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I. INTRODUCTION

The proposition that tariffs and monopolies generate a loss in
economic welfare has universal acceptance in the field of economics.
Krueger comments "The effects of tariffs upon production, trade and
welfare are well known" ("Political Economy" 297). However, the
theoretical proof that tariffs and monopolies generate substantial costs
does not seem to have validity when measured empirically. Tullock
notes studies have uniformly shown very small costs due either to the
implementation of tariffs or the formation of monopolies. Leibenstein
collected estimates which measure the welfare cost of monopolies and
tariffs'. The measurements estimate losses due to monopoly power
are as low as 0.0 I% of GNP; and losses due to taritfs are as low as
0.0075% of GNP. Based on commonly accepted economic theory
these estimates seem impossibly small. Mundell commented

"unless there is a thorough theoretical re-examination of the valid-
ity of tools upon which these studies are founded. . . someone will
inevitably draw the conclusion that economics has ceased to be impor-
tant" ("Review" 622).

The literature of rent-seeking constitutes one theoretical re-exami-
nation of the tools upon which the empirical studies are based. The
concept of rent-seeking was pioneered by Tullock and Kureger.
Tullock and Krueger have effectively demonstrated that the "tools on
which these (empirical) studies are founded produce an underestima-
tion of the welfare costs of tariffs and monopolies" (Tullock,
"Welfare" 39). The purpose of this paper is to present a general
overview of the concept of rent-seeking. The term rent-seeking will
be defined and the theories of rent-seeking developed by Tullock and
Kruger will be presented. Two critiques of Kruger's work will then be
brietly discussed. The paper will show that rent-seeking providesjus-
tification for the theory that monopolies and tariffs impose heavy
economic costs.

·David Pooler is an Undergraduale Student in Finance at the University of Saskatchewan.

IData and Ret~rence arc Induded as f\ppcndix I



64 SASKATCHEWAN ECONOMICS JOURNAL

II. DEFINING RENT-SEEKING

The term rent is commonly used in economics; Rent is the part of
the payment to an owner of resources over and above that which those
resources could command in any alternative use. "Rent is receipt in
excess of opportunity cost" (Buchanan, "Rent Seeking" I). Rent can
be used interchangeably with profit seeking. It is a driving force
behind capitalism. "Since Adam Smith, we have known that the prof-
it seeking activity of the Butcher and the Baker ensures results bene-
ficial to all members of a community." (Buchanan, "Rent Seeking" 2).
Economic rent generates a social surplus; it is received for entrepre-
neurial ability. As Buchanan states rent retlects the creation of value
added in the economy. In an ordered market structure the behavior of
people seeking to maximize their returns is socially beneficial.
However, under a ditJerent set of institutions the same behavior can
produce the opposite effect.

Rent-Seeking "is designed to describe behavior in an institutional
setting where the individual efforts to maximize social value generate
social waste rather than social surplus" (Buchanan, "Rent Seeking" 4).
The intention to maximize value by an individual does not change,
only the institutional structure does. A common historical example of
an institutional change that leads to rent-seeking would be the imple-
mentation of an entry restriction. Atter the restriction, entrepreneurs
investtimeand moneyto convincethe governmentthat they deserve
a monopoly right. Whereas, in a competitive market "Resources ded-
icated to curry the Queen's favour might be used to produce valued
goods and services elsewhere in the economy" (Buchanan, "Rent
Seeking" 8). Thus, rent-seeking refers to "activity motivated by rent
but leading to socially undesirable consequences" (Buchanan, "Rent
Seeking" 8).

Tullock was first to describe the wasteful investment of resources
related to monopoly privilege-seeking in his article The We(fareCosts
ofTar{ffs Monopolies and Theft. He did not use the term rent-seeking.
The term gained popularity only after The Political Economy of the
Rent-Seeking Socie~vwas published by Krueger. Tullock's article was
rejected from several journals including the American Economic
Review; where Krueger's article was later published. It is unlikely
that Kruger knew Tullock's article existed as it was published only in
the WesternEconomic Journal, and in Kyklos. Despite the fact he did
not coin the term rent-seeking Tullock's article has been given credit
for the concept. In Tullock's words, "Robert Tollison (1982) published
another general article with my original article given full credit for the
rent-seeking idea" ("The Origin" 7).

