2. O

If commercial lobbying is socially undesirable, then no citizen has an incentive to pro-
vide privately the public good of policy information. Unlike citizens, policymakers do not
bear the costs of commercial lobbying directly and possess a powerful position that allows
them to offer their scarce time in exchange for resources. If a policymaker values sufficiently

the improvements in spillover shares through verification efforts, shown in (4.15), or values

to accept all policy proposals presented by citizens.

“Every citizen receives political access and has no incentive to hire a lobbyist just for political represen-
tation.

4>Every policymaker has a private incentive to employ all political resources because of a share of positive
expected spillovers.
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financial contributions more highly than spillover shares from unverified proposals, shown
in (4.16), then a policymaker has an incentive to deviate from I* and sell his political
resources to citizens via commercial lobbyists. The policymaker’s requests for verification
efforts are more likely for larger information improvements and larger private benefits from
proposals, w¢. Financial requests are more likely for higher degrees of dishonesty or ef-
fectiveness of contributions, «, a larger population, T, and larger private benefits from
proposals, €.

Proposition 4 implies that potential violations of I* would be undertaken by policy-
makers and not by citizens. This may require additional transparency rules for monitoring

and constraining policymakers’ actions.

4.3.2 Institutional Facilitation of Commercial Lobbying

Now suppose commercial lobbying is welfare-enhancing and the institution I™ with a
smaller government and a positive level of commercial lobbying activities is socially de-
sirable and has been implemented. All individuals observe their identities and payoffs.
Citizens will not receive direct political access to policymakers but will pass their policy
proposals to lobbyists, who receive all available political access, verify all policy propos-
als from clients, and present only those with positive verification signals to policymakers.
So all citizens have to pay service fees to lobbyists but can enjoy only the full private
benefit from their policy proposal if the verification returned a positive signal. Lobbyists
enjoy private lobbying profits and policymakers their ego rents and, potentially, financial

contributions depending on «. The socially optimal expected payoff for a citizen is

E[HC**] — p(fE+)7TC — k4t E[€C|CC+], (417)
for a lobbyist
BII™] = mk — F(m*) — G(m*) — 1 + 2 Ble“la], (4.18)

25



and for a policymaker

Elec|zt]. (4.19)

BE[IIP*] = 0 + afP* +

A citizen could deviate from the socially desired behavior with an attempt to bypass
the lobbyists’ verification efforts and approach a policymaker directly.*® This would require
that a policymaker would have to have an incentive to reallocate political access from a
lobbyist to a citizen. A citizen could pay a lobbyist to misrepresent information, or could
pay a policymaker for direct political access. The former goes beyond the model’s infor-
mation structure. Groll and Ellis (2012b) show that with incomplete information about
lobbyists’ information acquisition and quality policymakers have an incentive to engage
in repeated interactions with lobbyists to monitor their actions and discipline information
misrepresentation. Lobbyists who compete for scarce political access then have limited
incentives to misrepresent information for a single client and jeopardize the relationship
with the policymaker and other clients.

A lobbyist could deviate from the institutional rules of I** in two ways: A lobbyist
could offer a financial contribution when f = 0 (because of a < 1), or could offer a
financial contribution to substitute financial contributions for verification efforts. However,
a lobbyist has no incentive to offer financial contributions if it does not affect the amount of
political access or terms for political access. Alternatively, a policymaker could violate the
institution I** in three ways: A policymaker could reallocate political access to citizens,
could demand financial contributions when f = 0, or could substitute financial contribution

requests for verification requests — that is ¢ < 1.47

Proposition 5. A citizen has no individual incentive to deviate from the institutional rules
of I'"*.

