CHAPTER 3

Rent-Extraction, Liberalism, and Economic Development
Roger D. Congleton

ABSTRACT
The rent-extraction model of the state predicts that mercantilist policies will be adopted, rather than free trade. As a consequence, there will be numerous internal and external barriers to trade, and the distribution of income will be skewed in favor of government officials and their families. Economic and political liberalization tends to reduce opportunities for rent extraction and promote economic development. The rent-extraction model of the state also implies that the politics of liberalization tend to be problematic. This implies that liberal economic reforms, once adopted, can be nearly permanent sources of comparative advantage that affect patterns of economic development and long-run trade flows. Strategies of export-led growth, however, are often politically feasible in rent-extracting regimes, which makes liberalization of export markets a  likely first step in economic and political liberalization. The analysis suggests that a series of liberal reforms allowed the West to escape from long-standing rent-extracting regimes and created long term institutional sources of competitive advantage in trade and economic development.
I. INTRODUCTION: LIBERALIZATION AND ECONOMIC DEVELOPMENT

This paper provides a rent-seeking and rent-extraction based explanation for the association between liberalization and economic development, and for the durability of the economic advantages associated with liberalization. The analysis is based on the rent-seeking, rent-extraction, and constitutional political economy literatures, which together provide a public choice explanation for the slow rate of adoption of liberal economic and political institutions throughout the world. 
Simply put, the persons that have sufficient authority to adopt major and minor institutional reforms often benefit from unproductive forms of political and economic competition. The interest of rent recipients, together with institutional conservatism, makes liberal reforms difficult to adopt and less likely to be copied than other organizational and economic innovations. In contrast, liberal polities tend to adopt policies that promote productive forms of competition. As a consequence, liberal reforms, once adopted, can be a nearly permanent source of competitive advantage that affects long-run trade flows, patterns of international investment, and economic development. 
A possible exception to this rule occurs in the area of exports, where rent-extraction rates may be adjusted to encourage growth. Reductions in the rate of rent extraction in the export sector may increase, rather than reduce, total rent extraction in the short and medium run, as demonstrated below. In the long run, the economic growth encouraged by export-led growth strategies may indirectly support liberalization of other sectors of the economy and of the political system.

II. RENT SEEKING, THE RULES OF THE GAME, AND COMPETITIVE WASTE

Most methods of obtaining wealth and status are competitive to some extent, because of the scarcity of wealth, status, and authority. Scarcity induces persons from all walks of life to invest their scarce time and attention in activities that protect and/or increase their holdings of scarce economic and social resources (Congleton 1980, 1989).  
Individual decisions to invest in such contests can be modeled in a number of ways. 
Suppose, for example, that there are m contests and that the expected payoffs from contest j have the form: 
 Rij = sj( fj(xij), gj(xoj)) Pj - ci(xij)

(1) 

where xij is the investment by the i-th rent seeker in contest j and xoj is the investment of all rent seekers other than i. Pj is the prize or profit at stake, fj and gj are influence production functions. The individual’s cost of participating in rent-seeking activities, Ci , varies with the resources committed to the game and the opportunity cost of i’s resources in non-rent-seeking activities, such as farming and leisure. Function sj is a sharing rule or probability function for contest j, and j’s anticipated share of the prize is determined by his or her effort and that of all other persons in the game, Sj = sj(Fj, G0j). 
For the purposes of this paper, I assume that the various contests resemble extended forms of the Tullock contest in which relative effort, rather than absolute effort, generates one’s share of the “prize” (wealth or status) or probability of winning. In that case, the typical rent seeker, i, will invest in rent-seeking contest j so that the expected (risk-adjusted) marginal rate of return is the same in all contests.
Pj Sjfj Fjxij = Ci xij  

(2)

for all j in all games. 
In rent-seeking societies a very large fraction of personal resources are invested in such contests. Whether the results are a disaster in which all these resources are wasted—as assumed in much of the rent-seeking literature—or increase total wealth—as assumed in much of the economics literature—depends on the nature of the contests (Congleton 1980). 
When the contests are such that relative influence, rather than absolute influence, determines the shares of a preexisting prize or the probability of winning the entire prize, considerable waste results unless the contest produces benefits for nonparticipants. Because relative rather than absolute effort determines expected payoffs, all players could simultaneously halve their efforts to influence the outcome without affecting their shares of the “prize” or probability of winning. This would free resources for activities that directly or indirectly increased the stock of knowledge, comfort, or health. Excessive investments in rent-seeking contests are nonetheless sensible whenever the expected net benefit of participation is at least as great as that associated with other activities.