-----
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III. TULLOCK ON RENT SEEKING

Tullock began his analysis of rent-seeking with a critique of the
studies used to estimate the costs of taritfs and monopolies.2 The
method used to measure these costs was pioneered by Harberger.3 A
simple diagram analyzes the effect of an increas~ in price due to a tar-
iff or monopoly.4 An increase in price from POto PI causes a reduc-
tion in demand of QO to QI. "The increase in price, it is argued, is
merely a transfer from some members of the community to others, and
the only welfare loss is consequently the shaded triangle" (Tullock,
"Welfare" 40). The value of the triangle
"is a clear loss to the community, but the rectangle to its left is mere-
ly a transfer from the consumers to the owners of the monopoly. We
may object to the monopolist getting rich at the expense of the rest of
us, but this is not a reduction in the national product" (Tullock,
"Welfare" 44).
Tullock argues that this measurement of the cost of monopoly inap-
propriately ignores the rectangular area. To explain this he gives a
brief overview of the economics of theft.

Theft is simply a transfer from one individual to another; nothing is
lost in the process. Therefore, theft may be assumed to have zero
social cost. However, any logical person would conclude that this rea-
soning is incorrect. According to Tullock "In spite of the fact that it
only involves transfers, the existence of theft has very substantial wel-
fare costs" (Tullock, "Welfare"45). He argues that thieves will invest
in lock-picks and nitroglycerine and homeowners will invest in locks
and sates. Over time this investment comes to equilibrium, but the
resources employed do not generate a surplus. "The theft itself is a
pure transfer and has no welfare cost, but the existence of theft as a
potential activity results in a very substantial diversion of resources to
fields where they essentially offset each other and produce no positive
incentive" (Tullock, "Welfare"48). This theory is then applied to the
measurement of the cost of a monopoly.

The area to the left of the welfare triangle is what stands to be
gained by an entrepreneur if he can secure the right to a monopoly.
With such a large prize up for grabs we can surely expect "potential
monopolists would be willing to invest large resources in the activity
of monopolizing" (Tullock, "Welfare"49). Entrepreneur's would view

1 Thuugh his work m:\\:r used the term "rent-seeking"
1A.C'. Ikrberger. "Using the Resourccs at Hand \;Iorc Etlcctivdy." Amcrican Economic
Rc\icw 49 (May 1959): 134-146

4 Included as Appendix 2
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the opportunity to obtain profit from special privilege as they would
any other profit opportunity. Each entrepreneur would be willing "to
invest resources in attempts to form a monopoly until the marginal
cost equals the properly discounted return" (Tullock, "Welfare" 48).
Thus, the area to the left of the triangle is not simply transferred from
the public to the monopolist. Instead, entrepreneurs invest time and
resources competing for the value of the area. These investments cre-
ate no additional economic value. An individual who
"Invests in something that will not actually improve productivity or
will actually lower it, but that does raise his income because it gives
him some special position of Monopoly power, is Rent Seeking"
(Tullock, Rent Seeking, 17).

If a monopoly is eventually established continual efforts either to
break the monopoly or to muscle into it would be predictable these
efforts would imply further costs. Tullock lists some of the potential
investments that would be made by both the firm attempting to secure
a monopoly, and those with a vested interest in preventing its forma-
tion.
. -Legal Staffs
. -Skilled Management time for Lobbying
. -Customs Brokers
. -Coast Guards
. -Antitrust Divisions
. -Lengthy Negotiations
. -Company Resources
. -Customs Inspectors
. -Resources Gambled in a failed attempt to obtain a monopoly
. -Illegal activities such as bribery

These activities are dit1icult to quantify. According to Tullock
regardless of the measurement problem, it is clear that resources put
into monopolization and defense against monopolization would be a
function of the size of the prospective transfer. Since there is a very
large potential benetit; the socially wasted cost of investment must be
very large. It is clear "the welfare triangle method of measurement
ignores these important costs, and hence greatly understates the wel-
fare loss of monopoly" (Tullock, "Welfare" 50). Tullock was the first
to successfully demonstrate that monopolies and tarim; result in sub-
stantial economic costs. He proved that the previous empirical inves-
tigations were tlawed. Tullock shows the whole economy is poorer
not just by the triangle but by the whole amount of wasted resources.
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Tullock also noted that if institutional changes allow the formation of
one monopoly, then this
"successful theft will stimulate other thieves to greater industry and
require greater investment in protective measures, so each successful
establishment of a monopoly or creation of a taritf will stimulate
greater diversion of resources to attempts to organize further transfers
of income" ("Welfare" 49).
Thus the problem of rent-seeking may build upon itself and become a
heavy economic burden. Anne Krueger's paper contained an estimate
of how large this burden could be.