A lobbyist and a policymaker have a mutual incentive to substitute financial contribu-

46 Assume that p(zT) — k > 0 and that a citizen has an incentive to pass the proposal to a lobbyist.
47Similarly, every policymaker has a private incentive to employ all political resources because of a share
of positive expected spillovers.
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tions for verification efforts if

- 1+ a Elef|lzt] — E[e]

F'(m* —1
(m” —1) < — T

(4.20)

A policymaker has an incentive to extract further financial contributions from lobbyists

Elef|zT] — Elef]

k
+ T

> F'(m* —1) + G'(m* — 1) (4.21)

Proof. See Appendix A.3. O

A citizen may want to bypass the verification efforts by lobbyists to avoid his private
costs of commercial lobbying, p(x~) + k, but cannot persuade a policymaker to reallocate

political access because of a potential reduction in the share of spillovers, > 0.

Ele®|zt]—E[e]
T

If (4.20) holds, then lobbyists have an incentive to substitute financial contributions for
verification efforts because of cost savings, and policymakers have an incentive to realize
higher private gains from financial contributions than from better spillover shares. These
incentives can lead to collusive behavior between lobbyists and policymakers. The substi-
tution of financial contributions for verification efforts is more likely for higher marginal
costs of verification, F”(.), higher degrees of dishonesty, «, larger populations, T', and lower
spillover improvements through commercial lobbying, E[e¢|z"] — E[e”].

The incentive for collusion is related to Tirole (1986) and Laffont and Tirole (1991).
In their agent-supervisor-principal model an agent undertakes an unobservable productive
effort and a supervisor is hired by a principal to monitor the agent. The supervisor can
share the monitoring findings with the principal or can collude for a side payment with
the agent and suppress the information. Such collusion reduces the principal’s wealth and
would require the principal to pay the supervisor a reward for sharing the information.
Kessler (2000) shows that if the supervisor’s monitoring information can be concealed but
not forged, then a principal can prevent collusion at no costs. In the analysis here, the
policymaker receives “hard” information about the lobbyist’s signals and verification effort
if he requests the information. Collusion, as the substitution of financial contributions

for verification efforts, could therefore be prevented if additional institutional rules ensure
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transparency regarding lobbyists’ and policymakers’ financial and information transfers.
That is, policymakers would have to disclose the amount of policy information they re-
ceived.

Policymakers have an incentive to use their powerful positions to extract economic
rents from lobbyists via financial contributions. The threat of losing political access and
the lobbyist’s value of political access is expressed in (4.21). This mechanism is similar to
the unregulated market outcome in which policymakers announce take-it-or-leave-it access
rules to lobbyists. The welfare implications depend on whether these additional financial
contributions are socially wasteful in-kind transfers, a < 1, or pure transfers, a = 1.

Despite the risk of political influence, a common argument in support of lobbying
activities is the provision of socially desirable information to policymakers. This implies the
importance of evaluating the effectiveness of such information provision. Here, proposition
5 highlights a potential collusive incentive for lobbyists and policymakers that may require
monitoring informational transfers as well as the financial transfers between them. Further,
current transparency rules that focus exclusively on financial transfers may fall short of
distinguishing between additional financial contributions that do not affect information
acquisitions (as pure transfers or additional transfers) and financial contributions that

substitute for information acquisitions (as distortions).

5 Political Conflict and Institutional Reforms

This section relaxes the assumption of exogenously given institutions and focuses on the
distributional consequences arising from commercial lobbying activities. The focus is on
a potential political conflict between citizens, lobbyists, and policymakers that may result
in endogenous reforms departing from or preventing a first-best institution. The analysis
focuses on two questions: Under which conditions are first-best lobbying institutions self-
stable, and how can the empirically relevant case of unregulated lobbying market outcomes
be explained? Rather than using a specific voting rule to initiate institutional reforms, the

focus is more general and considers the cases when unanimous support is required, when
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citizens are decisive, or when policymakers are decisive.*®

5.1 Self-Stable First-Best Institutions

Earlier in this paper, a social planner implemented or proposed the first-best lobbying
institution on the basis of social desirability of commercial lobbying activities. In this
section individuals observe their individual payoffs in the first-best — and articulate their
political demands. To answer the first question the analysis focuses on these political
incentives and pivotal rules for institutional reforms to explain the stability of first-best
institutions. It is assumed that there are no compensating transfers between individuals
and that their political preferences are completely determined by their individual payoffs.*?
The rationale for an inefficient institutional reform is characterized by the distributional
consequences in the first-best and the distribution of political power, but not by any kind
of market failure.