Law and culture largely determine the extent to which resources are wasted in the contests in which people invest, because law and culture largely determine the nature of the competition that take place in a society’s contests, through affects on the rates of return from different activities. If the most likely routes to personal wealth and status require political contacts and favors, prudent persons will spend time seeking such contacts and favors. If the most likely routes to personal wealth and status are produced through military prowess, people will invest in the discipline and destructive skills required to be good soldiers. In liberal societies, the most likely routes to personal wealth and status involve pleasing consumers and/or voters by creating attractive products or policies, and so “upward bound” persons invest in product and policy refinement and innovation—activities that benefit many persons who are less engaged in contests for status and wealth.

Insofar as such social factors can be considered the formal and informal “rules of the game,” the rules can be said to determine the intensity and manner of competition in society’s contests. Such rules determine magnitude of the prize, the sharing rule, and the influence functions, which jointly determine sj, F, and Fxij in the model above and thereby the relative rates of return in a society’s  contests for status, wealth, and satisfaction.
III. RENT EXTRACTION: CREATING RENT-SEEKING AND STATUS-SEEKING CONTESTS

Most of the rent-seeking literature assumes that the number and nature of a society’s contests are determined exogenously. This is a reasonable place to start in most cases, because so many rent-seeking and status-seeking contests emerge spontaneously, or are grounded in quasi-constitutional rules such as the civil law and a nation’s constitution. Many contests, however, are products of design. Within firms and academic institutions, for example, contests for raises and promotion are designed to increase productivity of “team members” and to solve team-production problems. Well-designed contests can simultaneously increase the efforts of team members, the production of useful outputs, and the profits of firm owners. 

Similar contests may also be devised by government officials with similar gains (profits, revenues, deference) in mind. For example, government can create special privileges, barriers to entry, exclusive rights to buy or sell, etc. that are available to only a subset of the persons who wish to obtain them. It may also determine who is eligible to compete for those prizes and the procedures through which such privileges can be obtained by interested persons and organizations. In this manner, government officials may create a complex series of nested contests.

Figure 3.1 illustrates the simple microeconomics of a contest to obtain a government-created monopoly in a market in which it is difficult to discriminate among buyers. It bears noting that monopoly “profits” are not always monetary, but may also include “social rents” in the form of status, deference, and political authority.
FIGURE 3.1 NEAR HERE

Tullock (1967) pointed out that the prospect of gaining monopoly profit (area T) can induce a good deal of political activity to obtain such market privileges. He also pointed out that resources used to obtain such policies can often be regarded as additional sources of deadweight loss, because the resources used to seek monopoly privileges from government reduce social net benefits and have an opportunity cost. They could have been used to increase social net benefits by producing other products that could be sold at mutual advantage. 
The resources invested in many personal wealth and status increasing contests tend to be value-decreasing, rather than value-increasing for society at large. In macroeconomic terms, they reduce national income and wealth, rather than increase it. 

The use of such rent-extracting contests and of government monopolies as sources of government revenue is historically important in most societies. For example, during the Hang Dynasty, a state monopoly on salt was a major revenue source for the imperial government (Chen 1911: 542). State monopolies were also important sources of revenue in the Ottoman empire (Mansfield 2004: 66). Revenues from state monopolies and sales of office were also important sources of revenue in medieval and late medieval Europe, as in France and England. Efforts to establish private monopolies were, in turn, often discouraged through punishments of various kinds.
 

Efforts to obtain state monopoly privileges like the one illustrated can produce government revenues (and other forms of support) with a value of up to area T. Welfare economics implies that government “sales” of monopoly privileges reduces social net benefits by triangle H. The cost of generating revenues from rent-seeking contests is at least area H and can be as much as H+T, an amount exceeding the revenues, as implied by the analyses of Tullock (1967), Hillman and Katz (1984), and Nitzan (1991). 