IV. ANNE KRUEGER ON RENT-SEEKING

Anne Krueger is a prolific economist, she is the Deputy Managing
Director of the International Monetary Fund, and was the President of
the American Economic Association. She has received the Robertson
Prize, the Bernhard-Harms Prize and numerous other awards.
Krueger is often credited for developing the field of rent-seeking.
"The analytics of 'rent-seeking' developed by her have become a stan-
dard tool of the economics profession" (Lui, "Doctor" I). Her paper
The Political Economy l?fthe Rent-Seeking Society has been selected
into both the International Library of Critical Writings in Economics,
and The Foundations of 20th Century Economics: Landmark papers
selected by Nobel Laureates. Krueger's article developed an analyti-
cal framework to explain social losses created by protectionist trade
policies and monopolies. She used both theory and evidence to
support her case.

Krueger believed her analysis was especially important for develop-
ing countries where government interventions are frequently all-
embracing. The opening section of her paper gives quantitative esti-
mates of the cost of rent-seeking in India and Turkey. India may have
less corruption that any other country in South Asia, "nonetheless it is
generally believed that corruption has been increasing and that much
of the blame lies with the proliferation of economic controls follow-
ing independence" (Krueger "Political" 294). Kruger presents a table
which gives crude estimates for the cost of rent seeking.5 The table
shows that rents in India were equivalent to 7.3% of national income,
an extraordinarily large number when compared with previous esti-
mates of the cost of monopoly. In Turkey more accurate estimates of
the value of import licenses were available. From these estimates it
was calculated "that Rents from import licenses in 1968 were about
15%of GNP" (Krueger "Political" 269). These ligures discredited the

; R.:produ.:.:d as App.:ndix 3
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idea the industrial targeting and protectionist trade policies were "a
short-cut to rapid growth" (Ito, Trade 371), The estimates proved that
monopolies and tariffs impose large economic costs. Kreguer, like
Tullock, reached the conclusion that entrepreneurs must invest consid-
erable resources in the pursuit of monopoly or tariff rights. Krueger
went on to develop a formal model of rent seeking under quantitative
restrictions of trade.

The purpose of Krueger's paper was to establish the proposition
that; competitive rent-seeking for import licenses entails a welfare
cost in addition to the welfare cost that would be incurred if the same
level of imports were incurred through tariffs. Kruger sets up a model
of free trade, then a tariff is added, finally rent-seeking is added. The
algebra of the model will not be present. The conclusions of the
model will be examined with the graphs formed from the algebraic
model.

In the first section of Krueger's model it is determined that under
free trade an economy reaches its highest optimal consumption point.6
Domestic food consumption is measured on OF, import consumption
on OM. The consumption possibility locus is F*M*. If distribution
were costless a society would choose to produce on F*A. However,
"to consume one unit of imports requires exchanging one unit of food
and withdrawing k workers from agriculture to provide the requisite
distributive services" (Krueger "Political" 299). Hence, the domestic
price of imports increases as we move northwest from P. At the point
C, OG food would be produced, with EG exported, and the rest
domestically consumed. This point is where the optimal allocation of
resources is reached in any of the market settings considered.

Krueger next considers the case in which there is a restriction upon
the quantity of imports. The quantitative restriction on imports is indi-
cated by OM'. In this situation the reduction in imports has the elfect
of reducing the employment in distribution and increasing the agricul-
turallabour force. Krueger notes that diminishing returns will reduce
the agricultural wage. The price of imports and distribution rises, and
food output (OJ) is increased, Exports decline to HJ. The net result
is that the economy ends up at a new lower indilference curve depict-
ed by i'i',? Krueger then adds competitive rent-seeking to the model.