An institutional reform may lead to a different number of policymakers, P, and result
in a different distribution of citizens and lobbyists. If individuals expected a complete new
draw of social roles and payoffs, then they would act behind a veil of ignorance and the
first-best institution would always be self-stable, as shown in section 4.2.4. To add some

insights, it is assumed that individuals’ expectations are more detailed.

5.1.1 First-Best Institution: No Commercial Lobbying

Suppose commercial lobbying is socially undesirable and the institution I* has been imple-
mented at the constitutional stage. The question is whether or not the first-best institution
I* is self-stable or if there is collective demand for the institution I** (for example, via a
referendum) with P* > P**.

If citizens do not expect to be appointed to a political office because of a smaller

government or political barriers to entry, then they would find it optimal to be a client or

48The current analysis includes all policymakers with discretionary power such as politicians, staff mem-
bers, or public servants. One may argue that political competition amongst politicians may keep politicians
sufficiently accountable and political reforms may not be necessary. This special case is left for future
research.

49A first-best outcome can always be achieved with compensatory transfers. However, compensation for
individuals who suffer from a single policy is rarely observed and it is not uncommon that individuals are
asked to vote on a single policy topic and ignore potentially offsetting policies.
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a lobbyist after a reform. A representative citizen compares the expected payoffs of F[I1%]

with E[I°*] and E[[1**] as described in (4.13), (4.17), and (4.18).

Proposition 6. Citizens oppose the first-best institution I* if the expected improvements

in spillover shares outweigh citizens’ private benefits from direct political access.
Proof. See Appendix A 4. O

Citizens are willing to deviate from the first-best institution I* and provide privately
the public good of lobbyists’ verification efforts if their expected shares of spillover im-
provements outweigh their foregone private benefits from direct political access, which
yields them the entire proposal’s private benefit.

If some policymakers expect that they would lose their political office, then these
“weaker” policymakers would expect to be a client or a lobbyist after an institutional
reform. A representative weaker policymaker compares the expected payoffs of E[IIP*] as
described in (4.14) with E[II®**] and E[II"**]. There might be some “stronger” policymak-
ers who expect to stay in office. The trade-off for a representative stronger policymaker

follows from the expected payoffs of E[[IP*] and E[IIP**] as described in (4.19).%°

Proposition 7. Weaker policymakers oppose the first-best institution I* if the expected
improvements in spillover shares outweigh their private benefits from holding political office.
Stronger policymakers oppose the first-best institution I if their expected benefits from

commercial lobbying activities are positive — that is
AP
aff* + i (P**Ele‘|z"] — P*E[e‘]) >0 (5.1)

with fP* > 0.
Proof. See Appendix A.5. O

Weaker policymakers expect to lose their political office and face a similar trade-off to

citizens in this case. A citizen would lose the private benefits from direct political access,

50The heterogeneity amongst policymakers and the likelihood to stay office could be explained by political
influence or seniority.
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whereas a weaker policymaker would lose the private benefits associated with a political
office. Stronger policymakers expect to keep such private benefits from office and demand
an institutional reform for commercial lobbying if their spillover shares from fewer but
verified proposals outweigh the spillover shares from more but unverified policy proposals,
or if the financial contributions of fP* are sufficiently large. An institutional reform could
improve the quality of enacted policy proposals, if P**E[e¢|zT]| > P*FE|ec], but this is just
a necessary but not sufficient condition for welfare-enhancing commercial lobbying.

Using proposition 6, proposition 7, p(z~)7¢+ k > 0, and fP* > 0, the following can be

concluded.

Corollary 1. Policymakers are more likely than citizens to oppose the first-best lobbying

institution I*.