The extent of the deadweight losses from such contests depends on how much the efforts of rent-seekers benefit government officials (e.g. the rents extracted by government officials) and the extent to which the contests produce benefits for other non-contestants. These are affected by the procedures through which rents are obtained and rules that affect participation in the contests (Congleton 1980, Aidt and Hillman 2008).
A.  Rent-Extracting Authority

It bears noting that the efforts of rent-seekers normally produce benefits for government officials, as well as governmental revenues. A common strategy for those who hope to benefit from entry barriers is to lobby government officials who control parameters of existing contests or who have the authority to create new rent-seeking contests that restrict eligibility to persons and firms similar to themselves. Once criteria for contest participation are established, similar strategies are employed to persuade officials that they qualify for participation in the contests and/or to change the eligibility rules. 
The authority of government officials as “gate builders” and “gate keepers” allows government officeholders to benefit from the deference, gifts, and bribes paid by those wanting “new gates” to be constructed, old gates to be removed, or simply to be allowed through the “gate” into preexisting games of interest. Because government officials benefit from most government sponsored rent-seeking and status-seeking contests, they have good personal reasons to create such contests and to maintain (and seek) authority to create contests in which they can determine winners and losers. 

The creation of rent-seeking contests in order to “profit” from the rent-seeking activities elicited is called rent extraction (McChesney 1997). Rent-extracting contests are more or less efficient according to the value of the services extracted by government officials relative to their value to the participants in the rent-seeking contests, and to the extent the contests produce positive or negative externalities. The greater is the extraction, the lower is the deadweight loss of the contest, other things being equal. The greater are the positive externalities or less the negative ones, the more efficient the contest is, other things being equal.
B.  Intra-governmental Rent Seeking and Anticorruption Laws

The ability of government officials (policy makers) to create competitive contests for “outsiders” indirectly creates higher levels of contests among insiders. Government officials will compete for positions of authority where rents are extracted and for additional authority to create new rent-extracting contests. That is to say, the rents associated with positions of authority induce competition among insiders. Such intra-governmental contests may be designed to increase governmental efficiency or may evolve haphazardly in a manner that tends to undermine it. Hillman and Katz (1987) provide an early analysis of intra-governmental rent-seeking contests in which government rents are entirely dissipated by competition among insiders, as office holders compete for larger shares of a shrinking pie.

The Hillman and Katz analysis implies that there is a conflict between the interests of lower and upper officials with respect to rent extraction. The more rent extraction that takes place at low levels of governance, the less remains for top officials to “harvest.” As a consequence, upper-level rent-extracting officials have incentives to adopt rules and regulations that restrict the types of rent extraction permitted by lower-level officials. Such rules define corruption and are supported by significant penalties, including the death penalty. 

The rules against “corrupt forms of rent extraction,” however, do not always apply to the senior officials who draft “anticorruption” laws, who can often continue selling favors for cash and political support. Rent extraction thus remains of interest in societies that have well-enforced anticorruption laws both as sources of state revenue and senior official wealth. Well-designed and enforced anticorruption laws tend to reduce the deadweight losses from intra-governmental rent-seeking, although not necessarily the magnitude of investments in rent-seeking contests by outsiders.
C.  Rent Extraction by Well-Run Governments

In rent-extracting governments with tough well-enforced anticorruption laws, senior officials are, in effect, residual claimants on “their” country’s economic production analogous to Olson’s (1993) model of stationary bandits. This has predictable effects on the extent to which senior officials will extract rents from various sectors of their national economy. Senior officials will take account of the deadweight losses of rent-seeking contests and their overall effect on the economy (at least for their term of office), because these affect their net receipts from rent-seeking contests. In such polities, rent-extracting contests may resemble an auction analogous to those modeled by Helpman and Grossman (1994). The effect of rational rent extraction, nonetheless, is to reduce national income and wealth below levels that might otherwise be achieved (Congleton and Lee 2009). 

In countries in which corruption runs throughout the bureaucracy, rent-seeking activities inside government reduce the revenues generated at the same time that rent-seeking activities outside of government reduce average income to near-poverty levels (Hillman and Katz 1984, 1987; De Soto 2003). As rent extraction “taxes” increase, a nation tends to become poorer, because fewer open-market transactions take place, more relatively inefficient black-market transactions take place, and because productive resources are wasted in unproductive rent-seeking activities (De Soto 2002, Schneider and Enste 2002, Tullock 1967). Governments that carefully craft their rent-extraction systems tend to have higher average income than less well-run rent-extraction regimes, because the “rent-extractors” take better account of losses from excessive rent extraction and harvest more rents from their contests in the long run (North, Wallis, and Weingast 2009; Mesquita et al. 2003; Hillman and Katz 1987; Tullock 1967). 
The distribution of income in both sorts of rent-extraction states tends to be skewed, because of the implied net income differences among rent extractors, rent recipients, rent seekers, and rent payers.
 Rent-extracting governments tend to reduce the rent-paying and rent-seeking parts of society to near subsistence levels of income, while the rent-extracting sector becomes relatively wealthy, particularly in well-run rent-extraction states.
IV. ESCAPE FROM RENT-EXTRACTING REGIMES THROUGH LIBERAL REFORMS