Under a tarin-~the wage in distribution exceeds that which is olTered
in agriculture. Therefore it is logical that people will endeavor to enter
distribution; this entrance constitutes rent-seeking. It is likely "people
will seek distributive rents until the average wage in distribution and
rent seeking equals the agricultural wage" (Krueger, "Political" 302).

" Gmph is <kpicted as Appendix 4

" Graph is reproduced as Appendix 5



RENT SEEKING 69

The net result of this is that "agricultural production and food con-
sumption are reduced by the introduction of rent seeking" (Krueger,
"Political" 302).8 D" indicates the lower domestic price of imports
under competitive rent seeking. Equilibrium under rent seeking will
be established at point L "with the same consumption of imports. but
smaller production and consumption of food than occurs under a tar-
iff" (Krueger, "Political" 303). Point L is clearly below both points
K and C, therefore it is clear that rent-seeking imposes additional costs
of an economy. The estimates of rents given for India and Turkey can
be interpreted as "the deadweight loss from quantitative restrictions in
addition to the welfare cost of their associated tariff equivalents"
(Krueger, "Political" 305). Krueger concludes that rent seeking entails
a welfare loss beyond that for an import restriction without rent-seek-
ing. This conclusion has a broad number of policy implications which
are then briefly discussed.

The first implication of the study is that an "import prohibition
might be preferable to a non-prohibitive quota if there is competition
for licensesunderthe quota"(Krueger,"Political"305). . Second, the
more price inelastic demand "the greater the value of rent and the
greater therefore, the deadweight loss of rent-seeking" (Krueger
"Political" 306). This tact is counter-intuitive to what is typically
believed. Finally, rent-seeking can become cyclical as its existence
affects peoples economic perspective. If rent-seeking occurs and
income distribution becomes perceived as the "outcome of a lottery
where wealthy individuals are successful rent-seekers" (Krueger,
"Political" 307) people will perceive the market mechanism as unfair.
The net result of this will be to encourage further government inter-
vention in the market, which will cause further rent seeking. This
increase in rent-seeking multiplies the burden on an economy.
Krueger contents that trade patterns might be more the outcome of
government policies than of comparative advantage of market forces.

Krueger hoped that the broad policy implication of her article
would stimulate interest and research on the subject. Since its publi-
cation the article has spawned an entire field of study. Topics ana-
lyzed include measurements of the cost of rent-seeking, how to pre-
vent rent-seeking, rent-seeking and tax reform, and a wide variety of
others. Kruger has done further work to explain "how government
intervention in agricultural prices was affected by market forces and
political factors" (Political Economy of Agricultural 8). Bhagwati has
attempted to classify the field of study of rent-seeking as a directly
unproductive. profit-seeking activity (DUP). These activities repre-
sent a "general concept that embraces a \vide variety of recently ana-

, (,raph is rcpnxluccd as Appendix 6
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Iyzed economic activities" (Bhagwati, "Directly" 988). In the special-
ization of international trade these activities "have been among the
few leading topics of research focus recently" (Bhagwati, "Directly"
988). The theory of rent-seeking has also been critiqued. One notable
critique was published by Bhagwati and Srinivasan.

V. CRITIQUE'S OF RENT SEEKING

Bhagwatis and Srinvasan critique the central conclusion of Kruger's
article. They find that in certain circumstances rent-seeking may be
welfare improving. The article etfectively demonstrates the "not-
insignificant possibility that revenue seeking may well be welfare
improving and.. .establishes the conditions for it to arise" (Bhagwati,
"Generalization" 1071). They find Kruegers conclusion is not sustain-
able "as their analysis of revenue seeking, extended readily to rent
seeking.. .shows" (Bhagwati, "Generalization" 1071). The result of
their analysis is to show
. - "The value of rents is always positive, whereas the production cost
of seeking activity may be negative and hence a gain" (Bhagwati,
"Generalization" 1085).
. - "When the added production shift imposed by rent-seeking impos-
es a production cost, this will be less than the value of the rents, except
under complete specialization in the exportable good" (Bhagwati,
"Generalization" 1085).
. - "It is unlikely all rents will be sought competitively" (Bhagwati,
"Generalization" 1085).
They emphasize that their central conclusion, that revenue-seeking
may be welfare improving, "follows from the fact that resource diver-
sion to seeking activities occurs in a second-best situation since the
economy is characterized by a taritf distortion" (Bhagwati,
"Generalization" 1086). While this article points out some specific
cases where rent-seeking may improve welfare, it does not seriously
question the fundamental conclusion of Kruger and Tullock's work,
that monopolies and taritfs impose substantial economic costs.