This follows immediately from the distribution of benefits and costs of commercial
lobbying. Policymakers do not bear the costs of commercial lobbying and can improve
their spillover shares and earn financial contributions, whereas citizens have to bear the

costs of commercial lobbying.

5.1.2 First-Best Institution: With Commercial Lobbying

Now suppose commercial lobbying is socially desirable and the institution I** has been
implemented at the constitutional stage. The question reverses to: Under which conditions
is the first-best institution I** with P** < P* self-stable?

If citizens and lobbyists do not expect to be appointed to a political office because
of many citizens and lobbyists as well as a potentially small increase in the number of
policymakers, then citizens and lobbyists would expect to be citizens after an institutional
reform. A representative citizen or lobbyist would compare the individual expected payoffs
of E[II**] and E[I"*] with E[II**]. If policymakers expect to stay in office after an

institutional reform, then the trade-off is between E[IIP**] and E[ITP*].

Proposition 8. Citizens and lobbyists oppose the first-best institution I** if their private
lobbying costs outweigh their shares of spillover improvements through commercial lobbying.

Policymakers do not oppose the first-best institution I**.
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Proof. See Appendix A.6. O

Citizens bear the costs of commercial lobbying and the foregone private benefits from
direct political access. If citizens’ shares in spillovers do not improve sufficiently, then
they are not willing to bear these costs and abandon direct political access. Unlike cit-
izens, policymakers do not bear the costs of commercial lobbying and focus entirely on
potential spillover improvements. If commercial lobbying is socially desirable, then the
spillover improvements through commercial lobbying are positive and policymakers have

every incentive to pursue such benefits.

5.1.3 Political Power and Reforms

Given the previously described political incentives, the analysis proceeds with different
pivotal rules. First, suppose an institutional reform requires unanimity amongst society
members. Corollary 1 predicts that the support by citizens would determine the likelihood
of an institutional reform from institution I* to institution I**. If policymakers would
support a reform because of expected gains, then citizens cannot also expect gains since
all potential Pareto-improvements are exhausted whenever I* would be optimal. This
implies that the first-best institution I* would be self-stable because of a veto by citizens.
Proposition 8 implies that the first-best institution I** would be self-stable because of a
veto by policymakers to block an institutional reform from I** to I*.

However, unanimous voting as a collective decision rule for institutional reforms may
not be appropriate for all constitutional settings. Now suppose that citizens are decisive
for an institutional reform. Examples would be a simple majority or super-majority for
collective decisions, which are indeed mostly affected by citizens’ preferences. Proposition
6 and proposition 8 imply that the citizens’ support for a potential reform is entirely
determined by the comparison of commercial lobbying fees and benefits from direct political
access with the potential improvements in individual spillover shares.

Finally, suppose policymakers are pivotal for institutional reforms. An example would
be a parliamentary approval that can be delayed, a bureaucratic government agency, or

policymakers with limited re-electoral concerns. The support for an institutional reform by
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policymakers follows from proposition 7. It implies that policymakers favor an institution
with commercial lobbying activities as their expected benefits from commercial lobbying
activities of the provision of information or financial contributions are positive. This is
independent of the lobbying costs, which are borne by citizens.

The choice of the lobbying institution via potential reforms can be summarized to the

following.

Proposition 9. The distributional consequences of commercial lobbying activities and the
collective decision rule for institutional reforms may lead to an inefficient lobbying institu-

tion.

The analysis assumed that all individuals behave according to their “socially efficient”
roles but allowed for endogenous institutional reforms. The rationale for an inefficient
institutional reform has been characterized by political power and the distributional con-

sequences in the absence of market failures.

5.2 Stability of Unregulated Market Outcome

To answer the second question of this paper, the analysis focuses on the empirically relevant
case of unregulated lobbying activities that may result in market failure. It has been
shown that citizens and lobbyists do not realize any private rents from commercial lobbying
activities since self-interested policymakers extract all private rents. The payoffs by citizens
and lobbyists are entirely determined by their individual spillover shares. These spillovers
depend on the quality of political decisions by policymakers. This raises the question
why unregulated lobbying activities are relatively common despite public dissatisfaction
or private rent dissipation for citizens. It can be shown that the unregulated market
outcome can be explained by self-interested policymakers who do not distort the benefits
from commercial lobbying activities too much, or by citizens who are not powerful enough
to constrain policymakers via institutional reforms.