Before the nineteenth century, during most times, and in most places, governments were rent-extracting regimes, although the efficiency of rent extraction varied among governments. Domestic and international barriers to trade were allocated on the basis of family, political support, and cash payments. Privileged persons and organizations had exclusive rights to sell, produce, import, and export particular goods and services. Occupations and positions in government were reserved for privileged members of privileged families, often living in privileged locations. Such state-sanctioned privileges created “elites,” whose interests were well advanced in most medieval societies. These include relatively prosperous ones such as France, Spain, Turkey, Japan, Korea, and China. Such societies have been called rent-seeking societies (Ekelund and Tollison 1982), and their governments “natural” states, (North, Wallis, and Weingast 2009), although the term “rent-extracting” states is more descriptive of their governments and policies.

European medieval society gradually disappeared in Europe during the eighteenth and nineteenth century as political and economic reforms were adopted that favored more open and productive forms of economic and political competition. The general direction of reform came to be referred to as “liberal,” their philosophical and intellectual foundations as liberalism, and the persons advocating the reforms as liberals (Congleton 2011). 

Liberals developed arguments that favored productive forms of competition that had previously been suppressed.
 That is to say, liberal reforms did not reduce social conflict, perse, but rather increased prosperity by shifting resources from economic and political contests that reduce average wealth to ones that increased average wealth.
 
A.  Examples of Economic Reforms that Reduce Rent-Extraction

Reforms that reduce governmental discretion and/or “gate-keeping” authority tend to reduce total investment in rent seeking, other things being equal. For example, a major consequence of the enclosure movements of the eighteenth and nineteenth centuries was making land easier to sell, which allowed voluntary exchange to more easily shift resources from lower- to higher-valued uses. More land could be transferred without the government’s (the king’s or parliament’s) explicit support.  Recording property titles also reduced the extent to which resources were consumed through private and public disputes over the control of particular pieces of land, by reducing the ability of neighbors and governments to shift property boundaries without compensating owners.

Opening up domestic markets to greater price and quality competition also reduced opportunities for rent extraction. The optimal rate of rent extraction is lower when firms face more or less competitive markets, because competition tends to increase the price elasticity of both demand and supply curves. The “open door” policies advocated by economic liberals reduced barriers to imports as well as exports, which tended to make both domestic and international markets more competitive and reduced opportunities for rent extraction by firms and governments.
B.  Liberal Economic Reforms Rewrote the Economic Constitution

The gains from liberal reforms did not emerge simply because private contracts and private property were better enforced, as modern Coasians might argue. Contracts and property rights (privileges) were well-enforced in earlier periods as well. Instead, liberal reforms redefined economic and political property rights in a manner that promoted productive forms of competition and reduced unproductive forms. Some preexisting property rights were reduced and some opportunities for exchange were also reduced. Liberal reforms allowed some assets to be traded more easily (land) and made others (people and government positions) less tradable. The enclosure movements of the eighteenth and nineteenth centuries made property a more tradable asset. On the other hand, the abolitionist movement made people less so. Slavery was eliminated, rather than slave markets made to function more efficiently. Many long-standing monopoly privileges for towns, firms, and families were reduced. Political reforms reduced the inheritability and private sale of government offices, which reduced the capital value of the rents associated with many government offices, and also often created new merit-based contests for those offices. Cartel agreements and many other “contracts” between private persons and public officials (purchasing votes and governmental positions) were outlawed or not enforced.
Overall, monopolies became more difficult to own and government positions became more difficult to sell. Markets for slaves and long term indentured contracts were eliminated. Liberal economic reforms thus changed the domain of contract, property, and public policy in a manner that encouraged value-increasing activities (trade, production, and innovation) and discouraged value-reducing activities (obtaining special privileges from governments). . The elimination of slavery and extension of land-ownership rights allowed labor and capital to move more easily from less productive to more productive activities. Reductions in the sale of government offices tended to make governments more responsive to the average (typical) member of society.
C.  Political Liberalism Limits Rent Extraction by the Senior Office Holders

Within hereditary or elite governments, efforts to reduce rent extraction tend to reduce, rather than increase, one’s prospects for retaining high office, because other senior officials lose both economically and deferentially from efforts to limit rent extraction. In the absence of elections, high officials need only please each other. 
Within elected governments, high officials also have to please voters. Most voters are consumers and few consumers benefit from rent extraction. They, consequently, tend to favor low rates of rent-extraction, other things being equal. Electoral competition thus induces candidates to oppose “corruption” and privilege (even if it reduces the income of elites). Corrupt and incompetent senior officials are often removed from office through elections, whereas this is much less common and more difficult in heredity-based systems of government.

