Why Is Rent-Seeking So Costly to Growth?

By KEvIN M. MURPHY, ANDREI SHLEIFER, AND ROBERT W. VIsHNY *

Economists from Adam Smith (1776) to
Douglass C. North (1981) agree that poor
protection of property rights is bad for
growth. But why is this problem so severe?
Why do Peru (Hernando De Soto, 1989)
and Equatorial Guinea (Robert Klitgaard,
1990) fail to grow at all when public and
private rent-seeking make property inse-
cure? In this paper, we explore two reasons
why rent-seeking, meaning any redistribu-
tive activity that takes up resources, is so
costly to growth.

First, rent-seeking activities exhibit very
natural increasing returns. That is, an in-
crease in rent-seeking activity may make
rent-seeking more (rather than less) attrac-
tive relative to productive activity. This con-
dition can lead to multiple equilibria in the
economy, with “bad” equilibria exhibiting
very high levels of rent-seeking and low
output.!

Second, rent-seeking, particularly public
rent-seeking by government officials, is likely
to hurt innovative activities more than ev-
eryday production. Since innovation drives
economic growth, public rent-seeking ham-
pers growth more severely than production.

I. Increasing Returns in Rent-Seeking Activities

The rent-seeking technology itself often
exhibits increasing returns. Three mecha-
nisms are relevant. First, there may be a
fixed cost to setting up a rent-seeking sys-
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tem, such as a legal code. Once it is set up,
however, lawyers can cheaply sue ecach
other’s clients, which they could not do if
the code did not exist. Second, rent-seeking
may be self-generating in that offense cre-
ates a demand for defense. If one feudal
lord builds an army, his neighbor does so as
well; if a customer hires a lawyer, his sup-
plier must do likewise; and so on. This too,
is a form of increasing returns. Third, rent-
seekers have a “strength in numbers.” If
only a few people steal or loot, they will get
caught; but if many do, the probability of
any one of them getting caught is much
lower, and hence the returns to stealing or
looting are higher. All these mechanisms,
which rely on increasing returns to the ag-
gregate rent-seeking technology, can gener-
ate multiple equilibria, some of which have
a very high level of rent-seeking and a low
level of income.

In this paper, we focus on perhaps an
even more generic form of increasing re-
turns to rent-seeking, which arises not from
the structure of rent-seeking technology, but
instead from interaction of rent-seeking and
productive activities. Specifically, as more
resources are allocated to rent-seeking, re-
turns to production, as well as to rent-seek-
ing, fall. Over some range, as more re-
sources move into rent-seeking, returns to
production may fall faster than returns to
rent-seeking do, and so the attractiveness of
production relative to rent-seeking will fall
as well, even though both production and
rent-seeking exhibit diminishing-returns
neoclassical technologies. When this hap-
pens, rent-seeking exhibits general equilib-
rium increasing returns, in the sense that an
increase in rent-seeking lowers the cost of
further rent-seeking. Below, we present a
simple model that illustrates this idea.

Consider a farm economy, in which each
person can engage in one of three activities.
He can produce a cash crop for the market,
in which case his output is a. He can also
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produce a subsistence crop, in which case
his output is y < a. The subsistence output
in not subject to rent-seeking; it cannot be
stolen or expropriated. In contrast, market
output is subject to rent-seeking. Rent-seek-
ing is the third activity that each person can
pursue; if he does, the maximum amount of
cash crop he can expropriate is 8. Thus, an
individual’s rent-seeking technology is sub-
ject to diminishing returns, in the sense of
an upper bound on how much he can grab
with limited time and abilities. In this model,
rent-seeking drives farmers out of cash-crop
production, which is subject to expropria-
tion, and into subsistence production, which
is not, with the consequent substantial de-
cline in productivity and living standards,
as happened in many African countries
(Robert H. Bates, 1987).

An equilibrium in this economy is an allo-
cation of the population between cash-crop
production, subsistence production, and
rent-seeking. Denote the ratio of people
engaged in rent-seeking and market produc-
tion by n and denote income per capita by
y. To study equilibria in this economy, we
consider the payoffs to production and
rent-seeking as a function of n. These pay-
offs are presented in Figure 1, which is the
essential part of our analysis. At n =0, the
returns to market production are a since
nothing is expropriated from the farmers,
and the returns to rent-seeking are B since
the first rent-seeker can take all he can get
subject only to the diminishing returns on
his technology. As n rises above 0, returns
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to market production fall to a«—np, as
farmers get a part of their output expropri-
ated but are still better off than they would
be with subsistence production. In this in-
terval, the returns to rent-seeking are still
B, since rent-seekers can still get all they
are physically able to take.