Citizens support commercial lobbying in the first-best if their shares of expected spillover
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improvements outweigh their private lobbying costs — that is

g (P*Ele‘|z™] — P*Ele]) > p(a™ )7 + k. (5.2)

Suppose this holds. Further, citizens who observe the unregulated market outcome with a

given number of policymakers P support a complete ban on commercial lobbying if

PAP PAP

T—-P

(Ele|a] — E[e]) < e, (5.3)

which is the difference between the shares of expected spillover improvements via com-
mercial lobbying and the expected private benefits from direct political access. The share
of expected spillovers depends on the quality of political decisions made by self-interested
policymakers — that is Ele¢|a].’! For the citizens’ political incentives for the unregulated

market setting, the following can be stated.

Lemma 2. If citizens have a political incentive to oppose commercial lobbying activities in
a market environment, then they demand a constitutional change with a ban on commercial

lobbying and an increase in the number of policymakers.
Proof. See Appendix A.7T. O

If citizens demand a ban on commercial lobbying because of relatively low spillover
improvements compared to the expected gains from political access, then citizens demand
a ban on commercial lobbying and direct political access. If the number of policymakers
would not change, then direct political access would be uncertain and citizens would be
better off to reduce the competition for political access. Therefore the citizens’ decision to

accept or oppose the current unregulated commercial lobbying market depends on

% (PE[e|a] — P*Elef]) = 7°. (5.4)

Consequently, the following can be stated.

51The quality of political decisions follows from the policymaker’s optimal requests for verified and unver-
ified proposals. Verified proposals improve the expected quality spillover shares, but unverified proposals
save verification resources and allow larger financial contributions. This trade-off has been shown in (3.2).
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Proposition 10. If the policymakers’ degree of dishonesty, «, is too large, then citizens
have an incentive to demand a second-best institution to comstrain self-interested policy-

makers independent of citizens’ support for commercial lobbying in the first-best.
Proof. See Appendix A.8. O

Despite the fact that citizens would be willing to forfeit political access for improved
political decisions through commercial lobbying activities at the constitutional stage, (5.2)
holds that citizens may have an incentive to implement an inefficient institution that bans
commercial lobbying activities and constrains self-interested policymakers. As the policy-
makers’ degree of dishonesty, «, increases policymakers request fewer verification efforts for
higher financial contributions and distort social benefits. The citizens’ collective demand is
independent of the actual commercial lobbying costs. Their collective incentive is entirely
characterized by the improvements in political decisions and the citizen’s private benefit
from direct political access.

Proposition 10 implies that unregulated commercial lobbying activities can be explained
by self-interested policymakers who do not distort the social benefits from commercial
lobbying too much, or by citizens who do not have sufficient political power to constrain

policymakers. Which of these two hypotheses is correct is an empirical question.

6 Conclusion

This paper provides an analysis for the effective regulation of commercial lobbying activities
and of potential endogenous reforms departing from a first-best institution. It highlights
the importance of transparency rules about financial transfers and information transfers
from lobbyists to policymakers and proposes that the observed institutional differences
can be explained by the distribution of benefits and costs of commercial lobbying and the
distribution of political power.