As the opportunities for market opportunities expand and the ability of governments to distribute rents diminish, rent seekers realize smaller marginal benefits from rent-seeking activities and shift their attention to market contests. Together the economic and political reforms reduced the extent to which government revenue could be generated through rent extraction, and induced policymakers to replace rent extraction with new or expanded formal tax systems.

V. EVIDENCE IN SUPPORT OF THE LIBERALIZATION HYPOTHESIS

The above overview and synthesis of several strands of the public choice literature provides an explanation for the rise of the West in the nineteenth century and for its continued success throughout most of the twentieth century. By changing the rules of the economic and political game, liberal reforms shifted resources from unproductive to productive competitive contests and reduced the number of rent-seeking contests. As a consequence, the countries that “liberalized” became the most wealthy and powerful countries on Earth, using technologies and methods of political and economic organization that had never been seen before. 

In places where liberals and liberal arguments were less successful, fewer liberal reforms were adopted. Rent-extracting states “modernized” by adopting the railroads, telegraphs, air travel and the internet. However, their policymakers could not adopt the West’s system-wide political and legal innovations that encouraged productive forms of competition without undermining their ability to extract rents. Consequently, “modernization” in illiberal states only modestly increased income levels and economic growth rates.

Table 3.1 provides evidence that supports the hypothesis that liberalization tends to increase national income by reducing rent-seeking losses (e.g. the misallocation of national resources). It lists 25 countries with the highest per capita gross domestic product, calculated using World Bank data. The list includes 22 countries that adopted more or less liberal economic and political institutions during the late nineteenth and early twentieth centuries. Of the three others—Singapore, Cyprus, and Equatorial Guinea—two may also be said to have adopted liberal legal institutions during that period: Singapore was established as a British trading post in 1819, and so has had British legal institutions for nearly two centuries. Cyprus was administered by Great Britain from 1878 until 1960, and its Greek half is presently a member of the European Union. All but five of the listed countries have very liberal economic policies by Heritage Foundation’s measures. All but three have very low levels of corruption (locally illegal forms of rent seeking). The outlier in the table—Equatorial Guinea—has very large oil sales relative to its population and is the only country on this high-income list without liberal economic and political institutions.
TABLE 3.1 NEAR HERE

Other lists of high per-capita GNP nations include more oil countries than the one used above, but are otherwise broadly similar. Oil-rich nations tend to have lower scores on economic and political liberalism. These countries are not of interest for the purposes of this paper, because high per-capita geological endowments are largely matters of geological luck, rather than public policy or institutions that can be improved.

TABLE 3.2 lists the 25 poorest countries and associated indices of political and economic liberalism and corruption using the same data sets as in TABLE 3.1. Note that all but four of these countries exhibit very illiberal political environments (CLI > 3). All but four also exhibit very illiberal economic environments (EFR > 100). All but three have very high levels of corruption (CR > 100). 
TABLE 3.2 NEAR HERE

Together, TABLES 3.1 and 3.2 clearly support the liberalization hypothesis. The tables suggest that democracy tends to reduce, although it does not eliminate, corruption and rent seeking as a fraction of GDP. Policies that reduce corruption, promote open competitive markets and politics, rather than closed monopolistic markets, tend to promote economic development. The distributions of political and economic liberalism and corruption in TABLES 3.1 and 3.2 overlap only for oil-rich Equatorial Guinea, which exhibits a degree of ill-liberality similar to those of countries in TABLE 3.2.
VI. EXPORT-LED GROWTH: IMPROVED RENT-EXTRACTION OR ECONOMIC LIBERALIZM?