Another critique focuses on policy implications of rent-seeking.
Stiglitz has criticized Kreuger's activity at the IMF. It is his belief that
under her supervision an excellent team of economists that had been
assembled under Chenery left the institution. This was due to the tact
"Krueger saw government as the problem" (Stiglitz, Globalization,
13). Too much attention was focused on the problems of rent-seeking
and protectionist trade policies. The previolls economic team devoted
effort to broader problems in developing counties, under Krueger
"Free markets were the solution to the problems of developing coun-

----
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tries" (Stiglitz, Globalization, 13). This critique examines only
Krueger's policies. Stiglitz does not discredit the idea that rent-seek-
ing commonly imposes economic costs. There have been few criti-
cisms of the theory of rent-seeking and its policy implications. The
fundamental assumption that "Rent seeking is an extremely costly
phenomenon that severely damages our society" (Tullock Economics,
96) remains unchanged.

VI. CONCLUSION

Tullock and Kruger have demonstrated that "The classical
Economists were not concerning themselves with trifles when they
argued against tariffs, and the Department of Justice is not dealing
with a miniscule problem in its attacks on monopoly" (Tullock,
"Welfare" 40). Their work has proven both theoretically and empiri-
cally what economists have long believed; that tariffs'and monopolies
impose large welfare costs on economies. Krueger's empirical esti-
mates of rent-seeking stand in sharp contrast to the previous estimates
of the cost of monopolies and tariffs given by Leibenstein. The theo-
ry of rent-seeking allows us to better understand the cost of inefficient
government intervention. It indicates that the economic rewards for
governments who "undertake polices and provide incentives that are
conductive to economic efficiency and reward the accumulation of the
appropriate types of physical and human capital" (Krueger,
Perspectives 7) may be very large. The term rent-seeking is now rec-
ognized in a broad number of fields. The work of Tullock and
Krueger has spawned a new and important area of study. Mundell can
be content that it may be several more years before someone again
draws the conclusion that economics has ceased to be important...

--- -
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ApPENDIX I

TABLE I. CALCULATED "WELFARE Loss: AS PERCENTAGE OF GROSS OR NET

NATIONAL PRODUCT ATTRIBUTED TO MISALLOCATION OF RESOURCES

SOURCES: I [29]; 2[ 16]; 3 UNPUBLISHED CALCULATION MADE BE A. SINGH

BASED ON DATA FOUND IN A.A. FARAQ. ECONOMIC INTEGRATION: A

THEORETICAL, EMPERICAL STUDY, UNIVERSITY OF MICHIGAN, PH. D. THESIS,

1963. WITH WRITTEN I'ERMISSION GENEROUSl Y GRANTED BY TIlE AMERICAN

ECONOMIC ASSOCIATION ON MARCH 25, 2003, TIlE TABLE ON p.393 IN

LEIBENSTI:.IN ( 1966) IS HEREBY REPRODUCED ABOVE.

ApPENDIX 3

Price Appendix 2

PI

Quantity

PO

O' Ql QO

Study Source Country Cause Loss

A.C. HarbergerAIR. 1954 U.S.A.1929 MonolXJly 0.07%

D. SchwartzmanJ.P.E.1960 U,S.A.1954 MonolXJly 0,01%

T.Scitoky 1 CommonMarket1952 Tarilfs 0.05%

J.WemelsrelderE.J.1960 Germany1958 Tariffs 0.18%

L.H,Janssen 2 Italy1960 Tariffs max 0,1%

H.G.Johnson ManchesterSchool1958U.K.1970 Tariffs max 1%

A. Singh 3 MontedeoTreatyCountriesTariffs max.0075%
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Table 17.1

Estimates of value of rents: India, 1964

Source of Rent

Public In\estment

Imports
Controlled Commodities

Credit Rationing
Railways
Total

Amount of Rent

365
10271
3000
407
602

14645

M
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