The analysis uses a model of commercial lobbying that provides an explanation for
the observed simultaneity of information transmission and financial contributions and a

simple general-equilibrium structure. Imperfectly informed policymakers can announce
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take-it-or-leave-it political access rules to citizens and lobbyists who compete for political
access by providing resources to policymakers. Policymakers can request their desired
levels of information acquisitions and financial contributions from lobbyists, which may
not be socially efficient and may cause a private rent dissipation. The analysis has derived
several new insights not previously present in the analysis of lobbying activities and political
institutions. First, the effective regulation of commercial lobbying activities may require
additional transparency that limits lobbyists’ and policymakers’ collusive incentives to
substitute financial contributions for information provision. Current transparency rules
that focus exclusively on financial benefits may fall short of preventing this. Second,
the analysis shows how the distribution of costs and benefits from commercial lobbying
activities may cause a political conflict between citizens and policymakers. This potential
conflict provides the conditions under which a first-best institution is self-stable or not. The
analysis also argues that the observed political stability of unregulated lobbying activities
can be explained by self-interested policymakers who do not distort political decisions too
much or by citizens who do not have sufficient political power to initiate reforms.

One direction for future research would be to investigate how political competition
amongst politicians with different preferences for financial contributions affects the quality
of political decisions. Electoral competition as a means of political accountability may

decrease the optimal degree of regulation for this subgroup of policymakers.
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A Appendix

A.1 Proof of Lemma 1

Suppose E[II**] is the maximum for social welfare. If this holds, then 4 E[II**] is the max-
imum expected individual payoff behind a veil of ignorance. It follows that no individual
would have an incentive to oppose I* with an expected payoff of E[II"*] = %E [IT*] behind
a veil of ignorance.

Now suppose E[II***] is the maximum for social welfare. If this holds, then & FE[II%**]
is the maximum expected individual payoff behind a veil of ignorance. And it follows
immediately that there is no incentive for opposition because of (E[II"**] = 1 E[II***]).

A.2 Proof of Proposition 4

For the first statement the goal is to identify whether a citizen would deviate from I* or
not. Suppose a citizen, d, attempts to hire another citizen, h, to act as a lobbyist. This
would require that d would be better off and A not worse off. In addition, a policymaker, g,
has to agree to reallocate political access and cannot be worse off. Citizen d would deviate
and attempt to hire h if E [TI**] < E[I1%] with

P*AP P*AP — 2 p(zT)Ee|xT]

Ele] < plat)r —k+ T Ele‘] + 7

pla*) Elet]a™] — 2E]e’]
- ,

¢+

pla)m“+k < (A1)
where h would give up a policy proposal and a policymaker g would not approve a policy
proposal with a negative verification signal.

Since, in a social optimum, all potential Pareto-improvements are exhausted, there
would have to exist at least one citizen, w # d, h, or one policymaker, b # g, who would be
worse off. A citizen w is worse off if E [[I®*] > E[II¥] = 7¢ + Z4=2 Be¢] + w; a
policymaker b is worse off if E [[1P*] > E[II’] = 0 + 7P*’¥_2E[ec] + 7p(a§+)ET'[eC|m+}' Both can
be reduced to

2E[e] > p(z 1) Ele|z™]. (A.2)

Since p(z~ )7 + k > 0, there is a contradiction between (A.1) and (A.2). Since no
citizen d exists, there can be no citizen h and a citizen has no incentive to deviate from I*.

For the second statement the goal is to identify whether a policymaker would deviate
from I* or not. Suppose a policymaker, i, deviates from AP = A€ in the following way:
one citizen, h, would not receive political access and another citizen, d, would be required
to hire h to act as a lobbyist who is required to verify d’s proposal. Policymaker 7 has an
incentive to deviate if E[IT*] < E[II] with

prAP c PrAP —2 c p(ZE+) ¢l .t
0+ T Elef] < 9+#E[6]+ T Ele|x™]
2B[e] < p(a")Elef|2T], (A.3)

which is ¢’s incentive condition. Citizen h would agree and not stay home if k — F(1) —

G(1) + p(xTﬂE[eCL”U*] > 0; citizen d would agree to pay h and not stay home if p(z*)7¢ —

k+ p(%ﬂE[eﬂajﬂ > 0. Combining both inequalities with respect to k, the following can
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be written

o) (ro+ ZD) 2 hz )+ 0+ A5 B

ot > F()+G(), (A.4)

which is the feasibility condition.

If both the incentive condition and the feasibility constraint hold, then a self-interested
policymaker has an incentive to violate I* and require verification efforts in exchange for
political access.