Incentives to adopt and maintain liberal reforms vary somewhat with the type of government, because political institutions indirectly affect the interests of senior government officials. Government officials in rent-extraction states have incentives to encourage monopolization and rent-seeking activities, rather than economic and political liberalization. In such cases, a broad program of economic liberalization may require changes in political institutions that realign governmental interests, as may be associated with political liberalization. 
An exception to this general rule occurs in the export sector in countries that use more or less uniform rates of rent extraction. 
A.  “Neutral” Rent Extraction and Reductions in International Trade

The optimal tax literature, perhaps surprisingly, has implications about how a rent-extracting government tends to extract rents. In a setting in which economies are relatively simple, rent-extraction systems tend to resemble Ramsay tax systems, with greater “protection” provided to markets with the least elastic supply and demand functions (Congleton and Lee 2009). As economies become more complex, devising entry barriers with market elasticities in mind becomes increasingly difficult. As a consequence, one can imagine that “neutral” rent-extracting systems tend to be adopted. More or less uniform systems of rent-extraction have far lower informational requirements than Ramsay extraction systems and so may have lower deadweight costs because fewer mistakes are made. They are also easier to administer. 
Nonetheless, under a “neutral” rent-extraction regime, the rate of rent extraction in some sectors of the economy will be above their revenue-maximizing levels. One such sector is likely to be the export sector. 

Rent extraction tends to have relatively larger effects on international trade flows than on domestic markets, because international markets include more supply choices than domestic markets. Insofar as rates of rent extraction vary among countries, consumers and producers will tend to favor the products of countries with lower rates of rent extraction, because products from those nations tend to have lower (total) production costs and prices. This provides another explanation for trade flows among industrial nations that complements the Krugman (1983) model.
In the absence of international trade, a uniform rate of rent-extraction has many of the same economically desirable effects as a neutral tax. It produces revenues for government officials without distorting patterns of trade. Unfortunately, as figure 3.2 indicates, relatively high rent-extraction rates (such as t”) may maximize total rent-extraction, but may eliminate foreign trade by domestic firms, because the full burden of such quasi-taxes in competitive markets falls entirely on the shoulders of domestic producers, rather than being (partly) shifted to consumers.
 
For the purposes of the illustration, rent extraction is treated as an excise or profits tax on firms in the market of interest, which is a reasonable first approximation for rent-seeking games in which government officials squeeze a more or less uniform level of bribery, deference, and political support from all domestic firms and industries. The burden of quasi-tax t is shared with consumers in the home market, but this is less possible in the more competitive international markets. Indeed, in the case illustrated, high rates of rent extraction from national firms and industries with significant international competition prevent domestic firms from participating in world markets. 

FIGURE 3.2 NEAR HERE

As a consequence, the “usual” domestic rate of rent-extraction may prevent even relatively efficient domestic firms from selling their products in competitive international markets. It is simply not profitable to do so given their country’s rent-extraction quasi-taxes. 
In this manner, a rent-extracting government’s relatively high rates of rent-extraction may accidently cause “their” firms to fail in international markets. Exceptions to that rule may occur for domestic firms that sell unique natural resources (easily mined oil, gold, diamonds) and countries in which the revenues generated through rent-extraction are used to reduce production costs in some way (education and infrastructure). In many other cases, however, high rates of rent extraction may price domestic firms out of international markets. 
The same logic applies regardless of whether domestic firms are price takers or oligopolists in the relevant markets, as long as foreign consumers have a broader range of alternative suppliers than domestic consumers.

Figure 3.2 also illustrates how relatively high rates of rent extraction can reduce national income. Relatively high rates of rent-extraction reduce the number of domestic and international transactions, which reduces national output and income. These reductions are partly offset by greater spending by governments and government officials and by the emergence of black markets, but not completely so. In cases in which rent-extraction is illegal, many bribes and kickbacks flow to foreign banks, rather than to public services or domestic producers of luxury goods. Black markets tend to rely on relative less than efficient capital-labor ratios in order to avoid detection. 
B.  Export Led Growth as Improved Rent Extraction

Rent extraction tends to reduce the size of both domestic and export sectors, but the logic of figure 3.2 implies that this effect is larger in export sectors than in domestic sectors of the economy. In such cases, “liberalization” of the export sector may create additional revenues from rent extraction, rather than reduce them. This, however, tends not to be true of import barriers, which reduce competition within domestic markets and increase opportunities for rent extraction. As a consequence, the export sector may be the only sector that can be profitably “liberalized” by rent-extraction states with relatively high rates of rent extraction. As a consequence, a rent-extracting regime that recognizes the difference between domestic and foreign markets may be able to increase its total revenue from rent extraction by reducing the rate of extraction in the export sector. 
Consistent with this hypothesis, Kang (2002: 161-63) shows that revenues from quasi-taxes in Korea increased as its export-led strategy was implemented. Kang (2002: 102–3), argues that informal “quasi-taxes” emerged in Korea through which “voluntary” donations of 10-20 percent were made to political parties and other well-connected organizations in exchange for government-allocated loans. These quasi-taxes were legal contributions, so tax records are available for them. Kang (2002: table 4.1) reports that approximately 150 billion won were devoted to such purposes in the 1970s. He also provides some anecdotal evidence, noting, for example, that “Hyundai founder Chung Ju-yong admitted [that] ‘I personally handed to the ruler about 1 billion won yearly during the 3rd republic, about 5 billion won yearly during the 5th republic, and 10 billion won yearly in the 6th republic’ (2002: 163).”