At some critical level #/, the after-transfer
returns to market production fall all the way
to the subsistence level y. This is the high-
est ratio of rent-seekers to cash-crop pro-
ducers consistent with rent-seekers getting
their full potential output B. The critical
level n' is givenby a —n'/B=1y,0or n' =(a —
v)/B, where a —y has the obvious inter-
pretation of the maximum amount that can
be taken from a market producer before he
switches to subsistence. As the ratio of
rent-seekers to cash-crop producers rises
above ', rent-seekers begin to crowd each
other, since cash-crop producers drop into
subsistence production to keep their income
level at y. As a result, for n > r/, the return
to both cash crop and subsistence producers
is given by vy, and the return to each rent-
seeker is given by (e —7y)/n < B. In this
regime of extreme rent-seeking, rent-seekers
crowd each other and operate below their
full potentials since they continue to divide
a fixed pie between more and more of
themselves.

Figure 1 illustrates the fundamental ele-
ment of this model, namely, that even
though all aggregate technologies here ex-
hibit constant returns, the relative returns to
rent-seeking (relative to entrepreneurship)
may be increasing. Specifically, over the
range where 0 <n <n', the aggregate re-
turns to rent-seeking are constant because
the aggregate amount redistributed is lim-
ited only by the number of rent-seekers, but
aggregate returns to market production are
diminishing as more rent-seekers take more
wealth away from market producers. As a
result, aggregate relative returns to rent-
seeking over this range are increasing,
which, as we shall see, gives rise to multiple
equilibria in some cases. To analyze equilib-
ria, we must consider three cases which
correspond to the relative positions of the
two curves in Figure 1. In case 1, B <¥y; in
case 2, B> a; and in case 3, y < B < a.
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AND RENT-SEEKING, > a

Case 1: B <vy.—In this case, which actu-
ally corresponds literally to Figure 1, prop-
erty rights are extremely well protected, and
the rent-seeking return is even lower than
the return to subsistence production. The
equilibrium in this economy is unique: every
person produces the cash crop; there are no
rent-seekers or subsistence producers. In
this sense, well-defined property rights lead
to the highest possible output per capita,
namely a.

Case 2: B > a.—This case corresponds to
extremely poorly protected property rights,
or equivalently, weak diminishing returns to
individual rent-seeking. In this case, a first
rent-seeker can grab more than a farmer
can produce for the market. Figure 2 illus-
trates the relative position of the returns to
rent-seeking and to production in this case
and shows that there is only one equilib-
rium. At this equilibrium, the return to pro-
duction, driven all the way down to vy, must
equal the return to rent-seeking when rent-
seekers are crowding themselves [i.e., y=
(a—1vy)/n]. That is, in equilibrium, n" =
(a—1v)/y. (At follows immediately that
n” > n'). In this equilibrium, everyone’s in-
come is equal to subsistence productivity y
rather tha'n market productivity «.?

In this example, the number of rent-seekers and
cash crop producers is indeterminate; only their ratio is
known. With diminishing returns to production, this
indeterminacy disappears.
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FiGure 3. Payorrs To PrRODUCTION
AND RENT-SEEKING, ¥y < B < a

Case 3: y < B <a.—In this intermediate
case, there are two equilibria, as shown in
Figure 3. The first equilibrium corresponds
to that in case 1, where everyone is a cash
crop producer and income per capita is a.
The second corresponds to that in case 2,
where rent-seeking is savage, people are
split between market production, subsis-
tence production, and rent-seeking, and per
capita income is driven down all the way to
v. In the third equilibrium, people are split
between market production and rent-seek-
ing (with no subsistence producers), and the
return to each activity is B. In this equilib-
rium, a—Bn=p, or " =(a-B)/B. (It
follows immediately that #»” <n’). Entry by
rent-seekers drives the returns of market
producers down to a rent-seeker’s return,
yet crowding by rent-seekers has not yet set
in. This, however, is not a stable equilib-
rium, since an incremental increase in n
beyond »" raises returns to rent-seeking
above those to market production, and
hence invites further increases in resources
devoted to rent-seeking. The two stable
equilibria, then, are the “good” one with
n =0, and the “bad” one with n=n".

Having presented the equilibria in this
model, we can briefly discuss what they
mean, and how changes in parameter values
affect the equilibrium outcome. First, con-
sider the productivity of rent-seeking, S,
which captures the quality of property-rights
protection in this model. As the above anal-
ysis showed, B does not affect the value of
output in either equilibrium. However, B
obviously affects which case obtains. In par-