Now suppose a policymaker, 4, in the following situation: one citizen, h, would not
receive political access and another citizen, d, would be required to hire /A to act as lobbyist
who is required to make a financial contribution of f?. Policymaker i would consider this
if E[lIP*] < E[ITY] with

* *
P ApE[eC] < 0+ #E[ec] + af
%E[eﬂ < fi (A5)

0+

which is 7’s incentive condition. Citizen h would agree to the lobbying activity and not
stay home if k — G(1+) — i+ p(%ﬂE[ec] > 0; citizen d would agree to pay h and not stay
home if 7¢ — k + %E [e€] > 0. The maximum feasible fi, f™, would extract all private
rents from d and h such that

fm =1t — G+ %E[ec]. (A.6)

Combining the incentive condition and f™, the following can be written

™ —G(1)
>|(T | ————+ 2. A7
> (1 (") +2) D
If this condition holds, then a self-interested policymaker has an incentive to violate I* and
require financial contributions in exchange for political access.

A.3 Proof of Proposition 5

For the first statement the goal is to show that a citizen has no incentive to deviate from I**.
A citizen d would want to bypass a lobbyist if E[II**] < E[I19] = 7¢ + LA =L Blec|zF] +
+Ee] with
Ele‘|z™] — Elef]
T
However, a policymaker h would have to reallocate political access from a lobbyist to citizen
d, but has no incentive since E[IIP**] > 0 + ZZA"=L Ble¢|x+] + L E[e]. So a citizen has no
incentive to deviate.
For the second statement the goal is to identify a mutual incentive for a lobbyist and
policymaker to substitute f% for m/P. A lobbyist h would bid or accept to pay a payment
of b to a policymaker i if he could substitute b" for a single verified proposal, m* —1. The

< p(a™)7 + k. (A.8)
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bid of b" would follow from E [Hl**] < F [Hh] with
PAP
TE[ec\x+] < m'k—F(m* —1) — G(m*) — af™* — "
PAP — 1
——F
T

m*k — F(m*) — G(m*) — f* +
lat] + Bl (A9)

which can be written as

Elef|xt] — Ele]
T

Eleflxt] — E[ec].
T

V' < F(m*) — F(m* — 1) — ~ F'(m"—1)— (A.10)

A policymaker i would bid or accept a payment of ' to allow lobbyist h to substitute b’
for a single verified proposal if E[IIP**] < E[IT¥] with
pPAP

* _PAP cl .+ * 7 -1 cl .+ 1 c
0+ af?f —i—TE[e lz7] < O+ aff"+ab —l—TE[e |z ]—i—TE[e]
1 Elef|x™] — Ele]

bi
a T

(A.11)

An agreement, as a mutual incentive, would be feasible if b > b and that is true if

1+« Elef|zt] — Elef] .

F'(m* -1
(m” —1) > — T

(A.12)

For the third statement the purpose is to identify whether a policymaker would exploit
his powerful position. Suppose a policymaker i would attempt to gain additional private
rents. Since all proposals are verified, there would be only financial contributions to gain.
Policymaker ¢ could threaten lobbyist h to reallocate political access to a citizen d. Citizen
d would have an incentive to take the direct political access. So lobbyist A would lose some
access and d as a client. Lobbyist h wants to avoid this if

* * * * Elec|xzt]—Ele
k— F(m*)+ F(m* —1) — G(m*) + G(m _1)+%M
~k— F(m* —1) = G'(m* — 1) + A EE P g (A.13)

That is, h complies if h realizes an economic profit from client d. Policymaker ¢ would be
able to extract h’s economic profit via financial contribution requests.