Corruption in Japan and Korea have been increasing in the post war period according to the Heritage Foundation’s Economic Freedom subindex on freedom from corruption during the relatively short period of that index. Evidence of increased corruption (e.g. rent extraction) during the period of export-led growth in China is provided in Pei (2007) and Ngo and Wu (2009). 

The success of export-led growth strategies of the “Asian Tigers” together with increases in corruption suggest that the export sector had previously been overtaxed relative to what would maximize rent extraction from exports. That other markets were not simultaneously liberalized suggests that the aim was more effective rent extraction, rather than liberalization perse.
C.  Secondary Liberalizing Effects Generated by Export-Led Growth Strategies

Figure 3.2 suggests that rent extraction is potentially greatest when domestic firms are relatively more efficient than the average firm in the relevant world market, because this increases potential profits for domestic firms. This efficiency effect aligns the incentives of government officials with efficiency in export markets, because the more efficient a country’s exporters are, the more rents can be extracted from them. Rewarding efficiency in export markets may require changes in the procedures through which, for example, capital is allocated by the central government. 
For example, preferential access to domestic capital (domestic or foreign) may be based on international market share and/or market share growth, rather than well connected firms run by relatives of state officials. By shifting capital to efficient parts of a nation’s export sector and reducing quasi-taxes, rent extraction from that sector can be increased relative to more restrictive practices.

Adopting such relatively liberal practices in export sectors indirectly tends to induce modernization and increase the efficiency of related domestic markets. For example, successful exporters will tend to use their more efficient organizational methods and production techniques to produce products for domestic markets. This may increase an exporter’s domestic market power (from which rents may be extracted) or may induce their domestic competitors to adopt more efficient production methods. The former increases opportunities for (net) rent extraction, insofar as the result is greater domestic monopolization of domestic production and sales, rather increased domestic competition. This provides another reason for policymakers to support liberalization of the export sector. However, rather than monopolization, such policies may spur domestic competition. Domestic rivals may copy the methods of the exporter in a manner that increases domestic competition and reduces opportunities for rent extraction by reducing profits in the affected markets. 
Similarly, government investments in infrastructure that improve the efficiency of the export sector also tend to reduce transport costs for domestic industries, which increases specialization and competition. The latter tends to reduce domestic opportunities for rent extraction in the long run. Government investments in human capital necessary for a competitive export sector may also affect the efficiency and competitiveness of domestic industry. State support for higher education, however, also indirectly tends to support the dissemination of liberal ideas, as is evident in Korean, Chinese, and Turkish history. 

Whether rent-extraction rates in the domestic sector increase or decrease as a consequence of export liberalization depends in part on the extent to which exporting firms become important sources of government finance and support, which tends to constrain the government’s domestic policy options. Modest support for exports in the form or reduced rates of rent extraction (reduced or less corrupt regulation), are less likely to produce major declines in domestic rent-extraction opportunities, than broader support. Nonetheless, over the course of a few decades of indirect liberalization, diminished revenues from rent extraction may induce governments to rely more extensively on other revenue sources such as income taxes. The experience of the Asian tigers suggests that export liberalization can gradually induce political and economic liberalization by reducing opportunities for domestic rent extraction and increasing support for other liberal reforms.
VII. CONCLUSION: INSTITUTIONS, RENT EXTRACTION, AND COMPETITIVE ADVANTAGE

This paper has demonstrated that the political economy of rent seeking and rent extraction sheds light on a broad range of long term economic and political phenomena that have been neglected by those literatures. Analysis of the incentives of senior government officials in rent-extracting governments helps to explain why liberal institutions affect economic growth rates and why they have not been universally adopted, although they have broadly increased economic income and the quality of life in essentially every society in which they have been adopted.  
The poorest places on Earth have barely escaped from the Hobbesian jungle and suffer from the worst problems rent-seeking contests. Per capita income levels, corruption, and other forms of conflict in these countries are consistent with the predictions of the rent-seeking and anarchy literatures. Their unconstrained contests over scarce resources evidently consume most of their national resources (Tullock 1967, Congleton 1980). The wealthiest men and women in such rent-extracting societies are often “warlords” and their top officials, rather than successful economic entrepreneurs. The political and legal institutions of relatively efficient rent-extracting states tend to protect the security and wealth of those already in positions of authority, but they often do so in a manner that limits opportunities for economic development  (Krueger 1974; Murphy, Shleifer, and Vishny (1991); Congleton and Lee 2009). 

In contrast, liberal political and economic systems tend to have fewer state-produced privileges, with the consequence that more resources are invested in more productive contests and fewer unproductive contests. Liberal economic policies facilitate price and quality competition in markets and the development of national and international trading networks by reducing entry barriers, transactions costs, and increasing incentives for capital accumulation and economic innovation. Flows of trade tend to be between liberal market-based societies, because firms that operate in societies with greater rates of rent extraction have higher production costs, other things being equal. Liberal legal and political systems facilitate relatively productive forms of competition in courts and among political parties.
Tables 3.1 and 3.2 suggest that economic and political liberties and corruption tend to be inversely related. The most economically and politically liberal countries exhibit the least corruption and have the greatest average income. This is not to say that rent seeking and high income are entirely incompatible, as Equatorial Guinea demonstrates. However, significant rent-seeking losses and high income are incompatible in countries in which income is based on production, rather than natural resources.

Liberal system wide reforms are politically more difficult to copy than railroads, telephones, and the internet, because they reduce opportunities for rent extraction. Senior government officials tend to benefit from rent extraction, and cannot liberalize their economic and political policies, without reducing their incomes, power, and status. As a consequence, liberal economic and political reforms can be a long term source of comparative advantage in trade, innovation, and public policy, as is evident in modern international data sets and indices of institutional quality.  

Export-led growth strategies may be exceptions to that rule, and may provide a possible route to other liberal reforms, as the recent experiences of Taiwan and South Korea suggest. It bears noting, however, that these countries required substantial liberalization of their economic and political systems before they “took off.” Export-led growth was not enough to sustain long-term growth by itself. 









End Notes


� The idea that monopolists earn higher rates of return than firms with many competitors is an ancient one; examples in Europe go back at least to classical Greece and, in Asia, back at least to the time of Confucius. For example, Aristotle mentions the case of the philosopher Thales, who monopolized the olive press market for a season to prove that philosophers could be wealthy if they wished to (Aristotle 330 BC). 


� Evidence of the effect of corruption on the distribution of income is provided by Gupta et al. (2002) and Rosser et. al. (2000).


� Among well-known liberal theorists prior to 1800 are Locke, Rousseau, Smith, and Madison. Nineteenth and twentieth century liberals include Mill, Wicksell, Von Eucken, Hayek, Friedman, and Buchanan. Among nineteenth-century Asian intellectuals, Fukuzawa, Liang, Sô, and Minobe are often noted. See Congleton (2011) for a more complete discussion of liberalism’s role in the European transitions of the nineteenth century.


� These rough classifications of states parallel those developed in North, Wallis, and Weingast (2009), but in this paper, states are classified by the extent to which those institutions promote welfare enhancing or welfare reducing forms of competition, rather than their political institutions. Political institutions tend to be correlated with the extent of welfare reducing competition, because the “political rules of the game” frame many of the most important contests that take place in a given society as developed in this paper and elsewhere. 


� Of course, the ability to create rents does not entirely disappear with political and economic liberalization. However, many of the “new games” encouraged by economic and political liberalization tend to increase innovation and economic efficiency in the long run at the same time that they create rents and new opportunities for rent seeking and rent extraction. For example, subsidies for transport grids (roads, canals, and railroads) and communication networks (telegraphs and telephones) provided the new entrepreneurs with rent-seeking opportunities (and substantial rents for winners). The subsidies (right of ways, access to government bond markets, and direct payments) allowed new technologies with economies of scale to be employed for production and distribution, which increased both specialization and competition within domestic and international markets.


� The country rankings are taken from http://en.wikipedia.org/wiki/List_of_countries_by_GDP_(PPP)_per_capita.m


� In monopolistic or monopolistically competitive markets, the burden of such transaction fees tends to be shared by foreign investors and/or consumers, although again the number of transactions tends to fall, and again there are cases in which they fall to zero.


� Most of the countries in table 2 score even lower on Freedom House’s political liberty index.
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