A.4 Proof of Proposition 6

The purpose is to identify the conditions under which I** > I* for a representative citizen.
First, suppose the representative citizen expects to be a citizen after a reform. If
P*E[e€] > P*E[e‘|z "], then

P AP P AP
B[] = 7¢ + Ele] > plat)r® — k + Elec|zt] = B[] (A.14)

and the representative citizen does not oppose I*. Whereas if P*E[e] < P**E[e¢|z™] but
E[I1**] > E[II***], then the representative citizen opposes I* iff

plz )T+ k < g (P E[c’|a™] — P*E[e7]) . (A.15)
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Second, suppose the representative citizen expects to be a citizen or a lobbyist after a
reform. If P*E[e‘] > P* E[e‘|zT], then

* AD
B = m+ 2 pleq > (A.16)
clxx) +\.c\ * * I% e+
B = = (p(a ")) = e (Fm*) + Gm*) + 1) + == Bl

and the representative citizen does not oppose I*. Whereas if P*E[e] < P**E[e|x™] but
E[II°*] > E[II***], then the representative citizen opposes I* iff
c 1 *% +\,..c *% * * I AP *% cl.+ * c
(A.17)
In both cases, the representative citizen opposes I* if the expected shares of spillover
improvements through commercial lobbying outweigh the expected private costs.

A.5 Proof of Proposition 7

For the first statement the goal is to identify the conditions under which I** > I* for
a representative weaker policymaker. A representative weaker policymaker opposes I* iff
E[II"*] < E[I¢**] with

1

p
TP T

(C™p(at)me — L (Fm*) + Gm*) + ) ) < A

0 T (

P*Ele’|z"] — P*Ele])
(A.18)

and P*Elef] < P*Elef|xT] but E[II**] > E[II5**].
For the second statement the goal is to identify the conditions under which I** >~ I*

for a representative stronger policymaker. A representative stronger policymaker opposes
I* iff B[IIP*] < E[IIP**] with

AP
aff* + T (P*Ele’|lz"] — P*Ele]) > 0 (A.19)
and fP* > 0.

A.6 Proof of Proposition 8

For the first statement the goal is to identify the conditions under which I* > I'** for a
representative citizen and lobbyist. A representative citizen compares E[I1¢*] with E[I1%]
and opposes the former iff

AP
pla”)mc+k > T (P*Ele’|lz™] — P*Ele]) . (A.20)
A representative lobbyist compares FE[I1"*] with E[I1®*] and opposes I** iff
AP
7 —m*k + F(m*) + G(m*) + f* > = (P Ele|z™] — P*E[e]) . (A.21)

For the second statement the goal is to identify the conditions under which I'** >~ I*
for a representative policymaker who expects to stay in office even after an institutional
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reform. The comparison is

P** AP pP* AP
Eleflz™] > 0 + T

E[IP*] = 0 + afP* + Elef] = B[P, (A.22)

with P*Ele|zT] > P*FE[e‘] as a necessary condition for E[II***] > E[II**] and a policy-
maker has no incentive to oppose the first-best institution I**.

A.7 Proof of Lemma 2

Banning commercial lobbying as a single political measure leads to a payoff of F[I1?*"] for
a representative citizen. Comparing E[I1?] to E[I1°*], it follows that
P** AP P AP pP* AP

cban) __ c c c
E[I ]_T—P**W—i_ T Ele] < ¢+

E[e°] = E[II™. (A.23)

Therefore, citizens are better off supporting an institutional change with more policymakers
rather than just banning commercial lobbying.

A.8 Proof of Proposition 10

Suppose commercial lobbying is potentially welfare-enhancing and the lobbying institution
I** is first-best. However, I™* might not be feasible. A representative citizen then compares
the equilibrium payoff in the unregulated market outcome E[II°#] with a payoff without
commercial lobbying. Using lemma 2, the alternative is E[II**]. So whenever
AP

T (P**Ele‘|a) — P*Ele]) < 7€, (A.24)
citizens have a political incentive to implement I* to constrain policymakers. This is
different from the support by citizens in the first-best, which followed from

AP *ok cl .+ * c > —\..C *

T (P™Elef|az™] — P*E[e°]]) = p(z™)m° 4+ k. (A.25)
Therefore, the decision depends on the degree of distortion caused by self-interested poli-
cymakers.
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